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Abstract

Capital flight is defined as the movement of capital from resource-scarce developing
countries to avoid social controls. It is measured as net unrecorded capital outflow, or
the residual between officially recorded uses and sources of funds. Total capital flight
from the Philippines was estimated at USD 138 billion (in 1995 constant prices) for
the period 1970-2002. Including imputed interest earnings, the stock of capital flight
as of 2002 was USD 218 billion. Indeed, by any yardstick, these figures are significant
amounts of lost resources that could have been utilized to generate additional output and
jobs in the country. Were it not for capital flight, the Philippines would have reached
an economic performance like the Asian economic tigers.

JEL classification: F30, F40, 053
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1. Introduction

Research on the Philippines in the 1980s and early 1990s reported substantial
amounts of capital flight (Boyce and Zarsky [1988]; Vos [1992]; Lamberte et
al. [1992]; Boyce [1993]; Vos and Yap [1996]). The recent developments in the
Philippines brought about by economic reforms and adjustment programs, including
globalization and economic integration, would lead one to think that capital flight
will cease to be an issue. However, our present research shows that substantial
capital flight continues to be a problem for the country. As expected, high levels of
capital flight occurred in periods of economic and political crises and instability.
There were also cases of high levels of capital flight during periods of relatively
robust economic growth. This latter observation is counter-intuitive and needs to be
explained. Boyce [1992] and Beja [2005b], for example, explain the Philippine case
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using a revolving-door model of capital flight. But for now, we reconfirm the findings
of the earlier studies that substantial amounts of capital fled the Philippines.

The paper has five parts. Following this introduction, we discuss in section
two the concept of capital flight and why it is important to revisit capital flight. In
section three, we present a definition of capital flight and methodology. Then, in
section four, we discuss the results. Section five concludes.

2. Why capital flight?

Capital flight is not a new issue. There are studies documenting capital flight
from Europe and the United States in the early 20th century and, in the case of
Europe, during the 17th century and even earlier (Kindleberger [1987]). In the
1930s, John Maynard Keynes wrestled with the issue of capital flight (Crotty
[1983]). After World War I, there were concerns about capital flight from Europe
to the United States. In fact, this was a subject of debates at the Bretton Woods
meetings (Helleiner [1994]). Even in recent decades, studies have documented
capital flight from the Organization for Economic Cooperation and Development
(OECD) countries (Gibson and Tskalotos [1993]). In other words, capital flight
affects the developed world, too.

But capital flight is a particularly important concern for developing countries,
including the Philippines, for at least three reasons. The first reason is capital scarcity.
Briefly, capital flight contributes to the capital scarcity problem. It also restricts
the capacity and ability of the affected country to mobilize domestic resources
and to access foreign resources. Hence, in addition to a wide range of negative
impacts, capital flight retards economic growth and development. In other words,
it contributes to underdevelopment.

Second, capital flight can lead to a negative feedback process, which is
especially true during periods of crises and uncertainty. As resource constraints
become binding, and given the possibility of being cut off from external sources
of funds, economic growth will be further limited and more capital flight could
occur. Consequently, economic policies will become more difficult to implement
and raising the social conditions of the people become a heavier burden to address.
In short, capital flight makes the twin goals of economic growth and development
much more challenging to pursue. Capital flight knocks off developing countries,
already lagging behind on the economic ladder, several rungs lower. In this context,
capital flight is a threat to the developing world.

A third reason concerns economic justice, particularly the distributive impacts
of external indebtedness and capital fight as well as the legitimacy of external debt
itself. When external debts are being squandered by the elite or inappropriately used
to benefit only a few, the rest of society suffers. More importantly, the economic and
social costs of external indebtedness and capital flight are imposed on the majority
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of society. Thus, in this regard, we have to question the legitimacy of external debt
itself and the rationale for continuing to honor such debts that society on the whole
did not benefit from.

Recent interest in capital flight was triggered by the 1980s Latin American debt
crisis.2 In that period, there were two foci of research. One focus was the relationship
between capital flight and external debt because capital flight undermined the ability
of highly indebted countries to repay or service their mounting external debts
(Lessard and Williamson [1987a]). The other focus was whether or not external
borrowing fuels or propels capital flight, and vice versa (Boyce [1992], [1993]).

After the 1980s debt crises, capital flight became less of an issue and capital
started to flow back to the developing countries (Drabek and Griffith-Jones [1999];
Ffrench-Davis and Griffith-Jones [1995], [2003]), perhaps with the exception of
Africa (Boyce and Ndikumana [2001]; Collier et al. [2004]). Scholars stopped
paying attention to capital flight. By the latter half of the 1990s, however, there
was a resurgence of capital flight as developing countries faced more and intense
financial and economic crises. Once again, scholars are interested in re-examining
the issues.

We argue that there are at least three reasons why a reconsideration of capital
flight is needed today, especially in the context of the Philippines. The first reason
is, as in the past, external debts. Country indebtedness remains a big problem for
developing countries such as the Philippines (Table 1). Recent experience suggests
that developing countries are once again becoming vulnerable to debt-related crises
(Jomo [1998]; Wade and Veneroso [1998]). Leung [2003], for example, presents
some empirical evidence that increased indebtedness of developing countries is
positively linked with increased intensity and frequency of debt-related economic
cycles, a problem that he found to be especially significant in Africa and, to some
extent, in Asia as well. The 1997-98 Asian financial and economic crises, for
instance, were partly rooted in the accumulation of external debts, albeit private
external debts. The recent fiscal crisis in the Philippines clearly points to the crucial
issue of external indebtedness (see also de Dios et al. [2004], [2005]; Aldaba et
al. [2005]). Like Boyce ([1992], [1993]), we argue that there remains a close link
between capital flight and external debt.

The second reason relates to changes in the economic policies that have
been adopted or, in some cases, forced upon developing countries. In particular,
neoliberal economic policies have led to very aggressive deregulation and financial
liberalization without ensuring, or in some cases neglecting, the appropriate
governance structures and adequate administrative capacity (Demirguc-Kunt
and Detragiache [1998]; Eichengreen and Mussa [1998]; Furnam and Stiglitz
[1998]; Jomo [1998]; Montes [1998]). Consequently, we now have an economic
environment that is more vulnerable to financial swings, crashes, crises, contagions,
and economic stagnation.? In fact, some scholars argue that financial and economic

“The African debt crisis also began in the early 1980s. However, most of the capital flight
research at this time focused on Latin America.

3Scholars have argued that deregulation and financial liberalization that result in massive capital
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crises are inevitable under such context (Palma [2002], [2003]). Others have pointed
out that the promised gains of financial liberalization have yet to be realized (Eatwell
[1997]; Williamson and Mahar [1998]). For others, financial and economic crises
are the necessary “growing pains” associated with the process of deregulation and
financial liberalization and globalization (Prasad et al. [2003]).

Table 1. Share of total external debt to GDP,
by region and the Philippines, 1970-2002

Region 1970s 1980s 1990s 2000s
Asia 0.21 0.29 0.38 0.47
The Philippines ~ 0.33 0.54 0.69 0.67
Latin America 0.21 0.35 0.60 0.47
Africa 0.19 0.42 0.83 1.05

Source: Global development finance 2004 CD-ROM

We stress that the longer a country is in such a situation, and the longer it
postpones the re-introduction of governance structures and administrative capacity,
the higher are the chances that financial and economic crises will occur. Moreover,
when crises occur, they will be more intense, and their social and economic costs
will be very significant. When a country has a weak state like the Philippines
(Hutchcroft [1998]; Fabella [2000]), these crises are compounded and prolonged.
In this perspective, we argue that neoliberal policies have in fact made developing
countries more vulnerable to capital flight. Furthermore, given developments from
globalization and economic integration, large and volatile capital flight will be
common. We further argue that this view fits the Philippine context well.

The third reason for reconsideration is that capital flight, as pointed out earlier,
means lost resources for the domestic economy and thus lost opportunities. Indeed,
it is paradoxical that resources are flowing out of developing countries rather than
into them, where resources are most needed to generate economic growth and
development. Even very poor countries have become net creditors to the rest of
the world (Boyce and Ndikumana [20017]). Such lost resources do not contribute
to the expansion of domestic economic activities and the improvement of social
welfare of domestic residents. Such lost resources (or more precisely, accumulated
lost resources) imply lost tax revenues. Given that developing countries face fiscal
constraints, lost tax revenues imply foregone public goods, infrastructure and
services essential to sustain economic growth. Again, this issue is relevant to the
Philippines today.

inflows are the problem and in fact caused the Mexican crisis in 1994-1995 and the 1997-98 Asian
financial crises. Wade and Veneroso [1998] and Weiss and Hobson [2000] highlight the role of
external forces in bringing about the weakening or removal of governance structures and neglecting
administrative capacity.
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Also, capital flight can mean lost resources for debt-servicing, thus making the
social burden of external debt heavier. Since institutions are weak, fragile or missing
in developing countries, the social and economic costs can be large and wide-
reaching, affecting many in society. And because capital flight is often undertaken
by the elite, the rest of society carries a disproportionate burden of the external
debt. In fact, the elite are often able to shelter themselves from harm because they
are able to move elsewhere and/or shelter their wealth abroad.

In short, we are once again interested in capital flight because of old and new
issues. The lessons from the past are still very relevant to the current context, but
with new dimensions to the same problem, new lessons have to be learned. We
hope that this paper contributes to that end.

Before proceeding, the difference between normal capital flow and capital flight
needs to be clarified. First, we note that capital flight is a type of capital flow but
only because they have a common feature: both are movements of capital across
countries. But the similarity ends there. Capital flows represent portfolio decisions,
which are typically undertaken to exploit favorable returns to capital, among others.
Capital flight, on the other hand, represents a decision to take out capital and take
refuge in another country to avoid social control. In this context, social control
means the actual or potential, as well as formal and informal, control on capital that
includes government taxation and regulations on the use of foreign exchange, as
well as the capacity of the government to direct resources into productive activities
to generate robust economic growth, enhance competitiveness, and consequently,
realize economic development. In other words, a normal capital flow is like to a
two-way street in which the traffic of capital is dual-directional and presumably
recorded in official statistics (i.e., the Balance of Payments).

In contrast, capital flight is more like a one-way street in which the traffic
of capital is moving out and is typically unrecorded. Sometimes capital flight is
financed by capital inflows such as external debts; other times, capital flight itself
finances the capital inflows, returning in the guise of foreign investments, often to
avail of the incentives extended to overseas investors (Eaton [1987]; Dytianquin
[1988]). So it is possible to have large volumes of capital flows across countries
with no capital flight involved. It is also possible to have no capital inflows to a
country yet there are huge amounts of capital flight.

Lastly, we further note that when this capital flow perspective is employed,
there is a problem in understanding capital flight: The notion of optimal portfolio
allocation basically precludes unrecorded capital flows. In fact, in a two-way street
capital flow, there should not be any unrecorded capital flows, especially when
the environment is (already) deregulated and financially liberalized. If there are
unrecorded capital flows, they are to be considered integral and normal and, whatever
the outcome—including their adverse impacts on the country—it is presumed to
be an optimal situation. Clearly, such a perspective ignores, and indeed does not
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see, the social and economic impacts of capital flight, which we argue can be very
significant and are shouldered by the majority in society (i.e., the non-elite or the
poor). Therefore, while both capital outflow and capital flight share a common
feature, there are in fact unique characteristics to capital flight. As such, it may
mean that the affected countries, including the Philippines, take up policies that
address capital flows in general but, at the same time, include policies that address
capital flight itself.

3. A definition of capital flight and methodology

Like Boyce [1993], we define capital flight as the movement of capital from a
resource-scarce developing country to avoid social control.4 As pointed out earlier,
social control means the actual or potential, as well as formal and informal, control
on capital that includes government taxation, the social regulations on the use of
foreign exchange and capital, as well as the capacity of the government to direct
resources into productive activities. In this paper, we measure capital flight as the
net unrecorded capital outflow, or the residual of officially recorded sources and
uses of funds (Erbe [1985]; Morgan [1 986]; World Bank [1985]; see also Boyce and
Ndikumana [2001]; Epstein [2005]). Recorded sources of funds are net additions to
external debt (4DET) and net non-debt creating capital inflows (NKI). NKTis the sum
of net direct foreign investments (FDI), net portfolio investment equities (PORT) and
other investment assets (OTH). Note that we use “net” to mean accounting all the
‘nflows and outflows of funds. The recorded uses of funds are the current account
deficits (CAD) and accumulation of international reserves (4RES). Thus

KF = ADET + NKI — CAD — ARES. )

Equation [1] obtains what we call the baseline measure of capital flight (BKF).
Positive estimates mean capital flight, while negative estimates imply “reverse”
capital flight.5 Moreover, since the variables on the right hand side of Equation 1]
are the “officially recorded” transactions, a positive KF thus implies net unrecorded
capital outflow; a negative KF implies net unrecorded capital inflows.

Data used in Equation [1] have errors and adjustments are needed to correct
them. The first adjustment concerns CAD, in particular, to account for systematic
trade misinvoicing. The size of the adjustment can be estimated via trading-partner
data comparison. Empirical evidence shows that both import overinvoicing and
export underinvoicing are significant mechanisms for capital flight (Bhagwati
[1964], [1974]; Gulati [1987]; Boyce [1993]; Boyce and Ndikumana [2001]; Beja
[2005a]; Epstein [2005]). Import underinvoicing, or technical smuggling, is often

4See Beja [2005a, 2005¢] for a detailed discussion of capital flight definitions and measurement
procedures.

sWe follow the convention in the literature in which capital flight is denoted as a positive value.
The reason for doing this is that capital flight is a type of foreign asset accumulation and thus a
positive notation is employed. “Reverse” capital flight therefore means a reduction of the amount of
foreign assets and thus a negative notation is used.
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done to evade customs duties and trade regulations. It is a form of “reverse” capital
flight in that it results in unrecorded flows of foreign exchange—smuggled goods
must be paid for, even if they are not fully taxed. “Pure” smuggling, in which
imported goods are not taxed or recorded at all, can also be captured by trading
partner data comparison. In any of these cases, the current account is inaccurate
and thus we need to make the adjustment.

To determine the magnitude of total trade misinvoicing, we follow three steps
(see also Ndikumana and Boyce [2001]; Epstein [2005]). For the first step, we
compute the size of export misinvoicing (DX) and import misinvoicing (DM) for
the Philippines in its trade with major industrialized-country trading-partners:

DX =PX-CIF-X (2a)

DM =M —CIF - PM, (2b)

where PX is the industrialized-country trading-partner’s imports from country
i, and PM is the industrialized-country trading-partner’s exports to country i. X
and M are country i’s exports to and imports from industrialized-country trading-
partners, respectively; and CIF, the cif/fob factor, is an adjustment for the cost of
freight and insurance. The rationale for using trade data between the Philippines
and its industrialized-country trading-partners is that information from the latter is
presumed to be relatively more accurate compared to that from developing-country
trading-partners. Positive values of DX and DM indicate net export underinvoicing
and net import overinvoicing, respectively, whereas negative values of DM and DM
indicate net export overinvoicing and net import underinvoicing, respectively.

The next step is to impute the global export and import trade discrepancies
(MISX and MISM, respectively). To obtain MISX and MISM, we multiply DX and
DM with the reciprocal of the shares of all industrialized-country trading-partners
to the Philippines’ total exports (X_INDUS) and total imports (M_INDUS),
respectively:

MISX = DX/X _INDUS (3a)

MISM = DM/M _INDUS. (3b)

The last step is to obtain total trade misinvoicing (MIS) as the sum of Equations
[3a] and [3b]. MIS is added to Equation [1] to obtain adjusted baseline capital flight

(KE4pp):

KFpy = KF + MIS. (4a)
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In addition to the trade misinvoicing adjustment, we make a second adjustment
on CAD for the unrecorded income remittances (UNREMIT). For the Philippines,
with its sizeable number of overseas workers, overseas remittances are a significant
component in the current account. But empirical evidence shows that the size of
informal overseas remittances is substantial, ranging from 10 to 80 percent of
recorded remittances (Vos [1992]; Vos and Yap [1996]; Puri and Ritzema [1999]),
hence a further adjustment to BKF is necessary.

For this adjustment, we extrapolate the annual size of UNREMIT using an
index for the size of unrecorded remittance (UNREMIT Index) on recorded overseas
remittances (REMIT):

UNREMIT = REMIT -UNREMIT Index. ©)]

Then, UNREMIT is added to Equation [4a], thus

The other set of adjustments concerns the financial accounts, ADET and NKIin
particular. For 4DET, the form of an adjustment concerns the impact of exchange
rate fluctuations on the stock of external debt (DEBT). That is, long-term external
debts (LTDEBT) are normally denominated ina mix of hard currencies. Fluctuations
i these currencies will affect the US dollar (USD) value of LTDEBT, which will
have an implication for CDET. Accordingly, the beginning-of-year adjusted external
debt (A4TTD) that accounts for the foreign exchange rate fluctuations (see also Boyce
and Ndikumana [2001]; Epstein [2005]) is

ATTD., =3[ (0, LTDEBT, ) (FX, [ FX; ., )]+ 2(B, 1 LTDEBT.,)

i=EU, DM, FF, Yen, SF,UK i=USD, MULT, OTHER

+IMF; (SDR, /SDR_,) + STDEBT_,, (6)

where q; is the proportion of LTDEBT in Euros, British pounds, French francs,
German marks, Japanese yen, and Swiss francs; j; is the proportion of LTDEBT in
usp, multiple and other currencies; FX is the exchange rate of the hard currencies
to USD; IMF is use of IMF credits; SDR is the exchange rate between Special
Drawing Rights and usD; STDEBT is short-term external debt; and the subscript -1
denotes the end of the last year (hence, the beginning of the current year). Note that
the currency compositions of MULT, OTHER, and STDEBT are not known, so no
adjustment can be performed on them. All things being the same, an appreciation
in a hard currency relative to UsD reduces FX/FX; _; and ATTD_, s DEBT should
be lower. With Equation [6], the adjustment factor for the impact of exchange rate
Auctuations on the stock of external debt (4DEBT) is
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ADEBT = ATTD_, - DEBT.,. (7)

Equation [7] gives an estimate on the extent to which DEBT was affected by
foreign exchange fluctuations. For instance, if the Japanese yen appreciated relative
to USD, all others being the same, we expect to have a lower ATTD_; and ADEBT
would be negative. Thus, 4DET is not an accurate estimate of the net inflow of
new borrowing.

We then calculate the adjusted change external debt (4DET, ). Using Equation
[7], we subtract ADEBT from ADET, thus

ADET,p,; = ADET — ADEBT. (8a)

Since 4DET = DEBT — DEBT., it can be shown that Equation [8a] is also
equal to

ADET,,; = DEBT — ATTD.,. (8b)

Thus ADET, captures the external debt flows, and Equation [1] is re-calculated
to obtain KF,p

KF,pn; = ACDET ;pp; + NKI — CAD — ARES, (4¢)
Adding MIS and UNREMIT to Equation [4c] yields total capital flight (TKF),

TKF = ACDET 4,y + NKI — CAD — ARES + MIS + UNREMIT (44).

With the estimates from Equation [4d], we perform computation for the analysis.
To make TKF figures comparable across periods, we calculate real capital flight
(RKF), using the United States producer price index (PPI) in 1995 constant prices
as the deflator (see also Boyce and Ndikumana [2001]; Epstein [2005]).

Unfortunately, we cannot calculate the adjustment for the discrepancies in direct
foreign investments (#DI) and portfolio equities (PORT) due to data constraints (see
also discussion in JETRO [n.d.]; Lim [1998]). But when data allows, the procedure
is basically similar to computing for CDETADJ above; that is, we basically obtain
the discrepancies in the FDI data between source-country and host-country and
likewise calculate the impact of foreign exchange fluctuations. The same is true
for PORT.

With the estimates from Equation [8b], we perform computations for the
analysis. To make TKF figures comparable across periods, we calculate real capital
flight (RKF), using the United States producer price index (PPI) in 1995 constant
prices as the deflator (see also Boyce and Ndikumana [2001]; Epstein [2005]):
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RKF =TKF/PPI. '(9a)

To make RKF comparable across countries, we determine the relative burden
of RKF to the size of the economy; that is,

RKF _GDP = RKF/RGDP, (9b)

where RKF_GDP is the relative burden of RKF, and RGDP is real gross domestic
product in 1995 constant prices.

Second, we compute for the stock of capital flight (SKF). Capital flight is—
potentially, at least—capital invested abroad, so it will incur some returns (see also
Boyce and Ndikumana [2001]; Epstein [2005]). We calculate SKF as

SKF =(1+r)SKF_, +TKF, (10)

where r represents the 90-day United States Treasury Bill interest rate. Equation
[10] is an estimate of the total amount of lost resources plus imputed earnings.6 It
is also a measure of the opportunity cost of capital flight.”

3.1. Measuring the economic cost of capital flight

To determine the economic cost of capital flight, we will use two procedures:
the planning method and the multiplier method (Beja et al. [2005]; Lamberte et
al. [1996]). The first method uses the incremental capital-output ratio (/COR) to
measure the potential output due to investment and its analog, which we call the
incremental capital-labor ratio (/CLR), to determine potential employment.8 Onthe
other hand, the multiplier method uses the standard Keynesian aggregate demand
setup to determine output and employment. Note that the estimates we present here
are merely indicative of the full economic cost of capital flight. Obviously, a more
detailed analysis of the transmission mechanism and the distributive impacts of
capital fight will be needed to determine the full economic costs. But determining
positive economic cost to capital flight implies that there are indeed adverse effects

6The results for SKF depend on the scope of the study. In =0, SKF-1=0 and so, TKFO=SKFU0.
Obviously, the starting point will affect SKF figures.

7We assume that capital flight is invested abroad, in some form or another. Moreover, like any
invested asset, its value appreciates with the accrual of earnings. We impute interest eamings on
investments and/or appreciation of asset value using a rate of return, which is the United States
Treasury Bill interest rate. It may be the case that some of capital flight is spent as pure consump-
tion and related activities, which reduces the size of the invested assets. But SKF can be regarded as
a measure of the opportunity cost of capital flight, in that it measures the stock of assets that would
have been available to the economy had this capital been invested at this rate of return. SKF also
provides a suitable measure for comparison with total external debts (DEBT) since this includes
accumulated interest arrears.

8We are aware of the limitations of the Harrod-Domar model (see discussion in, ¢.g., Easterly
[2001]; also Griffin and Enos [1970]). We employ the planning method as a first approximation of
potential output due to foreign investments. Montes [1989] presents an application of the ICOR to
the Philippines. Lessard and Williamson [1987b] call this approach the “best case” scenario.
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on society unaccounted for (i.e., there are externalities), and as such, government
intervention is necessary and, in fact, justified.

For the planning method, we assume the counterfactual of zero total capital
flight (7KF); that is, we assume that 7KF is also the increase in domestic productive
physical investments at time #, which we will call KF-cum-investment (Lessard and
Williamson [1987a]). Thus, the potential additional output (or lost output) is:?

Y, = TKF, /ICOR,, (11a)

and the potential additional employment (or lost employment) is:10

L, =TKF,/ICLR,, (12a)

Equations [11a] and [12a] obtain estimate of potential (or lost) output and
employment at time 7. Since capital provides a stream of “benefits” in production,
past KF-cum-investments also provide a stream of output and employment at time
1, so we modify Equations [11a] and [12a], respectively, as follows:!!

L, ={KF, +2KF, i(1-5,)} /ICLR, (11b)

m=1.(t=1)n=1,..m

L, ={KF, +2KF,, i(1-65,)} /ICLR, , (12b)

m= 1...(: - l) n=1,.m

where ¢ is the depreciation rate; I7 is a “product” operator. At ¢ = 1 (i.e., current
period), Equations [11a] and [11b], and [12a] and [12b], are equal.!2

*ICOR = AK/AY. I/ICOR is a measure of the marginal efficiency of capital; that is, how much
eutpet (Y) can be had with a unit of capital, all other things the same. When GDP declines or when
==t fixed capital formation is negative in a particular year, the /[COR will be negative. To avoid this
problem, we use the previous five-year average of ICOR as proxy for that year. In addition to pro-
dactive physical investments, we also assume: (1) there is an exogenous demand for investments;
ad (2) the sectoral impacts of KF-cum-investment is the same across sectors (i.e., there is fixed
proportion in factor inputs).

"ICLR = AK/AL. I/ICLR is measure of how much employment (L) can be generated with a unit
of capital, all other things the same. The same assumptions hold in Footnote 3.

"'In particular, Lessard and Williamson [1987b] argue that KF, has some adverse impacts on
current and future output, equivalent to some multiple of KF. They call this approach as the “worst
c2se” scenario.

“Note that the results are sensitive to the starting point of the calculations. Let KF0=0 and
&= Nots lim (KF,,I1(1-8n)) = 0; that is, KF-cum-investment will be “fully” depreciated in future
pemad t+1 But if we instead we assume that KF was invested in financial assets and then the total
#ssets (plus the accrued earnings) are used for investments, we therefore have in the numerator of
Egestices [11b] and [12b]: [ASKF, + 8SKF-1], where SKF is stock of capital flight and ASKF is the
chamze m SKF. This latter approach focuses on gross investment.

SKeymes [1964: 245] made the following assumption: “We take as given the existing skill and
guaiity of available labor, the existing quality and quantity of available employment, the existing
e=cimsges, the degree of competition, the tastes and habits of the consumer, the disutility of different
me=msities of kzbor and the activities of supervision and organization, as well as the social structure
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As for the multiplier method, we follow Lamberte et al. [1992].13 Consider
the following:

M-X=KI, (13)

where M and X are imports and exports, respectively, and KT is net capital inflows.
Note that the left-hand side of Equation [1 3] is defined as the current account deficit
(CAD). Note further that Equation[13]isa standard open economy macroeconomic
identity and assumes zero capital flight (and zero change in international reserves).
Introducing KF in Equation [13], we have

M - X =KI-TKF. (14)

That is, the external balance is ex post equal to the net of net capital inflows
and capital flight.!4 An increase in TKF, all other things being the same, has an
adverse impact on CAD (see also Lessard and Williamson [1987b]; Pastor [1990a}).
That is, d(M —X) / dTKF < 0.

The marginal effect of TKF on M, or dM/ATKF, is negative, t00. If an economy
is especially import-dependent in its production of exports, as the Philippines is
(Lim and Montes [2001]; Ozawa [2000]; Balisacan and Hill [2003]), reductions
in imports due to capital flight can mean reductions in exports production and
thus a reduction in economic growth as well. Moreover, reductions in the level
of production can mean reductions in employment in the manufacturing sector,
particularly the export sector.

How dM/ATKF < 0 operates will depend on the composition of M. That is,
a reduction in M can mean a reduction in consumer goods (C) or reduction in
investment goods (/), or both:

—dM =—(adC +Bdl), (15)

where & and /8 are the proportions of consumption goods and investment goods in
M, respectively.

From aggregate demand theory, we know that reductions in domestic
resources—due to, say, KF—can mean reductions in the national income and
imports, — (@Y + dM). With Equation [5],

including the forces...which determine the distribution of national income.” In similar fashion,
we assume: (1) a binding foreign exchange constraint; (2) capital outflows imply reductions in the
domestic savings, thus limiting economic growth; (3) the economy is below full employment; (4) an
exogenous aggregate demand, i.e., exogenous investment demand (only productive investments are
undertaken), plus effective demand for consumption and employment; (5) no accelerator effects or
technology is given.

14We can introduce KF in Equation [3] since capital flight is defined as the net unrecorded
capital outflow and now use a negative sign on KF to mean that it is a (type of) capital outflow. In
the derivation, we assume continuous functions to make the computation easier.

15[n contrast to planning method, the multiplier method assumes that not all capital flight is KF-
cum-investment. In particular, it assumes a proportion of total imports as productive inputs used in
the manufacturing sector, in particular the export sector.



The Philippine Review of Economics, Volume XLIl No. 2 (December 2005) 13

~(dY +dM)=~(adC + pdI). (16)

Using the aggregate demand identity that Y is either consumed or invested
according to the marginal propensity to consume (c) and marginal propensity to
save (I - ¢), we havel$

dl =(1-c)(dY + DM) a7

dC =c(dY +dM). (18)

Solving the equations, Lamberte et al. [1992] obtain the marginal impact of
imports on output, d¥/dM, and investment, dY/dM, as!6

dy/am =[(1-B)+c(B-a)]/[B-c(B-a)] (19)

dijdM =(1-c)/[B-c(B-a)]. (20)

That is, the impact of TKF on Y via M, and on L via M through I, can be
obtained using the relevant macroeconomic coefficients. Equation [19] obtains the
potential additional output and, indirectly via Equation [20], the potential additional
employment due to KF-financed imports in the manufacturing sector, in particular
the export sector.!7

4. Capital flight from the Philippines

4 1. Sources of data

To compute capital flight from the Philippines, we compiled data from various
sources. Data for DEBT were taken from the Global Development Finance 2004
cD-ROM, while data for NKI, CAD, and CRES were taken from the International
Financial Statistics 2004 cD-ROM. Exports and imports data were taken from the

16We do not estimate the marginal effect on labor demand because the Keynesian model

does not have a labor supply function. We assume that the labor demand is met. However, Keynes
[1964:248] states that “if we assume (as first approximation) that the employment multiplier is equal
to the investment multiplier, we can, by applying the multiplier to the increment (or decrement) in
the rate of investment brought about by the factors [ ] described [in Footnote 9], infer the increment
of employment.” Keynes [1989:80] explains that “the increase in the inducement to invest need not
raise the rate of interest. I should agree that, unless the monetary policy is appropriate, it is quite
Tikely to0.” We use d//dM as proxy for the employment multiplier.

17As alternative, Fishlow [1985] and Pastor [1990a] estimate the growth rate coefficient of
imports using a model like YG = f{XG, MG, Z), where YG, XG, MG are real growth rates of output,
exports, and imports, respectively, and Z is a vector of exogenous variables. In his calculations, Pas-
tor [1990a] assumes a proportion of the capital flight stock as KF-cum-investment, too. In our case,
we assume that the share of total productive imports (i.e., raw materials and capital inputs used in
producing commodities) to GDP as the proportion of KF-financed imports.
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Direction of Trade Statistics 2004 CD-ROM. The rest of the economic variables were
_ taken from the World Development Indicators 2004 CD-ROM.

4.2. Philippines capital flight: capital flight 2000'3

Total capital flight (TKF) from the Philippines followed a cyclical pattern
from 1970 to the mid-1990s (Figure 1). The distinct pattern reflects the economic
boom-bust cycle that the country experienced throughout in the post-World War
I1 period (see also de Dios [2000]; de Dios and Hutchcroft [2003]). What appears
to be a different trend in the early 1990s is actually part of the overall boom-bust
cycle.!9 From the mid-1990s, the trend indicated a rapid rise in TKF and remained
high since 2000s. We think that this observation is consistent with the economic-
capital-flight boom-bust cycle of the Philippines; that is, during an economic bust,
TKF was in a boom, then the TKF cycle tapers off in the latter stage of a crisis
when most of the capital had left. The reverse pattern applies when the Philippines
was in an economic boom.

Figure 1. Total capital flight (in USD millions; 1995 constant prices)

20,000

15,000 -

10,000 -

5,000 -

(5,000)

mmReal KF =mReal MISTUNREMIT — Real tKF

The frequency of the TKF cycle is also consistent with the Philippines’ recent
economic history in which the economic boom often spans a brief period—usually
three years—and is cut abruptly by an external or internal crisis. The pattern since

18To transform the Philippines from its dismal status as the “sick man” of Asia, Mr. Fidel Ra-
mos embarked on an economic program to make the country take off to NIC-hood at the turn of the
21st century. Thus the slogan: “Philippines 2000!” From 1992, massive and rapid deregulation and
liberation programs were undertaken but without instituting or neglecting the requisite governance
reforms. Adapting the Ramos slogan, we say: “Capital Flight 2000!”

19]ndeed, there was optimism in the post-Marcos period that the Philippines would finally take
off to higher economic growth. Unfortunately, the combination of policy failures, political instabil-
ity, and natural calamities postponed economic takeoff and the Philippines fell back to the boom-
bust cycle.



The Philippine Review of Economics, Volume XLII No. 2 (December 2005) 15

the mid-1990s reflects a different type of cycle, perhaps driven by deregulation and
financial liberalization, and a resurgence of foreign capital inflows to the country.
Total TKF in the 1970s was USD 16 billion; for the 1980s, it was USD 36 billion;
and for the 1990s, USD 48 billion. In the early 2000s, TKF was UsD 37 billion.
For the whole period, we obtained TKF at USD 138 billion and a stock of capital
flight (SKF) at USD 218 billion. Clearly, the Philippines lost a significant amount
of resources to capital flight in the last three decades.

What is particularly interesting in Figure 1 is the spike in 2000, which perhaps
reflects the way a political crisis impacts a liberalized but weak economy. Using
a threshold of 5 percent of GDP, we find that there are periods between 1970 and
2002 when the shares of TKF were relatively high, namely: 1976 to 1982, 1985 to
1987, 1994, and 1996 to 2002.20 There are also periods when the shares exceeded
8 percent of GDP: 1977, 1981, 1986-1987, and 1997 to 2002. Above 10 percent of
GDP, we have 1986, 1997, and 1999 to 2002.

Figure 1 shows that high levels of capital flight occurred during periods of
domestic economic crises, especially in the 1980s to the early 1990s. In the early
1980s, the Latin American debt crisis was an important trigger of the.1983-84
Balance of Payments crises. In the years before the crises, the Philippines was
experiencing a rapid slowdown in economic growth as debt burden and global
economic slowdown took their toll on the economy. Adding to the economic woes
were the adverse impact of the collapse of the capital market and the Dewey Dee
defaults.2! Then the assassination of Senator Benigno Aquino in 1983, followed by
the political and social unrest, aggravated the economic insecurity and uncertainty.
The country went into a deep recession in 1984-85. Because of the debt crisis, the
Philippines was largely cut off from external funds. The capital flight in 1983-85
could have been fueled by domestic resources. Thus, we can see substantial capital

flight in the first half of the 1980s until 1988.

In 1986, Mrs. Corazon Aquino was installed as President. A difficult recovery
characterized the following years. A series of coup d’états from 1986 to 1989
endermined economic and political stability. An economic recession and an electrical
power supply crisis in 1991 to 1992 stalled any economic recovery. With the Ramos
government quickly addressing the electrical power crisis in 1992, some investor
comfidence returned. From 1993, the Philippines appeared headed for an economic
sermaround, experiencing its longest economic expansion since the mid-1980s,
but with the 1997-98 Asian financial and economic crisis, economic recovery was

2 Five percent of GDP is a threshold we use to mean a critical level of capital flight. Beyond it,
capinal Sight may have adverse implications on the BOP or the economy. We leave it as future re-
s=arch wihat the exact threshold is for the Philippines. Using a threshold as benchmark is not a new
grocedre in the sense that economic and financial analysts use some critical number to anticipate,
S exampie, 2 devaluation of the currency. A common benchmark used is 4 percent share of CAD to
GD#_Micceover, Callioux and Griffith-Jones [2003] find that the smallest capital flows reversal in
e Smamcial account associated with a financial crisis is 4.8 percent (see also Calvo [1998]; Calvo
ad Reimiart [19992, 1999b] on capital flows sudden stops and reversals). We contend that capital
Siows rwersals that result in economic or financial crisis also result in capital flight.

W Dees was 2 Marcos crony who absconded on his debts with 16 commercial banks, 12
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again interrupted. As in the previous decades, economic slowdown appears to
have resulted in capital flight. Fortunately, because the Philippines had a shorter
period of capital accumulation, capital flight in the late 1990s was not as large as
those of the other affected countries in the region. After 1998, concerns about the
domestic economy reemerged, especially after the election of Mr. Joseph Ejercito
Estrada to the presidency. What happened in the late 1990s seems similar to the
occurrences of the earlier decades: domestic economic and political instability
induced capital flight. Mr. Estrada’s impeachment in 2000, the social unrest in
2001, and the insecurity of the successor government of Mrs. Gloria Macapagal-
Arroyo reinforced doubts on the sustainability of the country’s economic growth.
We thus find that since 1998, capital flight has been large and generally rising. The
increase in capital flight in 2002 may reflect the continued concerns on the Arroyo
government and, in particular, the social unrest and political instability occurring
around this time.22 Recent developments in the country would once again lead us
to argue that there might be a resurgence of capital flight.

4.3. Economic cost of capital flight: basic estimates

Table 2 presents results for the Philippines using the planning method. For
1970, a total loss in output was estimated at USD 3 million and lost jobs at about
4,100.In 1971, we obtained a total loss in output of USD 10 million, of which about
usD 1 million was due to previous years’ capital fight. In the same year, total loss
in jobs was 13,000.

The same analysis applies for the subsequent periods. Thus, during the 1984-85
Balance of Payments crises, at least USD 215 million of output was lost due to each
year’s capital fight. Counting the lost output from previous years’ capital flight, we
obtain total lost output of USD 964 million in 1984 and UsSD 633 million in 1985. For
these two years, a total of 1.3 million jobs were lost. In 1991, when the Philippines
again had a major economic crisis, a total of USD 220 million of output was lost,
of which USD 66 million was due to previous years’ capital flight. One hundred
ninety-three thousand jobs were lost that year. During the 1997-98 Asian financial
and economic crisis, the Philippines lost a total of USD 712 million and USD 912
million of output each year. In these years, a total of 1.5 million jobs were lost.
Thus, contrary to the conventional view, our results suggest that the Philippines
had significant losses during the 1997-98 Asian financial and economic crises,
particularly due to capital flight. Notice in Table 2 that economic growth rates would
have been higher by 0.9 percent if there had been no capital flight. It is clear that
for the period 1984-85, the Philippines had a major recession. We determined that
the economy had contracted at least 6 percent per year. Between 1970 and 2002,
if there had been no capital flight, there would have been 13 million jobs created,
or 387,000 jobs per year.

investment houses, 17 other financial institutions, and about USD 4 million of postdated check al-
legedly to finance his world-class gambling addiction.

22The same argument applies today. Aldaba et al. [2005], for example, argue that even with
positive signs of economic recovery, the Philippines’ economic performance remains narrow, shal-
low. and hollow—again raising the issue of the sustainability of economic growth.
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Table 2. Foregone streams of output and jobs, planning approach

(output in USD millions; jobs in thousands), 1970-2002

Foregone  Foregone Total Potential Actual Total jobs

output on  oulput on  foregone growth growth lost at t
Year KF, past KF output at ¢ rate rate (in 1,000)
1970 2.8 - 2.8 3.8 4.1
1971 9.1 1.2 10.4 5.5 5.4 133
1972 15:7 4.6 20.4 5.5 54 249
1973 3.8 16.3 20.1 9.0 8.9 219
1974 3.6 16.0 19.6 3.6 3.6 23.6
1975 44.8 8.3 53.1 5.7 5.6 59.3
1976 61.3 39.5 100.8 9.0 8.8 94.7
1977 120.4 114.4 234.8 6.1 5.6 2249
1978 77.0 176.0 253.0 5.7 52 2824
1979 94.8 261.0 355.8 6.3 5.6 373.8
1980 146.0 233.7 379.7 5.9 5.1 406.6
1981 190.6 231.8 4224 42 34 538.4
1982 140.3 325.0 465.3 4.4 3.6 646.8
1983 118.3 566.9 685.2 3.0 1.9 160.8
1984 2164 747.5 963.9 (5.8) (7.3) 637.1
1985 2154 417.8 633.2 (6.2) (7.3) 661.0
1986 172.9 162.4 3953 4.1 34 657.9
1987 458.6 486.2 944.7 6.0 43 511.7
1588 4442 627.9 1,072.1 8.6 6.8 544.0
989 354 433.0 468.4 7.0 6.2 4122
9% 22 2273 2295 34 3.0 239.5
1991 153.8 65.9 219.7 (0.2) (0.6) 193.0
92 97.2 101.7 198.8 0.6 0.3 2279
1995 875 216.0 303.5 2.6 2.1 3523
1952 126.7 191.2 317.9 49 44 386.9
1995 93.0 198.8 291.8 5.1 4.7 366.1
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Table 2. Foregone streams of output and jobs, planning approach
(output in USD millions; jobs in thousands), 1970-2002 (continued)

Foregone [oregone Total Potential Actual Total jobs

output on  output on foregone growth growth lostat t
Year KF, past K output att rate rate (in 1,000)
1996 242.5 279.4 521.8 6.5 5.8 626.1
1997 391.0 321.2 712.2 6.1 52 732.5
1998 312.6 599.5 912.1 0.5 (0.6) 808.5
1999 503.2 731.1 1,234.3 4.9 3.4 942.4
2000 876.5 7460  1,622.5 79 59 943 .4
2001 547.2 1,617.9  2,165.2 5.4 3.0 3923
2002 935.6 23237 32594 8.0 44 261.3
Total 69403 12,4893 19,429.6 143.2 119.2 12,772.0
Average 210.3 390.3 588.8 4.5 3.6 387.0

Table 3 presents results for the multiplier approach. In 1970, we obtained total
lost output of USD 31 million and lost jobs 0f 2,000 in the manufacturing-cum-export
sector. In 1971, we estimated total lost output of USD 96 million and lost jobs of
5,000 in the manufacturing-cum-export sector. During 1984-85 Balance of Payments
crises, we obtained lost output of UsD 2 billion in each year. For the two years, a
total of 268,000 jobs were lost in the manufacturing-cum-export sector. Economic
growth rates would also have been higher if capital flight had been restricted by an
average of 2.5 percent per year.2? We find that the multiplier model still projects
a recession in both 1984 and 1985, with the economy contracting by at least -3
percent each year. But in both 1991 and 1998, the Philippines would have only
experienced an economic slowdown, attaining 2 modest rate of growth of 2 percent
each year. The implication of these results is that the mid-1980s crisis was indeed
a significant crisis period in the Philippines. In fact, this conclusion confirms the
analysis of scholars that the 1980s was an economic turning-point for the country
(Balisacan and Hill [2002], [2003]). If capital flight hiad been restricted, Table 3
indicates that on average the Philippines would have generated 69,000 jobs per year
in the manufacturing-cum-export sector. In other words, about 2 million jobs were
lost in the manufacturing-cum-export sector from 1970 to 2002.

23Estimates in Table 2 might be too low, We argue that this large disparity in the adjusted
growth rates might be due to the high ICORs (i.e., low marginal efficiency of capital).
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Table 3. Foregone output and jobs, multiplier approach
(output in USD millions; jobs in thousand), 1970-2002

Foregone Potential Total jobs

oulput on Share of growth Actual lost at t
Year t GDP rate growth rate (in 1,000)
1970 31.0 0.1 3.8 1.6
1971 96.3 0.3 53 54 4.8
1972 162.4 0.5 5.9 55 8.2
1973 36.6 0.1 9.0 8.9 1.7
1974 414 0.1 ) 3.6 2.1
1975 480.7 1.2 6.8 5.6 24.8
1976 673.4 1.5 10.4 8.8 314
1977 1,355.4 2.8 8.6 5.6 64.9
1978 893.1 1.8 7.0 52 45.8
1979 994.6 1.9 7.6 5.6 585
1980 1,779.3 3.2 8.5 5.2 96.0
1981 2,920.6 5.0 8.6 3.4 156.8
1982 2,283.5 3.8 715 3.6 122.6
1983 1,406.0 . 2.3 42 1.9 17.7
1984 1,831.2 3 (4.4) (1.3) 102.6
1985 2,212.6 42 (3.4) (7.3) 165.6
1986 3,085.0 5.7 9.3 34 221.8
1987 2,862.0 5.0 9.6 43 157.7
1988 2,613.7 4.3 11.3 6.8 134.9
1989 3125 0.5 6.7 6.2 16.8
1990 323 0.1 31 3.0 1.3
1991 1,490.6 23 1.7 0.6) 493
1992 1,336.0 2.0 24 0.3 57.7
1995 1,260.4 1.9 4.0 2.1 48.0
1954 1,843.9 2.6 7.1 44 73.9
1995 1,460.0 2.0 6.7 49 57.6
1996 1,607.1 2.0 8.0 59 76.4
1997 2,444.5 3.0 8.3 5.2 97.0
1958 1,824.1 2:2 1.6 (0.6) 64.3
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Table 3. Foregone output and jobs, multiplier approach
(output in USD millions; jobs in thousand), 1970-2002 (continued)

Foregone Potential Total jobs
output on Share of growth Actual lost at t
Year t GDP rate growth rate (in 1,000)
1999 3,081.5 3.6 72 34 93.5
2000 5,882.8 6.5 12.9 59 143.5
2001 2,759.0 3.0 6.0 3.0 28.0
2002 6,643.6 6.8 11.6 4.4 38.5
Total 57,7312 S 22603
"_Average ......... 1_749_5_ .................................. = o 62 ............. = : =

One very interesting observation emerges from the tables: if capital flight had
been restricted, reduced, or reversed, the Philippines would have attained economic
growth rates comparable to those of Indonesia, Malaysia, and Thailand.?* In fact,
over the three decades, the Philippines lost on average of 0.9 percent of GDP growth
using the planning method or 2.5 percent using the multiplier method, or an average
of 1.7 per cent peryear. Itis also important to note that our results for the Philippines
using the multiplier method confirm those of Lamberte et al. [1992] and Vos and
Yap [1996]. We therefore make the conclusion that were it not for capital flight, the
Philippines would have attained the status of an “economic tiger” and thus have
taken its position as a bona fide member of the second tier Newly Industrialized
Countries (NIC) in Asia.

Obviously, the results we presented do not account for all the effects of capital
flight on welfare. These results merely suggest that while there are indeed tangible
losses to capital flight, there are intangible or immeasurable losses, too. A detailed
analysis:of the transmission mechanism of the impacts will be necessary to fully
appreciate the economic costs of capital flight.

In addition to the results we presented, we can infer that as the burden of external
debt becomes heavier over time, the costs of capital flight, too, will increase. We
also argue that since capital flight is often undertaken by the elite—those who are
able to more elsewhere or shelter their wealth abroad—the costs of capital flight will
accrue disproportionately to the rest of society in the form of, say, higher taxation,
interest rates, inflation, poorer public infrastructures, etc. What makes this situation
more disheartening is that for some analysts, capital flight is merely an optimal
portfolio decision, something normal and integral to financial globalization and
economic integration and their concomitant processes; thus, they ignore or do not
see the adverse impacts of capital flight to society. Capital flight therefore creates
conditions in which the twin goals of economic growth and development become

24The average of the actual economic growth rates of Indonesia, Malaysia, and Thailand was
6.4 percent for the same period.
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even more challenging to pursue. Clearly, determined political action is needed to
address this issue. It is therefore important that the Philippine government pursue
alternative and progressive economic policies, including exploring the use of capital
management techniques (D’Arista [1996]; D’Arista and Griffith-Jones [2001];
Epstein et al. [2003]), in order to encourage capital to stay within the domestic
economy and curtail capital flight.

5. Conclusion

Was capital fleeing the Philippines? Using the residual of the officially recorded
sources and uses of funds, our answer is indeed affirmative: the Philippines had
substantial capital flight over the period 1970 to 2002. As expected, high capital
flight occurred during periods of economic and political crises in the country.
What was more interesting is that capital flight also occurred during periods of
sconomic growth. Total capital flight from the country was USD 138 billionin 1995
constant prices. Counting imputed interest rate earnings on capital flight over three
decades, we obtained USD 218 billion as of 2002. Indeed, these estimates mean
significant amounts of lost resources that could otherwise have been used within
e domestic economy to generate more output and jobs and thus bring about a
bener quality of economic growth, raising the social welfare of the Filipinos in the
process. On average 387,000 jobs were lost each year using the planning method,
or 68,500 manufacturing sector jobs were lost each year using the multiplier
method. Furthermore, an average of 1.7 percent of growth rate was lost each year
for the same period. We therefore argued that the Philippines would have grown
& significantly higher levels and, moreover, would have reached the status of an
Asian economic tiger.

Table 4, Comparative economic performance, actual and adjusted, 1970-2002

Actual Planning method Muitiplier method adj.
Year growth rate adj. growth rate growth rates
1970-74 54 4.7 4.9
1975-79 6.2 6.6 8.1
ISR 1.4 2.3 4.9
1985-89 27 39 6.7
1990-94 1.9 22 3.6
1995-99 37 4.6 6.4
2000-02 44 7.1 10.2

Averase 3.6 4.5 6.2
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