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was within the program projection. The policy intentions with regard to
structural reform were implemented (as described below).

The policies followad by the authori:ies are reviewsd in greater
detail baluw, mainly in relation to program intentions.

a. Fiscal policy

The outturn of the National Government budget fell substantially
short of the expectations underlying both the original and the revised pro-
gram. At the time of the mid-tera review, the projected overall deficit
had been raised from P 4.2 billion (1.3 per cent of GNP) to ® 9.1 billion
(2.9 par cent) to take account of additional budgetary expenditures, yet
the original revenue estimates had been retained, despite a considerable
reveanue shortfall in the first five months of the year (Table 3). The
latest sstimates, based on 1l months data, show an overall deficit of
P 11.9 billion (3.9 per cent of GNP). The increase in the overall
deficit compared with the revised program was entirely due to revenue
shortfalls, totalling P 5.8 billion, that occurred in all the major tax
categories and in nontax revenue. Total revenue was only slightly higher
than in 1980, with tax revenus rising by only 4 per cent an! nontax
revenue declining marginally. Receipts from taxes on international trade
declined, wi!le the growth of domestically based tax receipts slowed down
markedly. These raevenua developments could not be attributed to discre-
tionary measures. According to official estimates, a loss of revenue
from discretionary measures, such as an increase in perscnal income tax
exemptions, suspension of certain export duties, and tarif{f reductions,
was offset by revenue gains from other discretionary measures, including
the provisions of a tax amnesty in September 198.1. The authorities stated
that there was no accumulation of tax arrears, except for P 500 willion
in import duties owed by the Philippine National Oil Company. Thus, the
poor revenue performance must be attributed mainly to the depressed
economic conditions and to a sharp decline in the income elasticity of
tax revenue, reflecting problems of tax administration.

Budgetary expenditure policies in 1981 were influenced by the dis-
ruption of financial markets and the slower-than-expected pace of economic
activity. To assist in the rehabilitation of distressed enterprises, the
Government stepped up sharply its equity contributions and lending and,
in an effort to compensate for depressed private investment, accelerated
the implementation of the infrastructure program. However, in the second
half-year, as the revenue shortfalls continued to increase, drastic
economy measures were imposed on current expenditures in order to contain
the widening budget deficlt: these included postponement of maintenance
expenditures, freezing of new staff positions, and cutbacks in fertilizer
subsidy payments and ald to local governments. In addition, the salary
ad justment announced earlier in the year was only partially implemented.
Thus, while capital expenditures turned out to be P 3.0 billion higher
than in the revised program, current expenditures were P 6.0 billion lowel
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The staff tearm expresnnd concern at the decline in the ratio of tax
revanue to GNP, from 11.5 per cent in 1980 to 10.4 per cent in 1981, and
the associated sharp expannion of the overall defizit. The authorities
responded that in the contaxt of the sluggish economy, the expanded
budget deficit reflected an appropriate fiscal policy stance; in particu-
lar, since net credit use by .te public sector was within the program
projection, financing the unlarged deficit could not have resulted in a
crowding=-out of private soctor investment. They also emphasized that a
substantial part of the deficit reflected government lending to the
private sector.

b. Credit polic

The evolution of ¢ it policy in 1981 was influenced by the author-
ities' decision to accomnodate a significantly greater net credit use by
the public sector, particilarly the National Government, than in previous
years, and to counter the fiiarcial difficulties of nonbank financial
ingtitutions and certain mij 1 firms resulting from the confidence crisis
and sluggish economic activicy Of the expansion of net domestic assets
of the banking system, 37 per ¢ent reflected net credit use by the public
sector, and 22 per cent, Central Bank credit for the financisl rescue
operation. Moreover, the increase in net credit to the public sector was
equivalent to 52 per cent of the expansion in total liquidity in 1981, com-
pared with an average of 14 per cent for the years 1979-80. 1In response
to the staff team's concern about this development, the authorities stated
that the distribution of credit between the public and private sectors
reflected the weakness of private demand and the compensatory expansion
of public investment; the latter, rather than constraining private sector
activity, had been supportive of it.

At the mid-:erm review, the end-1981 net domestic asset ceiling was
raised by P 3.4 billion, or 3.8 per cent. In the event, however, this
ceiling was exceeded by P 1.1 billion or 1.2 per cent (Table 4). The
authorities explained that the continuing repercussions of the financial
crisis had made it imperative to increase Central Bank financing of the
rescue operation to P 3.3 billion from the P 1.5 billion envisaged
at mid-year. Thus, the increase in such financing more than accounted
for the excess of net domestic asset expansion over the December ceiling.
In response to questions from the staff team as to why offsetting measures
of credit restraint were not used, the authorities replied that the
unexpectedly sluggish economy, as well as the possible dangers to finan-
cilally troubled firms o“ credi* tightening, precluded such use.

The average Central Bank rediscount rate on outstanding loans
increased to 7.8 per cent in the fourth quarter of 1981, from 5.6 per
cent in the same quarter of 1980. Further, the Central Bank removed the
remaining ceiling on interest rates on savings and time deposits with a
maturity of two years or less. The impact of this action on deposit
rates was partially nullified, however, by efforts by the Bankers Associa-
tion to hold these rates at the prevailing 9 per cent level, perhaps
because of bankers' reiuctance to actively compete for deposits in the
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face of the continuing interest rate ceiling on loans of one year or

less. However, for money market instruments, the waighted average interest
rate rose to an annual average of 15.8 per cent in 1981 from 13.3 per cent
in 1980, reflecting primarily higher interest rates in the i{nterbank mar-
ket and for Central Bank Certificates of Indebtedness (CBCIs). Neverthe-
less, during most of 1981 as in 1980, nominal interest rates for these
instruments remained below foreign interest rates (Chart 3). With the
lower inflation rate, real interest rates rose from negative 3-4 per cent
in 1980 to positive 3-~4 par cent in 1981 (Chart &4).

Gtructural reform of the financial sector continued in 1981 and was
supplemented by measures to enhance the effectiveness of monetary policy.
Regulations and procedures governing the issuance of commercial paper--

a factor in the financial crisis==were tightened; progress was made in
multi-purpose banking with the commencement of operations by six "universal"”
banks; and, with a view to enabling the Government to finance an increasing
proportion of its defi:it through Treasury debt instruments rather than
Central Bank credit, the government securities market was strengthened

by the institution of a new system of accredited dcalers.

C. External policies

The external trade deficit, at $2.5 billion, was broadly in line with
the program projection of $2.3 billion. Export value increased by ounly
2 per cent (13 per cent in SDR terus) and import value increased by 9 per
cent (20 per cent in SDRs) (Table 5)s Export volume increased by 3 per
cent--a substantially lower rate of growth than in the previous year.
Nontraditional exports, including manufactures, performed much better
then traditional exports such as coconut, sugar, forestry, and mineral
products.}/ The relatively poor export performance was mainly due to the
weakness of foreign demand and to growing protectionism. Import volume
declined by 3 per cent, mainly because of the sluggish economy. Although
interest payments on foreign debt increased by nearly 40 per cent to
$1.0 billion, increases in other current earnings, especially remittances
of Filipinos working abroad, held the current account deficit to $2.4 bil-
lion (6.2 per cent of GNP), virtually the level targeted in the modified
progrem ($2.5 billion, or 6.4 per cent of GNP).

The authorities noted that although the current account deficit to
GNP ratio had widened, it still remained within the targets set Iin the
1980-81 stand-by arrangement. They viewed their external position as
consistent with the emphasis on the supply side of ad justment that was
{ncorporated in the 1981 program.

In allowing for the iuacrease Iin the current account deficit, the 198l
stand-by program had provided for a shift toward greater use of medium-
and long-term foreign borrowing. The program projected net inflows of

}j Nontraditional exports increased by 14.2 per cent in 1981, compared
with 29.0 per cent in 1980; traditional exports declinea by 5.3 per cent
in 1981, compared with a 23.9 per cent increase in 1980.
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cent growth target may thus be overly optimiastic. The staff team's

tentative suggestion is for adoption of a growth target of 4.0 per
cent.

Inflation: The target of reducing the average rate of inflation by a
further 2 percentage points to 10 per cent in 1982 seems reasonable.
However, i1f the international inflation rate is forecast to be sub-
stantially below 10 per cent, the authorities could aim to reduce the

inflation rate by more than 2 percentage points to approximate the
international rate more closely.

The balance of payments: The increases in the current account deficit

in recent years, from 4 per cent of GNP in 1978 to over 6 per cent in
1981, reflect the increase in oil prices in 1979-80 and, more recently,
cyclically depressed commodity prices and higher international interest
rates. Although it would be reasonable to expect a developing country
like the Philippines to have a current account deficit, particularly in

a year of international recession, it is important that progress be made
in reducing a deficit of the magnitude experienced in 1981, because of
the need to contain external borrowing to amounts which are consistent
with sustairable levels of debt service. A substantial reduction in the
current account deficit should, therefore, be aimed for in 1982. Further-
more, the overall balance of payments target of a deficit of $500 million
is too high, since deficits of this magnitude cannot continue to be
financed out of reserves as was the case in 1981.

The establishment of appropriate growth, inflation, and balance of
payments targets would, of course, have implications for overall demand
management as well as other supporting policies. These implications
were discussed with the authorities and are reported below, along with
the views of the authorities on the appropriate policies to follow.

a. Fiscal policy

The 1982 budget provides for a deficit of P 10.5 billion, equivalent
to 3.0 per cent of GNP, on the basis of a projected growth in revenue of
14 per cent and in expenditure of 8 per cent. Current expenditure is
projected to increase by nearly 15 per cent, while capital expenditure
would be slightly below its high 1981 level. External financing and net
borrowing from the banking system are projected at # 5.3 billion and
P 4.5 billion, respectively, as compared with ? 5.9 billion and P 5.5 bil-
lion, respectively, in 198l.

The authorities explained that certain tax proposals contalned in the
1982 pudget message have been either deferred or shelved, partly on the
srounds that the system of indirect taxation and the fiscal incentive
schemes are currently under review. However, the "modified gross income
taxation scheme"” had been implemented as planned on January 1, 1982.1/

1/ Under this scheme, employment income would be taxed on a “gross
basis,"” after allowance for personal exemptions, while other types of
income would remain taxable on a "net basis.” Since the rates applicable
to employment income were reduced relative to those for other types of
income, the new system resulted in schedular taxation.



The authorities stated that the new system seeks to simplify tax adminis-
tration and would release manpower resources from the detailed examina-~
tion of tax returns for employment income for concentration on other
income taxes, especially the covporate income tax. While they expected
that the new system would result in a significant improvement in govern—
ment revenue In the longer run, they found it difficult to assess its
short-run impact. They added that certain additional measures to improve
public sector revenues were under comsideration, including increases in
exclise taxes, fees and charges, and public utility rates, but even if
these measures were adopted, the likely impact on budgetary revenue

would be relatively small. Also, they did not expect measures resulting
from the review of indirect taxes and fiscal incentives to have an impact
on government revenue until 1983. The staff team expressed skepticism
that revenue growth of 14 per cent could be achieved without discretionary
measures and considered that even the projected budget deficit could,
therefore, be significantly exceeded.

The authorities expressed the view that the budgetary position should
be looked at in a medium—term context and that the planned reduction in
the deficit from 3.9 per cent of GNP in 1981 to 3.0 per cent in 1982
represented a significant adjustment. In particular, infrastructural
investment expenditure and equity contributions to govermment corporations
had been scaled down by 12 per cent and 11 per cent, respectively. They
stated, further, that the 1980 budget deficit, amounting to 1.3 per cent
of GNP, had reflected the slow implementation of public sector investment
projects and that a carry-over of investment expenditures and improved
project implementation contributed to the higher 1981 deficit. ALs regards
1982, it was their considered assessment that a deficit equivalent to
3.0 per cent of GNP was appropriate in light of the continued need for
fiscal stimulus in a sluggish economy. Their intention to limit the
deficit to this level was a firm one; although they had no major revenue
measures in view, they had flexible disbursement procedures in place
which would enable them to reduce expenditures, if necessary.

b. Credit policy and financial sector reform

On the basis of the targets, the authorities projected that liquidity
would increase by 18 per cent in 1982 and that net domestic assets would
increase by 23 per cent of the stock of liquidity at the beginning of the
year. Not only was the projected liquidity growth higher than the tar-
geted growth in nominal GNP, but also the prcjected increases in liquidity
and net domestic assets were higher than the actual increases in 1981,
even though nominal GNP growth in 1982 would be lower than that experienced
in 1981. 1If the targets for real growth, inflation, and the balance of
payments deficit were to be lowered in line with the staff team's sugges-
tions, the case for lowering the liquidity and net domestic asset projec-
tions would probably be strengthened. The team noted that the authorities’
projectious involved some redirection of net credit use from the public
sector to the private sector. However, the projected increase in net
credit to the public sector, at 39 per cent of the expansion in domestic
liquidity, was well above historical levels although lower than the
corresponding figure of 52 per cent for 1981. If the hoped-for revival



