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This Public Expenditure, Procurement and Financial Management Review (PEPFMR) is the
first time such a process has been completed collaboratively between the Government, the Asian
Development Bank and the World Bank in the Philippines, and also the first time that such an
integrated report on these three related themes has been prepared. We thank the Philippine
authorities for their continuous support and intensive participation in this process, which
involved a range of national government agencies.

The authorities are to be congratulated for initiating implementation of some major reforms
during the PEPFMR preparation. Examples include the enactment of the Procurement Reform
Law, the restructuring of the Commission on Audit, and the introduction of the New
Government Accounting System.

However, as the report notes, challenges abound on the revenue and expenditure fronts. The
fiscal deficit increased sharply in 2002 as revenue and expenditure targets were both missed.
Large public sector deficits, debt and contingent liabilities, a significant upturn in domestic
interest rates in mid2002, and a rise in global bond spreads, signal that the Philippines' fiscal
performance will continue to remain under close scrutiny by markets.

An improvement in the policy environment will require sustained actions on several fronts,
many of which are not new. While some of the needed actions have been identified in this joint
exercise, it is recognized that success depends on appropriate sequencing and effective
implementation of the actions. Responding to the implementation assistance needs jointly
identified during the PEPFMR exercise, both our institutions have worked with their
government counterparts to put in place significant grant-based technical assistance. Examples
include grants for institutional strengthening of the Bureau of Internal Revenue, procurement
reform, expenditure management, wage bill control, and strengthening institutions for
sustainable poverty reduction and good governance. We stand ready to continue such
implementation assistance in coordination with other development partners.

Lastly, the PEPFMR process represents a collaborative partnership between our institutions
where we have together worked with the government on issues affecting public expenditure
management, procurement and financial management. We shall endeavor to continue this
partnership with support from our respective institutions, to the authorities in implementing the
key messages from this report.

The Philippines Country Procurement Assessment Review (CPAR) is being published in its
entirety as a companion volume.

Robert Vance Pulley Thomas Crouch
Country Director for the Philippines Country Director for the Philippines

The World Bank Asian Development Bank

Manila
April 30, 2003





This Public Expenditure, Procurement and Financial Management Review (PEPFMR) has been
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Chair), Secretary Jose Lina (DILG) and Chairman Guillermo Carague (COA) oversaw the
PEPFMR work. Three GOP Technical Working Groups worked intensively with the World
Bank-ADB task team. The principal interlocutor on the PEPFMR was Undersecretary Laura'B.
Pascua (DBM), who also chaired the GOP Public Expenditure. Working Group. The Financial
Management Working Group was chaired by Commissioner Emmanuel Dalman (COA). The
Procurement Working Group was chaired by Undersecretary Teodoro-Encarnacion (DPWH). All
three GOP Working Groups and associated resource persons contributed substantially to the
analytics and recommendations; for which the PEPFMIR team expresses its grateful thanks. A
complete listing -of 'TWG members and resource persons, as well as GOP and local government
participants in workshops'held during the PEPFMR preparation process, have been individually
acknowledged in this report. The team would also like to express its sincere thanks and gratitude
to Civil Service Commission Chair Karina'Constantino-David, Undersecretary Juanita Arnatong
(DOF) and Assistant Secretary Austere Panadero (DILG), all of whom have been unstinting in
their;assistance, insights'and advice throughout the process.
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comprising Mmes./Messrs.-Christian A. Rey (TTL for the procurement element), Cecilia Vales
(coordinator), -Federico Gimenez (consultant), Sofronio Ursal (consultant), Jaime Galvez-Tan
(consultant); Omar Costibolo (consultant), Benjamin Albarece (consultant), Norman Cabangal
(consultant) and Hiroki Kobayashi (ADB);- (ii) the financial management team, comprising
Mmes./Messrs. Wijaya Wickrema (TTL for the financial management element), Joseph G. Reyes
(Financial Management Specialist) and Preethi Wijeratne (consultant); and (iii) the public
expenditure team, comprising Mmes./Messrs. Joven Balbosa (Economist, World Bank), Joseph
Capuno (consultant), Tarun Das (consultant), Malcolm Green (consultant), Chris Jones
(consultant), Xuelin Liu (Country Economist for the Philippines, ADB), Hazel Malapit
(consultant), Rosario Manasan (consultant), Edward Mountfield (Economist, World Bank),
Amitabha Mukherjee (TTL, public expenditure element and coordinator for the PEPFMR),
Miguel Navarro-Martin (Senior Financial Sector Specialist, World Bank), Merwin Salazar
(consultant), Robert Taliercio (Economist, World Bank), Cesar Umali (consultant), Laura Walker
(Governance Specialist, ADB), and Elizabeth White (World Bank). Administrative and logistical
support to the three teams has been ably provided by Mmes. Gloria Elmore, Abigail Llamas,
Laura A. Mitchell, Evelyn Quirante and Araceli Tria (World Bank) and Marlene Albutra and
Cynthia Reyes (ADB).

The team has received overall guidance from Messrs./Mmes. Homi Kharas (EASPR Sector
Director and Chief Economist, World Bank East Asia and Pacific Region), Robert Vance Pulley
(World Bank Country Director for the Philippines), Thomas Crouch (ADB Country Director for
the Philippines), Gunther Hecker (former ADB Country Director for the Philippines), Ronald
Points (Regional Financial Management Adviser), Denis Robitaille (Regional Procurement
Adviser), Barbara Nunberg (Sector Manager), Sanjay Dhar and Lloyd McKay (Lead
Economists), Sudarshan Gooptu and Sergei Shatalov (Senior Economists). The three World
Bank Sector Boards - Public Sector and Governance, Procurement- and Financial Management -
have provided guidance on the integration process. The team would like to express its special
thanks to Ms. Cheryl Gray (then Director, Public Sector and Governance Board), Mr. Sanjay
Pradhan (Director, Public Sector and Governance Board), Mr. Armando Araujo (Head,
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Procurement Board), Mr. Paul Bermingham (Head, Financial Management Board), Mir. Richard
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Background. This PEPFMR was begun in October 2001, completed in May 2002 and delivered to the

Government in June 2002. Comments received from the Government were reflected in a revised draft,

and a detailed chapter-by-chapter review was held with the Government in October-November 2002.

Thereafter a revised draft was again shared with the Government in November 2002. GOP

interlocutors and WB-ADB team members updated the PEPFMR to reflect recent events till the third

quarter of 2002. The analysis reflects this position. Final clearance was received from the GOP in

April 2003. Key developments between June and October 2002 have been reflected in the text. Other

developments are summarized in this update by the WB-ADB team.

Overview. Economic growth in 2002 rose to its highest level since the Asian crisis, with real GNP

and GDP growth rates reaching 5.2 percent and 4.6 percent, respectively, aided by an acceleration of

growth at the end of the year: growth rates in the fourth quarter exhibited their strongest pace in six

years with GNP growth topping 7 percent. This performance was anchored on stronger consumer

demand and worker remittances, a moderate recovery in exports and favorable rains that boosted

agricultural production in the final quarter. And it occurred despite sluggish investment, continued

weakness in financial markets and heightened conflict in Mindanao.

On the policy front, progress was achieved in a number of legislative areas including Congressional

passage of the Procurement Law, the Special Purpose Asset Vehicle Law and amendments to the Anti-

Money Laundering Law. However, the fiscal deficit increased significantly in 2002 as revenue and

expenditure targets were both missed by wide margins. Revenues began a.modest recovery in late

2002 in response to a number of administrative initiatives, and preliminary estimates for the first

quarter of 2003 indicate that revenues surpassed their target for the period, while measures were also

announced to contain certain discretionary expenditures. With large public sector deficits, debt and

contingent liabilities, a significant upturn in domestic interest rates albeit from historic lows in mid-

2002, depreciation of the real exchange rate and a rise in global bond spreads, the Philippines can ill

afford a repetition of the 2002 fiscal performance. This is particularly the case given the downside

risks to the global economy, exacerbated by the war in Iraq and the spread of the SARS virus, and the

uncertain repercussions to the Philippines in terms of exports, oil prices, remittances and access to

global capital.

The key challenge for policy makers will therefore be to progress convincingly along the path of fiscal

consolidation, in the first instance to adhere to the National Government's 2003 deficit target of

PhP202 billion (4.7 percent of GDP).

Fiscal Performance and Policy. A disappointing fiscal performance in 2002 was partially responsible

for financial market weaknesses. The National Government deficit increased from PhPl47 billion in

2001 (4 percent of GDP) to PhP213 billion (5.3 percent of GDP) instead of falling to PhP130 billion

as originally targeted, contributing to a parallel increase in the consolidated public sector deficit to 7.2

percent of GDP in 2002 (preliminary DOF estimate). Tax revenue was practically stable in nominal

terms, and continued to fall in real terms thereby continuing the declining trend witnessed since 1998:

the tax effort fell to 12.4 percent of GDP in 2002 from its peak of 17 percent in 1997. Through

February 2003, tax revenue had risen by 7.4 percent relative to the same period in 2002, although this

pace, if maintained, would not be sufficient to reverse the trend of a declining tax effort in 2003.

Several factors contributed to the decline in revenue: i) the concentration of growth in the lightly taxed

export and agriculture sectors; ii) lower import tariffs which has reduced the revenue intake from this

source; iii) the fall in interest rate which lowered withholdings on interest income; and, perhaps most

importantly; iv) the persistence of administrative weaknesses that have resulted in revenue losses in

assessments and collection. In addition to focusing on strengthening administrative weaknesses, the

real value of excise taxes needs to be restored to its 1997 level and indexed to avoid further erosion

with inflation. And losses incurred through tax incentives need to be limited in a manner that is not
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detrimental to private investment. The bill to reform the Bureau of Internal Revenue-now called the
National Autonomous Revenue Agency Bill-is under discussion in Congress.

Efforts to improve tax revenue were made in the last quarter of 2002. BIR performance improved as
reflected in increased collections on net income and profits and the value-added tax (VAT), which
increased by 12.5 percent and 21 percent, respectively, compared to the corresponding period a year
earlier. Measures to enhance tax revenue by the BIR included: (i) sending over 1,700 demand letters to
delinquent VAT taxpayers since September 2002; (ii) expanding an electronic filing and payment
system for all types of tax payments; (iii) an alert system to taxpayers for tax payments. The rise in
revenues in the last quarter of 2002 showed that administrative revenue-enhancement measures were
beginning to take effect.

National Government expenditures overshot their target by PhP24 billion despite a PhP18 billion
saving on anticipated interest payments (due to lower-than-anticipated domestic interest rates). In
2002, the government did not pursue the planned cut in capital outlays and instead allowed a
significant increase in such spending in its desire to stimulate the economy. NG expenditures had
however stabilized through February 2003, helping to lower the deficit to PhP31.5 billion, down from
PhP35.9 billion as of February 2002. As of March 2003, the Government was also pursuing further
spending restraints, including a 15 percent across-the-board cutback in discretionary spending. This,
combined with the absence of public sector employment adjustments, may adversely impact
expenditures on poverty-reducing programs and O&M in 2003.

Actual disbursements in 2002 (PhP769.8 billion) grew by 8.2 percent over those in 2001. The wage
bill and other mandated expenditures accounted for a large part of total NG and LGU expenditures.
Mandated payments included a payment of 50 percent of the last month's pay of Government
employees (amounting to PhP9.0 billion in 2002) and further expansion of capital disbursements due
to settlement of accounts payable (PhP4.8 billion). However, personal services and maintenance
expenditures in general contracted in 2002 due to belt-tightening measures. During 2002, internal
revenue allotment to LGUs grew by 16.4 percent given the need to support LGUs in their poverty
alleviation and peace and order programs. Capital outlays increased in 2002, amounting to 29.9
percent of total expenditures, due to faster implementation of foreign-assisted projects.

public Sector Enstitutlonaf Reforms. On the institutional reform front, a major achievement was the
enactment of an omnibus Procurement Law in December 2002; its effect will begin to be felt once the
implementing rules and regulations are promulgated. The Commission on Audit initiated a phased
implementation of a new government accounting system (NGAS) from 2002, based on a modified
accrual accounting basis, with a single fund concept and a simplified chart of accounts. The
Government has begun work to put in place a personnel infonnation system, a necessary first step
towards controlling the wage bill.

With non-financial public debt approximately equal to GDP not including sizeable contingent
liabilities within infrastructure, pensions and banking, the strengthening of public finances will be
essential to sustaining robust medium-term growth. A key element in that effort will be a sustained
effort to strengthen tax administration and policy in order to reverse the decline in real tax revenue
over the past five years.

IFower Sector Rleform. The recently enacted Electric Power Industry Reform Act (EPIRA) provides
the overall framework for far reaching structural reform towards the development of an open and
competitive power sector that is envisaged to attract substantial private investment. The EPIRA
authorizes the Energy Regulatory Commission (ERC) to adopt alternative forms of internationally-
accepted rate-setting methodology from the present return-on-rate base mechanism as it deems
appropriate to ensure reasonable prices for electricity and to promote efficiency in the transmission
sector. In January 2003, the ERC issued the final draft of a long-term performance-based regulatory
framework in determining the transmission charges of the National Transmission Corporation
(Transco). Finalization of this regulatory framework is one of the pre-conditions for the privatization
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of Transco operations. Separately, the bill (approved by the House of Representatives) to provide

Transco with the mandate to transfer its franchise to a piivate concessionaire is still pending the

approval of the Senate. Nevertheless, potential investors were invited to express interest and the

award of contract to the private concessionaire, through competitive bidding, is currently targeted for

mid-2003. In the absence of the approval of the above franchise bill, the bid price from the

concessionaire is likely to be lower than otherwise.

Further, special care has to be taken to balance the needs of investors with the desires of consumers for

lower tariffs in a financially sustainable manner. In particular, the recent Supreme Court decision for

Meralco to refund its customers is a contentious issue. Moreover, the preliminary decision of the ERC

on the unbundled rate of Meralco is significantly lower than that requested by the company. Meralco

has requested reconsideration of the above rulings, and its financial health will be critically dependent

on the final outcome of these decisions. The above examples of regulatory contention transmit

powerful signals to potential investors; the manner in which they are resolved will have repercussions

for the investment climate, not only in the power sector but for regulated utilities in general.

Anti-Money Laundering Law. The Philippines passed an Anti-Money Laundering (AML) Act in

September 2001 in order to comply with Financial Action Task Force (FATF) directives. However,

the Act contained weaknesses that needed to be addressed to bring it in line with international

standards. Two key amendments requested by the FATF were: (i) provision of authority to the AML

Council to scrutinize bank accounts without a court order; and (ii) reduction of the threshold amount

of covered transactions from PhP4,000,000 to PhP500,000. The March 7, 2003 amendments to the

AML Act were acceptable to the FATF, which decided not to impose countermeasures on the

Philippines. But the Philippines will remain on the FATF list of non-cooperating counties and

territories until it has shown that it is effectively implementing the amended AML law. The AML

Council is currently preparing the amended AML Act implementation plan, which will be submitted to

the FATF for review. As of March 2003, the AML Council had frozen PhP954 million in 450

accounts since the passage of the legislation. In the coming weeks the number of reports that the

AML Council will be handling is expected to swell as the amendments to the AML law take effect.

Pension Reform. The slow pace of pension reforms continues to be a concern. In particular, the

financial condition of the Social Security System (SSS), the largest pension fund serving private sector

employees, remains problematic. The latest actuarial valuation indicates that from 1999 to 2001,

benefit payouts exceeded contributions by more than PhP7 billion. The deficit has been paid out from

the pension fund reserve, reducing the remaining life of the fund at an accelerated pace. The actuarial

valuation shows a possible depletion of the pension fund by 2015 without appropriate remedial

measures. In an effort to contain the short-term financial problems faced by SSS, some adjustments

have been made including a 1 percent increase in the employers' contribution. However, a carefully

planned and phased-in increase in contribution rates together with other parametric and structural

changes is needed to ensure SSS's medium and long-term viability.

The problems of the Government Service Insurance System (GSIS) are different in scope from those

of the SSS but of concern nonetheless. The GSIS has accumulated excess liquidity in an amount of

approximately PhP30 billion and continues to face a shortage of investment options. This shortage has

meant that returns on investment continue to fall below the levels needed for long-term sustainability.

The GSIS needs to find alternative investment options (locally and/or abroad) to place its excess

liquidity, diversify its portfolio and obtain better returns.
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1. The Philippine authorities, confronted with an unfavorable governance and macroeconomic
environment in 2001, established a consistent track record in 2001 in stabilizing the economy and
improving investor sentiment. The unfolding developments in 2002-2003, however, pose a threat to a
still fragile fiscal and institutional environment, and can dim the prospects for attaining the
Philippines' targets for higher growth and renewed poverty reduction. Fiscal sustainability and the
government's ability to finance poverty-reducing programs continues to be at risk from falling
revenues, rising public debt and debt service and off-budget risks. This constrained environment
makes it doubly important to focus on increasing fiscal flexibility through increasing revenue
collections and enhancing the discipline, efficiency and equity of public expenditures.

2. The objective of this Public Expenditure, Procurement and Financial Management Review
(PEPFMR) is to examine selected issues in the allocation and management of public resources of
interest to the Philippine authorities, the World Bank and the Asian Development Bank (ADB). It aims
to help the authorities establish more effective and transparent policies and processes for the allocation
and utilization of public resources to reduce poverty and promote economic growth.

3. This section summarizes the key PEPFMR findings and highlights critical actions to improve
the management of public expenditures. Some of the messages. are not -new, and indeed are well-
known to Philippine authorities and development partners. Moreover, the PEPFMR does not suggest
that the Philippines 'do everything at once'; rather it demonstrates that sequencing and prioritization
will be critical for greater discipline in managing public expenditures.

Aggregate Fiscal Discipline

4. Fiscal flexibility is being steadily eroded as revenues shrink and mandated expenditures
remain high. Discretionary expenditures, severely. constrained by low revenue collections, rising debt
service and high expenditures on personal services, no longer provide adequate flexibility to respond to
evolving needs. Public investments are low, limiting public sector facilitation of rapid long-term
growth and diminishing the National Government's (NG) ability to combat poverty. If public deficits
are to be reduced as targeted without further squeezing discretionary expenditure, ongoing government
initiatives to reverse the slide in tax revenues. must be pursued with vigor.

5. The problem of constrained finances is multi-dimensional, involving declining revenues,
rising interest.payments, and growing transfers to sub-national levels of government. Between 1997
and 2001, as a percentage of GNP, the. gap between revenues and statutory expenditure obligations has
shrunk from 6.9 percent to 0.9 percent (Figure 1). Revenues have declined from 18.7 percent of GNP
in 1997 -to 14.6 percent in 2001, and the continued revenue slump through 2002 contributed to a
significant.slippage in the NG deficit target for 2002. During 1997-2001, interest payments have risen
from 3.1 percent of GNP to 4.5 percent. Maintenance and other operating expenses (MOOE) and
capital outlays continue to be squeezed, and are insufficient for poverty reduction and improved
delivery of basic services. Thus it is not the rise or fall of any individual item, but the combined effect
of decreasing revenues and increasing statutory obligations that is having a pincer-like impact on the
Government's expenditure program.

6. Revenue collections need to increase, and/or wage bill expenditures need to diminish, to
adequately finance the Government's growth and poverty-reduction agenda. The authorities are
aware that increasing fiscal flexibility. in the short to medium termnentails a three-pronged strategy of
(a) aggressively implementing a strategy to increase revenue collections, (b) controlling the wage bill,
the only element of mandated expenditures amenable to short-term adjustment, and (c) streamlining
the executive.
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7. Reversing the decline in public
R8-o 1. bt/=d4I2 844 bMtMMr-2ft -R=:l [102tKd M-kA -f vf i w rNP,1=-2 revenue is widely recognzed as a key

challenge and a priority: the Government
must act quickly to increase revenues and
restore the credibility of the revenue

7 . _ ._._-. ..-- machinery. The continuance of the
revenue shortfall into 2002, and the fall in

________ ---------_----- tax revenue in real terms vis-a-vis 2001
e ___-~ . ccollections, add urgency to this effort.

., __ _ wf___Complicating the situation, the
., -- performance of BIR's Large Taxpayer

., ... Service (LTS) continues to be below
., , . , expectations, performance has

deteriorated on income and excise taxes,
and compliance rates have continued to

fall since 1997 (except for corporate income tax). Furthermore, contemplated tax policy changes did
not materialize in 2002.

8. An appropriate blend of administrative and policy measnrres is now essentiag to esta)bs?i, a
sound foundaion for a susgained recovery in taz effort. Without a turnaround in the tax effort, the
recent gains on the macroeconomic front will be difficult to sustain, and the NG's ability to allocate a
mninimal level of public resources to essential infrastructure, human capital and social needs will be
compromised.

9. Administrative measures could focus on improving the effectiveness of the LTS. Key actions
could comprise provision of staffing and expansion of coverage; strengthening VAT administration
through, for example, use of third-party information; improving audit performance to increase
compliance incentives through selective audits and prioritization (e.g. focusing on large taxpayers, and
on the BIR's Reconciliation List for Enforcement or RELIEF); improving the quality of BIR
databases; and strengthening coordination between the Development Budget Coordination Committee
(DBCC), the Department of Finance (DOF) and the BIR.

10. On the policy side, the best option seems to be to enact the proposed reform of the excise tax
on alcohol and tobacco products - this may yield up to additional PhP1O billion over 2 years. It would
also be desirable to consider rationalizing investment incentives to reduce their fiscal cost.
11. The planned BIR reforms are widely seen as constituing a litmus test of the
administration's abiliy and wilingness to increase revenmes, implaement ri ghstzing optons and
streamline the executive. The announcement of a comprehensive set of reforms (comprising
improving tax collection, simplifying the tax structure and administration, minimizing discretion of tax
examiners, broadening the tax base and making the tax system more equitable) is being keenly
watched as an indication of the administration's resolve to taclde difficult but critical institutional
reform issues. The BIR leadership is also seeking to address corruption problems through a
reorganization of the BIR -a bill to reform the BIR (the National Autonomous Revenue Agency Bill)
is pending in Congress. While the BIR reform is important, work on this cannot be allowed to delay
administrative and policy measures to raise revenues.

12. LGU-level revenue issues. Is there a possibility that LGUs' collection of revenues from their
own sources can, to some extent, offset the national government's weak revenue performance and
provide resources to LGUs to better deliver devolved services? The overall share of revenues
mobilized from local sources relative to GDP is not significantly greater now than it was before the
Local Government Code (LGC) was enacted in 1991. In many cases Internal Revenue Allotments
(IRA) seem to have created disincentives to mobilize local revenues. Revenue administration at the
LGU level thus appears to be an area of great potential improvement.
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13. Many LGUs seem to be able to collect only a small percentage of potential revenues due

under their respective local tax codes. The main problems include: (i) lack of accurate taxpayer

registration databases; (ii) lack of accurate cadastral information for property taxes; (iii) large numbers

of non-filers, stop-filers, and non-payers; (iv) inadequate audit presence for business taxes; (v) lack of

trained professional staff (which has led to the use of casual employees to collect some user fees, for

example); (vi) inadequate data on payment delinquencies; (vii) cash-based payment systems; and (viii)

virtually non-existent taxpayer services.

14. Greater transparency and accountability at the LGU level in (a) the assessment process and

evaluation standards for assessment efficiency, and (b) the setting,.collecting and auditing of fees for

public markets and slaughterhouses, as well as in the leasing process for public markets, could greatly

strengthen governance and improve revenue collection at the LGU level.

15. Off-budget risks pose a significant threat to macroeconomic stability and fiscal discipline.

Public finance in the Philippines is replete with instances where taxpayers have bailed out, through re-

capitalization and debt assumption, troubled corporations owned or sponsored by the Government, or

shouldered the cost of having to sell some of these corporations at a fraction of what Government

spent for them: notable examples in recent years include the Philippine National Bank, the old Central

Bank, and the National Power Corporation. In many of these cases, the problems have built up over

an extended period - and recur even after bailout. Because macro stability is dependent on the

effective management of fiscal risks, achieving and maintaining fiscal discipline is critical; this in turn

will depend on how effectively contingent liabilities are managed.

16. Some estimates of the contingent liabilities of the Government run to about PhP3.1 trillion,

representing maximum exposures under obligations such as (a) unfunded liabilities of public pension

institutions (PhP1.8 trillion); (b) direct guarantees on loans to Government owned and controlled

corporations (GOCCs) and Government financial institutions (GFIs) - estimated at PhP66 billion; (c)

guarantees on risks under build-operate-transfer (BOT) contracts, estimated at PhP45 billion; and (d)

deposit insurance (PhP352 billion).

17. A first step is to construct a system for managing fiscal risks. Several specific tasks would be

required in the near term. These include quantifying contingent liabilities (a preliminary inventory has

been completed in early 2002); reviewing the charter provisions of GOCCs on NG guarantees;

developing a framework for recognition, management, reporting and provisioning of contingent

liabilities; establishing a centralized risk management unit in the DOF in coordination with the Bureau

of the Treasury (BTR) with expertise in identification, measurement, monitoring and management of all

implicit and explicit contingent liabilities; and reviewing the contractual obligations for public projects

with private sector participation. A Presidential Executive Order (EO) has been issued to strengthen

GOCC and GFI governance structures and processes. The DOF is also initiating special-purpose audits

of critical GOCCs to support the planned disposition program, and initiating benchmark audits for

other pension and trust funds. Some of the actions have already been initiated: it would be desirable to

complete them as soon as possible.

18. Complementary actions on other fronts are also needed. Given the significant unfunded

liabilities of pension institutions, it would be desirable to strengthen the performance of the Social

Security System (SSS) and the Armed Forces Personnel Retirement Savings and Benefit System (AFP

RSBS).

19. For the SSS, a core set of actions could comprise completion of an actuarial audit; narrowing

the gap between pension fund contributions and benefits through a phased increase in contribution rates;

limiting the administrative expenses of the SSS to the statutory 12 percent; improving the liquidity,

yield and safety of the SSS investment portfolio by enhancing the collection efficiency of SSS salary

loans; and highlighting the impact of recent suggestions to use the SSS for social policies. The AFP

RSBS will need to specify and initiate implementation of a time-bound action plan to improve the

liquidity, yield and safety of its investment portfolio, and begin exploring options to attain viability.



Philippines PEPFMR - iv -

20. The Government Service Insurance System (GSIS) is under less immediate threat. Desirable
actions here could comprise the engagement of professional investment managers to manage a portion
of the GSIS portfolio, and permitting a portion of this portfolio to be invested abroad; enhancing
collection efficiency on salary loans; and resolution of past due contributions from the Government.
21. In the medium term actions to improve management of off-budget risks could include: (a)
moving towards a cash and accrual basis of accounting; (b) improving audit: strengthening the internal
audit team to deal with management of contingent liabilities would ensure that transactions are
properly booked and financial statements are reflective of GOCCs true state and well-being; and (c)
provisioning for contingent liabilities.

Allocative Efficiency

22. Composition of expenditures. The economic composition of spending has deteriorated in
recent years as both maintenance and other operating expenses (MOOE) and capital outlays have
decreased as a share of GNP (Figure 2 provides an example from the education sector). In very broad
terms current expenditures have held steady at about 16.7 percent of GNP while capital outlays
declined over the period 1997-2002. Interest payments rose from 3.1 percent to 4.5 percent over the
same period. However, MOOE as a percentage of GNP has been declining every year since 1996, with

the exception of a slight increase in 2000. At the
Figure 2. DepEd Budget by Expenditure same time capital expenditures fell considerably

Object from 3.8 percent in 1997 to 2 percent in 2002,
with infrastructure outlays down from 2 percent
to 0.5 percent of GNP.

23. The decreases' in the share of
expenditures to MOOE are worrisome. While

ZO .. -,. reduced interest payments would give the
mmO Government more room to maneuver, it would

still seem that a reallocation from personal
two 10 0I= I0WOo to. 1X 0 0olI7 ,goo AOm a services to MOOE might improve the

| Personal Services E MOOE 0 Capital Outlay effectiveness and efficiency of government
V spending. The share of capital expenditures in

2002 fell short of that in 1996-1997. Moreover,
allocations to capital expenditures have been characterized by high degrees of annual variation in
recent years.

24. Allocative efficiency is also diminished by various distortions: although the Government has
made some progress recently with limiting the scope of distortion, more could be done to hold
"development fund" expenditures to higher standards. A major concern is the allocation of scarce
resources to special budget funds that are not necessarily aligned with NG policy priorities and non-
transparent in their use. The prevalence of special congressional funds in the national budget raises the
issue of budget comprehensiveness, as expenditures from these funds are frequently "off-budget" since
they are accounted for neither at the budget formulation nor at the execution stage. Individual senators
and congresspersons are also entitled to a variety of additional funds for development purposes, other
congressional initiatives, and compensatory allowances. These congressional funds in effect represent
a significant amount of "off-budget" resource allocation not subject to the prioritization, accountability
and transparency requirements for other expenditures. An additional issue is the myriad of special
authorities, corporations, funds and administrations affiliated with sectoral departments (e.g. the
agriculture and agrarian reform sector has 11 government corporations and numerous special-purpose
funds, whose total allocation represents more than two-thirds of the total sectoral budget).
25. The picture regarding strategic long-term poverty-reducing expenditures is mixed.
Expenditures on social welfare, labor and employment have increased. Sector allocations, in
agriculture, health, education and housing are declining, and sub-sectoral allocations in health may be



Philippines PEPFMR - v -

deteriorating as well'. Allocative distortions from congressional initiatives and earmarked revenues
further constrain the Government's already limited flexibility.

26. In key social and economic services, sectoral allocations are falling, as a percentage of GNP
and of total national government expenditures. NG social service expenditures have declined from 4.9
percent in 1997 to 4.1 percent in 2001 as a percentage of GNP. Education, health and housing have
declined as both a percentage of GNP and of total national government expenditures (the only sub-
sectors that grew were social welfare, labor and employment), and are also programmed to decline
further in 2003 (cornparatively, the Philippines spent 1.7 percent of GDP on social services on average
during 1990-1998, compared to 2.3 percent for lower middle income countries).

27. The decline is exacerbated by the budgetary inflexibilities that also exist at the sectoral level.-
For instance, the Department of Education (DEPED) has limited room for maneuver given the high
ratio of personnel costs to the total recurrent budget (92.4 percent in 2001). In contrast, the average
ratio of personnel costs to total recurrent expenditure in education for lower middle income countries
is 64.1 percent; The trend in the agricultural sub-sector is consistent with the trend in social services,
though the agricultural sector grew in 2002. Resources for agrarian reforn, on the other hand, though
declining as a percentage of GNP from 1997-1999, are projected to increase steadily from 2000 to
2003. The budget for 2002 further constrains econonic and social service spending due to the need to
increase national defense and peace and order expenditures which, though not statutory obligations,
take on priority status in times of conflict.

28. Increasing sectoral allocations will not necessarily improve service delivery and reduce
poverty. In order to attain these goals the government must focus on providing strategic public goods,
and must address issues of equity. At the sub-sectoral level there appear to be mixed trends on these
grounds. The analysis suggests that sub-sectoral allocations in health appear to be deteriorating on
both equity and efficiency grounds, while expenditures in education seem to be moving in the right
direction by supporting productivity and focusing on the poor. The health sector concerns are reflected
in a decline in expenditures on preventive care from 36.4 percent of the total DOH budget in 1996 to
26.4 percent in 2001.

29. Better medium-term expenditure planning and budgeting would rnake overall budget
management and expenditure allocation more responsive to national priorities. Currently, resource,
planning and implementation constraints are threatening maintenance and public investment in core
poverty-reducing public programs. Studies of service delivery have shed light on the access to, quality
of, and financing of basic public services. A snapshot of illustrative sectors below discloses the
significant progress made and also points to areas requiring further attention for improving outcomes.

30. Agriculture and agrarian reform. Public goods and services account for only 40 percent of
allocations (rice price stabilization, by contrast, gets 20 percent of budgetary allocations). The
incomplete devolution of functions and resources in the agriculture sector has added to the complexity
of the problem: because -the DAR is not yet fully devolved, LGUs have not really been involved in
agrarian reform - this seems to have contributed to the slowdown in the pace of land redistribution.
And the budgets of the Departments of Agriculture (DA) and of Agrarian Reform (DAR) are growing
faster than LGU budgets for devolved services. Continuing challenges in service delivery constrain the
NG's ability to push the pro-poor agenda in this sector - research and extension, for example, are
delinked, demonstration farms are not established, and essential sectoral infrastructure such as farm-
to-market roads and communal irrigation is deteriorating.

31. It would be desirable to focus on growth-enhancing public goods and services; explore
alternative sources to finance land acquisition for redistribution; and make greater use of market-
oriented and community-driven modalities of land transfer.

32. Education. A broad-based basic education sub-sector largely provided and funded by the
public sector coexists with a tertiary sub-sector with a high level of private sector involvement.
Elementary education is provided by both public and private sectors. Though public elementary
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schools do not charge tuition fees, families spend about 2 percent of total household expenditures on
each child enrolled in a public elementary school (or 33 percent of total public elementary education
costs). Access to public schools has improved over time. But high participation rates tend to mask the
poor's difficulty in accessing quality education at all levels. Children drop out for health and economic
reasons; three-quarters of drop-outs are from poor households. Class size, textbooks and facilities are
rated poorly for public schools. Poor deployment of teachers results in higher average class size in
rural areas (45) than the average teacher-student ratio (35). Around five students, sometimes more,
share one textbook.

33. An analysis of prioritization and financing policies and processes indicates that (a) within the
education sector, the share of basic education has risen, while that of higher education has fallen; (b)
general govermnent spending on education has declined after 1999, and is lower than other ASEAN
countries except Indonesia; (c) the sector is characterized by very high wage bill expenditures, and the
relatively high teacher salary levels can create pressures on LGUs to match such levels for LGU staff,
constraining LGU financing of service delivery; (d) State Universities and Colleges (SUCs) generally
have high staff costs (accounting for 83 percent of their budget), fee levels comprise only 5 percent of
SUC expenditures, and they have little incentive to improve efficiency. Households' low satisfaction
with public school class size, facilities and textbooks is well-known.

34. Key actions in this sector could comprise intensifying intra-sectoral restructuring towards
basic education, continuing the reform of higher education, and working out how to devolve technical
and vocational education and training to LGUs.

35. H1eiath. The health sector is more devolved than education. Overall health status has
improved through the nineties, and health indicators have improved quite significantly. For example,
overall life expectancy has improved from 64.5 years in 1991 to 67.6 years in 1999; the crude birth
rate dropped from 31.9 (average for 1991-94) to 27.3 in 1999; the infant mortality rate fell from 51 in
1991 to 31 in 1999; and the maternal mortality rate declined from 203 in 1991 to 172 in 1998. Despite
the overall gains, the improvement has not been uniform across economic classes, gender and regions
in the country. Surveys have also indicated inefficient and inequitable public health service utilization.
There is an orientation towards tertiary-level and urban-based facilities, limited health insurance
coverage, and an overly centralized public health service delivery system. The private sector accounts
for about 54 per cent of total expenditures for health care, and is largely confined to the market for
personal health care services.

36. The main plank of the government strategy for health care is the Health Sector Reform
Agenda (HSRA). Although total expenditures have increased since 1991, the bulk of the budget of the
Department of Health (DOH) goes to tertiary care (LGUs finance primary and secondary care
services). And while the DOH spends more or less equally on personal services and MOOE, LGUs
spend mainly on personal services: at the local level, resources for drugs, equipment and facilities
therefore tend to be insufficient.

37. While more resources do flow to poor regions, the distribution of health resources among poor
regions is still inequitable. Enrolment of poor families in the Philippines Health Insurance Corporation
(PHIC) Indigent Program has improved, but the poor remain vulnerable to health risks and have lower
access to basic health services. Regions in Mindanao still have the highest infant mortality rates
(IlRs) in the country. There is a resurgence of tuberculosis, malaria and polio. Recent information on
health outcomes is scanty.

38. The DOH and DBM are working on a set of core priorities. These comprise improving the
DOH regional budget allocation process to better match IMR and poverty incidence; preparing a
realistic implementation plan for HSRA to sequence reforms and prioritize technical assistance,
completion of an actuarial study on the financial sustainability of the PHIC, and strengthening health
statistics.
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39. For the past three years the government has been implementing reforms in public expenditure

management, led by the DBM. Such reforms require considerable time, commitment and coordination

to yield the benefits of greater fiscal discipline, improved strategic allocation of resources and gains in

operational efficiency. The policy framework for reforms and the basic building blocks of improved

public expenditure management have been put in place. At the national level, the Public Expenditure

Management Improvement Program (PEMIP) has begun to link the budget planning, execution and

monitoring processes with nationally articulated priorities. The link between the Medium Term

Philippine Development Plan (MTPDP) and the budget, including the Medium Term Public

Investment Program (MTPIP), is also being strengthened, but more needs to be done: the MTPDP

should provide cost estimates for proposed strategies, targets, and programs; strategies and targets

require to be prioritized in terms of available resources; and more detail is needed in the MTPDP on

the medium term expenditure perspective in terms of the sectoral allocation of resources (which is

presented in aggregate terms). More directly addressing the LGU planning agenda in the MTPDP

could also make the latter more relevant as an instrument for pro-poor interventions.

40. The Philippines has also introduced the elements of an MTEF. Its stated goals are to

restructure the budget over the medium term to better support the government's development strategy.

The MTEF was also intended to improve technical efficiency in sectors by "providing a more

predictable resource environment for program planning and implementation." The MTEF is conceived

of as a program of five inter-related components: (a) a three-year budgeting system to cost on-going as

well as proposed programs, activities, and projects (PAPs); (b) better integration of the planning and

budgeting system; (c) regular assessments of on-going PAPs through Sector Efficiency and

Effectiveness Reviews (SEERs); (d) development of performance indicators and a performance

measurement system; and (e) gradual simplification of budgeting rules at the agency level. The

approach has been to roll out the reforms on an incremental and somewhat flexible, or experimental,

basis.

41. The challenges in moving forward are to maintain the momentum of reforms, to coordinate

and manage the process, to prioritize key actions and to continue to refine and strengthen the

institutional framework. This requires sustained management and mainstreaming in line departments,

coupled with the establishment of effective processes to link national, regional and LGU-level

planning, prioritizing and implementation of poverty alleviation programs and pro-poor services2.

Equally importantly, the MTEF needs to attain a greater degree of technical credibility among line

departments, and political credibility among key political stakeholders, to be able to attain its true

potential and utility. The MTPDP would be strengthened by a chapter devoted to the MTEF, which

could include a discussion of medium term budget composition, medium term sector and departmental

ceilings, and budget priorities clearly linked to planning priorities in the MTPDP. The MTEF reform

needs to be managed at the highest levels of the executive branch, with actions to strengthen the

MTEF, such as mainstreaming the MTEF in line departments; moving towards an accord between the

executive and the Congress on the MTEF; and developing a realistic and time-bound implementation

plan for the MTEF. At the same time, the macro-economic fiscal framework requires considerable

strengthening through improved accuracy of revenue forecasts, enhanced cooperation between the

BIR, DOF, DBM and NEDA, and institutionalizing the revenue forecasting task force.

42. SEERs are being applied for a number of years to evaluate budget programs, activities and

projects according to their relevance in attaining desired sectoral outcomes. In practice, however,

oversight agencies3 have been more advanced than line departments in implementing the SEERs

because of stronger capacity and skills. The government has made important strides with the

development of the New Government Accounting System (NGAS). Now implementation needs to be

managed carefully. Additionally, internal control weaknesses create cash management risks that need

to be addressed by improving accounting and reporting requirements. The OPIF - in tandem with

planning and SEER processes - is fundamental for implementing planning and budgeting reforms.

Innovative initiatives in civil society and legislative participation in budget process.
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43. To strengthen budget execution, it would be desirable to (a) evaluate and address risks in
NGAS implementation, and link the Budget Execution and Tracling System (BEATS) and the
Customized Budget Execution System (CUBES) with the NGAS; (b) promulgate a Government
accounting and auditing manual; (c) promote greater DBM-COA coordination on performance
evaluation plans; (d) enhance civil society's role in oversight of the budget process; (e) strengthen the
capacity of the Congressional Budget and Planning Office (CBPO) to undertake budget and program
analysis; and (e) strengthen the agency controllership function.

Operaional Efficiency

44. Procurement reforms to increase compefsigon and transparency could enhance the cost
efficiency of resource use and also improve governance. The potential for, and possible gains from,
procurement reform are high. This is appropriately an area that has received much attention from
reformers. In fiscal 200-2002, outlays for procurement of goods, works and services by national
agencies, LGUs and GOCCs averaged more than PhP1 15 billion annually (Table 1).

TabIe ¶. Phlppines. Magntude of Public Secftr Procnrenmenf Gunftlys (blliom peso)
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National Govermnent Agencies 65.1 56 49.7 [43| 57.3 42

GOCCs 275 23 38.2 [ 33 29.6 21
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Source: DBM, Budget of Expenditures and Sources of Financing for Fiscal Year 2002

45. The Ombudsman, the Commission on Audit and the Philippine Center for Investigative
Journalism have estimated that large amounts of public funds are being lost to both political and
bureaucratic procurement-related corruption. Although no reliable estimates are available of losses
due to public sector procurement-related corruption, the perception of large leakages continues to
persist. An October 2001 study by Procurement Watch, Inc. indicated that the potential leakage
through procurement corruption could have run to about PhP95 billion in 2001. The DBM estimates
that this could have been used to fund the DEPED twice over, or build more than 500,000 houses, or
construct more than 1000 kilometers of farm-to-market roads. The experience of textbook and drugs
procurement under World Bank-financed projects indicates that adoption of improved procurement
processes and practices could reduce prices by about 40 percent.

46. A key achievement has been the enactment in late 2002, and signing into law in January 2003,
of a new Procurement Reform Law. This follows several steps in recent years to streamline public
procurement rules and regulations. Thus, enactment and implementation of the Procurement Reform
Law applicable to the national government, LGUs and GGCCs was appropriately the top
administration priority in procurement reform. Promulgation of the implementing rules and regulations
will strengthen the legal and institutional framework for procurement, enhance transparency and
accountability, generate further budgetary savings, and also contribute to improving governance. The
law contains provisions to simplify pre-qualification procedures, encourage electronic procurement,
reduce officials' discretion on bids and awards, establish a Government Procurement Policy Board for
oversight and regulation of government procurement, professionalize the public procurement function,
protect procurement officials from unjust legal suits arising from the performance of their duties, and
impose criminal and civil liabilities for those found guilty of collusion.

47. Electronic procurement systems can enhance transparency, promote competition, and reduce
the time for procurement of common-use supplies. Such systems have been developed in various
public sector agencies in the Philippines, including (i) the Department of Public Works and Highways
(DPWH) for determining contractors' eligibility; (ii) the Department of National Defense for
procurement of military uniforms and defense hardware; (iii) the National Power Corporations for coal



Philippines PEPFMR - ix -

procurement; (iv) the DBM for procurement of small-value office equipment, materials and supplies,
and (v) by other agencies, including DEPED and DOH. The Philippines has also been prominent in
involving civil society in the public procurement process at the national and local levels as a means to
enhance accountability and transparency.

48. Priority actions on the procurement front would comprise: (a) promulgation of the IRRs for
the Procurement Reform Law; (b) strengthening electronic procurement processes side by side with
wider publicity for government procurement through media such as newspapers, radio and television;
(c) continued support for civil society monitoring of procurement processes at the national and local
levels; (d) establishment of a Procurement Policy Board as the sole regulatory and oversight entity for
public procurement; and (e) long-term support for building procurement capacity, including at the
LGU level.

49. Strengthening accounting, auditing, reporting andfinancial controls will initially reinforce
aggregate fiscal discipline and, over time, improve resource allocation and operational efficiency.
Focusing on public sector financial accountability, the analysis and recommendations in this area
covers: (i) the current legal and regulatory environment; (ii) the government financial management
system including budgeting, accounting, cash management and reporting; (iii) government auditing;
and (iv) financial management at the local government level.

50. Accounting. Based on recommendations from existing analyses, COA has designed and
initiated a phased implementation of a new government accounting system (NGAS) from January 1,
2002. The NGAS aims *.to: (a) simplify goyernment accounting; (b) conform to international
accounting standards; and (c) generate .periodic and relevant financial statements for better
performance monitoring. The NGAS has several features that make it a significantly .better system,
including a modified accrual accounting basis, improved accounting for assets, the adoption of a single
fund concept and a simplified three-digit chart of accounts. COA is-developing an accounting software
package for NGAS computerization.

51. With the introduction of the NGAS a simplified annual financial reporting system is also
required. All agencies are required to prepare a balance sheet, income and expenditure statement and a
cash flow statement. There are approximately one hundred reports produced by agencies for budget
and financial control purposes. The introduction of NGAS is an opportunity for the Government to
review the requirements of the. various oversight agencies and -prescribe a more streamlined set
monitoring reports for their use. Pilots are under way in the Department of Social Welfare and
Development (DSWD), DEPED and DPWH to improve financial management reporting.

52. The introduction of NGAS means that approximately 2,000 independent accounting units at
the NG and LGU level will have to switch to the new system. The logistics of such a large scale
change without a period of parallel running carries very high risks. Notwithstanding COA's piloting
and training efforts, the authorities will need to ensure that NGAS implementation take place without
risks: of a serious breakdown of financial controls during the transition period. The main risks arise
from (a) the lack of a detailed accounting procedures manual to guide agency and LGU financial staff;
(b) the possibility that training of staff may have been insufficient; (c) COA's capacity to provide
adequate trouble-shooting support when implementation problems surface; (d) the lack of a link
between the chart of accounts and budgetary classification; and (e) the uncertainty surrounding the
management reports needed to carry out effective budget control.

53. To address these risks, COA has adopted a strategy of phased implementation, focusing first
on setting up the. basic manual system to be followed by computerization. The final step will be. to
develop a Government Integrated Financial Management System that will provide management and
financial information at various level of government. To improve the. chances of successful
implementation, it would be desirable to focus on capacity-building, oversight mechanisms, provision
of manuals, and effective coordination between central and line agencies.
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54. Internal audit. Internal auditing is not a well developed function in government agencies.
Although internal audit units are authorized under the Internal Audit Code, budgetary considerations
have prevented their establishment in all governrment agencies and LGUs. Some agencies, though,
have internal control units that perform some functions of an internal audit unit. With 11,000 auditors
under COA, a careful study needs to be carried out before embarking on a program to universally
establish internal audit units. Such a study should review the transfer of some of the routine audit
functions from COA to internal audit units and the implications on COA staffing due to the
establishment of internal audit units.

55. External audit. COA has undertaken an organizational restructuring in 2002. This has
distributed audit responsibility from a regional basis to an agency-nationwide basis. The nationwide
government agencies and GOCCs are being organized into audit clusters with a director taking
responsibility for audit at the national and regional level. The audit of LGUs in several regions will be
clustered under a director who will take responsibility for all local government audits in the cluster.
This restructuring is meant to facilitate promoting the audit team approach which COA has not been
able to fully implement in the past, and may offer valuable lessons for planning and implementing
administrative restructuring in the central executive.

56. COA also plans to focus its work on financial and value for money audits and progressively
move towards a risk-based auditing model. COA is being assisted by UNDP and AUSAID in these
efforts. As COA is currently fully engaged in the reform of the accounting system and
computerization of the accounting, development of a risk assessment model and training of staff will
be done gradually over the next two to three years.

57. With the planned computerization of the accounting system, another area that would need
COA's attention is the development of information technology (IT) audit capabilities. COA has
agreed for the World Bank to carry out a peer review to enhance its quality assurance program. COA
is also pilot testing a program to encourage participatory audits, allowing civil society organizations to
participate in selected audits.

58. Financial management at the LGU level. The internal control environment and institutional
arrangements for financial accountability remain extremely weak at the LGU level: in 2000, only 250
of the 1689 LGUs audited were given clean audit reports by COA. Although there are many reports of
good practice in LGUs, weak internal control practices have been frequently flagged in COA annual
reports, and the internal audit function is non-existent in most LGUs. Special attention hence needs to
be given to financial management in LGUs.

59. A reallocation of expenditures from personal services to MGCH can improve tlhe
effectiveness and efficiency of government spending: civil service reform is now craucdl for
flexibility to implement new performance-based public sector reforas and couLd malce an imporant
contribuion to public sector efficiency and flexibilftP. Given the pressing fiscal constraints, it is
clear that the size and cost of the civil service requires review and adjustment as a priority, especially
given the potential in the short- to medium-term for reallocation of personal services expenditures to
MOOE. The key civil service constraints are well-known to policy-makcers: establishment control,
compensation, the legal and institutional framework, and institutional capacity.

60. The cost of the civil service has created a significant fiscal burden. The personal services
category accounted for some 35 percent of total NG expenditures in 2002, and exceeded this level in
key sectors. The same trend is evident at the LGU level: in Negros Occidental province, personal
services accounted for 75 percent of the 2002 budget.

61. Establishment control is relatively weak despite efforts in recent years to control recruitment
and impose selective hiring freezes. At present, there is no reliable method to verify information on
the number of filled and unfilled positions. The DBM, CSC and the GSIS currently maintain their
own personnel information databases, but these are not integrated with each other. The situation is
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exacerbated by the employment of considerable numbers of non-permanent staff such as casuals and
contractuals.

62. There may be specific sources of 'flexibility' that can be tapped in the short run. "Flexible"
items within the overall personal services allocation comprise wages of non-permanent personnel, per
diems, fringe benefits and certain other items. Roughly 18.4 percent of the 2002 personal services
allocations across the national budget can be deemed to be "flexible".

63. Low salary levels for executives in the top pay grades and for professionals in the middle
grades compared to the private sector have made it difficult to attract and retain key categories of
personnel, including lawyers, auditors, IT professionals and doctors. There is pressure, especially from
GOCCs and GFIs, to grant exemptions from the Salary Standardization Law. And allowances are
often non-transparent and do not fulfill their objectives.

64. Key steps in controlling the wage bill could consist of expediting the establishment of a
workable personnel information system, and deciding on fiscally affordable compensation
improvement and rightsizing options. The latter would involve a review of the compensation policy,
and assessing the fiscal impact of options for adjusting employment and compensation.

65. On administrative streamlining, which would need to accompany employment and
compensation adjustments, expediting NG initiatives to streamline the structure and functioning of the
executive would be appropriate, e.g. by eliminating overlapping or unnecessary functions and entities,
and efficiency improvements. Starting and sustaining the transformation of the BIR would be widely
seen as a litmus test of the ability and willingness to implement core institutional reforms.

66. The Civil Service Commission (CSC) has drafted a new Civil Service Code (now under
legislative review) focusing on merit-based recruitment; more competitive compensation within fiscal
constraints and linking compensation to performance; protecting upright civil servants; and
strengthening accountability and integrity mechanisms. While executive commitment to modernizing
the civil service legal framework is undoubted, the key issue - given the earlier history of such
legislation - is whether the draft Code will be enacted.

67. Capacity building also needs to be addressed: fiscal pressures cannot by themselves be
sufficient for sustainable civil service reform. It is desirable that the constitutional entity tasked with
development and oversight of civil service policy - the CSC - be strengthened on a priority basis, and
that coordination between the CSC and the DBM be intensified.

68. Operational efficiency could be enhanced through more effective implementation of
foreign-assisted projects (FAPs). The key concerns relate to enhancing absorptive capacity; improving
project identification, preparation and design; increasing the predictability of project financing; and
strengthening the sustainability of project outcomes. These are being addressed through, for example,
the completion of SEERs to sharpen prioritization of activities; more thorough project design and
project evaluation arrangements; minimizing multi-agency implementation; development of a 3-year
investment program; issuance of an EO on resettlement, and high-level attention to right-of-way issues
which impede land acquisition. Rationalization of Project Management Units is being implemented to
ensure speedier project implementation and facilitate ownership and accountability for projects. Once
the teething problems are surmounted, the strengthened implementation arrangements - and speedier
implementation - could bolster institutional capacity at NG and LGU levels, better sustain project
outcomes and ensure faster absorption of ODA. The institutional capacity of LGUs involved in FAPs
is also being strengthened, especially for procureiiient and financial management. Strengthening the
linkage between planning and budgeting, and between the MTPDP and the MTPIP, is also likely to
improve the predictability of resource flows over the medium termn.
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Decentralization

69. Capacity building at the LGU level, including and espe&ily in procuremeng and financi
management, will be key to strengthening accomntabilly and service deuivery.

70. The Philippines Local Government Code of 1991 is one of the most far-reaching
decentralization reforms in the developing world. Anecdotal evidence (e.g. from the Galing Pook
awards) suggests that decentralization has encouraged greater innovation at the local level,
strengthened local management capability and promoted greater cooperation with the private sector
and other LGUs. However, the preliminary evidence also suggests that, despite these achievements,
the expected benefits of decentralization have yet to be fully realized. Institutional arrangements for
service delivery remain unclear in many cases, with national agencies playing a significant role in
some functions that should have been fully devolved to LGUs. In addition, unfunded NG mandates
such as the Salary Standardization Law increase the cost of local services and impede local autonomy.
Sufficient resources do not seem to be channeled to poorer LGUs, and NG ability to equalize fiscal
capacity and monitor the financial performance of LGUs remains weak.

71. Planning and investment appraisal seem to be the weakcest links in the chain of LGU public
expenditure management. LGUs are also limited in their ability to manage and develop their human
resources. The potential for improving revenue collection by LGUs has been outlined earlier, as have
weaknesses in the internal control environment and financial accountability.

72. Improving LGU capacity to deliver basic services seems to hinge on four critical factors: (a)
on the revenue side, improved assessment and collection of revenues from local sources to reduce
LGU dependence on IRA; (b) on the expenditure side, strengthening planning, investment appraisal,
procurement and financial management; (c) improving the quality of LGU public administration by
controlling wage bill expenditures and strengthening LGU administrative capacity, accountability and
oversight; and (d) replicating innovative LGU practices in managing revenues, expenditures and
personnel, and promoting greater competition between jurisdictions. All of this requires long-term
capacity-building.

73. There are plenty of examples of effective home-grown solutions to common problems. For
example, cities such as Lapu-Lapu, Gingoog, Surigao, Cotabato and Puerto Princesa have adopted
innovative measures to cope with the increasing demand for more and higher-quality health services
from their constituencies. Perhaps the more exemplary among these innovations are the barangay
primary health care facilities established by the provincial government of Negros Occidental and the
provincial health insurance program adopted by Bukidnon and Guimraras. In the area of controlling
personnel size and costs, and accessing non-IRA sources of funding, the example of Cabanatuan city
seems noteworthy.

74. Although the 1991 LGC has been the key instrument for decentralization, and specific aspects
of decentralization have been studied, no systematic assessment of how decentralization has worked
on different dimensions has yet been carried out. It therefore seems apposite to undertake a
Decentralization and Service Delivery Study to review the fiscal, administrative and political aspects
of decentralization in the Philippines, and their impact on service delivery. The resulting diagnosis
could help improve government performance and promote healthy competition between LGUs.

Looking Ahead

75. The preceding pages have outlined the key PEPFMR findings. It is desirable that on the
implementation-related issues (e.g. on revenue measures, BIR reforms and administrative
streamlining) the Government act quickly and decisively. For planning and diagnostic-type issues
where assistance or advice from development partners could be valuable, the Philippines' development
partners stand ready to provide the needed support.
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76. The chapters which follow lay out the findings, issues and recommendations in greater detail.
This report is arranged in three main sections - aggregate fiscal discipline, allocative efficiency, and
operational efficiency. A fourth section on decentralization highlights some issues as a prelude to a
review of the decentralization experience since 1991 and its impact on issues such as service delivery,
equity and efficiency. Themes such as accountability and transparency pervade this report and have
not been dealt with separately.

77. The action plan attached to this executive summary indicates the most pressing issues
confronting the authorities, and on which immediate actions seem to be called for - in a sense, the
overarching importance of the still-unfolding fiscal developments dictates quite clearly the sequencing
and prioritization of the actions to be taken. The more detailed action plan at the end of this report
contains the joint recommendations of the GOP and the task team.

78. The dissemination strategy for the PEPFMR envisages sharing of this report and the action
plan with a wider audience, comprising national agencies, LGUs, legislators, development partners,
civil society and the media. A dissemination workshop has been tentatively planned for May 2003; the
exact dates will be finalized in consultation with the GOP.
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P'hiilppiies: NPunc Expenimtire, Pnrecnrnenmet annd MisndeRi MEDnagemeift Review

Ac¢non Ramni - Shorl-Termm Actois

IRI.L~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~~
A. A-giregnfte TFscgl DMplime ___

Revenmue Mobilizataoun Reverse the decline in revenues as a share of GNP BIR, DOF

Enact the proposed reform of the excise tax on alcohol and tobacco products

Improve the effectiveness of the Large Taxpayers Service:

o Clarify its audit priorities by focusing on the RELIEF program and the issue-oriented audits

o Prioritize selective audits (e.g. on VAT) over comprehensive ones

o Increase the size of the proposed special audit team and require it to concentrate on large taxpayers

o Require the special audit team to provide feedback to management on the LTS audit program, which should
be subject to management approval

Make a decision on the course and phasing of the medium-term BIR reform

Contingent Liabilities Strengthen the recognition, management, reporting and provisioning for contingent liabilities: DOF
aui cflffiluge~ REisk
RelainDg %f t pcsCCs o Complete the quantification of contingent liabilities and establish a centralized risk management unit in DOF

in coordination with BTR

o Initiate special-purpose audits (financial, management and personnel audit) of critical GOCCs to support the
planned disposition program

o Initiate a benchmark audit for pension and trus. funds such as the AFP RSBS, THOC, Pag-ibig, PHIC

Effectively implement the new power sector law DOE

Re ramf Reforfm of the SSS: DOf, SSS

.Pens!on Sys'=n o Complete an actuarial audit of the SSS

o Design and begin implementation of a phased action program to increase contributions from the present 8.4
per cent to say 14 per cent (depending on the actuarial audit)

o Highlight the impact of suggestions to use SSS for social policies by estimating the impact of the proposed
socialized contributions under the current system prior to implementing them, and assessing the fiscal impact
of enrolling informal sector wor'kers under the SSS

o Improve the liquidity, yield and safety of the SSS investment portfolio by enhancing the collection efficiency
on SSS salary loans

o Develop a strategy and implementation plan for the organizational restructuring of the SSS and a plan to limit
administrative expenses to the statutory 12 percent ceiling
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'Area ol4Couicern. - . eJoint GOP-Task Team Recommendation .e .: A iency

Reform of the GSIS: DOF, GSIS

Improve GSIS investment portfolio performance and shield the portfolio from inappropriate or undue
influence and manipulation by:

o Engage professional investment managers to manage a portion of the GSIS portfolio, and permit a
portion of this portfolio to be invested abroad

o Enhance the collection efficiency on GSIS salary loans through mandatory deduction of past due
amounts from pension payments

o Resolve the issue of past due contributions from the Government to GSIS

Protecting the AFP RSBS: DOF, AFP

* Specify and initiate implementation of a time-bound action plan to improve the liquidity, yield and safety of RSBS
the AFP RSBS investment portfolio

* Articulate options to attain viability for the AFP RSBS

B. Aloc ive Efficiency - -, - -

Composifion of .- ,- -. -

Expenditures * Articulate a strategy to reallocate from personal services to MOOE and/or capital outlays DBM, NEDA

Sectoral Issues Agriculture and agrarian reform: DA, DAR,

* Focus on growth-enhancing public goods and services DBM, NEDA

Education: DEPED,

* Intensify intra-sectoral restructuring towards basic education DBM, NEDA

* Continue reform of higher education

* Assess means to devolve technical and vocational education and training to LGUs

Health Care: DOH, DBM,

* Improve the DOH regional budget allocation process to better match IMR and poverty incidence NEDA

* Prepare a realistic implementation plan for HSRA to sequence reforms and prioritize technical assistance

* Complete an actuarial study on the financial sustainability of the PHIC

Budget Management, * Issue guidelines to eliminate/reduce the potential distortionary effect of Congressional initiatives DBM, NEDA
MTEF and the * Establish a joint technical committee with representation from DBM, NEDA and line departments to DBM, NEDA
Macro-fiscal mainstream the MTEF and SEERs
Framework

* Provide incentives to revenue-generating national government agencies to accelerate revenue generation from
fees and charges (e.g., by allowing them, as a special case, to retain a specified percentage of such revenues to DBM, NEDA
fund non-wage O&M expenditures)

* Improve the linkage between planning and budgeting by linking the MTEF with the MTPDP: Include a
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AI'e-a x -" C._infeYtr, JUit C-C 7P E ) t J .,:irnutK2i" -. ;ut'.1

statement of the MTEF (forward estimates) in the MTPDP, with sections on medium term budget DBM, NEDA
composition (including costing of key programs) and on the explicit link between planning priorities and the
budget (a draft document should be discussed in DBCC before official inclusion in the MTPDP)

o Build up sector expenditure frameworks through more developed SEERS: train oversight and line agencies in
program costing and cost-effectiveness analysis and pilot costings and cost-effectiveness analysis of high DBM, NEDA
priority PAPs in select departments

o Improve the accuracy of revenue forecasts by:

o Improving the quality of BIR databases by developing systems to capture and analyze data at district level BIR, DOF,

o Enhancing cooperation between the BIR, DOF, DBM and NEDA through the new DBCC revenue DBM, NEDA
forecasting task force

o Establishing an official "revenue forecasting calendar" with clearly delineated functions and
responsibilities to coincide with the annual budget calendar

C. Operational Efficiency

Publec PProcuirement o Promulgate implementing rules and regulations (IRRs) for the Procurement Reform Law DBM

o Complete a study under the auspices of the Construction Industry Authority of the Philippines (CIAP) on the
feasibility of allowing foreign contractors to bid without a Philippine License

Financial o Promulgate a systems and procedures Manual for the New Government Accounting System DBM, COA
Management o Design and pilot-test an agency-level financial management training program

o Prepare a position paper with an implementation plan to strengthen the agency controllership function

Wage Bill Control 0 Continue hiring freeze on non-essential personnel DBM, CSC
and Administrative o Prepare a position paper with options for employment and pay rationalization, including estimates of the
Streamlining fiscal impact of different options

o Complete analytical work to design and cost a personi.el infornation system shared by the CSC, DBM and
GSIS, and decide on source of funds to finance implementation

o Prepare an implementation plan for administrative measures to streamline the structures, functions and
programs of selected agencies, task forces and similar NG bodies

o Implement a pilot exercise to resolve mismatches between priorities, functional assignments, structures and
staffing in one department

D. Decentralizatlon

Financing an DBM, DCF,
iDelivery g an o Initiate a cross-sectoral review of the fiscal, administrative and political aspects of decentralization, with NEDA, COA,

Services special reference to the impact of decentralization on service delivery DILG
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1.1 The Philippine authorities, confronted with an unfavorable governance
and macroeconomic environment in 2001, established a consistent track record in
2001 in stabilizing the economy and improving investor sentiment. The
unfolding developments in 2002-2003, however, pose a threat to a still fragile
fiscal and institutional environment, and can dim the prospects for attaining the
Philippines' targets for higher growth and renewed poverty reduction. Fiscal
sustainability and the government's ability to finance poverty-reducing programs E 2 g ,
continues to be at risk from falling revenues, rising public debt and debt service
and off-budget risks. This constrained environment makes it doubly important to a a ff
focus on increasing fiscal flexibility through increasing revenue collections and ft,E nd
enhancing the discipline, efficiency and equity of public expenditures.

1.2 The objective of this Public Expenditure, Procurement and Financial in$ uffon'
Management Review (PEPF'MR) is to examine selected issues in the allocation
and management of public resources of interest to the Philippine authorities, the
World Bank and the ADB. It aims to help the authorities establish more effective
and transparent policies and processes for the allocation and utilization of public
resources to reduce poverty and promote economic growth. The audience for this
report comprises the Philippine authorities, the World Bank, the ADB, other
development partners of the Philippines and civil society.

MaR/tching The State's [Roe To K$s Cspabltyj

1.3 Spread over 7,100 islands in three major island groups, the Philippines
has a population of 74 million (1999) and a total land area of 300,000 square
kilometers. History and a dispersed geographical setting provide the specific
context to the Philippine decentralization arrangements: following the enactment
of the 1991 Local Government Code, one of the most far-reaching
decentralization reforms in the developing world, the country now has three tiers
of Local Government Units (LGUs). At the top are 80 provinces followed by a
second tier comprising 114 cities and 1,496 municipalities. 41,585 barangays
comprise the third tier of local government. The country's territory is also
divided into 16 regions for administrative purposes. These regions are not units
of local government but essentially consist of groups of provinces and their
component LGUs which are served by the deconcentrated regional offices of
central departments and agencies.

1.4 Performing state functions efficiently and equitably tends to be a major
concern in most countries. The Philippines is no exception. Figure 1.1 illustrates
some of the generic functions that many states - including the Philippines -
perform. However, the Philippine bureaucracy has been characterized by
institutional dysfunctions which have weakened state capability and led to
perpetuation of governance problems. Hence, the role, functions and architecture
of the executive department are being rethought as part of a long-standing quest
for institutional strengthening and improved service delivery, particularly in the
light of greater public demand amidst tighter resource constraints. Recent
institutional reform efforts have focused on streamlining the bureaucracy,
simplifying procedures, and delivering better public services. Public demand for
such improvements has been allied with demands for greater transparency and
accountability in the utilization and management of public resources.
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Figure 1.1. Functions of the state
Addressing market failure Improving equity

Core functions lProviditig putre p,Ublie g(o(ds: Protectitng the poor:
l)efensc: )pace aind order; property rig-its: macrcconomic managcnient: Antipoerty prioralms;

basic education: public health; sale watcer disaster ielier

Intermediate. Addressing Reguleti,ig Overcomin,g i,npel,fcct Proiriding social
functions externalities: umoplloolv: ill/ifrs-tion: inisnuce:

En vi ronnmental LtiLlity Insn awice (h6al tih, lilc. pensioris): Redistriibutiv pensionis:
rotcctLion I tc1lat ioll: 1oiancial reeulation: onsLuier l.-niily allowanices:

antitrust policy protcction unciiployment ittsuLince

Activist C'oordinating prltale a'il tiV: Redistribitlion:
functions Fosteritie markets Asset iedistiibution

Source: Adapted from World Development Report, 1997

1.5 The judiciary has already similarly initiated an institutional reform
process to speed up the dispensation of justice and upgrade the quality of the
country's court system. The blurring in practice of the respective roles of the
executive and legislative branches in setting spending priorities and allocating
public resources is gradually being addressed given the long recognition by the
Philippine authorities of the need to improve the efficiency and effectiveness of
public sector fiscal and economic management for better public sector outcomes.
All of this underscores the necessity of streamlining and rationalizing state
entities in the Philippines as a prerequisite for improved governance and more
efficient utilization and management of state resources.

1.6 Figure 1.2 illustrates the structure and magnitude of public employment
in the Philippines - the implications are discussed in Chapter 9. There have been
several attempts since 1985 to pass legislation on restructuring of the executive Lessons learnt
and re-engineering the bureaucracy - all of them unsuccessful. The current
strategy is a more pragmatic twin-track approach to institutional reform - reliance over the last 2-3
on administrative and executive measures which can be implemented without years in particular,
recourse to legislation, while continuing advocacy for passage of legislation on
the reengineering the bureaucracy. in designing and

1.7 The administration is pursuing a Public Sector Institutional implementing
Strengthening Program, led by the Presidential Commission on Effective
Governance (PCEG), aimed at improving the government's service delivery and specific reforms,
institutional capacity. The Program seeks to strengthen core functions and now rovide a
strategic roles and responsibilities of the government in accordance with socio- P
economic priorities and resource constraints, by: (i) defining the role of the state solid foundation
and thereby the scope, level and focus of government interventions; (ii)
rationalizing the distribution of functions between the public and private sectors, for moving ahead
between national and local governments, and among government agencies; and on key reforms to
(iii) designing administrative structures and systems to improve government
operating efficiency and effectiveness. improve public

1.8 Lessons learnt in the last 2-3 years in particular, in designing and sector
implementing specific reforms, now provide a solid foundation for moving
ahead on key reforms to improve public sector performance. Facilitating performance.
factors include a shared vision of institutional reform among key policy makers,
improved cooperation among central oversight agencies, and a recognition of the
need to engage civil society in monitoring progress in implementing reforms.



Philippines PEPFMR - 4 -

1.10 A key lesson learnt is that institutional reforms need to be accompanied
by an impact mitigation program with agency-specific and culture-sensitive ll$tv,aill
change implementation strategies. It seems to be now possible to move ahead
more aggressively on some of the more difficult but necessary reforms, such
movement being facilitated by the credibility of reform measures undertaken so
far and the 'window of opportunity' afforded by the fact that the next presidential
election is not due till mid-2004. Instiutional stetheaing now requires dJ@cang ans ond
deciding on and quickly implementing key reforms which do not require
legislation, based on the ongoing PCEG-ied review of the scope and functions
of central executve entities. dMpeanUng key

reVorms wh§dhO do
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The Fiscal Context

1.11 Review of the Full Structure of General Government Expenditures.
This section reviews and analyzes the fiscal developments for the consolidated
public sector, the National Government (NG), local government units (LGUs),
Government-owned and controlled corporations (GOCCs) and other
Government-owned entities, and provides an overview for subsequent chapters.

1.12 Since the last public expenditure review was completed in 1995, there
have been several noteworthy developments. First, after several years of surplus
in the mid-1990s due to improved tax collections, fiscal deficits have re-emerged
since 1998 in both NG and consolidated public sector finances (Table 1.1).
Second, the financial position of GOCCs still requires strengthening despite
privatization and management improvements, signifying the importance of
continued efforts to improve GOCC performance (Table 1.2). Third, since 1994
the budget has become more rigid and inflexible because mandatory spending is
crowding out productive spending on investment and maintenance (Table 1.3).
Lastly, LGUs seem to lack financial resources for maintenance and other
operating expenditures and for development. Strengthening fiscal management is
therefore a key issue both at the national and LGU levels for the foreseeable
future. This section examines key issues relating to the first two features above.
The third development is examined in the next chapter and in Section B of this.
report, while the fourth development is expanded in Section D.

1.13 The consolidated public sector financial position, which consists of the

revenues and expenditures of the National Government, the Central Bank
Restructuring Fund, the GOCCs and others, disclosed a deficit of PhP172.2
billion or 4.5 percent of GNP in 2001, compared to 3.2 percent in 1999 and 4.5
percent in 2000 (Table 1.1).

1.14 The National Government's fiscal position deteriorated from a deficit of
1.8 percent of GNP in 1998 to 3.8 percent in 2000. In 2001 the deficit was
limited to the targeted 3.8 percent and the authorities targeted to balance the
budget by 2006. In 2002, however, there was a slippage in the deficit target - the
first nine months disclosed a deficit of about PhP166.5 billion against the 2002
target of PhP130 billion.

Table 1.1 Consolidated Public Sector Financial Position: 1991-2001 (billion pesos)

1991 1992|1993 1994 1995|1996|1997|1998 1999|2000 "2001

Total Public Sector -26.0 -26.0 -25.9 -8.4 -4.1 7.3 -24.1 -83.2 -102.8 -141.3 -166.3
Balance
Percent of GNP -2.1 -1.9 -1.7 -0.5 -0.2 0.3 -1.0 -3.0 -3.3 -4.4 -4.3
National Government -26.4 -16.0 -21.9 16.3 11.1 6.3 1.6 -50.0 -111.7 -136.1 -147.0
Monitored GOCCs -7.4 -10.7 -25.6 -9.7 -1.3 -11.2 -17.2 -38.0 .-4.6 -19.1 -24.5
OPSF 10.1 5.4 -7.9 2.6 -9.2 4.8 -0.8 0.7 1.9 0.3 0.8
CB Restructuring 0.0 0.0 -15.1 -24.3 -20.0 -13.8 -25.7 -26.4 -20.5 -19.1 -23.5
GFIs 2.4 3.8 6.1 3.1 5.0 8.4 4.3 5.4 3.3 3.2 3.9
SSS/GSIS 8.1 8.2 11.7 -12.0 0.01 8.5 3.9 17.8 36.4 15.4 15.6
Others/ Adjustment 0.4 -1.6 2.8 0.0 0.0 0.0 0.0 1.5 -6.1 -6.6 0.1
Source: Department of Finance-
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TablRe 1.2 ConsoUidated IPublec Sector ]eTcit amd Surn7pus (% of? GOI)
1996 1997 11999 20119 2 2911

Consolidated Public Sector Financial 0.29 -0.95 -2.95 -3.18 -4.34 -4.32
Position
of which:

National Government 0.28 0.06 -1.78 -3.56 -3.84 -3.81
Central Bank Restructuring -0.61 -1.02 -0.94 -0.65 -0.55 -0.61
GOCCs -0.49 -0.68 -1.36 -0.15 -0.55 -0.64
OPSF 0.21 -0.03 0.02 0.06 0.01 0.02
Others 0.87 0.61 1.01 1.20 0.66 0.82

Note: GOCC = Government-owned and -controlled corporation; OPSF = Oil Price
Stabilization Fund (eliminated in 2001). Totals may not add up due to rounding.
Sources: Department of Budget and Management, Department of Finance

1.15 The main finance problem has been a shortfall in revenues, caused by a
continuous decline of tax collections, 70 percent of which is collected by the a
Bureau of Internal Revenue (BIR) and 18 percent by the Bureau of Customs
(BOC). With the onset of the financial crisis, BIR collections fell from its peak DX¶@0?$f fans
of 12.4 percent of GNP in 1997 to 10.9 percent in 1999, 10.3 percent in 2000 and
down to 10.1 percent in 2001. In the same manner, import duties fell from its
pinnacle of 5.5 percent of GNP in 1995 to 2.7 percent in 1998-2000 and 2.5
percent in 2001. The decline of tax efforts has forced the Government to trim
necessary maintenance and capital expenditures.

1.16 The consolidated public sector deficit (CPSD) has increased in recent
years. There are two main constituents of this deficit besides the NG: the Central
Bank Restructuring Fund and GOCCs. The GOCCs' deficit, however, has been
narrowed by privatization of certain GOCCs and improvements in GOCC
management during 1990-2000. The CPSD was relatively sustainable before
1997 with a combination of increased tax efforts and management, and with
privatization proceeds that improved both the NG and GOCCs' accounts. A
decline in capital outlay expenditures and budgetary support to GOCCs during
the nineties has contributed to limiting the CPSD. However, the CPSD position
has worsened since 1998, when the NG began to run a deficit (Table 1.2).

1.17 Consolidated Public Investment. The behavior of consolidated public
investment has reflected that of NG investment, but its composition has shifted,

Table 11.3 Fiscal Aggregates 1992-291 (as pe¢rcent of GNP)

1.992-3 1994 1995 1996 1997 11998 1999 2e$CD 2.9i

Total Revenues 17.5 19.4 18.4 18.2 18.7 16.5 15.3 14.5 14.6
o/w Tax Revenues 15.3 15.6 15.9 16.3 16.3 14.9 13.8 12.9 12.7
Current Expenditures 15.8 16.0 14.8 15.6 16.6 16.7 16.7 16.6 15.6
Capital Expenditures 3.0 2.8 2.7 2.1 1.9 1.6 2.0 1.7 2.7
Infrastructure, etc 1.9 1.0 1.6 1.2 0.5 0.4 0.5 0.5 1.7
Total Expenditure 18.8 18.8 17.5 17.9 18.6 18.3 18.8 18.4 18.4
NG Deficit -1.3 0.9 0.6 0.3 0.1 -1.8 -3.6 -3.9 -3.8
Source: Department of Budget and Management
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indicating the priorities of successive administrations. It was above 4 percent of
GNP- through the nineties and up to 1997. Both public investments and
maintenance outlays have suffered since 2000 - much of the decline being due to
strict limnits on the overall public sector deficit imposed by the stabilization
program. The consolidated public investment diminished from about 5.6 percent
of GNP in 1994 to about 3 percent of GNP in the early 2000s. These cuts in
productive expenditures have deteriorated infrastructure provision.

1.18 The National Goverrnent. The NG has continued to play an important
role in economic development: the share of government expenditures has
remained at about 18-19 percent of GNP during 1990-2001. However, the wage
bill and other mandated expenditures accounted for a large part of total
expenditures for both NG and LGUs.

1.19 Since 1996, current expenditures have stabilized at about 14-15 percent
of GNP, maintaining the 15 percent in the first half of the nineties, but have Revenue collections
largely become mandated (Figure 1 and Table 1.4). As a result, the share of
capital investments has been reduced to only 2-3 percent of GNP (Table 1.5), need to inrease,
insufficient for poverty reduction and better delivery of basic services. and/or wage bill
Maintenance and other operating expenditures (MOOE) have fallen from 2.7
percent of GNP in 1995 to 1.9 percent in 2002, and are well below the average of expenditures need to
2.8 percent for the period 1990-1994 (Figure 1.3). diminish, to

1.20 The NG was able to maintain a surplus during the period 1994-1997
largely due to privatization proceeds and tax management improvements. Interest adequately finance the
payments also contracted from 6.6 percent of GNP in 1990 to 3.1 percent by Government's growth
1997 with improvement of the fiscal position. Coupling expenditure cuts with
improvements in revenue generation, the NG was successful in maintaining a and poverty-reduction
surplus until 1997. However, since then, the NG's tax effort has plummeted from
16.3 percent of GNP in 1997 to 13.2 percent in 2000 and 12.7 percent in 2001, agenda.
severely constraining the NG's fiscal flexibility.

1.21 The structure and composition of expenditures have been outlined in
Chapters 2 and 4.

Figure 1.3 Operations and Maintenance Expenditures
(percent of GNP)
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TabRe 1.4 Budgetary lnflexibilities DDue To MandatedI Ex ditres9 90-29911 (% of GHNP)

1990 1991 1992 1993 199i4 19 05 "A 9 3 1 7 1 92 8 19 gis 2t| 2001

Wages 5.8 5.8 5.4 5.2 5.3 5.6 6.0 6.8 7.0 6.5 6.4 6.2
Interest 6.6 6.0 5.8 5.1 4.6 3.7 3.4 3.1 3.6 3.4 4.0 4.5
LGU Transfers 0.7 0.8 1.5 2.5 2.7 2.8 2.6 2.8 2.6 3.1 2.9 3.0
Total Mandated Expdrs. 13.1 12.5 12.7 12.8 12.6 12.1 12.0 12.7 13.1 12.9 13.3 13.8
Revenues 16.9 17.6 17.7 17.4 1 9.4 18.4 18.2 18.7 16.5 15.3 14.7 14.6
Difference Between Total
Mandated Expdrs. & 3.8 5.1 5.0 4.5 6.7 6.3 6.2 5.9 3.4 2.3 1.4 0.9
Revenues _____ _

Source: DBM

1.22 Local Governmenmt aJnfts. Since the enactment of the Local Govemment
Code (LGC) in 1991, locally elected officials have been expected to deliver
services that reflect local needs and preferences at a level and quality equal to or
better than national agencies. A national revenue-sharing scheme - the Internal
Revenue Allotment (IRA) - provides annual block grants to LGUs under the
General Appropriations Act. The distribution of the IERA among LGUs follows
the prescribed formula: 23 percent for provinces, 34 percent for municipalities
and 23 percent for barangays. The share of each LGU in turn is computed based
on the following weights: population 50 percent, land area 25 percent and equal
share 25 percent. While there has been significant increase in the IRA, the
distribution does not consider the poverty incidence and development phase of
individual LGUs. The IRA continues to be the fastest growing item in the
national budget (Table 1.6).

Table 1o5 Capital Gadinys 1996-2801 (percenft of GNF)

19t!96 19917 1 lX9 |119 19) 22ZD I 2P,1;.
Capital Outlays 3.5 3.8 3.3 3.1 2.5 2.7

Infrastructure 1.9 2.0 1.5 1.8 0.4 1.7
Corporate Equity 0.2 0.1 0.1 0.1 0.1 0.0
Other Outlays 0.9 1.1 0.5 0.5 1.9 0.3
Transfer to LGUs 0.5 0.6 0.6 0.7 0.7 0.6
Source: DBM

1.23 Despite being on the front line of basic service delivery, however, LGUs
account for a small portion of total government financial resources: the average
percentage share of LGUs in total consolidated expenditures during 1994-2000
was only 4.4 percent, as against the NG share of 17.9 percent and the GOCC
share of 78.5 percent (Table 1.8). There seems to be an issue here as to the
adequacy of financial support for LGUs. According to the LGC, the IRA
comprises 40 percent of the total internal revenue collection of three years ago.
The IRA accounts for 67.4 percent of provinces' expenditure and 60.8 percent of
municipalities'. However, barangays - the lowest tier of LGUs - depend totally
on the IRA for their finances4. Overall, IRA transfers seem to act as a
disincentive for some categories of LGUs to generate revenue from their own

5sources5.

Ta1ble 1.6 Assistance to LGUs from the NationRal Budget

Year Assistance eo LGUs NG BanueC (f) l
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~5 .- N .T ,4 t wSion,eo)k (io-nPpggs) e r ecCenl of 

1992 19.7 262.0 7.5
1993 37.0 276.9 13.4
1994 47.4 330.2 14.4
1995 57.3 372.1 15.4
1996 62.3 416.1 15.0
1997 74.9 491.8 15.2
1998 77.5 537.4 14.4
1999 103.8 593.6 17.5
2000 129.6 682.4 19.0
2001 139.0 710.8 19.5

Source: DBM

1.24 Government Owned and Controlled Corporations. GOCCs were
mainly established to improve provision of infrastructure services. Despite
progress in enhancing efficiency, GOCCs in general still require management
strengthening for more efficient functioning. They contributed less than 2 percent
of GNP by value added, but their budgetary support needs accounted for 60
percent of public sector spending. To enhance efficiency in service delivery, the
Government privatized more than 200 GOCCs and strengthened the performance
of the remainder. The number of GOCCs now stands at about 98 (including
subsidiaries). A supervision unit was established within the DOF to monitor the
activities and operations of 14 major GOCCs6.

1.25 Many GOCCs still depend on NG resource transfers. Data on net flow of
funds from the NG to major GOCCs suggests that the net flow significantly
increased during the last two years due to increased tax payments. To ameliorate
their financial position, many GOCCs curtailed their investment programs. The
14 monitored GOCCs decreased capital expenditures from PhP68 billion in 1996
to PhP35 billion in 2001. The National Power Corporation (NPC) alone reduced
its capital expenditure from PhP32 billion in 1996 to PhP17 billion in 2001,
reflecting reform efforts initiated by the Government7. Excluding the NPC,
internal cash generation in the aggregate financed 61.8 percent of GOCCs'
financial requirements between 1990-2000 (Table 1.7), domestic borrowing 14.9
percent and external borrowing the remaining 23.3 percent.

1.26 The NPC's borrowings have accounted for about 50 percent of the total
contingent liabilities of GOCCs. The NPC's heavy reliance on debt finance, and
the financial crisis in the region, caused a major depreciation of the peso against
foreign currencies in NPC's debt portfolio and IPP contracts. The Electric Power
Industry Reform Act (EPERA)8, passed in June 2001, provides the legal
framework for restructuring the electric power industry by privatizing the NPC
and unbundling the electric power industry into generation, transmission,
distribution and supply sectors. The EPIRA reduces the role of NPC to the
operator of the Small Power Utilities Group and other non-privatized assets, and
creates two new GOCCs, the National Transmission Corporation (TRANSCO)
and the Power Sector Assets and Liabilities Management Corporation (PSALM).
The PSALM's principal role is that of a liquidator, to manage the orderly sale,
disposition, and privatization of NPC's generating assets, IPP contracts, and
other property. The transmission and sub-transmission assets of NPC, including
NPC's nationwide franchise for the operation of the transmission system and the
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Table 1.7 Total lInternal Cash Generation of Ma.or G¢DCCs (nhllion pesos)

99 19I91 X992 1993 1994 1095 1996 1997 9 1999

All 14GOCCs 7.68 13.15 15.40 15.96 32.34 21.05 20.40 17.85 5.99 15.11 6.09
Percent of GNP 0.71 1.04 1.11 1.06 1.86 1.07 0.89 0.71 0.21 0.48 0.17

Without NPC 4.22 9.75 4.93 8.26 17.83 8.79 5.11 7.14 1.12 4.56 (2.58)
Percent of GNP 0.39 0.77 0.36 0.55 1.03 0.45 0.22 0.28 0.04 0.15 (0.07)
Source: DOF- Corporate Affairs Group

grid, will be transferred to TRANSCO. These reforms are under way. The
restructuring and privatization of the electric supply is expected to encourage
greater competition and efficiency9.

1.27 Dtllher Entities of General Goveirnmnneim The Social Security System
(SSS) is the social security entity for private sector employees. With the
implementation of the Social Security Law in 1957, the Government adopted the
social insurance approach to social security, covering the employed segment of
the private sector labor force. In 1993, household helpers earning at least
PhPl,000 were included in the compulsory coverage of employees.

1.28 SSS net revenues have declined greatly since 1998. Benefit payments
have been surpassing contributions since 1993. In 20O0, for example,
contributions amounted to PhP30.3 billion while benefits paid amounted to
PhP33.9 billion. If the SSS does not increase its contribution rate or extend the
contribution period, it is estimated that its resources will dry up by 2015. A
second reason for the decline in financial resources is the low yield from
investments. The SSS managed to avoid financial risks by using multiple
investment options. However, since interest rates declined from time to time, it
could not attain the needed income levels. Thirdly, in 1992 the Additional
Benefit Enhancement in Republic Act 8282 regulated minimum pensions,
increased dependents' pensions and gave them the option to receive the first 18
months' pension in a lump sum, but without augmenting contributions. This
fundamentally worsened the financial situation of the SSS. Fourthly, the SSS was
mandated to provide subsidized interest rates for housing and member loans -
this led to a further income decline. Lastly, reported misuse of the fund also
inflicted losses on the SSS.

1.29 The Government Service Insurance System (GSIS) is the Philippines'
state insurance company, offering retirement, disability and other benefits to all
workers employed by any level of government or by a government-owned
corporation. GSIS administers the General Insurance Fund (G1F), which offers a
full range of insurance products to the general public and to all entities controlled
by the government or with a government shareholding interest.

1.30 The SSS and GSIS have investment funds of about PhP250 billion, large
enough to dominate the local stock market and initiate a takeover of any
company in the country. Hence, without a significant increase in the contribution
rates, the reserves could be depleted, forcing benefits to be cut or not paid at all.
For these reasons, pension reform efforts began in 1997 in both entities with the
so-called "Social Security Act" but are not sufficient to ensure their long-term
sustainability. Both entities need to embark on serious structural reforms to
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Table 1.8 Total Public Sector Resource Distribution (billion pesos)

'"! ' -,r NG |- al - GOCC . Of which GFs i-. LGU.; . o

1994 259.2 3176.4 3020.1 64.0 3499.6

1995 293.4 3365.4 3238.7 66.3 3745.2

1996 336.4 1298.8 1143.1 81.5 1716.6

1997 401.1 1869.0 1607.3 104.9 2274.7

1998 442.1 1516.0 1295.0 108.2 2066.5

1999 460.1 883.5 1423.7 104.8 1448.5

2000 535.5 2039.2 1809.9 95.4 2670.2

2001 573.5 4080.2 1945.3 124.2 4777.9

2002 619.3 4555.3 0 139.0 5313.7
Source: DBM

improve their financial sustainability and, at the same time enhance the quality of
their staff, management and the services they provide.

1.31 Possible solutions to protect the viability of the SSS range from

increasing the contribution rate and contribution period, to expansion of coverage.
to overseas Filipino workers and strengthening the financial management of the
SSS, or even - in the future - a merger of the SSS and the GSIS. Chapter 3
outlines the key issues confronting these and other state-owned entities and, more
broadly, the importance of recognizing and managing fiscal risks.

Reconjinenidationis It is time to
streamline the

1.32 To reverse the steadily diminishing flexibility that threatens to
undermine the country's growth and anti-poverty agenda, it is critical to intensify architecture of the

efforts to reverse the decline in revenues to permit a reduction in the deficit as national government
targete4 and to begin freeing up resources for adequate investments in human

development, infrastructure and MOOE. - without relying on

1.33 Second, it would be desirable to accelerate ongoing administrative passage of

initiatives to streamline the architecture of the central executive and ensure
effective financing for the performance of core state functions such as those legislation.

relating to the provision of pure public goods and anti-poverty programs. The

PCEG is now pursuing the following specific actions: (i) preparation and
implementation of administrative measures to streamline the structures, functions
and programs of all attached agencies, task forces and similar bodies in the
national government, based on its ongoing review; (ii) implementation of a pilot

exercise to resolve mismatches between priorities, functional assignments,
structures, staff complement and composition in one department; and (iii)
continuing the abolition of unnecessary, duplicative or obsolete central executive
entities.
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2.1 This chapter briefly overviews some issues and trends in public
expenditures before turning to a discussion of revenue trends and issues.

2.2 A revenue shortfall through the year was the source of the PhP212.7
billion national government deficit in 2002. Tax revenue also fell in real terms
vis-a-vis 2001 collections. These developments, which threaten to undo the
gains from the sound economic management in 2001, prompted the authorities to
initiate expenditure control measures for 2002 and into 2003. Departments and
agencies were asked to make spending cuts. Moreover, as in 2001, line
departments were given the flexibility to determine where to cut and by how
much in 2002.

2.3 Compared to other ASEAN countries, public expenditures as a
percentage of GNP are low for the Philippines (Table 2.1). The Philippines has
the lowest expenditure-to-GNP ratios among all four ASEAN countries.

Table 2.1 Public Revenues and Expenditures
Selected ASEAN Countrnes 199-19 (rcent GNf P C )

_1994 1995 1996 1997 11998 11999
Revenues
Indonesia 18.7 18.2 17.4 18.7 17.6 19.8
Malaysia 29.2 25.6 25.8 24.4 21.2 21.0
Philippines 19.4 18.4 18.2 18.7 16.6 15.3_
Thailand 18.6 18.9 19.3 18.9 16.9 16.5
Expenditures = _
Indonesia 16.6 15.1 15.0 18.5 19.3 21.7
Malaysia 24.5 23.1 22.7 20.8 23.4 24.8
Philippines 18.4 17.9 17.9 18.6 18.3 18.8
Thailand 16.5 16.0 16.8 20.7 23.5 25.9
Source: IMF: Government Finance Statistics 2001.

Expenditures

2.4 NG expenditures are distributed by the following major components:
economic services, social services, defense, general public services, net lending
and debt-service-interest payments. Sectoral allocations have been greatly
impacted by the fiscal constraints within which financing decisions have been
made. The share for economic activities was more or less stable during 1990-
2002, while the share of economic services in total expenditure declined from
24.2 percent in 1990 to 20.9 percent in 2002. Within this category, however, the
share of agriculture, agrarian reform and natural resources declined from 7.3
percent in 1990 to 3.8 percent in 2002. The share of communications, roads and
other transport has remained steady between 8.1 percent in 1990 and 7.4 percent
in 2002.

2.5 Expenditures for social services in 1990 constituted 22.0 percent of total
expenditures, increasing to 30.7 percent in 2001. The share of education showed
a slight decline from 17.0 percent in 1990 to 16.8 percent in 2002.

2.6 Expenditure for social security in 2002 accounted for 4.4 percent of the
total expenditures, compared to 0.9 percent in 1990. The budget for general



Philippines PEPFMR - 13 -

public services amounted to P121.1 billion. In 2002, financial subsidies to LGUs

totaled PhP134.3 billion (the bulk of. which represented Internal Revenue

Allotments) while interest payments and related expenses amounted to PhP191.9

billion. The share of debt servicing increased to 24.9 percent of total expenditures

in 2002.

2.7 Structure and composition of expenditures. The share of current
expenditure to total expenditure has remained at around 87.7 percent during

1999-2002 period, of which 8.9 percent was MOOE (after loan and interest
payments and transfers to LGUs and GOCCs). Capital expenditures have also

remained at about 12.3 percent of total expenditures during this period. The

structure of expenditures has evolved from a low surplus configuration in the

mid-1990s to a low-investment-high-deficit configuration since the 1997-98

financial crisis. Post-crisis restoration efforts pushed down capital and MOOE

spending, while interest payments rose due to increased relative reliance on

domestic financing of budget deficits. Wage expenditures also increased

gradually since 1990. Government revenues, however, did not rise at the same

pace as expenditures since 1998, and recurrent expenditures rose faster due

p,imarily to the continued rise in interest payments, with public savings shrinking Fiscal flexibility
from 0.3 percent in 1990 to a negative savings rate in 2001.

2.8 Current expenditures As a rough estimate, since 1996 current is being steadily
expenditures have increased to about 16-17 percent of GNP from below 15 eroded as
percent in the first half of 1990s and become mandated because a great part

(around 30 percent of total expenditures) has been for wage bills. Since 1996, revenues shrink
mandated current expenditures have been crowding out discretionary and mandated
expenditures: the latter, expressed as the difference between mandated
expenditures and total revenues, fell from above 6 percent in the mid-1990s to expenditures
only 0.9 percent in 2001. remain high

2.9 'Personal services' (i.e. wage bill and associated costs) and other

mandated expenditures now account for a large part of the total expenditures for

both the National Government and LGUs. In addition, especially for LGUs,

expenditures on personal services tend to be understated, and overstated for those

on MOOE and on development, since these latter two categories sometimes
include wages of casual, contractual and other categories of non-permanent
employees. The rise in personal services expenditures is not difficult to explain:
the wage bill, which had been relatively low for a long time, rose to significantly
higher levels with the implementation of the first round of the Salary

Standardization Act through annual salary increases of civil servants.
Furthermore, the 1991 Local Government Code mandated the NG to transfer

annually an a-mount exceeding 10 percent of the total expenditures (2-3 percent

of GNP) to LGUs since 1994, adding to the non-discretionary portion of NG

expenditures.

2.10 In the effort to compress discretionary expenditures, operational and
maintenance spending has been reduced in the 1990s. This used to be as high as 4

percent of GNP in the eighties. It fell to 2 percent in 2001, and declined further in

2002. These figures are likely to include an element of overestimation, since
various sectors include other expenditure items within the MOOE category (such

as wages for casual workers or administrative expenses unrelated to

maintenance) and not the cost of physical maintenance itself.
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Revenues

2.11 Public revenues consist of revenues from taxes, tariffs, charges and
proceeds from privatization. The national agencies chiefly responsible for
revenue collection are the Bureau of Internal Revenue (BIR), the Bureau of
Customs (BOC) and the Bureau of the Treasury (BTR). For several years,
revenue and expenditure targets were missed by wide margins, and financing
costs rose in line with the larger deficits (Figure 2.1).

Figure 2.1 Fiscal Performance
%ofGNP
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2.12 The outturn on the revenue side during 1990-2002 highlights the urgent
need to improve the revenue performance of the NG. Although tax revenues
declined gradually, they still accounted for 79.5 percent of total revenues in
2002. In 2002, taxes on net income, excise tax and value-added tax (VAT)'0
accounted roughly for 46.0 percent, 12.0 percent and 12.1 percent of total tax
revenues, respectively.
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Figure 2. Selected Taxes to GNP Ratio
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2.13 The revenue performance of the NG has been weak: two-thirds of the

contraction in revenue during 1990-2002 (or 2 percentage points of GNP) is due

to reduction in tax revenues collected by the BIR, while the remainder (or 1

percentage point of GNP) is attributable to the fall in BOC revenues. The

slippage in non-tax revenues is largely explained by the decrease in the income

of the BTR following the decline in domestic interest rates.

2.14 The slide in tax revenues has been a major source of concern. Collections

from import duties, excise taxes, income taxes and value added tax with licenses Consistent under-
have exhibited the largest reductions. In particular, collection of import duties

which were at 4.2 percent of GNP in 1990, had. declined to 2.3 percent of GNP achievement of the
by 2001. Collections from excise taxes declined only slightly, from 2.7 percent tax collection
to 2.3 percent of GNP, while revenues from taxes on income and profits

increased from 4.6 percent to 5.2 percent of GNP. Collections from value added target by the BIR

tax and licenses rose from 1.9 percent to 2.1 percent of GNP during the same

period. In addition to the revenue shortfalls, tax evasion also continued due to seems to be the
under-declaration of incomes and a distorted tax base. main problem on

2.15 Consistent under-achievement of the tax collection target by the BIR the revenue side
seems to be the main problem on the revenue side. The picture is evident from

Table 2.1 below"1 .
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TabRe 2.1 BIR Colertions and Goal, 199-ZI002 (PlP njdMom)

Year Cc5i;aqrT.r Goall
Amraunt Percen a

1991 116,256 117,760 (1,504) -1.28%
1992 133,904 139,100 (5,196) -3.74%
1993 145,927 143,337 2,590 1.81%
1994 187,444 185,486 1,958 1.06%
1995 210,195 222,060 (11,865) -1.23%
1996 260,774 258,825 1,949 0.75%
1997 314,698 334,450 (19,752) -5.91%
1998 337,177 355,064 (17,889) -5.04%
1999 341,320 353,631 (12,311) -3.48%
2000 360,802 397,764 (36,962) -9.29%
2001 388,679 388,059 611 0.0016
2002 394,549 424,516 (29.967) -7.06%

Source: BIR

2.16 An overview of BIR goals and collections during 1990-2002 reveals that
before 1997, the BIR was more or less able to attain its collection targets, despite
some small discrepancies and over-fulfillment. Table 2.1 indicates that 1997 was
a turning point: collections deteriorated due to the recession and collapse of
corporate profits caused by the 1997-98 Asian financial crisis. In 1997, while the
programmed BIR revenue target was PhP334.4 billion, the actual collection was
PhP314.7 billion: the shortfall was 5.9 percent of the target. In 2000, the shortfall
grew to PhP37 billion or 9.3 percent of the programmed revenues. When the BIR
'fulfilled' its collection target in 2001, this was achieved after a PhP20 billion
reduction of the collection target. The tax effort deteriorated from 16.3 percent of
GNP in 1997 to 11.6 percent in 200212. The tax effort on average was 15.4
percent of GNP during 1990-1997, declining to 13.6 percent on average during
1998-2000.

2.17 An overview of excise taxes reveals that the problem here lies in the
structure of the tax rather than in a deterioration of the revenue administration,
except for 2000 when a 12 percent adjustment in the excise tax rates on alcoholic
beverages and cigarettes was put into effect but did not result in a corresponding
improvement in the effective tax rates. Revenues from excise taxes on tobacco,
alcoholic beverages and petroleum products have all declined by some 10
percentage points when measured relative to nomninal gross value added (GVA)
in their products.

2.18 Withholding tax has gradually increased from 39.8 percent of the tax on
net income and profits in 1990 to 55.8 percent in 2001 (Table 2.2). However,
other income tax, mainly the corporate income tax revenues, dropped from 3.3
percent to 2.6 percent of GNP during the same period. Nevertheless, within the
total withholding tax, individual withholding tax accounted for only 5.3 percent
in 2001. This seems to indicate continued leakage in the individual income tax
system and its inability or unwillingness to reach hard-to-tax groups such as
professionals and the self-employed.
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Table 2.2 Withholding Tax to Total Income Tax, 1990-2001 (percent)

1991 1992 1993 1994 1995 1996 1997 11998. 1999 2000 2001

Net Income and Profits 61.0 70.1 74.4 94.2 111.2 136.3 164.2 183.1 184.0 203.8 223.4

o/w Withholding tax 25.0 30.1 34.1 45.6 50.0 64.7 83.5 95.0 104.6 112.3 129.3

Individual Withholding 1.5 2.1 3.9 4.2 6.2 5.2 5.5 7.2 8.1 7.2 6.6

Withholding/Income % 41.0 43.0 45.8 48.4 45.0 47.4 50.9 51.9 56.8 55.1 57.9

Individua/total 6.0 7.0 11.4 9.2 12.4 8.0 6.6 7.6 7.7 6.4 5.1

withholding % ______

Source: BIR

2.19 The Government's announcement of comprehensive reforms to the tax

system (comprising improving tax collection, simplifying the tax structure,

transforming the BIR, minimizing discretion of tax examiners, broadening the tax Progress on the
base and making the tax system more equitable) is being keenly watched as an

indication of the administration's resolve to tackle difficult but critical comprehensive tax
institutional reform issues. The BIR is reviewing the options for simplifying tax

administration to make tax collection easier and efficient. The current BIR system reforms will
leadership is also keen to address corruption through a reorganization of the BIR. be seen as an

2.20 The significant constraints to BIR performance, however, seem to remain indication of the
quite entrenched: (i) rent-seeking behavior of taxpayers and revenue examiners

(contributing to revenue leakages); (ii) a complicated income tax system which administration's
creates discrepancies in tax collection and provides opportunities for evasion in

tax assessments; and (iii) lack of modern tax management facilities and expertise. resolve to tackle

2.21 A review of the BIR's performance during 2002 discloses that: difficult but critical

a) Improvements in collections due to administrative measures started to kick institutional reform
off starting August 2002 with the changed management style of the new BIR

Commissioner. Collections in August 2002 were 19.7 percent above year-ago issues.
levels and in September 2002 were 31.2 percent above. And for the first time

since March 2002, cumulative collection for the year surpassed 2001 levels.

b) However, the performance of the Large Taxpayer Service (LTS), which

accounted for 52 percent of total BIR revenues, has fallen below

expectations, as measured against the official target and 2002 collections.

c) Low compliance rates continue to be the most pressing problem confronting
the government's fiscal machinery, and DOF data show compliance rates

dropping from 1997 for all major taxes, with the exception of the corporate
income tax (Figure 2.3). However, several initiatives being introduced by the

BR including a more effective manual VAT audit system, a voluntary

assessment and abatement program, new payment systems to minimize bank
frauds, and electronic filing and payment systems could improve taxpayer

compliance over time.

d) The outlook for improving the tax effort (internal revenue collections as a

percentage of GNP) in 2003, absent revenue-enhancing tax policy reform,

still seems uncertain.
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e) BIR has developed a program of short-term administrative measures to
improve collections performance, yet its planning process was delayed such
that new measures did not take effect until the third quarter of 2002. BIR has
also had difficulties implementing its plans.

f) Increasing the number of large taxpayers is proving difficult and slow. The
entire LTS currently serves 1,133 taxpayers. With slow growth in both LTS
staffing and the number of large taxpayers, it is uncertain whether BIR did in
fact increase the total number of large taxpayers to 1,500 by the end of 2002.
Moreover, given slow progress thus far and administrative difficulties, it An
might make more sense to focus scarce resources on improving services to
existing large taxpayers, rather then widening the scope even more in the nla1 ay
context of stagnant or deteriorating service (including audit) quality.

Recommendations lAseon%Un@n¢ lticra$~~~mooura

2.22 Expenditures. Specific recommendations on expenditures are provided in r(Oze h §Ove0 of
the following chapters of this volume.

2.23 Revenue mobilization. An apopreale bRled of nd miistrative and r ue COOCUOns
polcy mnneasures for raising the Dev'e of revenue coDlekaoms sihoulId now be ghojd DXCd be
aggressiveRy implemented. To increase the probability of substantially
improving the tax effort, the government shoulld1 seriously comnsldor taz polcy egrezelva§Y
reform, incRuding tightening up on tax incentives. The best option at ths
point is enacting the proposed reform of the excise tsz on alcohol aend
tobacco piroducts. DOF's initial estimation of revenue impact is an additional
PhP1O billion over two years.

2.24 The main elements of the draft bill are: (a) indexation of tax brackets and
tax rates to restore the real value of the unit taxes to their January 1997 levels,
based on an accumulated inflation rate of 37.3 percent; (b) indexation of tax



Philippines PEPFMR - 19 -

brackets and rates biannually after the initial indexation; (c) immediate
reclassification of products based on their current retail price and biannually

thereafter; and (d) introduction of a single structure of excise tax rates on distilled

spirits regardless of the raw material used. The bill is intended to increase tax

revenues, resolve WTO-related issues, and ensure a more equitable treatment for

different product brands. The draft bill proposes phasing in the bracket and rate

indexation so that the increase in tax rates occurs over an initial two-year period,

with 50 percent of the increase effective in the first year of implementation.

2.25 It would also be desirable to take quick measures to improve the

effectiveness of the Large Taxpayers Service. Presently the LTS, which

consists of a central office and two regional offices, Makati and Cebu, has filled

775 out of 891 authorized positions, which represents a staffing ratio of 87

percent. The Cebu office became operational in March 2002, but still does not

have a chief. There are plans to open a third office in Manila. A recent shake-up

of top management in LTS led to the appointment of a new management team in

February 2002. Further effort is needed to provide adequate staffing to the LTS,

expand the coverage, and improve audit performance to increase compliance

incentives. BIR's audit program for 2002 was released in May 2002, and its

other audit initiatives are now being implemented. To achieve success it will be

important for BIR management to: (a) clarify its audit priorities by focusing on

the RELIEF (Reconciliation List for Enforcement) program and the issue-

oriented audits; (b) prioritize selective audits (e.g. on VAT) over comprehensive .n.

ones; (c) increase the size of the proposed special audit. team and require it to Adminstratve
concentrate on large taxpayers; (d) require that the special audit team provide measures could
feedback to management on the LTS audit program, which should be subject to

management approval. focus on

2.26 BIR has established a program of short-term administrative measures for improving the
2002 intended to increase discretionary revenue collection by PhP16 billion, but

implementation thus far has been limited. BIR's RELIEF program is promising, effectiveness of

but it is unclear how much revenue impact it will have. Given likely the L TS.
implementation constraints, and the late start in planning 2002 programs, it

seems improbable that BIR will reach its target of additional collections through

improved administration. At the same time BIR is making progress in planning
for its transformation to a taxpayer-based revenue authority. However, the

radical transformation envisioned by BIR's management would require the full

political support of both the executive and the legislature, thus making its timing

uncertain. To decrease the uncertainty associated with BIR's transformation

program, the Govemment needs to make a decision on the course of medium

term BIR reform. The sooner Government can decide this and provide its full

support to a specific time bound reform program, the sooner it will begin to have

an impact on revenues.

2.27 It is possible that the BIR leadership may gear up for special steps to

facilitate collection and check corruption, such as formation of an internal audit

unit to check audit methods of the examiners, coupled with prosecution of erring

collectors. The manual VAT audit is being piloted in Valenzuela (Bulacan) and

erring companies are to be closed. The piloting is to be extended to other

MetroManila cities (Manila, Makati and Quezon City). It remains to be seen to

what extent such actions will actually translate into an improvement in

collections.
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3.1 Public finance in the Philippines is replete with instances where
taxpayers have bailed out, through re-capitalization and debt assumption
troubled corporations owned or sponsored by the government, or shouldered the
cost of having to sell some of these corporations at a fraction of what government
spent for them: notable examples in recent years include the Pnilippine National
Bank, the old Central Bank, and the National Power Corporation. In many of
these cases, the problems have built up over an extended period - and recur even
after bailout. Because macro stability is dependent on the effective management 1 eab7l @
of fiscal risks, of which contingent liabilities are a major element, effective Ofacv
management of contingent liabilities will be vital.

3.2 It will be especially important to establish clear criteria as to when
contingent liabilities will be accumulated, and accrue them sparingly. In a well- o°/-bdgag elska
managed program, the government debt office may be called on to assist in
evaluating the government's cost and risks under contingent liabilities, and to
recommend policies for managing these risks.

Fiscl Mshs

3.3 Based on an inventory of contingent liabilities, the DOF is now
estimatifig the quantitative dimension of contingent liabilities. However, some
estimates of the contingent liabilities of the government run to about PhP3.1
trillion, representing maximum exposures under obligations such as (a) unfunded
liabilities of public pension institutions (PhP1.8 trillion); (b) direct guarantees on
loans to GOCCs and GFIs - estimated at PhP66 billion; (c) guarantees on risks
under build-operate-transfer (BOT) contracts, estimated at PhP45 billion; and (d)
deposit insurance (PhP352 billion).

3.4 Contingent liabilities in the Philippines may be described in terms of a
fiscal risk matrix classifying sources of potential risks on government finance
into four types: direct or contingent, each of which may be explicit or implicit
(Table 3. 1).

Table 3.1 The IPhlippines. A Fiscnl Risk MaftrAx

Li,b%ibites D)irect
Explicit o Sovereign debt o Direct guarantees on GOCCs' obligations

(domestic and o Guarantees on currency risks of GFIs' foreign
external) loans

0 Expenditures - o Guarantees on various types of risks
non-discretionary (including market, currency, regulatory,
and legally binding political) in BOT contracts
in the long term o Umbrella guarantees for various types of loans
(civil service (agriculture, micro-enterprise, housing)
salaries and o Deposit insurance (PlOOk per account)
pensions) o Guarantees on benefits (unfunded liabilities)

of the social security system
o Future health care financing
o Tax credit certificates

Eiplicit o Future recurrent o Bank failure (beyond state insurance)
costs of public o Possible default of the Central Bank
investment projects o Possible need to further re-capitalize
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government banks
* Cleanup of liabilities of privatized entities
* Support to enterprises (covering losses and

assuming non-guaranteed obligations)

Managing Off-Budget Risks

3.5 Philippine practices. At present, the Government has only one tool to
manage its contingent liabilities: the Foreign Borrowings Act sets a $7.5 million
ceiling on outstanding government guarantees of foreign loans of GOCCs.
However, borrowings of certain GOCCs (e.g., LRTA, MWSS, NDC, NEA, NIA,
PNOC, and PNR) are explicitly exempted in their charters from being charged
against this ceiling. These exemptions render this ceiling a less effective control
mechanism, especially since corporations exempted are some of the largest
GOCCs with large outstanding loan balances.

3.6 Beyond guaranteed GOCC loans, other types of government contingent
liabilities are largely unmonitored. There are ongoing efforts in the DOF and
BTR to monitor government guarantees for various types of risks under BOT
contracts, but these are still in the initial stages. The Government also does not
monitor the foreign risk exposures for loans secured by the Land Bank and the The consideration
Development Bank of the Philippines from official creditors and on-lent to
accredited private financial institutions in pesos. Likewise, the unfunded of contingent
liabilities of the pension institutions (SSS, GSIS and AFPRSBS), also guaranteed
by the government, are not monitored and managed. There is also currently no liabilities is an
system for bringing together information on outstanding guarantees of integral part of
government guarantee institutions that are explicitly or implicitly backed by the
National Government. improving

3.7 Overview of international experience. A quick survey of the transparency in
experiences of ten countries -Australia, Canada, Colombia, Czech Republic,
Hungary, India, New Zealand, Sweden, the United Kingdom and the United government
States - with regard to the management of contingent liabilities discloses that operations in
while individual country practices differ in their dealing with contingent
liabilities, all these countries share a common set of principles to capture general and fiscal
contingent liabilities to the maximum extent possible, as they affect the
government budget. The choice of countries was based on the advanced nature transparency In
of the consideration of.the problem of contingent liabilities and ready availability particular.
of such information.

3.8 In all the above countries, the consideration of contingent liabilities is an
integral part of improving transparency in government operations in general and
fiscal transparency in particular. Indeed it is tied to a process of ushering in more
openness in government, so that citizens and outsiders (such as foreign investors,
commercial banks, credit rating organizations and multilateral financial
institutions) can more accurately assess the government's financial position. All
frameworks tended to look at the issue as part of the Government fiscal
framework, in line with the IMF Guidelines on Fiscal Transparency. In addition,
these countries also publish information of the International Investment Position
and report information on the new foreign exchange reserves template introduced
by the IMF under the SDDS.
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3.9 Definition of contingent liabilities. While all frameworks generally
define contingent liabilities as costs borne by the Government if a particular
event occurs, the precise scope and the detailed items reported vary across
countries. Nevertheless, in most frameworks there are provisions to publish
information in the form of quantifiable and non-quantifiable contingent
liabilities. Some examples of quantifiable contingent liabilities are loan
guarantees, non-loan guarantees, indemnities, warranties, promissory notes,
callable share capital in international organizations and liabilities arising out of
legal proceedings and disputes (though usually within maximum limits). Non-
quantifiable liabilities include guaranteed benefits payable by national pension,
provident and insurance schemes, environmental contingencies, exchange rate
risks and in some cases (e.g. in the U1K) liabilities relating to privatization. There
is also an implicit reason for the non-disclosure or partial disclosure of contingent
liabilities for tactical reasons such as "moral hazard" (arising out of say, bank
failures) or litigation claims against the Government (e.g. litigation involving
health matters).

3.10 Legal and institutional framework Most Governments have in place
legislation relating to powers to borrow, invest and enter into other financial
obligations on behalf of its citizens, and the responsibility to report major
contingent liabilities to the legislature through budget documents and other
financial reports. The legal framework usually sets out the maximum amount of
new borrowing and guarantees that the legislature or the Minister of Finance can
approve over a specified period, usually the fiscal year. The authority to borrow
and to issue guarantees is delegated to the Minister of Finance or the principal
public debt manager under the Ministry of Finance or Treasury, and requires the
Minister of Finance to be accountable for these decisions to the legislature. Text
Box 3.1 provides an overview of the legal ceilings in selected countries on
government debt and contingent liabilities.

3.11 In all regimes, the need to report on contingent liabilities is also
underpinned by fiscal legislation and regulations. The most comprehensive
example is the Federal Reform Act of the USA, whose key objective is to
neutralize budgetary incentives, making policy makers indifferent as to whether
they choose grants, direct loans or guarantees. The conditions for the recognition,
measurement and disclosure of contingent liabilities are clearly spelt out.

3.12 The regimes generally delegate authority to the Minister of Finance on
the design and issue of guarantee instruments and other implementation aspects.
Some countries, however, such as Colombia and Sweden, are passing on this
responsibility to the government debt manager. In the case of Sweden, the
Swedish National Debt Office is the only government agency which can issue
government guarantees. The Office has developed a model for pricing guarantees
in which clients are charged a risk-based premium and all revenues and losses are
met from a fund separate from the Budget. In Colombia, the General Directorate
of Public Credit is currently developing a methodology for valuing contingent
liabilities based on Monte Carlo simulations. It plans to use this model to
evaluate the risks associated with a wide range of government guarantees, and to
establish clear budgetary procedures for disclosure and provisioning.

3.13 Accounting. In four countries (India, Colombia, the Czech Republic and
the United Kingdom), as in the Philippines, a conventional budget is prepared on
the basis of cash accounting, i.e. transactions and events are recognized when
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cash is received or paid. Financial results are measured in terms of inflows and
outflows of cash and changes in the cash balance. The focus of such reporting is
on budgetary compliance and maintaining liquidity solvency - two aspects of
Government's finances that -are of prime concern to the legislature and to the
executive for current decision-making. However, cash accounting has a number
of serious drawbacks:

a) It fails to take account of future commnitments, guarantees, or
other contingent liabilities. A liability is not recognized until cash is paid
to settle the debt. The most significant omission is the pension liability
of the Government, which is handled on a pay-as-you-go basis.

b) It fails to accurately represent the amount of resource usage. For
instance, a large capital acquisition will distort expenditure upward in the
first year but the usage of that asset will not be recognized in subsequent
years.

c) Recognition of cash payments alone sometimes results in an
unnoticed deterioration in fixed assets.

d) Perhaps the most significant deficiency in the system is the
absence of a system of cost allocation. The focus of cash costs alone
results in understatement of costs incurred by the Government
departments in delivering goods and services. Cash-based

3.14 In other countries (such as Australia, Canada, Colombia, Hungary, New
Zealand, and the United States) there is a clear preference for using the accrual accountng
accounting framework, although the extent of implementation of this method systems are not
varies from country to country. Accrual accounts also show cash transactions but
also record contingent liabilities when they are created. By measuring changes in well-suited to
assets and liability structure, it also provides invaluable information on the record contingent
financial position of the Government.

3.15 Such an accrual and consolidation model requires that (a) a financial liabilities, which
flow be reported at the time when an economic value is created, transformed, are often treated
exchanged, transferred or extinguished, whether or not cash is exchanged at the
time; (b) all economic costs, cash or non-cash, be covered and matched with the as off-balance
revenue (measured in terms of economnic benefits) of the period; (c) both short sheet items.
term and long term items be included in the financial statements; and (d) all sub-
entities are aggregated for the entity.

3.16 It is generally accepted that cash-based accounting systems are not well-
suited to record contingent liabilities, which are often treated as off-balance sheet
items. The preferred method is the accrual-based accounting systems, which can
capture contingent liabilities as they are created. Within such systems,
contingent liabilities are recorded at face value and expected present value of
contracts. The Governments of Canada and the United States have formulated
standards for accounting contingent liabilities.
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Anusihrai. The Charter of Budget Honesty Act 1998 provides for the clear enunciation of government
fiscal objectives consistent with principles of sound fiscal management. 7t provides the general framework
for fiscal transparency on an accrual accounting basis: contingent 'iabiflitis are defined as cos;s faced by
the Government if a particular event occurs. Contingent liabilities includc Zoan guarantees, non-loan
guarantees, warran.ies, indemnities, uncalled for capital and letters of comfort. The Budget provides a
Statement of Risks which, among other events that affect the fiscal outcome, specifically i:lcludes the
realization of contingent liabilities. The first budget under the syste-n was presented for 1999-2C00.

Cmmnd. The Public Accounts of Canada, as required ander Section 6A(1) of the Financial
Administration Act, are tabled each year by the President of the T.-easury Board. The Annual Financial
Report contains the Condensed Financial Statements of Canada in addition to audited financial statements
and finance operations. The basic purpose of these condensed 6nancial statements is to provide an
overview of the financial affairs of the government and the resources for which it is responsible under
authority granted by Parliament. Responsibility for the integrity and objectivity of these statements r,ess
with the government. Along with financial information, the statemcn s aIso set out contingent or potential
liabilities which include guarantees by the government; callable share capital in international
organizations; claims and pending and threatened litigation; and environmental contingencies.

*Colombia. Law 448 of 1998 deals with effective management of contingent lI-abilities. The Law indicates
the measures to be adopted for the administration of contingetit liabilities of state entities, as also other
measures in respect of public debt. According to the Organic Budget Law, the nation, territorial ertities
and decentralized entities must include in their debt service budgets the necessary appropriations to cover
possible losses due to contingent liabilities. The National Government specifies the methodology for the
inclusion of these liabilities in the budgets and distinguishes betweien contingent liabilities acquired prior
to coming into effect of Law 448 and those acquired later. Likewise, the Government regulates the events
under which the mentioned funds must be transferred to a State Entities Contingent Fund established
under the Law: this Fund is to be utilized to attend to the contingent liabiliiies of the state entities that the
Government determines. The Govermnent also determines the types of risks that can be covered by the
Fund. The deposits made to the Fund can only be reimbursed to the depositing entities when there is a
definite extinction of the related risks. The resources of the Fund comprise deposits made by the state
entities, transfers from the national budget, financial returns of its resources and recovery of overdue
assets. The General Directorate of Public Credit of the Ministry of F-inance and Public Credit approves
the valuations of the contingent liabilities done by the state entities that makce deposits eo the Fund.
Likewise, this Directorate carries out periodic verifications of the evolution of the risks covered by the
Fund and determines the increase or decrease of the deposits necessary.

Cch lRepaulbic. The general government includes the central government (including state financial
assets and extra-budgetary funds) and the local and municipal governmaents. The fiscal operations of the
central government are governed by the Law on Budgetary Rules and secondary legislation. In addition,
there are specific laws governing individual extra-budgetary funds. The legal framework for Czech
budgetary operations tends to rely more on principles of handling pubiEc funds, combined with detailed
instructions and regulations, rather than on high-level codified procedures and strong administrative
control. A new Law on Budgetary Rules, however, provides a more comnorehensive fiscal framework
emphasizing greater transparency and accountability, including improving monitoring and reporting of
information on guarantees, tax arrears, equity holdings, and thc use of appropriate methsods of asset
valuation. While the distinction between fiscal and private sector activity is generally clear, there are
several areas where the distinction is blurred, which is understandable for a country in tansition. There
are several institutions that were estabiished under the Commercial Code, which are neither a part of the
governmnent sector, nor respond completely to private market incentives. The obligations of these
institutions are either explicitly or implicitly guaranteed by the goveirnment, but their operations, which
are of a fiscal nature, are not completely captured in the fiscal accounts.

Source: Tarun Das (PEPFMR Background Paper)



Philippines PEPFMR - 25 -

3.17 None of the frameworks, though, actually sets out the valuation methods
for estimating the contingent liabilities. The greatest reliance is placed on the
exposure method, which lists the maximum exposure or the maximum potential
amount that can be lost from contingent liabilities. Thus a guarantee covering the
full amount of a loan outstanding would be recorded at the full nominal value of
the underlying loan. Such lists are available in the UK, New Zealand and
Australian regimes. The obvious limitation of the method is that there is no
information on the likelihood of the contingency occurring, and further research
is necessary to ascertain the valuation methodologies that underpin the
calculation of the contingent liabilities.

3.18 Recording, monitoring and management. In most of the regimes
surveyed, further work is required to ascertain at the country level how each
contingent liability is identified, measured, recorded, monitored and managed.
Moreover, it is essential to evaluate vulnerabilities relating to the financial sector
or the external sector. For this, additional information has to be ascertained from
sources outside the fiscal sector, for example the reporting of international
reserves, Central Bank Balance Sheets and private sector potential external
liabilities. In other words, the frameworks for contingent liability disclosures
tend to focus only on potential government liability, and not on other sources of
systemic risks which the public and private sectors have to bear in special
unforeseen circumstances.

3.19 The conclusion is that in understanding the comprehensive range of
contingent liabilities that the government faces, the fiscal frameworks governing
them are only one of many sources of information for monitoring and
management. Information emanating from the fiscal framework requires to be
supplemented by a range of information and disclosure requirements for early A first step to
and effective identification of external and financial sector vulnerability.

3.20 It also needs to be emphasized that there is no uniform system for strengthen the
reporting off-budget risks. Standards and benchmarks need to be developed management of
taking into account the diversity in country circumstances. While codes for data
disclosures in a range of activities are being developed by the IMF, it will be left contingent liabilities
to individual countries to establish their own practical frameworks for the is to construct a
identification, measurement, disclosure and management of the range of off-
budget risks that confront the Government. system for

Recommendations managing fiscal

3.21 For a government seeking to manage risks for contingent liabilities the risks.
first step should be to determine its degree of risk aversion in the area of
contingent liabilities and the extent of the balance sheet risk it wishes to be
accountable for. It also needs to decide whether it wishes to manage its own
balance sheet solely, or whether to be accountable for risks generated in other
parts of the public sector or in the private sector. International experience
suggests that more complete disclosure, better risk sharing arrangements,
improved governance structures for state-owned entities and sound economic
policies can lead to very substantial reductions in the government's exposure to
contingent liabilities.

3.22 Specific tasks that could be completed in the near term can set the stage
for strengthening institutional capacity to manage off-budget risks. Some of
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these have already been initiated by the Govermment. The near-term tasks on
which the Government intends to focus include:

a) CompRetion of the quanitificaton of conitingeint Ili ailies and cnndunct of
a risk assessmeint based on the recently completed inventory of contingent to Cyf(We 1
liabilities, including those relating to GOCCs and review of the charter
provisions - explicit or implicit - on NG guarantees. The DOF has completed
a summary review of charters with technical assistance from USAID. Grant- Og amd e
based technical assistance has .been requested to take this work forward.

b) Creation of a full-fledged centralzed risk managemnent unit An the 1D2D1F, $

in coordination with the BTR, to manage contingent liabilities. This may coaJrdhada wNh
entail significant capacity-building. The unit needs to have the necessary
expertise for identification, measurement, monitoring and management of all ? '''' 
implicit and explicit contingent liabilities. The unit can also advise the z lly @Ijg
government on (i) designing appropriate guarantee instruments, (ii)
reviewing and restructuring of existing guarantees for minimizing
Government risks, (iii) fornulation of policies and regulations for new
conmmitments, and (iv) evaluation of risks and screening of future projects
before recommending provision of government guarantees to them, thus
putting an end to the practice of automatically guaranteeing various
obligations of certain GOCCs.

c) Initiation of special-purpose audits of critical GOCCs to support the
planned disposition program, initiation of benchmark audits for pension and
trust funds such as the AFP Retirement and Separation Benefits System
(RSBS), the Housing Guarantee Corporation, the Philippines Health
Insurance Corporation and the Home Development Mutual Fund (HDMVF,
and recommendations on accounting and disclosure practices. An
administrative issuance transferring supervisory authority from the Office of
the President to the DOF will be required for the latter to move quickly on
this front.

d) Dealing wit]h contingent liabilties arising out o? private sector
partcficipation (PSP). The purpose is to review the contractual obligations for
BOT/PSP projects for estimating monetary obligations, suggesting inputs for
possible unbundling of risks, specifying early warning systems for defaults,
providing inputs for possible renegotiating of contracts, and strengthening
the legal and regulatory framework for BOT/PSP projects. Although work
has been initiated (risk estimation has been completed for 11 out of 80
contracts examined), continued technical assistance is required for the work
to be completed expeditiously.

e) Completion of a capacity..buifding needs assessment and development of a
time-bound implementation plan. This should include training on accounting
for, and treatment of, contingent liabilities.

3.23 Complementary actions on other fronts are also needed, such as
effectively implementing the new power sector law. Moreover, given the
significant unfunded liabilities of pension institutions, it would be desirable to
address the immediate financial sustainability risks - or strengthen the
performance - of the Social Security System (SSS), the Government Service
Insurance System (GSIS), and the AFPRSBS. This will also provide time for
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designing comprehensive and longer-term institutional reforms and obtaining
consensus for their implementation.

For the SSS, a core
3.24 For the SSS, a core set of actions could comprise completion of an
actuarial audit; narrowing the gap between pension fund contributions and benefits set of actions
through finalization of an action plan for a phased increase in contributions from could comprise
the present 8.4 per cent to 14 per cent, and initiating implementation of a phased
increase in contribution rates; limiting the administrative expenses of the SSS to completion of an
the statutory 12 percent and specification/publication of milestones to assess
whether the program is on track; improving the liquidity, yield and safety of the actuarial audit;
SSS investment portfolio by enhancing the collection efficiency of SSS salary narrowing the gap
loans; assessment and publication of the fiscal impact of the commitment to
enroll informal sector workers under the SSS and specification of steps to address between pension
the financial stress and contain the administrative costs of doing so; and the
development of a strategy and implementation plan for organizational fund contributions
restructuring of the SSS. and benefits
3.25 In the case of the GSIS, which is under less immediate threat, the
situation calls for actions to shield the Pension Plan from possible losses from the through a phased
General Insurance Group, improve its investment portfolio performance and increase in
shield the portfolio from inappropriate or undue influence and manipulation. This
could be accomplished through, for example, completely separating the books of contribution rates.
the General Insurance Group from those of the Pension Plan; diversifying GSIS
investments; engaging, professional investment managers and permitting a
portion of its portfolio to be invested abroad 14; enhancing the collection
efficiency on GSIS salary loans through mandatory deduction of past due
amounts from pension payments; and resolution of the issue of past due
contributions from the Government to GSIS'5.

3.26 The AFPRSBS will need to specify and initiate implementation of a
time-bound action plan to improve the liquidity, yield and safety of its
investment portfolio, and articulation of options to attain viability.

3.27 A Personal Equity Retirement Account (PERA) has been proposed - its
clear objective should be to ensure financial health of providers and protect the
funds. This could be facilitated by avoiding promising a defined benefit, an
effective supervisory body with an appropriate governance structure, clear
regulations (e.g. on vesting periods, investments, management of accounts,
information disclosure, etc.) and penalties for early withdrawals.

3.28 Medium-term actions to improve the management of off-budget risks in
the Philippines could comprise:

a) Agreement between Government and Congress to set limits to the
accrual of contingent liabilities. Without such a political concord,
establishment of technical criteria alone may not be sufficient.

b) Moving towards a cash and accrual basis of accounting. It would be
desirable to move towards the requirements under the Revised Government
Finance Statistics system (GFS 2000) recommended by the IMF. For
uniformity and comparability of annual balance sheets, Government is
moving towards prescribing a set of accounting rules for various types of
contingent liabilities - it would be appropriate to expedite this effort.
Given the lack of common accounting standards for government non-bank
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financial institutions, an essential step would be to have an accounting
manual for these entities, prescribing acceptable practices for income
recognition or interest accrual, and setting standards on provisioning and
treatment of past due accounts.

c) Strengthening internal audit arrangements in GOCCs. Strengthening
the internal audit team to deal with management of contingent liabilities,
and a broader role for resident auditors in reviewing the financial statement
of GOCCs, would ensure that not only are transactions properly booked but
that financial statements are reflective of the true state and well-being of
GOCCs.

d) Provisioning for contingent liabilities. In the long run, budgeting for
contingent liabilities could ideally follow the U.S. example where direct
and contingent liabilities are integrated in the budget based on their subsidy
costs, i.e., for loans, the present value of amounts not repaid and the
difference between the interest rate charged from borrowers and
government's cost of funds; for guarantees, the present value of the
difference between cash payments for defaults and cash received from fees
and recoveries. The main advantage of adopting this approach is that
government becomes indifferent as to choosing between a cash subsidy, a
loan or a guarantee on loans.
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4. Allocative Efficiency: Selected Issues
5. The Medium Term Expenditure Framework and The Budget Cycle
6. Budget Execution, Financial Management And External Oversight



Philippines PEPFMR - 30-

4.1 Recent trends in national government sectoral allocations have been greatly
affected by the fiscal context in which allocative decisions have been made. As
mentioned earlier, the amount of total discretionary expenditures available for
allocation has been steadily shrinking for the past several years (Figure 1). The
difference between revenues and statutory expenditure obligations (i.e. wages,
interest and LGU transfers) decreased from 6.3 percent of GNP in 1995 to 2.3
percent in 1999 and down to 0.9 percent in 2001.

4.2 The problem is multi-dimensional, involving declining revenues and rising
interest payments and LGU transfers. Revenues steadily declined from 18.4 percent
of GNP in 1995 to 14.6 percent in 2001, slumping to a low of 13.4 percent of GNP
in 2002. Interest payments have risen as a percentage of national expenditures from
16.6 percent in 1997 to 24.7 percent in 2001. At the same time national government
transfers to LGUs (the bulk of which is IRA), which stood at 15.1 percent of total
expenditures in 1997, have grown to 18.0 percent in 2002. Thus, it is not the rise or
fall of any individual item, but the combined effect of decreasing revenues and high
levels of statutory obligations that is having a pincer-like impact on the government's
expenditure program.

4.3 This chapter examnines selected issues relating to allocative efficiency,
especially from the standpoint of key sectoral priorities in the Government's own
reform agenda as enunciated in the MTPDP, namely agriculture and agrarian
reforms, education and health care.

Economic Composition of Spendlnin

4.4 In very broad terms, current operating expenditures increased as a share of
GNP while capital outlays declined over the period 1996-2001. Personal services e @conomic
increased rapidly from 1996 to 1998. Likewise, interest payments have been
expanding yearly by 22 percent since 1997. MOOE on the other hand, has remained ColmpO[ff) 1 0tr 
at 2.2 percent of GNP since 1996 compared to 2.8 percent from 1986 tol991. At the zpendan_q h(fz
same time capital expenditures have fallen considerably from 3.8 percent in 1997 to
2.7 percent in 2001. doUarib t1 6d7d inlrca

4.5 The low share of expenditures to MOOE is worrisome. The problem is a yOg$ az 10CM ouffnya
result, to some extent, of the increased share of the current budget dedicated to
interest payments. While reduced interest payments would give the government more Xr MODE and czpRal
room to maneuver, it would still seem that an additional reallocation from personal have dcrea$zd
services to MOOE might improve the effectiveness and efficiency of government
spending. The share allocated to capital expenditures in 2002 is likewise expected to O2E1e CD GX'P.
decline versus that in 1996-1997. The ratio of capital expenditures to total national
govemment expenditures is low while the ratio of wages and salaries to total national
government expenditures is high, especially as compared with other lower middle
income countries.'6 Moreover, allocations to capital expenditures have been
characterized by high degrees of annual variation in recent years. Improving the
planning process and its links with the capital budgeting process might help to reduce
year-on-year variations.
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Agriculture and Agrarian Reform

4.6 Persistent problems in the Philippine agricultural sector have prevented it
from achieving competitiveness and providing adequate income to small farmers. It
has been argued that the key sectoral bottlenecks go beyond the production system,
and that sectoral problems are rooted in inadequacies in the marketing system beyond
the farm level. In this view, the major traditional impediments to sustained growth in
the Philippine agricultural sector have been (a) inadequate rural infrastructure,
including irrigation and post-harvest facilities, farm to market roads, and
communications infrastructure; (b) lack of competition in the agricultural marketing
system, marked by monopsony in many local markets for primary farm products; (c)
lack of access to formal credit by small farrmers; (d) lack of processing facilities
and/or enterprises and (e) difficulty in providing. reliable, high-volume supplies to
export markets.

4.7 The major policy directions of Government to address these issues
comprise: (i) raising total factor productivity; (ii) modernizing agriculture ("with
equity"); (iii) investing in human capital and continuation of asset distribution
reforms; and (iv) strengthening governance arrangements. Agriculture and agrarian
policy reforms in the Philippines are anchored in four landmark legislations: (a) the
Agriculture and Fisheries Modernization Act of 1997; (b) the Fisheries Code of
1998; (c) the Comprehensive Agrarian Reform Law of 1988; and (d) Republic Act
8532 which augments agrarian reform program funding.

4.8 Agriculture. The agricultural system has been traditionally heavily
dominated by rice, corn, coconut and sugar. However, there now appears to be
potential benefit in reorienting policy and resource support towards non-traditional,
high-value crops, especially given trends in international agricultural trade. At the
institutional level, this requires beefing up the ability of the Department of
Agriculture (DA) to respond more effectively to the needs of the sector. A key
constraint has been the department's low absorptive capacity for budgetary
resources. According to some estimates, the DA is able to expend an average of
about 70-80 percent of its resources from the General Appropriations Act (GAA) by
December each year. The record for ODA funds is reportedly 60-70 percent on the
average. There is typically a rush to spend the rest of the annually budgeted resources
within the final month (to avoid budget reductions in the succeeding year), leading to
inefficiencies and waste of resources.

4.9 There are, however, two issues beyond the influence of DA, of particular
relevance to improving the competitiveness of PhiLippine agriculture: (a) inordinately
high transport costs, especially relating to cabotage, and (b) high costs and limited
access of the majority of the country's farmers to formal credit markets. Both these
.issues have been extensively studied and debated, but resolution has been elusive.
They remain fundamental reasons for high transaction costs and weak
competitiveness, especially for agricultural products. In the case of cabotage, vested
interests and virtual monopoly powers of the Philippine Ports Authority make inter-
island shipping and handling both excessively expensive and inefficient, especially
for fresh produce. In the case of credit, past poLicies have contributed to many
producers being in arrears. In addition, the majority of banks/financial institutions
continue to be unwilling to lend to agriculture and agriculture related enterprises, due
to perceptions of risks in agribusiness ventures and credit unworthiness of most
producer groups.

4.10 Given the myriad institutional constraints, it remains to be seen if the recent
positive performance of agriculture and fisheries can be sustained over time.
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Currently, the Government is financing a wide range of goods and services to
promote modernization. Crop productivity is expected to be the major source of
sustained growth in the future. Strategically prioritized public expenditure of
increased magnitudes - within an improved policy environment - could be the major
determinants of stable and sustained agricultural growth. But this would depend on
the DA's ability to transform itself into a catalyst of change, able to use budgetary
resources more effectively, and partner with LGUs.

4.11 Agrarian reform. The key issue here is the continuing slow-down in the
pace of land transfer, owing to a shift in coverage towards privately-owned lands.
The total scope of the agrarian reform program is 8.06 million hectares of land for
redistribution, responsibility for which is divided between DAR and DENR. Of this
total, DAR is responsible for 4.29 mnillion hectares (53 percent) and DENR for 3.77
million hectares (47 percent). The significance of agrarian reform to the national
economy can be seen in two ways: (i) the DAR program coverage is more than one-
third of the country's total arable land area of 10 million hectares; and (ii) initial
results of the Comprehensive Agrarian Reform Program (CARP) Impact Assessment
suggest that agrarian reform has led to higher real per capita income of program
beneficiaries. Poverty incidence among Agrarian Reform Beneficiaries (ARBs) is
lower than among non-ARBs. However, there has been a sustained deceleration in
the pace of DAR's land redistribution in recent years relative to target: achievement
diminished from 84 percent (July 1992-June 1998) to 77 percent (July 1998-2000),
and lower still to 70 percent in 2000. Land redistribution has become more difficult
in light of declining allocations for landowner compensation, coverage of contentious
privately-owned lands, and operational problems (e.g. untitled properties and

uncooperative landowners). At the current pace of land transfer, it could take
another 12 years to complete redistribution of DAR's remaining balance, unless
policy, institutional and implementation constraints are effectively tackled.

4.12 Service delivery. Between agriculture and agrarian reform, it is certain
functions of the former that have been devolved to LGUs. With the enactment of the
LGC in 1991, some 17,000 DA field personnel were devolved to LGUs, to whom
substantial responsibility for agriculture and fisheries development had been
officially transferred. Thus, delivery of agriculture services is now shared between
the DA and the LGUs. The Philippine Agriculture and Fisheries Modernization Plan
2001-2004 and the Fisheries Code of 1998 outline the role of the DA, while the 1991
LGC defines the role of the LGUs. The DA has 38 operating units composed of 14
Regional Offices, four staff bureaus, eleven attached agencies and nine attached
corporations. These are overseen by the Office of the Secretary (OSEC) - including
the Policy, Planning, Research and Regulation Group, Operations Group, and
Fisheries and Livestock Group - which serves as the hub for orchestrating the
delivery of agriculture and fisheries services. The DAR organizational structure,
unlike that of the DA, has not been affected by the devolution. Thus, DAR still has
an office in each region plus offices in each of the provinces and municipalities
throughout the country. Besides DA and DAR, other major entities active in the
rural sector include the Department of Environment and Natural Resources (DENR),
the Land Bank of the Philippines (LBP), the Department of Trade and Industry
(DTI), the Department of Labor and Employment (DOLE), the Department of Public
Works and Highways (DPWH), the Department of Interior and Local Government
(DILG), the Local Government Academy (LGA), the Department of Education
(DepEd), the National Commission on Indigenous Peoples (NCIP) and the Land
Registration Authority (LRA). LGUs are responsible for delivering "front line"
goods and services. Given this multitude of institutions, all actively seeking to spur
the growth of the rural sector, the continuing challenge is how to operationalize
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convergence between and among not only government agencies, but also government
agencies, NGOs and the private sector.

4.13 In the delivery of agrarian reform services, national-local coordination
remains relatively effective, because the DAR organizational structure is intact down
to the municipal level. Agrarian reform planning, budgeting, programming,
implementation and monitoring thus follow a relatively unified approach. The
biggest challenge, however, is for LGUs to become more actively involved in
agrarian reform: LGU case studies undertaken for the PEPFMR indicate that neither
Negros Occidental nor Nueva Vizcaya province, for example, finances any agrarian
reform activity from LGU sources. More broadly, the challenge is for greater
"convergence" among DAR, DA, LGUs and NGOs.

4.14 Delivery of agriculture services seems to be more challenging. When DA
field personnel were absorbed by LGUs, there was an expected "transition period"
during which LGU capacities were to be built up, and service quality was
temporarily expected to decline. More than a decade after devolution, however,
LGUs feel that while personnel and responsibilities have been devolved, resources
have not: the DA and DAR budgets (especially for support services) continue to
grow faster than the LGU budgets for devolved services. Consequently, gaps in
service delivery persist: (a) research and extension are de-linked; (b) farm-to-market
roads and communal irrigation are deteriorating due to inadequate maintenance; (c)
demonstration farms have not been established; (d) farmers' organizations are not
being as vigorously supported; (e) training for agricultural extension workers has
steeply declined.

Education

4.15 The 1987 Constitution mandates the establishment and maintenance of a
system of free public education in the elementary and secondary level, and also
ordains that the state should assign the highest budgetary priority to education. The
Philippine education system consists of a broad-based basic education sub-sector that
is largely provided by the public sector. The government thus has been the dominant
provider of basic education: the public sector accounts for over 92 percent of total
enrollment at the elementary level. In contrast, the public sector has traditionally
been a relatively small player at the tertiary level. However, the national government
has become increasingly involved in direct provision of post-secondary vocational
education and higher education through the continued creation of State Universities
and Colleges (SUCs): SUCs' share in total tertiary enrollment has increased from 10
percent in SY 1981-1982 to 26 percent in SY 1999-2000. Table 4.1 indicates the
public-private mix of institutions and enrolments in the Philippines in School Year
(SY) 1999-2000.

4.16 Service delivery: utilization, access and satisfaction. The distribution of
public school enrollment becomes increasingly skewed in favor of the rich as the
level of education rises. Thus, while 61.1 percent of public elementary school
students come from poor families, this figure goes down to 49.1 percent in the case
of public secondary schools and 28.6 percent in public tertiary institutions.'7 Only
27.6 percent of SUC students come from poor households. Region wise, the
proportion of poor students to the total number of public school students at the
elementary and secondary levels ranges from a low of 32.6 percent and 21.3 percent,
respectively, in NCR to a high of 74.5 percent and 67.7 percent, respectively, in
Central Mindanao. In contrast, the percentage of poor students in public tertiary
institutions varies from 9.6 percent in NCR to 60.5 percent in CAR. Meanwhile,
there is a wide variation in the proportion of poor students to the total number of
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students in SUCs, from a low of 9.6 percent in the National Capital Region (NCR) to
a high of 58.1 percent in the Cordillera Administrative Region (CAR). The 2001
Filipino Report Card on Pro-Poor Services shows that households currently sending
their children to public elementary schools expressed least satisfaction with facilities,
textbooks and class size.

4.17 IPrioritizadon and maniagemnent oT education ezelin&ures. In the
Philippines, education finance closely follows education provision: most public
funding goes to public educational institutions while private financial contribution to
such institutions is generally low. Public subsidies to private education are also low.
A review of government spending in the education sector (1990-1996) showed a
relative increase in public spending on higher education and a relative decrease in
public financing of basic education. This pattern was clearly regressive, since
children from poor households were less likely to remain in school than children
from rich households. However, recent policy initiatives have resulted in a re-
alignment of spending priorities such that the share of basic education in general
government education expenditure increased from 78.4 percent in 1996 to 81.6
percent in 1999 before slipping to 80.8 percent in 2000. In contrast, the share of
higher education fell from 16.0 percent in 1996 to 14.5 percent in 2000.

Table 4.1 Philippines: Public-Private Min of Institutions r Enolnmentc
SY1 999-2000

Public Prlveat % PrIvNW

(a) Institutions
Basic education

Elementary 35,757 3,555 9.04

-Secondary 4,193 2,935 41.2

Technical/vocational education 302 1,466 82.9

Higher education 232 1.173 83.5

(b) Enralments (thousands)
Basic education

-elementary 11,770 911 7.2

-secondary 3,920 1,247 24.1

Technicalvocational education 82 212 72.1

Higher education 663 1,872 73.8

a/ data refers to 1999.2000
Sources: DECS and CHED (Statistical Bulletins); TESDA (Installing a Quality Assured TESD System);

4.18 The share of general government spending on the entire education sector
expanded from an average of 14.7 percent of the total budget (or 2.9 percent of GDP)
in 1987-1991 to 20.3 percent (or 4.3 percent of GDP) in 1998. It has declined since
then to 17.8 percent (or 3.6 percent of GDP) in 2001. Thus, it appears that
government expenditure on the sector was adversely affected by the fiscal difficulties
that followed the Asian financial crisis. Moreover, whether expressed as a ratio of
total government expenditure or GDP, government spending on education is lower
than that of its ASEAN neighbors, with the exception of Indonesia.

4.19 In the 2001 budget, each of the 109 SUCs received a separate budget line,
amounting to a total of P15.3 billion, or 13.1 percent of central government
expenditure for the entire education sector. For this large slice of the education
budget the taxpayer receives a very mixed bag, ranging from a few high-quality
institutions like the University of the Philippines and the Philippine Normal School
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(the leading teacher training institute) to many poorly-performing SUCs. The latter
are generally more costly to run than their private counterparts.

4.20 The fees charged by most SUCs are minimal (generally less than P2000 per
year per student). Moreover, SUCs charge tuition fees that are on average 75 percent
lower than those of private universities and colleges. These fees account for 5
percent of total SUC expenditures'8 . Consequently, cost recovery in public higher
education institutions is considerably lower than in their private counterparts.
However, SUCs have not taken advantage of the greater managerial autonomy
granted under R.A. 8292 to improve their operational efficiency. For this to happen,
the budget allocation that each SUC receives from the central government being
determined on the basis of norms or average per student costs by level and type of
program (Johanson 1999) even as they are allowed greater financial flexibility.
Hence, MOOE funds are distributed among SUCs based on the following factors:
weighted enrolled units, 30 percent; research and development, 30 percent; and
quality of instructions, 40 percent. However, at present, the budget process
essentially guarantees the salaries of all their staff as of a cut-off date. Given that 83
percent of SUCs' budget is for personal services expenditures, the application of
normative financing rules to the SUCs' MOOE allocation alone will not be enough to
address systemic inefficiencies. Other incentive schemes to encourage SUCs to
institute cost recovery programs such as conditioning the opening of new degree
programs or establishing branches on the use of internally generated funds will need
to be developed and sustained.

4.21 Personal services is the single biggest item in the DEPED budget. Its share
in the DEPED budget rose from 74 percent in 1990 to 91 percent in 2001. The
dramatic rise in personnel expenditures is largely attributable to adjustments in the
salaries of public school teachers that were implemented by the government in the
late 1980s and most of the 1990s. By 1997, the entry-level salary of a public school
teacher was 70 percent higher than its private school counterpart. Moreover, public
school teacher salaries appear to be on the high side by international standards:
teacher remuneration as a ratio of GNP per capita in the Philippines is equal to 3.0 in
1997 compared to an "Asian" mean of around 2.5 at the primary level'9 .

4.22 The growth in teacher salaries was accommodated at the expense of MOOE,
i.e., non-personnel recurrent expenditures and capital outlays. Consequently, the
share of MOOE in the DECS budget was halved from 16.4 percent in 1990 to 8.3
percent in 2001 while that of capital expenditures dropped from 9.2 percent to 1.1
percent. Concomitant with these developments, per student DepEd MOOE at 2000
prices declined on average by 5.1 percent a year in real terms from PhP878 in 1990
to PhP422 in 20002. This squeeze on MOOE has resulted in constrained supplies of
key educational inputs like textbooks, teaching/instructional materials, science
laboratory equipment and supplies, school desks as well as provisions for teacher
training and the maintenance of school buildings.

4.23 Meanwhile, although the increase in the number of teachers in government
schools did not keep pace with the growth of enrollment, the student-teacher ratio in
public schools in 1999-2000 (36 at the elementary level and 34 at the secondary
level) is still within the range of 35-40 that educators consider appropriate. But, the
average class size during the same year was 45 and 50, respectively, in public
elementary and secondary schools. These numbers suggest an imbalance in the
deployment of public school teachers. One problem is related to the Magna Carta for
public school teachers, which prohibits reassignment of teachers across geographical
borders without the latter's explicit assent. Another relates to the current practice of
assigning teachers to administrative/clerical functions (that should otherwise be
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assigned to lower level positions) at the school and district offices. DEPED officials
point out that this practice came about because of the difficulty in securing the
approval of the DBM for non-teaching positions. Such a practice unnecessarily
increases cost, as clerical salaries are 30 percent lower than teacher salaries in
government. The government, mindful of this, has already been creating some 2,700
non-teaching positions for public schools since 1999.

4.24 However, households' dissatisfaction with class size in public schools is
surprising given that personal services is the single biggest item in the DEPED
budget, and given also that the share of personal services in the DEPED budget rose
from 74 percent in 1990 to 91 percent in 2000.

4.25 A continuing challenge in the education sector - in common with other
sectors - is how to strengthen the link between planning and budgeting, and
especially between the MTPDP and the budget. This is important in view of its
implications for the achievement of at least one of the Millennium Development
Goals - achievement of universal primary education. Manasan (2002) has shown,
for example, that the estimated recurrent cost of basic education that would be
necessary to meet the program targets set in the MTPDP exceeds the actual budget
allocated by PhP23-28 billion (or 0.5 percent of GNP) per year in 2002-2004. How
to strengthen these linkages, and better assure financing for core poverty alleviation
and human development goals, has been explored in more detail in Chapters 5 and 6.

4.26 Health outcomes. Overall health status continued to improve through the
1990s. However, the poor remain vulnerable to health risks, the regions in Mindanao
still have the highest Infant Mortality Rates in the country, and male infants and
children have higher death rates than their female counterparts. Worryingly, TB and
malaria have not yet been controlled in recent years.

4.27 Similar to other Southeast Asian countries, the Philippines exhibits pattems
of morbidity and mortality that suggest an epidemiological transition during which
the country faces a "dual burden of disease", i.e. while infectious or communicable
diseases remain the major causes of illness, chronic or non-communicable diseases
have emerged as the leading causes of death.

4.28 Recent, complete and detailed information on health outcomes is not
available. The Philippine Health Statistics are no longer regularly published2", and
available local-level health information may not be reliable2 2. To address this, EO 25
has been issued and initial consultations have been completed between DOH and
DILG for drafting the implementing regulations.

4.29 1D1elivery of basic health services. According to the 1998 National
Demographic and Health Survey, the poor continue to have relatively lower access
even to basic health services such as immunization, medical treatment of diarrhea
and maternal/child care than other income groups. But the number of poor families
enrolled under the PHIC Indigent Program has increased tremendously between 1998
and 2001; together they are reported to account for about 10 percent of the total
number of poor families in 2001. Surveys show that Barangay Health Stations
(BHSs) and Rural Health Units are considered inferior to other government hospitals
or to private hospitals/clinics in terms of quality of health services: a high proportion
of health facility users bypass BHSs despite the relative proximity of these facilities.
Most of the patients in the BHSs are the poor. Moreover, the number of BHSs is
increasing and these are mostly attended by low-skilled Barangay Health Workers.
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The Philippines fares better than many countries in terms of immunization coverage,
but Indonesia, Vietnam and Bangladesh have higher immunization coverage.

4.30 Health sector public expenditures. The private sector, though largely
confined to the market for personal care services, dominates the country's health
sector In terms of contribution to total health expenditures. The public sector,
however, provides both public health care services and personal care services. The
two main players in the public sector are the Department of Health (DOH), which
allocates the bulk of its expenditures on personal care services, and the local
governments, whose collective resources are spent more on public care services.
Although social health insurance has been growing in recent years, it remains a
minor source of health care financing.

4.31 Total public sector health expenditures have been increasing since 1991.
Nominally, per capita public sector health expenditures have increased by an average
of 12 percent annually during the period 1991-99. In real terms, however, the average
annual increase over the same period is 3.8 percent. The total expenditure on public
health during the period 1995798 was about 2 percent of GDP, at par with China, and
higher than that of Bangladesh, Cambodia, Singapore, Thailand, Vietnam Indonesia,
India, or Malaysia.

4.32 In terms of level of care, the bulk of the DOH budget goes to tertiary care
services, while that of the LGUs goes to primary and secondary care services. In
terms of functions, the DOH allocates roughly the same budget shares to personal
services (PS) and MOOE. In contrast, the bulk of LGU health expenditures goes to
PS: resources are insufficient for drugs, medicines, supplies and facility
improvements (see Text Box 4.1).

, .Texl:Box 4.1 Issues in4lealth Care Financing- -

Wh) doe, the buLk,of the DOH budg-et Lo teruars care?.Tertiary hospiitals-sere retajn'ed by
the DOH shile, pnmar) and'se-condar.) h6spiLal care were mostly devolCed:.toLGUs.. The,
DOH estimates that the tunding nd forsretained and renaionaiized hosptals uo il accounl
'for 72 percent of its 003 lbudget.ailocanon. .This A ill come at the cost of -adebefufid,ng:
,publ.c'he.alth:: A secondreason isthe propen-ity of Congrest to legislate increases.sin eUsting
hospitals' bed capacities. iand.therebs the budgel) without adeq'uately consideringfthe deand

'side.-, In !such cases too the DOH, is compelled, to accommodale the i'ncreases b)' under'
fundtn'g other sub sectors such-as public healih.

W1hat islthe,role of LGLUs mihealth care, LGLI inbestments'in h.ahh are are beheXed to be
rising, and LGULsate said to be emergrig as;.the man actor's,in'health srS.ecprouision.
Houe'er. this masks, the. taLtthat 70 801 perLent ot LGU-expendirires-aie on personal

.sernices, leaving serv little ,or NIOOE and,insesnent In this conges.Central'turldin'g for
nationalhealth--programs such as -ac'Ltres andJTB drugs is said io pro6ide&-.ork br LGU
healthstaft' hho uould be oth&eruise underempio.ed

4.33 There is a positive but low correlation between the regional budgets of the
DOH on the one hand and Infant Mortality Rate and poverty incidence on the other.
While more resources are now channeled to poor regions as a whole, the distribution
of health resources among poor regions is still inequitable. The major source of
finance for local health services remains the IRA. User fees remain negligible to
support even partial cost-recovery. '

4.34 Prioritization and management of public expenditures. The Health
Sector Reform Agenda (HSRA) is the main plank of DOH strategy. It is now
partially implemented in selected "convergence sites". Though broadly consistent
with the MTPDP and other government policy pronouncements (e.g. SONA), the
HSRA differs from them in specifics23. Since it is deemed best adopted as a bundle of
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reforms, the HSRA does not yet fit easily into the prioritization process used for the
SEER for ranking programs, activities and projects. The expected benefits from
HSRA, either to the whole country or to the convergence sites, have not yet been
estimated in comparison with costs, which are relatively detailed (although they too
may benefit from more accurate estimation).4.36 Local-level health planning is
largely procedural. In many cases, the local health board is convened to provide
inputs to the local health plan. The local chief executive's role is decisive in
determnining health priorities, programs and projects.

4.35 Budget execution data reveal variations between budget allocations and
actual disbursements in DOH projects, especially FAPs . There seem to be two
reasons for this. The first reason pertains to DOH ability to secure counterpart funds
to access ODA assistance. Moreover, reported logistical problems hamper the
delivery of drugs, medicine, supplies, equipment and other assistance from the
central office to the regional offices and other field health offices. The second reason
pertains to the limited absorptive capacity of the recipient LGUs. ODA fund , _E

utilization is especially low when LGUs are required to co-finance the DOH-initiated WhHe @
local programs and projects. The problem becomes acute when the targets of
assistance are the lower-income LGUs. Arguably, therefore, securing LGU finances phlUppiez $y$£@D
for health will help improve the utilization rate of ODA funds.

AllocaU5ve Disorlions

4.36 The increasingly tight budget situation makes it imperative that all
expenditures are held to high standards of efficiency, effectiveness, accountability
and transparency if growth and poverty reduction are to be promoted. The major 9hrough
concern is the allocation of scarce resources to special budget funds that are (i) not
necessarily aligned with the government's policy priorities and (ii) not transparent in praftcLe, ai

their use. b

4.37 Congressional allocations and iniiatves. Congressional initiatives are
budgetary reallocations made by Congress providing additional allocations for
programs or projects or new items in the budgets of some agencies and for creation weakenz the daD1(7
of special purpose funds. The release of these funds is subject to presidential
approval pursuant to Section 25(5), Article VI of the Constitution, and in accordance 1pracoz by
with the requirements of Section 35, Chapter 5, Book VI of E.O. No. 292.
Allocation of funds through congressional initiative can be made as a lump sum item
or as a specific project. Projects are each presented in the GAA, with information on ', 

the name, type and allocation for the project. Lump sum items, on the other hand,
are incorporated in the DPWH budget, for example, under "Various Infrastructures
Including Local Projects." This category shows the total amount of infrastructure
project for several members of Congress in a specific area without naming specific
projects intended for the area.

4.38 One of the most prominent Congressional allocations, the "Countrywide
Development Fund", was adopted and appropriated in the annual budget from 1990
to 1998. It was included in the National Expenditure Program submitted by the
President and deliberated and acted upon by Congress. In 1999, the CDF was
replaced by Congress with budgetary items providing similar lump sum allocations
for: a) Rural Urban Development Infrastructure Fund (RUDIF); b) Food Security
Program Fund; and c) "Lingap Para sa Mahirap" Fund. In 2000, the name was
changed to Priority Development Assistance Fund (PDAF), one of the lump sum
items currently in the General Appropriations Act (GAA). Apart from the CDF and
its successors, Congressional allocations are, as mentioned above, also routed
through lump sum allocations in the budgets of DPWH and other departments. In
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2002 however, a significant breakthrough was accomplished by government when
these Congressional Allocations (CA) were localized to the PDAF and DPWH lump-
sum budgets, sparing other department budgets from its distorting impact. But
regardless of whether the allocation comes from the PDAF or the DPWH
Infrastructure Fund, the expenditure is identified by the members of Congress but
implemented by a national government agency, an LGU, or by a GOCC.

4.39 During the nineties, the budgetary allocation for the CDF was PhP2.2
billion.2 4 In 1999, when the CDF was divided into three components, the amount
increased to PhP5 billion. In 2000, when the PDAF came along, the amount was
brought down to PhP3.3 billion although the allocations incorporated in the other
agency budgets were increased. The 2002 PDAF amounted to PhP5.6 billion.

4.40 Identification of projects is initiated by Congress which prepares a project
menu and forwards it to DBM. Once the GAA provides the regular and lump-sum
funds, the implementing guidelines are outlined. The DBM Secretary sits with both
Houses of Congress and they agree on the menu of projects which can be funded
from the allocation. All projects are then published in a newspaper of general
circulation and later on the DBM website. The publication lists the names, amount
and the purpose of the projects. Generally, PDAF appropriations have to be allocated
to provincial projects for education, health, agriculture and livelihood: identification
and prioritization of specific projects is made by and implemented in consultation
with members of Congress; and release of funds is made directly to the appropriate
government implementing agency or LGU. A schedule of releases is determined in
consultation with Congress (e.g. for 2002, Congress and DBM agreed that 50%
would be released in March, 25% in June-July, and 25% in October).

4.41 As the foregoing demonstrates, a significant issue affecting the credibility of
the annual and forward budget estimates in the Philippines is the role of the congress
vis-a-vis the executive in the budget process. Many countries restrict the legislature
from increasing the aggregate budget, most also impose limitations on the types or
amounts of reallocations that the legislature may propose. In the case of the
Philippines, the Constitution prohibits Congress from increasing the national budget
submitted by the President. However, in previous years, Congress resorted to what
superficial cuts on projected debt service payments to shift resources to their priority
projects. Moreover, the existing system provides a mechanism for'local interests to
be incorporated in the budget through special projects of members of Congress. This
allocative distortion weakens the budget process. To minimize this distortion, the
Committee on Appropriations, in consultation with the DBM, has imposed
restrictions for the past two years on the categories of expenditure allowed for
Congressional allocations, although the overall size of the CDF has increased. It has
also stopped the practice of resorting to ad hoc cuts on debt service funds.

_-'Text Boxi 4. Congres4ional-Allocaiions and inibatxres- -
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bllion annuall) ,Su.ch'a large'amnount of-discretionary"hfinds' that do noi passdthroughithed
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previously identified projects. More importantly, CDF projects sustail the patronage
mentality among LGUs who view CDF allocations as additional sources f f-unds for desired
projects. This, however, subverts national governmcnt efforts to iinin-ize the use of national
funds for devolved activities and induce fiscal discipline in LGUs.

Project procurement. Pre-identfification of products, suppliers and contractors by
Congressmen preempts competitive government bidding processes. And notwithstanding
detailed guidelines and adequate procurement capability of national a.iacies, waivers of
existing policies are known to be obtained for suppliers/contractors pre-solectwe by lcgislators.

Project implementation. National govemment agencies are commor'y used ss imp'lementing
agencies for CDF projects. It is commonly agreed that their peiformanec `.i implementing
CDF projects can be improved considerably. Implementation weaknesses stem from: (a) lack
of consultation with LGUs and stakeholders, (b) such projects often no' being part of the
implementing agency's core functions, (c) field personnel (DPWM. in padicular) boeroming
vulnerable to undue influence from Congressmen who have the inflreance to hiave them
replaced. A common problem in managing CDF resources is the -i72't realignment of
funds ordered by legislators from previously identified projects. -,he ,31M has issued
guidelines to minimize such realignments and prevent wasteful use of resources.

Project audit, The role and impact of the Commission on Audit in rcsoeac_ of CDF projects is
somewhat unclear since these funds do not fall under the regu!ar au geet pocediwres. rGreater
disclosure of COA audit findings on such projects can help thsow light on *he manner,
processes and quality of project selection, implementation, supeivision and impact.

Monitoring, transparency an public oversight. While efforts are beLg madc to publisi' the
list of CDF projects, the public is generally not aware of how CDF resources are spent on
projects and whether such allocations have resulted in actual benefits. Mlisuse and waste of
CDF resources is perceived to be so widespread that it becomes "every'body's problem and
nobody's personal responsibility". The CDFs opacity has been ataibuted to government
inability to provide information for public disclosure. Historically, though, the CDF has had
such a negative connotation that there seems to be a tendency on the part of both the
legislature and the executive to veil CDF issues from public scrtutiny.

Despite the drawbacks outlined above, it is also true that Congress has yet to be drawn
productively into ongoing efforts to improve planning and budgeting, and Congress' need to
be actively engaged in public expenditure management and budget monitoiing and evaluation
has not yet been given adequate importance.

4.42 Adjustments are made to the proposed budget as it makes its way through
Congress, which has the power to reallocate within the total amount recommended
by the President, but not to increase the total amount. While reallocations from the
President's proposed budget (NEP) to the congressionally-approved budget in the
General Appropriations Act (GAA) typically do not generate large shifts in sectoral
allocation, they can have significant impacts on particular departments and funds. In
FY2000, for example, Congress reduced the gross NEP by PhP50.2 billion (PhP15.8
billion from departments, including Transportation and Communication, Education,
Interior and Local Government, and other executive departnents, and PhP34.4
billion from special purpose funds, including the allocation to local government
units,. the FAPs support fund, and Agriculture and Fisheries Modernization Act
fund).25 At the same time it increased the gross NEP by PhP28.2 billion, PhP1O.2
billion of which was reallocated to DPW1H and PhP17.2 billion of which was
reallocated to special purpose funds (PhP13.2 for the Salary Adjustmnent Fund and
PhP3.3 for the PDAF). In the AARNR sector appropriations declined from 7.4
percent to 7.1 percent of total budgetary allocations. In other priority sectors, namely
health and education, however, the share of sector allocations increased slightly.

4.43 Three interesting pattems emerge from the Congressional reallocation data
in FY2000 (further analyses would have to be done to determine whether these
pattems holds over time). First, funds were reallocated to locally-funded projects
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within departments (for example, DECS, DOH, DSWD and DPWH). DPWH saw a
net increase of PhP10.2 billion in its budget, with a large increase in locally-funded
projects (LFPs), which jumped by nearly PhP12 billion. Congress also created

entirely new LFPs in the areas of infrastructure, local infrastructure projects, other
national public works, and water supply projects. The concern is the effectiveness
and efficiency of these expenditures, which were not vetted by DPWH as part of the

budget process. Requiring an evaluation of all LFPs would help to ensure that all
expenditures were subject to evaluation standards.

4.44 Second, in many departments Congress reduced funds available for FAPs.26

In FY2000, the reductions were quite drastic in some cases. FAPs in DECS were cut
by nearly 19 percent, in DA by 30 percent, in DOTC by 43 percent, in DOH by 66
percent, and in DILG by 84 percent, indicating an apparent lack of consensus in
Congress about the utility of the FAP resource allocations approved by the executive
through the NEDA ICC process. Congressional realignments may likely stem from
political reasons disregarding in the process the ICC evaluation methodology, and the
relevance of the FAPs to the MTPIP and MTPDP.

4.45 Third, in most departments Congress reduced allocations for general
administration and support services (GAS), in some cases considerably (32 percent in
DECS and DOF, 24 percent in DILG, and 20 percent in DPWH). Reductions in GAS
were mainly due to reallocation of terminal and retirement benefits to fund the
mandatory salary adjustment of government employees. In some instances, however,
it is unclear whether congressional cuts are efficient in removing bureaucratic waste

or inefficient in cutting back necessary administrative functions. This suggests that
the effectiveness of GAS expenditures should figure prominently in the next round of

the Sector Effectiveness and Efficiency Reviews2". It also suggests that there may be
a counterproductive dynamic, in which departments, anticipating that Congress will
reduce their GAS appropriations, inflate them in their budget proposals.

4.46 In sum, to the extent that Congress and the executive do not share the same

priorities or preferences for certain types of spending in the annual budget process,
not to mention the forward estimates developed in the MTEF, the program of annual
and multi-year budgeting becomes less effective, and line agencies become less
convinced of the credibility of budget figures. DBM has broached the idea of seeking
a "Budget Accord" with Congress. The Budget Accord could be fleshed out by
focusing on the areas of apparent disagreement identified in this analysis.

4.47 The prevalence of special congressional initiatives in the national budget
process also raises the issue of budget comprehensiveness, as expenditures from such
funds are frequently "off-budget". in the sense that they are not evaluated during the
budget formulation stage. Individual senators and congresspersons are also entitled to
a variety of additional funds for development purposes, other congressional
initiatives, and compensation allowances. These congressional funds in effect
represent a significant amount of "off-budget" resource allocation not subject to the
prioritization, and transparency requirements imposed on other expenditures during
the budget preparation process.

Recommendations

4.48 Agriculture and agrarian reformn It would be desirable to support and

intensify Government strategies and plans to sustain agricultural growth and increase
crop productivity as laid out in the MTPDP (2001-2004). The Plan highlights the
need to focus public investments on public goods and services that would support the

(i) attainment of sustained food security including self-sufficiency on rice and white
corn, (ii) small holder productivity and competitiveness, and (iii) diversification of
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farming systems, rural livelihood and employment toward high value added
production. The Plan also highlights the need to expand and further enhance existing
resource counterpart schemes among national govemment agencies, LGUs and rural
communities in program and project planning, implementation and monitoring in
order to extend and multiply limited budgetary resources, which may address the
concern on the lack of LGU resources for agriculture development.

4.49 The Government is of the view that such areas targeted for allocation of
more resources are best pursued under an institutional setting of greater private sector
participation, enhanced NG-LGU collaboration and amidst operational convergence
approaches among stakeholders, consistent with the Sector Efficiency and
Effectiveness Review (SEER).

4.50 In the case of agriculture, given resource constraints, public expenditure will
need to be more narrowly-focused more on "growth-enhancing public goods and
services" for which less than 40 percent of budgetary appropriations has been
allocated 28 . Conversely, non-growth-enhancing expenditure such as rice price
stabilization, which accounted for 20 percent of allocations, should be phased out.
The Govemment has expressed determination in resolving issues related to the
removal of the National Food Authority's monopoly to import rice, and to allow
farmers' organizations to undertake direct importation2 9 . Major sources of growth in
crop production are envisaged to require sustained public expenditure on improved
and strategically-located irrigation and farm-to-market roads, increased farmer access
and adoption of improved seed varieties, and limited area expansion.

4.51 For strengthening agrarian reform, key recommendations could comprise (i)
exploring the financing of land acquisition more through alternative sources', in
view of the sheer magnitude of resources required; (ii) greater use of market-oriented
and community-driven modalities of land transfer, as is being pilot-tested under the
World Bank-financed Agrarian Reform Communities Development Project Phase EL

(dependent, of course, on such modalities being proven to be effective and efficient);
and (iii) pursuit of a "parallel approach" that balances public expenditure on land
acquisition and distribution with provision of support services to previously
redistributed landholdings - this being pursued through a convergence approach
among rural development agencies and stakeholders.

4.52 The authorities are keen to further strengthen the resource utilization and
budget process, which has improved in recent years. Two key recommendations
could comprise: (a) moving towards a functional allocation of resources, from the
existing commodity-based structure still in vogue in the DA, and (b) moving to
greater convergence of resources and eliminating duplication of functions3". Short
term actions - on which work is ongoing - comprise strengthening the linkage
between planning and budgeting within each agency, and further simplification of the
reporting system. Medium-term actions could comprise the gradual decentralizing of
budget controls to regional and LGU levels consonant with strengthening capacity
and accountability, finding ways to make levels of LGU financing proportionate to
devolved responsibilities, increasing the regularity of the budget calendar and budget
process, and strengthening the capacity of budget and accounting offices of line
agencies. In the longer term, perhaps sector representation could be invited in the
sector budget ceiling-setting process.

4.53 For prioritization of programs, activities and projects (PAPs), key
recommendations comprise: (i) in the short term, pursuit of a "plan-driven" approach
to budgeting with stronger output-outcome linkages, and a systematic review of the
key reasons for reversion of funds at year-end; (ii) in the medium term, strengthening
strategic planning capacity in agencies and LGUs, development and use of
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quantitative methodologies for prioritizing agency and LGU PAPs, development and

piloting of sector-level, agency and LGU performance monitoring and assessment

methodologies; and (iii) in the longer term, adjustment of sector allocations based on

sector performance assessment results, adjustment of inter-agency and LGU

allocations based on performance assessment results, and developing Congressional

capacity for more effective oversight of the planning and budgeting process.

4.54 Regarding the levels of expenditure in agriculture and agrarian reform, key

actions could comprise: (i) in the short term, a more detailed review of apparent

agency and LGU under-spending on agriculture and agrarian reform based on

AFMA, AFMP and other objective criteria, exploring alternative methods of

financing and implementing new land acquisition; (ii) in the medium term, a review

of agriculture sector allocations based on AFMA levels, building LGU capacity to

access alternative financing schemes (e.g. BOT) for agriculture and agrarian reform

PAPs (because LGUs' IRA dependency in the agriculture sector may now be as high

as 90 percent); and (iii) in the longer term, employment of alternative financing

schemes and modalities for new land acquisition, and design and implementation of

alternative LGU financing schemes.

4.55 The composition of expenditures could be improved by the following

actions: (i) in the short term, the GOP could begin to phase out from private and non-

growth-enhancing goods and services including price stabilization (which benefits

only 3 percent of rice farmers) and production inputs (e.g. seeds), continue to study

and implement recommendations on more efficient achievement of price stabilization

and subsidy objectives, and move LGUs towards financing major gaps in devolved

responsibilities (especially communal irrigation, research and extension and

strengthening of farmers' institutions), and channel more resources more efficiently

for agriculture development in Mindanao, considering its untapped potential; (ii) in

the medium term, a sharpened focus on growth-enhancing public goods (e.g.

irrigation, roads, research), a clearer division of labor and complementarity between

and among national government agencies, between them and LGUs, and between

and among levels of LGUs, and continued improvement of the policy environment

for private investment (e.g. removal of rural credit policy bottlenecks); in the longer.

term, it would be desirable for the GOP to phase out from private and non-growth-

enhancing goods and services.

4.56 Actions would also be needed to strengthen impact on outcomes and service

delivery: (i) in the short term, desirable actions could comprise strengthening the

SEER process, strengthen capacity at the LGU level (e.g. for agriculture sector

planning, budgeting and extension), initiate the conduct of independent impact and

outcome assessments as one of the bases for resource allocation, and pursuing the

development of civil society performance rating systerms; (ii) in the medium term,

pursuit of- effective cost-sharing mechanisms for expenditures on infrastructure,

research, development and extension and production inputs, pursuit of convergence

PAPs across DA, DAR, LGUs and the private sector especially in agrarian reform

communities, and conduct of independent impact and outcome assessments at sector,

agency and LGU levels; (iii) in the longer term, it may be necessary to 'mainstream'

key issues regarding implementation of extemally financed projects (e.g. project

staffing, financial management and lessons learned)

4.57 The proposed World Bank-financed Diversified Farm Income and Market

Development Project seeks to help reorient the current production-oriented approach

of public sector support for the agriculture sector, to one focusing on promoting

market development and private investment in the sector.
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4.58 Educadon. The intra-sectoral restructuring of the education budget in favor
of basic education evident from 1996 to 2001 requires to be at least sustained if not
intensified. However, the scope for doing so will be increasingly limited without
wide-ranging reform of higher education. Such reforms are contained in the policy
component of the proposed Education Sector Development Program (ESDP) of the
Commission on Higher Education (CHED).

4.59 The extent to which education sector expenditures can be rationalized and
prioritized depends on how effectively the govemment can deal with the issue of
SUCs. The proliferation of SUCs (as of October 2002 there were 111 SUCs) and
their branches has led to a high burden on the education budget, and diverted scarce
resources away from more productive uses33. Hence Govemment proposals to
rationalize budget allocations to SUCs are entirely appropriate and deserve support3.
The Higher Education Modemization Act of 1997 (RA 8292) has provided
significant operational flexibility to SUCs by waiving the requirement that SUCs
deposit proceeds from fees to the Treasury, provided the Board of Regents of the
SUC allows this for operational uses. In addition, increasing SUC tuition fees would
not only reduce their continued dependence on the national government budget but
would also induce discipline in their operations. However, it is desirable that
increased cost recovery be implemented hand in hand with a higher budget for a
targeted scholarship program in higher education if equity and efficiency goals are to
be addressed simultaneously. The issue of increasing the number of scholarships and
the budget implications should also be seen in relation to increasing tuition fees and
the need to increase the budget for basic education. The recommendations from the
ADB's analytical work on higher education reform are currently under discussion
with the govemment.

4.60 It would be desirable for TESDA to devolve the operation of the technical
and vocational education and training (TVET) centers to LGUs/private sector in line
with the SEER principles. TESDA has been requested to firm up a medium-term
'phase-out plan' to progressively its direct involvement in local training centers by
the end of 2004. This would transform the TESDA into an effective oversight
agency, focusing on planning, resource allocation, standard-setting and coordination
of the Middle Level Skills Development (MLSD) sector.

4.61 It is desirable that monies allocated to basic education be used more
efficiently. Given resource constraints, increased allocation for MOOE would require
some relative reallocation away from personal services, for which there appears to be
considerable scope. And improvements in facilities and textbooks cannot be achieved
without increasing budget allocation for MOOE. At the school level, improving
class size could be addressed by improving the deployment of teachers: current
initiatives under the World Bank-financed SEMP and SEMP I1 projects should be
sustained and accelerated. The issue of raising teachers' salaries and the potential
impact on the wage bill should also take into account the rapid growth of population.
Lastly, the procurement reforms initiated in the education sector (e.g. textbook
procurement) should be sustained so that goods and services can be obtained in an
efficient and timely manner and greater savings realizede.

4.62 JHealth care. It would be desirable to continue the reforms being designed
and implemented by the DOH and the DBM, key among which include: (i)
strengthening the health statistics system; (ii) strengthening the allocation process for
DOH regional budgets so as to better match IMR and poverty incidence; (iii)
improving the design and implementation of DOH transfers to LGUs within the
context of a wider effort to improve the overall system of intergovernmental fiscal
transfers in the Philippines; (iv) formulation and execution of a more detailed
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implementation plan for the HSRA to increase its effectiveness, in particular, a cost-

benefit analysis of the HSRA even as it is implemented in the convergence sites.

Such an analysis could provide pointers for sequencing reforms, prioritizing

technical assistance to LGUs and identifying possible remedial measures; (v) a

comprehensive health care plan for non-convergence sites to help improve the

quality of health services at the barangay level, where most of the poor avail of

health care facilities; (vi) completion of an actuarial study to ensure financial

sustainability of the PHIC as it aggressively expands indigent coverage, to make

clearer the fiscal and other implications of the current policy of aggressively

enrolling those with high health risks (the poor); such an assessment would also be

relevant for HSRA implementation, which aims to expand indigent coverage.

4.63 Other actions are also desirable to address DOH and DBM concerns. In the

short term: (i) the IRRs for EO 25 require to be promulgated and regular publication

of the Philippine Health Statistics resumed in order to strengthen the health statistics

system; (ii) more detailed internal performance indicators would require to be

developed and adopted to improve performance measurement and monitoring3 6 .

Medium term actions could include the development of sentinel sites to monitor

health outbreaks, reviewing continued DOH jurisdiction over supposedly devolved

functions to avoid overlap in DOCH and LGU roles in health care delivery,

strengthening the SEER process in the health sector37, phased adoption of new and

more effective drug procurement systems, and enhancement of LGU capacity for

health care planning, budgeting and service delivery. Finally, in the context of

primary health care services, the shift toward the provision of local health services,

which are not as efficient, requires careful examination, as does the demand side of

health care services, especially the provision of more private health care services.

The DOH would also like to put in place a mechanism for monitoring utilization of

national and local government health budgets, given the continuing practice of

realignment of budget allocations to other 'priorities'.

4.64 Allocative distortions. The government has made some progress recently

with limiting the scope of distortion, but more could be done to hold "development

fund" expenditures to higher standards, e.g. by issue of more stringent guidelines for

such expenditures. For example, a standard cost-effectiveness or cost-benefit

evaluation could be required for all Congressional initiatives.

4.65 Specific recommendations to address CDF issues include:

a) Enhancing the transparency of CDF expenditures through wider public

disclosure of funds allocated for CDFs, transparent reflection of CDF allocations

in the GAA as a budgetary item, regular publication of information on DBM

fund releases for ongoing projects, generating supporting financial information

for project monitoring by beneficiaries/communities;

b) Minimizing individual discretion by promulgating guidelines/criteria for

prioritizing projects in accordance with a sectoral plan, and strengthening the

Regional Development Council and its sectoral committees to match projects

with actual community needs;

c) Improving the effectiveness of CDF expenditures by making the DBCC

responsible for programming sustainable CDF allocations; standardizing

consultation processes between Congressmen, implementing agencies, LGUs

and beneficiary communities (barangays) at the project identification phase; and

subjecting CDF policy and guidelines to periodic reviews to inform.policy

makers of their impact on project effectiveness and costs; and
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d) Strengthening public oversight through, for example, beneficiary or participatory
monitoring", establishing a national-level NGO to monitor CDF projects and
programs (e.g. a "CDF Watch" as propounded by Congressman Villarama), and
mounting public advocacy for tightening processes for Congressional initiatives.
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5.1 The National Government's Public Expenditure Management
Improvement Program (PEMIP) has set out a multi-year program of reform that Beter medium-term
has the potential to impact all significant aspects of public expenditure
management in the Philippines. The centerpiece of the PEMIP is the utilization expenditure
of a medium term expenditure framework (MTEF), which addresses macro-fiscal
planning as well as key sectoral expenditure issues. At this early stage, the policy planning and
framework for reforms, and the basic building blocks, have been put in place. budgeting could
These include the 'elements of an MTEF, a perfornance evaluation framework,
and mechanisms to improve the link between planning and budgeting. Such make overall budget
reforms require considerable time, commitment and coordination to yield the management and
benefits of greater fiscal discipline, improved strategic allocation of resources
and gains in operational efficiency. The challenges now are to maintain the expenditure
momentum of reforms, to coordinate and manage the process, to prioritize key allocation more
actions, and to continue to refine the institutional framework.

Policies, Plans, and Budgets: The Political Dimension responsive to

5.2 The technical aspects of the policy making, planning, and budgeting national priorities.
processes make sense only in relation to the political processes that underpin
them. In the Philippines the key political actors who determine the outcomes of
these processes, and are ultimately responsible for linking them, are the
President, the cabinet, and the Congress. Within the executive branch the DBM is
principally responsible for formulating and implementing the budget while the
National Economic and Development Authority (NEDA) Board, acting through
its Secretariat, is responsible for formulating and coordinating "social and
economic policies, plans, and programs." It is the Congress, however, in which
appropriation and revenue bills must originate. The way in which the President,
in conjunction with DBM and NEDA, and the Congress interact determines how,
and how effectively, policies and plans are translated into budgets.

5.3 Within the executive branch most of the key political decisions about
budget formulation, which must be approved by the President, are made by the
Development Budget Coordinating Committee (DBCC). The DBCC39 is
responsible for recommending to the President the annual aggregate level of
expenditure as well as key sectoral ceilings and the allocation of expenditures
between current and capital outlays.40 Four concerns, which are treated. in this
chapter and the next, arise about the political and bureaucratic processes by
which plans and budgets are put together in the executive branch.

5.4 First, the DBCC has no formal role, as- yet, in the-government's medium
term expenditure program, as the DBCC- is only required to make a
recommendation to the President on the annual budget. The forward year
estimates of the medium term expenditure framework (MTEF) are presented as
part of the annual budget call, but unless they are given greater importance by
means of cabinet endorsement, it is unclear whether they will be regarded as
credible by key political actors.

5.5 Second, the National Govemment's policy-ihaking process could be
strengthened somewhat in comparison', to the more technical planning. process
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coordinated by the NEDA Secretariat. The policy making process largely centers
around the President's State of the Nation Address (SONA), which is a general
statement of policy directions, priorities and goals. A more active policy making
process, managed by the cabinet, would help strengthen the planning process and
make it more relevant to political realities.

5.6 Third, clarifying the responsibilities between NEDA and DBM over
budget formulation as well as budget evaluation would make the budget process
less complex and more transparent. For example, in some cases the complexity of
the processes has led to the use of informal channels to malce or convey
departmental allocation decisions. In addition greater clarity about the division
of labor between NEDA and DBM over the Sector Effectiveness and Efficiency
Reviews (SEER) and the Organizational Performance Indicator Framework
(OPIF) is necessary to avoid confusion at the line department level. DBM and
NEDA have begun to address these concerns (three harmonization workshops
were held in 2002), but further progress is needed.

5.7 An additional concern arises about the working relationship between the
executive and the legislature during the annual budget process. At times the
relationship has been conflictual, as would be expected in a democracy. The
question is how to manage the policy and political differences that exist. Three
key issues emerge. The first is the extent to which Congress revises the
President's budget according to its own priorities, possibly shifting resources
from the President's priorities. The second issue is the extent to which Congress
and the executive tussle over budget prioritization issues via the budget execution
process. The third issue, which is relevant from a longer term perspective, is the
extent to which the MTEF's forward year estimates are credible without
congressional endorsement.

5.8 These political and bureaucratic realities undergird the technical aspects
of the Philippines budget formulation and execution process. The extent to which
reform recommendations are successful will depend on whether they take into
account these political realities, yet, at the same time, certain reform measures @ B !grmlfbn 07
will necessarily address these realities directly. This chapter and the next analyze a
the technical aspects of the public expenditure management process, addressing
and building on the political issues outlined above. gff£ngfl p#i7sdg, ¢

Malnning: Processes and Dns$trurnents neftne§ndl rg§0fl0

A. Medium Term Planning and Budgeting: Issues and A cions Waften pa lb nk7ol, and (a ) ti@

5.9 The key document in the planning process is the MTPDP, a six-year plan A1EFi WM @
that coincides with the presidential term and is updated and revised in the third SRGYM dayakpMong
year of the President's term. The starting point for the MTPDP is the President's
SONA, which is a broad statement of policy directions, priorities, and goals. rocess a

5.10 In recent years the MTPDP has proven to be an impressive document a7LineDf@ &O uffiftj (
that details key issues and policies in each sector as well as for the government as
a whole. The challenge is now to improve the link between the MdTPDP and the @ l
budget process, and subject the MTPDP to the resource-constraining function of Me budge
the budget.

5.11 The link between the MTPDP and the budget, including the MTPIP, is
known to still require strengthening, and toward the end of the presidential term,
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when the MTPDP has less relevance, there tends to be less linkage between the

MTPDP and the budget. The major concern about the MTPIP is that it is not
resource-constrained, though the Government is moving toward developing

forward budget ceilings that will be used to constrain the MTPIP in line with
available resources. Another shortcoming is that the MTPDP does not provide
cost estimates for proposed strategies, targets, or programs. Manasan (2002) has

shown, for example, that the estimated recurrent cost of basic education that
would be necessary to meet the program targets set in the MTPDP exceeds the

actual budget allocated about 0.5 percent of GNP per year in 2002-2004. The
MTPDP could draw on some cost estimates provided in sector plans, as in the
case of health, which provided a cost estimate for its medium term plan (though
it identified a funding gap of PhP36 billion). The MTPDP could also usefully
indicate the indicative breakdown of funding by source: national budget, LGU
resources, private sector participation, and funds from cost-recovery policies. Nor
are strategies and targets prioritized in terms of available resources. Moreover,
the MTPDP contains only a very limited discussion of medium term expenditures
in terms of the sectoral allocation of resources.

5.12 The MTPDP would be strengthened by a more substantive discussion of

the planned composition of expenditures over the medium term and clear
linkages between the medium term estimates and the strategies and targets
presented in the sector chapters. The usefulness of the MTPDP would be greatly
enhanced by the inclusion of an additional chapter devoted to a presentation of
the medium term expenditure framework, which would ideally include a

discussion of the rationale for medium term budget composition and budgets
clearly linked to planning priorities. Over the longer term, the government might

consider preparation of an annual policy and budget statement, which would not
only show how policy commitments in the MTPDP are to be funded but also
would explain deviations from previous forward estimates.

5.13 Though the weak link between planning and budgeting is clearly the

major concern, there are a number of challenges inherent in the current planning
process that need to be overcome to enhance the utility of the MTPDP and its
link with the budget. These include the greater integration of: (a) sectoral and

national planning, (b) national and regional planning, and (c) the MTPDP and the
MTPIP.

B. Sectoral and National Planning: Issues and Actions Taken

5.14 All sectors in the Philippines engage in some form of planning. Some
departments have sophisticated planning processes that provide more than just
inputs into the national planning process. The Department of Health, for
example, produces its own planning document, the "Health Sector Reform
Agenda" (HSRA),4 ' intended to serve as the basis of its short to medium term

planning, programming and budgeting process, is presented in a number of
external fora to solicit feedback and is used as an input for the MTPDP.

5.15 The national planning process aims to ensure that sectoral planning is

fully integrated into the national planning process through the MTPDP.
Comparing the HSRA (1999-2004) with the MTPDP (1999-2002) and the

revised, mid-term MTPDP (2001-2004) is instructive for three reasons. First, it

indicates that although the priority reforms are broadly consistent at the general
level, there are different emphases in the underlying direction, which may result
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in different policy and resource allocation decisions (including target setting).
For example, the HSRA emphasizes the need for additional funding for public
health, while the MTPDP (1999-2002) emphasizes management reform. In
practice this will result in differences of opinion about the proper level of funding
of public health programs. The HSRA and the mid-term MTPDP show greater
discrepancies on the issues of tertiary sector reform. This would seem to indicate
that in some cases sectoral planning is not fully integrated into the national
planning process though the concern should be placed in the context of the
rolling nature of the planning process, which evolves over time.

5.16 Second, different emphases of the plans can result in different sectoral
budget allocations. For example, the mid-term MTPDP includes two priority
actions from the SONA that would likely require either additional resource
allocations or the reallocation of resources within the sector. These measures
might "crowd out" in a budgetary sense the other priority reforms identified both
in the MTPDP and the HSRA. If sectoral plans are not well linked with the
budget process, some planning priorities do not become real budgetary priorities.

5.17 Third, the plan as designed by DOH in this case is intended to be holistic
in the sense that its specific elements are intended to be complementary. To the
extent that certain elements of its plan are de-emphasized and other elements
added, the plan loses some of its complementarity among components, and thus
becomes less effective.

5.18 Another recurring challenge for the government has been the stove-
piping of the planning process in individual departments, which has resulted in
the loss of a more comprehensive vision in some sectors. This has occurred in
spite of NEDA's efforts to bring together the planning process at the sectoral
level in its social and infrastructure committees, which suggests that there has not
been as much communication across the departments as intended by the system.
As part of the government's PEMIP, however, there has been some progress in
moving from departmental to sectoral planning (e.g., DBM's issuance of sectoral @
budget ceilings). 9knning aglend

C. Regional and National Planning: Issues and Actions "a&ea needs be more

5.19 Given that the MTPDP is based on sectoral and regional planning, the dkocVy
LGU planning agenda is not directly addressed in the MTPDP. Rather, the
MTPDP process works on the assumption that sectoral planning has already deased Jn 03
incorporated the regional planning process, which in turn is supposed to have L
already incorporated LGU planning priorities. Thus, regional planning is
indirectly reflected in the MTPDP. There are constraints, however, that limit the Me Wffar mare
genuine integration of regional priorities in the MTPDP.

5.20 The sectoral-regional planning link could be improved in general, though
there are some regions in which the link is stronger than in others. The LGC of aor
1991 empowered LGUs to engage in their own planning processes, which
implied a reduced role for NEDA, the national planning and policy coordinating
body.42 Many LGUs at the municipal and provincial levels engage in
comprehensive planning processes. NEDA, on the other hand, maintains 12
regional offices that serve the regional development councils (RDCs), which are
meant to liaise with the LGUs in their areas and focus on issues of inter-
provincial impact in order to produce regional development plans (RDPs). RDCs
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are also intended to influence LGU planning processes through central planning

guidelines and policy pronouncements. RDPs, however, do not explicitly

consider local priorities unless they have region-wide impact. The result is a

limited integration of LGU and regional plans.

5.21 An additional concern is the break in the planning chain, which is

composed of two segments. The LGU segment runs from the barangays to the

municipalities/cities to the provinces and the national segment runs from the

regions to the sectors to the central level. The break occurs between the

provincial and regional levels, indicating the need for a more formal linkage

between the LGU and national planning chains, though fully respecting LGU

autonomy. One option would be to reorient the RDCs/RDPs so that they become

a forum for integrating sectoral and LGU planning. The RDC, presided over by

the governor, could become a forum in which the sectors and relevant LGUs

actually integrate their planning processes to strengthen complementarities and

improved coordination without infringing on local autonomy. They key would be

to make regional sectoral offices reflect LGU priorities in their planning

submrissions before forwarding those submissions on to their central offices,

though regional and LGU planning timetables would have to be adjusted.

Actually empowering RDCs to do this important work would likely be difficult

in the short run, which would seem to suggest a pilot approach in a small number

of regions to begin the transition to a more integrated local-national planning

system (see Text Box 5.1).

Text Box 5.1 Integrating National and Local Planning in !he Health Sector

-Since 2001. the HSRA has been implemented in a number of areas called "con%ergence

siltes.- which are mainlv selected on the basis of the cvillingnehs of Lhe LGUs in these

areas to suppon the HSRA. In 2001. 13 LGUs %%ere seleted and an additional 20 are

targeted for 2002.: By 20J04. an additional 32 pro% inces and cirie- will be included in the

program. Essentially, the DOH provides technical[assisance-and oLher grants. facUhtates

the agreement among the LGUs within a convergence site tsav. a proIvince i and acts as a

third-pany enforcer and mqnitor of LGU commiltments. The partial implementation of the

HSRA islen'%isioned to cause 'ripple effects Lhat will generate interest and ad,vocacv for

reform in the neighboring areas.

D. Planning and the Capital Budget: Issues and Actions Taken

5.22 The MTPIP is a rolling, multi-year public expenditure program, which is

updated on an annual basis. The MTPIP includes not only capital investments,

both ongoing and new, but also programs as well. The MTPIP also covers all

departments and agencies, including domestically financed and ODA projects.

The MTPIP is intended as a companion to the MTPDP and is scheduled to be

published one month after the release of the MTPDP.

5.23 In practice there has'not always been a tight link between the MTPDP

and the MTPIP, though the government realizes this and has been working to

improve the link. In 2001, departments were required to submit four year lists of

their priority projects and programs. The prioritization of PAPs as well as

projects, however, was not completely successful and the MTPIP continues to be

a list of projects and programs lacking in prioritization. For example, the MTPIP

has contained even low-ranked projects, which means that it has not fulfilled its

role of allocating resources to the priorities set out in the MTPDP. To avoid this,

sector plans would have to be prioritized in greater detail.
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5.24 There are two main reasons for the difficulties linking the MTPIIP with
the MTPDP. The first is the status of the MTPIP itself: it is not a definitive
budget in the sense that projects must still be evaluated and approved for funding
even after being included in the MTPIP. Moreover, sector departments have
every incentive to have projects included in the MTPIP as it serves as a
gatekeeper for the actual investment budget. The result is that in practice the
MTPIP serves less a function of allocating resources to priority prograrns and
projects than encouraging departments to prepare lists of projects for which they
mnight seek funding. In order to resolve this problem, the MTPIP needs to be
constrained by the available resources. That is, indicative forward estimates
approved by the DBCC as part of the MTEF need to be used to set limits on
aggregate and sectoral resource allocations (any variations from the approved
ceilings should also be approved at the cabinet level). Moreover, the ceilings
should include estimated allocations for recurrent costs resulting from the new
investments. The second problem stems from the difficulty the sectors have had
prioritizing their PAPs (discussed in the next section).

5.25 For a project to be approved for funding it must pass through an
evaluation process conducted by the ICC, which is responsible for conducting
"technical, financial, economic, social, institutional," and enviromnental analyses
of the investment projects submitted. Yet approval by the ICC guarantee funding,
as the ICC process does not evaluate the budgetary implications of new
investment decisions; DBM must still make a decision based on department
ceilings about the inclusion of projects in the budget. The process could be
simplified by eliminating one of the three stages, namely, by requiring ICC
approval before listing projects in the MTPIP, which would potentially improve
the linkage between the MTPIP and the MTPDP. Though it would be difficult to
do this for the entire MTPIP, especially the outer years, prior ICC approval could
be required for projects intended to be implemented in the early years (say over
twelve to twenty four months).

E. Planning and Gender Issues: Innovative Aetion in the ]Pha&gppines

5.26 The issuance of a directive in 1993 by then President Fidel V. Ramos to
DBM and NEDA to ensure budgetary support for the gender and development
(GAD) approach paved the way for institutionalizing gender concerns in
mainstream programs and projects of government. The following year, NEDA,
DBM and the National Commission on the Role of Filipino Women (NCRFW)
issued Joint Memorandum Circular No. 94-1, which provided the policy
framework and procedures for the integration of GAD into agency plans and
budget proposals.

5.27 Under RA 7192, the NEDA is mandated to ensure the participation of
women as recipients of foreign aid, grants and loans and for the determination of
the amount to be allocated for development activities involving women. Together
with the NCRFW, it is also tasked to assess the extent to which agencies' PAPs
integrate women in the development process and of the impact of PAPs on
women. It is also mandated to devise measures to build and strengthen linkages
with the concerned legislative sub-committees for the purpose of ensuring
complementarity in policy directions and recommending gender issues for the
legislative agenda.
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5.28 The 1995 General Appropriations Act (GAA) was a milestone in

Philippine budgeting history in that it required all government departments,
bureaus, offices and agencies to set aside five percent of their appropriations for Through its MTEF the
projects designed to address gender issues in accordance with RA 7192. The g
same provision of the budget law provided for a reporting mechanism to enable government has put in
NCRFW to monitor compliance. This policy has since been incorporated
annually in the GAA, though revisions have been made to ensure effective place the elements of a
implementation of the GAD budget policy. The advantage of this approach is that state of the art ublic
the inclusion of the GAD Budget law in the GAA has served as an enabling and P

advocacy tool that could be used by the NCRFW and its partners, from both expenditure
government and non-government organizations, in working towards GAD
mainstreaming. As an advocacy tool, it helps draw the attention of agencies to management reform
important gender concerns. However, some have raised concerns about the program, but much
problem of earmarking and the additional complexity it introduces into the

budget process. work is required to

5.29 On the whole, the implementation of the GAD budget policy has institutionalize and
improved since its inception in 1995 as evidenced by the increasing number of
reporting agencies as well as the amount of allocation to gender-related spending. mainstream the MTEF.
However, the total amount of GAD budget resources of all government agencies

accounted for an average of only 0.48 percent of the total general appropriations
per year. In addition, the lack of a strategy to synchronize agency planning and

budgeting for GAD with the government's budgeting cycle poses a major
obstacle to increasing the number of GAD-related budget proposals submitted by
the agencies. Thus, much progress has yet to be achieved on monitoring the

actual implementation of PAPs that were funded under the GAD budget. The
lack of a budget code that will help DBM monitor the extent of agencies'
implementation of GAD-related PAPs exacerbates the problem, indicating the
need for a monitoring and evaluation system for GAD-related PAPs.

The Medium Term Perspective: Revenue & Expenditure
Planning & Budgeting

5.30 Executive Order 292 lays down that "The annual budgets of the national
government shall be prepared as an integral part of a long-term budget picture."
Through its MTEF, the government has put in place the elements of a state-of-
the-art public expenditure management reform program. The central oversight
agencies which are leading the different elements of these reforms, such as DBM,

NEDA and COA, realize that -- as is to be expected with such reforms -- much

work is required over the medium term to institutionalize and mainstream these
reforms.

5.31 The Philippines began to introduce an MTEF with the FY2000 National
Budget Call.43 The stated goals of the MTEF were to restructure the budget over

the medium term to better support the government's development strategy and
improve technical efficiency in the sectors by "providing a more predictable
resource environment for program planning and implementation." The
government's reform program (PEMIP) is being rolled out on an incremental and

somewhat flexible basis. The instruction on agency performance measures,
which became the Organizational Performance Indicator Framework (OPIF), was
introduced in the FY2000 Budget Call along with the MTEF, and was refined in

the FY2001 and FY2002 budget calls, while the periodic assessment of on-going
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PAPs was introduced in the FY2001 Budget Call as the Sector Effectiveness and
Efficiency Review (SEERs). The MTEF, OPIF, and SEER constitute the three
pillars of the Government's public expenditure management reform program.
There is no doubt that the government's PEMIP is comprehensive and far-
reaching; the next stage of reform should focus on consolidating the program and
making the government's vision a reality.

A. PMacroeconomic'Fiscl Framework: Issues and Aceons EEevi

5.32 The key issues comprise (i) improvement of the accuracy of revenue
forecasts (by strengthening BIR's capacity to collect and analyze data), (ii)
enhancing cooperation between DOF, BIR, NEDA and DBM through the DBCC,
and (iii) institutionalizing the revenue forecasting process in order to provide
the necessary impartial and technical expertise.

5.33 Improving the accuracy of revenue forecasting. One of the prerequisites
of a medium term perspective in budgeting is the capacity to make realistic
macroeconomic and fiscal forecasts. The credibility of the entire medium term
perspective hinges on the credibility of the macroeconomic-fiscal framework.
While the government has taken some measures to improve its ability to estimate
aggregate resources, concrete results have thus far been somewhat limited. The
problem is both technical, in the sense of information systems and modeling, and
institutional, in the sense of the organizational arrangements used to produce the
resource estimates.

5.34 The government's medium termn fiscal framework serves as the basis for
determining the annual budget proposal. The fiscal framework includes some
discussion of the specific measures the government will pursue in order to
increase tax revenues, though some of the measures are vague and, taken
together, they seem rather more like a long list of generic reforms, lacking a
strategy and timetable. Nor is the specific impact or timing of each measure
considered. The govermment could enhancing the credibility of its fiscal
framework by prioritizing reforms on an annual basis and estimating the likely
tax revenue impact of each reform measure.

5.35 Given the importance of revenue target setting to the overall
management of public expenditures, it is especially critical that the targets be as
realistic as possible. Recent experience suggests a pattern of undercollection
relative to the official government target, especially in the area of internal
revenues. In seven years out of ten, BIR's collections have not met the target
goal. The breach between the goal and actual collections has grown since the late
1990s. The ripples from poor estimation of the resource envelope are felt
throughout the entire expenditure management process. Inaccurate revenue
estimation has undermined both attempts by the government to improve
budgetary predictability and the nascent MTEF as well.

5.36 In practice, revenue estimates are calculated using multiple sources of
data and multiple methodologies, which seem to have undermined the official
estimates by generating ambiguity and controversy. In addition to the DOF, tax
revenues are also estimated by NEDA, BIR and the National Tax Research
Center (NTRC). Each uses different datasets and different methodologies.
Estimates from different sources (though only DOF forecasts are official) have
resulted in a lack of consistency.
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5.37 To improve the predictability of resource allocations the breach between
forecast and actual collections needs to be reduced as much as practically
possible. One way to do this is to improve BIR's performance (see Chapter 2).
The other way is to improve the accuracy of the revenue estimates. There are two
problems with the formulation of the revenue estimates at present. The first
concerns deficiencies in the tax revenue database maintained by BIR, which does
not capture all the necessary data. For example, BIR compiles data by major tax
type and region, but not by industry. The problem is compounded by the fact that
only 43 of the 116 BIR districts are computerized. An even more pressing
problem is that not all computerized districts actually input data into the system.
There are also some issues with the design of BIR's tax forms. DOF will need to
work closely with BIR to improve information capture and management.

5.38 Interagency cooperation and coordination. The second concern with the
formulation of revenue estimates is the way in which they are produced. The
MOF's Fiscal Policy and Planning Office (FPPO) has formal responsibility for
producing the official revenue targets, which are then discussed and issued by the
DBCC. Coordination between DOF and BIR, however, has been less than
satisfactory, though BIR is represented on a DBCC technical working group. The
lack of high-level BIR participation and coordination means that BIR's views are
not necessarily taken into account, which, to the extent that BIR has
asymmetrical information about expected revenues, may result in sub-optimal
projections. Improved coordination would strengthen accountability as BIR
would be required to explain how new administrative measures would impact
collections.

5.39 In response to the apparent problem with revenue forecasting, the BIR
organized the Inter-Agency Task Force on the Improvement of Tax Related
Database (IATF) in February 2001 to address issues with the sources and
integrity of data as well as the methodologies utilized to estimate revenues. The
IATF was composed of four technical subgroups, each of which evaluated
existing BIR databases and tax forecasting models. The IATF made
recommendations on improving both the databases and the models, some of
which are being considered for implementation.

5.40 The IATF task force has benefited from the participation of highly
regarded researchers. The benefit of having independent researchers accrues not
only in the application of their technical expertise to the challenge of accurately
forecasting revenues but in their impartial, professional interest in carrying out
the exercise. Given the perception that the revenue estimation process in the
Philippines is undermined by political incentives, it would be desirable to make
the process both more transparent and methodologically sounder. DOF has
already begun to take measures, including: (1) the improvement of the
forecasting models, (2) the creation of a new revenue forecasting task force under
the DBCC, and (3) the adoption of administrative arrangements to improve the
exchange of data and allow for development of models on a continuous basis.
The Government should also consider establishing a "revenue forecasting
calendar," by means of an official circular to coincide with the budget calendar,
in which a timetable as well as a clear division of responsibilities, including
provision and analysis of data, would be regularized.
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1B. Sector Expenditure Frameworks: Issues and Actions 7laken

5.41 The government is keenly aware that the SEERs should continue to
provide the basic building block of the sector expenditure frameworks, but also
that the central oversight agencies should refine the instrument to include
selected analysis of priority program costs, provide the necessary training and
technical support to mainstream the instrument, and explore ways of increasing
sector ownership.

5.42 The Government has been making progress toward the development of
sound sector expenditure management through the introduction of the MTEF and
the Sector Effectiveness and Efficiency Reviews (SEERs). The government has
also improved on the budget process by introducing a baseline budgeting
approach, which has increased the transparency of the budgeting process.
Moreover, the government has taken seriously the challenge of developing
medium term expenditure estimates and linking them with its medium term
planning process. The challenge for the medium term is to improve and
institutionalize the frameworks, which will require additional training and human
resources in both oversight and line departments.

5.43 Baseline and above-the-baseline budgeting in the MTEF. The framework
for sector expenditures is founded on the principle of baseline budgeting, and
begins when DBM issues a circular containing three-year departmental baseline
budget ceilings (budget year plus two outer years). The calculation of baseline
budgets for the period 2001-2003 was done according to an iterative process." In
the first iteration baseline budgets were calculated as a function of net current
operating expenditures for the previous year, funding for on-going multi-year
projects, funding to maintain newly completed capital and infrastructure projects
and programs, and other non-recurring items. Net maintenance and other
operating expenditures (MOOE) were calculated taking into account the
absorptive capacity (or the proportion of actual obligations incurred to allotments
released) of the department over the previous two years and adjusting it by a
"targeted efficiency improvement rate (TEIR)." Using this method, however,
yielded individual ceilings greater than the total budget ceiling for 2001. DBM
then carried out a second iteration in which "across the board cuts" were applied
to the MOOE of low and medium priority PAPs, and then a third iteration, in
which MOOE and capital outlays were cut uniformly by sector (with the
exception of provisions for FAPs). The resulting allocations formed the baseline
budget.

5.44 For the FY2003 budget call, additional changes have been being
introduced.45 Indicative ceilings for each department correspond to their specific
appropriation levels for FY2002. Agencies are also required to submit their
estimated expenditures for FY2004 and FY2005. DBM has initiated work on
estimating actual costs of PAPs in FY2002 to complement the "top down"
resource envelopes with "bottom up" cost estimates, and will refine these
costings for the FY2004 budget call. DBM is in the process of developing
uniform procedures for the costing exercise, which will be developed jointly with
line departments. Forward estimates for FY2004-FY2005 will then be informed
by the results.

5.45 There are a number of ways in which the government might consider
improving its approach with the objectives of increasing the transparency of
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allocation decisions and improving the prioritization of resource allocation. The
main concern is that the forward estimate methodology is not primarily based on
the prioritization of resources. That is, it takes as its starting point the previous
year's budget, which may or may not accurately reflect inter- and intra-sectoral
government priorities, and makes further uniform reductions to MOOE and
capital expenditures, which are by definition devoid of any priority-enhancing
impact. It is only in the second iteration in which reductions are made according
to government priorities. Indeed, beginning the process with the previous year's
baseline does not allow for any prioritization. The use of prioritization criteria
should be adopted in the first iteration. Reductions could be made in low priority
PAPs in the first iteration and further reductions, if necessary, could be made to
medium priority PAPs. The replacement of across the board, uniform reductions
with priority-based reductions in all sectors would also make the calculation
process more transparent to line departments. For instance, instead of reducing
expenditures "across the board," reductions could be made according to the
medium term forward estimates of expenditures by sector, which are presented in
the MTPDP. This would introduce the criteria of inter-sectoral prioritization,
which was not explicitly used in the baseline budget approach.

5.46 Another potential improvement in the process would be to avoid the
assumption of efficiency improvements in absorptive capacity. Basing the
calculation on actual capacity would give agencies incentives to improve their
resource execution mechanisms. In 2002 DBM initiated comprehensive mid-year
reviews of agency performance focusing on income generation (where
applicable), physical accomplishments, and financial management. The results of
the mid-year review were used to allocate the remaining 25 percent of allotments
for the fourth quarter based on agency performance. The mid-year review is an
important innovation in the national expenditure management system and should
be harmonized with the SEER process to maximize impact.

5.47 Some of the prioritization problem may be mitigated by existing
measures. DBM has introduced an important measure allowing department
secretaries and agency heads to "reallocate baseline budgets among the
component agencies of the department," subject to certain limitations on
personnel services and on-going FAPs.46 In theory, departments could reallocate
their baseline budgets to higher priority PAPs. DBM should also give
departments the option of sharing in some of the cost savings by allowing them
to reallocate resources from low priority PAPs toward new high priority PAPs.
This would serve as a positive incentive for departments to prioritize
expenditures. Given the difficulties with the ranking process thus far, it is unclear
how much actual reallocation has taken place at the departmental level.
Moreover, given the constraints on reducing personal services, which account for
large shares of departmental budgets, it is unclear how much room for maneuver
departments have.

5.48 The design of the current methodology is such that MOOE and capital
expenditures bear the brunt of baseline reductions. Given the statutory nature of
personal service obligations (for filled permanent positions) and the high priority
accorded to FAPs, it is not surprising that non-wage recurrent and capital
expenditures are reduced in the face of budget squeezes. A more effective
approach would be to reduce all expenditures for low-priority PAPs, including
those on personal services. If personal services, MOOE and capital expenditures
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were all reduced for low-priority PAPs as necessary, it might be possible to avoid
any cuts of medium-priority PAPs, or at least to minimize them.

5.49 In spite of DBM' s reform program , there is some concern that they have
not taken root at the departmental level. For example, in DepEd, on the whole,
the current budgeting process at the national level largely involves incremental
budgeting (Manasan and Atkins 2001). Thus, the DepEd central office, in
conjunction with the regional and division offices, prepares an annual budget that
is primarily based on the previous year's level of expenditures after allowing for
salary increases, inflation adjustment (for MOOE) and major changes in
provision (e.g., creation of new schools). Moreover, DepEd does not prepare
forward estimates of its budget requirements. The SEER process and costing
exercise underway have the potential to address the problem of incremental
budgeting.

5.50 Credibility of the annual and forward budget estimates. Another issue of
great import is the credibility of the baseline budgets and forward estimates. If
the baseline budgets and forward estimates are not credible, their usefulness as
management tools will be reduced. Moreover, if the forward estimates are not
realistic, departments will not be assured of the predictability they need in order
to develop meaningful plans. Though the baselines were issued in April 2000 for
FY2001, the budget for FY2001 turned out to be a reenactment of the FY2002
budget, given that congress did not pass a new budget by the required date. The
reenactment of the FY2000 budget, with adjustments made for the FY2001
resource envelope, meant that many priority departments received less than their
proposed baselines, even though the baselines were meant as a minimum owing
to the fact that they did not include above the baseline allocations. The
Departments of Health, Education, Agriculture, and Transport and
Communications all received less than their baseline budgets. 47 The reenacted
budget undermined the government's efforts to move toward a medium term
perspective. Strengthening the credibility of the forward estimates also requires
greater attention to the link between planning and budgeting. It is not clear at the
moment that sectors consider even the one year forward estimate as a solid
allocation on which to base management decisions.

5.51 How the role of the Congress vis-a-vis the executive in the budget
process affects the credibility of the annual and forward budget estimates has
been outlined in Chapter 2. The key patterns to emerge from an analysis of the
FY2002 budget process are: (i) funds were reallocated to locally-funded projects
within departments and Congress also created entirely new LFPs, which raises
concerns about these expenditures, given that they have not been vetted by
departments during the budget process; (ii) in many departments Congress
reduced funds available for FAPs (in some cases, quite drastically; and (iii) in
most departments Congress reduced allocations for general administration and
support services (GAS), in some cases considerably (32 percent in DECS and
DOF, for example).

5.52 To the extent that Congress and the executive do not share the same
priorities or preferences, the program of annual and multi-year budgeting
becomes less effective, and budget figures become less credible. DBM has
broached the idea of seeking a "Budget Accord" with Congress, which could be
fleshed out over the medium term by focusing on these apparent areas of
disagreement.
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5.53 Sector Effectiveness and Efficiency Reviews (SEERs). The govermnent
is also building the MTEF from the "bottom up" by conducting SEERs, which
are intended to strengthen the link between planning and budgeting. The
introduction of SEERs is an important step toward prioritization of public
expenditures in line with the MTPDP. The purpose of the SEER is to evaluate
existing budgetary programs, activities, and projects (PAPs) according to their
relevance in attaining desired sectoral and departmental outcomes.

5.54 In order to undertake these sector reviews agencies are required to
perform the following steps: (i) reach consensus on sector outcomes; (ii) specify The government is
their major final outputs (MFOs) and the link of MFOs to sector outcomes; (iii) building the MTEF
specify the relation of each of the PAPs to the relevant MFO(s); and (iv) classify
all PAPs by priority. The priority ranking is determined by the extent to which an from the "bottom
individual PAP contributes to the attainment of an outcome consistent with both up" by conducting
the legal basis of the agency and the priorities of the MTPDP.

5.55 NEDA, the lead agency for the SEER process, was also supported by Sector Effectiveness
DBM.48 NEDA and DBM issued joint guidelines to line departments for the and Efficiency
development of their SEERs. Line agencies were then required to undertake an
internal SEER, focusing on identifying sector outcomes and agency MFOs, and Reviews (SEERS),
ranking PAPs in relation to MFOs. Agency SEERs were then reviewed by
NEDA and DBM, which provided reconnnendations on improving the SEER intended to
outputs. The SEER process was also to include congressional staff to foster strengthen the link
greater app9reciation about the linkages between agency outputs and sectoral
outcomes. Based on the FY2001 experience, NEDA and DBM are drafting new between planning
SEER guidelines that focus on systematizing, the rankings of PAPs and
expanding the notion of MFOs to cover departmental objective statements. In and budgetig.
addition, NEDA and DBM will require departments to specify basic information
about each MFO: what is delivered, why, for whom, and how. With the new
guidelines, NEDA and DBM will work with departments to refine their PAPs
and MFOs for the FY2004 budget call.

5.56 The SEER component of the MTEF reform is an important innovation
with promise for improving the PEM process in the Philippines. There is
evidence that the SEER process is improving the way agencies think about
formulating their budgets, though some departments have benefited more than
others. In DepEd the SEER exercise has helped improve the relationship between
the planning and budgeting units. Given the early stage of the SEER process, the
government is interested in improving the way in which SEERs are conducted,
and there are a number of ways in which the SEER instrument can be improved.

5.57 One of the problems characterizing the first SEER exercise was the
reluctance of agencies to classify any PAPs as low, for fear of budget cuts
(budget memoranda specified that low priority PAPs would be cut as part of the
iterative baseline calculation procedure). Indeed, in the first round of the SEER
exercise most agencies rated their PAPs are high or medium. Some agencies
initially ranked all their PAPs as high. Agencies were even more reluctant to rank
PAPs ordinally, and some major departments refused or were unable to do so.

5.58 The problem of ineffective rankings was addressed by NEDA, which
reclassified PAPs in some agencies. However, some agencies disagreed with
NEDA's reranking of PAPs, resulting in stalemates over the outputs of the
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prioritization exercise. Since some agencies did not agree with NEDA's ranking,
the prioritization exercise did not officially become part of the budget.

5.59 The explicit link between the SEER rankings and the calculation of
budget ceilings also reduced the level of departmental ownership of the SEERs,
which in turn reduced the usefulness of the exercise. If departments do not "own"
their SEERS, and if SEERs only produce a limited ranking of priority programs,
it is unlikely that agencies would use the SEER exercise to reallocate resources.
Agencies did not have incentives to reveal their preferences about existing PAPs.
Given the serious scarcity of budget resources, however, the government is right
to link prioritization to budget cuts. The challenge is to find a way to do so that
does not impede the prioritization process or limit ownership from the sectoral
side. One option would be to require agencies to identify a predetermined
number of low priority programs, expressed as a percentage of the agency's total
budget. Agencies would then be allowed to retain and reallocate a set percentage
of this amount to high priority PAPs. This would mean that agencies would not
have to provide an ordinal ranking of PAPs, but would have to focus on an
explicit ranking of the lowest priority ones, and that agencies would have
incentives to reveal their preferences.

5.60 Another concern was the lack of an explicit link between the SEER and
program costings. Instead of estimating any actual program costs, agencies
worked from their previous baseline budgets. The lack of unit cost estimates for UMiEbn D'@c irc@

PAPs in some departments, such as education, has hindered management in its
attempt to link cost with performance. Most agencies have not engaged in cost- COPECRY in ad C90ra§

effectiveness analysis through the SEER exercise, which also limits its utility, budgV depobilmaMs
though agencies will work with DBM to estimate PAP costs. Introducing cost-
effectiveness analysis on a selective basis, initially for high priority PAPs, would D: ganarflly Yre1ieD

help improve the efficiency of expenditures. a
gDEeS gDT @ O ghD t

5.61 There were other technical inadequacies that prevented departments from
fully utilizing and adapting the methodologies, which were in some cases quite agendea- @

sophisticated, developed by NEDA and DBM. In the case of the DepEd, for avero§gM agondea

example, many PAPs as they appear in the GAA are so broadly defined that it is
difficult to rank them. The PAPs themselves may have to be redefined in some he ewOpEa?
cases in order to facilitate meaningful prioritization. Moreover, many agencies do
not have the capacity to engage in a sophisticated evaluation process and some g e@ I $

disengaged from it as a result. For example, in many cases the specification of dayaDqpDng
MFOs are still quite crude, which impeded effective prioritization. The
difficulties with the specification of MFOs reveals a lack of understanding about PWOnVafly UOM$

the basic elements of the SEER process. e?IIc1II

5.62 Human resource capacity in sectoral budget departments is considerably
weaker in many cases than in the oversight agencies. It seems that the oversight cnnW b NOY

agencies have moved past line agencies in developing potentially useful §mp§aman2ed b U
methodologies that simply cannot be fully implemented by line agencies at
present.

5.63 Though NEDA and DBM have provided training in the form of several
short workshops, the training has been insufficient for sectoral needs. Training
during FY2002 is focusing first on DBM and NEDA, including regional offices,
before addressing line agency needs. The government needs a technical
assistance strategy to develop line agency capacity and to strengthen capacity in
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the oversight agencies. NEDA plans to develop a SEER manual, which would be
a helpful start. However, capacity building efforts should also move beyond
"manualization" toward substantive training in line departments. That is, DBM
and NEDA should develop capacity building programs for the line agencies,
tailored to their specific needs, in terms of strategy development, program
costings, and cost-effectiveness analysis (program costing and cost-effectiveness
evaluation should be piloted for high priority PAPs in select departments). The
technical assistance should help departments develop monitoring and information
systems for use in program evaluation.

5.64 The joint management of the SEER and OPIF processes (see Chapter 6),
which are tightly linked, by NEDA and DBM has been challenging for both
agencies. There are still some areas of ambiguity in the division of labor, and
even the definitions of the elements of each process, that have complicated
implementation for the line departments. Some line agencies perceived ambiguity
in guidance coming from the two oversight agencies, and there are even some
areas of disagreement between the two agencies. A harmonization process is
underway and should result in greater clarity about the organizational roles of
NEDA and DBM, but greater cooperation is necessary to support implementation
of these important initiatives. Given the overlap between the two instruments, it
might make sense to have a joint DBM-NEDA committee with joint technical
working groups responsible for both the SEERs and OPIF.

5.65 The SEER process, in seeking to prioritize departmental PAPs and
provide greater focus on key organizational mandates, naturally implies critical
thinking about agency missions, which implies analysis of organizational design The MTEF reform
and structure. To the extent that the SEER is used to reallocate resources within
organizations, it may be necessary to rethink organizational missions and now needs to be
structures. Thus, there is an element of a functional analysis embedded in the
SEER process that it being undertaken at the departmental level across managed at the
government. Given the work of the PCEG on functional reviews, government highest levels of the
should ensure that the two processes are integrated and complementary.

Management of the MTEF executive branch,
according to an

5.66 The MTEF reform should be managed at the highest levels of the
executive branch, according to an explicit time-bound reform program, in order explicit time-table.
to improve the chances of successful implementation in line agencies and to build
support for the MTEF in congress.

5.67 The MTEF reform has been managed principally by DBM and NEDA
with the involvement of the DBCC on high level decisions. To date, the
government has focused on the more technical side of the MTEF. Given the
breadth of the MTEF reform, which cuts across all the sectors as well as the
national planning and budgeting processes, however, the MTEF needs to be
managed at a higher political level. Increasing the involvement of the DBCC in
the management process would give the MTEF greater political clout and would
increase the chances of mainstreaming the reform. Moreover, the involvement of
the executive at the highest levels in the MTEF is necessary for gaining
congressional support, over the medium term, for the initiative. The government
should require submission of the MTEF forward estimates and expenditure
composition to cabinet for endorsement. Currently baseline budget forward
estimates are presented to cabinet for discussion, but forward estimates inclusive
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of above the baseline allocations are not. Cabinet endorsement for inclusive
forward estimates would provide additional support for the MTEF.

5.68 Once the Government's macro-fiscal outlook were presented to Congress
for endorsement, Cabinet-endorsed forward projections could then be presented
to Congress for discussion. Presentation of MTE forward estimates and
expenditure composition to Congress for discussion would foster greater interest,
and perhaps support, in the legislature.

5.69 Implementation of the MTEF would also be strengthened by
development of a concrete time-bound plan. The government has proceeded with
implementation without specifying its targets for mainstreaming the reform.
DBM should draw up an plan to phase in implementation of both the
macroeconomic-fiscal framework and the sector expenditure frameworks.

Iudget Foundadtion and Process Dssu

A. Legal Fouadions: Issues and Actions Takcen

5.70 E0292 provides a comprehensive and sound budget framework, but it
has not been fully implemented, nor has it been updated. It has a relatively low
legal status given the importance of the national budget. E0292 could be updated
to take account of the Local Government Code and consideration could be given
to upgrading it to a budget law at the appropriate point.

5.71 In many countries, given the importance of the budget in giving effect to
national plans for development, there is a budget law that provides the legal basis
for developing and implementing the budget. A budget law provides clear rules
that all stakeholders need to adhere to in preparing and executing the budget, and
it can provide for sanctions to be applied where the rules are not followed.

5.72 In the Philippines at present, the legal framework seems to encompass
three core components. The 1987 Constitution is the supreme law and it
enshrines general principles guiding the budget process. Although it pre-dates the
Constitution, PD 11775 and its associated budgeting manual are still relevant.
Several key elements of PD1 177 were incorporated into the subsequent E0292,
which sets out the framework for national government budgeting.

5.73 The advantage of having a new budget law is that it would allow the
Government to update the legal framework in light of recent reforms. A new law
would bring together under one umbrella all the elements of the budget process.
In particular it could provide for the integration of local, regional and national
planning and budgeting, while respecting LGU autonomy. A budget law would
institutionalize the budget process so that it is not subject to ad hoc amendments
by incoming administrations, although it is argued that the downside is that a law
introduces inflexibilities, particularly at this juncture when the process is still
undergoing significant reforms. The budget law could be framed to enshrine the
general principles, such as a medium term horizon and the interdependence of
planning and budgeting, while leaving specific procedural details to the
implementing rules and regulations. A law can also introduce greater
accountability as it can provide for penal sanctions whereas an executive order
can only impose administrative sanctions. Given the importance of the national
budget, the greater weight of potential penal sanctions for mismnanagement or
misappropriation for personal use is important.
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5.74 Although E0292 was drafted a decade prior to the current wave of
budget reforms being implemented, it provides a comprehensive framework that
embodies the key features of the current reform process. It does not, however,
specifically refer to the need to provide forward estimates of fiscal aggregates,
revenues or expenditures. Though a legal study would be necessary, a new law
might be needed to institutionalize the MTEF and the OPIF. The EO provides
guidelines for budget preparation, including the format and content of the budget
and the information to be included in budget submissions. The EO further
contains important provisions on budget accountability including sanctions for
illegal use of funds although these have not been enforced.

5.75 Still, E0292, along with the LGU code and the PEM manual, should be
reviewed and updated, to take account of developments over the past decade,
especially the Local Government Code of 1991, to remove unnecessarily detailed
provisions on budget execution, and to provide the general framework for budget
preparation. It should provide guidelines for linking national and local budget
processes and clarify roles and responsibilities of key agencies. To accompany a
budget law and a revised E0292 the existing PEM Manual should be revised,
updated, and finalized, to incorporate all the existing guidelines such that there is
one manual being used by all of government. In addition thought should be given
to developing a separate PEM manual for LGUs.

B. Institutional Budget Process Issues: Issues and Actions Taken

5.76 Prior to 1999 budget preparation was exclusively the responsibility of
DBM and a line item approach was used to propose a budget for presidential
consideration. As part of the 1999 reforms, NEDA Planning Committees (PCs)
were given a significant role. A strength of the Planning Committees is that they
include representatives from Congress, the private sector and civil society. It also
gives determination of "relative priority" to a technical department, when, in fact,
prioritization should be a political choice presented to cabinet. The 2001 mid-
term planning process showed that the PC's were ineffective precisely because
they were reluctant to make reallocations between sectors. Thus, the role of the
PC's should be recast to serve as consultative bodies to advise on key issues
raised by the Government.. A final decision on the relative priority of spending
proposals and any reallocation of sectoral ceilings should be made by the DBCC,
or a full Cabinet, based on the technical information provided. DBCC should
issue recommendations for consideration by full Cabinet. Cabinet should make
decisions on final sectoral and sub-sectoral allocations and the final choice on
policy options.

5.77 The process of evaluation within TBHs is an important step as it
represents an opportunity for departments and agencies to defend their proposals
and to compete against the requests of other departments. Proposals should be
made by the department or agency, with independent input or evaluation from the
PC's on the validity of prioritization and recommendations for adjustments. From
these hearings, recommendations should be formulated for DBCC/Cabinet
consideration. There should not be other avenues for negotiating allocations,
including conferring with Congress and within the executive branch, as these
practices undermine the technical process.
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C. Budget Calendar: Issues and Actions Taken

5.78 Recent government initiatives in this area can be strengthened by
implementing a more realistic budget timetable based on a budget framework law
and harmonizing the process of producing and collecting budgetary data. From a
line agency perspective, the budget calendar is very tight. Agencies are being
asked to implement significant changes in the way they plan, budget, account for
funds and activities and report on performance. They are required to consult with
civil society in drawing up their plans, and they are asked to complete numerous
forms by the oversight agencies. If there are delays in the issuance of budget
ceilings, or in the review processes of the oversight agencies, it places undue
pressure on agencies.

5.79 The draft Public Expenditure Manual sets out a clear, logical and well Kay ah0§14arm
sequenced budget timetable that begins 13 months prior to submnission of the g§bna caud

budget to Congress. It identifies all necessary steps and responsible agencies at
each stage of the process. However, the timetable has not been fully lc§ud/!l7 §DproIIyVJBTQ

implemented. Shifts in the political and economic environment also placed some Me G1
activities out of sequence for the 2002 budget preparation. Updating of the
baselines and re-prioritization of programs and projects should take place early in g$G ffscall Ggd@fwoi)

the budget cycle, prior to the budget call being issued. Delays in finalizing the
MTPDP in early 2001 due to the change of administration rippled through the
rest of the process, resulting in delays in the issuance of budget ceilings and
undermining the credibility of the process.

Recommendations

5.80 Key short terum actions could include: (i) the inclusion of a statement of g s$rgs grn7

the medium term expenditure framework in the MTPDP, with sections on
medium term budget composition and on the explicit link between planning and aWv pHarI y I'ALC I

budget priorities; (ii) allowing departmental managers to reallocate a specified
percentage of resources from low priority PAPs to new high priority PAPs, thus
providing positive incentives for departments to prioritize; (iii) establishing an PAPa, nd
appropriate technical assistance program to strengthen capacity in line agency
budget departments and in central oversight agencies, focusing on strategy @ 1

development, program costings, and cost-effectiveness analysis (program costing
and cost-effectiveness evaluation should be piloted for high priority PAPs in
select departments); (iv) establishing a joint DBM-NEDA conmnittee with line COMM 6 wMl lflo ne
department representatives and joint technical working groups to manage the
SEER and OPIF reforms; (v) presenting MTEF forward estimates to Cabinet for depa#lmaW

endorsement and publishing them after cabinet approval; (vi) fully implementing gpzantaffyez &nd
the budget timetable set out in the Public Expenditure Management Manual; (vii)
improving the quality of the BIR databases by rolling out its 1T system to all jaffud Schndc&D
districts and making changes to its tax forms to collect data necessary for
improving revenue estimation and reducing opportunities for evasion; and (viii) _q gro/!s a

establishing an official "revenue forecasting calendar" to coincide with the monage Me SEER
annual budget calendar . Other short-term actions to strengthen revenue
collection have been outlined in chapter 2 of this Volume. OPF )ragairmo

5.81 Medium term astions could include: (i) establishment of a task force

composed of NEDA, DBM, and planning officers from key line agencies to work
out an agreement on improving the linkages between the national and sectoral
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planning cycles; (ii) revising the MTPIP so that it is constrained by medium term
forward estimates of budget ceilings and includes estimates of recurrent cost
obligations of capital expenditures ; (iii) establishing a monitoring and evaluation
system in NCRFW to monitor GAD mainstreaming, and institutionalizing
reporting on the GAD budget during the formal annual budget process; (iv) using
prioritization criteria from the start of the baseline budget estimation process to
avoid across-the-board cuts to MOOE and capital expenditures; (v) incorporation
of criteria for inter-sectoral prioritization in the calculation of baseline budgets;
(vi) allowing department managers to reduce personal service expenditures
(subject to a pre-determined maximum) for low-priority PAPs; (vii) requiring
agencies to conduct cost-effectiveness analyses of selected high priority PAPs;
(ix) presenting the macro-fiscal framework and MTEF forward estimates to
Congress for discussion prior to the start of the annual budget process; (x)
reviewing and updating E0292 to take account of recent reforms, including the
Local Government Code of 1991 and the budget framework law (if applicable).

5.82 Longer term actions could comprise: (i) elevating the core budget
process framework to the status of a budget framework law; and (ii) recasting the
Regional Development Councils in the planning process so that they become
formal, effective fora for integrating sectoral and LGU planning.
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6.1 The government's reforms in the arena of public expenditure
management must ultimately be underpinned by sound financial management
practices and oversight arrangements in order to increase accountability and
efficiency, and improve public sector performance. Hence, concurrent with
expenditure management reforms, the government is likewise implementing a
wide-ranging reform of its financial management system to support its
performance-oriented management framework, make financial reports more
timely and understandable, and promote accountability through better
performance reporting and greater engagement with civil society and Congress.
This chapter analyzes the important challenges facing the Philippines as it
pursues this reform program.

, irenan l Management

A. Institutiona Arrangemenits: Issues and Ac¢ions 'akena

6.2 The responsibility for financial management in the Philippines is shared OnSgerll caflgro§
by several oversight departments headed by Cabinet level secretaries. The DOF
has the major responsibility for revenue mobilization, cash management and l!Eknezzes CIEgeg

borrowings, and oversight of GOCC and LGU finances. Within the DOF, Cg$h m
planning and managemept of the government's cash balances and debt is handled
by the Bureau of Treasury (BTR). Tax administration and collections are gs$ need lb
undertaken primarily by Bureau of Internal Revenue (BIR) and the Bureau of
Customs (BOC). The DBM on the other hand, manages the budget, public sector
compensation policy and organizational management. The Commission on Audit
(COA) issues accounting rules and regulations in addition to its audit tasks. This
fragmentation of the responsibility for financial management oversight has put a daDlodUDD ed

considerable strain on the sector departments and agencies. Inevitably, they have
had to deal with conflicting policies and guidelines as well as numerous and
overlapping regulatory reports to satisfy the needs of the oversight departments.

6.3 The most successful international model for efficient financial
management is the establishment of a comptroller-general or an accountant-
general function with responsibility for budgeting, accounting, and financial
reporting. However, given the current legal and institutional system in the
Philippines, creation of such an office is not considered feasible, as it involves a
constitutional change. It has been suggested to the government that an inter-
agency committee take the lead in integrating and harmonizing its planning,
budgeting, accounting, and financial monitoring and reporting activities. The
inter-agency committee will ensure that accounting policies, rules and regulations
issued by COA are consistently applied in all public sector entities. The
committee can also provide professional leadership to the agency finance staff in
the improvement of financial management; and ensure that standards of
accounting and financial reporting are maintained.

6.4 The government plans to establish this inter-agency financial
management committee. Initially led by DBM with representatives from DOF,
NEDA, COA, and DILG, this body will be responsible for integrating and



Philippines PEPFMR - 67 -

harmonizing budget and cash management, accounting, financial monitoring and
reporting. An essential sub-committee will be headed by COA to coordinate the

implementation and the computerization of the New Government Accounting
System (NGAS). The sub-committee, which should be in operation until the The formation of an
successful completion of the NGAS project, is responsible for implementing the interagency
decisions of the inter-agency committee and for acting as a facilitator for further
improvement. committee to integrate

B. Budget Execution: Issues and Actions Taken planning, budgeting,

6.5 The Philippines maintains an impressive amount of data on budget accounting and
execution. Government databases are so comprehensive that detailed analyses of
budget execution can be carried out by COA for audit purposes and DBM for financial monitoring
planning and management purposes. The systematic computerization of these will facilitate
databases at both oversight and agency levels will facilitate and enhance
oversight and managerial control, which controls will become more important as implementation of
responsibilities are further devolved. financial management
6.6 In the budget execution phase, agencies are required to submit the
Agency Budget Matrix and the Quarterly Performance Target; both serve as their reforms.
financial and physical plans. This is supported by a cash program showing the

monthly cash requirement of the agency to achieve the planned targets for the
year. The DBM approves the ABM and releases the obligation authorization or
allotments to agencies. Allotments for ongoing and specified projects and
programs are released, at the beginning of the year. The DBM then issues the
notice of cash allocation (NCA) to the agencies either on a monthly or quarterly
basis, which signals the availability of cash funds to agencies for the settlement
of maturing obligations. The amount of NCAs are issued by DBM in consultation
with the BTR to facilitate the latter's cash management and adhere to budget
deficit targets. The DBM's role in managing the cash flow to agencies is
therefore quite important for overall fiscal management, and in determining
actual expenditures and ultimately service delivery.

6.7 However, the uncertainty and unpredictability of revenue inflows has
made implementing a budget strategy that creates the proper balance between
fiscal discipline and managing for results difficult. To assure resource flows to
agencies, the DBM prior to FY1999, released all obligation allotments for on-
going and specified agency projects at the beginning of a fiscal year, with the
GAA serving as the appropriation authority5'. However, reserves or expenditure
cuts were usually imposed on non-personnel expenditures. Ranging from 5 to 10
percent, the amount of reserves depended upon the extent of projected revenue
collection shortfalls vis-a-vis the targets made during budget preparation. In FY
1999, 2000 and again 2002 however, alternative arrangements were tried in an
effort to increase the credibility of the GAA enacted by Congress and to enhance
the predictability of resources to agencies. The imposition of the reserves at the
beginning of the year was discontinued and the portion of the annual budget
released to agencies at the start of the year was reduced: from 82 percent of the
agency budget (1999) to 85 percent (2000) and down to 75 percent (2002). In
addition, in 2002, the release of the remaining 25 percent was conditioned on the
result of the mid-year performance review. However, with the inability to
improve revenue collection as targeted, coupled with the acceleration of agency
disbursements because of other policy initiatives (i.e., the timely settlement of
accounts payables in 2000, the pump-priming effort in 2001 and the close
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monitoring of agency performance by the President in 2002), the policy of doing
away with expenditure reserves was not successfully implemented and the deficit
exceeded targets. For 2001 therefore, the FY 2000 budget was reenacted and
departments and agencies were subjected once again to economy measures and
across the board expenditure cuts. In 2003, the release of allotments is planned to
be made on a quarterly basis. This will be accompanied by a call for expenditure
reserves as well as a mid-year evaluation of agency performance.

6.8 The DBM is also in the process of automating budget releasing and
tracking through the implementation of the Budget Execution and Accountability 'rho DOP'$ 0&§d'q09
Tracking System (BEATS). The system is targeted to be operational in 2003. The
BEATS consists of the central programming and releasing system -- the ffmacuffan and
Customized Budget Execution System (CUBES), housed in DBM -- and an AccaubWabfflOD
agency-based system (ACUBES) which will link budget execution with
accounting at the agency level. CUBES will automate the programming and s (LX@L /E.q$)
issuance of Allotment Release Orders, including Special Allotment Release
Orders (SAROs), which are released to authorize capital projects covered by WH§ aamono
lump-sum appropriations and other similar expenditures requiring additional bged ro§Dses
clearance. It will also automate the programming and release of NCAs by linking
the CUBES with the Agency CUBES modules in the line departments. This will and1 &&cff§g; M$
facilitate programming on a departmental basis. YflhI 1o

6.9 The BEATS will be linked to the NGAS, first on a pilot basis in several
departments, which will include the oversight agencies. The same budget codes h@w GayornmaW
will be used in the NGAS and the BEATS. The Government is also pursuing the Accounffng
unification of the coding of personnel numbers used in the agency payroll with
those used by the Commission on Civil Service (CSC), the DBM and the $y$@m i@l$9)
Government Service Insurance System (GSIS). The expected benefits of linking
the NGAS with the budget execution system are high. Better integration of the
financial accounting management and budget execution systems will lead to
improvements in the oversight and control of budget execution, and enhance
transparency, thereby fortifying the credibility of the MTEF.

6.10 Analyzing data on budget execution for key poverty-reducing sub-sectors
however, is instructive in indicating the aspects of government operations which
need to be improved for more efficient service delivery. One important indicator
is the change of the composition of spending from budget appropriations to
actual spending. Tables 6.1 and 6.2 show the share distribution of appropriations,
allotments, and obligations for two high priority sectors at the sub-sectoral level.
The data show that the appropriated sub-sectoral shares do not always correspond
to actual expenditures (on an obligation basis). In the health sector, for example,
primary care received 42 percent of the budget allocation in 1996, but only spent
30 percent (obligations basis). The same pattern of reduced shares for primary
health care services in expenditures as compared to appropriations held from
1996-1999.

6.11 In 2000, however, expenditures on primary health care exceeded annual
appropriations with the release of additional spending authorities to the health
department from continuing appropriations. In some years the gap between
appropriations and allotments in primary health services was fairly large,
indicating that DBM withheld authorization of funding, while in other years the
gap between allotments and obligations was quite large, indicating that DOlH was
not able to obligate the allotment releases while appropriations were valid, due
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to procurement and other implementation problems. The discrepancies in

appropriations and expenditures merit further attention, given the importance of
the sub-sector to the goal of poverty-reduction, as there seems to have been a

pattern of reduced actual expenditures over the period 1996-1999. The data for

2000 seems to foreshadow the resolution of the problem, although data for 2001

should be examined to see if the problem has been resolved fully.

Table 6.1: Health: Schedule of Budget Appropriations, Allotments & Obligations by Function, 1996-2000

Share Distribution (%)
1995 1997 1998 1999 2000

x ObI lg Appr l Appr Appr
op |F | Allot |Oblg op Allot Obilg Allot Obil op Allot Obilg

Primary 42.0 32.8 30.2 34.8 33.5 28.0 36.3 32.1 19.0 26.4 30.8 23.6 25.7 31.3 30.9

Secondary 3.0 3.6 3.7 3.5 3.2 4.0 2.9 3.1 3.7 3.9 3.5 2.7 -

Tertiary 39.65 46.3 47.8 45.0 45.3 49.6 44.0 45.4 54.6 50.0 44.5 51.7 53.0 48.0 49.4

Gen.Admin. 7.8 8.8 9.4 8.4 8.9 9.3 8.3 9.8 11.2 9.5 11.0 11.0 10.6 10.3 10.0

Total 100.0 100.0 100 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0

Source: Department of Health.

Note: Values represent percentage share of each category in total Appropraftons, Allotments and Obligations.

Appropriations are based on annual General Appropriations Act approved by Congress; -Allotments and obligations include current anci continuing prolects.

6.12 The other source of discrepancy between budget allocations and actual
disbursements in DOH pertains to projects, especially the foreign-assisted
projects (FAPs). There seem to be two reasons for this. The first reason pertains
to DOH ability to secure budgetary funds to access ODA and implement FAPs.
Secondly, reported logistical problems hamper the delivery of drugs, medicine,
supplies, equipment and other assistance from the central office to the regional
offices and other field health offices. Implementation problems particularly

Table 6.2: Education: Schedule of Budget Appropriations, Allotments and Obligations by Function, 1996-2000

Share Distribution (%) - .. . -

1996 1997 1996 .1999 2000
Approp I Allol- |1Obilg Appr |I pP App Agpp,|

.___.___.._oP__ Allot Obilo op I Allot IObilg - pI Allot Oblig Allot ObilI

Primary 61.0 61.5 62.4 59.4 61.0 62.0 60.1 61.5 62.2 59.7 61.2 61.8 58.9 61.3 61.2

Secondary 19.4 19.5 19.8 19.1 19.7 20.0 19.2 19.6 19.8 19.2 19.7 19.9 19.0 19.8 19.7

TVETia 1.3 1.6 1.0 2.1 2.1 1.0 2.1 2.1 1.6 2.5 2.4 2.0 2.5 2.2 2.1

Higher
Educallon/b 18.2 17.4 1e.7 19.3 17.1 16.9 18.5 16.7 16.3 18.4 16.6 16.1 19.5 16.6 16.8

Total 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0

Source: Department of Education, Commission on Audit.

Note: Values represent percentage share ot each category in total Appropriations, Allotments and Obligations.

'Appropriatlons are based on tha annual General Appropriations Act approved by Congress; "Altotments and obligations include currant and continuing projects.

a/ Includes Technical and Vocational Education (DepEd) and Technical Education and Skills Development Authority (DOLE); b/ Includes Commisslon on Higher

Education and State Colleges and Universities.

hound projects involving LGUs because of the limited absorptive capacity of the
recipient LGUs. ODA fund utilization is especially low when LGUs are required
to co-finance the DOH-initiated local programs and projects. The problem
becomes acute when the targets of assistance are the lower-income LGUs.

6.13 In education, the primary level tended to do better in actual expenditures In health and
(obligation basis), getting a larger share of the total budget than that initially
indicated from appropriations (though Box 6.1 highlights additional concerns). education, two key

elements in the

budget execution

process impacting
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The opposite held true for higher education, which saw a smaller share of
expenditures to the total budget as compared with appropriations. On the whole,
DepEd registered high allotment-to-appropriation ratios and obligation-to- D
allotment ratios from 1996-2000, with the former ranging from 98 percent to 99
percent, and the latter from 96 percent to 99 percent. This is in part due to the -'ksc;.-. fvusi .y
fact that the major portion of the DepEd budget (95 percent) goes to the salaries
of teachers and its workforce. @ DI @

6.14 However, closer scrutiny of the data reveals problems during the budget b[ud7t@1 ;L ' -,
execution phase in the purchase of textbooks and desks, the hiring of new
teachers, and non-formal education programs. It is striking that the allotment-to- r D TI L

appropriation ratio for the purchase of textbooks was low at 59 percent, 30 $ c 7 ;
percent, and 36 percent, respectively, in 1996, 1997 and 1998. Though rising to
100 percent in 1999, it declined sharply to 19 percent in 2000, raising concerns (a) 7@ ez ? a
about the cash rationing strategy of the DBM. Equally worrisome is the low i'li
utilization of the already low allotments as indicated by an obligation-to- DOW A

allotment ratio of 42 percent for textbooks in 1997 and 0 percent in 1998, which $7lvOemn£ DrD lin
indicate weak capacity in procurement planning and monitoring in the
department. In FY 2000 however, the DepEd began an major effort to improve 7
its procurement processes to address reported anomalies in the existing La) 27 @ z.5
decentralized processes by recentralizing textbook procurement while capacity
and systems in its regional and division offices are upgraded. The low utilization wai¢h Me ainCy ii
rate, however, also points to problems in intra-departmental budget management
having to do with the role of division offices and the lack of budget authority for X
local service delivery units. authorgzo1 fundz.

6.15 As in the health sector, there are two key issues: the extent to which
DBM issues allotments in line with appropriations, and the extent to which the
agency is able to spend its authorized funds. Both issues played a role in the
difference between appropriations and actual expenditures in these sectors over
the years examined, and merit further attention because of their impact on the
quality of service delivery.

Text Box 6.1 Budget Execution and Service DeDlvery in the Education Sector

Improvements in service delivery are often attributed, in part, to increasing local control
over resource use decisions. However, in the Philippine education sector, local service
delivery units have little control over resource allocation decisions, in spite of recent
attempts to devolve greater budgetary control.

In FY2000 the DepEd, with DBM, launched a system whereby MOOE funds are released
directly to division offices and autonomous high schools. However, only those schools
that had the appropriate finance personnel (one accountant/bookkeeper and one
disbursing officer) were able to take advantage of this arrangement. The administration of
MOOE is not devolved to the remaining secondary schools (known as "non-
autonomous"). Instead, the division office makes the payments on the schools' behalf and
is tasked to keep records on what has been spent per school so that expenditures can be
checked against appropriations.

For elementary schools, the arrangements are different. The General Appropriations Act
(GAA) does not specify the MOOE allocation for each elementary school for flexibility
and manageability, the schools numbering some forty thousand. Moreov.er, it also appears
that MOOE allocation for elementary schools is not tracked for them at division level.
Instead, it is spent on their behalf by their respective division offices and the goods and
services purchased are delivered directly to the schools concerned. Elementary schools do
not therefore "see" any MOOE funds directly. In most divisions, the district offices and
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the elementary schools receive supplies and malerias .in kind' ev en as the division
offices pav for Lhe utlityv bills of the elemeniarv schools and the travel expenses of;

distnct supervisors (ClEG 2000a) In addition, some NIOOE approphated for elemenLary
schools are actually utilized by the division offices to meet their expenses. since no

formal allocation is made for such expenses in the GAA. Thus, some district offices and

elementary schools get no NIOOE at all from DepEd because mans division
superintendents claim there is not enough to reach all elemetiary schools iNuqui and

Solis 2000 . Consequently. access to resources and control over resource allocation

decision making at the level of the school continue to be senouslv limiledi

It has been argued that the direct release system to schools has the advantage of being

supportive of the school-based management iniiati-e that has been started (CHED
2000a)! In terms of cash management, it also offers the advantage of reducing the "cash

float" and enhancing the control o%er cash resources. However, the direct release system
requires the presence of A competent financial manageirentVand monitoring function at:

ihe level of divisions and schools.

6.16 Congress, concerned about DBM's role in reallocating the budget
appropriations, introduced an anti-impoundment provision in the FY2002
General Appropriations Bill. The "Prohibition Against Impoundment of

Appropriations" required that DBM issue guidelines on the imposition of
reserves in coordination with the congressional Committees on Appropriations
and Finance. Congress' intent was to limit DBM's ability to steer resources COA has initiated
toward its preferred programs and increase executive accountability to Congress. the design and
DBM's response has been to release 75 percent of allotments at the beginning of

the fiscal year, basing the release of the remainder on the results of its mid-year implementation of a
review. This may turn out to be the forerunner of a scheme to move away from
across-the-board budget cuts and support the performance management system New Government
(viz. the OPIF) that DBM is putting in place. Accounting System

C. Accounting, Reporting, and the New Government Accounting (NGAS), and is

System (NGAS): Issues and Actions Taken
working to develop

6.17 Based on recommendations from existing analyses for improvements in
accounting, COA, which is constitutionally mandated to promulgate policies, an accounting
rules and procedures on accounting and auditing, has designed and initiated a software package for
phased implementation of a new government accounting system (NGAS) from

January 1, 2002. The NGAS aims to: (a) simplify government accounting; (b) its computerization.
conform to international accounting standards; and (c) generate periodic and
relevant financial statements for better performance monitoring. COA is also

developing an accounting software package for computerization of the NGAS.

6.18 All national government agencies adopted the new system starting
January 1, 2002. The NGAS has several features that make it a significantly
better system, including a modified accrual accounting basis, improved
accounting for assets, in which all depreciable assets shall be capitalized and

depreciation shall be recognized in the income and expenditure statements, the

adoption of a single fund concept, and a simplified three-digit chart of accounts,

among others. COA is also developing a computerized version of the NGAS.

6.19 With the introduction of the NGAS, a simplified annual financial
reporting is also required. All agencies are required to prepare a balance sheet,

income and expenditure statement and a cash flow statement. There are

approximately one hundred reports produced by agencies for budget and
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financial control purposes. The introduction of NGAS is an opportunity for the
Government to review the requirements of the various oversight agencies and
prescribe a more streamlined set monitoring reports for their use. Pilots are under
way in DSWD, DepEd, and DPWH to improve financial management reporting.

6.20 The introduction of NGAS means that approximately 3,700 independent
accounting units at the national and local government level will have to switch to
the new system. The logistics of such a large scale change without a period of
parallel implementation carry very high risks. However, given the complexities $@yera1 i@atur@2 &Ot
of the old system, COA had no option but to opt for a "big bang" approach in
installing NGAS and organized a nationwide training of trainers during the three Make it a
months preceding the introduction of the new system. .

6.21 Notwithstanding the above efforts, the government will have to take
careful measures to ensure that NGAS implementation takes place without the . . "',.

risk of a serious breakdown of financial controls during the transition. The main
risks arise from (a) the fast tracking of the development of an accounting
procedures manual to guide agency and LGU financial staff; (b) ensuring the full 2. _ _ e I a crguJlly
coverage and adequate training of agency and LGU staff, (c) COA's capacity to
provide adequate troubleshooting support when implementation problems
surface; (d) synchronization of the linking of the new chart of accounts with the M oesf ori s
budgetary accounts; and (e) the development of the management information
system needed to carry out effective budget control at the oversight and agency bdO'Wv 017
levels. ffhaflcia§

6.22 To address these risks, COA has adopted a strategy of phased
implementation, focusing first on setting up the basic manual system. This will a
be followed by computerization. The final step will be to develop a Government
Integrated Financial Management System that will provide management and
financial information at various levels of Government.

6.23 It must be stressed, though, that implementation and sequencing issues
will require very careful monitoring during the pilot phase, and users' queries
and system problems sorted out. It will be crucial to develop linkages between
the NGAS on the one hand, and the BEATS and the other oversight agency
systems on the other, as early as possible. This will entail very close
coordination and consultation between COA, DBM, BTR and NEDA.

D. Treasury, Payment and Cash Management: .Issues and Actions Taken

6.24 The DOF's Bureau of Treasury (BTR) is responsible for all cash
collections, payments and management of the public debt in the Philippines. As a
result, DBM as manager of appropriations and BTR as manager of government
bank accounts are closely involved in the cash management function.

6.25 The DBCC has the overall responsibility for budget and cash
management. The DBCC Technical Group includes the Cash Programming and
Monitoring Committee (CPMC), chaired by the Treasurer of the Philippines.
The CPMC regularly meets to assess the fiscal performance of the national
government and recommends to the DBCC the annual and quarterly cash budget
programs of the national government. These cash budget programs are monitored
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closely and updated from time to time to take into account significant fiscal
developments and status of resources and expenditures.

6.26 In addition, the BTR monitors the Treasury's cash flow through a Cash
Flow Committee. The Committee, chaired by the Treasurer of the Philippines,
also reports the forecast on the level and direction of the yield rates for
government securities to guide the Auction Committee composed on BTR, DOF
and BSP. The Committee updates cash forecasts based on daily estimates of cash
inflow, outflow and debt service requirements.

6.27 The authorization for government agencies to incur expenditure begins
with DBM issuing budget allotments pursuant to appropriations authorized by the
Congress. In addition, DBM also issues NCAs in consultation with BTR. The
NCA acts as a second level of control as recipients of allotments can incur
obligations but cannot make payments until they receive NCAs.

6.28 All government payments are made through authorized government
service banks through the Modified Disbursement System (MDS) introduced in
1990. Under MDS, BTR deposits seed funds (estimated to equal two days of cash
disbursements) with the head offices of the government service banks. The
authorized government service banks maintain separate sub-MDS accounts for
each agency by fund and for the central and regional offices. The spending
agencies receive NCAs, which are treated as deposits, or authorizations to issue
checks. Agencies issue checks against NCAs which are honored by the respective
service bank branch. A summary of checks paid and a request for replenishment
is submitted daily by the head office of the service banks to BTR. A daily
summary of MDS checks negotiated is also sent to BTR through its provincial
and regional offices. BTR validates the replenishment requests received from the
service bank head offices against the data received from the regional offices and
releases the replenishment daily.

6.29 The MDS system was designed to rationalize the payments system to a
few bank accounts (currently only four banks are used) and eliminate idle cash

by centralizing the cash floats to these banks. However, the system has some
control weaknesses. Although BTR regional and provincial offices are required
to reconcile the bank accounts with summaries of issued checks sent by the
agencies, reconciliation is carried out several months in arrear. Also, BTR has no
access to agency books of accounts (such access is given only to COA).
Instructions on reconciling these pro forma accounts with the accounts kept by
banks have yet to be developed.

6.30 Although the primary recipients of NCAs are required to use MDS bank
accounts for disbursing funds, any secondary allocation of NCAs to district
offices or another agency requires funding by commercial check. The recipients
of these secondary allocations deposit these checks to separate bank accounts
until they are actually disbursed. There are several thousand such accounts
currently in existence. The total amount in deposit as of 2000 amounted to PhP52
billion. DOF-DBM Joint Circular 1-90 requires that the provincial offices and
operating units receiving these funding checks withdraw the unexpended balance
of the deposit account at the end of the year and remit the amount to the Bureau
of the Treasury. A copy of the remittance advice is given to the pertinent
regional office of the agency concerned. In addition, cash advances are made
from the MDS bank accounts to disbursing officers for payment of salaries and
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other expenses. The unliquidated cash advances with government disbursing
officers at the end of 2000 amounted to PhP1 1 billion. The above cash balances
are outside BTR control and pose a serious fiduciary risk.

6.31 Tax and customs collections are deposited into accredited bank accounts
and transferred to the BSP on designated periods for the account of the BTR. In
the collection and remittance of BIR taxes, three systems are being adopted.
First, taxes collected by authorized agent banks, which are mostly over-the-
counter payments made by non-large taxpayers, are required to be transferred by
the collecting banks to the account of the BTR with the BSP on the sixth calendar
day, counted from the day of collection. The BSP provides the BTR with a credit
advice supported by a summary list of the bank's daily total collections and
remittances by date. Second, taxes collected by government financial institutions
(the Land Bank of the Philippines and the Development Bank of the Philippines)
from large taxpayers are credited to the TOP account with the GFIs on the day of
collection. The BTR monitors the collection through an on-line facility. The BTR
withdraws the amount on day 6 through a letter authority. Third, taxes collected
by BIR Collecting Officers (COs), and COs of other government offices and
LGUs or local treasurers are deposited with the GFIs. These collections are
credited to the BTR account on day 1 also. BTR withdraws the amount on day 6.
The system of reporting and reconciliation is the same for national collections.

6.32 Effective August 1, 2002, another system of collecting BlR taxes was
implemented. This system is called the Electronic Filing and Payment System
(EFPS). As of September 30, 2002, there were two private banks, in addition to
the 3 GFIs, which were collecting taxes through the EFPS. Participating banks
are required to credit the tax collections to the BTR-BIR Hinged Account. This is
a settlement account which is emptied/transferred by the banks at the end of the
day to a liability account called "due to BTR." On the fifth calendar day, counted
from the day of collection, the banks remit collected taxes to the BTR deposit
account with the banks in the case of the GFIs or the BTR account with BSP, in
the case of the private banks.

6.33 In the collection and remittance of customs duties on the other hand, two
systems are being adopted. First, customs duties collected by the authorized
agent banks are transferred by the collecting banks to the BTR account with the
BSP on the eleventh calendar day from the day of collection. BSP provides the
BTR with a credit advice. Second, customs duties collected by BOC's collecting
officers are deposited with the GFIs which in turn credit the BTR account on day
1. BTR withdraws the amount on day 6. BIR and BOC maintain records of
collections and reconcile with BTR. BTR accesses its bank statement with BSP
electronically. BSP also prepares credit advice of bank's daily remittances with a
summary list of banks' daily collections by date of collections and by date of
remittance.

6.34 Reconciliation of remittances with BIR and BOC records are carried out
by the accounting group at BTR (in the past, such reconciliation has proved
difficult and has been a cause for concern). As with cash payments, delays in
reconciling bank deposits with BIR and BOC records pose a serious control
weakness in the current system.

6.35 The NGAS proposes a separate set of national books to be maintained by
the collecting agencies with a reciprocal set of books by BTR for accounting for
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government revenue that are required by law to be remitted to the Treasury. It is

expected that this new accounting arrangement would largely solve the

reconciliation problems encountered in the past. COA needs to develop more

detailed accounting instructions, as part of the proposed accounting procedures

manual, to avoid the past problems in accounting for revenues/collections.

6.36 Internal control weaknesses and resulting risks in cash management arise

from (a) BTR reliance on bank information on deposits to account for revenue

collection; (b) delayed ability or inability to fully reconcile bank information

with collecting agency records; (c) reliance on bank information on payments for

replenishment of service bank accounts and the backlog of reconciliation with

agency records; and (d) the fact that large sums of cash and bank deposits that are

maintained by agencies or disbursing officers outside BTR control.

6.37 Internal control weaknesses create cash management risks that need to be

addressed by improved accounting and reporting requirements. As indicated,

NGAS has changed the accounting arrangements for both payments and receipts

of cash. The accounting rules and mapping of old accounting codes (on which

Treasury's computerized cash management system is based) to new accounting

codes have been developed. However, problems are being encountered in the

compliance of agencies with regards to the new revenue coding system.

Performance Management: The Filipino Experience in
International Context

A. Organizational Performance Indicator Framework (OPIF): Issues and

Actions Taken

6.38 The OPIF is at the stage where it should be refined based on good

practice in selected agencies and supported by systematic organizational The OPIF now
development (including capacity building) for line agencies in the use of the needs to be refined
framework.

6.39 The focus of the MTEF on outcomes is dependant upon the ability of the based on good
government to link and effectively use various elements of a performance practice in selected
measurement and management framework. In addition to the planning and SEER

processes, the OPIF is fundamental for operationalizing planning and budgeting agencies and

reforms. The government has introduced a performance measurement and

mnanagement framework at the national level and is currently in the process of supported by
rolling it out to line agencies. Linked to the SEER and budgeting process, the systematic training
goal of the OPIF, which was first introduced in the FY2000 Budget Call, is to

increase the accountability of the agencies through a reporting of their outputs programs for line

and outcomes that measures the agency impact on the development goals and agencies
objectives set out in the MTPDP. g

6.40 The OPIF was subsequently refined. As presented in the FY2002 Budget

Call, it requires the presentation of: (a) intermediate sectoral outcomes, which are

based on the MTPDP, (b) intermediate sub-sectoral outcomes, which typically

correspond to departmental outcomes, and (c) intermediate organizational

outcomes, which are the agency-specific disaggregation of sub-sector

outcomes.S3 BP206 requires agencies to specify performance indicators,

capturing those intermediate outcomes over which the department has

"significant influence or control." Agencies are also required to specify their
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major final outputs (MFOs) and performance indicators for each IvFO. Types of
performance indicators will include quantity, quality or timeliness, key processes,
and client satisfaction feedback indicators.

6.41 The OPIF is still at the early stage of development, though it seems that
the system envisaged by the oversight agencies has outpaced the capacity of the
line agencies to implement it. During the FY2000 and FY2001 budget cycles
agencies submitted performance indicators which conformed to the traditional
input-based indicators. Many agencies submitted indicators such as "number of
meetings attended" and "number of reports produced." The health sector, for
example, is thus far focusing on administrative indicators, rather then output-
based indicators. Performance indicators submitted by DOH include, for
example, "number of clinical practice guidelines developed," "number of training
sessions provided," and "number of licenses issued," which would fall under the
classification of input indicator. It seems clear that the OPIF system has not been
fully understood by line agencies. As a result, few agencies have thus far
complied fully with BP206, and some agencies, though they have specified some
performance measures, have not presented any performance data.

6.42 In the 2002 mid-year performance review, however, while reported
performance indicators were still primarily on quantities of accomplishments (i.e.
vis-a-vis quality indicators) hospitals for instance have started reporting on
survival rates, length of stay, number of relapse. Another hurdle to
implementation has been the difficulty agencies have in defining their iVFOs and
linking them with the MTPDP. Sectoral outcomes as specified in the MTPDP are
not presented in a uniform way across sectors, resulting in some sectors having
difficulty identifying their MFOs from the MTPDP. NEDA and DBM lent
support to the sectors on deducing their MFOs, though that there is a problem
deducing MFOs from the MTPDP suggests both insufficient capacity at the line
agency level to utilize the OPIF and a lack of clarity in the MTPDP itself.
Refining the planning process at the level of the oversight agencies and
improving the sectoral planning process so that sectoral outcomes are clearly
specified in all sectors could help develop performance indicators by line
agencies.

6.43 Currently, DBM plans to discuss subrmissions of performance indicators
with line departments during the FY2004 budget process. The goal is to agree on
performance indicators, jointly develop targets, and present the indicators and
targets as part of the FY2004 budget. However, given that many agencies have
yet to develop adequate MFOs, the plan may be premature. To ensure that the
development of the OPIF system in the oversight agencies does not continue to
surpass line agency implementation capacity, DBM should consider how
performance data can be included in the FY2003 budget in a meaningful way that
will make a difference for managing line agencies and improving service
delivery. Extensive capacity building might be required before this is feasible.
Moreover, new initiatives, unless departments are sure they can implement them,
should be postponed until the existing OPIF system is consolidated.

6.44 DBM's approach thus far has been to allow wide latitude to the agencies
to develop their indicators. Both DAR (Text Box 6.2) and DSWD have made
progress in the fleshing out of the OPIF to their respective departments. It would
benefit DBM as well as other line agencies if the experiences to date with the
OPIF were studied and disseminated. By producing a lessons learned note, DBM
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could distill key challenges and successes that agencies have had in adapting the

OPIF. To the extent that performance contracting at the level of agency

managers is being adopted (as in the case of DSWD), DBM, the Civil Service

Commission (CSC) and Career Executive Service Board can assist the agency to

link personnel evaluation systems with agency organizational performance

targets and use their learnings to replicate the activity to others.

Text Box 6.2 Performance Measurement & Management In Agriculture & Natural
Resources

The Sub-Committee on Plan Performance Indicator System (SCPPIS) for the agriculture

and natural resources sector has been in the forefront of initiatives to enhance sector

performance. Originally, the link between "sector outcomes" and "agency-level outputs"

was not clear. Agency performance was being assessed in terms of a minutiae of "input

indicators," such as the number of meetings. Agencies have been complaining about

tedious reporting on input indicators and the resulting perception of "micromanagement"

by oversight agencies. Now, there is agreement among the rural sector agencies (DA,

DAR, DENR) regarding sector level outcomes, and each agency's expected contributions

defined in terms of Major Final Outputs - and an emerging shift toward results-

management. This is a first step toward sector performance enhancement, to ensure that

each agency's programs, activities, and projects are directly and strongly linked to agreed

sector outcomes. As a result of this initiative, the social sector and other sectors are

developing their own performance indicator systems.

The next step is for an independent and objective performance assessment system to be

established for the sector as a whole, and for each agency. This is addressed under the on-

going Capacity Building for Operationalizing and RD/NRM Plan Performance

Monitoring Project being supported by the World Bank. Under this project, each

agency's monitoring and evaluation system is being improved such that within 12 to 18

months, outcome and impact indicators can be subjected to objective assessment by third

parties. This is intended to clarify and strengthen accountability and transparency in each

agency, including an active role for the private sector and civil society. In the rural

sector, this has begun with the participation of private sector and civil society

representatives in various consultation forums related to the capacity-building project.

They are expected to participate more actively in the future and even to run a parallel

performance indicator system.

The SCPPIS is being careful in addressing the political sensitivity of inter-agency

resource allocation. The idea is to follow a phased approach. The first step is to enhance

the intra-agency resource allocation system, and then to subject results to an independent

objective assessment. The result of such an assessment can then serve as a basis for

resource reallocation within and across agencies. After applying this system over a few

planning and budgeting cycles, possible re-allocation of resources to more efficient uses

can be considered.

6.45 Indeed, the shift from measuring and controlling inputs to measuring and

controlling performance is huge, and requires not only a change in mindset but

the necessary capacity building to adapt the new framework. It also requires an

institutional framework that supports the application of a performance orientation

on the job and aligns incentives accordingly (Text Box 6.3). The internal and

external forces that are driving the shift to performance of the government as a

whole must be coupled with a shift to performance by individual agencies and

workers in those agencies. All actors in government must see that the derivation

and sharing of information is a vital factor in achieving objectives, allocating

scarce resources, and delivering benefits, and in doing so eclipse the simplistic

notion of a system only for rewards and punishments. The strategy should

reinforce the importance of performance at the level of the individual, managers
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within agencies, the executive branch, and the larger system within which
government operates.

6.46 Though DBM and NEDA conducted some workshops on the OPIF over
the past few years, there is a clear, pressing need for a sustained capacity building
program at both the line and oversight agency levels. Some agencies reported
that the workshops were inadequate for their needs and decided to pursue reforms
without requesting direct assistance from the oversight agencies. As a result
DBM initiated sessions to coach agencies in the development of outcome-based
performance indicators in 2002. This was followed by the undertaking of the
mid-year performance review of DBM, focusing on results. These efforts will
have to be sustained and NEDA and DBM can reinforce the message to agencies
in the planning and budgeting activities.

1TentBoD 6.3 Goad rcfdceim Teri lornr i.'Tie > m.e -.. lon

For the past two decades, governments have been "in search cf -results." Athough
strategies vary across countries, similar elements appear to contribute to a successful shift
to a results-based culture. Among these elements are: (i) a well-defined and
comprehensive strategy, with phased implementation and strong leadorship (champions)
at the most senior levels of government; (ii) incentives for chango-economic pressures,
pressures from civil society, increased need for resource control and service delivery at
decentralized levels, or external pressures; (iii) a clear mandate for making a shift to.
performance coupled with adequate capacity to do so; (iv) pockets of innovation to use as
models for good practice and pilot programs; and (v) clear links to bufget and resource
allocation decisions;

No single best method exists to introduce performance management into the many
institutions and policy-making activities of government. Some countries have, over
several years, introduced strategic plans, performance indicators, anci annual performance
plans and integrated them into annual budget documents (Australia, Uniked States). Other
countries have included program performance indicators that crzi be audited in their
annual financial reports (Finland, Sweden), or used periormarce agreements between
ministers and heads of government agencies (New Zealand, United Kingdom). Argentina
and Romania are initiating performaance-based budgeting strategies. In these two
countries, performance indicators for government programs are being finked to aliocated
budget envelopes, reported in budget annexes at the start of each budgeted year, anid
audited at year's end.

While most OECD countries have adopted government-wide approaches in introducing
performance management, many countries began with perfonrance pilots or With
initiatives confined to one or more sectors. Some countries have grwted freestanding
authorities greater flexibility to use resources within an overall budget envelope in
exchange for greater accountability from leaders and organizations for specific results
(Next Steps Agencies in the UK). Other countries have supported pilot actevities within
government organizations to lead the way and encourage more initiatives and replication
(Reinvention Laboratories). By beginning with a few programs and sectors, governments
attempt to create favorable conditions for public sector learning and sxperinentation
before mainstreaming the effort. Other countries find that ancouragirtg and supporting
sectors where a clear reform effort is underway (for exam.-le, the health sector in
Bangladesh, Ghana and the, Kyrgyz Republic) allows innovative eiTrts to move forward,
regardless of commitment from the highest political levels to implemenit a more
comprehensive strategy.

Still other countries have found it useful to focus on the users or beneficiaries of
government services or on one client group, such as women and girls or children (United
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Kingdom, Citizens' Charter). This strategy includes developing key performance
indicators that cut across line ministries with a specific focus on improving those
government programs to support a particular group of citizens. This strategy can also help
move forward a national agenda in a program area, rather than waiting for the entire
government to embrace performance mnanagement.

Finally, a few countries, such as Malaysia, have adapted to public sector reform a model
known as 'total quality management', developed by industry to improve manufacturing
processes. Total quality management has generally been introduced after reform
processes are well underway, but the focus of quality management on customers is
relevant to reform efforts at all stages.

Clearly, an array of strategies is required because each country is unique. International
experience recognizes that reform strategies evolve and are modified over time, but to be
sustainable, a results focus requires a solid foundation on which these systems must be
built. The foundation includes incentives to support a performance culture, clearly
defined roles and responsibilities, accountability, and sufficient technical and managerial
capacity. It also requires a sustained commitment, a mix of positive internal and external
pressures, sufficient capacity, and clear linkages to the country's reform agenda and
resources.

6.47 In the Philippines, there has been considerable investment by donors
throughout the 1990s in capacity development for oversight bodies, line agencies,
local governments and project implementation units. While these may have
helped to create awareness and proponents of improved performance at the
policy level in agencies, sufficient capacity to shift to performance management
remains weak. This is perhaps due in part to the predominate focus of capacity
building programs on training, development of manuals, software, and use of
intemational consultants without sufficient attention to institutional systems,
personal responsibility, and incentives for sustainable integration of new skills
into the workplace. On-going or future capacity building programs should be

developed within a comprehensive organizational development model for human
resources, including strategies for incentives and support structures in the

workplace.

6.48 DBM and COA should also coordinate their performance evaluation
plans, as COA is moving more into value for money type (VFM) audits.
Integrating targeted VFM audits into the OPIF might help line agencies learn
how to improve performance measurement. The traditional financial compliance
and efficiency focus of independent agency audits should be augmented with a
focus on if and how the agency is working to achieve its mission and its
effectiveness. COA performs this role, but predominantly focused on traditional
audit functions, with minimal VFM audits, which in most cases focus on
efficiency rather than effectiveness of programs.

B. . External Performance Management and Oversight: Issues and
Actions Taken

6.49 The government has undertaken innovative initiatives in fostering greater
civil society and legislative participation in the budget process and these should
be extended and deepened.

6.50 Of the four stages of the budget process, performance evaluation and
oversight remains the most underdeveloped. Structures and mechanisms for
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oversight exist, but there is a reluctance to enforce sanctions or to take remedial
action. There is limited capacity for independent budget monitoring, evaluation
and analysis particularly at the local level. Oversight should be a fundamental
role of Congress, but it is not fulfilling this function effectively. Enhancing
transparency at all stages of the budget process will help to increase
accountability and strengthen the oversight role of civil society groups. In most
countries, the legislature and civil society form partnerships to oversee the
executive. In the Philippines, there is a strong partnership between civil society
and the executive, and more limited collaboration with Congress. Us@ arnmenVz

6.51 The Role of Civil Society in Budget Performance Management and kno,aVve
Oversight. A movement toward greater transparency and accountability in public
sector budgeting has accompanied the growing trend of introducing public lhkWiyes in
expenditure reforms in developing countries. Historically, drawing up the budget
was considered the exclusive domain of the executive, and was a closed process. st@g;ng greaeor
Transparency, accountability and participation are mutually reinforcing and joint civO socWY
requirements for improving government performance. In order to hold
government accountable, Congress and civil society need access to timely, ,a¢ 1ic dbes in gee
reliable and understandable information on priorities, budget allocations and , 
outcomes. If transparency is to lead to greater accountability, monitoring and ;' _ l
evaluation should be converted into action, and civil society should have avenues zhould t
to use the information for active participation. The Philippines has a long history
of civil society monitoring of various aspects of public services, including O-V@andadsnd
quality, access and corruption. The government has stressed the importance of deepened.
partnerships with the private sector and civil society to improve transparency and
accountability.

6.52 The involvement of actors outside of the executive can improve policy
and allocation decisions by bringing different perspectives to budget debates, and
in particular in representing community interests. In many countries, the
involvement of civil society in the budget is restricted to commenting on the final
product once it has been passed by the legislature. In that regard, the Philippines
can be considered progressive, since civil society is involved in the budget
planning and preparation process. The Budget Call for the 2002 budget
preparation specifically required agencies to consult with civil society "to ensure
that the people's participation in the formulation of the FY2002 budget proposals
is maximized." For the first time civil society groups were invited to attend the
technical budget hearings as observers to orient them in the procedures and
mechanics of the budget process. In addition, civil society groups are represented
on NEDA Planning Committees. Such participation allows civil society to make
inputs early in the process and increases understanding of the budget process and
the trade-offs made.

6.53 A further encouraging development in fostering accountability has been
the initiative to institutionalize client service delivery surveys, including those
conducted by independent agencies. The results of such surveys serve as a useful
input into the overall as well as agency planning and evaluation processes as they
indicate priority areas for improvement, as perceived by users of the final outputs
of agencies.

6.54 In the Philippines, civil society has formed a much stronger partnership
with the executive than with Congress, and in particular with the Committee on
Appropriations. Although the committee will allow civil society groups to attend
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the budget hearings as observers, and to distribute materials to members, they are
not permitted to make formal submissions unless specifically requested to

provide expert input on specific topics. Part of the reason for the development of
strong working relationships between civil society and the executive at the
national level is the nature of civil society itself. A well developed informal
network of relationships exist between the executive, academe, and NGOs,
allowing greater understanding of policy issues, processes and the sharing of
information. For example, oversight agencies interact with, and have given
budget briefings to, a number of watchdog groups such as Procurement Watch,
the Philippine Governance Forum (PGF) and Government Watch. The risk of this

type of engagement is that it can lead to a diluting of independent analysis and
critical reflection. The challenge for civil society is to play the role of critical
ally, whereby a working relationship is established that allows civil society to
work with government in providing research, training, and monitoring, but that
retains the ability to provide constructive criticism where necessary.

6.55 Building these relationships can strengthen the budget process in a
number of ways. Civil society groups can play an invaluable role in demystifying
the budget and enhancing participation. Civil society groups (including private
sector organizations and the media) can develop budget literacy and stimulate
debate among citizens, interest groups and legislators. One common problem is
that civil society groups themselves lack the technical expertise or resources to
undertake this type of work. The Philippine Governance Forum has begun to do
this type of work through the Budget Advocacy Project (BAP) and Government
Watch. To date, however, the majority of technical inputs at briefings have been

made by resource persons from the executive.

6.56 Budget advocacy tends to be demand-driven, because budget analysis
takes time and requires some technical skills. Non-governmental organizations
tend to be sectorally based, and focus more on policy issues than on budget
analysis or expenditure tracking. For example, one area in which civil society
coalitions are particularly active is anti-corruption. Three particularly active
groups in this arena are Procurement Watch, the Transparent Accountable
Government Network and the Philippine Center for Investigative Journalism.
These groups are gaining credibility and a constituency, but their focus is on
monitoring and reporting on corruption rather than on budget issues.

6.57 The BAP has been established to promote a more transparent national
budget process. Its four main objectives are to (i) develop the capacity of sector
NGOs to analyze sector budgets; (ii) provide reliable, timely data to allow
organizations to intervene; (iii) provide independent budget analysis; and (iv) to
raise budget literacy. To date the BAP has focused only on three departments -
the Department of Agrarian Reform, the Department of Agriculture and the
Department of Environment and Natural Resources. The focus has also been on
the national level, given resource constraints. Very few NGOs currently have the
capacity to effectively track expenditures, although the Legal Resources Center
and the Agrarian Reform Alliance have begun to track local government
expenditures in a limited number of locations.

6.58 Under its Government Watch project, the PGF is initiating expenditure
tracking in projects of the DOH, DPWH, DepEd, and DSWD since these
agencies have large budgets with significant social welfare implications. As
mentioned previously, the partnership developed between the executive and the
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PGF facilitates access to information and has led to a collaborative effort. The
emphasis is on assisting the departments to track and verify the quantity and
quality of reported outputs and assist the department improve aspects of
operations, it is not primarily intended as an exercise in performance assessment.
A Memorandum of Understanding is signed with the concerned agencies, and
Government Watch tracks priority projects agreed with the agency. The findings
of the studies are shared with the department prior to being published such that
the initiative is collaborative rather than confrontational. A key strength of this
initiative, in contrast to more detailed tracking studies, is that it relies on a simple
monitoring mechanism that needs little technical expertise and could be easily
replicated by local level.

6.59 Although these are innovative projects, they are presently restricted to
the national level. Points of access for civil society intervention at the local level
are more limited. They have tended to be concentrated in development planning
committees (as required by the Local Government Code), school boards and so
on. Some groups have formed linkages with the Sanggunian but these are not
institutionalized. Many NGOs active at the local level do not have the capacity to
engage with budget issues and concentrate only on participation in planning.

6.60 To enhance the ability of civil society to engage in budget analysis and
advocacy and to hold Government to account, access to credible, timely and user-
friendly information is critical. Publishing a sunmmary of broad expenditure
allocations by sector and sub-sector in conjunction with an explanation of the
policy thrust of the MTEF would go a long way to improving transparency and
generating public support. These documents could as serve as an indication of
how the SONA commitments will be met over the medium term. If the medium
term projections were submitted to Congress for discussion it could also help in
promoting fiscal discipline. If Congress were to endorse the broad fiscal
aggregates and sectoral ceilings, and this is publicized, it would be more difficult
to backtrack or to make deviations from these during the approval process,
without having to provide a public explanation. An appropriate strategy and
timetable for gaining greater congressional commitment to the MTEF should be
developed as the political situation allows.

6.61 The Role of the Congress in Budget Performance Management and
Oversight. Legislative oversight is an essential mandate and responsibility of
Congress, yet it is broadly accepted that the oversight function of Congress
remains weak. A report by the newly constituted Committee on Oversight notes
that 'The legislative output and initiatives of Congress arising from the exercise
of its oversight power is dismally low if not totally absent." One measure the
committee refers to is that since 1991, 23 laws of national significance have been
enacted but not implemented owing to a lack of funds. In recognition of the
importance of legislative oversight, the rules and regulations of the House of
Representatives during the Ninth Congress specifically mandated all committees
to create a sub-commnittee on oversight. These sub-committees became optional
in subsequent congresses, and are regarded as largely being ineffective, owing in
part to a lack of "resources, staff and expertise."55

6.62 This observation is particularly pertinent with regard to the budget.
Considerably more attention is paid by Congress to the budget approval process,
where reallocations may be made, than to monitoring budget execution or
evaluating the impact of expenditures. The Philippine Congress has considerable
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authority to make amendments or reallocations within the proposed budget, as is
typical in presidential systems. A presidential system provides the mechanism for
local interests to be incorporated in the budget through special projects of
members of Congress, but this also provides opportunities for introducing
distortions. To minimize these distortions, however, for the past two years
restrictions have been imposed by the Committee on Appropriations (in
consultation with DBM) on the categories of expenditure allowed for
congressional discretionary funds, although the overall size has increased. In
addition, the amount of congressional initiatives in agency budgets has decreased
over time.

6.63 It is in the context of congressional attention to resource allocation
decisions during the budget approval process that questions about the credibility
of the MTEF arise. Given the importance of Congress' role in the budget process,
congressional support for the MTEF will be absolutely necessary for its success.
Efforts must be made to convince congress that the intent of the MTEF is not to
limit congressional control over resource allocation. To that end the executive
should develop a strategy for engaging Congress' interest in the MTEF and
building support for the medium term vision, both in terms of plans and budgets,
through greater consultation and discussion. DBM has broached the idea of a
law with Congress on the principles of fiscal responsibility following examples
in the United States, Australia and New Zealand, recognizing the need for
stronger cooperation on expenditure policy and allocation.

6.64 In technical, as opposed to political, terms, the capacity of Congress to
undertake budget analysis and reprioritization of proposed expenditure
allocations is limited and fragmented. The Committee on Appropriations has its
own technical staff, several of whom were recruited from DBM and as such have
requisite expertise in budget analysis. Many other sectoral committees, however,
do not have the technical staffs necessary to undertake technical budget analysis.
In addition to the appropriations committee, independent analysis of the

President's budget proposal is also provided by the Congressional Planning and
Budget Office (CPBO), whose reports are used predominantly by members of the
minority parties, the media, and civil society groups. The institutional
relationship between the CPBO and the Committee on Appropriations, however,
is currently weak. The Appropriations Committee also currently maintains strong
relationships with executive agencies, and as such has open access to budgetary

information. CPBO is working to establish closer linkages with the oversight
agencies of the executive - COA, NEDA, DBM and DOF - in order to improve
access to information and to promote collaboration.

6.65 Moreover, the new Commnittee on Oversight has committed itself to
conducting independent and objective policy and program analyses. The
Committee has identified four main issues on which it will focus: (i) fighting
graft and corruption in the Philippines; (ii) improving the generation and
utilization of scarce resources; (iii) ensuring that government's anti-poverty
reduction programs reach the intended beneficiaries and (iv) strengthening
governance through the institutionalization of a Filipino Report Card-type system
in government. Despite these laudable objectives, however, the Committee has
made it clear that it intends to limit its oversight to undertaking monitoring
activities and issuing recommendations. It remains to be seen whether the
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committees on appropriations and oversight will increase congressional capacity
to improve budget oversight.

ReLcommendations

6.66 In the short teirm the Government is pursuing the following actions:

a) DBM and COA are linking the Budget Execution and Accountability
Tracking System (BEATS) with the NGAS and simplifying Icey resource-
releasing processes;

b) DBM is working with DepEd, DOH and DSWD in the areas of procurement,
financial management and information technology under the Social
Expenditure Management Project in light of the problems with budget
execution procedures at the departmental level to formulate a plan to improve
absorptive capacity and install the needed systems.

c) A position paper for an agency controllership function is being prepared
(with an implementation plan), aimed at fully integrating financial
management into agency management processes under the SEMIP technical
assistance program.

d) BTR with the assistance of DOF is addressing the identified internal control
weaknesses by taking immediate action to tighten cash control and
management. A working group has been established under the DBCC to
better define accounting and reporting requirements for revenue remnittance
and cash management by agencies and the BTR. Moreover, an electronic link
is planned to be established between DBCC member agencies to facilitate the
monitoring of fiscal performance. As part of the review, consideration
should also be given to transfer of the responsibility for issue of NCAs to
BTR. This will separate the cash and budget management functions and
place BTR as the sole responsible agency for cash management.

e) DBM, NEDA and the line agencies should review the OPIF experience to
date to prepare a time-bound action plan (with estimates of resources needed
at the central and line department level) for OPIF implementation
government-wide. Specifically, the government could review the OPIF
experience in selected departments to produce a 'lessons learned' note on
best practice pilot experiences with the OPIF and dissemninate the findings to
line agencies; the review could also be used to prepare the time-bound action
plan referred to above.

6.67 In the medium term, desirable actions could comprise:

a) Development of a medium-term capacity building program by DBM, in
conjunction with line agencies, including a strategy for change management
for line agencies in implementing the OPIF;

b) Development of a strategy by the executive for engaging Congress' interest
in the MTEF and building support for the medium term vision, both in terms
of plans and budgets, through greater consultation and discussion;

c) To strengthen the credibility of the MTEF and build broad-based consensus
on MTEF priorities across political lines, it would be desirable for the
executive to negotiate a joint resolution on the principles of fiscal
responsibility with Congress, the principal elements of which could be: (a)
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endorsement by Congress of the MTEF in terms of policy directions, the
fiscal framework, and three-year expenditure allocations; (b) agreements
about the categories or amounts of expenditure reallocations that could be
made; (c) dispositive actions on unfunded laws; and (d) training workshops
for congress on selected public expenditure management issues; and

d) It would also be appropriate to strengthen the capacity of the House
Committee of Appropriations, Senate Finance Committee, and the CPBO to
undertake budget and program analysis. Similarly, budget advocacy efforts
with the civil society organizations should be promoted. The CPBO and
CSOs can be enabled to become a more significant player in congressional-
executive budget deliberations.

6.68 In the longer term, it would be preferable to develop a program to
strengthen the controllership function, both at the agency and oversight levels,
and develop a profile of future agency controllers.
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7.1 The last several years have seen a continued impetus from the executive for
reforming public procurement in the Philippines. This chapter outlines the key
initiatives taken so far56. It also indicates that it is important to sustain the systems
improvements and capacity-building needed to support procurement reforms to
increase competition and transparency: this will have a significant impact on Continued
increasing the cost efficiency of resource use and also contribute to strengthening
governance. procurement

7.2 From FY 1997 to 2001, annual outlays for procurement of goods, works and reforms to increase
services by national agencies, averaged more than PhP113 billion (Table 7.1). This
excludes procurement undertaken by LGUs and GOCCs which amount to about competon and
PhP50 billion a year and for Build Operate Transfer (BOT) projects, estimated at transparency could
about PhP372 billion in 200157. The Ombudsman, the Commission on Audit and the
Philippine Center for Investigative Journalism have reported that large amounts of increase the cost
public funds are being lost to both political and bureaucratic procurement-related e n f
corruption. Although no reliable estimates are available of losses due to public sector eficiency o
procurement-related corruption, the perception of large leakages continues to persist. resource use, and
An October 2001 study by Procurement Watch, Inc. reported that the potential
leakage from national government coffers through procurement corruption could also contribute to
have run to about PhP21 billion in 2001 (equivalent to 14 percent of the budget strengthening
deficit of about PhP145 billion that year). The additional potential leakage in public-
private transactions under BOT projects was estimated conservatively at PhP74 governance.
billion. The DBM estimates that the PhP21 billion lost by government from

uncompetitive and nontransparent procurement practices could have been used to
fund the DOH twice over, or build more than 60,000 school buildings, or construct
about 3,000 kilometers of concrete farn-to-market roads.

7.3 The potential for procurement reform, and the budgetary savings realizable
from more transparent and accountable procurement, is thus, high. The experience of
textbook and drugs procurement under World Bank-financed projects demonstrated
that adoption of more transparent procurement processes and greater competitive
ICB practices reduced unit prices of textbooks by about 40 percent. This translated
into a saving of about PhP1.2 billion 58 for the DepEd. In the case of the DOH, unit
prices of TB Drugs were cut by 33 to 94 percent, similarly translating into substantial
savings for DOH. However, the possibility of reforms being blocked by vested
interests remain major concerns, as well as the extensive capacity-building needed.

Modernizing The Legal and Institutional Framework

7.4 Rapid modernization of the legal and institutional framework for public
procurement is unambiguously recognized as the key issue in procurement reform in
the Philippines today by the executive, legislature and civil society.
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The Legal Framework

7.5 Public procurement in the Philippines was governed by more than 60 laws,
executive orders, presidential decrees and administrative orders, including issuances
from government agencies applicable to respective departments. Furthermore, most
EOs and IRRs seem to have been promulgated to fill the gaps caused by the absence t -ip'e &gtl
of procurement legislation, although their theoretical role is circumscribed to
providing implementing details of an existing law, not to substitute for the lack of lUaguameWn §Ev
legislation. Additionally, many executive instructions (especially earlier ones) do not g
cite the laws authorizing their promulgation, although administrative issuances
normally require a specific legal or statutory basis for their validity. And they do not LU$ sand Gno1 
indicate in their repealing clauses the specific provisions of previous EOs and IRRs
which have been amended, modified, or repealed. This results in confusion and WE FUMY Me ( ap
conflicting interpretation of some of the provisions, increasing the likelihood of gX O
rigged bidding, delay and irregularities in the bid evaluation process.

7.6 The government has taken several steps in recent years to streamline public
procurement rules and regulations, culminating with the issuance in October 2001 of Egd°z. 'h law
Executive Order 40 followed in early 2002 by its IRRs. These rules consolidated a
plethora of existing executive orders and instructions on National Government @2'w n(ads to he
procurement and streamlined and standardized the procurement for goods, works and 90wed Ga @u!D¢-
services. However, reforms initiated need to be institutionalized through legislative
enactment. Issues such as the composition and the manner of appointment of Bids pramu igadanand
and Awards Committee (BAC) members, the influence that LGU chief executives
can exercise in this regard, and a stronger incentive system to professionalize the a
cadre of government procurement personnel and minimize_graft and corruption
required a legislative enactment which could modify, amend, repeal or consolidate
inadequate or conflicting provisions, policies and practices.

7.7 Thus, enactment and implementation of a new law on public procurement
applicable to the national government, LGUs and GOCCs was appropriately the top
administration priority in procurement reform 59. The Government Procurement
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Reform Act was signed into law by the President on January 10, 2003 as Republic
Act 9184. The law requires posting of procurement opportunities in the government's
electronic procurement system so that a single source of public procurement
opportunities is created. Moreover, it simplifies pre-qualification procedures,
strengthens the post-qualification process, reduces officials' discretion on bids and
awards, establishes a Government Procurement Policy Board (GPPB) for oversight
and regulation of government procurement, professionalizes the public procurement
function, protects procurement officials from unjust legal suits arising from the
performance of their duties, and imposes criminal and civil liabilities for those found
guilty of collusion and other anomalies.

7.8 The new law addresses the following fundamental issues:

a) Proliferation of laws on public sector procurement, which has
facilitated inefficiency, rent-seeking and leakage of scarce public
resources;

b) Reorganizing and strengthening agency and LGU BACs and
procurement units to ensure accountability in the processes and
procedures and the sustained improvement of systems for greater
cost efficiency;

c) Establishing one authoritative regulatory and oversight entity for
all public procurement for the national government, LGUs and
GOCCs. The law consolidates the regulatory and oversight
functions in a Government Procurement Policy Board, and
provides it more teeth and independence6o;

d) Anomalous procurement practices such as rigged bidding, fake
advertising notices, misrepresentations in bid proposals,
irregularities in bid evaluation process or at the inspection stage or
at the contract implementation stages, and weak warranty
provisions for infrastructure projects;

e) Lack of proficient procurement staff and professional practitioners
in the civil service;

f) Strengthening the system of rewards and punishments in the
performance of the procurement function; and

g) Establishment of an appropriate complaints mechanism.

Institutional Arrangements

7.9 Procuring entities. The primary responsibility for the implementation and
execution of procurement laws and regulations rests with: (a) the head of each
national agency or instrumentality; (b) the governing board for each GOCC; and (c)
the elected head of each LGU. The size and capacity of the procurement set-up in
each organization would depend on the complexity, variety and volume of
procurement handled. Regulations such as PD 1594, EO 262 and EO 164 mandate
that evaluation and award processes be handled by ad hoc committees established in
each agency or office, such as: (a) a Bids and Awards Committee (BAC) for
procurement of works and goods and (b) a Pre-qualification Evaluation and Awards
Committee (PEAC) for the selection of consultant services. Technical Working
Groups (TWG) assist the committees in the technical evaluation of bids: These



Philippines PEPFMR - 90 -

committees are assisted by secretariats to handle the administrative function in the
bidding process.

7.10 EO 40 constituted the BAC which determines the eligibility of prospective
bidders or consultants, receives and opens bids or proposals, conducts the evaluation
of bids or offers, undertakes pre-qualification for complex works and post-
qualification proceedings, including eligibility screening, and recommends the award
of contract. The scope of the BAC activities spans the pre-procurement conference
up to the recommendation of the award. The BAC is a five-member team composed
of the chairperson and four members designated by the head of the agency. Three of
these consist of regular BAC members; the other two are provisional members.
Representatives from non-governmental organizations (NGOs) and the COA are
invited as observers. EO 40 mandates the creation of a permanent Procurement
Secretariat with fixed responsibility, for greater efficiency. It also prohibits the head
of agency and/or the contract approving authority from any involvement in the bid
evaluation process.

7.11 Although EO 40 mandated the constitution of a permanent BAC and full
time Secretariats in agencies, these entities in most agencies at this time are still ad
hoc and their members are designated together with the Committees. Departments
such as the DPWH and DOH designate officials from among their senior and middle
managers to be committee members for a year. In other agencies, such as the DepEd,
the Department Secretary nominates members of the Committee for each specific
procurement package from among the numerous departmental officials on a rotating
basis.

7.12 In many agencies, proficient procurement staff are still lacking. Worse,
those considered proficient staff refuse to be designated as members of the
committees because of fear of harassment and legal suits from bidders in the absence
of any legal or appropriate assistance from government.

7.13 Procurement practices and concerns. In general, laws and administrative
issuances mandate the transparency of procurement proceedings. Competitive public
bidding requires the public advertisement of requests for bid quotations in
newspapers of general circulation, through the posting of notices in conspicuous
public places, and lately through government websites and the Electronic
Procurement System. Thus, invitations to bid are required to be publicly advertised at
least twice within two weeks with at least seven days between publications in two
newspapers of general circulation. Public bid opening is undertakcen by the BAC
with the participation of observers from expert organizations from the private sector,
civil society, and the COA. It is required to follow the prescribed procedure for
evaluating bids. Biddings are conducted according to the two or three-envelope
system, where the eligibility requirements, technical proposal and bid price are
submitted in separate envelopes. The bid opening is public, and may be attended by
bidders or their representatives.

7.14 In spite of the enactment of the Procurement Reform Law and the issuance of
EO 40, prevailing procurement policies and practices still disclose numerous areas of
concern, key among which include:

a) Transparency. It is recognized that the transparency of public procurement is
not sufficient. There are still too many influences jeopardizing the efficiency and
integrity of the procurement process including high rates of re-bidding,
especially at the LGU level, and price negotiations before award create concern
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about the process. Re-bidding sometimes results when the bidding is not in line
with expectations, or the lowest bidder is not qualified.

b) Lead Time. Delays or lengthy processes characterize public procurement, and
bid activities are sometimes extended on a regular basis. EO 40 which
supersedes AO 129 stipulates a maximum time per activity. It is desirable that
this be enforced by the heads of agencies and the BACs, and monitored by the
BAC Secretariat and enforced through procurement audits.

c) Procurement Plans. Procurement plans are developed for budget purposes, but
their implementation is not monitored nor their potential benefit for facilitating
timely and quality agency service delivery as an accountability mechanism for
procurement. Moreover, some plans are not implemented due to changing
agency priorities and budget cuts. Consequently, there is often no clear link
between budget formulation, planning of activities and procurement execution.

d) Registration and Licensing of Foreign Contractors and Suppliers. For locally
funded procurement, foreign bidders are required to be registered and licensed in
the Philippines prior to the bidding. The contractor and supplier has to embark
on a long process and tedious process of licensing and registration which also
require them to establish offices in the country and to comply with citizenship
requirement of at least 75 percent or 60 percent Filipino ownership in the case of
infrastructure and goods procurement respectively, before getting the license.
These raise the costs for potential bidders and may be an undue barrier to entry.

e) Negotiation of Contract Price. Price negotiation is said to be a key entry point
for possible corruption in the procurement process. While EO 40 prohibits price
negotiation, most bidding documents still do not allow the reduction of
quantities along pre-agreed percentages. Hence, some parties negotiate with the
lowest bidder to stay within the approved budget.

f) Congressional Initiative and CDF. The actual procurement practice in district-
level projects tends to be non-transparent as some elected officials are reported
to pre-determine the winning contractors. This jeopardizes the credibility of the
process and compromises the integrity of BAC members.

g) Price Monitoring. Currently, a small number of agencies such as the PS, COA,
DOH and DTI maintain a price list of commonly-used goods, drugs and
medicines. However, price monitoring should form part of a standard and
efficient procurement function in all departments. There is also a need for an
oversight entity to supervise, monitor and compare prices across the different
departments. In essence, this will result in closer monitoring of public
procurement expenditures.

h) Bonds, Bank Guarantees and Letters of Credit (LC). It is common to use surety
bonds as bid and performance security. However, these surety bonds are not
actually callable on demand and difficult to garnish, demonstrating that a bond
is not an irrevocable guarantee. Most foreign-assisted projects require bank
guarantees. However, banks in the Philippines normally ask for the full amount
of the guarantee (in cash or in property). The situation is the same for LCs,
although access to LCs seems easier because suppliers provide them to cover
guarantees related to contracts.

i) Other Monopolistic Practices. PD 1466 requires that imported goods should be
transported by Philippine vessels. Since Philippine vessels go only to Japan and



Philippines PEPFMR - 92 -

Korea, suppliers from these two countries are at a disadvantage compared to the
other countries of the region, which can choose any vessel available. One can
transport goods on another vessel only if the fare on Philippine vessels is more
than 10 percent higher than the rest. A waiver must be secured from the
Philippine Shippers Board before a non-Philippine vessel can be used. Again,
this provision is monopolistic, expensive and contrary to open competition.
Competitors are sometimes dissuaded by cumbersome administrative processes,
e.g. relating to licensing of foreign contractors, transport on Philippine vessels,
restricted access to foreign textbooks, difficult access to the cheapest drugs from
foreign countries, etc.

j) Pre-Shipment Inspection. The Government no longer engages in automatic pre-
shipment inspection. Public and private sector inspectors make their own
arrangements. The result is that, in many cases, the pre-shipment inspection is
neglected or inspection is done only upon arrival in Philippine ports. This
increases the burden or risk of the importer. When inspection is done at the
destination port, it increases the cost of the remedy because goods have to be
shipped back to the manufacturer for repair or replacement.

k) International Arbitration. According to the Contractor Industry Authority of the
Philippines (CLAP) and the Philippine Constructors Accreditation Board
(PCAB), the Settlement of Disputes provision, which culminates in an
international body, is not binding. The local party to the contract, if he/she so
desires, may insist on having the final step of the process heard in a Philippine
Court.

1) Oversight arrangements. A number of central agencies and ad hoc bodies
currently perform varying oversight responsibilities, either directly or indirectly,
over the procurement function: the Procurement Policy Board, the Conunittee
on Infrastructure (INFRACOM) of NEDA, the Philippine Licensing Board for
Contractors, the Construction Industry Arbitration Commission, and the DBM's
Procurement Service.

7.15 Other issues that emerged in a review of procurement conducted for national
government agencies - and which are expected to be addressed by the proposed
legislation - include: (i) compromising of the transparency of procurement due to
incomplete and slow records retrieval; (ii) lapses in disclosure of information vital to
a fair and open competition, during the advertisement and the evaluation of bids; and
(iii) absence of a mechanism for systematic monitoring and feedback on suppliers'
performance.

1Electranic Procuvremncr

7.16 E-procurement systems have been developed in various public sector
agencies in the Philippines, including (i) DBM-EPS (see Text Box 7.1), (ii) DPWEH
for determining the eligibility of contractors; (iii) the Department of National
Defense (DND) for procurement of military uniforms and defense hardware; (iv) the
NPC for the procurement of coal; (v) DBM-Procurement Service for the procurement
of small-value office equipment, materials and supplies, and (vi) by other agencies,
including DEPED and DOH.

On November 22, 2000 the Procurement Service of the DB3M, withi a gant from CDA,
launched an internet-based pilot electronic procurement system (EIPS) composed of a Public
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7ender Board, Electronic Catalog, and Supplier Registry. The system improved access to
gove-rmenYt opportunities, saved cost, and enhanced the efficiency and transperercy cot
goverent procurement.

The D:31 oversees goveirmennt xpenditures through the release of budgetary ailotments for
different government agercies and departments, while its Procurement Service (mS) handles
the purchase of goods and services for over 1,800 client agencies and monitors prices of
gcods and services. Transparency in government procurement is a systezilc problem in tie
Philiopines, and added to this are inefficiency, poor service delivery a-d low saies voi-ares
resulti,g from manual and paperudriven procurement processes. A 1999 study conducW6 by
the ?S with CIDA assistance showed that a pilot EPS could improve transparenlcy eofficiency
and vaiue for money in government procurement.

'Ihe system went live on December 1, 2000, and is now being marketed by tile DltD to oL)ae
agencies. The EPS advertises bids electronically. Bids are received in hard copy and
evaluateo by hand. The evaluation and award results are then posted electronically.

The BPS is supported by several EQs and AOs. EQ 40 of October 2001 and lRepub1ic Act
iMo. 8792, dated June 14, 2000, recognize and encourage the use of electronic commerce in
general and of electronic procurement in particular. Section 27 of tha E-Commerce Law
(R.A. 8792) also mandates that by mid-2G02, agencies/IlOCCCCIGFIs shall "transact
government business and/or perform governmental functions using electronic data messages
or electronic documents ...", leaving room for the selective application of electronic
procurement, depending upon the degree of sophistication of the existing systems, as well as
their applicability to specific types of procurement and specific procurement processes. Thae
implementing rules and regulations of EQ 262 state that "bid requirements should be placed
in two consecutive issues of two newspapers of general circulation and posted in the EPS and
the website of the concerned agency." The previous practice was to advertise the bids in tiree
major newspapers - advertising on the EPS has saved the government money in advertising
costs.

'he total cost of the EPS pilot program is estimated at about US$400,0, shared equally
between DBM and CDA. Within six months after going live, the EPS had 86 agencies and 62
suppliers registered, and 71 bid notices posted on the EPS. (As of October 1I, 2G32, there are
1,797 agencies, 2,377 suppliers registered and 9,214 bid notices posted) Eventually all
goverment procurement notices are envisaged to be posted on the MPS. Suppliers are able to
access government bid opportunities 24 hours a day 7 days a week.

While the system has great potential for improving the transparency and efficiency of
procurement, the GOP had noted the implementation challenges early and is taking steps to
address them. For example, even with high interest and support for the EPS, its initial
implementation was relatively slow. The reasons were numerous - agencies did not have the
same resources or capacity for supporting the EPS, only about 25 percent of agencies trained
in the EPS were ready for internet access, only about 8 percent of Filipinos were usinIg the
internet in 1999, there was resistance to change from employees who thought the EPS would
lead to a loss of jobs, and this was also a time of larger political uncertaity and turbulence in
the Philippines (the pilot testing ran into the presidential impeachment tial, the EDSA I
people power revolution, and the assumption of office by a new government). Second, a kby
lesson learnt has been that the technology being used must consider the users' level of
knowledge and skill, access to the necessary infrastructure/equipment and services, and needs
end t'xpectations. Third, leadership has to come from the highest levels of the government,
and be sustained. Fourh, the agencies using the EPS must have intim&te knowledge of their
target market and know how to segment it - each segment will require a different makting
stratcgy and will have different service level expectations. Customers will start using a new
system continuously only if it adds and continues to add value through its content and quality
of information, and if the system and it support services meet or exceed their service level
expectations. Third, in order that technical and logistical support can be provided on a timeiy
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basis, implementation and maintenance of the electronic procurement service is btifg bid out
to the private sector,

Source: DBM Case Study on the EPS

CiVl SocieVy Oversight

7.17 The Philippines has been prominent in involving civil society in the public
procurement process as a means to enhance accountability and transparency. This

has happened at both national and local levels.

7.18 Procurement Watch, Incorporated (PWI) is a non-profit, non-partisan, civil
society organization (CSO) created by a group of concerned individuals from
government, academe, the legal profession and the private sector, brought together by kyoMflg
the challenge of reducing graft and corruption in government procurement through
research, partnerships, training, and advocacy. Established on February 15, 2001 with sacfl §n t@ pLtbli
support from an ASEM Trust Fund managed by the World Bank, PWI promotes
transparency and accountability and assists in streamlining procedures in government lacwaMOM
procurement of goods, supplies, materials, services and infrastructure projects. pgross la da3ence

7.19 Active procurement monitoring, public fora, roundtable discussions,
workshops, technical assistance to government, research, publications and media wcoufl1ELWMY end
releases comprise some of PWI's activities. By exposing inefficiencies in public &gEnparawy V bo
procurement policies and procedures, and presenting altematives based on well-
grounded research, PWI believes it can push for reforms that enhance competitive f l)nd] llc§an
public bidding and lessen the possibility of corruption.

7.20 PWI has partnerships with several government agencies for monitoring

implementation of EO 262 and PD 1594 and its IRRs. PWI has attended agency Bid
and Award Committee meetings and monitored the public bidding for certain
projects. PWI's recommendations based on its observations on the actual bidding
process provide an independent evaluation and feedback mechanism for procuring
agencies, and it also monitors whether its recommendations are implemented by the
agency. PWI also provides training on existing procurement guidelines and provides
updates on reforms to agency personnel.

7.21 In the area of policy advocacy, PWI participated in the formulation of the
Government Procurement Reform Act, and also in the crafting of EO 40 and its IRR.

Recmnmendations

7.22 The Government and Procurement Watch, Inc. have shepherded the Public
Procurement Law through Congress. This Law consolidates existing legal acts and
presidential/administrative issuances, addresses existing gaps and inconsistencies,
and provides a comprehensive legal basis for procurement by NG agencies, LGUs
and GOCCs. Passage of this law was appropriately a top administration priority: this
now needs to be followed by promulgation and implementation of IRRs.

7.23 At the same time, the administration's institutional strengthening efforts
require long-term support. These initiatives focus on: (i) establishing a Government
Procurement Policy Board as the sole regulatory and oversight entity for public
procurement and defining its scope of work - this will be transformed into an
appropriate oversight and regulatory entity through the IRRs for the Government
Procurement Reform Act; (ii) establishing an appropriate protest and complaints
mechanism; (iii) setting up an incentive system to professionalize the procurement
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function including the establishment of a national training program for procurement
officers and for COA auditors on procurement audit; and (iv) conduct of a study to
corporatize the Procurement Service as an independent entity.

7.24 Other ongoing initiatives to strengthen procurement include: (i) continued
development of GEPS to include e-bidding and e-payment; (ii) non-acceptance of
surety bonds as a form of security with bank guarantees, letters of credit or other
reliable instruments, proposed to be done through IRRs; (iii) review of the BOT Law
and the "unsolicited proposals" rule and tabling of suitable amendments based on the
recommendations from the study; and (v) allowing foreign contractors to bid without
a license from the Philippine Contractors' Accreditation Board.
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8.1 The financial accountability perspective in this PEPFMR focuses on the
public sector. Some aspects - such as budgeting, accounting, cash management Bo ' 

and reporting -- have been covered in chapter 6. This chapter focuses on the
current legal and regulatory environment, government auditing, and the l
unfolding COA restructuring61. such d 

PublOc Finencial Accounftabiflty In The PDhflippines goemeng

8.2 There is a long history of accounting and auditing development in the ocounUOg1, reportDig

public and private sectors. The Commnission on Audit (COA) - now an
independent constitutional body and the country's supreme audit institution --

was initially established in 1935 with considerable powers and independence naftno§ 1nd §oce§
from the executive branch of the Government. The accounting profession is well-
developed, with a national institute of Certified Public Accountants. The 1987 rO1egavern §YG§Z.
Constitution further strengthened public financial accountability structures.

8.3 In recent years the Government, in association with development
partners, has carried out several analyses on improving financial management
and auditing in the Philippines. At the outset of the PEPFMR process it was
agreed that the exercise should build on the wealth of existing analyses and
recommendations. In view of these developments, the financial management
aspect of the PEPFMR exercise focuses on proposed reforms, implementation
plans and what further work needs to be done. The recommendations are
supportive of ongoing reforms, and a short list of feasible actions has been
preferred to a long list of desirable actions.

ExWernsO AuRdit

8.4 COA has undertaken a restructuring of its organization to address

existing institutional limitations. The restructuring distributes audit
responsibility from a regional basis to an agency-nationwide basis. The
nationwide government agencies and GOCCs will be organized into audit raor1geani-7aV KIM
clusters with a director taking responsibility for audit at the national and regional
level. The audit of the LGUs in several regions will be clustered under a director be k@@d§ woechod
who will take responsibility for all local government audits in the cluster. This
restructuring is meant to promote the audit team approach which COA has not
been able to fully implement in the past. COA has implemented the restructuring ho§dz br

plan in 2002. This exercise will be keenly watched for lessons to be drawn for
other restructuring initiatives in government. razebtdng

8.5 COA also plans to focus its work on financial and value for money audits WeWlyaz in
and progressively move towards a risk-based auditing model. COA is being
assisted by UNDP and AUSAID in these efforts. As COA is currently fully
engaged in the reform of the accounting system and computerization of the
accounting, development of a risk assessment model and training of staff will be
done gradually over the next two to three years.

8.6 With the planned computerization of the accounting system, another area
that would need COA's attention is the development of IT audit capabilities.
COA already has several auditors trained in audit of computerized applications.
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COA plans to develop a strategy to develop its computer auditing capability and
the upgrading of IT software and hardware.

8.7 COA has agreed for the World Bank to carry out a peer review to
enhance its quality assurance program. COA is also pilot testing a program to
encourage participatory audits, allowing civil society organizations to participate
in selected audits. COA plans to mainstream this audit approach after reviewing
the experience of the pilots. COA's public disclosure of audit findings is
enhanced by the establishment of a website (www.coa.gov.ph) where all audit
reports are placed for public access.

Accounting

8.8 Based on recommendations from existing analyses for improvements in
* accounting, COA, which is constitutionally mandated to promulgate policies,

rules and procedures on accounting and auditing, has designed and initiated a
phased implementation of a new government accounting system (NGAS) from
January 1, 2002. The NGAS aims to: (a) simplify government accounting; (b)
conform to international accounting standards; and (c) generate periodic and
relevant financial statements for better performance monitoring. COA is also
developing an accounting software package for computerization of the NGAS.

8.9 All national government agencies have adopted the new system starting
January 1, 2002. The NGAS has several features that make it a significantly
better system, including a modified accrual accounting basis, improved
accounting for assets, in which all depreciable assets shall be capitalized and
depreciation shall be recognized in the income and expenditure statements, the The Philippines has
adoption of a single fund concept, and a simplified three-digit chart of accounts,
among others. COA is also developing a computerized version of the NGAS. made important

8.10 With the introduction of the NGAS, a simplified annual financial strides with the
reporting is also required. All agencies are required to prepare a balance sheet,
income and expenditure statement and a cash flow statement. There are development of the
approximately one hundred reports produced by agencies for budget and NGAS, but its
financial control purposes. The introduction of NGAS is an opportunity for the
Government to review the requirements of the various oversight agencies and implementation needs
prescribe a more streamlined set monitoring reports for their-use. Pilots are under
way in DSWD, DEPED, and DPWH to improve financial management reporting. to be carefully

8.11 The introduction of NGAS means that approximately 2,000 independent managed to avoid the
accounting units at the national and local government level will have to switch to
the new system. The logistics of such a large scale change without a period of risk of a breakdown in
parallel implementation carry very high risks. However, given the complexities financial controls
of the old system, COA had no option but to opt for a "big bang" approach in
installing NGAS and .organized a nationwide training of trainers during the three during the transition.
months preceding the introduction of the new system.

8.12 Notwithstanding the above efforts, the government will have to take
careful measures to ensure that NGAS implementation takes place without the
risk of a serious breakdown of financial controls during the transition to the new
system. The main risks arise from (a) the lack of a detailed accounting
procedures manual to guide agency and LGU financial staff; (b) the possibility
that training of staff may have been insufficient; (c) COA's capacity to provide
adequate troubleshooting support when implementation problems surface; (d) the
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lack of a link between the chart of accounts and budgetary classification; and (e)
the uncertainty surrounding the management reports needed to carry out effective
budget control.

8.13 To address these risks, COA has adopted a strategy of phased
implementation, focusing first on setting up the basic manual system. This will
be followed by computerization. The final step will be to develop a Government
Integrated Financial Management System that will provide management and
financial information at various levels of Government.

8.14 It must be stressed, though, that implementation and sequencing issues
will require very careful monitoring during the pilot phase, and users' queries
and system problems sorted out. It will be crucial to develop linkages between
the NGAS on the one hand, and the BEATS and CUBES on the other, as early as
possible. This will entail very close coordination and consultation between
COA, DBM, BTR and NEDA.

Internal Audit

8.15 Internal audit is not a well developed function in government agencies. The internal audit
Although internal audit units are authorized under the Internal Audit Code, function needs to be

budgetary considerations have prevented their establishment in all government
agencies and local government units. Some agencies, though, have internal strengthened at

control units that carry out some of the functions of an internal audit unit. national and LGU

Recommqendations levels, and should

8.16 NGAS implementation. To ensure successful implementation, the be closely
government has appropriately focused on capacity-building, oversight
mechanisms, provision of manuals, and effective coordination between central coordinated with

and line agencies, and it is desirable that the attention being given to such details,
and the high-level intensive oversight of implementation, be continued till such COA
time as the initial system implementation problems are ironed out and the NGAS _

is securely established.

8.17 Strengthening audit. Institutionalization of peer reviews of COA audits
would promote a culture of openness and upgrade audit functions and services.

8.18 Internal audit. The internal audit function needs to be strengthened at
national and LGU levels, in careful coordination with COA: with 11,000 auditors
in COA alone, a careful study is a pre-requisite to embarking on a program to
universally establish internal audit units. Such a study should review the transfer
of some of the routine audit functions from COA to internal audit units and the
implications on COA staffing due to the establishment of such units.

8.19 Given the importance of effectively managing contingent liabilities, it is
also desirable that internal audit systems in GOCCs be strengthened to deal with
management of contingent liabilities, and a broader role assigned for resident
auditors in reviewing the financial statements of GOCCs.
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9.1 Civil service reform is now critical for flexibility and could make an
important contribution to public sector efficiency. This is because personal
services expenditures - salaries, allowances, payments to wages of casual
workers, bonuses, and the like - have emerged as the key variable (absent
increases in tax collections) which the government can influence if it is to better
finance core poverty-reducing investments and MOOE. In particular, it would
seem that a reallocation from personal services to MOOE might improve the The cost of the civil
effectiveness and efficiency of government spending, especially in sectors such
as education. Actions to address civil service employment and compensation service has created
issues are hence overdue, especially given the potential in the short- to medium- a significant fiscal
term for reallocation of personal services expenditures to MOOE.

Public Employment: Size, Structure, Cost burden: a
reallocation from

9.2 The structure and size of public employment in the Philippines has been
depicted in Figure 1.2. Leaving aside the armed forces, GOCCs/GFIs and LGUs, personal services to
the national budget pays for a total of 950,039 permanent staff (including MOOE might
education, health, police and other uniformed personnel) and approximately
21,478 casual/contractual and temporary positions. The five largest employers of improve the
permanent staff in 2001 were DepEd (480,348 filled positions), State Universities
and Colleges (SUCs) (58,189), DOH (26,625), the Judiciary (26,422), and DENR effectiveness and
(21,023); they were followed by DOF (19,145), DPWH (18,145) and DOTC efficiency of
(16,957). DA and DAR together employ 20,117 permanent staff.

9.3 The quality of the civil service at national and local levels affects the government
quality of policy advice and policy development on the one hand, and the quality spending.
of policy implementation and service delivery on the other. The key civil service
constraints are well-known to policy makers: they involve issues relating to the
fiscal weight of the wage bill; compensation levels and structure; establishment
control and staffing; the legal framework; and capacity building.

9.4 The cost of the civil service has created a significant fiscal burden in the
Philippines. Personal services expenditures accounted for some 35 percent of total
national government expenditures in FY 2000 and 2001 and, if mandatory
expenditures (debt service and IRA) are excluded, 58 percent of national
government expenditures. This is not a recent development: from 1996-2001,
personal services rose from a low of 6.1 percent of GNP to a high of 7.4 percent
in 1998. Thereafter they have declined to 6.7 percent in 2000 and have remained
at about that level through 2002.

9.5 There are good fiscal reasons why these expenditures need to be
controlled even more tightly: low revenue collections, coupled with increasing
debt service obligations, have squeezed the budget so much that the most realistic
path to adequately protect the growth and anti-poverty agenda - apart from
increasing revenue collections - is to rein in the wage bill more speedily.

9.6 The effort to control the wage bill has been led by the PCEG, DBM and
CSC. The broad government strategy has been to control the wage bill through a
series of incremental measures: minimizing contractual positions, containing the
growth of permanent positions, and controlling LGU and GOCC expenditures on
personal services. In 2001, the PCEG began a serious effort to streamline the
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executive department. Beginning with the Office of the President, scores of
contractual positions were abolished in 2002. That year the President also issued
Memorandum Order (MO) No. 20 directing GOCCs and GFIs exempted from the
Salary Standardization Law to standardize their pay practices and make the
compensation of their senior officers comparable with their counterpart positions
in the national agencies. The DBM and COA were tasked to monitor
implementation of this order. The CSC issued Memorandum Circular No. 17
which obliges both national government agencies and LGUs to subrmit their job
orders for contractual and casual employees to the CSC for review. This begins
the gathering of information about this segment of employees which had
heretofore escaped systematic hiring and compensation regulation. In 2002, the
DBM also issued Local Budget Circular No. 75 to clarify and reiterate the
guidelines with respect to waiver of the personal services cap provided for under
the LGC. The net impact of these steps on the wage bill, however, has been
minimal so far.

9.7 The government has also taken a decision in principle to integrate stand-
alone project management offices (PMO) of foreign-funded projects into regular
government structures to ensure operational sustainability and the alignment of
project concerns with the overall agency program. This will arrest the increasing
number of contractual personnel and minimize yet another avenue for avoiding
salary standardization, through the use of higher-paid contractual positions for
essentially core PMO functions such as administration, finance, project
monitoring and evaluation. Additional contractual positions will as a rule be only
for technical positions not readily available from the regular plantilla or existing
contractual positions of the agency. The impact of this decision will become
clearer in the months ahead. .§§ §
Compensation

9.8 Salaries. There are three main constraints which the DBM and CSC are d ( 5
working to remove:

(i) civil service salaries are unsustainably low by comparison with equivalent O g 0
jobs in the private sector. A 1997 pay survey suggested that civil service &llNwGnces eon-
salaries for senior managers might be as little as 20 percent of private
sector equivalents. More notably, salaries for senior executives in the top and
grades and for professionals in the middle grades lag well behind salaries d§zpoWa raghra@6ng
for equivalent jobs in the private sector, whereas salaries for lower pay
groups are comparable; k o hoveW cou$e1

(ii) civil service salaries are also compressed - they hardly allow room for deWaPaf@21d ab?.
reward and significant milestones; and

(iii)compensation levels are not adequate to attract, retain and motivate staff in
certain jobs. The number of vacancies are rising and have remained
unfilled in key professional categories including auditors, lawyers, IT
professionals and medical professionals.

9.9 The single civil service salary schedule, with 33 grades each with 8 steps,
is coming under increasing pressure. Many GOCCs and GPIs have already
broken away, fuelling pressures. It has been contended that the principle of equal
pay for equal work is no longer being followed: fiscal pressures have led to
numerous entities being granted exemptions from salary standardization on the
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basis of their revenue-generating capacity. These exemptions have created a
special class of civil servants whose compensation has increased
disproportionately to those, covered by the Salary Standardization Law. This
debasement of the salary standardization principle enunciated in the Constitution
has demoralized civil servants, and is part of the reason why national government
agencies completely dependent on the budget are finding it difficult to recruit or
retain personnel for highly technical and managerial positions.

9.10 These issues are being partly addressed. Across-the-board salary
increases were granted in 2000 (10 percent) and 2001 (5 percent). The pay of the
uniformed personnel was also increased starting 2000 for the Philippine National
Police and starting 2002 for the Armed Forces of the Philippines. But more
importantly, the PCEG has also approved the general framework for
improvement of government compensation, namely that it be market-driven for
high-turnover skills, and performance-based to the maximum extent possible.
Notwithstanding the above, there is still pressure for proliferation of salary
schedules. The DBM is trying to stem the tide by piloting in its Regional Offices
the development of generic job descriptions. These are meant to minimize the
diversity of positions, and broadband skills.

9.11 Allowances. There is a growing abundance of increasingly perverse and
non-transparent "allowances", especially in GOCCs and GFIs. Pressure to
contain the defined benefit pension bill has resulted.in growth-of unconsolidated-
"allowances" rather than increased basic salary. In addition, the productivity and
performance pay has degenerated into merely another allowance, paid at a flat
rate to almost all employees. Its original intention has been lost. On the other
hand, geographical differences in pay and allowances have been abolished. But
this has led to an unintended consequence: national government staff in regional
offices are now said to be better off in real terms than their Metro Manila
counterparts, and experienced staff are now reluctant to move to the national
capital area from regional offices.

9.12 Pensions. Disparate retirement laws cause demoralization and are a
burden to a stretched national budget. In addition, the three key pension funds
(SSS, GSIS and the AFP RSBS) either face immediate financial sustainability
risks (SSS and AFP RSBS) or need to strengthen their performance (GSIS) while
comprehensive and longer-term pension reforms are designed and consensus is
obtained for their implementation.

9.13 Sources of 'flexibility'. Allocations for wages of non-permanent
personnel, per diems, fringe benefits, bonuses and incentives, other benefits and
certain other items are known as 'flexible' items within the overall personal
services allocation. Seen thus, roughly 18.4 percent of the 2002 personal services
allocations across the national budget can be deemed to be "flexible" (within
Congress, the comparable figure is 34 percent). There are departments with
seemingly high allocations for wages of non-permanent personnel, such as
DepEd (PhP638 million) and DND (PhP508.6 million), but these comprise less
than 2 percent of their allocations for salaries of pernanent staff. However,
allocations for wages of non-permanent staff, as a ratio of the allocation for
salaries of permanent staff, seem to be relatively high for some entities such as
the Agriculture and Fisheries Modernization Program (1.4:1) and the Office of
the President (1.1:1).
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9.14 The data seem to show that reallocation from personal services to MOOE
and/or capital outlays in sectors such as health and education could improve the
efficiency of government spending. As discussed, some 95% of the DepEd
budget is eaten up by personal services. The education sector is later used in this
chapter to illustrate the interlinked personnel-related issues (size, structure and
cost), and their effect in suppressing capital outlays and MOOE.

9.15 Effect of congressional initiatives. As mentioned in chapter 4,
congressional initiatives to improve service delivery (e.g. through creation of
SUCs, or increasing the number of beds in hospitals) has led to increasing
pressure on the national government to fund all or part of the costs of the
associated positions. The national government has attempted to deal with this by
allowing SUCs, for example, to fund staff compensation from fees and charges,
some of which may be off-budget.

Strengthetning the Pubiic Admnistratior

9.16 The high cost of personal services - as demonstrated in the preceding
sections - is compounded by proliferation of agencies, functional duplication, and
overlaps among agencies and within and between departments. Some agencies @
seem to be over-staffed, while some are also over-layered, with too much middle
management. There are staff surpluses in many functions and staffing shortages g@ ucgOi@ End
in others. Equitable distribution of staff across regions and provinces is an issue.
Overlap and duplication of functions also adds to numbers. @ g 06§6CteD

9.17 As has been mentioned earlier, the "legislative trackc" to restructuring is -g@nSao $@@8S t

pending in Congress. Various drafts of a Restructuring Bill have been stalled for @ ge Moog VOTZdb0
9 years in 3 successive Congresses. Comprehensive streamlining does not seem
to be likely in the near term. Particular agency reorganizations, however, have 'rouge Me Y
been enacted by Congress, such as those of the Securities and Exchange
Commission (SEC), the NPC, and the DepEd. Thus, the "administrative track" to g@re
restructuring is the current focus. Furthermore, the Supreme Court has upheld goag d
the authority of the President to reorganize the Executive Branch. Executive
action to restructure and realign selected agencies in conformity with state SO &Ckse care
priorities and policies seems to be the most feasible route.

9.18 The streamlining of agencies and offices attached to the Office of the
President has been completed, based on a PCEG-led review. A first step was the
issue, in February 2002, of EO 72 which abolished 77 offices and transferred 13
other offices to other agencies and departments where their functions are more
aligned. Those abolished include inter-agency committees, ad-hoc committees
and other bodies, most of which have already accomplished their mandate but
have been allowed to continue. The fiscal impact of this abolition has been
minimal, most of the affected employees being casual or contractual employees.
Permanent employees in those offices will continue to be employed and have
been placed in a pool administered by the CSC; the latter will place those civil
servants into other agencies. But the signal this EO sent was welcome - that the
government was keen to take administrative measures to reduce overlaps and
duplication. Similar streamlining efforts are being pursued under the
administrative track in DOH, DBM, DSWD, BIR and the Department of Energy.

9.19 Another signal of planned but fundamental restructuring comes from
COA - with more than 10,500 employees across all regions, COA has begun the
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difficult process of restructuring its offices and reporting arrangements to
strengthen its external audit function. The first round of changes are expected to
be completed within 2002. To sustain these restructuring efforts, the DBM is
leading a review of structures, functions and programs of all attached agencies,
task forces and similar bodies in the national government. The expected outcome
is abolition of unnecessary and proliferating attached agencies and ad-hoc bodies.
DBM is currently preparing profiles of such entities. The government expects to
deactivate 13 agencies through this process and support this with a more
reasonable separation benefit package.

Institutional Issues

9.20 Establishment control. Establishment control is relatively weak despite
efforts in recent years to control recruitment and impose selective hiring freezes.
At present, departments do not present accurate information on the number of
filled and unfilled positions and there is no reliable method to verify the
subrnissions to oversight agencies. The DBM, CSC and the GSIS currently
maintain their own personnel information databases, but these cannot Th ent s
"communicate" with each other, cover different sets of employees, and have e governmen I
their own reliability and accuracy issues. The situation is also exacerbated by the puffing in place a
employment of considerable numbers of non-permanent staff such as casuals and
contractuals. What this means in reality is that there is only weak control over human resource
staffing - and efforts to control staffing may founder on the rock of insufficient
control points and outdated/incorrect information, unless addressed management
expeditiously. information system -

9.21 Establishment controls need strengthening by having one authentic a first step towards
source of information on authorized positions (the approved plantilla) and filled
positions, both also for use for payroll data, for more effective controlled of civil strengthening
service employment and costs. An initiative to design and implement a common establishment control.
civil service personnel information system is under way. It seeks to harmonize
existing disparate databases so that the information residing in different agencies

can be used for payroll purposes and establishment control. An interagency
Working Group (CSC, DBM, GSIS) has been established to review and
recommend options for integrating the existing systems in GSIS, DBM and CSC.

9.22 A key issue constraining the setting up of effective establishment control
mechanisms has been the limited capacity of the CSC. This has meant in effect
that the DBM has had to shoulder much of the burden of establishment control.
However, the CSC has been making a concerted effort over the last two years to
enhance its capacity. It has prepared a Strategic Plan to address key civil service
reform issues (box 9.1).

9.23 Some progress on pay and employment reform at the national
government level has been recently made with the development of a modeling
tool which can help authorities forecast the payroll, assess the fiscal
consequences of pay and employment reform options, and apply it to national
departments and agencies.

9.24 Institutional weaknesses. The CSC's Strategic Plan document sets out
the key institutional weaknesses constraining the professional upgrading of the
Philippines civil service. Although they are well-known and have persisted for
decades, they are nevertheless worth outlining:
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a) The bureaucracy functions too much as an adjunct of the political
executive. Civil servants see themselves as mere implementers and
followers of the prevailing political leadership, and are vulnerable to the
dictates of the political executive.

b) The operational behavior of the bureaucracy is still largely top-down, and
there are few debates or consensus-building activities on issues affecting
the civil service.

c) Civil servants see themselves primarily as individuals employed by the
organizations they serve, rather than as members of an institution dedicated
to serving the people or driven by the ethos of public service. Rigid
implementation of rules continues to offer scope for graft and corruption.

d) Political influence and the spoils system continue to hold sway in
appointments to senior and other key career positions. Open selection for
career executive positions continues to be eroded by political influence.
This is exacerbated by the fact that the President is the legally mandated
appointing authority for most career executive service positions: the f
President appoints no less than 11,000 personnel comprising 3,000 te ZP(DD$ sy$sm h(D
constitutional positions, 6,000 career executive service positions, 1,650
prosecutors and 500 other positions created by special laws 2. sway 1Lppok9mont

e) Some minimum qualification standards have been established for o senior Caeer
appointment. But they hardly guarantee real competence and desired
behavioral attributes. There is too much emphasis on academic pazMns$. Open
requirements, training and experience. Value dimensions of public service Zoec2don v Calroor
employment, e.g. service orientation, work ethic and character integrity,
have yet to be factored into the system. Cz?iVe pos6tfon$ D$

f) The impact of information technology on productivity improvements has yarced eD by poelff
yet to be felt, and personnel management is crippled by a lack of
integration of existing data systems. iDfDece. >@

g) The existing compensation regime does not attract and retain the best and pr@$dGnt appOD'kt$ nO
the brightest in public service.

9.25 Modemizing the legal framework. The CSC has worked extensively to
prepare an updated draft of a new Civil Service Code which has been submitted e:Ia7IIE0 @
to the legislature and is currently under review. Among other things, it aims to
(i) improve merit-based recruitment, performance evaluation and promotion
processes; (ii) make compensation more competitive within fiscal constraints,
and link compensation to performance; (iii) protect upright civil servants in the
discharge of their functions; (iv) strengthen accountability and integrity
mechanisms; (v) clearly separate political and professional positions (at present
there are numerous "positions of confidence", i.e. political or so-called 'elective'
appointments, and the practice of offering 'courtesy resignations' with changes
of administration creates the potential for high turnover of senior officials); (vi)
strengthen the Third Level or the Career Executive Officers; (vii) allow CSC to
appoint and discipline those below assistant secretary positions; and (viii)
reinforce the contempt power of CSC. While the executive's commitment to
updating the legal framework is undoubted, the real issue is whether this latest
draft will be approved by the legislature, or whether it will meet the same fate as
earlier attempts.
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9.26 On the integrity front, the PCEG is working with the Presidential Anti-
Graft Commission and the Transparency and Accountability Network in the
formulation of an integrated anti-corruption strategy for the government to
strengthen integrity in the civil service.

9.27 Capacity building needs also require to be addressed: international
experience shows that fiscal pressures cannot by themselves be sufficient for
sustainable and longer-term civil service reform. And in order that civil service
issues can be effectively addressed, it is desirable that the constitutional entity
tasked with development and oversight of civil service policy - the Civil Service
Commission - be strengthened on a priority basis, and that coordination between
the Commission and the DBM be intensified.

Text Box 9.1. The Civil Service Commission's Strategic Plan 2002-2004

The CSC's Strategic Plan is significant because it represents the first integrated vision of
strengthening the civil service in the medium term by harnessing the strengths of key
stakeholders such as the CSC, national government agencies, public sector unions, local
government units and, most importantly, the users of the public services that civil
servants provide. The objective of the Plan is to gradiially transform-the civil service into
an institution enjoying the trust of the Filipino people.

The Plan is frank in its assessment of bureaucratic gaps and weaknesses: overlapping
organizational mandates, inefficient systems and procedures more concerned with
adherence to rules rather than attainment of results and improving productivity,
patronage-based appointment to executive and other'key careerpositions, and a spotty

record-on enforcing accountability and weeding out incompetent civil servants..

The Plan focuses on 6 key result areas: (i) effective and efficient administrative justice;
(ii) civil service professionalization; (iii) improving public service delivery; (iv)
harnessing public sector unionism; (v) strengthening external relations; and (vi)
management and support services. Specific actions are proposed for eachkey result area.

The CSC has held several rounds of consultations with relevant stakeholders. Next steps
comprise costing the Plan, sequencing the steps, and finalizing the timeline for attaining
the proposed results.

Source: Civil Service Commission

Education Sector: An Example

9.28 The education sector has the largest share of public employment. A
review of data indicates the significance of personal services expenditures across

this sector, and also the deleterious effect it has had on MOOE and capital

outlays.

9.29 Basic education. In the basic education sub-sector, personal services
comprises the single biggest item in the DepEd budget. The share of personal

services in the DepEd budget rose incessantly from 80.1 percent in 1994 to 88.3
percent in 2001. The dramatic rise in personnel expenditure is largely attributable

to adjustments in the salaries of public school teachers that were implemented by
the govemment in the late 1980s and most of the 1990s. On the other hand, the

growth in teachers' salaries was accommodated at the expense of MOOE (i.e.

non-personnel recurrent expenditures) and capital outlays. Consequently, the

share of MOOE in the DepEd budget was halved from 10.9 percent in 1994 to

8.1 percent in 2001 while that of capital expenditures dropped from 9.0 percent

to 3.6 percent. Concomitant with these developments, per student DepEd
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MOOE at 2000 prices declined on average by 5.1 percent a year in real terms
from PhP878 in 1990 to PhP422 in 2000. The squeeze on MOOE has resulted to
the short supply of key educational inputs like textbooks, teaching/instructional
materials, science laboratory equipment and supplies, school desks as well as
provisions for teacher training and the maintenance of school buildings. Thus, it
should come as no surprise that households sending their children to public
schools gave low satisfaction ratings to school facilities and textbooks.

9.30 Overall, between 1990 and 2001, personal services expenditures on basic
education as a percentage of general government expenditures have grown from
73.7 percent to 87.5 percent. At the same time, the share of MOOE has fluctuated
between 9.5 percent and 11 per cent between 1997 and 2001 - but lower than the
levels during the period 1990-1996. Capital outlays have been squeezed far more
- steadily dropping from more than 10 percent in 1995 to less than 2 per cent by
2001. Table 9.1 indicates these expenditures during the period 1990-2001.

9.31 In spite of the prevailing expenditure assignments, data show that LGUs
do provide funding support for teacher salaries and honorarium, textbooks and
instructional materials, supplies, school supervision, and utilities.63 In fact, LGU
spending on basic education is more evenly divided into personnel services,
MOOE and capital outlays than one would expect given expenditure assignments
across levels of government. The share of capital outlays in total basic education
expenditure of all LGUs was 38 percent on the average from 1992-1995
compared to 28.0 percent for personal services and 33.8 percent for MOOE.
However, LGUs appear to have also given increasing priority to personal services
and MOOE during 1996-2000. The share of capital outlays in total education
spending of LGUs declined to 34.6 percent in 1996-2001 to provide for the
expansion of personal services expenditures to 29.6 percent during this period.

9.32 On the whole, changes in the composition of LGU expenditures on basic
education reinforced the trend in central government expenditures. Thus, the
composition of general government expenditures on basic education became
even more skewed in favor of personal services expenditures in 1996-2001
relative to the situation prevailing during 1992-1995.

Table 9.1 GeneraD Goveernent Expenditures On Basic Education By Object, P9O0200n

Level(mn. PhP) 1i990 1991 1992 1993 1994 1995 19s3 [137 lom 193 2030 2m1
Personal Svcs. 20,955 18,700 26,432 27,189 32,993 42,105 50,517 68,407 77,022 81,340 86,854 90,912
MOOE 4,875 5,642 5,214 5,770 5,406 6,488 7,216 7,671 9,939 8,909 10,766 11,407
Capital Outlay 2,603 3,324 2,185 2,130 3,614 5,545 6,014 5,790 3,997 3,181 3,480 1,578
TOTAL 28,432 27,666 33,831 35,089 42,013 54,138 63,747 81,868 90,958 93,429 101,100 103,897

% Dlcrlbuton, 19ED 191 1S92 1993 1994 1995 198S 1997 1090 1999 2000 291
Personal Svcs 73.70 67.59 78.13 77.49 78.53 77.77 7925 83.56 84.68 87.06 85.91 87.50
MOOE 17.14 20.39 15.41 16.44 12.87 11.98 11.32 9.37 10.93 9.54 10.65 10.98
Capital OuMay 9.16 12.01 6.46 6.07 8.60 1024 9.43 7.07 4.39 3.40 3.44 1.52
TOTAL 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 100.00 1 00.00
Source: Department of Education, Department of Budget and Management

9.33 Higher education. The composition of SUCs expenditures exhibited a
trend similar to that of basic education. The share of personal services in the
combined budget of all SUCs rose from 64.1 percent in 1987 to 83.3 percent in
2001 (Figure 9.3). This reallocation came at the expense of MOOE and capital
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Figure 9.3 General Government Expenditures on SUCs (By Object, 1987-2000)
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outlays whose budget shares dropped, respectively, from 19.4 percent and 16.6
percent in 1987 to 16.7 percent and 7.2 percent in 1999. This budget shift was
further reinforced in 2000-2001 following the implementation of a policy by
government to reduce the budget allocation for SUCS by 10 percent annually in
nominal terms relative to 1999 levels in order to shift the funds to basic
education. Thus, the budget share of MOOE contracted further to 14.1 percent in
2001 while that of capital outlays declined to 2.6 percent. On the other hand,
since LGU expenditures on higher education is less skewed in favor of personnel
services than those of the SUCs, the share of wages and salaries in general
government expenditures on higher education was lower than that of the central
govermnent expenditures. The upward trend in the budget share of personnel
services that is evident for the central government is also however, observable for
the general government. It is also notable that the expansion in the share of
personnel services in higher education spending of the general government came
at the expense of capital outlays alone.

9.34 High administrative costs in SUCs has been associated with low internal
efficiency. Tan (1995) shows that the ratio of administrative costs to instructional
costs is unduly high in many SUCs: these ratios were 35 percent for 47 percent of
SUCs, and were as high as 45 percent for another 35 percent of SUCs.

9.35 It may be argued that low internal efficiency may reflect low utilization
of resources. Johanson (1999) shows that the share of personal services in total
operating cost is fairly invariant across SUCs. Part of the problem appears to be
that teachers are used less intensively in SUCs than they are in private
institutions. The student-teacher ratio is 18 for SUCs compared to 29 for private
institutions, indicating the absence of standardization of budget subsidies on a
per-student basis. Clearly, unless this issue in the area of personal services is
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addressed, recent initiatives to reduce the budget allocation of SUCs may not be
enough to turn the tide in reducing overall allocation on higher education.

9.36 Remuneration in the education sector. Between 1985 and 1997, the
remuneration of government teachers went up by a multiple of 5 in nominal terms
and by a multiple of 3 in real terms. It is notable that in 1997 the entry-level salary
of a public school teacher was 70 percent higher than its private school counterpart. Wfva&2a pubfc caTha
Moreover, even by international standards, public school teacher salaries appear to e h
be on the high side: teacher remuneration as a ratio of GNP per capita in the
Philippines is equal to 3.0 in 1997 compared to an "Asian" mean of around 2.5 at the a
primary level.

9.37 Given budget constraints, high teacher salaries naturally constrain the
government's capacity to hire new teachers to cope with expanding enrollments. In @EaD §h W@r Azkn
basic education, the increase in the number of teachers (teachers holding position
titles Master Teachers I-1I and Teacher I-ID) in government schools did not keep countbllz, M$Is 8a
pace with the growth of enrollment. At the elementary level, the number of teachers
rose by 1.3 percent yearly on average, from 261,131 in SY 1981-1982 to 329,198 in COna&O n$ fone
SY 1999-2000, while enrollment grew by 2.1 percent on average. At the secondary governmebW cpgdf
level, the number of public school teachers grew by 3.9 percent from 54,555 to
107,706, compared to the average growth of 5.1 percent in enrollment. Consequently, a Ure FR@W Reaera
the student-teacher ratio in government elementary schools went up from 31 in SY
1981-1982 to 36 in SY 1999-2000 while that in government secondary schools O cope WM
increased from 29 to 34.

9.38 Employment and deployment of teachers. Despite the above movement, the
gross student-to-teacher ratio across schools is not too far from the standard ratio of
34:1 being used by DBM. However, there is a wide disparity between the average
class size and the gross student-to-teacher ratio in public elementary and secondary
schools. In SY 1999-2000, the average class sizes were 45 and 50, respectively, in
government elementary and secondary schools compared to gross student-to-teacher
ratios of 36 and 34. These numbers suggest an imbalance in the deployment of
public school teachers. One problem is related to the Republic Act 4760 (the so-
called Magna Carta for Public School Teachers) which prohibits the transfer of
teachers from one station to another (i.e. across geographical borders) without the
latter's explicit assent.65 Another relates to the current practice of assigning teachers
to administrative and clerical functions that can otherwise be assigned to non-
teaching personnel at school and district offices because of the absence of these
positions. Realizing the problem, non-teaching positions have been created annually
for DepEd in recent years. This has included positions for bookkeepers and
accountants, created for district elementary and secondary schools to strengthen their
financial management and pave the way for greater school-based management.

9.39 15,000 new teacher positions and 5,000 non-teaching positions were created
under the General Appropriations Act for 2002. In addition, the DepEd received
technical assistance on improving teacher deployment under the Social Expenditure
Management Program (SEMP) which recommended that (a) the placement of newly-
created teacher positions be targeted to divisions where they are most needed, (b)
existing teacher positions in teacher-surplus divisions and schools be transferred to
teacher-shortage jurisdictions when these positions fall vacant through retirement or
death66, (c) unfilled teacher positions in teacher-surplus divisions and schools be
transferred to teacher-shortage jurisdictions6 , and (d) teachers currently doing
administrative tasks be reassigned to teaching (Somerset 2001). Field work suggests
a need to revisit and clarify the flexibility regarding re-assignment of teachers within
a given division in the Magna Carta for teachers. Prospectively, there also seems to
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be a need in the near term to factor in the number of LGU-paid teachers in

determining the teacher requirement of divisions and schools for determining the

assignment of newly-created teacher positions.

9.40 The discussion above highlights that some LGUs, particularly the more
urbanized cities, do fund additional teachers. In the medium term, however, unless

the assignment of the education function across levels of government is changed, it

seems that the DepEd will have to absorb LGU-paid teachers on its rolls.

Recommendations

9.41 Rationalizing employment and compensation. Given the pressing fiscal

constraints, it is clear that the size and cost of the civil service requires review and

adjustment as a first priority. There are three aspects to this. The first is to establish
an effective system to control employment and the wage bil. The second -

keeping within the bounds of fiscal realities - is to increase the transparency and

competitiveness of civil service compensation while at the same time

decompressing salary levels for key civil service grades. Third, it would be desirable

to design and implement a feasible strategy for adjusting civil service
employment to the appropriate role, functions and structure of the state - in concert

with budget process reforms and administrative restructuring efforts.

9.42 Two key initial steps in controlling the wage bill could include the

expeditious establishment of a workable civil service personnel information system,

and deciding on fiscally affordable compensation improvement and rightsizing

options using a civil service pay and employment financial modeling tool recently

customized to the Philippine context. The former would involve the sustained

pursuit of the development of a common database on government personnel to be

shared by the CSC, DBM, GSIS and other oversight agencies. Simply put, the

objectives of the common database would be to ensure that each permanent

appointment is to an authorized position funded under the govemment's fiscal
targets, that no person can be appointed to more than one authorized position, and Sustained actions to
that no person can draw pay from more than one payroll or obtain more than one set improve efficiency,
of benefits. The latter would involve a review of the compensation policy,

preparation of options for compensation and employment reform, and the attack duplication of
assessment of the fiscal impact of employment and compensation adjustment
through (a) a mix of attrition and other measures, and (b) a phased upward functions, and
adjustment of compensation for key skills. abolish obsolete

9.43 Strengthening public administration. On the administrative streamlining
front, sustained actions to improve efficiency, attack duplication and overlap of entities are desirable.
functions, and do away with obsolete functions and entities are necessary. The While the COA
precedent set by the PCEG review-inspired EO 72 which initiated the streamlining of

the Office of the President, now needs to be taken to line departments and agencies. reorganization is a
The composition and functional assignment of staff requires adjustment to better

match priorities. Quick actions seem to be called for, although it will be important to good example, the

avoid unsustainable precedents being set. The planned deactivation of 13 agencies

will be an important step in the right direction. But this will clearly not be enough. ltmus test will be the

9.44 Actions here would need to go hand in hand with the employment and implementation of the

compensation adjustments. Such a process would clearly need to include: (a) actions BIR tI
to streamline the central executive departments by eliminating duplication and organzationa
overlaps, doing away with inappropriate and unnecessary functions and entities, reforms.
efficiency improvements through further simplification of business processes and

reduction of red tape, and (b) starting and sustaining the transformation of the BIR.

In particular, the implementation of the BIR organizational reforms would
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constitute a litmus test of the ability and willingness to undertake core
institutional reforms.

9.45 It would be desirable to sequence and implement these actions hand in hand
with public expenditure management reforms intended to clarify the roles and
mandates of state entities, and prioritize their programs and activities. Actions to
reform the civil service and streamline the administration will also involve a delicate
balance between flexibility in redeployment of human resources including hiring and
firing, and providing the performance-based security and protection that neutral and
impartial civil servants need to perform professionally through changes in
adrninistration at national and local levels.

9.46 Passage of the Civil Service Code is necessary, but it is not yet clear whether
this will pass in Congress, given the length of time it has been awaiting legislation.
However, an important beginning can be made by basing civil service appointments
and promotions more transparently on merit, and not only on 'fitness'.
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10.1 The government has been pursuing efforts to utilize official development
assistance more efficiently by stepping up the pace of implementation of foreign-

assisted projects (FAPs). This has assumed urgency because the pace of

implementation of FAPs has been comparatively slow, and the budget squeeze,

especially the declining flexibility in discretionary expenditures, has made FAPs

an important source of financing development. The challenges in this area, and

the key actions taken so far by the administration, are summarized below.

Enhancing Absorptive Capacity
The declining

10.2 Recent significant actions to improve portfolio performance include: (i) flexibility in

reducing the number of signatories for project documents; (ii). partial cancellation

of about $500 million equivalent of loans in 2001 to declog the ODA portfolio of discretionary

non-performing or poorly-designed projects and excess loan components; (iii)

conduct of quarterly portfolio reviews by the government with the three largest expenditures has

funding agencies to address bottlenecks; (iv) accessing quick-disbursing program made Foreign Assisted

loans generally intended to assist in overall deficit financing in exchange for the

implementation of policy reforms; (v) initiating reforms in the power sector and Projects (FAPs) an

other steps to improve governance. important source of

10.3 The above measures appear to be bearing fruit. For the first semester of

2002, disbursement level posted an increase of more than 20 percent against the financing

same period in 2001. Actual disbursement against target was 95 percent. development Faster

Provided this rate is sustained, the government will be on track to meet the call of

ODA partners to increase disbursement ratio to 20 percent by 2004. ODA absorption could

Improving Project Identification and Preparation speed FAP

10.4 Actions in this area also address weak demand for on-lending programs. implementation and

Strengthening the linkages between planning and budgeting, and between the strengthen

MTPDP and MTPIP, is expected to lead to improved project prioritization and g
more sustainable project financing. The implementation of SEERs has helped development
agencies to begin prioritizing their activities in order to align their projects to

directly contribute to their major final outputs and sector outcomes. In addition, financing.

the integration of the project management offices into the mainstream operations

of agencies should also reinforce the SEER and prevent FAPs in being over-

designed but rather address persistent issues and concerns of the implementing

agencies. The ICC has recently sent standards for implementing cost-sharing
schemes with LGUs.

10.5 Under laws (e.g., Build-Operate-Transfer), as well as Executive and

Administrative Orders, Government is increasingly providing incentives for

private sector to take a more active role in services delivery to rural areas. What

remains to be done, however, is to enhance the timing and adequacy of public
expenditure, such that these are able to effectively leverage private investments.

Related initiatives to mobilize and synchronize public and private resources are

on ARC development planning, preparation of regional and local AFMPs (which

incorporate various fund sources including private sector), and preparation of

SAFDZ plans.
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ncressing The 1PriectebMW5y 09 PoDet Mnancun

10.6 Constraints here include the timely and predictable provision of
counterpart funds. The 2001 (re-enacted) budget led to a mismatch between
previously allocated funds and new financial requirements of projects, and
project financing was slowed down by budget deficit reduction measures. Some
PhP41 billion was allocated for FAPs in the 2002 budget (as against PhP29
billion in 2001). The same extent of budgetary support for FAPs was
incorporated in the 2003 budget.

10.7 The government is also reviewing the NG-LGU cost-sharing
arrangements for FAPs. It is proposed that NG-LGU cost sharing in the
implementation of FAPs be defined across all sectors that are devolved,
maintaining a maximum 50 percent grant by the national government and a
minimum LGU cash equity of 10 percent of project cost.

Sitengthening The SusWnabiliMy Of ProDect Ou:crm

10.8 This is being addressed through appropriate project design and improved
institutional arrangements for project coordination, management, implementation $g tdeedg
and evaluation. Slower project implementation in 2001 was attributed to the
change in administration (contracts were reviewed by new sets of agencytLGU §MF§&M6nV0n
officials, and agencies' and LGUs' priorities changed) and by September 11, arranga and
2001 (which delayed deliveries of imported supplies and materials).

10.9 Unlike most regular government programs, FAPs have been subjected to spee COMM ensu
independent evaluations and thus their impacts and outcomes are well- gste ODA
documented. The main challenge is to mainstream these projects in terms of (a)
lessons learned, as these relate to policy reform and refinements in strategies and absorpany enDXECe
programs; (b) budgeting and funds flow, particularly the continuing need to dstiona § capo
streamline the regular government fund release system; and (c) management, in
order to ensure that capacities are internalized within regular structures, and to at nationa End §T
reduce disparity in salary rates.

;@vOD$ &Sd h@D
10.10 Two of the bothersome "distortions" accompanying FAPs are (i) budget
and finance - particularly special priority in budgeting and funds flow outside of ouL1W pro0@ct
the regular system; and (ii) higher salary rates of project staff compared to
regular government personnel. The trade-off is between operational efficiency
(using enclaved project-specific "special arrangements") on the one hand and, on
the other, capacity-building and institutionalization of resource flows and
personnel reforms.

10.11 Significant actions to strengthen sustainability have included:

a) Issuance of Executive Order 109 which further streamlined the contract
review process (except for contracts required by law to be acted upon
and/or approved by the President, the EO gave full authority to
Department Secretaries to give final approval and/or enter into all
government contracts of their respective departments, awarded through
public bidding, regardless of the amount involved);

b) Issuance of EO 40 and subsequent enactment of a consolidated
Procurement Reform Law to streamline procurement and harmonize local
procurement procedure with best practices worldwide;
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c) Enactment of RA 8974 which defines the procedure for right-of-way
acquisition for infrastructure projects;

d) Enactment of RA 8975 which now prohibits issuance by lower courts of
temporary restraining orders on government projects; and

e) Designation of project implementation officers at the Under Secretary (i.e.
Deputy Minister) level in implementing agencies who are responsible and
accountable for efficient implementation of their respective projects.

Rationalizing Implementation Arrangements

10.12 Most foreign-assisted projects are implemented through project
management/implementation units. Often confronted with a choice between (a)

the twin demands of ease and speed of project implementation and
disbursement, and (b) the need to foster permanent implementation capacity,
implementing agencies and development partners have adopted a pragmatic

approach. Wherever necessary, they supported the establishment of dedicated The ongoing
units, both within and outside governmental structures, to assist speedy and
effective implementation of FAPs. These have varied, however, from rationalization of

coordination units staffed by civil servants and located within existing Project Management
organizational structures of the implementing department or agency to stand-

alone and legally separate entities. Offices is an

10.13 To address issues on capacity-building and sustainability of project important step in
outcomes, the government created a Task Force to look into the rationalization of
Project Management Offices (PMOs). Four major agencies (DPWH, DOTC, DA enhancing ownership
and NIA) were reviewed. The Task Force recommendations include: (i) creation and sustainability of
of a single or unified PMO for each department; (ii) implementation of agency-

based rationalization strategies; and (iii) issuance of policy guidelines on PMO FAPs.
rationalization in the interim i.e., deployment of organic personnel, adoption of a

scrap-and-build strategy and no net increase in agency staffing and personal

services.

10.14 Typical implementation issues confronted by implementing agencies, the

central oversight entities and development partners relate to fiduciary
responsibilities (such as procurement, financial controls, reporting, accounts and
audit) and personnel policies and practices. GOP oftentimes encounters

differences in policies and procedures with financing institutions. These include,
among others, compensation of project-affected persons, disbursement
procedures (use of reimbursement scheme), selection of consultants, protocols
for closure of loan accounts and procurement procedures.

Recommendations

10.15 Absorptive capacity could be increased through: (a) periodic undertaking

of SEERs to sharpen prioritization of activities and so lead to improved project
identification; (b) more thorough project design and project evaluation, especially

for those with LGU participation and/or with multi-agency participation; (c)

minimizing multi-agency implementation'.

10.16 Sustainability of proiect outcomes could be enhanced by (a)

strengthening project implementation arrangements and capacity (especially for

procurement and financial management) in implementing agencies and relevant
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LGUs; (b) addressing changes in project scope and design during
implementation; (c) dealing effectively with poor contractor performance; (d) kcraaaad abzOrpVY6
strengthening line agency and LGU capacity to prepare, evaluate, oversee and
monitor implementation of projects, and assess project sustainability and impact; ¢ tY' G
(e) involving civil society for accountable and transparent implementation; (f)
addressing peace and order issues impacting projects; (g) issuance of an EO on
resettlement, and high-level attention to right-of-way issues in land acquisition ,prqd@l OWCo6as
for projects, and (h) further strengthening coordination between implementing
agencies and coordinating agencies, and removal of functional overlaps and
duplication among national government agencies. prodk9aWfigy g

10.17 Greater predictability in project financing could be ensured through (a) a PrO financkg
3-year investment program with an indicative budget for each implementing
agency; (b) conduct of SEERs of individual agency portfolios to establish Cain anasb More
medium-term priorities within the ICC process; and (c) continued streamlining of
document processing and fund flow within implementing agencies. @fC§OW uffiDaen Of
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11. Decentralization: A Selective Overview
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_IA WE
11.1 The Philippines Local Government Code (LGC) of 1991 is considered to
be one of the most far-reaching decentralization reforms in the developing world.
The reform devolved to three tiers of LGUs - provinces, cities and municipalities
and barangays - important responsibilities in areas such as agriculture,
environment, natural resource management, health, public works and highways,
as well as up to 40 percent of national government revenues. There are about
43,635 LGUs in the country today: 80 provinces, 114 cities, 1,496 municipalities
and 41,945 barangays.

nlnercvenrnmenal Finances anrd Service EDefivary

11.2 So far there has been no systematic evaluation of how local governments
have performed under decentralization. Anecdotal evidence suggests that
decentralization has encouraged greater innovation at the local level (i.e. the
Galing Pook awards), strengthened local management capability and promoted he encouad
greater cooperation with the private sector and other LGUs. However, the
preliminary evidence also suggests that, despite these achievements, the expected grao8@r knovadon V
benefits of decentralization have yet to be fully realized. Sufficient resources do gh §Oca §ey@
not seem to be channeled to poorer LGUs, and the national government's ability
to equalize fiscal capacity and monitor the financial performance of LGUs is Nowever' 2h
weak.

:DD' uDiery (IIb7@1C11.3 Institutional arrangements for service delivery remain unclear in many
cases, with national agencies playing a significant role in some functions that a§Zo zuggazft Ma9
should have been fully devolved to LGUs. In addition, unfunded mandates from
the national government such as the Salary Standardization Law have increased
the cost of local services and impeded local autonomy. C

11.4 The increase in aggregate Internal Revenue Allotment (IRA) to
provinces, cities and municipalities seems to have exceeded the cost of devolved
functions and other mandates, even when adjusted for inflation and population dcentafzdon
growth.68 Despite this aggregate funding "surplus," poorer LGUs seem to suffer
from insufficient resources. It is encouraging, however, that the national hae@ ya? to be YuMy
government is taking steps to strengthen its ability to equalize fiscal capacity and
monitor the financial performance of LGUs.

11.5 In spite of the challenges, there are plenty of examples of effective
home-grown solutions to common problems. For example, in the area of health
service delivery and financing, cities such as Lapu-Lapu, Gingoog, Surigao,
Cotabato and Puerto Princesa have adopted innovative measures to cope with the
increasing demand for more and better quality health services from their
constituencies. Several municipalities have also introduced innovations. Perhaps
the more exemplary among these innovations are the barangay primary health
care facilities established by the provincial government of Negros Occidental and
the provincial health insurance program adopted by Bukidnon and Guirnaras. In
the area of controlling personnel size and costs, and accessing non-IRA sources
of funding, the example of Cabanatuan city seems noteworthy.
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Public Expenditure Management

11.6 Planning and investment appraisal appear to be the weakest links in the
chain of LGU public expenditure management. Two key issues merit attention:
(i) the coordination of the planning function across government levels, and (ii)
the efficiency of LGU expenditures. First, NG-LGU planning coordination
appears to be limited. Allocation decisions are informed by LGU development
plans, which are supposed to be coordinated with regional and national plans.
Preliminary observations indicate that the coordination of national and LGU
plans is weak in some cases and non-existent in others, undermining the effort to
focus expenditures on key priority areas, especially to pro-poor services.

11.7 Second, most LGUs seem to lack adequate project evaluation capacity. It
is not clear that investment decisions are made on a technical basis or that there is
a system for filtering and ranking investment projects. Many LGUs have weak
capacity to formulate development projects. This is important because a large
percentage of the small amount of capital expenditures in the Philippines occurs
at the LGU level, especially in key economic and social sectors.

Revenue Administration

11.8 The overall share of revenues mobilized from local sources relative to
GDP is not significantly greater now than it was before the LGC. In many cases
IRA transfers seem to have created disincentives to mobilize local revenues. LGU capacity to

11.9 Revenue administration is thus an area of great potential improvement. assess and
Many LGUs seem to be able to collect only a small percentage of potential
revenues due under their respective local tax codes. The main problems include: collect revenues
(i) lack of accurate, computerized taxpayer registration databases (many taxes could be greatly
and fees do not in fact have taxpayer registries); (ii) lack of accurate cadastral
information for property taxes; (iii) large numbers of non-filers, stop-filers, and improved,
non-payers; (iv) inadequate audit presence for business taxes; (v) lack of trained
professional staff (which has led to the use of casual employees to collect some reducing reliance
user fees, for example); (vi) inadequate data on payment delinquencies; (vii) on IRA transfers.
cash-based payment systems; and (viii) virtually non-existent taxpayer services.

11.10 The confluence of these problems has led to under-assessment as well as
under-collection of most taxes and fees, thus perpetuating LGU reliance on
transfers from the central government. Improving the assessment and collection
capacity could reduce reliance on IRA transfers. Moreover, improving tax
administration is necessary to ward off pressures to increase tax rates at the local
level (anecdotal evidence indicates low collections are prompting local officials
to call for higher tax rates, which would only make the system more

*distortionary). There are other significant institutional issues which, if
appropriately addressed, could greatly strengthen governance and improve
revenue collection at the LGU level, for example, greater transparency and
accountability in (a) the assessment process and in the standards by which
assessment efficiency can be evaluated, and (b) the setting, collecting and
auditing of fees for public markets and slaughterhouses, as well as in the leasing
process for public markets.
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H-luman IResource Manageen 1t

11.11 LGUs are limited in their ability to manage and develop their human
resources. As a result, LGU capacity for expenditure management is uneven,
especially in planning, investment appraisal, financial management, and MEoq0@ang End
personnel functions. Moreover, LGU financial integrity is often weak: COA
reports have cited numerous LGUs for inadequate financial management.nt. CY

11.12 Improving the quality of public administration at the LGU level assumes 7uLe @$gauo Iby
importance because administrative capacity, incentive systems, skill mix, and the
management and deployment of human resources can significantly impact the
operational efficiency of public expenditures. The main issues comprise the Dpoya 0
following: (i) expenditures on personal services (PS) constitute the largest
category, squeezing out MOOE and Capital Outlays; (ii) although PS expenditure
is formally capped at 45-55 percent of total LGU resources, it needs to be seen
whether such expenditures are higher in reality if payments to casual and
contractual workers are taken into account; (iii) the cost of personal services is ff@-d t ig$ 
sometimes charged to MOOE; (iv) remuneration levels and structure vary
enormously depending on the resources - and resourcefulness - of LGUs, and
grant of allowances and benefits to LGU officials without legal basis is not
unknown; (v) even for functions and positions whose personnel costs are
supposed to be funded entirely by the NG budget, LGUs commnonly supplement
such NG allocations (reliable data on the amount and nature of such supplements
does not seem to exist, though); and (vi) managers and administrators seem to be
slack in enforcing basic fiscal discipline in their offices (e.g. claims for
disallowed payments have been rising steadily, and stood at P1.7 million at end-
2000 - leniency in pursuing remedial measures against delinquent officials is
reported to be the main cause). Otherwise, as the 2000 COA Annual Financial
Report on Local Governments notes, the 'injudicious discharge of fiscal
responsibilities' will continue to contribute 'to the failure of local government
units to become self-reliant communities'.

11.13 Recent actions taken to strengthen human resource management have
focused on: (a) improving the management and career development of tax
assessors and treasurers; (b) examining how to scale up pilots on govemance and
service delivery performance indicators and management; (c) developing an
LGU "hall of fame" to enable recognition for outstanding performance or
outcomes; (d) pilot-testing a Customer Feedback Survey in 21 sites to increase
citizen's access to information, develop 2-way feedback with citizens, and
involve citizens and agencies in setting performance and service delivery DanEOOM OW End
standards.

MinancWal Mianagement

11.14 LGU financial management rests with the local chief executive oub$Xnfa
(governor/mayor). The chief executive is assisted by three key financial officials:
the treasurer, the budget officer, and the accountant. Each of these officials VIID ,, ?D
reports directly to the chief executive and are independent from one another. The LOU
treasurer is appointed by the Bureau of Local Government Finance (BLGF) of
the DOF from among three nominees recommended by the Chief Executive. 

11.15 The accounting and budgeting guidelines are issued by COA and DBM _ _

respectively. A new Local Government Accounting System (LGAS) consistent
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with accounting principles of NGAS has been introduced (starting January 2002).

COA has the power to audit all LGUs.

11.16 The internal control environment and institutional arrangements for

financial accountability remain extremely weak at the LGU level. In 2000, for

instance, only 250 of the 1,689 LGUs audited were given clean audit reports by
COA. Although there are many reports of best practice in a number of LGUs,
weak internal control practices have been frequently flagged by COA annual

reports, and the internal audit function is non-existent in most LGUs. The main
reasons for this poor internal control environment seem to be: (a) frequent

turnover of elected officials; (b) disregard of laws, rules and regulations by

elected and appointed officials; (c) lack of clarity in the oversight agencies; and

(d) inadequate LGU-level financial management capacity.

11.17 The principal LGU-level financial management weaknesses identified by
COA are: a) lack of compliance with laws, rules and regulations; b) weak control
over fixed assets and lack of recording and inventory of fixed assets; c) weak

control over cash management due to retention of collected revenue in cash by
treasurers in contravention of regulations requiring deposits at authorized banks;
d) weak control over accounts payable; e) weak human resource capacity in

financial management, particularly in rural LGUs where it is difficult to find
qualified and experienced accountants; f) incomplete implementation of audit

findings.

11.18 Financial management capacity in most LGUs is very weak. BLGF, the
principal oversight agency, has played a somewhat passive role. There is no clear
financial leadership role as responsibilities are split among the three principal
officials. Financial management reporting is essentially regulatory in nature.
There are no updated accounting, treasury and budget management manuals, and

similar reports submitted to oversight agencies often contain different data.

11.19 The Government acknowledges that reforming and improving such a
diverse group of independent political and administrative units will take time and

resources. Several initiatives aimed at capacity building are under way, including
a World Bank-financed Local Government Finance Development Project and an

IDF Grant to assist financial management capacity building.

Procurement

11.20 Rule 35 of the IRR of RA 7160, known as the local Government Code LGU capacity to
(LGC) of 1991, governs the procurement process of LGUs for supply of property develop
or goods, and PD 1594 serves as the basis for infrastructure contracts. PD 1594,
which has been repealed by the LGC of 1991 insofar as locally funded procurement plans
infrastructure is involved, is still widely applied among LGUs. - and implement

11.21 Except as otherwise provided, the general policy on procurement and
acquisition or property by LGUs is through competitive public bidding. The them needs
procurement process however, especially the bidding process, is generally sustained
perceived to have resulted in higher procurement costs at the local level. In
general, the cities seem to have the most problems, followed by the strengthening.
municipalities and then the provinces. The process of implementing procurement

laws and rules appear to give rise to inconsistencies. Significant adaptations or

so-called shortcuts of various rules and procedures apparently abound, and some
LGUs have established enabling resolutions for legal application. Text Box 11.1
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outlines the procurement process for medical supplies in one province of the
Philippines.

Performance Monitoring

11.22 LGUs are now subject to several different reporting requirements, which
use a variety of reporting formats, periods and frequency. This, however, has
meant that information about LGU performance is dispersed, there are
inconsistencies in data and inforrnation, and duplication. BLGF, for instance,
now consolidates the data by provinces, cities and municipalities on a quarterly
basis Recent attempts to take stock of LGU perfornance monitoring indicators
disclosed that there are more than 40 indicators of varying coverage and quality
developed by government, donors, academia and civil society organizations.

11.23 Of the several ongoing government efforts to develop an integrated
performance monitoring system, the BLGF has piloted a new fiscal and financial
reporting format for LGUs in 2001. The new report, called the Statement of
Income and Expenditures (SE), will replace the existing Budget Operations

Text Box 11.1 Procurement of Medical Supplies in Agusan del Norte

The Provincial Health Officer (PHO) submits an Annual Procurement Program that
includes everything the hospitals need for their operation for a year. Once approved
by higher authorities, the PHO submits a purchase request (PR) for a quarter for
drugs, medicines, office and medical supplies and reagents to the Provincial General
Services Office (PGSO). The PGSO then schedules the bidding with the participation
of the Provincial Auditor, Treasurer, Budget Officer, Accountant, and representatives
of the Governor,and the PHO, who together constitute the Pre-qualification, Bidding
and Awards Committee (PBAC) of the province.,

Potential bidders for medical supplies are accredited upon submission of a governor's
permit, accreditation from the DOH, company profile, notarized price list, tax
identification number, and a proof of good track record as appraised by the PGSO.
Closed bidding procedures are followed in Agusan del Norte. Suppliers submit closed
bids to the PGSO who then turn the bids over to the PBAC, which opens them in
public. The winning bidder is then furnished a copy of the purchase order (PO). Due
to lirnited funds, however, the PO usually covers only a quarter's supply of drugs,
medicines and- other supplies. Bids are, called and scheduled only if the total worth of
the PO exceeds 150 thousand pesos. POs for less than this amount are issued on the
basis of canvassing from at least three potential suppliers.

Statement (BOS), which reports LGU fiscal operations on a yearly basis. The
BOS is cumbersome and takes time to complete. Oftentimes, too, the reports
come in late (sometimes 6 months and more). The SE, by contrast, is more user-
friendly: there is a one-page summary of the fiscal operations of LGUs with
attached schedules which contain more details. Reporting is on a quarterly basis.
DBM has agreed to use the SIE instead of developing another format. The SIE
may now provide a single source of data on LGU fiscal and financial operations.

11.24 The BLGF has also developed 14 fiscal performance indicators, and
plans to pilot them after revising the fiscal reporting format. These indicators, it
is hoped, will be able to show how LGUs are performing in terms of local
resource mobilization and expenditure management (e.g. whether they are
spending more for current vs. development expenditures, their debt management
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performance). There are 13 BLGF regional offices nationwide whose staff are
being trained to develop regional data bases and analyze the data by regions.

Recommendations

11.25 Decentralization and intergovemmental finances. It now seems time to
review the fiscal, administrative and political aspects of decentralization in the
Philippines and assess how the Local Government Code and related legislation
have worked in practice. Such an assessment could entail an examination of how
decentralization has worked in relation to objectives such as service delivery69,
accountability and governance70. Reviewing the intergovernmental transfer
mechanism in order to identify opportunities for greater equalization and
clarifying institutional arrangements and responsibilities could lead to improved
service delivery. Such information could be used to clarify LGU responsibilities
and assess the need for transfers from the national government. However, given
the political and institutional complexities involved, this needs to be carefully A Decentralization
handled, with the widest possible participation and debate at all levels, and Service Deliver

11.26 It therefore seems appropriate to undertake a cross-sectoral analytical
exercise - a Decentralization and Service Delivery Study - to examine the above Study could be an
issues in the context of decentralization in the Philippines. This study would
address the 'supply side' of decentralization (i.e. policies, practices, and appropriate lens
processes). A companion survey-based exercise - a Governance and Service through which to
Delivery Diagnostic - could examine the 'demand side': it could benchmark the
effectiveness of the national government and LGUs in delivery of selected public assess the
services, especially those to the poorest and most vulnerable, and assess related
governance issues such as accountability and transparency. This diagnostic decentralization
assessment could be based on three sets of surveys of key stakeholder groups. experience, a
Representative samples of enterprise managers and households could be
surveyed about their interactions with state entities and LGUs; their responses decade into the
can provide external assessments of the access to, quality of and satisfaction with implementation of
services provided by various bodies, as well as about their experiences with
corruption, from the perspective of the users of these services. A representative the landmark Local
sample of public officials could also be surveyed, providing the insiders'
perspective, as well as self-evaluations of the quality of their work. Such a survey Government Code.
of public officials can also highlight progress in the actual implementation of
governance-related reforms in key areas such as procurement, financial
management, budgeting, revenue assessment, revenue collection and public
administration, and can provide information on the business culture of national
government and LGU offices. The resulting diagnosis, based on the dual
analytics, could help improve public sector performance and promote healthy
competition between LGUs to improve service delivery.

11.27 Service delivery. There is a clear need to strengthen LGU capacity on
several fronts, to enable them to better deliver services. The diagnostic proposed
above could inform the assessment of service delivery and governance, and be of
use to the authorities. Improving service delivery hinges on three factors: (i) on
the revenue side, improving the assessment and collection of revenues from local
sources to reduce LGU dependence on IRA, and to offset weaknesses in national
government revenue collection, (ii) on the expenditure side, strengthening
planning, investment appraisal, procurement and financial management, and (iii)
controlling expenditures on personal services and improving the quality of public
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administration through stronger accountability and integrity arrangements. All b d y
three will require long-term capacity building, including through replication of sary9Cao ihDgl a>nd

innovative LGU-level approaches and practices.

11.28 Public expenditure management. In the medium term, a high priority is
to improve local fiscal and performance information, including updating the b0di(@1nbll D (§d@( e
income classification system and establishing local government information
systems as part of the Government Financial Management Information System.
The BLGF could build on its work underway to computerize local accounts to goossmeW and
develop a comprehensive information system on LGU finances. Indicators could
include revenue and expenditure data, outstanding debt and future debt service, o111con ay own
budgets, procurement, and some performance indicators. reve nus

11.29 Human resource management. The proposed Decentralization Study
could develop detailed recommendations for: (a) reviewing LGU compliance (D $
with the cap on 'personal service' expenditures as percentage of total resources in
light of employment of and expenditures on casual, contractual, and other non-
permanent workers; (b) reviewing the levels and structure of remuneration,
which vary enormously across LGUs (including unofficial allowances, benefits p;b' aa W obd
and perks for LGU officials); (c) reviewing the LGU practice of providing salary
supplements for functions and positions whose personnel costs are supposed to fDcd
be funded entirely by the national government; (d) improving the coverage and
quality of human resource-related statistical data. mEnagamanRy SD

11.30 Financial management. Improved management and career development (D) §roving @hs

of assessors and treasurers can enhance the quality of fiscal management. The
introduction of LGAS will provide an opportunity to address accounting
procedures and training of LGU accounting staff. However, the large volume of PUMC
staff and LGUs that need to be trained and supervised make this a challenging
task. COA will need to augment its existing capacity speedily to meet LGU D
needs. BLGF will pilot the introduction of 14 performance indicators to monitor
LGU performance from 2002. The LGAS will also require submission of
standard financial statements starting from end-2002. These initiatives, if
implemented and observed by LGUs, could go a long way to address financial
discipline issues at the LGU level.

11.31 A desirable strategy would be to build on GOP and donor-funded
initiatives and develop a program which includes: (i) strengthening the BLGF by
empowering it to be the main driver of local government finance; (ii)
strengthening the internal control environment in the short term; and (iii)
designing an LGU-level financial management improvement program to build
capacity over the longer term.

11.32 Procurement. Key actions that the government proposes to take, and
which would be desirable, include: (i) ensuring that LGU procurement is
adequately covered in the IRRs for the Procurement Reform Law; (ii) prohibiting
local chief executives from chairing Bid and Award Conmmittees; (iii) mandating
strict implementation of the Annual Procurement Plan by procuring entities; (iv)
incorporating consultations with LGUs in preparation of national procurement
plans; (v) professionalizing the procurement function and strengthening
procurement capacity at the LGU level; and (vi) streamlining payment of
contractors and suppliers.
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11.33 Performance management. Building on the results of piloting the SIE
and the fiscal performance indicators, it would be desirable to rank LGUs by
performance, and to develop an incentive system for well-performing LGUs. The
GOP is keen to computerize the data gathering and analysis of LGU fiscal
operations - this will require early development of an action plan and cost
estimates for technical assistance and financing.
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Dissemination Strategy

12.1 The preceding pages have outlined the key PEPFMR findings: some are
diagnostic in nature, others relate to planning, still others pertain to
implementation issues. It is desirable that on the implementation-related issues
(e.g. revenue collections, BIR reforms, or reallocating personal services
expenditures) the Government act quickly and decisively - in a sense, the
overarching importance of the still-unfolding fiscal developments dictates quite
clearly the sequencing and prioritization of the actions to be taken. The more
detailed matrix at the end of this volume contains the joint recommendations of
the GOP and the task team.

12.2 The dissemination strategy for the PEPFMR envisages sharing of this
report and the matrix of recommendations with a wider audience once it has been
reviewed and endorsed by the World Bank and ADB management and by the
GOP. This wider audience comprises national agencies and LGUs, legislators,
development partners, academia, civil society and the media. A first
dissemination workshop has been tentatively planned with the GOP for May
2003. The exact workshop dates will be finalized in consultation with the GOP.

Next Steps

12.3 This PEPFMR is a joint document of the Government of the Philippines,
the Asian Development Bank and the World Bank. The litmus test of its
relevance will be the extent to which its recommendations will be taken on board
and implemented over the medium term.

12.4 Some actions have already been initiated by the Government even as the
PEPFMR exercise was under way. For example, working with the ADB and the
World Bank, a series of grant-based technical assistance programs have been
prepared. These are aimed at building capacity at the national level in critical
areas (e.g. for management of contingent liabilities, strengthening the BIR, and
expenditure management) or for more detailed diagnostic work (e.g. pension
reform, pay and employment modeling).

12.5 Next steps in the PEPFMR process could comprise:

a) A series of consultations and workshops to develop some of the themes
outlined here more fully and obtain consensus on the actions proposed in
this PEPFMR; and

b) Chalking out more detailed and costed action plans to address such issues.

12.6 For those planning and diagnostic-type issues where assistance or advice
from development partners could be valuable, the Philippines' development
partners stand ready to provide the needed support.
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Public Expenditure, Procurement and Financial Management Review

Action Plan

Chapter -lssue/Area of Concern. Actions Taken by GOP Joint GOP-Task Team Agency
.__._._. - Reconunendations -

PART A. AGGREGATE FISCAL DISCIPLINE

OVERVIEW: THE INSTITUTIONAL AND FISCAL CONTEXT

1.1 Fiscal flexibility has been Aggressive efforts to contain the deficit Achieving and maintaining fiscal discipline, and Specifics are
steadily declining as revenues were and are being undertaken: continued attention to improving governance and in the rest of
shrink and mandated * On the revenue side, efforts to identify institutions, will be critical for poverty reduction, the action
expenditures grow. new tax and non-tax revenue measures economic growth and investor confidence. plan.

have been coupled with plans for the
After several years of surplus in institutional transformation of the BIR Details are in the rest of this Framework.
the mid-1990s due to improved
tax collections, the fiscal deficit * On the expenditure side, cost cuffing
has re-emerged since 1998 in and mandatory savings have been
both National Government mandated and budget execution is
(NG) and consolidated public being closely monitored to control
sector finances7 expenditures

Specific actions taken have been outlined
in this Action Plan.
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Chu.pter issue/Area of Concern .ActIins Taken by GOP Izni ITask Teaw 4enLt,
. ~~~~~~~~~~Recozmm.ln, ariitEf aA

e The government's growth * Part B of the Framework. Part B of the Framework.

and poverty agenda is
threatened by the budget * GOP is trying to put in place better
threatened by the budget medium term expenditure planning and
squeeze. budgeting to ensure that overall budget

* Budgetary inflexibilities have management and expenditure
become more rigid because allocation are tightly focused on the
high mandated expenditures national priorities and strategies
and resource, planning and enunciated in the MTPDP and the 2001
implementation constraints and 2002 SONAs.
are suppressing core poverty-
reducing capital and * Steps are being taken to improve the
maintenance expenditures. predictability of resource allocations

and resource flows to strengthen
operational efficiency.

Technical and operational Part C of the Framework. Part C of the Framework.

constraints - e.g. those relating
to procurement, financial
management and human
resources processes - limit the
efficiency with which available
resources can be utilized, and
key public services delivered. _

Capacity building at the LGU Part D of the Framework. * Part D of the Framework.

level, including and especially * Dissemination and replication of in-country goo

in procurement and financial Dis and innov cahons

management, is critical for practces and innovatons

strengthening accountability * Augmentation of LGU capacity to obtain, allocate

and service delivery, especially and manage financial, human and physical

of those services targeted to the resources
poor, the disadvantaged and the
vulnerable. * Strengthen LGU accountability and transparency

1.2 Strengthening the core The PCEG is leading an initiative aimed * Start streamlining the bureaucracy by reducing NEDA,

functions, strategic roles and administrative streamlining and business committees and task forces and abolishing or DBM, CSC,

responsibilities of the process re-engineering based on deactivating redundant agencies. concerned

government in accordance with examination of the following issues for agencies

socio-economic priorities and each sector: * Implement restructuring/realignment of selected (under PCEG

resource constraints a) The role of the state vis-a-vis the agencies in priority sectors based on laws and guidance)
-__nt_ c-f- ror, ,;1n;l -icPtw administrative fiats when possible and in
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private sector and civil society coordination with ongoing budget process reforms
b) Existing and appropriate functional and proposed civil service reforms

relationship between the national andc)rExistionship betweenani ational sep o Submission to Congress of Public Sector
local governiments IsiuinlSrnteigBl

c) Existing organizational set-up of IsiuinlSrnteigBl
executive departments and agencies o Completion of strategic reviews for agriculture,
and their functional transformation social and infrastructure sectors (details in Part B).
based on the appropriate role of the (by 12/02)
state

d) Existing systems and operations of
concerned departments and potential
improvements thereto based on the
desired role of the government

e) Other relevant re-engineering issues

The twin-track reform strategy envisages:
o Pursuing passage of a Bill to

rationalize the scope and functions of
government agencies. Lack of clear
enabling legislation for comprehensive
executive restructuring including an
attractive separation package may
constrain implementation of such
reforms. The Administration version
of the Public Sector Institutional
Strengthening Bill was refiled in 2002.
If passed into law, the reorganization
of government could be expedited.
Passage of this law in Congress will be
a challenge, given that such bills have
stalled in Congress for the last 7 years

o Completion of strategic reviews of
high-priority sectors (e.g. social
sectors, infrastructure) to serve as basis
for proposed passage of individual laws
to reorganize each departments and
beginning streamlining of small
executive agencies within the existing
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legal framework. Some results have
been achieved in DOH, DSWD, NSO,
DBM and DND. This is a more
pragmatic and practical approach.
Details are in Part B.

AGGREGATE FISCAL DISCIPLINE
2. Key message: Financing for the government's growth and poverty-reduction agenda is inadequate without revenue

increases: an appropriate bknd of administrative and policy measures is now essential to establish a soundfoundation for
a sustained recovery in tax effort. - -

2.1 Revenue administration: selected reform issues

2.1.1 Transformation of the BIR. Strengthen DOF-BIR relationship: * Adequate allocation for BIR's operating budget DBCC, DOF,
. . during2002-2004 ~~~~~~DBM, BIR* DO on delineation of roles and during 2002-2004

responsibilities between DOF and BIR
done and provided to BIR for BIR
finalization including the following: * Complete individual planning down to staff
> Mechanism to discuss key taxation * Issue reorganization EO for BIR OP, DOF

issues * Undertake independent evaluation of BIR's
> Establishing a calendar of key computerization program DOF

events and milestones in the
annual budget formulation and * Outsource BIR's IT to accelerate its refinement BIR
monitoring cycle and utilization

> Establishing joint DOF-BIR
working groups on revenue
leakages and revenue forecasting

> Ensuring that BIR provides DOF
with necessary tax return data

* Completed organizational effectiveness
study in February 2002

* Completed strategic planning and
operational planning including
performance indicators for departments
and divisions in BIR

* Completed individual planning down
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to regional directors and district
officers level (April 2002)

o Submission of reorganization EO to
structure BIR according to taxpayers
(May 2002)

2.1.2 Other tax admiaistration o Increased the rate of withholding taxes o Develop an electronic linkage between BIR, BOC BIR
issues to enhance Government access to tax and petroleum refineries to support reporting,

revenue collection and to provide monitoring and collection of excise taxes
savings in public debt interest outlays o Develop mechanism to establish benchmarks for
(BIR Revenue Regulation 12-2001, withholding of taxes of professionals (i.e.
Sept. 2001) presumptive income)

o Benchmarks for input VAT by industry
will be completed by June 2002

o Intensify VAT audit work for large tax
payers services based on industry
benchmarks (2002)

o Compromise settlement program BIR

o Devise formal guidelines for negotiating tax BIR
settlements and a more comprehensive approach
for assessing applications for compromise based
on financial incapacity

Installed metering machines in banks o Continue to install additional metering machines DOF
(2001) in other establishments
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Submitted tax bills to Congress to: * Enact and implement legislation on excise taxes DOF, NTRC
* Increase the specific rates for alcoholic

beverages, tobacco products and * Implement CTRP DOF, NTRC
petroleum products to restore their real * Seek technical assistance to learn about best
value to that of January, 1997 practices in excise tax collection for different DOF

* Expand the automobile excise to products
include all vehicles that can be used as
family cars

Implementation of Comprehensive Tax
Reform Program (CTRP):
* Revenue regulations on ceilings on

representation expenses being finalized
* Limit the regulations relating to

accelerated depreciation to depreciation
methods

* Redraft the draft regulations relating to
travel and entertainment expenses

3 ; - OFF-BUDGET RISKS AND TEIR MANAGEMENT
._._-_-=__ ~ J Key message. Effect ve manaigement of off-budget risks is criticalfor soundfiscal management and macro stabi

3.1 Improving recognition of A Task Force has been set up by the * Develop a framework for recognition, DOF, NEDA,
contingent liabilities DBCC to look into contingent liabilities management, reporting and provisioning of DBM, COA

(CLs) and their management contingent liabilities. Complete quantification of
CLs (2003)

An initial inventory of CLs has been
completed by DOF. * Extend and complete ongoing inventory of CLs to: DOF

i) encompass all categories of CLs (explicit and
implicit), ii) analyze institutional arrangements for
recognition, management and provisioning of CLs
- analysis to include inter- and intra-agency
arrangements (2003)

* Use (i) the inventory of CLs, (ii) reporting
mechanisms, and (iii) training and capacity- DOF, DBM,
building needs assessment to develop a time- NEDA, COA
bound implementation plan (including the need to
develop contingency plans based on risk
assessment) (2003)
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3.2 Strengthenimg institutional DOF has begun working with Bureau of o Establish a centralized risk management unit in the PCEG
capacity to monitor and Treasury to establish a centralized risk DOF in coordination with BTR; ensure adequate DOF, BTR
manage ifscal risks monitoring and management unit in DOF DOF staffing and capacity to review and act on

reports from GOCCs/GFIs (2003-2004)

o Undertake capacity-building needs assessment for DOF
DOF (2003)

3.3 Direct guarantees on GOCC Completed review of GOCC charters to Determine which type of guarantees are suitable and DOF, DBM,
loans identify different degrees of guarantees draft a bill prohibiting issue of automatic guarantees DOJ
Fiscal risks emanate from: given (2003-2004)
o GOCCs that have outstanding

"advances" from the Bureau Phase I of GOCC reform completed in Other steps to improve management of CL: DOF, DBM,
of Treasury and which appear 1987. Now DOF to complete Phase 2 i.e. o Conduct a special purpose audit (financial, COA
to be in no position to repay reform the role and appropriation of management and personnel audit) of critical

GOCCs GOCCs to support planned disposition program
o GOCCs which may not be (2003-2004)

generating sufficient tariff
revenue to service debts A.O. issued transferring GCMCC o Empower DOF to recommend sanctions on

functions to DOF (August 2001) corporations, including assignment of financial
controller, suspension of future eligibility for
guarantees, recommendation to President for
management/Board revamp (beyond 2004)

o Commission a benchmark audit to be done by a
Benchmark audit completed for SSS and recognized auditing firm for rest of pension and
GSIS trust funds: RSBS, HGC, PHDC and Pag-ibig

(2003)

3.4 Gumrntees am benmefts of tine o Address immediate fiscal sustainability risks of DOF
SoCialR seu$ity system SSS and AFP RSBS and strengthen performance
Substantial risk factors, due to: Adoption of a market-oriented financial of GSIS through:
o Actuarial mismatch between and credit policies are already in place a) adopting a more conservative investment

contributions and benefits portfolio by implementing international best
that could force SSS and Fund management: Both SSS and GSIS practice principles of safety, liquidity and
GSIS into insolvency charters allow this. Both are intending to good yields to improve asset allocation, reduce

.Prer to khire external fund managers to enhance risk and obtain better return on investments
o Pressure to keep contribution investment capacities. b) outsourcing fund management

rate at existing unsustainable c) increasing collection efficiency of
level (they have never been AO 5 already mandates cost cutting contributions and loan portfolio
increased since SSS was menmrpc lAMI hnr hean icsad to rare
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founded) measures. M020 has been issued to cap d) increasing SSS contribution rates
o High levets of evasion and the salary of Chief Executives. e) increasing interest rates on salary loans

f) increasing the minimum number ofunder-reporting contributions for a 1-year service credit from 6
o Pressure to increase benefits Through proposed Personal Equity months to 12 months

across the board Retirement Account (PERA) Bill, public g) moratorium on across-the-board pension
and private employees as well as self- increases

• Poor returns on investments employed individuals can open a h) reduction of administrative expenses
due to pressures to invest in retirement account with either a bank or
politically driven investment non-bank financial institution. This is Shift to a new architecture for the pension system,
vehicles, e.g., housing loans, expected to encourage savings being by adopting a mandatory, fully-funded defined
directed credit to "strategic" portion of personal contributions to contribution system that combines workers in the
sectors, current member savings fund and enjoy certain tax public and private sectors. In such a system, the
benefits privileges. defined benefit system is split into:

a) a smaller defined benefit system to be
managed with conservative investment
guidelines; and

b) a defined contribution system where
individuals are free to choose their savings
instruments and financial intermediaries
among accredited institutions at any time
(portable)

3.5 Guarantees on various types * Administrative instruction already * Draft a bill on removing automatic guarantees on DOF
of risks involving PSP existing: Office of President (OP) certain GOCCs (2003)
contracts requires all applications for guarantees Charge risk-based guarantee premiums which will DOF
Substantial risk factors, beyond a certain single transaction size * Char ge fisk premium w20i3D
including from: and/or aggregate threshold to go include foreign exchange risk premiums (2013)
* Currency risks through the DOF for approval * Other measures for management of contingent

* Demand risks * Began provisioning for CL in 2001 liabilities: (2O3-2004)A
based on guidelines to be jointly > Build capacity in line and oversight agencies* Construction delays developed by DOF, DBM and COA to undertake risk assessment of projects

* Other factors: * GOCCs now required to submit reports > At start of year, DOF reports on CL by sector
> Regulatory on Cs to DOF and to dclos these on cumulative basis to establish an annual
> Political iimin CLs document s tmit on commitments to explicit guarantees
> Force majeure in budget documents for the entire government
> Design * Move to accrual accounting initiated > Start provisioning for CL (charged directly
> O&M * COA NGAS mandates disclosure of against agency budget) based on guidelines to
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> Financing CLs under accrual accounting be jointly developed by DOF, DBM and COA
> Continue the move to accrual accounting
> Identify other measures to lessen coverage of

guarantees
3.6 Umbrella guarantees for * Commission a benchmark audit to be done by a DOFvarious types of loans in recognized audit firm, including recommendationsagriculture, micro-enterprise, on future accounting and disclosure practiceshousing, etc. I E0

Substantial risk factors: Issuance of E DOF* HGC solvency threatened by a) Limiting/restraining automatic guarantees onpoor program design of APCs certain GOCCs
and pressures to revert to b) Requiring all guarantees to be charged againstfailed NHMFC formula guarantee ceiling in RA 4860lending approach c) Requiring all applications for guarantees beyond

a certain single transaction size and/or aggregate* Substantial losses in other threshold to go through DOF for approvalguarantee institutions
(Quedancor, SBGFC,
GFSME) requiring periodic
capital infusion

3.7 Timely, regular and accurate * Issuance of EO to strengthen the * COA to review and oversee introduction of COAreporting by GOCCs and governance structure of GOCCs and uniformity of standards and practices inGFIs GFIs (enhancing the accountability of accounting, reporting and disclosure by GOCCs
directors, requiring them to undergo and GFIs (2003)
mandatory training etc.). (2002)

3.8 Recovery of costs of assuming * Share the upside, i.e., make provision for recovery DOFrisks by NG in an appropriate manner (e.g., link level of
guarantee fees to risks, impose recovery through
dividends, etc.) (2003)

3.9 Preventive steps to avoid * NG agencies to stress quality at entry for projects, DOF, ICCunnecessary rfscal risks ensure that projects undergo/are subject to
adequate risk analysis, and that NG agencies
(especially DOF) are provided with top-quality
legal and technical advice for informed decision-
making regarding assumption of fiscal risks
(2002-2004)
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PART B. ALLOCATIVE EF1FICIENCY: SELECTED ISSUES

- - ALLOCATIVEEEFFICIENCY -

Key Message: Strengthen implemntation of Sector Effectiveness and Efficiency Reviews (SEER) and Organizatioiia
Peifiormance Indicator Framework (OP tfu d i irita anfi -uoioer-y programs.,- -

4.1 Reconsideration of the roles and * Started measures to address the * Review of the implication of the sectoral DBCC, DBM,
functions of key sectoral agencies declines in outlays for MOOE and composition of spending to ensure that resources are NEDA, line
(also covered in Parts A and C of capital expenditures, which have utilized for priority programs and projects, departments
the Framework). decreased (as a share of GNP) due particularly anti-poverty projects

to increased interest payments and
Overview of economic and a wage bill, which though it has * Map out a realistic medium term strategy through the DBCC, DBM,
sectoral allocations decreased slightly as a share of MTEF for increasing the share of discretionary NEDA

GNPd reas high as expenditures for poverty related expenditures and
GNP, remains high (2002): capital investment

> Issuing department ceilings * Start refinement of agency MFOs in 2003 budget DBCC, DBM,

x> Mandatory savings preparation exercise and 2002 mid-year performance NEDA, line

> Review of borrowing strategy review for full implementation in 2004 budget departments
preparation

* DBM and NEDA have initiated
the formulation and or refinement
of government line agencies'
major final outputs, an exercise by
which sectors and agencies with
overlapping functions or irrelevant
activities are identified.

*. Restructuring of specific sectors is
under examination by the PCEG.
This is a fallback option in case of
non-passage of a law which would
authorize a comprehensive
restructuring of the executive

* Selected sector reviews * Complete selected sector reviews and prepare time- DBM, NEDA,
(agriculture, infrastructure, social bound implementation plan to address issues line departments
sectors) are expected to produce
sectoral and departmental
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restructuring plans with strategic
adjustments to roles, functions,
organization structures, operations
and systems of agencies within
specific sectors.

4.2 * Protection of pro-poor policy * In fiscal 2001, DBM protected * At sub-sectoral level, conduct SEER for primary ICC, DBM,agenda and overview of priority agencies from expenditure health, basic education, and key anti-poverty NEDA, lineselected sub-sectoral allocations cuts: their allocations were cut by programs to focus and protect key allocations departmentsin agriculture, health and 5 percent, as against a 10 percent
education cut for all other agencies.

4.3 Agriculture and agrarian Agriculture: DA, DBM,reform: * Focus on growth-enhancing public goods and NEDA, LGUs* Sustainability of agricultural services
growth and increase in crop * Phase out non-growth-enhancing expenditure such

as rice price stabilization whose objective can be* Continuing slow-down in the achieved through other and more efficient meanspace of land transfer
* Resolution of issues related to the removal of the* Greater LGU involvement in National Food Authority's monopoly to import riceagrarian reform Agrarian reform:

* More resources to LGUs for * Move towards financing land acquisition through DAR, DENR,agriculture alternative sources, including progressive land DBM, NEDA,
taxation, land conversion tax, idle land tax, foreign LGUs
funding, etc.

* Greater use of more market-oriented and
community-driven modalities of land transfer

* Pursuit of a "parallel approach" that balances public
expenditure on land acquisition and provision of
support services to previously redistributed
landholdings

4.4 Education Financing and * Recent policy initiatives have * Sustain and intensify intra-sectoral restructuring of DepEd, CHED,Service Delivery resulted in a re-alignment of education budget in favor of basic education DBM, NEDA* 83 percent of SUCs' budget is spending priorities such that the * Initiate work to design reform of higher educationfor personal services share of basic education in general
expenditures; fees are low government education expenditure * Move towards devolving operation of technical and

has increased vocational education and training (TVET)
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* Growth in teacher salaries at the has increased institutions to LGUs
expense of MOOE and capital * SEMP and SEMP II Projects are * Reduce SUCs' continued dependence on the national
outlays addressing critical issues in budget and induce discipline on their operations:

* Imbalance in deployment of education financing, especially support Government efforts to rationalize budget
public school teachers constrained input supply and allocations to SUCs and increase SUC tuition fees

* Constrained educational inputs teacher deployment * Implement increased SUC cost recovery hand in
and training, leading to low * The GOP is moving to strengthen hand with a higher budget for a targeted scholarship
household satisfaction levels the links between planning and program in higher education for addressing equity
with class size, facilities and budgeting in general, and between and efficiency goals
textbooks the MTPDP and the budget in

particular (Chapters 5 and 6) * Given resource constraints, increased allocation for
Millennium Development Goal MOOE would require some relative reallocation
- achievement of universal away from personal services
primary education*: Finance improvements in facilities and textbooks by

The estimated recurrent cost of increasing budget allocation for MOOE
basic education necessary to
meet the program targets set in * Improve class size by improving the deployment of
the MTPDP exceeds the actual teachers (support, sustain and accelerate current
budget allocated by PhP23-28 initiatives under SEMP and SEMP n projects)
billion (or 0.5 percent of GNP)
per year in 2002-2004. * Strengthen the link between planning and budgeting, D DBM

and especially between the MTPDP and the budget, NEDA
to enable program targets to be met

4.5 Health Care Financing and * Budget process reforms are being * Continue the reforms being designed and DOH, DBM,
Service Delivery: pursued by DOH (see Chapters 5 implemented by the DOH, DBM and NEDA NEDA, LGUs
* Poor remain vulnerable to and 6) * Strengthen the health statistics system by:

health risks and contmnue to
have relatively lower access * The SEER and OPIF processes are > Promulgating IRRs for EO 25
even to basic health services being further refined > Resuming regular publication of the

even to basic health services. Philippine Health Statistics
* Regions in Mindanao still have * Strengthen allocation process for DOH regional

the highest Infant Mortality budgets to better match IMR and poverty incidence
Rates in the country

* Improve performance measurement and monitoring,
* Male infants and children have through adoption of more detailed internal

higher death rates than their performance indicators
female counterparts

* Improve the design and implementation of DOH
* Resurgence of TB, malaria and transfers to LGUs within the context of a wider
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polio in recent years effort to improve the overall system of
* DOH budget mainly provides intergovernmental fiscal transfers in the Philippines
for tertiary care services * Formulate and execute a more detailed

* The bulk of LGU health implementation plan for the HSRA
expenditures go to personal * Develop a comprehensive health care plan for non-
services convergence sites to help improve the quality of

.Recent, complete and detailed health services at the barangay level, where most of*iRecenforatin conaleth a utcmes the poor avail of health care facilitiesinformation on health outcomes
is not available * Early completion of an actuarial study to ensure

financial sustainability of the PHIC as it aggressively
Millennium Development Goals: expands indigent coverage
reduce child mortality * Develop sentinel sites to monitor health outbreaks
improve maternal health
combat HIVWAIDS, malaria and * Review continued DOH juisdiction over supposedly
other diseases devolved functions to avoid overlap in DOH and. inan m b LGU roles in health care delivery*Financing may be insufficient

to meet MTPDP targets or to * Strengthen the SEER process in the health sector
finance HSRA unless link
between planning and * Phased adoption of new and more effective drug
budgeting is strengthened procurement systems

* Enhance LGU capacity for health planning,
budgeting, and service delivery

4.6 AUocative distortions - impact * Starting 1999, DBM has tried to * Develop a "Fiscal Responsibility Act" that can act as DBCC, DBMon allocation and efficiency of: finalize a budget accord with a budget accord with congress, setting fiscal targets
* Congressional initiatives and Congress which would result in a and expenditure policy to be followed by executive

insertions joint agreement on the medium and legislature ( 2002-2003)
* Earmarked revenues by virtue term fiscal framework, obtain joint * Review current need and relevance of earmarked DOFIDBMof laws management of budget funds and revenues for amendment of pertinent law

introduce greater discipline to the (2003-200)
reallocation process * Presentation to cabinet and congress of fiscal DBCC

* For the last two years guidelines scenarios on the impact of earmarked revenues
have been issued limiting the use (2003-2004)
of the Priority Development Fund * Strengthen the capacity of the CPBO to undertake DBM, NEDA
to infrastructure and social budget and program analysis (Medium Term)
prop ams suppostive of
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agricultural modernization. For e Orient members of Congress and their staff on DBM, NEDA
2002 the focus is on anti-poverty MTEF, OPIF and SEER, particularly Committees on
programs Appropriation and Finance (2002-2004)

e For the 2002 Budget, Congress o Require a standard cost-effectiveness or cost-benefit Congress, DBM
was encouraged not to cut interest evaluation of all LFPs created by Congress (Short
payments to reallocate funds to Term).
other projects

. A Task Force (DOF and DBM)
has been tasked by the DBCC to
make an inventory of earmarked
revenues to measure the magnitude
of "free revenues" for presentation
to Congress (June 2002)

4.7 Other issues: * A 1997 Report of the Presidential * Subject Congressional allowances to the same Congress, DBM,
Transparency and Commission on Graft and review, disclosure and audit guidelines and COA
accountability for Corruption outlined the issues processes as those of senior officials of the executive
Congressional allowances: the relating to lack of accountability branch (2004)
manner of creation and and transparency in respect of
spending of such allowances amounts paid to and expenses * Promote greater transparency i the release of funds DBM
can distort the way obligations incurred by members of the by completng details of releases on website
are incurred, resources legislature. e Expand partnership with civil society in monitoring
allocated and expenditures * DBM has started publishing government programs and projects, procurement and DBM

incurred allocations on its website from formulation of budget

2002 and instructed posting of * Institutionalize report card surveys to obtain DBM
these releases at conspicuous feedback from citizens on the allocation of budget
places at local levels. DBM is resources
working with NGO groups to
involve them in budget
preparation, monitoring of key
projects and agency procurement.

:- -THE MNEDIUM TERM EXPENDITURE FRAMEWORK AND THE BUDGET CYCLE -

Key message: Better medium term expenditure planning and budgeting would ensure that overal budget management and
_______________ expendire a n ae resposive t nationalprioties . -

5.1 Medium Term Pu andg nd Strengthened link between MTPIP a Improve planning through: NEDA, DBM,
_Budgeting: Coordination and budget to ensure that new > Better coordination between sector planning units line departments
_Mechanisms projects included in the budget are and NEDAIDBM by establishing regularized,
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approved in the MTPIP. standardized interaction with full participation in
o National and sectoral planning > The ICC has issued a directive each other's planning processes (this implies

. National and regional (LGU) that requires agencies to present harmonizing sector reform agenda and MTPDPo Natlonal and regional (LGU) their budget strategy over the planning cycles) (2003-2004)
planning medium term to ensure that > Improve integration of national and regionalVLGU NEDA, DBM,

o Planning and the capital budget projects for review by the ICC planning by reforming role of Regional DILG, LGUs
(MTPIP) can be funded within budget Development Councils to give them responsibilityceilings. for overseeing incorporation of LGU plans into

> ICC has started requiring MTPDP process (beyond 2004)
proponent agencies to submit a
project logical framework which
captures performance indicators o Institutionalize resource-constrained MTPIP: link NEDA, DBM
and targets investment programming formulation with 3-year

baseline ceilings (2003)
o Harmonization meeting conducted o Include a statement of the MTEF in the ITPDP, NEDA, DBM

by NEDA and DBM (March- with sections on medium term budget composition
April) to: and on the explicit link between planning and budget

> Adopt common terminologies priorities (Short Term).
> Define delineation of

responsibilities in MTPIP and o Make MTPIP a more definitive budget by reforming NEDA DBM
budget formulation ICC process so that ICC evaluation precedes "entry"

B> Refine concept of major final into MTPIP (2003-2004)
outputs and performance o Strengthen ICC Approval Process by capturing
indicators major locally funded projects into the ICC process NEDA, DBM

5.2 Plediimn Penmm Esirm a o Introduced 3- year budgeting in o Enhance credibility of the MTEF by improving
IFrmerworl (M1¶E]) 2001 budget call revenue forecasting techniques (ongoing)

M> Presentation of enhanced DOF methodologies DOF, BIRo Macroeconomic/lFiscal o Development of Medium term > Contestability of revenue forecasting - each -
Framework Fiscal Program consistent with oversight agency shall have a revenue forecasting DOF, NEDA,macroeconomic projections, model (2002-2004) DBM, B1R, BCCfeatured in MTPDP, and updated ,

o Sector Expenditure semi-annually to serve as basis for o Improve the presentation of the fiscal framework by
Frameworks: Developing sector setting annual budget proposals prioritizing reforms in tax policy and administration DOF, DBM,budgets, improving resource and estimaing the likely impact on tax revenue.BSpredictability and rationalizing oDepartments were issued 3-year nDd e nlvP
and prioritizing expenditures baseline budgets starting 2000 o BIR to improve the quality of its databases by (a)

budget preparation and granted rolling out its IT system to all the districts and
greater flexibility in reallocating ensure that all districts input the necessary data; ando MTEF Management: baseline budgets to higher priority (b) making changes to its tax forms to collect data DOF, BIR

narticinaltion of line apemeie nrnmram-. aetivities and nrniects neci rv for imnrmvinpY re-vene, estimatinn and l
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participation of line agencies programs, activities and projects necessary for improving revenue estimation and
and high level political support (PAPs): reducing opportunities for evasion (Short Term)

> Issued sector/sub sector budget * Improve coordination between the DBCC, DOF and DOF BIR

departmental ceilings BIR by increasing BIR's participation in DBCC
> DBM and NEDA conducted decision-making processes as resource persons

Sector Effectiveness and * Institutionalize the Inter-Agency Task Force on the
Efficiency Reviews (SEERs) Improvement of Tax Related Database (IATF) by DOF, BIR
for 2000 budget preparation and placing it under DOF.and establishing formal role
2001 budget execution to for other agencies in DBCC to validate
approve new program proposals methodology (Short Term).
and to prioritize agency
programs within budget ceilings * Build up capacity of BIR to analyze data and BIR, DOF

> Granted flexibility to forecast revenues (2002-2003)
departments to redeploy staff to * Develop 3-year department budgets to guide
sub-departmental agencies departments in planning and programming new and DBM, NEDA
(Circular Letter 2000-4) ongoing PAPs: (April 2002 - 2003)

* Drafted PEM Manual > Finalize agency MFOs with agency heads
> Clean up agency baseline programs

* Starting 2000, conducted MTEF > Develop cost standards to link budget formulation
training for departments/agencies with output targets
and trained a group of DBM
technical staff to serve as pool of * Use prioritization criteria from the start of the DBM, NEDA,

trainers on PEM baseline budget estimation process to avoid across line departments
the board cuts to MOOE and capital expenditures

* Align incentives of line agencies (Medium Term)
to support MTEF implementation
(e.g., provide agencies incentives * Discontinue use of the targeted efficiencyDBMNEDA
to prioritize their PAPs without improvement rate in order to provide better
fear of budget cuts as a incentives to line agencies (Short Term)
consequence): * Incorporate criteria of inter-sectoral prioritization in

> Adopt scrap and build policy the calculation of baseline budgets (Medium Term) DBM
> Encourage agencies to re-

deploy resources to higher * Allow departmental managers to reallocate some
priority programs . percentage of resources from low priority PAPs to DBM, NEDA

> Lay down department ceiling new high priority PAPs, providing positive
> Agencies to go back to ICC for incentives for departments to prioritize (Short Term)

project extension*Alo 
Undertake midyear assessment Allow departmental managers to reduce personal
of agencyake budgetafrom fia nce service expenditures (subject to a pre-determined MEDA, DBM
of agency budget from financial Im YmI1m fnr lnw nrinritv PAPc (Mesuiiim Term)
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and physical points of view maximum) for low priority PAPs (Medium Term)
o Promotion of greater transparency o Automate MTEF to systematize updating, data

in the release of funds by archiving, and tracking of budget levels (2003 - NEDA, DBM
publishing details of releases in 2005): (a) design and development stage, (b)
website (on-going) implementation stage

o Formulation of a system on the o Simplify PEM Manual DBM, NEDA
inclusion of contingent liabilities...
into the Budget (on-going) o Develop a plan for outsourcing PEM training to be DBM, NEDA

funded from GAA and donor co-financing

o Establish an appropriate technical assistance
program to support the SEERs and strengthen human DBM, NEDA
resource capacity in line agency budget departments
and central oversight agencies (Short Term)

o Implement harmonization process for oversight on NEDA, DBM,
forms, reports, information sharing, data: improve COA
ability of line agencies to generate and use budget
and performance data by making data useful to
agencies; rationalize and simplify data collection and
reporting (2002-2004)

o Ensure that SEERs evaluate the effectiveness of NEDA, DBM
GAS expenditures (Medium Term)

o Require line agencies to identify a number of low
priority programs expressed as a predeternined NEDA, DBM
percentage of the agency's budget (Short Term)

o Require agencies to conduct cost-effectiveness NEDA, DBM
analyses of high priority PAPs (Medium Term)

o Integrate the SEER process with the PCEG's
functional reviews to ensure that both initiatives are DBM, NEDA
complementary in their approaches and
recommendations (Short Term)

o Develop capacity in oversight agencies to provide NEDA, DBM
tailored SEER implementation training to sectors
(2002-2003)

o Produce manual on SEERs NEDA, DBM
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o Provide a formal role for DBCC in managing and DBCC, NEDA,

overseeing MTEF process: DBM
> Require DBCC/cabinet approval for MTEF

forward estimates (2003)
> Require DBCC to oversee development of

forward estimates by sectors
* Continued advocacy and capacity building within bM EA

DBM and across agencies and congress on MTEF: DBM, NEDA,
O Orient congressional committees in E DOF, Congress
forward estimate development and overall PEM
strategy and program (2002-2004)

. Require formal presentation of MTEF forward
estimates to congress for discussion (2004)

* Based on the above recommendations, develop an DBM, NEDA,
action plan for improving MTEF implementation DOF
(Short Term)

5.3 Build partnerships to support * Continue workshops with civil society, e.g., budget NEDA, DBM
MTEF imnplementation briefings, governance forum

* Develop advocacy materials: PEM, MTEF (2002) NEDA, DBM

* Identify NGOs who can train other NGOs -
Philippine Governance Forum, CBCP, FEF, FOCIG, NEDA, DBM
IPD (2002)

* Build core team reformers in agencies (2002) DBM, NEDA,
line departments

* Publication of "Public Eye" newsletter on budget DBM, NEDA,
reform to provide information on concepts, status of DOF
reforms, and best practice (2003)

* Line agencies to develop capacity on: DBM, NEDA
> MTEF preparation and the basicsDB,N A
> How to advocate, work with civil society,

Congress
> Information made useful at ground level for

management
> Working towards a fully developed MTEF by

.____________ _ 2005 using the NEDA rural sector development
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approach

o Reactivate Budget Dialogue Group (consisting of
public-private representatives) to provide input into DBM, NEDA,
budget preparation and guide efforts on civil society COA
role in other budget processes ( 2002)

o Institutionalize use of client satisfaction surveys and DBM, NEDA,
Report Card survey to influence budget allocation DILG
and enhance accountability for performance (2003)

o Develop a proposal to provide legal foundation for
the budget framework through a Fiscal DBM, NEDA
Responsibility Act by elevating the core budget
process framework to the status of a budget
framework law

o Review and update E0292 to take account of recent DBM, NEDA
reforms, including the Local Government Code of
1991 and the budget framework law (if applicable)
(Long Term)

o NEDA Planning Committees were o Fully implement the budget timetable set out in the
involved in the process of project PEM Manual (Short Term) DBM, NEDA

l3nnget Ptress review and determination of
ceilings (1999 budget preparation) o Revise and update existing PEM Manual to NEDA, DBM> Budget Framewor' . incorporate all existing budget guidelines (Mediumo Introduced PEM innovations Term)

> Comprehensiveness developed by DBM and NEDA
and applied to all departments o Rationalize programs and projects structure of DBM NEDA

> Calendar a DBM efforts with Congress to agencies and establish their proper costing (2002-
broaden program classification and

> Predictability of allocations move beyond line item o Consolidate existing budget preparation guidelines
and resource flows categorization in the Public Expenditure Manual (2003-2004) DBM

> Sustainability and credibility o DOF and DBM efforts to stop o Streamline and improve formulation and DBM, NEDA
of forward estimates congress practice of illusory cuts promulgation of indicative budget ceilings for

on debt payments to shift funds to sectors/departments (if necessary, study process to
> Calculation of baselines to be preferred programs figure out sources of delays) (2002-2003)

consistent with ceilings o DBM efforts to rationalize areas of o Subject LFPs to the same screening, prioritization
. Unfundedpolicyandate Congressional and other processes as FAPs DBM, Congress)> Unfunded policy mandates tAP;n/t;;t; ;
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interventhon/paricipation in rCost policy proposals in accordance with the MTEF

. ~~~> Flexibility for contingencies agency projects and program as part of the legislative process. Evaluate existing DBM, NEDA

. ~~~implementation laws creating expenditure mandates for fiscal

> Limited flexibility to agency .sustainability (beyond 2004)

heads to reallocate resources * Unprogrammed funds may not be

to meet major final outputs accessed unless overall revenue * Present the NEP at a more aggregate level (for DBM, NEDA

(MFOs) target has been exceeded example, at program/project level) to provide more
*UFOS) I flexibility and in more user-friendly form for

PAP; outputs to budget transparency and greater accountability (2004)

allocations; shift to outcome based * Limit the role of NEDA Planning Committees to DBCC, NEDA

performance indicators allocations conducting technical analyses and proposing

* Sequencing of activities recommended reallocations, subject to approval by

strengthened such that SEER is
done prior to budget preparation so
that priorities and strategies in
MTPDP are funded.

Budget Formulation * NEDA Planning Committees were * Develop a proposal to provide legal foundation for DBM, NEDA,

involved in the process of project budget framework through a Fiscal Responsibility DOF

* Budget Framework review and determination of Act

* Comprehensiveness ceilings * Extend budget timetable (particularly if GAA

* Draft budget preparation manual delayed): budget cycle should begin earlier, prior to
* Process and Calendar developed by DBM and applied to approval of GAA to allow adequate time for

* Predictability of allocations and all departments evaluation, consultation, updating of baselines and

resource flows .Introduction of MFOs to l. reprioritization (2003-2004)

* Sustainability and credibility of outputs to budget allocations * Rationalize programs and project structure of

forward estimates .Issuance of clear guidelines of agencies and establish their proper costing (2002-04)

* Calculation of baselines to be fund release strategy at start of * Consolidate existing budget preparation guidelines

consistent with ceilings year in the Public Expenditure Manual (2003-2004)

* Unfunded policy mandates * DBM efforts with Congress to * Implement harmonization process for oversight on

broaden program classification and budget-related forms, reports, information sharing,
* Flexibility for contingencies: move beyond line item and data; simplify forms for budget preparation to

> Limited flexibility to agency categorization only capture information necessary for the NEP

heads to reallocate resources * Stoppage of earlier policy of (2002-2003)
to meet major final outputs imposing 10 percent internal * Eliminate delays in formulation and promulgation of

(MFOs) reserve on budget allocations indicative budget ceilings for sectors/depanments
. {~~~ ~ ~ ~~Onno .
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o Unprogrammed funds may not be (2002)

accessed unless overall revenueass bees .exe ded o Subject LFPs to the same screening, prioritizationtarget has been exceeded and other processes as FAPs

o Cost policy proposals in accordance with the MTEF
as part of the legislative process. Evaluate existing
laws creating expenditure mandates for fiscal
sustainability (beyond 2004)

o Present the NEP at a more aggregate level (for
example, at program/project level) to provide more
flexibility (2004)

-6, BUDGET EXECUTION, TREASURY CONTROL AND EXTERNAL OVERSIGHT

6.1 Budget Execution o Finalize testing of BEAT for c Continue the streamlining of current budget DBM
implementation in May 2002 allotment and cash authorization system for better

o Shifting to quarterly releasing of budget and cash management (2002 onwards)
NCA starting April 2002 o Link BEATS with COA NGAS (starting 2003) DBM, COA

o Focusing budget execution on
performance monitoring; nid-year o Simplify releasing process (2002 - 2003) DBM
review (August 2002) of agency
performance undertaken prior to
release of remaining 25 percent of o Simplify regulatory reports (2002 - 2003) COA
agency allocationDB,CA

NEDA
o Improving cash management in theagenciesb imposn a 2mntnh o Develop flash reporting system for better cash D

validity on NCAs released for management (2003 - 2004)
accounts payable o Review separation of budget and cash management BTR, DBM, COA

by transferring issue of Notices of Cash Allotment to
BTR starting with the IRA (2003)

o Introduced Performance o Refine implementation of Performance Indicator DBM
Indicators in 2001 framework

c Introduce a variance table on financial and physical DBM
performance of agencies in budget documents to be
submitted to Congress (2004).
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6.2 Treasury and Cash * NGAS has reformed the previous * Strengthen the Modified Disbursement System COA, BTR

Management interlocking ledger system that (MDS) by:

resulted in most of the > Requiring BTR regional and provincial offices to

reconciliation problems reconcile bank accounts with summaries of
checks issued sent by the agencies on a more
timely basis (2002)

> Developing instructions on how to reconcile new
proforma bank accounts (under NGAS) with
corresponding accounts kept by banks (2003)

* Establish BTR control over NCA secondary
allocation accounts and unliquidated cash advances
(2003)

* Reduce BTR reliance on bank deposit information
used to accounting for revenue collection (2003-04)

* BTR should establish a working group to better
define accounting and reporting requirements for
cash management by agencies and BTR

* Transfer responsibility for issue of NCA to BTR,
which will separate the cash and budget management
functions and place BTR as the sole responsible
agency for cash management. (2002-2004)

6.3 Performance Measurement and * OPIF concept (BP 206) was * Establish a joint DBM-NEDA committee with line DBM, NEDA

Management introduced in 2001 and 2002 agency representatives and joint technical working

* Internal: Organizational budget calls groups to manage the SEER and OPIF reforms

Performance Indicator .............. ....... SotTr)
Framework (OPIF) * Agencies were required to submit (Short Term).

performance targets/major final * Refine Organizational Performance Indicator (OPIF) DBM, NEDA

* External: NGOs outputs (MFOs) as part of 2002 and Sector Efficiency and Effectiveness (SEER)

budget submission and asked to methodologies: DBM and NEDA will work together

group PAPs according to to promote consistency and eliminate ambiguities

contribution to MFO (2002-2005)

* Training sessions on OPIF have * Review OPIF experience to date to prepare a time-

been conducted for oversight and bound action plan (with estimates of resources DBM, NEDA,

implementing agencies needed at the central and line department level) for line departments

OPIF implementation government-wide (Medium
* Started involving civil society in Term)

_____ ____ _____ ____ _____ _____ ____ budget preparation_through _ _ _ _ _ _ _ _
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briefings on budget processes and o Assess capacity (skill, organizational model) of DBM
concepts and participation in different agencies to adopt and use OPIF and MTEF
technical budget hearings as in order to develop capacity- building program
observers targeted to need and audience (2002)

o NEDA-DBM harmonization
workshops held on February 28,
2002 and March 7, 2002
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7.1 Strengthen legal and institutional Government has initiated a series of * Early promulgation of Implementing DBM
framework for public measures to modernize the legal Rules and Regulations (IRRs) for
procurement framework for procurement, key Procurement Reform Law

being:
* Enactment of Procurement Reform * Finalize proposed amendments to the BOT NEDA

LactmPresidential assent thereto in Law, including the "unsolicited proposals"Law. Prsdnilasn hrt n rule
January 2003.

* Issuance of E040 in October 2001
consolidating existing executive * Review the law on arbitration so as to
instructions and removing align it with international practice (Dec. PCAB
inconsistencies and overlaps 31, 2003)

* Drafting and promulgation of IRRs
for EO 40 (March 20, 2002) * Study on feasibility of allowing foreign CIAP

contractors to bid without PCAB license
*Initiated a review of the ROT Law, but will need to present the license prior to

including the "unsolicited award
proposals" rule

* Prepared draft implementing rules
and regulations (IRR) for the
Procurement Reform Law (April
2002)
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7.2 Enhance transparency of Electronic procurement:
7.2 procurement including through: o DBM has installed initial phase of o Push for exceeding 60 percent DBM-Procurement

o Electronic procurement Electronic Bidding System which participation of all government agencies in Service (DBM-PS)
o Facilitation of civil society includes Tender Board, Supplier the GEPS for the purchase of common

oversight and monitoring of Registry and Electronic Catalogue goods/supplies/ materials
procurement process o DPWH has established a o Use of computerized registry by all

computerized registry of projects following progress of DPWH
contractors and computerized computerization
eligibility screening for contractors . .

oEncourage Cvl VIsociety organzations to PPB
o COA and DOH have likewise acquire training in monitoring of

established respective procurement at all levels
computerization programs on
procurement

o Completed Government Electronic
Procurement System (GEPS) to
include virtual store, electronic
payment system, and e-bidding
system

Civil societ participation:

o Civil society participation in o Complete 60 percent participation by all DBM-PS
procurement at all levels is being agencies of GEPS (Dec. 31, 2002)
encouraged and implemented (EO o Use of computerized registry by all
40 and ERR) projects following progress of DPWH

computerization (Dec. 31, 2002)

o Encourage and monitor civil society PPB
participation in procurement at all levels.

o Develop guidelines and training of NGOs DBM
and civil society (ongoing)

7.3 Strengthen orgamniaton and o Merging of Procurement Policy o Establish the Government Procurement DBM, NEDA, CSC
stneifg Board and NEDA-Infrastructure Policy Board through IRRs after passage

Committee on procurement related of Procurement Reform Law
matters

o Establish and implement a continuing PPB, DBMICSC
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national training program for government
procuremnent officers, program officers
and financial management personnel
(2002)

* Study to corpbratize Procurement Service PPB, CSC, DOJ
as an independent entity

* Professionalize the procurement function:
> Design system & implementation plan COA, PPB, Infracom
> Implement the program

* Improve enforcement of procurement
processing milestones (AO 129 and EO DBM, PPB, COA
40) by monitoring and application of
sanctions

7.4 Procurement practices and Existing IRR of EO 40 already * Enforce the regulation on transparency COA
processes prohibits negotiation of price and through procurement audit:

contract amount (goods and works) > Develop and implement procurement
after bid opening . audit training program for COA auditors

* Study on registration and licensing of PDCB
contractors; design and implement an NEA,DPWCB AP
action plan to streamline processes for
registration and licensing of contractors

* Replace surety bond with Bank DBM, NEDA, BSP, DOJ
guarantee/Letters of Credit/other forms
(IRR)

* Review the operation of the irrevocable BSP World Bank ADB
letters of credit as performance bonds to ,
reduce transaction costs and expedite
payments

* Provide the same waiver for goods from
Korea and Japan as other countries per DTI, Phil Shippers
Philippine Flag Vessel Law Bureau

* Price monitoring to be included as an
important function of oversight Board DBM
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(IRR)

. o Strictly implement procurement plan. Agencies

o Provide support to BAC/PEAC members
subjected to harassment PPB, DOJ, CSC

STIRllENGTHIENEf1NG l¶NANCIAL MANAGEMENT
. ~ ~~ EXey xsess'age: Siee g!ielmirg gov ~ern 'te accoh1ag repoX&imng, J/iiwsciaS coittro B ad aSdi#tig 'Wia ii#itdy i'einfrce
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8.1 Accounting and Reporting o Strengthen agency controllership function Interagency Committee

and Financial Management (starting 2002)

o NGAS Accounting Policies and o Enhance and finalize NGAS Accounting COA
Procedures Manual is being Policies and Procedures Manual including
developed. policies for consolidation of national

o National sector xposue draftof government and LGU financial statements
o National sector exposure draft of (end of 2002). Completion of:

the manual has been issued by > National manual (end of 2002)
COA in March 2002 for NG and > LGU manual (end Feb 2003)
LGUs

o Study of accounting standards for o Establish accounting rules for Innovative COA, NEDA
BOT initiated 3 years ago Financing Arrangements (During 2002)

o NGAS includes registry for o Accounting policies for contingent COA, DOF, BTR
contingent liabilities arising from liabilities and maintaining register of
BOT projects contingent liabilities

o 2003 Budget Call required
agencies to disclose real and
contingent liabilities by putting
maximum claims based for
contracts
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* Developed a computerized * Finalize computerized accounting system COA
accounting system for piloting in based on pilot
1 1 agencies and LGUs by July,
2002. * Continue development of Integrated DBM, COA

Financial Management System using
* Started design of GIFUIS in 1999 NGAS as initial building block for

through an Interagency Committee integrating financial reporting
requirements:
> Formulate implementation plan DBM

including annual budget allocation for
NGAS roll out for the period 2002-06

> Provide resources for developmental DBM
training through budget allocation for
conduct of training and skills
development of accountants and
budget officers on implementation of
NGAS and BEAT

8.2 Internal Controls and Internal * Numerous reviews of the financial * Develop a comprehensive manual of COA, DBM, NEDA

Audit management strengths and accounting policies and procedures as
> Review of current internal challenges have been undertaken NGAS implementation proceeds, as

control procedures and legal in collaboration with the revisions may have to be made to NGAS
framework authorities, e.g. by the UNDP in light of practical experience

> Review of internal audit
capacity * An Interagency Committee of * Introduce computerized accounting and COA

> Review of proposed procedures DBM, NEDA, DOF, COA, DILG, integrated financial management system.

for authorizing and accounting initiate work on the agency * Carry out a study to introduce internal
for public fundsintaewronteaec wil adtninacracwihteIemlCADB

> Proposed COA reform program controllership function. DBM will Auditing Codea

on accounting and reporting chair Committee.
* The COA has initiated- * DBM should take the lead in initiating a DBM, Interagency

implementation of a New financial management training program at Committee on FM
Government Accounting System the agency level with emphasis on the use Development
(NGAS) from January 1,2002 of computerized accounting and reporting.(NGAS fromJanury 1,2002(2002-2004)

* A sub-committee of Interagency
Committee chaired by COA will * DBM should lead the development of an DBM, Interagency
.omanage NGAS implementation agency controllership function to fully Committee on FM

integrate financial management into the(20 Development
agency management (2003-2004)Delomn
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HUMAN RESOURCE MANAGEMENT: CONTROLLING THE WAGE BILL
Key message: Wage bill control is cruciklfor flexibility to inplement new performance-based public sector reforms and could

make an imnportant contributdin to public sector efficiency andflexibiity
9.1 Wage bill: fiscal weight o Proposed Civil Service Code under o Enhance civil service professionalism and CSC, PCEG

o The rise in current expenditure deliberation by Congress consistent standards (June 2002):
has been driven mostly by the . . > Passage of Civil Service Code
increase in personal services o Study on appropriate role and size Pru h 
expenditures, which increased of government is ongoing; o Pursue the reorganization of government DBM,PCEG
freom blow 5 percent inof thea reorganization bill already filed in through administrative fiat and legislation D
1980s to 6 to 7 percent in the Cnrs 20-04
1990s. o Laws have been passed o Continue hiring freeze on non-essential DBM

o The personal services component reorganizing agencies (DOE, SEC, positions
of the national government budget etc.) o Design impact mitigation program for DBM, PCEG
is high, partaking about 55 o Staffing modifications have been those who may be affected:
percent of the national budget in encouraged through the budget call > Retooling for redeployable staff
2001 (excluding debt service, > Early targeted separation scheme
LGU transfers and net lending) o Scrap and build policy: positions

can only be created if other non-
o The high cost of personal services essential positions are offered for

is compounded by proliferation of abolition
agencies, functional duplication
and overlaps among agencies o As a general rule, only population-
within and between departments related positions, such as for

teachers and police, are being
created

o Fiscal discipline measures in 2001
including a hiring freeze on non-
essential personnel

9.2 Arrive at a national government-level civil service size and structure consonant with the envisioned role of a streamlined and efficient executive structure
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9.2.1 Streamlining and rationalizing Current initiatives comprise: * Pursue the initiatives to streamline and PCEG
agencies attached to the Office of * Tightening the management span rationalize activities of national
the President: This is a key of the Office of the President by government agencies
component of public sector unloading direct responsibility of
institutional strengthening and supervising agencies whose
streamlining. functions are more properly

aligned with/subsumed under
different departments

* An ongoing review process aims at
greater operational efficiency and
better policy coordination
capability within the Office of the
President.
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oE 72 (February 11, 2002) Issue an EO targeting a second batch of DBM, CSC
abolished 77 offices and entities and functions.
transferred 13 other offices under
the OP to other agencies and
departments where their functions
are more aligned. Those
abolished include inter-agency
committees, ad-hoc committees
and other bodies, most of which
have already performed their
mandate but have been allowed to
continue.

o The impact of EO 72 on
employment and spending is so far
insignificant: the offices abolished
by EO 72 are mostly staffed by
contractual workers whose
contracts will be discontinued. For
permanent employees in those
offices, the IRR provides that
those employees will continue to
be employed and will be placed in
a pool to be administered by the
CSC; the latter will place those
civil servants into other agencies.

o Another batch of offices to be a Complete review OP, DBM
abolished is currently under

review. c~~~~~ Issue and implement EQ and IIRRsreview.

o Technical assistance is being DBM
provided on winding-up of (in coordination with OP,
agencies affected by the CSC, COA)
streamlining process.

9.2.2 Rationalization of the proliferation o Review by DBM of structures, o Complete the review and submit DBM
and duplication of attached agencies functions and programs of all recommendations to PCEG
and ad-hoc bodies attached agencies, task forces and

similar bodies in the national
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government. The expected
outcome is abolition of
unnecessary and proliferating
attached agencies and ad-hoc
bodies. DBM is currently
preparing profiles of such entities.

9.2.3 Institutional strengthening of * BIR is being assisted in review of * Complete transformation of BIR BIR
priority departments and agencies its substantive and support systems . DBM

and in developing improvements (in coordination with CSC
thereto. undertaking similar initiatives in other and other oversight

agencies. (ongoing) agencies)

* Pilot two departments (e.g. * Select a set of initial revenue generating
DSWD and DOHl) and resolve agencies, frontline agencies, and oversight
mismatches between priorities, agencies (DBM/NEDA/DOF) where such
functional asignent strutues initiatives will be extended, and develop

and staff complement and an action plan and timetable for such
composition. initiatives.

a Develop and implement technical
assistance programs for
streamlining/commercialization of priority
agencies e.g. DPWH.

9.2.4 Strengthening DBM capacity to DBM plays a key role in the public * Continue the strengthening of the PCEG DBM
function as the PCEG Secretariat: a - sector institutional strengthening Secretariat to support the reorganization of
persistent internal constraint has effort and acts as the secretariat of the government.
been a lack of sufficient personnel the PCEG. Its functions in this
complement and staff skills to respect are to:
enable DBM to more effectively * Provide technical staff support
undertake its secretariat functions (including conduct of studies and

development of policies and
strategies) to the PCEG and
external consultants

* Facilitate coordination among
agencies and other stakeholders
involved in institutional
strengthening discussions and
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actions

DBM is currently receiving TA from
UNDP.

9.3 Compensation: levels, structure and tr nsparency of salaries, allowances, perq isites, pensions etc.
9.3.1 o Salaries are too low relative to the o Grant of across the board salary o Review existing position classification and DBM, CSC

private sector for middle and increases: 10 percent in 2000 and 5 compensation system (PCCS) to identify
senior executive levels to attract percent in 2001 weaknesses
and retain talent

o Develop a competitive compensation CSC DBM
o Salary schedules are compressed o PCEG approved the general package/scheme (both cash and non-cash

o Uncompetitive pay for key framework for improvement of e.g. possibly including health and
professions such as lawyers, IT government compensation: education assistance ) that takes into

professionals and accountants market driven consideration market factors and
performance (2002-2003):

results in unfilled vacancies - high turnover > Prepare a draft law including provision

- performance based of assistance during public hearings
> Prepare and implement advocacy

9.3.2 Pressure for grant of exemptions o Grant of exemptions from SSL has strategy
from the Salary Standardization Law consistently been opposed by 1> Prepare a manual for implementation
(SSL) DBM. MO 20 has been issued to and maintenance of the PCCS

rationalize the relatively excessive > Implement capability building
pay of senior officials in exempt program for implementors of the
GOCCs/GFIs PCCS

> Design,a scheme allowing agency
heads to implement upgrading of
positions within authorized budget for
personal services

c Rationalize non-transparent and non-
productive allowances DBM (with PCEG)

9.3.3 o Allowances are often non-
transparent and do not fulfill their o Prepare and implement a plan to extend PCEG (with DBM)
objectives, particularly in such rationalization to GFIs/GOSCs
GOCCs/GFIs

9.3.4 Disparate retirement laws o Employees are being encouraged o Study existing discrete systems and design DBM
to retire under the GSIS Law and implement an interim measure

towards rationalizing existing retirement
laws
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* Rationalize existing laws within the public DBM, CSC, GSIS
sector

* Draft a rationalized retirement bill (2003)

9.4 Setting, implementing and * The CSC and DBM have several * Further strengthen coordination between CSC, DBM
overseeing civil service policy ongoing initiatives, and have also central entities involved in human
more effectively reached out to GOCCs/GFIs such resource policy and management

as the GSIS to obtain better
information for policy-making.

* Coordination between civil service
pay and employment reform
initiatives, reforms of the budget
process, and institutional
streamlining efforts has improved
during the last 2-3 years.

9.5 Strengthening establishment * An interagency Working Group * Establish a Civil Service Personnel DBM, CSC, GSIS
control (CSC, DBM, GSIS) has been Information System capable of being

established to review and accessed by central oversight agencies
* Move to one authentic source for recommend options for integrating such as CSC, DBM and COA, and if

information on authorized existing personnel information necessary by line departments, so that a
positions (approved plantilla) and systems of GSIS, DBM and CSC. unique identification number for each
filled positions, and for payroll employee can ensure that:
data, so that civil service . > Each permanent appointment is made
employment and wage bill size * Each agency presently maintains against an authorized position
can be controlled more its own database: > No person can be appointed to more
effectively. At present a) DBM's Government than one authorized position
departments do not present Manpower Information System > No person can draw pay from more than
accurate information on the (GMIS) has data on non- one payroll or obtain more than one set
number of filled and unfilled uniformed civilian national of benefits
positions and there is no reliable government positions; * Pursue the development of the common
method to verify their b) CSC has data on civil service database on government personnel to be CSC, DBM
submissions to oversight applicants; shared by CSC, DBM and GSIS (2003-
agencies. c) GSIS data covers enrollees 2004)

pensioners(about 1 40) ain * Review and - as required - augment CSC, DBM
pensioners (about 144,000) in technclapitinCCndDMo
respect of their eligibility for nic and dbMsto
benefits and for calculation maitai and operate the database.
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and disbursement of benefits.

9.6 Link organizational performance o DBM has developed the OPIF and e Strengthen individual performance CSC, DBM, NEDA
framework with individual has begun implementation (see appraisal system linked to organizational
performance appraisal system Part B) performance measurement system:

> Involve Career Executive Service
Board with respect to career executive
system CSC

9.7 Strengthen human resource Covered in Part D Covered in Part D Covered in Part D
management and capacity at the
LGU level, including:
* appointment, performance

evaluation and accountability
e compensation issues
* employment issues

9.8 Strengthen the civil service legal CSC has worked extensively to e Enact and implement an updated Civil CSC, DBM
framework for accountability, prepare an updated draft of a new Service Code which (i) separates
integrity, efficiency and Civil Service Code which has been professional civil service positions and
professionalism by updating the submitted to the legislature and is "positions of confidence" (political
Civil Service Code (this effort has currently under review by the appointments), (ii) separates key policy
been ongoing for several years) with legislature. provisions from other details of
the aim of: employment and (iii) provides for
* Improving merit-based The PCEG has been formulating an appropriate accountability and integrity

recruitment, performance integrated anti-corruption strategy for arrangements
evaluation and promotion the government aiming, among other

things, to strengthen integrity in the * Strengthen technical capacity of CSC to
* Making compensation more civil service, oversee implementation of Civil Service

competitive within fiscal Code and to develop civil service policy.
constraints, and linking
compensation to performance * Promulgate and implement amendments to

the Administrative Code of 1987 (EO 292)
o protecting upright civil servants in to bring it into line with the provisions of

the discharge of their functions the Civil Service Code once enacted

o strengthening accountability and e Amend the definition applicable to civil
integrity mechanisms servants' selection and promotion to

competitive assessment of merit

_ _ _ __a_._ * Review and redefine parameters for
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appointment of non-Career Executive
Service (CES) individuals to CES
positions.

1o -ivi>. - ; V AIMPLENIENTATIONOF-FOREIGN-ASSISTED TROJEC-S - - . . f -

; Pmessage SiAgthening implementaton arangemen-s and speed of implemenlation could ensurefa'er absorpin f
4 p ODA,-strengthen.'inXtiiutionalI-cp' &it natn-al agencyaiid LGU levels and help sustain project'dut omes.

10.1 Enhancing absorptive capacity, Significant actions to improve Continue monitoring of key indicators NEDA, DBM
key indicators for which include (as portfolio performance include:
proxies for physical * Implementing agencies have
accomplishment): reduced the number of signatories
* Disbursement level (down to less for project documents

than $1 billion in January 2001) * ICC endorsement of partial
* Disbursement rate cancellation of about $500 million
* Availment rate (about 63 percent * Portfolio reviews were conducted

in 1999-2000) with the three largest funding
* Disbursement ratio (2001 average agencies in April and September

was 12 percent for 3 biggest 2001 to address bottlenecks.
portfolios: ADB, WB, GOJ) * Power sector reforms and other

(60 loans are beyond closing dates, steps to improve governance
average time overrun is 2.3 years)

10.2 Improved project identification, * Implementation of SEERs has * Completion of SEERs to sharpen NEDA, DBM
preparation and design, including: helped focus agencies on prioritization of activities and so lead to
* Addressing weak demand for on- prioritization of their activities improved project identification

lending programs * More thorough project design and project ICC, NEDA
evaluation, especially for those with LGU
participation and/or with multi-agency
participation

aMinimize multi-agency implementation

10.3 Greater predictability in project * PhP41 billion allocated for FAPs * 3-year investment program envisaged with DBM, NEDA
financing, including provision of in 2002 budget (as against PhP29 indicative budget for each implementing
counterpart funds billion in 2001) agency (see also Part B)
[The 2001 (re-enacted) budget led to
a mismatch between previously * See Part B re. strengthening * Conduct SEERs of individual agency ICC
allocated funds and new financial linkage between planning and portfolios to establish medium-term
reauirements of projects; project budgeting, and between MTPDP priorities within the ICC process
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financing was slowed down by and MTPIP priorities within the ICC process

budget deficit reduction measures] o Continue streamlining of document Agencies

processing and fund flow within
implementing agencies

[See also Part B on strengthening linkage
between planning and budgeting]

10.4 Strengtheniing sustaEnabity of o Issuance of AO 7 (transferred o Issuance of EO on resettlement Oversight agencies

project outcomes through improved contract review function from OP . . . . (NEDA, DBM, DOF,
institutional arrangements for to NEDA, mandated a maximum 0 Prorty and high-level attention to ROW COA), DILG and line
project coordination, management, duration for the process, increased issues departments

implementation and evaluation, accountability of Cabinet o Review FAP management/coordination/
including: secretaries for project implementation arrangements so as to
o Strengthening capacity in implementation, and more enhance implementing agency ownership

implementing agencies and effective oversight by the Office of and accountability
relevant LGUs the President through a

Presidential Adviser for ODA o Strengthen institutional capacity of LGUs
o Addressing changes in project Absorption) involved in FAPs, especially for

scope and design during procurement and financial management

implementation o Issuance of EO 40 to streamline (see also Parts C and D)
procurement processes (see Part C)

• Strengthening project r r O Further strengthening of coordination
implementation arrangements o RA 8974 enacted: it defines the between implementing agencies and

.Dealing with poor contractor procedure for right-of-way coordinating agencies, and removal of
performance acquisition for infrastructure functional overlaps and duplication among

projects national government agencies (see also

o Strengthening line agency and o RA 8975 enacted: it prohibits Parts A and C)
LGU capacity to prepare, issuance by lower courts of o Further steps to improve project
evaluate, oversee and monitor isuac by loe Xorso ute sest mrv rjc
impleation of pro jcts temporary restraining orders on procurement (see also Part C)
implementation of projects government projects

o Civil society involvement for o officers o Further measures to strengthen project
aCouivl socaety tnvolvement for o Project implementation officers financial management (see also Part C)
accountable and transparent (Undersecretary level) designated
implementation in implementing agencies o Special attention to projects with largest

o Addressing peace and order issues backlogs since implementation
impactisng projeacetandsorderIssu o Implementing agencies have
impacting projiects reduced the number of signatories

o Slower project implementation for project documents
due to change in administration I _
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I i ~ - -~ . ~ - . DECENTRALIZATION: A SELECTIVE OVERVlIEW r E

-Key me,ssage. &apacity'building al,the 'LGU;level,' inc luding and especiallv in procuremenI andfinancial managemenl, is
-_ ,- , - - -critical or strengthening aecouhtibilii andservice deliverv''

11.1 Overview Various studies and analyses Conduct a Decentralization Study to review the PCEG, DBM,
of different aspects of fiscal, administrative and political aspects of DLLG, DOF,
decentralization and decentralization, including: NEDA, COA,
devolution have been e line
conducted in recent years by * Actual devoluton by the national government departments,
GOP, development partners to s World Bank,
and academia. * Adequacy of the IRA transfer system and ADB,

opportunities for greater equalization
More than ten years have
elapsed since the enactment of * LGC provisions regarding local taxation and
the 1991 Local Government fiscal matters
Code (LGC). This is an * LGU responsibilities, (e.g., by defining
appropriate time to take stock expenditure requirements and service
of the opportunities, strengths standards by sector) and the need for transfers
and weaknesses of devolution from the national government
and decentralization, review
the key findings and * Impact of decentralization on the poor and
recommendations, and work other vulnerable groups
out an action plan to * Conduct a study on how to introduce a
strengthen the decentralization
ptroessthe and deliventryaofz performance-based system of fiscal transfers
process and delivery of basic (ngig
services, especially to the (on-goig)
poorest and most vulnerable.

11.2 Expenditure Assignment * In many cases institutional arrangements for DILG
* Key areas of formal responsibility service delivery need to be clarified and the

role of national government and its agencies
* Clarity of overall assignment reviewed (beyond 2004)

* Extent of unfunded mandates from national .Review imposition of unfunded mandates DILG, DBM,
government (from the national government) on LGUs NEDA
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o Key issues to be resolved (beyond 2004)

o Develop a plan to transfer the implementation NEDA
of infrastructure services from DPWH to
qualified LGUs (2003)

11.3 Revenue Assigment o Some LGUs have o Replicate establishment of accurate, taxpayer DOF
o Key local revenue sources established taxpayer registration databases including delinquent

o Local authority to set tax rates databases (e.g. Bulacan) taxpayers (beyond 2004)

o Local administrative capacity o Provided adequate training o Replicate setting- up of accurate cadastral DOF
for staffs and avoid use of information databases for property taxes

o Key issues to be resolved casual employees to collect (beyond 2004)
user fees o Review and reform procedures for detecting

o Submitted amendment of and managing non-filers, stop-filers and non- DOF
the LGC that will create a payers (2003-2004)

oal te alvlion o Improve audit process for business taxes. DOF
comhdutee to upral e po e Need to review confidentiality of ITR by SIR
schedule of real proprt (203-2004)
values

o Formulate an action plan to encourage DO1
alternative payment schemes (203-200)

o Continue to develop strategies for improving DOIF/DILG
taxpayer services (beyond 204)

o Eliminate/reduce tax exemptions: (2002) DOF

> Review and rationalize/revoke DOF
circulars on tax exemption of
professionals

11.4 Ilntergovernmenmta 'irnnsTers o DBM has clarified to LGUs o Issue implementing guidelines for the DOF, BIR
o Equalization: to what extent addressed in March 2002 the payment of EVAT shares of LGUs (2003)

o Key issues to be resolved methodology and o Continue to publish PDAF allocations each
computation used for IRA 0otueopusa ansecDBM-

o IRA releases are not performance-based: releases year in conspicuous places, community Regional
papers, LGU newspapers, LGU newsletters, Offices,

a Schedule for IRA releases and o DBM has issued a circular DBM website; furnish COA list of releases LGUs
computation used is not clear to LGUs on the project menu and (June 2002)

o Unclear rules for allocation of Priority processes to guide the use DBM could issue a matrix to explain details DBM
_________ -- ~~~~~~- -, ~~~ ,'.4~. DThAt2 . '_ ;- 1 I___B M_ ould_ isue_ a_ atrix_o_ expl in_ det ils__-
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Development Assistance Funds (CDF) of the PDAF, disseminated of computation for 2002 IRA

* No implementing guidelines for the widely through DBM-ROs VeiyadcrfyeptsodsrpnisDB
EVAT Law. No guidelines for the and publication in betwerfandBclnf releases admof untscrepceivDBM
computation of the LGU share in the local/regional newspapers by LGUs
EVAT Law.

* Conduct a study on how to introduce a
performance-based system of fiscal transfers DILG/DBM/
(on-going) NEDA/DOF

11.5 Local Government Borrowing * An LGU financing * Review and clarify IRA intercept provision in NEDA,
* Regulatory framework framework was developed the Local Government Code in order to DlLG, DBM

in 1996. Its implementation enhance LGU creditworthiness* Mechanisms (e.g. direct borrowing, on- reuie reiw. n
lending from central authority) stirges revew and
. ~~~~~~~~~~~~~~~~strengthening.

* LGU borrowing: trends, willingness, issues

11.6 Planning and budgeting at the LGU level: See Part B. * Review the national and local planning NEDA,
policy, practice, issues processes to improve coordination on pro- DBM, DILG

poor service delivery (beyond 2004)

* Accelerate strengthening of the capacity of DILG, NEDA
LGUs to formulate, appraise, and rank
development projects (beyond 2004)

11.7 Procurement in LGUs * LGU procurement is * The highest ranking career and permanent DBM
* Legal framework covered in proposed official should chair the Bid and Award

Procurement Bill' Committees
* Policy and practices
*:Organization * The * Make the implementation of Annual DlLG/League
. * Organization * The draft IRR for the Bill Procurement Plan by LGUs mandatory (June of Cities

* Staffing includes the streamlining of 30, 2002)
procurement methods for

,. * Capacity issues LGUs (seealso pt C) * Develop and implement training program on DBM, DILG,
(see so p procurement (see also Part C CSC

11.8 Financial management in LGUs * Designate and strengthen * Strengthen the BLGF by empowering it to be DOF
* Legal framework BLGF as the focal agency the main driver of local government finance

to enforce fiscal-discipline (2002-2003)
* Policy and practices and restructure to play an

• Organization active role in LGU financial*Or nmanagementreform( - > Form sub-committee on LGU financial DBM, DOF,
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Recomynendations

o Staffing 2003) management under IAC on FM DILG

o Capacity issues o Reengineering of BLGF Development
Rngoing > Review and harmonize issuances on
ongoing financial management

o The new local government > Reconcile accounts/treatment accounts
accounting system > Professionalize financial management
(NLGAS) will require functions (to include capacity-building
submission of standard interventions) (on-going)

financial statements starting o Design a financial management improvement COA, DBM,
2002 (year end). program to build capacity, focusing on LGAS DILG

o In 2001, BLGF piloted a implementation (2003-2004)
new fiscal and financial o Issue circular requiring prospective treasurers
reporting format. The new to undergo competency examinations DOF
report, called the Statement
of Income and Expenditures o Issue circular requiring municipal treasurers DOF
or SIE replaced the old to enforce bond requirement for barangay
format of reporting. The officials and enforcing sanctions for violation
Budget Operations o Determ financial management
Statement (BOS) reports the impevelop long jt incing mangthent BLGF DILG
fiscal operations of the improvement project including strengthening LGA, COA
LGUs on a yearly basis and o poor
the report was cumbersome, o Develop an incentive system for well- BLGF, D1LG
bulky and covered several performing LGUs DBM,
pages. The SE is user NEDA, COA,
friendly, and is reported on
a quarterly basis. The
summary of the fiscal
operations of Local
Governments is contained
in one page but there are
schedules attached to the
summary sheet which show
more details. DBM has
agreed to use the SE
instead of coming up with
their own reporting format.
Thus, a single source of
data on LGU fiscal and
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financial operations will be
available. BLGF
consolidates the data by
provinces, cities and
municipalities on a
quarterly basis.

a BLGF also developed 14
fiscal performance
indicators. In 2002, BLGF
is piloting these indicators
after revising the fiscal
reporting format. With
these indicators BLGF will
be able to see how LGUs
are performing in terms of
local resource mobilization,
expenditure management.
LGUS will be ranked on the
basis of their fiscal
performance.

* The next step is to develop
an incentive system for the
good performing LGUs.

11.9 Human resources: management, * Improve management and The Decentralization Study proposes to develop

development, accountability and incentives career development of tax recommendations for:

* Official data on LGU-level employment assessors and treasurers * Reviewing LGU compliance with cap on DILG, DBM,

understates the real situation (on going) 'personal service' expenditures as percentage DOF, COA
of total resources in light of employment of

* Current high levels of employment in LGUs * Examine how to scale up and expenditures on casual, contractual, and

may not be compatible with competitive pilots on governance and an othes nontractual,kers

salaries and affordable size of the public service delivery other non-permanent workers

service at the LGU level performance indicators and * Reviewing levels and structure of DILG, CSC,

* Most LGU expenditures seem to be on management (ongoing) remuneration, which vary enormously across DBM

personnel. Hiring of casual, contractual and * Develop LGU "hall of LGUs (including unofficial allowances,

project-related workers (not reflected in fame" to enable recognition benefits and perks for LGU officials)

official data) is pervasive, resulting in: for outstanding performance * Reviewing LGU practice of providing salary

or outcomes (ongoing) supplements for functions and positions DILG, DBM,
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> Diminution of resources available for or outcomes (ongoing) whose personnel costs are supposed to be CSC,COA
MOOE and investment funded entirely by the national government

> Avoidance of the legal cap on the extent of o Pilot-test Customer
personnel expenditures Feedback Survey in 21 sites c Improving the quality of statistical data: DILG,

> Avoidance of transparent hiring procedures to achieve the following: > Harmonize forms, reporting formats, NEDA, NSO,
> Facilitation of patronage and other (on-going) classification system (on-going) BLGF, DBM,

undesirable practices > Increase citizens' access > Develop integrated database template to NSCB, other
o LGU-level remuneration varies enormously to information rationalize programs/system on information national

across levels and tiers of LGUs. While > Develop 2-way feedback supply government
personal services expenditures are high, with citizens > Reduce the number of regulatory report agencies
official salaries are low and the > Involve citizens and requirements
compensation system is characterized by agencies in setting
non-transparent official and unofficial standards o Build awareness of constituency on how to
allowances, add-ons, perks and benefits access information using regional offices, NEDA,

o Career prospects and professional media and community papers (starting 2002) DILG, BLGF
development of key categories of LGU staff
require review and modernization

o Most LGU personnel are hired by the local
chief executive: accountability tends to be to
the person and not to the law, adversely
affecting the quality, efficiency and equity of
resource use and service delivery

11.10 monnietoriag nn Evelom o Coordination and o Strengthen national government's ability to DOF (BLGF)
o Capacity synchronization of monitor financial performance of LGUs

o Rguarficalreorin plans/actions by oversightc Regular fiscal reportlng plagencies using the MDFO o Increase awareness and consultations with NEDA,

as lever (on-going) Congress on Executive initiatives: put in place DILG, DBM,mechanisms to improve and institutionalize COA, DOF
o Develop a coordinated dialogue among LGUs, NGAs and Congress

performance evaluation (e.g. preparation of national plan) (on-
system (on-going) going)

o BLGF will pilot the
introduction of 14
performance indicators to
monitor LGU performance

11.11 c¢aty&bYannldks&a the LGU levea o Numerous initiatives - o Develop framework, systems and institutions DILG, BLGF,
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locally as well as externally to rationalize delivery and content of training DBM, COA,

financed - have been programs (2002-2003) CSC

unetae an.r non > Assess existing capacity level of
to strengthen LGU capacity. LGU in the conduct of capacity

building

* Facilitate exchange of good practice between DELG, BLGF
LGUs, NG and international experience by
documenting and propagating information on
good practices (on-going)

* Strengthen partnership implementation (on- DOF,
going) BLGF,ELG,

DBM, NEDA
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'E.g. preventive care expenditures as a percentage of the DOH budget have fallen from 36 to 26 percent
during 1996-2001.
2 E.g. national government initiatives on public housing do not seem to be matched by LGUs, which cite
cumbersome and tortuous processes, lack of access of the poor to credit for down payments, and lack of
availability of suitable acquired land as impediments to speedy implementation of shelter programs for the
poor despite strong Presidential support for fast-tracking housing assistance implementation.

The Commission on Audit (COA), the Department of Budget and Management, the Department of
Finance and the National Economic and Development Authority (NEDA) comprise the oversight agencies.
4 Strengthening Public Finance and Planning of Local Government Units, TA 3145-PHI, ADB, April 2000.
5 Chapter 11 provides an overview of key LGU issues.
6 The 14 GOCCs comprise EPZA (later renamed PEZA), LWUA, LRTA, MWSS, NDC, NEA, NFA,
NHA, NIA, NPC, PNOC, PNR, PPA and MMTC. In 1994, MMTC was privatized. Effective 2000, the
Home Guaranty Corporation was considered a monitored GOCC.
7 The Power Sector Reform Act of 2001 was approved in June 2001.
8 The EPIR is the centerpiece for restructuring the power industry.
9 ADB and World Bank staff feel that the key question is the extent of legislative support for the
TRANSCO bill.
10 The rates for taxes on net income were 32 percent for corporate income tax and personal income tax. For
VAT, it was 10 percent on gross sales and for withholding income, 10 percent of net income. Taxes on net
income were classified as company taxes and individual taxes and others.
1 Issues and actions taken on revenue forecasting have been discussed in Chapter 5.
12The tax effort in other ASEAN countries has also declined. In 2000, the tax effort in Malaysia; Thailand
and Indonesia was recorded at 14.3 percent, 14.3 percent and 15.2 percent of GNP, respectively.
13 This draws on (i) extensive analytical work by Mr. Romeo Bernardo and Ms. Marie-Christine G. Tang;
(ii) a USAID-funded study on contingent liabilities, and (iii) a World Bank-funded consultant study by Mr.
Tarun Das.
14 Current regulations allow the GSIS to invest abroad but it has apparently been "advised" against
proceeding in this direction, and hence cannot effectively do so.
s Past due contributions from the Government to GSIS reportedly exceed PhP14 billion to date (including

pIast due interest).
6 These data on the Philippines do not include expenditures at the LGU level. For example, including LGU

capital expenditures would raise the overall national share.
17 Over 60 percent of students in public elementary schools belong to poor households despite the fact that only
40 percent of households are considered poor because a disproportionate number of the children from non-poor
households tend to go to private schools.
18 The income-to-expenditure ratio rises to 10 percent if income is reckoned inclusive of their income from
business enterprise.
19 The ratio for the Philippines is from Maglen and Manasan (1999) while the ratio for the average Asian country
is from Lewin (1997).
20 These items are expressed in 2000 prices.
21 The DOH notes that these are in fact published, but that there is a 5-year lag (i.e. the latest available report in
2002 is that for 1997).
22 Delays in compilation of mortality statistics is due to the fact that registration of births and deaths is done at
the LGU level.
23 Chapter 5 discusses this in more detail.
24 World Bank staff estimates.
25 All data comparing FY2000 NEP with GAA are from "FY2000 General Appropriations Act: Analysis of
Budget Cuts/Additions Made by Congress and the Nature of the Cuts/Additions," NEDA, n.d., ms.
26 According to one congressional source, this practice has been discontinued recently.
27 See Chapter 5 for a discussion on Sector Effectiveness and Efficiency Reviews.
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28 This should cover conservation and management of natural resources, since they would be essential for
sustainable agricultural growth.
29 The ADB has supported a Grains Sector Reform Program to help private sector participation.
30 The Govemment feels that this approach should be cautiously pursued and proposed measures evaluated from
the fiscal, efficiency and welfare angles, and that the appropriate level of government to administer such
measures should also be carefully determined. The Government also feels that the proposed use of foreign funds
for agrarian reform should be carefully assessed given prevailing low recoupment rates from ARBs.
31 E.g. several agencies are involved in construction of farmn-to-market roads.
32 These issues are discussed more fully in Chapter 10.
33 Most SUCs are legislated into being by Congresspersons to demonstrate support for local and provincial
initiatives; the process effectively sidesteps contestable resource allocation processes.
34 Meanwhile, an independent initiative spearheaded by Senator John Osmena has mandated CHED to study the
possible restructuring of SUCs and other areas of rationalization.
36 Chapter 7 deals with procurement reforms, including in the education sector.
36 See Chapters 5 and 6. The DOH has requested the WHO for assistance with performance assessment of LGU
health care services.
37 See Chapters 5 and 6.
38 Regional and provincial-level officers of national line agencies are unavoidably beholden to the Congressmen
of their districts. This relationship makes the implementing agencies quite vulnerable to interventions from
legislators. In order to protect local projects and local staff from possible after-effects of tightened CI processes,
it would be desirable to introduce a system of project monitoring by beneficiary communities as early as
possible.
39 The DBCC is composed of the Executive Secretary, the Director General of the NEDA Secretariat, and
the Secretaries of Finance and Budget and Management.
40 Executive Order 292, Title II, Subtitle C, Ch. 2.
41 "Health Sector Reform Agenda: Philippines, 1999-2004," DOH, December 1999.
42 The DILG also has responsibilities for local planning.
43 National Budget Memorandum (NBM), No. 88, February 1999.
44 NBM, No. 91, April 2000. The baseline budget approach was continued for the FY2002 budget cycle
(NBM, No. 93).
45 National Budget Memorandum, No. 95, March 2002.
46 NBM, No. 91, April 2000.
47 Based on comparison of baselines issued in April 2000 (NBM 91) with 2001 budget allocations
(adjusted, from BESF FY2002).
48 NEDA is supported by GTZ's Institutional Strengthening Project, which has played an important role in
the SEER process.
49 "A Manual on Public Expenditure Management in the Philippines," Revised Draft, December 13, 2000.
50 Presidential Decree 1177, 1977 "Revising the Budget Process in Order to Institutionalize the Budgetary
Innovations of the New Society"
51 Over the years as the resource back-up for continuing appropriations for major programs such as the
public works and the Comprehensive Agrarian Reform Program were depleted, the General Appropriations
Act or the GAA has become the major comprehensive appropriations law, incorporating even the budget of
the three major government power corporations.
52 Because of this, many public elementary schools are dependent on the LGUs' SEF for their MOOE.
53 National Budget Memorandum No. 93, Budget Preparation Form #206.
54 "Enhancing Transparency, Accountability in Government: Institutionalization of an Efficient, Effective
Dynamic legislative Oversight System in Congress", A concept paper of the Committee on Oversight,
January 2002.
55 "Pork and other Perks: Corruption and Governance in the Philippines", PCIJ 1998.
56 The procurement element of the PEPFMR is also available as background material.
57 Presentation by Dr. Jose Campos Jr., in Procurement Watch Inc Press Briefing, October 5, 2001.
58 Textbook Procurement, A Philippine Experience by Mr. Noel Sta. Ines, March 23, 2001.
59 The Government Procurement Policy Board (GPPB) will shortly be completing its IRR with the Joint
Congressional Oversight Committee created under the law.
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60 EO 359 creating the Procurement Policy Board under DBM for procurement of goods does not have the
mandate of a law enacted by Congress. EO 230 creating the Infrastructure Committee under the NEDA
Board to oversee procurement of works and consultancy services was issued in 1987.
61 Chapter 10 looks at financial management in foreign-assisted projects, while Chapter 11 outlines key
financial management issues pertaining to LGUs. The full text of the Country Financial Accountability
Assessment (CFAA) is also available as background material. T'his report does not cover private sector
financial accountability: a separate analysis of the private sector was undertaken for a recent Report on the
Observance of Standards and Codes (ROSC).
62 Judicial interpretations have also perpetuated the discretionary nature of the power of appointment by
defining appointment as a "political question involving considerations of wisdom which only the
appointing authority can decide."
6 In this context, expenditures on school supervision refer to those made in support of the operations of the
DepEd division and district offices.
64 The ratio for the Philippines is from Maglen and Manasan (1999) while that for the average Asian
country is from Lewin (1997).
65 For elementary level teachers, station is defined with, reference to the division. For secondary level
teachers, however, station is defined with reference to the school itself.
66 The scope for doing this at the elementary level appears to be large since there are a significant number
of teachers who are about to retire in the next 5 years.
67 In this regard, the study suggests the need for the installation of more flexible, less complex procedures
for the transfer of existing plantilla positions from one secondary school to another.
68 Manasan, Rosario G. (1999) "Impact of Local Government Code and Proposed Amendments on Ability to Finance Infrastructure:
Towards a Framework for LGU Finance," mimeo.
69 E.g. assignment of services and expenditures; administrative and budgetary deconcentration, delegation
and devolution; coordination of local service delivery regionally and nationally.
70 E.g. transparency and accountability; user groups and community-driven development.
71 A World Bank-funded PEPFMR Preparation Workshop was held in Manila on January 24-25, 2002.
Participants included members of the GOP Working Groups, the World Bank-ADB task team and LGU
representatives. The objective was to confirm, validate and modify key messages emerging from the
exercise, and to more closely consolidate the three interconnected strands into a single integrated process
and report. In addition, the GOP also organized another workshop in April 2002 with participants from the
central oversight bodies and line departments to review the emerging findings and messages.
72 Consisting of the revenues and expenditures of the national government (NG), the Central Bank
Restructuring Fund, GOCCs, GFIs, SSLs and LGUs.


