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MACROECONOMIC ASSESSMENT AND DEBT SUSTAINABILITY ASSESSMENT 

 
1. The sector analysis assesses the recent macroeconomic developments and 
provides the background to identification of issues and threats faced by the Government 
in achieving its medium-term development objectives of fiscal sustainability, 
macroeconomic stability and growth. The immediate pressing issues for macroeconomic 
policy are sustaining the strong economic recovery and the return to fiscal consolidation. 
Critical issues for the Government in the short term are to contain the national 
government deficit and raise tax collection. Over the medium term issues include 
sustaining priority spending through efforts to raise revenues, improve efficiency of 
public expenditure management, and increase effectiveness of debt management. The 
Government has outlined a revised fiscal sustainability strategy with balanced budget 
targets set over the longer term. While the balanced budget target has served the 
Philippines well in the last four years, the post-global financial crisis (GFC) has provided 
an opportunity to revisit the policy of balancing the budget target and explore alternative 
fiscal rules that could anchor fiscal policy and operations in the future.   
 

A.  Economic Growth and Inflation 
 
2. Philippines economy has rebounded strongly in 2010 on the back of a recovery 
in exports and the Government’s fiscal stimulus (Figure 1). The Government’s fiscal 
stimulus accelerated in the second half of 2009 and this continued through to the first 
quarter of this year expanding by 16% on a year-on-year basis.  By the fourth quarter of 
2009 the economy began to recover and the rebound strengthened in the first quarter of 
2010 with the economy growing by 7.5% in the first quarter on a year-on-year basis. The 
rebound was broad-based expect for agriculture which contracted in 2010. On the 
production side of the national income accounts, it is industry that is leading the recovery 
followed by services. Agriculture contracted primarily due to climatic events with 
typhoons in the second half of 2009 and the effects of the El Nino induced drought in the 
first quarter of 2010. On the expenditure side of the national income accounts, exports 
rebounded at the end of 2009 and this continued through to 2010, growing by 39% in the 
first four months of 2010 over the same period in 2009. Exports remain about 11.5% 
below peak levels in early 2008. In line with the export recovery, imports are also 
recovering at 36% on a year-on-year basis. Private investment has also rebounded 
strongly growing over 20% in the first quarter of 2010. Leading economic indicators for 
the second quarter improved over the earlier quarter suggesting continued recovery. 
Overall, economic growth for 2010 is expected in the range of 5-6%. 
 
3. The Philippines external position is strong. With continuing current account 
surpluses in the range of 4.4% of GDP in 2010, the economy continued to accumulate 
foreign reserves which now total $48.7 billion in June 2010 as compared to $39.5 billion 
12 months earlier. This equates to 9 months import cover in 2010 as compared to 7 
months in 2009. This level of gross international reserves provides a very strong buffer 
against external shocks to the balance of payments.  
 
4. Inflationary pressures remain benign. Excess capacity (a negative output gap) 
remains in the economy and is expected to contain inflationary pressures in 2010. 
Currently inflation is relatively stable at about 4%, within the central banks inflation target 
range. This suggests that the central bank should continue to operate an 
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accommodative monetary stance at this juncture of the economic cycle. This is more so 
as the role of fiscal policy will be limited over the short to medium term  
 
 

Figure 1: Key Economic Growth Indicators 
 

      (a) GDP and GNP Growth (b) Expenditure Growth 
           (quarterly rates, year-on-year)                                     (quarterly rates, year-on-year) 
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( c) Production Growth  (d)      Trade Growth 
      (quarterly rates, year-on-year)  ($, monthly, year-on-year) 
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Sources: National Statistical Coordination Board, NEDA; Central Bank of Philippines, Manila, and ADB staff 
estimates. 
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B. Fiscal Policy 
 

1. Fiscal Crisis and Consolidation 

5. Fiscal consolidation from 2004 to 2007. Fiscal indiscipline, coupled with poor 
monetary policy management (until 1993 when the central bank was reformed), were the 
main contributors to macro instability from the late 1970s to 2004. In 2005, the 
Philippines emerged from another serious fiscal situation (from 1998 to 2004) when 
budget revenues dropped significantly leading to suppressed expenditure in the social 
sectors and substantial decline in public sector real wages.1 The deficit reached 5.2 
percent of GDP and the nonfinance public sector debt exceeded 100 percent of GDP in 
the same year. The high and unsustainable deficits triggered bouts of peso exchange 
rate instability. The Government restored macroeconomic stability in 2005 and 
maintained it through fiscal discipline. The cornerstone and the measure with the highest 
revenue impact was the reform of value-added tax in November 2005, which extended 
the value-added tax base to energy products, and increased the rate from 10 percent to 
12 percent effective February 2006. As a consequence of this and other reforms, tax 
revenues grew by over 1.3 percentage points of GDP in 2006, the national government 
deficit fell to 0.9 percent of GDP from 2.7 percent in 2005, and the consolidated public 
sector budget turned in a surplus for the first time in almost a decade, aided by the 
financial improvement of the National Power Corporation. Fiscal consolidation continued 
in 2007 with the national government deficit falling to 0.2 percent of GDP and the 
consolidated public sector budget remaining in surplus for a second consecutive year. 
 
6. The global financial crisis resulted in an increased national government 
deficit. The government responded appropriately to the GFC and provided a fiscal 
expansion in the order of 2.8% of GDP in 2009 (budget deficit increased to 3.9% in 2009 
over a 1% deficit in 2008).  The deficit comprised of large increases in discretionary 
spending and a decline in tax collection in the order of 6%. The fiscal expansion helped 
mitigate the worst effects of the GFC on the economy and has supported the recovery. 
The Government plans a national government overall budget deficit of about 3.9% in 
2010 and a declining to 2.0% of GDP in 2013. Modest primary surpluses are expected 
from 2011 onwards. However, the past fiscal behavior of the Philippines’ over the 
economic cycle suggest that deficits may persist over the medium term due to the lack of 
buoyancy in tax revenues and that a cyclical decline in direct income taxes tend to carry 
over into the next year as the tax code permits corporations to carry over losses to the 
succeeding fiscal year. Past experience also shows that a deteriorating fiscal position 
triggers macroeconomic instability with feedbacks to fiscal position through higher debt 
servicing costs. Thus, it will be important for the Government to return to a credible fiscal 
consolidation strategy. This should be revenue-based strategy; the Government should 
introduce measures to raise tax revenue and limit expenditure increases (although not 
expenditure suppression) to ensure medium term debt sustainability (see para 9).  
 

3. Medium-term Fiscal Policy Issues 
 

7. In the context of the post-GFC, there are four major medium term issues for the 
Government's medium-term budget framework: (i) achieving fiscal consolidation through 

                                                 
1  For a detailed discussion on the fiscal problem and consolidation strategy see Appendix 4 of ADB. 2008. 

Report and Recommendation of the President to the Board of Directors on a Proposed Loan to the 
Republic of the Philippines for the Development Policy Support Program: Subprogram 2. Manila. 
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alternative fiscal rules to anchor fiscal policy besides balanced budget targets; (ii) 
sustaining priority spending through efforts to increase revenues, (iii) improving 
efficiency of public expenditure management; and (iv) better debt management 
practices. 
 

8. Fiscal consolidation through alternative fiscal rules. It will be important for 
the Government to return to a fiscal consolidation strategy to assure investors of debt 
sustainability. The Government projects an NG deficit of 3.9% of GDP in 2010 with a 
planned reduction in the deficit to 2.0% of GDP by 2013. The Government's fiscal policy 
and medium-term target of a balanced budget has served the Philippines very well in 
achieving consolidation.  However, the post-GFC has provided an opportunity to explore 
with stakeholders alternative fiscal rules as fiscal policy has not been effective in 
mitigating effects of past economic cycles. An increasing number of countries have 
adopted fiscal rules to anchor fiscal policy and these rules are generally formalized 
through legislation such as fiscal responsibility acts. Rules may pertain to debt, budget 
balances (overall or primary), expenditures, or some combination of these.2 For 
example, Thailand does not set budget ceilings but anchors fiscal policy in debt rules set 
in legislation and the ministry of finance policy guidelines for public debt. In the 
Philippines situation it might also feasible to anchor fiscal policy to prudent public debt 
rules. The rationale for this is that debt-servicing costs account for about 20% of NG 
budget spending. Effective public debt management and lower debt servicing costs 
would free up fiscal space for other priorities. This suggests that a more disciplined 
approach to public debt should drive fiscal policy. The third subprogram of the 
Development Policy Support Program (DPSP-3) included a post-program partnership 
framework that includes an assessment of fiscal policy and the feasibility of formalizing 
fiscal rules.  
 
9. Sustaining priority spending. The Government’s goal is to raise national 
government noninterest expenditures by an additional 1 percentage point of GDP over 
the next 2 years (excluding countercyclical spending in 2009). To achieve this goal, the 
Government targets an increase in tax revenues in the range of 10-15 percent per 
annum. The tax revenue target is achievable over the medium term but requires 
increased efforts. Revenue management is challenged by (i) the proliferation of tax 
incentives in growth sectors of the economy; (ii) generous income tax deductions that 
have eroded the tax base; and (iii) weak tax administration including administering value 
added tax and modernizing business procedures and systems of revenue district offices 
(RDOs).  The Government is systematically addressing these issues. The Bureau of 
Internal Revenue (BIR) has a comprehensive tax administration reform program up to 
2010 with support from the World Bank, Swedish International Development Agency, 
and ADB (in 2008), but implementation has been slower than expected. This is partly 
due to the complexity of the reform program and its outreach to all RDOs, but also 
because BIR is resource constrained. Progress has been made. The Government has 
allocated an additional P1.0 billion in personnel budget that could potentially increase 
staffing by 25 percent. Ninety-seven percent of all RDOs that were lacking 
computerization have now been computerized and over 350,000 backlogs in tax 
registrations and 1.2 million in backlogs of income return files have been encoded into 
the electronic system. The Government is also expected to re-submit draft bills to 
Congress on amending the excise tax legislation (initially submitted 2008) and 

                                                 
2 IMF. 2009. Philippines: 2008 Article IV Consultation- Staff Report, IMF Country Report No. 09/62. 

Washington D.C. 
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consolidating investment incentives (initially submitted end of 2007) to improve revenue 
sustainability.  Over the longer term, the Government will need to continue to address 
budget resource allocations to BIR as it implements its tax reforms and enhance tax 
administration in monitoring tax credits, management of tax arrears, and tax audits to 
improve incentives for tax compliance. Congress initiated tax exemptions for sectors 
have eroded the tax base in recent years. 
 
10. Public financial management. Medium-term sustainable priority spending 
requires improving efficiency in public expenditure management by ensuring a balanced 
public expenditure program for capital spending and recurrent expenditures, as well as 
for discretionary and nondiscretionary spending items (interest payments and wages). 
This will require continuing to reorient spending to priority sectors of education, health, 
and public infrastructure. Implementing improved systems for public expenditure 
management including the medium-term expenditure framework, which aligns the 
budget planning process with strategic objectives and priorities, is integral to improving 
efficiency in public expenditure management. Progress is being made. The Department 
of Budget and Management (DBM) has incorporated the medium-term framework into 
the 2009-2011 budgets including updating forward estimates for a 3-year rolling period 
produced for all 23 national agencies. It is now in the process of computerizing the 
computation of forward estimates and will roll it out to priority line ministries. DBM has 
produced national guidelines on internal audit systems and currently piloting ICS in two 
key line ministries (DepEd and DPWH) and two additional ones will begin in 2009 
(DSWD and the Department of Labor and Employment). The Government, ADB, and 
other development partners identified several core areas to be addressed, beginning 
with budget preparation through to budget execution including scope to improve cash 
management and reporting, which will require a much longer-term, coordinated effort, 
and platform approach in capacity development. 
 
11. Debt Sustainability. An IMF debt sustainability assessment (DSA) carried at the 
end of 2009 indicated that public sector debt is broadly sustainable although it is 
vulnerable to exchange rate depreciation. Public debt as a share of GDP has declined to 
levels of the early 1990s, but remains high by regional standards and the cost of debt 
servicing remains very high (about 20% of National Government (NG) spending for 
interest payment alone). At the end of 2009, the NG public debt amounted to 57 percent 
of GDP, down from its peak of 83 percent in 2003. A prudent borrowing strategy, 
sustained economic growth, and longer term appreciation of the peso to the dollar 
contributed to the rapid decline. However, at 37 percent of GDP, the Philippines’ public 
debt servicing costs (amortization and interest payments) are high by regional 
standards. The debt amortization profile is lumpy with significant external public debt 
maturing in 2010 and 2011 putting pressure on the Government's gross financing. The 
IMF DSA simulated the effects of changes in several key macroeconomic variables on 
debt levels over time. It highlights the importance of running primary budget surpluses in 
the range of 1.9% of GDP to maintain stable debt ratio. It also shows that public debt is 
highly vulnerable to exchange rate shocks. 
 
12. The new Government has outlined a strategy to support a sustainable 
adjustment in fiscal policy over the next few years and measures to improve public 
expenditure management supported by ADB technical assistance. The Government 
plans to continue to implementing tax policy reforms to enhance the revenue system by 
broadening the tax base, as well as rationalizing income tax incentives and excise taxes. 
A revised tax incentives rationalization bill and excise tax bill will be re-submitted to 
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Congress at the end of 2010. Its revenue effects will not begin to be realized until 2011.  
Tax administration will be strengthened, including the update of taxpayer registration; 
clearing backlogs of tax return files and tax number applications, improving registration 
processes and production of a registration, audit strategies, management of arrears, and 
tracking and monitoring of tax credits.  Debt management systems will be strengthened 
to bring them in line with international best practice including establishing a debt and risk 
management division to act as a middle function office at DOF and producing a debt 
management strategy supported by ADB technical assistance. The Government will 
continue to implement a rolling 3-year, medium-term expenditure framework and 
computation of forward estimates. Finally, a program will be launched to strengthen 
budget execution including initiating development of the government financial 
management information system, and rollout of ICS with technical assistance from ADB, 
among others.  

 
 


