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INTRODUICTION

What Is A Flow of Funds System of Accounts?

As originally conceived hy Coneland and othersl/ a flow of
funds system of accounts presents a comprehensive picture of
the circuit flow of payments and receipts, hich portrays
transactions in financial instruments 2nd existing assets as
well as transactions in current output of goods and services.
Its main features therefore are that it reflects flows arising
from the financial processes tal'ing place in the economy (i.e.
the creation and the exchange of money and other credit instru-
mcnts)'as well as flows arising from non-financial processes.
The assumption underlying such a presentation is that there are
interrelationships among the financial and non-financial trans-
actions and that when these are organized into a body of ac-
counting measureéments those interrelationships will become

clear.

In subsecuent work, however, the Federal Researve shifted
its focus away from the comprehensive picture as originally
envisioned towards a presentation of the investment account of

: R .2/
the nation on a sources and uses basis.™ In the current

1t

.,l/M,H. Copeland,; A Study of Moneyflows in the United States

(New York: National Burcau of ¥conomic Research, 1952.)

&/Compare the presentation in "A Quarterly Presentation
of Flow of Funds, Saving and Investment'" in the Federal Re-
serve Bulletin. Aupust, 1959, with the Analysis of (Copeland,
cited alove.




presentation of the flow of funds as published in the Federal

Reserve Bulletin, emphasis is on the manner in which capital

investment is financed rather than on the presentation of the

plcture of all types of transactloqs and how they are finance

IS

Thls sh1ft can be v1ewed in two parts flrst a change 1n

focus toward the analys1s of how 1nvestment is flnance, secor

a shlft towards u51n9 the flow of fu ds accounts as a set'oF

'..- 7 . l

‘sources and uses statements. These adJustments in Federal Re

serve presentatlon reflect the development of a more artlcula

1 ¢ 1 } l

demand for sources and uses accounts for tbe purpose oF ana-

1y21ng f1nanc1al market condltlons in the short run.

s_ﬁe share: this perspective: and emphasize ihfour'enalysis
the ‘potentials.of sources and uses statements:iwhich underlie
the traditional flow of funds accounts. Most of our analysis
is based directly on the sources and uses statements. We also
think, that - many of the: other. tabiles underlying flow of  funds
accounts - particulary the sectoral talance sheets - are of

equally 1mportant use in ana1y51s' We utlllze this informa-

AP

tlon not 51mp1y to analyse short run changes 1n 1nvestnent
¢ . B
act1v1ty, as 1mportant as tkese are. We also thlnk that a
St s ' i

maJor use of these accounts is for the 1mprovement of 1ong-
term plannlng The P1nr5 of analvses we maPe furnlsh 1nforma-

‘tion: whlch asslsts us 1n‘understand1ng sectoral expendlture

+

behav1or. we show how 1t is p0351b1e to construct sectoral

I 5,:»'u

'budgets both for current and rapltal accounts - whlch can

‘1 oy

then be 1ntegrated 1nto 1ono term plannlng Ne feel that



 these accounts make possible a more: penetrating analysis of

‘expenditure -patterns by sectors.

Why Have a System of Financial Accounts?

PR

Tbere are manylreasons for hav1np a set of f1nanc1al ac-
.counts in a developlng country }They are connected with the
1nvest1gat1on of expendlture behavior, with the refinement of
investment and saving estimates, and‘with the improvement of
our understanding of the financial process and its relation-
ship to. output growth. We list .below some specific reasons

why a system of financial accounts is beneficial.™

1. At the present‘tlme estlmates of cap1ta1 formatlon
are prepared on a commodlty flow ba51s for the natlon as a
whole. When estlmates of 1nvestment are made on an expendt-
ture b351s, it is p0551b1e to prepare them on a sectoral level
1n a way Whlch makes p0551b1e the 1nvestlgat10n of expend1ture
behav1or by sector. Okv1ous1y the motlvatlon for capltal_
‘:1expend1tures can be expected to vary from sector to sectorrsl
FEWe would expect for example, that corporatlons have an in-
Avestment demand functlon w1th somewhat dlfferent explanatory

varlables than households, where the ma1or item of expendl-

ture is re51dent1a1 dwelllngs. Closely assoc1ated with the

3/Most existlng stud:es of 1nvestment functlons -have been
.fer non-financial corporations, from company 1ncome state~
ment and balance sheet records.
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and comp051tlon of 1nvestment

e

'questlon 1s partlcularly pertlnent in mlxed economles where a

explanation of investment on a sectoral basis is:the possibi-

1ity of making estimates of sources cf financing. "We maintain
that sources of finance are related to investment in the sense

that certain types of'dinvestment:require certain kinds of

f1nanc1ng This means that the compsotlon and magn1tude of

sources 15 related to the com0051t10n and mapnltude of 1nvest-

ment and that a study of the former throws 11ght on the s1ve

i =2:+ When sectoral accounts are prepared: on a” sources:and

uses: basis. it -becomes possible: to construct a sectoral budget.

* We have done-this in several ways by constructing:sectoral"

capltal budgets, and ana1y21ng the main 1+ems in those budgets.
Ex1st1ng budgets and assumpt1ons about expendlture hehav1or,
et s

when comblned become the ba51s for pro;ectlons of sectoral

budgets A We thlnk that th1s is very useful as a dev1ce to im-

podd Lt

prove overall plannlng accuracy and part1cu1ar1y 1mprove the

p0551b111ty of overall plannlng 1mp1ementat10n Much has heen

,H’;

_”wrltten about the need to 1ntegrate the government budget w1th

N P PR R

A
macroeconomic plans. 4/ But why should not budgets of sectors
other than government Le 1ntegrated w1th economlc plane’ Thls

[

1arge share of 1nvestment act1v1ty 1s undertaken by non- govern-

Tty leme

i/United Nations, Government Budgeting in Flconomic Plan-
ningrin:.Deveéloping :Countries (New York, 1965); seé"also Albert
Waterston, Development Blanning: Lessons of Fxper1eﬁée (Baltl-
more: John Hopkins, 1965), espectally pp. 201-=24%. "=~
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ment ‘sectors.

In the Philippines, forWEEnglgi‘EEEEE;EEEE:

tenths’ of investment ‘activity is undertaken by the business

and household s¢ rs.. In order to make an economic plan a’

- realistic document from the standpoint of hoth estimation and

implementation, it 'is necessary to draw up sectoral hLudgéts
~encompassing these sectors so that they can he integrated “into
the national investment plan.

, 3.. The original schema fqrvnational accountshag»devé-
ibped by the United Nations includcd fivé major'accquhts:'fhe
coﬁgblidatéd‘nationgl productland cxpeﬁditures a@équn;,
péréonal income and outlay account; government receipts.and
eipendituresbac;ount, é cqmbined_c;pital fﬁrmation a;cppnt»and
the foreigﬁ‘fransactions account. In none of thesé accoqnt§
was the enterprise sector singled out for special detail; To
the. extent that there was a sectoral focus the accounts focus-
sed primarily on consumer 'and government sectors: - In general
the sectoral identity of enterprise transactions wds suppres-
sed because they were consolidated in other types of transac-
tions. In ‘the new syster of national accounts as revised by
the'Uhited Nations’, -however, enterprises receive much more
attention. = There is "a separate enterprise account, and non-
financial enterprises have 'a suhsidiary account Separate from

i

E r“é/Richardfﬂdoley, "Private Saving in ‘the 1960's: An ‘' -
Experiment in Financial Account'" in G.P. Sicat, The Philip-
pine Economy in: ‘the 1960's (Quezon City: University of the

Philippines, 1964).

/



financial institutiops. This change in the national income.
%chgmgﬁisgq;reflection:Qf.thg‘incmepsed.importancg attached

to the behayior of enterprises in a mixed economy, and  the

., necessity pfaredressing:thegiong neglect of obtaining informa-

FI e R

tion for an enterprise sector. The accounts which. are shown

4«4 this publication make it possible, to fill in the gaps with

respect to enterprise behavior forgthaiPhilippinesrfbe;it on
capital or on current account. Not only are the estimates

sectored in a way whlch makes them ea511y 1ntegrated into the

' natlonal accounting systen but the methods of estimatlon

ATy

contain certain novel asnects which w111 he of 1nterest to

research workers in natlonal account1ny systems who may w1sh

'to derive expendlture estlmates for other’ developing coun-

tries.

r N
¥ i ;‘;‘ B ¢ B ‘i

4.  Economists are aware of the great power of the con-

[

. Sumption function as an analytical construct. If the use of

Aan_aggregate demand function has been highly ;successful in

analyzing consumer demand, then the question naturally arises

.yhx_we.pgpqp; develgp.similax»constructs for analyzing .the

agggggate“demand of other sectors. Undoubtedly this. view is

vvvvvv

!_gggrggate%inygspmeqt,ﬁpnctions in_racent_yeaps.wuwe think

there is good reason to explore the possibility of expendi-
ture funotions for maJQr sectors ina develop1ng economy such
as" the Phxllpplnes. We are partlcularly 1ntercsted 1n ey~

plaining capital investment bhehavior and make some effort to



' construct such-expenditure functions for the corporate, non-

corporate and household 'sectors. e feel that these efforts
are 'important for the ‘advancement of econometric 'models, 'Bée-

cause without an investment function macro-theoreétical modéls

-'will ‘remain deficient in realism'as well as analytic power.

We think that such expenditure functions are‘highif"imporfdnt

for effective planning, '‘and we have ‘made somé tentative ef-

“iforts ‘at estimation of parameters of sectoral capital ‘expendi-

ture functions.

5. We hope that _t 1stence of 1nformat10n on finan-

c1a1 flows and f1nanc1a1 1n5t1tut10ns w111 work toward a

< —

better understandlng of the relatlonshlp of money and inter-

medlatlon in growth. Up to the present q;me, this topic has

received largely "1mpresionistic".treatments. ~That is, the

relationship of financial institutions tp growth has been .

e

handled in a relatively oeneralized manner . We suggest that
the relatlonshlp runs spec1f1ca11y from types of flnance to
volume and comp051t10n of expendlthre; by sector. For exam-
ple, 1f life 1nsurance flnance is in short supply, then re-
51dent1a1 hou51ng expendltures (whlch depend primarily upon
11fe 1nsurance as a f1nanc1a1 source) w111 be reduced. Thls
means that tbe 11ne of causallty goes from life insurance
finance (source) to residential construction (use), as well

as «a line of causality from life insurance as ah' institutional
source: to: the: household sector as the using sector. This view

is based upon the presumption’that’ finance is not a homoge-



‘neous .seyvice but a differentiated one with-varying degrees of
substitution among competing services.. We feel:that genuine
progress . on the relationship of financial institutions to
~growth will await the-investigation of hypotheses ‘of this
character.in specific growth situations. -We have undertaken
i«30me.preliminary investigations in the introduction 'to this
study .3nd we hope that these investigations will prove sugges-
+tive to . others. We do not present them as final or exhaustive
research results. Rather we present them in the hope that
others will carry them further and in that way enlarpe our

| understand1ng and comprehen51on of these aspects of the grouth
process." But we wish to emphas1ze the 1mportance of these in-
vestlgatlons belng conducted on the data of a developlng
country Up to thls po1nt hlphly detalled est1mates of flnan-
cial flows have been malnly prepared for developed countrles

where the uses of the results have been essentlally for analy-

H

21ng short term changes in the money and capltal marLet Our

concern is mﬂlnly w1th the relatlonshlp of the money and

oY . 1

capltal markets to sav1ng and 1nvestment behav1or 1n the con

It is eV1dent *het these markets as

text of 1ong term gTow

"iestment Jehav1or connected wlth them, are under-

l

g01ng rapld structural chanpes 1n less developed countrles.

. sy

1i- 6., In concluding this list of uses of aggregate finan-

{~clal accounts, it should be emphasized that:their construc-

v tdon; is an indispensable tool to the improvemént of savings

and investment estimates for the country as a whole. In



practice, when these estimates are prepared for the country

on an aggregate basis, thé statistical error involved is al-
~most certain to be unmanageably large. = An advantage of pre-
paring. financial flow accounts such as these is that a totally
independent basis for saving and investment estimates is. at-

- tained because these accounts are hdased not on commodity-flow
but on expenditure records. . Moreover, we show in subsequent
sections of this report how, for some sectors, expenditure -
records can be surprisingly accurate. We bave even worked:
out a model for estimating the sampling error in expenditure
estimates, and that model indicates that depending upon the
sector, expenditure estimates can give results which are
accurate to-within 10 to 15% of a population parameter. ' In
short, the use of expenditure data, heretofore little utilized
in the preparation of national accounts, involves the working
up :from micro-data to macro-data. This process not only
enables one to sector in ways previously thoughts impractic-
able but also ylelds a check on macro estimates which is in-
dlspensable in 1mprov1n the statlstlcal rel1ab111ty of ag-
gregate éstimates. Obviously, it is only with some minimum
level of stat15t1ca1 rellahlllty that the klnds of theore—r
tlcal and econometrlc 1nvest1pat10ns which we have been sug-
gesting can ever be. undertaken with the promlse of useful
results. We feel that on the whole the estlmates of flnan'
cial flows which we have prepared here meets tbose minimum

£

stat15t1ca1 rellablllty standards.. Where they do not, the
reader will find warning flags thrown up when we feel that

the data may contain unusually large statistical errors.



II

METHODS OF ESTIMATION

In any system of quantitative measurements the methods of
‘- estimation are of paramount importance to users-of those ‘data.
They are. .critical in clarifying the meaning of the results

- because. methods of estimation ultimately determine conceptual
content, and not the other way around, as is: sometimes:assumed.
Areas of special strength or weakness in the data should:be
indicated so.the practicing researcher can make allowance’ in
applications of the system:to specific problems. In this -
gtudy a description of estimating methods is particularly
%seful because we have made some alterations in the usual
sectoring categories to make the system more consonant with'
LDC:institutional behavior. Also, we have made extensive use
iof micro-data.in building our system, and a description of the
methods employed is of importance viewed simply as a technique

of measurement in itself.

We have d1v1ded economic unlts into five ma30r sectors,
with each sector sub d1v1ded 1nto twelve subsectors Sub-
sectors are formed to encompass unlts of essentlally homo-

geneous behav1or The sectoral c1a551f1cat10n is as follows:

sub

1.  Financial Sector - includes all ‘banking, ‘insurance, and
investment act1v1t1es The subsectors are:

1) The Central Bank of the Philippines

:2) Commerc1a1 Ban&s - includes the Phlllpplne Natlonal
Bank and private commercial banks;
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3) Insurance: - includes pricate life and non-life insu-
rance companies, private pension plans and mutual fund,
~the Government Service Insurance System, and the Social
Security System of the Philippines. The last two are
-administered by the Philippine Government; IR

4) . Other financial - includes all savings banks (private

and publlc), rural oanks, development banks, and finance
~ and investment companies. :

II. : Government Sector - includes two. subsectors:
- 1) the National Government

2) Local Governments - includes chartered cities, munici-
. pal and provincial hospitals.

IIT. Business Sector - includes the following subsectors:

1) Government Corporations - includes all government
owned or goveranment controlled business corporations;

2) Private Corporations - includes commerce and trade,
mining, manufacturing, public utilities (transporta-
tion, ecommunlcatlon, electric and power, ice and
storage services, private hospitals, hotels, and -
private schools), and construction;

:5)‘ Farm Corporate - includes corporate farming, f15h1ng,
pearl culture, and forestry..

4) Non-corporate business
Iv. MRest of the World Sector - includes all external transac-

tions.
V. 'Household Sector

| There are some unusual features in thlo sectorlng scheme.

We treat government corporatlons separately from prlvate cor
poratlons because 1n this country government- controlled flrms
have dlfferent canons of behav1or from prlvate firms. At the
very least we can assert that the former are not prof1t
max1mlzers. Just what constltutes the goal structure and
accepted canons of conduct for government flrms will become

clearer in subsequent chapters Ye also separate agricul-



- 12 -

tural corporatlons from the Test of bu51ness because we think
that a study of the behav1or of tnese giznts of the agricul-
tural sector holds spec1al 1nterest for development economists
They. account for a s1gn1f1cant portlon of agrlcultural output.
eThelr organlzatlon, financing and capital-intensive input
structure (and typically, their agricultural performance)

provide a sharp contrast to the remainder of agriculture.

Weﬂhane drewn the line between households and husiness
(corporate and non-corporate) at a different point than other
studies, and this is one of the most unique aspects of our
’sectorlng scheme In the U.s. and elsewhere the consumer
sector (households) is separated from producing flrms (busi-
ness). We take the: p051t10n that the sharp blfurcatlon betwee:

produc1ng and consumlng activities does not reflect reality
.1n Philippine society wherc households often engage in an
array of productive activities from farmdngvto small commer-
cial and handicraft activities. We feel that it would be
fictitious to treat these latter activities as if they were
undertaken by business firms. The household goal structnre
and dec151on maklng apparatus are obV1ously worlds apart from
the unconstralneo profit (and/or sales) max1m12at10n behav1or
of modern bu51ness. In the tradltlonal household consump-
tlon and productlon decisions are 1nterdependent and sav1ng
and 1nvestment activities are best v1ewed from the stand-
p01nt of a total portfollo approach whlch con51ders the

assets (and equlty) of the household as the prOt of the
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household's total wealth accumulation activities..  That.is:to
say, in coptrast“to the household in an industrialized society
., which provides.for saving, deposits, claims on . insurance, . :
durable goods, etc. out of income received, the traditional
‘household regulates labor inputs with a view towards aecumu-
lating land, inventory and similar assets of a business nétpre
which will servé:as a wealth stock tailored éiéng.theilineé
of the household's portfollo preference The 1mpprtapt p01nt
is that the household S conflguratlon of portfollo preference

is ‘not that of a consumpt101 unlt, but of a comblned wealth-

produc1ng consumlng unit,

How does one deal with this problem? One way is to
fabricate an exc1u51vely consumptlon orlented household sector
by separatlng household consumption act1v1tles from household
productlon act1v1tles, and puttlng the latter into the non-
1ncorporated business sector, An alternatlve approach is to
leave small producing units in the household .sector and shift
into the business sector only those units above a certain size.
We have chosen the latter alternative because. it .produces a
household sector with a behavior cdnfiguratipn.clpser to our
percqption'dgpféqlity, ‘There_are aiSo strong stétistiéal
reasons for éﬁdagiﬂg tﬁfs méthod.,>Wé'hafé;définedva houschold

6/

firm;as one employing 5 workers or less,~ and these are in-

oy
g

R

6 C C oy "
‘/This corresponds to a firm with asséts of about
25,000 pesos in 1961. v RN

v
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‘cluded in the household sector. All fitms with a labor forece

‘of ‘over 5 workers go into the business sector. In agricul-

ture, as was already pointed-out, all corporations go into the
business sector. Most of the remaining non-corporate farms '

are-small holdings, and are included in the household sector.

Crey

| The framework of our system of f1nanc1a1 flows con51sts

Aof a set of standardlzed 1nterlock1ng accounts organlzed by

sector and subsector. Transactlons are grouped accordlng to
types of goods and services involved. Two broad c1a551f1ca-

tion stand out: financial and non-f1nanc1a1.

~ Non-financial fund flows arise from receipts or payments in_

the fol}owing transactions: | |
1) Payroll - includes wages,,salaries, and bonuses;

2) Interest - on bonds, loans, mortgages and other:
- “lendings and'borrowings:

3) Dividends - on stocks and other investments;"
4) Rents and royalties : on properties and rights; =

5) Net withdrawals by proprietors - refe¥s to non-
corporate business end the household‘sector;

6) Insurance premiums - includes life and non-life
’ insurance premiums, contributions to mutual funds
~ and pension plans or retirement schemes, and con-
“teet o tributions to social 'security systems;-

7) 'InSurance'benefits - includes benzfits received ‘from
and paid to life and non-life insurance companies,
mutual funds, pension plans or other ret1renent
schemes, and social securlty,

8) Grants and donations - includes grants-in- -aid,

charity contributions, and other voluntary contrl-

butions;
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‘vs9);,Tg;p§4-;inq1udesApprorate and income taxes,. property
- 7' taxes, sales ‘takes, excises, licenses, and penalties;

EE T T S P LS s R PUREE S oL PRI R A
" 10) “Tax refunds - includes 'refunds of any of the taxes
mentioned under no 9;

.-’.',-.‘ g

. 11) Real estate transfers - transfers due to sales or,

foreclosure proceedings; and -

BT PO RSN L e Y T T - CiEomr. - e - Cepe s
#12) Other’ goods' and services '~ incliudes all goods and
..Services not elsewhere clagsified, . . .. , .,

RS S

G ogde LT Lo Lol et ep b et i GO
““Financial sources arise from changes which occur in the
“following financial variables:
'7+1):"Currtency ‘and ‘déposits - inclldes cash and deposits
such as demand, time, savings, and foreign deposits;

‘::f.:-t)-w

Z) Gold apd treasury currency;. . o
.3) Bank loans other than mortgages-divided into short.
+ 7 'term‘and long-term loans; =

€ o SN ) S oy .1!*( I S : U
“4) "National government obligations - includes only
government bond issues; o l

buoy,oo Tiil o

i1 0 hocal government obligations;

[

.8)., Corporate securities - includes, changes of holdings
~ in‘'and new'issues of $tocks and securities;
'7) “'Mortgagés - "intludés mortgages arising’ from real
gst§$gzandup1antiand,equipmgnpngg.segurities;;

8)_RTrade_account§,;”receivableswand?payables,arising}_
““from-the ordinary course of business; -

S 9)ioMistellaneous' asseéts and liabilities - all other as -
. .Sets and liabiljties not elsewhere classified. . .This

- ".accountis-d-residual formed by subtracting accounts

.. l.through 8 from total assets and, liabilities.

‘J o Loy B < S0 Goie 0 3 R DR
The above accounts give the 'general framework of the =

system. The speicific accounts vary slightly from subsector
to subsector however, depending on the nature of transactions
included, and for which adjustments in account nomenclature

are obviously necessary.
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'?':fﬁﬁNQnEfinadEiai £L6ﬁs‘aié”derived directly from the basic

flow records, such as the income statements of firms or the

record of government receipts and expenditures contained in

the Auditor's Report. Financial floWS'aré derived from stock
ré;ordslpsuch:as thetbalance sheets of firms or the balance
sheet of the nationaizgovernment, by taking'the first differ-
ence of opening and closing entries. This last requirement
sets up one of the most difficult_estimatiqn}ppoblgms,Jbgqause
it:requireslthat balance shects of micro units be. aggregated
and scaled-up into sectoral balance sheets. On the whole,
micro-data are more plentiful on flow variables-such aé sales,
taxes and the ‘like. Furthermore, benchmarkipépuléfioﬁ para-
metersudf_flows:are readily available from the census, national
income accounts, etc., whereas the same souftés’a;é likely to
give scanty data, if any af'all, on stocks. We felt cdmpelled
to exert every effort to construct sectoral balance sheets on
a s?lid fpgnda;ipn,.often utilizing micro-data in ways that
will be further explained below. In this effort we werse moti-
vated bY'a'désire‘tofgréatly strengthen theAgigg.sideldf the

accounts. This is important because only with a detailed and

accurate uses side can the financial flow accounts make the

unique contribution to the tools of monetary and fiscal

analysis thatvthey were designed for.



C. SOURCES OF DATA

Governmental Units

. :Governmental units or instrumentalities  (burecaus, com-
missions, and special offices) collecting statistical data as
part of their admlnlstratlve Qr regulatory functions were
amoné:the most 1mportant sources of data. The un1ts 1nc1uded
‘were the Central Bank of the Phlllpplnes, the Offlce of the
Insurance Commlsloner, the Offlces of the Government Serv1ce
Insurance System and the Soc1a1 Securlty System the beneral
Auditing Office, ‘the Office of the Securities and Exchange
Commissioner, the Office .of the Land Registration ‘Commissioner,
the Bureau ef Mines, :the Economic RTsearch Division of ‘the
Department of Agriculture and Natural Resources, and the!
Office of the Public Service Commissioner. The Bureau of -
Census and Statistics also provided us with valuable benchmark

data. -

The Central Bank of the Ph111pp1nes furnlshed the account~
ing data for thc F1nanc1a1 Sector (except Insurance) and the
Rest of the World Sector. The Office of the Insurance Commis -
sioner furnished the accounting data for all private life and
non-1life insurance .companies and for non-profit pension plans
and mutual funds.: : Data for:the Government Service Insurance
System and the Social Security System were derived from their

published annual reports; other details were furnished by
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their offices.

The General Auditing Office publishes annual reports of

R

the transactions of both the national and local governmenté,

but the'more detailed phases of such transactidns were fur-

mished directly by the ‘GAO office.

The Offlce of the Securltles and Exchangc Comm1551oner

made avallable 1ts flles of f1nanc1a1 statements of flrms and

i

enterprlses 1nc1uded in our samples for commerce and trade,

manufacturlng, serv1ces, constructlon, and corporata farms.

Transactions in real estate and chatteél were furnishéd

- by the Office of the Land Registration Commissioner, from <

annual ‘reports submitted by all provincial Register of Deeds
to that office.. The Bureau of Mines furnished most of the

data on mining, part of the data having beén furnihed by ‘the

i-0ffice of the Securities and Exchange Commissioner and the

Manila Stock Exchange. The Office of the Public Service
Comm1531oner gave us access to 1ts flles of f1nanc1a1 state-
ments for enterprlses engaged 1n connun1cat10n, transporta-'

tlon, electr1c1ty and power, and ice and storage.

The publications of the Bureau of Censu$ and Statistics

were, of .course, the major sources 'of data for parameters

such as population aggregates and sales benchmarks.

P
i



Private Business Firms

The data base of the private business sectoré cénsisted
of the financial statements of a sample of approximately 1,000
small and large firms. The financial statemeﬁfs of many of
the large corporations for eaflier years were made available
to us by the Manila Stock Exchange. From 1957 on, the finan-
cial statements of all corpérations are available at the
Securities and Exchange Commission. Records of all utility
firms engaged in trahsport (bus, taxi, etc.) communiéations,
ice and cold storage and clectric power, both corporate and
non-corporate, are available 2t the Office of the Utility,:
Commission. All of these offices opened their files to us
and made possible the construction of stratified sample of
small and large units in each major sector. For small cor-
porations in manufacturing and commerce prior to 1957, and for
nonincorporated enterprises in both these sub-sectors, however,

we had to contact a sample of firms directly.

D. DATA COLLECTION

Sampling Methods

Some of the subsectors, such as government, the Central
Bank, commercial banks and insurance, represent 100 percent

coverage. These are sectors which either contain only one or
oo

a few units, or where micro4unit data aré'already aggregated
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by regulatory authorities (c.g. commercial banks). But for
a number of sub-sectors this is not the case, and for these
.we developed methods of estimating population from samples.

We used samﬁling techniques for the following subsectors;

' ‘Other Financial - investrent and finance companies;

Private Corporate Business - commerce and trade, manu-
facturing public utilities, and services;

Farm Corporate;

Non-corporate, non-financial business.

Except for corporate farms, the sampling method used was
the same for all  these subsectors. The population was first
classified according to size of total assets and/or number of
workers. ' In this way large and small enterprises were sepa*-
rated. All the largest enterprises were automatically incla-
ded in the samplés. About a half of the number of enterprises
in each'sample consisted of large ‘enté¥prises while the other

half was made up of small enterprises thosen at random.

Much has been written about the unequal_di§tributipn of

wealth in the Philippines. To our knowledge, however, no

7/

measurements of wealth distribution have been undertaken.—

While this is an unfortunate situation which we cannot remedy

Béré} we do find it necessary to substantiate some earlier

leurveyS.Of'incomé and expenditures are available from
the Philippine Statistical Survey of Households.
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statements concerning the nature of wealth distribution and

its significance for sampling methods.

Let us turn to the manufacturing sub-sector and ask the
question: what is the distribution of assets among firms? To
answer fﬁisghuestion we constructed a Lorenz curve of manu-
facturing firms in terms of total assets. The basic data came
from our sample of 224 manufacturing firms, which we combined

with data from the Bureau of Census Survey of Manufactures.

The latter gives information on fixed assets of all (appro-
ximately 7,000) manufacturing firms, and also on the largest
-1,000. We combined these data to derive the Lorenz curve

.. shown below. The striking inequality of asset ownership is
revealed bfrFigure_l. Less than 10 percent of manufacturing
firms control ninety percent of all the assets. Our work- .,
sheets show the extraordinary fact that the largest thirtz
firms account for approximately 25 percent of total manufac-
turing assets. Figure 1 indicates that about two percent of
firms (approximately 140 firms) account for 60 percent of
manufacturing assets.g/ This is highly significant from a
statistical standpoint. The implication is that if we cover
the largest two percent of firms by a full count we have ac-
counted fprvpo percent of our population parameter. This can

be achieved with a sample of about 140 large firms. For this

: §/None of these statements would be materially changed
if we had used sales instead of assets to measure size.
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reason we decided to obtain information on the: largest 100
manufacturing firms, which gave us coverage of about 50 per-
cent of assets. We then sampled an additional 124 smaller
flrms to obtain 1nformat10n on the 50 percent uncovered por-
‘tlon of the population. xhls samplc was stratlflcd both by
product 013551f1cat10n as wel1 as by size. This procedure

'reduces all sampllng errors by 50 percent since the upper part

of the 51ze dlstrlbutlon is fully enumerated

The size concentration of firms that we have demonstrated
for manufacturing is more or less typicai of other branches of
industry. In-electric utilities the concentration is greater:
the National Power Corporation and Manila Electric Corporation
_together.control over two-thirds of electric utility assets.
In communications one firm - the Philippine Long Distance -
Telephone Co. - accounts for more ‘than three-fourths of indus-
try .assets; in transport the Manila Railroad and Philippine
Airlines.together account for almost one-third of assets.:
Concentration in commerce and services is' lower than in. manu-
facturing, but still substantial. Oﬂ balance, therefore, it
is possible in most cases to..account for at least one-third
and possibly .as much as two-thirds of the total assets of .any
industry group by making a full count of the largest 50 to
100 firms and in a number of cases this can be .achieved by .
enumerating only a handful of firms. The remainder can be
covered by trad1t10na1 sampling technlques. This method of

t

obtalnlng 1nformat10n has three 1mportant advantages (1) it
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Lorenz Curve of the Distribution of Assgts"
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Source: Financial Statemants of 224 Manufacturing Firms and :
Ropublic of the Philippines, Burcau of Census and Statistics,
zeonomic Census of the Philivpines, 19§i, Vol III,
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reduces by about one-half the size of the standard error for
estimated parameters; (2) it increases accuracy of recorded
information by greatly lightening the clerical burden and re-
focusing it on highly relevant material; and (3) it decreases
the cost of gathering information and consequently increases

the number of variables that can be covered.

We were also able to apply these estimating techniques
to the agricultural sector in spite of the fact that concen-
tra;ion ratios in this sector are not as high as in indus-
tryag/ A number of the larger agricultural operations have
incorporatedtr We found that by taking all agricultural cor-
porations as a group, we wWere able to cast a statistical

net over a significant portion of agricultural assets-we

estimate the percentage at 20 percent.

The significance of our method is not limited to the
statistical advantages of accuracy and economy. An investi-
gation of Philippine data for large and small firms indicates
that large and small firms are heterogeneous in terms of
production behavior. To show why this is so, suppose we had

data on assets and number of workers employed for a random

2/The Philippine is often called a "feudal’ society,
and this would imply very high concentrations of wealth in
agriculture. While this is true for parts of Luzon (e.g.
Pampanga and Tarlac), it is not a faithful picture of land
ownership in areas such as Ilocos or Cotabato. The latter
regions reduce the high concentration ratios in agriculture
substantially.

y
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sample of large and small firms. On the plausible view that

a larger firm (in terms of assets) would employ a larger work
fgrce, we could write the expression

A= §¥

where A is value ,of assets, ¥ the number of workers employed
in each firm; and x an exponent measuring the relationship

10/

where 0 < X < ® The capital-labor ratio is then derived

as

A:= (X'l)
N N

We are under the impression that x = 1, and therefore A/N = 1
over all values of N. However, data derived from the 1961
Census. of Manufactures suggest otherwise. In figure 2, below,
we present data on gross receipts and employment for differ-
ent size firms in 1961. We have derived these data from the
1961 census by computing the aven@ge receipts and average
number Ef’employees ver firm for all fhree-digit classifica-
tions in manufacturing. From our worksheets of financial
data. for a sample of 225 manufacturing firms, we know that
there is a simple linear relationship between gross receipts
and assets. We are therefore entitled to establish the :

folloWing relationships.‘ From Chart 2, we have

log GR = 1.5 log N

lg/This expression implies an intercept of zero, which
is justified by the fact that when assets are zero the required
workforce is likewise zero.
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or

' .5
GR = (N)l

where GR is gross receipts per firm in thousand pesos and N
is employees per firm. We also know from the financial data
in our worksheets that the sizec of assets per firm is a
si&ple linear function of sales (or gross receipts). We can

expresé this as
GR = Aa (2)

where A denotes tangible assets 'and o is a constant. Then

substituting equation (2) into (1) we get
aA = al-® (3

But since we are looking for the relationship of size of firm
to the capital’ labor ratio we divide both sides of the equa-

tion by N and obtain . cr .

1 o |
A .
N - N B (4)

The above expression indicates that the capital-labor rises
as firm size (measured by asset size) increasés. For example,

suppose for simplicity that o= 1. 'Then when (N) size of’
workforcé is 9; the capital—labor ratio (%) is 3, Howeyer,

when the work force is 100, the capital-labor ratio is 10--



11/

an increase of more than threefold.—

We believe that the changing capital-labor ratic as one
nmoves from smaller to larger firms is highly significant,
particularly from the standpoint of employment generation, and
we will investigate this furthér in a later section of this
monograph. It reflects differences in behavior patterns among
firms, since firms with markedly different factor composition
may be expected to react to economic phenomena in different
ways. For example, a rise in the wage rate should raise costs
mo?e for small than for large firms; and a rise in the peso
co%t of imports would affect the small, labor intensive firms
less than the large ones. Presumably the large firms would

be more dependent on imported capital equipment.

The importance of this to a study of financial flows
should be obvious. Any economic study, insofar as it attempts
to utilize aggregate quantitative data, must organize them
into classifications which reveal uniformities of behavior
among cconomic units. It is clear that at least one of the
relevant classificatory categories is firm size. We will

show later that large firms differ in significant respects in

Eh s The capital-labor ratio is usually thought of as the
ratio of fixed capital to labor - that is, the ratio of build-
ings and equipment to labor. Of course, for any sample of
firms in the same industry it is true that F = aT, where F is
fixed assets , T total assets and a, a constant. We might
add, however, that it would also make sense to measure capi-
tal as fixed capital plus inventories (but excluding finan-
cial/aésets), since theé size of inventory stocks will consti-
tute an important component of tangible capital in a number
of cases.
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terms'of such- financial behavior such as the proportion of

earningé'paid’out'in-dividends, the proportion of ‘new capital
raised by €quity ‘issues as opposed to loans, etc. Therefore
“We conclude that for the-Phllippines, and possibly for other
LDC's - as well, classification of firms by asset size as well
as industry group conférs important analytical as well as

~stati$ticélfadvaﬁtéges on the investigators.

Metheds of Data Collection .

,A standard accounting form was.constructed for each
subsdctor and/or type of 1ndustry 'This was done to dis-
tinguish the different kinds of transactions characteristic of
each. subsector, and to facilitate the rccordlng of accountlng‘
data. The resulting accounts contained detailed 1nformat10n
on receipts, - expenses; profits and dividends, types of assets
and’liabilities, kinds of loans, paid—in—capitél and re-
tained earnings. The standard accounting form used for manu-

facturing and commerce is reproduced in Figure 3,

| For some subsectors, a more detalled form was prépared
to accomodate 1ntang1ble assets(such as goodwill and rlghts),
kinds of 1nventor1es (such as crops, fertlllzers and work
anlmals in agrlculture), kinds of dep051ts, kinds of 1loans
(whether short- term or long-term), and other financial details

depending on the act1v1t1es of the subsectors.

i*zThésé‘formSﬂwere completed by a team of research assist-
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ants who went personally to the government offices and/or
‘private enterprises. Data for the years 1957 to 1965 were
collected for commerce and trade, manufacturing, mining, and
farm corporations from the Securities and Exchange Commissior
Data for prior years were secured directly from the firms by
questionnaires and .a follow-up where necessary. Data.for
public utilities were secured from the Public Service Commis-
sion for all years, 1948 to 1965. The Central Bank of the
Philippines requested data from the finance land investment.
companies included in the sample accounting forms. Data for
m1n1ng for the years earlier than 1957 were secured from the

Bureau of Mlnes and the Manlla Stock Exchange

Methods of Data Precessing

After the micro-data were recorded on standardized forn
(see Figure 3), it was found that for about 15 percent of the
returns data were incomplete for some account items. These
gaps were completed individually for each of -the reporting
units. That is, the gaps were filled for each firm before
aggregatlng The procedure used was to 1nterpolate the
m1551ng data for each account from the data avallable years.

This 1nvolved estlmatlng the average change. For example

. where Ajvis the value of the jth asset account and EKj is



SEVED N

Standard ' Accountifig Form Used for Pecordins Data on

I‘I uid~

A

2

Manufacturing ‘and Comaercial Firus

St 0 RPinancial Variables

Income Statement

 Sales
| Cost of Goods Sold

| Selling and Administrative Zxpenses

~‘ Other income and credits
Income ;tax

| Net Income after tax
'Deprec:J.atlon and depletlon
| Interest expenses

Balance Sheet

: Cash

Accounts receivable
Inventorles

Total current assets
| Corporate investments
Fixed assets - cost
Fixegd assets - book
Land and improvements
Total Assets

Bank borrowing (short-term)

Accounts payable - trade
Total current liabilities
Long-term Liabilities
Paid-in capital

AEarned surplus

021965
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the arithmetic mean of annual changes in that account. n is
the number of years of available dapa, gpd the;gforevghe

- years 6nvwhich the mean value is based. 'Suppose, for example,
that we have data on the value of Ai in periods t; through

t, but not for periods tg and tg. First compute

A, A
Jt4 B Jt1
AAj= 3
Then estimate te and te directly,
t6 = t5 + AAJ

In the event that the unknown values are between two sets of ..
known values, only a small change is required. Suppose Aj is
known for the periods t; to tg and te to tg and we wish to
estimate it for the years t, and tg. Then the value qf EK&

becomes

t. = t, + AA.

Obviously one can interpolate backwards in the same fashion.
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Not all accounts in the balance sheet were included in
the standard forms. A1l the excluded accounts were later
grouped into a single account cailcd "other assets' on the
asset side and ''cther liabilities”'on the liability side.
When all the accounts were combinéa; the difference between
total assets and the sum of all the defined asset accounts
was entered-into '‘other assets’, and the differences between
total liabilities and the defined liability accounts were
entered as "other liabilities®. In other words, other assets
afid other liabilities are residual accounts, while total
aésets and total ligbilities and capital were both observed

variables.

It sﬁould‘be clear that this editing has to take plgce
before any aggregation of accounts is undertaken,ﬁ_pth¢rwise
the missing data will be aggregated as zeros. Cleafly it 1is
far better to add in values interpolated on the basis of

averages than to aggregate zeros.

In some cases, an entire financial statement might be
~missing for a particular year. In that event we have the

problgm of estimating Aj , A, , ... and also Fj_, F

K Kk * o
where the A and F indicate asset and flow accounts respec-
tively, and j, k, ... are the differcnt accounts. In such
a case we would first estimate the balance sheet accounts in

the manner described above. Then we proceeded to estimate

the income accounts in the following manner. For the years,




in which data are available we derive a coefficient.

n
B.-:._t.:.l__-.

I

t=1 ¢

where n ic the number of time periods for which data are

available (tlv’ ty, » t, ‘T’) and S and A are sales and

n
total assets, respectively. Assuming we know A, and wish to

estimate St we proceed as follows:

We estimated each of the remaining flow variables in the same
.way, We finélly‘arrived, therefore at a series of coeffi-

¢ients equal to the number of flow variables to be estimated.

The importance of the procedure utilized here is that.
the relationships between accounts within the financial
statement arc preserved. We feel that it is better to pre-
seérve structure within the financial statement rather than to
let it change in wholly arbitrary ways. When onc utilizes the
aggregate;financial data, one can be. sure that any changésil
that aré reflected in the composition of accounts arc observed
changes. We also observed that the ratio of sales and other
flows to 'assets is fairly stable for 'a sample of firms, in
spite of the fact that it may change sharply from year-to-

'

year for individual firms.
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Ancther adjustment that must be made to the data con-
cerns the elimination of arbitrary valuations of asscts.
Asset values as recorded in the standard accounting form
(Figure 3) are supposed to be ggcorded at cost. This is the
usual basis for valuatipn.;n;the context of business account-
ing. However, sometimes afbitrgry revaluations of assets
occur, either in an éffqg;ﬁpo increase the capita; surplus ,
(equity) of a firm, or in connection with the merger or con-
solidation of two firms. These arbitrary rpv41uat10ns of
assets are removed for cach f1rm The amount of the arbi;rary
surplus Wwrite-up can be determined by an analy51s of the
equlty and profit accounts. It is an accounting definigion»
that

“AE, = (P

t - D)o+ acy

t

QhergnAEt is the change in the equity accouat, P is net
prqfit aftgr.taxes_and D, is cash dividends paid and ACy is,
the addition to paid-in capital, all during time period t.

In practice it is generally possible to reconcile the change
in equity with retained eggnip&s,. Small gaps in the equality
may appéar becausc of statistical crrors but large gaps bet-
ween the two sides of the equation are invariably a warning
flag to the researcher that 'paper' revaluations arc present.
Whenever AEy > (Py - D£ + SC£), the excess is taken as a
measure of the amount of surplus write-up. This process is
also useful in tracking down mergers. Knowlédge of thé

merger of two or more companieés is important because this
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can .he utilized in monitoring coverage of .the sample.

*Scaling Procedures and Adjustments in Timing

Whén the above procedures are comﬁleted we have a
consiéteﬁf record of flows andvstocks fof each micro-ﬁnit.
For/a number of sectors it whs then simply a matter of sum-
mlng ‘the’ 1nformat10n for each account for each year over the
total number of units. This was true for commercial banks,;
life insurance companies and government corporation sub-

' seéfofs. For some subsectors, however, we had onlyVSampléé,
and it was necessary to ‘scale- up the aggrcgqte values in

order to arrive at population ‘éstimates.

For those sectors for which we did not have 100 percent
coverage, we obtained information on at least one population
variable each year for each sector. For example, for manu-
facturlng we had the annual census data giving the populatlon
totals for manuf“cturlng sales, fixed assets, and 1nventor1es.
We then computed the ratio of sales in our sample to sales of
all manufacturlng firms and used this ratio to blow up our

manufacturing sample income statements.

~We then obtained the ratio of sales to total assets for
eachlstrata_of our sample and used this as an estimate of the
ratio of sales to total assets in the population. This ratio,
together with the population sales, is then the basis for

scaling up our sample data to arrive.at estimates, of popula--
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tion assets. This procedure assumes that the structure of

- financial statements in the samplc is a genuine reflection of

the same structure in the population - which shows the impor-

tance of proper stratification, both by industry and size of
12/

firms.
~The approximate percentage coverage of sales for our

samples for the major sectors was as follows:

Non-financial corporations, 76%
Non-incorporated, non-financial firms, 41%

Farm Corporate, 21%

A statistical model for estimating the degree of
variance of these estimatcs has been constructed and is shown
as an appendix to this chapter. We ran the model through
once for manufacturing corporations (where coverage was ap-
proximately 50 pecrcent) and we found the standard erfor for
sales to be 9 perceht while thatvfor total assets is 12 per-

13 ’
cent.‘“/

12/

In particular, it avoids scaling-up on assets. There
is no information on age of fixed assets in both population
and sample is unknown, and since Census data show assets net
of depreciation, there is no way to check for differencés in
age of assets between sample firms and the population.

13/

— The percentage for other sectors where the coverage

is greater than in manufacturing will be correspondingly
smaller.
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The reader who is intérested in calculating the corresponding

- standard errors for other variables may do so by substituting

the appropriate data into the equations shown in the model in

"the appendix: -

> The last adjustment that must be made is for differences
in timing. We have constructed the financial flows on the
basis of a cuilendar year, 50 that all flows are for a twelve-
month period ending December 31. All sectors which»are not
on a calendar year basis must be edjusted. This is true for
the government sector eﬁd gevetnﬁent corporate sub'sector.li/
Data for a small minority of busincss firms are also on a
year ending other than December 31. 1In these cases we adjus-
ted the data for timing for each firm individually before

combining them into sectoral aggregates.

Thus far we have descrlbed the derlvatlon of each
sector and sub-sector's flnanc1al statements, and the methods
used to comblne the f1nanc1a1 statements of individual m1cro-~
units into sectoral statements. There are two addltlonal
steps necessary to derive the tradltlonal flow of funds
statement Flrst thc sectoral flnanc1al statements must be
re- cast.lnto sourCes and uses statements , Essentlally thlS
con51sts in comblnlng selected flow transactions from the

sectoyal,tpcpmeéStatement,withfthe first differences of

4
l-/The adjustment is made in the usual way - of
averaging two fiscal ycars to obtain a calendar i ear.
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selected asset changes from the sectoral balance shéets. For
many purposes these are ;hg_most useful collections of data
because they give'vast.detail oh the sources of financing for
-«each sector. - The traditidhai "flow of funds” tables are
"highly compressed summaries of sources and uses by sector
derived from the basic sources and uses tables. - Everything
that is in the flow-of-funds tables is in the sources and
’dees*tables,-but-a115the‘detailsiiﬁ‘the’36UTC65 and uses’

tables are‘not in the flow-of-funds tables.

The flows shown for each sector represent dlrect est1-
mates.. In the household sector, however, some transactlons
are dlrect estlmates while some are estlnatcd as re51duals.
All the household capital expenditure items are direct esti-
mates, some ‘made for the first time as a part of this study.
We chose to estimate these transactions directly because of
the -importance we' attach -to sectoral investment expénditure
activities. Some other non-financial flows, such as house-
hold wage income, property and.entrepreneurial income and
consumption expenditures, were taken directly from the
national income accounts. ost of the purely financial flows
however, were estimated as residuals. For example, the change

in currency in the hands of houscholds is estimated as a

residual as follqws:

CCB = CF + C B",., C Tt
o : U L u



~ thereforg,

AR T B I PRI B N
Chy = s

where C stands for changes: in currency, the subscripts s and
u denopg §Qu;cas,and uses; respectively, and the superscripts
QB,ﬁf1,B,:and H. denote the Central Bank, financial,'business
andﬁhousehgld sectors, respectively. 'The reason why it is
necessary. to estimate household. financial flows as a residual
is because we do not have access to reliable surveys of:
household assets.li/ We therefore are unable to estimate the

: magnitude Bf:ééfiméting errors directly for this sector, but
we have cbmbuteanderived errors of éétimate by comﬁining
errors of the other sectors. o o .

The rest of the world sector accounts were constructed
from data taken from the balance of payments as prepared by
the Central Bank, Accounts.were.regrouped to coincide with

the concepts of the financial flows study.., . .. ;

15/ 2

~ Surveys of household assets are difficult every-
where, but are particulary difficult in LDC's. For an
experiment in surveying household assets in the Philippines,
see Philippine Statistical Survey of Households, 1965.




Summary

We have approached the ﬁeééufement of financial flows in
this country with the conviction that less developed countrles
do not present insuperable problems of estimation s1np1y be-
cause:-they: are less.developed. : We have endeavored to show
that certain. peculiarities - of-LDC'S - such as the unequal
distribution of welath - present thc statisti'cian with rich
opportunities to -improve neasurement accuracy. In order to
gtasphﬁhese.opportunitiesg howeveér;, the investigation has to
bé conducted:with sufficient flexibility to"make pOSSible;‘
départing~from-conventionalfestimation methods and employing
s&bstitutes when. circumstances. require it. ~We”have-includéd
a'model;for‘estimating-the sampling error for those:sectors
where. sampling methods were utilized, and we think this -
aspect. of the measurement procedure is unique. Equally '
important, we have changed somewhat the conventional meaning
of concepts when the: character:of cconomic activity here
served to require it. :;An examplc of:this is' the 'separate
estimate of capital formetion expenditures in kind which is
shown-alongside the usual (monetary) expenditure estimates.
We did:this.to make it .easier to utilize the finantial data
in analyses of capital :formation, which is-one‘of the main
purposes of this -data system. Finally;. we have described in
complete detail -alli:sources of information-as well as all-
data proce551ng procedures,‘so that others may be 1n a posi-

RS

tlon to reproduce our results and nxtend them 1n any dlrectlon

' o
b i

they w1sh




"“the character of thls f1nanc1a1 system by analyzlng

ITI

Financial Flows in the Philippines
1949-1962

" Introduction

. In this- chapter we analyze the size and structure of .
financial flows in the Philippines during the period

following Yorld War II. Since the major function of a

e

financial system is to convert saving into investment,

the most. reasonable procedure is to start with an analysis

—_—

ALY .
of the aggregate fi i ' for the economy as a

whole. Then we move to an analysis of saving behavior,
JKEZH is equivalent to. analysing the supply side of
financial flows.' We then shift our attention to the
volume and composition of capital expenditures, the major
item on the demand side of financial flows. In a final
section we focus attention on those institutions which
are the intermediaries of the:system, in an attempt to
explain the present structure of flows and observed
changes by reference to changes in the.behaviour of these
institutions.as well as other relevant dimensions of the
financial system. We will also attempt to indicate in a
rough way how changes in the financial system have been

related .to known shifts in some major economic parameters, -

and :'to comment on some major policy directions.

It is not p0551b1e to obtaln a clear perspectlve on

)




Philippine -data alone. Throughout the paper we therefore

make continual inter-country comparisons between this
financial system and those of Japan and the United States.
Wé héve qhogén‘thesg.two countries so that we can get a
sharper contrast by.éompariﬁg the Philippin@hfinanc@g}v
system wifhlthat of:a highly devg}qpeq;country, and
another thch is dgﬁgloping raﬁidly.

fy

Changes in Size and Structure of Financial Flows ., |

" A cursory inspection of Philippineé financial flows
as shown ‘in Apvendix Table 1 shows substant{élvgfawfﬁ’“
since Workd War I1I. In the early years of the périod
(1949 to 1951), financial flows were averaging in the
neighborhdod of five to six hundred million pesos annually,
as contrasted with about 3 1/2 billion pesos by the end
of the perio'd.16 When ‘the size of financial flows is’
related,IQ:imcume,~theniin'thé’éarlfé?fyééfs'bffihé:period
aggregate financial flows amounted to approximately 10 per-
cent of national income, whereas towards the end of the
period ‘they amounted to about 30 per cent’ of national
intome. While the nominal increase in apgregate flows is
about six-fold, the real increase (found by'réléfing

I

. o S
The 51ze of f1nanc1al Flows is measured by summlng
the net. change in financial -assets over all sectors.

¢
g e - . N g , e vgro
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aggregate,flows.to the. change in the wholesale price

index) is a,little more.than four-fold.

It 1s temptlng to expléln ths increase in aggrepate
f1nanc1a1 act1v1ty by referrlng to increases in the size
of capltal expendltures. Unfortunately the facts do not'
support such é szmple explanatlon.. For example, 1n the
early years aggregate capltal expendltures were about

three times the volume of aggregate financial flows. By

oyt

the end of the perlod capltal expendltﬁres were approx1-‘
mately  the same size as financial flows. The implication
is that the proportion of investment activity coursed
through the financial,system:increased significantly
between 1949 .and 1965. . Just what ‘changes in behavior

and in institutional structure made. this possible must be
temporarily deferred, until we come to a discussion .of
changes in sectoral behavior later in the paper.

... «<A further inspection of the table .on financial flows
(Appendix.1) will indicate, which finanéial instruments
accounted for the major share of this increase in
financial activity. There were substantial increases in.
the use of currency and demand deposits but a much larger
share of the .responsibility .for the increase in financial -
flows must go to "other deposits.” These other deposits
1nc1ude malnly sav1ngs and time dep051ts as well as
marg1na1 depos;ts whlch from time ‘to ‘time were required

by Central Bank regulations. A still more important
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instrument, however, was short-term liabilities. Short-
term loans increased by 4 to 5 times over the period-in -

question. Long-term liabilities also increased drama-

~ tically. Py the end of the period they were making a

very substantial contribution to total financial activity.
dut the most outstanding increase was registered by tra&e
credit which, particularly towards the end of the period,
became one of the most important instruments in total
financial activity. In a later section we will analyze
the structure of trade credit and show how it is used

%o distribute bank credit throughout the economy. On

f%he whole, it appears that the important role of trade
credit in-the Philippine financial system is similar to
the role of trade credit in the financial system of Japan;
-and .both of these cases contrast sharply with the relatively
unimportant role played by trade credit in the financial

system of the United States.

Let us turn now to the question of the structure of
financial flows in the Philippines in contrast with that
of other countries. The data in Table 1, below, show the
size of financial flows in relation to national incémé,v'b
and also to.capital expenditures for the Philippiﬂés;
Japan and the United»State_;s_.17 It is clear from these

Crae bl

7In making intercountry comparisons here as elsewhere,
the years”1958-1562 have been used. These particular years
were selected for reasons of data comparability and
availability. o




- 46 -

TABLE 1

. regate Flnancwal Fund Flows and Thelr Relaulonshlp to
 National. Income in the Philippines, Japan and the united. otates®

Thilippines: v o )
lmlII pesos) Fin, Flow+ N.I. T. Flows/N.I. Capital .. = ®. Flo
-,xgendw tures C. &xp
58 1 421 9,837 14.4% 1711 83.2
1959 2,714, 10,709  25.%5% | 1982 . - 135.9
1968 2,683 11,570 25,6 2322 15.5
196+ . 5,496 12,334 . 44.6% .. 3124 - .. 175.9
1962 3,648 13.477  27.1% 5578 99.1
AV. 58-62 gy T 2201
Japan: (bill yen) .= o . o .
$1958 .. 4,676 - 9,561 . 48.9%: .. - 2469 . 189.%
1959 7,472 10,539  70.9% 4041 184.9
1960 .. 8,701 . 12,816  67.9% .- ... 5126 .- - 169.7
1961 12,995  15.156  85.7% 7475 173.8
1962 . . 12,008 17.328 . 63.2% . .. . 7295 .. 164.6
AV. 58-62. . ... 68.5% . .. 1768
United States: (b111‘ dollars)".
1958  76. 370 20.5% 93, 81.7
1959 98. 402 24.2% . - 120.. .. 81.6
1960 69. 417 16.5% 114. 60.5
1961 98. 430  22.8% 112. 87.5
1962, . 123, . 460  26.7% . 126, 97.6
AV. 58-62. - . ..., Ce2.2% . .. - . 81.8

Represents total funds taised (1 e. net acquisition of
financial assets) by all- 'sectors.” | B '

In this and the fb110w1ng tables ‘the data on’ ourrency amoun
are given in millions of Philippine pesou, billions of dapanese yen
and billions of U.S. doXlars. :

-Sources. Appendix Table 1 Bank of Japan, A Study on Flow of
Funds. in Japan; . Federal Réserve Board, Federal Reserve Bulletln,
various issues; U,N.. Yearbook of*Nat¢ona1 Accounts
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data that the ratio of financial flowsfxq:pﬁpﬁogalyincqme

is roughly the same for the Phlllnulne° and the bnlted
Woen g g
States but very much yreater for Japan The ratlo 1s
. - -"h "

abou one- fourt* for botn Unlted qtates a tHe Ph111pp1nes,

but for Japan 1t is about two ;thd< ”easured 1n thls

way, f1nanc1a1 Intermedlatlon is very nuch hloher in Javan
 than elther the Phlllpplnes or the UHILEd otates.la. Turnlng
to the ratlo of aggrepate f1nanc1a1 flows to total capltal
expendltures, the Unlted States has the lowesf rat10--82
percent average for the nerlod--the Phlllpplnes the next
hlghest (122 percent) and Tapan the hlyhest (177 Dercent)
,we have here an 1nd1cat10n that the f1nanc1a1 system is
used more extensively both in the Philippines and Japan
.to finance capital expenditures, and that it is used much
‘more extensively in Japan than in either -the Philippines:
or the United States. - Later, when we come to: an analysis
of capital expenditures by sector, particularly the private
corporate and-householdesector,-we~will discuss some of the

major factors at work here. In.conclusion then, we can say

that the Philippine financial system is relatively large by

the comparison-with the:U.S., and a substantial volume of
capital -expenditures is now financed by that system. It
is however very much smaller on any comparative:basis: than

the .Japanese . financial system.: i« . Cat ey

18A5 we shall see later on, however, the reasons for
the lower levels in the case of the Phlllpplnes and the
United States . are quite di fferent.f =

..}"':'-’, 1 S
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.The, Rate of Saving .

‘.;,

Invthe dlscu551on that follows we w111 focus on the
rate of gross national sav1ng The preference for gross
ovef’net saving arises out oF two cons1derat1ons. Flrst
gross sav1ng Wthh 1nc1udes an allowance for capltal
}replacement has a spec1al neanlng for developlng countrles
twhere technology in use is changlng rap1d1y Secondly, in
maklng comparlsons among countrles, var1at10ns 1n methods
of estlmatlng the share of sav1ng devoted to cap1ta1 |
consumptlon and replacement are 11ke1y to glve partlcolar
'd1ff1cu1t1es where d1fferent est1mat1ng conventlons are

in force.19 ;

The data in Table 2, below, show the volume and: the
rate: of gross saving in the Philippines from 1950 to 1962.
For. the period as.a whole, gross saving has been 18.2
-.per cent of income--making: net saving roughly 14 per cent

‘ofiincome. . These are reasonable rates for an L2C but.:i”

. certainly not extraofdinarily high for a growing economy.
. For.most of the years in question, households. have
contributed a little over one-half Gf total: gross saving-
while business corporations have contributéd anothér one-
,ﬁourth,ruThe,remainder'has~been,contributed by government

and other sectors--primarily non-incorporated business

N

enterprises.

N A G

N : _ A SRRV S
19Var1at10n in tax laws are a maJor reason for these
variations in estimating methods.



Year  Saving = _Saving

1965 -
1964 -
1963
1962 2.3
19615 1.8
19605 1.5
1959 1.0
1958 1.1
1957 1.1
1956, 0.8
1955 . 0.7 -
1954 0.7
1953 0.8
1952 0.7
1951 . 0.8
1950 1.0

Source:

Table 2

B
-

_Ratqg of Savings 1950 - 1962

(Bill. Peso)

Househo 1d
, HHoaskhddd Fin. as %
Household Financial Household

__Total
50
50
40
0.9 39
0.7 39.
0.2 13
0.05 5
"0.05"" 's
(0.1) -9
0.05 6
0.4 57
0.5 o
(0.2) (25)
0.1 1
0.2 .25
0.7 70
Average: 1950-62

Appendix Table 1

Gross National

I

. GNP GNS/GNP_ (%)

Saving
3.8 15.7  2u.2
3.2 4.2 22,5
2. -13.0 18.5
2.1 12.2 17.2
1.8 112 18
1.9 ‘1057 18.1
1.3 9.6 13.5
1.1 8.8 12.5
13 8.2  ..13.4
1.4 7.9 17.7
1.6 7.4 21.6
1.5 7.0 120.3
1.3 6.4 20.3
18.2



This estimate of saving differs in several respects
from estimates which ha&éﬁbéen published previously.
/}me difference is that non-monetary saving is included
here. That is to say, that part of owner/investor saving
(primarily ;pmyhg,agrigultﬁral Sector):ﬁﬁi:?fis not
il iioneti%ed has been included. This consist$ of ir¥igation -
construction such as the digging of canals on farﬁs which
has been undertaken without the use of monetized inputs,
the planting and development of perennial crops utilizing
non-wage labor, and other improvements such as land clearing. -
In all of these'cases, non-monetary investment and non- |
;,monetafy saving are distinguisable while also being"

identically equal and inseparable.

About one-half of the household sector's saving takes
'!the form of re51dent1a1 constructlon and the acoulsltlon

;of other consumer durables, while the remalnder is used for

ﬁ'the acquisition of financial assets. Moreover, the data in
| Table 2 show théf"while household saving was devoted )

primarily to the acqulsltlon of tanglble assets in the early

years of the period, it has recently shlfted towards the
acquisition of financial assets. In quantitative terms,
about one-fourth of household saving was in the form 6%

financial saving in the early 1950's whereas about one-half

) 20See_a R. Hooley, Saving in the Philippines, (Quezon
City: University of the Philippines, 1963).
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was dlrected toward f1nanc1a1 assets in the early 1060'5 (see
table 55 We note that this shlft in the comp051t10n of
household sav1ng, wh11e apparent durlng the entire perlod
took a dec151ve turn in the later 1950's. The 11kely causa-
tive factor in that Shlft was the chanoe in 1nterest rate
pollcy which began in 1960 The rise in 1nterest rates was
not only on the lendlng but also on the borrow1ng side.
Deposit rates of interest, vhich had hovered between 2-3/4
and 3 per cent during the previous years. rose to at. least .6
to 7 percent.., A number of non-banking institutions issued
spo;t:term:notes at. 12 percent which were.successfully floated

in large. volumes.

If one looks at the data in Table 2 oulckly, 1t does not
appear that there was any sharp increase in tbc natlon s rate
of saving over the entire period. But this impression may be
somewhat, misleading. The rate of gross saving for the nation
as a.whole was in the neighborhood of 20 percent for. the period
from 1950.to 1953. Thereafter, from.1954; to 1956, it dropped
to about 13 percent and did,not pass 20 percent.again until
1961. . As previously pointed out, we should view the early
1950!s as.an unusual period, because. these were, the years in

which the economy. was still,rebuilding its-capital stock. from

the destructive effects of the.War,:. The Philippines as a country

received more war damage than any other country. in Asia during

World; War II, Reconstruction of the productive (bussiness § gov't.)

21These percentages are. averages for the first and last

4 years of the period. We have to discount the hlgh percentages

shown for 1950 and 1954 because there were years in which the

statistical discrepancy was particularly large (see Appendix,T.1)



cap1tal stoc? was not completed unt11 a out 1952 ThlS

-

Oy

means that reconstructlon of the stock of re51dent1a1
!_)f . '(

hou51ng as well as 1ts exnan51on fo meet the needs of the
: ‘1

greatly expanded populat1on (whlch grew rapldly dur1ng
the war) augmented the rate of bousehold 1nvestment and

¢

sav1ng to abnormally hlgh temnorary levels

We feel, therefore!, that the national saving levels: -
of the mid-50's are the normal levels for that decade. ' '
On ‘that basis, we view:the Tate of gross saving as ' !
~increasing from something' around 15 percent in'the ehrly" *
years of the period to a little under 25 percént’at the'

end. This 1s a respectable, although not an extraordlnary

. v

1ncrease for an LDC over a perlod of about 17 years

“#+" In order to get a better perspective on Philippine’
~saving behavior, we present in'Table 2 rates of saving for:
this country, Japan and the United States. 'The nationwide
-rate of gross'saving in . the Philippinés of 20 percent’ is~
somewhat: lower than the U.S. rate of 22 pércent.” Both
countrieS*1ag'Japan‘s%34“pefeent'by‘é‘wide”margin.‘ The'
rates of saving by sector differ even more. The conttibu-:
¢ tion:of: Philippine households to' the national saving raté’
vis about 12-perceént, which is somewhat 1éss than that of- °

‘' households- in- the Uniteéd States- and Japan.: Similarly, the

virratetofihousehold saving out of income of 14 percent is

substantially lower than the rates of 17 and 20 percent
: / 1
'for the U S. and Japan. . However, these: d;fferences are
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-relationship to income.

small in relation to income differentials in the three

countries which range from approximately §6,000'per capita

" for the U.S. to @200 for the Philippines. The rcsults

»'suggest that the household rate of saving has little .

22

The rate of saving for Philippine corﬁorationS'is
3-1/2 percent of GNP as contrasted to 6-1/2 percent for

the United States and 15-1/2 percent for Japan. Thése

wide differences in the rate of corporate saving partly

reflect the differing size of the corporate sector in the

three countries which is obviously relatively larger in

- Japan and the U.S. than it ‘is in the Philippinés. Howéver,

in the same table there is also evidence to indicate that

the rate of retained earnings in Philippine corporations

-is less than in U.S. corporations, and substantially 1less

"than in Japanese corporations. Philippine corporations

retain about 60 percent of their income while their

Japanese counterparts retain almost 90 percent.

Pefhaps the sharpest contrast, howéver, is with*f”
respect to the government sector. The Philipnine govern-
ment sector contributes a volume of saving equivalent to
little over 1 percent of GNP whereas the Jaﬁanéﬁe govern-

ment contributes saving eaqual to 9 percent of GNP (Ve
\ .

Y

2201fferences in income distribution could bhe intro-
‘duced as an addltlonal exnlanatorv factor.

e e et
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canndt make the same comnarison for the 'mited S{étégi
because of the ahsence of a sovernment capiféi.aéééﬁﬁt'”
in'the U.S5. syster of natioﬁalvactduvté){ 1€ thé
contribution of the Philinpine édvérnment was ahfwhére
near as large as that of the Japanese Qoverﬁment; -
Philippine national saving rates would be very much

highe¥' than they are at present.

Lt

EEE

@ver}time,_it is clear that Philippine households hawve

”f”werlook at the contrihution of the major sectors.
%nctqased their contribution to natioral saving consider-
ably. Theusgqe can he said with respect to corporations--
which.have ngayly:dopbled,their contribution in the five-
year period 1958-1962. The government contribution,
'however,'has‘remained static. Substantial ppward shifts
in.hguseholdv§aving rates are shown for hoth the Philippines
and Japan. Yhen one turns to the U.S. one does not find
the same changes in nstional or household saving rates.
These disparities in the degree of shift in saving rates
seems to correlate with the earlier okserveéutendency of
the Japanese and Phiiiﬁﬁiﬁé‘fihénéiéiéé§stém§‘tB'grow
faster thah that of the United States.
 uﬁﬂ;lcaQ‘con§1ude,tbis cursory analysis of;saving .-
behavior in the:ppstfwa:,periQd~bx;0bservingxtbatgqhangeSa
in the national saving ratghmay,bavevhad“ijﬁg effect om

the increase in financial intermediation. VThe national, ;.
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savingwyate,has risen hecause Philippine households have..
increqsed:theirAsaving rates substantially. Private
corporations .continue to account for-a much smaller share
of national saving, partly due to .the small size of their
sector and partly due to the relatively modest rate of.
retained’earnings, ‘This has set thc.stace for a steadily
growing household-corporate intersector transfer. . Even
more significant has been the shift in the composition of
saving. Ovef'the‘paétrdéoadé éﬁd a bolf the connoslt1on
of household sav1n9 has chapqed From belnp Dredom1nant1y
in tangible Form to the nresent 91tuatlon whete anprox1-;
mately one-half is in f1nanc1d1 form. The impact on the
f1nanc1a1 system has been to suHstantlally increase tbe
volume of Tesources flow1ng 1nto it. In subsequent :
sections of this paoer we will attémot to trace in gfeaoor
"detall the factors resnon51b1e for th1s Shlft in comp051-

tion in terms of the f1nanc1a1 hlstorv of the perlod

Capital Egoéhdituros
The total of capital expenditures, by sector, are
shown in Appendix Table 1. These estimates represent
total expenditures on new equlvmont and durables of all
kinds. The data on capltal expendltures are more 1nc1u51ve
than cap1ta1 formatlon as tradltlonally defined due to tbe
vy o

1nc1u51on of exnendlturps on consumer durables in our

e S v . A Sty R

f1gure.
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The data in Table 4 indicate that for the country as

a whole capital expenditures have been approximatelyng v/
percent of GNP during the ﬁeriod 1958 to 1962. This
contrasts witﬁ rates of 22 and 32 percent for the same.
period for the Inited States and Japan, respectively.

Thus the rate for the Philivpines is substantiéily lower
than that for the other two countries. %> Dut in recent
years--e.g. 1961-62--the rate has been in the neichborhood
of 20 to 23 percent, tending to close the gap hetween the
}hilippines and the U.S. 1In no event, however, is the

»ﬁate in the Philippiﬁes anywhere near that prevailing in

.

aJapan.

There are also interesting differences in the sectoral
distribution of capital expenditures. The United States
has the highest rate of expenditures in the houséﬁold :
sector--12 percent. This is followed by 8 percent for the
Philippinés and only 5 percent for Janan. The higher rate
of household expenditures on durahles for tre United States
is understandable in view of the high level of consumer
income there, leading to what Oshima has called high levelsb
24

“Qfﬁegﬁéuméf‘asgéf?formgiion,._ ‘The.rather high rate of

23The difference between the rates for the Philippines

and the U.S. is greater than it appears because of the omission

from the U.S. estimates of government sector investment
expenditures.

4 . " .
) _Harry Oshlma? “"The International Comparison of Size,
Distribution of Family Tncome with Special Peference to Asia,"
Review of Economics and Statistics, Novemker, 1962.




P - Table 4 poe

E Capitdl Expenditures+ and Their Relation to Gross National Product, by Sector
Philippines: ééuntry-Wide % Household % Corp. 5  Gov't
(mill pesos) N - &P Bus, = GNPT T (
| 1962 3678 - 23.0 1367 §.9 - 1597  10.2 ' 273
11961 3124 20.8 1209 8.0 1282 8.7 286 ]
. 1960 L2822 . - 17.3 1025 7.6 900 6.7 195 3
. 1959 1982 15.9 991 8.0 535 4.3 173 1
1958 . o1m 14,6 ° 1029 8.7 372 3.2 242 :
AV, 58 - 62 | A 18.3 8.2 6.6 1
Japan: = (bill. ﬁien): . o o .
1962 ©TT 7298 35,0 1212 5.8 3949  18.7 2129 1¢
196% , 475 ~86.0 1017 . 4.9 .. 4894 23.5 ., 1564 7
1964 © 51260 33y 804 5.2 3059  19.6 1262 g
1959 wou1 31.8 653 5.1 2272 17.8 - 1116 8
1958 2469 21,7 4u2 3.9 1196  10.5 831 7
AV, 58 - 52 - 31.¢ 5.0 18.0 g
United States: (bill. déllars) . . o
1962 128 220 72 1208 ay 5.9 #
1961 , 113 21,3 . 63 . .11.9 .33 6.2 #
1960 113 22,1 65 12.7 31 6.0 #
, 1959 120 2.0 7w 15,0 ... 32 6.5 O f
1958 R 93 20,4 56 12.3 21 4.6 #
AV. 58 - 62 . . .. S 23,9 0 12,97 ‘5.8

} tfor the Philippines, capital expéndituves dvd less thah“dapital Formation by
amount of non-monetary capital formation, which ranges from 5-10 per cent of total
~capital formation. ,

#ngjo by definition. S

e o ’ o B!
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household investment expenditures in the Philippines
contrasts sharply with the low rate in'Japan.kage Japanese
- level of household expenditures here is tertainly'iﬁffuéhced
" by the style of Japanese housing construction thch is*ﬁ%t
capital-intenSive.25 In the Philippines, expehditures.for
housing represent a verv large part of total hohsehoid
capital expenditures. A rough estimate of the Hiétribﬁtion
of capital expenditures by household would undoﬁﬁtedlylshow
a very high concentration of such expenditures. In fatf;
it seems prob?bly'that a Lorenz curve constructed of
‘iéﬁsehold‘caﬁitglwegpgnditures.wqpld show a greater.
Eufvatﬁre:;haﬁ‘Loren;:;urve_construgtgd for income distri-

bution by ‘households.

Turning now to capital expenditures by Corporéte
Lbusiness,froughly 7 percent of ‘GNP is accounted for by that
sector in the Philippines and 6 percent in the Uﬂited‘Stétes.
These rates contrast sharply with the rate of lé'percent
for Japan, This contrast is partly due to the fbﬁvievélgof
capital exnendftufé§'iﬁ'the“fapanese-houséhold{§é€f6¥x§ﬁich
has freed capital resources for accumulation in‘ggﬁér sectors.
It is partly a function of the large size of the corporate
sector in .Japan. Actually, thrci_]...eve?'l-fl‘o‘:‘f'ﬁ"ca-nEjft’?.'tf--‘.'!L!4"etic{'.»<=:nifz-5'{""3

T

itures in the Philippine corporate sector, is spmewhat

ser

GRS PRET AN

q;qﬂg?Thig point,is,gmahasizednby*ﬁenrybeSSOfsky;*Caoi%él
Formation in Japan (New York: Free Press of Glencoe) 1981)
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,,higher than might have been anticipated.  That the rate of
_;g;@opate,capital expenditures should in fact equal that of
.the U.8. demonstrates that the Philippine rate has been big!
..in recent years. Indeed, if the trend shown in the data is
a faithful representation of longer term trends, then the
..rate. of capital expenditures in the Philippine cornorate
~sector will scon be higher than the correspondine rate in

the U.S.

When one turns to the povernment sector, the dlfference
in behavior between Tapan and the Ph111Dp1nesvayaln becomes
verv marked. The extremely low 1eve1 oF canﬂtal exnend1-
tures as a percent of national 1ncone--approx1watelv 2 per-
cent--is in marked contrast with:the 11 percent for Japan.
.Unfortunately%:itkis not»nossible to.calculate the sane
percentage for the United States. Mowever, it is clear thaf
on any basis the Philippine povernment sector is extremely
1ow?wgndwphat.if that sector's :rate were higher, it .would
substantially raise the country's overall:rate of investmen:

_expenditures. . .., . L e e el

Inter-Sectoral Financial. Flows R R B DU E ol BATEE

T N ST

The'mdterial'presenfed thus far on the distribution of

saving and capital expenditures by sector imnlies prow1np

1antersectora1 flbws of flnanc1al resources..; f dlrectlon

R Lt e

‘and magnltude of these flows are shown in Tahle 5. The
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Table 5

. s +
Financial Surplus (deficit) by Sector

Household
Surplus

855
602
473

86
160
195

68

(120)
(112)

(180)

(108)

252

212

479

(bill. yen)

2155
2084

1601
1293

1043

. 1635

(bill. dollars)

1962
1961

1960

1859
1958

58 - 62

+ s . . - ~‘ i} f wo ._‘.';' »)..: »
A financial surplus is an exce

expenditures. Sector deficits are: shown by parentheses..:’ "

#Government: saving and Yinvestment are both zéro by ‘defifition.

JRCE:
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12
11
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Appendix Table

Corp. Bus. .

Surglus'
(786)

(768)
(605)
9
(461)
( 78)
( 68)
43
( 18)

€ 93)

(160)

- (210)

( 80)

(154)

(461)

- (1548)

(2473)

o (1198)

( 9u43)

( 300)

(1299) ..,

%. Cap. Gov't
- Exp. Surplus
49.3 ( 99)

- 49.9 (117)-
67.2 ( 60)
29,0 . -( 12).
2.4 (100)

21.4 . £120) -
21.7 (1u4)
35.2 (171)
9.4 (167)
33.2 87
49,4 ( 58)
67.7 . . . T4
39.4 (173)
55.1 .47y
c(u1.5)- (. 78)
u4Q.1 (299) ¢
50.1 124
. .39.2: (113)
41.5 (2u0)

- 25.1 (80)

(39.3) (122)
26.4 #

5.7 o
3.2 #
12.5 TR I
14.3 #
P ot

s of gross sector saving over capital

i

Ve
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household sector in the Philippines registered a financial
surplus which ‘was approximately 40 percent of t“e size of,gfl
its’ aggregate cavltal exnendltureﬁ This contrasts with

a figure of 200 percent for Japan. Obviously, Japanese
bouseholds shift a far larger fraction of resources to

other sectors than do Philippine hnuscholds. 'However,
Philippine hduseholds shift a larger fraction of invest-
ib1e~resources to other sectors than do American households
where the comparable flyure is only 16 percent. The extra;Aﬁ
ordlnary volume of resources shifted by Javanese honseholds
is essentially-a product of the low level of household

./ capital exrenditures, particularly on residential“hoﬂsiné;
and the high rate of household savinp - In contiaqt United
States households have h1gh rates oF 9av1ng but high rates
of capltal expenditures as’ well and this tends to keep the
surplus transferred from the U.S. household sector at

relatively modest levels.

Turning ﬁbw to hehavior of business'firms; the deficit
in the Philippine corporéte sector averages abbfoximately
four- tenths of total cap1ta1 expendltures which is almost
the identical nercentape for Javan. In this respect
corporate financial behavior is the same in the two countries
In contrast the corporate sector in the Un1fed Rfatos has
a small surplus, 1mn1yln§ that ‘they save more than they .

spend for cap;;al{expansiqn, The size of this surplus is .. -
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small however, heing only about one-tenth of total corporate

capital expenditures..

" This broad contrast in corpniate financial'Eéhév}or

" bBetween the two LDC's and the U, S.'is'fo he exﬁe}ted | As
Damarqhéé shbww,zﬁ PiVPﬂ covvnrtJonal deproc1at10ﬁ practlcps
based on orlylnal ;ost and assumlng a constant ratio of
capital 1nvestment to output ‘the . share of can1ta1 expend-
itures covered by the depreciation allowances will vary
,1nverse1y with the rate of growth. of outnut. ‘The rate of
grOch of corporate sector output:will often be higher in
an LDC because this is a sector that is expanding its share
of.égpivities‘:apidly»invthose countries. For éxample,
corporate sector. output between 1958 and 1962 grew by 177
percent, 105 percent and 61 percent respectively for Japan,
the Philippines and the United States. Finally, in LDC's
the ratio of fixed to working capital is generally lower

than in developed countries; and this is an additional:

factor tending to minimize the size of canitdl ‘cénsumption

~allowances, thers -and . favor reliance onr outside finmancing.

... For example, capnital copsumntion allowances: account.for:’

approximately 33 percent of. corporate. savings in the 7~
Philippines in contrast to 59 and 65 percent in -Janan and

the United States.

26Fvsey Domargb”Deprec1at10n, Renlacement and Crowth

reprinted in Essays in the Theory of Economic Growth,
(N.Y.: Oxford Tniv. Press, 1975).
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1ntersectora1 f1nanc1np 1n the Dhlllpnipes_during the post

The deficit of the Philippine sovernment was
approximately one-third of its.capital expenditures
during the neriod, whereas the deficit of the Japanese

government was only one-tenth of its capital expenditvres

e are not able to make the same calculations for the

American government since as previously pointed out, the

_U.S. government accounts do not have a capital dimension

to thenm.

'The overall ifinression that one gets from these data

is“that sectoral budgets are more in balapce in the U.S.

“than they are in either the Philippines or in Japan. Tt

is not difficult to explain this with respect to house-
holds, and we have ‘mentioned several’ ‘factors accountlng

for the size and ‘trend of deficits in this sertor.':fﬁ

‘the ‘case of the corporate sector other forces are at

work, and we have outlined what ‘appear to us to he the

main ores.’ Finally, we noted the small size of deficits

‘in the Philippine povernment sector. Ye can only suggest

that this is ‘a reflection of the stultification of politic
development in the past, without poing further at this tin
into this fascinating but complex dimension of national
development.

There are some interesting trends in the gsrowth of

N SR RET RS

war period. ;Inwlgug,andmlgﬁo housebolds had large surplus




.while the corporate and government sectors had .large

~deficits. These deficits represented the reconstruction
' of corporate and government canital facilities which were
destroyed during Vorld Yar II. In the beginning .0f 1051,
however, retail construction brices besan to decline, and
households were induced to undertake reconstruction of
their canital stocks. This was reflected in the high
level of residential construction and corresnonding house-
hold budget deficits through 1954. When this tousehold
?econstruction activity was completed, household hudget
aeficitsfdeclined, and by 1955 had turned tack into .a
surplus position. Thereafter the household surplus -
increased steadily, reaching a peak of almost a hillion
vpeSos in 1962, whitﬁ amounted to‘about tWo;thifds.of
household caoitai exﬁenéiture.A In dtﬁéf wo}ds, fromﬂ1955
onward the P%il*npihe HousehoioiseCtor was.becoming a
steady and ever grow1np source of cnrnlus funds For
1nter5ectora1 transfer These funds were aksorhed by the
corporate sector where def icits, reflectlnp sbarply rising
1nvestment exnen41tures, rose fron a ne913a1ble Flgure 1n
1954 to very substant1a1 amounts in 1@60 1961 an* 1062
Indeed by the end of the perloi Phlllpvlne corooratlons
vwere flnanc1ng more than half of thelr cap1ta1 expendltures
from 1ntersectora1 Flows--malnlvbf;om the houseboldwéector
. In the gov t sector survluqes havc bééﬁ marved by an

erratic pattern, but averaging in the neighborhood of 100

Ponoroy s e
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milliéh pesos a year throughout the eﬁtiré'period.“That
"§§ "to say, 'in contrast to the househcld ard the Corpérate
sectors which were tending to increase the intersectoral
‘£16w ‘6f funds, the covernment sector maintained approxi-
‘mateély the sdme absoluté size of deficit and intefééctéral
transfers throughout the period. This means that the
percent of government capital expenditures covefed?by
“intersectoral flows actually dediinéd’during the peridd.27
: Véﬁus‘the government sector in'thé'thlippihes has actually
exerted a negative effect on financial development. The
entire impetus for financial development came from the
household and corpdrate sectors. | |

v
Ao

. What kind of securities were used to effect this

growing intersectoral flow of funds? 1In the previous

section we have pointed out that trade credit and hank

1oans:were particularly important. Tut let us look also
at the total matﬁrity structure of financial flows in the
three countries, Thig is done in Table 6., Tt is clear
that ihe maturity structure of financial flows in the
Phi}ippines_represents an approximatgly even,divi§jonz
between short and long-term instruments. This contrasts
Mshgrply with‘the lnited States, yhe;e short-term instyument:
écéouﬁ; fq;;appxoximapgly.onejfif;h,of ipters;gtoraI“:J
;“financig}.f}pwg while th§‘remainder i§ gggpuntgg fpr by

i _ L S TR S SR

Y ~ ot T

27That is, when exnressed as a ratio to national incom
they reflect a declining trend.




Tot. Fin.

Eﬁiié; Flows #
1962 - 3648
61 5486
60 2683
59 2714
58 1421
Av.
U.S.: :
1962 7 123
61 98
60 3 69
59 98
58 76
Av.
Jagan:
1962 12006
61 .- 12995
60 8701
59 7472
58 4676
Av.

# defined as the t

sectors.

Table 6

Maturity Structure of Financial Flows

Long Term

Sht. term Sht. term
Fin. Flowst Fin. Flows ‘ds % total

2252 1396 63.5
2617 2879 47.6
800 1883 29.8.

1453 1261 53.5
1002 4is 70.5
53.0

28 g5 22.8

23 75 23.5

18 51 26.1

9 89 . 9.1

b 62 18.4

19.9

7202 4804 65 .4

- 8204 791 63.1
5194 3507 59.7

u6 30 2842 61.9
2u75 2201 52.9
60.6

otal net acquisition

T

RS

.....

Long term
‘as’' % total

. .36.5
52.4
.70.2
46.5

. 29.5
47.0

77.2
. 76.5
73.9
1 90.9
81.6
80.1

34.6
36.9
40.3
1 38.1
47.1
39.4

+ Shopt-term defined as change in gold and trebsury currency, currency
and bank deposits, consumer credit, security credit, bank loans and
other loans (one year or less), and ‘ttade ‘credit.” = = '
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long-term dett. The situation in Japan is closer to that
of the Philippines than the U".%., where 60 percent of
financial flows are 1ono term, T“ece da?ferpnces in the

~"matur1fy structure of financial flows among countries are””

“reflected in the different institutional configuration

~among countries and in the prominence of trade credit and
"_bank loans, as was poinfed out earlier. ”owevef, no
trend is evident with resvect to maturity structure over
time so far as the Philippines is concerned. That is to
say, we see no tendency to switch either toward or away |
“from these'§hort~term,instruments'in their imnortant role
"as facilitatine devices for intersectoral flows. Tt is

possible, however, that if the issue of government
‘?securities becomes more important in the future,"the

-proportion of long-term instruments would increase.

Analysis of Sources and U'ses by Sector

We now turn to sources and uses of funds for the
major f1nanc1a1 and oneratlnp sectorq In previous
. sections- we. have lookpd at- the systew of flnanC1a1 Flows
in its broad outllne noted ch nges Ans trends and v
contrasted structural features between the Philippines
and other countries. In this section we look at the

sources of funds for each of the major sectors and the

uses to which each sector puts those funds. While the
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data permit us to investiéate sources;and uses for all
transactions-operating and financial-our attention will

- focus primarily on sources and uses in the sectoral
investment accounts. This is really a way of looking

at types of financial institﬁtional behavior, where each
pr;hétéectors to be studied expresses itself in terms of
. one or more unique. institutional and hehavioral

characteristics.

i

The center of the finanéiallsyéfém is theFCentfali
éank‘ The increase in Dh111pp1ne Central Pank sources of
‘funds was derived larpelv from the issue oF currency and
demand depos1ts. A substantial share of 1ncrcased sources
was also accounted for by other types>of 11ab111t195--e g.
margln dep051ts, and gain and loses from devaluatlon (in
1961-62). On the uses side, the development which o
immediately grips one's attention is-the relatively large
share of the increase in financial assets of the Bank
rqpresented by direct loans to the national and local-
government. agencies. The other important item is, of course,

the extension of credit to the commercial banking system.

A remarkable feature ofrfhé Philippine commercial
banking system is the extent to which non-financial sources
contribute. to the augmentation: of financial resources. About
pne-thixﬂﬁof the total commercial bank source of funds comes

from operations. This contrasts with far lower ratios in
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moté developéd countriés. The reason sSeems clear:
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lending'rates of intéredt are rélatively high, borrowing
(or deposit] rates are low, thercfore the interest Spread
- R N g e L - ‘ U, ol ot AT a v ."f""""."'f'}'f‘?;’
is ‘'14rge. This may be 4 rather useful device for develop-

ing the ¥inafit{al systeém'quickiy, provided of course that

“thé larper éarnings are retained in the financial system

M

33

Is it poss1b1e that\the incr
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for expansion, and not ﬁéédgfagﬁé§'6u€”ﬂi?§déﬁd§ to stock-
holders. But even if these assumptions éféugéiiéfﬁgéjtis
1t the most efFect%ve method of Han} resourge. expansion?
Suppose that depos1t rates were.allowed tq rise. Then;

3.
PR

ase. in depos;ts .thus obtained

l

would éugmqnt;cqmmer¢ial,bank aesqurceSqunqw;h%n=the

dep051t rate 1ncrease? o
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T PRYS questlon Ras ' 1mportant 1mp11c5f10n§ “for bofh

theoty and policy; “and it may hé ‘useful t6 restate it in
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a more ‘rigdrous form. Let bank°+esources (P) be defined
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We' have ’ ‘ o R

P-g (r1 - rd)

Differentiating (1) with respect to jtself and substituting,

dR £' (r) ! T - T
ﬁ¥" ( d’v+§g:s ( 1 d),, (2)
T f“(rd) g (r1 - rd)

S ¢ b ShA

Wg made -a-test of the relative importance of the two :
elements on-the right hand side of equation (3) by regress-
_ing the rate of change of commercial bank assets .on ‘the
rate-of change of the two explanatory interest variables.

The fitted regression line is

1gR = 1.25 1g r, - .14 1g (r_ - 1) T = .88
(7.86) C(1.11) . L

Note that the coefficient of rd ié highly significant--

in fact almost suff1C1ent hy itself to exnlain 9rowth in

.bank assets--whlle thp coeff1c1ent of (r1 - rd) is- not
H51gn1f1cant1y d1fferent from Zero. (“umbers in parentheses
}1are t- Values) - ance the coeff1c1ent of rd exceeds thaf

w. of (r =T ), we conclude t“at the elzstlcitv of the |

:commerc1al bank 1ndustry 'S resources W1t% resuect to den051t

rates of interest is greater than with respect to the




# 3o

biidi

- 72 -

pu—

deposit rate - lendine rate spread. The nolicy conclusion
is that although individual bhapks think they are acting

rationally by trying to maximize the lending-borrowing

Anterest rate spread by holding down the deposit rate,:

this action is really irrational. From the standpoint of

the entire commercial bank industry, bank resources will

28

be increased more by raising»thebdéposit rate of interest.

On the user side, the main outlet for commercial bank
funds consists of short-term loans to business firms.
Some of these loans ate'renegbtiated at maturity, and

therefore cannot really be considered as short-term.

Nevertheless, .athigh proportion is: represented by penuine

short-term financing for working capital: in manufacturing

-and commercial enterprises. There is nothing surprising

--a’ savings function for the firm.. -.

about this. The working capital requirements of a-

"representative' Philippins business establishment

F(inéluding manufacturing) isfqt:ieast»asilarge as the

These conclusions are provisional in that they are
based on an annual time seric¢s of 17 years. -Rank resources
are taken as total assets of commercial banks. Deposit

rates are.an average of ‘maximum rates on savings - and time

deposits as shown on Central RBank records. Lending rates

-were -found by .dividing interest ‘earned ‘as reported by .all

commercial banks by the volume of bank loans and investments
A more sophisticated model could test :cross-section data,
introduce a variety of effective rates of interest and also

Ctyeneit o T Ty : v
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fikedrcepital‘requirements;?g[?There=hasfbeen*a-tehﬂbncy
i throughout the:period, esvecially since decontrol in 1961,
for the fixed capitalirequirement to rise relative to working,
capital needs. ' This has been met’ by the growth of non- -
banking institutibhs such as investment banks (e.gs L'Private
“'Development Corporation of the Philippines, Bancom) #hd ‘the

* ekpansion of financiera-type -‘companies such as First

. Acceptance and Investment Corp., Merchants Cr¥dit Corp.,

©. and similariinStitutionlezButfwithout-any doubt commércial

bgnks~still~represent the conerstone: of private business

&

s¢ctor financing.

Sre

Another maJor f1nanc1a1 subsector 15 1nsurance.

lee the commerc1a1 banklng sector, 1nsurance companles

_
N

obtaln the bulk of thelr funds by 1ssue oF 11ab111t195

oy RN I TEOT R 6

(p011c1es) prlmarlly to the household sector. An unusual

T e 4

feature of the 1nsurance subsector however, 1s the
relatively small share of total fund sources represented
by the accumulation:offfinantial assets. ©Only about one-

fourth to onerthird of: hon-financial izy?ces'find“theif*Way

“into financial asset"hctﬁﬁﬁfatibn.so 'he réeasons for this

oY

, ZgJudglng by the: ratio of the size of (undepreciated)
flxed to current assets in the firms' balance sheets which
for manufacturing firms-i$ about:1:1" and for commercial
flrms is 1:3.

309ee Appendlx Table 2 We om1t from con51derat10n
1959 and 1960, years <in'which there were' charges to resérves
and miscellaneous assets.
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relatively low financial accumulation ratio appear to be

. first,. that. insurance companies are devoting a substantial

¢ ‘portion: of resources to the erection of home office struc-

tures. and the acquisition of other tangible assets, and:

- second, that a considerable outlay in the form of re- ¢

iinsurance premiums: (whichiare part: of domestically collected

premiums) are remitted.overseas in conmection with non-1ife

types of insurance. On the:investment side, ‘the outstanding

.., feature of- imsurance company:behavior is the large share of

financial assets represented by salary and policy loans.
This form of investment represents at least 10spercent of

f1nanc1a1 accumulatlon annually, and in some years is as

T

hlgh as one- thlrd of total f1nanc1al accumulatlon.‘ For the

rest, 1nvestments are largely 1n the form of household
mortgages and corporate securltles w1th empha51s on the

former. Very 11tt1e is represented by 1nvestment in

government securltles .

1

. Therefore with- respect: to' the entire' insurance:

‘subsector. (1ife and non-life) although-relatively large

.when. looked:.at from the. standpoint of:premium. income, it:is

less imposing when viewed as an intersectoral financial

‘vdevice;» A substantlal amount oF 1ts coIlectlon« are spent

o . ‘,:“ L= y.'¥

elther for re 1nsurance or for home off1ce exnans1on, and

‘

of the remalnder a surorlslngly large portlon flows back

,wglnto the household 'sector in ‘the- form oF DOllCY andﬂsalary

‘
oot
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loans and for home mortgage f1nanc1ng Very llttle of .
funds yoss into the government sector but cornoratp bu51ness

f1nanc1ng is con51derable and prow1ng slowly.

These observations are somewhat altered.:when one:
turnsqto:the;goyernment,insurance companies which.are shown
in a sepazxate subsector. Here only about. one-half of..
ginsurance:collections are utilized for nonrfinancial
pur?oses,'1eavingvthe-remainder for financial accumulation.
But%ontthe;investment side, government insurance carriers
arg,similarrtolprivate?carriers in that a substantial -
portion of financial. investment goes into policy:and salary
1oans. and home-mortgage.financing, and, relatively little is
represented by investment in government securities and.

. 3
.corporate, business. 1

The sources and’uses'statéhent of self-édministeted
pension funds and personal trusts is shown in Appendix
Table 2, It reveals a similarity: to. t%ﬁ 1nsurance suhsector.
That 1s,'on1§ ;bout'one"half of totai fund sources goes into
- .financial accumulation. This is a little higher than- for
- the insurance subsector, to be sure, but it 1is still low. for

“this type of investment fund.

g 317he reader will recall our carlier discussion. 1ﬁ
1Chapter 111 of household saving, and the proportion devoted
to accumulation of household durables.
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The major source of funds for private business is from

Vé?erations. The remainder is obtained from security issues,

of ‘which the major items are bank loans and ‘equity issues.

" The largest recipient of funds from the commercial banks and

from the insurance companies is the private corporate sub-

sector.’ A unique féature of Philippine corporate behavior

_'is that the share of outside capital raised by bank loans

i

* B mien s

g has expanded more rapidly than that raised by the issue of

equity., This seems to be connected with the tight control

--of corporations which is characteristic of this society and

- which we will discuss further at a later point. About one-

tenth of total uses consists of wagés and salaries, while

six-tenths consists of expenses connected with thé purchases

~of intermediate_goods a

nd services,

" TARLE 6a

Proportion of Payroll ExpéhSés to Total Nonfinancial

Uses of Funds,

YEAR °° ' PERCENT
1949 17.7
1950 19.4
1951 -~ 19.1
1952 20.1
1953 20.2
1954 22.4
1955 23.5

S19567 245

Source: Appendix Table

Operating Business Concerns,

1949-1965

"YEAR

1957
1958

1959
1960
1961

1962

1963

- t1964
1965

PERCENT

24.7
21.5
'19.¢
17.0
14.2

12.2
. 11.5

]j‘_11;7
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. . .There has, however, been a marked change in the use
of‘fgndﬁ. _Asﬁfable 6 above shows,‘payrgll_expénsgsv“v
were nearly 20 percent of total outlays in 1950 and rose
to about ZSFpercenp in 1957. After that date thg share of .
outlays represented by payroll began”a §harp_deqline,_
apparenfly,stabilizing'at a level of 10-12 percent by ;he,y
middle of the 1960's. ‘Is.this reduction in the ratio of .
payroll expensggughg_effecgzog_a_declining,real¥wagg rate
(in terms of other factor prices) or is it the effect of

fﬁdféésing"tapitai intensity? Preliminary investigation
%“ggeété’théf both of these 'factors have been operating.

We will return to the capital-labor problem later in this

e P

chapter.

P !

Governmqnt corpopatqvbehaviqr contrasts in several =
i@portant!wgyslw;th that of private corporations. This
sgc;qr}igwsmallfjpplyﬁabqut one-twgntieth the size ,of the .
_priyaggwgorporgte sector. Government corporations obtained
nalmqst Qnejhalngf,tqta;'sources;fromjthetissuaqce;oﬁ,.
financial instruments compared to the much lower ratio
(one tenth) for private corporations. The favorite instrument
for external ‘financing is long-term bank loans. ' Government
corpotations generally have relied ‘even 1ess on the issue
of equities as a source of external financewthanwprivqte«v

‘Eorporations. On the operating ‘side, payroll éxpenses now .

. account’ for, about 15, percent of 'total uses--which is higher

- N - - : Coye s o W
A ooy, FRRERY ! Qv . 73 PN SRR A I S
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thaﬁ”%bf’ﬁri?aféh%éttdf“éé?bérétiOns.“ Capital expendltures

account for' bzrely one-tenth the total uses-thlch is a
rath@?”lgﬁ“frécfidﬁ‘byﬂényvstandard,'dsbéeiéll?‘éonsiderfﬁg
the ¥inds of heavy méﬁﬁfactdfing'indusfriés reprééez‘fféﬂi'by1
this sector. The accumulation of financial assets now
acéounts for ‘an astonishingly high level of total usés --
appfoximatéIY”foiis:ﬁéféénfsziwhich:is an increase of about
10 ﬁéfcent”%fdm"thé;éﬁfiygyéafé’df”fﬁé period. i

e 1y AN . . e Lo MR i 0 Seoney N iy
fos i PR : ? KA

What j;; some poss1b1e explanatlons for, these pecullax
On

TR R

features? VY

ne type of explanation emphasizes that govern- .
ment corporatiqns havgrbeen<QPQEQtQQ-fOTgPSSPQIiQILY;;- .
POlitical‘ends.‘(khat is to say, these firms have been used

~as devices through which tc borrow from banks and then to

~ channel “the funds thus obtained into the operating
businésses in which those who control the p011t1ca1 Prﬁcgg;'
havié ‘an intérestj} A second line 'of éxbfaﬁétfoﬁﬂﬁodid‘fﬁcué
on ‘gévernment corporations as vehicles to provide employment,

and for this reason thé ‘share of payroll Uses must be higher

PN ) : IR AN : cegrd b, oamid
than in private corporations. o
FETH SRR IS I S IS o T T L S AU TR N b LA iy

..But, this "inefficiency" of government corporatians can

be considered as the visible part of; the social cost .of .. -

. A A ML S 7Y

L S T ' . RPN ;. - e ey e
[ A N I R S L T S S R

32When one considers that even in the case of bona fide
financidl institutions 'such as Tife insurance compqnles,:on y
about one-half of fotal uses .is represenned by, financial
acéumuldtion, the ‘unique” ‘character of the government orporate
financial flow structure becomes even more apparent.
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unemployment traceable:.to the capital-intensive structure .
of private corporate production. Perhaps a good social.
accounting system. could link this inefficiency to:the .
private.corporate seétor, which is no doubt one'Qf ip§”p

sources. - oo T e e

st

Théﬂﬁef upshbfzof this eﬁtire bod§ of eVidenééfgévgﬁat
the go%lgbbf government cbrpérations é}e'Qﬁite different
frqm private cbfﬁb?éte bﬁgihéss, the availabilitf}of: :
fiéanciai ;burce;‘ié éikféféht,.aﬁd tbnséquenﬁi& their
oﬁ?régiﬁgygghéﬁibrﬁistin sharp cbntrést to fﬁe éanoﬁ§”6é?1J
be%avibeSflbfdinarf.EQSiﬁeséesl b“;_ | o

“v-furning. attention for a moment, to non-corporate ..., . .
b@sinessv(iive-or.more employees) 'we find that this sector,
ié only four-tenths the size :as the private corporate . .::
sector (based on size of total sources). In this -sector . ..
a smaller share of funds is raised by external -financing--
only about 5-6 percent compared with 10-12 .percent for .
corporations. On the uses side, payroll expenses are
significantly higher than for corporations, suggesting that

. . . 33 . .
labor is a more important input here. Capital expenditures

1 . .
Foo o e 4

3381héé*ﬁoh—torporate'Huéiﬁéss'iéfprobably'mote o
concentrated in rural areas than cbrpdfatibﬁs;ftﬁb'axcrage“
wage rate is probably lower than for corporations an
therefore the difference in the share of "real” payroll

eéxpenses probably is greater than it appears from the
above. ,

L S ~f
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tend: to-be: small. for: nop-cprporate enterprises, and the -0
ratio; of . inveantory aceumulation‘topfixed:oapital,expend~;*h
itures high.: The increase.in:financial;assetSwisvabout »

one-tenth ‘of totaliuses » -~ significantly higher-than. the -
4 percent for private corporations.34 In this subsector, ..

trade credlt constltutes a very 1arge source of funds.

,, Yo I e N ¢

Judglng by the large trade credlt 1tem in the corporate

sy SRR PSR!

uses 51de 1t appears that the nrlvate corporate sector is

HE

+ - 'J Lo R ST E A i

wsing trade cred1t to flnance expans1on in thls non-

] B N : o "

-t - DY Y . I

VT 4
eorporate sector. The reason wky we 1nfer tnat non cornoratc

R i . e ,MH“.,.;' Nyl

bu51ness 1s der1v1ng funds from the corporate sectof is ‘
that we know that the Purchaéeﬁot 1nputs sz;;aller R
enterprises“in‘thi&wsubseCtOTwlsfffom:the.largenﬂeﬁtgrprises;
‘and it .is:reasonable;to suppose. .these trade: crodits are ;-
financingithis_flow_ofyintermediate,goods,.Mgf?cpurse’_the:i
non-corporatersector. includes many- small household-type.: . -
industries. 5o that part of this. trade.credit might bel - -
conSideredpas‘iinanCing’purChasﬁs”bYﬁawkiﬂdwpfesem&rthsehold

manufacturing -subsector.. ..  ohiz oo Tt LRt T

RN Dppomvoatii L RAOL GBSOy poe st s TS I ST A T
15 s i»!_; ) i §r ' Lt Vit v Y i i i,

347his may be related to the tendency of -some- house~v~
holds to use the 'family business' as a veh1c1e for
accumqlating household f1nah01a1 asseté T

aman oy EE S SRR L S
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A-Digression on:Capital-Labor Proportions

1

There 1s some 1nformat1on on capltal 1abor propoft1ons
available trom cen:us data for manufacfur1ng estab11shments.
These data suggest that the technology emploved 1n Ph111p-
plne manufacturlng is hlphly capttal 1nten51ve The
implication is that the expansion of industry has prov1ded
a large demand for foreign exchange but only a minor impetus
for the growth of employment:. The main factors: which have
been mentionéd:to-explain this . situation are first, the -
péesence~of:an’overvalued éxchange rate resulting in ‘under-
eéaluation of scapital inputs; second; the .existence of - .
subsidizedacreditNthroughAgoVernment-financialiinstitutions
for the purchase of capital equipment and, third; increases
in thenminimUm*wage‘rate;35~f:,.>. R

e : h : ST

Data from the f1nanc1a1 flows can be ut111zed to throw
add1t10na1 llpht on tbls prohlem T“e sunportlnp schedules

e fT’rZ“-

contain 1nformat10n on the Slze of the wage b111 (payroll)

‘3569, q1cat,;"Labor Policies and ‘Philippine ‘Economic
Development "' School of Business Discussion Paper , 69-4,
February, 1969 ee also 1. Ruprecht, abor sorpt1on ‘
Problems.and Economic Development in the Phlllpplnes, , :
Phillpp;ne Economic Journal, V. 5, No. 2, 1966. The rise’
in wage rates should, Eowever, make the construction.. .
component' of capital more ¢xpensive ‘because of the well-
known labor-intensive character of this 1ndustry in LDC's.
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and on the capital.stock.: - ¥hen both:variables are deflated

the movements in the ratio of the two rbflect changes in

paxe i aeaecga ool et

the prOportlons 1n whlch the two factors are employpd 1n

covered f1rms. F19ure 4 below ﬁresents 1nformat10n nn
i d ot

the K/L ratlo For ma1or 1ndu<trv groups For the vears 19‘“

3 R DO Pl v peey oy P St : S e =
1957 and 1°6S
y vl r e \‘ S o : ce} re ‘ , \,},{‘,; v

L Between 1950wandg1952w£he;K/Luratio in all. industries-
except one dec¢lined, while from;1987..to 1965 all the.ratios
irose.agThgse;findings:axefnptainﬁonsistentwwithatheqview,q;
that- the: overvalued peso ofnthe late;50's and.eardy.604s,r.
induced a-movement.along a,production isoquantiwhich-;ufevo
p;pduced;capitai:intensivemgroductiqngmethods94,Agtua@1¥£¢?
it takesiat: least several.years for:investment :decisions:*
favoring capital to be translateaﬁintpwhighﬂK/Lvraﬁiosgf

since the stock of cap1ta1 is a functlon of past investment

3 »~A-§-~;‘+ ch Ls[ ,1‘ - . U o~
activity. 6 Thus the rlse 1n the ratlo in 1965 m1ght
; ¥y (f s ¢y o T ST _." H j iy t; f3d

1eg1t1mately be con51dered the product of 1nvestment

RIS ST R A

behav10r of the entire perlod 1955- 1965.

e ThE capltal lqbop ratlo for all .industry grouns: also

Aidaéx'nct ..... xi§é£bgtween‘1957 and i°§§.7 In add1t1on,x

SRAEN

the ratlo for iQéS ;é sbmowhaf hiﬁher than 1950, THfﬁf}?i;

51gn}f1c8ht beCaugé Warti;;jq gy : ¢éﬁ" ?
LRV g e SRR RS ) Sy aie} : i : TR

3610 the data presented here we have assumed a ten-year
life of capital for purposes of deflating K. The values of
K in current prices, however, are taken directly from the
industry financial statements.
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stock was extensive in the Philippines, and complete
rebuilding was probably not completed as of 1950--signify-

ing that the 1950 ratio was probably abnormally high.

In fact, the rise in the industry-wide K/L ratio
would have been greater except for special trends in the
composition change which tended to produce a lower K/L.
This can be seen from Figure 5 below, which shows that the
cgyital stock invested in manufacturing and commerce
eipanded (relatively) at the expense of the stock in
téansport, electric power, communication, mining, etc. It
is precisely these latter industry groups where the ratio
is high. In a sense, this situation produced a kind of a
repressed unemployment, since the expansion of capital
stock in manufacturing and commercial activities at the
expense of overhead activities is a pattern of capital
formation that is only temporarily viable. When the
reverse took place after 1965, demand for labor dried up.
Indeed, this drying up of demand for labor was already
evident before 1965. Between 1963 and 1965, the payroll
total for all private corporations increased by only
10.9 percent. This compares with a 8.0 percent increase
in unskilled wage rates, implying a real growth in labor
force here of about 1-1/2 percent per year. This contrasts
with a rate of growth of (deflated) payroll of
approximately 5 1/2% for the period 1950-1962. If we
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assume that the supply of industrial labor was growing

somewhat faster than total population growth, than an
annual growth rate of from 4-5% would be a reasonable
estimate of required 'full absorption’” demand. The rate
of growth of labor demand by private corporations up to

1962 equalled or exceeded this, but between 1963 and

1965--years of sharply increasing capital intensity in

production--it fell far short of it.37

. A natural hypothesis to explain these facts--high
§capital intensity and low labor absorption--is the
existence of factor-price disequilibrium in Philippine

industry.\ As Power and Sicat see it, the undervaluation

‘of capital costs associated with the overvalued peso of

‘the 50's and early 60's and the availability of industrial
capital at artificially low interest rates (from govern-

ment financial institutions) induced the substitution of

capital for labor in the industrial process. To this

must be added the upward push on labor costs by a doubling

of the minimum wage rate in 1963. In light of the finding

37Figures on corporate payroll come from the Appendix
Tables on Sources and Uses of Funds. The wage rate index
used for deflation is from the Central Bank Statistical

Bulletin.

387 power and G. Sicat, Industrialization in the
Philippines (Quezon City: 8chool of Economics Discussion
Paper No. 70-11, April 24, 1970), pp. 123 ff.
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of Sicat in an earlier*studysg‘that'thé eléstitity'bf"}
factor substitution between capital and Iabor is at Ieast
unity for much of domestic manufacturing, and considerably
hlgher for some industry groups, tb se factor price dis-

tortions assume considerable 1mportance.

If these factors have the expressed_effe;t:on capital
intensity, then we ought to be able to explain obserqu B
Qhanges,inacapita}flabor ratios by reference to them. As.
an experi@entﬁrlet us cpnsider observed changes in the
éapitaljlabqr ratio of the manufacturing subsector for the
period.195971965, Following the hypothgses outlined

above we then postulate a relationship as follows:
RE|+ B.C + B,W + B,A

g 2 3 4

0 r . : )

K/L = +B

We would prefer to think of (K/L) as referring to the ratio
of capltal to labor as enbodled in add1t10ns to the stock
of capltal--l €., new 1nvestment——rather than the whole
stock of cap1ta1 Ve say thls because once cap1ta1
equlpment is purchaced the potentlal for varylng the{h
ratlo of capltal to labor is greatly narrownd However,.v

correct measureﬂents of AK and AL would requlre

396; Sicat,'industrial Productioanunction‘in the
Philippines (Quezon. City: Scheol of Economics Discussion.
Paper No. 68-18, May 23, 1568), pp. 5-1 to 5-10.

I
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informatipn_on“theﬂuti}ization of capital as well as on

the‘ave;age hourly work week which we do not havei Con-_,

sqqgeptlvabin our empirical fits we have measu;edvgapital

ihtensitylin,terms.of the existing stock of capital. The
. AR R,

explanatory variable | ¥l measures the relationship

“ﬁ”
between the free market® value of the peso and the off1c1al

rate, or the degree of overvaluation. C 1is the volume of
credit extended to industry for capital expenditures by"d
government financial institutions on favorable terms. W
is the wage raté of uhskilled laborers as calculated by
the Central Bank and A is a measure of the average size
of manﬁfadfufingifirms>#i.ek total assets divided by
number of firms. The' 'last variable is includsd because

of our finding, mentioned earlier, of a2 systematic

relationship between size of firm and capital intensity

.of production.

The results of regre551ng the above formulatlon on
annual tlme series of manufacturlng from 1950-1965 are'
shown below in Table 7. | The forelgn exchange rate(r
and the average 51ze of firms (A) are alwavs 51gn1f1c3nt
at theA99 percent confldence level. '“he volume of -
Development Bank 1end1ng takes the wrong 51gn in the f1rst

regre551on and 1s not 51gn1f1cant in the other runs._ The

wage. rate: takes the wrong s1gn and is not 51gn1f1cant when

it appears alone, but when it is combined w1th(f ) the

O
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Table 3

Determinants of the Capital-Labor Ratio
Iﬁ'Manufacturiﬁg for the Period 1950-1965

1.76 .028  R. .008Cp L004A 013
_(1.65) + (2.56) __f - (.30) + (4.13) - (.81)
= (L. ol ,

; R )
R ‘= .79 DW = 2.38
.71 .007 . .005 02U Ro
_ (.78 + (.28) OF + (u.em)B + (2.37) = W
. N .
- 2 P
R = .75 DW = 2.1u
6.65 ' .006 Ry 3.7 c .032
TRy
2

B4z 53 DW = 1.92 '
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'results are significant at the 99 percent confidence

level.

We note particularly that when average size of firm
is omltted £rom the regress1on as in tne thlrd run, the
precision of the f1t and relldblllty of all the coefficients
drops markedlyg: We mlght be teMpted to explaln thls
result’;s due to some spurlous correlation between labor
(L) and the number of enterprlses, since the dependent
variable is the rat1o K/L and the independent variable
A (= K/Number of firms). But we know from the cross:
section data presenteé‘earlieﬁ‘that~~K/L and?the.efeéegee
size of firms are related in a distinctly non-linear
fashion. Moreover, we note that when A 1is inserted in
the regression there is a decided improvement in other
variables. The matrlx of simple correlatlon coeff1c1ents
indicates a very low degree of multlcolllnearlty between
A and the other independent variables. We are therefore
inclined to view the coefficient of A -in the regression
shown as reflecting a genuine relationship between the

capital-labor ratio and the size of firms.

The Government Sector

The government sector consists of national and local

government units on a consolidated basis. Local
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government includes provincia} as well as municipal
governments of major cities such as Manila and Cebu which.
have their own budgets. In addition there are government
agencies--hcspitals, etc.--, which produce services of a
public nature and which are fundéd from general revenue.
Most of these agencies derive only a small portion of

revenues from operations.

The total of government sources of funds is about
12 percent of GNP. Of the total flow, about nineften;ys_
is;derived;fromvtgxes and the remainder comes from other
sogrces--e,g. fees and borrowing. Given that the fraction
of taxes to GNP is so low, omne might suppose that the other
sources of funds, such as borrowing, would be corre§pond-
ingly higher. fBut this is not so. The level of borrow;ng
is relatively nodest, and seldom exceeds one-half of 1
percent of GNP. Roughly half of this;borrowingiign}ong:
term, with heavy reliance on the Central Bank_of}the‘_
Philippines and on the government-owned Philippine
National Bank. In addition there is a very large item
under miscellaneous liabilities. This ifém Cohsiéfs.v
'mainly of accounts payable by the various government
"sectors. Not only is it large but it fluctuates
ébﬁ%i&érably,' Tts potential impact from a standpoint of '
monetary and fiscal policy is considerable.- -Obviously -

fluctuations in liabilities can change the cash position
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of the othér’ sectors of thé economy substantially and,”
because of théir size, may have over a short period”éven
gréater impact than changes in money supply. &
 »03 tée;ogﬁlay‘sidé gf the government account, ciéggﬁ‘
to one- nalf'Of use s_is accouhte@ifor by wage and éa;gry‘;“
payments.“ Anétner 12 percent 1is ﬁevotéd_to capi?alqufégf
tion. A surprisingly large amount of fundé--approxiﬁéteiy
10 percent of total uses--is devoted to financial
accumilatioh. ‘These accumulations take the form of "~
deposits with a variety of 'loan institutions. The réason

for this high level of finantial ' accumulation may be as-a

‘Mmeans- of exercising influénce over partictlar financial

institutions. In other words, a large government déposit
£or a particular financial institution is virtually the
same as’'a subsidy to that institution.?® A relatively
small amount of total uses--about one-fourth-- is accountec

for by purchases of intermediaté goods. °

H

The Household Sector ' *°

Wage and salary 1ncone accounts for somewhat less thal
one-half of total sources. of household 1ncome entrepreneu1

1a1 1ncone accounts for much of the remalnder ., As expecte:

i e

4OActually, it may reflect the 1nf1uence of a 51ng1e
businessman over the government. i ¢ shas



- 93 -

consumption accounts for ‘most of houeehold sector uses.
Note that the ratio of payroll to entrepreneurial income
has fallen somewhat over the entire period. It is not:
clear however, whether this trend is significant.41 Note
that receipts from the sale of real estate earlier in the
period were running as about 4 percent of total non-
financial sources, and at the later part of the period rose
to about 6 percent.: Personal taxes which in 1949 accounted
for 3-1/2 percent of total non-financial outlay, rose to.-
4 1/2 percent in 1962, indicating that the tax system has
iot been used effectively as an intersectoral financial':
flow stimulant.» Finally, notice that financial sources

for the household sector are concentrated in the form of

consumer credit.-

Rest of World Sector

In the rest of the world sector roughly three fourths

of non- f1nanc1a1 sources are derlved from merchandlse

: T

1mports. The ma1n item in the rest of world uses is

exports from the Ph111pp1nes. The balance of 1mports over

exports plus the excess of the net 1ncreases of Ph111pp1ne

11ab111t1es over the net 1ncrease in Ph111pp1ne assets

{

11t is difficult to evaluate this trend until more is
known about methods used for household income estimation.

i
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yields a tetal which-canﬁbewthoughtabf*as»representingu‘"
savings: by the ROW:sector: - Alternatively, this can be
représentedras thefPhilippinesﬁfbaiancefof'payments-with-G
theéfestbofﬂtheWWOrld.=.Ih%the table which follows: -
Table:8 ::there is shown a'changé.-in RO¥ liabilities and

assets-over: the cntire period. . ‘Note-that changes with a -

‘negative:sign- (which  indicate an outflow of capitali to-

gfRO%\I&/e'e‘c:»t:or"''ffromi-the:Philippine‘zs)ﬂi‘a,reireg:lstered forevery!

year from 1953 through 1961. cAfter 1961 the same: figure: .
becémesfpositiVe,winddcating'anainflowvbf capital from:’
Rowito:the5PhilippineWeconomy,1-Thé significant-event that
occurred: during+1961 to explain this'change in‘the!:

di?ectien ofiforeign capital flows was .of course the

devaluation of the peso.42 That is to say, between 1953

and 1961 when the peso was overvalued there was a stecady
outflow of capital tc the ROW sector from Philippine

domestlc sectors, after 1961 there was a stcady 1nflow of
cap1ta1 from ROW to the domestlc sectors Over the entlre

isns g

per1od there was an outflow of cap1ta1 from the Ph111pp1nes

of approx1nate1y 900 mllllon pesos. Fowever, the

j. !

devaluatlon of the peso 1n 1962 1ar5e1y erased most of the
~l

' effects of the prev1ous outflow of capltal It is not

& B DT T vv\vz

clear 1f these same trends are shown in the balance of

-
T ~ Tiie ¥ i

4;The devaluatlon occurred in February, 1961. its
effects first showed up with the expected lag, in 1962.
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TABLE 8

‘Changes in Rest-of-World Assets and Liabilities .
and Capital Flow 1949-19565

 R=0-W  R-0-W  NET CHG IN BA-
LIABILITIES ASSETS  LANCE OF PAYMENTS

1949 . 300 o ~322

1950 (90) 261 +351

1951 61 (41) ~202
1952 4 30 + 26
1953 . 68 .0 - 68
154 35 (66) ~101
1955 386 108 ~278
1956 177 75 ~-102
1957, 456 . 408 ~348

1958 163 82 - g |
1959 291 265 - 26
1960 422 C 256 T 166
1961 1,002 . - 627. . =375
1962 347 528 4181
1963 506 595 + 89
1964 1 433 613 4180
1965 1,295 1,528 . +233
=909

i oa negative figure indicates outflow of capital
(inc. in ROW LIAB.) while a positive figure
indicates an inflow of capital.- :

: SOURCE:  Sources and Uses Table, Appendix 2.

iy
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payments data as usually presented because those tables
often omit some of the item estimates that are contained
in the sources and uses Wbrkshééts. In aﬁ§ event this is
a rather; striking illustration of the effect of devalua-

TN

¢ ek 4 7..':1! Fi ,. ‘ . A il
tion of Eurrency not simply on the net trade balance but

also on the direction of capital movements.

Summarx

oy

'We have drawn a thumb-nail sketch of intersectoral

financial flows in the Philippines; focusing attention on

® Wy s o

the growth of these flows since 1949, e have shown that
when related to aggregate income, financial activity grew
about twice as.fast as the rest of the economy. If the
financial system of the Philippines is set alonééide other
countries - and we have used the U.S. and Japan for

v —
comparison - it is not as underdeveloped as one might

——

suppose. When related to income, for example, net funds
Lottt

raised by intersectoral financial flows is smaller in the
Philippines than Japan, but it is about the same as the
U.S. What strikes one particularly is the lack of
symmetry in the Philippine case. The structure of funds
seems to have developed rapidly in the private sector but

surprisingly slowly'in the public sector.

One of thes most constructive developments in the

post-War period has been the shift in the composition of
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household saving away from a:dominance of tangible;assgti:}
fresidential structures, consumer durables) toward
financial assets such as bank deposits, insurance claims,:
etc. This shift seems to have been brought about mainly-
by S}}:an-upwardiadjustment afvdeposit rates of intérest4;
ana (%}_an improvement . in the quality of financial assets
available. Since the interest: rate is simply one
dimension of a financial contract (and not always the

most important one), both these reasons pertain to = =

increased competitiveness of financial assets.
. ) .. . . . . ; ' i

These conc1u51ons empha51ze the role of the 1nterest»
rate in determining congumption. As such they may appear to
be consistent with a neoclassical theory of savings.
True,” this theory does emphasize the importance of the
interest rate as a determinant of savings and also the

level of demand%’fo.r-vmoney-bail.ances,44

-~ But the similarity
is more apparent than real.. We do emphasize the role of .
the ‘interest rate as a determinant of saving behavior. .-
But in our view, the most important function of the .

interest (deposit). rate is as a determinant of the

43In this context ."deposit rate of interest': refers to
the return on household financial claims broadly viewed to
include c1a1ms on bank and non bank 11ab111t1es

_ 44D Patlnkln, Money, Interest and Prlces, second ed.,
(New ‘York: Harper and Row, 1955). . - T S R S
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composition’ of household saving. ~Again| whéreas the

neoclassical dpproach focusses on the-role of the interest

B e .

ra%éiﬁh7thé*bfbt655 of-athiévihg SQuilibtiuﬁ in-ah'
1n’exp1a1n1ng the role ¢F inteérestitates 1n'determ1n1ng
the confijuration of saving (and léending) institutions and
long-term?ffenaétin the behavior’of borrowers. Finally,®
wherea's’' a heoclaséical approath treats saving behavior in-
the aggregate, we'distinghish betwéen several saving
%ectors, and of thest only the household sector reflects’’
a, type of behayior which predominantly deposit-rate

oriented.

A ‘substantial’ velume of funds has been supplied to
~‘the finantial ‘'system from the ‘earnings ‘of the financial
institutions themseélves. ~This has been especially true
of ‘the commercial banks. 'While this use of earnings has'!
been a stimulant to financial growth, ‘we' consider it
possible - perhaps even likely - that faster grewth could
have beén achieved had deposit rates of interest been
raised more rapidly.  This would have reduced the
institutions' earnings but probably increased system.
doposits faster tHar s ctually the case.

RN : f
LI SR LSRR

Growtn of the flnaﬂc;al system has revolved around

growth of tHe commerc1a1 banx1no systen “/Thls has meant

that to a considerable extent the financial system in the

e
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Philippines has continued ‘to utilize what ‘is'‘essentially a
payments system (bank deposits;“intIudiﬁg‘demand and time)
as an investment intermediary system.: This sort:of double-
function cannot be totally avoided anywhere. 'But to rely on
it heavily as done in the Philippine cas¢ exposes -policy
makers to a spec1a1 dllemma in tlmes of 1nf1at10nary
pressure Cuttlng back on the supply of payments medla ‘
also meane cuttlng back dlrectly on the supply of 1nvest-

i

5ment 1ntermed1ary medla In such c1rcumstances the volume

=t
A !

Qf 1nvestment 1s dlrectly affected and probably

proport1onately more than consumptlon,béecause 1nvestment

R VN ‘ R

‘expendltures are much more dependent on ava1lab111ty of
f1nanc1al 1ntermed1at10n than consumptlon expendltures._
The policy dilemma emerging from thls 51tuat10n is

therefore clear: a dampening of monetary expan51on

results in a ‘commensurate ‘dampening of the availability

of intermediary services. Without deoubt the growth' of non-

e

monetary intermediary’ institutions that occurred after 1960

“was pesi%iVely influenced by the Central Bank's restrictive
policies to tombat the 1961-63 and later inflatiomns.”:To:
somé extent this development offset the structural .-« "
weakﬁéséVOf‘ihe{syétemﬁ"Ye%’tﬁis*éspect of ‘the process:
was not fully appreciated bty Central Bank policy makers -
who generiliy have considered the growth of mnon-banking::
interfiediation as a “threat' to the effectiveness ofim "

monetary policy. This latter view ‘Seems to put too muchi
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:emphasiks, on achieving monetary and balance .of payments . .
equilibgium, even at. the .expense of structural changes... ..
. which would be disequilibrative in.the short-run,.but
. helpful in:.resolving the stability-investment growth in

the long-run. .

Non bankxng f1nanc1a1 1nst1tut10ns ‘have been permltted

“ g

to develop certaln f1nanc1al practlces whlch have decreased
thelr usefulness as 1ntermed1ar1es. Only about one-half
gOf 1nvest1b1e resources 1s converted 1nt0 1ntersector fund

flows° The remalnder 1s utlllzed for home office
2 vl
-y

¢
R

’conStTUCtlon ‘and £6r transfer back to the household
sector (from wh1ch the funds often orlglnated) in the ‘form
of home mortgages, P°11Cy ioans and similar consumer-"ﬁ;:

i i

orlented credlt extensmns

=v;Rates;qf&gnqss:savinguendjcapital.expendituresﬁere
ronly a-little .}lower in the Philippines than. in the U.,S.
‘But - they are hardly more ;han~ha1£}th¢e90mparable.ratesﬁ;
vin.Japan. A large part of this difference is attributable
toithe performance of the government sector in the .
Philippines, Government investment:(saving) rates have
averaged between one and two percentionGNP%in:gecentggwi
years,.compared with eight to. nine percent in,Japan. In,
nogrespectsgangtheygovernmentgseg;or?be_;gnsddered,a§ an
importantwelementgin\thealevel,pr,growxh}ofwinteyﬁectqgh

flows. . Behayior of.many government operating ..

S N R AR
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corporations has not been helpful either. Only in terms
of the performance of the government insurance industry
can it be said that there has been a positive government

contribution to the growth of financial intermediatipn.,

The main user of’fundéétborrowéfj is the private
‘corporate sector. Somewhat similar to the situation in
Japah, private firms do not cover enough of their capital
expansion requirements from depreciation allowances. Even
‘when ‘sizable retained earnings are added there is still a’
large financing deficit. This is covered by intersectoral
§OrrOWings, to a considerable extent through commercial
banks. The dependence on debt financing has been
sufficiently widespread to be reflected in a steadily
declining equity-debt ratio amomg private corporationsi---
There is reason to believg that ;hese corporations are
.operating under self-imposgd constraints in the issue of
new equity which are related to the object éf maintaining
management control. The effect of;this‘isktovlower,bq;h \
the quantity and quality of financial instruments available
to households, and therefore to produce adverse cffects

on houséhold and national saving rates.

o
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CAPITAL EAPFVDll”RF FUNCTIONS

T N A A R S s ,".,“:i..l [ETRERE S S TR S

7“Thé”é§steﬁ'bf'findﬁcféTTTibws‘aéhﬁfe§eﬁteaeh5%e gives
us’‘an ‘Uhtisual” opportunity to exXplore investment behavior in
a lésé“ﬂévelbbeﬂ'tounfry;"Thé infériration on ‘types of assets
held, changes ipvholﬁingevengztheqrich_depgil for all these
variab}ee b?’secfo;’over avcent}nuousﬁperipdyof 16:yeeys:made
the:ége§ibi1ity of quch an exploration too attractive to
;gnore.“ We adm;t that we have not, had enough resources

@spec1a11y tlme) to explolt these data thoroughly. However,

;‘we felt that 1f a beylnnlno was made on thls type of research

and the flndlngs proved 11terest1no enough further research

in this area might be st;mula;ed._

Theories‘of Aggregate Investment

The éssence of any investment decisior is that' it'is’
taken with regard to the future.® Since the future %" linknown,
the decision-maker must-formulate expectations abouti relevant

aspects of the future situation.

Accordlng to c1a351ca1 tHeory, entrepreneurs adjust_
1nvestment to tae expected rate of return. One way to expres"
this is to take present proflts as a proxy for fueure proflts

on the assumption that the current situation is expected to

4SJ. Tinbergen and J.J. Polak, The Dynamics of Business
Cycles (Chicago: University of Chicago Press, 1950).
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continue ' into the next period. Others, in an ‘attempt to -
bend this assumption closer. to reality, assume that relevant
variables are expected to grew at fixed and pre-specified
rates;46= Another approach involves basing expectations of
future profitability on valuations of firms as provided by
indices of stock prices, on. the assumption that market
behavior aCcuTate1y~ref1ects businessmen's evaluation of.
future prospects, or-at least that they take such behavior

- . . . . . . 47
*into consideration when making investment decisions,: .

Some authors have emphasized the role of sales in

Woidag o

determining investment behavior.48 The assumptlon under-
lylng thls approach 15 that firms seek to max1m12e thelf
share of the market subject to a constralnt w1th respect
to a minimum rate of return on investment.,  This, too, leads
to a theory of income maximization, although of a somewhat
different sort,

one ‘of the interesting aspects of sales-oriented in-
vestment functions is tha%'thewaaCEIifate introductibn of
the acceleration principle in txplaining businessmen's

40r neLeeuw ‘"The Nemand for Cap:tal Goods by Manufac-
turers: A Study in Quarterly Time- ‘Series,"- Lconometrlca, V.30,

o 47F Wodlgllanl and M '”111er "The Fost of forporate
Gapital Flnance and tHe heory of Investnent " Amerlpan'
Tconomlc Review, Vol A8 s x R
“48R?”EISHET "A Eérhaﬁéﬁf Jmcoms T heory of Tnve%tnent

Some Explorations“, Anerican Fconomic Review, June, 1957,
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response. When a distinction is ' made between replacement

‘investment and new (autonomous) investment, the theory

bifurcates- into two theories-=one concerned with decisions
of replacement.and one focusing on net additions to the
capital stock. The first is obviously a function of the
size of the existing stock. The second is often framed .

49

in terms of lagged stock adjustment models, when the ¢ :

investment required to restore an,optimﬁm capacity-output:

relationship can be defined as

I = £(K* - X),

oy .

where I 1is the requlred 1nvestment ¥* is desired (or

opt1mum) 1nvestment and K is the ex1st1ng capital stock

But how does one specify and calculate the desired

capital stock? ' The most elegant answer to this important

question has been given by Jorgensen.50 He. defines the

4
present value of a firm as the integral of discounted
future revenues less, discounted future outlays on both

current and capital .account. The flow of revenues is

_ 49H B, Chenery, '"Overcapacity and the Acceleratlon

:fPrlnc1ple,” Econometrlca, January, 1952,

JOU W, Jorgenscn "Anticipatiocns and Investment Behavior,"”

in J, Dusenberry, G. Fromm, L. Xlein and E. Kuh (eds.), The
Brookings- Quarterly Model of the U.S. (Amsterdam: North Holland,
1965, pp. 35-92; see also "The Theory of Investment Behavior',
in R Eerber (ed ) betermlnants of Investment Behav1or (N.Y.:
Columbla for N. B LWR.y 1967), pp. 129 15%
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assumed  to be maximized subject to two constraints. First,
levels of output and input are constrained by a Cobb-Douglas
production function and second, the rate of change of the
capital inpuf is proportional to the flow of nét investment

(unity proportionality),

Jorgensen thenvprocecdévto deflne an optlmlzatlon-h”wu
thgqnem.for,investment:behaviop.. If u is the rate of
corporate income taxation, v, w and. x ;he proportions of
déprec1at10n capital cost and capital loss to be charged
agalnst current net revenues, the marglnal product1V1ty con-

‘dition. for the maximization of the current value of the firm

is given by the expression

o:tw
il
o
15
-
b
Lol ]
c
oy
1
=)
]
a1

The variables p and ¢ represeﬁt tHe prices of output and invest-
ment in capital stock respectively, r is fho cost of capltal

and g is the ratc of canltal loss. Tno varla*le C, rOpreqentlng

q
the numerator of the 1hovo prr05510n is the 1mp11c1t rpntal

td

price For capltal services suonlloﬂ L\y the flrw to 1tself
Altﬁougl the rental price, c:;ls a result of the 1nternlay
_of a nuwber of varlahles 1t is 1wnortant to note that the
price 1 velq of outnut and ca31tal (g an( q) ‘and " the cost

of capltal (th rate of 1ntermt r) play e§péciall§ prd;'
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minent roles in the final outcome., Jorgensen then goes on

‘to show that the desired capital stock X* is given by

K* = o P_Q

. C

Problems of Applying Neoclassical Theories to Investment
Behavior in LDC's

The above discussion helps to make clear the importance

which the neoclassical theory of investment attaches to
3
anticipated profitability. That this approach is of some

'u§e in explaining the investment behavior of existing
Philippine firms has been demonstrated by Sicat and Hobley.s1

What is important here is the term existing firms. This

raises the question whether the theory of investment should
be derived as the aggregation of a micro theory or as a
separate macro theory. In practice, the first approach has

usually been followed on the assumption that "having arti-

culated the theory of investment at the level of the indi-
v1dua1 flrm...we may procecd :ynthet1ca11y to deduce rela- ;
tlonshlps among broad economic agg regates which govern the

1nvestment d651res of the bu51nesc sector as a whole.”52

SlG.P. Sicat and R, Hooley, "Inv“stnnnt Wenand in Early
Stages of Growth: The Case of Philippine Manufacturing,"
The Journal of Uevelopment Studles, January, 1971

5“? Fisner and 2, Strotz, "Determinants of Bu51noss
Investment,” in Commission on lMoney and Credit: Impacts of
lonetary Pollcy, (Englewood Cliffs: Prentice Hall, 1363), p.6l.
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There are well-known problems of aggregation in transforming
a micro theory_lnto a macro theory 1n thls Way,‘%hlch a
number of wrlters hdve p01nted out 53 There 1s, however,

an additional probienm which we have not seen mentioned

which is of spec1a] relevanCe in an LDC. This concerns the

i

'phanonenon»of new flrm format10h.§4- What~abbut'the decisions

T}toylnvest which 1nvo]ve the eétablishment of new firms?
Ihere is no assurance that the factors which shape the invest-

m§nt decisions of firms will aiso operate in the same way to "

Lnfluence the dec151ons of Houeeholds for example, in

ﬁhvectlng in new flrms. Admittedly, this is probably not an~7g5

1mportant con51dnrat10n in deVCLoped countries where new:
firms must account fdfibniyﬁaiéméllﬁshatefof industry-wide
capltal expendltures. But the 51tua ion in an*; is far
dlfferent In Table 9 below we present data foi;manufac-
turing concerns andffor firms engaged in wholeséie and
Tetail trade. If we confine attention to manufacturing ‘&7
corporatlons, existing firms account for roughly 95% of

“‘ _:"‘Jx_'

: : ;»"
tions use borrowed capltal in 51m11ar proportlons ’ However,

53See, for example, J. Boot and G. DeWitt, "Investment
Demand: An Empirical Fontrlbutlon to the Awgregation Prob-
lem," International Economic Review, Vol, 1, 1960; see also
B, Hallnvaud Statistical Methods of Hconometrics (Amsterdam:
North holland 1970).

4Wost of the econometric studies of investment behavior
have been based on data derived from the account1ng statements
of existing firms, such as presented in Moody's Investment
Manuals.,

e 3 ST

1ndustry 1nvcstment-—assum1n"fthat new and ex15t1nv co Qora-



1960
1961
1962
1963
1964
1965

Ar. 60 65

Rt

1960 .
1961
1962
1963
1964
1965

Ar. 60-65

SOURCE:

Comparison.of- Retalned Earnings of Existing Firms

With Paid-In Capital of Newly Registered Companles

(mill pesos) .

Manufacturing
Retained Earnings Paid-In Retained earnings
of Existing Corps Capital 6f - of unincorporated
New Corps Firms
208 14 52
290 17 64
397 ' 33 75
560 . . 37 90
- 556 , 26 75
462 , 27 .57

412 26 69

. Wholesale and Retail Trade

71 7 103
92 I 12 140
72 | 15 76
66 : ‘ 17 137
108 18 178
49 20 122
76 o 15 . 126

3

Paid-In Capital
of Newly Regis-
tered Unincor:-
porated Enter- :
prises

' 33

30

3l

Lo

31

37

34

49
64
83
90
96
100

80

Retained earnlngs of existing firms calculated from worksheets of
Financial Flows Study. 'Paid-in capital of néw enterprises from Central

Bank :Statlstlcal Bulletin, various years.

Loor
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whénudnefmdves:to*unincorporatéd‘entérprises, the ‘share of-
newly registered firms in total capital formation ‘vises tao

about one-third.

‘The situation is even more striking in the trade and: "
commerce sub-sector, Here newly ‘registered firms accournt: -
for a’substdntidl share of total investment. ‘During the ‘same
‘period, ‘invéstment ‘in new firms was 47 percent’as large as-
investment ‘in-all existing fitmsi2> What is undoubtedly
ﬁaﬁpening:hefe“is that many of thHe new firms ‘are - formed: =
érimarilYfin the trade sector,and the .Successful onés move
évéffintd the manufacturing“sector later as they ~intégrate’
manufacutirng 'processes into their commercial operations..
Amongiother ‘séctors of the ‘Philippine ‘economy--agriculture,
transport, €oOnstruction) ‘céftain types Gf services-+the 1,
impcat of mew énterprises on ‘investment activity is‘also
likeély ‘toibe quantitatively ‘important; in others, such ‘as"
electric’power -and communications (where édncedtration -
ratic$ are high) the impact of ‘new ‘£itn fnvestment ‘may not -
be as significant. For the whole economy, howevét, limiting
OUK,Y%?W:?XngSiV?¥Y to thenbghayior_of exisying.f;rmg will

4

result in overlocking a substantial volume of investment

-

— ! ;
P ' st

DR W B PR
In maki

_ iking these comparisons we have assumed that in-
vestment funds 'from retained’edrnings and newly - issued ‘shares
are used exclusively for financing capital expansion,

P ERN ' E PR A
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activity -with the extent of the error varying considerably

by ‘industry group and, presumably, over time as well.

The significance of these findings is not 11m1ted to
the obseéervation that investment functions which measure the

capital expenditures of existing firms may ‘miss a consider-

“able volume of investment adtivity. The point is that
existing formulations are apparently missing what is perhaps
the most dynamic part of investment activities in LDC's--the
Srganization-of new ‘enterprises and their expenditures on
gew forms of capital. Nor should this be very surprising,
Agaln and ‘again theoreticians have ‘pointed to the crucial
role played by ‘entrepreneurship in LDC's. What is entre-
Jpreneurship if it is not the staging of innovations incor-
jporating -known-advances in technology? ' 'In ‘a new society
one must expect that this process is to a considerable -
extent embodied in the formation of new firms. In short,

a useful aggregative capital expenditure function must
reflect the firivestment behavior of.new firms as well as’

.existing ones. -

A second problem in applylng neoc?a551ca1 1nvestment
demand functlons to explaln 1nvestment behav1or in an LDC

concerns the role of roturns and co:ts 1n formulatlng in-
R

'Pvestment dec151on5. It is: clear tnat the emphas1s in neo-
R :

c18551ca1 type approaches is on the. 1eve1 of demand for
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capital investment as determined by expected net returns.
What about supply? Thebprcspmption;is_ihat"ét giyéh 1eve1§
of income sévingé supply is high1yvelééticjandbcaﬁiélways
be equifibratédfwith chgngps'ih the'iéyeliof démdhd;by small
changes iﬁjih§ ihtgfést;rat§;'Viﬁ LDC's, howeVer;'WQamust
consider thevpossibility that iﬂvestment-demahdvmay chroni-
cally ‘exceed ex ante sav1ngs at nx1°t1ng rates of 1nturest,
due-both to imperfections in the capitdl markets as well as
éﬁéSﬁBiE‘inféfes%Aiﬂéiasficity in the supply of housechold
§afihgé;~:Thatﬁiéﬂtb'Say;'effectiVe”equiiibratioh:bf”the‘1
éemdﬁd and supply of investment fﬁnds'ié pbssib1é”(if‘ht
al&Y'oniy at extremely high, socially uhacceptaﬁié’rates of
1nterest o0 1t ‘scems’ p0%51b1e to us that as national rates
of tébitél;fdimdtidn:have'fisen, a chronic shortage of
capital supply may have developed in the Philippines. This
situation--the trahsition from a situation of deficiency
of investment demand to one of chronit funds supply defit
ciency"hdsbbeen"well'déécribed‘by Hirschman.,

..« The transition frbm...the point where the

growth limiting factor turns from:'the ability to

invest to the supply of savings should not be con-
sidered as a turning point neatly defined in time.

R I L Tet o, 56
e | --A~'51m"118‘f ”‘Sl’tuatlm ex:l"srts ].n agrl(:Ul tuI‘P 1n man)’

LDC's: high food pricés can affect the allocation’ among

:1nd;V1dual crops but have negligible effects on total food
.~ CTOp supply. Changes in aggregate agricultural’ prlces cannot
'equlllbrate the demand and supply of food ' :

SRR



7 Since intersectoral mobility is far from -
perfect both for savings and for development

' -skills, the transition may mean that the = ' =
country will from then on have to follow a
- slower expansion path than hitherto unless it
takes special measures that range from the pro-
curement of large-scale capital imports to -
fiscal and monetary reforms as well as to ;he

" forcible compression of mass consumpti'on;S

- There are two elements in Hirschman's thinking which
bear emphasizing. One is the developingmghdftage relative
to the growth of entrepreneurial, technical and administra-

tive skills, Anyone familiar with Philippine post-World

War IT society hardly needs to be convinced of the very
{ . he puLy e s OE RERVA - A

iapid.growth of these skills. In recent years it probably

could Pg“said without fear of contradiction that the level
of deyeiopment skills has been higher in the Philiﬁpines N
;than in other ;ountfies in Southéast Asia, On the otHer
handaép_ﬁave alreadyAshown éarlie? in_this,paper that the
leygllof:domestic sgviggs is certgiﬁiy no§vat part}culariy
high levéls for a country séeking to develoﬁ rapidly. A
reasonable infe}ence, therefore, is that a shoftage of

(ex ante)v§§y;ngs appgared during‘the périod after WOrld War

IT which béchﬁe’much more pronounced af‘ter'1960.5‘8

5_7A1bert Hirschman, The Strategy of Economic Deveibpment,

(New Haven: Yale University Press, 1969).

The official foreign exchange rate was ¥2:$1 until a

‘"Floating rate of P4:$1 was adopted in stages from 1960 to 1962,
The over-valued rate had the effect of substantially reducing
the difference between ex ante S and I since most capital

goods are imported.




113

The second point to notice in Hirschman's approach .is
the absence of any reference to changes in interest rates
aséa pblicy measure which could be counted on to élléviate
the shortage of capital Obviously Hirschman feels as we |
do, that the disparity between required and avallablc
capltal resources has to be closed by fundamental structural

" changes in the size and character of financial flows. These
structural changes may arise from tho establishment of new
f1nanc1a1 institutions, deVﬂlopment of new capital markets,
a change in the public attitude toward ‘orelgn 1nvestment
etc. ‘Changes such as these occur slowly, and the flnanc1al
system may be in disequilibrium for a prolonged period of
time, Chéngeé in interest rates may be a necessary condi-
tion in.bringing about the necessary institutional changes,

but they probably are not a sufficient condition.

An economy operating under the conditions descfibed
above would be correctly described by an investment function
in which the independent variéble(s) consist of determinants
of capital supply. In other words, it is not .investment
demand which is the relevant constraint but the supply of
investible resources. In the following section we develop
and test a number of investment functions which relate
aggregate capital expenditures--either for the:country as a

whole or by sector--to the supply of capital,



Capital Expenditure Functions |

In order to test the hypothe51s that it 1s the supply
of funds rather than the denand that governs 1nvestment ‘we
w111 construct capltal expendlture functlons for the maln‘

sectors o: the economy. Papltal expendltures can be flnanced
Utrom two maln types of sour es: 1nternal or external funds.
.External sources.ef.tunds may be used as alternatlves to
1ncome, or in conJunctlon w1th income to flnance investment
éapendltures. The basic equatlon whlch 1ncorporates the
%iructural features of the model we have in mind is there-

fore

C = o+ BY + B,LEx

where C denotes capital expenditures, Y income after taxes,
Ex the volume of outside financing and a, B, and B8, are

constantsto be estimated.

~The results of regressing -the above equation on f |
sectoral data can be grouped into four possible outcomes."
First,:the coefficients 8, and 8, may bothvbe significant,
iniwhich case:we conclude that capital expenditures for -that
particular sector depend on both income and the volume of
external financing available. Second, the:coefficient Ba:
may be significant bhut By is-not, in which case we conclude

that external financing:is a determinant but income ‘is not.
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Thifd;‘Bl-may“betsignficant but B, may not bé, which would
lead to the inference that income is a determinant of
capital expenditures but the volume of external fiance is
not, Flnally, neither 8, nor g, may be sigaificant, wh1ch
would lead to the conclusion that factors other than income
and the volume of available external finance account for
sectoral investment. Our hypothesis, that the volume of
external flnance is available to a sector is an important
5eterm1nant of capital expenditures of that sector is accept-
gble if fits of our regression equation yield either the
%irst_or the second outcomes; it is rejected if we obtain

cither the third or fourth outcomes,

V Data on a sectoral basis are available from the flow
of funds tables for all the above varlables for a sixteen
year period. We regressed the above equation on data for a
nuﬁbéf dfvgéctdrs;'and for a variety of definitions of
external fﬁnds of the period. Théhsymbols used to denote

the variables are as follows:

‘-Cg = capital expenditures of corporate business for
plant and equipment
FCE = capltal expend1tures of”hduseholds'for residen-
Lo tial dwellings . L :
CSF = -capital expenditures .of corporate business for
inventories
| CSF'= 'capltal expend1tures of'ﬁéuéehoids‘for'dﬁfaﬁié

goods R Con e
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C = capital expenditures of the government sector
YH = household disposable income
YB= = retained earnings of corporate business
YG + = tax receipts plus grants of the government
sector
MH = mortgage borrowing of households
an = household borrowing on consumer credit
EB
q = external funds of corporate business raised
through sale of equities (net)
B bérowings . . busi
SL” = short-term base§ Of corporate OUSINS
LLB = long term horrowings of corporate business
TR'B = borrowing on trade credit by corporate business
SLG = short term borrowihgs-of the government sector
G .
LL™ = 1long term borrowings of the government sector
Dum = dummy variable denoting presidential election

years

On the whole the results are promising. Equation I in
Table 10 makes total;capifal expenditure a function of busi-
ness and household income and total external finance. The
coefficient for external finance is significant at the 99
percent ievel and that for income at the 95vpercent confi-~
dence level, The correlation coefficient indicates that
approximately 90 percent of variation in capital expenditures
is accounted for by the independent variables and the Durbin-
Watson: statistic is high enough for us to infer thay there

is little serial correlation present.



TABLE X0

Capital Expenditure Functions faor the Private Sectan’ -

| ] . .
I. (ct+ By = 279.5 + .12 (Y + Y ) + .682 (MH +

(0.83) (1.96) (2.52)
H B B B
Con * Eq + SL° + LL%)
_ , RZ = .89
DW = 1.71

II. ’Ké? 4’02) = 395,1 + ou1 (YT + vBy
N (1.75) (0.86)
. - B.. -
1.53 (M + LB+ 5P
R? - .88
DW = 1.u3
, B R LR .
III. (Cup * Cyp) = -358.1 + 057 (vH + ¥B) 4
| . . (4.90) . (4.53) . y
272 ’(cg +'sLBy
(1.97) °n
R? = .91
DW = 1.73

NOTE: All DW values are above the upper limit, 1ndlcat1ng,
" no significant degree of‘autocorrelatlon. '

*The values below the coefficients in parentheses are t-values.

Source: Appendix Table I.
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When we shift our attéﬁﬁ o 1 formation,
howevgr, we find; tha ‘ ;‘
ficant explanatory variable, This y referring
to*gquation IT. 1In contrast, equatio; that for
nSn-%ixgaﬁéapifai (iﬁvéh%o;iésﬁ cbnsum ?Tdu aélésj’ income.
is a significant explanatory variaﬁie and external finance
is not significané. Both of these fits are good, except
ghat equation II has a Durbin-Watson statistic which falls

R . . . y ‘ . .
in the indecisive range so there may be serial correlation

gresent.
»

The net upshot.of these fits is that changes in- the supply
of internal and external fﬁnds togethé;'éiplain about 80
?ercent of the variation in“E;ivate sector capital expend-
itures., Internal funds are the major determinant of non-
fixed capital expenditures whileSéXternai‘finance is the

major determinant of expenditures on fixed capital,

We now turn to a,stgdy.of,the bebaviqr of capital
expenditures disaggrega{eé‘By secééféf? We lock fifst at
the business sector whidh%is of particular importénce as
it accounts for approximately:;ne-half of total national

capital expenditures.

Results of fitting capital expenditure functions for the
ITOH

corporate business sector are showyn in Tgb}a}l;gpélow.

ST Ty v cderar e v ot s Do map o
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Capital Expenditure

TABLE 11

I. = -.005
=2
. B = gs.s
) R?
III. C§ = 9.15
\ (0.12)
52
IvV. Cir = 69.9
(3.74)
w'ﬁz
V. CSP = '35.8°
(3.11)
_2
R
NOTE :

+

+

+

All DW values are above the
no significant degree of auto

Functions for Corporate Business+
+ s yP e 57 (s1B 4 1B 4 ggB
(5.89) (4.09) '
= .95 DW = 1.66
+ .37 YB+ g7 (LLB + EqB)
(3.04) (2.79)
= .92 DW = 1.81
1.05 EB + 1.42 (LB + TRD)
(2.79) (6.35)
= .89 DW = 2.28
.74 (SLB) ' L
(3.67)
= .85 DW = 1.32
ciuy (sLB o+ TRB
(17.93)
= .95 DW =

1' u"l"’

. upper limits, indicatirig
correlation |

+o - Co P . , : o
The wvalues 'below the coefficients in parentheses dre ¥ -

t-values,

{
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Equation I relating aggregate capital expenditures to re-
tained earnings and total external finance givesva rather
good fit, Both the income and external finance coefficients

are'highly significant, and ‘the Durbin-Watson statistic

suggests freedom from serial correlation. The ﬁz coeffi-
cient indicates that 95 percent of variations in expenditures

is explained by this equation.

¥ Shifting attention to expenditures on plant and equip-
?wnt, equation II indicates that retained earnings and long
iterm external finance perform well as explanatory variables,
Again both coefficients are significant at the 99 percent
level, the proportion of éxplained'Qariance'in the dependent
_is high and there is absence of serial correlation. Equation
III was run to see the affect of removing income from the.
list of independent variable. The fesulting fit is still
satisfactory and the Durbin-Watson statistic increases sub-
stantially. We have observed in fitting many of these equa-

tions, that when serial correlation is present it is often

due to the income variable.

Equation IV and V show expenditufes‘for inventory accu-
mulatiqn-regressed{onfa number ,of variables. Short-term
loans (mostlfzfrom Cdmﬁéfcialmbénks) péifafméﬁwéllﬂﬁs an
explanatory variable, yielding a fit (equation IV) which has

a highly significant coefficient. When trade credifwié'added
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to bank loans as a definition of short-term financing, the
fit is improved. We conclude that inventory accumulation

is closely tied to bank loans to business,

The other part of the private sactor consists of house-
Hold%.? Houschold capltal expenditures consist of fixed
(re51dont1a1 structures) and non- fixed, which we define
here as all other durables. Households capital expenditure

fifsiare shown in Table 12 helow.

TABLE 12

Capital Expenditurcs of Households+

L. CFoT oGesn T Gen Mo Gaogy Y
| R% = .44 DW= .96
1. Chp = %f:gé) - oo Chy * 022 yH
| (.08) (13.34)
R = .95 DW = 1.23%

*Indicates possibility of autocorrelation
*The values below the coefficients in parentheses on
t-values
The household sector fits prov1de a marked contrast to
thosc of the bu31ness scctor. Income is the only Slgnlfl-
| cant explanatory varlablc for expgndltures on- 1e51dcnt1al

constructlon and for other durablbq as well, In both cases

- the appropriatewexternal,financo_variables’take the wrong
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sign and are statistically insignificant. Tquation II
indicates that households depend on income to finance
durables expenditures. This is plausible because until

1965 banks and.other financial institutions had only limited
facilities for servicing this type of household expenditure.sg
Equaxion I whichvrefers to expe?ditures for residential
dwellings is also a poor fit, Evidently the supply of funds
is not a good explanation of this type of expenditure. The
fﬁference can be drawn that we have here a type of expend-
%ture which is more dependent on_demand ;han on supply of

funds.

The third major sector is the government, which accounts
for approximately one-tenth of aggregate national capital
expenditures. The results of fitting our model are shown in

Table 13. These results suggest several inferences.

First, the most important determinant of government capital
expenditures is income, and not external finance. The only
external finance variable that shows any promise as an ex-

planatory factor is long-term borrowing. In the future,
this may become an important factor in determining govern-

ment capital expenditures. At present, however, w2 are not

justified in going beyond the statement that long-term

"59%ince that time the situation has change;”howeveff and
it is 1likely that the variable Cyy would prove significant for
data fitted over the last 5-8 years.




TABLE 13

!

i W,Ca 1tal Expendi rernment Sector’ .

(mill pesos)

c® = su.s8 o+ .167 ¥® _.052 (sL® + LLG)
Lo (Lle22) w9y o (L770)
2 _ .
. CR%. = .67 DW = 1.01%
5 RT,
g' G )
< = o+ 19070 4+ u3 (LL®)
(.18)  (5.82 (1. 19)
=2 - caa A
R4 - .68 W 1.67
cg = -17.93 + .13 Y6 + .547 (L1®) + u4u.33 Dum
(.38) (5.65) (1.56) (1.62)
L
R

= .70 DW= 1.68

’

e { e ' . 0l . . .
Figures 1in parentheses are t-values.

’Indlcates W coefflclent 1s in the doubtful range

autoqorrelatlon may be Present, ., . .
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external finance may have some, but not a great degree, of
influence on the size of government capital expenditures.,
This conf&fﬁé¥t05ou?”ﬁr§vious pﬁgervatioﬁéamaﬁe'ih Chapter
III, concerning the relatively minor role played by the

government sector in the flow of intersector finance.

The main determinanf bf’government'Capital expenditures

is income--i.e. gross revenues. For purposes of this ex-
jperiment this includes both tax receipts and foreign direct
%grants. It does not seem to matter much whether we include
*or exclude inventbry accumulation with_fixed assets in
measuring capital expenditures. The government does not
view inventories gg}"bankable" in ;he same way as the pri-
g.vate sector. Also, the ratio of inventory to fixed asset

accumulation is quite. low.

The dummy variable which is inserted in the last few
fits is intended to capture the effgct5~of political
elections, A value of Dum = 1 was assigned for each
election year and zero fo;.other‘yearsgauln several experi-
mental f1ts “the dummy variable always took the correct 51gn.
The coeff1c1ent is generally accompanied by t-values' ‘of a
little over unity--well below the 99 percent acceptance
level. FHowever in the last regression, which is generally
the best'fit, the t-value corresponds to an acceptance

level of about 90 percent. We interpret this evidence as a
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tentative suggestion that political factors did introduce

a periodicity into government capital expenditures during

B .

the period under review.
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CONCLUSION

This study of financial flows has been undertaken

with a number of aims in mind. One objective was to

*

‘demonstrate that accurate estlmates of complex financial

# W rove ip e *w

JrE

varlables are feas1b1e 1n a less developed country. This

requlred us to adJust soc1a1 accountlng estlmatlng

procedures in several respects. Flrst we deflned the

household sector to 1nc1ude bu51nesses with f1ve workers
or less. By d01ng this we spared ourselves the task of
attempting to obtaln 1nformat10n on an immense number of
individual establishments which contribute in only a

minor way to the major financial parameters. We were also
able to sector in a way which better reflects the under-
lying sectoral financial behavior since "household
businesses" are really part of the household sector in
terms of basic behavioral characteristics. Another feature
of our method is its heavy reliance on micro data. Only
occasionally have we borrowed from the national income
accounts--and then only for certain real transactions of
the household sector. All of our other estimates for

both financial and real transactions were obtained by
inference from samples of economic units grouped by

sector and sub-sector. This has provided us with two

major dividends: first, both financial and real variable
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estimates shown,in our tables are comparable in terms of
idefinitions, coverage and even in terms of the statistical
sampling errors contained therein. .Second, the extensive
use of micrp data. has provided a solid foundation on which
we were able to construct estimates of uses of funds in
which we have .genuine confidence. This last point is
extremely important. It is not difficult to construct.
estimates of financial sources from available central
bank'déta,iand this has been done for some LDC's. But it
is nof possible tdzaéﬁeiopﬁfhe uséshéf fundslby business
" and ofhéf{opefétiﬁg'unifs'from'such data. Finally, we
have prbvided?éusfétistical model which can be used to
estimate the statistical error in our results--a feature
which we have not seen included in the financial accounts
of any othér;cbuntf;l‘
. , o o

. Turning to the substantive empirical content of the
.study, we find that financial flows in the Philippinpes
have grown approximately five-fold between 1950 and 1965.
Adjusted for price changes this growth is about three-,
fold. Put _another way, in 1950 the total of inter-
sectoral net financial flows amounted to 10 percent of
national income; by 1965.the figure had risen to 30 per-
6ent, The rise in intermediation was accounted for by an
increase in the issue of liabilities by non-banking

financial institutions (life insurance, pension, funds,
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-finance ¢ompaniesY] by an increase in the issue of -

1iabilities by opeérating business firms' (primarily in the

‘form’'of trade credit) and lastly, by the banking system

‘in the form of savings-time''as well as demand deposits.

v wwy‘}{’ o

By the énd of the period institutions other than banks"
had become a truly important feature of the financial -
system; © v

o The rap1d rlse of 1ntersectoral f1nanc1a1 flows

‘cannot be traced 51mp1y to an 1ncrease 1n the sav1ng

(1nvestm§nt) rate. The_ngglgnal saving ratg}advanced from
approximately 20 percent to 24 percent from 1950 to 1965.

The‘householq saving rate made a similar advance. These

. are relatively modest changes. On the other hand, the

composition of household saving shifted dramatically-f
from an average of about one-quarter or less in the form
of financial instruménts during the 1950's to one-half

in-the'1960's. The shift in houséhold saving composition

‘plus the rise in’' the household saving rate resulted in

the creation of a ldarge intersector flow. Thé primdty’
reason for the change in household saving behavior was
the increased attractiveness of financial instruments

offered to the public after 1960.  The rise in deposit
rates from 3-to 10°or 12 percent (conSidering effective
rates) as well“as the proliferation’of'a range of types

of 'instruments ' differing in risk, maturity’ terms of
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withdrawal, potential participation in capital gains
. etc., constituted only some of the important changes.
We stress these other dimensions of the deposit “return”
. because they may be of equal importance with the “money’
rate in determining household behavior. At any rate
households altered their savings portfolios in this
direction. Our explorations indicate that financial
instruments are not by any mecans a perfect substitute
;fofhtangibie assets in houéehold‘ﬁortfoliosn Consequently,
the;acquisition:df‘financiai assets by households in the
.1960's did gég result in any substantial reduction in
their écquisitidns of tangible assets, he net result is
that the overéii Séfing rate rose as a result of the

increased attractiveness of financial assets.

Increased household saving in financial form was
matched by an equally dramatic shift in corporate invest-
ment behavior toward greater reliance on external finance.
The shift in .corporate financing practices was due to
several factors:: first, the policy of decontrol
initiated in 1961 brought to an end the government
subsidy to purchasers of capital aqqiqmept in the form of
anﬂovervalued‘currency,,and.tharefqre[%ncreased the peso
cost of any .given size investment program. Secqnd,
indigenous business which expandqd rapidly under the_aegis

of controls continued to expand after decontrol. Third,
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Philippine business units on ‘the whole have not expanded
equity tapital at a rate sufficient to keep up with their
rate of total capital expenditures. The reason for this
seéms obvious: they have set continued family control of
the firm'aerafprimaryfmanagement objective. The way to
do this, of course, is to issue debt instruments to the

extent that'tapitala%xpenditures exceed retained earnings.

We have compared the structure of f1nanc1a1 flows 1n

s

the Ph111pp1nes WIth those of Japan and the U S Sharp

contrasts and 51mllar1t1es appeared on several p01nts

»Whlle household sav1ng rates in the Phlllpplnes are not

markedly 1ower than in the other two countrles, the
comp051t1on of sav1ng 1s d1fferent In the Phlllpplnes,
household saving tends to be more dominated by saving in

tangible assets compared with ‘Japan. The rate of

'fOrPOrate'saving'is*somewhatilower'than in Japan. But

the sharpest contrast is between government saving in the
Philippines and ‘the:other ‘Countries. ‘About half of the
difference between the Philippine and Japanese rates of
national saving is accounted for by the meagre contribu-
tion of the Philippine government. Thus the two main
points of contrast are in the government and the house-
hold sectors--the former marked by ‘a low rate of saving

and the létter?bY’a”high ratio of durables accumulation.
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- .We ‘have analysed investment in terms of sectoral
capital .expenditure functions. These functions tie
. capital expenditures of each sector to the ‘availability
of: the supply of funds (i.e. fund sources). In a number
- of -.cases. we have been ablé to demonstrate that
expenditures for certain types of asséts is dependent
upon specific tvpes of financial sources. We feel that
expc;dlture functions of this type are particularly
‘relevant to rhe Ph111pp1ne economy because they are
constructed on the 1mp1cc1t assumptlon that the most
crrtlcal flnanc1a1 bottleneck is located on the supply
51de ( ThlS contrésrc w1th the assumptlon that demard
factors are the most cr1t1cal——wh1rh implicitly underlies
the more commonly 1nvest1gated investment demand
equatlons, Ve HaVc tested a number of formulations of
our ba51c capltal expe ndlture function and have obtained
what we feel are very satlsfactory results. For example,
in the bus1nesa sector wh:ch accounts for roughly one-
half of natlonal 1nvostment a capltal oxpendl‘cure
functlon can account for almosr 90 percent of observed
values of 1nvestment Thcse results are even more
1mpre551ve when it is recallﬁd that Eurbln Watson
statistics assoc1ated w1th thﬁce tcsts gencrally 1nd1cate

11tt1c or no serlal correlﬂtlon. Tne fits generally

improve as we move from aggregate to sectoral data. The

vooro
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reason :for this seems to be that first, we are dealing

with more homogeneous behavior patterns as we shift focus

‘to more narrowly defined sectors and, second, we are able

‘to specify the functions more correctly--as, for example,

in the government sector where we included a measurement

of political timing among the explanatory variables. .

S

The one sector for Wthh we obtained only moderately
satlsfactory results was the household sector., We believe
this suggests that demand factors are cr1t1ca1 in this
sector. This 1nference is consistent w1th a situation
where supply of capltal in re51dent1a1 hou51ng is in

equ111br1um w1th effectlve demand at ex15t1ng prlce

levels.v of course, there is an immense unsatlsfled
demand for housing 1n the Philippines, but we know from
1nformat10n presented here and elsewhere that quallty
housing is out of the reach of a large number of income
recelvers, One of the reasons why hou51ng prlces are

high 1s that re51dent1a1 mortgage f1nanc1ng is costly

Not only are 1nterest rates hlgh but more 1mportant

other terms of the mortgage are unattractlve. For

o
s

example, maturltles are seldom in excess of 10 years

.In short what we are saylng is that for approx1mate1y

the upper 5-10 percent of households, 1nvestment in .
hou51ng and consumer durables has been pushed to the‘

equlllbrlum p01nt considering household rates of return



- 133 -

and existing capital costs. For the rest of the private
sector however,--households and business--the supply of
‘capital still constitutes the critical variable determin-

ing the level of investment.

. The nature of sources and uses worksheets makes
possible the construction of .continuous series on capital
stock and wage payrolls in the aggregate and by sector.
When these series are.deflated and combined we get an
index of the capital-labor ratios. We have constructed
such indices for benchmark years for the major industrial
classifications--i.e. transport, manufacturing, electric
utilities, etc. During the post-war period there has
been a rise¢ in the capital-labor ratio due to a number
of factors, . the most important of which are a shift of
~ econamic .activity towards sectors whose technology
requires higher ratios, overvaluation.of the exchange
rate, and ;shifts in the share of output accounted .for by
large firms. . On the last point we have observed a strong
tendency for capital-labor .proportions to be affected by
industrial concentration, and we attribute this to the
shortage of more highly skilled (including administrative
skills) in the labor force. We have presented a model
which ihéld&és alf“these'VariaBIes, and were ablé'to
successfully expléiﬁkQEOdt'fhrée¥f0urths of the

variation in observed capital-labor ratios in
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There are a number of 1nterest1ng aspects of changlng

Acapltal 1abor proportlons in Ph111pp1ne 1ndustry For
example, we found that the ratio was much lower in
government operatéd firms than in private firms. Some
might argue that this i§ simply a reflection of
"bureaucratic inefficiency". But we chose to view this
as reflecting--at least to some extent--the social cost
4§f uneniployment. To the extent that the private sector
?ost calculations do not reflect this unemployment they
understate the true cost of those particular production
technologies. - To a considerable extent the financial:
‘system has been involved in this process of unemployment
cheation. The financial system services especially the
" larger and therefore more capital intensive enterpfises--
because as our data show, these are the firms with the
highest proportions of external to internal financing.
'Larger firms may also receive banking accomodations -on
more ‘attractive terms. “Again, decisions to extend credit

are made on the basis of calculations which take into

-consideration private costs only.

Hany of the sectors ref;ect f1nanc1al behav1or

patterns common elsewhere wh11e some sectors exh1b1t

|

|

:

]

|

, , |

patterns unlque, as far as we know, to thls country. %
| 1

i
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It is not surprising, for example, that corporate
enterprises depend substantially more on external finance
than-do the generally smaller, unincorporated firms. /But
it'is 'remarkable that Philippine commercial banks obtain
as much 'as one-fourth té one-third of new capital from
retained ' earnings. This is the result of the large spread
between lending and deposit rates of interest. While this
policy "makes sense” for a single bank, viewed from the
perspective of the banking sector as a whole we believe
that the spread betieen lending and borrowing rates has
not ‘been optimized. That is, over much of the period,
higher deposit ratés would have more than compensated

for tbg reduction in‘profits by attracting a larger

volume of resources from savers.

In one way this "lagging competitiveness' of the
banking system was fortunate, because it created the
groundwork for a rapid expansion of non-banking financial
institutions. Many of the latter had been in existence
sincé the éarly years of this century but had now grown
rapidly. Under the conditions of a virtually insatiable
demand for investment funds which characterized the -
period from the late fifties on, and with the banking
system operating under the common constraint of stabiliza-

' tion policy, non-banking institutions ‘grew extremely -
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rapidly. By the mid-sixties they were an important

.. component of the country's financial system. However,

..;their contribution to investment finance has not been

~-maximized, .due.to certain operating policies. First, a

large share of financial flows into these institutions

~has been utilized for construction of home offices.

Yo

. +About one-fourth.of financial:flows has been so utilized.

Second, substantial investments have been made .in the

tpolicy loans to members of .the insurance system (mostly

households).. Together these two.diversions represent a
leak of nearly one-half of total investible fund flows

that . could otherwise have gone for productive investment.

Up to this point we have discussed non-banking
intermediaries as if this class of firms was limited to
fingncial institutions. That is decidedly not the case.

Our data indicate that the single fastest growing

~financial flow was interfirm credit. By the mid-sixties

interfirm credit had become; large enough to be considered--

along with savings and time deposits--one of the most

_important forms of short-term credits. In a way, its

importance is even greater. A close scrutiny of the

debit and c¢redit balances of groups of firms convinces

. us that large firms are often net extenders of credit to

smaller firms and households.. On a regional basis, urban-

based firms (e.g. San Miguel) extend credit to rural-based
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firms (retailers and rural household-business un 1ts)
Trade credit is, therefore, a major link in the flow of
bank finance from urban to rural areas and from large to

small firms and households.

Some wrlters have suggested that the rapid rise of
non-banklng Flnanc1a1 1nst1tut10ns poses a threat to the
1mplementat10n of monrtary pollcy This is the view of
Gurley and Sbaw, expressed in a nunber of wellknown "“
arescles It also szems to be the view of the 001nt ;
IMF CBP Banklng Survey Comm1551on 60 Insofar as these‘
1ntermed1ar1es issue 11ab111f1es whlch are substltutes
for money the fallure of thelr p011c1es to be complemen-
tary to Centra1 Bank poses a p0551b1e obstacle tc the

successful implementation of the policy. This is

essentially a short-run view.

‘In the long-run, however, the impact of non-banking
institutions could be quitée favorable toward the pursuit of
stabilization policies. When a country has to depend on
the commercial banking system to supp}y the payments
medlum and to prov1de 1ntermed1ary serv1ces for 11vest-

ment, pollcy nakers have no way to pursue a monetary

60Recommendatxons of the 701nt l‘F CBP Banking Survey
Commission on the Philippine Financial System (Manlla.v
Central Bank cf the Phlllpplnes, 1972), pp. 11 and
139- 140 f
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stabilization policy that does not, at the same time have
a correspondingly contra;tionaryaeffect on investment.
In fact, investment expenditures will contract mere than
the money supply if investors rely heavily on external
sources to finance theose expenditures. Typically the
average hOusehold in an LDC TLlleo much less on bank
f1nanc1ng and therefor its 1eve1 of expendltures will bo
affected much less. The net upskot is that under these

c1rcumstances stabilization policy is often a vitiously

-anti- growtn p011cy as well, Bufwwhen’hoa-banking

1nst1tut10ns ex1st whlch are canable of actlng as inter-
medlarles for a substantlal portlon of investment | |
expendltures, a contractlon in the money supply can be at
least partlally offset by 1nten51f1ed act1v1t1es among
non- banklng f1nanc1a1 1nst1tutlons In this way the
burden of monetary adjustment'can be 11fted from the
sectors. primarily responsible for capital expenditures.
Presumably. the houeehold_eector,would then be required to

bear its proportionate share of the adjustment burden..

The present 51tuat10n in this country seems to be
that def1c1t f1nanc1ng by the government is respon51b1e
for a large share of the monetary expan51on,{as polnted

out by Tan.61 We agree that this symbiotic relatlonshlp
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61Edlta Tan, 7(‘entral Bannlng and Predlt POllCleS 1n

the Philippines,"” School of Economics Discussion Paper
72-20.
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between deficit fiscal and monetary policy is a major
problem in the Philippines. One solution is to enable
the Central Bank tc follow a more independent ccurse of
action with regard to growth of the money supply.

Another way, and one which we prefer, is to get the
government to undertake more bona fide long-term invest-
ment projects to augment the presently over burdened
infrastructure, raise aggregate productivity and generate
an enlarged supply of financial instruments which non-
banking intermediaries can acquire. We prefer the second
course because it holds the promise of reconciling
monetary stability with higher levels of capital

expenditures and growth.
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