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EVALUATION OF BUDGET POLICY IN THE
/ PHILIPPINES 1947-1973

By

Tomas J. F, yjha*
roduction d

The growing role of the government in economic affairs, instigated

motives that are intrinsic in the present philosophy of
lo-economic development, implies increasing responsibility for the
nagement of the national economy. Notwithstanding the evident
rence “to the policy that economic development is principally a
of private enterprises and not of government’”! , the government
felt that its duty has been to establish and maintain favorable
litions for steady growth, stability and full employment.

Although the government has been regularly using monetary
ley to influence economic affairs, a congnizant fiscal policy has
n rather sporadic.? It was during the mid-1950s that the
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government became increasingly aware of a great potential offe
by fiscal policy instruments in fulfilling these functions both in
short term, by restraining or encouraging its own and private dem
to maintain the stability of a growing economy, and in the long t8
by providing a favorable environment to encourage investn
activities. A long neglect of fiscal policy might have contribute
an overburdening of monetary instruments and thus negatl
affected their efficacy. It can be expected that in the fuf
monetary policy will be more and more motivated by the balang
payments considerations and by the business investment activity
less by the level of domestic aggregate demand. This will, in turm
for fiscal policy framed to influence domestic incomes, price i
employment.

There is little doubt that in some years fiscal policy wal
formulated correctly and effected changes in the wrong diree
either by depressing an economy already in a downswing or ag
to an already inflationary situation. Hence, the reluctance 0!
government to make fuller use of fiscal policy is understan
because those responsible for its formulation have not always |
able to estimate and predict the quantitative effects of instrut
they might have used.

In order to improve the performance of budget policy, a det
maker responsible for economic policy mangement must have
quantitative knowledge of the impact of the budget and e";
effects of changes in fiscal parameters on target variables. L

The primary concern of this study is to show how succes|
fiscal policy was used in creating conditions conducive to ecor
growth and stability during a time period of more than a quarte
century by measuring total and disaggregated budget effects:
study does not contain advice for policy improvement. Howeve
estimates of the effects of changes in budgets and of the chanj
individual parameters over a relatively long period of time, p
decision maker with valuable information which, if cont
interpreted, may help to improve the efficacy of budget pi
Thus, by reviewing past experience, a practical lesson can be e,
for the future. However, past successes and failures should b
interpreted as conditioned by political considerations, e
institutional structure and other factors.

Part II presents the basic methodology used for measuri
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#ffocts of changes in budgets in the study and the statistical
procedures adopted. Part 111 forms the main body of the study and is
meerned with measuring the total, discretionary, and automatic
focts of the budgets and the effects of the changes in various
legories of expenditures and revenues over the 1947-73. period. It
ho contains the quantitative analysis of the long-run impact of the
dyets, effects on the growth trend, and of short-term stabilization
yind the trend. The appraisal of budget effects is limited to the
focls on aggregate demand only. No attempt is made to illuminate
0 other aspects of fiscal policy. Tables containing detailed
limates of budget effects and stabilization data on which these
fects were calculated are omitted. However, the reader will find all
tn annexed to my Discussion Paper mentioned above.

\¢ Methodology of Estimation

The definition of budget effects and the methodology used
foughout the paper was based on the study by Bent Hansen® as
pplemented by Wayne W. Snyder.*

The analysis presented in this paper used the following measures
ovaluate the impact of budget changes: the average annual effect
domestic demand, the effect on trend increase of GNP, and the
ort-term stabilization around the trend path of both actual and
lential GNP.

The formulas used in the statistical estimates followed the demand
pe model presented in Hansen’s (1969) study.® The model assumes
nl investments and exports are exogenously determined. The
fimulas were disaggregated in the volume and Qrice changes
mponents and adjusted for corporation tax and slightly modified
vontents because of difference in the Philippine National Accounts
#tem. The parameters of action on the government were assumed

"Ilent Hansen assisted by Wayne W. Snyder, Fiscal Policy in Seven Countries
A6 1965 (Belgium, France, Germany, Italy, Sweden, United Kingdom, United
les) OECD, Paris, March 1969, especially Chapters 1 and 2. For the similar
proach see, for example, Walter Heller et al.,, Fiscal Policy for a Balanced

*Wayne W. Snyder, ‘‘Measuring Economic Stabilization: 1955-65, The
Merican Economic Review, Vol. LX, No. 5 (December, 1970).

'lent Hansen, op. cit., pp. 21-32.
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to be government purchases of consumption and investment g
and of labor, wage and salary rates, and marginal tax rates.

The three formulas for estimating the total budget effects, aff
of discretionary measures, and effects of automatic responses us
this paper, were as follows: '

1 d o, T
Epor =3 (dgp +dgf +dg)1 +(1—a) < |

+ gpdpy + gidp; + grdw)[e(l - u)]

—dTy[5(1 - )] — dTy (1 - )]

= decorp (1-w)] L

Eqor represents the difference between the actual change in

and the change which would have taken place had no ch
occurred in the budget including automatic changes. Note that
1

WERT _ o T;
6_1+(1 a)c

expression for dy.

Eps =% (dgd +dgd +dg) [1+4)

+ gdw [(1— )1 —td,)]

5 edty [3(1—w)]— ydtg,[a(1 — )]

— Ylbgoorp [(1—1)]

Eps represents the difference between the actual change
and the change which would have taken place had no discreth
budget measures been taken, where

T 1
S + t’i —0{(1'_11)(1——td)

is the multiplier expression for dy.

It is therefore logical to define and measure the automatic eff
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the budget as

EAUT - SroT DIS (3

K Ayt Yepresents the dampening exerted by the automatic budget
responses on GNP fluctuations generated by non-budgetary forces.

In order to permit comparison over time, the effects were, where
necessary, normalized through division by GNP of the previous year
and thus expressed as percentage changes of GNP (e =
I/ GNPt_i—l{)O). Notations used in this paper are as follows:

y = GNP, volume

c = personal consumption expenditure, yolume

& = general government purchases of domestic products,
volume

g = general government purchases of investment goods,
volume

Pg = implicit price index for general government purchases

w = implicit index of general government purchases

p; = implicit index for GDCF

p = consumer price index net of indirect taxes

Ty = direct taxes

po = direct taxes on persons

Ty A direct taxes on corporation

T, = indirect taxes

T; . = marginal rate of indirect taxation

Y = margihal rate of indirect taxation

tq = marginal rate of direct taxation
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tq, = marginal rate of direct taxation on persons

t = marginal rate of direct taxation on corporations

« = marginal propensity to consume®
U = marginal propensity to import
a = average propensity to consume

The symbols in formulas 1 and 2 denoting budget expendituf
and revenues were related to the Philippine National Account
statistics in the following manner:

dgg = dgp (1 —u) — the change in the volume of general go :
ment domestic purchases of consumptig
goods. It consists of the volume change &
other government expenditures (I-8B).” T}
data on direct government imports were nf
available; therefore, the import contents wej
estimated by applying import coefficients
government purchases. To estimate the annu
changes in the volume the data were deflat
by the implicit price index for other expen
tures.

t:lgﬁl = dgi(1 —u) — the change in the volume of general govet
ment investment expenditures. Due to i
lack of data on general government gross fix
capital formation and on gross investment
government enterprises prior to 1960, #i
data for general government savings (III4
were substituted. However, beginning v

$Marginal propensity to consume « represents a ratio of the changes in prl'
and government consumption expenditures to changes in income composed |
the following items: compensation of employees and entrepreneurial
property income of persons; current transfer payments to persons from ab
general government income from property and entrepreneurship; indirect 3
less subsidies; current transfer payments to government from abroad; corpo! {
income.

7 The symbols in parentheses refer to tables and items in the National Incos
Accounts of the Republic of the Philippines. i
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1960 two series of data were presented. The
import contents were estimated by applying
the import coefficient. The data were de-
flated by the implicit price index for capital
formation,

du, the change in the volume of general govern-
ment purchases of labor. It was obtained by
deflating government expenditures on com-
pensation of employees (I-8A) by the implicit
price index for employees expenditures.

Wyp, + gidp; + gdw) — the change in general government do-
mestic purchases of goods and services
due to the changes in prices for con-
sumption goods, capital goods, and the
changes in wage and salary rates. The
estimates were obtained in the process of
deflating government purchases.

I, — the change in revenue from indirect taxation. It was identi-
fied with item (III-5), indirect taxes less subsidies.
'l — the change in revenue from direct taxation on households
' was identified with the changes in direct taxation on per-
sons (III-6b) plus general government income from proper-
ty and entrepreneurship (III-4) minus current transfer pay-
ments to persons (II1-2).

]
dp

'I'lh»nrp — the change in direct taxes on corporations (III-6a).

Net current transfer payment from abroad (III-7) increases the
lal general government revenue but does not represent a with-
tnwal of resources from domestic consumption. On the contrary, it
Irectly adds to domestic demand and is thus a part of the total
penditure change. For this reason, net current transfer payment
ym abroad was excluded from general government revenue. It
ould have been also methodologically correct to exclude this item
om the estimates of the effects of discretionary changes in
penditure. However, this was not done.

In line with Hansen’s study®, changes in tax revenue and changes

Bent Hansen, op. cit., p. 34. The reason was that in the model adopted, p,
loos of goods before indirect taxes, appears as an exogenous variable and the
focts of changes in p, including the changes in real value of revenue from
anlion, are ascribed to p. -

161



in expenditure due to the changes in prices and in wage and
rates were not deflated by the appropriate indexes as might hi
seemed logical. Thus,

cdt; — the discretionary change in net indirect taxation less
sidies.

ydty, — the discretionary change in net direct taxation on pers
plus income from property and entrepreneurial actll
minus direct transfers to persons.

ydtgeorp — the discretionary change in net direct taxation
corporations.

In the formula (1) for total effects, E;4p, changes in bu

items were separated into several broad categories of expendifi
and revenues in order to obtain estimates of different bul
parameters whose impacts on the economy were not likely to b
same. A distinction was also made between effects resulting from
changes in discretionary measures and automatic effects resull
from budget responses to economic fluctuations. However, |
discretionary effects, Ep;q, were estimated directly. Auton

effects were obtained as a residual [cf. (3)]. In the formula (2
measuring the effects of discretionary measures, changes in price
purchases of consumption and capital goods were not consi d
discretionary since government purchases were not sig
enough to influence or command the price. On the other A
effects resulting from the change in wage and salary rates

considered discretionary since the government, as one of the Ia
employers, could exert, at least in the short-run, a strong influ
on the labor market, particularly for civil servants.

The study used a year-to-year analysis over a period of 27 y#
Since all effects were estimated on an annual basis, any lags inve
were considered unimportant.

To estimate the multiplier effects of the changes in governt
budgets, it was necessary to compute the numerical valu@
coefficients used in multiplier formulas. The values were in all
based on simple time series estimates over the period Ul
consideration. The analysis was carried on the assumptiof
unchanged coefficients throughout the whole period.

1
[
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Table 11-1
Values of Coefficients used in Multiplier
Formulas

a o H ti 1;ﬂ P 1;dct:n']:i

0.90 0.83 0.20 0.10 0.01 0.01

Source: See Tomas J.F. Riha, op. cit., Tables II-4
to II-6 and III-1a.

'Note: A similar estimate for o was obtained by E.
R. Moras, “Fiscal Policy, Savings, and
Economic Growth in Developing Coun-
tries: An Empirical Study,” Finanzarchiv,
Vol. 28, (1968-69), p. 466.

Such coefficients implied values for the multipliers for total and
discretionary effects as follows:

Table I1-2
Values of Multiplier for Total
Budget Effects

clgg dg;i dg,; gg g?dpi g;dw dT;dT....dpdTdcorp

087 045 1.34 -0.14 -0.13 018 1.71 0.01 0.22

Bource: See Tomas J.F. Riha, op. cit, Table IV-4a, b.

Table II-3
Values of Multipliers for Discretionary
Budget Effects

(igg dg? dg, g1 dw cdt; ydtdp ydtg corp

074 037 112 013 -0.80 -0.09 -0.03

Source: See Tomas J.F. Riha, op. cit., Table IV-5.
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Each value of the above multipliers pertained to the average ow
the period, showing the effect on GNP, at constant 1965 prices,
an increase of one unit of a particular group of expenditure @
revenue. The expenditure and tax effects multipliers were scaled K
their appropriate multipliers and by their weights (in sq
brackets) in the multiplicands (1) and (2)°

III. Analysis of the Effects of the Budgets, 1947-1973

The prime concern of this analysis was to find out to what extel
the government budget policies influenced the course of econom
events during the period 1947-1973.
period 1947-1973.

Effects of budget changes cannot be directly compared with actu
GNP changes because the latter had been influenced by oth
economic policies. Therefore, a hypothetical series of GNP
constructed simply by subtracting from actual GNP the estimate
effects of the budget for each year. This hypothetical series, whi
was called the “pure” series,' ° estimated what GNP would have by
if the budget had shown no change from year to year. The pure seg _
retained, however, all other policy effects and autonomous forces
it. On the assumption that there were no changes at all in #
budgets, the total pure series was derived by subtracting _

* — L
estimated total effects from actual GNP (GNPTOT GNP ETO .

The discretionary pure series was constructed by subtractmg
effects of discretionary measures from actual GNP (GNP"'
GNP A = DI S) Using the same concept, various pure rates of g . oW

of GNP, defined as the difference between actual rate of grow: h
GNP and the budget effects (e = E/GNP, _ ) can be constructed,

actual rate of increase of GNP_, was adjusted for total ef!
(8fot =8 - €4 1)-Eto Show what the rate of growth would have b
if the budget had shown no changes from last year; g¥. indicalk
what the rate of growth should have been in the absence

9See Bent Hansen, op. cit. p. 47. It would be methodologically approprll

reduce the value of the multiplier by the portion going to the corporate see
This may be an important leakage from the income stream and was Dl
accounted for in the construction of .

10gee for example, Bent Hansen, op. cit., p. 55 and W. W. Snyder, op. cils
920. |
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digeretionary measures but with the automatic budget responses
working. The difference between rates of growth adjusted for
(liscretionary effects shows to what extent automatic budget
‘rosponses modified the developments (8o — dis = €aut)-" "

IV. The Long-Run Impact of the Budgets

The Philippine economy has been rapidly growing since the end of
World War II. In the period considered, the average annual increase
of GNP (at 1955 constant prices) was 8.5 per ceni. When the period
1017-1949 was excluded the average annual rate of growth of GNP
(nt 1955 constant prices) was 6.6 per cent. There was a discernible
tendency for growth to slow down in the late 1950’s and to fluctuate
fuirly widely throughout the first half of the 1960’s and to level up
nfter 1967. The high rates of growth of GNP were accompanied by
in increase in the number of employed. The total number of
employed was growing at a rate of 2.3 per cent over the period
1948-19733.!? In spite of the growing participation of' labor,
unemployment remained an acute problem. The average number of
unemployed was estimated at almost 7 per cent of the total labor

force during the period 1956-71, and more than 10 per cent for
- 1948-73.'?

The impact of the budget changes did not seem to exert much
¢ffect on unemployment. It could be said that employment
considerations played a negligible role in overall budget policy.'*
I'rices slowly fell following the end of the War, reaching the lowest
point in 1954, The period of relative price stability from 1955 to
1960 turned to a period of mild inflation which lasted until 1969

L ——

''For detailed data on GNP¥ 1, GNP}, o, 8{ots &" dis Caut» see Tomas J.F.
Itiha. op. cit., Tables IV-24 and IV-26.

'2 See, for example, Tomas J.F. Riha, op. cit., Figure 4.

'Y See, for example, Tomas J.F. Riha, op. cit., Figure 5.

'“For data and discussion see, for example, T.A. Mijares and C. Ordinario,
"Labor Absorption in the Philippines and the Reliability of Employment Data,”
Table 1, presented at the Conference of Manpower Problems in East and
Moutheast Asia, May 22-28, 1971 in Singapore, and J. Encarnacion, Jr. et.al.,
I'hilippine Economic Problems in Perspective. Chapter 5, IEDR, University of
the Philippines, 1975.
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when the inflationary pressure became very strong.' * The price le

development was mainly influenced by sharply rising dems d,
particularly for consumer goods, which was not adequately matched
by a rise in supply. It could be assumed that budget, too, in

production and employment.! ¢

The long-run impact of the budget changes can be described
the difference between the average actual growth of GNP, g, and th
average pure growth rate of GNP, g*. This difference is identical &
the average trend of budget effects (§ — g* = g) and serves to describ
the average upward push or downward pull resulting from the budgel
changes for the period as a whole. '

Table IV-1
Average Annual Budget Effects
(Per Cent of GNP)
Actual average g
rate of growth Total Discretionary Automatie
at constant e{fects et:t'ects ef_fecta |
Period prices g Biot dis €aut N
1947-73 8.51 0.63 3.22 - -2.69
1950-73 6.63 -0.70 0.51 -1.21

Source: See Tomas J.F. Riha, op. cit., Table IV-3.

Table IV-1 shows that the average upward push from the budget
was 0.63 over the whole period considered. However, in the periol
1950-73, total budget effects exerted a downward pull.!” In othe
words, effects of the budget changes influenced the annual rate of
increase of GNP by slightly more than 0.6 per cent annually. If thi
effects of changes in real domestic capital formation of gene 1

158ee, for example, Romeo M. Bautista, “Inflation in the Philippines
1955-1974,” Philippine Econonic Problems in Perspective, Chapter 6, IED,
University of the Philippines, 1975. '

16 See Tomas J.F. Riha, op. cit., Figure 6 and Table 11-6

17 For the estimates of disaggregated effects of the budget changes see To na
J.F. Riha, op. cit., Tables IV-3 to IV-21.
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vornment and of government enterprises not financed from the
Eduut, had been included, the expansionary long-term impact on the
te of growth of GNP would have amounted to 0.85 per cent.
wever, there did not seem a strong correlation between the
gxpansionary budget changes and the actual rates of GNP growth
Wwor the period as a whole. It might be partly due to the fact that a
(getary expansion worked on prices rather than on output and
rtly because the strong expansionary pressure from budgets was
neentrated in the beginning of the period. Since 1950, the total
pffoct of budget changes was contractionary, dampening the annual
Mo of growth of GNP by 0.7 per cent.

From Table IV-1 it can be seen that, on the average, effects of the
gwrntionar'y measures were about five times more expansive than

tal effects. They were negative only in seven out of 27 years. It is
Mlorefore natural that the average annual automatic budget effects
hud to be negative. The automatic budget effects pulled downward
the rate of growth of GNP in 20 out of 27 years.

More than 84 per cent of the expansionary effects of discretionary
mensures were condensed into the 1947-49 period. This situation
Ifluenced a high positive value of total effects for the period as a
whole. It can be also noted that the value of effects of automatic
Budget responses was related to rates of growth. The higher the rate
of annual increase of GNP, the stronger were the automatic effects.
More detailed estimates of the total effects of expenditure and
pevenue changes show that the strongest expansionary influence on
fhe average was attributable to the changes in the volume component
ol total expenditures.'®

In accordance with a great weight of indirect taxation in total
neral government revenue,'® effects of the changes in indirect
es exerted the strongest dampening influence on GNP growth,

The values of discretionary effects and of effects of automatic
pesponses were, to a considerable extent, influenced by the definition
uf discretionary effects (see equation 2). This definition considered
u discretionary all volume components of government expenditure

1'% See Tomas J.F. Riha, op. cit., Tables IV-4a, b.
19 See Tomas J.F. Riha, op. cit, Part II.
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changes in wages and salary rates. The price components |
consumption and investment expenditures were excluded. This o
was methodologically supported by an argument that the gove
ment could have exercised a significant control over the imperfi
labor market while having had only a limited control over ]
commodities market. With the exception of effects of corporaf
taxes, effects of discretiona;y tax measures were, on the averg
expansionary. Needless to say, this observation must be interpre
with great caution since the definition of discretionary measure u
is disputable and the data on the discretionary changes are far fi
being complete and accurate and in many instances were estima
only indirectly.

Exclusion of the price components of other expenditures {
investment expenditures from the discretionary effects decre
overall dampening effects of automatic responses over the period
whole. Automatic effects (see equation 8) were estimated as |
difference between total and discretionary effects and hence
corporated a number of other fiscal factors unaccounted for in
definitions and also other disturbances. /

In evaluating the relative importance of individual auto ne
responses, the effects resulting from expenditure responses N
found slightly expansionary while revenue responses exerted a 8fj
downward pull.

The automatic responsiveness of the fiscal system or bu
flexibility is generally considered a desirable feature since
economy more or less controls itself without calling for discretio
measures to be made.?® The strength of built-in flexibility de|
on marginal ‘tax rates, marginal saving ratio, marginal propensi
consume and marginal propensity to import.?! Using Hat

definition for built-in flexibility, 1 — %, the numerical value o

coefficient of built-in flexibility obtained was found equal to |
This means that about 28 per cent of the expansionary effects |
changes in government expenditure were, on the average, siph¢

mSete, for example, R.A. Musgrave and P.B. Musgrave, Public Final
Theory and Practice, Chapter 24, (New York: MacGraw-Hill Book Com )
1973).

21See R.A. Musgrave, The Theory of Public Finance. (New York:
Hill, 1959), pp. 505-515.
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off by the built-in increase In tax Ivuku.gcs. The value of the coeffi-
olent was rather high considering the composition of general govern-
mont revenue and the low marginal tax rates (t; = 0.01; tq,, = 0.01;

Mooip = 0.01). One explanation for this occurrence might be the low

suving ratio.

Rapid economic growth can be accompanied by increases in
fovenue in excess of expenditure. This phenomenon was dubbed by
Walter Heller as fiscal drag.?? “Fiscal drag refers to a situation in
which built-in revenue rises more rapidly than do expenditures.””?
It is dependent on the actual growth rates and on the marginal rate of
tuxation of GNP. The calculation yielded the value of about 1 per
gent of GNP: This means that with an average rate of growth of GNP
ol 8.5 per cent per year and a marginal rate of taxation of 12 per
gont, the automatic tax revenue increased by 1 per cent of GNP. The
hgh fiscal drag was the result of the high rate of growth of GNP.
Inless matched by appropriate discretionary policies aimed at in-
preasing government expenditure or lowering tax rates, the fiscal drag
gun exert a long-run dampening effect upon the economy and thus
plow its rate of growth. In the short-run, some fiscal drag may be
flosirable to dampen a too-buoyant economy.

It is difficult to say whether, on balance, the automatic responses
wore harmful or desirable. They were probably desirable from 1947
fo 1956, and again in the 1970’s when they dampened the

vorheated economy. In the interim period, however, the automatic

Iidget responses might have been considered harmful since they had

tendency to dampen economy recovering from an already
uflntionary situation.

Total effects of general government budgets were expensive during
s second half of 1940’ as a result of the government’s deliberate
lompt to speed up the reconstruction of the post war economy. In
s 1950s and the first half of the 1960s, total effects continued to
generally expansionary, pushing the rate of increase of GNP
jyhtly upwards. Since 1965, however, the budgets became increas-
ly contractive.

! Gee Walter Heller, New Dimensions in Fiscal Policy, (New York: Norton,
0.

"1t A. Musgrave and P.B. Musgrave, op. cit., p. 551
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The long-run impact of budget changes on economic development
be described by fitting a regression line to the time series for the
tunl and pure growth rates. The difference between the slopes of
lrends of actual and pure growth rates shows the direction of the
pact and also depicts whether the budget influence was becoming
inger or weaker during the period considered.

Table IV-2
Budget Effects on Trend of GNP
(Per Cent of GNP Per Year)
Trend of
Actual Trend Trend of Pure Dis- Trend of
of GNP Pure Total cretionary Automatic

Growth Rate Growth Rate Growth Rate Effects
rlod g g%t g *ais & wiit
4773 -0.43 -0.20 +0.11 -0.31
h0-73 -0.06 -0.11 -0.06 -0.05

rce:  See Tomas J.F. Riha, op. cit., Table IV-26.

ble IV-2 and Figure 1 show that when considering the period as a
ole, budgets were becoming decreasingly expansive through 1963
increasingly contractive afterwards. Effects of the discretionary
ures show a similar trend. The expansionary impact of discre-
hury measures on growth trend was strongest at the beginning of
period under consideration. However, their impact was reversed
1966 and became increasingly contractive. Strong expansionary
ots were partly due to the post war government increase in
thases of consumption goods, services, and government invest-
nts, and partly to a considerable decrease in taxation after the

Effects of the automatic responses were negative throughout the
ole period with the exception of three years. Automatic effects
o very strong at the beginning of the period because of high rates
sconomic growth and then they became gradually weaker in their
pening effects with the actual rate of growth falling. By
nition, price changes were included in the estimates of automatic
cts. Though price effects were negligible in the long-run, they
ngly affected the values of automatic effects at the beginning of

171



the period. When the price component was excluded from the &
of automatic changes, their dampening impact, even over the
period, appeared smaller (-2.39 versus -2.59). The exclusion
price component decreased the value of automatic effech
increased the value of discretionary effects. The strong pull ¢
wards at the end of the period might have resulted from )
responses to the exceptionally high rate of growth in 1967 ang
the increases in the marginal tax rates in 1970.

When the period 1950-73 was considered, a striking differe
results appeared (see Table IV-2 and Figure 2). The budgetd
found decreasingly contractive throughout this period while @
of discretionary measures maintained an expansionary push of
strength during the period. It follows that automatic effect
also decreasingly contractive. It can be observed in Figures 1
that the budget influence on economic development was well
the end of the period than it had been at the beginning. '

Short-term stabilization

To measure the extent of influence that the budgets exerl
short-term stabilization around the trend, both the Hanse
Snyder methods were tried. The approach implicit in the
model measures the degree of short-term stabilization acco
not in relation to the actual rates of growth as the Hansen
does, but in relation to potential levels of GNP.

Potential GNP was defined as the optimum that the econd
capable of sustaining on the average, year after year, without
into serious instability of output, prices, or employment. Ho¥
official estimates of potential GNP were not available f¢
Philippines. After trying Okun’s Output/Unemployment le@
Kuh’s production function, the unsophisticated linked peaks m
was finally used to derive a series of potential GNP (cf. Fig
was assumed that potential GNP coincided with actual real out
1950, 1955, and 1973 and that it grew at constant rates of 8,
cent through 1955 and 6.1 per cent afterwards. The linked
approach is somewhat problematic because it implies subjecti¥t
choosing the peaks and thus influences the findings. As cou
noticed from Figure 3, the choice of peaks in this study
long period of under-utilization, particularly since 1959.
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Uio 3. GNP: Actual amnd Potential (At Constant 1955 Prices)
Source: Tomas J.F. R iha, op. cit., Tables 11-5 and 1V-24.

Hinsen defines the coefficient of short-term stabilization as the
0l mean squares of cdeviations for actual and pure growth rates:**

Z(g-g')’
z (g*-g*')?

s = 100 1=/

order to obtain the «dampening effect the ratio is substracted from
and multiplied by 100. The closer the percentage to 100 (perfect
hilization) the stron ger is the stabilizing effect of the budget. The
mr the percentage to 0, the weaker the stabilizing effect, At
ntive values the bud gget is destabilizing.

" Bent Hansen, op. cit., p. 56
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Table IV-3
Stabilization of GNP Growth Around the Trend
(Percentage Dampening Accomplished)

Total Discretionary =~ Automatic

Period Effects Effects Effects
1947-73 -41 -43 +2
1950-73 44 31 13

Source: Tomas J.F. Riha, op. cit., Table IV-26.

Making use of the Hansen approach the analysis of shorts
stabilization around the trend proved that budget effects
destabilizing over the period as a whole. The coefficien
stabilization for the total effects was -0.41 and for the effeg
discretionary measures -0.43. The stabilization due to autol
responses, calculated as the difference between the stabili#l
accomplished through total and discretionary effects, was 0.02.

A completely different picture appeared, however, whe
1947-49 budget effects were excluded. During the 1950-73 p
not only total effects but also effects of the discretionary
and automatic budget responses stabilized the economy.

The estimates of the budget impact on short-term stab
around the trend are depicted in Figure 4.

Figure 4 shows the tremendous upward push of budge
1946-49. Because of the slow revival of private business activitig
government was the only organized and financially potent elem
the society that could undertake the task of reconstructin
war-damaged economy. The most important role in this
sionary process was played by government discretionary mes
As a percentage of GNP, discretionary effects pushed the ecd
up by 34.9 per cent, 18.2 per cent, and 21.4 per cent in 1947,
and 1949 respectively. This upward push was partly due '.
expansion in government outlays linked to establishing and ¢
dating the new independent government administration, and
important expansionary tax measures. The total impact was,
ever, mitigated by the strong downward pull emanating from
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Flgure 4. IMPACT OF THE BUDGET EFFECTS ON ECONOMIC GROWTH.
Source: See Tomas J.F. Riha, op. cit., Tables IV-9 to IV-21,

nutomatics. In the 1950-51 period, budget dampened to a large
oxtent expansionary developments in the economy. Contractionary
total effects of 1950 and 1951 were achieved through both the
discretionary measures and automatic responses. The major dampen-
Ing effect came from a fall in the volume of government con-
iumption expenditure and investment spending and from increased
rovenue from indirect taxation. Budget influence also prevented the
phortfalls of GNP growth in the period 1952-54. The stabilizing
impact of budgets in the following period resulted from the

gombined -effects of expenditure increase, a further rise in indirect
luxation, and a decline in direct taxation. The discretionary
pxpansionary measures were on balance stronger than the downward
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pull of automatic effects. From 1966 till 1967 it may be obse
that budget effects had been rather neutral except for slig
expansionary effects (about 1 per cent of GNP) in 1956, 1960
1964. In 1968, 1969, and 1970, budgets had a consideral
contractionary impact. In the following two year period, bud
were almost neutral with discernible expansionary effect in 1978,

Figures 5 and 6 introduce Snyder’s concept of the measuremen
economic stabilization. Here, actual GNP and pure G

(GNP# = GNP — E GNP*DIS =GNP—E w

TOT TOT’ L

Per Cent of Potential GNP
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I

I
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I
I
!

/ Potential

{'ER O KON OO O O [ O 0 S Y e R ) OO i Y T O D O G O ([ |
1947 18949 1951 1953 1955 1957 1959 1961 1963 1865 1967 1989 1971 1873
1948 1950 1952 1954 1956 1958 1960 1962 1964 1966 1968 1970 1972

Figure 5. TOTAL BUDGET EFFECTS IN RELATION TO POTENTIAL ¢
Source: See Tomas J.F. Riha, op. cit., Tables |1V-24, 25, 26.
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oxpressed as percentage deviations from potential GNP which is
ilopicted as a horizontal line. The vertical distance between actual
(iNP and pure GNP* for each year reflects the estimated effects of
budget changes, and the vertical difference between pure GNP* and
potential GNP indicates the desired degree of stabilization. The
iwrrows imply the direction of budget effects.

A quick glance at Figure 5 shows that with the exception of the
first five years (1947-52) and the last four years (1970-73), budget
policy did not play a very significant role in stabilizing the economy
iround the potential rate of growth. In addition to the distortion of
reality that is intrinsic in the method used, there might have been
many other reasons for this situation. The government might have
been economically too weak to be reasonably successful in stabilizing
the economy, or it might have attempted to achieve objectives other
than stabilization. Balance of payments consideration might have
been of prime importance, or the government might have used other
than fiscal measures to attain the policy targets.

The analysis of the direction of fiscal policy indicated that in over
b0 per cent of all cases, government chose “push” or “pull” policies
in the right direction. In all other instances the budget changes either
fucled an already overheated economy or further hindered its
tecovery. The analysis shows that there was very little effort made
throughout the 1960’s to give the economy an expansionary push
which would have helped to level domestic demand with potential
output. Some other interesting developments may be detected from
IFigure 5. 1947-49 is shown as a period of low potential output where
budgetary effects were very strong indeed but not enough to push
the economy up to its potential output line. In 1950 and 1951,
budget policy was properly employed to dampen fluctuation of
fictual GNP. The same could be said for 1968, 1969 and 1970 when
the budgetary effects dampened a quickly rising demand. It went
well below the desired potential, however, and thus might have
tonsiderably slowed down a possible recovery.

Figure 6 depicts effects of the discretionary measures on the
#conomic stabilization around potential GNP. The vertical distance
holween actual GNP and pure discretionary GNP* is equivalent to
lhe percentage effect of discretionary measures. In other words, it
shows the difference between what GNP really was and what it
Would have been in the absence of discretionary measures but with
budget automatic responses working. Over the period as a whole,
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Fig.6. DISCRETIONARY FISCAL EFFECTS IN RELATION TO POTE
Source: See Tomas J.F. Riha, op. cit., Tables 1V-24, 25, 26 E

discretionary effects were stronger than total effects un
destabilizing automatic effects. This was detectable particularly
the period of 1947-1952. ' A

To quantitatively evaluate the degree of short-term stabilizal
around potential GNP accomplished through the budgets, Sny
methods were employed.?® In line with this methodolof
approach, the vertical distance between pure and potential GNE
identified with the desired (potential) stabilization. Accordin
budget effects diminishing this distance (pointing in the directiol

2550 W.W. Snyder, op. cit., p. 930.
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the potential GNP) were considered stabilizing and those increasing it
were considered destabilizing. In the case where budget effects were
in the right direction but overshot (1952, 1954) or undershot (1968,
1970) the target, only the part that was stabilizing was treated as
stabilizing, with the other part as destabilizing.

Table IV-4
Budget Effects and Economic Stabilization 1947-73
(Expressed as Percentage and Cumulated for 1946-1973)

Total Discretionary Automati
Effects Effects Effects

|, Total Divergence Between Pure GNP

and Potential GNP - 11759 150.9
n. Above Potential GNP 23.9 11.1
b. Below Potential GNP 93.8 139.8
2. Sum of Stabilizing Effects 56.8 88.9
a. Above Potential GNP 2.2 10.7
b. Below Potential GNP 34.6 78.2
3. Sum of Destabilizing Effects 9.3 8.2
a. Above Potential GNP 2.7 4.0
b. Below Potential GNP 6.6 4.2
4, Net Stabilizing Effects (2-3) 47.5 80.7
a. Above Potential GNP 19.5 6.7
b. Below Potential GNP 28.0 74.0
b, Total Divergence Between Actual
GNP and Potential GNP 70.2 70.2
a. Above Potential GNP 4.4 4.4
b. Below Potential GNP 65.8 65.8

-

. Net Stabilization Achieved (4:1) 0.4036 0.5348 -0.1312

1. Net Stabilization in Per Cent 40.36 53.48 -13.121¢

Bource: See Tomas J.F. Riha, op. cit Table IV-25

Table IV-4 shows the estimates of budget effects on economic
stabilization. The cumulated potential stabilization expressed as a
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percentage amounted to about 118 per cent and 1561 per cent for th
period 1947-73 for total and discretionary effects respectively
Average annual potential stabilization over the whole period Wil
about 4 per cent for total effects and 5 per cent for discretionary
effects. Almost 80 per cent of the desirable stabilization would ha
required expansionary fiscal policies if total budget effects wem
taken into consideration, and more than 90 per cent if onl
discretionary measures were considered.

The impact of total budget changes on stabilization appeared to be
stronger when pure GNP was below potential. It was equally true fof
the impact of discretionary measures except that here the stabiliz
tion below potential was much more powerful (about 90 per cent)
Destabilizing total effects were relatively small. About 70 per cent @
destabilizing effects resulted from dampening actual GNP furthi
below its potential. The discretionary measures were acting in
equally destabilizing manner when pure GNP was above as well i
below its potential. Some of the budgetary effects which contribute
to increasing the gap between potential and actual GNP were due
the policy, which despite its being aimed in the right directiof
resulted in overshooting or undershooting potential GNP. ;

The total divergence between actual GNP and potential GNP efl
be partly explained by the subjective method used in constructir
potential GNP, Intrinsic in the method is the image of the Philippi
economy which until recently, had not fully recovered from th
slump at the end of the 1950’s and was, for over a period of #
years, running well below its potential.

Net stabilizing effects are the combination of stabilizing an
destabilizing effects. The comparison of this item with the potentil
stabilization produces a net stabilizing effect accomplished throu
budget policies. Total budget changes accomplished about 40 pf
cent of total desired stabilization. When the effects of discretional
measures alone were brought into focus an even more favorab
picture appeared. The changes in discretionary measures achievi
more than 53 per cent of potential stabilization. The impact {
automatic responses, obtained as the difference between net stabl
zation accomplished through total and discretionary effects, W
destabilizing.

The results of the analysis of the budget impact on stabilizati@
over shorter periods of time, corresponding to the particuld
government’s time in office, were presented in Table IV-5. '
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In the 1947-650 period, budget policies were very successful in
stabilizing the economy around its potential. Total divergence
between pure GNP was largest compared with all the other periods.
lHowever, budget policy contributed very much to pushing actual
(iNP towards its potential and was also correctly reversed in 1950 in
keeping it there. The expansionary results were achieved particularly
by means of appropriate discretionary measures, such as the increases
in government current and investment expenditures, to hasten
reconstruction of war-damaged physical plant and infrastructure, and
nlso to create an environment conducive to the revival of private
cconomy. The government also introduced budgetary reform aimed
al economizing government outlays especially those on wages and
salaries. The budget impact on econonic stabilization could have
been much more pronounced (78 per cent) without the strong
downward pull which came from automatic budget responses (-15
per cent).

In the 1951-54 period, the potential stabilization which could
have been achieved was smaller than in 1947-50 and almost 82 per
cent of it was accomplished. It was a remarkable achievement. This
success showed the flexibility of fiscal policy as its best. Budget
policy was skillfully reversed from a contractionary one in 1951 to
an expansionary one in the following three years. Automatic budget
responses were only marginally destabilizing in this period.

The stabilization in 1951 was achieved by dampening effects of
the discretionary measures and by automatic responses. The govern-
ment lowered almost all expenditures and increased indirect taxa-
ion. Negative autonmtic tax responses also supported the stabiliza-

on. In 1952, there came a moderate push which, however, proved
lo be too strong. As a result, the target of potential GNP was
overshot by 0.4 per cent. This might have been caused by price and
other developments beyond government control. In 1953 total
cffects were neither stabilizing nor destabilizing and actual GNP
remained above potential. This was largely due to automatic effects
which neutralized otherwise expansionary discretionary measures. In
1954, the target output was overshot again and budgetary effects
contributed in pushing an already expansionary economy further
above its potential. This resulted from the expansionary discre-
lionary measures just enough for actual GNP to attain its potential.

The budget policies in 1956 and 1957 were expansionary in their
impact. During this period, the government attempted to improve
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the efficiency of fiscal policy and also its coordination with the
nation’s development goals. The performance type of budget was
proposed in 19565, and in 1957 the Five Year Fiscal Plan 1957-1961
was launched. Its purpose was to use fiscal policy to accelerate
transition from a ‘““trade oriented type of economy to a balanced
ngro-industrial economy.””?® The government, however, expressed its
conation to pursue a balanced budget policy so as to keep monetary
oxpansion within bounds and to avail of any inflationary tendencies.
I'iscal instruments were to be used in such a way as toprovide every
encouragement and opportunity for further development of private
enterprise. The government also set itself to alleviate the pressing
problem of unemployment.

A large part of the 1959-62 period was covered by the Five Year
Fiscal Plan. However, from the point of view of economic stabiliza-
tion around the potential trend, the budgetary policies employed
scored below the level of expectation in achieving the Plan’s targets.
The total budget changes accomplished only less than 7 per cent of
potential stabilization. Actual GNP was well below its potential
during the whole period and budgetary policies applied in 1959 and
1960 were too weak to produce a desirable upward push. In 1962
and 1964, the budget impact hindered feeble attempts of the
oconomy towards recovery. This inappropriate budget policy was
probably provoked by inflationary pressure and balance of payment
difficulties arising from the overheated economy of 1951-57 to
which government policies had contributed.?” In 1959, another Five
Year Fiscal Plan for FY 1959-1963 was launched with an ambitious
goal — to create a viable economy, solve the unemployment problem,
raise real per capita income and bring about a more equitable
distribution of income. The short-term objective of fiscal stabiliza-
tion was to be achieved mainly by obtaining revenues through a
“more equitable income”?® and by reducing government expendi-
ture. From the point of view of economic stabilization the effects

?68ee Five Year Fiscal Plan 1957- 1961, Central Bank News Digest, Vol. IX,
No. 9 (1957), Manila, pp. 2-12.

27 4Increased tempo of our economic and social developnent resulted from
expansionary measures taken by government to meet the sluggishness of the
hintional economy which became very evident in 1953.” See President’s Budget
Message for FY 1958-1959. February 11, 1958. Central Bank News Digest, Vol.
X, No. 8 (1958), pp. 2-11.

*8See Central Bank News Digest Vol. XI, No. 14 (1959), pp. 3-6.
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exerted by budgetary changes were slightly expansionary in 106
and 1960 and slightly contractionary in 1961 and 1962. '

In 1963-66, the degree of potential stabilization accomplished i
budget policy was less than 6 per cent. Actual GNP continued |
grow its potential and, in fact, declined further down at the end |
the period. In the Budget Message for fiscal year 1962-63 a A
policy synchronized with a socio-economic development progral
was launched.?® However, the budget itself had only a minimu
effect on economic development.

The budget impacts in 1963 and 1964 were slightly expansion
but it did not prevent the economy from falling further below ]
potential. The 1963 expansion was achieved through an increase.
government expenditure, due primarily to effects of the pi
changes. In 1964, a combined effect of price increase and a dec
in tax revenues produced an expansionary effect. Dampening effs
that resulted from tax changes were greater than expansionary effet
of expenditures and pulled actual GNP downwards in 1965 and 19

In 1967-70, the potential stabilization which could have b#
accomplished was smaller in comparison with two preceding pe - (
Actual GNP increased by 7.9 per cent in comparison with the 18
level and almost reached its potential. The net result of bud
policies was the achievement of about 42 per cent of potential gt
lization. In this period the discretion changes were destabilizing W
automatic responses had strong stabilizing effects.

In 1967 the budget policy of “restraint in expenditure of pul
funds without sacrificing essential public services’®® pushed
economy up towards its potential. This expansionary impact
accomplished through the increase in government expenditure
1968 the government, under financial stress and facing huge defl
decreased the volume of government expenditure on servi
(however, the net effect due to the price and wage increases |
positive) and increased revenue collection. The total effect of th
measures was contractionary, generating a downward pull strol
than what was desirable. Thus, the budget policy undershot

29Budget Commission, Budget Message of the President to the Congre
the Philippine Republic,” Budget for the Fiscal Year 1963. (Manila 1962) p.

3oBm:lget. Commission, ‘“‘Budget Message of the President to the Congrel
Philippine Republic,” Budget for the Fiscal Year 1967, (Manila 1966), p. 3A
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target and increased the gap between actual GNP and potential GNP,
In 1969, total effects of the budget changes were destabilizing,
dampening actual GNP below its potential. The contractionary
budget effects were due to discretionary measures alone. In 1970
budget effects exerted very strong contractionary influence and
prevented inflationary growth of GNP. The effects had had not only
0 stabilizing impact but, because the dampening effect was much
tronger than necessary, had also a destabilizing effect by under-
thooting the desired level of GNP. The dampening effect of budget
changes was due to a significant decrease in government expenditure
which, in spite of price and wage rate increases, had a contractionary
impact. It was further strengthened by a rise in tax automatics
echoing the increase in aggregate demand.

In the 1971-73 period, the budget impact on economic stabili-
tation was favorable. Total budget effects accomplished more than
b8 per cent of potential stabilization. In 1971, fiscal policy was
reversed creating a slightly expansionary push while still maintaining
the policy of fiscal restraint. In spite of the decline in the volume
component of expenditure, price and wage increases resulted in a net
positive effect and the automatic and discretionary tax changes were
not strong enough to neutralize the overall expansionary effects. In
1972, total budgetary effects, destabilizing in its impact, were
slightly contractionary due to a further fall in the volume of
expenditure which more than neutralized the decline in tax revenue.
In 1973, fiscal policy contributed to a strong upward push which
brought actual GNP to its potential. This push was achieved through
i strong expansionary effect resulting from the changes in ex-
penditure.

The budget changes favorably influenced economic stabilization in
wll but one period. However, the power and flexibility of budget as
an instrument of short-run stabilization were utilized in four periods
only and much of the stabilization accomplished could be ascribed to
fortuitous events rather than to a cognizant policy.

The estimates of budget impact on short-run stabilization over the
whole period measured with respect to actual GNP contrasted greatly
with the estimates obtained using potential GNP. The total impact of
budget changes was significantly destabilizing when actual GNP was
used; and reasonably stabilizing when the potential output concept
was used. The same conclusion applied to the impact of discretionary
measures. On the other hand, the impact of automatic effects was
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stabilizing when actual growth trend were employed and destak
lizing when potential output was used. '

However, a different picture appeared when the first three years &
the period were excluded from the measurement of budget impag
with respect to actual GNP. The degree of short-term stabilizatio
around the trend acconplished through the budgets was mo
successful than when the potential concept was used. The differeng
in results for the whole period considered as compared with those &
the shorter period can be explained by the exceptionally gres
‘divergence between the average and actual rates of growth at th
"beginning of the period which strongly influenced the overall trend

V. Conclusion

The study attempted to estimate the economic impact of budg
policy in a developing country. The Hansen type model used hi
been developed to suit the economic conditions and policy ta gol
prevailing in advanced countries and was not, therefore, completél
satisfactory in providing answers to some analytical problems.
study analyzed effects of the changes in budgets over a relative
long period but, in the case of the Philippines, there were &
discernable features of business cycles. However, the period und
consideration comprised a wide variety of deflationary and
tionary situations.

The results of the study must be interpreted with sufficiel
caution. There certainly were other economic objectives besid
stabilization and some fiscal actions were taken for other thi
stabilization purposes. Balance of payments and also price stabilil
considerations might have been given preference by a decision-maki
from time to time.>

Due to the nature of-the model used, it was not possible A
correctly assess situations when other than fiscal parameters playt
the major role. Demand effects on prices and inflationary spilloy
effects on the balance of trade were not built into the model.®
Exports were considered exogenous but the import volume

31 Difficulties in the balance of payments led in the second half of the 1986(
to the adoption of the floating rate of exchange which effectively devaluated |
currency.

32 gee Bent Hansen, op. cit., pp. 33 and 85.
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frented as an endogenous varlable through which the budget effects
Influenced the balance of payments.??

The methodology employed implied that the policy objectives did
ol change over the whole period of twenty-seven years. This
Msumption is hard to accept in the case of the rapidly developing
#tonomy where not only economic values but also social attitudes
lowards these values have been undergoing significant changes.

The potential series concept used in measuring the degree of short-
lerm stabilization around the trend assumed an unchanged rate of

owth for a relatively long period of time. In a developing country
lke the Philippines, however, circumstances beyond control, such as
Matural disasters, could have changed potential GNP over short

riods. Another drawback in utilizing the potential GNP concept for
B:n evaluation of budget impact on short-run stabilization follows
from the fact that the results, depend to a large extent, on a parti-
fular choice of the potential series. As could be already clear to the
tender, different series of potential GNP may yield diverse results. On
lhe other hand, there is an obvious attraction in using the concept of
potential output for a decision maker who can easily frame a budget
policy with respect to a national plan’s growth target.

In spite of these methodological misgivings, the results of the
Mnulysis are not completely worthless. The illumination of the past
dircumstances leading to achievements and failures can, if correctly
terpreted, be of significance to the formulation of the appropriate
hudget policy in the future.

"YThe volume of imports was affected by government purchases abroad
§(1 - 1) and also by induced effects poq1/8 ){dgg +dgd + dge + gdp, +gdp; +

i
dw - (1/a)dT; - d'I‘g}. Estimated direct impact of budget expenditure on
lance of payments amounted to 0.33 per cent of GNP and estimated induced
fnual effects on balance of payments of the expansion of GNP due to the

dgets amounted to 0.45 per cent of GNP. It implies that the total impact of
¢ budgets on the balance of payments has been, on the average, positive 0.78,
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