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FOREWORD

Globalization issues are at the forefront of international and national debate. In
the face of rapid developments in telecommunications that have allowed the interna-
tional economy to penetrate the deepest nooks and corners of the world, even iso-
lated countries like Cuba and North Korea have begun to show signs of increasing
openness to the international market. Having resisted world capitalism for decades,
the participation of such countries would suggest that liberalization and the integra-
tion of national economies to a global system would continue unabated into the first
decades of the 21st century. From the dominant perspective in the debate, this trend
is laudable because of the promise of greater efficiencies and increased growth as
more countries and sectors such as media and public utilities open up to the interna-
tional market in trade and investments.

On the other hand, opposition to the continuing globalization of national econo-
mies is rising. The 1997 Asian financial crisis and subsequent episodes in Russia and
other parts of Eastern Europe have laid bare the downside of freely flowing goods,
capital and other resources. These events have intensified worldwide anxieties and
fears over the negative impacts of globalization that underlie the critical perspectives
and protests which spread from Seattle to London to Africa and Latin America. The
events at the World Bank-International Monetary Fund annual meeting in Seattle,
Washington, were an eloquent expression of the extreme anxiety over, and struggle,
against unabated globalization.

The paradox of globalization as a potentially liberating and alienating force has
led to a range of positions on appropriate national responses to international eco-
nomic processes, from full involvement to withdrawal to critical participation. In
search of an enlightened response for the Philippines, the University of the Philip-
pines Center for Integrative and Development Studies (UP-CIDS), mandated to
mobilize the multidisciplinary expertise of the University to address issues of na-
tional concern, has begun to re-examine assumptions and assertions about the ef-
fects of globalization. Coming to Grips with Globalization represents an initial at-
tempt by the economists working with the Center’s Emerging World Environment
Program (EWE) to sift through the globalization issues that confront the nation.
The authors hope to stimulate discussion with both like-minded colleagues and
those who hold contending views. The Center believes that the clarification of as-
sumptions regarding globalization processes and appropriate responses that ought
to result from such interactions will lead in the long run to more enlightened and
sharpened policy recommendations.
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DIMENSIONS OF
GLOBALIZATION

CAYETANO PADERANGA JR.*

THE WORLD AT THE TURN OF THE 2157 CENTURY

The Reality and Meaning of World Integration

World economic integration has arrived. The implementation of the single Eu-
ropean currency, the euxro, has announced this with unmistakable clarity. This devel-
opment is another step in the continuing integration of financial and other markets
around the world in recent decades. It could also be an additional step toward the
gradual unification toward one global market, if regional markets, in the end, can be
sewn together into one seamless reality.

The deepening of economic integration in Europe, together with the spread
market integration in other regions such as the North American Free Trade Area
(NAFTA), the ASEAN Free Trade Area (AFTA), and Southern Economic Commu-
nity (Mercosur). The collapse of the socialist systems Eastern Europe and the Union
of Soviet Socialist Republics (USSR) has added to the growing feeling that the West-
ern-style market economy is spreading to the farthest corners of the world. These
developments, together with the increasing integration of capital markets and the
deepening of market access and the coverage of multilateral trade agreements em-
bodied in the Uruguay Round agreements also manifest a movement toward one
global market.

* Professor, School of Economics, University of the Philippines, Diliman, Quezon City.
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At the same time, several developments in the last three years show the darker
side of the new world environment. The Asian financial crisis, the financial meltdown
in Russia, and the scare given by the developments in Brazil and Argentina illustrate
that integrated markets can also be destabilizing, giving rise to global uncertainty.
The favorable conviction of most policymakers around the world toward world eco-
nomic integration has been shaken and a sense of reexamination now permeates
discussions in many government discussions around the world.

Contrast with Globalization at the Turn of the 20" Century

It may be interesting to note that the past 20 or 30 years are not the world’s first
brush with globalization. At the turn of the twentieth century, world commerce and
capital integration reached levels that in certain respects have not yet been attained by
the degree of integration attained in recent decades (Feenstra 1998). Table 1 shows the
ratio of merchandise trade to gross domestic product of selected countries for certain
years, illustrating varying degrees of economic integration during the last century.

Table |
Ratios of Merchandise Trade to GDP (percent)

Country 1890 1913 1960 1970 1980 1990
Australia 15.7 21.0 13.0 11.5 13.6 134
Canada 12.8 17.0 145 18.0 241 22.0
Denmark 24.0 306.7 26.9 23.3 26.8 24.3
France 14.2 15.5 9.9 11.9 16.7 17.1
Germany 15.9 199 145 16.5 21.6 24.0
Tealy 9.7 14.4 10.0 12.8 19.3 15.9
Japan 5.1 12.5 8.8 8.3 11.8 8.4
Norway 21.8 255 249 27.6 30.8 28.8
_ Sweden 236 212 18.8 19.7 25.0 235
United
Kingdom 27.3 29.8 158.3 16.5 20.3 20.6
United States 5.6 6.1 34 4.1 8.8 8.0

Source: Reprinted from Feenstra (1998), p. 33
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On the other hand, the same article presents data showing that the degree of
integration in the earlier period has already been surpassed. Using the ratio of mer-
chandise trade to merchandise value-added (to reduce the obscuring effect of non-
tradable services which increase as income per person increases), Feenstra (1998)
shows that most members of the Organization of Economic Cooperation and Devel-
opment (OECD) have surpassed their earlier commodity integration levels. It re-
mains to be seen whether the trend will continue to the extent that the consensus will
be that re-integration has, in fact, occurred.

Table 2
Ratios of Merchandise Trade to GDP (percent)

Country 1890 1913 1960 1970 1980 19990
Australia 27.2 35.6 24.4 25.¢ 324 38.7
Canada 297 39.4 37.6 50.5 65.6 69.8
Denmark 47 4 66.2 60.2 659 90.0 85.9
France 18.5 23.3 16.8 257 44 .0 53.5
Germany 227 29.2 246 31.3 48.5 57.8
Italy 14.4 219 19.2 26.0 431 43.9
Japan 10.2 239 15.3 15.7 258 18.9
Norway 46.2 55.2 60.0 73.2 709 74.8
Sweden 42.5 375 39.7 488 72.9 73.1
United

Kingdom 61.5 76.3 33.8 40.7 52.6 62.8
United States 14.3 13.2 9.6 13.7 309 35.8

Source: Reprinted from Feenstra (1998), p. 35

Measures of Globalization

Globalization today is substantial by most standards. Trade growth in the last
few decades has been rapid. From $122.6 billion in 1950, it has increased to $11.0
trillion in 1998. In just 48 years, it has trebled as interdependence among economies
intensified.
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kFigure i
Levels of Exports, Imports, and World Trade, 1950 - {998
(in billion US dollars)
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Source: Internationai Monetary Fund, international Financial Statistics.

Features of the Emerging Environment'

What differentiates current globalization from the previous one are the sheer
 sizeand speed of today’s economic integration. While integration at the turn of the
twenteth century included a large portion of the world, the greater portion of the
globe essentially participated as colonies and adjuncts of economic and political ern-
- pires. Today, most countries involved in the integration process participate as politi-
cally independent states and economic units with full participation rights in multlat-
eral negotiations or international financial institutions. Thus, the number of decision-
makers involved have increased by a substantial factor. Real per capita incomes have
also risen since the last episode, implying that more of peoples resources are now
devoted to expenditures that can be postponed and instead shifted to capital and
investment activities.
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One of the first attributes of the present globalization episode has to do with the
financial integration currently being experienced. The financial markets are now truly
global. Money respects no borders. With clicks of a keyboard, investors trade $1.5
trillion worth of foreign currencies and $15 trillion in stocks worldwide each day,? putting
errant or just unlucky nations at the mercy of merciless speculators.

Table 3
Net Long-Term Resource Flows to Developing Countries, 1990-1997
(in billion US dollars)

Type of Flow 1990 1991 1992 1993 1994 1995 1996 1997

All developing
countries 98.3 116.3 1439 208.1 2062 243.1 281.6 300.3
Official

development
finance 56.4  62.7 538 53.6 455 54.0 347 442
Total private
flows 419 53.6 90.1 154.6 160.6 1891 2469 256.0

Debt flows 15.0 135 338 44.0 41.1 55.1 82.2 103.2
Commercial

bank loans 3.8 3.4 3.1 2.8 8.9 293 342 411
Bonds 0.1 74 8.3 31.8 275 238 45.7 538
Other 111 27 124 9.4 4.7 2.0 2.3 8.3

Foreign direct
investment 23.7 329 453 65.6 869 1015 119.0 1204
Portfolio

equity flows 3.2 72 11.0 45.0 326 25 458 325

Source: World Bank Debtor Reporting System.

The counterpart of financial integration in the commodities market is the closely
intertwined nature of cross-border suppliers and sub-contractors. Because of techno-
logical advances in transportation and communication, it is now much easier to coor-
dinate production of a product’s components at different locations to be assembled
later (perhaps, close to the market) for sales. Marketing itself has become ubiquitous
all over the globe. Where before selling was physically concentrated on major mar-
kets, products are becoming more available to Web surfers throughout the (cyber)
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world. Clerical work or software programming such as credit card processing and
billing can be done (“outsourced”) from anywhere to workers in Omaha, Nebraska
or Bangalore, India. Somebody’s sickness in the dry, wind-swept steppes of Kazahkstan
can be diagnosed by a doctor in London.

This increased ability to distribute manufacturing among many places and send
the components for “just-in-time” assembly or production close to the final destination
has brought down inventory and financial costs. It has unearthed hidden costs which
can then be eliminated, thereby making commodities available to consumers worldwide
at the lowest prices. These lower prices together with the reduced distribution costs
have made more goods and services available to an increasingly global market.

The other distinguishing attribute of today’s globalization episode is the level of
disaggregation in commodity trade and the type of capital involved in financial flows.
This is facilitated by the ease of cross-border manufacturing coordination and
outsourcing described above. In the earlier episode, trade consisted mostly of fin-
ished products and raw materials needed for production which were then assembled
in a central factory which exploited economies of scale to lower production costs.
Today’s commodity trade includes what has come to be known as “disintegration of
production” where intermediate products cross national borders several times during
the manufacturing process.

Manufacturers trying to wring the last ounce of cost savings out of differing
national comparative advantage among nations break up the manufacturing process
into several levels and farm out the production of these components to several suppli-
ers who, in turn, may farm out their own sub-components to various sub-suppliers.
The various levels of suppliers and components may be in different countries, leading
to a single part crossing national borders several times as it is incorporated into
increasingly higher levels of manufacturing or assembly.

Feenstra (1998) gives the example of a relatively simple product, the Barbie doll.
The raw materials may be obtained from Japan and Taiwan. The assembly can be done
in those countries or in the Philippines. (This has since migrated to Indonesia, Malaysia,
and China). The molds come from the United States, just as the paints added towards
the end of the process. In this simple example, the raw material from Taiwan will cross,
at least, two national borders before being sold in a store in the United States. More
complex products may involve more parts and more border crossings.

These changes in production and trade practices ultimately link the fortunes of
the suppliers and sub-suppliers much more intimately to those of the end-product
sellers. Just-in-time inventory management and distribution, as well as coordinated
cross-border production disaggregation make the lags between fluctuations in the
final market and the gyrations in component production very short. Thus, quivers in
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the larger final goods markets in developed markets very quickly become major
tremors in emerging economies. On the other, technological innovations allowing
these production changes may also allow those nimble enough to quickly move on
new markets.

New Features

The new features of the emerging world environment may change the underly-
ing processes of interaction, leading to qualitatively different results from those we
expect. For one, it is based on information to a much greater extent than before. In
today’s knowledge-based economy, intellectual capital drives the value of products.
From 1990 to 1996 the number of people making goods fell 1 percent, while the
number of workers providing services grew 15 percent.

Technological innovations in transportation, communication, and production
techniques over the last few decades have made the intertwined production process
described above possible. This has been supported by the rapid rate of innovation in
financial instruments during the same period. Advances in financial theory, has led to
financial integration and erosion of financial barriers, enabling the global market to
bypass economic walls more easily. Finally, changes in economic policy and multilat-
eral agreements have allowed increasing economic interaction among countries.

A virtuous cycle of complementary changes has characterized the process. An
increase in commodity flows lead to increase in financial flows, as a surge in payments
and settlements reflect increased commerce. On the other side, an increase in finan-
cial flows aids increased commerce as enhanced financial and credit support allows
more transactions to take place. Increased in financial flows are gross rather than net
terms implying that a major portion of these added flows are for portfolio market
transactions and as support for commodity flows. It also indicates cross-border for-
eign direct investments are casier to make, implying an increasingly single market.

Economic, Social, and Political institutions

The foregoing features imply a world of substantially specialized activities. The
old economy, which existed throughout most of the twentieth century, was geared to
mass production, mass marketing, and mass media. Standardized products spewed
out of long production runs from assembly lines in centralized factories. Entertain-
ment and ideas were broadcast from big studios and publishers. A few oligarchic
firms in large markets dictated styles, forms, and standards, whether these were in
office supplies, dresses or household appliances. The cost advantages of mass pro-
duction tended to dominate the market value of subtle variations in preferences.
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Now, products can more easily be individualized. Cars in many manufacturing
companies are ordered from the factory tailor-fitted to the individual customer’s
desires. Even clothes come in many more styles and sizes because computerization
aids tracking and handling of inventory and orders. The same change has happened
in production. Cheaper and more precise components are now available from more
suppliers easily accessible any time through high-speed communication and com-
puter interconnection. These arrive at the exact time that they are needed for produc-
tion. As a result, better products can now be made with better quality from cheaper
and more dependable intermediate materials, bringing down the cost of production
for almost all commodities. Innovations in inventory management, financial prac-
tices, and other ancillary activities further reduce the cost of bringing goods to mar-
ket.

The new environment decentralizes power. As the transistor was being invented,
George Orwell, in his book 1984, was making one of the worst predictions in a
century filled with them: that technology would be a centralizing, totalitarian influ-
ence. Instead, technology became a force for democracy and individual empower-
ment. The Internet allows anyone to be a publisher or pundit, e-mail subverts rigid
hierarchies, and the tumult of digital innovation rewards wildcats who risk battle with
monolithic phone companies. The symbol of the atomic age, which tended to cen-
tralize power, was a nucleus with electrons held in tight orbit; the symbol of the digital
age is the Web, with countless centers of power all equally networked.

It rewards openness. Information can no longer be easily controlled nor ideas
repressed nor societies kept closed. A networked world facilitates free minds, free
markets, and free trade. As a result, a more participative mode of government is
technologically within reach because of the innovations of the last few decades.

Anxieties About the New Global Environment

Paradoxically, we see increasing fears of the new environment from many sec-
tors. In fact, the puzzle is even as the world is growing fast, inflation is down, and
there are many goods and services available, everybody is so afraid. All over the
affected region, cries for the review of policies on opening markets are increasingly
being heard. The Asian crisis has heightened these fears and anxieties but even before
that episode, some sectors felt threatened by the rising globalization of trade and the
integration of markets.

These concerns arise not only from fears of dislocation and being left behind.
These also come from memories of what had happened from past stabilization and
restructuring following the global crises of the 1970s and 1980s? and the experience
of the last episode of globalization. There are indications that in the early part of the
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" globalization of the nineteenth century, some sectors were adversely affected even
though the overall impact was positive. These adversely affected sectors included
landowners in the developed countries (“old world”).and low and semi-skilled work-
ers in the new world, which had started as labor-scarce and land abundant (Williamson
1998).* As globalization proceeded, the number of adversely affected sectors in-
creased. Conséquently, the political opposition to globalization and its effects grew
over time. Together with, and perhaps in interrelationship with, the growing interna-
tional conflict that was manifested by the outbreak of World War I, these were big
reasons for the reversal of the liberalization effort of that period.

The animosities made worse by World War I and the reversal of globalization
created the environment that resulted in the tit-for-tat trade retaliations triggered by
economic slowdowns in the United States and other major trading countries. The
resulting Great Depression ended with very high trade barriers and restrictions on
capital movements, labor migraticn, and other resource flows. It would be another
50 years before globalization as a phenomenon would capture the public’s attention.
This aspect of the most recent liberalization episode needs to be considered seriously
because of the danger of a backlash reversing previous liberalization. Such a reversal
of policy would force economies to restructure again (in the opposite direction this
time). The overall process of liberalization and reversal would whiplash economies
resulting in needless waste of resources as investments become valueless.

Implications of Economic Globalization

The danger of a backlash and the reversal of globalization reveal the fine balance
between the speed and sustainability of “reforms.” This is particularly important
because globalization, at least conceptually or as claimed, has importantimplications
on the longer-run prospects of countries and their sub-groups.

Efficiency and growth :

The increased ability of firms to source cheaper inputs and the broader range of
choices available to consumers all point to a substantial change in efficiency and
increase in world welfare. The ability to break up what businessmen refer to as the
“value chain” and to choose parts of the production process where the company has
a competitive edge, leaving the portions where it is weak to outside suppliers, en-
hances a firm’s competitive strength. Consequently, it increases the firm’s market
reach, allowing the company to enter previously inaccessible markets. This latter
effect is, of course, magnified by the innovations in transportation and communica-
tion and by the consequent ability to choose among distribution channels.
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Comparative advantage and trade

As a result, consumers have a much broader range of choices, putting competi-
tive pressure on their traditional suppliers. This in its turn causes further efficiency
gains as producers are induced to reduce as much as possible what economists refer
to as “x-inefficiencies.” These are unnecessary costs that creep into the production,
distribution, and financing costs due to lack of attention, minor affectations, perks, as
well as insufficient industry. The resulting competitive pressure leads to market and
industry restructuring expected to lead to a leaner and more efficient industrial struc-
ture.

At the international level, firms bow out of products where it has no competi-
tive edge. Industries where countries are not competitive disappear and the more
efficient, resilient and productive firms increase in number and size. The ending
configuration of firms and industries result in industrial structures that are less
complete in each country than before. Countries specialize in activities where they
have comparative advantage and leave other activities to other countries. In the
end, countries become more dependent on each other and global trade increase
geometrically.

Dimensions of Globalization

Sectoral dimensions

Globalization shows up in many forms and contexts, affecting reality in various
ways. Countries and governments are affected and need to react to these changes in
several ways. A recounting of some dimensions help identify possible actions for
governments. The first dimension of globalization is the sectoral impact coming from
changing comparative advantage and the implications of these changes on the vol-
ume and pattern of trade. As comparative advantage at the national level plays outin
the microeconomic or firm level, the various sectors experience varying rates of
growth and decline. Some industries increase their shares of the domestic product of
some countries. Others become less important and even atrophy.

Williamson (1998) and Feenstra (1998) imply that even within the broad sec-
tors, component sub-sectors have differing experiences. For example, even among
the labor sector, workers of different skill levels experience different fates. The lot of
highly-skilled workers often differ from that of low-skilled labor, leading to different
distributional impact even within the labor sector. Still, the same studies reveal that
the broad conclusions of Hecksher-Ollin — that is with trade (or free flow of re-
sources such as migration), the more abundant factor in a country gains in per unit
income, while the scarce factor experiences relative decline. The main conclusion is
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that the different sectors of countries undergoing globalization will experience sub-
stantial sectoral shifts that could be quite unnerving.

Two implications immediately flow out of these observations. First, is the impli-
cation for labor and human resource policy. The uneven impact on the different sub-
sectors imply substantial changes in income distribution. This is especially clear in the
changing fortunes of workers of the various skill levels. This is also true of capitalists
producing different products with firms of various sizes and landowners cultivating
farms of different products and of various sizes. This distributional impact can have
dangerous consequences for social and policy stability. It may also require comple-
mentary economic policies to mitigate the worst of these effects.

The resulting industrial restructuring requires transition programs to ease the
transition to a new structure. For labor, this means a comprehensive package of re-
training and matching programs. For capitalists and landowners, this may imply fiscal
and financial programs to assist the transition to alternative industries. What is needed
is faster liquefication of fixed investments so inefficient industries are left speedily and
new, more efficient firms grow fast. Both aggregate employment and production are
expected to benefit from these transition programs.

The other implication has to do with the investment in infrastructure needed by
the new industries. Inadequate infrastructure support may obstruct the growth of
these industries and unnecessarily magnify the dislocations accompanying industrial
restructuring.

Financial dimensions

The most visible manifestation of the financial dimension of globalization is the
increasing volume and speed of financial flows throughout the world. This is the
result of technological innovation advances, innovations in financial theory, a new
attitude in financial policies, and also the increased international trade in goods and
services. As the actual goods and services flow in one direction, funds flow the other
way as payments and obligations are settled. The resulting change in the global finan-
cial structure has unleashed forces that governments and international institutions are
only starting to come to grips with. The Asian currency crisis in 1997 and the Russian
financial “meltdown” several months later have brought home the dangers spawned
by these new conditions. Papers by Gochoco-Bautista and Tan in this volume, written
soon after the Asian currency crisis, detail some of the changes brought about the
new financial conditions.
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Human resources

The human resource dimension of globalization is the most immediate concern
flowing out of globalization. Labor retraining and job matching implied by industrial
restructuring, discussed above, is just the starting point of this dimension of globaliza-
tion. These tasks have to be imbedded in the larger context of the broader implications
of the emerging world environment. The new trade and financial framework facilitates
the existence of virtual companies that can be formed for specific tasks or contracts and
then dissolved. This development means that employment in many circumstances can
no longer be thought of in terms of long-run employer-worker relationships. Rather,
the worker may think of himself as being closer to the medieval craftsman who was
engaged for a specific job and then moved on to the next engagement.

The new employment setting requires a whole new framework of social and work-
ing arrangements. The first major change is in the kind of worker produced by the
educational system. The new graduate coming out of schools and training institutes
have to be flexible, well-trained in basic skills that have wide application, and with the
attitude of self-confidence, self-reliance, and adaptability to new situations. This may
entail a completely new vision of education and the kinds of schools to be developed.

The second major change is in the support for retraining, worker financing
during periods of employment “fallow” implicit in the new working environment.
Specifically, unemployment insurance, which may be renamed to reflect its new func-
tion, may have to be reviewed and reformed to fit the new circumstances. That is,
incentives for getting work as soon as possible and skills improvement features and
the like may be incorporated. Portability of pension benefits, as well as some unifor-
mity in features, may also be designed into the post-career institutions. Finally, the
structure of retraining programs may also be examined with a view to including ease
of entry and self-design by workers, availability of choices and variety in forms.

The last major change could be the most difficult for being the most fundamental.
Social attitudes towards work, employment/unemployment, and job definition have to
be changed. First, we have to removed the social stigma of becoming unemployed and
being temporarily “dependent” on either family or the public coffers. This is probably
the biggest obstacle to convincing workers that it is acceptable to stop working for a
while, even if just to find time to choose a better fit for them in the job market. As
virtual companies become more prevalent, it must be acceptable to have workers work
at less than one hundred percent of the time, although this will probably be compen-
sated for by premia in salaries. The same could be true to variations in “rank™ as
workers join companies at different levels as they are hired and re-hired.
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Legal and institutional

As trade, financial and other flows change the shape of borders and the way that
countries interact, legal and institutional arrangements also evolve. Some of the
changes will be dictated by the formal requirements of the new environment, others
will emerge spontaneously as new refationships are defined, and still others will come
as new mechanisms are intentionally designed for the new framework. Whatever the
reasons, the legal and institutional landscape will change with the deepening of glo-
balization.

implications for Countries

Macroeconomics and financial sector management

The fundamental changes wrought by globalization dictate equally sweeping adjust-
ments in the way that the economy is managed. Paderanga (1999) discusses the implied
alterations in the way that the macroeconomy is managed. In short, the direct impact of
fiscal, monetary, and other macroeconomic policies is drastically reduced. Policymakers
must now alter the way that they conceive their jobs. The days when mistakes arising
from cavalier macroeconomic management can be covered by the manipulation of symp-
toms have passed. The much more careful and difficult adherence to correct fundamen-
tals is now demanded by markets. All the technological innovations in communications
and financial management now allow markets to adjust in substantial ways to policy
mistakes, making sloppy managers pay dearly for their mistakes.

Legal and constitutional

Countries will now be induced to make the necessary legal and institutional
changes necessary to accommodate the emerging global environment. In some cases,
this may entail very difficult changes in fundamental faws and constitutions. Even
international treaties will now be more frequently amended to reflect the changing
realities. The most visible manifestation of this is the more frequent and broader
discussions in the international trading system through the General Agreement on
Tariffs and Trade (GATT), now enshrined in the World Trade Organization (WTO).
As aresult of globalization, therefore, countries may now be induced to examine even
their most basic statutes for consistency with the rules needed by globalization.

International relations and diplomacy

Akin to the changes in effectiveness of macroeconomic tools, the instruments of
diplomacy and international relations have also changed. This development ranges
from the new instruments of warfare available because of the technological innova-
tions identified or coincident with globalization. These new instruments incorporate



14 ' ; Paderanga

techniques in miniaturization, computerization, new materials and production tech-
niques, and even increased ability to deploy resources. At the same time, new diplo-
matic initiatives have been provided by the increasing facets of engagement and the
multiplicity of international arrangements now afforded by the manifestations of glo-
balization. A whole new approach to diplomacy and the practice of international
relations may be evolving in the face of the new world environment,

The new developments being induced by globalization are numerous. What
have been given above are just a few examples of the possibilities that lie in front of
countries, their policymakers, and their individual members. It is a new, exciting
world, but one fraught with dangers.

Qualifications to Globalization

Globalization and a “stable” internationai environment

The boon from the emerging world economy comes with a price. The instrument by
which the globalized markets induce ever-increasing efficiency and multiplicity of choices
achieves the desired results by putting pressure on firms and workers to work harder and to
continuously innovate. This continuous innovation in turn means new products that make
old and traditional goods obsolete or irrelevant. Thus, as the new economic environment
produces efficiency and variety, it also produces waste and potential unemployment. Unless
the adjustment mechanisms work fluidly, the waste and unemployment of resources will
persist, leading to lower output and lower welfare for larger portions of the population.

The most deeply felt anxieties seem to be related to the volatility in the new environ-
ment. Nothing has brought home this point more than the Asian currency crisis and the
contagion experienced by countries all over the world from the Russian currency melt-
down. With the size and speed of currency flows accentuating the explosive swings in
international finance, calls for a new international financial architecture have reverberated
loudly. In the academe, national capitals, and international institutions, a serious search
for mechanisms to make the new global financial network more livable is continuing.

Yet, financial volatility is only a part, albeit a clamorous one, of the volatility in
. the new environment. Resource flows have become easier. In fact, as discussed above,
itis a necessary feature of the mechanism that induces efficiency and innovation. And
it is this ease of movement that often resuits in drastic changes in prices, values, and
flows which have come to characterize the volatlity of markets. This is present in
commodities, equities, raw materials, and many other types of markets. This is a
feature that distinguishes the modern global markets. Constant swings and the con-
stant possibility of meltdowns are features of this market.

This reality haunts governments, business, labor, and ordinary individuals. The
question of whether this price is too high to pay for the benefits accorded by the new
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environment will continue to arise until a satisfactory response is designed. The new
global architecture must, therefore, include the ability of markets, firms, and indi-
viduals to ride out the volatility. Just how much of‘the required framework will be
made up of public or social safety nets, how much will be the responsibility of indi-
viduals and firms, will evolve over time.

Possibiiity of a backlash

The anxieties over the volatility and the sense of helplessness in the face of
market turmoil seem to be the largest threats to globalization today. Just as the
increasing inequality and the increase in sectors adversely affected by globalization at
the start of the twentieth century helped reverse the trend, these negative effects of
today’s international environment have the potential to bring about a reversal. This is
a development that must be addressed with some urgency. Otherwise, the benefits of
globalization and international integration can be lost by default.

implications for the Philippines

In a highly integrated world, the importance of external factors on domestic
macroeconomic performance is magnified by capital flows. Many developing coun-
tries like the Philippines are already reaping the benefits of the steadfast pursuit of
sound financial policies and outward-oriented, market-based structural reforms. This
is reflected in large inflows of foreign direct investment, expansion of both exports
and imports.

Nonetheless, heavy reliance on external developments and foreign saving has its
accompanying risks, which could imperil the stability of the domestic financial sys-
tem. In some emerging markets, banking sector weaknesses associated with expo-
sure to foreign risk have become apparent following reversal of capital flows.

Aside from the policy and structural weaknesses that openness and integration
reveal, there is the added issue that these features of the emerging world environment
contain inherent volatility. These qualities are precisely how the new economy (at
least partly) imposes the discipline that makes producers more efficient and aliows
markets and economies to flourish. In other words, increased volatility is an essential
characteristic of the new environment, and removing it may also negate the benefits
that are expected from the new arrangements. Yet, introducing the policy and struc-
tural features that will reduce the adverse effects or mitigate their impact will be the
challenge of the immediate future.

In the next article, Jose Antonio Tan I1I discusses a new monetary policy frame-
work for the emerging world environment. He says that increased openness and
globalization may impinge on the current mode of monetary policy. He further
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stressed the point that the choice of monetary policy and anchors is essential for the
design of a monetary policy. He concludes that as the Philippines moves to becom-
ing a part of the global economy, one option to monetary authorities is to shift from
the IMF-designed financial programming framework towards inflation targeting, a
framework that is more observable and casily understood by the public and markets.
He also suggested that the Bangko Sentral beef up its arsenal of monetary policy
instruments and revisit its operating procedures in the light of the emerging world
environment.

The third article by Corinna Gochoco-Bautista, attempts to assess the extent to
which capital inflows have affected macroeconomic performance in the Philippines by
looking at the effect of capital inflows on interest rates, money demand, and con-
sumption and investment demand. Empirical results of her study showed that large
capital inflows experienced by the country beginning in late 1989 resulted in the
appreciation of the peso and the deterioration of the current account. It also showed
that capital account has a significant negative effect on changes in the domestic inter-
est rate, Meanwhile, factors other than capital flows may be responsible for increased
money demand and the expansion of monetary aggregates. The results also suggest
that the demand for money is influenced by the capital account although not prima-
rily by increasing reserves. However, the results showed that capital flows do not
have a significant effect on real consumption demand while the lagged level of real
capital account and real capital account growth positively affects investment demand.
The results aiso support the notion that foreign direct investment (FDI) flows are
preferable to portfolio inflows as the former tend to be channeled to real investment
demand rather than real consumption demand. Lastly, she concluded that while do-
mestic macroeconomic performance is heightened by capital flows, policymakers
cannot attribute macroeconomic performance to capital flows alone. In the final analysis,
the economic impact of capital flows highly depends on the degree to which the
monetary authorities can control the money supply or the availability of credit.

In the fourth article, Rosemarie Edillon tackles the impact of increasing global-
_ization on capital using the capital transformation paradigm as framework. She con-
cludes that in the Philippines, domestic resource mobilization should be a key strat-
egy. At the forefront, the issue on domestic resource mobilization is compounded
with the problem of encouraging these resources to remain in the domestic economy.
The long-run positive effect of saving into investment and subsequent growth does
not work with prolonged dependence on foreign savings. She also notes the creation
of a climate conducive to investments maximizing returns (#.¢., by improving corpo-
rate governnance and minimizing costs), minimizing of risks (through disclosure
requirements, technical infrastructure, and the presence of reputable credit rating
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agencies), increasing labor productivity as well as agricultural productivity, and the
introduction of hedging instruments.

The following article by Gilberto Llanto discusses the role of fiscal policy in the
emerging world environment. The author counters the theory that fiscal policy is less
effective than monetary policy as a tool for macroeconomic stabilization in an emerg-
ing world environment of capital mobilization and flexible exchange rates. He says
that a fiscal policy that brings about a regime of low inflation, macroeconomic stabii-
ity, and fiscal surplus creates the appropriate conditions for greater deployment of
investment capital. Thus, there is a need for greater attention and care in using tax
and expenditure policy to achieve several objectives.

The sixth article by Nimai Mehta explains that the new order of privatization,
technological change, and competitive pressures has created the need to reconcile
market-based supply with equitable and fair outcomes traditionally associated with
the public provision of basic infrastructure. Here, the authorities try to provide a
more coherent framework to address the legitimate equity concerns in the provision
of basic infrastructure. In sum, he mentions that the role of the regulator is to ensure
a fair and equitable relative cost-share for access to shared facilities in basic infra-
structure. The concern with efficient supply is secondary, although not unimportant.
The regulator should also evaluate the effectiveness of particular regulatory instru-
ments in achieving the goals intended by the majority. Lastly, he says that the decision
with regard to a facility’s public relevance remains to be judged by the broader con-
stitutional-political decision process.

Gwendolyn Tecson, in article seven, asserts that with greater integration of de-
veloping economies into the global economy, the importance of exports growth and
competitiveness has become even more highlighted. Since there are now more play-
ers to contend with in the global arena, the Philippines will have to move faster to take
advantage of the ever-widening possibilities in global markets. In this chapter, she
tackles trends in trade and investment flows in world markets. She also defines the
Philippines’ major sources of competitive strength and weakness and draws out the
implications of these in terms of required policy responses and institutional changes.
For instance, more disciplined and determined countries such as China and Vietnam
offer formidable competition in terms of lower wages and larger market potentials.
She mentions that since trends in world market demand are headed towards the
direction of skill-intensive manufactured goods, capital is likewise directed to the
three main skill-intensive industries of chemicals, machinery, and transport equip-
ment. The Philippines can therefore take advantage of such world trade and invest-
ment trends given its relatively abundant and cheaper supply of skilled labor. In terms
of export structure, the author concludes that there is a need to move away from low-
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skilled labor intensive goods towards high-skilled-labor intensive manufacturing.

In the eight article, Joy Abrenica discusses the regulatory issues that new tech-
nologies have brought forth, particularly the telecommunications sector. She cites
that the lag in regulatory reforms contributed to the unequal development of the
telecommunications sectors. In this chapter, she examines the regulatory regime in
the Philippine telecommunications industry since 1993. The article critically reviews
the strategy options faced by the regulator and evaluates the regulatory strategy of
the Philippines over the past five years. Here, the author discusses the flaws in the
Service Area Scheme (SAS) and cross-subsidization of services in the sector.

The last article by Epictetus Patalinghug proposes that the establishment and
fostering of an effective competition policy is an important agenda for the future. How-
ever, this requires effective legislation that provides substantive authority to assess pre-
merger notification, regulate natural monopolies, determine misuse of market power
by large firms, and monitor restrictive and anti-competitive practices. He says that an
effective competition law regime — which shifts from industry-specific regulation toa
comprehensive competition policy framework — requires clear objectives: efficiency
and equity. Further, competition policy in the Philippine setting must aim at institutional
credibility and providing adequate resources for concerned agencies.

CONCLUSION

While the papers were largely written with the backdrop of a stable environment
— the full effects of the Asian crisis had not yet been fully felt — ensuing events
confirmed some of the fears of the writers. At the same time, some of the preliminary
suggestions given at the conference were validated by research following the Asian
crisis. For example, the caution expressed by Tan, Edillon, and Gochoco-Bautista in
their papers regarding the danger posed by the international flow of capital, as well as
the suggestions they made on how to respond or prepare, were essentially confirmed
as the market turmoil run its course. Several examples, found in the other papers,
will catch the readers attention as he goes through the following chapters.

These findings could have been serendipitous. A more plausible explanation,
though, is that in some sense these developments are not novel. The national and
international structures of market and economic activities have continuously evolved
as technology has advanced and policy experience has increased. The increasing glo-
balization of the world economy at the end of the nineteenth and twentieth centuries
have proceeded from a build-up of slight but continuing changes. What have been
different are the number of countries involved and the speed of the changes. The
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gross volumes of the flows may also be much larger than before. Still the trends and
the structural implications had been observed and studied prior to the latest crisis.
This has allowed the rather quick analysis of the causes and consequences of the
subsequent events. What may have also been different with the latest crisis is the
location {Asia and Eastern Europe) and, perhaps, the rapidity with which it pro-
gressed.

A natural question would be why the ensuing events still could not be anticipated
with more accuracy as to timing, shape, and size. This may not be a fair question as
posed because, in fact, the general characteristics of the causes and process had
described in research and policy papers. As an aside, on the eve of the Asian financial
crisis, studies pointing to the danger of stresses to the financial sector had started to
appear. In other words, the broad characteristics of the dangers arising from the
emerging world environment can be described. It is only the specifics of timing,
actual triggers, the sequence of events, and other concrete details that cannot be
foretold.

While not entirely comforting, the findings above are encouraging for, at least,
three reasons. First, we can envision the broad outlines of the stresses that the economy
may subjected to, allowing us to develop those parts of the economy expected to
undergo the most pressure. As part of this preparatory exercise, adjustment mecha-
nisms can be designed, ready for implementation. Secondly, knowing the broad out-
lines of the danger may also allow for early recognition of a developing crisis, en-
abling us to apply mitigating responses earlier. Finally, recognizing that we do have
some handle on the dangers of the emerging environment — even if incomplete —
could help reduce the anxieties arising from a total absence of knowledge.

Itis understandable to think that societies can place the benefits and dangers on
a balance and decide whether to participate in the globalization and integration im-
plied by the emerging world environment. Some may even venture that societies can
decide how much and how fast it will allow these trends to intrude into the economy
and society. However, a careful look at the evidence — and these papers add to
increasing abundance of knowledge on this particular point — seem to indicate that
these choices may not be readily available. Given the technical and financial innova-
tions of the last few decades, countries can no longer control the flow of resources in
and out of these countries, including labor flows known better as temporary and
permanent migration. Much less can countries control the flow of information that
may trigger these resource flows. In the extreme, countries stagnating or lagging
much behind others will witness the loss of its own citizens (with their belongings and
other resources) looking for better lives somewhere else.
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On the other hand, another look at the evidence seems to indicate that when
everything is put on the balance, the benefits of the emerging world environment
most probably outweighs the dangers. However, as these papers conclude, much can
be done to avoid many of the dangers or, at least, mitigate the effects of those that
cannot be prevented. Much work needs to be done. Plans have to be made, pro-
grams implemented and even cherished institutions may have to be modified. Itis
important to recognize this because sometimes the race goes not to the fastest but to
the one who starts earliest.

NOTES

Adapted from Time (December 29, 1997).

As of 1996. _

See, for example, Jolly, Cornia, and Stewart (1998).

Although, Williamson states this result in terms of increasing-increasing income inequal-
ity between landlords and workers in the old and new worlds.
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MONETARY POLICY
IN THE EMERGING
WORLD ENVIRONMENT

JOSE ANTONIO R. TAN III*

INTRODUCTION

In recent years, the Philippines has been experiencing a rush of economic re-
forms which have resulted in rapid but deliberate changes in her economic landscape.
Behind these reforms is the notion that liberalizing and opening the economy im-
prove welfare. The Philippines is not alone in this endeavor, Other countries are also
pursuing policies toward the same direction. The resultis a more open and integrated
world economy, and the degree of international integration is expected to intensify
over the medium and long-terms.

Among the sectors that have undergone reforms is the financial sector. While
the task of reforming the financial sector dates back to the 1980s with interest rate
deregulation and the introduction of universal banking, the financial reform program
did niot have substantial effects until the 1990s when other reforms were set in place.!
Among the major reforms are the foreign exchange deconirol initiated in 1991, the
rehabilitation of the central bank in 1993, and the liberalization of entry of foreign
banks in 1994. These led to the internationalization of the Philippine financial mar-
ket, both in terms of market players and financial instruments. Also, with deregula-
tion, financial variables which in the previous years may be considered as exogenous,

* Bank Officer VI, Bangko Sentral ng Pilipinas. The views, opinions and errors in this
paper are solely of the author and not of the BSP.
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have somewhat become endogenous.

As the Philippines moves towards a globalized environment, the parameters that
depict the relationship between financial and real variables may have changed. The
challenge to monetary and financial policy decision-makers is how to keep pace, if
not keep ahead, of these developments. This study presents the monetary policy
options for the Philippines as she moves towards becoming a part of the global
economy. The second section describes the structural reforms that have been under-
taken, particularly those which have significant impacts on the financial sector. This
sets the conditions that are currently and will be faced over the medium and long-
terms. This elucidates to the policymaker the challenges that the emerging world
environment brings about in the area of monetary and financial policy design. The
next section tackles the framework for monetary policy in the emerging world envi-
ronment. Section 4 briefly discusses the other challenges posed by the emerging
financial environment to policymakers. The last section gives the concluding remarks.

THE CHALLENGES OF THE EMERGING FINANCIAL ENVIRONMENT

Financial reforms in the Philippines started way back in 1980 with the lifting of
ceilings of instruments wich long-term maturities.? Also implemented was the con-
cept of universal banking. These financial reforms were accompanied by import lib-
eralization which essentially tariffied quantitative trade barriers. More interest rate
deregulation followed in succeeding years. However, the reforms were stymied by a
banking crisis and a deep economic recession. While there was no reversal of the
financial reforms already in place, controls were enforced in the form of banking
regulations.* Bank entry was prohibited and bank branching was curtailed. The Cen-
tral Bank issued its own debt instruments which raised interest rates to 45 percent.
These distortions took away whatever benefits that could have been gained with fi-

nangcial liberalization.
) Restrictions in the financial system persisted until the end of the 1980s. The
1990s ushered a new wave of deregulation in the financial system. The intent of the
policies crafted was to increase competition and deepen the financial markets. They
were also designed to integrate Philippine financial markets with the rest of the world.

Bank branching was gradually liberalized, and today the approval for new branches
is almost ministerial to the Bangko Sentral. Bank entry was also made easier, both for
domestic and foreign banks. In 1990, the entry of domestic banks was eased. An
amendment to the General Banking Act in 1994 allowed the entry of foreign banks.
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By 1995, 10 foreign banks established full service branches in the country. Other
foreign banks entered by establishing banking subsidiaries. These series of reforms
' fostered more competition into the banking system.

Another set of financial sector reforms initiated was the lifting of foreign ex-
change controls which had accumulated over 45 years.* This was initiated with
decision to increase the dollar retention limit from 2 percent to 40 percent. By 1993,
most of the capital controls were already removed. Due to the relative ease of moving
capital, this resulted in the influx of foreign capital. This also broadened the portfolio
menu of economic agents.

Completing the set of major reforms over the past seven years is the financial
rehabilitation and reorganization of the central bank. This institutional reform was
intended to create an independent monetary authority that would focus solely on the
conduct of monetary policy. Development finance and quasi-fiscal functions were
removed from the Bangko Sentral. More important, the Bangko Sentral was freed of
most of its financial obligations which were disguised as assets, thereby, giving it the
much needed boost to effectively conduct monetary policy.

The outcome of this gamut of reforms is a financial sector which is open relative
to what it was only a few years back. While globalization offers many new opportuni-
ties for improving welfare, it too puts forward several tough challenges. There are
three areas where globalization poses a major challenge to decision-makers and
implementors of monetary policy and financial sector regulation, namely: (1) the
design of monetary policy framework, (2) bank supervision and prudential regula-
tion, and (3) susceptibility to external shocks. The next section focuses on the first
challenge of the emerging world environment.

A NEW MONETARY POLICY FRAMEWORK FOR THE EMERGING WORLD
ENVIRONMENT?

The Design of Monetary Policy

Increased openness and globalization may impinge on the appropriateness of
the current mode of monetary policy. The charter of the Bangko Sentral ng Pilipinas
clearly indicates that price stability is the ultimate goal and since the Philippines is
under IMF tutelage, the targeting process follows the traditional financial program-
ming approach which looks at monetary aggregates as the relevant intermediate
targets (see Box 1 for a description of the monetary program).® Under financial
programming it is imperative that the relationship between prices, money, output and
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Current Monetary Policy Framework

The New Central Bank Act stipulates that the ultimate objective the
Bangko Sentral is to “maintain price stability conducive to a balanced and
sustainable growth of the economy.” Implementation of this objective is done
through financial programming. Financial programming begins with the esti-
mation of the monetary aggregate growth target, for the Philippine this is M3.
Given the inflation and growth targets, target M3 growth is computed using
income and price elasticities of money. The elasticities are derived by estimat-
ing a logarithmic money demand function. This implicitly assumes a stable
demand for money function. M3 levels are derived from the target growth
rates. The base money multiplier is projected, and base money targets are
obtained by divided the target M3 levels by projected money multiplier. Pro-
jections of reserve eligible government securities, liquidity floor balances, and
reserve deficiency are made to arrive at the reserve money target. Reserve
money (RM) is projected from expected movements in the BSP-balance sheet,
e.g. National Government deposit flows, Net Foreign Asset movements. The
gap between the target RM and projected RM sets the amount for open mar-
ket operations. Open market operations are done by the BSP Treasury De-
partment using direct t-bill purchase /sales, repos, and reverse repos.

central bank instruments be stable. These relationships are depicted by the income
velocity of money, real money balances, and the money multiplier.

Income velocity for monetary and credit aggregates, i.e.,, M1, M2, M3, and
Domestic Credit, exhibited a rapid decline in the post-1992 period (Figure 1). This is
particularly observable for the broader aggregates. Real monetary and credit bal-
ances too, show an abrupt change in behavior as the financial system become deregu-
lated and open (Figure 2). Likewise, the rapid change is most evident in M2, M3,
and Domestic Credit.

The money and credit multipliers exhibit a sharp increase after 1993 and con-

“tinue to do so until the present (Figure 3). This can be attributed to the decline in the
reserve requirement (a policy commitment of the Bangko Sentral) and the currency-
to-deposit ratio (Figure 4). Paderanga (1996) attributes the declining currency-to
deposit ratio to two factors. First is the proliferation of automated teller machines
which shifts preferences from currency towards deposits. The other possible factor is
the expectations of the public that the monetary authorities, taking into consideration
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that money supply is loose, will implement tighter monetary policy which will increase
the yields of interest-bearing assets. Thus, the incentive to hold on to interest-bearing
instruments like deposits. .

It appears that the reforms have resulted in the rapid changes the relationships
between prices, money, output, and central bank instruments, and this may suggest
instability in these relationships.® Considering that the financial programming im-
plicitly assumes a stable demand for money (M3) function, the current monetary
policy framework are put into question.

With increasing deregulation, liberalization, and economic integration, the more
the market becomes a consideration for the choice and design of the monetary policy
framework. The appropriate framework primarily entails that the central bank suc-
cessfully transmits its signals in a manner that is understood by the general public and
the markets. This becomes more imperative as market efficiency improves. The ap-
propriate framework requires the satisfaction of technical and non-technical criteria.
The technical criteria include the measurability, stability, predictability, and controlla-
bility of the targets, instruments, and economic relationships.” Non-technical (or
psychological) criteria pertain to question of transparency, accountability, flexibility,
timing, and acceptability by the general public and the markets.

Choice of Monetary Policy Targets and Nominal Anchors?

The choice of monetary policy targets and instruments is essential for the design
of monetary policy. The process of monetary policy targeting is considered multi-
staged. The first stage is defining the ultimate objective. The second stage is the
identification of an intermediate target which strongly influences the ultimate target.
Monetary authorities cannot directly control the intermediate target. But they can
make use of an operational target which affects the intermediate target. The third
stage is the designation of an operational target which the monetary authorities can
directly control using their instruments.

Over the years, the targeting literature has evolved into a “nominal anchors”
literature. A major difference though is that in the targeting literature the main con-
cern is how to determine the appropriate targets while in the nominal anchors litera-
ture, an additional aspect is the pre-commitment of the monetary authorities to achieve
and maintain the target. A nominal anchor is a variable in which the public can base
their expectations of monetary policy stance. It is through this nominal anchor that
the monetary authorities can signal their intentions. The nominal anchors also serve
to prevent the inflationary bias which is the outcome of the time inconsistency prob-
lem of monetary policy.? There are four possible nominal anchors, namely, the price
level or inflation, the exchange rate, monetary aggregates and nominal income.
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The use of monetary aggregates as nominal anchors is drawn from the original
targeting literature. Monetary aggregates are used to signal to the public and the
markets the intention of the central bank. A monetary anchor is desirable if it has a
predictable relationship with the ultimate target. However in many countries, this
predictable relationship broke down due to large velocity fluctuations, forcing them
to abandon use of monetary aggregates as intermediate targets (Mishkin and Posen
1997).

An alternative nominal anchor is the exchange rate. This means that the ex-
change rate is the intermediate target used to attain the ultimate objective. This calls
for fixing the value of the domestic currency to a low inflation country. By commiting
to peg the exchange rate, the inflationary bias of time inconsistency does not occur
since the central bank cannot overexpand money supply (which will result in the
devaluation of the currency). While having its advantages, an exchange rate anchor
may have undesired conequences, particular for small open economies. The fixed
exchange can lead to an exchange rate misalignment which encourages resources to
flow from tradables towards nontradables. The recent experience in Southeast Asia
shows how unsustainable this type of growth pattern is. Also, with.increased global-
ization, a fixed exchange rate regime is prone to breakdowns resulting in sharp and
undesirable adjustments in the exchange rate. Alternatively, defending the exchange
rate may be to costly in terms of interest rate hikes.!® Lastly, a fixed exchange rate
regimes entails the surrender of independent monetary policy, thus, it can no longer
be used to counter domestic shock and external shocks.

Another choice for a nominal anchor is the inflation rate or the price level. This
means that the use of intermediate targets are done away with, A major advantage of
this anchor is easily observed and understood by the public. Also, under a price or
inflation anchor, the independence of monetary policy is maintained. A major draw-
back of a price or inflation anchor is that there may be output variability trade-offs to
contend with. Consider an adverse supply shock. This results in lower output and
higher prices. A price or inflation rule dictates that money supply be tightened. While
prices do fall, output contracts further.

The solution to the trade-off problem of price level or inflation targeting is the
use of nominal income as an anchor for monetary policy. In the case the adverse
supply shock, 2 nominal income anchor, the necessary contractionary monetary policy
may not be as tight as that of an inflaton or price anchor. Inflation may not be
reduced as much but output variability is minimized. A disadvantage of the a nominal
income anchor is that it may not be readily understood by the public compared to
inflation. Also, a nominal income anchor calls for the announcement of potential
GDP growth. This is problematic because estimating potential GDP can be very
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difficult and estimates are hardly precise. Another disadvantage is that the national
income accounts are released on a quarterly basis as compared to monetary aggre-
gates and consumer prices which are released on a monthly basis.

Testing for Structural Breaks

Among the earliest and influential articles on monetary policy targeting is Poole’s
«Optimal Choice of Monetary Policy Instrument in a Simple Stochastic Macro Model”
(1970). Comparing money stock policy and interest rate policy, he finds that the supe-
riority of each option vis-a-vis the other depends on existing conditions, e.g. interest
sensitivity of money demand, the stability of the I-S function. An important inference
from the Poole article is that a desirable property of a target is its stable relationship with
other targets. Years earlier, Friedman suggested that the appropriate monetary aggre-
gate for monetary policy is the one which has the most stable velocity.

Itis instructive to test the stability of key monetary relationships like the income
velocity of money, the demand for money, and the reserve money multiplier as the
financial sector became more open. Quarterly data from the first quarter of 1986 to
first quarter of 1997 is used to estimate income velocity, demand for money and
money multiplier functions. Four monetary aggregates were used namely, M1, M2
M3, and M4." Domestic credit was used as a credit aggregate. GDP is used as an
indicator of income. Ninety-one-day treasury bill rates proxy for interest rates. The
functions estimated are specified as follows:

WV, = + a,i + amnM + g, (1)
InV/P = B, + B,4, + B,mGDP, + ¢, 2)
mMULT,_ = K, + Kji, + K. inM, + ¢, (3)

where M = M1, M2, M3, M4, DC; V_ = income velocity of M1, M2, M3, M4, DC;
MULT, = reserve money multiplier of M1, M2, M3, M4, DC; i = 91-day treasury
bill rate.

Sequential Chow tests were conducted from the first quarter of 1992 to the
fourth quarter of 1994 to check whether there are structural breaks that occur during
such period. For M4 only the last year applies. The results are shown in Tables 1 to
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Table |. income Velocity

M1 M2 M3 M4 DC
1992-1Q 2.49* 5.27%** 4.86%** 23.83%**
1992-2Q 2.41* 5.49%** 5.09**> 22.89%**
1992-3Q 3.00** 6.20*** 5.51*** 20.48***
1992-4Q) 2.60% 6.45%** 5.70*** 20.35%**
1993-1Q 2.37* 6.33%** 5.66%** 21.96***
1993-2Q 2.37* 6.32%** 5.69%** 25.20%**
1993-3Q 2.46* 6.69*** 5.98*** 37.14%**
1993-4G 2.66* 7A45%** 6.56*** 2.78**
1994-1Q 2.89** 6.32%%* 5.13%** 1.56 1.12
1994-2Q 2.72%* 8.42%** 6.80*** 1.13 0.76
1994-3Q 2.74* 8.51%** 6.64%** 207 0.58
1994-4C 2.75* 6.32%*> 4.47%*> 3.10* 0.40
wrww» xx» and “*” signficantat 1 percent, 5 percent and 10 percent, respectively.
Tabie 2. Demand for Money

Ml M2 M3 M4 DC
1992-1Q 4.11*** (.87 1.18 1.75
1992-2Q 4.32*** 091 1.18 1.75
1992-3Q 1.60 0.87 1.08 1.52
1992-4Q 1.50 0.87 1.07 1.76
1993-1Q 1.59 0.95 1.15 2.37*
1993-2Q 146 1.25 1.50 6.72%%*
1993-3Q 1.61 2.15 2.38* 66.11***
1993-4Q 0.76 344> 3.60%%* 0.47

T 1994-1Q 0.43 2.15* 2.16* 0.15 0.38

1994-2Q 0.51 3.29%* 3.34*> 0.27 0.37
1994-3Q 0.44 2.99%* 2.92%* 0.52 0.37
1994-4Q 0.44 1.85 1.75 2.01 0.37

wrwkn «kx? and “*» signficant at 1 percent, 5 percent and 10 percent, respectively.
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Table 3. Money Multipiier

M1 Mz M3 M4 DC
1992-1Q 2.10%** 412+ 4.35%** 28.98%**
1992-2Q2 4.84%**  411*** 4.38*** 23.91%**
1992-3QQ 4.82%** 457+ 4.98*** 23.18***
1992-4Q 4.62***  3.60*** 3.84**> 22.14%**
1993-1Q 395*%**  3.56** 3.85%** 22.55%**
1993-2Q 3.89***  3.56** 3.86%%* 23.90***
1993-3Q 3.20** 4.03*** 4.39%** 37.00***
1993-4Q 3.83***  6.50*** 6.92%** 3.24**
1994-1Q 3.09%* 3.53* 3.65%** 2.12 1.42
1994-2Q 3.15*~> 3.64*** 3.66*** 261* i1
1994-3Q 2.08* 2.11* 2.06 2.63* 0.89
1994-4Q 2.28* 1.14 1.16 1.86 0.60

“rwx» «xx» and “*” signficant at 1 percent, 5 percent and 10 percent, respectively,

3. Except for the demand for M4, all variables were found to have structural breaks
during the three year period. The results suggest that the relationships have become
unstable as the financial sector was deregulated and liberalized. These also cast doubts
on the appropriateness of the current monetary framework.

Testing for Predictability and Controllabilicy™

The instability of the income velocity, money demand and money multiplier
functions indicate the need to revisit the current monetary policy framework, espe-
cially when deregulation and liberalization are expected to further intensify in the
years to come. From a technical point of view, a stronger set of criteria for the choice
of monetary policy targets consists of controllability and predictability. The dynamics
of monetary policy targeting can be thought of as a two-tiered relationship, one
relating operational targets with intermediate targets and the other between interme-
diate targets and ultimate nominal targets (Figure 5). Inaccuracies in estimating the
relationship between operational and intermediate targets is referred to as “control
error.” The prediction error for the relationship between intermediate targets and
ultimate objectives is called either the “velocity error” or the “real balance error,” for
nominal GDP and price ultimate targets, respectively.
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Operational Intermediate Nominal
Target D Target ’ Target
(RCMor (Monetary {nominal GDP
IBCL) aggregates) or price)
Contro!l Error Velocity or Real
Balances Error

While it is desired that both control and prediction errors be minimized, it is
more important that the errors are negatively correlated with each other. This means
that errors must largely cancel each other to produce a small compound error.

In this study, the paths of nominal GDP (GDPN) and prices (proxied by the
GD? deflator; P) as potential ultimate nominal targets are discussed. In the Philip-
pines, the New Central Bank Act, while stating that price stability is the ultimate
objective, stresses that it has to be conducive to balanced and sustainable growth.
Thus, the ultimate objective of the Bangko Sentral can be interpreted as targeting
either a stable price path or a stable nominal GDP path. The potential intermediate
targets are M1, M2, M3, M4, and Domestic Credit {DC). The exchange rate is not
included as a potential ultimate or intermediate target because of the adverse effects
of a commitment to peg the exchange rate. Reserve Money (RM) and the Interbank
Call Loan (IBCL) rate are considered as potential operational targets.!?

If X is the operational target, Y is the intermediate target, and Z is the ultimate
" target, the relationship between the ultimate target and operational target is given by
their ratio, Z/X. This ratio can be decomposed into three components:
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where tiz-1 denotes the value forecasted for time £ using information through
time ¢-1. If no intermediate target is utilized the decomposition collapses to:

Z Z
In { — = Inf— + €
X X

13 t/t-1
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If NGDP and RM are the ultimate and operational targets, equations (4) and
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Table 4. Intermediate Target Comparisons (Root Mean Squared Percent Error)
Nominal target: Nominal GDP; Operational Target: Reserve Money

Intermediate  Velocity Error Control Error Compound Error

Target 88:4-91:4 92:1-97:1 88:4-91:492:1-97:1 88:4-91:492:1-97:1
None 16.214 9.752
M4+ 9.805 22.590 12.929
M3 12.771 8.118 16926 11.592 23277 10929
M2 11.943 7292 24567 8.400 16.520 6.852
Ml 8.857 6.218 7.520 7.109 7.099 5.608
DC 11.520 25.695 8.090  24.953 7729  17.254

*Sample period for M4 is from 1994-Q4 to 1997-Q1

Table 5. Intermediate Target Comparisons (Root Mean Squared Percent Error)
Nominal target: Nominal GDP; Operational Target: IBCL rate

Intermediate Real Balances Error  Control Error Compound Error

Target 88:4-91:4 92:1-97:1 88:4-91:492:1-97:1 88:4-91:492:1-97:1
None 9.242 6.830
M4* 9.805 14.649 21.319
M3 12.771 8.118 10.806 12.044 14915 14.012
M2 11.943 7292 11909 10478 9.004 11.324
Ml 8.857 6.218 7.842 6.618 10.558 8.902
DC 11,520 25.695 12.448  30.769 10456 17.326

*Sample period for M4 is from 1994-Q4 to 1997-Q1
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Table 6.Intermediate Target Comparisons (Root Mean Squared Percent Error)Nomi-
nal target: Prices; Operational Target: Reserve Money

Intermediate Real Balances Error  Control Error Compound Error

Target 88:4-91:4 92:1-97:1 88:4-91:492:1-97:1 88:4-91:492:1-97:1
None 7.881 7.030
M4* 10.838 22.590 11.651
M3 9523 4,788 16926 11.592 26.215 15.117
M2 16.695 4900  24.567 8.400 47.442 11910
Ml 5.446 4.683 7.520 7.109 8.811 9.938

21.073 8.090 24953 6.079 15.155

DC 6.779

*Sample period for M4 is from 1994-Q4 to 1997-Q1

Table 7. Intermediate Target Comparisons (Root Mean Squared Percent Error)
Nominal target: Prices; Operational Target: IBCL rate

Intermediate Real Balances Error  Control Error Compound Error

Target 88:4-91:4 92:1-97:1 88:4-91:492:1-97:1 88:4-91:492:1-97:1
None 9.185 5.755
M4* 10.838 14.649 22.198
M3 9523 4788 10.806 12.044 14.837 12.190
M2 16.695 4900 11909 10478 25974 9.789
Ml 5.446 4.683 7.842 6.618 8.892 5.838
DC 6.779 21.073 12448 30.769 10.309 13461

*Sample period for M4 is from 1994-Q4 to 1997-Q1
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All the e,’s are compound errors and they equal the sum of the contol error and
the prediction error. For example, in equation (9):

NGD NGD M4 M4
—In
M4 M4 RM

¢ t/t-1 £ RM t/r-1

—~ In

1)

The first bracketed term is the velocity (prediction) error while the second brack-
eted term is the control error. If the ultimate nominal target is the path of prices, the
predicton error is referred to as the (inverse) real balances error.

Due to the instability of the relationships, a Kalman filter-based time-varying
coeflicients model is employed to generate the one-step ahead forecasts. Forecasted
values are given by the equations:

Z 4

m{— ) =+ B +2aq, v, (13)
Y fn i1

f Y 4

m{— ] =8 +p,TB9  + 2B, Inv (14)
X fer i1
z s

m\— ] = +oTB  + 2o, InZ, (15)
X i1

L t/e-1

where TB91 is the 91-day treasury bill rate. Equation (15) is used in cases where
there are no intermediate targets, The predictions and control errors are computed
from the deviation of the one-step ahead forecasts from their actual values. The
Kalman filter estimation assumes that the coefficients a and 8 follow a random walk.™

Quarterly data are used for the estimated variables starting from the second
quarter of 1987 to the first quarter of 1997. The one-step ahead forecasts start in the
fourth quarter of 1988.'* The root mean squared percent error (RMSPE) is com-
puted to evaluate the extent of the errors. The period is divided into two sub-periods,
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4Q-1988 to 4Q-1991 and 1Q-1992 to 1Q-1997, to check the difference on the
appropriate targets before and during financial sector deregulation and liberalization.

Tables 4 to 7 show the RMSPEs of the various monetary policy targeting com-
binations for the two sub-periods. Before presenting the best options for monetary
policy targets, a few observations are at hand. First, it can be observed that the
compound errors are lower in the deregulation and liberalization period. This may be
attributed to the better information content of financial variables under a more open
and less restrictive financial environment. Second, while most tend to focus on prob-
lems arising from the instability of income velocity and money demand, the results
indicate that the control errors are generally larger than the velocity and real balances
error.

The results indicate that with financial sector deregulation and liberalization, the
compound error with the lowest RMSPE (=5.608%) is the process which targets
nominal GDP with M1 as the intermediate target and RM as the operational target.
A few percentage points higher (RMSPE=3.755%) is the option to directly target the
path of prices with the IBCL rate as the operational target. A third option
(RMSPE=5.838%) is to have the path of prices as the ultimate goal and use M1 as an
intermediate target with IBCL as the operating target. Due to the small disparities in
the RMSPEs, based on predictability and controllability framework, either of the
three monetary policy targeting options can be adopted under a deregulated and
liberalized financial environment.

Non-technical considerations enter in the final choice of the targeting frame-
work. In terms of anchors, the options collapse to a choice between a price or infla-
tion anchor, and a narrow money (M1) anchor. The first non-technical consider-
ation concerns which among these two variables are more observable by the public.
Most would assert that a price or infladon anchor is more observable and better
understood by the public as compared to a monetary anchor. The second consider-
ation pertains to the lags involved in the release of information regarding either vari-
ables. In the Philippines, consumer price indices have a lag of a month. On the other
hand, monetary aggregates are released with a two-month lag.

Another aspect that needs to be analyzed in choosing the monetary policy tar-
geting framework is the relationship between central bank instruments and the op-
erational targets. In theory, it is implicitly assumed that the central bank, through its
instruments, has direct and perfect control over the operational target. In reality
though, controllability may also be an issue between the policy instrument and the
operational target. In recent years, the most utilized tool of the Bangko Sentral is the
overnight reverse repurchase agreement (also referred to as the overnight reverse
repo). Through it, the Bangko Sentral controls the level of reserve moncey. By
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posting its overnight rates, banks can decide on how much reserves they intend to
lend to the central bank. The effectiveness of how the posted rate (RRPR) affects the
volume of overnight reverse repos (RRPV) can be depicted by this equation:

RRPV, = o, + 0,RRPR + u, (16)

where ,>0. Since the interbank call loan market competes with the reverse

repurchase window competes for reserves, the IBCL rate is also be affected by the
overnight reverse repo rate, as in:

IBCLR, = B, + B,RRPR + u, 17)

If &, is not significantly different from 1, then it can be concluded that the IBCL
rate is strongly influenced by the overnight reverse repo rate. Daily data on the
RRPV, RRPR and IBCL are obtained to estimate equations (16) and (17). The
resuits are presented in Table 8.

The regression results indicate that the overnight reverse repo rate does not
influence the volume of overnight reverse repos. The inability to do so means that its
control of reserve money is very weak. Table 8 also suggests that RRPR strongly

Table 8
Dependent Variable
Independent Variable RRPV IBCLR rate
Constant 23704.07 -0.30
(4.54)*** (-.38)
RRPR -225.54 1.08
(-0.61) (17.45)***

AR(1) 0.87 0.75
(44.62)*** (29.62)%**

R-squared .75 0.85

DW 217 1.68

F 1022.26*** 1868.80***

No. of Observations 673 673

“wkwn «xx» and “*” signficant at 1 percent, 5 percent and 10 percent, respectively.
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influences the IBCL rate (8, is not significantly different from 1). This results imply
that an interest rate operational target is easier to controi than a reserve aggregate
operational target. .

Based on the predictability condition, the non-technical considerations and
instrument-operational target control, it is suggested that monetary authorities con-
sider directly targeting the path of prices as 2 monetary policy targeting framework as
the Philippines becomes more financially deregnlated and integrated with the rest of
the world. While the danger of increased output variability is theoretically possible,
experiences of inflation targeting show otherwise. Mishkin and Posen (1997) empiri-
cally found, in the case of New Zealand, Canada, and the United Kingdom, that
inflation targeting resulted in lower inflation and interest rates with no adverse effect
on output,

Implementation Issues in Inflation Targeting

Price level vs inflation targeting

The first implementation issue in using the path of prices as the ultimate target
and nominal anchor in a direct targeting framework is the decision on whether to
target the price level or its rate of change. This subject is not without any controversy.
There are some who contend that inflation targeting dominate price level targeting,
e.g. Fillion and Tetlow (1994 ), Longworth and Poloz (1986}, and Judd and Motley
(1991). On the other hand, Hansen (1996) and Svensson (forthcoming) derive re-
sults which indicate that price targeting is superior to inflation targeting. What is
obvious though is that, in implementation, price level targeting is more difficult than
inflation targeting. Price level targeting has one property that inflation targeting does
not have, that is, in price targeting, the central bank must correct for past deviations
from target. For example, if the price level target was exceeded in the last period,
then for the current period, the central bank must aim for a price level lower than
target. In contrast, with inflation targeting, no corrections are necessary. The central
bank will just have to atrain the current targets — let bygones be bygones. Svensson
(forthcoming) suggests that monetary policymakers first do inflation targeting, and
once they have gained experience and establish track record, they move into the
more difficult framework of price level targeting. The approach might be the proper
one for the Philippines if it decides to go into targeting the path of prices.

inflation targeting as framework and not as a policy rule

Bernanke and Mishkin (1997) stress that inflation target should be looked at as
a framework for monetary policy and not as monetary policy rule. As earlier dis-
cussed, the advantage of a nominal GDP anchor over an inflation anchor is that in
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case of a supply shock, the latter may result in greater output variability. This happens
if inflation targeting is followed as a strict rule. Inflation targeting implies that if
inflation exceeds its target by X percent, then the economy should contract by Y
percent, no ifs and buts. This rule entails a loss in flexibility. On the other hand,
inflation targeting as a framework means that while the anchor prevents the central
bank from systematically deviating from its commitments causing long-run undesir-
able consequence, it allows some discretion for dealing with unforeseen and
extrordinary circumstances. Bernanke and Mishkin (1997) termed this as “con-
strained discretion.” It is then necessary that in adopting the inflation targeting frame-
work, escape clauses be made to allow some flexibility to address supply shock and
other types of shocks. However, caution must be exercised so that these escape
clauses are not made use of arbitrarily such that it negatively affects the credibility of
the monetary authorities.

It must also be made clear thatinflation targeting can not be classified as a policy
rule since there is no simple and mechanical way of doing it. The central bank has to
rely on its econometric and judgmental models of the economic relationships.

What then is the value of inflation targeting if it is not imposed as an ironclad
rule? It serves as a way of signaling clearly and understandably to the general public
of the intentions of the central bank. Also, having the central bank to pre-commit to
an anchor increases the transparency and accountability of its actions. If done cor-
rectly, this will result in the increased credibility of the central bank. Also, this will
reduce the uncertainty that usually accompanies expectations formation.

Transition to the new framework

A central bank cannot move into an inflation targeting framework by 2 sheer
policy pronouncement. An economy not ready for the new framework is bound
to suffer if the transition is not well-managed. Inflation targeting entails that a
long-term inflation target be specified. A central bank whose charter stipulates
that price stability is the ultimate goal may not necessarily be using an inflation
- targeting framework.'® The essential prequisite to manage the transition towards
an inflation targeting framework is to lower the inflation levels, and sustaining it
over some time horizon. This is really a credibility building strategy. After gaining
credibility, then the central bank can shift to inflation targeting and announce its
long-term inflation target along with the corresponding timetable. Likewise, in
order to gain more credibility, the central bank has to achieve its inflation targets
in the early periods of implementation. In a nutshell, to be able to shift to an
inflation targeting framework and successfully implement it, the central bank must
establish a track record.
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Itis also imperative that during the transition, the central bank and the goverment
must initiate actions that will strenghten the real economy and public sector financial
position so that future supply and external shocks will be mitigated. It would certainly
be desirable that no unforeseen shocks occur during the transition period. As more
shocks occur, the longer will the transition period be.

Choosing the inflation indicators

There are two sub-issues here. First, is the choice of whether to target a single
value or a range. To infuse flexiblity, a range target is preferred over a point target.
However, the size of the range will somehow impact on the credibility of the mon-
etary authorities. The wider the range, the more likely will the public doubt the ability
of the monetary authorites to stabilize prices. On the other hand, a point target, if not
met regularly, will likewise result in a loss of credibility. This is something that the
monetary policymakers must decide on.

The second sub-issue, which is related to the first, is the choice of the price
index. In most economies, the consumer price index is the index most understood by
the public. However, the consumer price index can be subject to shocks, making
inflation targeting difficult.’” The tack taken by most inflation targeting countries is
to have a core inflation measure which rakes out the items subject to shock. The use
of core inflation also adds flexibility to the inflation targeting framework since the
central bank need not react to first round effects of shocks. Of course, there is a
credibility angle to core inflation measures. For instance, the public will tend to ques-
tion core inflation measure which is consistently below headline inflation. It is im-
perative that a central bank be transparent in coming with its core inflation mea-
sure. This calls for a core inflation measure that can be replicated by academics and
independent practicioners. More important, the central bank must ascertian that the
core inflation indicator accurately measures long-term inflation.

Announcements, transparency, and accountability

Inflation targeting is a forward-looking process. The basis for policy actions is
the comparison between inflation forecast and the inflation target rather than be-
tween the actual inflation and the target (Svensson, forthcoming). Hence, in inflation
targeting, the inflation forecast acts like an intermediate target. A necessary compo-
nent, therefore, of the inflation targeting framework is the regular publication by the
central bank of its inflation forecast and movements in other information variables.
The central bank must be ready to stake its reputation in defending the forecast. As
a rule, the forecasts must not undergo revisions unless there is new information that
improves the forecast, and the new information must be made public to retain the
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integrity of the of forecast. It is likewise important that the regularity of announce-
ments and publications be maintained. Through time, announcement and publica-
tions schedules are gradually built in to the expectations formation process of the
public and the markets.

It is imperative that the central bank makes its forecasts credible, s.e., its fore-
casting model must have a good tracking ability. This entails robust econometric
models which capture the dynamics of the economy, particlarly, the monetary trans-
mission mechanisms. Also, any judgmental adjustment will have to be justified and
transparent. A major problem often experienced by inflation forecasting models in
the Philippines is that the economy has been subject to so many random shocks that
this behavior cannot be captured by the modets. During the transition period towards
inflation targeting, the central bank must minimize the shocks in order to generate
observations of substantial time horizon which are “shock-free.”

In cases where targets are not met, the central bank will have to explain to the
public why such occurred. In situation where policy changes will have to be made,
accountability means these policy changes are to be thoroughly explained to the pub-
lic and properly justified.

Menu of Policy Instruments

To conduct monetary policy, the Bangko Sentral ng Pilipinas has two policy
levers, namely, open market operations and the statutory reserve requirement. Open
market operations are done by either the direct sale and purchase of treasury bills or
through repurchase operations. Repurchase or reverse repurchase transaction can
either be term or overnight. In recent years, much of the open market operation have
done using the repurchase facility.!3

With regard to the reserve requirement, the scope of this tool has changed. The
statutory reserve requirement has undergone several reductions since 1993, and part
of it has been replaced by a liquidity reserve. The liquidity reserve is similar to the
reserve requirement except that the reserves are used to purchase government secu-
rities from the Bangko Sentral, thereby earning market rates.!”

As the Philippines becomes integrated with rest of the world, it becomes more
difficult to attain and maintain internal and external balance. The difficulty is aggra-
vated by the insufficient number of policy instruments. Definitely, the effectiveness of
the reserve requirement as a monetary policy tool will diminish. Banks will just inno-

vate to circamvent new reserve requirements. It may also be to interest to the central
* bank to lower reserve requirements, and lengthen the maintenance period for re-
serves to deepen the reserve market.?? Likewise, the return to other forms of direct
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controls such as interest rate control, directed credit, and credit ceilings are out of
the picture. The use of the foreign exchange window for monetary control is beyond
consideration. What remains as a policy lever will be the open market window. The
process of deregulation requires the shift towards market-based implementation of
monetary policy. Market-based implementation means that in achieving its goals, the
central bank will have to enter the financial market as a market player to effect policy.
In short, if policy is to be effected, is must be achieved under market conditions.
Being a market player, the central bank must diversify its portfolio of monetary
policy instruments. To broaden its portfolio menu, the central bank may consider
furthering the use of financial derivatives as policy instruments. Another possibility is
for the central bank to establish a true discount window to supplement its open
market operations.

One of the biggest challenges of being integrated to globalized financial envi-
ronment is coping with the rapid development of new financial instruments. These
instruments need not be developed within a country’s borders but the efficiency of
the market will move this financial technology to other countries. For instance, some
have argued that new financial instruments have increased the ability of market par-
ticipants to take short-term highly leveraged speculative positions (Bisignano 1996).
If advances in financial instruments and technology can be taken advantaged of by
market players, what prevents a central bank from using these new instruments to its
own advantage? Considering that a central bank has enormous resources under its
disposal, more specially for the Bangko Sentral which is financially strong, it can
implement monetary policy actions via these new instruments. Itis suggested that the
Bangko Sentral develop instruments to allow its participation in derivatives markets.?!
True, there may an escalation of risks taken by a central bank, but risks accompany
any yield-earning financial instrument. This can be addressed by instituting an effi-
cient risk management and internal control systems. Insome cases, the central bank
has to push for the development of more forward markets, e.g. a forward market for
interbank call loans may both smoothen interest rate fluctuations and provide a lead
indicator for future movements of the interbank rate.

Related to the development of new central bank instruments is the question of
taxation and disclosure procedures for the instruments. While there is a need to
improve the financial of position of the public sector, it is also necessary that revenue-
raising measures do not impinge on the usefulness of the central bank instrument.
The imposition of taxes and extraordinary disclosure requirements reduces the effec-
tiveness of the instrument. Also, if these taxes and disclosure requirements cannot be
done away with, it is imperative that the rules be made clear within a short £ time
horizon. Adding uncertainty by delaying the announcement of rules only makes the
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market more wary of the instrument causing them to look for other instruments.

Another deficiency in the gamut of monetary policy instruments in the Philip-
pines is the absence of a true discount window. What the Philippines has is a redis-
count facility which is not primarily for the conduct of monetary policy.?? It does have
an emergency facility to assist banks encountering liquidity problems. However, there
is no standing credit facility to support regular reserve management operations. While
itis true that in most industrial countries, the importance of the discount window has
been reduced in importance vés-d-vis open market operations, the dynamics between
the interest rates of discount loans and those of open market instruments cannot be
undermined. The interest rate spread are useful for signaling intentions to the public
and the markets, Likewise, the concept of a discount window can be expanded to
include both deposit and lending facilities, and the interest rates of these facilities can
become the effective floors and ceilings for interest rate fluctuations. In other cases,
the discount facility offers several types of discount loans, and these rates may be used
as the interest rate floor and ceiling.?® Bisignano (1996) refers to this as the interest
rate “tunnel” or “corridor.” Open market operations can do the “fine-tuning” for
the interbank rates to fluctuate within the corridor. Lastly, the availability of a stand-
ing credit facility helps in reserve management thereby reducing the pressures on the
market for reserves. As a safeguard against banks from overusing the facility, sur-
charges based on access frequency and volume can be imposed.

Operating procedures under a liberalized environment

Building blocks for the design of new operating procedures?*

As the world moves toward economic and financial integration, the monetary
authorities may have to revisit the existing operating procedures in the implementa-
tion of monetary policy. Below are some guidelines and principles that will help in
recasting the procedures.

(1) In financial markets, the information known to the central bank and the market
participants differ. There are some information which are available (at least for
the current time period) only to market participants. Among these are payment
orders in the commercial banks, fund manager and internal assessments of the
economy and individual firms, and investment plans. On the hand, the central
bank has private information on the determinants of its operational targets and its
policy actions. In conducting monetary policy, the central bank wants to send
signals to the market, and at the same time, it wants to acquire information from
the market. If the central bank wants to send signals, then it intervenes in the
market. However, by intervening in the market, market prices become distorted.
On the other hand, if the central bank wants to acquire information on true
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market behavior, then it must stay out of the markets. Evidently, there is a trade-
off between signaling and information acquisition. The optimal strategy is to mini-
mize the cost of the trade-off. )

(2) Some variability in market prices is desirable since it allows the central bank to
gain information which will help in the estimation of a better operational target.
Also, by allowing more variability (and less frequent interventions), the market
participants will find it profitable to act in a stabilizing fashion.?® The responsibil-
ity of financial asset price stability should not be borne by the central bank alone.

(3) Market participants are either informed or uninformed. The informed market
participants invest in the collection and processing of market information. In the
absence of central bank intervention, the informed market participants, on the
average, stand to gain more than the uninformed. However, when the central
bank intervenes, there is a disincentive for informed players to enter the market
because the central bank distorts market prices rendering their information less
valuable, consequently, undermining the profitability of their participation in the
market. Hence, the degree of centrai bank intervention is inversely related to the
proportion of informed players in the market.

(3) Uninformed market participants only add noise to the market. Hence, if the
market is dominated by uninformed participants, central bank intervention may
not lead to a costly trade-off since the market is already distorted in the first place.

(4) As a domestic financial market becomes integrated with the rest of the world, the
degree of market efficiency rises. Consequently, the share of uninformed market
participants declines. Hence, frequent intervention becomes more costly. Also,
the information content in the market prices becomes more precise. This sug-
gests thatin a liberalized financial environment, information acquisition precedes
signaling in the central bank’s list of priorities. It is only after the market infor-
mation is known that the central bank can judge whether the market is in line with
its objectives.

(5) Informed trading becomes more attractive as the markets get efficient because
informed traders can earn more profits from the uninformed ones. The search
for information, then, becomes an important activity. If the central bank decides
to leave the markets alone in order to extract market information, “Fed” watch-
ing becomes institutionalized. With zero or minimal central bank intervention,
market participants find it difficult to acquire information on central bank inten-
tions. Market participants may find that investing in “Fed” watching activities is
worthwhile. The positive side of this is that the central bank will have another
mode of signaling aside from intervention. It can send signals of its intentions via
the “Fed” watchers. The down side is that if the signals sent by the central bank
are noisy, then the market becomes more uncertain and disturbed.
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(6) A central bank has two options on how to intervene in the markets. One option
is to decide in advance the intervention program that is consistent with it opera-
tional target. The central bank works toward attaining its program by dealing
with market participants, by giving and soliciting quotes, and by deciding whether
to accept or reject the deals. This approach can be referred to as the interest rate
tender approach.?® The second option is to conduct a quantity tender. This means
that the central bank commits itself in advance to an intervention price, and
market participants will submit its bid and /or offer quantities after the quotes are
posted. The quantity tender approach entails that the central bank decides on its
operational target without the benefit of observing bid and offer quantities. Con-
sequently, the market information acquired by the central bank is incomplete. If
the signals that can be acquired from the market are noisy, then the quantity
tender is more advantageous since distorting noisy information is not as costly as
doing the same to valuable information. Also, a quantity tender is useful for
signaling purposes — by setting the interest rates prior to trading, the central
banks gives a clear signal of its intentions. In contrast, if the market information
to be acquired is important, the central bank quotes should not be posted in
advance. The choice between the two approaches depends on the weight the
central bank attaches to information acquisition and signaling intentions.

(7) In setting up new operating procedures for a central bank, there should be a
parallel movement in institution strengthening. First, the supervisory framework
for the financial system must be strengthened. This requires that appropriate
prudential regulations be put in place. This ensures the stability of the financial
system. Second, the central bank must work for an efficient and functioning
settlements and payments system. Itis imperative that the central bank manages
the settlements and payments system. This will ensure that commitments are met
and financial transactions are above ground. This will also discipline market par-
ticipants to desist from undertaking unsound transactions. More importantly, the
settlements and payments system will provide the central bank valuable informa-
tion on reserve conditions in the banking system. Lastly, the central bank must
invest in upgrading its capability to monitor financial markets, both domestically
and internationally.

Current operating procedures

Traditionally, open market operations of the Bangko Sentral ng Pilipinas have
been focused on mopping up excess liquidity, and the reverse repurchase agreement
is the primary instrument for doing this, Current operating procedures follow a quantity
tender approach.” Repurchase and reverse repurchase rates of all maturities are
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determined by the Monetary Board on a weekly basis.2® The overnight repo/reverse
repo window opens at 8:30 a.m. when Bangko Sentral announces its rates. Over-
night trading ends at 10:00 a.m. The overnight trading period coincides exactly with
trading in the interbank call loan market. Usually, banks call the Bangko Sentral for
quotes at the start of overnight trading. This implies that trading in the IBCL market
is likely to follow the Bangko Sentral rates. Term repo/reverse repo trading is from
10:00 a.m. to 12:00 noon. Term rates are announced at 9:00 a.m. The trading of
government securities are done from 10:00 a.m. to 12:00 noon.

New operating procedures

As financial markets get integrated with the global markets, market information
becomes very important. There is also a parallel improvement in market efficiency
which reduces the noise in the markets. This implies that the use of a quantity tender
approach to open market operations may no longer be appropriate since under such
the central bank cannot acquire information from the market. An advantage though
of a quantity tender is its signaling function. However, in a deregulated and liberal-
ized environment, information acquisition precedes signaling. Also, with increased
market efficiency and the incentive to indulge in “Fed” watching, signaling can be
done via other modes. Moreover, the discount window can be used for signaling. A
shift toward an interest rate tender is necessary to operationalize monetary policy in
the emerging world environment. The interest rate tender gives flexibility to the Bangko
Sentral in guiding the intra-day behavior of the interbank call loan rate (if it is to be
the operational target). If signaling is really called for using the open market window,
the Bangko Sentral can simulate a quantity tender by maintaining a fixed bid/offer
quote throughout the trading period.

The new procedures also require the setting of new operating structures within
the Bangko Sentral. Under the suggested operating procedures, the Monetary Board
meets to set a long-term inflation target and the timetable for its attainment. It is
important that the inflation target be announced and the minutes of the meeting be
published (with some lag) for transparency. It is likewise important that revisions in
the inflation targets be avoided to maintain credibility.

On a quarterly basis, the Monetary Board convenes itself as an open market
committee and decides on the interest rate target for the quarter that is consistent
with the inflation target. Again, the targets will have to be announced and the minutes
published with some lag. The open market committee can also set the interest rates
for the discount facility. These discount rates will serve as the interest corridor for
short-term interest rate fluctuations.”
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For the daily open market operations, there should be a committee composed
of a monetary board member,* senior officers of Treasury, Economic Research, and
the department supervising the settlement/payments system. Based on the trading
conditions in the interbank call loan market, staff reserve forecasts, recent develop-
ments in the financial system, and the latest data on monetary and credit aggregates,
the committee will decide on the open market program for the day, ¢.g. intervention
rate and volume, intervention mode (using repos/reverse repos for temporary li-
quidity movements or direct treasury bill sale /purchase for permanent liquidity move-
ments), and cut-loss directives. The committee will then inform the members of
Monetary Board of the program for the day and give the instructions to the open
market desk. To permit the committee to acquire the most current market informa-
tion, it may be desirable that the interbank call loan market open ahead of the open
market window (alternatively, no central bank intervention or announcement/quota-
tion of interest rates be made immediately at the start of trading in the reserve mar-
ket, and that these be made only after some information on interbank trading has
been gathered). This will allow the Bangko Sentral to acquire market information. If
the monetary authorities want to send a strong signal via the short rates, it can decide
to quote a fixed bid /offer for the entire duration of the trading period. There need
not be any distinction in the trading hours for overnight and term instruments.

Other Challenges and Areas for Future Research

This section briefly discusses the other major challenges that accompanies gio-
balization and economic integration. While these have an important bearing to mon-
etary policymakers, they themselves are broad research areas. Thus, these may be
considered as areas for future research.

Bank Supervision and Prudential Regulations
The series of reforms in banking regulations has fostered competition within the
banking system. Paderanga (1996) finds that after a period of negligible growth, the
- banking system became very vibrant around 1992-1993. For instance, the asset base
of the banking system more than doubied from 1990 to 1994. Bank branching of
commercial banks also accelerated from almost zero in to more than 300 branches in
1994. Over the past two to three years, many domestic universal banks started gear-
ing up for the competition by establishing thrift bank subsidiaries with the apparent
intention of focusing on corporate lending operations and transferring to the new
thrift bank subsidiaries consumer and small business lending operations. This would
allow them to compete with new foreign banks which certainly will concentrate on
corporate lending. Also, it has been observed that banks are getting more sophisti-
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cated in their menu of financial products. Many have moved into using financial
derivatives in their treasury operations. Product innovation has also been véry rapid,
offering bank customers a broader variety of deposit 4nd investment instruments.

While the expansion of the banking system and financial innovation are positive
steps towards financial deepening, it poses a challenge to bank regulators. It is im-
perative that the bank supervision and prudential regulations progress in the same
direction. The technical capacity of the central bank’s supervisory arm has to be
strengthened. The last thing a central bank would desire is to be left by the pace of
progress in the sector that it supervises. The inability to cope with pace of financial
innovation opens the possibility of an overextended banking system which authorities
cannot adequately monitor. The challenge to the monetary authorities is to reinforce
the supervisory and regulatory framework without impinging on the competition
brought about by deregulation and liberalization.

As a country’s financial market becomes integrated with the global market,
there is a need to put in safeguards such as minimum capital standards, criteria for
provisioning for doubtful loans, limits on loan concentration, collateral requirements,
and enforcement mechanisms. It is also necessary to improve disclosure standards
and procedures. An area for future research is to determine what exactly are the
dynamics of financial and prudential regulation to prepare the financial system of a
developing country like the Philippines meet the challenge of globalization.

Susceptibility to External Shocks

With globalization, any analysis of monetary policy must factor in external balance
issues. An open economy is no longer as insulated from external shocks as compared to
a closed (or a semi-closed) economy. The monetary authorities have to balance the
price stability goal with the attainment of external balance. This problem becomes very
important with the presence of huge capital inflows, which the Philippines experienced
over the past four years. Decisions on whether to sterilize capital inflows have to be
made. The experience of the recent past brings another form of external shock, 7.e., the
contagion effects of currency crises. As the Philippines becomes more financially inte-
grated with the rest world, there is increased interdependence between several domestic
financial markets open the possibility of a “domino effect” of financial crises. Policies
will have to be drawn on how to arrest currency attacks. This is the third challenge of
globalization to monetary policy formulation and implementation.

Areas for future research on this directions include: analyzing relationship be-
tween the capital inflows problem and currency crises (i.c., does the capital inflows
problem precede a currency crisis); differentiating between permanent and palliative
solution to currency crises; and identification of leading indicators of currency crises.
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5. CONCLUDING REMARKS

Globalization and economic integration opens new opportunities to the Philip-
pine economy but it also brings about difficult challenges. One challenge is directed
to the conduct of monetary policy. Even though at present the Philippines has not yet
attained the level of full integration, the behavior of key monetary and financial vari-
ables have rapidly changed. This puts to question the appropriateness of the current
monetary policy framework. This study presents one option to the monetary authori-
ties, that is, to shift from the IMF-designed financial programming framework to-
wards an inflation targeting framework. Empirical estimates bear that directly target-
ing the path of prices with an interest rate (IBCL rate) operational target produces
one of the lowest compound errors among alternative targeting procedures. More-
over, non-technical and psychological considerations point to a price or inflation
target as being better than a monetary target. A price level or inflation anchor of
monetary policy is observable and easily understood by the public and the markets.
However, as in any change of policy regime, the transition can be both difficult and
crucial. Some guidelines and words of caution have been suggested in order to suc-
cessfully manage the transition and implementation, among these are establishing a
track record, transparency, accountability and proper timing. The Bangko Sentral
should also consider beefing up its arsenal of monetary policy instruments and revis-
iting its operating procedures in the light of the emerging world environment.

NOTES

1 The efficacy of the financial reform program was undermined in 1980s mainly because
of the relative instability during the period.

2 Paderanga (1996) gives a comprehensive review of the financial reforms implemented
since 1980.

3 Trade restrictions were reimplemented in 1983.

4  Except for the brief de-control period in the early 1960s.

5 While some target adjustments are allowed to take into account capital inflows, the
procedure used by the Bangko Sentral is still based on monetary targeting.

6 This notion is statistically tested in a succeeding section.

7  Stability though can be considered as a weaker condition vis-4-vis predictability.

8 Most of the discussion on nominal anchors are based on the excellent article of Mishkin
and Posen (1997).
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The time inconsistency problem arose from rules and discretion article of Kydiand and
Prescott (1977). Expectations of the public are assumed to be given when policymakers
make their decisions. Suppose that policymakers view output expansion rather than
inflation control as their ultimate goal, since expectations are given, they try to achieve
this by engaging in monetary expansion more than what is expected. However, the
public cannot be fooled, and they adjust their expectations accordingly. Increases in
wages and prices follow, and the output will not be higher. The cconomy ends up with
the same level of output but with higher infladon. While the monetary authorities
believe that it is acting optimally, the outcome is sub-optimal.

Again, this is illustrated in the experiences in Mexico and Southeast Asia.

M4 is M3 plus foreign currency deposits held by residents. This aggregate is not yet an
official aggregate of the Bangko Sentral. The data are from the first quarter of 1992 to
the first quarter of 1997.

The framework and methodology are based on Ducker (1995).

The IBCL rate is the interest rate that the Philippines has which is most similar to the
Federal Funds rate in the United States.

The specification of the time-varying coefficients model is given in the appendix.

For equations involving M4, the estimation period commences on the second quarter
of 1993. One-step ahaed forecasts start in the fourth quarter of 1994.

The monetary authorities might be in a monetary aggregate targeting mode, like the
Philippines.

Israel opted to use the consumer price index.

Except in the recent past, when the Bureau of Internal Revenue subjected the repo and
reverse repo agreement to a tax. Also, additional disclosure conditionalities have been
imposed on repo and reverse repo transactions with the Bangko Sentral. These develop-
ments have somehow reduced the attractiveness of the repo instrument.

The sum of the statutory reserve requirement and liquidity reserve has been declining
except recently when the Bangko Sentral raised the liquidity reserve ratio in response to
the currency turmoil. '

The existing maintenance period for reserves in the Philippines is seven days.

To some extent, the Bangko Sentral has been dealing in these markets, but more partici-
pation might be more desirable.

For instance, one of the Bangko Sentral’s rediscount facility is intended for export credit
rediscounting.

For example, Germany uses the discount rate and the Lombard rate as the floor and
ceiling, respectively.

This subsection benefits from Hardy (1997a, 1997b).

This may also apply to foreign exchange operations.

In interest rate tenders, the central bank may decide to set a limit to the volume of
intervention but this limit is not necessarily announced.
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27 Although there is also a limit to the transacted volume.

28 This is a relatively new procedure since previously, the Bangko Sentral Governer in-
structed the Bangko Sentral Treasury Department on the interest rates on a daily basis.

29 The open market committee can also convene on a monthly basis to set the interest rates
of the discount window.

30 Itis necessary that the monetary board member be an economist or has experience on
treasury operations.
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CAPITAL FLOWS AND
THE INTEGRATION OF
INTERNATIONAL
FINANCIAL MARKETS

MARIJA SOCORRO GOCHOCO-BAUTISTA

INTRODUCTION

The Philippines, one of several so-called ‘emerging markets,’ experienced large
capital inflows beginning in 1989.! At its maximum, these inflows amounted to over
7 percent of GDP. While the return to private international credit markets was gener-
ally welcome as foreign savings could become available to finance projects in pursuit
of growth objectives, policymakers soon faced several critical concerns. The large
volume and potential for sudden reversal of these flows could imperil the stability of
the domestic financial system. These capital inflows have been blamed for real cur-
rency appreciation and the widening of current account deficits, accumulations of
international reserves by the Central Bank, and undesirable increases in the money
supply. Where sterilization was resorted to in order to rein in the money supply, the
possibility of incurring a large quasi-fiscal cost arising from the Central Bank’s ex-
changing high-yielding domestic securities for low-yielding foreign assets emerged.

While there is a large literature on the underlying causes of these capital inflows
to developing countries, there is no unanimity on the matter. Some attribute the
surges in capital inflows to external factors. In their study of Latin American coun-
tries, for example, Calvo, Leiderman, and Reinhart (1993) atwibute the surge in
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capital inflows to low US interest rates. Fernandez-Arias (1994) and Frankel and
Okongwu (1995) also find evidence to support this view. On the other hand, Schadler,
Carkovic, Bennet, and Kahn (1993) challenge this view on the grounds that changes
in the external factors did not coincide exactly with the surges in capital flows. Indeed,
for some countries, these external factors postdated the surges in capital flows. Em-
pirical evidence to support the view that internal factors, such as improvements in
economic fundamentals in developing countries, were the more important causes of
capital inflows is provided by Ghosh and Ostry (1993) and Chuhan, Claessens, and
Mamingi (1994).

The difficulty of deciphering whether external or internal factors are largely
responsible for the surge in capital inflows to developing countries is complicated by
the fact that many of these countries were in the midst of undertaking economic
liberalization and structural reforms at about the time of these inflows. It becomes
more difficult for policymakers to adopt correct policies when macroeconomic per-
formance is incorrectly attributed to being the result of capital inflows. A successful
domestic program to reduce inflation, for example, could lead to declines in the
interest rate and an increase in the demand for money. To the extent that the mon-
etary authorities accommodate this, the money supply will increase. An incorrect
attribution of the increase in the money supply to capital inflows could lead to incor-
rect policies to counter capital inflows.

This study attempts to empirically assess the extent to which capital inflows have
affecred macroeconomic performance in the Philippines using quarterly data from1982
t0 1995.% Specifically, it looks at the effects of capital inflows on interest rates, money
demand, and consumption and investment demand in the Philippines. If capital in-
flows significantly affect interest rates and the domestic money supply, the time paths
for these would be different from those in a world without capital inflows. This would
also suggest that financial markets have become more integrated as factors other
than purely domestic policies affect a country’s macroeconomic performance. It is
also important to examine the effects of capital inflows on consumption and invest-
ment because one of the concerns of policymakers is that these flows be used to
finance long-term investment. Aside from its positive effect on growth, long-term
investment is seen to be less reversible than short-term portfolio flows and, therefore,
less destabilizing. If these inflows primarily finance consumption instead, to the extent
that the spending falls on non-traded goods, the latter’s relative price will increase
and the domestic currency will appreciate in real terms.

The study is organized as follows: section 2 is a review of the literature on tests
of financial market integration; section 3 describes features of macroeconomic per-
formance in the Philippines in relation to capital flows; section 4 discusses the empiri-
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cal methodology; section 5 presents the empirical results; and section 6 presents the
summary and conclusions of the study.

TESTS OF FINANCIAL INTEGRATION

The usual way in which the proposition that greater capital mobility leads to
greater financial integration across countries is tested is to see whether real interest
rates among financial assets located in different regions converge. In general, most of
the empirical work fail to find convergence of real interest rates despite greater capital
mobility. Throop (1994), for example, finds no tendency for real interest rates be-
tween the US and that in a bilateral industrial country to converge in the 1980s, when
barriers to capital mobility had largely been eliminated. Also, the responses of both
short-term and long-term real interest rates to one another have become weaker
despite greater capital mobility. Frankel and Okongwu (1995) find that capital in-
flows from the US to Argentina, Chile, Mexico, the Philippines, and Korea in the
1987-1994 period did not lead to interest rate convergence between those in the US
and those in these countries due to the presence of a currency premium. The interest
rate differential in favor of the domestic country is seen as compensation for fears of
future depreciation.

In contrast, Hutchison and Singh (1993) obtain results favorable to interest rate
convergence. They point out that real interest rates are equal across countries only in
the absence of deviations from purchasing power parity (PPP) and uncovered inter-
est parity (UIP), and that greater capital mobility implies smaller deviations in UIP.
Real interest rates fail to converge over shorter-term horizons because PPP holds
only in the longer-run and substantial deviations from it exist in the short-run. Em-
ploying cointegration methods which allow adjustment between US and Japanese
interest rates in a long-run equilibrium setting, they find a high degree of interest rate
linkage between Japan and the US in the 1980s. Chinn and Frankel (1995) also use
cointegration techniques to test the degree to which long-run real interest parity
holds for US, Japanese, and Pacific Rim countries. Their results also show bilateral
interest rate linkages and real interest parity upheld for US-Singapore, US-Taiwan,
and Japan-Taiwan interest rates.

In theory, capital inflows should lower domestic interest rates. Frankel and
Okongwu (1995) point out that sterilization moves by the monetary authority could
raise domestic interest rates above their position prior to the capital inflow. However,
this is unlikely to occur in the standard model if capital inflows are caused by external
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factors such as a decline in world interest rates, an increased demand for portfolio
diversification among US investors, or the removal of barriers to capital inflows.
Domestic interest rates could be expected to rise if primarily domestic factors cause
the capital inflows. For example, successful debt-reduction, an investment boom as a
result of deregulation, or an increase in the demand for money in light of a successful
program to control inflation would raise domestic interest rates.

This study examines the effects of capital flows on interest rates and money
demand by using counterfactual simulations as to what the time paths of these vari-
ables would have been, relative to actual, in the absence of capital flows. The rationale
for this is that greater financial integration should allow capital flows to have signifi-
cant effects on macro variables.

CAPITAL FLOWS AND MACROECONOMIC PERFORMANCE

The Philippines experienced more frequent surges in capital inflows beginning
in the fourth quarter of 1989. From US$189 million (M) in the third quarter of
1989, the capital account ballooned to US$768 M in the fourth quarter of 1989.
Capital flows peaked in the third quarter of 1990, the first and fourth quarters of
1992, and the first quarter of 1994. Itis apparent that in general, the capital account
~was larger and more volatile in the 1990s as shown in Chart 1. Portfolio inflows have
increased in the more recent period as these exceeded direct investment inflows in the
third quarter of 1989 for the first time. From US$55M in the second quarter of
1989, portfolio inflows more than doubled to US$160M in the third quarter of 1989.
Since the fourth quarter of 1992, portfolio investments have been larger than direct
investment inflows, with the exception of the first quarter in 1994. As a percentage of
GDP, from 1.23 percent in 1988, capital inflows rose to 3.43 percent of GDP in
1989, and then further to 6.85 percent in 1991. In 1994, these inflows surged once
more to 7.4 percent of GDP.

~ Both ‘push’ factors, such as low interest rates in the US, and ‘pull’ factors, such
as the economic reform measures undertaken, presumably played a part in the resur-
gence of private capital inflows to the Philippines. The country overcame the debt
crisis and regained its financial credibility. Foreign debt service fell from almost 36
percent of total exports of goods and services in 1986 to 17 percent in 1993 (de Dios
1995). The liberalization of foreign exchange transactions began in 1992, the year
when portfolio inflows began to dominate foreign investment flows. Beginning in
1992, authorized banks could sell foreign exchange without prior approval from the
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Chart 1:
= Capital Inflows; DIN = Net Direct Investment inflows; PIN = Portfolio Investment Inflows
(US Million Dollars)

2000

—— K = DIN === PIN|

Source: Central Bank of the Philippines

Central Bank, except for certain foreign loan and investment transactions. Banks
could also re-lend foreign currency loans with Central Bank approval.

While financial liberalization began in 1981 with the lifting of interest rate con-
trols, many of the other financial sector reforms, such as the liberalization of foreign
exchange transactions (1992), and allowing the entry of some foreign banks (1994)
occurred after the initial surge in capital inflows in 1989. Hence, these reforms can-
not be responsible for all of the surge episodes, particularly the more recent cases. In
this regard, it is important to point out that domestic interest rates were high in the
third quarter of 1989 relative to interest rate levels in the previous two years, as
shown in Chart 4B, and coincided with large inflows. Interest rate levels in 1987 and
1988 ranged from11.5 percent to about 16 percent. Interest rates in the third quarter
of 1989 rose to 20.3 percent from 16.3 percent in the second quarter and remained
at levels over 20 percent up to the first quarter of 1991. Note that the third quarter of
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1989 coincides with the initial surge in portfolio inflows. Other ‘pull’ factors include
the improved macroeconomic condition of the country. In 1989, the inflation rate
declined to 1.22 percent from 8.76 percent in the previous year. Output growth had
also recovered from the major recessions of 1984-1985. These are shown in Chart 2.

In the late 1980s and 1990s, the Philippines also exhibited many of the macro-
economic developments consistent with the theoretical literature on the effects of
large capital inflows. The peso has been appreciating in real terms between 1988 and
1989, from P23.67 to the dollar to P23.13 to the dollar. The next significant real
appreciations occurred in 1992 and 1994, relative to the immediately preceding years.
Again, 1994 is a year when capital flows as a percentage of GDP surged. The current
account deficit as a percentage of GDP widened from 3.42 percent in 1989 to 5.87
percent in 1990 and then again to 5.64 percent in 1993. Domestic savings as a

Chart 2:
GRQ = GDP Growth; INF = Inflation Rate; XINF = Depreciation Rate
1985=100
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Source: National Statistical Coordinating Board; Central Bank of the Philippines
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proportion of GDP declined in the 1990s and are similar to those in Latin America.
These and other relevant data are shown in Table 1. By logic of BOP accounting, the
difference between capital inflows and current account deficits imply an accumulation
of official foreign reserve assets. The change in international reserves as a percentage
of GDP increased during the periods of capital inflow surges. It increased to 1.04
percentin 1989 from 0.16 percent in the previous year; to 5.35 percent in 1991 from
-0.77 percent in 1990; and to 1.9 percent in 1994 from 0.98 percent in 1993.

TABLEI
GROSS DOMESTIC CAPITAL FORMATION (GDCF), Domestic Savings,
and Current Account (As Percent of GDP)

YEAR Private Public Total Domestic Current
GDCF GDCF GDCF Savings Account
1981 17.13% 9.66% 26.80% 26.00% -5.82%
1982 18.64% 8.54% 27.18% 24.33% -8.60%
1983 18.76%  10.18% 28.94% 25.68% -8.41%
1984 12.40% 9.88% 22.28% 20.09% -3.28%
1985 9.77% 6.69% 1647% 16.43% -0.33%
1986 10.56% 5.51% 16.08% 17.16% 3.21%
1987 11.29% 5.1%% 16.49% 20.51% -1.33%
1988 12.92% 5.04% 17.96% 21.86% -1.03%
1989 14.43% 5.70% 20.13% 2047% -3 42%
1990 14.75% 8.20% 22.94% 18.49% -5.87%
1991 13.62% 6.19% 19.80% 18.14% -1.93%
1992 13.72% 8.67% 22.39% 17.68% -1.61%
1993 13.17% 9.18% 22.36% 15.67% -5.64%
1994 14.41% 8.60% 23.01% 18.45% -4.61%
1995 15.28% 7.81% 23.09% 21.32% 0.00%

Source: National Statistical Coordinating Board
Central Bank of the Philippines
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Chart 3 shows that real M2 has been on a rising trend since 1989, with sharp
increases in 1994-1995, coinciding with the most recent capital inflow surge. The
same chart also shows that real base money has remained fairly stable throughout the
period in question. The extent to which capital inflows are responsible for the increase
in money is not immediately evident. Glick and Moreno (1994 ) have documented the
sterilization measures undertaken by the monetary authorities. In some cases, steril-
ization attempts were not immediately undertaken. Moreno and Glick’s study date
sterilization measures as beginning in 1992. As shown in Chart 4A, the largest rate of
international reserve accumulation occurred in 1991 to 1992 and 1994, yet real M2
levels have been on a rising trend since at least 1989. This suggests that if capital
inflows led to increases in the money supply, ways other than reserve accumulation
and monetary base expansion may be responsible.

Chart 3:
M2R = Real M2; BMR = Real Base Money
1985=100
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Chart 4A:
D(BGIRX) = Change in Gross International Reserves of the Central Bank
K = Capital Inflows
(US Million Doilars)
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Chart 4B shows that with the exception of 1989 to 1999, interest rates were
declining between 1991 and 1994, consistent with the theoretical proposition that
capital inflows tend to lower domestic interest rates. The latter period was also one in
which inflation was declining and real M2 was rising.

EMPIRICAL METHODOLOGY

Following Kamin and Wood (1996), an attempt is made to gauge the impact of
capital inflows on the demand for money.® First, an interest rate reaction function for
the monetary authority is specified in which the interest rate is set in response to
inflation, output growth, and capital flows.* A conventional money demand equation
is specified, with the interest rate and real income as arguments. The impact of capital
flows on money demand can then be calculated using a two-stage procedure. The
fitted values of the interest rate equation are substituted into the interest rate in the
money demand equation. The impact of capital flows on money demand occurs
indirectly, via interest rates:

M
— - L, Q)
P

-t
1]

(P, Q, )

where M /P is real money balances, r is the nominal interest rate, Q is output
growth, P is the inflation rate, and Kis capital flows.

Several assumptions are made. Increases in inflation lead authorities to raise
nominal interest rates in order to keep real interest rates from declining. Increases in
output growth lead the authorities to raise nominal interest rates to stabilize the cycli-
cal behavior of output. Increases in capital inflows lead authorities to lower nominal
~ interest rates because capital inflows increase the reserve holdings of the authorities
and reduce the need for more inflows. Also by lowering nominal interest rates, future
inflows are reduced and the cost of sterilization declines.

Quarterly data from 1982-1995 are used and error correction versions of the
static money demand and interest rate equations are estimated. The most general
specification of both equations are estimated, with explanatory variables with non-
significant coefficients removed progressively. Two different measures of capital flows
are used: the capital account, which measures net capital inflows to the Philippines,
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and the change in international reserves, which reflects the impact of capital flows on
base money without any sterilization. Both of these are scaled by lagged nominal M2.
The interest rate used is the 91-day treasury bill rate. The inflation rate used is the log
change in the consumer price index.

Simulations of counterfactual paths for interest rates and money demand are
made, assuming that no capital inflows took place. To do this, the capital flow vari-
able in the interest rate equation is set to zero. Two alternative measures of capital
flows are used, namely, the capital account, and the change in international reserves.
The results are compared to the actual paths of interest rates and money demand in
order to see whether capital flows matter for interest rates and money demand.

Asecond estimation strategy is to include the variable for capital flows directly in
the money demand equation. This estimation strategy is more general than the first
one since the effects of capital flows on money demand include, but are not restricted
to, their effects via interest rates. Capital flows may affect money demand direcdy by
raising foreign currency deposits without necessarily affecting interest rates on peso-
denominated assets. The counterfactual simulation experiments described above are
repeated.

To examine the effects of capital inflows on consumption and investment, the
following equations are estimated:

M

C=C((Qi, —,K)

P

I =1(QQiL,KIL)

where C is real consumption, I is real investment, Q is real output, Q is real

output growth, i is real interest rate, M /P is real blances, and Kis capital flows.
Error-correction models of each of these equations are estimated. In the real

consumption equation, it is assumed that consumption demand is negatively affected
by the real interest rate, positively affected by real output, and positively affected by
the availability of bank credit, proxied by real money balances.

It is also assumed that investment demand is positively affected by real output,
real output growth, and capital flows, and negatively affected by the real interest rate
and by lagged investment.
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EMPIRICAL RESULTS

Interest Rates, Real M2, and Capital Flows

The first column of Table 2 shows the results of estimating the basic interest rate
equation without the capital flow variables. The lagged interest rate is significantly
negative as expected, while lagged inflation and lagged changes in inflation are signifi-
cantly positive as expected, except for the first lag of the change in inflation. The
second column shows the results when the capital account is included in the equation.
Both the lagged value of the capital account and the second lag of the change in the
capital account have a significantly negative effect on the change in the interest rate.
The third column shows that when the lagged change in international reserves is used
as the capital flow variable, there is also a significantly negative effect on the change in
interest rates, and the t-statistic is larger than those for the capital account. These are
consistent with the proposition that capital inflows reduce the interest rate target
either by reducing the need for the monetary authority to build-up its holdings of
international reserves or by reducing pressure for the domestic currency to depreci-
ate. The fourth column of the Table shows the results when both measures of capital
flows are used. The lagged change in international reserves continues to be signifi-
cantly negative while the effect of the capital account becomes insignificant, This
suggests that international reserves may have a structural relationship with the inter-
est rate while the capital account may only affect the interest rate indirectly, via inter-
national reserves. This is consistent with a monetary authority who cares about the
level of international reserves and not about other effects of capital inflows.

The first column in Table 3 is the basic money demand equation. The interest
rate coefficient is significantly negative while that on the log of output is significantly
positive.

Chart 5 shows the results of the counterfactual simulation of the effect on inter-
est rates and real money M2 levels assuming that the capital flow variable, the capital
account in this case, is set to zero. In Chart 5A, the simulated path of the interest
rate, indicated by the dashed line, shows that interest rates would have been higher
than they actually were, shown by the solid line, in the absence of capital flows. This
suggests that capital inflows to the Philippines reduced domestic interest rates below
what they otherwise would have been.

Chart 5B shows the effect on real M2 assuming that the capital account in the
interest rate equation is set to zero. The counterfactual simulation of the effect on real
M2 shows that real M2 levels would have had a rising trend even in the absence of
capital flows. This is more pronounced in the 1992 to 1994 period. These findings
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TABLE 2
Estimation Results for the Interest Rate Reaction Function 7
Dependent Variable: Change in the 91-day Treasury Bijl Rate

WITH WITH
(HANGE WITH (HANGE
WITH N CAPITAL  ININTL
BASIC CAPITAL  INTL WITH ACCOUNT  RESERVES
EQUATION ACCOUNT RESERVES BOTH m {v)
Constant -0.011 -0.004 -0.005 -0.004 -0.004 -0.005
(0.006) (0.006) (0.005) (0.005) (0.006) (0.005)
Inflation (-1) 0.339 0295 0.299 0.295 0.295 0.299
: (0.163) (0.157) (0.131) (0.133) (0.153) (0.131)
Change in
Treasury -0.335 -0279 -0.284 -0.276 -0.0279 -0.284

BillRate (-1)  (0.137) (0.134) (0.111) (0.116) (0.134) (0.111)
Change in -0.356  -0418 -0.363 -0.397  -0418  -0.363
Inflaion (-1)  (0.157) (0.146) (0.127) (0.127) (0.146) (0.127)
Change in 0995 1053 0.896 0943 1053  0.896
Inflation(-3)  (0.168) (0.156) (0.137) (0.139) (0.156) (0.137)
Change in 0551 0648 0561 0617 0648  0.561
Inflation (-4)  (0.201) (0.187) (0.162) (0.163) (0.187) (0.162)

Capital -0.183 -0.077  -0.183

Account (-1) (0.075) (0.071)  (0.075)

Change in

Capital -0.107 -0.065  -0.107

Account (-2) (0.047) (0.042) (0.047)

Change in Int’l -0.355  -0.292 -0.355
Reserves (-1) (0.068) (0.076) (0.068)
Adjusted R2 0.46 0.56 0.65 0.72 0.56 0.65
DW Statistic 1.86 1.73 1.87 1.77

(Note: In this and succeeding Tables, standard errors are in parenthesis. )
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TABLE 3
Estimation Resuits for the M2 Demand Function Including the Capital Flow Variable
Dependent Variable: Log of Real M2

WITH WITH
WITH WITH CAPITAL INTL
BASIC CAPITAL INTL WITH ACCOUNT  RESERVES
EQUATION ACCOUNT RESERVES BOTH ) )
Constant -5.203  -4923 -5180 -4907  -4.859 -5.154
(0.689) (0.707) (0.711) (0.749) (0.708) (0.754)
91-day
Treasury
Bill Rate -0.163 -0202 -0.171 -0.188 0226  -0.169
(0.092) (0.094) (0.095) (0.097) (0.096) (0.101)
Logof

Real Output  0.698 -0711 -0699 -0687 -0716 -0.694
(0.082) (0.083) (0.085) (0.088) (0.083) (0.090)

Log of Real
M2(-1) 0.736 0.698 0.733 0722 0.688 0.735
(0.040) (0.044) (0.042) (0.046) (0.045)

{0.044)

Capital 0.210 -0.176 0.236

Account (-1) (0.110) (0.120) (0.111)

Capital 0.210 0.242

Account (-2) {0.106) (0.108)

Capital 0.265 0.299

Account (-3) (0.107) (0.109)
International -0.007  -0.090 -0.010
Reserves (-1) (0.124) (0.136) (0.130)

Adjusted R2 097 0.96 0.96 0.96 0.96 097
DW Statistic 1.46 1.42 146 143
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Chart 5A
Capital Account set to zero in interest rate eqn.
R = actual 91-day Treasury Bill Rate; RZZ = Simulated R
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Chart 5B
Capital Account set to zero-in interest rate egn.
M2 = Actual M2; M2ZZ = Simulated M2
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suggest that other economic developments, such as the decline in interest rates be-
tween 1985 and 1989 and 1991 to 1994 along with the decline in the rate of inflation,
may have increased money demand, with corresponding increases in money supply.
While the actual and simulated real M2 paths do not differ much from each other
from 1990 to 1991, in general, rapid monetary growth in the 1990s cannot be attrib-
uted to capital inflows.

Similarly, Chart 6 shows the results of the counterfactual simulation on interest
rates and real M2 levels assuming that the capital inflow variable, the change in
international reserves, is set to zero in the interest rate equation. Chart 6A shows that
interest rates would have been higher without capital flows, with the ris¢ in interest
rates being of a greater magnitude than that obtained when the capital account is
used as the capital flow variable.

Chart 6B shows the effect on real M2 assuming that the change in international
reserves in the interest rate simulation is set to zero. The counterfactual simulation
shows, as in the previous case, that real M2 levels would have had a rising trend even
in the absence of capital inflows.

Chart 6A
Change in International Reserves set to zero in interest rate eqn.
R = actual 91-day Treasury Bill Rate; RYY = Simulated R
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Chart 6B
Change in International Reserves set to zero in interest rate eqn.
M2 = Actual M2; M2YY = Simulated M2
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The simulations above only allow for an indirect effect of capital inflows on real
M2, via the interest rate. To account for a direct channel in addition to this, the
capital inflow variable was also directly included in the money demand equation. The
results are shown in the second column of Table 3. The first through third lags of the
capital account variable are significantly positive. When the lagged change in interna-
tional reserves is used as the capital flow variable, the coefficient is negative and
insignificant as shown in the third column. In the fourth column, both the lagged
capital account and the lagged change in international reserves are included in the
money demand equation. Although still positive, the lagged capital account becomes
insignificant, although its t-statistic is larger than that for the change in reserves. The
latter remains insignificantly negative.

The results obtained using the interest rate equation, in which reserve changes
are more important than the capital account, are different from those obtained for
money demand, in which the opposite is generally true. They suggest that the capital
account affects monetary variables in ways other than through reserve accumulation
and increases in monetary base. It is consistent with Chart 3, in which real M2
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Chart 7A
Capital Account set to zero in interest rate eqn.; with capital variable in M2 Demand F unctiog
R = actual 91-day Treasury Bill Rate; RXX = Simulated R )
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increased over time even as base money remained stable. While there is always the
danger that the present results may be spurious, it is possible that the channels through
which the capital account influences monetary conditions changed in the 1990s.

A counterfactual simulation in which the capital account is set to zero in the
interest rate equation when the money demand equation includes the capital account
variable is shown in Chart 7A. The results show that interest rates would have been
higher in the absence of capital inflows.

Chart 7B unambiguously shows that real M2 demand would have been larger
even in the absence of capital inflows.

Questions may be raised as to simultaneity bias arising from the interest rate in
the money demand equation and from the possible endogeneity of capitai flows with
respect to the domestic interest rate. The equations in the second and third columns
of Tables 2 and 3 were re-estimated using instrumental variables. The results are
shown in the fifth and sixth columns of Tables 2 and 3. The results for the interest
rate are identical while those for money demand show slightly larger coefficient mag-
nitudes with no changes in their degree of significance.
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Chant 7B
Capital Account set to zero in interest rate eqn.; with capital variable in M2 Demand Function
M2 = Actual M2; M2XX = Simulated M2
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Real Consumption Demand and Capital Flows

The estimation results for the real consumption function are shown in Table 4.
The first column of Table 4 shows the estimation results for the basic equation, when
the capital flow variables are excluded. The coefficient on the real interest rate is
negative as expected but insignificant, while that on output growth is significantly
positive as expected.® The next column shows the results when the lagged real capital
account is included, excluding the real interest rate as it is insignificant. The capital
flow variable is scaled by lagged nominal M2 as in the previous cases. The lagged real
capital account surprisingly enters negatively, as does the change in the real capital
account, although neither of these is statistically significant.

Since different types of capital may have different effects on consumption de-
mand, the types of capital flows were included separately in the consumption func-
tion. The third column in Table 4 shows the effects of real FDI on consumption. The
coefficients on these are negative but insignificant. The theoretical presumption is
that to the extent that FDI finances investment and imports of capital goods, FDI
would not significantly affect present consumption. In contrast, portfolio inflows are
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TABLE 4
Estimation Results for the Real Consumption Demand Equation
Dependent Variable: Log of Real Consumption

With
With With Real
Basic Capital Real Portfolio
Equation Account FDI Inflows
Constant 0.340 0.634 -0.174 0.921
(1.051) (1.108) (0.907) (1.05)
Change in Real -0.101
Interest Rate (0.324)
Real Interest Rate (-1) 0.220
(0.318)
Real Output Growth 0.789 0.763 0.852 0.846
(0.104) (0.106) (0.104) (0.102)
Log of Real Output (-1)  0.147 0.133 0.365 0.398
(1.77) (0.184) (0.221) (0.212)
Log of Real 0.819 0.809 0.641 0.512
Consumption (-1) (0.121) (0.133) (0.176) (0.180)
Growth in Real -0.258 -0.230 -0.172 -0.119
Consumption (-1) (0.086) (0.087) (0.090) (0.090)
Real Capital -0.117
Account (-1) (1.174)
Change in Real Capital -0.232
Account (0.121)
Change in -0.300
Real ¥FDI(-1) (1.170)
Change in -0.268
Real FDI (-1) {(1.358)
Real Portfolio 2247
Inflows (-1) (1.221)
Change in Real Portfolio 2137
Inflows (1.743)
Adjusted R2 0.87 0.87 0.90 091

DW Statistic 1.84 2.06 2.04 1.92
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TABLES
Estimation Results for the Consumption Demand Including a Credit Availability
Variable Dependet Varaible: Log of Real Consumption
With
With Real
Basic Capital Real Portfolio
Equation Account FDI Inflows
Constant 5.012 5.190 4.748 4481
(1.831) (1.866) (1.501) (1473)
Change in Real -0.060
Interest Rate (0.356)
Real Interest Rate (-1) -0.033
(0.358)
Real Output Growth 0.379 0.351 0.611 0.633
(0.173) (0.162) (0.135) (0.134)
Log of Real Output (-1 -0.425 -0.424 -0.031 -0.080
& war(l) 8428 03%, 0%y (0219)
Log of Real 0.714 0.633 0.186 0.184
Consumption (-1) (0.125) (0.134) (0.193) (0.194)
Growth in Real -0.197 -0.162 0.033 0.034
Consumption (-1) (0.096) (0.087) (0.098) (0.098)
Log of Real M2 (-1) 0.288 0.352 0.368 0.344
(0.106) (0.124) (0.095) (0.108)
Growth in Real M2 0.381 0.403 0.222 0.220
(0.202) (0.183) (0.174) (0.165)
Real Capital Account (-1) -0.017
(0.165)
Growth in Real -0.197
Capital Account (0.112)
Change in Real EDI (-1) 0.571
(1.055)
Change in the Real FDI 0.261
(1.231)
Real Portfolio Inflows (-1) 0.215
(1.282)
Change in Real 0.688
Real Portfolio Inflows (-1) (1.651)
Adjusted R2 0.89 0.87 0.92 092
DW Statistic 1.62 1.55 1.59

161
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thought to increase consumption demand as they tend to increase bank deposits and
hence, bank loans and consumption. The fourth column in Table 4 shows that lagged
real portfolio inflows have a positive and near significant effect on real consumption
demand.

If the effect of capital flows on consumption demand works primarily through
an availability of bank credit channel, this would have the effect of reducing the
coefficient on the capital account and portfolio investment. In Table 5, real M2 is
used as a proxy for credit availability in the consumption equation. Lagged real M2 is
significantly positive as expected. When the real interest rate is dropped from the
equation as it is insignificant, the growth of real M2 is still positively significant. The
second column of Table 5 shows the results when the real capital account variable is
included in a consumption function with a variable for the availability of credit. The
coefficients on the capital account variables are still insignificant, but including real
M2 does reduce slightly the size of the coefficient on the lagged capital account
variable. The third column shows the results when FDI is included in the consump-
tion function. The coefficients on FDI are positive but statistically insignificant. The
fourth column shows the results when portfolio flows are included in the consump-
tion equation. The coefficients on portfolio inflows are positive but not statistically
significant.

Overall, the results in Tables 4 and 5 show that in general, capital flows do not
have a direct and significant effect on consumption demand. While portfolio inflows
have a near significant positive effect on consumption demand, this effect appears to
work through the availability of credit channel proxied by real M2, as it consistently
shows a significantly positive effect on consumption demand. In fact, the near signifi-
cance of portfolio inflows in the consumption demand equation disappears when real
M2 is included in the equation. FDI flows do not tend to raise consumption demand.

Real Investment Demand and Capital Flows

Table 6 shows the results of estimating an equation for real investment de-
mand.® In the first column, no capital flow variables are included. Output growth and
lagged output growth are significantly positive. The real interest rate enters negatively
but is not significant. Lagged investment is significantly positive, in contrast with
theoretical predictions. The second column shows the results when the lagged real
capital account and the growth in the real capital account are included. They both
have significant positive coefficients. The third column shows the effects of lagged
changes in real FDI and the growth of real FDI on investment demand. While both
have positive coefficients, neither of them is significant. The fourth column shows



Coming to Grips with Giobalization 85
TABLE é
Estimation Results for Real Investment Demand Equation
Dependent Variable: Log of Real Investment Demand
With
With Real
Basic Capital Real Portfolio
Equation Account FD1 Inflows
Constant -8.478 -13.029 -18.155 -18.988
(2.800) (3.548) (2.896) (3.519)
Real Interest Rate (-1) -0.350 -0.995
(0.890) (0.972)
Change in Real Interest 0.202 -1.004
Rate (0.870) (0.954)
Growth in Real Qutput 1.452 1.664 1.734 1.790
(0.233) (0.236) {0.204) (0.216)
Log of Real Output 1042 1.565 2252 2296
: (0.292) (0.392) (0.325) (0.367)
J.og of Real Output (-1) 0.612 0.442 0.135 0.169
(0.111) (0.146) (0.121) (0.121)
Log of Real 0.013 -0.004 0.027 0.040
Investment (-1) (0.124) (0.119) (0.101) (0.099)
Real Capital Account (-1) 1210
(0.492)
Growth in Real 0.991
Capital Account (0.305)
Change in Real FDI (-1) 3.035
(2.983)
Change in the Real FDI 1.831
(0.531)
Real Portfolio Inflows (-1) -2.296
(3.018)
Change in Real -6.579
Real Portfolio Inflows (-1) (4.419)
Adjusted R2 0.76 0.79 0.85 0.86
DW Statistic 2.05 2.06 2.22 220
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that portfolio inflows do not have a statistically significant effect on investment, and
they have unexpected negative signs. Overall, the results show that ievel of the lagged
real capital account and real capital account growth significantly affect investment
demand in a positive manner. However, it is unclear whether this is through FDI or
portfolio inflows as both of these variables are statistically insignificant. Given the
incorrect negative sign on the portfolio inflows variable, it is more likely that the
overall positive effect of capital inflows on investment demand comes from reai FDI
growth.

SUMMARY AND CONCLUSIONS

This study attempts to empirically assess the extent to which capital inflows have
affected macroeconomic performance in the Philippines using quarterly data from
1982 10 1995. It examines the effects of capital inflows on interest rates, real money
demand, real consumption demand, and real investment demand. The empirical meth-
odology follows Kamin and Wood (1996) and estimates the impact of capital inflows
on money demand indirectly, via interest rates, as well as directly. Error correction
versions of the money demand and interest rate equations are estimated. To the
degree that capital flows significantly affect interest rates and money demand, the
simulated paths of these, assuming no capital inflows, would be different from the
actual, This would provide evidence that financial markets have become more inte-
grated as factors other than purely domestic policies affect macroeconomic perfor-
mance. In the Philippines, large capital inflows occurred beginning in late 1989.
Consistent with the theoretical literature on the effects of large capital inflows, the
Philippine peso appreciated in real terms, and the current account generally deterio-
rated in these periods.

The results show that the capital account has a significantly negative effect on
changes in the domestic interest rate. The same result is obtained when the change in
international reserves is used as the capital flow variable. These results imply that

"interest rates would have been higher in the absence of capital inflows.

In contrast, the simulation results show that real M2 demand would have con-
tinued its rising trend even in the absence of capital inflows, using the capital account
as the capital flow variable. This finding suggests that factors other than capital flows
per se, such as successful domestic reform measures which lowered inflation, may be
responsible for increased money demand and the expansion of monetary aggregates.

While the results suggest that reserve changes have a structural relationship with
interest rates, it appears that the demand for money is influenced by the capital
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account, although not primarily by increasing reserves. This seems to be consistent
with the data that show that in the face of large capital inflows, the Central Bank
accumulated large amounts of reserves without causing any large increases in base
money, indicating that these flows were sterilized. There may be other channels of
influence from the capital account to money demand and the importance of these
may have changed over time. The return to voluntary capital markets, reductions in
the public sector deficit, financial liberalization, and changes in the money multiplier
may have become more important.

Capital flows do not have a significant effect on real consumption demand.
While real portfolio inflows have a nearly significant positive impact on real consump-
tion demand, this effect appears to work through the availability of credit channel.
The lagged level of the real capital account and real capital account growth signifi-
cantly affect real investment demand in a positive manner, more likely through real
FDI growth rather than real portfolio inflows.

The results also lend support to the notion that FDI flows are preferable to
portfolio inflows from a growth perspective, as the former tend to be channeled to
real investment demand rather than real consumption demand. In the final analysis,
policymakers cannot attribute macro performance to capital flows alone. While the
importance of external factors on domestic macroeconomic performance in an inte-
grated world is heightened by capital flows, the effects of these also depend on the
degree to which the monetary authorities can control the money supply or the avail-
ability of credit.

NOTES

1 There was a large increase in the capital account in the second quarter of 1985 but it did
not persist. This temporary phenomenon coincided with a tight money policy to control
inflation in the previous two years, during which the country experienced its largest
postwar recessions. More frequent capital inflow surges began in late 1989.

2 In 1982, interest rate decontrol began a year earlier was completed. In 1992, the foreign
exchange market was likewise liberalized. Official pronouncements by the Central Bank
state that the exchange rate was henceforth to be determined by market forces.

3 Kamin and Wood stress that while capital inflows directly affect the supply of money in
theory, the linkages between capital flows and the money supply are not likely to remain
constant over time. Hence, they attempt instead to estimate the impact of capital inflows
on the demand for money.

4  Gochoco (1991) finds evidence for the equivalence between interest rate targeting and
exchange rate targeting.
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5 The real interest rate used here is ex-post, calculated as the difference between the
nominal interest rate and the actual rate of inflation.

6 The investment data used here include both private and public gross capital formation as
the data for gross private capital formation alone are not available on a quarterly basis.
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A GLOBAL CAPITAL
STRATEGY INTHE
EMERGING WORLD
ENVIRONMENT

ROSEMARIE L.G. EDILLON*

INTRODUCTION

Over the past six years, globalization has demonstrated that it can just easily
display its indulgent smile as its disapproving frown — rewarding the “strong” and
punishing the “weak.” The question remains, though, if it has patience to give room
for the weak to strengthen itself,

Up until two years ago, our dream of becoming a tiger economy seemed attain-
able; our strategy, well-defined. It will be as our neighbors had done — liberalize
trade, encourage foreign investments, promote exports. However, our experience in
the last couple of years makes us rethink our strategy. There are suggestions that
openness to foreign capital spelled the fall of Asian economies. The most prominent
position is that of Prime Minister Mahathir of Malaysia who went to the extent of
instituting capital controls to contain the crisis. In addition, the two economies in the
region, Chinese Taipei and China, which have not really opened up its capital mar-

" Prepared by Rosemarie L. G. Edillon for the project, Emerging World Environment, spon-
sored by the Center for Integrative Development Studies. The author thanks Dr. Josef T.
Yap for his comments on an earlier draft. The usual disclaimer applies.
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kets, scem to have been insulated from the Asian virus and are the ones expected to
still post positive economic growth. There has also been a perception that the interna-
tional capital market is so full of imperfections mostly arising from information asym-
metries. Players are not able to adequately price the risks of international transac-
tions. George Soros, for instance, has called for the creation of an International
Credit Insurance Corporation that would guarantee international loans to a country
up to a limit.

This paper seeks to describe the impact of increasing globalization to capital.
The next section discusses the framework while the third section presents empirical
results. The fourth section examines the effect of global agreements and in this con-
text, how we can strategize to attract capital. We conclude the paper with a summary
of observations and recommendations.

THE CAPITALTRANSFORMATION PARADIGM

Growth models, whether neoclassical or endogenous models, posit saving rate
and productivity of capital as engines of growth. The illustration is that of a virtuous
cycle of increased savings being able to finance more investments, leading to higher
output/income, and therefore more savings, and so on. However, with open capital
markets, the relationship between saving behavior and investments is obscured. Do-
mestically mobilized savings can be invested abroad. Similarly, foreign savings can be
channeled anywhere. Thus, with capital mobility (as a consequence of increasing
globalization), the problem of domestic resource mobilization is compounded with
the problem of encouraging these resources to remain in the domestic economy.

Savings constitute the supply of financial capital. It is motivated by the prospect
of being adequately rewarded for forgoing current consumption. The distinction be-
tween financial and physical capital is necessary, and as applied in the past, rather
unfortunate. By convention, physical capital is considered part of the real sector of
the economy. Financial capital, on the other hand, is viewed only as a means of
obtaining the physical capital.

The key to understanding how financial capital can be mobilized and encour-
aged to remain in the domestic economy is in realizing that financial capital trans-
forms into physical capital only after a process of financial intermediation. Further-
more, several different players are involved. Figure 1 illustrates this paradigm. Fund
surplus units supply the financial capital. Financial intermediaries mobilize the finan-
cial capital and allocate the same to the users of capital. In some cases, they act only



Coming to Grips with Globalization 91

a5 conduit between the suppliers and demanders of surplus funds, e.g. brokers, deal-
ers, and underwriters. In other cases, intermediation involves a process called asset
transformation so that the form of surplus funds being sold to the users of capital is
different from when it was originally supplied. This type of opaque intermediation is
being performed by banks, mutual funds, insurance companies, and pension funds.

Figure |. The Capital Transformation Paradigm

Supply of Financial Capital | | Financial Demand for Capital
from Fund Surplus Units: Intermediation by Fund Deficit Units:
Domestic Sources: Brokers/Underwriters Uninc. Enterprises
Households and Uninc. Ent. 4 Investment houses ‘Private Corporations
Private Corporations Banks Government Corporations
Government Corporations Mutual Funds National Government
National Government Insurance/Pension Funds ROW
ROW ROW

Meanwhile, the users of capital are primarily the corporate sector, and the public
sector. Financial capital is utilized either for operating expenses or physical capital
formation.

SOME STYLIZED FACTS AND EMPIRICAL RESULTS

Fund Surplus Units

Domestic Savers

Domestic resource mobilization remains the biggest problem of our country.
Table 1 shows the breakdown of net national saving by institution. Up until 1991, the
proportion of saving by an institution has been directly related to its share in the net
national income. Beginning 1992, we sec a disturbing pattern where households and
unincorporated enterprises receive at least 80 percent of income and yet share only at
most 25 percent to net national saving. We see a parallel picture concerning net
savings rate by institution.

The results concerning private corporations support the optimal saving rule —
that the amount you save is directly proportional to the income growth level you
desire. We see the institution’s share in net savings increasing by almost four-fold
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between 1991 and 1992 and true enough, its share in income increased by almost
nine-fold between 1992 and 1993,

While we welcome the fact that the slack in savings by the households and
unincorporated enterprises has been taken up by private corporations, such pattern
does not augur well for distributional equity. Since earnings of private corporations
largely accrue to those in the upper economic echelons and without any dramatic
changes in the savings pattern by institutions, we would then see the rich getting
richer in the future. In fact, such was the case between the periods 1991 and 1994, as
shown in Edillon, Yap and Yap (1997).

ROW S3avers

Globalization makes it possible for us heavy spenders to tap fund surplus units
abroad. Table 2 details the net external resource flows to the country during the
period 1991-1996 and including 1980. Immediately we see the dramatic rise of net
portfolio flows beginning 1992. Likewise, bonds have become important sources of
external funds. Except for the steep decline in 1992, foreign direct investment has
also been on the rise. In fact, arguing on the basis of fungibility of foreign funds from
private sources, one can say that the would-have-been foreign direct investors briefly

Figure 2. Exponentially Smoothed Series of Gross National Saving,
Gross Domestic Investment and Current Account Balance (% of GDP)

0.3,

| —e— Gross national saving
| _a— Gross domestic investment,
ﬁ_*_ Current account balanceJ
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Table 2.

Net External Resource Flows to the Philippines

Net External

Resource Flows 1980

Aggregate
Long-term Net
Resouice Flows
($million)
of which:
Net flows from
official sources
Net flows from
private sources
of which:

1266

426
840

Foreign Direct
Investment
Portfolio Equity
Investment
Commercial
Banks

Bonds

-106

766
80

Short-term Net

Debt Flows ...

Mewmo stems:
Aggregate
Long-term Net
Resource
Flows/GNP (%)

Net Flows from
Private Sources/
Aggregate
Long-term Net
Resource Flows (%)

452

3.90

66.35

Composition of

Net Flows from

Private Sources

(% of Total Private)
Bonds
Bank Lending
Net Foreign
Direct
Investment
Net Portfolio
Equity
Investment

9.52
91.19

-12.62

0.00

1991

1488

1091

397

-343
124

429

3.23

26.68

31.23
-86.40

137.03

0.00

1992

896

1673

-777

228
333
-1429
-52

-221

1.65

-86.72

6.69
18391

-29.34

-42.86

1993

4501

1235

3266

1238
1445
-112

734

681

8.13

72.56

22.47
-3.43

37.91

44.24

Source: Global Development Finance, 1998; Author’s estimates

1994

5245

509

4736

1
1407

-19
972

90.30

20.52
-0.40

33.59

29.71

1995 1996

4230 4537

-351  -63

4581 4600
1478 1408
1961 1333

20
1660

-180
2319

2690

555 5.21

108.30101.39

23.14 50.41
0.44 -39

32.26 39.61

42.81 28.98
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experimented on portfolio investments to take advantage of the liberalization of for-
eign exchange controls at the time.

Comparing the trends of gross domestic investment, gross national savings, and
foreign savings illustrates the participation of the Philippines to widespread globaliza-
tion. Figure 2 plots the exponentially-smoothed series of the above aggregates ex-
pressed as percentages of GDP. Prior to 1986 and beginning 1990, investments
outstripped national savings. However, the big difference lies in the behavior of the
resource gap. Prior to 1986, investments moved in tandem with savings. In contrast,
the trend of investments beginning 1990 has been widely divergent from that of
savings, while being congruent to that of foreign savings.

Meanwhile, we see in Table 3 that foreign savings has been financing an average
of about 16 percent of our gross accumulation requirements during the period 1993-
1997 compared to only about 11 percent in 1989-1991.

Performance of Financial Intermediaries

Domestic Fls

The finance sector contributes more than 4 percent to the country’s GDP in
constant terms during the 1990s. The sector has even proven its resilience growing at
13 percent in 1997, only a slight moderation from its 1996 growth of 13.8 percent.
In fact, the sector is expected to post positive growth for the year, in stark contrast to
the agriculture and industry sectors. Banks remain the dominant industry group in
the sector even with the identified stock market boom in 1993 (Table 4).

I. Banks

For the fiscal year ending 31 March 1997, 24 Philippine banks figured in Asia’s
top 500. Taken together, they demonstrate a profitability rate of 1.95 percent,! the
highest in the region. Of the six that figure in the top 300 in terms of assets, four are
ranked among the top 100 in terms of rate of profit growth.

Six of the country’s 10 largest banks — Metrobank, BPI, RCBC, FEBTC,
PCIBank, and PNB — continue to be among the 20 most active stocks being traded
in the local bourses in terms of market capitalization.? Recently, the Business World
surveyed selected commercial banks. Some selected statistics are reproduced in Table
5. Quite expectedly, foreign banks are about twice more liquid and almost twice as
vigilant in intermediation than private domestic banks.* It must be noted that the
mean intermediation ratio of 97 percent by private domestic banks is much higher
than that of Asia’s biggest bank — Bank of Tokyo-Mitsubishi with a ratio of 91.7
percent. Table 6 shows the profile of gross domestic credits extended by deposit
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money banks. For the period 1988 to 1992, loans extended to private businesses and
individuals averaged 68 percent of grand total, while beginning 1993, this share in-
creased to 73 percent. This difference in profile has been complemented by marked
decreases in investments in national government securities. Since the national gov-
ernment has been running fiscal surpluses around this period, then it may not be a
conscious move by deposit money banks to favor private businesses and individuals
over the national government. On the other hand, it demonstrates how prudent fiscal
spending can induce banks to increase lending to private entities.

Referring back to Table 5, we find a curious situation that while the liquidity
ratio of foreign banks has been decreasing at the same time that intermediation ratio
has been decreasing, the liquidity ratio of private domestic banks has been on the
decline while intermediation ratio has been on the rise. As yet, this should not be
cause for alarm since the industry maintains a very high tier one capital-to-asset ratio
of about 18 percent. For the second quarter of 1998, most commercial banks have
increased their liquidity ratios and have decreased their intermediation ratios. The
highest intermediation ratio among commercial banks was only 0.8920. Earlier in the
year, banks have increased lending rates which proved to be too prohibitive for most
borrowers. Even with the moves of monetary authorities to lower interest rates,
banks are still unwilling to lend. We can therefore expect lower investments for the
year which can compromise our growth prospects for the next year.

2. Equity Market

Excepting the previous 15 months or so, the performance of the equity market
has been commendable. It is considered as one of the world’s emerging markets by
the International Finance Corporation (IFC). In 1996, the IFC, in constructing its
index of investable funds in emerging markets referred to as the IFCI, reweighted the
Philippine market upwards to 3.3 percent from 2.8 percent in 1995.* Market capi-
talization reached $80.6B by end-1996, a whopping 37 percent increase over the
end-1995 figures. Listed companies in April numbered 220, compared to an average
of 152 during the years 1986-1993. Nevertheless, we continue to be outperformed
by our neighbors as shown in the following comparative statistics:

Moreover, the concern over market concentration remains, with the top ten
active stocks cornering 49 percent of the market. In the developed markets of the
US and Japan, the figure stands at less than 20 percent.

Cayanan and Sazon (1995) briefly cited studies relating to the efficiency of the
Philippine stock market. A stock market is said to be efficient if players are able to
assimilate relevant information readily and price their bids accordingly.’ One study
involving six common stocks finds that prices do not adjust perfectly to the theoretical
price at the ex-date, meaning that the market is inefficient in the semi-strong form.
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Table 7.
Comparative Statistics of ASEAN-4 Stock Markets
" 1995 1996 %
Change
Market Weight in IFCI Composite Index
Indonesia 32 45
Malaysia 19.7 229
Philippines 2.8 3.3
Thailand 4.7 29
% Change in IFCI Price Index
Indonesia 99 164
Malaysia 0.9 24.1
Philippines -12.9 13.1
Thailand -2.0 -41.1
Market Capitalization (US$ mil)
Indonesia 66,585 91,016 36.7
Malaysia 222,729 307,179 379
Philippines 58,859 80,649 37.0
Thailand 141,507 99,828 -294
Number of Listed Domestic Companies
Indonesia 238 253 6.3
Malaysia 529 621 174
Philippines 205 216 54
Thailand 416 454 9.1

Source: IFC, Factbook 1996 and 1997.

Another study covering six common stocks that account for about 60 percent of the
composite index finds ARIMA patterns which meant that historical prices can influence
future price movements and therefore, that the market is inefficient in the weak form.

Recently, there have been moves to upgrade the technical infrastructure; then
again our neighbors have at least a couple of years lead on this. This will undoubtedly
speed up the assimilation of information by the players. But the other side to effi-
ciency and perhaps the overriding concern of the moment is to improve the quality

and timeliness of information.
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Table 8.
Net Purchases of Stocks by 13 US Funds into the PSE
and % Change in PHISIX

% Change in Net Purchases

PHISIX of Stocks by

13 Emerging

Market Punds

1993 - Q4 40.00 -127
1994 - Q1 -1.07 53
Q2 1.29 -30

Q3 5.89 17

Q4 -4.21 78

1995 -Ql -14.13 -17
Q2 15.64 9

Q3 -4.96 105

Q4 -1.33 -34

Source: PSE, ICI(1996).

Note:  Net purchases are computed based on the beginning-of-quarter
and end-of quarter value of holdings. % change is computed as difference
between end-of-quarter and end-of-previous-quarter price indices.

3. Bond Market

Bonds enable fund deficit units, say corporations, to raise financing without
having to alter their ownership structure. In developed economies especially those
with maturing age structure of the populace, bonds are considered a favored invest-
ment tool especially since holders have senior claim over the assets of the issuers. In
fact, a corporation which issues the bonds also sends out a signal about the equity-
holders’ favorable forecast of future stream of profits. In the Philippines, the bond
market remains underdeveloped. As of end-1995, the government dominates about
97.9 percent of issues — national government issues about 97.5 percent, state enter-
prises issues another 0.4 percent. The corporate sector issues the remaining 2 per-
cent. Considering that most government bond issues have maturity of less than a
year, then the country’s bond market functions largely as a money market.
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ROW intermediaries v

Ten foreign banks recently joined the pack of financial intermediaries oper-
ating in the country. Table 5 describes their recent performance. Apart from the
impressive financial ratios, their indirect effect also improved resource mobiliza-
tion by domestic banks by forcing them to mobilize sources from the peripheral
areas.

Trading in the local stock market continues to be dominated by foreign
investors. Although foreign equity investors are limited to only the B shares of
selected stocks which are no more than 40 percent of capitalization, trading vol-
ume has been dominated by foreign investors. Take the cases of the A and B
shares of MERALCO and San Miguel Corporation. For the first four months of
1997, volume of trades in B shares accounted for 82 percent and 55 percent of
trade in MERALCO and San Miguel stocks, respectively. For the first four months
of 1998, B shares traded more actively, accounting for 90 percent and 68 percent
of trading volume for MERALCO and San Miguel stocks, respectively. Overall,
foreign investors are said to be responsible for some 70 percent of trades in any
given trading day.

There is also the apprehension that foreign portfolio investors introduce
great instability to domestic equity markets, a claim that has been refuted by a
recent study involving 13 of the largest US emerging market funds. Investment
Company Institute (1996) finds that between 1991 to 1996, these US mutual
funds did not redeem shares in large volumes during periods of market weakness.
During the period of high volatility, managers even bought shares at times when
prices were falling and sold in rising markets. Liquidations were generally small
and short-lived. The table below shows the basis of their claims in the case of the
Philippines. Note that in only two of nine quarters are the flows pro-cyclical as
claimed by the study. The recent plummeting of stock prices is again attributed to
foreign funds abandoning ship. Consequently, there have been talks about insti-
tuting measures to curb outflows, a move which appears unjustified based on the
ICI study.

The major obstacle to tapping the international bond market is the sovereign
rating of the Philippines which is still below investment grade despite the recent up-
grading. Nevertheless, international bond placement is slowly gaining popularity among
domestic issuers. In 1996, almost one-third of debt issues have been raised interna-
tionally.
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Demanders of Capital

Domestic Users of Capital

Table 9 lists the initial paid-up capital investments of newly registered domestic
stock corporations and partnerships by industry classification. In 1995 and 1996 and
even more spectacularly in 1997, investments in finance and real estate overshad-
owed investments in manufacturing. On the other hand, referring to Table 10, one
notes that the runaway performer in terms of contribution to GDP growth is the
manufacturing sector. The two observations taken together imply that investments
are not being channeled to the most productive sector. The recent devaluation of the
peso and the slump in the property sector will hopefully bring about a favorable
restructuring of investments and economic activity. Already, the investment figures
for the first semester seem encouraging. The sectors that attracted the biggest in-
crease in investments is the mining and quarrying sector; the community, social and
personal services come as a far second. Investments into the manufacturing and
transportation and communication sectors have been maintained at almost the level
of the previous year while investments into the other industry groups including the
finance and real estate sectors, have declined.

Table 11 shows that Metro Manila continues to attract the biggest chunk of the
investment pie, followed by Central Luzon and Southern Luzon. Since these three
areas are contiguous to each other, then the investment pattern conforms to the
center-periphery model. The same pattern seems to hold in the Visayas, although on
a smaller scale. For instance, up until 1994, Central Visayas managed to attract a
huge portion of investments. As bottlenecks in capacity — mostly infrastructure —
overwhelm the advantages we see a trend reversal with investments in the neighbor-
ing Western Visayas being substantially greater than in Central Visayas during the
past couple of years.

ROW as Users of Capital

In the recently held “First Fixed Income Foram,” a Bangko Sentral official
disclosed that between 1993 and 1996, Filipinos have invested a total of $8.6 billion
abroad. In fact, in the following figure, we see outflows of direct and portfolio invest-
ments by residents increasing beginning 1992. At times, portfolio outflows by resi-
dents even exceed those by nonresidents. This implies that with increasing globaliza-
tion, not only should we compete for foreign investors to park their money in our
shores but also for our domestic investors not to look further away. On the up side,
globalization has increased opportunities for our domestic investors. However, one
cannot expect the benefits to trickle down to the rest of the economy. Since the
financial capital is being translated into physical capital in a foreign land, the chances
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Figure 3. Outflow of Investments by Residents
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for domestic employment creation are very limited, if not nil. Hence, we can expect
the benefits of increased investment opportunities due to globalization to accrue to
only the few owners of financial capital.

THE CHALLENGE OF GLOBALIZATION

A Look at International Agreements

The increasingly complementary relationship between trade and foreign direct
investment (FDI) has been cited as the rationale behind global agreements on invest-
ments. Alongside the direct impact of these agreements are the indirect effects of
international trade accords. Vocke (1997) discusses some of these global agreements
and their possible effects on domestic investments.

First is the agreement on Trade-Related Intellectual Property (TRIPs) which
seeks the protection of intellectual property, e.g. patents, copyright and related rights,
trademarks, industrial designs, etc. While it may encourage investments in research
and development (R&D), the agreement will lead to a decrease in investments in
counterfeit or imitation goods. Since developed countries have the advantage over
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R&D activities, then they are the ones to benefit the most from the TRIPs agree-
ment. In fact, they may even enjoy a measure of market power in countries which
enforce intellectual property rights (IPRs).

The General Agreement of Trade in Services (GATS) purports that there should
be no restrictions on capital inflows to countries receiving FDI. They are to receive
treatment no less favorable than the treatment accorded to domestic services and
service suppliers. As yet, it does not disallow restrictions on capital outflows although
it does require the free crossborder transfer of capital if such is required by the FDI.
The impact of GATS on investment is ambiguous. While foreign investors may be
encouraged by the Most Favored Nation (MFN) treatment, investments in financial
services may decrease since crossborder flows can be carried out without restrictions.

Meanwhile, the agreement on trade-related investment measures (TRIMs) pro-
hibits the use of negative incentives directly intended to influence corporate decisions
on FDI. These include local content requirements, trade balancing requirements,
domestic sales requirements, etc. The unfavorable impact of the agreement results
from the increased uncertainty it can create when countries shift to other investment
measures not covered by the agreement.

Itis also expected that the World Trade Organization (WTO) wdl include mul-
tilateral investment policy framework more in the spirit of the Multilateral Agreement
on Investment (MAI). The MAI was originally intended to be an agreement among
Organization of Economic Cooperation and Development (OECD) countries and
involved all forms of investments — foreign direct investments, portfolio, real estate
and rights under contract. It called for a “level” playing field between national and
foreign investors (national treatment) and among foreign investors (most-favored-
nation treatment).

Perhaps the WT'O Agreement on Subsidies and Countervailing Measures will
have the most telling impact on investments especially in developing countries. The
agreement defines subsidy as “a financial contribution by a government or any public
body,” or “any form of income or price support.” Incentives have been classified into
three: (i) prohibited if linked to export performance or favor domestic over imported
goods; (ii) specific if it discriminates in favor of some firms or industries; and (iii)
non-specific and therefore non-actionable, if they do not discriminate between firms
or industries, or if they are granted to industrial research and pre-competitive devel-
opment activities, environment and regional development. In the interest of keeping
a level playing field with respect to investment, the first two classes of incentives are
not allowed under the agreement. Right away, we can identify all the incentives granted
under our various investment rules as falling into either of these two.
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Alongside the other trade agreements seeking to reduce tariffs, in the extreme
case, these international agreements may result in a very unpleasant scenario — one
where FDI, which used to flow into the country either to evade trade restrictions or
to take advantage of attractive incentive packages, no longer find reason to invest
outside their home country; home producers no longer produce as home consumers
turn to unrestricted imported goods and home investors simply venture into trading.

Mobilizing Resources

Referring once again to the capital transformation paradigm, we see that the
role of financial capital is to enable investments in physical capital. Therefore, return
to financial capital cannot exceed that of physical capital. The strategy then to in-
crease mobilization of financial capital is to improve the productivity of physical capi-
tal. Towards this end, the responsibilities of the major players need to be identified,
with government playing a supporting role.

The corporate sector is the main user of capital and is thus tasked with the major
responsibility of improving the capital productivity, mostly through improved corpo-
rate governance. On the other hand, suppliers of capital, e.g. sharecholders, can im-
pose discipline on corporate managers by taking an active role in corporate decision-
making. Government can facilitate the process by mandating strict disclosure re-
quirements. The absence of all these factors led to the recent financial debacle con-
fronting Victorias Milling Co., Inc. Unwise investment decisions, even tainted with
much irregularities, by management have been carried out quite easily because the
other stockholders did not offer violent oppositions. Records of its finance and trea-
sury department are so muddled that irregularities could not detected until it was too
late.

Institutional investors can play an even bigger role in inducing the corporate
sector to improve its governance. Since they are capable of obtaining huge amounts
of shares, they can play a more active role in corporate decision making. Likewise,
the incentive structure of managers can be linked to the financial performance of the
company. If the company is listed in the stock exchange then the market can impose
discipline on the former as is the case in the US.

Government can encourage the participation of institutional investors in the
corporate sector by liberalizing the former. Care should be taken that the encourage-
ment does not come by way of incentives or mandatory investments. Moreover, it is
worthwhile to examine the feasibility of establishing an exchange dedicated to small-
and medium-scale businesses.
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Equally effective are structural reforms and improvements in technical infra-
structure. These would include the following;:

Disclosure requirements

Strict disclosure requirements can also work to encourage foreign investors while
being able to protect the interests of existing investors. At the same time, financial
capital is directed to its most productive use. Needless to say, accounting standards
have to conform with international levels. This latter issue admittedly may still be a long
time in coming since the forum to revise the International Accounting Standards is yet
to resume. However, government can plan to cooperate in such an endeavor and
implement the revised but improved standards. This may require re-training of accoun-
tants and revising certain materials such as books, forms, procedures and others.

Transparency and Stability of Investment Rules

In addition, foreign investors require transparency and stability of investment rules.
The recent experiences of the country involving overturned decisions, ¢.g. Manila Ho-
tel, Hutchison Ports, Inc., has annoyed a few investors and worried a few more.

Recently, the APEC Business Advisory Council proposed a set of APEC Volun-
tary Investment Principles (A-VIP). Essentially the principles would ensure the trans-
parency, stability, and equity of investment rules. Rules on bidding, policies on repatria-
tion of earnings, protection against expropriation need to be clear. More importantly,
government needs to demonstrate credibility in implementing these rules and policies.

Credit Rating Agencies

The existence of a credible and independent rating agency is likewise significant.
At present, the country has one local credit rating agency — the Credit Information
Bureau, Inc. Since its establishment in 1982, it has been able to post profit only in
1994. Part of the reason is the meager demand for credit ratings as most debt papers
are issues by the government. Lately, the market for commercial paper (CPs) has been
growing. Although these issues are not required to be rated, the fact that obtaining a
rating increases the chances of the issue being approved, has thus increased the de-
mand for ratings. However, ratings can only be as good as the data on which it was
based. Which brings back to the forefront the issue of strict disclosure requirements.

The same disclosure requirements can improve the efficiency of capital allocation by
the financial intermediaries. In developed countries, banks are given incentives when
extending capital to highly rated business investments. In addition, government must
always strive for a healthy fiscal position so as not to crowd out private demand for capital.
Needless to say, mandatory credit allocations should be kept to a bare minimum.
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The merits of mandatory ratings, on the other hand, will need a more carefu!
examination. For instance, it may run contrary to the government’s thrust of encour-
aging more private participation in infrastructure provision as most of these projects
will not likely obtain investment grade rating.

Tax Perks

The issue of tax perks, especially those locating in the special economic zones,
continues to draw sparks of arguments from all sides. In the future, though such
arguments will just be academic as the international agreements take effect. This
being the case, tax incentives need to be rationalized. In addition to the time limit
imposed by the global community is the economic cost of such incentives. The idea is
to be able to guide capital to its most productive use but not to distort market signals.
Fry (1993) illustrates the interaction between efficiency, distortions, and incentive
packages. He notes that incentives and disincentives can be used only to compensate
for the existing market distortions. While the package is in effect, governments should
address the distortions, e.g. strive towards better provision of basic infrastructure —
roads, ports, airports, railways, power, telecommunications, water — which can work
to drive down distribution costs; simplify listing procedures to minimize transaction
costs; etc, To induce efficient allocation of incentives, the Board of Incentives must
come up with a Tax Incentive budget. At the same time, measures need to be imple-
mented that incentives are given with consideration for welfare effects, compensation
for distortions and not simply on a first come-first serve basis.

Attracting FDI

In the emerging world environment, competition for FDI will be fierce — on the
one hand, supply of global savings is expected to decrease (IMF 1995), on the other
hand, developing countries, including the first generation newly industrializing econo-
mies (NIEs) still have a lot of catching up to do, and in the middle of this tug-of-war,
investment perks are either prohibited or actionable. A useful framework to attracting
FDI can be derived from the attractiveness index constructed by Kasper (1991):

selling price,  unit-factor costs

Attractiveness = ( - ) x sales volumes

selling price | unit-factor costs

where ¢ refers to the domestic market and w refers to average of world market.

The above index, however, is incomplete. Inclusion of the exchange rate into
the index will complete the framework at the same time that commensurability is
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ensured. Moreover, with almost every country joining the global community, the
multiplier sales volumes w+¢ will no longer significantly differ, at least in expected
value. Therefore, suppose that the choice is between a small open economy ¢ and
another small open economy j, then we have the following:
selling price,  unit-factor costs /er |
Attractiveness* = ( - ) x sales volumes |
selling price ;| unit-factor costs ./ er ;

The modified index assumes that the selling price is denominated in foreign
currency since we assume that the economies involved are small so that bulk of the
sales will have to come from the ROW. Meanwhile, since the production takes place
in the domestic economy, then it will have to be denominated in the local currency.

Note that governments may no longer directly influence the selling price, the
unit-factor costs and the sales volumes considering all the international agreements
on trade and investments about to take place. If at all, small economies like ours,
which dwarf in comparison to China, say, will be at a disadvantage. Governments
then need to dedicate their efforts and resources, and rightly so, toward indirectly
influencing unit-factor costs. The cost of doing business has to be brought down,
there can be no room for red tape. Service utilities need to be efficient to minimize
distribution, transportation and overhead costs. Personnel should be highly skilled to
minimize wastage, improve quality and possibly enjoy temporary market power be-
cause of high quality output. All these imply the following necessary steps: (i) stream-
lining the bureaucracy, (ii) investments in infrastructure and public utilities, and (iii)
investment in human capital.

Investments in infrastructure and public utilities need to be accompanied by a
policy framework that encourages competition of providers for the market. The ob-
jective is to bring down the cost of utilities to international norms. Perhaps, power
suppliers and/or distributors can be allowed to deal directly with the users.

There is also the issue of an adequate supply of productive human capital. While
it is true that the Philippines has a very high literacy rate, slowly this advantage is
being eroded by other inefficiencies. In addition, our neighbors have been catching
up on our advantage. There is also a need to restructure and update our engineering
courses. Perhaps, the possibility of introducing an intermediate engineering course,
focusing on the skills required to service the routine engineering tasks need to be
considered. Wages have also been rising and these have not been accompanied by
commensurate increases in productivity. World Bank (1997), for instance, finds that
unit labor costs defined as the ratio of total annual compensation cost per employee
to value added per employee in the Philippines increased much faster than in other
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Asian countries and second only to Korea between the years 1986 to 1993. This
implies that overall compensation was excessive given the marginal improvement in
productivity during the period. .

The modified index given above also shows that the exchange rate has to be
competitive. This is not to suggest though that competitive devaluation be under-
taken, but that the exchange rate reflect the true price of the currency. An overvalued
currency introduces distortions in favor of the external economies.

Attracting Foreign Portfolio Investments

Like FDI, portfolio investments seek the highest return for a tolerable amount
of risk. The difference is that, portfolio investors are not willing to take on setup risks.
For the marginal investors, they are also not willing to assume management respon-
sibility. With perfect capital mobility, portfolio investments are supposed to flow into
investments offering the highest return. But the simultaneous inflow and outflow of
investments confound the relationship. Portfolio diversification has been offered as an
explanation for this seeming anomaly (actually, a reality). Of course, the other obvi-
ous explanation is that mobility is still imperfect — there exists transaction costs, tax
perks, incentives and disincentives, etc.

In the emerging world environment, tax perks, incentives, and disincentives will
no longer be allowed. The effort should then be redirected to decreasing transaction
costs. The recent liberalization of the banking industry provides an interesting lesson
(one already written in the books). Note that the entry of foreign banks have caused
the domestic banks to be more dynamic in their mobilization efforts. Interest rates have
gone down (excepting the recent episodes coinciding with the regional currency crisis)
and the spread has been reduced. Recently, there have been talks about instituting a
fixed fee for brokers. Note that in the developed markets, broker fees are competitively
set, therefore the move towards a fixed fee system is a step backward. Equally signifi-
cant are strategies to upgrade technical infrastructure and professionalize the industry.

The exchange rate figures prominently into the portfolio investment decision
but not in the same way as in FDI. Suppose that ¢, is the exchange rate prevailing at
time I, ¢, the one prevailing at time 2 and #*is the domestic internal rate of return.
Consider a one-period investment, 4.¢., between time I and 2, then given a dollar ($)
worth of investment, the investor earns the following:

RETURN =§ *¢ *(1+1%)/¢,-§

so that the implied rate of return is

r=¢/e,*(1+r')- 1
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Attime 1, the variables ¢,and #* are yet unknown and are distributed according
to certain distribution functions, Denoting by F* the ratio, ¢,/¢,,  can be rewritten as
r=Pc+Pe*pd- 1.

The expected value of the above expression is given by:
E[r] = E[P¢] - 1 + E[P<]* E[r?] + Cov [Pe, r¥]

Expanding the last term,
E[r] = (E[P<] - 1) + E[P]* E[#'] + r [P, rd] * s B, s

The relationships can be summarized in the following functional form:
E[r] = (E[P<], E[r'], r [P<, '])

+ + +

Therefore, an expected appreciation works to improve Efr/in the same way as
7. Likewise, a positive correlation between P*and #increases E[r/. Quite obviously,
expectations regarding 7 need to be enhanced. The earlier discussion on disclosure
requirements, accounting standards can work towards this end. The policy move
concerning the exchange rate is a bit more complex. With capital mobility, » [P, #]is
expected to be positive. As foreign funds come in because of the high expected #,
there will be pressure on the local currency to appreciate. However, this can reduce
the competitiveness of the export sector. In the end, though, what is crucial is that the
exchange rate be set at the correct price. If there is evidence that the currency is
overvalued and that devaluation is inevitable, so that E{I* - 1]is negative, then there
will be substantial outflows of capital as recently experienced.

Some portfolio investors (and others would say, most) are not so keen on wait-
ing out their investments until dividends have been declared. Rather, they are more
interested in prospects for capital gains.

The condition for a foreign portfolio investor to realize capital gains is the following:

P,and P, are the asset prices prevailing at time 1and 2, respectively while ¢, and
e, are the exchange rates at time 1 and 2, respectively, expressed in pesos to a dollar.
Foreign investors are happier with an expected appreciation of the currency since the
condition above is easily satisfied. In such a situation, the right-hand side is less than
1, asset prices need not even appreciate. In fact, even a modest decline in prices can
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be accommodated. On the other hand, an expected depreciation means that the
right-hand side is greater than 1. The above condition then becomes more restricted:
P ¢ '

2 2

> > 1

P, e

Note that the above cannot be easily satisfied. Only firms which can be expected
to benefit from a currency depreciation will have the potential of meeting the condi-
tion. The group includes firms with export revenues or a revenue stream from a
foreign economy not plagued by a similar currency crisis.

The situation can only turn for the worse if the market in undercapitalized
so that foreign investors tend to dominate the trades and influence prices greatly.
There will then be the objective of being the first one out leading to disastrous
results, as was the experience of the previous year.

This is the type of portfolio flows that is difficult to manage. Perhaps, the
answer lies in increasing domestic participation. Domestic players need not worry
about the right hand side of the equation. It is in their interest to keep asset
prices up but they will only be able to do that if they trade more actively than do
the foreign investors. We may also consider limiting foreign capital to firms with
an expected foreign denominated revenue stream.

Portfolio diversification can explain the other flows. These flows are not
attracted into the country because of the high expected returns but because
they do not correlate highly with portfolio held in the other markets. Table 12
shows the correlation coefficients of IFCI indices in several emerging markets,
including the indices in some developed markets. During the period December
1991- December 1997, the correlation between the Philippine market and the
US S&P 500 is 0.17, the lowest in ASEAN. During the previous five-year
period, the correlation stands at 0.20. Closer examination reveals that this down-
ward trend can be traced to the correlation coefficient prevailing in 1995-1996,
equal to -0.60 and is significant at the 0.003 level. This trend is a bit disturbing
since this implies that when the US market booms, a slump is expected in the
local market and conversely. All the more that speculative flows are being en-
couraged. Note though that with increasing integration of capital markets, this
“dis”-advantage disappears.
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Fiscal and Monetary Policy Framework

Fiscal and monetary policies must promote macroeconomic stability without
sacrificing economic efficiency.

Asituation where the trend of output is characterized by booms and busts is not
healthy for investments. In periods of booms, firms are encouraged to expand capac-
ity; if followed by a period of bust, then they will be saddled with idle capacity at best,
and mounting mortgage obligations at worst. Presently, the firms that are going
under are those whose expansion plans have compromised their growth.

In July 1998, 11.4 percent of firms covered in the monthly survey of selected
industries conducted by the NSO with the DTI reported less than 50 percent capac-
ity utilization compared to only 7 percent the previous year. Quite expectedly, for the
first three quarters of 1998, capital formation decreased from its year ago level.
Firms can also be seen depleting stocks, instead of stocking up on inventory.

Tax and monetary policies can work to distort choices among financial instru-
ments. The danger is that the incentives or disincentives serve to misinform the
issuers and buyers of the instruments about the risks involved. For instance, FECDU
loans are less costly to acquire than peso denominated loans which means that the
exchange risks are not accurately considered. Keeping interest rates artificially down
discourages lending even more as creditors grope for a true value of the social dis-
countrate.

The challenge of implementing policies while maintaining a balance between
seemingly competing objectives will be even more daunting in the context of increas-
ing globalization. The influx of foreign capital will put pressure on the foreign cur-
rency to appreciate which will hurt the exports sector. In the past, it also discouraged
the growth of the import substituting sector and encouraged an exports sector with a
low level of domestic integration. Over a prolonged period, the current account
situation will strain the international reserve position, inviting speculations of a pos-
sible depreciation that can result in reversals of capital flows.

SUMMARY

The first generation NIEs are probably fortunate in that they embarked on their
growth strategy before globalization has reached the stage in which we find ourselves.
In contrast, the Philippine growth plan has to be implemented within the context of
increasing globalization. As daunting as the challenge may be, we find that solutions
are not as different as originally supposed. The only distinction is that they need to be
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carried out more intensively and in some cases, very quickly. For instance, Chen and
Khan (1997) developed a framework that explains why portfolio capital may flow into
economies with high growth potential even with inefficient capital markets and how
reversals may occur in economies experiencing mediocre economic growth and me-
diocre capital market efficiency. Their recommendation, therefore, is that structural
reforms be undertaken fast so that economies avoid this middle ground.

In the Philippines, domestic resource mobilization should be a key strategy. The
long-run favorable effect of saving into investment and subsequently growth does not
work with prolonged dependence on foreign savings. Perhaps, our value system does
not really encourage savings. Or perhaps, it is too much to ask of a third world
country to forgo current consumption in order to save. Or perhaps there not too
many attractive saving instruments.

Creating a climate conducive to investments is other strategy. Recall that in the
emerging world environment, tax perks will no longer be allowed except with respect
to research and development or if it is implemented indiscriminately. The key there-
fore is to maximize returns by improving corporate governance and minimizing costs.
Risks must also be kept to a minimum. Disclosure requirements that comply with
international accounting standards must be strictly enforced. With increasing global-
ization, the quality and timeliness of information on international transactions need to
be improved. This includes sovereign debt issues and private debt with sovereign
guarantees. The cost of doing business must also be minimized — financial transac-
tion costs, transport and communication costs. Minimizing risks will also require
disclosure requirements, technical infrastructure, and the presence of reputable credit
rating agencies. Just as important is the introduction of hedging instruments. If play-
ers expect exchange rate flexibility, there will be demand for these risk management
instruments. Labor productivity must likewise be increased. Another relevant strat-
egy on the side is to improve the productivity of the agricultural sector to minimize
pressure for wage increases.

Stability of the macroeconomy must also be promoted to encourage saving and
investment behavior. Furthermore, getting the exchange rate right becomes even
more important as we integrate even more into the global community.
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NOTES

1 As measured by return on assets. ‘

2 According to May 1997 PSE figures. If stocks are sorted according to value turnover,
then the following banks figure in the top 20 list: MBTC, BPI, PNB, and EBC.

3 The ratios are computed with reference to 30 private domestic banks, 17 foreign banks,
and one government bank.

4 Note however that the markets listed above have been weighted downwards beginning
May 1997.

5 To be more accurate, one should distinguish between three forms of efficiency — semi-
strong, weak, and strong. See Cayanan and Sazon (1995).
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FISCAL POLICY
IN THE EMERGING
WORLD ENVIRONMENT

GILBERTO M. LLANTO*

INTRODUCTION

What role is there for the country’s fiscal policy in the emerging world environ-
ment? This is the basic question that the paper attempts to tackle. To answer the
question, I propose to view the problem in terms of difficult fiscal choices the country
has to make in the highly competitive world environment that is fast emerging. The
motivation is the observation that fiscal policy tends to be less effective than monetary
policy as a tool for macroeconomic stabilization in the emerging world environment
of capital mobility and flexible exchange rates. The suggestion is that fiscal policy can
thus be used as a tool to promote competitiveness of the country by spending on
infrastructure, education, science and technology and by having tax reforms that
reconfigure the incentive structure in favor of the tradable sector (Paderanga 1997).
On the expenditure side, the provision of world class soft and hard infrastructure with
which mobile capital combines to create value added is seen as a necessary require-
ment for competitiveness (Fabella 1997). This approach of using expenditure policy
to promote competitiveness contrasts with the traditional method of deploying a host
of tax incentives to attract investments, especially foreign direct investments, to tar-
geted sectors.

* Senior Research Fellow, Phﬂippine Institute for Development Studies
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The Philippines, a latecomer among Southeast Asian countries, finally faced up
to the challenge of globalization. It cannot escape the fact that it now “lives in a
harsher environment” (de Dios 1996) with trading rules drastically changed by glo-
bal economic integration and the fierce competition by developing countries for in-
vestment capital. For many developing countries, it is a matter of finding capital for
investment, markets for exports and access to competitive production technologies
(Bahl 1992) in order to attain higher economic growth. Indeed, the more outward-
looking and competitive economies seem to have realized this goal.

There is evidence that countries adopting a more outward trade orientation had
a higher gross national product (GNP) growth rate (7.7% per year) compared to
those with an inward trade orientation (2.2% per year), as pointed out by Bahl, citing
an IMF study (1990). Thus, the Philippines like other developing countries liberal-
ized its trade regime, deregulated and liberalized its financial markets and in general,
adopted policies conducive to domestic and foreign investments.

In the next section, I dwell briefly on the new world environment, the “harsher
environment” of today and the future that the economy faces. Recent research and
data show that a formidable but challenging task awaits the economy (Paderanga
1996; Fabella 1996, de Dios 1996; Alburo 1996). The purpose is to identify factors
in the emerging world environment that will shape the future thrusts of taxation and
expenditure. Then, I turn to a review of recent fiscal reforms undertaken by the
Aquino and Ramos administrations to see how the economy has been geared to
undertake the challenging task of becoming more competitive. The section notes that
the fiscal reforms have laid down the foundation for future economic growth in the
form of macroeconomic balance and restored confidence in the economy. The re-
forms finally bore fruit under the Ramos administration, chiefly through the contain-
ment of inflation and the generation of a fiscal surplus. Finally, I consider some of the
important fiscal choices that have to be made to build the capacity of the economy to
deal with globalization and the “harsher environment” of the future.

In general, the paper argues that the economy has to make serious fiscal choices
that will help create an appropriate economic environment and incentive structure for
economic agents to make informed decisions on consumption, saving and invest-
ment. It has to restore confidence in the economy through fiscal reforms but it also
has to reorient the expenditure pattern toward public goods and services that prime
higher factor productivity. :



Coming to Grips with Globalization 129

Il. THE EMERGING WORLD ENVIROMENT: HARSHER, MEANER!?

What is the nature of the emerging world environment that led to the quip that
itis a “harsher environment” that the country is now forced to rake? How integrated
is the Philippine economy to the world markets?

Paderanga (1996, 346ff) observed that the increased integration to the goods
market has been matched by a parallel integration in financial markets. There has
been almost a hundred-fold increase in annual capital flows to developing countries
from the 1960s to 1993. Equity market capitalization has also increased together
with the capital flows. The ratio of the country’s exports to gross domestic product
(GDP)was 21.03 in 1994 compared to 16.21 in 1986; the ratio of imports to GDP
was 33.27 in 1994 compared to 16.89 in 1986. Total external trade as a ratio to
GDP was 54.30 in 1994 compared to 33.10 in 1986 (Paderanga 1996). I chose
1986 as the comparative year because it was during the first year of the Aquino
administration that the economy earnestly undertook the road to liberalization and
deregulation. Paderanga (1996) explained that substantial integration with global fi-
nancial markets is due to policy reforms. Sakai (1994) found out that domestic inter-
est rates are more correlated with New York and Hongkong interest rates than with
domestic supply and demand conditions. A test using the uncovered interest rate
parity conditions by Paderanga and Tan (1996) indicated that the Philippines is finan-
cially integrated to the rest of the world.

Foreign direct investments have been the major fuel of economic growth in the
rapidly growing Asian and Latin American countries as may be seen in Table 1.

For all developing countries, foreign direct investments was 4.5 percent of gross
domestic capital formation in 1991, rising to as much as a fifth of gross domestic
capital formation in Malaysia and Venezuela. It was 5.6 percent in Thailand and 3.6
percent in Indonesia (Table 2). The Philippines has to work doubly hard to attract
foreign capital, not of the speculative type, but foreign direct investments that bring
innovations and technological progress.

The integration to the world markets has raised fears about the vulnerability of
the domestic economy to external policies and events that are beyond the control of
domestic agents. In the small country context, this reality is disturbing for a small
economy such as the Philippines. It will not be difficult to comprehend the impact of
global integration to the economy. The current volatility of the foreign exchange
markets, the uncertainty hovering over interest rates and the behavior of investments
are illustrative of the impact of global integration. Opportunities for greater eco-
nomic growth appear as well with threats to standards of living. This is a harsh reality.
An economy that fails to adjust and become more competitive suffers the conse-
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Table I. Ratio of foreign direct investment to gross domestic product

1970 1980 1990
ASIA
South Korea 0.82 0.01 0.30
Taiwan 0.01 0.10 3.35
Singapore 491 9.36 13.90
Thailand 0.61 0.58 2.96
Malaysia 2.24 3.74 5.50
Indonesia 1.44 0.17 0.90
Philippines -0.37 -0.32 121
China - 0.16 0.96
LATIN AMERICA
Chile -0.97 0.76 2.14
Argentina 0.05 043 193
Mexico 0.84 1.10 111

Source: Paderanga (1996) referring to a table of Uratn (1994)

Table 2. Foreign direct investments in selected developing countries, 1991

US $billion %of GDCF*
Mexico 48 74
China 44 33
Malaysia 3.5 205
Argentina 24 15.1
Thailand 2.0 5.6
Venezuela 1.9 192
Brazil 1.6 20
Indonesia 1.5 3.6
South Korea 11 1.0
Turkey 0.8 39
All developing countries 359 4.5

Source: Fabella (1996) citing The Economist, September 15, 1993, p.15.
Note: * gross domestic capital formation




Coming to Grips with Globalization 131

Table 3. Real GDP and real GDP per capita growth rates for low and middle
income countries, 1965-2000 (annual percentage change)

Region or Real GDP growth Real GDP

Group per capital
growth

Trend Projection  Trend Projection

(1965-1989)  for 1990s (1965-1989) for 1990s

Alllowand

middle income 4.7 49 25 29
East Asia 7.2 6.7 5.2 5.3
South Asia 42 4.7 1.8 2.6
Latin America

and Carribean 4.3 3.8 1.8 2.0

Source: World Development Report, 1991

quences of lost markets and investments, slower growth and higher unemployment
levels. One may conclude rather naively that a retreat from the interdependency
across economies is the rational way of dealing with the increased vulnerability of the
domestic economy to external events beyond its control. But the reality is that unless
an economy becomes competitive, it has a very slim chance of making itin the global
marketplace.

Thus, notwithstanding the threat of significant cross-border short term capital
arbitraging with its implications on the stability of capital markets, and the presence
of a very aggressive player like China which has given very stiff competition to the
Philippines, (Fabella 1996)" the differential growth rates between outward and in-
ward looking countries cited by Bahl (1992) seem to indicate that greater opportuni-
ties await the developing country that can take advantage of more open markets and
greater accessibility of technology. Alburo (1996) argued in favor of globalization
because of the efficiency gains coming from better resource allocation brought by
freer trade. The potential for realizing higher global welfare is maximized by having a
more open global economy.? He quickly noted though that the possibilities will be
“dictated by the internal policies within the small country.” Such policies include “the
degree of privatization and deregulation, the macroeconomic conditions including
efforts to contain inflation and maintain competitive exchange rates” and the “sup-
port that infrastructure can give to potential producers” (Alburo, ibid.).
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Who are expected to benefit from the emerging world environment? World
Bank projections indicate the East Asian countries leading the pack among low and
middle income countries (Table 3). These are the countries that have been aggressive
in courting foreign direct investments, opening their economies and adopting macro-
economic policies which contained inflation and maintain competitive exchange rates.

In summary, the opportunities offered by globalization include access to export
markets, investment capital, and innovative production technologies. The countries
which took the greatest advantage of the opportunities lifted restrictions on trade,
maintained competitive exchange rates, reduced public sector dominance of the
economy, and pursued fiscal policies which cut the deficit and allowed greater private
sector participation in their respective economies. It is not coincidental that a regime
of low inflation led to confidence in goods and money markets that attracted more
capital flows, especially foreign direct investments. One can also note that the avail-
ability of infrastructure and good transportation increased factor productivity, a re-
quirement for competitiveness.

More specifically, the successful Taiwan experience as cited by Fabella (1996),
indicated the importance of upgrading the general economic environment. Upgrad-
ing consists of: (a) macroeconomic stability and (b) the provision of competitive
infrastructure. According to Fabella, once these conditions are met, firms on the
technological frontier will come and operate. This way greater output, exports, and
employment may be expected.

Fabella distinguishes two types of infrastructure: hard and soft. The former
refers to infrastructure in the form of roads, ports, telecommunications, and ship-
ping. Considering the archipelagic conditions of the country, shipping and telecom-
munications are very important hard infrastructure. Soft infrastructure consists of
peace and order, that is, governance concerns, and human infrastructure in the form
of skilled and educated labor in a predictable labor market. Unfortunately, the Philip-
pines lags behind the provision of soft and hard infrastructure. It ranks thirty-ninth
out of 41 countries in the 1991 World Competitiveness Report. Making available the
required soft and hard infrastructure requires the allocation of substantial resources
and reorientation of the country’s economic policies like fiscal policy.

The implication is that through appropriate fiscal choices, the government can
make the macroeconomic environment conducive for private investment capital to
bring about the expected economic growth.* More than this, following a Fabella-Von
Thunen concept of competitiveness, once international factor mobility is assumed,
inter-country differences spelled out by soft and hard infrastructure determine where
factors of production will choose to be employed. Thus, the relative attractiveness of
the country to private investment capital will be principally motivated by the availabil-
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ity of “immobile factors with which mobile capital combines to produce value added”
(Fabella 1996). .

The emphasis on the provision of soft and hard infrastructure through a reori-
entation of government expenditure patterns does not belittle the critical role of fiscal
policy in establishing and maintaining macroeconomic balance. The Philippine expe-
rience shows that a drastic cut of the fiscal deficits was instrumental in having low
inflation and low domestic interest rates which create the conditions for more invest-
ment and risk taking by private agents. The capacity to attract investment capital
depends, to a great extent, on the sustainability of policies that restore confidence in
the economy (Goldstein ez /. 1991). Greene and William (1991) found out that the
rate of total private investment in developing countries is positively related to the rate
of real GDP growth, the level of per capital GDP and the rate of government invest-
ments. The investment rate has been found to be negatively related to the real interest
rates and the levels of inflation and debt.’

This is an important point to consider in view of the increased demand by
developing countries for investment capital. Bahl (1992) maintains that the distribu-
tion of investment capital among the developing countries will be partly determined
by government policies in those countries. This view emphasizes the importance of
macroeconomic balance that not only restores confidence in the local economy but
also creates positive expectations of the future. The confidence and positive expecta-
tion will be bolstered by the availability of “world class” immobile factors that com-
bine with the mobile factors to produce value added. Thus, for the country, the
challenge is how to develop the capacity “to find markets for exports, to find sources
of capital for industrial and infrastructure development and increasingly, to develop
competitive production technologies” (Bahl 1992). The fiscal policy choices of the
future have a significant bearing in dcvcloping; that capacity.

RECENT FISCAL REFORMS

This section is a brief summary of the fiscal reforms undertaken by the Aquino
and Ramos governments in the last 10 years (1987-1997). It focuses on the period
when the economy made substantial strides toward economic liberalization, open-
ness, and integration to the world markets. The simple message of this section is that
an economy cannot aspire for competitiveness unless it has successfully addressed the
basic macroeconomic imbalances. A strong fiscal position, defined as a situation of a
fiscal surplus, is a key factor in addressing those imbalances. Conversely, huge fiscal
deficits lead to strong inflationary pressure and deterioration of the external balance.
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A fiscal surplus enables the economy to cnjdy a regime of low inflation that generates
confidence in the capital markets and greater private risk taking that ensures greater
private sector participation in the economy. Additionally, greater public savings make
possible greater public investments on human resource and physical infrastructure.

The economy suffered serious macroeconomic imbalances under the Marcos
martial law regime. In 1985, the last year of the Marcos regime, the consolidated
public sector deficit (CPSD) was 6.1 percent of GNP. Patronage politics, the spoils
system and the public sector monopoly in various industries contributed to the im-
mense fiscal deficit. For example, government corporations grew from 44 in the
1950s to as many as 301 by the time Marcos left office. Those government corpora-
tions had monopoly or near monopoly control over sugar, coconut, cereal trading,
power generation, hotel, land transportation, airline operations, rubber, and coffee
production. In 1984, they accounted for 31.1 percent of the total investments but
generated only 1.3 percent of value added.® When the most serious balance of pay-
ments crisis ever to hit the country came in 1983-1985, GNP had a negative growth
rate averaging -4.8 percent.

Fiscal Reforms Under Aquino

The Aquino government immediately undertook major economic reforms to
recover the economy. It cut down public sector dominance of the economy, in-
creased private sector investments and stimulated export-oriented industries. It fo-
cused on revenue generation and more efficient use of scarce budgetary resources.
The government introduced reforms in the tax structure, tax administration, and the
quality and distribution of government expenditures. The revenue program attempted
to increase tax compliance and plug revenue loopholes. The result was an increase in
total revenue effort from an average or 11.7 percent in 1980-1985 to 14.5 percentin
1986-1989. On the expenditure side, current spending grew from an average 8.9
percent of GNP in 1980-1985 to 13.3 percentin 1986-1990 primarily because of an
increase in interest payments and personal service expenditures. The increase in in-
terest payments was due to the national government’s assumption of the guaranteed
loans and obligations of government corporations and financial institutions ( Diokno
1990).

Beginning 1986, the government assumed certain non-fiscal obligations in the
national budget. These included debt payment on liabilities of the Development Bank
of the Philippines and the Philippine National Bank that the Marcos administration
used to provide behest loans to cronies and relatives. Other non-fiscal obligations
included the debt service of the National Nuclear Power Plant and interest payments
on Central Bank of the Philippines open market support operations in the flotation of
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Table 4. 1986 Tax reform package

Tax Reform

Features of the Reform
Measure

Drrect Taxation

1. partial shift to global personal taxation

0-35% tax rate applied to both

compensation and business/professional income

2. uniform final tax on passive income

3. withdrawal of tax exemption of
franchise holders

4. uniform corporate income tax rate
5. increased private vehicle tax

6. increased personal exemption allowances
7. separate taxation of married taxpayers
8. elimination of double taxation of

dividend income

9. tax amnesty on undeclared income

royalties, prizes, winnings from
lotteriesand interest income from
bank deposits subject to uniform
20% final tax

franchise holders subject toincome
tax :

2 tier corporate rate replaced with
single 35%

average 50% increase on motor
vehicle tax

personal exemption allowance
increased and the poverty threshold
income exempted from tax

option to file separate income tax
returns

elimination of tax on intercorporate
dividends and gradual removal of
tax on shareholder’s dividend
income

tax amnesty to raise additional
revenue

Indivect Taxation

10. value added tax, generally 10%

11. conversion of excise taxes to ad

valorem taxes

12. abolition of export taxes, except on logs
13. minimum 10% import duty

(later scrapped as duties on some raw
materials were reduced to 3%, in some
cases, zero)

14. removal of tax exemption of GOCCs*

* government owned or controlled corporations

simplified indirect tax structure to
yield more revenues

prevented the erosion of excise
taxes by inflation

removal of penalty on exports

to raise additional revenue

to improve tax collections; to
financially troubled
GOCCs,subsidies through the
budget were provided for
transparency
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government securities and advances related to the debt reduction program. In addi-
tion, the subsidy to the Oil Price Stabilization Fund contributed to the increased
obligations of the government. Thus, the non-fiscal transactions increased the con-
solidated public sector deficit because of the government’s assumption of various
non-governmental liabilities. Interest payments alone became the single biggest item
in the government’s payment obligations. Note that the national government fiscal
deficit constituted only some 50 percent of the consolidated public sector deficit
(CPSD) which included non-fiscal obligations.

To address the huge CPSD, the Aquino government enacted a number of tax
reforms in 1986. Table 4 summarizes the tax reform package of the government.
There was a serious attempt to increase the revenue intake and simplify tax adminis-
tration. Later in 1988, a notable tax reform was undertaken with the introduction of
a broad-based value added tax. This simplified the structure and administration of a
complicated sales tax system and generated additional revenues. It has a uniform rate
of 10 percent,

An important component of fiscal reforms is the privatization of various govern-
ment assets deployed in various industries such as banking, oil, and other businesses.
The intention was to rid government of many non-performing assets and encourage
private sector initiative in business undertakings formerly controlled by government
owned or controlled corporations (GOCCs). The privatization program brought in
substantial revenues to the government over the period 1987-1991 (Table 5).

A complementary reform to privatization was the rationalization of the govern-
ment corporate sector. The government adopted the following measures:

* imposition of market interest rates on government advances to GOCCs;
* requirement to declare dividends and remit 10 percent of net income to the
government;

Table 5. Receipts from privatization (in billion pesos)

Year Amount % of GNP
1987 54 0.8
1988 101 1.3
1989 8.6 1.0
1990 4.5 0.4
1991 6.6 0.5
Total 35.2

Source: Department of Finance
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* prioritization of access to government support, reduction of budgetary support

s government guarantee solely to the National Power Corporation, with the rest of
GOCCs asked to borrow based on their respective credit ratings;

* performance evaluation based on plans and target accomplishment; and the

* establishment of Government Corporate Monitoring and Coordinating Commit-
tee to supervise GOCCs

As a result of the reforms in the GOCC sector, net flows to GOCCs dropped
from 5.6 percent of GNP in 1986 to 1.5 percent of GNP in 1987 and to less than 1
percent of GNP from 1988-1991 (de la Cruz and Beltran 1991). This meant sub-
stantial savings for the government.

The 1986 tax reform package resulted in an improvement of the tax effort from
11 percent in 1986 to 15.2 percent in 1992. With the privatization program, the rev-
enue effortincreased from 13.3 percent to 17.7 percent in the same period (Table 6).

Thus, the overall bouyancy of the tax system with respect to GNP rose from an
average of 0.93 in 1976-1986 to 1.41 in 1987-1992 with significant improvements in
the bouyancy figures for the individual and corporate income taxes (Table 7).

On the expenditure side, the Aquino administration had to contend with the
demands of the rehabilitation of the government corporate sector. Thus, it absorbed
the liabilities of the rehabilitated government financial institutions and also allocated a
very substantial share of the budget to debt service. From 28.5 percent in 1985, the
ratio of debt service to total expenditure rose to 49.2 percent in 1990 before drop-
ping to 37.3 percent by 1992. Government expenditure on personnel services also
rose because of the enactment of the salary standardization law, resulting in the
increase of personnel services from 4.2 percent of GNP in 1985 to 5.8 percent in

Table 6. Tax and revenue effort, 1986-1992 (in percent)

Tax Effort Revenue Effort
1986 11.0 13.3
1987 12.8 154
1988 114 14.2
1989 134 16.7
1990 14.0 16.7
1991 145 17.6
1992 15.2 17.7

Source: Department of Finance
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Table 7. Overall bouyancy coefficients of major tax groups

1976-1986 1987-1992
Total tax revenue 0.93 1.41
Individual income tax 0.62* 1.67
Corporate income tax 0.90* 1.57
Sales tax/VAT and licenses 0.95 1.43
Excise taxes 1.22 0.60
Import duties 0.71 1.88

*average for 1980-1986
Source: Manasan (1997)

1991 (Department of Finance 1997). The 1988 government wide reorganization
resulted in the expansion of the bureaucracy. Diokno (1990) estimated that from a
level of about 1 million employees in 1987, the bureaucracy expanded to approxi-
mately 1.2 million employees in 1990.

In addition, the Aquino administration had marked preference for expendi-
" ture in education, health and social welfare, including mass housing, agrarian
reform, and free secondary education. In 1980-1985, the Marcos regime spent
some 2.9 percent of GNP for infrastructure (power, energy, water, roads, and
flood control) and 2.5 percent of GNP for education, health and social welfare.
Aquino reversed the situation by spending as much as 2.7 percent of GNP on
education, health, and social welfare compared to 1.9 percent of GNP on infra-
structure (Diokno 1990).

The sustainability of the fiscal deficit became a problem as the CPSD rose to
almost 5 percent of GNP in 1990. A tight stabilization program was imposed in
1990-1992. Excise taxes on tobacco and alcohol were raised with a 9 percent import
levy together with a specific levy on oil importation. Capital spending which had been
on a decline was cut further. An immediate result was the severe electric power
shortage in 1992 that had an adverse impact on investments and on the country’s
competitiveness.

FISCAL REFORMS UNDER RAMOS

'The Ramos administration basically continued the tax policy stance of the Aquino
administration. It tried to develop more revenue generating capacity, simplify and
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strengthen tax administration and improve the equity of the tax system. Given the
country’s relatively low public savings, the government had a single-minded effort to
raise revenues.

In 1993, new revenue measures were passed, arﬁong which are the excise taxes
on cigarette, the use of the withholding tax for the value added tax (VAT) on govern-
ment contractors and suppliers and an increase in dividends from GOCCs, In 1994,
the documentary stamp tax and the stock transaction tax were increased. The gov-
ernment also undertook an expansion of the coverage of the value added tax. The
excise taxes on liquor and tobacco were also increased. The temporary oil levy was
converted into a permanent excise tax in mid-1996. In this regard, the oil industry
was finally deregulated which terminated the subsidization of the Oil Price Stabiliza-
tion Fund (OPSF). To contain tax evasion, legislation was passed which increased
penalties and removed restraints on disposition of smuggling cases. The import in-
spection scheme implemented by a private firm hired for the purpose was expanded
to cover all ports. The minimum value of import shipments for inspection was also
removed.”

Because of fiscal reforms, the government realized its first surplus in 20 years in
1994. The following year, it realized another fiscal surplus. This led to the decrease of
the CPSD to 0.5 percent of GNP in 1994 and to 0.1 percent of GNP in 1995. The
tax effort increased from 15 percent of GNP in 1992 to 15.7 percent of GNP in
1995, despite tax exemptions granted to exporters, thrift banks, and build-operate-
transfer (BOT) projects. Table 8 shows the overall buoyancy coefficients of major tax
groups and the resulting tax effort.

Despite the positive fiscal performance, Manasan (1997) pointed out the worri-
some deterioration of overall bouyancy from 1.31 in 1987-1996 to 1.15 in 1993-
1996. She observed that the sharp drop was caused by the decrease in bouyancy of
tariff revenues and the individual income tax.

Legislation provided for new tax incentives and an increase in personal exemp-
tion levels. The Thrift Bank Act exempted thrifts, rural banks, and specialized gov-
ernment banks from the gross receipts tax. The Export Development Act of 1995
provided new tax incentives which will result in an annual revenue loss of close to P2
billion according to Department of Finance estimates. These new measures eroded
the taxable base and brought revenue losses at a time that the economy needed more
revenues to finance the increasing demand for public investment in physical infra-
structure and human resource development.

Privatization was pursued with the transfer to private investors of big corpora-
tions such as Petron, Philippine National Bank and lately, the Manila Waterworks
and Sewerage System (MWSS). The government completed the privatization of the
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Table 8. Overall bouyancy coefficients of major tax groups and tax effort

Bouyancy 1987-1996 1993-1996
Total tax revenue 1.31 1.15
Individual income tax 1.62 1.53
Corporate income tax : 1.60 1.67
Sales tax /VAT and licenses 1.52 1.67
Excise taxes 0.80 1.14
Import duties 1.25 0.29
Tax effort % of GNP
1992 15.2
1993 15.3
1994 15.6
1995 15.7

Source: Buoyancy: Manasan (1997)
Tax effort: Department of Finance (1997):

Philippine National Bank and sold PNB warrants in December 1995. This last mea-
sure generated P1.75 billion for the national treasury. The warrants were later listed
in the stock exchange. Congress created a new Bangko Sentral ng Pilipinas to replace
the bankrupt Central Bank of the Philippines. A Central Bank Board of Liquidators
(CB-BOL) was also created to unwind the huge indebtedness of the former Central
Bank. The government provided more than P30 billion to refinance the assistance to
the CB-BOL.®

The Ramos administration also implemented BOT schemes, first to solve the
power crisis which came to a head during the last year of the Aquino administration
and later, to tap private sector expertise and resources for other hard infrastructure.
The enactment of the BOT law enabled greater private sector investment in various
infrastructure projects. It also attracted foreign capital which sought out road, en-
ergy, and other infrastructure projects.

The present efforts are concentrated on the passage of the Comprehensive Tax
Reform Program (CTRP).* The government expects this to be the vehicle for gen-
erating additional revenues in an effort to offset the revenue-eroding measures passed
by a populist Congress. The new revenues will also be necessary to maintain a fiscal
surplus since the remaining assets to be privatized will not yield as much revenues as
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before. Most of the big assets have already been sold or transferred to private hands.
The CTRP has three main parts: (a) the excise tax reform (already passed by Con-
gress), (b) the income tax reform (now under discussion by the bicameral committee
of Congress) and (c) the fiscal incentives reform (not yet tabled for discussion in the
legislature). The income tax reform component seeks to (1) broaden the income tax
base by removing areas of discretion between taxpayer and tax examiner, (2) simplify
tax administration for efficient collection of income taxes, and (3) reduce the corpo-
rate income tax rate to encourage investments.

The estimated yield from the excise tax reform is about P7 billion in 1997 or 0.3
percent of GNP. This is a very big source of incremental revenue in the CTRP.
However, the shift from ad valorem to specific tax system will reduce tax buoyancy.
The original Department of Finance income tax reform package is estimated to yield
incremental revenue of about P7.4 billion. However, a populist Congress mangled
the proposed income tax reform package. The House of Representatives® version
reduces tax revenue by almost P36 billion or 1.2 percent of GNP in 1998 while the
Senate version will lead to incremental revenue of only P4.5 billion or 0.1 percent of
GNPin 1998.

The general conclusion of this section is that the recent fiscal reforms brought a
regime of low inflation and relatively stable prices. Cutting down the fiscal deficitto a
more manageable level and eventually, turning a fiscal surplus were two important
feats of the Ramos administration. This is a necessary although not sufficient condi-
tion for economic growth. A very large public sector presence crowds out private
investment and lowers growth, thus, the need to cut the fiscal deficit. Low inflation
and stable prices have encouraged domestic and foreign private capital investment.
However, the constraints imposed by inadequate or lacking soft and hard infrastruc-
ture on attracting more private capital are very real problems. Thus, as the country
becomes more and more integrated into the world economy, using fiscal policy as a
competitiveness building instrument seems not only intuitively appealing but also very
practical and strategic.

This has to be undertaken in a non-inflationary way. This will require greater
use of taxation and user charges to generate revenues and reordering the expendi-
ture pattern of government to ensure financing for soft and hard infrastructure.
But as the economy moves toward the goal of higher economic growth in the midst
of integrated world markets through competitiveness enhancing strategies such as
providing soft and hard infrastructure for mobile private capital, what fiscal choices
awaitit?
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V. FISCAL CHOICES:TO BE OR NOTTO BE COMPETITIVE

Several critical fiscal choice issues present themselves in the emerging world
environment. There is of course the overriding objective of continuing a regime of
low inflation and price stability. More importantly, as the economy grows, the overall
fiscal policy choice is to create a policy environment that would allow a greater
private investment and productivity. Thus, the main suggestion of this paper is that
the government must start to consider fiscal policy not only as a tool for macroeco-
nomic stabilization, but also as a potent tool for influencing consumption and invest-
ment decisions of economic agents toward what would maximize society’s welfare.

The myopic view of tax policy is to regard it as purely a tool for generating
substantial revenues and to look at expenditure policy as an instrument to offset the
deadweight losses arising from distortionary taxation. Thus, a government should
raise as much tax revenues as possible, regardless of a distortionary impact on private
economic agents’ consumption and investment decisions. It is expected that the
appropriate expenditure policy will offset the distortion so created. In this context,
what fiscal choices confront the economy as it strives to be more competitive in the
emerging world environment? ’

I suggest the following as the more critical fiscal choices of the future with
respect to meeting the objective of improving competitiveness:"*

A. Should ihere be growth in pullic expenditures or a decline in taxes and
borrowings?

The traditional view seems to be that there should be increased tax effort in
order to raise the revenues that will finance the growing public expenditures. How-
ever, while taxation and expenditure should be analyzed together, the problem is not
simply using taxes to fund a fixed, exogenously given expenditure (Burgess and Stern
1996). Expenditures are financed by taxation, borrowing or money creation. Consid-
ering the relative costs and disadvantages of these different instruments used to fi-
nance expenditure, one has to carefully find a good justification for even suggesting a
particular expenditure item. Bahl (1992} pointed out that the government should not
take an interventionist approach except where the presence of important externalities
demands it. Tax, trade, and industrial policies should be coordinated and should
interfere as little as possible with the market.

The sad thing, however, is that populist legislators have a penchant for enacting
revenue-eroding laws bereft of any economic justification.!? Burgess and Stern argue
that the identification of important and costly areas for government intervention does
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not per se warrant extensive government action. They further point out that even in
systems where government is honest and constructive, one has to take into serious
account the cost of raising resources whenever a spending item is proposed. Thus,
the difficult fiscal choice to make is to identify the appropriate mode of financing
(most preferably, a tax or group of taxes) that will be used to finance an expenditure
item. The relative costs and disadvantages of the financing instrument must be thor-
oughly discussed and if possible, made known to the public. A good question to raise
is whether a particular expenditure item will raise the competitiveness of the local
economy.

Following Bahl, a good rule for debt finance is that borrowing should be limited
by the growth in the economy’s taxable capacity, the present level of debt burden and
the intrinsic value of projects. Given the known limitations and pitfalls of debt finance
- or money creation, the only viable, long term funding source is taxation, and no
other.!?

The composition of government expenditures is as important as its aggregate
value. For competitiveness in the global marketplace, expenditure policy should give
greater attention to investment in human capital, e.g. basic education, nutrition and
health. However, while there has been an attempt to provide the social sectors more
resources relative to the other sectors, the resources such as those in the education
sector have not been used for the most socially useful expenditure item, namely, basic
education. Manasan, Llanto, and Nuqui (1996) pointed out that the need for greater
investment in basic education can be appreciated in the context of rapid development
sustained by the neighboring countries. Those countries made better use of their
respective labor force’s skilis and training to create more jobs and wealth. This would
have been impossible without a strong foundation in basic education that is a require-
ment for a competitive work force. If a good basic education is the key to a future
competitive labor force, then the difficult choice lies between providing adequate
support to basic education and privatizing state colleges and universities (SUCS)
which provide tertiary education.

A decline in the infrastructure budget has long-term implications on future
economic growth and the competitiveness of the economy. However, neglect of re-
current expenditures may also require more capital expenditure to replace assets that
have deteriorated because of poor maintenance. It will be important to determine
recent changes and future trends in sectoral allocation of expenditures and to estab-
lish whether there is some significant relationship between share of government
expenditure allocated to infrastructure and /or the level of total expenditure on infra-
structure on the one hand, and growth in GDP on the other. In other words, it will be
interesting to find out the impact of public expenditure on private investment deci-



144 o - Llanto

sions. This way, the suggestion to deploy more resources to physical infrastructure
may be justified relative to other schemes such as fiscal incentives which have been
assumed to be significant determinants of private investment decisions. The problem
with fiscal incentives is that despite the claim that they encourage private investments
in particular areas, nobody is sure whether they increase factor productivity and the
competitiveness of the economy. One thing is certain: they erode the taxable base and
contribute to revenue losses.

B. Should fiscal incentives be used to promote ceriain sectors, e.4. tradable
sector?

The interesting issues gravitate around the debate between having a tax struc-
ture favoring tradables on the one hand, and having a more neutral tax policy across
sectors and transactions, on the other. For instance, Korea used tax policy to pro-
mote changing economic objectives in different ways. In the outward-oriented phase
of economic expansion (1961-72), it used rebates of direct and indirect taxes on
exports to encourage growth. In the most recent trade liberalization and structural
adjustment phase (1980-89), the revenue-raising potential of the value added tax has
played an important role in moving toward tax policy neutrality.'s

Those who believe in the Korean (fiscal) model argue that generous tax incen-
tives such as tax holidays and accelerated depreciation among others, will create
tremendous investment opportunities in the tradable sector. The tradable sector
will then be the locomotive of economic growth for the country. This paper holds
that market forces and an appropriately structured tax system can provide the im-
petus for private investments, e.g. in the tradable sector that could bring about
economic growth. Market forces will determine the volume and allocation of pri-
vate investments. Tax policy will be a critical factor in investment decisions and this
calls for a better understanding of the relationship between tax incentives and mar-
ket investment decisions.

The problem with the tax or fiscal incentives approach is that the expectation
arising from the grant of tax incentives is not confirmed by research findings. Recent
research'®indicates that the tax incentives have an insignificant role in attracting for-
eign direct investments. In contrast, the availability of infrastructure, not generous
tax or fiscal incentives, is one of several factors significantly influencing investment
flows. Not only has the country’s fiscal incentive system been an insignificant deter-
minant of investments, it has also served “to reinforce the import substituting nature
of the economy.”’ In addition, generous tax holidays have eroded the tax base and
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the tax effort of the economy. The low tax effort means insufficient resources will be
at hand to build the soft and hard for competitiveness.

Thus, it may be a choice between generating sufficient revenues for infrastruc-
ture and providing tax incentives to domestic and foreign investors because of the
expectation of higher levels of investment. Bahl (1992) has an excellent argument
against the interventionist bias of tax incentives. He argues that the cost of tax incen-
tives in terms of revenue loss (not to mention the distortions in preferences) must be
made up with a higher tax rate (or leve] of taxation, if you may) somewhere else in the
system. The real cost will likely be in terms of slower economic growth because of the
higher nominal tax rates elsewhere in the system, distortions in economic choices
and the revenue loss. The unfortunate thing is that there may be few opportunities for
replacing the revenue losses arising from tax incentives as shown by Philippine expe-
rience.

The use of tax incentives creates a bias for the growth of particular types of
desired economic activities or sectors. This leads to a lack of tax neutrality across
economic sectors. It is desirable to move toward a greater tax neutrality across eco-
nomic sectors, institutions, transactions, and financial instruments. This will enhance
the efficiency of the economy, a necessary requirement for competitiveness. The
implication is that tax policy must not tilt in favor of a particular sector, e.g. the
tradable sector, or a particular activity, e.g. import substitution. A neutral tax policy
allows for the nimbleness which firms or individuals must have in order to stay com-
petitive in a rapidly changing world. In other words, it will be costly for the economy
to have a tax policy locked up in favor of certain sectors or activities. Tax policy which
is biased toward certain sectors or transactions will only lead to serious resource
misallocation.

The best approach to attract foreign investment and encourage the inflow of
flight capital is to maintain a stable macroeconomic performance buttressed by
political stability and to show the availability of soft and hard infrastructure that
enhances competitiveness of economic agents. Low and steady rate of inflation,
small deficits on the government and trade accounts and a stable exchange rate will
do more to attract and retain economic activity than will the most attractive pack-
age of targeted incentives (Bahl 1992). Thus, broadening the tax base and lowering
the tax rate across sectors would seem to be a better choice for attracting invest-
ment capital. It seems that the job of motivating investments in the tradable sector
falls squarely on the exchange rate policy and not on fiscal policy. Fiscal policy’s job
is to establish neutral taxation of sectors and economic activities and to generate
resources for soft and hard infrastructure financed by broad based, low rate taxa-
tion.!
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C. Should taxation of income be based on economic efficiency or vertical
equity?

A major tax policy issue concerns the taxation of income. Shirazi and Shah
(1991) observed that the emphasis on the redistributive role of the tax system is
gradually waning due to widespread tax evasion. Progressivity seems to be treasured
still in the political agenda but it seems that the failure to have an effectively progres-
sive income tax has consigned vertical equity to the bottom of priority fiscal reforms.
However, the idea refuses to die. In the proposed CTRP, Congress has proposed a
relatively very high level of personal exemptions which exceeds the poverty threshold
for a family of six. The intention is to exclude poor people from paying tax on income
spent on basic necessities and survival. However, the proposal fails to address the
noble intention. It erodes the country’s small income tax base but the worse part of it
is that it is anti-poor. This is because it provides proportionately bigger tax benefits to
the middle and high income groups who really do not need it. The poor or those
falling in the poverty threshold income do not enjoy it because in the first place, they
are not liable to income tax.

It is perhaps, more practical to have fewer income tax brackets and lower mar-
ginal rates. Simplicity and ease in tax administration seem to be preferred to
progressivity. This is seen in the country’s modified gross income tax (MGIT) scheme
for compensation income which started in 1981. This scheme used a lower and flatter
tax rate structure compared to the global net income tax scheme with steeply pro-
gressive rates. The harder-to-tax self employment income of professionals and unin-
corporated business was taxed according to the simplified net income tax scheme
(SNITS) which disallowed expenses that are easily subject to abuse. At present, the
government has proposed to Congress further modifications of the income tax sys-
tem, including that applying to corporations.

Manasan (1997) critiques the proposed income tax reform under CTRP, call-
ing it a “taxing problem.” The overall verdict seems to be that the legislative versions
are revenue losers while that of the government achieves incremental revenue (noted
elsewhere in this paper) and some measure of simplicity. The fiscal choice then is
between the more pragmatic and realistic “economic efficiency” (4.¢., revenue and
simplicity) and the more politically attractive but elusive “vertical equity.” Table 9
shows the tax base index, an indicator of the coverage of the individual income tax,
and the high tax bracket index, an indicator of equity of the individual income tax."” A
zero tax base index implies all incomes are taxed. A tax base index of 0.11 (Japan)
means that 11 percent of average family income is not taxed. In the Philippines,
about 20 percent of average family income is not taxed. On the other hand, a high tax
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bracket index of 3.08 under the country’s individual income taxation means that the
top marginal rate of 30 percent will apply to a significant fraction of taxpayers. The
proposed income tax reform package for individuals will reduce the coverage of that
tax.

Table 9. Tax base index and high tax bracket index

Tax base High tax
index bracket index

Existing system 0.203 3.082
House Bill no. 9077 0.613 3.082
Senate Bill no. 454 0.289 1.540
Other countries

Thailand 0.121 15.220
Japan 0.110 6.930
United States 0.120 2.340

Source: Table 2, Manasan (1997)

On a positive note, the proposed rate schedule for individual income taxes will
apply to both compensation and business income. This will take away the disincentive
effects to individuals receiving the same amount of income but facing different tax
rates because the incomes come from different sources.?

The remaining issue concerns the taxes on passive income. The government
shifted to a schedular individual income taxation in 1981 because of the difficulty of
taxing interest income on bank deposits and dividend income on a global basis. Ad-
ministrative efficiency became the excuse for not imposing a global income tax, i.e.,
aggregating all types of income and subjecting them to a common rate schedule. This
is fine for as long as all passive incomes are subjected to the same withholding rate. At
present, interest income on bank deposits, treasury bills and other securities are
subject to a 20 percent final withholding tax. On the other hand, capital gains on real
property accruing to individuals are imposed a tax of 5 percent of gross selling price
of the real property. Capital gains on shares of stocks are taxed differently depending
on whether or not the share is listed in the stock exchange.

What is the implication for competitiveness? A tax measure which erodes the
revenue base and thus, leads to revenue loss without clear and certain compensating
gains in efficiency and equity is a bad measure. Such is the income tax reform version
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of Congress. The revenue loss will impact on the ability of the government to finance
the soft and hard infrastructure for competitiveness. On the part of economic agents,
private investment decisions will not be determined by comparative advantage but by
the extent of effective protection provided by distortionary taxation.

D. Should government become more decentralized or cenvralized?

This question is new for some countries, e.g. China and Russia and an old one
in countries such as Colombia and Argentina. It stems from the belief that local
governments have a comparative advantage in identifying what is best for the local
area and delivering the best package to the area (Bahl 1992). This is called by McLure
(1997) the “principle of subsidiarity” which means increasing the local people’s influ-
ence over government decisions affecting them.?! While the justification for decen-
tralization is largely on allocative or efficiency grounds, there are also political argu-
ments in its favor (Tanzi 1995).

It gained much ground in the country because decentralization was considered
an important component of participatory development in the sense that the local
areas will now be involved in tax and expenditure decision processes. The Philippines
has gone a long way in decentralization with the enactment into law of the Local
Government Code of 1991 that laid down the framework and financing of decentrali-
zation and devolution of the delivery of certain public goods and resources. Itis now
a commonly accepted belief that there is no going back on decentralization. In fact,
local governments are clamoring for a greater share in the tax revenues through an
increase in their share of internal revenue allotment (IRA).%

Decentralization requires the assignment of local taxing powers and local expen-
diture responsibilities to local governments. Through a grant system, local govern-
ments are also given their share in national taxes or claims on natural resources found
in their territories. To be effective, local governments must have adequate taxing and
spending powers. They must also have access to overseas development assistance
funds and the capital markets.

Decentralization creates tension between the local governments and the national
government with respect to the sharing of taxing and spending powers. The assign-
ment of taxing powers, expenditure responsibilities, and the grant system may “re-
duce the flexibility of the central government to pursue a stabilization program, equalize
services within the country and to implement development spending priorities” (Bahl
1992). The national government may be pursuing macroeconomic policy objectives,
e.g. low inflation, low domestic interest rates in order to attract both domestic and
foreign investment capital. However, this may not be possible if the national govern-
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ment has yielded substantial tax and expenditure responsibilities to the local govern-
ments. There could be divergence between local and national interests.

Thus, the difficult fiscal decision lies in balancing, on the one hand, local inter-
ests and the corresponding access to resources to promote those local interests and
on the other hand, allowing the national government to meet its macroeconomic
policy objectives. For example, national interest may require the building of a certain
infrastructure in a local area that may not be seen as local priority interest. Funding
this through a non-inflationary way, s.e., through benefit taxation may conflict with
local demand for tax revenues. This will require close policy coordination and coop-
eration between the national and local governments. A way out may be to reduce the
size of the national public sector through privatization schemes, e.g. contracting
private agents to deliver the public goods for a fee. This will eliminate the conflicting
demand for tax revenues by the two levels of government.

Another area of choice lies in assigning taxes. This is a difficult and complicated
field (McLure 1997, Tanzi 1995, Hommes 1995).%* McLure (1995, 1997) tries to
provide a normative solution by citing Musgrave’s (1959) three-branch view of pub-
lic households, assigning income redistribution and macroeconomic stabilization to
the central government but dividing the allocation function among two or more levels
of government. Thus, following this formula, revenue assignment?* may be as shown
in Box 1.

Box I. Assignment of revenues from major taxes to levels of government

Type of tax and assignments Justification

individual income tax: national macroeconomic stabilization
income redistribution
generalized benefit/revenue

corporation income tax : national macroeconomic stabilization
income redistribution

value added tax: national generalized benefit/revenue
business taxes: local residence-related benefits
excise taxes: national specific benefits/cost of service
natural resources: nationalflocal national patrimony

equity

property taxes: local specific benefits/cost of service
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The problem may not be as severe as discussed here. There seems to be a
continuing dialogue and openness between the national government and local gov-
ernments with respect to the issue at hand. Perhaps, it is not a question of choosing
either centralization or decentralization. The choice is not between these two cases
but in finding the happy mean between the two.

The main implication on competitiveness building lies in the fact that infrastruc-
ture may be more efficiently provided by the local government (say, feeder roads,
small scale irrigation) than by the national government. There could be instances
though when because of scale economies and externalities, provision must be cen-
trally provided. Thus, discussion of the degree of decentralization and centralization
is critical for competitiveness. Resources are fungible and are easily dissipated unless
put to their most efficient use. Should a larger share of the internal revenues be
provided to local governments? Should the national government retain more of the
resources? How should revenues from national wealth,e.g. mining output, be shared
with local communities?

CONCLUSION

The paper points out the obvious. A fiscal policy regime that brings about a
regime of low inflation, macroeconomic stability, and fiscal surplus creates the ap-
propriate conditions for greater deployment of investment capital. What are not so
obvious are the fiscal choices that must be made which affect the economy’s competi-
tiveness in the emerging world environment. The paper suggested that there is a need
for greater attention to and care in using tax and expenditure policy to achieve several
and sometimes, conflicting objectives. An understanding of the difficult fiscal choices
facing the economy will help policy makers arrive at informed decisions.

1 would like to thank Undersecretary Milwida Guevara and Stella Montejo of
the Department of Finance for making available documents that helped the prepara-
tion of this paper. I am also grateful to Felipe Medalla, Milwida Guevara, and Angel
Yoingco for their comments on the paper. All errors in this paper are solely my
responsibility.
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NOTES

As examples, Fabella (1996) cited the loss of chip-maker Unidem to China, the closure
of the rubber shoe manufacturing firm, Rubberworld in 1985 and the large trade deficit
with China which stood at US$127 million in 1994.

Macaranas (1996) commented that the observed efficiency gains should not be taken
apart from the distributional implications of greater interdependency and freer trade. He
noted that in 1980, the World Development Report estimated that close to 800 million
people lived in absolute poverty and that by the end of the decade, this number would
increase to more than 1 billion people.

See Bahl (1992), Fabella (1996}, and Alburo (1996).

This does not suggest that fiscal reforms are the only thing that matter. Obviously, other
economic policy reforms are warranted, but certainly, without trimming the fiscal deficit,
macroeconomic stability will be hard to achieve.

See Bahl (1992).

The figures came from the Department of Finance, ‘Fiscal Policy and Performance,”
undated and unpublished paper.

Department of Finance (1997)

Department of Finance (1997)

The Presidential Task Force on Tax and Tariff spent two years of intensive study to
prepare the tax package which was submitted to Congress in 1995,

See Manasan (1997) for the estimates and a critical review of the income tax reform
under the CTRP. One easily gets the impression that instead of helping the precarious
revenue position of the government, the Congress version of the income tax reform
package will result in unwarranted revenue losses, without compensating improvements
in efficiency and equity in taxation.

The list is not exhaustive but carries only the most critical ones from the point of view of
the author.

Consider for example the hare-brained legislative proposal to establish and fund a “to-
bacco bank” for tobacco farmers. We might as well have a “jeepney drivers’ bank” or a
“bank for the disabled.”

Burgess and Stern forcefully argued this point, cautioning against borrowing which will
increase taxation or reduce expenditure in the future or money creation which is infla-
tionary. The latter has many distorticnary effects on markets (Sachs 1989, Buiter 1989).
Again, thisis not a popular idea. It seems that creating new SUCs provides more political
capital and good press copy.

Irene Tela and John Whalley, “Taxes, Gutward Orientation and Growth Performance in
Korea,” World Bank, 1990.

Mario Lamberte, “Attracting Foreign Direct Investments to the Philippines,” Develop-
ment Research News X1, Jan-Feb 1993 and Rafaclita Mercado-Aldaba, “Foreign Direct
Investment in the Philippines: A Reassessment,” PIDS Research Paper Series No. 94-10,
1994,
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17 Aldaba, ibid.

18 The combination of broad-based and low rate taxation will perhaps yield more revenue
than a regime of narrow tax base and high rates. Taxpayer resistance to high rates lead to
tax evasion and smuggling.

19 Tax base index refers to the ratio of the threshold taxable family income of the typical
household to the average family income. High tax bracket index refers to the ratio of the
minimum income at which the highest marginal tax rate begins to be applicable to the
avcragc family income (Manasan 1997)

20 See Manasan (1997) for an extended discussion.

21 Oates {1968, 1972, and 1994) explains this very thoroughly.

22 This is expected to increase to as much as 40 percent of national tax revenues in 1998.

23 Hommes (1995) views this as a political problem. The transfer of taxing and spending
power represents a shift of power without a guarantee that a political equilibrium will
ever take place. He cites the case of Colombia where in his view “political and budgetary
gamesmanship” is taking place which has a negative impact on the fiscal picture.

24 This is merely suggestive and does not take into account the administrative feasibility of
assigning certain taxes to a particular level of government.
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TAXATION BY REGULATION:
SEARCH FOR A
POST-PRIVATIZATION
FRAMEWORK

NIMAIM. MEHTA

BACKGROUND FOR DEVELOPING COUNTRIES

The new order of privatization, technological change, and competitive pressures
has created the need to reconcile market-based supply with equitable and fair out-
comes traditionally associated with the public provision of basic infrastructure in wa-
ter, roads, power, and telecommunications. The desire for equitable outcomes as
determined by the distribution, the cost of, and, therefore, access to these facilities
across regions, communities, and individuals or groups has historically motivated
their outright nationalization and public provision by the state. However, as noted in
the World Development Report: Infrastructure for Development (World Bank 1994),
endemic failures of the welfare state, especially in the developing world, imposed a
high cost on the economy and undermined the ability to effect and sustain equity
objectives in the various infrastructure sectors. Where combined with wider growth-
retarding macro and micro policies, infrastructure sectors in these countries have
suffered an acute shortage of capital and investments. While this account of public
provision is true for most developing countries, notable exceptions are to be found
among East Asian countries — Japan, South Korea, Taiwan, Hong Kong — that
combined public provision of infrastructure, including equity objectives, with broader
growth-inducing policies (see Mody 1997). Nevertheless, rapid technological change
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and competitive pressures are motivating a shift toward increased private provision of
basic infrastructure services in these countries too. The shift to market-based supply
in these countries, however, is expected to generate less significant equity trade-offs,
given their higher per capita income and more equitable access to basic infrastructure
across the population. This is clearly not the case for the less developed countries —
China, India, Indonesia, Philippines, Thailand. Here, the governments are expected
to be less willing to bear the equity implications of an unconstrained private-sector led
growth of infrastructure facilities. The challenge before developing countries is, there-
fore, to effect a post-privatization framework for regulation that addresses these con-
cerns while preserving the efficiency enhancing incentives of private supply.

EXPLAINING TAXATION BY REGULATION:THE TRADITIONAL APPROACHES

“I hope to show that any theory that conceives the function of reguln-
tion to be to approximate the results of competition, or to envich the
regulated firms, or to do sometimes the one and sometimes the other,
is tncomplete. But it does not follow that a broadened public-inter-
est approach (one that accommodated certain subsidy elernents)
or a broadened effective-political-group approach (one that viewed
certain customer classes as effective political groups) might not be
tenable.”
Richard Posner 1971:23
(emphasis added)

The use of regulation for existing or new industries has been more often than
not motivated by the desire of governments to effect equitable outcomes, including
redistribution of income. This has been true for both developed and developing coun-
tries. Cable television regulation in the United States provides a good example. Though
thought to display characteristics resembling a natural monopoly, early regulation of
this industry (as well as later deregulation in the mid-1980s) did not concern itself
with cable rates or monopoly pricing (see Posner 1971 and Viscusi 1995). Instead,
regulation instituted local private cable monopolies through franchise agreements
with the municipal authorities who, in turn, collect significant fees and impose various
social obligations — such as provision of free channels to schools — on the local
monopoly. The result is subscriber rates higher than what would have prevailed
in a state of unregulated monopoly provision. The regulatory intention has been
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an explicit redistribution of income-in-kind from household cable subscribers to-
wards socially valued recipients such as municipal schools. More recently, the US
Telecommunications Act of 1996 provides schools and libraries subsidized access to
the Internet funded through higher charges on interstate telephone users (Hausman
1998).

The theory of taxation and government expenditure would be a natural frame-
work for an analysis of the government’s attempts to achieve equitable outcomes in
basic infrastructure or to redistribute income through regulation. Such an extension
was made by Richard Posner in his 1971 article, “Taxation by Regulation.” In this
seminal contribution, Posner pointed to the common use of cross-subsidization, en-
forced by the authorities on both regulated private firms and public enterprises, for
the provision of otherwise un-remunerative services. The presence of cross-subsidi-
zation is troublesome since it is contrary to both the efficiency norms of welfare
theory and the maximization of monopoly profits. Posner explained the practice by
suggesting that regulation is a legitimate instrument of taxation through which the
government attempts to effect a redistribution of income between different consumer
groups. The use of regulatory instruments as part of the wider system of taxes and
expenditures could be justified, according to Posner, under conditions that made
regulation a more cost-efficient way to achieve the desired redistributive outcomes.
Thus, weak tax administration and the lack of an effective social expenditures system
— both common to developing countries — would justify employing regulation as an
instrument of taxation. However, it wouid be an open question whether these cost-
efficiency conditions were actually being fulfilled in every case of cross-subsidization.
That is, conventional theory could still claim, on empirical grounds, that regulation,
in many cases, remains a relatively inefficient instrument to effect social obligations or
to redistribute income. Thus, in a study quantifying comparative efficiency losses to
the economy of cross-subsidies and alternative taxes, Hausman (1998) makes such a
claim for recent telecommunications regulation in the United States. And in some
developing countries, policy reform has indeed shifted the burden of social obliga-
tions from regulatory instruments to the broader tax base. This has been the case in
Chile (see Irwin 1997) where traditional cross-subsidies in water supply have been
replaced by targeted subsidies funded through economy-wide taxes.

While the issue of most cost-efficient instruments available for the government’s
tax and expenditure /subsidy program is clearly a general one, the persistent use of
regulatory instruments for redistributive purposes in infrastructure remains to be
explained. Neither can the use of regulation in the infrastructure sector be justified by
“least-cost” properties vés-d-vistax or direct subsidy in standard welfare theory frame-
work, nor is it sufficiently explained by efficiency concerns associated with monopoly
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or imperfect competiton.

The Samuelsonian public good argument provides a partial answer to these
questions, and is a well recognized basis for public involvement in the provision of
infrastructure. However, the traditional public good argument in itself does not ex-
plain the preference for regulation over general taxes and subsidies. Here, the less-
considered “club,” or more accurately, “shared good” quality of most infrastructure
facilities may provide a more coherent explanatory framework for the phenomenon
of taxation by regulation.

SHARING OF COMMON FACILITIES: EQUITY DILEMMAS

“..propery does become clothed with public interest when used in a
manner to make it of public consequence and affect the community
at large. When, therefore, one devoted bis property to a use in which
the public has an interest, be, in effect, grants to the public an inter-
est in that use, and must submit to be controlled by the public for the
common good.”
US Supreme Court
Munn vs. Illinois (1877)

The above quote is taken from a landmark case on regulation considered by the
US Supreme Court that concerned the regulation of rates charged by private opera-
tors of grain elevators and warehouses in the state of Illinois. It is instructive to note
the direction of causality that the justices’ reasoned with in legitimizing the need for
rate regulation. It is the manner of use that creates a public interest, rather than the
other way around. Further, ownership — private or public — is secondary to the
identification of public interest. The nature of use identified in the Munn vs. Illinois
case is the use of common facilities. The justices’ were clearly identifying a range of
goods that lie between the purely private and the purely public, Samuelsonian good.
These were goods or facilities that are used in common or shared by consumers both
in time and over time. The range of such goods is, of course, large. It could include
the sharing of a room or a taxi to the sharing of common facilities in telecommunica-
tions and water. However, in all of these cases, the form and terms of sharing are
potentially characterized by significant equity dilemmas. These dilemmas may be
illustrated by considering the so-called economic theory of clubs which seems more
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suited to infrastructure facilities than the conventional theory of natural monopoly. In
an early contribution, Buchanan (1965) investigated the determinants of club size —
that is, optimal membership size, and the optimal quantity of club facilities. Buchanan’s
focus was on more traditional optima, rather than on issues of equity, which he set
aside by assuming throughout an identical set of individuals in all refevant respects,
including preferences and income. However, his basic analysis of club optima easily
allows itself to be subject to issues of equity under a more realistic set of assumptions.
The following diagram provides a good start for understanding the relevant set
of equity issues. The two curves B and C, respectively, trace the total benefit and total
cost, measured along the ordinate, for an individual club member with reference to a
single club facility, such as a swimming pool, and derived in relation to the total
number of members in the ciub, indicated along the abscissa. The points Y and E on
the ordinate indicate the total cost and benefit of the facility for a single-member club.
Instead of considering the optimum club size, consider the following features that are
unique to the choice calculus for shared facilities:
1. The individual, in this particular case, will not consider self-provision worthwhile,
given Y>E for the entire facility.

ACCESS TG ‘CLUB GOODS'
Total Bensfit and Total Cost

N=t : Members
)]
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2. The individual cost share is purely a function of membership and total facility cost
(of given size and quality) — note the absence of any marginal or variable cost
associated with membership. Membership here could mean both the number of
individuals and the frequency of use of facilities by any individual. That is, the use
of any shared facility is a mere unit of account towards the total cost recovery of
the shared facility. Thus, the number of phone calls made or the liters of water
consumed represent significant units of account or membership in these infra-
structure facilities. More importantly, the individual share in the total cost of the
facility, however calculated — per visit or as a lump sum, would be based upon an
agreed cost-sharing plan between the club members. Furthermore, any club mem-
ber, for any given size of club membership and use, is potentially confronted with
an all-or-nothing choice with regard to the facility. The potential cost sharing
plans, acceptable to any individual member, again, irrespective of club size or
use, would range from the full cost Y to a share that is a function of the number
of members and the particular cost-share plan chosen. The primacy of fair or
equitable criteria is clear here in the determination of the relative cost-share
of individual consumers of a shared facility.

3. The benefit curve captures, for the individual member, both the utility and disutility
of sharing facilities as opposed to the private enjoyment of the facility. Obviously,
both income and preferences affect the height and shape of the benefit curve.
The disutility of sharing would, most commonly, reflect the relative congestion
and inflexibility of common as opposed to private consumption,

4. The determination of optimum club size is automatic if the assumption of iden-
tical individuals is maintained. However, once the more realistic assumption of
differing individuals isintroduced, the cost-sharing agreement and the process by
which this is reached assumes greater significance in terms of equity.

5. Lastly, the matter of optimum quantity of club facilities, for identical individuals
too, is mechanistically related to membership size. However, with differing pref-
erences and income, the quantity and quality of club facilities become a matter of
social choice as they would differently affect individual cost shares and benefit
functions.!

TAXATION BY REGULATION RECONSIDERED

Let me try and rephrase some of the traditional regulatory issues in the context
of the just discussed equity concerns underlying shared consumption. In the context
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of shared facilities, privatization, or market provision, is clearly not separable, even
in theory, from the equity issue. Instead, privatization may be seen as merely a more
efficient arrangement, among other possible institutional arrangements — such as
cooperatives or government provision, for the delivery of shared facilities. The con-
siderations that determine the “optimum?” cost-shares, club size, and quantity /qual-
ity of club facilities remain valid under various ownership-management forms. This
principle is clearly recognized in the earlier quoted ruling of the US Supreme Court
in the Munn vs, Illinois case on rate regulation.

The actual institutional arrangements under which infrastructure facilities are
provided are, of course, quite different from the model of voluntary and cooperative
clubs described earlier. For most facilities, the form of provision has been a dominant
or monopolist provider without the possibility of consumers having a say, through
either voice or exit options, in the supply and pricing of the facilities. The theory of
natural monopoly is obviously concerned with such an institutional arrangement.
Here, the two related regulatory concerns have been the level and structure of prices
at which supply is forthcoming,.

The issue of price structure has been exclusively seen as one of allocative effi-
ciency, with the advocacy of various forms of marginal cost pricing, Ramsey pricing,
multipart tariffs, peak load pricing, etc. However, for the consumption of common
facilities, none of these pricing rules, by themselves, offer a welfare maximizing struc-
ture of prices. The dominance of shared facilities in infrastructure, that cannot be
unambiguously tied to the consumption of a single individual or group, would imply
that the resulting share in common costs through any of these pricing rules would be
arbitrary, unless voluntarily agreed upon by consumers — the confrontation of an all-
or-nothing choice by consumers of facilities provided by a monopolist certainly does
not meet the requirements of a welfare maximizing voluntary choice. The burden is
therefore upon the regulator, guided by his government’s overall objectives, to pro-
vide an explicit or implicit justification of the particular pricing structure adopted. It is
this role that the regulator seems to effect through the practice of cross-subsidies.
The latter is, therefore, discussed in some detail next.

The framework of shared consumption emphasized here lends itself to a more
coherent analysis of the almost universal presence of cross-subsidies imposed by the
regulator in basic infrastructure. As argued above, the regulatory imposition of cross-
subsidies can be justified within an overall attempt to ensure a socially desired distri-
bution of access costs, across the relevant population, for the shared facility. Further-
more, and unlike in the competitive equilibrium for private goods of standard welfare
analysis, cross-subsidization of relative consumption may well result from voluntary
cost-sharing agreements.? In contrast, the unregulated private provider is typically
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indifferent to the particalar distributive character of individual or group share in com-
mon costs that result from its profit-maximizing set of prices. In the absence of
reasonable alternatives, an evaluation of the distributive consequences of private sup-
ply may thus be legitimately required by the regulator. For example, the ability of a
monopolist to extract rents through price discrimination could be limited by the im-
position of a progressive, cost-sharing price structure that subsidizes access to the
facility by certain groups or individuals. Or, uniform rates may be imposed based on
a facility-wide averaging of costs that ignores location-specific differences in access-
costs. A typical example is the requirement for uniform basic telephone rates between
urban and rural communities that, in effect, subsidize the latter by ignoring the pos-
sibly higher “stand-alone” costs of rural provision. Thus, in order to close the urban-
rural access gap for private telephones,?® the Malaysian government directed Telekom
Malaysia Berhad — the dominant private provider, to lower rental rates for rural
phones irrespective of their distance from the central exchange stations. A similar
subsidy to increase rural access to electricity has been provided in connecting the
outer areas to the national grid network. Regulation may therefore afford access to
facilities to an extent and at rates that would not be forthcoming under unregulated
market provision.

Asignificant regulatory function that has usually accompanied the imposition of
cross-subsidies is the control over market entry and exit. The private provider is
often assured a dominant market by the regulator that protects the net earnings
required to cover the internal subsidies. At the same time, regulatory control —
through, for example, universal service obligations — over the withdrawal of, or a
refusal to supply subsidized assets is imposed on the dominant provider.* Such at-
tempts to sustain the preferred relative cost-shares for individual or group access to
the common facility may be seen as legitimate in a situation where technological and
institutional innovations create selective competition within a yet dominant shared
infrastructure. This is especially true for facilities — such as water and sewage sys-
tems, electricity transmission and distribution, local telecom networks, etc. — where
the stand-alone costs may remain prohibitively expensive, relative to demand, for the
development of sufficient substitutes. Long-distance telecommunications and inde-
pendent electricity generation are two examples where selective competition has af-
fected the sustainability of preferred cost-shares and potentially reversed the subsidy
from the less to the now more competitive market segments served by the common
facility. The regulator would thus be justified in weighing such a trade-off while con-
sidering the allowance and terms of increased competition. Here, the price of entry
— such as interconnection or access charges for long-distance telecommunications
providers — would be part of the regulator’s overall attempt to effect a just distribu-
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tion of cost shares for the dominant facility. The preferred entry price level and
allowable competition to be considered would be one that sustained existing and
legitimate cross-subsidies while allowing for sufficient competition to restrain mo-
nopolistic profit-maximization.

The need to sustain internal subsidies through earnings in a protected market
raises the additional question of regulating monopoly profits. Here regulators, in
applying rate-of-return or price-cap controls, seem to have been less concerned with
profits earned in the dominant facility’s protected — either by natural or artifactual
means — markets, and more with prices charged in the subsidized market. If the
intention was to replicate competitive outcomes, one would expect the opposite. Such
regulatory practice does, however, make sense in context of the regulator’s overall
intentions to redistribute income. Profit regulation of Hong Kong Telecoms is a
typical example of this practice. Hong Kong Telecoms, a private firm with exclusive
franchises to service the local market and to provide international services has tradi-
tionally been subject to rate-of-return regulation on its subsidized local services while
no profit or price control is imposed on its relatively high-profit international subsid-
iary.5 In 1993, the rate-of-return regulation over its local franchise was replaced with
a price-cap which, in effect, institutionalized existing cross-subsidies to local users.
Since the expiry of Hong Kong Telephone’s exclusive franchise for the local market
in 1995, the government has allowed greater competition in the local market. In
contrast, no competition is expected to be allowed for its international services until
2006 when Hong Kong Telecom’s international franchise expires.® Of course, con-
trol over entry may not always be necessary to sustain cross-subsidization ifimproved
productivity can substitute for protected earnings. In fact, removing restrictions on
entry may be perceived as an important inducement to increase efficiency, especially
if large X-inefficiencies are thought to afflict the incumbent firm. The existence of
such a trade-off thus seems to have informed the regulator’s actions in the mid-1980s
that subjected the then recently privatized Nippon Telegraph and Telephone (NTT)
company to increased competition in long-distance services without allowing it tore-
balance its rates in the subsidized local market. However, in 1994, the Japanese
Ministry of Ports and Telecoms allowed NTT to start collecting access charges from
its competitors.

A different, but related, issue of sustainability arises in the case of declining
industries — passenger railroads, telegraph services, postal services, etc., which may
cease to function as significant public utilities while, at the same time, be faced witha
shrinking market-revenue base. In such circumstances, the decision to sustain the
declining industry in its present size through both direct and indirect subsidies may be
justified only with regard to the government’s constitutionally determined broader
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program of taxes and expenditures. Here, subjecting the subsidy to a wider trade-off
seems more feasible than in the case of regulation concerned with the distributive
aspects of a dominant infrastructure facility.

CONCLUSION

The paper has tried to provide a more coherent framework to address the
legitimate equity concerns in provision of basic infrastructure. The role of the regula-
tor has been defined as being representative of a broader public concern with regard
to ensuring a fair or equitable relative cost-share for individual and group access to
shared facilities in basic infrastructure. The concern with efficient supply assumes a
secondary — though not unimportant — role in regulation of shared facilities. Once
a public-policy relevance is decided for a particular facility or sector, achieving the
desired distribution of access in the most efficient manner possible, including
privatization of facilities, is a legitimate constraint that the use of regulation, as an
instrument of taxation, ought to be subject to. The decision as to a facility’s public
relevance remains, however, to be judged by the broader constitutional-political deci-
sion process. The regulator would not, arguably, be concerned with the social trade-
offidentified at that level. Evaluating the effectiveness of particular regulatory instru-
ments in achieving the intended “public” goals would, however, be a legitimate exer-
cise for the regulator.

NOTES

1 The problem of cost-sharing in the presence of common facilities should be distin-
guished from the economic category of fixed costs, which is based, in theory, on a
temporal separation between fixed and variable factors. The above equity concerns with
regard to common facilities would remain even in the absence of conventional fixed
costs in supply.

2 In addition, the presence of positive consumption externalities associated with both
objective network properties as well with subjective inter-dependent utility functions
could directly suggest cross-subsidization of access to the common facility.

3 In 1990, the number of telephone access in rural Malaysia was 2.2 phones per 100
persons, against the national average of 10.3 phones per 100. In 1995, rural access
increased to 5.5 phones per 100.
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4 Thus, in the US telecoms sector, rate-of-return regulation has traditionally been accom-
panied by grant of monopoly rights and universal service obligations (Harris and Kraft
1997).

5 Theimposition of cross-subsidies does, of course, result in profits less than full monopoly
profits. In addition, for a rate-of-return regulation, the regulator ought to disallow inclu-
sion of subsidized assets in valuation of the rate base.

6 Inanagreement reached with Hong Kong Telecoms in January 1998, the government
has sought to postpone the introduction of competition in the international call market.
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THE EMERGING WORLD
ECONOMIC ORDER:
IMPACT AND PROSPECTS
FOR MANUFACTURING
SECTOR DEVELOPMENT

GWENDOLYN R. TECSON*

INTRODUCTION

The world of free market economies is said to have entered a new era charac-
terized by greater integration into the global economy. This is superficially similar
to, but substantiaily different from, the integration that characterized the world
economy at the end of the nineteenth century until the eve of World War I1. A
striking feature of the emerging world economic order is the greater integration of
developing economies into the global economy, up till now dominated by developed
economies. Unilateral trade liberalization is being undertaken on an unprecedented
degree by developing countries that have previously adopted state-led industrializa-
tion polices. The results for the early liberalizers are well known: success at export
markets and growth (often with equity, as in the East Asian cases). Moreover, the
need for technology acquisition has led to the opening up of capital markets, some-
times almost simultaneously with countries” trade accounts. Developed country
firms, on their side, have undertaken globalization strategies in the face of changing

* Professor, School of Economics, University of the Philippines, Diliman, Quezon City.
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patterns of comparative and competitive advantages. They have taken advantage
of, and even helped bring about, such liberal trade and investment regimes, locat-
ing their export bases in developing countries and bringing in both investment
capital and technology. This includes not only production technology but also man-
agement and marketing know-how, quality control, supply networks, and an entire
corporate culture.

Statement of the Probiem

The Philippines, after a rather protracted period of fascination with inward-
looking strategy, has finally joined the league of developing country liberalizers. Prob-
ably among the the boldest attempts ever atiempted by a developing country, the
goal is a 5 percent uniform trade policy by year 2004. As with the experience of her
Asian neighbors, the country expects to reap the benefits of greater export orienta-
tion and enhanced investment climate in both import-substituting and export indus-
tries. Fortunately, her liberalizing efforts are occurring in the midst of multilateral and
regional trade and investment liberalization initiatives (Uruguay Round, APEC, AFTA).
Such initiatives will ensure the opening up of markets for her exports. Unfortunately,
however, there are now more players to contend with in the global arena. In particu-
lar, bartle-scarred and hence more disciplined and determined countries — such as
China and Vietnam — offer formidable competition in terms of absolutely lower
wages and much larger market potentials. These too have discovered, however late,
the rich potentials of growing into world markets.

These imply that the Philippines will have to move fast 1o take advantage of the
ever-widening possibilities in global markets, while holding its own against actual and
potential competition. In short, it is imperative for the country to redefine for itself
the route it has to take through the global maze. What this route is and what the
requirements are to travel it are the main questions that the present study wishes to
address.

Objectives of the Study

Specifically, the study proposes to achieve the following objectives:
1. todetermine the trendsin trade and investment flows in world markets;
2. to define the country’s major sources of competitive strength (and weaknesses)
and to analyze these in the light of (1);
3. to draw out the implications of the findings in (1) and (2) in terms of required
policy responses and institutional changes.
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Working Hypothesis

The liberalization of trade and investment regimes, both in the Philippines and
in its trading partners, has already begun to reveal the ‘true’ competitive strengths
(and weaknesses) of domestic industries. On the one hand, technological change is
definitely moving in the direction of industries characterized by greater research and
development (R&D) — and its complement, skill intensity. The Philippines, on the
other hand, together with India, is said to have the greatest pool of skilled labor
(including engineers, technicians and managers) in Asia. It also appears that the
Philippines is already at the verge of losing — if it has not actually lost — its compara-
tive advantage in low skilled labor-intensive production, given the lower wages in
Indonesia, China, Vietnam. The implication is that given the country’s relative skill
abundance, it is potentially well positioned to take advantage of the émerging world
economic order that will be increasingly dominated by high technology industries
demanding a high degree of skill intensity. Policy effort must then be mobilized to
translate such potentials into concrete realities.

Brief Outline of the Study

The next section reviews the relevant literature and discusses the conceptual frame-
work of the study in terms of the dynamic comparative advantage theory in the context
of developing country stages of growth. The third section briefly discusses the meth-
odology of the study. The fourth section presents the current trends in world manufac-
tured trade and investments and the changing patterns of East Asian newly industrializ-
ing economies’ (NIEs) trade and foreign direct investment (FDI) as well as sources of
such shifts. The fifth section analyzes the changing nature of the Philippines trade and
FDI, highlighting the movement towards greater skill intensity. The sixth section takes
a closer look at the related problem of import dependence of skill-intensive FDI. It
presents as an illustrative example the experience of the electronics industry in the
Philippines and how it has induced localization of parts and components. It also draws
on the experience of the electronics industry of Singapore. The seventh and final sec-
tion summarizes the results of the study and offers some of its policy implications.

REVIEW OF LITERATURE AND CONCEPTUAL FRAMEWORK

The Leontief Paradox opened up a Pandora’s box of theories and counter-
theories, of tests and counter-tests around the Heckscher-Ohlin Theorem (H-O).
Admittedly, the textbook H-O or factor proportions model was too simplistic to be
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realistic, especially given the complexities of modern-day trade and investment flows.
Among others, it implies that trade in factors is a substitute for trade in goods so that
FDI is trade-reducing. Given however the current picture of FDI flows bringing
about cross-border division of labor due precisely to changing comparative advan-
tage, such a static model clearly is not fit to handle the new waves of trade and
investments lapping at the shores of many developing countries.

One could then argue 4 la Kemp-Jones that the basement H-O model can be
extended and yield the result that capital mobility reinforces trade in goods. However,
for the purpose of discussing industrial growth, it might be more appropriate to
simply expand the original H-O model to include other factors of production (neo-
factor proportions theory) and then dynamsize it in order to explain the changing
pattern of comparative advantage that a typical developing country undergoes.

Studies have documented that Japan’s exports have increasingly become physi-
cal and human-capital intensive over time. This was attributed to the changing pat-
tern of Japan’s factor abundance brought about by its rapid accumulation of physical
and human capital vés-a-vés the slow growth in its labor force. Balassa’s 1977 study
attempted to corroborate this finding by investigating the changing pattern of com-
parative advantage in the process of the accumulation of physical and human capital
for a cross-section of 36 countries, of which 18 were developed and 18 developing.
The use of an inter-country framework allowed Balassa to compare the differences in
structure of exports (with the use of revealed comparative advantage indices) across
countries characterized by differences in physical and human capital endowments.
His empirical results tend to support the “stages™ approach to comparative advan-
tage, according to which the structure of exports changes with the accumulation of
physical and human capital. For instance the Philippines’ regression analysis yields
negative regression coefficients with respect to both stock and flow measures of capi-
tal intensity! (-1.34 and -2.28 respectively), implying that in 1972, the country’s
comparative advantage lay in (unskilled) labor-intensive goods. At the other extreme
is the US with significantly positive regression coefficients for both stock and flow
measures {0.84 and 1.47, respectively). Japan comes in between, with negative re-
gression coefficients that are of smaller magnitudes than those of the Philippines (-
0.31 and -0.52) and significant only at the 10 percent level with regard to the stock
measure of physical capital. With this approach, Balassa concludes that one can pre-
dict the exports of countries progressing on the comparative advantage scale to sup-
plant the exports of countries that graduate to a higher level.

Balassa’s stages approach to comparative advantage is similar in implications to
those of the flying geese paradigm that is often used to describe the development of
latecomer economies such as the NIEs. In fact it was originally a general theory of
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economic development developed by K. Akamatsu in the 1930s. Published in its
English version in 1964, it predated Vernon’s product cycle theory to which it is often
compared. Essentially, Akamatsu was trying to model the development of an indus-
try in a latecomer economy, specifically Japan, from the introduction of a product
through imports, through its import-substituting phase to the emergence and even-
tual growth of exports. Akamatsu found such sequential pattern of importation, im-
port substitution, and export orientation in a number of Japanese consumer goods
industries (such as cotton textiles) and after a time-lag also in intermediate and capital
goods industries (such as chemical dyes and textile machinery). He thus modeled the
changing competitiveness of industries, and hence the restructuring that takes place
in the manufacturing sector of an economy undergoing development. Kojima (1973)
generalized the model to apply to latecomer economies in East Asia and referred to
Akamatsu’s model as a “catching-up product cycle.” Yamazawa (1990) introduced
into the model the role of FDI. He examined the role of Japan’s investments into the
East and Southeast Asian industries (e.g. textiles) as bringing about a restructuring of
these economies, allowing them to catch up with Japan as the latter lost its compara-
tive advantage in these industries. He introduced a stage into the model that Akamatsu
never lived long enough to observe, namely the stage of ‘reverse imports’ as Japan
became a net importer (from East and Southeast Asia) of the goods in which it has
lost comparative advantage. Kojima and Ozawa (1985) dealt specifically with the role
of transnational corporations (TNCs) in changing the shape of the flying-geese curves
(UN 1995). Akamatsu found a time-lag in the flying-geese development of con-
sumer goods and that of producer goods. Similarly, Vernon’s product cycle model
envisioned exports and eventually foreign production only after a time-lag, that is,
after the product’s technology has been perfected and has become mature. However,
according to Kojima and Ozawa, present-day TNCs can now set up foreign produc-
tion even at the very beginning of the product cycle and go directly into exporting
from the host country, bypassing the importation stage. Likewise, it is possible for
TNCs to compress the time lag of appearance between consumer goods and pro-
ducer goods industries. Both production and export curves for producer goods can
occur simultaneously in the early stages of industrial growth soon after the appear-
arce of a production curve for consumer goods.

Using the dynamic H-O model as underlying paradigm, Chow and Kellman
{1993) examined the compositional shifts in NIEs’ (Hongkong, Singapore, Taiwan,
and South Korea) exports to the major Organization of Economic Cooperation and
Development (OECD) markets in terms of embodied factors and characteristics.
Their results clearly support the hypothesis “that the past several decades may be
understood in terms of a clear linear “maturation process” (Chow and Kellman,
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1995, p. 79). The NIE patterns of exports followed the stage process of comparative
advantage suggested by Balassa and others. Until the mid-1970s, the four NIEs’
export patterns matched the expectations of a simple Ricardian or H-O model, z.e.,a
declining capital-labor ratio indicating labor-intensive exports. However, from this
date to the early 1990s, there is a clear increase in the capital-labor intensity of their
exports to three OECD markets, that is, they were moving away from simple labor-
intensive consumer goods and finding their comparative advantage in more sophisti-
cated capital-intensive exports. With regard to human capital indicators, Chow and
Kellman’s findings for the four NIEs also showed a clear increase in embodied hu-
man capital, thatis, a continuous shift to products embodying a higher proportion of
human capital during the full two and a half decades (1965 to 1990) of NIE exports
to the US and EC. A similar finding was found for Japan-bound exports after the
mid-1970s. By the late 1980s, a convergence to a growing similarity between these
three markets is found when human capital measures are used.

One could, of course, raise a number of theoretical points regarding the model.
A major limitation is that it is a partial equilibrium model.? It is silent on the model’s
implications on terms of trade or on the balance of payments position of a country or
countries following the flying-geese formation. It has also been criticized for over-
emphasizing the role of Japan as a lead-goose in the Asian firmament, whereas other
countries in Asia could very well take on that role. However, for all its limitations, it
remains a useful model in stylizing the development experience of industries in late-
comer countries. Together with Balassa’s stages approach to comparative advantage,
this model is adopted by the present study to provide a direction to possible future
trends in the country’s manufacturing industries.

METHODOLOGY

There have been a number of ways cited in literature to measure a country’s
skill intensity. Analysts have measured skill intensity of the US using the ratio of
skilled to unskilled labor in industries, where skilled labor is defined as the sum of
professional, technical, and managerial employees and craftsmen and foremen in an
industry while operatives are considered unskilled labor. Similarly, Hufbauer’s (1970)
classification of industries according to skill intensity gives the percentage of the
industry’s labor force accounted for in the United States in 1960 by professionals and
technical and scientific personnel. This classification had been employed by Chow
and Kellman (1993) in their study of the changing pattern of comparative advantage
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of the Asian NICs. A weakness of this measure is that it reflects the US’ factor
proportions and possible substitution of skilled labor for unskilled labor and other
factors that were relatively scarce in the US in 1960. However, for purposes of
ranking industries according to whether they can be considered skilled-labor or un-
skilled labor intensive, the Hufbauer remains useful. Moreover, its use can be justified
from the viewpoint of international comparability. One of the weaknesses of the Phil-
ippines’ industrial censuses is that they lump together operatives (generally low-skilled )
and craftsmen/foremen in their categorization of production workers. Moreover,
there is no fine distinction as in US data of ‘professional, technical, and scientific
personnel.” This is a serious weakness since craftsmen,/foremen are usually the skilled
members of the labor force. We are thus obliged to adopt here the Hufbauer classi-
fication to distinguish in general terms manufacturing industries according to whether
they are (high) skill intensive or (low) unskilled intensive.

Kravis (1956) likewise argued that the greater investments in human capital
embodied by industrial labor is reflected in a higher wage /salary received by workers
in an industry. Assuming that the higher salaries of skilled labor reflects the amount
of investment in human capital undertaken, the skill intensity of an industry could be
defined, as follows:

Si =  Ave. salary skilled labor in industry j
Ave. salary of unskilled labor in industry j

An alternative measure is the ratio of salaries of skilled labor in industry s'to the
sum of the salaries of skilled and unskilled labor in the same industry. However, given
the above weakness of available Philippine manufacturing data, it is not possible to
adopt this definition. ‘

To measure the difference in the country’s comparative advantage across manu-
facturing industries, we employ Balassa’s revealed comparative advantage (likewise
used by Chow and Kellman for comparative purposes) :

X, /S,
RCA,, =
X,/ W
~ where X, = total exports of ith product by jth country
C, = total manufactured exports of jth country
X. = total world exports of ith product
W = total manufactured exports of the world
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A country is said to have comparative advantage when it is specializing in export
of good j (given its share of the country’s manufactured exports) relative to the
world.

TRENDS INTRADE AND INVESTMENT N SKILL-INTENSIVE INDUSTRIES

In this section, we observe the global trends in demand for skill-intensive goods
in order to set the background for our succeeding discussion on the possible develop-
ment path being opened up for the Philippines. As discussed in the methodology
(section 3), there are different ways of measuring the factor intensity of goods. In this
section, we adopt the classification of skill-intensive goods based on the skill ratio
derived by Hufbauer (1970), because of the lack of Philippine data of sufficient
disaggregation to capture the differentiation between skilled and unskilled labor. Al-
though the Hufbauer classification is essentially influenced by the skill abundance in
the US in the 1960s, it remains useful for cross-country comparisons. Moreover, the
importance attached to it here lics in the ranking of industries, rather than the actual
skill ratio. Thus, it can be observed that in this classification (Table 4.1), the chemical
industry (SITC 5 and includes medicine and pharmaceuticals, essential oils and per-
fumes, manufactured fertilizers, plastic materials, articles, resins, dyeing, tanning,
and coloring), electrical machinery and appliances, and transport equipment (SITC
7) can be considered the more skill-intensive commodities.’ The commodities with
the lowest skill ratios are those one would generally consider unskilled or low-skilled
labor intensive commodities (relative to the above three), that is, textiles and yarns,
furniture, leather and manufactures, travel goods, handbags, etc., clothing, foot-
wear, and miscellaneous manufactures (SITC 6 and 8). We classify the rest of the
industries as producing natural resource intensive goods.

Given this classification, we can observe from Table 4.2 the share of world
- manufactured imports of products originating from skill-intensive industries (chemi-
cals, machinery and transport equipment) over the years 1975 to 1990. From 46
percent, it rose to 53 percent over almost two decades, with machinery demonstrat-
ing the greatest increase in share. Most of such changes in commodity structure of
global trade is certainly accounted for by changes in demand structures of developed
countries, although some developing countries, such as the Asian NIEs, have man-
aged to extract an increasing share of the growing pie. Table 4.3 shows the share of
the four Asian NIEs (Hongkong, Singapore, South Korea, and Taiwan) in world
imports of all commodities in general and of manufactured goods in particular. The
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Table 4.1

Skill Ratio by Industry

Industry

Iron & steel

Medicine & pharmaceuticals
Instruments, photographic goods
Chemical Elements & compounds
Chemical materials & products
Essential oils & perfumes
Manufactured fertilizers

Plastic materials, articles, resins
Electrical machinery, appliances
Transport equipment

Dyeing, tanning, coloring
Manufactures of metals, nes
Machinery other than electrical
Nonferrous materials

Rubber manufactures, nes
Non-metallic minerals

Paper & paperboard

Textiles, yarns

Furniture

Leather & manufactures

Travel goods, handbags, etc.
Clothing

Footwear

Miscellaneous manufactures

Source: Hufbauer, 1970.

Skill Ratio

0.5020
0.1926
0.1622
0.1564
0.1564
0.1564
0.1564
0.1564
0.1523
0.1218
0.1075
0.0966
0.0913
0.0735
0.0604
0.0500
0.0390
0.0208
0.0197
0.0171
0.0138
0.0102
0.0066
0.0730
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trend is definitely on the rise for both. The four NIEs demonstrated a marked in-
crease in their share of world imports of machinery, chemicals, and to a certain
extent, of transport equipment. In the case of the ASEAN 4 (Indonesia, Malaysia,
the Philippines, and Thailand) the trend is already present, though at a slower pace
than for the Asian NIEs.

The rising world demand for goods originating from the skill-intensive indus-
tries, in both absolute and relative terms, is paralleled by and has possibly helped induce
a change in the commodity structure of major Asian developing country exports. Given
the rapid pace of industrialization in these countries over the last two decades, their
export structure has become increasingly dominated by manufactures (Table 4.4). Starting
with comparative advantage in natural-resource intensive commodities, these countries

Table 4.2

Skill-Intensive Goods in World Manufactured Imports
1975, 1980, 1985, 1990

(in million US Dollars; percent)

Year Manu- Skill- Chemicals Machinery Transport
factured Intensive 1) (2) Equipment
Imports Imports 3

(1-3)

1975 565.725 258,668 61,015 129,056 68,597
(100.00)  (45.72)  (10.78) (22.81) (12.13)

1980 1,293,525 567,098 141,539 277,321 148,238
(100.00)  (43.84)  (10.94) (21.44) (11.46)

1985 1,344,004 648420 150,046 319,886 178,488
(100.00)  (48.24)  (11.16) (23.80) (13.28)

1990 2,698,154 1422761 310,821 750,485 361,455
(100.00)  (52.73)  (11.52)  (27.81) (13.40)

Source of Basic Data: International Trade Matrix for Asia-Pacific Region by Industrial
Group, 1975-1992. Vol. I : Import, Institute of Developing Economies, Tokyo, 1995.
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Table 4.3
Share of Asian NiEs and ASEAN of World Imports
1975, 1980, 1985, 1990, 1992 (In percent)

Year Total Manufactured Chemicals  Machinery Transport
Imports Imports Equipment
NIEs NIES NIEs NiEs NIEs
ASEAN ASEAN ASEAN ASEAN ASEAN

1975 35 19 37 22 4.5 34 44 29 2222
1960 48 22 48 24 54 3.1 64 32 3323
1985 6.0 2.1 6.0 23 6.3 35 77 31 43 14

1990 84 26 85 2.8 8.6 33 116 39 33 23

Note: NIEs refer to 4 Asian NIEs: Hongkong, Singapore, South Koren, Taiwan.
ASEAN refersto ASEAN 4: Indonesin, Malaysia, Philippines, Thailand

Source of Basic Data: International Trade Matrix for Asia-Pacific Region by Industrial
Group, 1975 - 1992. Vol I : Import, IDE, 1995.

rapidly shed off their export specialization in such goods in favor of low-skill intensive
exports, mainly textiles, garments, and footwear. However, even the share of these iow-
skill intensive and basic manufactured exports had already peaked in the 1980s and
seems to be on the downtrend. In contrast, the share of chemicals, machinery and
transport is on the rise, though at different rates (Fig. 4.1).

As discussed in section 3, the picture is even clearer for a smaller subset of
devcloping countries, namely the four East Asian NIEs’ exports to OECD countries
(US, EC, Japan). Chow and Kellman (1993) found “a continuous shift to products
embodying a higher proportion of human capital over the fuil two and half decades
examined in NIC exports to the United and the EC.” Similarly, a rising trend has
emerged in their skill-intensive exports to Japan after the mid-1970s. When ranked
according to the two indicators of embodied human capital in exports, Singapore
came out first, followed by Taiwan, Korea, and finally by Hongkong. In addition, by
applying a stages approach to comparative advantage (Balassa 1979), Chow and
Kellman were able to periodize the changes in the development process of the NIEs.
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They found that by the late 1970s, the NIEs were moving away from simple labor-
intensive consumer goods towards more sophisticated capital-intensive production,
which embodied new technologies. In particular, by the mid-1970s, low wages no
longer played a significant role in explaining Singapore’s exports to the three OECD
markets. Rather, the skilled-labor ratio appeared to be the main explanatory variable
in all the three markets. This implied that Singapore had increasingly found its com-
parative advantage in export products embodying highly skilled human capital.
Complementary to trade flows are the FDI flows. An OECD report on FDI
indicates that FDI in the four NIEs is engaged in more technologically advanced
industries. In Taiwan, FDI is concentrated in manufacturing, especially of electronic
appliances and electronics. From the assembly of simple consumer electronics such
as transistor radios and television sets, FDI moved to more complex electronics such
as monitors, computers, and semiconductors. In Korea and Singapore, FDI is grow-
ing fast in the chemical industry. In a few years, Korea increased its output eight-fold
and became a net exporter of chemicals. Singapore also exports 90 percent of its
production of chemicals. In Malaysia and Thailand, FDI is moving away from low
value-added textiles and food production to concentrate in manufacturing areas like
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Table 4.4
Changes in Commodity Structure of Exports of Major Asian Developing Country
Exporters, 1973 - 1990 (in per cent)

Commodity Group 1973 1980 1987 1990
Primary Commodities 46.7 449 22.3 20.1
Manufactures (SITC 5-8 less 68) 52.3 52.8 75.8 78.8
Labor-intensive mfirs (SITC
6+8 less 68) 38.8 346 44 4 417
Of which:
Textiles (SITC 65) 7.5 55 6.9 6.8
Clothing (SITC 64) ) 119 94 119 10.0
Iron & steel (SITC 67) 12 i9 1.7 1.7
Chemical products (SITC 5) 2.0 2.3 34 42
Machinery & Transport Egpt
(SITC 7) 11.5 159 28.1 33.0

Source: Tables 10, p. 19, Trade and Development Report, 1993, UN.

¢lectrical appliances, machinery, and electronics. In Malaysia and Thailand, most of
the consumer electronics production is exported. {OECD 1995: p. 30.)

We, therefore, observe the role of FDI in restructuring the economies of East and
Southeast Asia towards skill-intensive production. And in most cases, FD1 brings about
trade rather than suppresses it, consistent with the stylization of the flying geese model.

SKILL ABUNDANCE AND SKILL-INTENSIVE INDUSTRIAL
DEVELOPMENT IN THE PHILIPPINES

In this section, we argue that in terms of resource supply, the Philippines is
generally well endowed with skills and, in some cases, even more so than other coun-
tries in Asia. Then we address the main question of the section, that is, whether such
skill abundance is reflected in the export structure of the country and other measures
of comparative advantage.
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Relative Skill Abundance

At the most basic level, a country’s potential supply of skills may be seen from
the degree to which it has provided its people with the fundamental ability to read and
write, or what we commonly refer to as ‘literacy.” Table 5.1 shows that relative toits
neighboring Asian countries, the Philippines’ adult literacy ratio {expressed as per-
cent of population) is among the highest among the selected group of East and
Southeast Asian countries, second only to South Korea and even better than that of
Singapore. However, for purposes of modern technology transfer in preduction, itis
necessary to go beyond these basic literacy skills. The subject must be endowed with
a minimum amount of logic and an understanding of the the basic laws of science and
mathematics. Is the Philippines also relatively abundant in the type of skills generally
required by industries?

Tertiary graduates in engineering and technology in government and private
schools of the country average about 30,000 annually. This figure is rather impres-
sive relative to the corresponding numbers in our Asian neighbors. According to the
World Bank (1993), when the Philippines had about 35,000 such graduates per
million population in 1982, the comparable figures were 2,540 Korea (1986) and
1,805 in Malaysia (1982), 1,121 in Thailand (1984), and 1,207 in Indonesia (1986).
Another way of verifying the country’s relative abundance of technical graduates
compared to her ASEAN neighbors is by observing their relative monthly wages. It
will be seen in Table 5.2 that the monthly wage of technical college graduates in the
Philippines is the lowest in the region, even lower than in Indonesia. In relative
terms, they have to be paid seven times the Philippine wage in Singapore, three times
in Malaysia, and 2.5 times in Thailand. In contrast, the Philippines is second to the
lowest in terms of monthly wages of factory workers and junior high school gradu-
ates, the lowest being in Indonesia. In relative terms, the gap is not as large, except
for Singapore where they have to be paid about four to five times that in the Philip-
pines. The salaries for managers (division and department) are lowest for the Philip-
pines and Indonesia, about 1.6 times in Thailand and Malaysia, and three times in
Singapore.

On the other hand, such potential does not seem to have been matched by a
corresponding demand for technology graduates so far. When seen from the number
of scientists and technical personnel engaged in R&D per 1,000 of its population, the -
Philippines finds itself at the bottom of the heap, together with Malaysia, with a figure
of 0.1. Predictably, South Korea is at the top (2.6), followed by Singapore (2.2).
There is evidence of a rather high degree of unemployment of educated labor. The
figures cited by Tan (1997) show a 12.5 percent rate of college graduate unemploy-
ment for the Philippines in 1991, with the highest unemployment rate of 20 percent
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Table 5.1
Comparative Statistics on Human Development Indicators

Country Adult Education Tertiary R&D

Literacy Index enrolment scientists
(%) in natl and
1994 & applied technicians
sciences (per 1,000
(% of people)
tertiary) 19992
1992
Philippines 944 0.89 26 0.1
Indonesia 83.2 0.76 22 0.2
Malaysia 83 0.76 27 0.1
Singapore 91.0 0.85 - 22
Thailand 93.5 0.80 19 0.2
China 80.9 0.73 47 0.3
Vietnam 93.0 0.80 - 0.3
Rep. of Korea 97.9 0.93 40 26
Hongkong 92.3 0.56 35 -

Source : Human Development Report, UN, 1997

among engineering graduates. Another indicator of unemployment of our skilled
workers, including those at the-middle-management level, is the number that have
sought and continue to seek employment overseas. Given such abundant supply of
engineers and technicians, the country is considered by some business analysts as hav-
ing the most readily available labor at all skill levels in the region.* As Nagamine, the
President of a world-renowned electronics company from Japan, Fujitsu, remarked “In
the Philippines, when you advertise for ten engineers, 100 will queue up.”

From industry surveys and cursory discussions with foreign investors in the
country, two attributes of the country’s labor force that seem to attract them in favor
of the country against other potential Southest Asian host countries are Philippine
labor’s ability to understand English and the relative abundance of engineers and
technicians® in the country. The first is considered important especially in highly
competitive, technology-intensive industries with short life cycles such as hard disk
drives. The reason is that given a six to nine-month life cycle, it is imperative that
production be organized fast in order that the product may reach the market “fresh,”®
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Table 5.2

Relative Wage Levels in ASEAN

Country  Factory  Junior Technical Managers
Workers HS College
Graduates  Graduates Division Department

Philippines  1.00 1.0 1.0 1.0* 1.0*
Indonesia  0.63 0.54 1.36 1.0* 1.0*
Thailand 1.23 1.29 2.46 1.83** 1.63-1.7**
Malaysia 1.28 1.36 3.12 1.83** 1.63-1.7**
Singapore  4.10 4.70 6.91 4.83 3.0-3.33

* Data ave lumped for Philippines and Indonesin; ** Likewise for Thailand and Malaysia

Source of Basic Data: The Current State of Japanese Affiliated Manufacturers in
ASEAN, 1995 : JETRO, Overseas Research Department, August, 1996.

otherwise the product suffers a price decline brought about by a shift to new and
better technology. The second, i.e., relative abundance of engineers and technicians,
had already been noted above.

Admittedly, these figures say nothing of the guality of such graduates. However,
discussions with industry people who have had some experience managing firms both
in the Philippines and other countries of Southeast Asia tend to substantiate this
general presumption of the country’s relatively bigger supply of engineeers and tech-
nicians. Indeed, the recent attractiveness of the Philippines to Japanese TNCs in the
electronics industry seems to be based on their appreciation of the long-run possibili-
ties for high-technology industrialization in the country precisely because of the rela-
tively abundant supply of engineering and technology graduates compared with the
shortage situation in other ASEAN countries (Singapore, Malaysia, Thailand) in these
types of manpower. And for them, although the general quality level of such gradu-
ates can pose a problem, it does not seem to constitute a major one because of
Filipino labor’s trainability.

A JETRO survey on the current state of Japanese affiliated manufacturers in
ASEAN in 19957 probed into the Japanese firms’ primary reasons for locating in the
ASEAN country. The Philippines stands out with an ‘impressive’ 82 percent of the
respondents citing “a competent work force (in terms of quality, education, trainability)
as the primary reasons for locating in the Philippines. Philippine workers were highly
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regarded for their high percentage of college graduates, their English language skills,
and their aptitude for work requiring attention to fine detail. Low-cost labor (53%)
only came second as a commonly cited reason. This contrasts with the primary rea-
sons cited for the other ASEAN countries. More than half of those locating in Thai-
land cited social and political stability (65.6%); ‘a competent labor force’ came only
second (52%). In Malaysia, again political and social stability was the primary reason
(76%), infrastructure (51%), and incentives to foreign investment (48%). In Indone-
sia, the most important reason was low-cost fabor (61%) followed by local market
potential (60.4%). In Singapore, it was first of all its political and social stability (76.8%)
followed by infrastructure (69.7%).

Given that the Philippines is characterized by a relative abundance of skilled
labor, is this somehow reflected in its structure of comparative advantage?

Changing Comparative Advantage

Like most developing countries, the Philippines started off with exports of natu-
ral-resource intensive manufactures. In 1970, 85 percent of total manufactured ex-
ports were accounted for by natural resource intensive goods (Table 5.3). However,
by 1980, this group’s share of total manufactured exports had already gone down to
alittle over 50 percent, and by 1995, it was only about 13 percent. Itis clear then that
the country had already lost much of its initial specialization in natural-resource
intensive manufactured exports. '

But while narural resource-intensive goods were in the process of losing their
share of total manfuactured exports, they were being replaced by labor-intensive
exports. From a share of only 3 percent in 1970, the share of unskilled and low-
skilled labor-intensive and basic manufactures steadily rose to some 25 percent of
total manufactured exports in 1985 and peaked at 36 percent in 1990.

One can observe such contrasting trends in Fig. 5.1. It can be seen though that
another structural change is underway. By 1995, the share of low skill-intensive manu-
factured exports had slipped to 24 percent, down about 12 percentage points from
1990. On the other hand, in the same year, skill-intensive exports (chemicals, ma-
chinery, and transport equipment) approached a share of 60 percent of the country’s
total manufactured exports, after having rapidly risen from a low 5 percent share in
1970. Clearly, the Philippines’ structure of export specialization has been undergo-
ing changes in the direction of skilled-labor intensive commodities. Partly as a result
of the steadily rising legislated minimum wages for unskilled labor in the country —
in contrast to the market-determined returns to abundant skilled labor — there has
been a compression in the wage structure (World Bank 1993), which in turn resulted
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Table 5.3

Structure of Philippine Exports, 1970 - 1995

(US $ millions; per cent)

Industry

Classification 1970 1975 1980 1985 1990 1995

Natural-Resource

Intensive Goods 381 997 1937 1,062 1,372 1,961

(85.43) (75.76) (52.21) (31.28) (20.83) (12.96)

311 Food 337 897 1,569 808 860 1,367

332 Furniture 1 5 77 84 189 154

369 Non-metallicminls 3 33 60 24 57 108

371 Iron & steel 1 2 49 40 77 56

Unskilled-labor

Intensive Goods 13 181 801 857 2,349 3,651
(291) (13.75 (21.59) (25.24) (35.66) (24.12)

321 Textiles, garments 6 122 576 0662 1,869 2,778 323

Travel goods 1 10 9 10 43 110

324 Footwear 1 3 67 49 109 207

390 Misc. Mfts. 5 46 149 136 328 556

Skilled-Labor

Intensive Goods 23 115 897 1,327 2,530 8,668
(5.16) (8.74) (24.18) (39.09) (3841) (57.28)

351 Chemicals 5 21 89 150 261 343

354 Petrochemicals 17 37 90 91 155 171

382 /84 Machinery

other than Elec/

Transpt Eqpt 1 10 47 30 150 741

383 Elect Machinery - 47 671 1,056 1964 7413

Others 29 23 75 149 336 854
(6.50) (1.75) (2.02) (4.39) (5.10) (5.64)

Total 406 1316 3,710 3,395 6,587 15,134

(100.00) (100.00) (100.00) (100.00) (100.00)(100.00)

Notes: Figures in parentheses are shares to total exports.
Source of Basic Data: Philippine Statistical Yearbook, various years.
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in the rather early decline of the country’s comparative advantage in unskilled labor-
intensive goods. This was hastened by the entry into the scene of low-wage countries
such as Vietnam, China, and Bangladesh. On the other hand, the rapid rise in the
relative position of the country’s skill-intensive exports had been induced mainly by
the influx of foreign capital into these sectors, bringing with it the package of technol-
ogy, management, and marketing skills that TNCs are known for.

Measures of the country’s revealed comparative advantage tend to confirm such
observations, though to a lesser degree. Figs. 5.2a and 5.2b show the revealed com-
parative advantage (RCA) of export commodity groups.® The decline in the country’s
RCA is most evident in natural-resource intensive manufactures, especially food/
beverages and wood products. Although the figures do not indicate that by 1990 the
country has lost comparative advantage in low skill-intensive goods (such as textiles
and leather, other manufactures), because their RCAs remain greater than 1.0, the
trend in RCA is no longer rising. On the other hand, while the country has not yet
attained greater-than-one RCA? in skill-intensive goods, the most dramatic increase
in RCA is found in machinery products, with a twenty-fold increase over its 1975

figure. Fig. 5.2 shows the trend in RCA by broad commodity groups over time.

What might all these indicate from a longer-run point of view? Using the ‘stage
theory of comparative advantage’ advanced by Balassa (1979), one could predict
that as developing countries advance in the ladder of world trade, their export struc-
tures tend to resemble those of their predecessors. Chow and Kellman (1993) exam-
ined whether the pattern of international competitiveness of the ASEAN had grown
more similar with that of the NIEs over time. Among others, they compared the
Spearman rank correlation coefficients between the RCA indices of the ASEAN in

Fig. 5.1 : Trends of Factor-intensive Export Goods
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Fig. 5.2a: Revealed Comparative Advantage in Non-manufactured Exports
1970-1994
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Fig. 5.2b : Reveaied Comparative Advantage in Manufactured Exports
1970 - 1994
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1990 and the indices of the NIEs from 1965 to 1990. The ASEAN country whose
1990 RCA pattern most closely correlated with a NIE’s pattern of that year would be
the most likely to emulate that NIE’s export success pattern. Given the ranking of
each ASEAN for all the four NIEs (Hongkong, South Korea, Singapore, and Tai-
wan), Thailand came out on the top, followed by the Philippines, then by Malaysia
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and Indonesia. Moreover, they examined the degree of industrialization and export
diversification among the ASEAN 4 by observing the standard deviation and coeffi-
cients of variation of their RCA over time. Ceterss paribus, the more industrialized an
economy, the more diversified its export composition. This dynamic change can be
caught by the ‘shrinking’ of the the standard deviation of its RCA indices over time.
By comparing the ASEAN patterns they found the most dramatic change occurring
in the Philippines, whose coefficient of variation in RCA indices was second highest
(5.48), indicating a high degree of specialization. By 1990, it dropped to 1.92, the
lowest in ASEAN. A similar observation was made for Malaysia. If export diversifica-
tion then can be considered as an indirect evidence of economic growth, Chow and
Kellman conclude that Philippines and Malaysia could be leading the race in next-tier
NIC-dom.

The upshot of the above discussion is that given the relative abundance of skills
in the country, the emerging trend towards a comparative advantage in skill-intensive
exports, and against the backdrop of ever expanding demand in world markets for
such goods, the Philippines seems to have nowhere else to go but in the direction of
skill-intensive production.

The Fly in the Soup: High Exports, Low Value Added

However, a disturbing facet of such a changing structure of export specializa-
tion and comparative advantage in the Philippines is that it does not yet seem to show
up in terms of profound changes in the production structure of the country. While
the export structure has clearly shifted towards skill-intensive industries, there was
only a two to three percentage point increase between 1978 and 1993 in the share of
the same skill-intensive industries in manufacturing value-added. This implies that
such export performance has created little backward linkage with the economy. This
is particularly true of the highest export grosser, i.e., the electrical and electronics
industry. Direct and indirect labor content — which is often the only domestic
contribution to final output — hardly constitutes 5 percent of the final value of the
electronic export. Parts and components which make up about 90 percent or so of
the final value are still overwhelmingly sourced outside the country. And in most cases,
the Filipino supplier turns out to be only the carton-box manufacturer! Typically, it is
the final value of the output, rather than its domestic value added that is recorded as
“Philippine exports.” This is the reason why the top exporting firms such as Intel
(American) or Ionics (Philippine) are the acclaimed ‘export champions of the elec-
tronics industry.

Such a high degree of import dependence of the skilled-labor intensive indus-
tries is easily explainable in terms of the inherent difficulty of creating backward
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linkages in these industries. By their very nature, these industries, except possibly the
chemical industry, actually lend themselves to large possibilities for backward-linkage
creation, because they are made up of literally hundreds of parts and components.
However, the current inability to create such linkages is due to the increasingly tech-
nological and skill-intensive nature of upstream industries that produce these parts
and components. For instance, the silicon wafers so far are still being produced in the
US, Japan or Europe and in a few of the NIEs. And R&D is still mainly undertaken
in the developed countries. Moreover, such parts and components production are
often characterized by economies of scale, requiring huge cost outlays on capital
equipment embodying state-of-the-art technology, creating high entry barriers (e.g.
wafer fab). As a result, these industries tend to be dominated by TNCS which are
both highly export-oriented and highly import dependent. Thus, one sees an almost
insignificant impact on national value added. While they offer potentially significant
room for backward linkages with the domestic economy, this has not occurred
automatically.

The experience of Singapore is instructive on this point and shows that back-
ward linkage with the domestic economy can be created if supported by the appro-
priate policy initiatives. In the 1970s, a study of Singapore’s electronic industry (Lim
and Pang 1982) showed a gloomy picture similar to that of the Philippines today,
namely, one that was characterized by a high degree of TNC-dominance, high ex-
port growth and share of electronic products in total exports, but with little links to
the economy. The study ended on a rather pessimistic note on the long-run implica-
tions of FDI on the Singaporean economy. However, a study by the same authors
about a few years later showed a totally different picture. The latter revealed that over
time, regardless of nationality and product type, branches of international firms operat-
ing in the economy increasingly preferred to buy local inputs as they upgraded into
more complex technologies. In other words, Singapore was able to make import-depen-
dent TNCs develop linkages with the local market. Singapore is thus observed to
have experienced development from ‘first-stage’ international sourcing — such as
when assembly plants are located in Singapore but are initially dependent on external
sources of parts and components — to ‘second-stage’ international sourcing, whereby
input production was transferred to Singapore. Although this might involve back-
ward integration within the firm (in-house production) at the start, ‘vertical disinte-
gration’ was observed to have eventually taken place, as parts and components manu-
facturing, as well as processes, became increasingly subcontracted or sourced from
local firms. Indeed, evidence abounds that the birth and growth of local supplier
firms were induced by such rapid growth of the assembly industries.
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Is there evidence that this type of develoment might be underway in the Philip-
pines? In the next section, we address this issue in the context of Philippine industrial
development by examining the experience of linkage creation with the economy in
the electrical and electronics industry.

BACKWARD LINKAGE CREATION INTHE ELECTRICAL
AND ELECTRONICS INDUSTRY: AN ILLUSTRATIVE EXAMPLE

In a large survey of Japanese manufacturing firms in ASEAN,® the Philippines
registered the lowest rate of local parts procurement (24%) by Japanese affiliates in
ASEAN, especially in the electrical and electronic industries. A smaller survey of 13
assembly firms"! showed a similar picture, with the lowest degree of local procure-
ment in the electronics assembly industry of about 10 percent, 15-20 percent in the
automotive industry, and 45-55 percent in the appliance industry.

The Philippines, like a number of developing countries, first resorted to the
adoption of an “Electronic Local Content Program” (ELCP) in 1975 which was
applied to audio-visual appliances, TV sets, stereos, cassette recorders, and transistor
radios. It required assemblers to source from local suppliers the parts and compo-
nents included in a list drawn up by government. It applied only to the production of
import substitutes which by their very nature were domestic-market oriented. Ex-
port-oriented electronics products were exempt, which is why they remained import
dependent but successful in the export markets. This local-content program was
eventually scrapped in 1986 (or effectively in 1983, with the start of the economic
crisis) with the trade policy reform adopted by the Aquino government.

Toa limited extent, supplier industry development had taken place in the electri-
cal and electronics industries. At present, there are 118 Filipino-owned firms in the
industry (32% of the total 364), in a network that has accumulated production expe-
rience and possesses a large potential production capacity. Filipino-owned firms can
be found in the range of supporting industries, from tools and dies production to IC
packaging, and sub-assembly of magnetic headstacks, printed circuit boards, hard
disk drives, etc. A small number have even managed to attain world-class standards,
mainly as OEM (original equipment manufacturing) producers (such as Integrated
Microelectronics for Yamaha), or as third-party subcontractors mainly in the compo-
nents and devices sector. The industry vision is to move from the industrial
subcontrating mode to more OEM manufacturing, and eventually to ODM (original
design manufacturing). Already, a Japanese TNC has set up a subsidiary specializing
in designing circuits and mask layouts, managed and wholly manned by Filipinos.
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However, it is not clear to what extent such a development was due to the local
content policy, or whether it would have developed in its absence. After all, quite a
number of such Filipino subcontractors and independent suppliers are generally ex-
port-oriented and hence, not subject to the local-content policy of the past. More-
over, a supplier industry of world-class quality developed in Singapore even with a
minimum of direct’? government intervention (Lim and Pang 1982). The reason is
that there are clear advantages for assemblers to be able to source their parts and
components from the domestic economy: it reduces transport and other costs asso-
ciated with importing; it reduces inventory cost; it allows producers to adopt the just-
in-time system of inventory management more effectively, and especially for high-
technology products, it allows for greater interaction and consultations between
assemblers and parts-and-components producers. On the other hand, one of the
criticisms of the local-content program adopted in the country was that because it
coerced assemblers to source locally, they were at times forced to settle for high-
priced, low-quality parts and components. The net effect was that by so discouraging
exports, the program might have unwittingly limited the assemblers’ output growth
and ultimately, their demand for parts and components. Perhaps a less coercive but
more effective form of intervention might have been for government to provide the
policy supports for quality upgrading and cost competitiveness of suppliers, while
making the environment conducive to expansion of assemblers who ultimately create
the demand for local parts and components.

In any case, the recent emergence of the Philippines as a viable host country to
foreign investment in the electronics industry has certainly improved its chances of
simultaneously developing a local supplier industry. In particular, the recent surge of
investments and expansions of Japanese electronics firms into the country has already
induced the transfer of production plants by Japanese supplier firms in the Philip-
pines. For instance, Cebu Mitsumi, Inc., which employs about 10,000 workers and
produces FDDs (floppy disk drives) in huge volumes at Danao City in Cebu, has
attracted seven of its Japanese suppliers to locate in the country. These include a
metal press maker, a plastic-mold maker, and a precision spring producer. Another
example is Uniden, a big exporter of cordless phones and audio products which has
brought with it several of its suppliers from Taiwan when it relocated its production
site from that country to the Philippines, under pressure of rapidly rising production
costs. Four Japanese lead frame makers have decided to produce in the Philippines to
supply IC packaging firms the lead frames they used to import. Among the most
promising relocations of a segment of the electronics industry is that of the Japanese
hard-disk drive industry, with the recent entry of its four HDD (hard disk drive)
makers into the country, namely Fujitsu, NEC, Toshiba, and Hitachi.®* Already,
their presence has attracted a number of investments by their supplier firms (whether
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independent subcontractors in Japan or members of their kesrezsu), such as those of
spindle motors (e.g. Nidec, which has the largest share in the world’s production of
spindle motors), of flexible printed circuits, spacer rings, voice coil motors, actuators,
molds and dies for base and cover, and magnetic heads (TDK, while American-
owned Seagate has already established itself in Cebu). From a Japanese viewpoint,
relocation of Japanese firms is currently taking place from traditional bastions of
Japanese investments, Singapore and Malaysia, to other host countries of East and
Southeast Asia. As the figure below indicates, specialization in investment relocation
has identified the Philippines as host to Japanese HDD overseas expansion:

Japanese Firms

Singapore
J Malaysia

Philippines
Hard-disk drives

China
Low-end
products

Indonesia
Audio-visual;
Home appliances

Thailand
Automotive/parts

Relocation of Japanese TNCs inAsia

Source: Fig. 12, p. 46 of “96 Toyo-Ajia Denshi-kogyo no Dookoo”
{96 Trends in East Asian Electronics Industry” :in Japanese) Japan Electronic Machinery
Industry Association, Marketing Research Group, Tokyo, 1996.

It will be noted however that ‘local procurement’ meant that Japanese assem-
blers would be sourcing mainly from Japanese supplier firms operating in the coun-
try. What are the chances that national value added will be created in the process?
Since the relocations particularly in HDD industry have been quite recent (occurring
mostly between 1995 and 1997) it is too early to expect local suppliers to have devel-
oped. However, one can learn much from the experience of Singapore. There has
been an agglomeration of HDD assemblers making Singapore the world’s single
most important locatdon for HDD assembly operations. In turn, this induced the
rapid growth of various supporting industries ranging from printed circuit board
assembly (PCBA), tools and molds making, die-casting, machining, plating, metal
stamping, and other sub-assembly operations associated with precision engineering
work. It is possible that the concentration of Japanese electonics producers, such as
in the HDD industry in the country, and hopefully the relocation of more American,
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Taiwanese, and Korean TNCs will likewise induce the rapid development of supplier
industries in the Philippines. However, to achieve this, a number of policy initiatives
has to be put in place to make the Philippines a viable center for skill-intensive indus-
tries in the region. We turn our discussion to this in the next section.

SUMMARY AND POLICY IMPLICATIONS OF THE STUDY

The present study argued that the trends in world market demand are clearly
moving in the direction of skill-intensive manufactured goods. Possibly as an off-
shoot, developed country capital has also been flowing to developing countries in a
similar direction, namely in the three main skill-intensive industries of chemicals,
machinery, and transport equipment. The study also argued that the Philippines is
well poised to take advantage of such current world trade and FDI trends because of
its relatively abundant (and hence cheaper) supply of skilled labor in the region.
Examination of its export structure clearly indicates a structural change away from
natural resource-intensive manufactured exports, to a certain extent away from low
skilled labor-intensive goods and towards semi and high skilled labor-intensive manu-
facturing. The study also explored the problem of low value-added and hence, the
weak backward linkage created by such industries, particularly by the electronics
industry. However the paper also showed that because of the entry of foreign capital
into these industries, some development has taken place in inducing the growth of
Filipino-owned supplier industries. In particular, the example of Singapore whose
strong attractiveness to skill-intensive foreign investments has paid offin terms of a
rapid growth of a local supporting industry gives some reassurance on the possibili-
ties of linkage creation of FDI with the domestic economy. Behind this development,
however, certain policy initiatives in a number of areas have to be undertaken. With-
out attempting to be comprehensive, we shall discuss below three areas that we con-
sider important in embarking on the path of skill-intensive industrialization.

Role of Human Resource Development in Skill-Intensive Growth

The Philippines seems, at present, to have at least a numerical edge over its
Southeast Asian neighbors in terms of semi-skilled and engineering capabilities. How-
ever, for purposes of building a competitive edge for the Philippines over the long
run, it is necessary to create a resource base or asset that is location-specific, ¢.e.,
specific to the country, if it is to attract investments into skill-intensive industries,
particularly the electronics industry. In the case of Singapore, these location-specific
resources that gave it locational advantages over other countries in the region were
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the availability of a “significantly large pool of process engineering skills” and of “a
sizable cluster of high-capability precision engineering supporting firms” (e.g. to the
HDD industry; see for instance, Wong, 1996).

The point here is that it is not enough to have an abundant supply of technicians
and engineers but of those who possess a certain skill critical to the industry while
remaining generic enough not to be specific to a firm or a sub-industry. An example
of this in the Singaporean case seems to be that of ‘precision engineering.’ Precision
parts are required by most electronics products such as consumer electronics, office
equipment, PCs, and other parts requiring miniaturized, high-precision parts. An-
other capability cited by Wong (1996) is the printed circuit board assembly (PCBA)
capability, since most discrete electronics products require some form of PCB.

The above requires a strong linkage between the technical /engineering schools
and industry. Such synergy is said to be at the heart of the success of Japan and the
NIEs. The Philippines, on the other hand, is generally characterized by the almost
total absence of such linkage.!* The curricula of such schools and colleges are said to
be irrelevant to the requirements of industries and the equipment/machines students
are exposed to are quite obsolete. As a result, the skills accumulated by vocational/
technical /engineering graduates fall very short of the requirements of the eletronics
industries, requiring large investments in skill development and on-the-job training
on the part of the firms.

In connection with industry-academe linkages, the spillover effects of the pres-
ence of knowledge-intensive firms could be maximized by harnessing the assistance
for such firms in sharing their knowledge or skills in the education of future engi-
neers or technical people. A number of countries are currently doing this, through
hands-on training given by firms to university students as part of their curriculum
(India), through the inclusion of industry people in examination committees or dis-
cussions of reform of technical education (Malaysia, Cote d’Ivoire), through partici-
pation of private firms in drawing up of university-level curricula (Singapore) and
offering of scholarships and financial assistance to technical and engineering students
(Indonesia, Singapore). Such synergies are also harnessed through the creation of
science parks (see Box 1) where R&D institutes and academic institutions engaged in
research can interact with private firms in the vicinity. '

The very basic level, however, is the commitment of society to invest in its
people. Table 7.1 shows that the Philippines is not at the forefront of such commit-
ment among her Asian neighbors, to say the least. And from the viewpoint of sustain-
able growth along the skill-intensive industrial path, the Philippines must be able to
build a strong science and technology (S&T) infrastructure. Professor Jose Magpantay
has only scathing words for the country’s current state of S&T: “The country’s
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science and technology today is backward and cannot make us competitive in the
world market in the twenty-first century.” He suggests that we build up a “national
innovation system” with the science and technology sector as its most important
component.!$

Table 7.1
Education Expenditures in Selected Asian Countries

Country Public Education Education Primary & Higher
Expenditure as Percent as Percent Secondary Education
in Education of Total of Central Enrolment (% of
as % of GNP Govt. Govt. (%ofall  all levels)
1980 1993-94  Expenditure Expenditure levels) 1990-94

1992-94 1980 1992-95 1990-94

Philippines 1.7 24 - 159 159 - .

Indonesia 1.7 1.3 - 79 100 47 48

Malaysia 6.0 5.3 15.5 159 218 71 17

Singapore 2.8 22 24.2 192 248 62 33

Thailand 34 338 189 189 211 93 17

China 25 26 - - 29 67 17

Vietnam - - - - - - -

Rep. of Korea 3.7 4.5 16.0 18.0 202 80 8

Hongkong - - 17.0 - - 66 30

Source: Human Development Report, UN, 1997.




Coming to Grips with Globalization 195

Basic Preconditions for the Establishment of a Science Park

o There should be m university department or technological institute undertaking
both research and teaching in at least one branch of technology to which enter-
prises in the park have easy physical and intellectual access. It would be prefer-
able for such an institute to exist already and, indeed, to be of renown in its own
sphere. Otherwise,there have to be good prospects that such a centre of learning
cam be created or raised to the necessary standard. Not only is an existing uni-
versity an asset, but its vesearch strength can also be reinforced by decentralizing
it to some public sector vesearch. For example, in France, the Towlouse Technopole
benefited from the relocation of the Ecole Nationale d’Aviation Civie; the decision
to locate the Eurobus consortium in Toulouse further supported this Technopole.

o The aren under consideration should be made attractive to bighly qualified
research personnel in tevms of its environment, social infrastructure, etc. If
competititve standards cannot be offered in this respect, the whole concept may
have to be dowgraded (e.g. initial premises might be provided, but with no
special effort made to link them to an institute or campus.

o An extensive collective site is an important requivement to accommodate fu-
ture growth.

Source: OECD, 1987 : p. 282 ,World Investment Report 1995:
Transnational Corporations and Competitiveness (UN, 1995).

Role of Foreign Direct Investment in Skill-intensive Growth

Pursuing the skill-intensive industrialization path is almost synonymous with
encouraging FDI into the relevant industries. This is because the tremendous amount
of capital and know-how that have to be accumulated in the process of establishing
skill and knowledge-intensive industries are definitely beyond the possibilities of any
developing country. Singapore realized this early enough, which gave it first-mover
advantage over other ASEAN countries in establishing itself as a major offshore
production platform in Asia for MNCs in US, Europe, and Japan in the early 1970s.
With the entry of major electronics producers, Singapore was able to take advantage
of the agglomeration economies as a regional manufacturing, transport/communi-
cations, and financial /business services hub. With Singapore, Malaysia, and Thailand
having been more successful in attracting FDI than the Philippines, the only advan-
tage that remains for the Philippines is the perception that these economies are heavily
saturated with FDI and are experiencing skill shortage and rising costs.
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In attracting FDI, there is an advantage to focused or targeted investment
promotion because it encourages synergies and agglomeration advantages which im-
prove a country’s competitive edge especially in knowledge-intensive industries. As-
sembly firms are able to reduce costs with the presence of specialized skills or when a
network of efficient parts and components manufacturers already exists. Moreover,
the attractiveness of a country as an investment site is enhanced by the presence of a
group of investors in the same industry, since it demonstrates the possibilities of the
investment site. Many parts and components manufacturers are also induced to set
up operations close to their major customers. However, a focused or targeted FDI
promotion approach requires that the host-country know what investment areas are
most appropriate to its long-term development objectives (UN World Development
Report 1995).

Role of Government in Skill-Intensive Growth

A liberalized economic environment which the Philippines aspires to achieve
imposes a role for government that is radically different from a protected environ-
ment that it has been used to. In this new environment, the traditional incentive
system based on protectionist import policies, subsidies, local content policies, etc.
are no longer allowed so that a new approach to industrial promotion is needed. It
requires a bureaucracy that is globally minded, forward-looking, and pro-active. The
liberalized environment of Taiwan and Singapore gave the impression that govern-
ment had nothing else to do with the direction of industrial growth. Such a myth had
long been dispelled with in-depth studies of these economies (e.g. Amsden 1991)
showing that the government did institute policies that were perhaps less visible be-
cause they did not appear on tariff codes, but nonetheless effective in transiting from
an economy whose comparative advantage was in low-skilled, cheap labor-intensive
goods to one that was to be specialized in skill- and knowledge-intensive industries.
In Singapore,'S it consisted — in addition to the basic policies of prudent macroeconoic
management, openness of trade and capital account, generous tax incentives to FDI,
heavy investment in infrastructure — mainly of public investment in human capi-
tal. There was early investment in a large number of training institutions (e.g. for
precision engineering skills) as well as policies on upgrading of training programs as
skills demanded by industry increased over time. In particular, Singapore established
an innovative Local Industry Upgrading Programme (LIUP) to upgrade supplier
industries to MNC manufacturers. It also set up public R&D institutions and pro-
grams that focused on certain generic skills (such as the Institute of Manufacturing
Technology) as well as research centers in universities and polytechnics engaged in
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research on these skills. The government was also active in increasing the supply of
well-trained engineers through heavy investment in tertiary engineering education
and training.

Moreover, Singapore adopted an “explicit industry cluster development strat-
egy” (Strategic Economic Plan 1991) wherein the government recognized the need
to promote industrial development as an integrated cluster linking downstream in-
dustries, upstream supporting industries, and enabling capabilities. In line with this
strategy, there was strong emphasis on inter-government agency cooperation and
coordination in formulating industrial policies and implementing industrial promotion
programmes, There was also strong emphasis on involving the various players in
particular industry clusters in policy formulation and dialogue and implementation
consultation. Industry players are also strongly represented in the board of govern-
ment agencies involved in industry and technology promotion, industrial training,
amd tertiary educational institutions. (Wong 1996)

Such an industrial development strategy requires an ‘informed’ bureaucracy
that is knowledgeable of even the technical aspects of industries. It requires, at the
very least, technical knowledge of which firms or industries belong to which industry
clusters (.., industry linkages). It requires information on which firms or industries
in industry clusters are in the country, where they are located, and where gaps in
linkages and capabilities still exist. In short, giving some direction to industrial devel-
opment requires a smart bureaucracy that can dialogue intelligently and hence, effec-
tively, with industry players.

On the question of incentives, the rule on market failure and specificity of inter-
vention remains the safest guideline to take in order to avoid resource misallocation
and rent-seeking. It was mentioned earlier that FDI plays a crucial role, at least in the
initial stages, in encouraging the growth of skill-intensive industries. There has been
considerable debate on whether foreign investors should be given incentives in the
first place. From a theoretical viewpoint, it could be argued that FDI brings about
sufficient positive externalities to justify incentives such as technology diffusion, skills
training, and even the externalities associated with their export orientation such as
information, quality standards, and reputation. Externalities through scale economies
and agglomeration and technology spillovers are likewise justifications for promotion
of investments with backward linkages or high domestic value added (UNCTAD
1995). From a practical viewpoint, most developing countries including the Philip-
pines, have incentives that compensate TNCs for the distortions created by govern-
ment policies themselves. Moreover, the phenomenon of competition for FDIamong
developing countries is very real so that TNCs, while not generally considering such
incentives as the main reason for choice of location site for its overseas investments,
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do compare the attractiveness of such incentives. Thus, there are reasons why the
Philippines could at least try to match the incentives granted by its competitors for
FDIL.Y7 However, for purposes of attracting both FDI and local investors into a skill-
intensive industrial development path, incentives in the form of human capital forma-
tion and skills upgrading seem the most useful. In addition, the creation of other
complementary assets seems necessary. Even if the country were abundant in the
skills required by investors, investments will still not flow in desirable magnitudes if
the complementary assets of infrastructure, efficient institutions, and political and
economic stability were not in place. Indeed, the abundant human capital might
simply flow out instead, as has been the experience of the country’s skilled and mana-
gerial class employed all over Asia and elsewhere. The task of providing such comple-
mentary assets belongs properly to government.

In the final analysis, national value added has to be created. This means that even
if EDI has a crucial role to play in the restructuring of the economy towards a skill- and
knowledge-intensive industrial sector, locally-owned investment has to take place. To
this end, policy initiatives have to be drawn up and implemented that would best en-
hance backward and forward linkages, given the core of FDI-initiated industries.

NOTES

1 The stock measure of capital intensity (ks) is expressed for industry £ as follows:
k=p:+hf=ps+ (we-wi)/r°
where p, and b, respectively refer to physical and human capital per workers, w7 is the
average wage rate, w* the wage of unskilled labor, and #* the discount rate used in
calculating the stock of human capital.

The flow measure of capital intensity {#) is expressed as:

kf=va _pf+hfi=(va -w)+w,

where va;, refers to value added per worker; nonwage value added per worker (va, - w)
is taken to represent physical capital intensity and wage value added per worker (w)
human capital intensity.

2 The comments of Professor Emmanuel De Dios in this regard are gratefully acknowl-
edged.

3 TIron and steel in fact came out with the highest skill ratio of 0.5020, but we classify it
here as a natural-resource intensive good.

4 1Inascale of 1 to 10 (highest to lowest grade), the Philippines received a score of 1 for
availability and 2 for cost, 3 for quality of production labor. For managerial labor, the
scores were 1 for both availability and cost and 3 for quality. The Philippines thus
received the highest rating among countries in the region in terms of quality, availability,
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and cost, according to the index provided by Political & Economic Risk Consultancy
Ltd. in 1992.

Interviews with Japanese investors in the electronics industries who have scanned the
Asian scenario in search of investment sites have underscored this edge of the Philip-
pines, in addition to the country’s strategic location in Asia.

For this reason, Japanese businessmen compare such goods to ‘sashimi,’ the term for
‘raw fish’ that is considered a Japanese delicacy.

The survey consisted of 977 companies in five ASEAN countries, with 84 responding
companies located in the Philippines, with the following distribution: 16 (19.3%) from
the transport equipment industry; 13 (15.7%) from the electronic and electrical indus-
try; 12 (14.5%) from metal products industry; 7 (8.4%) from chemical and pharmaceu-
tical products industry; 6 (7.2%) from textiles and textiles products industry; and the
rest, 36 (43.4%) from other industries. Other country respondents were as follows: 317
from Thailand; 269 from Malaysia, 203 from Indonesia, and 104 from Singapore.
Using four classifications of factor intensity (unskilled labour-intensive, human capital-
intensive, technology intensive, and physical capital intensive), UNCTAD computed
RCAs for a number of countries, including the Philippines, for 1980, 1985, and 1990.
The Philippines appeared to be strengthening its RCA in unskilled labor intensive undl
1990 and had RCA greater than 1.0 in 1990 for technology intensive goods. It has no
RCA yet in human capital intensive goods, although the RCA shows a rising trend.
Definitely, the country has no RCA in physical capital intensive exports. (UNCTAD:
Trade and Development Report, 1993, Table 49, p. 135.)

However, the revealed comparative advantage (RCA) of machinery in 1991 turned out
to be slightly greater than 1.0.

JETRO (Japan External Trade Organization) conducted a survey of 2,100 Japanese-
affiliated manufacturing firms in ASEAN in November-December 1994. The response
rate was 44.38 percent or 931 respondents, of which 80 were based in the Philippines.
The breakdown of the Philippine sample is as follows: electronic and electrical equip-
ment industry (12); transport equipment industry (11); textiles and textiles products
(8); metal products (7), chemical and pharmaceutical products (5); other manufacturing
industries (37).

“Promoting Backward Linkages™ FIAS, 1995.

Though probably with a maximum of indirect government assistance to industry, as will
be made clear in the following text.

This seems to be unique in ASEAN and parallels Singapore’s agglomeration of American
HDD assemblers: Seagate, Conner, Western Digital, and Micropolis.

Exceptions are Meralco Foundation, the Don Bosco Technical School, Dualtech. But
hardly any of the country’s engineering colleges seem to have similar linkages with
industry.

See Jose A. Magpantay, “Science and Technology in the Philippines: An Assessment,”
1997.
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16 The discussion on Singapore draws heavily from Poh-Kam Wong’s “Supply Infrastruc-
ture for Flexible Production: The Case of Hard Disk Drive Industry in Singapore”
presented to the Conference on Economic Governance and Flexible Production in East
Asia held in Taipei, Taiwan from 4-6 October 1996.

17 It could be very well argued that the similarity in incentives to FDI offered by the
different ASEAN countries points to their wastefulness since they do not give any
country a definite edge in terms of attracting foreign investors. They merely deprive all
countries of precious tax revenues. A strong case has thus been made to eliminate them,
but this has not been received favorably at the policy-making level.
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A NOTE ON THE
REGULATORY ENVIRONMENT
IN THE TELECOMMUNICATIONS
INDUSTRY

MA. JOY V. ABRENICA*

Progressin telecommunications can be likened to a four-oared row-
ing boat in a river. Basic technology is the coxswain (steerman) who
cannot contvol the speed. The second rower is R&D which is used to
set the pace but now cannot keep up with user needs. Competition is
number ihree — she used vo be the weak sister’ but is getting stron-
ger all the time. Finally there is world-wide regulatory reform —
rowing in the same dirvection as everyone else, but at a much slower
pace.. As avesult, the boat makes ervatic progress as the rowers are
more or less synchronised.

(Pye 1991)

All over the world, incumbent telephone companies are endangered by the be-
wildering technological changes sweeping the telecommunications landscape. These
changes have cracked the protective shield of natural monopoly, nurtured new net-
work operators, and sent the regulators back to the drawing board. The shape of the
industry that will emerge and the underlying policy regime, however, remain cryptic.

* Asst. Professor, School of Economics, University of the Philippines, Diliman, Quezon City.
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Recently, for example, a breakthrough in Internet telephony sent jitters to major
telecommunications providers in the US. A new device, called “Aplio Internet phone,”
permits one to call over the internet without need for a computer. Prior technologies
are software packages that allow computer users to carry out voice conversation with
another computer user (VocalTec’s InternetPhone), or with a regular phone user
(IDT’s Net2Phone). The hype in this new technology springs from the expectation
that a phone-to-phone technology will have a broader reach compared to the com-
puter-to-computer and computer-to-phone technologies. And considering that the
price of Internet telephony is a small fraction of charges for a long distance call using
traditional infrastructures, this innovation threatens the dominance of long distance
carriers. Quite belatedly, long distance companies have recognized Internet providers
as their serious rivals, as changes in network computing made it easy to bypass tradi-
tional infrastructures.

The convergence of computing and telecommunications technologies is only a
part of the stream of innovations that had transformed the industry since the 1980s.
More profound and far-reaching changes were obtained from advances in transmis-
sion and switching techniques (from analogue to digital mode), in transmission sup-
port (from copper wire to fiber optics and satellite), and in softwares and terminals.
Digital system transforms the voice data print and video into common signals, and
transmits the same in a common medium, in a much more compressed form and
hence is more efficient and cheaper than an analogue system. Broad-band fiber-optic
cables carry more traffic than copper wires, but the installation and maintenance
costs are almost the same as the old technology. Satellite-based mobile phones offer
flexible communication systems, and extend telecommunications services to remote
or poor locations where conventional cable services are nonexistent. New softwares
create vast opportunities to add value to basic telephone calls, thus the emergence of
so-called “value-added network services.” Finally, the cost of computerized tele-
phone exchange switches is falling, but their capacity has been expanding incessantly.
On the whole, these innovations have rendered many existing capital investments
obsolete, reduced entry barriers, and created capacity glut, all of which invariably
drive prices towards costs and dissipate fat margins.

For countries with underdeveloped networks, these rapid and continuous tech-
nological changes present opportunities for lower-cost and reliable expansion of net-
works, #.c., a chance to leapfrog intermediate stages of network development. But
they have also made the tasks of selecting, designing, procuring, and managing new
networks much more complex. Concretely, a major concern in network development
is ensuring that plans based on today’s dominant technologies are able to accommo-
date major systemic changes in the future.



Coming to Grips with Globalization 205

Yet equally beguiling as technology management concerns are the regulatory
issues that the new technologies have brought forth. In the past, telecommunicatons
carriers were considered natural monopolists, entrenched by economies of scale cre-
ated by networks and standards. Technology has substantially reduced the costs of
service provision and expanded market demand. Natural monopoly conditions were
removed, hence new industry players may be accommodated. If the regulatory re-
gime fails to recognize these changed conditions, then it can stifle network develop-
ment and diffusion of new technologies.

In the long run, continuous advances in technologies could make regulation
redundant as these changes submit many telecommunications operations to the disci-
pline of the market. But while the networks remain underdeveloped and the markets
uncompetitive, a Jaissez-faire strategy is not appropriate. A good regulatory system is
in fact needed to resolve issues related to: (1) provision of public goods (infrastruc-
ture development, interconnectivity, and standardization); (2) externalities (allocation
of scarce spectrum); and (3) market access. The most important challenge to the
regulator is to curb the market dominance of incumbent carriers who own the com-
mon infrastructures on which competition is to be created.

Certainly, the lag in regulatory reforms has contributed to the unequal develop-
ment of telecommunications sectors. Telephone ownership in many developing coun-
tries is still less than one for every 100 inhabitants, compared to more than 50 in
developed countries. Generally, countries that have liberalized their markets earlier
enjoy higher telephone density. Thus, the global direction of regulatory reforms is
heading towards greater privatization, liberalization, and deregulation. Still, only one
country in the world, New Zealand, has fully privatized, liberalized and deregulated
its telecommunications sector.! This shows the regulatory inertia associated with a
long history of natural monopoly, as well as the technical difficulty of creating and
policing competition on a common infrastructure.

This paper examines the regulatory regime that had governed the Philippine
telecommunications industry since 1993. It critically reviews the strategy options
faced by the regulator. The choice of regulatory strategy is evaluated in the light of
the sector’s performance over the past five years and growth prospects in the near
and medium term.

PHILIPPINE TELECOMMUNICATIONS SECTOR UNDER REFORM

The realization that demand for telecommunications services had far outpaced
infrastructure development came as early as 1982 with the first Philippine National
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Telecommunications Development Plan. Itled to the launching of the National Tele-
phone Program that would have installed two million new telephone lines between
1982 and 1987. But the economic and political crisis that beseiged the country dur-
ing the period stalled the implementation of the program.

Before the reform, the local telephone service was virtually a monopoly of the
Philippine Long Distance Co. (PLDT), controlling about 94 percent of main sta-
tions, while the rest of the stations were owned by government and small private
carriers. PLDT also controlled the national long-distance service by virtue of its
ownership of the only nationwide backbone transmission network. In addition, PLDT
dominated the international long distance service although international record carri-
ers such as Eastern Telecommunications Philippines Inc. (ETPI) and Philippine
Global Communications, Inc. (PhilCom) posed minimum competition. The market
for cellular mobile telephone service was a duopoly, controlled by Pilipino Telephone
Corp. (Piltel) and Express Telcommunications Co., Inc. (Extelcom). Rivalry in the
market for domestic record carrier services was between Philippine Telegraph &
Telephone Corporation (PT&T) and Radio Communications of the Philippines
(RCPI).

In 1977, the Philippine telephone density was 0.8 percent; it remained less than
1 percent until 1990. The waiting line for telephone service was overextended as only
a mere 6 percent of line applications could be served within four months. PLDT was
saddled with an 800,000 telephone backlog, three-quarters of which were applica-
tions for new telephone lines in Metro Manila. But the problems of the telecommuni-
cations sector were more serious than the supply shortage. Poor quality of service,
unbalanced distribution of service between rural and urban areas, outdated infra-
structure, and inadequate interconnection of telecommunications facilities stemmed
from weak pressure on carriers to upgrade and expand existing infrastructures owing
to the absence of market competition.

Complaints about the dominant carriers’ diffidence to interconnect were far too
many. Consider the case of domestic record services where consumers were forced
to subscribe to two or more terminals because there was no interconnection.? Several
attempts to cut into PLDT’s franchise areas, such as that by Retelco, were repressed
by interconnection failures.

Efforts to revitalize the lethargic sector began with the Aquino government
when it assumed leadership in 1986. A Department Circular (DOTC Circular No.
87-188) enunciated the administration’s policy framework as regards telecommuni-
cations development. The policy objective was to create an integrated national tele-
communications network under a competitive but regulated market environment. In
1989, an ad hoc committee composed of government and industry representatives
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drafted a 20-year National Telecommunications Development Plan (NTDP) to cover
the period 1991-2010.

NTDP’s targets were relatively modest: (1) raising telephone density from less
than 1 percent to 3.8 percent by 1998, and to 10 percent by 2010; (2) providing local
telephone exchange service to all municipalities by 2010; (3) upgrading the quality of
telephone service; (4) extending public calling office service to all unserved munici-
palities and to about 50 percent of all barangays nationwide by 2010; (5) broadening
the access to public data network services; (6) nationwide coverage of cellular mobile
telephone service; and (7) deploying integrated services digital network (ISDN)?
trial exchanges in Metro Manila by 1994 and in Cebu by 1995. The strategy to attain
these service expansion targets was to enlist private sector investment, while limiting
the role of the government to policymaking and regulation. All government telecom-
munications operations were to be turned over to the private sector to increase ser-
vice efficiency and to stimulate investments. The government, however, would facili-
tate official development assistance (ODA)-funded telecommunications projects, such
as the installation of public telephones in underserved and economically unviable
areas under the Municipal Telephone Act of 1989 (RA 6849).

In local exchange services, the policy was to rationalize its provision, which
meant authorizing only one franchised local exchange carrier for each defined local
exchange service area (DOTC Circular No. 91-260). The basis for such policy was
the view that local exchange service is a natural monopoly, hence the imperative to
maximize economies of scale and to minimize network fragmentation. Franchising
and certification policies favored larger economic units and encouraged mergers of
small carriers in the interest of economies of scale. For long distance telephone ser-
vice (national and international), regulators aimed to introduce some degree of com-
petition, but entry was to be regulated and price competition limited, to maintain the
intra-sectoral subsidy that flows from long distance to local exchange service.

Shortly after the Ramos government assumed office in 1992, Singapore’s Pre-
mier Lee Kuan Yew passed a cynical remark about the quality of telecommunications
service in the Philippines. To be sure, the criticism, coming as it did from a head of
state drew public attention, but it would be presumptuous to claim that it triggered
the wave of reforms that followed. The fact was that the limited reforms introduced
by its predecessor kept the country’s telephone penetration record dismal at 1.17
percent by the end of 1992, compared to neighboring Thailand’s 2.4 percent,
Malaysia’s 10 percent, and Korea’s 33 percent. Private investments came in trickles
despite a huge unmet demand. Moreover, the introduction of limited competition in
long distance service did not materialize as the incumbent carrier, PLDT, challenged
the granting of authority in courts to rival Eastern Telecommunications Philippines,
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Inc. (ETPI) to operate its own international gateway. Neither did the privatization of
government telecommunications facilities proceed as scheduled since this was again
delayed by the legal battle between PLDT and winning bidder Digital Telecommuni-
cations Philippines Inc. (Digitel). It was apparent that the industry needed a shake-
up to subdue the domination of the monopoly carrier, PLDT, and thus to encourage
private investments in the sector.

On 24 February 1993, Executive Order No. 59, also known as the “Telecom-
munications Interconnection Policy” was enacted, mandating all authorized carriers
to interconnect in an effort to create a universally accessible and integrated nation-
wide telecommunications network. This was followed in July 1993 by the issuance of
Executive Order No. 109, the “Universal Telephone Service Policy,” which required
international gateway and cellular telephone operators to provide local exchange ser-
vice in unserved and underserved areas.

The implementing rules and regulations of EO 109 (issued a few months later)
laid down the provisions of the so-called Service Area Scheme (SAS), in which the
country was divided into 11 service or franchise areas assigned to nine telecommuni-
cation carriers who are either cellular operators or international carriers, or both. The
motivation for the scheme was to hasten the provision of telecommunications ser-
vices in areas which were formerly franchised solely to PLDT. Cellular operators
were obliged to install at least 400,000 telephone lines in three years, while interna-
tional carriers were given five years to put up 300,000 domestic lines.

In 1 March 1995, Republic Act 7925, also known as the Public Telecommuni-
cations Act, put the legislative seal to the telecommunications reforms. Among the
salient provisions of the Act are: (1) reducing the time given to international carriers
to provide local exchange service from five to three years; (2) removing the 12
percent ceiling on the rate of return; (3) institutionalizing revenue sharing negotia-
tions between carriers as the manner of settling interconnection agreements; (4)
broadening ownership of telecommunications systems by requiring carriers to make
a public offering of their stocks; and (5) prohibiting a single franchise to engage in
both telecommunications and broadcasting either through the airwaves or by cable.

The entry of nine companies into the local exchange market generated a com-
mitment to install 5.36 million lines, which translates to a giant stride in teledensity
from 1.21 percent in 1993 t0 9.78 percent by the end of the program, .2, in 1998.
Faced with the threat of competition, PLDT launched its Zero Backlog Program
aimed at sharply reducing pending applications by installing 1.25 million lines be-
tween 1993 and 1996.

Partial deregulation of the telecommunications sector registered successes but
also threw up a sundry of anomalies. Most apparent of these successes is the growth
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Table 1.
Service Area Scheme
SERVICE AREA COVERAGE ASSIGNED
CARRIER
1 Region ] Abra, llocos Norte, Smart
locos Sur, La Union, Digitel
Pangasinan, Mt. Province,
Benguet
NCR-D Pasay City, Las Pinas, Smart
Paranaque, Pateros, Taguig,
Muntinlupa
2 RegionII Batanes, Cagayan Valley, ETP1
Isabela, Quirino, Nueva Digitel
Viscaya, Ifugao,
Kalinga-Apayao
NCR- A Manila, Navotas, ETPI
Caloocan City
3 Region I11 Tarlac, Pampanga, Smart
Zambales, Bataan, Bulacan,  Digitel
Nueva Ecija
4 Region IVA  Aurora, Laguna, Quezon, PT&T/Capwire
Marinduque, Rizal, Romblon Digitel
5 RegionIVB  Cavite, Batangas, Mindoro Globe
Occidental, Mindoro Digitel
Oriental, Palawan
6 Region V Albay, Camarines Norte, Bayantel /ICC
Camarines Sur, Catanduanes, Digitel
Masbate, Sorsogon
7 Region VI Aklan, Antique, Capiz, Iloilo, Islacom
Negros Occidental, Guimaras
Region VIIA  Negros Oriental, Siquijor Islacom
8 Region VIIB  Bohol, Cebu Islacom
Region VIII  Eastern Samar, Leyte, Islacom

Northern Samar, Southern
Leyte, Samar, Biliran
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SERVICE AREA COVERAGE ASSIGNED
CARRIER
9 RegionIXA  Zamboanga del Norte, Piltel
Zamboanga del Sur Major/Philcom
Region X Agusan del Norte, Piltel
Agusan del Sur, Bukidnon,  Major/Philcom
Camiguin, Misamis

Occidental, Misamis Oriental,
Surigao del Norte

Region XIB  Surigao del Sur, Piltel
Davao Oriental Philcom
10 Region XIA  Davao del Norte, Piltel
Davao del Sur, South Major/Philcom
Cotobato, Sarangani
RegionIXB  Basilan, Sulu, Tawi-Tawi Diltel
Major/Philcom
11 RegionXII  Lanao del Norte, Globe
Lanao del Sur, Maguindanao,
North Cotabato,
Sultan Kudarat
NCR - C Makati, San Juan, Globe
Mandaluyong, Marikina,
Pasig

Source: National Telecommunications Commission.

of the network, surpassing the targets envisioned under the NTDP. By the end of
1997, teledensity was registered at 8.07, which is slightly short of the 8.31 tdi SAS
target, but more than twice the 3.5 tdi NTDP target. Moreover, there is a good
chance that the 1998 target of almost 10 phones per 100 inhabitants (9.78 tdi) will be
met if the first semester report proves accurate (9.55 tdi).

Itis useful to note that five out of nine carriers with lines commitment under EO
109 missed out on their roll-out targets.* The difficulty lies in sourcing funds for
capital investments. Significantly, few carriers have tapped the stockmarket despite a
law requiring them to offer 30 percent of their authorized capital stock to the public
within the first five years of operation and at least 51 percent by the fifteenth year.
Only six telecom companies are currently listed in the Philippine Stock Exchange,
two of which are thinly traded.
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Table 3.
ComMPARATIVE PERFORMANCE, 1994 and 1996

1994 1996
Telephone Mainlines
Total working lines (‘000) 1,109.7 1,787.0
Per 100 inhabitants 1.68 249
Payphones,/1000 inhabitants 0.09 0.12
% of main lines in urban 70.8 60.4
Int’l Telephone traffic
Total (million minutes) 166.2 192.6
Minutes per inhabitant 2.5 2.7
Quality Indicators
% of Satisfied demand 56.7 66.5
Waiting list for tel lines (‘000) 8744 900.2
Waiting time 55 2.9
% of digitalised lines 63.9 85.0
Telecom Investment
Total (US$ million) 371.8 8345
Per inhabitant 5.7 11.6
% of revenue 492 76.5
% of GFCF 2.8 438
Telecom Staff
Main lines per employee 55 98

Source: International Telecommunications Union.

The failure of some carriers to meet their roll-out deadlines raises concern that
many of the targeted areas will remain unserved when SAS terminates. As of the end
of 1997, only 596 out of 1,398 targeted cities and municipalities have local exchange
service. This is despite the standing policy requiring carriers to install at least one line
in a rural area for every 10 lines installed in an urban area. If targets are met, then
223 areas representing 13.8 percent of the total 1,611 cities and municipalities will

remain unserved.

Still, the program has introduced competition in almost all services. There are
now 10 major local exchange carriers, five cellular operators, nine international car-
riers and 14 paging companies. Competition improved service quality and stimulated
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investments as evidenced by the quality and investment indicators shown in Table 3.
It also eroded profit margins which compelled the incumbent carrier to trim down a
bloated organization in order to realize greater efficiency, 4.e., more lines per em-
ployee. In particular, PLDT had to reduce its workforce by one-third.

Except perhaps for the rapid growth in teledensity, the performance of the
Philippine telecommunications sector has not been particularly impressive when com-
pared to other developing countries. As of 1996, the ratio of lines in service per 100
inhabitants® in the Philippines is a little over a third of Thailand’s. Meeting the target
of 9.78 in 1998 will bring the Philippine’s index to only half of Malaysia’s. The
payphone and cellular subscription densities still show the Philippines among the
countries with the lowest telephone accessibility in the region. Thus, the Philippine
investment target from 1995 to 2000, while exceeding those of other Asian countries
— US$ 7.6 billion, compared to Singapore’s US$ 836 million, will have to make up
for decades of underinvestment.

Table 5 shows a cross-country comparison of some quality indicators. The Philip-
pine telecommunications sector has more unsatisfied demand, longer waiting time and
lower degree of digilitalization, and generally higher prices than its Asian counterparts.
It should also be noted that the subsidy of business to residential consumers is much
higher in the Philippines while such price distortion does not exist in Thailand.

It is fair to conclude that the dose of market reforms transformed Philippine
telecommunications from a sluggish to an exuberant sector that is now catching up
with the level of development attained by other countries. The successes of the present
reforms, in particular the Service Area Scheme, should not however restrain one
from inquiring if the growth momentum attained can be sustained. The reforms
have, of course, shaken off the inertia but the sector’s development trajectory is yet
uncertain. Is the present market structure optimal? Are more investments forthcom-
ing after the roll-out obligations have been satisfied? Can consumers expect a lower-
ing of prices and continuous improvements in services? The rest of the paper exam-
ines the consistency of policy objectives and strategies, and how these may affect the
development path of the sector.

FLAWS IN THE SERVICE AREA SCHEME

The Public Telecommunications Policy Act, RA 7925, states that the funda-
mental objective of reforming the sector is “to develop and maintain a viable, effi-
cient, reliable, and universal telecommunications infrastructure using the best avail-
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able and affordable technologies.” The law further provides that the expansion of the
telecommunications network shall be geared towards the fulfillment of the so-called
universal service obligation, .., the social goal of making the network accessible to
heretofore “unserved and underserved areas at affordable rates.”

The main features of the Service Area Scheme may seem compatible with these
policy objectives to the extent that it has paved the entry of new carriers which has-
tened infrastructure development in both urban and rural areas. A closer scrutiny of
the program’s design, however, reveals at least two inherent weaknesses: the desig-
nation of service areas as a means to introduce competition in the market; and reli-
ance on cross-subsidy of services to finance infrastructure development. These weak-
nesses risk the viability of reforms, and can delay, if not avert, the attainment of an
efficient market structure.

CREATING ARTIFICIAL COMPETITION

A careful reading of the events that led to the formulation of the Service Area
Scheme brings one to the conclusion that the scheme is more a political maneuver to
accommodate competing interests than an economic solution to the problem of de-
veloping a telecommunications infrastructure. What is clear is that the program pro-
vided separate fiefdoms to big capitalists who are all bent on grabbing market oppor-
tunities presented by the liberalization of the sector. However, the regulators were
blindsided on the extent scale economies were compromised by the designation of
service areas. This explains why a few days after the scheme was announced in 22
September 1993, the Transportation and Communications Secretary came out in
public calling for the merger of telecommunications companies.®

Speculations are rife that the market cannot accommodate the present number
of carriers. Thus, consolidation of competing firms is anticipated, which may take the
form of full mergers, acquisitions, marketing and sales partnerships, or network sharing
agreements. Smart’s acquisition of 9.8 percent stake in Eastern Teleccommunications
Philippines, Inc. in 1997 was thought of as the harbinger to an imminent market
restructuring. The real market restructuring, however, may have just unfolded with
the recent takeover of PLDT by the First Pacific Holdings, the same group that
controls Smart, Inc.

In general, the nature of the telecommunications business does not permit de-
velopment to proceed on a haphazard laissez-faire regime, i.e., monopoly tends to
perpetuate itself unless competition is actively created. New entrants may have the
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advantage over the incumbent carrier as they are without stranded costs (4.¢., infra-
structures rendered obsolete by technological change), nimbler with a slimmer work
force, and without unions to placate in case of organizational restructuring. They can
undercut the incumbent under a fully deregulated market. Yet the incambent has a
bigger advantage, i.¢., the control over the national network to which all calls are
connected. It can price squeeze the entrant by charging a high interconnection fee.
In particular, PLDT’s control of about 90 percent of customer connections in the
local loop means that other carriers depend on PLDT’s technology and cost of com-
pleting calls.

The mechanism for creating competition is therefore crucial in determining the
strength that new carriers can muster to avoid being strangled by the incumbents. In
this respect, the regulator has several options to consider. One model is the US
telecommunications sector that kickstarted competition by introducing lines of busi-
ness restrictions between long distance business and local networks. Competition in
long distance is tough, but less intense in local networks to give allowance for infra-
structure development. Thus, competing long distance providers are made to offer
services over the existing networks to avoid the construction of unnecessary duplicate
networks. For a country without a strong antitrust tradition, this model may not be
too relevant. It takes a tough regulator as the Federal Communications Commission
(FCC) to break up the monopoly, i.c., to require the incumbent to relinquish its
control either of the local network or long distance. Equally important is determining
the degree of competition appropriate in local exchange to achieve the twin objectives
of network development and reduction in local service prices. In the absence of such
an institution, the regulator would have to forge competitive cooperation among
carriers if both long distance and local network services were open to entry. Inter-
connection problems are bound to surface because incentive for the incumbent to
cooperate is nil.

An alternative model is UK’s asymmetrical regulation, .¢., entrants receive more
favorable treatment over the incumbent to allow them to build a parallel network.
Incentives may not be sufficient for the entrants to overcome the incumbent’s first
mover advantage, thus British Telecom remains dominant. But smaller and aggres-
sive entrants with slimmer overhead are still threats to the power of incumbent. The
pressure from these entrants must have compelled British Telecom recently to rumi-
nate on how it can splititself into smaller independent cost units. Moreover, network
duplication can be wasteful and will not necessarily eschew interconnection problems.

A more radical option is to separate network from service provision, a strategy
that has been experimented within a southern state in the US.” The network owner
sells services to all carriers, but refrains from directly delivering service to customers.
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This scheme introduces competition in services, while protecting the asset base of the
local incumbent. An assiduous regulator is required to check against possible price
squeeze of the network owner, and to ensure continuous upgrading and expansion of
infrastructure.

SAS is akin to the US model sans the line of business restrictions. The failure
of some carriers to deliver on their service commitments is a clear signal that the
imposed geographical restriction {non-overlapping franchise areas) was not suffi-
cient guarantee for scale economies. Besides the wasteful duplication of network
that resulted from the experiment, SAS engendered other problems. Foremost is
the interconnection between carriers. Since none of the new carriers has a network
as expansive as the incumbent’s, no one has sufficient leverage to bargain with the
incumbent for an efficient interconnection price. Second, the limited effective com-
petition created by SAS kept service prices buoyant and well above costs, i.e.,
prices have eased only slightly relative to what may be expected from liberalizing
entry. This is the case for example with mobile phones whose price is still generally
higher than one on a fixed line, although the capital costs for cellular are well below
the wired line. If competition is less restricted as it is under SAS, then the price gap
between fixed and mobile should be shrinking, and consumers should be able to
reap more gains from the reform in terms of lower prices. The same argument
applies to long distance calls. If new carriers who make their business from tele-
phonic arbitrage® were permitted to operate, then long distance prices would have
been driven towards costs.

One rccognizes that consumer welfare improved as a result of SAS, but the gain
may be ephemeral. The costs imposed by SAS in terms of loss of efficiency in service
provision and uneconomic duplication of facilities have to be weighed against these
benefits. Ironically, the motivation for SAS is to minimize duplication of facilities that
a fully liberalized market would have engendered. It will be recalled that prior to SAS,
the prospective entrants announced their individual plans of building an alternative
backbone. On hindsight, it turned out that many of these threats were empty. If they
defaulted in putting up the much smaller capital resources required by the franchise
areas, the capital requirements of a nationwide network are simply beyond their means.

FINANCING UNIVERSAL OBLIGATION THROUGH CROSS-SUBSIDIES

Universal service policy is based on an egalitarian principle that a ubiguitous
communications infrastructure creates equality of opportunity and contributes to na-
tional unity. It calls for the provision of a telephone network that covers all areas,
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connecting as many citizens as possible and making telephone service and access to
the network affordable.

Cross subsidization of services is the traditional mechanism of providing funds for
local exchange infrastructure while keeping local rates affordable to a wider segment of
society. There are at least four major subsidy flows: (1) from long distance to local
exchange network; (2) from business customers to residential customers due to value-
of-service pricing of local telephone service®; (3) from light users of service to heavy
users of that service as a result of bundling access and local usage under a single flat
rate; and (4) from urban to rural telephone customers due to rate averaging.!

The biggest subsidy flow and likewise the most distortive is from long distance
to local calls. Under the present pricing structure, local services are charged a flat
monthly rate, while usage-based pricing is used for long distance calls. A telecommu-
nications service, however, consists of two costs: the fixed costs representing the
assets that comprise the local exchange (#.¢., customer’s telephone, wires, poles, switch-
ing cquipment, etc.); and variable costs that are related to the volume of traffic on the
network and include expenditure to operate switches and transmit signals, among
others. The fixed costs result primarily from providing customers access to both the
local and long distance networks.

From the standpoint of efficiency, telephone pricing requires a two-part tariff: a
fixed monthly charge to cover the fixed costs of providing the customer with access to
the network; and a usage-based charge for both local and long distance services
equal to the marginal costs of transmitting and switching calls over their respective
networks. However, to widen the subscription base to local exchanges as is consistent
with the universal service policy, the recovery of fixed costs is largely dumped on to
the long distance network, thus raising the price of long distance calls. On the other
hand, the price of local service does not reflect the variable costs of using the local
network on a minute-of-use basis.

Ironically, countries that have corrected their pricing structure, 7.¢., eliminate
price distortions, have higher telephone penetration than those that still observe the
cross-subsidy scheme. The fact is that cross subsidization of services to finance tele-
communications development is incompatible with market logic. An alternative mecha-
nism that is market-based and more conducive to development must be found for at
least four reasons.

First, the system breeds inefficiency. It encourages under-usage of long distance
network (since the price of a long distance call is above marginal cost), and excessive
usage of local network (because local usage price is zero). The cost exacted on
production is high, especially in view of the globalization of economic activities that
raises the demand for long distance calls.
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Second, enforcing the cross subsidy will eventually become futile as advances in
transmission and switching technology enable an increasing number of long distance
users to avoid the subsidies by bypassing the local network. Specifically, the artificially
high prices of long distance usage caused by the subsidy drive demands for new and
less expensive bypass technology such as Internet telephony. Consider that packet-
switching (used in Internet) is intrinsically inferior to circuit-switching (used in regu-
lar phone) in transmitting voice, but the regulatory distortion creates demand for
Internet telephony. The loss of revenue from bypass compels the legitimate long
distance provider to increase the price on the remaining long distance calls in order to
maintain the former level of subsidies. But such price increases encourage more
bypass, resulting in further erosion of the subsidy base.

A third concern is the sustainability of the system. The recent move of the US
FCC to reduce the accounting rates between US and foreign carriers should be taken
as an indication that in the future, the cross subsidy system will not be tenable. The
accounting rate is a form of cross-border revenue sharing scheme based on a nego-
tiated “settlement” price between connecting carriers in two countries, When a con-
sumer makes an international call, the local service provider carries the call to the
border or to mid-ocean and delivers it to the foreign provider who then completes the
call. The settlement price or accounting rate is a means of splitting the costs of
carrying the calls between the two carriers. The carrier from where the call originated
pays half the settlement price. This practice penalizes the lower cost carrier since
more calls are likely to originate from its direction. Traffic flow is out of balance. The
higher cost carrier, in effect, receives subsidy from the incoming overseas calls.

As the scheme adds to the trade deficit of the US, the FCC has lowered the
accounting rate from $1 to 72 cents (charged per minute). By year 2000, this rate
will fall to 38 cents. Under SAS, international carriers are expected to finance their
investments on local lines from the profits skimmed off from the long distance net-
work. But if the tap is turned off, then domestic call charges have to be raised, or no
resources can be funnelled for network development. This is the argument of PLDT
in its petition to apply metering on local calls.!!

Finally, one questions the view that cross subsidization promotes universal ser-
vice by raising demand. The rhetorics seems to run against economic logic. Consider
that subscription to telephone network reflects the demand for usage. By raising the
price of long distance calls and lowering that of local calls, demand for long distance
calls falls while that for local calls rises. The net effect on demand for access is theo-
retically indeterminate, depending on the relative price elasticities of the two types of
service. One may even have less demand for telephone services owing to the cross-
subsidy, given that the price of long distance service with more elastic demand is kept
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high, while the price of a local call with relatively inelastic demand is kept low. In this
case, the basis for using the cross subsidy falters.

CONCLUSION

This paper argues for correcting the existing flaws in the telecommunications
policy. Specifically, it has presented enough grounds to reduce entry barriers imposed
by the SAS and to discontinue the reliance on cross subsidies to finance telecommu-
nications development.

Two broad suggestions for reforms are offered here. The first is to place greater
accent on competition to promote network development. This means opening to
market competition all segments in the industry, namely: telephony, wireless commu-
nications, broadcasting, and cable TV. It is important that even when a carrier retains
a dominant market position in one form (because of scale economies), there exists a
range of technical alternatives that will compel the carrier to behave competitively.
Restraints on foreign capital and industry cross-ownership should be reduced, and
eventually removed, once an effective antitrust mechanism is in place.

Corollary to this suggestion is a plea for regulators to retool. Creating compe-
tition involves getting to grips with technical pricing, access, interconnection, and
other standard issues. In addition, it would be useful to maintain a reliable database
on the investment and pricing behavior of the carriers to inform them of their policies
and regulatory decisions. These are essential regulatory tools without which it would
be difficult to rein in the market power of former monopolists and to oversee the
implementation of interconnection agreements.

The second suggestion is to consider alternatives to cross-subsidies that will
reconcile greater competition with universal provision. Several mechanisms have been
suggested to raise the development fund. Einhorn (1995), for example, suggested
the use of a proportional tax on personal consumption, income or property, but in
general, taxes are politically unpalatable. Panzar and Wildman (1995) proposed the
use of telecom vouchers that would facilitate price discrimination between low in-
come and high income subscribers. The scheme will allow for the charging of lower-
than-cost rates of service to low income groups, and higher-than-cost rates to the
more affluent customers. This system is socially acceptable if high income groups
value being connected with the low income groups, i.¢., if the network externality is
strong. Other countries have raised universal service funds from the contributions of
carriers. Each of these options has its own merits and drawbacks. What should guide
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the choice is the minimum distortion that it can impose on the outcome of a competi-
tive market.

In all of these reforms, the regulator should ensure that competition pays in

terms of improvements in the quality of service, lower prices and innovative services.

Itis high time that consumers earn their dividends from market reforms.

10

11

NOTES

Cable and Distler, 1995, p. 9.

DOTC, National Telecommunications Development Plan 1991-2010, p.19.

An ISDN is a communications backbone that can transmit voice, data, video, image, and
text. Before its deployment, the Philippines maintained separate backbones for data and
voice services. The Public Switch Telephone Network (PSTN) provided the backbone
for voice applications while the Public Switch Data Network (PSDN) provided the
backbone for data applications like telex and telegraph services. PLDT controls 94
percent of PSTN.

These are Islacom, Philcom, Piltel, PT&T, and ETPI.

The International Telecommunications Union defines teledensity in terms of lines in
service. This differs from NTC’s definition which counts on the lines installed which
may or may not be in service.

8 November 1993, “Government Pushes Mergers Among Telecom Players, Business
Star.

“A Survey of Telecommunications: A Connected World,” The Economist, 13-19 Sep-
tember 1997,

These are practices that take advantage of price differentials on long distance calls be-
tween different countries, such as international simple resale (ISR}, call back, call refile,
etc.

This refers to a pricing scheme where a higher price is charged to a customer who values
the service more than another customer, even if the cost of providing the service is the
same for both.

All customers of a given service pay the same price for that service even if the costs of
providing it differ. Note that the service to more densely populated urban areas is less
costly than those in rural areas.

The petition was granted in 1997; its implementaton was delayed to March 1999.
Consumers are allotted 800 “free™ minutes per month in excess of which a P0.40 per
minute will be charged.
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THE PHILIPPINES IN
A GLOBAL ECONOMY:
COMPETITION POLICY

AND APEC
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ABSTRACT

As the Philippines and APEC economies embark on globalization, they face a
dilemma of whether they need a competition law to complete their national economic
policy framework, or if liberalization, privatization, and deregulation are sufficient to
promote competition.

This paper discusses the scope, limitation, and elements of competition policy. It
likewise provides an overview of Philippine laws that directly or indirectly enhance
competition policy. The anti-dumping process in the Philippines is likewise described.
An analysis is made on the administrative structures and functions of key agencies
involved in the implementation and enforcement of competition and consumer laws
in the Philippines. Finally, a comparative analysis of legal and institutional mecha-
nisms for competition policy among APEC economies is made. In terms of individual
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action plans (IAPs) of APEC economies on competition policy, three patterns emerge:
(1) advanced economies which promise to extend technical assistance to developing '
economies, (2) developing economies which promise to set up a comprehensive com-
petition policy, and (3) newly industrializing economies which promise to pursue a
policy of free and open market through corporatization, privatization, and deregula-
tion.

INTRODUCTION

As member economies of the Asia Pacific Economic Cooperation (APEC) em-
bark on liberalization and deregulation policies to foster sustained economic growth,
increased employment and regional stability, a crucial question that will be faced is
whether APEC economies need a competition law to complete their national eco-
nomic policy framework. Some argue that liberalization, privatization, and dereguta-
tion are sufficient to promote competition. However, others assert the view that a
well-designed competition law should occupy a central place in a country’s economic
policy framework. Reliance on regulatory controls, public enterprises, investment
incentives, and trade restrictions to enhance industrial development has often led to
concentration of industry, sheltered domestic markets, and distorted price signals.
On the other hand, an effective competition law prevents artificial barriers to entry,
facilitates market access, and inhibits anti-competitive and restrictive business prac-
tices.

During the APEC Meeting in Manila in November 1996, the Philippines of-
fered the following: (1) to legislate anti-trust and anti-monopoly laws, (2) to establish
a Fair Trade Commission, (3) to continue to review and further improve competition
regime, (4) to participate actively in dialogues and exchanges of information among
APEC economies to ensure transparency and enhance mutual understanding of na-
tional competition laws and policies, and (5) to avail of technical assistance within
APEC to review and develop competition policies and laws (APEC 1996). Consis-
tent with these action plans, the Philippines availed of Australia’s assistance under its
APEC Support Program which provides funding for 2 multi-phase training program
in competition policy to be conducted by the senior officers of the Australian Compe-
tition and Consumer Commission (ACCC). The Philippines’ participation in the
APEC/Partners for Progress Seminar in Competition Policy for APEC Member
Economies held in Bangkok in March 1997 (Patalinghug 1997a) is a further demon-
stration of its commitment to promote cooperation and to establish and operate an
effective competition palicy.
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The individual action plans (IAPs) of advanced APEC economies (¢.g. Austra-
lia, Canada, Japan, and United States) in the November 1996 meeting in Manila
contain detailed descriptions of competition law and policy. It describes the institu-
tional and administrative structures in support of effective implementation of compe-
tition policy in these economies. In addition, detailed descriptions of specific actions
(e.g. providing technical assistance to APEC economies) in competition policy are
discussed. Insome developing APEC economies (e.g. Korea and Chinese-Taipei), a
less sophisticated but operational competition policy is in place. All of these econo-
mies are convinced of the merits of a rigorous and comprehensive competition policy.
On the other hand, other APEC economies (e.g. Brunei, Hong Kong, Indonesia,
Malaysia, Singapore, Papua New Guinea, Thailand, and Philippines) do not have a
rigorous and comprehensive competition policy.

This paper reviews the status and prospects of competition policy in the Philip-
pines. The discussion starts with a description of the factors driving moves to enhance
competition laws followed by a discussion of the scope, definition, and elements of
competition policy. The paper then provides an overview of Philippine competition
laws, anti-dumping authority, privatization and deregulation, an analysis of the ad-
ministrative structures and functions of key agencies, and a description of competi-
tion policy in APEC. Finally, the paper concludes with a discussion on future direc-
tions for competition policy in the Philippines.

FACTORS DRIVING MOVESTO ENHANCE COMPETITION POLICIES

The emerging world economic environment of liberalization, deregulation,
privatization, globalization, and international competitiveness has put pressure on
formerly inward-looking and protected economies to be export-oriented and market-
driven. This necessitates the need to attract foreign direct investments and the lifting
of barriers to engage in foreign trade and development cooperation. International
trade policy has generated regional agreements such as AFTA, multilateral agree-
ments such as WTO and regional arrangements such as APEC that require host
economies to gear its laws and policies to the dynamic needs of present economic
realities. This is the environment that promotes the privatization of public utilities and
the abolition of monopoly rights of those utilities as well as those of state-sanctioned
public and private monopolies in other sectors. :

Since market access and competition are used to achieve efficiency, the need to
establish trade and competition policy is crucial to achieving international competi-
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tiveness. Restrictive and anti-competitive practices are impeding the economy’s abil-
ity to compete efficiently. Furthermore, competition policy is important because as
anti-competitive actions by government are restrained, anti-competitive behavior by
firms is not. It is this backdrop that necessitates an assessment of current conditions
and the future prospects of competition policy in the Philippines.

SCOPE, DEFINITION,AND ELEMENTS OF COMPETITION POLICY

Competition policy consists of measures intended to promote a more competi-
tive environment as well as measures designed to prevent a reduction in competition.
There are two major views on competition policy. One view advocates that competi-
tion policy should be directed towards modifying market structures and imposing
constraints on the behavior of firms. The other view argues that competition policy is
unnecessary because efficiency prevails regardless of market structure.

Economies that have established an effective competition policy have embraced
both a market-structure view and an efficiency view of competition policy. Thus, com-
petition policy should cover all measures (laws, regulations, procedures, and policies)
that directly or indirectly influence firm behavior, managerial decision-making, and
industry structure. The absence of government intervention does not necessarily
guarantee a more competitive market environment because anti-competitive and unfair
business practices might emerge. Competition policy therefore aims at ensuring that
as government barriers go down, business barriers do not go up.

An effective competition policy must have the following elements: (a) policy
towards monopoly, (b) policy towards mergers, (c) policy towards restrictive and
anti-competitive practices, (d) policy towards state entry barriers, and (e) policy to-
wards consumer protection.

Policy towards monopoly tries to prevent monopoly abuses such as imposition
of unfair prices, limitation of production, tie-in sales, and restriction of technology
transfer. The target of this policy is to regulate behavior of monopolies that exclude
competition by eliminating rivals, designing tie-in contracts, or practicing predatory
pricing. This policy is usually not applied per se. In other words, it allows monopoly to
exist in a contestable market.

Policy towards mergers is now a balanced consideration of two factors: com-
petitive risks and efficiency advantages. A merger leading to a monopoly position is
no longer automatically considered a monopoly abuse. Greater emphasis is now placed
on analysis of the potential effects of mergers on competition. In short, the detrimen-
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tal impact of mergers on competition must be more than offset by considerable gains
in efficiency. Efficiency is measured in terms of the difference between price and
marginal cost. High profitability that is due to efficiency and not to dominant market
position is an acceptable efficiency indicator.

Policy towards restrictive and anti-competitive practices refers to agreements

between firms that have the effect of reducing competition (restrictive practices), or
activities undertaken by an individual firm which restrict, distort, or prevent compe-
tition (anti-competitive practices). Examples of these practices are price agreements,
market-sharing agreements, refusal to supply customers, tie-in sales, uncompetitive
discount prices, predatory pricing, and forcing the customer to stock the entire prod-
uct range,

Policy towards state entry barriers covers all measures aimed at removing gov-
ernment-imposed obstacles (deliberate or unintentional) to the operation of the com-
petitive process. This includes support (grants, loans, guarantees or tax concessions)

given by an economy to its domestic firms. This policy is hard to implement unless
economies voluntarily disclose their aid payments. However, aid and assistance to
R&D of generic technologies are not a violation of this policy. State activities such as
education, health services, and public utilities are likewise outside the scope of this
policy.

Policy towards consumer protection includes all laws and regulations that insure
truthful advertising about products, truthful information about the cost of credit, the
risks of injury associated with consumer products and the workplace and about pro-
tection of the environment in general.

AN OVERVIEW OF PHILIPPINE COMPETITION LAWS

The 1987 Philippine Constitution prohibits anti-competitive practices. It ap-
plies the “rule of reason” on monopolies. Monopolies are not prohibited per se, only
when the public interest so requires. Combinations in restraint of trade and unfair
competition are prohibited without exception. However, the 1987 Constitution pro-
vides no imposable sanctions for violations of this provision.

Article 186 of the Revised Penal Code (1930) describes the acts punishable,
such as monopolies and combinations in restraint of trade, and the penalties imposable,
such as imprisonment or fine ranging from P200 to P6,000 (or both). Article 186 of
the Revised Penal Code is similar to Section 2 of the Sherman Act (1890) which was
a major legislation that brought competition law into the limelight in the US.
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Other special laws and statutes contain provisions dealing with competiton policy.
For instance Republic Act 3247 (An Act to Prohibit Monopolies and Combinations
in Restraint of Trade 1961} provides for recovery of treble damages for civil liability
arising from anti-competitive behavior. Republic Act 165 {Patent Law 1947) and
Republic Act 166 (Trademark Law 1947) describe the appropriate civil action which
can be resorted to, and the penalties imposable. Presidential Decree 49 (Copyright
Law 1972) penalizes copyright infringement; Republic Act 386 (Civil Code of the
Philippines, 1949) stipulates the collection of damages arising from unfair competi-
tion; Republic Act 7581 (The Price Act 1991) protects consumers by stipulating
price manipulation (hoarding, profiteering, and cartels) as illegal acts. Republic Act
7394 (The Consumer Act of the Philippines 1932) imposes penalties for such behav-
iors as deceptive, unfair and unconscionable sales practices in both goods and credit
transactions.

The Philippine Corporation Code (1980) provides for rules and procedures to
approve all combinations, mergers, and consolidations. The danger of anti-competi-
tive mergers or acquisitions that substantially lessen competition is not a major regu-
latory issue at the Securities and Exchange Commission (SEC). In the first place, the
threat of fines for non-compliance with annual corporate financial reports is not bind-
ing because the penalties are negligible compared to the value firms are willing to pay
to keep confidential data from public scrutiny. The attitude in the SEC seems to
imply that the efficiency or synergy advantages of mergers more than compensate for
their competitive risks. Furthermore, SEC does not have the legal mandate to chal-
lenge mergers unless it can prove that these are against the public interest. Greater
emphasis is placed on allowing friendly mergers and acquisitions that take place in the
market voluntarily. A soft attitude prevails in SEC’s implementation of merger policy:
unless evidence against public interest exists, merger applications are automatically
approved. It may take a while for this attitude to change. The era for greater empha-
sis on analysis of the potential effects of mergers on competition, or emphasis on
procedure for pre-merger evaluation will have to wait until an effective competition
policy is established in the Philippines.

While the Philippine Constitution provides legal basis for competition policy, it
also contains provisions that restrict competition in certain areas such as in media,
natural resources, and defense-related activities. The possible conflict between sover-
cignty and competition can be avoided by entering into bilateral competition agree-
ments that allow a country to cooperate on particular competition issues on a case by
case basis. Prospects for the adoption of similar competition rules among countries to
be enforced by an international agency are not promising because countries are averse
to entering into agreements that deal with extraterritoriality or supranational jurisdic-
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don. In the Philippine context, the recent Supreme Court rulings on privatization and
oil deregulation were perceived by some observers as unnecessary intrusion by the
judiciary branch into the economic policy making function of the executive branch.
However, an effective competition policy requires a solid legal basis and legislation
that provide substantive authority to enforcement agencies which must be able to
withstand legal and constitutional challenges.

Existing competition laws are inadequate and ineffective because the imposable
fines are negligible; they are mostly penal in nature which requires a quantum of
evidence to prosecute; there is a lack of jurisprudence on competition law, and there
is no central agency to oversee the implementation of competition law in the Philip-
pines. However, there are legislative proposals in Congress to establish a Fair Trade
Commission — an independent body that will act as a central entity to implement
competition laws and policies. There are two options being considered: (1) to estab-
lish the Fair Trade Commission, and (2) to maintain the existing multi-agency setup,
but ensure close coordination among them. Those favoring the first option argue that
responsibility is too diffused, accountability is too difficult to locate, and there is a lack
of expertise in the appreciation and implementation of competition laws under the
existing setup (FTAC 1996). On the other hand, those that favor the second option
argue that the different implementing agencies have no overlapping functions, have
the necessary capacity and capability, and simply require close coordination to secure
the smooth implementation of competition laws (Santos 1995).

ANTI-DUMPINGAUTHORITY

Section 301 of the Tariff and Customs Code of the Philippines (enacted in
1978) provided the legal basis for filing anti-dumping protest. However, Section 301
has been amended several times, affecting the procedure for conducting preliminary
investigation on dumping. The following describes the specifics of anti-dumping au-
thority in the Philippines as contained in the series of laws and regulations that amended
Section 301 of the Tariff and Customs Code.

In December 1985, Executive Order No. 1073 was issued which prescribes,
among others, the strengthening of anti-dumping measures. Section 5 of EO 1073
authorizes the Department of Trade and Industry (DTT) “to certify the existence of
a prima facie case of dumping,” and for the Tariff Commission to determine “the fair
market value of a product which is the subject of an anti-dumping protest.”



232 ' Patalinghug

The Anti-Dumping Act 071994 (RA 7843) amended Section 301 of the Tariff
and Customs Code. Section 3 of this Act prescribes that the Secretary (either Secre-
tary of Finance or Secretary of Trade and Industry) shall, within 20 days from re-
ceipt of an anti-dumping petition or information, determine a prima facie case of
dumping. Upon determination of a prima facie case of dumping, the Secretary shall
advise the Tariff Commission and shall instruct the Commissioner of Customs to
hold the release of the goods or articles in question. Upon receipt of the advice from
the Secretary of Finance, the Tariff Commission shall conduct a formal investigation
to determine whether a domestic industry producing like articles has suffered or is
being threatened with injury. The Tariff Commission is mandated to complete its
investigation within 90 days from receipt of the advice, and should submit its findings
to the Special Committee on Anti-Dumping within 60 days from the termination of
its investigation,

The Special Committee is composed of three members: the Secretary of Finance
as Chairman, the Secretary of Trade and Industry, and the Secretary of Agriculture as
the third member if the article in question is an agricultural product. Otherwise, the
Secretary of Labor and Employment acts as the third committee member.

The Special Committee decides the case in question within 15 days after receipt
of the findings and recommendations from the Tariff Commission. If the existence
of an imminent danger caused by dumping is affirmed, the Special Committee directs
the Commissioner of Customs to levy the dumping duty and other duties on the
imported articles. However, if the Special Committee finds no violation of the anti-
dumping law, the Commissioner of Customs is instructed to proceed to act on the
importation, release, or cancellation of all anti-dumping bonds filed.

In December 1995, the Department of Finance (DOF) issued the “Rules and
Regulations for the Implementation of Section 301 of the Tariff and Customs Code
as Amended by RA 7843” (Department Order No. 150-95) which prescribes in
Section 4 that an anti-dumping protest shali be filed with the DOF which will deter-
mine whether or not the petition complies with the documentary requirements. If the
petition is proper in form or substance, the DOF shall refer the case to the Depart-
ment of Trade and Industry (DTI) for preliminary investigation.

The DTP’s Bureau of Import Services (BIS) carries out the function of con-
ducting preliminary investigation to determine the existence of a prima facie case of
dumping. The arrangement between DTY and the Tariff Commission during the
preliminary investigation stage is for the BIS to issue public notification of the start of
the preliminary investigation to be conducted by the DTI-BIS. Thus, the Tariff Com-
mission starts its formal investigation only after the DTI-BIS ends its preliminary
investigation on a given anti-dumping case.
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PRIVATIZATION AND DEREGULATION

In December 1986, the Asset Privatization Trust (APT) was created to dispose
of privatized assets under the supervision of the Committee on Privatization (COP).
In 1995, APT reported that 320 out of 404 assets under its disposal were sold and
gcncratcd total sales of P33.25 billion. The privatization efforts were a remarkable
success in terms of generating additional revenues as well as in transforming de-
pressed assets into productive ones. Privatization proceeds were a major contributing
factor for the attainment of budgetary surpluses in 1994 and 1995 (Patalinghug
1997b). However, privatization and liberalization may be in conflict. If the govern-
ment wants to maximize revenue from the sale of a public enterprise (e.g. Manila
Waterworks and Sewerage System), it might be tempted to keep it as a monopoly.
The privatization efforts would have produced more desirable results if it were ac-
companied by reforms to make the industry (to which the privatized firm belongs)
more competitive, or if free entry were encouraged. A privatization scheme that
simply tries to maximize revenue without altering the structure of the market towards
a more competitive and market-oriented environment would not be as effective. Most
probably, it would simply transform a public monopoly into a private monopoly.
Thus, an adequate institutional and regulatory framework is a necessary complement
to a successful privatization policy.

The Downstream Oil Deregulation Act of 1996 (RA 8180) prescribes in Sec-
tion 7 that the DTI and Department of Energy (DOE) must take measures to pro-
mote fair trade practices; prevent formation of cartels, monopolies, and combina-
tions of restraint of trade; and any unfair competition as defined in Articles 186, 188,
and 189 of the Revised Penal Code. This is a classic case of privatization policy which
is not coordinated with deregulation policy. Petron Corporation (the Philippines’
state-owned and largest oil company) was privatized in 1994. With the deregulated
market, structural barriers (capital requirements and economies of scale) have given
unfair advantages to incumbents, making deregulation less effective. Had the indus-
try been deregulated before the privatization policy was implemented, it would have
produced a more competitive market structure.

In 5 November 1997, the Supreme Court declared the Oil Deregulation Act
unconstitutional because it violated the equal protection clause, failed to foster a truly
competitive market, embraced more than one subject not expressed in its title, and
violated the constitutional provision on undue delegation of power (Manila Bulletin,
6 November 1997). Congress thus approved a new Oil Deregulation Act in January
1998 to address these legal infirmities.
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ADMINISTRATIVE STRUCTURES AND FUNCTIONS OF KEY AGENCIES

Implementation and enforcement of Philippine competition and consumer laws,
in its limited and less-developed form, can be described as the function of the follow-
ing agencies: Tariff Commission, Bureau of Import Services, Bureau of Trade Regu-
lation and Consumer Protection, and Securities and Exchange Commission.

Tariff Commission (TC) is an attached agency of the National Economic and
Dcvelopmcnt Authority (NEDA) and is composed of a Chairman and two Commis-
sioners. It is mandated to assist the Cabinet Committee on Tariff and Related Matters
(TRM) in the formulation of national tariff policy, and to monitor the implementa-
tion of the Tariff and Customs Code.

Bureau of Import Services (BIS) is a staff agency of the Department of Trade
and Industry (DTI). It is headed by a Bureau Director and is mandated to monitor
import quantities and prices of selected sensitive items (particularly liberalized ones)
to anticipate surges of imports and to assist domestic industries against unfair trade
practices. DTI’s mandate of undertaking preliminary investigation of an anti-dump-
ing protest referred to them by DOF is implemented by the BIS.

Bureau of Trade Regulation and Consumer Protection (BTRCP) is a staff agency
of the DTI and is headed by a Bureau Director. It is mandated to formulate and
monitor the registration of business names and the licensing and accreditation of
establishments; it evaluates consumer complaints and product utility failures and pro-
tects and safeguards the interests of consumers and the public with regards to health
and safety implications of intrinsic product failures.

Securities and Exchange Commission (SEC) is an attached agency of the De-
partment of Finance (DOF) and is composed of a Chairman and four Commission-
ers. It is mandated to administer corporate governance laws such as the approval and
registration of corporate consolidations, mergers and combinations. It also imple-
ments the Securities Act of 1982 which penalizes fraudulent acts in connection with
the sale of securities (€.g. price manipulation, inside trading, short selling, failure to
disclose, delayed disclosures, etc.).

Among these key agencies, none is specially geared towards the formulation and
implementation of fair trade laws, adoption of policies on monopolies, and restraint
of trade; undertaking price surveillance and monitoring; overlooking compliance with
Article 186 of the Revised Penal Code; and adjudicating access disputes. However,
the Tariff Commission is the only agency with organizational experience and struc-
ture to investigate any contravention of business practices, adjudicate anti-dumping
and countervailing protests, determine the extent of injury to domestic industry due
to import surge, and ascertain the difference between the export price and the normal
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value of the imported goods. The creation of the proposed Fair Trade Commission
will either be based on merging or coordinating the functions of these existing key
agencies, or creating an entirely new independent body that would enforce compli-
ance with monopoly laws, merger laws, laws on restrictive and anti-competitive prac-
tices, market access laws, and consumer protection laws. Ifinstitutional and organi-
zational learning take sometime to bear fruit, existing agencies (e.g. Tariff Commis-
sion) with the most exposure to enforcing, adjudicating and implementing laws and
policies will be in the best positon to make up the core staff of the new Fair Trade
Commission or to function provisionally (via some organizational restructuring) as
the de facto Fair Trade Commission in the absence of required legislative action.

Existing institutions that are doing mainly trade-related functions such as imple-
menting anti-dumping, safeguards, and countervailing measures must be ready to
face a different policy perspective. For instance, competition policy and anti-dumping
laws have conflicting objectives because the former is concerned with' maximizing
economic efficiency and raising net national welfare, while the latter is designed to
remove a perceived inequity in international trade through government enforced re-
strictions on competition. Consumer welfare is also a concern of competition policy
even if domestic firms are adversely affected. In contrast, the anti-dumping law is
focused on protecting domestic producers from the adverse effects of competition,
effectively a competition-reducing policy. Furthermore, attitudes and institutions ex-
plain significantly successful implementation of economic policies, and “getting the
right institution in the right place does matter” (Sharp and Pavitt 1993).

COMPETITION POLICY AND APEC

The objective of APEC is to enhance the competitive environment in the region
by introducing or maintaining effective and adequate competition policy, ensuring
transparency of competition laws, and promoting cooperation among APEC econo-
mies (see Appendix 1). However, the 18 members of APEC have varying levels of
development in their respective competition policy regimes. Appendix 2 shows that
Australia, Canada, Japan, and the United States have maintained an effective and
adequate competition policy and enforcement mechanism. On the other hand, New
Zealand, Korea, Chinese-Taipei, Chile, Mexico, and China are introducing competi-
tion policy in their domestic economies. The other APEC members (Brunei, Hong
Kong, Indonesia, Malaysia, Papua New Guinca, Philippines, Singapore, and Thai-
land) have no specific legislation governing competition policy, or have no specific



236 ' Patalinghug

institution tasked to enforce a comprehensive competition policy. What they currently
have are industry-specific regulations instead of relying on general rules which apply
across sectors. The admission of three new members (Peru, Russia, and Vietnam) in
1998 will not change this current structure.

Brunei, Hong Kong, Indonesia, Malaysia, and Singapore are pursuing the policy
of a free and open market through corporatization, privatization, deregulation and
liberalization to ensure a competitive environment in their domestic economies. Their
competition policy action plans for APEC (see Appendix 3) do not promise the
introduction of competition laws or strengthening of existing laws but simply promise
to continue its market-friendly policies. Privatization , deregulation, and liberalization
should be treated as complements rather than substitutes for competition policy. On
the other hand, the individual action plans (IAPs) of Papua New Guinea, the Philip-
pines and Thailand promise to establish an appropriate and effective competition
policy. Papua New Guinea promises to introduce a Business Practices Act, the Phil-
ippines promises to enact an Antitrust Law, and Thailand promises to amend its Price
Fixing and Anti-Monopoly Act of 1979 to allow greater competition.

Japan and Korea have committed to undertake measures for the more vigorous
implementation of competition policy such as a review of the exemption provision
under its competition laws and a review of provisions on notification of mergers,
acquisitions, and interlocking directorates.

With regard to implementing the commitment to extend technical assistance to
other APEC members in terms of policy development, legislative drafting, and struc-
ture of enforcement agencies, Japan, Australia, Canada, and Korea are seriously
satisfying this obligation. Chinese Taipei is trying hard to fulfill its commitment of
putting up a competition policy database. The US needs to actively extend its techni-
cal assistance commitment, particularly to the less developed APEC economies which
indicated their willingness to establish an effective competition policy regime.

Since there exist considerable differences in competition laws among the APEC
economies, a regional competition law is unattainable. However, areas of minimal
harmonization must be identified. A general consensus on considering cartels illegal
is possible. However, one view argues that cooperative arrangements among compa-
nies (e.g. R&D cooperation) should not be considered anti-competitive because they
are efficiency-enhancing (Takigawa 1997). But another view argues that the conduct
of industrial policy should not eliminate competition to a significant degree ina do-
mestic market (Bourgeois and Demaret 1995). Currently, harmonization of compe-
tition policy is possible among Australia, Canada, Japan, New Zealand, Korea, and
the United States which have some similarities in their competition law standards.
APEC cooperation in competition enforcement is another area for enhancing a re-
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gional competition policy. Cooperation on mutual legal assistance, notification of
cases where another APEC member’s interests are affected, and the exchange of
non-confidential information is achievable because these forms of cooperation allow
each APEC member to maintain its own national competition laws. The treatment of
confidential information creates some problems in enhancing international coopera-
tion because most countries legally restrict their competition authorities from disclos-
ing firm-specific information obtained in the process of an antitrust investigation. The
US enacted a law to allow greater cooperation in the exchange of confidential infor-
mation on a reciprocal basis which led to bilateral agreements with Australia, Canada,
and Germany. Rather than aim at harmonization of competition laws in the APEC
region, a competition of competition laws is suggested to allow APEC members to
experiment with new policy approaches.

Unfortunately, the prospects of APEC as a mode! for enhancing regional or
international cooperation in competition law are not promising. Mutual agreement
among APEC economies to allow the extraterritorial application of competition law is
unlikely because a system of overlapping jurisdictions could work only in highly inte-
grated economies with similar legal systems. In other words, progress in economic
integration (tariff and non-tariff measures) and harmonization of standards, customs
procedures, rules of origin, and investment laws is a necessary condition for the
extraterritorial application of competition policy in the Asia-Pacific region. An edito-
rial of Business Dayon 9 April 1997 (an English language daily in Bangkok) had this
banner: “APEC: Too Much Talk and Too Little Action.” It described APEC meet-
ings as “high on ideas, low on substance, and nothing at all on the action front.”
APEC’s voluntary principles and collaborative initiatives are labeled as “a euphemism
for inaction and an excuse for doing nothing.” It suggested that APEC meetings
must show tangible results to realize their long range goal of free trade.

FUTURE DIRECTIONS

Future prospects for competition policy in the Philippines are good. Average
overall nominal tariff has dropped sharply from 42 percentin 1981 to 13.43 percent
in 1997. It is expected to drop further to only 8.21 percent by year 2000. Average
nominal tariff for manufacturing will decline from 13.96 percent in 1995 to 7.47
percent in the year 2000. The import liberalization program has lifted import restric-
tions that reduced the number of items under import restrictions from 1829 in 1983
t0 609 in 1988. In 1992, only 164 items remained restricted. This import liberaliza-
tion policy lifted import restrictions from 33 percent of total commodity linesin 1983
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to 2.9 percent of total commodity lines in 1992. Tariff rates will come down to a
uniform 5 percent by the year 2004. Effective protection rates (EPR) have declined
from 49.3 percent in 1985 to 31.3 percent in 1995, improving the efficiency perfor-
mance of some protected industries. Liberalization and deregulation policies are be-
ing implemented in banking, shipping, airlines, telecommunications, and mining. In
addition, an Intellectual Property Code (RA 8293) was enacted by Congress in 1997
to encourage innovation, transfer of technology, and foreign investments.

The establishment and fostering of an effective competition policy is an impor-
tant agenda for the future. But it requires effective legislation that provides substan-
tive authority to assess pre-merger notification, regulate natural monopolies, deter-
mine misuse of market power by large firms, and monitor restrictive and anti-com-
petitive practices. A shift from industry-specific regulation to a comprehensive com-
petition policy framework is needed. In addition, an effective competition law regime
requires clear objectives: efficiency or equity. As we saw in the privatization experi-
ence, long-term efficiency was sacrificed to achieve short-term revenue gains. And
finally, an effective competition policy in the Philippine setting requires that a widely
respected institution be accepted as an impartial adjudicator. Institutional credibility
must go along with adequate resources in terms of funds, skills, training, and tech-
nology for these agencies. In setting the agenda for future competition policy, the
Philippines must aim at satisfying these requirements for an effective competition law
regime.
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APPENDIX 1
Competition Policy in APEC: Objective and Guidelines

Objective

APEC economies will enhance the competitive environment in the Asia-
Pacific region by introducing or maintaining effective and adequate competition policy
and/or laws and associated enforcement policies, ensuring the transparency of the
above, and promoting cooperation among APEC economies, thereby maximizing,
inter alin, the efficient operation of markets, competition among producers and trad-
ers, and consumer benefits.

Guidelines

Each APEC economy will

a. review its respective competition policy and /or laws and the enforcement thereof
in terms of transparency;

b. implement as appropriate technical assistance in regard to policy development,
legislative drafting, and the constitution, powers and functions of appropriate
enforcement agencies; and

c. establish appropriate cooperation arrangements among APEC economies.

Source: Asia-Pacific Economic Cooperation, “ Manila Action Plan for APEC?,
Volume I (Manila: November 1996).
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APPENDIX 2
Legal and Institutional Mechanisms for Competition
Policy Among APEC Economies

Country Competition Laws Enforcement Agencies
1. Australia - Trade Practices Act of 1974 - Australia Competition &
(Federal Law) Consumer Commission
- Competition Code (State Law)
2. Brunei
Darussalam - There is no specific legislation
pertaining to competition policy
3. Canada - Competition Act - Competition Bureau of
(Amended in 1986) Industry Canada
4. Chile - Competition Law (1973) - National Economic
Prosecutor’s Office
- Antitrust Commission
5. China - Regulations on Development - Industrial and
and Protection of Competiion ~ Commercial
(1980) Administration
- The Law of the People’s of China
Republic of China for
Countering Unfair
Competition (1993)
- The Law of the People’s
Republic of China for
Protecting Consumer’s Rights
and Interests (1993)
6. Hong Kong - There is no comprehensive
competition law
7.Indonesia - There is no comprehensive
competition law
8. Japan - And-monopoly Act (1947) - Fair Trade Commission
9. Korea - Monopoly Regulation and - Korea Fair Trade

Fair Trade Act (1980)

Commission
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Country Competition Laws Enforcement Agencies

10. Malaysia - There is no specific Act
governing competition
policy at present

11. Mexico - Federal Law on Economic - Federal Competition
Competition (1993) Commission

12.New Zealand - Commerce Act (1986) - Commerce Commission

- Fair Trading Act (1986)

. Consumer Guarantees Act (1993)

13. Papua New
Guinea - There is no comprehensive
competition law or specific
institution to enforce
competition policy

14. Philippines - There is no comprehensive
competition law or specific
institution to enforce
competition policy

15. Singapore - There is no comprehensive
competition law or specific
institution to enforce
competition policy

16. Chinese Taipei - Fair Trade Law (1991) - Fair Trade Commission

17. Thailand - There is no comprehensive
competition law or specific
institution to enforce
competition policy

18. United States - Sherman Act (1890) - Antitrust Division,
- Clayton Act (1914) Department of Justice
- Federal Trade Commission Act - Federal Trade
(1914) Commission
- Robinson-Patman Act (1914)
- Hart-Scott-Rodino Antitrust
Improvement Act (1976)



242 ' Patalinghug

APPENDIX 3
Individual Action Plans of APEC Economies on Competition Policy

1. Australia

Maintain effective, transparent national competition policy, laws and enforcement
policies.

Undertake a review of exemptions to the competitive conduct rules to commence
in 1997-1998.

Pursue a policy of competitive neutrality in respect of government-owned busi-
nesses where they compete with privately-owned businesses.

Provide technical and policy development assistance to APEC countries as re-
quested - subject to resource availability.

Pursue mutual assistance agreements with APEC member countries as appropriate.

2. Brunei Darussalam

Continually review the regulatory framework governing individual industrial sec-
tors.

Publish and make available any competition laws enacted in the future.
Participate in dialogues/workshops/seminars on competition policy.

Facilitate the establishment of a national consumer protection body.

3. Canada

Continue to participate in domestic and international regulatory reform,
privatization process and continued use of advocacy.

Continue to offer technical assistance, participate in international cooperation
and coordination efforts.

Explore the development of an APEC-wide mechanism for notification and con-
sultation.

4. Chile

Strengthen the anti-trust commissions and National Economic Prosecutor’s Of-
fice, especially in the regions. ,
Promote cooperation between enforcement agencies in order to avoid anti-com-
petitive practices.
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Contribute to competition policy understanding in the APEC region by promot-
ing and participating in seminars, workshops and the like.

5. China

Study and develop a relatively complete market competition mechanism and in-
troduce competition mechanism with more economic sectors (e.g. transporta-
tion, energy, banking, insurance, commerce and consulting services).

Improve the legal framework, draft and formulate anti-monopoly laws and regulations.
Intensify training of relevant personnel.

Formulate regulations on anti-dumping, countervailing and special safeguard
measures.

6. Hong Kong

Review its competition policy in the light of the findings of competition studies
conducted by the Consumer Council.

Review the Telecommunications Ordinance to promote fair competition and pre-
vent anti-competitive practices by developing further the legal framework which
safeguards competition and governs interconnection, accounting separation, and
sharing of essential facilities among competitors in the market.

Study the feasibility of introducing a common carrier system in Hong Kong for
the supply of fuel gas for domestic water heating and cooking to promote compe-
tition.

Seck to enact legislation to abolish mandatory fee scales for conveyances and
probate work in order to promote competition and enhance consumer interests.
Continue to participate actively in competition policy dialogues among APEC
economies to enhance mutual understanding of competition policy /laws.

7. Indonesia

Continue its efforts to promote competition through further deregulation ofits
economy.

Participate in competition policy dialogues among APEC economies to enhance
mutual understanding of competition policy laws.

Review its competition environment for the purpose of identifying arcas where
policy changes could improve the welfare of its citizens.

Enhance transparency with regard to competition policy.
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8. IJapan

Undertake measures for more vigorous implementation of competition policy.
Implement technical assistance with regard to policy development and the consti-
tution and function of enforcement agencies.

Establish cooperation arrangements among competition authorities of APEC
economies.

Develop understanding in the APEC business community of competition policy/
laws, and administrative procedures.

Dialogue with international organizations to foster cooperation between APEC
and international organizations such as OECD and UNCTAD in the field of
competition policy.’

9. Korea

Enforcement of the Fair Trade Act

- Reduce the areas that are exempt from the applications of the Fair Trade Act

- Reduce the scope of granting exemptions to anticompetitive collaborative
activities

- Strengthen examination of anticompetitive corporate mergers and raise
Korean merger examinations standards to an international level

Promoting Deregulation
- eliminate anticompetitive elements in existing laws and regulations.

Enhancing Fairness, Transparency, and Professionalization of Korea Fair Trade

Commission’s (KFTC) Procedures

- Minimize public inconveniences in the process of filing complaints

- Prevent the introduction of new competition-restricting laws and regulations

- Choose fair trade monitors from the public responsible for reporting unfair
business practices

- Provide the public information on fair trade laws and regulations

Reorganize KFTC to effectively enforce competition policy.

Offer a training program on international competition policy to competition au-
thorities of developing nations.

Promote bilateral cooperation with Japan, the U.S., and other APEC economies.
Actively participate in the exchange of information with APEC members to en-
hance knowledge of competition policies.
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10.Malaysia

Draw up competition policy to address unethical trade practices and abuse of
market power.

Participate in dialogue /workshop /discussions on competition policy.

Review competition policy and identify areas where changes are needed.

11. Mexico

Adopt complementary rules and /or guidelines to facilitate the implementation of
the existing legal framework.,

Undertake periodic evaluations of its competition policy and legislation in con-
nection with on-going privatization and deregulation processes in important sec-
tors such as telecommunications, rail transport, basic petrochemicals, natural
gas, and airport services.

Ensure transparency of its competition laws through the publication of competi-
tion laws, regulations, and annual reports.

Pursue a greater advocacy role of the Mexican Competition Authority in order to
deepen the understanding of the competition policy and legislation among the
different sectors.

Participate in the discussion of international cooperation aspects of competition policy.
Pursue the 1995 OECD Revised Recommendation concerning cooperation be-
tween member countries on anticompetitive practices affecting international trade.
Promote bilateral technical assistance and multilateral international cooperation
agreements with competition authorities from foreign and APEC economies.

12.New Zealand

Continue to operate a competition policy which recognizes the importance that
imports and foreign investment have in constraining market power.

Maintain an effective and transparent competition law and well-resourced expert
enforcement agency.

Continue to provide policy and law technical assistance within the constraints of
resource availability.

Establish mutual assistance agreements to promote competition law enforcement
cooperation as appropriate.

Evaluate the potential for greater information sharing powers between the Com-
merce Commission and overseas law enforcement agencies.
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13.Papua New Guinea

Seck Cabinet endorsement to introduce Business Practices Act and National Com-
petition Policy.
Seck appropriate technical assistance with regard to policy development, legisla-
tive drafting and the constitution, powers and functions of appropriate enforce-
ment agencies.

14 Philippines

Review existing laws on competition with the end in view of improving the com-
petition environment.

Enact an anti-trust, anti-monopoly law including the establishment of the Fair
Trade Commission to enforce competition laws.

Avail of technical assistance within APEC to review and develop its competition
policies and laws.

Participate actively in dialogues and exchange of information among APEC econo-
mies to ensure transparency and enhance mutual understanding of national com-
petition laws and policies.

15.Singapore

Continue to maintain its free and open market to ensure a competitive environ-
ment in the domestic economy.

Continue to review and introduce competition through privatization where ap-
propriate for services for which the government has traditionally been the sole
provider.

Continue to participate in competition policy dialogues among APEC economies
to enhance mutual understanding of competition policy and laws.

16.Chinese Taipei

To enhance transparency.

- Review guidelines for applications of the law with respect to various
anti-competitive and unfair trade practices ‘

- Establish a task force to examine all other relevant laws, to complement
the trade liberalization process
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- Strengthen compliance education programs

- Establish operational guidelines for investigative procedures and ensure legal
rights of the parties involved :

- Establish a “Competition Policy Information and Research Center” and

continue the sourcing and updating of the relevant information

Continue to establish and review guidelines.

To strengthen technical assistance.
- Offer technical assistance to APEC members in the making of the relevant
laws, regulations, working guidelines and compliance education.

To strengthen cooperation.

- Set-up “windows” for communication with competition authorities of other
APEC economies.

- Continue cooperation with other members through the exchange of
information, staff members, technical assistance, as well as other informal
arrangements

- Establish bilateral agreements and arrangements

- Discuss and analyze non-binding principles relevant to competition policies/
laws as contemplated in the OSAKA Action Agenda, through established

bilateral coordination and cooperation agreements/arrangements.

17.Thailand

Effectively enforce laws and regulations governing restrictive business practices
under the current domestic and external environment bearing in mind the inter-
ests of producers, traders, and consumers.

Review its respective policy and /or laws and the enforcement thereof in terms of
transparency, competitiveness and facilitation.

Establish appropriate cooperation arrangements among APEC economies.

Seek technical assistance from APEC members with more advanced implemen-
tation of competition policies and /or laws.

Endeavor to amend existing laws such as the Price Fixing and Anti-Monopoly Act
of 1979, where appropriate, to allow greater competition.

Organize seminars and provide training on competition policy and law to the
public and private sectors.

Continually publicize information on policies and related laws, including enforce-
ment thereof.
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Support cooperative activities contributing to the promotion of free trade and
competition.

Provide technical assistance to other APEC member economies in developing
competitive policies and/or laws, where appropriate.

18.USA.

Continue to ensure the transparency of federal competition laws and enforce-
ment policies through publication of antitrust laws, enforcement policy guidelines
of the federal enforcement agencies, judicial opinions related to antitrust agen-
cies, and public statements concerning enforcement policy by senior policy offi-
cials.

Continue its strong commitment to effective enforcement of the antitrust laws
and to promotion of procompetitive regulatory reform.

Continue to apply the antitrust laws to the broadest range of economic activity
possible under the laws, and to reevaluate the appropriateness of any exceptions
to the coverage of the antitrust laws,

Enforce its competition laws to ensure that U.S. markets are free of harmful
unilateral and concerted anticompetitive private conduct.

Provide assistance to the extent of available resources through exchanges of per-
sonnel, participation in seminars organized by international organizations, and
the exchange of confidential information on a reciprocal basis.

Source: Asia-Pacific Economic Cooperation, “Manila Action Plan for APEC?,
Volume IT (Manila: November 1996).
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