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Promise

President Gloria Macapagal-Arroyo has restored fiscal health

tothe Philippines. Can she steer the country
through the global downturn?

By Allen T. Cheng

PHOTOGRAPHS BY PHILIPP ENGELHORN

HEREIS XEVER A GOOD TIME FOR A CRISIS. But for the Philip-
pines, which has known more than its share of difficulties, the global
economic downturn comes at a particularly tricky moment. After
decades of failed promise, the country in recent years has registered
some of its best economic performances ever as a result of the fiscal
reforms and pro-business policies of President Gloria Macapagal-
Arroyo. Now those gains are threatened by the recession in the U.S. and Europe, which has caused the
country’s exports to plunge and growth to slow sharply.

But Arroyo, who took office eight years ago when the Philippines was on the brink of recession and
turned the economy around, is confident that the country can meet the new challenges. Her government is
taking advantage of its fiscal reforms, which have dramatically lowered the deficit and the national debtin
recent years, to ramp up spending to combat the economic slowdown. The 2009 budget, which Congress
approved in January, contains a stimulus package of 300 billion pesos ($6.4 billion) for infrastructure
spending and tax breaks. The president also believes that the Philippines’ business-process outsourcing
industry, which she has actively promoted, stands to benefit from recessions abroad as hard-pressed
American and European companies look to cut costs.

“The important thing now is to work on the global recovery together and to prevent the global crisis from
becoming acrisis in the Philippines,” Arroyo tells Institutional Investorin a recent interview in Hong Kong,
where she was attending a meeting of the Clinton Global Initiative. “Reform has been the central pillar of

President Gloria MacapagalkAroyo balieves that increased public
spending can protect the Philippines fromthe global downturn
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our administration. Key among the reforms is the expanded value-
added tax, which allowed us to have the revenue to invest in human
and physical infrastructure as well as social services.”

Although the country resisted the early stages of the financial crisis,
its economy — like most across Asia — is feeling the global slowdown
that followed the collapse of Lehman Brothers Holdings in September.
Exports dropped by 11.9 percent in November, with shipments to the
U.S. — the country’s biggest market — plunging by 18.8 percent.
Foreigndirect investment, which had surged in recent years, declined
47 percent in the first ten months of 2008, to $1.42 billion. Remittances
from Filipinos working overseas have held up well so far, but they too
are likely to be hit by recessions in foreign markets, the International
Monetary Fund warned last month.

The government’s budget calls for growth of 3.7 percent to 4.7
percent this year, compared with 4.6 percent in 2008 and a record
7.2 percent in 2007, but economists have been rapidly downgrad-
ing their forecasts. The IMF last month predicted that the newly
industrialized Asian countries, a group that includes the Philippines,
would see their output decline by 3.9 percent this year. “Thereis no
question that growth will slow, given that 60 percent of the nation’s
exports are electronics,” says Robert Sears, executive director of the
American Chamber of Commerce of the Philippines.

Arr0YyO0 is no stranger to crisis, though. She took power in 2001

when the country was reeling from the forced resignation of Presi-
dent Joseph Estrada over corruption allegations and suffering from
the global economic downturn sparked by the collapse of technol-
ogy stocks. By moving steadily to reduce the government deficit and
actively courting foreign investment, Arroyo succeeded in bolstering
confidence and putting the economy on a robust growth track.

“When President Arroyo took over, she wasn’t dealt the best
of hands,” notes Tom Byrne, head of sovereign ratings in Asia for
Moody’s Investors Service. “She stabilized the worsening of the
budget deficit. They managed to hit their target in the past couple of
years.” Moody’s gives the Philippines a relatively low B1 sovereign
rating but retains a "positive” outlook.

Neeraj Jain, Philippines country director at the Asian Develop-
ment Bank in Manila, is equally optimistic. “She has shown fantastic
economic management and good economic leadership,” he says.
“They have a good road map. They also built up ahuge fiscal capac-
ity in the past five years to deploy to face off the global crisis.”

The Philippines can also boast some positive employment news, a
stark contrast to the layoffs sweeping the U.S. and Europe. Executives
at global banking giant JPMorgan Chase & Co. say they planto hirean
additional 4,000 Filipinos in 2009 for business-process outsourcing,
bringing its total employment in the country to 7,000.

“India may be No. 1 in terms of providing back-office support

Fiscal

Reform llolds the

Rey to Growth

President Gloria MacapagakArroyo
helped steer the Philippines out of
an economic slump in 2001 to its
best growth ever, in 2007, by
strengthening the country's public
finances and reducing debt.
Global furmoil slowed the economy
in 2008 and poses an even bigger
threat this year, but the president
aims to maintain growth by increas-
ing spending. During a recent visit to
Hong Kong. Arroyo, 61, discussed her
priorities with institutional investor
Asia Bureau Chief Allen T. Cheng.

Institutional Investor: What has the
Philippines done right under your
presidency to promote growth, and
what is your strategy to maintain it
in a global recession?

Arroyo: Reform has been the cen-
fral pillar of our administration. Key
among the reforms is the
expanded value-added tax, which
allowed us to have the revenue fo
investin human and physical infra-
structure as well as social services,
We did this before we even had a
hintthe world would go into global
economic crisls. We have been
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working on balancing
the budget, developing
new industries such as
business-process out-
sourcing, expanding our
trade relations and diver-
sifying our exports and export mar-
kets. All of these will serve us well
during this global economic crisis.
Are you afraid remittances will slow
because of global contagion?

The bulk of our expatriates are inthe
Middle East and Asia, which are
fairly reslient Inthe face of the
downtfurn in the U.S. and Europe.
And our workers are increasingly
becoming skilled workers, So the
higher the skill, the higherthe
income and the higher the remit-
tance. But also we —the central
banktogether with the Department
of Labor—have embarked ona
financial literacy program that pro-
vides expatriates and their families
information on how to leverage their
remittancesto earn more income.
How did the Philippines manage
to avoid the toxic assets that hurt
banks in the U.S. and Europe?
Since the Asian financial crisis, we
have had the special-purpose
asset vehicle law. Lately, we had
the formation of a credit informa-
tion bureau, and then we had the
restructuring of housing loans.
These have helped clean up the

financial system, And the central
bank has used its regulatory and
supervisory power to improve
banking practices and corporate
governance, and to make the
banks align their accounting prac-
tices with international standards.
They have enhanced risk man-
agement and bank capitalization,
Last spring there was a majorrice
crisis that almost derailed the
Philippines’ growth plans. What
did you do to contain the crisis,
and do you think the rice crisis
challenge is over?

We started by ensuring stable sup-
plies. Very early on, when our secre-
tary of Agriculture told me there
would be ashortage, he said we
should procure early, which we did.
And then when we had a supply,
we had fo ensure distribution, and
we enlisted the support of civic
and church groups, local govern-
ments. Then third, we went after
price manipulators and conniving
officials. Now we see, with uncer-
tainty inthe world, with climate
change —you never know how
much the harvest will be every year
—and with so much speculation
moving from subprime info com-
modities, the new global econom-
ics makes it important for usto be
self-sufficient in rice, Hopefully, we
can achieve it in five years.

The Asian Development Bank says
the Philippines isn't doing enough
to encourage industrial develop-
ment and infrasfructure invesiment.
Well, infrasfructure investment is
indeed the backbone of a mod-
ern nation. That is why in the Philip-
pines’ long-term development
plan, we are increasing infrastruc-
ture expenditures, from 1.8 percent
of GDP when we started in 2001 to
4.5 percent in 2010. This is part of
the 1.7 trillion pesos ($36 billion) we
are planning to spend on human
and physical infrastructure, which
means billions in ports, roads and
bridges and in education, heatth
care and training. We beganthe
plan in 2006, and the money will
be spent through 2010.

Your critics have launched various
impeachment campaigns
against you, alleging that you and
your family are corrupt. Why are
there dll these allegations?

It's hardball politics. It's a fact of life
inthe Philippines, and | don'tlike if.
We have two Philippines. The econ-
omy has been doing well, and the
political system continues fo be
very bad. Thatis why after working
on economic reforms | called for
fundamental political reforms, so
we can not only have more frans-
parency and accountability, but
also less destructive politics.
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Trade and Industry Secretary Peter Favilosaysthe
government is determined to assist foreign investors

for global companies, but it’s important to
diversify and not concentrate risk,” says
Barry Marshall, head of JPMorgan'’s cus-
tomer care center in the Philippines. “The
level of English is fantastic here. They speak
American English.”

The country’s banks are also in relatively
good health. Some 4 percent of all loans are
nonperforming, down from 17.3 percent in
2001, when Arroyo took office. Banks came
into compliance with Basel [l requirements in
2008 and boast an average capital adequacy
ratio of 15.5 percent. “Philippine banks are
basically quite conservative,” asserts central
bank governor Amando Tetangco. “They are
still domestically oriented. They generate
deposits, the bulk of which are in pesos, and
they extend loans, again in pesos.”

TIHE DAUGIITER OF POPULAR POLI-
tician Diosdado Macapagal, Arroyo first
moved into Malacanang Palace at age 14,
when her father, known by his nickname
“the Incorruptible,” won election as presi-
dentin 1961. Born to a peasant family, Maca-
pagal enacted land reforms that helped poor
farmers, boosted growth by floating the peso
and changed the national independence day
fromJuly 4 —alegacy of U.S. colonial rule —
toJune 12, the date the Philippines declared
independence from Spainin 1898. Helosthis
bid forreelection four years later to Ferdinand
Marcos, whose embrace of authoritarianism
stunted the Philippines politically and eco-
nomically for the next two decades.

Arroyo spent two years at Georgetown Uni-
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versity’s Edmund A. Walsh School of
Foreign Service in the 1960s, where
she gotto know classmate and future
U.S. president Bill Clinton, before
graduating with a BA in economics
in 1968 from Assumption College in
Manila. She earned a doctorate in
economics from the University of the
Philippines in 1985, became a profes-
sor and later chaired the economics
department at Assumption.

Arroyo entered politics in 1987 at
the invitation of then-president Cora-
z6n Aquino, becoming an assistant
secretary and later undersecretary at
the Department of Trade and Industry.
She won a Senate seat in 1992 and
in 1998 was elected vice president
under Estrada, succeeding himon his
resignation.

The president's background s critical for
a country that has trailed economically for
decades. In the 1960s per capita income was
$612 in the Philippines, well ahead of Thai-
land’s $329 and Indonesia's $196 and just
behind Malaysia's $784, according to the
Asian Development Bank. But the Philippines
was mired in corruption and political turmoil
during the Marcos era and beyond, while
most of its neighbors powered ahead. As a
result, the country’s per capita income stood
at $3,400 in 2008, well behind Thailand’s
($8,700) and Malaysia’s ($15,700), accord-
ing to the U.S. Central Intelligence Agency.
China, which had an average annual income
of just $100 in the 1960s, has leapfrogged
ahead to $6,100.

The key to reviving growth has been
Arroyo’s success in getting control of the
government budget. Initially, her adminis-
tration focused on cutting spending growth
and boosting revenues by setting targets for
tax collectors.

In 2006, Arroyo overcame the opposi-
tion of many wealthy Filipinos and pushed
through Congress an increase in the value-
added tax, to 12 percent from 10 percent.
“This allowed a lot of resources to come in
and helped us fund a lot of the social services
and infrastructure expansion and cut our
debt-to-GDP ratio,” Finance Secretary Mar-
garito (Gary) Tevestells /] in an interview in
his Manila office. The government deficit
was 1 percent of GDP in 2008, down from a
peak of 5.3 percent in 2002, and the national
debt had declined to 57 percent of GDP at
the end of last year, from 76 percent in 2004.
The government’s medium-term plan calls

for balancing the budget in 2010 and reduc-
ing the debt to 43 percent of GDP that year,
but the stimulus spending will delay that
target, Teves concedes, without specifying
anew date.

The new budget calls for the deficit to
increase by P27 billion, to P102 billion, or
1.2 percent of GDP, this year. The P1.4 tril-
lion budget, up nearly 16 percent from 2008,
contains a near-tripling of infrastructure
spending, to P260 billion, and will finance
many projects already under way, including
32 airports, 28 power plants, 27 seaports and
ninerailways. “The spendingis targeted — it
is not just spending for the sake of spending,”
notes AIToyo.

Arroyo is also ramping up investment in
agriculture in a bid to make the country self-
sufficient in rice. She drafted the program in
response to a global rice shortage last year
that saw wholesale rice prices more than
double, to P40 a kilogram, inflation surge
to a high of 12.4 percent and fights erupt as
hundreds of thousands of people queued up
for scarce supplies of the staple. The Phil-
ippines, whose population of 91 million is
growing by 2 percent a year, imported 2 mil-
lion tons of rice in 2007, roughly 10 percent of
its consumption and 7 percent of the global
trade inrice.

The government’s prograim aims to more
than double investment in agriculture, to
P50 billion a year for five years, with spend-
ing focused on building rural roads, irri-
gation canals and regional warehouses to
storerice, says Agricultural Secretary Arthur
Yap. “Since the time of martial law [under
Marcos], this is the first time we had such a
large-scale investment in agriculture,” he
points out.

Former Agriculture secretary Salvador
(Sonny) Escudero, who advised Yap and
Arroyo on the program, says, “If imple-
mented properly, the president’s program
can make the Philippines self-sufficient in
many agricultural products, especially rice.”
More than 50 percent of the population lives
in rural areas, and creating jobs there will
slow the migration of people into urban
slums, he notes.

Many Filipinos have long migrated over-
seas for work, of course. Currently, some 8
million workers live abroad, and they send
$1.4 billion amonth back to the Philippines.
Remittances account for 11 percent of GDP
and are a major reason foreign exchange
reserves reached a high of $36 billion in
November, compared with $15.6 billion in
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2001. The government launched a financial planning
and investment program for overseas workers to
encourage a continued flow of funds.

The global downturn poses a threat o these flows.
but the president remains optimistic that remit-
tances will continue to grow this year, “The bulk
of our expatriates are in the Middle East and Asia,
which are fairly resilient in the face of the downturn
intheU.S. and Europe, " she says. "And our workers

o0

I imple-
mented prop-
erly. the
president’s
program can
make the
Philippines

was on the phone within minutes of our conversa-
tion and was telling one of her cabinet secretaries
10 look into enticing private investors to build more
shopping malls and restaurants that operate around
the clock at Clark,” Kapoor says.

Trade and Industry Secretary Peter Favila says
he and the president will “do everything possible”
to help foreign investors. One such moveis a cutin
the corporate income lax rate, to 30 percent from

are increasingly becoming skilled workers. So the
higher the skill, the higher the income and the higher
the remittance.”

The wealth effects of remittances are apparent in
Manila. Romson Velez, who runs Expat Realty and
Services Co., which manages condos on behalfof Z¢_ o

self-suf'fi-
cient in many
agricultural
products.

35 percent. The reduction was enacted in 2008 as
part of a long-term tax strategy but ok effect in
January, which could provide another bit of timely
stimulus,

Notwithstanding incentives, foreign investors
continue to complain about corruption in the Philip-

investors in the capital's Makati business district,
says most luxury condominium projects cater pri-
marily to Filipinos living abroad. “Many who spend
a lifetime working overseas tend to buy property at
home as a way to save for retirement,” he explains.

But President Arroyo doesn'’t believe that the
country can continue to rely on earnings from
abroad. Since taking office she has been nurturing
the business-process outsourcing industry, trying to
lure multinationals to set up call centers and back-office operations
in a bid to create jobs in a country where the unemployment rate
stands at 10 percent.

More than 380,000 Filipinos now work at call centers and in
back-office support operations run by multinationals, notes
Oscar Sanez, chief executive officer of the Business Process-
ing Association of the Philippines, which has more than 200
international members, including Accenture, Dell Com-
puter, HSBC Holdings, IBM Corp., JPMorgan, Microsoft Corp.
and Procter & Gamble Co. The industry produced $6.8 billion in
revenues in 2008, up 35 percent from 2007, and may employ closeto 1
million people by 2012, with revenues topping $13 billion, he says.

Vikas Kapoor, CEO of New York-based business-process solu-
tions provider iQor, which employs 2,500 people at three call centers
in the Clark Special Economic Zone north of Manila, a former U.S.
Air Force base, recalls telling Arroyo last February that his staff didn’t
have many places to eat or take a break during graveyard shifts. “She

(Sonny)E:
Ex-Agriculture secretary

pines. “Even getting appointments with government
officials often involves paying individuals’ ‘fees,”
says David Elefant, who runs a Wi-Fi network on
the resort island of Boracay. The Philippines comes
inalowly 141stin Transparency International’s cor-
ruption perceptions index, tied with Iran and Yemen
and trailing Indonesia.
Arroyo denies opposition allegations of corrup-
tion, saying they are part of “hardball politics” in the
country. “We don’t want to tolerate corruption,” she says. “That is
why we made anticorruption an agenda for the remainder of my
term. Unfortunately, the Philippines has a long legacy of corruption.
Although you can’t solve it overnight like Hercules going to the
Augean stables, we are making progress.”

Philippine politics is indeed rough-and-tumble. Over the past
eight years, Arroyo has survived three coup attempts by insurgents
in the military, and in December she beat back a fourth impeach-
ment attempt by congressional opponents. Undaunted, the presi-
dent continues to look ahead to completing her term in 2010 and
putting the Philippines on track to achieve developed-economy
status in 20 years.

“My goalis to help the Philippines become a first-world nation,”
she says. “What we’re doing is bringing our country well on the road
toward that goal. To do that we have to make sure our progress is
maintained on a fiscal front. We have to make sure it translates into
benefits for the people.” oo

Reprinted from the February 2009 issue of Institutional Investor Magazine. Copyright 2009 by Institutional Investor Magazine. All rights reserved.
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