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PROTECTION, CONCENTRATION, AND
THE DIRECTION OF FOREIGN INVESIMENTS

Eamangel 5. de Dios*

I. Introduction

There is a stromng presumption in the literature on irdustrial crgani-
sation that tariff protection, or the irsulation of the donestie market from
import comoetition in general, cortribures towards seller—-concentration. In
uﬂﬂitiu:.; Eraditional trade theory would suggest a olose conmection hetween

tariff protection and inflows of foreign capital, with.recent nypotheses

arguing thit such flows tend to have a monepolistic elament.

While the web of the theoretical arqument appears strong, there have
been few attempts to test the suggestod relationships for developing countriac.
This iz somewhat E-UfPIiﬂil-HEr. considering the comparable magnitude of enpirieal
work that on the resource-allacation effects of the so-called “import-
substituting industrialisation™ strategy adopted by many of these countries
for several vear: and, on the octher hand, the copcearn often expressed regarding
the prevalence of "rent-seek ing" and departures from competition that occur in
these countries. This paper ajms mainly to substant ia1_:-: the hypothezizs that
the pattern of tariff protection in the past. did contribute to the oligopoliztic
structure of Philippine meamufacturing, and that such conrentration incluoded a

distinct foreign clement.

The second part of Lhis paper attempts to praesent a theory arcund which
the standard working hypotheses may be organised. The third part is devoted
Lo a distossion of the empirical results themselves. The conciuding portion
gees dame length in interpreting the Findirmgs for their significance to el iy

making and to development theorv.

Instructor, II.P. Schoal of BEronemics. This Study was partly supportod
Dy & granc from the Fricdrich=-Ehert-Stifrung, which iz gratefully acknowledqged .
Dwonld alse like te thank Mr. Eric de Dica for deirng many of the canpuitationg
and pe, Feliza Galaites for typing assistance.




IXI. Theoretical Kotes

Suppose the inverse demand function for a good is given by P = Bia)
whera P igl < O, P is the domcstic price, and g i3 the gquantity demanded.
Let B be the excgenously given world price sand t the applicable caviff yote,
50 that without monopoly, the domesntic price P would expEal Pw{.i Tobk.  ErepesEnd-
ing on the shape and position of their marginal cost curves, domestic prodn-
wers would then gell gt price .T-'w-'_l + t}, the difference betwiesn dooms ot ie

supply and demand being filled by imports.

Let the monopolist now be charactervized by ‘some cost fuenction, © = g}
C'{q) > 0. The presence of the moncpoly implies it confronts Some rovenns
functicn R = Rig), which has the following composite form:

P(l+ tlg for g %4
Rigl =

Pliylg for g > g

whire 5_5&1?@:5 the egquation Plg} = P (1 + £] = U. That is to say, o iz the
level of quantity demanded at which domestié Frice [ equal to the border-
price cum tariff. Straightforward implicit differentiation will shew that

o falls &5 both Fw and 't fRSrease.

A= Bloch (1974} has suggested in a related context, profit-meximisation
-
by the protected monopolist may be characterised by one of three conditions,
depending on the position of the monopslist's cost curve in relacion tu"the
domestic demand curve, the world price, and the tariff, (The foliowing
diasmmeion iz conducted entirely on the basis of first-order conditions, it

beirg szsmmed that the relevant second-order conditions are always £31f3 11ed

when required. The peferencs is to Figare 1.3




Considering the first branch of the revenoe funciion Eig) alone, the

- eguation of marginal revenpe and marginal cost yields:

Caze A. £ {1 + t} = ¢ {gl as & necessary condition for a maximum,
such &z if the monopolist’emarcinal cost curve were Cala) in Pigure 3. In
ﬁa_a;ﬁut, however, the monopolist's behaviour is indiStinguishable from
that of & group of competitive producers, the summation of whose marginal
EoEt furves iz oalse t&fq}. Bero ofe might =ay that the monopolistic

‘arganization of the industry is ineffective in the senge that it results in

no distinct difference in the price—quantity behaviesr of the market.

bomestic prios is egual to PUEL tl, whil¢ quantity is given by mome
gy Which solves the equation P¥(1 + ¢} - ¢ (q} = 0. Profits are given by

! W k2 W ' 1 ; Y
=(§u[t-!' yep ) =Bl ¢+ thu{t.P ) = Ctg (£,P)]. It iz pot difficulk to

. See that, aszuming C€”{g) > 0, profits increase with increases ineithar t or

Turning now the second branch of the revenue function R, and Equating

marginal revenue and marginal cost, one obtains=:

Cage B. Pig) + gP"l{g) = C'iq), or PIY - 1/M) = CY{q), wherse n is the

¢lasticity of demand with sign reversed, whose value is greater than unity,

11'!-:11“: exactly, §=/6t = qu- >0 and Sz/80 = (1 4 Elge 0o ThHig 1.5.:-3
obtained by first differentiating G, itmplicitly with respect to t and P
respectively in P¥(1 + £t} - E*{qu] = 0. o obtain:

S/ = g B e ﬁq&e’-ﬁr’ = 1+ E)SC™g), which aro beth pna.ltlw..
Substitating these into the relevant expressions for d=/8t and E::.,.-’EP yields
the answers given.
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since C'ig) is assuped to be positive. Sclving the abowe egquation for g
yields seme valuwe, zay, g which when plugged into the demand Functien
Pth}, determines domestic price Po. a8 is depicted in Pigure ', when the
marginal cost curwe is {ﬁtq]- This is, of course, the classic monopoly case,

with marginal cost being less than price.

-

From the definition of Riq), however, one sess this case will prevail
only for g > E, where E salves ]"wtl + o= E‘{&]. Therefore we must have
Tg = E: and Likewise, Py < PU{L 4 t). That is to say, the domestic price
under monopoly will be less than the world price cum tari€f, so that there

 i5 some redundancy in the level of protection.

For the same reason, changes in the tariff rate or in the world price
have no effect on domestic price and guantity s0id (en implication being
that the monopolist supplies the entire domestic market), n-::r.m_ meapo Ly
ﬁﬂt is, of course, wnless the changes are so large that they alter
se confronted by the monopolist to cither Case A, or to Cise © dis-
cossed below. The effect of the tariff, in this case, has clearly been to

insulate the domestic market from competition abroad, and allow the ML=

List to expleit its power. What is still true, in any event, iz that the
level of the tariff defines an upper bound teo the price which the monopolise

may charga.
A final possibility is ralsed by the following:

Case C. Rl < ' (g} < B (1 4+ £). This may occur because of the

discontinuity in the marginal revenue function at g, presenting the fulfill-
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ment of the usual first—order conditions for an interior masimam. In
Figure L, thiz is illestrated in the situaticn where the marginal cost curve

i% CT{q!I..

Profits are maximised when guantity zupplied is .;_1, whiie domestic

4 ' W 3 ' : : ' i
price 1s P (1 + ). B85 in Case A, the monopolist®s profits and the demestic

price ave functions of P° and t. Deomestic prioé changes directly az either

: : - w :
the world price or the tariff rate changes, since P =3 (1 + ®). Profits

i p W T
of the moacpolist alsc increase as P oor t changes.

+ ik ;
This last proposition may be demonstrated as follows: if guantity

:iuppliiﬂd Iz egual to E. while prios is i (L + g}, then the moncpolist’s
prr:rfiit-:: will be equal to:

(1) TP ) = P Eh + £)ait.p ) = Clglt,B 3]

Taking derivatives with respect to t and P regpectively:

(23 Szl o=Fg 4+ L + £ (8380 — o ig) (6550

{3} B2fEF" = (1 + tlg o+ Pl o+ £) 8RR — CUiG)Ae e

on the other hand, vecalling that g solves Plg) — P {l + €) = 0, one abtains:

t4) 8780 = PV, and  SG/EET = (1 + £)/P'(a), which ave both negative,
Substituting the expressibons in {4) inte (1) and (2):

{5} szt = [ere @) (P @a + P 0 + v - @)

() Sz/ip" = (0 + e @)er@3 « a0 - cm).

It will be noted that both firpst factors in 51 and (6) are megative, Since
P (g} is negative. Om the other hend, the commen second factor in both ic
simply the difference betweon marginal rewenue and marginal tout, since
Pt t) is simply Plg). Now, in accord with the conditions of rhe problam,
marginagl revenue is less than marginal cost, therefaore the seoond factor is

neqative, and the two derivatives (5) and () are positive, as was to be shows.




From the preceding discussion of partial éguilibpimm, we are able bs
make the following brogsd concluticns. First, regurdless of whether it allows
firms in the protected industry to behave monopolistically or mot {i.o.,

Case A as desfinguished from Case Boand ) ._,&'1:3 tariff will have a nmncgar.ivc—F
@ffect on depestic price and on the profits of thedindostry. Ab-all events,
the rariff-ridden price sets an ypper bound to the domestic price which

firme may charge; the reduction of the tariff has a nonpositiwe ef fect on

e &:rmr_';f_i.c priceand ol the profits of Firms-ofice. in Gl Bt hag & Zerd
=fftlct-:l-' secondly, if set "high &tmu;m", the bariff may facilitate the
exercise of monopoly power an the doméstic market by cutting it off from
competing imporks (i.e. Cases Boand <. This is the more likely if the :
industry's capacity iz large in relation to the donestic demand, aod If the

tariff iz higher.

=2 "ﬂ'li effect which tariff protecton haz in inducing foreign capital
Enflens has been known and well-gdiscussed at least since Mundell's (1957)
article. The ardele's main content, however, was b show how, under perfect
capital mobility, movenments of goods and movements.oof  factors: wers substitures

for cach other mnd led to the same welfare results.

Later work both in trade theory 1tself and in the industrial organ=
ifation literaturs == as well as the actupl experience of many developing
oountries with import-substitotion regimes == has.led to a less sanpguine:
Aabtitoude towards the welfare effects of internationsal capital movemenis

genarated by protecticnism.




Brecher and Diaz-alejandro (1977) hove shown, using the braditiocnzh
two=Dy=two trade model, that an inflow of fomeign capital induced by tarifif
protection can bo"immiserising” (Bhagewati's phrase) when the country coesfinues
to import the protected commodity {i.e. the tariff and the comsequent
expansion of the production possibility =et are not enough to put the LTy
in the: autarky position), and foreign capital is paid the full {tax—freed

marginal prodock.

The argqumeént is summarized in Figure 2. Svppose after a tariff ds
impoGed the country's position is given by the production point Pu and e
CONSMPpTLon point {_‘n. Ag iz well=krown, this already represents (undsr s
small country assumption) some deterioration in welfare over the free toodh
position, which is not shown. ‘fhe line TT connecting the two points has a
slope equal to the ratio of international prices. B is the tariff-ridies
dopestic prioe line. YY is the income-consumption path (aszmmed linear Fox
simplicity) wien prices are DD, and RR is the Rybozinski line, showing fihne
locus of points at which sucoessive production-possibility curves are tnmenk
to lires with slope DD, as additional doses of capital push such Curves
ot aed . Ryberinaki (1953} showed that this line was necessarily downscand

sloping, in the manner shown.

lot fareign capital now flow in, induced by the presmmed 4 fFfermeial
in prafit rawes brought about by the protection of industry ¥ {assumed oo
he more capital-intensive), a standard spplication of the Stolper-Samuelksm
mesult. Thiz casges bhe' prodoction poind to shift, =ay, ko P], Omie L

: i / iy
preventdd from reaching P the bypothesis that the comntoy ashould comgiinue
]
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to import commodity ¥ even after foreign capital shall have flowed in. With-
oult pevments being made to foreign capital, consumption would take place at
1 - . . s 2 1 T
£, the lmersection of ¥¥ and the TT line orieinating at P, Thiz is an

i s 3 3 . il - :
chvious improvemeni in welfare owver the previogs point OO and —— sinee demestico
product valued at world prices is even higher than under free trade —— miglt

even dominate the free-trade comamption point {not shown).

When foreign capital is paid the full value of its mATGInAL prodactk,
howewer, foreign profits sbsorb the entire increase in outsat, wvalped at
domestic prices. If profits are paid in the form of importables ¥, this
means, after foreign payments are made, national prodoer will be ropreésented
by the point Z, obtained as the intersection of a horizontal from F: and the
domestic price line DD. Consumption is determined at ::'_: after the endowment
Z is traded at internatiocnal prices. {:2 iz obviouslv inferior to c‘l, Eu,
and 2 fortiori, the implied consumption point under free trade. Henca the
conclusion that foreiqn investment immiserises she country, a4 conclu=ien

%t may be modi fied, however, if taxation of foreign profits iz allowed.

The partial equilibrimm has shown that the rariff-ridden price Iins
Sets an wpper bound to the domestic price of the protecied and mopnopslised
Industry. Furthemore, whore the monopolisation has any distincousffect az
coppared to the perfectly competitive case {i.e. Cases H and O erewe Cage
A} the price faoed by consumers is qrearer than marginal cost of ehe
monopolist; the whole market is alse supplied by the domestic producer. In
the context of the traditional trade model, thig implies the final eguilibriom

attained must be an autarchic one.




Letding ¥ be the protecied and ¥ be the uoprotected ndustov, mes—
poctively . we have:

g
MRS = - B = - F = {1
ME !L:a-c"'Tv Hﬂ 3 | i MRT = MC x_.l"!‘f.}r

-

: W : e
Mow , since ,'-1-..’:]"= = f-:, el Hl‘.y = T‘}lu + ty, one Ohiaing MRS = MRT, under ke

- - - - - . - = L3
monopolistic eouilibrimm. In arkiition, we are supponing that the monopolicr
iz Loreign, so that after foreign payments have been madk:, the country should

be in agtarky with the nélative price MRS prevai ling.

Rll thize conslderations are illustrated in Figure 3, which is a
reworked version of Figure ». (nie more RR is the Rybosynski line corre-
sponding te the tariff-ridden relative price line P:;F‘;u L EY, while Y¥ is
the incompe-consumption line which accords with the same price ratio. O fhe
aother hand, R'R" it the Rvbermwnski line renrescnting points of tangencr with

the marginal cost-rarino, HC‘“_.-"HC? which, from previous disoussion, is less
fi*;:exn"'u + 1},
A

nder competitive conditions and without capital inflows from abroad,
profection of industry ¥ would put the eountry at B s yroduction and 2® i
sansumption, where the international price ratio corresponds to the slope of
the broken line. Capital does Clow in, however, and the guestion 1%, bo
what extent?y T€; o= a pesult of foreign investment, industry ¥ is monopo-
tised, the answer is: up to the point whers the country is able to make o —
meRTSE Lo foreiqn capital and achicve antarchy., Under competitive conditions
the country might receive inflows of capirtal until point " and, after pay-

ments of C -p are made, oorresponding vo foreign capital's marginal product.
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the conswunption point ¢" would Le an cutarchic eguililaria.

This does nol sSoline the .pri:hlr.‘m, howewer, sinoe onder ponopolistic
conditionz, the relevant production point should be on the line R'R' and not
cn BR. Indeed E‘m on B'RY is the eguilibrion prodoction point that corresponds
with E_I"u-_- onsmp N point & A -'.:mr P:", MES & F:,.-‘P:{l + &£}, MET < MAES,
and autarchy is attained after payments corresponding to "™ are made to
foreign capital. The inpcrease in foreign profits as a result of the
mmpﬂlisﬁtim of the protected industry is oqual to the length of the
Eomasn #°-p".  of course it is understood that the transformation’ curve has
shifted much further along RR, beyond Ft, o P'"r; to accomodate the mono—
polistic equilibrimm. The segment F -0 may be conzidered a measure of
monopolistic profiti, gince without the monopoly, the samé consumption point
" could have been sustained with a smalbier inflow of foreign cdpital (f.e.,
the transformation curve corresponding to £’ rather than B~ along RR).
Taxatien of the amount P -0 is always possible, and this would vield a
consumption point Ct, chtained by meamyring off the length Fap = =
to obtain the naw national income, then trading ft off along an international

price Yine,

The preceding analysis is still admittedly inadegquate in modelling
the cavses underlying the tendency of foreign capital inflows in developing
countrics to become monopolistic. This is especially true for inflows
initiated by transnztional corporations, as noted by Hwser, O the other
hand, from car present viewpoint, such concerns are not entirely gormames,

Cur purpose, after all, has been to illustrate the effects which such




capital inflews may have on the Country’s resource-allocation assuming

that they have a tendency to be monopolistic. pnd for that the present
discussion will suffice, though admittedly it proceeds from 3 wiew of
foreign capital fiows which abstract From Lhe internal organizatien
considerations which have recen tly becn adduced to explain the monopolist fe
character of foreign investments, or vy they concentrate in markets which

Lend Lo be oligopalistic,

'If:ﬁ stipulation that foreign capital flows do not bring the country
back 1.:.:- the point where the precapital—£1ow autarky eguilibriom is attained
las a result of tariff protection) is consistent with the condition of the
problem  that these foreign capital inflows are menopolistic in natore. Foir
tltl‘r-:.‘!r'ili'i‘a;-'-l! foreign capital shouid contimue to Elow in until marginal products
2CLISS _countzies are equalised. That they are not —— and that foreign
capital should flow in anly up !:;:r 2 certain point —— jii:l:ea with the notien
that investment jis not made competitively bot with an eye Lo maximizing

worldwide profits for some Lirms, precisely by maintaining monopoly (o.q.

by restricting production) in some markoets,




Il. Empirical Findings.

Empirical material dealing with the degree of industrial concéntra-
tidn and the degres of protection in the Philippines exists moutly a5 Largoly
separate bodies of literature. An investigation of the sypergy Detween pro—
tection, industrial concentration, and foreign investment has heretoforse not
bown f—‘H]—*'iiEitlf made. Substantial work aiready existe on the structure and
coste of protection (most definitively in the volume by Bautista, Power,
at gi, 1973), which does not address, huwuueri_tﬁa question of how the struc—
tire of profection maﬁ'have an affecst on industr;ai srganisaticn..  Typically
the assuwmption is implicitly made that the industries investigated are compae—
Litive in alructure both before and after protection has boen afforded. On
the other hand, research on industriasl eoncentration and foreign investments
has been accomplished {e.g. Lindsey 1976, Lindsey and Valencia 1981 and the
Literature cited there] without explicitly drawing a link to protection,
although as much is loosely suggested in somwe cross-section interviews (e.q.
Rindaey 19813, The closest arteaRpt o best the extond o whioh toriff Pro=
tection affects the industrial structure was made by Lindﬁay,fﬁling the skare
of imports in total supply as one varisble to explain valug=added conoentra—
tion in manufacturing for 1970 [Lindsey 1976). This proxy for import-compe—
tition turns out to be statistically ingignificant, however, thus leaving
the matter ungettied,

Lfrmg the ipport—share as a meaiure for thae degres of protection
deaves much té be desired, howover, since it is not obwigus that this varia—
Ble will have a uniform mea;n.ing acrous all industries. A given }_'.h.-rc-em;cbgf

share may be compatible with greatly differing levels of protection. This




=

would cbviously weaken the test where cross—section data are used. One
might, for this resson, be batter advised to use the effcctive rate of pro-
tection (ERP} as the wvarishie measuring the level of protection, sines +hin
hag & standard meaning across industries. It iz also a fortunate circumstance
that estimates of ERPz already exist, from the impetus given by the Bautista-
Power studies. One might postulate, therefore, that together with ether
Standard variables, the effective rate of protection makes an additional
contribution to explaining the degree of industrial concentration,

The ERPs wsed in this study come from Tan's paper, found in the

tista-Power volume. Since the ERPs there are based on 1974 1-0 clagsifi-
cations, there was a newd to reclassify them to conform with the dats &h
concentration, which were based on the I5iC aqgregations wsed by HC3D in
their anmal survey of establishments, the larter being generally broafer
than the formor. “The transformation was accomplished by weighting the I-0
based ERPs with the wvalue-added shave of the industries and then adding them
ug to cbtain the computed ERPs for the ISIC sectors.

The concentration varisble used is the three-sstahlishment wvaloe—
added concentration ratio, for which two sets werc available: one the set
for 1970 as reported by Lindsey, and the other the set for 1979, which was
a special tabulation made for this study. The 1974 ERP levels are usod o
Fxplain bBoth the Y970 and 1979 vﬁncent:aricn levels. This is jostrified in
that it is generally agreed that between 1970 and 1979 thare Wire no gubs-
tantial changes in the protective structura, &c that for a study at this
level of aggregation, the industrial rankings in terms of ERP levals wnulé
not have substantially changed in the interim. The most significant changes

in the tariff structure have come only since 1980, in the context of fhe




teriff-reform programme financed by a structural adjustment loan from the
World Bank. The availability of two data sets is also congenial to the
methedalogical standpoint that cocnometric evidence shaould not be treated as
: iy
final, but repeatedly tested.
The thesretical framework developed in the previons section Sugges—

ted that a relationzhip should be expected between value—-added concentration

zatios (VACR) as a weasure of monopoely power, and the effective rate of pro-

Rt

tection (EBP) af well as other standard variables explaining industriel concen—
- = =

tration. One of the important wariahles suggested there was the size of the
market: rélative to capacity.  In this paper a proxy used for this iz the
value-added for the industry (VADD), which one expects to influence concentLra—
tion negatively, for the same reason one should expect growth of value—added
\VAGK) to influence growth negatiwvely. Other varishles which might represent
‘barriers to cntry and have a positive infloense on concentration are also
included, among them: the degree of capital intensity or the capital-employ—
meEnt ratio (EAPLY; value-added per establishment (VEST) which is .',I:_m_-.:-:lj:r r=lia—
ted to minimon efficient scale; and "'-"...'I-.ll:ll'_"'—q,l:i-:iﬁlﬂ por cmploves (VAEM), which is
related to working capital requirements, possibly a significant entry barrier

where capitxl markets are imperfecl. Data are taken froom bBhe NCSO's Annnal

Sarvey of Establishmenta {1979} and data reported in LindSey's work for the
1970 zseries. Ope aote of caution should be scunded, howewer, in that in prac-

tice, many oF these other variables are closely related; and that therefora

T.Fr-l;ﬂ Blowg (1980, p. Z61) paraphraszes and endorses Mayer: “He [(Hiayer)
déplores the tendency to treat cconometric results as evidence from a 'crucial
ExXporineat,” which i never to be repeated; ‘on the contrarcy, most applisd ccono—
metcics should seek to replicale previous results using 2 different data set;

AR We come to rely increagsinglv on the weight of many pieces of evidence, rather
Lan o single crucial experiment, periodic surveys should pull the evidence ko-
gether with a view to reselving contradictions between them *




TRALE 1, REGRESSICH REEULTS: Three-Flrm Value-idded Cotcantrs-iem Ratio e R e
Constant A EFER J KA DD L AR IR NEET In-RaPl I Vacze
e m—————— e e i aa ————— e cam

In  I9MOWECH:
1o EFRR: N =14,

Tquation 1, B0 = 0.065 - O, 55U 0, 354+ 6,550 - B.2104 Rl
%< = n.g7a3 (31.35) f--G.87) (= 8.27) 2.59 £ 51 (- 2.08) (G 57)
Rquation 2. o 0 GE R+ Sl B Lo 125
R+ =.0,8580 {3.39) (2.208) b= 4,4%) (U, 78)
Bguatfen 3, 5,183 0,220+ m G ROEE 0 262
R™ = 02983 (e6.07) (2.87) (- 2,851) {1.89)
I1: 1979 VACR: :
1970 EEPR N = 66,
?.:S-LJE‘_r%nn u, L ET6 CUANOERT - G211 &, 178 B, G 0,043 '
B o= 0,4023 {5.u0) (3.50) {~ 3.03) {1,09) (G821 G.37) 3
K
Equation 5. TEL SOk R - 0.322F%
R =D hiag {87k (3.53) (- 2.39) (5.05)
Equation &, 723 0,325 - G205 O 172t
R a1y (5.58) {Z.u8) (- 2.9 (0, Gu)
Zgzuation 7, b, 339 SF B e S R R & 2u6FE
ke w 0,070 {L.58 (i, 18) (- 2.00) : {2, 68)

Tt o= pignificant at the
Tt = =miznificant at the

parsent Jewel,
Farsent lewvel,

[ ]

-t
L2 ]

significant at the 10 sercent lewvel.
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sope degree of multicellinearity should exist in estimates which rely on too
many ‘of them at the same Cime,

In any event, we attempt to test various versions of the following

relationships
FAPL
VACR = F{ERP, VADD, VAGR, VAEM, WVEST, VAGR) {1
where Fr, P, Fe, ¥ ¥ are pesitive, while ¥, and F, are niegative

After attempting different specifications (for details of which the
reader iz referred to Table 1), and using data for 1970, the following equa—
tion is finally selected:

1n WACR = 5.778 + 0.052 In {1 + ERP) — 0.325 1n VADD + 0.125 ln VAER
{2.3) (2.3) {=5.00) (4.6)

E%__:_E_:_gsaﬂ; F=11.9; ¥ = 1B
.{I"ig'n'ruﬂ in ;_t&nmﬂse& are b-statisties. ) This is Equation 2 as reported
in Table 1, and it shows the protection variable with the correct sign and
significant at the five-percent lewvel,

The inclusion of VAEM and KAPL as sepéerate variables can be seen to
lead to collincarity problems, as in the followings:

in VACE = 5.610 = 0.065 1a (1 + ERP) = 0.554 In VADD + 0,354 ln VAEM
CELLEY. =30 =70 . 2.8}

+ 0.550 Ip VEST — 0.210 In EAPL + 0.004 1n VAGR
S e A (=2.1} (0.4}

R = 0iE183y e 13,308 =18,
T :
In this specification, which is the same as Eguation 1 3 l}'\“ will
be noted that KAPL has a perversely signed coefficient which is statl ipally

significant, while the protection variahle also has a perversd although sig=

nificant coafficient. The determinant of thi correlation-coerficients maryix

iz eloze to zers, indicating waltieollinearity. The variable 4n VEST i= <




ligear with 1o {1 + ERP) and 1n VADD, the coefficicnts of vorrelation being
0.5468 and G.8546, sespectively. In KAPL has some calinearity with In VAEM
ccorrelation coofficients 0.5840). If we drop VEST and EAPL, we obtain
Eguation 2, as previously reported. IF ingtead YEST and VAEM are dropped,
then the capital-labour ratioc KADL turng out to have a correct znd 2ionifi-
cant sign (Equatiom 3 in Table 1). In both Equations 2 and 3, of course,
the protection variable has & significant coefficient with the sxpocted
sign. The determinants of the correlation matrices For éhe twio equations
are u.&ﬁﬁﬂ'nnd 0.6316, :cspectiuﬂl%;* For reasons both theoretical and sta-
tistical, therefore, cne might select Equation 2, or even Equation I, over
Equation 1, in spite of the latter's “better Fit™.

Sach an hypothesis is vindiested when ono attempts to csgimate
the same sort of relationship using 1a79 concentrarion ratios, as in Edquations
4=7 dn TaBle .. ‘When' all varisbles ave simultanecusly included, as in Equa—
tion 4 reproduced below, only In {1 + ERF] and ln VADD are signi Picantly dif-
ferent from zero:

In VACR = 4.676 + 0.340 in (1 + ZRP) — 0,211 In VADD + 0,178 1n VAEM
(5.4} (3.2} (3.0} (1.1}

* DLOTE IR WEST + 0_043 I KATT,
. a) (&, 4]

RZ = 0.4021: F = £.9: W = 45.

-

on Che other hand, when VAEM, VEST, and KAPL ars incsloded one at a
time, (Equations S5-7); each is assigned @ coefficient that is sigrificant snd
of the @ﬁbﬂeted Flgh. Lguation 5 is the bast-fitting, superior even to

r
Egquatfon 4 above, and iz what is melocted:

A In VACR = 4.785 + 0.337 In {1 + ERP) - 0.7208 In VADD + QU322 1n VAERM
S (3.6) (=3.0) (4.0}

L

R = 0.4138; F = 11.4; § = 45,
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The circumstance that, when 1979 data are used the protection warki-
able is invariahly significant with a coefilcient of the correct sign, gives /
0% A atronger roason lapart from theorstical regervations) Lo reject the
implication in Egpation ) that protecthion did pot influyence concentration
levels in 197%. As a corollary it also bolsters the selectiorn of Bquation 2
to explain 1970 concentration. As it turns ooi, moreover, the specification
in Bguation 2 is identical to that of Egnation 5, which in turn is the
"begt £igY E.:;r 1979 data. This allows one to conclude that the stated rela—
tionship is robust, and effective protection does exert a positive and sig-
nificant influence on industrial concentration.

/ Another Link that most be explored is whether lewvels of concentra—
.ti.e:l-n affuct levels of industrial or firm profitability. This is 2 standard

hymm&sié in the strocture-condoct-performance litarature ie.9. Schersr

I1280:2367=295] . In the theoretical expopition developod above; moreover, it

was an hypothesis ~that higher levels of prni:mti{:-n resulted in higher lewvels
plipe - = =

e

nf_p-_r_-a_?_iﬂtn. Hawring shown that protection indeed contributes te "structure”
through greater concentration, what is left is to show that differing “strgc—
ture” leads to differing "performance” as measured, =say, by profitability.

¥ We wish to test some form of the following relationship:

v BoM = Fw?;r_ﬁ, ERE, mpL.J L

whera POM iz some measure of profitability, the other varisbles are as pres
wicusly defined, and we wxpect El amd F‘2 to be positive. and 1:‘3 negative .
Wnile Lt 1s true chat in the testing of (1) BRP and KAPL were Shown to influ-
ence WACR, there is still some bazis for including them in (2} separately.
Apart from its effects on VACH, the cepitel-employment ratiol(RAPLiwill hawve

an effect on profitability: when interpreted straightforwardly (e.g. as in
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well=-behaved neoclassical production function) one should expect it to
have a negative coefficient, When interpreted as an entey barrier, howewsr
the expected sign of the coefficient becomes more ambiguous., In most sStu-—
dies in the literature, the expected sign is positive. On the other hand,
it may be argued that, where the entry barricer is in effect, its positive
contribution to profitability may already be captured by the effect of
concentration oo profitability.  Therefore where concenbratios and the capd —
tal-labour ratio are secparately included, one could expect the coefficient
of the latter-to-be nlar.gati':?;:*_l. fh'.i..ﬂ m-:.y.. oocur, for example, where firms
imwest in c'..:*tﬂeﬁ.ﬁ capacity to deter entry. To the extent excess Ccapacity
prevents other firms from entering the market, concentration is prescrved
and profitability increases. Uowever, the existence of excess capacity
.in itself should have a megative impact on profitability, although of course
for this to be a viable strategy in the longrun, the losses from maintaining
excess capacity should be outweighed by r_he.gains from contirnuing monopoly .
The separate inclusion of the protection varisble, ingpite of the
establizhed contriboticon it makes towards increasing copcentration, 15 im
recognition of the possibility that it may increase pr-::fita]-}ilit}:' aven whera
concenterstion is pot heavy, i.e. eéven in those sectors where firms do not
behave msﬂpqlistiu.all]r- Thizs much was suggested in the tlm-ni:etiv:a]. EETA—
gitien in Part II, Case A, On the other hand, a related strand in bhe lita—
rature stggests that seller-concentration mey lead to above-average prolits
only where imports are restricted {ox, in ocur case, where effective protec—
tion is high), so that it ig really the interaction between p:-:rt-z::tinn-a:;&
concentration which directly eplains proefitebility (see, e.g9., studies men=—

tioned in Caves 1979:57). according to this view, ore should not expect




B —

TABLE 2. BREGREESION REEULTE:! Prica-Cost Mavkups of First-Three Firms, 21879,
Constant EALK (1 4 ERP) KAPE ! _I:E'."-.l:‘-ifl (1 + ERE)
I. ‘Dapandent Yariable: PCX 4
Hoa L,
E%-utlﬂn 1, 23,207 DL 2agHt = 4.007 - 0,033
e 0. TR, F = HU2T A 275 {- 0.004) (= 1.547)
Eguatien 2, : 23405 0, 2ayttt = J.03%
R" = D.1978y F = 6,58 " (8.383) {= 1,562}
g.:atic:-n i, 21.81y a, 2261+t
00518 28005 (3,0089)
ES\.—HTi 29 Gun = O.G2E 9, 000
s i B :IEIE“' Foer0Bey (= 1.01&) [O.EYE)
E__-:-ns'tﬂnt In VECE ln{li-E‘F!P'_l_ Xt - KAFL %] l['%:'.-':.{.?:} L1HERF]
I1. bDependent YVarisble: in PFCM '
e : b
bl
'E_iﬁua_ti:m 5. §.141 0. 2ubtt 0019 - 0,182% 1
5 Ovinlly F = 3,46 {Z.04a8) (200} (= 2.260
}'-Ejuatian 6. 3,527 .25t - 0,187+t
8002y ks SO0 (2.5u82) (- 2.668)
I'gu&ricn B ZiBhe £.208%
Ba0sTh: - F = 3574 £1.3937)
-._-%uu.ti-:m 8. a.yze = 0, 357t 0,116%*
g 129es -F = 15,36 (~1:279) (2, 18:)

it = eignificant at the 1 percent level,
Tt = aignificant at the 5 poercent level.

slgnificant at the 10U percent level,




a gignificant effect on profitability in industries where high protection ia
diluted by low seller-concentration or, vice versa, where high concentration
iz pullified by low protection. On the other hand, the effect on profitahi-
Lity iz magnified where both concentration and protection are high. We might
45 a result postulate a relationship of the form:

PCM = F((VACR) (EPR), XAPL) (2"}
with all partial) derivatives positive,

Testing data for 1970, Lindsey found a significant relationship
, beEtween average industry profitability, defined a= the "pPrice cost margin™,
and vniua-addtd concentration. -Tﬁg Price—cost margin is computed as walue-

¥

added less compensation, divided by value of gross outpit. Since data on
the first three fims in each industry are available to us for 1879, howewvar,
We may devise a closer test. One may arque that if three-establishment con—
centration is to have an effect on profitability at all, the-benefits will be
largely captured by the top three estahlishments themselves. Therofore the
Price-cost margin statistic we use will be that defined anly for the first
three establishments in each industry, This is cbtained, again, by suﬁming
up census ira.luc--ad-l:'ied for the three fimme, subtracting employess® ::mPan;a.t_i.m;,
then diwiding by gross owutput for these firms.,

The regression results are digplayed in Table 2, Bgonations 1-8.
The best-fitting eguation is Eguation 2, which simply shows the price-cost
margin as & linear fonction of the concentration ratic and the asget-employ-

ment ratio:

PO = 33.265 + 0.23T7 WACR — 0.033 EAPL
[2.38) (=1.55)

EZ = 0,1978; F = €.55,

In this specification, the coefficient of VACR is significant at the I =ty




P

cent level, while that of EAPL is not sigonificant at any lewvel less than
2} percent. A log-linear specification using the game twoowariables gives
the next best-fitting line, Bguation 6):

in PO o= F_ 127 + D256 1 VACR — 0.197 In EAPL
[2.85) (=2 47}

R* = 0.1602; F = 5.29
Coofiibienta arelaigrificant at the 5 percent’ level. 'The siguificance of
the concentration variable in all specificaticons lends strong a.'uppnrt to the
hifpﬂ-‘-:ht.‘rﬂ.'if that: the induestrial structure influences performance, amd that
in particular estsblishment-concentration permits the earning of moncpolistic

prolfits.

e

In none of tho speciii._cdtiuns does the protection wariable attain
an Aindependent. signi fi.l:mm.};'/ﬂnl}r when it is included in 1ts interactlion
~with, the wvalye—added mnmnt:a:tiﬂn ratio in-a log=liness specification
(Fguation 8) does it make a showing. _-"E:w:n this, bowever, is inferior o a
simple regression of the price-cost n;ﬂ:g.in on - theconcentraticon ratio (Baqua-
tion 3. Thiz result sueggestz that the action of protection in increxsing
markups takes place primarily throogh its effece in establishing market
Bower . and, that it would hardly benefit firms in indastries where thers are
many domestic sellers to begin with. ;

The fimal 51.;:.;|.nﬂ that we take up in the argument 1s the relatiopship
between foreign capital and seller—concentration. The framework being followed
thus far suggests that, first, folldwing Mondell, those industries which are
recipients of heavy protoction would receive inflows of foreign capital, in
crder to take advarntage of the resulting higher returns to the scarce factor;

capital. The Hymer thesis would add, moreover, that direct foreign invest—

ment: iz mors likely in industries where some monopolistic advantege could be

f".m-'e- ;12 ?Efj : 4
D ; 3=
Schoal ibra

Diliman, GQueron Ciy
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built up and secured by foreigner=, In theory, therefore, one would pose

4 relationship given by:

FCOMC = F[VACR, ERP) Py¢ F positive (3)

FOORC = F{ (VACR)(ERP) ) F' positive {3*)
where POORC is some appropriate measure of foreign concentration. The
tormulation (3') is intended to take into account the hypothesis thet effac-
tive 9rﬂtE:ﬁinm may not. serve to induce foreign capital in areaz where the
possibilitiss for monopolistic gain (as measured by the ;Bntentrntiﬂﬂ ratio)
are limited. This is consistent with Hymer's theory.

Before moving on to the regression results themselves, however,
it is prudent to say fomething about the data set adopted. The measure of
foreign concentration utilised (FCONC) is the share in census value-added
per industiry of a set of firms identified as having a degree of foreign
participetion. A measurement problem is, of course, always present when ono
attempLs to define such terms as "foreign firms™ or "transnationals", and even
if ome were able to evolwe a theoretically satisfactory definition, it is ano-
ther guestion whether &he data themselves axist which correspond o such a
definition. In practice, for example, £t is difficult to distinguish between
transnationals as normally cnderstood and firms whick are foreign-cwned. Ano-
ther fuzzy concept ic the notion of control, which is not readily or uniguelsy
related with shares in ownership.

Mindful of these and other conceptunl difficultics, we nonetheless
proceeded to comstruce o lisi of firms which may be identified as having an
appreciable degree of foreign ownership, arbitrarily set at no less than ;ﬂ

Peroent. The lizt was culled from two gsourcess first, the Yist found in

Husings: bBay's Top 1,000 Corporations 1979 of firms with 100 pereent foreign




TABLE 3. HREGRESSION RESULTS: Share of Sample Foreign Firms in Industry Value-fdded {FCONC) . 18778,

Conetant

Pependent Variable: [1 + FCOIC)
N = 46,

Bguatinn I 1.0207
BY = 0,1180; Fo= 4,03

Equation 2. 1.0265

BY = 0.1319; F = 6,68

Constant

|

Dapendent Variabler In (1 + FCOHC)
N = b,

Eggatinn 3. = 0. 1794
R w 0,0B01; F = 2.96

Eguation 4, - 00,1625
L5 0.11B4; F = 5,91

Egquation 5. . 0,01L2
I.IE =0, 0624y F = 2,93

+4+ = pignificant at the 1 percent level
17 = gignificant &t the 5 percent lavel
T = significsnt at the 10 percent level

VACR {1 & EmP}
e -._"‘_'_._T.
0,0038 T17 - .0015
(2.788) (- 1.155)
0.0035
{2.586)
1n VACR 1n {1 + ERP} in (VACR) {1 + ERP)
[}
[ ]
0,0930 71 - 0,01145 =1
]
(2.306) (= Q.Hﬁﬂ}
0, 0REE TT
(2. 430)
g.0326 T
{1.712})
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ownership; second, the list foand in the work by Tsuda, Tiglao amt Atienza
{1978} , which has the widest coverage thus far of corporations with any
degree of forelign participation. Eatities with foreicn participarinm of
less than 40 percent were then struck from the 1ist, as well as those for
which data on census value-added could not be conputed. This procedure
resulted in a list of 118 manufacturing establishments for which data
coirld be chtained and whose f_:ﬂntrihlat,ims o value—added were aggregated
according to the classifications in the BCSO's annual survey of establizh-
ments., The variable FCONC wag then constyucted as the share of the sample
firms in the value-added of the industry to which they belonged.

The estimated versions of egquations (3) and {3'] are shown in

Table 3. The following forms appear promisings:

(1 + POOMC) = 1026 + O.003 WACE ;
(2.8} 2

R? = 0,1319: N = 46,

In {1 + PFCONC) = — 0162 + 0.035 1n VACR
204

R = 0.1184; N = 46,

The coefficlents of valone—added concentration are in both cases significant
at the 5 percent level.' This lends. support to the hypothesis thar the pattern
of concentration of Ifnreil]n investments is at least partly determined by the
cpportunities for monopolistic advantage. Interestingly cnough, nme: of The
specifications involving effective protection as a separate variable yield a
statistically fignificant coefficient for it: on the other hand, concentration
is comeistently important.(see Equations 1 am® 3) . On the other hand, w{;leu
cambined with valuve-added concentration, effective protection becomes signi-

ficant in a log=linear forms




LS

In (1 + POOMC) = 0.0112 + 0,032 1n (VACRMI + ERP}
(1.7}

B2 = 0,0624; ¥ = 465,
The coefficient iz significant at the 10 percent lswvel. This, once more, is
in conformity with the view of foreign investments being attracted to areas
which offer monopolistic epportunities; tariff protection, from this angle,
ﬂm..tld be a necessary but pot sufficient conditicn for f-nr&i.g.n capital to

T,
flow in. =
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I11. Conclusions.

A conclusion that emerges from the findings is that, for the periods
covered, elfective tariff protection did exert a distinct influence in P oot —
ing seller conceniration. There is also evidence to suggest it influenced
the direction of internationsl investment gs well; thers was a significant
degree of assocliation between those sectors of manufacturing which were cha=-
:&:terised by heavy seller concentration, and thoge in which forsign capiral
found a hospitable miche. These Propositions, by them=elves, are guite
unr:narkahiu: they are the least +hat might be Suggested by simple econcmic
reasoning. This paper has merely attempted to bring to light hitherto
unexplored evidence and, in so doimg, perhaps carry the policy discussion
. @ step forward.

There are ar least two levels at which oe may interpret theae
findings. & cursory, and indeed facile, manner of viewing them iz to relate
them to ongoing discussions of trade and inﬂqstrjulis;tinn regimes [by now
shopworn but, in thiz country, nopetheless relevant). The roesults BUggeEst
that, in addition to its well-discussed adverse effects on resource alloca-
tion, the existing tariff structore has imposed an additicnal cost to the
economy in its promotion of industrial conceRtration, thus giving the Eirng
of truth to the old saw that “the tariff is the mother of the Trusts.™ What
is perhaps even more ironic frem the viewpoint of those who advocate greater
tariff protection as a tool for nationalist indostrial policies, there ia
some evidence to show that {as predicted by economic theoryl effective Do
tection, in combination with the concentration it engendrés, may have beope-=

fired foroign capital a5 well. To the axtent inflowe of foreign capital
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were mostly in the nature of "tariff-jusmping" a.:l:i'.riti.esf induced by no
wore than the svetem of protection itself, there is a strong presumption t-i:l.ﬂt
their ocourrence was likely to have been welfare-reducing.

From thiz ofe i3 only too teopted to conelude that, in taciff policy,
one bar gaived a bandle on both the industrial structure and the composition
of trade;. that a mere lowering of the tariffs would, therefore, hawve & Lavou-—
rable dmpact, not only by changing the output mix towards the direction indi-
cated by comparative costs, but alse by reducing the level of industrial
concentratian. - Heretofore, after-all, industrial concentration in developing
countries has been regarded as resulting from more "structural™ causes (e.g.,
the natore of modern technology, the size of the market) which do not res—
fFond easily to the manipulation of indiwvidual policy instrmments. The asso—
ciation between tariff protection and concentration would then at least sug-—
-E[Eﬂ-t- théat part of the existing industrial organiszticon iz not "stroctural™
in erigin but simply “policy-induced". If, moreover, the relationships unco—
wvered are to any degree reversible, the negative effects can be mitigated
simply by reversing the direction of the policy-variable, the tariff strue-
ture in this case.

Upcn closer reflecticn, howewer, sc@e doubts may e raised whethey
the problem of indu;ﬁ;ial concentration in developing countries may be pot
down 4% 4 simple case of “"failing rto get prices riqght". In the standard
description of "vent-seaking™ activities (e.g. Krueger 1974} it i= oftan taken
to be the case that Some law or policy Iz exogencusly set which provides the

opportunity for rents being extracted. This view then takes the formation of

Tenis is at lesst what is suggested in historieal accounts of the
import-substituting experience in the 1950= and 196(s, when the highest growth
of foreign investments was cbzerved. See for cxample Valdepenas and Bautista
(197 7:179-182) .




coalitions which seek to capture such rents to be an endogenous process,
possible only because markeis were not allowed to function te beqgin with.
The removal of the distortionz is then sufficient to make the game impossible
ta play and, by implication, alsc sufficient to dismantle such coalitions as
may have been formed. In the case being discussed, this would imply that
the institution of the protective structure was conceptually and Nistorically
prior to the formation of the groups that benefited from it, and the revamp
of such a structure would more or legs dissolve sSuch grm::;s.

What the standard account of rent-seeking leaves out, however, is
how the rules bﬂ::mr:. set in the first place, and why the game doesz not axist,
wWhose value to the participants iz the right to set the rules, together with
all the benefits that would entail, This is, indeed, not far from How higte-
i—iaa:.-.’.__. sociclogists, Marxists, as well as instituticnal and development &cono—
mists might perceive the process. it is not the rules themselves, but rather
the coalitions which set the rules, which manifest the greater gtabilityy,
VWhile the forms of rules may wvary, BaY¥, in response to o changes in the enwirop=
ment, what abides is their overall congruence with the interest of the dominant
coalition. If this second viewpoint is adopted, there iz less canse to be
sangeine about the chances that "getting prices right™ will suffiow to redress
the problem of market power. ©Om the contrary, one could as well expect that the
sam: concentration of scocial influence which underlies and is reinfarced by
market power could hias any contemplated changes in the rules, if any ::h.&nge_s
do become implemented at all. For example, there is some evidence to show
that, j:n the curreat tariff-lowering programme, the phasing by industry has
been influenced by the degrce of economic concentration, with more concentra=

ted industries (presumably also those with stronger political constitwencies)
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being liberalized last (Alburec 1985), Thiz would be kardly surprising if

o acoepts the second viow just outlined,. Indeed, given sufficient opportia—
nity to build itz infloence under tariff protection, a Fivm may in Eime become
so dominant that it finds such protecticn redundant in maintaining its market
power. This may be especially troe in regard to t;ansn“tim.a.ls.-r Thiz raisoes
the poassibility that the concentration=protoction nexns may nob neceszarily
be reversible, i.e. that a lowecring of protection need not lead to reduoced
cnnmm:ratuin. since othar entry barriers may have been srected j..n the interim,
T@e point being made, therefore, is that zimple price—adjustments
mayt wok in themselves succeed in addressing the issue of economic concentra-
tion. Rather more direct measures —— sach as antitrest policies, or those
aimed at directly redistributing easscts —— may have to be utilised. Sach
‘measures might, of course, presume a broader constituency and more determined
political will than those upon which current privileged interests rest. But
then it would really be toomoch to ask that important changes also be easy

o implement,

et TP

Irh:.-;- Caves (1979:61) puts it: ™If the multinational company is good
at scalipg existing industrial barriers to the entry of new firms, it is also
good at building up such barriers, The rescurces reguired to contrive sach
barriers {maintaining excess capacity, integrating forward to control distri-
butive ocutlets, advertising heavily, accelerating the frequency of "model chan-
ges, " etc.]} ara often found in the portfolios of multinational companies. It is
alse true that the multinational possesses the 'long purse' that might drive
out single-market rivals,™
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