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1. INTRODUCTION

Recent Philippine economic history provides compelling evidence that a poor or deteriorating
fiscal position on the part of the public sector effectively constrains the government’s options in
support of economic recovery, sustainable growth and poverty alleviation. For instance, in the early
1980s, the government attempted to mitigate the effects of the second oil price shock by pursuing
an expansionary expenditure program financed by foreign borrowing. As a consequence, the
national government’s fiscal deficit soared to 4.3 and 4.6 percent of GNP in 1981 and 1982,
respectively, from an average of less than 1.5 percent in 1978-1980. However, this approach proved
to be unsustainable for a number of reasons. First, the recession in the world economy took longer
than expected. Second, foreign capital was not as accessible during this period (compared to the
1970s) so that the government did not have the wherewithal to weather the external imbalance.
Third, the financial crisis of 1981 and severe political difficulties in 1983 led to massive capital
flight that further exacerbated the situation.

With external financing severely constrained, the government defaulted on its foreign
obligations in October 1983 and it had no choice but to adopt a stringent stabilization program under
the auspices of the IMF. Government spending, particularly that on maintenance and investment,
was cut deeply. The fiscal deficit was subsequently reduced but the toll on the economy was heavy
and the economy contracted by 7.3 percent annually in two consecutive years: 1984 and 1985.

Similarly, after rebounding from the 1984-1985 recession with a creditable GDP growth rate
of 3.4 percent in 1986 and an annual average rate of growth of 5.5 percent in 1987-1989, the
economy faltered once again in 1990 when GDP growth rate decelerated to 2.4 percent. Moreover,
GDP contracted by 0.5 percent in 1991 and was practically stagnant in 1992,

The unsustainable character of growth in 1986-1989 may be explained by a confluence of
external and internal factors. First, anaemic growth in the developed countries dampened demand
for the country’s exports during the period. Second, the country was badly hit by a number of natural
calamities that had deleterious effects on overall output growth and devastated huge amounts of
government infrastructure. Third, incessant political instability led to a crisis in investor confidence.
Fourth, the Gulf war led to a sharp rise in oil prices. Fifth, part of the deterioration in the economy’s
performance was policy-induced. The government stalled too long in adjusting petroleum product
prices and this resulted in huge consolidated public sector deficits (CPSD). Government
owned/controlled corporations also contributed significantly to the CPSD. Thus, the CPSD
ballooned from 3.1 percent of GNP in 1988 to 4.7 percent in 1990. Similarly, the national
government’s fiscal deficit rose to 3.4 percent of GNP in 1990 from 2.2 percent in 1989 as the
government allowed capital outlays to rise to 3.3 percent of GNP even as revenues remained
stagnant after showing substantial expansion. Also, the failure of government to implement an
adequate energy program earlier on resulted in severe power outages. In general, there was a delay
in the implementation of policy reforms that were aimed at correcting the economy’s structural
weaknesses.



Once again, the government pursued an orthodox stabilization program consisting of tight
monetary and fiscal policy. National government expenditure on capital and maintenance bore the
brunt of the adjustment again. Further improvements in tax effort were also put in place. Thus, the
fiscal deficit was reined in anew such that in 1994 the national government posted a surplus (equal
to 0.9 percent of GNP) for the first time in twenty years. This experience has been repeated in 1995
and 1996. The national government surplus was 0.6 percent of GNP in 1995 and 0.3 percent of GNP
in 1996. In addition, the consolidated public sector itself registered a surplus of 0.2 percent of GNP
in 1996. This is the first time it is in the black in at least 20 years.

Thus, it is observed that an important component of the adjustment program the Philippines
has pursued since 1986 is the improvement of the fiscal position. At the same time, other indicators
of economic performance have been favorable.

Moreover, in 1996, the outlook for the economy is at its most optimistic to date. The
economy registered a GDP growth of 5.4 percent. Inflation was maintained at single digit levels
since 1992. The gross international reserves reached a record high given the substantial inflow of
foreign investment, albeit a good portion of which was in the form of portfolio investment. Despite
this, the economy was basically unscathed by the Mexican crisis, reflecting perhaps increased
investor confidence in the Philippine market. At the same time, FDI approvals in the year also
showed a dramatic increase. However, the current account balance continues to be high as the peso
continues to appreciate in real terms even as great strides in export growth were made,

Despite the apparent depth of the fiscal adjustment undertaken in the last decade, several
questions about the fiscal health of the country continue to pester. Is the present fiscal position
sustainable? How much of the adjustment was the result of temporary events as opposed to
fundamental policy changes? Was the character of the fiscal correction in the last decade growth -
promoting and equity-enhancing? The answer to this question is largely determined by the
composition of the fiscal measures put in place during this period. In turn, it will impact on the
future growth trend. '

The economic literature indicates that fiscal policy reform can foster growth by: (i) promoting
macroeconomic stability, (ii) financing/providing investments that the private sector will not supply
“in sufficient quantity but which can boost private sector productivity; (iii) financing government
activity in a manner that minimizes distortions to private sector savings and investment decisions
and economic activity, in general; and (iv) providing the institutional infrastructure needed for the
market economy to function.! In particular, the experience of other countries suggests that fiscal
policy that is consistent with low inflation, availability adequate credit to the private sector and
externa! balance is essential in providing a stable policy environment in which private sector
investments can thrive (Goldsborough et al. 1996 as cited in Mackenzie 1997). Also, investments
in physical infrastructure cannot be adequately provided by the private sector because of capital

I Mackenzie et al. (1997) provides a succinct summary of the relationship between fiscal policy and economic
growth.



market imperfections in many less developed countries. Consequently, the public sector in these
economies has to play a vital role in the financing and provision of infrastructure investments. In
this regard, the evidence from the international literature as well as from Philippine data
demonstrates that while public infrastructure investment is positively related to economic growth,
public sector investment expenditure, in general, is not. At the same time, adequate maintenance
and other operating expenditures are needed to sustain the productivity of public capital stock.

Again, the existence of market failure may justify the financing and supply of education by
the public sector. For instance, the benefits from education may not be fully captured by the student.
This is particularly true of basic education where some of its benefits in terms of better hygiene,
better infant care and lower birth rates accrue to the community at large. Moreover, in poor areas,
parents may apply an excessively high discount rate in valuing the benefits from formal education.
In addition, the capital market is not fully developed in these places to allow students/parents to
borrow to fund educational expenses especially in the primary and secondary levels. In like manner,
health care expenditures increases human productivity and may entail large externalities in the case
of primary and preventive health care expenditures.

On the revenue side, tax reform contributes to macroeconomic stability by raising adequate
revenues. Noting that taxes, in general, create distortions which may result in a sub-optimal
allocation of resources, it is also important that the tax structure be so designed so as to minimize
said dis-incentives to savings, investments, and labor supply.

Lastly, it should be emphasized that the concern for equity in the conduct of fiscal pdlic& is
not only an important goal in itself but it is also essential in reinforcing the political acceptability and
viability of the policies and measures that are instituted.

Given this context, the objectives of this study are:

(1)  Review the growth in the size and the changing composition of national government
revenues in 1986-1995 and evaluate recent changes in tax structure and administration with
respect to three criteria: revenue adequacy, economic efficiency and equity;

(2)  Appraise recent changes in the size and composition of government expenditures with
respect to their possible impact on growth and equity; and

(3)  Review the evolution of the fiscal position of the consolidated public sector and assess its
sustainability and implications for long-term growth.

It is notable that the bulk of the fiscal adjustment in recent years (particularly in 1994 and
1995) is traceable to the large inflow of privatization proceeds (P29.9 billion or 1.7 percent of GNP
in 1994 and P22.8 billion or 1.2 percent of GNP in 1995) into national government coffers. Thus,
without the revenue from the government divestment program, the national government’s fiscal
position would have been in deficit rather than in surplus in said years. Also, while the national



government would have posted a surplus even without the privatization proceeds in 1996, the same
cannot be said of the consolidated public sector.

While some gains in tax revenue performance is still apparent in the mid-1990s, tax effort
(the ratio of tax revenue to GNP) appears to have tapered off. Tax effort rose by a total of 3
percentage points of GNP in the four-year period between 1986 and 1990. In contrast, it only
increased by 1 percentage point of GNP in the period between 1992 and 1996. At the same time,
tariff revenue is expected to contract as the government continues to lower import duties in line with
its trade liberalization program. Also, the problem of weak revenue generation will become more
critical as revenue from sales of government-owned firms declines in the next few years.
Consequently, the enhancement of the tax system persists as a major area of concern.

On the other hand, capital outlays and government expenditures on maintenance and other
operating expenditures which have suffered major cutbacks during the adjustment period have not
been restored to their normal levels. Likewise, unmet demands in the area of human priority
concerns (i.e., basic education, basic health care and low cost water supply and sanitation) continue
to be large. Thus, it is important that financing of expenditures on infrastructure and human capital
investments) be secured through budget restructunng without necessarlly increasing total

expenditures.
2. ASSESSMENT OF TAX POLICY

The tax policy reforms undertaken during the period under study will be assessed with
respect to revenue adequacy, economic efficiency and equity. The overall revenue performance of
the tax system will be gauged based on three measures: tax effort ratio, buoyancy coefficients and
cross country comparison. Tax effort is defined as the ratio of tax revenue to GNP. As such, it is
an indication of the tax burden relative to the economy’s ability to pay. On the other hand, the tax
buoyancy coefficient is the ratio of the proportional change in tax revenue to the proportional change
in the tax base.” It measures the responsiveness of the tax system to changes in the level of economic
activity as well as changes in tax laws.’

2 In the aggregate, GNP is usually used as the proxy for the tax base.

3 The tax buoyancy coefficient for the various types of taxes may then be decomposed into its components: (1) the
rate buoyancy (i.e., the buoyancy of the tax yield with respect to the tax base) and (2) the base buoyancy (i.e., the buoyancy

of the tax base with respect to GNP). This becomes obvious from the following:

e onp - (@HID)/(dGNPIGNP)= [(dri/tz')/(dbi/bi)]*[(dbz'/bi)/(dGNP/GNP)]= € i €0 cnp

where e\ refers to the overall buoyancy coefficient for tax [;
e, refers to the rate buoyancy for tax [;
enuyp Tefers to the base buoyancy for tax I;
ti refers to revenue collections from tax [; and,
bi refers to the tax base specific to tax L.



In addition to the indicators of revenue performance proposed above, this paper will also
present updated tax evasion estimates for the individual, the corporate income tax and the value
added tax (VAT). The tax evasion estimates calculated in this study follow the gap approach. In this
approach, the "true" tax base is first determined. Thus, data on aggregate income/sales/receipts is
obtained from sources independent of the tax returns. Most often data from the national income
accounts (NTA) are used. The corresponding tax liability for the income/sales estimate thus derived
is then computed and is equated to the potential tax revenue take. The difference between the
potential tax revenue and the actual tax collection is then presumed to be the amount of taxes evaded.

The major difficulty with the gap approach is the absence of alternative data sources on the
appropriate tax base. This is particularly true of capital gains. But where this type of information
is available, the gap approach is deemed superior to the other procedures like the elasticity approach
or the tax audit approach. Detailed methodology for the estimation of tax evasion for the individual
income tax, the VAT and the corporate income tax are presented in Annex 1.

On the other hand, the Suit’s index
is used to assess the impact of changes in
tax structure on income distribution. It is
defined with reference to a Lorenz-like
curve which plots the cumulative percent
distribution of household income on the
axis and the cumulative percent
distribution of tax burden on the vertical
- axis (Figure 1). Analogous to the Gin

FIGURET.
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bracket bears the entire tax burden, the
Lorenz curve lies along the sides OA and :
AB so that the area between the diagonal and the Lorenz-like curve is exactly equal to the area of
the triangle OAB and the Suit's index is equal to +1. Conversely, in the case of extreme regressivity,
the Lorenz curve lie along the lines O1 and 1B. Thus, the area between the diagonal and the Lorenz
curve will be equal to twice that of the area of the triangle OAB and the Suit's index would be equal

to -1.

It should be noted that the Suit’s index is sensitive to relative magnitudes of the tax burden
across households but not to the absolute magnitude of the tax. Thus, the Suit’s index is a useful
indicator of the relative redistributive effects of alternative taxes only if these taxes yield revenues
of the same order of magnitude. On the other hand, the Gini coefficient can only validly rank
distributions for which the Lorenz curves do not intersect (Habito 1984).



Lastly, economic efficiency effects of the tax changes introduced in recent years will be
assessed qualitatively based on partial equilibrium analysis.

2.1. Inventory of New Tax Measures’

The government undertook an extensive restructuring of the tax system in 1986, While
previous efforts to change tax policy were piecemeal in nature and generally concerned with revenue
generation, the 1986 Tax Reform Package (TxRP) represented the first attempt at a comprehensive
reform of the country’s tax system. In line with articulated policy, the measures comprising the
TxRP were not solely dictated by the need for government revenues. Equity and efficiency
objectives also received considerable weight in the design of this package.

The following were the major components of the Tax Reform Package: (1) a shift from the
schedular to a more global approach in taxing individual income from compensation, business, trade
and exercise of profession; (2) increase in personal and additional exemptions; (3) separate treatment
of income of spouses; (4) an increase in the final withholding tax rate on interest income (from 17.5
percent) and royalties (from 15 percent) to a uniform rate of 20 percent; (5) the phase-out of the final
withholding tax previously levied on dividends; (6) the unification of the earlier dual tax rate (of 25
and 35 percent) levied on corporate income to 35 percent; (7) the introduction of the value added tax
(VAT) in place of the sales/turnover tax and a host of other taxes; (8) the conversion of unit rates
formerly used for excise taxes to ad valorem rates; (9) the abolition of export taxes; and (10) further
reduction in tariff rates.’

From 1987 onwards, the government had to introduce more tax changes primarily to respond
to the need to raise more revenues within the context of a series of fiscal adjustment programs. But
not all were consistent with the spirit of the 1986 reform package. Some, like the import levy
imposed in 1991, were put in place because they were administratively and politically convenient.
However, they were generally seen as highly distortionary and having a perverse effect on long-term
growth. Appendix Table 1 summarizes the more important tax measures put in place since 1986.

2.2.  Trends in Size and Composition of National Government Revenue

Tax revenue is the most important source of income of the national government. It accounted
for 86.2 percent of total central government revenue in 1992-1996 compared to 82.2 percent in 1986-
1991 (Figure 2). Conversely, the share of non-tax revenue to total central government revenue
declined from 17.8 percent in 1986-1991 to 13.8 percent on the average in 1992-1996. This occurred
as grant as well as fees and charges collected by various government agencies contracted even as
privatization proceeds expanded. In particular, while national government receipts from sales of

4 Section 2.1 to Section 2.5 draw heavily from Manasan 1997.

5 The last item is not usually viewed as part of the TXRP but as the main element of the Tariff Reform Program
(TfRP).



assets increased from 0.5 percent to 0.7 percent of GNP, grants and income of the Bureau of
Treasury inclusive of income from fees and charges declined from 0.5 percent and 1.9 percent,

respectively, to 0.2 percent and 1.7 percent of GNP.

URE2: - .

DISTRIBUTION OF NATIONAL GOVERNMENT REVENUE BY SOURCE, 1975 - 1996
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Non-tax revenue reached its peak at 3.7 percent of GNP in 1994 (Table 1). Of this amount,
1.7 percent of GNP came from privatization income. This figure likewise represents the highest
revenue take from the government divestment program in any single year since the start of said
program in 1986. The privatization program also contributed a substantial amount (1.2 percent of
GNP) to the national treasury in 1995. However, by 1996, government income from sale of assets

was down to a mere 0.2 percent of GNP.




The 1986 Tax Reform Package, together with the other tax measures put in place in the
ensuing years, resulted in a significant improvement in the tax effort. Thus, the ratio of total tax
revenue to GNP climbed from an average of 11.3 percent of GNP in 1975-1985 to 16.2 percent in
1996 (Figure 3). However, the improvement in Philippine tax effort appears to have ta_péred off in
more recent years. For instance; while the tax effort increased by a hefty 3 percentage points in the
4-year period between 1986 and 1990, it rose by a mere 1 percentage point in the 4-year period
between 1992 and 1996.

Nonetheless, these  developments
allowed the Philippines to catch up with the
tax effort of other Asian countries. Despite
this progress the country continued to lag
behind the performance of Malaysia,
Singapore, South Korea and Thailand (Table
2). It is noteworthy, however, that the
Philippine was able to overtake the tax effort
of Indonesia in 1994.°

1986 1907 1968 1989 1790 1991 1992 1997 1904 1995 1395

Year
indonesia: : 172 S 15,5
Ma\aysia . 242 214
Philippines- 446 16D
Singapore " 158 | 16.9
Thailand 478 - 16.8
South Korea, ;. sy o 18.9

Source of basic data: Author's estimates usmq revenue
“data from the Government Finarice
' Statistics and GDP data from the

laternational Finance Statistics - 19751385 19861591 1992-1996

Concomitant with the gains in the revenue performance of the tax system, a marked change
in the composition of national government taxes took place in the last decade. The share of taxes
on income and profits (which account for about 95 percent of direct taxes in the aggregate) registered

8 1t should be emphasized that this occurred partly because the Philippine tax effort improved and partly because
that of ludonesia deteriorated in the 19905 as a result of the soft market for oil exports which adversely affected the yield of
its corporate income tax. [t is also interesting to note that Thailand appeared to have relaxed in the early 1990s in terms of

tax effort.



a substantial expansion, from 25.2 percent on the average in 1975-1985 to 37.1 percent in 1996
(Figure 4). The increasing contribution of direct taxes to the national government's total tax take
constitutes a positive development from the equity perspective.

Of the indirect tax sources,
revenues: from excise taxes and
import duties posted the most-
significant contraction relative to
total tax revenue. The share of
excise taxes to total tax revenue
declined from an average of 18.0
percent in 1975-1985 to 13.2
percent in 1996. In like manner,
the contribution of import duties to
total taxes of the national
government ~ dropped from an —w-INcome and Profits Tax
average of 25.7 percent in 1975- —m_Excise. Tax
1985 to 18.6 percent in 1995 —— VAT
(Figure 4).

Percentto

—m—tmportDuties

More  significant @ than
changes in the relative importance
of the different tax groups are
changes in their levels when
measured relative to GNP, The
expansion of revenue from taxes
on income and profits is even more
dramatic when reckoned relative to U 9751885 1988-1991. 1992-
GNP. Taxes from the said source Year
more than doubled from 2.8 percent ‘ s and Profils Tax ggExcise Tax
of GNP in 1975-1985 to 6.0 olm port Dutie's
percent - in 1996 (Table 1).
Moreover, it is surprising that all
major types of indirect  taxes
exhibited some growth relative to GNP, albeit at a slower pace than direct taxes. Revenue from sales
tax/VAT and from import duties showed the largest increase. Sales tax/VAT revenue grew from an
average of 2.3 percent of GNP in 1975-1985 to 4.1 percent in 1996.- On the other hand, tariff
revenue posted a minimal increase from an average of 2.9 percent of GNP to 3.0 percent of GNP.
It appears that the increased dependence on direct taxes in 1986-1995/6 did not result from the
replacement of indirect taxes by direct taxes. Rather, it followed from the marked rise in the overall
direct tax effort. In short, the yield of indirect taxes measured against GNP did not diminish while
that of direct taxes increased significantly indicating the success of the new tax structure mn
exploiting the revenue possibilities of direct taxes.

Percenlito




2.3. Tax Buoyancy

Hand in hand with this progress, the buoyancy of the tax system with respect to GNP rose
from an average of 0.93 in 1976-1986 to 1.31 in 1987-1996 (Table 3). However, it is worrisome
that the overall
tax buoyancy
coefficient has
deteriorated
from 1.41 in
1987-1992 to
1.15 in 1993-
1996. This
development is
largely driven iV
by the shaIp ;|Excise Taxes "
drop in the nport -yt
buoyancy — of . refersto aversge for 560-1586
tariff revenues
which continue
to account for
about one-fifth
of total tax revenue. The buoyancy coefficient of the individual income tax also declined but to a
lesser degree. In contrast, some headway was achieved with respect to the buoyancy coefficients of
excise taxes, the VAT and the corporate income tax.

2.4, Tax Structure

Individual Income Tax. Revenue from the individual income tax was the fastest growing item
(increasing at an annual rate of 23.2 percent on the average) among the major tax groups in the
period 1987-1996. The expansion was particularly rapid in 1987-1992 during which revenue from
this source rose by 25.2 percent yearly on the average. The rate of increase has slowed down since
then and has slipped to 20.3 percent per year on the average in 1993-1996. Nevertheless, individual
income tax revenue continued to grow at a faster rate than total tax revenue and GNP. Consequently,
significant gains have been achieved in terms of the revenue performance of the individual income
tax. The individual income tax effort doubled from 1.0 percent of GNP i in 1986 to 2.1 percent in
1996 (Table 1).

A comparison of the Philippine experience with those of other countries in the region shows
that the Philippine individual income tax effort is better than those of Indonesia and Thailand (Table
4). However, it is lower than those of South Korea and Malaysia during the period under study.
Note that Malaysia and the Philippines have comparable statutory rate schedules but South Korea’s
rate schedule is generally higher than that of the Philippines .
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In like manner, the
buoyancy coefficient of the
individual income  tax
improved substantially in
1987-1992. The buoyancy
of the individual income tax
with respect to GNP rose
from an average of 0.62 in
1980-1986 to an average of
1.67 in 1987-1992.
However, it declined to 1.53
in 1993-1996 (Table 5).

Cs and GDP data frnm the lntematlmal :

- ‘ Statutory rates are from ingco 19986,
The decomposition o

of the overall buoyancy of
the individual income tax
shows that its movements were largely driven by movements in its rate buoyancy (1 e., buoyancy of
individual income tax revenue with respect to compensation income and net operating surplus of
households as reported in the National Income Accounts [NIA]). To wit, its rate buoyancy rose from
0.59 in 1980-1986 to 1.93 in 1987-1992 but posted a slight deterioration to reach 1.86 in 1993-1996
(Table 5). This indicates that while the effective tax rate increased dramatically from the period
1980-1986 to the period 1987-1992, it declined by a small amount in 1993-1996. In contrast, its
base buoyancy (i.e., buoyancy of personal income with respect to GNP) decreased continuously from
1.05 in 1980-1986 to 0.86 in 1987-1992 to 0.83 in 1993-1996. This occurred as personal income
grew at a slower pace than GNP in the late eighties to the first half of the nineties.

1986 Reform.
The trends discussed

above suggest that the
modifications in the
individual income tax
under the 1986 Tax
Reform Package has had

¥ Overall_Buoy_

: Rate Buoyancy' 1900 oo 1.86 . e - i
|Base Buoyancy 1,05 ‘085 086 - 083 significant . positive
e e— — B impact on its revenue

-performance. It should be

emphasized that the
revenue impact of the
various provisions of the TXRP were not unidirectional. First. it mandated a partial shift to the
global approach in individual income taxation. Second. it increased the level of personal
exemptions. Third, it reduced the income tax rates applicable to pure business/professional income.
Fourth, it provided spouses the option to compute their tax liability separately.
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The first component was expected to lead to higher effective tax rates as taxpayers are made
to add up their taxable income from different sources before applying the prescribed tax rate to arrive
at their tax liability.” In contrast, the last three tended to reduce the expected‘yield of the individual
income tax. The second component did this by reducing the tax base. On the other hand, the third
and the fourth component influenced the tax yield by effectively lowering the average tax rate. On .
the whole, the impact of the first component appeared to have dominated those of the last three
provisions of the 1986 TxRP.

Although the impact of some aspects of the 1986 reform was on the tax base, this is not
reflected in our estimate of the base elasticity. This arises from the fact that the personal income data
which was used as proxy tax base in this study is broader than the legal tax base because of the
inclusion of personal exemptions in the former. As such, any broadening of the statutory base is
translated to higher effective rates and, consequently, to higher rate buoyancy estimates.

In principle, the move to allow the spouses to compute taxes separately under the 1986 TxRP
was designed to mitigate the efficiency losses that arise when the secondary earner in a family
(usually the wife) is subjected to a higher marginal tax rate than the single (or unmarried) individual.
This consideration is important given the increasing participation of the women in the labor force
in the Philippines. There is some evidence in other countries that the elasticity of the labor supply
of married women is higher than that of other groups. Furthermore, note that the imputed income
from housework of the non-working wife is untaxed while work-related costs incurred by the
working wife is not tax deductible.. All these suggest that this reform is sound from both the
efficiency and equity perspective (Manasan 1990).

Manasan (1990) also showed that the 1986 TxRP is supportive of the horizontal equity
principle of income taxation. That is, taxpayers in the same income bracket were taxed at the same
tax rate regardless of their source of income in contrast to the previous regime where pure non-wage
earners bore the higher effective tax rates (ETRs) than pure wage eamers. In the pre-1986 period,
mixed income eamners the lowest ETRs and where mixed income earners were situated somewhere
in between. This disparity in the tax rates applicable to salaried and non-salaried individuals under
the pre-1986 period may have distorted the incentive structure affecting their economic behavior.

At the same time, estimates of the Suit’s index indicate that the 1986 tax measures have
enhanced vertical equity. In other words, individual income tax structure under the 1986 TxRP was
more progressive than the one it replaced. Manasan (1990) showed that the Suits index rose from
0.48 to 0.54 with the advent of the 1986 TxRP.

7 Under the schedular-type individual income tax system that was in place prior to 1986, the tax rate that was applied
to business income is independent of the amount of compensation income that the taxpayer receives and vice versa. In other
words, income from different sources (received by taxpayers with mixed income) were taxed starting from the bottom rates
of each rate schedule. For example, a taxpayer which has a taxable income amounting to P20,000 divided equally between
compensation and business income will be taxed at the marginal rate of 3 percent for compensation income and 5 percent for
business income under the schedular system rather than at the marginal rate of 7 percent under the global approach of the 1986
TxRP.
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SNITS, The Simplified Net Income Taxation Scheme (SNITS) was introduced in 1992. The
SNITS (1) restricted deductions that can be claimed against gross income; (2) reverted the individual
income tax system to the schedular approach; (3) increased the lowest marginal tax rate applicable
to business/professional income from 0 percent to 3 percent while reducing the highest marginal tax
rate from 35 percent to 30 percent. In that year, the BIR also expanded the coverage of the
withholding tax system and increased the level of personal exemptions.

Limiting the items which can be charged against gross income to arrive at the taxable income
broadens the tax base. The shift to the schedular approach reduces the effective tax rate by allowing
mixed income earners to use the lower tax brackets of each rate schedule in computing their tax
liability while the impact of the compression of the rate schedule on the effective tax rate is not clear.
On the one hand, the increase in the minimum marginal rate is expected to have a higher weight
because of the larger number of tax filers in the lower income bracket. On the other hand, the
reduction in the top marginal tax rate might encourage more people to evade taxes less. In the
aggregate, the data indicate that the SNITS resulted in a mild deterioration of the rate buoyancy of
the individual income tax system despite some concomitant improvements in the withholding tax
scheme.

By disallowirg taxpayers to claim certain types of expenditures as deductions from their
gross income, the SNITS clearly sought to plug the leakages in the system arising from the
overstatement of tax deductions, particularly those related to items where it is difficult to separate
the business from the personal element as in transportation, representation and entertainment
expenditures. However, using this criteria, it is not clear why certain items like property insurance,
taxes on business properties, payments to independent contractors of services and the like should be
not be included under allowable deductions under the SNITS. It has also been pointed out that the
SNITS introduced certain uncertainties on what is and what is not deductible for income tax
purposes. For instance, it is not clear whether the deduction for raw materials, supplies, and direct
labor under the SNITS encompasses all costs that would ordinarily be included in cost of goods sold
or cost of sales (Sunley, et al. 1994).

The shift back to the schedular approach with the introduction of the SNITS reversed the
improvements in horizontal equity and economic efficiency that was brought about by the 1986
TXRP. This occurred because the SNITS allowed for non-uniform effective tax rates to apply to
wage, non-wage and mixed income earners. Under the SNITS, at the lower income brackets (i.e.,
taxable income below P70,000) taxpayers with pure compensation income are subjected to a lower
effective tax rate than taxpayers with pure business income while the opposite is true at higher
income brackets. At the same time, the SNITS was less progressive than the previous individual
income tax regime as indicated by the decline in Suit’s index to 0.38 from 0.54.

On the other hand, Table 6 shows a general downward trend in the individual income tax
evasion rate in 1985-1996 despite some year to year fluctuations. The evasion rate fell from 73.1
percent in 1985 to 63.7 percent in 1991 to 52.6 percent in 1996.
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The passage of the SNITS has had a positive impact on the collection efficiency of the
business/professional individual income tax. Some 20.2 percent of the potential revenue from
business/professional income tax was collected in 1993 compared to only 12.8 percent in 1992. (The
impact of the SNITS was first felt in 1993 although it was passed in 1992 yet. This is so because
individual income tax payments arising from business/professional income are largely collected in
the year after the income is earned.) Since then, this number has risen consistently to reach a peak
of 34.2 percent in 1995 but it deteriorated to 22.2 percent in 1996. Despite these improvements, the
evasion rate for business/professional income tax remains high - 77.8 percent in 1996. This appears
to confirm anecdotal evidence that under-reporting of income contributes more to tax evasion than
excessive deductions.

In contrast, estimates of the collection rate for the individual income tax on compensation
income are consistently higher - ranging from 56.8 to 77.1 percent. However. the collection rate for
fax on compensation income is quite erratic. Significant gains were made in 1992 when the
collection rate rose to 75.8 percent from 62.8 percent in 1991. Subsequently, the collection rate
declined to 65.3 percent in 1993 before peaking at 77.1 percent in 1994. Then. it dipped to a low
of 56.8 percent in 1995 but recovered somewhat to reach 64.2 percent in 1996. It appears that the
success of the implementation of the expanded withholding tax system is rather spotty. Moreover,
its record in the last two years 1s lower than that in earlier years.

Uncollected revenue from the individual income tax amounted to P48.5 billion in 1996.
This is equal to 13.2 percent of national government tax revenue for the year and 2.1 percent of
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GNP. This suggests that potential revenue gains that are forthcoming from the enhancement of
collection/enforcement mechanisms in the area of individual income taxation are substantial indeed.

Corporate Income Tax. Like the individual income tax, the corporate income tax revenue exhibited
rapid growth in 1987-1996, increasing at the average yearly rate of 23.0 percent during said period
compared to 14.4 percent in 1980-1986. It showed the same trend as the individual income tax -
faster growth in 1987-1992 than in 1993-1996. However, its rate of increase continued to be higher
than that of total tax revenue and that of GNP despite the observed deceleration. Thus, the corporate
income tax effort rose from 1.4 percent of GNP in 1986 to 3.0 percent in 1996 (Table 1).

Meanwhile, the
overall buoyancy of the
corporate  income tax
improved  significantly
from 0.90 in 1980-1986 to
1.60 in 1987-1996. The
bulk of the improvement
occurred in 1987-1992
when the  buoyancy
coefficient averaged 1.57
although some incremental
improvement in  the
buoyancy coefficient is
also observable in 1993-
1996 (Table 7).

Q:-\ *\"{‘\{

. Overall Buoyancy.

Ré.tefﬁl._l_o'y_a'ncy S
- |Base Buoyancy
_ Soufce:’ Author's estimates

Partitioning the overall buoyancy of the corporate income tax shows that the rate buoyancy
coefficient of the corporate income tax (with respect to the net operating surplus of private and
government corporations as reported in the NIA) slid from 1.50 in 1980-1986 to 0.88 in 1987-1992
before recovering to 1.0 in 1993-1996. The 1986 TxRP effectively raised the corporate income tax
rate when it abolished the dual rate schedule of 25 percent and 35 percent in favor of a unified rate
set at 35 percent. However, EO 226 (Omnibus Investments Code of 1987) introduced the income
tax holiday as a principal feature of the investment incentive package. This move led to a narrowing
of the corporate income tax base.® In addition, other special laws providing for the special tax
treatment of various sectors were passed in more recent years. Our tax buoyancy estimates thus
indicate that these exemptions tended to dominate the effects of the higher statutory tax rate.

On the other hand, the base buoyancy of the corporate income tax surged from 0.60 in 1980-
1986 to 1.91 in 1987-1992 before declining to 1.67 in 1993-1996, showing movements in corporate
income to be generally responsive to changes in GNP.

% This contraction of the tax base is not captured by our estimate of the base elasticity but is reflected in the rate
elasticity estimate.
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Moreover, cross
country comparison
confirms  that  the
corporate income tax is
one of the weaker points
in the Philippme tax
system. The Philippine
statutory corporate
income tax rate is
generally higher than
those of other countries
in the region (Table 8§).
Despite this, shows that
the Philippine corporate
income tax effort
continues to be lower
than those of Indonesia,
Malaysia, and Thailand
in the first half of the

. Indone_si_é :
|Malaysia -
: Phlllpplnes
i Smgapore
I Thailand -7
: {south Kor’éé"

: :;'- Source of basic data: Author's. esnmates smg revenue data from the

Government Fmani:e Statistics and GDP data from the -
Internatlonal Finance Statistics. Statutory rates are

from Yomgco 19986.

1990s.” However, the Philippine did managed to overtake South Korea in terms of corporate income

tax effort in 1994.

Table 9

Potentlal Revenue from the Corporate Income Tax
and the Level of Tax Evasion, 1992- 1996

1991 12706.85 65.46 34.54
1992 7 -20243.57 60.22 39.78
1993 . .-.v 27011.51 56.93 43.07
1994 =1 - 31062.25 59.26 - - 40.74
1995 ' 35128.93 60.04 39.96
1996 ... 43124.44 61.21 38.79

Source:

o Eotentia‘lf‘revenue, author's estimates
" Actual revenue, BIR Annual Reports

At the same time, estimates
of the evasion rate for the corporate
income tax indicate no clear
improvement in the period 1991-
1996. The collection rate slid from
05.5 percent in 1991 to 56.9 percent
in 1993 (Table 9). While the
collection rate recovered slightly in
more recent vears, its 1996 level
(61.2 percent) is still lower than its
best record (65.5 percent) to date.
Consequently, the level of corporate
income tax evasion reached 11.7
percent of national government tax
revenue or 1.7 percent of GNP in
1996.

® Tt should be pointed out that in both Indonesia and Malaysia corporate income tax revenue includes the

wovernment’s share in the income of firms engaged in the extraction and development of their oil reserves.
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It should be noted, however, that these estimates tend to be weak for two reasons. On the
one hand, they tend to be on the low side because the corporate income estimates of the NIA were
based on a benchmark ratios that date back to 1986. On the other hand, they tend to overestimate
the evasion rate to the extent that no adjustment was made to account for the number of BOI-
registered firms that enjoy the income tax holiday.

Import Duties. Revenue from import duties showed a sharp expansion in 1987-1992, increasing at
28.3 percent per annum on the average compared to 12.0 percent in 1975-1986. (In fact, tariffs were
the fastest growing source of revenue in 1987-1992.) However, the rate of growth of tariff revenue
plunged to 3.8 percent yearly on the average in 1993-1996 making it the most sluggish moving
revenue source during this period.

Consequently, import duties plummeted from 3.0 percent of GNP in 1980 to 2.2 percent in
1986. However, it recovered lost ground in 1987-1992. Thus, tariff revenue rose incessantly during
that period to peak at 4.2 percent of GNP in 1992. But it suffered another reversal in 1993-1996
such that by 1996 tariff revenue amounted to only 3.0 percent of GNP (Table 1).

Reflecting  the
movements  described
above, the  overall
buoyancy of import duties
posted a substantial
improvement in 1987-
1992. It rose from a low : Lo
of 0.63 in 1980-1986toa  |Rate Buoyancy 085 .. 074 1.28 0.14
high of 1.88 in 1987-1992 Base Buoyancy - . 074 169 1.46 .2.08
(Table 10). However, the  Source: Authors estimates B
situation has worsened ' '
since then with the
buoyancy coefficient
dropping to 0.29 in 1993-

1996.

_Table 10

" Decomposition of the Buoyancy Coefficient of Import Duties, 1980-1996

Overall Buoyancy . :0.63 1.25 1.88 029 |

The trend in the overall buoyancy coefficient is largely determined by movements in its rate
elasticity.'” To wit, the rate elasticity ( with respect to total imports) was enhanced from 0.85 in
1980-1986 to 1.28 in [987-1992. But this development was reversed in 1993-1996 when the rate
elasticity averaged a low of 0.14.

10 1ts base elasticity increased continually from 0.74 in 1980-1986 to 2.08 in 1993-1996.
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The low rate elasticity in 1981-1986 may be traced to the tariff reductions brought about by
the implementation of the first phase of the Tariff Reform Program during that period. However,
the negative revenue impact of this policy shift was moderated by the imposition of an import
surcharge in 1983-1985 in response to the balance-of-payment crisis in that period. This is seen in
the rise in the effective tariff rate in 1983-1985 after posting a decline in 1981/1982 (Figure 5). In
contrast, the dramatic improvement in the rate buoyancy in 1987-1992 may be attributed to a number:
of factors. First, there were no significant reductions in tariff rates during this period. Second, the
withdrawal of duty exemption privileges granted to GOCCs and private corporations under
numerous special laws in 1985 led to a broadening of the tax base. Figure 5 shows a decline in the
share of non-dutiable imports to total imports in 1986-1990."" Third, the imposition of the import
surcharge in 1990 through 1992 and the Estanislao peso (a levy equal to P1.00 per liter of crude
oil/petroleum product importation) in 1991 effectively increased the tariff rate and enhanced the rate

buoyancy in 1987-1992.

.. FIGURE
TFFECTIVE TARIFF RATES

1980 - 1996
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e Share of non-dutiable imports to total imports
_m Effective tariff rate with respect to dutiable imports
— Effective tariff rate with respect to total imports i

- ¥ Effective tariff raté computed based on actual collection.

1 Since the proxy tax base used in this study is total imports, this expansion in the statutory tax base is translated
to a higher effective tariff rate.
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On the other hand, the imposition of the Leung peso (an additional imposition of P1.00 per
ter of crude oil/petroleum product importation) in 1994 and the tariffication of the quantitative
strictions that were lifted in 1992/1993 under EO 8 were not enough to completely counteract the
tpected revenue loss from the implementation of the second round of tariff reductions under TfRPII
30470) in 1991-1995. Consequently, Figure 5 indicates that the effective tariff rate with respect
) both dutiable imports and total imports dropped from 1993-1995 even as the share of dutiable

imports to total imports remained constant. '

Meanwhile, cross country
comparison shows that the Philippines
has the highest tariff revenue effort in
the region indicating its continued
heavy reliance on this revenue source
(Table 11). While the gap between the
Philippine tariff effort and those of its
neighbors has narrowed down by 1994,
the Philippine tariff effort continues to g0 nore
be the highest in the region. Itis at |1paiand.
least three times as large as those of  |gguth Korea:
Indonesia, South Korea and Singapore . source of basic d
and is about 10 percent higher than
those of Malaysia and Thailand. This
suggests the extent of the adjustment
that will be necessary as the
Philippines moves into a more
internationally competitive stance in
the medium term.,

Selected Asian Countries, 199_1
~{in percent of GDP) =
et

Author's estimates using revenue i1 .
- 'data from the Government Finanice. .
7. 'Statistics and GDP data from G _
L &_Interh:a‘tibna'l Finance Statistics.'fi_ S

Excise taxes."? Excise taxes proved to be the most resilient revenue source in 1980-1986. It posted
the highest rate of growth amongst the major tax groups with its 22.5 percent average annual rate of
increase during the period. In contrast, it exhibited the most sluggish growth (9.1 percent on the
average) in 1987-1992. While the revenue yield of excise taxes picked up in 1993-1996 with an
average annual growth rate of 15.0 percent, its rate of increase continued to lag behind those of all
other taxes with the exception of tariffs.

Reflecting these movements, excise taxes amounted to 2.1 percent of GNP on the average
in 1976-1986. After peaking at 3.4 percent in 1987, it contracted continuously to 2.0 percent in
1992. It then posted slight gains, reaching 2.1 percent in 1996 (Table 1).

2 v . . - -
2 Excise taxes are imposed on petroleum products, alcoholic beverages, cigars and cigarettes, fireworks,
cinematographic films, automobiles, and other products classified as non-essentials.
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In like manner,
its overall buoyancy
deteriorated from 1.40
in 1980-1986 to 0.60
in 1987-1992. 1t has
recovered since then
to seftle at 1.14 in

y Coefficient of Exc

1993-1996. The
movement in  the
overall buoyancy

coefficient of the
excise tax coincided
with that of its rate buoyancy (with respect to the gross value added of alcoholic products, tobacco
products and petroleum products). Note that its base buoyancy has been declining monotonically
since 1980 (Table 12). '

The low rate buoyancy of excise taxes in 1987-1992 may be attributed to a number of factors.
First, the yield of excise tax on petroleum products was diminished when the excise tax on fuel oil
was abolished in 1987 and the effective tax rates on other petroleum products were reduced in 1990
in an effort to cushion the economy from the surge in the world market price of crude oil during the
Gulf war. Second, some cigarette manufacturers avoided paying the correct amount of taxes through
transfer pricing and the misclassification of brands. Some analysts estimated the revenue loss at
about P3 billion per year (Monsod 1993).

In contrast, the higher rate elasticity in 1993-1995 may be traced to the passage of Republic
Act (RA) 7654 in 1993. RA 7654 effectively raised the excise tax on cigars and cigarettes by (1)
increasing the ad valorem tax on cigars from 5 percent to 10 percent; (2) introducing a floor tax on
cigarettes (i.e., the imposition of a specific tax of P3.00/P5.00 per pack or 45/55 percent ad valorem
tax, whichever is higher on Class A/B cigarettes); and (2) shifting from the manufacturer’s (or
importer’s) registered wholesale price to the constructive or actual manufacturer’s (or importer’s)
wholesale price (MWSP or IWSP), whichever is higher, as the basis of the ad valorem tax on cigars
and cigarettes.” In effect, the use of the constructive price raises the revenue yield from the excise
tax on cigars/cigarettes by 20 percent relative to the old system. The huge drop in the base buoyancy
from 0.92 in 1987-1992 to 0.35 in 1993-1995 may be indicative of the laggardly growth of the tax
base relative to GNP during the latter period. This raises the issue of whether the present excise tax
rates are too high such that they exert a negative impact on demand and, consequently, on tax
revenues.

13 Class A cigarettes are locally manufactured cigarettes bearing foreign brands while class B cigarettes are those
that bear local brands. On the one hand, the constructive MWSP/ISWP is defined as the price including the excise tax and
VAT at which locally manufactured or imported cigar/cigarettes are offered for sale to wholesalers or distributors as fixed by
the manufacturer/importer and registered with the BIR plus a 20 percent mark-up on such price. On the other hand, the actual
MWSP/ISWP refers to the price at which the purchaser actually pays or is obligated to pay the manufacturer/importer in
consideration of the sale/barter/exchange of cigars/cigarettes.
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A comparison of the excise
tax effort of the different countries in
the region indicates that while the
Philippine excise tax effort is higher
than those of Indonesia, Singapore

and South Korea, it is comparable to - 'ndo_n.egié_

that of Malaysia and lower than that . M?_'?VSF_E'- =

of Thailand (Table 13). 3 F.’!“_"Ppme:aj; _;
; Slngapora :
Thailand .

Sales Tax/VAT and Licenses. Sales
tax and licenses consistently posted
a laudable performance in 1987-
1996. During this period, revenues
from these taxes grew at a faster rate
than GNP and total tax revenues of
the central government. This
represents a large improvement relative to the laggardly growth it exhibited in 1980-1986. As a
result, revenues from sales tax and licenses rose from a low of 1.5 percent of GNP in 1984 to 2.2
percent in 1986 to 3.0 percent in 1992 to 4.1 percent in 1996 (Table 1).

South. Korea AL C
' Source of basic data: Author‘s estlmates usung revenue data '53.

: : from the Government Fln .
data from Intematlonal

The overall
buoyancy coefficient of
the sales tax/VAT/licenses
also exhibited remarkable
improvement in 1987-
1992, increasing three-

- 8 074 0.89 0.50 fold to 1.52 from 0.45 in
|Base Buoyancy 0. : - ~ 1980-1986. Moreover, the
- -Source: Auth:_qr’..s es_tlmates ' '

buoyancy coefficient again
registered an increase to
1.67 in 1993-1996 (Table
14). This occurred despite
the deterioration in its base buoyancy in the late 1980s and early 1990s because of large positive
increments in its rate buoyancy (with respect to GDP less exports) during the same period.

The VAT’s introduction in 1988 largely accounted for the creditable revenue performance
of sales tax/VAT/licenses. Admittedly, the first two years of its implementation were problematic.
The ratio of revenue from sales tax/VAT/licenses to GNP dropped from 2.9 percent of GNP in 1987
to 2.5 percent in 1988 before recovering to 2.8 percent in 1989. But it has risen consistently since
then indicating that the VAT is a better revenue earner than the sales tax.

Moreover, the VAT was also shown to promote efticiency and enhance equity . From an
efficiency perspective, Manasan (1990) showed that the VAT has contributed substantially in
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eliminating the taxation of intermediate inputs. Thus, the difference between the effective tax rates
and the nominal tax rates (which is used as an indicator of the extent to which inputs are taxed) are
higher prior to the VAT than with the VAT. Also, the variation in the effective tax rates is greater
before the implementation of the VAT. These arise not only because of the generally higher
statutory tax rates but also because of the greater degree of tax cascading implied in the old tax
regime.

On the other hand, Manasan (1990) also showed that with the introduction of the VAT the
Suit’s index rose marginally from -0.052 to -0.047. This implies that the VAT system is slightly less
regressive than the one it replaced.

The implementation of the Expanded Value Added Tax (EVAT) in 1996 is expected to be
revenue enhancing. At the same time, Manasan (1994) showed that the EVAT is less regressive than
the 1988 VAT law.

_ Table 15 shows that the Philippines' sales tax/VAT rate is generally equal to those of other
Asian countries. However, its sales tax/VAT effort is lower than those of Indonesia and South
Korea. While the Philippine VAT effort is higher than that of Thailand, its statutory VAT rate is
higher than the latter’s. Consequently, the Philippines registers the lowest efficiency ratio (VAT
effort ratio divided by the basic rate) amongst all the countries in the region."*

- Table15 -
es Sales TaxNA___ _ffort & Eff'cuency Ratlo

03

Souroe of basic data Author's eshmates usmg revenue data from the -
Govemment Finance Statustics and GDP data from the

_ ln!ernatlonal Finance Statistics. Statutory rates are
“from Yomgco 1996,

" The efficiency ratio measures the amount of tax revenue (as a proportion of GDP) raised per percentage point of

the statutory basic rate.
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Meanwhile, estimates of potential revenue for the VAT indicate significant gains in the
collection rate from 31.8 percent in 1985 to 40.8 percent in 1992. Moreover, despite some
fluctuations during 1993-1996, further improvements in the collection rate was posted with 49.2
percent of total potential VAT revenues being collected in 1996 (Table 16). This improvement 18
largely driven by gains made in the administration of VAT on domestic sales. Note that while the
collection rate for the VAT on domestic sales is consistently lower than that on imports the latter's
record is erratic during the period under study.

985-1996

15579.33 -

10,7 28, A18138.52° . 4711 4141 - 5414 5289 5859 . 4586
7© 28769.91 2653006  45.81 4695 7. 44.52 5419  53.05 5548
3377838 2784511 4884 4668 - 6143 51.06 53.32 4857
4580231 3390867 . 4917 4719 . 5162 50.83  52.81 . 48.38

Despite this, the potential gains from an administrative reform of the VAT system continue
to be large. In 1996, the level of VAT evasion amounted to 21.6 percent of national government

taxes or 3.4 percent of GNP.

2.5. Prospects

Comprehensive Tax Reform Program Description. In 1996/7, the government embarked on another
round of tax reform under the Comprehensive Tax Reform Program (CTRP). The principal
objectives of the CTRP are: “(1) to widen the tax base; (2) to simplify the tax structure to minimize
leakages from undeclared revenues, overstated deductions and corruption; and (3) to make the
system more elastic and easier to administer to ensure adequate revenues in the future” (DBM 1996).
It has three principal components, namely: income tax reform. excise tax reform, and fiscal

incentives reform.

In the past year or so, Congress passed legislation putting in place some of the components
of the CTRP. For instance, Republic Act (RA) 8184 which provided for the restructuring of the
excise tax on petroleum products hand in hand with tariff restructuring in the sector was enacted into
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law in June 1996. Meanwhile, RA 8240 which reverted the excise tax on fermented liquor, distilled
spirits and cigarettes back to the specific scheme from the ad valorem system took effect in January
1,1997. The automatic inflation adjustment provision outlined in the original proposal prepared by
the DOF and intended to make the tax more elastic was not included in RA 8240. Nonetheless,
additional revenues are expected to be gained from these laws - approximately P410 million from
RA 8184 and P7 billion from RA 8240 in 1997.

Another law (Republic Act 8241 which also took effect January 1, 1997), on the other hand,
expanded the list of items that are exempted under the EVAT to include printing, publication,
importation or sale of books, newspaper, magazine, review, or bulletin, operators of taxicabs, rent-a-
car companies, operators of tourist buses, small radio and television broadcasting franchise grantees,
the sale of real properties used for low-cost and socialized housing and lease of residential unit with
a monthly rental not exceeding P8,000 a month. It also allowed firms engaged in the processing of
sardines, mackerel, milk, refined sugar, and cooking oil to claim a presumptive input tax credit
(creditable against their output tax) equal to 1.5 percent of the gross value of primary agricultural
inputs. Consequently, these additional exemptions are projected to cost the government P1.6 billion
in 1997.

Meanwhile, the fiscal incentive component of the CTRP has not yet been scheduled for
discussion in Congress except to the extent that the proposed income tax bills touch on the provision
of tax incentives. To date, the income tax bills have been the subject of lengthy debate and
discussion in legislature. Both the House and the Senate have come up with their respective versions
of the Income Tax Bill (House Bill 9077 and Senate 454) and a bicameral version is currently being
hammered out.

House vs. Senate Versions of Income Tax Reform

The House bill proposes to increase personal exemption allowances from the present P9,000,
P12,000, and P18,000 for single, head of family and married income earners, respectively, to
P60,000 per individual income earner regardless of status and from P35,000 to P6,500 for each
dependent. It proposes to unify the rate schedule applicable to compensation income and
business/professional individual income. The proposed schedule has 6 brackets with marginal rates
ranging from 10 to 35 percent. In contrast, under the present system, compensation income is
subjected to an 11-bracket rate schedule with marginal rates ranging from 1 to 35 percent while
business/professional income is taxed using a 5-bracket rate schedule with marginal rates ranging
from 3 to 30 percent.

HB 9077 also re-imposes a tax of 6.5 percent on dividends received by individuals from
domestic corporations. This tax was abolished under the 1986 Tax Reform Package. The House
bill likewise increases the capital gains tax on real property sold by individuals from 5 percent to 6.5
percent. Lastly, it proposes to exempt long-term deposits of mdmduala from the 20 percent final
withholding tax on interest.



In contrast, SB 454 provides for lower personal exemptions: P20,000 per individual income
earner. In addition, it provides for the deductibility of interest expense incurred in the acquisition
of the first home. It likewise allows for additional deductions for medical insurance, hospitalization
expense and educational expense. While it also applies a single rate schedule on compensatlon and
business/profession income, its marginal rates range from 5 to 30 percent.

The Senate bill also re-introduces the tax on dividends received by individuals from domestic
corporations. However, it proposes to tax dividends at 4 percent in 1998, 8 percent in 1999 and 10
percent in 2000 and every year thereafter. It also seeks to reduce the capital gains tax on unlisted
stocks from 10/20 percent to 5/10 percent while increasing the capital gains tax on listed stocks from
.25 percent to .5 percent. At the same time, that it elects to impose a 1-3 percent tax on initial public
stock offerings. The Senate bill is also recommending the exemption of the sale of individuals’
principal residence from the capital gains tax on real property.

On the corporate side, SB xx proposes to gradually reduce the corporate income tax from 35
percent to 30 percent (33 percent in 1998, 31.5 percent in 1999 and 30 percent in 2000). In contrast,
the House version retains the old rate of 35 percent. Both the House and Senate bills contain
provisions for net operating loss carry over (NOLCO) and accelerated depreciation. . In addition, the
Senate bill introduces the minimum corporate income tax which is to be computed at the .75 percent
of net assets. Appendix Table 2 summarizes the principal features of the existing income tax
system, HB 9077 and SB 454. :

Effect on Private Sector Incentives
Individual Income Tax

Partial Globalization. The application of the same rate schedule to both compensation income and
business/professional income of individuals under HB 9077 and SB 454 greatly reduces the
disincentives that are inherent in the present system which imposes different rate schedules to
income from different sources. Under the present system, individuals receiving the same amount
of income face different effective tax rates if their incomes come from different sources with
individuals earning pure compensation income paying the more in taxes than individuals whose
income comes either from business or the practice of profession. For instance, an unmarried person
earning P100,000 in wages and salaries is required to pay P11,965 while a similarly situated
individual whose income comes from business is liable to pay income taxes of P9,150. Moreover,
individuals with mixed income not only benefit from the lower rates applicable to business income
but also benefit from the lower income tax liability that comes with the fact that since each source
of income is taxed under a different rate schedule, the tax liability from each source would thus be
reckoned starting from the bottom rate of each schedule. Thus, an individual who likewise makes
P100,000 a year but whose income is sourced half and half from compensatlon and business is liable
to income taxes of only P8,325.

25



I . Both HB 9077
and SB 454 prov1de the same personal exemptlon level (P36 000 and P20 000, respectively) to
individual income earners regardless of their status. Under the existing system, married individuals
are entitled to a personal exemption of P18,000 compared to that of single individuals of P9,000.
The elimination of the disparity in the personal exemption levels would result in a more neutral tax
treatment of single and mamed individual income earners by subjecting them to the same effective
tax rates.

Personal Exemptions. Both House and Senate bills propose to increase personal exemption
allowances. In principle, the purpose of these allowances is to exclude income spent on basic
necessities from taxation. From this perspective, it is instructive to compare the personal exemption
levels provided under HB 9077 and SB 454 with the poverty threshold income.

The poverty threshold income for a family of 6 in 1994 is P53,310." Adjusting for inflation,
the poverty threshold family income is projected to reach P66,120 in 1997. On the other-hand, the
aggregate personal exemption level for a family of 6 is P146,000 under HB 9077 and P66,000 under
SB 454 when both spouses are working. However, if only one of the spouses is working, the
aggregate personal exemption level for a family of 6 is only P86,000 under HB 9077 and P46,000
under SB 454.

[ax Base Index. In the literature, the tax base index is used in making a cross-country comparison
of the broadness of the coverage of the individual income tax (Sicat and Virmani 1988). The tax
base index is computed as the ratio of the threshold taxable family income of the typical household
to the average family income.'® A tax base index of zero implies that no income escapes taxation
while a tax base index of .3 means that 30 percent of average family income is excluded from the

tax base.

Table 17 shows that the tax base index is highest for the House version at 0.613. The tax
base index for the Senate version is estimated at 0.29. Compare these figures with Thailand's tax
base index of 0.12 in 1993 (Mackenzie et al. 1997) and the tax base index of 0.12 and 0.11,
respectively, for the United States and Japan in 1988 (Sicat and Virmani 1988).

These figures imply that while the personal exemption levels under SB 454 appear to be
consistent (or slightly lower) with the country's poverty threshold income, they appear to be on the
high side when the Philippine tax base index is compared with those of other countries. Nonetheless,
the higher incidence of poverty in the Philippines suggests that the poverty income threshold might
be the better indicator of the appropriate personal exemption level.

13 This figure is obtained from the National Statistical Coordinating Board (NSCB).

18 Note that all family income below the threshold taxable family income belongs to the "zero-tax” bracket. In the
literature, mean family income for each country is computed as 5 times average per capita GNP assuming a family size of 5.

It also assumes one taxable earner per family.
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Hioh Tax Bracket Index. The high tax bracket index measures the relative position of the highest
marginal tax bracket to the average family income. It is obtained by dividing the minimum income
at which the highest marginal tax rate begins to be applicable by the average-family income.

. e Tabled7T -
x Base Index, High Tax Bracket Index, MarginillAverage Tax Rates, "% = - -
T Progressiveness Index ‘ ]

Existing System:

Thailand
Unit_ed:_States

" FGNP. = average come computed: as.5 times per capita-.

GNP

The high tax bracket index was computed to be 2.34 and 6.93 for the United States and Japan
(Sicat and Virmani 1988) and 15.22 for Thailand (Mackenzie 1997). In contrast. high tax bracket
index is estimated to be 3.08 for HB 9077 and 1.54 for SB 454 (Table 17). This means that the top
marginal rate of 30 percent under SB 434 will apply to a significant fraction of taxpayers and is
likely to have strong disincentive effects.

In this light, the highest income bracket of P250,000 under SB 454 appears to be on the low
side. In particular, this implies that 2 middle-level executive earning P23,000 per month will be
subject to the top marginal tax rate of 30 percent in much the same way that the top executive
earning P100,000 per month will be faced with a marginal rate of 30 percent. Such a situation will
not only be perceived as inequitable but it is likely to result in greater evasion particularly among the

self-employed.

Mareinal Tax Rates. The House version of the income tax bill proposes a marginal tax rate of 10
percent for the lowest income bracket compared to the 5 percent ordained under the Senate version.
Studies have shown that the incentive for evasion is likely to be greater when there are significant
discontinuities in the marginal tax rates, particularly in the first income brackets (Virmani 1986).
The beginning marginal tax rate applicable to the first income tax bracket under the House bill
appears to be rather high at 10 percent. The 3 percent beginning marginal tax rate under the Senate

bill is likely to encourage greater evasion.




On the other hand, the top marginal tax rate are generally set at a rate equal to the corporate
income tax rate to avoid giving undue preference for corporate form of the business enterprise. In
this sense, the top marginal tax rate for the individual income tax of 35 percent under HB 9077 is
consistent with the corporate income tax rate of 35 percent in that version. The same can be said for
the 30 percent top marginal tax rate in the Senate bill. The question of which is the more appropriate
top marginal tax rate will have to be determined in relation to the corporate income tax rate and will
be discussed later in this paper.

Deductibility of Interest on Housing Loans. This provision under the Senate bill provides

preferential treatment or tax relief for home ownership. Take the case of an individual who buys a
house. The return to that asset in the form of imputed rent is not taxable. In contrast, if he were to
buy some financial asset and rent a house, the return on the financial asset (in the form of either
interest or dividend) will be subject to tax. Thus, said individual is financially better off owning a
home. The incentive in favor of home ownership is magnified if the individual homeowner is
allowed to deduct mortgage interest paid against his.taxable income.

While support for low-cost housing is desirable, tax preference is hardly the appropriate
solution. This is so because taxes paid by low-income families (if they are taxable at all) are too low
for the tax relief to really matter to them.

Taxes on Passive Income

Capital Gains on Real Property. In principle, the ideal situation is where the tax is computed on the
basis of the capital gains as they are realized and where the tax rate is such that returns from different

types of assets are taxed at the same rate. At present, the tax on capital gains on real property
accruing to individuals is computed as 5 percent of the basis of gross selling price of the real
property. This system is really in the nature of a presumptive tax. If real property appreciates at the
rate of 15 percent per annum, the prevailing tax rates are such that this form of investments are
favored relative to bank deposits if held three or more years. If real property appreciates at an even
faster rate, then the prevailing rates are such that real property investments will be favored if held
two or more years. As such, it is easy to justify increasing the tax rate to 6.5 percent as House Bill
9077 does.

The remaining question is whether it is better to tax the capital gains of corporations using
the final withholding tax approach that is applicable at present to individuals or whether it is better
to include actual realized capital gains from real property in the computation of the gross income of
corporations and subject the same to the corporate income tax rate. Ideally, the latter is the more
desirable approach. However, administrative difficulties in enforcing this scheme may indicate the
desirability of shifting to the former. And this is embodied in the Senate version of the income tax
bill.

[ax on Dividends. To the extent that the corporate income tax is not shifted forward to consumers,
the capital income of shareholders (when distributed as dividends and taxed as such) are subject to

28



double taxation since said income has already been levied the corporate income tax in the first
instance. However, this problem is tempered to the extent that the corporate income tax is shifted
forward (Boadway and Wildasin 1984). Because of this uncertainty, there is some justification in
imposing a tax, albeit at a preferential rate relative to other assets, on dividends. Thus, the proposal
to impose a 6.5 percent tax under HB 9077 (or a 10 percent under SB 454) on dividends appears to
have some basis.

What is not so clear in the present proposals is the preferential treatment given to
intercorporate dividends. Note that both HB 9077 and SB 454 subject dividends received by
intercorporate dividends to a 0 percent tax rate. For a more even treatment, intercorporate dividends
should be taxed at the same rate as dividends earned by individual shareholders.

Capital Gaing Tax on Shares. The double taxation argument that is referred to for dividends also
applies in calling for the preferential treatment of the capital gains on shares of stocks. For greater
neutrality in the treatment of financial assets, it is proposed that capital gains on shares of stocks and
dividends be taxed at the same rate. It is suggested that the tax rate be unified at 10 percent.

Tax on IPOs. The proposed 1-3 percent tax on initial public offerings of stocks under SB 454 will
tend to add on to the dis-incentive for equity financing (compared to debt finance) that arises because
of the deductibility of interest expense in computing net income.

Tax on Interest Income from FCDUs. On the one hand, the proposed tax on interest income from
FCDUs is aimed at providing equal treatment to deposits in peso accounts and deposits in dollar
accounts. As such, this appears to be desirable from the point of view of tax neutrality. On the other
hand, it should be noted that FCDU deposits are largely mobile. It is not very difficult to open dollar
deposits in other parts of the world (except perhaps for small depositors). Moreover, this type of
deposits are not subject to tax in many countries, e.g., United States, Singapore, Hongkong. Thus,
it is not clear whether substantial revenue can be realized from this measure. At the same time, this
move will tend to hurt exporters who depend on FCDUs for export financing as such a tax will
increase the cost of funds from this source. Given the underdeveloped level of export financing in
country, the tax on interest income from FCDUs does not appear to be called for at this stage of
development.

Corporate Income Tax

The lower corporate income tax rate under the Senate version appears to be justified in view
of fact that the Philippines has the highest statutory rate compared to those of other Asian countries.
Likewise, it should be emphasized that the Philippines is one of the few countries (if not the only
one) in the region that has no NOLCO nor accelerated depreciation provision in its internal revenue
code. The introduction of these provisions in the tax statutes will ensure that domestic firms will
become more competitive relative to their counterparts in the rest of the region.

On the other hand, the introduction of the minimum corporate income tax (MCIT) under the

Senate bill is not consistent with the proposed amendment to allow deduction for the NOLCO.
Furthermore, it complicates tax administration as it adds more burden on the BIR’s audit functions.
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with the MCIT, the BIR has to audit not only the regular corporate income tax declaration but also
the MCIT declaration. Note that asset valuation is not a simple task (Deoferio 1997).

Progressivity

The concern for progressivity involves the issue of how the tax burden is distributed across
income groups. A tax is progressive if the ratio of tax to income rises when moving up the income
scale, proportional if the ratio is constant and regressive if the ratio declines (Musgrave and
Musgrave 1983). There are various ways of measuring progression. One way is to measure the
change in the average tax rate as one moves from a lower income level to a higher income level.
This is called the average rate progression index.'” It should be noted that the degree of progression
varies as one goes up the income scale. Table 17 shows that the House version is more progressive
than the Senate version.

Revenue Impact

The potential revenue from the individual income tax provisions of HB 9077 and SB 454 was
estimated using the income distribution implied by the 1994 Family Income and Expenditure Survey
(FIES). The revenue estimates thus obtained were then scaled down to reflect the collection
efficiency estimates derived from actual 1996 revenue collections. The results are summarized in
Table 18. The House version is projected to result in a revenue loss of P36.0 billion (or 1.1 percent
of GNP) in 1998 while the Senate version will yield additional revenue amounting to P4.5 billion
(or 0.1 percent of GNP). Thus comparative analysis of the House version and Senate version of the
income tax bill very clearly shows the trade-off between distributional goals, (i.¢., progressivity of
the tax system) and revenue generation. '

It should be emphasized, however, that the tax effort target of 18 percent of GNP in the year
2000 appears to be an unattainable regardless of the package of income tax measures that is actually
adopted unless the income tax holiday currently given to BOI-registered is concurrently withdrawn
(Tables 19, and 20). The need for the income tax holiday in attracting foreign direct investments
is minimized with the lower corporate income tax rate and the universal application of accelerated
depreciation and the NOLCO.

'7 The average rate progression (ARPI) is computed as follows:

T /Y, - T ¥,
_ Yo

ARP =
1
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3. ASSESSMENT OF EXPENDITURE
POLICY

As indicated earlier, the last decade has been marked
by a worrisome reductions in maintenance and other

operating expenditures (MOOE) and capital outlays. While |intereston Bank deposit

this was done to achieve fiscal stability in the short-run, the #{ ™ .~
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government participation is called for. e P S
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The work of Manasan (1994) tends to show that not o L

all types of government expenditures are associated with [mer?s on FOOU %00 '?644'67 :

faster economic growth. One, she found that while total ClTt 0.00 15125__45 "

public sector infrastructure expenditure Granger-cause

growth, total public sector current expenditure and total [, sopreciaton Pivsabbson B

public sector capital expenditure do not."® Moreover, she also :

found that while public infrastructure investment crowds in .|TAX HOLIDAY : .

private sector investment, public non-infrastructure |12 999758 4sTe2

investment do not. “loone 410 o

At the same time, the UNDP (1994) shows that in a
study of 25 developing countries those countries that

. Taplets [
. Estimated Revenue Gain/Loss f
L . Altermative ol

Income Tax Measures in 1998 .

m

allocated a bigger share of their budgets to basic social services were able to achieve a higher level
of human development. This implies that the human development objective can be served by
prioritizing investments in human capital, in particular those that relate to basic education, basic
health care and Level 1 and 2 water supply and sanitation.

18 A variable is said to Granger-cause another variable if the former and its past values are good predictors of the
latter in a statistical sense, regardless of the underlying theoretical relationship between them.
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3.1. Aggregate National Government Expenditures.

National government expenditures on a cash basis,"” expanded markedly from an average of
15.2 percent of GNP in 1975-1985 to 18.9 percent in 1986-1991 and 18.2 percent in 1992-1996
(Figure 6). This came about as
aggregate national government
outlay exhibited robust growth
not only in nominal but also in
real terms. While total national
government expenditure grew
by a mere 0.4 percent yearly in
1975-1985, it surged by 10.0
percent annually on the average
in 1986-1991 and 2.0 percent
per year in 1992-1996 in real
terms. Total national
government expenditure peaked
at 20.2 percent of GNP in 1990
and has persistently declined
since then to settle at 17.74
percent in 1996.

These figures, however,
are misleading indicators of the
growth and size of productive
government expenditures
during the period. This is
because of the explosive growth
in debt service (interest
payments) during the period.
While  interest  payments
accounted for 9.6 percent of

total national government - _
disbursements in 1975-1986, it Totai Expendilure g Total Expenditure Net of Interest Paymants

1975-85 1986-91 1992-96
Year

ate up 30.4 percent of the
budget in 1986-1991. The
share of interest payments in the aggregate national government expenditure contracted somewhat
but remained substantial at 23.8 percent in 1992-1996. Relative to GNP, interest payments rose from

1% Government cash expenditures data follow cash accounting and as such expenditures are reckoned relative to the
time actual disbursements for both current and prior year's obligations are made. In contrast, government obligation
expenditure data are based on accrual accounting wherein expenditures are reckoned relative to the time contractual obligations
are made. The Department of Budget and Management (DBM) first releases the General Allotment Release Order (GARO)
or the Special Allotment Release Order (SARO) which gives government agencies the authority to incur obligations or to
enter contracts. Then, it releases the corresponding Notice of Cash Allocation (NCA) which specifies the maximum amount
of withdrawal an agency can make from a government servicing bank,
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1.5 percent in 1975-1985 to 5.7 percent in 1986-1991 and then slid somewhat to 4.3 percent in 1992-
1996.

Consequently, despite the rapid in the overall outlay of the national government in 1986-
1996, total national government expenditure net of debt service has remained fairly stable throughout
1975-1986 (Figure 6). Moreover, yearly figures show that the national government budget net of
interest payments was on a downtrend between 1981 to 1989 and has only started to recover slowly
from 1992 onwards. Nonetheless, total national government expenditures net of debt service stood
at 14.4 percent of GNP in 1996 - a level that is lower than the peak level of 16.4 percent of GNP in
1975.

3.2. National Government Current Expenditures.
The marked increase in total national government outlays in 1986-1996 was largely due to

the rapid growth in current expenditures. Current expenditures expanded from 10.1 percent of GNP
in 1975-1985 to 15.3 percent in 1986-1991 and 15.5 percent in 1992-1996 (Table 21).

D 18.87. - Y1823 © 18, . 2015 18.67
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Transaction Accounts Transfar e o 0.74 ’ 0.74
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. Source : DBM for NG expenditure, CAG/DOF for GOCC's expenditure, COA for LGU expenditure, author's computation for other data

Further decomposition of national government current expenditures shows that the higher
levels observed during the Aquino period was due to the rapid growth in interest payments and
personal service expenditures despite the decline in maintenance and other operating expenditures
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(MOOE). As noted earlier, interest payments soared from 1.5 percent of GNP in the Marcos years
to 5.7 percent during the Aquino years. At the same time, wages and salaries of government
personnel rose from 4.2 percent to 5.3 percent of GNP. In contrast, MOOE was cut from 3.7 percent
of GNP to 2.8 percent.

The phenomenal rise in interest payments of the national government during this period may
be traced to three factors: (i) the reduced ability of the government to access foreign loans to finance
the fiscal deficit after the 1984-1985 economic crisis, (ii) the consequent rise in domestic interest
rates as the pational government shifted to domestic debt financing, and (iii) the national
government's assumption of the guaranteed liabilities of government corporations and financial
institutions. On top of this, the government's mopping up (of "excess" liquidity) operations which
were undertaken to meet the liquidity targets under the IMF stabilization program has called for
much larger volumes of domestic debt issue relative to what was required to finance the national
government deficit, thus, putting additional pressure on domestic interest rates. Moreover, the
government pursued a high interest rate policy in an attempt to keep the foreign exchange rate down.

Part of the reason for the dramatic increase in national government expenditure on personal
services are the salary adjustments granted to government employees during the Aquino
administration. These included the 10 percent across-the-board salary increase in July 1986, the 5
percent salary increase for career executive positions and the 30 percent salary increase for rank and
file employees in selected government agencies in 1987, and the increase under the salary
standardization scheme in July 1989. These adjustments were more than sufficient to keep pace with
inflation during the period but were generally perceived as appropriate given the long time
government rates remained frozen in the earlier years. However, the expansion of personal service
expenditure of the national government may also be explained by the rise in the number of
government employees.

While the level of personal service expenditure was maintained at 5.4 percent of GNP on
the average during the Ramos years, interest payments contracted perceptibly to 4.3 percent of GNP.
MOOE suffered further reductions - settling at 2.5 percent of GNP on the average in 1992-1996.
However, during this period, transfers to LGUs increased heftily to 2.4 percent of GNP from 0.7
percent in 1986-1991 as result of the implementation of the Local Government Code of 1991.

3.3. Public Sector Investments

The brunt of the fiscal adjustment carried out since 1983 has primarily been absorbed by
capital expenditures of the national government. Aggregate capital outlays of the national
government shrank from 4.6 percent of GNP in 1975-1985 to 2.9 percent in 1986-1991 and 2.7
percent in 1992-1996. This contraction was largely in terms of reductions in the capital transfers of
the national govemment to GOCCs declined from 2.1 percent of GNP to 0.6 percent and 0.1 percent.
Meanwhile, national government investments on its own account was cut only slightly from 2.6
percent of GNP in 1975-1985 to 2.3 percent in 1986-1991 and recovered to 2.7 percent in 1992-1996
(Table 21).
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Table 22
shows total public
sector investment
(the sum of capital
outlays of the
national
government,
GOCCs and
LGUs) declining
from 4.2 percent of
GNP in 1985 to 4.0
percent in 1986-
1991 before
posting a
turnaround to 5.2
percent of GNP in
1992-1996. These
figures are lower
than the average level of government capital expenditures in less developed countries (6 percent of
GDP) in 1984-1993 (as cited in Diokno 1995).

Infrastructure investments (i.e., capital expenditures on power/energy, water resources
development and transportation and communication) contributed 77.8 percent of total public sector
investments in 1985. However, this proportion declined to 66.6 percent in 1986-1991 as the Aquino
administration gave greater attention to the social service sectors. The share of infrastructure
investments has risen since then, averaging 71.9 percent in 1992-1996 (Figure 7). Consequently,
infrastructure investments was cut from 3.3 percent of GNP in 1985 to 2.7 percent in 1986-1991
before increasing to 3.7 percent of GNP in 1992-1996. Again, these numbers are smaller than the
average infrastructure investment in East Asia (equal to 4.5 percent of GDP) in 1990-1992 (Kohli
1994). _

3.4. Sectoral Distribution of Government Expenditures.

The period 1986-1996 saw the reallocation of general government™ resources from the
economic service sectors and national defense to debt service, general public services and social
service sectors. Government expenditures on general public services proved to be resilient to the
stringent cost cutting measures imposed during the crisis years. During the Aquino administration,
it was among the second fastest growing major item in the government budget, next only to debt
service. During the Ramos years, general public services maintained its position. Consequently,
general government expenditures on general public services rose from 2.2 percent of GNP in 1975-
1985 to 3.2 percent in 1986-1991 to 3.8 percent in 1992-1995 (Table 23).

3 . .
2 General government refers to the national government and local government units (LGUs).
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On the other hand, the share of general government expenditures on human priority concerns
(i.e., expenditures on basic education, basic health care and low cost water supply) in total general
government social expenditures ranged from 49.0 to 54.0 percent in 1987 to 1994 (Figure 9). These
figures are slightly above the UNDP norm of 50 percent. However, some intra-sectoral variation is
apparent. On the average, the social priority ratio for eduction (65 percent) is higher than that for
health (20-48 percent) in 1987-1994.

1987 1988 1989 1990 1991 1992 1993 1994

—s—TotalSocial _a—Education  _, Health

39



*: §elected Country Expenditure Shares, 1988 -

('20/20' TARGET)
Public Exp.  Social Alloc. Social Priority  Human Exp. Human Dev't.
Ratio ' Ratio Ratio Ratio Priority Ratio

(=GE/GNP) =83/GE) (=HDP/S8) ('HDPIGNP) (-HDP/GE)
.3'7: - :

‘HDP human devlopmenl pnonty expendltures

Soi.lrc;e

GAA. DBM for Phullppmes UNDP Human Development Report 1991, Table 3.1, p. 41, for all c0unlnes

Consequently, the human priority ratio (the share of expenditures on human priority

concerns in aggregate general government expenditures) varies from 8-11 percent during the period.
These figures are just about half of the UNDP norm of 20 percent. This arises even as the
Philippines meet the target for the social priority ratio because its social allocation ratio is on the low
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4, EVOLUTION OF THE FISCAL DEFICIT AND ITS SUSTAINABILITY

Appendix Table 3 presents the evolution of the consolidated public sector deficit and its
components between 1985 and 1996. The reduction in the consolidated public sector deficit (CPSD)
was impressive in 1987. It went down to 1.8 percent of GNP from 5.6 percent of GNP in the
previous year. This was achieved largely because of hefty improvements in the fiscal position of the
national government and monitored government owned/controlled corporations (GOCCs). On the
part of the national government, the correction came from significant gains in the tax effort as well
as a sharp reduction in capital outlays even as interest payments expanded rapidly. However, some
backsliding in central government finances was evident in 1988-1990. This came about as interest
payments continue to grow and as personal service expenditures also rise. These developments
dominated the revenue gains from improving tax effort in these years. The monitored GOCCs
likewise posted a large deficit in the aggregate in 1990 as their capital expenditure rose sharply.
Thus, the CPSD rose to a hefty 4.7 percent of GNP in that year. A quick adjustment then occurred
as a sharp drop in the CPSD was again posted in 1991 when the deficit was cut to 2.0 percent of
GNP. Since then, the financial position of the consolidated public sector has improved consistently
such that a surplus (the first one in two decades) was registered in 1996.

Note, however, that the consolidated public sector has been posting surpluses in its primary
balance since 1987.*' From 1991 onwards, these primary surpluses were large - more than 4 percent
of GDP on the average.

4.1. Sustainability of the Fiscal Deficit

In this section, the sustainability of the fiscal deficit is assessed following the analytics of
Anand and Van Wijnbergen (1989) and Catsambas and Pigato (1989). The framework they provide
focuses on the inter-relationship among the fiscal deficit, domestic and foreign debt and key
macroeconomic variables like the rate of inflation, the GDP growth rate, the interest rate, and the
exchange rate. It defines a sustainable fiscal deficit as one which allows the economy to stabilize
its debt-output ratio. The analysis starts with the budget constraint of the consolidated public sector
(i.e., govenment plus Central Bank [CB]) and derives the following expression for the sustainable
primary deficit, sus pdef ;2

sus pdef = (% + @ym- (r - q)b ~(i + Ehat -~ T = g)(b* ) (D
where 77 is the rate of domestic inflation,

r 1s the real interest rate,
q is the growth rate of real GDP,

2! The primary surplus is defined as the overall surplus plus interest payments. By netting out interest payments from
the conventional measure of the fiscal position of the government, the primary surplus presents a more accurate picture of the
fiscal stance of the government in the current year. -

2 For more details on this concept of sustainability, the reader is referred to Annex 2.
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I is the nominal foreign interest rate,

Ehat is the proportional rate of change in the exchange rate,

m is the ratio of base money to nominal GDP, and

b is the ratio of domestic public debt to GDP,

b* is the ratio of foreign public debt to GDP, and

nfa is the ratio of the net foreign assets of the Bangko Sentral ng Pilipinas (BSP) to GDP.

Equation 1 suggests that the government may continue to run a primary deficit as long as the
revenue from ‘monetization (both from seigniorage and the inflation tax) exceeds the servicing
requirements for public debt. In what follows, the sustainable primary deficit of the consolidated
public sector is compared with its actual primary deficit. Sustainability requires that the actual
primary deficit should be less than the estimated sustainable primary deficit.

Table 25 shows the derivation of the sustainable consolidated public sector deficit for 1985-
1996. Figure 10 indicates that the consolidated public sector deficit was sustainable in all the years
during that period except 1985 and 1986. The required reduction in the primary deficit of the
consolidated public sector was equal to 5.4 percent of GDP in 1985 and 11 percent of GDP in 1986.
At the same time, the data reveal that the government actually had substantial room for manuever
in the other years. However, given the high initial level of public debt in the Philippines, the debt
reduction implied by many years of lower levels of public sector deficits than warranted by key
macroeconomic variables might be considered prudent.

- Table 25 )
ISCAL SUSTAINABILITY 1985 1996

o 186073 0.02721 ;.- ”065433
0.17447 203857, . -0.09194 ' °( 010892
009870 - 007310 205677 001027 . -0.08034 - ._""-o 04007 -

' 57008128 ¢ 21,0847 0:033¢0 - -0.03890 .. - ":0.07280 . -
.0.09265 .. 217367 003465 002962 .  -0.06427 .
~.0.10529 -+ 0.08316 243105  -0.01273  -0.02563 0.01280
087 003843 ' '0.06080  27.4786  0.00278 . -0.04626 . -0,04903 ..
000338 ' 0.08947  0.08053 . 003920 255125 002861  -0.04576 0.07437

0.02116° 007609 - '0.05491 . 0.03415  27.1198  -0.00234 - -0.04364 -0.04130
0.04388 - :.0.08035 - '0.04765 - 0.05067  .26.4172 005241  -0.04897 -0.10139

0.04762 . | 0.04420 - 006097 - 257144 004271 - -0.04423 0.08694 -
005485 . . 0.08420  0.04571 . - 0.05587 262157 0.03268 - -0.04271 . -0.07539 .|

&/ ;a riegative number indicates permissible deficit increase
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Year
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4.2.  Structural Fiscal Deficit

This section will evaluate the question of how much of the fiscal adjustment achieved during
the period 1985-1996 reflected transitory adjustments. The structuraj overall deficit of the
consolidated public sector is one which removes the effects of temporary factors from the orthodox
measure of the consolidated public sector deficit. In the Philippine context, the improvements in the
fiscal position arising from the import surcharge imposed in 1985-1986 and then againin 1991-1992,
the massive inflow of privatization proceeds in 1994-1995 and the additional P1 per liter levy on
imports of oil products in 1992-1993 may be considered transitory in nature. These transitory
adjustments on the revenue side accounted for approximately 100 percent of the fiscal adjustment
undertaken in 1990-1992 (Appendix Table 4). The overall CPSD was cut by 2 percent of GDP -
an amount that is almost equivalent to the size of the transitory adjustments put in place. In contrast,
the reduction in the overall CPSD in 1993-1994 was equal to 1 percent of GDP, Just half of the
incremental transitory adjustment (equal to 2 percent of GDP). This came about because part of the
privatization proceeds covered the deterioration in the fiscal position of the SSS/GSIS.

It has been noted that on the expenditure side, maintenance and capital expenditures were cut
deeply as part of the adjustment process. If these reductions are viewed as Stop gap measures aimed
at achieving stabilization, then these expenditure reductions may be netted out of the CPSD just like
the transitory adjustments made on the revenue side.

If the average level of maintenance expenditure in 1978-1982 (equal to 4 percent of GDP)
1s considered as one which is consistent with the country’s existing stock of capital, then one finds
that the national government has consistently been underspending on maintenance by roughly 1.5



percent of GDP in 1985-1996. On the other hand, if one uses the average infrastructure expenditures
of other Asian countries (4 percent of GDP) as the norm, then it appears than the national
government is under-investing at the rate of 1-1.5 percent of GDP per vear in 1983-1996. Note that
the government has not restored the cutbacks in maintenance and capital outlays in a significant
manner in 1994-1995 despite the dramatic improvement in the CPSD during that period (Appendix
Table 4).

Total transitory adjustments was fairly stable at 2.5-3.0 percent of GDP in 1985-1996 excépt
in 1988 and 1992-1995 when transitory adjustments reached 4-6 percent of GDP.. In 1988, drastic
cuts in MOOE and capital expenditures were put in place while in 1992-1995 substantial reductions
in these essential expenditure items were continued even as additional revenues were raised from
the oil levy and the divestment program. Because of this, it is not surprising that the transitory
adjustments have not affected the depth of the fiscal adjustment that has taken place during the
period under study. That is, the reduction in the overall CPSD is approximately equal to the decline
in the adjusted CPSD: 7 percent of GDP between 1985 and 1996. Also, movements in the structural
deficit largely mirror the movements in the overall cash deficit of the consolidated public sector.
However, these transitory fiscal measures did affect the size of the fiscal deficit. For instance, the
consolidated public sector would have had a deficit of 1.4 percent of GDP in 1996 (instead of a
surplus of 0.2 percent of GDP) if the transitory measures were not tmposed (Appendix Table 4).
Nonetheless, it is also noteworthy that the consolidated public sector deficit would have been
sustainable still even if the temporary adjustment measures were not adopted in 1985-1996 except

in 1990 (Figure 11).
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5. CONCLUSIONS AND RECOMMENDATIONS

The data indicates that the consolidated public sector deficit was sustainable in all the years
during that period except 1985 and 1986 if sustainability were gauged in terms of a fiscal position
which does not increase its debt-output ratio. Given this perspective, the required reduction in the
primary deficit of the consolidated public sector was large in 1985 and 1986 but the government
actually had substantial room for manuever in the other years. However, given the high initial level
of public debt in the Philippines, one can argue that the debt reduction implied by many years of
lower levels of public sector deficits than warranted by key macroeconomic variables is in fact
imperative.

5.1. Improving Revenue Performance

While some gains in tax revenue performance is still apparent in the mid-1990s, tax effort
(the ratio of tax revenue to GNP) appears to have tapered off. Tax effort rose by a total of 3
percentage points of GNP in the four-year period between 1986 and 1990. In contrast, it only
increased by 1 percentage point of GNP in the period between 1992 and 1996. At the same time,
tariff revenue is expected to contract as the government continues to lower import duties in line with
its trade liberalization program. Also, the problem of weak revenue generation will become more
critical as revenue from sales of government-owned firms declines in the next few years.
Consequently, the enhancement of the tax system persists as a major area of concern.

High rates of tax evasion as well as the lower than expected revenue impact of the CTRP
indicate that government cannot continue to rely on changes in tax structure to address fundamental
problems in tax administration. In other words, they suggest the urgent need to provide what are
essentially administrative solutions to tax administration issues. In this regard, the following items
appear to be the more important ones.

Improved Monitoring of Stopfilers. Available data show that only 78 percent of all VAT registrants
filed returns in 1994, While no comparable figures are available for other types of taxes, key
informant interviews suggest that this is a problem that is common to all types of taxes. The
importance of and the inadequacy of the present system of monitoring stopfilers is exemplified by
this little story on how the recent and highly-publicized tax diversion scam was uncovered.
Apparently, the scam was first noted when one RDO which has a functioning manual taxpayer
monitoring system in place noticed that some taxpayers have failed to pay their taxes. After follow-
up calls were made on said taxpayers, the RDO was informed that the taxpayers already paid their
taxes. And the rest is history. However, it is worth noting that the large amount involved in the
scam indicate that it took a while before it was discovered. This implies that many RDOs have weak
monitoring systems in place.

To enhance monitoring of stopfilers, it is critical for the BIR to have a taxpayer masterlist.

The absance of such a list has been a persistent problem to date. The full implementation of the BIR
computerization program (or the integrated tax system) in 1999 is expected to address this lack.
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However, the installation and use of manual systems in the meantime is imperative, Also, under
the computerized regime, it is important that the RDOs learn how to use the system properly so that
they can fully maximize its capabilities. Initial reports in the pilot roll-out areas show that some
RDOs resort to requesting the Data Center to print out the list of stopfilers and generate reminder
letter even if the system allows them to do these tasks themselves. ‘

Installation of Selective Audit Policy and Procedures. In principle, the objective of tax audits is not
so much to increase enforce enforcement revenue as to improve voluntary compliance. The BIR's
audit function is not only central to its effectiveness as an institution but also key to the poor public
image cf the BIR.

Within the BIR, the audit function is subject of great debate and some ambivalence even
amongst its key officials. On the one hand, many revenue officers requests authority to examine all
tax returns even if it is beyond their ability to complete, much less outside their capability to subject
to quality audit (Deoferio 1997). At the same time, while some taxpayers have not been examined
at all, others have been subject to annual tax audits despite high tax compliance (UPEcon
Foundation 1995). This has led to the widespread perception that tax audits are being used to
systematically harass many taxpayers. .

On the other hand, some key officials, from time to time, have tended to disregard this tool.
Thus, one hears of protracted periods during which the issuance of Letter of Authority (for the
conduct of audit) was suspended. While the BIR officially supports a program of selective audit
(BIR Annual Report 1995), there appears to be some inconsistency between policy pronouncement
and actual practice. For instance, Revenue Memorandum 26-94 prioritizes the audit of large
taxpayers. "This not only prejudices said large taxpayers but also sends the wrong signal about being
big and successful" (UPEcon 1995). '

The experience in countries with modern tax administration tends to show that tax audit is
not an all or nothing proposition. In fact, it is the opposite. One of the principal ingredients to
enhancing the effectiveness of tax audits is the implementation of a selective audit program. The
key to said programs is a means of selecting taxpayers who are shown to have the highest probability
of under-reporting their tax liability. Usually this is aided through the use of statistical analysis. The
computerized BIR tax system when it is fully implemented is expected to have this capability.
However, it is one thing to know that there are provisions in the integrated tax system for the
incorporation of a selective audit program, it is another thing to find out "whether the selection
system fulfills the requirements of the Bureau before it becomes operational" (TAAP Memorandum

May 30, 1997).

Third Party Information (TP]). Evasion estimates of the income tax tend to show that the bulk of
the problem stems from under-reporting of receipts/income. Third Party Information is one way of
addressing this issue.
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Initial efforts to collect and analyze Third Party Information have focused on. oil/gas dealers.
This work has been well-received by BIR officials. It has also generated interest in extending its
application to other sectors. '

There has been some disagreement, however, on whether the TPI should be used to assess
additional taxes through the issuance of LAs or whether concemned taxpayers should simply
encouraged to file amended returns. There has been some apprehensions that the first approach will
may lead to the harassment of taxpayers. In either case, it is important that a good internal control
system be put in place to keep track of how data gathered from the TPI are used and to ensure that
the same are not used to harass taxpayers. Also, it is important that data generated from the TPI be
used to develop audit procedures and techniques, standards and norms specific to the concerned
sectors/industries.

Improved Performance Evaluation System for Revenue Officers. There is a general agreement that
one of the most serious problems facing the BIR has to do with its personnel. For one, the public
image of the BIR is one of inefficiency, if not corruption. Coupled with the low pay scale, this has
resulted in the low morale of BIR personnel.

To deal with this problem, it is important that an appropriate performance evaluation system
for revenue officers be developed and put in place. It is essential that good performance is rewarded
in the same manner that bad performance is sanctioned. In this regard, it is noted that while the re-
shuffling of revenue officers once every 3 years might be justified on the ground that it discourages
special arrangements/relationships between revenue officers and taxpayers, the current practice of
re-assigning revenue officers to far-away posts as “a disciplinary device only transfers inefficiencies
from one place to another in the revenue service” (Deoferio 1997).

Training Front Line Personnel to Prepare Them for Computerized Regime. The on-going
computerization program of the BIR has been vested with great expectations. It has been pointed
out that “automated systems do not collect taxes, they only provide the supporting framework which
can maximize the productivity of people” (Westfall 1996). As such, it is essential that human
aspects of the shift towards the more computerized regime be carefully managed.

In this regard, the very first step is to provide computer literacy training to front line
personnel. Undeniably, the degree of computerization in the Bureau prior to this change is low. As
such, revenue officers view computers and the accompanying system with some trepidation, if not
resistance. It is essential that this problem be dealt with immediately even before training on the
specifics of the new integrated tax system are conducted.

Creation of Data Centers. The creation of data centers is already proposed in the continuing
streamlining effort at the BIR which is under review by the DBM. The Data Centers are important
in ensuring timely and consistent data input. They also appear to be at the heart of computerized
system’s quality assurance system.
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5.2. Improving Government Resource Allocation

Capital outlays and government expenditures on maintenance and other operating
expenditures which have suffered major cutbacks during the adjustment period have not been
restored to their normal levels even in the face of significant improvements in the fiscal position of
the public sector. Likewise, unmet demands in the area of human priority concerns (i.e., basic
education, basic health care and low cost water supply and sanitation) continue to be large. Thus,
it is important that financing of expenditures on physical infrastructure and human capital be secured
through the restructuring of the budget without necessarily increasing total expenditures.
Meanwhile, better targeting of government expenditures on these basic services to the most needy
is essential if the government is to provide support to the poorest of the poor.

fin; txass2.wpd
rgm/12-9-97

48



BIBLIOGRAPHY

Arboleda, Heidi. “Share of the Informal Sector in the Value Added,” processed, 199x. -

Bahl, Roy and Sally Wallace. “Consultation on Philippine Tax Reform,” Report submitted to
USAID/Manila, August 1994.

Deoferio, Victor, Jr. “What’s Wrong With Our Tax System,” Unpublished, 1997.

Department of Budget and Management (DBM) . Budget of Expenditures and Sources of
Financing, Fiscal Year 1997. Manila: Republic of the Philippines, 1996.

Kochhar, Kalpana, Louis Dicks-Mireaux, et al. "Thailand - The Road to Sustained Growth," IMF
Occasional Paper 146. Washington DC: International Monetary Fund, 1996. _

Manasan, Rosario. Breaking Away from the Fiscal Bind: Reforming the Fiscal System Manila:
Philippine Institute for Development Studies, 1994.

Mackenzie, G. A., David Orsmond, and Philip Gerson. "The Composition of Fiscal Adjustment and
Growth - Lessons from Fiscal Reform in Eight Economies,” IMF Occasional Paper 149,
Washington DC: International Monetary Fund, 1997,

Richupan, S. “Measuring Tax Evasion,” Finance and Development. Vol. 21, 1984.

Sunley, Emil, Domenico Fanizza, William Grayston, and Reed Shuldiner. “Philippines: A Program
for Reform of the Structure and Administration of the Tax System,” International Monetary
Fund (processed), August 1994,

UPEcon Foundation. "Proposed Reforms on Tax Administration," Final Report submitted to
USAID/Manila, 1995.

Westfall, Larry. “Close-out Briefing for the Commissioner of the Philippines BIR and Her
Executive Staff: Findings and Recommendations from an Independent Review of the
Proposed Organization Redesign,” Report submitted to USAID/Manila, December 13, 1996.

Yoingco, Angel. "Trends and Patterns in Taxation in the Asia-Pacific Region," NTRC Tax
Research Journal. Vol. VIIL.3, May-June 1996.

49



Appendix Table 1
Summary of New Tax Measures, 1986-1996

Executive Order 21, June 19, 1986. Revised upward the specific tax rates on petroleum
products.

Executive Order 22, July 1, 1986. Adopted a pure ad valorem tax scheme for fermented liquor,
cigars and cigarettes.

Executive Order 26, July 1, 1986. Abolished export duties on all products, except logs.

Executive Order 37, July 31, 1986. Amended the income tax law by (1) reverting to global
income taxation; (2) reducing the tax schedule applicable to business/professional income
from 5-60 percent to 0-35 percent; (3) increasing personal exemptions; (4) introducing
separate taxation of married couples; (5) increasing and making uniform the tax rates
applicable to passive income; (6) phasing out of tax on dividends; and (7) adopting a
unitary corporate income tax rate.

Executive Order 36, August 1, 1986. Simplified the sales tax structure by reducing the number
of tax rates to three; sales tax base was also broadened.

Executive Order 41, August 22, 1986. Granted a one-time income tax amnesty.

Executii'e Order 72, November 25, 1986. Imposed a schedular franchise tax with varying rates
for different activities; withdrew the income tax exemption of franchise holders.

Executive Order 93, December 17, 1986. Withdrew all tax and duty incentives granted to
government and private entities except those granted by the Board of Investments, among
others.

Executive Order 195, June 17, 1987. Adopted a pure ad valorem tax scheme for petroleum
products.

EQ 226, Otherwise known as the Omnibus Investments Code, 1987. Introduced the income
tax holiday as a major investment incentive measure.

Executive Order 273, July 25, 1987. Instituted the value added tax in lieu of the sales tax.

Executive Order 303 and 306, August 25, 1987 and October 20, 1987. Reduced the import
duty on crude oil from 20 percent to 15 percent to 10 percent.

Republic Act 6956, June 18, 1990. Modified the excise tax on distilled spirits, wines,
fermented liquor and cigarettes.
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Appendix Table 1 (cont’d)

Republic Act 6965, September 19, 1990. Revised the form of excise taxes on petroleum
products from ad valorem to specific.

Executive Order 438, November 27, 1990. Imposed an import surcharge equal to 5 percent.
Executive Order 443, January 21, 1991, Increased the import surcharge to 9 pércent.

Revenue Memorandum Order (RMO) 63-91 and 70-91, July 8, 1991 and August 29, 1991.
Adoption and issuance of a new Taxpayer Identification Number.

Executive Order 470, July 20, 1991. Provided for the gradual reduction in tariff rates by stages
over a 5 year period starting in August 21, 1991 and ending in July 1995.

Executive Order 478, August 23, 1991. Imposed an additional specific duty of P0.95 (P1.00)
per liter on imported crude oil (imported oil products); sometimes referred to as the
Estanislao peso.

Republic Act 7167, December 19, 1991. Increased the basic personal and additional
exemptions allowable for individual income tax purposes.

Republic Act (RA) 7369, April 10, 1992. Amended Article 39¢ and (d) of Executive Order
(EO) 226 by extending the December 31, 1994 coverage of capital equipment incentives
(i.e., tax and duty exemption on imported capital equipment and equivalent tax credit on
domestic capital equipment. Originally, said tax incentives lapses on August 12, 1992.
Likewise, RA 7369 generally exempted from customs duties and other levies certain
specified equipment importations for a period of 3 years starting January 1 1995 to
December 31, 1998.

Republic Act 7496, Otherwise known as the Simplified Net Income Tax Scheme (SNITS),
May 15, 1992, Removed from the coverage of Sec. 21(a) of the Tax Code the taxable
income received by self-employed individuals and professionals and made it subject to
a new tax schedule with rates ranging from 3-30 percent.'! Under this law, the allowable
deductions of the aforesaid taxpayers were limited to the following direct cost items: (1)
raw materials, supplies and direct labor; (2) salaries of employees directly engaged
inactivities in the course of or pursuant to the business or practice of profession; (3)
telecommunications, electricity, fuel, light and water; (4) business rental; (5)
depreciation; (6) contributions made to government and accredited relief organizations;
and (7) interest paid or accrued within a taxable year on loans contracted from accredited
financial institutions.

' The rate schedule prescribed under Sec. 21(a) is now made applicable to compensation income earners
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Appendix lable 1 (cont'd)

Republic Act 7497, May 15, 1992. Exempted individuals earning pure compensation income

from sources within the Philippines, except those deriving compensation income from

- two or more sources and those whose pure compensation income exceeds P60,000 per

year, from filing an income tax return. Increased the personal exemption allowed to each

married individual from P9,000 each to P18,000 each. Relieved the BIR from the

responsibility of refunding excess amounts withheld and shifting said responsibility to
employers.

Republic Act 7499, Restructuring the Estate and Donor’s Taxes, May 18, 1992. Raised the
exemption level from P10,000 or less to P200,000. It also restructured the previous 15-
rate schedule (that ranged from 3-60 percent) to a S-rate schedule (that ranges from 5-35
percent).

Republic Act 7642, Increasing Penalties for Tax Evasion, December 28, 1992. Increased
drastically the fines and terms of imprisonment for violators of tax laws and rulings.
Moreover, the fines and imprisonment are to be imposed simultaneously in contrast to
previous rulings where the judge was given the optlon to either impose a fine or to
sentence the offender to a jail term.

Executive Order 52, Requiring the Indication of Taxpayers’ Identification Number on
Certain Documents, January 22, 1993. These documents include the following: sugar
quedans, refined sugar release order or similar instruments; domestic bills of lading;
documents registered with the Register of Deeds; registration certificates of owners of
transportation equipment by land, sea or air; and building construction permits to reflect
TINs of owners/contractors.

Executive Order 53, January 22, 1993. Directs all government agencies and instrumentalities
to provide the BIR on a regular basis relevant information which can be effectively
utilized by the BIR in tax law enforcement,

Executive Order 54, January 22, 1993, Directed the BIR to publish on an annual basis the list
of: (1) top 4,000 corporations indicating their gross receipts and total taxes paid; (2) list
of top govemment officials who have files income tax returns indicating the amount of
income declared and income tax paid.

Republic Act 7646, Creation of Large Taxpayers Unit, February 24, 1993. For purposes of
the Act, a large taxpayer is a corporate taxpayer satisfying the following criteria: (1) paid
VAT of at least P100,000 for any quarter; (2) paid excise tax of at least P1 million a year;
(3) paid corporate income tax of at least P1 million a year; and (4) remitted withholding
tax for all kinds of at least P1 million a year. This law was aimed at improving the
monitoring system for large taxpayers.

52



Appendix Table 1 (cont’d)

Republic Act 7649, April 16, 1993. Requires government agencies and government owned and
controlled corporations (GOCCs) to deduct and withhold before making payment for its
purchases the VAT due at the rate of 3 percent on gross payment for purchases of goods
and 6 percent on gross receipts for services rendered by contractors.

Republic Act 7654, Revising Excise Tax on Tobacco Products, June 14, 1993. Revised the
ad valorem tax (AVT) on cigars from 5 percent to 10 percent; subjects class A cigarettes
packed by machine to 55 percent AVT or P5.00 per pack whichever is higher (previously
these were subject to 55 percent AVT - thus, this law effectively introduces a floor tax);
subjects class B cigarettes packed by machine to 45 percent AVT or P3.00 whichever is
higher (previously these were subject to 45 percent AVT); subjects cigarettes class C
cigarettes packed by machine to 20 percent AVT; subjects cigarettes packed by hand to
15 percent AVT; subjects imported cigarettes to 55 percent AVT. This law defines the
tax base as the constructive manufacturer’s or importer’s wholesale price (CMWSP or
CIWSP) or the actual manufacturer’s or importer’s wholesale price (AMWSP or AIWSP)
whichever is higher. Previously, the tax base was the registered manufacturer’s or
importer’s wholesale price (RMWSP or RIWSP). The “constructive wholesale price is
defined under this law as the price including the excise tax and the VAT at which locally-
manufactured or imported cigars/cigarettes are offered for sale to wholesalers/distributors
as fixed by the manufacturer or importer and registered with the BIR plus a 20 percent
mark-up of such price.

Executive Order 115, July 24, 1993. Increases the special duties imposed via EO 478 (August
23, 1991) on imported crude oil (imported petroleum products) from P0.95 (P1.00) to
1.90 (P2.00) per liter. Fuel oils, naphtha and low aromatic solvents are exempted from
coverage of EO 115.

Executive Order 132, October 26, 1993. Streamlining of BIR.

Republic Act 7660, Rationalizing Documentary Stamp Tax (DST), December 23, 1993,
Increased the rates (by some 17 percent to 900 percent over previous rates) of DST on
20 out of 25 general types of documents/instruments requiring payments. It also expands
the coverage of the DST to include loan agreements, instruments and securities issued by
the government or any of its instrumentalities, pre-need plans, and other authorized
numbers game. It imposes the tax on documents regardless of place of signing provided
that the documents concerned cover rights and obligations arising from Philippine
sources, It changes the basis of the tax for certain documents, e.g., indemnity funds
(from per transaction to a specific rate based value), leases and other hiring agreements
(from annual basis to a specific rate based on value of transaction), charter parties
(change in bracketing of weights of vessel covered by tax).




Appendix Table 1 (cont’d)

Executive Order 160, February 23, 1994. Reduction of the special import levy on oil products
frorn P1.90/P2.00 to P0.95/P1.00.

Republlc Act 7716, Expanded Value Added Tax (EVAT), May 5, 1994.> Widened the
- coverage of the VAT to include the following: (1) intangibles (e.g., patents, copyrights,
trademarks, and other property rights); (2) sale of real property held primarily for sale of
customers; (3) lease of real property held for lease in the ordinary course of trade or
business; (4) certain items previously exempt (e.g., imported meat, pesticides, imported
cane sugar and specialty feed); (5) proprietors, operators or keepers of hotels, motels,
resthouses, pension houses, and resorts; (6) dealers in securities and lending investors;
(7) franchise grantees of telephone, telegraph, radio and television broadcasting; (8)
insurance premium with respect to services of non-life insurance companies (except crop
insurance); (9) warehousing services; (10) printing, publication, importation or sale of
books and any newspaper, magazine, review or bulletin; (11) proprietors/operators of
restaurants, and other eating places; (12) cooperatives (except electric cooperatives); (13)
operators of taxicabs, utility cars for rent or hire driven by lessee, tourist buses and other
common carriers by land, air and sea; (14) certain services subject to EVAT only two.
years after affectivity of EVAT are: services of actors, actresses, singers, professional
athletes, banks and non-bank financial intermediaries and finance companies,
professional and registered professional partnership, international cargo vessels, airlines,
and freight forwarders. EVAT exempts the following from the VAT: copra, ordinary
salt, cotton and cotton seeds in their original state; sale of real property not held primarily
for sale or lease or those for low-cost housing; prawn feed and ingredients used in fish,
prawn, livestock and poultry feeds; and importation of passenger/cargo vessel of more
than 5,000 tons.

Republic Act 7717, May 5, 1994. Increased the tax on the sale, barter, or exchange of shares
of stock listed and traded through the local stock exchange or through initial public
offerings.

Republic Act 7844, Export Development Act, December 31, 1994. Granted the following
incentives to exporters in addition to those provided under EO 226: (1) exemption from
PD 1853 (requiring deposits of duties at the time of opening of letter of credits covering
imports); (2) zero percent duty for a period of 3 years (until 1997) on the importation of
machinery and equipment; (3) tax credit for a period of 5 years on all imported input and
raw materials not readily available locally; (4) tax credit for increase in current year
export revenue; (5) for use of locally produced inputs/ equipment, tax credit equivalent
to 25 percent of the duties that would have been paid had these inputs been imported.

*The affectivity of this law was postponed till January 1, 1996 by virtue of a Supreme Court order.
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Republic Act 7916, Special Economic Zone Act, February 24, 1995. Entitles business
establishments operating within the Ecozones to the fiscal incentives provided under PD
66, EO 226 and RA 7844.

Republic Act 7918, February 1995. Exempts firms registered with the BOI (on or before
December 31, 1994) from taxes and duties on importations of machinery and equipment
within the prescribed period under their law of registration or until December 31, 1997
whichever comes first. Enterprises which register after December 31, 1994 shall be
subject to the provisions of RA 7716 and 3 percent customs duties up to December 31,
1997.

Executive Order 264, July 22, 1995. Reduces the rates of duty on industrial products following
a phased schedule ending on January 1, 2003.

Executive Order 288, December 12, 1995, Reduces the rates of duty on non-sensitive
agricultural products following a phased schedule ending on January 1, 2003.

Republic Act 8184, Restructuring of Excise Tax on Petroleum Products, June 11, 1996.
Increased the excise tax on all petroleum products. Introduced a Pl per liter tax
differential between leaded and unleaded gasoline.

Republic Act 8240, Restructures the Excise Tax on Alcoholic Beverages, July 22, 1996.
Reverted excise tax on fermented liquor to specific scheme.

Republic Act 8241, Amends the EVAT, January 1, 1997, Introduced additional items that are
exempted from the EVAT.
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Appendix Table 2

Key Features of Alternative Income Tax Reform Packages

Personal Income Tax Rates

Taxable Income

0%

1%

P 25+ 3%
175+ 7%
875+11%
3,075+15%
6,075+19%
13,675+24%
49,675+29%
122,175+35%

10%

P 5,000+15%
12,500+20%
42,500+25%
80,000+30%
110,000+35%

5%

P 750 + 10%
2,250 + 15%
8,250 + 20%
2,450 + 25%
49,250 + 30%

of excess over
of excess over
of excess over
of excess over
of excess over
of excess over
of excess over
of excess over

of excess over
of excess over
of excess over
of excess over
of excess over

of excess over
of excess over
of excess over
of excess over
of excess over

Tax Due

P 5,000
10,000
20,000
40,000
60,000

100,000

250,000

500,000

P 50,000
100,000
250,000
400,000
500,000

P 15,000
30,000
70,000

150,000
250,000

29,000 for single; B12,000 for head of the family; 18,000 for each married

60,000 for each individual income earner and 6,500 for each dependent up

Existing

Svstem NotOver P 2,500
Over P 2,500 but not over 5,000
Over 5,000 but not over 10,000
Over 10,000 but not over 20,000
Over 20,000 but not over 40,000
Over 40,000 but not over 60,000
Over 60,000 butnot over 100,000
Over 100,000 but not over 250,000
QOver 250,000 butnot over 500,000
Over 500,000 but not over

House _

Bill Not Over P 50,000
Over P 50,000 but not over 100,000
Over 100,000 but not over 250,000
Over 250,000 but not over 400,000
Over 400,000 but not over 500,000
Over 500,000 but not over

enate

Bill Not QOver P 15,000
Over P 15,000 but not over 30,000
Over 30,000 but not over 70,000
Over 70,000 but not over 150,000
Over 150,000 but not over 250,000
Over 250,000 but not over

Personal Exemption

Existing

System

income earner and 25,000 for each dependent up to 4
House Bill
to 4
Senate Bill

P20,000 for each individual income earner and 26,500 for each dependent up

to5
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Personal Income Tax Base

Existi
System

House Bill

| Senate Bill

Schedular income system with wage income subject to one schedule and and
business and professional income subject to another schedule; dividends are
Onot subject to individual income tax; interest income subject to 20% final
withholding tax rate; capital gains on real property subject to 5% tax based
on gross selling price; capital gains on unlisted shares of stocks subject to
10/20% tax

Compensation and business/professional income subject to a single rate
schedule; dividends subject to a final withholding tax rate of 6.5%,; interest
income subject to 20% final withholding tax (with interest income from
long-term deposits being exempted from this tax); capital gains on real
property subject to 6.5% tax based on gross selling price; capital gains on
unlisted shares of stocks subject to 10/20% tax :

Compensation and business/professional income subject to a single rate
schedule; dividends subject to a final withholding tax rate of 4% in 1998, 8%
in 1999 and 10% in 2000 and every year thereafter; interest income subject
to 20% final withholding tax rate; capital gains on real property subject to
5% tax based on gross selling price (with capital gains from sale/disposition
of principal residence being exempted); capital gains on unlisted stocks
subject to 5/10% tax; capital gains on shares of stocks listed and traded
through the stock exchange subject to a final tax at the rate of 0.5% of gross
selling price; shares of stock sold or exchanged through initial public
offering subject to final tax of 1%-3% of gross selling price; 10% tax on
interest income from Foreign Currency Deposits

Company Income Tax Rate

Existi

ste
House Bill
Senate Bill

tax rate of 35%

tax rate of 35%

tax rate of 33% in 1998, 31.5% in 1999 and 30% in 2000 and every year
thereafter
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Corporate Income Tax Base, Depreciation and Other Features

Existi
System

Sepate Bill

Intercorporate dividend subject to 0% tax; interest income subject to 20%
tax; net capital gains from sales of shares of unlisted stock subject to
10/20% tax; capital gains presumed to have been realized from sale of
shares of listed stocks subject to 0.25% of gross selling price; other sources
of income not otherwise included in the computation of gross income

Intercorporate dividend subject to 0% tax; interest income subject to 20%
tax; net capital gains from sales of shares of unlisted stock subject to
10/20%

tax; other sources of income not otherwise included in the computation of
gross income; NOLCO; accelerated depreciation

Intercorporate dividend subject to 0% tax; interest income subject to 20%
tax; net capital gains from sales of shares of unlisted stock subject to
5/10% tax; tax on the sale/exchange or barter of shares of listed stock at
the rate of 0.5% based on gross selling price; tax on sale of shares of stock
sold through initial public offering at the rate of 1-3% based on gross
selling price; final tax on the sale of real property at the rate of 5% based
on gross selling price; on other sources of income not otherwise included
in the computation of gross income; NOLCO; accelerated depreciation;
minimum corporate income tax at the rate of 0.75% based on value of net
assets
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Appendix Table 3

CONSOLIDATED PUBLIC SECTOR FINANCIAL POSITION, 1985-1996

1996

LEVELS IN BILLION PESOS 1985 1986 1987 1988 1989 1990 1991 1992 1993 19%4 1995

PERCENT TO GRP

CONSOLIDATED PUBLIC SECTOR SURPLUS+/DEFICIT- -5.9% £.6% -1.8% -3.1% -3.8% -4.7% -2.0% -1.9% -1.7% 0.5% -0.1% 0.2%
PUBLIC SECTOR BORROWING REQUIREMENT -3.0% -4.3% -1.3% -1.9% -2.7% -4.1% -1.3% -1.5% -3.7% -0.4% -0.8% -0.6%
National Government -2.2% -5.2% -2.5% -2.9% 2.1% -3.4% -2.1% -1.2% -1.5% 0.9% 0.6% 0.3%
CB Reslructuring -1.0% -1.4% -1.0% -0.6%
Monitored GOCCs -1.4% -1.1% 0.0% - 04% -0.3% -1.8% -0.8% -0.8% -1.7% -0.6% -0.1% -0.5%
OPSF -0.9% -0.1% 0.8% 0.4% 0.5% 0.1% -0.5% 0.2%
Adjustment of Net Lending and Equity fo GOCCs 0.6% 1.8% 1.5% 0.8% 0.5% 0.5% 0.5% 0.2% 0.8% 0.4% 0.1% 0.1%
Other Adjustments 0.3% -0.3% -0.2% 0.1% 0.7% 0.0% 0.1% 0.2%

OTHER PUBLIC SECTOR -3.0% -2.3% -0.5% -1.2% -1.1% -0.6% -0.7% -0.4% 2.0% 0.0% 0.7% 0.8%
S5S/GSIS 1.0% 0.1% 0.8% 0.6% 0.8% 1.0% 0.6% 0.5% 0.8% -0.7% 0.0% 0.4%
BSP 2. 7% 31% -1.6% -2.1% -2.3% -2.0% -1.7% -1.6% -0.1% 0.3% 0.2% -0.1%
GFls -3.3% -2.1% 0.1% 0.2% 0.3% 0.3% 0.2% 0.3% 0.4% 0.2% 0.3% 0.4%
LGUs 1% 01% 0.1% 0.1% 0.2% 0.2% 0.1% 0.1% 0.4% 0.3% 0.1% 0.2%
Timing Adjustments of Inlerast Paymenis to BSP 0.5% -0.1% 0.2% -0.1%
Other Adjustments 1.9% 2.5% 0.1% 0.0% -0.1% 0.0% 0.0% 0.2% 0.0% . 0.0% 0.0% 0.0%
CONSOLIDATED PUBLIC SECTOR PRIMARY SURPLUS+/DEFICIT -2.8% -1.5% 51% 3.9% 3.0% 2.5% 4.6% 4.5% 4.3% 4.8% 4.3% 41%

Source: Department of Finance

in: fstab27a.xis
12-8-97




Appendix Table 4
Structural Deficit and Fiscal Sustainability, 1985-1996

09

LEVELS IN BILLION PESCS 1985 1986 1987 1988 1989 1990 1991 1992 1993 1984 1995 1996
% GDP
UNADJUSTED OVERALL SURPLUS(-) / DEFICIT(+) 5.77 6.50 1.76 3.08 3.75 4.74 2.08 1.92 1.76 0.49 0.13 -0.22
UNADJUSTED PRIMARY SURPLUS(-) f DEFICIT(+) 271 150 -5.03 -3.89 -2.96 -2.55 -4.63 -4.58 -4.36 -4.90 -4.42 -4.27
TRANSITORY ADJUSTMENTS' 0.80 0.80 0.18 0.75 0.45 0.41 1.73 1.93 1.42 3.45 2.23 0.42
Import Levy 0.80 0.80 0.00 0.00 0.00 0.02 1.20 0.79 0.00 0.23 0.21 0.00
Privatization Proceeds 0.00 0.00 0.18 075 045 0.39 0.33 0.14 0.35 2.43 1.31 0.42
Oil Levy 0.00 0.00 0.00 000 = 0.00 0.00 0.20 1.00 1.07 0.79 0.71 0.00
ADJUSTED OVERALL SURPLUS(-} / DEFICIT(+) 1 6.57 7.30 1.94 383 - 4.20 5.15 381 3.85 3.18 3.94 236 | 020
ADJUSTED PRIMARY SURPLUS(-) / BEFICIT{+} 1 3.51 2.30 -4.85 -3.14 -2.51 -2.14 -2.89 -2.65 -2.95 -1.45 -2.20 -3.85
TRANSITORY ADJUSTMENTS? 1.69 1.59 2.70 3.42 2.59 211 1.7 2.77 2863 2.64 253 217
Maintenance Expenditures 1.69 1.53 1.12 1.55 1.10 1.20 1.10 1.51 1.66 112 1.54 1.37
Capital Expenditures 0.00 0.06 1.57 1.87 1.49 0.92 0.61 1.26 0.98 1.53 1.00 0.80
ADJUSTED OVERALL SURPLUS(-} / DEFICIT{+) 2 8.26 8.89 4.64 7.25 6.79 7.26 5.52 6.63 5.81 6.58 4.89 2.37
ADJUSTED PRIMARY SURPLUS(-} / DEFICIT{+) 2 5.20 3.89 -2.15 0.28 0.08 -0.03 -1.18 0.13 -0.31 1.19 0.34 -1.68
SUSTAINABLE PRIMARY DEFICIT 272 -8.19 -1.03 3.39 347 -1.27 0.28 2.88 -0.23 5.24 4.27 3.27
MEMO ITEM:

Total Transitory Adjustments | 249 2.39 2.88 417 3.04 2.52 3.44 4.70 4.05 6.09 476 2.58




Annex 1
Measuring Tax Evasion

General Approaches

There are several approaches to the measurement of tax evasion: the gap approach, the
tax elasticity approach and the tax audit approach, to name a few. In the gap approach, the "true"
tax base is first determined. Thus, data on aggregate income/sales/receipts is obtained from
sources independent of the tax returns. Most often data from the national income accounts (NIA)
are used. The corresponding tax liability for the income/sales estimate thus derived is then
computed and is equated to the potential tax revenue take. The difference between the potential
tax revenue and the actual tax collection is then presumed to be the amount of taxes evaded.

The major difficulty with the gap approach is the absence of alternative data sources on
the appropriate tax base. This is particularly true of capital gains. But where this type of
information is available, the gap approach is deemed superior to the other procedures discussed
below.

In the elasticity approach, the potential tax revenue is estimated based on some averag;
tax function in which tax collection is regressed on various determinants like the tax base anc
changes in tax structure. The typical regression equation used is:

InT = a + InY

where T is the tax revenue and Y is the appropriate tax base. The difference between the
projected tax revenue derived from equation 2 above and actual tax collections may be used as
a measure of tax evasion. This approach assumes that there is no significant change in the
composition of the tax base and that there is no change in the tax rate. With either.a tax rate
increase/decrease or a change in the composition of the tax base that warrants a corresponding
change in tax yield, this technique tends to underestimate tax evasion. Richupan (1984) asserts
that this procedure does not measure total tax evasion but it does provide a good estimate of
additional (lower) tax evasion and the deterioration (improvement) of tax administration valued
in terms of the estimation period’s mean level.

In contrast, the audit approach makes use of the additional taxes assessed on taxpayers
who are subjected to tax audit. The weakness of this technique stems from the fact that the
revenue agency’s audit capability is typically limited and from the possibility that corruption in
the ranks of the tax enforcers usually lead to lower audit assessments that warranted and,
consequently, lower estimates of tax evasion.

In this paper, the gap approach will be used to estimate the level of evasion of the

individual income tax, corporate income tax and the VAT. Detailed methodology for each of
these taxes are discussed below.
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Measuring Evasion of the Individual Income Tax

In this study, compensation of employees plus net operating surplus of households and
unincorporated enterprises as reported in the NIA is used as the basis for computing the potential
taxable base of the individual income tax.! However, it is adjusted by subtracting items that are
included in the national accounts definition of personal income but which do not actually accrue
to the household sector and items which are not taxable under the individual income tax
provisions of the NIRC. The first list includes the net operating surplus of unincorporated (i.e.,
private non-profit) enterprises while the second list includes the employer's share of social
security contribution. Time series data on these excluded items are not available.

The employers' share of social security contributions is approxirmated by taking half of
the total social security contribution figures provided in the NIA. Thus, taxable compensation
income of households (w) is derived as follows:

(I) compensation income as reported in the NIA;
less:  (ii) 50 percent of social security contributions of households as reported in the NIA.

Income of unincorporated enterprises for 1991 and 1994 was estimated as equal to one-
half of the difference between total net operating surplus of the household sector as reported in
the NIA (NOSHPDNIA) and income from entrepreneurial activity as reported in the FIES
(NOSFIES).” The level of private non-profit enterprise income thus derived was subtracted from
NIA's total net operating surplus of household sector to arrive at an estimate of net operating
surplus of households net of unincorporated enterprises (NOSHLUEPD) in 1991/1994. The
estimate of private non-profit enterprise income derived for 1991/1994 was also expressed as a
proportion of NIA total net operating surplus. The resulting ratio was then used to calculate the
level of income of private non-profit enterprises in other years. Thus, aggregate net operating
surplus of households exclusive of net operating surplus of unincorporated enterprises
(NOSHLUEPD) in 1991 and 1994 year was calculated as:

@ aggregate net operating surplus of households and unincorporated enterprises in
NIA grossed up for depreciation NOSHPDNIA);
less: (ii) 50 percent of difference between NOSHPDNIA (gross of depreciation) and total
FIES income from entrepreneurial activity (NOSFIES).
In other years, NOSHLUEPD was estimated as:

NOSHLUEPD, =k, *NOSHPDNIA,

'Property income which includes interest income, dividends and rents are taxed under the so-called passive
income provisions of the NIRC.

: 2}.’.ntreprem:uriz.ll income as reported in the FIES refers to gross receipts from entrepreneurial activity less cost
of goods sold. Thus, net operating surplus as reported in the NIA is conceptually comparable to entrepreneurial income
in the FIES less depreciation. Experts attribute the difference between NIA and FIES estimates of net operating surplus
to a combination of the following: (1) statistical discrepancy arising primarily from under-reporting of household income
in the FIES, and (2) income of private non-profit enterprises. In this study, the difference was arbitrarily allocated equally
to these two items. : ’
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where k, = NOSHLUEPD1991/NOSHPDNIA1991, and
t = an index for the time period.’

Total taxable income in year t (TAXY,) is then derived as the sum of w and
NOSHLUEPD, Subsequently, the estimate of total taxable income was then broken down into
compensation income (COMPY) and entrepreneurial income (ENTREY) using the respective
income shares in 1991/1994, That is, compensation income (COMPY) is calculated as:

COMPY, =k,*TAXY,; and

ENTREY, = (1 - k,)*TAXY,
where k, = wFIES1991/(wFIES1991 + ENTREYFIES1991).

At the same time, the 1991 and 1994 FIES data sets were further processed such that the
decile distribution was disaggregated to show the number of dependent children (0, 1, 2, 3, 4, or
5), the number of income earners (0, 1, 2, 3, or 4), and the income source (compensation income,
entrepreneurial income, dividends, interest income, imputed rent, and gifts) # That is, households
in each income decile were further classified according to the said three variables.

The number of income earners determines (1) the potential number of income tax payers
in the household and (2) the amount of personal exemption the tax filer can claim in his
individual income tax return. In this paper, the first two income earners in each household were
assumed to be married and were assumed to file a joint income tax return. However, the third
(and fourth) income earner subject to tax was assumed to file a tax retum on his own and was,
thus, treated as an additional potential tax filer.

The number of dependent children defines the amount of additional exemption the tax
filer can claim in his individual income tax return. In this study, if there were more than two
income eamners in a given houschold, the total number of dependent children in that household
were assumed to belong to the "married couple” in the said household.

The income source of each income earner in any given household determines (1) whether
the income source is subject to individual income tax,’ and (2) if it is so determined, whether the
compensation income tax rate schedule or the business/professional individual income tax rate
schedule will be applicable. This distinction is important during the years when the schedular
system was in place.

3n computing NOSHNIA in 1991/1992, the income shares came from 1991 FIES while in estimating
NOSHNIA for 1993-1996, the income share implied by the 1994 FIES were used.

“Entrepreneurial income as reported in the FIES refers to gross receipts from entrepreneurial activity net of cost
of goods sold.

SRecall that dividends, interest income, imputed rent, and gifts are not subject to individual income tax. Thus,
said sources of income are excluded from the total income of the decile sub-group when computing for the potential
individual income tax liability. ’
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On the one hand, the number of households shown in the 1991/1994 FIES was made to
grow at the same rate as the national average rate of population growth to arrive at the number
of households in each sub-group in the decile distribution for the years 1991-1996. On the other
hand, the estimate of aggregate entrepreneurial income (ENTREY) and compensation income
(COMPY) for 1991-1992 was distributed to the different income groups using the decile
distribution of entreprencurial income and compensation income, respectively, in the 1991 FIES
while ENTREY and COMPY for 1993-1996 was distributed using the decile distribution of
entrepreneurial income and compensation income, respectively, in the 1994 FIES.

Following this, total household income subject to the individual income tax for each
income sub-group was divided by the number of households and by the number of income
earners in each household to arrive at the gross income of each representative income earner.
Subsequently, a tax calculator model is developed to estimate potential individual income tax
liability. The model works as follows. First, the corresponding personal and additional
exemptions for the representative income eamer in each income sub-group were calculated using
information on number of income earners and number of dependent children. Second, estimates
of personal and additional exemptions were deducted from the total gross income of each
representative income earner to obtain estimates of his/her legally taxable income. Third, the
taxable income level of each representative income earner was multiplied by the corresponding
tax rate using the tax schedules for compensation and business/professional income to estimate
his/her potential tax liability. Fourth, the potential tax liability of each representative income
earner was multiplied by the number of households in each income sub-group to yield total
potential tax revenue from the individual income tax. (The tax calculator model thus developed
is provided with this report in diskette form.)

In this study, it is assumed that the tax liability arising from compensation income earned
in the current year is paid to the BIR in the same year. However, tax liability arising from
business/professional income accrued in the current year is assumed to be paid to the BIR in the
succeeding year.

On the other hand, the number of potential individual income taxpayers for each year was
derived by counting the number of income earners who are required by law to file an income tax
return and after making the adjustment for the fact that some households have more than two
income earners.® Finally, the filing rate may be calculated as the ratio of the actual number of
individual income taxfilers to the potential number of individual taxfilers. This measure provides
some indication of the level of tax compliance.

Measuring Evasion of the Corporate Income Tax
The NIA estimate of net operating surplus of private and government corporations

(NOSPCGCNIA) is the first candidate that comes to mind when searching for a measure of the
corporate income tax base that is independent of information provided in the income tax returns.

%In this study, married couples are assumed to file a single return.
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The potential revenue from the corporate income tax may be estimated as the product of 0.35 and
NOSPCGCNIA.’

To derive the potential number of corporate income tax filers, the potential revenue from
the corporate income tax may then be divided by the amount of actual corporate income tax paid
on the average by corporations filing tax returns at the BIR to derive the potential number of
corporate income taxpayers. The filing rate is then computed as the ratio of the actual number
of corporate income tax filers to the potential number of corporate income tax filers.

Measuring Evasion of the Value Added Tax

The Philippine value added tax (both the original 1988 version and the expanded version
or EVAT) is a consumption type, destination principle VAT where tax liability is computed using
the credit method. As such, in calculating a firm’s value added, all business purchases, including
those of capital assets, are deductible from its sales. At the same time, exports are zero-rated
while imports are taxed. Also, tax liability of any given firm is computed as the difference
between the tax on its sales and the tax on its purchases of taxable inputs. In addition, the
Philippine VAT exempts sales and imports of agriculture, most inputs to agriculture, petroleum
products, books and publications, utilities and many services.® At the same time, sales of small
firms are also exempted from VAT.

Conceptually, the VAT base may, thus, be derived as follows:

§)) VAT-liable supply (sales of domestic producers plus imports less exports less
sales of exempt sectors less sales of marginal firms)
less: (ii) creditable intermediate purchases or inputs to taxable supply
less: (iii) fixed capital formation
plus: (iv)  VAT-liable purchases/inputs of exempt sectors
plus: (v)  VAT-liable purchases/inputs of marginal firms
less: (vi) VAT-liable purchases/inputs of exports.

While exempt sectors and marginal firms do not pay taxes on their outputs, they are also
not allowed to get credit for the taxes they paid on their intermediate and capital inputs. Thus,
there is a need to add items (iv) and (v) in the computation of the VAT base. On the other hand,
exports, being zero-rated, are also not required to pay tax on their output even as they are
allowed to rebate the taxes levied on their intermediate purchases. Consequently, there is a need
to subtract item (vi) in the computation of the VAT base.

In this study, the estimation of the VAT base is divided into two parts: the domestic sales
component and the import component. The estimation procedure for the import component is
fairly straightforward compared to that for domestic sales.

The corporate income tax rate is 35 percent,

8 Both zero-rated and exempt goods do not pay taxes on their outputs. While zero-rated goods are given a rebate
(or credit) for the taxes they paid on their inputs, exempt goods are not.
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A\ Base Im

The Balance of Payments (BOP) provides data on value of imports .of different
commodity groups. The VAT base for imports is thus derived directly from this information
source by subtracting imports of exempt goods from total merchandise imports.

VAT Base for Domestic Sales

Annual data on domestic sales is typically not available.” However, data on gross value
added (GVA) by sector is available from the National Income Accounts (NIA). Input-output
coefficients and the value added ratios from the 1988 Input-Output Tables are then used to gross-
up said GVA figures to arrive at estimates of domestic sales .' Thus, in this study, GVA
adjusted for the presence of VAT-exempt inputs is taken as an estimate of domestic sales net of
intermediate input purchases. '

Appendix Table 1 is the pro-forma table used in the estimation of the VAT base for
domestic sales. Entries in the first column correspond to estimates of sectoral GVA and were
obtained from the NIA. Entries in the second column (GVA in exempt sectors) were derived by
multiplying column (1) by the “exempt ratio” (i.e., ratio of GVA in exempt sub-sectors to total
sectoral GVA). The “exempt ratios” were calculated from 1988 I-O table and are presented in
Appendix Table 2. The list of VAT-exempt sectors in the 230 sector I-O table for the three
different VAT regimes is given in Appendix Table 3."

Entries in Column 3 (GVA of marginal firms) represent the product of column (1) less
column (2) less column (5) and the “marginal ratios” (i.e., the ratio of GVA in the informal sector
to total sectoral GVA). The “marginal ratios” were obtained from Arboleda (199x) and are
presented in Appendix Table 2.

Entries in the fourth column (merchandise exports) were calculated as the product of the
dollar value of exports of major commodity groups as reported in the BOP and the annual
average peso-dollar exchange rate as reported by the Philippine Dealing System.

Column 5 represents the GVA contribution of exports. Entries in these column were
obtained by multiplying column (4) by the corresponding value added ratio (i.e., ratio of sectoral
GVA to sectoral output). The value added ratio were derived from the 1988 I-O table and are
summarized in Appendix Table 2.

%Years when the Census of Establishments are undertaken are exemptions to this rule.

1010 tables are also available for 1990 and 1992. However, both were derived from the 1988 [-O table using
the RAS adjustment. As such, both reflect the 1988 production cost structure. The 1990 I-O table is comprised of 177
sectors while the 1992 I-O table contains 58 sectors. In contrast, the 1988 I-O table has 230 sectors. Since we are more
interested in the production structure rather than the nominal input or output values and because the finer disaggregation
available in the 1988 table makes it easier to distinguish VAT-exempt from VAT-liable sectors, the 1988 I-O table was
used in the analysis.

UThe provisions of the 1988 VAT law were applicable rom 1988 to 1995, those of the Expanded Value Added
Tax (EVAT) law were relevant for 1966 and the amended EVAT law is made effective in 1997.
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Column (6) is the difference between column (1) and the sum of columns (2), (3) and (5).
Entries in this column represent GVA (i.e., output less intermediate inputs) in VAT-liable
sectors/transactions.

As noted earlier, VAT is levied, in principle, on the value added in VAT-liable sectors.
In other words, the VAT base is akin to gross value added. However, in practice, some sectors
are VAT-exempt. Thus, firms are not allowed to receive a refund of the taxes paid on purchased
inputs from VAT-exempt sectors because no VAT is paid on the same to begin with. This
implies that the actual VAT base for VAT-liable sectors is GVA adjusted for the presence of
VAT-exempt inputs. Such an adjustment is carried out in column (7). Thus, entries in column
(7) is the product of column (6) and the GVA adjustment factor. The GVA adjustment factor is
the ratio of the sum of GVA and VAT-exempt inputs to GVA in VAT-liable sectors. The GVA
adjustment factor is presented in Appendix Table 2.

Entries in columns (8), (9) and (10) represent VAT-liable inputs to exempt sectors,
marginal firms and export sectors, respectively. Column (8) is obtained by multiplying column
(2) by the ratio of VAT-liable inputs to GVA in exempt sectors. Columns (9) and (10) are
analogously derived. Finally, column (11) is the sum of columns (7), (8) and (9)."” ‘The entry for
the “total” row of Column (11) is the VAT base prior to the adjustment for capital formation
while the entry for the “total” row of column (12) is VAT base after deducting capital formation.
Note that portion of gross capital formation in the NIA that is allocable to government is not
deducted from the VAT-base. .

R principle, column (10) should be subtracted from the sum of columns(7), (8) and (9) to arrive at an estimate
of the VAT base prior to the capital formation adjustment. However, the amount of VAT collections reported by the BIR
is gross of VAT credit for inputs to exports. Thus, our estimates of the VAT base reflect this practice.
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Annex 2
Sustainability of the Fiscal Deficit

Anand and van Wijnbergen (1989) and Catsambas and Pigato (1989) developed a
conceptual framework that may be use to analyze the long-term sustainability of fiscal deficits in
relation to the accumulation of public debt. The framework highlights the relationships among
the fiscal deficit, the real interest rate, the real growth rate and the real exchange rate. It also
indicates the conditions that would be necessary for a country to stabilize its debt/GDP ratio in
the long-run. The presentation that ensues closely follows that of Catsambas and Pigato.

The analysis starts by consolidating the accounts of the government and the Central Bank
(CB). In so doing, it redefines the conventional budget deficit by adding (algebraically) the
change in the Central Bank’s net worth to it.

On the one hand, the budget identity for the government may be written as:

G-T+nB+iEB*=Cg +B + EB’ _ (1)

where Gis non-interest government spending,
T is tax and non-tax revenue,
n is average nominal interest on domestic debt,
B is domestic debt outstanding,
i is average nominal interest on external debt,
E is nominal exchange rate,
B’ is foreign debt outstanding,
Cg is credit by Central bank to the government.

The left-hand side of equation (1) lists its expenses (net of taxes): non-interest
expenditures plus nominal interest payments on domestic and foreign debt, These expenses are
covered (on the right-hand side of the equation) by the issue of domestic and foreign debt plus
Central Bank credit to the government sector.

On the other hand, the change in the CB’s net worth may be gleaned from its income
statement and expressed as interest receipts plus capital gains or losses on net foreign assets.

(NW) = iE(NFA) + E(NFA) | (2)

where NW is net worth of the Central Bank,
I is the average nominal interest rate on foreign holdings,
E is net foreign assets of the Central Bank, and
4 over a variable denotes its time derivative.

At the same time, if Central Bank assets are of two types only: net foreign assets and
credit to the government, then its net worth may also be gleaned from its balance sheet and
expressed as: '
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NW = E(NFA) + Cg - M 3)
where M is the monetary base. Therefore, the change in the CB’s net worth may alternatively be

defined as:

NW = E(NFA) + E(NFA) + Cg - M )

Now, the change in the net worth of the CB must be subtracted from both the sources of
financing and from the fiscal deficit in order to incorporate the CB’s accounts to equation (1).
Thus, equation (3) is subtracted from the lefi-hand side of equation (1) while equation (4) is
subtracted from right-hand side: -

G - T + nB + iEB* - iE(NFA) - E(NFA) = -E(NFA) - E(NFA)

. . . . . 5
+Cg-Cg+M+B +EB %)
Collecting and rearranging terms, the following relationship is obtained:
G-T+nB +iE(B* - NFA) =M + B + E (B" - NFA) (6)
The budget constraint may also be expressed as:
G+nB +iEF -T=M+B +EF (7)

where F = B* - NFA.

Equation (7) says that the excess of non-interest government expenditures plus interest
payments on both domestic and foreign debt over taxes must necessarily be financed by changes
in the stock of high-powered money (M), by issuing new government debt (B), or by using the
proceeds of foreign borrowing (F).

Dividing equation (7) by the price level, P, the budget identity in real terms is obtained:

g+nb+ief—t=%+ +e-§-: (8)

o [ .

where a lower-case variable “z” reflects the real value of generic variable “Z.” Note that

e = (EP")/P is the real exchange rate, where P’ is the foreign price level.

69



Then,

§=b'+bn (9)
M_M

? ma " (19)
F oo ..

5 frfr (11)

where © = (f’)/P and n* = (I"*)/P* are, respectively, the rates of domestic and foreign inflation.

By using Fisher’s identity, MV = PQ, equation (10) may be written as:

%=(q+ﬂ-9)m (12)

where q = Q/Q is the real rate of growth of GDP, 0 = V/V is the rate of change in income velocity

of base money.

Substituting equations (9), (11) and (12) in equation (8) yields:

g-tnb+igf=(q+m -Om+b+bn+e(f+fn") (13)
or
g-t+rb+rief=(q+n-0m=+B+ef (14)
wherer=n-mandr*=i-m’.

Equation (14) says that the excess of government interest and non-interest payments over
taxes must be financed through a change in the real value of domestic debt (b) or of foreign debt
(éf), or by a change in the real value of the monetary base (q+mn-0)m.

Noting that
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) = éf + ef = ehat fe + ef _ (15)

where ehat = é/e is the change in the real exchange rate, we obtain:

g_t+rb+(r"+ehat)fe=(q+1r—0)m+l5+(e)‘) (16)

Equation (16) gives a measure of the operational deficit, i.e., the deficit expressed in real
terms and with interest payments evaluated at real rather than nominal interest rate. It is the most
relevant indicator of the fiscal stance when economic agents do not suffer from money illusion.

Now, if the equation (16) is divided by GDP so that all the variables are expressed as
ratios of income, we obtain:

.g"+rB.+(r'+ehat)¢=(q+n-6)u+é+@- (17)
y y oy |

where a lower case Greek letter represents an income ratio such that
B = bly, 6 = efly; and p = m/y.
Furthermore,

[3 Bq (18)

'~<|o‘

and

%Hbﬂbq (19)

Using equation (18) and equation (19), equation (17) may be simplified as

g;’+,-_q)p+(r‘+ehat—q)¢=(q+ﬂ'9)M*B+d) (20)

If the government is interested in stabilizing the ratio of domestic and external debt to
GDP, then we may set f = $ =0 and derive the value of the deficit that would correspond to
a constant debt/GDP ratio, to arrive at:
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g;:t =(q+m -0 -[(r- 9B+ ¢+ ehat - 9)b] (21)

Equation (21) tells us that the ability of the government to extract real resources through
monetization is mitigated by the servicing requirements of the domestic and foreign debt. Those,
in turn, are influenced by three factors: the real interest rate, the real growth rate and the change
in the real exchange rate. The higher the domestic and foreign interest rate compared to the
economy’s growth rate, the less the available room for maneuver in the primary deficit.!
Similarly, a real exchange rate depreciation which raises the real cost of servicing external debt
limits the scope for non-interest government spending. Nonetheless, the government may
continue to run a primary deficit as long as the monetization of the economy (in real terms)
exceeds the servicing requirement of domestic and external debt. That is, the left-hand side of
equation (21) may be greater than zero as long as the right-hand side is also greater than zero.

Equation (21) may be rewritten as:

(gJ:t) *(r-qB (7 rehat -q)p = (g7 - Oy (22)

It defines the sustainable operational deficit (on the left-hand side) in terms of monetization
revenues calculated at target inflation and output growth rates.

Alternatively, one may set B = cb = 0 in equation (20) and solve for q to arrive at the
warranted rate of growth that is consistent with the a given structural budget deficit.

q=[g -0+ + (" +eha)p - mp +Buln + B + ¢] - (23)

Equation (23) the rate of growth requiredfor stabilizing the debt-output ratio would be higher,
the higher the primary deficit, the higher the interest payments, ans the higher the change in the
velocity for any given inflation rate. On the other hand, the required growth rate would be lower,

the higher the inflation tax (mp).

"The primary deficit is the deficit that arise from non-interest component of government expenditures.
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Annex Table 1
Pro-forma Table for the Computatien of Petential R from VAT on Domestic Sales
{in million pesox)
GVA ol GVA of .
Sector Secteral | Exempt | Marginal |Merchandise| GVA of 1-2-3-5 | Adjusted VATable VATable VATable T+8+9
GVA sectors sectors expors exports GVA inputs to inputs to inputs to
25,5128 (output) { exempt sec. marg. sec. expars
m 2 3 (4) (8 ® |- O (8) (9) (10 (1)
Agricuiture,
Fishery, Forestry (K0 7.27)
Mining and Quarrying (IO 28-37)
Manufacturing
Food (1O 38-62)
Bevei 10 63-65
Tobacco (K0 66-68)
Textile (IO 69-77)

Footwear, wearing apparel (10 78-97, 84)

Wood/ wood products 10 85-92)

Fumiture (/O 93-35)
Papet/ ucts (10 96-98)

Publishing/ printing (/10 93-701)

Leather/ leather products (10 _82-83)

Rubber/ rubber products (K0 713-116)
Chemicals/ chemicals products (10 102-110)

Petroleum (10 111-112)

Non-mettalic mineral preducts (10 117.124)

Basic metal (1O 125-128)

Metal fabrication (1O 129-136)

Machinary (10 137-142)

Electrical (143-151)
Transport equipment (fO 152.157)

Misc, manufactures (IO 158-169)

Construction (10 170}

Electricity, gas and water (10 171-173)

Transpentation, (IO 175-185)

communication (/O 188-130)

Storage (IO 186-187)

Trade (1O 174)

Finance. real estate (1O 191-198)

Private services (D 199-226, 230)

Gavemment sefvices (10 270-229)

TOTAL

GD Capital Formation

A Fixed Capital

1. Construchon

2. Durable Equipment

3. Breeding Stock & Orchard Devit

B. Changes in Stocks

fn.fsanntb1 xls
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Annex Table 2.3

Selected Ratios Used in Computation of Potential VAT Revenue

(VAT-88)
Share of Ratio of Ratio of Ratio of VAT 1988
Exempt GVAto VAT-liable VAT-liable GVA
Sub-sectors Total Inputs to Inputs to Adjustment
to Sectoral Output GVAin GVAin Factor
GVA Marginal Sectors Exempt Sectors
Agriculture, : :
Fishery, Forestry 1 0.74252585 0.06523045
Mining and Quarrying 0 0.51197889 0.69499921 1.25820632
Manufacturing
Food 0.660044348 0.34052815 0.82426301 0.23309429 2.21158545
Beverages 0.000000000 0.49080930 0.63339502 1.40405218
Tobacco 0.000000000 0.44767336 1.01236572 1.22138083
Textile 0.000000000 0.29682309 1.96918382 1.39982628
Footwear, wearing apparel 0.000000000 0.36638607 1.46776326 1.26159812
Woeod/ wood products 0.000000000 0.28351028 0.73000711 2.79720180
Fumiture 0.000000000 0.37505949 1.10835644 1.56788725
Paper/ paper products 0.000000000 0.28539531 2.15466110 1.34925070
Publishing/ printing 0.429296488 0.31355849 2.050855851 1.74814324 1.31657701
Leather/ leather products 0.000000000 0.31640851 1.84635349 1.21411776
Rubber/ rubber products 0.000000000 0.30652783 1.83757933 1.42476714
Chemicals/ ehemicals products 0.143198503 0.34068152 161158040 1.73010041 1.32858110
Petroleum 1.000000000 0.38245801 1.43099126
Non-meftalic mineral products 0.000000000 0.35758274 0.96477901 1.83169835
Basic metal 0.000000000 0.24271335 2.80296843 1.31711805
Matzal fabrication 0.000000000 0.34869552 1.74323553 1.12459594
Machinery 0.000000000 0.39567590 1.37786134 1.14945963
Electrical 0.000000000 0.12037123 2.67825477 1.16241538
Transport equipment 0.000000000 0.25364115 2.74144002 1,20113788
Misc. manufactures 0.000000000 0.46554375 0.94688544 1.20114041
Constniction 0.000000000 0.50831080 0.76944506 1.18592201
Electricity, gas and water 1.000000000 0.61942666 0.13906993
Transpurtation,
communication 0.890365550 0.45194018 0.18623183 0.51556226 1.37823033
Storage 0.000000000 0.63088603 0.24984901 1.33522335
Trade 0.000000000 0,77601995 0.10549509 1.18313157
Finance, real estate 1.000000000 0.80745330 0.13305547
Private services 0.5258678791 0.56508361 0.30672383 0.51405957 1.24315382
Government services 1.000000000 0.69070014 0.23697492

fn: fsanntb2 xis
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Annex Table 2.b

Selected Ratios Used in Computation of Potential VAT Revenue

(EVAT)
Share of Ratio of Ratio of Ratio of VAT 1988
Exempt GVA to VAT-liable VAT-liable GVA
Sub-sectors Total Inputs to Inputs to Adjustment
- - to Sectoral Qutput GVAin GVAin Factor
GVA Marginal Secters Exempt Sectors
Agriculture,
Fishery, Forestry 1 0.74252585 0.09143543
Mining and Quarrying 0.062832932 0.51197889 0.77564085 0.183037199 1.224364077
Manufacturing
Food 0.660044348 0.34052815 0.88876513 0.28671741 2.137093327
Beverages 0.000000000 0.48080930 0.67261752 1.364833675
Tobaceo 0.000000000 0.44767836 1.05416010 1.179588453
Textile 0.000000000 0.29682309 2.07003038 1.298979719
Footwear, wearing apparel 0.000000000 0.36638607 1.57405182 1.155309558
Wood/ wood products 0.000000000 0.28351028 0.84493875 2.682270154
Furniture 0.000000000 0.37505949 1.17827895 1.487964732
Paper/ paper products 0.000000000 0,28539531 2.21908419 1.284827608
Publishing/ printing 0.000000000 0.31355849 1.99666227 1.192535402
Leather/ leather products 0.000000000 0.31840851 2.05565159 1.104815667
Rubber/ rubber products 0.000000000 0.30652783 1.90509174 1.357254737
Chemicals/ chemicals products 0.112830043 0.34068152 1.72031596 1.73761865 1.226488267
Petroleum 1.000000000 0.38245901 1.50769362
Non-mettalic mineral products 0.000000000 0.35759274 1.02389137 1.772585987
Basic metal 0.000000000 0.24271335 2.86963125 1.250455233
Metal fabrication 0.000000000 0.348685552 1.79200686 1.075734665
Machinery 0.000000000 0.39567580 1.46390267 1.063418307
Electrical 0.000000000 0.12037123 2.75392736 1.086742796
Transport equipment 0.000000000 0.25364115 2.84239996 1.10017794
Mise, manufactures 0.000000000 0.46554375 1.02231255 1.125713302
Construction 0.000000000 0.50881080 0.81647236 1.148894715°
Electricity, gas and water 1.000000000 0.61942666 0.16009288
Transportation,
communication 0.378909187 0.45194018 0.63622083 0.83743291 1.357187667
Storage 0.000000000 0.63088603 0.41370033 1.171372029
Ttade 0.000000000 0.77601995 0.192658071 1.095933945
Finance, real estate 0.527109878 0.80745330 0,28007926 0.10765346 1.10104954
Private services 0.311008151 0.56508361 0.48071987 0.63780629 1.253889946
Government services 1.000000000 0.69070014 0.23697492 0.34069060

fn: fsanntb2 xls
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Annex Table 2.c

Selected Ratios Used in Computation of Potential VAT Revenue

(EVATR)
Share of Ratio of Ratio of Ratio of VAT 1988
Exempt GVAto VAT-liable VAT-liable GVA
Sub-sectors Total Inputs to Inputs to Adjustment
to Sectoral Output GVAin GVAin Factor
GVA Marginal Sectors Exempt Sectors
Agricuture,
Fishery, Forestry 1 0.74252585 0.09125610
Mining and Quarrying 0.062832932 0.5119788¢9 0.77457989 0.183010969 1.22542503578
Manufacturing
Food 0.650044348 0.34052815 0.,89580178 0.28487178 2.14005688301
Beverages 0.000000000 0.48080830 0.67023684 1.36721 435332 |
Tobacco 0.000000000 0.44767836 1.05344039 1.18030616734
Textle 0.000000000 0.29682303 2.06738932 1.30162077915
Footwear, wearing apparel 0.000000000 0.38638607 1.56225468 1.16710670099 |
Wood/ wood products 0.000000000 0.28351028 0.84234885 2.68486005935
Fumiture 0.000000000 0.37505949 1.17416678 1.49207690705
Paper/ paper products 0.000000000 0.28539531 2.21770741 1.286204375954
Publishing/ prining 0.429296488 0.31355849 2.11243593 1.83237665 1.25479759391
Leather/ leather products 0.000000000 0.31640851 2.05192538 1.10854588024
Rubber/ rubber praducts 0.00G000000 0.30652783 1.89897869 1.36336778367
Chemicals/ chemicals products 0.112830043 0.34068152 1.71734950 1.73678253 1.22945473250
Peatroleum 1.000000000 0.38245901 1.50720585
Non-mettalic mineral products 0.000000000 - 0.35759274 1.01804211 1.77843524355
Basic metal 0.000000000 0.24271335 2.86927133 1.25081515429
Metal fabrication 0.000000000 0.34865552 1.78871363 1.07811788958
Machinary 0.000000000 0.39567580 1.45317738 1.07414359744
Electrical 0.000000000 0.12037123 2.74939741 1.08127274400
Transport equipment 0.000000000 0.25364115 2.84099537 1.10158253314
Mis¢, manufactures 0.000000000 0.48554375 1.01230893 1.13571692536
Construction 0.000000000 0.50881080 0.81368353 1.15168354317
|Electricity, gas and water 1,000000000 0.61942666 0.16004178
Transportation,
communication 0.427396876 0.45194018 0.62870866 0.88390629 1.36827130074
Storage 0.000000000 0.63083603 0.38745028 1.18762207649
Trade 0.000000000 0.77601995 0.18086458 1.10776208275
Finance, real estate 0.580582687 0.80745330 0.23921349 0.13688896 1.12857779521
Private services 0.318446041 0.56508361 0.44000978 0.60379006 1.29682021528
Gavemment services 1.000000000 0.69070014 032319218

fn: fsanntb2.xls
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Anrax Table 3

lickdes, insaclicides. el

LIST OF VAT-EXEMPT SECTORS
10 Code| Desceiption UL VAT EVAT EVAT « 0 Code} Description WRLVAT EVAT EYAT_ 10 Code | Description VAT | Evar | evarr 10 Cods | Descriplion wvar] evar | evare
Hosiary, vnderwesr & culsiwea
] Palay 4 ] [ [ s i) &nil| 108 M. of points, vamish & |
M of made-up lexile goods exc |+
] Com ] ! ] 72 waaring apperel 107
3 Olher vegetables ] [ ] f] [l I 73 JAIr of carpels and fujys 103
. M of porfumas, cosmelics
4 Aoots end lubers ! ! I H Cordegje, rpe, twina and nel miy 104 other 1oftol preparstions
Mir of enicies mado of nelty
5 !B.m.nl 4 i ! 75 meterialy Ho Mir of misc chemical ucls
(Mlr of arificiat  lealher an I
-] Pinsa ] ! ) il imprepnaled & cosled fabricy 1m Petrotaum refinenes ! [ J
ME ol fber balting, padding
lupholstery fillings nd
. Ice cream, sharberds & olhe colr i and other har Mir of aaphak, jubvicanms snd mis
7 |Mango ] [ ! 42 Navored ices 1id surfaced Noor covers 112 ods af leun and cosl i ] ]
[Custom laioring & drassmakin
] Cilrys Iruils ! [ i 43 Others dai ucts il shi 113 Rubber ko & tube mi
fCanning & preserving of frults an
'] Faulls and nuls exc. coconul I ! ! LL] vefelables by ] Afr of mady-mads cloll 154 Mir of rubber fociwenr
10 Cotomnul I ] ! A5 Flsh canning [11] Embeoidery aslablishments i1 MY of other cubber cis, 0.8.C
Mir of plastic fumiture plasy
Fish drying, smoking & mig o (M of olher wearng spparel ex Tootwesr & olher fabricaled plast
11 Sugarcans i ! i 48 clher seafood ey 4 ] ! 81 Tootwear 118 ks
Prod'n of crude coconul of.copr Manufeciure of pallery.china
12 Tobaces L] i i AT cake snd mea B2 Tanneries and leather finishing 17 sanheaware
Other crude wvegelable od ex [#Ir of prods of feather and losthe
o, fish and olher marin subsiiiules, exc [fociwear an
13 Absce I ] ] 48 oils pnd fals 53 wearing apparsl 114 Mir of flat glass -
Manulacture of sefined tocanu Mir of tasther footwear & footwea
14 Oiher Giber arops ! ! 4 49 and vegelable oi ad ns LA k] [Mir of glass contalner
. Mir of alher glass sod glas
15 Cafies 4 ! 4 50 Rica and com miling ] 4 4 BS Sewmills snd plai mitla 120 roducly
Fiows, cassava & other graln
18 Cacan 3 ] L] 51 miling Be M of venaer and 21 Comand mir
Mir of hardboard snd partiel
17 Rubbar ] ) ! 87 122 MIr of Siructurm clay cls
Other  egriculural  priodudion ond  pressavin
18 |nec ) i i I 123 M of slroctursl concrete prods
T A of othar non-melalic minera
hi) Hog i 4 I Sugar miing and sefining i [ 124
Bissl fumace and sieel makn
Mir of cocoa, chocolals and suge woGden aad cen fumace, steed works and roflin
0 [Catile and olhes Evesiock ! i k) 55 confectionery a0 cameinars end small cane wares 125 'mRls
FI1 IChicken ] 1) [ Mir of desicealed coconut 125 Iron and stee! foundrivs
Mon-farrous amelNing & refinin
ME of mise wood, cork & cen plenls, rmabing, drawkng an
22 Hen's e 4 I ! A 27 extiuskon milly
Mfr and repak of wooden Rernilue '
F il Other poullry and =5 i ] ! 58 Cotfee roasting and processing 03 incl upholsteny 128 Mon-femous foundries
Mfr and repaic of reiten kurnfer
24 Agricullural services i i ! 53 Mir of animal feeds } i ! 1] inck uphalstery 129 Cutitry_handlogls, pen_hardwars
Mt wnd repair of other fumiture
25 ‘Geean,coaslal ard inland fishing [ Fi ) [ Mfr of slarch & slarch 5 A fxdures 130 Sinctural melat
Mir of  flavoring exdrecls]
Aquaculfiure apd  other Fisher mayonnaise and food tolorn .
26 acindlies ] L] ! 1] ucts L] Py iy and ad 1314 Mir of malal comuinars
cailing
27 Foresry ] L) [ 2 Miscelaneous lo0d prods 7 Papar and paperboant conlainers
Mir o sricles of paper an
kL] Goid and sitver mining 63 Alcohofic liquirs and wine b1 ]
| Wi of ofher fabiicaled wire
cabls prody exac insulaled wire
29 Copper mining [1) |Maf and mat liquors 1] ] i
30 FN!inllel amining 65 SoRdrinks & carbansted waler 100 ! 4
[Commercial & Job printing & othe
k) ] Chromae mining ] Cigarette mig 01 alied indusiries
32 Olhes mele! mining 87 Cigar. chewing & smoking tebacce 102 Mir of basic Ind1 chemicals
Tobaceo leal fue-cunng mn Mir of metal and wood-warkin
33 'Coal mining a3 &Emﬁ 163 Mir of fertiizer ] ] ! )
Mir of synihelic resins , piasti Mir of angines nd turbiney exc. fo
Texile, splnning, waaving materials & olher man-mad ransport g, & special ind, mach”
M Cnuxds patioleum and nalural gas a9 lexdurizing and finlshing 104 fibers exc piass 130 v eal
Slene quaaying, clay and san Mir, assembly & repair of olfice
35 Ipas 0 Fabric wnilling multy 105 Mir of } ing and a machlnes
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Annex Table 3

LIST OF VAT-EXEMPT SECTORS
10 Cods| Description 1KIVAT Evay EVAT s 10 Code| Deseriplion WRE VAT EVAT EVAT_s K0 Code | Description HAEVAT | EVAT | EVATr 10 Cace | Dasceiption WRIVAT] EVAT EVAT ¢
Mir of pumps, CcomMEEESON Mir of surpicat.denlatmedical an
165 onl © Supplies 180 i i 213 Motiors uction ] ] [
Motlon piclure  distribulion an
108 oods i .4 214 clion
btr of toys and dolls #xc. rubbe
and plasilc ] 215 Redio and TV progmmming i ]
gound recosding & faproducing eq M of stalloners’, ssibts’ an - Thealrical produclion sn
:] 108 loHice supplies ] 218
Qther rmcrestional and  cullurs
)
170 Construction 194 Life Insurmnce ] ] !
Hon-Gfe and  other  Insurenc
m Ehcl i i [ 185 activilles [ 2% Olhes repalr shops, n.o.c.
Laundry, dry clesning and dyein
172 Gas ! ] ! 168 Rest e3lsle dzvelopment ! 1
Lelling, operaling sest  estals
o oihs
173 Water I J ! 197 rlﬂﬂ ssinte scihvities 4 i
1] VWholesale Irade & seisd Irsde 188 Quinership of dweillngs [ 1] ]
175 Rafway franspod somicel' I i i 223 Ciher | Senvices, ne.c.
Gookkeeplng, acclg., and sudlin R#stsuranis, cafes & olher ealin | -
178 sy ! ] ] 224 and driik acey ]

Enginesring architeclural

177 ) ! 201 echnical 1arvices 225 Hotels and molels J
and sulocales
gperalion, Irycycle and other ma '
18 Lranipan eg. 1] 4 I 228 Othar cas ]
‘Oparstion of WGurs] bus and car
1M And sanl-2-car sendtes ! ! 227 Pubtic educallon senvices ! 1] ]
L ranapor
sendces 1o lan
! 228 [Pubfic heatth sandces L) ! 4
Mir, assembly, rebuidding & majo
of ralrond
sicaft, and snimal and hand [Qcean  passengsr and freigh Business mgl & consullancy &n
157 [drawm vehicle 131 iranspon ] "~ i market research services 228 Putdlc edminisiretion and defenss i 1] ]
M&  of pfessionsl, scienlifi Intensland  shipping  includin
messwing 8 & contrml 132 infand weter 1] i i 206 Detactive & protecitve senvices 210 k\.muussﬂ‘iad 1] ] ]
Mfr of pholographic and oplica ing & other ' . .
: 183 seivices 10 weier lranspod 207 Othar business services
184 Air Lransport f [ i 208 Sandary erd similar sepices
Mir & repair of femAura 4 fodures
185 Tour and Iravel agencies 209 Privale educalion senvices 4 [ ]
Custams wokers and  Otha Private hosplals, samtasia

21 simdlar inatHutiany ] ! 1]






