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macroeconomic Adjustment in the Philippines, 1983-85

The Philippines’ most recent balance of payments crisis
which eruptéd in October_l983 is only the fourthAsipce,the United
States relinquished direct administrative control of the country
to a domestic elite in 1946. This paper is an analysis of the
‘adjustment program carried out in response to this most recent

-grisis.

‘The first section is a q;sgqssion on the main macroeconomic
features of the Philippine economy. The second section is an
acéount-of the adjustment program carried out from 1983 until the
end of 1985.7 The third section provides an assessment of the
adjustﬁent program and the fourth suggests some = policy
élternatives to the actual adjustment program - that Qad been

carried out,
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1.0 Macroeconomic Structure

A brief explanétion of the historical basis of the country's
economic structgﬁe is necessary for the understanding of that
structure and the assessment of tﬁe efficacy of economic policies
implemented within that structure. This capsule history will be
organized around thé four balance of payments crises. that the
country has expefienced since 1946. Then a brief explanatioh of

the economic structure will be presented.,

" The 1949 balance of payments crisis marked the exhaustion of
the warr rehabilitation funds that the Philippines had wused . to
‘financé a deficit in an international trade dominated by
,agricultural exports and manufactured imports --- a pattern
carried ovef from the coloniél period. The first crisis ,fordea
the government to take more responsibility for the managemenﬁ of
thé economy. A Central Bank was then created and a pgribd of
import-substitution--~that lasted until the second crisis - was

inauguratéd.

1.1 Import-substitution

The impo:t—substitution regime of import controls and high
tariffs saw GDP growing by an éverage of 6.2 percent annually ahd
gross domestig capital.formation by an average of 7.0 percent per
year. The dominance of finisﬁed products in the import,structuré
was replaced by the indiSpensébility of intermediate industrial
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-inputs. The policy created manufacturing sector dominated by



final processing and packing industrieéf many ‘'of these by U.S.
corporations under a treaty that extended national rights to U.S.

citizens.

EXport ‘earnings continued to rely heavily én agricultural
and “extractive goods while foreign exchange demands actually
increased dﬁe to heightened demand for imports and the profit
remittance requirements of U.S. companies. The 1962 crisis laid
bare the unsustainability of the import-substitution strategy as

then- implemented.

The 1962 IMF adjustment program involved .a 50 pgrggnt
déQaluatipn of tﬁe Phiiippine peéo and the dismantling of the
import control system. Merchandise exports, ﬁow’ Siénificanﬁly
augmented by the exports of mineral products (such as copper
concentrates) and logs, grew by 3018-percent in 1963~and by an
average of 4.4 percent‘pef year until 1967 when egggrtsAbegan‘to

stagnate ‘again.

In this periéd,.GﬁP growth raﬁe fell to 5,1 pefcent per year
while the population growth rate had increased to 3;0 pe;cent'per
fear. -Ovérspending by the goverﬁment occasioned 'by the 1969
reelection campaign of Mr. vMarcés precipiﬁated the third balance

of payments crisis in 1970.

The 1970 IMF sponsored adjustment program required a 43
percent devaluétion and the reduction in selected tariff rates.
The reforms effectively brought to an end a brief and half-

hearted flirtation with export-led growth. The actual reality of



'gxporgfledf grewgh;,wasﬂﬁhg diversification of exports toward
other. primary products, especially lumber, but not toward labor

absorbing manufactured goods.

What .was inaugurated in reéponse‘to,the 1970 crisis was a
policy. regime~~tﬁat wasdstil1~nomina11yvand;,even - more. vocally
equrt-oriented.A;Thisgjcould~ not be avoided since during the
period  until.. the-next crisis in 1983, the country's economic
manégement was - supervised within . successive IMF standby
afrangeménts. This was a period however of increasing
overvaluation of the peso, which was made.possible, ironically,
by the consistent support of the IMF and the World Bank to the

country's economic¢ management.,

The. support of .these organizations, - coupled with the
installation of an authoritarién govexnment in 1972, gave the
cgdntryAalmost uplimitad;éccess to foreign savings in the decade
of the 19703.<1>"It.would not be inACCUrate to say. that the

‘country enjoyed a foreign exchange bonanza in the 1970s.

‘The real effective exchange rate consistently appreciated by
a = total -of 18.1 percent between 1972 and 1982A(see,Tableul.lband
Pante [19833). There was an apparent export diversification . as
the share of so-called non-traditional éxports increased from
18.7 percent in l983';o 55.4 percent in 1978 and Gl.zlperceﬁt in

1973 (Table 1.2).



Table 1.1

NOMINAL AND REAL. EFFECTIVE. EXCIANGE RATES:
PHILIPPINES, 1970-1984

{1973 = 100)
Nominaleffective Real Effective

Year: Exchange Rate'Index Exchange Rate Index
1970 85,94 98.89
1971 92.44 103.64
1972 97.09 107.18
1973 100.00° 100.00
1974 99,82 83.79
1975 104.87 92,34
1976 103.48 89.03
1977 101.68 86.86
1978 103.60 88.31
1979 105.46 85.84
1980 109.31 87.16
1981 111.05 87.17
1982 115.68 87.74
1983 145,95 92.66

1984% 196.20% 96,85*

*Using the exchange rates data for 2nd quarter
~of 1984 and assuming a 50% change in Philippine GDP
deflator and a 5% change in the GDP deflator of US,
Australia, Japan, France, Germany, Canada, United
Kingdom.

Source: Table IV.1l of Lamberte, Montes: and others |1985].
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Itenms

TOTAL MERCHANDISE EXPORTS

PRINCIPAL MERCHANDISE
EXPORTS

1. Semiconductors and

PRINCIPAL MERCHANDISE EXPORTS

Table 1.2

1984 TO 1936

PERCENT DISTRIBUTION

At Current Prices

1984

100,00

73.01

electronic microcircuits 23.43

Garments .
Crude coconut oil

Centrifugal sugar
Lumberx

.

[ NI S N U S
»*

. Iron agglomerates
. (sinters)
9. Banana

10. Dessicated coconut
11, Copra oil, cake & meal

12. Plywood
13. Canned pineapple

l4. Prepared tuna

15, Coffee, not roasted
- 16, Bars, rods, unworked,

copper
1l7. Shrimps and prawns

18, Logs

Others

Copper concentrates:

Gold from copper ores

11,48
10.09
2.14
5.34
2,03
1.98

2.01
2,27
2.01
0.75
0.98

1.67

0.84
1.44

1986

1985
100.00 100.00
70.34  69.14
21.44 17.18
13,76 15.43
7.26 6.93 .
1.87 1.95
3,22 2,08
©2.01 2.15
2.21 3.45
2.10 1.80
2.51 - 2.88
1.67 0.92
. 0.79 1.57
1,03 1.12
1.96 1.86
1.04 1.11
1.54 2.56
3,70 3.4y
1.38 2.07
0.87 '0.57
29,66 30.86 .

Source: Natiopal Accounts Staff, December 1986.

At Constant Prices

1984 1?85.‘
100.00 100.00
70.01 66.06
26.64  17.29
4,10 5.43
4.27 3018
7.45 3.70
1.27 1,42
0.65 0.83
1.03 1.21
1,88, 2,18
0072 0072
0069 0098
0.73- 0.83
1,26 1.61
1.28 1.71
0.99 1.10
4.06  7.86
0,72 1.09
0.79 0.50
29.99 33,94

1986

100.00
67.32

16,04
15.27
9,63

3.60
1.83
1.20
1.03 .

0,94
2,17
0.67
1.6

0,75
1.37
1,65
1.35

6.69
1.24
0.28

32.68



This apparenﬁ export diversification was‘notua6companied by
changes in thg-ddmestic manufacturing sector. Alburo [1985] shows
th.in the same period, the ratio of manufacturing value added to
real domestic product stayed flat at about 23 percent ‘and - the
real - growth rate of maﬁufacturing waé falling. The export
'diversification' had depended heavily on products whose domestic
. Vvalue added was very small --- specially in electronic chips and

garments.

The extent of capital flight that had occurred dﬁring the
foreign excharige bonanza became apparent only when the crisis
struck 'in 1983 and only after a thorough accounting had become

inescapable. The sum .of current account deficits from 1970

throth 1983 was §15.3 billion. In September 1983, the officially
- reported figures for thé total foreign debt was '$16.3 billion
which seemed to account for a relatively small capital flight of
oniy $O.é billion. Thg latter fiéufe was also not very far off
from an estimate based on the sum of-errors'ahdAbmiésions-of $1.0

billion from 1970 to 1982.

The fact that the Central Bank had been borrowing heavily. on
a short-term basis on its acqount,' principally to finance oil
imperts<2>, became public dnly in November 1983 when tﬁe total
éxternal deb;'of the coﬁn;ry was reportedAtb be §$24.8 billion.
¢omparedf';o‘the sum of'éﬁrreht aécounﬁ,deficits since 1970, the
néw figure imﬁlies a capiﬁal'fligﬁt of 59.3 billion; about 37.5

percent of the external debt.



Slayton and Thompson [1985] documents how the authoritarian
government. consistently failed to achieve the IMF program targets
during.this‘period."For example, an increase in the tax effort
from ‘13‘to 16 peréent'was a target of the 1976 to‘19Z§ program.
In the program period, the governmeént achieved an increase from
13.1 to 13,9, Wﬁen that program ended, the IMF began negotiating

and agreed to a new standby program anyway.

During this period, the recovery of the GDP growth rate to
5.7 percent waé driven not by export growth, nor by domestic
structural reforms, but by the inflow of foreign-debt. For this

reason, it is useful to refer to the period after the 1970 crisis

and before the 1983 crisis as the period of debt-driven growth..

1.2 Debt-driven Growth

The 1983 balance of payments crisis signalled the.end of the
debt-driven‘growth period, an end which c¢an be blamed not only on
£he drying np‘of 1nexpe651ve international credit, which affeﬁted
all countfies, but also on the failure of the investment strategy
in the previous périod to éar:y out internal changes in ‘the

economy (see Table 1.3).

The trade surplus eipérienced in ‘1973 as a result of the
comﬁodity boom in that year turned into deficit.immediately in
the followiné year, thg year of thg first o0il shock. The
seemingly good export performance in the_years when no recessions

were occurring in the pirst wWorld masks the fact that net exports



Table 1.3
Trade Balance Trends

: o Merchandise .
Growth Rate of Trade EBalance Terms of Trade

Merchandi se (Deficit) Level  Change
Yeaar Exports Ilmporte as Fot to GNP (1972=100) (Fercent
1970 S = 7 A0, 8) B Y-
1971 7.0 - B.8 {O.6) N.&.
1972 ~2.7 . 3T (1.3 100, 0
1972% 70.6 29.8 2.2 113,35 13,3
LY7 4+ 44,5 P&, 9 (2. 114.5 1.1
1975 ~1%, 8 10,1 (7.4 B7.8 —-23.3
1976 2.2 .l (G5.9) 77.7 -11.3
1977 2204 7.7 (Z.7) 71.0 ~8.6
19784 8.7 20.9 (5.4 78. 4 10.4
1979 AR 2%.8 (&.2) B&. 6 10.5
1980 25, 8 25.8 (5.5) 76.7. ~11.4
1961 % -1.1 2.8 (5.8) 79.0 .0
1982 ~12.3 ~3.5 (6.7) 72,9 =77
1985 -0, 3 —2.E (7.3) £0,8 -16. 6
1984 7.7 -18.9 (2.1) -5%.8 =1.6
198% -14.2 ~-15.7 (1.5) T -7.9

¥Commadity boom
1First oil shock
#Second nil shock
CEMorietarist recéssion.

Source of basic data:s Central Bank of the Fhilippines
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continued to depend heavily on agricultural and primary products.
The _growth in non-traditipnal exports induced increased imports
of necessary inputs whose domestic production had not been

provided for in the earlier import-substitution era.

Hoﬁever, Que to the poor investment policies of the Marcos
regime (see De Dios, '1984), the accompanyiné debt inflow did not
matérially " change the structure of the economy from that
inherited from the end of the import—subsﬁituﬁion period. 1In
fact, prospects for growth had worsened because there was now a
ﬁigher capital-output ratiq (from 4 before,lQBb to approximately
10 for 1980-83) and a higher level of foreign debt (4.9 times
merchandise expcrts'in 1982). Table 1.4 presents tﬁe dis;ribution
of the foreign debt of the Philippines when the balance of

payments crisis began in 1983.

The outstanding exterﬁai debt in October 1983 at the start
of the 1983_crisis was 72.7 percent of GNP. The> debt vserQice
ratio at that point in time was 35.7 pércentk Of the toﬁal debt,
37.4 percent was short-term and 60.0 percent was owed to
..commercial banks. The public sector had been the borrower for
48.2 percent of the debt and the Central Bank had been - the

borrower for an additional 16.4 percent.



‘Table 1.4 -

| TOTAL EXTERNAL LIABILITIES
. {(In Million Us $)

Projection

1983 1984 1985 —98¢
I tem Oct 17 Dec 31 Dec¢ 31 Dec 31 - Dec 31
By Type of Debt 24,095 24,816 25,418 26,252 27,097
Medium- and long-term 15,080 14,412 15,926 - 17,679 = 21,871
IMP 1,186 1,166 973 1,232 1,146
Others 13,894 14,246 14,953 ' 16,447 20,525
Short~-term 9,015 9,404 9,492 8,573 5,426
Trade . 4,469 4,614 5,274 4,854 4,452
Non~trade 4,54¢ 4,790 4,218 3,719 974
By Borrower 24,095 24,816 25,418 26,252 27,097
Non-banking system 16,077 16,521 17,188 17,376 16,6051'
- Publie ‘ 11,606 11,802 12,341 12,358 . .
Private 4,471 4,719 4,847 5,018 . .
Banking system 8,018 8,295 8,230 . 8,876 10,491
Central Bank 3,962 3,971 4,113 5,923 ‘ 7,1552
Commercial banks 4,056 4,324 4,117 2,953 - 3,336
By Creditor 24,095 24,816 25,418 26,252 27,097
Commercial banks 14,427 14,674 14,721 14,474 15,179
Other financial 1,013 1,014 1,089 795 998
Suppliers 2,682 2,885 - 3,103 3,264 2,541
Multilateral 3,775 3,996 4,090 4,486 4,820
" Bilateral 2,058 2,108 2,276 2,860 3,559
Export credit 567 575 656 786 .
Others 1,491 1,533 1,620 2,074 . .
Others 140 139 139 373 -

Balances before adjustment of Central Bank assumed liabilities.

.3Includes-rescheduled Parié.CIub accounts (inclusive of arrears
and two-thirds-of'downpaymgnt on interest payable in 1986 and 1987,

Source; Centra; Bank of the Philippines, Quarterly Economic and
Financial Report, December 1985,
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We now briefly describe the structure of the economy.
1.3 Important Characteristics of the Philippine Economy
1.3.1 Output‘and Demand -

Agriculture produces 26 ﬁercent of GDP and is dominaged by
tenancy—based productibn. Population pressure has also generated
significaht'numbérs bf landless agricultural workers in the rural
areas.f Agricultﬁral p:éducts are of two kinds: (1) products that
are pf%marily for domestic consumption such as rice, corn, and
veéetables and (2) products for exports, notably coconut products

and sugar,

In the period leading up to the crisis, agriculture suffered
from unfavorable terms of trade vis-—a-vis industry (see David
[1983] and Table'l.S); low incomes and low productivity growth of

peasants.,

The country_achievéd rice éelf-sufficiency in the 19709 with |
;he - diffusion of high- yielding (fertilizer and- pesticide
dependent) rice wvarieties, but continued ‘pogulggiqmepggggy;é-
cqﬁld endanger self-éufficiencv in the future. Thus, one might

say that the country is only barely églffsufficient in food.

The subsidy coming from agriculture into other sectors was
made heavier by the government fertilizer policy which priced
fertilizer. so that the capital costs of locally produeéﬁ

fertilizer could be recovered. Between 1973 and 1980, farmers



‘ Table 1.5
INDUSTRIES RANKED ACCORDING TO EFFECTIVE PROTECTION RATE (EPR),
SHARE OF ‘EMPLOYMENT TO TOTAL, MANUFACTURING AND
DEGREE OF CONCENTRATION IN METRO MANILA,

1380
% of Employment % of
: : : to Total . ~ Establishment
Sector EPR Manufactlmnng in Metro Manila

High EPR Industries
Meat pmducts, canning and preserving of fruits 635,1 2.2 20.1
Articles of pulp, paper ard paperboard 158.5 3,8 56,0
Rice; corn and other grain mill products. 137.2 w7 5.0

Softdrinks and other beverages 106.1 2.8 2.9
Soap and other washing and cleansing compounds 98.5 - 0.5 80.6
Other made-up textile goods 93.3 2.4 7.7
Miscellaneous manufacture . 90.7. 1,17 23,5
Manufacture of bakery products, cocoa, chooolate :

sugar confectionary, dessicated coconut, ice, .

- coffee and other manufacturing 72.3 8.3 22,8
Other fabricated metal products ~ B8.L L.0 19.3
‘Dairy products o Y ‘ 62,3 0.6 17.1
Tobacco products 61.8 - 1.7 73.3
Batteries. and other electric machinery apparatus, :

appliances and supplies 58.8 4.6 79.2
Glass and glass products - : » - Bl.6 0.7 66.3

Other non-metallic mineval pmducts 54,3 1.9 11.9

Pulp, paper and paperboard manufacturing u7.5 1.7 71.4
Other chemical pmducts ‘ 47.0 3.5 79.1

Plasnc materials U, 3 2.0 - 83.1
Printing, bookbinding and other alhed products 39,6 2.1 53,2
Paint, varnishes and related compourds 39,5 1.9 60.3
Non~-ferrous metal basm industries : 33.6 0.7 16.3
Fats and oils ' S 32.1 0.7 16.3
Manufacture of ceﬁen‘t ' 29.6 0.8 5.0
Manufacture of: rubber products v A .- 28,7 2.4 19.5
Manufactwe of wansport equipment ©27.0 10.3 u0.0
Textile and knitting mill products. -~ 26.0 10.3 16.7
Manufacture of machineries except electrical 20.4 2.6 46,2
Basic ferrous metal industries v 19.1 | 1,6 70.6
Manufacture of industrial dwemlcals o © 18.6 1.3 62.9
Office, computing and accounting mae.hmes )

- {excluding electrical) : © 12,7 0.20 78.1
Petroleum refineries and other petrolem pmducts 12.4 0.01 -
‘Sugar’ milling and refining . 1.1 3.4 5.0

- Medicinal ‘and pharmaceutical pmparauons 1.0 2.9 -
Industm.es w:.th ne.gat:l.ve EPR, 1980
Footwear ‘ - T -3 1.0 39.5

. Other wood, cane and cork products, ~4.6 7.2 12.2
Funitures and fixtures . ~5.2 3.6 21.2
Manyfacture of veneer, plywood and other lumba:' -10.0 5.3 13.4
Fabricated structural metal products - -10.3 ° 15.0 - - . -29.6 .
Other wearing apparel -10.5 14,1 22.3

- Leather and other leather products accept for ‘ : o

footwear and other wearing apparel -10.7 0.4 57.4

Share of Mfg. ' 1,814,000
_, pphines ® 16,434,000 1%

m: Table 1; Department of Econamics [1986].



paid about 10 percent over the border price for fertilizer (David

and Balisacaﬁ-[1982]).

In the period leading up to the crisis, export agriculture
became heavily monopsonized as the Marcos government introduced
government mandatéd but privately controlled monopoly marketing

operations in the coconut and the sugar industries.

Interventions in these industries under theAMarcos regime
had been publicly jusﬁified by the need ;o'-improve the
productivity in these old export industries, It‘was:hdped that
resources‘raised from monopoly profits and export taxes could be
applied to productivity raising érograms.' The actual‘experience
was that these resources were consolidated by persons close to
the Marcos adminiétratiop to be used for.po;itical purposes and
for the purchase of existing monopoly ‘enterprises in other

economic areas.

In the‘case of the coconut industry, fér example} resources:
were raised: through a 'levy' collected from coconut farﬁers under
the auspicés.of the goverﬁment Philippine Coconut Autho;ity and
placed into a pfivate fund. Because of the'high substitutabiiity
agaiﬁst‘coéonut oil in world markets, the incidenée of the levy
feil on the domestic farmers (see Clarete and Roumasset [1983]).
.In law, the fund waslp:ivate and owneé by the.country's coconut
farmers:- in practiCe, only a small g:oup\coqtrolled the ﬁygps
into which 'a,total of !9.7-billion (abouﬁ $1.3‘billion at . the
prevailing_exchange rates) had been coilected‘between"August‘1973

and August 1982,



Of this amount, P2.6 billion was applied to gain monopoly
qontrolv of domestiCQmiiling-capacity which was then aéplied to
lowering farmgate prices for copra, further reducing thg incomes
of coconut farmers;A P2.1 billion was applied tolvarious. social
a&eliqration "préjects for coconut féfmérs and only Pl.1 ‘pillion
went 'tg the'plaﬁting of hybriQYQéednuts. Part of the rest went
for charity‘ projects'-but the greatef proportibn was’ useQ I;o
éurchase a private COmmeréial bénk, whiéh;immediately gfew to one
of thgtnation’sslargeét becauSe'fhe levy fﬁnda wére deposited in
‘the bankxaf no interest. 'In‘1984, the-resourceswéf the bank were
‘applied to the purchaée of the country's largest private

corporation.<3>

The agricultural sector'is'also cha;acteriieQ' by kackward
producﬁibn methods, -iow: productivityimwéépdwua 1qw. rate of
;eiﬁvgstmenﬁ. In rice, 1984 pPhilippine yields were 2.5 metric
'tons per hectare compared to the Asian avérage of 3.3: éhgar
yields, 48.1 metric tons per hectare while the inte:hational
average is 58.0. In 1979, twenty-five percent of palms were over
60 yeérs ol& and therefore 700,000. hectﬁfes were due forv

replanting.<4>

In the short-run, ﬁg!iculxural@mpxéduction ”isw _highly
determined ' by the availability of credit to the sector. This is

;rué for crops for local production and also for sugar.
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Induétry;accounts for 34 percent of GDP. Industrial firms,
heavily dependent - on intermediate imports, = typically endjoy
oligopolistic positions in:dbmegtic markets. Such a snfuctﬁré had
béen inherited from the golden years of‘imporp substitutioh. The
oligopo;istic - structure has bPeen reproduced through . tax
inéentivqs} qﬂahtipative #estrictions and exchange | rate

appregiation;

Using estimates based on the 1974‘input-output tables, the
?ange,ofuafféctivé protectionqraées varies greatly from 49 to 200
percent (Tan 1979).‘-‘Using_ an index of 100 for the least
'protected‘sectcr, “agriculture and primary prdduéts had an.‘ihdex
of 100, manufacturing an index of 489, lénd all sectors had an
indexldf 400. Within.thé manufactufing éeétor. final cdnéﬁmption
products had an ihdex of 481 while'construption had an index 6f
100. If. exportables have an_index‘of 100, ﬁhen non~expo;tébles

would have an index 1525.

Bautista  [1981]"studied the correlation between the
effective protection‘raﬁe (EPR), percent of‘employment to total
.manpfécturing, and within industry .cohqentratibn, the ;1atter
measured indirectly ’ffom the proportion”of establishments in
Me;r¢ Manila (Table 1.5). Meat processihg, for example, has an
EPﬁ of 635.1 while employing only 2.2 percent of manufacturing
employment. Fabricéted metal p:oducts'hag a'negatiée'EPR,pf 10.3

percent while employing lﬁlpercent of manufactur;ng-workers.
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thable export-oriented exceptions;‘are - garments and
semiconductor m&nufacturing. As noted earlier, the domestic
value-~added in fhese producté a:e minimai; Moreover, garments
have been subject to quotas in the U.S. market which has not only
bred local oligopsénists in the industry but has alsb‘prevented a
4dynamic responée- to exchange . rate incentives in this labor
intensive sector. -Expori-oriented mining contfibﬁtes about 1

percent to GDP.

Because of the long history of finished‘pfoducts prdtégtion,
the gJreater part of‘industrial ouﬁpgt cannot be classified as
tradeables. Gonzalez [1984] estimates that in 1982, 71 percent of
gross domestic product would be classified‘jas. non-tradeables,
12.3 pércent would be‘exportablés and 16.7 percent as importables

{mable 1.6).‘

~ For example, five companies were producing cars under a
prog:essive car manufacturing program. In sﬁudies conducted at
the Tariff Commission, hoWevér, it‘has'been seen that, especially
for Japanese cars, these companieé were usihg imported components
50 that in the computation of the total éosts, these}cafs cost
more than the imported finished cars themselves because shipping
thé knocked down parts costs more and alsb,- possibly, beéaqée of

some overpricing for kickbacks.

The services sector contributes almost 40 percent of GDP and
is dominated by low productivity jobs in trade in transpbrtation.
A significant proportion of the workforce, -about 800,000 workers

at the peak from a labor force of 21 million, are employed
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Table 1.6

PERCENT .DISTRiBUTION OF REAL AND NOMINAL
GROSS DOMESTIC PRODUCT, BY SECTOR, 1967-1982

12a

Non-tradables "_Egﬁortab;g§ Importables
~Year - Real Nominal Real  Nominal Real Nominal
1967  76.3  .72.2 15.4  15.6 4.3 12.2
19700  70.0  68.0 15.4  17.1 14.6  14.9
1973 67.7  65.8 15.1 16,8 7.2 17.4
1976 . 69.7  67.3 14.3  13.4 16.0  19.3
1979  70.1  66.5 13.7 14,7 16.2  18.9
1982  71.0° 71.4 12.3 1.1 16.7  17.5

Source: Gonzales (1984). Table 3,




_abroad. The officially recorded remittances of these workers have
been sensitive to the black market premium of the foreign
exchange rate.

Foreign trade is a significant proportion of output. Imports

account for about 25 percent and exports for 20 percent,of GNP.

Merchandise imports averaged about $7.5 billion a year in
the period leading up tq,the-crisié while exports could manage
ébOut $5.5{billion in a good year. Since the second oil crisis,
‘the rorder of magniéﬁde of the annual‘tréde éeficit exhibi;ed a

risipg trend from about $1.5 to about $2.0 billion.

Jonsumer goods constitute about 7 percent of imports. The
mpstj‘dritical import items are raw materials and intermediate
good imports which constitute about 40 percent of the total and -
capital goods imports which constitute about 23 pefcent. Aé the
experience in the crisis has brought out intensely, the évolution
bf-‘imports-is doﬁinated‘by ‘noncompetitive-intermediates and, as

such, enter into prime cost' (Taylor [19811]).

Raw material and agricultural exports .(coconut products,
logs and lumber,réopper concentrates) contributé about 46 percent
of total exports .and the.GQthry has relied on these expof;s
since - ﬁhe'coloniél period, Non=traditional exportS' (garmeﬁts,
semiconductors, furniture, shrimps) have been érowing ‘1n
importance 'but are plagued by high import - content, unreliable

supply of domestic inputs (for example, furniture exporters have
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a difficult time obtaining wood locally), and high dependence on

working capital financing.<5>

on the demand side, consumption constitutes 63 percent of
GNP .. Govérnment -expenditures',represent about 12 percent of

output.

The investment ratio avéraged 29.3 percent between 1974 and
1983‘with the goverhment taking an increasing role. Investment in
the *1970s had beeh'fuéled’by the inflow of government guaranteed

foreign debt as can be seen indirectly in Table 1.7. -

In the year 1979, the government began a big push into
corporate investﬁénts as in its much heralded °'countercyclical
-poricy‘ s0 that the increase in government savings was ﬁatched by
an incfease in 'corporéte"savingé.' The extension of government
guarantees through - its large financial .eﬁterprises; the
Philippine National Bank and the Development Bank. of - the
Phiiippiﬁés, spur;ed corporate investment; especially in new

'conglomerates' owned by individuals close to the Marcoses.

1.3.2 Prices and Cbst Formation

For agricultural exporté; the'Philippines is almost who;ly a
price taker. ' ‘The swings in terms of trade shown in Table 1.3
mimic the recessions and booms in the OECF countries because of
the importance of agricultura1 exports in the‘qpuntry's traﬂéﬁ
Increases in the peso prices of coconut oil have exerted pressﬁre

on domestic prices of cooking oil in the paét but these pressures'
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_ Table 1.7
:nvestaent, Savings, and the Investaent-Savings Bap
' {in percent of GNPY)

L_ﬂet_Savinqs_iu_GNF;Ratio_ fapital _ Investaent
‘ Consusption Gross Gross  Savings
Year Households Corporations Bov’t. Allomance Savings Investsent  EBap

1974 8.2 25 A 8.6 23.8. 5.1 1.3
1975 8.5 2.8 3.t 9.9 4.3 29.6 5.3
1976 10.9 31 1.8 9.6 5.4 3.3 5.9
1977 10,6 24 %0 9.5 25.6 29.0 3.3
1978 B.¢ 2.9 3.9 9.9 24,7 2.0 4.3
1979 8.5 5.7 5.1 9.4 2.8 3.0 4.3
1980 6.0 5.5 5.0 9.3 25.7 30.7 5.0
198t 6.5 5.3 1.8 10.1 25.7. 30,7 5.1
1982 3.4 4.4 0 103 21,2 29,8 7.4
1983 2.2- 4.3 3.7 10,3 20,6 - 2.5 7.0
1984 -0.8 2.6 3.8 10.2 15.9 18.4 2.8

tTotals aay not add wp due to rounding errors
#5tart of “countercyclical policy®

Source: National Economic and Development Authority (NEDA)

14a



‘were not so strong in the adjustment period because of the

generally depressed demand for coconut products,

With respect to Kkey agricultural products for domestic
consumption, "notably rice which. is the-étapie,-the couhﬁry had a
pfice control program’ before the érisis} The price control
program éons;sted of mandafed-priCe,éeilings for these products
and did- not involve subsidies frém the government budgét.:.The
:governmentA rice buyiﬁg p?ogram was principally directédA:at
stébiliiing prices, even though it gradﬁa;ly.began to éohtrol an
iﬁcreaéing proportion of the domestic trade from an initial

participation of about 10 percent of the market.

Because_pf the impqrt,content of fertilizgr prices; however,
it was necessary to adjust gicé and_ggggmpgiggggin,wrespoﬁse_Lﬁp
the devaluations and ~this was another 'qhannel of inflation.
Between June 1§83 ‘apdeeéember 1984, the - support price for

unmilled rice had to be increased_by.97.1 percent and this

induced a 72.6 pe:cent increase in the price of milied rice.<6>

Startiﬁé in the last quarter of l§84, - however,  the
'govérnmenﬁ_.seizéd the onortunity~by,starting to 'rémove- pfice
cbntr&ls on basic commoditiés (also in reépénse to IMF pressure).
in September 1985, in anticipationlof the rice . harvest. price

controls on rice, the last item to be decontrolled, were removed.

Prices in the industrial sector. are determined principdlly"
as the adding'up of costs’: importation-costs‘plus taritts plus

production costs plus markup (tﬁough it is difficult to point to
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some study providing direct evidence). Declines in dgmahd during
the adjustment did not reduce the real pricés of these produéts,
fhough it did induce the closure of mény of the enterprises

producihg them including the domestic car firms.

_Minimum ‘wages -are set by 'tripartite bargaining' but are
unenforcéaﬁie in the Qteat majority '6f' firms A(Tidalgo and
Esguerfa {1984]). >Unions, even while succeésful<iq obtaining
incréases in the legislated minimhm wage, had‘been too weak under

the martial law regime to demand local enforcement.

Mariano's .[1985] monthly inflatidn model provides ' some
'clues' about . the relative strengths of these influences on
domestic inflation (see Table 1.8). This one-eguation model is a

forecasting equation, and not a structural one.

In the long-run, the strongest influence on inflation in the
Philippines .is some functibn of the ;elationshipwwof toﬁal
moﬁeta:y_liquidity to real ohtputf In the short-run, however, it
is‘:he‘lqgg;‘curregcy prices of imports, ifhel and non-fuel, that
have ‘the biggest impact on inflation, followed by ‘the' interest
rate. Wages, §gpor;Wprices, liguidity, food prices, and the black
market premium ('a pr&xy"-for the inflationary -effects of”
dévglopmentg in the'politicg; scene and the scarcity of foreign
exchange', Mariano [1985, p. 8]) have smaller impact in the short

run.
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, Table 1.8
The Inflationary Process(i

Short=Run<2> " Long-Run{l>

Variable Elasticity Elastirity Coefficient T-statistic<d
Peso price. '

ot pil ) 0.476 0.953 0,634 320
Foreign exchange

black market . 0.017 0,055 0.042 0.84
preaius ‘ : - '

. -Pesy import price

for non-fuels 092 0.603 1.232 4.20
Total 1iquidity<s .

aver real BNP 6.660 - 0.750 5. 413 5.81
Interest an 94i~day ,
" treasury bills 0,138 0.434 0.925 5.82
_Pesa Expori price ‘

index - 0,073 0.237 0,029 3.04
Legisiated ainiaua o

wage- 0,184 . 0,454 0.609 3.08
Price ceilings on :

food index 0.020 0,062 0.984 2.04
CPI lagged ane : ;
~ sonth : 0.975 16,65
CP1 lagged tw

aonths -0.293 -5.29
Duney for 1965 18,886 6,40

{1} Based on the Monthly Single Equation Inflation Model of Mariano [1985.
of the consuser price index. The equation is estisated
froe Janvary 1972 to March 1983 with 2 dusay variable for 1985,

(2> This is the elasticity of the annual inflation rate which is cosputed
for any explanalory variable ¥ as {dCPI/(CPI-CPI{-12M)/(d1/N)

(3) The lang run rate is that for-which CPI"= CP1(~1) = CPI(-2)
(4> On the hypothesis that the coefficient is equal to zero

(5% The actual variable is the sus, over the Jast fourilonths; of the
ratio of total liquidity eath month to sesestral GNP ’

Source: Mariano {19853, Tahles 2 and 10.
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2.0 Actual Adjustment ‘Strategy .

2.1 Toward the 1983 Crisis

'in 1979, after the sécond oil shock it was the stated policy of
the ‘government to engage in 'countercyclica; _policy' which
practical terms'mean;'pushing up the investment rate through_ an
increésédA rate of foreighlborrowing under gdvernment' guarantee.
The huge inéreaseé in the budget'deficit was fihénced brimariiy
through fhe incurring of foreign,  m;stly shorg-term debt, as
internation;i crédit became increasiﬁgly sqarce.

Concurrent with the shift to short-term bérrowigg, there was
a more pronounced dependence on commercial_.bank, variable
"interést, aécomodatiqn gfter 1980.

As eérly as 198£, large investment projects to Afavéred

_groups of thé Marcos regime started to fail (de Dios [1984],
Moﬁtes (19861).

The lérge budget deficits that began to appear in 1980 cén;
be traced in most part to increaéing budgetary;contributionsvfrom
the“pational government to . government financial institutions

thich had started to fail because on one hand,many of the private
sector projects that theseufinénéial:institutions»had lent to hadA
‘'started to fail and on the other hand they were maintaining the
servicing of their own foféign liabilities up to date.
- These contributions to,governmeﬁt corporations to enable
them to '‘maintain the serQiCe on their foreign obligations
generated tremendous pressure on the government budget.. Table 2.1

shows how much smaller the government budget deficit might have
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been had these budgetary contributions not been ,méde to
government corporatibns. In the years immediately preceding.the
crisis, . 1981 through .1983, there would have beep' government
'Surﬁluses of- abouﬁ 1;5 percent of GNP 1f these contributions

could have been avoided (Table 2.1).

These government. -hudget deficits in turn translated into

current account deficits as shown in Table 2.2.  In the period

from 1975 to 1982, the government budget,defiéiﬁ peaked at 4.7
percent of GNP and the current account deficit at 7.6 percent of
GNP . (Table 2.2). In the same period, the total external debt

doubled to $26'billion between 1979 and 1983.

2.2 The Adjustment Strategy’
wWhen the 1983 balaﬁce of payments crisis struck the Philippines
was operating wighiﬁ an' IMF standby program. in this pfogram a
"target of $8Q0'milliqn for the balanée of paymen;s deficit for
the year 1983 had been set. By June of 1983, the balance of
rpayments - deficit had reached $562 million énd it Qas clear that
the country would not fulfill its IMF commitments by yearend.
The peso,Qés devalued in June 1983 from P9 to the .dollar to
éll.but’this did not change the increésing difficulty the country
was expefiencing in rollinq over.its existing short-term credits
‘'with the COmmerci§1 panks. The Aquino assassinaé;oﬁ on 21‘August
1983 triggered a torrent of closures of commercial credit lines
to the country; At that time, it seemed to the Marcos government
that the'princiba}.pgghiem was the restoration of trade credits.
To do this, the government turned to the IMF and began to

renogotiate its adjustment program,
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Table 2.1
Effect on the Budget Deficit -
of Contributions to Government Corporations

Hypothetical

Total Fudget Suwrplus (Deficit)
Contribution without Contrifutian
. - Budget - to Bovernment '

o Deficit Corporations Level As 74 ot BN
Year (F_million) (F_million) (F_million) (Fercent
197% 1,403 - 807 (59&) (0.5
1976 2,349 2,196 (1573) (0.5
1977 2,892 © 2,498 (=549 0.2
1978 2,167 2,877 7110 .
1979 242 3,869 . E,527 1.6
1980 3,387 5,244 1,857 0.7
1981 12,146 8,426 (3,720 (1.4)
1982 14,405 7 308 AS,097) (1.7
1983 . b, 422 5. 407 (1, 015) (0.7
1964 8,714 10,248 1,534 o
Total 54,187 50, 880 3,307 (O. 1Y

Source of Data: Amatong and COthers, [1985), Tables 4.4 and 4.5,
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Table 2.2
Budget and Current Account Detficite
tin million pesas and percent)

oudget Pefircit Eurrent
Budget - to GNP Ratio | Account Current fAocount
Surplus - Deficit to GNP Balance to GNP Fatie
Year (P_million) {(percent) (FP_millian) (Rercent)
1975 ~1,403 -1.2 —by D71 S =53
L1978 —2,349 -1.8 ‘ =72 220 5.9
1977 ‘ ~2, 852 ~1.8 ~4,87% e
1978 . ~-2,167 -1.2 -8, 3685 -4, 7
1979 ~34Z -0.2 =9 T6E —-4,5
19280 -3,387 ~1.3 S S e ~5.1
1981 ~12.146 -4.6 ~15, 338 = |
1982 -14, 408 ~4,7 -25,339 =76
1983 —4,422 - 1.9 -26,394 =70
1984 -8,714 ~2.3 ~14,756 ~2. 7.

Source: Amatong (1985), pp. 17*18.
' NEDA~Statistical Yearbook, 198%.
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bn 17- October 1983 the government devalued the peso f;om‘Pll
to Pl4 to the dollar and.announced: (1) ‘that it was deClaripg'a
mératorium on the paymént_of‘principal on its debt and (2)‘ that
it was negotiati@g a new prégram with the IMF. These negOtiatiohs
were not completed until a new program was agreed wupon in
'bécémber 1984.

‘There were mény factors behind the long delayzin reaching an
agreement -with' the IMF. After neéotiatiohs commenced around
October 1983, ;here-seeméd_to have been an excellent chance to
reach an agreement by December 1983. The leaking to the public
regarding the Central Bankfs overstatement of i£s inpérnatiqnai
réseryes - it tuined out since 1981 - by as much as $800 million
led to a breakdown in talks with the IMF4in.beceﬁber‘1983,‘ |

Unconfirmable rumors attribute the leaking of the
information‘ to the‘ international commeréiall_banks which had
started balkingj.aﬁ.increasing_their Philippine exposure. This
would ﬁave been quite comprehensible to a disinterested 'obserVéf
since it had been the commercial banks‘whose exposure had been
rapidly‘increasing sincé 1980.  In fact, their.recent generosity
with short-term, variable interest syndicated Lbans for thé
Central Bank had been an imporfant factor behina the capability
of the Marcos government to avoid seriously wrestling with the
adjustment problem. | |

In ché-me;ntime, there was a Sharp runup ;P money -§g?ply‘
starting in December 1983 from many. differentl contributory
factors. The devaluation of October. forced the Central Bank to

honor the forward exchange cover commitments it had entered into
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in the- ﬁfevibus period as a strateqy to increase foreign
finanéing inﬁléws, The:sharp increase in money supply in the last
quartér was also caused by the the’contributionjthe Central‘ Bank
made to ﬁhe Development Bank of the Philippines so that it cpuid
éefvicé the guarantees it had extended to foreign creditors.

By Januéry 1984, the campaign for the nétional_assembly for
the., May elections had begun in earnest. The Marcos regime_ saw
this exercise as_itsrfirst opportunity to prove to the world that
it Qas'in firm control. It took ﬁntil July 1984 when the regime
saw fit to _diréc£ly address the balance of paymehts problém
'again.

In order to ration the foreign exchange_through this period,
the Central RBank imposed exchange controls, imposing a limit of
$50000 per month per client. Until December 1984, the government
(and the country) operated with almoét no foreign financing for-
.its internatioﬁal trade and the MarQos governﬁént resorted to
various stopgap measures.

Until trade credits could be restored and except for oil and
a few essential commodities, .the,cutoff in interngtional tfade
credit meant_'imPOrtaﬁions we:eralldwed'on a 'no_dollar basis'.
Under this system, no documentation was required regarding the’
source of tﬁé foreign exchange used to import goods. This in
efféét meant that privéte businessmen could import as long as
they used their own foreign exchanée fpﬁds.

-The gqvernment also obtained emergency USAID financing = fo
impori fertilizer for the planting seasoﬁ. The government manéged
to obtéip a total $2.é billion from offigial sources in 1984 and

1985. 1In 1984, it received $1 billion composed of more than $300
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| miilion from the World Bank and the Asian'ngelopment Bank, $425
-million in credits'fxpm the U.S. Eximbank and the Commodity‘
Credit Corporation and almost $200-million.from,Japanf

As an %ndication:of the:gove:nment's'desperatiQn, for one
year ,until. December }984, the government allowed firms with
fpreign- partiqipation ‘toAapply the cost of their impor;ations
;owarg gquity in those firms.

One might say that at this point the IMF éhanged its posture
from that of a doting parent to that of a vengeful god. It seemed
as if the IMF had made the judgement +that the authoplnariﬁn
government had finally put itself in such a helpless 'posltio“_
Ehat it_wquld have to accede to giving government technocrats who
had attempted vainly in'the past to carry out 1its suggested
reforms a decisive infiuence over public¢ management.<12>

The train of events that were sét in place by this chgnge in

‘approach_ diverged _siggificantly froww IMF  expectations. Tﬁe
‘authoritarian QOVern@ent,was,powerful enoudgh to dqltwo normally
contradictory things at the ‘same time: tO protect the . interests
Qf its supporters and.to carry out. ap adjustment program, even
within an IMF program,. at _the same time. ,

This strategy by the authoritarian government, however, led
to ité‘increasing isolation especially in the urban areas and in
the business sector and led to a result that neither the IMF nor
the United States government expected: the overthrow in Februafy
1986 of the regime they had been working with for a long time. i;
is probably accurate to say that neither the IMF nor the U.s.

government would have been anxious to claim credit for this
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result at the moment that it happened.

The Marcos government's analysis df the c¢risis .focused
primarily on +the loss of trade financing. The government's
hegptiating strategy was premised on such.an analysis. Under this
framework, the return of commercial credit was the ultimate
objective and in the situation it wasvnecessary to obtain the
necessary IMF blessing. The government sought and 'eventuallyl
obtaineds: (1) an IMF standby agreement of SDR 615 million and (2)
a rescheduling with the Paris Club of §0.8 billion in official
payments; |

These agreements formed the basis for the new accomodation
from the private commercial banks with three key elements: (1) a
rescheduling of principal payments due within the two year period
ending 31 December 1986, (2) $925 millioﬁ-new money, and (3) the
establishment of a $3 pillion trade facility. The level of the
trade facility approximated their trade.financing exposure tb the
country in October 1983. Both the IMF and the commercial bank new
mohey were designed to augment the Central Bank's international
resefves.

It is important to point out that because the analysis
focused Vprimariiy on the need to restart trade financing, the
Marcos government's approach was inherently short. term, Th}s
short-term and commercial Qrientation-was'stfdngly conf irmed wheh
J. Laya, a formér academic who had.been the governor of Central
Bank since 1981, Vwas replaced in January 1984 bg J. Fernandez, a
principal aner'of one of the codntry‘silargest commercial banks,
as a result of'the_internétional reserve overstaﬁement scandal.

It is also important to note that because the chosen
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negotiating strategy made IMF support indispensable, the.,Marcos
government felt that it had t§ attain‘ali the‘agreed.upon targets
to the letter, irregardless of its impact on the economy. In this
pefiod, powerful individuals in the Marcos government seemed to
be actinéﬁ in the belief that this time the ‘government had at
least to humor the IMF.

The country's 'adjustment' program was prosecuted first in
_the year 1984 while tﬁe country was negotiating with the IMF and
‘then in 1985 under the new, the 18th, standby agreement.

That the government was operating under the aegis of the IMF
even before the actual progfam began in January 1985 Qas widely
known. The dimensions of the implicit adjustment program in 1984
can be deduced from a table entitled 'A Framework for Adjustment'
that the Central Baﬁk produced in November 1984.<7> The nuinbers
from this table and the subsequent actual figures are given in
‘Table 2.3. |

‘Under the December 1984 agreement, the Philippine government
had undertaken the following prior action measures: (1) 'the
reduction in. reserve money,' (2) ‘the float of the exchange
rate, ' (3) abolition of the foreign exchange 'surrender
requirement and the priority allocation system introduced  after
17 Octobper 1983 and the reform of the foreign exchange system,'
(4) 'increase in interest -rates on Central Bank bills and
Tfeasury bills to apprdximétely 40 percent at the time of lthe
float,‘_tOgéther with' incréases in several other 1lending and
deposit rates,' (5) 'implementaﬁion‘of a significant tax package

inveolving structural changes to broaden and strengthen the tax
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fahle 2,3 o
Novesber 1984 Framework fot Adjustment
“yversus Actual

1984 1963 1986

1983 Proj. Actual Proj. Actual  Proj.

External ohiectives

Current account deficit (US$ bn.) 2.8 1.5 1.3 Lt
(Fercent of GNP ‘ “B.1 5.2 3.9 4! == 2.3
Exports {percent change in ) : ‘
- UE% value) R 5.9 7.7 10,00 1417 1.0
imports (percent change in
US‘ Valulﬂ v 3'«2.3’ '2310 —1819 "lub -1558 . 3.4
TTEGE hatan:e (US; hnn; ' ’2.5 ‘0.5 —0|7 ' 0!1 '0;5 005
Hat. international reserves{i? : : " : — _
ichange in U.5. dollars) ~0.3 -0.4 6.3 2.5 2,8 via
* Ariears (USS bp., end-period} 1.8 1.9 2.7 -- - -
tin percent or onri
Savings and investment
‘Gross dusestit investment 21 Mo 192 2.5 162 B
fotal savings w4 20 9.2 WS 142 230
fross national savings 19.0 168 15.3  18.4 16,2 20.7
Foreign savings 8.1 5.2 3.9 4.1 -- 2.3
{Percentage. increasel
- Maney {end-periad) _
K3 on 10 7 13 10 12
Reserve aoney A9 |1 S N SRR : B 1
BNP and prices - -
Real GNP 1.} -4 -5.8 -- -3.8
“Consumer price index (end-period) 26.1 80-45  50.8  10-15 5.7 . 6-10
Consumer price index {average) 10,0 A5-50  50.3  20-25  23.1 10
‘Public compensation per enployeel 9.3 18 20.3 2 3.4 oan

(1¥inclusive of external arrears
<2¥ip to September only.

Source: Central Bank, Exonosic Mesorandue, Novesber 1984, Table 4, p. 17 dnd
Quarterly Economic and Financial Report
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bagse,’ and (6) 'increases in administered prices to reflect
market conditions,; and (7) ‘'formulation of . the domestic
counterpart peso ‘deposit scheme c¢overing foreign currency
obligations designed to support the ‘attainmeﬁt of monetary
aggregétes;.<8?

Except for item number'7, ‘these priof'acﬁion ﬁeasures‘ can
only be :interprétéd as classic IMF adjustment measures. Item
numper / was a scheme by which the Philippine debtors,
particularly the qovernment'cérporé;iohs such as the National
Power ~Corporation, would pay for their debt service to the
Central RBank 1n pesos. The CehtFfal Bank would in.turn assume the
dollar liability. The reason why the scheme could be said to be’
"designed to support the attainment of monetary aggregates' is
précisely because the financisal paYméhts'being ultimately raised
either from tax revenue {(which are transformed iqto the natioﬁél
qovefnmeht ‘ dontributions to .these"companies) or ffom the
‘increases in administered prices' ended up being sterilized with
the Central Bark. |

The latter scheme has been a significant factor in
drastically increasing the effectivé'ﬁafgiqal propensity to save
by the government sector which has a contractionary shdrt-term
effect (Krugmén and Taylor [19781).

~'An examination of Table 2.3 shows that the government more
than fulfilled the program targets deemed most critical by the
iMr. The actual current account deficit of 1984 was $1.3 billion
(5}9 percent of GNP) compared té the target $1.5 billion (5.2
'percent of GNP). 1In-<1985, the first ?ear of the offigial IMF

program, instead .of the planned current deficit of $1.1 billion
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(4.1 percent of GNP), thgre_was actually a slight current account:
surplus 8 milliop dollars (about zero percenﬁ of GNP). In 1986,
mostly under a newAgovernment but with the level of activity
aiready depressed, instead of a current account deficit of §0.6
billion, there was another surplus of $0.9 billion.

For 1984 an@ 1985, all the monetary growth targets are more
than ‘fulfilled (Table 2.3). Only in 1986, with the change in
government, wefe these monetary ceilings_excegded.

There was also an overachievement with respect to the
inflation targets in 1985,  the first year of the official IMF
program, 5.7 percent actuai by yearend compared to 10~15 percent
in the program (Table 2.3). in 1985, the  forseen inflow of
foreign savings worth 4.1 percent of GNP did not materialize even
under the IMF proéram.

.Within‘ ‘this- framework, the government carriéd out a
msggtqggggwadgustmgnt program which providéd for ;equirements ;of
the regime and its followers at ﬁhé same time that it dfas;ically
reduced the current account deficit through the reduction of
credit to the private sector, |

The nature of this approach is documented in Table 2.4 which
provides details in the annual ratgs,Qf changes in reserve mdpey
for each guarter from 19801to'1985. We can now explain gﬁe'aarcos
cum IMF approach-gsing_the data in this table.

The first_requirement of the fegime was the mainteyance .of
its grip on political and military power. Given the key role that .
the United States had always played in national politics £hr0ugh

its moral authority over the armed forces, political control was
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'secured, in the first instance, through election exercises. Since
the onset of the crisis, there were two elections of crucial
importance to the authoritarian government: ohe in May 1984 for
members. of the parliament and the snap election for president in
February 1986.<9>

An examination of the credits to the public sector by the
central - Bank -~ for the quarters 1983.4, 1984.1, | 1984.2
corfesponding to the period before ;he first ~election reveals
significant increases in lending to the government at the same
time that credits to the deposit banks were being decreased. The
séme thing can ge said for the quarters 1984.3 and 1984.4 before
the Febfuary 1986 election.<10>

The Marcos regimeé provided for the requirements of its
immediate followers by many different means. The most imporﬁant
mears was through Central Bank and national government
contributions to thevDévelopméht Bank of the Philippines (DBP),
and the Philippine National Bank (PNB) that prevented these
companieé Afrom going under while failing te collect on its
recéivables from favored groupg and individuals. As of end-19é5,
58.2 percent df PNB and 87.0 percent of DBP assets were
claésified as 'non-performing'. The values of these assets
totalled P41.4 -billion (about $2.2 billion) for PNB and P65.2
billion (about $3.4 billion) for DBP.

The exchange vcontrols that had been reinforced upon the
onset of the crisis favored groups and individuals close to the
government. As the banking crisis worsened, the speed of the
bailouts became dependent On neutrality with respect to, if not

¢loseness to the regime. .In one case, fund releases from World
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Bank credits to a private development bank had been held up
unnecessarily reportedly because its president was active in the
opposition.<ll> The election exercise of May 1984 provided a
means by which government resources could bé transferred to
. supporters of the_regimé at the local levels.

At the overall level, however, the IMF targets couid only be
attained by redirecting resources away from the 9rivate'se¢t°f'a5
a. whole toward the government and the private. sector allied  to
Marcos. Thus the general strategy required that while resources
were increasing for the'defensevof the authoritarian_ government,
ove:all financial resources were being. kept constant in -nominal
terms and actually beingrreduced in real terms, .because of Vthe
concomittant inflation, -in order to meet the IMF targets,

The privgte sector, in general, ,did have a3 claim to some
insufénce of 1its resources at the start of the crisis from the
forward. covef thatrhad been provided by the government earlier.
In Table-2.4; the item that changes the most . drastically from
1983 onward is ‘'other' claims. During fhe crigis, -this item was
,dominateq by revaluation gffects and increasés in claims .on “the
Cehtral Bank based on forward exchange cover previously provided.,

These increases Weré "induced by the devaluationg ih June and
October 1983,

To have honored all of these claims, as the Central Bank had
started to do in the last éuarter of 1983, would have viof@ged
the implicit IMF ceilings for 1984.

The initial intervention of the Central .Bank was to ’block"'

the peso credits created by these liabilities which turned-up as
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Table 2.4
Control of Monetary. Base
(Annual rates of change, percent)

Net Net e Net_Claims_on__ . _.__
.  Reserve Foreign  Domestic  Public Deposit

Quarter Money Assets Assets Sector = Banks Other
1e0.1r 15,7 -3.6 2.6 -22.2 F6.1 0 ~128.%
W2 12.4 -3.2 30.3 -10.9 42,9 ~&F . b

.3 9.9 -4.0 19.2 -8, 128.7 ~EO5,

4 10.7 ~38.0 A41.3 53. 6 64,0 ~ G273
19681,1 —2.4 ~108.73 . &4.7 125.7 57,1 R V-
2 166 ~111.73 12%5.0 5ib. 6 71.1 ~117.%

.3 15.5 -171.2 116.0 460,19 &4, 1 BEL O

4 2.9 -214.8 72,0 94672 30,9 CELTLE
19821 16.3 ~1743%.0 71.5 130.6 34,2 -319,7%
2 6.0 - 1R05.3F 57.1 75.9 13.8 128.0

.3 4,0 -245,4 46.9 104.6 4,4 288. 4"

.4 4.8 -349.2 68.3 49,4 1.7 S90.2
1RB3. 1 8.0 -138.5 . 53.2 i5.4 S.6 832,73
-2 2.9 -220.7 79.8 1.3 -17.4 3481.1

.3 16.1 ~1959.5 89.9; =-1.,9 -38.8 2386.0

.4 48.7 -92.5 70.3 3T 4 -38.1 207.6
1984, 1 45.4 ~77.1 2.0 48,7 -87.5% PEY
2 . 6B.6 - =78.%6 74.9 96,5 ~47.2 14501

.3 &2.5 ~61.0 62.4 5.2 14,2 94,7

.4 20.6 . =-48.4 36.1 ~Z7.7 -42.6 76.5
1985.1 22.9 ~56.7 42,7 -11.2 137.9 69,3
.2 16.7 5.3 2.5 ~27.9 58,9 149.°1

3 13.8 -28.2 23.2 20.8 ~53.2 35,2
44,0 109.4 24,73 TV h

o4 13.6 ~63.7 44,

Bourcey Central Bank of the Philippines
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'blocked credits’ with the Central Bank. In this way, while the

.balance sheets of the affected financial enterprises were not
impaired,'the financial systém was also rendered incapable of
utilizing these resources. A 'blocked credit' was a balance with
(an obligation of) the Central Bank.

The other intervention of the Central Bank turned to be the
more poﬁerful and destructive. This was the sale of Central Bank
bills 'at interest rates that peaked at 43 percent 'in October
1984. 1In the nature of these bills, locally known as ‘'Jobo
Bills '<13>, their rate became the interest on ‘fully seéured'
loans. These bills had matufiﬁies as short as thirty days; the
Iongest maturity sold was for 270 days.

In conjunction witﬁ this strategy which was tantamount to
the Central Bank directly bofrowing from the financial system,
the so-called reverse repurchase agreements also.became a key
Vfinanéia; instrument. The 'reverse repurchase agreéement' was
applied to maturing Central Bank'obligations. On tpe'maturity of
such‘ obligations the Central Bank would have had to repurchase
the obligation..The reversal of this repurchase was tantamount to
rolling over the obligation at a new interest rate.

The strategy turhed into a full scale attack on the
fipancial_' system @as the private banks were Dbeseiged by
preterminations of time deposits by depositors seeking to
transfer their assets into Central Bank instruments. Small thrift
banks and the 1érgest savings bank in the country failed. A Wworld
Bank estimate has the total feal.deposiﬁs falling by 29.2
percént and total real loans outstanding falling by 53.8 percent

for the commercial banking system in two years between 1983 and
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1985. In the two y;--s between 1982 and 1984, M2 as a fraction of
‘GNP declined from 23.5'percent'to 20.4.

Mam:-fm::.m.ng... operations...shut- down ,,;g;.;.,,‘s.s:ale‘dmggm. as. the
'QPPQrEQQiﬁzgsgﬁwafwﬁinaﬁcingmwofking capital became prohibitivé,
compared to the return available on a fully secured Central Bank
bill or a Treasury bill. Capacity utilization ratios of 40
peregnt in many of the mainline industries, such as _appliance
manufﬁcturing, bécame typicé; well into thé year 1986. Commercial
bépk loans with haturiﬁies lasting over a year disappeared. The
yearend nominal value of loans outstanding of the commercial
banking sys£em;£o the'manufactgring éector fell by 9.2 percent in
1984 and by 31.9'percent-in 1985. The decline in real value tefms
6f ‘these vériables‘wouLd be much more in view of the 50 percent
i98¢ inflation rate. |

Even the 'ggfigg}pgyéL'ﬁégtor was not spared from the.
‘withdrawal of credit. The outstanding loﬁhs of commercial banks
to agriculture in nominal térms fell by 35.9 percent in 1984 and
by 0.3 percent in 1985.

As .net externai financing to the national government fgll
énd‘ the Céntrai Bank was cOmpélled to';educe the growth rate of
reserve money under the}IﬁF program, the governﬁent had "to
increase its bor:owing from the priQate sector even while its
‘deficit ‘was fal;ing ffom 4;3 percent_éf GNP in 1982 to 1.8
percent in 1984. Betwéen Decémber 1983 and December 1985, the
growth rate of the stock of government securities held by 'tﬁe
pfivate sector exceeded 50 pércéﬁt per year.-

While the national government was appearing to successfully
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approximate the public sector borrowing requirement térgets that
had been ‘set in‘the-édjustmentwprogram; the Central Baﬁk wﬁs
effectively taking up the deficit burden through its sales of CB
bills at very ﬁigh interesﬁrfatés} Téble 2:5 pro&ides a summary
of ihe.wholé deficit, in percent to GNP that might.be attribuﬁed
to the wholergovernment sector for the yeafs 1983—1985.

The overall government &eficit actually increased iﬁ 1984
fme.S;é perbent of GNP tb 8.3 percent (Table 2.5); Thié occurred
inspite of the slight drop in the natidn&l .governﬁent‘”deficit
and the large .drop in the defiéit of thé. 1afge governﬁéﬁt
corporations. It was the Central Bani whose deficit actuéiiy
exceeded the public-sector borrowing requirement, which took up
the slack. Its deficit of 5.2 percent 6f éNP in 1984 was mosﬁly
traced to losses incurred from the intéfést payméhts.on the CB
Bills that it had floated in that year to reduce. monetary base
énd liquidity.

In 1985, the public sector borrowing requirement was
actually just as large as the Centfal Bank éeficit {Table 2.5).
In 1985, it was the deficits of the government financial
inétitutions that almost ddubled from 1.6 percent to 3;1 percent
of_GNP. These deficits could only have meant'that priVate sector
resources were being withdrawn to servicé the reéuirements_of the
governﬁent " and its need to meet IMF program t&rgets; Tﬁevnfear
1985 was a particularly difficult year since in that year nd.net
foreign savings was received.

The 1mmediate errect or the strategy was the steep rise 1in
nominal domestic interest rates (Table 2.6) accompaﬁYing the huge

shift of financial resources from the private sector to the
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Table 2.5

CONSOLIDATED GOVERNMENT SECTOR DEFICIT
{as Percent of GNP)

National govermment deficit

1/

Monitored= corporations deficit

National government transfers
“to monitored corporations

Public sector borrowing requirement

Deficit of government financial
institutions (GFI)

‘Net income of Central Bank
2/

Others—

National government transfers
to GFIs and other corporations

Consolidated public sector deficit

1/

= "Monitored" under the IMF adjustmernt program.

2/

1983 1984 1985
-1.95 ~1.86 -1.88
-3.53 2,20 -1,36
1.32 1.08 0.61
-4,16 = -2.98  -2.64
-1.40  -l.62 ~ -3.11
-3.64 -5.24  -2.61
0.16  -0.04  0.15
0.82 1.58 2,10
-8.22 -8.30 -6.11

</ Including other nonfinancial government institutions,
local government, and the social security system.
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Table 2.6

Interest rates, ircflation, and Wage Rates
(Annual Growth Rates) '
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gqvernment and ﬁhe Cent;al Bank.

The monetarist strategy worked as powerfully as its
suppbrters claim it could work. The speculation against the
currency was brought to a full stop.

The tightness of credit induced a contraction in the economy
that 'solved' the exﬁernal.financing problem. The most telling
evidence tﬁat the dOmestié macroeconomic management was mdre
restriétive than might have been necessary is ﬁhe fact that by
yearend 1985, $i.74 billion of the $3.0'billion trade credit that
had been arranged under the IMF program remained unused. |

The effect of rthe monetarist prdgram was certainly an
édjustmént, espeéially in the current account. The path to the
adjustmeﬁt, however, involved (1) a.shootiqgwpp of ;q§}ation from
8 percént before the crisis to‘a-peak of 63 percent before it was
controlled and, notwithstanding the induced inflation, (2) a fall
in real output of 6.8 percent .in.1984 and 3,8 percent in 1985.

The first effect, inflation, drastically reduced income
levels for alméSt all the‘populétion (except for those who had
the liQuidity to move into Central Bank and Treasury bills). This
precipitous fall‘in feal income plus the disappeafance of credit
even for exports induced the fall ‘in income and output.

The‘rapid-fall in income . levels, in turn, wiped out domestic
demand which later solved. the inflation problem itself.

Table  2.7 atteﬁpts to depict the drastic fall in reconomic
activity and income in the tight credit regime of 1984, 1In this
table  only -data, wused by the planning office for monitoring

purposes, from 200 largest corporations are shown so that it
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Table 2.7
Annualized Monthly Growth Rates of
Value of Froduction, Employment,
Consumer % Wholesale Prices

Frodn Compen~ Employ- crl - WPY Frodn
Valus sation ment Value
: o ~WFI
B R R T S R R A U T A I S S S N S A N T D T I N S N I S S AN I N IR E R ERERMOG I SIS SEmE T
1983 17.2 8.4 -2.8 10.9 18.0 -0.8
1 c 4,1 8.4 - -5.5 4.7 10,5 ~&.4
2 13. 3.5 ~&.0 6.5 11.4 2.0
3 - 16.9 3.0 ~R.1 b3 9.7 7.2
4 12.5 5.8 ~-2.3 6.2 9.7 2.8
5 15.4 bub ~-1.4 60 9.5 5.9
& 19.0 &.0 -1.4 7.5 10d9 8.1
7 12.8 5.4 ~0.9 8.4 14,3 -1.5 -
8 18. = 10,9 ~1.% 8.7 14.2 4.1
2 25.3 - 10:3 -(.8 8.7 13.4 11.9
10 24.5 12,0 ~1.4 11.7 3.3 1.2
11 19.2 11;1 - ~1.8 22.4 I4,9 0 ~15.7
12 2%5.1 18.0 ~2.3 3Z2.3 50. 4 ~25.3%
===:_=====!-—'—-“—!‘;::::rﬂ:?::::=====$=========a=======================‘-====
1984 41.8 25.2 T ~5.5 49.2 4.6 -24.8
1 37.8 17.2 -2.9 37.5 52.7 “14.9
2 39.2 . 20.7 - ~2.2 30,0 54,3 ~-15.1
z 28,3 17.8 ~2.9 40,4 54.0 ~25.7
4 . .37.9 18.2 ~4.1 40.7 5. 9 ~18.0
5 44.5 20,3 ~b. 0 43.3 &0, 4 ~15.9
& 43,4 24,2 - -B.3 52.5 76.9 -33.5
7 57.4 IS5. 4 ~8.0 58.3 78.3 ~20.9
8 44.8 29,7 S ~6.0 &0.5 78.1 ~33.3
& 40,4 27.8 -7.5 62,9 B84.8 —bés, 4
10. 54,4 R7:9 Y | 58.9 7929 ~25.8
11 2.9 2.5 ~5.7 51.6 68.3 ~25.4
. 12 1.3 . 0.2 -6.5 42.9 52,4 ~21.1
.-_-===-..-======.~.================:=::.—.==—.=='—.‘=~.—.===:.-.======’-..:=======:.—.===-.===—.=
1985
1 18.3 6.4 ~3.8 37.5 44.0 -27.7
2 8.7 25.3 ~6.4 34.9 41.7 ~-3%3.0
3 12.9 27.5 . =7.1 33.6 42,4 -29.7
4 17.8 24,0 ~11.2 32.9 - 39.3 ~21.5
5 &.4 29.5 ~-7.8 30.9 33.4 ~27.0
6 ~-2.5 20.3 ~7.3 22.2 18.1.  -20.é6
7 ~-3.3 9.9 -7.1 . 16.8 13.1 ~22.4
8 -3.4 9.0 -8.7 13.6 9.9 ~-13.3
9 -1.0 14.2 ~8.0 11.5 5.2 -6.2
10 -6.5 13,2 -9.2 12.2 1.0 -7.5
11 ~1.3% 12.0 ~10.1 10.8 -1.1 ~D.2
Source:

PIDS Monograph no.s
Phil. Development, third Quarter 1984

3la



shides the larger adjustments- -that were carried out in smaller
epterpriées. The level of.emplbyment-whiCh_;REd already _been
falling in 1983, fell by as high as 8 percent-in-June.and July,
1984 for these large companies. The rate‘of decline of‘empléyment
ieVe{s pquaq_ét 11 percenﬁsinQﬁayLIQSS.

The last column of Table 2.7 subtracts the rate of growth of
the wholesale price index from the value of production as a
meésure of real output declines in these top 200 corporations. In
October 1984, the rate of decline in real output of these
companies peaked at 46 percent. For all the months in‘1984 " and

1985, there was a consistent fall in real output from the same

month in the previous year.

2.3 Supply Side Adjustment Policies

To  do a:just evaluatiohAof the iMF program we must discuss the
other interventions that were'paft of the“adjustmént.packagé that
were. directly related to the demand substitution and the supply
side aspects of the program.

First,llét us discuss the foreign trade and foreign exchange
aspect of the program. In 23 June 1983, the government devalued
the peso by 7.8 percent, to Pll to $§1. The government Seéméd
dé;ermined to defehd ihis‘fate for the réét”of the year, until'
the Aguino assassination occurred. On 5 October 1983, it‘waé
forced to devalue to P14 to §1.

The initial resgohée of the MarQOS fégime to the onset of
Ndvembér 1983, the government created foreign exchange poollréof

priority import payments by requiring all banks to surrender 100
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percenﬁ‘of their foreign exchange_recéipts? this requiremen£'was
:reduced t§ 80 percent in June 1984f‘The government set priorities
in the allocétioh of foreign exchange tgggrude«oi1~ imports, raw
météfials, suppl;esLA;inputs.ofmexport pgqu¢t§,ﬂes$¢ntial grain
imports, and raw materials for ‘vital' domestic industries., The
-government also iyposed ceilings for payments-and new import
;etgérs of cfgdit.<l4> |

>‘oh 6 June 1984, »the”governmént was forced to devalue aéaip
to P1B to $1. In pfeparatiqn for the IMF ag;eemen# ih Déggmber
1984, the gévgfnmgntA abolished tﬁe'foreién exchange priority
prograﬁ‘in IS:Decémber 1984 and gradually permitted private bank-
to ‘keep an: increasing' percentage of tﬁeir foreign exchange
receipts.

It was in the nature of the authoritarian regime that jgsﬁ
as it was_officially ;ibgraligingAthe foreign exchange market, it
had- manéged_ to iﬁpése its will_ on fhe' foreign exchapge
blackmarket.>A This was carried out reportedly under tﬁé
supgrvision of ;he forme: tradesand indust;y minister, who is now
facing taervésion charges in connection with‘the operation undgr
thé nQW‘Aquinp gerrnment. The goVernmépﬁ guaranteed to the large

.tradgrs the wherewithal with_whiéh to ship the foreign’ e#change
qut to H6n9>Kong.<15> | 7

In exchange, the government dominated the determination of.
the exchahge rate. A January 1987 investigation has revealed.tﬁht
fiveAgove;nmgnt corporations under the cont:61 of the ministry of
trade and indgétry éxperiénced huée losses in-connection with the

operation to control the foreign exchange blackmarket.
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AS part of its revenue-raising effor;s (since trade ta;es
‘are relatively easy to collect),  new tradevﬁaxes were imposed in
. : . s ‘
Phe_ beginning of the crisis. An additional ad valorem duty on
imports_ which'spérted at 3 percept and peaked at 10 peréent‘ by
Jnne'l9é4 was‘imposéd. The additional imﬁort duty alone accounted
for the P2.6 billiéﬁ out of P6.9 billion, 38 percent and the
largest, additional tax measures in.1984.

| Addit;ﬁnall 'e#port dutigE;“Wereslimposed on exports the

greatest of which was an economiCQstabilizatiqp tax of 30 percen£
in - addition to existing export duties in June 1984, A foreign .
‘eggﬁﬁqgg trapsagt;pq_tax o§ 1 percent was imposgd on 15 Qctgber
1984, 3just as the governn 1t was ostensibly freeing the foreign
_exchahée market; |

The export taxes were later suépendedvin.preparatidn‘for the
IMF agréeﬁent at the end of December . .

Thus, as the eCrisis was beginning and devaluations beéamg
unavoidable, the government was actually increasing the ad
valorem tax rates: on_imporﬁs and exports and engineeringn a

" redistribution of income 'f;ém the private sector to the
'government. -Krugman and Taylor [(1978] have earlier illustrated
ﬁhe'cgptractiqngEX_ngluence of devaldation w};hAgg;yalore@ tradg
taxes.

As the da;a‘will shpw in the next section, dggg;gatiqné
sparked4an unprecedented inflationary process at the start of- the
crisis.. This prevented real devaluation from takiﬁg place. ‘In
addition, the government's import. control program prp&ided

additional impetus for import speculation, which fueled inflation

even more. On top of this, the additional import taxes were being
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passed'bn directly to local consumeré;

It is difficult. to defend the posiﬁion that the nominal
devaluations héd gone any distance to reduce the overvaluation
‘fhat héd characterized trade“pdiicy‘beforé the-crisié. Becausevof
the import surcharges éndlthe inflation at thé beginning, it was
only until June 11984 that the devaluation was some, 'thougﬁ
slight, advantage to ex?orts-and import substitutes. At tﬁis.
point, ﬁhére was a 50.9 percent net effeﬁtiVe-chéhge. in the
exchange rate while the GDP deflator had changed by 46.7 percen£
and the cbmpenéatioh rate index had changed by 23.4 percent.

In 1985; Vwith.the IMF support well in hand, the ‘éiehanée
féte~'éctually appreéiated‘in reél‘terms. ‘;n..an ‘gliéopoliép;c
market setting, devaluation'plus import controls is inflationh?x:
Q;;‘_appreciation Or the currency will not be derlationary. The
deceleration of inflation in;1985 was mosﬁly induced by the deép
internal recession and helped by the slow reéobery of outpﬁt.

The _adjustméﬁt _pefibd also,séw.many‘changes in the price
control programs of thg'governmént. At the end of the program,
the price control ‘programs on basic commodities had been
éliminated.

The authoritarian' government chéfacteristicall& had a
significant programv of socialized pribing. Thirteen 'basic'
commodities, inclﬁdiﬁg:rice; chicken, Eggs,:and milk were sﬁbjecn
to éfice'céiliﬁgs.-lh addition, prices of'peﬁroleﬁm products wégg
regulated,

The initial‘responée of'tﬁé‘government to the inflatioh was

to attempt "to aggressively revise price oceilings on basic
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‘conmodities. Tﬁe pressureswto fevise ceilings were coming from
suppliers, who wouid withdraw supply in response to delays in
price increaseé;n and‘the pressures were"irgesistable after each
peso devaluation. As we noted in Section 1, rice and corn priées
had to"be immediately adjusted to. devaluation because pesé
fertilizer prices went up in response.

Finally, in October 1984, also in preparation for the IMF
prqgfém the government removed all price controls except for
rice. The rice c¢eiling was removed in'anticipation of‘the rice
harvest in 1985. The removal of the price control program on

basic commodities did not induce further inflationary pressures

in 1985 because of the depressed state of demand and employment.

in that yeaf.‘

As we showed'in Section 1, the peso pfices ofl petroleum
producﬁs have An iﬁmediaie aﬁd‘large scale effec£ on ﬁomestic
inflgtion. The increases in peso oil priées in the period up to
end of 1984 Qere“ due . to. .the ,Qe.va._lu.at.igns.._"._én_é.w the ‘;mpl_ort
sQEEhaégggwgnanutheagove:nmgngu;mpqggq";qwaﬂreffort to raise tax
revenue. About 39 percent ofughe,gaﬁgAinﬁwgnggé,mfgn“gxample&_wés
contributed by government tax and price _s;%pilization

interventions. Between July 1983 and December 1984, the average

peso price of petroleum products increased by 129.7 percent.

In 1985, even as world crude priées were beginning to

soften, the peso price of petroleum products remained conétant.
In faet; it was in 1985 whén the shift 6f taxation 6n pétroleuh
products.-to ad valorem basis provided new revenue in the amount
of P2.1 billion; Thus. because of fiscal considerations, the

government, operating as any domestic oligopolist and justified

36



by the objective to studiously attain the goals of ‘the VIMF
program then in its first yeaf of official oPeratidn,‘ did not
paép ontthe éffect.of a steadier exchange rate and lower world
prices to-domestiq petroleum prices. A passing on of lowér'”oii
prices would have had a non;infiationary feflationary effect in
1985, |

- As part df the IMF progfam, government administered prices
wére'incréased.‘ The utilitf-pfograms of the éovernment were -iﬁs
most significant foreign borrowers and there was a long term neéd_
to improve tﬁe internal cash generaﬁion of these.uﬁilities.-.fﬁe
érICe- increasés‘ pha; had been.impiemeﬁted in the pfdgram were
howeVér‘more directly related to increases in petroleum and other
-cos;s induced by the devaluation. Average water tariff rates wefé
increaséd by 50 percent, while-average waer tariff rose by 64
petcent in thglpefidd. The goﬁefnmenﬁ dia start a ,loanltérm
progfam ib'reduce thé eiectrié tafiff subsidy to small users.bﬁﬁ
did not make éignificant headwéy because of an abruptrladjﬁstmeht
would have céused 1arge-price iﬁéreases for poor urban users; N

We éan say that‘the pesitive aspect ofhtheée chénges in.thé
ﬁrice conﬁfol program is that‘;he gOVe:ﬁmeht had finally, by
férce of circums;anceé, shéd qff its obligéﬁion to éontrol rthe:
prices of baéic commo&itieé.

With regspect to petroleum and utility prices, the’
interventions here were inflationary and, because of
ciréumstanceé,'did not result iq‘a better set of relative priceé;

In the case of wages, the govern@enﬁ inéreased minimum'wagES

three times in 1984, by a total of 77 percent in nominal terms
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rbetween the end of 1983 and the end of i984i By November 1984,
'because of“the ipflatiOn, " the réal‘minimum wage in-1978- prices.
haa  fallen slightly from P17.78 per day iﬁ December - 1983 to
P17.13 in Manila.<16>

In normal timéé; minimum wages apply only to the formal
p{ivapg secﬁor,-_ﬁhich would include no_more'ﬁhaﬁIIS pefcent of
Based on inspections, and inspections are not evenly carriedNOut,
9 peréent .of'establishﬁents were iound violaﬁiné minimum wagé
legislafion 5eﬁween,1976 ana 1979. ”To Eémpound the probleﬁ;l the
laﬁor ‘ministry approved 577 percent‘of . 340 appliéations .fér
exemption 'froﬁ minimum W;ge 1egisia;ion on the ground that the
crisis hac made these companies dis;ressed.

'Inl the finangial sector, thg Philippines has had a long
history of anti-usury“ceilings on interest rates’s A financiai
liberalization program that began in July 1981 when interest rate
qeilings were lifted on all types of deposits and loans, ‘except
for shoft—tefm loans. Interest rate ceilings on short-term loaﬁs
were lifted in January 1983. Thus,u as far as the appearancé of
fliberaiizatién; was concerned the government héd unde:taken
significant stépé.: ‘ |

However, the very same 1iberalization programrwas biased
towards bighess, a reature that had beeh suggestead Dy Tne worlida
Bank design team itself. The program involved increases iﬁ.
minimum capital requirements, justified as permittinggbanks to
exploit economies or scaie-(a fatﬁer dubiOus proposition) and to
provigde banks with a larger baée for iﬁtermediation i;to loﬁg

term lending. It was also a feature that specialization of
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financial functions would be sacrificed in favor of large
'universal banks' that could internalizev the intermediaﬁion
p£oce§s. | |

The financial liberalization program was also accompanied by
the quantum leap ‘in rediscounting activities of the Central Bank.
Rediscounts ~were ' made availéblé for mény different» types of
brojects: sugar tfading, small and medium scale industriés, met;l
flnancing, manpower exporting, coconut milling;_ and éo on.
Between:1981 and“1984, the amount of rediscounting the commercial
banks achieved was ﬁoré than twice the amount in the previous ten
years,

The overall effect of the liberalization program was & more
pronounqed oligoPOIistic' ;ﬁructure> (and a more Airresistablé
constituency against free entry) énd,v before th; startc ofv the
crisis,vminimai incfeaseé iﬁ thé Aeposit rate. LoanArates did not
seem tovbe ﬁateriallyAaffectea sincé even before 1iberaliza£ion,
banks had Eeen quite agile in charging Qéing interest>rates by
tacking on service charges to loan agreements.

At the start of the crisis, the Central Bank was_forced by
circumstances to shé; down its extensive rediscounting operations
and concentrate its rediscountring resources to Qital projects.
In Januafy'1984; the Central Bank finally achieved the éituation.
in which the ratevon rediscountingwwas ba;ed_on the éu;fent §ost
>f credit, |

The financial crisis that began in 1981 and exacerbated by
the édjuétment proéramnleft six major banks under the control of

:he government. In some of these banks, government deposiis are
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being maintained to keep their operations: in others loans had
been converted into equity. These problems have exacerbated the
national government'sldemand for financing.

Thus the adjustment’ period had the positive effect. of
dismantling the byzanﬁine rediscounting operation of the Cént;al
Bank. Because of the high interest fates i? 1984, depgéit@rates
for small ‘depositors had finally increased to as hiqha:as‘-IS
peréent as commercial bénks were forced to defend.thémsel§és from
withdra&als by depositors attemptinglto move in£§b'céntf51ﬁ Bank
bills.

- The negative effects of a weaker and more oligdpqlistic-
finéncial sector. have been more pronounced. " The realjseEtor of
the Philibpine economy is still ﬁé&ing to extricate itsélf: from
the rise in the intermediation spread, which for large commercial
banks was in  the range of 7 to 8 percent bin 1985;‘ th&t was
induced by the crisis, even as nominal intefest rates»Onﬂéecured
loans fell to the 13 percent in 1986. | J |

In many of the relative price isshés Qe ;havé gdiééuséed
above, tﬁe problem of government ﬁiﬁancihéjhéd swaﬁpédjefforts;to
addreés' supply side issues in the adqutme;t. | Tablé 2.8
reproau¢és phe gdvernment revenue progfam in the}cfisis._ln 1984,
26 percent of tax revenue came ffom igégme/weqlth .téxes,, 33.5.
percent from trade taxes,' and 33.3 perceht from‘excise and's$1es
taxes._Theré is a‘pressing need to carry out long term re£¢rms;td
feducé'the reliance'of the tax system on trade and saiés taxes..

In the nature of ,the sitﬁation,' however, incomé ahd ﬁealthn
taxes are the most difficult to raise in the short period éf‘ an

adjustment. 'An  examination of Table 2.8 shows that while this
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Table 2.8

GOVERNMENT REVENUE FROGRAM

1983 1984 1985
1. Increase in specific. tax on
petroleum products based on
~ July 1983 to June 1984 measures - 99.6 753.7
2. hdditional export duty 44.9 433.0
"3, Economic stabilization tax . 282.0
4, Additional import duty 1,732.9 2,635.5 3,298.0
5. Increase in specific tax on
aleoholic beverages 276.0 655.0
6. Increase in specific tax on .
distilled spirits 111.0
7. Imposition of ad valorem tax on
'~ fermanted licuors 100.0 1,034.0
B. Increase in percentage tax on |
services ‘ 515.0
9. Increase in documentary stamp tax 100.0 640.0
10. 1 percent tax on foreign exchange 450,0 2,900.0
11. Removal of exemptions on interest L A
income : 294.0 2,014.0
12, shifting of some elements of
 specific tax to an ad valorem
basis on petroleum products 209.0 2,131.0
13, Increase in ad valorem tax on '
domestic crude oil , 107.0 .209.0
14, Increase in specific tax on
- imported ceal and coke . 16.0 16,0
15. Rationalization of customs duties
: on corn, coal and coke 31.0 36.0
16. Imposition of ad valorem tax on
- cigarettes ‘and increase in specific
tax on the same 250.0 881.0
~17. Increase in tax tates on private :
- motor vehicles 45,0 457.0
‘18, Increase in airport passénger fees 30.0 150.¢
-19, withdrawal of tax exemptions on
. government corporatighs: 383.0 1,100.0
20. Withdrawal of preferential tax ‘
- treatment of certain business
enterprises . 200.0 1,5%90.0
21. Change in“inventory valuation - T
: procedures 40.0 120.0
22, 'Improvement in sales tax' ;
administration 100.0
. Total 1,868.4 6,935.2 17,857.0
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program had been worked out with the IMF and while we - have to
‘admit that the IMF recognizes thé need for long term tai refofm,
these reforms could not be cérried out in the adjustment.

In féct; ‘the tax program is egtremglyuregressive for . the
hasic feason that ‘regressive‘ taxes are easiest to impose
politically (eveh, it turns out, in a dictatorship) and the
eaéié#t\to collect. For exémple, a ta? on interest income of 17
percept penalized heavily sma;l-depositors_whose income tax'gates‘
would ‘gypically'nqt_exceed ten percent: however, the tax .was
easily -collectible’frqm the banking system. As Table 2.8 shows,
taxing all interest income at a fixed rate provided‘/a revenue

increase of P2.0 billion in 1985 alone.

‘An -example of a failed attempt to rély more heavily on
income :ahd ‘wealth ta#es was the proposal by the government -in
1984 to change the assessment basis for the real estate tax from
1978 values to 1984 values. The middle class 5uccéséfu11y
resisted this proposed tax. The new Aquino government announced
the same - 1984 basis - policy at the'end'of 1986 and found

itself in January 1987 having to suspend its implementation.
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3.0 Impact of Adjustment Measures

We now discuss the results of the adjustment measures undertaken

by the Marcos government on the Philippine economy.
3.1 The Path of Adjustment

Data ‘in Tables 3.1 and 3.2 provide the levels of important
variables “in the recent adjustment. ‘These "data, converted to
annual growth rates, form basis for the graphs on which the

subsequent discussion is based.

The c¢risis began in the third quarter of 1983 when GNP was
growing at 1.8 percent per year (see Chart 1 for the graph 'of -GDP
'and GNP .growﬁh\rates), . GNP growth rate élunges» to almoét 12
perqen£ per year in the third quarter of 1984. Real GNP growth
‘rate remains negative until the first quarter of 1986.vitzp1un§es
again in the second quarter . of 1986 with the change 'in
government. The actual IMF adjus;ment_prcgram begins in the first
- quarter of 1985, but the recovery to positive growth shows.ua'
. decided recovery even before this. GDP gtowth rate is negative

until the thirad qﬁarter of 1986.

The rates of growth 6f total investment are depicted in
cﬂart_z. Under the monetarist program, real investment spengding
has been declining consistently since the third quarter of 1983.
Private construction spending has been pacing the fall in

investment (Chart 3) with declines of over 30 percent per year in
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 Table 3.1
Prices and Nenetary Variables

—_—— = T TP PRSI P E T3 T b oA £ T2 2P e R e ===

Exchange . Interest - Total - Meney
Consuaer Rate on 91 Day Noney Liquidity Multiplier
Price Index “{Pesos per Treasury Supply (83 (Liguidity/
Year.Month (1972=100) US Dollari Bills (P Ml1lion! (P Million) Money Supply}
! 1982, 04 ©350 8.2342 13,036 21424 BOE%4 3.77597

19082.02 395.9 8.2830 - 13.378 21721 §2295 3.78875
1982, 03 - 3§12 . B.3405 13,579 22330 . 85493 3.62857
1982, 04 389.3 B.3792 13.591 22614 85783 379341
198z, 03 360,53 . . B.4lel 11.%80 229%0 B7189 3.79244
1982. 04 362.6 8.4502 14,014 2241 87595 389813
1902. 07 39,1 8.4878 14,188 21313 87371 4,09944
1982.08 RN 8.5293 13,765 21134 8azo08 ©4,178%%
1982, 09 313.3 B, 6380 13,922 20963 89636 4,273%
198210 373.9 8. 7664 13,935 21114 89449 4,23454
1982. 11 374.5 8.8752 14,004 21259 91704 4,31370.
1982.12 374,7 ?.05%4 14,027 23525 95298 4,03101
1983, 01 37,0 %, 2865 14,043 22284 94731 §.725638
1983.02 318.9 §.4644 14.047 22012 93476 o 4,3373%
1983.03 37%.8  9.5057 14,043 22165 96775 4,36614
-1983,04 . 381.7 9.8693 14,043 22442 97418 4,38673
1983.03 384.4 10.0316 13.588 23537 70710 4,19384
1983.06 389.0 10.3333 13,561 23040 99789 4,33105.
1983,07 398.3 11,0017 13,704 22670 99250 4,37414
1383.08 405.5 11.0014 14,061 23081 §9548 4,31674
1983. 09 407.2 11,0018 14,299 23303 100723 4,28350
1983.10 412.3 13,7014 14,377 26432 103607 1915873
1983, 11 437,46 14,0020 13.038 20304 107651 3.91014
1983.12 472.4 14,0020 13.382 32518 112942 3.47381
1984. 01 " 502.5 14,0020 15,500 30473 1121353 3.65641
1984, 02 517,7 14,0020 16.400 28797 112497 3.87981
1984, 03 529.2. 14.0020 16,500 30176 116239 3.83270
1984, 04 37,2 14,0020 16.500 34727 114248 3.46401
1984, 05 946.2 14,0020 18,400 31470 114928 3.65199
1984,04 980.5 17,4620 25,400 31500 112034 3.53670
1984,07 632.5 -18.0020 31,600 34950 111203 3. 1B4kd
1984, 08 650.2 18,0020 " 33,500 33242 110349 3,318%7
1984,09 bbb.1 168.0020 37,800 31528 108246 3.43395
1904.10 575.4 19,1482 42,000 30722 108165 3.520M
1964. 11 702.7 19,9590 43,000 30796 110841 3.60147
194,12 Nn2.9 19.6593 42.200 33633 121215 3. 60403
1985. 01 730.0 16.9794 35,200 30935 122298 3.95339
1985.02 736.7 18,2557 31,000 29493 122907 4,16733
1485.03 139.7 18.4778 33.300 29432 120247 4,05801
1985, 04 736.2 18,4930 -34,000 29859 120494 4,03350
1985.05 137.4 18. 4900 33,400 29098 118733 4,08045
1985.04 7842 18, 4450 30,400 29067 ©o121291 410147
1985, 07 751.4 1B.bbb0 23,000 28393 117297 §.13119
1985, 08 733.3 18, 6050 19,0800 20462 119826 4.21003
1985.09 750.7 18, 6400 1,900 20999 123396 4,25518
1985. 10 788.2 18,7550 17,000 - 28731 122693 4,26750
1985, 11 - 7901 18,7560 . 16,600 29347 122733 4,18213
1985.12 732.B 19.0320 16,300 33827 121152 3.38158
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Table 3.2
Rzal Variables
(Constant 1977 Peeos)

Grass Doa.  Flxed Total  fovernment Private
Fpreonal  Goverasent Capital Capital Lons- Cors- Cans-

er (casception Consusption  Forsatian Formetion truction truction truction Exporte Isports 5D F B nE

l 14283 2199 1237 SiA 956 1274 1682 4332 4815 ‘2@65 1157

2.2 15519 2762 4413 SB75 3328 1488 1836 4385 4800 Z4%e7 246le
2.3 15741 2294 6852 6213 2985 1252 {7z 4334 4960 - - 2237 i24ad
.k 18010 2394 5743 o848 3259 1343 1944 4377 4877 268210 Zaz%h
3 +4837 226 4381 3873 3148 1234 1914 4459 4344 2525( 74838
32 158%% can 7098 b4zé 3832 1708 2124 0% 3355 - 25706 25783
3.3 14087 497 3379 5378 2423 333 (830 4319 1913 139G 22878
3.8 16734 004 9572 38 2545 F00 1643 4317 436 - isiS1 2586
g4.1 15021 2247 4653 4732 2968 A 1976 447 3940 4819 23007
£4.2 14077 27 4583 4477 2817 324 1893 5048 4327 79314 4B
g4.3 16741, o 2003 3286 87 1929 482 1447 . DABZ 4821 VEDSSS 201635
‘84,4 18658 1893 33y 3945 {732 383 1143 5695 5691 23728 23239
831 15144 2083 3446 3400 1986 478 1308 L0Bg LY T Iy R ]
85,2 14088 2627 3592 %3 243 837 13935 4850 3678 23lE 235
985.3 142440 kY, 271% 3280 1842 b17 1225 4823 3191 20479 g7
985.4 18690 20718 2698 2241 548 210 438 4069 332 234 WA
486.1 13343 CoAAu 321 3192 1794 879 915 3114 3634 22549 22144
986.2 16174 1976 nn 2362 948 415 333 $316 443 1% 22679
§86.3 16248 2103 2741 2861 1407 167 649 8127 4737 20860 20585
GEb. 4 18513 2170 257, 2084 34 283 531 5846 4133 IAZGu 2399
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© 1984 and over 60 percent in 1985,  the first 12 months of the IMF

program,

With the high cost of financing, rSP;zimEgrts have been
falling, and they fell most precipitously in 1985, the first year
of the IMF program {(Chart 4). Exports (Chart 5) showed a recovery
in 1984 with U.8. trade deficit financed world export boom in
that year, Eﬁt'fell deeply, to as low as minus 19.9 percent in
the fourth quarter of 1985. fhis fal; is attriﬁutable to declinés
in w@rld prices of traditional products such as coconut oil} the
fall in semiconductor chips exports due to the worldwide fall in
- demana, . ana the 1oss Or export markets which began in. 1984 as.
domestic exporters found packing costs  finan¢ing toﬂ be

prohibitive at the prevailing interest rates.

Béfére the onset of the crisis, the annual inflation rate as
measured by the consumer price index was running at 7,3 percent.
A look at Chart 6 reveals that during the period of the
»adjusiment, the inflation rate shot up to a peak of 63 percent
before settling back down to around 5 percent perlyear by the end
'of_ 1985. Thus . a severe inflatiénary period@ characterized the

adjustment process in the Philippines.

Chért 6 provides an sindication that the exchange rate, a
féctor that is predicted as inflationary in both the monetarist
and structuralist models hadxat least a simultaneous reié%ionship
with inflation during the period. Tﬁe first steep rise in the
inflation rate that occurred between the third and fourth

guarters of 1983 coincided with the first steep (nominal)
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devaluation that occurred in the same period. A casual
examination of Chart 6 shows the leading role that devaluation

has played on inflation in the recent adjustment.

The important role of the monetary sector in the adjustment
befiod is shown in Chart 7 which shows the annual growth rate in
thg monetary base graphed aléng with the inflation rate. The
moﬂetaryr base seems to exhibit a coincident relationship to the
ihflation rate until July 1§84 as Philippine - authorities were
forced - by circumstances and their imperatives forr'survival to
finahce their immediate requirements, especially in connection
with the May 1984 pa;liamehtary elections;‘ Beyond that, the
monetary base is completely consistént with either prior action
éommitmeﬁts or with IMF program tardets. Lp.this case monetéry

pbase has a decidedly negative ‘trend.

One of ﬁhe more notable features of the recent adjustment is
that reserve money does nét seem to have a positive relationship
with output. The explanation is found in Charts 8 énd 9, It is
total liquidity and the cost of'credit ;ha§m has a positive
relationship to real economic activity. The growth rate 1in
nominal liguidity has been falling since January 1984, inspite of
the fact that monetary base had been increasing until July 1984,

as. nqted',earlier. The décline ih liduidity " growth had  beer
engineered throﬁgh the drastic fall in intermediation and this it
shown in Chart 8 as the drastic fall in the ratio bf tota
liguidity and monetary base, ther'ﬁultiplier'. Real liquidity

shown in Chart 9, practically follows the pattern of real GDP
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For these reasons, the recent adjustment program in the

Philippines has .to be called monetarist.

Chart 10 graphs the inflation rate against the rate of
interest and the real GNP growth rate. 1In this this case the
-series. that is graphed is the level of the interest and not
changes in the level of interest. Beginning in the first quarter
of 1984, the intérest rate starts to mimic the inflation rate
reaching a coincident peak with the.inflation rate in the third
quarter ~of 1984. On the basis of current nominal interest rate
minus current consumer price index inflation rate, the feg%
interest rate is negative from the start of the crisis until the
second quarter of 1985. This development is at least consistent

with the disintermediation strategy of the government.

3.2 Actual Results of Adjustment

On the basis of the most commonly used ‘indicators,  the
Philippines had successfully completed a macroeconomic adjustment
by the end of 1985, six months ahead of the completion of the

then current IMF program.

Beginning from current account account deficits of $3.1
billion in 1982 and $2.5 billion in 1983, representing 7.9
percent and 8,1 percent of GNP in the respective years, the
country had achieved by 1985 a current account surplus of $8
million. Inflation, ‘which had‘peaked at 63 percent per year in
1984, had déclined to 5.7 percent per year by December 1985. The

Philippines had also paid off all the arrears in the servicing of
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'its foreign liabilities that had arisen as a result of the crisis
- except for those that had been explicitly restructured in

accordance to the adjustment program.

The‘uhqhalified succeés in achieving the balance of payments
targeis is shown in Table 3.3. By 1984, in one year's time, the
_metchéndise trade deficit had been reduced from $2.5 billion to
$0.6 billioh;-‘by 72 percent. Even before exceptional financing,
thei.PﬁilipﬁinQS”reduéed its overall balancé of payments deficit
between 1983 and 1984 by 33 percent, from a $2.2 billion to $1.5

billion.’

As we had pointed out earlier and as the IMF itself noted,
much of the painful stabilization measures had actually been put

in place in 1984 as prior action commitments.

The final success of the 'adjustment‘’ for a program that was
supposed to h;ve ended in June-1986 is embodied in thé 'February
1986 3.8 inflation vrate and the $8 million current  account
surPIUS'achieved for the year 1985. For'théigear 1985 the actual
end—period‘.inflation rate was 5.7 perceﬁ; versus the target 6f
10-15 percent. The 1985 target for thé current account according

to Table 2.3 was a deficit’df 1.1 billion dollars!

Did actual adjustment, in terms of an improvement in the
current account that provides the basis for recovery, take place?
The answgr.hés_to be no if one analyzes the record which I have

attempted to summarize in Table 3.4.
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Table 3.3
Balance of Paysents
{in illion §)

1994 1985
Before - - After Before  After
: Exceptional Exceptional Exceptional  Exceptional
Itea 1982 -1983 Financing  Financing Financing Fipanting
Nerchasdise Trade -2,46 - =2,482 419 1 L SR
Exports 5,021 5,005 5,391 5,391 4,629 - 8,629
lsports. - 1,667 = 7,487 24,070 - b,070 S8 5,111
Non-Merchandise ~1,040 -740 ~875 -975 111 i1
Inflon 2,983 3127 2,626 2,626 3,288 3,288
Gutflow 4,023 3,887 3,601 3,601 3,177 317
Transfers, net A496 472 384 386 3N 3
Current Accownt  -3,200  -2,750 1,268 L8 8 8
Long-ters Loans 1,548 1,347 -2m . 25 = I 1)
Intlow 2,533 2,336 730 1,259 870 4181
Oyt 10w 985 989 1,001 1,001 1,454 1,454
Direct [nvest, net 17 112 b b -9 -8
" Short-ters Cap, net -263 - -418 18 349 -1,92 -1,398
Errors & Daissions/
Bold Monetization/ A
Reval. Adjustsents 277 =254 80 53 m o m
Capital Account 1,57% 987 -187 1,068 -1548 2091
Unrenittable arrears/
adjustaents - - - - - 698
Overall Balance  -1,621  ~2,163  -1,455 0 -S40 2,789
Change in net
Int’) Reserves n.f. -1,011 444 444 991 9391
‘Decrease in non~ - : :
Monetary Arreéars n.fé.  -1,152 ~b4b -b4b 1,798 1,798
Exeeptional :
Fipancing m.a. - -1,255 - -3,631 -
Unresittable A
frrears/Adj. n.a. - - - -498 -

n.f. = no figure available
n.a. = not applicahle

4

Source: Central Bank of the Philippin

46a



In the first place, export volumes consistently decreased
during the two years of the adjustment. The year 1984 was a boom
year for developing countryrexéorts, but value of Philippine
exports grew by only 7.7 percent (against a target of 10 percent)
and volumes fell by 2.6 percent. The poor export performance in
- 1984 is blamedrby maﬂy éxporterg on their inability to maintain
supply to their foreign customers because of the high Qost of
credit (which could not be‘compensated by the real devaiuation in

that year) and the uncertain political climate.

The volume decline lofr exports in 1985 reflects tﬁe'
cumuiation of the strains introduced in 1984, the continued high
cost . of credit, and the actual appreciation of the peso in that
year (last line of Table 3.4).

Actual adjustment was achieved through a fall in..imports
mainly in - industrial inputs and capital goods. The fall in
capital goods imports is reflected in the 36.7 percent énd 20.7
percent fall in éapital formation for 1984 and i985 respectively
while the fall  in industrial iﬁbﬁéé‘ié‘feflegted in‘ithe 10.9
' percent and 10.5 percent fall in réal,industrial output in those

two years.

Merchandise import value fell by 18.9 percent in 1984 and
15.5 percent in 1985 bringing about an adjustment in the current
account inspite of‘the poor export performance. In 1985,l the
value of merchandise exports actually fell by 14.2 percent but
nevertheless a current account surplus was achieved in that year

through the fall in imﬁorts.
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Table 3.4

The Adjustment: The Way and the Truth

Change from Previ

1984
Merchandise Luparts . .
Value [(US $) 747
Volume (see note 1 below) ~2.6
" Marchandise Imports
Value (UGS %) : -18.9
volume (see note 1 below) ~31.9
Nor—0il industrial materials imports
Value (LS $) ) _ Co=12.2
Capital goods. imports Value (US %) -32.3
Gross National Product, Real -6.8
Output from
Agriculture 2.9
Industry ~-10,9
Services —2.3
Expenditures on :
Personal - consumption 1.5
General government consumption -6.1
Capital formation - TA
Reserve Money (End-June level) 68.95
Net foreign assets . -78.¢&"
Net .domestic assets 74.9
Central hank credits to _
" Central government 5&6.5
Deposit money banks: ~47 .2
Dthers (see note. 2 below) 195.4
Reserve Money Net of Other Credits ~-188.3

(End—Jdune level)

Interest Rate on 91 day Treasury Rills 42.2
¥ evel in December, percentage points

Consumer Frice Index (December level) 50.8

Real Exchange Rate (Pesos per foreign
-eurrency). -21.8

47a

~15.7
-13.9

-31.1



5@5@,Qn&aVY'reLiénéé*°n:m°”°ta‘i$t adjustment, authoritarian
Qﬁvernméntlstylé;‘ is'shpwn'in‘Table'3.4 as nominal reserve money
ngg:jbfﬂfpldcké@{”Q;hgr”b;edit fell by i83.3 percent in 1984 and
20,4“percent in 1985. Even monetarists would pfobably_consider a
fall in reserve money available to the financial system as a real

measure of credit tightness during the period.

At . the -end of the 'fad:,'lnst;ment.per_i,od. the  exchange rate,
which had been consistently overvalued -in the seventies and which
embodies the countryﬂéfinadequate 1qu-;ﬁq adjggﬁment,'“has bégun
to appreciate again...g'reversal of this trend will be necessary

to set the stage for growth.
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4.0 Alternative Adjustmént Strategies

Irrespective of one's political attitude, the fall of;the Marcos
governmeént in the midst of an adjustmént program, 13 months into
.an official IMF <progfam} must be interpreted as an indirecﬁ.
indication of the ‘innappropfiaténess -of ‘the , macroeconomic

strategy that it pursued.

This section discusses some possible alternative ~adjustment -
strategies that might have been pursued. These suggestions would:
have’ él;A' the' disadvantages of being made in hind;ight
particularly since the gov@rnmént to which theéé sugéestions are
‘béing made has been consigned to the dustbin ot history. It is
entirely possible that the policies implemented byv the falléﬁ

regime were the only actionsAit_éould have undertaken.

‘However, the fact that, upon its assumption of power in
February - 1986, the new Aquinb goVerﬁment saw fit to retain the
Central Bank governor who had had the prime'reéponéibiliﬁy for.
carrying the most destructive of those-policies suggests £6A us’
that the lessonsAfrom‘that‘period have not been 1eafned‘and'thére
is still some vélué to pro&iding some - paten;ly hypothetical
suggestions to the unlamented‘authoritarian government at this

late stage.
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4.1 Political Parameters in the Adjustment Program-

At this point, "let us first identify the immediate constraints

within whiéh‘the'authoritérian'régime had to operate.

First, the dictatdrship had to re-establish a good working
relationship with the IMF and the international bgnks if it were
not ‘to lose the support of the government in the United States

and other goverpnments in the Western alliance.

Second, the dictatorship had tb defléct public criticisms of
ghesel goVernments' subport for the regime by carrying out and
winning i; open electionrexercises,“The Aquino assassination had
crgated a wide rif; within the»ruling‘classess.Election‘exercises
were necessary to legitimize thenfegime in the eyes of the world.
These election exerclses were also 'serving the purpose of laying
~down the moral basis for cracking down on those members rbf the

ruling classes which opposed the dictatorship.<17>

Third, the dictatorship had to: maintain the resources of its
band of .supporters ‘and maintain its capability to reward and
punish materially in the face of the domestic political challenge

that it faced.
4,2 Adjustments Since 1980

All the suggestions that we make here have to be evaluated in the

light of these constraints,

The first suggestion that must be made with respect to the

Philippine experience is that economic adjgstment ‘should have
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commenced  in 1980. in response to the looming domestic 7fiﬁaqcial-
erisis that laid bare the innapropriateness of the previous
invés;ment strategy.<18> Affer, 1980, " the. Philippines was

basically borrowing shoft—term‘to*sustain‘paymeﬁtsfon'médium "and
long teérm ‘debt. Almost half the ﬁationél dept was inéu?féa

between 1980 and- 1983.

The dictatorship did seem to attempt to implement vari@us
prog:éms - that would normally be classified as  adjustment
oriented. The most important Qf' these were fhey'strpctura;

adjustment loans with the World Bank that combine import

liberalization with financing to key manufacturing sectors, such
as _the the textile industry, ~to make these more . export

competitive,  These programs, however, did not succeed in

significantly inducing adjustment.

In the first place, the Marcos regime did' not, have the
polipical_-capabiii;y to carry out these programs as they were
intended. The country did meet the schedule of reducing the
(arithmetic) average tariff rate from 43 percent in 1980 to 28
percent in 1985. In the meantime, however, the currency continued.
to - appreciate in. real terms ‘ana the- program to remove
quantitative Nrestricﬁions 'Waé being suﬁverted through the
mechanism of increasing the participatibn in the import trade of
government corporations and private companies operating under
‘incentiVes ~and protéction, many directiy provided for _by

presidential decree.
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Moreover, .a more aggressive‘egghange rate stance w°uldﬂhave
induced . significant loss of the support‘ffcm the ruling classes
V(spmething‘, that éventually happened. ~after  the .Aquino
lpssassinatioh ~ and _thé subsequent  election 1 exercises).
Fgfthermore; tpé:'rempval_of the.quaniitapive restriction system
wquid‘ haQe contradicted' the regime’é. program . to ?ehrich its
~allies. An import control sYéteﬁ has the‘advantagé that it can be
directly applied to favoring some economic actors as opposed to
others. In any event, what'ﬁappehéd w%s_that the Eretton‘Woods
agencies did not abandon thé_regime in 1980 when there were more

' resources for an orderly adjustment but finally did so in 1983.

In thgvsecond'p;ace, ‘the adjustment program might not have
succeeded ieven; if it had péén imp;emented as "desigﬁed'!“ Thé
cdﬁntry did;not have ﬁuch-access.to foreign financing, except in
the’ short'term( ‘to finance the investment that.would ha?e‘ been
réquired for such an adjustment. The inveétmenﬁ climate was soO
'pooi the funds that had»beeﬁvreceived for the ‘iextile“ihdﬁstry
program wére not 7é§env half utilized. The country's growth

consistently decelerated from 1980 until the crisis struck.
3,3 A Gradual Stabilization Starting 1983

Let us now discuss some alternétivevs;ratégies assuming that
adjusimeht_could bhly:haQe begun in 1983. Ih tﬁese suggesiidns we
aséume that an 'overail'prégfém could have ~been designséfxahd
imp;emented, witﬁ Vor'withOut the suppdrt.of the Bretton Woods

agencies. The following elements seem to be important,



1;‘ As we have shown abOVe,Athe govérﬁment's budget deficits
that had-_étarted -to- explode before tne. crisis had<  beeh
pripéipally caused by. its . need to.finance> the - servicing of
ngeigﬁ»_ﬂebt - that had been ihcurred by its financial .and‘ non-
financial. gorporatioﬁsay;A solition to this problemi'wouldﬁ have
been a proﬁéct for which thé_Bréttqn<wO§ds>agéncies would have

been eminently<qualified to have lent support.

A ‘éolﬁtion‘tq this‘probiem would have been the real key to
the 1983 balance of péyments crisis. When the crisis began, ‘the
economy was being opergted by encouraging the inflow oﬁ -short
term debt in order to service previous commitménts on the foreign’
Adebt.vaﬁis strategy ponditibned all the macroeconomic = policies
that were being'pursuedf - No irﬁly adjustmenf ofiented policies
could 'have -béen seriogsly considered unless. this préblem was

first addressed.

There are a<£ew,policie5fthat,would=haveAbeen indispensable
in this effort.

1.1 -The . government should haye,ﬁegun a serious effort - to.
gglleeﬁ all} debt payments»ovefdue from private - borrowers to

government financial institutions.

- The political enormity of this task stems from the reality
that the 'effort would havefreqhired the regime to askv its
gtrbngeSt"supporte?s to rgmitfpart‘of their foreign assets back
 to the countrfy. Given that eventually the Marcos dictatorship was

toppled from power, -the inability of the Marcos group to stage .a
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return of foreign assets is an example of time inconsistent
behavior. |

‘1.2 The ggove;nment:-shou1d not have viewed the problem as
solely that Qf the reopening of:tradé-credits but  should have
begﬁn-:a . serious _renegoﬁiati6n~ of foreign debt service _and
guafantee-liabilitiés;-_As part of this strategy, the gbvernment
should have been prepared to declare a debt .service moratorium
until the —negotiations had been completed to its satisfaction.
The unacceptability of negative growth would have been a key

element in such a position.

In the meantime, as .the negotiations -might have proceeded,
the country might have declared that its debt service would - not

exceed a given proportion of its exports.

We must comment dh( the difficuities; invqlved in this
proposal. As.we said above, it was 1in the nature of the = Marcos
QQVerﬁmenp that it was seeking support from U.S. “‘and the
international businesé community. Moreover, iﬁ 1983 and most of
51984, Mexico was still the darling of international'community for
‘haVing-_carried ;out aAswift‘AIMF-spdnsored' adjus;meht pfogram
(which eventuélly unraveled). it“did not seem fashionable ‘then to
carfy out a nonradically inspired analysis of anyilcountfy’s»

inherent capability to service its accumulated foreign debt.<19>

As a countérargument, "it must be pointed out thagﬁ‘thé
Philippines ‘lived through 1984, Mexico and all, with no
commercial financing and in 1985 the projected .fqreign'tfund

inflow did not materijalize (see Table 2;3). Instead pf. working
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with a mendicant stance on rrnancing that was not available
anyway, the ¢ountry ~could have taken a more . aggressive debt
negotiating stance.<20>

1,3‘7The.‘government - should . have reduced unecessary and
avoidable expenditures. Expenditures related to defense and the
‘electioh exercises would have been of immediate impact. df longer
term effect but evén more important a program to privatize . the
nonperfqrming corporations whose debt obligations,had been taken

over by the government should have been started without delay,

2.0 The government (and its sponsor, the_IMF) should have
sgriously addressed the proplem,of'credit . expansion to those
sectors whose expansion would have been consistent with éconqmic
adjustment, This applies particularly tommanufactured exports and
§ma11 domgstic,import—substigutipg_industries.‘In the face of the
reduction of credit, it might have been most effective to channel
it to these industfies through a selective credit program. . This
would'have_permitted:exporters to retain their overseas customers
and exploit the 1984 world export boom and import~substituters to

take advantage of the devaluations. .

In fact, the credit program that wds put in place during the
period was direqted at removing special credit agcomﬁbdations.
The Bretton Woods agencies viewed,ghe‘criSis as the ppportunity
for completing the domestic financial liberalization program, an
attitude that stemmed £from their - long experience _in  the

recalcitran¢e of the government. These special ac¢ommodat;pﬁg
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were heaviIY' biased in  favor of the large, Vnonvttadeable
projects. <213

3.0 The‘-gpvernmenn snoula nave pursuea a poLlcy that
combined a devaluation, say back to 1978 real exchange rate
level, ' and’ ;empor#ryvexport subsidies. A gradual depreciation
back _t0‘1972‘rea1'levels should have been undertaken only when

sufficient international reserves had been built up.

‘The qevgluationSfOf October 1983,and June 1984:brought the
exchange rate back to 1972 levels in one year -and iqduced
inflation. A 'brief experiment with é crawling peg in 1981 had
been .interpreted as a . failure as it was soon overtaken by
currency speculation.<22> This experiment had, however, been
carried out in the context of a large, - and growing, government
budget -deficit. A more gradual devaluation 'might have been
effective in conjunction with the first policy suggestion ~of
finding a solution to the large government budget deficit.

4.0 1Instead of the'punifivejIMF eeilings, which aétuélly
required that reserve money be restored to its 1eVe1<bef6re the
May 1984 elections, a growth ih‘réségve money c¢onsistent with a

ILO percent real growth should have beeh implemented in 1984.

Higher mohetarg ceilings would have been quite acceptable to
the Marcos government. However)',given: the past ;experience}
attain@ent of the higher ceilings would not have ensured thaﬁz;he
additional resources. could have been applied to adjustment,

especially as would be reguired in policy suggestion number one.
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This Aéolitical judgement; which the -IMF probably does not
seek to have:a reputation of even bkeing capable- of .msking, would
stili_ not'lhave- jéstifiedvAthe-ceiking-bésed* on . :pre~May 1984
levels, especially if it was trﬁe,yaémit'wﬁsg that the inflation
in‘19843was‘moré immediately caused by ‘the nomihal ‘devatuations,
and not by the increase in liquidity. The high interés@ rates and
massive sales of Central Bank securities in the third quarter of
1984 were the only recourse if the prior actién commitments could
bé met inAtime fof an IMF s£andby agréement by December 1984. .

5.0 The disintermediation that characterized the adjustment
chuld have been avoided. Theré should 'never haQe been any
significant issue.of interest bearing bills by the Central Bank
" and interest rates should:not have ﬁeen allowedjto<shobt up- to
astronomical ievelsq These policies might have seemed unavoidable
to. the Marcos government when the inflationary precess had - been
»s£arted~and_the-monetaryAtargets had to be met before ‘the end . of
1984, In such. a situation, a government that had had more
confidence in its domestic suppprt>might have chosen not to meet

~the implicit IMF targets for 1984,

~In. hindsight, an economic management-that permitted _ the
-nominal interest rate to Dbe two points- higher than actual
beginning in 1983, and peaking at 20 percent,in the ilast‘ three
.months of the same.year would have been an effective pelicy, as
"we shall show in the simulatiops that we report below. It is true
thaf, “after 20. years of domestic interest rates pegged on anti-
usury_ceilings, the crisis revealed the power that interest rate

. policy could have in monetary management.
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All .of these suggesticns point toward a more early and more
graauallst staoplllzatlon program, Wlth the Vvliew that adjustment

will have to_befundertaken over a more extended period,

We present here some calculations using on a small model of
the economy in order to 'illustraﬁe a. more gradualist
stabilization program, Because of the experience that large macro
models existing for the Philippine economy have been unable ﬁor
reproduce developments in the economy after 1983, we decided to
- estimate a macroeconometric model based only on data from 1982 to

1985, the data in Tables 3.1 and 3,2.

The model speéification»(and the specification search) was
heavily influenced by the discussion in section 2 :about the
actual adjustment experiencelfrom 1983;85. The model is estimated
on monthly data from 1982.10 to.1985,12;“ For the data on gross
domestic ppoduct,‘for‘which only quarterly‘data is-availablé, the
data for he guarter is assigned for the three months in that

guarter,

The estimated model, moétly estimated by two stage least
sgquares, - is presented in Table 4.,1. For each equétion in Table
4;1 we also present the within sample root mean square error of
the equation obtained from simulating the whole model dynamically
within.the sample period. Serial correlation was a p;oblem in the

. data set.

The first equation determines the price level. Price  level

declines as output six months ago increases. It increases, in
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. Table 4.1
WITHIN PERICD SIMULATION MODEL

Behavioral Equations:

(1) P, = -215,89 'fo,goss f, . + 81,13 xr +41.45 e
P ae2.2m 0.0038) T (1e.19) ©  (1.g3)
Estimated by TSLS
R® = 0.96 .~ N = 39, 1982.10 to. 1985.12
DW= 0.94 F = 282.3
SEE = 32,04 Mean of dependent var = 567.4
W/in sample RMS percent error: 6.1 - ’
b ir
. - t t, .
2y q = 22253.40 + 0.25 (P ) = 203.74 (=)

» (4556.85) (0.15)-"t (176.18) 't

Estimated by TSLS,K corrected for serial correlation
by Cochrane Qrcutt method, p = 0.54

| ©.15)
R = 0.47 N = 39, 1982.,10 to 1985.12
= 1.49 F = 12,4 _ ' ,
SEE = 1379.17 Mean of dependent var = 23965.2

" W/in sample RMS percent error: 7.2.

3

(4)

(5)

e ~4,27 + 0,015 P 4+ 0.073 i + 0.00034 b

t % i0.94) (0.001) "3 (0.018) © (0.00004) °
Bstimated by TSLS

R = 0.96 . N-= 39, 1982.10 to 1985.12

DW= 1.07 - F = 285,7. i

SEE = 0.81 .. Mean of dependent var = 14.97

W/inh sample RMS percent error: 6.6

ft“ = 4.26 - 0.018 i

(0:41) (0.012)

Estimated by OLS corrected for serial correlation
by cochrane-Orcutt method, p = 0.84

o - (0.13),
% = 0.68 N = 36, 1983.01 to 1985.12

. bW = 1,20 F = 38,2 ' .
SEE = 0.20 . ) Mean of dependent var = 3,94
W/in sample RMS percent error: 8.3

m, = -1010,73 + 0.221 Yo T 13.05 S

'(1168.74) (0.033) ' (55.27)

-Estimated by PSLS corrected for ‘serial correlation
by Cochrane-Orcutt method, ¢ = 0.82

- (0.12)
® = 0.84 W.= 39, 1382.10 to 1985.12
DW = . 079 - F = 66v1 .
- 8EE = 260.22 Mean of dependent var = 4325.6

W/in sample RMS percent error: 10.4

Yariable Definitions

sF'UmH‘ﬁﬂm

[ s s s O

-

consumer price index, 1272 = 1CO

gross domesti¢ product in constant 1972 pesos
credit multiplier,  liquidity/money supply .
nominal exchange rate, pesos per U.3. dollar
monetary base, in million pesos

interest rate on 9] day Treasury Bills .
imports in constant 1972 prices



mqnetarist fasﬁion,"ﬁhen the money multiP}ier,»“g measure . of
general Acfeﬁiﬁ» ava;iébi}ity_ ihcreases. Devaluation exerts
significant upward'prgssure on the price 1eve1..Thevnatufe of the
latter effect has been disqusged:extensive;f inATaylor [1983] and

Bruno Elé?éj;’:

The second equatidn.gives»shortrrun output, measured by
quartefly-.grbss domesticAp:oducg, - as funqtion of real mbneﬂary
base and the real interest féte. In this médel, moﬂetgry base and
the interest rate éfeAtreated as exogenous‘variables; indepehdent
of each qother.iiThé justification’ is tﬁé'recent expefience' in
 which the Central Bank had been able.to lead in interest rate
determiration through N;he sale of its>ih£grgs£' béaring bills.
~ Furthermore, asA;shown in’theASection 2;, the evoiution‘ of thé

 money supply had become completely tied to the program ceilings.

The third equation expresses the exchange rate. as a positiVe
function of three variables, = ai; highly significani
statistiéallyé the price .level three months previous, ths
intéfest' réte,; and the monetafy_base. The first and the thir
vériaéies ha&é standard Sigﬁg. "Attempts ﬁo estimate the exchéng
rate as a hegative functioﬁ'of the interesg rate, tb‘embody th

Central Bank operation of raising interest to defend the exchang

rate,_failed.

The fourth equation embodies all of the monetary gelror fc
the model and says that the nmioney multiplier .- is a negativ
function of the rate of interest. The justification is again  tha

in the adjustment period, the interest rate was used to contrc
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totél,liqﬁidity. Thus, total }iqui@ity is implicitly determined
from this equation along with the exogenous Vvarilable monetary
. base, Because of this ‘equation, eguation two is really a
statemént that. output in the short run depends oh rga;‘ liquidity

ayal.l.ab.l.e in the economy .

The fifth equation is intehdgd as an import demand equation
with  standard signs. An increase in the exchange rate reduces
rea1v<imports;..That it is<ou;pu;.sixvmonths,previous that is the
activ;tyi variable for‘impo;ts} current outpﬁt.and shorter lags
having 'e#hibited the negative sign, reflects . the inteﬁse
speculation in and the high financiné cost of imports during the

~period.

We do not have the iuxury of‘exPlaining the many other
alternative :specificatioﬁs that bad béen tried. We suggest ﬁﬁe
mode] ﬁé be one,thgﬁ embodies the important parameters’ iﬁ the
economy during .the 1983-85 adjustment and one that fits the

limited data évéilablé adegunately.

‘The operation. of thé'main part of the model begins - with
<equatidn 2‘whiéh aéiefhineé curfent Output from the évailability
of current financing. Current prices are. then determined through
equation "1 from demand elémehts ultimately related to liQuidity
.through the money multipliér,«QOSt‘ofvimported inputs through the
gkéhahge raté,_{and supply‘of_OQ;put’éix months earlier. It visg
implicit 'in tﬁe interdependence of the equations of  the model
that output depends on imports which in turn ‘depends on the

availability of financing.
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There 1is a'Qistinctly negative relationship between -output
‘and prices that is embodied in the model in line with the short-

run stabilization experience..

The gradualist- counterfactual ékpefiment that is, reported
here assumes that serious stabilization policy would have begun
in January 1983, the month when a new IMF program had actually

.begun!

The" policy instrument used here is the interest rate which
is 'peggea two percentage points higher than actual in ﬁhe
beginning of 1983 and is allowed to rise to 20 percent nominal in
the last threée months of 1983. Subseguently, it is brought down
graduallyl to nine percent. nominal by . December 1985. Chart 11
provides a comgarison of actual nominal and the proposed interest

rates over the simulation period.

Based on the model, the i@mediate effect of the policy would
be on the money multiplier and implicitly on total liguidity.
Chart 12 shows that under'thé proposed p@lidy the multiplier
WQuid‘ be slightly below the base ruﬁ yalues for.the mgdel until
April 1984. éeyOnd this monﬁh,'the proposed mgltiplier would- stay

relatively stable'at around a value of 4.

In. this simulation, the actual values of the money supply,
which had been, in the main, consistent.with the IMF progran
targets during the period, . have been used. Thus, itlwourd’be the
“ values of totalvliquidity that would be inconsistent with the IME

program targets. Chart 13 provides a comparison of the actual anc
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Table 4.2
Siaulation Recults

Consumer Price Index . Exchange Rate ‘ Multiplier laports Grose Domestic Pr
year.month  baserun gradualist  baserun gradudlist baserun  gradualist  baserun graduslist baserun  gradu:

1903, 01 374.5 7 99462 10,0930 4.0437 4.0078 4325~ 4328 25725
1983.62 - 3711 374.2 9.9748  10.0213 © 4,0378. §.0019 4256 4754 15270
1983.03 3750 37641 9.9300  10.076F - A.0329 3.9969 4197 4195 25063
1983, 0% 350.6 355.7 10,0127 10.2061 - 4.0287 - 3.9927 3009 5007 PEH
1983.05 In4,2 © o 36%.4 10,3460 10,5434 4,0281 3.9892 4966 4963 20279
198306 3873 363.2 104705 10.4001 4.0309 3.9862 4936 4933 25102
1983.07 345.9 358.5 - 97319 10:129 $:.0238 - 3. 9449 4673 43584 25222
1983.08 562.9 375.0  10.0B64  10.4380 4.017¢ 3.9447 . 434 4453 25033
 4983.09 306.6 378.7 19,1558 10,5198 4.010% 3.9423. 4481 4389 25119
1983.10 - 4011 420.5 11,0183 11,6110 4.0042 3.904p M7 873 234b4
1983, 14 430,2 436.4  11.94B8 12,4993 3.9945 3.9033 4479 8375 29494
-1983.12 501.2 919.6 13,4819 14,0070 3.9870 3.9022 4444 4320 25778
198401 - 496.3 5t8.4  13.3620  13.8334 3.9039 3,9380 4428 4209 25468
1994.02 - 497.1 b3 13,3933 13,7639 3. 9666 3.9373 4392 4200 25034
1984.03 92,3 5M.0 0 147355 15.1178 39641 3. 9386 4375 4194 24912
1984, 04 3693 288.8  15.,205%  15.4851 3,9617 3.9728 4340 4159 2508
1984.05 368.8 982.6  15.263§  15.3661 3.9282 .93 4442 4240 24814
1984, 04 - 12,3 813.5 16,6094 - 15.1803 3.7993 39719 4484 4321 23815
1984, 07 54,0 6721  1B.5142 17,5557 “3.6831 5.9899 4388 4294 23445
1984.08 665.2 643.7  1B.0605 16,875} 3,649 3.9894 4294 4240 23044
1984.09 674.7 440.3 18,4303 16,7375 3.5707 3.989% 4267 4228 77352
1984, 10 2.7 638.6 19,5208 17,1783 3.4934 $.0259 4284 A310 23828
1984. 11 705. 6 #3.6 19,3448 16,6085 3.4748 1.0237 4226 4312 2{72
1984.12 157.2 681.8  20.403%  17.7082 3.48%4 1.0256 391 4269 22169
1985, 01 732.8 652,27 19.5037 17.0443 3.6178 1.0254 3920 4349 22518
1985.02 703.7 623.2  18.5895 15,3289 3.6948 1.0253 3843 4333 22787
1985.03 T45.4 649.8. 19,5680 - 16.9574 - - 3.6525 1.0252 3876 4278 12351
1985.04 738.4 34,8 19,3406 16,5811 3.4396 1,0252 3562 4299 22314
1985, 03 709.4 602.5  1B.6054 15,7424 3.6305 }.0618 3550 317 22891
1985.06 726.9 616.9  18.9946 16,1224 3.7019 t.0618 3642 4358 22758

- 1985.07 7016 999.6 18,2809 15,6695 3.8047 84,0617 3731 8313 13264
1985. 08 b74.8 S81.4  17.4495 15,2194 3.9001 4,0617 3799 4302 23069
1985.09 691.6 598.5 17,7489 - 15.6155.  3.9330 4,0617. 3742 4277 24092
1985.10 b71.% 383.8  17.2238  15.2763 3.9515 4.0614 3741 4301 24215

. 1985, 11 663, 1 576.2  17.0064  15.0651 3.9588 4.0983 3738 4364 24342
1985.12 783.9. 679.7  19.472] . 19.34%8 3.9624° 4.0983 3763 43135 24852
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the proposed values of total- liquidity implieit in the:gradualist

simulation.

The simulation results. for the key.variables are given 1n

Table 4.2.

For’ inflation, the gradualist values are slightly; higher
‘than the base run values for 1983. Chart 14 depicts the actual,
base ;run, nnd 'gradualist' ievels-of the consumer price index
during  the simulation period. .December 19283 base run inflation
rate is 33.7 percent while the gradualist value is 39 percent.
This“ ie due to the higher interest rates - in the alternative
approach for 1983, In the model, higher interest rates are fe#t
as higher~‘import financing cbsts, and translated .into higher

_prices.

The proposed alternatiVeTpath shows a slightly higher than
base run inflation rate unnil June 1984, after which the base run
pricé levels ‘are significantly higher than the. pr0posed"path,
(Both the base run and altefnative‘paths show a deflationary
price trend from January 1985 which does not appear in the actual

data.)

'From ~January 1983 through May 1984, the exchange - rate
depreciates faster in thg graaualist'dompared totthe base run
path {Chart 15). Beyond this point, the exchange rate 'shows
values lower than base run. December 1984 base run exchange rate

is P19.5 (compared to'Pi9.9 éctual) which is higher than P17.7 in
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the alternative approach.. This P2 difference is maintained until

the end of .the simulation peribd in December 1985.

The more . .gradual 'stabilization policy‘ has its most
beneficial effect on the :eal_vgriables. Gross domestic product
for 1983,. uﬁder early but more gradual adjustment, is'lower‘by
2.6 bercent.than the cérfesponding bése run 1éve1. GDP grows by

‘1.8f'percent in 1984 as opposed a decline of 6.6 percent in ' the
‘base run and 6.8 percent in the actual. In 1985 there is another‘
"positive growth of 1.8 percent as ppposea‘t0~.a fall of 1.2
percent in the base run and 3.8 percent in the actual. In Chart
16 the level of guarterly real gross domestic product under more
gradual adjﬁstﬁent is pfagticélly‘constant‘through the period .

while the actual and the base run values exhibit large drops.

The same flat pattern is shown for imports, except for the
- year 1983 (Chart 17). For 1983, both. the base run and tﬁe
alternative path show an earlier fall in imports than the actual.
The alternative path is ﬁowever lower than the base‘run;. by 2.8
percent in December 1983, as a reflection of the earlier start of
the adjustment ror the gradual strategy. Beyond November 1984,
alternative path imports are higher than both base run and actual

values.

Imports for the whole yeaf.of 1983 are 1.1 percent "lower
undéf‘ the.;altéfnative'path campared to the base run path. For
1984;__impopts.'are'a fuil 7 perceﬁt higher for the aiternatiVe‘
path: for 1985, imports are 15.8 percent higher compared to the ‘

corresponding base run values.
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Table 4.3

ADDITIONAL FINANCING CALCULATIONS
(In Million §) |

Actual:
Merchandise éxports
Merchandise ‘imports
Merchandise trade balance:
Curtent Acbount Balance

Memo: Target

Current Accoumnt Balance

Alternative:

Merchandise imports
Merchandise trade balance

current Account Balance

- Additional Financing:

“Against actual trade -deficit
Against target current
account balance

63c

n.a.

1983 1984 1985
5,005 5,391 - 4,629
7,487 6,070 5,111
-2,482 679 =482
-2,750  -1,268 8
-2 r 800 -l Fl 500 -l '300
6,533 6,413 6,614
-954 403 1,499
171 191



Let _us now compute the additional financing that might have
been hecessary for the alternative-path. Let us assume thg level
~ exports to be what they actually were during the period . 1983-85.
This is a conservative assumpﬁion since exports themselves were
constrained by 'financing' cosﬁ during thg period. Under this
aésumption, using the inflation and'exchanée rate results from
thé alternative path, the merchandise trade deficits in 1983,
1984 and 1985 would have-been $1528, $1082, ‘arid $1985 billion

respectively.

Compared to the actual merchandise trade deficit these
. alternative import values would'havé meant financing‘réquireﬁents
of $954 million-less for 1983, $403 million more in 1984 and

$1499 million more in 1985 (Table 4.3).

Thus an additional net finanéing requirment of $948 ﬁilliqn
‘ovr three years would have been required by the alternative path
for merchandise trade alone. Giveh that bv end 1985, §$1.74
billion of the‘trade facility had remain unused, there seemed to
have‘been‘sufficient.résources for the alternative strategy. In
fact, the economy was so extremely depressed.that by 30 September
1986 $1.66 billion‘of the trade facility remained as deposits
with the Central Bank. Between 1984 and 1985 alone, the
additional financing required would havé been‘$1802 million. Even
‘assuming - that the reduced financing requirement- for 1983 :had not
materihlized, this would only have meant an additional financing

requirement of $100 million for the years 1984 and 1985.
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The suggested approach islstill‘monetarist, since it relies
on: credit control. However, 'the model that is uéed emboéieS'the
cost pﬁsh elements that had a strong impact in the_period of the
1983-85 adjustment. These results suggest that an abrupt monetary.

correction should be avoided in such an economy.

The .sqggested‘ approach would only have been feasible in
conjunction with the other elements that we suggested above. In
particular, significant progress in solving the government‘budéet‘
deficitfgoéernmeht corporate Contributions problem wduld‘have to
be made. In this problem, strong legal actions -and negotiating
. stances usually aésociated wiﬁh unorthodox adjustment ‘policieg.

would have to have been undertaken.
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5.0 Some Lessons from the Experience

Let: us sum up here some of the elements that were part of
the 1983-85 adjustment experience in the Philippines.

1. The first lesson is that for an economy such as that of’
‘the Philippines where labor and other human costs of operating
the economy's production processes do not adjust to (or through)
inflation, <23> a monetarist prograﬁ which depends on  the
constriction. of . ‘credit' to ~sblve ‘the external | imbalance
{stabilization) is effectivgf

2, When such a mbnetarist program does work in an economy
sﬁch éé. the Philippines, it works with a vengeancé,beéausé of
features that are present in the economy. Since working capitai
is the first to:be~constrained and since such ca?ital tends to be
almost  whoI1y raiééd from the financial system, ia‘ monetarist
'program will immediately shut down the manufacturing.sector and
reduce imports. - |

However, the raising'of workingAcapital finance cost and the
increase in.itS'localﬂcurrenpj)cost induce inflation even as real
iiquidity is deciining draéﬁically; General'inflation unmatchéd
by income increases leads to reduced real ihcomés and reduced
domesﬁic demand. | |

3. A monetarist program that works through the constr}qxiOn
of credit 'has-véry poor chance of induéing a .real adjustment
'beééuse of £hé‘ve:y fact that it kills off investment., In an

economy such as the Phil;ppines, “where as much as 70 perceht of
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GDP can be classified as nontradeables, an -enormous amount of

iﬁvestment' is required to incfease the domestic production _of
trade;bles.‘-But ~tight financial credit-will not permit this ﬁo
occur;

4. The cost Qn_thé.human populatioh of such a program is
enormous. Table 5.1 :eports_dn the weight for height status of
pfeschoolers in the Phiiippines in 1984 éndl1985. In one year,
there was an increase from 13.3 ;o'14.3 percent in preschoolers
who fell less than 85 percent. of the Qeight-height étandafd. As
would be expected for a countfy with-a_large nontradeable sector
located in cities, the same statistic shows an rncreasé from 8.8
percent to 14.4 pe:cenﬁ in the ﬁatiﬁnal capital region (NCR). ﬁf.
Manilé.‘ The‘human‘tradeoff against a program that didvnot put in
place a real adjﬁstment is deeply negative.

5. The IMF must work with the government currently in
~power. Even thouéh the IMF has an overall framerrk which, at
léast_ hypoihetically, 'will 'wdrk‘ in * some - fashion such a
framework is often not completely implemented. This was
especially evident in thé 1984 portion of :he.adjustmenﬁ program
even though it was not officially under the IMF; Dbut it was also
true in 1985. Parts of the agenda that are in the interest qf‘the‘
govgrnment in‘power will be implemenﬁedg parts,that.are;not will
‘be  amended or. not implementéd at . all. The actdal resulting
program will be in.the interest of the government, 'thch'is not

necessarily consistent with any real success in adjustment..
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Table 5.1

DISTRIBUTION OF PRESCHOOLERS BY WEIGHT~-FOR-HEIGHT STATUS (WH)
o BY REGION, 1984 AND 1985

—— L —

Less than 85% of WH Standard Greater “than 85% of WH Standard

1984 . 1985 ‘1984 1985

Regiqh Noe. %  No. % No. s . No. %
Ilocos 54 17.2 63 20.6 260 92.8 243 79.4
Cagayan Valley a1 12,1 31 8.6 | 298 87.9 230 91.4
- €. Luzon 67 16.8 82 24.2 332 83,2 257 75.8
s. Tagalog 71 19.6 52 15.3 292 80.4 288 84.7
Bicol 50 187 21 10.6 218 81.3° 177 89.4
W. visayas 38 13.3 44  20.1 237 86,2 175 79.9
C. Visayas 18 - 6.1 14 5.6 277 93,9 23 54.4
E. Visayas 26 11.5 26 15.5 223 88.5 142 84.5
W. Mindanao 8 5.3 12 9.2 144 94,7 119 90.8
' ¥. Mindanao 16 10.7 14 10.3 134 89.3 122 89.7
S. Mindanao 14 12.2 18 14.8 101 87.8 104 85.2
C.. Mindanae 16 9.3 20 ‘9.8 156 907 - 185 90,2
NCR (Metro . 19 8.8 43 14.4 198 ' 91.2 256 85.6

Manila) | ‘ :

NATIONAL 441  13.3 440 14.3 2,870 86.7 2,634 85.7

Source: National Nutrition cbpncil‘Suriey,_I9B4 and 1985,
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The element that would have been a”key ingredient in an‘IMF
program which the Marcos government found ways to suppress is the
private sector response.. In fact, the program in the Philippines
channeled private sector re$0urces‘away from investment that
7might have increased the production of tradeableé_and directly

into the financing of government reguirements and debt service.

Even assuming for the sake ©f argument that the IMF economic
model is correct, it is highly unlikely that any govefpment in
‘the Philippines will .accept the IMF monetary model as being
gompletely applicable to the Philippines. As shown intthe recent
‘experience, in a very autﬁoritarian<government, it will be very
poséible to religibusly fulfill progrém targets while killing off
ﬁhe very private sector which the IMF app;oach places so- much
reliance on. As an organization,whose'terms of reference are to
deal with governments, it can be futile for the IMF to aﬁtempt to

‘'suggest -that the government implement its competitive model.

The end result of such cross purposes in the case of the
recent Philippine experience is that the IMF targets were
achieved, stabilization was attaiﬁed, and, but for thé fact‘that
the government was eventually overthrown, the members of the
government succeeded in pfqteqting> their economic interests.
Thus, the two active parties in‘the‘program - the IMF and the
governﬁent - manage to ‘protect their own interest while the

nonparticipants‘beér the cost.
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The prospects for the Philippine economy for the rest of the
decade of the 1980s are nbﬁ brigﬁt. The recent adjustment progfam
left many of ;her'old" industries at 40 percent - capacity
utilization and indqced.ICORs hoveriﬁg around -4 for 1984 and
1985. and-éver 40 in 1986 when thé-firsi nonzero GNP growth - rate
was attained. The destruction of many of - the ' old industrial
'bpefations that occurred during the adjustment prcgram'-éuggests

that ICORs in the near future will be high.

It is unlikely that the country will recover therinveétment
ratios approaching 0.3 tﬁat.it achieved in the 1970s. Even if an
-invéstment .rétio of 0.2 were achieved, an ICOR of 8 would ;only
permiﬁ ‘an- income groch»fate'éf'z.S percent, which';is_ only
slightly below the 2.6 pqpulation Qrbwth r&teo -An ICOR. of 4, the
historical ICOR from 1960 t$ 1980, will permit 5 percent annual
grdwth.<245 If sucﬁ a érowth rate can be sﬁstained until 1990

theén pércapita income in 1990 would be 13.7 percent lower than it

was in 1980.

The key factor behind increasing the investment ratio is the
debt:service. with an‘average'growth‘rate of around 5 éeréent per
year, interest service will average 8 to 10 percent of GﬁP for
the rest of the decade. By basiﬁg its negotiating stance on thé
standard 18¥month IMF standby, the new Aquino administfati¢n'has
chosen . the o:thodox_stfategy to dgal with this problem. Tq.;educe
ité net debt‘serviéé‘burden‘tO'around.4 or 5‘pe}cen£'of GNP, lip
is_ negotiating. for a‘growth facility with the. commercial banks

"and the multilateral finance agencies.
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Footnotes

<1>See also Bello and Others [1982].

<2>There 1is some evidence that the country's o0il purchasing
operation was a channel through which the capital flight of the

Marcos family had been carried out.

<3>San Miguel Corporation, a beverage and processed food

conglomerate.

<4>The coconut industry program had managed to replant 55,000

hectares.
<5>See alsoc Table 1.2.
'<6>Lamberte, Montes and Others [1985].

<7>The IMF program targeté were updated during the program
reviews in the period. The value of the original table is that
the Philippine govefnment attempted to religiously fulfill the
monetary targets in the Nbvember 1984 table even when the targets
for- the endogenous variables in that table were being ‘seriously

‘migsed or overachieved.

<8>Quote from the telex from the Prime Minister and Minister of
Finance and the Central Bank governor to the IMF, multilateral

finanqé agencies, and the commercial banks dated 2 November 1984.

<9>The latter election was actually first announced in the U.S. -
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in a television interview Marcos had with David Brinkley.

<10>The week after the 7 February 1986 election the Central Bank
implemented the same strategy, mopping P15 billion in one week,
which is about 40.5 percent of the outstanding reserve money at
that time. The purpose was to meet the 1986 first quarter
mqnetary targets of the IMF program. But at this point the regime

had only two weeks of life.
<11>He eventually resigned his post in the financial institution.

<12>The nature of this long standing problem is discussed 1in

Bello and Others [1982].
<13>After the nickname of the Central Bank governor.
<l4>See Lamberte, Montes, and Others-[1985), pp. 15-16.

<15>In fact, military officers, acting in their private capacity

with the ¢learance of their superiors, accombanied the shipments.
<l16>See Lamberte, Montes, and Others [1985].

<17>If Mr. Marcos had managed to stay in power after that period,
a general crackdown on the 'legal opposition' was widely

expected.

<18> Of . course, it should have commenced in 1979, after the

second ©oil shock or in 1974, after the first oil shock.

<19>Such an analysis has now become fashionable in the academic

community, but unfortunately not s¢ in the Bretton Woods
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agencies.

<20>Even with the new Aquino government, the taking of a more

aggressive negotiating stance continues to be an issue.-

<21>In fact the Development Bank of the Philippines lent more for

real estate development projects than to agriculture.

<22>The IMF brogram which began in January 1983 was also intended

to help ward off the speculation against the currency.
<23>Such as in Taylor [1983], Chapter 5.

<24>Some more detailed calculations are reported in Montes

[1986].
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