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FOREWORD

is mandated to provide technical support to the Senate President and Members of the
Senate in their task to enact relevant and timely legislation and review existing and
proposed policies on national economic and social development. While SEPO focuses on the
conduct of policy research and technical analyses of key legislative proposals, the Office also desires
to help strengthen the research capability of the Senate and improve the legislative process.
The Final Report on the SEPO Economic and Social Development Framework: Five
Pillars of Growth presents the major results of a short term research project identifying the five
major areas of reforms deemed pivotal in pursuing sustained economic growth and alleviation
of poverty for Filipinos. These major areas of reforms are macroeconomic stability, investment
climate, governance, social reforms and environment management.

T he Senate Economic Planning Office (SEPO), created through Senate Resolution No. 526,

The preparation of this report has provided the SEPO staff a unique opportunity to gather
a diverse group of local and international experts from research institutions, the academe and business
to discuss emerging economic and social issues, to review policies that have not worked over the last
30 years, to identify the gaps and to recommend approaches in solving the pressing problems of
the country. The preparation process included consultative meetings, briefings and a technical
workshop made possible through the financial support of the United Nations Development
Programme (UNDP).

This SEPO ESDF was prepared in order to present a menu of research and legislative proposals
for the consideration of the Members of the Senate. Guided by the human development goals enshrined
in the 2015 Millennium Development Goals, this document includes proposals from a number of cross-
sectoral and sector specific assessment reports and sector specific policy papers.

We, in SEPO, recognize that the struggle for national development and nation building is not
fought only through technical means, or through laws and position papers but also through discussions,
consensus-building and collaboration among individuals and groups, within and outside of the Senate,
who can mobilize people and institutions to action.

Much has been done in this recent endeavor, yet much more remains to be accomplished.
This Final Report is only the beginning of the long crusade to produce and promote research and
policy proposals that are truly reflective of and responsive to the needs of the majority of our people.
We hope this report will stimulate interest and debate and help create a momentum for a reform
oriented legislative agenda.

Po: funsasS. Brakons

MA. SUSANAT. BULAN
Director-General
Senate Economic Planning Office
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INTRODUCTION:

Philippine Economic Performance

After two decades, Philippine economic
performance leaves much to be desired.
The Philippine economy posted low average
growth rates in its Gross Domestic Product
and Gross National Product of 2.7 percent and
3.0 percent, respectively. Further, the growth
was uneven and not sustained for long periods
of time, and we have not regained our economic
growth since the sharp reversal in the 1980s.
(Refer to Figure 1.)

Figure 1. Real GDP and GNP growth rates, in %

Table 1. GNP, GDP Across East Asia and the Pacific Region

Percent

[ —Real GNP —=—Real GDP

Source: Philippine Institute of Development Studies

Our economic growth was only half of
what most of our neighbors in Southeast Asia
and the Pacific achieved. We were even over-
taken by Vietnam, Laos and Cambodia in the
last decade as shown in Table 1.

GNP growth rate |GDP growth rate
Country 1965-1996 1990-2001
(in percent) (in percent)
China 8.5 10
Hong Kong 7.5 3.9
South Korea 8.9 5.7
Singapore 8.3 7.8
Indonesia 6.7 3.8
Malaysia 6.8 6.5
Philippines 3.5 3.3
Thailand 7.3 3.8
Cambodia na 4.8
Laos na 6.4
Myanmar na na
Vietnam na 7.6
East Asia and
the Pacific 7.4 7.5

Source: Yue (2002)

Repercussions of low growth

After decades of moderate growth, the
economy has not made a significant dent in
poverty reduction. Posting the lowest growth
rates since the 1970s, the country also registered
the lowest decline in poverty incidence when
compared to its Asian neighbors (Refer to
Table 2). This is supportive of what economists
proved that economic growth is the main driver
of poverty reduction.



Table 2. GDP Growth (%) and Poverty Incidence, 1970-1996

GDP Poverty Incidence | Percentage
Country Growth |(national poverty line)| Reduction
1971 -1996] 1970 1996

Korea 8.03 23.0 9.6 58.3
Taipei China 8.04 30.0 *3.0 90.0
Malaysia 7.51 49.0 8.2 83.3
Thailand 7.61 39.0 11.4 70.8
Indonesia 7.37 58.0 11.3 80.5
Philippines 3.51 **52.0 36.8 29.2

Note: *1985 figure
**1975 figure
Source: Quibria (2002); Percentage reduction is SEPO’s computation.

Moreover, the economy has not been
able to provide sufficient employment for the
growing number of labor participants. Figure 2
below presents the close link between
employment levels and GDP growth rates.
In times of economic deceleration, unemploy-
ment rises.

Figure 2. Philippine GDP Growth (%) and
Unemployment Rates (%), 1983-2003
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Reasons for Underperformance

Government’s inward looking policies of
the past have played a critical role in shaping
the economic growth process in the country.

During the 1970s and 1980s, policies were
mainly characterized by import substitution,
strong interventionist stance through fiscal
incentives, directed credit and the promotion
of capital-intensive industries in a labor
abundant country. Our export and industrial
sectors suffered from these policies. Growth
of industry stagnated at an average of 1.8 percent
in the past 20 years. Thus, industry’s share to
GDP declined from 41 percent in 1981 to 33.5
percent in 2003. Likewise, agriculture did not
develop as natural resources were depleted
because of neglect. The agriculture, fisheries
and forestry sectors which contributed 23.5
percent of GDP in 1981 declined to 19.8 percent
in 2003.

Economic growth in the 1970s and 1980s
was primarily financed through external debt
which eventually became very difficult to
sustain. Consequently, growth became uneven
and the economy suffered episodes of macro-
economic imbalances that resulted to a balance
of payments crisis, increasing debt, staggering
fiscal deficits, and periods of high inflation.
The consequence of our inward looking policies
was the insufficiency of foreign exchange for
an economy dependent on foreign capital to
finance growth.

Given the weak macroeconomic fun-
damentals, the country became very vulnerable
to external shocks such as the oil crises in 1971
and 1982. Our economic performance was also
strongly linked to major economies of the world
such that any slowdown in these economies
affects our growth. Financial crises such as the




Mexican and Asian crises also adversely affected
our economy. Domestically, episodes of politi-
cal instability slowed down investment in the
country and had derailed our growth.

After the 1986 EDSA revolution, significant
policy shifts opened up and deregulated
the economy and eased the government’s
protectionist stance. The Aquino administration
started to liberalize trade and reduce govern-
ment intervention in the economy. These
reforms continued into the next administrations
as we deregulated and liberalized many sectors
of the economy such as telecommunication,
investments, banking, foreign exchange
market and retail trade. Trade liberalization
doubled the ratio of exports and imports
to GDP. Our economy, however, was hounded
by military uprisings and major financial
crises. These tempered growth and inevitably
led to deceleration of growth in certain
periods.

The vulnerability of the country to external
shocks is a sign that the macroeconomic
fundamentals of the country were weak. First,
the fiscal sector exhibited drawbacks as
the government continued to face deficits.
The country had budget surpluses only during
the years 1994 through 1997. This led to
increasing debt and crowding out of private
investments. Second, our exports have not
grown significantly to finance our foreign
exchange requirements. The country remained
highly dependent on foreign capital to finance
growth. In the ASEAN 5, we have been the
worst export earner since 1997, as shown

by Figure 3. The income from Overseas Filipino
Workers, however, greatly boosted our foreign
exchange earnings.

Figure 3. Merchandise Exports in Southeast Asia,
in Million US $, 1997-2003
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Third, entry of foreign investments
decelerated and ran short of increasing the
productive capacity of the economy. The invest-
ment climate has not met up to expectations
of foreign investors, as competition from
other countries further slowed down their entry.

Table 3. Net Foreign Direct Investment,
Average Growth Rate (%), 1992-2003

ASEAN '92-97 ’98-'00 ‘01-'03
Philippines 64.9 11.3 -20.1
Malaysia 5.3 -14.8 84.6
Thailand 16.2 20.0 -6.8
Indonesia 27.0 -307.8 -206.2
Singapore 27.6 145.9 92.1

Source: ARIC-ADB, World Investment Report

In addition, the low savings rate has not
helped finance growth as national savings
continue to be below international standards.
(See Table 4.)




Table 4. Gross Domestic Savings (% of GDP)

reducing poverty. Table 5 below illustrates the

Source: Asian Development Bank

Moreover, growth in the recent years
depended too much on consumption. The
proportion of consumption to GDP increased
to 73 percent in 2003 from 65 percent in 1981,
while investments’ share to GDP declined to
18 percent in 2003 from 26 percent in 1981.
While a consumption-driven growth is not at
all bad, the productive capacity of the economy
must be increased in order to sustain growth.

The ‘right’ policies

Thomas et al. (2000) explained that during
the 1980s to the 1990s, economies with high
growth registered larger dents to poverty
incidence than those with moderate growth.
More striking is the observation that within the
same period, low growth economies registered
a substantial increase in poverty incidence. These
underline the role economic growth plays in

Country 1980 1990 2002 relationship between growth level and poverty
Southeast Asia (ave.) 28.3 31.2 | 30.2 incidence.

Indonesia 29.2 32.3 21.1

Malaysia 32.9 34.4 41.8

Myanmar ir.7 117 ] 113 Table 5. GDP Growth and Poverty Incidence
Philippines 26.6 18.7 19.5

Singapore 38.8 43.3 44.7 High | Moderate| Low
Thailand 23.0 34.3 320 Period | Growth| Growth [Growth
East Asia (ave.) 21.5 228 | 21.4 Poverty (%) 1990s| 24.1 | 31.4 | 36.9
China 34.1 38.7 39.4 1980s| 31.0 32.1 30.2
Hong Kong 34.5 36.0 | 33.9 Percentage

Korea, Rep. of 23.8 37.2 | 29.3 Improvement 22.3 22 |-22.2
Mongolia 15.7 8.0 4.1 GDP Growth (%) 1990s| 5.3 4.2 0.3
Taipei,China 32.6 28.1 | 24.3 1980s| 6.5 23 21
Nepal 11.1 7.9 11.6 No. of Countries 13 53 39
Pakistan 7.8 13.5 13.6 Source: Thomas, et al. 2000

Sri Lanka 12.0 13.2 14.6

Quibria (2002) outlined the set of policies
that provides an environment conducive to
growth. Using the experience of Asian econo-
mies, she argued that the economic growth is
supported by economic openness which brought
in investments and access to new technology, and
finding a niche in the unlimited opportunities in
the world economy. She rightly argues, however,
that for an economy to prosper in a liberalized
environment, the domestic economy should have
a stable macroeconomy, flexible labor markets,
and legal and political institutions that provide
good economic governance, encourage invest-
ments and efficient use of resources.

Indeed, economic growth is necessary
but not sufficient in reducing the incidence of
poverty. Ceteris paribus, growth that concen-
trates on labor-intensive sectors, is sustainable
or environment-friendly, and anchored on the
creation of stable and rule-based institutions
makes more substantial dents on poverty.




As Thomas et al. (2000) reiterates in their
document for the World Bank, the quality of
growth matters considerably in reducing
poverty.

A sustained and balanced growth is the
best approach to reduce the incidence of poverty.
The World Bank reinforces Quibria’s conclusion
that sustaining growth involves “right” policies.

Using the same tripartite classification
system of countries, Thomas et al. (2000)
identified policies and factors that positively
contribute to high economic growth:

(1) as a major component of stabilizing the
macroeconomy, they observed that the
budget deficit of governments as percent
of GDP in high and moderate growth econo-
mies is at 1.4 to 1.8 percent, substantially
lower than the 3.4 percent budget deficit
posted by low growth countries;

(20 for both high and moderate growth
countries, there is a marked observation of
lower financial repression, greater financial
depth as measured by M2-to-GDP ratio,
and larger international reserves as a
percent of imports compared to low growth
economies;

(3) economic openness, as measured by trade-
to-GDP ratio and capital openness index,
provides a positive relationship to growth;

(4) good governance plays a role in achieving
higher growth rates. Indicators for rule of

law and control of corruption show the
watershed that separates the high growth
and moderate growth economies from
those achieving low growth; and

(5) environmental action showed a good
correlation with the level of growth
an economy achieves as it accounts for
how well an economy manages its natural
capital.

Moreover, the World Bank (particularly
Thomas, 2000) underscored the appropriateness
of interventions in education and health
as modes of reducing poverty and promoting
equity in the long run. It seems appropriate
to focus on health and education policies
as they are more politically acceptable to
create new wealth through human capital
investments than to redistribute existing
capital like land or taxing those earning
higher incomes. Larger spending and better
program implementation on health and
education provides the poor better opportunities
in the labor market, levels out intergenerational
equity by ensuring better access to education,
reduces political conflict and boosts social
cohesion which feeds back into the electoral
process, among others.

Quibria, using Asian countries’ experience
since the 1960s, and the World Bank providing
the larger global picture, provides a consensus
on the role of economic growth and the “right”
policies for higher and sustained growth
which consequently reduces the incidence
of poverty.




Moving the Philippines forward

We have identified the policies that
boosted growth and consequently reduced
poverty in other economies. It is in this light
that the country’s next development agenda
must be anchored on the pillars of growth—
pillars which in the past have been weak in
supporting a sustained and balanced growth.

First, it is imperative that the country
provides a policy environment that stabilizes
the macroeconomy, primarily through better
fiscal, financial and monetary management.
This is not sufficient, however, as there are
microeconomic interventions needed to
create a better business environment to support
the micro, small and medium enterprises

(MSMEs) and export-oriented industries.
Good governance—by creating institutional
arrangements that makes policies predictable
across administrations, preserves the sanctity
of transactions and contracts, and provides
an efficient bureaucracy that oversees policy-
making and enforcement—is the third pillar.
Finally, the fourth and fifth pillars focus on
investing in human capital and environmental
management. These two are vital to the poor
as they affect those employed in rural areas
specifically in the agriculture, fisheries and
forestry sector, and as labor is argued to be the
poor’s primary asset.

The components of these five pillars
will be discussed in great detail in the chapters
that follow.




FIRST PILLAR:

Achieving Macroeconomic Stability

A large public sector deficit and a weak
financial and banking sector spoil the country’s
macroeconomy and serve as major constraints
to higher growth. Along these lines, ensuring
macroeconomic stability requires focusing on
fiscal consolidation measures through enhanced
revenue generation and expenditure manage-
ment to arrest the escalating public debt levels.
It is crucial that this is supported by a prudent
monetary and an effective external debt manage-
ment policy to ensure external sector viability.

Improving private sector financing by
strengthening the banking system and develop-

ing the capital market also remains crucial to
achieve macroeconomic stability. Banks and the
capital market play integral roles in generating
the needed savings to finance and sustain
investments in the country, hence their stability
must be ensured.

A. Addressing fiscal deficits

At present, the biggest threat to macro-
economic stability is the fiscal deficit. The
Philippines has been experiencing a deterio-
rating fiscal position, from a budget deficit of
P19.6 billion in 1989 to P199.9 billion in 2003.

Table 6. Fiscal Balance and Outstanding Debt of the Central Government
In ASEAN Countries, 1996-2003 (% of GDP)

Country 1996 1997 1998 1999 2000 2001 2002 2003
Overall Fiscal Balance to GDP Ratio
Indonesia n.a. 0.0 -3.7 -2.8 -1.6 -2.3 -1.8 -1.9
Malaysia 1.1 2.5 -1.5 4.1 4.2 -6.7 -5.6 -5.3
Thailand 2.4 2.1 -7.6  -10.5 -3.2 -3.8 -1.4 0.4
Philippines 0.3 0.1 -1.9 -3.8 4.1 4.1 -5.2 -4.6
Debt to GDP Ratio
Indonesia 23.9 24.2 68.8 53.3 48.6 n.a. n.a. n.a.
Malaysia 35.9 31.9 36.4 37.3 36.9 n.a. n.a. n.a.
Thailand 3.9 5.1 10.7 20.9 22.6 25.0 n.a. n.a.
Philippines (without contingent liabilities) 53.2 55.7 56.1 59.6 65.5 65.5 67.7 77.0
Philippines (with contingent liabilities) 61.3 66.9 67.6 72.0 80.1 79.1 84.7 93.2

Source: Manasan, 2002 and Asian Development Bank




Figure 4. Levels of Consolidated Public Sector and
National Government Deficits, 1992-2003
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On a broader front, the country’s consolidated
public sector deficit (CPSD) reached P235 B
in 2003 which is equivalent to 5.4 percent
of GDP. CPSD includes the financial positions
of the National Government (NG), Government
Owned and Controlled Corporations (GOCCs),
Bangko Sentral ng Pilipinas (BSP), Government
Financial Institutions (GFIs) and the Local
Government Units (LGUs).

The continuing deficit position and the
need to pay maturing obligations have caused
the NG’s debt (net of contingent liabilities) to
balloon to P3.4 trillion in 2003. This amount is
about 77 percent of GDP. If contingent liabili-
ties were added, NG’s debt will reach P4.1
trillion at the end 2003 or 93 percent of GDP.
More alarmingly, the total public sector debt
has reached P5.4 trillion as of September 2003,
or 137 percent of GDP. This means every Fili-
pino has to pay P65,853 to cover our outstand-
ing public debt. Economists warn that if the
country does not limit public borrowing, the
Philippines will be bankrupt in two to three years.

1 Half of the decline in tax effort in 1998 was mainly due to tax evasion.

The deficit problem is a result of spending
more and collecting less. We should adopt
the necessary measures to reduce this gap by
examining our revenue collection and expend-
iture management program. Today, we collect
only 12.5 percent of our GDP, compared to
17 percent in 1997.* The Philippines has the
lowest revenue effort compared to Indonesia,
Malaysia and Thailand (1999-2003) as shown
in Table 7 below.

Table 7. Total Revenue in ASEAN Countries (% of GNP)

Country 1996 1997 1998 1999 2000 2001 2002 2003

Indonesia 17.4 18.5 13.8 18.6 15.8 20.7 18.7 16.9

Malaysia 23.0 23.3 20.0 19.5 18.1 23.8 23.2 20.2

Thailand 19.3 18.0 155 154 15.2 15.1 16.1 15.5

Philippines 18.2 18.7 16.4 15.3 14.7 14.4 13.2 13.4

Source: Philippine Institute of Development Studies

On the other hand, the country’s public
expenditure has increasingly become biased
in favor of the ballooning debt service
(28 percent of total expenditures in 2003)
and the salaries and wages (34 percent).

Figure 5. Fiscal Inflexibility, % of GDP
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Such bias effectively crowds out the social
and economic expenditure needs. Although
spending on social services continue to receive
the biggest slice of the national budget, its share
is continuously declining.

Figure 6. Government Expenditures, % of Total
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Direction for Reforms:

To arrest further escalation of the country’s
deficits, the government must consider the
following measures:

1. Improve revenue collection. Tax policy
should be designed relative to an overarching
goal and should not be ad hoc and fragmented.
The following interventions are highly recom-

mended/suggested:

a. Administrative Reforms

U Improve tax administration. Efficient system,
procedures and benchmarking of tax collection
should be established.

U Institutionalize an attrition system. Its
provisions include the transfer or severance from
government service for failure to meet collection

targets, provision of performance standards and
review mechanisms and provision of incentives
to performing collection agency.

b. Revenue Measures

U Rationalize fiscal incentives. The current
fiscal incentives structure in the country is
complicated, fragmented, inefficient, and costly
in administrative and revenue terms. The
vulnerability of the tax incentive system to
syndicated crimes of graft and corruption has
resulted to substantial revenue losses and
distortions in resource allocation. Aside from
the additional revenues that it will generate,
rationalizing the current fiscal incentives struc-
ture is ultimately concerned with implementing
an incentive system that is easy to manage,
administer, and monitor, which will encourage a
healthy business environment in the country.

U Reduce exemptions from VAT. VAT collec-
tion should reach 4 percent of GDP or 80
percent efficiency.

U Index excise taxes on cigarettes and alcohol.
Its prices have fallen drastically in real terms.
Retail prices of these sin products have not
been adjusted, hence, for several years now,
manufacturers have not been taxed properly.

U Increase excise tax on petroleum products.
This should be done preferably with rebate
vouchers for public transport and utilities to
avert resistance from transport groups.

U Pursue tax decentralization. Local govern-
ment units should be given more authority in the
collection of its local taxes for greater accoun-




tability. Furthermore, in order to raise more
local revenues, property taxes should be made
more progressive (Manasan, 2004).

U Introduce a second wave of privatization.
Sale of all government holdings in the semi-
private corporate sector, where no role of of
government is self-evident (such as holdings in
commercial banks — Cocobank, minority shares
in PNB and DBP; business sector — San Miguel
Corporation, National Steel Corporation,
National Computer Center and PNOC; and
media — Channel 9 and Channel 13) should
be pushed. These holdings distort business and
regulatory decisions since some of these
businesses are with conflicts of interest with
the government’s objective.

2. Improve expenditure management. It may
be worthwhile to do a thorough review of the
expenditures of both national agencies and LGUs
to seek areas of improving cost-efficiency or
viability of projects.

U Review allocations for Priority Dev-elopment
Assistance Fund (PDAF) (UPSE, 2004). This has
been perceived highly political and promote
corruption. The use of this fund must be made
more transparent and aligned with the develop-
ment agenda.

U Strengthen performance assessment and
evaluation system for each agency. This can be
done by strictly implementing the Sector
Effectiveness and Efficiency Review (SEER) and
Agency Performance Review (APR).

U Adopt a medium-term expenditure frame-
work. In order to have better estimates on the

10

programmed budget that is in line with policy
priorities, the three-year budgeting system
should be adopted and implemented. This
will further reinforce the link between policy
choices, budget and delivery of services that
the government is responsible for.

U Re-engineer the bureaucracy. Streamline
scope and functions of government agencies as
well as government corporations.

U Enact afiscal responsibility bill. There should
be no new expenditures if there will be no new
revenue for them. Clean-up unfunded laws and
make certain that there will always be funding
for future legislation.

3. Contain fiscal risks from GOCCs and con-
tingent liabilities due to guarantees. The govern-
ment has to keep track and understand the risks
of contingent liabilities it is exposed to as past
fiscal crises in the Philippines were triggered
by extra-budgetary activities. It is then important
for the government to effectively recognize,
manage, report and provide for contingent
liabilities (CLs) and off-budget risks of GOCCs.

U Strengthen congressional oversight of GOCC
operations during budget deliberations.

U Limit automatic guarantees to BOT investors
and GOCCs. Direct guarantees on GOCC
loans should be reviewed and the degrees of
guarantees given to them should be limited.

U Undertake an assessment of capacity-build-
ing needs. Strengthen institutional capacity
to monitor and manage fiscal risks and the
establishment of a centralized risk manage-
ment unit.




U Make Contingent Liabilities (CLs) more
transparent. Information on CLs’ size, nature and
risks should be provided in budget documents.

U Setabudget for contingent liabilities separate
from GAA that should be approved by Congress.
This budget will set limits on the CLs for the year,
allocate and provide for guarantee calls.

4. Manage Public Debt Effectively. Conside-
ring the increasing size of the debt stock, the
government should have a deliberate policy to
mitigate the further increase of its total debt.

U Ensure effective debt management at all
times by borrowing preferably at least cost with
longer maturities.

B. Maintaining stable monetary
indicators

Inflation

Over the years, the country’s price level was
kept at low, single-digit levels despite hikes
in petroleum prices, electricity charges and
the depreciation of the peso. From an inflation
rate of 6.6 percent in 1999, inflation fell to
3.0 percent in 2003, bringing the five-year
inflation average to 4.6 percent. In 2002, the
Bangko Sentral ng Pilipinas shifted to an inflation
targeting framework of monetary policy with the
primary objective of maintaining stable prices
conducive to a balanced and sustainable growth.

Compared to 1997 levels, interest rates
based on the benchmark 91-day Treasury Bill

declined to single digit levels from 1997 to 2000.
It hit its lowest annual average of 4.4 percent
in 2002 although it climbed higher to 4.5 percent
in 2003 (See Figure 7 below). For the near-term,
interest rates are expected to remain benign.
The Bangko Sentral, however, may need to
review its monetary stance in the near-term in
consideration of the hike in US interest rates.

Figure 7. Inflation and Interest Rates, in %
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Relatedly, the availability of credit and
its ratio to the real economy (domestic credit
as percent of GDP) remained low in 2003
(See Figure 8) compared to pre-crisis period in
1997. The country has a lower ratio of domestic
credit to GDP compared to Malaysia, Thailand

Figure 8. Domestic Credit as % of GDP, 1997-2004
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