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PREFACE
 

After more titan a year's work on this project, we have come to under

stand the considerable difficulties of stimulating the fiscal development
 

of local governments in the Philippines. The problems in this area are
 

formidable and complex and we do not even begin to have all of *he answers.
 

Bt-c we think we might have a few. Our principal conclusion is that the
 

local government system in the Philippines, centralized though it may
 

be, can be made to work quite effectively. The goals of increased revenue
 

mobilization, increased capital project activity, greater local government
 

participation in expenditure delivery and decision-making, and a more
 

efficient man;agement of local affairs are definitely attainable.
 

Tae plan we suggest to reach these goals is based on four pc'mtses.
 

First, because the system is so highly centralized, the really important
 

reforms must be initiated at the Central Government level. Second, and
 

for the same reason, it is necessary to stren2then the capacity of the
 

Central Government to manage and monitor local government affairs before
 

the local goverrpnt sector can be strengthened. Paradoxically, the
 

first step toward governmental fiscal decentralization is to invest in
 

strengthening the management capacity at the center. Third, local govern

ment fiscal behavior may be influenced in important and desirable ways
 

through the use of financial incentives. Finally, one should not expect
 

all things from every reform measure, i.e., if these reforms could lead
 

toward the objectives listed above, quite a lot will have been accomplished.
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To bend such a reform package to address other goals, e.g., 
the redis

tribution of income, is to 
run the risk of accomplishing nothing.
 

This report is organized in three parts. 
 In Part One, we consider
 

local financial management, taxation, and the Allotment System. 
 In
 

Part Two, the feasibility of local government public enterprises is
 

studied, and 
in Part Three we take up the question of credit financing.
 

Every chapter concludes with recommendations but 
 these are directions
 

for reform rather than a complete working out of the detail. 
 An Executive
 

Summnary is included, but this cannot 
be substituted for a full reading
 

of the analysis in the text.
 

This report is a joint effort. 
 Professor Schroeder and I collaborated
 

on the first five chapters, Professor Greytak and Mr. Diokno prepared
 

chapters six, seven 
and eight, and Professor Hubbell had primary responsi

bility for chapters nine and ten. 
 I also had 
a hand in the preparation of
 

chapters six through ten, and along with the principal authors am willing to
 

accept responsibility for whatever errors or misstatements are made.
 

The task we undertook was enormous, far more so 
than we realized at
 

the onset of this work. 
 Certainly we would not have accomplished this
 

much without 
a great deal of help and cooperation. USAID-Washington
 

funded this effort through a cooperative agreement with the Maxwell School,
 

Syracuse University. 
USAID-Manila initially invited our participation,
 

provided any service we 
requested to facilitate our getting the work done,
 

and demanded only that we be responsive to 
the needs of the government of the
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Philippines and the PIDS Study Group. 
Neither USAID-Washington nor USAID-


Manila saw draft versions of this report and we have no idea whether or not
 

they share these cenclusions, opinions, or recommendations.
 

The great amount of field work described in the next several
 

hundred pages suggests that 
we have many, many goverment officials to
 

thank for their time and interest. In particular, we would like to acknow

ledge our debt to Dean Raul DeGuzman of the University of the Philippines,
 

Director Angel 7oingco of the National Tax Resear-h Center, and Director
 

Lorinda Carlos of the Ministry of 'inance. Wlthot.. their help La'is work
 

could not have been done, and withou, their unfailing good humor and
 

patience the whole experience would not have been so pleasant. 
The con

clusions and 
analysis here, however, do not necessarily reflect their
 

views.
 

Our underpaid and overworked graduate assistants did their usual good
 

job in preparing the data and handling a number of other, equally unpleas

ant tasks. Finally, our secretai'al staff--Esther Gray, Jeanne McGrath,
 

Cindy Antrim, and Cheryl Wood--did the splendid job that we have come to
 

expect from them.
 

Despite all this help and advice, my colleagues and I must accept
 

responsibility for whatever errors remain.
 

Roy Bahl
 
May, 1981
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STRENGTIENING THE FIscAL PERFOMNE OF 

PHILIPPINE LOCAL GOVERImENTS: 

ANALYSIS AMD RECOIDATIONS 

EXECUTIVE SUMMARY AND RECOMMENDATIONS
 

It is a clear objective of Philippine government policy to strengthen 

the finances of local governments and to decentralize the provision of 

public services. 'et the local government sector in the Philippines has 

been declining in relative importance. Total local government expenditures 

fell from 18 percent of Central Government expenditures in 1969 to 11 percent 

by 1979; those financed from own revenue sources fell from 9 to 7 percent
 

of Central Government expenditures over this same period; and there was
 

no growth in per capita real local government spending. It seems pretty
 

clear that the trend of the 1970s was increased fiscal centralization and that
 

the mobilization of additional resources by local governments has come to
 

a halt.
 

Why has the relative and absolute size cf the local government sector
 

not been increasing? And how did such a decline occur at a time when so
 

many new initiatives were being taken to strengthen the local sector? One
 

explanation is coascious Central Government policy. The 1970s were years
 

of great social change in the Philippines, the effects of worldwide recession
 

and the energy crisis had to be dealt with, and there was the continuing
 

need to mobilize domestic resources for development. As a result of these
 

pressures, there were claims on Central Government resources which may
 

have temporarily had htgher priority than the need to strengthen local
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government finances. An important consequence of this state of affairs was
 

that the distributions of BIR and Specific Tax Allotments were held well
 

below the originally authorized levels, and very little of the National
 

Tax Allotment and Barangay Allotment shares was distributed.
 

A second explanation is that the Centrai Government has not gone far
 

enough in supporting its own initiatives for increasing local government
 

taxing and spending, or perhaps it has not gone about things in the right
 

way. Specific problem areas come quickly to mind: the grant system is not
 

designed to make local governments accountable for their fiscal actions or to
 

stimulate them to increase their own tax effort, revenue earmarking may
 

unnecessarily dilute local government expenditure choices and dampen the
 

willingness to tax, too little Central Government support may have been given
 

to local government tax administration and enforcement, and the possibilities
 

of leveraging local revenues with borrowing for capital financing has not been
 

encouraged. Such problems fall under a heading of inadequate penalties and
 

incentives to draw out a more substantial local government participation.
 

A third set of explanations are the management and administrative
 

shortcom:.ngs and the conservative fiscal management bent of local govern

ments, which have held back innovation and growth. Here one may point out
 

that tax collection is a major problem, local fiscal planning is all but
 

nonexistent and local governments have not really begun to take full advan

tage of the legal taxing and borrowing avenues open to them.
 

Tn truth, local government in the Philippines has not grown because
 

of some combination of these factors. The first barrier might be removed
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by government's ability to focus more on the development of the local government
 

sector in the 1980s, and the second and third by structural and administra

tive reforms. The question on the table is what specific policy measures
 

will strengthen local government finances? One thing is clear: the major
 

initiatives must be taken at the Central Government level. This Is because
 

local government in the Philippines is very much a centrally controlled
 

operation, not just in terms of taxing authority and expenditure responsi

bility, but also in terms of the day-to-day influence on fiscal decisions and
 

administrative procedures. The ultimate intent of government policy may
 

well be for local governments to mobilize more resources for develorjment
 

purposes, but the Central Government must take the lead in formulating pro

grams and providing a setting in which this response may be drawn out. The
 

reform plan we suggest here is one of Central Government action and local
 

government response, and it relies much more on incentives than on punitive
 

measures.
 

The cure for this problem of a slow growing local government sector will
 

not be painless, therefore all proposed reforms will be objectionable to
 

some corners. In general, one or more of three problems are common to vir

tually every reform measure that we have proposed below. First, some finan

cial outlay will be required of the Central Government. In effect,
 

the government must invest now in the local government finance system
 

to make it more revenue productive in the future. Second, virtually
 

every change in local fiscal structure will generate interministerial
 

conflicts, or at least new needs for coordination. Resolution of
 

these conflicts is politically unpleasant, but is a need that is
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at the very heart of strategies to improve local government finances.
 

Finally, the goals of creating a more responsible and responsive local
 

government system and a more equitable Jistribution of income are not
 

always compatible. We would urge that local government financing reforms
 

not be guided primarily by immediate income distribution objectives. There
 

are much better ways to deal with income redistribution and, in general,
 

setting many diverse objectives for local government financial reform is
 

to run the risk of achieving none of 'hem. In this connection, it is very
 

important to recognize the difference between improving the lot of the
 

poorest citizens--which many of these reforms will do--and improving the
 

lot of the poorest governments, which may not be a feasible objectivc for
 

the present.
 

These major constraints to reform noted, it should be recognized that
 

changes in the local government financial system in the Philippines will
 

take place in a context of considerable strength. First, the basic system
 

of local government--given its high degree of centralization--is fundament

ally sound. To be sure, there are changes that need to be made, but the
 

administrative procedures, assessment practices, budget format, authoriza

tion to borrow, etc., suggest a more workable system than we lave seen in
 

many other countries of similar income level. The problem in the Philippines
 

has much less to do with the structure of the system than with the imple

mentation of the system. Second, the quality of public administration seems 

quite good by comparison with that in ujany other developing countries. 

This impression is particularly strong in the case of assessors and treasurers. 
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These advantages are important. They suggest that the oblective of
 

strengthening local finance in the Philippines--stimulating local govern

ments to mobilize more resources, improving public services, and increasing 

development spending--can be achieved.
 

Our study of local government finances has led to a suggested program 

of reform and new initiatives in five are.as: financial management and 

budgeting, local taxation, thle Allotment programs, the use of public enter

prises, and the use of credit financing. The key to a successful reform, as 

we see it, is a comp!ettv ovLerhau l of r he Allotment system, including a full 

distribution ot L-ntitlements to locall governments, and the creation of a more 

effective vehicle for local government credit financing. 

Local (;overnment_ _Budget_eng, F inancial Management_ 
and Expenditure Mandates 

It quickly becomes clear to anyone working on local government finance 

in the Philippines that important bottlenecks to increased revenue mobili

zation ard to a more efficiently functioning local government sector are
 

(a) inefficiencies in the local government budgeting/financial management
 

process aP2 (b) the substantial restriction' placed on local government 

expenditures by the Central Government.
 

Bud.a jtiLng_ and Financial Management 

To the outsider, budgeting by local governments in the P|,llipplnes 

appears to be less an exercise in fiscal planning or control than a
 

response to particular statutory requirements placed on the financial mana

gers of the locality. Supplemental budgets are used as a general rule rather
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than as an exception. 
This practice does not stimulate serious fiscal
 

planning for the full 
fiscal year, since it is widely recognized that Ohe
 

annual budget need he only a crude first approxlmacic. While some degree
 

of flexibility is desirable in any managerial context, 
the provision for
 

numerous supplemental budgets in the Philippines surely leads 
to less
 

efficient overall planning of fiscal affairs. 
 : o':
-


'!:z"0 w, c
"7....,. .' o " .. .,- ".r',-:"': . The elimination of 

supplemental Eudgvts and th- general improvement of local budget ing prac

tices will call for training of local budget officers, a more rigorous
 

budget approval process at 
the Central Governmcnt level, 2nd a neu set of
 

instructions regarding local government !..:dget preparation and execution. 

There have been attempts to establish longer term capital planning
 

as a part oL" the financial management responsibilities of local government.
 

Each local govcrnment, even the barangay, is supposed to produce a capital
 

improvements program (CIP) which contains five-year rfvenue projections
 

and lists proposed capital projects. 
 Moreover, in the financial review
 

process there is to he a coordination of the annual budget and the CIP.
 

We could find 
little evidence that these improvements had been implemn-nred
 

or that they had contributed to improved fiscal planning. 
Until annual
 

budgeting is improved and made 
an integral part of the financial manage

ment process, there is little likelihood that capital budgeting can be
 

effective. Nevertheless, if the 
future is to see add;tional use of credlit
 

financing and an increased focus 
on capita] spending by local governmenti,
 

well-designed capital budget statements will be essential. 
 C:'< .budgets,
 

in specf p d :. :rim':f,.ud',::; f ,:ae'nc*?::,
-
 , sho?d 1:c a ,zene.ral
rcquire

http:rim':f,.ud
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7e.t for !!Iriqar !00:.! *oz,er.en,, mfl cert.i.',z for aZZ of those borroing, 

for c:.-..". i'. -o. '. Again, this means ihat the MOB, ..GCD, MOF and lend-

Ing institutions must have the staff necesqary to scrutinize the capital 

budget submiss ions, and certifv their acceptability. 

Coordination of Central Government Controls 

The local fiscal manigement function is overseen by at least four 

different arms of the Central Covernment. W1hile there may be considerable 

rationale and even need for this division of labor, it must be recognized 

that such fragmentation surely imposes costs. Different Ministries have 

different priorities which lead to conflicts In the directives and require

ments given to local g'overnments. Pecatise of these conflicts and the sheer 

time cost of complying with these requirements, local government fiscal 

management i. almost ccrtal:-ly less efficient than it otherwise would be. 

The Central (;overt.ment seems to have decided that local fiscal activities 

must be highly controlled, yet by not coordinating the control of fiscal
 

affairs, the government is losing one of the significant advantages of
 

centralization. 
 . ; ,, :4c.- i'. , ,. rA,':,.'Yr?,1 

:cDZ7':..:., *'"" " "":c ", : :.'.' .* : .'E.(?>:: 

..- .:: , 7h 

. U::',:':'-,7:: :., :f. ;jrn-

c 'eat .": ,. ,7 ;:3 , *y, ",* :,. :~p , it,; fo , . ;.,, "- , ",t to ' :; : 7"C .0 Po 

and to -,.nc r '. 7' '-"O-,N, '* .....;:e 

S h .:.,. ,, u 41cI, c'" r 1:4.. ' an ', i' .T '.',,,,c 

http:oz,er.en
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Expenditure Mandates
 

The centralized orientation of local financial management is 
no more
 

strongly evident than in the various restrictions placed upon localities
 

in terms of what they can or must budget for certain, specified functions.
 

While this practice, in theory, enhances the direction which the Central
 

Government can give, it markedly reduces 
the discretion which local govern

ments have in determining the size and makeup of their budgets. 
We esti

mate that about 40 percent of the typical local government budget is so
 

constrained. These constraints raise two problems. 
The first is that if
 

local governments do ncr control 
all of their budgets, they can be held
 

that much less accountable for their fiscal performance, i.e., because
 

their budgetary discretion is limited, local governments may have to
 

accumulate substantial balances and they may be less willing to increase
 

theiL own tax efforts. The 17ranting of more local autonomy by easing some
 

o' these restrictions is a strategy that may well lead 
to mor'e resource
 

mobilization and caFital spending by local governments.
 

The second rroblem relates to 
the methods by which the expenditure
 

mandates are 
imposed. One of the simplest, albeit at times misguided,
 

methods to insure that particular objectives are pursued is to require that
 

local governments spend certain amounts on specific activities. The mere
 

or less uniform application of such rules to over 1600 diverse local govern

ment units further complicates the situation and is unlikely to 
lead to an
 

optimal allocation of resources. If thesp mandaten are to be retained,
 

each should be reviewed in teims of whether the intended objectivea are 
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being attainedand whether reform is necessary. In particular, the follow

ing should be examined: 

JaLoIsenow asn-nwh.n8.percent, f- gneneheeeow.
still necessary for recovering INP costs and is dis
tribution of 	the custs as the sae percent of general
 
revenues in evern jurisdictionan equitable way of 
spreading the INP financing burden? 

(b) 	 The statutor contingency reserve of 2 percent of 
general revenuesshould be replaced by a contingency 
fund.a This fund could be specified in size as a per
cent of total General Fund revenues, but the govern
ment needs to establish criteriafor determining the 
size of this Fund. 

(c) 	 The statutoretransfer to the Infrastructure Fund may 
no longer be necessanin light of potential increases 

*oin 	 the Specific Tax Allotment, and should be recon
sidered. 

(d)Tie required 20 percent of the 8ry Allotment earmaorked 
for devalopiient expenditures may be an inefficient 
practice. The evidence suggests that the 20 percent 
is as likely 	 to sind up in cashbalances as in capital

* 	 ex'penditures. Moreover, there is the question of why
 
20 percent? If it is to be retained, tax mapping
 
costs should fall within the allowable use of these 
funds. 

We cannot say where 	a review of these mandates will or even should lead,
 

since some of the possibilities depend on whether the reforms suggested
 

fur the Allotment system are accepted. We would expect in any case that
 

a substantial relaxation of Central budgetary controls might occur.
 

* Cas'a Balance Accumulations
 

Some 	municipal governments have been accumulating substantial cash
 

balances and unappropriated surpluses. As purely liquid cash, th'nse
 

resources cannot be used for development purposes by either the public 

or the private sector. This problem is partially addressed by other 

recommendations in this study, namely a credit financing scheme and the 

http:asn-nwh.n8
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untying of 
some local funds from Central tundates. Nevertheless, improved
 

cash management techniques necu to be Amplemented Lo maintain a minimum
 

level of purely idle reserves. We reco-.end that the issue be brought
 

under study ar I ,92!a -:ual be prepared describing standardpr eedures. 

A proper consideration of this issue, however, must await a decision on
 

the proposal to create and capitalize a specialized local government credit
 

authority.
 

The Real Property Tax
 

The structure of the property tax in the Philippines is sound and the
 

quality of assessors and assessment practice is impressive. On the other
 

hand, the revenue performance has suffered from a poor record of enforce

ment. 
 This trend can be reversed and the property tax can be made a more
 

effective method of mobilizing domestic resources, but only if the Central
 

Government takes some important and perhaps overdue steps. 
The first is
 

to accept the fact that increasing the effertiveness of the local govern

ment property tax will mean raisiig overall tax burdens., The second is to
 

initiate vigorous legal actions a,jainst delinquent (and often influential)
 

taxpayers. Third, the Central Govet.-.-ant must force a coordination among
 

several Ministries to the end of improving property tax administration.
 

A fourth important step is to recognize that 
some Central Government
 

investment in improving the tax will be required, i.e., 
fixing the property
 

tax will not be a costless exercise. Finally, there is need to create a
 

set of Incentives and penalties to induce 
a more active local partici

pation in property tax improvement programs.
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To be sure there are Important administrative and management improve

ments to be made at the local government level, but in the highly central

ized Philippine system, the really important reforms and implementing actions
 

must be initiated by the Central Tovernment. Our research has lead to
 

recommendaticns for change in six areas:
 

(a) reform in the tax structure
 
(b) zore intensive use of taxes on property
 
(c) tax mapping and records management
 
(d) accommodating tie special problems of land reform
 
(e) changes in reassessment practices
 
(f) improvements in the collection process.
 

Structural Reform
 

The current practice of assessing certain higher valued improvements
 

at a higher rate than land imposes a tax penalty on s-me property invest

ments. This practice is at odds with the government objective of promoting
 

the mobilization of local resources for capital investments. Moreover,
 

while fractional assessment may be viewed as a method of enhancing the
 

equity of the property tax, it is not an especially effective means of
 

doing so. We recoind dropri,:g the practice of fricri:'aZ assessments, 

i.e., to !egin: aseern3 a'Z ir7preo)erents at the same percentage rate, 

regardless of their vaZue. 

Exemption of government-owned properties, religious properties, low
 

valued properties and "favored industries" tt.ads to erode the real property
 

tax bas-? of local governments. These properties utilize services provided
 

by local governments, and though the', may confer employment benefits
 

on the local area, they also confer national benefits. Moreover, the
 

decision to provide the exemptions, and the designation of eligible firms
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in the case of pioneer firm exemptions, are matters of Central Government 

tax policy and are not influenced by local governments. In the case of
 

gover'rnent properties, we would reconrrend a system of payments to local 

governments in lieu of property taxation. In the case of pior,ler industry 

exe-ptiona, we would recomend a serious reconsiderationof the pioneer 

status of certain fz.ts. In many cases the pioneer exemption is no longer 

necessary and amounts to an unnecessary giveaway of local government
 

resources.
 

Increased Intensity of Use
 

By comparison with many other developing countries, and by comparison
 

with other taxes in the Philippines, the property tax is not heavily used.
 

By law, the basic property tax rate is limited to 1.0 percent of assessed
 

values in municipalities and provinces and 2.0 percent in cities, with
 

an additional 1.0 percent designated to the SEP. When fractional assess

ments on land and improvements are taken into account, the effective rate
 

for the two funds combined is unlikely to exceed 1.0 percent of market value.
 

If underassessment and collection problems are considered, the actual
 

effective rate is even lower. The ratio of tax collections to assessed
 

value was less than 1.0 percent in the reassessment years of 1974 and 1979
 

(0.7 and 0.9, respectively). While better implementation will contribute
 

to an increasedproperty tax effort, we would also recommend an increase 

in the legal rate ceiling. T.ir*ts on the basic rate of 1.5 percent for 

mnicipalities and provinces and 3.0 percent for cities would provide some 

needed amount of flexibility for local governments. The option to exceed 
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the present rate limit should be restricted to those commn-tie8 !ait;
 

"acceptable" collection rates, and those which are tax mapped. 
 The pro

posed 50 percent increase in maximum rates, together with the recommended
 

elimination of fractional assessments, would greatly increase the overall
 

revenue potential of the levy.
 

Holding land out of productive uses may be rational from the stand

point of an individual landowner but imposes serious social and economic 

costs on society. Application of the idle lands tax as it is currently 

constituted under PD 464 (as amended) is therefore a socially beneficial 

policy and we reco7rrend its use. It will increase property tax revenues, 

but its more important contribution will be to improve the efficiency of 

land use and penalize speculation. Local governments will make use of 

the idle lands tax but only if the Central Government sees the merit in 

this tax and mandates its use. If idle lands taxation is part of an increased 

emphasis on taxing large landowners and delinquents, and if firm directives 

are sent from MOF, provincial and local officials will be mure likely to 

implement the tax. Some structural reforms In idle land taxation are called 

for. The National Tax Research Center has recommended that the idle lands 

tax rate be increased to 6 percent and also that the tax be broadened 

to include smaller parcels, especially in urban areas, and that while a 

grace period before development be p'ven to persons acquiring idle lands, 

-
subsequent transfers should not b' ailowed any grace period. We would
 

concur with these recommendatons.
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While a large proportion of local government spending is devoted to
 

services generally available to all residents, many construction type pro

jects are quite location-specific. In such cases, the use of a special
 

assessment imposed upon the landowners who benefit most directly from the
 

project is justified and desirable. These "special assessments", when used
 

in the place of general tax revenues, free up local government revenues
 

for other uses. Very possibly this could be linked to the use of credit
 

financing. For example, lending authorities might provide favorable
 

terms for projects whose cost recovery is partially guaranteed through the
 

use of Special Assessments. We rec,,rend th.ft the ren'rz! Governrnt 

encourzfe the use 1 ' c% 4osearcnts. 

Tax Mapping and Reco .ds Management 

The virtues of cax mapping are generally accepted and the idea of 

having complete parcel identification and ownership information has 

few foes. The problem is that the costs of tax mapping have become too 

high to overcome the inherent short-time horizon that characterizes most 

political decisions. The issues, then, are how to mobilize more resources
 

for tax mapping, how to improve the efficiency of tax mapping practices
 

and how to induce more enthusiastic local participation and some local
 

financing. We would make reconnendations in four areas.
 

First, rore Central 7rovernnet funding wiZZ have to be allocated for 

tax mapping loans via the ,9F Revolving Fund, and for staffing to increase 

the ?AOF capability to distribute and monitor these loans. Less than 20 

percent of local governments have even begun tax mapping and the process
 

is not going very far on a #50 million Revolving Fund. We further recom

mend a fuller use of the USAID-financed grant program for RPTA improve
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ments as a method to mobilize more rcsources for tax mapping. We fully 

support the recommendations of the Holland-Wasylenko-Bahl Report which 

calls for an integration of the ML[GCD-USAID and %.'OFprograw s under the 

?.JF. By combining these programs, it may be possible to provide initial
 

seed money on a grant basis and the remainder on a loan basis. Moreover,
 

if payments on the latter are deferred, the obstacle of local governments
 

having to make substantial initial contributions might be removed and
 

more local participation might be induced.
 

Additional incentives must be provided bY the Central Government to 

induce more local government participation in t~x mapping. This should 

be done i,: t, wa~s: bi. ;ro,,idin more initial seed mon!' io reflect the 

hiaher coat of P.ig a nd to cover a Za Yvjer share of the initial cost; 

and by Zowey-n. 'T,tervst costs and defer'ing repaYr',ent on the loan-financed 

portion. This easing of cost constraints may be sufficlent to provide the 

incentive necessary to bring about more tax mapping. The capitalization 

of the Revolving Fund will suffer from the stretched-out repayment, but 

this could be partly offset by increased Central Government contributions 

and the infusion of USAID grant assistance. 

Fourth, there is need for more on-site technical assistance in tax 

mapping techniques and procedures. A training capailitY in tax mapping 

will have to be developed in tUF, and/or expanded in MLGCD. 

The biggest problem with these recommendations, of course, is cost.
 

The MOF Revolving Fund and the USAID grant funds are important resources,
 

but still not enough. Additional local resources have to be coaxed out
 

with a set of incentives, and Central, Government contributions--at least
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to beef up the MOF staff--will have to be made. We wouZd rPeco end alowing
 

the use of a share of AZ!otenrc ea-naked for Infrastructure expenditures 

for coivcring the local govcrnrent portion of tax mapping conts. Certainly 

an investment in the apparatus necessary to raise property taxes in the
 

future is a justifiable development-oriented expenditure.
 

While tax mapping can go a long way toward sorting out the problem of
 

inefficient record-keeping and management, additional steps are necessary.
 

The MOF is nearing approv&, of a revised manual for RPTA and the MOF and
 

MLGCD have given far more study to the records management question than
 

we have. We would offer only a suggestion about one important element of
 

reforming the records management function. In communities which are not
 

tax mapped, duplicate records are a major problem. In communities which
 

are tax mapped, steps must be taken to prohibit duplication of records from
 

taking place. Until a more satisfactory solution can be reached, cross

checking for duplicates by hand is likely to be the only method by which
 

incorrect or duplicate entries will be found. The investment in a property
 

tax clerk tor this job would have a substantial payoff, and the use of
 

Allotment revenues to cover a proportion of costs would seem appropriate.
 

In the longer run, a more satisfactory method must be developed to
 

Insure that as the ownership of parcels is transferred, the property tax
 

rolls are adjusted. Since total reliance upon the parties to the trans

action leaves too much to chance, the Central Government must take steps
 

to insure that recorders of deeds, issuers of building permits and sur

veyors relay all transaction and other relevant information to the assessor's
 

office. Since these communications are already required under PD 464,
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all that is necessary Is the imposition of proper incentives or penalties
 

by the Central Government to insure that this information transfer is
 

carried out. Not to do this is to compromise the sustainability of the
 

tax mapping achievements.
 

Addressing the Land Reform Problem
 

There is no question but that the land reform program in the Philippines
 

has complicated the administration of the Real Property Tax. Because
 

recordls are inadequate, it is not clear where tax liability lies, whether
 

and how the tax might be collected from former tenants and what to do about
 

back-taxes owed by former owners. The blame for the problem can be right

fully shared by many parties--former tenants and owners, MAR, local finance
 

officials--but the basic problem would seem to be with the system. While
 

there are many "excuses" for the poor record of non-compliance, the rele

vant question now is what might be done.
 

The case of long-delinquent tenants requires special consideration.
 

The objective is to integrate these new landowners into the taxpaying
 

population as soon as possible, rather than to penalize them for not having
 

paid property taxes since 1972. We recommend a tax anesty on a portion
 

of past due taxes. This amnesty should not be advertised or granted until
 

a method to assess and collect taues in land reform areas is established.
 

The MAR and Bureau of Lands should be encouraged to speed the comple

tion of the mapping process in reform areas. To help overcome the financial 

constraints to this completion, a partial cost recovery via surveyor's 

fees should be considered. 
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We further recomm~end that, until mapping ise comipleted, property taxes 

* be included in the annual payment by tenants to the Land Bank. While this 
"+: uid~rq !r-a--basic-change_An -- he--rielevan t-s t atutes-,'-- t.would greatly' ...... 

improve the likelihood of compliance with the tax, albeit with some
 

Increase in administrative costs.
 

The Central Government'shoulZd direct that concentrated effort be made
 

to inform new ozmers of their legal responsibilities to pay propert3 taxes
 

and of the potential benefits to be had from the increased government
 

revenues. and penalties to be faced for failing to comply. The MAR, MLGCD,
 

the co-ops and the barangays are natural information dissemination channels
 

that should be used. Local assessors and treasurers must be encouraged, if
 

not pressured, to gain an understanding of tK! administrative processes
 

involved in land reform. Interagency dialogues between local representa

tives of the MAR and the treasurers and assessors, and explanatory manuals,
 

would be of great assistance to both groups in gaining an understanding of
 

their mutual problems.
 

Assessment and Reassessment
 

Philippine assessment practices seem reasonable and appropriate and
 

there does not seem to be the same dire shortage of assessors that plagues
 

local governments in so many developing countries. There are, however,
 

two major problems with the current triennial reassessment cycle. First, it
 

requires complete reassessments of all properties at a single point in
 

time, thus adding to the overall costs of administering the tax. Not only 

does this peak loading of the work mean that it is necessary to hire rela

tively large amounts of casual labor at particular times during the cycle,
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but such peaking makes it more likely that errors will creep Into the effort.
 

Se,. nd, taxable values experience large incremental jumps onc. every three 

years and then are relatively flat during the interim period. This has 

a disadvantage for both the public sector and the taxpayer. The local 

government must anticipate slow growth in property tax revenues during
 

the interim period while taxpayers experience large single year increases
 

in tax bills. The result Is a lowered willingness to comply with the tax
 

and/or pressures for rate reduction.
 

To deal with these problems, we would recommend two changes In the
 

* assessment system. First, each jurisdiction should be divided into three 

parts with each part formally reassessed every third year,. This would 

help avoid the peak workload problem associated with the current system 

and would also provide a bouyancy to the property tax system since approxi

mately one-third of the tax base would be revalued annually. Second, 'we
 

uould r cou end that the increases in tax liability on individual proper

ties be phased in over the three year period. in this manner the taxpayer
 

would realize that tax liabilities would be increasing during the next
 

three years but in no single year would the entire increment be felt.
 

This, in turn, should have a beneficial effect upon property taxpayer
 

-* compliance.
 

Collection Efficiency
 

The largest single problem with property tax administration in the
 

Philippines is tax collection. Efforts centered on this problem will
 

have the lar-est and quickest payoffs, and should be concentrated In three
 

areas: coordination of collection of various taxes, efforts to insure that 

taxpayers do not become delinquent and efforts aimed at collecting previous 

years' taxes. 
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One way of ensuring taxpayer compliance is to require that taxes owed 

.naa eon- a-parcel-property.pa be paid rbefore the-owner is,"Ilowed. to -transact 

other business with the government. The current st ute already contains 

this idea in requiring that before a deed be issue)y1o a new owner, the 

previous owner must show proof of payment of past due 
taxes. Another
 

opportunity that we recom..end, to require businesses tois shcu proof of 

property ard busin6.'z license taxes before a Pbyor's Perrit is issued. 

The HOF should direct a wider use of this practice.
 

No one enjoys paying taxes. Yet efforts to lower compliance costs
 

and to show the taxpayer that compliance with the tax is in his self

interest can lower the resistance. These aspects of the tax collection
 

process suggest that efforts be continued to (1) allow the taxpayer to
 

comply with the law at the lowest possible cost and (2) educate the tax

payer concerning his legal liabilities. Both of these initiatives can be
 

effectively carried out at the barangay level. 
Sending tax collectors
 

to the barangay can help reduce compliance costs and is a strategy we 

reconmend. We also recowvend more use of barangay level capaigns designed 

to show residents the direct benefits the! might gain from compliance with 

legal statutes, and more use of the barangmj captains in the campaigns 

and in the collswtion process. 

Despite their political unpopularity, the legal remedies for collec

tion of delinquent taxes must be aggressively enforced by the Central Govern

ment. All other good efforts notwithstanding, the property tax collection
 

record will not improve dramatically until the Central Government makes
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it clear that the consequences of delinquency and evasion will be serious. 

.... . .... . -hGovamrant:-,nhou M -i n ia to-a :.e 11pub Ii crzed -a ttack n de inquenta,--. .. 

*focusing initially on lar~ger delinquents. The extreme remedie's, sale of 

Zmld or pernonal propertY at public auction, should be emhaized. 

Local assessors might also be induced to push the upc of extreme 

remedies. The provincial treasurer could provide a monetary inducement to 

0 municipalities such that those jurisdictions collecting the greatest propor

tion of past due taxes would. in effect be allowed to maintain use of 

say 60-70 percent of the delinquent tax take rather than the legal 45 

* percent. This may provide sufficient incentive to a local political leader 

to accept the heat associated with sale at auction of some delinquent pro

perties. Barangay captains might begiven a share (e.g., 5 percent) of all 

delinquent taxes they are able to collect, in the case of smaller taxpayers. 

Another necessary change in the treatment of tax delinquencies is to 

increase the penalty rates. The current maximum of 24 percent reached 

after one year is insufficient in the current inflationary environment of 

* the Philippines. We ,reonrmwnd that the penalty rate be increased to 3 

percent per month and be extended for w; additional two years. xx 

Finally, especially in amiler vural areas, the use of public know

ledge ,.f delinquency, e.g., posting of delinquenta taxpayers' names, 

could provide a non-monetar-j, yet effective, incentive for compliance. 
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The Business License Tax
 

The :business license tax, which yields more than the property tax for
 

many Philippine Jurisdictions, has good potential 
for increasing the mobili

zation of local government resources. 
While there are two possible routes
 

to such reform--altering the current administration and structure of the
 

tax or 
replacing it with a shared Central Government general sales tax-

we see more wisdom In the former approach at the present time.
 

The legal structure of the business license tax 
(BLT) suffers from no
 

serious defects with respect 
to its equity, neutrality or income elasticity
 

of yield, but the necessary administrative machinery to achieve these goals
 

may be beyond the capabilities of many jurisdictions. The principal
 

administrative difficulty lies with the determination of the 
tax base
 

gross receipts. Local governments do not 
have the staff to assess this
 

base, hence most business taxpayers self-report. This makes the BLT, in
 

effect, a voluntary payment where understatement of gross receipts is more
 

likely the rule than the exception. In the case of larger businesses 

which do produce financial statements, Interpreting and verifying the 

accuracy of such records is beyond the current 
capabilities of many local
 

government administrations. fie reconnend that all businesses above a threah

hold siae be requi),ed to produce records of their paaqt year'a business 

and, Do as to insut.e that these records can be interpreted, that tmrinq 

projrmroa be inatituted in each provine tiainto designated "business tax 
collec ars" in the rudimenta of bua-nesa aCcountin. h' further receomnd 

that the Central ooern enf. undeiwrite the traininq cost of these collectors 

:[ [' • ""
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and a share of their annalzl salaries for the first three years. Business 

'txcollect rsmight lsbb-e-chargedwih th'ts-frognzn h-L

roll and monitoring the relationship between payment of BLT, propercy tax,
 

Mnd This very natural way of increasing compliance will
Nayor's Permit. 


serve the purpose of increasing local government resource mobilization,
 

hence would be a well placed Central Government incentive.
 

Rate structure reform is necessary to improve the yield and growth in 

the BLT. Present rates are quite low on average and they are lower for 

large than for small firms. We recornend replacing this regressive struc

*ture with a flat rate set at a level 10 percent higher than the aoveage 

rate currently levied on lmger businesses. The differential rates among 

types of businesses, however , should be retained. Our admittedly crude 

estimates would suggest ihat such a policy might yield a substantial revenue 

increase. 

Since record-keeping Is minimal among small businesses, we would 

reco"nend a flat annual charge; however, this charge should be indexed, 

in some manner, to the gene a l level of inflation. This would permit an 

easy administration of the tax while still insuring a certain amount of
 

income elasticity in this component of the BLT.
 

The Allotment System
 

There is a substantial difference between the Philippine grant system
 

that exists in the Statutes and the one that is actually practiced. A
 

first reform need is for the government to establish and stay with a grant 



ES-24
 

system and back away from ad hoc, year-to-year adjustments. In this context,
 

the structure of the grant system should he rethought, and appropriately 

reformed.
 

These reforms must be based on a considered set of objectives--i.e., 

to reask the question "what is to be accomplished?" Cur opinion is that 

the Central Government's present obiective--strengthening tie role of local 

government in the financing and delivering of public services--is the correct 

priority and shouIld rerain it the center of these reforms. Consistent with 

this general goal are four iMo,.'t; t subojectiv es: (.a) to induce local 

governments to mobilizt more revenie;, (b) to stin'.ulate infrastructure/ 

economic development expenditures by locil governments, (c) to improve the 

financial management and accountability aspects of local government finan

ces and (d) to provide local governments with an adequate and dependable 

source of revenue. liv rest ructuring the grant system to provide appropriate 

incentives, these objectives can be achieved. There will, however, be costs 

to such a program: much less focus can be given to equalizing the financial 

capacity of local governments, and the Central Governmeitt will have to give 

up its flexibility to make ad hoc changes in the amounts distributed. 

We recommend reforms in four areas: 

(a) 	a combining of the variots grant components into 
a consolidated Allotrivnt svsteo, 

(b) 	the provision of incentives and financial resources 
to stimulate development spending 

(c) 	the provision of incentives to stimulate the mobili
zation of additional local revenues 

(d) 	 a rethinking of the proper role of the barangay 
In financing and delivering local government services. 
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Conso lidatinU Allotment Programs 

The present Allotment system, which includes the BIR Allotment, the
 

Specific Tax Allotment and the National Tax Allotment, is unduly fragmented
 

and does not well serve the objectives stated above. The National Tax
 

Allotment, a discretionary fund which has not been fully used, should be
 

abolished as a separate Allotment. It may have served a purpose once, but
 

would no longer appear to contribute to government objectives.
 

There is no longer a need to tie the Specific Tax Allotment to petroleum
 

taxes. Indeed, there are a number of good reasons to change the basis for 

this grant program. The funds are presently used for much more than road 

and bridge construction a nd maintenance, hence, it is no longer possible 

to justify petroleum taxes as a charge to beneficiaries. Moreover, because 

petroleum taxes 
are specific rather than ad valorem, revenues from the
 

Allotment do not grow in response to GNP or inflation. The growth in the
 

Specific Tax Allotment has come about fn recent years because of increases
 

in the petroleum tax rate. This raises the most substantial problem with
 

the basis for the Specific Tax Allotment--discretionary petroleum tax
 

actions are more guided by energy policy than by local government financial
 

needs. It makes verv little sense to tie local grants to energy policy-

the potential windfall gains to the local sector from increased specific 

tax rates in the past two years attest to this. 

1One might want to point out that athere is similar problem with 
the BIR basis, but the parallel is really not so close. BIR collections 
and local finance needs both bear sxnc relationship to income growth and 
inflation.
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These considerations bring us to a recommuendation that a consolidated 

- lc 1of th-e SIR,--Specific-Tax-.aInd INatioInai-l'-_-_ 

Tax Allotment pi'ogvrn5s. At 1979 statutory levels for each program, this 

implies an amount equivalent to about 30 percent of BIR collections (with
 

the BIR basis lagged three years). Whatever share of BIR revenues is chosen,
 

however, should be held to rigidly. The partial distributions of recent
 

years have defeated many of the objectives of the grant system.
 

The consolidated BIR Allotment, in keeping with the percent distri

bution of the current system 01ould earmark a substantial share of the 

grant, perhaps two-thirds of C-a, total for the Infrastructue Fund. 

This would protect the more stimulative features of the Specific Tax
 

Allotment and the objective of promoting capital expenditures.
 

We suspect that a full distribution of these grant funds may be
 

substantially more than local governments can absorb, at least in the very
 

short-run. A full distribution in 1979 would be about twice the actual
 

distribution, and since two-thirds are earmarked for capital projects, one
 

possibility is that local governoent cash balances could increase. 
Though
 

more research is necessary on the absorptive capacity of local governments, 

their problems with preparing and implementing proje-ts are well known. 

If local governments cannot easily absorb this increased flow of grant 

funds, the objective of mobilizing more local resources might be helped
 

in other ways. .rn this regard we would recommend holding back a share of 

the grant to capitalize and subsidiae a local government credit authority. 

(This proposal is discussed in some detail below.) 
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Mobilizing Additional Local Fevenues
 

As It presently stands, the formuladistribution system does not pro

vide a major Inducement for increased revenue mobilization. To addoess 

this shortcoming, we recovnd two changes in the eystem. First, some 

tmeasure of tax effort should be introduced into the distributionfomula. 

This could provide a substantial reward for increasing tax collections, and
 

it might also increase the accountability of local governments for their
 

fiscal performance. Second, Le recomwend that the Allotr.ent distribution 

be ameided to provide other incentives for improving the capacity of local 

governmente to asseas md colZect property taxes. AllotmeisWearrnarked 

for economic development expenditures should be available for coverage of 

the local share of tax mapping costs. Likewise, the Allotment might be 

used to partialZy cover the cost of an additional property tax clerk-

for a specified short time period--to deal with a backlog of record-keeping 

probleme. 

Stimulating Economic Development Expenditures 

Many of the reforms suggested above lead to increased spending for
 

capital projects, in that they make more resources available. The objective
 

of more capital spending, however, raises the specific question of what
 

incentives might be provided to redirect more general revenues to capital
 

projects. One incentive is simply to ear'r.jark a share of the Allotment 

to the Infrasitructure Fnd--a practice we recomend continuing. A second, 

and potentially much rore powerfful, techlnique is to encourage the use of 

credit financing by eligible Zocal governments. We develop a recommendation 

for a local government credit authority below. 
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Ba rangy Programs 

The time is probably right to 
reassess the role of barangays in the
 
local finance system. 
Some of the increased harangay involvement is bene

ficial and clearly should he retained, e.g., 10the percent property tax 

share for barangiys serves any nutiher of useful purposes. The merit of 

some other programs, and their cost, would to forseem call a reevaluation. 

hile it is clear that more input at the barangay level can improve the 

decision-making process markedly, it is equally clear that the barangay 

unit is capable of very little technical or financial planning or manage

ment. We have not studied the barangay unit anyin detail. However, 

the present practice of earnarking 12.4 percent of total andthe BIIY 

Specific Allotment seems a great deal of financial support for a unit 

of government whose ability to absorb funds is quite limited. %',, :v? zot 

Local Government Public En terp rises 

A more widespread use of local government puhl ic enterprises (lMPEs) 
would be consistent with tile decentralization objectives of the Central
 

Government and with the goal of increased revenue nKbil ization. Though 

the use of l.PEs is provided for in Philippine law, the practice has been
 

largely restricted to traditional activities such as 
markets, and the finan

cial success record has been spotty. The limited use of LGPEs might be 

traced to a number of factors: (a) limited possibilities for cost recovery,
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(b) inadequate Central Government incentives to Induce local governments
 

to use the enterprise form, (c) management and administrative pioblems,
 

and (d) inadequate provision for capital financing. More generally, there
 

seems to be an ambiguity at the Central Government level about whether a
 

LCPE should be providing a service at subsidized rates or selling a service
 

ti, recover full costs. We recomnend that the Central Governent remove 

some of these ambiguities by making a cZeav policy statement about its 

goals flor the mune of local govevnnent enterprnes and about the operating r- ' 

autonij that wilZ be given. Th, s'tatement should differentiate clearly 

between enterprises which serve social purposes, e.g., public markets, and 

those which are more purely commercial ventures. 

Our analysis has been limited to quite a small sample--li local govern

ment market undertakings and 4 commercial type ventures--and so our con

clusions are rather more like hypotheses and our recommendations more like 

suggestions that ought to be pursued. Some of these conclusions and 

recommendations, we think, will stand the tests of further analysis on a
 

broader sample. In general, our view is that local enterprise activities
 

can be financially viable, that this may be an effective way to mobilize
 

additional resources, and that management and administrative problems
 

can be overcome. What is most needed Is for the Central Government to take
 

a firm hand in regulating and monitoring the design stage, granting maxi

mum pricing and operational autonomy, reforming the accounting system so
 

that costs and profitability can be more accurately measured, and finding
 

a way to assist in the provision of adequate capital financing. We emphasize
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the rather substantial differences between using the enterprise form to
 

deliver a service such as water or markets, and creating an enterprise for
 

a commercial undertaking. Government policy should be different toward
 

two types of enterprise.
 

All local government services, -iad all 
 types of private business are not 

amenable to public enterprise financing and delivery. 
The good or service 

must be marketable, there should be some possibility of relating price to 

production costs, and separate management and accounts should be possible. 

A substantial cost re,'overy should be possible in all cases and a full cost 

recovery in the case of commercial ventures. In Chapter VI we have outlined 

those local services which we set- as reasonable candidates. 

Public Markets
 

Most market operations can cover variable costs and many can also cover 

capital costs, but without capital subsidies, full cost recovery would not
 

appear likely for many. The critical difference would appear to be size of
 

the market, with smaller markets that lie in the commuting range of larger
 

markets being particularly disadvantaged.
 

Public policy cannot be formulated on a basis of 
a few case studies,
 

as were carried out here, however, fundamental problems and directions for 

reform did clearly emerge in the course of this case study. In addition to 

the "small area" problem, we would classify these as accounting and measure

ment needs, revenue policy, cost and volume considerations and credit policy. 

The Small Area Problem. In some cases, small public markets will not 

make it as financially viabl,, public enterprises. Their operating costs 

are relatively high becitus.e of tile dOiscouumle., of bIlall Scaile opeiaLiuns; 

their pricing policies are constrained by the fear that shoppers and vendors 

may shift to nearby larger markets; their volume is limited by their own
 

small population and their inability 
to draw substantially from their hinter
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land population; and their ability to make use of credit financing is
 

limited. Even their capacity to keep proper accounts is sorely limited.
 

This line of reasoning leads toward a conclusion that the enterprise form
 

is not suitable for small municipalities. The question arises then, how
 

small is too small? A much more inclusive sample than this will be necessary
 

to provide an answer. It is another of those issues that needs more research.
 

Accounting Problems. Resolving the problems of accurately measuring the 

cost of enterprise activities is an essential first step in rationalizing 

the role of public markets in the system of local government finance. 

Before one can pass judgement on the merits of subsidies or pricing adjust

ments, he must understand the extent to which true costs are being covered. 

The existing accounting system falls short in two important respects. 

The first problem arises because of special circumstances of small govern

ments. The levels of market activity are such as to require heavy work 

efforts on market days and very little work effort at other times. Thus, 

either the market plantilla must be supplemented by the efforts of other 

government employees during peak times or the regular market workforce
 

is assigned other tasks on non-market days. Moreover, since a full
 

administrative staff cannot be justified, management tasks such as account-

Ing, personnel management and the like are performed by personnel whose
 

plantilla assignment is in other departments. Under either condition, it
 

is unlikely that persotnel costs would (or even could) be prorated among
 

market and other accounts in a way which actually reflects the uses of an
 

employee's time. In effect, any monitoring of the financial success of
 

small markets may be ruled out.
 



ES-32 

What might be done about this problem? The prorating of personnel
 

costs in small areas would be difficult, imprecise, and possibly not worth
 

the effort. Tndeed, the very difficulty of separating the enterprise
 

activities may be telling us that the enterprise form is just not a good
 

idea for very small jurisdictions. The public market may be much more
 

a general government function in smaller than larger jurisdictions.
 

The second accounting problem has to do with the measurement of capital 

costs. Since capital costs are "lumpy" and capital facilities are long

lived, cash outlays do not give a reasonable estimate of the annual cost 

of using up the resources embodied in a facility. These costs would be 

better reflected in annual depreciation reserves which, when accumulated 

during the lifetime of the ficility, would provide for its replacement. 

An approximation of this amount, which we have .ised in this analysis, Is 

the annual payments on a loan of amount sufficient to caver the cost of 

reconstructing the facility. This is but fine approach to measuring capital 

costs, and there are others. , , c..' - .. '.!-7r to:,dr':)w,,t, P): : 


e ad I ..... ... 'hc .,::z:a! ,.I;.tal.
 

Revenue Policy. One important barrier to full cost recovery has to do with
 

pricing policy, i.e., prices are set too low and revised too inf':equently.
 

This practice is partly due to a concern with the cost of foodstuffs
 

and other necessities to low Income groups, and partly due to the fear
 

of lowering stall occupancy rates. Our view is that this reasoning is
 

not well-founded except, perhaps, in the case of some small markets. First,
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mark-r' stalls are usually all rented. Second, the evidence suggests that
 

market revenues could be increased by more frequent increases in market
 

rental rates and fees, and that this could be done with little effect on
 

the prices of goods sold in the market. Moreover, we see no reason why
 

low income persons would suffer disproportionately from such increases.
 

We ro or'rl-er ; :,-) ca. ?:.z'?:r',ta ei,:ur, to irNcrN,c "arket fees 

ane! to P.z'." y'oa:, ar. lno :Q-:t ir ,i Y:"r,n*n,Y3coto of operationz. 

Economies of Scale. The capital intensive nature of public markets
 

works against smaller markets by keeping their per capita (and presumably
 

per unit) costs high, i.e., there appear to be economies of scale in the
 

operation of public markets. Our very limited and very crude analysis has
 

indicated that these efficiencies become effective when markets service
 

a population of around 40,000. This is not to say that municipalities with
 

populations above this 
level will necessarily realize these efficiencies,
 

for they may not if they fall within the service area of a larger market.
 

Rather it implies that the technology of market operation is a barrier
 

against the profitability of small markets.
 

. Barriers to Profitabilit Z . The key to the pro'itability of public
 

IL .aems to be volume. Our findings have suggested two important
 

b ..!rs to market profitability, both of which are related to volume.
 

The first is a lack of access between municipalities and their hinterlands.
 

The policy implication Is that road projects which link urban areas with
 

their rural hinterland may have an important positive effect on public
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markets, especially larger markets. 
Second, they suggest that markets
 

of larger municipalities dominate those of smaller nearby municipalities.
 

This competition places smaller markets at 
a disadvantage and thus con

stitutes a barrier zo 
their financial success.
 

Credit PolLcyi. In establishing a credit policy for public markets, what
 

might be reasonable expectations? Our limited sample suggests that recovery
 

of current cost may be expected but recovery of full capital costs would
 

be less common. Public markets 
are income generating, but If costs are
 

measured correctly, many will not be completely self-financing. What might
 

be done?
 

First, we recompend that markets should be permitted and encouraged
 
to increase stall renzti fees, 
and to institute a program of regularrevi.ions. 

Second, capital,subeidies .1hould be provided in the form of lower interest 

costs than the present 14 to Z8 percent. Third, loan maturities should be 

extended to better match the long life of market facilities. Both of the 

latter possibilities are taken up in Chapter X below.
 

Commercial Ventures
 

We have carried out a case study of four commercial undertakings
 

by the Bulacan Provincial Government: 
 a Galeria for cottage industry pro

ducts, a restaurant, a convention center, and a slaughterhouse. Our esti

mates are that when capital costs are 
taken into account only the slaughter

house is a profitable undertaking. The aggregate financial effects of these
 

four undertakings depend on the assumptions made in estimating capital
 

costs and future revenue flows. 
 In the best case, the provincial government
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will cover all costs and add a total suplus of P2.6 million (1980 pesos) to
 

its-3eneral Fund during the life of the four projects. In the worst case,
 

it will "cost" the province nearly P8 million to fully cover depreciation
 

and make up for the lost rate of return on the P-0.2 million in original
 

investment. In no case did we take account of indirect effects, e.g.,
 

the possibility that the Galeria might stimulate cottage industry activity
 

or that the Cafetoriun might dampen the business of other local restaurants.
 

This work has led us to a conclusion that there are good possibilities
 

for local government commercial ventures and that the management constraints
 

may not be so great as one might expect. However, since risks are high,
 

Central Government involvement and oversight will be necessary. Local
 

governments need to be given latitude to identify business enterprise possi

bilities and freedom to operate them in an efficient manner. This would
 

seem to call for little Central Government interference or regulation.
 

But the issue is not so simple because local enterprises may also have
 

regional or national implications. Moreover, in a system so centralized
 

as the Philippines, the Central Government has a vested interest in all
 

local government finance matters.
 

In this context, there are a number of lessons from the Bulacan
 

experience that may be useful in the more general formulation of policy
 

for local government commercial ventures. Four particularly important
 

areas are project design ar, d review, pricing policy, management autonomy,
 

and proper accounting.
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Project Design and Review. The Bulacan experience makes a good case for 


- __Central Government involvement in the plafining stage for private_ventures. -

Two issues arise here. The first is the need for external review of whether 

or not the proposed undertaking has reasonable prospects for financial 

success. The second relates to whether this type of local government 

investment ought to be undertaken without review and approval in terms of 

coordination with the goals of the National Economic Development Plan. 

Three of the four Bulacan enterprises are likely to be a drain on 

general revenues of the provincial government. It is not coincidental that
 

a findncial feasibility study was not made for any of these undertakings.
 

If Central Government policy is to encourage business enterprise activity,
 

it must also encourage effective planning and design. If capital funding
 

is obtained from loans, the feasibility study will be part of the loan
 

application. If financing is from internal sources, a AF or MLGCD signoff
 

on the feasibility study should also be required. We would recommend such
 

a review procedure, and the establishing of standards for financial feasi

bility studies. 

The second issue is more problematic. On the one hand, local govern

nent opportunities for business ventures are likely to vary, and all areas
 

ought not be restricted to set types of undertakings. If the primary pur

pose of a business undertaking is to turn a profit and if it can pass the
 

test of a feasibility study, it is immaterial whether or not it meshes
 

with government investment priorities. If, on the other hand, the project
 

also has social goals and does not cover all costs, it should conform with
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national and local in'stment priorities. We reconmwnd that for purely 

-- bsns -etr..... the..--Central--G vornment give-th e

mum discretion in project selection. Where the project must be justified 

partly on grounds of providing social benefits, nornal Central Government 

review and signoff should occur 

Pricing Policy. Considering that local preferences and economic con

* 	 ditions vary from one local community to another, it would seem reasonable
 

to leave pricing decisions to the discretion of local governments. Nationally
 

prescribed price schedules, e.g., slaughter fees, are infrequently changed
 

and in any case may be improper for some local governments. For some enter

prises, pricing autonomy may spell the difference between failure and
 

success. We, therefore, recommend autonomy in pricing policy for all com

mercial-type ventures. Not to give this flexibility is to deny the basic
 

0i: idea that local governments could operate as firms with respect to some of
 

their activities.
 

The objective of commercial ventures Is to raise funds for government,
 

* 	 i.e., to make profits, and the Central Government should give maximum 

incentive for local governments to achieve this goal. For purely com

mercial enterprises we recomend no restrictions on the level of profits 

S" 	 which may be earned or on the disposition of these profits. 

Management Autonomy. Many lessons can be learned from Bulacan's manage

ment of less traditional public enterprises. A major ingredient for 'success'
 

appears to be the ability of the enterprise to function as a private firm.
 

With the exception of the Galeria, the enterprises have been run with some
 

!S 

0 
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form of private sector participation--management contracting for the slaughter

house ad-Con~nt i~iCeniter -and operating -contract- for -the cafetorium. in
 

addition, and again with the exception of the Galeria which operates as
 

a regular government department, the Bulacan enterprises have resorted to
 

various'labor-cost saving mechanisms which are largely unconventional by
 

government standards.
 

Public enterprises of a commercial nature should be assured political
 

and economic autonomy. Once the objectives and production targets have
 

been explicitly specified, the day-to-day operation of the enterprise should
 

*be left to the enterprise manager. We recommend that business type enter

prises of local governments be given flexibility in terms of hiring and 

wage determination and in terms of general operating decisions.
 

Accounting Reforms. On the basis of our case study analyses, one issue
 

has become clear: proper measurement of profitability will be required
 

if management is to be held accountable fo; its efficiency and if sub

sidies provided to the enterprise are to be detected.
 

To improve overall decision-making, generate a more cost-conacious 

management behavior, and facilitate performance monitoring of the enter

prise, we recommend structural changes in the existing government account

ing practices. Among other things, the following measures should be 

considered: 

*Adopt a system of enter'prise accounting Mnat includes 
depreciation (or consumption of fixed capital) in the 
product accounts. 

iS
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•Requirc the ieaurent ofvzd acuwz:tin.3 of all formna 
aubaf,/by--ei ther exr7livct (r.,. , ca;'itat subsidy, sta
tutor,'€ tyA??'r, qn7rt7. oi- m!,7icit (e.g., tax- exc' )

*C,l f11.or the ,-,:,.e, oL a se; "Pzte act of accounts 
for tihe etey riae. .11,7hSferj t.oin f'i ron ail Goverl
ment ,d5 (:; , 2,fr :otmi'tzac, 2i-ust, Sinking, 
Fid,i,zIr., etc. ) ::ould I;,- recorded. 

The Increased Use of Credit FinancinJ
 

One Important barrier to Increased capital formation by local govern

ments, and Lu isicreased participaLiun in "incume-generating" projects, is 

the high start-up cost of constructing the capital facility. The govern

ment has taken steps to remove this barrier by making loans available to
 

local governments through DBP, the Land Bank and GSIS, but there have been 

relatively few takers. Over the five year period from 1976 to 1980, the 

three authorities combined underwrote only 180 projects totalling J573.5 

million. In other words, only about one out of every ten Iccal jurisdictions
 

had a project loan approved during this five year period, and by 1980, total
 

loans had fallen to a level equivalent to just slightly more than 2 percent
 

of gross revenues of local governments. Moreover, the 1980 figure for
 

total outstanding balances of #415.1 million is some *158.4 million less
 

than the total for the five year period, which suggests that the rate of
 

loan repayments is outpacing the gIrowth of new loans, i.e., the trend is
 

in the direction of even less use of credit financing.
 

In light of the government's desire to encourage local government
 

borrowing for income-generating projects and the many initiatives it has
 

taken in that direction, it is important to understand why so few local
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governments have sought credit financing. Our data analysis, field inter

views, and case studies have lead us to five explanations:
 

(a) 	Local governments do not have the experience or
 
technical expertise to prepare the feasibility
 
studies or other documents required for a loan
 
application.
 

(b) 	There is a fragmented system of loan financing
 
that mitigates against lenders establishing special
ized staff to provide technical assistance to
 
local governments.
 

(c) There is a complex set of compliance procedures
 
which both frustrates local officials in their
 
pursuit of loan financing, and seriously delays
 
the lender's approval of acceptable projects.
 

(d) A combination of conservative application of the

"net paying capacity" requirement, loan maturities 
that are far shorter than asset life, and what are 
seen as high interest rates have diqqualified some 
local governments and discouraged others from 
applying.
 

(e) 	Some elected local officials and treasurers have a
 
very conservative fiscal attitude and tend to favor
 
pay-as-you-go financing.
 

In light of these problems, it is apparent that rather substantive 

changes must be made in the present system if local governments are to be 

encouraged to undertake credit-financed projects. Essentially, the options 

are (a) to rectify the problems of the present system by pursuing changes 

in current policies, procedures and practices, or (b) to propose a bolder 

solution, the creation of a new, specialized entity. Al,7thouqh reither 

approach is without rp., we th:'':k hr !eigah of the . ide ce tips 

in fai"'r of the 7---ab'iovnent-)j * a ne:, sec,'alized or-odit 1'.zcility for 

locaZ gcernr.e:to. Our basic reason for recommending this option is 

that project planning, appraisal, and management assistance are so critical 
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to the credit financing process that technical staffs experienced in the
 

different fields of public-sector investments must be maintained by the
 

institution. It is doubtful, in our opinion, that the support would be
 

forthcoming at the level required without the establishment of a specialized
 

facility.
 

The organization of such a new authority should pose no great problems.
 

Though the matter requires some careful study, one could envision an 

authority established by law and governed by a Board of Directrs, com

prised of both representatives of central ministries involved in local govern

ment affairs and local government officials, and with its Chairman appointed
 

by the President. Specifically, the Board could consist of the Ministers 

of the Budget, Finance, Local Government and Community Development, and 

Economic Development (NEDA), Human Settlements and the Governor of the 

Central Bank. An equal number of local government representatives might 

be appointed with equal representation from provincial, municipal and city 

governments. The Director or internal manager could be appointed by tile 

President, based on the recommendation of the Board and the approval of
 

the Ministry of Finance. 

The major drawbazk to this proposal is the problem of funding. Ulti

mately the Central Government is going to have to invest in this activity
 

if it is to be successfully used in inducing local governments to generate 

more revenues. On the other hand, this funding may not require new allo

cations of funds to local governments. In fact, with some reallocation 

of resources already earmarked for the local government sector, it will be 

possible to initially capitalize a specialized local government credit 

authority. It is important to note that the choice of a financing source. 
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basis of fulfilling the government's ultimate reasons for wanting to increase
 

local government use of credit financing:
 

(a) to stimulate the undertaking of capital projects

(b) to encourage the initiation of income generating projects 
(c) to stimulate local government tax effort.
 

In a nutshell, the objective is to design a credit authority finan

cing scheme which promotes these three objectives while diverting funds
 

-from other local government activities.
 

Firm estimates of capital requirements, necessary initial and continuing
 

appropriations, and operating costs of the authority will obviously require
 

a detailed financial study, hence we can but suggest the magnitudes of
 

funding involved. We raconmnend capitali.,.ationfrom two sources. The first 

is an annual share, perhara 10-20 percent, of the proposed consolidated 

Allotment. This presumes, of course,that the government begins fully dis

tributing the Allotment. The second nource is approximateZy P200 million 

of the balances held in banks by local govewnentn, which Might be exchanged 

for share capital in the authority. There are two other potential sources 

of funding. 
One is the annual barangay shares of the Allotments, and the 

other is funding from an external donor. We would r.ecomend attempting 

to rev'oe the USATI) pi1posed support for a development bank, if it could 

be agreed that the primay.d purpose of the effort is to strengthen local 

government rather than to piovide subsidies to low income governmnts. 

With external funding, however, it should be possible to allocate some pro

portion of loanable funds, jt subsidized rates, to low income jurisdictions
 

or 
for "social" projects that might not otherwise qualify.
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x e -o tl)projectsb- a_6xffortri to to s '-upp ,ortha-pit: 

a change from present lending policies is' called for. The strategy is 

*essentially to lower the "price" of borrowing. We reconmend that the 

interest rate be aet to vay inversely with the anount of cash equity 

a local govvne,:t han in the project, to lengthen the maturity of loans 

to more accurately reflect the econo?ic life of the asset being financed, 

and that the authority consider funding some capital projects which are 

non-income generating but which may enhance the performance of the local 

economj. We alsoireom-mend intaivst rate subsidies for local government 

7oans. The size of these subsidies, however, will be very much dependent
 

on the method of capitalization chosen.
 

The Costs and Benefits of Reform
 

The costs of this reform program might be weighed against the potential
 

benefits to be received. On the costs side there is the initial and perhaps
 

continuing outlay required of the Central Government and the loss of some
 

control by the Central Government over local government finances. On the
 

benefits side there is the potential for increased revenue mobilization
 

by local governments, the more efficient fiscal operations of local govern

ments, increased capital project activity, decentralized government fiscal
 

actility, and for the long-run, a stronger local government sector. Whether 

the costs outweigh the benefits depends on the probabilities for success of 

*this program and on the Importance placed on local government financial 

reform by the Central Government. We can say with some confidence, however,
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that a piecemeal reform. e.g., one which leaves out Lhe incentive elements, 

is likely to generate the costs without tile benefits. On the other hand, to 

try to reform local financties at no cost, by not providing the funding for 

littleinducements or for the increased Ministry staffing, will generate 

improvement.
 

Costs
 

The costs of this reform program are enumerated, insofar as is possible, 

in Table ES-I. The major cost is associated with tile full distribution of 

tile Allotment system e.xclInsive of barangay shares). At 1979 levels (the 

latest year for which we C1 make .an v.ztimate), this would amount to about 

P1 billion. In 1982. the level (f the indistributed share will depend on 

the recent growth in the BIR basis, petroleum tax revenues and discretionary 

government decisions. In any ,..s,, it will be considerably greater than 

f1 billion. Some careful study will be required to update the undistri

buted amounts, but we would gu..ss that ;I sum roughly equivalent to 30 

percent of the lagged BIR basis could fund riost of the initiatives suggested 

here. In one sense this is a cost only if the outlay needs exceed the undis

tributed portion, since the present Allotment system is already earmarked
 

for the local government sector.
 

It will require a great deal more study to estimate the other costs 

implied in Table ES-I. The cost of supplementing the MOF Revolving Fund 

for tax mapping will depend on a number of factors, e.g., how much the 

government wants to push tax mapping, whether an integration with the USAID/ 

M.CCD program can be worker' ouL, whether the MOF taff is shored lp rn accom

modate an increased volume of tax mapping activity. A doubling of the size
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TABLE ES-I 

FUNDING REQUIRED FROM CENTRAL GOVERNMENT SOURCES 

Reform Action 	 Funding
 

1. 	Consolidated Allotment 
 There should he a full distribution of
 
Program the authorized FIR, Specific Tax, and
 

National Tax Al:otments. At 1979 levels,
 
Lhis would imply distributing $1 billion
 
oore than was actually the case. 

2. 	Local Government Credit Tc be capitalized with a share of the
 
Authority 	 Consolidated Allotment and the cash
 

deposits of local governments in Banks.
 
Other potential sources are external 
funding (USAID) and the barangay shares 
of the Allotment. 

3. 	 Supplementing MOF New Central Government funding; merger
 
Revolving Fund for tax of USAID/MLGCD with MOF Revolving Fund
 
mapping, and providing would provide further support.
 
additional staff to review
 
mapping proposals.
 

4. 	 Supplementing MOF/MOB/ New funding from Central Government;
 
M.GCD staff for merger of USAIV/M LGCD program with
 
a. tax mapping 	 MOF Revolving Fund would provide
b. budget review 	 further support for (b). 
c. 	 training local officials
 

in (a) and (b) and busi
ness tax collection and
 
monitoring.
 

d. 	 monitoring design phase 
for 	Local Government
 
Public Enterprises
 

e. 	 Reforming accounting
 
system for Local Govern
ment Public Enterprises
 

5. 	Cost-Sharing for Local New Central Government funding.
 
Business Tax Collector
 
for 	three years. 

6. 	Payment-in-lieu of Property New Central Government funding.
 
tax on government pro
perties
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of the Revolving Fund would add measurable support to tax mapping efforts. 

If Zocal government finances are to be strengthened in a context 
of the highly centralized Philippine sstemrn, the size and expertise of the 
CentraZ Government agencies which monitor and control local finances must 
be strengthened. It is almost axiomatic in the Philippine case that the 

center must be strengthened if the local sector is to be strengthened. 

Additional personnel and training in tax mapping, budget preparation and 

review, financial analysis and governmental accounting are all essential 

to the efforts proposed here. A government appropriation of as little as 

F2 million spread over the next 5 years for capacity building would go a 
long way toward strengthening the operations of local government. Supple

mentary funds for this purpose might also be sought from external sources 

such as USAID and the World Bank. 0 
Another proposal which would require additional Central Government 

funding is the cost sharing for a business tax collector. The cost should 

be rather small. For purposes of illustration, assume two such collectors per 
province and assume that the government bears, (a) an initial training cost 
of P5000 per collector, (b) a salary and benefits cost of P14,000 per 

collector per year, and (c) a central level supervisory cost of r50,000 

per year. The total three-year cost would be about #3 million. 

Finally, there is a proposal for payment-in-lieu of property taxes 

on government property and on some government granted exemptions. We have 

a rough estimate from our sample that about 10 percent of total assessed 

values are exempt. Since this estimate is derived from data in Iloilo and 

. r. . . ...... .. ":i 0 
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Albay, we might suppose it to be representative of the non-Manila portion 

of the Philippines. If half of these exemptions are covered tinder this 

proposal, tle annual cost to the government would have b,.en about F40 

million in l179. 

Obviously, these are the roughest of estimates but they give some Idea 

of the cost or this program. The costs su:ggested here would seem quite 

minimal. In 1979, the tost of this program would have been less than 3 

percent oi total Central Government expenditures. By comparat ive standards, 

such a program is affordable--the level of tax effort ini the Philippines 

is low. But more to the point is whether the benefits of such a reform 

program warrants this kind of expenditure. 

Benefits 

This reform program brings two kinds (f potential benefits. 'rhe 

first are the improvements in the efficiency of local government operations, 

shown in Table ES-2. In effect, these improvements can be had without the 

major reforms described above and with little cost, though an increase 

in the budget review capabilities 0f the MOF/MOB would be essential. 

This part of the reform program can result in an improved ability of 

falls short of achieving government objectives in other areas. It does not 

provide incentives for the local governments to mobilize additional revenues,
 

Incentives for the local governmekits to mobilize additional revenues, 

to spend more for capital purposes, or to improve their capacity to accom

modate future expansions in their fiscai activities. These objectives are
 

served by the second component of this reform program.
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TABLE ES-2
 

PROGI,.'LRS TO INCREASE TIHE EFFICIENCY OF LOCAL 
COVEP' .ENT OPERATIONS 

Ref orm 	 Ef fect ___ 

1. 	 Form a review oflice to deal 1. Increased revenue generation, 
with interministerial conflicts improved expenditure and mana
concerning loclil g-overnrent gerial efficiency.
 
finance.
 

2. 	Eliminate the practice of supple- 2. Increased eificivncv in local
 
mental iudget,:. 	 government expenditures. 

3. 	 Ri.quire capital budgets of 3. Improved fiscal planning. 
larger locail governments. 

4. 	Eliminate fractional assess- 4. lill remove prcpert, tax dis
ments in real property taxation, incentive to real property 

investments. 

5. 	Instigate a piovram of phased 5. Improved taxpayer compliance.
 
reassessment of property values.
 

6. 	 Make more use of barangay 6. Improved taxpayer compliance. 

cimpa igns. 

7. 	Accounting reforms for local 7. Increased efficiency in local
 
government public enterprises government operations.
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The potential benefits described in Table ES-3 are more in the areas
 

of increased revenue generation and capital spending. We have listed
 

12 areas where the incencives provided should induce local governments to
 

increase tax effort and capital expenditures, but it isn't possible to esti

mate what the increase might be. Moreover, in some cases the benefits
 

are quite long-run, e.g., to encourage tax mapping and improved property
 

tax record-keeping now is to invest in the basis for an improved property
 

tax effort in the future.
 

Conclusions: Next Research Steps
 

We recognize that this research has but scrazched the surface of the 

local finance issue in the Philippines. With respect to needed reform, 

we have perhaps raised as many questions as we have answered. On the 

other hand, much has been learned about loca2 government finance in the 

Philippines, and the general direction of the reforms proposed here are
 

consistent with government policy and all of these reforms are at least
 

administratively and financially feasible. We would urge building on this
 

momentum with a further research effort in three areas: analysis of the
 

financial performance of local governments from a nationwide sample;
 

working out the implications of specific reforms, particularly in the
 

case of the proposed Consolidated Allotment and credit authority; and
 

determining data needs for tracking and monitoring local government finances
 

and intergovernmental relations.
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TABLE ES-3 

INCENTIVE PROGRAMS TO INCREASE LOCAL GOVERNMENT REVENUE MOBILIZATION 

Reform Response from Local Government
 

1. 	Earmark 60 percent of Cnsoli-
 1. Stimulate economic development

dated Allotment for Infrastruc- expenditures; increase revenue
 
ture expenditures. 
 generation.
 

2. 	Permit use of Infrastructure 2. Increase revenue generacion

share of Consolidated Allotment 
 from real property tax.
 
for covering some portion of
 
local share of tax mapping
 
cost and a share of the cost of
 
a property tax records clerk.
 

3. 	Introduce a tax effort component 3. Increase local government tax
 
into tbie Consolidated Allotment 
 effort.
 
formula.
 

4. 	Increase the size of the MOF 
 4. Increase real property tax col-

Revolving Fund for PUPTA 
improve- lections and administrative
 
ment; provide additional MOF efficiency.
 
staffing to support these loans;
 
and 	relax the terms of repayment.
 

5. 	Merge or coordinate the MOF and 5. Increase tax mapping activity.

USAID tax mapping programs and
 
provide greater incentive grants
 
for tax mapping.
 

6. 	A cost sharing program for a 6. 
Increase business tax collections.
 
Local Business Tax Collector.
 

7. 	Variable interest rate program 7. Stimulate spending for income
 
and lengthened maturities for generating projects; increase
 
local government credit financing, revenue effects.
 

8. 	Increase penalty rate for pro- 8. 
Increase property tax collections.
 
perty tax delinquency; barangay
 
campaigns.
 

9. 	Vigorous Central Government 
 9. 	Increase property tax collections.
 
action against property tax
 
delinquents.
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TABLE ES-3 (CONT.) 

Reform 	 Response from Iocal ;overnmnt 

10. 	 Reduce eaarnrking and restric- 10. Increase local government 
tions of local government bud- revenue effort. 
get all ocit ions: 

a. 	 el iminate transfer to
 
Infrastructure Fund
 

b. 	 review 1S per-ent INP
 
requi re rnts.
 

11. 	 Encourage idlt. land, taxation 11. Increase local government revenue 
and 	specia! assessments effort and stimulate capital 

spending. 

12. 	 More flexibility in pricing 12. Increase local government 
and disposition of surplus for revenues. 
local government public enter
prises. 
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This analysis of fiscal performance and behavior has been carried out
 

largely on a sample of four provinces, and it would not he prudent to base 

policy changes on so limited a sample. This analysis badly needs to be 

extended to a nationwid t . sample to see if the results will stand up. In 

some areas, e.g., measuring the stimulative effects of the Allotment system 

and measuring tax effort, an analytic framework has been developed but 

requires further resting before it ran serve- as a basis for policy changes. 

In other cases, e.g., the finding of surpluses and cash balances, the ques

tion arises as to whether this is conmonplace or a quirk of the four provinces 

we chose for stedv. Finally, in some areas of inquiry--for example, the 

fiscal structure and performance of market enterprises--the sample was much 

too small to enable us to pick up regularities that may exist.
 

The second important research task is to work out the specific detail 

of some of these reform suggestions. For example, the case for a local 

government credit authority seems persuasive to us, but there is much to be 

done in working out the detail of organizing and operating such an authority. 

Similarly, we know that a different kind of Allotment system, based on local 

matching requirements, would stimulate greater local tax effort and believe 

that a Consolidated Allotment system would have much merit. However, 

we have not even begun the detailed design of such a system. 

Finally, there is an important research need in the area of improved 

local government fiscal data. If the local government sector is to grow
 

in importance in the Philippines, its performance will have to be monitored
 

and understood. This will require the producing of annual, relatively timely
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data on local government finances. The monthly reports to the MOF and the
 

annual COA data could serve as the basis of an annual Census of Local
 

Government Finances. However, the state of municipal accounting practices
 

being what they are, some detailed design work will be a first step. Our
 

opinion, based on working with these data, is that such an undertaking is
 

feasible. The analysis produced above for the four provinces is evidence,
 

we would hope, of the valuable uses to which such data might be put.
 

A possible action by the Central Government is to appoint a high
 

level working group to direct and coordinate research and policy formula

tion in this area. Should this happen, we would urge that these three
 

suggestions be on the agenda.
 



vii 

TABLE OF CONTENTS 

Page No. 

PREFACE ii 

GLOSSARY OF ACRONYMS v 

EXECUTIVE SUMMARY 	 ES-i 

LIST OF TABLES, FIGURES AND GRAPHS 	 xv
 

I. 	 INTRODUCTION I-I 

Part One: Improving Local Government
 
Revenue Effort and Expenditure Efficiency
 

I. 	LOCAL GOVERNMENT STRUCTURE, FINANCIAL MANAGEMENT, II-1
 
AND FISCAL CONDITIONS
 

Management
 

Governments
 

General Fund
 

Local Government Structure II-1
 
The Declining Local Public Sector 11-5
 
Local Government Budgeting and Financial II-10
 

Fund Structure I-10
 
Budgeting Problems and Issues 11-12
 

Fund Transfer!. 11-12
 
Supplemental Budgets 11-13
 
Capital Budgeting 11-14
 
Financial Oversight Problems 11-15
 

Controllability of the Local Budget 11-16
 
The Fiscal Performance of Philippine Local 11-20
 

Variations in Socio-Economic Structure 11-22
 
Expenditure Structure and Variations: 11-26
 

Revenue Structure and Variation 11-35
 
Consolidated Budgetary Position 11-40
 
Tax Effort 11-43
 
Measuring Tax Effort: A Digression 11-57
 
Cash Balances and Surpluses 11-60
 

Cash Balances 11-61
 
Fiscal Surpluses 11-65
 
Implications 11-66
 

Conclusion, Recommendations and Policy Directions 11-68
 
Budgeting and Financial Management Practices 11-69
 
The Oversight Problem 11-70
 

Coordination 11-70
 
Expenditure Mandates 11-71
 

Tax Effort 11-74
 
Cash Balances and Surpluses 11-75
 



viii
 

TABLE OF CONTENTS (CONT.)
 

Page No.
 

APPENDIX Il-A: 	 LIST OF JURISDICTIONS INCLUDED
 
IN THE SAMPLE
 

I1. THE REAL PROPERTY TAX 
 Ill-1
 
Determination of the Tax Base 
 111-3
 

Definition of the Real Property Tax Base 
 111-4
 
The Problem of Exemptions 111-4
 

Ownership
 
Tax Mapping 


The Problem of Fractional Assessments 111-6
 
Discovery and Determination of Property III-11
 

111-11
 
Tax Declarations 
 111-16
 
Duplicate and Missing Records 
 111-17
 
Problems with Land Reform 
 111-18
 

The Assessment Process 
 111-21
 
Valuation Techniques 111-21
 

Process
 

Special Levies 


Equity Implications of the Assessment 111-25
 

Revisions in Assessed Valuations 111-26
 
Growth in the Property Tax Base 111-29
 
Property Tax Rates and Additional Levies 111-32
 

111-37
 
Idle Land Tax 
 111-37
 
Special Assessments 111-39
 

Collection of the Real Property Tax 
 111-42
 
Legal Incentives for Compliance 111-44
 
Reasons for Delinquency 

Public Lists 


111-45
 
Non-Court Methods for Improving Collections 111-52
 

Running Campaigns in the Barangay 111-52
 
Barangay Captains 111-53
 

111-53
 
Use of Collectors 
 111-54
 
Tying Taxes 
 111-54
 

Revenue Performance of the Property Tax 111-54
 
Comparison with 	Other Developing Countries 111-55
 
Growth in Tax Yield 
 111-58
 

Income Elasticity 111-68
 
Conclusions and Reconmmendations 
 111-73
 

Structural Reforms 
 111-74
 
Fractional Assessments of Improvements 111-75
 
Payments-in-Lieu of Taxes 
 111-76
 

Tncreased Intensity of Use 
 111-77
 
Increase in Rate Ceilings 111-77
 
Idle-.;,ds Tax 
 111-78
 
Special Assessments 111-79
 



ix
 

TABLE OF CONTENTS (CONT.)
 

Page No.
 

Improving Records Management: Maintaining 111-81
 
the Tax Roll
 

Tax Mapping 111-81
 
Record-Keeping 111-84
 

Land Reform 111-85
 
Assessment and Reassessment 111-87
 
Collection Efficiency 111-88
 

Coordination of Tax Collection Efforts 111-89
 
Collections of Current Taxes 111-89
 
Collections of Delinquent Taxes 111-90
 

APPENDIX II-A: THE EFFECTS OF LAND REFORM ON LOCAL
 
PROPERTY TAX ADMINISTRATION IN THE PHILIPPINES
 

Brief History of Land Reform in the Philippines III-A-1
 
Agrarian Reform Under PD 27 III-A-3
 

Transfer of Lands III-A-4
 
Determination of Price III-A-6
 
Duties and Rights of the Landowners III-A-7
 
Institution Building Under Land Reform III-A-8
 

Actual Progress of L.and Reform in the Philippines III-A-9
 
Progress of Land Reform III-A-9
 
Delays in Land Reform III-A-1O
 

Mapping III-A-10
 
Role of Landlords III-A-11
 
Administration III-A-12
 

Implications for Property Tax Administration III-A-13
 
Legal Opinion III-A-13
 
Owners' Non-Compliance III-A-14
 

Tenants' Non-Compliance III-A-15
 
Conclusions III-A-18
 

IV. 	THE BUSINESS LICENSE TAX IV-1
 
Statutory Basis IV-1
 
Determination and Assessment of the Tax Base IV-2
 
Rate Structure IV-4
 
Collection Procedures and Problems IV-6
 
Revenue Performance IV-7
 

Sectoral Composition IV-3
 
Variations Among Municipalities and Cities IV-10
 
Increases in Selected Cities IV-15
 

Conclusions and Recommendations 
 IV-19
 
Structural Reform IV-20
 
An Alternative Tax IV-22
 



TABLE OF CONTENTS (CONT.)
 

Page No.
 

V. INTERGOVERNMENTAL FISCAL RELATIONS 
 V-1

The BIR Allotment 


V-2

History of Structural Changes V-2
BIR Allotment Objectives and impacts on 
 V-7
 
Local Finances
 

Equity 

V-8
Fiscal Stimulation 

V-12
 

A Grant Impact Model 
 V-14
Statistical Results 
 V-21

Accountability 


V-26
 
Elasticity and Certainty 
 V-32


The Specific Tax Allotment 
 V-37
Specific Tax Allotment Objectives V-39
 
Equity 


V-39

Fiscal Stimulation 


V-41

National Tax Allotment 
 V-43
Trhe Issue of Barangay Shares V-45
 
Evaluation of the Philippine Allotment System 
 V-51


Elasticity 

V-55


Equity 

V-57
Stimulation of Tax Effort 
 V-59


Economic Development Expenditures V-60
 
Financial Management V-61
 
Central Government Flexibility V-62
 

Recommendations for Change 

Consolidating Grant Programs 

V-62
 
V-64


Mobilizing Additional Local Revenues 
 V-67

Stimulating Economic Development Expenditures 
 V-68

Barangay Programs 
 V-68
 

APPENDIX V-A: 
 TAX EFFORT IN THE PHILIPPINES 
 V-A-l
 

Part Two: Public Enterprises as an Instrument of
 
Local Government Finance in the Provinces
 

VI. 
 LOCAL GOVERNMENT PUBLIC ENTERPRISES: WORKABILITY VI-1
 
AND CRITERIA FOR USE
 

The Appropriate Use of Local Government Public VI-3
 
Enterprises
 

Criteria for Using the Enterprise Form 
 VI-6

Separate Management and Accounts VI-6
Economic Criteria 
 VI-8

Cost Recovery 


VI-lO

Conclusions: 
 Necessary Characteristics 
 VI-12
 



xi
 

TABLE OF CONTENTS (CONT.)
 

Legal Authorization for Enterprise Activities 

Possibilities for Joint Ventures 

Legal Restrictions on Enterprise Profitability 

Identifying Local Government Public Enterprise 

Possibilities in the Philippines
 

Marketability and Pricing 

Cost Recovery 


Private Sector Competition 

Benefit Area 

Scale Economies 

Market Size 

tLhe Measurement of Full Costs 


The Actual Use of Local Govertament Public 

Enterprise
 

VII. 
 PROBLEMS AND POTENTIALS OF MARKET ENTERPRISES 

The Fiscal Importance of Market Undertakings 

Physical Condition of Markets 

Financing Capital Improvements 


Central and Provincial Government Subsidies 

Borrowing 

Accumulated Surpluses 

Lease-Contract Arrangements 


The Determinants of Revenues from Market 

Activities
 

Pricing Policies 

Legal Restrictions and Actual Pricing 

Policies
 
Pricing Policies and Equity Considerations 

Pricing and Occupancy 


The Volume of Sales 

Expenditure Levels and Worker Productivity 


Current Operating Expenditures 

Employee Compensation Rates 

Employee Effectiveness 


Economies of Scale 

Accounting Issues 


Capital Expenditures 

Capital Costs and Capital Outlays 

Measuring Capital Costs 


The Profitability of Markets 

Current Account Position 

Overall Surplus/Deficit 


Page No.
 

Vl-12
 
VI-15
 
VI-16
 
VI-18
 

VI-20
 
VI-22
 
VI-24
 

VI-26
 
VI-26
 
VI-27
 
VI-29
 

VI-29
 

VII-1
 
VII-2
 
VII-4
 
VII-7
 
VII-8
 
VII-8
 

VII-10
 
VII-li
 
VII-12
 

VII-13
 

VII-13
 

VII-14
 
VII-18
 

VII-20
 
VII-22
 
VII-24
 
VII-24
 
VII-26
 

VII-28
 
VII-30
 
VII-33
 
VII-33
 
VII-38
 
VII-41
 
VII-43
 
VII-44
 



xii 

TABLE OF CONTENTS (CONT.) 

Page No. 

Summary and Policy Implications VII-48
 
The Small Area Problem 
 VII-48
 
Measuring and Accounting for Market Activities VII-49
 

The Small Area Problem 
 VII-49
 
Measuring Capital Costs 
 VII-50
 
Revenue Policy VII-51
 
Economies of Scale 
 VII-51
 
Other Barriers to Profitability VII-52
 
Credit 	Policy 
 VII-52
 

VIII. 	 THE SUCCESS WITH LOCAL GOVERNMENT BUSINESS ENTER- VIII-i
 
PRISES: THE CASE OF BULACAN
 

The Bulacat Setting 
 VIII-3
 
Demographic and Economic Structure 
 VIII-4
 
Fiscal 	Performance 
 VIII-8
 

Bulacan Enterprises: General Features 
 VIIJ-13
 
Performance Evaluation 
 VIII-15
 

Financial Versus Economic Profitability VIII-15
 
Methodology 
 VIII-20
 

Estimating Capital Costs 
 VIII-21
 
Estimating Cash Flow 
 VIII-22
 

Profitability and Government Pol.cies 
 VIII-24
 
Hiyas Galeria 
 VIII-26
 

Capital Costs 
 VIII-27
 
Pricing and Volume Considerations VIII-27
 
Operating and Capital Costs 
 VIII-29
 
Profitability 
 VIII-30
 
Conclusions 
 VIII-30
 

Hiyas Cafetorium 
 VIII-33
 
Revenue Performance and Policy VIII-34
 
Operating and Capital Costs 
 VIII-34
 
Financial Profitability 
 VIII-37
 
Conclusions 
 VIII-40
 

Hiyas Convention Center 
 VIII-41
 
Revenue Performance and Policy VIII-42
 
Operating and Capital Costs 
 VIII-45
 
Financial Profitability 
 VIII-45
 
Conclusions 
 VIII-50
 

Hiyas Agro-Commoditie: Center 
 VIII-51
 
Revenue Performance and Policy VIII-52
 
Operating and Capital Costs 
 VIII-59
 
Financial Profitability 
 VIII-61
 
Conclusions 
 VIII-62
 



xiii 

TABLE OF CONTENTS (CONT.)
 

Page No.
 

Summary and Conclusions VIII-64
 

Financial Profitability VIII-65
 
Social Benefits and Economic Costs VIII-68
 

External Environment VIII-69
 

Transferability VIII-70
 
The Role of the Central Government VIII-70
 

Public Investment and Financing Practices VIII-71
 

Pricing Policy VIII-73
 

Management Behavior and Organizational VIII-73
 
Practices
 

Performance Review and Control VIII-75
 

APPENDIX VIII-A: 	PROFITABILITY AND SOME CONCEPTS
 
OF SUBSIDY
 

Part Three: Expanding the Use of Credit Financing
 
by Local Governments
 

IX. LOCAL GOVERNMENT CREDIT FINANCING IN THE PHILIPPINES IX-l
 
THE PRACTICE AND PROBLEMS
 

Introduction IX-l
 

Local Government Credit Financing: The IX-2
 

Present System
 

Officials
 
Unrealistic Loan Standards 
 IX-36
 

Authority for Local Government Credit Financing IX-4
 
Procedures and Conditions IX-5
 

Bonds and Other Forms of Long-Term Indebtedness IX-7
 
Lending Programs of the Authorized Institutions IX-9
 

Development Bank of the Philippines IX-9
 

Terms and Conditions IX-10
 
Land Bank of the Philippines IX-12
 

Terms and Conditions IX-14
 
Government Service Insurance System IX-15
 

Terms and Conditions IX-16
 

Level of Credit Financing IX-17
 
Development Bank of the Philippines IX-19
 

Land Bank IX-21
 
Government Services Insurance System IX-23
 

Delinquencies IX-23
 

Obstacles to Credit Financing IX-25
 

Administration and Management Difficulties IX-27
 

Inadequate Information and Attitudes of Local IX-32
 

Recommendations: An Alternative Loan Standard IX-40
 

Conclusions IX-42
 

APPENDIX IX-A: DEBT LIMITATION OF CITIES: 1977 



xiv 

TABLE OF cONTENTS (CONT.) 

X. 	 THE FEASIBILITY AND FORM OF A SPECIALIZED LOCAL 
GOVERNMENT CREDIT AUTHORITY 

Typology of Specialized Credit Authorities 

Central Government Authorities 


Locally Controlled Authorities 

Mixed Authorities 


Structure and Organization of Credit Authorities 

Structure 

Internal Management 


Capitalization 	and Functions of a New Credit 

Authority
 

Central Government Grants 

Central Government Loans 

Earmarked Taxes 

Contributions from Local Government Revenue 


Loan Requirements and iscqible Sources of 

Capitalization for a Philippine Local
 
Credit Authority
 

Capitalization Requirements 

Sources of Capitalization 


Specific Tax Allotment 

BIR Allotment 

National Tax Allotment and Barangay Shares 

Local Government Cash Llances 

External Donor 


lources of Capitalization: Recommendations 

The Problem of Reallocation 

New Lending Policies 

Standards for Project Analysis 

Administrative Cost 

Soft Loans for Poor Jurisdictions 


APPENDIX X-A: 	 SURVEY OF LOCAL GOVERNMENT DEVELOPMENT
 
FINANCE INSTITUTIONS: 1972
 

Page No. 

X-1 

X-2
 
X-3
 

X-4
 
X-5
 
X-6
 
X-7
 
X-8
 
X-1O
 

X-11
 
X-ll
 
X-l1
 
X-12
 
X-12
 

X-13
 
X-14
 
X-16
 
X-18
 
X-18
 
X-19
 
X-22
 
X-23
 
X-28
 
X-30
 
X-34
 
X-36
 
X-37
 



xv 

LIST OF TABLES, FI(;URES AND GRAPHS 

No. Title Page No. 

LI-i CENTRAL AF'D LOCAL (;OVERNMENT 
SEI.ECTED %EARS: 1964-78 

EXPENDITURE (;ROWTH 11-6 

11-2 PER CAPITA LOCAL. 
SELECTED Y:.RS: 

thOVER:NM.lNT 
1969-78 

EXPENDITURE GROWTH TI-8 

IL-3 MEANS AND COEFFICIENIS oF VARIATIONS OF SELECTED 
SOCIO-ECONOMI(C CH.\RACERI l;CS, SAMPLE JURIS-
DICTIONS, ME'I'R IANIl.A. AND THE NATION 

11-23 

11-4 (;ENEPA!. FUN!) EXPENDITURE CATEGORIES 11-27 

11-5 PER CAPITA (ENERAL. FUND 
.I'RISDICTIO.,: 1977 

E.!'ENI)ITURES, SELECTED 11-29 

11-6 SIMPLE CORREL.AToNS E!'KETIEEN PER CAPITA GENERAL 
FUND EXPENDITURES, PER CA'PITA INCOME AND URBANIZED 
POPULATION, SELErFFD PROVINCES: 1977 

T1-33 

11-7 TAXES, FEES, AND CHARGES AVAILABLE TO LOCAL 
GOVERNMENTS 

11-36 

II-8 GENEPjRl. FtND REVENUES 
•IURISDIcTIONS: 1977 

PER CAPITA, SELECTED TI-37 

If-9 PERCENTAGE 
BY SOURCE, 

DISTRIBU'ION OF GENERAL 
SELECTED JURISDICTIONS: 

FUND REVENUES 
1977 

11-39 

l1-lO MEAN 
FUND. 

PER CAPITA REVENUES AND EXPENDITURES 
SELECTED JURISDICTIONS: 1977 

BY 11-42 

II-11 TX EFFORT RATIOS FOR .MUNI'IPALITIES 
AND FOR CITIES: 1077 

BY PROVINCE 11-44 

TI-12a MEASURES OF REVENUE EFFORT: AI.BAY 11-47 

1I-12b MEASURES OF REVENUE EFFORT: BUI.ACAN 11-48 

TI-12c .M.AS;URES OF REVENUE EFFORT: ILOILO 11-49 

I1-12d MEASURES OF REVENUE EFFORT: SORS(OGON 11-50 

TT-13 II.LUSTP.ATION OF CALCULI.ATION OF COMPONENTS OF TAX 
EFFORT: PAVIA, ILOILO, TABACI, ALBAY, AND 
,ALI NAO. ALBAY 

TI-53 



xvi
 

LIST OF TABLES (CONT.)
 

No. Tit.le Page No. 

11-14 SIMPI.E CORREI.ArIONS OF MUNICIPAI. AND CITY PRO- 11-54 
PERTY AND BUSINESS TAX EFFORT !NDEXFS AND 
EFFECTIVE TAX RATE .;ITH SoCIO-ECONOMIC VARIABLES: 
1977 

11-15 	 ORDINARY L.A.i So \R S' RL(RESSION RESULTS: I1-59 
EFFE(.'IVE TAX PATFS RELATEI) TO LOCAL. SOCIO-
ECONOMIC ('I \HRAC' TICS 

11-16 	 CASII PAI..\N('i. AND SURP!.U'S POSITION: SELECTED 11-63
 
MUNICIPALITI-5 A:D CITE!-S
 

TII-I 	 CONSUMER PRICE INDEX FOR THE PI LIPP INES: 11-23
 
1QbO-1979
 

111-2 ;ROlrl IN TAXAI.LE ,'.D EXE!MP1tT ASSESSED VALUES, II1-30 
SELECTED .I1RI (IIiIOS: 1970-79 

111-3 	 PERCENT INCRFAE IN TAXABLE ASSESSED VALUATION 111-33
 
IN I1.0,I.O MUNICIIPAI.ITIES: 1960-1979
 

111-4 	 GROWTH IN TAXABLE A.-;;ESED VAI.UATION IN ALBAY 111-34
 
MUNI CI PALI TI ES: 1960-197Q
 

Il1-5 	 PROPERTY TAX RATE LIMITS 111-35 

111-6 CITY I'ROPI'RTY 'lAX RATES: 1975 111-38 

111-7 EFFICIENCY OF CO.I.ECTIONS OF REAL PROPERTY TAX: 111-43 
CALENDAR YEAR 1979 

111-8 I.ARGEST TAX DEI.INQUENCIES IN SELECTED ILOILO 111-48 
MIUNICIPALITIES: 1980 

111-9 INFORIMATION ON COLLECTION EFFICIENCY 111-49 

II1-10 A flO.'.RISON OF PROPFRTY TAXATION IN THE 111-57 
PHItLIPPINES AND OTIIER DEVELOPIN; COUNTRIES 

111-11 PER CAPITA PROPERTY TAX REVENUES: 1969-1979 111-59 

111-12 INDICATORS OF PR'ERTY TAX PERFORMANCE 111-60 

111-13 ANNUAL (;ROWTH RATES IN GENERAL FMoD PROPERTY 111-62 
TAX REVENUES, ILOILO AND AI.BAY PROVINCES: 
1970-1979
 

http:TAXAI.LE


xvii
 

LIST OF TABLES (CONT.)
 

No. 	 Title Page No.
 

111-14 	 PROPERTY TAX COI..ECTIONS IN SELECTED ALBAY 111-64
 
MUNICIPALITIES: 1977-1979
 

IIT-15 	 PROPERTY TAX COI..ECTIONS IN SELECTED ILOILO 111-65
 
MUNICIPALITIES: 1977-1979
 

TI1-16 	 PROPERTY TAX COI.ECTIONS, ILOILO CITY AND 111-67
 
LEGASPI CITY: 1977-1978
 

1:1-17 	 ELASTICITY OF PROPERTY TAX REVENUES AND 111-69
 
PROPERTY TAX BASE
 

111-18 	 CROSS-SECTION INCOME ELASTICITY ESTIMATES OF THE 111-72
 
REAL PROPERTY TAX, SEI.ECTED PROVINCES: 1977
 

IV-1 	 BUSINESS TAXES IN ILOILO CITY AND LF{;ASPI CITY: IV-9
 
1977-1979
 

IV-2 	 CROSS SECTION ESTIMATES OF INCOME ELASTICITIES IV-12
 
OF BUSINESS I.ICENSE TAX: 1977
 

IV-3 	 BUSINESS LICENSE TAX PERFORNAMNCE IN SELECTED IV-16
 
ALBAY M,'ICII'ALITIES: 1977-i919
 

IV-4 	 BUSINESS LICENSE TAX PERFORMANCE IN SELECTED IV-17
 
ILOILO MUNICIPALITIES: 1977-1979
 

V-i 	 SIMPLE CORRELATIONS BETWEEN PER CAPITA BIR V-1O
 
ALLOTMENT 	 AND SELECTED INDEPENDENT VARIABLES, 
FOR SELECTED CITIES AND UNICIPALITIES: 1977
 

V-2 	 REGRESSION RESULTS FOR MODEL OF STIMULATIVE V-22
 
IMPACTS OF BIR AND SPECIFIC TAX ALLOTMENT ;RANT
 
SYSTEM
 

V-3 	 BIR AND SPECIFIC AX ALI.OTMENT IMPACTS ON V-24
 
LOCAL GOVERYMENT XPENDITURES
 

V-4 	 DISTRIBUTION OF BIR ALLOTMENT UNDER ALTERNATIVE V-29
 
FOR.MULAE, 	 SELECTED MUNICIPALITIES: 1977
 

V-5 	 GROWTH IN BIR ALLOTMENT V-34
 

V-6 	 SIMPLE CORRELATIONS BETWEEN PER CAPITA SPECIAL V-40
 
TAX A.LOTMENT AND SELECTED INDEPENDENTVARIABLES, 
FOR SELECTED CITIES AND HUNICIPALITIES: 1977 



xviii 

LIST OF TABLES (CONT.) 

No. 

V-7 GROWTll IN SPECIFIC TAX 

Title 

ALLOTMENT 

Page No. 

V-44 

V-8 GROWTH IN NATIONAL. TAX ALLOTMENT V-46 

V-9 BARAN(;AY SHARES AND ACTUAL 
AND SPECIFIC TAX ALLOTMENT 

DISTRIBUTION OF BIR 
PROGRMIS: 1975-1981 

V-48 

V-10 POSSIBILITIES FOR STRUCTURING A GRANT SYSTEM V-52 

V-1l LEGAL 

GRANT 

AND ACTUAL CLASSIFICATION 

sYS FEM 

OF PHILIPPINE V-54 

V7-I POTENTIAl. I.OCAL (;OVERNMENT PUBLIC 
ACTIVITIES IN THE PHILIPPINES 

ENTERPRISE VI-19 

VI-2 COST RECOVERY PROSPECTS OF POTENTIAL LOCAL 
GOVERNMENT PUBLIC ENTERPRISE ACTIVITIES 

VI-23 

VI-3 EXPENDITURES FOR PUBI.IC ENTERPRISE ACTIVITIES 
BY TYPE OF PUBI.IC ENTERPRISE AND LEVEL OF 
GOVERNMENT: 1977 

VI-31 

VI-4 REVENUE FROM BUSINESS OPERATIONS BY TYPE AND 
LEVEL OF GOVERNMENT, PERCENT DISTRIBUTION BY
LEVEL AND OF GOVERNMENT AND PERCENT DISTRIBUTION 
BY TYPE OF BVSINESS OPERATION: 1977 

VI-32 

VII-I POPULATION, LOCAl. GOVERNMENT TOTAL REVENUES, 
AND GROSS REVENUES FROM ThE OPERATION OF 
MARKETS, SELECTED AREAS: 1978 

VII-3 

VII-2 SELECTED CHARACTERISTICS 

LOCAL GOVERNMENTS: 1980 

OF Mr\KETS, SELECTED VII-6 

VII-3 MARKET RENTAL RATES FOR SELECTED COMMODITIES, 
SELECTED LOCAL GOVERNMENTS: 1980 

VII-15 

VII-4 PEP. CAPITA MARKET REVENUES, AVERAGE STALL FEES,
STALL OCCUPANCY RATES AND MARKET PROXIMITY, 
SELECTED LOCAl. GOVERNHENTS 

VII-19 

VII-5 MARKET EXPENDITURES, 

LOCAL GOVERNMENTS: 

TOTAL 

1979 

AND BY TYPE, SELECTED VII-23 



xix 

LIST OF TABLES (CONT.) 

No. Title Page No. 

VII-6 NUMBER OF MARKET WORKERS, PERSONAL SERVICE 
EXPENDITURE PER WORKER, REVENUE PER WORKER 
PRODUCTI VITY INDEX, SEI.ECTED AREAS: 1979 

AND 
VII-25 

VII-7 ESTIMATED BOOK VALUE OF MARKET STRUCTURES, 
CAPITAL. OUTLAY AND ESTIMATED CAPITAL COSTS. 
SEI.ECTEI) AREAS: 1979 

VII-35 

VII-8 RATIO OF CAPITAL EXPENDITURES TO TOTAL 
TURFS, AS REPORTED IN LOCAL (;OVERNMENT 
AND AS ESTIMATED: 1979 

EXPENDI-
BUDGETS 

VII-36 

VII-9 AQMORTIZA'IION PAYMENT REQUIRED TO REPRODUCE BOOK 
VAI.UE OF CURRENT MARKET STRUCTURE, SEI.ECTED 
LOCAL AREAS 

VII-40 

Vil-lO REPORTFD OVERALL SURPLUS, 
RENT ACCOUNTS OF MARKETS, 
;OVERNMENTS: 1979 

AND SURPLUS ON 
SEI.ECTED LOCAL 

CUR- VII-42 

VNI-il PROFITABILITY OF MARKETS UNDER SELECTED ASSUMP-
TIONS ABOITr INTEREST RATE AND ASSET LIFE 

VII-45 

VIII-I SELECTED ECONOMIC-DEMOGRAPHIC CHARACTERISTICS OF 
FOUR PllII.IPPINE PROVINCES, METROPOLITAN MANILA, 
PHILIPPINES: 1975 

VIII-5 

VIII-2 LARGE AND SMALL MANUFACTURING ESTABI.ISHMENTS 
PHII.IPPINE PROVINCES AND MANILA: 1972 

IN VIII-7 

VIII-3 GROSS FUND 
OF BULACAN 

SURPLUS OF TIlE PROVINCIAl. 
BY MA.IOR FUNDS: 1977-79 

GOVERNMENT VIII-9 

VIII-4 REVENUES 
BY MAJOR 

OF SELECTED PROVINCIAl. 
SOURCE: 1977 

(;OVERNMENTS, Viii-lo 

VIII-5 EXPENDITURES OF SELECTED I'ROVINCIAL GOVERNMENTS 
BY MAJOR FUNCTIONS, IN PER CAPITA TERMS AND AS 
A PERCENT OF TOTAl. EXPENDITURES: 1977 

VIII-12 

VIII-6 ESTIMATED AMORTIZATION REQUIRED TO REPLACE BOOK 
VALUE OF FIXED ASSETS, EXCLUDING LAND, SELECTED 
PUBLIC ENTERPRISES: 1980 

VIII-23 

VIII-? HIYAS CAFETORIUM: 

1977-79 
SHORT-RUN PERFORMANCE INDICES: VIII-35 



xx 

LIST OF TABLES (CONT.) 

No. Title Page N:. 

VIII-8 HIYAS CAFETORIUM: RESULTS OF FINANCIAL ANALYSIS VIII-39 

VIII-9 HIYAS CONVENTION CENTER: 

INDICES: 1977-79 
SHORT-RUN PERFORMANCE VIII-43 

VIII-1O HIIYAS CONVENTION CENTER: 
ANALYS IS 

RESULTS OF FINANCIAL VIII-48 

VI II-Il HACC SL.AUGHTERIHOUSE: 
INDICES: 1977-79 

SHORT-RUN PERFORMANCE VII 1-53 

ViII-12 FEES AND CHARGES FOR 
.IURISDI CTIONS: 1980 

SI.AUCIITERI!OU F. SELECTED VIII-54 

VIII-13 SrRUCTI'RE OF SAI-'rHTERtIOUSE FEES: 1980 VIII-55 

VIII-14 LEVEL OF SI.AUG;HTERIIOtSE ACTIVITY IIACC 
HOUSE, BIrLACAN PROVINCE: 1977-79 

SLAUGHTER- VIII-58 

VIII-15 H1ACC SLAUGIITERHOIIUSE: 
AINAILYS IS 

RESULTS OF FINANCIAL VII-63 

VIII-16 BUI.ACAN PUBLIC ENTERPRISES: 
OF FINANCIAL ANALYSIS UNDER 
ASSUMPT IONS 

SUH!ARY RESULTS 
ALTERNATIVE 

VIII-67 

IX-1 CONSOLIDATED STATEMENT OF APPROVED I.OANS TO LOCAL 
GOVERNMENTS BY THE DEVELOPMFNT BANK OF THE 
PHILIPPINES, THE LAND BANK AND GSIS: 1976-80 

IX-18 

IX-2 APPROVED LOANS TO LOCAL GOVERNMENTS BY THE 
DEVELOPMENT BANK OF THE PHILIPPINES: 1976-80 

IX-20 

IX-3 APPROVED I.OANS 
BANK: 1977-80 

TO LOCAL GOVERNMENTS BY LAND IX-22 

IX-4 LOANS TO LOCAL COVERN4ENTS 
SERVICE INSURANCE SYSTEM: 

BY THE 
1979 

GOVERNMENT IX-24 

IX-5 PAST DUE LOCAl. GOVERNMENT LOANS WITH 
DEVELOPMENT BANK OF THE PHILIPPINES, 
LAND BANK A.ND C-SIS: 1980 

THE 
THE 

IX-26 

IX-6 LOANS PROCESSED BY THE DEVELOPMENT 
PHILIPPINES, LAND BANK, AND GSIS: 

BANK OF THE 
1975-1980 

IX-28 



xxi 

LIST OF TABLES (CONT.) 

No.- Title PaE No. 

IX-7 LEGAL BORROWING CAPACITY AND NET PAYING CAPACITY 
DATA FOR TIIIRTEEN LOCAl. JURISDICTIONS: 1979 

IX-37 

X-1 NECESSARY CAPITAI.TZAITON OF .OCA. GOVERNHENT 
CREDIT AUTHORTI'Y: OPTIISTIC A\SSUMITTONS 

X-15 

X-2 SUMMARY SCIIEDUI.E OF 
FIRST QtUARTER, 1t978 

LOCAL GOVERNME.;'" DEPOSITS 
TO FOURTH QUARTER, 1980 

X-20 

X-3 CAPITAI.IZATION OF A CREDIT AUTHORITY: 1981-1983 X-27 

X-4 1I.LLISTLATIVE LENDING TERMS FOR A SPECIALIZED 
LOCAL (.OVE RNENT CREDIT AUTIIORITY 

X-32 

FIGURES 

I-I THE STRUCT!RE 
PHILIPPINES 

OF LOCAL. GOVERIN'MENTS IN TIE 11-2 

V-1 COHPONENTS OF ALLOT?'ENT DISTRIBUTED V-35 



CHAPTER I 

TNTRODUCT ION 

The objective in this research is to develop a strategy for improving
 

the fiscal performance of local governments in the Philippines. "Fiscal 

performance" in this report is taken to mean the mobilization of more 

local resources for local financing purposes and the more efficient use 

of available local revenues.
 

How can local governments be induced, or coerced, into improving fis

cal performance, i.e., what set of incentives and penalties might be used 

as instruments? An enumeration of these instruments is what we mean by 

developing a "strati'gy." As will be quickly recognized, this strategy 

will require a partnership between the Central and local governments. This 

is because the Philippine system of local government is quite highly cen

tralized. Whilu many improvements can be made with straightforward adjust

ment of certain local government fiscal practices, most reforms will require
 

Central Government action. Indeed, an assessment of the constraints to
 

improved local revenue administration leads one quickly to the Intergovern

mental grants (,'.llotment) system and to the problems associated with ear

marking local government revenues and mandating certain local government 

expenditures. 

This report is presented in three parts. In Part One, we focus on 

local government budgeting practices and on the traditional channels for
 

increasing revenueF--taxation and inrorgovernmental relations. In Part
 

Two, we study the potential for local government public enterprise financing
 

and in Part Three, the possibilities for increased use of credit financing
 

of long-term projects.
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In most of this report, we have followed the rather standard approach
 

of Identfying objectives of government policy, problems and constraints 

to achieving these goals and analysis of reform options. Along the way we
 

have inclut, d a great deal of descriptive material, particularly about how
 

the local finance systeu. operates in the Philippines. We felt this was
 

essential to establishing a com:mon frame of reference with local analysts
 

involved in the larger PIDS effort. It should be noted, however, that not
 

only foreign consul tants have need to record their understanding of how 

the system works. In the Philippines, as in most countries, there is not
 

a clear, written statement of how the system of local finances actually
 

works and no single office seemed to have a complete view. Our piecing
 

together of various elements of the system--gathered from interviews in many 

different offices, data analysis and i reading of the laws--Is by no means 

complete, but it might be a reasonable beginning. As we will note again 

below, there is need for a text on the structure and practice of local 

governance and finance in the Philippines. This work might provide a use

ful start In that direction.
 

Because of the usuial time and resource constrainus and because of the
 

mandate we were given, the scope of this report is limitea in several
 

respects. First, we have purposely excluded the local governments of
 

Metro Manila because GOP interest in this study had to do with strengthen

ing the finances of other local governments in the country. Yet Manila's
 

primacy is such that it may lead other local governments in fiscal and
 

budgetary reforms. Moreover, Manila competes with other local governments
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for funds and personnel, creating interdependencies that probably should
 

not be overlooked. On the other hand, Manila's size, economic dominance,
 

stage of development, national capital status and special place in the
 

local government system make it a unique situation, '.e., fiscal reforms
 

that answer Manila's problems may not be easily transferable to other
 

local governments in the country. 1 

Second, our treatment of the local government sector is somewhat
 

uneven in that we have paid more attention to municipalities than to cities
 

and provinces. This wasn't a completely arbitrary decision. There are
 

many more municipalities, their revenue mobilization efforts are thought
 

to be generally poorer than those of cities and there seems to have been
 

less work done on the fiscal problems of municipalities. Moreover, a
 

World Bank-financed study is in process of studying the fiscal system of
 
2
 

five secondary cities.


A third limitation is the scope of our more detailed field work and
 

empirical analysis. In various parts of this analysis, case studies of
 

representative local governments h&ve been carried out in Albay, Bulacan,
 

Iloilo and Sorsogon Provinces. Where financial accounts were scrutinized
 

below the detail given by the Comssion on Audit (COA), sample jurisdictions
 

were drawn from these Provinces. A nationwide, random sample would have
 

been better for some purposes, but was simply too expensive. The four
 

1A sumary of local finance structure and practice in Manila is pro
vided in NTRC, Overview of Metropolitan Manila Public Finance, Vol. III
 
in the Metro Manila Public Finance Series (Manila, 1977). Recommendations
 
for altering its revenue structure are contained in another volume in that
 
series, Highlights of the Proposed Metropolitan Manila Revenue Code
 
(Manila, 1978).
 

2Cebu, Davao, Iloilo, Bacolod and Cagayan de Oro.
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Provinces chosen here were on a basis of income level and some preliminary
 

notion about the quality of their financial manageuent.
 

Fourth, we have not delved into the day-to-day problems of fiscal
 

administration which plague local governments. Some of these issues are
 

covered in the forthcoming PIDS study, some are covered in ongoing revisions
 

of real property tax administration in the Ministry of Finance, and others
 

are under study by various USAID and World Bank teams. In light of this
 

much effort, it seemed appropriate to concentrate our efforts relatively
 

more on structural issues.
 



PART ONE
 

IMPROVING LOCAL GOVERNMENT REVENUE EFFORT
 

AND EXPENDITURE EFFICIENCY
 



CHAPTER II 

LOCAL GOVERNMENT STRUCTURE, FINANCIAL MANAGEMENT,
 
AND FISCAL CONDITIONS
 

Most of this report is concerned with whether the Philippine system
 

of local government works. Cormmon sense dictates that evaluation of the
 

system be based on an understanding of how the system is sup.posed to operpte.
 

In this Chapter we begin by reviewing the structure of local government
 

and financial management practices. This brings us to a first set of
 

financial management and budgeting problems which hamper the efficiency
 

of local government operations. We then turn attention to the matter of
 

tuncontrollability" of the local budget in order to assess the 
extent to
 

which local governments can be held accountable for what appears to be a
 

poor fiscal performance. In the latter part of the chapter the spending
 

and taxing patterns of a sample of local jurisdictions are reviewed and
 

some evidence is provided on wide variations in local government tax
 

effort, on some inefficiencies in cash management practices, and on an
 

identification of some important obstacles to increased resource mobili

zation.
 

Local Government Structure
 

The government structure in the Republic of the Philippines (ROP)
 

is highly centralized with the National Governak.nt selectively delegating
 

powers to its several lower governmental bodies--provinces, cities,
 

municipalities and barangays (or barrios). The basic structural organi

zation is diagrammed in Figure 11-1.
 

http:Governak.nt
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FIGURE II-I 

THE STRUCTURE OF LOCAL GOVERNMENTS IN THE PHILIPPINES
 

Central Government 

Provinces 
 Metropolitan Chartered Cities

(75) 
 Manila Comission (60)a
 

Metropolitan Manila 
Cities and
 

Municipalities Municipalities
 
(1501) (13)
 

Barangays Barangays Baranavs 

aIncluding cities in Metropolitan Manila. 
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While the 1959 Republic Act 2264 lifted certain resttictions regarding
 

the taxing power of municipalities and the new Constitution, Article XI,
 

Section 5,provided new powers to localities to create their own revenue
 

sources, this centralized orientation has been retained. Although centrali

zation has important disadvantages--Ic - autonomy and, perhaps, initiative
 

may be thwarted--it has the important management advantage of allowing the
 

Central Government to deal with local governments which have relatively
 

homogeneous fiscal structures and practices. The homogeneity results
 

because most of the powers and duties and even administrative practices of
 

local go-orreents are prescribed centrally. Without this homogeneity,
 

any measure of effective control over the 1500 or so local governments in
 

the nation would be impossible.
 

The 75 provinces and sub-provinces in the Philippines have specific
 

responsibilities and functions. Among the offices located at the provincial
 

level are the governor, vice governor, provincial board, treasurer, assessor,
 

district auditor, register of deeds, court of first instance, superintendent
 

of schools, district engineer and health officer. The assessor and treasurer
 

are representatives of the National Government rather tOan the province-

a very important feature of the centralized nature of local financial admin

istration in the Philippines. The provincial governaent collects taxes
 

(some in conjunction with municipalities), constructs highways and bridge,
 

dispenses justice and, of particular interest here, supervises the operations
 

of municipal governments.
 



11-4 

Each province is fully 
subdivided into municipalities--geographic
 

areas usually containing at least a small semi-urbanized market area. There
 

are currently 1501 municipalities within the ROP. 
Each has a mayor, vice
 

mayor, council, treasurer, secretary, justice of the p2eace, and since the
 

issuance of Presidential Decree (PD) 464 (Section 90), 
a rdunictpal deputy
 

assossor appointed by the provincial assessor but with two-thirds of his
 

salary paid by the municipality. The municipality provides some localized
 

services including markets, certain public works such as local roads,
 

local justice, and has some local development responsibilities. It is
 

important to note that the chief financial officers of the municipality,
 

treasurer and assessor, are supervised at the provincial level and there

fore implicitly by the Central Government. 2
 

Juxtaposed against the province and municipality are chartered cities,
 

of which there currently are 60. 
 These cities are, in general, snore highly
 

urbanized than municipalities, although 
some contain substantial amounts
 

of agricultural land. Given their administrative independence from provinces,
 

they perform many of the same 
functions as provinces and municipalities.
 

Their 
revenue raising powers are likewise a combination of those prescribed
 

to provinces and municipalities. As in 
the case of provinces and munici

palities, the chief financial officers--treasurer dad assessor--are appointed
 

and directed by the Central Government.
 

1There are no unincorporated areas.
 
2At the time of this research a new position of local budget officer
 

had been created but 
it is not yet certain how this new position will alter

local financial practices. It is clear, however, that her direct respon
sibility will be to the Ministry of the Budget (MOB).
 



11-5
 

The barangay (or barrio) has existed as a neighborhood unit of local
 

government since the Colonial Spanish era. 
The original barrio charter
 

was contained in Republic Act 2370 (1959) and replaced by Republic Act 3590
 

(the Revised Barrio Charter) in 1963. The go,'rnment has recently expressed 

considerable interest in making mcre use of the barangays. 
They have been
 

given increased grants, increased poders for raising revenues and Increased
 

service provision authority. Most recently the barangay has been used as
 

a means to organize citizens for various civic purposes-&a program known 

as "barangay brigades". 

In general, then, much of the activity of the local public sector,
 

even if not financed by the National Goverment, is influenced in great
 

part by Central Government policies and directives. The barangay move

ment may be a move towards "taking the government to the people"; yet 

even its development has been largely directed from above. 
Indeed, as
 

we shall show in Chapter V below, the barangay programs have indirectly
 

led to accelerated centralization.
 

The Declining Local Public Sector
 

Local government in the Philippines has been weakening. The past
 

decade has seen a continuing decrease in the size of the local government
 

sector relative to that of the Central Government--from 20 percent in
 

1969 to less than 11 percent by the end of the decade (Table II-l). If 

the ratio of local expenditures frm own sources to central expenditures 

is charted, the decline is from 9 percent in 1969 to 7 percent in 1979. 

It seems pretty clear that the trend of the 1970s was increased fiscal
 

centralization.
 



TABLE 11-I
 

CENTRAL AND LOCAL GOVE N'MENT EXPENDITURE GROWTH,
 
SELECTED YEARS: 1969-78
 
(millions of current pesos)
 

(1) (2) 
 (3) (4) 
 .5)
 

Total 
 Local Government
 
Central Local 
 Share of Total Central Central Government Grants as a
Government 
 Government and Local Expenditures 
 Grants to Percent of Local
Expenditures Expenditures 
 (in Percent)b Local Governments Government Expenditures
 

1969 3,611 817 490
20.7 
 60.0
1971 4,429 1,033 
 21.1 
 558

1973 7,041 1,465 18.8 

54.0
 
700 
 47.8
1975 20,168 2,202 10.2 863 
 39.1
1977 22,600 2,914 
 11.9 1,009 34.6
1978 27,110 3,237 11.0 
 1,049 32.4


1979 34,380 3,781 
 10.3 1,474 39.0
 

Average annual
 
Percent Change
 
Between 1969
 
and 1978 25.1 16.5 
 8.8
 

aEstimates.
 

bcrants are excluded from Central expenditures but included in 
local government expenditures.
 

SOURCES: 
 Budget of the National Government for Fiscal Years 1969-75. President's Budget Message, calendar
 year 1976-79; Commission on Audits Report's on Local Government (1969-71), Ministry of Finance,

(1972-1979) as 
reported in Daniel Holland, Michael Wasylenko and Roy Bahl, "An Evaluation of

The Real Property Tax Administration Project," 
 Local Revenue Administration Project, The Maxwell

School, (Syracuse, NY: Syracuse University, October 1, 1980), Table 3, p. 16.
 



11-7
 

Per capita local goverrment spending did increase during the 1970s
 

but mostly because of inflation (see Table 11-2). In fact, if we adjust
 

for increases in population and prices, there has been virtually no growth
 

in Philippine local goverrment spending during the last decade.
 

Why has the relative and absolute size of the local government sector
 

not been increasing? Certaiply a plethora of unmet local public service
 

needs are present in every city and municipality. One possibility is
 

that centralization of government finances is an overt policy of the Central
 

Government, i.e., that growth in the local government sector is not being
 

encouraged. This would not seem to be the case. In addition to Republic
 

Act 2264 and Article XI, Section 5 of the new Constitutior, there have been
 

statements made at the Central Government level that increased local govern

ment revenues is a national priority. For example, in PD 464, Enacting a
 

Real Property Tax Code, President Harcos noted that "this country cannot
 

progress steadily if its local governments are not potent political sub

divisions contributing their proportionate shares to national progress" and
 

that it was imperative to local governments be able to provide "...adequate
 

funds with which to underwrite basic and essential public services within
 

1
their respective areas of responsibility." Promoting local economic
 

development through increased local revenue mobilization also has been
 

prominently stated as a national goal.2 Additional actions since the
 

issuance of this decree would suggest that these goals are still under active
 

pursuit.
 

1PD 464, Preamble (May 20, 1974).
 

2 This goal was reiterated by Finance Minister Virata in two recent
 

speeches: "Financing Local Development: Policy Changes, Issues and Problems"
 
(February 4, 1979) and "Local Government Finance: Challenges and Prospects"
 
(no date).
 



TABLE 11-2
 

PER CAPITA LOCAL GOVERNMENT EXPENDITURE GROWTH, SELECTED YEARS: 
 1969-78
 
(in current and constant 1972 pesos)
 

Per Capita Expenditure Per Capita Expenditure 
Current Pesos Constant Pesos 

1969 44.35 67.20 

1971 27.25 29.45 

1973 36.43 31.27 

1975 52.34 31.36 

1977 64.31 32.09 

1979 78.57 31.36 

Average Annual
 
Percent Increase
 
Between 1969-79 
 5.9 
 -7.3


(0.8) a 

a197-1979.
 

SOURCE: 
 Commission on Audit Reports on Local Government Expenditures

(for 1969-71), Ministry of Finance Reports (1972-79), Central
 
Bank Statistical Bulletin, 1978; 
National Census and Statistics
 
as reported 
in Daniel Holland, Michael Wasylenko and Roy Bahl,

"An Evaluation of The Real Property Tax Administration Project,"

Local Revenue Administration Project, The Maxwell School
 
(Syracuse, NY: Syracuse University, October 1, 1980), Table 4,
 
p. 18.
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The problem, then, would not seem to be a lack of intent. Another 

possibility is that other, more pressing national needs temporarily halted 

government progress in this area. The 1970s were years of importsnt 

social and political change in the Philippines, new directions for invest

ment were being established, and there was a worldwide recession and an
 

energy crisis. One hope would be that the 1980s will provide more breathing
 

space for government policy, and allow some greater concentration of the
 

problems of strengthening local government finances.
 

There are other factors which explain some of the slow growth in the
 

local government sector. The Central Government may not have gone far
 

enough in taking steps to increase local government taxing and capital
 

project spending or it may not have gone about things in the right way.
 

One might begin to think about structural problems in the latter regard,
 

e.g., the grant system may not be designed to make governments accountable
 

or to stimulate them to increase their own tax effort, revenue earmarking
 

may unnecessarily dilute local government expenditure choices and dampen
 

the willingness to tax, too little Central Government support may have
 

been given to local government tax administration and enforcement, and the
 

possibility of leveraging local revenues with borrowings for capital
 

financing has not been provided. Such problems fall under a heading of
 

inadequate penalties and incentives to draw out a more substantial local
 

government participation, and the dec,';-' local government sector may
 

well be a reflection of these inadvt,:z:: .;..Indeed, an initial reaction
 

to a reading of government policy in thin regard is that there may have
 

been too much use of the stick and too little of the carrot.
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Local Government Budgeting and rinancial Management
 

It quickly becomes clear to anyone working on local goveriment finance
 

in the Philippines that important bottlenecks to increased revenue mobili

zation and to a more efficiently functioning local government sector are
 

(a) 	the substantial restrictions placed on local government expenditures by
 

the Central Government and, (b) inefficiencies in the local government
 

budgeting/financial management process. Reforms in tax policy, credit
 

policy or the Allotment system simply cannot be evaluated independently of
 

financial management practices and Central Government expenditure mandates.
 

Certainly an understanding of the fund structure of the local government
 

accounts and of the extent to which local governments may "control" their
 

budgets is a necessary starting point.
 

Fund Structure
 

PD 477 (June 3, 1974) established a common fund structure for all local
 

governments in the Philippines. Each jurisdiction has two funds--the
 

General Fund and the Infrastructure Fund. Expenditures from the latter are
 

to be used exclusively for the following:
 

1. 	The repair, maintenance, improvement, and construction of
 
roads, bridges, and highways. However, in applying this
 
fund to such uses, adequate provision shall be m-de for
 
the maintenance of existing, unabandoned roads anS bridges
 
before new construction is undertaken.
 

2. 	The providing and maintaining of wharves, piers, and
 
docks, in accordance with plans and specifications fur
nished by the proper national office, and for reoving
 
obstructions to navigation.
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3. 	For subsidizing or for acquiring, operating, and main
taining means of water transportation within the pro
vince or city or between the province or city and neigh
boring provinces and cities or islands or to dredge
 
rivers and provide facilities for communication and
 
transportation by river, as well as for establishing
 
and operating telephone systems.
 

4. 	The construction, improvement, maintenance and repair of
 
wharves, piers and docks; plazas, parkn, monuments and
 
playgrounds; street ligAting; artesian wells; irrigation
 
systems; flood control systems; sewerage and drainage
 
systems; and other permanent public improvements.
 

I

5. 	The acquisition of lands and buildings for public use.
 

The 	General Fund is the source of all other spending within the local
 

Jurisdictions (other than for education). More specifically, the General
 

Fund
 

"consists of monies and 
resources not otherwise accruing
 
to any other fund and shall be available for the payment
 
of expenditures, obligations or purposes not specifi
cally declared by law as chargeable to, or payable from,
 
any other fund, though transfers of monies or resourc,!s
 
therefrom to other funds of the local government for
 
their augmontation and use may be made by proper appro

2
 
priation.'
 

It should be emphasized that the distinction between the General and Infra

structure Funds is not identical to a separation into current and capital
 

expenditures, as might seem implied from the above descriptions. Indeed,
 

the 	General Fund may contain capital construction expenditures and the
 

Infrastructure Fund obviously contains current spending for maintenance acti

vities on rods, bridges, etc. Moreover, though expenditures in the Infra

structure Fund are generally developmental in nature, there are also economic
 

development type expenditures contained in the General Fund. What this
 

means is that a full accounting of development activities carried out b7
 

IBudget Operations Manual for Local Governments (Manila: Provincial
 

and City Treasurers and Assessors Association, undated), pp. 8-9.
 
2 Ibid., 
p. 8.
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local governments cannot be obtained simply by concentrating on Infra

structure Fund activities. To complicate matters further, there are 
sub

stantial inter'fund transfers, a feature which makes an adventure of the
 

construction of a consolidated local government budget.
 

The focus of this study is on these two funds, but there is a third
 

fund administered by the local treasurers, the Special Education Fund (SEF).
 

It is devoted exclusively to the provision of elementary level education.
 

The National Government directly provides personnel expenditures for edu

cation, while nonpersonnel expenditures are supported from the SEF. The
 

primary local revenue source supporting this fund is the real property
 

tax, although in some localities periodic transfers from the General Fund
 

to the SEF are also made.
 

Budgeting Problems and Issues
 

A number of issues, perhaps problems, have arisen in connection with
 

this fund structure and current budgeting practices. These issues h,. ,
 

to do with transfers between the Infrastructure and General Funds, the
 

allowing of supplementary budgets, capital budgeting and the overall super

1
 
vision of the budgetary process.
 

Fund Transfers. While there is a statutory requirement that funds be
 

transferred from the General Fund into the Infrastructure Fund (8 to 12
 

percesit of General Fund net income with the exact percentage depending on
 

the classification of the jurisdiction), additional transfers are per

mitted if the purpose for the transfer is clearly stated (Local Budgeting
 

Regulations 1-74). However, sizeable increases in the petroleum excise
 

1The fiscal year in the ROO coincides with the calendar year. 
 Prior
 
to 1976 the fiscal year was July 1 - June 30; July 1, 1976 - December 31,
 
1976 constituted the "transition period".
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tax, the principal revenue of the Infrastructure Fund, have raised the
 

possibility that local fiscal conditions may now require transfers from
 

the Infrastructure to the General Fund. The Budgeting Regulations (issued
 

in conjunction with PD 477) state that such reverse transfers are possible
 

".. .only from the unappropriated balance of the (Infrastructure) Fund and
 

to cover exceptionally urgent needs of the local government" and with the appro

1
 
val of the Finance Minister. The problem is that neither the earmarking of
 

the petroleum excise tax nor the mandated General Fund transfer were thought
 

through in terms of whether the Infrastructure Fund can, or should, absorb that
 

large a share of local revenues. We return to this issue in Chapter V below.
 

Supplemental Budgets. To the outsider, budgeting by local governments in
 

the Philippines appears to be less an exercise in fiscal planning or control
 

than a response to particular statutory requirements placed on the financial
 

managers of the locality. Supplemental budgets are used as a general rule
 

rather than as an exception. Under PD 477 there is a limitation of one
 

supplemental budget per month (unless truly exceptional circumstances arise
 

in which case additional supplementals may be prepared). From discussions
 

with local officials, it appears that the one supplemental per month is
 

indeed used (in fact at least one official interviewed bemoaned the fact that
 

only a single monthly supplemental could le used). This practice does not
 

stimulate serious fiscal planning for the full fiscal year, since it is
 

widely recognized that the annual budget need be only a crude first approxi

mation. While some degree of flexibility is desirable in any managerial
 

context, the provision for supplemental bulgets in the Philippines surely
 

leads to less efficient overall planning of fiscal affairs.
 

1
Budget Operations Manual for Local Governments (Manila: 
 Provincial
 
and City Treasurers and Assessors Association, undated), p. 82.
 



11-14
 

Capital Budgeting. There have been attempts to establish longer term
 

capital planning as a part of the financial management responsibilities of
 

local government. Each local government, even the barangay, is supposed
 

to produce a capital improvements program (CIP) which contains five year
 

revenue projections and lists proposed capital projects. Moreover, in the
 

financial review process there is to be a ccordination of the annual budget
 

and the CIP.
 

We could find little evidence that these improvements had been imple

mented or that they had contributed to improved fiscal planning. Neither
 

of the motives that typically lead to an effective use of capital budgeting
 

are present in the Philippines. The first is the need to understand the
 

relationship between current and capital expenditure requirements, e.g.,
 

to know the annual maintenance costs associated with the construction of
 

a new road or bridge.1 However, if the annual budget is not used as a
 

planning device, there will not be much interest in this question. The
 

second usual reason for capital budgeting--the planning and scheduling of
 

debt repayment--is not a stimulus in the Philippines because there is
 

relatively little use of credit financing by local governments. It would
 

seem clear that the greater use of credit financing--an issue which we
 

take up in Part Three of this report--will require establishing some
 

sort of effective capital budgeting process.
 

1A review of these issues in the United States is presented in Roy
 

Bahl and Larry Schroeder, "Forecasting Local Government Budgets," Occasional
 
Paper No. 38, Metropolitan Studies Program, The Maxwell School (Syracuse,
 
New York: Syracuse University, 1979).
 



Financial Oversight Problems. Several different Central Government organi

zations are involved in the financial oversight of localities. Ihis over

lap is bound to create problems in the review process.
 

The Ministry of Finance oversees the principal local fiscal manager-

the treasurer--and, until recently, also reviewed the annual as well as
 

all supplemental budgets approved at the local level. This arrangement
 

was altered under PD 1375 (May 1978) when the budget review responsibility
 

was passed to the Ministry of the Budget. After a Municipal budget is
 

approved, it is sent to the provincial budget officer who then sends it-

with recommendations--to the regional MOB representative for approval.
 

While this review process considers such budgetary aspects as the reason

ableness of the revenue estimates, its relationship to the capital improve

ment program, etc., the only grounds for outright budget veto is if it
 

in any way conflicts with the several statutory budgetary limitations placed
 

1
 
on localities.
 

The budget is also reviewed by the Ministry of Local Government and
 

Community Development (KLGCD). Under PD 144 (March 1973) 20 percent of
 

the BIR Allotment to each local government must be spent on "development
 

A memo from the
projects" which, in turn, must be approved by the NLGCD. 


MLGCD (Circular 73-17) 
indicates that these include agricultural
 

development projects, infrastructure development projects, tourism projects,
 

cottage industries projects, management tools or other devices that would
 

tend to improve financial positions of local governments or other projects
 

based on local development priorities.
 

'These are itemized in the "controllability" discussion below.
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Finally, overall auditing of the financial affairs of local govern

ments is carried out by the Conmiission on Audits of the Central Government.
 

While not direccly comparing budgeted amounts with actuals, this Commission
 

is charged with at least measuring the financial soundness of local govern

ment units.
 

In essence tt in, the local fiscal management function is overseen by
 

at least four difftrenL Central Government bureaucracies.1 While there
 

may be considerable rationale and even need for this division of labor,
 

it must be recognized that such fragmentation surely imposes costs. Dif

ferent Ministries have different priorities which lead to possible con

flicts in the directives and requirements given to local governments.
 

Because of these conflicts and the sheer time cost of cu.-plying with these
 

requirements, local government fiscal management is almost certainly less
 

efficient than it otherwise would be.
 

This overlap in the oversight function highlights a more fundamental
 

problem. The Central Covernment seems to have decided that local
 

fiscal activities must be highly controlled--the advantages of this control
 

must be thought great enough to offset the advantages of greater local
 

autonomy. Yet by not coordinating the control of fiscal affairs, the
 

government is losing one of the significant advantages of centralization.
 

Controllability of the Local Budget
 

The centralized orientation of local financial management is no more
 

strongly evident than in the various restrictions placed upon localities
 

1This does not, however, exhaust the list of Central Government agencies
 

that have some influence over the fiscal activities of local governments.
 
For example, the delinquent tx collection process involves the Ministry
 
of Justice while market and slaughterhouse operations (see Part Two of
 
this report) are influenced by decisions in at least nine Central Govern
ment agencies.
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even greater effect would have been observed In Albay which, in 1979,
 

collected approximatetJy P0.697 million at 
the r. r'vncial government level.
 

Using a similar assumption as above, revenues of 
the province would have
 

increased by 32 percent. 
 The data in Table 111-2 show a generally slower
 

growth in exempt than taxable values, suggestirg that the opportunity cost
 

of exemptions has been declining.
 

Suhareal differences in the rate of increase in the property tax can 

fie seen from the data in Tables 111-3 and 111-4 for municipalities in the
 

Provinces cf Iloile and Albav respectively. Ihi.le some, of tht differences
 

in tht. growth rates :ire due to altered jurisdictional boundaries, one can 

stae t ie ratl*e r considerable differences in thtse rates for the tour sub

periods used. Ae\ain the e'xtrt rielv slow growth rates during tht, 1960s 

ire apparent fron the Table while the 1970-75 period is influenced by the 

effects of both tl,. I'l) 76 and the 1974 rvasses.-r:ents. 

Property Tax Rates and Additional Levi.s 

Real property tax rates are liinited bv statute, as shown in Table 

111-:. Ihe statutt, s,.s t' s) h:.;e-t that 'ro.' in t- and tlt ir constituent 

municipalities can levv difft.rential rates. In fact, this is not the case. 

Item (3) of Section 39 in !'D 464 requires municipal tax ratt.s to he approved 

by the Provincial Board. 'oreover, prope rty taxt. colected on any parcel 

are divided among the province, municipalitv and harankav (!n Whi chiLhl. 

parcel is located) on a 45 percent-45 percent-lO percent basis. 
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TABLE 111-3 

PERCENT INCREASE IN TAXABLE ASSESSED VALUATION IN
 
ILOILO M!NICIPALITIES: 1960-1979
 

1960- 1965- 1970- 1975-

Municipality 1965 1970 
 1975 1979
 

1. Ajuy (R-2) 6.1 4.2 309.7 158.0
 
2. Allmodlan (R-3) 38.2 5.6 207.4 63.5
 
3. Anilao (R-3) 
 87.5 0.4 228.7 184.8
 
4. Badiangan (R-3) a 0.6 209.1 61.0 
5. Balasan (R-2) -0.1 2.2 353.0 80.0 
6. Banat e (R-2) 4.7 11.0 335.4 119.5 
7. Barotac Nuevc (R-3) 90.6 8.5 147.6 135.4 
8. Barotac Viejo (R-2) 5.9 6.8 366.9 115.7 
9. Batad (R-2) 2.6 2.7 276.9 169.6
 

10. Bingawan (R-J) b c 353.2 53.6 
11. Cabattian (R-3) 45.8 1.6 185.3 61.2 
12. Calino (R-3) 69.1 -24.6 1476.2 102.5 
13. Carlo! (R-2) 1.9 13.8 236.9 147 9 
14. (oncepcion (R-2) 1.0 4.3 275.0 129.o 
15. I)i ,, (R-3) 120.5 2.3 157.3 68.6 
16. !)uc.. -i (R-3) 80.3 3.4 308.2 67.4 
17. Jt ,T.:r, kR-3) 78.5 2.9 127.2 134.9 
18. Fstancia (R-2) 18.2 6.1 333.4 86.8 
19. (;ui7i:llI (R-2) 7.4 10.9 266.1 89.7 
20. Igbar-is (R-2) 0.3 8.2 285.3 99.4 
21. Taniuav (R-3) 9.6 7.1 237.1 68.0 
22. Lambunao (R-2) 6.5 16.8 356.2 85.9 
23. , (R-3) 67.2 4.8 175.3 113.0 
24. I. r, (R-2) 2.3 331.44.5 147.6
 
25. I.xon (R-3) 52.7 5.8 161.9 81.4 
26. Maasin (R-3) 66.1 11.8 184.3 66.5 
27. Miagao (R-2) 4.1 8.9 402.1 30.0 
28. Mna (R-3) a -1.2 145.4 59.9
 
29. New !.ucena (R-3) 46.1 11.7 127.6 128.8 
30. Oton (R-3) 84.2 3.7 152.1 117.2 
31. Passi (R-3) 79.9 3.7 943.2 25.8 
32. Pavia (R-3) 62.5 10.0 240.0 232.8 
33. Potoar' (R-3) 52.0 1.0 132. 107.9 
34. San )ionisio (R-2) 2.7 12.7 160.6 215.1 
35. San Enrique (R-3) 168.8 7.0 131.4 64.6 
j6. San Joaquin (R-2) -26.3 62.0 295.5 126.9 
37. San Miguel (R-3) 46.7 3.8 139.2 79.8 
38. Fan Rafael (R-2) b 132.3 
39. Sta. Barbara (R-3) 40.2 5.3 131.h 155.7 
40. Sara (R-2) 2.9 9.7 313.2 156.6 
41. Tighauan (R-2) -2.3 13.6 227.5 154.2 
42. Tubungan (R-2) 0.3 9.4 329.2 80.4 
43. Zarraga (R-3) 45.3 2.5 217.0 101.3 

ftal 194 6.0 315.2 95.3 
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TABLE III-- (CONT.)
 

aNo data for 1960.
 

bNo data for 1960 nor 1965.
 

CNo data for 1965.
 

dNo data for 1965 nor 1970.
 

No dar.i for 1970.
 

SOURCE: Data supplied by Assessor, I1olo Province. 
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TABLE 111-4 

GROWTH IN TAXABLE ASSESSED VALUATION IN
 
ALBAY MUNICIPALITIES: 1960-1979
 

1960- 1965- 1970- 1975-

Municipality 1965 1970 1975 1979
 

1. bacacay 17.58 39.65 113.56 
 8.86
 
2. Camalig 15.22 29.24 164.42 
 41.90
 
3. Daraga 
 34.06 32.82 128.15 20.51
 
4. Guinobatan 1.90 24.25 140.95 -3.19
 
5. Jovellar 
 10.94 22.20 189.45 16.99
 
6. Santo Domingo 36.22 449.30 -20.55 15.84
 
7. Libon 
 37.69 -63.36 1509.48 235.67
 
8. Ligau 21.75 28.03 203.21 27.78
 
9. Malillpot 11.03 29.40 119.10 26.31
 

10. Malinao 10.58 197.61
2o.18 15.99
 
11. Man i to 13.58 38.29 143.25 43.20 
12. Oas 32.47 36.42 175.00 21.48
 
13. Polangul 
 25.60 36.80 165.68 24.85
 
14. Rapui-Rapu 7.11 33.80 202.86 16.95 
15. Tahaco 42.18 21.69 82.55 49.17 
16. Ttwi 
 11.25 17.39 299.61 32.32
 
17. No Duian a 42.44 109.95 14.49 

Total 29.36 
 30.27 166.22 45.04
 

aNo data for 1960. 

SOURCE: Data supplied by Assessor, Albay Province.
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TABLE II1-5 

PROPERTY TAX RATE LIMITS 

Tax Jurisdiction 
 Rate Tax Limits 

a
Basic Tax Province and 1/4 to 1/2 percent
 

Municipality
 

City 1/2 to 2 percent 

Special Education Province or 1 percentb 

Fund City 

a In addition, inder PD 888, timber and forest lands have 
a fixed rate of 1/2 percent in both municipalities and provinces

(a combined 1 percent rate) and a 1 percent rate in 
cities.
 

bThe 1 percent rate does not, however, apply to total assessed 
value. Only nroperties with assessed valuations greater than P5,000
(undcrP 1621) 
exemption, but 
raised from a 

are taxable at this rate. (Note 
a lower limit on taxable value.) 
P3,000 level as originally set in 

that it is not a P5,000 
The lower limit was 
Republic Act 5447 of 

1969. 

SOURCE: PD 464, Section 39.
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The SEF rate is a uniform 1.0 percent, but PD 464 provides that all
 

tax revenues in excess of those collected In 1972 can be placed In the
 

General Fund. This provision aids the revenue elasticity of the property
 

tax for General Fund purposes but, in turn, restricts growth in the SEF.
 

The size of SEF revenues is 
also limited by the exemption of all properties
 

with values less than P5000. 
 PD 464 states that "...when the entire total
 

assessed valuation of real property situated in a province or city assess
able to any one person does not exceed three thousand (altered to five 

thousand under P1) 1621) pesos, the additional 1 percent tax herein impcsed 

1
 
be collected."


The statute provides greater revenue 


shall not 


capacity to chartered cities, 

presumably based on the expectation that the public service demands will 

be greater ii,more urbanized areas and on the wider range of servicing 

responsibilities given to cities.
 

Finally, the differential treatment of timber and forest 
lands using
 

fixed rates provides both equity and efficiency effects. If one views the
 

property tax as 
a tax on wealth, differential rates between land types
 

cannot be justified on equity grjunds. 
The flat 1 percent rate, which may 

be different from the prevailing rate for all other property t'-:pL" In a 

jurisdiction, provides an incentive to convert these lands to other uses 

if the basic rate is less than 1 percent and encourages continued use as 

forested land if the prevailing rate is greater than I percent. While 

the actual effect of these Incentives inay be small, it should be recog-

Section 41 on PD 464, emphasis added.
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nized that they are inherent in the rate system.
 

The rates that were imposed in 1975 are shown in Table 111-6. At
1 

that time all provinces and their constituent municipalities were levying
 

the stitutorily-maximum rates, whereas there was considerable variation in
 

city rates, ranging from 0.7 percent, (langub) to legal maximum of ),"
the 

percent. The three instances of differential rates based either on pro

perty usage (Metro Manila), type (-f property (Palaivan) or value (Bais) 

are not easily explained given the statemnent in Section 3')of PI) 464 that 

the rate of i.'vv is "... a uniform rate of real propertV tax..." 

sjyi~al Lev ies 

The basic tax and the SEF tx: are not the only prot)erty-b;.sed taxes 

allowed under PD 464. "ttions 42-46 provide the statutorv ba.is for an 

idle lands ta-c' while Sections 47-54 provide for speciaI Ievi .s to be imposed 

by loc l governments (with Section 55 .allowing the natitnal gove'rnme,nt to 

impose special asst..'Stnts oi propvrti.s alflected po.it v 

(;overnment pihlic works projtcts). 

, Ir.- Central 

Idle l.and Tax. The idle lands tax is an additional levy on land not 

currently being utilized for productive piurpo.es. at--) Dauthorizes a 

rate of up to 5 percent for this purpose. Idle ant s are defined 

differently for agricultural anti urban (city or municipality) areas. In the 

I'We were unable to obtain a complete listing for a later year. 

2PD 444, Section 42 as amended by PI) 1446. 

http:piurpo.es
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IABLE 111-6
 

CITY PROPERTY TAX RATES: 1975 

City Tax Rates
 

Baguio 2.02
 
Laoag 1.0
 
Dagupan 1.5
 
San Carlos NA 
Cabanatuar 1.5
 
Palayan 1.5 Land
 

1.25 Improvements
 
San Jose 1.0
 
Angeles 1.0
 
Olongapo 1.0
 
Batangas 1.0
 
Lipa 1.0
 
Cavite 
 1.0
 
Tagaytay 1.7
 
Trece Martires NA
 
San Pablo 1.0
 
Puerto Princesa 1.0
 
Lucena 
 1.0
 
Metro Manila 

Las Pinas
 

Makat i
 
Malabon
 
Manda I uyong 
Mar ikina 
Munt ingl upa " . omere al 
Paranaque 

1.5 Residential 

Pasig
 
Pateros
 
San Juan
 
Taguig 
Val enzuela


Legaspi 1.0
 

Iriga 1.25
 
Naga 1.00
 
Roxas 
 1.25
 
Iloflo 1.50 
Bacolod 
 1.50
 
Bago NA 
Cadiz 1.0 
La Carlota 2.0
 
San Carlos 1.0
 
Siiay 1.0
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TABLE 111-6 (CONT.)
 

City 


Tagbilaran 

Cebu 
Danao 

Lapu-Lapu 
Mandaue 
Toledo 
Bais 


Dumaguete 

Canlaon 

Laibayog 

Ormoc 

Tacloban 

Pagadian 

Zamboanga 

Butuan 

Ozamiz 

Oroquieta 

Tangub 

Cagavan de Oro 

Gingoog 

Surigao 

Dapitan 

Dipolog 

Davao 

General Santos 

Iligan 

:tarawi 
Cotahato 


Tax Rates
 

1.0%
 
2.0 
1.0
 
1.0 
1.0 
1.0 
1.0 <P3,000 Assessed Value
 
2.0 >P3,000 Assessed Value
 
1.0
 
1.5
 
1.o( 
1.0 
1.0
 
1.25
 
1.00
 
1.00
 
1.25
 
1.00
 
0.70
 
1.00
 
1.00
 
1.0
 
1.5
 
1.0
 
1.125
 
1.125
 
1.25
 
NA 
1.125
 

NA: not available.
 

SOURCE: Data supplied by MOF.
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case of agricultural lands, any plot exceeding five hectares, where the 

uncultivated or ungrazed portion of the land constitutes more than 3/4
 

of tile total, is defined as "idle". For urban properties, if more than 2/3
 

of the parcel is unutilized or unimproved, It can be certified as being
 

idle. There are also provisions for exemptions from this land use status,
 

e.g., if a rvtural disaster prevents cultivation, if there is lack of peace
 

and order in the area or 
if the land, while classified as agricultural,
 

is actuallv not cultivable (Section 44).
 

An idle lands tax raises revenue, hut perhaps even more important are
 

its beneficial efficiency effects. It is a penalty against 
land speculation
 

and it encourages a more economic use of land. It fol!tws that the tax is 

a necessary practice in the more urbanized areas of the country. The taxa

tion of i~i. lands an,! the taxation of the gain-, from land .speculations are 

1 
widely pracLi,:ed in I.DCs. 

Apparently, tile idle lands tax has never 
been used in the Philippines. 

The most obvious constraint is the political sensitivity to use of this 

tax. I.arge landholder:- tend to be very powerful in the community and this 

influencc is often a ;ubstantial deterrent to actions by local treasurers
 

and assessors. 

S~pecial As'essments. The special levy or "special assessment" provision 

of the real property tax code i'so has been used sparingly. 2 Special levies 

are essentiallv a form of benefit taxation where a portion of the costs 

For a review, see Roger Smith, "The Effects of L.and Taxes on
 
Development Timing and Rates of Change in Land Price," in The Taxation 
of IUrban Property in i.ess Developed Countries, ed. by Roy Bahl (Madison: 
University of Wisconsin l'ress, 1979), pp. 137-162. 

A few instances of usage of special assessmunts in the Philippines 
re providtd in Nat-ionalI Tax Research Center, "Ihe I'ec ot Spt.cial

Assessment in Metropolitan Manila," Metro Manila FinancePublic Studies 
(Man i la: NTRC, 1977). 
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of particular projects, e.g., 
street paving, sidewalk construction, etc.
 

are 
recovered from residents in the immediate area on 
grounds that they
 

are the primary beneficiaries of the project. in
These benefits accrue 


two ways: (a) direct use of the project, as in the case of 
a road fronting
 

one's property, and (b) increased property values clue 
to tile higher level of
 

public services.
 

U'nder PID 464, up to 60 percent of the cost of such projects may be
 

reimbursed through this special levy. 
 The tax is to he applied over a
 

five 
to ten year period and differential rates can he applied to the dif

ferent parcels lying within 
 the area impacted by the project. In this
 

manner the tax paid can he 
 made to conform more closely with benefits 

rece ived. 

While special levies are used in developing countries around the world,' 

they have not been utilized extensively in the RolP. In our discussions with 

cssessors, this lack of usage apparently dces not stem from the inability
 

of assessors to appraise the 
differential benefits of spatially defined 

projects, but instead it was felt that political pressures accounted for 

their non-use. The absence of implementing legislation was also cited. 

There is currently a project planned in Metropolitan Manila for which the 

special levy is to be used but has not, as vet, been implemented. In 

our interviews in other jurisdictions, It was stated that the special 

levy had never been applied. G;iven the extensive list of potential pro

1William A. I)oehele, Orvilll, F. ;rimes, .r. and .Johannes F. L.inn, 
"Part icipation of Beneficiaries in Financing Urban Service!,: Valorization
Charges in Bogota, Colombia," L.and Economics 55 (Februarv, 1979): 71-92. 
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I 
Jects cited in PD 464 the special levy would appear to be an important 

potential revenue source 
for local Aovernments In the Philippines.
 

There would be substantial advantages to 
making more use of special
 

assessments, and its implementation would seem within the reach of most
 

local governments. While the Special levy is not as easily administered
 

as is a general property tax, since It requires the stlimation of benefits
 

to 
be derived from a potential project, It certainly is not impossible 

to administer. Furthermore, we would argue that !ts i-ene its are likely
 

to exceed these administrative costs. Important among these benefits is
 

the feature that such levies allow tilt public coice svstem to work more
 

eff vc~:iv.,lv .v',Men several taxpayers observe that it iq to their coll ec

tive ben,tfit to undertake and finan-:e a i)rle(t, the sp.cial 1e.vv allows 

them to do -;o t'ithotit having to iniiuenc, a broadi bast, of policv-makers
 

to alloite ;,'Lral Ftirdl- to th: project. ie linail projvi t is milth more
 

likely to correspond to the demands of tht benericiaries than when 

decision-making is by those less intimately associated with the project.2 

Another advantage is that the u.se of suich levies may increase the general 

level of compliance with the property tax since it will still be collected 

as a part of the general property tax system. 

lThe Pl provides for use of the special Ievv for the toll owing projects:
"laying out, opening, constructing, straightening, widening, grading, paving,
curbing, wall in;, deepening or otherwise establishing, repairing, enlarging, 
or improving public avenue, roads, streets, allevs, sidewalks, parks,
plazas, bridges, landing places, wharves, piers, docks, levees, reservoirs,
waterworks, wate r courses, esteros, canals, drains and st-wers." (Section 47). 

2
There is one caveat that should b. inserttmd here: if the proj ectyields substantial external benefits (costs), the us# of the special levy 

may result in less (more) than optimal size of the r.-;.lting project.
Thus, one should not expect the special assessment to he of use in finan
cing all development projects.
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Finally, it is quite possible that the use of the special assessment
 

can be helpful in promoting economic growth since such growth-oriented
 

projects as roads or streets, canals, sewers etc., can 
contribute to more
 

efficient 
commerce or Improved productivity.
 

Collection of tile Real Property Tax
 

The property tax 
is levied against the owner of property as of 

January 1 of each year. Billing must occur by .lanuary 31 and payment can 

be made in four equal 'nstall nents--on or before March 31, June 30, 

September 30 and December 31. The taxpayer may theciioo.,e installment 

option ;Ltiout intert.st or penalty. 'urthtrmore, under 1.01 )82 (March 

20, 1978) a I0 percent d iscount ,)n t aXe, dut is granted tO ;anYone paving 

his ta:.:es In full .itrbtn the prescribed prlod of Lime. 

The lAw also provides for penalties against those who taxare deIin

quent, yet as the data in Table 1II-7 show, only 57 percent of 1979 col-
I 

lectibles were ultimately collected. Furthermore, there were provinces 

and cities with collection rates low 3 percent.as as One Lould effectively 

argue that the :.onst pressing prob le-s associated with tile property tax 

in the Philippinc., h,,.', to do With it., cllecttibilitv rather than with 

basic structural weaknesses thein L-vv. 

In tb is ection 'e first revivtw the legal me.ans availalelI to encourage 

compliance wi.t "mie Real Property Tax (ode. Since these legal remedies 

apparently ilavc not bttn ttalI;' ,icc.I , we turn toi a discussion of tile 

It must bi recognized, howevm.r, that to the exrent duplicate records 
and other errors exist In th,. tax rt)Ls, the roll .ctablt amounts miv he
overstatd thus biasing downward the collection efficiency data in the 
Table. 

http:intert.st


TABI.E 111-7 

EFFICIENCY OF COLLECTIONS OF REAL PROPERTY TAX: 
(In Pesos) 

Taxable Assessed 
Value of Real Lstfinated 

Propertv 12/31/78 i1 lect ions 
Region I 

Abra 39, 361,220 391,612

Benguet 336,383,320 3,363,833 


Baguio 365,400,970 7,308,019 

Ilocos Norte 298,299,830 2,982,998 

Laodg 118,107,100 1,181,071 


I1ocLs Sur 409.835,080 4,,398,351 

La Union 341,709,690 3,437,097

Moun!:in Province 85,933,450 859,335 

Pangasinan 1,156,312,500 11,563,125 


Dagupan 85,433,730 1,281,506 

San Carlos 55.455.100 554,550 


Total 3,294,231,906 37,023,497 


Region 11
 

Batanes 11,036,470 110,365 

Cagavan 544,878,703 5,448,787 

Ifugo 56,362,430 563,624 

Valinga-Apayao 135,391,80 1,353,919 

Isabela 763.329,425 7,633,294 

Nueva Viscava 367,386,780 3,673,868 

Quirit) 59,590,225 595,902 


Total 1,937,..75,91 3 19,379, 59 


CALENDAR YFAR 197Q
 

Actual 

Coll-ctions 

Current Year 


313,210 

2,276,603 


4,381,850 

1,388,013 


397,43R 

1,431,672 

1,927,294 


92,534 

4,256,634 


783,645 

117,252 


17,366,145 


78,311 

1,642,395 


106,022 

321,244 


1,820,634 

804,231 

151,75,) 


4,924,587 


Efficiency of
 
Collections
 
(Perent)
 

79.57
 
67.68
 

59.96
 
46.53
 
33.65
 
34.93
 
56.07
 
10.77
 
36.81
 
61.15
 
21.14
 

46.91
 

70.96
 
30.14
 
18.81
 
23.73
 
23.85
 
21.89
 
25.47
 

25.41%
 



__ 

Bataan 

Bulacan 

Nueva Ec.a 


'XPbanatuan 

lalayan 

San Jose 


Pampainga 

Angeles 


zamba les 

SIotlg.po 

Tarlac 

Total 


Region IV
 
Bat angas 


Batangas 

ltpa 


Cavite 

Cavlte 

Tagaytay 

Trece Martires 


laguna 


San ti'blc 

Mirindcuq e 

Mind ro ()-cdtntL1 

Paiawnro (...ntal 

Prtow n 

Querto Princesa 


Quezon 

lucena 


Aurora 

Rizal 


Total 


TABLE 

Taxable Assessed 
Value of Real 


PrUIyrtv 12/11/78 


974,068,840 

1,305,1 38,986 


779,976,520 


116,600,200 

6,340,360 

54,799,630 


941,417,200 

253,734,200 

385,396,360 


217,77,j,440 

578,3---99() 

5.613,577.726 


916,106,340 

298,860,280 

107,656,960 

770,288,040 

92,890,810 

102,366,440 

9,844,066 


928,327,160 


135,239,020 

224,496,370 

107,929,590 


189,028,960 


153,133,880 

57,592,100 


1,012,773,940 

151,473,754 

102,603,000 


1,558,141,070 

6,0mblon50 


6,982,140,830 


111-7 (CONT.) 

Estimated 

Collections 


9,7",6,8 

13,051, 39( 

7,799 765 


1,749 003 

95,105 

547,996 


9,414,172 

2,537,342 

3 153,964 
2,177,794 

5,783260 

56,750,479 


9,151,063 

2,988,603 

1,076,570 

7,702,880 

928,908 


1,740,229 

98,441 


9,283,272 


1, 52,39() 

2,244,964 

1,079,296 


1.890,290 


1,531,339 

575,02(o 


10,127,739 

1,514,73S 

1,026,030 

15,581,411 


643,891 


70,537,974 


Actual 
Collections 

Current Year 


5,133,583

6,334.990 


2,619,271 


649,941 

11,297 

174,729 


3.257,916 

1,496,629 

1,436,260 


956,713 
2,659,004 


24,302,233 


6,152,905 

1,767,492 


544,712 

5,087,006 


502,327 

1,217,295 


54,971 


6.803,939 


842,936 

1,884,513 

391,531 


1,019,697 


677,108 

223,091 


5,086,059 

661.104 


6,377,836 

313,837 


39,705,359 


Efficiency of
 
Collections
 
(Percent)
 

52.70'
 
48.54
 

33.58
 

37.16
 
11.88
 
31.89
 

34.61
 
58.98
 
37.27
 

43.93 
45.98
 

43.58
 

67.24
 
59.14
 
50.60
 
66.04
 
63.77
 
69.95
 
55.84
 

73.75
 

62.33
 
83.94
 
36.28
 

53.94
 

44.22
 
38.74
 

50.22
 
43.78
 

40.93 
48.74
 

57.12
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Taxable Assessed 
Valtit. of Real 

Proprtv 2/31/78 
ReEon IV-A METRO MNIL.A 

"anila 4,077,944,000 
Quezon '),024,680,000 
Ca I oLovan 1,268,1?2 ,000 

Pasay 
Las Pinas 

8.5,406, 000 
870,835,tO0 

:'akat I 6,276,so5,0on, 
Ma Ihabon q5,731,000 
,Unda Iuvong i, 050,291 ,000 
MarIkina 8 31,660,00(0 
Munt ing upa 90()0,581, (0()( 
NavoLis 320,805,000 
Paranaque 
Pasii, 

3,029,263,00) 
1,924,3B8,00) 

Pat vros 32,455,00; 
San Juan 786,067,()00 
T guig 313,570,00( 
V;l enzuela 801,984,00 

Total 34,240,659,000 

R'ii oil V 

Albav 313,805,861 
Legaspi 102,204,730 

Camnrines Norte 171,503,370 
Camarines Sur 297,090,690 

Iriga 50,223,271 
Naga 118,238,300 

Catanduanes 61,11-1,970 
Masbate 258,337,190 
Sorsogon 

Total 1,372,515,381 

II1-7 (CONT.) 

Estimated 

Collect ions 


166,428,975 
992, 1,1 15 
2' ,2 ,90S, 

15,132,445 

11,611,135 

81,691,933 

12,07#',643 

4, !. ,00 


11,08'),000 
12, 00 7,60 7 

4,277,350 

40,'91,173 

24,658,507 


433.36-3 

10,480,903-
,,180,931 


. 1(23,120 


527,044,2 7 


3,138,059 


1,022,047 

1,715,034 

2,970,907 


627,791 

1,182,383 


611,120 

2,583,372 


13,350,713 


Actual 

Collections 

Current Year 


122,435,237 
61 (. 4,248 
1', 8 S2 ,303 

10,662,175 

5,027,5A5 


62,128,642 

6,685,168 


10, 544, 29r) 


6,3(;,0814 
4,694,21iI 

2,201,284 

9,683,127 
16.750,314 


206,745 

5,176,063 

2,300,534 

_5,011,945 


343,834,685 


964,107 


750,064 

602,417 

957,273 

170,373 

766,077 

179,256 


1,057,180 

.. 712,633
 

6,159,380 


Efficiency of
 
Collections
 
(Percent)
 

73.31
 
66.30
 
55.41
 

70.46
 
43.30
 
74.23
 
55.36
 
75.29 
57.36
 
39.09
 
51.46
 
23.97
 
65.28
 
47.70 
49.39
 
55.02
 
46.87
 

65.24
 

30.72
 

73.39
 
35.13
 
32.22
 
27.14
 
64.79
 
29.33
 
40.92
 

39.32
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Region VI 

Aklan 

Antique 

Capiz 


Roxas 

Iloilo 


Iloilo 

Guimaras 

Negros Occidental 


Bacolod 

Bago 

Cadiz 

l.a Carlota 

San Carlos 


Silay 


Total 


Region VII
 

Bohol 

Tagbilaran 


Cubu 


Cebu 

Danao 

.apu-l.apu 

•andaue 

Toledo 


Nug.ras Oriental 

Bais 

Dumaguete 


Can]aon 


Siquilor 


Total 


Taxable Assessed 

Value of Real 


Property 12/31/78 


153,250, 50) 

87,717, 80 


289,855,950 


70,824,540 

686,097,390 

410,902,820 

39,142,720 


1,583,959,570 

800,249,050 

122,713,815 

109,263,20 

108,425,450 

91.425,590 


153 631.740 


4,703,910,385 


265,969,750 

48,972,180 


486,997,160 


1,129,712,730 

91,436,555 

82,454,400 

159,753,320 

140,694,710 

313,132,860 

127,260,510 

69,406,400 


18,500,980 


44,318,390 


2,978,609,945 


Estmated 

Collections 


-..
 

1.5 2,509 

837,174 


2,898,560 


885.307 

6,860,974 

6,161,542 


391,427 

15,839,596 

12,003,736 

1,840,707 

1,092,635 

2,168,509 


918,756 


1,536,317 


54,969,749 


2,659,698 

489,722 


4,869,972 


22,594,255 

914,366 

824,544 


1.597,533 

1,406,947 

3,131,329 

1,908,908 

694,064 


277,515 


443,184 


41,812,037 


Actual 

Collections 

C,_rrent Year 


692,136 

432,009 

742,164 


325,686 

3,93',938 

2,939,616 


227,627 

9,64'..101 

6,273,674 

1,033,031 


564,721 

1,561,673 


639,513 


998,675 


30,008,584 


1,203,559 

223,468 


2,653,363 


7,927,481 

935,216 

667,.'.76 


1,402,981 

28 ,OQ1 


1,223,302 

848,217 

427,155 


80,495 

168,013 


17,504,817 


Efficiency of
 
Collections
 
(Percent)
 

45.16
 
51.60
 
25.60
 

36.79
 
57.34
 
47.69
 
58.15
 
60.89
 
52.26
 
56.12
 
51.68
 
72.02
 
69.61
 

65.00
 

54.59
 

45.25%
 
45.63
 
54.48
 

62.95
 
43.22
 
80.95
 
87.82
 
20.19
 
39.07
 
44.43
 
61.54
 

29.01
 
37.91
 

41.87
 

http:667,.'.76


Region VIII... 

Eastern Samar 
Northern Samar 
Vt'scern Samar 

Calbayug 
i.eyvtc del Norte 

Urmoc 

Tacloban 


L.cvte dt-l Sur 
Biliran 


Total 


Re.gi o n IX 
Bas.,I an 
Sul u 
Tawi-Tawf 

Zamboanga del Stir 


Pagladian 
Zambo:inga 


Total 


Region X 
Agusan del Norte 


Butuan 

Agusan del Sur 

Bukidnon 
Misamis (ccidental 

Ozamiz 
Oroquita 
Tangub 


Misamis Oriental 

Cagavan dc Oro 

Gingoog 


TABLE 111-7 

Taxable Ass(essc.

Value of Real 

Property 12/31/78 

180,256,920 
111,82e.030 

17x,914,400 

49,106,570 


563,2 ).8103 
97.111,960 


11 9,18 5,150 
123,8X4,490 


37,675.660 


1,460.802,990 


102,746,920 

61,733,210 


31,586,644 

307,701,770 

45,268,600 

219,734,330 


768,771,474 


162,731,220 


137,431,760 

266,810,390 

291,151,410 
165,125,920 

97.425,530 

32,154,710 
15,325,960 


245,257,020 

287,022,990 

79,320,560 


(CONT.) 

EstImated 

Collect ions 
. . .
 

ls02,)5h9 
1,I1,) 

1,7,5.144 

491.066 


5,632,398 


971,120 
1,191,852 


1,238,845 


376,757 


14,608,031 


1,027,469 

617,332 


315,866 

3,077,018 

565,858 


2,197)343 

7,800,886 


1,827,312 


1,374,318 

2,668,104 

2,911,514 

1,651,259 

1,217.819 


321,547 
153,260 


2,452.570 

2,870,230 


793,206 


Actual 

Collections 

Current Year 

4 7,148 

395,070 

427,779 

193,655 


2,493,84fl 


657,924 

71 .448 

604,532 


198,468 


6,173,864 


171,850 

40,144 


57,236 

1,026,9L5 


180,207 

1,074,102 


2,55C,484 


1,041,861 


799,703 

393,809 


1.014.070 

850,239 
682,592 

175,607 
87.872 


1,851,069 

1,736,443 


331.502 


Efficiency of
 
Collections 

(Percent) 

27.03 
35.33 

23.96
 
39.44
 
44.28
 

67.75
 
59.73
 

48.80
 
52.68
 

42.26
 

16.73 
06.50
 

18.12
 
33.37
 
31.85
 
48.88
 

32.69
 

57.02
 

58.19
 
14.76
 
34.83
 
51.49 
56.05
 
54.61 
57.34
 
75.47
 
60.50
 
41.79
 



TABLE 


Taxable Assessed 

Value of Real 


Property 12/31/78 

Region X (cont.)
 

Camiguin 
 44,603,520 

Surigao del Norte 
 189,019,500 


Surigao 
 53,211,270 

Zamboanga del Norte 
 359,661,840 


Dapitan 
 22,988,370 

Dipolog 
 69,485,740 


Total 
 2,349,708,210 


Region Xl
 

Davao del Norte 
 555,853,850 

Davao del Sur 
 3'4,227,210 


Davao 
 1,025,331,150 

Davao Oriental 
 323,011,290 

South C;r:bato 
 401,297,230 

General Santos 
 484,380,840 


Surig:ao del Sur 
 471,037,800 


Total 
 3.655,339,370 


Region XII
 

l.anao del Norte 
 138,551,030 

Iligan 
 813,596,762 


Lanao del Sur 
 228,432,070 

Mtarawi 
 43,414,783 


Maguindanao 
 289,169,630 

Cotabato 
 94,898,120 


North Cotabato 
 305,468,460 

Sultan Kudarat 
 293,242,240 


Total 
 2,206,772,995 


GRAND TOTAL 
 71,565,016,125 


SOURCE: Ministry of Finance.
 

I11-7 (CONT.)
 

Estimated 

Collections 


446,035 

1,890,020 

532,113 


3,596,618 

344,826 

694,857 


25,745,608 


5,558,539 

3,gf42,272 


11,534,975 

3,230,113 

4,012,972 

5,451,534 

4,710,378 


38,440,783 


1,385,510 

10,169,960 

2,284,321 


651,222 

2,891,695 

1,067,604 

3,054,685 

2,932,422 


24,437,419 


932,401,182 


Actual 

Collections 

Current Year 


277,554 

1,386,791 

270,916 


1,277,764 

IQ0 ,8 64 

176,250 


12,534,906 


2,709,723 

2,634,239 

6,646,891 

1,255,543 

1,670,101 

1,206,109 

2,907,592 


19,030,198 


8A0,259 

4,788,531 


117,968 

20,456 


735,460 

559.382 


1,238,405 

1,130,,j2 


9,450,563 


533,545,805 


Efficiency of
 
Collections
 
(Percent)
 

62.23
 
73.37
 
50.91
 
35.53
 
52.45
 
25.36
 

48.69
 

48.75
 
66.82
 
57.62
 
38.87
 
41.62
 
22.12
 
61.73
 

49.51
 

76.05
 
47.09
 
05.16
 
03.14
 

25.43
 
52.40
 
40.54
 
38.54
 

38.67
 

57.22
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types of taxpayers who apparently are most likely to be delinquent and
 

review the kinds of techniques not presently included in the statutes
 

that might be applied in municipalities and cities.
 

Legal Incentives for Compliance
 

Interest 
is charged on delinquent taxpayers. While the rate Is set
 

at 2 percent per month, there is an upper 
 limit of 24 percent on the delin

quent anount. Thus, once a taxpayer is delinquent for more than one year 

there is effectively no additional cost for subsequent nonpayment. Given 

that even relativelv -;aft- investments In the Philippines yield return!; of 

12-14 percent, the eft ective renalty is quite low. This stggests that tie 

24 ipercent maximum rate shotuld be increased, possibly by omitting the 

max i moo time period for penalties. 

Ia addition to the interest penalty, there are three legal remedies 

that local governments can use to obtain past due taxes: distraint of 

personal property, public auction of the delinquent's property and civil 

action.
 

Distraint of personal property involves the seizing of personal pro

perties such as crops, equipment, personal possessions. !1)464 (Section 

69) provi Iev , however, that certain it ems rav not tie sei zed, ,e.g., one 

horse, corw' or carabao that the del inquent selects, neces!;arv clothing, 

necessary Iloasehold furniture, .tc. After prope r notice., the confiscated 

propertv can be sold at a public auuction administered by the provincial 

or city treasurer, with i roceeds of the sale (over and above the delinquent 

taxes plus penalltics and costs oi thu. ,alt. and se izture') reverting to the 

do linquent taxpave r. All of this can be avoidted, tit'cotrse , bv payment of 

the delfinquient taxes and ptnalti .';at .iv t i .',prior to the auct ion. 
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The public auction remedy involves seizure of the real property on
 

which taxes are due. 
Once again there must be advance notice of the sale.
 

The proceeds of tile 
sale in excess of what is owed the jurisdictions
 

(including costs) 
revert to the delinquent taxpayer. 
 If sold, the delin

quent taxpayer does, however, retain possession for one year; furthermore,
 

he has the right to 
redeem the property by paying delinquent taxes and
 

penalties, costs of the sale 
lus 20 percent interest on the purchase price. 

The purchaser of tile property is then reimbursed for the purchase price plus 

the 20 percent interest fee. This final feature makes the purchase of tax

.uct ion propturt consideribly more attrictive, thus h,,lp igII to ensure an
 

adequate number of bidders.
 

Civil action refers to the 
 fact that the delinquent tax constitutes
 

an indoft ness f the taxpayer to the jurisdiction and therefore, 
 as
 

with any 
 :-ich debt, civil legal proceedings can be initiated. Furthermore, 

when a parcel on whi. axes are delinquent is the subject of court pro

ceedings, the award ot ownership will he contingent upon payment o'
 

delinquent taxes.
 

Reasons for Ilinquencv
 

Given these potentially strong legal 
remedies to combat delinquency,
 

the question arises as 
to why collection efficiency 
is so low. There are
 

several possible answers to 
this question.
 

The most obvious reason is that 
the legal remedies outlined above are 

seldom used in tile Philippines. Several reasons are given for this lack
 

of legal action against tax delinquents. While a list of 
the largest
 

tax delinquents is to be prepared annually by tle treasurer and submitted 
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to the provincial fiscal officer, apparently tile provincial officer
 

often does not carry out any 
 further pr;ceedings izgainst the delinquent
 

taxpayer. Possibly this 
 is due t.) .versipht, an overworked staff or poli

tical pressure. against any such proceedings. The use of personal property 

distraint h.s l!Iso betn ;voided, pcssiblq because cf the political rami

fications or, it WAinS tLatt,. to several
Its times, the personal property to 

be seizd was rem:,ved ,befor the action was taken (in the examples cited 

to us, the ptrsonal iproperty to ke seized were fish tilefromi taxpayer's
 

fish tond). ":nail', it :1'x i h. rcognizd 
 that in any rural or sparsely
 

populated area, neAry ill 
 re.sidents are known to each other. A neighborhood 

closeness makes th. sticces ,tul use of th auction remedy less likely than 

in a highly populited, mcre i'-.pcrson.ll area; furthermore, the p;ilitIcal
 

ramifications 
 of such actmi rrt: he severe as the electorate observes
 

their neighbor-' livlihood 
b-ing auctioned away.
 

A second pos, itlt roas ni for 
 low collection rates has to do with
 

the problems iso, i-ire-I wit[ 
 the determination of the legal owner of 

properties. 
 If du',licate tax leclarations exist, with the recorded
 

owner not actuallv in possson of the property, tnece will be little 

chance of collecting the il-yes. lIlkt-wise. the problems associated with 

land reform ard lack of tax declarations filed newIby owners means that 

these taxes likely wIll go inco!lecrted. 

A third p,sible r.i;.son for (: it;quency could stem from the manage

ment and record-keping methods used, at least In some localities. Under 

a properly managed system there would be systematic scanning of 
the pro

perty tax payment records (nearly always contained on cards filed within 

http:i'-.pcrson.ll
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the municipal or city treasurers office). If the filing system Is not
 

adequate or 
if the woikloads due to other day-to-day efforts are too great
 

to check for overdue payment of taxes and to notify the delinquent
 

taxpayer, there is greater likelihood that delinquent taxes will
 

not be paid. U'suallv at least one 
clerk is assigned responsibility for
 

maintaining the property tax payment records. 
 This person, or an assistant, 

periodically goes through the file noting those taxpaver. for whom 

property tax liabilities art- delinquent and sends written notices.
 

In our inter Jews with local officials we found considerable variance 

In the frequency of checking through the files for delinquents. Stated
 

frequencies ranged from daily to quarterly. In addition, at 
least some
 

local it ies actual lv sent out col lectors (usual ly the person in charge
 

of Lhu pr-.?er. tax or a clerk in the treasurer's offi c) to nut-o with
 

at le,-,'t tht. largest delinquents.
 

A fourth reason relates 
to the specific problems of farmland,:.
 

Agricultural land 
is especially prone to periods of low productivity.
 

For example, unpredictahle events such as 
floods, typhoons, drought, or low
 

prices can contribute to low incomes from such lands and therefore to an 

Inability of the landowner to pay the due taxes. 
 Since assessments are
 

not altered annually in responst, to such events, these types of parcels
 

are likely to be delinquent in times of stress.
 

To better uinderstand 
 the underlying nature of the tax delinquency 

problem, we have compiltd information on tile extent (Table 111-8) as well 

as the vauses and means used to stimulate payment (Table 111-9). The 
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TABLE 111-8 

LARGEST TAX DELINQUFNCIES IN SELECTED ILOILO
 
MUNICIPALITIES: 1980
 

As Percent of 1979 

Total Delinc 
Current Year RPT 

Revenues 

Hunic!alities 
Largest 
Five 

Largest 
Tun 

Range Among 
La!st Ten 

Largest 
Five 

Largest 
Ten 

Dingle 44,642 63,765 3,713- 20,759 108.9 155.5 

Dumangas 183,083 213,446 3,522-104,551 183.5 214.0 

Guimbal 7,542 8,991 247- 2,166 55.1 65.6 

Passi 129,792 169,029 4,793- 36,092 115.2 150.0 

Pavia 12,050 16,099 342- 4,895 11.8 15.7 

Tigbauan 2,463 3,039 108- 795 11.6 14.3 

aAs of May, 1980.
 

bInformation on only the nine largest delinquents were available from
 
Guimbal.
 

SOURCE: 
 Data obtained from municipal treasurers.
 



TABLE I 1-9 

INFORmATION ON COLLECTION EFFICIENCY 

City/Municipality 

. Province 

l.egaspi City 

Libon, Albay 


Mallinao, Albay 

Oas, Albay 

"abaco, Albay 


11011 City 


Dingle, Iloilo 


l)umang as, Iloilo 


tuimbal, Iloilo 


Passi, Iloilo 


Pavia, Iloilo 


Tigbatian, Iloilo 


1979
Collection 

Efficiency 


73.4 


19.0 


29.2 


28.8 

50.1 


47.7 


52.3 


57.2 

63.6 


42.1 


99.6 


97.1 


Major DelinqIlInts 

Industr._ 


Agriculture 

Rice/grain 


Agricultural 


Rice 


Agriculture 


Panay 


Electric (125.32)
a
 Manufacturing.
 

The Church 

I.nd reformed estates 

Catholic Church 

Abscntee land--

owners (15 .8Z)a
 
Agriculture 


Sugar 


Few delinquents 


Agriculture 


Reasons Cited 

For "Problems" 

Land reform 


Typhoons and low 


agricultural prices 


Land reform
 

Low agricultural 


prices 


Estates
 

Land reform
 

Absentee owners, refuse 


to p.',; land reform 

Land reform, poor records
 

Land reform, low sugar
 

prices
 

Reasons Cited
 
For "Success" 

Tie tax to business 

license
 

Barangay-level
 

campqigns
 

Send collectors into
 

field
 

Several court cases
 

Barangay-level campaign
 

Court case
 
Information program
 

in barangays
 

aDelinqt~ent 
taxes of largest delinquent as percent of 1979 current year RPT revenues.
 

SOURCE: 
 Survey interview data.
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example of six Iloilo municipalities sho n in Table iII-8, gives some
 

idea of the concentration of del inquent property taxes among larger 

taxpayers. The data show thtit I r Airt , Lih ih uri ; it ion.,, tile amount 

outstanding from tile largest dcl in(iut'nts in early IthO actual lv exceeded 

total collections in th' previous '.t.ir. (In tile cast: of )umangas it was 

more than twice the amount collected.) The ,nceintration of delinquent 

taxes in tie hands of re Lia.t.ivel'. fe' tL:.p.. . r+ti c. w an m portant 

policy issue. When one or two delinquents account for the vast proportion 

of largest delinquents, as is the , isv in UrMa lS and to a lesser extent 

in Dingle, legal remedies are 1 ikel, t,- be thc mo.s;t vff'ective approach 

to alleviate the problem. On the other hian,, where -ven; the largest 

of delinquents is quite sInall, an is Lrut in (;uimbal and 1'igtauan, extra

legal remedies (e.g., campaigns, moral s.iasion) ma,.' be a more effective 

solution. 

Table 111-9 provides a slijhtly different perspective on the problem 

of property tax delinquencies as observed in several different munici

palities in the Provinces of Albay md ! lilo and I.gaspi City and Iloilo 

City. Of the two cities represented, I.eg,:;pi had a considerably higher 

collection efficiency in 1979 than did Iloilo. L.e;aspi carries out 

an interesting policy that should DV e:,eciallv effective in cities--tying 

' 
property tax payments to the i:,suancu of Mayors Permits. That is, a Per

mi is not granted unless the business shows proof of payment of its property 
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tax liabilities. 
 It is interesting to note that l.egaspi City's major
 

delinquency problems are related to agricultural properties, which 
are not
 

subject to business taxes. 
 In Iloilo City the principal delinquent as of
 

1979 owed considerably more in back taxes than the entire yield of tie
 

current portion of the property tax that 
year. When delinquencies are as 

concentrated as 
in this case, the 
legal remedy for collection would seem to 

be the most effective and efficient solution. 

For the municipalities represented here, nearly all are characterized
 

as agricultural areas with the result 
that delinquencies are not nearly
 

as concentrated as in the case of the cities. it would appear from the
 

success 
 achieved in Pavia and Tighanan that campaigns to encourage property
 

owners to taxes be
pay can successful, especially when the focus of the
 

campaign is at the 
 haranpay level. (Several different forms of campaigns
 

are discussed 
below.) For the predominantly rural municipalities in these 

two provinces, however, the two principal causes 
of delinquency In the
 

payment of property taxes 
are 
land reform and the uncertainty of agricul

tural yields and prices. 1 

Two other potential problems associated with tax collection include
 

absentee landlords (cited in I)umangas) where apparently the bulk of the 

landlords live in a nearby city (in this case Iloilo City) and simply refuse 

to pay taxes and in any case are very difficult to reach. III thst cases legal 

means may he the most appropriate technique to alleviate the problem. 

The Catholic Church was Also cited in oth ilo ilo t:it v and Dumangas as being 

1See the final section of the Chapter as well as Appendix 111-A
for further discussion of land reform and the property tax. 
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among the largest delinquents (apparently the Church obtained donated pro

perty that under the statute Is taxable since it is income earmtng). 

Finding a "solution' to the Church property problem i.; not so easy. Legal
 

means are likely to create considerable political difficulties and
 

campaigns may be ineffective in this circumstance.
 

In any case the data in the Table sugg;est that collection of property 

taxes at a rate in 
excess of 90 percent is definitely not impossible
 

within the Philippines and that an effective route improvementto In
 

this source of rvenut, i:;Lo Improve col[ccti on pra ticcs.
 

Non-Court .Methods for Improving Collections 

Wtile the three legal means for collezting delinquent taxes should
 

not be disrouraged and i::ay, indeed, be e:tremev effective 
methods, especi

ally when dealing with bu.inesses and large property owners, less formal 

methods can be cheaply applied and are likely to improve the overall
 

productivity of this revenue source. Here we describe several different
 

technique- that have been applied and suggest that such methods can be
 

extremely CfltctivU in more rural irunicipalities. 

Running Campaigns in the Barangay. 
 The harangay, espociallv given recent
 

policy initiatives to emphasize Its role, provides a nattural vehicle for
 

organizing tax campaigns. 
 Because the harangay receives a share of the
 

collection of property taxes, it -hould be possible to convince taxpaye.rs
 

of the localized benefits 
to be derived from payment of taxes. Improved
 

property tax collection rates may well result.
 

http:taxpaye.rs


111-53
 

In the s-me vein, we found that some municipalities (e.g., Malinao and
 

Tabaco, Albav) atLempted to decrease compliance costs by sending tax 
collec

tors to the barangay thus making it unnecu:.sary for taxpayers to travel to the 

municipal treasury to pay their taxes. Not enly does this reduce compliance 

co ts, but 
it also may aid in creating a psychological incentive to pay
 

if a taxpaver is amonp neighbors who are complying with the law.
 

An innovative 
 program: initiated in Pavia, loilo st:!:s relatively low 

cost and, based upon collection records, productive. Under this program
 

t he local trels l-Ir'. o,, ice spo 
 sor-.r ! ':.tvieS in the baraugavs. Du ring
 

each inter:.ion ((.:.which there 
were sev. ral) tiht. ,ici pal trea.surer 

and harani;av captain ,aive short talks on the advantages of paving property
 

taUxes. Su, h ;)ro.ra:::s ::mav provc to be as .I 
 -uct Iive '1i ,inY legal
 

pursuit , wspeciallv in 
 rural areas characttcrizud hv ma u small property 

hol de r . 

Baran.g.v.-_Captains. Closely related to formal campaigns in tle bar

angays are campaigns eliciting the aid 
of barangay captains in encouraging
 

their harangav residents to pay property taxes. A short workshop on
 

the benefits to be der''ed 
 from tax compliance may be sulficient. to
 

educate the captain 
wlo, in turn, can inform his ronsti tuents. In 

Jordan, (;tir-ar., ti- is supplemented by a P2,(O0 pl'izt: awarded to the 

barangay with tihe ihiLhest ollection rate. 

Public .. tts. At tim.s puilic praise or t.mbarrassment is sufficient to 

prompt ta: a-plianct. !'or c..:i-., in Jordan, a1 list 01 the top taxpayers 

Is posted :or di 1:av in ti. :ntnic i:Il treasur,. '.'e did not encounter 

,y municipal it.I hat oys the ,am, fo r the .-a jor del inquents; however, 

thi', would s., -1 to b. a potont ialIv frul ilil approach, especially in the 

rural municinalitis. 
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Use of Collectors. The statutes are .ilent on 
the use of tax collectors.
 

While this may not be an especially efficient method for collecting taxes
 

in communities where the bulk of the delinquents are small taxpayers, it is
 

a reasonable policy where a few large taxpayers dominate the delinquen; 
list.
 

At the same time, the effectiveness of the collection effort is likely to
 

be aided considerably if the taxpayer realizes that the use of legal means
 

to collect taxes is, in fact, a reality.
 

Tying Taxes. The Legaspi experience would suggest that tying payment
 

of tile property tax to issuance of the Mayor's Permit is effective. Of
 

course, since permits are obtained only by businesses, the use of the
 

technique in predominantly rural municipalities is less likely to lead to
 

substantial payoffs.
 

Revenue Performance of the Property Tax
 

The property tax may have important equity and land use effects, but
 

its purpose is primarily to generate revenues 
for local governments. To
 

evaluate tile real property tax in this regard, we examine the growth in
 

tax yield, the responsiveness of revenues to growth in income and infla

tion, and the variation across jurisdictions in property tax revenue per

formance and importance. 
One has to conclude from such an evaluation that
 

an increase in property 
tax revenues, and in the elasticity of the tax,
 

are attainable goals. Bofore examining these specifics in the growth
 

of 
PhiIippine taxation, we turn to a very rough comparison with the
 

growth in property taxation in other developing countries.
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Comparison With Other Developing Countries
 

One can compare the relative burdens of property taxes across
 

countries in two ways--on a statutory has!.i and with respect 
to actual
 

practi .. O a statutory basis the property tax 
in the Philippines
 

cannot be viewed as imposing an excessively high burden when compared with
 

other developing countries.
 

Yoingco and Quintos have made a comparison of property taxes in the Aix 

ASN,\; countries. IThe information provided there would suggert that the
 

range of tatutorv property tax rates (Basic 
 Tax plus SEF) of from 2-3
 

percent in the Philippines is 
 not out of line. Htowe.er, the fractional 

assessment chert used in the Philippints, together with the several exemp

tions including the low value exemption, si,;i i.atll rt-duce, tht:
 

overall burden of the tax--thouih wt, cannot ,
sa 
 .xhvther t,s. :'tductions 

are greatt r than in other couintries, ilahl, in a co-parison of property 

taxes in major citi .s throughout the world (including .,antila), pro

vides data that would indicate that statutor- rates in Manila are not 

eXcessivl.-v h,'ci (nor are thev at the lowt-st end of thet range) 2 

Since t h- actual burden of propertv tax:.e is so closely tied to its
 

administration, 
an vxamination of statutorv rate,; often gives misleading
 

impression, about intens ityv of use. IM[" data on propt-rtv taxes as a percent
 

of gros, national produ ct and as a percent of ti,tal t.iXt:e enalbVItus to com

pare the Ph'li np!ines with other d,-vi.loping countries for several years. 

1Yoingco and Ouintos, Phii, ine Tax System Under the ew Soc ietv. 

2Bahl, 
"The- Practice of Urban Property Taxation 
in Less Developed
 
Countries."
 

http:Htowe.er
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* These data, shown in Table 111-10 for the years 1953-55 through 1972-76 

were collected as part of the International Monetary Fund tax effort study
 

1
series. 


It is clear from these data that since the mid-1950s the role of
 

property taxes within the Philippines has been diminishing both in 
terms
 

of relative importance in the tax 3tructure and relative to 
total economic
 

activity. 
From 1953-55 until the 1972-76 period, property taxes declined
 

from nearly 12 percent 
to only 3 percent of total tax revenues. Property
 

taxes were also cut relative to GNP during the 1966-68 to 1972-76
 

period, from 0.8 percent 
to only 0.3 percent. The Philippines is not
 

alone, however, in these general trends. 
 Ile data in Table 111-10 show that
 

property taxes in other developing countries have declined relative to total
 

taxes and as a percent of GNP.
 

When compared with other Asian countries, the relative (to GNP)
 

property tax burden in the Philippines for the 1972-76 period was consider

ably below the regional average. in Lerms of rank ordering among these 

15 countries, however, the Philippines 's 
 exceeded by only four countries-

the Republic of China, Nepal, Korea and Sri Lanka.
 

Taken together, these data do not suggest that the level of property
 

taxation in the Philippines is high by comparison with other developing
 

countries. If comparative norms are somehow a relevant measure, then steps
 

designed to increase the burden of property 
taxes in the Philippines would
 

seem feasible.
 

1Raja J. Chelliah, "Trends in Taxation in Developing Countries," IMF
 
Staff Papers, Vol. 18, No. 2, (July 1971), pp. 254-331; Raja J. Chelliah, Baas

Hessel, and Margaret Kelly, "Tax Ratios and Tax Effort in Developing Countries,
1969-71," 
IMF Staff Papers, Vol. 22, No. 1 (March 1975), pp. 187-205; and Allan

Tait et al., "International Comparison of Taxation for Selected Developing

Councries," 
IMF Staff Papers, Vol. 26, No. 1 (March 1979), pp. 123-156.
 

0k
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TABLE 111-10 

A COMPARISON OF PROPERTY TAXATION IN TiE
 
PHILIPPINES AND OTHER DEVELOPING COUNTRIES
 

As a Percent of Total Taxes 
 Ratios to GNP
 
1953-55 ;' 1966-68;1 1969- 7l 1972-76 c 1966-68' 1969_71 b 1972-76 c 

Philippines 	 11.8 
 8.2 "• 
 2.? 0.8 0.4 0.3 

Other Asian Countries 

Afghanistan ...---	 --- 1.7 --- --- 0.1Bangladesh 
 --- ...---
Burma ... ---China, Republic of 13.0 
 11.3 14.5 12.2 1.7 
 2.6 2.4
India 
 16.0 9.3 7.8 0.1 1.1 1.0 0.02
Indonesia 0.87 2.1 	 0.8Iraq 	 0.2 0.13 

...... 	 --- 0.8 --- --- 0.3Jordan 
 0.2 --- --- 0.03Korea 
 5.5 8.3 3.8 4.1 1.0 0.6
alaysia 	 0.6
 
--- 12.9 0.5 
 0.6 2.2 
 0.1 0.14
 

Ner - 1 	 55.1 26.3 23.8 16.4Pakistan 7.8 	 0.8 1.1 0.95.7 3.8 2.7 0.5 0.3 0.3Singapore 
 --- 28.2 27.1 ---
 3.5 3.6 ---
Sri Lanka 3.0 2.9 4.3 
 2.0 0.5 
 0.8 0.4
Syrian Arab Republic ..---
 --- 1.8 	 ------	 0.2Thailand 
 .09 2.1 3.0 
 2.1 0.3 0.4 0.3
Turkey 	 . ...--- --- 0.5 0.8 ...... 
Vietnam 
 --- ---... .... 
Yemen Arab Republic ............ 

Average for: 

Asia j12.6e 10.2 8.49 2.7 0.8f L.og 0.31Other 	Asian LDCsd 
 12.7 10.4 
 8.9 7.7 0.80 1.1 0.3
Non-Asian LDCs 
 6.4 
 4.8 3.9 1.6 0.75 0.6 0.2
All LDCs 	 8.3f 
 6 .1f 5.h 1.91 0.77f 0.7h 0.2 

Key: 	 ... denotes zero or insignificant amount.
 
--- information not available.
 



TABLE 111-10 (CONT.)
 

aCompiled from Chelliah (July 1971).
 

bCompiled from Chelliah et al. (March 1975).
 

CCompiled 	from Tait et al. (March 1979).
 

dExclude,; Philippines.
 

e Includes China, lnia, Indonesia, Korea, Mlaysia, Nepal, Pakistan, Philippines, Singapore, 
Sri Lanka, Thailand, Vietnam. 

fConsistq 	of 
50 co, trios. 

SaMU :IS footntit, (e) excluding Vietnam.
 

hconsists rt 47 countries.
 

Consists of 63 developing countries.
 

Jlncluds 	 all the countri's listed ur-.Jr "Other Asian Countr es" as well as the Philippines. 

SOULCES: 	 kaIa i. ChtllI Iah, "Trends in laxation ij In)evtlop~ni Countris," I 'F Stilf Par rs, \lo . 18,
No. 2, (July 1971), pp. 2.34-331; Ran .1.Chelliah, Bads liessel, and Mariarer Kelly, "Tax Ratios 
and Tax Effort in Developing Countries, 1969," INIF StLf f Paers, Vol. 22, No. 1 (March 1975), 
pp. 187-205; and Allcn Tait f.: al., "International Comparison of Taxation for Selected Develop
ing Countries," IMF Staff Papers, Vol. 26, No. 1 (March 1979), pp. 123-156. 
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Growth in Tax Yield
 

Property tax revenues 
may grow for any of four reasons: (1) reassess

ment of existing properties, (2) the addition of new properties 
to the tax
 

rolls, (3) an increase in nominal property tax 
rates, and (4) an increase
 

in collection efficiency. Some combination of 
these factors of increase
 

resulted in little growth 
in per capita real property tax revenues during
 

tile early 1970s (see Table 111-11). Indeed, there were substantial real 

declines in some years before tile situation was reversed in 1977 and 1978. 

In current pesos, the per capita increase was from 4.97 in 1970 to 

#16.61 in 1979. To analyze the factors leading to this increase, the 1974

1979 period might be used in thba 
 it includes one full revaluation cycle. 

There was a general revaluation in 1973 and another in 1979, though the new 

assessment rolls were not completed in every Jurisdiction in either year.
 

The data in Table 111-12 set out the four components of changing property 

tax revenues between 1974 and 1979. The number of parcels increased by only 

about 8 percent over the period, while assessed value per parcel increased 

by about 76 percent. The nominal tax rate has remained constant over the 

1974-79 period, but collection efficiency increased from 41 percent to 56 

percent between 1974 and 1979. Thus, the principal causes of property tax 

revenue growth over the period would appear to be reassessment of existing 

properties and improvements in collection efficiency. As may be seen 

from this Table, however, the pattern has varied from year to year. 



PER 

Year 

1969 


1970 


1971 


1972 

1973 


1974 

1975 


1976 


1977 

1978 


1979 


SOURCE: 
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TAB:.E II-11 

CW174%T PROPERTY T,:X EVrNUES: 1969-1979 

It CurretlL Pe-,s In Constant Pesos 
Prcent Percent 

Aotint Int-rea-. Amoun t Increase 

6.07 ?.20 

.:97 (19) 6.56 (29) 

4.29 (14) 4.65 (30) 

5.10 19 5.10 10 

8. 29 5.62 11 

7.41 :4 4.74 (16) 

8.23 i 4.q91 5 

8.37 2 4.60 (7) 
12.94 55 6.46 41 

1'.44 12 6.72 4 

;6.61 i5 6.63 ( 2) 

Co ,jissionOn A.udit Peports on Local Govern
menl.s ,'t,'-!97]); Minitrv of Finance (1972
19/9); Cent.r.! Bank -I the Philippines, 
StatStLical hu!_eti, 1978 (CPI, 1972=100); 
National Censu, and Stattistics Office. 
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TABLE 111-12
 

INDICATORS OF PROPERTY TAX PERFORMANCE
 

Number of Percent 
 Percent

Year Parcels Ca Assessed Va!ue Change
 

1974 12,095,287 
 P43,911,027,291
 

1975 12,588,655 4.08 46,279,928,639 5.39
 

1976 12,055,681 
 (4.23) 49,491,049,874 6.94
 
1977 12,309,845 2.11 55,646,-j82,125 12.44
 

1978 13,204,942 
 7.27 67,302,340,738 20.95
 

1979 11,073,319 1.00 83,825,748,117 24.55
 

Property
 
Tax 
 Revenue/ Assess-"!
 

Revenue Percent Collection Assessed Value per

Year (mIIl io tsos) Change Rate1 Value Parcel
 

1974 307 
 41.15 .0070 P3,630.42
 

1915 346 
 12.70 43.96 
 .0075 3,676.32
 

197h 368 
 6.36 43.76 .0074 4,105.21
 

1977 586 
 59.24 
 61.95 .0105 4,520.48
 

1978 674 
 :3.O2 58.92 .0100 5,096.75
 

1979 799 
 18.55 56.07 .0096 6,402.91
 

I ,llectibles were estimated by using this formula: 
 [(Av x .01) + 
.70 (Av x .01)1 
The assumptions are: 1. Collectibles from the basic property tax equals 

assessed value multiplied by 1 percent 
tax rate.
 
2. Collectibles 
from the SEF tax equals assessed
 

value multiplied by 1 percent less 30 percent
 
which is remitted to the national treasurer.
 

SOURCES: For assessed values and number of land parcels: "Assessor's 
Report to the ilnistry of Finance." For revenues: Commission 
on Audit arn Ministrv of Finance. 

http:6,402.91
http:5,096.75
http:4,520.48
http:4,105.21
http:3,676.32
http:P3,630.42
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Analysis of property tax revenue growth at this level of detail can

not be provided for every juri.;diction--Lioe and resource constraints and
 

data limitations are too se.ere. Even por capita property tax revenue
 

increases canaot bu prv:;ented h!,cau.-e annual population estimates are 

not available for indlvlduail iurisdl.tion,. 

The aggrceJ te growth it, property La:: collection, is presented in Table 

111-13 for Iloilo and Alhav Prvinrc,*.: I lh: ten year hi.,tory of collections 

in Ilollo sho,,,s considera' lo variationn ;n 01v year-to-year Increases in property 

tax re,.'enues--frmm a 1ow of oul.%0.2 perccnt between i977 and 1978 to the
 

nearly 98 percont increas;., het ,P 1972 anJ 1973 in the afterriath of
 

PD 76. The overall gro.t h in proLl.tv tax revenutes during this period, 173 

percent, greatly exceeded (hi popul ition increase of only 12.4 percent. 

In contrast, Albay expur:,.ed d,::': : in property tax revenues between 

1973 and 1975. On the other hand, since 19:5 Albay property taxes have 

grown more rapidly than in [lo'lo. 

It is difficult to txTrlain ti.is erratic tax revenue growth behavior 

when these data are compared ',4th the tax base data of Table 111-2. 

In part, the differonces may be duo to the stock nature of the tax base 

information (measured a., of January 1 of each year) and the revenue flow 

data (especially' siuce i,. e irlt..r :ears the fiscal years did not begin 

on Jantuarv 1). At the :;ar- rit',: the ronsidcrable differences are unlikely 

attributable only to these measuremnt difficltie.s. Instead, it seems 

more likely that mu-ti o:' the annual variability can be traced to year-to

year fluctuations In collecticn efficiency. Since coLlections are made 

at the municipal level, case studies of individual jurisdictions shed some 

Includes only th, provincial portion of property tax revenues, i.e.,
45 percent of total collections.
 

http:expur:,.ed
http:proLl.tv
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TABLE 111-13
 

ANNUAL GROWTH RATES IN GENERAL FUND PROPERTY TAX
 
REVENUES, ILOILO AND ALBAY PROVINCES:
 

1970-19 79 a
 
(in percent)
 

Province
 
Fiscal
 
Year 
 Albav Iloilo
 

1970-1971 NA 14.5
 

1971-1972 NA 
 2.1
 

1972-1973 
 NA 97.9
 

1973-1974 -17.2 12.5
 

1974-1975 -54.8 
 5.0
 

1975-1976 75.4 
 30.0
 

1976-1977 59.6 
 16.1
 

1977-1978 6.1 0.2
 

1978-1979 13.0 
 7.2
 

NA: not available.
 
aIncludes current year plus previous years
 

plus penalties but excludes excess SEF collections.
 

bThese growth raLte. are basd n FY1976 (ending 

June 30, 1976) comp.ared with FY1977 (ending uccmher 
31, 1977). The six month transition period, July 1-
December il, 1976 has been excluded fr comparability 
purposes. 

SOURCI: 	 Computed fro: data supplied by provincial 
treasurers. 
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light on the facto,r. affecting property tax growth and on variations in ti-e
 

pattern among. Jurisdiction..
 

For the four selected Albav r-,unicipalities (Table 111-14) several
 

generalizations concerning propert' tax performance 
are possible. For Camalig, 

Libon and Malinao the propertv tax as a proportion of total Ceneral Fund 

income increasod betw en 1977 and '99. Moreover, each jurisdiction
 

experienced increases in rropertv tax collection rates. Tabaco, which relies
 

very heavily upon husiness taxes as a revenue source (24.2 peri-ent of total 

1979 Tevenues), experienced very 1'ttle growth in property tax revenues 

from 1977 to "-979, h:ncu Ll.is; reo'.enuit ,ource declined in relative importance. 

This suggest,; again ttiat where a suh,;tantial business tax base is available, 

the business tax will ;e substituted for the property tax. Assessed values 

increased substantially cl.' in Camali! between 1978 and 1979, in the wake 

of completion o! tax ".ppinc in that municipa'.it,.. In the other jurisdictions 

assessed values tended to rtrmain quite constant during this period. Again 

it would appear that collt-ction efficiencv constitutes the key to productivity
 

of the local property tax. For example, had I.ibon been able to achieve
 

a 70 percent collerion efficiencv on current taxes in 1979, as did Camalig,
 

its current property tax vl.,lc" would have exceeded P234,000 thus 
increasing
 

total General Fund income 1,v over -.0 percent. 

Comparable stati:;tics on the revenue pertormance of the property tax 

in selected Iloilo .nunictpalities are shown in Table 111-15. In Iloilo,
 

property taxes play a geneiallv rore important 
role in the overall revenue
 

structure oi the municipalities than in Albay--reflecting some combination
 

of differences in their economies and 
in the way they administer the tax.
 

http:municipa'.it


TIABLEI !1 1- 14 

PROPP'I'Y TAX COLI..ECTIONS IN SFE.IC'TED ALBAY MUNICIPAI.ITIES: 1977-1979 

General Fond _ I in It~sos)1977 197_8_ 1-"9"7-Gena Caral I1. - 19781977 I hon 1979 M-a I I nao Tabaco1977 1978 1979 1977 1978 1979 
YearCurrentCol Ie LLion .-6301 37188 50140 28190 27 012 29509 110 ;9 2129 h 17488 42168 45117 52172Prv iots Year 

(Co 1Iert Ion 9838 0275 5871 19445 214 14 2796 45i 3 5099 8889 11971 611 4400t'vi'll t i .s 1421 1948 4155 3398 4746 6166 
 898 1427 1914 
 2304 3514 
 2390
T'otal from RilT 37560 48411 70166 
 51033 53482 63643 
 17050 27824 28291 56443 49242 58962 
RPT as Percent. of 
Tota IG(ene~raltFundIncome 7.9 8.7 11.5 13.8 14.3 15.0 8.7 12.0 11.2 4.1 3.2 3.6 

Assessed Val uat ion(in 1000 Pesos)1 12084 12280 15928 33708 33969 32773 
 12661 12766 12458
Col 23611 25102 25158 ec t Ion
Efflcie.ntv 
 45.8 66.0 70.4 17.8 16.9 19.0 19.3(On percent) 30.1 29.2 37.4"50.1 38.4 
(in- Gn);rowth Rates (in percent)
 

_____;,, Ij ~.libon Mal inao Tabaco1977-78 1918-79 1977-78 
 1978-79 1977-78 
 1978-79 1977-78 1978-79
Total from RP' 28.9 44.9 4.8 19.0 63.2 1.7 -12.7 19.7Total G.eneral Fund Income 18.3 9.6 1.6 
 13.1 18.1 8.5 
 8.3 11.7
Assessed Valuation 1.6 29.6 0.1 
 -3.3 
 0.1 -2.4 6.3 0.2
Collection Efficiency 
 44.1 
 6.7 -5.1 12.4 56.0 
 -3.0 
 2.7 30.5
 

aBased on taxable assessed valuation as of December 31 of the previous year. 
SOURCE: 
 Compiled from data supplied by provincial treasurers.
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PROPERTY TAX ' VTIONS IN SFI.ECIE) l1OI.O MUNICIPAI.ITIES: 1977-1979 
(han pesos) 

General Fund 1977 
Di1ng] e 
1978 1979 1977 

lTulngds 
1978 1979 19"t7 

Gui, 
197i 

1 
1979 

Current Year Collection 50287 45690 41002 85510 101519 99755 146503 13167 13697 
Previouts Year Collection 14985 15890 26614 39895 59945 48354 4086 2287 4340 
Penalties 3844 3759 5802 5998 11069 11432 925 575 1101 
Total From RPT 69116 65339 73418 131403 172533 159541 19514 16029 19138 
RPTas lP.rcant of Total 
General Fund Income 14.9 14.4 13.4 23.2 27.3 22.9 q.5 6.8 7.4 

Assessed Valuation 
a 

'in 1,0)0 Pesos) 16598 17262 17430 27550 38544 38753 !171' 4726 4796 
Collection Efficiency 
(in perzent) 

NA NA 52.3 NA 
,n;rowth 

NA 57.2 
Rates (in percent) 

NA NA 63.6 

DI ng Ie 
1977-78 1978-79 

.... ._.aas 
1977-78 

-_ 
1978-79 

Gimbal 
1977-78 1978-79 

Total Fram RPT -5.4 12.4 31.3 -7.5 -17.8 19.4 
Total General Fund Income -2.4 20.6 11.8 10. -0.3 10.1 
Assessed Valuation 4.0 1.0 39.9 0.5 G.2 1.5 



TABII.E 1II- 15 (()ONT.)
 

I'.IS!; I 
 -- .1v, iaGeneral Fund Tigbbaua n1'177 1978 1979 17--.7 1978 1979 1977 1978 1979
 
Current Yer;ir Co oluct on 
 121049 1 192.'9 I 12(i6 56996 
 598" 1(12339 23971 
 21492 21261
 
Previotis Year Collecti onl 
 I h'.o 7 215I1 I 191 
 1 3296 14154 21364 9189 
 3705 9064

Penla It i es 2)59 4(1 7 7344 '1529 1608 7887 
 1658 1007 1911

lotal From 11'1' 142485 1 ',4807 151405 73821 
 75791 131590 34818 
 26204 32236
 
RI'l a . I'rrcnt of Total

(; ner.tl Fund Income 12.7 12.O 4.t, 14,' 13.5 18.7 10.4 6.4 7.3 

Ass .. ; d V. I tia t i on; 
(in 1, 00('esos) 64773 65019 
 05 18 10608 10665 20042 3915 
 3915 4009
COl Ition Efficiency NA NA 49.1 NA 99.6 NA NA 97. 
(in percent) 

.......... . . ...
l':ss Growth Rates (in c re nt)_97-7--8 Pivia 978-79 1977-78 1978-79 1977-78TI ghauan
 1978-79
 

Total From RPT 1.6 4.6 2.1 73.6 -24.7 23.0
rotal Genral Fui,'! Income 7.3 -14.0 11.4 25.7 20.9 8.8
Assessed Valuation 0.4 0.5 0.5 87.9 0.0 2.4 

"'A: not available.
 
;Based 
on taxable assessed valuation as of Deceiber 31 of the previous year. 

SOU'tCE: Complied from data suppliLd i)v provincial tr-asurers. 
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In Hllo, there was considerable stability in the base of the pro

pert:y Lax, with the exception of large increases in assessed values
 

in Pavia between 1978 and 1979 and in Dumangas between 1977 and 1978.
 

Interestingly, the Pavia collection rate did not su-fer in the face of the
 

substantial growth in assessed values. 
 This suggests that much of the increase
 

may have been due to a small number of new properties added to the roll.
 

Indeed, when the largest taxpayers in Pavia are reviewed, one finds that
 

San Miguel Brewery paid R128,190 in municipal property taxes in 1979
 

(the first year of operation for the brewery in Pavia).1
 

The different performance of the property tax in the two chartered
 

cities compared in Table 111-16 presents an interesting contrast. Iloilo
 

City seems to be de-emphasizing the 
property Lax as it moves toward increasing
 

reliance on business taxation. Its collection rate is relatively low and
 

there have been only minimal increases in assessed valuation. In contrast,
 

Legaspi City has maintained a lower, but approximately constant, property
 

tax share with a much higher collection rate and a general valuation increase
 

in 1978-1979. In addition, Legaspi City has tied property 
tax and business
 

tax collections together via 
the Mayor's "ermit requirement.
 

Taken together, these data reflect another azpect of the financial
 

situation of Philippine municipalities which also has implications for
 

the discussion of cash balances and 
reserve positions discussed above. This
 

is the fact that, at least based on this small and non-random survey of local
 

IThe R128,000 includes both the basic tax as 
well as the SEF therefore
 
exceeds the amount shown in Table 111-13.
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governments, there is considerable variation in year-to-year growth rates
 

in both property tax revenucs and total General Fund revenuLs. This, of 

course, adds to the inherent difficulties associated with financial manage

ment of these governments and would lead one to expect larger reserves than 

in Jurisdictions where revenues grow at reasonably stable rates.
 

Income Flasticitv. Another way to consider the 
revenue yield of a tax
 

is to examine its income elasw:ticity, i.e., the percentage response in
 

revenues relative to a percentage increase in personal income in the 
com

munity. Income elasticitic.; are uspecially rt.levant 
to a discussion of a
 

revenue source since, as incomes increase within a locality, there are
 

likely to be increased demands for public services. 
 It is therefore desir

able that yields from a tax source at 
least keep pace with these service
 

demands, i.e., that the income elasticftv of the tax be at least equal to
 

the expenditure elasticity of demand. Since we do not 
know the latter,
 

we might assume that expenditure requirements will gjrow roughly in propor

tion to income, hence an income elasticity of unity might he a reasonable
 

goal for the local tax system.
 

Table 111-17 reports on property tax base, rate and total elasticities.1
 

The relative size of the rate and base elasticities indicates whether
 

reassessment or increasing collection efficiency has yielded more growth
 

in property tax revenues. Tile base elasticity measures the ratio of the
 

percentage growth of assessed value of property to 
the percentage growth
 

1 The normal procedure in public finance is to estimate the revenue-
Income elasticity from a "cleaned" tax series. That is, one would elimi
nate all discretionary rate and base changes from the revenue 
series and
 
then erttimate the automatic responsiveness to income growth. In this exer
 
cise, we have at cleaned the 
revenue series, hence, we are estimating
 
some combination of the automatic and disrciionary response of tax
 
revenues to income increases.
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TABLE 111-17
 

ELASTICITY OF PROPERTY TAX R§VENUES AND
 
PROPERTY TAX BASE
 

Base Rate Total Revenue 

Year Elasticity Elasticity Elasticity 

1975 .38 2.36 .90 

1976 .46 
 .92 	 .42
 

1977 
 .66 4.76 3.14
 

1978 1.48 
 .72 1.07
 

1979 1. ! 
 .76 	 .77
 

arhc rate 	elasticity is the ratio of the annual percentage
changt, in property tax revenues to the annual percentage change
in the assessed value of prot-rtv. The base elasticitV is the 
ratio of the .-innu;al pt'rcen t;wt. change in the assessd value of 
property to the .annial percentage change ir personal IneOn,,,
Total revenut. elasticitv is the product of the rate and base 
elast icit ies. 

SOURCES: 	 Assessed '.'.ilut. of property: Reports of Assessors to 
the Ministrv of Finance; personal income: National 
Economic and I)evelopment Atilthority, NAS Estimates, 
1971-1919: revenue from the Property Tax: Ministry 
of Finance.
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in personal income. The base elasticity averaged about 0.8 over the 1974
 

to 1979 period, i.e., the assessed value of property grew only 80 percent
 

as rapidly as personal income.
 

The rate elasticity measures the ratio of the percentage growth in
 

property tax revenues to the percentage growth in assessed value. The rate
 

elasticity averaged about 1.9 over the 1974 to 1979 period, i.e., property
 

tax revenues grew almost twice as rapidly as assessed value. If both nominal
 

property tax rates and collection efficiency were constant over the 1974
 

to 1979 period, the rate elasticity would have an average of unity. Since
 

nominal tax rates were constant over the 1974 to 1979 period, the rate
 

elasticity estimates can be attributed to increased collection efficiency
 

over the period.
 

The total revenue elasticity, which measures the ratio of the per

centage increase in revenues to the percentage growth in personal income,
 

averaged about 1.3 over the 1974-1979 period. Alternatively stated, pro

perty tax revenues--discretionary factors included--grew 30 percent faster
 

than personal Income during this period.
 

Another way to estimate the income elasticity of the property tax
 

is on a cross-section basis. The cross-section approach has the advan

tage of holding constant the legal definition of the tax base and the legal
 

tax rate--since data are taken from a single point in time. Cross-section
 

relationships, then, must reflect differences among local governments in
 

collection efficiency and in the relationship between assessed value and
 

personal income.
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For each of the four provinces under study here, we have regressed per
 

capito property taxes in municipalities 
on per capita income. A double
 

logarithmic functional form (natural logarithms of both the dependent and
 

independent variables) is used, such that the coefficients can be Interpreted
 

directly 
as (constant) income elasticities. 
 That is, the estimated relation

ship is: 
lnlTT per capita = a + b (in Income per capita) 

The results, shown in 'able 
 11-18 are mixed. In no case is a sub

stantial amount of the variation 
 in property taxes per capita explained by
 

differences in income 
levels across the municipalities within a province;
 

only in the 
case of Sorsogon is the estimated elasticity (0.32) significantly
 

different from zero at 
the 0.05 level of significance. The hlulacan findings
 

show a considerably higher noint elasticitv estimate than the other pro

vir'es, hut it is not 
signii icLat lv diftvrent frt 7-. zero.t an\ rueasonahle 

level of significance. 
 In all cases the elasticities and explanatory power
 

of income differences is less 
when payment of delinquent taxes and penalties
 

are incliuded in the measure of the dependent variable--a finding that is 

a priorf reasonable given the likelihood that such payments are probably 

driven by random factors. 

The overall implication of these elasticity findings is that while col

lection efficiency 
is the key to the yield of the property tax, adminis

trative factors such as campaigns and uses of legal remedies may be more 

important in determining relative yields than is simple concern for dif

ferences in abilities to pay. Any recommendatiois concerning this revenue 

source must, therefore, pay particular attention to this aspect of the 

administration question.
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TABLE 111-18 

CROSS-SECTION INCOME ELASTICITY ESTIMATES OF THE
 
REAL PROPERTY TAX, SELECTED PROVINCES: 
 19 77a
 

Current Year 
Propertv Tax 

Total Property 
Taxes " 

Province Elasticity R Elasticity R_2 

Albav 0.33 .16 0.19 .15 
(1.4'3) (1.39) 

Bulacan 0.83 .07 0.50 .03 
(1.26) (0.81) 

Iloilo -0.17 .01 -0.05 .00 
(0.49) (0.16) 

Sorsogon 0.32 .27 0.!3 .04 
(2.13)* (0.69) 

aAbsolute L-values in parentheses.
 

bIncludes current 
year plus past years plus penalties.
 

Significant at the .05 level of significance.
 

SOURCE: Computed by authors.
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Conclusions and Recommendations
 

The practice of property taxation in the Philippines is far from
 

primitive. 
 By comparison with other developing countries, the structure
 

of the tax 
is sound and the quality of assessors and assessment practice
 

is impressive. 
On the other hdnd, the revenue performance of the property
 

tax has suffered from a 
 poor record of enforcement.
 

This trend can be reversed and tile property tax may be a more effective 

method of mobilizing'domestic 
resources 
 if only the Central Government takes 

it few important and perhaps overdue steps. Tile first would require recog

nizing, that increasing the effectiveness of tile local government property tax 

will mean raising overall tax burdens and leaning heavily on delinquent
 

(and often influential) taxpayers. Neither action will 
 he politically
 

popular, especially taking action those
legal igainst who attempt to evade
 

tile tax. The second step will 
 involve forcing a coordination among several 

ministries to tile end of improving property tax administration. 
 It Is simply 

beyond the powers of local governments to sort out problems which require 

cooperation between the Registrars of Deeds, Ministry of Agrarian Reform, 

Ministry of Local Government and Community Developrrwnt, Ministry of Finance, 

etc. To force a coordination between these ministries as regards property 

tax administration will he no easy 
task--each ministry has 
its ourn agenda
 

anti priorities. Yet if tht- government sees the mobiliziation of 1 )cal revenues 

as an 
important national priority, conflicts can be placed In 
a proper per-

spective and coordination can be worked out. 
 A third important step is 
to
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recognize that soi Central Government investment in improving the tax will 

be required, i.e., fixing the property Lax will not 
be a costless exercise.
 

Finally, there is create of
need to a :;et incentives and penalties 
to induce
 

a more active participation by looil governments and local residents in
 

property tax improvement programs.
 

To he sure tiere are important administrative and management 
 im'rove

ments to be made at the Iorail ov,.rnrment level, 
 but in the highly centralized 

Philippine sy.ste7, the really important reforms and implementing actions
 

must be initiated by the C:-ntral ;ovw.-nmrent. This conclusion is underlined
 

by the recommendat ions for 
propertv tax reform presented below.
 

We would suggest chank:cs in :*ive general areas:
 

a. reform in the tax structure 
b. more intensive uise of taxes on property 
c. improvements in record-keeping and management 
d. changes in r,.a.-es'ment practices 
e. improvements in co llectionthe process. 

Structural Pe forms 

The major problen.; with the property tax in the Philippines do not have 

to do with the rate and base structure. Still, our analysis has pointed to 

two important chanies 
that could increase local government revenues in
 

one case, and remove a disincentive to 
property investments in another.
 

We would recommend: 

a. elimination of fractional assessments on improve
ments, and 

b. replacement of certain tax exemptions with payments
in-lieu of taxes. 
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Fractional Assessments of Improvements. The discussion above showed
 

quite explicitly that the current 
technique of assessing certain higher
 

valued improvements at a higher rate than land imposes a tax penalty on
 

property investments. 
 This penalty could be removed if all improvements
 

assessed at :he same percentage rate, regardlesswere 
of their value. The 

arguments against this refoim are twofold. The first is that such a small 

change 
in tax burden will have no effect on property investment decisions
 

and therefore will involve a needless loss in local tax revenues. There
 

is no direct evidence (that we 
 have found) to support or refute this argument. 

There is, however, some indirect evidence that the effects on property invest

ment decisions will be large enough to matter. Lving beht'id i,;! giving
 

of exemption. to pioneer industries must a
be belief that property taxes
 

do matter. oreover, as the property tax prows 
 in revenut, importance, this
 

deterre-nt to 
 propert. inve-itments will become more important. 

The second argument against eliminating fractional assessments is that 

the burden of the property tax would he shifted toward the residencial sec
1tor and to :ard lower income taxpayers. This is probablv a correct evaluation 

of tile impact, but causes one to raise the question of how important are 

equity vs. development concerns in formulating property tax policy? One 

view is that local governments in general and tile property tax in particu

lar are not the best instruments for dealing with income redistribution. 

On tile revonue side, distributional objectives might be better left to 

Central Government tax policy. This would lead one in the direction of 

arguing to emphasize the revenue raising anti investment effects of the 

property tax while ignorin,., within certain bounds, its equity effects. 

Because average improvement values are likely to be higher in thecommercial /industrial sector. 
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Payments-in-Lieu of Taxes. 
 Exemption from the property tax of government

owned properties, religious properties, low value properties and "favored 

industries" tends 
to erode the real property tax base of local governments. 

These properties utilize services provided by local governments, and though 

they may confer employment benefits on the local economy, they also confer 

national benefits. The decision to provide the exc mptions, and the desig

nation of eligible firms in the 
case of pioneer rim exemptions, are matters
 

of Central Government 
 tax policy and are not influenced by local governments. 

In the case of government properties, we would recommend a system of pay

ments to local governments in lieu of property taxation. In the case of 

pioneer Industry exemptions, we would recommend a serious reconsideration
 

of the pioneer status of certain firm. In many cases the exemption is no 

longer necessary and amounts to an unnecessary giveaway of local government
 

resources. 
 Where the Central Government makes the decision that the property
 

tax exemption should be retained, 
the Central Government should make a
 

payment-in-lieu 
on behalf of the exempted iirm, to the local government.
 

The reasoning here is that since the Central Government makes the decision
 

to grant the exemption, It should also pay the subsidy.
 

This reform would be equitable on benefit grounds, and It would also
 

provide considerable increases in total 
revenues. Our estimates suggest
 

that in 
the Provinces of Iloilo and Albay alone, such an arrangement in 1979
 

could have increased provincial property tax collections by as much as
 

one-third. 
Moreover, the current assessment process in the Philippines
 

would not need to be greatly altered to accommodate this change--the values
 

of such properties are already assessed and recorded. 
Furthermore, as was
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noted in the text such payments-in-lieu of property taxes are not at all
 

an unusual practice in developing countries.
 

We would recommend that the religious exemptions and low value exemp

tions be retained--the formner 
on social, political and ability-to-pay grounds
 

(given the evidence concerning delinquent taxes provided above) and 
the lat

ter on equitv grounds as well as 
from the standpoint of administrative
 

ef fic ien,',.'.
 

Increased Incensitv or Use 

Compared with many other developing countries and by comparison with 

the use o: other taxes in the Philippines, the property tax is not heavily 

used. If property tax effort %.kre increased to only 0.5 percent of GNP, 

the 1972-76 average, for Asian dove,ping countries, a significant improve

ment in ti .fiscal importance of local govern-r,. nts would ihave been attained. 

Most of the reforms d iscussed here--having to do with a better Implementa

tion of the tax--will contribute to this increased effort. There are 

three other possibilities: to increase the rate ceiling, to make use
 

o! special assessments, and to increase property 
 tax rates on idle land.
 

Increase in !I Lte :eilings. 
 By law, the property tax rate, including SEF, 

is limited to 2.0 percent of assessed values in unicipalities and provinces 

and 3.0 percent in cities. tlavn fractional assessments on land i,.improve

ments are taken into account, the lial rtet is unlikely to be much greater 

than I percent of market value, even if all property were valued at its 

full market level. If underass.ssment and collection problems are considered, 

the rate is even lower. The ratio ot tax collections to assessed value was, 

itself, less than 1.0 percent in the. reassessment years of 1974 and 1979 

(see Table 111-12 i)ov). 

Tait, et al., "International Comparison of 'axation for Selected 
Developing Countries."
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This argument leads to the suggestion that the government give some
 

consideration to selectively raising the rate ceiling, or by allowing a
 

special surrate. The quick response to this suggestion will be "why give
 

more taxing powers to Jurisdictions that already cannot collect their
 

legal due ?,Moreover, won't some Jurisdictions merely substitute increased
 

rates for increased collection efforts?" The answer to the first question
 

is that many Jurisdictions are now up against the legal taxing limit and
 

have high collection efficiencies. Is it proper to constrain revenues in
 

these jurisdictions because others have been lax? The answer to the second
 

question is that authority to levy the surrate could be given only to those
 

local governments that have high rates of collection and have completed
 

tax mapping. Sucb a policy would fit the notion of providing incentives
 

to local governments to improve their property tax performance.
 

The Idle-Lands Tax. Holding land out of productive uses, most likely
 

in expectation of long-term capital gains, may be rational from the
 

standpoint of an individual landowner but imposes serious soiial and economic
 

costs on society. Application of the idle lands tax as it is currently
 

constituted under I'D 464 (as amended) is therefore a socially beneficial
 

policy. While increased revenues and intensity of use of the property tax
 

will be one result of this action, revenue yield is a secondary objective
 

to improving the efficiency of land use and penalizing speculation.
 

We urge that local governments make use of the idle lands tax.
 

This can happen only if the Central Government sees the merit in this
 

tax and mandates Its use--despite the obvious political repercussions
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of such actions. 
 If idle lands taxation is part of an increased emphasis
 

on 
taxing large landowners and delinquents, and If firm directives are sent
 

from :10F, provincial and local officials will more likel; implement it.
 

Some structural reforms in 
idle land taxation are called for. 
 The
 

National Tax Research Center in a .,mo (August 14, 1978) 
to the Director-


Ceneral of :EDA recommended that the 
idle lands tax 
rate be increased to
 

6 percent and also that 
the tax be broadened to include smaller parcels,
 

especlal. ... 
 arca.s, 
and that while a grace ineriod before do-,,.ln

ment 
be given to persons acquiring idle lands, subsequent transfers should
 

not be allowed any grace period. We would 
 concur with these recomendations. 

Special Assssments. 
 While a large proportion of local government spending 

Is devoted to -ervices generally availabie to all residents, many construc

tion type projects are :,uit,- !o-ation-specific. 
 In such cases, the use of 

a spec ia" , 
 i po. td upon the landowners who benefit :os t dirert ie from 

the project 
is justified and desirable. 
 These "special assessments" allow
 

the property tax to be used as a benefit levy and, when used in the place 

of general Lax reventes, m.' free up resources for other uses. Special 

assessments also are an excellent waV 
for local governments to mobilize 

additional resources. 1,)r capital formation in that 
they tap a segment 

of the population wit!, a willingness and generally greater ability to pay 

n- public improvements. We recommend that the Central ;overnment encourage 

the use of special assess,,ents. 

http:do-,,.ln
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-Apparently -the-greatest- obstacle- touse of, the-special-levy has *been 

political rather than administrative. To overcome this opposition will
 

probably require an effective Job of "selling" the idea of the special levy
 

as a means for a group of taxpayers to obtain services that otherwise
 

would not be forthcoming. There'are likely projects which would yield bene

fits to a neighborhood but which, on a municipal-wide basis, could not be
 

Justified as 
having a high priority. 
 Such projects are ideal candidates
 

for imposition of the special levy. 
It Is also desirable that barangay 

captains be made aware of the e:.istence of the special assessment. In
 

this manner the tax, possibly supplemented by the barangay share of the
 

general property tax, could be used to finance neighborhood projects.
 

To ensure that the levy is administered effectively, it will be
 

necessary to hold a series of training sessions at 
the provincial level
 

to instruct assessors in the most recent techniques available for deter

mining the base of this tax. Likewise, similar sessions might be necessary
 

with treasurers to show how current record-keeping practices might have to 

* be altered to allow for imposition of the special levy. In any case we
 

would strongly urge that such steps be undertaken to take advantage of
 

this aspect of property taxation which currently already exists in the law.2
 

As we will note below, more liberal borrowing terms might be given as
 
an inducement to more use of the special assessment.
 

2The National Tax Research Center in a memo 
(January 30, 1979) to the
 
Minister of Finance also recommended greater use of the special assessment;

specifically they called for: (I)utilization of the tax by the Central
 
Government; (2)establishing a unit within MOF that would provide technical

assistance to local assessors in administering the tax; (3)allowing the
 
entire cost of a project to be financed under a special assessment rather

than limiting it to 50 percent; (4)use as 
the basis of the tax the increase
 
in land value rather titan 
the original taxable value; (5)establish a revolving

fund to which proceeds of the special assessment would accrue and (6)provide

sufficient working capital to the fund to 
Insure that projects could be
 
completed quickly.
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proving Records Management: Maintaining -theTax Roll
 

An essential prerequisite to 
effective assessment and collection is
 
the establishing and maintaining of an accurate tax 
roll, i.e., knowing who
 

is 
to be taxed and the characteristics of their properties. 
The inaccuracy
 

of tax rolls is a major stumbling block to mclrilIzing more property tax
 

revenues 
 in the Philippines. Continued emphasis needs heto given in two
 

areas of reform: 
 tax mapping and record-keeping. Establishing tax
 

liability in land refoimed 
 areas is a growing proIlcmawhich needs resolution. 

Tax .Iappillt. lhe virtues of tax mapping are generally accepted and the 

ikea of having complete parcel identif icat ion and onership information has 
few f.)es. Fhe nroblem is tit.it the costs or tax mapping have become high-

too high to overcome the inherent 
 short time horizon that charact-rizes
 

most political decisions. 
 lhe problems, then, are how to mobilize more
 

resources for mapping, how to improve 
 th.- efficitncvtax 
of the tax mapping 

practi~t., ind how to induce more enthusiastic local participation and 

some local financing.
 

First, more CXntral overnment funding will have to be allocated 

for tax mapping loans. Less 20than percent of local governments have even 
begun tax mapping and the process is not going very far on a t50 million 

Revolving Fund in the MOF. Simultaneous with making loanmore funds 

available, the MOF staff to evaluate and inassist preparing tax mapping 

proposals will 
have to be increased in size. 
 It is presently too small to
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handle tile needs of 
even the present P50 million Revolving Fund. A principal
 

source of this 
increased funding will be Central Government general revenues.
 

A second way to mobilize more resources for tax mapping is to make
 

fuller use of tile USAID-flnanced grant program. We fully support tle 

recom.mendatlon-, of the Hioll.and-W'as.ilenko-Bahl report which calls for an 

integration 3f these programs under the MOF. 1 By combining these programs, 

it may he possible to provide initial seed money on a grant basis and tile 

remainder on i loan basis. Moreover, if payments on 
the latter are deferred,
 

the obstacle of local governments having to make substantial initial contri

butions might be reroved and more local participation might be induced. 

Combinin,: these programs would have other at'vantages. Tax mapping 

could be targeted on certain types of Jurisdictions to fit government 

prioriti.-., e.g., initially on all municipalities and cities of a certain 

class. A !,odv of technical expertise could be developed within the MOF 

for continuing technical assistance. The tax mapping program, and its 

funding, could be -i.ntegrated with the preparation manuial's for taxof mapping 

and for other aspects of property tax administration.
 

Third, incentives must be provided by the Central Government to 

induce more local government participation. This might be done in two 

ways. First, the grant program will have to provide more initial seed 

money to reflect the higher cost of mapping and to cover a larger share of 

the initial cost. This will mean targeting tile program on a smaller 

number of local governments, but because tile reimbursements for mapping 

veeHoliand, *,a. ,.'It.nko, and Bahl, "Evaluation of 'tai I'rope rtv Tax 
Administration Project," pp. iii-xi. 
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will be greater, it is more likely to induce more 
enthusiastic local govern
1 

meit participation. An additional way to reduce the local cost of parti

cipating in tax mapping is to 
lower interest costs and to defer repayment
 

on the loan financed portion. Repayment could be deferred to begin three
 

years after the loan was made--in hopes that increased property tax revenues
 

would be realized by then. 
 The first five years of the loan (repayment)
 

could remain as it currently is designed--an interest-free loan. Then 

belotw-market interest rates could be charged on the loan for the remaining
 

five vears. If necessary, the government 
 could declare the loan in default 

after these 1 years--or any time before--and claim BIR Allotments to 

recoup the borrowed amount. This easing of termas of thethe loan may
 

be sufficient, cor..:I, with
especially when an information program, to 

provide thtf incentives necessary to bring about more tax mapping. Tile
 

capitalization of the Revolving Fund will suffer from the 
 stretched-out
 

repayment, Dut be offset by increased Government
this could partly Central 

contributions and the infusion of ISAID grant assistance.
 

Fourth, there is neted for more on-site 
technical assistance in tax 

mapping techniques and procedures. This becomes an especially acute 

problem if the 'SAID program is transtered to the MOF, since the more effec

tive training has apparently been through the HLGCD. A comparable (to MLGCD) 

training capability in tax mapping will have to be de'veloped in NOF. In 

any case, the objective should be to create an in-house capability to tax 

map and to maintain tax maps in assessors' offices.
 

]For detail on how the seed grant might be altered, see Holland,
aslenko, and Bahl, pp. 34-18. 



I1T-84 

The problem with these recommendations, of course, Is 
that they are
 

not without costs. The MOF Revolving Fund and the USAID grant funds are
 

important resources, but still not enough. 
 Additional local resources
 

have to be coaxed out with a set of incentives, and Central (;overnment 

contributions--at least to beef up the MOF staff--will have to be made.
 

We would recommend allowing t he use of a shafrt- o 
 Allotments earmarked for
 

econoliic development purposes 
 for tax mapping. Certainlv an investment
 

in t he app;arlrtus necess.arv to raise property taxes In 
 tlhL future is a
 

justifiablC develolwment-orientcd expenditure.
 

Record-Keeping. The assessment 
 process Is plagued by inefficient record

keeping and management. While tax mapping can go a long way towards sorting 

0ut thi.. problIevi , additioual steps are niecess;ary. T'he MOF is nearing approval 

of a revised manual for RPIA and has given far more study to the records 

management question than we have. We would offer only a suggestion about 

one important element of reforming the records management function. 

In communities which are not tax mapped, duplicate records are a 

major pr-bl.m. In connunities which are tax mapped, steps must be 

taken to prohibit duplication of records from taking place. Until a more 

satisfactorv solut ion can be reached, cross-checking for dtipl icates--iv 

hand--is likely to he the only method by which incorrect or duplicate 

entries will he found. The investment in a property tax clerk for this 

job would have a substantial payoff. 

In the longer run, a more satisfactory method must he developed to 

insure that as the ou-nership of parcels is transfered, the property tax 

rolls are adjusted. Since reliance totally upon the parties to the trans



111-85 

action leaves too much 
to chance, the Central Government must take steps
 

to insure that recorders of 
deeds relay all transaction Information to the
 

assessor 
to insure that the current owner of a parcel Is the one who is
 

taxed. L.ikewise, 
 issuers of building permits and surveyors should report
 

their et i yties Lo tile .-'Xtilt 
Lhev ,irv, relevant to a ssesd values. Si nce 

each of these couzninicat ions of Information is required under IPD 464, no
 

new legislation is required; all that 
is necessary is the imposition of
 

proper incentives or penalties to insure that this information transfer is
 

carried out. Not to do this 
 ;. to seriously compromise the sustalnability
 

of the tax mapping achievements.
 

Land Reform
 

There is no question hut that the land reform program in the Philippines 

ha" 'oml li,.It d the ;dministr.atiorn (f the Real Property Tax. Because 

records are inadequate, it is iot clear where tax liability lies, whether 

and how the tax might he collected from former tenants and what to do about 

back-taxes owed by forter owners. The blame for the problem can be right

fully shared by many parties--forner tenants and owners, MAR, local 
 finance
 

officials--hut the basic problem would seem to be with the system. hile 

there are man'.' "excuses" for the record of non-compliance, the relevant 

question now is what might be cone. 

The case of long-delinquent tenants requires special consideration. 

The objective is to integrate these new landowners into the taxpaying 

population as soon as possible, rather than to penalize them for not having 

paid property taxes since 1972. We would suggest a tax amnesty on a portion 

of past due taxes so that tenants could enter into the taxpaying process 
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without a large accrued liability of past unpaid taxes. This amnesty should
 

not be advertised or granted until 
a method to assess and collect taxes
 

in land reform areal is established. Otherwise, the problem will simply
 

recur and the amnesty will have no meaning.
 

The MR and Bureau of lands should be encouraged to speed the completion 

of the mapping process in reform areas. To help overcome the financial 

constraints to this completion, a partial 
cost r,-overy might be considered.
 

I1i le it may be contrary to the spi rit of transferring land to tenants 

at "reasonable" prices, surveyors' fees could possibly be used to at least 

partially offset these costs. In a purely private transaction the pur

chaser of land is expected to bear these costs, thus such 
 fees would not 

contradict common practices. We would recommend such a program. 

We further recoi;L:.etd that, until mapping is completed , property taxes 

be included in the annual payment by tenants to the Land Bank. While this 

would require a basic change in the relevant statutes, it would greatly 

improve the likelihood of compliance with the tax, albeit with some 

Increase in the administrative costs. 

A concentrated effort should be made to inform new owners of their 

legal responsibilities to 
pay property taxes and of the potential bene

fits to be had from the increased government revenues. The MAR could play 

a lead role in informing tenants of their taxpaving responsibilities under 

PD 464 and its various amendments. The information process can also be 

aided by the l!..;CD given its role in the formation of local cooperatives 

to which tenants are required to belong. The coops and the harangavs would 

seem to provide a natural information dissemination organization which
 

the MI.(,CD shotuld encourage. 
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Local assessors and 
treasurers must be encouraged, if not pressured,
 

to gain an understanding of the administrative processes involved 
in land
 

reform. An understanding of this process is crucial to designing programs
 

to 
improve the tax administration process as 
it relates to 
the land reformed
 

areas. iteragency dialogues between local representatives of the MAR and 

the treasurers and assessors, and explanatory manuals, would be of great
 

assistance to both 
iroups in gaining an understanding of their mutual
 

problems. Once such understandings are improved, tax 
awareness campaigns
 

in the laud reform areas, especially through the coops, would seem the
 

next natural step. 

Assessment and Reassessment
 

Philippine assessment practices 
seem reasonable and appropriate and
 

there doe not seem to be the same dire shortage of assessors that plagues
 

so many developing countries. 
 There is, however, a major problem with the 

assessment cycle.
 

The current triennial 
reassessment cycle has two major disadvantages.
 

First, it requires c iplete reassessments of all properties at a single
 

point in 
 time, this adding to the overall costs of administering the tax. 

Not only does this peak loading of the work mean that it is necessary to 

hire relatively large amounts of casual labor at particular times during 

the cycle, but such peaking may make it thatalso more likely errors will 

creep into the effort. Second, when reassessments occur only once every 

three years in an economy characterized by fairly high inflation rates,
 

accurate reassessment will mean 
that taxable values will experience large
 

incremental jumps oncet 
every three years, then be relatively flat during
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the interim period. This has a disadvantage for both the public sector and
 

the taxpayer. The local government must anticipate slow growth in property
 

tax revenues during the interim period while taxpayers will experience large
 

single year increases in tax bills, thereby possibly lowering their willing

ness to comply with the tax or prompting them to bring pressure for a rate 

reduc t ion. 

To dval with these problems, we would recommend two changes in the 

assessmcnt system. First, each jurisdiction should be divided into three 

parts with each part formally reassessed every third year. This would 

help avoid the peak workload problem associated with the current system 

and would also provide a bouvancy to the property tax system since approxi

matelv one-third of the tax base would be revalued annually. 

Wtile reassc-ssment tJf only a fraction of all parcels each year would 

add bouvancy to the system while avoiding the current large workloads, 

it would -,till result in large single year increments to tax liability.
 

So as to reduce this, our second recommendation is that increases in 

assessments on individual properties be phased in over the three year 

period. In this manner the taxpayer would realize that tax liabilities
 

would be increasing during the next three years but in no single year
 

would the entire increment be felt. This, in turn, might have a beneficial
 

effect upon property taxpayer compliance. 

Collection Efficiency
 

The largest single problem with property tax administration in the 

Philippines is tax collection. Efforts centered on this problem will have 

the largest and quickest payoffs. The recommendations here concentrate 

on three aspects of the tax collection problem that would seem most likely 
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to help these efforts--coordination of collection of various taxes, efforts
 

to ensure that taxpayers do not become delinquent and efforts aimed at
 

collecting previous years' taxes.
 

Coordination of Tax Collection Efforts. 
 One way of insuring taxpayer
 

compliance with the tax is to require that taxes owed on a parcel of
 

property be paid before the owner 
is allowed to transact other business
 

with tile Lgovernment. The current statute already contains this provision by 

reqtjirln, that, before a deed be issued to a new owner, the previous owner 

must show prool of payment of past due taxes. There are other opportuni

ties to take tiLs approach. One such case is the business tax. In l.egaspi 

City, businesses must show proof of payment of their property taxes for
 

the previous year as well as of the business license tax before a Mayor's
 

Permit is i:ssued. The MOF should encourage a wider use of this practice,
 

especially in cities and larger municipalities.
 

There are, admittedly, limitations to this technique. For example, 

an owner of multiple parcels may show proof of payment on only a single
 

parcel and still be judged fit to receive a clearance, or property owners
 
may mislead officials by indicating they own no taxable property. Though 

important, these limitation- seem more the exception than the rule and do
 

not defeat the case for tax enforcement coordination. 

Collections of Current Taxes. 
 No one enjoys paying taxes. Yet efforts 

to lower compliance costs and to show the taxpayer that compliance with 

the tax is in his self-interest can lower the resistance. these aspects
 

of the tax col lect ion process suggest that efforts be continued to 

(1) allow the taxpayer to comply with the law at the lowest possible cost 

ind (2) edurare the taxpayer concerning his legal liabilities. Both of 

these initiatives can be effectively carried out at the barangav level. 
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Sending tax collectors to the barangay can help reduce compliance
 

costs. Closelv associated here is tile use of barangay level campaigns
 

designed to show its residents the direct benefits they might gain from
 

compliance with legal statutes. The aid of tle barangav captains mav be 

of greatest assistance, given their leadership position within tile neighbor

hood. The several campaign techniques discussed above (see pp. 111-52-53) 

would seem to be effective ways of using the harangay structure in
 

increasing property tax compliance.
 

Collection of Delinquent Taxes. Despite their political unpopularity,
 

the legal remedies for collection of delinquent taxes must be used. This
 

is especiallv trute in the case of larger taxpayers. All other good
 

efforts not .-iths tanding, th. property tax collection record will aot improve
 

dramaticallv until the Central ;overnment makes it clear 
that the conse

quences of delinquency and evasion will he serious. 

Sale of land or personal property at public auctt ,r*.s likely to 

have a payoff much greater than the direct recovery of delinquent taxes, 

i.e., there should be an increase in collection efficiency as other delin

nuent taxpayers observe what could happen to their own cases. 

Provincial and local assessors might also be induced to push the 

use of "extreme" remedies. [he provincial treasurer could provide a 

monetary inducement to municipalities such that those jurisdictions in 

any on- %---,r coll',ct'ng t,-' .;;p; .mn of past due taxes :ould 

in effect be allowed to maintain ase of, say, 60-70 percent of the delin

quent tax take rather than the legal 45 percent. This may provide suf
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ficient incentive to a local political leader 
to accept the heat associated
 

with sale at auction of some delinquent properties. Barangay captains
 

might be given a share (e.g., 5 percent) of all delinquent taxes they are
 

able to collect, In the case of smaller taxpayers.
 

Another necessary change in the treatment of tax delinquencies is to
 

Increase in the penalty rates. 
 The current maximum of 24 percent reached
 

after one year is insufficient In the current inflationary environment
 

of the Philippines. An , 1 percent per month for the two years 

following initial delinquency would pu. a more formidable penalty on pro

perty tax L-v.asion. 

Finally, especially in smaller rural areas, the use of public know

ledge of dtlinquency (e.g., posting of delinquent taxpayers' names) 

could provide a non-monttary, vet effective, incentive for compliance. In 

any case, the key to collection would seem to be imposition of sufficent 

penalties or rewards to provide the incentives necessary to produce tax
 

compliance.
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THE EFFECTS OF LAND REFORM ON LOCAL PROPERTY
 
TAX ADMINISTRATION IN THE PHILIPPINES 

Agrarian reform has been a major policy initiative in tile Philippines 

since tile formation of the New Society. A side effect of this program-

and one that is not so widely recognized--is on the administration and 

collection of 11roperty taxes. The purpose of this Appendix is to provide 

at more detailed dccr!p, ion of the agrarian reform process in tile Philippines, 

noting how this process interacts with local property tax administration. 

We begin by providing a brief historical background of land reform 

efforts in tile Philippines and a more detailed description of the statutory 

provision: for land reform. As is often tile case, tile actual outcome 

has not been the same as that anticipated, with some particularly unhappy 

consequenc.s for local property tax administration in land reform areas. 

1
Philaiines IBrief Histor of Land Reform in tile 

Agrarian reform has been a long-stand ng issue in the Philippines. 

The system of lare' landed estates with share-cropping or leasing arrange
2 

ments has existed since the Spanish era. 2During the American era there 

were sevural attempts to reform Philippine agriculture including purchase 

of 160,0oo hectares of land from tile Cathol ic Church to promote homesteading, 

and passayg, of a Rice Share Tenancv \ct in 1933 designed to regulate 

It shoild bv. emphasized that ou r rt-;ar,.-h ha; not focused on land 
reform, tit-,, t;ie di etssion here is based primarily on a combination of a 
review of s.condarv ,.oaircts and int,.rviews rather than a formal, in-depth study. 

"inistrv of Agrarian Reform. Prir:.r on Aerar ian Reform (Manila, 
undated). pp. 6-7. 
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landlord-tenant relationships. 1 
None of these attempts were very successful.
 

Additional initiatives to alter the agricultural system were begun
 

after inde-endence in 1946. Republic Act 34, 
passed in 1946, regulated
 

contracts between landlords and sharecropping tenants while in 1954 Republic
 

Act 1199 further defined relationships between land owners and tenant 
farmers.
 

In lO55 
the Land Reform Act (RA 1400) created the Land Tenure Administration
 

([TA) that provides for expropriation of large estates to be distributed
 

to landless tenants. 
 It, however, contained a large number of loopholes;
 

thus, between 1955 and 1962 only 19,155 hectares actually changed hands. 2
 

It wa-m Republic Act 3844 (1963) th;.t established the Agricultural
 

Land Reform Code that, together with its amendments (RA 6389 and RA 6390,
 

noth enacted 
in 1Q71), became the legal foundation for land reform efforts 

during, the New Society period. The Agricultural Land Reform Code contains 

two ini" Lir i,.'L'---conv,.rs ion of sharecroppers into leaseholders and lease

holders into owr.er-operators. While it was the law of the land throughout
 

most of the 196 0 s, it was never very effective in reforming Philippine 

agriculture, primarily because of lack of funds, strong opposition from
 

land owners and no timetable for completion. Thus, by 1971 only about 

50,000 sharecroppers (5 percent of the total tenant farmers) had become 

leaseholderz and only 340,000 farmer-tenants had altered their status from
 

leaseholder to owner-operator.3 

1The 'orld Bank, The Philippines--Priorities ano 
Prospects for Develop
ment (Washington, D.C.: 1q76), 
p. 476.
 

2Ibid.
 

3
 
Ibid.
 

http:i,.'L'---conv,.rs


IIT-A-3 

Land reform became a pilmary thrust of the New Society program under 

President Marcos. In tile second Presidential Decree (26 September 1972 or 

only five days after declaration of marital 
law), the entire ccantry of
 

tile Philippines was proclaimed a land reform area with the 
objectives of
 

Republic Act 3844 still intact. Onl 21 October 1972, I'D 27, 
 also known
 

as the Tenants Fx.ancipation Act, was put into force. Thi:; decree has
 

formed the hasis of land reform efforts during the past nine years. 

A, rar ian_ .Refo rm I'nder I'D 27. 

I'D 27 de,.med that tenant farmers of private agricultural lands devoted 

to rice or corn production were to become owners of a five hectare unir

rigated (three hectares if irrigared) farm and that landowners of rice 
or 

corn land cold not rettain ownership of more than seven hectares. It 

also specific.d that the fair price for the land was to be set at two and 

one-half iimes the value of the average harvest of three normal crop years 

prior to tht d.Cree and that the tenant would have fifteen years 'n which 

to pay for the land (including interest at 
a rate of 6 percent per year).
 

The tenant was to become a member of a farmer's cooperative and the co-op 

would pay the remaining amortizations in case of default. The government 

was to reimburse tie original owner in ,hares of stocl in government-owned 

and government-controlled corporations. 
 However, the tenant would not be 

able to transf.r title to the land other than by hereditarv succession 

or to the govrnment. 
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The above were the main features of PD 27; however, as is most often
 

the case with Presidential Decrees, specific administrative details were
 

worked out later. F,jrrh-:m.ore, subsequent Io's clarified and expanded

1
 

upon the original declaration. These statutes, letters of 
instructions,
 

and various memoranda specify the olrations underlying the transfer of 

the land, procesises for determining price, duties and rights of tile origi

nal owner as well as provisions for the formation of necessary new institu

tions. W, review each briefly here. 

Transfer of Iands
 

While Presidential Decrees 2 and 27 set forth the basic scopk- and
 

methods to be folloted 
 in pursuing agrarian reform, the administrative
 

details of it ti.illv traisterrit, onurship ohvi,,uslv required consider

ably moi. d-tail. The process of ownership transfer, know-n as Operation 

I.and Trans;fer, has been carried out tinder the direction of the Ministry of 

Agrarian Reform (MAR) and involves several important steps.
 

Upon determiniw eliLibilitv an1t delinealting the boundaries of the
 

property, tenants are issued Certificates of I-and Transfer (CLT's) which 

serve to verify participation in the land transfer program but do not con

stitute outright titles to the land. 
 Under PD 315 (22 October 1973) the
 

CLT could, however, he issued as collateral in obtaining production loans 

from the Land Bank of the Philippines or other rural banks. 

Ufhiile the Certificate of L.and Transfer did not give title to the land, 

PD 266 (44 August 1973) providv( that tle MAR was to record the land trans

fer with the land Revistration Commission which, in turn, was to transmit 

a copy of tile CI.T to the Reeistr of Deeds in tile province or city where 

A document prepared by the Min'O trv of Agrarian Reform, Vital Documents _on Afriar Reform in the New Society (Man i la, undated) conta ins 39 addi
tional PD'S related to the land reform process issued subsequent to PID 27. 
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the land was located. In this manner, the procedure, if carried out fully
 

by 311 parties including the local Register of Deeds, would provie infor

mation to local assessors as to the current owner of the land.
 

Because the process was recognized to take time and there would be
 

great temptation for land owners to avoid land reform by altering long

standing owner-tenant relationships before official land transfers were 

made, M1AR Memorandum Circulars 2 and 2A state that tile status quo should 

be maintaind in those relationships. Furthermore, the tenant farmers were 

reqi red to contInue to pay the landowner the lease rental payment that 

had tradition;ll been paid so that later, when the land transfer operation 

was carried outt, these payments would be counted as amortization payments. 

Thus, th I :er ere ur ,Od to obtain keep for 

rental pa'.mns: however, apparently it was not always done. 

Upon full payment for the property the tenant was to receive an 

Emancipation Paitent. This was to represent full emancipation of the farmer 

from the "bondage" of tenancy. Under tve statutes the Emancipation Patent 

would not be issued unless the tenant was a member of a recognized and 

authorized cooperative and was actually cultivating the land himself. 

Inihile the term "emancipation" would seem to suggest total freedom, the 

tenant is still n,,t allowed to sell his land to anyone other than his own 

heirs or to the government who, in turn, could award It to another quiali-

t'!kI. .. 'e alld receipts these 

fled tenant.
 

The actual procedure associated with obtaining the Emancipation Patent 

is an invol ,ed on. and required 15 separate steps to be carried out. 

Furthermore, in a memorandum dated 15 September l976f it is stated that 
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before an emancipation patent is issued, there must be a copy of official
 

receipts and/or certification by the municipal treasurer showing that the
 

applicant has 
fully paid the realty taxes de on the land parcel applied 

for. Theoretically, then, this should serve to insure that local property 

taxes will be ;aid on all transferred properties.
 

beterminat ion of Price
 

Whilt. II) 27 specified a straightforward formula for determining 
valua

tion of the Iand, apparently it was difficult to administer. Rather than 

hasing tie priet on an ,treed-upon level of production, the owner and 

tenant would reach agreement on an ultimate price thiswith amount then
 

"backed-into" the statutory 
 formula to derive a corresponding yield. There 

were at least two diff iculties with this more ad hoc approach. First, It
 

provided th,. landlords a wav of slowing the actual 
 transfer of land since
 

they tended to delay 
 reaching agreement on the settlement price. Second,
 

there was fear that
apparent ly some landlords wotild have superior bar

gaining power under this arrangement.
 

To alleviatt, this situation, a Local Barangay Committee on Land Pro

duct ion (BCI.P) was formed in each barangav (Memorandum Circular 26 dated 

November 5, 1973). these cOmmittees included a representative of the local 

Samahang Navon; the, barangay captain, two representatives of landowners 

cultivating their own lands; two representatives of land o-wners who have 

tenants,; four representative; of the tenants and one %AR representative 

who Is the secretary of the BCI.P but vannot vote. The Committee has the 



11 I-A-7 

responsibility for determining average yields for the three normal crop
 

years in the barangay prior to October 21, 1972 and for classifying the rice
 

and corn lands within the barangay. Since the prices of the crops were
 

maintained nationally, determination of average yield was the only nece.

sary information for land price determination.
 

Duties and Rigl!ts of the Landowners 

Several constraints were placed upon the landowners to insure that
 

they would not alter practices simply to avoid inclusion in land reform. 

For example, landowners were not allowed to eject tenants even if the land

owner would like to cultivate the land hims-1f. Tne landowner was, how

ever, given the right to choose the seven hectares of land which he pre.

ferred to hold. Furthermore, PD 57 (19 November 1972) stipulated that 

the landowner would be exempt from Cal'ital gains tax on the sale of the 

property.
 

Compensatior, of the owners could take on one of several different 

forms (PD 251, 21 July 1973). These included using (1) cash payment of 

10 percent of the total with the balance in 25-year tax free 6 percent 

Land Bank bonds; (2) payments of 30 percent in shares of preferred stock 

issued by the Bank with the balance in 25-year tax free 6 percent Land 

Bank bonds; (3) full guarantee on the payment of the 15 equal annual 

amortizations to be made by the tenant; (4) payment through the estab

lishment of annuities or pensions with insurance; (5) exchange arrangement 

for stocks in governmelt-owne or controlled corporations or 

private corporations where the government has holdings; (6) any other 
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settlement mode adopted by the board of directors and approved by :he
 

President of the Philippines. 
 In the case of smaller land holdings (a
 

landowner with more than 7 but 
less than 24thectares of affected l:Ands)
 

the owner could he paid 20 percent of the cost of the land and the balance 

in 25-year tax fre, Land Bank bonds. lie was a Iso .nit i d to an aid i I onal 

10 percent cash payment to he used either for the , thication of his child

rell, for the ir insurance or for housing. In any c.ate"tit1total cash payment 

would inver he mort. than 30 perc enlt of the total cow of the land. 

The Iodowne r did lowever, hav. -.eve ral duiies to perform. Before
 

he .ould ol,!ain :anv casri .vment through 
 the Land Bank he had to provide
 

several documents including proof of payment of all previously-owed pro

pertv taxes on the property. Thus, again oin a statutory basis, local pro

pertV ta.x id: in: .tl,tiol .d'ulId net h.ive bven affectcd bv land ruform since 

proof of tax o;avment was a necessary condition for compensation for the 

transferrt.0 property. 

Inst totion Bu3ildlu..~ner l-and Re form 

The L.and Bink of the Philippines had been created prior to the forma

tion of 
the New Soci..t v however, it was deemed inadequate to provide 

the necessary capital izition to carry otut the broad-based reforms outlined
 

in PD's 2 and 27. Tiu;, 
 PD 251 (21 .hllv 1973) was designed to strengthen 

the capabilitius of the .and Bank lT.v providing, for additional capitali

zation and giving it a central role in the. finanicial transactions involved 

in the rransferring of land reformed propert is. (Sue.Chapter IX lor 

a more complete disoussion of the Land Bank. incltiding its role in local 

government financial affairs.) 
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The second institution that was to play a maor role in the land
 

reform process were the agricultural cooperatives. All farmer-tenants
 

were to become members of a local co-op priur to issuance of the CLT and
 

were to show proof of membership before being issued an Emancipation Patent.
 

PD 175 (11 April 1973) declared it national policy "...to foster the
 

creation and growth of cooperatives as a means of increasing income and
 

purchasing power of the low-income sector of the population in order to 

attain a ort, equitable distribution of income and wealth." This i'D 

enuimerates the principle powers and privileges of cooperatives and gives 

the linistrv of L.ocal ;overnment and Cormnunity Development administrative 

authority over all types of cooperatives. 

A!ct ual Protresq.. of Land Reform in the Phi I _ipines 

While the statutory framework underlying Land Reform would seem to 

provide adequate means for completing the task on a timely basis, there 

have been problems and delays. Many of these have been recognized and 

are being rer.tdied, but to the extent that problems persist ,nd are 

related to the administration of the property tax, localities can anticipate 

continued difficulties associated with the process. 

Pro..ss of. Land itefo rm-

Estimates of the number of parcels and hectares to be included under 

agrarian reform suggest that it will cover over 950,000 tenants, 430,000 

landlords, and 1.5 million hectares. I,1hile, originally it was planned that 

lWorld Bank, p. 178.
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the entire land reform process would be completed by the end of 1977,1
 

delays have beset the program. According to one recent report, as of
 

30 September 1980, over 501,000 CLT's had been issued to nearly 360,000
 

tenants. Apparently the MAR has reduced its target since tile mid-1970s
 

since this pro:;ress is considered to represe.nt "90.63 percent of tile 

target scop. ". According to tile same report, 2,461 F.nanclpation Patents 

had also o.en issued by the end of Svptemer 1980.3 

l)elavs in i.Land Reform
 

WI il, progress has been made, the data suggest 
 it has been slower
 

than origin.llv planned. To the extent that the 
process of transferring
 

ownership from landowners to tenants hinders property tax administration,
 

continuted delays in the process serve onlv to add to 
tile problems associa

ted with local revenue administration in the Philippines. There are several 

reasons for these delays that, therefore, in turn have implications for 

local property tax administration. 

Mapi.9n.. Before the land can be legally transferred, adequate maps 

must be made of tile affected areas. Not only does the lack of such maps 

slow tile land transfer process, but also hinders property tax administra

tion directly since it makes it nearly impossible for the local assessor
 

to determine exact land boundaries and legal landowners.
 

The MAR appears to rc.ognize this problem and has placed mapping 

among its priority budgetarv items for the early 1980s. Yet mapping 

IIbid., p. 48(). 

-Conrado ". Estrella, "Policies, Programs and Accomplishments,"
Agtatrin Reform Review, Commemorative issue on the Eighth Anniversary 
of tile Tenant Emancipation Decree (October 21, 1980), p. 43. Mr. Estrella 
Is the Minister of Agrarian Reform. 

Ibi d. 

http:represe.nt
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is a slow process that can easily be hindered by noncooperative landlords.
 

Further impeding the mapping process is the lack of sufficient cadastral
 

l 
survey data in many of the provinces. An interesting aspect of this lack
 

of adequate survev data L; that it hinders both the land reform process and
 

tax mapping--both features that have direct implications for successful
 

levying of the property tax in rural areas.
 

Ro e- of I.a-nsIl o rd-s. As might he anticipated, cooperation of landlords
 

has been a major impediment to completing the land reform process. While
 

compensation is made for the land, the form of this compensation provides
 

little incentive to willingly surrender the land. The 10 percent down

payment on larger estates (greater than 24 hectares) with the remainder
 

in 25 year Land Bank bonds not only inserts a degree of uncertainty regard

ing the likelihood that the bonds will have value upon maturity but also
 

can involve a substantial capital loss. In the Land Bank report, for
 

example, it is shown that when using a 10 percent rate of discount, the
 

bond (plus interest) will have a present value equal only to approximately
 

40 percent of its face value.2
*1 

It is little wonder then that landlords have not been enthusiastic
 

supporters of land reform. Among the strategies they have apparently 

employed include impeding the mapping process, altering uses of land into 

forms not liable for reform, and entering into legal disputes contesting 

The W i;ld Bank report, The Phi j.pimnes--Priorit iesI and P_.rospects 
for Development, notes that a major reason why the Republic of China 
was so successful in implementing land reform was the existence of complete 
land ow-nership record,; updated only four years prior to the Imposition of 
land reform (p. 480). 

2Ibid. 



III-A-12
 

the reform process. In addition, even if the landlord expects that ulti

mately the land will be transferred, the capital losses associated with
 

obtaining the non-liquid bonds provides an incentive to 
continue under
 

sharecrrpninr, or leasehold arrangements as long as possible, even if finally 

those payrnents will be credited towards amort i::., on of the transfer of
 

land. At least in 
 that manner, the payments will he In .-pendable cash
 

rather than less liquid bonds. Furthermore, by nct providing receipts to
 

the tenants for these payments, 
 the landlord increases the likelihood that
 

not all of the past payments will he credited 
 towards amortization.
 

Admini-st raL io1. There 
 are, of course, numerous administrative steps 

required before land is transferred. All of thi.; take. time as well as 

a large amount of resources. Furthermore, collection of amortization 

pavments from over 300n,000 tenants is a large undertaking. Any program
 

des igned to financially effect a substantial portion of the population 
 is
 

likely to encounter administrative problems. One 
 can easily list factors
 

that can 
 impede progress in such a program--lack of adequate records, maps,
 

literacy, 
 etc. all come to mind. Furthermore, creation of a bureaucracy 

necessary to carry out these functions is, itself, a massive undertaking. 

Thus it is not surprising that the early target dates were not net; indeed, 

one might argue that it is a wonder that so much progress has been made. 

At the same time, to expect all of the problems to vanish quickly would 

seem unrealistic and therefore, what is most likelv needed in terms of 

the effects of agrarian reform on property tax administration, is an 

improved tinderstanding of the proress 1v local financial administrators, 

and their willingness to work within the constraints and, wht'rever pos

sible, to aid the transqfer process. 
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Implications for Propirty Tax Administration
 

The P)'s and implementing rules would seem to be quite clear with
 

respect to payment of the property tax. The landowner is required to pay
 

before compensation is received and the tenant before the emancipation 

patent is received. The rules have not been followed. The reasons behind 

this non-compliance are not altogether clear but probably stem from a 

combination ot factors, including a great deal of uncertainty and lack of 

information on the part of participants;, delays in completing the trans

actions and minimal incentives for the participating Central (;overnment 

agencies to insure compliance with local tax statutes by owners or tenants. 

We elaborate on these possible reasons here, but recognize that only a more 

formal analvsis will provide d.finitive answers. 

_Lejl _ iion 

One part of the problem associated with non-compliance may stem from 
a legal op inion stated on 27 February 1973 by "L-----C f 

This opinion .tated that since the ,MARwas at that time restricting imple

mentation of I'D 27 to lands with areas of 100 hectares of more, the 

Secretary of ,lustice :ound that onlv tenants on such lands (i.e., large 

estates) were to be held liabl, for payment of local property taxes. 

Owners of tenanted lands of less than 100 hectares were, at least tempor

arily. to continue to )a,: their real property tax in spite of the fact that 

Victntt, Ahadh Santos, Secretarv of .host ice, "pinion No. 35. S 1973" 
in a letter to t -h.Stecrt-tarv of A-,ra rian Refor. (F,b.t'rar': 27, 1973). 

2.MAR had dt.cided to carrv out the land reform process in several 
phase. with th,, firt ph;t , to foct'-,otnl. on landehd estates of greaterthan 100 hectares ithi later phase,; devoted to smaller land holdings. 
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some were interpreting PD 27 to mean that all rice and corn lands were to
 

be transferred.
 

This, quite obviously, could add confusion to an already uncertain
 

situation. Owners of smaller properties very likely recognized that long

term ownership of their property was very unlikely. With the entire qitua

tion in flux, it woulid seem quite reasonable that such owners would forego 

complying with the tax, at least until more definitive decisions had been 

made con,.ernint the administration of the program. Furthermore, the 

maximum p.*naltv rate of 24 percent on delinquent property taxes would do 

little to spe,(d payment given the likelihood that land transfers would not 

occur for several years. 

The uncertainty associated with this single legal opinion is not. 

however, the onlv possible reason for owners' non-compliance. Even under 

the statutes and methods of administration of the program, there could be 

other reasons why owners allowed their taxes to become delinquent. 

Owners' Non-. !iancp. 

There are two separate cases to consider under the heading of owners' 

non-compliance. The first involves owners who follow, albeit unwillingly, 

the legal procedures and enter into formal agreements with the MAR and Land 

Bank to be compensated for their property. In such cases, if the MAR fully
 

complies with the statutory requirements, no problems with compliance should 

arise. That is, under the regulations associated with PD 27. pavment 

will occur only if proof of pavment of past due property taxes is given. 

Whether or not th, 4AR fully carries out this requirement is, of course, 

another quest ion. 
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Where the owner has not utilized the "services" of the MAR and Land 

Bank but, instead, has continued tenancy relationships similar to ti.,se
 

prior to PD 27, full collection of past due taxes is much less likely.
 

First, owners, especially if the: have been well aware of PD 27 and its 

amendments, are very likely to have been delinquent in paying taxes tinder 

the expectation their land would be transferred. Yet, once transferred,
 

the extent of Il'eal remedies is greatly reduced for it will be impossible 

to auction land which has alrvady been transferred from the delinquent 

taxpayer. Only distraint of personal property and civil actions are possi

bie, v t nt. ither o! thc. , r.cMcdic.. haive hi.storicalLv beeun t~rca tlv used by 

local authorities. 

It should also be recognized that, while PD) 27 limits agrarian reform 

to rice and c.in lands, PD 2 declared all of the Philippines a land reform 

area. This, then, may have a spillover effect on all property tax com

pliance. ro the extent any large landowner feels that PD 27 could be 

amended sometime in the futuce, 'ic IaI i,e , 1Lll1ng to remain delin

quent on property tax payments.
 

Tenants' :;on-Cjmrp1liance 

There are at least three possible courses of action that tenants 

may take in response to land reform; yet, each has different property tax 

compliance implications. First, where the tenant obtains a CLT and plans
 

to earn an emancipation patent, property tax delinquency should not be 

a problem. That is. assuming that the tenant is awar, of his obligations 

and the requirements associated with the granting of the emancipation 

patent, there will be the recognition that all local taxes must be paid. 
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A second possibility is that, while the tenant receives a CLT, he
 

may not be concerned with obtaining an emancipation patent sirce he still
 

will not have the legal right to sell his property to whomever he wishes.
 

In -;uch cases there is no strong incenti.e for the tenant to comply with 

tile 
tax since the "carrot" of an emancipation patent is not applicable. 

A third possibility, and related to t iandownr discussion above, 

is where the tenant-landlord relationship not altered 1972.has been sirce 


In these c.i-.~s there is no reason expect that
to thm. (unant has been con

plying with tlhe tax even though the interpretation is that his lease pay

ments are credited towards amortization of the property.
 

This third altt.rnative raises at least two additional issues arethat 

at ltast partially applicable to tile first two alternatives. The first 

isue is on,. of legal remedis in the case of tenant noncompliance either 

in the pa;st or in the As noted above, a principal approach tofuture. 

handling- property tax delinquency is the auction method. Yet, even If 

an emancipation patent has been issued, the question arises as to whether 

or not a transferred pai ccl could be sold at public auction since tile 

statutes art. quite thatclear the:s,, properties cannot he transferred to 

just anyone. V..ether this would mean that the .!AR would have to limit 

bidders on the auictioned propL'rtv to "eiigible" participants in land reform 

is very unclear. In addition, there might be philosophical difficulties 

associated with forcing the new landowners from thi r propert eq after 

such a large effort to rteform the entire land ownership institution within
 

the Philippines.
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A second general issue that arises when considering compliance with
 

the property tax by tenants concerns 
the ability of these new landowners
 

to pay the tax, especially a relatively large amount of back taxes. 
 It
 

is likely that 
these tenants do not have any excess capital and possibly
 

suffer from cash flow problems. When thre Is an accumulation of past due 

property taxes to be paid, e.g., 
 in the case the tenant had been unaware 

that his lease p3yents were being credited towards amort!:!tion but delin

quent taxes were being accumulated, to expect that this new landowner
 

would be able to immediately pay 
 off these hack taxes seems quite unlikely. 

If this is a severe problem (a fact which only further, more detailed,
 

research can determine), there may be good 
 reasons to declare a tax holi

day on delinquent taxes on reformed land. 
 If there is little likelihood 

that these tenants will be able to reimburse their delinquent taxes in the 

near future, compliance in the future may be aided by cancelling all past 

Ldx'.s. Further, b% educat.in the nvw landowniers about th. ir rusponsi

bilities and about the benefits from property tax compliance, future com

pliance may be enhanced. 

In any event, information would 
seem to be a crucial Ingredient in 

any attempt to alleviate problems associated with administering the pro

perty tax in land reform areas. The previous tenants are unlikely to 

ever have been active participants 
in local financial administration and
 

are unlikely to be aware of their responsibi!ities. By increasing the
 

amount of information these tenants have about propterty and other taxes 

and about the benefits rhat compliance may hold, compliance may increase.
 

http:educat.in
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It would seem that, as discussed in Chapter III, the barangay would be a
 

communications channel to provide this information although the coopera

tives could also be used.
 

In addition, cooperation of the participating Central Government
 

Ministries must be stressed if local property tax administration is to be
 

improved in the land ireform areas. 
 Among these are the MLGCD which can
 

use 
its Influence over the cooperatives to 
insure its role in informing 

tenants of their property tax responsibilities and the HAR which also can 

provide similar information when it issues the CI.T or any other information 

it passes cn to tenants. Finally, the [-and 
Bank could, perhaps, become a
 

part of the tax collection process. For those tenants who are using the
 

Land Bank as 
 the collection agency for amortization payments, there is the
 

possibilitv that the amortization payments be increased to include payment
 

(if current year taxes. 
 While this would probably add to the administrative 

costs incurred by the Land Bank, it could greatly increase the level of
 

compliance on the part of tenants. It would, 
 however, require a statutory 

change since the original P) 27 specifies the legal form of the amortization 

payment. Nevertheless, if the Central Covernment is serious about improv

ing local governr.ent financial capacity, such a change should be seriously
 

considered.
 

Conc lusions
 

The land reform process as ervisioned in the statutes would seem 
to
 

contain sufficient safeguards against lack of property tax compliance
 

by the participating landowners and tenants. 
 It does, however, contain
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sufficient loopholes aad disincentives to encourage noncompliance. At
 

the same 
time there may be means to alter the agrarian reform process such
 

that these difficulties can be overcome. 
One important and quite feasible 

step in this process is to insure that all Central Government agencies 

playing a role in either land ruform or local finance administration--MAR, 

MI.GCI), th~e Land Bank, ,OF--all understand the constraints and objectives 

faced by each other so that, through cooperation, both Agrarian Reform and 

Local Fin.ance can be carried out successiully. 



CHAPTER IV
 

THE BUSINESS LICENSE TAX
 

The business license tax (BLT) is 
a major source of city and municipal
 

government revenue in the Philippines. In many jurisdictions, it accounts
 

for more General Fund revenue than does the real property tax (see Table
 

11-8). Despite this importance and despite the many problems with the tax,
 

relatively little attention has been given to the 
 possibilities for
 
I
 

reforming the BLT. In this Chapter we consider 
 the problems and reform, 

options in the areas of base determination, rate level and structure, and
 

collection efficiency.
 

Statutory Baris
 

The BI.T is really a collection of three types of business tax or
 

licenses which may be levied by local governments. The statutory basis is
 

PD 231 (amended). The major form of business tax is a gross receipts tax,
 

with the tax rate varying according to type of business and total sales.
 

The second form is 
an annual fixed amount levied without regard to the
 

volume of sales. 
 It is on the order of a license paid for the privilege
 

of doing business in the local area. 
The third is an amusement tax, a
 

flat percentage rate on admissions, etc., levied only by provinces and
 

cities. The overall structure of the RI.T, then, is quite complicated,
 

though most revenue is derived from the first form.
 

IWe could find only 
an NTRC study of the BLT in Metro Manila. See

Study on l.ocal Business Taxes inManila (Manila: NTRC, 1978).
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Determination and Assessment of the Tax Base
 

There are two issues associated with the determination of the business 

license tax base: (a) specifying the category into which a particular
 

business falls and (b) determining the amount of 
taxable gross receipts.
 

Apparently the classification of business for 
tax purposes does not cause
 

great diffictltv, esptecially in smaller localities where the nature of
 

specifi businesses 
 is familiar to nearly everyone. It is considerably
 

more difficult 
 to obtain an accurate estimate of annual gross receipts and 

herein lies the major problem with the BI.T. 

The treasurer's office maintains a file of all businesses in the
 

locality and as new businesses are formed, new 
 cards are added to this file. 

Each card contains the name of th. business, its addres.s, the nature of busi

nt.ss performed (which serves as the basis for determining which rate schedule 

is applicable), and space for entering, yearly, (a) gross receipts of the 

business during the previous year, (b) the tax due and (c) the payment 

record. This record-keeping seems straightforward enough, buL there are 

many cards and manual manipulation is cumbersome and leaves much room for 

error. 

The measurement of gross receipts is not an easy job, nor is it done 

with great accuracy. For larger business .'i th verifiable records, the 

BLT werks. The problem comes in the cast- of smaller businesses which do 

1lWe encountered one instance in which classification has caused probler,. In Bocatue, Bulacan it statedwas thac since chemical manufacturers 
and chemical dealers pay different rates, classification decisions can
have substantial revenue effects. 1he Bureau of Internal Revenue wa!;
called on for ass istance because they also classify businesses in i ',ain
istering the corvorate business tax and several indirect excise taxes 
imposed at the Central Covernment level. 
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not have records which can be easily examined to verify the reported amount
 

of gross receipts. 
 In these cases, the tax becomes an almost voluntary
 

matter. Most 
treasurers apparently take the word of the businessman as to
 

the amount of gross 
receipts and therefore tax liability. This is often
 

justified on grounds that the declaration of gross receipts involves a
 

ofsworn statement" by the businessman. Moreover, the job of verifying sworn
 

statements would require much more staff most localthan treasurers have 

available. In light of this procedure, it should come as 
no surprise that
 

there is a severe underreporting problem. 

Some steps have been taken to get a better estimate of gross receipts.
 

One seemingly unsophisticated but apparently effective method, Lsed in 
some
 

jurisdictions, 
is simply "haggling" over the amount. Treasurers may not 

be able to establish the amount of gross receipts, but t'hev may be able to 

guess that ivross receipts have increased. When local treasurers recognize 

cases where inflation is increasing gross business revenue by large amounts-

good- that have price inelastic demands--their haggling powers are certainly 

strengthened. on the other hand, proper haggling is a time consuming pro

cess ant! understaffed treasurers' offices may not engage in it on a large 

scale. A second method used to increase the accuracy of reporting, at
 

least for larver businesse:, is to require that the businessman 
 present 

accounting r,cords 
to substantiate any self-reported revenue data. This
 

nethod does, however, require that the treasurer's staff have abilitysome 

to analyze an income statement.
 

I1nthe case of larger business ,..tions, the use of an outside
 
expert by the treasurer's office may be well worth the investment. 
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Intergovernmental cooperation could also help eliminate the reporting
 

problem. The Philippines levies a national sales tax and both personal and
 

corporate income taxes. 
 The submittal of 
'ncome tax records to the local
 

government could be an efficient and yet simple method for obtaining
 

evidence regarding past years' gross revenues. Of course, 
this would
 

require a great deal of cooperation with the Central Government and if the 

BLT could be tied to the central tax structure, perhaps a more effective 

kind of local sales tax could be develuped. We have more to say about
 

this below. 

Rate Structure 

The rate structure of the BI.T is regressive, i.e., firms with higher 

levels (if .,ross receipts are taxed ;it lower rates. For example, In the 

cascof retailers and wholesalers operat!ng in cities, firms with gross 

receipts less than PlO00 pay at a (maximum) 4.5 percent rate, while firms 

with gross receipts of F100,000 pay at a 2.4 percent andrate, firms with 

gross receipts of P1,000,000 pay at a 1.37 percent rate. This general 

structure of declining effective rates holds across all classes of busi

ness activity. 

A regressive rate structure makes the revenue elasticity of the BLT 

lower than it would be under a flat rate or progressive Ite structure. As 

firms increase their recegross ipts because of real Income growth and 

inflation, they -ire "hped-up" into higher gross receipts brackets where 

the average tax rate i-s lower. Under a flat rate structire, real income 
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growth and inflation would generate a greater revenue flow. On the positive
 

side, the current regressive rate structure (a) does not provide the
 

inducement to understate gross receipts that a progressive structure would
 

provide, (b) is less inflationary than a flat rate or progressive structure
 

and (c) reduces the disincentives to investment and expansion of firm
 

operations.
 

Notwithstanding these advantages of the current structure, we pro

pose that the present rate structure be altered by creating a flat rate
 

at least as great as that currently imposed on the smallest business within
 

each business group. This, itself, would lead to greater revenues from
 

the tax but, more importantly, would increase the elasticity of the revenue 

source. It would still be possible to retain the current differentials 

in r-.tes across different types of businesses. Any further substantial 

changus in the overall structure of rates should, however, await further 

and more in-depth research into the question. 

As noted above, not all business activities are taxed on a gross
 

receipts basis. In some cases the rates are 8:'-r'2, e.g., per bowling 

alley lane or per night in the case of boxing contests. The ;'pe2:fic 

rate structure clearly is inelastic and does not contribute a rapid 

revenue growth during periods of inflation and Income growth. Such a rate 

structure may also induce undesirable econcmic incentives. A greatly 

oversInplified example nay be used to make the point. The BLT on 

theaters pernits a tax of P800 per annum if the theater contains balcony 

and orchestra seats for 500-999 persons, while a similar theater with 
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seating capacity of 1,000 or more persons pays a P1,000 per year tax. Sup

pose an "optimal size" theater (without regard to the tax) would be built
 

to seat 1,010 persons. Given the tax differential due to the ten seats,
 

the builder may decide to build a 999 seat theater instead. In this case
 

the differential 
tax based only upon seats will result in suboptimal invest

ment. 
 The BLT rates may not be large enough to have such effects, but
 

the pos:-ible inefficiencies inherent in such 
 a structure should at least
 

he r,'ogi:ed.
 

Collection Procedures and Problems
 

Administration of the BI.T 
is relatively straightforward. Upon deter

mination of the tax base, application of the statutory rate directly yields
 

the total tax liabili tv. hille the statute declares all business taxes 

to be due by January 20, it also permits localities to allow for quarterly 

payments, wh!.h is the procedure generally followed. Payment is made 

directly at the treasurer's office and relatively little use is made of 

collectors. Collection of the tax is (or should be) aided greatly by tie 

fact that shortly after the first of the year each business must obtain 

a Mayor's Permit (a license for doing business within the jurisdiction).
 

Since a prerequisite to obtaining the Mayor's Permit 
is payment of the pre

v tus year's business taxes, the likelihood that a business will be delin

quent on its local tax levy is greatlv decreased.
 

Collection efficiency under the BLT is not easily 
measured. The 

usual ratl. of collections to collectibles is misleading because It misses 

tie revenue loss due to underreporting (Just as the analogous property tax 
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measure misses the effects of undervaluation). In effect, the traditional
 

measure of BLT collection efficiency refers to the extent to which known
 

taxpayers with a known tax base actually make payment and by this measure,
 

collection efficiency for the business tax appears quite good. Probably
 

the key reason is the fact that businessmen must show proof of past years' 

payment of t'he BLT in order to obtain a new Mayor's Permit. 

The major collection difficulty is associated with late payment. As
 

noted above, the tax can be paid quarterly in the 12 months following the
 

tax year without interest penalty; thus, at least some taxpayers are
 

ofte- late in their tax payment. In such cases late charges are applied to 

the quarterly amount overdue and delinquency letters are sent to the busi

nesses.
 

There are also problems with businesses that do not obtain a Mayor's 

Permit and therefore evade the business tax. These, however, do not appear 

to be major. At least some municipalities have tax collectors who enter 

business establishments to insure that a Mayor's Permit has been obtained. 

Revenue Performance 

Less complete data are available on thc btsiness tax base than on the
 

property tax base because grnss rtecelipts data are not available In so 

extensive a form as is property ass:ssment information. As a result, we 

can say relatively little about the base elasticity of the BLT. We can, 

however, track the revenue performance of the BILI over tir. and across 

our sample of cities and municipalities. As was shown in Table 11-8 
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above, business taxes are an important source of General Fund income,
 

especially in cities.
 

Sectoral Composition
 

In order 
to get some idea about the base elasticity of the BLT, we
 

have extracted data on the revenue composition by industrial sector, for
 

two cities--Iloilo and Legaspi--for 1977 and 1979. 
 These data, though far
 

from flawless, do tell us something about the structure of BLT revenue
 

growth and its potential responsiveness to income and prices. By far
 

the most substantial portion of the business tax 
in both cities was
 

collected from retailers and wholesalers. Amusement admissions consti

tuted the second most 
productive source in both cities and manufacturing
 

was of a lowtr order of importance. A quick look at 
1V-l should convince
 

one that tile BLT is essentially a tax on traders and places relatively 

little burden on producers. 

Three years is, of course, a very short period, but we can get some 

feel for the sectors of re,enue growth by comparing the 1977 and 1979 

revenue distributions. In total, these taxes grew by over 40 percent in 
[loilo City and by nearly 25 percent In Legaspi City. However, when it 

is also recognized that the consumer price index over these three years 

increa.ed by 23 percent, one must conclude that tile business tax in L.egaspi 

was just keeping pace while that in Iloilo was more Impressive. One can

not infer from these resuIrs that the business tax is inherently respon

sive to inflation, even though it is primarily a gross rect-ipts tax on
 

traders.
 

http:increa.ed


TABLE IV-I 

BUSINE'tSS TAXES IN 11. )1I, CITY AND I.I'GASPI CITY: 1977 ANDI1979 

Tax 

I'ercunt 

1977 

Iloilo Citv 
of Total 

1979 

Percent 
Increase 
1977-79 

Legaspi 
Percent of Total 

1977 1979 

City 
Percent 
Increase 
1977-79 

1. 

2. 
3. 
4. 
5. 
6. 
7. 
. 

q. 

10.11. 

!2. 
Ii. 
14. 
15. 
16 . 

"'anufacturfng 

ServIces 
Spirits 
Tobacco 
Amusement Devices 
Amutisment l1aces 
Armusvnt Adm ks. 
'. ,oiiors/anks 

lnsuranc.Boa:rd ing Housesn 

I Iodyn, Iouses 
Iot ls 
Privatv Detective 

vea]Estatie 
I Ish ponds 

4.2 

laterfes1.9 
8.4 
3.1 
(.7 
0.2 
3.1 

12.8 
1.7 
0.30.1 

0.2 
0.3 
0.1 
2.0 
0.0 

7.3 

1.8 
6.2 
2.2 
0.6 
0.1 
3.6 
9.7 

1.4 

0.20.0 

0.1 
0.2 
0.1 
2.2 
0.0 

147.9 

38.0 
4.2 
2.6 

12.8 
-12.7 
60.6 

7.5 
15.8 
-8.4

4.1 

-25.1 
-20.4 

9.8 
57.3 

-56.8 

5.9 

6.4 
3.9 
1.6 
1.5 
0.3 
1.1 

ll.q 
2.2 
--

0.1 
---

0.6 
0.0 
0.6 
---

8.6 

5.9 
3.2 
1.3 
1.1 
0.2 
1.0 

12.5 
2.3 

--
0.2 
---

0.6 
0.0 
0.7 
--

81.1 

15.0 

0.2 

-7.5 
17.1 
29.8 
32.4 

197. 

--

15.6 
-24.9 
47.0 

17. 
18. 
19.
20. 

C :! tt-ri es 
1 I l),oards 
Print in ;
'liI I 

0.0 
0.3 
0.2 
0.3 

0.0 
0.2 
0.2 
0.2 

104.0 
-17.6 

40.6 
21.6 

---
0.1 
...... 

0.2 

0.0 

0.0 

--
- 4 

-70.4 
17.1 

21. 

23. 
24. 

T'.1Iverv Trucks 
e ('IddIers 

1,vt. i I- ,h o 1 . a1 e 
(ther 

0.3 
0.1 

59.6 
---

0.4 
0.1 

63.0 
---

95.6 
77.5 

4Q.8 
---

---
2.4 

49.1 
12.0 

0.3 
0.4 

51.5 
10.0 

N.A. 
-81.4 

30.2 
3.1 

Total Amount P5,461,316 P7,741,495 41.8 P2,010,906 P2,498,921 24.3 
Total as Percent of 33.0 37.3 41.1 43.1 
Tot a1 (;t-neral Fund 

Not available. 

SOURCE: Constructed from data supplied by local treasurers.
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The faster growth rates in Iloilo City vis-a-vis Legaspi City could
 

be attributed to several possible causes. First, tue economy of Iloilo
 

City may be a bit more broad-based than that in Legaspi City so that any
 

cyclical fluctuations that are industry-specific would affect the former 

city less so than the latter. Second, it may be that in general tLhe 

local ccot.my in Iloilo City was stronger during this period than in the 

Bicol region. In this respect, note that the retail-wholtsale portion 

of the tax increased by nearly 50 percent in Iloilo Cit-' compared to only 

30 percent in Legaspi City. Third, it may be that administrative prac

tices in Iloilo City were somehow more effective than in l.egaspl City in 

capturing tht taxable base (despite the fact that we were told there are 

eitiht clvrks as.in_,d to tLh. BLI in Loegaspi City and only six in Iloilo City). 

A much more detailed anal:.-sIs or tht Iocal economy and alministra Live prac

tices in Lnels L'Wo areas is ntecessary to sort out tile relative effect of 

these alternative possibilities. 

Variat ions Among Mainiiia ities nd Ci tie-s 

In order to obtain a more systematic view of the relation between the 

revenue yields of the BLT and various socio-economic characteristics of 

jurisdictions, we have carried out a cross-section analysis on BLT col

lections in 9R municipalities and 4" citi.s. .- have stulied the variation 

among municipalities within each proviaic., among all 99 municipalities, 

and among the 42 cities. Ordinary least sejuar.s regression has been 

tsed on 1077 data, with the revenue and incorme variables expressed in natural 

loi:ari thm , to .timate lour mod, ls: 

This discussion :s a bit technical. The general reader may skip to 
page IV-15 without loss in continulty. 
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I: BLT 1 + B1Yp
 

+

2: BLT m2 2Yp + 62Up
 

+3: BLTp 3 63Up + 	yINYPp 1 

4: BLT 4 + 64U + Y4NYp + r4P 

BLT can be found
One measure of the income elasticity of the yield of tile 

incomueby regressing per capita BLT revenues (BLT ) on per capita personal 

(Y) as in model 1. However, as suggestedpin tile tax effort discussion 

to miuch tax" hcnce our
of Chapter 11. the .ILT 	 appears he very an "urban 

Model 2 includes a variable measuring the percent of population living in 

urban areas (1!). The 	 data in Chapter 1I suggested that non-agricultural 

w-s total
income was more systematically aMIoStted with tax revenues than 

of the e of a more developed local
personal income--agailn an indication 

capita non-acricu)ural income (Ny)p
econ.m,.' Thu, Modcls 	 3 and 4 use per 

income and combine it with urbanization in Model 3
rather than per capita 

in Model 4. Several interesting
and both urbaniz:ation and population (P) 


can be draun from the r,'sults of this analysis, which are

conclusions 

presented in Table IV-2.
 

(income elasticity) varies
Thei cross sectional response to incomt' 

the four provinces. The coefficient for Bulacan is above 2,
greatly over 

vary among municipalities in the
suggesting that per capita l.'r revenues 

in personal
province even ra)re than in proportion to the wide variations 


Since we can't b:lieve that the income elasticity
income wnich exist. 

as as we conclude that high income communitiescould be high 2.22, must 


revenues per

have other characteristics which also stimus -, higher BI.T 
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TABLE IV-2 

CROSS SECTION ESTIMATES OF INCOHE ELASTICITIES 
OF BUSINESS LICENSE TAXa: 1977 

Province 

Albay 

Model 

1 

Inter-
cept 

-3.98 

ln(Per 
Capita 
Income.) 

.63 

Independent Variables 
In(Per Capita Popuiation

Percent Non-Agricultural (in
Urban Income) thoFands) R F 

.09 1.50 

2 -4.04 
(1.22)
.60 .03 

.22 1.92 
3 -3.88 (1.21) (1.49)

.03 .66 .46 6.10 

4 -3.52 (1.74)
.03 

(1.98) 

(2.95)**
.50 

(2.15)* 
.01 

(1.66) 
.56 5.51 

Bulacan 1 -14.43 2.22 
.23 6.32 

2 -9.64 
(2.51)*
1.49 .0. 

33 4.97 

3 -11.84 
(1.58) (1.73)

.004 1.94 .53 11.27 
4 -10.05 (.75)

.007 (3.46)**
1.72 -.01 .56 8.21 

(1.27) (2.94)** (1.23) 
Iloilo 1 5.02 -.74 

.05 3.97 
2 5.17 (1.99)*

-.81 .02 
.16 3.96 

3 -2.16 
(2.23)* (1.92)

.02 .32 .10 2.32 
4 -2.51 (1.59)

.02 (1.38)
.44 -.01 .14 2.09 

Sorsogon 1 -.12 .05 

(1.52) (1.75) (1.24) 

.00 .01 
2 .26 (.09)-.09 .04 

.53 6.93 

3 -1.02 

-2.04 

(.21) (3.72)** 
.03 

(3.11)** 
.02 

(2.12) 

.13 

(.85) 
.25 

(1.72) 
.02 

(2.24) 

.56 

.70 

7.67 

8.49 
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TABLF IV-2 (CONT.)
 

In(Per In(Per Capita Population 

Province Model 
Inter- Capita 

Income) 
Percent 
U: ,n 

Non-Agricultural 
Incom___ 

(in 
tjjo~iands) _cptR2 F 

Four 
Prov inces 
Pooled 1 -2.58 .42 .02 2.27 

(1.51) 
2 -.35 .04 .02 .24 15.23 

(.17) (5.25)** 
3 -3.04 .02 .52 .37 28.27 

('4 .06)** (4.45)** 
4 - 1.94, .)1 .51 .002 .37 18.73 

(3 85)** (4. 30)** (.38) 

Cities 1 -12.13 1.98
(3. -,5) ** 

.26 12.61 

2 -I.2/ 1.68 
(2.;0)**, 

.01 
(1.0i) 

.28 1).89 

3 -4.32 .004 .92 .23 5.19 

(.691 (2.08)* 
4 -2.60 .no4 .57 .005 .13 5.55 

(.76) (1.30) (2.24)* 

aDciepndnt variable: In(Per capita bosiness license tax). Numbers in 
parenthes,.; art, abso ltte t-v.1lues. 

Signilicant at lts. than the 0.09 level. 

Siinii i,'.nt -it 1 the 0.01 level.]es th.n 

SOURCE: :,mpitcd bv ,tith )r . 
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c.apita. In Albay, the income elasticity is a much lower 0.63, but 

nat statistically significant, while in Sorsogon, the statistical relation

ship is even weaker. 
The results for Iloilo ,-re perplexing. They suggest
 

that higher levels of income are associated with lower per capita BLT
 

revenues. 
 This result could have a number of interpretations. One is that
 

there are differences in tax rates, with higher income communities levying 

lower rotes. Anothe, Is that the per capita Income measure reflects large 

amounts of agricultural incom,- which, in turn, toes not reflect much
 

business tEixpaVinug caci tV. Tis 
 is more likely the explanation. Whcre
 

per capita income is high, there is a 
 high agricultural componelit and,
 

therefore, 
 a lesser ability to collect BLT revenues. Witn respect to all
 

of the estimates of Model 
 1, it is clear that not much of the variation can 

he explained within provinces. This means that either additional vari

ables have to be included 
to account for different levels of willing

ness and capacity to collect BILT revenues, or that there are Intangible
 

and personal factors which underlie 
 the more effective use in some
 

communities than in others.
 

The addition of tirban population and the non-agricultural measure of 

per capita income improves the results greatly (except in Iloilo where 

nore of the models c.m he considered very strong). In Albay the non

agricultural income elasticitv of the JILT rangtes from 0.50-0.h6 and approxi

mately one-half of the variation in per capita BLT revenues can be 

explained. The Bulacan elasticity is ronsinerabIv greater, ';uggesting 

1That this elasticity is nearly identical to that for the statisti
cally insignificant per capita income variable (and the coefficients on
the urban variable in Models 2 and 3 are identical) adds credence to thespeculation that the systematic income--BI.T relationshtp is attributable 
to non-agricultural income which is more easily capturable vLthe BI.T. 

http:0.50-0.h6
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that mulicipalities with a 1 percent higher level of per capita non

agricultural income collect nearly 2 percent more in per capita BLT revenues.
 

Again, this elasticity Is unexpectedl:y high. One possible explanation is
 

that as development 
occurs and incomes rise, an associated critical level
 
of population and huving power is reachud and the area )ect.s a rarket ng
 

center. Thi.s then creates a business tax base that reflects not .nlv the 

soclo-economi,, characteristics of the municipality itself but also its
 

ability to draw economic activity from other areas..1
 

In Sorsogon onlv the iurbanization v.,riablt, is significantly differ

ent from zero anti tht- incom e lasticity estimate is very low and statis

tically insignif icant. The hi gh F vailues and nun-sign If i cant coefficients 

in Model " for Sorsogon sugg .t a high degreev of multicollinearity, not 

at all a -lurpri-ing result since the provinct contains only 1 few urbanized 

areas that .erve as rtegional market centers. 

Given this highl,- dive -, set of results for individual provinces 

it is not surprising that the pooled data (9 mnici;.alities) show no 

significant r,,lationship between per capita inton,,, and the BI.T. (Indeed, 

the simplest trodel explains, onIv 2 percent of the variability in per capita 

BLT across all municipaliti es.) On tile other hand, both urbanization and 

per capita non-agricultural income remain signitican! and positive in each 

This point may be expanded with the aid of a h.'ot,.t al example.
Consider two neighboringi' communities A and B. A:;.mic haIt I calitv A 
has achieved a higher degree( of "idtvtlopment" which shows ip in the form 
of higher per capita income,,, orhanization, etc., and has ht.:ome thle 
marketing center for both c:ortuiunitiu.:. It will then earn higher than 
expectted BI.T revenues whilt. commiunit. B, with its lower per capita incomes, 
earns lower than expected BLT revenues. When BI.'I per capita is regressed 
on income, a I percent differtnce in income is not surprisinslv associated 
with a 2 percent difference in BILT per capitzi. 
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of the models In which they are used, and account for from one-fourth to 

one-third of the variance explained. It is impossible, however, to deter

mine the extent to which the relatively high levels of these variables 

and BLT per capita in Bulacan are responsible for these results. In any 

case, the failure to explain more of the variation makes one point clear: 

among the eother factor- which explain variations in per capita BLT revenues 

is the willingness to enforce and collect the tax. 

Interestingly, in the case of the cties, per capita income is sig

nificant and the Implied income elasticity is high (ap|,roxinst'-lv 2). 

The urbanization variable Is not significant (Model 2), even if used in
 

conjunction with per capita non-agricultural income (Model 3). As may
 

be seen from Model 4, population size does seem to matter--larger cities 

raise more BI.T per capita than smaller cities, irrespective of their level 

of income. As in the case of the pooled data. the city models explain
 

one-third or less of the variance.
 

Increases in Selected Cities 

4iecould not put together a long enough nationwide time series to 

study r',e revenue growth in the BI.T. We have, however, been able to observe 

how BLT revenues fared in selected Iloilo and Albav municipalities during 

the 1977-1971) period (see Fables IV-I and Wi0 thisIV-4). extremely 

small sample it is difficult to reach any definitive conclusions; but 

the data seem to prt lude general statements concerning the growth in 

BLT revenues in partictilar types of jurisdictions. The most striking 

feature of this growth pattern is a great deal of year-to-year variation, 

especially in the case of the Iloilo Jurisdictions. 



TABI.E IV-3 

BUSINESS I.TCENSE TAX PERFORMANCE IN SEI..L7ED ALBAY MUNICIPALITIES: 1977-1979 
(in pesos)
 

Camalig __ l. 1bon alinaoGeneral Fund 1977 1978 1979 ]977 1978 1979 
Tabaco 

1977 1978 1979 1977 1978 1979 

Business Tax 73,297 88,698 92,087 3Ul 1 2,44) 33,469 14,709 34,180 35,229 301,253 361,53b 398.451 

Business Tax as 
Percent of Ceneral 
Fund Income 16.5 16.0 15.1 8.2 
 8.7 7.9 7.5 
 it.P 14.0 22.1 24.5 24.2
 

Cro%,th Rate., (in percent) 
1977-78 1978-79 
 1977-78 1978-79 
 1977-78 1978-79 
 1977-78 1978-79
 

Business Tax 21.0 3.o 7.7 3.2 132.4 
 3.1 20.0 13.2 

Ceneral Fund Income 18.3 9.6 1.6 13.1 18.1 8.5 8.3 11.7
 

Socio-'conomic Characteristics 

1975 Population 41,702 47,890 24,889 65,254 
1970-7% Pop'ilation
Growth (Percent) 7.08 9.71 8.32 7.73
 
P'ercent 'rhan. 1975 
 8.64 13.2 0 19.6 
Mear, 107S Household 
Incori. (PI,.o ) 6,641 
 4,523 
 4,151 
 7,341 
Per (apita Non-Agricul
tural Incorn. (Pesos) 767 152 358 835 

SoI'RcF:S: Fl:.nwi-l data :ron thL. provincial treasurer; soc in-.cunomic data ."rom Nationa] C-nus and :StatisticsOtfice, "1975 Integrated Census of :he Population and Its Economic Activities, Phase II, Albay,"
No. 28Q (Manila, February 8, 1980). 



TABLE IV-4 

BUSINESS LICENSE TAX PERFORMANCE IN SEI.ECTED ILOTI.O MUNICIPALITIES: 
 1977-1979
 
(in pesos)
 

-- Ding Ie luumanas - Gimba]1977 1978 -19-79-F 1977 1978 _ 1979 1977 
 1978 1979
 
Business Tax 
 48,658 59,856 54,701 37,404 
 54,711 61,290 45.119 
 56,435 21,278
 
Business Tax as
 
Percent of General
 
Fund Income 
 10.5 13.2 10.0 6.6 8.6 
 8.8 19.2 24.1 8.2
 

. Growth Rates (Percent)
 

1977-78 1978-79 
 1977-78 1978-79 
 1977-78 1978-79
 
Business Tax 
 23.0 -3.6 
 46.3 12.0 
 25.1 -62.3
 
General Fund Income -2.4 20.6 
 11.8 10.3 
 -0.3 10.1
 

Socfo-Economic Characteristics
 
1975 Population 
 25,683 
 38,457 
 18,409
 

1970-75 Population

Growth (Percent) 
 12.80 
 10.53 
 10.64
 
Percent Urban, 1975 
 7.75 
 4.80 
 23.66
 

Mean 1975 11o0Lehold 
Income (Pesos) 4,104 4,429 4,389 
Per Capita Non-Agricul
tural Income (Pesos) 428 335 
 343
 



TABLE IV-4 (CONT.)
 

Passi 
17 19--. -

. . Pavia 
1978 1979 1977 

Tigbauan 
1978 1979 

Business Tax 69,666 60,627 54,775 109,100 149,940 153,685 13,950 14.346 14,869 

Business Tax as 
Percent of General 
Fund Income 6.2 5.0 5.3 21.7 26.8 21.8 4.2 3.5 3.4 

Growth Rates 
(Percent)
 

1977-78 1978-79 1977-78 
 1978-79 1977-78 1978-79
 
Business Tax -13.0 -9.6 37.4 
 2.5 2.8 3.6
 
General Fund Income 
 7.0 -14.0 11.4 25.7 21.0 
 8.8
 

Socio-Economic Characteristics
 

1975 Population 47,017 
 14,423 27,443
 
1970-75 Population

Growth (Percent) 23.99 
 10.44 
 12.14
 
Percent Urban, 1975 
 15.52 18.06 
 9.57
 

Mean 1975 Household
 
Income (Pesos) 9,891 5,961 6,746
 

Per Capita Non-Agricul
tural Income (Pesos) 443 552432 


SOURCES: Financial data from the provincial treasurer: socio-economic data are preliminary figures
furnished by the Natianal Census and Statistics Off ice. 
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In Albay, Tabaco relies most heavily on the BI.T. This reliance grows
 

out of the fact that Tabaco is the largest of the four Albay municipalities
 

represented here and serves as a market center for several surrounding 

municipalities. The other three municipalities are more rural In nature 

and much less important as trading centers. Their BLT revenues are under

standably lower relative to total revenue. The extremely large increase 

between 1977 and 1978 in Malinao is difficult to explain hut may be attri

butable to a new industrial plant that prior to 1978 was exempt from 50
 

percent of all local taxes under the preferential treatment afforded pioneer 

industries (Republic Act 5186).
 

In general, there Is much less reliance on the BLT in Iloilo. The 

municipalitv of Pavia relies more heavily upon this revenue source than do 

the othctr f ive jurisdictions represented here. While Pavia's population 

size and income characteristics are not significantly different from the 

other jurisdictions, and its location adjacent to Iloilo City may hamper 

its possibilities to serve as a market center, it has attracted some 

manufacturing activity which contributes heavily to its BLT base. 

Interestingly, the highest income community, Passi, has one of the lowest 

revenue dependency rates associated with BI.T. In part, this may be due 

to its location in a sugar-growing area--this implies a relatively high 

per capita income hut a low business tax base. The less urbanized areas 

In general seem to rely lss on tie hIT, again suggesting that it is 

e:ssentlally an "urban" tax. 
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Annual growth in the BLT is quite erratic in these six jurisdictions.
 

We have no good explanation for these fluctuations. However, variations of
 

this type can usually be traced to two major causes. The first is the
 

location of a new business which results in a dramatic one-year increase
 

in the tax. This is particularly true if it is a large business which 

accounts for a significant share of the total revenue yield. The second 

reason has to do with enforcement of the tax. If there is a major push 

to collect the BLT in a particular year, it may show up in a substantial 

increase, or if enforcement is lax in a particular year, in a substantial 

decrease. Even a single large, but late, payment of the tax in 

relatively small communities can greatIv influencu the annual pattern. 

Conclusions and Recommendat ion.s 

The BLT is a productive revenue source that local governments will 

continue to rely heavily upon. It is not as good a revenue source as a 

shared sales tax with the Central Government could be, its base assess

ment problems are substantial and probably insurmountable, and it does
 

not automatically grow with income and inflation. On the other hand, it 

has important advantage.s: it generates a great deal of revenue, it brings 

businesses as entities into the local L:%xpaving community, and it might 

be used to increase the collection t-fficiency of the property tax. One 

might take either of two directions in suggesting a program of reform: 

First, assume that the BI.T will remain an important local revenue source 

and raise the question as to how it might be aditisted to becom, more pro

ductive. Second, consider the possibility of replacing the BLI.T with a share 

I Central Government sales tax.
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Structural Reforms
 

There is room to improve the BLT structure, so as to make it more
 

easily administered and to make its revenue growth more responsive to com

munity income growth and to inflation One might begin by noting that the
 

primary objective of such reform is to increase revenue, though onerous 

allocative and distributional effects should be avoided. Rate structure
 

reform could be the first step to increasing the elasticity of the tax. 

Converting the system to a flat rate structure--at a rate higth,,? than that 

currently levied on larger businesses--would increase the revenue yield 

1 
as well as tile income elasticity of the tax. n increase in rates might 

ordinarily suggest increased taxpayer resistance and therefore a decline 

in collection efficiency, but not likely in this case. Firms with higher 

levels of gross receipts--those who stand to bear the greatest burden of 

this proposed rate structure change--are tile most easily monitored taxpayers. 

Such an alteration in rates could yield substantially greater revenues 

from the BLT while !;till not creating a tax liability on businesses that 

would prove onerous. What is needed is a more complete study of tile 

possible revenue generation and tax burden effects of alternative rate
 

structures. 

A second refcrm also has to do with the rate structure. In most
 

municipalities, the greatest number of payers of the business licen:e tax
 

are small firms which, by convention, are assessed flat amounts. Our 

The new structure wo, ld, however, still apply to differantlal rates 

across industry types.
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examination of BLT files in several communities showed that in many cases
 

these amounts have not changed in several years. Yet, with inflation at
 

a fairly rapid rate, we know that even these small firms are realizing
 

substantial increases in gross receipts. Therefoce, the flat rate payments 

made by the smallest taxpayers should he at least partly indexed to Infla

tion. One simple scheme would be to increase (decrease) the flat charge 

annually by 50 percent of the preceding year's consumer price increase. 

This would not be unfair, it could be easily done, and It would provide 

some amount of revenue increase. 

The major problems with the BLT, however, would remain. It is com

pl-cated and there is no good way for local governments to estimate year-to

year changes in gross receipts. Essentially it will remain a tax on the 

largest fira is in the cora.n itv, witl) nominal contribution-, by smaller firms. 

As has been noted above, tih-re are a few actions which might be taken to 

marginally improve the situation: haggling to increase tax liabilities, 

especially during periods of inflation; requiring the presentation of 

accounting records by larger firms; hiring an additional clerk or an 

occasional consultant to follow up on collections or to scrutinize busi

ness records; increasing the "late charges" applied to delinquent busi

nesses; and more vigorously tying the Mlayor's Permit requirement to that 

of the BI.T. Even with these reforms, however, the HiLT is going to remain 

a very difficult tax to collect and one without a substantial income 

elasticity.
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One possibility that deserves some attention is the hiring of a
 

business tax collector, perhaps with Central Government assistance. The
 

program might be as follows. Two collectors would be hired at tile provincial
 

level, and undergo training in tile analysis of financial statements and
 

in the sn.ecifics of tle BI.T. Their charge Would be to concentrate on 

determining the tILT liability of lirge and middle-sized businesses, and
 

providing technical advice to municipal treasurers on BIT record-keepi.'ng, 

assessrc llIald rollert i,In p'rocedures,,vt . Tht t r in ing and r'-nt ra I over

sight costs and a part of (he annual sal arv and ope rating costs might be 

covered directlV by tile Central ;overrnment with tile remaindher covered by 

the mun ic I pa I itv. Such a program Might be initiated in two or three 

provinces on a trial ba;i, to determint, its feasibilitv. flu the surface, 

it would ippear to ;romi -e revenu, return- ftr abo.e costs, it has the 

feattire of requiring a matching Ioc'al government contribution, and it 

strengthens the underlying fiscal capacity of local governments. 

Anl AlternaitiF.fix 

The problems with tile B.T are .ribstantial e nough to where other 

revenue source, might he con-videred in tie longer run. If tile Central 

Governuirit de ldci e a.:i, overtr'r Cs ,i more ei st ic rt'vente soirre, 

there might be some, cons id,.rat ion gie.''n to us,. of a :.Aared CLntral Covernment 

sales tax. While we have not studied this alternative--it w"'asnot in olr 

terms of reference--a number of advartages and disadvant ages are immediatelv 

apparent. 
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Given that the current Philippine sales tax is a levy imposed on
 

sales at t.he manufacturer's level, one principal advantage is that it would
 

likely be more income elastic than the BLT, i.e., it would grow more in
 

response to local government expenditure needs. Its second principal advan

tage is that it would be less costly to administer since administrative
 

responsibility would be shifted to the Central Government. 
A third advan

tage is that it could be stimulative of local government tax effort. The
 

latter could work by allowing the local government to choose the rate it
 

would levy--up to a maximum--in order to receive a share. Communities
 

choosing to tax themselves more heavily with a higher surcharge would
 

receive a greater amount of revenue.
 

It would, however, have several significant disadvantages. First,
 

it would not he equalizing--communities having more production activities
 

would benefit most. The current B1.T is not so severely counterequalizing, 

but more prosperous communities do get more revenue than less prosperous
 

ones. However, since the current national sales tax is levied at the
 

f!rst stage of prod,-ction rather than at the point of 3ale, tying a local
 

surcharge to this tax would mean that a community with a retail/wholesale
 

economic base would suffer in comparison to a community where manufacturing
 

is predominant. This then rel.,,.- to a second problem with any sharing 

scheme--that the coverage of the national sales aIx is not so great as the 

coverage for the BLT. That is, many smaller firms would not be reached 

by the national tax and therefore would drop out of the locaj taxpaying 
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community. This is contrary to the spirit of attempting to decentralize
 

participation in a governmental process and to mobilize a greater share of
 

growing local resources for governnent purposes. 

On the whole, the idea of local sharing of the sales tax, as it is
 

currently instituted in the Philippines, is unlikely to prove advantageous. 

It may be that a preferable method of revising the local tax structure is 

to increase the role of the intergovernmental grant system while still, 

if possible, taking advantage of the two main pluses associated with the 

sharing idea--lowered administrative costs and rewarding those communities 

that are willing to tax themselves more greatlv. We turn to this question 

in the following Chapter by suggesting that the amounts of these inter

governmental flows could be increased while simultaneously inserting a 

local tax etfort measure in the determination of the local shares. 



CHAPTER V
 

INTERGOVERNMENTAL FISCAL RELATIONS
 

Because the local finance and governance system in the Philippines is
 

subject to such a high degree of central control, changes in the system
 

of intergovernmental relations will be at the heart of any reform effort
 

to streng.hen the hand of local government. Consistent with its stated
 

role to uncourage decentral izat ion, the Philippine Government has been 

active in this area in recent years. The Allotment system has been con-


Linuously revised and the barangay unit has been promoted to almost a full
 

partnership in the formal Central and local governmental system. Whether
 

these changes have been successful in moving the government closer to its
 

objectives, and whether they have reinforced one another are issues posed
 

in this chapter.
 

The scope of inquiry here is not so wide as the chapter title may
 

suggest. Intergovernmental relations covers many topics--in a sense this
 

entire report is about intergovernmental rolations in the Philippines.
 

Even if the subject is narrowed to intergovernmental .":oc77 relations, a
 

very wide range of considerations is suggested: grants and subsidies to
 

local governments, tax sharing between Central, provincial and local
 

governments, approval of tax structure changes and borrowing, monitoring
 

and approval of budgets, and appointmeut and supervision of local fiscal
 

officers. In this section only the first two of these issues are considered,
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with the focus on the Allotment System and on the growing role of the
 

barangay unit in local government finances. In each case we return the
 

same questions, "Is the grant program structured so as to encourage the
 

mobilization of additional resources at tile local government level? Is
 

it somehow equitable? Does it provide an adequate flow of revenues to
 

local governments? Does it stimulate capital spending?"
 

All facets of the intergovernmental transfer system aren't considered
 

here, but the most important components are included. We see these as
 

being
 

•The General (BIR) Allotment
 
-The Specific Tax Allotment
 
•The National Tax Allotment
 
-The Barangay Allotment shares
 
-The 10 percent barangay share of property taxes
 
-The f500 grant to barangays by local governnnts
 

The BIR Allotment
 

The BIR Allotment system was changed quite substantially during the
 

1970s. 1 Because some of these adjustments were complicated, it is all
 

the more essential for us to begin with a description of tile system as
 

we understand it. History is especially important here because in some
 

respects tile old system was never completely abandoned. We then turn to
 

an evaluation of the effects of tile BIR Allotment on local government
 

budgets and to alternative possibilities for reform.
 

History of Structural Changes
 

Prior to PD 155 (March 3, 1973), 17 percent of national internal revenue
 

collections were distrihited to local governments. The basis for the
 

1The latest change is P) 1741 in January 1981.
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distribution was BIR collections in the preceding year, where
 

(1) 	13 percent was allocated to provinces and cities
 

(2) 	4 percent was allocated to municipalities.
 

These total amounts were then distributed on the basis:
 

(1) 	70 percent according to population
 

(2) 30 percent according to land area.
 

In addition, local governments received an amount equivalent to about 6
 

percent of the preceding year's national internal revenue tax collections,
 

in the form of local shares from the withholding tax and from "excess" 

income tax collections. Particularly this additional component biased 

the distribution of central assistance toward a small number of relatively 

wealthy provinces. It was this bias and the desire to make the grant
 

system more equalizing that brought on another major reform. 

A new system was introduced with PD 144. Its major features included:
 

(1) 	20 percent of national internal revenue taxes
 
(not assigned to special funds and accounts) should 
he trar.sferred to local governments, with the 
computition based on BIR collections during the
 
third :ear prior to the current fiscal year 

(2) 	 Tho' -l1Lcation would be divided among local 
government levels:
 

30 percent to provinces 
45 percent to municipalities 
25 percent to cities 

(3) 	These funds would be shared according to a weighted 
three-factor iormtila:2 

70 percent according to population 
20 percent according to land area 
10 percent according to Lqual shares 

1Under FUN2343, local units received 30 percent of the income taxes 
collected (in a jurisdiction) above the 1959 level. 

2 Apparently th 1970 tiv-u> results were to be used in computing 
the allocation, thus no jurisdiction-level changes would be ,Ide in the 
allocation formula until thct 1975 census r-sults ".'ere processed. 
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It was also specified that
 

(4) 	For FY 1974-1976, the annual allotment for any
 
local government would not increase by more
 
than 15 percent nor decrease by more than 50
 
percent of the locality's FY 1971 allotment.
 

This 	last feature, then, linked FY 1914-76 allotments to the old system.1
 

1Whether this constraint is binding depends, oddly enough, on the 
rate
 
of growth in BIR collections. PD 144, as amended, provides that the total
 
grant fund (F) be related to BIR collections as
 

F = .2BIR
 
t t-3
 

The municipal share is 40 percent, or,
 

Fm = 	 .08BIRJ 
t 
 t-3
 

Any given municipality would receive an allotment (Ai) from
 

= /p ++
A, = 	 .7Fm P Y .2F' I./YL + (.1)(.000 67)Fm 

where the .00067 equals 1/1,500 given approximately 1,500 municipalities
 
in the country. Substituting and elimiinating the last term as Inconse
quential, we derive
 

Ai = (.056 Pi /P + .016 Lt/JL)BIRt 3
 

where A is the amount received, provided that it is not more than 15
 
percent above the 1971 allotment. The 1971 total grant fund (F) was
 

r= .2BIR1
 

and
 
Fm = .O8BIR 1
Ft 08It-1
 

For any given municipality
 

A= itt.7P/YP F'm + .3 L/jL Fmt
 

substituting
 

A = (.056 P/P + .024 L/YL)BIRt 1 

Now we may write, for example, that the entitlement for a municipality in 1977 is 

A = (.056 P./YP + .016 1./YL)BIR or,1,77 	 74
 

A = 1.15(.0 1.!1' + .016 I.i,:Il.)BIR 70A1,77 	 7 

whichever is less. 
In this case, if the growth in BIR collections between 1971 and 1974 

was greater than 15 percent, the constraint is not binding. 
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Two additional features were included in PD 144. First, economic
 

development expenditures received greater emphasis in that
 

(5) 	20 percent of a jurisdiction's Allotment was to
 
be earmarked for developmental projects approved
 
by the Ministry of Local Government and Community
 

Development (HL(;CD). 

Second, the role of the barangay was emphasized in that
 

(6) 	Each barangay was to receive 10 percent of property
 
taxes collected within the barangay and, in addition,
 
eac'i jurisdiction was to contribute up to f500 to
 
each barangay within its boundaries. The Provincial
 
Treasurer was named custodian of these funds wiLh
 
2xpenditures requiring MI.GCD approval. 1 

The BIR Allotment was amended one year later (September 21, 1974) by 

PD 559 which specified barangays as co-recipients of the Allotment. 

Through FY 176 barangays were to receive P56 million that had previously 

been 	earmarked for division among provinces, municipalities and cities.
 

After FY 197, the split among local governments was to be:
 

a. 25 percent (had been 30) to provinces 
b. 40 percent (had been 45) to municipalities 
c. 25 percent to cities 
d. 10 percent to barangays. 

PD 559 spocified that the amount set aside for barangays was to be 

distributed in the form of community development project grants with the 

distribution administered by the President. Thus there was an alteration 

in the BIR grant system away from general grants and toward projects grants.
 

The BIR Allotment system was changed again in PD 937 (May 27, 1976). 

Thi-	 amendment was made, at least in part, to address the grant distribu

1 Barangavs do have annual budget.-, although given the limited nature 
of their activities, these budget; are not very complex. Their funds are 
held in trust ith the local treasurr acting as agent. 

"Interstinc lv, 1Ph) 559 drops entirelv any rention of 10 percent of 
the property tax revent,.s varmarktcd for iiarangavs. Yet apparently, this 
tax sharing continues. 
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lion during the six month transition from a July 1 - June 30 fiscal year
 

to a January 1 - December 31 fiscal year, effective January 1, 1977. In
 

addition, PD 937 specified that in FY 1977 a "hold-harmless" provision
 

(no decreases in the annual Allotment) replaced the 50 percent maximum
 

decrease in annual Allotments while Allotment increases were restricted
 

to 25 percent of tile FY 1976 amount (rather than 15 percent above the
 

1971 amount as specified in PI) 144).
 

PD 144 was further altered by PD 1231 (November 4, 1977). It specifies 

that allocations for the fiscal years 1978 through 1980 would be equal 

to those determined for 1977 (under PD 937). In fact, this temporary 

measure may be the most important change in the grant system since the 

enactment of PD 144. In efiect, it has held constant the peso level of 

the grant to be distributed and brought on a drastic decline in tile real 

distribution. By 1980, only about one-third of the actual grant entitle

ment was being distributed. 

In Januarv 1981, PD 1741 was enacted, providing for: (a) the grant 

of additional aid to local governments whose income declined in 1980 

due to low crop price.s; (b) the allow,'ance of year-to-year Increases in 

1 
Allotments beyond the 25 percent ceiling for certain local governments.
 

The second of these provisions is especially important in terms of its
 

efcect on the 0 ,trihution of the Allotment. The PD provides that for
 

t ird, fourth, fifth and sixth class local governments, increases )f
 

IWe have not had the opportunity to review this PD in detail.
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more than 25 percent may be made subject to adequate justification as
 

recommended by the Ministry of Local Government and Community Development,
 

and subject to the availability of funds. The PD also notes that if
 

these conditions are met, the Allotment may be increased by up to 30
 

percent (third class local governments), 35 percent (fourth clasc local 

governments), 40 percent (fifth class local government) or 45 percent 

(sixth class local government). While such additional aid may be justi

fied on equity grounds, it does not provide incentives for increasing tax 

effort. That is, those governments experiencing revenue declines are more 

likely to be awarded additional grants than those putting forth greater 

efforts to maintain their revenue flows. 

BIR Allotment Objectives and Imfpacts on Local Finances 

The objectives of the BIR Allotment, as spelled out in PD 144, are 

multiple, i.e.,
 

"...for purposes of administrative simplicity and 

efficiency and in order to establish a more equitable 
system of distribution of allotments and introduce 
the developmental concept of the allocation of funds 
to local governments..." 

PD 559 speaks of the need to
 

"...accelerate the transformation of local govern

ments into self-reliant and progressive communities..."
 

From these Presidential Decrees, one might infer the following objectives:
 

*to create a more equitable distribution of allotments 
,to stimulate economic development expenditures
 
*to stimulate the further mobilization of local resources
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To this list, we might add two more objectives that seem to regu

larly come up in interviews about the strengths and failings of the Allotment
 

system. There was much concern, at the Central Government level, about
 

whether local governments were accountable for their expenditure of Allot

ment funds. At the local government level, the concern was over the cer

tainty of how much Allotment would be received and the eZasticity of Allot

ment revenues with respect to income growth and inflation.
 

E_uitY 

Does the BIR Allotment system accomplish an equity objective? The
 

answer in the Philippine case depends, in part, on how one defines equity
 

i.e., on what the government is trying to equalize. One possibility is
 

simply to provide more resources to poorer areas, i.e., to equalize per
 

capita personal incomes. Another is to equalize local government fiscal
 

capacity, perhaps by providing greater grants where the local tax base
 

is lower or where expenditure needs are thought to be greater. A third 

would be to allocate more Central Government resourres where per capita 

expenditures are lower, i.e., to attempt to equalize the per capita amount 

spent. A fourth would he simply to equalize the per capita distribution 

of the Allotment as iC to argue that every person in the country has the 

right to the same peso amount, regardless of where he lives or how wealthy 

he is. 

It simply isn't clear which of these concepts of equity the Government 

has identified. The distribution according to land area and population
 

may be an attempt to take account of greater expenditure needs, but will
 

be Income equalizing only if the more populous areas tend to be poorer.
 

The most recent provision of lifting the ceiling on lower class munici
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palities also may reflect the objective of increasing the flow of resources
 

to poorer municipalities, if lower class municipalities tend to have lower
 

incomes. The correlations in Chapter II above do 
not suggest that this
 

is the case.
 

Because these matters are not spelled out explicitly in government
 

policy, one must turn to 
the evidence on the actual distribution of the
 

Allotment to look for implicit objectives. Working with cross-section
 

data for 1977 for a sample of 96 municipalitites in four Province:; (Albay,
 

Sorsogon, Iloilo, and Bulacan), 
 and 40 chartered cities throughout the 

country, we have estimated the simpl correlation between the per capita
 

Allotment received, per capita personal income, per capita assessed value, 

per capita expenditures, and population size. 
 Statistically significant
 

relitionships would indicate that, de 
facto, Allotr.nts were distributed
 

with biases in favor of 
or against these variables.
 

The results for chartered cities 
(Table V-i)'show no significant
 

relationship with any of these variables, i.e., 
none can explain the
 

variation from a high per capita Allotment of F36.24 in 
 Bais to a low of
 

4.94 in Baguio. The absence of a relationship with population is not
 

surprising. Since 70 percent of the city share 
is distributed on a popu

lation basis, the :d . "::" dstrib1 ution of the Allotment should be 

neutral with respect 
to population siP:v. But to find no relationship with 

any of these criteria is a surprise, Either grants to cities--25 percent 

of the total BIR Allotment--are systematically related to some other vari

1Of course, our results are influenced by the inclusion of only these 
four provinces. We note this impe :ant caveat here and caution that it 
should be kept in mind throughout this analysis. 
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TABLE V-I
 

SIMPLE CORRELATIONS BETWEEN PER CAPITA BIR ALLOTMENT AND
 
SELECTED INDEPENDENT VARIABLES, FOR SELECTED CITIES
 

AND MUNICIPALITIES: 1977
 

Independent Variable Citiesa Municipalitiesb 

Per Capita Personal Income -0.07 0.09 

Per Capita Assessed Value 0.14 0.27 

Per Capita Expenditures C.10 0.52 

Population Size -0.02 -0.34 

(Number of Observations) (40) (96) 

Correlation Required for
 
Significance:
 

at .05 level .31 
 .20
 

at .10 level .25 
 .16
 

aIncludes the cities listed in Appendix I-A less two for which
 
data regarding the BIR allotment were deemed to be in error.
 

blncludes the municipalities in Albay, Bulacan, Iloilo and Sorsogon
 

as listed in Appendix II-A.
 

SOURCE: Computed by authors.
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able not included here--or they are distributed in a random, ad hoc manner.
 

The 40 percent distributed to municipalities shows a more consistent
 

pattern. Significantly greater amounts of per capita Allotment were distri

buted to municipalities that had greater fiscal capacities (as measured by per
 

capita assessed value) and to those that made higher per capita expenditures. 

Jurisdictions with smaller populations received significantly larger amounts.
 

With respect to municipalities, then, tile resulting per capita distribution 

of Allotment would not seem to refflect tile intent of the population-land 

area-equal share formula. Again, the special provisions of the various 

PDs have created a kind of ad hoc distribution that favors jurisdictions 

that already have a greater capacity to finance. While this kind of bias 

is not without its virtues, as we, shall see below, it points out that the 

system was not successful in equalizing Income, fiscal capacity or expendi

ture levels among municipalities.
 

The city and municipal shares constitute only 65 percent of the total 

BIR Allotment in any single year (barangays share in 10 percent of the total 

and provincial governments account for the remaining 25 percent). Unfor

tunately, we were unable to gather the necessary data to analyze the equity 

Implications of the provincial government distribution. Since there are 

no good data on the socio-economic characteristics of barangays, analysis 

of this lowest level of government was also impossible. 

From this evidence on cities and municipalities in the four provinces, 

three rather important conclusions might be drawn about the equity of the 

distribution of Allotments. The first is that it does not appear to equalize, 
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indeed, it may even be counterequalizing. Second, the actual distribution
 

is apparently influenced as much by mandatory ceilings, maximum increases,
 

etc. as by formula provisions. Third, the distribution pattern and equali

zing effects are quite different as between cities and municipalities,
 

leading us to conclude that the Allotment system would not appear to be
 

a system at all, but a combination of grant programs for cities, munici

palities, etc.
 

Fiscal Stimulation
 

To what extent is the BIR Allotment program stimulative of local govern

ment fiscal activities? Does iL'induce local governments to spe-nd and ta:.
 

r,iore than they would have otherwise, or is it substitutive in the sense of 

allowing local governments to t:ax less than they otherwise would have?
 

Economic theory would suggest tile latter. On the one hand, a lump sum grant 

(with no matching requirement or maintenance of effort clause, such as
 

the BIR Allotment) provides no extra inducement for tile local government
 

to increase spending beyond the amount of the grant. Ordinarily one would
 

expect a peso of Allotment to be divided between, (a) increased expenditures, 

1
 
(b) tax relief, and (c) increased cash balances.


On the other hand, the BIR Allotment may turn out to be less substi

tutive than one might expect. One reason is that there is a large backlog
 

of unmet public service needs which virtually guarantees that any increased
 

amount of revenue available to the local government will likely find its
 

way into the local budget. This would reflect a combination of a high
 

1 In theory, the divisioa between (a) and (b) depends on the income 
elasticity of .Imn;md for ptiblic and private 9oods. Mereas, (c) may be 
a ffected bv; a prvecauti onarv mot ivc, i.e. , it would tend to be larger if 
total officials wcr. mort, risk-averse. 
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income elasticity of demand for local public goods and the fact that once
 

a government receives grant money 
it is more likely to spend the money
 

than rzturn it in tax relief, the so-called "flypapc-r effect "1
 

There really are two quCstions at issue here. The first 
is the impact 

of the BIR Allotment on General Fund cx',,ndi tures. The second is the impact 

of the BIR Allotment oa total e,_onomic Jcvelopment expenditures, which may 

take place in either the General Fund or the InfrastruLture Fund. The 

measurtrlent of these impacts turn,; out to he quite a complicated matter
 

and rcqtuirc a simultaneous conside ration of 
 the BIR and Specific 'lax Allot

ment. Thc simplc dia.Lram bt-low -.ight aid in understanding thi4 complexity. 

The BI P AllotPt'nt is Tpaid t U-neral Fund andto , the SpLcific Tax Allot

ment to the Infras tructure Fund, 'nut trans, fe rs fron the (;eneral to the
 

Infrrastruct rc Fund ov.cr and above 
tht. :-iandatorv proportion of Gen, ral Fund 

income may ot-cur. One might supposu tiat tht.se transz ers would be greater
 

(and therefore General Fund -xpend!tures lower and the BIR Allotment much
 

less stimulativt.) if the Sp'cific Tax Allotr-.t-nt 
 were ',ess. 

Cetne ral Fund [A l tment. 
17.xp en d i t ,i r t-! 4 11 1 - I 

Sg.x e nous 

[Variables
Infras;truct ure 
 Aloten 

Fund Expendi turel;N L i,:,' ,u
 

1Edward Crar lich, "Intvr , .ovrn.-tntal I:rant-s:A ? ,.vi ew of the Empiri

cal l.lter;:ture," in he. Political Econo-.yof Fiscal F'deralism, Vd. by

allace Oatevs (I.exf .gton. Mass.: Lexington-4--ks, -iP77"13,-flr5ter 12.
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What this means is that in order to get a reasonable estimate of the 

fiscal impact of the Allotment system, a model of expenditure determination 

which allows for the interdependence of the twc. Funds must be developed. 

Necessarily the model is complex and is presented here in some tedious 

detail. The readez primarily interested in ;esults may skip directly to
 

page V-23 without los., in continuity, hut he should he cautioned about the 

many simplifying assumptions inherent to the model. 

A Grant-Irpact Model. As discussed in Chapter II, the fiscal structure 

of local governments in the Philippines includes both the General Fund (GF) 

and Infrastrllcturo Fund (IF). The BIR flows to the former while the Specific 

Tax Allotment flows to the latter. There is a statutory minimum transfer 

of monies from the (,F to the IF; but jurisdiction., nay opt to transfer 

greater amounts. Furthermore, it is possible, although more difficult, 

for a jurisdiction to transfer funds in the opposite direction (IF to 

GF). This, then, suggests that the traditional expenditure determinants 

approaches, w1hich ;.mould cons ider (;F and IF expenditures independently, would 

he inaccurate. The model we develop here recognizes that activity in 

these two Funds is interdepLendent. 

We anticipate ;hat a higher level of Infrastructure spending per capita, 

IF p, will be associated ..'ith a higher level of General Fund spending per 

capita, CF (i.e., 1GF /,IF > 0). We also anticipate that the BTR Allotment 

and the Specific Tax Allotment (STA) will directlv impact spending in the 

General and Infrastructure Funds respectively. There also are indirect 

grant impacts. For example, the provision for interfund transfers makes 
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it quite likely that an increase in Specific Allotment will indirectly
 

generate an increase in General Fund spending, i.e., 3GF/)STA > 0.
 

To model this process, we define...
 

(F = f(AV , NAg , IF , BIR ) (1)
P p p p p 

IF = F(POP, U, CF, STA ) (2)
p p p 

whe re
 

Endogenou. variab l es:
 

CF 
P 

Per capita General Fund expenditures 

IF Per c;pita Infrastructure Fund expenditures

P
 

Predetermined variabhles:
 

AVp :-, -.,A .d ',',iltiv of prop, rty per capita
 

N.., Non-a ,ricultural nnomIi pe.r capita
 

L : Pt. rcent of population living in urban areas 

POP: Total population 

BIR : BIR Allotment per capitaP
 

STA : Specitic Tax Allotment per capita1
 

This specifiration refli-cts the asstumption that spending is jointly deter

mined by de.,ind and :i -al capacitv variables, and, as such, the model cannot 

be interpretd as ,e inie built on either a demand-oriented or revenue

determin.d basis. 

As noted abov.c, ' vp t.. isize. 

--(;F I,IF 0 
p P 

I 
Original Iv, we tstimated the fiscal impact of BIR and STA using

P p
indirect least sqiiare, . Using various combinations of income, population,
and urbanization variables, we were unable to explain ;iuch variability. 
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This hypothesis implies that the exogenous demand and capacity variables
 

will not fully explain spending in a particular tund but that there are
 

positive cross effects.
 

We further expect that, given the form of the BIR Allotment Formula
 

with no built-in incentive to increase revenue or expenditure efforts, that
 

't;F /3BIR < 1
 
p p -


In other words we hypothesize that the grant system does not encourage
 

stimulation of locally supported expenditures, i.e., of tax effort. The
 

impact of the decific Tax Allotment may be a different matter, since
 

capital grants may carry some built-in features that stim,,late local
 

spend ithz. lhese are co.ered ,clew (see pp. V-36-42). 

(ivtn the interdependent nature of the GF and IF func'ions--which 
P P 

we specify for estimation purposes to be linear--a simultaneous equation 

estimation technique is necessary to yield consistent estimates of the 

parameters. ',i'e employedhave a two-stage least squares estimation 

technique to derive the estimates discussed below. 

In estimating the impact of the Allotment system on General and Infra

structure Fund spending, th., direct imparct of the BIR on General Fund 

spending and Its indirect effect on Infraztructure Fund spending have been 

recognized.
 

The first stage estimates regress each endogenous variable on all
 

predetermined variables, so that t;F and 
IF are generated as follows.
 
P P
 

GF = a + b BIR + b2STA +f (3)
j) I p 2 p -3-

IFp p a + C BIR + c 2STA + c3R (4)p 2 P
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where X is the matrix of predetermined variables (specified above), al, bl,
 

b2, a2 , c., and c are estimated coefficients, and b3 and c3 are vectors of
 

estimated-coefficients. (This notation is used simply to facilite tthe 

discussion here since we are concerned primarily with the effects of BIR
 
P 

and STA on CF and IF .)
 
P P p 

The second stage estimates will be
 

C p a3 + dIAVp + d NA ++ dIF d4BIR (5) 

Ap = a4 + elIPOP + e2U + e ++Fe 4 STA (6)p
 

where: IF and Gf" are generated from the first stage equations (3)p P 

and (4), and all coefficients are estimates.
 

Substitution of the first stage results into the second stage equations
 

and partial differentiation yields,
 

XJFp/3BIR = d4,+ d3cl 
 (7)
 

3GFp/STAp M d3c2 (8)
 

p/BBIR = e3b 
 (9)
 

aIFp/STA  e4 + e3 2 (10)
 

The estimation of these partial derivatives and the answer to the grant
 

impact issue are given in the next section.
 

The second major question to be addressed with this model is
 

the impact of the grant system on total economic development spending. 

A complication arises because economic development spending may show tip 

in either the General Fund or the Infrastructure Fund. While all Infra

structure Fund spending is development-oriented, only a portion of the 
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General Fund can be so considered. So as to capture these effects we have
 

specified an expenditure submodel that essentially treats General Fund
 

development spending as residual in nature. 
 That is, as was suggested in
 

Chapter 11, genieral government spending has a large "fixed" component that
 

must 
be undertaken regardless of the spending capacity of local governments.
 

Likewise, the bulk of public welfare and safety spending is mandated (in
 

this case, linked to revenues).
 

To capture these features we define total local economic development
 

spending as the sum of IF plus the residual of total GF from "expected"

p P 

general government and public welfare and safety .pendinp'. The expected 

levels of general government and public safety expenditures are determined
 

by predicted ;F 
 and certain other socio-economic characteristics of the
P 

jurisdiction that are thought to influence community choices about spend

ing for these functions.
 

More formally we define
 

E= (G - E ) + IF (11)p D p p 

wi th 

F* =C( + PSW (12)
 

where
 

DE : econon~ic development expenditures per capita
 

FE expected General Fund, non-development expenditures 
per capita.
 

(F : the predicted valte of GCF from equation (5)
P P 

1F 
p 
: tht. predicted value of !F 

p from equation (6) 

GC expected ,eneral govternren expenditu, res per capita 

PS : expected Ipublic saftetv and welfare expenditures per capitap 
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To estimate GG and PSW we specify
 
p p
 

GGp M f(POP, l/G) - a5 + g1POP + g2 1/61 (13) 

PSW * = .18Gt + PSW (14)

P p P
 

with
 

PSWp f(U, POP) 
 (15)
 

so 

PSW- .18G " a6 + htI + h2POP (16) 

The GG 
p 

equation (13) includes population under the assumption that there 

are certain general government functions that must be expanded above
 

the "threshold level" as the number of residents expands, e.g., 
number of
 

clerks in service agencies. Yet we also expect that as total spending
 

expands, general government spending will become a smaller proportion of
 

total General Fund expenditures (due to its fixed nature). Equation (14)
 

provides specifically for the mandated 18 percent contribution to the INP
 

while (15) suggests that these contributions will be supplemented in
 

response to urbanization and population differences across jurisdictions.
 

Evaluation of the grant system effect on economic development spend

ing requires an estimation of M[E/BIR z.id DE /STA . Since the DE
 

definitional equation (11) implicitly includes both the estimated total
 

expenditure functions ((GiP and IFp) and the expenditure composition func

tions (CG and PSW ), evaluation of these partials requires inclusion of the
 
p p
 

1
Equation (14) implicitly Issumes that General Fund spending equals General
 
Fund revenue since the INP mandate refers to revenue, not spending. In light
 
of the discusslon of cash balances and surpluses in Chapter Ii, this is
 
obviously unrealistic; yet to encompass these features would greatly compli
cate the model and there are not adequate data on cash balances in any case. 
We would like to be able to fall back on the justification that our sample 
is large enough for these cash balances to wash out, but we do not have 
enough information to know if that is a reasonable assumption. 



V-20
 

entire model. When fully specified, equation (11) can be expressed as:
 

DDp - + d]AV 1 + dP2 NAg + d 3 + P1 R c2';TA4 -Ia 2 cR + 4_ c X 

+ d4BIR)- (85 	+ g1 POP + g2 /[	 3 + 11AV p f d J;AI. 

+ d3(a2 + C I R + cSTA + cX) 1 d4I1TII - p ip'4 '" 

- (.18in 3 + (lAV + d2 NAg p + d3 (a + c Il P + c.STA I c .) 

+ d4BIR pI + a6 + h 1; + Ia2POPI + fa + p POP 
1 4
 

+ C 11 + C3 11 + h BIR + h STA 4 b XI
2 3p 	 2 p -3. 

+ e4 STA " (17) 

When this foreboding expression is differentiated with respect to BIR and 
P 

STA we obtain:
P 

5DE
 -
 = d + d 	 -g2(d 3c1 + d
4 

-5BIR 3C1 4 	 + + 


p 	 V2 
(d3c1 d4) e3b1
 

g,
 

= d 3c1 + d4 ][.82 + "I + e3b 	 (18) 

and
 

3DE -gdC
-P =d c -231l 
3STA 3 2 V2 	 + +318d3c2e e4b z 

d3c2 1.82 + -;1 + v h + e4 	 (19)
3 2 	 3 2 
where
 

V = [a3 + d3
ll + d2Ag2 + d (a + c BiR + c STA + c X)P p 32 1 p 2 p -3

+ d4 BIRp .
 (20)
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Thus, again, the overall estimated Impact of the grant system depends on
 

a combination of parameters but, given the imposed non-linearity in the
 
* 

cc equation (13), also is expected to depend on the level of the BIR
P
 

Allotment.
 

We now turn to a quantitative estimates of these parameters and their
 

Implicat ions.
 

Statif.tical Results. This model should be tested on all local governments
 

in the Philippines, or at least on a random, nationwide sample. Data are
 

not availlable for such an analysis. We may, however, test for the stimula

tive effects of the BIR Allotment using our four-province sample of 96 

mun Ic Ipa lit ie.
 

lnfortunatelv, the results of estimating this model do not allow us to 

draw the firm.conclusions we would have liked. The problem, we think, is 

a combination of not having a nationwide sample, not having enough data to 

correctly specify the model, and the inherent variability in the level of
 

capital expenditures. These limitations notwithstanding, this statistical
 

analysis does givevo*e up interesting conclusions.
 

The regression res;ults presented in Table V-2 hear out the hypothesis 

that per capita General Fund expnditures are higher where per capita 

Infrast ruct ure Fund expenditures are higher, 2,'.': : " ' "t'c , 

. , ,.t?::,::: . . :. This leads us to expect 

that the cross-,Ifects f uirants (e.g., thu indirect impact of the Specific 

Tax Allotment on Ceneral Fund spending) will be important. As is expected, 

per capita (;enera l Fund expendittires are highe r where per capita non

agricultural income and per capita as tessed valuation are higher. 
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TABLE V-2 

REGRESSION RESULTS FOR MODEL OF STIMULATIVE IMPACTS OF
 
BIR AND SPECIFIC TAX ALLOTMENT GRANT SYSTEM
 

Independent 
First Stagea 
GF IF 

Second Stage 

GF IF GG *c PSW**d 

Variables _P Fp Fp p 

Intercept 4.44 .86 -3.65 -.11 14.38 2.2C 
(1.18) (.41) (1.14) (.07) (13.46) (3.68) 

BIR 1.40 .23 .72 
P (3.74) (1.11) (1.05) 

STA -3.97 .87 1.60
 
P (1.76) (.70) 
 (1.38)
 

AV 6.31 1.18 2.84 
P (7.45) (2.52) (1.70) 

NAg 4.64 .52 8.53 
p (1.47) ( .29) (2.11) 

U 16.61 3.73 .60 2.05
 
(4.64) (1.88) ( .32) (1.41) 

POPe -.069 -.032 -.020 -.031 -.049
 

(1.56) (1.32) ( .96) (1.41) (2.72) 

IF 2.69 
P (2.30)
 

GF .177
 
P 
 (3.93)
 

I/GF -80.78 
P (6.08)
 

2 .49f f
a .69 .20 .23 .32 .08
 

F 33.16 3.76 21.55 6.74 22.24 3.89
 

Note: Entries In parenthesis are absolute values of t-statistics. 
aEquations (3) and (4). 

bEquations (5) and (6).
 

cEquat ion (13).
 

dEquation (16).
 

ePopulation in thousands.
 

fR2 statistics are unreliable in the second stage of 2SLS.
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The evidence makes it difficult to argue that there is a stimulative
 

impact of the BIR Allotment. Our estimation of equation (7) dOea show that
 

a f1 higher BIR Allotment is associated with a P1.33 higher level of 

General Fund expenditures (see Table V-3), but the level of statistical 

significance is low. From equation (7), we derived 

,)GF/3BIR = (,.I/3BlR + *.;V/.'IF) FI/ BR) (7') 

hence, 

-cF/;PBIR = 1.33 = 0.72 + (2.h9)(0.23) (7") 

However, neither the estimated coefficients which directly involve BIR
 
p
 

(0.72 and 0.23) art s ignificantlv different from zero. In light of these 

results, we are hesitant to concltde that the expenditure impact of tile 

BIR Allotrintn is significantlv greater than zero. Such a conclusion sug

ge.ts a st ,stiittive effect, I.e., local governments either substituted the 

Allotment for what would have been higher taxes or they accumulated it in 

larger cash balance,. 

The indirect Impact of the BIR Allotment on Infrastructure expendi

tures is negligible (sec Table V-3) meaning that larger IIR grants do not 

free up substantially more resources to he transferred to the Infrastruc

ture Fund expendittires. Again, however, the leve.ls of significance are 

quite low. 

We realize that the t-statistics are only approximat ions in the 

second stage .quations and that, strictlv speaking, we should not base our 
concluitions on the level f significance. Still, in tie first stage
results, tht cxplanatorv .ignificancv of tiie IFPequat ion is qu itt low 
which suggests that th,. predicted .ii of IF, will not varv a great
deal around tilt mean. orcover, tht STA and BIR are not si .-nificant 

p p)
in three of four case.:. Finallv, the 1IR variahIt. s-hows a low level
of significanc, ill t.he ,econd stage equtlon. 

http:2.h9)(0.23
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TABLE V-3
 

BIR AND SPECIFIC TAX ALLOTMENT IMPACTS ON
 
LOCAL GOVERNMENT EXPENDITURES
 

(in pesos)
 

Per Capita 

Expenditue Caterv 


General Fund 


Infrastructure Fund 


Development Expenditures 


Expenditure Response to a 

Per Capita BIR 


Allotment 


1.33 

(7)a 


0.25 


( 9) 

0.98 

(18) 


1H ligher Amount of
 
Per Capita Specific
 

Tax Allotment
 

2.34
 
(8)
 

0.90
 

(10) 

(2.18)
 
(19)
 

aNumber in parenthesis refers Lo UqUation number in text. 
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The development expenditure submodel gives similar results, i.e.,
 

no evidence of a stimulative impact of BIR Allotments on capital expendi

tures. The results of the structural equations are sensible, and much as
 

hypothesized. General government spending has a threshold level, and
 

thereafter declines as a percent of total General Fund spending. PutblIc
 

safetv and vel fare expenditures are prettv much constant 
at 18 pt.rcent 

of Cvnerail Fund expenditures (revenues). A P1I higher BIR Allotment tends 

to be .J:;:rociated with a F0).98 higher level of economic development expendi

tures (Table V-3), but, a; above, the level el ;ignificac, is too low 

in the structural equations for us to have any confidence in this result. 

We simply calnot produce good evidence that the BIR Allotment stimulates 

capital spending. Thi, raises some interesting question, about government 

policy. If there is one clear objective f Central Govt..rnment inter

governr.ntal policy, it is to induct, local governments to !;pend more for 

economic development purposes and less for consumption of goods and ser

vices. One approach to achieving this objective has been to require that 

20 percent of the BIR Allo tment be allocated to development projects. 

However, this does not assure--and wccannot find evidence--that develop

mnnt expenditures will be increased by 2n percent of the Allotment, over 

and abov what. would have ben spent in tht absence of the Allotment. 

The problem with these result-; may have to do with the sample, in 

particular the coverage of only four [rovinc. . Broader coverage would 

reduce the de inance of a "Prov'.inct. Effect" and would allow for more 

variability in the dependent and vxplatatorv factors. In addition, we 
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know the equations are poorly sp'.cified, but we were unable to gather 

the necessary data. Estimation of this model on a nationwidr Lociz should 

be a high research pr.ority. 

Levels of significance not-:ithstanding, it might be useful to inter

pret the results implied by column (1) of Table V 3 to get some idea 

of the capabilities of the model. A *I higher level of BIR Allotment 

per capita would result in a f1.33 higher level of General Fund expendi

tures per capita, and a FO.25 higher level of Infrastructure spending. 

Of this net impact of i1.58, PO.98 is higher economic development spend

ing (fO.73 in the General Fund) and fO.60 is higher gtneral government 

anJ public safety expenditure. Of the O.60 in non-development spending, 

an average of *0.24 is automatically siphoned off by virtue of the 18
 

percent INI requirement. There is clearly much to be learned from such
 

a model, and its estimation on a nationwide basis would seem well worth
 

the necessary effort. 

Accountabil itv
 

Related to the grant impact is ,;e is the question of accountability. 

Lump sum grant-. such aq the BIR Allotment, are often criticized on grounds 

that local govrnments may -pend the money an',.way they se. fit ar with 

an' leve l of effi-'iencv, i.e., thev are not accountable for their actions. 

The problem is an old one of the con,.cquences of separ-iring the pleasure of 

expenditure bt.nefits from tht. pain of taxation--if a government must tax 

its citizun.- to pay foc services, it will le nore -;olicitnus In how it 

spends the money. 
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How can local governments be made more accountable? Two possibilities
 

come to mind. First, if matching local funds are required, as in a partial
 

cost reimbursement grant system, local governments must 'pay' to receive 

the grant and in that fashion become accountable to their own citizens 

with respect to how the grant -onics are spent. To institute such a system 

in the Philip:ines would call for a complete overhauling, of the existing 

general nurpohse grant sI.-Ltm. 

A -,cond approach, r or, applicabl, in the case of a general purpose 

grant si, !) as the BIR Allotrm.nt, is to build in a "maintenance of effort" 

factor. At prese'nt ther, is nothiini e.xp licit in the allocation formula 

which .ie.hi cher tax effort. in actuai fact, however, the per capita 

1 
BIR Allotmeqi1L positively correlate.d ,'ith the level o: tax.: ftor. , i.e., 

the simple correla-ion tor 83 -un,'cipalities in Alvav, Bulacan and Iloilo 

is 0.33, su,-iestin.p larger BIP Allotr-vnts d:o fl,, to jurisdictions making 

greater efforts. Yet if the index were to be built directly into the formula, 

one would anticipate an t-evn stronger relation. 3 

To 4vt some idea of 1!o" such , system might work and of its potential 

impact. consider the followingQ exp.crimcnt. Assume the formula for dist.i

lax effor t i- ,easured here as the ratio of own source tax revenues 
(T) to personal inc-.e (Y). For .urthcr discussion of tax effort, see 
Chapter 	 II. 

2 Throuchout this section Sor-.o.:on ;; omitted from the analysis 
since -we did not have Ian,! area :nfor-mation for the municipalities within 
the province. 

3 ,overnmrent.",Knowing tha.t they will rec-ive more Allotment if theV 
increase their tax effort, "'would tax themselvt,.c more heavil': than they 
otherwise y'ould have. This result holds if only we assume some positive 
price elas! ic it'v of denind for government-produ( .-d goods. 

http:Allotrm.nt
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buting the BIR Allotment Is changed to
 

a. 50 percent: population
 
b. 20 percent: land area
 
c. 30 percent: tax effort1
 

For our sample, the actual (1977) distribution of Allotment is as shown
 

in column (L) of Table V-4. 
 For the same total amount of Allotment, the
 

distribution under the hypothetical formula Including tax effort 
is shown
 

In column (3). The differences, shown in columns (4) and (5), 
 indicate that 

municipalities with higher tax efforts gain substantially. 

The differential effect of the inclusion of the tax effort factor 

may be studied more systematically with a straightforward regression 

analysis. 
Th,. current system aliocattd 90 percent of BIR Allotments 

according to ;,opulation (POP) and land area (A). That is, 

BIR = f(POP, A). 
 (21)
 

To explain the variation across municipalities, we may estimate
 

BIR = d0 + a POP + a,A . (22)
 

Now, the BIR Allotment per capita, BIR 
can be inferred from (22) as
 

BIR = a !POP + a1 + a,(A/POP). 
 (23)
p o
 

The tax effort component, S., in the formula would simply be based
 
on the relative size of a jtrisdiction's tax effort vis-a-vis that of all
 
other jurisdictions, i.e.,
 

T./Y. 
Si = -----I

"(T./Y'.)
1 I 

where T is total ouwn source 
personal income for the same 

tax revenues 
jurisdiction. 

in jurisdiction i and Y is 
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TABLE V-4
 

DISTRI3UTION OF BIR ALLOTMENT UNDER ALTERNATIVE FORMULAE,
 
SELECTED MUNICIPALITIES: 1977 

(i n: ,,esos) 

(1) (2) (3) (4) (3-1) 
Actual Hypothetical Tax 

MunicipaItv 
Per Capita 
Amount 

Percent 
Share 

Per Capita 
Amount 

Percent 
Share 

Gain/ 
Loss 

Effort 
Ranking 

Hu lacan 
Angat 9.51 1.82 7.49 1.35 -2.02 14 
Balagtas (Bigaa) 8.08 1.55 9.35 1.68 1.27 8 
Baiiwag 9.92 1.90 5.40 0.97 -4.52 10 
liwaue 5.65 1.08 4.91 0.88 -0.74 20 
Bu lIcan 4.70 0.90 8.00 1.44 3.29 7 
Bustos 
('.11limpt 

7.24 
4.415 

1.39 
0.85 

6.07 
4.29 

1.90) 
0.77 

-1.18 
-0.16 

25 
44 

(; uilitLo 11.30 2.16 11.2'4 2.02 -0.05 4 
l1.i:,,nov 4.40 0.84 4.32 0.78 -0.08 27 
Malolo; 5.53 1.06 4.25 0.77 -1.28 12 
M. ri lao 10.86 2.08 14.17 2.55 3.31 3 
.'evc.liavan 9.73 1.86 4.72 0. 85 -5.01 11 
%or.,.i rav 5.98 1.14 18.80 3.38 12.82 1 
Ob:,dt, 4.81 0.92 5.27 0.95 0.46 24 
Pand i 6.74 1.29 6.40 1.15 -0.33 32 
Pao:Atwmo" 5.29 1.01 5.75 1.03 0. 46 29 
Plaridel ,4.97 0.95 5.89 1.06 0.93 17 
Pu Ii !an 4.4 4 0.85 4.31 0.78 -0.13 52 
San I 1dotonrso 4.65 0.89 5.13 0.92 0.48 31 
San Jose del Monte 4.62 0.88 5.07 0.91 0.115 26 
San MiviieI 4.79 0.92 6.93 1.25 2.13 39 
San R'Ifl1 9.63 1.84 7.57 1.36 -2.07 42 
Santa Maria 6.94 1.33 4.55 0.82 -2.39 28 

Al. ba. 
Baca, ,v 4.93 o.94 4.62 0.83 -0.31 59 
Cam;l i2 6.43 1.23 4.48 0.81 -1.95 72 
Da raka 5.29 1.01 4.61 0.83 -0.68 15 
Guinobatan 4.67 0.89 4.73 0.85 0.06 70 
Tovellar 7.09 1.36 6.99 1.26 -0.10 68 
l.ibon 4.98 0.95 4.69 0.84 -0.30 69 
Ligao 4.69 0.89 5.30 0.95 0.61 21 
Malillpot 4.52 0.87 4.56 0.82 0.04 77 
Malinao 5.06 0.97 5.16 0.93 0.10 75 
Kinito 6.36 1.22 8.31 1.149 1.95 35 
Oas 4.80 0.92 5.09 0.91 0.28 78 
Pio Duran 3.84 0.7J 5.1"1 0.93 1.32 57 
Polangul ,.69 0.90 4.28 0.77 -0.41 65 
Rapti-Rapu 5.67 I.09 6.81 1.22 1.14, 54 
S:,nto Domingo 5.32 1.02 8.36 1.50 3.04 16 
Tal'. 5.88 1.12 '-.22 0.76 -1.66 36 
Ti :i 4.86 0.93 6.75 1.21 1.89 19 
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TABLE V-4 (CON-r.) 

()(2) (3) (4) (3-1) 

Actual Hypoihetical Tax 

Municipality 
Per Capita 
Amount 

Percent 
Share 

Per Capita 
Amount 

Percent 
Share 

Gain/ 
Loss 

Effort 
Ranking 

Iloilo 
Ajuy 6.22 1.19 6.39 1.15 0.13 64 
All moaian 6.48 1.24 6.00 1.08 -0.48 74 
Anllao 6.53 1.25 7.54 1.36 1.01 49 
Badiangan 7.41 1.42 6.22 1.11 -1.19 51 
Balasan 6.27 1.20 6.11 1.10 -0.16 53 
Banate 5.84 1.12 6.95 1.25 1.11 55 
Barotac Nucvo 8.65 1.66 8.16 1.47 -0.50 5 
8iarotac Vit. jo 8.10 1.55 0.85 1.23 -1.25 46 
Batad 11.27 2.16 5.74 !.03 -5.54 81 
Bingaiwan 3.09 0.76 8.68 1.56 4.69 63 
Cambt uian 
Cal inllo 

5.15 
6.77 

0.99 
1.29 

4.55 
10.20 

0.82 
1.83 

-G.60 
3.43 

67 
6 

Car Iv ,.64 0.89 4.70 0.85 o.06 80 
Con ctpc ion 5.33 1.02 5.39 0.97 0.06 82 
1)in It. 
iltenas 
Dkmiang,is 

5.91 
6.55 
4.93 

1.13 
1.25 
0.94 

6.18 
3.01 
5.26 

1.11 
1.08 
0.95 

0.25 
-).534 

0. 11 

23 
41 
30 

Istanciai 5.87 1.12 7.91 1.42 . -4 13 
Cuimba 1 5.66 1.08 6.32 1.14 0.66 34 
1 ,bara 
.Ji av 

5.81 
5.23 

1.11 
1.00 

6.15 
5.62 

1.10 
1.01 

0.34 
0. 3. 

73 
33 

l.1mt-unlio 4.7. 0.91 5.18 0.93 0.4 3 79 
l, zanes 7.47 1.43 9.41 1.69 1.94 18 
Lm-rv 5.81 1.11 7.15 1.29 1 . 34 71 
I.xon 5.31 1.02 4.86 0.87 -0.45 76 
.Maasin 5.90 1.13 5.35 0.96 -0.55 F:3 
Miagao 4.89 0.94 4.65 0.84 -0.24 66 
.Mina 
New l.ucena 

3.3? 
12.39 

0.63 
2.37 

7.66 
7.89 

1.38 
1.42 

4.35 
-4.50 

48 
37 

Oton 4.78 0.91 4.90 0.88 0.12 43 
Pass1 9.47 1.81 5.24 0.94 -.. 2 ' 61 
Pavia 8.05 1.54 11.91 2.14 3.86 9 
Pototan 5.98 1.14 4.51 0.81 -1 .47 56 
San fionisio 6.59 1.26 8.37 1.51 1.7 40 
San Enrique 6.53 1.25 17.83 3.21 11.30 2 
San Joaquin 5.35 1.02 6.17 1.11 0.82 60 
San 
San 

Mii uv1 
Rafael 

8.73 
10.24 

1.67 
1.96 

7.05 
13.85 

1.27 
2.49 

-1.69 
3.61 

45 
47 

Santa Barbara 5.39 1.03 4.76 0.86 -0.64 62 
Sara 5.32 1.0 1 7.15 1.29 1.83 38 
Tigaitin 5.41 1.04 4.76 0.86 -0.65 58 
Tubungan 6.87 1.32 6.37 1.15 -0.50 50 
Zarraia 8.43 1.56 11.08 1.99 2.95 22 
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so we may estimate
 

(24)

R b + bPOp- I + b2(POP/A)-1 

= a, = 3BIR/aPOP, a constantb0 


= POP2(BIR/IPOP)
b1 a0 


b, = a,= 3BIR/(A/P'OP). 

To equatio,: ('41, we add tax effort, E1 and estimate 

BIR = c0 + cI(POp)- + c1(POP/A)
- 1 + c3E (25)


p 13 

When the BIR Allotment per capita under the current scheme is regresed 

on the inverse of popuilation (and the inverse of population density, i.e., 

equation (24) , we obtain 

- -I (26)
BIR = 5.1 + 32459.6(POP) 1 - 52.2(POP/A) 
(3.58) (0.74) 

R
2

= .144 F = 6.70 (t-statistics in parenthesis) 

The extremely low explanatory power of this seemingly definitional relation

ship suggests that either certain ad hoc adjustments to the formula are
 

used to allocate the Allotment across municipalities or, more likely, the
 

1977 Allotments were based upon population data from 1970 rather than
 

from 1975 as are being used her,:.
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When the tax effort variable (E) is added to explain actual 1977
 

allocations of the per capita Allotments, we obtain
 

- - I
BIR = 4.4 + 32891.3(POP) - 49.5(POP/A) + 1.13E. (27)
P (3.87) (.75) (3.45)
 

2
 
R = .26 F = 9.05 

The explanatory power of the equation is increased a bit and we 
find the
 

tax effort variable to he positive and significant at less than the 0.01
 

level. This suggests that even without the specific inclusion of tax 

effort in the allocation formula, the 1977 Allotment distribution system 

did favor those areas which were making greater tax effort. 

When the alternative scheme sugg.ested here is used, the analogous 

regression results are:
 

- 1 -
BIR = 1.02 + 44354.0(POP) + 307.6(POP/A) + 3.84E. (28)
P (14.31) (12.78) (32.07) 

R2 = .95 F = 534.9 

Given that the population, area and effort data are exactly the same for
 

determining the hypothetical allocation of BIR 
 as were used to estimate
 
P 

equation (28), it is not terrihly surprising that the fit of this equation 

and the levels of significance of the explanatory variables is so strong. 

More interesting, however, is that the results suggest that after having 

accounted for the other variables in the distribu ion formlla, a 1 percent 

greater tax effort is associated with a F3.84 greater per capita BIR
 

Allotment, or a differential of P2.71 compared to the current system.
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Such an inducement would be quite susbstantial; F2.71 is equivalent
 

to 43 percent of the average amount received under the present system. For
 

a municipality, such as Pavia in Iloilo, tax effort is 1.36 percent which is
 

over twice the average (0.64) of the 83 municipalities studied here. A
 

changeover from the present system to 
the tax effort formula system, without 

changing the total amount distributed, would result in an increase of 

f55,603 to Pavla, or 48 percent of the amount they presently receive. 

One would not have trouble believing that an incentive of this kind would 

result in the mobilization of substantial additional resources. 

On the other hand, municipalities currently puttiug forth less than 

average tax effort wzould find that under the alternative system, BIR Allot

ments would decline. For examvle, Libon in Albay had an estimated local 

tax effort r.tio of 0.28 in 1977 and received P24, ,2 in the form of 

BIR Allotmvnts diring that year. Under the alternative system this Allot

ment would declint, to f229,922 or a decrease of 5.9 percent. 'While not 

catastrophic, this decrease might be sufficient to encourage the locality 

to put forth greater effort in utilizing its tax capacity. 

Elasticity and Certainty 

Another criterion for evaluating the BIR Allotment is the elasticity of 

its revenue yield--is the BIR yield responsive to income growth and infla

tion and in that sense is it a good substitute for an income elastic, 

locally raised tax? 
 One might frame the issue as follows: The Central
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Government has opted not to give local governments an independent income
 

elastic tax source, e.g., a sales or income tax. Instead, local governments
 

have been given the BIR Allotment. Hence in evaluating the Allotment, we
 

might ask whether it has responded to income growth and inflation as an
 

independent tax source would have. Since local expenditure needs respond
 

to these factors, local officials are prone to argue that the revenue struc

ture should follow suit. 

It is well known among local government officials In the Philippines 

and clearly shown in Table V-5 that tile Allotment system is quite income 

inelastic--it would appear to have responded neither to GNP nor to inflation. 

1here are two distinct components to the Allotment elastlcity: (a) the 

growth in the amount of Allotment actually distributed relative to the amount 

due and, (1) the growth in the BIR basis relative to CNP. The former is 

the primary explanation of the low BIR Allotment elasticity. This low
 

elasticity has been a result of discretionary government decisions--the
 

government has felt that other needs were more pressing than local government
 

finances and, as a result, has distributed less than the entitled amounts
 

since 1975. The current peso amount distributed was not raised between
 

1977 and 1980, with the result that in 1980. actual distributions were only 

about 7 percent of the BIR basis, by comparison with the 20 percent authorized 

i'. PD 144. This decline has been a long-term patterr., as may be seen from 

both Table V-5 and Figure V-l. 
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TABLE V-5
 

GROWTH IN 61R ALLOTMENT
 
(in millions of pesos)
 

Total 
Allotment Actual BIR 

Year Due Distribution GNP Basis 

1981a 2472.6 --- 12,363.1 

1980 1853.0 658.9 274,334b 9,502.4 

1979 1332.6 658.9 220,4380 7,593.3 

1978 1117.3 658.9 178,543 6,366.3 

1977 1140 6 658.9 154,280 6,498.9 

1976a 422.6 315.1 2,408.2 

1976 878.2 547.8 131,938 f 4,391.2 

1975 599.8 505.4 114,265 2,999.2 

Budgeted.
 

Projected.
 
CPreliminary.
 
d
 
Six-month Transition. 

e Based on one-half of estimated 1976 GNP. 

Not final estimate.
 

SOURCE: Accounting Divisions, HER, :1OF, and NEDA. 

Amount Distributed
 
as a Percent of
 

BIR 
GNP Basis 

... ... 

0.14 6.93 

0.30 8.68 

0.36 i0.35 

0.43 10.14 

O.48* 13.08 

0.42 12.47 

0.44 16.85 
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The second component of the elasticity, internal tax revenue collections,
 

has not shown the elastic growth that one might expect. The BIR basis has
 

grown ".rth in erratic pattern relative to GNP, peaking in 1977 and declining
 

somewhat thereafter (see Figure V-i).
 

The result of these factors has been relatively little growth in the
 

BIR Allotment in recent vars. As a share of GN!1 tile Allotment declined 

from 0.44 percent in 1975 to 0.24 percent in 1980, implying an income elas

ticity of 0.14. Between 1978 and 1980, there was no increase at all in the 

BIR Allotment; in fact, it declined significantly in real per capita terms. 

However, it in intterCsting to note that if issued at Jl*: full authorized level, 

the income u la:sticitv tf the BIR would have been unity over this period. 

Even if the BIR Allotment had been fully distributed, the elasticity 

would not have been unity in every jurisdiction. Indeed, the distribution 

is on a basis of population, which is changed !very fifth year, and land 

area. Hence, when the nationwide distribution is increased, say in response 

to an Increase in GNP, every recipient receives a proportionate increase.
 

Foe those jurisdictions with personal incomes growing faster than the national 

average, the system is Income inelastic. For those with relatively slow 

personal income growth, it is income elastic. Depending on one's v!2w 

of what causv-; expenditure needs to rise, the Allotment distribution system 

is a success/failure in getting the pesos to where the needs are. 

Closely related to the elasticity maxim for evaluating the BIR Allot

ment is !,::.:,',. Efficient local government budgeting and financial 

planning requires some reasonable estimate of how much can be expected from 
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each revenue source. Capital budgeting requires even longer term revenue
 

projections. Such projections have not 
been possible with the BIR Allotment
 

In recent years, because distributions have been primarily determined by
 

ad hoc government policy. One could safely conclude that the yield of 

virtually any local government tax could be more easily estimated.
 

In sum, the BIR Allotment does not get good marks with respect to either 

its elasticity or its certainty features. 
 Revenues do not grow in proportion 

to ;P or in!lat ion, hence, have not provided a growing base which local 

governments can use to finance their growing expenditure needs. By the 

sane token, the Allotment is not certain in amount from year to year,
 

largel1v b'causte it is heavilv infltuenced by discretionary government decisions.
 

Rather than being a true shared tax, as provided by law, it wutld appear that
 

the amounts actually distributed arc based on ad hoc year-to-year decisions.
 

Whil2 this may increase the flexibility of the Central Government in con

trolling the total flow of resources, it leaves local governments in a posi

tion of being unable to effectively plan their budgets for much longer 

than a one-year period. 

T eSecific Tax Allotment 

The second major program of intergovernmental assistance to local 

governments is based on PD 436 (April 13, 1974) which amended the Internal 

Revenue Code as it pertained to specific taxes en a variety of petroleum 

products. More important for this discussion, it earr-irked a designated 
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port'an of these taxes for sharing with local governments. The basis for 

the Specific Tax Allotment is the designated tax collection in the second 

preceding year, e.g., the basis for the Allotment in 1979 is the designated 

tax collection in 1977. 

The sharing scheme is: 

a. 20 percent to provinces 
b. 30 percent to municipalities 
c. 50 p.orcent to cities 

with the allocations based on the same weighted three-factor formula as 

used for the BIR Allotment: 

a. 70 percent according to population
 
b. 20 percent according to land area
 
c. 10 percent according to equal shares-


The entire allocation is to the Infrastructure Fund (earlier the Road
 

and Bridge Fund). 

As in the case of the BIR Allotment, barangays were included in the 

allocation scheme in 1974 with the issuance of PD 558 (September 21, 1974)
 

By this PD, one-fourth (25 percent) of the total specific tax was to be
 

retained in a special fund allocated by the President to barangays for 

road and bridge construction, improvement and maintenance. These prn

visions of PiDs 436 and 558 have apparently not been altered. However, the 

specific tax rates were increased substantially under PD 1122 (April 21, 

1977) and again under EO 550 (August 1, 1979). These changes result in 

a r,'arked increase in the size of the Specific Tax Allotment Fund. 
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Specific Tax Allotment Objectives 

One might evaluate the Specific Tax Allotment in much the same way 

as the BIR Allotment. I:sit fairly distributed? Does It stimulate additional 

Is it certain in amount and does It respond to increasingcapital spending? 


income and prices? PD 436 seems to emphasize the objective of meeting
 

expenditure needs, i.e.,
 

"...local government revenues are found to be inade

quate for purposes of financing the maintenance and
 

repair of existing roads and bridges, as well as new
 

construction and improvement projects....
 

Equity, or equalization objectives are also considered 

to provide the local governments"...it is the policy 
sufficient resources in areas of governmentalwith 


operations that cannot be supported by local funds."
 

Eq!_i t " 

To determine whether !he distribution of the Specific Tax Allotment is 

meeting equity objectives, we might carry out an experiment similar to that
 

for the BIR Allotment. At question is how strong is 

the correlation between the per capita distribution of the Specifi( Tax 

carried out above 


Allotment and
 

a. per capita personal income,
 

b. per capita expenditures, 
c. population,
 

d. 	per capita assessed value. 

V-6 give some idea of the distribu-The simple correlations in Table 

ing--cities with a lower per capita personal get 

tional features of the Specific Tax Allotment system. Among chartered 

cities there appears to be sore pattern to the distribution. It is equaliz

income more -and smaller 
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TABLE V-6 

SIMPLE CORRELATIONS BETWEEN PER CAPITA SPECIAL TAX ALLOTMENT
 

AND SELECTED INDEPENDENT VARIABLES, FOR SELECTED
 

CITIES AN.- MUNICIPALITIES: 1977
 

_____Indedent Variable Cities Municipalities 

Per Capita Personal Income -0.336 -0.138 

Per Capita Assessed Value 0.038 -0.100 

Per Capita Expenditures - General Fund -0.107 -0.191 

Per Capita Expenditures - General Fund 0.015 -0.142 

and Infrastructure 

Population -0.383 -0.263 

(Number of Observations) (41) (96) 

Correlation Required for Significance: 
at .05 l"'el .31 .20 

at .10 levv! .25 .16 

SOURCE: Computed by authors.
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cities get more. The patterns are similar but not as strong in the case
 

of municipalities The Specific Tax Allotment seems 
to behave more like 

a grant system, i.e., -he city and municipal components are more alike in 

their distribution than In the case of the BIR. 

Fiscal Stimulation
 

It see.ms 
 clear that the major goal of the Specific Tax Allotment is 

to stimulate spending on iafrastructure projects. Though the system carries 

no niatching or maintenance of effort clause, it may well achieve this stimu

lation hccause the Allotment i.s carmarke~d to thie Infrastructure Fund and 

because capital projects often require supplementary local government
 

expenditures, e.g., road and bridge maintenance, Miistruction
the of a
 

new market may require road improvements, etc. On the other hand, three
 

factors might dampen or even negate this stimulation effect: 

tht possibility that hi.,her Specific lax Allotments 
.: ,;o.vrnm.ntswill induce ' to reduce transfers from 

the t;encral to tii_ Infrastructurt: Fund. 

'tie possibililv that the local government would 
substitute hi,:hcr infrastructure Fund exptend it tires 
for lower General Fund economic development expendi
tures, thereb,- not increasing - -7 capital 
expenditures. 

*the possibility that part of the Specific Tax 
Allotment will simply be banked in the form of 
increased cash balances. 

To investigate these possibilities, we return to our earlier analysis 

of the stimulative effects of grants, which considered both the Specific 

Tax Allotment and the BIR Allotment (see pp. V-12-26). As in the BIR Allot

ment analysis, the problem here is the low level of significance of the 
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results. Some interesting conclusions, however, may be drawn from the esti

mates presented in Table V-2 and V-3. First, there is some basis for arguing
 

that the Specific Tax Allotment is stimulative of local government expendi

tures, certainly it is more stimulative than the BIR Allotment (see Table
 

V-3). Second, higher qnecific Tax Allotments seem to result In higher 

General Fund expenditures, likely because transfers to the Infrastructure
 

Fund are less needed. As a result, Suecific Tax Allotments may be more stimu

1 
lative of General Fund expenditures than are the BIR Allotments.
 

Finally, Specific Tax Allotments would appear to be stimulative of
 

economic development expenditures. The process, however, is interesting.
 

A pe;o more of Allotment, on average, means a peso More bf Infrastructure
 

Fund spending, but it also means higher spending in the General Fund-

f2.34 by our estimates. About F1.28 of this amount shows up in increased 

economic development expenditures in the General Fund. In total, then, a 

F1 higher All't7ent is associated with a #2.18 higher level of economic 

development expenditures.
 

Elasticitv
 

The Specific Tax Allotment is not like an elastic tax, i.e., since it
 

is not z -- 'r it will not respond to income growth or inflation. 

Revenues will grow only in rpsponse to discretionary changes and to increases 

in the z:,c"c- of consumption, and volume has been relatively ilat. Revenues 

from the Specific Tax Allotment remained approximately constant for 1976

1978 but increased markedly in 1979 because of specific tax rate increases
 

1We do face some of the same significance probiems as in the case of the 

BIR analysis above, and they raise the same kind oi concerns. Still, these 
results are somewhat better. From equations (8) and (10), 

.CGF /',STA = ,GF /-,IF . :-F /!STA = (2.69)(0.87) = 2.34 
p p p n p p 

/Ii3STAIp = ?lip /,STAp+ ("IFp/.GFp).(GFp/-.STAp) 

= 1.60* + (0.177*)(-3.97*) = 0.89 

http:0.177*)(-3.97
http:2.69)(0.87


under PD 1122 in 1977. The rates were increased in 1979 under EO 550,
 

which implies a further revenue increase in 1981 (see Table V-7).
 

The rationale for tying the Specific Tax Allotment to petroleum taxes
 

is understandable: the original intent was to use the funds for road con

struction and maintenance, and petroleum consumption seemed a reasonable
 

basis for identifying beneficiaries. Ho-cver, the program has since expanded 

to a more general infrastructure type of assistance and is an important 

source of local government revenues. The specific tax does not provide at.v 

growth in this important tax base. In any case, changes in petroleum 

tax rates art more likely to be dictated by energy policy than by the finan

cial needs of local governments. Tying tie distribution of grants to energy
 

policy would stem to lead inevitablv to antrmalies such as the current situa

tion where increased specific tax rates on petroleum products could poten

tially lead to an enormous revenue windfall for local governments.
 

National Tax Allotment
 

In addition to the establishment of the General and Specific Tax 

Allotments, PD 144 also created an additional l.t-al Government Fund con

sisting of 5 percent of thc BIR revenues (over and above the 20 percent 

set aside for General Allotment). This was to be used for project grants
 

with projects approved by a committee (specified In LOT 636) consisting of 

the Minister of Finance, the Minister of the Budget and the Minister of 

Local Government and Community Dhvelopment. 

(cont) Using one-tail tvst, all components noted with * were significant 
at the 0.1 lvel or better (though the usual problems with t-statistics 
in second stage equations are present). 
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TABLE V-7
 

GROWTH IN SPECIFIC TAX ALLOTMENT
 
(in millions of pesos)
 

Total Actual Amount 
Amount Actual as a Percent 

Year Due Distribution GNP of GNP 

198 881.8
 

1980 767.0 na 274334b
 

1979 525.1 528.9 22043E 0.24
 

1978 115.3 94.6 178543 0.05
 

1977 115.3 124.8 154280 0.08
 
de
 

1976a 54.7 144.o 0.11
1 319 38e 


1976 118.2
 

1975 142.8 nd 114265
 

na: not available.
 
aBudgeted.
 

bprojected.
 

Cpreliminary.
 

dSix month transition.
 

eNot final estimate.
 

SOURCE: Computed by authors.
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This Fund amounts to earmarking an additional share of BIR Oollections
 

for local governments but leaving tile distribution--amount and purpose--to
 

the discretion of the Office of the President. 
 In amount, the National
 

Tax Allotment to the Local Government Fund is not insignificant (see Table
 

V-8). Indeed, it approaches half the size of the 3IR General Allotment in 

some years. But in the two years for which we have on tiledata extent to
 

which this grant has actually been distributed to local governments, it
 

appears that, again, only a small proportion of the total amount due was
 

actually released.
 

An evaluation of the National Tax Allotment 
 is not easily done. The
 

primary objective would seem to be to increase presidential discretion to
 

finance certain projects in certain regions--perhaps those which are in 

accord with national goals. On tile other hand, this program provides no 

formal inducement for local governments to mobilize additional resources,
 

nor does it give an 
incentive to improve financial management.
 

The most important question to be asked here is whether the objectives 

of this program are important enough to justify such a large share of total 

grants to local governments.
 

The Issue of Baranga- Thares 

The series of PDs that have redefined intergovernmental relations in 

the Philippines have increasing of resources tomade amounts available the 

barangay unit of local government. PI) 144 designated 10 percent of real 

property tax collections for barangays and provided for a contribution by 

local governments of tip to f500 to vach barangay within its boundaries; 
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TABLE V-8
 

GROWTH IN NATIONAL TAX ALLOTMENT
 
(in millions of pesos)
 

As a Percent Actual Release 
As a Percent of Actual BIR Amount of as a Percent 

Year Amount of GNP Allotment Actual Release of Total due 

1981a 618.2
 

1980 475.1 0.17 b 72.11 20.0 4.2
 

1979 379.7 0.17 c 57.63 52.0 13.7
 

1978 318.3 0.18 48.31 na na
 

1977 )24.9 0.21 49.31
 

e 
120.4
19 76a


1976 219.6 0.17d 40.10
 

1975 150.0 0.13 29.68
 

na: not available.
 
aBudgeted.
 

bProjected GNP (see Table V-5).
 

Cpreliminarv NP (see Table V-5).
 

dot final estimate.
 

eJulv-Dece.ber, 1976.
 

SOURCE: 	 Obtained from Bureau of the Treasury, Final Cash Operations Statements,
 
(annual).
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PD 549 required that 10 percent of the BIR General Allotment go to the baran

gay -.nit; and PD 558 allocated 25 percent of the Specific Tax Allotment to
 

the Barangay Fund.
 

The amounts involved are substantial, as may be seen from Table V-9.
 

However, the actual cash distribution of these amounts and the discretion
 

that bara.mt,i."s miy exert In spenditig these funds may make the role of 

the barangay substantially less than is indicated by these amounts. The 10 

percent property tax share has been distributed for barangay use, and there 

are no major restrictions on the use of these funds. 
 Use of the !P500 con

tribution to the Barangay Development Fund requires approval of the MLGCD.
 

In the case of the barangay share under both the Specific and General Allot

ment, the distribution is administered by the Office of the President. The
 

purpose of the BIR Gen.ral Allotment distribution is community development
 

projects and the Specific Tax Allotment distribution is for road and bridge
 

(later infrastructure) construction, improvement, and maintenance.
 

Data have been obtained and tabulated by the NTRC on the extent to which 

the barangay shares of the BIR General Allotment and Specific Tax Allotments 

have been appropriated but not necessarily cash supported, i.e., not released. 

These data (shown in Table V-9) suggest that during the period 1977-1980
 

less than 20 percent of the appropriated amounts have actually been 
trans

ferred to the barangay level 
in any given year. For the four year period
 

1977-1980 ottly 11.7 percent of the total appropriated amount has been cash
 

supported.
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TABLE V-9 

BARANGAY S1HARES AND ACTUAL DISTRIBUTION OF BIR AND
 
SPECIFIC TAX ALLOTMENT PROGRAMS: 1975-1981
 

(in millions of pesos)
 

BIR Generala Specific Tx Amount of Actual as
 
Allotment d Actual Percent of


Period Amount Due 
 Amount Due Release Total Due
 

1981 ,-41.1 293.9 NA
 
1980 185.3 225.7 42.5 10.3
 
1979 148.1 175.0 25.2 7.8
 
1978 124.1 38.4 
 27.0 g 16.6
 
1977 126.7 38.4 30.0 
 18.2
 
1976 65.0 39.4 80.0 
 76.6
 
1976ae 46.9 18.3 
 NA
 
1975 65.0 33.0 NA

a-- -- ---- - - - - 
10 percent Barangaiy Development Fund (PD 559). 

-5percent Bairangiv D)eve lopme~nt Fund (PD 558). 
CThese ,are the combined actual releases for Barangay Development 

Fund from BIR General and Specific Tax Allotment. 
dAppropriated but not cash supported. 

Si\ month transition. 

f"f25.2 (2.6 not vet released plus 22.6 with advice of allotment 
for actual release). 

gt27.() (26.1 not yet released plus 0.9 with advice of allotment 
for actual release). 

SOURCE: Budget Operation Division, Minlstry of the Budget, Tax Statistics
 
Staff, NrRC, January 23, 1981. 
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These data would seem to suggest that while support of barangays as
 

a new and important level of government in the Philippines is a policy
 

initiative, there has been less than full-fledged actual financial support
 

provided for this initiative. Whether there will ultimately be a carrying
 

through with these financial commitments is also, of course, impossible to
 

predict.
 

Is the growing fiscal importance of barangays an improvement In inter

governmental relations in the Philippines? Ideally, we would study many
 

of the same issues as above, e.g., does this arrangement promote the mobili

zation of more local resources, does it result in 
more capital expenditures,
 

etc.? Partly because of data limitations, such questions just can't be 

studied. We may, however, consider the conceptual advantages and dis

advantages to thih; form of decentralization. There are two important advan

tages to a more active participation of barangays in financing and delivering
 

public services. The first is that local government is moved closer to the
 

people and a greater sense of involvement and participation is created. This 

results in a better allocation of resources--surely barrio officials are bet

ter able to determine some local project needs than are provincial and/or national 

officials. However, one would like to know the mechanism by which barangay 

level decisions are made--does a greater amount of local involvement in decision

making really occur at the barangay level? How is the MICD role worked out? 

There needs to be further research on these questions. The second advan

tage Is that this greater participation and a 10 percent property tax 

share to the barangav may increase the rate of tax collections, since local 
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officials can see some concrete benefits from convincing residents to
 

pay property taxes. Moreover, the support of the barangay captain is more
 

enthusiastically enlisted when it is known that this barangay share of col

lections will be retained. How the barangay captains are and can be more
 

effectively involved is another question that begs for more research.
 

In that sense, increased barangay involvemenc may result in a greater
 

mobilization of local revenues.
 

There are di sadvantages to Increased barangay part ic ipati on. 

Whether or not 'qutlit' is a problem (do the poorer harangay get relatively 

more or less?) Isn't known because the methods of allocating the General 

and Specific Tax Allotment shares are ad hoc and we were not able to obtain 

the actual distributions. The property tax share is based on origin of
 

collections and so one would expect a counterequalizing influence, i.e.,
 

wealthier barangay in general and those in the poblacion in particular, 

will benefit most. Perhaps the biggest problem is the capacity of the 

barangay to absorb these revenue increases efficiently. The barangay budget 

process,while not investigated specifically in this study, is unlikely to be 

highly developed. Moreover, there does not seem to be a mechanism or 

technical expertise to handle large sums of money. Technical project plan

ning and financial management are shortcomings that might be dealt with 

by assigning responsibility to a higher level of government, but this begins 

to de-eat the whole purpose of barangav involvement. Finally, there is 

the question of coordination of barangay project activities with the
 

development plans of the city or municipality. 
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Evaluation of the Philippine Allotment System
 

It Isn't surprising, or even undesirable, for different grant programs 

to have different strengths and failings. No one program is going to 

accomplish many different objectives at the same time. However, It is 

important to examine the workings of the system as a vhole: are allocations 

being made among grant programs in about the desirable proportions? Is the 

program a:; a .hole 'quLitable? Do the several individual components rein

force .ach other to increa.se revenue mobi lization by local governments, or 

are there offset tting effect!;? 

To analyze the workings of the Philippine grant system, we make use 

of the knowledge that every grant program has two discretionary dimensions: 

(a) det ermination of the total amoiunt to b._ allocated and (b) determination 

of the distribution of this amount amongst local governments. The matrix 

in Table V-lI stuggests the possible combinations that a country may follow 

in structuring its grant. system. The columns describe the methods of deter

mining the total grant fund and the rows describe the methods of distri

bution among local governments. For example, a type C grant is one in which 

the total grant fund is determined on a shared tax basis (e.g., as a percent 

of BIR collections) and the distribution among local governments is made by 

formula. 

Many combinations of these choices are used in developing countries. 2 

Programs of the A -Ind C tvpt would give local governments more contro'l and 

IThis approach i.- fully develop.ed in Roy Bahl and Johannes Linn, 

Urban Publ-ic Financ-" and A.dnmin istrat ion i-n LessDtveol.ed Countries., 
(Washington, D.C.: V.,orld Bank, unpubl ished manticript). 

-A more complete re,.,I*w oi the issue,,s and practices surrounding inter
governmental fiscal rielationq in developing countries can be found In Roy 
Bahl, "Intergovernmental Fiscal Transfers in Developing Countries," Local 
Revenue Administration Project, The Maxwtll School (Syracuse, New York: 
Syracuse University, forthcoming). 

http:LessDtveol.ed
http:develop.ed
http:increa.se
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TABLE V-10
 

POSSIBILITIES FOR STRUCTURING A GRANT SYSTEM
 

Methods of Determining the Grant Fund
 
Methods of 

Distribution 
Among Local CoFt Revenue 
Governments Shared Tax Ad Hoc Reimbursement Totals 

Origin of A 	 ...
 
Collection 	 (. = 1.5;) L - 1.5 

(A = 3.... A = 3.2 

Ad tloc B E H 
(L = 27.0%) (A = 5.9%) L - 27.0 

A- 5.9 

Formula 	 C F 
(0. = 71.4%) L - 71.4 
(A = 40.5%) (A = 50.5%) A - 91.0 

Cost 	 GC I
 
Re imbursement 

(Column Totals) 	 (. = 100.0) 'L = 0) 
(A = 43.7Z) (A = 56.4) 

SOURCE: 	 This methodologv for grant Impact analysis Is developed in 
Roy .iahl and Johannes Linn, Urban Public Finance and Administration 
in l.ess Developed Countries (Washington, D.C.: World Bank,
 
unpublished manuscript). 
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collected In the local area or according to some predetermined formula.
 

Program E would provide maximum Central Government control in that the
 

total grant fund would be determined by the Central Covernment and subject
 

to change as the need arose, as would the distribution across local units. 

Programs B, F, and Ifare also relatively centralized options. 

In the Philippines, the 7,7-' structure of the grant system provides 

for a great deal more local government autonomy than the s.stem actually
 

practices. In theory, it is a mixture of B and C type programs, but in 

practice it is a much more centralized combination of C, E, and F. The 

first column in Table V-11 shows the typology of Philippine grants 

according; to their l,,val definition and the second according to actua' 
1
 

practice. Columns (1) - (6) of Tablh V-11 compare amounts due with 
 actual 

distribution, and show that only about half of these funds were distributod 

in 1979. W'ith these d..:a we may compare the legal !;rant system with the 

grant system in practice, by entering legal and actual distributions 'n 

Table V-10.
 

By law, all grants are to be distributed as shared taxes (column 

1) and 71 percent of this amount is to be distributeu amongst local govern

ments on a formula basis (row 3). In fact, only 43.7 percent is distribu

ted as a shared tax and 91 percent is distributed amongst local governments 

on a formula basis. In other words, government has cho:'Cn to distribute 

only about half of total entitlements, but to do that primarily on a 

fcrmula basis. 
 Even here, however, the formulae have been frequent, 

adjusted or constrained by PD. 

We include as grants all intergovernmental transfers: the three 
.;llotment programs, the barangay share of the local property tax and the 
local government grant to the barangay. 
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autonomy in that the total grant distribution is a fixed share of some 

national tax and the share of each local government is determined on some
 

objective basis, i.e., according 
to how much is collected in the local area
 

or according to some predetermined formula. Program E would provide maxi

mum Central Government control in 
that both the total grant fund and the dis

tribution among local units would be dete-mined subjectively b,, the Central
 

Government. 
 Programs B, F, and IIare also relatively centralized options.
 

In the Philippines, the .. , structure of the grant system provides
 

for a great deal more local government autonomy than the system actually
 

practices. 
 In theory, it is a mixture of B and C "type programs, but In
 

practice it is 
a much more centralized combination of C, E, and F. The 

first column in Table V-11 shows the tvpology of Philippine grants 1 according 

to their legal definition, and tht. second column according to actual prac

tice. Columns (3)-(6) of Table V-11 compare amounts due with actual 

distribution, and show that only about half of these funds were distributed 

in 1979. With these data we may compare distributions under the legal grant 

system with those unde.r the practiced grant systvm (note the legal and 

actual distributions in parenthesis in Table V-10).
 

By law, all grants are to be distributed as shared taxes (column 1 of
 

Table V-1O) and 71 percent of this amount is to be distributed amongst local
 

governments on a formula basis (row 3). 
 in fact, only 43.7 percent is distri

buted as a shared tax but 91 percent of that total is distributed on a for

mula basis. In other words, the government has chosen to distribute only 

about half of total entitlements, but to do that primarily on a formula 

1 We include as grants all intergovernmental transfers: the three 
Allotment programs, the harangay share of the local property tax and the 
local government i:rant to the barangav 



TABLE V-l 

LEGAL AND ACTUAL CLASSIFICATION OF PHILIPPINE GRANT SYSTE.b 

(amounts in millions of current pesos) 

Percent
 
Legal Ac tuztl 1979 Percent Amounts of TotalPror Definition Practice Amounts Due of Total Distributed Distribution
 

Barangay Share of Local Property A aA 4U.0 1.5 40.0 3.2
 
Tax Col lcct ions
 

•Barangav Shdre of BIR General B E 148.1 5.7 2 5 .2e 1.9
 
Al lotment
 

ta.rangav Sitdre of Specific Tax B E 175.0 6.7 2 5 .2e 4.0
 
Al Il)tment
 

National Tax Allotment B E 379.7 14.6 52.0 4.0 

Provit.e, City and Municipal C F <1332.6 51.2 658.9 
 50.5 

Share.s of BIR General Allotment 

Province, City and Municipal C C 525.1 20.2 528.9 40.5 
Shares of Specific Tax
 
Allotment
 

Total 2600.5 100.0 1305.0 100.0 

01977 amount is latest available.
 

bExcludes local government contributions to barangay.
 

cActual amounts distributed are not known.
 

d 
Amounts due.
 

ef25.2 
(2.6 not yet released plus 22.6 with advice of Allotment for actual release).
 

SOURCE: Computed by authors.
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basis. Even here, however, the formulae have been frequently adjusted or
 

constrained by PD.
 

One important concession to the formula distribution intent of the
 

Philippine grant system came about with the increased allocation to the
 

barangays. Paradoxically, this program to move government closer to the
 

people actually resulted in a greater degree of centralization of the grant
 

system--since it places a substantially greater amount of grant distribution
 

under presidential discretion. If these amounts are increasingly distri

buted, they will reduce the share of grants distributed on a formula basis 

(they will be "E-TYPE" grants in Table V-10). 

In sum, we might argue that the PhilippinL grant system in practice 

is much more centralist-oriented than its design would suggest. With this 

to an evaluation of its overall effectiveness. 1 

in mind, we' may turn 

Elasticity' 

Grants are not an income elastic revenue source for local governments.
 

They have declined as a share of GNP in recent years and this decline is 

in part responsible for the declining share of local governments in total 

gouernment finances in the Philippines. In theory, however, the grant 

system has a much greater responsiveness to GNP than it has In practice. 

the problem has come about because of Central Government policies. 

Legally, all ;rants are czamehow tied to tax collections. In the 

case where the bas..s is lagged BIR collections, this would seem to have the 

decided advantage of a steady growth in the overall grant amount and a 

1Two good reviews of grant systems in developing countries are 

Lady Ursula Hi cks,"Intergovernmental Relations with Special Reference to the 

Developed Countries;," uccasional Paper No. 29, Metropolitan Studies Program 

The Maxwell School (Syracuse, NY: Syracuse University, 1976) and Richard 

M. Bird, "Intergovernmental Fiscal Relations in Developing Countries," 

World Bank Staff Working_Paper No. 304 (Washington, D.C.: World Bank, 
1978). 
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responsiveness of grants to real income growth ;.nd 
inflation. This poten

tial advantage has been lost--perhaps because of higher priority national
 

economic objectives--by Central Government limits on 
thu dctual distribution.
 

As a result, the BIR Allotment share of GNP has fallen from 0.44 percent in
 

1975 to 0.24 percent in 1980, i.e., the General Allotment has behaved as
 

an inelastic tax. The sharing of the tax on petroleum products does not
 

result in an automatic growth in the grant fund because the tax rates are 

specific and the %olume o: petroleum consumption has not been increasing.
 

)iscretionarv increa,;es in the tax rates have been necessary to stimulate 

growth in the Specific Tax Allotment amount. The barangay shares of both 

Allotments, and the National Tax Allotment, are shares of BIR collections 

and thus are responsive to Inflation and real income growth, but again, 

only a small proportion of these has been distributed. Finally, there is the
 

barangav share of the local property tax, which is fixed Jn proportion and 

actually distributed, but which is tied 
 .O
rn a hnqcunlv fO! 4-aelastic 

tax. We have estimated that the most elastic component of the grant system-

the BiR Allotment--has a statutory elasticity of about unity. 
 From this, we
 

can guess that the statutory elasticity of the total grant system is something
 

less.
 

The income elasticity of grant receipts to individual jurisdictions
 

will vary, depending on the rate of personal income growth in the community
 

relative to the growth in lagged BIR collections. Since the system allo

cates increments more or less in proportion to the existing distribution,
 

communities with more rapid income growth would face a lower grant income
 

elasticity. For those grants allocated on an ad hoc basis, the income
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elasticity for individual jurisdictions depends very much on the equaliza

tion objectives of the government. The more equalizing the distribution,
 

the less elastic the system for jurisdictions with more rapid income growth.
 

Data are just not available to allow us to sum this discussion up by
 

presenting an aggregate estimate of the income elasticity of the grant
 

syster. Hlowever, the bottom line would seem to be that the grant share of
 

total local government financing has been declining and that grants have
 

been declining as a share of GNP. The grant system would not appear to
 

be providing an adequately growing source of revenue for Philippine local
 

governments.
 

This raises an important problem. In a highly centralized system, such
 

as the Philippines, grants are given to local governments as a substitute
 

for local government taxes in order to enable local governments to finance
 

more than simply housekeeping functions. The income elasticity and respon

siveness to inflation are important elements of the grant system in that
 

they help the local government to keep up with growing expenditure needs.
 

If the Central Government is not prepared to maintain at least the higher
 

legal elasticity of the grant system, then it must consider either relin

quishing a more elastic tax base to the local government or taking back
 

some of the expenditure responsibility it has assigned them. In any case,
 

an income inelastic grant system is simply not compatible with the decen

tralization objectives which are part of National Government policy.
 

Equity 

Again, the absence of data on actual grant distribution makes it diffi

cult to determine whether grants are distributed, in aggregate, on an 

equalizing basis, i.e., whether poorer jurisdictions receive larger grant
 

amounts. 
 The analysis above suggests that the BIR General Allotment is
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probably counter-equalizing with respect to its distribution among munici

palities, but appears to be neutral in terms of its distribution among
 

chartered cities. The Specific Tax Allotment, on the other hand, appears
 

to be distributed on a mildly equalizing basis--for both cities and munici

palities. These two programs, which account for about 60 percent of all
 

grants In the system and about 90 percent of all grants distributed, would
 

seem to have offsetting effects. There are no data on the distribution
 

of the harangay shares or the National Tax Allotment 

On a concepttal level, there is no reason to expect that the grant 

system in total will be equalizing. Meastireq nf fiscal capacity or per

sonal income do not enter into any of the distribution formulae and there 

does not appear to be a specific stress in government policy on increasing 

the flow of reo urct-.s tothe lowt t income local governments. 

That the Philippine grant system has not done a very good job of dis

ntributing grant tfund viia,,,,jua±1 ri, bdsis may not be a flaw in govern

ment policy. One could argue that the objective of equalization may only 

be accomplished at the sacrifice of not using the grant system as a tool 

to mobilize more local government revenues. It is the local governments with 

greater fiscal capacity that have the leverage to use grant funds to 

increase local resource mobilization. Indeed, some local governments may 

not even be able to absorb increased grant flows. If one believes that the 

fiscal stimulation objective is paramount, then he could argue that equali

zation issues ought to be left to the national tax system and to the distri

bution of ContraI (;ove rnment expend it ures. One policy instrument--in this 

case, grants-- Is not going to he efftet.tlvelv used to address all problems. 
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Stimulation of Tax Effort
 

We could not find convincing evidence that the grant system is
 

stimulative of local tax effort. Though our statistical analysis is sub

ject 
to some quite serious data problems, and our conclusions can be no
 

more than tentative, 
it would appear that the Specific Tax Allotment is more
 

stimulative than the H!R Allotment, perhaps because capital expenditures
 

require some sort of match!ing in the ferm of supplementary expenditures or 

maintenance* costs. 

In theory, the system is not designed to be stimulative of tax effort. 

No tax effort provision enters the formulae and the grants are not con

ditional upon the local government providing a matching share of costs.
 

If (when) the barangay shares and the National Tax Allotment are distri

buted, 
the overall system will become even more substitutive. More data and
 

testing are needed, but the evidence points to a grant , that in 

practice is not stimulative, and if 
fully distributed might be substitutive. 

Again, local jurisdictions might respond to the grant stimulus in 

different w.-ys, and the estimates we have made are of the average behavior. 

We can speculate, however, about how different types of communities might 

respond. Where income 
is higher and the local budget is larger, the
 

stimulative effect may be greater. Such comnmunities have many potential
 

advantages in leveraging grant 
funds: they can more easily raise additional
 

taxes for maintenance and supplementary expenditures; they have a greater
 

capacity to borrow; and they have better technical and financial manage

ment ability to absorb increased grants.
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Economic Development Expenditures
 

Does the grant system stimulate economic development expenditures 

by local governments? Have the substantial earmarking provisions worked-

20 percent of the General Allotment, all of the Specific Allotment and 

all of the ad hoc grants are earmarked for capital expenditures of one kind 

or another--or have they been finessed by local governments? In analyzing 

tile effects of the grant .,',",.,we might also ask whether these provisions
 

have been offsetting, i.e., would not an increased flow of funds for baran

gay projects tend to slow economic development expenditures from the General
 

Allotment? It is possible that by earmarking 75 percent of all grants for
 

capital projects, the system has been overloaded, i.e., the local government
 

sector simply cannot absorb that kind of increase in resources available
 

for capital projects. The buildup of local government cash balances may
 

be some evidence of this effect, though our sample is quite limited for
 

drawing general conclusions.
 

These results do suggest, however, that t!.e Specific Tax Allotment does
 

lead to more economic development expenditures than otherwise may have
 

occurred. This happens in two ways. First, the Specific Tax Allotment
 

paid to the Infrastructure Fund is spent. Second, a higher level of grants
 

to the Infrastructure Fund dampens the transfer from the General Fund to 

the Infrastructure. Ftnd and results in mort- economic development expendi

tures in the General Fund. Our results suggest that a single grant program
 

of the same amount--such as the BIR--would not have accomplished as much
 

stimulation of economic development expenditures.
 



V-62
 

Since very little of the barangay aid or the National Tax Allotment
 

have been distributed, we can say little about actual effects on economic
 

development expenditures. Potential effects will depend largely on whether
 

steps are taken to insure that these funds are not used as substitutes for
 

other sources of funding.
 

Financial Management
 

The Philippine grant system does not provide incentives for effective
 

financial management. A grant system which does not require a local 
con

tribution is not as likely to induce local governments to be as accountable for
 

how they spend the funds as is a system which requires some payment on 

the part of local governments. Philippine grants are general purpose and
 

in that respect provide no incentive for local governments to behave in a 

more efficient manner. 

The grant system does not presently encourage effective financial 

planning. In its legal form, where the basis for grants is lagged three
 

years (BIR) and two years (Specific Allotment) and where formula distri

butions are easily calculated, the system could he effectively integrated 

into the local government budgeting process. But as practiced, the total
 

grant amount is decided on an ad hoc basis and there is much less
 

certainty about the amounts to be distributed. Surely this does not 

provide an incentive for effective financial planning and will be a detri

ment to any reform designed to make better use of local budgets as finan

cial plans--e.g., eliminating the practice of numerous supplemental budgets.
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Central Government Flexibility
 

A final criteria in evaluating the grant system is the flexibility
 

which the National Government has in adjusting the system to meet the
 

exigencies of national economic and social objectives. Particularly impor

tant here is the question of how easily can the National Government shift
 

the regional distribution of funds, or 
slow the total flow to the local
 

sector to accorniodate more pressing national needs. The law would suggest 

that the government has a great deal of control over the former via the ad 

': . distributions of the Nation;,l lax Allotment and the barangay shares, 

but relatively little control over 
the latter because of the shared tax
 

bases of determining the grant funds.
 

In practice, just the opposite has resulted. Presidential Decrees
 

to limit the 
increase in grants and suspensions of full distribution have
 

provided substantial flexibility to 
the Central Government. However,
 

since the barangay shares and National Tax Allotment have been held back,
 

the distributions actually made are formulae-based. This reduces the
 

government's flexibility to affect 
the regional flow of funds.
 

Recommendations for Change
 

There is a substantial difference between the Philippine grant system
 

that exists in the Statutes and the one 
that is actually practiced. A
 

first need is to establish and stay with a grant system and 
to back away 

from ad hoc, year-to-year adjustments. In this context, the structure of 

the Allotment system should be rethought, and appropriately reformed.
 



V-64
 

These reforms must be based on a considered set of objectives; in
 

particular, to re-ask the question "what is to be accomplished?" The Central
 

Government's objective of strengthening the role of local government in the
 

financing and delivering of public services, and thereby decentralizing
 

government finances, vill likely remain at the center of these reforms.
 

Consistent with this general goal are four important subobjectives: (a) to
 

induce local governments to mobilize more revenues, (b) to stimulate infra

structure/economic development expenditures by local governmr.ents, (c) to improve
 

the financial management and accountability aspects of local government
 

finances and, (d) to provide local governments with an adequate and depend

able source of revenue. By restructuring the grant system to provide 

appropriate incentives, these objectives can be achieved. However, there 

will be costs to such a program. One is that much less focus can be given 

to equalizing the financial capacities of local governments witin the country. 

The objectives of equalization and fiscal stimulation are not fully com

patible. Equalization might best be left to other policy instruments--for
 

example, the tax system and Central Government subsidies--which are much
 

more effective in altering the distribution of income. Another cost will
 

be the loss in flexibility at the Central Government level. Once a grant
 

system is established with some certainty, the Central Government will
 

have much less discretion to make arbitrary changes in the amount distri

buted or in the distribution basis. These disadvantages notwithstanding,
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we would recommend that grant reform focus on strengthening the financial
 

performance capabilities of local governments rather than on redistri

buting Income.
 

.'erecommend a rather major reform of the Allotment system, along
 

the lines of the following:
 

a. 	a combining of the various Allotment programs
 
into a unified system;
 

b. 	 the provision of incentives and financial resources 
to stimulate development spending; 

c. 	 the provision of incentives to stimulate the mobili
zation of additional local revenues, and. 

d. 	a rethinking of the proper role of the barangay in 
financing and delivering local government services. 

We emphasi;!. that we have only begun to work out the details of these 

reforms. [herc must ht.a follow-up analvsis. Still, even from this cursory 

analysis, we would argue that these reforms are feasible. 

Consol idat i G Prporams(;rant 

The present system, which includes the General BiR Allotment, the 

National Tax Allotment and the Specific Tax Allotment, Is unduly fragmented. 

The National Fax Allotment, a discretionary fund which has not been fully 

used, should he abolished as a separate program. It may have served a 

purpose in earlier times, but would no longer appear to have a good reason 

for 	existence.
 

There is no longer a need to tie the Specific Tax Allotment to petro

leum taxes. Indeed, there are a number of good reasons to change the basis 

for this grant program. The funds are presently used for much more than 

road and bridge construction and maintenance, hence it is no longer
 

possible to justify petroleum taxes as a charge to beneficiaries. More
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over, because petroleum taxes are specific rather than ad valorem, the
 

grant has a low income elasticity and is not responsive to inflation. The
 

growth in petroleum tax revenues, and hence in the Specific Tax Allotment,
 

has come about in recent years because of increases in the petroleum tax
 

Lt.L. This raises the most substantial problem with the basis for the
 

Specific Tax Allotment--discretionary petroleum tax actions are more guided
 

by energy policy than by local government financial needs. It makes very
 

little sense to tie local grants to energy pclicy--the potential windfall
 

gains to the local sector from increased specific tax rates in the past
 

two years attest to this.
 

This brings ,isto a recommendation that a consolidated Allotment
 

system be created in place of the BIR, Specific Tax, and National Tax
 

Allotment programs. At 1979 Statutory levels for each program, this would
 

imply a grant amount equivalent to about 30 percent of BIR collections 

I 
(lagged three years). Whatever share of BIR revenues is chosen, however, 

should be held to rigidly. The partial distributions of recent years have 

defeated rminv of the objectives of the grant system. The consolidated 

system, in keeping with the present distribution of Allotments could ear

mark two-thirds of the total for the Infrastructure Fund. This would pro

tect the more stimulative features of the Specific Tax Allotment and the 

objective of promoting capital expenditures.
 

We can't be completelv sure of this percentage, based on the data 

provided to us. The BIR and National Tax Allotments together constitute 
25 percent of lagged BIR collections. If tP525 million is the correct 
entitlement under the Specific Tax Allotment in 1979, then the Consolidated 
Allotment sLi-re will be 32.5 percent of BIR collections, lagged three years. 
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We suspect that a full distribution of these grant funds may be sub

stantially more than local governments can absorb, a least In the very
 

short-run. A full distribution In 1979 would have been about twice the
 

actual distribution, and since two-thirds of the total 
is earmarked for
 

capital projects, one possibility is that local government cash balances
 

would increase. Though more research is necessary on the absorptive
 

capacity of local governments, their problems with preparing and imple

menting projects are well known. If local governments cannot easily absorb
 

this increased flow of grant funds, the objective of mobilizing more local
 

resources might be helped in other ways. We would make two recommendations 

in this regard. The first is to hold back a share of the grant to capitalize 

and stibsidize a local government credit authority. This proposal is dis

cussed in some detail in Part Three below. A second recommendation is to
 

permit the use of these funds to cover local costs of tax mapping, and as
 

suggested above, to cover a portion of the cost of an additional property
 

tax clerk.
 

Cost will be a major impediment to this program. A full distribution
 

at 1979 levels would have amounted to an additional #1 billion of Central
 

(;overnment expenditures. On the one hand this is a great deal of money, 

about 3 percent of Cntral Government expenditures. On the other hand, it 

represents funds already "assigned" to the local sector. At some point in 

time it was thought to be a priority ,,se of central funds. Now that some
 

other national emergoncies have passed, it may be possible to return to
 

this priorit.'. Ev0.n 
it the F1 billion were seen as a net increase i'l 

expenditures, it would not hae be.n added to an already onerous tax burden.
 

By compari:son with other developing countries, tax effort in the Philippines 

would appear quite 1o% (.v Appendi: V-A). 
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In the last analysis the issue is whether the benefits of the P1
 

',illion invested will yield an adequate return in terms of increased revenue
 

generation by local governments and an increased capacity of local govern

t'ents to finance and deliver publ4c services. The real question, then,
 

is what can ]I1 billion buy in rms of a stronger local gcvrnment sector?
...


_obiliLngAdditional Local Revenues
 

As it presently stands, the formula distribution system does not
 

provide a major inducement for increased revenue mobilization. To address
 

this shortcoming, we recommend two changes in the system. First, some
 

measure of tax effort should 
be introduced into the distribution formula.
 

This could provide 
a substantial reward for increasing tax collections, 

and it might also increase the accourtability of local governments, because 

grants would no longer he costless. The problems, of course, are how to 

measure tax effort, and how much weight to It in Wegive the formula. 

recognize that any measure used will be far from flawless, but, it is hard 

to imagine cnat it will not move the present system close- to its objective
 

of providing incentives to increase local revenue mobilization. Our
 

experiment reported above (pp. V-26-3l) suggests that it has the potential 

to make matters significantly better.
 

We further rtcommend that the Allotment distribution be amended to
 

provide other incentives for 
improving the capacity of local governments to
 

assess and collect property taxes. As noted above, Allotments earmarked
 

for !conomic development expenditures should be available for coverage 

o4 the local share of tax rmapping -,osts. Likewise, the Allotment might he 
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used to partially cover the cost of an additional property tax clerk--for
 

a specified short time period-to deal with a backlog of record-keeping
 

problems.
 

Stimulating Economic Devc1opment Expenditures
 

In a sense, many of the reforms suggested above lead to increased
 

sj~ending for capital projects, in that they make more resourcc available. 

The objective of more capital spending, however, raises the specific 

question of what incentives might be provided to redirect more general 

revenues to capital projects. One incentive, of course, is simply to ear

mark a share of the Allotment to the Infrastructure Fund--a practice we 

recommend continuing.
 

A secrond, and potentially much more powerful technique is to encourage 

the use of credit financing by eligible local governmen.. We develop a 

recommendation for a local government credit authority in Part Three below. 

Ba ranyPrograms 

The time is probably i ight to reassess the role of barangays in the 

local finance system. Some of the increased barangay involvement is bene

ficial and clearly should be retained, e.g., the 10 percent property tax 

share for barangays serves anv- nutLber of useful purposes. The merit of 

some other programs, and their cost, would seem to call for a re-evaluation. 

While it is clear that more input at the barangay level can improve the 

decision-making proce3s markedly, it is equally clear that the barangay
 

unit is capable of very little technical or financial planning or
 

management.
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We have not studied the barangay unit in any detail. However, the
 

earmarking of 12.4 percent of the total 
BIR and Specific Allotment seems a
 

great deal for a unit of government whose ability to absorh funds is so 

limited. While we are not prepared to recommend that the barangay shares 

be dropped, the effectiveness of this use of scarce resources and its 

ove.rall impacts should be a high priority item in deliberations on inter

governmtntali reforms. 
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TAX EFFORT IN THE PHILIPPINES
 

Do local governments have a capacity to increase their revenue effort?
 

Certainly administrative and structural changes can bring substantial
 

increases in property taxes, business taxes and market charges. There
 

is no question but that increased revenue mobilization by local govern

ments is feasible. We might also ask whether local revenues might be 

increased by Central Government increases in tax effort. After all, the 

Allotments are a major revenue source to local governments and are tied
 

to Central Government tax effort in their overall growth. If Central
 

Government tax effort is "high", one might argue that growth in the Allot

ments will be pretty much tied to growth in the national economy. In that 

case, local governments will be much more on their own in terms of the 

financing of public expenditure growth. If Central Government tax effort
 

is low, the implication is that tax policies at the Central Government 

level are constraining the growth in local government finances.
 

The basis for international comparisons of taxable capacity and 
tax
 

effort is a series of studies carried out by the Fiscal Affairs Department 

of the International Monetary Fund. Using data extracted from original 

(see p. 11-542 draft for cite except Hinrichs). 
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1 

sources, these studies have followed a relatively uniform approach. Cross
 

section regressions are estimated on the actual 
tax rati-. (Ty) against a
 

set of variables meant to reflect differences in taxable capacity (ei),
 

T = f(e ) (1)y I 

The eatir=,,: t~a ! (T ) from (1) is taken to be "normal" taxable capacity 

and
 

E = T /T
V V' (2) 

is the indicator of tax effort. Whether the terminology has been adjusted
 

or not, rankings of countries by the value of E are used to infer the
 

intensity with which taxable capacity is actually used.
 

These studies have been rotndlv criticized for conceptual and econo

metric errors and for trying to infer more from tie results than the data 

or method really allow.2 Still, there is reed for such comparisons-

as evidenced by the question being asked here--and these studies would 

seem a superior approach to straightforward tax ratio comparisons. 

One could easily pull from these studies the hypothesis that taxable 

capacity increases during the development process. International tax
 

comparisons have shown that the actual tax share of GNP increases with the 

stage of development--measured alternately as per capita GNP, the percentage 

of GNP generated outside the agricultural sector, and the percentage of 

It I; access to these relatively clear data that explains the IMF 

monopoly on these studies. Yet the Fund fiscal economists are the first 
to warn that serious comparability problems remain. 

2A fair and well done critique is Richard Bird's, "Assessing Tax 
Performance In Developing Countries: A Critical Review of the Literature," 
Finanzarchiv 14. No. 2 (1976): 256. 
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GNP generated in manufacturing. Other factors which have been found to
 

be associated with higher tax ratios (the share of taxes in GNP) are the
 

size of the foreign trade sector, 2 the importance of mining output, 3 and
 

the level of non-mineral export earnings relative to CNP.
4
 

Whether tax effort normally increases during the development process
 

is unclear. Bahl's correlation analysis of 1966-1968 data suggests no
 

5 6
 
consistent pattern. TaIt et_ al. show that countries with a high tax
 

ratio tend to have a high tax effort, but neither Tait et al., nor Chelliah 

7 
et al. were able to confirm a significant relationship between the actual 

tax ratio and per capita GNP. 

Based on these "normal" patterns, one might expect the Philippines 

actual tax ratio and its taxable capacity to have risen in the past two 

decades. Growing per capita G;NP, exports, and industrialization have 

Set., for example, Lotz and .M-orss, "Yeasuring Tax Effort in Developing 
Countries"; BIahl, "A Regression Approach to Tax Effort and Tax Ra io 
Analytis"; and l1arley lienrichs, A General Theory of Tax Structure ChangRe 
l)1rjngEyonomic T)evelojlmetnt (Cambridge, Mass.: Harvard Law School, 1966). 

Tait, e.t al., "International Comparisons of Taxation for Selected 
Developing Countries, 1Q72-1976." 

3 Bahl, "A Representative Tax Svstem Approach to Measuring Tax E ort 
in Developing Countries."
 

4Chelliah, e.t al., "Tax Ratios and Tax Effort In Developing Countries, 
1969-1971."
 

5 Bahl, "A Representative Tax System Approach to Measuring T FfforL 
in Develcping Countries." 

6 Tait, et. al., "International Comparisons of Taxation for Selected 
Developing Countries, 1972-1976." 

7Chelliah, et al., "Tax Ratios and Tax Effort in Developir.n Countries, 
1969-1971." 
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increased the share of the tax bases relative to GNP and made administra

tion and collection problems more manageable. The Philippines tax ratio
 

did rise somewhat during this period, from 7.0 in 1953-55 to 10.1 in
 

1972-1976. The question remains: 
 "did it rise by as much as one would
 

have expected given the rapid pact- of economic development?".
 

The results of a number of tax effort studies are compared in Table 

V-A-I. The most recent, which used an average tax ratio between 1972 

and 1976 as the dependent variable, is described in row (1). For this 

period, the Philippines had an actual tax ratio of 10.1 percent which 

ranked it well below the sample average of 16.1 percent. According to
 

the regression estimate from equation A, the Philippines capacity to 

tax was a more substantial 14.1 percent of GNP--well above its actual 

performance. This "shortfall" in taxes, equivalent to 4 percent of GNP, 

'2
restlt in a tax effort index of 0.7181 which i, "low and ranks the 

Philippines 40 among the 47 countries in this sample. 

One might reject this finding on grounds that the equation is not 

properly specified and as a result it overstates taxable capacity in the 

Ph il Ipp i ne. . T1he ,ir.untt w11d nt be per.uasiv,.. 'ait eL .11., C,m

pared tax effort rankings for all specifications shown in Thhle V-A-1. 

.rnd found the Philippines to rank below average in every case. The3 

conclusion seems inescapable. At least in the 1972-1976 period, the 

Philippines exerted a rt. , ,y low tax effort. 

1 Compared to an "a' -, of unity. 

According to the class'fication offered by 'rait et al. in 
"International Compariscus of Taxation for Selected De"Ye-loping Countries, 
1972-1976."
 

3lbid., p. 146. 
 A similar analysis and conclusion may be 
found
 
In Bahl, "A Representative Tax System Approach to Measuring Tax Effort 
in Developing Countries," pp. 112-113. 



TABLE V-A-1 

TAXATION "NORMS" IN DEVELOP"M COUNTRIES 

__ _Pil 2p Ines Number of 
Actual F-timated Simple Countries Philippines Equation

Measure Value Value 
 Avsraaa. in Sample Ranking Source
 

Ratio of Taxes to GNP
 

1) 1972-1976 10.1 14.1 16.1 47 
 0b A

2) 1969-1971 9.1 13.3 15.1 4 0b
47 

3) 1966-1968 9.1 11.8 13.6 40 b 

B
 
47 
 D
 

4) 1966-1968 
 9.8 13.0 13.6 49 
 31b C

5) 1962-1964c 9.3 11.0 
 52 4452 E
6) 1966-196ga 17b
9.8 --- 13.8 27 

7) 1953-1955 7.0 --- ±1. 26n 

D
 
27 
 D
 

Tax Effort
 

8) 1972-1976 0.718 
 47 40 
 A

9) 1969-1971 0.683 
 47 41 B,D


10) 1966-1968 0.771 
 47 37 
 B
 
11) 1966-1968 0.756 
 49 39 C
 
12) 19u2-1964c 0.783 
 52 44 E
 

Sources and Estimating Equations:
 

R2
(A) T - 9.9949 - O.0008(y -Xp) + 0.4068N + 0.1938x' 0.413 

Y (6.15) (-0.34) (5.41) Y (3.12) Y
 
where
 

T ratio of taxes to GNP
 
y
 

yp per capita GNP
 

X - per capita export income
 

N - share of mining in GNP
Y
 
V- sha.-e of non-mineral exports in GNP
 
y
 

SOURCE: 
 Alan Tait, Wilfred Grantz and Barry Eichengrun, "International Comparisons of Taxation for
 
Selected Developing Countries, 1972-1976," 
IMF Staff Papers 26, No. 1 (March 1979): 123-156.
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Sources and Estimating Equations (cont.):
 
2 

(B) 	 T n 11.47 + O.O01(Y - X ) + 0.44N + O.O5X' R . 0.376
 
Y (7.84) (0.38) p p ( 5 . 4 5 )y 
 ( 1 . 1 7 )y 

SOURCE: 	 Rain Chellinh, llezssel Bans, and Margaret Kelly, "Tax Ratios and Tax Effort in 
Developing Countries, 1969-1971," IMF Staff Papers 22, No. 1 (March 1975): 187-205.
 

(C) 	 T - 14.95 - 0.0742A + 0.2951N R = 0.411
 
Y (9.682) (2.074) y (2.678) y
 

where 
A = shnre of agriculture in GDP y 

SOURCE: 	 Roy Bahl, "A Regression Approach to Tax Effort and Tax Ratio Analysis," IMF Staff Papers 18,
 
No. 3 (November 1971): 570-612.
 

(D) 	 T - 13.98 + 0.0332X - 0.0627A + 0.2666N R , 0.408
 
Y (7.30) (0.86) y (1.636) y (3.065) y
 

SOURCE: 
 Rain Chelliah, "Trends in Taxation in Developing Countries," I2F Staff Papers 18, No. 2
 
(July 1971): 254-331.
 

(E) T - 10.21 + 0.0085Y + O.0712F/Y 
p 

where 
F/Y - openness, i.e., import plus export income share in GNP 

SOURCE: 
 J~ergen Lotz and Elliott Morss, "Measuring Tax Effort in Developing Countries," ThF Staff 
Papers 14, No. 3 (November 1967): 478-499. 

aAverage 	of 1965 and 1968 shares.
 

bRankings of the actual tax ratio.
 

CYears refer to 1964-65.
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In fact, the Philippines history as a low taxing country is a long
 

one. A 1953-1955 comparison shows the tax ratio to be only half as large
 

as the average for a sample of 27 countries (row 7). Since that time,
 

the Philippines actual tax ratio rose (column 1), 
but its taxable capacity
 

rose faster--from 11.9 percent of GNP in 1962-1964 to 14.1 percent in 1972

1976. Relative tax effort actually fell during the 1962-1976 period.
 

What one may pull from these results is that by comparison with other
 

countries, the Philippines has never taxed itself very heavily.
 



PART Two
 

PUBLIC ENTERPRISES AS AN INSIRUMENT OF LOCAL
 

GOVERNMENT FINANCE IN THE PHILIPPINES
 



CHAPTER VI
 

LOCAL GOVERNMENT PUBLIC ENTERPRISES: WORKABILITY
 
AND CRITERIA FOR USE
 

A more widespread and intensive use of local government public enter

prises--businesses operated by local governments--would be consistent with 

the decentralization objectives of the Ce:tral (;overnment. These enterprises 

may serve an important .social purpose (e.g., public markets) or they may be 

more strictly commercial ventures. By charging a price for the good or 

service sold, the LGPE may increase the mobilization of resources from 

local income while not drawing on the local property or business tax base. 

If the I.GPE is able to recover full costs, it will have expanded services 

provided in the local area (as in the case of a market or slaughterhouse) 

without burdening tike fiscal position of the local government, and it may 

be an effective lever for making use of credit financing for capital con

struction projects. Finally, locally operated and managed undertakings 

can increase local autonumv by placing more decisian-making authority at 

the local level than would be the case if the enterprise were financed 

and managed by the Central Government.
 

With these virtues and the provisions for the use of LPGEs In Philippine 

law, one may wonder why there has not been more use of this form of finan

cing and delivering services, and why the existing use of I.PGEs has not been 

more successful than it has. In fact, there are a number of reasons: 

- tilt limited extent to t.-' bc financiallywhich can 
viable, i.e., fullv self-suipporting
 

•rhe failure of the Centr,,l Government to provide ade
quate Incentives to Induce local governments to make 
more use of the enterprise form 
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,managemetnt and administrative shortcomings at the local
 

government level
 

•the failure of Central Government legislation to make
 
idequate provision for tile capital financing necessary 
to construct facilities necessary to tile undertaking 

-tile ambiguity at the Central and local government level 
about whether the primary objective of a local govern
ment enterprise is to provide a service at subsidized 
rates or to sell a service and recover full costs.
 

This state of affairs leaves us with a number of questions. If the 

.abovementiuned barriers should h. removed, how is this to be done and 

what kinds ot incentives should be provided? Is ther, a potential for 

more ust- o: L.(:'Es, and if so, for what lctivities? How does one go about 

establishing feasibility, i.e., when is a service better provided through 

a LGPE than through generil local government or even through the private 

sector: "his part oI the report .,ddre-ses these questions. 

The focus in this Chapter is on deriving a framework within which to 

realistically ,onsider the potential for using I.GPEs in the Philippines. 

In the next section '.e offer a genural statement about the conditions 

necessary for effectivt use of I.(;IEs. Attention is then turned to the 

practice in the Philippines: first to a statement of the types of enter

prise acti,.itieS that can be legally undertaken by local governments in 

the Phil ippines and the regulltry sc[tirtg in which they nust operate; and 

then to a consideration o! some factors important to the f-asibility of 

issuing LGPEs in the Philippines. Along thu way, we present what meager 

evidence we are able to arshall on the actual use of LGPEs in tile Philippines. 

With this conkeptual framework and background on the setting for using LGPEs 
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in the Philippines, we turn to analysis of the self-financing and revenue 

raising potential of LGPEs. This analysis is contained in two chapters. 

Chapter VLI is a cross-section study of the financing and operation of 

city and municipal public amrkets. Chapter VIII Is focused on a case 

t;tudy of the Provincial Government of Bulacan and on the number of innovative 

-.irerprise aLtivities which it has initiated. It is in this limited analyt'c 

context that we try to draw out the problems and barriers to more use of 

L(;PEs. 

The Appropriate Use of Local Government 
Public Enterprises 

The undertaking by governments Uf what might be termed enterprises 

has a long history in the developinc countries. These operations have 

been of two general typos. The most common varietv relates to goods 

and services whose provision is characterized by high fixed costs, and 

the second relates to the provision of a good or servi,'e which simply 

cannot or should not b, trusted to the private sector. ?ihlIc utilities 

is the example that most quickly comes to mind in the first case. The 

second categorv Inc u.!es production activities wlhose provision is often 

trusted to the private sk.,tor in developed countries, but whose canital 

requirements, importance to u.velopment or stabilization, or whose social 

importance dictates the need for a ;overnment monopolv in developing 

rounties. ihis categ(ory mav a! so incluele rt:rt purl lv entrepreneurial 

activities. Steel, airlines, mining, grain marketing and liquor are 

rather cormmon examples. 



V1-4 

Particularly the first tyr- of activity '.;s been a focus of local 

government public enLterprises in I.DCs. Where the benefit Zone for a 

service covers only an area approximately coterminous with the boundaries 

of the local intracity service, markets and slaughteriurisdiction--e..,bus 

houses, water and sew.r--it is not uncormon for at local gc:vernment enter

1
 
prise to be set up. Much has been learned about the effectiveness of 

public undertakings in the context of large national enterprises, but 

relatiVe'lV little i -,known about how well .:" government public enter

prises have worked out in developing countries. this absence of an evalua

tion forces us to turn to a mr.:rt, normative set of considerations, especially, 

"how does one identif': a candidate service for enterprise financing?" and 

"under what conditions should it be a local government rather than a Central 

Governr-ent or private sector responsibility?" 

ie inj wer to the second of these quest ions is easier--if the greatest 

portion of the benefit- of : service accrue to the population within the 

boundaries of a local jurisdiction , then a local vovernment public enter

prise is : , it . it)sent- t:-::t t, thc .-t wi !lI corrett inappropriate 

LGPE activities. If local governments try to ffinance a service which has a 

The; 1!a." be set li: as aut ono-t.ai. local aithori t it-s, as semi-autonomous 

local autl oritic. 'h.re trin.,f,.r, to and from the Iocal overnrtnt ,General 
Fund art- al lowed, an1d ZIa -t'1 - il;n t:,-j)0 of local. at l I -! ini' ents the 

gove rnmer bud et .
 

2-.rmt: ,d ' in this ar . ii'.L,)I.t'v i,.It, 
 , i-


Enterprise and_ Econom ic )evelopment Korean orean
!!,t T.in, Kase 

Development Institute, l975). For ! r.'view of more recent studies, see 
Malcolm G ill i-;, ".,le of Statt- Enterprises in Economic Development," 
Social Research (Jantuar'' 1981). 

http:ono-t.ai
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benefit area that extends beyond the boundaries of the local jurisdiction,
 

equilibrating forces will be set In motion. Consider the case where the
 

service area is regionwide and a single jurisdiction is operating an enter

prise at a profit. Tie profit will induce other local governments to
 

compete. and the size of the -;t.rvic ;irea will t,,rediu'd. It the service 

area is regionwide and a single jurisdiction is operating an enterprise at
 

a loss, continuing subsidies from the local or Central Government must be
 

provided, or prices charged for the enterprise servicc must he increased.
 

If the subsidies do n,,t continue indefinitely, i :reahsed pricts will 

1 
probably reduce the service area. Under these conditions, a regionwide 

venture inv,)lving .ll oc.1 1 Iurisdt, tions within he scrvic- area would 

be more efficient.
 

The answer to the first question--which services are most appropriate 

for the enterprise form--is far more difficult to give. The issue is even 

further complicated since the role of local government public enterprises 

will vary from countr'. to country depending on local custom and law. Some 

general guidelines millht be offered about the proper use of public enter

prises but, again, there are different points of view. 

Actual practice is not much help here. Indeed, it is not all that 

easy to differentiate an enterprise activity from a number of other local 

gcvernment activities which generate rr :nues by charging a price for the 

service which they render. A special assessment on property to recover the 

1of course, these equilibrating effe.cts are much more complicated 
than suipg stvi! }lt-re; t'r ,'.)'I,)IV* tht.v mcV Also delt ld hlt-.'i lV on 
transportation costs. 
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cost of road or sewer -onstruction and health certification fees are examples
 

where confusion could beg~n to arise. Our intent is to suggest a program
 

to encourage the practice ot using local government public enterprises, not
 

to nitpick about the proper classification of governmental activities, yet
 

some amount of nitpicking is necessary. Neither the practice around the world
 

nor the Philippine law makes it exactly clear which services or financial 

arrangements are enterprises and which are not. From the following dis

cussion and from an intet'pretation of the inte!,z of Phi!ippine law and 

national po licv, we oiler some gi Idtl ines tor identiiying prper candidates 

for local government public enterprist- firineing. 

Criteria For Using The Enterprise Form 

One quest ion we wo.uld like to begin to inswer in this study is which 

public se, tor ,.,tivities ar, the best candidatts fOr provision through local 

government public enterprises. In truth, there are no clear cut answers to 

this question, but we r..,tv some tor selection: management andoffer criteria 

account lng, ::i,Lr tabi itv ;andi pricing, atnd cost recovery. 

Separate Lannement and Accounts 

The operation of local government enterprise requires the possibility 

of separate management. If the undertaking can be set off from the other 

public financing activities of the local government, Its pricing policies, 

production management, personnel management, etc., should also be separable. 

Such undertakings frequentlv require specialized, relatively expensive 
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employees and services, hence another reason 
for separation from the generil
 

public administration. 
Without some degree of administrative independence,
 

it will not be possible to hold management of tie enterprise accountable
 

for the efficiency of its operations and for 
its financial performance.'
 

The management of the enterprise can he effectively nmonitored only
 

if there 
are separate accounts. The separate accounts prerequisite for
 

a LGlPE activity might 
 be thought of in terms of the accounting view of tile
 

purpose of enterprise accounts in a 
 system of government accounts. In tile
 

tradition of generallv 
 iccepted accounting principles, enterprise funds 

in the public svctor are used to: 

account for operationS (a) thal. are financed and operated
in a manner similar to private business enterprises--when 
the intent of tile governing body Is that the lost (expen'us,
inc Iuding depreciation) of providing goods and se rvices 
to the general puh. ic on an accounti.g b.sfs be fi nanced 
or recovered prim arily throtgh u.s r charges; or (b) whe re 
the governing body has decided th.it periodic deiermin:,
t ion f revefnuhes v.anrued , exl)ense-s incurred, netand/or income 
is appropriate for capital ma intenance, public pollcy, 
management cont rol, a.'counthab I ity', or other purposes.-

In this regard the accounting criteria are quite broad and thus provide
 

little guidance as to the type and nature of activi tes 
which constitute
 

tie public enterprist, sector. 

Still, tile accounting view certainly contrilbutes one neessary condition 

for the use of a public enterprise. There must he a possibilitv for a 

separate income statement ind balance sheet for tht. activity. This view 

is echoed by legal sanctions in the Philippines In that special accounts 

within tie general fund accounts for local governments are to be maintained 

for public uti lities and other economic enterprises (I'1) 477, Sect ion 13(A)). 

IOf course, separate management does not preclude iocal government
involvement in the Board of iirectors, etc. 

2Municipal Officers Association of the T!.S. and Canada, Govern men ta 1 
Accounting, Auditing,. ;nl Financial -etaorti$ (tThicagu, II.: -;ovvmber 1980) 
p. 59.
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In theory, all local government activities other than general adminis

tration could fit this criterion, but fo.- some it would be much less efficient 

to separate their operations than others. ",-r example, a water supply 

system anti a hospital might lend themselves to s3parate management and 

operation but what about the courts or public parks! 1i,. latter are highly
 

complementary with other local government activities (e.g. , police and
 

fire, public works and maintenance) to make it efficient to separate 

thei r operations. Moreover, for 	some I unct ionlS, inpot costs are so 

entangle d with other lo,-al government nu rchases , rhat sepa rate accounts 

are 	 impossible. For exac'p le, iraino allocating the co. t of vehicle main

tenance and to')eration to each department, or pror.iting the cost of water 

between parks avid street-,, or svparating out tih. cost of power iused for 

streetl iht.L . "n practice, this crit c rion -i I ec.I hItide a nuimlicr of pjbl Ie
 

funct ions t ror,. the feaslb i I ty list for I.;PEs.
 

Economic Criteria
 

The 	 literature in economics would add two f,,rther requisites for using 

the 	public enterprise form:I
 

I. 	 the acti !tv or operation should be involved in the 
production, di;tribution, or provision of goods ,,r 
services which art marketable 

2. 	 "[he revenue,; gner atod by tile activ it', and the p rice 
charged for its use or the consuimption ot its products,
shotuld bear ,omv relat ion to the costs o! operat ion. 

The first criterion implies that tile publit enterprise* form is not 

appropriate for government activit ics which do not provide an output as 

well as those which provide a nonmarktetable output--e.g., for public ser

vices which cannot feasiblv be sold for a price. TI, is would exc×lude general 

ISee Jones, lb.id., and illis, Ibid. 
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as
government activities such as tax collection and budgeting as well 


are not easily divisible Into units of consumption, e.g.,
services that 


the provision of fire protection and flood control or the use of a 

public plaza.
 

it be possible and feasible to
The second criterion requires that 


price the our:'.7 and to mv, sue c')sts of production, and that there is 

relation between tcnat levels and price determination. The marginalsome 

this criterin,
cost pricing of water or transportation services would fit 


but tlhet collection of a gasoline tax earmarked for road maintenance wotild 

not. 

One need only reflect for a moment on these criteria to see that 

there is a wide variety of activities 	and undcrtakings which potentially 

The economic criteria eliminatecould qialify as public enterprises. 

of pur.ly social goodsonly those activities whith invlve the provisiun 

and those which are of the nature of administrati,,n and administrative 

the government. What remains is that array of undertakings whichsupport to 

have the potential for cost recovery, which can be staffed, managed and 

a business, ,nd which can impose a
controlled in a way similar to private 

criterion eliminatescost related price or ser charge. In effect, the second 


activities which
from the public enterprise c.itegory only thost, government 

are neith,.r re,.,enue generating nor Income uarnint,. Thuis along with those 

it also admits those which fail to
activities %hilch manage cost recovery, 


subsidization.
achieve this objet tive and which may require heavy 
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Cost Recovery
 

An important reason for using the public enterprise form Is to take
 

advantage of the marketability of the good or service, and of the fact 

that its production costs can be measured. Not to set the price at a 

level high enough to recover costs would be to throw away these advantages. 

Yet we would not agree thai a mndatury degree of ce-t recovery 

should be required in every case as a condition for using the p-dlic enter

prlse form. Such a requirement would not recognize the range of objectives 

governments may havP In their pro i rams of service di.livery. For vxample, 

operating onu. enterprise at a profit, say electricitv (list ribut ion, to 

subsidize another (say bus transportation) is not il unheard ot practice. 

Horeover, 1u0 coSt -ecoverv would not admit the possibility that I.(PEs 

should be .,uhsidized by higher evel governments in Some- CISL's, because 

bentfits -ay spill over beyond local boundaries or because of Income 

distribution reasons. 

Beyond these rather special cases, Iocal governments should follow 

pricing policies that will lead to cost recovery. To say that some s3cial 

objectives are so important that pric .s should be set below cost recovery 

levels, is pretty much to admit t;-..t the servict is more properly financed 

in the general government sector'. 

It cost recovery is to be an objective, then some pricing rules must 

be followed. The basic rule of efficient pricing is that price should be 

set equal to the current economic cost of the last unit produced, i.e., 

price should ht. set equal to marginal cost. With this policy, resources 

This is the approach adopted by .ones, lbid. 
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will be allocated among productive activities in a manner consistent with
 

the preferences of and benefits received by all consumers. Moreover, in
 

the normial, case where unit costs are Increasing, a marginal cost price 

will not only cover all costs but will generate a profit or surplus. 

There are two problems with this pricing rule in the case of local 

government public enterprises. The first is the sheer difficulty in 

identifying marginal cost, especially in cases where the LGPE is selllg a 

service such as access to a public market. The second prob'em arise! 

because LGPEs are likely to be capital intensive and face decreasing anit 

1
 
costs U1 production. In this case, in ol t icient (marginal cost) price 

will not Iead to cost recovery, and will roquir, ii gentrall subsidy. 

Regardless of the pricing rule followed, there will be impediments 

to cost rec )vcrv. Som,. are related to income distribution cunsiderat ions, 

e.g., using market feets to maintain low prices for fo,-stuffs, and in these 

cases the extent of cost recovery will be determined by government priorities. 

In other cases, e.g., an inadequate population and income base to support 

a public market, full cost recovery may not be realized under any pricing 

rules. In cases uch as these, the cost recovury requirements should be 

developed by the gover reiitI with a viet; to deterirning what cutoff point 

would make tht publ it einterprise torm unacceptable. 

For a discussion of approp. latt pricing policies for de'reasing 
cost induistries, .see, for example, R. Saurders, et al., "Alternative 
Concepts of Marginal Cost tor Publi( Vt ility Pricing: Problems of 
Application In the Water Supply Sector,' Worl Bank Staff Working P p-r 
No. 259 (Nay1q77), and for electric power, see M. Miunasinghe and .1.Warford, 
"Shadow Pricing and Power TarifitPl ry," Wo rld Bank Staff Working Paper 
No. 286 (tne 1978). 
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Conclusions: Necessary Characteristics
 

Tile above suggests some guidelines for identifying candidates for
 

public enterprise financing. These necessary conditions would seem to
 

include
 

.tile good or service must be marketable
 

-costs must be taken in account in setting a price for the service
 

- there must be a "reasonable" degree of cost recovery 

"sepi'ate Mhl1gelent and act'otints must he ma intilned. 

Before attempting to identify local government services which more or 

less meet these criteria, we turn to a consideration of tile legal and 

institut ional set ting for organizing and operating .(;PI-s in tile Philippines. 

I.eal Authiorization for Enterprise Act ii. ities 

The basic responsihilitie. and activities of local governments in tile 

Philippines are set out in the L.ocal Tax Code, 11) 231, and in subsequent 

amendments to it. One stated purpose of tLe Code is to provide local govern

ments with adequa.e means to finance tile s,.rvices they provide and to facl-

Ilcate tht pro'g ress of tht- lat i on' S cti)orm . dev.-lopm tnt. Tiht tv:pes of 

enterprise activities which local ,overnments may undertake ar" implied 

in ACticle ').which .t,ttv., that ltw.it MV.'i',et tolls,ma' Ievv, lees, 

tuitions and "harges for public markets and slaughterhouses, public utilities, 

ceMeLeri s, st'ls, r'tJi, bridgeh, c,ni.aLs, and ei ries and tisherivs. 

iThe same set of ,riteria apply to commercial ventures, except that 
full cost recovery will normally be required. 
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The Tax Code also empowers local governments to impose fees on a base
 

or subject similar to those authorized in the Code but which may not 

have been specifically enumerated. Moreover, the Code does not specifically
 

state that there are general or specific types of activities which cannot
 

or should not be undertaken by local governments. What this means is that
 

Local governments seem to have broad aut hor izatioll--explicit or de lacto--to 

1 
use taxes, fees, and charges. This authorization does not guarantee the 

workability of the enterprise form, but it is a necessary condition. 

The Central Covernment would appear to be trying to stimulate the use 

of l.(;PEs. P) 14, estiblished tihe L.ocal (ove rnmetoItI level'pment Fund for 

the purpose of supplying loan funds for investment-type activities which 

contribute to national economic development. L.ocal government capital 

investments were further encouraged by PD 752 which listed a range of 

utility and communication activities as well as irrigation, agriculture, 

industrial, home building and other undertakings for which loan funds could 

be made available. PD 752, like its predecessors, does not identify any
 

specific types of projects or activities which may not be undertaken. The
 

only apparent limitation on the range of activities and enterprises which 

local governments may undertake is that they be in keeping with the overall 

development of sustainei socio-economic growth. In those cases which are 

supported by Central Government credit irstltutionq, an additional qualifi

cation Is that such projects be income generating. Herein lies the binding 

constraint. 

It shoild be noted the imposition of any tax, fee, or charge by a 
local government requirt.s a legisl it ive a,'t, an ordinance pa ssud by the 
-!overning Local Board or Council (Section 19). 
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There is not good evidence available on the extent to which local
 

governments have taken advantage of 
this authority to use the public
 

enterprise form. 
There are presently no c',atrally collected data which
 

describe enterprise activities by each local Jurisdiction; I however,
 

our impression is that 
the use has not been very widespread. Most
 

of the activity would seem to be in areas of maintaining, renewing, renova

ting or extending traditional activities, primarily markets. Local govern

ment experience with less traditional activities and with business type 

ventures appears to be quite rare.2 

These impressions are reinforced by data we have collected on the use 

which local governmnts have mide of borrowing to support enterprise 

activities. Insofar as credit financing is concerned, the range of 

projects supported by tile ('entral Government has betn quite narrow. Between 

1975 and 18)0i the majority of Centrl overnment loans and loan funds 

were committed to agricultural development type projects, farm and heavy 

equipment purchases, and markets. 

Local governments have shied away from more innovative activities 

because of a c nservative, bent of local governmen t officials, problems 

of cost recovery, and inadequate capital funds. lh. range of enterprise 

activities in which local governments participate is also narrower than it 

otherwise might be because the Central (overnment has preempted a major 

category of enterprise activity. 
 In fact, special Central Covernment
 

1The MOF is presently undertaking such a sturvey.
2 The. enterprise activities ol the Provinc (of Baalacan ronstlitute an 

exception to this generalization. These are considered in some detail in 
Chapter VIII below. 

ISee Chapter IX. 
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aoencies, i.e., LWUA and NFA, have taken the major responsibility for what
 

in many countries are principally local government enterprise activities,
 

i.e., waterworks and electricity.
 

Possibilities for Joint Ventures
 

An analy',is of the barriers to increased use of IOPEs will ultimately
 

lead us to the major problem facing smaller jurisdictions--an inadequate
 

market [or the service. For example, Legaspi City can support a viable
 

public market because of its concentration of population ani income, but
 

Malinao cannot. This problem leads to considering the economic, social
 

and legal feasibility of joint ventures among iocal governments.
 

There is no har1 ev iden,-e, nor even impression, that joint venturos
 

have been undertaken on any significant scale in the Philippines. The
 

absence of takers would not seem to be due to legal impediments. Legally,
 

the joint venture is possible. Revised Administrative Code (RAC), Section
 

804 stipulates that local governments may consolidate or coordinate their
 

efforts, services, and resources for purposes which are commonly bene

ficial. h6i'.le the full range of activities which are permissible tinder
 

RAC, Section 804 has not been defined, the Code seems to allow for variety
 

in the types of ventures possiele and in the type of financing arrange

inents permitted. For example, the coordination of resources clause would 

seem to open the possibility .,, loans between local governments. Inter

governmentai loans, of c',,rse, are not uncommon among local governments. 

They generaily nave takut the form of provinc'liI loans to municipalities 

and cities, and have been lcc;isionud by "natttral disasters," e.g., 



VI-16 

storm damage, fire destruction. However, loans between cities, between
 

municipalities, or between provinces do not 
appear to have such a history.
 

Local governments are also empowered to enter into cooperative
 

ventures with the private sector (RAC 782). 
 There has been some experi

ence with stich ventures, e.-., Metro Manila has experimented with contract 

management of public markets. lHowever, this endeavor proved unsuccessful.I 

The enterprise act ivities of tire Province of Bula an, on the other hand, 

have involved successful cooperative arrangements with the private sector 

(see Chapter VIII). 

Legal Restrictions on Enterprise Profitabilitv 

While income generat ion does appear to be .a goal ftor local government 

public enterprises, it is not clear that the government has yet decided to 

permit local governments to substitute enterprise profits for general taxes. 

The possibility o enterprise surpluses has been recognized and there exists 

a general directive concerning tie disposition of any surplus which may 

result trom local government undertakings, i.e., they "shall be spent solely 

for the improvement of the publ ic ut ilitv or the economic enterprise concerned" 

(PI) 477, Section 13) or shoulId revert to the (;-neral "tind. While it appears 

that the intent is to allow public enterprises to make profits, it woeild 

also appear that there is an intent to limit the ise of stch profits to the 

enterprise which generates them. However, there are except ions. 

1 
Regret ftill, we have no f i rm information (in the performance of this 

contract management experience. However, theu failure of this undertaking 
Is generally attributed to the regulations governing market rental rates 
and fees and the consequent inability to increase revenues by raising fees 
and charges. 
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The revenues resulting from tolls for the use of bridges, roads,
 

canals, and ferries are to be used for the payment of interest, sinking
 

fund charges where applicable, and for the maintenance and repair of the 

facility. However, when toll revenues exceed the amounts required for 

such ; "-oses, the local board or council may borrow up to 90 percent of
 

the excess revenues (P 231, Section 34). The loans are interest free, 

subject to the approval by thu Secretary of Public Works and Communications, 

and must be for public works purposes. The fact that there are provisions 

allowing for the use of surplus toll revenues for other types of projiects 

would seem to set a precedent for profitability s. ,i qoal of such undertakings. 

The sant, is true for public utilities. Profits which public utilities 

may legal !,. earn are limited to 10 percent ot invested capital (PD 231, 

Section 32). thwever, in the event that pro! its a.uint to more than 10 

percent o, invested capit..l, the utility tariff!- are to be adjusted so as 

to preclude the recurrence of excess profits and the existing excess 

profits must be spent only for the improvement of the utility.1 

It is important to note that although not articulated in the Tax Code, 

there Is widespread agreement that publ ic markets are classif ied as public 

utilities.- It would seem that slaughterhouses should be similarly (las

sified, for two rt.asons: i irst because they so frequently are a component 

Provincial Circular 21-73, 111-2.
 
-Corversit ions 
with uofic ials who participated in the writing of the 

Local T-!x: Code verify that th- intent was to include public markets within 
the utility category. That the intent is the practice can be verified by 
frequent classification of public markets as provi(irs of utilitv services. 
See, for example, National 'Ilax csearci Center, "Study on User Charges in 
Metropolitan Minila," Metro Manila Public Finance Studies, Manila, 1977. 
(Mimeographed). 
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of the public market operation, and second, because the local govern

ment accounting conventions usually do not separate cheir costs of 

operation from those of market operations ..
 

The implication of the foregoing is that local government in the
 

Philippines may undertake a variety of enterprise activities. However,
 

while any or all may generate a surplus, the general legal intent appears
 

to call for restricted use of any such surplus. 
 There are exceptions,
 

i.e., profits available for general use are limited to 10 percent on net
 

investment in case of utility services, and the use of profits from tolls
 

for public works. 
 But still, there is no clear specification of what
 

constitutes a utility service. 
There is an important need for the govern

ment to clarify this law and its intent.
 

Identifying Local Government Public Enterprise
 
Possibilities in the Philippines
 

The criteria which have been invoked Identify a LGPE activity as
 

one which involves the provision of good or service, which for the purpose
 

of cost recovery can be marketed at a price or user charge that is related
 

to the cost occasioned by its production. Having established that potential
 

ranges of enterprise activities which may be undertaken is quite large
 

we turn to the central issue of this Chapter--which activities might
 

be provided through local government ente-prises. While there is no "official"
 

statement of these activities, a rather comprehensive list has been derived
 

from the COA's account categories (Table VI-l). As is discussed below, many
 

of these goods and services simply do not satisfy the necessary conditions
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TABLE VI-1 

POTENTIAL LOCAL GOVERNMENT PUBLIC ENTERPRISE
 
ACTIVITIES IN THE PHILIPPINES
 

1. Inspections
 

2. Certifications
 
3. Issuance of Permits
 
4. Registrations
 
5. licensing
 
6. Holding Benefits
 
7. Police and Fire Protection
 
8. (ourt s 
9. Arrastre and Customs Activities 

10. 	 Hospi tals
 
11. 	 School 
12. 	 i'ostai and (",,i.mrn1catLion (Telephone) 
13. attrworks 
14. 	 Flectri, Power Systems 
15. 	 Telt,phone Svst ems
 
16. 	 Septic Systems
 
17. 	 Public %.arkets
 
18. 	 Silaughlerhouses 
19. 	 Toll Poads, Bridges and Ferrics 
20. 	 Cemeteries
 
21. 	 Far- and Cattle- Ranches 
22. 	 Rock Quarries 
23. Irnunizat ion :'.tat ions 
24. 	 Docks and 1,,harves
 
25. 	 Zoos and Other Cultural Institutions
 
26. 	 Ice Plants
 
27. 	 Wells 
28. 	 Parks, Plrias, and Monuments 
29. 	 Airport Ianding Fields and Terminals 
30. 	 l.ighthousus and Beacons 
31. 	 Irrigation
 
32. 	 Canals
 
33. 	 Other Privatte St.ctor ;ype Activities, e.g., Stores, Restaurants,
 

Manutiact ur i ng, and Processing Es tab Ii shrlnnt s.a
 

aExamplc. arc illwrtrativv tof ti,.range of private sector tvne activities 
which could hu tintrtakt-ii as 1.(;'E-s. 

SOURCE: Commi.ssiri on Atrdit, "l.oca1 Cov&rnr-, tns Annual Financial Reporting 
Syste., Cliart of Acortts as of :!arch 6, 1980." Quezon City: 
C(om-ission on Audit, 1980. (ComputLer Printout). 
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and must be eliminated from consideration. Beyond these there remains a
 

whole spectrum of activities which are usually undertaken by the private
 

sector but which are potential candidates for LGPE activity. But here
 

too, many will not meet the standards which have been established.
 

Harketability and Pricing
 

The essence of the marketability issue is that the good or service
 

in question can be sold and that It will be of the greatest immediate and
 

direct benefit to thooe who purchase it. At the extreme are those activities
 

whose benefits are so widespread that non-consumers cannot be excluded.
 

National defense is an example of such a Central Government service.I For
 

such services, it Is not possible to charge those who benefit from the
 

advantage they receive. Among the range of activities listed (Table VI-1)
 

only lighthouses are of this variety. Once they are put in place, their
 

benefits accrue to all within the viewing area. This service is not market

able and does not constitute a feasible public enterprise activity.
 

The other listed activities in Table VT-I are much less pure public
 

goods, although some are more easily rationed among beneficiaries than are
 

others. Moreover, there are some for which a price or user charge could
 

be imposed, but their external (social) benefits are too important to
 

restrict their use. Included in this class of activities are education
 

(primary schools) and hospitals. Police and fire protection as well as
 

immunization are of tha same ilk. The benefits that they provide to society
 

are just too widespread to limit their availability on a willingness to pay
 

basis.
 

lin formal terms, these are referred to as pure public goods. They
 
are not marketable primarily because their output is not in the form of
 
divicible units which can be distributed among consumers. By their nature,
 
if they are made available to one, they are equally available to all desiring
 
to use or consume the good or service.
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On the other hand, there are activities which are of primary benefit
 

to the actual users rather than the community, but whose provision through
 

the market is either too difficult or costly. This would include plazas,
 

parks and monuments which would have to be monitored and whose nature would
 

have to be altered, i.e., fenced in, if their use were to be regulated by
 

the charging of ft-es. These too, would seem to be outside of the range of 

L.GPE activity. 

While we might eliminate a number of goods from consideration as
 

public enterprises on these grounds, we may not say that it would be 

technically impossible to market such activities. Indeed, there is much 

experience to the contrary. For example, the security compolinds In some 

suburban areas constitute the provision of police-like protection on a 

charge-for-service basis. Similarly, private parks and ardens are an
 

alternative to public parks and plazas, and public secondary schools have 

their counterparts in the private sector. 

We may exclude one further class of local government activity which 

involves application of a charge in return for services provided. These 

include activities or services related to registration, certification and 

permission, i.e., inspect ions, certifications, issuance of permits, regis

trations, licensing, arrasire and customs, benefit holdings and court fees. 

These activites are undertaken to meet regulatory requirements, not to 

raise revenues.- The distinction is that these are services or activities 

which are offered to meet a legally imposed condition. Wile 11ser charges 

1 Fornall,., these are classifier: as nonexcludable goods or services. 
Provision o! these .t a prict, is not feasible because of the high costs of 
regulating their use or tht. inability to deny the benefit they provide to 
those who do not pay.
 

2Provincial Circular 22-13, Section IX-d. 
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and even 'ost recovery may be feasible, these cannut he considered to be 

enterprise activities for they do not involve the pricing and provision 

of a service offered to consumers. 

Beyond these, there remain a number of activities which involve 

marketable outputs which can be priced and thereby are v indidates of a 

local government public enterprise. By our reckoning, this remaining 

set is ,approxim.lt l tile list in Fable VI-2. 01 course, the full range 

of possihilt, locai government enterprise activity is much broader as it 

int-ludes Lho.t' which art' traditionalv tlhe domain of tile pIvaivte sector. 

hich of those are fcasible pIblic cnt,.rpri.s.s dt.icids on factors other 

than n.ar'Nctah ilitv and pricing. 

Cost Recovery 

ile ust. of )ublic enterprises by local governments and the use of credit 

to financt! capital f ic'iliLies require some measure o? cost recovery. The 

question is how uch cost recoverv is enough' '%e have grouped potential 

LCI'E activities according to degrees of potential ccst recovery in Table VI-2. 

These groupins -. , and the analysis of cost recoverv below are based on a 

number of cons'dvrations: Is the ventitre purely cormercill or are there 

social goals to he accomplished (and subsidized): Does high fixed invest

ment precludc a pri ce whi ch is both etfficieont and rost recovering? Is tile 

size of tile market adequate.' 

"tie bl.s.o cal Fi:'; (C)it' ena I lIocal i)oV t,rnmvnts to set toils, fees andt 
charges through the oan,i, t mont ,if local ordinances which art- subject to review 
by MOF in the cist, o pr,,vincv.s and cit It's and tht review or provincial 
treasurers in the cast, o, -unicipaliti c . Se.ti,,in 3bl of "The Revised Manual 
of Instructions- It lrv,isurers.," indicatvs that tit c ''.s;r'.' e.xpenss are the 
primary fact-ors gov'.'erri v, the setting it char,te,, and/,or f.t,. lhe impli
cat ion is thiat cost rt-coverv is an inherent on-,iderit lot, in l,,cal govern
ment pricing polic'y. For I more detaiiled ion s,.' Yoin.gco ;ndseis,'s 

lOttintos , Phililpijl Fax ;Vstt.r: .'nler lilte New Societ.' (Manila. Phi lipp..ies: 
(;IC Enterprilos Co., Inc., 1970), Chapter f6. 

http:approxim.lt
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TABLE VI-2
 

COST RECOVERY PROSPECTS OF POTENTIAL LOCAL GOVERNMENT
 
PUBLIC ENTERPRISE ACTIVITIES
 

All Areas
 

l.ow 
 Hih
 

Schools (secondary) Public Markets
 
Zoos ard Other Cultural Institutions Slaughterhouses
 
Airport Landing Fields and Terminals Farm and Cattle Ranches
 
Docks and Wharves 
 Rock Quarries
 
Toll Roads, Bridges and Ferries Ice Plants
 
Canals 
 "Other Private Sector-Type Activities"
 

(e.g., stores, restaurants, manu
facturing, processing.
 

Small Areas O lreAreas Only 

Telephones 
Waterworks 

Telephones 
Waterworks 

Electric Power Electric Power 
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Before considering these issues, however, it should *,e noted that when
 

other goals are important enough to override cost recovery, two Issues must
 

he dealt with: the source and type of the tubsidy. With respect to 

the first issue, tile general principle is that the subsidy should he pro

vided by the government whose goals are being served. That is, if tile 

activitv facilitates tile achilevement of a national goal, the Central Government 

is ie appropriate Fource of the subsidy. When the goals to he served are 

those selected by a local Jurisdiction or the provincial government, then 

they should have the responsibility for providing the finaneial support 

to accomplish them. 

The second isue, the nature of the subsidy, is more dificul t and 

requires a c,,nsideration of btoth capital and operating subsidies. Capital 

subsidies providk, for the initial cost tf an undertaking (e.g., construction and 

planning). They would be appropriate when t be establishment of an activity 

is desirable even t houvh It May not he ale to (over full or all costs. 

Alternatively, opL.rating subsidies are designed to cover the ongoing costs 

of providing tile good of service. "rhev may be appropriate whenever the 

price level necessarv to cover tile cost of the materials, Iabor, etc., 

employed in producing the output is judged to be too high. As will become 

obvious below, efficiency as well as other goals may provide the justifica

tion for such subsidie.. 

P.rivate Se tt.o p.titi on. Because thev could be marketed at a price, 
,r-tual v all of the activitlies li.sted in *able VT-2 could be provided by 

private entrepreneurs. ilowever, sore wou ld be more acceptable out side the 

government sector than woild others (e . ., rock quarrIes vs. schools) and 
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these we refer to as the commercial enterprises. Mary of the commercial
 

ventures listed--e.g., ranches, ice plants, stores--are generally provided
 

in the private sector. One can concoct social goals for nearly any under

taking, but these commercial ventures should appeal to government more
 

in terms of their potential for profitability. As a general principle we
 

would argue that such activities should fully cover operating and capital
 

costs.
 

There are two good reasons for arguing full cost recovery. The most
 

important is that it is simply difficult to justify a subsidy where the social 

benefits from the enterprise ar so limited. The other is that a require

ment of full cost recovery may act as a disciplinary measure. One advantage 

of the private sector is that the search for profit leads private enter

preneurs to seek the most efficient and least costly means of serving their 

clientele. These characteristics, efficiency and cost minimization should 

also be goals in the public sector. Although subsidies may not foster 

inefficiency, neither do they provide public managers with incentive
 

to seek the rost effective way of producing outputs and containing costs. 

Effiiencv would then argue that full cost recovery would be desirable 

for all those potential LPUE activitie; which are commonly provided in 

the private sector. From our list in Table VI-2, this would certainly 

include ranches, "'tarries, i'e plants and "other private sector-type 

acti.ities," i.e., commercial ventures. Our impression is that many 

undertakings of this type have a high potential for cost recovery. 
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Benefit Area. A second consideration which helps in classifying activities
 

acco.ding to potential for Lost recovery has to do with the relation between 

benefits and pricing, or more precisely with degree to which the activity is 

beneficial to persons and groups other than those who directly pay for tile 

use of the product or service. The essence of the issue is that with efficient 

prices, individual purchases will be determined in relation to individual 

benefits. However, when there are externalities--the activities are also 

beneficial to society in general--too little of the good or service will 

be p,'oduced. Common examples are immunization against contagious diseases, 

family or community improvement due to the greater education and/or cultural 

awareness of just one or a few members of some or all families. Since the 

.Nenefits from these types of investment spread throughout tile corrmunity, 

decisions mide by individuals on the basis of their personal benefits flay 

lead to prodtuction and consumpti.m levels that are far less than desirable. 

In this case, subsidies are desirable because low-r pricts stimulate a 

greater output. 

The activities which are comrmonly thoought to be of this variety would 

include those related to health and welfare. Thus, it would seem that 

full cost recovery would be undesi rable for hospitals, schools, and perhaps 

cultural activities such as zoos. 

Scale Economies. For certain activities, an efficient (marginal cost) 

price may result in a loss. This is oftentimes the case with activities 

which require large initial investment outlays and for which, once the 

lhille sutich externalities may he either posit iye or negative, our 
focus is on positive externalities which Justify subsidies. 
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faciliry is in operation, the cost of providing additional units of ser

vice are relarively low. The appropriate pricing policy under these con

ditions is one which encourages consumption or use of tie facility and
 

thus reduces the average or per unit cost of providing output (or utiliza

tion of the facility). However, the efficient or marginal cost price will,
 

in this case, result in something less than full cost recovery and will
 

require a subsidy. Traditional examples of the types of activities are
 

toll roads, bridges, airport landing fields and terminals and the public
 

utilities, i.e., electric power systems, waterworks and telephones.1
 

Market Size. An important, although too frequently overlooked factor is
 

the dependence of cost recovery on market size. In this regard, perhaps
 

the most important consideration is proximity, i.e., it is just more likely
 

that the volume of activity will be greater and the prospects for cost
 

recovery greater when the L.;PE is located near many 
users. High utiliza

tion rates are particularly important to those activities which require
 

large initial investments. This follows from the fact that the larger is
 

the volume, the smaller is the amount of start-up cost which must be
 

covered by each unit of activity. When the initial investment costs are
 

spread over large volt.me, the price that must be charged to achieve cost
 

recovery can be lower.
 

This sharing of fixed cost is of importance to virtually all types
 

of activities; however, it is of more importance to some than to others.
 

These considerations suggest that some activities like public utilities,
 

bridges, docks, are quite expensive and will likely be able to recover
 

costs only in the more populated areas. Others, markets and slaughterhouses, 

ICost recovery in such cases is possible through the use of two part
 
tariffs or cross-subsid izat ion, or by simply choosIn)g to underprovide
 
the service.
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are not so expensive and thus hold prospects for cost 
reiovery in smaller
 

areas.
 

One should not assume that the volume at 
which an enterprise will
 

operate is related solely and directly to the population of the jurisdic

tion in which it is located. Rather it may be the case that where munici

palities are close to one another, the volume of 
an activity in one may
 

be larger because it draws business from another. in fact, in small
 

jurisdictions, it may he the case that the achievement 
 of anything like an 

adequate volume may be possible only the service area twoif encompasses 


or more jurisdictions. Tile implication is that in less populated 
areas 

where markets are limited, establishing a LCPE in all jurisdictions rmay 

strike a crippling blow to the possibility for cost recovery in some, or 

perhaps all, areas. 

In tht- most general sense, the market is strongest and prospects for
 

cost recovery are best for activities which are highly desirable, which are
 

located in areas which 
are densely populated and prosperous and where alter

native sources of supply are limited. That is to say that the prospects
 

for cost recovery are best in larger municipalities and cities.
 

This is not to say that activities which could be structured as LGPE,
 

e.g., markets, should not he placed in all jurisdict ions. Cost recovery 

may not be tile only objective or even the most important objective to tile 

service even if cost recovery cannot be achieved. When this is the case, 

the magnitude and the source of the subsidy depends on tle nature of the 

goal to be accomplished.
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The Measurement of Full Costs. Pure cost recovery will be consciously
 

accomplished only when all costs incurred are considered in the calculation
 

of the price or rate to be charged. Wages and salaries, materials and
 

supplies, repair and maintenance, utility services, and the cost of the
 

facilities, i.e., depreciation allowance and amortizations, should all
 

count in the calculation of cost. The determination of these costs is 

easier and more accurate where there is a separate enterprise account for 

the activities in question, and where an appropriate share of general over
1 

head is allocated to the enterprise account. Regretfully, complete
 

accounting for enterprise activities is not always practiced, in the
 

Philippines or elsewhere. Moreover, such practices could be quite costly, 

especially for smaller municipalities. Still, if all costs associated with 

an enterprise are not considered, then fees or charges set at what might
 

appear to bt. cost recoverable rates will in fact, be low, losses could 

actually occur and there may he a hidden subsidy, most likely in the General 

Fund. General Fund subsidies for local services may well be desirable. 

However, without a full cost accounting, it is not possible to determine 

the actual magnitude of the subsidy being provided. In such a case, 

informed public polic, is not a realistic expectation.
 

The Actual ttse_ l .oca G.(voy-ernm ent Ptibl.i c_Enterpri ses 

As has been indicated earlier, legal restrictions do not greatly 

restrict the type and variety of public enterprises and business operations 

The accounting for public titility and other economic enterprise 
operations is accomplished through special accounts to be maintained 
in the ;et ral Fund (I') 477, Article 11, Section 13). 
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which any level of local governments may undertake. However, the variety
 

of activities which have been undertaken cannot be readily Identified from
 

the aggregate data which are available. The Information that is available
 

indicates that municipal governments account for the major share of what
 

may be called the traditional types of public enterprise, I.e., markets 

and slaughterhouses, waterworks, cemeteries and electric plants (Table VI-3). 

In regards to the first three, cities are generally more active than pro

vincial governments. 
 However, in the provision of electricity, provinces
 

are more active than cities (but not municipalities). For .,ther public
 

utility services, primarily telephone services, cities account 
for virtually
 

all of the activity.
 

A broader view of 
 local government enterprise operations can be obtained 

from the available revenue data which are richer detail than thein ex: endi

ttre data (see Table VI-4). These data indicated that cities are generally 

more active in enterprise type activities than the provinces. However, it 

is the municipal level which seems 
to dominate public enterprise operations
 

among the categories of enterprise type operations, cities are the most
 

active in hospitals and public utilities and telephones (postal and com

munications) and the residual category of other business operations, which 

consists primarily of septic systems. Alternatively, provinces appear to 

be the most active in rentals, general sales and schools (as Judged by 

tuition fees) while municipalities account for most of the revenues from 

plant and farm product sales. Non-traditional public enterprise operations 

would not appear to be very important for cities. 
 Finally, It Is interest



TABLE VI-3 

EXPENDITURES FOR PUBLIC ENTERPRISE ACTIVITIES BY TYPE OF PUBLIC 
ENTERPRISE AND LEVEL OF GOVFRNMENT: 1977 

(in thousands of pesos) 

Operations Other 
of Markets and Electric Public 
Slughterhouses Waterworks Ceeteries Plants Utilities a Total 

Provi.,ces 259 2,794 551 
 2,268 17 5,879
 

Cities 27,212 
 5,175 813 1,918 29,275 64,393
 
Municipalities 39,475 8,189 1,138 
 6,490 72 55,361
 

All L.ocal Units 66,946 16,148 2,502 
 10,677 29,364
 

Percent Distribution byL.evel of Government 

Provinces 
 0.4 17.2 22.0 21.2 0.1 4.7
 

Cities 40.6 32.0 
 32.5 18.0 99.7 51.3
 

Municipalities 59.0 50.7 45.5 60.8 0.2 
 44.1
 

All Local Units 100.0 100.0 100.0 
 100.0 100.0
 

aPrimarily telephones and ice plants.
 

SOURCE: Commission on Audit, Report on Local Governments, 1977.
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TABLE %'1-4 

REVENUE FROM BUSINESS OPERATIONS BY TYPE AND LEVEl. (.;r GOVERNMENT,
PERCENT DISTRIBUTION BY IEV'l. AND OF GOVRN.0ENT AND PERCENT 

DIlSTRIBUTION BY TYPE OF: US INESS OPERATION: 1977 
(in tLhon;and; )f p,- os) 

Profit Salt. of Plants Postal and 
From (nmlssoion (,1 and Farm Communica .ion tospital 

Rentals Sales 
 ,__sI g.mrnts Profucts Char Fees 
Provinces 
 961 13 
 21500
 

3,941

Muni ctpa It ies 5,813 25 

5 28 36 1,182 1,235
117 
 263

All Local 
Units 10,715 163 

46
 
145 
 514 
 1,182 1,381
 

-Percent 1)1strlbutL on Level 
of (;overnments
 

Provii.ces 8.9 81.6 ---
 41.8 
 --- 7.2
CitiCs 
 36.8 3.1 
 19.3 
 100.0
MunlcIpalitIes 
7.0 89.4
54.3 15.3 80.7 
 51.2 
 --- 3.3
All L.ocal Units 100.0 100. ) 100.0 
 100.0 
 100.0 
 100.0
 



--- 
Provinces 


C)
Citfi's 

lnLicl1p;jl ItIl. 


All oI.twcal k'nits 

l'rovfices 
tites 

Mulntv f pa It t Ies 
All Local Units 

Tuition 


Fees 


18.8n5 

7,416 

15,286 

41.507 


45.3
Cte179 

17.9 

36.8 


100.0 


Receipts

From 

Pub] Ic 

Util ities 

6.226 
24,623 

14,032 

44,951 


13.9
5. 

54.9 

31.2 


100.0 


TABLE VI-4 (CONT.)
 

Receipts 
From 

Markrets 
Retpts From 

Slajhterhouse s 

Receipts From 
Roads. Bridges 
and Ferries-

-__t_ s 
40,465 

404, 
7,694 -

99 
58,035 7,616 720 
98.500 15,714 819 

P1'(rCcnt Di.trlbhut--On l.evel of Governments, 

2.6.6-----

41.1 
 49.0 
 17.1

58.9 48.4 82.9 


100.0 100.0 
 100.0 


Receipts From 

Cemteries 

664 

1,455 

2,119 


31.3

68.7 


100.0 


,ecelpts From 
Other Business
 

OperatIons 

1,927
 
4,266
 
5.171
 

11,364
 

17.0
17.
 
37.5
455 7' 

100.0
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ing to note that municipalities account 
for the largest share, 40 percent,
 

of 
local government income from the listed enterprise type activities.
 

The share of revenues earned by municipalities on consignments, and 
from
 

markets, slaughterhouses, tolls and cemeteries exceed those of both the
 

cities and the provinces (Table VI-4).
 

Regretfully, the lack of detail 
in which data on public enterprise
 

expenditures and receipts are available precludes any clear 
identification
 

of tile range of enterprise activities which has been undertaken by local
 

governments. However, it does seem clear that 
 municipalities play a
 

substantial role 
 fn the areas of markets, slaughterhouses, waterworks,
 

electric plants, and 
 bridges, roads, and ferries. Alternativeiy, cities 

play the dominant role in other public utilities (telephones) and hospitals 

while the domain of the provinces has been in rental and profitable sales 

activities and schools. (;iven our earlier considerations.about tile pros

pects for cost recovery (Table V-2), it is likely that the municipalities 

have not fared well in tile operations of public enterprises. Indeed, 

although the data are not wholly adequate for tile purpose, the differences 

between expunditur._s and income indicates that tie provinces have been the 

Most successful in the prkvision of public utilities while all three have 

experienced sorc ;:casure ofi: ss itl markets iand slaughterhouses 

(Tables \'I-1 aild VI-,). Regret filly niOt much more (-an be said considering 

tile data limialtion. More detailvd data collection and analysis is required 

for a correct t-valtiat ion. 



CHAPTER VII
 

PROBLEMS AND POTENTIALS OF MARKET ENTERPRISES
 

Public markets are the most common form of public enterprise activity
 

in the Phili)pines. Interestingly, markets also come close to fitting most
 

of the criteria suggested above: management and accounts can be separated,
 

the "product" can be marketed to individuals, prices ca.-. be related to 

costs, and there are good possibilities for cost recovery. Even so, the 

financial success record of market operations has been spotty. To better 

understand the *.":':q 7 success of market enterprises, and the barriers 

to improved financial performance, we have undertaken a set of comparative
 

case studies.
 

A cross section of eleven local government market operations has
 

been chosen for study.IWhile the sample was not drawn on a random basis,
 
2 

it is diverse. Of the eleven cases used, two--a city and a municipality-

are in Albav Province; seven--one city and six municipalities--are in 

The saic Information and data underlying the analysis were collected 

during site visits in each of the study areas. We attempted to obtain 
data on the financial operation of public markets in the locality and also 
to sample the opinion of local officials about the general circumstances 
and procedures governing market operations. The interviews were with
 
officials in charge of market operations: the local treasurer and/or mem
bers of his/her staff, and market masters in the larger areas. In several 
instances the local mayors and members of their staff most graciously 
shared their knowledge and perspectives with us. Numerous officials of 
Central Government agencies, e.g., the Ministry of Finance, the Cormission 
on Audit, the. .and Bank, and the Development Bank of the Philippines, were 
also interviewed. Thtir perspectives and the information they provided 
have been instrumental in the completion of this undertaking. 

2Two additional areas were included in the original survey. However,
the data provided w-re not suf I icieCut to warrant their inclusion in the 
analysis the areas were Barotac Viejo, Iloilo and Malinao, Albav. 
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Iloilo Province; and two municipalities are located in Sorsogon. Thus, one
 

of the cities and three of the municipalities are located in the slow grow

ing Bicol region while one city and six municipalities are located in more
 

Host of
 prosperous Iloilo Province in the growing Eastern Visayas region. 


these areas fall within a 30,000-45,000 population range, three are somewhat
 

larger and one has a populatio'n in excess of 200,000 (see Table VII-l).
 

The Fiscal Importance of Market Undertakings 

Markets account for a sitnificant share of the fiscal activity of 

local governents in tile Philippines. In one sense, the gross fromrevenue 

markets may be compard ti total local government taxes because it is claimed 
1 

from the ;armc underlving tax base, local area personal income. Ihen viewed 

this way. th, ver,: gre,.r fiscal importance of markets comes to the fore. 

of the two chartered cities, Iloilo,rtance upThe least i:-.; sho's in the case 

and Le.gaspi, Ahere slightly less than 10 percent of total revenues i,-genera

ted by market act ivities. This relatively low share is probably due to 

powers of cities. In most of the municipalithe greater breadth of taxing 

ties, the contribution if markets to total revenues ranges upward from about 

market activities account for15 percent. In two areas, labaco and (;ubat, 


can say from this rough proroughly one-third of total revenues. :Aiat one 

file is that there is a great deal of variation in the importance of market 

variation isactivities relatLive to total budgetary activities and that this 

in some detailnot all due to population size. This matter will be considered 

be low. 

I'lhough some larger markets draw trom a much larger area, i.e.,
 

th~ey may also tap the taxable, capacity of smaller, nearby Jurisdictions.
 



TABLE VII-1 

POPULATION, LOCAl. GOVER.N'T TOTAL REVENUES, AN) GROSS REVENUES 
FROM THE OPERATION OF MARKEI"'S, S|LECTEI) AREAS: 1471 

(in thous.inds of pesos) 

Gr MMarket Revenues 
Revenue From Mairket Revenues As a Percent Market Revenues 

lotal ()perat ion tuf As ;aPercent of of Locally As a Percent of 
L~ocal Jurisdiction rylatlon Revenues .c Total Raised LocalPuhll Markets Revenues Revenues Taxesb 

Barotac Nuevo 	 32,920 886 18/ 21.18 31.27 52.67 
l)umangas 3S,1457 632 96 15.19 21.72 40.68 
Iloilo City 210,,23 17,391 1,670 9.60 11.71 16.06
 

i1g,g. 40,501 693 102 14.72 21.42 53.40
 
(t on 3'. 120 567 51 8.99 13.21 36.43 
!I's i 47 0l7 1,20)4 191 15.86 31.36 87.21T i 1,bauan 27, t1"3 406 77 18.97 
 29.84 
 45.29
 

CIty' 	 " ,)l 5:674 544abct,.6 , 1:1,356 	 426 9.59 11.38 18.2931 .42 	 44t.51 100.47 
37.724 650 274 	 36.00 55.19 178.62
 

Sorso,,von' 	 52,075 1,025 153 14.93 19.82 38.44 

'Liot'al lv raised reventue is revenue from taxation plus non-tax revenue net of Allotments a;id aids and 
cont ri hut ions. 

bLocaIl taxes is revenue from taxation net of BIR Allotmnt. 

usingCC 0111 t eLt'd 197717 i -ur .; 

SOURCES: 	 (1) Population for 1975 i:'from several special releases of the Office of Executive Director, 
National Census and Statistics Office. (2) Fiscal data are from selected local government 
financial 	 reports to the Commission on Audit. 
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Tle possibilities for using market charges are further underscored 

by compar!. suns of gross market revenues with local governments revenues 

raised from other sources. Again. there Is a good deal of variation. 

However, ven in Lhose areas where tile c'ontribut ions of narkets ito 

locally raised revenues are smallest--loilo City, Oton and 1.tgaspi--they 

amount to ,omuthing more than one of every ten pesos. More commonly, mar

kets accotnt for upwards of 20 percent of locally raised revenues and in 

two areas, 1. (acoainMd (;uhat, the percentagt, is closer to 50 percent. An 

equally reve.llaing comparison is that of market revenues to taxation. In 

Passi and Tabaco. gros, revenutes obtained from arkets and from taxation 

are dboutL the SAme w. I t' in Cubat, gros, revenues obtained from the market 

exceed trio ,o from taxat ion b' a rather subs tanti.aI marg in. 

Th, st.i ,- It'll lit, the of marketst it's us It, about contribution to 

the gente.il :'inancihg of loc;t! government services, i.e., tile level of 

market revvntie- alone doeos not indicate whether tile market enterprise is 

opera ting in urplus or Jo f icit. Still, th, point here is that market 

undertak ings are a major activity of local gov,.rnments and involve rather 

substantial amount- of resources. 

Physical Conditirtn of Marets 

The market structilr's ill thtS et I'ven ireas are nor of recent vintage. 

In no caso was the oriinal market facilitv con;tructed after 1965 and In 

seven area, the con-truction :as pr.-i99(1. That :;o many of these markets 

1
Tii r' ,tt .r is .iddressd on pp. ., - b,.lw. 

http:gente.il
http:tanti.aI
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are over 30 years old, while none are less than 15 years old, would seem
 

to indicate either a state of dilapidation or that markets as originally
 

constructed are quite durable. It does seem to indicate, however, the kind
 

of conservation of physical facilities that one would expect in a capital

short country.
 

There have been some investments in expanding and rehabilitating these 

structures, i.e., none of these markets still serve in their original con

dition. The need for repairs, renovatior.s and reconstructions are recurrent 

while improvement and expansion have been necessary to accommodate the neods of 

growing populations and/or developing hinterlands. In many areas, parti

cularly those with older facilities, capital improvements have been under

taken a number of times, and have been undertaken recently (see Table VII-2).
 

The durability of the market facilities considered here would seem 

to indicate that they can he quite long-lived, barring of course, their 

destruction by natural disasturs or accidents. Improvements in construc

tion materials and design could make newly constructed market facili

ties even more durable. Vhci asked about their views on the durability 

of new market structures, the local officials interviewed generally responded 

that they believed the life span of market facilities to be somewhere be

tween 30 and 50 years (Table VI1-2).
 

1Of the thirteen areas visited, recent fires destroyed the one in 
Barotac Viejo (not included in the study) and did extensive damage to 
the one in Passi. 
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TABLE VII-2
 

SELECTED CHARACTERISTICS OF MARKETS, SELECTED
 
LOCAL GOVERNMENTS: 1980
 

Local 
Jurisdiction 

Date of 
Original 

Construction 

Expected 
Life of the 

Market 

Date of Most 
Recent 

Improvements 

Barotac Nuevo 1949 40 1979 

Dumangas 1954 30 1963 

Iloilo City 1947 20 1979 
Miagao 1949 50 1977 

Oton 1946 50 1974 

Passl 1945 40 1979 

Tigbauan 1922 100 1979 
Legaspi City 1963 20 n.a. 

Tabaco 1946 50 1965 
Gubat 1943 20 n.a. 

Sorsogon 1965 30 1979 

n.a. = Not available. 

aFrom the question posed to municipal or city treasurers, "What is
 
the estimated life span of the building?
 

SOURCE: Case Study survey data. 
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Financing Capital IMprovements
 

Dilapidated physical facilities may be the result of a shortage 
of
 

capital facility financing available to local governments. 
 This is 
indeed
 

the case for public markets though it is unclear whether 
the basic problem
 

is that many local governments are not creditworthy enough to be eligible
 

for a loan, whether the terms are too stringent and/or costly, whether local 

take on debt obligations, or whether
conservative to
official; are simply too 

about the channels of financing open to local governments are uninformed 

them.
 

there are three
The general perception of local officials is that 

market construction and improvebasic sources of funds to finance local 


borrowing, and accu
ment: Central and provincial government subsidies, 

added a fourth lease contract, which,mulated surplus. To these must be 

has not even been con
though used by some local governments, apparently 

sidered by most. 

Local officials nuite reasonably prefer direct subsidies as a means of 

financing construction and reconstruction of markets. 
Cenerally they are 

the Central Government aware of the availability of lending programs of 


the terms of such credit to be particuinstitution; however, they consider 

to avoid committing future revenues to the 
larly burdensome and prefer 


loans. Beyond this and perhaps of even greater impor
amortization of 


totf i, iils in ran':v areas appear to be uncertain about

tance, is that local 

its tocould fie ape. t'cci in) such ia wagewhether their markets would or 

stl ficient rte'.'.el s to cove r oteratintg costs and debt navmentsgenerate 


as well. As we shall see, there is good reason for such doubt 

http:rte'.'.el
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Central and Provincial Government Subsidies
 

Only two of the eleven areas surveyed here reccLived provincial or
 

Central Government assistance. This is not surprising since this is pri

marily emergency assistance, e.g., to reconstruct a market facility which 

has been destroyed or badly damaged bv fire. It Is frequently the case 

that even under such emergency circumstances, the funds provided are for

mally a loan rather than a grant-in-aid. owever, there is a perception 

on the part of local officials that even when structured as a loan, the 

funds can be treated as a grant-in-aid, i.e., that the repayment obligation
 

is not binding. Wile this is the preferred means of obtaining funds for 

investing in markets, and it is easy to understand a preference for free
 

money, there is a recognition hy local officials that such assistance is
 

likely to be made available only in particular circumstances.
 

Borrowing 

A second source of financing is the loan programs of the three major
 

lending institutions for local governments: Development Bank of the
 

Philippines, Land Bank of tbe Philippines and the Government Service
 

1 
Insuranct. System. Loans from DBP or GSIS have funded the construction 

or improvement of markets in virtually all the studied areas, though in 

most cases the loans were pre-1960. Since then, the experience with 

market loans has been quite limited. In fact, onIv three of these juris

dictions have borrowed for market construction since 1968, and all three 

loans were from DBP.
 

1These Institution-, and their practices are discussed at greater 
length in Part Three below. 



VII-9
 

Generally local officials are aware 
that these programs are the major
 

sources of investment funds, but they view them with skepticism. In parr,
 

local officials perceive the process of securing 
a loan as one Involving
 
a great deal of study and document preparation, and requiring dealings
 

with loan offices which are geographically remote and not well acquainted
 

with their particular circumstance. 
Moreover, the development of feasi

bility studies, and persistence during their 
review, are activities with 

which local government administrators and their staffs have little experi

ence. One must also rec,,gnize the fact that local government officials
 

are motivated by political goals 
and are more interested in investing their 
energy in projects which they may see develop in a relatively short period 

of time. Long delays in obtaining funds for market construction are
 

especially off-pittting.
 

As great a prohlem, Irot the point of view of local officials, are the 
loan terms--too short a maturity and too high an interest rate. If,
 
as is generally. the case, 
 the length of the repayment period, i.e., tan
 

to fifteen years, 
 is far shorter than the expected life of the facility
 

to be construct.d, amortization 
 will he higher than need be. In this case, 

dissatisfaction .ith the "high" amortization could be interpreted as a
 
desire or prefer,.nce for loan 
 p.riods which coincide more closely with 
the useful life of the farilitv. longer matiriti.s would lessen the debt 
service drain annuial local government revenues andon 

increase the credit 

strength (repayment potential) of local governments applying for loans. 

Interest rates are also a problem. Local official,, like everyone else 
these days, feel that Inter,.zt rate..; high. theare too In case of local 

http:Inter,.zt
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government officials In the Philippines, one has to consider the frame of
 

reference. The interest rates associated with the municipal credit programs
 

of the Central Government lending institutions range between 14 and 18
 

percent. In comparison with those available in the private sector, these
 

rates cannot be considered high. However, municipal funds are typically
 

held by the provincial government in noninterest-bearing accounts, often
 

with the same institution (DBI1, LBP) who now stands ready to lend at what
 

in comparison seems an exhorbitant rate. The resistance of the local
 

official to borrow because interest rates are "too high" is probably irra

tional, but his objection to this sequence of events is understandable. 

Accumulated Surpluses 

The third source of finance for market improvements is the cash sur

pluses accumulated by local gcvernments. But accumulation of enough free 

reserves to finance a major improvemetit is not easily done, and therefore
 

Is not a financing scurce open to every local government. Of the eleven 

areas studied, only four have financed major improvements from local funds. 

Still, to most local government officials, the accumulation of surpluses for
 

the financing of improVwments -.s appealing if for no other reason than *.hat 

they can avoid the problems, red tape, delay and uncertainty associated 

with the loan application process. It is also appealing to the conser

vative fiscal hent of man,: local officials, who see pay-as-you-go finan

cing as a wa' of avoiding local fiscal crises and perhaps even some per

sonal liability.
 

1 Some local governments have been able to accomulate rather sizeable 
surpluses. For an example, see Chapter VIII. 
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The question arises as to how one justifies the use of a General Fund 

surplus for market activities. The justification has to do with the ser

vice objective of public markets. In this iew, and it is widely held, 

the objective of public markets is to facilitate tile provision of food

stuffs and other essentlal commodities at pric:; affordable by the general 

public. It is on these grounds that many municipal officials are not 

perturbed by the prospect ot def iIits t ro:n the marrket undertaking, i.e., 

of needed subsidi,.s from gen ral rvenues. 

There is more to b,' sa(d about the surplttses and deficits, e.g. , the 

potential profitabilitv ot ri~irkets, but it will come liter. However, it 

shou~ld be no ttd heire that in a decentral i;,,d systen, differences in the 

objectiyes and eof governments arc to expected. That 

some local i. overnments subsidi market ,,I a means of achieving social 

policic:; local be 

objectives while others considr market- as a means of raising revenues to 

be spent for other purposes, is a reflection of the diversity of a decen

tralized :;vstem. Indeed, it is a textbook example of what the strategy 

of decentralizing the provision of govrnment services is all about. 

Lease-Contra :t Arrall9e_.Vnt. 

The fourth .ourct, of ftunds for invc.;trrents in the improvement and 

expansion of markets involve:; a lea.;.,/construct ion arrangement between 

the local gov.rnment and market v,.ndnr,,. heeselce of this arrangement"HIV 

is that in accordance with app roved plan-, and .pec ifications and under the 

supervision :f the municipal gov,.rnment, market vendors (at their own 

expense) construct the ;t al Is or booths t hey art tC occupy. In return, 
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the vendor is awarded a lease at reduced rental fees for a specified period.
 

At the end of this period the stall or booth becomes the property of the
 

local government and is subject to the prevailing rental and fee charges.
 

6lhere these arrangements have been undertaken, Tigbauan and Legaspi City 

in our survey, the exact terms varied rather greatly as regards the duratio'l 

of the lease and tile amount of reduction in m-irket fees. In both cases, 

these arrangements s.ovm to provide an effective mea.; of securing invest

ment in mark,-t facilities without direct spending on the part of the local
 

governmcnt. This is not to sav that t he invts.tments are made without cost
 

to tile local govwirnmen:. "lhe cost the local government is
to tile differ

ence bttwen the fct.s 7t could have collected it the regular rentals were 

impo., ; at zhcir tull rates and the reducfd rat, which ,,re collected. 

Of cours,-. ! he local govvrnment i',,, on ,onstruct ion costs, hence we 

should deduct th. annual oi,;p-rtunitv cost of the capital not tied up, from 

the rent-lo cos-t. ;Iw,-ther rhis arrangement proves profitable to local 

government- is not vet clear--such programs have initiated.only recentl,- been 

The Determinants of Ryverue. from Market Act ivi ties 

All market undertakings are not equallv successful In terms of cost 

recovery. The "problem" could lie with excessive costs--a possibility 

discussed in the n,.xt st,,tion--or with inadequate revenutes. If the problem 

is on the r-venu.' vidt-, it may Ic with an inadequate pricing or market 

fee policy, er it MW.' lit' With an inadt.quatt volunm- of business It,the 

1Regretfully, the data rtquired to make adjustments are notsuch 
available.
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market. The revenue shortfall possibilities are e;-plored here for our sam

... .............. ple of eleven jurisdictions. .. - . -

Pricing Policies 

*As noted above, the prices charged for market activities, and perhaps 

the profitability of the market undertaking, may be effected by Central 

Government restrictions or by equity consideratc.ns. In the Philippine 

setting, the former would not seem tc be a good excuse for pricing well 

below a cost recovery level, though equity considerations appear to have 

had a dampening effect on market fees in some of the jurisdictions surveyed. 

However, neither equity considerations nor the fear of reducing stall 

occupancies would appear to be good reasons for pricing well below average 

costs. 

L.egal Restrictions and Actual Pricing Policies. The Local Tax Code 

* specifies that market stall fees must be set per meter of space per month/ 

day and that higher rates be set for more favorable locations. Occupancy 

and entrance fees are no more clearly defined in the Local Tax Code except 

for a provision that entrance fees may be imposed on any convenient unit 

of measure, e.g., weight or bundle, and they may not exceed the occupancy 

fee. The Code also specifies, and it is the practice, that the schedule 

of market fees is established after public hearing by the Local Council, 

and the ordinance setting the fees is subject to review by the provincial 

treasurer in the case of municipalities and the Ministry of Finance in the 

case of cities. 

In general, the markets surveyed here conformed to the specifications 

of the Local Tax Code. However, among the eleven areas, there is a sub
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stantial variation: some prescribed a limited range of stall rental fees
 

(Sorsogon and Passi), .one relled heavily on entrance-fees (oton),while 

some opted for a combination of rental, entrance, and occupancy fees which 

in one case (Tigbauan), involved a large number of different rates.
 

Revisions of market fees and rental schedules do not appear to be
 

frequent (see Table VII-3). 
 In five of the eleven areas, the ordinance
 

governing market fees and rentals in 1980 was four or more years old.
 

The other six had revised their ordinance in 1978 or 1979. This small
 

sample would suggest that the market rental and fee ordinance is revised
 

every four or five years. Revisions appear to be hastened by growth in
 

the volume of market activities.
 

Pricing Policies and Equity Considerations. Recommendations for fee
 

increases are generally made by the treasurer and mayor, in light of dis

cussions with vendors or vendor associations. However, in a variety of
 

instances, the levels finally passed by the SanA&g 
 Ba (the local
 

council) 
were reported to be below those recommended by the treasurer
 

and/or the mayor. The reason given for the lower rates was the fear that
 

higher fees would be passed on to consumers and that this would be inequit
able. 
This difference in opinion between treasurers and mayors on one
 

hand, and the local council on the other may reflect different views about
 

the proper role of local markets. 
 The belief that market fees should be
 

higher seems more important among those whose concern is with fiscal posi

tion-mayors, treasurers, the Ministry of Finance, the Ministry of Local
 

1Government and Community Development. Alternatively, those most directly
 

'For a statement of these views see Minf>.iry of Local Government and
 
ommunity Development, PublicMarkets Manualbor Local Units, Manila,
 

The Philippines, undated.
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*TABLE 
 VII-3
 

MARKET RENTAL RATES FOR SELECTED COH!4ODITIES, 
SELECTEDLOCAL GOVERNMENTS: 1980. . . . 
(pesos per square meter per day)
 

Local Dry Dried 
Jurisdiction Meat Fish Goods Vegetables Fruit Cereal Fish Grocery 

Barotac Nuevo 1.00 0.50 1.00 0.50 1.00 1.00 1.00 1.00 
Dumangas 2.00 0.50 1.00 0.50 0.50 1.00 0.50 0.40 
[loilo City n.a. n.a. 0.8. n.a. n.a. n.a. n.a. n.a. 
Miagao 0.33 0.75 0.33 0.33 0.33 0.33 0.33 0.08 
Oton 1.50 n.a.h nab n.a. b n.a. n.a b n.a. 
Passi 2.00 2.00 2.00 0.50 0.50 3.00 1.50 2.00 
Tigbauan 2.00 1.00 2.00 1.00 1.00 2.00 0.50 2.00 
Legaspi City 1.20 0.80 0.24 0.10 0.24 0.24 0.40 0.24 
Tabaco 0.23 1 .2 5c 0.26 0.24 0.24 0.23 0.24 0.26 
Cubat 
Sorsogon 

2.75 
1.50 

1.93 
1.40 

1.10 
1.50 

1.10 
1.40 

1.00 
1.40 

1.10 
1.50 

1.93d 

n.a. 
1.10 
1.50 

Date of Date of
 
Present Penultimate
 

General 
 Market Fee Market Fee
 
Merchandise 
 Eatery Others Ordinance Ordinance
 

Barotac Nuevo 1.67a 
 1.00 1.33 1979 n.a
 
Dumangas n.a. 0.40 1.00 
 1974 1964
 
Iloilo City n.a. n... n.a. 
 1975 n.a.
 
Hiagao 0.33 0.17 0.11 1979 
 n.a.
 
Oton 3.00 3.00 3.00 
 1976 n.a.
 
Passi 2.00 
 2.00 2.00 
 1975 n.a.
 
Tigbauan 2.00 0.50 2.00 1979 
 1974
 
Legaspi City 0.28 0.16 0.24 
 1976 1974
 
Tabaco 0.26 
 0.24 n.a. 1979 
 1974
 
Gubat 1.10 
 n.a. 0.49 
 1979 1976
 
Sorsogon 1.50 1.70 1.50 
 1978 n.a.
 

n.a. - Not available.
 
aMonthly rate per square meter per stall divided by 30.
 
bMarket occupancy fee, rate per square meter per day
 

Includes differential rent since fish stalls are located in the best
 

location.
 
dAssumed the same as 
rental fee for fresh fish stalls.
 

NOTE: Wlhen multiple rates ate given for the same 
stall type, the lower rate is
 
used. The differences in rates are usually based on location--i.e., 
corner vs. inner stall. 

SOURCE: Case Study survey data.
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responsible to local constituencies, the members of local councils and com

mittees, favor lower market rentals and 
fees. That these groups would have
 

different objectives probably is a reflection of the honest differences
 

among groups with different concerns and responsibilities. However, It
 

is the local councils who have the responsibility for the setting of market
 

fees. At least in our small sample, the price stability and equity con

cerns seem to have been ,tominant. 

The ,':,, -.-:, of market fees also reflects equity considerations.
 

Rental ca.es meat, and dry good
for fisl stalls are consistently among the 

highest unile those for fruits and vegetables are generally the lowest
 

(see Table VII-3). There are no 
available data on tile consumption of the
 

various 
 cla-s o- goods -old in the markets, but it seems reasonable to
 

assume that c:xpenditur,.s for meats, iish and dry 
 goods are likely to be
 

larger on t h. part of higher Incom( groups. Alternatively, tile more
 

plentiful and less 
luxuri us foodstuffs such as fruits and vegetables, pro-

bably constitute a larver part of the of low incomediets households and 

are of less importance in the 
budets of higher income families. If this 

is indeed an accurate det-cription of consumpt ion patterns, then tie general 

structure of market fees and rental rates would appear to have been 

influenced by equity , on-,iderations. 

These re'ults make it pretty clear that equity considerations, or what 

are thought to be equity con,:iderations, play an important role in the 

determination of market feves and charges. A reasonable argument can be 

made that this concern is misplaced and that increases marketin fees 

would have no apprvciable ef fect on Verv low income families. Whether the
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burden of market fees and fee incre2ses is shifted to consumers is a matter
 

of conjecture. However, given the relatively low market rates (Table
 

V11-3). it is unlikely that an increase would have a significant effect 

on the prices charged in the market. For example, if the stall fee for a 

meat vendor were f2.00 per square meter per day for a stall of four square 

meters, a 10 percent increase in the rental tee would in'rease his cost 

by only f.80 per day. This would seem to be a small amouint, indeed it 

would he Ic s.; than one-hzlf of 1 percent of revenues if the vendor had 

sales of no more than Ilt o per day. For lower fee rates, e.g., I per
 

meter per day and sMa1ller stalls, e.g., three square mters, the corres

ponding ,mount:, are. thirty centavos per day which would he one-half of 

I percent of revenues; if salos wert. as low as FhO per day. 

The impl Icat ion is thit saleS volume.-. ind vendor revenues would have
 

to be extrenrelv. lo' for a markt't fee increase to amount to even as much
 

as one-half of I ',.rcvnt of revenues. Thest- amounts are illustrative and 

in fact are based on rntal fees that are higher than the average actually 

charged in the markets surveYed hire. The point is that given the general 

level of market fees, it is likely that fees could he raised and market 

revenues increased with little or no appreciable effect on prices, even if 

full forward shifting occurred. :|oreover, judging by the occupancy rates 

and treasurers' statements about the number of transient vendors, there 

appears to he a fair amount of competition among sellers, particularlv 

IThese examples ire taken from the market in Passi which revised its
fee rates in 1979 to levels that are relatively high in comparison with 
the other markets consid.red here. 
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on market days. A number of sellers vying for customers is itself a con

dition which tends to limit a seller's ability to pass such costs on to
 

consumers in the form of high prices. All in all, the concern with the 

effects of zental increases on food prices and on the distribution of 

income may be overblown. 

Pricing. and h,-,0 Another constraint to increasing market feescpanc.. 


is the feat that occupancy rates would fall, i.e., some vendors would take 

their husines. elsewhere. For this to be a valid concern, profit margins 

would have to be quite small or a competitive private sector market would 

have to vxisl. While we hav. no est imates of the income earned by market 

occupants, it would seem that exl :;t ing market fees art, not sot high as to 

make market occppnc.- ,i unprofitable venture. Certainly for the markets 

cons id ,'ed *..!e,.all or 'ost fixed Lat111s .Ire occupied (Table VI1-4) indi

cating so7.'r rofitabilitv to the activity. Moreover, some officials inter

viewed believed that at least in .some of the popuiated areas, market sttall

holders earn substantial profits. This the.: deduce from a knowledge of 

ilttv:'.pt. to cut ice t.tllholdvr. to illegally subleast their premises in 

return for subst ait ialI reniri.rat ion. 

Another fact which w;ould lead one to expect that the holding of market 

leases is relatively profitable I., the long-time lag between fee revisions. 

Tn a period of Lven moderate inflation, tih is lag may result in a substantial 

windfall to 11ht. * tIlllholder. 

Togt-tht.r, the foreo ip!; W016l seem to inilv that those who operate in 

the municipal mar;'ets, or :it 1c,ist in the larger ones, (in so because it 

iS a re,'uner, t ie v,.nt ire. Moreove r, is ',,as suigges t ed above, it would 

http:ilttv:'.pt


TABLE VII-4
 

PER CAPITA 	 MARKET REVENUES, AVERAGE STALL FEES, STALL OCCUPANCY RATES 
AND \RKET PROXIMITY, 	 SELECTED LOCAL GOVERNMENTS 

Per Capita Number of Number
 
Market Average Stall Smaller Markets 
 Larger MarketsLocal Revel.e Sti 11 Fees' Occupancy Within 20 Within 20Jurisdiction (in e.os) hlnj on. Rates' Kilometers Kilometers 

Barotac Nuevo 
 5.68 *l.00 99.2 n.a. n.a.
Dumangas 2.50 
 0.78 100.0 0 2
Iloilo City 7.94 n.a. 100.0 5 	 )
,Miagao 	 2.52 
 0.31 100.0 	 2 
 1
Oton 
 1.41 1.50 84.8 n.a. 
 n.a.
Passi 
 4.06 1.77 
 98.5 	 3 
 0

Tigbauan 	 2.81 1.45 
 100.0 	 1

Legaspi City 	 1


6.07 
 0.37 100.0 	 1 
 0
Tabaco 
 6.28 
 0.34 100.0 2 	 0
Gubat 
 6.20 1.36 n.a. 
 2 	 1
 
Sorsogon 	 2.92 
 1.49 n.a. 	 n.a. 
 n.a.
 

n... = Not available. 

th M 

nl 
Average 

= number 
stall tee (ASF) for I Jurisdiction Is computed as follows: ASF-
,il cmmodfty classificatIon rates considered (see Table VII-3) and J 

r j)/ntj where 

r lj the market rental rate for jth commodity In the Ith local jurisdiction. 

bStall occupancy rate Is defined as the number of fixed stalls occupied as a percent of 
the total number of fixed stalls.
 

SOURCE: Case Study survey data. 



VII-20
 

seem that the local governments could obtain substantial revenue increments
 

by market fee increases without posing great threats of price increases to
 

consumers. This implies that the brunt of market 
fee increases would fall 

on the vendors, i.e., it would make net earnings by vendors lower than they 

otherwise would have been. However, it is doubtful that this burden would 

be onerous. As was indicated above, a fee increase as large as 10 percent
 

would probably not amount to more than a few pesos per day increase in
 

vendor costs. Indeed it is likely that fee increases would be substantially 

less for most vendors in most areas. Thus, it would seem that fee incre

ments, even as large as 10 percent, could be borne without placing major
 

1 
hardships on market occupants. 

The Volume of Sales 

Price increases are the discretionary action that may be taken by local 

authorities to increase revenues or to hold them do%.-n. 
 The volume of sales 

is the other determinant of total revenues, but growth in this volume is 

determined largely by external factors. If the minimum volume isn't there,
 

tile market simply won't make it as 
a financially viable proposition, no
 

matter what are the pricing pol ices. 

The most readily available measure of tile size of the consuming maiket 

is area population. This measure of market size is flawed depending on
 

whether a market draws on a larger (-maller) population than that of their 

jurisdiction. If there were an exact correspondence, then we might expect 

that the differences in per capita market revenues among the sample munici

palities would be proportional to differences in the average levels of 

lThe exception to these arglim.ents may he small areas. where price
increa.es coul ccause vendors to seek substitute loc atiolns in neirbv, 
large markets. 

http:increa.es
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market fees. In the areas under consideration, this correspondence does
 

not exist (Table VTI-4). The indication is that the volume of market
 

activities cannot be gauged solely in terms if the population of the
 

municipality in which it is located.
 

This raises the interesting question of what makes the influence zone
 

of one market greater than the Influence zone of another. In one instance,
 

Passi, local officials attributed recent increases in the volume of activi

ties to the municipality's harangay roads project, which improved access
 

from the municipality's rural areas. This certainly increased the market's
 

accessibility to the rural population but more important, it enabled pre

viously isolated rural farmers to iarket their produce at lower prices. 

The combination of a greater supply of market goods and lower prices Is 

believed to have attracted an increase in shoppers from other areas. 

Volum. , ;-ot pricing, is the key to the success of municipal markets. 

The municipal officials surveyed on this issue responded that the volume
 

of market activities depends greatly on whether the local market is able
 

to draw consumers from other municipalities. We have no direct information
 

on the corruting range for market activities, but indirect evidence suggests 

what might be expected, that larger and more accessible markets do rela

tively better. If vendors come to the more popular markets in relatively 

greater numbers, greater revenues due to increased entrance and occupancy 

fees will resilt. Thus, we might use ',., : market revenues as a 
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rough gauge of drawing power. Those areas which are In proximity (within
 

20 km.) to larger markets--Dumangas, Miagao, and Tigbauan--produce low
 

levels of revenues relative to municipal population. Those markets
 

which produce large amounts of revenues relative to the population of the
 

municipality in which they are located are within 20 km. 
of smaller markets.
 

It should he noted that this relationship between per capita revenues and
 

proximity 
to other markets cannot be attributed to differences In market
 

fee rates. In fact, in some areas, like L.egaspi City and Tabaco, per
 

capita revenues are high although market charges are low. Alternatively,
 

in Oton, Passi and Sorsogon, market fees are fairly high but per capita
 

revenues are not. The clear implicltion, therefore, is that the influence
 

of larger markets is spread over broad areas creating a degree of com

petition among markets. 7hether the competition is such that some smaller 

markets are rendered unprofitable cannot be determined from the data we 

have available. However, it does appear that markets in adjacent juris

dictions compete with each other and this gives rise to the possibility
 

that some, the smaller ones, may have difficulty in making the market a
 

profitable undertaking.
 

fxpenditure Levels and Worker Productivity
 

There is a substantial variation in the level of expenditures among 

the markets included in this surv,,' (sev Table VII-W). While It is clear 

that expenditures for the larger markets are lar;:er, size alone cannot 

1In actual it', the inflience Zone. of a market deptnds not only on the 
size (attraction) of the market 1ut the icct'ss to it. The more highly
developed the road system, the wider will be a larg-er market's zone of 
influence. Int,,restingly, a smaller market 
may be harmed by a good road 
system, because it may be brought within the zone of influence of a larger 
market. 
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TABLE VII-5 

TYPE, SELECTEDMARKET EXPENDITURES, TOTAL AND BY 

LOCAL GOVERKMENTS: 1979 
(in thousands of pesos) 

Expenditures on
 

Current Operations
 

Total Personal Maintenance Capital 

Local 
Jurisdiction 

Expenditures 
(1) 

Total 
(2) 

Services 
__(3) 

and Repairs 
(4) 

Outlays 
(5) 

Barotac Nuevo 

Dumangas 
Iloilo City 

Miagao 
Oton 
Passi 
Tigbauan 
Legaspi City 
Tabaco 
Cubat 
Sorsogon 

222.7 
212.8 
2237.1 

36.5 
71.8 

374.4 
105.3 
405.6 
232.3 
98.7 

1705.4 

143.1 
206.1 
1215.7 

35.6 
71.8 
238.5 
52.2 
355.0 
230.7 
95.7 
173.6 

87.2 
35.9 

702.7 
22.4 
57.8 
165.3 
40.8 

164.5 
177.4 
84.2 
IIq.5 

55.9 
170.2 
513.0 
13.2 
14.0 
73.2 
11.4 
190.5 
53.3 
11.5 
54.1 

79.6 
6.7 

1021.4 
0.9 
0.0 

135.9 
53.1 
50.6 
1.6 
3.0 

1531.8 

(4) and (5). Column (2)(1) is the stim of Columns (3),Notes: () 	 Column 
is the stun of columns (3) and (4). 

(ii) Includes expenditures for travel and transportation, supplies
 

and materials, printing and binding, freight and delivery ser

vice, repair of equipment, rental of building and grounds,
 

fixed property, illumination and
maintenance and repair of 


power service, communications, adjudications, contracts, losses,
 

discretionary, and other services.
 

survey data.SOURCE: Case Study 
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account for all of the variation. It follows that we must ask about those
 

factors which determine the level of market expenditures, and therefore
 

affect profitability.
 

Current operating Expenditures
 

The quest for a more efficient market operation inevitably leads to a 

questioning of whether market employees are overpaid relative to the work 

they perform. The latter has not been seen as a major problem as the 

standards for rates of public employee compensation are set nationally. 

In fact, it has been suggested that higher wages and salaries for market 

personnel is a step which could lead to improved market efficiency. I A 

more general concern, and one that seems to have been expressed in a number 

of market studies, is that employment levels may be too high and that
 

market employees are not put to effective use. Both questions ultimately
 

lead us to the difficult problem of the productivity of market employees,
 

and of the efficiency of market operations.
 

F~mploveeCom ensation i',ates. An examination of the rates of employee
 

compensation (Tabl. VII-Oi reveals a consistent pattern. Compensation
 

rates are higher in the cities and larger municipalities and lower in
 

smaller municiralizies. In part, these differences reflect the fact that
 

compensation rates are set in relation to the type and class of the govern

mental tinit; but a more important reason tor the variation In compensation 

rates is the composition of vimployment. In the cities and larger munici

palities, although located within the tr,-asurer's office, markets are 

1Orlando R. Garcia, .Market Adminitr ation Study, Goa, Camarines Sur, 

study undertaken in ,'ooveration with t ,heM p rtment of l.oraI Coverntent 
and Community Dvelopment and the L.ocal Counterpart Committee of the Muni

cipality of Goa, Camarines Stir. February 1979. 
2 Ibid. 
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TABLE VII-6
 

NUMBER OF MARKET YORKERS, PERSONAL SERVICE EXPENDITURE
 
PER WORKER, REVENUE PER WORKER AND PRODUCTIVITY
 

INDEX, SELECTED AREAS: 1979
 

Pe rsona l 
Service Market 

Number o' 
orkeri 

Expenditure 
Per Worker 

Revenue 
Per Worker 

Productivity 
Index 

Barotac Nuevo 
 16 F 2,325 F17,275 172.75
 
Dumangas 
 10 1,590 9,170 117.56 
Iloilo City 99 n.a.7,091 18,896

M i agao 8 2,800 14,012 452.00 
Oton n.a. n.a. n.a. n.a. 
Passi 29 5.700 10,769 60.84 
' i ,batnai un.a. 1a. .;I. n.a. 
l.egaspi City 
 23 7,152 26,400 713.52
 
Tabaco 28 6,336 20,475 602.23
 
tiubat 
 11 4,927 23,682 174.13
 

:orsogon 18 6,639 14,244 95.60
 

n.a. = Not available. 

SOURCE: Case Study survey data.
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supervised by a separate administration which is basically self-contained. 

In these cases, the market plantilla "ncludes administrative positions of 

higher salary grades, e.g., market master, higher level staff positions, 

e.g., senior level collectors, as well as a number of skilled clerical
 

positions, e.g., bookkeepers and accountants. In the smaller areas, market 

administration is a function of the treasurer who, along with his staff,
 

discharges th,- supervision and clerical duties of the market operation. 

As a result, in smaller markets, staff listed on the plantilla of the 

treasurer's office perform many of the administrative and support tasks 

necessary for the oper;tion of a market, while thc market plantilla con

sists primarily of staff positions ke.g., collectors, cleaners) that are 

of the lower salary grades. 

Thus, C-e -uposition of market plantillas provides the explanation for 

a large part of the variation in av-age compensation levels. In addition, 

there is the problem that : compositions of market employment may 

be quite badly. flawed and comparisons may be misleading. In part because 

of this data problem, we do not directly consider the compensat.on issue 

an) further. 

Frplovee Effectiveness. A frequent practice is to gauge the effective

ness of the market plantilla in terms of market revenues per employee. 

This is a very rough measure since the ratio may vary because some juris

dictions charge higher market fec., because of a more efficient utilization 

of the work force, or because, of scale economics, i.e., a work force is 

inherently more prod'i-tivc in lartcr markets. The last two issues, manage

ment efficiency and scale economies are the ones on which we want to focus 

here. 

http:compensat.on
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In general, revenues per employee are low in the smaller markets and
 

higher in the larger market. (see lable VII-6). On a weekly basis, aIrket 

revenues :er emplo.'e range around an amount of roughly 330 (as in the 

case of Barora: Nuevo and Sorsogon) to fa544 in Legaspi to about f200 in 

Passi and [)Duangas. On average, the amounts are surprisingly low. However, 

when compar.d with the rates of eMploVe compensation, the revenue ratios 

do not apptar so 1low. II f!la-t, retventltu, 11er 1,p10ovee in most casts 

art two, thr - or four times larger than pter empleyve pe r>onal service 

costs. If an3vthiin , the.e diff,.rences .,'motld scom to imply that expendi

ture:s oil markct personnel are monic.: well spent. 

Be that as it may, there remain , the possibtity tha. some markets 

opLrate more eftticirt lv than other,,. that ftwer employees may be required 

to perform a g-iven Aimount of work. [his i-;a particularly difficult pro

position to eva]uate b.caust- there is no flawless way of separating tile 

effects of markeL -har,,es trom the effects of employee efficiency on 

revenue product ivItv. Ho-wever, by dividing market revenues per employee by 

average stall fee.s, it is possibl,, to constrtct a :r,',.-'"., ",:iex which 

identifies emplovee prodlictivitv in a mort- or less standardized form (Table 

VII-6). That is, the inde× gives a rough approximation of tile number of 

employees required to earn a fixe-d amount of revenues in a standardized 

market size. A lo-. indtex, therefore, indicates low productivity and a 

-high index indicates high produlcti vi tv. 

1The productivity inde:.: is cal],llited from revenue data reported in 

Table VII-6 ant stall fees r,.ported in Table VII-4. 

2As analysts, we would fel more comfortable substituting the terms 
"relative understaffing and overstaffing" for high and low productivity. 
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Limitations notwithbtanding, the distribution of this index suggests
 

a ;eparation of these case study areas 
into t%,o gro, s, one which is
 

characterized 1N relatively high productivity and the other by relatively 

low productivity. In the former group are areas with relatively large
 

market plantillas, Iloilo City, Legaspi City, and Tabaco. The areas in
 

which the iro,tucttvitv indexes 
 art, low are those with tilt. smaller market 

plant iI1l. ,arozac Ni'iret', ! 'l ,,;, taahat, and Sorsogon.
 

Economi- of_ :Sc.a ly.
- rhe product ivi ty indexes in Table VI I-6 enable us 

Lo roughlv group jurisdictions as "high" vs. "low". Between these groups, 

the differvn,e in tie indexes is quite large and would suggest tile possibility 

that the number of e-mployees required to operate marktts increases less than 

in proportion to the volume of markeLi activities. That i.sto say, there 

may ie scale ecenor.ife>to be realized in tile opteration of public markets.
 

Areas with aI popuilation of 
les. than 40,000, Barotac Nuevo, 1lumangas, and 

G;ubat, all scer, low on the productivity indexes while higher productivity
 

Indexes are assoclated with the larger 
areas, l.egaspi City, Tabaco, Miagao
 
and Passi. Tihe one exc-pton to this pattern 
 is Sorsogon's low productivity
 

which can be traccd to tile interrtiptian of 
 its market activities by tile 

major renovation of its facilities. 

1The most important problems are" (a) that 
a high productivity index
may also be due to higher non-stall fee revenues, hence, the relative sizeof tile inde.x is less due to the number of stalls per Lmplovee, and (b)stalls mav be of different sizes. The latter should be adjusted for in tile 
f.e.
 

2It could be argu,.d that because tie productivity index is based onplantilla assignments, it may lead to an tiliderstatement of employee productivity in the szal i-r ;-!;rkt v S. WThile this ca:niot be den ied it is unlikelyto lter lt , ,,rl-i,,: tated ;,r 'i..-s tor ti iv. 'o re.,:,,, . The first is the
understafing" f ,h iv, peitits 'hi, 'iui.trat indexes higherna:esthe
than the s iuld b.. The -. 'rid is that market plantillas Would have toiverstat,. actual '-'rkreqti .etnl in 5-.al 1 markets I. three or four timesbefore the prairrctivitv fe rences btame .uf fiient I% sma II to negate
tie earl icre nt ionted -Olltk ilsfn .lbort sc-le ecolnolis. 
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Though we certainly recognize the problems of working with such a
 

small sample size, we might stretch the analysis here to ask the threshold
 

size for an efficient market undertaking. These data would suggest a 

hypothesis that the critical market size for the realization of scale econo

mies would be one necessary to service a population of roughly 40,000. 

Obviously, tbo issue calls for a great deal more research. 

The hypothesis that there are scale economies, or at least a threshold 

size for an efficient market undertaking, is sensible on a prYior grounds. 

The point is simply that small municipalities have markets that are too 

small to make full use of some employees! time b-it are large enough to 

require a permanent staff. Take the case of clerical, record.-keepIng and 

administrative duties. While such task. are necessary for market operations 

they require ruch less than the fulliMe efforts of a clerk, bookkeeper, 

and market master in smaller markets. A similar problem emerges for the
 

day-to-day market operation tasks, e.g., fee collecting, cleaning, main

tenance. Bigger markets simply require fewer collectors, janitors, etc.
 

per unit of volume. 

Another possible explanation for scale economies is better organization 

and management in larger municipalities. This seems unlikely. In larger 

areas, the market plantillas tend to include the management and clerical 

staff involved In market administration duties while In smaller areas 

these employees are usually assigned to the staff of the treasurer's 

office. This understates .arket v.7pIovyrent in smaller jurisdictions and 

therefore overstates their productivity Index. The scale economies con

clusions from Table %1II-6 would, if anything, be reinforced by this con

s iderat ion. 
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These considerations lead to the tentative conclusion that scale economies 

In market operations may exist and tOey may be the result of something 

more than the administrative and management improvements which may be faci

litated by larger operations. This is to say, the higher levels of pro

dtictivity and the attcndunt lower employment requirements which characterize 

markets in larger areas must be due to the technological efficiencies which 

follow from the larger scale of operations. 

cScountjnPj Issues. The measurement of current expenditures for markets 

is complicated, especially in smaller areas. The problem has to do with 

the plantilla assignment of market workters. In smaller areas, admintstr_

ttve dutiehs may b,. performed bv employees who perform similar activities 

(e.g., accounting) for the treasurer's office. If the time of these employ

ees is am:icned full,- to the treasurer's office, the market plantilla will 

underst.Ite *A.- actual number of market emplovees. It follows that current 

expenditurs will also be understated.I 

A related problem likely results in an overstatement of expenditures.
 

Tasks such as fee collecting, cleaning and maintenance are more specifically
 

related to market operations and are more likely performed by staff assigned 

to the market plantilla. While the rush of activity during market days 

requires a substantial number of employees to collect entrance and occupancy 

fees, there are but one or at r st two market days per week. On other days, 

the level of market activities is stubstantiallv less, requiring less effort
 

from market collectors, cleant-rs, etc. It would indeed be surprising to
 

1To be sture such an arrangtment may b. quite efficient since these 

duties are not very time-consiiming and can easily be handled by those 
providing similar services for tht local government. 
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find that market employees were equally active on market and non-market
 

days. It is more likely, and indeed our case studies confirm the fact,
 

that in smaller areas the market plan' ilia assignment of collectors and 

the like is designed to accomrrodat. the peak levels of activity that occur 

on market days but some market employees undertake other general government 

tasks on non-market days. Because these employees are attributed fully 

to markets, in overstatement of market stafi ing occurs. 

To th1 .extent that emplovets spend their time performing services not 

related to the market, the cost of the.ir services should not be attributed 

to the cost oi market operations. A more appropriate accounting system 

would charge tie wage, salary and other costs associated with employees 

listed on the market plantilla against the market, and against other 

appropriate accounts, h proportion to time spent on market and other 

activities. Similarly, to the extent that employees of other parts of the 

local government spend time on market related tasks, their costs should 

he assigned to the market account. Herein lies a major problem with treating 

the market operation in smaller areas as an enterprise rather than as a part 

of general government. These accolanting reforms would strain the technical 

capacities and workloads of the treasurer's office in many of the smaller 

municipal ities. 

Alternatively, in larger areas such as Iloilo City, markets and market 

activities are substantially larger than in the smaller municipalities.
 

Markets in these areas ark. more self-contained and are less likely to rely 

on employees of other parts of the Ioca government for administration and
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support services. Moreover, larger urban communities oftentimes have
 

multiple market days and shopping tends to be more regular. As a result,
 

they do not experience the large difference in activities between market
 

and non-market days that occurs in smaller communities. Thus, the use of 

the market workforce in the larger areas is mort, regular and it is much 

less likely that market workers are involved with tasks not directly related 

to the markets. As a result, in areas with large markets--e.g., Iloilo 

City, Tabaco, and l.egaspi City--employment practices and the recording of 

costs more accurately reflect work assignments. Because of this, separate 

accounts for markets are more feasible in ;largter area.. 

A criter ion I or mazn;iging and monitoring the operations of ;in enter

prise and for making appropriate pricing decisions if that there be a separ

ate ent('rpt ist account which re-ports only and all costs associated with the 

operat| .:. ['his suggests that the possibility of operating and accounting 

for markets as a separate enterprise is realistic only in larger areas. In 

the smaller areas, market activities are not of a magnitude to enable the 

kind of formal separation from general government that is necessary. 

As was discussed in the previous Chapter, appropriate budgeting and 

economic efficiency are ar~ong the criteria relevant to public enterprise 

activity. On thee, grounds it would appear that sterious consideration of 

the operation of public markets as a separate public enterprise activity 

should be limited to larger areas. In smaller areas, market operations 

should continue in much the samt. manner as in the past, i.e., as a service 

responsibility of municipal governments which is financed partially by 

benefit charges. 
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Capital Expenditures
 

:he second major component of market expenditures is capital outlays.
 

The problem with comparing capital expenditures across jurisdictions is 

that rhev are "lumpy". That is, they are large in years of construction 

and small at other times. Some of the areas surveyed in 1979 were involved 

in the construction or major renov tion of market facilities (Table V1I-1)
 

and thus their reported capital expenditures are higher than might normally 

be the case. This, of course, will give a distorted picture of annual 

capital costs and profitability. From an analytical point of view, we 

are interested in measuring capital costs as the use or depletion of 

resources which result from market operations during a given year. 4ole

over, annual capital outlays as reported in market accounts do not provide 

a measure of the opportunity cost of capital investments, i.e., the amounts 

of revenves which would be available for other uses if financial resources 

1 
were not tied up in market facilities. These values are related to the 

annual costs of "using up" the market facilities. This problem leads us
 

to develop a method of estimating annual capital costs. 

Capital Costs and Cap _tt l Outlas.. The estimation of capital consump

tion is an intricate and difficult task which extends well beyond our 

immediate concern. However, It is possible to obtain a rough indication of 

the variations in annual capital costs among these jurisdictions. To 

determine annual capital costs, we have made use of estimates of the book 

values of market structures and a set of assumptions about depreciation 

1 Tb£, issue is treated at much greater length in Chapter VIII. 
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rates. The data 
in Table VII-7 contrast reported capital expenditures with
 

estimates of the annual amounts by which the book value of the market struc

ture depreciates, assuming a twenty-year useful 
life,and an interest rate
 

of 14 percent. That is, we have estimated capital cost as the annual
 

amount of money that would be required to repay a loan in the amount of
 

the book value of the market structure at the indicated terms. These are
 

proiably quite low estimates of capital cost, 
for two reasons: First,
 

our assumed borrowing rate of 14 percent is quite low. Second, the loan
 

amounts required are based om book of and,
eh viltle existing structures 


as such, represent the original cost of const ruction rather than current
 

replacement costs.
 

Given the concern with the extent to which marketspublic recover 

costs, accurate estimation of capital costs is essential. Our calculations, 

conservative as they are, might be toused indicate the importance of 

capital costs in market operations. To obtain such a measure we divide
 

our estimate of cavtital costs by the sum of the operating costs and esti

mated capital costs. This yields a measure of the capital share of the
 

total costs of market operations, which may be compared with the ratio of 

capital expenditures actually reported in the government accounts (Table
 

VI-8). 
Note first that the share of capital expenditures as reported in 

local government budgets is, with only three exceptions (Iloilo City, 

Passi, and Sorsogon), lower than our estimate of capital share of market 

costs. The Implication is that generally local government accounts under

state the importance of capital as a determinant of the costs of local 

markets. Note too, that when measured in terms of local government budget 
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TABLE VII-7
 

ESTIMATED BOOK VALUE OF MARKET STRUCTURES, CAPITAL OUTLAY AND
 
ESTIMATED CAPITAL COSTS, SELECTED AREAS: 1979
 

(in thousands of pesos)
 

istimated
 
Book Value Annual
 

Local of Market Capital Capital
 
Jurisdiction Structures Outlay Cost
 

Barotac Nuevo 469 79.5 70.8
 
Dumangas 124 6.7 18.7
 
Iloilo City 2899 1021.4 588.7
 
Miagao 294 0.9 44.4
 
Oton 162 0.0 24.4
 
Passi 243 135.9 36.7
 
Tigbauan 475 53.1 71.7
 
Legaspi City n.a 50.6 ---

Tabaco 1255 1.6 189.5
 
Gubat 800d 3.0 120.8
 
Sorsogon 1580 1531.8 238.6
 

n.a. = Not available
 

aComputed 	from the Commission on Audit Financial Report,
 

1978, unadjusted and undepreciated.
 
bBased on the Government Service Insurance System loan in 1965.
 

CBased on the Development Bank of the Philippines loan of
 

#800,000 for market construction and improvement.
 
dfajor reconstruction valued at *1,004 million was done in
 

1979.
 

SOURCES: 	 Columns (1) and (2), unless otherwise noted are from the 
Case Study survey data. Capital outlays are those 
capital expenditures reported in the market accounts.
 
Estimated capital costs are calculated as the annual
 
amortization payment required to pay off a 14 percent,
 
20 year loan in the amount of the book value of the market
 
structure.
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RATIO OF CAPITAL EXPENDITURES TO TOTAL EXPENDITURES, AS REPORTED IN
 
LOCAL GOVERNMENT BUDGETS AND AS ESTIMATED: 1979
 

Local 

Jurisdiction 


Barotac Nuevo 

Dumangas 

Iloilo City 

Miagao 

Oron 

Passi 

Tigbauan 

Legaspi City 

Tabaco 

Gubat 

Sorsogon 


TABLE VII-8
 

Budget
 
Reports 


25.1 

3.1 


45.7 

.3 

0 


36.3 

50.4 

12.5 


.7 


.3 

89.8 


SOURCE: Tables VII-5 and VII-7.
 

Estimated
 

33.1
 
8.3
 

32.6
 
55.5
 
25.3
 
13.3
 
57.8
 

45.1
 
55.9
 
57.9
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data, markets in most areas (seven) do not appear to be capital Intensive
 

(i.e., capital outlays account for less than 25 percent of total expendi

tures). However, when measured in terms of annual capital costs, the
 

capital share would appear to exceed 40 percent. These considerations lead
 

to the corclusion that actual capital costs are probably higher than usually
 

thought and that markets are probably more capital intensive than has
 

been generally assumed.
 

One consequence of underestimating capital costs and therefore over

estimating profitability warrants special mention. Central Government
 

regulations limit the profits of "utility" services to an amount equal to 

10 percent of net investment. Surplus in excess of that amount is to be
 

plowed back into the service either for price reductions or for the Improve

ment of the facility. If markets are governed by this regulation, an
 

intere,:ting situation could arise. The 'excess' profits--resulting from
 

improper cost measurement--could put pressure on local officials to maintain 

market charges and fees at levels which are already too low. Instead of 

stimulating cost recovery by permitting rate increases, this regulation may 

well add to the deficit. 

It might also be noted that as the cost of constructing or improving
 

markets tends to be paid during the relatively short period in which con

struction actually takes place, costs reported in a market's accounts will
 

be high and profits low during the construction period. It appears that
 

this is the reason for the high capital outlay and apparent low profit

ability in the four areas (Barotac Nuevo, Iloilo City, Passi, and Sorsogon)
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when major market investments have been underway. Once construction is
 

completed and construction costs are paid, capital outlays will fall and
 

reported profits will be higher. Thus, it would be expected that those
 

markets which are currently making large capital outlays, as they cease
 

to do, will find their reported profits and profit rates increasing. Thus,
 

they too may eventually he subject to pressures to maintain market fees
 

and rates at low levels.
 

Measuring Capital Costs. The above considerations shed some light on
 

the shortcomings of current procedures for measuring capital costs. As
 

noted above, a more appropriate measure of the cost of using capital is
 

some estimate of the value of resources which are used up by the operation 

of the market. We have suggested that one approach is to measure the cost 

of replacing the market structure, an approach which is ak!,a to the general
 

accounting convention of establishing depreciation and investment reserve
 

accounts.
 

This approach, though it may require some rather crude assumptions,
 

clearly identifies the determinants of what investing in a market may cost
 

a local government. The initial cost is, of course, the outlay required
 

to build a facility. Certainly the larger and more elaborate the building
 

or the improvements attached to it, the greater the capital Concosts. 


struction expenditures, however, do not give a full measure of capital costs,
 

for the very act of tying up resources ip a structure means that the local 

government must forego the opportunities to use them for other purposes. 

That is to say, by tying up resources in a market, the local government's
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ability to spend on other activities or to reduce tax loads is reduced,
 

not just during the period of construction but in the future. One way to 

see this drain is to consider the implications of funding the construction
 

by means of credit financing. In this case, the recurrent amortization
 

payments reduce the amounts of revenues available for other uses. 

The extent to which amortization payments are a drain on local tax 

resources depends on the length of the amortization periods and the rate 

of interest charged, as well as on the amount borrowed. We have constructed 

different estimates of capital costs based on different loan assumptions. 

In one set, we have assumed an interest rat. of 14 percent and three repay

ment pt.riods--lO, 15, and 20 years. In the second set, wte have assumed 

an interest rate of 18 percent and the same repayment periods (Table VII-9). 

Thus,* there are six differv.nt tstimates of capital cost. 

Ont interesting r-sult of these calculations is the sensitivity of 

annual payments to the maturity period and to the interest rate. Lower 

Interest rate, and longer repayment periods reduce the annual repayment 

costs. In the case of Sorsogon, for example, at an 18 percent interest 

rate for a 15 year period, annual capital costs are estimated at 310.3 

thousand. Alternatively, at a lower interest rate, 14 percent, for a period 

which more clos.ly approximates the life span of a market building, 20 

years, the capital cost is P238.6 thousand. The difference, F71.7 

thousand, is a rather substantial amount and shows the potential impact on 

local treasuries of alternative capital costs. Even at relatively favo'

able terms (1-, percent and 20 .ears), amortization pavments can amoun' to 

as much as 50 percent of market expenditures. Civen this finding one might 

It, tempted to question the advisabil itv of policies which are designed to 

http:differv.nt
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TABLE VII-9
 

AMORTIZATION PAYMENT REQUIRED TO REPRODUCE BOOK VALUE
 

OF CURRENT MARKET STRUCTURE, SELECTED LOCAL AREAS 
(in thousands of pesos)
 

Rate of Interest = 14% Rate of Interest = 18% 

Local 
n = 10 n = 15 n = 20 n = 10 n = 15 n = 20Jurisdiction 


104.4 92.1 87.6
Barotac Nuevo 89.9 76.4 70.8 


Dumangas 23.7 20.2 18.7 27.6 24.4 23.2
 

867.6 	 728.4
Iloilo City 747.5 634.8 588.7 	 765.8 

44.4 	 57.7 54.9
Miagao 56.4 47.9 	 65.4 


26.4 	 36.0 31.8 30.3
Oton 31.0 24.4 


Passi 46.6 39.6 
 36.7 54.1 47.7 45.4
 

77.3 71.7 105.7 4p3.3 88.7
Tigbauan 9..1 
Legaspi City ..................
 

204.3 	 279.2 246.5 234.4
Tabaco 240.6 	 189.5 

178.0 157.1 149.4
Cubat 	 153.4 130.2 120.8 


302.9 257.2 238.6 351.6 310.3 295.2
Sorsogon 


Note: 	 n is the number of annuity periods (years). The values of market
 

structures considered in the computation are from Column (2) of
 

Table VII-7.
 

SOUPCE: Computed by authors.
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stimulate local government tnvestments in public markets unless pricing
 

policies are to be adjusted or further subsidies provided.
 

The Profitability of Markets
 

Can markets be operated by local governments on a self-financing basis?
 

If so, tinder what conditions, with what policy changes from present prac

tice, and for what types of local governments? With the cost and revenue 

analyses presented above ais background, we may address these questions for 

tile eleven jurisdictions included in our survey. 

On 'irst Hlush it would ,ppeair that 's a general proposition the 

operation of markets as profit generating or even as cost recovering acti

vities Is iduhtfit1 (Table VII-10). '.,hetn profits ;are calculated from the 

revenues and cost data reported in the local budgets, only five of the areas 

surveyed report current revenues in excess of current operating expendi

tures and capital outlays, while the remaining six show a deficit. While 

these data would seem to imply that the operations of markets are about 

as likely to require a subsidy as to produce a surplus, such a conclusion 

may be misleading. There are at least two problems. The first if 

defining "profitability" or cost recovery. Should market charges be ade

quate to cover all current and capital costs, or should capital cost
 

be vl-wed as an appropriate subsidy tro!- the local government? The 

second Is the bothersome problem of measuring capital costs. 
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TABLE VII-10 

REPORTED OVERALL SURPLUS, AND SURPLUS ON CURRENT ACCOUNTS 
OF MARKETS, SELECTED LOCAL GOVERNMENTS: 1979 

(in thousands of pesos)
 

Surplus on 

Local Reported Currentb 
Jurisdiction Surplusa Account 

Barotac Nuevo 53.7 133.3 
I)umangas -121.1 -114.4 
Iloilo City -204.4 817.0 
Miagao 75.6 76.5 
Oton -22.6 -22.6 
Passi -62.1 73.8 
Tigbauan -19.6 33.5 
Legaspi City 245.1 295.7 
Tabaco 340.7 342.3 
Gubat 169.3 172.3 

Sorsogon -1395.7 136.1 

aRevenues from market operations less total (current and
 

capital) expenditures.
 
bRevenues from market operations less operating expendi

tures.
 

SOURCE: Revenues from market operations is from Case Study data.
 

Total expenditures and total expenditures on current
 
operations are from Table VII-5.
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Current Account Position
 

The first step in measuring cost recovery is to consider the relation
 

between market revenues and the cost associated with the operation of
 

markets. The question here is whether market revenues are sufficient to
 

cover costs of operation. If the circumstances are such that they cannot,
 

then continued operation will require an operating subsidy from general
 

revenues--an actual cash drain on general revenues. If operating costs
 

are covered, then there exists the prospect that at least a part of capital
 

costs may be covered.
 

An analysis of the current account position shows that nine of the 

eleven markets studied generated revenues which exceeded current operating
 

expenditures (Table VII-lO). Generally, the current account surpluse. 

are quite large. This finding is a bit of a surprise for some of the smaller 

areas, in light of the findings above concerning possible scale economies 

and low employee productivity. Indeed, given current levels of rental 

rates and stall occupancy fees, most markets would c.n.-nuc to show a current 

account surplus even if current expenditures were to be as much as 50 to
 

100 percent more than those reported.
 

Something might be learned by considering the reasons for operating
 

deficits in Oton and Dumangas. Oton imposes relatively high market fees
 

but has a relatively low stall occupancy rate (Table VIT-4). The problem
 

is pretty clearly a deficient volume of market activity, probably caused
 

more by proximity to larger markets in Iloilo City than by high fees.
 

If the basic problem is proximity, and if the Oton market is simply not
 

competitive, revisions in the fee structure will not likely bring an
 

operating surplus.
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The opposite situation exists in Dumangas--the occupancy rate is high
 

but market fees are low. 
 It would be tempting to take this as an indication
 

that a revision of the fee structure could produce enough new revenues 
to
 

cover the operating deficit. However, the deficit 
is so large that fees
 

would have to he more than doubled for the 
current volume of activities to
 

produce revenues sufficient to cover costs. Here 
too, it would appear that
 

volume or lack of it is the underlying cause of poor revenue performance.
 

Two conclusions emerge from 
 the above considerat ions. The first is that 

markets generally have the potential to cover operating costs and at least
 

a portion of capital costs. General operating subsidies would not seem
 

warranted. The second 
 is that in areas which do not cover operating costs, 

the problem tends to lie with inadequate volume and probably more with proxi

mity to larger .arkets than with a fee structure that Is out of line. 

Overall Sur.lus/-Defici.t 

What portion of capital costs can markets be expected to recover? We 

might answer this question from the sample of the jurisdictions under study
 

here by comparing the current account surplus in Table VII-10 
with esti

mated annual capital costs (Table Vi-9). The r-..lts, for a low and high 

capital cost scenario, are described in columns (1) and (2) of Table VII-ll.
 

For example, the current account surplus of V133.3 thousand in Barotac 

Nuevo (Table V11-10) is larger than any of our estimates of capital costs 

(Table VII-Q). Thus, this market generated revenues sufficient to cover its 

current operating and capital cost with f62.5 thousand left over under our 

low cost scenario. The surplus am.ounts to a return equivalent of 13.3 per

cent of the I-, ok value of the original investment, and a little more than 

Such suhsidiii4s can be a substantial drain on general revenues. Weestimate here th.t the Dumangas deficit is equivalent to about 15 percent
of general reventies. 
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TABLE VII-11 

PROFITABILITY OF MARKETS UNDER SELECTED ASSUMPTIONS 
ABOUT INTEREST RATE AND ASSET LIF' 

Barotac Nuevo 

Dumangas 

Iloilo City 
Miagao 
Oton 

Passi 

Tigbauan 

Tabaco 

Gubat 

Sorsogon 


Overall Surplus 


(In thousands) 

.ow High 


Capital Capital 

Costa Costb 


62.5 41.2 

-133.1 -138.8 


228.3 51.2 
32.1 18.8 

-47.0 -54.4 

37.1 26.1 


-39.2 -59.8 

152.8 95.8 

51.5 15.2 


-102.5 -174.2 


Percent Return on
 

Book Value of Asset
 
Low High
 

Capital Capital
 
Cost Cost
 

13.3 8.8
 
-107.3 -111.9
 

7.9 1.8
 
10.9 6.4
 

-29.0 -33.6 
15.2 10.7
 
-8.0 -12.6
 
12.2 7.6
 
6.4 1.9
 

-6.5 -11.0
 

anterest rate of 14 percent and loan maturity of 20 years.
 
bInterest rate of 18 percent and loan maturity of 15 years.
 

SOURCE: Tables VII-7, 9, 10. 
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7 percent of total current revenues of the municipality. 1 That is to say,
 

it is a profitable undertaking.
 

More generally, the 
results of these comparisons are less encouraging.
 

They indicate that even under the better of the terms--20 year loans at a 

14 percent interest rate--only six of the ten market operations could show
 

an overall surplus. Two of the other four wher,, comparisons are possible, 

Dumangas and Oton, did not generate revenues sufficient to cover even 

operating costs and thus required an operating Twosubsidy. others, Tigbauan 

and Sor.Ogon, did generate a current account surplus, but it was far from 

adequate to cover amortization payments, 
even under the low capital cost
 

assumption. These two areas may be particular cases as their revenues were
 

below "normal" during this period because they were involved in market 

renovation and expansion.-

Among those markets which appear to be profitable, there are some with 

relatively high market fee rates (Barotac Nuevo, Passi and Gubat) and 
some
 

whose market rates are low (Miagao and Tabaco). Sorne are in large juris

dictions (Iloilo City and Tabaco) and others 
are in smaller municipalities, 

and employee productivity is high in some (Miagao, Tabaco and Gubat) and is 

low in others (Barotac Nuevo and Passi). In sum, it is difficult to find an
 

explanation for variations in profitability. However, there are two
 

elements common 
to at least some of the profitable undertakings. One is their
 

proximity to smaller markets, a consideration which would seem to suggest that
 

Base( on 1978 revenues as reported in Table VII-2. 

2Construction activities 
in Sorsogon impeded the market's operation and 
no doubt reduced revenues. In Tigbauan, their program of stall rental 
moratoriums on those stalls constructed by private parties also lowered 
rovenues and v:ill continue to do so as long as the moratorium is in effect. 
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larger markets capture the volume necessary for profitability by attracting
 

clientele from areas with small markets. 
The other is the fact that four 

of the six have enacted a new fee schedule in 1979. This raises the question 

of whether the profitability of markets might be generally enhanced by higher
 

fees. In the case of markets which are not profitable, we would have to
 

c.nclude in the negative because the fee increases would have to be very
 

large and, if anything, would exacerbate the volume problem. The case with
 

those markets which are profitable may be different. As was argued earlier
 

a general fee increase, even as large as 10 percent would not likely have
 

a noticeable effect on the prices charged by market vendors or on their
 

incomes. Moreover, price increases of this magnitude are not 
likely to
 

drive vendors to competing, smaller markets. Thus, a fee increase would
 

probably not have much of an effect on market volumes hence would be trans

lated into greater surplus. Profitable markets might be made even more
 

profitable. Whether increased profitability would be desirable is a policy 

issue not to be resolved here. What it boils down to is whether the govern

ment sees markets as a method for mobilizing additional resources, or as an 

institution whose primary function is to provide a public service.
 

The rates of profitability, the overall surplus as a percent of book
 

value of the asset, varies too widely to suggest an "average" performance
 

(see Table VII-11). However, these comparisons do show that the rate of
 

profitability is quite sensitive to variations in annual capital costs.
 

This suggests the importance of capital subsidies, such as are proposed in
 

Chapter X, to stimulating "profitable" public enterprise investments.
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Summary and Policy Implications
 

The question raised in this chapter is whether public markets can
 

be operated by local governments as fully self-financing public enterprises.
 

Our answer has to be very tentative because our sample is so sinalI, but it 

would appear that most market operations can cover variable costs and many
 

can also cover capital costs, but without capital subsidies, full cost 

recovery would not appear likely for many. The critical difference would
 

appear to be size of the market with those smaller markets that lie in the
 

commuting range of 
larger markets being particularly disadvantaged. 

Public policy cannot be formulated on a basis of a few case studies, 

and we aren't willing to offer cocttte recommendations in this area. A 

more ".'mprehwnsive analysis is essential. On tile other hand, some funda

mental problems and directions for reform programs did clearly emerge in 

the course cf this case study. In addition to the "small area" problem 

mentioned above, we would classify these as accounting and measurement 

needs, revenue policy, cost and volume considerations and credit policy.
 

The Small Area Problem 

In some cases, small public markets will not make it as financially
 

viable public enterprises. Their operating costs are relatively high because
 

of the diseconomies of small scale operations; their pricing policies may
 

be constrained by the possibility that shoppers and vendors may shift to
 

nearby larger markets; their volume is limited by their own small population
 

and their inability to draw substantially from their ,Interland popula

tion; 
and their ability to make use of credit financing is limited. Even
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their capacity to measure market profitability is sorely limited (see below).
 

a conclusion that the enterprise
This line of reasoning leads toward 


suitable for small municipalities. The question arises then,
 
form is not 


this will be
 
is too small? A much more inclusive sample than 

how small 


answer. 
 It is another of those issues 
that needs
 

necessary to provide an 


more research.
 

Measuring andAccounting for Market Activities
 

pesolving the problems of accurately measuring 
the cost of enterprise
 

first step in rationalizing the role of public
essential
activities is an 


government finance. Before one can pass
markets in the system of local 

he must under
on the merits of subsidies or pricing adjustments,

judgement 


are being covered. The existing

stand the extent to which rrue costs 


system simply doesn't provide this information. The first prob
accounting 

the special circumstancesconsidered to helem arises because of what may be 

The second is a more fundamental problem of accounting
of small governments. 


about everywhere else), the failure 
practice in the Philippines (and just 

to properly measure capital costs.
 

Problem. Accounting for market expenditures in small
 
The Small Area 

levels of market activities are such as
 areas is problematic because the 


days and very little work effort at 
to require heavy work efforts on market 


plantilla must be supplemented by

other times. Thus, either the market 


or the regular

the efforts of other government employees during peak times 


In addition,
on non-market days.
market workforce is assigned other tasks 

large enough to warrant
level of activities are not
in small markets, the 
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a full t'me administrative staff. 
 Thus, management tasks such as accounting,
 

personnel management and the like are performed by personnel whose plantilla
 

assignment is in other departments. Under either condition, 
it is unlikely
 

that personnel costs would (or even 
could) be prorated among market and other
 

accounts in a way which actually reflects the uses of 
an employee's time.
 

If the cost of operation cannot be measured, then of course cost 
recovery
 

cannot he approximated. In effect, any monitoring of the financial 
success
 

of small markets may he ruled out.
 

By contrast, in larger jurisdictions where the volume of market activi

ties is larger, the market plantilla, as well as the market administration, 

tend to he fully occupied in market activities. This makes possible the
 

identification of the costs of administering markets and thus facilitates
 

enterprise accounting. The problem, therefore, would seem to 
lie with the
 

smaller Jurisdictions. 
It is not only the cost of the accounting but the
 

strong interdependency between the market undertaking and other government
 

activities. 
 The public market may be much more a general government func

tion in smaller than larger jurisdictions. 

Measuring Capital Costs. Current practice, for governments of all sizes,
 

is to report capital expenditures on a cash 
flow basis, i.e., budgets
 

record the annual costs of construction, repair and renovation. 
Since
 

capital costs 
are "lumpy" and capital facilities are long-lived, cash
 

outlays do not give a reasonable estimate of the annual 
cost of using up 

the resources embodied in a facility. These costs would be better reflected
 

in annual depreciation reserves which, when accumulatedI during the life 

time of the facility, would provide for its 
replacement. An approximation
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of this amount, which we have used in this analysis, is the annual payme,.:.s 

on a loan of amount sufficient to cover the cost of reconstructing the 

facility. This is but one approach to measuring capital costs, ani there are 

others. We recommend that the Central Government move to adopt a standard
 

practice in accounting for the annual capital costs of local government mar

ket facilities.
 

Revenuz iklicv. One important barrier to full cost recovery has to do
 

with pricing policy, prices are set too low and revised too infrequently.
 

This practice is partly due to a concern with the cost of foodstuff and other
 

necessities to low income groups, and partly due to 
the fear of lowering
 

stall occupancy rates. Our view is that this reasoning is not well-founded
 

except, perhaps, in the case of some small markets. First, market stalls
 

are usually all rented. Second, the evidence suggests that market revenues 

could he increased by more frequent increases in market rental rates and
 

fees, and that 
this could be done with little effect on the pricL-s of goods 

sold in the market. Moreover, we see no reason why low icome persons would 

suffer disproportionately from such increases. We recommend that local
 

governments be encouraged to increase market 
fees and to make regular fee
 

revisions in line with rising costs of operation.
 

Economies of Scale. The capital intensive nature of public markets works
 

against 
smaller markets by keeping their per capita (and presumably per
 

unit) costs high, i.e., there appear to be economies of scale in the opera

tion of public markets. Our very limited and very crude analysis has indi

cated that these efficiencies become effective when markets service a
 

population of around 40,000. 
This is not to say that municipalities with 
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populations above this level will necessarily realize these efficiencies,
 

for they may not if they fall within the service area of a larger market.
 

Rather it implies that the technology of market operation is a barrier against
 

the profitability of small markets.
 

Other Barriers to Profitability. The key to the profitability of public
 

markets seems to be volume. Our findings have suggested two important bar

riers to market profitability, both of which are related to volume. The 

first is a lack of access between municipalities and their hinterlands. The 

policy implication is that road projects which link urban areas with their 

rural hinterland may have an important positive effect on public markets,
 

especially larger markets. Second, they suggest that markets of larger
 

munficilalities dominate those ot smaller nearby municipalities. This com

petition places smaller markets at a disadvantage and thus constitutes a 

barrier to their financial success. 

Credit Policy. In establishing a credit poliy for public markets, what 

might be reasonable expectations? Our limited sample suggests that recovery
 

of current test may be expected but recovery of full capital costs would be
 

less common. Public markets are income generating, but if costs are
 

measured correctly, many will not be completely self-financing. What might
 

be (lone?
 

First, we recommend that markets shoulo he permitted and encouraged to
 

increase stall rental fees, and to institute a program of regular revisions.
 

Second, capital subsidies should be provided in the form of lower interest 

costs than the present 14 to 18 percent. Third, loan maturities should be 

extended to better match the long lilt of market facilities. Both of the 

litter possibilities are taken up in Chapter X below. 



CHAPTER VIII
 

THE SUCCESS WITH LOCAL GOVERNMENT BUSINESS ENTt RPRISES:
 
THE CASE OF BULACAN
 

The two preceding chapters have shown that legal authority exists 

rn pQr;ihlIqh local government public enterprises and to operate them with
 

some attonomy. The evidence also suggests that such undertakings can, in
 

some instances, generate income adequate to cover 
costs. Thus far, our
 

focus has been on a more 
 tradton-il form of publi,, enterprises, markets,
 

which also serve 
a social purpose and for which a partial subsidy might
 

be justified. We now turn attention 
 to the feasibility of commercial
 

enterprises, i.e., local 
 government businessc.s. The question to be answered 

is whether such businesses can he opt-rated at financiali profit. If the
 

answer is aftirrLtive, these profits 
may be viewed as a ta%:, i.e., as a
 

method for mobil izing 
 additLiona resources : 'r g.ov,-rurienta ! p urposes. 

If local government businesses do not cover costs, and if they do not 

serve important social purposes, they are not an appropriate activity for
 

local governments. This Chapter is an analysis 
of the financial success 

with four such undertakings. 

Though local government commercial venturcs do exist in the Philippines, 

even a summary data are scarce. We have chosen to concentrate on a case 

study of the financial success of four ,ommercial enterprises operated by 

the Provincial Government of Bulacan: Ifivas as Bulakan Convention Center 

(HBCC), !ivas Ilivasgalerja, Cafetorturn, and the .livas Agro-Comiodities 

Center (HACC). The first three entvrprises can be considered non-traditional 
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since they are not usuilly undertaken tv local governments in the Philippines.
 

The fourth, the provincial slaughterhouse (a major component of the Hiyas 

Agro-Corodities Center) is a traditional local government undertaking but 

in Bulacan it is managed In a non-traditional way. indeed, all of these 

enterprises can be .acterized 
by their unusual management, and/or
 

operaktio~l.l arrangements. 

We scLk to a,'coplfsh three objectives with case Thethese studies. 


first 
is to deal with the question of whether commercial enterprises can be 

profitablv undertaken by local governments. The second is to show that 

there are altvrnative Wavs of operating and finincinr public enterprise 

activiLleb. Th third is to assess the transit-rability of the Bulacan 

experience, or at least to determine whether there art important lessons 

to be learnvd. 

Ca.. studies hav the advantage oi allowing one to study the detail 

of a parti, ular opera.tion--some of the general izat ions that necessarily 

come from cro.s;s-section work can be avoided. On the other hand, case 

studies have the weaknvss that their result cannot easl.1- be generalized. 

In the case of Hlulacan, one -aNy suspe.t that it Is too wealthy a province 

to permit much generalization, i.e., the Bulacan experience may only work 

whe.e fiscal r,.sourtes are, substantial and where there is a proximity to a 

large population. W4eexplore this important caveat below by examining 

Bulacan's economic nd demographic characterlsrtcs and Its fiscal performance 

during the last three years. 
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The remainder of this Chapter is an analysis of the objectives and 

successes of the Bulacan enterprises. We have also included a rather 

lengthy discussion of the method used to evaluate these cornercial enter

prises, because of the complexity of the evaluation issue. As we shall 

see, whether or not an undertaking is judged profitable depends very 

much on how we ask the question. The discussion Is labored at some points, 

and the reader wishing to take the arguments on faith may skip to the 

case studies. 

The Bulacan Setting 

Considering the very low level of public enterprise activity in
 

the Philippines, the magnitude and variety of Bulacan's undertakings are 

quite impressive. They are impressive not only In terms of the amount of 

internal funding that was generated to c:over th:; capital cost of these 

projects, but also In terms of the pat, at wh'cih the four enterprises 

were developed. In the aggregate, the ,onstructlon and equipment costs 

involved :ere approximately fIO.2 miioiun--P2.163 million for the lilvas 

Agro-Corrrnoditi e Center, W6.919 million for the Convention Center, and 

fI.158 milluot: for the llivas (aleria and the tivas Cafetorium. These 

four enterprises were established within a span of four years: llivas 

Caleria in 1973, the Hlivas Cafetorium in 1975, the Ilivas a& Bulakan 

Convention Center in 1976, and finally the Hias Agro-Cormmodities Center 

in 1977.
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Bulacan's close physical and economic ties to Metropolitan Manila
 

and its strong fiscal condition are considerations that may limit the
 

transferability of Its enterprise experience. Linked via the North
 

Diversion Road, its provincial capital, Malolos, is only about 45 kilo

meters or an huur of driving time from downtown Manila.
 

Demographic and Economic Structure
 

Bulacan has a population of 1.05 million, roughly 2.5 percent of
 

the national population, a land a: ea of 2,672 square kilometers and a
 

population density of 313 persons per square kilometer (population for
 

1975). While its population density is much lower than that of Metro

politan Manila (7,814), it is much higher than the national average (140).
 

Between 1970 and 1977, its population growth was at an annual rate of
 

4.66 percent, well above the national average of 2.7 and the Metropolitan
 

Manila growth rate of 3.5 (Table VIII-l). A closer look at the demographic
 

data, however, suggests that population density varies widely within the
 

province. Malolos, the capital town, has a population density of 1,240 

per square kilometer and there are densely populated areas located at the 

fringes of Metropolitan 1Mlanila, e.g., Obando (612 persons per square kilo

meter), Meycauavan (2,724) and Bocaue (I,141). hile there is considerable 

variation among these border towns, they have in common a population density 

that Is at least twice that of the province as a whole. This indicates thIt 

towns located at the fringes of Metropolitan Manila are attracting substantial 

numbers of cornuter-residents. 

In addition to the spillovt.r effect, the very rapid population growth 

of Bulacan--higher than Metropolltan lanila's growth rate of 3.5 percent-

can also be attributed to its fast growing manufacturing base. While it 



TABLE VIII-I
 

SELECTED ECONOtMIC-DEMOGRAP|!IC CHARACTERISTICS OF 
FOUR PHILIPPINE PROVINCES, METROPOLITAN MANILA, PHILIPPINES: 1975
 

Population

Percent
Local DensityPer Capita Per Household Of Urban Population (PersonsJurisdiction RegRion .Income. -Income o.pLulat ion eGrowth Rate 

Albay 
 V' P 830 P 5,132 12.0 
 1.58 286
 

Bulacan IIIb 
 1,035 6,262 36.0 
 4.66 
 313
 

Iloilo City 
 VI 
 995 5,947 25.8 2.37 
 247
 

Sorsogon Va 980 5,900 17.2 ---

Metroplitan Manila 
 2,125 11,244 100.0 3.5f 
 7,814
 

All Philippines 
 1,111 6,587 31.6 2.7 
 140 LA
 

High poverty, high agricultural employment, high off-farm employment, moderate agricultural
productivity. Source: National Economic and Development Authority, Regional Development: Issuesand Stratcjles, Regional Planning Studies Series, I (Manila, 1978).
 

bLow poverty, low agricultural employment, high 
 off-farm employment, high agricultural
 
productivity.
 

CLow poverty, high agricultural employment, high off-farm employment, high agricultural
 

productivity.
 

dGrowth rate from 1970-77. Source: 
 1979 World Bank Atlas.
 

ePer annum during intercensal years.
 

fPopulation growth rate from 1970 to 1975. 
 Growth rate from 1960 to 
1970 is 4.9.
 

SOURCE: 
 National Census and Statistics Office (NCSO), sever':1 
issues of Special Release by the
 
Office of the Executive Director, 1980.
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is true that Bulacan is situated in a region which is traditionally 

agricultural--a region which the National Economic and Development 

Authority characterized as "low poverty, low agricultural employment, 

high off-farm employment, and high agricultural productivity" --the 

number of large and small manufacturing establishments in Bulacan has 

grown in recent years at a rate considerably higher than the national 

average. The growth rate of large manufacturing firms in Bulacan during 

the periud 1967 to 1972 is quite impressive: 49.5 percent compared to
 

the national average of 12.2 percent. Equally impressive is the fact that
 

while the population of Buacan represents roughly 2.5 percent of total 

population, the province accounts for 6.5 percent of the country's large 

manufacturing establishments (Table VIII-2) 

While Bulacan is comparatively less developed and urbanized than 

Metropolitan Manila, it is the most prosperous and urbanized among the 

four provinces we visited. In 1975 it had a per household income of 

*6,252, slightly lower than the national average of *t6,587. The percentage 

of urban population to total population for Bulacan is 36.0, slightly 

above the national average of 31.6 (Table V'TII-1). 

The question at hand is whether this size, growth, and proximity to 

Manila creates a unique situation in Bulacan. In particular, does it offer
 

a potential market for enterprise products that exists in few other places
 

in the country? In the cases of the Convention Center and slaughterhouse,
 

this "proximity effect" has created a somewhat unique situation.
 

INational Economic and Development Authority, Regional Development:
 

lsues and Strategies, Regional Planning Studies Series, I (Manila, 1978),
 

p. 135.
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LARGE AND SMALL MANUFACTURING ESTABLISILMENTS 
IN SELECTED PII[LIPPINEc PROVINCES AND MANILA: 1972 

Growth Rate
 

1967-72
 
Number of ES.tablishments Percent Distribution (Percent) 

Jurisdiction Totail l.arju. Small Large Small 

Albav 1,569 46 1,523 1.0 
 2.4 -12.5 52.8
 

Bulacan 2,072 290 1,782 6.5 2.8 
 49.5 55.9 

Iloilo City 3,193 75 3,118 
 1.7 4.9 
 -21.9 31.5
 

Sorsogon 
 529 9 520 
 0.2 
 0.0 50.0 178.1
 

Manila 4,680 578 4,102 
 12.9 6.5 n.c. 
 n.c.
 

National Averagea 
924 
 57 866 --- --- 1 2 .2b 5 3 .7 b
 

aTotal number of manufacturing firms, excluding those in Manila, divided by 68, the 
number of Philippine provinces included in the Census.
 

bIncluding Metropolitan Mlanlla.
 

'.c.: Not cf#mparable; the 1972 data exclude suburbs while the 1967 data include them. 

SOURCE: Natit - Census and 
Statistics Office, 1972 Census of Establishments. Vol. III
 
(Manuticturing).
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Fiscal Performance
 

If fiscal performance is graded according to how well a government
 

lives within its means, the Province of Bulacan will get high marks.
 

Total revenues have increased by about 12 percent per year and the
 

provincial government has shown an unusual ability to accumulate a surplus. 

From 1976 to 1979, Bulacan accumulated an average surplus (gross fund 

balance at the end of fiscal year) of f1.3 million in its General Fund
 

and iP725 thousand in its Infrastructure Fund. For the combined General
 

and Infrastructure Funds, balances 
 at the end of the fiscal year have
 

remained at about 5.2 percent of revenue
total from 1977 to 1079 (Table 

VIII-3).
 

Illhat accounts for the differences between Bulacan's fiscal verformance 

and that of other provinces in the country? On the revenue side, one may
 

note the maiked differences in sources of financing 
 (Table VIII-4). Bulacan 

relie: on locally raised revenues for more than half (51.4 percent) of 

total revenues. Other provinces--Albav, Iloilo, and Sorsogon and, in fact, 

all Philippine provinces taken as a group--rely more heavily on intergovern

mental grants than does Bulacan. 

Income from enterprists accounts onlyfor 5.7 percent of provincial 

revenues nationwide and only 5.1 and 8.1 percent in Alba. and Sorsogon, 

respectively. Or the other hand, for Bulacan and Iloilo, public enterprise 

Income is considerably, more important, i.e., at least one of fiveevery 

pesos collected i.s "',tf ,. lone .ype of public enterprise activity. 



TABLE VII-3 

GROSS FUND SURPLUS OF THE PROVINCIAL GOVERN 
BY .WJOR FUNDS: 1977-79 

(in thousands of pesos) 

ENT OF BULACAN 

1977 1978 1979 

Budget Item 
General 

Fund 
Infrastructure 

Fund 
General 

Fund 
Infrastructure 

Fund 
General 

Fund 
Infrastructure 

Fund 

Gross Fund 
Balance at 
Beginning of 
Fiscal Year 1,360.3 1,291.9 1,258.0 449.3 1,029.4 185.3 

Income 20,029.4 8,772.8 22,964.1 16,897.1 26,852.8 13,476.4 

Total Funds 
Available for 
Expenditures 21,389.7 10,064.7 24,222.1 17,346.4 27,882.2 13,661.7 

Expenditures 20,133.8 9,615.4 23,192.7 17,161.1 26,187.3 12,688.4 

Gross Fund 
Balance at 
End of 
Fiscal Year 1,255.9 449.3 1,029.4 185.3 1,694.8 973.2 

Average Gross Fund Surplus 

1976-79 1977-79 

General Fund 1,335.1 1,326.7 

Infrastructure Fund 724.9 535.9 

Total 2,060.0 1,862.6 

SOURCE: Data supplied by Ministry of Finance. 



TABLE VIII-4 

REVENUES OF SELECTED PROVINCIAL. GOVERNMENTS, BY MA.JOR SOURCE: 1977 

Revenues (General Fund, thousands of pesos) 

Total Total Income
Total Locally Intergovernmental
Local Jurisdiction a From Business
Revenues
 Raised Revenues b 
 Grantsc Operations

Alhay 
 6,830 
 1,248 
 4,312 
 347
Bulacan 
 17,765 9,131 
 6,676 3,897
ilol1 13,117 5,194 
 7,732
Sorsogon 3,050


4,396 1,226 
 3,170 357
All Philippine Provinces 
 501,062 187,192 
 261,234 28,771
 

Percent Distribution of Revenues
 
Albay 


18.2 
 63.1 
 5.1

Bulacan 

Iloilo 51.4 37.6 
 21.9
58.9
Sorsogon 39.6 23.2
 

27.9 
 72.1 
 8.1
All Philippine Provinces 
 37.4 
 52.1 
 5.7
 

Per Capita Revenue (in pesos)
Albay 
 10.38 
 1.90 
 6.55
Bulacan 0.53

19.95 10.25 
 7.50
Iloilo 4.38

12.10 
 4.79 
 7.13
Sorsogon 2.81
9.89 
 2.76 


All Philippine Provinces 
7.13 0.80


15.02 
 5.61 
 7.83 
 3.86
 

aIncludes own source revenues but excludes borrowing.
 
bIncludes total local 
tax revenues, charges, capital revenue, and total income from business operations.
 

Includes BIR Allotment and natioil aids.
 
SOURCES: Fiscal data: Commission on Audit, Report 
on Local Governments, 1977. Population: for the four
provinces, from the National Census and Statistics Office, Special Releases (1980); the population
for all provinces is from the COA Report, which is based on NCSO preliminary estimates. Population


figures are for 1975. 

c 
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lBulacan's per capita tax collections are high by comparison with the
 

other three provinces surveyed and with the overall provincial average.
 

This is true both in 
terms of locally raised taxes and income from business
 

operations. Its per capita intergovernmental grant of I#7.50 is less than
 

the national average of P7.83, although it is slightly higher than the
 

other three provinces in our sample.
 

Not surprisingly, the level of expenditures is closely related to the
 

level of resources raised, i.e., Bulacan collects the highest tax per capita
 

of the four provinces surveyed and its per capita expenditures are also
 

the highest. In terms of the functional distribution of expenditures, the
 

spending pattern of Bulacan is not markedly different. Bulacan allocates
 

roughly one-third of total expenditures to each of the major functions: 

36.5 percent for gencr.l government, 32.6 percent for public welfare and 

internal safet, and 10.8 percent for economic development. Tils closely 

approximates the average distribution of expenditures for all Philippine 

provinces (Table VII1-5). 

In per capita terms, Bitlac-in spends far more than the three other 

provinces surveyed. BuLican's per capita spending of I#7.29 for public 

welfare and internal safet,: is considerably higher than that in Albay 

(Pi1.54), Iloilo c....), and Sors.on (f .'-0) (Table VIII-5). This, in 

all likelihood, is in response to the pressing problems usually associated 

with urbanization. Most lmpresstv., however, is the high per capita amount 

and percent distribution allocated to economi,- development expenditures.' 

lThe tre-nd in expenditures :or econo.ic ,.'vlopmtnt* however, must be 
interpreted with some care because: (1) economic development spending tends 
to be lumpy, i.e., characterized by abnormallvl arge expenditures in single
'.ears, and (2) many economic developr ent projects are financed out 01 the 
:nfrastructure Fund. For example, while tht Provincial ;overnment of Albay 
spent f3.5 million for economic dev,.lopment out of the General Fund in 1977, 
its development spending was dowrn to #370 thousand in 1979. 

http:econo.ic


TABLE VIII-5 

EXPENDITURES OF SELECTED PROVINCIAL ,OVERNMENTS BY MAJOR FLNCTIONS, IN PER CAPITA 
TERMS AND AS A PERCENT OF TOTAl. EXI'FNDITURES: 1977 

Expenditures (in thousands of nesos)a
 

Public Welfare
 
Local Jurisdiction Genral and Internal Economic Public
Local______(______ Total ;overnment Safety Development Service
 
Albay 
 6,501 2,003 1,014 3,484 
 0
Bulacan 
 19,903 7,269 6,488 6,121 24
I loilo 11,753 4,355 4,824 2,574 0
Sorsogun 
 4,199 1,721 
 1,514 964
All Philippine Provinces 583,553 200,276 

0 
233,476 147,374 
 2,428
 

Percent Distribution of 
Expenditures
 

Albay 
 30.8 15.6
lBulacan 53.6 0.036.5 32.6 30.8 0.01Iloi o 37.1 41.0 21.9 0.0Sorsogon 41.0 36.0 23.0 0.0
All Philippine Provinces 34.3 40.0 25.2 0.04 

Per Capita Expenditurc.s (-in pesos)
Albay 9.88 3.04 1.54 5.29 --Bulacan 22.36 8.16 7.29 6.88 3.03Iloilo 10.84 4.02 4.45 
 2.37 --Sorsogon 
 9.44 3.87 
 3.40 2.17 --All Philippine Provinces 
 1.7.54 6.01 
 7.00 4.41 
 0.07
 

aIncludes expenditures from Ceneral Fund only.

bExcludes the 2 percent budgetary reserve.
 

SOURCE: See Table VIII-4.
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Bulacan Enterprises: General Features
 

Before turning to the Individual case study analyses, it is useful 

to review the similarities of these four non-traditional enterprises. 

There are five important facts to be noted about these undertakings. 

First, the funds used irr the construct ion of structures which 

house the enterprises were provided from accumulated budgetary surpluses. 

One can cite several reasons why funding projects out of budgetary surplus 

seems a reasonable approach for fiscally-able local governments. First, 

credit financing is not costless. Aside from the interest payments, costs 

are involved in Lle preparation of a formal feasibility study--a require

ment not mandatory for internally funded projects. In addition, loans
 

from any of the several public financial institutions involve considerable 

bureaucratic delay, hence more 
costs in terms of time and effort. Moreover, 

some local government officials feel that the process of credit financing 

decreases local autonomy. The process of credit application leads not 

only to the lending institution's evaluation of the financial worthiness 

of the project and the loca! government, but also to a review and approval 

by a number of national government agencies--the Ministry of Finance, the 

Commiss ion on Audit, th M.initrv to l.k'al (;overnmenrt and Community 

Development, and in some cases, the Ministry of Public Works, Ministry of
 

Human Settlements, and the National E, onomic and Development Authority. 

Finally, a pay-as-you-go approach is in keeping with the conservative finan

cial rtanagement bent of local gavornment officials. 

Our interviews stivest tt,.t the costs involved in preparing a feasibility
study, using an outside consulting firm, can be anywhere between 3 and 7 percent 
.'f the costs (. the prjc t. 

2 For a detailed discussion of the loan approval process, and other 
attitudinal reasons for local officials' preference for internal funding of 
capital projv,'ts, see Chapter IX. 
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Second, the managers of the enterprises, with the exception of Hiyas
 

Galeria, are hired on a contractual basis. This arrangement was initiated
 

becaus- it was believed that government set salary limit of 800 per month
 

was not sufficient to attract competent managers for the enterprises.
 

Organizationally, the four enterprises have varying degrees of autonomy,
 

ranging from an autonomously-run, operating-contract arrangement (Hivas
 

Cafetorium) to a departmentally-managed arrangement (Hivas Galeria). All
 

operate, howeve'r, under tile umbre lla of a management committee consisting 

of the gove rn,. r,* th. provincial treasurer, the provincial assessor, and 

the superi tendent Of tile 11iV'.as ComplCx. 

Third, no forrmal financial feasibility studies were prepared prior 

to the undertakin,: of these enterprises. One possible exception is the 

IIACC sl.ttwhtcrhous, where the physi-al plan was prepared by the National 

.e.'.t !-.ip.,tion Board. The absence of feasibility studies Is not at all 

surprising since they are simply not mandatory for projects financed from
 

internally raised funds. 

Fourth. the net profits of the individual enterprises, with tile 

exception of the Hivas Cafeto rium, revert to the provincial treasury. 

The case o teie (azctorium i. not Il together different as the provincial 

government retains authority to determine the uses to which Cafetorium 

surpluses may be put. 

Fifth, with the exception of slaughter fees imposed at the llivas 

Agro-Comrnoditics Center, the prices charged at these Bulacan enterprises 

have not been suhMi tted for frm,Il rtvitw vr thit. provincial board to tile 

Ministry of Finance. This is i practice which would seem to be at variance 

with the stipulation of the Local Tax Code. 
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Performance Evaluation
 

Before presenting these four case studies, one may legitimately ask
 

how is "performance" to be measured, i.e., 
 how will we know if an under

taking has been successful? The ansver is not unambiguous. It depends
 

on whether one evaluates economic or financial profitability, whether
 

a short- or long-run view is taken, and on the measurement of costs and
 

benefits. These considerat ions are takeni up below, perhaps in more 
1 

detail than the policy-oriented reader needs. 

Financial ver.sus Economic Profitibilitv
 

There are two ways of evaluating the performance of these ent.Lprises:
 

financial profitability and economic profitability. Financial profitability
 

is concerned with the present value of the strv.m of cash flows--revenues 

less current opvratin4 costs--over the. liftLime of the project or enterprise, 

in relation to the initial c.apital outlay. The enterprise is deemed profit

able if, at an appropriate discount rate. the present value of the enter

prise's cash flow at market prices exceeds the !nitial car ital outlay.9 

In contrast, economic profitability is concerned with the value of all 

benefits attributable to the project in relation to the value of all costs 

(opportunities foregone) as a consequence uf undertaking the project. In 

practice, economic profitability adjusts the cash flows by applying "shadow" 

The reader may skip to page 20 without loss of continuity.
 

2The discounted present vailue of 
 the stream of net cash flows, herein
after referred to as discounted cash flow (DCF), is computed as follows: 

= R- C R -C" R-C
 
DCF 1 I + - 2 + ... + t t
 

I 2 t

(+r) ( +r) (l+r) 


)r more compactlv,
 

n R -C 
t t 

(l+r) t
 

where R and C are revenues and current operating costs of the enterprise at 
period E, rtspectively, n is the time-horizon of the project in years, and r is 
the rate of discount. 
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or efficiency prices 
 to inputs and outputs, when appropriate, and by
 

including indirect benefits and costs, i.e., 
those that are attributable
 

to the projectL re_ ot ,consequencesIof.its primary objective, are
 

also considered. 
 For example, improved health and increased worker
 

productivity are some indirec. benefits that 
may result from a sewerage
 

project, and make its overall "profitability" much greater 
 than its 

financial profitability. An economic measure of returns would also
 

attempt to value and include intangible benefits such as reduction In
 

loss of life 
or aesthetic benaefits for which there is no market valuation. 

The primary concern of this st.idy Is financial profitability. While 

the Importance of indirect social benefits are acknowledged where appropriate, 

these considerations do not enter into our calculations of profitability. 

In point of fact, there is no overwhelming evidence that these enterprises, 

with the exception perhaps of the slaughterhouse, are serving any signi'icant 

social objectives. They are engaged in activities whic, could be undertaken
 

by the private sector and in three cases are in direct competition with the
 

private sector.
 

Even if we wanted to expand the analysis to consider social effects 

and Indirect costs and benefits, it Is not likely that we could find 

adequate data. This is especially problematic and especially important 

in cases where profitability should be adjusted to reflect whether these 

enterprises are substitutive (in the sense of drawing off business from 

the private sector) or stimulative (in the sense of creating new jobs or 

1Shadow price, in contrast to markcet or observed price, Is what
economists may calculate as the pi-ice of the coModity or factor (e.g.,land, labor and capital) under id'-zal, c'ompetitive conditions. Alternatively, 

- '
It may he viewed as the true s I y of any given resource. 
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inducing othcr productive activities). In general, we assume-and with
 

reasonable Justification-that some of these ente:prise activities are
 

substitutive. Hence, the Cafetorium-enterprise may-generate-revenue
 

from increased sales of meals, but if other local restaurants now serve
 

fever meals as a result, the net revenues assigned to the enterprise are
 

its gross sales minus the reduction in sales from other restaurants.
equal to 


We will do little nore here than acknowledge the problem.
 

The one sense in which we do consider economic criteria is in attempting
 

the local governments. In all
to approximate the annual cost of crpital to 


other respects, we pretty much sti:k to the financial criteria.
 

In the short-run, we might evaluate an enterprise according to its
 

coverage of costs. Three different criteria might be considered.
1
 

(1) Full cost recovery: If the objective of the enterprise is
 

revenue generation, then total revenues for each year should
 

exceed total costs for that year. Total costs include current
 

operating costs (labor, maintenance, repair, supplies, etc.)
 

and an annual allocation of cost of capital ("user" cost, i.e.,
 

depreciation and opportunity cost of capital). If total
 

revenues equal total costs each and every year, then a "no

profit-no-1ss" position is achieved.
 

(2) 	Current cost recovery: If the objective is for the public
 
not
enterprise to cover Its current operating costs, i.e., 


to be a drain on the treasury on a fiscal year-to-fiscal
 

year basis, then year by year revenues must equal annual current
 

operating costs. 
 This, however, implies a subsidy equivalent
 

to the "user" cost of capital.
 

(3) 	Predetermined Subsidy Reimburseme r Rules: If the objective of
 

the enterprise is to fulfill a r'ven social objective, then a
 

carefully designed set of rules for deficit reimbursement should
 

be defined in advance. One such rule is that the total subsidy
 

should not exceed the valuation attached to a given social
 
objective.
 

1These decision criteria for performance evaluation are more formally
 

presented in Appendix VIII-A.
 

Iii
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The third criterion deserves some elaboration since it offers some
 

justification for financial deficits. 
Once a social valuation is determined
 

for a project, one possible rule is that the subsidy should not exceed 

this valuation. Limiting the amount of subsidy in advance has the advantage 

that it sets tile record straight on which detlicits can be reimbursed and 

which cannot. For example, if the cost of meal- to government officials is 

to be subsidiz;ed from provincill revenues but all other costs are to he
 

recoverable by Caietoriuir enturprise, 
revenues, some clear guidelines for
 

pricing 3rt. provtthd. .%A a Vnit.-d ;at ion-, report itat's: "Ilhe very
 

expectation that tie t reasury to
wi I I , ovtr the actual deficit iS .1pt 

induce a pattern of bt-havio, wh ich is I t..t oriented to its el i,.i nat ion. 

To evaluoat e tile long- run impact o these enttrp rises to the Province 

of Bulacan, t'he net prt,.sent .'l uu , enterprises"IV)the will le estimated. 

In ,iddition to the NIPV, wc will e.stimatte tht-ir internal ratt. of return.3 

The performance criteria, based on !inancial profitability, are as follows: 

IUnited Nations, Measures for Improving Performance ol Public Enter
prises in Dev-_laping Countries , (04w York: United Nations, 1973), p. 57. 

9N't present val ie is del ined .i tie d iifertent v between tie discountedvalue of the st ream of c,h flows (revenues nitu.., current operat ing costs)
and the initial Calpital eat-.i'. Fornallv it is given by: 

-K + DCF 
0 

or, using, the definition ui DCF in footnot. (2), p. 15, 
II 

-K + It t 
0 t=l l+r) t 

where K is tile tnit ial ,,)i0 tal.t. ouit L'', R 
t 

alld C are revenues and current 
operating costs of til ente.rprise at period t, respct'tively, n is the time
horizon of the p)ro i et i n vea r::, and r is t1 L' rate )tIi scou1nt.
 

3 Intern'il rate of return is th.t 
 rate of discount which makes the net 
present value (NPV) exactly equal to zero. For an clabcration of this concept,see E.J. Mishaai, C_..t Bene fit Aallvsis, (New York: Protuger Publishers, 1976), 
pp. 183-186. 
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(1) NPV--the enterprise is profitable if the discounted cash flow
 
(DCF) exceeds the initial capital outlay or, alternatively, if 
the net present valae (NP'V) Is greater than zero. 

(2) 	 IRR--the enterprise sho.ld be undertaken it the IRR exceeds 
some predetermined rate ot interest. 

It should be noted tihat if tile problici. posed is wheth ," to proceed or 

not with given proj,.ct or enterprist, the NPV and IRR criteria would 

give tht. .iam. result ii tht, same rart oI disct'Lunt ,jay, the social rate 

of time pref,.rence 1S[I') i.t'., Olt' va11uation ot present cornsuimpt ion 

relat i.e toOo trc .;l:':Lioll) I s li,'d. 1I,,it f:;, if N'\ i-; computed 

using, anti IRK is ,comp.ired with, SIT. Ilowtver, il tilh problem '-; how to 

choose araung ,a -,t ! u! ittually cxclu.ive projects, given some budgetary 

countLri int, Oit (1 nvelltinal wisdom is to 110,,se from a :t't of projectLs 

whose IRR .;ceeds tW appropriate di-;count rate, thetnt. with the highest 

.1
NI' 

The criteria used here apply on the assiimption that there is no 

budgetary -onstraint, and that proj,-ct ,rit.terprises art- not mutually 

exclusive. It is, thurezore,, recovni;.-ably les." stringent. Assuming, 

tile same dibcount rate is us d, both tile NPV and IRI? critt'ria would give 

the same ans;¢er to the all,in question: A ;suming that the enterprise 

is debt-financtd at cxi,;ting r.,I't't 1atJ- 0f interest, would it be profitable 

to undertake this pro.j t: 

Fur t~he mathematically iiili med worr'.'wrt.s, one problem with IRR as 
a decision criterion is its non-uniqulenss--i.e., if tile strtam of net 

benefits (or rcisa lows) I-, not "wel il-!,.havid", th-re may be several internal 
zates of return. 

http:proj,.ct
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There is one final remark. Tile IRR and NPV may or may not be tile
 

same if these enterprises were undertaken in the private sector. It would
 

be reasonable to argue that private firmr would hav a higher IRR and NPV 

because of their profit-maximizing behavior, i.e., because the net revenue 

flow would be greater. Evidences of poor management of public enterprises, 

due partly to lack of cost minimizing behavior of ptiblic enterprise managers, 

I 
-ire well docuntented. Mreover, since public enterprises are in general 

limited in their response to marklt factors by laws, regulations, and 

policies on various aspeCts Ul public enterprise operation, the observed 

IRR and NPV rmay be somewhat uiderstat d. Ihis latter point will be care

fully examin.-d in tile intdividual cds5 Studies. 

Methodoloev 

Tht. e'valuat ion criteria suggeSted abovt rais, two major estimat ion 

problems: (1) hct, to compurte the annual cost of capital which is required 

for the short-run inalysis, and (2) how to estinatt, tile net cash flow of 

any given enterprise. Impli,:it in both problems is the need for information 

on initial capit.tl outliy. For convntnivnce, and in tile absence of a good 

estimate of tit rep~l acement tosts, we t akt th-_- historical book valut of 

fixed assets (including s: ructutre and facil itv but ex, luding land) as tile 

initial investment. B.'aue, of inflation, the historical book value will 

drast ically underestimal c th, trut. worth of the structure and facilities. 

I See, :or exap Ie, Armean,.h Chok s i tState I nte rvent ion i.i t lie 

Industrializat ,iono D)c'.eloping ('ountrit.,: selected [sslies,
 
World Bank Workl.n - .. 197( Halcoln( Gill is,
Staft )P r_.:. 1, Julv and 
"Tile Role of Economic Ftiterprisc.s in lEconumit Development (A Sturvey)." 
Social Research (ianniary 1981) and s;tudies cited therein. 

http:capit.tl
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EstimatII: CaJ2!tal Costs. Il real terms, tie cost of capital to be 

covered should include depreciation and te opportunity cost of 
financing

I 

the proje. from internal sources. "he usual procedure of assuming 

stralght-lii-, depreciation, and ignoring thL opportunity cost of financing, 

would grossl, understimate tile ,.st of capital. 

To riak! a more appropriate estimate of capital costs, we assume that 

tile investment required to cover the costs Of the facilit ies was financed 

through a loan. It is then ai.ked: What is the yearlvy return :rom tile 

enterprise n-'ussary to repay a loan utquivalent to the investment at .i 

given interest rate for a given number of years? 1he a.-'wer, simply 

stated, i6 tile .innuai am-rtization r.quired to repl.h e tht. fixed asset 

Cvaluat.id at its historical took valtie. We emplov ilternative assumptions: 

(a) that. the period of tht. loan or else the life span of tihe structure 

and faciliti,.., i, .llternitive.lv 10, 15, and 25 vu.irs; ::nd (b) that the 

interest rate is aclterlnativyelv 1- or 18 pe.rcent. Thc former is the current 

interest rate chargvd by the land Bank of the Ph illlpp ines, the latter by 

tile l)eveiopment Bank ui tihe Philippines.-

IIn broad ter:is, the opportunity cost of any good or resour-t- Is its
value in terms or some fvaslble alternatives. In particular, the opportunity
cost of publi- ftunds,, Includi ng budgetary surplus, nay be expressed in terms of
 
returns to Otier pubi l investment projects or government 
 programs foregone.
Or, it may be in turris of rut urns to rosources withdrawn from the private 
sector through taxation. 

L.tt us r ike a spec Ii i c. (su. .; , the o purtuinIty cost oftile funds used sor the iyIis,.Convent ion C-nter is lite interest foregone had the
fund been 0, poSi ted Wi t thl! Philippinv Nat ional Bink any other financialor 
inst t It,- .s--a guarantted rvturn of I. per, ct . But there are ttrtainly other
invtest.ment projects or i;overn-it.nt progr.ms*, with higher rat us of return. Forexample, the money c )uld have be n used i r tile exp.ansion of tile IIACC slaughter
house, .anu acttirt of farm equipment, or the con..trut tion uIt feeder roads.
A.ltern.r t Jv..v ::..i i4: the r,4idtnts 1:!hi .n coul lilve doneonu wh.jt with tile
budgettry sturplus if it 'ore ret iirne, to them by reducing tad:es. W'hen viewed
 

, is way, the Oplortunity 
,ost is the return to private investment, which Is 
pii habl..' moth hi her than 1! 1 ertunt. 

F r details on ,xfstinu lending rates anid repayment periods for loans 
to local g,"ernments, set Chapter IX. 

http:progr.ms
http:i;overn-it.nt
http:Cvaluat.id
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The estimates of the annual amortization required to reproduce the
 

existing fixed assets based on historical book value is presented 
in
 

for tihe Convention Center, under the most conservative
Table VIII-6. Hence, 


percent rate ef interest and a 25 year loan maturity), an
 assumptions (a 14 


of P883 thousand results. Under the least favorable

annual capital cost 


Pi.305 million or 47.8 	percent higher.
terms, the annual capital cost is 

58.0 and 85.8 percent,
To give some idea of magnitudes, these amounts are 


respectively, of total operatlug costs. 

The local oft icial may iaisC tie question of how can there be an 

was financed from surplus? The answer
annual tapital cost when the pr, ect 

the facility oil a year-to-year basis,
is that there sti.l is a using up of 

in the pricing structure If tOe
and this aepreciation has to be covered 

in -he long-run. Viewed another way, there is a need
activitV is to continue 

in the construction. Tile fact that 
to replace the original inte'nal funds ised 


was involved is not relevant

cash flow commitments are less because no loan 

to measuring profitability. 

net present valueThe possibilities for reasuringEstirating Cash Flow. 


are liaited by inadequate data on cash flow.

and internal rate of return 


undertaking of these

No feasibility: studies were prepared prior to the 

any case, it is doubtful whether such feasibility studies
enterprises and, in 


dealt with the usual problems of demand estimation

would have adequately 

therefore assumed in this estimation that
and forecasting. It is 	 the
 

closely approximate thelast three years willobserved cash flow for 	 the 


the project. We used alternatively tile three-year

future net benefits of 



TABLE VIII-6
 

ESTIMATED AMORTIZATION REQUIRED TO REPLACE BOOK VALUE OF FIXED ASSETS, EXCLUDING LAND,
 

SELECTED PUBLIC ENTERPRISES: 1980
 
(in thousands of pesos)
 

Book Value of 
Fixed Assets Rate of Interest - 14 Percent Rate of Interest - 18 Percent 

Enterprise 	 Excluding Land n-10 n-15 n-25 n-10 n-15 n-25 

360 	 335
|livjas Agro-Commodities Center 2,163 	 363 309 276 408 

Ilivas ng Bulakan Conventitdn
 
988 883 1,305 1,152 1,073


Center 	 6.919 1,164 


Hivas Galeria aa 117 99 89 131 116 72 

1,158 
3 	 78 66 59 87 77 108 7

-

Hivas Cafetoriuma 


Note: n 	is the number of annuity periods (years).
 

aThe two enterprises are situated in the same buildir,. No separate figures for the value of fixed
 

are availabl(. We assume on the basis of observed -pace occupied by the two enterprises, that
assets 
for 60 perctint of the building while flivas Cafetorium accounts for the remainderlliva . .alerila accounts 


Accordingly, the estimated amortization is assigned on the basis of that assumption.
 

SOURCE: 	 Book value of fixed asstts (excluding land) is based on data supplied by the Office of the 

Provincial Treasurer, Province of Bulacan. 
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average cash flow .nd the "best year" cash flow: the former to minimize
 

the bias from abnormal years, the latter in recognition of tile fact that
 

these enterprises are rather new, and that they are still essentially
 

operating in the "learaing-by-doing" phase. 

In effect, what we propose to do is recreate tile financial appraisal 

process using ot.'erved data on revenues and costs during the last three 

years. This approach was ruled out in the case ot Ilivas Caleria since 

tile financial data for this enterprise ire for 1979 only. In any case, 

its performance during the last three years will probably not be a good 

indication of future performance. Its level of operation has been unsteady 

and it was closed during the major part of 1978. 

Profitability and (:jvernment Policies 

One important lesson from these ,ase studies is that Central (;overn

ment policies have an important eftect on the profitahility ol local govern

ment enterprises. At least in th~ese cases, Central Government policy 

decisions may deter.-nine whether the activity is able to cover costs. 

Particularly i iportant art government rul.s and rtgulatiions and policies 

related to taxation and tariff, wages and emplovranr, auditing and 

accounting, and disposit ion of surplus. These polici .s may unduly restrict 

its flexibility, and, for example, tLhe po, c periormance of ai enterprise 

may be less due to its own inffi-iencv than to the wage structure set by 

tile Central Govern-ent. On the ,ther hand, some laws and regulations may 

help project a distorted picture of profitabil ity. For example, failure 
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to take account of the opportunity cost of capital and depreciation of
 

existing fixed assets in tne prescribed accounting process may show huge
 

"observed" accounting profits, even though the true financial picture
 

ay be one of deficit.
 

The general approach taken in the Bulacan is to Identifycase some 

general areas whzere governmelte policles may aftect reVenlues, costs, and 

therefore, profitability. On the revenue issue, tie issues which arise 

are related to pricing policy and price determination, and to the level 

or volume of enterprise activity. On pricing, the following questions 

may be raised: Is the official pricing policv consistent with the pubhic 

enterprise's financial independence? is the pri e structure flexible 

enough to allow ireq-tent price adjustments, thus continuing to reflect 

real costs during inlhation? Assuming that under the existing price 

structure the ent'rprise is not recovering even its current costs, are 

there significanc plitical and administrative constraints which would 

deter the enterprise fror. increasing prices? On the level of enterprise 

activity, the following questions may be asked: Are there existing national 

laws, decrees, or executive fiats, other than those which are price-related, 

which iiait or expand the levels of enterprise activity? If so, what has 

been the local enterprise's response to these policies? 

On the factors affecting costs, attention may be focused on wage and 

employment policy and accounting practices. (ill wage and emplovment policy, 

some questions which need to ht. addressed are: Do national poiicies 
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limit the enterprise's independence with respect to 
Its hiring policy? 

If so, what has been the local enterprise's response? How are wages 

set? On accounting practices, LUe questions which may be raised are: 

On the basis of conventional government accounting practices, are all 

costs considered? Does it include depreciation, debt service charges,
 

or allowance for replacement and expansion? [low is land valued o' is 

It valued at all? Is there a separate set of accounts maintained for 

the enterprise' l)o the existing rules of deficit financing encourage 

cost-minimizing behavior among enterprise, managers: 

On profitabi I itv, the followini, questions may be addressed: If the 

enterprise is surplus generating, can it be attributed to efficiency or 

to propitious market conditions (monopoly position, proximity to metro

politan areas, etc.)? Alternatively, it the enterprise is chronically 

losing (or receiving government subsidy) can it be due to inefficiency 

or to some government policies (e.g., nationally Set price schedules or 

wage scales)? is the existing organizational structure flexible enough 

to allow the enterprise to adapt to changing economic conditions?
 

Ilivas ;aleria 

liva s (;ale-ria was the first of the four enterprises established. It 

is primarily a business venture wh.se success may be measured by its 

profitability. Not surprisingly, the Galeria management has under

taken policies to increase profits by attempting to stimulate valume and 
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control costs. It also serves some broader purposes: It is a promotional
 

center for native handtLiafts such as brass ornaments, furniture, cabinets, 

leathercrafts, textiles, needlecrafts, etc., and it is a broker for 

Bulacan craftsmen.
 

Capital Costs
 

The building in which Iliyas (;aleria is situated was constructed using 

the Provincial Engineering Office as the contractor. During the construction 

phase, temporary workers were hired on contractual basis. It is likely 

that o;-lv larger governments could pursue this construction arrangement, 

because they are more likely than smaller governments to be staffed 

with compentet te, hniicias and to have the tneiessary equipment and maclineries 

neceesarv *r suc ii A task. 

This Yi ) ,o'fnstrutionr t'rangenit nL, according LtO tilt provincial 

govetrno, S.lved t!he Province ,ois idterab le public furnd ,;. Since the con

structic on ti r tilt. building was finanCt'd ott of current surplus, there are 

no costS 0I ,apiLail to be covered bV tLhe ash flow generated from sales, 

hence the profitabillLy of a positive cash flow from the undertaking is 

quite high. In real terms, however, the cost of capital to be covered 

includes the annual depreciation on tile building and the opportunity cost 

of the local gove rnment ' capitai which is tied up) in the project.1 

Pricinild Voltume (:onsiderations 

Sales in tilt Galeria are made on consignment basis with a 10 percent 

markup on producer supply" price. Total sales for the year ending December 

31, 197q were about f1.395 million. DedIcting the total payments to 

IThis w,oild I sO i titdchI tilt, ,St of tlthe serv ices provided by the Provincial 

".ginceerin,; 0! fit e, siLt; that the internal resources would otherwise have 
h,-et fully'.mplo'ed, i.e., that there was idle capacity ili theilrovincialo 
Engineeriii O f it-(. 

To O;ive some perspecLive, this imoint is eUiv.lent to about 5 percent
of the (;eneral Fund expenditiures of the provincial government. 
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consignors, amounting to P1.263 million, the commission earned (or total
 

revenue) for 1979 was about #132,000.1
 

A variety of efforts have been considered and/or undertaken to stimulate
 

the volume of sales. First, a liberal credit policy was extended to
 

provincial government employees and empilovees of tiht Central Covernment
 

working in Bulacan. This program has been In operation for some time and 

allows for charges with ti interest of up to 50 percent ot the employee's 

montillv saiary, repayable weekly over a 12 week peritod. A second poli," 

Is a special promotional sales campaign thring the Christmas season. These 

policies show the business-type approach to the Ga.1ier Ia., but essentially 

play to a limited market and may or may not ensture long-term financial 

viability. 

Promotion of exports has also been considered. Although there have 

been dilscuss ions with exporters, the large quantities of goods necessary 

to make thi. a workable proposition have not been available to the (;al eria. 

The problem appears to he one of working capital. That is, the craftsmen 

who supplv the Ga l-erla do not have the resource, necessary to commit 

them!±alves to the process of accumulating stocks for export. Simply 

stated, thE'ir operations are small and tht-ir financial circumstances require 

rapid turnover. 

In an attempt to alleviatt, this 'roblum, th. Galercia has cnimli(iered a 

working capital lending program. In fact, they have established a i1100,000 

fund in the provin cial treasurv for this ptirpost,. Since there is a legal 

The financial data art, lor 1979 onlv, as reported in tilt Commission on 
:tidit report. The data on ;:a. i a operations notIr financ i al was provil-d--
directly, despite repeated re(Itests during our visits. 
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prohibition of 
local government loans to individuals, but not of joint
 

vntures between local government and cooperat!ves, the CalerLa and the 

provin,.,C :0vt.rnment hitv,, initiated the organization ot . locitl handi

craft producer cooperative. Tile intent of this action is to estiablish
 

a Mti[nisiM which woul't Allow t.:e f- ",ince to 
privit. -;hort-tcrt working
 

capi i Ioalns. It is estirmated that the potential membershtip )I the
 

cooperative is in excr,;s 
 of 250 local handicraft producers. The legalIty
 

of thi: triangement , in p.articil.m the- loan program, is (r wi-s 
at the
 

tim. ot our visit) yet to be dett rmined. Re.gardless thP Of
of houtCole 


these cansiderat ions, 
 the fact that they have been pu rstied Is testimony
 

to the prot)x..' and nit ti' of
ssiv, t'er .' i ti. pro%in. al govel' iitilLt. 

Opratij .iii.dfca-p-ita.l Costs 

Thi. .. nt crp r i is operated as a regular government department. 1 lie 

(;v ltria suptr intc.ndt!nt is not ii red or, cont racteal basis. Hils salary plus 

the salaries and wages of som. 10 otht-r. etnployel, inv.!ved in sales, 

invento-'., sto,-k, iid i,-,ountl ,it- pi i out )I i. pi'ovilli ,II bud t 

The total cost of maintenance and repair and other miscellneous C;:pens. 

for tlie vear endiLo I',. t.'x " II, 1i979 .,'.s f , , 'i I,.tile its ITIdit -,ltl 

wages totalled P 178,68(), Ir a total cur rent operating budget of over 
1
 

#200,000. This dot. not incid depreciat ion or an'g allowance for the 

replacement o! exist ing structure. Our estimatt, ol annual capitala cost Is 

between Pi8.01)0 ar(iI iIj,Ot) , depending oi the interest tate and asset 

life issumi'd (st'bt. i '.'I11- . 

url rigurl't .ziI s.ill rits alld ',.'a*.1; i.-,tor I1'14 , -i, pi'-videt' by the provfnci.il
budce. ot: icr. '.'e have ii!t' -ri - l,arit,-, w i't' it!.- prior '.'tears.no ..lt i,:i anl 
The f Tr Lhu gjilt'Iim , . .id t'",ti r i. I",. tit' Itji'ore .irev l' St at ement simbh iLted 
hV the C1 !e'ri-a IC' 1t'ltltL t - he t . itui oll onl A, ItI !or the ,,ear t~lnding 
t'"emhc r '1 , -t7(1. 

http:provfnci.il
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Profitahilit
 

With an operating .udget in 1979 of over #200,000 and net profit 
from
 

sales of P104,431, the G;alerta is 
clearly not covering even its current
 

erpenditures. Putting it another way, it received an operating subsidy
 

of about F95,6a00 and a total (operating and capital) subsidy of 
between
 

184,000 and f226,000 in 1979. are
These results c')nsistent with the
 

overall impression givt-n by local officials that this enterprise has not 

been financially se1-supporting. 

CouiC.is1 i on... 

On the has is ol the abov, anal vsis , and some very limited data, 

three general conc-lusions might be drawn . First,out I1ivas Galeria 

has not heen covering i':. current costs, and the'refore has been a drain 

on the provinciA! treisurv o' Riul.,,-an. It cain be. reasonably arguevd, and 

in fact has been irgut.ld by Bulacan local officials, tnat the objective of 

this enterprie i s not to gene rat, i'venut.!)t rather to promote cottage 

industries in Ihis, turn, two,ulacan. in r.aises ques.ions. One is 

whether tht. p r,'.uce sees this ohi.cti .v-as be'ng worth about #200,000 

(a rough estoif.it of the. t;eri,. deficit) per year in general revenue 

subs i dy. The. ,,tt.tr is 'het her th, has -.ade i neta:le ria contribution to 

stimulating -ottgt. industry in any ca c. Assumirng a corpetitive environment, 

it can be reasonably :iri,ued that product- placed at tihe C-aleri-a would have 

been sold if not been eselsewhe re it hia,, tablished. 

http:estoif.it
http:irgut.ld
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Second, the poor financial performance of this enterprise appears 
to
 

be influenced considerably by some factors exogenous 
Eo internal manage

ment: 
 the 10 percent markup pricing rule (assuming that pricing decisions
 

are beyond the _(aleria superintendent's discretion), legalthe restrictions 

on extending loans to individual producers, and the wage and employment 

structure. 

Pricing policy would seem to offer a possibility for improving "inan

cial performance. If the 10 percent markup pricing rule is maintained,
 

the Galeria would be able to cover costs
current only if the value of
 

handicrafts and reiated
other products supplied is increased by 75.8
 

percent. Alternatively, for curren: of
the vILue commgnodities supplied
 

(P1.263 million), to cover current 
 costs (R221.9 thousand), a markup of 

17.58 percent is nect..ss.r' to break even. This fiture supports the view 

of the r.inagcr of the .iya-s Galeria betweenthat 18 to 20 percent markup
 

an producer price would 
 be necessary to make the enterprise self-supporting. 

This view, of is on thecours., accuratc tnly assumption that the present 
.levk' Of Sa !es Will !.. M-iint.ii ncd e.ven though prices rise substantiall . 

In an industry as cu. ct itiv,. a, :iaNdicratfts, this may not happen. An 

increase in prices could redu,:e quantity demanded perhaps !.iuch so:;o that 

total S;les would declint, and, as a result, the 'ommission earned by the 

enterprise will fall. 

This Is where the policies designed to stimulate demand may fit in. 

Since the financial viability to the ,ale-ia depends on the volume of new 

products that pass thrmgh the ;aleria, the credit purchase program and 

http:M-iint.ii
http:nect..ss
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occasional promotional sales might be designed to n,.intain 
the same leuel
 

of enterprise activity. That 
Is, it is possible to think of a scenario
 

where, with the help of the credit program to government employees, the
 

markup can be increased and total sales can be maintained. The credit 

program therefore is a tool to create a captive market.
 

The above discussion brings us to the final remark. The liberal
 

credit extended to provincial and (sel ected) national employees is 
 a good
 

example of ,cross-stbsidization, a phenomenon that is quite often observed
 

in public enterprise operations in I developing
both develop and countries. 

The budget arv deficit of Ii1'as (;alYer i .. is financed from the general treasury 

(and as will be shown Iater, conceivablv from the sturplus of the other 

enterprises), while interest-free isthe credit available only to a select 

group of icovernm.nt emplovees. In effect, taxpavers at large and the users 

of the other enterprises, are subsidizing the group of government employees 

who are charging their purchases from the Galeria. 

Assuming other thin,s constant, would the- teficit of this enterpiise 

be greater if the credit program is discontinued" A definitive answer calls 

for far more study than we have i!iven this issue. However, intuitively, one 

can argue th.it there will be a reduction in sales and consequently an increase 

in budgetary subsidv. iln the other hand, it can he argued that to the extent 

that there will be no reduct on in sales--that is, assuming that the more 

overriding const raint is increased supply )t cottage industry products as 

stated by the ;_a-eiri a superint(endett -- tht the deficit would likely be smaller. 

The key is the potential savings in labor costs, i.e., the release of employees 

http:icovernm.nt


VII1-33
 

who are directly concerned with credit processing and collection. Tile 

amount saved may or may not be substantial. The point remains, hcwever, 

that discontinuing the credit purchase program will not. necessarily
 

increase this enterprise's deficit.
 

iHiva-s Cafetorium 

Located at the fliva Complex and along the MacArthur highway, the
 

major thoroughfare 
 linking Manila with most of northern Luzon, the Iilvas 

Cafetoritim catvtrs to tourists, domt,.tic travelers, and employees. In
 

addition to hein, l open to the public, it provides 
 first clilss dining
 

facilities and 
 di scounfted rates to government officals. Of tile four
 

public enterprises ap, ratcd by tht- province: of 
 ilacall . it is tile most
 

auitononouls, heingi run on a cont 
ract rranagement bhanis.
 

The pr .- rv objective of the Ca fetor ium is financial 
pro. itability. 

It is cltarv i business proposition. (In tile other hand, there are 

important non-penunfary benefits which should not be overlooked. H.ivas 

Cafetoritm has been an informal meet ing place of government employees.
 

It can be reasonably argued, as same provincial officials do, that 
 tile 

frequent interaction among government oft icials has improved their know

ledge of the operation of the provincial government, hence, their per

formance. This can viw i., ,n,. o tilebe '' . dcsir.,b!c rcisults o, its 

establishment, vet it would sec:. i.r:ail that tl is contact advantage 

would be wholly lost but for the c:afetuorium. 
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Established in April 1975, Ilivas Cafetorium is located in a building
 

housing the livas Galeria and an ice cream parlor. [he building was
 

constructed by the provincial government, using internal funds, 
at an
 

estimated cost of f1.2 million.
 

Rev.enu,e '_erfo.rmnce and Policy
 

Over a three year period, revenues have fluctuated from P1.169 million 

in 1977 to P699.0 thousand in 1978 and the P816.9 thousand in 1979 (Table 

Vill-7). Becatse of this short history and these rather draiatic f luc

tuat frlns, it is difficult to make any kind of statement about this enter

prise' s reventue performance. 

Opjerat in .21d p i tal Cost-s-

The largest sinr'lt item of expenditures for the Ilivas Cafetorium is 

the Purchase of int, mdiate inputs, which has constituted about 6 per

cent of total expendittures during the three year period. Salaries and 

wages accounted for abouit one-fi Cth of total xpend it tires ([able VIII-7). 

tli._ Ca_.etoriuxm is under an operating contract arrangement. As the 

recent Commission on Audit (COA) report states: "The operation of the 

Cafetoriurm is Icing tindu rtaken indetpenden tlv a.d is operauting [in al private 

business-like manner." This arrangement was created to avoid government 

wage rate and benefit regulation. As a result, there is no plantilla 

of personnel to be found anywhere in the provincial budget. 

1The ice cre, p,,rior is rii b'v i priv.ite C'n,.'.ssion,l ire and pay-Z 
a monthly rent of f100.00 to Hi',s (:afttoritim. 

2Conrnission on Audit, Reptu rt ),I the l'inancial Audit of the Province 
of Bulacan for the Calendar Year Ended Dec!r .hbr 31, 1979, Februarv 27, 1980. 



HIYAS CAFETORIUM: 


a
(1) Gross Sales 

(2) TotalExpenditures 

(3) Intermediate inputs 

(4) Salaries and Wages b 

(5) Maintt'nance and Repairs 
(6) Current Act ounit Surplus 
(7) Estimated Annual Cost of 
(8) Full .\ccountting Surplus 

Intermediate Inputs 

Salaries and tVages 

Maintznance .nd Repairs 


d 


Capital 
e
(IeficILt)
 

Total Expendltures as a Percentage of r,,ross
Sales 


Current Accounts Surplus as a Percentage
of Gros- Sales 

a(3 ) + (4) + (5). 

TABLE VIII-7
 

SHORT-RUN PERFORMANCE INDICES: 
 1977-79
 

(in pesos)
 

Basic Data 
1977 1978 1979 

1,169,358 699,906 816,976 
1,084,942 631,597 779,649 

722,612 373,763 493,589 
196,165 134,953 154,893 
166,165 
84,416 

122,881 
68,309 

131,167 
37,327 

59,(O) 59,0OO 59,000 
25,416 9,309 -21,773 

-'xpenditure Items as a l'erccntahe of Total Expenditures 

66.6 59.2 
 63.3
 
18.1 21.4 19.9
 
15.3 19.5 
 16.8
 

Other Measures of Financial Performance
 

92.8 90.2 95.4
 

7.2 9.8 4.6
 

bIncludes gas, fuel, and transportation expenses, supplies, cleaning and paper, miscellaneous expenses,
representation expenses, employer E.C.C., 
Medicare and Social Security System contributions telephone

expenses, and electric expenses.
 

C(1) - (2).
 

dSee Table VIII-6.
 

e(1) - [(2) - (7)) - (6) - (7).
 

SOURCE: 
 Computed by authors from Income Statements submitted by Hiyas Cafetorium to the Commission on Audit.
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In what ways 
is the operating contract arrangement cost-reducing, and
 

by how much? By avoiding tie wage and employment restrictions that apply
 

to 
regular agencies of the local governments, workers are employed accord

ing to the level of activity of the Cafetorium and are paid at wages
 

approximating tiie market wage rates. The provinciial government is also
 

able to save on labor-related 
 costs stuch as life, retirement, and medicare 

cont ribtt ions. 

The social sectirity program in tile Philippines is administered by two 

major agencies. Thle ;overnment Service Insurance System (GSIS) has juris

diction over public sector employtees while tie Social Security System (SSS) 

is responsible lr tile employees of organized, private industries. The
 

program for public 
 sector (national and local governments and public corpor

ations) employees is much more comprehensive and pays higher benefits than
 

does tile SSS program. Consequently, it is much more expensive from 
 tile
 

point of view of the: contributing loctal government. For the livas Cafetorium,
 

which by virtue of the operating ,,ontract arrangement is considered a non

governmental entity, its Social Sect.ritv cantribution as a percentage of
 

salaries and wages was 5.3 percent 
 in 1977, 5.5 percent in 1978 and 6.1
 

percent in 1979. This is considerably les;s 
 than what the other enterprises
 

nave to pay. For example, in 1979 the contributions for life insurance,
 

retirement and medicare as a percentage of salaries and wages 
was 12.5 percent
 

for HIACC, 14.6 percent for ItBCC, and 1.8 
percent for tEi Ilivas Galeria. 

Assuming a 6 percent d iffrence in Socia l Securit. contribution, this translates 

into savings of F9,885 in 1977, f6,932 in 1978 -ndi F-,lO6 in 1979. These 

are small by comparison to total operatin?; costs, bt serve to illustrate tile 

kinds of cost-s.vin manigement options that ire ivailable. 

1Of course whether thest. "savints" art.. national advantage depends
whether tEie issue is viewed 11V the 

on 
(C.fetoriimrman.gement or by tile ptiblic

employees who receive tile lower bene-fi-t- le,-I5s. 
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Financial Profitability
 

The current account surplus has declined: P84,416 in 1977, #68,309
 

in 1978, and *37,327 in 1979 (see Table VI1I-7). As a percentage of
 

gross sales, the current account surplus was 7.2 In 1977, rose to 9.8
 

in 1978, and then dipped to 4.6 in 1979. As a reskilt, both current and 

full Costs were covered in 1977 and 19-18 but a subsidy of F21,773 was 

in 1979.1 necessary 


Based ol inextrapolation of recent historia.l data, 1977 to 1979,
 

the long-run financial profitability of llivas CaIetorium appears margina l.
 

The numerical results sLggest that its viability as a profit-making enter

prise depends on its ability to operate at its past "peak" level, 1977, 

and even th.n it twould .ppea r to be a questlon.,ble investment. An enter

prise or proiect becomes v..rbl e in the long-run when its net present 

value, giver, some predetermined rate of interest, is greater than zero. 

At 18 percet ratc' of interest , Itivas Cazetorium, even on the basis oi its 

best performance during the last three years, fails titis test.
 

In other words, we have asked thLe following quest ion. If the Cafe

torium could ht- texpected to rel icate its 11077 per formanc, (revenues 

covered all costs and produced a surpluis of f 84,416) indefinitely, would 

it be a good investment? lhe answer of corrrs* dTpends on the discount rate 

?nd the tine horizon of the enterpri ;.. At the lowest rate assumed, 14
 

perc:ent, and "S ear proje..t life, the (Cit.torur. wouild bring to the provincial 

treasury f114,330. Assuming the i.m. low l;te to interest but wit.i a shorter 

project litv (15 years), the Caffetorinm 'wouId g'enerate an additlonal revenue 

of f12,940. 

IUnder the most conservatlve assumptions. 
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Perhaps a 14 percent return is not available to local governments,
 

and we should attempt to discover that rate of return which the Cafetorium
 

investment does yield. This internal rate of return 
ranges from 10.61 to
 

17.87 percent, d4epending on our assumptions. However, even under tile
 

best conditions--25-vear project life and level of activity approximating
 

previous "pe.tk" level--an iRk of 17.87 is less than the prevailing commercial 

loan rates which are over 20 percent (Table VIII-8). One may argue that 

tile reltevant interest rate ought tj be Iess than tile commerc ial rates 

because of the piibli,' ,nature ft Lhe pro ij,-t.Moreover, there are reasons 

why provinci al governm.ent.inihiit rot f.. ilt- to t.tke Itllidvint-ge of the 

higher commercial ratcs avaliable, i. e., some percent t' sutrplus funds are 

earmarked for certain tvpts ot capital expenditure, invtstmelt of local 

governments' idle funds are rle.tricted, 011 the hand, I 'tetc. other as 

Cafetoritum is a coMnerc iA venture, a fact that is indisputably supported 

by the lease cOnt raCt arrangement. Hence, it seems appropriate that on the 

basis of its commercial orientation, its IRR must be compared with the
 

prevailing commaercial loan rates. 

Even the above measures of profi t.Ihllit. ar, likely to be overestimates 

of the social profitability of the project. Ilivas Cafetorium essentially 

provides a private consrtirpt ion good and would therefore tend to be sub

stitutive (it the sense of siphoning (off !)usness Irom i;frila'r facilities 

within the 11alolos area) rather than stimulative (in tile sense of creating 

new jobs or inducing other economic productive act ivities). To tile extent 

the Cafttoritm does generatt, revenues for the local government, these gross 

amounts should be otset by tile r,'dric tions dtc to lower business and property 

tax 1jayren S trom compt.titor firms in tile Province. 
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TABLE VIII-8
 

IIIYAS CAFETORIUM: RESULTS Of' FINANCIP-l. ANALYSIS 
(in 1980 pesos) 

Investme±nt Criteria 

Assumptions Net Present Value Internal Rate of Return 

Number of Years
_.ofProject 

Discount 
Rate 'Best' Year 

3-Year 
A!ve'era 

3-Year 

r = .14 52,940 -76,040 
n = 15 16.25 10.61 

r = .18 -), Ilw -!42,267 

r = .14 114,1)30 -30,O1 
n = 25 17.87 12.98 

r .18 -1,780 -118,58() 

SOURCE: Computed by authors from Case Study data. 
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Finally, there is the question of disposition of the profits, i.e.,
 

the current account surplus. Disturbing to the Commission on Audit, and
 

probably to tile other government officials, is that "profits derived 
from
 

the operation were not remitted to 
 tile Office of tile Provincial Treasurer
 

for proper disposition." 1 There were references during our Interviews in
 

Bulacan to the fact that this enterprise was allowed to accumulate its
 

surplus and that the provincial governmelnt draws on tile accumulated surplus 

for its nutrition program. 

Con lus IonS
 

Some important 
 policy lessons can be learned from this enterprise.
 

First, there seem to be no legal restrictions in establishing an indepen

dently run local government bisirness venture. 
 Under an operating contract
 

arrangemcnt, enterprise management may enjoy wide discretion in wage and
 

employment decisions. 

SeCLond, an analysis of profitabili'c, may give different results depending 

on whether one considers tile short- or long-run and on whether indirect
 

effects 
are taken into account. Ostensibly, the Cafetorium is a viable 

proposition. It generated a positive cash flow by cove ring full costs in 

two of tile past three vears and we project the internal rate of return on 

this investment at butween 10 and 17 percent. Even this performance, how

ever, does not mean that tile CalutoriIm is a ",god" investment for tile 

provinci al ,,vernrevnt . In tt, long-rum, proiitabiility requires estah lishing 

that a return greater than 10 percent is not available elsewhere for the 

1 Commission oin kudit, "Report of the Financial Audit ot the Province ofBulacan for the Calendar Year Ended December 31, 1979", February 27, 1980. 
(Typewritten.)
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local government. In any case, even this relatively low rate of return 

f'2. two the indirectmay be for reasons. One is failure to count 

effects, i.e., tile fact that competing restaurants now do less business 

and employ fewer resources than before (tihe cafetorium) and hence the.' 

pity less property, occupation, and business tax than netore. Surely these 

Iosseo will olt It some ol tilt, ,lt revenutes of tie undurtaking. The other 

is the very conservativc, wav we have estimated depreciation, using 

historical book value. Tihe Muc ih higher ic t ual reproduction cost would 

raise Lilt annual cost of capita l and rt.duce protitability. 

iivas Convent ion Center 

The I.i-aCorwLvmvt ion Center Alll:)w,.u, establislhed in July 1975 to 

providt, facil ities ior c 1'cirence, seminar and training for government 

and private agencies and org,nizat ions in Bulacan and other neighboring 

As a matter of policy, the HBCC leases out its facilities atareas. 

rates which allow it to cover current operating costs. 

The flivas Convention Center is part of the Hivas Complex which is 

situated in the twentv hectare Provincial Capitol grounds in Malolos. 

The other structures within the complt-x are the Rivas. a Bulakan Cultural 

Center and Museum, tile Rivas Galeria, and the livas Cafetorium. The nearest 

private enterprise of the IIBCC-type within the Central Luzon area is 

,arisol Manor ill Angelt's, Pampanga which is approximately 48 kilometers 

away.
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The Convention Center is run by the HBCC Hanager who is hired on a
 

contractual basis. The manager is directly responsible to the provincial
 

governor and has overall supervision and control over the Center's three
 

operating divisions: the Administrative Division, the Hostel and Facilities
 

Division, and the Food Service Division. 

Its facilities include 2 air-conditioned and carpeted suites, one with
 

a 4 person capacity and another with a 2 person capacity; 15 dormitory rooms 

which can accorr.modatte 20 persons per room; 2 secretar iat or staff rooms, 

each with a 6 person capacity; 3 conference rooms, 2 with a 90 person 

capacity and the other with a 120 person capacity. In addition, it has 

an auditorium with a 400 person capacity, and recreational facilities 

including a swimming pool and tennis courts. 

Revenue Performance and Po I ic v 

From f873 thousand in 1977, rtevenues more than doubled in 1,17 (fl.799 

million), anti then tapered off to P1.515 million in 1979. The drop in 

revenues in 1979 is more a reflection of collection problems than of the 

volume of business. If tlie acuounts receivable were added to revenues, 

the adjusted figures would be f033.9 thousand for 1977, Pl.944 million 

for 1978, and P2.273 million for 1979 (sve Table VIII-9). 

While open to all possible clientele and types of activities, the 

Convention Center operation has been catt-ring primarily Lt.government

sponsored conventions and training progrars. As a result, tile rates set 

prior to April 1979 were based on tht amount of per diem given by the 

government to employees attvnding seminars and conferences at the 



!IYAS CONVENTION CENTER: 

(1) 
(2) 
(3) 
(4) 
(5) 
(0) 

Revenuesa 

Currv.nt Expenditures 
Sallriu's and Wages 
Xa inttt.ancc and 1Repair 
Capital Outlavs 
Estirattcd Annual (ost of Capital 

(7) 

(8) 
Currunt Account Surplusd 
Full Account ing Surplus (Deficit) e 

(() 

(10) 
(11) 

R.'.'t icut.-.I:cludi u- Acoynts HReceivahle 
Current Account Surplus 
Full Account iug Surplus ef 

,.r s prc fit from -aIv,; 

(;en. ral Fund and Infrastructuro Fund. 
c Lc Table V111-6. 

(1) - (2). 

f 
(91 

P'(1) 

- (2). 

- 1(2) + (6)1. 

TABLE VIII-9
 

SHORT-RUN PERFORMANCE INDICES: 1977-79
 

Basic Data 
Growth Rates, 

1977-79 
1977 1978 1979 (Percent) 

473.1 1,797.5 1,515.0 73.5 
865.4 1,518.5 1,520.9 75.7 
17 4.6 310.6 352.6 101.9 
6901.8 1.207.9 1,168.4 69.8 

2,822.0 171.0 2.2 
.;,3. 0 883.0 :S3 .0 

performance Indices (Excluding Aczouints Receivable)
 

7.7 279.0 -5.9 
-475.3 -010.'.. -('".9 

---.-PverfPrmance Tnd1ic (_'nr!cdIng Accounts Receivable) 

9 Y3. 4 1,-.94.0 2.273.0 
68.5 415. 752.1
 

-814. --67.5 -398.7
 

SOU'RCE: Computc-d by author: f-o.. data furnished by the Provincial Treasurer's Office and Income Statement 
submitted bv Ifivas Convention Center to the Commission on Audit. 
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Convention Center. 
However, recent rate increases have been necessitated
 

by price increases, particularly for food and wages. The new daily rates
 

of P39.50 for meals and f20.O0 for lodging took effect in April 1979.
 

Even at higher levels these rates seem competitive. An HBCC comparative 

study of hotel facilities in San Fernando, Pampanga (approximately 21 

kilometers away) showed that food and accommodation costs were about *78 

per individual per day.
 

The volume of convention activity depends largely on factors that are
 

!byondthe enterprise management's control--principally, Central Government
 

policy. For example, while the occupancy rate in 1979 was above 80 percent,
 

it fell to 45 percent during the first quarter of 1980 as a result of
 

LOI 981 which prohibited the expenditure of government funds for attendance 

at conventions, seminars, workshops and other similar activities conducted 

by private geoups. While the attendance of government officials and staff 

may be authorized, the payment of fees, per diem and transportation expenses 

may not. In addition, except for the Career Executive Service Course 

offered by the Development Academy of the Philippines and other programs 

approved by the Chairman of the Civil Service C.niission and the Ministry 

of the Budget, all live-in training programs sponsored by government
 

agencies were suspended. The Convention Center's vulnerability to such a
 

limitation on government-sponsored training is, of course, exacerbated by
 

its heavy reliance on one type of clientele (government employees). As a
 

postscript, LOI 981 has recently been rescinded.
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Operating and Capital Costs
 

Current expenditures have grown by 75.7 percent over the three year
 

.	 period, primarily because of-- rising non-labor-costs. --Maintenance and.......
 

repair, the single most important expenditure item of this enterprise-

representing nearly 80 percent of total expenditures in 1979-has increased
 

by more than two-thirds during the period (Table VlII-9). The rising cost
 

of food and beveraigca has been another major contributing factor to the
 

dramatic growth of total expenditures. Salaries and wages increased by
 

77.9 percent from 1977 to 1978 but by only 13.5 percent from 1978 to 1979.
 

As might be expected, the magnitude of these increases corresponded to tie
 

level of enterprise activity.
 

The management of the enterprise Nks been innovative in using casual
 

employmenlt to accommodate the irregular work loads -dhichare characteristic
 

of the hostel industry. During slack periods when there are no conferences,
 

some workers are put on forced leave. If entitled, these workers may use
 

their 15 days sick leave and 15 days vacation leave; otherwise, they must
 

take off without pay.
 

Financial Profitability
 

The financial performance of the ilia, a& Bulakan Convention Center 

is summarized in Table VII1-9. From 1977 to 1979, revenues, defined here 

as gross profit from sales, rose by 73.5 percent while current expenditures 

grew at a slightly faster rate of 75.7 percent. The financial performance 

of this enterprise during the last three years has been erratic. Its 

current account surplus rose from P7,000 in 1977 to f279,000 in 1978 and 

0F
 

05 . .[ ' i .' .	 .. i . , :- . . 7 .. .
;.. 
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then dropped dramatically to a deficit of F5,900 in 1979. 
The overall
 

deficit has been substantial. IIBCC has received a subsidy of no 
less
 

than one-half million pesos during the last 
three years: f875.3 thousand
 

in 1977, f60",.0 thousand in 1978, and f888.9 thousand in 1979.
 

ItBCC's financial performance, however, is not quite so dismal as the
 

above figures would seem to indicate. One of its problems, as mentioned
 

earlier, Is an inability to C0,llect unpaid accounts. Among the biggest
 

nonpayers are the Mini.stry of Human Settlements (W280,805), Ministry of 

Agrarian Reform (F92,19,), Humanr Settlements P.egulatorv Commission (F98,059), 

and the Rural Roads Program (F53,264). As of December 31, 1979, the accounts 

receivable of the Convention Center amounted to f965,247. If collected, the 

Convention Center would .:ertainlv cover its current operating costs. More 

importantlIv, at :or last years (1978 and wouldleast tht: two 1979), it have 

covered a11l current costs plus about one-half of the estimated annual 

amortization for the replacement of its fixed assets. 1Vhile this would 

result in a positive cash flow, tilt. enterprise would still not be breaking 

even.
 

To minimize nonpayment, a new policy has been instituted. Organizations
 

who want to rent t*.i facilities ire now required to pay 30 percent of the 

estimat d costs or the s..rvice in ad.ance, with the balance due within 7 days 
after the ,convention. hile this night go a long way toward reducing 

delintquent payments, the problem may not he fully solved unless there is a 

penalty for late payrer.s. Tht- . gal restriction on the Imposition of 
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interests and surcharges on the initial fees and charges due should
 

be reconsidered. Yet, can a provincial enterprise reasonably expect
 

.
Sto penalize-aCencral-Government Hinistry?, ............................ 

The possibilities for cost recovery, which seem real enough by 

these estimates, ae based on a very conservative assumption about 

This important source of underestimation ofdepreciation allcwance. 


costs arises from a computation procedure based on the historical or
 

book value of fixed assets rather tian on replacement cost. The costs
 

one local official
of replacing the IIBCC building alone has doubled; 


estimated it at F10.8 million.
 

The implication of the NPV calculations is hat, in the long-run,
 

the net effect of IUiyas Convention Center on the provincial treasury 
will
 

0 0 

Even under the "best" possible set of assumptions--1 percent
be negative. 


interest of 14 percent,
collection efficiency, 25-year project life, rate of 


and a level of activity equivalent to recent "peak" performance--the enter

lose f1.75 million. That is, an alternative investment of
prise stands to 


equal amount, which yielded a 14 percent return, would earn f1.75 million
 

more over the same 25 year period. 
 Under the worst possible scenario--the
 

present collection efficiency will continue; the discount rate is 18 percent;
 

and a level of activity equivalent to the average
15-year project life; 


level of operation during the last three years--the loss will amount to 6.42 

million (Table VlII-l0). The reader should remember that "loss" in this 

case means the value today of the shortfall. between the current surplus and 

costs which will accumulate overthe amount necessary to fully cover capital 

perfectly consistent with the existencethe 15-year period. This "loss" may be 


of positive cash flows on current account.
 



TABLE VITI-1O
 

HIYAS CONVENTION CENTER: 
 RESULTS OF FINANCIAL ANALYSIS 
(in 190 pesos) 

....................-
Investment Criteria 
.. PresentnNetValue Internal Rate of Return 

3 Year 3 Year
Assumptions 'Best' Year Avt.ra.y 'Bst' Year Average
 
Numb. r
 

of Years Discount
 
of Project Rate Assumjtion (a): 100 Percent Collection Efficiencv 

n = 15 r - .14 -2,300.090 -4,388,430
r = .18 -3,090,130 -4,821,270 6.84 -0.139
 

n - 25 
 r - .14 -1,750,560 -4,087.An r - .18 -2,807,890 -4,666,630 9.84 3.34 

As )Lmption(h): Present Collection Efficiency Will 'Continue 

n 15 r = .14 -5,205,340 -6,320,140 
r - .18 -5,498,450 -6,422,570 

n - 25 r - .14 -5,001,450 -6,248,890r - .18 -5.393.730 -6,385,980 0.06 -6.81 

SOURCE: Computed by authors from Case Study data.
 

http:4,087.An
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Based on varying assumptions, in four out of eight cases considered, the
 

computed IRR is negative. More Importantly, even under the best possible
 

set of assumptions,.the ..computed.. IRR_i_s.only_9. 84, a rate of return on__ 

investments much lower than the prevailing government lending rates of 

14 to 18 percent, and certainly considerably less than existing commercial 

loan rates. 

The financial. loss taken from a broader national viewpoint may be 

even greater. To the extent that the Illyas Convention Center is, on balance, 

substitutive (in the sense that it has drawn away business from similar 

facilities in the adjoining provinces including fletropolitan Manila) then 

there may be some other Indirect costs associated with it. First, it 

can be reasonably argued that the profitability of the hostel and convention 

center industry will then fall. The immediate effect is a decrease in tax 

revenues, either in the form of municipal business tax or income tax. 

Moreover, the ensuing excess capacity--i.e., lesser rooms rented out and 

dinners served--represents idsallocation of resources and could rightfully 

be counted as indirect costs. 

Some of these considerations may not be of concern to local governments.
 

They highlight, however, the important issues that need to be addressed
 

from the Central Government standpoint. Local public enterprises pose
 

additional problems in that Investment decisions for each local government
 

are made by autonomous policymaking bodies. To the i.xtent that the spill

over effects of an enterprise or project are ignored in the decisionmaking
 

process, then it is possible that local governments may establish enterprises
 

that are In direct competition with each other.
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Conclusions 

On the basis of the above discussion, several conclu,ions can be
 

drawn. 
First, the problems and operation of this erverprise have demon

strated the susceptibility of local business undertakings to Central
 

Government policies. 
 For some of these policies, IIBCC has an effective
 

response. For example, 
its heavv reliance on casual employment was in
 

response to st ringent stal fing and wage structure limitations faced by
 

regular departments. There is no doubt but that the use 
of temporary
 

employmcnt has 
 reduced the losses ot this enterprise. The fact remains', 

however, that for some policies, tIMCC had virtually no option. [.0I 981 

which limits training activities effectively reduced the level of operation 

of tIBCC, and there did no: to he anseem effective response. 

This brings us to a related point: puhiic enterprises that cater pri

marily to government agencies nay fact- additional problems. The profitability-

or, in thts case, loss--of this enterprise was influenced heavily by the 

enterprise's inability to collect unpaid accounts from Centralother Govern

ment agencies. As noted, if all the unpaid accounts were collected, the 

capital subs d'; to IlMCC wo ild havc bee:n suibstantiallv reduced, or alternatively 

the surplus on ctirrent account would havw been higher. Whether this collection 

problem will con t i nue or not cannot be ascertaiined here. Its presence, 

however, is indicative of the diffi,-ultv that will likul' be encountered 

by a public enterprise which has other government agencies as its major 

clientele. 
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Third, the long-run profitability of Hiyas Convention Center is not
 

very promising. Past experience would suggest that it can be expected to 

break-even ac a discount rate of about 10 percent, i.e., under the 'best" 

possible set of conditions, it has an implied rate of return considerably 

lower than prevailing government lending rates. To the extent that the 

results of this financial analysis are valid, the implication is that the
 

provincial government has overinvested In this enterprise.
 

Hiyas Agro-Commodities Center
 

The Hiyas Agro-CommoditLies Center (HACC) began operations in 1976.
 

It was established mainly to stabilize the price to livestock producers
 

and facilitate the flow, handling, and processing of livestock and meat
 

producers of Bulacan; that is, it was initially set up as a price support
 

program to serve the municipalities in Ilulacan Province. The market
 

prices of livestock and meat producers, however, have risen so much that
 

there is no longer a need for a price support program. Its main activity
 

at present is the slaughtering of livestock.
 

The plan for the slaughtarhouse physical structure was prepared by
 

the National Heat Inspection Commission and reviewed by the Hinistry of
 

Finance. The present building, valued at PI.435 million, and the equip

ment, valued at 727 thousand, were financed by the provincial government
 

using internal funds.
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Revenue Performance and Policy 

Revenues from slaughterhouse fees, excluding post-mortem fees, rose 

by_137.5-percent over the 1977-1979 period-(Table-VII-17)1). As will be 

shown below, this tremendous rise in revenues can be attributed to two 

major factors: (a) a pricing structure that is probably the highest and 

must comprehensive in the entire country, and (b) some locational advantages 

that enable |IACC to maintain a high level of slaughterhouse activity. 

rh existing rate structure, based on Tax Ordinance No. 6, dated April 

i1., 198C was patterned after that of the City of Manila. The penultimate 

ichedule of fees and charges was set in 1976. A comparison of the slaughter

house fees Imposed by HACC vis-a-vis those set by some local units we
 

surveyed suggest that Bulacan, along with most local governments, has imposed
 

the maximum slaughter fees permitted. However, Bulacan appears to impose
 

a wider array of slaughterhouse fees than most local governments (Table Vli-12).
 

Slaughterhouse fees include permit fee, slaughter fee, corral fee, ante

mortem fee, and post-mortem fee. The structure of slaughterhouse fees--base, 

fee rates and the local board or council's discretion in setting the fees-

is summarized in Table VIII-13. The Local Tax Code (Presidential Decree 144, 

.is amended) provides that before any animal is slaughtered for public 

consumption, a permit shall be secured from the health officer concerned or 

his duly authorized representative. The corresponding permit fee is then 

collected at a reasonable rate fixed by cite council. No maximum is prescribed 

for the permit fee. Aside from slaughterhouse fees, permit fee and corral fee, 

two other fees are tmpoled by loral governments: the ante-mortem and post

wurtem fees. 



HACC SLAUGHTERHOUSE: 


(1) Revenues 'x(Iuding Post-Mort rm Fee 
(2) Revinue from, Post-Mor'L.m Fee 
(3) 70 lercent of Post-Mortem Fee 
(4) Current 1-xpenditures 
(5) S.,l:iries and W.w.., 
(6) M:intenanc. anid Rip.ir 
(7) C.api tal (htlIys 
(8) Estimated Annual Co;ts of Capital 

f 
(14) Current Account Surplus 


(10) Full Accounting Surplus (Deficit) g 

(11) Ctrr(nr Account Surplush 

(12) Full Accounting Surplus (Deficit) 

TABLE VIII-I1
 

SHORT-RUN PERFORMANCE INDICES: 1977-79
 
(in pesos)
 

Basic Data 
Growth Rates, 

1977 .1978 1979 
1977-79 

(percent) 

403,946 a 

247,401 
173,181 
353,066 
277,061 
76,004 

234,224a 
,d 

511,832 
365,133 
255,593 
414,481 
308,899 
105 384( 
346,055 

959,545 
763,656 
534,559 
568,679 c 

362,124 
206,555 

-

137.5 
208.7 

61.1 
30.7 

171.8 

276,000 276,000 276,000 

Assumption: Post-ortem Fees Revert
 
to the C.ntral Government
 

50,880 97,349 390,866 668.2
 
-225,120 -178,651 114,866
 

Assumption: 70 Percent or Post-Mortem Fees Retained at
 
the Local Level; 30 "ercent Reverts to the
 

Central .overnment__
 

224,061 352,942 925,425 
 313.0
 
-51.939 76,942 649,425
 



TABLE VIII-11 (CONT.)
 

aSource: 
 Ministry of Finance Budget Operation Statement.
 
hData from Provincial Treasurer's Office, January 14, 
1981
 

CFor 1979, the annual budget 
is F675,296 disaggregated as follows: #432,296 for salaries 
and wages, and F243,000 for repair and maintenance. 

dFnanced from the infrastructure Fund. 

t'S e v Ta b l .eVI11 - 6 . 

(1) - (4). 

(l)-
 1(4) + (8)J.
 

[(1) + (j)] - (4).
 

S[(1) + (3)l - [(4) + (8)1.
 

SOURCE: Computed bv autliors 
from data supplied by the Provincial Treasurer's Office and the
 
Ministry of Finance.
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FEES AND CHARGES FOR SLAUGHTERHOUSE,
 
SELECTED JURISDICTIONS: 198U
 

(in pesos)
 

Local Jurisdiction
 

Type of Fees Bulacan Dumangas 
 g Tihauan Legaspi Tabaco Gubat Sorsogone
 

1. Slaughtera 5 . 0 0 /3. 0 0 b 2.00/1.00 5.00/3.00 5.00/3.00 5.00/3.00 5.00/3.00 5 .0 0 /3.0 0c 5 .00 /3.00 c
 
(Peso per head)
 

2. Ante-mortem 0.90/0.60 d 2.00/1.00 0.90/0.60d 0.90/0.60d ---...- 0.90/0.60d 
 0.90/0.60d
 

(Peso per head)
 

3. Post-mortem 0.05/0.05 0.05/0.05 ......... 
 0.90/0.60f
 

(Peso per dress wt.)
 

4. Permit fee 2.00/1.00 2.00/1.00 2.00/1.00 ---..... 
 . 
(Peso per head)
 

5. Corral Fee 1.00/0.50 --- 0.50/0.30 0.50/0.30 0.50/0.30 
 0.50/0.30 0.50/0.30 0.50/0.30
 

aRate for public consumption.
 

bFirst figure is rate for large animals while the second figure is rate for small animals.
 

cMunicipal market code provides that 
the fees collected should be in accordance with the schedule authorized
 

under the Local Tax Code.
 

dPO.30 for sheep and PO.20 for other small animals.
 

In addition, Sorsogon imposes deliveir, service charge for the use of the meat delivery van service, operated by
 
the Municipality of Sorsogon, from the abattoir to 
the public market at the following rates per head: large cattle (M0.50),

hogs (PO.30), goats (M0.20), sheeps and other small animals (p0.20).
 

fPe!o per head.
 

SOURCE: Case Study data.
 

http:0.50/0.30
http:0.50/0.30
http:0.50/0.30
http:0.50/0.30
http:0.50/0.30
http:0.50/0.30
http:1.00/0.50
http:2.00/1.00
http:2.00/1.00
http:2.00/1.00
http:0.05/0.05
http:0.05/0.05
http:2.00/1.00
http:5.00/3.00
http:5.00/3.00
http:5.00/3.00
http:5.00/3.00
http:2.00/1.00


TABLE VIII-13
 

STRUCTURI OF SLAUGHTERHOUSE FEES: 1980 
(in pesos)
 

Fee Structure
 

Maximum
 
Other Prescribed
 

Large Small 
 In The Local
Type of Fees TaxBase Cattle Hogs Animals Tax Code 

1. Slaughter Fee Per Head or a. F0 r public consumption: 
Per Kilo
 

5.00 3.00 2.00
 

(0.05)a (0.03) (0.02) 
 -


Yes
 
b. For home consumption: i 

LA 

2.50 1.50 1.00
 

(0.025 (0.015) (0.01)
 

2. Per.it Fee Per Head 2.00 
 1.00 1.00 
 No
 

3. Corral Fee Per [lead 0.50 
 0.30 0.20 
 Yes
 

aThe figure in parenthesis under the fee per head is the 
fee per kilo.
 

SOURCES: L.ocal Tax Code (Presidential D)ecree 144, as amended); permit fee structure
 
from Case Study data.
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By law, the ante-mortem Health Inspection fees are to revert to the
 

Central Government. The legal basis for thi- is well established.
 

Section 461 of the Revised Manual of Instructions to Treasurers and Provinces,
 

Cities and Municipalities, (1954 ed.) provides: "AtL.m'-m-rtm fee collections 

accrue to the national government for credit to the Philippine Livestock
 

Promotion Fund." Trhe case of the poSt-mortem fees, "owever, is not so clear 

cut in terms of either the statutory basis for Imposit*on or the conditions
 

under which the collection should revert to the Central Government. The 

issue is important because tile profitability of the etterprise may depend 

on the disposition of the post-mortem lees. Morcover, wh.re the actual 

meat inspection is performed by health office ys financed out of local funds, 

then there may be legitimate arguments for retaining the post-mortem fees 

at the local government level. 

On at least two occasions, we were told that the revenue from the 

post-mortem fee reverts to the Central Government. But the Bulacan local 

officials argue that this is true only if the national government pays 

for the meat inspectors. Since Bulacan employs its own meat inspectors, 

its local officials feel justified in remitting only 30 percent of the 

I 
amount due. 

The other contribut in, factor to the profitability of this enterprise 

is its high level of act!i-ity. ILCC caters primarily to suppliers in 

three municipalities in t1tilacan, nar.cl.: M;ril,, Obaindo, and Maloios. 

IOn the basis of this position, Bulacan has -ct a.ide the post-mortem 
fee collection itn a trust account. over a peri d ,f tiret, vears, a large 
sum had ac uMUlated. On August 15, 1979, the Provincial Board of Bulacan 
passed Resolution No. 177, providing ior the trar.sier of f735,O0 to the 
Hivas Agro-Cummddities Center. The. rn.ainder was remitted to the Central 
(,evernment . 
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The nearest slaughterhouse is located in Balagtas, approximately 5 to 6
 

kilometers away, and within a 20 kilometer radius, there are seven smaller
 

slaughterhouses. In terms of slaughterhouse~activIty,.HACC undoubtedly
 

dominates within the Bulacan province. 
Yet, HACC's slaughterhouse activity
 

goes beyond the confines of Bulacan. 
 Because of its A-1 facilities,
 

animals slaughtered at HACC can be transported anywhere in the country.
 

In addition, a great deal of slaughterhouse activity was diverted to HACC
 

after the closing of some 17 slaughterhouses in,Greater Manila.1
 

The 1ACC officials perceive that the slaughterhouse is now operating
 

at fo:li capacity. 2 
 The information given indicates that the slaughterhouse
 

is currently working at tull capacity, defined in terms of time use. 
 It
 

is operated seven days a week, all year round, on a 24 hour basis.
 

Within a span of three years, 1977 to 1979, the volume ot 
animals
 

slaughtered hL4 grown tremendously. Slaughtering of cattle has tripled
 

from 1977 to 1978 and increased 17 times from 1978 to 1979. 
While the
 

growth rates of carabaos and hogs slaughtered are not so dramatic, they
 

are nonetheless significant. Hogs and carabaos account 
for the bulk of
 

M\CC's slaughterhouse activity (Table VIII-14).
 

Two considerations might dampen one's optimism about the slaughterhouse
 

continuing to operate at this level. 
 The first is a recent Presidential
 

directive which prohibits the slaughter of carabaos on grounds of energy
 

conservation (carabaos are used as substitutes for mechanized farm implements).
 

ISee National Tax Research Center, "Study of 
User Charges in Metropolitan

Manila," 1977, p. 100. (Mimeographed).
 

2The concept of capacity utilization is not defined formally anywhere in

this study. It may be defined in terms of some measured optimal level of plant

use or alternatively, in terms of time utilization, i.e., number of hours open

or operating per unit of time (day, week, year) as a percent of the number of
 
operating hours possible.
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TABLE VIII-14
 

LEVEL OF SLAUGHTERHOUSE ACTIVITY
 
HACC SLAUGHTERHOUSE, BULACAN PROVINCE: 1977-79
 

Growth Rates
 
Type of Year (Percent) 
Animals 

Slaughtered 1977 1978 1979 1977-78 1978-79 

Carabao 11,878 17,269 36,829 45.39 113.27 

Cattle 82 331 6,079 303.66 1,736.56 

Horse --- --- 32 

Hogs 48,799 75,130 135,482 53.96 80.33 

SOURCE: Data supplied by Hivas Agro-Commodities Center, Province of
 
Bulacan.
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This may hdve adverse effect on HACC's level of operation. However, it
 

might be expected that carabaos are
as not slaughtered, and therfore 

carabao mcat is unavailable, consumers will 
substitute other animal meats
 

(pork, beef, etc.). 
 Thus, it is likely that some of the decline in slaughter

house activity will be offset by an increased slaught,.r of hogs and cows.
 

The abil :ty of 
 IL\CC to adapt to this substitution will be an important
 

determinant oi 
 its future profitability. Considering its superior faciliries
 

and market power, it hecain rea.; ,nablv argued that the impact on Bulacan's
 

s!.lughterhouse may' 
 be rel.itivelv slight.
 

The 
 se,,ond probltm is m.,ore lornidable. IIACC's considerable profits 

m.ty provide noudh incentives for local governments bordering Metropolitan
 
ManiI 
 te open their on s aughterhouss , thereby utt ing into IRACC's
 
operation. Short a
oi market study, we have no way of evaluating thia 

prospect, Lihough it is :it a fare t,-tied possibility. Shouold it materialize, 

the .latIvelv higher transportation costs would make HACC less attractive 

for its M'nilIi-hase. cl ientele..
 

rat I n and Culit lI Costs
 

From 1977 to l979, current e.qtqndittires 
 grew by 61.1 percent, consid

erably less thethan growth rate of revenues. Salaries and wages, which 

constitute il)out threc-fourt hs cf tot.il current expenditures increased by 

30.7 percent while reppair and maint enan~e costs (including utilities; in

creased by 171.8 percent (labl. '.'Ill-11). 
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ihile there is a separate set of accounts for tile 
enterprise, costs
 

do not include any depreciation or allowance for 
replacement of the
 

existing building and equipment. Also ignored Is the imputed rent 
for
 

the land on which the slaughterhouse building and facilities were 

const ruIc ted. 

A unique feature of the enterprise operation is the way it has shifted 

part of its costs to the slaughterhouse users--food manufacturers and meat
 

dealers. Th. usual arrangement 
 is that butchers are paid by tilt sponsoring
 

local governments. 
 Under tile Balacan set-up, however, butchers must register
 

with HACC:, but they 
are paid by tile meat dealers and food manufacturers.
 

Though we do not have 
a firm pecso estimate, the amount saved by tile provincial
 

governmenlt is considerable. 
 By one IlACC oficial's estimite, some JO0 to
 

400 smill animals and 20tu 
 to 250 large animals art slaughtered daily. At
 

the time ot th, interview, there were 57 registered de'alers and 
 about 300
 

register.d brtchers with HACC.
 

Tilt arrangerent is noteworth\ for 
 two reasons. For one, it provides
 

a way of circurventing a nationally 
 set price schedule which may be in

appropriate 
 tor a given local unit and public enterprise facility. In this
 

case, tile effe.'tive 
slaughter fees have been increased over and above tile
 

national maximum. 
 Second, by shifting part of the cost of slaughterhouse 

operation to the private secto,, it inr-es tilt. t:sh ilow and the pro: itability 

of tile undrtak'ing. Looking at things strictly fror the point of view of ease 

of administration, level of tax:payur resistance, and other benefit taxation 

arguments, th. strat egv of mobilizing public funds by shifting the costs to 

public enterprise users m.% be preterable to increased enterprise prices or 

taxat ion. 

The value of the land, owned bv the Province, has been estimated at about 

f1 million. 
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Financial Profitabillt
 

As noted above, the issue of the disposition of the post-mortem fees
 

is important since it may affect the profitability measures. Table VIII-lI,
 

therefore, shows HACC's financial performance using two assumptions on the
 

post-mortem fees: 
 (1) the total amount reverts to the Central Government,
 

and (2) 70 percent of post-mortem fees are retained at the local level
 

while 30 percent reverts to the Central Government.
 

Over a three year period, the current account surplus rose enormously.
 

On the assumption that the post-mortem fees revert to the Central Government,
 

the currcizc account surplus increased by 668.2 percent, to P390,866 in 1979.
 

At this level of current account surplus, HACC slaughterhouse recovered full
 

cost In 1979 with a surplus of *114,866. If we assume that 70 percent of
 

post-mortem fees are retained at the local government level, we can estimate
 

that full costs were recovered as early as 1978, two years after the beginning
 

of operaLlons, with a surplus that reached P649,425 in 1979. 
To give some
 

perspective, the surplus, as a percentage of book value of fixed assets, was
 

3.56 in 1978 and 30.0 in 1979 (Table VIII-Il).
 

The prospective performance of lliyas Agro-Commodities Center, then,
 

depends on the assumption about how post-mortem fees are handled. Under the
 

"best" possible set of assumptions, the computed net present value of the
 

enterprise is about 4.197 million. 
That is, over its 25-year life, the
 

HACC investment will generate a revenue flow sufficient to cover all costs
 

and provide a return of Nf.2 million (valued in today's pesos). The set of "best"
 

assumptions includes: retentlun by local governments of 70 percent of post-mortem
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fees, 25-year project life, rate of interest of 14 percent, and a level
 

of activity that approximates that of 1979, 
its peak year. If we assume,
 

however, that ill post-mortem fees revert 
to the national goverr.ment, tile 

project life is !5 years, the rate of interest is 18 percent, and that the 

level of enterprise activity will be the same as the average for tile last
 

three years, 'ivas Agro .All be a huge drain to the provIncial treasury. 

Tihe financial loss will he P1.248 m;llion (Table VIII-15). 

The computed IRR under each of the eight sets of assumptions shows 

that in six of eight case.;, this enterprise's IRK will exceed the prevailing 

government lending rates, and in some cases the current commercial loan
 

rates as 
well. On the basis of computed NPVs and IRRs, this enterprise is 

undoubtedly the most profitable of the Bulacan enterprises. 

Cone lus ions 

On tile basis of the foregoing analysis, the following observations 

might be made. First, this enterprise Is clearly recovering its current 

costs, and has tile potential of recovering its "full" costs, on theeven 

assumption that post-morten fees revert to the Central Government. This 

impressive financial performance can be partly attributed to two factors: 

first, its cost-reducing arrangement of shifting part of the costs to 

HACC users and second, its propitiouS market position (proximity to Metro

politan Manila where several slaughterhouses were shut down). Tile second 

reason strongly -iggests the limited replicabillty of this enterprise. 
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TABLE VIII-15
 

HACC SLAUGHTERHOUSE: RESULTS OF FINANCIAL ANALYSIS
 
(in 1980 pesos)
 

Investment Criteria
 

Net Present Value Internal Rate of Return
 

'Best' 3-Year 
 'Best' 3-Year

Assumptions Near Averag 
 Year Average
 

Number of Years Discount 
_of___Prto-Rate Assuraption (a) Post-Mortem Fees 

Rtevert to the National Co___v l 

r = .14 P232,450 P-1,059,870 
n = 15 
 16.16 2.88
 

r = .18 -177,280 -1,248,550 

r = .14 523,630 - 949,240 
n = 25 
 17.77 6.64
 

r = .18 - 25,990 -1,197,540
 

Assum~ptimn(b) 
Mortem Fees is 

:.ocal Level , 30 
tC the Natmional 

Percent of Post-
Retained at the 

Percent Reverts 
Government 

r = .14 P3,520,960 P913,000 
n = 15 42.6 21.99 

r = .18 2,548,750 386,860 

r = .14 4,197,210 1,278,960 
n = 25 42.8 25.38 

r = .18 2,896,070 574,830 

SOURCE: Computed by authors from Case Study data.
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Second, this enterprise has shown that while there are legal and
 

administrative impediments to unconstrained public enterprise operation
 

and pricing, they are not overly restrictive. That is, there exists a
 

possibility for effective local response. For example, the hiring of
 

the HACC manager is in response to the nationally set wages. The local
 

response to the maximum rates to be charged (prescribed in PD 141) (a) is 

to us,: a wider array of changes and (b) to shift part of the costs of 

slaughtering animals to ttACC users, thus -iaking thc actual user charges 

higher than the legal maximum.
 

Sum.arv and Conclusions
 

rhe success of the Bulacan government with business enterprises has 

been uneven. thre, four there not a ofIn of cases has been record financirl 

profitability, partly because of external factors, and it is not clear that 

the long-term perforna, ce will be markedly better. In this conner!tion, it 

is noteworthy that financial feasibility stud-es were not carried out prior 

to establishing any of thest, enterprises. 1,e have no way of making good 

forecasts of long-term revenue growth, but if our view is correct then one 

can conclude that these undertakings have not been successful in mobilizing 

additional resources for provinciai ;,g,.ern;ent use. 

On a more positive note, there have been management successes, particularly 

as regards the skill and flexibility of local officials in responding to
 

potentially h- rmful Central Government policies. 
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Financial Profitability
 

The level of financial profitability of the Bulacan enterprises is
 

not so high as many appear to believe. This misperception can be attributed 

to a system of government accounting that ignores the annual cost of capital
 

and therefore substantially overreports net income. roughly (and
We have 


conservatively) estimated annual capital 
costs for the 1977-1979 period 

and found thuit the Galeria was not even covering current costs, that 

neither tile Cafetorium nor the Convention Center had covered full current 

and capital cost in every year, and that tl.e slaughterhouse was covering 

all costs and generating a rather substantial surplus. Since the capital 

cost of all four projects was financed from accumulated surplus, both tile 

Cafetoriwi and Convention gen.erate a cashtile Center positive annual Ilow 

to t provincial treasury, even though neither are truly "profitable" 

investment s. 

A long-run analysis requires us to ask what sort of return the govern

ment will get on its original investment in each case, taking into account 

the flow of net benefits in the future (as best as we could estimate this
 

flow) and the opportunity cost of the government funds embodied in tile 

facility. Of the four cinterprises, three were analyzed in depth in terms 

of long-run impact on the local fisc: tLACC slaughterhouse, the Cafetorium, 

and the ifivas Convention Center. The results of the analysis show that 

only the lACC slaughterhoust, can be expected to cover "full" costs, where 

full costs is defined to iticlude allowance for the replacement of existing 



VIII-66 

fixed assets. There is little doubt but that in the long-run, It will be
 

a major revenue contributor to the local fisc. The long-run prospect for 

the Hiyas Cafetorium to be a revenue contributor is marginal, while that 

of the 1L!yas Convention Center is downright bleak. 

The long-run fiscal impact of the three enterprises varies depending 

on the set of assumptions used. Under the "best" possible set of assumptions-

a rate of discount of 14 percent, a 25-year project/f.2cility life, a 100
 

percent 'ollection efficiency for tile H/ivas Convention Center, a 70 percent 

retention rate of the post-mortem fees collected by IIACC slaughterhouse, 

and "peak" level operations for all enterprises--the net contribution of tile 

three enterprises to tile local fisc is approximately P2.561 million (Table 

VIII-lb). On the other hand, under the "worst" possible set of assumptions, 

the three enterprises combined will cost tile provincial treasury F7.813 million. 

The "worst" case assumptions include: rate of discount of 18 percent, 15-year 

project/facility life, status quo in the collection efficiency of the 

Convention Center, all post-mortem fees revert to the national government,
 

and operating levels equal to the average of the last three years. Of course, 

one can construct a number of scenarios based on combinations of these assumptions. 

One likely scenario is to assume that all the assumptions in the "best" case 

above hold, except that the relevant rate of discount is the current govern

ment lending rate of 18 percent. Using this set of assumptions, the net 

impact on tile provincial treasury is positive but only about P84 thousand. 

In general, the lower the discoupt rate, ceteris parlbus, the more profitable 

the undertaking will appear. 
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TABLE VIII-16
 

BULACAN PUBLIC ENTERPRISES: SUMMARY RESULTS OF
 
FINANCIAL ANALYSIS UNDER ALTERNATIVE ASSUMPTIONS
 

Net Present Value Under
 
Alternative Scenarios
 

Most 
Enterprises Best a Likelv Worst c 

Hivas Cafetorium * 114,330 i* -3,780 f -142,267 

itlvas Convention Center -1,750,560 -2,807,890 -6,422,570 

jLijas-Agro Commodities Center 4,197,210 2,896,070 -1,248,550 

Net Result 
 2,560,980 d4,400 -7,813,387
 

aAssumptions: (i) 25-year project life; (ii) rate of discount of 14 percent;
(i11) 100 percent collection ef'ic icn,-% for the Convent ion Center; (iv) for the 
slaughterhouse only 30 percent of the post-mortem fees reverts to the Central 
Government. 

bAssumpt ions are those in (a) above, except rate of discount is 18 percent. 

CAssumptions: Ui) !5-vear project 
life; (ii) rate of discount of 18 percent;

(iii) the present co llection ufficiencv of the Convention Center would be 
maintained; and (iv) all post-mortem fees revert 
to the Central Government.
 

SOURCES: Tables VI1T-8, VIII-1O, and VIII-15. 
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It is important that we Le clear on the meaning of these results.
 

We want to know whether the flow of net revenues from these enterprises
 

will be sufficient to cover capital depreciation and the opportunity
 

cost of local funds. If only the former is covered, there is full cost
 

recovery but nothing left over to contribute to the provincial treasury,
 

i.e., the provincial government is earning no return on its original
 

Investment. Since both capital replacement cost and the opportunity 

cost depend on the interest rate, we derive a range of results. In the 

best case, the provinc ial government will cover aIll costs and add a 

total surplus of f2.561 million (1980 pesos) to its general fund over the 

life of the project. In the worst case, it will "cost" the province F/.813 

million to fullv cover depreciation and make up for the lost rate of return 

on the i*10.240 million it originally invested. Except for the slaughterhouse, 

we cannot say that these ventures were an effective way to mobilize resources 

for general public sector operations. 

Social Bene,its and Economic Costs 

These are mostly cormmercial projects but each carries some social purpose.
 

To the extent these social benefits are important, the above measures of
 

profitability are understated. On the other hand, these projects may also
 

have imposed economic costs which make their profitability less than what
 

is estimated above.
 

Consider first the economic costs. Because the goods and services
 

provided by these enterprises are mainly private consumption goods, they
 

tend to be substitutive (in the sense of drawing off business from the
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private sector) rather than stimulative (in the sense of creating new
 

jobs or inducing other productive activities). If we could measure it,
 

we would reduce total profitability by the amount of this substitution
 

effect.
 

The only possible exception is Hivas Galeria. It is possible, though 

we cannot say how likely, that the program has resulted in increased pro

duction of cottage industr products within Bulacan--that is, that it has 

been stimulative. To the extent this is true, then tie value of tie induced 

economic activity can be counted as indirect beneiits. Ulether or not the 

monetary valte of such indirect benefits is sufficient, to offset tie 

substantial losses of 1tivas (;aleria is a question that we cannot answer 

without more data and iniormation. 

External Environment 

The financial performance of enterprises is inv,-iahlv affected by 

factors that are external to the individual enterprise. Hence, evaluation 

of the financial profitability without looking into the external factors 

will almost certainl. lead to erroneous policy conclusions. The variety of 

enterprise activities undertaken in Bulacan, their diversity in managerial 

arrangement, hiring and employment practices, pricing policy and disposition
 

of surplus would seem to indicate that the external environment is not
 

overly restrictive. Restraining laws do exist, but as demonstrated by the
 

individual case analyses, so do the possihilitivs of avoiding some of these 

constraints. Indeed, some or the local responses (e.g., non-remittance of 

the post-mortem fees and the Hivas Cafetorium's disposition of surplus on 

current accounts) ar. questionabIL. 
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Of course, some of the constraints are quite effective. One such
 

constraint is the implicit policy to keep prices low relative to those
 

charged In the private sector. This policy runs through all these enter

prises with the exception of the slaughterhouse. Not surprisingly, it is
 

the only financially viable enterprise, although its success is also due
 

to some propitious market conditions.
 

Transf'erabil itv
 

Following Bulacan's path of substantial involvement with commercial 

VentuLires may hive disast rous resilts for other provinces. A first caution 

is that the protitabilitv of the Bulacan enterprises may not be so high as 

is generally believed--the positive annual cash flows generated by the 

Cafetoriurm and Convention Cente.r art deceiving. Moreover, following Bulacan's 

example .%av he totally inappr,;riatt. becAuse Of the pro)vince t"Bulat-an's 

somewhat unique features--high income, populous, growing, and proximity to 

Mani la. On the other hand, some Lf the i anovat cost-saving features 

which are documented in the individual casu analyses are transferable. Among 

the most important are that !tess traditional public enterprises can be 

undertaken successfully, that in'. g-ntral thore are a number oi ways of going 

around externally imposed constraints, and that the operation and management 

of public enterprises can be undertaken in i number of ways (i.e., tinder 

varying degrees of public-private mix). 

The Role o: tht: Cuntral Covernment 

This work has ltd us toward .1 cuL)clusion that there are gc -d possibilities 

for local government bitsiness v,.ntures, and tCat tie management constraints 

may no, be so great as on.: might expect. TIese undertakings should he 
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encouraged, but since risks are high, Central Government -involvement and

oversight will be necessary. Local governments need to be given latitude
 

to identify business enterprise possibilities and freedom to operate them
 

in an efficient manner. 
This would seem to call for little Central Govern

ment Interference or regulation. 
 But the issue is not so simple. As was
 

pointed out above, local enterprises may also have regional or national
 

implications. 
Moreover, in a system so centralized as the Philippines, the
 

Central Government has a vested interest In all local government finance
 

matters.
 

in this context, what are the lessons from the Bulacan experience? We
 

have identified four areas of concern: 
 public investment and financing
 

practices, pricing policy, management behavior and orga;..zational practices,
 

and performance control and review.
 

Public Investment and Financing Practices
 

The Bulacan experience makes a good case for Central Government involve

ment in the planning stage for private ventures. Two issues arise here.
 

The first is the need for external review of whether or not the proposed
 

undertaking has reasonable prospects for financial success. 
The second
 

relates 
to whether this type of local government investment ought to be
 

undertaken without review and approval in terms of coordination with the
 

goals of the National Economic Development Plan.
 

Three of the four Bulacan enterprises are likely 
to be a drain on
 

gerieral revenues of the provincial government. It is not coincidental that
 

a financial feasibility study was not made for any of these undertakings.
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If Central Government policy is to encourage business enterprise activity,
 

it must also encourage effective planniag and design. if capital funding 

is obtained fror loans, the feasibility study will be part of the loan 

application. I: financing is trom internal sources, a MOF or .MLGCD sign

off on the fteisibilitv study should also be 
 required. We would recorr-end
 

such a revit.'., proctdure, and the establishing of standards for financial
 

fcasibi I it y bt idies. Such standards could 
 grow ,.,:tL of tht procedures 

,ae , u ,., nvw rel it iut horitv, as proposed in Chapters IX and X.1 

On the other haid, local 4overnrent opportunities for business ventures 

are likely to vary, and all iareas ought not be restricted to set types of 

undertaking:.. If the primary purpose ol .a business tindertakin, is to turn 

a profit, and i, it can pass test o.: i feasibility study, it is immaterial 

whethe" or not it meshef with covern:nent investment priorities. If, on the 

other hand, tht project also has social goals and does not cover all costs,
 

it should conorm 
 with nationail investment priorities. Business opportunities 

for local govvrnmel1's se, broad enough. For example, one can identify some 

feasible projects for lal government undertakings: fish market, cold 

storage plant, farm implerm.ent manufacturing, fertilizer plant, resort facility, 

etc. But these projects should be undertiken only if (a) they are truly pro

fitable, or (b) they 1onor:7 to national economic development goals. In 

any case, a Central Governent participation in the planning and design 

stage is essential.
 

IThis real l' is not a substant ial departure from current procedures.
It could be justif ied on -,,rounds that part of the accumulated surplus is 
Allotment funds and that this activity is part of the capital budgeting 
process that requires CentraI Government monitoring. 
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We recommend 
that for purely business ventures, the Central Government
 

give the local governments 
taximum discretion in project selection. Where 

the project must be justified partly on grounds of prov4 ding social benefits,
 

normal Central Government review and sign-off should occur. 

Prici tolWi2
 

Considering that local preferences and economic conditions vary from
 

one local community 
 to another, it would seem reasonable to leave pricing
 

decisions 
 to the discretion of local governments. Nationally prescribed
 

price schedules, e.g.. slaugnter 
 fees, are intrequentlv changed inand any
 

ca'e may be improper for some 
 local governments. someFor enterprises,
 

pricing autonomy may spell the difference bet.:een 
 failure and success. We,
 

therefore, recm :end autonomy in pricing pol icy for 
a1 LoMrMercial-tvpe
 

ventures. 
 Not to give this fleXibi1itV is to deny the basic idea of local
 

governments operating firms respect
as with ro some of their activities. 

The objective of corcercial ventures is raise forto funds government,
 

i.e., to mikte profits 
and the Central Government should give maximum
 

incentive to ltcal governmcrnts to achieve 
 this goal. For connercial enter

prises, 
 we re, o::~mnd no restrictions oil the level of profits which may be 

earned or on the disposition of these profits. 

Management Behavior and Organi zt iona l Practices
 

Many "lessons" can 
 be learned frm Bulacan's management of less traditional 

public enterprises. A .-a,)r ingredient lor "su cess" appears to be the ability 

ot the enterprist to tun.- tion as a private firm. With the exception of the 

llivas Caleria, the unt.rprises have been run with some lorr; of private sector 

part icl ipation--managemcnt ,ontractini; for IMACC .1*:l.gLhterhouse and livas 
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Convention Center and operating contract for iltivas Cafetorium. In addition, 

and again with the exception of Ilivas Galerla which operates as a regularC 

government department, the Bulacan enterprises have resorted to various 

labor-cost saving mechanisms which are largely unconventional by government 

standards. Hlivas Cafetorium, by operating as a private firm, employs 

workers as private sector employees and is therefore unencumbered by
 

nationally imposed wage and benefit regulations. I. i2 Convention Center 

resorts heavily to casual o teraputtly VL41piuyviet, while the |ACC slaughter

house shitts part ot the operating (labor) costs to the slaughterhouse 

users on "pay-as-you-go" basis. 

Requiring the enterprises tu operate is a regular department of the 

bureaucracy (like Iivas (Galeria) would ignore tih fact that unlike a regular 

department whhert' the demand for services is fait'.v constant throughout the 

year, the level of business activity ot comercial enterprises may fluctuate 

considerably during the year. Public enterprises of the nature discussed 

here should be assured political and .,onomic autonomv. Once the objectives 

and production targets have been explicitly specified, the day-to-day 

operation of the enterprise should be left to thle enterprise manager. 

We recommend that business type enterprises of local governments be 

given fiexibility in terms of hiring and atze dete.rmination. While flexi

bility may not be a sufficient condition for the success of the operation, 

the likelihood of success is .nhancud whenever the enterprise manager can 

employ workers in accordance with the level of enterprise activity and 

compensate them at the prevailing market wa.ge rate rather than at nationally 

prescribed rates.
 



VIII-75
 

The organization type of these less traditional enterprises studied
 

ranges from the most autonomously run--the case using operating contract 

(Hiyas Cafetorium)--to the polar case of departmentally-managed enterprise 

(ttivas Galeria). One interesting implication derived from this wide 

diversity of organizational type is that the legal and administrative
 

environment in the Philippines is not, or at least has not been, a major 

coi.straint in tie managerial aspect of public enterprise activity. 

An important question may be asked: Wich one of these organizational 

types is "best" In terms of ,;etting around the externally imposed constraints? 

As has been discussed before, if the natu:e of the constraint is one of 

wage and employment restrictions, then an operating contract arrangement 

is far superior to a departmenrta 1 y-managed one. It should be obvious 

that the choice of organizational type is not limited to these two pc lar 

cases, for various mixed public-private organizational types can be designed. 

Privaite sector participation in the form of subcontracting can be considered 

for some aspetts o* public enterprise operation. 

Performance Review and Control 

On the basis of out case study analyses, one issue has become clear:
 

proper measurement of profitability will be required if management is 
to
 

be held accountable for its efficiency and if subsidies provided by the
 

enterprise are to be detected. 

Three of these enterprises--tlivas (alerla, Hivas Cafetorium, and Eiyas 

Convention Center--hav- been subsidized through the budgetary process. It 

is beyond the scope of this study to determine whether such subsidy corresponds 
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to the valuation of social objectives imposed on each enterprise. Estimates
 

of the community's willingness to pay for such social objectives are 
simply
 

not available, and in any case these objectives are not always explicitly
 

stated. We would point out, however, that these are business enterprises
 

whose primary function is to make a profit, i.e., generate a surplus
to 


for general government use.
 

One can reasonably argue that under the present system of deficit
 

financing and disposition of surplus, there appears to be no strong
 

motivation for the enterprise management to minimize public subsidy.
 

Expenditures are provided for through the annual budget process, while all
 

revenues, and therefore, surpluses, revert to the General Fund. Additionally,
 

to the extent that th. sponsoring government looks at deficits on the basis of 

the difference between revnues and current operating costs, it may see 

profitability when it there.is not really As a result, there will be less
 

pressure on the enterprise management to 
institute cost-saving devices to
 

cover "full" costs and, thereviere, to minimize budgetary subsidy. 

To improve overall decisionmaking, generate a more cost-conscious
 

managerial behavior, and facilitate performance monitoring of the enter

prise, we recommend structural changes in the existing government accounting 

practices. Among othor things, the following should bemeasures considered: 

Adopt a system of enterprise accounting that 
includes
 
depreciation (or consumption of fixed capital) in
 
the production accounts. 
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* Require the measurement and accounting of all
 
forms of subsidy--either explicit (e.g., capital
 
subsidy, statutory transfer, grants) or implicit
 
(e.g., tax exemptions, preferential loan subsidy).
 

Call for the maintenance of a separate set of accounts
 
for the enterprise. Transfers to and from any Govern
ment Funds (General, Infrastructure, Trust, Sinking,
 
Fiduciary, etc.) should be recorded.
 

Finally, we recommend that the Central Government establish an
 

integrated and well defined policy on local government involvement in 

less traditional public enterprises. The pol'-y should specifically 

address the following issues: areas of national priority, sectoral 

targets for local public enterprise, conditions for financial profitability,
 

pricing policy, the budgetary link between the enterprise and the local
 

government, managerial and organi.ational autonomy, and a system of per

formance monitoring and control. 

1 The concepts of expliciL and implicit subsidies are more
 
rigorously defined in Appendix VIII-A.
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APPENDIX VIII-A
 

PROFITABILITY AND SOiE CONCEPTS OF SUBSIDY
 

The profitability of public enterprises might be analyzed in the same
 

framework as one would study the operation and profitability of a private
 
1
 

firm. The accounting profit of the enterprise in period t --profits or
 

loss--is defined as
 
* 

- t = Rt -C I (1) 

where Rt and Ct are total revenues and total costs at period t, respectively.
 

Total revenue, Rt, is defined as
 

Rt = PtQt (2)
 

where Pt and Qt are the price charged and the quantity provided by the
 

enterprise and period t. respectively. Define total costs in period t as
 

c k
 
the sum of current expenditures, Cc and annual capital cost, C . Current 

t' t
 

operating costs, Cc, is in turn disaggregated into two components, w L and
 

tAt such that
 

* c 

C =w L + S A +Ck (3)
t t t t t t
 

where in period t, the annual compensation (including benefits) of employees
 

iswt, Lt is the number of employees, st is the per unit cost of other inputs
 

ln its most genera, formulation, the net cash flow of the enterprise
 
can be defined as:
 * R
 

R pt
 

7t = (Rt-Ct) + t + 

t t
t Lt 

where Rt is transfers from earmarked revenues and R is net property income 
(dividends, interest, rent), and 7-, H and C as defined above. These two 
additional sources of revenues are ignored in this Appendix. 
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taken collectively, (e.g., utilities, materials, supplies, etc.) 
and A
t 

is the volume of non-labor and non-capital inputs. 

Combining (1), (2), and (3), the accc.nting profit of the enterprise 

in period t can then be written as 

PQ -wL - sA Ck (4)

t t t t L 

To clarify the issues ol 
subsidy, financing, and profitability, assume
 

that the enterprise is wholly orned by the government 
 with debt financing 

at an interest rate set by the government. Ck , annual cost of capital, can 

be assumed to depend on a number of f.ctors, namely: 

C = f(, m, ;, 11,r ) (5) 

where
 

i = rate of Interest
 

m = number of amorti.zation periods 

= rate of depreciation 

P = present value of investment financed 

rd = rate of return on government deposits. 

Combining equations (4) and (5), we can say that the accounting profit of
 

the enterprise is equal to 

. = ptQt - wt1.t - stAt - f(i, m, I, P, rd ) (6) 

The local government enterprise may enhance its profitability position, 

ceteris paribus, by increasing p or increasing Q, or both, and by lowering 

any component ot costs--wage rates, level of employment, price of inter

mediate inputs, use ot intermediate inputs, and capital costs. The 
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Central Government can influence profitability by, ceteris paribus, reducing 

i or increasing m. Errors in investment decisions--e.g., building of a plant 

(or facility) considerably more expensive than what is "appropriate" for 

the project--will be reflected in the annual cost of capital. Other things 

equal, the latter increases as P (the present value of investment financed) 

increases. 

Of course, this framework oversimplifies. We have assumed away any 

scale economies and feedback effects. The latter are especially important, 

e.g., an improved (or petier) c:apit;,l facility may generate greater volume 

of sales. There also is no consideration ot other short-term government 

actions that might increase sales, e.g., improved baranguy roads which give 

better access to the facility and perhaps expand the market area. Despite 

these oversimplifications, this model identifies those factors which affect 

the financial viability of eneLrprise activities and those government policies 

that might improve things. As a short-term model, it would seem useful. 

Operating and C.-pital Subsidy 

One of the uses of the above model is to clarify the concepts of 

operating and ijpital subsidy. As mentioned in Chapter VI, a public enter

prise can not be expected to recover "full" cost in all cases and in fact, 

for some public enterprises full cost recovery may be inappropriate. It 

is, however, important for performance evaluation and forward-looking policy 

decisions to be able to define exactly the amount of public subsidy involved. 

Equation (6) can he rearrangtd to show the explicit subsidies, such that: 

-- t = wt1.t + s tA - ) t Q t  + I(i, m, 1, P, rd) (7) 

where the left-hand side shows explicit subsidies by means of provision,
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while the right-hand side shows them in terms of the costs to be covered. 

Specifically, --t is the amount of subsidy paid out of the public treasury. 

On the right-hand side, the terms--(wtL t + stAt - PtQ t)--represent the 

operating subsidy, or the amount necessary to cover the difference between 

the market value of current output, ptQt , and the value of variable labor 

and non-labor inputs. The annual cost of capital associated with the func

tion f(i, m, , P, r ) corresponds to the capital subsidy. 

For "full" cost recovery requirement, i.e., that total revenues is 

enough to cover both capital and current cost, the total explicit 

subsidies, following directly from the right-hand side of Equation (7), is: 

S. = w L + s A - P Qt + f(i, m, 6, P, r ) (8)
tc t L t t t t 9 

For subsidies to be non-positive, we have the following requirement: 

_t (9)' 0_-- I < _Pt_Sf 
w Lt + s A + f(i, m, 6, P, r)t t t
 

that is, that the ratio of total revenues to total costs be greater 

than one. 

On the other hand, it is sometimes appropriate to simply require that 

the enterprise cover its current costs, i.e., not to be a drain on the 

local fisc on a year-to-year basis. Since operating subsidy is defined 

as (wtL t + stAt - PtQt ) then for operating subsidy to be non-positive 

we simply require that: 

S < 0 - 1• PtQt (10) 
w 1. + s A 

t t t t 
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that is, that the ratio of current revenues to current operating costs
 

be greater than one.
 

It should be obvious that in addition to these explicit subsidies
 

there are implicit subsidies. One is tax subsidy. Public enterprises,
 

at least in the Philippine context and in most countries, are exempt
 

from some type of taxes--business, sales, income, and even tariff 
and import 

taxes. There is therefore an implicit subsidy in terms of tax revenues
 

foregone. The other implicit subsidy is the difference between the 

opportunity cost of capital and actual cost of capital faced by public
 

enterprises. L.ocal governments have access to low-interest loans through
 

government financial institutions and in addition can, with minimal
 

restrictions, make use v budgetary surpluses or "free" government funds. 

We call the former debt capit:al (Kd ), the latter as equity or internally 

generated capital 
(Ke), where the sum of the two is total capital, i.e.,
 

Ke KdK = + (11) 

Assume for simplicity that the tax subsidy is in the form of profits 

tax foregone. Formally, with ; as the profits tax rate, then the implicit 

subsidy is:
 

tr = :(ptQt - w I. - s A - f(i, m, ', P, r ) (12) 
tt t t t g 

Let 3 be the opportunity cost of capital. Detine the implicit subsidy in 

terms of concessionary loan, i.e., opportunity cost of capital minus actual 

or observed annual cost of capital: 

K- f(,
t 

m, 5, P. r g ) (13) 
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Note that the annual cost of capital associated with f(i, m, 6, P, r ) 

is its market value and is based on existing government policies. It is, 

in general, not equal to, and one can argue much lower than, the opportunity
 

cost of capital. Define the implicit subsidy in terms of equity financed,
 

or locally financed, capital as opportunity cost of government capital
 

minus the accounting profit of the enterprise:
 

e - (14).t t (14) 

Total explicit and implicit subsidies are then given by:
 

SE = (1-:)(wt. + StA ) + K -tf(i ,,Pr ) -7t - (1-T)ptQ t (15)
 

and for total subsidies to be non-positive, a requirement that forces this
 

enterprise to behave as a private firm, the following condition must hold:
 

Si. o-0_It_ Pt< 
(wtLt + stA ) + (11(1-)) [SKt - -t -/(1-r)}f(tm,5,P,r) (16) 
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CHAPTER IX
 

LOCAL GOVERNM4ENT CREDIT FINANCING IN THE PHILIPPINES:
 
THE PRACTICE AND PROBLEMS 

Int roduc t i on 

In the Philippines, as in many developing countries, attention is 

being given to ways of enlarging local government responsibilities for the 

planning, I man, ing and admin ist rat ion of ba sic infrastructure facilities. 

The thrust ill the I'hilipp ines is in the direction of promoting "income 

generating" projects, stich as water supply and sewerage disposal, markets, 

streets, 2,'i;. ,rvices. and recruation facilities. There are substantial 

advanti)-es to this approach to strengthening local government. More local 

revenues can he mobilized tor duvelopment projects, governmental response 

to public demiands can he improved, and the administrati .c and financial 

burdens o! Central igencic., might he lessvned. 

The problem is how to bring about more local government involvement 

in the financing and operation of capital intensive facilities when local re

sources are limited, technical capabilities to plan capital projects are 

limited and the ability ,Lomiltl,lge comr..ercial-type ventures is limited. One 

aipjroacii--w'hich might deal with a least the first two of these problems--is 

the increased %ise of credit financing, possibly enhanced by the creation of a 

specialized credit author ity. Thc question on the table is whether such a 

reform, by lowering annual capital costs, might get some local governments 

past the cost recoverv h.,ttleneck. The answer to this tlutstion ought to be 

affirmative. As was pointed out above, local governments do have opportuni

ties to pursue income generating projects, adjustments in interest rates and 
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maturity schedules can significantly lower annual capital costs, and
 

local governments may have sutstantial idle balances which might be
 

leve lcd with in effective credit financing scetleme. In evaluating this
 

possibility, four concerns need to be addressed:
 

i. 	A description and critique of the policies, procedures 
and practices instituted under Presidential Decree (PD) 
752.
 

ii. 	A review of the lending programs of institutions presently 
graint ing Io.ns to Itoca I governments, and a considerat ion 
of some ot the practical diff iculties and shortcomings of 
the present system. 

III. A review ot the -;t.ite o the practice on tile structure, 
organization, mana,:c::ivent and capitalization of local 
government luning authorities in other countries. 

iv. 	 An analysis 01 .ilt.rnative policy guidelines for restructuring 
local 'overnment credit financing in the Philippines--including 
Con:;ideration ot a spectiali ed credit authority. 

Tile first two of these issues ajre addret,,-ed here and the other two in 

Chapter 	X. 

Lo-ca . G.overnmen.t Credit Fin.c.i.. . Ptrsent..sem S.s _
 

National economic devel zjmenl policy in recent years has persistently 

emphasized rea:ionil1 development planning as a means to achieve economic 

growth, socii! ;tist ice and an equit'ble di-stribution of income within 

and among: regions ot the countrv. The framework for regional planning 

and its -el ationship to thc nt. itial pl.inning process has been outlined 

In a series of PresidentLill lh'crees (PI) I and 1200) and Letters of 

instructions (1I,15.42 and 542-A). The issuance of Executive Order (EO) 
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589 in April 1980 represents still another step toward the goal of
 

regional development. Specifically, It attempts to link the planning
 

and budgeting processes at the regional level by requiring the formation
 

*of a Regional Development Investment Program (RDIP) in each of the 14
 

regions. Responsibility for preparation of the RDIP rests primarily
 

with the Regional Development Council which is charged with the task of
 

identifying, consolidating and reconciling programs and projects that are
 

to be undertaken by national line agencies, local governments, government

owned and controlled corporations and other government development
 

authorities and, to the extent possible, by the private sector.
 

Executive Order 589 has important implications for local govern

ments within a region and for their residents. First, the development
 

procedures adopted under the order should foster greater local participation
 

in the identification and selection of national projects. Second, it should
 

provide for a more efficenct 211ccatlon of financial resources within a
 

region. Third, projects financed by local governments from sources should
 

be more effectively integrated with nationally budgeted projects. 
Knowing
 

what type of projects the line agencies of a region plan to pursue over the
 

next five or ten years should enable local units in the region to more
 

intelligently plan their own projects, both in terms of compatibility with
 

the national projects and in terms of meeting local needs. 
Last, al

though locally-financed government projects are normally independent
 

of the capital ::penditure activities of the line agency and should remain
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so under the new order, Central Government Ministries exercise
 

considerable control over the capital budgets of 
local governments.
 

As discussed in more detail elsewhere, this is because local governments
 

often must secure the endorsement of national bureaus or Ministries
 

before procee.ding with d cap itl i nvt.et. nt projt:ct. For example, tie
 

Minist rv ol I.w al Govern:cnt ind ('ommunitv lDevelopmunL reviews all
 

inve.stment proict'ts Iinanet'd by local uiii t lro:n 
 tht. ir ml r.lstructure
 

Fund; and, in tht case of l.irg. ;,ro j'ts--t host. in c.xcsS of F2 million-

thLe NaIt'i onal E-on :nic and DLv.l, 'p: vNlt At horitsv's approvaI must be obtained. 

Authority for Local Government Credit Financ ing 

As detailed in P) 752, the Decree on Credit Financing for Local 

Government., provinces, cities and municipalities may borrow to cover 

expenditures in advance of revenues, and to finance the construction,
 

installation, improvement, expansion, operation 
or maintenance of local 

infrastructure and other socioeconomic develop.ment pro ij'ts. The 

implementing instructions issued by the Ministry of iinanLe, on August 12, 

1975, less than a month after the Decree was signed, outline the specific 

provisions, conditions and limitations for borrowing and the proper procedures 

to be followed by !ocal government loan applicants. The Philippine National 

Bank (PNB), the Development Bank of the: Philippines (DBP), and the Govern

ment Service Insurance System (GSIS) art. athorized to grant loans and 

credits to local governments. However, as ,j matter of policy, the PNB 

1Letters of Instruction 646 and 794 outline the procedures to be 
fol lowed. 
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makes no long-term loans to local governments. The'r credit experience
 

with local governments has been restricted to 
short-term advances against
 

tax receipts.
 

Section 4 (a) of PD 752 
lists the types of projects which are eligible
 

for long-term financing by 
the three lending institutions. Loans are
 

authorized for construction, improvement and operation of the following:
 

i. Electric light and power plants; 
2. Public markets and slaughterhouses; 
3. Waterworks and irrigation systems; 
4. Telephone and radio communication systems; 
5. Government housing projects;
 
(). Purchase of rural and urban estates; and 
7. Other capital investment projects.
 

rurther, in Section 4(b), provincial, city and municipal governments are
 

granted t.he au, horitv to chtain 'rndiu:.- and long-turm loans from the Land Bank 

! thelPhilippines I.B1W). lht.t, loanl. 7av bL- secured by real estate and/or other 

acceptabl. ,I., er , alld :a'. be used :o r tlie establ ishment, development or ex

pansion it algricultural, industrial, ho-e building and other enterprises. 

Procedures and Conditions
 

To secure a loan for one or more of the above types of projects, as 

well as for such other itens as heavy equipment or farm machinery which 

are not specificall mentioned, a number of documcz,.s and/or approvals 

are required. 
 The most recent checklist of items to be submitted by 

local governments to the MOF is dated June 1, 1978. Depending on the 

type of project to be financed, between nine and twelve different documents
 

and/or approvals must be filed be:fore the MOF will process th,, application. 

MOF's approval is 
a necessary condition for the submission of the projects
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to one of the lending institutions for funding, but is not a sufficient
 

condition for approval by that institution. The sufficient condition
 

is that the project meet the institution's standards for financial viability.
 

Returning to the approval process itself, the f, Iowing sequential 

steps must be taken and the appropriate documents and/or approvals obtained:
 

I. A resolution duly signed bv a majority of the members of the 
local board or couacil and endorsed by the chief executive 
specifving the amount desired, tile project to be financed and 
the name of the lending institution. 

ii. 	A resolution from the local legislative body authorizing the 
local chief executive to negotiate and enter into a contract 
with the lending institution. 

iii. 	 In the case of municipalities, a resolution of the provincial
 
legislature favorably recommending the council resolution.
 

iv. 	 Certiiication of the Commission on Audit (Quezon City) as to 
the legal borro,inv and paying capacitv of the local government, 
bastd on its operat ion for tie last three *.ears.I 

v. 	The pro iect plans and specificat ions together with the feasi
hilitv study prepared b. the local engineer and/or development 
staff officer. In the absence of a municipal envineer, the 
municipal mayor may request participation of the provincial 
engineer or provincial development stall. 

vi. 	 For projects partlv funded from the 20 pt rcent development
 
fund (PD 144), the approval of the Secretary of HLGCD. In
 
practice, his review is requt-sted on all projects.
 

vii. 	 In the case of projects concerned with agrarian reform (Land
 
Bank 	 loans), certification of the Ministry of Agrarian Reform 
as to 	the number of farmer beneficiaries residing in the parti
cular 	local government area. 

ICurrently, the COA has defined 
legal 	borrowing capacity as 7 percent

of assessed values of taxable real property minus an' outstanding loans. 
This measure of financial streigth comes from See. 11, Jones Law, Act 2896, 
as amended by Acts 2950 !. 1051, and is thus not based on any current Presi
dential Decree or legislation. Paving capacity is defined as the average 
yearly excess of gross revenues over total budget charges, excluding repay
neit , divided by an approximation of yearly amortization charges for tile loan. 
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viii. 	 The favorable recommendation of the provincial treasurer in the
 
case of province and mun'cipalities and of the city 
treasurer
 
in the case of cities.
 

ix. Endorsement of 
the project by the MOF, with a commitment of the
 
MOF that 
in the case of default of the locPl government, the
 
Ministry will release tile defaulted amount to the lending
 
institution out 
of the 	BIR Allotment due the local government.
 

x. For slaughterhouses and homebuilding it is required that cost 
estimates, plans and specifications, bills for materials and 
progrims ,f work tor the project he eindorsed by the governor
or mayor. There mnust aliso be endorse::,ent of the project by 
the Ministry of luman Sett lement.. 

xi. For financ ing .airi, ultural equipment and heavy equipment, it is 
requ ired to furnish (a) a list of machinery and equipment to 
be puichased and their costs; (b) a guarantee by equipment
deaslers ol the availabilitv ot spare parts; and (c) in the 
case of road equipment, *ertifHication e1 the Ministry of Public 
llighwavs to the el! ect that the local governnent would be able 
to ut i lize W0 percent of the Hlighway Special Fund for repayment, 
and that tile heavy _quilpint cannot he rented elsewhere. 

Bonds.and.Oth.er Fo.rms - l.on.- rr:.1\Indbte-dnes 

In addition to borrowing from designated government institutions, 

provinces and cities under PD 752 	 are also authorized to issue bonds, 

debe-itures, scurities, collaterals, notes and other obligations to finance 

sel f-I iquidat ing and/or income producing development projects. The issu

ances of the bonds and other long-term securities are, however, subject 

to several conditions: 1) "liev shall be in registered form and trans

ferable at the Centrazl Binl: of the Phll:,.pines." 2) "They shall not be 

sold at less than face value." 1) "The." shall be redeemable ten years or 

more from the date of issue..., but may be redeemable earlier by the local 

government upon approval by the majority of all the members of the local 

'This is a lending requirement. 

http:and.Oth.er
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Council." 
 4) Before the issuance of the bonds, the Secretary of Finance
 

determines the annual rate of 
interest payable, as well as the mode of
 

payment. 
 5) Finally, and perhaps most importantly, the self-liquidating
 

or income-producing project must be certified by NEDA, and the aggregate
 

amount of outstanding bonds or securities at any one 
time may not exceed
 

5 percent of the total assessed value of taxable real property within
 

the terr tori.al jur i.di, t ion o the lok-al governincut unit. Perhaps
 

bLcadls oi Iht'sc restri ct ions, nio loc'al governentsllL have made use of
 

this provision of PI) 752. Ecept for very large infrastructure projects, 

the cost of issuing bonds and complying with the other conditions of this 

section would seem to be prohibitive.
 

To enable cities and municipalities to finance capital investment
 

projects within areas larger than the legal boundaries of a single juris

diction, jointly executed projects are also provided for in PD 752. This
 

provision has ,reat potential since there are a number of such locally

oriented projects as slaughtorhouse.s and public markets with market 
areas 

much larger than the geographical boundarie., of the unit in which it is 

physically located. We know of no local governments making use of this 

aspect of the Decree.
 

While we can only speculate as to why local governments have availed 

themselves of neither of these provisions, one possible reason may be that 

local officials feel that local facilitie,; such as public markets are 

essential to preserve the coerunit,.s identitv and therefore should not 

be lo att.d ,,Ut i h. thu iuiri ,!i,t ion.,l homI,.,ri,. 

IPresidential 'ecree Hl95 (March 20. 1978) amended Sec. 6(a) of 
P) 752 and rai s. the aggreliatv amount from one-half of 1 percent to 
5 percent. 
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Lending Programs of the Authorized Institutions
 

While PD 752 gave explicit instructions about procedures to be
 

followed by local governments seeking loans, much discretion over loan
 

conditions was given to 
the three designated lending institutions. An 

analysis of the eifectiven,,ss of these lending programs must begir. 

with a discussion of their legal authority, current policies concerning 

eligibility, and conditions and terms for repa.ment. 

Development Bank of the PhilippiJ nes 

Pursuant to Republic Act 2081, approved June 14, 1958, the Develop

ment Bank of the Philippines succeeded the Rehabilitation Finance Corpora

tion (RFC), an agency established under Republic Act 85 of October 19, 1946. 

The l)BP is ow-ned wholly by tht, 

property damaged by war
 

govurnment. It was established "to provide 

crtdi 'acilitic. for the rehabilitation and development and expansion 

of agriculture, industry, and reconstruction of 

and (for) the broadening and the diversification of the national economy, 

and to promott, the establishment of private dvelopment banks in the 

province and cities." With refLrence to local governments, the charter 

provides for the financing of provincial, citv and municipal self-liquidating 

or income-producing projects. It specifically forbids the financing of 

non-self-liquidating projects. Local governments are eligible to borrow for
 

the construction, installation, improvement, operation or maintenance of
 

electric plants and systems, public marktts and slaug,-terhouses, waterworks 

--v.stems, telephonttcommiun ication, agricultural equipment, heavv equipment 

and machinery, cadi st r.tl ,Itrv v, and ,ther income-gellrat ing proj Cct-:. 

1 Development Bank of Philippines, 1979 Annual .RpejLcrt, p. 32; parentheses 
added.
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Under Republic Act 85, the initial authorized capitalization of DBP
 

was set at 
#300 million. Over the years the government's capital
 

contribution has been steadily raised in a series of amendments to the
 

orig:nal Act. The most recent change occurred on June 11, 1978 under
 

PD 1461, when the Bank's authorized capitalization was increased to
 

,5 billion. As of December 31, 1979, however, the actual 
level of
 

capitalization stood at a little over ,3 billion. In round numbers,
 

based on dataf turnished by [)BP, the other major sources of investment 

funds at the end of 1979 were: bonds, notes and loans P7.6 billion; 

demand, time and savings deposits, I billion; other sources P400 million. 

Terms and Conditions. The standard repayment period of DBP loans is 10 

years with a two to three year grace period. Currently (1980) the interest 

rate on government loans is 18 percent per annum with a 1 percent rebate 

if the annual payment is received on time. A nominal application fee is 

collected from each applicant based on the value of the loan. For loans 

of a million pesos, for example, the fee is only P5,000 or one-half of
 

1 percent of the value of the loan. 

Bank policy states that the amount advanced for a project be based 

on two factors: (1) the financial needs of the project, and (2) its 

repayment cp.a,-it,.. Providin:w that th- princiiial Iamotnt does not exceed 

the borrower's legal borrowing capacity and that the MOF favorably endorses 

the project, the policy permits 100 percent financing of projects that are 

-o)ta 1!:i sel f-I iquidat ing. In practice I)BP determines the "financial needs" 

and the total cost of a project from details furnished by the applicant. 
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Normally, DBP's appraised or estimeted project value differs from the loan
 

amount requested, usually failing below that estimated by the applicant.
 

Using their own total cost (loan) figure, DBP projects the net income
 

from operations of the facility after all operating expenses and debt
 

amortization. 
 If the projected cash flow is sufficient to accommnodate
 

the requested loan, 100 percent financing is extended; if it is not, the 

shortfal I in nvt in-omct bt-comtes tlh equitv or countcrpart funds required 

of the applicant. In fact, if DBP identifies the project amount as
 

some percentage of the true project amount, an implicit "down payment" 

is being required. It is altogether possible that DBP is lending only
 

that percentage of project costs that are recoverable from project revenues.
 

Heavy equipment loans, due to 
the nature of the capital investment, 

must qualify under mnother set of policy rules and are subjec:t to different 

terms and conditions. As previously mentioned, the procedures and steps 

for financing equipment are spelled-out in a Joint-emorandum (K!LGCD & MOF)
 

Circular 78-1 dit d .Ainc 1, 1Q78. AssumitIII all the ,)roptr endorsements 

are obtained, heavy equipment loans currently are made at 14 percent interest
 

per annum plus a 2 percent service charge, and are repayable over seven
 

years. The equipment is secured by a chattel mortgage, and like the long

term capital projects, 100 percent financing is possible, depending on
 

the projected rental income from the equipment. 

Finalllv, a staitement :xl.i tot.* tito.r ) r',l is required frow MOF to the 

effect that should loan default occur they will withhold a portion of the 

local governmnitit's BIR Allotmetit. Accordin,: to P) -11 as a.,imendel*, In the 

1Title to 
the equipment remains with the lending institution until 
the equipment loan is paid off. 
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event 
a jurisdiction is unable to meet its annual amortization payments
 

when they fall due, upon notification by DBP, the MOF is to withhold a
 

sufficient amount 
from 	the monthly internal revenue (BIR) Allotment of
 

the local government to repay the amortization, penalties and any accrued
 

interest charges on the loan. 
 If recipient local governments have BIR
 

Allotments- eqtial 
to or c:reater than the annutal amortied value of their
 

loans to )II. exptc t the risk
IMIP, would that Bank's of total default Is
 

virtually nil. In prac-tiic, this is 
 not quitIIe lie way It works. A'cording
 

to the DBP, when a local government defaults on its 
loan, the conditions
 

of the loan guarantee are seldom completely honored. In the Bank's
 

experience, the MOF normally only remits between 20 and 
30 percent of the
 

annual amortized amount owed. The reported response of the DBP's manage

ment 	 to this practice is to discount the importance of the guarantee and 

in general to follow a more conservative lending program than they would
 

otherwise. In defense of the MOF's actions, however. the scaled-down 

payments may be called for in many cases because withholding the full 

amotint could jeopairdizv t he Iw giovcr*rctit's finanL ial stability. Hence, 

what at first blush seems to be an iron-clad financial guarantee for the 

lending institution in reality is a much more 
limited form of loss protection.
 

Land 	 Bank of the Philiij.inles 

Creation of a special banking facility serveto the needs of the 

rural populo ti, i i htantr.,-1.d hack t,) Rpublitc Act 3844 or the Agrarian 

Reforms Code (ARC) approved on September 10, 1971. The legislation called
 

ILand Bank and Government Service Insurance System are also covered 
by this provision of PD 231.
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for the establishment of a Land Bank to finance owner-cultivated
 

family farms, and cooperatives involved in the production, processing,
 

marketing, distribution and financing of agricultural goods. However,
 

owing to organizational difficulties and inadequate capitalization,
 

the Bank was ill-equipped to implement the programs of the original
 

charter or t he later policies outlined in Presidential Decrees 27 and 

8 on ag.rrian ret orm. 

It recognition of these limitations, a number of important revisions
 

were made in the Charter in May of 1973 under PD 251. In this Decree the
 

Bank was given power to prescribe, repeal and alter its own by-laws with
 

respect to Bank operation (Sec. 2), to expand its capitalization through
 

the i!;suance of bonds and preferred shares (Sec. 3 and 4) and purchase of 

three billion pesos of its capital stock by the Philippine Government,
 

and to accept demand, savings and time deposits (Sec. 6).
 

Issuance of P) 717 in 1975 boosted the financial resources of the
 

Bank still further. The most significant aspect of this Decree was the
 

requirement that all banking institutions, whether government or private,
 

set aside at least 25 percent of their loanable funds for agricultural
 

credit in general, of which at least 10 percent was to be made available
 

for agrarian reform credit to beneficiaries. The latter are defined as
 

individuals or local governments located in 
areas which are designated as
 

agrarian reform regions under the ARC as amended. One way banks can
 

comply with the financing requirements of PD 717 is to purchase designated
 

securities or other financial instruments of the Land Bank. This provision
 

further augmented the financial resources of the Bank.
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Collectively, these revisions and Charter amendments have greatly
 

enhanced the Bank's ability to support agrarian reform. They have
 

also increased the institution's scope of operation. %t preseut, it
 

can and does engage in such commercial banking operations as extending
 

commercial loans, accepting deposits, engaging in import-export financing,
 

international banking, and trust operations. From the 1980 Annual Reort,
 

the prim.irv I iln.Incial resources of the Bank are shown to 
 be caipital con

tribut ion; I rom tihe Nat ion.iI (overnment (Pl .4 bill ion) , demand, time and 

sav ins depos its (P2. 2 )illion) , Bank bonds (PO. 7 )ill ion) and retained 

earnintgs of (P1.7 billitn). 

Terms- _and. Cnd it i,. The applicant follows virtually the same step-by

step process for lkan appro~val ,at the Land Bank as at DBP. The procedures 

are identi cal by design: to av id re nventing the wheel, the LBP drew 

upon the loan experience of DBP when establishing its own lending practices 

and procedures in 1975. Thus, the chief difference between the two insti

tutions is one of emphasis. As alreadv notud, the Land Bank must limit Its 

lending to areas where land reform ha- taken place, and concentrates on 

projects which benefit the agricultural s cttor. 

Repayment terms vary with the type of project to bu financed. The 

normal length of amortizat ion is ten years f,.r slaughterhouses and markets, 

seven years for heavy equaipment, and Imr years for hand equipment.2 The 

current (.anuarv 1981) interest ratt. i. 18 pt-rcent on the longer term 

(10 years ,r more) Io.ns. (Pritr to, Januarv *, 19(), the r.it, was 14 percent.) 

,:i ritt.ri.i -. t ,,rth in it.; uhi , Att iS..'. -I .r:'rr,!l , the 
MAR has specit ied certain areas as ".igric-Iltural reform areas.. 

2)Small farm implI ements such as plows. 
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Medium-term loans (7 years or less) are 16 to 18 percent (up from 15
 

to 16 percent). Loans are repaid on an annual basis for markets and.
 

slaughterhouses, and on a semi-annual basis for agricultural and heavy
 

• 	 ;equipment.
 

Most loans have an equ'" -debt ratio of 15-85, but for some the
 

ratio has been as high as 50-50. The Bank has rather wide discretion
 

in determining what it will accept as equity. 
Land Bank bonds, real
 

estate, buildings and plant and equipment are the most common equities.
 

Like DOP, all equipment loans are secured by a chattel mortgage and are
 

subject to the special rules and regulations mentioned above.
 

Government Service Insurance System
 

Commonwealth Act 86, passed on November 14, 1936, established
 

a permanent pension plan system for eligible government employees. The
 

original appropriation for the Government Service Insurance System (GSIS)
 

created by this Act came from the teachers' pension fund. Although the
 

coverage and operating policies have been amended on several occasions
 

since passage, 	the basic intent of the Act remains unaltered, that is, the
 

development of an actuarially sound life and retirement insurance plan
 

for the benefit of government employees. Like all insurance based pro

grams, the premium payments of members are invested in interest-bearing
 

financial instruments.
 

Section 22 of the Act details the general conditions for the invest

ment of funds by the Board of GSIS. According to this section, portions
 

-ifthe monies not required to meet the current payments in the form of
 

Sh 
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life annuities, death claims, and expenses incidental te carrying out the
 
purpose of the Act -ire to be invested in interest-bearing deposits, bonds,
 

or curities., or in toloans local govt:rnments or t tlte Governmet of tile 

Phil ippines for the construction of self-liquidating projects.
 

Trms. ,d. Cond.ition;s. Standardiz.ation 
 of the loan application procesb 

by the MOF means in essen-, that CSIS's documentation requirements and 
approv.al ;,rc.,q are identical to that of the DBP and LBP. To the extent 

thlt -idiffrtr-nce does cxi st between GSIS and one or both of the other 

instituti,ons, it is with respect to the terms and conditions of loans. 

in contra t to )BP and L.and Blink, ;SIS is much more flexible on the terms 
of repayment. 
 While th.v stat-d politv is to amortize Idans over a maximum 

of 10 years. in prict ict, the rt'pavmnt. period may he twice the stated
 

I eng t Ii. Ordina rilv, lioweVe r, thth loan peri od dovs 
 not exceud 15 years. 

Prior to 1980, CSIS chlarged in interest rate of '5 Percent per annum. 

In 1970 it was raised to 9 percent, and since June of 1980 the interest 

rate has been I' percent. The current rate for local governments is a 

full . percentwe:t p,,int. i,. s thin thte L,nd Hank and llt interest charge. 
According to ;SIS offici.lIs the more f.avorable rate stems from the unique 
soiurce of fundini, i. .. insurance pr,'miums and the requirement that all
 

local govurn::1,nts purchase 
 ins-tranc I ro;i ( IS.
 

With regard to debt-equitv raitios. 
 GSIS generallv attempts 
to keep
 

the r.atlo at 5 to I . Howeve.r, if the project is itidged to be totaliv 

self-supportini- from current operat ions,. 100 percent financing is possible 

and it least on one octasion l1:is
been -,,,rant'. Finallv, GSIS tends to 

http:approv.al
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interpret tile debt-carrying capacity rule rather liberally: 
 they have
 

given loans beyond the paying capacity limit if the outside collateral or
 

self-financing looks particularly strong. 
This suggests, then, that the two
 

lending requirements are not 
legally binding, and the institution feels 

free to extend loans in excess of a local government's paying capacity 

if in the lender's judgment the project is an acceptable credit risk. 

Leve l C.redi.t. Fi naji. ci.wing 

An overview of the magnitude of local government borrowing or, con

versely, of Institutionall lending is presented In Table IX-1. These data 

leave little doubt but that credit financing is not a widely practiced 

method of financing lotal projects in the Philippines. ! Over the five 

year period I rtt 1970 toI 1980, tht. three t,thoritivs combined underwrote 

only 180 projetts totalling f571.5 million. Relating these figures 

to the total number of local jurisdictions in the country and to their 

gross revenues demonstrates just how limited the practice actually is.
 

During the five year period, :approximatelv one out of every ten local 

jurisdi tions had a project loan approved, and the cumulated borrowings 

in 1980 amounted to slightly more than 14 percent of the gl:,s3 revenues 

of local governments in that year. Further, the 1980 figure for total 

outstanding balances plus partially funded projects of #415.1 million 

Is some P158.4 million less than tile total for tile five year period, 

which suggests that V:he rate of loan repayments is outpaclng the growth 

of new loan-'. 

The summary data contained in Tablu IX-I were pieced together from 

the records of the individual lending institutions. 



TABLE IX-I 

CONSOLIDATED STATI2IENT OF APPROVED LOANS TO LOCAL COVERNM.ENTS BY THE DEVELOPMENT
OF TIlE PHII.TPPINES, TIlE LA) 

BANK 
BANK AND CSIS, 1976-80 

(in thousands of pesos) 

1976 

Type of 

_1977 1978 1979
Proj ect Nuwhur Amount 
 r r--Amount- NGumbsr Aount Number Amount 

.1arkets and 
 10 16,313 17 47.968 4 22,081 6 32,540
S I aught L rhouses 

Commercial Bldg. 1 3,000 2 33,593 

Water Works 
 1 12,000 2 200
 

Electrical Systetms 

Heavy Equipment 9 20,237 16 57,728 9 45,577 26 107,062 

Farm Pqu ipment 8 5,927 16 9,088 14 7,529 

Fire Fighting
Equ I pmen t 

1 43,500
 

Cadasrral Survev 

1 1,350
 

All Other 
- 1 2,881 1 7,425
 

Totalsa 
 20 48,550 44 114,764 35 124,596 49 188,149
 



TABLE IX-1 (CONT.)
 

Total 

_Typ.yeofProlect 
1980 

Number Amount 
Total 1976-80 

Number Amount 

Outstanding 
December 31_1980 
Number Amount 

Markets and 9 37,169 49 156,071 167 101,620 
Slaughterhouses 

Commercial Bldg. 3 36,593 6 25,498 

Water Works 3 12,260 25 12,309 

Electrical Systems 12 4,287 

HIeavy Equipment 15 52,723 75 283,327 50 112,132 

Farm Equipment 7 2,539 45 25,083 36 14,295 

Fire Fighting 1 43,500 1 27,580 
Equipment 

Cadastral Surveys 1 1,350 7 1,498 

All Other 1 5,000 3 15,306 4 6,532 

Totalsa 32 97,431 180 573,490 308 305,751b 

aThe annual totals reflect the number and amount of 
loans approved by the
various lending institutions. All the funds were not dispersed during that year.

bAn amount of #109.3 million should be added to the 
 305.7 million figure
 

for partially funded projects.
 

SOURCE: 
 Unpublished data, Development Bank of the Philippines, The Land Bank and GSIS.
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was the largest lender during the
Of the institutions identified, DBIP 

53 percent of all the 
period 1976 through 1980. It accounted for nearly 

loans made to local governments. The Land
 
funds borrowed and 50 percent of 

source of financing, contributing a 
the second most importantBank was 

five year period. 	 With 
little over 40 percent of the total funds over the 

less than 7 percent of tile total,
iust two l,,ai, repreLenting slightly 


three in;titutions.
(SIS wAS ti. 	 IaSt act iVye of the 

lik of th' .h.il ip lfp_DIevJ..lo ttl . 

In Table IX-2 the amount and type of loans financed by T)BI from 1976 

of projects
to 1980 are shown. Ileavv machinerv loans 	 dominate tile list 


and total vale. During the

terrms of number of loansfinanced botl in 

value of P135.7 million. This repre
period, 46 projects were financed at a 


local governments during tile five
 
sent,; 44.9 percent of all I)BI' loans to 


markets and 5 laughterhouses' accounted for nearly
 
years. Loans for 	public 


total. Loan amounts for projects which one 
 assumes 
40 percent of the 


i.tc., waterworks, electrical
 
would dominate the instittttion's portfolio, 


presently performed

systems and telephone sVserlSm, are, in contrast, 

largely by special national atithorities;. For water projects, the i.ocal 

the dominint institution;
Water 't!lit i,.e Administration (I.VA) has become 


the National Flectriftcatlon Administration

in the case of electricitv, 

(NEA) now handles 	 most of the financing. 

amended 
I.Wl*A was estaltihed on September 21, 1972 under I)D 198 (as 

Into e .tence in 
by PD,, 768 and 1479). NA in its pre-ent form came 


also it now tinder a national regulatory board.

1973. Telecommunication 
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TABLE IX-2 (CrAT.)
 

Total 
out standing 

1iJO I,'tal 1976-80 December 31, 1980
'ype , l Project Number Amount NumbeL Amount Number Amount 

Kirkets and 5 13.831 38 109,443 146 
SI aughterhouses 

i!eavy Equipment 7 27,583 46 135,741 50 

Fire Fighting 
Equ ipmenta 

1 43,500 1 

Water Worksb 3 12,260 26 

Flecftrical SvstemsC . 3 

Cjd.SLraI Surveys 1 1,350 4 

Ot her:; 6 

rotals c 12 41,414 d b9 302,294 e 236 176,751 f 

A loan to Metropolitan Manila for purchase of equipment. 
b W'ith the format ion ol Local W.ter Utility Administration (LW'A) and National Electrification 

elorinistration (NEA) few loans are now being made for utilities.
At.nual totals include projects which have been approved but not necessarily totally funded. 

dOnly f12,099 of the total amount 
approved was released in 1980. 
eot. the 1976-80 total, f139,194 or 44 percent was for local governments in Region IV.t To the outstanding total of 176.7 million, an amount of t101.5 million should be 

added for approved but as of yet only partially funded projects. This would bring the 
aggregate total to f278.2 million. 

SOURCE: Unpublished data, Development Bank of the Philippines, January 1981. 
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Land Bank
 

Lending to local governments is a relatively new activity of the
 

Land Bank, beginning with the passage of PD 752. 
 The first loan requests
 

were received during 1976 and funds for fifteen projects were conuitted
 

in 1977. Over the four year period ending December 31, 1980, a total
 

of 89 loans were extended to qualified local governments. As shown in
 

Table IX-3, approved borrowings during that period amounted nearlyto 

P233 million, most of which went to finance the purchase of heavy 

equipment. 

Compared to DBP, the Land Bank Is a more specialized lending institution. 

This Is clear from the types of loans which they make and is prim'rily 

a result of their commitment to agricultural reform and development. An 

examination of the breakdou-n of projects by type reveals that heavy equip

ment loans made tip 63 percent of the total, and that most of this amount 

went to provinces for the purchase of road construction equipment to 

extend and upgrade farm to market The other toroads. major categories 

of loans, public markets and slaughterhouses, an(! farm equipment represent 

20 percent and 11 percent resp...tively of the total. These purposes are 

justified because markets are seen as a method of improving the agricultural 

distribution system, and the provision of the farm equipment as a technique
 

for increasing agricultural production through the renting of custom farm 

machinery to farmers. Although citi,'. can and do borrow from the Bank, 

the Bank's agricultural orientation favors the financing of projects of 

provinces and municipalities. 



TABLE IX-3
 

APPROVED LOANS TO LOCAL (OVERNMENTS BY LAND BANK: 19 7 7 8 0a
 

(in thousands of pesos)
 

1977 1978 1979 
'lvIe of Project Number Amount Number .\mount Number Amount 

Public Markets and 2 7,100 1 4,700 4 11,490 
Slaughterhouses 

Heavy Equipment 4 19,213 4 35,753 13 67,480 

Farm Fquipme-i 8 5,927 16 9,088 14 7,529 

Commercial Building 1 3,000 1 2,493 

Road Construction 1 2,881 

Totalsb 15 35,121 22 52,541 32 88,992 



TABLE IX-3 (CONT.)
 

Total 

Type of Project 
1980 

Number Amount 
Total 

Number 
1977-80 

Amount 

Outstanding 
December 31, 1980 
Number Amount 

Public Markets and 
Slaughterhouses 

4 23,338 11 46,628 15,591 

Heavy Equipment 8 25,140 29 147,586 89,519 

Farm Equipient 7 2,539 45 25,083 17,564 

Commercial Building 2 5,493 4,252 

Road Construction 

b 
Totals 

1 

20 

5,000 

56,017 

2 

89 

7,881 

232,671 

2,080 

d 
1 2 9 ,00 0d 

aLand Bank's loans to 
local governments started 
in 1977.
 
bThe term "appruved loans" refers 
to the annual number and amount of 
loans approved
by the Board. All the funds were not necessarily disbursed during the year the loans
 

were approved.
 
CIn 1980, the total amount 
actually disbursed to local governments was #7.8 million
or 
14 percent of the amount approved.
dTo the outstanding total of #129 million, an amount of P7.8 million should be added
 

for four approved but as of yet only partially funded projects.
 

SOURCE: 
 Unpublished data, Land Bank of the Philippines, January 1981.
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Government Services Insurance System
 

Of the three lending institutions, GSIS has been least involved in
 

local government credit financing. With the sole exception of a comnercial
 

building loan in 1979, no self-financing loans have been made to local
 

governments since 1972. In the 24 year period (1956 to 1979) that CSIS
 

has been making loans to local governments, they have underwritten an 

average, of Iess than ont. project per year (see Table iX-4). To the extent 

that they have f inanced pro jtcts in the past, approximately three-fourths 

of the funds have gone for markets and slaughterhouses, and commercial 

bti ldings. 

As the record shows. GSTS has not been active in the area of local 

government credit financing. Moreover, from discussions with ,SIS officials 

there, se -m.; little likelihood that the situation wil1 change In the near 

ftuture. In rectnt years the agency has elected to limit its loan activity 

to large national projects and national enterprises such as Philippines 

Airlines.
 

DQe.ii nQtencie, 

There is a relatively high rate of delinquency among borrowers. Data 

gathered from the three lending institutions shows that nearly a third of 

the 295 current loan-. are past due. (Table lX-3). The incidence of delin

quencies, how.evvr, varies con iderahlv among lenders. Primarily as a 

result of poor administrative practic'tes in the past, GSIS has an astonish

ing 87 percent of their loans clas-;ifi d v, rast dte. Thv.;e account for 

approximate lv one-halt o: the K4.8 million in delinquent loans. 

As noted in Table Ix-4, i loan wa made to th'e City of Mar.!.la for a 
be.atification pro ject in 1970. Thin! loan doe's not fit the accepted defini
tion of an income gcereratin)" pro ject or a -elf-financing project, I.e., 
aproject which rcneratvs revenues ;ufficient to cover some portion of costs. 

http:Mar.!.la
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TABLE IX-4 

LOANS TO LOCAL GOVERNMENTS BY THE GOVERNMENT 
SERVICE INSURANCE SYSTEM: 1979
 

(in thousands of pesos)
 

Total
 
Outstanding
 

1979 March 31, 1979
 
Type of Project Number Aimount Number Amount
 

Markets and 
 --- 15 14,290
 
SI aught erhouses 

Commercial Building 1 31,100 5 34,332 

Electrical Systems 
 --- 7 6,482
 

Water Works 
 1 564
 

Cemet e ries --- 1 40 

Br I dges ...... 1 73 

Beait I f JIcat ion 1 7,425 1 7,425 
Projects Manila 

Totals 2 38,525 31 63,206
 

aThe period covered is from 1956 to March 1979. 
 Excluding

the two loans in 1979, GSIS made no loans to local governments
 
between 1974 and 1979.
 

SOURCE: Governmevt Service Insurance System, May 1980.
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In contrast to the GSIS record, the Land Bank lists just foar of
 

their 71 loans (6 percent) as past due. In part, 
the very low figure
 

for Land Bank is attributable to the newness or their lending program
 

and the fact that annual loans are not considered in the arrears until 

a local government has missed two annual payments.
 

The oldest and largest 
 of the lenders, IBP, reports one-third of
 

their Ioans are 
 past !ue. Manv of the Ioans go back several years and
 

are tor rather small am,,unts--th, 
 63 dcl inquent accounts represent not
 

quite 
 14 percent of the Rank's total outstanding loans to local govern

ment s. It is quite interesting to note that 
 both I)BP and CSIS hi'.-e made 

little use of the BIR Allotment guarantee in collecting past due accounts. 

From the data available, it would appear that only 20 of the 94 del inquent 

loans are being repaid in mnner.rti. 

Obstacles to Credit Flnancing 

The unmistakable conclusion to be drawn tro. the discussion thus 

far is that local governments have borrowed very little to finance 

capital projects. A first reaction i-;to think or constraints In terms 

of availability of funds or avail d ilitv u" suitable proi._cts. The former 

would not seem to be a binding constraint at present. According to DBP 

officials, there has been rio kunstraint or limit placed on the amount of 

funds available for f inant Ing loc-al governi,:nt prOjects by that institution. 
The current pol icy is t,, bidg.t n amnt for thle I ocal ,,'ernmerrt s ' I' 

based on pructtld lo.n demand-. Av.ii!.able t tinds a re ported to have 

exceeded project loan appl icat ions by I,,cal governments. 



TABLE IX-5 

PAST DUE LOCAL GOVERNMENT LOANS WI TII TiE DEVELOPMENT BANK OF THE
 
PHILIPPINES, TIE LAND BANK AND GSIS: 1980
 

(in thousands of pesos)
 

Number of 
Lending Total last Due Percent Amount Total Percent 

Institution Accounts Accounts Past Due Past Due Loans Past Due 

DBP 193 63 33 #19,440 #143,172 14 

Land Bank 71 4 6 3,390 129,000 3 

CSiS 31 27 87 22,000 63,206 35 

94 32 44,830 335,378 13Totals 295 


Note: 	 Th Central Bank of the Philippi:e.s defines the term "Ipast due" as follows: 

accounts, a loan which is 10 months in the arrears; for quarterly accounts 

behind; for semi-annual 3 paymnents In the arrears; ann' for annual accounts, 
behind. 

SOURCE: Unpublished data, DBP, the Land Bank and GSIS.
 

Subject 
to BIR
 

Allotment
 

8
 

4
 

8
 

20
 

for monthly 
4 quarters 
2 payments 
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Neither would a binding constraint appear to be on 
the project side.
 

From our analysis in Chapters VI-VIII, 
it appears that viable income
 

generating projects--with 
 some degree of cost recovery--are available 
to
 

local governments. It also seems clear that such projects can meet 

important public service deficiencies. lhv, then, is more borrowing not
 

occurring 
 at the present time?
 

Administration an-d Management l)ifficuilLie,
 

Administrltivelv,, 
 tht. credit financing system operates under the rules 
and regulat ions vstabl ished by the Ministry of Finance. Project financing 

falls outside th,! sphere oI MOF responsibility and is controlled by the 

lending institutions. This arrangemtnt introduces a number of operational 

and managerial problems. With at least three and somertimes four or five
 

agencies involved in approval
tile proce.;s, significant delays in the
 

processing of a loan can Some
,,cur. indirectL evidence of the effects of 
these multi-agency clearances is provided in Table IX-6. Of the total of
 

396 loan applicat ions received 
 over the six year period, 1974 to 1980, it 

is reportcd that nearly -A per,-tnt (1-)3 projects) are still pending further 

action. The lack oi proper t-ndorstmentL or incomplete documentation, 

accordinig LO thet lending officials, are the two chief reasons for such a 

backlog of pt.nding applicattins. 

llowever, both DilP and I.and Bank reported during interviews thatfully documented applications are processed in 60 to 90 days. 
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TABLE IX-6 

LOANS PROCESSED BY THE DEVELOPMENT BANK OF THE PHILIPPINES,
 
THE LAND BANK AND GSIS: 1975-1980
 

b 

Institution Received Approved Pendin Rejected 

Land Bank 	 162 73 52 3?
 

DBPa 	 229 111 102 16
 

GSIS 	 5 2 1 2
 

396 186 155 55
 

aDBP does a pre-submission evaluation of projects for local govern

ments prior to official submission. This prescreening process is 
designed to save local governments filing fees and to discourage them 
from submitting applications on economically unfeasible projects. 

bMany applications in this category are actually dormant or 

inacti. awaiting furt.,er documentation or Information from local 
governm" 	ts.
 

SOURCE: 	 Assembled from data provided by the Land Bank, Development
 
Bank of the Phiilppines, and Government Service Tnsu:ance
 
Sys.em.
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While it is hazardous to generalize from a small sample and anecdotal 

evidence, a review of several recently-approved loans indicated Loac it 

does take an inordinate length of time to approve and fund projects. 

To illustrate a point, the municipality of Magsingal, Ilocos Stir received 

a commitment letter on ,M-ay 2, 1979 for an agricultural equipment loan-

nearly three years after tie process wits initiated. Similar lengthy waits, 

two to three years, were also noticed for such other projects as public 

marktts and slaughterhoiuses. Iln Cadiz City, the local resolutt ion 

attthorizing the .Uyor to seek financing oi a public rmirket ,as passed in 

September of 19711. Final loan approval tor that project, however, w,s 

not received tint il August of 1980. In the case of Tagbilaran City. a 

F4 million loan for i market took 22 months for final approval from 

October 1977 to August 1979. 

Regardless of tile merits of a checks and balances system, tEi 

cumulative effect of these delays may be to significantly dampen a
 

local government's enthusiasm for borrowing. This certainly might be 

the case of local officials believe such delays might cause their "pet" 

project not to be completed during their administration. This is surely 

one reason for tile paucity of local government use of credit financing. 

A cursory review of tile records of the two major lenders , Land Bank 
and DBP, showed no significant difference in the length of time required 
to fully process loan applications or the length of administrative delays 
In processing loans. 
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A second problem relates to the preparation of a financial feasi

bility study--an integral part of the application. Local governments
 

laLk the professional staff t.i accomplish this important preliminary 

step and the lenders, a logical source for such assistance, find it 

difficult to justify organizing a professional staff for this purpose 

because of the low volume of loan acti.itv. A cursory examination of 

the professional staffs of the three institutions lends support to this 

obt~ervat ion. The Land Bank, for example, has a very small professional 

staff. At present all loan applications are handled by the division chief 

and four analysts. In addition to scriitinizing project proposals, the 

staff is responsible, for following-up existing loans to insure that 

prescribed accounting procedures are observed. By comparison, very little 

staff tine is spent assisting local governments in the preparation of 

proposals.
 

GSIS recently reorgan.',6d the Business and Investment Department 

which administered ;'i loans prior to Octet.'- 1978. The new Government
 

Investment and l.oans Department is headed by a director and supported by 

14 professionals, a technical assistant, three lawyers, four accounts 

and/or finance analysts, and three et.ncers. Nearly all of the positions 

have been filled, but at the time of our visit (May 1980) the department 

was still grappling with, a number of internal management problems nd 

spending the bulk o their ti. on rt.vising existing lea s. 

According to the 1979 Annual Reports of the L.and Bank and DBP, lncal 
government loans accountt-d for less than I percent of each institution's 
total domestic loans in 1978 and 1979. 
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DBP funnels all local government loan inquiries through the
 

Community Development Department. Depending on the type uf project,
 

two divisions--heavy equipthe loan application is routed to one of 

Each unit has seven professionals--a division ment or construction. 


chief and an assistant, two technical analysts and three financial 

to (SIS, the department was reorganized in 1918,
analysts. Similar 

was
but unlike (;SIS, 	 the changes were less apparent. The major focus 

Specifically,
improved managerial procedures for evaluatig projects. 


local government; havc
since 1978 all feasibility studies ,;ubmiti.ed by 
2 

staf f, i.e. , reest imated, and upon approval and
been validated by 	 the 

on-site progress inspections are conducted. Once
release of funds, 

for three to six ronths to see if
completed, the project is monitored 

are, no furtherare being met. If theythe projected revenue targets 

unless the Ioan becomes delinquent.monitoring takes place 

Land B.nk and DBP woul,, not
In general, one m.ay conclude that 

appear to be staffed at a levt:l sufficient to provide specialized assist

"h!e exception of department
ance to local governments. Further, with 


directors and some of the division chiefs, the professional staffs, in
 

intxperienced in local government

general, would appear to be rather 


finance.
affairs--both operat ions and 


IIt is not possibi to compare the work-loads of the personnel of 

government loans
the institutions since the personnel handling local 


in AdIit ion to local government loans.
have responsibilities 
2Thie inistrv of Finance reviews each case, but due to ;,shortage 

this area, makes no judgment as
of analysts with technical exptertise in 


to the accuracy of the feasibility studies submitted.
 

http:ubmiti.ed
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A third obstacle--r.ctually mere a frustration--to local officials 

applying for loans is the highly centralized nature of the process. 

Each national government agency (Ministry of Finance, MLX.CD and COA) 

and each lending institution requires that local jurisdictions deal 

directly with Lheir "Wintla office. Field offices may not process loan 

reqest . Whil, this centralization may be defensible on important 

grounds, such a policy makes the local gox .rnment official's job much 

more difficult. Jtirisdictions located some dist..nce from tne Metro 

Manila area find cornunication with the lenders arid other agen,':es to 

be a major stiarbling block. One municipal mayor rej .rted that in order 

to keep the application pro,-ess movinh. frequent trips to Manila were 

necessary, at times as ofttn iis once each week. 

It adttate Informatitn and Attitudes ,I Local Officials 

In order to better understand why local governments do not borrow 

more, the mayors and treasurers of 11 jurisdictions were interviewed. 

The following observations came lar:c-ly from this fieldwork. Naturally, 

the small size and non-random nature of the sample sug.,ests that the 

findings should be intt-rprt-te.d with c.arv. Of the ju- isdlctions contacted, 

approximatly half had existing or pending loans. Thus local governments 

who had not, we.r, covered in the case studies. When appropriate, the 

views and attitudes of thit two groups have been steparated. 

1.fhirteen jurisdit ins . rrt2 rvevc * ont, itv. ,one province, and 

11 municipal ities (see Tabl. IX-7 for the specific list). 
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Ignorance about borrowing powers would not appear to be a major problem.
 

Although local officials varied in their understanding of the details of
 

PD 752, all those interviewed were aware of the credit financing provisions
 

of the decree. 'i-'ovincial and city officials were the best Informed,
 

most having either been granted or recently applied for a loan. Municipal
 

officials, by comparison, were less well-versed on the provisiens of
 

PD 752, but certainly well enough so to initiate the loan process. 

General agreement existed among the mayors and local treasurers on 

three basic points. First, for large self-financing projects such as 

public markets and slaughterhouses, local units often must turn to outside 

consultants for technical assistance. This applies both to the preparation 

of the feasibility study and to required architectural plans. Ac,'-ding 

to one mayor, the fees charged by consultants for these services range 

from 3 to 7 percent of the value of the project. In his city's :ase, 

preparation of a proposal and preliminary drawings for a new market wilI 

cost between f500,000 and f600,O00. As with most projects, this is 

"up front" money that must be paid by the jurisdiction whether the project 

is funded or not. The problem is magnified for rnicipalities, since few 

of them possess the technical capability to perform these tasks and must 

purchase the services from even r;.ore limited financial resources. 

Without ex,'ention, those not borrowing pointed to high interest 

rates as a major impediment. ihn presssed on the subject, most of the 

mayors were of the opinion that he Ctntral Government should subsidize 

local projects with below market interest rates of 6 to 8 percent. 
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Elected officials of jurisdictions with recently-approved projects also
 

expressed some concern over the current high level of interest rates
 

(18 percent), indicating that if rates were to rise above the current 

level they would in all probability postpone any new projects. 

The third view shared by local officials and treasurers was their 

generally conservative fiscal att."ude. Tl1:: is an important psychological 

barrier inhibiting the wider use of credit finanLing, and one which may 

prove Lo be intractable. B% and large the mayors and treasurers in our 

survey had a "pay-as-you-go'o" philosophy of local government: revenues 

are accumulated until such time as a project can be fully paid for. To 

leave office with tile municipal!ty fit debt is often viewed as tile mark 

of an irrcsponslblh public official and, in general, as bad management. 

The Bulacan experience descri ud in Chapter VIII is an extreme example 

of this philosophy. In -iirness, the Cautious attitude is not always 

Irrat ional . .dmy mayors feel that the revenue sources of the municipality 

are so limite.- that large reserves must be maintained to meet such unfore

seen calamities as typhoons and collapses in the market price paid for 

their agricultural prodtcts. lul icipalittes located in Albay and Sorsogon 

provinces have evidently expt.rienced those problems first hand. 

The attitude of public officials in tile two cities visited was much 

less conser',ative: both cities had sought loans and were looking forward 

to their funding. One explanation for this observed difference In 

attitude is the dissimi.ar financial resour-es of the two types of 

governmental unit. Cities have a broader and more diversified revenue 

http:dissimi.ar
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base and are much more financially secure. liany treasurers have adopted a 

conservative attitude toward investment projects because they believe
 

Section 10 of P1) 752, which deals with remedies, sanctions and penalties
 

for nonpayment of loans, holds them personally and officially liable for
 

such defaults. While we know of no local government treasurer who has
 

bern held personally accountable for a loan default, the language of the 

Decree apparently has created some appr,,Icsion on the part of treasurers. 

Their attitude toward development projects can best be described as 

0extremely cautious". The importance of this cautious att itude 
is 

underlined when it is remembered that local itovernment treasurers, particularly 

the provincial treasurers, have considerable influence when it comes to 

credit financing matters. As noted abov, a loa. application must have the 

favorable recomeiendation of thL. provinci al trea.surer in the province and 

municipalities and the city treasurer in the case of cities. 

The "conservative attitiudt." obstacle raises some interesting questions
 

about needed reforms to increase the rise of credit financing. In an
 

inflationary environment, such a view is normally treated as being more a
 

psyhological than a substantive reason for not borrowing. As a matter of
 

fact, in an inflationary environment, other things being equal, local
 

governments should initiate rather than postpone self-financing projects.
 

There are two basic arguments to support this statement. First, in an 

inflationary period, debtors benefit from the fact that fixed-term 

obligations are repaid in depreci.ated nesos, and second, any postponement 

of construction only serves to increase the project's total cost. 
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Regardless of the validity of these arguments, if a psychologic'Il barrier
 

While there are major
does exist, steps must be taken to break it down. 


exceptions to the rule, local governments must be made more aware of the 

that inflation affects both sides of the equation--revenues andfact 

high interest rates per se should not discourageexpend iture:--and theref:are 

them from borrowing.
 

Unrealistic Loaln Standards 

Apart IrOM tht procedures, endorsements, anti policy rules connected 

with tile loan applicattion process, two financial requirements must he 

satisfied for institutional approval. First, as certified by COA, the 

loan must be within th le gal borrowing capacitv of tile government-- 7 percent 

of assessed vailuec. Currently, this particular requirement does not appear 

to he a major stumbling block for citv governments. As shown in Appendix 

Table IX --1, of the 58 cities for which data could be obtained, only 

three might be considered closetwo have exceeded the ceiling, and another 


to
to their limit. For municipalities, a similar situation is believed 


the small number of units surveyed does not permit a definitive
exist, but 

statement. None of the 11 municipalities shown in Table IX-7 exceeded its 

Thii t ioancial requirement would notlegal borrowing capacitv in 1979. 


seem a local government credit firincing.constraint on 

A more binding constraint is the paying capacity requirement. Th is 

requirement is imposed to exclude g.overnments that do nat have the financial 

ability to cover tile amortization requirements of a new obligation. The 

average yearly excess of gross revenuesformula used first determines the 

over total budget. charges--excluding sinking fund installments and repay
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TABLE iX-7 

LEGAL BORROWING CAPACITY AND NET PAYING CAPACITY DATA
 

FOR THIRTEEN LOCAL .JURISDICTIONS: 1979
 

(in thousands of pesos)
 

Legal
 
Borrowing
 
Lpacity 

5,750
 
1,002
 
2,014
 
2,193
 
1,235
 
1,969
 

872
 
21,966
 
1,474
 
8,817
 
2,170
 
2,415
 
3,122
 

Net
 
Payirg
 

Capacity
 

509
 
(2,419)
 

(53)
 
(1'l7) 
(82)
 
653
 

48 

239
 
464
 
357
 
297
 
48
 

Local 

Jirisdction 

Passi 

Sorsogon 

C;uha t 
B.rotac Vivio 
Tigbauan 

Tabaco 

MaI inao 


Albav 

!iagao 
!Legaspi City 


Dumangas 

Barotac Nuevt: 
Oton 


Passi 

Sorsogon 

Gubat 

Barotac Vlejo 
Ti gbauan 
Tahaco 

Mal inao 
Albay 

Ml1agao 
l.egaspi City 

Duriangas 

Barotac Nuevo 

Oton 


b" e 

M 

M 

M 

M 

m 

M 

M 
P 

M 
C 

m 

M 
M 


Average 

Yeariy 

Excess 

1.976-79 


204 

83 


271 

40 
35 


261 

19 

.... 


103 

8,894 


143 

118 

19 


Assessed
 
Value of 

Taxable 

propSrt 

82,151 

51,861 

39,224 
34,211 

20,060 

28,126 

12,458 

313,805 

21,3 18a 


a 

1 5 1 ,157
 
31,000 

34,500 

44,602 


Seven 

Percent 


Rule 

5,750 

3,630 

2,746 

2,43i 
1,404 

1,969 


872 

21,966 

1,4 9 2a 


10 ,57 7a 

2,170 

2.. 415 
3,122 


rross Paying 

Capacity 


(based on .24) 


849 

348 


1,130 

166 
145 


1,089 

80 

..
 

428 

3,706 


595 

492 

80 


Adjusted
 
for 


Slippage 

_(407) 


509 

209 

678 


97 
87 

653 

48 


257 
2,224 


357 

297 
48 


aAssessed value as of December 31, 1980.
 

bLegend: P-province; 1-mmicipality; C-city. 

SOURCES: Furnished by Local Treasurers.
 

outstanding 

Loans 


2,628 

731 
244 

169 


18 

1,760 


Less Loans 

Outstandin 


2,628 

731 

244 
169 


.-. 

18 

1,760 
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ments of loans and capital outlays--for the past three years. A Jurisdiction's 

gross paying capacity is found by dlvidf'ag the calculated average yearly 

excess figure by a yearly amortization factor. To illustrate, for a 10 

year loan at 14 percent Interest per year, n imortization factor of .269 

would be usea. To allow for possible slippages or a sudden fall in revenues, 

the gross paying capacity figurt- is adjusted downward even further. In 

the case tit revctue-produ(cing projects, i) ptrcent of the paving capacity
 

figore is allowed , while for nion-revunue producing projects, the gross
 

payin., capacity figure is cut in half. From the remaining discounted 

figure, outstanding loan bal;:aces are d-daicted finally determineto the
 

local uiit's Ilet l' .n aihsorption capacitV. In words, the formula outlined
 

essentiallv 
assumes that tht, ca tulatted currtnt sourplus will te indt, fin-tely
 

extended into the future and that th'- prt-sent vAlut, of that income will be
 

available for debt repayment. D)educting for possible revenue sl ippage and
 

previous debt repayment commitments, lht Jurisdiction's paying capacity is 

determined.
 

Working through example Table might toan in IX-7 help clarify more 

fully this second test of iinancial capabilitv. Starting with an average 

yearly excess of P271,000 over the peri od 1976-79, the gross paying capacity 

for GCubat is c;,l-uiaited to he fl,(107,.4,1-. The lattcr f igire results from 

dividing the former amourt by .269 is tihe yearlywhich amortization factor 

for a 10 year loan ;It 14 percent interest. Assuming the project is revenue

producing, the gross paving ca;lM itv estimat e of P1 007,435 is reduced by 

40 percent to build in a margin lor revente sli ppige, or slhortfall. This 

adjustment cuts (ubat's Iross Pavint, -. p,,citv estimate from F1,007,435 to 
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t604,461. From the latter amount, outstanding loans of IP731,000 are
 

subtracted to determine the jurisdiction's net paying capacity. In the
 

case of C(,hat, the resulting figure is a negative 126,539. Not only is 

there no cap;.city to absorb new debt, they have already exceeded their
 

legal borrowing capacity.
 

This method of measuring the creditworthiness of a local government
 

is quite conservative. The 40 percent "sli,,-. 
 ge" is a large and arbitrarily 

assumed amount and no room is allowed for d iscret ionarv revenue increases. 

If l wal treasurers have taken thelt cue from such requirements, their 

conservatism is not hard to un-!.r.:tand. At inv rLte, this requirement 

would appear Lo be a limiting factor on local government credit financ ing. 

Only about hAi oiaf the sample governments in Table IX-7 show 'InV capacity 

to absorb i-i hot iow ings. 

A revitw of some recentlv granted loans shows that the lending 

institutions sometimes ignore -te financi,al viability or paving capacity 

requirement, b Ilieving it to be too restrictive. In essence, lenders 

seem to beli.ve the mevasuro is overlv conservative since it ignor-.s the 

self- Iliquidatin aspects O proje ts. R!.duc i ug th. revenue slippage 

adjustment rat r e t)( 1 )O;Icr,. 'Tt. their mind, I ittleI ,M. . in g ives tar too 

credit for the revenute gen:rat ion aSctc t o!-u'i project.n. I Therefore, 

loans which tail *.,qualifv under the narrow net paying, capacity standard 

have not been automaticallv reltjctctd by the. lender. if the project merits 

1The point hero is that revenutes generated by thi project are not accounted 
for in the formula, yet nonlv revtnuc generating projects can be financed 
under I'D 752. Reduc'ing ti. slippave factor f'-im 60 to .0 percent gives 
insufficient weight to the income producing aspect (if tht project. 
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,. consideration from a self-financing standpoint. The fact that many 

local governments-do not meet the specific standard and lenders often
 

choe-oocrokit..raises-some-question-as-tothe-usefulness 'ind 

appropriateness of the net paying capacity measure.
 

Recommendations: An Alternative Loan Standard
 

The twoi currently applied loan requirements are ill-conceived. The
 

limitation 	of total debt outstanding is arbitrary but not binding hence
 

it does not seriously affect the use of credit financing. The paying 

capacity requirement<L_ equally arbitrary but (legally) disqualifies 

many potential local government borrowers. While there will always be
 

some element of subjectivity in establishing debt ceilings, It ought
 

to be possible to improve on these two alternatives.
 

Adhering to the simple principle that a local government's borrowing 

capacity snould be tied 
to its ability to repay the indebtedness, we
 

suggest the legal borrowing capacity be determined as follows:
 

Step (1): 	 Calculate the average yearly excess of gross revenues
 
over total budget charges-excluding repayment of loans
for the past three years. 

1
 

Step (2): 	 To the average yearly excess amount (1) add 75 percent
 
of the projected net annuai ncome (receipts, less 

2variable costs) of the project in constant pesos. This 
yields a measure of Gross Annual Revenue ('AR) for the 
local government . 

1With the possibility of substantial Increases in the Specific Tax and
 
BIR Allotments, and with some improvement in own source revenues, the average

yearly excess figure calculated is a conservative estimate of the local
 
government's ability to repay long-term indebtedness.
 

2f the project is self-liquidating, the annual revenues from user charges,
 
rents or 
fees are sufficient to cover all costs of operation, maintenance and
 
amortization of the loan. Any increase in the variable costs (operation and
 
maintenance) should be met through increased fees or rents. 
Thus, the constant
 
peso value of the net annual revenues should not change over the life of the 
projec.t. Adding a discounted value of the project's net annual income to the 
local governments revenues, while conservative, is warranted given the incomegenerating 	aspect of the pr& 
 ,
 



IX-41I
 

Step (3): 	 Capitalize the Gross Annual Revenue (2) amount as fellows:
 
Divide GAR by a yearly amortization factor estimatcd as
 
the sum of i and 1/n, where £i= the annual rate of intecest
 
of the loan, and n .- the number of years repayable.1 This
 

. ...... 	yields.ameasure -oftheJocal-government's-legal-borrowing
 
capacity.
 

Step (4): 	 Subtract from the legal borrowing capaciy (3) the value
 
of all outstanding loans. This final step yields the
 
jurisdiction's net borrowing capacity.
 

Using a formula of this type to evaluate borrowing capacity would
 

seem to overcome 	the major objections and shortcomings of the present
 

standards while at the same time not exaggerating a jurisdiction's ability 

to repay its obligations. Extending the repayment period from the current
 

10 to 12 years to 20 to 25 years would also increase the borrowing capacity
 

of local governments.
 

Applying this alternative standard to the earlier example of Gubat
 

yields the 	following results for a proposed market loan of f1,196,000
 

rc,,ayable over 20 years at 14 percent interest:
 

Step (1): 	 Average yearly excess (Table IX-7): I271,000.
 

Step (2): 	 Average yearly excess of *271,000 plus 75 percent of projected
 
net annual income of the market: 2 I#1,658,053.
 

Step (3): 	 Capitalized at .19:3 f8,726,595.
 

* 	 Step (4): f8,726,595 - f731,000 (Table IX-6), yields a net legal
 
borrowing capacity of: P8,653,495.
 

1Clearly, the amortization factor calculated is not mathematically
 
elegant. In fact, it is only a crude approximaction of the present
 
discounted value 	expression 11(l + i)n . For larger values of n it 
yields 	a more conservative or smaller amortization value than does the
 

expression 	1/(l + 1)n.

2
The actual 	figures for a market 
loan made by DBP are as follows:
 

estimated annual revenue (f2,700,150) less estimated operating expenses
 
(f850,746) equals net annual income (#1,849,404). Multiplying f1,849,404
 
times .75 yields #1,387,053.
 

3The capitalization factor of .19 comes from the 
sum of the interest
 
rate (.14) and 1/20 or .05.
 

7
"i:: 	 : 
 0 
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Conclusions
 

Credit financing is not a widely practiced method of funding local
 

government projects in the ROP. From 1976 to 1980 just 180 projects were
 

financed, or about one out of ten of the local jurisdictions in the country 

secured a loan. Further, while the value of these loans totalled f573.5 

million, in co:nparison to the gross revenues of the local government 

sector the amount of total financing was quite small, representing slightly 

more than 14 percent of total revenue.; in 1980. 

A br,:akdown of the projects by type shows that the bulk of the funds 

have gone for two basic categories of investments--heavy and farm equip

ment, and pPil ic markets and slaugihterhouses. Together they account for 

over 81 percent of all loans izranted from 1976 to 1980. In addition, 

with the required authorization period for these loans falling between 

seven and ten years, local sovernment borrowing essentially has been limited 

to short-term. and .U,ii 1 -tr-r finan ing. 

Fociiiing , the rasons tor the low level of borrowinj , several 

weaknesses in the present svstcr of credit financing are identified. 

Among the most s-'.nificant factors are the following: 

i. Adminitrative ind m.inagmtent difficulties which 
st.,'m mainl'." trot tihe ,.-.p0xitics of the present 
appl icat ion process. 

ii. 	The limited v.-pnaiis given local government loans 
by heicndividual lendini institutions. For each 
institution, local govvrn-cnt loans represent an 
extremtlv snall percentage of their overall port
folios. 

ii. 	The lack of t-chnical expertise at the local 
government 'tvel in the preparation of feas'bility 
studies and other technical documents required for 
the loan app ic ,ation. 
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iv. Apprehension on the part of local officials over
 
the rate of interest charged by the lending
 
institutions.
 

v. A generally conservative attitude on the part of elected
 
... .local officials and treasurers with respect to debt
 

financing, I.e., a preference for a "pay as you go"
 
approach to local government investments.
 

vi. 	 Financial limitations on borrowing a& established in
 
the net paying capacity provision, i.e., the short
 
repayment schedules (7-10 years) coupled with the
 
conservative application of the principle makes it
 
difficult for many local governments to qualify.
 

In the context of the present system, it is difficult to know how 

one might go about improving things. Certainly the net paying capacity 

measure is too stringent, and we have recommended alternative formulas 

(see pp. 40-41 above).
 

The barrier of a conservative attitude of local officials can be
 

removed in time, but only with the guidance of MOF. Local Treasurers
 

must be made to realize that there are conditions under which it is
 

prudent, even necessary, for a local government to assume debt. Surely
 

the MOF, which controls the reward and penalty system for local treasurers,
 

could manage such a reorientation. It would, however, also likely prove
 

useful if the MOF would inform local treasurers about the loan application
 

process, including assisting them in preparing the necessary technical
 

documents required.
 

However, the remaining barriers have to do with local governments 

being small borrowers relative to others, and with the major lenders not being 

willing or able to adjust to their special needs. It is this factor that 

has lead us to the need for a specialized local government credit authority-

i.proposition to which we now turn.
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TABLE IX-A-I 

[lET LMITATICN IF CITIES, 1977 

~~Assessed Value Value. Debt PresentDebt o l 
Tbtal of Taxable Prtp. per Uim-ion (De--1, rm 

City 
PopjiiTon 

1975 
Dec.31, 1977 

(P million) 
Capita 

(P) 
(7% of Value) 

(P million) 
1977) 

(P million) 
capacity 

(P million) 

Manila 
Quezon City 

1,479,116 
956,864 

5,087.9 
2,866.8 

3,440 
2,996 

356.2 
200.7 

7.4 
-

348.8 
200.7 

Cdloocan City 397,201 654.0 1,647 45.8 - 45.8 
Pasdy City 254,999 445.2 1,746 31,2 12.1 19.1 

W-trcpolitan 
Manila 4,970,006 15,891.9 3,198 1,112.4 26.3 1,086.1 

(bbu 413,125 1,103.3 2,671 77.2 13.2 64.0 

Iloilo 227,027 404.0 1,780 28.3 3.6 24.7 

Bacolod 223,392 780.5 3,494 54.6 0.4 54.2 

Davao 484,678 844.5 1,742 59.1 15.3 43.8 

Ageles 151,164 250.7 1,658 17.5 1.1 16.4 

Olongapxo 147,109 213.7 1,453 15.0 6.4 8.6 

Bciguio 97,449 351.4 3,606 24.6 0.02 24.6 

I uotna 92,336 143.0 1,549 10.0 0.0 10.0 

W.gtpan 90,092 82.5 927 5.8 0.0 5.8 

Naga 83,337 116.0 1,392 8.1 3.6 4.5 

Cavite 82,456 90.6 1,099 6.3 0.1 6.3 

Iapu-Lepu 79,484 81.3 1,023 5.7 0.9 4.8 

Uidaue 75,904 129.9 1,711 9.1 3.1 6.0 

'i1'ckban 80,707 105.8 1,311 7.4 0.0 7.4 

Mir.wi 63,332 25.1 396 1.8 0.0 1.8 

Ccuera1 SI ntos 91,154 169.7 1,862 11.9 1.2 10.7 



Present Femin 
Assessed Vdlue Value Debt Debt 

Total of Taxable 1ro. per Limitation (nec.31, Bo-
Population Dec.31, 1977 Capita (7% of Value) 1977) Capacity 

S.11975 (P million) (P) (P million) (P milion) (P million) 

Butuan 132,682 135.1 1,018 9.5 1.6 7.9 

Ootabato 67,097 169.7 1,862 11.9 0.0 11.9 

Zarboanga 261,978 200.R 766 14.1 1.8 12.4 

San Pablo 116,607 126.7 1,087 8.9 0.0 8.9 

Iegdspi 88,378 83.6 946 5.8 0.0 5.8 

Tagbi 1,iran 37,335 47.7 1,278 3.3 0.2 3.1 

Cag,ycin de Oro 165,220 265.8 1,609 18.6 6.8 11.8 

Cabi tUndn 113,814 109.1 959 7.6 2.0 5.6 

Laokg 66,259 113.2 1,708 9.1 2.2 6.9 

Silay 104,887 137.5 1,311 9.6 0.9 8.7 

Pag "dian 67,499 45.4 673 3.2 0.1 3.1 

Cadiz 127,653 108.4 849 7.6 0.0 7.6 

Surigao 56,027 46.3 70] 3.2 0.0 3.2 

San Carlos,N.O. 90,982 86.3 949 6.0 0.0 6.0 

Dumague te 52,765 67.1 1,272 4.7 0.2 4.7 

Dip log 48,493 42.9 886 3.0 0.0 3.0 

La Crlota 40,984 128.8 3,143 9.0 0.1 8.9 

BdtigWas 125,363 287.8 2,296 20.1 7.4 12.7 

Iligz.ia 118,778 484.9 4,108 34.2 0.01 34.2 

Lip,. 106,094 104.8 988 7.3 0.7 6.6 

CalL .'clj 102,619 46.4 452 3.2 0.2 3.0 

Scn Cjrlos, Pang. 90,882 53.5 589 3.7 0.0 3.7 

QnrcO 89,466 155.6 1,739 1.1 2.6 (1.5) 
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Present Femainim 
Assessed Vilue Value Debt [- btieiF 

Total of Twxcible Prop. pe Limitation (Dec.-l, Borrowing 
Cit Pop" a-ti-on Dec.31, 1977 it (7% of Value) 1977) 2v-cnv 

1975 (P .illion) MP) (P milliom) (P million) (P uu.lion) 

Bago 	 89,213 121.9 1,366 8.5 0.1 8.4
 

Yzamis 	 71,559 75.1 1,049 5.3 0.2 5.1
 

Iriga 75,885 45.2 596 3.2 0.0 
 3.2 

Rlxas 71,305 66.0 926 4.6 2.2 2.4 

Toledo 76,521 176.7 2,309 12.4 0.4 12.0 

Gingoog 66,577 65.4 982 4.6 0.0 4.6 

Togaytay 58,274 104.9 1,800 7.6 0.0 7.6 

Duvao 50,260 91.2 1,815 6.4 15.3 (8.9) 

Orcquietd 42,497 30.3 713 2.1 0.03 2.0 

Tangub 40,461 15.0 371 1.1 0.02 1.0 

Puerto Princesa 45,709 55.0 1,203 3.8 0.0 3.8 

Bais 45,672 126.7 2,774 8.9 0.04 8.8 

Canlaon 29,152 15.8 542 1.1 0.2 0.9 

prpitan 46,26] 22.6 489 1.6 0.0 1.6 

SOURCE: 	 Computed from hasic data provided in tlie Corimntssion on Audit, Report on Local
 
Covenm.ents, 1977.
 



CHAPTER X 

THE 	 FEASIBILITY AND FORM OF A SPECIALIZED 
LOCAL GOVERNMENT CREDIT AUTHORITY 

The weaknesses in the current system of credit financing might be
 

restated in terms of three basic problems. First, there is a lack of
 

technical expertise at the local government level to properly evaluate
 

tile economic feasibility of local projects. Second, the fragmented
 

system of loan financing mitigates agai'nst tile establishment of technical
 

support staffs to assist local jurisdiction in this recognized area of
 

weakness. Third, a complex set of compliance procedures both frustrates
 

local officials in their pursuit of loan financing, and seriously delays
 

the lenders' approval of accuptable projects. Assuming that this accurately
 

characterizes the major impediments, rather substantive changes are called
 

for if iocal governments are to be encouraged to undertake credit-financed
 

projects. Essentially, tile options are (a) to appropriately modify the
 

present system by changing current policies, procedures and practices, or
 

(b) to propose a bolder solution and recommend the creation of a new, 

specialized entity. Although neither approach is without its problems, 

we think that tile weight of the evidence tips in favor of the establish

ment of 2 new credit facility for local governments. 

The major reqson for recommending option (b) over (a) is the commonly
 

shared belief of many local gL ernment credit experts that project planning,
 

appraisal, and management a~ i t;Lace ar, .;o critical to the credit 

financing process ',hat technical staffs, skilled in tile different fields 
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of public sector investments and in local government finance, must be
 

maintained. It is doubtful, in our opinion, that this could happen
 

without tile establishment of a specialized Institution. There is
 

precedent in tire Phllippines to cause one to e:xpect ,cce with such a 

venture. The general success of two central authorities, NF.A and LW'A
 

In the public utility field, demonstrates how specialized institutions 

can effectively mobilize local support and resources for tile provision 

of local services. Working closely With local ONl icials and residents, 

they have introduced service in new ijrisdictioiii.;, rtscued some fledgling 

local utilities, a,ld bv switching to a tiser charge type of pricing scheme 

have raised tile overall Itvul of local funding. 

If one ac.epts the genera l idea of a specialized institution, tile 

question arise-_ ae to what forms it should take in the Pli ippines. It 

is to this question that we. no-., turn, by examinilng the practice in other 

developing countries and considering these alternatives in a Philippine 

context.
 

Typology of Specialized Credit Authorities
 

According to information compiled by the Internal Centre for Local
 

Credit, (ICLC), a wide variety of organizations and practices are followed 

throughout tile world. Some specialized Authrlities, for example, have 

developed as public agencies, completely controlled by tile Central Govern

ments, while others hav" been or ,,.rnized b%. local governments or by 

'A comparative stidy of I'#local crtudit atithorities in 29 countries was 
carried out by the United Nations With the col latoration of tile International 
Centre for Local Credit in 1970. Unitetd ation.l, Credit Institutions for 
Local Authorities, (.New York, New York: 1972). Much of tire discussion in 
thf; and tile followitnl- sectiononcf the paper is based on tihe results of that 
survey. A :;:rryt- tlci I--II iat t of ilrthrOr i tiUs.t or . it' nrr.*I Lilt, 14 

studied is given in Aprendix IX-11. 
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associations of local governments. In some cases the credit authority
 

is wholly funded by the National Treasury, and in others, the authority
 

is expected to finance projects from its own funding sources. Finally,
 

some are controlled by mixed boards composed of representatives from
 

the private sector. This variety underscores the marked differences
 

in circumstances and conditions of the countries, and in particular, the
 

degree of local government autonomy, the maturity of the country's 

capital markets, and the emphasis of the Ceantral C )vernment with respect 

to social and economic development. 

Generally speaking, credit institutions for local governments may be 

classified into three categories according to their legal status and 

administrative structure:
 

I. centrally controlled authorities
 

ii. locally controlled authorities
 

lii. 	 authorities with shared managerial respon
sibilities, i.e., mixed participation. 

Central Government Authorities 

About half the credit institutions surveyed by the ICLC were created 

and are controlled by the Central Government, usually through a special 

law. Commonly, the Central Government through the treasury or som 

other 	Ministry (local government, or housing, for example) controls 

the management and basic policies of the institution. Quite often, the
 

institution is a corporate body with a distinct legal identity. For 

example, the National Water and Sewerage Service and the National 

Institute of Housing and Urbanization in Costa Rica, are credit authorities 
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which have a pronounced Central Government character and rely entirely
 

upon the National Government for capital funds. Other countries following
 

this model are Kenya, Tanzania, and the United Kingdom. In some cases,
 

the centrally-controlled institutions have been set up to receive 

deposits of public lunds and/or private savings acCounts. In still 

other cases, such as .lapan, the government authority is permitted to 

raise a major part ot its capital from no-treasury resource!; by issuing 

its own deberLures or by agl'tllents Wi th other institutions, both 

public and private. Recgardless of the r-tlod ot capitalization, however, 

the chief characteristic of cent rail v-cont r.)led facillties is the 

government's dominance of the institution's loan programs .n.d policies. 

Locall C- Ahd rities-


Of the countries surve-ed, only Austria, Bel gium, Denmark and Norway 

had local authorities that could be classified as locally controlled. 

Local control, is in most cases assured by the share-contribution of the 

local governments. To illustrate, the Municipal Credit Bank of Belgium 

is share-owned by the provinces and municipalities of the country. Its 

capital shares are distributed among the local governments in such a 

way that no sir,.;le unit is able to exercise control. In such other 

countries as Denmark and Norwav the loan capital of the authority is 

derived from the funds deposited by the municipal governments. In these 

countries, municipal Ipension fund contribt ions p~rovide the bulk of the 

new capital. Given t he origin of th,.ir support, tnse instititions operate 

with a much degre oatitonorimy t han do those whi ch are more firmlygreater oi 

tied to the central authority. 
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Mixed Authorities
 

Of the eleven mixed institutions surveyed, most enjoy a considerable
 

degree of autonomy from the Central Government. The autonomy in some
 

cases can be traced to the enabling legislation whlich created the
 

institution, and in other instances, the autonomy stems from the method
 

of capitalization. In the latter case, by allowing the institutions to
 

offer share.s in the capital markets, non-governmental interests either 

directly or indirectly become involved in policymaking. Two examples 

of "mixed" authorities are the Auttonomous Municipal Bank of Honduras and 

the Foundation for Community and Mtnic ipal lDevelopment in Venezuela. 

Both authorities were established by their Central Governments as distinct 

legal entities, but with Central Government representation in management,
 

provision for a municipal voice in management an(l a municipal capital 

contribution.
 

The above classification provides some guidance as to the design and 

organizational features of credit authorities for local governments. But 

clearly, no set blueprint fits all situations, and the type of local 

credit institut ion created dept. nds on a number of environmental factors. 

Broadly s,eaking, such factors as t,.* financial strength of local govern

ments, the abilitv of local 4overnments to act collectivelv, and tile 

system of intergovwrnmental relations weigh heavil-! in the decision. 

With respetct to tht. 1Phi lippines, th. naturt, of (entral and local Govern

ment relations rules out the establishment of a local ly-control led atithority. 

A necessary condition for a locallv-controlled authority is financial 
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independence. While it is possible to structur or identify capitalization 

sources within the country which would meet this criteria, e.g., local 

government cash reserves and/or local government pension funds, macro

economic objective:; dictate a continued need to coordinate public saving 

and investment decisions at tile national level. Moreover, an autonomous, 

localIv-control led institution is simplv incongruous with the central ized 

character o! int eri,ove rnmental iseall rellt ions in tile Philippines. 

The lormat ion of a centrally-controlled institution--no significant 

local govertment inputL or reprt'senttii on--whilI possible, seems to be 

inconsistent with the (;ove rnment ' s pol icy of decent r;a Iiza t ion. Moreover, 

it seems reasonable to assuMe that fa: lure to involve the local governments 

in tie formal decision-making process would almost ,ertain lv undermine any 

serious litt ept to encoura4t, felfinanced enterprises. ThuslociI , 

the realistic alternative for the Philippines nould appear to be a "mixed" 

credit autLhorit" of sonie type, but inevitablv one in which tile balance 

of power tilts toward the Central Govcrnme:it. 

Str1cture and OrC'anriezdt .nat.Credit Autho rities 

rhe structure and nana;em'it of a local government authority is influ

enced by a number of factors . Tlhsc includ, tle ivision of supervisory 

control between tile Cent ral ournverrcent Md Ohe Iocal governments, tht 

division of managerial reusun,,ihilit', within the in .titution, and the 

degree of in lt nce of tht, other nat ionmil t,.encit- 'ith which tile credit 

authority is .itht.r ,orm.i;llv or intor-. liv linked. Cletarlv, considerable 

latitude exists in dt fitin,: thc division ot respon'4ibilitie.-, between the 

board of alld qtg.tl ti authoriLV.toirectors tilt. iratm at Ow 
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Structure
 

Almost without exception among the credit Institutions surveyed by
 

the ICLC, policy-making powers are vested in a group of high-level
 

officials that constitute the Board of Directors. As tile top-management 

body they must formulate policy, represent the authority in its official 

business, evaluate the authority's operations, and render the final 

decision on pot, v matters. ,4embers of governing boards, according to 

the study, are usuallv selected by (I) appointment by higher authorities; 

(2) selection by local units; or (3) combinations of (1) and (2). 

With respect to tile Philippines, it is recommended that the credit
 

authority be established by law and governed by a Board of Directors.
 

It is further recommended that tile Board be comprised of representatives 

of Ministries Presently involved in local government development projects, 

and of local government official.;. A reasonable composition of this 

Board would include the Ministers of Finance, Local Government and 

Community Development, Economic l)evelopment (NEDA), the ;overnor of the 

C~atral Bank and representatives of tile Ptldget Ministry and tile Ministry 

of Human Settlements. If it is to be a balanced body, an equal number 

of local government representatives shiould he. appointed to the Board. 

Care should be taken, however, to include represe'ntation from provincial, 

municipal and city governments. One. waV tt, enslrte this is to have tile 
respective local government national organ i zations elect members to tile 

Board. From among the permantont met10he-S of the Board, tile President 

would appoint a ciha irman. 
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Apart from the practical considerations, there are some fundamental 

economic reasons for placing the three previously-mentioned ministries 

on the Board. First, from a fiscal management standpoint, their presence 

helps ensure that the credit authority's lending activities conform to 

Lae broader economic, fiscal and monetary policies of the country. 

This may prove to be an extremely important considerati n in the long

run if the institution becomes large enough to have an impact upon 

monetary st.-Illity, foreign exchange transactions, and domestic cyclical 

and counter-cyclical policies. In addition, the format accommodates the 

national effort to coordinate all public sector expenditures within the 

country.0 

Second, to the extent that the credit authority wished to raise 

investment capital by the issuance of debt, It can do so at a lower 

cost as a national government entity. The economies )f scale associated 

wi.h large scale capital financing are well known and need not be repeated 

here. 

Internal Managemenc 

Arrangements must be made for capable and experienced management. With 

competent management a credit facility may be successful, even if there are 

/1 inadequacies in the original concept of the institution or shortcomings in 

its charter. But no institution, however well conceived, can overcome the 

handicap of poor management. 

The Chief Executive Officer (who may carry the title of President, 

Chairman or Managing Director) is the most important member of the manage

'Joseph A. Kane, r'velopment Bankin (Lexington, Mass.: D.C. Heath 
and Co., 1975). 

; .. 0 
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ment tcam. This is particularly true during the early stages of the Institution's
 

organization and develooment, because he will bear tile brunt of 
the responsi

bllit¢ for the recruitment of staff, formulation and implementation of
 

policy, and representation of tile institution In its officlal business
 

with othec governmental .geneies. 

In general, managing dir,.ctors are chosen in one of Lwo ways: (1) 

appointed by tile Central &overnment, or (2) selected directly I1w the 

Board of l)irector;. Both method, are widely employed. As an illustration
 

of the iormer ar'proach , in the Viittd Kincdo.i. thc Scre.tarv to the Commis

sioners of the Public Works Loan Board is tile permanent head of the Board's 

office. lie is appointed by the Prime Minister or the recommendation of 

tile ommissione.rs and with tht approval of tile treasury. In G;uatemala, 

tile Manager of the' Guatem.la Institute of Municipal Dlevelopirent is appointed 

by the President of the Republic for an indefinite term. lie is responsible 

for the execution of the Institute's policies and for all internal manage

ment matters.
 

In those cases where the !oard makes the appoinuent, the managers are 

hired primarily for their professional and technical sk'lls, and directlyare 

responsible to the credit authorit v's Dirtctor. Most managers are alloweC 

to attend Board rbeeli nr hut th.,v do not have the power to \,ote. Through 

established policy cuidelines, howevt.r, tile Boards often detlegate substantive 

functions to the manager,;. Credit a it ioritit in Clre,cmb and, Iombia 

Zambia follow this general format. 

http:Guatem.la
http:ommissione.rs
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While no preferred method of appointment emerges from this 


discussion, an approach similar to 
that 	used in the United Kingdom
 

-and 1:i4rwiylwoud eem appropriate for the Philippines.
-J	 That is to say, 

, 

the Dector 'hould be appointed by the President based 
on the recommendation
 

of the Board.' 

Capitalization and Functions of a New Credit Authority1
 

The establishing of a credit authority for local governments sounds
 

good 	in principle and the organizational Issues seem manageable, but the
 

feasibility of this proposal 
turns on how the authority can be capital

ized. The conclusion that we keep coming back to 
is that there are
 

feasible op-ions for funding such an authority.
 

We begin by reviewing the options followed In other countries and
 

then 	turn to the possibilities in the Philippines. No attempt will be
 

made 	here to detail all the capitalization methods utilized by credit
 

institutions. Instead, a brief summary of the usual sources of ,apital
 

for credit institutions in developing countries is offered. 
As reported
 

in Appendix X-2, in developing countries, local government credit
 

authorities rely on':
 

i. Central Government grants in the form of initial
 
capital grants, and/or other grants which are 
either recurrent or non-recurrent,
 

ii. 	 Central Government loans,
 

ii. 	 revenues from specified taxes, national or local,
 
earmarked for the credit authority,
 

ISee also United Nations Commission on Iluman Settlements, Heetings of
the Ad Hoc Group of Experts on Ways and Means of Establishing or Strengthening 
Financial Institutions for Iluman Settlements Fna
nnc in and Investment,
 
Nairobi, January 28, 1981.
 



iv. contributions of local governments, often a 
fixed percentage of local tax revenues, 

- v.,., required-deposits..f rom.reserve. accounts, cash 

balance and pension funds.
 

Cenr~ral Government Grants
 

In one form or another, Central Government capital grants provided
 

the initial capitalization for three-fourths of the surveyed credit
 

authorities In less developed countries (LDCs). In a number of countries,
 

notably Keitya, Honduras and Venezuela, Central Government grants have
 

accounted for a major share of capital funds. Several institutions,
 

mainly in Latin America, al3o have been aided by large capital grants
 

from external lenders, e.g., the Inter-American Development Bank and USAID.
 

Among credit institution executives, there is general agreement that
 

generous capital grants are very important during the early stages of the
 

facility's development. Besides ensuring some minimum level of operation,
 

they are necessary if the local authority plans to extend concessionary
 

loans tolocal jurisdictions with inadequate financial resources.
 

Central Government Loans
 

Surprisingly, only two countries among the LDCs surveyed, Kenya and
 

Guatemala, use this method to augment the capital of local credit authorities.
 

From their actions, it appears that Central Governments find this method
 

of capital replenishment inferior to the other cited possibilities.
 

Earmarked Taxes
 

Earmarking the proceeds of a specified local or national tax has 

great potential but is not widely used as a method of capitalization. In 

Guatemala, the Institute of Municipal Development is partially funded from 
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revenues from a specific tax on liquor consumed within municipal boundaries. 

Another country making use of a liquor tax is Colombia, where, in addition 

to government grants, the National Institute for Municipal Development 

obtains revenues from a special national tax on distilled spirits. 

Contributions from Local Government Revenue 

Among LDCs, contributions from local governments are an important source
 

of capital in Niger, Tanzania, Thailand, and Honduras. While the percentage
 

of contributions required varies, the pattern remains the same. That is
 

to say, in each country the local governments pay a fixed percentage of
 

their annual revenues to the local credit authority. In Tanzania, for
 

example, the local governments are required to deposit a percentage of their
 

"annual recurrent revenue." Similarly, in Niger, local governments must
 

contribute 3 percent of the amount included in Zheir recurrent budget.
 

Loan Requirements and Possible Sources of Capitalization
 
for a Philippine Local Credit Authority
 

It isn't reasonable to expect that a new credit authority will be
 

funded solely from a new Ceptral Government appropriation. Such a
 

recommendation would ignore the resource constraint and it would not
 

be in keeping with the objective of mobilizing more resources through
 

the local public sector. On the other hand. it would be unrealistic
 

for the Central Government to believe that any scheme for increasing the
 

local government use of credit financing would be costless. Indeed, it is
 

the lure of more Central Government revenues (including interest subsidies
 

and technical assistance) that will Induce local governments to increase
 

their own efforts to finance development outlays.
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Before considering specific alternatives for initial and continuing
 

funding, the important relationship between method of capitalization
 

and the functions and operations of the credit institution must be
 

considered. The consequences of ignoring this relationship may be
 

disastrous and quite far-reaching, since it is virtually impossible to
 

divorce the institution's lending policies and practices from its zapital 

structure, or vice versa. Thus, at an early stage, decisions must be 

rendered on the type and duration of loans, and the kinds of financial 

activities other than credit financing in which tile institution will engage. 

An important example is that the cr.'dit institution's decision to extend 

long-term loans (20 to 30 vears) must be related to its abilitv to Command 

funds for the same period. In essence, this means a matching of loan 

maturities with the maturities held by their own creditors and with the 

long-term dependability and stability of continuing government subsidies. 

The need for local government loans with a longer maturity suggests that a 

Central Government grant, recurring and dependable, should provide the bulk 

of the capitalization of the authority. 

Capitalization Requirement-

Miat will he the derand for loans in the event a specialized authority 

is established.' iistory is little help here, there simply isn't a consistent 

trend. In fact, there was a sharp drop (nearly 50 percent) in the amount 

borrowed between 1971) to 1980. '.e might, however, make some reasonable 

guesses about what sorts of loan dtemands mig:ht emerge if the new authority 

is able to remove some of th. important barriers to increased local government 

use of credit tinancin . 
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If the establishment of the authority is successful in reversing
 

the sudden decline in government loan demand, a reasonable estimate of
 

first year loan demand might be P200 million. For the sake of developing
 

an optimistic target, let us suppose that the increase would be 40 percent 

in each of the next two years--25 percent because of new borrowing and 

15 percent because 	of inflation. This would place an annual requirement 

the fund by 1983 (see Table X-l).of f*192 million on 

The projections are optimistic, but not unrealistic if a specialized 

authority were properly staifed and managed. The average loan during 

1978-1980 was F3.5 million and allowing for inflation we might assume that 

it could rise to 4 million !)v 1),. ilut:it. our projections would imply an 

approval of 98 loans by 1983, up from 1, 49, and 35 in 1978, 1979, and 1980, 

respt.Cte lv . A speci ali. d authorit': oueht tOe10C iblt. to cenerate at least 

this increase in volume by shortening the application process, assisting 

in project preparation, and in ad,sting lu7!: terms to make the issuance 

of debt a more viable proposition. 

Sources of Capitalization 

These projections, celn though illustrative, lead us to the central 

question: where might tW government find enough seed capital or 

continuing contribution to support nearl'; f900 .%illion in long-term loans 

IObviously, a serious intcent to go Aihead with a credit authority 
will require a careful, detailed proju, tion of loan dema-ind. These 
computations, using 1981 as tht. initial year, ar' obviously for purposes 
of illustration. 
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TABLE X-1
 

NECESSARY CAPITALIZATION OF LOCAL GOVERNMENT
 
CREDIT AUTHORITY: OPTIMISTIC ASSUMPTTONS
 

(in millions of pesos)
 

Actual Borrowing Potential Growth in Borrowin,
 
a
1979 1980 1981 19 8 2b 1983
 

F]89.2 #97.4 i*200 #280 *392 

aIt is assumed that in 1981, with the establishment of 

a binding authority, the level of borrowing would rebound 
from the !980 low. 

bAfter the initial year, 1981, it is anticipated that 

borrowing wil' increase at an annual rate of 40 percent in 
1982 and 1983. This represents a real growth in borrowing 
of approximately .25 percent per year, based on an expected 
inflation rate of 15 per(ent per year. 
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to local governments over this three year period, and commensurate annual
 

amounts beyond? The answer is that there would seem to be several 

promising possibilities: annual shares of the BIR, Specific Tax, or 

National Tax Allotments, partial capitalization from local government 

cash balances, and capitalizationl from an external donor. We consider 

the feasibility of these possibilities below, and then turn to recommendation 

of what seems tle most feasible course. 

Specific Tax Allotment. An attractive option for an annual contribution 

to the authoritv is a share of t he Specific Fax Allotment . liI i Is a 

particularly appealing alternative for several reasons. L.ocal government 

revenue entitlements from this source have increased rather dramatically 

in the last two years. From 1979 to 1980, the amount due jumped an 

astonishiag 1,65 per,'ent, rising trom 15.3 million to F766.9 million. 

In the 1981 budget year the amount is scheduled to rise an additional 15 

percent to P881.7 million. As little as a 20 percent annual share of the 

Specific Allotment would provide a substantial proportion of the necessary 

capital for a credit autthoritv. Furthermore, as discussed in Chapter V, 

revenues from the Specific Tax Allotment are earmarked for infrastructure 

projects, so using a portion of this growing revenut, source to fund all 

or a part of the credit authoritv would not subvert the oricinal intent 

of the Tax Allotment. 

Channel ing a shart of the in,-r.ased revenue to a L.ocal Credit Authority 

could also provide In k ffici ent Mechanis.i for conve-ting, these additional 

monies into capit.al projects as the prese.nt ability .f local unlits to plan 

lSee pp. V-16 to V-42. 

http:prese.nt
http:capit.al
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and initiate projects is apparently quite limited. As discussed abu-ve,
 

in recent years some local governments, in aggregate, have tended
 

to maintain rather large cash balances. If this practice is indeed wide

spread, there is a strong possibility that the increased revenues from 

the Specific Tax Allotment may simply be accumulated rather than serve 

to stimulate additional capital investment by local governments. This 

would certainly he the case if a major stumbling block to local capiLal 

investment is, as we expect, the inability of local governments to plan 

and execute relatively large projects. 

There are problems with using the Specific Tax Allotment for this 

purpose. First, the credit authority will require a "certain" revenue 

source, and actual dishursements from the Specific Tax Allotment have 

been sporadic ( ',chli . V- 7. Stcond, tht. itinding oi local government 

capital pro j%.cts withI a share of sp.cific taxes on petro!Iiim products raises 

enough problems to make one wonder if the practice will continue much longer. 

This would imply that an important revenue source to the authority might 

be abolished or markedly revised, thereby compromising the flow of funds 

to the authority. Third, the Spe. ific Tax Allotment is quite income 

inelastic and ,rows onl: because of increases in the tax rate on petroleum 

products. The demand for loans ma.- be rt-sponsive to income, population 

and urbanization--which are rising--but natural growth in this funding 

source would be in proportion to the volumu of pctroleum consumption-

which is flat or declining. Final ly, the Specific Tax Allotment is an 

important revenue sourcr, tor sorle local qovernments and sharing it with 

the authority will delote local vov-,rnm,.nt's ahi i tv to make capital 

expenditures.
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BIR Allotment. A 'econd possible source of continuing funding is ar,
 

annual share of the BIR Allotment. In 1980, P1.9 billion in annual BIR
 

Allotment was due, but as in the two previous years, only P659 million 

was distributed. Present practice requires that 20 percent of this
 

amount be earmarked for development expendiLures, but analysis above 

(Chapter V) did not provide good evidence that the BIR was stimulative of 

local government economic development expenditures. Hence, one might want 

to argue that the aIlocation Of this !;hare to the credit authority would 

be a better course. A 20 percent share would amount to fill million annually 

at the present level of distribution, and fl05 million at a possible 1981 

BIR Allotment distribution of P823.6 million.
1
 

There are drawbacks to such a proposal. First, the disbursements, 

though more certain than those from the Specific Tax Allotment, have been 

subject to frequent government alterations. As a result, there have 

been real declines in the .imotints distribute d In recent years. Second, 

some local governments have come to depend quite heavily on the BIR 

Allotment (see Table II-IX) and its withdrawal could cause a major hard

ship.
 

National Tax Allotment and Barangav Shares. Two other grant programs
 

which might be legitimately redirected toward the capitalization of a
 

credit authority are tht- National lax Allotm.nt 
 aid the harangav shares 

of the Specific Tax and BIR Allotments. Both programs have the purpose 

IAs suggested in an interview at the MOB. 
2 Set pp. V-2 to V-7.
 
3 For a discussion of these programs, see pp. V-42 to 
V-49. 

http:Allotm.nt
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of supporting community development type projects, hence, using the funds
 

for local government loans would not distort the basic program intent. At
 

1979 levels, the total annual amount due barangays and local governments
 

from this program was ?703 million. Obviously, only a small share of
 

this amount, as an annual contribution, would go a long way towards
 

meeting the annual lending requirements of a credit authority.
 

Again, there are important problems with such a proposal. First,
 

these programs exist much more in law than in practice--only 11 percent 

of the 1979 amount was actually distributed (7 percent in 1980). Second, 

the use of the baranga shares would be conditional on the government's" 

backing away f rem its cr.mi Lment to strengthen the financial participation 

of the barangay unit. Such a change in policy, so far as we know, is not
 

being discuss-d.
 

Local Governrent Cash Balances. An alternative source of initial funding
 

of -a credit au,thority is use of the cash surpluses or reserves of local
 

governments. Most of these are kept in current accounts and time deposits.
 

As shown in Table X-2 the aLggrcgatu amount of these funds is very large
 

and relatively stable. Starting in the first quarter of 1978, demand
 

deposits were i?796.6 million. They were steadilv drawn down over the year, 

falling to f660.2 million in the fourth quarter. From that low point, 

fourth quarter balances have continuously climbed, reaching 860.0 million 

in 1980. Savings and time deposits have shown somewhat more fluctuation,
 

See Table V-9.
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TABLE X-2
 

SU101ARY SCHEDULE OF LOCAL GOVERNMENT DEPOSITS 
FIRST QUARTER, 1978 TO FOIJRTH QUARTER, 1980
 

(in thousands of pesos)
 

Demand Savings Time Total
 
Year Quarter Deposit Deposit Deposit Deposits
 

1978 	 Ist 796,641 9,754 691,774 1,498,169
 

2nd 731,821 7,445 733,299 1,472,565
 

3rd 710,418 32,653 730,147 1,473,218
 

4th 660,252 12,990 683,433 1,356,675
 

1979 	 1st 792,478 13,615 693,252 1,499,345
 

2nd 843,220 9,238 699,553 1,552,001
 

3rd 946,242 9,951 766,128 1,722,321
 

4th 840,808 15,340 751,207 1,607,355
 

1980 	 1st 1,070,581 17,236 826,509 1,914,328
 

2nd 941,177 22,-,10 553,198 1,516,585
 

3rd 877,822 49,000 565,495 1,492,319
 

4th 859,955 41,300 585,497 1,484,752
 

SOURCES: 	 Data supplied by Development Bank of the Philippines, Land 
Bank of the Philipp nt.s, Phil ippine National Bank, and 
Philippine Veterans Bank. 
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but also have remained large over the period. Combined, the savings
 

and zime deposits decreased from P696.4 million In the fourth quarter of 

1978 to -P626.7million In the last quarter of 1980. 

clearly,fro m the recorded data--loca1-gvernment deposIt~s offer -an 

attractive alternative for initial funding. The balances are both large
 

and stable enough to underwrite a significant portion of the institution's
 

Initial capital. For example, #200 million might be obtained Lrom surplus
 

cash reserves, i.e., exchange of local government cash balances for capital
 

stock in the credit authority...
 

Capitalizing the credit Institution from local government balances, how

ever, Is not so straightforward as Is suggested by this simple illustration.
 

One issue to be addressed is the impact that the shift in funds will have
 

upon the portfolios of the depository banks--PNB, Land Bank and Veterans
 

Bank. Unless the depository banks have excess reserves equal to the
 

capitalization amount, they will be unable to adjust without liquidating
 

some of their own assets, trimming their lending programs, or both. Thus,
 

from a macroeconomic standpoint, if all public savings are fully invested,
 

capitalization of the credit facility will come at the expense of some
 

other investment opportunities.
 

1 
As of January 1981, three-year time deposits bear an interest 

rate of 15 percent and one-year deposits pay 12 percent. 
Given that local government cash reserves in the aggregate are large
 

and have remained so for several years, and are primarily held at the PNB,
 
the Central Bank could require that a portion of these reserves held by
 
PNB be earmarked for purchase of capital stock in the new authority. As
 
long as the cash reserves ield at the PNB In the aggregate did not fall
 
below the capitalization amount (*200 million), the financial obligations
 
of the local governments could be met from their own cash reserve balances.
 
In essence, PNB would alter Its portfolio by reducing excess reserves or
 
exchanging other assets for the capital stock in the authority. 
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In defense of the suggested alternative, it should be pointed out
 

t-----~- no lashat--since PNB--makes logtr oloa 'oermnt thes-_ cashF 

balances are currently being used to finance investment projects in 

other sectors of the economy. Thus, requiring that part of these 

balances flow into local projects through the purchase of capital stock 

in the auzhority simpi , ensures that part of the savings of the local 

government sector is invested in that sector. 

There are drawbacks to this option. First, we are not certain siow 

much of these balances is restricted and hence whether some expenditure 

earmarking requirements will have to be relaxed. Second, we do not know
 

how concentrated these holdings are among local governments, e.g., is it
 

possible that a rratively few large governments have saved substantial
 

amounts in anticipation of making a major capital outlay' Tying these
 

funds up In the share capital of a lending authority, probably at subsidized
 

rates of return, would initially cause postponement of the capital expenditure
 

and could discourage local government savings. If holdings are more wide

spread and if the percentage allocated to the credit authority is not
 

large, this problem may not occur. Findlly, one needs to be concerned
 

about the consequences of various combinations of these capitalization
 

alternatives. For example, will the allocation of a share of the BIR and
 

Specific Tax Allotment substantially dry up the local government cash
 

balances?
 

External Donor. The fifth possible source of capital funding is an
 

international donor. 
 In late 1978, after considerable consultation with
 

the Ministry of Finance and other government offices, USAID proposed to
 

0i
 

I , -'-

.7 
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make a concessionary loan of $10 million to help capitalize a credit
 

_ o "Proceeds-of.the-loan,,pl ... 

counterpart funds from the Philippine government, were to be used to 

finance projects at low interest rates-6 percent plus a 1 percent DBP 

service fee. The proposal was shelved, but recently there has been renewed 

interest in the Ministry of Finance. In Its original form, th4 proposal 

might be viewed as a method of augmenting the capital base of the new 

credit authority and as a way of widening the institution's scope of 

operation. As discussed below, such funding, if obtained, would permit
 

the credit authority to establish two different credit windows, one for
 

bankable projects, the other for projects requiring concessionary terms.
 

The major danger in such an arrangement is that the government may
 

get committed to a program designed pirkriZy to benefit poorer juris

dictions. Social benefits aside, this would run contrary to the goal of
 

strengthening local government finances, promoting local autonomy, and
 

mobilizing more local government revenues. Some low income jurisdiction
 

assistance is possible under a credit authority, but it must be a secondary
 

rather than a guiding objective.
 

Sources ofitalizaton: Recommendations
 

The discussion above would seem to make it clear that with some
 

reallocation of resources already earmarked for the local government
 

sector, it will be possible to capitalize a specialized local government
 

credit authority. Moreover, this authority can be capitalized at a
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reasonable level, at least for the first few years. However, as noted above, q 

-- each. funding-souree-brings certain costs- and-benefi ts with-it.-Sound

public policy requires identifying those possibilities that bring us 

closest to the ultimate objectives of the reform: 0 

*stimulate th'e undertaking of capital projects, 

*encourage the initiation of income generating projects, 

-stimulate local government tax effort. , 

In a nutshell, the objective is to design a credit authority which promotes 

these three objectives and to finance the authority primarily from funds 

diverted from other local government activities. The diversions, however, 

should not come at the expense of capital project or tax effort stimulation. 

For example, if idle cash balances are converted to loans through a credit 

authority, there will be a net stimulative effect. If, on the other hand, 

the credit authority is capitalized from local revenues that would have '0 

been spent for _pital purposes, the credit authority will exert only a 

transfer effect within the local government sector. 

The proper choice of a financing scheme, then, turns out to be the 

key matter. Based on these considerations and a review of the options 

and the projected levels of funding over the three-year period 1981 through 

1983, we would recommend capitalizing the new authority from a combination 

of sources rather than from a single source. This approach provides the 0 

authority with a broader financial base, permits greater -lexibility in 

meeting future capital demands, and in all probability would be received 

This approach differs from the B.M. Villanueva proposal which recommended 
that the credit authority be funded from the undistrib,. ,d portion of the 
BIR Allotment and other unencumbered balances in the NaL- nal Treasury. 

J 0
 

(pi
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more 
favorably by local and Central Government officials than would a
 

plan for funding from a single source. The philosophy to this strategy
 

is that there is enough slack in each of the programs considered here to
 

allow for some reductions without great harm, but as the cuts are deeper,
 

unwanted local finance adjustments might be induced.
 

We recommend that the major source of continued funding be from a
 

share of regular Allotments. It was recomended In Chapter V that the
 

grant system be consolidated and suggested that the Allotment share be
 

set at about 30 percent uf collections. We would further recommend that
 

a share of this Consolidated Allotment be directed, annually, to 
the credit
 

authority.
 

Any specifics that we offer beyond this general proposal--about the
 

growth in Allotment or the necessary share--will be much more guesswork
 

than reasonable projections. Based on data supplied by MOB, we can estimate
 

that the Consolidated Allotment if fully distributed, would yield F3.9 billion
 

.n 1981 (f882 million in Specific Tax Allotment, f2.5 billion in BIR Allot

ment, and f618 million in National Tax Allotment). For the sake of illus
tration, we will hold this amount constant after 1981, and refer to it as
 

"Alternative A". 
 For comparative purposes, we will define an "Alternative B"
 

as a more stringent distribution of #1.5 billion (P882 million in Specific
 

Tax Allotment and P659 million in BIR Allotment), but will assume that the
 

amount distributed increases by 25 percent per year after 1981. 2 
These would
 

appear to be two rather extreme scenarios for the future distribution of
 

Central grants to local governments.
 

ISlnce we were unable to determine the exact Specific Tax Allotment
 
entitlemenr 
under the present system, we can but roughly estimate the

"equal yiLd" share of BIR collections under the proposed conso.Idated Allotment.
 

2Such growth would not be inconsistent with the announced government plan

to increase substantially the Allotments to local jurisdictions. According to
* 
 • 	 the MOB, the BIR Allotment will increase from F650.9 million in 1980 to f823.6
 
million in 1981, 
or by #172.7 million. The incremental increase in 1981-82 is
 
estimated to be 
some P205.9 million, and in 1982-83, an additional F257.4 million.
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In order to get some feel for the potential for capitalizing a
 

credit authority, assume that 10 percent of the Consolidated Allotment
 

flows to the credit authority. Under the more conservative distribution
 

assumed in Alternative B, funds sufficient to cover loan requirements are
 

generated (Table X-3). Under Alternative A, there are more resources
 

available to the authority but no growth in the annual contribution. In
 

the long-run, a scheme will have to be developed to guarantee both an
 

adequate amount and a regular flow of resources to the .,uthorlty.
 

In addition to Lhe Consolidated Allotment share, we would propose 

making use of the cash batances which local governments hold in banks. 

For the three year period, we recommend at total of P218 million. As noted 

in Table X-3, the contributed amount is to rise gradually from F50 million 

in the initial year to P98 million in the third year. Structuring the 

paid-in capital in this way should allow the bank or banks to comply with

out any serious short-term adjustments in their portfolios.
 

Under either assumption about the distribution and growth of the
 

Consolidated Allotment, this plan generates resources adequate to cover loan
 

requirements for our illustrative three year period (Table X-3). Beyond
 

this period, without further recourse to local government cash balances, a
 

shortfall could arise if the Allotment distribution is not allowed to increase
 

with BIR collections. This problem will be especially important in the early
 

years of the authority, when the volume of loan repayments will be low and
 

the default rate relatively high. There are a number of ways that such short

falls might be covered. One possibility Is Lo allocate a portion of the
 

Lnstead of setting aside or designating a specific amount of funds, 

an alternative is to allocate a fixed percentage of the bank cash balances 
directly to the authority. For example, the Banks could be required to 
place *218 million or no less than 25 percent of local government cash 
balances with the authority. 
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TAB.E X-3 

CAPITALIZAV!ON OF A CREDIT AUTHORITY: 

(in millions of current pesos)
 

1981 

Alternative A: Consolidated 
Allotment Held Constant at 
f1540 

150 

Alternative B: Consolidated 
Allotnint Crowth of 25 
Percent Per Year 

150 

Local Government Cash Balances 50 

Total Loan Requirements 200 

Shortfall under Alternative A ---

1981-1983
 

1982 1983
 

150 150
 

210 292 

70 98 

280 190 

60 142 
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Barangav .\llot-ment shares to the authority. Another i,;to increase tile 

Allotment share allocated to tile authority, but this mav bite too deeply
 

into general revenues of the local governments. An only slightly different 

approach would be to require an annual contribution (or share capital 

purchase) from each local government. Other, more traditional sources, 

e.g., local government employee pension funds, would not appear to be 

available for this purpose. Finally, loans could be curtailed, but this 

would be sel-defcating, i.e., why go to the trouble to create a credit 

authority and then not use it? A consideration of these alternatives, and 

their drawbacks. Ieads us back tLo the original funding propsal--a share 

of a more fully funded Allotment system and local government cash balances. 

Tile Problem of Reallocation
 

As noted above, capitalizing the authority primarily from a share of 

the Consolidated Allotment redukes the amount that would otherwise have 

been directly distributed to local governnents. More importantly, however, 

since these funds are presentlv distributed on -I formula basis, some juris

dictions will suffer a greater revenue loss than others. In particular, 

jurisdictions with greater land areas and larger populations, and those 

which have a better capac iy to absorb funding for 'apital projects will 

be the biggest losers. Loans to lot-al governments obviously will result 

in some redistribution, sin e we ,innot believe that the present or proposed 

Allotment formula is t re..isonblbIt wav to establish .lihibilitv to borrow 

and since tile loin a.ont: wil! hv co:icentrated on a relativt lv small number 

of jurisdictions. 

IWe est imated above .hat by 198I, about If)0 1,)ats could be made, tip 
from a total of ,tbout 100 in 19SI and 1982. rher, are more than 1600 local 
government jurisdictions. 
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The credit authority, then, will effect some redistribution of 

resources among local governments--and the redistribution of resources 

will be larger to the extent the credit authority's annual share of the 

consolidated Ailotment is larger. This raises the need for the authority 

to establish clear rules for the distribution of loans. Two possibilities 

are, (1) to use a formula approach, perhaps base!d on need, to target loans 

on lower income jurisdi.t ions; and (2) to allocate on a basis of repayment 

potential, merit of the project, and Iocai matching shares. We would 

recommend the sucond alternative, though we would caution against a totally 

ad hoc approach. 

To foc'uis on lower income jurisdiH'ions, with such a limited capital

ization ot the authority, is to invite a creater risk of default and to 

stimulate less addition.:l inaI splend ing and t.::ing than miglht otherwise 

be the case. With repect to tie latter, more populous and higher income 

jurisdictions appear to have more discretionary resources which might be 

directed to capital projects (Chapter 11), a greater pctential for tax 

revenue Increase (Chapters i1l, IV), and a greater potential for project 

impleme tat ion and financial siccess (Chapter VII). One should not enter 

the Frocess of developing a credit authoritv with the idea that it may 

primarily serve the poorest jurisdictions, ,nless he places the short-run 

equalization goal above that of strcngtilenini the financial participation 

of local govern.tcats in the development proess. At least for the present, 

the two goals are not fullv comi pat iblu. It is on this very point that a 

problem with the USAID capital ization proposal should have created difficulties. 
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This is not to say that all funds should be allocated to cities,
 

large municipalities, or to the wealthiest jurisdictions, or that
 

constraints should not be placed on the distribution of loans. Since
 

the 10 percent share of the Consolidated Allotment would be taken from
 

provinces, cities, and municipalities in the ratio of 28 percent, 44 percent
 

I 
and 28 pertent, loan ceilings of like percentage could be established. 

A similar rule might be tstablished for the 12 economic development regions. 

Io address tile possible redistribut ion of funds among regions of tile country, 

the authority might want to establi ish a simplt, rule that local governments 

in each region would have an opportunity to borrow an amount up to that 

which would have been allocated to tile region unuer the Consolidated Allot

ment, or according to some other gov.rnment criteria fo: tile regional 

distribution of funds. Within the region, however, loans would he allocated 

on a merit basis.
 

New L.ending Policies
 

Tile terms of lending to local governments might be adjusted for
 

two purposes. rhe first is to lower the "price" of borrowing. The sharp
 

decline in tile level of local governr.ent borrowing, from f189.2 million in 

1979 to f97.4 million iii1980, suggests that the current terms of repayment 

(7-10 years) and interest rates (16-18 percent) may he unmanageable for 

.any local governments. The second is to use the availability ot loan
 

funds to stimulate increments in local gou.ernment pending for capital
-.

projects. We would sugt.ost the following program as a method of achieving 

both objectives. 

1 Since cities recte.ive 2- percent of the total Allotment share, and 
since barangavs receive 10) peLrctnt, citie- receive 28 perct:nt of tile amount 

distributed to citie., , provinces, and municipal ities. lhe provincial and 

municipal sharc: are calculated in a similar fashion. 
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We recommend that the loan rate be set to vary inversely with the
 

amount of cash equity a local government has in the project. Moreover,
 

we recommiend lending rates that, at least in the initial years of the
 

authority, are set below the market rate of interest. While a specific
 

structure needs to be worked out in much greater detail, the general
 

approach t-ould be as described in Table X-4. 

The rationale for such a recommendation is quite straightforward. 

First, and m.ost important, the variable interest rate program provides 

all incentive for local governments to mobilize more resources for an 

equity contribution. That is. the greater the equity contribution, the 

lower the interest rate and the lower the loan service fee. Second, if 

the Authority is capitalized by funds originallv earmarked for local govern

ments (e.g., the AllotmeLnt and local government c;-sh balances), offering a 

below-market interest rate is justified since local governments are in
 

essence borrowing freom t'Cimselves. Third, since tile amount of loan coverage 

rises , th the percentage of equity, the risk of default decreases and a 

lower rate of interest is justified. Fourth, if local governments are per

mitted to borrow for non-revenue producing type projects (and V:(! would argue 

that this can be good public policy), loans for this purpose should bear 

a higher interest rate because of the greater risk of default.
 

The variable interest rate proposal ii not without problems. The 

most obvious disadvantage, as pointed out above, is that some redistribution 

(-f funds may take place among local government units. Those with large 

cash balances and rather buoyant economies will take advantage of the 
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TABLE X-4
 

ILLUSTRATIVE LENDING TERMS FOR A SPECIALIZED
 
LOCAL GOVERNMENT CREDIT AUTHORITY
 

(in percent)
 

S-e Lf-LUUi 


Cash Annual 

Equity Interest 


Rpau ired Rate 


15 10 

20 9 

25 8 

30 7 

35 6 

40 5 


Non-Revenue 

20 16 

25 15 

30 14 


35 13 

40 12 


4AUPdti ProJj-s
 

Loan 

Service 

--Fee- _ 


2 

2 

2 

2 

2 

2 


Produc ipnfgProj 

2 

1 

1 

1 

1 


Total Annual
 
Interest
 
Charge
 

12
 
11
 
10
 
9
 
8
 
7
 

cts
 

18
 
16
 
15
 
14
 
13
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incentives, while the poorer and less economically prosperous local
 

governments will be unable to do so. Thus, the Interest subsidy may
 

comc at the expense of some of these local governments. An undesirable
 

result such as this can be avoided to some extent, however, by allocating
 

a share of the credit institution's resources to the poorer jurisdictions. 

We address this possibility below. 

In addition to tile variable interest rate structure, we propose 

lengtheni:ng loan maturities for local government projects. A major 

weaknes, in the current credit inancing arrangement is tile rela

tively short priod of repayment for a number Of projects which are 

normally considered to be long-term investments- -that is, projects which 

have an expt. ted lie much greater than the duration of the loan. To 

remedy this i tuit ion the author it v should structure its loan repayment 

schedules to bt. more in line with the economically useful life of the 

projects which it linances. This would probably mean extending the period 

of .morti.:ation for projects like public markets and slaughterhouses to 

20 years. This practice should stimulate local government borrowing since
 

tile annual debt repayments are reduced, and because stretching out the 

amortization period increases the local government's calculated net borrowing 

capacity, i.e., its eligibility to borrow. 

A third recommendation is that apart from the type of self-liquidating
 

projects detailed In PD 752, the government should consider using the
 

credit authority to broaden the list of eligible investments to include
 

1As notet in 'hapter VII, the useful economic life of public markets 
and slaughterhouses is from 20 to 30 .ears. Loan maturities for local 
government projects are ot rnuch shorter duration. 
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certain non-revenue generating projects, i.e., to permit local governments
 

to assume general obligation debt. During the field interviews undertaken
 

in.connection.with this. study,.local officials emphasized-on numerous..,
 

occasions the importance of allowing for the financing of such projects.
 

Those most often mentioned were public office buildings, recreational
 

facilities, and road improvement projects. Assuming that the local juris

diction can meet some objective standards of creditworthiness (paying and
 

borrowing capacity), there seems little reason to exclude such projects
 

from credit financing.
 

Standards for Project Analysis
 

In a capital scarce country like the Philippines, a major responsibility
 

of the credit institution Is to develop its capacity to analyze the technical,
 

economic, and financial viability of proposed projects. Technical assistance
 

provided by the authority should also enhance the ability of local govern

ments to prepare and implement projects. To meet these objectives, the
 

credit authority should:
 

i. develop strict, but reasonable rules for approving 

loan applications, 

il. develop a staff with the technical skills to analyze, 
implement and monitor the success of investment projects, 

iii. develop the capacity to train and assist local government 
officials in the preparation and development of projects.
 

In developing these capacities the author.ty will overcome some of the
 

problems that have discouraged more local government borrowing.
 

http:author.ty
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The major task will be evaluating .oan applications, i.e., deter

mining whether proposed borrowings are somehow viable. Credit authorities 

usual ly require that certain conditions are met before granting loans to 

local governments. Among the more common ones are: (1) the legal 

atLthority to borrow; (2) proof of the economic soundness of the proposed 

project; (3) p,:oof of the capi tity of the borrower to rcpay; (4) liens of 

various kinds; 5 ) proof that the project will benetit t01 community; (6 

a matching financial contribution by the borrowing governrment . 'the 

qu,'stion at hand is whethvr .1 staff, ot neessary si. and competence, 

can be assembled tL (a) establ ish borrowing criteria, (b) ca rry out tt' 

necessary finn,'ial and projLc',t analysis, and (-) provide the ,,ppropriate 

technical assistance. 

We believu that in thc Philippine.s, a critical mass of talent dots 

exist, and i: the new authority carries the sart. civil servictl sl.isus s 

DBP and the Land Bank it ;hould have no diffIciilty in attracting qualified 

personn. 1. lience, the authoritv could hiv.'e a much better v.iLw of local 

governmn':t financial prob-.:s th.i now exists, and because of this 

expertise shou!d b, abILe to drast ica lly reduct, the tine necess.irv to gain 

loan approval. 

Some further ommont should be made about th,- re lationship bvtween 

tEie objective o0 providinc assistancu in thh. 'r-paration of proposals and 

feasibility studies and th,. n,-eds for ,oordinati,,n with MOF and M.GCD. 

Though ti- authority will 'it ;aonon it, :.i.1etnt opcraLiions.Iou. and 
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close cooperation with the Ministries will be essential, since MOF and 

MLGCD will continue to have sign-off powers. It woald make little sense
 

to develop an independent credir authority to hasten the borrowing process 

only to have it slowed down by misunderstandings and bureaucratic entangle

ments. .. ;CD and .XOF .membership on the Board of Directors is one step 

toward avoidi... suc! problems. Another is to clarify and simplify procedures 

at tl,, outset. In conjunction with the MOF and MLCIIC, the authority could 

establish a manual for project pr,.p !rE.ti-- 2.d 1. n.--app liz-a"-,, and perhaps 

could dcccntrailze its activities 	enough to permit local officials to avoid 

the numerous trips to Manila that 	 they cite as so burdensome. 

Administrative Cost
 

A cre4.L ath-Oritv will ot run on its capitalization alone. A target
 

of nearlv f900 million in loans in three :ears and perhaps as many as 200
 

new loans implies , staff of substantial size and quality. Moreover, the
 

newness of the efiort implies a substantial set-up cost, including an 

important training component.
 

The operat .o'n of the authority might be funded from four sources. 

First, a 1 or 2 percent add-on to 	the interest rat-2 could fund a substantial 

1 
portion of cos.s to t., authority. As noted in Table X-4, we propose a 

lower servir- charge for a larger equity contribution as another inducement 

for larger Itcal governmet alloat ios to revenue producing projects. The 

service charge does raise the cost of borrowing, but it must be remembered 

that under the present system there is a 1 percent service charge and an 

1This is the servicev charge amount used by DBP. 
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additional cost of preparing the feasibility study. In any case, the
 

resulting price of the loan, including the service charge, will be below
 

the market interest rate uider t,is proposal (see Tible X-4). Second, 

a charge ,ould be r-.ade for "extra" assistance in project preparation. 

Third, a Ct.ntral Government operating subsdy could be granted. Finally, 

if external assistance were sol icited, it could provide a substantial 

share of the initial set-up and training costs. 

Soft L-oans for Poor Jurisdict ions 

The primary purpose of the credit vithoritv is to generate local 

government spendi..g on capital projects and to encourage th.2 mobilization 

of additional local resources. There should be no backing away trom these 

primary object ives. Yet, there ,iv be a w;'y to providt: sori funds for 

poorer jurisdictions which can neither propost, economically viable projects 

nor satisfy even minimal equity parECc ipation or financial soundness criteria. 

Suppose in external donor, such as USAID, contributed to the capital

ization as had earlier been proposed. Some of these funds could be earmarked 

for a "soft-loan" w:indow where. poor,.r, Ial11:r units woold fieeligiblelocal 

for low interest,7low equity loans. This program ",'ould serve broader social 

purposes rather than the object ivts of the credit authority. Indeed, it is 

unlikely thit increases in tax effort or new inco:,e generating projects 

would emerge.
 

There are advantages to a se_.cond window approath. It does provide 

same measure of equal i.ct tfn and channels some resources to very poor 

jurisdictions. It ineviLably will strengthckn the capacity of participating 
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local governments to administer and manage their fiscal affairs. 
It permits 

lending for socially desirable projects that cannot meet cost recovery 

tests. Finally, another advantage is that some portion of the external. 

funding, and probably the majority, could be used to capitalize the bank

able loans window of the credit authority and to underwrite some of the
 

initial training eitforL. 

In one sense this discussion of equalization objectives is misleading. 

Nearly all of the jurisdictions we have been discussing are poor, most 

luvv heavy rural components and few can easily justify heavy debt obligations. 

Equalization objvctives may have much mcre to do with the kinds of projects 

being fin.uiced bv tie authority Certainly for non-revenut: Lent::ating 

projects--thos which may be most pro-poor--there may be dim prospects for 

justification in some cor.unitits. It is here that a second window approach 

may have important distributional effects. 
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SURVEY OF LOCAL GOVERNMFNI IDEVELOPMENT FINANCE INSTITUTIONS: 1972 

TABLE A- I 

I. 0ontrolled Pr~imarily by Cetral GbvftrTentA 

cutyInstitution 

Braizil Fa&ickl &'nd 
tut-lons for 
ties 

State 
Local 

rnsti-
Authori-

Struclz'prach 

Plultiple crudit inmti-
tutions * rither than a 
f.:.nqle rulti-wposl~e credit 
Instatut~oyn or bink. FAdi 
is orq~uzvd -Arte~y-
Naticxial State .and mx.sici-

Soujrceof Finance 

Dpndsz an instituticji
payrol tax, grants, 
savings &1xisits of 
*tAtp kInkq. 

Typ of Activitimi 

Corstutto of ho~uing
tmits and sewwp xpats. 
Oominzity planning,
techuical, assistance. 

irxint frasn 
r'sl I taix. 

joverrc-it 1my-

Colarbla -NatUonal Institute of 
.'jinepai tvimlqp-ent (1957)-
adwientdrliz.,d puiblic
service.* 

my] L'rIR&nI!7T-- loint financ
x1Ix; of I L~a! p'r.-1j:t5.
(fxi*vr-l. A-. xulnlcal) 
Dt~alqrUvrt Pro JectU I'Un

estubl:Mom 1£j irurtry of 
F1iuuiax- ftukk.d by thi 
PMrustry 
StlatA' S.1VU)Ilj! Ran9--loajn 
dirtN-.Iy wo muiwflli)lties. 

fickird of rir-_-ir .ri~r es 
budoot wul hl:. I'AA-r to itu-
tJl':rt:A Al i-r.ttiorus 
cirteatIr thin ' 5.OOO. Mn-
qer mr;"sbq for rnj.ag-
ni~t of Institution rrzbject

to uxntxol bry Cnntrollorship 
.:) Fijiance. 

Qj, rvwrons: a-ns frton 
Irnte:-Pmvxican Dalprn
Bank. Sp)c~ri tax on dis-
tilled srpirits qr.rnts fromi 
Otntral Canerrnt. set 
up with r airass from 
prwkeoessor crgia zauions. 

0onstrction and on cKxxtplo
tion amugrwent of water 
and sewtge system. Qspita&I
disbursaranta. 



ommt nstitutiom 

Cwt a Rica 	 National Water and Seage 
Servi-ce .tional1 LrtL-
tute of Housing and Ur-
banization0. Qsta 1ican 
Institute of EMorricity-
autoomrcus ajncies 
cromttd by Central govern-
rfft. Inst.tute of Munici-
pal Asisu-iand Ln vlap-, 
remt (1970) (IFNV 

France jxia~t and v1.pr njnt 
Bank (1b16) Sinkitu. RvirJ 
j1816) 

Greece 	 lon and ConigngRmt 
FuId of Greoce. 

APPENDIX TABLE Y-A-1 

s truture/proh 

Directing Council--ovall 
suprvision of Institute 
CU'FN). wcuUve lir ec-
tor-day-to-day mengmient. 
LUder NaUccxl Cxr:il of 
GoCburent. 

Autoxaos a"d public. 
tkukr direct stmervLsior 
of Parli1arnt. Jtm by 
Mnaging Director and 3 
Wirectors under qo rmnt,
Supervisory 	 Oxwtission. 

1joys adninistratie 
and financial atanam. 
Subic.-t to state policy 
ontmol and sumqrvision 
exercesad by .miister of 
fin.uwc and Orrnny 
CamU ttee. Cur flmncy 
CawmittLe-rdte of com
plwd itnurest. Nkninis
t 4 t&i Board-ecides 
borrowiq politcy, quality, 
quantity of investmeut 
al lorntmts. 

(CONT.) 

Source f Finae 

i tial ompital thrugh 
grant from National gov-
envmnt; Lmt frtm LAfi; 
liquor tams, interest 
frxn loans and investimnt; 
foes for non-cr dt serv-
i'cs; d T ists; grdtn; 
donations f mr . t.onal 
qournilnt. 

Cwi cxpital 	 forrm-0 by 
n.*:z built up frmi 
aperatun slurIzeos. 
O.ts1dc capital-furvil 
from Nmut xi SavLnqu Bank;
role ri bik for wurkers' 
social intl tutionq; Also 
bank for ckosits ird con-
slgnmnts. 

Own cmitale-so ly on-
sListing of reserves. 
O.tside capita]--Deposits 
by public bodes, from 
private corsiqnmts, 
interest chArges. 

W Of ctivities 

7inmm agents of nwudci
palities; Oetxal pur
d msing agency; tnadvcal 
assistane to amnLcipali
ties; Akftnisters nuiLici
pal public works. 

ns for koxuingo ocalL 
public ',crks, Cradit to 
industry, Agriculture and 
transqnrt. wo group of 
31 icdiry (x)zporatuans:
Societe cer.tral imroi iem 
do la C.asse des Lkpots
(SCIC); Societe centrale 
pour VeIuiFXTU du tarritore 
(S=-). Also Socmete d'otbs 
pour le deveoppefzmnt acoo
faque et Social (SEDES); 
Caisse d' aide a l'oquipaint 
&s collm:tiv'_tes lcrales 

Housing and 	building loans. 
Finance public works and 
tourist di qpnent. 



g ta Institutim 

ndokumia 	 loca ClpveI~rnt Banks-

1962, established by law 

25 L s-c for each 

province. 


Italy 	 Deposit and Cmdit Bank 
of ItL.2y (1863) Post Office 
Sa-vis F1-ik (1875) 
Autoncrucs .micilil and 
Pr'1x.cia. Crtvtt ?7v-tion 
(1899) 

Japan 	 Japanese' Fixnuux Corpxratiom 
of Local Public fnterprise 
(1957) 

Kenya 	 Local Goverment Loans 
Authority (1953)--Crdit 
institutions for local 
outhorities. National 
llugiirn Corqxr.iucr. 

'clc:vrrt and rxtn-
{tnz.-uio Authority 
(lERA). AMrican Lai. 

APPENDIX 	 TABLE X-A-1 

St_____________ 

Mwuoymd by 	 a Soard of 
mnaging directors and 
24rvicd by a Super-
visory conci1 su ct 
to control 	by Central
bank. 

rgans of Blini fall within 
x1.Uwtrnae of Trtasury
MKnistry-its mployces 
arxd ITeasury Pi,,istry 
Ln)I(JV .	 Autruxvy of 
Lxi'jzo!it and Credit Bank 

CorIxiratvin 	 is lc;a1 entity 
subnt.nt±.l!y establashed 
by 'm-rerut. %&Inof fi-
cial of Uirjrraucwo is 
Govemnor, 	 qtn.nto.d by
CorpLtent -nurUstA-r. Also 
t rd jrt;rs.-i 

A Statutory b-iard set 
tp by Keny4 yuvernnt. 
Minaoment in hands of 
civil servants of Ministry 
of Lo.al GoveurnWan3t. 

(CONT.) 

Scurmw of Finding 

Fro locral 	 gomrrm ts 
amd/or local go ernvmnt 
enterprises, deposits of 
private business and 
individuals. 

Capita! resouresq - It 
up reberves. Cutide 
c~pital--abligatory de-
posits: nx1s dkt ositd 
by publc irititutims; 
postal s.vWrns. 

own c pital all pr,-idod 
by Central povernurmt. 
OCttde capital-securities 
issues-"iubllc subscription 
aid clced sukocript-on. 

Cbmtvnxd operatcions 
w.l1 grant from DRA. 
Local authority surplus 
firds or short-term 
dpcsit. 

T of Activitie 

Tom to Priducito sector,
 
bqxxt ator and oWar
 
areas.
 

Loans for public works, to 
bodies e"&god in drai-M,
land inrom mont, reclamation, 
irrgatim , water suplies 
for ruvtstry and hydraulic 
enuirrtng p3ect.s. 

Provide st"iort to local 
authoriues in fields of 
their firwxuns and bzrd 
issues. Prumotion and 
stly of funds to local 
public enterpribs. Toans
long to-m: advance loans 
prmcediny issue of bonds: 
short term. 

Loan rromy 	 for ea ge and 
water suj~lies, road works, 
admimstrative of fix-s, health 
centers, road mklng plant 
mnd equipnnt, staff homusing, 
mzrkts, street lighting. 
Ling-term, anvdiu-term loanst 
tarpordry loans. 

http:subnt.nt


onty Institution 

Niger 	 Niger Lcal Authorities' 
Loans Board (OCPL), (1962)-
by law of govpzTnmnt. 

Novy 	 ftzucip l Dank of Norway
(1926)-a state bank. 

Prtugal 	 General Deposit, Crtdit 
ond Provident Bank*--law 
of 1876. Pcrtugri-
Savings Bank (18F.0). 
Natiorid Credit FAid 
(1929) (No') 

APPENDIX TABLE X-A-I 


Stuture/ roac 

Public financial establish-
snt posacawd own legal
status and financial 
autonany. Run by a Bowrd. 
hdIrmiM of ItIrd cnpiow*red 

to do everything for m iage-
,rent and exa-utuaon of rtcolu-
tions of Board. 

Stuv-rvif-d by PMnustry of 
Flnanun. [)ird of nirt-c-
tors-Parli.ur.nt h'w-t s 
Currnan. Ili--Iy 
Man qir~q Dirzt-or. 

Bank (OD&P) has arninis-
tratu and financial 
autonrmy. Uder supervision 
of Minister of Firans. 
Includes Cotral and 
mcillmry cdjktrtinLs. 
Ani I 14ry--rsists of 
rNational Credlt Ftld and 
National Provident Fund. 

(CONT.)
 

Souroe ot Finance y of ActLvitle 

Starting with state grant. Grant loans tocorporate
Annual ontributio, from pablic-law bodies. 
teritarial units. Loans Assistance in form of Di.rect 
fmru bank and credit Credit and Gaarntees. Teens 
orVinizations, fore.ign aid for: water upply, aanita
funds. tion, transport, education, 

health, electricity. 

Own resources-oxunation Send money to -.miicp4plities,

Fund provukid by State; port authoritie. ' For
 
Raerp Fe-Fndln's sur- electricity and wbter suppLie

p' v.itrin- FLM-.- Fducation, hmpit.la.
 :: QTnIn 
Iwxr,'k, dNl hrtion from 
each irlividual 1cm. State 
fi-, -- provxded to Bank. 

w d"trinte Puwld-a 
general aryd a spexial one. 

Wery large .r . -pta Subscripions to public debt 
s:qht .and Um! tk-dposit3. mcurities, Tredury Bonuds
Djxx-;ts of pibl1i- Ux s; Dwlqpmnthu and National 
a.ntrxlzrd furLn of vrivate prormissory notes. Mta)ority
wetnr qoxial securlty .ysten.of loans to private sm-tor 

for l;ri:ulture and Industry 
thrvugh IXF. Mtrtg e crtdits 
and lvweas against securi
ties provided. Loins for 
%ratmr, housingmletriaity,tr-tnsport, tow plannJng. 

http:hmpit.la
http:tors-Parli.ur.nt


Institution 

Spain 	 1ccal credit Bank of Spain 

(1925). Nationalized in 

1962. 4ow a public law 

boey with Juridical perso-
"xLIty and full anWtL"r' 
under KMiusury of rinne. 
?djcu-'rp.n 	 .drm Uq-'Tht"m 
Credit Institute (MWCIT). 

't4iland velqrrrlt -Lvd of 

Thailad (1955). 


Turkey he Provinces Bank of Tirkey. 

APPENDIX TABLE X-A-l 

Stuture/Aroach 

Reqxsibility for Ba* 
investments 	 in Ministry of 
Firanwe through (poMLL!).
Orqws-Pn-1s(lent, .mang-
inq Diroctor0 Baird of 
Druct£rs, La .uutaw. Corn-
Mlittmw. ,'Jp)rr)riwtio of 
profiLtJ-m±, j- byJ 

Mrustry of Fhnurk,.. 


C-opxirativ. savrijs society 
of lcaxl geow Lmt units, 
comprinmnj 	 tnicipkil IX-
velopqmit Faid (KF), -.ni-
tary Ditricts b%'Iqimt 
fMrul (!;DF) ,uH' |'.'i,'i..l 

.ux! (IT). LUdk'r juris
diction of pkritm-n, of 
Local &du'~rcn 

A :;LtA.e :nstituUomc. 
GCo.ral m-,mot of r.hre-
holckrs , ,)rxvo-j bLdv.r 
sht. i sd.utuv~u,-s, 
rite of i rcu.rst duri munk 
chsrT*s ck, travd IV
Board of Dir,-tors. 

(CONT.) 

SOzce at Finanre 

All stock owned by State. 
Issue bonds 	 initially. Now 
nemssary funds obtained 
frun Public 	 ,rr-sUry throug 
(M&.L2l). FN-0s via: isue 
of fixod-irkjtest rocuiu.es; 
Trbasu-y ,m'adr', lownnn fromn 
foreign orbtauznticms xd 
f rum [L*;nk od S.±n, intl!r-

ruonItirl '.di t instituti ois. 

rI.xaq trnf etbm r rn.uci-
palities. Differ,,.r, L-twax 
borrm-nng and lendiriv rates. 
5% cf annuxi repue of local 
authoities to be r -ervedin 
Rind. 

Authorized capital 
frum provnJces, villages

mdraincipalities. Per-
cent,;e of -%nnual rrvuiues 
of nvucipalities wd al hoc 
Prom.r.d vuusratjx
p[n-xt.'qe of rvOt n-VWOMA.. 
Prregis fron real estate 
trx: iALrcc.iqe of IAinku 
net reruvc.:- ftnds I ren 
sale of pmp.rty, ,jr.ts,
loans frn qx-cal fund of 
Ministry. (llcctlons from 
a rurtb.r of taxs 3xM duties-
Tax on Automouve Transport.S tate subsidies. 

TYP of Activities 

Stimate developziut ard 
progrss of 	pubLic-law 
entities, provide finanial 
and tMhnic& assistn=e. 
Fomnm of assistance: 
Op(-"ng of cr~ilits, Oover
slir of dkLbts, advise local 
authwities on urbin planing 
and wpMrUirr:nt. loans for 

wate r, tran:rt, education,
 
Lvailding, fire w.arvwvs,
toutrist davclqxmnt. 

Loww fur p.ublic utilities 
For fr,-uh-foud mrkets, 
offio buildings, elec
tricity, witer stT4ly. 

C ief function is tO act as 
a financial 	 institutlm 
Dctending of loans to re
gicrial authorities, 
m'iuci- dities, villages fr 
iflvestm-int prtxgrmw. Pro
pare plans and projects for 
works. ?t.hnic l assi.stance. 
LoIrs---drinung wuter, 
el ctrification, public 
utility services. 

http:rocuiu.es


uited King-
dom of Creat 
Britain and 
.rhirn 
I re hd 

tkted 
Wpublic 
of Tnonia 

Zimbia 

Irzitutian 

r-ublic works Loan bord 

Yixa. Oovermnt Lemn 
Bord of Thnzania (1965) 

Zarbia Hmsing Board 
(1926). local Authorities 
Loan 3oard ip to 1;6'?--i 
oprsted by Anistry. 

AIlENDIX TAI.E X-A-I (CONT.) 

Str1tUt/ yroach Snuea of Firance 

9ord of niractrs appointed Board draws mney fron 
y Sovereign. Secretary to Ebxrhmqr via Lo-a1 Loans 

cmnissionrs appointed by Fwbd. ND equity cApit~Al 
r Minister allox.~ to or debt cpfital. 

trAxn5&t business ciOnCXvuiB-
=ion*r' behai f, 

Board appointed by ?tnrlter Pinawe frum LoT-n Fund & 
respunsible for local govrn- CLss Fund cornMsts of 30% 
ment aff.ir. 	 of produe; cess levied an 

four crzps. A.In from 
focal Government tk'its 
Fund. 

wbers of Board appointed Estdb!ish grant from 
by Local Govurrwent and gvernment. Grant funds 
Ikbusing minister. Dawrd as annual apprtations 
ei~aq red to detennire con- from Central Gover .nnt. 
ditiarn of servioe. Advisory 
to finister 

of Activitime 

aww to loal authoriti s 
geerally unde sre t 
strict-ions. Wane to hmo-
Ing associatiors and 
fishery hartours-rarely 
givv. Also to school 
bii lding. 

foiva, adinister and 
invest funds of Board. 
Lend fuinds for provision 
of developmrint works and 
scrvice. Provide finan
cial dssistunc to lcal 

Kuhritir~s. LDnas
eduucon, helth, fire 
W"zvIces. imrkets, roads. 

High- ind e iim-density 
hrusiiq ion, loans for 
aerial surveys, electrical 
wirinq, irtrovment for 
oW housing. DI -Ct 
Building Orgnization
amnstr uctn work. 
Proasptiis for constru-tia 
of d qllinq id hxLusing 
schwes. 



APPENDIX TABLE X-A-I (CONT.) 

11. Crdit Institutlons ontrolled Primarily b Weal Cavernmmta 

Countr Institution Structure/f Swc~ae o ?rana lym of Activit teAustria Central Savings Benk Bank is a juridical pera
of the 14%ficpality 	

Own capital -allocati to C mural-bmrefit activities:sui genris &rd to be reserve fr m annualof Vunna-resolution 	 profit. achol and youth savings,regarded as belonging to Otside funds-savingsto set utp-1905. 	 aucation in savings, socialprivate sector-self- deposits; "OCJdr dkositA*- tasks, prxmotion occuaticnalcontained institution credit institutionsidcpendent in rnunugmet fixod-dto dposits; 
deposits, 	 training, pr'::tion of trade, 

and Bor-	 science, arts. Accuul ton-tivities. Akiinis- rowed furds." of deposits: Savings businesstrativ Bourd-six mnxgTbrrs. O=mTrcll crofit busi s: 
for mu1l aidnrdji sized
t.radrs, private individuals. 
lxbnq-tenn credit business: 
housing and local-autharity 
fn rkv . Services: wide 
ranle-sex-urities xmmssion 
business, buyuyl and selling
of foreign exchange. 

n e s 

Belgium ftnicipal credit Bank State takes
of Belgium 1960)-

'o part in 	 Km9iciaplities and provinces long azd mditsn term loansrunning of HAn, ror in subscribed to i-nk's shares-7Pl~er of capital to 	 for sewarp, drinking water4goinmt of Amy mr- Capital to]c, authorities. 	 set up Bank. supplies, trtrjene,ters. n.nexI- rxvtirg 	 puillcOutside capital-cash health, prm-incial andcf sharn!Lw.rs .qproves vcec.yrs or certificates mmicitpil buildings. Also,.;tee,, -;hp.n jiv! profit rnnirv; for redhun #.erm: all otth.r services eqpectadwml loss .&,vnt. !krd s.dl Uxi .ledim size say- frmn a Bank.f.=ys unlj .,.;t. .t ir- inqs; interest on silht andvSory !"l-rd s3qjurviion tirt scxcntz offered tomtr all trwiu.vtinrLs. local .ut-x'rities. 
Demark DL-ish Miicipal Pension Intferrtc pl fu.!Punrl (19 29 )-arrange (tj'nslon) 4.1:lt-y CoV.d 	

Own Cipital-Share c.4ital A pmisan institution
Ctstsid CaPit-l--,m.rumsrflci pentsion 	 for municipalities; aad rin by municipaiztjes. P-id by -miicliiutes and credit institution also.lialilites on insurace Iotit lon is autnx"uus. arilny).e.

basis.
 

http:sharn!Lw.rs


frryIstttinSrgtieApo 

Norway 	 Noregian municipal 
Pension Fund (KIP)
(1949) -founded with 
approval of Central 
Go%%tv.mnt. 

I11. credit InstituLions with Mixed Oontrol 

Citry Lstt.ion 

Austrida 	 Austrian M4micipal Credit 
Conixny for Developent 
of :rdustrial sites (1959). 

Cnadd Alkerta Mmicipal Financ-
inq COrportion (1956) 

A V2) 

APPENDIX TABLE X-A-l 


Legal entity in its ewn 
right-inteanicipal 
matual pension fund. 
Board of Directors hAs 

five m3rb.rs. Ministry 
of Municipal Affairs and 

Labor approv KIP's 

accrunts. Close collabo-
ration with Mzicipal Bank 
of ?kxway. 

(O~ntr,,l Cov-_,,rn., local 

Structure/P4roach 

Cerner,,l ,me,.Ling of shire-
holrkers--dcxclks an us to 
uhich rt:t profit is to be 
put. S,-xerniry Board-
suli rvisos bisness 
s-tiviuecs of cOxpi-uy. 

Shareholders cf Corporation 

mret. Approval cf share-

holders not required fer 

any orrowincs of corpora-
tion. rk',,rd of Directors-
sev'n mmurdis. 

(CONT.)
 

Scrce of Finance lype Of kcivitias 

From mu-pal emplyers [in granted to mumricipali
aid pdrt also from amplayees. ties, counties awy mudcipal 

institutions thich are 
mbrs of KIP. Ioans for: 
Scho l buildings, residenoes, 
electricity, hospitals, water 
supply, inJdustry, const.ruc
ton of rams, bridges and 
quays. 

authorities, ad other institutions) 

Source of rinan"e Tp of Activities 

Shaes of c.qpany tirely Provisicn of lcng term loans 
inhands of finmncidl insti- for financing of site dne1lp
tutions. Uins from EP rent work for ,ncstry and 
Fund (counter-pIrt funds of construction of fatory
under form r rshiu Plan). buildings. 
RTx ie-s c,%pit, funds fran 
share holders on norm)l 
nrulet terms. 

SMhare capit,-I 	 rtcresonted by Lnans to Municipalities for 
5000 registerdJ shires. AMFr any capital project. ftis 
his rcurse to pablic bond for school boards and hospital
issues. Alber-t's shlure of boards provicod by corpora
fund established uler Cnada tion.
 
Pension P)an. MWF may issue
 
securities.
 



APPENDIX TABUI. X-A-1 (CONT.) 

Conty ntitution Structure/pproc So oe of Finance 7h of Ativities 

Wldrmik iicipdil Cre~dit 
Association of 

mviakof 

Squprr authori ty is Ik'iird 
of Directors. ktencimvnt 

by-ldw~s &,eicded by' 
Board mis~t bp apprvd by 
Minister of 1k171 Alffair-I. 

Every borrowr pays 1% of Lon-tarm &%dire iw-ce=~ 
principal of loan to resrve loaxis to local authoities 
fund2 and also cntzibution of and to public utilities. 
1 per illc Of principal Principal objL-ta of cur
ceviry six nths. Cktside runt loazns-eduectan, 
Cmpital-issswi of deb-nture mL-aercoge and cleaning~ sys
bonds "m tzp."- orn&r twiri, district htusting, 
pay I of It of principasl to auIJuiaitixi of sites5,
resex±-v, fun~d. Ixislbo for itaur.rks. C-aperatcrn 
cisswintiri to le,.y c)-ot- with Qatrai1 Govev rents 
ordinary taxes5. oub r-,cyclical po~licy. 

Facil1ity for kxrbd holders 
to r"oitcr lcal orvdit 
i!liitituticfl bkxL- with asso
Clit-lun. 

JII.dral 
1':L. 

C!:w~r~y 

Gaun~n Central Giro 
Inistitat-on-Gernm ~ *palIcik 11b). 

F:.n- ! v -%si'sP...!k 
f13.oor xart o~f 

t i ',;Pank 

an'! C! .Irln') Astnjula-
Lion. 

Ceneral .4tng-approved 
o! annual dcp~~ut, ht&-e 

-evet with pot iJ1i 
azxoUtnt, Uti I:Zatiri of 
asvs '±Utrbiuofi of' net 
prt arnd (M-.2r-ujc (, 
lo.-"j. f'r of irt-:-

4Lr--4vx. .. "ti 

Frmi funids of Gerrvn 
Scsvinvs [3nk and Clearing
Ms atr.Osl 
Cpitl---irp1=i liquid 
ftrds n! rt~ic&l crvd!it 

It.tuUcns *Y!ntres. 

Grr.vnrim-rt loanIS to corpora
t-icrs 4and ot~Ir law boies,
adUn±stirat-ois Of surplus 
2iuid fuids, co--IA~xtix 
in isstx: of fore ign loins, 
pxrf'ornn all iiuk-,i funo
tionhi. 

Of' 
!Y't~~li~llC!trans.UA-im 

Ikuk. 

cauP -WU 14 Ga6UuitL'1 Institute 
of Minicl;ptl Devcp-
mzjt. (1957). 

Cr*l o. ni't.u1Pevenue 
havei.liii,!Vr.-

sxikor.it.1.' !..ty in intt~utes 
iad affair!s. !ioazd (1 
Dircctor-tr ntio*1'rs. 

fran special &kity 
(.r liquar. (1ntrdil govern-
nrent Lrxm!s Issued to raise 
a-pit,"' of Irstituti. Tax 
con al~x~holic krveragccs. 
Proxnrtloni of annual Centra] 
quoes-Vwr'nt Cq- :i±L kxtikct 
for construction of ipublic 
wor-k-i; *~iratincy*juzllua 
provides (wxin; tc'roxry 
use of procda frcmn ui.es. 

mike loans to firwxv.e muici
pailit-ies, public workcs and 
services: disa~tit bills or 
notes of mnziciplities. 
itias rNw.rly for-mirkets, 
pavini. sewau poe dis
trikztion. It is a QTmstruc
thi .s;enLy: also d prarMticri 
auvi ur-jaruz.tional jcpitm-y. 
1f'untuons ilinqr~ with per-
Miinil akruistraLilxi. 



flcndluras 

Iz'stitutln 

AmcAmmaLis mumici-
polities 
Bank of lkhdurns (1961). 

Israel Bank of Israeli Tccal 
Aulirities (1954). 

Netherlands Henk for Netherlands 
nkmiciplities (1914)-

prr:.isin of credit 
:'or mmicipadities. 

APPENDIX TABI.E X-A-I 

Strctue/7prxmch 

Presidnt-dTF inted by
President of ItepublIc 
Board of Dirt ors-
guides and directs 
pol icy of Bink as to its 
functions. M.inler rm-
srxnsibie for ,oxwution
of bu.xlt, dir-cvtion of 
uperduoms. fiank hLis 
lc'4. !xrsxonzIaity. 

General meting appo.s 
Lmdde sheet and profit 
and lc-ss account and 
, otCv±j distriLbuton of 
dividids for the year. 
Oantr,± ral n, apxn tedmajr 
by llciird of Director'i. 

Suprtmmt autlrrity ,,sted 
in 9Crneral meeury; of 
shar,,hold.rs. !IA.ird of 
DxrLc.'r--u-nv,±ie-; 

imanesLnt. 

(CONT.) 

Smre of Finance 

Original c-apit41l-grnt
frum Ontrl cloverrrnt.. 
Bonds have IK4n is. od. 
eosits of . tvucipdlitie6. 

Isstu preferri,1 &M Ccm-cm 
stcL*. 

Authorized capital can-
sisLing of ordinary shares. 
Wposits by goveinwnrts 
and banks. 

Own capitil-share capital
axd reserves not of rujor
sLgnific4tntx. Bcrd and 
savLns txnr! inm-s for 
t.rr'o-t-x tm l. Qn-
clt i iM 1c ns withi [xnsion 
funds, inircc. tn!iu es, 
savinLqs Lin.s, etc. T-,i 
and sight (L4WSItS of Ioc41 
authorltieU!. 

?y of ?ctIvites 

Desitcry for fL.wid, boLnis,
scurities of all classes 
belonging to MtIcipalitiesi 
financing organization for 
public works; prmxte in
vest-nt spirit; xn-ordinate 
ec,t-xuc ad financial 
activities of municipalities 
with exwrimic policy of state; 
purchasim! arpmt for tstuip
mlint n'eedM ty imnkiciplx

tjj-,. Iiku-Ls-drports,
 
nIT'ket-., el,---ricity, ste
 

GrLit !an,4 term bons to 
1Minicuidiues, local ind 
rutlional a.ntkrities and 
othr pLblic- lnstituotl s in 
local dutitJrity .ectr. 
Loans for--educatio, public 
works, clinics and public 
Inst-itut-ims. "n criteria
develop and establish new 
urbin centres. 

Leng and MiJdul term loans 
for public wxrks, land 
for IrusLgj, streets, 
indus-'y, etc. Ikink is 
ca-.her of local autLorities. 
Assist qwent.nts Counter
cyclical poli cy. 
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APPENDIX TABLE X-A-I (CONT.) 

CotyIntitution Struture/kproach Source of Finanoe 7A of ActivItiam 

Swdc micipal avdit 
Qr-p-iy of 9wedn 

Mi assor.ition of lcal 
savieg]s bainks in fain c'f 
a birtited liability co~riyV. 
Pcwrs um)dfl---orflji ities 
Of MUnUiqt !L..t Cei1±h 

Shekre cdpita1I not of arty 
gruat signifi,.;dme. Cutside 
cdpitMI-ir 1 isstzvo quotedi 
eiv-c dealt in i~ :ACjL* 
xditrrn. 

7b met locra authorities' 
credit requirtmnts. a>
ci rdtcr in stuactural 
x-d counter cyclical 
policy Of qvennnt. 

by Do'."r of 0irjkuny. 

VAawzula Fo~uidtion fo.- flbwtnity 
4'nd k~nicipail rivf-]cpv-nt 
(1962)-proit credit to 

rxi.vil Of flrntrp 
ia-

pays. ?--11 
IT.t~ 

lhity CptdO.-b-
tUrs frurN(ritrail 
MIAidtClt,T~t. Ii C.pita:-frrn 

Kisist in raising financial 
ack*rn-autO ftPA-j .UV legal 
urp-teni~ of loczal govern

I'trucip.x] gmeArrflnoL. L~.-.Lr *.1 .411TIzn.'s tBiA!'; qraiiu; f rt Ornitral rri;provide lenddikle 
wr.nual IidIoIct. P.tL.ft 'enrst.furYL~ tro Cu1T-znatifS.
prujIdre prjv!,d 

in*lrLqrt. 
WO Y-t Special RMz for .xontribui-

UOOLWSto Crmtrmuty 

Stilate incipient aCtivity 
o at(irdh~lty aCUOn. 

Source. fri±ted Nations, Cn'~it InstItIons for £-.AI Authorities. Nnw York, New York: Utatd Nations Pubiication, 1972. 
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in terms of what they can or must budget for certain, specified functions.
 

While this practice, In theory, anhances the direction which the Central
 

Government can give, it markedly reduces r!-.discretion which local govern

ments have in determining the size and makeup of their budgets. It would seem
 

to follow, then, that local goveniments may not be held completely account

able for failing to respond to fiscal crises.
 

A useful concept for evaluating the ability of a government to respond
 

to fiscal difficulties is that of "controllability." If the bulk of expenditures
 

in a budget cannot be controlled by the pub.ic body but instead are essentially
 

a number of problems arise: (a) the flexibility
"determined" by outside for.ces, 


of the local government to respond to particular circumstances is limited, and
 

(b) the local government feels much less accountable for its fiscal actions.
 

If revenue bases are narrowly prescribed and tax rate ceilings and the base
 

coverage are fixed, the options for fiscal response are further narrowed.
 

In fact, the budgets of local governmew:s in the Philippines are quite
 

The restrictions
substantially affected by Central Government mandates. 


include:
 

Statutory Reserve: Two percent of estimated revenues from
 

regular sources must be he]d in reserve to cover unforeseen
 

circumstances.
 

Election Reserve: 
 Under the Election Code, contributions
 

to election expenses are on the basis of one-third from
 

the National Government, one-third from provincial govern

ments and one-third from the city or municipal government.
 

To insure that these moni-a are available for elections,
 

an election reserve based on 1/4 of t'ne local election
 

costs from the previous election must be set aside.
 

Infrastructure Fund Transfer: Between 8 and 12 percent
 

of annual net income in the General Fund must -t trans

ferred to the Infrastructure Fund.
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Aid to Hospitals: From 5 to 
7 percent of net income is to
be set aside as a conl:ribution to the provision of hospital

services within province3.
 

M rated National Police (INP): 
 Since the issLar:e of PD 632,
localpoi-ce and flre protect-"on has been supported hy a
uniform contribution of i8 percent of total General
income from regular sources. 
md
 

The INP is centrally administered; however, at least some 
localities find that it is
 necessary to supplement this 18 percent contribution rate

periodically as 
local needs arise.
 

Barangay Development Fund: In conjuaction with the strenghening of the barangay as an additional layer of government,

each municipality, city and province makes 
an allocation
from the General Fund. 
 The amount transferred is not to
exceed P500 per year pur barangay and, while there is 
not
 a statutory ininimum, our investigation into the accounts
of localities suggest that nearly all 
local governments
 
are making some contribution.
 

Twenty Percent Development Fund: 
 As mentioned above, 20
percent of the BIR Allotment to the General Fund is to be
set aside for "development projects". 
While the previously
listed types of projects qualify for inclusion, the final
two items in that list--training programs for government
employees and "other projects based on lo( I priorities"-
allow for considerable flexibility within this requirement.
By the saw2 token, more flexibility is given to the approving agency, the MLGCD in this case. 
 Numerous local juris
dictions have utilized significant proportions of their
20 percent Development Fund 
to support the Barangay

Brigade Program, even 
though such expenditures are not 
strictly capital investments. 

Persoriel Expenditures: 
 There are several restrictions
 
placed on 
personnel expenditures of 
local governments. one
overriding restriction is that 
total annual appropriations

on wages and salaries of all local government employeps
are not to exceed 45 percent of total annual income 
.rom
regular sources 
in first and second class jurisdictions

(55 percent in jurisdictions lower than second class).1
 

Jurisdi-tions are classified according to the amount of revenue
 
collected.
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This 1imiti°ion does not include saL-iries and wages 
. . . of-public-' %hoc -off icals-and-employees employees-,

,,of hospital!,-p, health and agricultural services, public
 
upilities,'markets and slaughterhouses, or other economic
 
enterprises operated by the jurisdiction. Emergency
 
cost-of-living allowances are also excluded. The Secretary
 
of Finance can authorize appropriations which exceed
 
these limits in exceptional cases. Another constraining
 
provision concerns salaries. Salary ranges for differ
ent job titles are set by the Central Government although
 
individual jurisdictions can pay the lower bounds in cases
 
of extenuating circumstances. Likewise, some local govern
meats with available resources have paid a bonus, e.g., some
 
local governments in Iloilo (in 1979) paid "thirteenth month"
 
salailes, thus effectively providing an 8.3 percent increase
 
in p~y. Nevertheless, the imposition of salary scales from
 
the national level obviousy.decreases the budgetary flexi
bility of a locality, since itiJmakes it difficult to respond
 
to labor market conditions that might be particular to the
 
local area.
 

In summary, up to 37 percent of General Fund revenues are earmarked
 

for statutory reserves, Infrastructure Fund transfer, aid to hospitals,
 

and the integrated national police. Additional reserves for elections
 

increase this percentage slightly, as does the decision as to how much
 

to transfer to the Barangay Development Fund. Budgetary discretion
 

will be further limited by the 20 percent restriction placed on the use
 

of the BIR A.lotment. If the Allotment accounts for 25 percent of General
 

Fund revenues (a relatively low share), then the use of up to 42 percent of
 

General Fund revenues is in some way restricted.
 

Local government autonomy in the Philippines, it would appear, is
 

quite limited.
 

if 
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The Fiscal Performance of Philippine Local Governments
 

The measurement of fiscal performance calls for developing an objec

tive index of how well local governments are doing their job. Even in
 

countries where data are readily available, however, this turns out to be
 

a very subjective matter. On the expenditure side, there is the problem
 

of not being able to measure public sector,output which in turn prohibits
 

direct measurement of the efficiency of government operations, the pro

ductivity of governpment workers orthe quality of public services provided.
 

We can do little more than speculate about these important Issues. On the
 

revenue side, good measures of the potential taxable base (e.g., the amount
 

of Income above subsistence, the full market value of property, etc.) can

not be made, hence, evaluation of revenue effort and collection efficiency
 

is more qualified than we would like. In sum, we cannot say, in any nor

mative sense, how well a government is spending its budget or taxing its
 

base. Where this leads most analysts, us Included, is to try and infer
 

fiscal performance from measurement of actual fiscal outcomes, for example,
 

deviations from "normal" revenue and expenditure patterns, fiscal surpluses
 

and deficits, and tax effort.
 

Before turning to these analyses, we should caution once more about
 

the limitations in the data and In the approach taken. The measurement of
 

fiscal outcomes is complicated in the Philippines by the absence of comparable,
 

IAt a time when many U.S. cities are facing serious fi'ainclal shortfalls,
 

and some have actually defaulted on their debt obllgations, th&\U.S. govern

ment is unable to decide what constitutes a "distressed" city. 'or discus

slons of this, see James W. Fossett and Richard P. Nathan, "The Prospects
 
for Urban Revival," and Roy Bahl, "The Next Decade In State and Local Govern

ment Finance: A Period of Adjustment," both in Urban Government Finance, 

Emer;lends, edited by Roy Bahl (3everly Hills: Sage Publications, 1981). 
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current data. The local government financial statistics used here were
 

taken from a,,dited financi,,l reports tr,,m the' Commission on Audit 

(COA) . Unfor unat olv . the. latest av.i ilable informat ion is for FY 1977, 

hence, recelt Linportant trend.; ind deve lopment. s are not observable. Thuis 

is an tunfortunate data limitation. but ont, that we had no way of getting 

around. Anotier limitation is the breadth of the data used. Ideally, we 

would have a 1of percent -ample of local governments but time and resource 

constrain~ts would not pet-mit. Instead, the COA data have been compiled 

for selected municipalities--those in the Pr.vinces of Albay, Bulacan, 

Iloilo and Sorsogon--and for all chartered cities outside Metropolitan 

anila. IWlile tht-se data provide considerable insight into the composi

tion of revenues and expendit ur.s, they do not constitute a random sample 

and thus conclusions must be limited to the domain of this "sample". 2 In 

the section below, we exanine the variability within this sample and the 

comparabiliy htwen this sample and the rest of the Philippines. 

A supplementary, and mort, detaile" .. aalvsis of some aspects of finan

cial performance--particularly the measurement of budgetary surplus and 

deflcit--tequired consicerable field work. Time and resource constraints 

limited this sample ro only 15 municipalitie., in Iloilo, Albay and Bulacan 

plus the Cities of Legaspi and Iloilo. In those cases, data f ,r the more 

recent 1978-1979 period were available. 

IThe municipalities of Jordan, New Valencia and San Miguel, in Iloilo 

Province, and Casiguran ard "orsogon in Sorsogon Province were excluded from 
the sample since the data wert not available from COA. Appendix II-A contains 
a listing of the jurisdictions included in our sample. 

2The sample was chosen with the advice of the PIDS Project Directors,
 
using criteria such as accessibility, willingness to cooperate, and variation
 
in income level, economic structure, and quality of financial administration. 
Some of these criteria may themselves ensure a bias. 
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Variations in Socio-Economic Structure 

Fiscal performance and potential is in some measure related to the 

socio-economic and demographic makeup oi a jurisdiction. Tile proper place 

to begin this analysis is with a description of the variations among juris

dictions in the sample under study here, and with a discussion about the 

representativeness of this sample relative to the rest of tile nation. We 

have focused on personal income, level and distribut ion, population size and 

growth rate, and urban i.'ut ion. As always, there are data problems, but they 

are not so severe that a reasonablc profile of commnunity characteristlcs 

cannot be obtained. Detailtd dem,,,raphic and economic characteristics are 

not available annually for municipalit.ies, hence, we have relied heavily 

upon the findings iroM the 1975 Integrated Census of the Population and its 

Economic Activities whih, among other things, provides estimates of the 

level and source distribIt ion ot income within municipalities. Summary 

background data on these four provinces and selected comparisons with the 

rest of the Philippines are presented in Table 11-3. 

Tile upper panel shows the ... '."L levels for four different 

1 
indicators of the social and economic setting in the municipalities. Albay 

stands out as being considerablv poorer and le.s urbanized than the other 

provinces studied here and v.*comparison "with the rest of tile nation. At 

the other extreme., iulacan i.s more heavily urbanized and has a relatively 

high per capita income. Another measure of the industrial development of 

1ote that ,, only the that wctho.....t, f." to munic Ipalit!c have 

included in our sample. See Appendix Il-A for a listing. 
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TABLE 11-3 

MEANS AND COEFFICIENTS OF VARIATIONS OF SELECTED SOCIO-ECONOMIC
 
CHARACTERISTICS, SAM1PLE JURISDICTIONS, METRO MANILA, AND THE NATION 

Percent.of 


Non-Agriculturgl 

Income, 1975" 


49.52 

70.8 

43.7 

32.8 

52.1 

63.9 

NA 

NA 


1977
 

Assessed
 

Value 1975
 
Per Capita Populationc
 

P 403 657,855
 
1407 890,133
 
674 998,504
 
460 426,570
 
803 2,973,062
 
2244 3,902,508
 
NA 4,970,000
 
NA 42,071,000
 

Per Capita 
.Jurisdiction 1975 Income 

Albay P 797 
Bulacan 1035 
Iloilo 935 
Sorsogon f 985 
Four Provinces 941 
Chartered Citiesd 1258 
Metro dnila g 2125 
Philipipinesg 1111 

1975 Urba.
1 

Population 


8.1% 

36.0 

12.2 

16.6 

19.0 

54.9 

100.0 

31.6 


Unweighted 	Mean Values
 

Albay (17)e P 734 8,3% 48.4% P 379 38,697
 
Bulacan (23) 1046 29.4 69.5 1501 38,701
 
Iloilo (43) 904 12.3 43.7 678 23,221
 
Sorsogon (15) 935 14.7 36.4 425 28,438
 
Four Provinces (98) 912 16.0 49.5 781 30,337
 
Cities (42) 1174 46.2 59.7 1453 80,756
 

Coefficients of Variation
 

Albay 32.5 97.9 44.8 33.9 46.8
 
Bulacan 22.2 117.8 20.9 68.8 47.3
 
Iloilo 31.5 67.6 37.7 98.1 45.1
 
Sorsogon 27.6 81.0 55.7 33.0 49.7
 
Four Provinces 30.3 123.9 42.4 
 100.4 53.0
 
Cities 25.8 80.5 28.5 86.1 78.0
 

aPercent 1975 population living in urbanized areas. Based on the 1975 definition
 

of urban by the NCSO.
 

bincome from retail sales, manufacturing and wages as percent of 
total 1975 Income.
 
cIn top panel, entries are totals; in lower panels entries are means and coefficients
 

of variation across municipalities/cities in sample.
 
dlncludes only the 42 cities for which complete data were available from 1975 Census.
 

See Appendix II-A.
 
Number of observationR.
 

fWeighted mean.
 

gThese are preliminary estimates based on National Economic Development Authority,
 
Regional Development: Issues and Strategies, RegionaIPlanning Studies Series, 1 (Manila,
 
1978), p. 6.
 

SOURCES: 	 Data on assessed property value from Commission on Audit; all other data
 
from the National Census and Statistics Office (NCSO).
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an area is tile proport ion of income earned outside the agricultural sector-

from wages and sa!.zrle;, manufacturing or retail activities. 1 Again Bulacan 

stands out a'i being, by far, most hith1'.y developed. Iloilo and particularly 

Sorsogon appear to be much more dominated by agricultural activity, but with 

aver,ge incont, levels well above that in Alhav. Chartered cities as
 

right have beet' expected, Ire more highlv urbanized, less dependent 
 on 

agriculture, and have hi 'her average income levels. A rough way to gauge 

the relative uealth of these four provinces 4,;by comparisons of per capita 

asse::sed propertv %uli.is. Again Rulacan and tht. chartered cities stand out 

as showintn a much rra -ter lev,'l f wealth. 

The in.'erpretat ion of nationwide comparisons requires care, given that
 

the nationw i,- data include Manili as well as all cities. However, the
 

provinc-es shown t.ere may he reasonablv representative of the average levels
 

of income and population in areas covered b%' provincial and municipal
 

government. The per income these
averag., ca pitau in four province-municipal 

areas is f938 as compared to F975 in the Philippines exc..ding Manila but 

including chartered cities. 

This term is slightly misleading given the methods used to classify
incomes by the Census. That is,ret;pondents were asked to indicate from

which of several activiti,,s (f;arming/iardening, livestock and poultry,

fishing, anufcturing, wag,s) "tht. household derived the most income in 
1975." Thus, even though onlv -)I pt rcent of total income, of a household 
may have been earned in a particuul r pur.-m.it, tile entire amount of house
hold income would be classified under that activity.

Iloilo has a relatively lower average income level than we would have 
expected. One pos-;iblt, explanation is the influtnce of national price
controls on sugar and rice production, which are the major crops in Ilollo. 

3Not all of tile chartered cities outside Metropolitan Manila have been 
used -re due to lack of data from the 1975 Census at tile time this report
was prepared. Appendix Il-A lists all cities included in 
the analysis.
 

http:pur.-m.it
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The lower two panels of fable 11-3 provide additional evidence on the
 

types of variability found across the specific municipalities and cities
 
1
 

included in the sample. The middle panel shows unweighted averages of the
 

several socio-economic characteristics measured at the municipal and city
 

level. The same general patter. of variation emerges.
 

On average, Albay municipalities are poorer, less wealthy, and less
 

urbanized, while the reverse is true in Bulacan. 
 Iloilo, again, has a
 

greater level of property wealth than its (relative) per capita income
 

would 6uggest. Finally, the Albay and Bulacan municipalities are, on
 

average, quite a lot larger than those in Iloilo and Sorsogon. As above,
 

cities 
tend to be bigger, of higher income, more urban and lesb ngrarian than
 

municipalities. 
The bottom panel of Table 11-3 addresses the issue of
 

whether there are large variations across municipalities oithin provinces.
 

An affirmative answer is suggested by the coefficients of variation (the
 

ratio of the standard deviation to the mean of the variable) shown
 

there.
 

Some interesting conclusions might be drawn from these rather simple
 

calculations. First, there is a great range of urbanization being analyzed
 

here, hence one might look for differences in urbanization to matter a
 

great deal in differential fiscal performance. Second, there is much less
 

uniformity in the per capita property tax base in Iloilo and Bulacan
 

where the level of the base is high on average. We are presently unable
 

to explain this finding. Third, even though the general levels of these
 

1These differ from the first panel since they are essentially a weighted
 
average across municipalities with the weights reflecting either population
 
or income.
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variables differ considerably across the provinces, the coefficients of
 

variation for the pooled sample (all municipalities considered as a single
 

group) are not considerably greater than the coefficients within provinces.
 

For example, per capita incomes across the municipalities within Iloilo
 

and Albay vary relatively more than they do across the entire sample of
 

98 municipalities 
 This would seem to suggest that analyses based upon
 

relative variations (correlation and regression analysis) across the
 

pooled sample will provide results not entirely due to differences in
 

the levels of development across provinces. 
 In other words, the inclusion
 

of higher income Bulacan and lower income Albay in the 
same (pooled) sample
 

will not hamper interpretation of the results. 
 Fourth, charter cities
 

appear to be much more homogeneous than municipa ities with respect to
 

all variables except population size.
 

Expenditure Structure and Variations: General Fund
 

For budgeting and financial record-keeping purposes, General Fund
 

expenditures are classified into four major categories: 
 general government,
 

public welfare and safety, economic development and other. The specific
 

subcategories within each of these groupings are shown in Table 11-4. 
 The
 

category titles seem roughly appropriate: general government includes
 

the usual executive and legislative functions of governments; public welfare
 

and safety includes the protection, justice, education and health functions;
 

and economic development spending includes a variety of activities at least
 

tangentlilly related to development.
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TABLE 11-4
 

GENERAL FUND EXPENDITURE 


General Category 


General government 


Public Welfare and Safety 


Economic Development 


Other 


CATEGORIES
 

Functional Category
 

Governor or Mayor
 
Office of Legislative Council
 
Office of Auditor
 
Office of Treasurer
 
Office of Assessor
 
Reserves for Elections
 
Interlocal Transfers
 
Aid to Rural Improvement
 
Aid to Non-government Entities
 

Office of the Fiscal Judge
 
Office of Inferior Court
 
Office of Legal Officer
 
Office of Register of Deeds
 
Office of Health Officer
 
Office of School Superintendent
 
Office of Librarian
 
Aid to the INP
 
Other Public Welfare Expenditures
 
Aid to Hospitals
 
Aid to Rural Improvement
 
Zoo
 
Aid to Non-government Entities
 

Agriculturalists
 
Office of the Veterinarian
 
Office of the Engineer
 
Office of Development Officers
 
Other Economic Development Offices
 
20 Percent Development Fund
 
Statutory Transfer to the Infrastructure
 
Fund
 
Road Network Projects
 
Tax Mapping
 
Other Development Projects
 
Aid to the Agricultural Fund
 
Aid to the Barangay Development Fund
 
Aid to Rural Improvement Economic
 
Development
 
Operations cf Markets and Slaughterhouses
 
Waterworks
 
Cemeteries
 
Electric Plants
 
Other Public Utilities
 
Other Economic Enterprises
 
Aid to Non-government Entities
 

Debt Service 
2 P'rcent Budgetary Reserve 

SOURCE: Report of the Commission oii Audit on Local Governments, 1977.
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Spending by local governments can be considered with respect to
 

level and composition among these three major functional areas, and in
 

terms of variability across jurisdictions (Table 11-5). For the 97
 

municipalities represented in our sample, average per capita spending
 

in 1977 amounted to #17.05 while the 42 cities spent, on average, P56.16.
 

The primary reason for this large difference is, of course, that cities
 

are responsible for the range of services that municipalities and provinces
 

together provide.
 

When the provincial averages are compared, we find the pattern that
 

one would expect--substantially higher spending in Bulacan with its
 

higher level of per capita incomes and its more urbanized population. On
 

average, municipalities in Bulacan spend twice as much per capita as those
 
1
 

in Albay and Sorsogon. A number of hypotheses could be offered to explain
 

this pattern: higher income residents demand and are willing to pay for
 

more services; more urbanized areas need to provide more services; it
 

costs more to provide services in higher income provinces; or tax adminis

tration, including determination of tax base, is simply better in some
 

provinces and hence there is more to spend.2 This last hypothesis may help
 

explain why Iloilo was speiding, in 1977, at the average of the four
 

provinces even though its income and urbanization levels were below that
 

of Sorsogon.
 

"It should also be noted that 1975 populations were used to derive
 
these per capita amounts. Hence, differential population growth from
 
1975 to 1977 could alter these findings slightly--by understating the
 
relative per capita amounts for the slower growing municipalities.
 

2This may also be due to provincial government assistance in assess

ment and in planning and implementing projects.
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TABLE 11-5 

PER CAPITA GENERAL. FUND EXPENDITURES, SE,LE(:TEI) JURISDICTIONS: 1977 
(pesos per 1975 po.nIlation) 

,Mean Amoints 

Pooled 
Municipal Allpendlitre CategQrv Albav Bulacan I loi lo Sorsoeon _ e Cities 

General Government 5.71 10.54 7.78 
 6.28 7.85 
 17.91
Public Welfare and Safety 1.98 5.02 
 5.04 2.07 4.07 
 20.16
Economic Development 2.40 9.56 4.71 2.41 
 5.12 18.95
Total Expenditureqa 9.q5 24.51 17.66 11.52 17.05 56.16
Number 0: Obsrvat ions 17 23 43 14 
 97 42
 
in Sample 

tf fot,ient s of Variation
 

General Government 
 33.77 59.31 35.16 20.95 51.05 41.21Public Welfare and Safety 82.40 73.08 66.12 53.23 79.78 70.07Economic Deve1opr.ent 58.73 105.25 78.82 68.24 11B.8 ; 121.41Total Expenditures 
 40.53 54.83 39.15 
 32.47 56.80 
 63.07
 

Percent Distribution 

General Government 
 56 5 42.0 44.4 58.4 46.1
Public Welfare and Safety 19.6 
29.8
 

20.0 28.8 19.2 
 23.9 36.9
Economic Development 23.8 
 38.0 26.9 
 22.4 30.0 
 33.3
 

aThe totals may not equal the sum tof the components since all entries in the
 
table are unweighted averages.
 

bExcluding cities in Metropolitan Manil'. 

SGURCE: Report of the Commission on Audit on Local Governments, 1977. 
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Still, we might ask whether spending in Bulacan is uniformly higher 

and that in Alhav and Sorsogon k,; uniformlv lower, or whether a few munici

palities have pulled the average iup or dowrn by an Inordinate amount. This 

possibi ' - can he examined by cir.parlng the coefficients of variation within 

each province. Interestigl'v, the greatest relative variation is among 

the 23 municipalitie. in Bulacan (see bottom row of middle panel of Table 

11-5). Tlhis leads one to conclude that all municipalities In a province do 

not share equally in the fiscal benefits of a .trong economic base. 

When attention is turned to the composition of spendir 5 by function, 

other implications can be drawn. Th,. biggest share ot miunicipal expendi

ture.i appears to go for general ,overnment. on average, nearly half of 

total municipal expend iture-; went for supporting the general overhead of 

government (bottom panel of Table 11-5). Economic development spending, 

the cause for mobilizing additional local government resources, claims a 

much smaller share. 

There is variation in the distribut ion of spending at the municipal 

level both across and within provinces. The percent allocated to economic 

development expenditures appears to be a matter of income level (in the 

case of Bulacan) and, to some extent, the -;ize of the property tax base 

(in the case of Ilollo). Each of these prwinc-s spends a significantly 

lower proportion on general government--43 and 44 percent respectively-

while in Albay and Sorsogon the shares are 57 and 5R percent. Again a 

feasible explanation for this pattern is that a local government must spend 
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some minimal amount to support itself no matter how wealthy or poor the under

lying economic base. The amount left over for other functions of government-

the residual or "surplus" which is usually associated with public service 

improvements and economic development--is much smaller for poorer jurisdic

tions. These data for municipalities as well as cities would -seem to support 

*such an explanation. Yet the question remains--is the surplus lower because 

fiscal capacity s lower or because low income municipalities put forth a 

lower tax effort? This is a question to which we return below. 

0 On average, these municipalities appear to spend around 20 percent 

of their General Fund budgets for public welfare and safety. This consis

tency results from the required 18 percent contribution for police services. 

A more substantial variatlor is observed in expenditures for economic 

{0 development. The richer municipalities spend more per capita and appear 

to allocate a greater budget share to economic development purposes, e.g., 

Bulacan municipalities average 38 percent of General Fund expenditures. 

*It would be tempting to draw the conclusion that there is a direct 

and consistent relationship between the economic base of a jurisdiction 

and the budget share it allocates to economic development. There are 

at least two reasons for hesitation in-arguing this point. First, economic 

development spending tends to be "lumpy", i.e., characLcrized by abnormally 

large expenditures in single years; hence, observations in any given year 

may distort the true long-term pattern. Second, since many economic 

development-type projects are financed from the Intrastructure Fund, con

centration on the General Fund may be misleading. Both qualifications will 

be dealt wirh below although neither will cause us to alter this general 

conclusion. 
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The coefficients of variation associated with these averages across 

municipalities suggest relatively morc: uniform spending for general govern

ment than for the other wo rat,.gorit, of expenditures. Except among muni

cipalities in Albay, the greatest relative variability in spending is for
 

economic development purposes. This again reipforces tile hypothesis 

offered above: local governments must spend 3ome threshold amount for
 

general operations, and variations in income and wealth do not lead to major
 

variations in the per ,capita amount of this expenditure. 

Chartered cities would 
seem to be a different matter altogether. 

Because they haVt' the- combilned Vxpendicure respons ibilitv and revenue 

authority of municipality and province, it is not surprising that they
 

spend significantly more on a per capita basis 
(Table 11-5). However,
 

they appear to allocate a markedly smaller share (than municipalities)
 

to general government purposes and a much greater share to public welfare
 

and safety. These differences may be deceiving because of the great 

variation in financial practices among cities. The coefficients of varia

tion reported in Table 11-5 show that there 
are greater differences in
 

spending patterns among cities than among municipalities in this sample. 

This variation is especially pronounced for economic development spending. 

These patterns might b, explored more systematically through tile use 

of correlation analysis. Table IT-6 contains simple correlations between 

per capita General Fund expenditures, per capita personal income, population 

and tile percent of the populatioll living in urban areas. The findings are 

wixed, but some generalizations are possible. 
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SIMPLE CORRELATIONS BETWEEN P'ER CAPITA GENERAL FUND EXPENDITURES, PER CAPITA
 

INCOME AND URBANIZED POPULATION, SELECTED PROVIN!71S: 1977
 

Province 

Total 
General Fund 

Per Capita 

Expendituires 
General 

Government 

Public Welfare 

and Saf.ty. 
Economic 

Deve Ilopment 

Absolute Value 
Required for 
Significance 
.at Level b 

.05 .10 

AIbav 
Per Capita Income 
Urbanized Population" 
Population 

.480 

.729 

.668 

.311 

.298 

.459 

.093 

.401 
-.030 

.543 

.300 

.711 

.53 .46 

Bulacan 
Per Capita Income 
Urbanized Population 
Popullat Ion 

.230 

.399 
-.101 

.046 
-.134 
-.528 

.142 

.301 
-.190 

.061 

.539 

.175 

.45 .38 

Iloilo 

Per Capita Income 
Urbanized Population 
Population 

-.318 
-.058 
-.252 

-.288 
.157 

-.418 

-.217 
-.016 
-.383 

-.209 
.079 
.238 

.32 .26 

Sorsogon 
Per Capita Income 

Urbanized Populatiorn 
Population 

.082 

.617 

.330 

-.277 
.289 

- .242 

-.037 
.455 
.322 

.035 

.362 

.210 

.57 .51 

Four Province Total 
Per Capita Income 
Urbanized Population 
Population 

.157 

.421 
-.003 

.070 

.116 
-.227 

.029 

.239 
-.236 

.111 

.541 

.220 

.20 .17 

Cities 
?er Capita Income 
Urbanized Population 
Population 

.328 

.390 

.346 

.220 

.324 

.097 

.146 

.223 

.291 

.326 

.319 

.297 

.32 .26 

aPercent of 1975 population classified as urban. 

bCritical values based on sample sizes and large sample t-test of correlation cocfficients.
 

SOURCES: 	 Fiscal data from Commission on Audit, per capita income and urbanized population data from
 

National Census and Statistics Office.
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First, with respect to the 98 municipalities taken together, only the
 

extent of urbanization is strongly correlated with per capita total 
expenditures (.421) 
and 
its economic development subcomponent (.541).
 

Neither population size nor personal income is found to be highly associated 

with total spendi rig cr its com;one:it parts. 

The correlations at 
the provincial level 
are quite mixed. While per
 
capita total spviiding is strongly related 
to urbanization and total population
 

in Albay, 
Bulacan and Sorsogon, the 
same relationship does not 
hold in Iloilo.
 

Per person local government expenditures do tend to be higher in more
 
pofulous 
 and ur!ian places within the basically rural provinces of Albay and
 
Sorsogon, but not 
withiti the othur two provinces. The findings with respect
 

t,, personal income are even more 
 mined.
 

When the components of sp,.nding 
 are examined, even less consistency In
 

results is ohtained. 
 The only general conclusion that can be reached Is
 
that in the provinces other than 
 Iloilo !greater urbanization is associated 

with higher ltvels of public welfare and 
safety and economic development
 

spending.
 

In the cities, on otherthe hand, each of these three socio-economic 

variahles 
is positively associated with total spending. 
 Where Income,
 

urbanization and population are higher one may expect to find a higher
 

level of per capita expenditures 
In general, and per capita economic develop

ment expenditures in particular.
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Revenue SLaucture and Variation
 

Local givernmei.ts in the Philippines receive grants from the Central
 

Government and have authority to levy a variety of taxes and fees. The
 

available taxes, fees and charges are summarized in Table TI-7 below. A 

detailed description of the rate structures associated with these tax and 

fee sources is beyond tile needs of this analysis; however, it should be 

noted that, in keeping with the centralized orientation of the finance
 

1
 

system in the Philippines, rate ceilings are imposed.


Average per capita rev~nues of tile 98 municipalities and 42 cities
 

included in the sample are shown in Table 11-8. 2 Again, there is sub

stantial variation in the total amounts raised, with municipalities in 

Bulacan (with higher than average per capita income) and Iloilo (with high 

per capita a';sessed valuation) raising substantially more on a per capita 

basis than municipalities in the other two provinces. The difference is
 

most pronounced for Bulacan where both business taxes per capita (M3.95)
 

and total propertv tax.s per capita (*4.99) greatly exceed the means in
 

the other three pro.iiic:-s.
 

As might he anticipated, there is much less difference in the average
 

per capita amounts received from the BIR Allotment. However, it is inter

esting to note that municipalities in Iloilo and Bulacan, it,spite of their
 

higher than average incomes cr assessed valuation, receive a greater per
 

capita Allotment thereby reinforcing their per capita tax revenue advantage.
 

IFor a more complete discussion of these local taxes and fees, see
 

A. Yoingco and V. Quintos, PhiHippine Tax System Under the New Society 

(Manila: GIC Enterprises, 1979), especially pp. 238-250 and 262-277. 

For a broader review of the types of local revenue sources used in other 

developing countries see ldarry Schroeder, "Alternative Local Revenue Sources 

iiA Developing Countries", Local Revenue Administration Project paper, The 
Maxwell School, (Syracuse, NY: Syracuse University, forthcoming). 

2Because of missing financial and socio-economic data for particular
 

variables, there is some minor variability in the sample of jurisdictions
 

used in the several analyses performed in this and sabsequent chapters.
 

http:givernmei.ts
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TABLE H1-7
 

TAXES, FEES, AND CHARGES AVAILABLE TO LOCAL GOVERNMENTS
 

Local Government 


Provincial Governments 


Municipal Governments 


City Governments 


Barangays 


Taxes, Fees, and Charges
 

Real Property Tax
 
Real Property Transfer Tax
 
Tax on Printing and Publication Business
 
Franchise Tax
 
Sand and Gravel Tax
 
Taxes on Occupations, Amusement Admissions,
 
and Fees for Ceiling and Licensing Weights
 
and Measures, each of which is imposed by
 
the National Government with revenues
 
transferred to the province
 

Peddler's tax
 
Tax on Delivery Trucks or Vans
 
Rental Fees for Using Municipal Waters, Rivers,
 
etc. as Log Ponds
 

Real Property Tax
 

Business Taxes
 
Fees or Charges on numerous activities including
 
parades, large cattle registration, building
 
permits, dog licenses, etc.
 
Fishery Rentals cr Fees
 

Cities can utilize any of the taxes listed
 
above for either provinces or municipalities
 
(recall that cities, in essence, enjoy the
 
dual functions of provinces and municipalities).
 

Taxes or feei on stores or retailers with
 
fixed capital investment of P5,000 oc less,
 

billboards and signs, gamecocks owned by
 
barangay residents and cockfights
 

Charges for services of barangay-owned
 
properties or service facilities.
 
Contributions
 

SOURCE: A. Yoingco and V. Ouintos, Philippine Tax System Under te New
 
Society (Manila: GIC Enterprises, 1979).
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TABLE 11-8 

GENERAL FUND REVENUES PER CAPITA, SELECTED JURISDICTIONS: 1977 
(pesos per 1975 population) 

Mean Amounts
 
Pooled
 
Municipal All b
 

Revenue Category Albay Bulacan Iloilo Sorsogon Sample Cities
 

27.4dc
 Revenue from Local Taxation 2.90 10.49 4.32 3.15 5.34 

8.21 c
 1.32 1.55 2.00
1.50 3.95
Business Tax 


.01 .03 .27
Occupation Tax 	 .03 .08 .02 

.19 .56 .20 .17 .28 	 1.35
Residence Tax 


RPT--Current 
 .59 3.66 1.77 .75 1.85 	 9.00
 
2.47d
RPT--Past Years .21 1.11 .43 .30 .53 


RlT--Penalties .04 .21 .09 .07 .11 .44d
 

(4.99) 	 (1.12) (2.49) (11.71)
(RPT-Total) 	 (.85) (2.28) 

5.24 6.71 6.50 5.90 6.24 	 13.45
BIR Allotment 


3.25 6.18 18.59
Non Tax Revenues 	 2.31 7.61 7.96 

.67 	 .37
Aids and Contributions .04 .06 .33 	 .49
 

18.77 12.30 17.75 61.41
Total Revenuea 	 10.45 24.81 

23 	 15
Number of Observations 17 43 98 42
 

in Sample
 

Coefficients of Variation
 

Revenue from Local Taxation 49.85 71.14 78.99 48.72 97.09 82.20
 

75.53 98.09 101.86 79.26 120.32 88.24
Business Tax 

64.49 141.04 54.57 97.24 191.83 88.45
Occupation Tax 


Residence Tax 
 55.70 63.33 46.08 45.19 87.39 79.25
 

28.98 84.34 147.64 17.88 136.24 	 139.01
RPT--Current 

60.89 47.24 119.62 153.74
50.97 95.80
RPT--Past Years 


95.75 127.07
38.31 75.02 52.25 42.74 


(RPT-Total) (25.60) (78.55) (117.20) (17.54) (119.47) (143.90)
 

BIR Allotment 


RPT--Penalties 


15.57 34.81 28.66 25.36 29.75 53.12
 

Non Tax Revenues 96.17 107.03 59.34 78.89 92.05 117.95
 

225.03 141.06 287.99 345.64

Aids and Contributions 412.31 260.86 


37.17 	 53.95 60.82
34.59 53.65 	 30.93
Total Revenue 


aIncludes sales of assets, borrowing, etc.
 

bExcludes cities in Metropolitan Manila.
 

cNumber of observations in sample equals 40.
 

dNumber of observations in sample equals 41.
 

Annual Report of the Commission on Audit on Local 	Governments, 1977.
SOURCE: 




11-38
 

Variability within provinces, as measured by the coefficients of varia

tion, suggests that greater diversity is to be found where there are
 

higher levels of per capita revenue generation--in Bulacan and Iloilo.
 

This is not so surprising when it is recalled that urbanization and assessed
 

valuation per capita were greatest in Bulacan and Iloilo (Table 11-3) and
 

also the most varied.
 

The distribution of General Fund revenues, by type of revenue is des

cribed in Table 11-9. The business tax, property tax and BIR Allotment
 

account 
for 95 percent of revenues to the General Funds of the represented
 

municipalities. The minor taxes are minor indeed.
 

When average reliance on various municipal revenues is compared across
 

provinces, some interesting variations emerge. Surprisingly, the business
 

tax is the major source of revenue to municipalities in the Provinces of
 

Albay and Sorsogon whereas in Iloilo and Bulacan the business tax is slightly
 

less important than the property tax. One might attribute this pattern to
 

a kind of "tax handles" argument. At the earlier stages of development,
 

and with lesser degrees of urbanization, local governments may have little
 

to tax other than the few established businesses, or they may find the admin

istration and collection of a broad-based property tax unwieldy. As the
 

local economy develops, the local government may begin to reach more pro

perty owners who have a :edter capacity and perhaps willingness to pay
 

property taxes.
 

The other interesting pattern that is suggested by Table 11-9 is
 

the extremely great dependence on Central Government assistance, especially
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TABLE 11-9 

PERCENTAGE DISTRIBUTION OF GENERAL FUND REVENUES BY SOURCE,
 
SELECTED JURISDICTIONS: 1977
 

Municipality by Province Pooled 
- Municipal Alla 

Revenue Category AMbay Bulacan Iloilo Sorsogon Sample Cities 

Revenue from Local Taxation 16.3 42.3 23.0 25.6 30.1 44.6 
Business Tax 14.3 15.9 7.1 12.6 11.3 13.7 
Occupation Tax 0.3 0.3 0.1 0.1 0.2 0.4 
Residence Tax 1.8 2.3 1.1 1.4 1.6 2.3 
RPT--Current 5.6 14.9 9.6 6.1 10.4 9.8 
RPT--Past Years 2.0 4.6 2.3 2.5 3.0 3.8
 
RPT--Penalties 0.4 0.9 0.5 0.6 0.6 0.7
 
(RPT-Total) (8.0) (20.4) (12.4) (9.2) (14.0) (14.2)
 

BIR Allotment 50.1 27.1 35.4 48.2 35.2 24.2
 
Non-Tax Revenues 22.2 30.3 44.2 26.2 34.8 29.2
 
Aids and Ccutributions 0.4 0.2 3.7 2.7 2.1 0.8
 

aExcluding cities in Metropolitan Manila.
 

SOURCE: Computed from Table 11-8.
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in the less urbanized and low property tax base Provinces of Albay and
 

Sorsogon. Municipalities in each of these Provinces receive about half of
 

their total revenues from the BIR Allotment. Non-tax revenues--receipts
 

from markets, slaughterhouses, and other enterprises activities--show up
 

as important and as highly variable as one might expect. Caution has to
 

be exercised in interpreting importance here because grosq revenues rather
 

than profits are reported.
 

Because of their broader taxing powers, chartered cities show much
 

higher per capita revenues in total and from the several specific sources
 

(Table 11-8). The fact that municipal and provincial governments share
 

the BIR Allotment whereas cities receive a single, but comparable total,
 

accounts for the nearly doubled level of per capita shares in cities via

a-via municipalities. While the mean per capita levels of business and
 

property taxes in cities are considerably greater than in municipalities,
 

the variability among cities is greater.
 

In terms of relative shares, cities rely more heavily on local taxation
 

than do the municipalities (except in Bulacan), whereas municipalities rely
 

considerably more upon the BIR Allotment and on non-tax revenues.
 

Consolidated Budgetary PositLion
 

A more complete view of the activity of the local public sector requires
 

aggregating revenues and expenditures in the General Fund, Infrastructure
 

Fund and Special Education Fund. A truer picture of total economic develop

ment spending can be had by including the Infrastructure Fund and a better
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measure of social service spending by including the Special Education Fund.
 

Interftrd transfers have been accounted for in making this consolidation.
 

The consolidation in Table 11-10 shows actual expenditures to be one-fourth
 

to one-th! , higher when the Infrastructure Fund and SEF are included.
 

As noted in Table 11-4 above, Infrastructure Fund expenditures are
 

dedicated to the building and maintenance of roads, bridges and other capital
 

projects. For the four provinces studied here, average per capita economic
 

development spending from both the General and Infrastructure Fund is:
 

Mean Per Capita Spending:
 

Infrastri:ture and Economic
 

Municipalities in Development (General Fund)
 

Albay * 4.30 
Bulacan 14.60
 

Iloilo 9.03
 

Sorsogon 4.85
 

The results are not different from those reported above: the more highly
 

developed areas devote a greater share of resources and a greater per
 

capita amount to development spending. If one were to conclude that educa

tion spending (SEF expenditures) should also be classified as economic
 

development, the dispersion is even greater (a low of P4.60 per capita in
 

Albay to a high of #18.58 in Bulacan). These findings raise a couple of
 

interesting hypotheses. The first is that the grant system--which is the
 

main support for economic development spending--is not equalizing and the
 

second is that resource availability is probably the principle determinant
 

of spending variations. Both propositions are investigated below.
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TABLE II-10 

MEAN PER CAPITA REVENUES AND MEPENDITURES BY
 
FUND, SELECTED JURISDICTIONS: 1977 

Municipalities
 

Fund Aklbay Bulacan Iloilo Sorsogon !-ooled Cities 

General Fund 

Total Revenues 10.44 24.81 18.77 12.30 17.75 61.41 

Total Expenditures 9.62 24.93 17.73 11.76 17.16 56.16 

Infrastructure Fund 

Total Revenues 1.53 2.24 3.29 1.68 2.50 13.04 

Total Expenditures 1.85 5.17 4.33 2.48 3.83 14.94 

Special Education Fund 

Total Revenues 0.36 4.29 1.12 0.36 1.63 3.92 

Total Expenditures 0.30 3.99 1.06 0.55 1.55 3.21 

Consolidated Budget 

Total Revenues 12.33 31.34 23.18 14.34 21.88 78.37 

Total Expenditures 11.77 34.09 23.12 14.79 22.54 74.31 

Number of Observations 17 23 43 15 98 42 

SOURCE: Annual Report of the Comssion on Audit on Local Governments, 1977.
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Tax Effort
 

One explanation for the greater levels of taxing and spending in higher
 

income areas is that a greater tax effort As exerted, i.e., the higher the
 

average income of the jurisdiction, the more willing are its residents to 

pay for better services and/or the more able is the jurisdiction to collect
 

a higher level of taxes. One relatively simple measure of tax effort is
 

the ratio of taxes to personal income. This measure oversimplifies because
 

it presums that communities with the same income have the same csipacity
 

to raise taxes. Nevertheless, this measure of tax effort is rather easily
 

calculated and should give a reasonable idea of the variation in the extent
 

to which taxable capacity is used.
 

Three different tax effort ratios were computed for this sample of
 

Philippine municipalities and cities. Real property tax (RPT) effort is
 

defined as the ratio of 1977 RPT collections (current year plus past years
 

plus ponalties) divided by 1975 Census estimates of personal income; buainess
 

tax effort is an analogous ratio based on 1977 business license tax col

lections; while the numerator in the total tax effort measure is total 1977
 

locally-collected taxes. While total revenue effort-the ratio of total
 

General Fund revenues less the BIR Allotment to personal income--may be
 

computed, it is less comparable because it includes gross revenues from
 

enterprise activities. It is not reported here.
 

Table II-11 contains summary data on the jurisdicLion-level tax effort
 

ratios. It is clear from these results that local government taxes are quite
 

low. The average effective tax rate for municipalities, even measured against
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TABLE II-I1 

TAX EFFORT RATIOS FOR MIfICIPA4LITIES BY PROVINCE AND FOR CITIES: 1977
 

Province 


Albay
 
RPT Effort 

Business Tax Effort 

Local Tax Effort 


Bulacan
 
RPT Effort 

Business Tax Effort 

Local Tax Effort 


Iloilo
 
RPT Effort 

Business Tax Effort 

Local Tax Effort 


Sorsogon
 
RPT Effort 

Business Tax Effort 

Local Tax Effort 


Pooled
 
RPT Effort 

Business Tax Effort 

Local Tax Effort 


Cities
 
RPT Effort 

Business Tax Effort 

Local Tax Effort 


ETx
I
 
aComputed as 


EYi
 

(in percent)
 

Range 


0.05-0.20 

0.05-0.52 

0.20-0.82 


0.22-2.11 

0.06-1.40 

0.41-3.12 


0.05-2.54 

0.03-0.88 

0.12-2.79 


0.07-0.22 

0.05-0.59 

0.17-0.88 


0.05-2.54 

0.03-1.40 

0.12-3.12 


0.08-9.09 

0.00-1.78 

0.38-9.99 


Simple a
 
Average Aggregate
 

0.12 0.11
 
0.21 0.22
 
0.42 0.41
 

0.49 0.42
 
0.36 0.36
 
1.00 0.92
 

0.28 0.24
 
0.16 0.36
 
0.53 0.45
 

0.13 0.17
 
0.18 0.19
 
0.36 0.3f
 

0.28 0.26
 
0.22 0.23
 
0.60 0.58
 

1.04 0.79
 
0.68 0.85
 
2.32 2.47
 

where Txi - 1977 taxes in municipality i, Y, W 1975
 

income in municipality i and the summation is across all municipalities in
 
the province. The resulting ratio is essentially a weighted average of the
 
individual ratios.
 

SOURCE: Computed by authors.
 

http:0.38-9.99
http:0.00-1.78
http:0.08-9.09
http:0.12-3.12
http:0.03-1.40
http:0.05-2.54
http:0.17-0.88
http:0.05-0.59
http:0.07-0.22
http:0.12-2.79
http:0.03-0.88
http:0.05-2.54
http:0.41-3.12
http:0.06-1.40
http:0.22-2.11
http:0.20-0.82
http:0.05-0.52
http:0.05-0.20
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1975 income, is well below 1 percent. The ranges prehented in Column (1),
 

however, suggest a very great deal of variation. To better understand
 

the variation in this relatively crude measure of effort, we concentrate
 

ot. business and property taxes, which account for the bulk of own source
 

local government revenues.
 

To get at the issue of variations in local tax effort, a comparison
 

of a municipality's effective ti rate against some norm is needed. We
 

might view the difference between the average effective tax rate in the
 

province (Ep) and that in the nation (E) as being beyond the control of
 

any particular municipality and more generally due to differences in fiscal
 

capacity and to the goals and leadership provided in the provincial treasurer's
 

and assessor's offices. Hence, the tax effort of the Ith jurisdiction (Ei)
 

may be compared to the national average from
 

(EI - E) = (Ei - Ep) + (E -) (1)
 

where the first term on the right represents the higher/lower effort of 
.th 
i jurisdiction attributable to its own actions and the second term is 

the differential attributable to the generally lower (or higher) level of 

economic activity and tax administration skill at the province level. 

For example, the municipality of Pavia in IUoilo collects (municipal) 

property taxes equivalent to 0.47 percent of personal income. The 

(unweighted) "national" average collection (M) is 0.282 and the provincial 

mean is also 0.28 (Table I-1l). Thus, Pavia's property tax effort is 0.19 

It should he kept in mind here that the municipal share of the property 

tax is only 45 percent. 
2As approximated here by the averagc across the 98 municipalities 

si.ce comparable personal income data were not available for municipalities 
across the entire nation. 
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above the rational average, i.e., (Ei - E) - 0.19. All of this may be attri

buted to local actions, since the average property tax effort in the province
 

is the same as the narional &-erage. To describe this -bove average per

formarce, we construct an effbor. i-ndex (Ii) fro 

- 1I00 
 (2)
 

and enter these next. to the effective rates, Ei, for each municipality 

included in Tales II-12a-d and indexes greater than 100 Indicate a tax effort 

performance above the provincial average. In the case of Pavia, Ilollo, 

the property tax effort index is 168, which is quite high. 

On the other hand, the municipality of Tabaco, Albay makes a property 

tax effort of 0.07, which Is 0.21 below the average national effective
 

rate, i.e., 

E - E = -0.21 (3)
I 

We may attribute 0.16 of this to the generally lower property tax effort
 

in the province, i.e.,
 

F. = E = - 0.16 (4) 
P 

Furthermore, Tabaco exerts a low effort even within the context of its low
 

taxing province, i.e.,
 

E. - F = -0.05 (5)
I p
 

Thus, Tabaco's effort index io a relatively low 58, and the average Albay
 

index is an even lower 43.
 



11-47
 

TABLE II-12a
 

MEASURES OF REVENUE EFFORT: ALBAY 

Property Tax Business Tax 

As Percent Effort As Percent Effort 


Municipality of Incomea Index of Income Index 


Bacacay 0.11 85 0.11 52 

Camallg 0.08 s63 0.15 72 

Daraga 0.16 117 0.38 181 

Guinobatan 0.11 92 0.13 59 

Jovellar 0.15 121 0.07 35 

Libon 0.14 116 0.08 40 

Ligao 0.15 119 0.40 189 

Malilipot 0.06 45 0.I1 50 

Malinao 0.09 76 0.08 38 

Manito 0.19 154 0.17 78 

Oas 0.12 95 0.05 25 

Pio Duran 0.11 91 0.16 74 

Polangui 0.10 79 0.16 77 

Rapu-Rapu 0.17 135 0.14 68 

Santo Domingo 0.20 160 0.51 239 

Tabaco 0.07 57 0.38 178 

Tiwi 0.12 95 0.52 245 


a(Real Property Tax/Income).
 

b(Business Tax/Income).
 

C(General Fund Tax Revenues - BIR Allotment) /Income. 

SOURCE: Computed by authors.
 

Total Local Taxes
 
As Percent Effort 
of Income c Index 

0.33 78 
0.25 60 
0.82 195 
0.27 64 
0.28 67 
0.28 66 
0.69 162 
0.21 50 
0.22 51 
0.54 128 
0.20 47 
0.35 82 
0.29 69 
0.39 91 
0.82 194 
0.53 126 
0.71 168 
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TABLE II-12b
 

MEASURES OF REVENUE EFFORT: 
 BULACAN
 

Pr'operty Tax Business Tax 

As Ptircent Effort As Percen; Effort


Municipality 
 of Income a Index of Income Index 

Angat 0.31 
 63 0.20 55

Balagtas (Bigaa) 0.66 134 0.70 
 194

Baliwag 
 0.29 60 0.75 206

Bocaue 
 0.22 46 0.39 108 

Bulacan 
 0.97 196 0.36 99 

Bustos 
 0.23 47 0.09 24

Calutrpit 0.22 45 0.18 
 48 

Guiguinto 0.73 149 
 0.96 264 

Hagonoy 
 0.40 82 0.15 41

Malolos 
 0.34 69 0.48 132

Harilao 
 1.12 228 1.40 
 385 

Meycauayan 0.34 
 69 0.52 144 

Norzagaray 2.11 429 
 0.47 130 

Obando 0.24 48 0.34 
 93 

Pandi 0.31 63 0.15 40

Paombong 0.38 
 77 0.12 33

Plaridel 
 0.42 86 0.32 
 88 

Pulilan 
 0.24 49 0.08 
 22 

San Ildefonso 0.44 89 0.06 
 16 

San Jose del Monte 0.43 
 88 0.10 28

San Miguel 
 0.27 55 0.20 56 

San Rafael 
 0.29 58 0.15 41 

Santa Maria 
 0.36 72 0.18 51 


a 
(Real Property Tax/Income).
 

b(Business Tax/Income).
 

c(General Fund Tax Revenues 
 BIR Allotment)/Income.
 

SOURCE: Computed by authors.
 

Total Local Taxes
 
As Percent Effort 
of Incom c Index 

0. . 84 
1.46 145 
1.35 135 
0.70 70 
1.50 149 
0.64 64 
0.47 47 
1.87 186 
0.62 62 
0.Q3 93 
2.68 267 
1.09 108 
3.12 311 
0.65 64 
0.56 ",6 
0.59 59 
0.80 79 
0.41 41 
0.57 57 
0.63 63 
0.52 51 
0.49 49 
0.61 61 
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TABLE II-12c
 

MEASURES OF REVENUE EFFORT: ILOILO
 

Property Tax Business Tax Total Local Taxes 
As Percent Effort As Percen Effort As Percent Effort 

Iunicipality of Incomea Index of Income Index of Incomec Index 

Ajuy 0.17 61 0.10 61 0.29 55 
Allmodian 0.09 31 0.06 34 0.22 42 

Anilao 0.33 113 0.08 50 0.44 82 
B.,diangaa 0.19 93 0.07 44 0.42 79 
Balasan 0.10 35 0.26 159 0.39 73 
Banate 0.16 55 0.11 65 0.36 69 
Barotac Nuevo 0.61 213 0.83 544 1.62 305 
Rarotac Viejo 0.23 79 0.16 98 0.46 87 
Batad 0.05 19 0.06 36 0.16 30 
Bingawan 0.23 79 0.05 30 0.29 55 
Cabatuan 0.16 56 0.05 -3 0.29 54 
Calinog 0.08 378 0.38 232 1.58 297 
Caries 0.09 31 0.06 37 0.17 32 
Concepcion 0.07 23 0.02 13 0.14 26 
Dingle 0.36 123 0.25 155 0.66 125 
Duenas 0.22 78 0.17 105 0.50 94 
Durangas 0.43 153 0.12 76 0.58 110 
Estancia 0.11 39 0.29 .78 0.86 162 
Guimbal 0.15 53 0.17 102 0.35 103 
Igbaras 0.13 46 0.05 32 0.24 44 
Janiuay 0.27 96 0.24 150 0.55 104 
Lambunao 0.14 49 0.02 15 0.18 33 
Leganes 0.46 163 0.27 164 0.78 146 
Lemery 0.14 50 0.08 48 0.25 48 
Leon 0.15 51 0.05 28 0.21 40 
Maasin 0.05 17 0.03 16 0.12 22 
Miagao 0.10 34 0.05 32 0.29 54 
Mina 0.23 82 0.15 91 0.44 83 
New Lucena 0.20 69 0.06 40 0.53 100 

Oton 0.26 90 0.17 106 0.49 92 
Passi 0.19 67 0.09 58 0.30 57 
Pavia 0.47 168 0.6q 426 1.36 256 
Pototan 0.20 70 0.13 80 0.35 67 
San Dionisio 0.26 91 0.20 122 0.51 97 
San Enrique 0.55 893 0.19 117 2.79 525 

San Joaqoiin 0.10 37 0.04 26 0.31 57 
San Miguel 0.21 74 0.20 120 0.46 87 
San Rafael 0.20 71 0.22 136 0.46 86 
Santa Barbara 0.12 42 0.09 53 0.30 56 
Sara 0.18 63 0.27 166 0.52 97 
Tigbauan 0.11 39 0.04 27 0.34 64 
Tubungan 0.24 86 0.11 67 0.42 80 
Zarraga 0.40 141 0.21 129 0.67 126 

a(Real Property Tax/Income). 

b(Business Tax/Income). 

e(General Fund Tax Revenues - BIR Allotment)/Income. 

SOURCE: Compute!d by 2,,rhn-C 
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TABLE II-12d
 

HEASURES OF REVENUE EFFORT: SORSOGON
 

Property Tax 

As Percent 

tunicipality of Incomea 

Bacon 0.07 
Barcelona 0.20 
Bulan 0.09 
Bulusan 0.13 
Castilla 0.22 
Dansol 0.11 
Cubat 0.11 
Irosin 0.16 
Juban 0.12 
Magallanes 0.10 
Hav-nog 0.10 
Pilar 0.09 
Prieto Diaz 0.11 
Santa Magdalena 0.14 
Sorsogon 0.18 

Effort 

Index 


58 

159 

73 

99 


171 

85 


83 

123 

96 

77 

75 

68 

87 


108 

140 


a(Real Property Tax/Income). 

b(Business Tax/Income). 

C(General Fund Tax Revenues -

SOURCE: Computed by authors. 

Business Tax 

As Percent 

of Incomeb 


0.07 

0.18 

0.27 

0.26 

0.16 

0.05 


0.16 

0.29 

0.11 

0.11 

0.06 

0.08 

0.12 

0.13 

0.59 


Total Local Taxes
 
Effort 

Index 


41 

103 

156 

147 

91 

27 


88 

168 

65 

63 

32 


43 

69 

75 


335 


BIR Allotment)/Income.
 

As Percent 

of Income 


0.18 

0.43 

0.43 

0.51 

0.41 

0.17 


0.30 

0.50 

0.27 

0.25 

0.19 

0.18 

0.35 

0.33 

0.88 


Effort
 
Index
 

51
 
119
 
121
 
142
 
114
 
47
 
83
 

139
 
76
 
69
 
54
 
51
 
98
 
91
 

245
 



11-51
 

The index and relative effort for business taxes are interpreted in
 

an analogous way. The three columns of Tables l1-12a-d give us an oppor

tunity to assess the reasons for a relatively high/low effort and to examine
 

tradeoffs in the intensity of use of business and property taxes. Let the
 

total effective rate E) be equal to the sum of the effective rates for
 

property taxes (E ), business taxes (E,), and other taxes (E3). Hence for
 

the ith jurisdiction in province p,
 

F+~(6) =~~ 
li E2i + E31
Fi 


Define
 

E (7)

11 

-Ti
Y.
 

and
 

= Elp r p (8) 

Yp 

and define r'i, r3t, r2p, and r3p similarly.
 

Ith 
Now actual tax yield in the municipality (T ) is
 

T = rliY + r21Y + r1Y (9) 

and :;oteita' yield (Ti) is 

T = rlpY i + r pY + r3pY (10) 

The index of tax effort I, then is 

Ii = [EiflO0 = __ r_21 r31 i100 
Ir + r +r (1) 

lp r2p 3
r p
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and
 

r~ r-

Ii -l 100 = l- lp + 
 21 2p + 100 (12) 

The first term in equation (12) may be interpreted as the contribution
 

of the property tax to an above or below average tax effort Index and the
 

second and third 
to the business and "other" tax contributions, respectively.
 

Returning to the examples of Pavia, Iloilo and Tabaco, Albay, we may cal

rulate these components from the data in Tables II-12a-d. 
 The results
 

show that Pavia's high effort is due to an above-average performance for
 

all taxes (Table 11-13). This may indicate a generally strong !ocal tax
 

administration. Tabaco offsets a below-average property tax effort
 

with a very high business tax effort. 
 This suggests that the coummercial/
 

industr!al 
sector is easily taxed, perhaps because of the presence of a
 

few large firms or a generally stronger cormercial base, and this might
 

have rediced the pressure to increase prcperty tax effort.1 
 alinao, a
 

poorer municipality in Albav, makes a very low tax effort in total and
 

for each tax, though business tax effort accounts for most of its poor
 

performance.
 

Do these results provide any clues as to what community characteristics
 

lead to higher/lower tax effort? To begin exploring this question we have
 

computed the simple correlations between the tax effor '
 - indexes and per
 

capita income, urbanization and population for the municipalities in each
 

province as well as for the sample of cities (see uprer panel, Table 11-14).
 

ISimilarly, especially large earnings from enterprise activities such
 as markets and slaughterhouses may lower pressures on property tax effort.
 



11-53
 

TABLE 11-13
 

ILLUSTRATION OF CALCULATION OF COMPONENTS OF TAX EFFORT: 
PAVIA, ILOILO, TABACO, ALBAY AND MALINAO, ALBAY 

Pavia Tabaco Malina'
 

Effort Index (I) 257 126 52
 

(I -lO0) 157 26 48
 

Deviation of Index from Provincial
 
average (I -100) that can be
 
attributed to:
 

Property Tax 36(23%) -12(-46%) -7(-15%)
 
Business Tax 100(64%) +41(158%) -31(-652)
 

Orher Tax 21(13%) -2( -7%) -10(-21%)
 

SOURCE: Computed by authors. 
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TABLE 11-14 

SIMPLE CORRELATIONS OF MUNICIPAL AND CITY PROPERTY AND 
BUSINESS TAX EFFORT INDEXES AND EFFECTIVE TAX RATES 

WITH SOCIO-ECONOHIC VARIABLES: 
 1977
 

Simple Correlations With Tatx Effort Indexesa
 

Non-agricul-

Province 

Per Capita 
Income Population 

Urban 
Population b 

tural Share 
of Income c 

Albay
RPT Index 
Business Tax Index 
Total 

-.690 
-.184 
-.417 

-.334 
.176 
.121 

.336 

.404 

.258 

-.412 
.567 
.048 

Bulacan 
RPT Index 
Business Tax Index 
Total 

-.174 
.211 

-.006 

-.312 
-.173 
-.308 

-.116 
.263 
.020 

.173 

.540 

.261 

Iloilo 
RPT Index 
Business Tax Index 
Total 

-.266 
-.335 
-.358 

-.054 
-.056 
-.089 

-.221 
.135 

-.124 

-.304 
.374 
.092 

Sorsogon
RPT Index 
Business Tax Index 
Total 

-.824 
-.282 
-.469 

-.096 
.460 
.300 

.039 

.664 

.688 

.064 

.439 

.262 

Four Provinces 
RPT Index 
Business Tax Index 
Total 

-.258 
-.183 
-.281 

-.111 
.015 

-.065 

-.085 
.205 
.069 

-.018 
.201 
.109 

Cities 
RPT Index 
Business Tax Index 
Total 

-.090 
.179 
.027 

-.094 
.125 
.179 

-.031 
.191 
.267 

-.091 
.313 
.146 

Simple Correlations With Effective Tax Rates
 
Non-


Per Capita Urban 
 Agricultural

Province 
 Income Population Population 
 Income
 

Four Province
 
RPT Rate 
 -.084 
 -.081 .032 .222

Business Tax Rate 
 .016 .112 
 .354 .456

Total Tax Rate 
 -.073 -.010 
 .224 .387
 

aSee Table 11-6 for significance levels.
 
bUrban population in 1975 as a proportion of total population.
 

cManufacturing, retail and wage income as a proportion of total income.
 

SOURCE: 
 Annual Report of the Commission on Audit on Local Governments, 1977.
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There are several interesting implications that can be inferred from these
 

results.
 

For the provinces taken separately there is a consistent negative
 

relationship between per capita income and tax effort. This would seem
 

to suggest that within a province, those jurisdictions with a larger
 

income b3se tax relatively less of it than do lower income municipalities.
 

On the other hand, total local taxes and especially business taxes are
 

positively related to the relative share of income earned from non-agricultural
 

sources--manufacturing, retail and wage incomes. There is a plausible
 

explanation for these seemingly mixed findings. Given that the bulk of
 

these jurisdictions are rural iiinature, the findings concerning per
 

capita incomes and non-agricultural shares of income may reflect the fact
 

that farms are exempt from business taxes and that the RPT is not easily
 

collected from the agricultural sector. With respect to the latter,
 

absentee ownership, controlled below-market pricEs, inadequate assessment
 

and records, land reform and the physical problems of getting the tax
 

collected are some of the important impediments. If nearly all juris

dictions in a province are basically rural in nature (as is especially
 

true in Albay and Sorsogon), the higher incomes in some cannot be
 

"captured" by the tax system thus leading to 
the negative correlations.
 

Most obvious from the chartered city analysis is the lack of association
 

between these demographic/economic characteristics and tax effort, though
 

larger cities or cities with stronger non-agricultural economic bases,
 

make a greater business tax effort.
 



11-56
 

The bottom panel of Table 11-14 provides a different perspective
 

regarding tax effort in municipalities in the pooled sample, by correlating
 

the effective tax rates (Ti/Yi) with the soclo-economic characteristics.
 

Given the differential average effective tax rates across 
the four 

provinces (see Table IH-12), it is not surprising to find the rather 

strong positive association between total taxes and both urbanization 

and non-agricultural incomes. The municipalities of Bulacan are likely 

a strong influence on this result. 

The evidence here thus seems to suggest that local government taxes 

in the Philippines are urban taxes. The effective rate of business 

taxation (business tax effort) tends to be higher where there are higher 

levels of per capita non-agricultural income and urbanization. The 

pattern of property tax effor, is less clearly seen from these relation

ships. One explanation is that the nattern is more complicated than
 

can be picked up by simple, zero order ielationships, i.e., some important
 

explanatory characteristics have been omitted.1 
 About the only consisrant
 

finding is that where per capita income is high--and especially if a
 

large share of this income is earned in the agricultural sector--property
 

tax effort will tend to be low.
 

1This possibility is explored more fully in Chapter III.
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Measuring Tax Effort: A Digression
 

The results above would treat a relatively high effective tax rate as
 

a high tax effort because of an assumption that all income generates the
 

same level of taxable capacity. Yet we have learned from the above that
 

effective tax rates tend to be larger where urbanization rates and per
 

capita non-agricultural income is larger. We have speculated that this
 

is due in part to a generally more advanced stage of development and an
 

easier ttmw in collecting the tax, i.e., a greater taxable capacity.
 

Where taxable capacity is high, we may expect a higher effective tax rate
 

and it is improper to attribute all of an above-average tax performance
 

to "effort", i.e., to a greater willingness to pay.
 

To correct for this we !ave constructed a tax effort model in the
 

traditional form used in cross-country studies. 1 If taxable capacity
 

varies not only with income level but with per capita nonagricultural
 

income (NYp), urbanization (U) and population size (P), we may estimate
 

T/y = f(NYp, U, P) 
 (13)
 

where
 

T/y - total local taxes as a percent of personal income 
(see Tables II-12a-d).
 

1 See, for example, Joergen Lotz and Elliott Morss, "Measuring Tax Effort
 
in Developing Countries," IMF Staff Papers 14 (1967): 478-99; Roy Bahl,

"A Regression Approach to Tax Effort and Tax Ratio Analysis," IMF Staff
 
Papers 18, No. 3 (November 1971): 570-612; Harley Hinrichs, A General
 
Theory of Tax Structure Change During Economic Development (Cambridge,

Mass.: Harvard Law 3 hool, 1966); Alan Tait, Wilfred Gratz, and Barry

Eichengreen, "International Comparisons of Taxation for Selected Developing

Countries, 1972-1976," IMF Staff Papers 26, No. 1 (March 1979): 123-156;

Roy Bahl, "A Representative Tax System Approach to Measuring Tax Effort
 
in Developing Countries," IMF Staff Papers 19, No. 1 (March 1972): 87-124;

Raja Chelliah, Hessel Baas and Margaret Kelly, "Tax Ratios and Tax Effort
 
in Developing Countries, 1969-1971," fl Staff Papers 22, No. 1 (March
 
1975): 187-205.
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Under this approach the fitted relationship, if considered adequate.
 

could then be used to measure an "expected tax capacity," (T;Y)i, based
 

upon the values of the independent variables in the ith municipality. The
 

actual effective rate, (T/Y)i, could then be compared with this expected
 

level to form a new tax effort measure, EEi, defined as
 

EEl 	M (TIY)i (14)
ii(T/Y) i 

Rankings of municipalities can then be made on the basis of the EE index
 

reflecting whether a jurisdiction is capturing its taxable capacity where
 

the latter is based upon its own economic characteristics.
 

Several different forms of the relationship between socio-economic
 

varisales and (T/Y) have been estimated with the results shown in Table
 

11-15. Unfortunately, there is such considerable underlying variability
 

in the effective tax rates that none of the regressions can be considered
 

very reliable.
 

The first set of regression results show per capita non-agricultural
 

incomes significantly related to effective tax rates (measured as total
 

local taxes per P1,000 personal income) while neither urbanization nor
 

population are significant. The second regression suggests that varia

tions in effective tax rates are closely related to province-specific
 

factors. Three dummy variables have been introduced to delineate aoung
 

the 	four provinces (Bulacan is used as the standard of comparison).
 

Under this formulation none of the three economic variables is significant
 

while each of the dummy variable coefficients is. This susnsts an under

lying difference in local taxation across municipalities in the Philippines
 



TABLE II-15 

ORDINARY LEAST SQUARES REGRESSION RESUI.TS: EFFECTIVE TAX RATESa 

TO LOCAL SOC IO-ECONOI IC CIIARAC iER I STICS 
RELATED 

Model 

1 

Intercept 

3.301 
(2.60)** 

Percent 
Urban 

1.846 
(.62) 

Per Capita 
Non-Agricultural 

Income 

8.782 
(3.62)** 

Population 
(1,O00s) 

-.052 
(1.56) 

Dununy V-iables 
Albav Iloilo Sorscon R 

.17 

F 

6.53** 

2 8.711 
(3.72)** 

1.569 
(.53) 

4.466 
(1.59) 

-.061 
(1.73) 

-3.840 
(2.09)* 

-3.855 
(2.44)* 

-5.077 
(2.66)** 

.24 4.76** 

aeasired as the ratio oL total local taxes to person&1 income (in P1,000). 

Signif'cant at less than the 0.05 level. 

Significant at less than the 0.01 level. 

SOURCE: Computed by authors. 
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that depends more on regional levels of development or perhaps provincial
 

government operations than on particular characteristics of the localities.1
 

There are several possible explanations for these results. One explan

ation grows out of the centralized nature of local tax administration.
 

The role of the provincial treasurer may be so dominant that it swamps
 

the influence of locai economic conditions on tax effort and results in
 

no systematic variability in tax effort across jurisdictions within a single
 

province.
 

Second is the possibility that the independent variables used here are
 

too crude to pick up subtle differences in stages of development which
 

account for differences in tax efforts. While mean income in Bulacan is
 

greater than in the other provinces, the simple measures of socio

economic characteristics used here are incapable of sorting out why some
 

municipalities exert greater efforts than others. Third is that basically
 

random local forces, e.g., an especially active municipai mayor, have
 

greater influence on taxing behavior than do the more traditional economic

based variables. Fourth, there is the possibility that a larger sample-

including more provinces--is necessary to get a valid result.
 

Cash Balances and Surpluses
 

The discussion of revenue and expenditure structure and variations,
 

and tax effort, sheds some light on the relative fiscal performance of
 

local governments; however, the question of fisc.-I health might also be
 

1Several other regressions were fit with both intercept and slope dummy
 
variables, under the expectation that both the level of tax effort and its
 
response to economic characteristics differ across provinces. The findings
 
did not, however, bepz out this expectation. We also estimated several non
linear relationships and still could not improve the results.
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studied by considering trends in the annual surplus/deficit and in the
 

accumulated cash position of local governments. One possibility is a
 

pattern of continuing deficits, exhausted reserves and general insolvency.
 

Though this scenarLo is not unheard of in developing countries, it would
 

not appear to describe the situation in the Philippines; at least it would
 

not appear so in the four provinces we have studied. This is no doubt
 

because of the centralized nature of the system and the tightness of
 

expenditure controls.
 

The problem in the Philippines is quite the opposite. Accumulated
 

balances and continuing surpluses seem too large to be due solely to pre

cautionary motives, i.e., "playing it safe" in anticipation of some future
 

emergency. The evidence on this trend, and some explanatory hypotheses,
 

emerge from analysis of cash balances and the surplus/deficit position
 

of municipalities during the 1977-1979 period.
 

Cash Balances. Municipalities can hold cash either in their own
 

treasuries or in a trust fund administered by the provincial treasurer.
 

In this analysis, we assume that the amounts held locally are minimal-

no more than is necessary for the day-to-day operation of the government

and concentrate on studying the balances held at the provincial level.
1
 

For a number of reasons the use of COA data are not adequate for this
 

purpose. To study movements in the cash position of municipalities, we
 

have gathered information based on site visits to a small number of munici-


It must be recognized, however, that this measure is of the stock 

of cash at a point in time (the final day of the fiscal • ar). This 
measure can change daily in response to the particular fA of revenues 
and expenditures in a iurisdictir. 
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palities in the Provinces of Iloilo, Bulacan and Albay. 1 
 The results of
 

these case studies are summarized in the top panel of Table 11-16.
 

The top rows in each panel show the General Fund balance, in total
 

and as a percent of General Fund income. 
The next two rows give the same
 

information for the combined General and Infrastructure Fund positions.
 

In each case the balances are those held in the provincial treasury.
 

For municipalities in Iloilo, cash balances are quite large and have
 

been increasing. 
Even the smallest (1977) balance, relative to revenues,
 

is in excess of 22 percent (Tigbauan, General Fund) or equivalent to more
 

than two and one-half months of revenues. The weighted average of these
 

six municipalities (weighted by the amounts of revenue) ii 1977 is approxi

mately 57 percent for the General Fund and 61 percent for the two funds
 

combined--an amount equivalent 
to over one-half of the total year's income.
 

By any stretch of the imagination these balances are 
inordinately large.
 

The Bulacan municipalities also have been holding large cash balances,
 

a weighted average for the General Fund of 23.22 percent in 1977. 
 How

ever, there is considerable variation across the municipalities within this
 

province. 
DIalolos, Obando and Santa Yaria each had relatively large cash
 

balances in both years while these stocks in Balagtas and Baliwag were
 

quite low in 1977 but grew substantially in 1978. 
 The cash position for
 

the Albay municipalities is much less strong, though it did grow during
 

1The "sampling" scheme was aduittedly, non-random; however, no attempt

was made to choose either the 
 best" or "worst" cases.


2i"fortunately, we were unable to obtain the necessary data for 1979
in Bulacan, so the most recent grcwth or decline in these stocks cannot
 
be ascertained.
 



TABLE 11-16
 

CASH BALANCE AND SURPLUS POSITION: SELECTED MUNICIPALITIES AND CITIES
 
(in pesos) 

Year Cash Balances Dingle Dumangas 
Illo ila 

Guimbal Passi Pavia 

1977 General Fund 
Percet of Revenue 

General plus Infrastructure Fund 
Percent of Total Revenue 

211680 
45.5 
291677 
47.5 

366957 
65.0 

449631 
69.0 

166760 
93.5 
212749 
96.3 

689132 
61.4 

844886 
b5.4 

234910 
46.8 
262582 
48.1 

77131 
22.9 

149192 
32.8 

1978 General Fund 
Percent of Revenue 
General plus Infrastructure Fund 
Percent of Total Revenue 

121584 
26.8 

225368 
41.9 

456686 
72.0 

620406 
92.0 

159407 
85.; 
241521 
89.9 

t606760 
133.4 
1785224 
126.9 

234179 
41.8 
312949 
55.9 

88756 
21.8 

160058 
30.8 

1979 General Fund 
Percent of Revenue 

General plus Infrastructure Fund 
Percent of Total Revenue 

48735 
9.6 

164202 
26.1 

437595 
66.0 

673862 
80.0 

151580 
85.3 

306855 
113.9 

1512060 
146.0 

1858355 
141.1 

296513 
42.2 

341538 
44.6 

75267 
17.0 

192533 
30.3 al 

Surplus 

1977 General Fund: Unappropriated 
Percent of Revenue 
General plus Infrastructure Fund 
Percent of Total Revenue 

110066 
23.7 

121710 
19.5 

169782 
30.0 
231589 
35.0 

31869 
90.3 
78271 

123.1 

37294 
33.2 

427919 
33.1 

115079 
30.9 
204481 
33.9 

36771 
10.9 
143370 
27.6 

1978 General Fund: Unappropriated 
Percent of Revenue 
General plus Infrastructure Fund 
Percent of Total Revenue 

40255 

8.9 
61082 
11.4 

261912 

41.0 
279191 
41.0 

42169 

18.0 
88571 
31.2 

112760 

9.4 
273649 

19.4 

219374 

39.2 
248399 
41.4 

55223 

13.5 
134768 

1979 General Fund: Unappropriated 
Percent of Revenue 
General plus Infrastructure Fund 
Percent of Total Revenue 

72258 
14.3 

171438 
27.2 

226839 
34.0 
230842 
28.0 

47938 
18.6 
43720 
37.6 

531982 
51.4 

672621 
51.1 

65575 
9.3 

89927 
11.7 

78337 
17.7 
232520 
36.6 
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TABLE 11-16 (Cont.)
 

Year 


1977 


1978 


1979 


1977 


1978 


1979 


Cash Balances 


General Fund 


Percent of Revenue 

General plus Infrastructure Fund 

Percent of Total Revenue 


General Fund 

Percent of Revenue 


General plus Infrastructure Fund 

Percent of Total Revenue 


General Fund 

Percent of Revenue 


General plus Infrastructure Fund 

Percent of Total Revenue 


Surplus 
General Fund: 
 Unappropriated

Percent of Revenue 


General plus Infrastructure Fund 

Percent of Total Revenue 


General Fund: 
 Unappropriated

Percent of Revenue 


General plus Infrastructure Fund 

Percent of Total Revenue 


General Fund: 
 Unappropriated 

Percent of Revenue 


General plus Infrastructure Fund 

Percent of Total Revenue 


Camalig 


1729 


1729 

1729 

0.3 


1162 


0.2 


1162 


0.0 


38864 

6.4 


113983 


14.5 


14054 

0.2 


16161 


3.2 


41502 

7.5 


54963 


9.0 


NA 


Libon 


1777 


1777 

41093 


9.7 


53692 


14.3 


154571 


36.8 


18539 

4.4 


142009 


22.1 


865 

0.2 


36279 


8.6 


13863 

3.7 


75164 


17.9 


NA 


Kalinao 


1 3 50 


15345 

21514 


8.9 


33482 


14.4 


38651 


13.8 


5891 

2.4 


28994 


7.4 


10643 

5.4 


39217 


16.2 


21471 

9.3 


57993 


20.6 


15403 


6.6
 
28642
 

7.3
 

7.3
 

Tabaco 

505315
 
511558
 

36.0
 
685787
 

46.5
 

744262
 

48.1
 

848019
 
51.5
 

946347
 

47.9
 

a 

875 

0.1
 

7641
 

0.5
 

18082
 
1.2
 

36912
 

2.4
 

NA
 

0 



TABLE 11-16 (Cont.) 

Year 

1977 

1978 

Cash Balances 

General Fund 

Peral ou In ueGeneral plus Infrastructure Fund
Percent of Total Revenue 

General Fund 
Percent of Revenue 

General Plus Infrastructure Fund
Percent of Total Revenue 

Balagtas 

718 

0.086121 
0.67 

71611 
7.14 

77729 
5.61 

la 

76394 

3.15102016 
3.94 

i65854 
21.00 

590161 
17.81 

alolos 

1427056 

38.431534163 
40.32 

1509528 
35.91 

1619970 
36.64 

Obando 

273852 

34.45423631 
50.81 

276558 
45.89 
450862 
66.49 

Sta. Nar 

234353 

28.12
237226 
26.62 

270422 
28.66 

285810 
27.95 

1977 

1978 

Surplus 

General Fund: Unappropriated 
Percent of Revenue 

General plus Infrastructure Fund
Percent of Total Revenue 

General Fund: Unappropriated 
Percent of Revenue 

General plus Infrastructure Fund 
Percent of Total Revenue 

1023 
0.12 

14963 
1.64 

45483 
4.54 
59613 
4.31 

25999 
1.07 
30897 
1.19 

170200 
6.32 

170369 
5.14 

215841 
5.81 

248405 
6.53 

747866 
17.79 
758850 
17.16 

126750 
15.94 

149814 
17.97 

126750 
21.03 

149814 
22.09 

64907 
7.79 

68681 
7.71 

74222 
7.87 

84969 
8.31 



TABLE 11-16 (Cont.)
 

Legaspi City
Cash Iloilo CityCash 

Year Interest Unappropriated
On Hand Bearing Interest UnappropriatedSurplus On Hand Bearing Surplus1977 Total General Fund 
 331335 1556938 
 2038012 
 634976 7716550
Percent of Revenue 1371624
6.8 31.8


General plus Infrastructure 41.6 3.8 23.9 8.3
342113 1623780 
 2062787
Percent of Total Revenue 744416 9069653 1427770
6.1 28.9 
 36.7 
 4.2 50.6 
 8.0
 
1978 Total General Fund 
 271700 2774622 
 2933482 
 5172224 1816500
Percent of Revenue 2393066
4.9 49.8 
 27.3 9.6
General plus Infrastructure 271723 

52.6 
12.6
2914151 
 2973609 
 5172224 1816500
Percent of Total Revenue 2517186
4.3 46.2 
 47.2 
 25.5 9.0 
 12.4
 

1979 Total General Fund 
 111493 1723672 
 1831833
Percent of Revenue 2525670 1816500 1434209
1.9 29.7
General plus Infrastructure 31.6 12.2 6.8 6.9
349333 2268236 1885787 
 2525670 1816500
Percent of Total Revenue* 1634344
4.0 26.2 21.8 
 9.6 6.9 
 6.2
 

n 
Infrastructure Fund "Income" in 1979 was P4,934,343 in Legaspi but included a loan of P2,079,812. 
The
loan is excluded in the computation of these percentages.
 

SOURCE: 
 Data gathered during field visits to individual municipalities.
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the 1977-1979 period. Casual inspection suggests that there is a size
 

bias. The largest municipality, Tabaco, has by far the most substantial
 

1
 
cash holdings.
 

Substantial levels of cash are also observed for the two chartered
 

cities examined. Especially notable in the cash balances portion of the
 

Table are the large relative holdings in the form of interest-bearing 

securities. In vach of the three years, the stock of interest-bearing 

balances in Legaspi was equivalent to nearly 30 percent of its annual flow
 

of income (the percentage was close to 50 percent in 1978). This reflects
 

the fact ti*l, a, 'Lit the Ise of rtuviticus, ciLieb are allowed to earn 

interest on cash balances withotit the approval of a higher level of 

government. The City of Iloilo relied less heavily on interest bearing
 

accounts--drawing them down between 1977 and 1978 then holding them con

stant through 1979.
 

The cash position of these local governments is .,o strong that it 

causes some questions to be raised. The obvious one is the opportunity 

cost associated with holding these balances. Apparently, only treasuries 

of provincial and city governments hold assets in the form of interest 

bearing time deposits. Mfunicipalities thus incur a real resource 

2
 
loss when these balnces become excessive.


There are both efficiency and redistributional effects associated with
 

this policy. For municipalities there is no direct incentive to accumulate
 

excess reserves since it does involve a resource loss. Yet, the evidence
 

This may, however, have to do with the data displayed here--cash held 
in "other local treasuries." If the municipalities in Albay are not 
encouraged to hold cash in the provincial treasury, they may well have 
relatively larger holdings within thoir own treasury. 

2Municipalities can earn interest on excess cash balances only with
 
the joint approval (it the provincial and municipal councils. Only in the 
sub-province of Culmaras (d wie observe this action to have occurred. 
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suggestz that, at least in some localities, this disincentive has been 

ov2rcome through the strong leadership of provincial treasurers. If such 

is the case, there has been no resource loss associated with the policy, 

at least when viewed from the perspective of the entire province; however, 

to the extent that the interest proceeds are not redistributed to the con

tributing municipalities, there is a resource redistribution. Again hether 

this is de.i mb! .h.;,,nds upon one's perspective. Such c'edistribution may 

also affect local tax compi'ance. To the extent that taxpayers in a locality 

comply with the tax laws but do not ob.serve corresponding increases in 

public zerv'ice quantities and qualities, they rmav become less willing 

to comply. If the current statutory arrangements cannot be altered, a reason

able administrative policy would be to redistribute some portion of interest 

proceeds in proportion to the deposits held in the provincial treasury. In 

any case, these excess balances suggest that a cash management program needs 

to be initiated. 

Fiscal Surpluses. Cash balances may represent a value of asset holdings
 

by local governments, but they may not be a good measure of the discre

tionary funds available to local governments. This is because some portion
 

of this liquid wealth may already have been committed to particular pur

poses. A second approach to the measurement of the fiscal well-being, which 

can take this possibility into account, is to study the trend in the sur

plus position of a jurisdiction. It should he emphasized that we are not 

talking here about an annual budgetary "surplus" measure but about the 

o,, k of cash available for general purposes. Surplus is measured here as 

the sum cf cash in the treasury plus deposits and receivables less payables. 



11-66
 

Two different types of "surpl-tses" are included in the post-closing
 

balance--appropriated and unappropriated. 
The former includes those funds
 

which, while aprropriated for projects, have not yet been spent. Included 

here are any unspent funds from the 20 percent Development Fund. Unappro

priated reserves are, however, essentially free reserves and therefore pro

vide another view of the fiscal reserves of the municipality. These dis

cretionary funds are 
found in both the General Fund and Infrastructure 

Fund. These are the amounts reported in the bottom panel of Table 11-16 

for the yearq 1977-79. 

One must conclude from the data on the six Iloilo municipalities that 

there are substantial financial resources available and not being utilized. 

By 1979, frete reserves averaged 1 32 percent of total General plus Infra

structure Fund income. Mlhile comparable averages in 1978 in Aluay (12.4) 

and Bulacan (11.4) are lower than in Iloilo, the levels in the larger
 

and more urbanized places--Tabaco (Albay) and Obando (Bulacan)--are quite
 

lirge.
 

The unappropriated surpluses are also very large in Legaspi City-

exceeding 50 percent of Ceneral Fund income in 1978 and exceeding 20
 

percent of revenues in all years. These surpluses were not so large in
 

Iloilo City, but nevertheless remained at a substantial level throughout
 

the three year period. 

Implications. An obvious question that arises from the finding of these
 

strong cash and reserve positions is, why? Several answers might be 

suggested. First, it -nav simply be that these jurisdictions do not "need" 

these resources and they truly are surplus funds. This explanation doesn't 

square with stated needs for public service improvements. 

1 
Unweighted.
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Second, the accumulation of balances may be due to a conservative
 

financial management philosophy, espoused at both higher and lower levels
 

of the government. At the Central Government level 
there is earmarking
 

of funds for contingency reserves and for capital formation. Moreover, 

local government consumption expenditure increases are limited by law, as 

are wages and salarv's. Local tr,,asurer.- may also contribute to this con

servatism in spending by consciously underbudgeting. Local treasurers seem 

to feel that thcv have some personal liability in cases of budget deficits 

and in any cast see their performance rating as being based on the fiscal 

perfor.mance of their jurisdictions. One of the few generalizable state

ments in this world is that in the financial nminagement community, surpluses 

get good marks. Provinciil treasurers little tohave incentive revise
 

this conservative practice, of same
for many these reasons and because
 

the interest returns on local cash 
 balances accrue fully to the provincial 

treasury.
 

Third, it may be that thes, reserves would not accumulate if more 

imaginative uses of local 
funds were pursued. That is, there may be "needs" 

for additional local se-rvices to be provided, but the system for ascertain

ing these desires does not effectively work to reflect them in actions. 

If residents have no effective way of voicing their demands for public
 

services, there is likely to be a tendency to remain with the status quo
 

in terms of services provided rather than undertaking new policy initiatives
 

at the local level.
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Fourth, and possibly the most relevant answer is that while localities
 

have accumulated some reserves, the kinds of spending that would be neces

sary to meet the public service demands of the citizens are such that 

considerably greater amounts of 
resources must be made available. The
 

balances shown above may be substantial, but not by comparison with what
 

is required, for example, to build a market. The solution to removing
 

this constraint may lie in making possible an increased use of credit finan

cing--a solution we consider in Chapters IX and X. 

ConcltlqiOn_,Reco.mend:t tons and Pol icv Directions 

Three general conclusions may be dra-n from the discussion above. 

The first is that local government financing is highly centralized in 

the Philippines, not just in termF -)f taxing authority and expenditure
 

responsibility but also in terms of the day-to-day influence on fiscal
 

decisions and administrative procedures. The second is that the fiscal 

importance of t!'e local government sector has declined during the past 

decade, there is a wide variation in fiscal structure and tax effort 

among municipalities and cities, and there appear to be serious inef

ficiencies in local government fiscal operations. The third is that 

Central Government policy may hay( to share the blame for the failure
 

of local governments to mobilizt. more resources or to contribute more 

to capit.al formation, some of tic inefficiencies in local government 

operations, and perhaps some of the wide variation in tax effort. 

http:capit.al
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If increased local government participation in governmental financing 

is indeed a national objective, the Central Government needs to remove
 

certain disincentives to more efficient local government financing and
 

to creite incentives for locals to increase tax effort and development
 

spending. The discu;sion in thi:; Chapter stiggo.ests areas where such 

reforms would seem c.lled for: local budgeting and financial management
 

practices, tie Central Government oversight process, the relaxation 

of expenditure randate. and the reduction or management of local govern

ment cash balanes. 

Budgeti and Financ-ial .iaI/g;:'ent Practices 

Budgets must be used as an instrument to plan and control the spending 

of local governmcnts. This means that local governments must be required 

to approach budgeting with tihe View that the annual budget is a planning 

and control document that, only under exceptional circumstances, can be 

altered during the fisc; I"year. The practice of issuing numerous supple

mental tbudgtLt snultd hO di-;c~nt nri.d. Howt-ver, the elimination of supple

mentary budgets and the general goal of more effective local budgeting 

will raise new problems which require Central Government attention. A
 

first, important need will be for training of local budget officers. While
 

such training can concentrate upon the more technical aspects of budget
 

preparation, including the submission of budget requests, revenue fore

casting, and the use of the budget as a fiscal planning device, the training
 

should also be attitudinal in nature to illustrate to its makers and users
 

the benefits attainable from a well designed budget document,
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A second need will be to strengthen the budget monitoring and
 

technical assistance capabilities in the MOF/IOB. The elimination
 

of the regular practice of suop.4mental budgets will require a more
 

careful scrutiny and approval process of local budgets by Central
 

officials and a new set of instructions regarding local government
 

budget preparation and execution.
 

Until annual budgeting is Improved and made an integral part of
 

the financial management process, there is little likelihood that
 

capital budgeting can be effective. Nevertheless, if the future is to
 

see additional use of credit financing and an increased focus on capital
 

spending by local governments, well-designed capital budge: statements
 

will be essential. Capital budgets, in specified form and including
 

financing plans, should be a general requirement for at least the larger
 

local governments and certainly for all of those applying to borrow for
 

capital projects.
 

The Oversight Problem
 

Central Covernment cuntr'l over government finances raises two important
 

barriers to more efficient local government financial management. The
 

first is a lack of coordination in Central Government supervision and
 

direction and the ,econd has to do with restrictive expenditure mandates
 

imposed by the Central Government.
 

Coordination. To an outsider, the reliance upon numerous Central agencies
 

and Ministries to oversee the financial affairs of local governments is
 

somewhat perplexing. Given the centralist orientation of the governmental
 

0 ,
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stncture in the Philippines, one should expect a greater use of such
 

oversight activities than might be found in a Federal system of governments.
 

Nevertheless, there should be the recognition that as the oversight function
 

becomes more and more fragmented there is a greater likelihood that differ

ent objectives or criteria will be used by different agencies and the
 

efficiency of local government operations may be compromised. We would
 

suggest that, at the very least, techniques and practices of the primary
 

Central agencies involved in aspects of local government financial affairs--


Ministry of Finance, Ministry of the Budget, Ministry of Local Governments
 

and Community Development and the Commission on Audits--be reviewed period

ically to ensure that the review rrocesses are not at odds with each other
 

or with overall Central Government objectives. NEDA or the Office of the
 

President would be a likely location for such responsibility.
 

Expenditure Mandates. Local grvernment control over budgets is limited
 

because of a number of Central Government expenditure mandates. There are
 

two problems here. 
The first is that if local governments do not control
 

all of their budgets, they can be held that much less accountable for
 

their fiscal performance. This is one of the major disadvantages of
 

fiscal centralization and one that the government apparently has taken
 

into account.
 

The second problem relates more directly to the nature of the expendi

ture mandates imposed. One of the simplest, albeit at times' misguided,
 

methods to ensure that particular objectives be pursued is to require
 

that local governments spend certain amounts on specific activities. The
 

....i . 7 ! . ' • , :i :: : ...
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more or less uniform application of such rules to over 1600 diverse
 

local government units further complicates the sittation and is unlikely
 

to lead to an optimal allocation of resources. If these mandates are
 

to be retained, each should be reviewed in terms of whether objectives
 

are being attained and whether reform is necessary.
 

The expenditure mandates in question here can be divided Into several
 

classes--cost reimbursements, required reserves, budgetary initiatives
 

and specific uses of funds. The contribution to ;the Integrated National
 

Police, Aid to Hospitals, and Election Reserves are forms of cost reimburse

ments. The INP is the most important and, since the 18 percent rate was
 

established several years ago, a review would seem appropriate. In
 

particular, is an amount as much as 18 percent of general revenues still
 

necessary for covering INP costs and is distribution of costs as a fixed
 

percent of general revenues an equitable way of spreading the INP financing
 

burden? At first glance, 18 percent seems quite high; 
 indeed, it is
 

more than the percentage of general revenues required for development
 

expenditures.
 

A statutory, contingency Reserve Fund requires an annual contribution
 

of 2 percent of "regular" revenues. There are two issues in need of
 

review here. 
 In the first place, the need is to create a reserve fund
 

of a certain size and not to claim a share of annual revenues. A second
 

issue is the zeasoning behind the 2 percent amount. The more relevant
 

question Is what size fund would fit potential contingencies and how
 

might this fund be established and maintained? A fund equivalent to a
 

specified share of the previous year's budget might be a more reasonable
 

requirement.
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Budgetary initiatives, especially in the form of channeling funds
 

Into development projects (tie statutor. transfer to 
the Infrastructure 

Fund, the Barangay Fund transfer, and the 20 percent Development fund), 

are in keepin.,, with the Centrai influence over local government finances 

and the devel op-.nt orientation of the Central Government. Yet, the 

question , h- raised as- to whether these directives are the most
 

effective W,'. oit timulating development spending. For example, the
 

mandated tr'nsror 
 ror. the General Fund to the Infrastracture Fund may
 

be unnecessary 
 in iight of the recent increase in specific tax rates on 

petroleum products and therefore in Infrastructure Fund revenues. This
 

also ratsus the question of whether development expenditures from tile 

Infrastructure Fund sornmthow have a higher claim than development expendi

tures in the General Fund. An in-,'epth review of this policy is needed 

to ensure that the original purpose is still being served. 
The required 

20 percent of the BIR Allotm .nt earmarked for development expenditures 

may be an inefficient, and unnecessary practice. It is not clear that
 

this earmarking has actually stimulated development spending because
 

recipient local governments have had difficulty preparing capital project
 

plans and gaining access to credit. Moreover, there is the question of 

why 20 ".'enO : 

The restriction on spending for wages and salaries is apparently
 

not onerous; 
but it would be useful 
to observe whether this limitation
 

is, in fact, a binding constraint and, 
in those cases where it apparently
 

is, why. ',Tbile mandating that a locality not 
become overly labor intensive
 

may be desirable on grounds of promoting investment expenditures, the
 

nationwide application ot such restrictions may reduce the budgetary flexi

bility that 
is necessary for effective resource allocation.
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More important, however, is the application of nationwide uniform
 

salary standards. In an economy as large and heterogeneous as the
 

Philippines it is difficult to 
imagine that standard salaries, even lf
 

ranges, can encompass the variety of
set as local labor market conditions
 

that are likely to exist. 
 Again, however, determination of whether or
 

not these restrictions are, in fact, binding on many jurisdictions is
 

an empirical question that must first be answered before any definite
 

conclusions regarding th, desirability of altering the system be reached. 

Tax Effort
 

Increased revenue generction is a central goal in the reforM of local
 

govertnent finances. 
We believe that important increases in tax effort
 

may be generated through incentives built into the Allotment system
 

(Chapter V) and incentives to 6enerate more local borrowing (Chapter X)
 

and enterprise activity (Chapters, VII, VIII). Also important to stimulating
 

tax effort, however, is the relaxation of Central Government controls
 

recommended above.
 

Since about 40 percent of all local 
revenues are in some way restricted,
 

local governments may be less enthusiastic about increasing tax effort
 

than tney otherwise might be. The lesson from successful barangay
 

campaigns seems to be that if taxpayers can see some direct benefits to
 

their payments, if they feel some control over 
how the funds are spent,
 

they will be more willing to comply.
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Cash Balances and Surpluses
 

Our field surveys suggest that some municipal governments are
 

accumulating substantial cash balances ar.J unappropriated surpluses.
 

Cash balances equivalent to 30 percent of General Fund revenue were
 

not at all unusual among the sample of jurisdictions that we studied.
 

Nationwide, local government deposits (in PNB, LPP', PVB) were
 

equivalent to 42.5 percent of total lQcal government spending and
 

69.7 percent of local government spending from own sources in 1979.
 

Such accumulations, obviously well beyond contingency needs, raise
 

two kinds of issues. The first is that It may be hard to encourage
 

taxpayers to make a greater effort, or there may be less incentive for
 

local officials to do so, when the local government is already unable
 

to spend what it has on hand. Second, the balances may well signal
 

some inadequacies in cash management practices.
 

Among the possible reasons for such accumulations are (a) no need for
 

the resources, (b) conservative and unimaginative management philosophy,
 

or (c) the need to accumulate relatively large surpluses before a juris

diction can undertake the large capital expenditures required for develop

ment projects. We doubt ,.he first of these explanations, given the comments
 

and concerns over deficient public services expressed to us in the course
 

of the field interviews. To the extent that the second reason is applicable,
 

it would suggest the need for a different set of incentives than simply
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punishing the financial manager when he fails to produce a surplus.
 

Rewards might also be provided to those managers who initiate
 

effective new uses of the funds. Under the current arrangement the
 

principle indicator of success would seem to be a large positive amount
 

at the bottom of the closing balance, while innovative program initiatives
 

are less likely to be noticed or rewarded.
 

Finally, if surplus accumulation is due to the need o accumulate
 

internal financing before undertaking new capital investments, it would
 

seem that a major need would be to develop credit policies that would
 

allow the jurisdiction to undertake these projects immediately, rather
 

than waiting until sufficient reserves have been accumulated. This issue
 

is addressed more fully in Part Three below, but it should be noted here
 

that even this policy initiative will not succeed if financial managers
 

are held accountable only for failures and not rewarded for success.
 

In such an envitonment, the most rational course for the manager to follow
 

is one of extreme fiscal conservatism.
 

Regardless of the underlying causes of the accumulation of cash
 

balances and reserves, they obviously exist. As purely liquid cash they
 

constitute a resource that cannot be used by either the public or private
 

sector to further economic development. It is therefore desirable that a
 

more effective cash management program be used to ensure that these balanes
 

are a resource made available for development purposes. Thus a final
 

recommendation is that cash management techniques be implemented at the
 

local government Level so as to maintain a minimum level of purely idle
 

reserves and that cash reserves, to the extent they exist, be mobilized
 

for either public or private development purposes.
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LIST OF JURISDICTIONS INCLUDED IN THE SAMPLE 

A. Cities by Reton 

Region 	 Cities 

Region I 	 Bagulo 
Dagupan
 
Laosg 
San Carlos
 

Region III 	 Angeles 
Cabanatuan 
Olongapo
 
Psisyan 
San Jose 

Region IV 	 Batangas 
Cavite
 
Lips 
Puerto Princess
 
Tagaytay
 
Trece Hartires
 

Region V 	 Irigs 
Legaspi 
Naga 

Region VI 	 Iloilo
 
Roxas
 

Region VII 	 Bais 
Canlaon 
Cebu 
Danao
 
Duasguete
 
Lapu-Lapu 
Kandaue
 
Tsgbilaran
 
Toledo
 

Region VIII 	 Ca1bsyog 
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Reaion Cities 

Region IX Dapitan 
Dipolog 
Pagadian 
Zamboanga 

Region X Butuan 
Cagayan de Oro 
Gingoog 
Oroquieta 
Ozamis 
Tangub 

Region XII Iligan 
Marawi 

B. Municipalltles. by Province
 

Province 
 Municipalities
 

Albay 
 Bacacay
 
Camalig
 
Daraga
 
Guinobatan
 
Jovellar
 
Libon
 
Ligao
 
Halilipot
 
Malinao
 
Manito
 
Oas
 
Pto Duran
 
Polangui
 
Rapu-Rapu
 
Santo Domingo
 
Tabaco
 
Tiwi
 

Bulacan 
 Angat
 

Balagtas (Bigaa)
 
Ballwag
 
Bocaue
 
Bulacan
 
Bustos
 
Calumpit
 
Cuiguinto
 
Hagonoy
 
alolos
 

Marilao
 
Meycauayan
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Province 	 Municipalities
 

Norzagaray
 

Obando
 
Pandi
 
Paombong
 
Plaridel
 
Pulilan
 
San Ildefonso
 
San ,Josedel Monte
 
San Miguel
 
San Rafael
 
Santa Maria 

Iloilo 	 Ajuy
 

Alimodian
 
Anilao
 
Badlangan
 

Balasan
 
Banate
 
Barotac Nuevo
 
Barotac Viejo
 
Batad
 
Bingawan
 
Cabatuan
 

Calinog
 
Carles
 
Concepcion
 
Dingle
 
Duenas
 
Dumangas
 
Estancia
 
Guimbal
 
Igbaras
 
Jantuay
 
Lambunao
 
Leganes
 
Lemery
 
Leon
 
Maasin
 
Miagao
 
Mina
 
New Lucena
 
Oton
 
Passi
 
Pavia
 
Pototan
 
San Dionisio
 
San Enrique
 

San Joaquin
 
San Miguel
 
San Rafael
 
Santa Barbara
 
Sara
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Province 	 Municipalities
 

Tigbauan
 
Tubungan
 

Zarraga
 

Sorsogon 	 Bacon
 

Barcelona
 
Bulan
 
Bulusan
 
Castilla
 

Dansol
 
Gubat
 
Irosin
 
Juban
 
Magallanes
 
Matnog
 
Pilar
 
Prieto Diaz
 
Santa Magdalena
 
Sorsogon
 



CHAPTER III
 

THE REAL PROPERTY TAX
 

As in many countries, the real property tax (RPT) in the Philippines
 

is a principal revenue source for local governments and, as elsewhere,
 

it is laden with administrative and structural problems. It is costly
 

to administer, arbitrary in its assessment and grows slowly relative to
 

income and prices. On the other hand, it has some important virtues. It
 

might be reasonably equitable in the burden distribution it imposes and
 

above all it is the most important tax base which has been allocated to the
 

local government sector. Tle proper assumption would seem to be that 

the property tax will remain a major revenue source for local govern

ments, hence its problems must be addressed. The substantial progress 

made in recent years in the Philippines is ronvincing evidence that the 

problems of the property tax are surmountable.
 

In the Philippines, some form of a tax on the land or its products
 

extends back to the Spanish era; the first use of a property tax similar
 

to that imposed today was implemented in 1901. At that time, Acts 82
 

and 83 were passed by the Philippine Commission which provided for the
 

organization of municipalities and provinces, and allowed municipalities to
 

levy a real property tax of not less than 1/2 of 1 percent, with provincial
 

treasurers given the responsibility of supervising assessment and tax
 

1

collection. 


The current system of real property taxation in the Philippines is
 

documented in two major Presidential Decrees--PD 76 issued on December
 

6, 1972 and PD 464 issued May 20, 1974. The first of these focused on
 

IDepartment of Finance, Manual on Real Property Tax Administration
 

in the Philippines (Manila, 1975), p. v.
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particular changes in the valuation of property with special emphasis on
 

insuring that all property liable for the RPT was declared by property
 

owners. P" 464 constitutes the overall basis for the RPT as it is currently
 

1
 
imposed in the ROP.


Under PD 76, owners of real property were required to file sworn 

statements of the current value of their property. Accurate reporting is 

to be aided by PD 1533 which specifies that the declared values would be 

used by the government in determining fair value of the property, If the 

parcel is involved in an eminent domain proceeding. In addition, PD 76 

stressed uniformity of assessment. Among its features were requirements
 

that provincial and city assessors prepare schedules ol fair market values 

for different classes of property within their jurisdictions using rules 

issued by the Ministry of Finance and that they revise assessments every 

five years starting in 1979. This was amended under PrD 1621 to every three 

years. 

But it is PD 464 (and its more recent amendments and Letters of 

Instruction) that constitutes the Real Property Tax Code. It defines the 

base of the property tax, the methods by which assessors are to value 

property, the timing of ieassessments, the rate structure, and It even 

outlines how the property tax is to be collected and administered. In 

studying the operation of RPr, we have relied heavily upon PD 4b4, supple

menting it whenever possible with data and observations obtained from inter-

A good discussion of the property tax vis-.a-vis other Southeast 

Asian countries is contained in A. Yoingco and V. Quintos, Philipp ine 
Tax System Under the New Society (Manila: GIC Enterprises Co., Inc. 
1979), pp. 253-261. 
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views and field work.
 

In the remainder of this chapter, we consider the three major problem
 

areas of property taxation: determination of the tax base, tax rate struc

ture and collection efficiency. These three sections contain a heavy dose
 

of descriptive material, particularly on how the property tax is assessed
 

and collected. The number of steps we had to take in getting this des

cription convinced us that few analysts in the Philippines have an under

standing of all aspects of property taxation, and that this detail is a
 

necessary first step toward formulating a proper reform program. Our under

standing Is far from complete, but it might be a reasonable beginning to
 

a thorough description of how the Philippine property tax works. Another
 

reason for documenting our understanding of the system is that it under

lies our assessment of the more important problem areas.
 

Following this description, we turn to an analysis of the revenue
 

performance of the property tax: the factors underlying its growth and
 

the variation in its performance within the nation. P reform program
 

for real property taxation, in its broadest outlines, is offered in a
 

concluding section.
 

Determination of the -,.A Base
 

A number of steps are required in the determination of the property
 

tax base: legal definition of the base; discovery and verification of
 

pr.3perty ownershfp; determination of assessed values; and revisions in
 

property values. Problems in each of these areas in the Philippines have
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slowed the growth in the taxable property base, constrained it from reaching
 

its potential yield, and may have had other unfavorable effects.
 

Definition of the Real Property Tax Base 

Taxable property undec the Real Property Tax Code includes all land,
 

buildings, .mdciinerv and other improvements (including such features as
 

productive tr.es on forested land) except 
those lands, building--, machinery
 

and improvemunts that arc expressly exempt from the tax. Agricultural 

land is. included in tile base. Among exempt properties are those ow.ned 

by the Central Government or any of its political subdivisions, non-profit 

ce.eteriet, char itabic a|nd re ligious int.titutions-, real property With a 

value less than 1,000 pc.-,os belonging to a single ow-ner in any one city 

or municipalit,.', certain statutorily exempt propertie; including land used 

for conversioii to dairy farms, machint'ry of pioneer and preferred Industries, 

certain pasturt, lands, and trees and plants that are not tile princlpal use 
2 

of the land.
 

The Prob_lm. of .Fxemjtions. There are basically four categories of 

exemptions: government property, "preferred investments", charitable and 

religious property, and property of low income persons. The latter two 

are common practice and probably are not a high priority for reform. Both 

tile gover::Ailt .1th.e ile prvlerred inidhistr,- exemptions, however, provide some 

unnecessary 4ivealways and should h. rt tbought. 

1 Since there are no unincorporated areas "within provinces, the tax 
rolls of tile mticipalitive and cities include ag:ricultural lands, even 
though such properties may benefit relativelv little from municipal ser
vices. 

-P1) 464, Section !0 as amended by PD 1621, P) 1383, and PD 939. From 
The Real Property Tax Code Annotated (PACTAA). 
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Government property is often exempt from local taxation under the
 

principle that government institutions should not tax one another. Never

theless, local services are rendered to such installations therefore some
 

payment could be justified. A payment-in-lieu of property taxes would
 

cover some of the servicing costs incurred and not be out of line with the
 

practice in other developing counr.ries.
1
 

The same general technique could be used in the case of local tax 

exemptions granted to "preferred industries" by the National Government.
 

While it is likely true that the economy of localities benefits from
 

additional economic activity resulting from such tax holiday. 
 t nature
 

of the local tax system Is such that it is unlikely that the locaZ ove'n

rment will reap revenue benefits from this activity. Increased personal
 

and business Incomes may be captured by the Central Government tax system,
 

but likely show up in Increased local revenues only after a long lag,
 

if at all. Moreover, the exemptions S-oy td,,sb, erode the local 

tax base (see p. 1II-31 for estimates), yet the locality must bear the
 

increased public expenditures attributable to such projects. There is a
 

long list of industries with exempt status, at least for initial develop

ment periods. It includes dairy farms, pasture and grazing lands acquired
 

from the public domain, machinery of a "new and preferred industry" as 

certified by the Board of Investments, new investments in tourism-oriented 

industries (P1) 535), and subsidized housing provided to emploves and workers 

of tax exempt corporations and partnerships (PD 745). Again, payments-

For a description of systems in other countrirs, see Roy Bahl, "The 
Practice of Urban Property Taxation in Less Developed Countries," in
 
The Taxation of Urban Property in Less Developed Countries, ed. by Roy
 
Bahl (Madison: University of Wisconsin Press, 1979).
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in-lieu of taxes from the Central Government which promulgated these exemp

tions would .m to be a reasonable solution to this tax base erosion.
 

Charitable organization exemptions may be justified on grounds that
 

they are providing certain services that benefit tile community--services 

that would be decreased were taxes levied on their property. Still, 
care
 

must be taken to insure that the organizations are truly non-profit and
 

not conMpetin., ''ith similar privately oaed facilities. One problem we
 

encountered with respect to delinquency on the local property tax was a
 

case of the Catholic Church refusing to pay taxes on one of its profit

making ventures. The law should be 
 made very clear about what constitutes
 

taxable and non-taxable activities. Otherwise, local treasurers 
are
 

placed in ;in impossible political position.
 

The low-income exemption may be justifiable both on grounds of equity
 

and administrative efficiency since the record processing and collection
 

costs associated with extremely low valued parcels may exceed the actual
 

tax yields. On the other hand, too
one does not want to go far with such
 

exemptions because of the need to maximize the coverage of the tax roll 

and hence the involvument of the population in the governmental process. 

The Problem of Fractional Assessments. The legal base of the real property 

tax is the capital value of land and improvements with provision for assess

ment at fractions of current market value. The classes of property to 

which different ass( sment ratios are applied are set forth in PD 76. 

Under this scheme all land is classified and assessed according to the
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following schedule (as amended in PD 1383):
 

Assessed Value as a Percent
 
Land Use of Current Market Value
 

Residential 30%
 
Agricultural 40
 
Timber and Forest 40
 
Commercial and Industrial 50
 
Mineral 50
 

Furthermore, all land is to be valued according to its actual use 

(rather than according to its best use). This classification may initially 

be based on the use class indicated on the Declaration of Real Property 

form submitted 1,y the taxpayer. Ocular inspections made by assessors 

are used as well, and when there is a conflict with the use indicated 

by the owner, the land use class is usually changed to reflect that deter

mined by the assessor. 

Reliance upon actual rather than best use and the use of fractional
 

assessments have potential economic effects that should be recognized in
 

an evaluation of the propert:,y tax system. As is the case for nearly all
 

taxes, property taxes can alter choices which individuals would, in the
 

absence of the tax, have made. These distortions of economic choices
 

are not necessarily a disadvantage, e.g., some forms of property taxation
 

may be uced to discourage land speculation.
 

The distortions Induced by the Philippine system probably do not serve
 

important social goals. Preperty tax assessments based upon actual
 

rather than best use have the effect of discouraging conversion of the use
 

of property from its current use to an alternative that, at least as judged
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by the market, is more productive. For example, a parcel of rice land
 

near the edge of an urbanized area may more productively be used as a com

mercial plot. In this case the potential market price will reflect that
 

fact. Under actual use assessment, however, the land would be assessed
 

the same as a parcel of rice land far from the urban area. If the owner
 

would be assessed on the basis of the price the parcel would fetch In the 

market, i.e., a "highest and best" use valuation, there would be an 

incentive to convert the land to its more productive use. On the one 

hand, this policy results in more rice land under cultivation, but on the 

other, it results in higher prices of urban land and perhaps eventually a 

windfall profit to the landowner. 

Fractional assessments also have built-in incentives and disincentives. 

While the higher fractional assessment of agricultural lands provides an 

incentive for conversion to residential usage, the higher fractional assess

ment for commercial or industrial properties discourages conversion to these 

1 uses. Most likely the fractions noted above were originally applied to
 

promote equity, possibly under the assumption that ability to pay was
 

greatest for cormercial and industrial landowners and least for residential
 

property owners. Nevertheless, the potential inefficiencies of such a system
 

must be recognized.
 

Buildings, machinerv and other lmprovt.ments are also assessed at 

fractional rates. For buildings and other improvements, the fractional 

IThe strength of these disincentives depends on the rate at which the 
tax is Imposed. The rate. in tile Philippines, bl" comparative standards, 
are not h!gh 

2For machinery, the fractional system Is based only upon usage, with 
percentages set at: 

Agricultural 
Residential 
Commercial and Industrial 

607 
70% 
80% 
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values depend both upon use and market value. The fractional assessments
 

(as amended in PD 1383) are as follows:
 

Market Value of Use 
Buildings and Commlercial 
Improvements Residential Industrial Agricultural 

V 30,000 or less 15% 50% 40% 
30,000 - 50,000 20 55 45 
50,000 - 75,000 25 60 50 
75,000 - 125,000 35 65 55 

125,000 - 175,000 45 70 60 
175,000 - 250,000 55 75 65 
250,000 - 350,000 65 80 70 
350,000 - 500,000 75 80 75 
more than 500,000 80 80 80 

Once again, there is an apparent attempt to adjust assessments according
 

to Lhe ability of the taxpayer to bear the burden and once again a potential
 

inefficiency results. This time the tax introduces a bias against investing
 

in improvements. The cause of this bias is that 
the fractional assessment
 

ratio associated with land is less than the ratio applied to nearly all 

commercial, Industrial and agricultural improvements and less than tile ratio 

applied to a large portion of residential improvements. 

Under the current property tax system, total tax liability (T) on a
 

parcel of land and Its improvements will be
 

T rLaLV L + rIaV 
 (I) 

whe re
 

a fractional assessment ratio 
V = market value 
r = tax rate 

L,I - land, improvements.
 



I1-lO
 

In any investment decision involving land and improvements, there will be
 

a bias in favor of projects that rely more heavily upon land as long as
 

the value of the improvement is such that the assessment ratio on improve

ments exceeds that for land. 
 For example, consider a commercial venture
 

where the land is valued at P1 million. The investor is trying to
 

determine the type of improvement 
to place on the land. If he chooses an
 

improvement with a market value of anythi.ng more than *250,000 (almost
 

a certainty) we can write his 
tax liability as
 

T = 
.5 rLV L + .8 r VI (2)
 

If rL = r, . 0.01, then
 

T = .005 VL + OU8 V (3)
 

and the improvement will be taxed more heavily than the land. Indeed, in
 

the case of commercial and industrial properties, It is only for the very
 

smallest of Improvements, i.e., 
those valued less than U30,000, that the
 

effective tax rate on improvements is not greater than that 
on land.
 

One could think of a number of inefficiencies that result from such
 

a system. For example, an investor wants to develop prime downtown land
 

by replacing an old structure with a new offiep building. If he does so,
 

he will face a penalty of 
a higher tax rate on the newer, more expensive
 

structure. Such a system does not 
work in the interest of promoting
 

development and has long been recognized as a violation of good property
 

tax practice.
 

http:anythi.ng
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A related problem with fractional assessments on improvements is the
 

possibility that, 
in order to be placed in a lower assessment bracket,
 

a property owner will 
attempt to pressure assessors to lower valuations.
 

This may be done directly with pressures placed upon the assessor (or his
 

staff) or, indirectly, with pressures placed on politicians for lowered
 

assessments. 
The point here is that there is a double incentive to push for
 

a lowered assessment: a lower overall 
tax base and a lower effective tax
 

rate. Elimination of fractional assessments would leave only the first
 

incentive.
 

We recommend elimination of fractional assessments for improvements
 

(see the final section of this chapter).
 

Discover and Determination of Property Ownership
 

The base of the RPT is more easily defined than it is measured. A 

first and often very difficult step in this measurement process is to discover 

and doLuMeLnt the characteristics of a property and its ownership. As in 

many developing countries this is a major problem of property taxation in
 

the Philippines, and it has recently been exacerbated by the land reform program.
 

The base determination problem has been addressed through tax mapping, re

quired owner declarations of value, and procedures for handling duplicate
 

records.
 

Tax Mapping. It has been argued that
 

Tax maps are the single most important tool of the
 
assessment process. It is impossible to establish
 
an adequate property tax record and accounting
 
system without tax maps, for they are the basic
 
foundation of the system. They establish a per
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manent link between the real property in the field and
 
the tax records in the office. They are indispensable
 
to the discovery of property and the identification of
 
property ownership. They simplify the task of 
property
 
description and tie together all property records,
 
including appraisal cards, 
tax rolls, and collection
 
registers.
 

They also serve the additional important purpose

of providing the public with vital real property infor
mation. Finally 
tax maps make possible the establish
ment 
of a system of records that is easily adapted to
 

1
automatic data processing techniques.
 

Tax mapping procedures establish a complete inventory of all real
 

property and assign to each parcel a property identification number (PIN)
 

such that (theoretically) every parcel in the nation has a unique PIN
 

associated with 
it. This aids property tax administration by providing
 

a simple means 
to keep track of all parcels and by linking assessment and
 

billing records. Only when such record-keeping is made systematic can 

one expect 
the property tax system to work efficiently.
 

As might be expected, however, tax mapping is a tedious and costly
 

process. Often the resources necessary :re beyond those available to a
 

local jurisdiction, even 
though it could prove to be a profitable investment
 

in the long-run. 

Recent estimates of the costs of tax mapping range from *lO - iF20 

per parcel--a substantial amount for many jurisdictions. 2 Furthermore, 

the mapping process requires, at the very least, several months to carry 

out. For example, plans in Albav scheduled 267 working: days to complete 

IDepartment (Ministry) of Finance, Republic of the Philippines, 
Assessment Regulaions I-7?8 (March 16, 1978), Section ;.0I 

See Daniel Holland, ichael Wasylenko, and Roy Bahl, "An Evaluation
of the Real Property Tax Administration P'roject," Local Revenue Adminis
tration Project, li. Maxwell School (S','ractust-, New York: Syracuse
I'niversfty, 1981), p. 34.
 



111-13
 

the mapping in Tabaco--a municipality with approximately 14,500 parcels.
1
 

Thus, by the time the results of mapping are reflected in tax revenues,
 

at least a year or two will have passed. Thus mapping can be thought of
 

as an investment--an expenditure undertaken at one point in 
time with pay

offs that accrue over a considerably longer period. Local politicians,
 

who understandably are interested in investments with more visible short

term payoffs, are not always enthusiastic about increasing taxes to fund
 

tax mapping projects. A recent study has identified municipal governments
 

as contributing 23 percent of the cost 
of tax mapping and provincial govern

ments 40 percent. In light of the discussion above, the locally financed
 

share seems quite high. One might speculate that relatively progressive
 

local governments with more secure political leadership would choose to be
 

involved in 
tax mapping early and that such voluntary participation will
 

diminish as the coverage of the mapping project increases. This suggests
 

the need for loan and/or grant financing and possibly for external (foreign)
 

assistance. 

In fact, 
tax mapping has been financed through such channels. One
 

source 
of loan funds has been the P50 million Revolving Fund begun in
 

1976 (under PD 1002) and administered by the Ministry of Finance. Under
 

this program, money may be borrowed by localities at no interest for a

3
 

period of five years. The funds are released as needed in three install

ments--50 percent, 30 percent, 20 percent, with later installments accruing
 

1 
hllti-Year Plan for the Systematic Installation of the RPTA System
 
(undated). 

2
 Eduardo Aguinaldo, "Tax Mapping: Its Significance in Real Property

Tax Administration," unpublished Masters Degree 'hesis, submitted to the 
National Defense College of the Philippines, 1980.
 

3
See Department (Ministry) of Finance, Republic of the Philippines,
 
Assessment Regulation No. 4-77 (Manila, May 23, 1977).
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only after it has been certified that previous installments have been
 

expended. AS of December 31, 1980 over P24 million in loans had been 

approved under this program with over #18 million released. 2 
 Aguinaldo's
 

study reports that 35 percent of the financing of tax mapping in his sample
 

was 
from the MOF Revolving Fund.)
 

A second source of funds 
for tax mapping is outright grants. One
 

project that has provided tax mapping resources is the Real Property Tax
 

Administration Project funded by IISAID and administered through the Ministry 

of Local Government and Community Development (MLGCD). hile other activi

ties concerning property tax administration were a part of this project, 

tax mapping was its primary component.4 This project, which provided seed
 

money for mapping operations, had accounted for only about 3 percent theof 


funds used in those communities that had completed mapping by the end of
 

5
 
March 1980. 

A major problem has been the almost complete lack of coordination between
 

these two programs. This has led to problems ot coordination and duplicati n, 

delays in implementation and just plain annoyances.6 
 The problems and some 

1Specified in Assessment Regulations 4-77 issued by Ministry of 

Finance (,lanila: May 23, 1977). 
2 Data obtained from the MOF.
 
3Aguinaldo, "Tax Mapping: 
 Its Significance in Real Property Tax 

Administration." 
4See Holland, Wasvlenko and Bahl, "Evaluation of Real Property Tax
 

Administration Project."
 

5 Ih id. 
6These problems are not restricted to tax mapping but 
involve all
 

facets of RPTA. Illustrative of the minor annoyances is the existence of
 
two prescribed sizes for 
tax maps, two approved systems of Property Index 
Numbers, and two sizes of the Post Mapping Control Roll. A more major

impediment 
to progress has been a long delay in the preparation of the tax
 
collection manual. 
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of their origins are reviewed in the Holland-Wasylenko-Bahl Report and
 

will not be repeated here in any detail. The major issue is that the USAID
 

financed program is administered through MLGCD, but MOF has responsIbility
 

for the assessment and collection functions and for preparing manuals and
 

administrative orders for the carrying out of these runctions. 
 Moreover, the
 

local treasurers and assessors 
report directly to, and are evaluated by, MOF.
 

As an ongoing proposition, all property tax administration must be at least
 

coordinated through MOF if it is 
to have any chance for success.
 

Both the USAID program and the MOF program have been underutilized
 

ber',,qe of a lack of information about their availability or terms. In
 

the course of our interviews, we encountered thif problem time and again.
 

As of August 1q80, tax mapping had been completed in 4,820 barangays
 

located in 160 cities and municipalities and had been begun in another
 
1 

3,710 barangays in 138 localities. Though these achievements are notable,
 

one must keep in mind that there are 1600 local governments in rhe
 

Philippines. In other words, tax mapping has not even begun in 80 percent
 

of the local government areas In the Philippines.
 

Are the returns from mapping worth the investment? The evidence suggests
 

that they are. While not a full-scale quantitative evaluation of the effects
 

of tax mapping on property tax revenues, the Holland-Wasylenko-Bahl evalua

tion of the RPTA project suggests some of the principal outcomes that might

2
 

be expected from mapping. Based on a non-random sample of 19 mapped
 

municipalities in three provinces it was 
found that the number of taxable
 

IData supplied by MOF.
 
2 Holland, Wasylenko, and Bahl, "Evaluation of Real Property Tax
 

Administration Project," p. 51.
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properties increased by more than 10 percent in 11 and was essentially
 

unchat.ged in 2. 
There was a decrease in parcels in 6 of the 19--reflecting
 

the existence of duplicate records. Assessed valuations were positively
 

affected by mapping in 11 of 14 municipalities (where data could be obtained) 

and collection efficiency was found to Improve in 11 of the 19.
 

These findings suggest that mapping can have an important positive
 

effect on property tax revenues, but that mapping alone will not do the
 

job. It must be accompanied by adequate records management, assessment, 

and collection procedures. At the same time, obtaining a tax roll that
 

accurately reflects the tax base of a jurisdiction is the foundation for
 

increaqsed revenue yield and for 
an efficient administration of the tax.
 

it is the essential first step.
 

Tax Declarations. In a different approach to determining property
 

ownership, PI 76 required a self-declaration. P1) 464 (and its amendments,
 

PD 1383 and PD 1621) later required that such declarations be filed every
 

three years, or within sixty days after any improvement to a property.
 

To be included on these declarations are sworn statements regarding the true
 

value of the property, and a description of the property "...sufficient
 

in detail to enable the assessor or his deputy to identify the same for
 
,1
 

assessment purposes.': I hile this approach--if performed accurately and
 

promptly by all property owners--would vastly improve the a;sessment
 

system, it has not proven to be useful. Tax mapping remains the most
 

reliable basis for enumerating properties and Identifying ownership.
 

1
PD 464, Section 6.
 



Mll-17 

Duplicate and Missing Records. 
 One of the most frequently cited problems
 

associated with the assessment (and therefore the collection) process for
 

property tax purposes is that of duplicate and missing records. While
 

accurate tax mapping should alleviate many Gf these difficulties, the
 

problem could continue to arise in the future.
 

Apparently there are several different 
reasons for the existence of
 

duplicate records on the property tax roll. 
 One of these is related to
 

the original filing of tax declarations under PD 76. Apparently, there
 

were cases where different people filed tax declaration statements for the
 

same parcel. These duplications were not detected at 
the time of f4ling and
 

many still have not been discovered. This has the effect of inflating
 

collectibles over that which realistically can be colkected and therefore
 

resulting in an understatement of collection efficiency. 
To provide some
 

idea of the magnitude of this problem, it was stated that in one Albay
 

municipality with 14,000 tax declarations, 2,000 duplicate tax declarations
 

had been detected i-ftrr. tax mapping had been completed. 2 

A second situation leading to duplicate tax dEclarations is when a
 

property buyer correctly files a tax declaration for a newly purchased
 

property, but the tax declaration 
form in the name of the s~ller is not
 

removed from the file. 
 Under Section 11 of PD 464 it is the duty of a property 

owner to inform the assessor of property transfer within 60 days of the trans

action, thus the responsibility lies with 
the previous owner. Obviously if 

this notification is not carried out, duplicate records can occur. There 

are no penalties for failure of the property owner to Inform the assessor 

1We use the term "duplicate records" to refer to the case where the 

same parcel is listed as belonging to more than one owner.
 

2
Based on conversations with the Provincial Assessor of Albay.
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and in most cases there are no cross-checks to pick up this problem. 

Coordination between assessors and registrars of deeds could eliminate
 

this problem.
 

Missing records are also -roblem. New property buyers are to (a)
 

pay the property transfer tax, (b) register the property with the registrar
 

of deeds, (c) pay a fee for registration ,ind (d) fill out a property
 

daclaration form. Sometimes this final step in the process is omitted.
 

A~ain, the problem lies with a lack of effective coordination between the
 

rr-jistrar of deads and assessor.
 

Another reason cited for record-keeping difficulties is related to
 

the ownership of estates. As in many countries, settlement of estates is 

often a time-consuming process. During the interim period ownership of 

property is uncertain and there is an unwillingness on the part of potential 

beneficiaries to pay property taxes. PD 464 requires that the administrator
 

of a property (administrator of an estate) must file a tax declaration, but 

this requirement is not always met.
 

Problems with Land Reform. Another source of record-keeping and records 

management problems, cited in many of the rural areas we visited, relates 

to the land reform program. On the surface, the problem would seem a
 

relatively simple one to sort out. Land was transfered (sold) from large
 

landholders to tenants, through the Ministry of Agrarian Reform (MAR).
 

L.ocal assessors donot have good records of the particulars of the reformed 

pr,-oerties, the previous owners are not willing to pay the tax on behalf 

IAppendix A to this chapter !,laborates on the methods used in land 
reform and how it affects property tax administration, and provides addi
tional detail on why record-keeping is a problem in land reform areas. 
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of their former tenants, and the new owners seem unconvinced of their tax

paying responsibilities. The problem is further complicated because some
 

owners were delinquent in payment of property taxes at the time of reform.
 

The Ministry of Agrarian Reform (MAR) admits that complete mapping 

of the affected areas has been a continuing difficulty.1 This creates 

rbvlou3 problems with respect to the identification of parcels and owner

ship, and therefore with assessing and collecting the property tax. Appar

ently MAR considers mapping to be a primary activity for the early 1980s, 

but the cost of this activity will be very high. This raises the possibility 

of even further delay. The continued absence of these maps will remain 

a major impediment to resolution of this problem. 

Previous lindowners and tenants have also contributed to the problem. 

i.arge landowntrs have known since 1972 that it was only a mctl'er of time 

before some of their lands would be confiscated under land reform. Under 

the statutes, farmers could receive payments for their land from the 

Land Bank upon showing, among cher things, proof of payment of all real 

property taxes on their holdings through October 1972. Property tax 

delinquency after 1972 should have been expected--from that time forward 

any payment of the property tax on affected lands became little more than 

a voluntary contribution.
 

If one assumes that tenants were aware of their legal requirements
 

(to file a tax declaration and pay property taxes), then theoretically this 

Is the primary group of taxpayers acting directly contrary to the law. Yet
 

IThe Bureau of I.ands together with MAR share the responsibility for 

this mapping. !lapping for land reform purposes involves surveying the 
tenanted land and determining the boundaries, parcel size and land use. 
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several aspects of 
the land reform system it..elf make it unlikely to expect any
 

significant amount of compliance 
from tenants. First, there has been a great
 

deal of uncertainty associated with the land reform process. 
 If a tenant
 

is uncertain that the reformed lands will remain in hi,; nopj-ssion,
 

It is unlikely that he will be willing 
to pay the taxes. Second, the pro

vision that tenants cannot transfer the land to anyone other than heirs or
 

the s-overnment makes ownership of these properties unlike that of other
 

tax.ed assets and suggests a different pattern of tax compliance behavior. 

Third, many tenants were not aware that their rental payments since 1972 

would, in fact, be counted as payment towards the purchase of the land. 

tlence, it is unlikely that they were aware of any pet'lertv tax payment 

responsibilities that accompanied such "ownership". Fourth, there may 

have been i lack of understanding concerning legal responsf iit ie:

associated with property ownership, even in where the tenant
cases realized 

he was the owner of the property. Finally, there was an ability to pay 

problem. Many of these former tenants found themselves quite suddenly 

the ouners of property (on which they had to make butstill payments), 

the prices and/or yields of the crops associated with the lant.1 were quite 

low--perhaps too low to permit property tax payments. 

Finally, the local financial officers must bear some of the blame, 

at least for a lack o" action. First, there did not seem to be a good 

understanding, on the part of local assessors and treasurers, of the 

administrative processes in reform. aninvolved land Such understanding 

would be essential to dealing with the problems which arise from land 

reform. Second, we 
found little evidence of explicit campaigns being
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carried out in land reform areas to encourage the new landowners to declare 

their property for tax purposes. Since campaigns appear to be effective
 

in tax delinquency cases (see the discussion below), this would seem to be
 

an effective method for beginning to treat this record-keeping problem.
 

While collection of property 
taxes In land reform areas will continue to be
 

difficult, there is no doubt but 
that effective property tax administration
 

cannot occur until the proper ouners are identified.
 

The Assessment Process 

Thu property valuation system is highly systematized. Rather than 

relying upon the purely subjective Judgments of an assessment officer who 

unilaterally assigns a value to each parcel, a complete schedule of market 

values per unit (e.g., per hectare of land or per square meter of a building 

constructed of a particular building material) is compiled before valuation 

or revaluat ion occurs. These schedules, constructed for each province and 

chartered city, are then approved by the Ministry of Finance. 

Valuation lechnitques. As In most property tax assessment schemes, three 

different methods are used to estimate market values---comparative sales, 

Income capitalization, and reproduction or replacement 
cost. The com

parable sales approach tends to be the principal technique utilized by 

assessors In determining the schedule of 
current market values. Assessors
 

obtain much of this information by asking knowledgeable persons, e.g.,
 

bankers and realtors, their opinion concerning current prices in certain
 

1areas, ina many also their own knowledge of the local realty market. 

1This Is not at all an unusual practice in developing countries. 
 For
 
a survey, see Bahl, "The Practice of Urban Property Taxation in Less 
Developed Countries."
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It is Interesting to note, however, that 
the self-declarations of market
 

value discussed above are seldom relied upon because it is assumed that
 

self-assessment naturally yields downward biased market value estimates.
 

Likewise, property values recorded at 
the time of sale, by tile registrar of 

dleeds, are felt to tinder tate the actual sales price. This information is
 

usuamlly discounted by local 
 assessors.
 

in cases where the income capitalization approach is used, a "normal"
 

rate of return must fie determined. In a memo dated July 25, 
1977 to all
 

provineial, city and municipal 
assessors 
from the Hinistry of Finance,
 

it is noted that the capitalization rate should be "...a selected rate1 
prevailing in th2 locality." 
 No further specification is provided.
 

The cipitalization approach to valuation is apparently not used to
 

any great extent Ior commercial property, 
 owing to the difficulties
 

Inherent in obtaining adequate financial records 
 from property owners.2
 

The approach is, however, utilized in tile 
case of Improvements to agri

cultural lands, e.g., coconut trees. 
 Since agricultural prices are readily
 

ava ilable, this price times productivity of the 
 trees per hectare (the
 

product of nuts per tree aind 
 trees per hectare) yields :inannual gross 

Income estimate which can 
easily be capitalized. The capitalization rate
 

used In Iloilo Province In the 
latest schedule of values was 14 percent3-

not an unreasonable rate given rates of inflation in the range of 7-10 

percent (Table 11-1).
 

The Real Pr-rop"rtvTax Code Annotated, compiled by Conrado C. Sabater 
and Roberto 1. Millena (Provincial (Itv and Municipal Treasurers and Assessors,
Association of the Philippines, Inc., Manila, 1979), p. 140.
 

2One exception is in the case 
of negotiated sales of properties to the
 
government, where the assessor 
is called upon to determine a fair market value.
 

3
Data from interviews with 
Iloilo Provincial Assessor.
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TABLE III-I
 

CONSUMER PRICE INDEX FOR THE PHILIPPINES: 1960-1979
 

Year CPI 


1960 76.5
 

1961 79.8 


1962 82.4 


1963 89.1 


1964 96.9 


1965 100.0 


1966 104.8 


1967 110.6 


1968 113.0 


1969 114.5 


1970 131.5 


1971 160.2 


1972 173.4 


1973 116.5 


1974 156.3 


1975 166.9 


1976 182.3 


1977 200.4 


1978 215.0 


1979 250.5 


SOURCE: 1960-1972 (Base year 1965): 


Percent
 
Increase
 

4.3
 

3.2
 

8.1
 

8.8
 

3.2
 

4.8
 

5.5
 

2.2
 

1.3
 

14.8
 

21.8
 

8.2
 

16.5
 

34.2
 

6.8
 

9.2
 

9.9
 

7.3
 

16.5
 

Central Bank of r.
 
Philippines, Statistical Bulletin, Vol. XXVII, ).:75
1973-1979 (Base year 1972): National Census and 
Statistics Office. 
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The replaceunt cost method of assessment involves estimating the 
current
 

cost of replacing a building and requires two steps. 
 The first is to estimate
 

the current cost of constructing the building or purchasing the equipment.
 

To obtain these estimates, assessors usually gather cost information from
 

lumberyards, hardware stores, building contractors, engineers, etc. The
 

second step estimates the depreciation to be subtracted from the result
 

of the fIirst step. This requires information regarding the age of the 

structure and an assumed depreciation rate. The Ministry of Finance has 

suggested that assessors use a table of depreciation schedules contained in
 

the 1963 Philippine Assessors Appraisal Manual. I These 
 rates range from 

2 to 8 percent and, based upon our interviews, are apparentl. used by many 

assessors. 

Even with these detailed instructions, considerable subjectivity 

can enter into the determination of assessed valuation. A good example
 

Is the case of the classification of agricultural lands. A Ministry
 

of Finance memo of July 25, 1977 establishes productivity classifications
 

for nine different categories of agricultural crops, e.g., rice land
 

(lowland) with irrigation facilities, rice land (lowland) without irri

gation facilities, coconut land, etc. 
 Within each crop category, several
 

different productivity classes are established. For example, coconut land
 

is classified into First Class 
(more than 70 nuts annually per tree), 

Second Class (50 to 70 nu' ; tree) and Third Class (less than 50 

pur tree).- Thte aessct: retion can t'ien he used to determine the 

1Tile Real Property Tax Code Annotated, p. 149. 
2 [bid., 
pp. 145-146.
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class of land to which a particular parcel belongs. It was noted in one in

terview that parcels are seldom placed in the First Class group. 
Thus, while
 

in practice, the Philippines has gone far to remove capricious valuation of
 

property, there is still a degree of judgment required under this system.
 

Equity Implications of the Assessment Process. 
 While not addressed in
 

any great detail in our on-site analysis, the equity effects of the
 

property tax can be closely related to the assessment process. At least
 

two different forms of equity can be considered--interpersonal and inter

jurisdictional.
 

Wtnin a ju-isdiction, interpersonal inequality will occur whenever
 

two p:jrcels of like value are assessed differently. While the use of
 

value schedule. applied in a simil',r manner to all properties within a
 

Jurisdiction .,!Inlll InLnImlze such inequities, the previous example of 

assessor discretion when judging the productivity of agricultural pro

perty suggests that inequalities could nevertheless creep into the system.
 

Likewise, if There are systematic biases built into the schedule of values,
 

e.g., if rice land values are understated relative to their actual
 

values while coconut lands are valued accurately, inequities across property
 

types will result. We had neither the time nor resources to study this
 

aspect of property tax administration even though its implications 
are
 

extremely important in an overall evaluation.
 

1
The Real Property Tax Code Annotated, pp. 
145-146.
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Interjurisdictional inequalities will almost certainly arise in a
 

property tax system which is administered at the local government level.
 

This not only 
can be deemed an unfair aspect of the tax system, but also
 

can affect the location choices of businesses and residents. Such tax
 

differentials, however, may not be 
so important in the Philippines where 

the effective rate of property taxation is not high and where centralized
 

assess=ents tend to minimize these variatiuns.
 

Revisions in 
 Assessed Valuations. 
 As noted above, I'D 76 required
 

revaluation of all property on the tax roll every five years. In PD 464
 

this was alt,.red to every three years with 
the most recent reassessments to 

be completed by January 1, 1979. This deadline was extended for one year
 

(except in M!etropolitan Manila) by 
 PD 1384. hile uniform revaluation
 

cycles arv in keeping 
with the centralized nature of the RPT administration 

process and certainly produce greater interjtrisdictional eqLality than 

randomly scheduled reassessments, there are several problems with lump

sum revisions in assessed valuations. The most significant relates to 

the large Jumps in tax liabilities which occur whetn the new roll takes 

effect. 

It was estimated that values increased on iverage by about 80 per

cent between the 1973 and 1977 rt-valuations 1 and many properties exper

ienced from 80-120 percent increases in valuation in 1980. 
 In the
 

absence of a proportional rate reduction, taxpayers will experience single
 

period increases in tax liabilities that cannot help but create more
 

Data supplied by MOF. 
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problems in an already troublesome collection environment.1 

Some form of phasing-in of these revaluations would cushion the 

impact on the taxpayer. Furthermore, under the current triennial reassess

ment cycle, the interim period between reassessments will yield no increases 

in the tax base. Thus, if a locality is already taxing at maximum rates, 

it can obtain no natural annual growth in property tax liabilities. Yet
 

the resource needs of jurisdictions increase due to factors such as popu

lation growth and inflation.
 

A second problem concerns the workloads associated with such efforts.
 

To give some perspective on the level of this additional workload, the
 

Provincial Assessor of Albay indicated that of his staff of 29 permanent
 

employees, 20 were assigned to the general revision process with an addi

tional 15 casual employees also working on reassessments (out of a total of 

from 70 to 120 casual employees hired). The number of parcels in Albay in
 

1979 totaled approximately 180,000. In the Province of Iloilo, 64 per

manent employees are assisted by several casual employees. Thirteen of the
 

permanent employees were assigned to tax mapping while apparently 

many of the remainder were involved with the general reassessment of the 

approximately 362,000 properties in that province. Obviously the schedul

ing of reas,;essments at particular dates has the effect of creating fluctua

tions in workloads that wnuld not atise if the process could be spread more
 

IThe problem, associated with large increases 
in assessed values are
 
recognized by the Philippines authorities; 1.0! 800 (January 30, 1979) pro
vided tax discounts of 5 percent for those experiencing 100-200 percent
 
increases in assessed valuation; 10 percent discounts for those with
 
increase, in assessments of 200-300 percent; 15 percent discounts for those
 
with 300-500 percent increases; and 20 percent discounts for those with
 
greater than 500 percent Increases in assessed valuation.
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evenly over time. On the other hand, the current mandated scheduling of
 

reassessments provides better insurance that all properties will be re

valued periodically thus strengthening the equity of the property tax
 

system.
 

It is therefore useful to consider alternative schemes that could
 

provide both greater elasticity in the potential revenue yields without
 

the 	larg,, single-year increments in assessed valuations. 
 Several possi

bilities arise.
 

I. The current schedule could be maintained with the 
increment phased in over the three year reassessment 
cycle. That is, if a parcel was reassessed at a 
level 90 percent above its previous value, the
 
total increment could be divided by three (assuming 
the 3-year cycle is maintained) with the fractional 
increment added each year. This approach would not, 
however, avoid the excess workload associated with 
single year reasse.sments. 

2. To avoid the peak-load work scheduling problem, all 
parcels in a jurisdiction could be divided into 
three subgroups of parcels with each subgroup being 
reassessed every third year. iVhile this would smooth 
the workload, it would not avoid the single year jump 
io a property owner's assessed valuation. Further
more, the approach should he accompanied by an annual 
updating of the schedtle of .. I ucs . Si n1ce this is 
a major undertaking, a general price index or 
indexes such as ttit, CPI and construction price index 
could be used foz interim periods and the full sche
dule could be updated every third year. 

3. 	 The appro.iches in alternatives (1) and (2) could be 
combined. One third of the parcels could be reas
sessed each year but schedules of values could be 
updated annually by phasing in an individual's tax 
increase over the three year reassessment cycle. 
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Growth in the Property Tax Base 

With revenue yields a primary concern and with property tax rates
 

essentially fixed (or at least limited in range), the principal 
source of
 

revenue growth is in the tax base. Growth In the tax base 
comes about
 

through property reassessment. Since the Second World War, general 
reas

sessments have taken place in 1949, 1960 (partial), 1974, and 1979. Interim 

growth in the base can be due to the construction and assessment of new
 

buildings, equipment and improvements, or to discovery of previously
 

untaxed properties (e.g., as might result from tax mapping).
 

Examination of the growth in the property tax base for different 

jurisdictions provides some insight into the potential revenue effects 

of ger.ral reasses,;ments. Table It1-2 shows the year-to-year percentage 

changt-s in assesed valuations for both taxable and exempt property for the 

period 1'9,'-79 in the Provinces of Iloilo, Albay and Guimaras (until 1979 

a sub-province ot Iloilo). Mo:;t obvious this "Table is thefrom massive 

increase in assessed valuations between 1972 and 1973 in the wake of I'D 76 

(December 6, 1972). The less drastic increases in Albay were apparently 

due to the longer time period associated with getting the new assessed 

valuations recorded. 

The 1979 general reassessment was completed In time in Iloilo and 

Guimaras, but not in Albay. The dramatic increases shown in the Table 

for the two completed areas suggest that if tax rates were to be held con

stant and if collection efficiency did not fall, municipalities could 
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,ROWTi IN TAXAII." AND EXFmPT ASSESSED VALUES, SELECTED JURISDICTIONS: 1970-79 

Iloilo Province ,uimaras Subprovince Albay Province Legaspi City
Percentage Cl e P'ercentage _Chatge" Percentage Change Percentage Change

Taxable Exempt Taxable Exempt Taxable Exempt Taxable Exempt

Assessed Assessed Assessed Assessed Assessed Assessed Assessed Assessed
 

Year Values Values Values Values Values "alues Values 
 Values
 
1970-71 0.2 -0.4 NA NA 0.1 
 -2.9 7.2 0.1
 

1971-72 3.9 0.8 NA 
 NA 4.9 0.2 11.4 5.8
 

1972-73 203.7 98.9 NA NA 
 55.9 0.9 109.6 38.8
 

1973-74 11.3 60.9 NA 
 NA 36.3 4.1 1.8 35.4
 

1974-75 17.9 1.4 -0.3 6.4 
 19.4 39.4 4.7 51.2
 

1975-76 0.1 
 9.0 3.3 .8 11.8 67.4 3.7 3.5
 
1976-77 5.8 4.8 11.7 0.1 
 3.0 0.7 2.9 -0.1
 

L977-78 2.2 --1.9 
 0.6 1.2 18.5 43.6 22.3 43.4
 
1978-79 80.3 96.6 189.5 80.1 6.2 1.7 
 47.8 6.2
 

NA: not available.
 

aThe subprovince of Guimaras became independent of 
Iloilo Province in November 1979, but prior to that many

administrative offices had operated independently of Iloilo Province.
 

SOURCE: Data supplied by Provincial and City Assessors.
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antici'ate considerable increases in revenues during the 1980 fiscal year.
 

It is doubtful that collection efficiency could remain constant in light
 

of an approximate doubling in tax liabilities.
 

During the interim periods, there is relatively little growth in the
 

property tax base. For example, in Iloilo increases in the taxable base
 

we e less than 6 percent in each year between 1975 and 1978. This growth
 

is slow in comparison to inflation rates (CPI) of between 7 and 9.9
 

percent during the same period. If property tax revenues did not keep up
 

with inflation, but municipal expenditures did--an outcome that seems likely
 

in light of the data presented here and above--then the pressure on me-!!ci

pal budgets during the late 1970s were in no small medsure attributable
 

to the low elasticity of the property tax base.
 

As noted above, the granting of exemptions imposes a substantial
 

opportunity cost on local governments in terms of revenues lost. In 1979
 

the ratio of exempt assessed values to the total (exempt and taxable) was:
 

Iloilo: 7.4%
 
Albay: 13.8%
 

Using the 1 percent tax rate applicable in both of the provinces, these
 

exemptions are equivalent to a #1.2 million revenue loss in Iloilo and a
 

PO.5 million loss in Albay. lo place these costs In some perspective,
 

the Provincial Government of I2oilo collected only P2.4 million in real
 

property taxes in 1979; thus, if all of the exempt property had been
 

taxable and the collection rate had been 100 percent, the Province could
 

have increased it-; property tax collections by nearly 25 percent. 1 An
 

1Assuming a continued provincial government share of 45 percent of
 
iollections.
 


