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The Philippines’ economic growth during the past five decades
has been less impressive than that of many of its East and Southeast
Asian neighbors; in per capita terms, the growth was even less
favorable. During 1961-2006, per capita gross domestic product
(GDP) grew 1.4% annually compared with 3.6% in Indonesia, 3.9%
in Malaysia, and 4.5% in Thailand. As a result, the pace of poverty
reduction has been slow and income inequality remains high. In 2003,
about 25% of Philippine families and 30% of the population were
deemed poor and, in 2006, the Gini coefficient of per capita income—
at slightly over 0.45—was among the highest in Southeast Asia.

Growth has picked up recently. In 2007, the Philippine economy
grew by 7.3%, a record high in 30 years. However, domestic investment
has remained sluggish and its share in GDP continued to decline
(Figure 1). This raises the issue of how the recent pace of growth can
be sustained and improved further.
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The country diagnostics study, Philippines: Critical Development
Constraints, attempts to address this issue by examining the following
questions:

m What are the critical factors constraining domestic
investment?

m What should policymakers do to revive investment,
particularly by the private sector?

® How can the benefits of growth be translated into faster
poverty reduction in the Philippines?

These Highlights present key findings of the main report.



Many factors are at work in the growth and development process,
but in the long run, a country’s prosperity and the welfare of its people
are determined by the pace of accumulating physical and human
capital, by how efficiently the capital is used, and by how equitable
access is to opportunities that growth and development generate.

According to the growth diagnostics framework (Figure 2),
private investment will be weak if social returns to investment are too
low, private appropriability of the social returns is too poor, and/or the
cost of financing is too high. Low social returns to investment could

Figure 2
Growth Diagnostics Framework
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be due to insufficient levels of complementary factors of production, in
particular, human capital, technical know-how, and/or infrastructure.
Poor private appropriability could be caused by government failures
(such as macroeconomic instability, excessive taxation, and poor
property rights and contract enforcement) or by market failures (due to
information and coordination externalities). High cost of finance could
result from low domestic savings, poor intermediation in the domestic
financial markets, or poor integration with external financial markets.

Following this framework and using a variety of evidence—
macroeconomic, financial, and social indicators; findings from
investment and business surveys; regression analysis; insights from
in-depth case studies; and benchmarking with other similarly situated
countries—the report identified the following critical constraints to
private investment and growth in the Philippines:

m tight fiscal situation due largely to weak revenue generation;

® inadequate infrastructure, particularly in electricity and
transport;

m weak investor confidence due to governance concerns,
particularly, corruption and political instability; and

® inability to address market failures leading to a small and
narrow industrial base.

Tight Fiscal Situation due to Weak Revenue Generation

During most of the last 25 years, the Philippines recorded fiscal
deficits, which have been a key source of macroeconomic instabilities.
During 2002-2005, the country went through additional serious fiscal
stress leading to downgrading of its sovereign credit rating. The
Government has since made good progress in reducing deficits and
aims to balance its budget by 2008. However, the reduction was driven



largely by deep cuts in spending on social and economic services and
sales of government assets, while progress on overcoming the key
cause for deficits—weak revenue generation—has remained limited.

The Philippines’ level of national Government revenues as a
percentage of GDP has been the lowest among the major economies
in East and Southeast Asia since 2001 (Figure 3). The low revenue
generation may be traced partly to lower profitability of business
caused by the 1997 Asian financial crisis. It has been suggested that
tax exemptions accorded to large corporations and high-income
individuals and lack of revisions in the excise tax rates to account for
inflation are also contributing factors. However, to a large extent, the
declines were due to serious weaknesses in tax administration.

Due to the inability to generate adequate revenues, the
Government has had to cut expenditures on social and economic
services to arrest deficits. National Government expenditures on
economic services as a percentage of GDP fell to 2.9% in 2005 from
5.4% in 1997 and, on social services, to 4.7% from 6.5% during the
same period. The Philippine Government’s allocation of resources for
development expenditures as a percentage of GDP has been one of the
lowest in the region (Figure 4).

Figure 3
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Figure 4
Government Development Expenditures (% of GDP)
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Inadequate Infrastructure, Particularly in Electricity
and Transport

The tight fiscal situation has serious consequences for
infrastructure development in the Philippines. Public sector
infrastructure investment dipped from 4% of GDP in 1994 to less than
2% by 2006. Private sector investment too has been low, with less than
1% of GDP in 2002. While the country’s total road length per unit
area is one of the highest in the region, its per capita and per vehicle
road lengths are among the lowest (Figure 5). The country fares even
worse for paved roads: it ranks lowest in the region per unit area, per
capita, and per vehicle. The Philippines’ per capita power consumption
level is about one third of that of Thailand and one fifth of that of
Malaysia (Figure 6). In the overall quality of infrastructure, a recent
cross country study ranked the Philippines behind most of its regional
neighbors.

Low levels of investment and poor conditions of infrastructure have
increased costs of doing business. Vehicle operating costs and intercity
freights in the Philippines are more than 50% higher than those in
Indonesia and Thailand. It costs 16—51% more to export a 20-foot
container from the Philippines than from the People’s Republic of
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Figure 5
Comparison of Road Network Coverage, 2003-2004
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Figure 6
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China, Singapore, or Thailand. Power tariffs for businesses in Manila
were 20—80% higher than those in the major Southeast Asian cities.

Such high costs of doing business have had significant impact
on the perceived competitiveness and attractiveness of the country as
an investment destination. An investor survey finds that about 18%
of the respondents consider the inadequacies in the transport network
and 33% consider disruption in and cost of electric supplies as major
constraints to doing business in the Philippines. Studies have shown
that the poor infrastructure and lack of investment have constrained
economic growth in the Philippines and are among the root causes of
disparities in regional growth.

Weak Investor Confidence due to Governance Concerns,
Particularly Corruption and Political Instability

Poor governance is a major concern for the Philippines. Table 1
shows that the Philippines has scored lowest among countries with
similar per capita GDP levels on control of corruption and political
stability since 1996, and on rule of law since 2002. The same study on
which the table is based shows that the Philippines has lost momentum
in controlling corruption, and has allowed Viet Nam and fairly soon,
Indonesia, to pass it. In the case of political stability, the Philippines
has slipped, particularly relative to the 1998 level.

Table 1
Governance Indicators for the Philippines, Selected Years

Governance indicator 1996 1998 2002 2003 2004 2005 2006

Voice and Accountability + + + + + +
Political Stability

GovernmentE ectiveness + + +
Regulatory Quality + + + + o n
Rule of Law + + = = - — -

Control of Corruption - - = = - - _

Note: + or — denotes a governance score for the Philippines that is signi cantly better (+) or worse (-) at the
5% signi cance level or less, compared to countries with similar gross domestic product per capita for the
period.

Source: ADB sta  computations using data from Kaufmann, D., A. Kraay, and M. Mastruzzi. 2006.
Governance Matters V: Aggregate and Individual Governance Indicators for 1996—2005. Policy Research
Department Working Paper No. 4012, World Bank, Washington, DC. Available: http://www worldbank.org/
wbi/governance/govdata.



Empirical studies have found causal relationships between
corruption, political instability and weak rule of law, on one hand,
and investment, on the other hand, in the Philippines. For instance,
political instability in the late 1980s caused the decline of foreign
direct investment inflows, in sharp contrast to surges in Malaysia,
Indonesia, and Thailand (Figure 7). The problem has not disappeared:
instability was manifested in a number of political events (in 2000,
2005-2006, and 2007) that sorely tested constitutional processes.
The perception of worsening corruption was found to partly explain
the low investment rate in the Philippines. Poor governance was also
found to translate into higher lending rates, reflective of premiums for
worsening corruption, political instability, and internal conflict, acting
as disincentives to private investment. A key reason for weak revenue
generation—leakages in revenue collection—is rooted in persistent
corruption and patronage problems.

Figure 7
Foreign Direct Investment Flows for Selected Countries, 1980-1996
(in millions of current dollars)
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Inability to Address Market Failures Leading to a Small
and Narrow Industrial Base

The Philippines’ manufacturing sector is small among major
economies in Southeast Asia. In 2005, the share of manufacturing
in GDP was about 23.3%, compared with 34.8% in Thailand,
30.6% in Malaysia, and 27.5% in Indonesia. The country’s level of
manufacturing exports has also been low by the regional standards.
During 2000-2005, manufacturing exports grew 1.4% annually in the
Philippines, compared with 6.4% in Indonesia, 7.6% in Malaysia, and
11.8% in Thailand (Figure 8). This is an outcome of the constraints just
discussed plus market failures.

Figure 8
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Market failures in this context are believed to be caused by
information and coordination externalities. The following broad
symptoms suggest that such market failures are at work in the
Philippines.

® Manufactured exports are slow to diversify and innovate
and have low value-added. More than 60% of the country’s
merchandise exports come from just two categories, both of
which primarily involve assemblies of semiconductors and
electronic equipment with low value added. In 2005, the
ratio of imports to exports of electrical and nonelectrical
machinery was 90.3% for the Philippines, compared with
66.9% for the Republic of Korea and 83.1% for Malaysia.

® Domestic manufacturing is low in technological quality
and slow in upgrading. Grouping the manufactured goods
according to the productivity level associated with each
shows that the Philippines’ manufacturing focuses mostly on
goods with low productivity (13.3% of GDP in 2005) and the
share of the goods with high productivity is small (5.7%). The
corresponding figures for Malaysia are 3% and 20.3%.

® The Philippines ranks very low in spending on research
and development (R&D). A survey of R&D expenditure in
the most recent year worldwide showed that the Philippines
only spent 0.11% of GDP on R&D, one of the lowest in the
world, and ranked 89th of 103 countries. In comparison,
neighboring Malaysia spent 0.69% of its GDP on R&D, and
Thailand, 0.26%.

The report looked at other possible constraints to investment and
growth, such as the adequacy of domestic savings, the efficiency of
domestic financial intermediation, the cost of international borrowing,
and the stock of human capital, but found them to be less critical.
However, in the longer term, some constraints that are currently less
critical could become more so. These include the need for a higher
level of domestic savings and for a higher skill and knowledge base to
support the development of new and emerging industries.
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3

Critical Constraints
to Poverty Reduction

Using a diagnostic framework for poverty (Figure 9), the report
identified the following critical constraints to poverty reduction in
the Philippines: (i) lack and slow growth of productive employment
opportunities; (ii) inequitable access to development opportunities,
especially education, health, infrastructure, and productive assets; and
(iii) inadequate social protection and social safety nets.

Figure 9
Diagnostic Framework for Poverty
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Lack of and Slow Growth of Productive Employment
Opportunities

The Philippines has consistently underperformed in providing
productive employment opportunities to its growing labor force,
which is the most critical constraint to poverty reduction. Since
the early 1990s, the unemployment level has hovered at 8—12%,
about three times that of Thailand and about twice that of Malaysia
(Figure 10). And 22.7% of employed workers reported that they were
underemployed in 2006, compared with 4.0% in Thailand.

Figure 10
Unemployment Levels in Selected Countries
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Inequitable Access to Development Opportunities such as
Education, Health, Infrastructure, and Productive Assets

Inadequate human capabilities and limited access to key
infrastructure, social services, and productive assets are often the key
factors underlying poverty and inequality in the Philippines.

m While the Philippines has achieved nearly universal
enrolment in primary education, enrolment in secondary
education, at about 73%, leaves much room for improvement.
In 2004, the average enrolment rate for the bottom 10% of
the population was less than 55% compared to about 75% for
the top 10%. Attendance in secondary education is below the
national average in the poorer regions.

m Disparities in access to health services among income groups
are even more pronounced. The average access to health
services was a little over 30% for the bottom 20% of the
population while it was close to 45% for the top 20%.

m [n 2004, for the bottom decile of the population, the access
to electricity was about 35%; to safe drinking water, 25%;
and to safe sanitation, a little over 40%; for the top 2 deciles,
the corresponding figures were 100%, 80%, and 100%.
Access to electricity and potable water across regions is also
highly unequal, with the National Capital Region far better
served than the Autonomous Region of Muslim Mindanao
(Figure 11).

m Similar disparities across regions also exist for road
coverage.

m Considerable progress has been made in expanding the
coverage of microfinance during the past 10 years, a majority
of poor families in the poorer regions still do not have access
to microfinance services.



m While the access to land has been identified as one of the
key determinants of welfare in the rural Philippines, it is
highly inequitable and the situation is worsening. The Gini
coefficient of land distribution increased from about 0.53
in 1960 to about 0.57 in 2002; during the same period, it
declined from 0.47 to 0.41 for the East Asia and Pacific as a
whole.

Figure 11
Access to Electricity and Potable Water, 2004
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Inadequate Social Protection and Social Safety Nets

Compared with other Asian countries, the Philippines has a wide
range of social protection programs. However, the 1997 Asian financial
crisis exposed weaknesses in coverage, targeting methodologies and
techniques, and operational constraints.

m The low coverage, in terms of beneficiaries and the level
of benefits, is partly due to the lack of funding. During
2001-2005, the share of central Government spending on the
social sector was 22% in the Philippines, compared with 45%
in Thailand and 37% in Malaysia.

m Poor targeting leads to significant leakages and waste
of resources on the nonpoor and the near-poor. The poor
targeting is partly due to the lack of reliable poverty
measures, especially at the local level, and partly to poor
governance.

®m The lack of coordination of programs, due to their individual
mandates, causes waste because of overlaps and redundancies
in sectoral or geographical beneficiaries.

® While the Philippines is a disaster-prone country, it lacks
effective disaster relief programs. During 2004-2006,
disasters, particularly typhoons and associated hydrologic
events, adversely affected about 8 million people annually,
mostly in rural areas. However, only about half of the affected
people received assistance from government and private relief
institutions.



The Philippines, under a succession of administrations since 1986,
has been committed to sustained growth of income and employment,
stable prices, poverty eradication, and improved income distribution.
In pursuit of these goals, the Government has ushered in wide-ranging
policy reforms. However, the problems highlighted in the report
suggest that a lot more needs to be done.

Many of the critical constraints identified are interlinked. Only
when the fiscal situation improves sufficiently will the Government be
in a position to allocate more resources to infrastructure investment.
Improved infrastructure alone is not enough to lower the costs of doing
business and stimulate private investment; it needs to be accompanied
by significant improvements in investor confidence, which requires
the Government to adequately address governance concerns by
reducing corruption and improving political stability. Removing these
three constraints (tight fiscal space, inadequate infrastructure, and
weak investor confidence) will result in increased private investments
from domestic and foreign sources. But, to ensure that growth
can be sustained at a high level, the Government will also need to
address market failures to encourage investments in expanding and
diversifying the manufacturing sector and exports, and in upgrading
technology.

Sustained and high growth, resulting from elimination of
the critical constraints, will create more productive employment
opportunities. However, expansion in employment opportunities may
not lead to significant poverty reduction unless inequalities in access
to development opportunities are removed or reduced by instituting
good governance and better policies. At the same time, inadequacies
in the social safety nets should be addressed so as to keep the most
vulnerable groups from extreme deprivation.




Governance concerns not only weaken investor confidence,
they underlie most other critical constraints. For instance, corruption
undermines tax collection; political instability hinders investment and
growth and reduces the tax base; and both contribute to the tightness
of the fiscal space. Poor infrastructure is a result of insufficient
development spending and of poor governance, the latter causing
leakages and misappropriation of public funds. Similarly, poor
governance hinders the pace of poverty reduction, as it reduces growth
of incomes and productive employment opportunities. It is also a
major factor contributing to inequalities in access to education, health,
infrastructure, and other productive assets, as well as to weaknesses of
many poverty reduction programs. Therefore, addressing governance
concerns will go a long way toward relaxing the critical constraints to
growth and poverty reduction and should be made a top development
priority in the Philippines.

Against this backdrop, the study proposes several policy actions
to address the critical constraints to private investment, growth, and
poverty reduction for the next 5—8 years.

Expand the Fiscal Space

This requires further action on at least two fronts—revenue
generation and government spending.

® On the revenue side, instituting efficient tax collection
machinery should be the top priority. This requires effective
implementation of programs for improving tax collection that
have been started, such as the performance-based incentive
scheme provided under the Lateral Attrition Law and the
RATES or “Run after Tax Evaders,” and continued efforts in
strengthening the governance of the tax collection agency. At
the same time, the pace of rationalizing the special fiscal and
investment incentives program should be increased to reduce
huge tax revenues forgone; corporate and personal income
taxes, including the rate structure and deductibles should be
reviewed and rationalized or streamlined; and there is also
scope for enhancing revenues from excise taxes.

® On the expenditure side, Government subsidies to some large
and loss-making Government corporations could be reduced
significantly and some of their operating activities might



be amenable to privatization. Efforts to strengthen the links
between planning and budgeting and to improve expenditure
management should be continued. Government procurement
reforms should be monitored constantly to determine if they
actually deliver a transparent and efficient system of bids and
awards.

Accelerate Infrastructure Development

To accelerate infrastructure development, the Government should
ensure the successful implementation of the Comprehensive Integrated
Infrastructure Program 2006-2010. At the same time, four problem
areas urgently need attention—regulation, competition and incentives,
capacity development for the lead agencies, and finance.

m In the Power Sector, the Government should complete
implementation of the Electric Power Industry Restructuring
Act (EPIRA). With the electric power industry now being
privatized, finance is largely the concern of the private
companies. The Government must ensure that loan covenants
are observed, rate regulation is enlightened and market-
friendly, and the sanctity of contracts is upheld. An effective
competition policy is critical to ensure that quality services
are uninterrupted and forthcoming at competitive prices.
Capacity development in technical, legal, economic, and
financial expertise is also important for the Government
agencies in charge of planning and ensuring reliable
electricity and power supply.

m For the transport sector, a concerted focus is needed to
improve, upgrade, and maintain the road system. This
requires the Government to provide reliable sources of
finance by increasing budgetary outlays and promoting
public-private partnerships. For road maintenance, the
Road Fund shows great promise, and must be properly
administered to achieve its intended results. The Government
body in charge of regulating the road and transport system,
particularly tollways, must gear its review of petitions for
toll rate increases to allow smooth flows of services while
assuring that users are not deterred by unaffordable toll
rates. Agreed-upon parametric pricing must be honored. The
Government agencies in charge of planning and developing



transport networks must possess sufficient technical, legal,
economic, and financial expertise, with adequate capacity
for planning and implementation. The partnership between
national and local governments needs to be strengthened to
ensure that regional and local infrastructure are adequately
provided and maintained.

Institute Good Governance

Poor governance weakens investor confidence and underlies many
other critical constraints. Instituting good governance should be a top
development priority in the Philippines. Two issues stand out—fighting
corruption and addressing political instability. These require

®m a system of well-defined and implementable rules and
procedures in transacting with Government; a credible legal
and judicial system that efficiently resolves corruption cases;
a professional and nonpolitical career civil service; and a
system of sanctions against erring agents, whether public or
private; and

m reforms to restore credibility of the electoral process: the law
mandating the computerization of election returns should be
implemented speedily to contribute to political stability.

Support Expansion and Diversification of the Industrial Base

The Philippines needs to diversify its product range and
enhance the value addition of its industry, whether for export or
domestic markets. While industrial restructuring, diversification,
and innovations are essentially private sector activities and should
be driven by market forces, the Government has the responsibility to
provide an enabling environment and has a strategic and coordinating
role to play. The responsibility involves putting in place physical,
institutional, and social infrastructure conducive to business and
private investment, and addressing market failures that could lead
to underinvestment in knowledge and innovations, discourage
entrepreneurship, and constrain diversification.



Recent literature on industrial policy has shed some light on why
the traditional policy approach of “picking winners” often fails, and
highlighted some general design and implementation principles for the
“new industrial policies” that are considered potentially to have high
pay-offs, including (i) public support and incentives for new products
and new production processes; (ii) clear benchmarks for success
and failures, and sunset clauses for phasing out support; (iii) sound
institutional and governance structures in agencies that implement
industrial policy; (iv) a competitive real exchange rate. Such an
approach need not be restricted to industry or manufacturing, whether
large corporations or SMEs—it also applies to the development of
nontraditional activities in agriculture and services.

Make Access to Opportunities More Equitable

For growth to make a significant dent in poverty, the Government
must ensure that the growth process generates sufficient productive
employment opportunities, and that they are within reach of every
segment of society. The Government has much to accomplish before
this challenging goal can be achieved, and attention to the following
three policy priorities will help advance the development agenda in the
Philippines in a visible way: (i) providing expanded and more equitable
access to education, training, and health services; (ii) instituting more
effective and better funded development programs at local levels; and
(iii) instituting more effective and better targeted social safety nets and
disaster relief.






