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The Size, Financing and Impact of the
Public Sector Deficit, 1975-1984

by

Rosario G. Manasan

I. INTRODUCTION

The years 1975-1982 witnessed the rapid expansion of
public sector expenditures, specifically, investments. This
is but a reflection of the active role played by the
government during this period. This development, together
with the poor revenue performance of the tax system and the
dismal internal cash generation capability of the government
corporate sector, has given rise to huge public sector
deficits. These large fiscal deficits is generally
perceived as having played a major role in the collapse of
the economy 1in 1983-84. Moreover, because of the heavy
‘emphasis on foreign loans in financing government deficit-
spending 1in the late seventies to early eighties, the
country is likely to face the grim prospect of high levels

of government deficits in the future.



It 1s 1in this context that the present paper reviews
the country's experience with deficit-spending in the last
decade. Section 2 documents the size of the government
deficit in the period. This section presents the profile of
a consolidated public sector (i.e. national government
plus local government and 60 government corporations)
deficit for 1975-1984. In the past, a c¢onsistent time
series on this aggregate has not been available for the
Philippines. On the other hand, Section 3 reviews the
manner by which the government has chosen to finance thé
fiscal deficit in the period, while section 4 focuses on the
economi¢ consequences of deficit-financing of government
expenditures. In particular, the implications of the fiscal
deficit on public debt (foreign and domestic), interest
rate, capiltal formation, money creation, and inflation is
analyzed. Finally, Section 5 summarizes the lessons that

can be drawn from this experience.

II. THE SIZE OF THE PUBLIC SECTOR RESOURCE GAP

|
The last decade (1975-1984) is characterized by dn

unprecedented surge in public investments. From 1.5 per
cent of the gross national product (GNP) in 1971, public
sector investment averaged 10 per cent of GNP in 1975-1984
(Table 1). While gross domestic capital formation in the
aggregate also jumped from 21 per cent of GNP in 1971 to 0
per cent of GNP in 1975-1984, it is the public sector which

played the lead role in this expansion. For the same
{



TABLE I: CONSOLIDATED PUBLIC SECTOR INVESTMENT AND SAVINGS, 1975 - 1984
(in million pesos)

LOCA
o aneneer soveneenT
PUBLIC gECTER a7 % cf
Year Irvesteent Savings [-5 ae  Investmert Savings 1-5 Gao  Investwert Savirgs I-5 Gao
1375 8i79.87 &177.9% 4981.35 2335t 3784, 38 -F74. 51 3et. 98 631, 8 . 66
1976 28533, 8% #434.35 1689.46  Z98T.01 3740, 86 -i58.45  361.08 -628. 0@ 363.88
1977 14413, 16 5153, 24 3255, 98 38h.64 4040.88  -1934.38  38s.09 b8, 08 434,80
1978 14738, 28 7934. 76 673544 4888.93 1336 -2348.48  396.%0 617.68  10¢7.93
1573 2itm. 55 12687.82 J18%.53 468,58 1i776.72 63217 4v3. &9 -§87.%  1830.98
1368 gi718.98  14637.87 W75.11 8788.57 1323154  -oS@2.97  532.88 G71.48  1443.08
& T 4139370 1469913 260RL0E 1337344 12343, 81 1823.83  &¥4 & 46k, 88 1684, 88
1382 38315.95  12838.5¢  z@BA5.45  12292.49 118, 60 21318 637, 68 -1a73.48  clvd.0d
1383 3377413 17635.9%  15865.6%  1&815.SF 15938, 5% 2629, 37 629,98 ~174i. %8 LY. 00
1304 438%. 71 19557, 54 E3533.28 180433 193m.06 -5187.86 o.M -2113.¢48  3410.80
1375-138+  O%8344.81 11378531 138608.38 78016.46 191830. 80 -23a36.00 LIS 06  -10500.0¢  15615.89
Ratic to GG (%)
1975 7. 15 3,65 3. 50 2.5 3.26 -.b .28 -4k s
1378 15. 38 3.30 12,98 .23 273 -5 7 - &7 .74
15377 .41 3.36 6. %5 1.3 Z.04 ~b7 &5 -3 Bl
1378 8.32 +.48 3. 84 | %03 -1.33 .22 ] 1
1373 19. 98¢ &.18 4.24 2.5 5. 48 ~¢.89 €1 - 37 58
193¢ 8.81 853 2.67 3.32 &.8c -1.78 - &% -.33 .53
1981 13.64 404 8.73 4.09 .87 .53 . e — 32 <53
1382 3.81 3.43 573 3.66 3.e1 65 .1 = b .65
1943 8.86 4.87 4.13 3.38 S 82 - b4 22 - 46 .68
1984 8.19 3.1 G 4T R .73 -1.73 .17 -. 49 E7

1975-1364 (Ave.} 9.68 4. 36 5. 32 a1 .89 -3 .21 - 48 .61




TABLE {: CONSOLIDATED PUBLIC SECTOR INVESTMENT AND SAVINGS, 1975-1984 {Cont'd)
(in million pesos)

H
PUBLIE SECTUR ENTERBRISES
TOTAL PBE's SOCIAL SECURITY NON-F IMANCTAL FINRNCIAL

Year _ Investeert  Savings [-3 Ga0  Imvesteerd Savirgs 15 Gap Investmerd  Savings I43 G6av  Investeerd Savings 13 Gap

1975 43903, 38 371,68 3923. 74 469, 5% 684.8%  -135.3% 229%. 6% 242, 77 2056. 928 2i44.13 $31.96  Ge@5. 17

1970 17185. 24 1316. 33 15868, 9t 1794.56 332,86 772.5 18382, 55 &, 28 18156, &7 9038, 13 157.9%  ¥38. 14

1377 11827.32 1661, 82 3366, 3 556, 37 1136, 24 573,87 7. 56 344. 78 734378 2776, 5% 188, 28 &b, 33

1378 3452, 12 1315, 48 8136.72 £5.65 1278,32 -123&.66 1387.44 -173%08 7567, 5 Ze33. 82 Zib.68  1822.34

1973 15678, 37 1843. 27 14335, 7 1838. 46 1625, 34 59468  18103.97  -067.74 1@8376. 81 473594 283,47 #5577

138¢ i233a.41 217,33 10175.68  —4132.03 1958, 42  -6082.5¢ 12é41.46  -ClZ.60 12454, 13 4283.84% 473.57  3883.47

1381 26767, 31 3314, 32 23438.9% 3837.33 1383.83 11143 18862, i2 438,55 17183.57 5687.25 338. i4 Se93. 12

1388 19326. 95 4282, 9 15723.65 #25. 7% oB47.28  -1821.54  14636.35 1TLR.WS 1&816.% 5163.86 £35.62  &7eb.2%

1383 19316. 62 4288, 8! 15716, 61 474,81 226,36 -1752.35 12143, 12 1529, {5 19613.97 7233.49 444,58 684,73

1384 313%. 71 1788, 45 £3%36. &b 6676. 70 4024,9%  =pGi.86 1842135  3815.99 14695, 37 625468  -6128.43 12379.83
13751964 168812, 81 228578, 8% 146241, %6 18128.34 17807, 9% -7689.5 113884, 31 815, 5 185132, 81 £5393.5%6 -33%.18 AE8783.66
Ratic to GNP i}

b 15 4.29 .86 3.43 .41 .53 -2 2.8 2t 1.89 1.87 .12 1.75

1976 i2.81 .58 1t.82 L.27 .03 Lot 1.7 .17 1.57 3.68 2 3.68

1377 7.28 1.8 8.11 .38 74 -.38 .82 .22 488 .81 12 t.63

1376 T 34 .74 4.68 .81 .78 -7 .17 - i 4. &7 1.15 .12 1.83

1373 7.28 s 6.53 47 TG -7 4,64 - 1& 4,76 a7 .13 2.84%

1969 4.68 .84 3.85 -1.96 .TE -2, 38 4,83 -. 88 .71 1.62 .18 )

1981 a.82 1.93 1.72 1.8 R 37 SR ] .31 5.64 1,85 .13 1.72

1382 ) 1.89 4.63 .97 .6l - 4 4. 33 - 3.82 1.54 i3 t.éi

1383 .26 .1 4.15 .13 .53 -. 46 3.21 43 2,48 1.93 .12 1.84

1984 5. % » 33 .63 1.87 Y . 3.5 73 2.7 L. 13 ~-1. 18 2.3%
1975-138¢ (five.) 6. 48 .87 S.64 .33 .68 -8 4,35 ;| 4,93 1.74 -.13 i.87

af

Excludes aquity contribution, net lending to 58 PSEs included in cowsolidation.
b/
Includes national govermvent subaidies tc other levels of goverrsent included in consolidadion.
cf

) Excludes national govermwent subsidies.

Scarpes: Hational and local povernwent data cawe from Winistry of Finance (See fpoendix Table I and &),
Guvernmend corporation deta cawe from BCMCC (See fpperdiz Table 33,
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period, the public sector's investment expenditures grew by
20.3 per cent per annum, while that of the private sector
lagged behind, with an average growth rate of 9.4 per cent
per year. Although the private sector maintained its
dominant position in capital formation, its share in gross
domestic capital formation (GDCF) consequently dwindled from
75.8 per cent in 1975 to 57.2 per cent in 1984 (Table 2).
This development may be attributed to the following
factors: (1) a conscious effort on the part of the
government to make up for the low public investment levels
in the earlier vyears; (2) the countercyclical public
expenditure program undertaken by the government in response
to the world recession of the early eighties; and (3)
increased availability of foreign loans in the period up to

1982.

On the other hand, public sector savings averaged 4.4
per cent of GNP in the decade. As a proportion of GNP,
public savings followed an inverted U pattern in the period,
with the peak occurring in 1979. A similar pattern was
exhibited by national government revenues. In terms of the
rate of growth of savings, the public sector also led the
private sector, although to a lesser extent. Public sector
savings expanded by 18.7 per cent while private sector
savings increased by only 12.2 per cent. Consequently, the
public sector's share in gross domestic savings rose from

15.1 per cent in 1975 to 22.6 per cent in 1984,



TABLE 2:

SAVINGS AND INVESTMENTS OF PUBLIC

AND PRIVATE SECTOR, 1975 - 1985

(in million pesos)

SAVINGS INVESTHENT
Private Pablic Brogs Private Public Gross
Sector Sector Savings  Sector Sector Lamtal
Foraation

1975 23535, 86 #177. % 27716 5669 13 8i73.87 35948
13%a &636. 61 4434, 3% 34971 21453, 15 “0533, 85 41733
1377 34198%. 76 G153, 24 35263 2945, B4 14413, 16 44369
1578 35783, &4 7334, 78 43718 36617, &4 14738, &8 S1348
1373 45316.38 12667.88  T7384 45898, 45 &1 790, I 67637
1348 G342, 13 14037.87  o8009 3448, 82 Z1712.98 B1153
1361 63223, 87 14693, 13 77323 6861, 83 #1393, 75 48261
1362 58301, S8 12839, @ 7il4e 63085, 95 32910, % FaGEy
1383 G8136, 4% 17633, 35 756830 639%6. 81 33573, 13 18580
1384 66778.43 19557, 91 85336 S7783.23 43936, 71 190828
b v
1384 408295, 93 113785, %1 502823 4656173.73 20344, &1 718518
Percerdtage
Biste:but ot
1375 84.%2 15.97 108, 9 75.83 4, 17 192,99
1376 85.38 13.82 108, &8 91, i@ 48, 98 15¢. 98
1377 86, 88 13.1& 199, & 87. 548 3@, o8 104, 08
1978 81.85 18. 1% 199, 88 71. 31 24,69 189, 9%
1973 78,24 ét. 76 199, 88 67,88 3&, &6 1%, 08
1908 76, 43 &i. 9t 109.89 73. 24 26. 78 188, 2
1381 8i. 14 18.86 103, 08 57.87 42,13 108, 98
1982 81.96 18. 82 198. 80 6% W 3. 14 188, 88
1983 76.67 &3.33 199. 98 ar.eé7 38,73 190. 08
1364 7035 28, 8% 193, 03 a57.85 42. 75 194, &
197
1984 8. 45 13.54 198,98 b4, 88 312 193, %8

Scurces: Natiomal fccowunts Staff

Table 1.
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Nevertheless, public sector savings consistently lagged
behind public investments, averaging 5.3 per cent of GNP,
and this contributed to the large fiscal deficits prevalent
in the period. In contrast, private sector investment and

savings were about equal, on the average, in 1975-1984.

Public sector investments were largely carried out by
government corporations. Public sector enterprises (PSEs)
contributed 66.9 per cent of total public investments while
only 30.9 per cent may be attributed to the national

government (Table 3).

The distribution of public sector savings in 1975-1984
followed a pattern opposite that of capital expenditures.
The bulk of public sector savings (i.e. 89.2 per cent) came
from the national government while 19.9 per cent was
accounted for by PSEs (Table 4). Thus, the government
corporate sector, specifically the non-financial PSEs, was

the principal source of the fiscal deficit (Table 1).

IITI. FINANCING OF THE PUBLIC SECTOR DEFICIT

The public sector relied heavily on foreign loans to
finance its expansionary expenditure program in the last
decade. Net external borrowing financed 31.3 per cent of
public investment or 57.0 per cent of the fiscal deficit in
the period. Net external financing was particularly high
relative to the resource gap in 1978-1980. In 1978, net

foreign borrowing even exceeded the fiscal deficit (Table



TABLE 3:

PERCENTAGE

DISTRIBUTION OF CAPITAL

EXPENDITURES OF THE PUBLIC SECTOR
BY LEVEL OF GOVERNMENT,|975-1984

fablic Sector Enterarises

Nat ional Local
TaTAL Bovern— BUverT—
=t went Total  Secial Nem- Financial
Seca- fFirancial PSEs
Year rity P3Es
1375 1900.8%  36.86 3.%2 6.2 5.74 z8. 11 26, 16
1376 108, o8 14,595 1.76 85.69 8.3 . A a4.83
1977 108.98  28.84 2.68 76,48 3.86 3. 36 139.26
1978 100, 08 33. 18 a.6% &4.17 8,17 9. 159 13,84
1373 198,08 5. 03 . % Te. 85 A 7€ 46, 38 21.74
1900 196, 29 486, 48 2.4 G7.87 -13.63 36, 38 13,78
1981 108, 92 33. 7% 1.593 6466 7.48 43.63 13. 54
1362 108, 88 37. 34 & 12 0854 9.6%7 44, 18 15.6%
1983 108.98  38.18 .47 7.3% 1.4 36. &% #1.73
13984 198, 9 & 17 .87 FETE 15,49 42, T4 452
fiverage 38. % 2. 18 60,78 4.61 4. 53 17.93




TABLE 4 : PERCENTAéE DISTRIBUTION OF SAVINGS
EXPENDITURES OF THE PUBLIC SECTOR
BY LEVEL OF GOVERNMENT, 1975 - 1984

Public Sector Erterorises

National Local
TOL  Sovern— Govern—
went wmnt Total Sceial Ron— Financial
Secu- Financial P5Es
Year rity #5Es
1575 100,88 83.&6 =-lg. 1t 3,45  14.48 581 3. 16
1376 188.98 9448 -14. 16 &9.68 &1.82 5.8 3.9
19r7 108.08 73.49 ~18.63 3E.24 & .69 Je S8
1578 1.0 3.5 -7.78 16.56 16.i1 -2.85 2,73
1973 i99.08  33.37 .48 13.03 1&.83 -a.ia &.&7
1399 198.98 99.48 49 %15 13.3F -1.4% 35.23
1961 199,08 64,92 .57 28595 13.49 6.34 &
1982 1988 78.72 -11.48 3276 15.9% 13.41 3.48
1383 199. 808  96. 1@ 3.8 23.7% 1858 8. 04 51
1984 190.06 8478 5.8 T.3 1718 6. 21 -26. 08
fiverage 8%.a1 4.8 13.85 15.66 7.17 -, %
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5). Approximately two-thirds of public sector foreign
borrowing was contributed by PSEs while the remainder was on

account of the national government.

This lopsided dependence on foreign loans, a large
proportion of which were obtained at commercial rates, led
to the very rapid piling up of foreign debt by the public
sector. In turn, the Dballooning external debt put
increasing pressure on the balance of payments and on the
budget deficit as debt servicing requirements grew in leaps

and bounds.

Only a small portion (6.7 per cent) of the deficit was
monetized in 1975-1984, Money creation was on a downtrend
from 1975 to 1979 but reversed its direction in 1980-1983.
In 1984, net ;laims of monetary authorities with the
government contracted, following the contractionary
monetary/ fiscal policy pursued by the government in thé

wake of the 1983 debt-induced foreign exchange crisis.

Domestic borrowing, on the other hand, £financed 36.
per cent of the deficit in the last decade. Domesti
borrowing from non-Central Bank sources was significant ih
the vyears 1976, 1981, and 1984 but negative in 1978 and
1980. This may be attributed to negative levels of net
domestic borrowing by the government corporate sector in si&
(6) years, from 1977-1980, and from 1982-1984. This, in

turn, may be explained by the burgeoning level of



TABLE 5: FINANCING OF PUBLIC SECTOR DEFICIT,I1975 -1984
(in million pesos)

Item 1375 131 1977 1378 1979 1948 1981 1382 1983 1364 13751934
Deficit/ {Surplus) 4201.33 16033.46 L. 673544 9183.53 TéTL.11  bTeR.BT  2065.45  15865.64 &3h3%.2  138016.3
tat Foreiun Borvowing 1843.95 1885. 73 6732.97 706,73 7831.82 5382.2% 763,75 13731.81 1673.48  15124.84  7HE78.13

Net Dowestic Borrowing

Net Demestic Bank Credits 3384 1118 1137 a7 -1418 idig B2 T84 5136 346 23357

oretary futhorities 2850 285 23 a7 -837 1284 3383 3343 3375 86 3357
Dowestic Money Banks 1734 &7 al4 id 513 6eg 343 4359 1768 5432 14193

Net Dowestic Non e Credits 122G, 12 13175.67 13%5.95 -349.23 2773.71 -183%. 18 {546+.87 -1346,7%  —43.84  &868.36 3¥I63.17
fatic to Deficit/Surplus
Net Foreign Borrowing 31.96 11.22 Te.66 184,82 85, 2¢ §3.98 28.32 69. 36 73.58 4.25 7. 85

Net Dowestiic Borvowing

Net Bowestic Hank Crediis 7.5 0. 3% 18.87 L1 ~15. 41 .61 13.7% 34. 34 32.36 1.47 16.93
Horetary Quthorities 96,38 7.48 5.64 - -4 11 ir.é 12, 44 16. 64 21.27 2161 8. 79
Dowestic Money Barks 43.32 =04 6.63 « 1% .3 8.3 1.38 2.7 11,93 23.908 18.24

et Domestic Non Bank Cvedits -38.61 81.8 15. 86 = H 38.18  -14.8% IS -6.Fi 5.9 34. 26 &5. 96

L

Sotrcet Central Bari



12

arrearages in the credits/loans extended by the public
sector enterprises, and by the underdeveloped state of the

financial markets in the country.

Iv. ECONOMIC IMPACT OF THE FISCAL DEFICIT

The size of the fiscal deficit, as well as the manner:
by which it is financed, has widespread repercussions on the
rest of the econony. For one, deficit-financing may crowd
out private investments while money creation may lead to an
inflationary situation. For another, external financing may
result in balance of payments problems in the medium- and/or

long-run.

4.1 The Fiscal Deficit and the External Public Debt

and Its Servicing

Our earlier discussion shows that net external
borrowings financed the bulk of the mounting deficits of the‘
public sector. External public sector debt grew at a
tremendous pace of 21.5 per cent per annum during the period
1975-1985. As a consequence, its share in total outstanding
foreign debt expanded from 45.2 per cent in 1975 to 63.8 per

cent in 1984 (Table 6).

External debt presents both a budget problem and a
transfer problem (Goode, 1984). The public sector must

generate sufficient revenues to cover the service payments.
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TABLE 6: OUTSTANDING EXTERNAL DEBT, 1975-1985
(in million U. S. dollars)

Governeent
Total Brivate Total . &metary
Extermal Sector Public Sector  Wetional  tocal Corporat 1ons Institutions
Year Debt External Debt External
Debit
tevels
1375 4333 2153 @833, 7 731.1 - 37E.8 1138. 4
1976 6768 3444, 6 3383, 4 &14,8 8.3 1158, 7 1357.6
1377 o3 4182.3 388, 7 1153.2 &3 16%1.% 1841.3
1578 1859 %323, 8 9378 2 1657. 3 6.3 ei57. 3 1553
1313 13358 6854, 3 o897, 7 1858. & 8.3 #n7e.6 1966. 6
1908 i17eae §733.8 8518.8 305, 4 4.3 3bi1,6 281, 5
1981 20433 9568, 8 11384, 28 3378, 1 2.8 4382.6 3549, 5
1982 24e77 11351.¢ 133%. 6 37, ¥ 1.9 Ly 4576, 6
1963 24816 9348 ¢ 14875.9 4575,6 2.3 37,6 4453.8
1984 85448 3293.7 16214, 3 45R. 6 a4 72831 4331, 7
1985 b 19331.5 153145 G249, 4 .49 T4, 7 4115.5
Percentage Distribution
15375 100, % o6, T 45,28 14,88 . T ok a2.83
1376 190, % 8. 9% 3. 18 12. 9% * t7. 89 28,86
1377 108, o 081,83 48,08 14.2% + 8. 97 12. %%
1578 183,90 #3. 78 0, 22 15. % ¥ &6, 17 14.54
1373 108, 8¢ S1.5¢ 48,66 13.% * &b, 82 14,73
1968 108, 62 8,62 #3, 38 13. 36 ¥ 26,93 15.98
1281 128,08 §5. 09 4. 18 14.13 » “8.98 16,93
1382 196,98 5,71 o4, 23 15, 37 ¥ 19,95 18. 9%
1963 108, 08 48, % 73 13,94 * &3.33 17.97
1384 198, 93 35. 84 83. 73 18. 45 4 28,68 158.65
1385 199, &8 41.66 8. 34 28, o8 # &2, 65 15.68
*Less than 1 percent.

Source: Central Bank
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This 1is possible only if loans were used in productive
endeavors that pay for themselves. This essentially calls
for good economic¢ management and is a concern for both
external and domestic debt management. In addition to this,
the servicing of foreign debt requires a transfer of
resources abroad. Thus, there is pressure to improve the
current account of the balance of payments, or otherwise
suffer a balance of payments crisis. To subvert this
potential crisis, the country needs to pursue deflationary
policies to correct the current account imbalance and/or to

undertake a currency devaluation.

The pressure on current year budgets resulting from the
imprudent recourse to foreign financing in earlier years
is evident from the increase in the proportion of total
national government expenditures devoted to debt service,
(principal repayments plus interest). Accordingly, the
proportion increased from 5.1 per cent to 41.4 per cen£
between 1975 and 1984. While these figures include
servicing of domestic borrowings, the bulk must have gone to
foreign debt servicing, given the large share of foreig$
debt in outstanding public debt. In 1984, for instance%
external public debt accounted for 70.5 per cent of tota}

public debt (Table 7).

On the other hand, the excessive reliance on external
borrowing in financing the fiscal deficits in the last

decade is one of the primary factors that led to the balance



TABLE 7: OUTSTANDING PUBLIC DEBT, 1975 -1984
(in million pesos)
Itewm 1975 1376 1577 1378 1973 1908 1961 1968 1983 1584
tevels {(in wiliion pesos)
INTERNA. DEBT 18386 15846 ITTAE  ZBTT7  ER6l 262 I3TII A6 Se8Bl 73529
Birect tio1e  1338F &7 17811 159387 22089 29Mé 36EBI 46 63535
National Government 11414 13171 15381 1758 19098 EB191 AR 35712 41839 b3Ees
Lucal Soverssent % 151 ] ébt a3 33 362 431 516 35
Gearanteed Corporations are 1764 2287 2966 3874 376t 4559 3 1035 9334
EXTERNAL DERT 5 11883 16456 29767 32886 41479 55331 64687 7S99 176362
Divect 4338 6218 8517 13378 0689 22969 33475 AG0ML  48R67 104210
Natiormi Sovernaent 4’937‘ 621d aui7 13378 29829 22563 30455 4900 B657 194187
Local Government 1 ] ] L ] L) 1% 18 18 a3
Geararteed Corporat ions 3813 FE ¢ 7335 7351 11857 18993 22856 24616 28842 72158
TOTAL PUBLIC PEBT 28335 26850 | 34&Ed  41TA6  SAGNT 67768 89110 106733 138319 249491
Ghip 114438 134288 03800 177922 216832 2545328 3628  ITMIS 378745 506300
fs a percentage of GNP
INTERNAL DEBT 10.82 11.81 11.6% 1.7 18.38 3.9 11.13 13.15 13.94 13,47
| Hirect 16. 9% .93 i8.12 16. % 8.89% 8.52 %62 18.75 11.8t 12,98
National Governeent 4.97 3.81 .96 .91 8.7 8.39 236 18,88 11.84 12.91
tocal Soverreent 8 £ « 11 W13 - 15 <13 .13 i .13 .16 87
Guaranteed Corporations . 78 1.28 1.4% 1.68 1.41 1.42 1.5¢ 2. 36 2.713 1.83%
EXTERMA. DEBT 6.9 8.89 18. 7% 11,73 18,72 15.68 18.88 13,87 @046 33. 51
Divect 4, 3¢ 4.63 8.6 1.5% ER- 8.53 18.79 11.93 1e.85 19,88
Natiomal Goverrment 4. 31 .63 .96 7.5 3. 55 8.a3 18. 6% 11.95 12,83 13. 88
Local Govermamt - 08 - .08 « 08 . 08 0 -0 o N N )
Guaranteed Corporations 2,63 4 17 T 18 4. 16 & 16 Fg ki 7. 83 7. 34 7.68 1.1
TUTAL PUBLIC DEBT 177 @8l 22,35 2347 5,82 568 3.05 3.4 341 4748

Source: Burear of Vreasury,
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of payments crisis of 1983. The country's external debt
servicing capacity was continously strained in the period as
the debt-service ratio (ratio of principal plus interest to
merchandise and non-merchandise exports) rose from 15.5 per
cent in 1975 to 28.1 per cent in 1982, and to 46.9 per cent

1/
in 1986 (Table 8).

4.2 The Fiscal Deficit, Interest Rates and

Private Investment

In Section 2, we noted that a significant proportion of
the fiscal deficit in the last decade was funded by domestic
borrowing. Public sector domestic borrowing from domestic
banks and from non-bank sources compete with the private
sector in the use of domestic financial resources. Thus,
increased government spending financed by domestic borrowing
may crowd out private investments. In more developed
economies, the process by which the private sector 'is:
crowded out is through higher interest rates. In less
developed countries with financially repressed economies,
private investment may be crowded out through the reduction:
in the guantity of rationed credit made available to private:
investors, rather than through the higher cost of financialé
resources, since interest rates are generally kept low‘
by fiat (McKinnon, 1973; Fry, 1980 and Remolona, 1985).

T The debt service ratios for 1983-1985 are not reflective
of the  true debt burden because of the debt moratorium\
declared by the Philippine government in 1983.



17
TABLE 8 : EXTERNAL DEBT SERVICING RATIO
(in million U. S. dollars)

Export Earvings Debt_Servicing bebt Servi-
Year Including Services  Principai Intorest Tetdal cing Retic
1) 2) (271}
1375 3281 366 132 498 15.5%
1376 3445 625 i3 &8 243
1577 4236 5937 183 76 1. 1%
§978 Y3 73 27 1685 28.4}
1973 6256 761 #3%2 1853 8,83
1908 geté ] 673 1472 18.38
1961 8618 855 23 1738 #0.40
1982 0084 1952 1157 2249 5. 16
1383 8132 241 930 1311 &3.56
1364 8817 77 1192 133 &3.81
13685 1317 &84 1114 115 21.46
1386 8108 1308 1908 3588 45,38

Sources:  Departwert of Ecorowic Research - International, Certral Bamk of
the Philipoinea, Memagement of External Debt & Invesiments
ficconnt Departeerd, Central Bark of the Philippines.
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In the Philippines, the 1981 financial reform has
resulted 1in a more liberalized financial system but the
allocation of credit between public and private sector still
needs to Dbe investigated, particularly for the pre-1981
period. After 1981, interest rate movements would be a more

important indicator of crowding out.

The proportion of net domestic credit expansion
appropriated by the public sector in financing its deficit
was large in 1975, 1984 and 1985. 1In eight (8) years out of
11, the share of the private sector in nominal net domestic
credit expansion was larger than that of the public sector.
However, in 1984-1985, the net domestic credits accruing to
the private sector has contracted significantly (Table 9).
Thus, evidence based on credit allocation suggests that
1975, 1984 and 1985 are years when some crowding out may
have occurred. Moreover, the public sector's share in real
credit expansion 1is higher than its nominal share in the
nine~year period between 1975-1983, except in 1978 and 1979
(Table 10). This 1is indicative of growing pressure on
credit markets from the side of the public sector for the

seven (7) years.

Since 1981, the government has issued Treasury bills at

high rates of 1interest, with unprecedented high vyields
\
offered particularly in 1984 and 1985 (Table 11).

Businessmen have figured this development as one of the

factors that has led to low levels of private investment as



TABLE 9 © SOURCES OF CHANGE IN NET DOMESTIC CREDIT IN NOMINAL TERMS, 1975 -1985

Item 1975 1376 1977 13718 1373 1389 1381 i982 1383 £364 1385

fctual Charge in Levels

ML (Totall 8758 8428 7787 11611 16408 15653 = as1an 2918 4330 -18268
M€ (Mational Goverresent) 8265 1537 1666 -137 i7 273 441t 7338 -1224 -CATE 1931
NDC flocal Sovernsent) -21 -147 -18% -67 =13 -184 -303 34 -&43 412 34
NDE (Bov't. Corporations) 1748 -872 258 258 -1828 -643 —438 323 6882 2383 1562

NC {Pyblic Sector) 3384 1118 1137 o4 -1416 1812 3672 [2] H G135 346 2553

¥0E tPrivate) 4774 7382 6658 11547 17816 13841 15979 18813 2ATTS -4736 -12813

Percentage Distribation

NDC {Yotal} 198,00 103,93 19590 150.00 1906.80 106.00 190.0 100N 180.8¢ -1.00 -1090.08
MIC (Matioral Governmerd) 35,86 18.3% (3.72 -i.18 . 1@ 6. 35 2L.37 28.53 -4.23 953 18.63
NC flocal Governaent) g -LTE 2.4 - -1. 38 - -1. % 13 ~1.48 9.38 -
ML {Bov't. Corporstiors) 9.8 -3.2 3.31 2.3t 7. 4% -4, 11 -2,98 t.28 2. 74 4. 42 15.82

WX (Byblic Sector) 45.49 i3.28 14690 55 -8.63 11.58 17.73 3.3 17.17 7.88 -6

HDE (Private) .51 86.72 854 59.45 184.63 88.42 ga.zt 78,986 82,83 -{87.88 -134.%4

Source of Besic Datasr Cerdral Bard of the Bhilippines.

6L
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TABLE 10: SOURCES OF CHANGE IN REAL NET DOMESTIC CREDIT, {975 -1985

iten 1375 i37a 17 {978 1573 1908 1961 1362 1983 1964 1985

fictual Charge iw Levels

MIE {Totall 3776.46  £889.85 £2%.1@  3213.35 2836.%0 100543  3256.97  4618.31 350460  -15480.82  -0635.36
HEE (Mztional Goversmerd) i#63.91 833.69 47751 -178.43  -143.67 THE.3%  1EI.57 tass.a2  -B83i.28 -1776. 34 -181.33
HBC {Local Governeent} 15.42 G413 “©3.38 &9 -£2.53 &l.23 v 48.66 -68.97 4. 55 26. %
MDC (Bev't. Corporatiom) 1912.47  -254.85 56. 73 32.73  -6A.4 -23t.68 -155.97 .28 11581 -297. 4% -i8. 35
NBE (Public Sector} 2¥31.48 524, 72 465.12 -133.76  -B13.67 486,80  1005.88  2036.70 857. &4 -174E.84 -173.12
O iPrivatel 1287, 87  2356. 14 {790.%6  3355.12¢ 3656.948 T39.43 2203.% | 2G73.61  2BAT.06 -13745.96  -0682.25

fercentage Distribation

NEC (Total} 102,20 10,92 109. 98 100. 50 103. 08 109, 00 1909 189. 28 109,08 -1909. 88 -199. 8
1OC thationa] Government} 38. 74 28. %% 21. I7 5 5 - §3.13 37.27 41,42 -23. 72 ~11.47 -3. 18
NBC flocal Government) M -1.88 -3.88 ) -i.04 &.51 -1.67 1.96 1.9 1.5 45
NOE {Gov't. Corporatioms) 26. 73 -8. 685 293 1.8e -22.% -26.87 -4. 76 2.9 . 14 -1. 34 =31
HDC tPablic Sector) 65. %% 18.21 &8.62 435 -&8.87 77 30. 84 44,18 &b, 45 -11.25 -2.%
NOE tPrivatel 34,86 81.73 73.38 104. 35 126.87 .23 §3. 16 .82 o % -83. 7% ~37. 64

_ Source: from Tahle 3
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TABLE [l * INTEREST RATES AND PUBLIC SECTOR DEFICIT, 1975 - 985
(in percent)

ar b cf
Inflation Mowival Real Interest Public Sector
Year Interest Rate Rate Deficit as a
Proportion of GNP

L1375 8.3t 18,48 - ¥ .45
1376 4.13 19.61 1.& 15.38
1577 7.3% 11,14 377 .41
1378 3.1 19,95 1.74 8.32
1373 1% 83 12, 18 -3.95 18,98
1388 15,23 12,32 =3.27 a.21
1961 18,99 12,51 1.% 13.64
1362 8.42 14,42 %9 4. 81
1983 11.66 13,54 2.8 §.85
1384 43.97 35,38 ~12.93 a.13
1385 17.%5 ar.oz 3.5 .68

al
Based on GNP imolicit price index, Nxtiomal Accounts Staff.

b

Heighted average nowinal interest rate on all maturities of Treasury
Biilw, Central Bark.
e/
Nowinal interest rate mimas inflation rate.

Somee o Basic Data: Qertral Bank of the Philippines
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well as to 1increased production costs 1in these years.
Furthermore, an examination of the relative movements of
real interest rates, (as measured by nominal interest rate
on Treasury bills minus inflation rate) and the size of the
fiscal deficit, (as measured by the ratio of the total
public sector deficit to GNP) show that there is a positive
relationship between these two (2) variables in four (4)
(i.e. in 1981, 1983, 1984 and 1985) out of the six (6)
observation points available under the liberalized regime.
On the other hand, in the financially repressed period prior
to 1981, such a direct correlation Dbetween the fiscal
deficit and the real interest rate was observed in only two
(2) (i.e. 1978 and 1980) out of five (5) years. These
developments validate our a priori expectations on the
manner by which the public sector has crowded out the
private sector in the last decade. The evidence also
indicate that crowding out of private sector investments has

indeed taken place in 1985.

4.3 The Fiscal Deficit, Money Creation and the

Price Level

The fiscal deficit is said to be monetized when the
government/public sector borrows from the Central Bank (CB)
to cover its deficit. Money creation takes the form of an
increase in net credits of the CB to the public sector.

Other things held constant, because of the CB's balance
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sheet identity, CB net lending to the public sector results

in an increase in the stock of high-powered money.g/

An increase in government spending financed by money
creation leads to an increase in aggregate spending. In
turn, the increased demand induces higher prices,
additional output, (if over capacity is present) and a
worsening of the current account as imports rise relative to
exports. Because of supply bottlenecks, the output response
to increased demand is usually limited. At the same time,
the availability of international reserves effectively puts
a cap on import expansion. Thus, inflation tends to be the

more important problem associated with money creation.

Our earlier discussion of the sources of financing of
the fiscal deficit indicate that money creation covered a
small portion of the public sector deficit in 1975-1984.
This should not mislead us, however, into believing that the
impact of money creation on other economic variables is also
small. Looking at the sources of change in high-powered or
reserve money, we observe that monetization of the fiscal
deficit accounts for a significant proportion of the total
change in reserve money, particularly in 1976, 1980-1982,

and 1985 (see Table 12).

e o e e Tt it e ol T e e e

~ Government borrowing from the commercial banking system
may result in net addition to the money supply if deposit
money banks have excess reserves, or if the Central Bank
provides them with supplemental reserves through
rediscounting or the provision of loans and advances.



TABLEI2: SOURCES OF CHANGE IN RESERVE MONEY, 1976 - 1985
(inmillion pesos)

Item 1976 137 1378 1973 1989 1381 138z 1363 1364 1985
L ]
Changes in levels
i. Reserve Noney 44 1866 &1 2536 1563 1686 846 %73 oTee §541
2. MNet Foreign Assets of the
Honetary Ruthorities 318 2272 15955 =357 -2145 -Ta26 14047 -1671% -16438 -32658
3. HNet Dowestic Assets of the
Monetary futhorities 15 -4% Teh 2833 3788 3134 14833 H5T43 22568 37421
3.a Claiws on Deoosit Money Banks -THS 2% 741 b4G 3313 3ide &18 £R53 =35 115€
3.b Net Claiws on the Pubiic Sector 1285 23 o -a37 1E24 3323 3343 3375 5986 419
i. tet clains on the Nat'l. Gov't. &% %32 172 835 1676 7] 3373 382 4235 4258
2. Net claiws on other govii. 343 3 -1i% -1672 -67% -183 -3 2333 . 851 4327
3.c Claims on Gther Banhs ' 5i3 528 642 864 723 12ie i2té 2515 3i32 =374
3.d let Unclassified fsseds 637 3% 1228 1831 -8 i3aa 341t 3221 1139 19758
3.e Net Other [iews 384 -1378 -1344 -1633 -2688 197 a7 21674 15645 638
Percentage Distribation of
feserve Money
i. FHeserve Money 199,98 190,90 103.83 IN.W WM 1N® 1N.® 198, 8@ 188. 09 199. 98
2, Net Foreign Resets of the
fonetary Ruthoritiss 33.09 121. 76 £8.83 -14,08 -i37.24 460,74 -1660.48 164,18  -@3.E7 TN
3. ftet Dowestic fssets of the
Monetary ftharities &6, 31 -21.78 31.77 ith.@8  237.2%  OBR. T4  176d.48 284. 18 3%.27 824,97
3.a Claiws on Demowit Money Baedes -T8.92 -1. 55 33, 194.42 2W.35 18.15 5. 77 -56.93 -51.55 25,38

3. b Het claiws on the Public Sector 187.65 &8.83 a5 -3 .83 Z. 3915 3117 -68.8% 202. 49

f. Net claims on the Nat'l. Gov't.  38.68 23. 5 FA~] 32,43 12815 E18.31 3.4 18.82 ~F4. 81 95.93
2. Net claiws on other Bov'i. 36.97 4. 88 .85 658 2 -43.18 -i1.3% -4, 26 £6.36 -14.87 188. 58
3.t Claims on Gther Banks b 34 28. 36 28. 17 34.97 46.64 To.4 1A TH 28.88 474 8. 2%
3.d Net thclassified fizsets 67.48 -1.61 53.68 29 =3.40 86.43 48119 35.48 193.97 434, 7
3.e et Other itews -f@4. 24 -Té. 32 -45.3% 64.3% -133.93 67T RS &34.63 £96.49 169.58

ve

o et

Sowmre of Basic Data: Central Bawk of the Philipoines.
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The impact of money creation on reserve money, money

supply and prices may be summarized by the following regres-—

sions based on national government data:

log M, = 6.12 + .45 log H (1)
t (6.47) e,
R? = .82
and e
log P = 3.36 - 1.34 log Y + .037
t (- 2.40) t (2.81)t (2)
+ .80 log (M/P) + 1.39 log M
(2.20) t-1(8.50)
R2 = .98

Estimation Period: 1975 - 1985

where;: Mt money supply defined as currency in

circulation plus demand deposit;

HNG= net claims of CB on the government;
t
a: = the CPI index; and
Y = real GNP
t
™ =  expected inflation rate which was
estimated by minimizing <+the expected
3/
losses from forecast errors.
3/
Equation 2 is one of the equations in the Aghevli-Khan
model of inflation and government deficits. For a more

detailed discussion of this model as applied to Philippine
data, refer to Appendix A. Due to data constraints, we were
unable to estimate the model for the consolidated public
sector.



26
Equation (1) suggests that a 10 per cent growth in net

CB credits to national government will result in a 4.5
per cent increase in money supply. Meanwhile, equation (2)
indicates that a 4.5 per cent increase in money supply would
in turn result to a 6.2 = 4,5 (1.39) per cent increase in
the CPI 1index. Furthermore, we note that between 1975
and 1983, HNG expanded by 38.6 per cent annually. However,
it has declined by 32.6 per cent in 1984, and then increased
again by 48.7 percent in 1985. These indicate that money
creation may have contributed significantly to inflation in

the years 1976, 1980-1982 and 1985.

It 1is also worth noting that the change in net foreign
assets of the CB from 1979 to 1985 is negative, 1indicative
of the build-up, the explosion and the aftermath of the
balance-of-payments and debt crisis of 1983. Remolona and
Lamberte (1986) pointed out that the financial reforms
implemented in 1981 resulted in "a shift away from holding
of currency on the part of the public and from holding of
reserves on the part of banks. As a consequence, increments

in base money 1981 and 1982 fell far short of CB holdings to

the national government... This meant that other sources of
base money creation had to suffer. One such other source,
CB liguidity credit to commercial banks, did declin

somewhat but not nearly enough to accomodate the credi
requirements of the national government. As it turned out,

the entire burden of accomodation was placed on CB holdings
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of international reserves". Thus, as the story goes, because

the demand of the government on money creation exceeded "the
willingness of the public to absorb it, household and firms
find themselves holding more local currency than they
desire, and this somehow find its way to an increased demand
for foreign goods and/or foreign assets... Either way of
getting rid of excess pesos will be reflected _in the
worsening of recorded current account balance and a
depletion of exchange reserves”. In 1983, this situation
reached such an alarming proportion that a drastic
devaluation became inevitable. The deflationary policies
that followed, the resﬁlting recession, and the havoc it
wreaked on industry and the economy have become part of

recent history.
4.4 The Impact of Inflation on the Fiscal Deficit

More recent developments in the economic literature
recognize that there 1is a two-way relationship between

money supply and inflation.

While the earlier studies emphasized the process by
which changes in money supply causes inflation, later works
point out that changes in the price level may induce changes
in money supply. The intereaction between the government
fiscal deficit and inflation is seen as the most vital
factor in the interface between these two variables. It is

hypothesized that inflation results in a growing fiscal
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deficit, (because government expenditures respond
faster to inflation than government revenues) which if
financed by money creation,gives rise to increases in money
supply that causes further increases in prices (Dutton 1971;

Aghevli and Khan 1977).

Using national government data, the following relation-
ships between government revenues, R, expenditures, G, real
income, Y, the price level, P, money supply, M, money
multiplier, m, and a residual item, E = H - G + R, where H

4/

is reserve money were estimated:

log Gt = 9,37 + 1.34 log Y£ + .03 log (G/P)
(3.70) (.11) =1 (3)
+ .80 log P
(15.62)
log R = 3.47 + .78 (log Y + log P )
(2.86) t (4)
+ .05 log R
(.14) t-1
and
log M = 1.33 + .87 log G - .002 log R
(1.08) € (~.002) t (5)
+ .21 log + .88 log m,
(1.39) (2.41)
Estimation Period: 1975-1985
4/

~ Refer to Appendix A for details.
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Our estimates of the adjustment coefficients for G and R,

are 0.97 and 0.95, respectively, which confirms the Aghevli-
Khan proposition that expenditures adjust faster to price
changes than revenues do. However, both of these
coefficients are not significantly different from unity
implying that bhoth government expenditures and revenues
adjust promptly to inflation. But since our revenue data
includes discretionary effects, our estimate of the
adjustment coefficient for revenues tends to be biased
upwards. Thus, the evidence suggests that revenues do lag
behind expenditures in adjusting to inflation, and this may
have resulted in a widening of the deficit as a result of

inflation.

V. CONCLUSION

It is apparent from the above discussion that the right
mix of financing instruments has eluded the government for
the most part of the last decade. For instance, the lure of
financing its expansionary expenditure program by net
foreign borrowings in 1977-1982 proved to be unsustainable
as the public sector deficit ballooned out of proportion in
later years. On the other hand, the rate of money creation
get by the government in the early eighties proved to
be out of sync with other economic factors. These events
have contributed to the BOP crisis in 1983 that triggered
the massive devaluation in the same year. Similarly, the

government has relied too much on deficit-financing in 1984-
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1985, resulting in the crowding out of private investment
and the jacking up of interest rates. This suggests the
need to exercise prudence in the choice of means to finance
the government deficit. Specifically, consistent fiscal,

exchange rate, and monetary policies are required.

More important than this, however, 1is the ﬁeed for a
conservative fiscal policy. The financing in whatever
fashion of a small deficit is definitely more manageable
than that of a larger one. The magnitude of a given
deficit, particularly a large one, oftentimes constrains
policymakers to adopt a financing mix that requires abrupt
movements in key economic variables that usually results in
stop and go économic growth. Government expenditures in
1977-1982, while low by international standards, were high
relative to government resources and the deficit figures
they spawn proved to be unsustainable. This leads us to
stress the importance of implementing measures to imprové
the resource mobilization performance of the public sector;
namely: (1) improvement in tax administration and ta
structure; and (2) improvement in efficiency /internal cas
generation of government corporations. The latter measur%
is even more critical considefing the gargantuan debt burde
that is certain to form part of government budgets in th
near future unless the government is able to avail itself o
some debt relief. Needless to say, streamlining o}
government operations to cut down on unnecessary cost is

essential.
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An Application of the Aghevli~Khan Model of
Government Deficits and Inflation to the Philippines
Aghevli and Khan (1978) examined the relationship
between money supply and inflation. They start with the
proposition that there exists a two-way causality between
money supply and inflation. They hypothesize that inflation
gives rise to growing fiscal deficits, (because revenues lag
behind expenditures in adjusting to price changes) which
further increases money supply, (because of money creation)

and consequently, induces more inflation.

They formulate the model as follows:

(i) The demand for real money balances is a function of the
level of real 1income and the opportunity cost of
holding assets in the form of money, i.e. the expected

rate of inflation:

log (M/P)E =a + a log ¥t - aﬂf (1)
where:

M = stock of nominal money balances

P = price level

Y = level of real income

i = expected rate of inflation

D = demand
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The actual stock of real money balances is assumed
to adjust proportionally to the difference between the
demand for real money balances and the actual stock in the

previous period,
Alog (M/B) = Allog (M/P)°= log (M/P)_, 1. (2)
where )\ denotes the coefficient of adjustment.

The expected rate of inflation 1is assumed to be

generated by an adaptive expectation mechanism such that

e
At = I .

" Cm, -Tea ] (3)
where:

B = denotes the coefficient of expectations
and

ﬂt = denotes the current rate of inflation i.e.

= P -
ﬂt log ¢ log P__

t-1
Substi@uting (1) into (2) and solving for the price

level, we get

- _ e
log Pt = -Aa Aa, log Yt + Aa, 1Tt (4)

- (1 -2) log (M/P) + log M .
( g (M/P) g M,

(ii) Desired real government expenditures is a function of

the level of real income:

log (G/P)E =g +g, log ¥ (5)



(iii)
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It is assumed that actual real expenditures adjust
to the difference between desired real expenditures
and actual real expenditures in the previous period,
i.e.
D D
Aog (G/P) = 3 [log (G/P), ~ log (G/P) ]
t t t-1 (6)
where 9 is the coefficient of adjustment of government

expenditures.

Substituting (5) into (6) and solving for nominal
expenditures we obtain:

log G

= 23 -
A g, + 3, log Yt + (1 -3) log (G/P)t_

1

+ log P , (7)
d t

Desired nominal revenues of the government, R, is a

function of the level of nominal income:
D
log R" = t, + t, (log ¥ + log E (8)
9t01gt gt)

Actual revenues are assumed to adjust to the
difference between desired revenue and actual revenue

in the previous period:

D
Alog R = log R - log R 9
9 R = mllog R gRrR .1 (9)

1

where 1 is the coefficient of adjustment of revenues.
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Substituting (8) into (9) and solving for nominal
revenues:
1 =T + + !
og R, t Tt (log Y, log Pf)

(10)

+ T l .
(1 ) log R.t_1

(iv) The suppiy of money, M, 1is multiplicatively related
to the stock of high-powered money, H, via the money
multiplier, m:

M =mt H (11)
t t

Changes in high;powered money is the sum of changes
in net claims of the CB on the government, H and
changes in international reserves plﬁs changes in
CB's net claims on commercial banks and private

sectors, HOA' such that:

A, = M + AH (12)
t NG oa
t t
or
H = AH + AH + H (13)
t th OAt t-1

If it is assumed that AH =G -~ R,
NG t

then equation(13) becomes :
= - + 14)
Hy G, ~ R+ E_ ( )
where:

E = AH + H
t OAt t-1



It 1is assumed here that an increase in the deficit
results automatically 1in an egual change in stock of
reserve money. This 1s true only to the extent that
the deficit is financed by borrowing from the CB, money
éreation. If deficits were funded by deficit financing,
then this assumption is no longer valid. Aghevli and
Khan points out that the scope for open market
operations in LDCs 1is limited so that the former

assumption is generally valid in these countries.

Substituting equation (14) in equation (12) we get

M, = m

£ £ (Gt - Rt + Et) (15)

Equation (15) may be approximated by a relationship
linear in logarithms (to make estimation more

convenient) such that:

log Mt = log m, + Ko + Ki log Gt - K2 log Rt

+ K log E (16
3 09 By )

In this system, 1f the price level increases (for
whatever reason, this will result in an increase in
both G and R. If T < 9, i.e. 1f expenditures adjust
faster to inflation than revenues, then the fiscal
deficit will increase. This will cause money supply to
rise and the price level will go up some more, etcC.
Thus, we obtain the situation where an inflation-
induced fiscal deficit gives rise to sustained

inflation and a widening deficit.
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Equations (4), (7), (10) and (16) were estimated
by using three-stage least squares and equation (3) was
estimated by using the Nugent and Glezakos (1979)
criterion of minimizing expected losses from forecasts
errors using Philippine data. The structural equation

estimates obtained from this exercise are as follows:

e

1. log P = 3.36 - 1.34 log Y + .03 7

°9 °9 f t
(=2.40) (2.81)

+ .80 log (M /P) 4+ 1.39 log M
g / -1 g M

(2.20) (8.50)
2. log ¢ = 9.37 + 1.34 log ¥ + .03 log (G/P)
I S 7 % g (&/P)
(3.70) (.11)
+ .80 log P
og A
(15.62)
3. logR = 3.47 + .78 (log Y + log P + .05 log R
9 R (1og t J t) J t-1
(2.86) (.14)
4, log M = 1.33 + .87 log G - .002 log R
t (1.08) t (-.002)
+ .21 log E, + .88 log m
(1.39) t (2.41)
5. AmS = .47 -7 1]

t t t-1
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The effect of income on revenues and expenditures

in the short-run is positive and significant. The
adjustment coefficient for expenditures and revenues
are 0.97 and 0.95, respectively, and both are not
significantly different from unity. This implies that
both variables adjust almost automatically to keep pace
with inflation. Since revenue data includes
discretionary effects, our estimate of 1T may be biased
upwards. Consequently, it is likely that 7T < 3 for the
Philippines, implying that revenues lag behind

expenditures in adjusting to inflation.
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