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Abstract

The Philippines has been labelled the Sick Man of Ada In the early 1950s the Philippines
was among the richest and most advanced countries in Asia, but has been surpassed by many
of its neighbours over the last decades. In this paper we argue that though the political and
economicd sysem of the Philippines has been highly inefficient, it is not entirdly correct to
use the Sick Man labd. The Philippine performance has not been much worse than that of
other poor middle-income developing countriess. Some of its neighbours have, however,
departed from import subgtitution policies a a time that has dlowed them to take advantage
of the growing demand for manufacturing goods and the spread of industry in Asa



Non-technical summary

Measured on a GNP per capita bass, the Philippines has been among the poorer hdf of
developing countries in the entire post World-War 11 area. The average growth rate in the
period 1960-1997 was 0.9%, which is margindly better than the average for lower middle-
income countries. In this respect the Philippines has nether done paticulaly wel nor
particularly poorly the last decades. However, the Philippines had the second highest GDP per
capita and the most ‘'modern’ production dructure of al Asan countries in the early 1950s,
only beaten by Jgpan. During the following decades the picture changed completely, however,
and in this respect something has gone terribly wrong for the country.

In this paper we review the indudrid and politicad dimate in the Philippines after
1946, and compares the development in the Philippines with that of Hong Kong, Singapore,
South Korea and Taiwan (the first generation of Asan tigers) and Indonesa, Maaysa and
Thailand (the second generation of Adan tigers). We then use the new economic geography
literature to give a possible explanation of why the Philippines has developed so unfavourably
compared to its successful neighbours. Our man argument is tha the latter economies
departed from import subgtitution a a time that alowed them to take advantage of the spread
of indugry in Ada The increesngly higher cost levd in Jgpan made the rdatively open
economies Hong Kong, Singapore, South Korea and Taiwan favourable locations from the
ealy 1960s. As these countries experienced higher cost levels dong with their rapid
indudridization, the industry in the 1980s spread further to Indonesa, Maaysa and
Thailand, who had just adopted a more outward oriented trade policy. In this sense it may
patly be a coincidence that their trade liberdization policies were so successful. We further
argue that since the second generation of tigers gill have capacity for more indudrid activity,
it isnot obvious that the Philippines will gain very much by liberdizing trade today.

Some Asan economies have been very successful in dtracting foreign direct
investments (FDI), and in this paper we aso provides a comparison between FDI inflows to
the Philippines and the second generation of Asian Tigers. There have been four mgor waves
of FDI flows to the Asan countries in the post-war period. The firs wave was motivated by
the import subgtitution policies that most Asan countries followed in the late 1960s, and by
the firs mgor revduation of the yen. During this period FDI inflows to the Philippines were
greater han to Thaland, with Mdaysa as the largest recipient of the ASEAN-4 countries and
Indonesia the second largest. The second wave, which occurred in the 1970s, was mainly

caused by the apparently good economic prospects for the region and the availability of cheap



cepitd. This wave included both import subdituting and export-oriented production by
American firms, with ggnificant increases in FDI inflows to most of the East and Southeast
Adan countries. The third wave darted in the mid 1980s, and was cused by a need for firms
in Jgpan and some of the NICs to relocate to countries with lower wage levels. The fourth and
ongoing phase is characterized by massive FDI inflows to China.

The Philippines was rdaively successul in atracting FDI inflows during the firg
wave, because it offered foreign investors access to a highly protected domestic market.
However, the low income growth in the Philippines implied that the country was not
paticularly attractive for import subgtituting foreign direct invesments on a large scde. An
inefficient and corrupt bureaucracy, together with high tariff barriers, has further made it
cumbersome and expensve for firms in the Philippines to participate in internationd trade.
The Philippines therefore missed out on both the second and third waves of FDI to the Asian
countries. Despite several attempts to liberdize trade and improve the bureaucracy, the
country has been only moderately successful in atracting FDI dso in the recent years. A man
reason for this may be tat the country does not seem to have any clear locational advantages,
and is plagued by a very poor infrastructure and a bureauicracy that till has a poor reputation.



Chronology of Significant Economic and Political Events

in the Philippines

1946 | The Philippines achieves independence.

Enactment of the Bdll Trade Act providing for an eight-year period of free trade
between the US and the Philippines, with gradudly rising tariffs thereefter.

1948 | Redirictions on imports of ‘luxury and nonessentiad’ goods.

1949 | Bdance-of-payment (BOP) crisis. Impaosition of import and foreign exchange control,
and full-scae import subgtitution policy.

1955 | Laurd-Langley agreement; acceleration of the rate at which imports from the US
would be subject to full amounts of Philippine tariffs.

1957 | Adoption of a protective tariff structure. Raised the duties on non-essentid finished
goods and on goods that could be produced domesticaly.

1959 | Introduction of a 25 per cent margin fee levied by the Central Bank on sales of
foreign exchange.

1960- | Import subgtitution policy continues, with higher tariff rates. Devaluation of the Peso,

1965 | deregulation of the currency market, and decontrol on imports (with some substitution
of quotas and import licences for higher tariffs).

1965 | Ferdinand Marcos elected President.

1967 | Passage of the Investment Incentive Act (11A) granting specid tax privilegesto key
domestic indudtries. Investmentsin pioneer industries could be totaly foreign-owned
while investments in nonpioneer industries were restricted up to 40 per cent equity.
Allowed for full foreign ownership dso if at least 70 per cent of production was
exported. The Board of Investments (BOI) was created to carry out the provisions of
the act.

1969 | Ferdinand Marcos re-elected as President. Escalation of radica protests.

1970 | BORP criss. Hoating of the Peso.

Export Incentive Act; the first step toward redirecting investments away from import
ubdtituting industries.

1972 | Declaration of Martid Law.

Establishing Export Processing Zones (EPZ).

1980 | Trade Reform Program (TRP Phase ). Under aWorld Bank structura adjustment
loan, the government embarked on a program to reduce the level and dispersion of
tariff rates and remove quantitative restriction over afive-year period. Proceeded
broadly on schedule until the 1983 BOP crises.

1981 | Lifting of Martid Law.

1983 | Reducing capita-cheapening measures such as accel erated depreciation and
expanson reinvestment alowances. Gave strong preferences to exports and
substituted performance based benefits for capita-based ones.

Beningo Aquino nated.
1984- | Massve demondrations, for the first time the urban middle class and the business
1985 | community participated.




1986

February People Power Revolution.
Corazon Aquino elected Presdent.
Coups attempted in July and November.

1987 | Reduced redtrictions on FDI (40 per cent foreign ownership adlowed evenin non
pioneering indugtries, c.f. the Act of 1968). Income tax holidays for enterprises
engaged in preferred areas of investments, and labour alowance for tax deduction
pUrposes.

Reintroduced capita chegpening ingdtitutions.
August coup attempt.

1989 | Nearly successful December coup.

1991 | Foreign Investment Act. Liberdized the existing regulations by alowing foreign
equity participation up to 100 per cent in al areas not specified in the Foreign
Investment Negative Ligs A, B, and C. List C contains areas in which there dready
exists an "adequate number of enterprises’.

Four-year plan intended to reduce the maximum tariff rate to 50 per cent and reduce
the effective protection rates in general (TRP Phase I1).

1992 | Fidel Ramos elected President.

1993 | Creation of an independent Central Bank, Banko Sentral nh Pilipinas (BSP).
Deregulation of the entry of new domestic banks and bank branching.

1994 | Easing of regtrictions on the entry of foreign banks.

1995 | Liberdization of the private insurance indudtry.

1997 | Adanfinancid crises bresk out.

1998 | Joseph Ejercito Estrada €l ected President.

Vii
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1. Introduction

The Philippines was one of the most prosperous countries in Ada during the first decade after
the Second World War. GDP per capita in 1960 was ten per cent higher than in South Korea,
and the Philippines was the largest recipient of FDI inflows in the region (Meddla et a, 1998,
Summers and Heston, 1991). Thereafter the economy stagnated. By 1995 GDP per capita in
the Philippines was 75 per cent lower than in South Korea, and the inflow of FDI was very
modest.

Table 1 shows that the Philippine service sector grew consderably between 1960 and
1995, much more than the industrid sector. This is troublesome, since a large share of the
labour force thereby finds itsdf employed in service activities where wages and productivity
are very low (Cororaton and Abdula, 1999). Indeed, nobody who has visited the Philippines
can have avoided noting the excess of cigarette sdlers on the gtreets or the surplus of labour in
hotels and shops. Though development need not go through indudridization, the dow growth
rate of the indudtria sector has been taken as a Sgn of inability to adjust and modernize (see
Medalla et a, 1998).

Table 1. Employment by sector (%)

1960 1965 1970 1975 1980 1985 1990 1995

Agriculture 612 56.7 537 535 514 490 452 435
Industry 126 113 126 121 116 107 107 161
Services 262 315 321 341 365 402 440 405

Source: Cororaton and Abdula (1999)

There are typicaly two factors that have been used to explain the poor performance of the
Philippine economy. Fird, politica ingtability and socid unrest have plagued the country, and
there has been a serious tenson between labour and capitd. This has partly been caused by an
extremely skewed income didribution, and the term ‘crony capitdism’ seems to fit very wel
for the Philippines. Secondly, the country embarked on an import subdtitution policy (ISP)
soon after its independence. This policy was initidly implemented in order to solve baance of
payment problems and fogter infant industries, but soon took on the character of a permanent
protection of the domestic industry. Below, we argue that both these factors have worked
negatively, but that the ‘Sick Man' labd may be somewha mideading. With GNP per capita
equad to $1160 in 1996 the Philippines belongs to the group of lower-middie-income

developing countries, and has done so since its independence in 1946 The average annud

! The World Bank (1998) classifies |ow-income countries as those with a GNP per capita of $785 or lessin
1996, while middle-income countries have GNP per capita between $785 and $9636. L ower-middle-income and
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growth rate per capita between 1965 and 1996 was equa to 0.9%, compared to 0.8% for
lower-middle-income countries as a whole (the average growth rate for dl middle-income
countries was 0.9%). When the Philippines has been cdled ‘the sck man of Asa, it is thus
important to bear in mind that the devdopment in the Philippines has not been paticularly
bad compared to other poor countries.

Judged againg the so-cdled Adan tiger economies, however, the ‘sck man’ labe
makes much more sense. The first generation of tigers had per capita growth rates between
four and seven per cent each year between 1965 and 1996, and the second generation
embarked on a similar growth path from the early 1980s? As we see it, the problem is not so
much to explan the disgppointing devedopment in the Philippines as to explan why its
neighbouring countries have done S0 extreordinarily wel. On this background we will
concentrate on the Philippine development from its independence in 1946 and until the early
1990s, though we will dso comment on the more recent devel opment.

This paper is organized as follows. Section 2 presents a brief survey of some of the
most important economic indicators for the Philippines, and compares these with the other
ASEAN-4.2 In Section 3 we review the industrid and political dlimate in the Philippines after
1946, while we in Section 4 use the new economic geography literature to give a possble
explanation of why the Philippines has developed so unfavourably compared to its successful
neighbours. Our main argument is that the latter economies departed from import subditution
a a time tha dlowed them to teke advantage of the spread of industry in Asa The
increesingly higher cost levd in Jgpan made the reativdy open economies Hong Kong,
Singapore, Tawan and South Korea favourable locations from the early 1960s. As aso these
countries experienced higher cost levels dong with their rgpid indudridization, the industry
in the 1980s spread further to Indonesia, Maaysa and Thailand, who had just adopted a more
outward oriented trade policy. In this sense it may partly be a coincidence that their trade
liberdization policies were so successful. We further argue that since the second generation of
tigers dill have capacity for more industrid activity, it is not obvious that the Philippines will
gan very much by liberdizing trade today. In Section 5 we return to a description of the

upper-middle-income economies are separated at GNP per capita of $3115. High-income economies are those
with a GNP per capita of $9636 or more. It should be noted that purchasing power parity (PPP) adjusted GNP
gives abetter impression of the material standard of living compared to the US, and with this measure the per
capitaincomein the Philippines equals $3550. This does, however, not change their ranking as alower-middle-
income country, see World Bank (1998) for a discussion.

2 Thefirst generation of Asian Tigers consists of Hong Kong, Singapore, South Korea and Taiwan, while
Indonesia, Malaysiaand Thailand are known as the second generation of Asian Tigers.

% The Association of East Asian Nations (ASEAN) consists of Brunei, Indonesia, Malaysia, the Philippines,
Singapore and Thailand. The ASEAN-4 members are Indonesia, Malaysia, the Philippines, and Thailand.

2



Philippine economy, and discuss why the Philippines apparently has not been a paticularly
dtractive country in which to undertake FDI. Section 6 contains a discusson and some

concluding remarks. In Appendix Al we use the Philippine IT induslry as a case study to
illustrate some of the structurd wesknesses that have plagued the country, while the effects on

the Philippine economy of the Asan financid crises are briefly discussed in the Appendix A2.

2. Some Economic Indicators

The Philippines condsts of some seven thousand idands sretching over more than a thousand
miles from north to south and seven hundred miles from east to west, but only two thousand
of these are inhabited. The two officid languages are Pilipino (Tagdog) and English. A share
of 82% of the population is Roman Catholic, 9% is Protestant, 5% is Mudim, and 3% is
Buddhist.*

Figurel: Map of Asa.
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The population in 1996 was 72 million, much smdler than Indonesia but condderably larger
than Mdaysa (see Table 2). Measured in terms of GNP the Philippines is the smdlest of the
ASEAN-4 countries, and is ranked as number 36 of the 130 countries covered by The World

4 The Muslim population is concentrated in very poor parts in the South of the Philippines, and is fighting for
independence. Extreme groups of Muslims have at various times caused major problems for the country,
particularly after 1986. There have been several attempts of peace agreements, but the hijacking of tourists from
Malaysiain April 2000 shows that the problems are still acute.
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Bank’s World Development Indicators. In terms of GNP per capita the Philippines is ranked
as number 70, just ahead of Indonesaand far behind Mdaysa

Table 2: Economic size of the ASEAN-4 countries, 1996.

Population GNP GNP per
capita
Millions  $Billlons Rak $ Rak
Philippines 72 83.3 36 1160 70
Indonesia 197 2134 22 1080 74
Malaysia 21 89.8 35 4370 32
Thailand 60 1775 24 2960 46

Source: The World Bank (1998)

Purchasing power adjusted PPP per capita increased relatively smoothly from independence
and until 1983, with an average of gpproximately one per cent per year (Summers and Heston,
1991). Then the country entered into a phase of economicad and politica crises after the
assassination of Benigno Aquino, who was the leading politicd oppostion leader in the
country. In 1986 the People Power Revolution broke out, and the same year Corazon Aquino
(wife of the late oppogtion leader) was dected president. Since then the Philippines has been
ademocratic country, asit also was between 1946 and 1972.

Though the average Philippine growth rate in the post World War 1l area does not
differ much from the ‘typicd’ lower-midde-income developing country, its economicd
ranking in Ada has declined subgtantidly. In 1950 the Philippines was one of the mogt
promisng Adan countries, only besten by Jgpan in terms of educaiond levd and
technological sophidtication (Meddla e d, 1998), but is now fa behind many of its
neighbouring countries. This is illustrated by Table 3, which shows PPP adjusted GDP per
capitafor some Asan countries relatively to the Philippinesin 1960 and 1990.

Table 3: GDP per capita (PPP) relativeto the Philippines
Indonesa Thaland Korea Madaysa

1960 0.55 0.63 0.91 1.38

1996 0.93 1.89 3.68 2.92

Source: The World Bank (1998)

In the next two sections we will discuss saverd possble explanations for the disgppointing
development in the Philippines compared to the more successful Adan countries, but from a
pure accounting perspective it is clear that differences in factor accumulation and factor
productivity must play a key role. With respect to the former, the investment ratios (as share
of GDP) were quite gmilar in the ASEAN-4 until about 1985 (Summers and Heston, 1991).



Then the politicd crises and the subsequent revolution caused a shap decline in the
invetment and savings ratios in the Philippines dong with dgnificant pogtive jumps in
Thaland, Korea, and Madaysa Almog fifteen years of democracy, and nearly ten years of
political gability, have not changed this picture very much. In 1996, for ingance, the
investment ratio was equa to 23 per cent in the Philippines and 40 per cent in the other
ASEAN-4 countries (Y ap, 1998).°

Growth in tota factor productivity (TFP) is notorioudy difficult to mesasure, but
several cross-country studies confirm the impresson that this is an area where the Philippines
has not been successful (see Audria, 1998a, for references). An example is given in Table 4,
which shows that the Philippines sysematicaly has had negative TFP growth rates over the
last decades, while particularly Thailand has fared quite well.

Table4: Annual growth rates of TFP, ASEAN-4.

Period  Philippines Madaysa Indonesa Thaland

1960-73 0.7 1.0 11 14
1973-84 -1.3 0.4 05 11
1984-94 -0.9 14 0.9 3.3
1960-94 -0.4 0.9 0.8 1.8

Source: Austria (1998a)

Hand in hand with low productivity growth, the Philippine economy has aso been dow to
restructure. In 1970 the share of agriculture value added in GDP equaled 30 per cent, and in
1996 it still contituted 21 per cent of GDP.° During the same period the share of agriculture
value added in Indonesia decreased from 45 per cent to 16 per cent (World Bank, 1998).
Moreover, the growth rate of value added has been dower in dl sectors of the economy in the
Philippines than in the other ASEAN-4 countries. This is particularly true for industry, where
value added increased by an annua average of less than two per cent between 1965 and 1996,
againgt some 9 per cent in Indonesia, Maaysa, and Thailand.

Hgure 2, which shows the evolution of overal average labour productivity in the
ASEAN-4, is perhagps even more telling. During the period 1975-1995, labour productivity
hes fluctuated around the same leved in the Philippines, while it has increased sgnificantly in
the other countries. The picture is the same dso if we split up and consder labour

productivity in agriculture and manufacturing separately (Y ap, 1998).

® Young (1995) and others argue that a higher participation rate in the labour force, caused by demographic
factors, was an important factor behind the growth ratein GDP for the NICsin the 1960s and 1970s. That is not
the case for any of the ASEAN-4 countries, for which asimilar effect may appear early in the next century (see
Bloomand Willimason, 1997).

® This can hardly be attributed to any Philippine comparative advantage in agriculture, see Mandelle et al
(1998).



Figure 2: Average labour productivity (1975=100).
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There is little doubt that the disgppointing labour productivity in the Philippines is connected
with low and inefficient invetments, which in turn are an outcome of the generd indudrid
and trade policy that the country has followed (see Yap (1998) and Austria (1998a,b)). While
the ASEAN-4 countries higtoricaly had followed an import subdtitution policy, al except the
Philippines adopted outward-looking drategies after the mid 1980s. The policy change
occurred at the same time as Japan and Tawan relocated ther labour intensve indudtries to
low-wage countries, but due to inward-looking policies the Philippines did not benefit much
from this. According to Yap (1998) FDI did increase productivity in Maaysia, Indonesia, and
Thaland, but not in the Philippines. Instead the protectionis policy led to inefficient
production in sectors where the country did not have any compardaive advantages, and to a
sysem “where domedtic investors (Filipino or foreigner) were insulated from competition and
could earn extremely high profits’ (Mercado-Aldaba, 1998:272).



3. Economica and Political Climate since 1946

The Philippines was extremely hard hit by the Second World War, and a large pat of the
concrete highway was completely destroyed by the Japanese. In 1946 the production levels in
the mining and manufacturing sectors were only 1 and 18 per cent, respectively, of what they
had been before the war. The fishing fleet was ether destroyed or had been taken away by the
Japanese, and not a single sugar mill was operating. The consequence of these damages was
that total GDP in 1946 was only 35 per cent of its 1940 leve (Baldwin, 1975).

Before the Philippines achieved independence from the US, it was enforced to agree
on the Bdl Trade Act, which granted eight years of free trade between the two countries. In
return the US contributed sSgnificant amounts of economic ad and war damage payments
dong with, eg., military invesments. The Bell Trade Act was probably in the spirit of the
Marshdl Aid Plan, and in aggregate the US expenditures in the Philippines were $393 million
in 1945 and 1946, which more than covered total imports of $364 million these years
(Badwin, 1975).

Despite the Bell Act the Philippines was adlowed to redrict import of ‘luxury and
nonessentid’ consumer goods. The idea was not to encourage domestic production of these
goods as such, but to permit more import of advanced capitd goods to the industry and
consumer goods for low-income groups. Due to ingfficient policies and fdling export prices
(not lesst on coconut products, which congtituted 68 per cent of export income in the 1947-49
period) the Philippines did, however, enter into a severe baance of payment crigs in 1949
(Bddwin, 1975). The politicd outcome of this criss was that the country adopted a full-scale
import subgtitution policy, and imposed comprehensive control on imports and foreign
exchange. The protective sysem was further strengthened by an overvaued currency through
high tariffs and quantitative import restrictions.”

" Import substitution typically implies that the local currency - here the Philippine peso - appreciates, because
the demand for foreign currency falls.



In the Philippines, as in other developing countries, the articulated rationde behind
import subdtitution to a large extent relied on the infant industry argument. The beief that it
was necessary to adopt a policy that protected ‘new and promisng domestic industries was
not very controversid a the time, and has even been endorsed by John Stuart Mill (1848, see
Corden 1997):

The only case in which, on mere principles of political economy, protecting duties can be
defensible, is when they are imposed temporarily (especially in a young and rising nation) in
hopes of naturalizing a foreign industry, in itself perfectly suitable to the circumstances of the
country. The superiority of one country over another in a branch of production often arises only
from having begun it sooner. ... But it cannot be expected that individuals should, at their own
risk, or rather to their certain loss, introduce a new manufacture, and bear the burden of carrying
it on until the producers have been educated up to the level of those with whom the processes are

traditional. A protecting duty, continued for a reasonable time, might sometimes be the least

inconvenient mode in which the nation can tax itself for the support of such an experiment.

The firg years of import subgtitution gpparently worked quite well, with growth rates in red
GDP per capita reaching eight per cent in 1953 (Summers and Heston, 1991). Thereafter the
economy stagnated, and in 1957 the country adopted a new protective structure that lowered
duties on raw materids and intermediate goods not available domedticaly. Simultaneoudy,
duties on nonessentiad finished goods and items that could be produced domedticaly were
increesed. The result was disgppointing; the economy was vishly inefficient and the negeative
trend continued.

Disllusonment over continuing disgppointing growth rates throughout the late 1950s,
obvious and widespread corruption, and dissatisfaction over the adminidtration of the control
systems, led to a phase of decontrol on imports and deregulation of the foregn exchange
market during 1960 and 1965. The currency was devauated, which presumably was a good
thing, but the government dso increased the tariff rates in order to mantan the import
subdtitution regime and protect domestic industries. According to Badwin (1975) this was a
bad mix of policy, where better terms-of-trade for the export sector hurt the import-
subgtituting sector and higher costs of imported raw materids and capitd goods hindered any
new type of export-oriented indugtries to be fostered. Thus, in the words of Ravenhill (1995),
the Philippines “entered into a period characterized by economic and socid readjustment
where no sector of the economy prospered particularly well” .2

8 The decontrol period 1960-65 will be further discussed below; there are some indications that TFP improved
slightly during this period, despite an overall disappointing economic devel opment.
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Some of the problems inherent in an import substitution policy will be discussed later,”
but at this stage it should be stressed that there is a consensus that the policy measures should
be temporary and insulated from pressure groups. None of these conditions gppear to have
been present in the Philippines. Fird, according to Meddla et d (1998) the mgority of the
protected industries have continued to be incompetitive even domegticaly, and the protection
took on a permanent rather than a temporary nature. Secondly, the term ‘crony capitdism’
seems to be particularly relevant for the Philippines, more so than has been the case even in
countries like Indonesa and South Korea. This led to a sysem where protectionism
increesngly took the shape of protecting the specid interests of landowners and the economic
élite rather than protecting promising infant indudtries.

The problem in the Philippine economy in particular, and to some degree with interventionist
indugtrid policies in generd, becomes clear from the following statement by a former cabinet
minister under Marcos (see Hawes, 1992): “proximity to the seet of power has aways been
the source of wedth in the Philippine politicd economy: sugar quotas, dollar quotas, tax
exemption, etc., have adways been important. With the advent of martid law [in 1972] the
government was vasly more powerful, thus the opportunities for corruption were vastly
greater.”

According to Ravenhill (1995) the ‘crony capitdism darted well ahead of the Marcos-area
(which lasted from 1965 to 1986), and was a main explanation for the bad performance in the
1960s. Also Bddwin (1975) is highly criticd of the efficiency of the Philippine import
subgtitution policy and the distributional consequences of the political system. For instance,
both skilled and unskilled labour were worse off in 1971 than in 1949 in terms of red wages
(see Fgure 3). In a concluding remark on his sudy of the Philippine economy Badwin
(1975:149) maintains that those who are owning or controlling the firms in the business sector
have been the mgor beneficiaries of the import subdtitution policy. He further argues that the
investment incentive programs (with, eg., tax holidays) to a large extent did not incresse the
productive capability, but “merely added to the excess capacity in the economy. [Imports] of
such equipment provided jobs for foreign workers, but the equipment itself ended up in the
Philippines as indugtrid monuments” No wonder the Philippines has had a diand
productivity growth. ..

® SeeBaldwin (1969), Corden (1997) and Bruton (1998) for detailed theoretical discussions, and K rueger
(1997), Little et a (1970) and Bruton (1998) for empirical analysis.
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Figure 3: Index over real wages (1955=100).
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When Marcos was dected presdent in 1965 the government immediately undertook measures
to speed up the necessary transformation of both the agricultura and industria  sectors, eased
access to credit and increased government expenditures and investments. The Investment
Incentive Act which granted favourable taxes and reduced tariffs for imported goods in ‘new
and necessary industries was introduced in 1967. A Board of Investment (BOI), which could
dlow firms in pioneer industries to be fully owned by foreigners, was crested to supervise the
Act. The import subgtitution policy was nonetheless continued, and the country entered into a
new phase of balance-of-payment crigsin 1970. The same year an Export Incentive Act was
introduced, and Meddla et d (1998) describe this as the firsd smal step away from the pure
import subgtitution policy (in practise the step was indeed very smdl, according to Mercado-
Aldaba, 1998).

The Philippines did observe favourable economic development in some areas under
Marcos presdency. The share of invesments in GDP, for ingance, rose sharply in the firgt
half of the 1970s, and Figure 4 shows that the average investment share between 1976 and
1981 was some 20 per cent, compared to some 15 per cent earlier. However, the large income
inequadities continued during the Marcos regime and there was a great ded of socid unrest.
Radica protests escalated in 1969, and a Martid Law was declared in 1972 and lasted until
1981. Marcos did little to redigtribute income, and showed an inability (or unwillingness) to

reduce the power of the economic élite (see Boyce, 1993, and Hawes, 1992, for discussions).
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Moreover, and partly due to unfavourable economic conditions in the world markets during
the early 1980s, red wages in the Philippines fdl sharply. In 1984 the urban middle class for
the firg time participated in mass demondrations against Marcos. The Marcos regime was in
a serious lack of confidence, and in 1985 even the busness community paticipated in anti-
Marcos demondrations. The indability led to a shap fdl in the investment ratio in
1984/1985. In February 1986 the People Power Revolution broke out, and later the same year
Corazon Aquino was elected president.

Figure 4: Investments as share of GDP
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Source: Summers and Heston (1991)

There have been some indications, abeit ambiguous, of reduced income inegudities the last
decade, and real wages increased ty some 2.8 % on average for the period 1987-1996 (Y ap,
1998). What is worrisome, however, is that there has been dmost no increase in labour
productivity. There are thus clear dgns tha the Philippines has become increasingly
incompetitive in labour intensgve indudtries, with too high unit labour costs (Asutria 1998b).
This may conditute a serious problem for the Philippines, which hardly has any comparative
advantage in high-tech industries, as low-wage countries like Vietnam and China become
more integrated into the world economy.

That the Philippine development has not been paticulaly impressve even in the
aftermath of the Marcos ares, is evident dso from Table 5, which measures the share of the
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population which has less than $1 per day (purchasng power adjusted) in some Asan
countries. In 1985 some 32 per cent of the population in both the Philippines and in Indonesa
fel beow this poverty measure. Ten years later there was gill 25 per cent of the Philippine
population which had to manage on less than $1 a day, but only 11 per cent in Indonesia The
table further indicates that the last decade China has fared much better than the Philippines in

the fight againgt poverty.

Table5: Poverty in East Asia.

Headcount (%),
<$1 per day PPP
1985 1993 1995
Philippines 324 275 255
China 379 297 222
Indonesia 322 170 114
Thailand 100 <10 <10
Malaysia 108 <10 <10
Source: Yap (1998)

A number of empiricd sudies confirm the impresson that the Philippines has fared poorly
relative b the other ASEAN countries with respect to productivity growth for most of the post
World War 1l period (see Audria, 1998b, for a survey). An example of this was given in
Table 4 in Chapter 2. Audtria (1998b) uses a co-integration technique in order to nvedigeate
how the tota factor productivity has evolved during the different trade regimes. The results,
which are reproduced in Table 6, are highly suggestive of the costs of the import subgtitution
policy.

Table 6: TFP growth by industrial regime

Period  Indudrid regime TFP estimate (%)
1960-65 Decontrol 0.185
1965-70 Trade protection -0.186
1970-80 Trade protection 0.093
Export promotion
1980-86 Tradeliberdization -2.89
Macroeconomic crises
Political crises
1986-96 Tradeliberdization 0.93
Investment liberdization 2.12 (excluding 1991-92)

Foreign exchange liberdization
Energy crises (1991-92)
Source: Austria (1998b)

Firg, note that a dightly postive increase in TFP was registered for the period 1960-65: in
this respect Badwin (see above) seems to have been unduly negative to the combinaion of
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decontrol of the currency market and higher tariff rates'® Secondly, TFP growth in the post
Marcos area is quite strong compared to earlier periods.

Several coup atempts and political turbulence marked Corazon Aquino’'s presidentia
terms between 1986 and 1992. The dtuation did, however, sabilize with the eection of Fidd
Ramos in 1992, who was able to make a piece settlement between the far left and the far right
political parties. This led to increased confidence in, and predictability of, the politicd system.
During the same period extensve trade liberdization programs were underteken, and the
effective protection rates declined dgnificantly in most indudries (see Meddla e d, 1998).
Also the financid sector was reformed and deregulated under Presdent Ramos, it became
easer for foreign banks to enter the market, and the supervison of the banking sector
improved subgtantialy. This may help explan why the Philippines was not as severdy hit by
the Asian economic crigs that broke out in 1997 as mogst other countries in the region (see
Appendix A2).

The rdatively high TFP growth rates after 1986 presumably reflect both a more
favourable politicd climate and reduced economica digortions. Meddla (1998) has
caculated the ratio of domestic resource costs to the shadow exchange rate as a mesasure of
the competitiveness in different industries. The changes between 1983 and 1994 tha are
shown in Table 7 are remarkable. While 40% of the output was produced in highly inefficient
indudtries in 1983, the number had declined to 13% in 1994. Smilaly, the share of output
from highly efficient industries increased from 19% to 42% during the same period.

Using the above measures of Audria and Medala, there is little doubt that the overal
efficiency has increased subgtantialy the last decade, but Cororaton and Dueanas-Capras
(1999) and Cororaton and Abdula (1999) maintain that the postive development has not been
sustained. According to these gudies the higher efficiency reflects a movement towards the
production possibility frontier rather then technologicd progress* Further empiricd studies
are needed to settle this matter.

10" Austria does not discuss the reason for the increase in higher TFP between 1960 and 1965 in particular. A
useful hypothesis may be that rent seeking activities decreased as tariffs partly substituted for quotas and import
licences, and foreign exchanges no longer were allocated by the bureaucracy.

1 Cororaton and Dueanas-Capras (1999) claims that the agriculture sector has performed relatively good, while
particularly serviceindustries have been doing it very poorly with respect to TFP growth.
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Table 7: Resour ce allocation and efficiency

Economic classification 1983 1988 1992 1994
Highly efficient 19 40 44 42
Efficient-Mildly inefficient 29 23 29 38
I nefficient 12 15 8 7
Highly inefficient 40 22 18 13

Source: Medalla (1998)

4. A New Economic Geography Explanation of the
Philippine destiny

The Philippine sysem of indudridization through import subditution led to the usud
consequences of an overvaued currency and capita intendve production, and it opened up
extensve corruption and rent seeking activities. Medala et & (1998) mantan that the country
has not been able to specidize according to comparative advantages — on the contrary, it
seems that the protectionist system has favoured the sectors in which the country is rdatively
dissdvantaged. The Philippines shares this experience with severd countries in Africa and
Latin America, and has peformed equdly poorly the last fifty years in terms of red GDP per
capita growth rates. Thus, as argued earlier, the ‘sck man' labd used to describe the
Philippines must be seen in relation to the development that has taken place in the NICs and
the other ASEAN-4 countries. A thorough theory should therefore shed light both on the
experience of the Adan miracle economies, and on the misfortunes of the Philippines.

In a semind paper Krugman and Venables (1995) have shown how the combination of
trade cogs and verticd industry linkages can split two otherwise symmetric countries into an
indugtridized core and an agrarian periphery. Ther basc presumptions are that a sgnificant
share of the firms in the manufacturing sector operates under internd increesing returns to
scde, that there are gans from increased specidization of intermediate goods, and that
international trade cods are higher than nationa trade costs. As with the forward and
backward linkeges discussed by Hirschman (1958) this may lead to a circular causation,
whereby countries with an initid disadvantage in manufacturing tend to stagnate. Puga and
Venables (1996, 1998) have later extended this framework to one with several countries and
industries, and where the sectors differ with respect to labour intensvities and the drength of
the inter-industry linkages. Industriad goods are taken to be income dadtic, so that higher
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income generates a more than proportional increase in demand for these goods'? It is,
moreover, assumed tha the average income increases over time, patly due to factor
accumulation and partly due to exogenous technological progress.

Initidly, when internationd trade cogs are farly high, most of the indudrid activity is
concentrated in one country only (Japan). This is due to the inter-indudtria linkages, which —
other things being equal — make it preferable for the industry to be located close to each other
in order to save trade cods. As income and thereby demand for industria goods increases,
however, the wage leve in the industridized country (Jgpan) increases. Thereby the industry
sector will grow in some of the other countries (the NICs), as particularly labour-intensve
industries with weak linkages may find it profitable to locate in countries with reatively low
wages. In the next round, as industrid demand has grown further and wages in the newly
indudtridlized countries have increased, yet another group of countries (Indonesa, Maaysia,
and Thailand) becomes indugtridized.

Wha determines which countries become indudtridized? Two factors are of particular
importance. Fire, other things being equd, the countries with the largest domestic markets are
the mogt attractive ones. In this respect the pogtive income leve effect of the high invesment
rates in the successful Asian countries was important.®® Secondly, the lower the level of trade
costs, the more attractive a country tends to be. The reason is amply thet there is dways a
cos disadvantage of being located a a distance from other indudrid firms when trade is
cosly and we have inter-indudtrid linkages. Insight from economic geography models further
tells us that even amdl differences in the trade plicy can have catastrophic consequences for
the ‘unfortunat€ country. This is due to the sdf-reinforcing nature of the linkages, which
implies that two otherwise quite Smilar countries (Thailand and the Philippines) may end up
on very different development paths if they differ somewhat with respect to the trade policy.
The country with the lower level of trade cods (Thaland) may aitract some indudtries from
neighbouring economies that have high wages costs, and dart to develop its own domestic
backward and forward linkages. The country with high levels of trade costs (the Philippines),
on the other hand, may even observe absolute de-indudridization because it becomes
relatively more disadvantaged.

The prediction from the economic geography literatre that GDP in the Philippines
will be rdativedy low and that an increesngly smdler share of the invesments in ASEAN-4

12 |tisan empirical fact that industrial goods are income elastic, and thisisindeed one reason why import
substitution policies were recommended in the 1950s and 1960s. See Prebisch (1950) for a discussion.
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will be undertaken in the Philippines confirms very wel with daia. This is illudrated in Figure
5, which measures the Philippine share of ASEAN-4 GDP and investments. On average there
was neither an upward nor a downward doping trend in GDP or investments before 1970. In
the 1970s and 1980s Japan and the first generation Asian Tigers begun to outsource some of
ther labour intendve indudries. As fird Maaysa and thereafter Indonesa and Thaland
began to liberdize trade, the share of invesments and GDP in the Philippines declined

rapidly.

Figure5: The Philippine share of ASEAN-4 GDP and investments
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5. FDI in the Philippines

The Adan countries differ dgnificantly in ther attitudes towards inflows of FDI. At one end
of the scde we find the redtrictive policies of South Korea and Taiwan, and a the other end
we find the highly friendly polices of Singapore. Some economids have agued that
Singapore has provided too many incentives for FDI, and that the laissez-faire policy (neutrd
between foreign and domestic investors) of Hong Kong has been better suited for sustainable
development (Young, 1992, 1994). These are questions that will not be address in this paper.
Intead we will look at the actud inflow of FDI to the Philippines, and compare with the
experience of the other ASEAN-4 countries. Nether of these countries differ much with

13 Asiswell known, the neoclassical growth model predicts that higher savings ratiosincrease theincome level,
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respect to policy incentives and regtrictions towards FDI (Mercado-Aldaba, 1998), but they do
differ with respect to the sector compodtion of FDI. The larger pat of the FDI sock in
Indonesia in 1990 was in the primary sector (82%), while the tertiary sector dominated in
Thalland (48%). Mdaysa and the Philippines have dmos the same didribution between the
sectors, with the highest share of the FDI stock in the secondary sector (41% and 48%,
respectively). From the late 1970s the latter two countries aso pursued policies to become
hosts for the growing IT industry, and soon became mgor gStes for chip assembly. The chip
indugtry is, however, five times as large in Mdaysa as in the Philippines. Moreover, the
Philippines has only been &ble to attract those parts of the IT industry that offer the smalest
shae of vaue added, and few posshiliies for technologicd spillovers. According to
Mercado-Aldaba (1998) the mgor reason for this is tha the Philippine industry has been
unable to develop backward linkages. See Appendix Al for further discussion.

It is not only in the IT indudry that the Philippines has been less able than Mdaysa in
attracting FDI. Table 8 shows that Maaysia has by far the greatest stock of FDI & a share of
GDP of the ASEAN-4 countriesin 1992, while the Philippines has by far the smdlest share.

Table8: ASEAN-4 FDI stocks
ASEAN-4 Stock, 1992 Stock/GDP

USS mill. 1992 (%)
Total 97 291 13.5%
Indonesa 23875 22.0%
Malaysia 19 699 40.3 %
Philippines 3484 6.9 %
Thailand 12 206 13.2%

Source: Petri (1995)

There have been four mgor waves of FDI flows to the Asan countries in the post-war period.
The fird wave was motivated by the import subditution policies that most Asian countries
followed in the late 1960s, and by the fird mgor revauation of the yen. During this period
FDI inflows to the Philippines were grester than to Thaland, with Mdaysa as the largest
recipient of the ASEAN-4 countries and Indonesia the second largest. The second wave,
which occurred in the 1970s, was mainly caused by the apparently good economic prospects
for the region and the avalability of chesp capitd.’* This wave induded both import
subgtituting and export-oriented production by American firms, with dgnificat increases in
FDI inflows to most of the East and Southeast Asian countries. The third wave darted in the

but not the growth rates.
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mid 1980s, and was caused by a need for firms in Jgpan and some of the NICs to relocate to
countries with lower wage levds. The fourth and ongoing phase is characterized by massve
FDI inflowsto China*®

Figure 6 shows inflows of FDI in the Philippines from 1949 and until the end of the
Marcos area in 1986, and illudrates that the pattern has been highly voldile. The reatively
successful economic policy in the early 1950s is reflected in an increase in FDI inflows during
these years. The mgority of the investments was made to serve the domestic market, and was
characterized by a change in the composition of FDI towards sectors protected by the import
subdtitution policy. This resulted in a massve increase in the share of manufecturing in FDI,
from 7.6 % in 1940 to 34.2 % in 1966."°

Economicd and politicd problems, antticipation of termination of the gpecid
privileges to US investors, and a fee on foreign currency introduced in 1959 resulted in a
steep fal in FDI flows between 1959 and 1965. For severd years of this period there was
indeed a negetive FDI flow, as foreign investors drew back ceapital. This creasted baance of
payments problems, and to atract more foreign cepitd the Invesment Incentive Act (11A)
was introduced in 1967. I1A dlowed foreigners to own al the shares in firms that were aither
edablished in so-cdled pioneering industries or that exported at least 70% of ther output.
Otherwise the foreign ownership was redtricted up to a maximum of 40% of the equity. A
Board of Investment was created to carry out the provisions of the act (see page 10).

4 1t isanempirical fact that direct investments mainly are financed through local capital markets.

15 See Petri (1995) for a discussion of the four waves.

18 These figuresare for US, which was practically the only investor in the Philippines until the 1980s (Mercado-
Aldaba, 1998).
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Figure 6: FDI inflowsin the Philippines (in US$ million)
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The Investment Incentive Act resulted in a sharp increase in FDI flows in 1967 and 1968.
Despite Marcos nationdigtic and reldively anti-American atitude (Marcos won the eection
agang Sergio Osmeno, who was drongly pro-American), the import subgitution policy
during this regime was not hodtile againg foreign capita. Ingtead, the ISP led to a “framework
within which nationd capitd could forge an dliance with dominant foreign capitd for joint
exploration of a lucrative protected market” (Jayasuriya, 1987: 216). Industria labour wages
were declining, and red wages for pessants fel dradticdly due to discrimingtion agangt
agriculture production (Boyce, 1993). The paliticd climate became increasingly turbulent,
and in January 1970 the firg mass demondrations and dSreet claits occurred.  The ingability
and uncertainty resulted in an outflow of foreign capita between 1969 and 1972. The politica
crigs culminated with the declaration of martia law in 1972.

The Philippines obsarved a sharp increase in inward FDI once the martid law was
declared. Presumably this is partly a coincidence, since this was aso the time for the second
wave of FDI flows to Asa However, it is dso possble that the martid law was hoped to
creste more order and gability in the Philippines, and thus was welcomed by investors.
Perhgps even more important was the change in policy towards essier repatriations of profits
and some deregulation and decontrol of foreign direct investments.
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It is not easy to characterize the politica platform of Marcos regime. On the one hanc
Marcos was clealy anti-American and highly scepticd to the dleged power of
multinational corporations. His policy of deinking the ties between the Philippines anc
America meant that he lost the support of his pro-American Vice-Presdent Lopez. On the
other hand he was fighting vigoroudy agang left-wing nationdigt fractions led by, amongst
others, Benigno Aquino. Furthermore, Marcos tried to reduce the skewed income
digtribution and the power of the economic dite by liberdizing the trade regime. In this his
economic advisors who, somewhat ironicdly, mainly were traned in the USA supportec
him. His repeated attempts to depart from the import subdtitution policy cost him the
backing of capitdl owners. The end result was that, as the revolution broke out in 1986,
Marcos had lost the support from most classes in the Philippine society. See Jayasuriye
(1987), Hutchcroft (1991), and Hawes (1992) for further discussons of the politica

economy of Marcos' regime.

While the Philippines was not particularly hard hit by the firgt il price in 1972, the second ol
price shock in 1978-1979 created severe economica problems for the country. The
internationd price of important export commodities — most notably sugar and coconuts — fdl
sharply, and worsened the terms of trade for the country. Together with a downturn in world
economic activity this caused an aorupt change in the pogtive trend of FDI inflows to the
Philippines. For the rest of the Marcos area the Philippines was unable to attract satisfactory
amounts of FDI. The pesks in 1981 and 1983 are partly illusonary, because the country’s
economica problems required that debts and imports were converted into foreign
invesmerts.!’ In 1984 and 1985, the years when it became increasingly evident that the
Marcos area was coming to an end, both net and gross FDI to the Philippines were close to
zero.

Though palitical ingability can hep explan the volatility of FDI inflows to the
Philippines, we must presumably aso look a other factors in order to undersand the
comparatively low level of FDI. Why, for indance, did Thaland — with a politicd system
perhaps even more unpredictable than that in the Philippines — observe a surge in FDI inflows
in the 1980s?

Presumably, part of the answer is to be found in trade and industrid policy. Japan and
firs generation tigers had high saving raes, and the fast economic progress caused the wage
levels in these countries to rise sgnificantly. By the mid 1980s Japan and South Korea were
investing massively abroad to take advantage of lower production codsts in other countries. At
this time dl the ASEAN-4 countries except the Philippines adopted more outward-oriented
drategies, and promoted FDI in export-oriented sectors (Petri, 1995). Starting with the Export

" Thiswas part of adeal negotiated anong private investors, IMF, the World Bank and the Philippine
government.
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Incentive Act in 1970 aso the Philippines did in principle promote exports, but this policy did
not seem to bear fruits. In fact, research indicates that the gpprovals by the Board of
Investments throughout the 1980s were biased towards the sectors that were most heavily
protected and not towards export oriented sectors (Mercado-Aldaba, 1998). Capitd-intengve
industries were, moreover, favoured over labour-intensve sectors and Philippine labour costs
were high rdaive to those of its neighbours. This has continued until this day (Audria
1998b).

Even if the Philippines had offered a large home market to foreign investors — which it
did not, since the growth rates of the manufacturing sector fell dramatically once the domestic
market was saturated — the country thus followed a policy that was ill suited to atract FDI
from the riches Asan countries. Just how unsuccessful the Philippines was in this respect is
illustrated by Figure 7, which shows that the Japanese stocks of FDI were amost of the same
magnitude in the Philippines, Thailand, and Madaysa in 1980.2 In 1990 the Japanese FDI
stock had increased by a factor of 2.5 in the Philippines, compared to 5 in Maaysa and 11 in
Thailand.

Figure 7. Japanese FDI stocksin ASEAN-4 (US$ million).
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18 There has always been a close relationship between Japan and Indonesia, so there are presumably important
historical reasons why Indonesia had alarge stock of Japanese FDI already in 1980.
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The Philippine indbility to attract FDI after the revolution is evident dso from Figure 8. Due
to debt converson there was an increase in FDI inflows in 1987 and 1988, but a new
downward doping trend between 1988 and 1992. Mercado-Aldaba (1998) clams that this
largdy was due to politicd ingability (there was a nearly successful coup in 1989) and
inconsigtent trade policies. However, the economic geography literature suggedts that even if
the Philippines had followed a reasonably good policy after 1988, it may ill have been
unsuccessful in atracting new indudries. Due to inter-indudry linkages the other ASEAN
countries may have achieved an advantage over the Philippines, which presumably it will be
very difficult to overcome in the foreseegble future. That the Philippines has been unable to
develop inter-industrid linkages and a competitive domestic support industry is revedled by
severd empiricad sudies. One example is Tecson (1995) who found that the Philippines has
the smalest share of locad content of parts and components of the ASEAN-4.'° Another
example is Cororaton and Abdula (1999:6) who clam tha garments and eectronics, which
are the two most important export articles for the Philippines, “add only a thin dice of vaue
added to import components, and then re-export them. Thus the manufacturing export sector
is in efect an endave with surprigngly little linkage to the domestic indugtry.” This may dso
help to explan why FDI in the Philippines does not seem to have contributed much to the
technologica progress of the manufacturing sector; the processes that have been used have
been very smple and there has been minima technologicd diffuson to locd firms (Yap,
1999).

19 See Austria (1998b) for this and other references.
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Figure 8. FDI inflowsin ASEAN-4 (US$ million)
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Olson (1993) and others have argued that «capitd often flees» dictatorship, moving to stable
democracies. Badcdly the arguments are that foreign direct invesments (as opposed to
portfolio invesments) typicdly have long-term time horizons and thus require predictability
and respect for property rights that dictatorships with their lack of legitimacy and independent
judiciaries cannot provide. However, there does not seem to be any dtrong empirica
relationship between regime type and FDI flows. This may partly be explained by the fact that
the rates of returns to capita have tended D be rdaively high in some authoritarian countries,
offsetting some of the disadvantages of higher long-term risk (see Onedl, 1994).%° Resnick
(1998) has, moreover, found some evidence that young democracies seem to do particularly
badly with respect to FDI inflows. He does not deny that democracies tend to be more
atractive to investors than do dictatorships, but argues that the uncertainty is particularly high
during transformation phases. The large number of coup atempts during Corazon AQuino’'s
presidency evidences that this is likely to be true in the case of the Philippines. But gpart from
these politicdl consderations, which advantages and disadvantages has the Philippines offered
asadtefor FDI?

20 see also Young (1994) who maintains that foreign investors have earned unusually high rates of returnsin
Singapore, one of the more undemaocratic countriesin Asia. Above we argued that the extraordinary high profit
earned by foreign investorsin the Philippinesto alarge extent was a side effect of the import substitution policy.
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5.1 Location specific FDI advantages and liabilitiesin the Philippines

There is quite strong evidence that the trade policy in the Philippines — as in the mgority of
countries following ISP — has been biased toward protecting indudtries that are “weak” in the
sense of being, and remaning, internaiondly uncompetitive. With high tariff bariers it has
thus become profitable for foreign companies to replace export to the Philippines with FDI,
presumably without teling us which advantages the Philippines has rddive to other Adan
countries as a dte for foreign firms. This presumption is supported by Table 9, which shows
the export propensity for US MONANUS firms in ASEAN-4.2! The export propensty is
subgtantidly lower in the Philippines than in Maaysa and Indonesa Except for the purpose
of serving the loca market, there is consequently no reason to expect the Philippines stock of
FDI to reved much about the country’ s location specific assets.

Table 9: Export propensty (%) for USMONANUS,
1982 1986 1987 1989 1994
Philippines 157 250 249 223 255
Malaysia 474 595 598 385 421
Indonesia 66.1 823 831 438 634
Thailand 175 190 212 318 271
Source: Mercado-Aldaba (1998) and Lipsey (1999)

5.1.1 Location specific Philippine assets

Due to the low income growth in the Philippines the country is not particularly aitractive for
import subdtituting foreign direct invesments on a large scde. The home market is smply too
gndl, and the trade liberdization programs moreover implies that import subgtituting FDI
will become increesingly less important. If the country ams to dtract more FDI it must
therefore adopt a more outward-oriented drategy than in the past. Thereby the country’s
internationa competitiveness and the advantagesiit can offer investors will be decisive.

At the time of independence in 1946 the Philippines had the second best educated
labour force in Ada (after Jgpan), and a reatively advanced industrid sector. Despite the
unfavourable economic development over the last decades, the educationd qudity is dill
good compared with most other Asian countries. The average years of schooling, for instance,

equals 7.6 years, in Thaland, Mdaysa, Singapore, and Indonesia the corresponding numbers

Additionally, it may also reflect that high returns were necessary in order to attract investors during the
politically most turbulent periods.
2L MONANUS s an abbreviation for Majority Owned Nonbank Affiliates of Nonbank US parents.
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are 3.9, 5.6, 4.0, and 4.1 years (Medalla et d 1998: 91). 2> The larger share of the Philippine
labour force moreover spesks English, and so a multilingual labour force of reasonably good
quality may conditute the mgor comparative advantage for the Philippines (Austria 1998b).
This is particulaly likdy to be true to the extent that the Philippines will compete for export
oriented FDI with a high content of labour agangt countries like China and Vietnam in the

future.

5.1.2 L ocation specific Philippine liabilities

Even though the Philippine labour force has an average year of schooling amost twice as long
as that for developing countries as a whole, the country is not well endowed with scientists
and technicdans engaged in R&D. Some indicators of this are given in Table 10. While
developing countries on average have 3.0 R&D scientists and technicians per 10 000 people,
the Philippines has only 1.3. Note that dso Thailand performs badly in this respect. We find
the same pattern aso with respect to R&D expenditures as percent of GDP, and the overal
impresson is tha none of the ASEAN-4 countries has invested aufficiently in higher
education (Young, 1994). This important difference between the firs and the second
generation of the Adan tigers indicates that it will be much more difficult for the latter to
achieve a sugtainable devel opment.

Table10: R& D indicators.
R&D Scientigts R&D Expenditure
and Technicians as percent of GNP
(per 10 000 people)
1986-1989

Philippines 1.3 0.12
Indonesia - 0.33
Malaysia 4.0 -

Thailand 1.6 0.37
Singapore 18.7 0.89
Developing countries 3.0 0.54
Developed countries 41.0 2.62
World 12.0 2.22

Source: Medalla et al (1998)

From the above it is quite clear that the Philippines will not be able to attract massve FDI
invesments in R&D intendve production in the foreseedble future. It is, however, possbly

22 The low educational level in Thailand will possibly constitute amain obstacle to future development in the
country. For the sake of Singapore it should be noted that even though an average of 4.0 years of schooling may
seem disappointing, theimprovement in the educational level has been impressive. For instance, theilliteracy
rate in the labour force was close to zero in 1990 compared to 55% in 1966 (Y oung, 1995).
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even more troubling in an early phase of development that nor does the country seem to be
able to atract labour intensve indudries. This has partly been a result of the ISP and the
generd indudrid policy, which have favoured capita-intendve production. Additiondly,
there is a drong conflict between labour and capitd in the Philippines, and the country has a
reputation for having militant trade unions and periods with massve unrest in the labour
markets. This is not @ticular for the Philippines — indeed, labour unrest has been prevaent in
severd of the Adan countries (South Korea is the prime example of this). Such problems are,
however, more difficult to solve for a democracy than for dictatorships like Vietnam and
China which the Philippines presumably will have to compete with in order to atract FDI in
the future. Related to this, the Philippines is dso handicapped by an increasingly higher wage
levd (dong with a high unemployment rate), both absolutdy and relaive to its most
important competitors (Audria 1998b). This makes the problem of weak inter-industry

linkages even more acute.

In a comprehensve study of the Philippine economy between 1970 and 1986, Tolentinc
(1993) argues that the Philippines lacked adequate locationd advantages, and was plaguec
by an undesrable invetment climate, caused by raisng trends in nationdism and socid
urest. “As a result of the declining locationd advantages and the more conducive
invesment climate offered by other Southeast Asan countries such as South Koreg
Thaland, and Tawan, the Philippines experienced subgtantia outflows of FDI while those

countries experienced subgtantia inflows from the latter part of the 1960s and early 1970s.”

The poor qudity of the infrastiructure is, and aways has been, one of the mgor disadvantages
of the Philippines The number of man teephone lines, for ingance, is 4ill inadequate,
despite the fact that access to telephones has been much improved snce the
telecommunication sector was privatized in 19922 Moreover, only 60 percent of the
population had access to eectricity by the mid 1990s, and Metro Manila has had severe
problems with power generation (Yap 1998). This was paticularly acute in the early 1990s,
when the capitd regularly was disclosed from the eectricity network severd hours each day.
Such problems are Hill present in the Philippines, though they have become sggnificantly
reduced. The biggest problem in the capitd is perhaps the traffic congestion, which is sad to
be the worst in Asa after Bangkok. In more rurd areas the problem is not so much congestion
as a lack of roads, and the overal paved road ratio is only 20 per cent (Manasan and Mercado,
1999). According to IMD’s (1997) International Competitiveness Study only Russia and India

23 1n 1992 the typical Philippine consumer had to wait 8.9 years to get atelephone installed, while the
corresponding number for Indonesiawas 0.4 years. Six years later the business sector could usually get phones
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perform worse than the Philippines with respect to the qudity of the infragtructure (the study

covers 46 countries).

6. Discussion and conclusion

Measured on a GNP per capita bass, the Philippines has been among the poorer haf of
developing countries in the entire post World-War 1l area. The average growth rate in the
period 1960-1997 was 0.9%, which is margindly better than the average for lower middle-
income countries (World Bank, 1998). In this respect the Philippines has neither done
particularly well nor particularly poorly the last decades. However, the Philippines had the
second highet GDP per cepita and the most 'modern’ production sructure of al Asan
countries in the early 1950s, only beaten by Jgpan. During the following decades the picture
changed completely, however, and in this respect something has gone terribly wrong for the
country.

In this paper we have emphasized two factors that have inhibited the performance of
the Philippine economy. Firgt, the politicd sysem has been very vulnerable to pressure from
specia interest groups. Secondly, the country’s trade policy has made the Philippines an
unattractive location for the expanding industrid sector in Asa

After the February People Power Revolution in 1986 there were high hopes that the
Philippines would share the growth experiences of the Adan Tigers, but the economic
development so far has been rather disgppointing. The country does not, for ingance, seem to
have become much more dtractive to foreign investors. This is perhaps not very surprisng.
Fird, as noted above, we do not have any clear evidence that democracies are more successtul
than dictatorships in this respect. Secondly, Resnick (1998) emphasizes that there are many
reasons to expect that young democracies will find it particulaly hard to atract FDI; the
uncertainty is high and the new politicd leaders vulnerable to popular sentiments. This latter
point may be particulaly important for the Philippines, with its high levd of conflict between
labour and capita. The country, moreover, seems to lack any clear locationa advantages that
are atractive to foreign investors. According to the World Bank (1999) the Philippines ill
fares below the norm for the East Adan region, and compared to its successful neighbours the
country has “lower naiond savings and investment, higher import dutiess more rapid

installed within afew days, while the waiting time for consumers were reduced to between 14 and 385 days
(Yap 1999).
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population growth, inadequate infragtructure, an inefficient bureaucracy and judicid system,
widespread corruption, and a high incidence of communicable diseases.”

During the whole post World War 11 period the Philippines has had a bad reputation
with respect to corruption and bureaucratic inefficiency. To what extent has this inhibited a
more sound economic development? A study by Mauro (1995) may help to shed some light
on this question. Mauro has categorized countries according to indices of corruption, amount
of red tape, inefficiency of the judica system, and politicd ingtability. The score goes from
zero for very bad performance to ten for good performance. The results for the Philippines
and the Agan Tigers are reproduced in Table 11 below. Note that Singapore scores the
maximum vaue of ten on dl the indices and that dl the firs generation tigers achieve higher
va ues than the Philippines.

The question of how corruption affects economic performance has received much
atention, and some of the early theoretica literature argued that corruption might raise the
growth rates. For instance, this may happen if corruption increases the working efforts of
those that are bribed and makes the bureaucracy move faster (“speed money”). However,
empiricd work quite unambiguoudly finds that corruption worsens economic performance®*
In an econometric andyss based on his dataset, which comprises 114 countries, Mauro (op.
cit) finds that corruption significantly reduces the level of investments®® With regard to the
Philippines Mauro's andysis predicts that the investment share (I/GDP) between 1970 and
1985 would have been five percentage points higher if the Philippines had had a corruption
levdl as in, say, Tawan. Mauro's finding is particularly interesting because the impressve
economic development in the Adan tigers has manly been caused by high invesment shares
and not by productivity growth (eg., Young, 1995). Thus, the indices highlighted by Mauro
sheds some light on why the Philippines did not experience amilar progress as Singapore,
South Korea, and Tawan in the first wave of indugtridization in Asa®

24 1ndeed, corruption is possibly amajor reason why the bureaucracy works slowly in the first place; in countries
which have developed a culture for corruption artificial delays may be implemented until abribeisreceived (see
Mauro, 1995).

%5 Mauro found asimilar relationship also for the other indices, but we focus on corruption because the literature
on the Philippines typically emphasizes the problem of a corrupt bureaucracy.

26 productivity improvements have not been impressive in Hong Kong either, but unlike the other tigers the high
growth rates were not almost entirely investment-led.
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Table 11: Palitical and institutional indices.

Judicd Effidency Red Tape Corruption  Politica stability

Philippines 4.75 5 4.5 6.08
1. Gen. Tigers

Hong Kong 10 9.75 8 9.50
Singapore 10 10 10 10.00
South Korea 6 6.5 5.75 7.50
Taiwan 6.75 7.25 6.75 8.58
2. Gen. Tigers

Indonesia 25 2.75 15 7.46
Malaysia 9 6 6 8.42
Thailand 3.25 3.25 1.5 5.63

Source: Mauro (1999)

It is more difficult to use Mauro’'s andyss to explan why the Philippines missed out on the
second wave of indudridization. Judicid efficiency, the amount of red tape, and the leve of
corruption have been perceived to be higher in Indonesa and Thaland than in the Philippines.
In this paper we have argued that the most important difference between the second
generation of tigers and the Philippines is that the former countries depated from import
subgtitution in the 1980s — like the first generation of tigers did twenty years earlier. This is
wha we have put fooward as a man explanaion for why the Philippines has been
unsuccessful relative to its neighbours, and it sheds light on both the growth epochs in Asa
The theoreticd framework has been the new economic geography literature, which predicts
that with inter-industry linkages and growing demand for manufacturing goods (due partly to
high factor accumulation) industry will gradudly soread to the most open deveoping
countries over time. During the 1960s strong indudtrid activity caused wages in Jgpan to
become high, and so industry was spreading to Hong Kong, Singapore, South Korea, and
Tawan. As the wage levd rose in these countries, dong with further increases in demand for
manufacturing goods, the import liberdizing countries Indonesa, Mdaysa, and Thaland
became industridized.

The Philippines missed out on both waves, because the protective sysem implied that
it had very wesk linkages with foreign industry customers and suppliers. Since the home
market in the Philippines is rdaively smdl, and factor costs reatively high, the country was
not particularly attractive as asite for FDI.

Finaly, a word of caution. We have not argued that liberdization of the trade regimes
necessarily causes developing countries to become indudtridized. Neither have we argued that
import subgtitution and government interventions are necessaily bad. Indeed, it is quite
posshle tha government interventions in South Korea and Taiwan were successful (see
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Rodrik, 1995, for an interesting discusson). What we have argued, is that the Philippine trade
sysem sarved to ddink the country from its neighbours so0 that it was not a suitable location
for the expanding industrid sector in Asia.
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8. Appendix

Appendix Al: The Philippine I T industry

The IT industry has been on the Philippine Investment Priority Plan (I1P) for severad decades,
and there is no doubt that the country has had some success in this sector.?” This i illustrated
by Table 12, which shows that by 1997 the share of IT in totd exports was higher in the
Philippines than in China or any of the tiger economies. Note dso that Indonesia has been
quite unsuccessful in this respect, and that only Singgpore comes close to the Philippine

figures.

Table12: Shareof IT tototal country export.

1991 1992 1993 1994 1995 1996 1997

Philippines 380 263 294 345 418 511 583

Indonesia 0.7 14 15 2.7 3.0 4.2 3.9
Malaysia 228 242 274 301 333 372 na
Thailand 149 162 168 191 207 nm 221

Singapore 315 436 392 516 503 527 53.0
South Korea 174 184 187 211 241 233 m
Hong Kong na 215 221 223 236 226 221

China na 5.6 6.5 8.0 96 109 117
Source: Austria (2000).

The production process for IT services and goods can be slit into a large number of sub-
processes, and is therefore wdl suited for outsourcing to different countries according to their
comparative advantages. Mercado-Aldaba (1998), Austria (2000) and others thus argue that
the IT industry conditutes an interesting case study of how the growing Japanese economy
initiated a soread of industry in Asa Large MNCs from Jgpan, and subsequently from
America and Europe, developed production dtes in several Asian countries as the Japanese
cost level increased and the yen appreciated after the Plaza agreement in 1985. This dSrategy
required extengve intraregiona trade, and reatively open economies with good internationd
infrastructures were able to build up a domestic base of support industries. The most advanced
countries (Hong Kong, Singapore, South Korea and Taiwan) soon developed their own hi-
tech IT firms while Madaysa and Thaland became the hodts for production of standardized
products. The Philippines, on the other hand, has specidized in the lower end of the

27 This section builds on Austria (2000). Note that, by definition, the only segment of the electronicsindustry
that isnot included in the I T industry is consumer electronics.
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production chain, mainly in labour intengve activities like assembly and testing, with little
connection to the domedtic industry. Table 13 reveds some of the sructurd problems that
plague the Philippines. Fird, note that the Philippines has only been able to penetrate the
semiconductor segment of the IT industry, while the other Asan countries have penetrated at
leest two of the mgor segments. Due to this concentration the Philippines was very vulnerable
when demand for semiconductors began to fal sharply in 1997. Secondly, the Philippines has
been far less successful in building a base of domestic support industries than most of the
other Adan countries. In fact, it is dmost completdy specidized in assembly and testing.
These activities ae characterized by very low vaue added and a high intensty of unskilled
labour, offering only a limited scope for technologica diffuson. It is therefore not surprisng
that the import content is high, and that the trade balance for the IT sector typically has been
negaive. There are, moreover, clear sgns that the Philippines is losng momentum to low-

wage countries like Chinaand Vietnam.

Table 13: Structureof IT exports (%), average 1991-1997.
Computer  Semi- Tde- Other IT

hardware  conductors communicaions  products
Philippines 8.2 80.6 9.2 20
Indonesia 25.2 12.1 39.0 23.7
Malaysia 24.5 54.4 185 2.7
Thailand 44.0 29.0 14.2 129
Singapore 49.1 29.6 12.2 9.1
South Korea 19.2 52.0 14.6 14.3
Hong Kong 23.8 34.3 20.7 21.2
China 23.5 13.4 19.5 43.6

Source: Austria (2000).

Appendix A2: Sructural reforms and consequences of the Asian financial crisis

“The chalenge faced by policymakersin the 1990s was to turn the illusion of the 1980s—
the transformation of the Philippines into an outward oriented, export led economy — into a
redity. ... [By 1999 the Philippines has becomes] one of the more open, transparent,
deregulated and democratic economies in the region.” Milo (1999).

The Philippine economy has undergone severa periods with severe badance of payment
problems, resulting both from bad policies and externd terms-of-trade effects, since its
independence in 1946. The criss in 1949, for ingtance, was caused both by a fdl in the
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international price of coconuts — which was the most important export article for the country —
and poor macroeconomic performance. The political outcome of this criss was, as discussed
above, implementation of an import subgtitution policy. The crigs in 1978-79 was caused by
inefficient trade policies, macroeconomic ingability and a sharp increase in the import prices
of ail. In the aftermath of the latter criss, the Philippines received sructurd adjustment loans
from the World Bank under the condition that the trade sysem was comprehensvey
reformed. The government thus embarked on a program to reduce the level and disperson of
tariff rates, and set up a plan to remove dl quantitative restrictions on imports over a five-
years period (Milo, 1999). This agreement signalled an important change to a more aitward-
oriented economic policy, but was interrupted by the politicd and economicd criss that
dated in 1982 and eventudly culminated in the People Power Revolution. Meanwhile the
ratio of externa debt to GDP had risen from 25% in 1975 to 95% in 1986.

With the dection of Corazon Aquino in 1986 the government adopted a more prudent
financia and monetary policy than has usudly been the case in the Philippines. Inflation was
brought down, and the trade liberdization programme from 1980 was continued. However,
the outbresk of the Gulf Wa combined with highly adverse westher conditions for the
agriculture sector hit the Philippine economy hard, and the GDP growth rate decreased from
around five per cent in the late 1980s to between zero and two per cent during the period
1991-1993. Immediatdy after the outbresk of this crigs the internationa risk premium on
Philippine debt increased from eight per cent to dmost fourteen per cent, but it subsequently
fell to gpproximately two per cent in 1994 (World Bank, 1996).

In order to avoid a sharp recesson in the early 1990s both monetary and fiscd policy
became less drict than in the fird pos-Marcos area. This resulted in a higher inflation rate,
and Table 14 shows that only Indonesia of ASEAN-4 comes close to the Philippine inflation
during the period 1991-1996. However, Indonesia devauated their currency by 20 per cent
againg $US between 1991 and 1996, while the Philippines and Maaysa revauated by six to
nine per cent (the nomind vaue of Thalads currency changed only dightly). The
Philippines therefore experienced by far the strongest red gppreciation in the region, as
shown by row two in Table 14. The Philippine export growth rate was nonetheess high
during this period, and unlike the other ASEAN-4 countries it even experienced higher export
growth ratesin 1996 than in 1991-1995.
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Table 14: Sdlected macroeconomic indicators 1991-1996, ASEAN 4.
Indonesa Mdaysa Philippines Thaland
1991-95 1996 1991-95 1996 1991-95 1996 1991-95 1996

Inflation (%) 96 66 43 36 104 84 47 58
Real appr. over the period (%). 33 51 78 42 369 59 47 52
Export growth rate 114 103 203 58 166 178 197 13
Trade balance* 08 -11 -15 06 -67 -94 -56 -6.6
Central gover nment balance* -02 10 01 07 -16 -04 28 2.3
Public debt* 372 277 218 159 1130 83.0 17.2 101

Note: * indicates per cent of GDP. Source: Intal and Medalla (1998), Corsetti et al (1998).

Despite a redaively good export performance the Philippine trade badance was negative
throughout the period 1991-1997, and measured as a share of GDP the deficit was larger in
the Philippines than in any other Adan countries. This is not surprisng, given the strong red
gopreciation of the Philippine peso. Besdes, the Philippines dgnificantly reduced the
effective protection rates on a number of imported goods in the firs haf of the 1990s This
further served to reduce the domestic price of foreign goods, and it is widely believed thet red
gppreciation and trade liberdization a the same time are a bad policy mix. However, it aso
meant that the Philippine economy was less heated than it would otherwise have been. This is
perhaps one reason why the Philippines was not paticularly hard hit by the Asan financid
crigs that broke out in 1997. In fact, the Philippine GDP growth numbers did not turn
negative until the second quarter of 1998, and returned to a postive path dready in the first
quarter of 1999 (Milo, 1999).

“The Philippines seems to be out of place in Asa Before the Adan financid crigs the
Philippines was usudly excluded from sudies that andysed the East Asan miracle because of
its lacklustire performance in the 1980s and the early 1990s. During the financia crises, the
Philippines was again excluded from sudies that analyzed the depth and magnitude of the
effects of the crises because it was the least affected economy in the region.” Lamberte (2000)

Besdes being less overheated than the other ASEAN-4 countries, the mgor reason why the
Philippines managed the Adan crises rdativey wdl is tha the country had been through
severd dructurd changes over the last decade. Due to the sharp increase in the inflation rate
in the aftermath of the 1990-crises, the government created an independent Centrd Bank in
1993. Thereby the confidence in the Philippine monetary policy increased, despite the strong
red gppreciation of the peso (Milo, 2000). Perhgps more important is the fact that the qudity
of the financid sector was reatively good by 1997. The interest raies were gradudly
deregulated from 1981, and the capital requirements in the banking sector were increased.
However, due to a number of investment frauds, and the deep political and economical crises
in 1983-86, the reforms came to a hat. The reform program was resumed after the People
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Power Revolution in 1986, with the most important changes teking place in the firg haf of
the 1990s. The supervison of the banking sysem improved, and in 1993 there was a
deregulation on the entry of new domestic banks and bank branching. Subsequently, the
regrictions on the entry of foregn banks were eased in 1994, and the private insurance
indugtry liberdized in 1995. The Philippines financia sector was thus among the strongest in
Asa by the mid 1990s (Corsetti et al, 1998, World Bank, 1998, Milo, 1999). In fact, only one
large commercid bank in the Philippines has been forced out of busness after the Adan
financid crises broke out.

Table 15 gives an overview of some of the most important macroeconomic indicators
for the Philippines from 1994 to 1999. Note that the annudized red GDP growth rate never
fdl bdow minus two per cent, which is a very favourable number when compared to
countries like Indonesia and Thailand. Moreover, there seems D be a consensus that the mgor
reeson for the negative growth rate in 1998 was the bad weather conditions that year; first
there was heavy ran and then there was a period with draught. The poorer pat of the
Philippine population was paticulaly harmed by the problems in the agriculture sector, and
substantial government assistance was required. This fact has been put forward as a man
explanation for the government deficits in 1998 and 1999 (Milo, 1999). However, one should
be careful not to underestimate the negative consequences of the Adan financid crises on the
Philippines. After the crises broke out in Thailand in April 1997, the Philippine Centra Bank
(BSP) had to increase its overnight borrowing rate from 11 per cent in May to 20 per cent in
June and 32 per cent in mid-July. During this period BSP managed to maintain the currency
rate at P26/USS$, but in August the peso was devaluated to P30/US$ and further to P45/USS in
ealy 1998 (Milo, 1999). This naturdly caused mgor problems for companies with dollar
denominated debt dnce their foregn ligbilities dmost doubled within a few months. The
Stuation was dso dramatic for companies with peso denominated debt, since the domestic
interest rate reached an annudised vaue of thirty per cent. The bank sector thus experienced
that the share of nonperforming loans to total loans increased from 3.4 per cent prior to the
crises and to 14.4 per cent in the third quarter of 1999 (Milo, 1999).%® Together with less
availability of credit this has further led to a Sgnificant fdl in invesments, and a sharp fdl in
demand for imported investment goods. Even best-case scenarios thus indicate that it will take

2 Thereislittle doubt that large inflows of short-term capital negatively contributed to the depth of the Asian
crises, but thisistypically not mentioned as amajor cause of the Philippine economic downturn (even though the
level of foreign portfolio investments to the Philippines rose sharply in the early 1990s). The moderate
importance of foreign short-term capital may partly be due to the restructuring and improved supervision of the

39



severd years before the Philippines has regained the economic momentum it had before the
cises. One should aso recdl that the Philippines is much poorer than the “mirade’
economies, and that the economic downturn therefore may be consderably more dramatic for
human welfare than a pure study of datistics suggests. Indeed, several researchers argue bhat
everything that had been gained in the fight against poverty between 1986 and 1997 has been
logt (eg., World Bank, 1998, and Lamberte, 2000). Many poor families have, for instance,
taken thar children out of school in order to make money on poorly pad jobs, and there has
been a seven per cent yearly dowdown of school enrolment in 1998 and 1999 (World Bank,
2000).2°

Table 15: M acroeconomic indicator s, 1994-99.

1994 19% 19% 1997 1998 1999
QL Q2 3 Q4 Q1 2 QB 4 QL 2 Q3
Real GDP* 44 47 59 55 56 49 47 11 -10 -01 -20 12 36 31
- Pers. cons.* 37 38 46 50 51 50 49 45 39 29 26 25 26 26
- Gov. cons* 61 56 41 45 73 62 04 -54 -24 -13 06 76 62 37
- Grossinv. 90 37 133 149 71 93 150 -60 -182 -191 -223 -97 62 -53

- Merch. exp.* 152 162 96 86 152 150 148 106 -14 39 -144 07 30 80
- Merch. imp.* 156 160 169 30 27 102 150 -23 -121 -131 -339 -16.7 24 19

By sector:

- Agr o.a* 34 12 39 49 18 04 41 -38 -115 -31 -78 29 111 56
- Industry* 58 68 64 51 76 64 56 02 -07 -20 -47 -22 -07 02
- Manuf * 50 68 56 23 53 43 47 20 -09 -15 -35 -10 09 22
- Congtr .* 94 66 109 213 185 181 76 -128 51 -75 -85 60 -53 -59
- Services* 43 50 64 62 58 55 44 45 36 28 32 30 40 44

Inflation rate 83 80 91 53 53 59 73 79 99 104 106 100 68 56
Tradebalance -12.2 -12.1 -13.7 -13.7 -126 -155 -122 -72 -16 33 43 31 08 ..
Gov. surplus 10 06 03 -01 08 01 -04 -19 -19 -03 -32 -49 -26 -48

Note: * indicates growth rates compared to last year. Source: Milo (1999)

financial sector, and partly due to the fact that the Philippine economy was less heated than many of its
neighbouring countries. See Lamberte (1999, 2000) and Milo (1999) for discussions.

In Indonesia, which had a somewhat higher PPP adjusted GDP per capita than the Philippines before the
crises, the enrolment rate quickly dropped by almost twenty per cent (World Bank, 1998).
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