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r
previous sectlons we have looked at the system of financiail

f
lows in its broad outline, noted changes in trends and

contrasted structural features between the Phlllpplnes and

oOther countries. . In this section wé look at the sources

- of funds for>eaéh of the major sééfoés-aﬁa the usesvto
thich'each sector puts those funds. While the data permit
us to investigate sources and uses for all transactions-
" operating andvfinancial -- out attention will focus
prlmarlly on sources and uses in the sector 1nvestment
account. Thls is really a way of looking at types of
1f1nanc1a1 1nst1tutlonal behav1or, where each of the sectors
"to be studied expresses 1tself in terms of unique insti-
futional'and bqhavioral characteristics.

The ijter of the financial system is the Central
Benk. The indrease in Philippine Central Bank sources of
funds was derlved largely from the issue of currency and
'demand deposits. However, a substantial share of 1ncreased
sources was.also'accounted for by other types of liabilities --
e.g. margin dep031ts, and galn and losses from devaluatlon
(in 1961-62). On the uses 81de, the development whach 1
,1mmed1ately grlps one's attention is the relatlvely large
share of the 1ncrease 1n flnanclal assets of the Bank
represented 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.
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A remarkable feature of the Philippine commercial
Ibanhing system is the extent to which non—financiai%sources
contribute to the augmentation of financial resources.
About one-third of.the total commercial bank source of
funds comes from operations. This contrasts with the lower
_ratios in more developed countries. The redson seems clear:
lending rates of interest are relatively high, borrowing .
(or deposit) rates are 1ow therefore the 1nterest spread
is large. This may be a rather useful device for devel-
oping the financial system quickly, provided of course
that the larger earnings are retained in the financial
system for expanslon; and not used to pay out d1v1dends
to stockholders f But even 1f these assumptlons are
satisfied;bis it thefggst effectire method of bahk'ie;”i”
‘SOuroe expansion? Suppose that deposit rates were allowed
to rise. Then presumably deposits of househoidshnonidﬁalso
have risen. 1Is it possible'that the increase in deposits
thus obtalned would augment commercial bank resources more
than the correspondlng loss of retalned earnlngs occa81oned 1
by the dep051t rate 1ncrease7 o o

B Thls qUestlon has 1mportant 1mpllcatlons for both
theory and pollcy, and it may be useful to restate 1t 1n
a more rlgorous form.i Let bank resources (R) be’ deflned
as the sum of retalned earnlngs (P) and dep081ts (D).
Then we have - | o o | |

R=D+P (1)
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Let us assume that deposits are a function of the lavel |
~of thc dep081t rate of 1nterest (rd), vhlle proflts are {
Hdependent on tbe dlfference between g and lending rates
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We made a test of the relatlve eﬁportance of the two —
elements an the rlght hand side of equatlon (3) by regres-
51ng the;bate of change of‘cqmmerc1e1 bank assets on the__
?yetewgfkeﬁangeAqf the two explanéfégy interest'variableeg
lxﬁhe.fitted regressioh liﬁe is o ;; o
o jlgR = 1;25 lg rg -!,1; igw(fL } ry) -2 N

S (7.88) 0 V(1L T R = .88 ~
';ﬁete thetvthe eeeffieient dfkrd is highly‘eignificant:-} ;
.iﬁ.fact almost suffieieﬁt by iteelf te etplain growth in
bank assets -~ whlle the coeff1c1ent of (pL - rd) is not
81gn1f1cantly dlfferent from zero.‘ (Numbers in parenthesef
are t—values) Slnce the coefflclent of Pd excceds that

of rL - rd, we conclude that the elastlclty of the com-

- mercial bank industry's resources w1th respect to dep051t
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rates of 1nterest is greater than with respect to the
dep031t rate - lendlng rate spread. The pollcy conclu81on
is that although 1nd1v1dua1 banks think they are acting
rationally by trylng to maximize the lendlng-borrow1ng
llnterest rate spread- by holding down the dep051t rate,
this action action is really irrational. From the stand—
point'of the entire commercial bank-indﬁstry, bank re-
.sources will be increased<more by raising the deposit

| rate of 1nteres1:.lu

On the user slde, the main outlet for commer01al

bank funds consists of short-term loans to bu81ness firms.

Of course, some of these loans are renegotlated at maturlty,

and therefore cannot really be con81dered as short term.k
oy ‘ . H
Nevertheless, a Bigh proportlon is represented by genulne

i;' ' short term flnanélng for working capital in manufacturlng

and commerc1a1 enterprlses. There is nothlng surpr;51ng
about this. The working capital requlrements of Phlllpplne
business (1nclud1ng manufacturing) are at 1east as large

as the fixed capital requlrements.ls There has been a

FRETH N !
Y] B A A

% rhese conclusions are provigsional in that they
-are based on an annual time series of 17 years.*‘Bank re-
sources are taken as total assets of commercial banks.
Depos1t rates are an average of maximum rates'on savings
and time deposits as shown on Central Bank records. Lending
rates were found by dividing interest earned as reported by
all commercial banks by the volume of bank loans and invest-
-ments: A more sophlstlcated model could test cross-section
data, 1ntroduce a variety of effective rates of 1nterest
‘and-also a savings function for the flrm (bank) .

15
Judging by the ratio of the size of (undeprec1ated)
fixed to current assets in the firms' balance sheets which
for manufacturlng fleS is about 1: 1 and for commerc1a1 firms
is1:3.° n '
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tendencythroug?opt the period, especially since decontrol
in 1961;‘for the fixed capital requirement to rise relative
to Qorkihg ¢apita} needs. This has been met by the growth
of non-benkipg institutions such as investment banks_(e,g,
PrivefeLDegegopment-Corporation of the Philippines,_Bancom)
and tpelesosgsion of financiera-type companies suchlaslfirst
Acceofahce ahd Investment Corpf, Merchanrs_Credit Corp., anc
81m;lar 1nst1tutlons. Butbwithout any‘doubt commercial ban}
st111 represent the cornerstone of prlvate bu81ness sector
flnan01ng.

Another major flnan01al subsector is 1nsurance. “Li}
the.commer01al banklng sector, insurance, companles obtain
the bulk of thelr funds by 1ssue of llabllltles (in the forr
of pollcles) prlmarlly to the household sector. An,unusuel
feature o?’the ;nsurence subsector,.howeVer,kls the re;ative
sma;; sheremof;ro;el fund sources represented by the accumu.

tion of fipsncis;wassets: Somethihg like one-fourth to one.
third of nonffiﬁepcial sources find theirlway in;o_financiai
asset accumulation.16 The reasons for this reletive}y low

financial accumulation ratio‘aopear.to be first, that insur-
ance companies are devoting a subsfaﬁtial portion of réébJQ(
to the erectlon of home offlce structures and the acqulsltlc
’“of other tanglble assets, and second, that a con31derable

outlay in" the form of re—lnsurance premlums (Whlch are part

fof domestlcally collected premlums) are remltted overseas

i

16
Tsee Appendlx Table 2. We omit from consideration

1959 and 1960, years in which there were charges to reserve'
‘and- mlscellaneéus assets’
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in connection with non-life types of insurance. On the
investmentzside,fthefoutstandinglfeatpre of. insurance
company hehavior,isﬁthe large share of financial assets
represented by salary and policy loans. This form,ofginvest—
ment represents at leastﬁloiperoentfof financial accumulation
annuallygzand in some years isjae,high as-one-thirdyof total
financial accumulation. For the rest, investments are
largely in the form of household mortgages and, corporate
securities with emphasis on the former. Very little is
represented by investment @n:government securities.
Therefore with respect to the entire insurance sub-
sector (life and nén—life) although relatively large when
looked at from'ﬂm?standp01nt of premium income, ‘it is less
1mp051ng when viewed as an 1ntersectora1 flnan01al device.
A substantlal amount of its collectlons are spent elther for
re-insurance or for home offlce expan31on and of the |
remainder a surprlslngly large portlon flows back into the
household sector in the’ form of pollcy and salary ‘loans and
for home mortgage flnanc1ng. Very llttle of funds goes
into the government ‘sector but corporate business flnanc1ng
is consmderable "and grow1ng slowly.' S .
These observatlons are somewhat altered when one
“tirns to the government 1nsurance companles Whlch are shown
in a separate subsector. Here only about one-half of
ihsurance‘oolleotions ave utilized for non—flnan01al purposes,

leaving the remainder for financial accumulation. But on
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the investment side, governmept'insurance earriers are
similar to privete carriers in that a substantial portion
of flnanc1a1 investment goes 1nto pollcy'and salary loans
and home mortgage flnan01ng, and relatlvely little is
'represented by investmen+ in’ goVernment securities and
']*“corporate-busihess.-*’*“? :

| " Thé*sources éﬁd?ﬁéeé“stéfeﬁent of "self-administere
pension funds and personal trusts is shewn'ianppendix
Table'Q}*‘ItAreveais a’similarity tQ'the:inéﬁrahce“eub;'
secto¥: “That is, only about one-half of total sources
goes into financial accumulation. This is a little higher
than for thé‘insurance ‘subsector, to be sure, but it is
still low for thié“tyﬁeio%:iﬁveétment fund.'fjwtf

!" H—
[N ; . ed

Sources aqd Uses for Operatlng Bus;nesses

]

1
The major source of funds for prlvate bu51ness 1s

P L

from,operatlons. The remelnder is obtained fromﬁeequr;ty‘
issues, of which the mejer items'are bagk,lgans_egq”quity
'1ssues. " The largest rec1p1ent of funds from the com- .

merc1al banks and from the 1nsurance companles 10 the

(
- J_ .

prlvate corporate subsector.' A unlque feature of Phlllppln

[ES ETeae

corporate behav;or 1s that the share of out51de Capltal

ralsee“by renk 1oans has ~expanded more rapldly than that

ralsed by the 1ssue;pf equlty. This seems to De connected
w1th the tlght control of corporation which is characterlst
vof thls soc1ety and whlch we will discuss further at a late

4

;pgint,l qugt‘onejtenth of total uses con81sts of wages apd
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salaries, while six-tenths consists of expenses connected

with the purchases of intermediate goods and services. .

TABLE 5a

Proportion of Payroll Expenses to Total Nonfinancial
Uses of funds, Operating Business Concerns, '

_ 19549-1965

' YEAR - PERCENT : YEAR . . PERCENT
1949 17.7 - .. 1987 . 24,7
1950 19.4 1958 . . ~ 21.5
1951 z 19.1 . 1959 ..19.9.
1952 ©20.1 1960 17.0
1953 20.2 1961 14.2 .
1954 22 .4 1962 10.7
1955 ) 23,5 1963 S 12.2

1956 24,5 1964 11.5
’ ’ . 1965 : o 11.7

Source: Appendix %ﬁble

E
4~y There has, however, been a marked change in the use

of fﬁﬁds. As Table 5a :above sshows, -payroll expenses were.
nearly 20 percent of total -outlays in 1950-ahd rose .to about
25 percent in 1957. After that date the share of outlays .
represented by payroll began a eharp decline, apparently
stab111z1ﬁg at a 1eve1 of 10-12 percent by the middle of the
1960's. Is this reductlon in the ratio of payroll expenses
the effect of a declining real wage rate .(in terms.of other
factor prices) or is it the effect of increasing capital
1n1:ensrt:y'> Prellmlnary 1nvest1gat10n suggests that both of
bthese factors ‘have been operatlng., We will turn agaln to

the capltal-labor problem later in thls chapter.

USSR
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Goverﬁment corporate behavior contraéts in several
~important ways with that of private corporations. This
sgctorfiS;Smali~fonly about one-twentieth the size of~the
private corpdrate sector. . Government corporations obtainec
aimost one-half of total sources from the issuance of
financial instruments bompared to the much lower ratio (one
tenth)4fpr-private“qbrporaﬁionsf‘ The favorite instrument f
exteﬁhal finanéihg.is 16ngat§rm;g;%k 1oans{fré0véfhment
corporations generally have relied on the issue of equities
as a”soufce 6f extérnal_finance even less than privatev
: coﬁﬁofations,A On theigperating side, payroll expenses?‘ i
nqyfagcounf'for about.15~percent of total uses -- which is
higﬁér than for privaté séctor corporations. Capital éx;
péﬁ&ftures account for barely one-tenth the total uses --
which’is a."i rather low fraction by any,standarq, _esp'ecially-
consideri#g the kinds of heavy mapgfacturing indE§trigsuww
represented .by this sector.. Tﬁe éccumulation of . financial
assets_npw accounts for an.astonishingly high level of :
-,total uses -- approximately 20-25 percent which is an |
increase‘of about 10 percent from the early years of:-the
period.l’ e o i :. et '
What are some possible'éxplanations for;theseg .
'peéﬁ;iar features? One type of explanation emphsizes that

government corporations have been operated for essentially:

Ce e ',7When one considers that even in the case of bona;
fide financial institutions such as life insurance companies
only about one-half of total uses is represented by financia
~Accumulation, the unique character of the government corpora
financial flow structure becomes: even more apparent. . -
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political‘ends. mhat is to say, these flrms have been used
as dev1ces through whlch to borrow from banks and then to -

channel the funds thus obtalned into the operatlng businesses

in which those who control the pOlltlcal process-have an interest..

A second 11ne of explanatlon would focus on government
corporatlons as vehlcles to prov1de .employment, and for
this reason the share of payroll uses must be hlgher than
in prlvate corporatlons.

But thls "1neff1ciency?'of government corporations
can be.considered as the visible part of the socialeCOst
of unempioyment traceabieito the capital-intensive structure

of private'corporate production.’ Perhaps a good social

accounting could‘ link this inefficiency to the private gerporate

¥
sector, which is fno doubt 1ts source. The net upshot of

the entlre body Jf ev1dence is that the ‘goals of government
'corporatlons are qulte dlfferent from prlvate corporate
ﬁbu51ness, the avallablllty of financial sources is different
»and consequently thelr operatlng behavior is in sharp con-
trast to the canons of behav1or of ordlnary bus1nesses.
Turning attentlon for a moment to non- corporate
‘business (flve Or more employees) we find that this sector
is only four- tenths the size as the private corporate sector

| (based on 51ze of total sources) In thls sector a smaller

B share of funds is, ralsed by external flnanclng - only about .

5-6 percent compared w1th 10-12 percent for corporatlons.

.fOn the uses side, payroll expenses are 31gn1fxcantly,h1gher
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',thén for corporations, suggesting that labor is a more

18 Capital expenditures tend to be

imeftaht input here,
v ksmail for non4corporate‘ehterpriéés, and>the ratio of
ihventory gccuﬁﬁlatidn‘to fixed capitél expenditures

‘high. The incféése inifinanciél aséets is abqut opé—
ténth.of_fotal uses -- significantly higher than the
ﬁ»bercent for private corporations.lg' In this subéectOr,
trade credit conétitutes a very. large source of funds;
Jﬁdging?by'theAlarge tbade credit.item.ih the corporate.
fuseskside»it,appears that the private cdfporate sector

is using trade credit to finaﬁce expansion in this non-
léorporate,séctor. ' The reason why we infer that non-
‘i*cégporate business is deriving funds from the corporate
'séétér isj;hat we knoQ’that the purchasé of inputs by
smaller enterprises in this subsector is‘from_the'lafger_
enterprises; and it is reasonable to suppose that. these.tra
credits are financing thié floW'of.intermediate goods.
"bf courée, the non-corporate‘sector inclﬁdes many small .
household-type industries 80 thaf part of this trade ‘
credit mighf'be'considered as %inaﬁéing'purqhases by a

kind of semi-household manufacturing subsector.

.

S 185ince non-corporate business is probably more.
concentrated than corporations in the rural areas, the aver:
wage rate is probably lower than for corporations and there
fore the difference in the .share of "peal" payroll expenses
probably is 'greater than it appears from the above,

;;gihisvmay be related tO'the.tendency of some. house.
hold to use the 'family business' as a vehicle for accumula:
household financial assets. '
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A Dlgre851on on Capltal Labor Proportlons

There is some 1nformatlon on capltal labor pro—;‘
portions available from census data for manufacturlng
establishments. These data suggest that the tenhnoloéy
employed in Philippine manufacturing'is highly capital
intensive. vfhe implica%ion is that the expansion of
1ndustry has provided a large demand for foreign exchange
but only a mlnor impetus for the growth of employment. o
The main faotors Whlch have been mentloned to explaln
this 51tuatlon are flrst the presence of an overvalued
exchange rate resultlng in underevaluatlon of cap1tal
1nputs,'second the ex1stence of sub51dlzed credlt through
government flnandlal 1nst1tut10ns for the purchase of

' o
capltal equlpmen} and, third, increases in the minimum

wage rate .20
Data from the financial flows can be utilized to
throw‘additional light on thiszproblem. The supporting
schedules contaln 1nformatlon on the 81ze of the wage
bill (payroll) and on the capltal stock. When both vari-

ables are deflated the movements in the ratio of the two

refleot changes in the proportlons in which the two factors

ot

208 P. Slcat, "Labor POllCleS and Phlllpplne
Economic Development," School of Business Discussion
Paper, 89-4, February, 1969. See also T. Ruprecht,
"Labor Absorptlon Problems and Economic Development in
the Philippines," Phlllpplne Economic Journal, V. 5,

No. 2, 1966« The rise in wage rates should, however,
make .the construction component of, capltal more expen51ve
because of the well-known . 1abor 1nten51ve character of .
this 1ndustry in LDC's.
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are employed in covered flrmsiw Flgure 4 below, presents 3
1nformatlon on the K/L ratlo for major 1ndustry group° ‘
for the years 1950, 1957 and 1965. . -

| Between 1950 and 1957 the K/L ratlo 1n all 1ndus—

trﬂpsexcept one decllned, while from 19R7 to 1965 the R

ratlos rOSE .« These flndlngs are not 1ncon51stent w1th the
. view that the overvalued peso of the late 50's and early i
60's 1nduced a movement along a productlon 1soquant whlch

produced capltal 1nten31ve productlon methods. Actually,

,: e

it takes at least several years for 1nvestment de0151ons

'.

favorlng capltal to be translated 1nto hlgh K/L ratlos,.“;

R

since the stock of capltal is a functlon of past 1nvestment
-actlv:Lty.21 ,Thus the rise in the ratlo in 1965 mlght |

legltlmatelj be con51der-=d the px'oduct of investment be-

".l

hav1or of the entire perlod 1955 1965.

i

| The capltal labor ratlo for all 1ndustry groups

also shows a dlstlnct rise between 1957 and 1965. N’Infib“

Ny

addltlon, the ratlo for 1965 is somewhat hlgher than

1950. ThlS 1s 81gn1flcant because wartlme destructlon tov j

Vthe capltal stock was exten81ve in the Phlllpplncs, and
. P ST NTIY r -t

complete rebulldlng was probably not completed as of 1950-—
signififying that the 1350 ratio was probably abnormally
high.22 .

oy

211y the data presented here we have assumed a
‘ten-year life of capital:for purposes of deflating K.. The
values of K in current pr:Lces, however, are taken directly
from the 1ndustry flnenc1al statements,‘; ,

227Tnat is, a portion of the capltal stock will be
idle as long as rebuilding is not complete.
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In fact, ¥h¢ rise in the iﬁdustry;wide‘K/L ratio
‘would have been greater except for spécial frends»in’the
'compositioﬁvchange which tended to produce a lower K/L.;
This can be seen from Figure 5 beiow,'which Shows that the
capital stock invested in manufacturing and commerce
bekpanded (relatively) at the expense of the.étock in trans-
port, electric power, communication, mining, etc. It is
precisél§ these létter industry groups where the ratio

'is high. 1In a sense, this situation prbduced‘a kind of

a- repressed unémployﬁenf," since the expansion of capital
stock in manufacturing and commercial activities at thé
“expense of overhead activities 1is a pattern éf capitai
formation that is ;nly temporarily viable. When the reverse
took place after 1985 demand for labor dried up. Indeed,
thls drylng up qf demand for labor was already evident
before 1965.  Between 1963 and 1965, the‘payroll total for
all privafe corporétioﬁs increased by only  10.9 peréent.
This comparés 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 COntfasts‘wifh a rate
of growth'of (deflated) payroll of approximételyfs 1/2%
for the period 1950-1962. If we assume that the supply

of industrial labor was growing somewhat faster than total

population growth, then an annual growth rate of from 4-5%

. ' 4
Figures 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 Statlstlcal
_ Bulletin..

~«
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'would be a reasOnéble estimatequhggguired."full absorption’
démand., The rate.of growth of labor demand by private
corporations up to 1962~equa11éd_or'exceeded this, but
‘between 1963 and lQGS--years of sharply'inéreasing capital

.t BN Aol
1nten31ty in broductlon—

't_fell far short of 1t.;ﬁ
A natural hypothe31s to explaln theée facts --

high cap1ta1 fnten51ty and 1¢w labor absorptlon #ﬁ is the
: ex1stencg'Sfﬁfactor—price thequlllbrlum in, Phll#pglne

: L |

1ndustry. As'Power and Slcat see 1t3~:he u?der aluation

of capltal custs a53001ated w1th the OVervalued peao of

the 50's and early 60's and the avallablllty of industrlal
capltal at‘art1f1c1ally low 1nterest rates (from govern-

ment flnﬁjtla} 1nst1tutnons) 1nduced the subst1t¢tlon of
'capltal’f labor in the 1ndustr1al pr-ocess,23 To this

,: ol H i ’ B
. must be added’the upward push on labor cost% by a doubllng

of the mlnlmum wage- raté in 1963. In llght of tha\flndlng

24

of Slcat in an earlier study that the e1ast1c1ty of

factor ﬁubstltutlon betWeen capltal and labor 1q§at least

L

unity for«mudh~0§-domest1c manufacturlng, and c0551derably’
o
higher for some 1ndustry groups, these factor prlce dis- -

tortions assume considerable importance.
- BAOR AT To Lo dE ut el ?fx;;wﬂy;“ggh i el

23J Power .and G, Sicat, Industrialization in the

Philippines (Quezon City: School of Economics Discussion
Paper No. 70- 11 Aprll 24 1970), pp. 123 ff

2”6 Slcat Industrlal Productlen.Functlon in the
Philippines (Quezon City: School of Economics Discussion
- Paper No. 68-18, May 23, 1968), pp. 5-1 to 5-10.
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Earlier in this paper we showed how labor
intensity decreased with size of firm. We-found-thatfaJ
systematic relationship exists between firm size and °
capital per worker.

- If these factors have the expressed effect on
capital intensity, then we ought to be able to expldin
observed changes in capital-labor ratios by reference to

them. As an experiment, let us consider observed changes

in the capital-labor ratio of the manufacturing subsector

for the period 1950-1965. Following the hypotheses out-

lined above we then postulate a relationship as follows:

K/L = + Byy (RF) + ByC + BgW + ByA
. S |

We would prefer;t§ think of the dependent variable as

referring to the ratio of capital to labor as embodied

in additions to the stock of capital -- i.e., new invest-
ment -- rather than the whole stock of capital:  This is:

s0 because once capital equipment is purchased, the
potential for varying the ratio of capital to labor is
greatly narrowed. However; correct .measurements.of AK'
and AL would require~information‘on the utilization of

-capital as well as on the average hourly work which we

do not have. Consequently, in our ‘empirical fits we:have
measﬁred capital intensity in terms of the whole .applicable

‘existing stock of capital. The :explanatory variable = (RF)

Ro
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measures the?reletéonship’betweep the free;markeﬁ value
of the peso and the officialﬂrete, or the degree of over;
valuation. C is the volume of credit:extended to industry
for capital expenditures by government financial inetitu—
tions on favOrable terme. W is the wage rate of unskilled
laborers as calculated by the Central Bank and A is a_
measure. of the average. size. of manufacturing firms -- i.e.
total assets divided by number of firms, |
The results of-regressipg the. above formulatioﬁ
on annual ti@e_§epies of manufacturing from 1950-1965 .are.
shown below.x The foreign exchange rate (25) and the
average size of firms (A) are always significant at the
99. percent cpnfldence level, The volume of Development.
Bank lendinj takes the wrong sign in the first'regression
- and is not Significant in the other runs. The wage rate
takes the wrong 81gn and 1s not significant when 1t appears
alone, but when it is combined with (g R~) the results are
good and significant at the 99 percent level.
We note,part@culariy that when average size of
firm is omitted from the regression as in the third ryn, .
'the'.ﬁs .Precision of'the,fit{and}reliabilify,of‘all the
coefficiepts,dnops markedly. We might.be tempted to: explain
this“reeoltzes due to some_epupioue.correletion_between,
labor (L)_and_the numberpof:enterprises, since the dependent
variable is the ratio K/L and the independent variable K/No.

of firms. But we know from the cross-section data presented
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-earlier that K/L and the average size of firms are related ina

Table ©

Determinants of the Capital-Labor Ratio
Th Manufacturing for the Period 1950-1965

1.76 . .028 R .008Cp .004A .013

K . (1.65) +(2.56) _f - (.30) o+ (4:13) - (.81 W
o= Ry o - |
SR DR o
R™7'= .79 DW = '2.38"
©oou71 0 Jbo7 o L0050 L0240 Ro 0
K o (.78) + (.28) ©F + (u.ew)™ + (2.37) - -W
L ’ o R, |
!
. R'? = .75 DW = 2.1h
6.65 .006  Rp 32.7 ,  .032
K (1.53) - (.u4) =— + (.99)°F - (.78 W
- , Ro . |
-2 o -
R™% = .53 DW= 1.92

5special;way.;;Moreove?,.we note that when A is inserted
in the regression there is a decided improvement in other
variables as well. _The matrix of simple correlation co-
_efficients indicates a very_lowjdegree of multicpllinearity'
- between A and the other indgpendent variables. We are

therefore inclined to view_;he‘coeff;c;ent:of A in the
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regression shown as reflecting a genuine relationship

between the capital-labor ratio and the size of firms.

The Government Sector‘

The govcrnment sector CORSLStS of nat10na1 and
local government units on a consolidated bas:Ls° Local
government includes prov1n01al as well as - mun1c1pal |
governments of major cities such as Manlla and Cebu which
have their own budgets. In addition there are government
agencies -- hospitals, ete. --, which produce services of
a publlc nature and whlch are funded from general revenue.
Most of these agencies derlve only a small portlon of
ravenues fromioperations . | ;

The tptal of government sources of fands is about
12 percent oJfGNP. Of the total flow, about nine-tenths
is derived from taxes and the remainder comes from other
sources -- e.g. fees and borrowing. Givén that the fraction

of taxes to GNP is so low, one might suppose that other

sources of funds, such as borrowing, would be corfespondingly

%

higher. But this is not so. The level of borrow1ng is 1
relatlvely modest, and seldom exceeds one~half of 1 percent
of GNP Roughly half of thls borrow1ng is 1ong term, w1th

heavy rellance on the Central Bank of the Phlllpplnes and

Eon the government owned Phlllpplne Natlonal Bank | In addl—

tion there is a very large item under mlscellaneous 11ab111—

i

tles. ThlS 1tem con31sts malnly of accounts payable by the
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various government sectors; _Nﬁt only-ié it large but it
fluctuates éonsiderably, .Ité potential impéct from a stand-
point of monetary and fiscal policy is considerable.
Obviously fluctuations in liabilities can change the cash
position of the other sectors of the economy substantially
_and, because of its size, may over a short period, even have
greater impact than changes in money supply.

On the outlay side of the government account, close
to one-half of uses is accounted for by wage and salary '
payments. . Anothef 12 percent is devoted to capital formation.
A surprisingly large. amount of funds -- approximately 10
percent of total uses -- is devoted to financial.accumulation.
These accumulatiéns take the form of deposits with a variety
of loan institu?}ons. The reason for this high level of:
financial accumulation may be as a means of exerc181ng
influence over particular financial 1nst1tutloﬁ;; vIn other
words, a large government depos1t for a partlcular flnan01a1
institution is v1rtually the same as a subsidy to that
1nst1tutlon.25 A relatlvely small amount of total uses --
about one-fourth -- lS accounted for by purchases of 1nterme—

dlate goods .

The Household Sector

- Wage and salary income accounts for somewhat less-

than one-half of total sources of household income;

25Actually, it may reflect the influence of a single
businessman over the government.




entrepreneurial income accounts for much of ‘the remainder,
As to be expected, consumption aocounts for most“of househol
sector uSes. Note - that the ratio of payroll to entreprensur
income has fallen somewhat over the entire period. It is no
clear however, whether this trend is significant. 26 Note
‘that receipts from the sale of real estate earlier in +he
period were running as about 4 percent of total non- financia;
sources, and at the later part of the period rose to about

6 peroent,r Personal taxes-whlch in 1949 accounted for 3 1/2
peroentﬁof'totalAnon—finaﬁcial outlay, rose to 4 1/2 percent

_‘in.1962r From this fact we see that the tax system has- not

been used effectively as an intersectoral flnan01a1 flow

_est;mu;ant. Finally, notice that financial sources for the

hoﬁseholdvseftor are concentrated in the form of consumer

credit. .

Rest of WOrldASector

il

In the rest of the world sector roughly three fourths
of non flnanc1al sources are derived from merchandlse 1mports
The maln item in the rest of world uses is exports from the
Phlllpplnes. The balance of 1mports over exports plus the !
'“exoess of the net 1ncreases of Phlllpplne llabllltles over
the net increase in Philippine assets yields a total whlch
can be though of as representing savings by ROW . _sector,

Alternatlvely,.th;s can be represented as the Philippines'

e

It is difficult to evaluate this trend until more
- 1s kn wn about methods used for household income estimation.

4
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}balancé of.paymentslwith the rest of the world; In the tablé
which follow - Table 7 - there is shown a change in ROW
liabilities and assets over the entire period. Note that

| changes with a negative-sign (which indicate an outflow of
'capifal to ROW éector from the Philippines) are-regisfered
for every year from 1953 thfdugh 1961. After 1961 the same
figure becomes, positive, indicating an inflow of capital

from ROW to the domestic Philippine economy. The significant

"event that occurred during 1961 to explain this change in the
diréétion of foreign capitai flows was of course the devalua-
tion of the peso.27 That is to say,‘betwéen 1953 and 1961
when the peso was overvalued there was a steady outflow of
capital to ROW S%ctor from Philipéine domestic sectors; after
1961 there was aisteady infiow of capital from ROW to the
domestic sectorJ. Over the entire period there was an outflew
of capital from the Philippines of approximately 900 million
pesoé. However, the devaluatibn of the peso in 1962 largely

‘E ) erased most of the effects of the previous outflow of capifal.

: It is not clear if these same trends are shown in the balance *

. : : }
of payments data as usually presented because those balanced 1

payments tables often omit some of the item estimates that

are contained in the flow of products sources and uses work-
sheets. In any event this is a rather striking illustration
of the effect of devaluation ©f currency not simply on the

% g net trade balance but also on the direction of capital movement.

. ‘27The devaluation occurred in February, 1961. Its
4 effects first showed up with the expected lag, in 1962.
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TABLE 7

Changes in Rest-of-World Assets and Liabilities
. ‘and Capital Flow 1949~1965

- R-0~W  R-0~W .  NET CHG

LIAB.  ABSSBIS . + B/P #
1949 7322 0 -322
1950 (90) 261 +351
1951 61 41y —opo
1952 . 4 30 . + 26
1953 - 68 0 - 68
1954 35 (66) ~101
1955 386 108 ~278
1956 177 75 ~102
1957 , 456 108 - -348
1958 163 82 - 81
1959 291 265 - 26
1960 - 422 256 ~166
961 1,002 627 -375
.}962 A 347 528 4181
1963 506 595 + 89
1964 433 613 4180
1965 1,295 1,528 . +233

~-909

a negative figure indicates outflow of capital
(inc. in ROW LIAB.) while 2 positive figure
indicates an inflow of capital. \

SOURCE:  Sources and Uses Table, Appendix 2.




Summ arz

In this Daper we have drawn a thumb-nail sketch -
of intersectoral”fihancial~flows in the Philippines, |
focussing attehtion'OnAfhe growth of these flows since
1949. We havelshown that when related to aggregate inceme,'
financial activity grew.about’fwice as fast as the rest
of the economy. ° If the financial system of the Philippines
is set along51de other countries -- and we have used the
U.S. and Japan for comparlson -= it is not as under-
‘developed as one might suppose. ‘When related to 1ncome,
for example net funds raised by intersectoral f1nanc1a1
floWs is smaller in the Phlllpplnes than Japan but it is
about the same as the U.S. What strikes .one partlcularly
is the lick of sym;etry in the Philippine case.  The
structure'of'fuhd’ seems to have developed rapidiy '{ﬁ
the priva{e sector buf sufpriSingly slowly in the pﬁblie'
sector,” = |

| One of the most constructlve developments in the
post-war perlod has been the shift in the comp051t10n of
'housenold sav1ng away from a domlnance of tanglble assets
(houses, consumer durables) toward, flnan01al assets such
as’ bank dep081ts, 1nsurance claims, etc. This Shlft seems
to have been brought about mainly by (1) an upward adjust-

ment of dep051t rates of 1nterest28 and (2) an 1mprovement

28In ‘this ‘context 'dep051t rates of 1nterest' refers
to the return on household financial claims broadly viewed
~to include claims on bank and non-bank liabilities.
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in the quallty of flnanc1al assets avallable. Since the
1nterest rate 10151mp1y one dlmen81on of a financial
.contract (and-not alwayo the most 1mportant one), both
these reasons pertain to 1ncreased competitiveness of .

| f;nan01al assets.

| | These.conclusionsvemphasiie the role of the
flnterest rate in determlnlng consumption. As such they
appear to be con81stent with a neocla351ca1 _theory of
sav1ngs. »Trpe, thls theory does emphasize the,importance‘
of the interest rate as a determinaht of-savings and 'also
tﬁe level of demand for money balences.2s “But the.
similarity.is,more apparent than real. .We do«emphasize
the role of the 1nterest rate as a determlnant .of saving: -
| behavior, . But in our v1ew, the most 1mportant functlon
.of the 1nt§rest (dep031t) rate is as a determinant.of- the

comp081tlon of household sav1ng.r Agaln whereas the -neo-

c1a581cal approach focusses on the role of the interest
,rate in the process of achlev1ng equlllbrlum in an insti-
tutlonally "glven" set of markets, we are 1nterested in
explalnlng the role of 1nterest rates 1n determlnlng the
conflgurathg qfﬂsey;ng (and lendlng) 1nst1tuti9ns and
1eng~term trends ig the behavior of borrowers¢¢,Finally,
whereas a'neoglass;cal epprOech treets,saying and saving. .

behavior in the.aggregate,_we distinguish between;severalf

, 29D Patinkin, Money, Interest and Prlces, second
ed.,’ (New York Harper .and Row 1965). e an .

i, A
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saviné“seotOrs;ﬁand of these only the‘household sector
model refleots a type of behav1or which is predomlnantly
dep081te-rate oriented.

A substantlal volume of funds has been supplled

to the financial system from the earnlngs of the flnan01al
institutions themselves. This has been'especially true of
the commercial banks.‘ While this use of earnlngs has been
a stlmulant to flnan01al growth we con31der it poss1ble -
‘ perhaps even likely -- that faster growth could have been
achieved had deposit rates of interest been raised move
rapidly. This would have reduced the institutions‘ earn;'

- ings but probably‘lncreased system dep081ts faster than was
actually the case

| Growth“offthe financial system has revolved around
'growth of the commerc1al banking system. Thlo has meant‘
that to a oon51derable extent the flnan01al system in the
Phlllpplnes has contlnued to utlllze what is essentlally

a payments system (bank dep081ts, 1nclud1ng demand and
time) as an 1nvestment 1ntermed1ary system. Thls sort of
double functlon cannot be totally avoided anywhere. But
to rely on 1t heav11y as done 1n the Phlllpplne ca -
exposes pollcy makers to a speolal dllemma in tlmes of
1nf1atlonary pressure. Cuttlng baok on the supply of pay—
ments—medla also means cuttlng back on the supply of 1nvest—
ment—lntermedlary medla. In suoh c1rcumstances the volume

of investment is dlrectly affeoted -- pos31bly even more‘m
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dependent on availébiiity 6f‘financia1 intermediation than
consumption expenditures., The policy dilemma emerging
from thls 51tuat10n is therefore clear: a dampening of
-monetary expansion results in a commensurate dampening
of ‘the availability of intermediary services. Without
doubt the growth of non-monetary intefmediary institutions
'that.occurred,aftér 1960 was positively'influenéed-by the
- Central Bank's restrictive policiés to combat the 1961—63
and later inflations. To some extent this development
offset the structural weakness of the system. Yet this
aspect of the progess,was‘not fully appreciated by Central
Bank pplicy m@kers who generally have considered the growth
- of nOn-banklng intermediation as a.'threat' to the effective-
ness of mone;ary policy. This latter view seems}to put too
much emphas;} on achieving monetary and balance.of payments
equilibrium even at the expense of structural changes which
would be dlsequlllbratlve in the short-run, but helpful 1n
resolv1ng the stability-investment growth in the long-run.
Nqn-banklng financial institutions have been.
.permitted,tOndevelop_ceptain financial practices which - 1
have decreased their usefulness as intermediaries.. Only
about one-half of invegﬁible resources is converted into
intersector fund flows. .The‘remainder-is utilized for.
home - office constructlon, and . for transfer back to the
vhousehold sector (from which the funds often orlglnated)
in the form of home mortgages, policy loans.and similar

o

consumer-oriented credit extensions.
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Rates of gross saving and capital expenditures

are only a little lower in the Philippines than 1n the
U.S. But they are hardly more than half the comparable
rates in Japan.v A large part of thls dlfference 1s‘
attrlbutable to the performance of the government sector'
in the Phlllpplnes. Government 1nvestment (sav1ng) rates
have averaged between one and two percent of GNP in
recent years, compared with elght to nine percent 1n'“
vJapan. In no respect can the government-sector be con-
' sidered as an important element in the level or growth of
intersectop‘flows. Behavior of many government operating
corporations has‘Pot been helpful either. Only in terms
of the performan'e of the government insurance industry
can it be said tEat there has been a positive government
contribution to the growth of financial intermediation.
,The main user of funds (borrower) is the private
corporate sector. Somewhat similar to the situation in
Japan,bprivate firms do not cover enough of their capital
expansion requirements from depreciation allowances. Even
‘when sizable retained earnings are added there is stlll
a large financing deflClt. This is covered by 1ntersectoral
borrowings, to a considerable extent through commercial
banks. The dependence oh debt financing has been suffi-
ciently widespread to be reflected in a steadily declining

equity-debt ratio among private corporations. There is
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feasoh td’béfieve that these corporations:are operating

‘under self-imposed constraints in the issue of new equits
which are related to the ‘object of malntalnlng management
control. "The’ effect of this is to lower both the quantlt
and quallty of flnan01al instruments avallable to house—
holds, and therefore to produce adverse effects on house—

hold and national saving rates.

“-"9.... o
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'CAPITAL EXPENDITURE FUNCTIONS

The system of financial flows as presented here
gives us an'unusual eppoptunity.to explore investment
behaviqr in a less develqpeq-country.;-The;information

'qn types of assets held,_changesgin;holdings'and the-rich :
detail for al;ﬁthese.variables by sector.over. a continuous .
pe?iodioles_years made the possibilityvof such-an iex-
bploration ettrective;tpius, -We admit that weichave not

- had enough resources (especially time) to exploit these
data thoboeghly. However,.we‘felt that if a beginhing
was made on this type of research and the flndlngs proved
1nterest1ng enougﬁ ~further research in this: area might»

be stlmulated ' }

Théories OfbAggregafe Investment

The essence of any 1nvestment de0181on is that

i

it is taken w1th regard to the future. Since the future
is unknown the dec1s;on—maker must formulate expectatlons
about relevant aspects of the future 81tuat10n.

’ Accordlng to c1a81cal theory, entrepreneurs

adjust lnvestment to the expected rate of return¢" One

R L

gl - l
*iway to take present pPOfltS as a proxy for future proflts

. on the assumptlon that,the'current;situatiOnrwill;not

13, Tinbergen and J.J. Polak, The Dynamics of
Business Cycles (Chlcago' Unlverslty of’Chlcago Press,-e
- 1850). o p
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change. Others, in an attempt to bend thls assumptlon
closer to reallty,vassume that relevant varlables are
expected to grow at flxed and pre spe01f1ed rates. 2
Another effort’ to move even closer to reallty involves
ba81ﬁg expectatﬁmsvuth regard to future prorltablllty
on valuat10n~of firms as provided by indices of stock
prlces, on’ the assumptlon that market ‘behavior accuratel:
reflects bu51nessmen S evaluatlons of future prospects,
or at least that they take such behav1or into con31dera-
tion when maklng 1nvestment declslons.a‘*

Some authors have emphasxzed the role of sales ir
determiningwinvestment béhavior;w ”The'assnnption'hnder—

ly;ng thls.approach is that firms seek to. maximize their

share of the market subject to some constralnt w1th
]

: respectf to a (mlnlmum) rate ‘of return on 1nvestment.

Therefore, this, too, leads to a theory of 1ncome max1m1-

zatlon, although of a somewhat dlfferent sort.
One of the 1nterest1ng aspects of sales- orlented

.1nvestment functlons 1s that 1t fac111tates 1ntroduct10n

J'. : i

of the acceleratlon pr1nc1p1e 1n explalnlng bu81nessmen;c

response. When a dlstlnctlon 1s made between replacement

2pye DeLeeuw, ' “The Demand for Capltal GOOds by
Manufacturers' Study 1n Quarterly Tlme Serles," Economet
Viei 30 oy s .

3p. Modigliani and M. Mlller "The Cost of " Corpor
Capltal Plnance and the Theory of Investment," Amerlcan
Economlc Revzew, Vol. u8. -

1o HR “‘Eisner, "A Permanent Income Theory of Invest—
JSOme Exploratlons,“ American’ Economlc Review,
June, 13867. ‘
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v inyestment*and new (autonomous) investment, the theory
bifurcates into two fheories'—~ one concerned with e
decisions of replacement and one focdsing’on'nei addi-
tions to the capital stock. The first--replacément--
is obviously a‘function of the size of the existing
stock. The second is often framed in terms of 1agged"
stock adjustment models,siwhenithe investment‘%éduired o
to restqre an optimum capacity-output relationship .
can be defined as | |
I = £f(K*¥ - K),

where I is the required iﬁvestment; K* is desired (or op-
timum'jhmsxﬂént'aﬁd K is the existing capital sfdbk.

| But how does One spe01fy and calculateithe‘vv "
de51red capltal tock° The most elegant answer to thls "
nlmportant questlzn has been glven by Jorgensen.éw He
deflnes the present value of a firm as the 1ntegral of
dlscounted future revenues less dlscounted future out—.QH
lays on both current and capital account | The flow of o
revenues 1s assumed to be max1mlzed subject to two con- |

stralnts. Flrst levels of output and 1nput are constralned

.. %H, B. Chenery, "Overcapacity and the  Acceleration
Pr1nc1ple,"‘Econometrlca, January, 1952.

6p.w. Jorgensen "Ant1c1p1tlons and Investment .
Behavior;" in J. Dusenberry, G. Fromm, L. Klein 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 Behav1or", in R Ferber (ed.) Determinants of
Investment Behavior (N. Y.: Columbia for N, B.E’R., 1967),
pp. 129-155, :
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by avCobbeDoug;as production function, and ‘second, the rat
change of the}capctal J.npu+ is proportlondl to the flow o
net 1nvestment (unlty proportlonallty)

| Jorgensen then proceeds to define an optlmlzatlon
theorem for 1nvestment behav1or. If 4 is the rate of cor
. porate 1ncome taxatlon, v,,w and ‘%X the proportion of depre
tlon, capltal cost and capltal loss to be charged agalnst
current net revenues, the marglnal ‘Productivity condition
the max1mlzatlon of the current value of the flrm is given

by the expre351on

‘ 1-uv 1l-uw l-ux é S
*g% fm-»"“ai‘:a**-rr'q "=g

The varlables P and q represent ‘the prices of output and
1nvestme in capltal Stock respectlvely, r is the cost (o}
capital and g 1s the rate of cap1tal loss.' ihe varlable C,
representlngqthe numerator of the above expre851on, is the
1mp11c1t rental prlce “for capltal serv1ces supplled by the
'flrm to itself. Although the rental prlce, c, is a result
the interplay of a number of varlables,'lt is 1mportant t?
note that the price levels of output and capltal (p and Q
and the ,cost of capital (the rate of 1nterest r) play
espec1a11y bProminent roles in “the flnal outcome. Jorgensen

'then goes on. to show that the de81red capltal stock K#




- 105 -

Problems of Applylng Neoclassical Theories to Investment
Behavior in LDC's - o ’

The above discussion helps to make clear the 1mpor-
»tance which the neocla381cal theory of 1nvestment attaches
to anticipate profltablllty That this approach is of
some use in explaining the investment behavior of ex1st—
1ng “firms has - been demonstrated by Sicat and Hooley.7

But what is 1mportant here is the term ex1st1ng flrms.

vThls raises the question whether the theory of 1nvestment
should be derived as the aggregatlon of a micro theory or
as a separate macro theory " In practlce, the flrst
approach has usually been followed on the}assumptionhthat’
"having articulated the “theory ofjinvestment ‘at the level
of the individual firm... we may proceed synthetlcally

to deduce rekﬁlonshlps among broad economlc aggregates
which govern the 1nvestment desires of the business sector
as a whole."8 Tjere are well-known problems of aggregatlon
in transformlng a micro theory into a macro theory in. thls
way} which & number of writers have pointed out.9 There

is, however ‘an additional problem whlch we have not seen

mentioned which is of special relevance in an LDC. Thls"

7G P Sicat and R. Hooley, "Investment Demand .
in Early Stages of Growth: The Case of Phlllpplne Manu- -
facturing,” The Journal of Development Studles, January,
1971. '

» 8R. Eisner and R. Serotz," "Determlnants of Business
Investment,"” in C
Monetary'Pollcy, (Ehglewood Cllffs
p. 61,

3 j‘Prentlce Hall, 196 3)

gSee, for example, E. Malinvaud, Statistical Methods
of Econometrics (Amsterdam: North Holland 1870); also

J. Boot and G. DeWitt, "Investment Demand: An Empirical
Contribution to the Aggregatlon Problem," Internatlonal
Economic Review, Voi. 1, 1860.




 concerns the phenonenon of new firm formation. Neo-
classical investment theory refers to the dec151ons of
ex1st1ng flrms.10 What about the de0151ons to invest
whlch 1nvolve the establlshment of new tlrms° There is
no assurance that the factors whlch shape the 1nvestment
dec181ons of flrms w1ll also operate 1n the same way to
1nfluence the decxslons of households, for example,,ln
1nvest1ng 1n new firms. Admlttedly, this is probably
“not an 1mportant con51deratlon in developed countrles
where new flrms must account for only a small share of -
'1nddstry-w1de capltal expendltures. But the 51tuatlon
in LDC's is far dlfferent. In Table 8 below we present
data for m ufacturdng concerns and for firms engaéed

in wholesaiz and retall trade. If we conflne attentlon
:Hto manufacturlng corporatlons,.ex1stlng flrms account

"for roughly 95 ‘of 1ndustry 1nvestment -— aosumlng that

new and ex1st1ng corporatlons use borrowed capltal 1n‘
szmllar proportlons.‘ However, when one moves to uns
1ncorporated enterprlses, thevshare of newly reglstered . !

firms in total oap1tal~formation.rises to about one-third,

10Most of the econometric studies of 1nvestment

,behav1or have been based on data derived from the account-

glng statements of existing- flrms, such as presented 1n L
"Moody's Investment Manuals. S
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e .. . Table 8

Comparison of Retained Earnings of Existing Firms
With Paid-In Capital of Newly Reglstered Companles
(mlll pesos)

Manufacturing i
Retained Earnings Paid-In Retained earnings .  Paid-In Capital
of Existing Corps Capital of of unincorporated of Newly Regis-
New Corps = Firms .. tered Unincor-
: " porated Enter-
= R SO T _ _ B prises
1960 208 _ R _ 52 33
1961 o 280 0 Rl 17 ol By o i 30
1962 397 ' 33 75 31
1963 7 "Ui5R0 R 37 U080 - oy
1964 556 A .26 75 . 31
1965 SN (1Y) ' o2 T 57 = - 37
Ar. 60-65. .. ..412 . 26 69 : ‘ 3
i , , : . ,
-} Wholésale &nd Retail Trade :
1960 . .71 } C T 103 g
1961 92 12 140 64
1962 T2 S RRETRRTTEE £ o T8 . .- 83
1963 66 17 137 90
1964 .. 0.108 .18 .. 178 . - 96
1965 49 20 _ 122 lOO
' Ar. B60-65 76 Dol s LA U 126 A 80

SOURCE: Retained earnings of existing firms. calculated from worksheets of
Financial Flows Study. Paid-in capital of new enterprises from Central
Bank, Statistical Bulletln, various years. . .

e
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The situation is even more striking in the trade ar
commerce sub-sector. Here newly registered firms account f

a subsfant;al,shage of total investment,ijuring the same
CERE L _ ‘ ’

period, investment in new -firms was 47 percent as large as

investment in all existing firms. What is undoubtedly haj

ing here is that many of the new firms are formed primaril

...in the trade sector, and the successful ones move over into

" the manufacturing sector later as they integrate manufactur

processes into their commercial operations, Among other

- sectors of the Philippine ecohomy——agriculture3ftransport,

construction, certain types of services--the impact of new

~enterprises on investment activity is alsé likely to be

quantitatiyely important; in others, such as electric power
4 ,

and . communti cations (where . concentration ratios are high) the

. impact ofdnew firm investment may not be as significant. I
" the whole econo@y, however, limiting our view exclusively t

....the behavior offé?isting firms will result in overlooking a

substantial vQlume of investment activity with the extent o:

the errorvvarying considerably by industry gréup and,

T

The significance of these findings is.nmot lifiited tc

the observation that investment functions which measure the

capital expenditures of existing firms may miss a considerabt

volume of investment activity. The point is that existing

) 1l1n making these comparisons we have to assume that
investment funds from retained earnings and newly issued
shares are used exclusively for financing capital expansion.

[}
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formulations are apparently:missing what,is péfhaps the most
dynamis part of-inVestﬁeht activities in LDC's-~the srganiZa—
tioh of new enterprises_aﬁd=theirvexpenditures'on new fofﬁs"'
of capital. Nsr should this,be.very surprising. ‘Again and
again theoreticians havesﬁointed to the crucial rolespiéyed

by entrepreneurship in LDC's. What is entrepreneurship if it

.1s not the staging of innovations incorporating known advances

invtechndlqu?m In a new society one must expect that. this
progcess is to.a considerable extent "embodied“lin-the.forma—l
tioﬁ.of new firms. In short, a.useful aggregatlve capltal

A

expendlture functlon must reflect the 1nvestment behav1or of

new flrms as well as ex1stlng ones.

A seconq problem 1n applylng neocla551cal 1nvestment

‘demand.functlo:f to explaln 1nvestment behav1or in an LDC

concerns the rdle of returns and costs in formulatlng invest-

. ment dec151ons. It 1s clear that the emphas1s in neo-

cla581cal type approaches is on the level of demand for

capital investment as determlned by expsc;ed.netmreturns.

3

What about supply? = The .presumption ismth@tﬁﬁtggivenhlevelsv

ofnincome>savings supplywis_highly elastic and:qaﬁ.always be : i
equilibrated With changes ihwghe level of demand by small |

changes,in_the interest rate. In LDC's,showsver%.we,must;

consider the possibility that investment demand may

chronically exceed ex ante savings at existing rates of. |
.iptéféSt;_due bpfh tovimpgffésfions in theisapiﬁg;;markets

‘as well as pfobable'inteﬁést4ihe1asticit§j}n ;hé:supplyjbf

household savings. That is;to say, effective:equilibration

. . 'v - " It \\ R o N "
3 ‘ 1 L [ R A S




Of]thé demand'éhd,éﬁpply.of_ihVestmént'fundsiiS-poésiblg
'-(if»at;éiii bﬁly aé exﬁrémély high, §qcia11y.phaccepfable
:wratésbof intepé%t.+ If seems pgéSibiéfté us that as
 nafibnal.fatéél§f.capital forméfipn.hAQedfiSeﬁ, a chronic
ﬁshdftége of éaﬁifal»sﬁpply may have'dgveloped in the Philip-

piﬁés. 'iﬁiéﬁsituation-;the?trénsition frém a éifﬁation of

' ,deficienéyroflinvestment demand to one of chronic fpﬁds

““suppiy-deficiéncy;has been well described by Hirschmap.

o The transition from...the point where the growth
limiting factor turns from: the ability to invest to-
the supply of savings should not be considered as a
turning point neatly defined 'in time. Since interw’.

., Sectoral mobility is far from perfect both for

“savings’ and for developmental 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 procure-

© -mént'of-Jlarge<scale capital-imports to fiscal and
- - monetary’ reforms as well as to the forcib;e'g?mpresf,
- sion of hass consumption.lgfﬁff'“."‘ SRR RN S S

T AR I

There are two*element§ i§'Hirschmap'svthinkingiw_

whiqh bear emphasizing, One is the.deVeloping shortage.

' relqtiﬁe té the growth of entrepreneurial,_technicalﬁanq
' admihistratiye skills. Anyone familiar with_PhilippiQe:p

post-World War IT society hardly heeds to be convinced g

: Qf_the_vepxrrapid gpoﬁth of these skills,. In‘recgntgyears

# o .
A simglar“situation,exists_in agriculture in many
LDC's: 'high"fodd prices can dffect the allocation among’
- individual crops but have negligible effects on total food
- crop supply. Changes in aggregate ‘agricultural prices
jqapqpt eqqilibratg the demand and supply of food. |

2
S Albert Hirschman, The Strategy of Economic .
‘Development, (New Haven:Yale niversity Press, 1969).
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itmprobably could ‘be said Without fear*of contradiction

that:the level of :development skills has been hlgher in the
'Phlllpplnes than in any of the other countries in Southeast
AsiaT On the other hand, we have already shown earlier in
+this paper that the leveél of domestic savings is certainly

‘not.at particularly high levels for a country seeking to

develop rapidly. A reasonable conclusion, therefore, is.

that a shortage of (ex ante) savings appeared during the
period after World War II which became much more pronounced
after 1960. + . PR A A
The second point to notice in leschman s approach is
the absence of any reference to changes in 1nterest rates as
ahéollcy measure whlch could be counted on to alleviate the
shortage of capitfal. Obv1ously Hirschman feels as we do,_
that the dispariEyAhetween requlred and available capltal
resources has to be closed by fundamental structural changes
in the size and character of financial flows. These |
structural changes may arise from the establlshment of new

flnan(}al institutions,. development of new capltal markets, . -

~g

a change in the public attltude toward forelgn 1nvestment, i
etc. Changes such as these occur slowly, and the f1nanc1a1

system may be in dlsequlllbrlum for a prolonged perlod of
time. o '

The official foreign exchange rate was P2:81 until

a floating rate of Pu4:$1 was adopted in stages from 1960 to
1962. - The overvalued rate had the effect of substantially
reducing the difference between ex ante S and I since most e
capital goods are imported.
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'An economy Operating under the oonditions deécribed
above would be correctly descrlbed by+:an 1nvestment functior
in whlch the 1ndependent variable(s)- cén51st of determinant:
of capltal 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 funétions wh;ch relate -
aggregatevcapltaljexpendltures-%-“either for the country

as’-a'whole or by sector -- to'the Supply of capital.

‘Capltal Expendlture Functlons

| In order to test the hypothe51s that 1t is the
feupply of funds rather than the demand that governs invest-
‘ment we w111 construct capltal expendlture functlons for
the main sictors of the economy. Capltal expendltures,
it should be recalled represent that part of investment
which is flnanced by monetary expendltures -- as opposed
to 1nvestment made by non-monetary outlays. -In the Phil-
1pp1nes, capltal expendltures amount to about 90 peﬁient

. iR
of total 1nvestment, 1n the corporate and government

seotors the two are u;rtually equlvalent .

Capltal expendltures can. be flnanoed;from two ‘
maln sources: 1nternal and external funds. The basic -
equatlon whlch 1ncorporates the structural features of
the model we have :in mlnd is therefore glven as

.)

5';}'-C = (Y, Ex)




-"fli ‘3' -

‘where’deenotes capitaiuexpenditures; Y ‘income after
faxes and Ex the volume. of outside financing available,v
“Bither ohe, or bbfh, of»the independenf‘Variableé mgy
prove significant. On the one hand, if both »Y} ahd Ei
prove‘to be significant-determipants of.C, fhep the
evidence supports the hypothesis. .Business and héuée-

holds invest in respénse to the Vbluﬁe“bf‘fﬁndé évail—t'
;§blgvfromvinterngl and external squrces. .On._the other
hand, either Y ior Ex may prove not to be a determinant

of investment. This could occur, for example, if business

or households chose to substitutefexternal funds (when

PP

évailable) for internal funds, and use the latter for

‘consumption. In such’'a case Ex would be significant and
Y would not be a significant,determiﬁanf“bf C. The mere
) i N . . ’ . * ' )

'fact that one or the:other of the independent variables

is not significant is not: conclusive evidence ‘of substi-

tution among fund sources, but it must be considered a




S T

p0581b111ty rlnally, there is tne pOSSlblllty that

nelther Y nor ‘Ex is a 81gr1F cant de+erm1nant of C.

ThlS would oocur where real varlables domlnate the demand

»for 1nvestment and where the avallablllty of funds,

eltherolnternal or external does not play a decision
role.

Data for 16 years are. avallable to us from the

-flow of funds tables. We-regressed‘a‘variety*of’capital

vexpendlture varlables on 1ndependent varlables derlved

'.by comblnlng varlous types of external and 1nterna1

sources, *Th&' ‘results of the- tests for! the prlvate ‘sector

‘(bu51nessiand households) are men below 1n Table 9.

e
¥

The symbofs used to denote the varlables are as follows

P
5

P

C? =  capital expendltures of corporate business
for plant and equlpment
Cg = capltal expendltures of households for
, re51dent1al dwelllngs
CB = capltal exependltures of corporate
_'NP . bus1ness for 1nventor1es .
H kS

C = capltal expendltures of households for
durable goods

ct - gltal expendltures of the government
yH 2 ”household~d13p05ab1éfinoomé“'“'

- Ygg';,Qretained:earnings;of corporate business
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G
Y = tax recelpts plus gram‘:u of the govern-
ment sector
ME - mortgage borfbwing of households
LT - - -
on. household borrowing on consumer credit
EB = external funds of corporate business
q ralsed through sale of equltles (npt)
SLB_ = short term bases of corporate bu81ness
LB = long term borrowings of corporate
, business: )
TRB = borrowing on trade credlt by corporate
‘business
SLG = short term borrow1ngs of the government
sector .
LLG = 'long term borrowings of the government
%ector
Dum =

?gummy varlable denotlng pre81dent1al
lection years

On the whole the results afe'pfomising. Equation
I in Table 9 makes total capital expenditure a function
of business and household income and total external
finance.  The coefficieﬂt for external finance is signi-
ficant at the. 99 percent level and,that for income at . ,1
the 95 percent confidence level.: The correlation'éoeffi—
cient indicates that approximately 90 percent of varlatlon
~in capital expenditures is accounted for by the 1ndependent
variables and the Durbin-Watson statistic is high enough
for us to infer that there is little serial correlation

present, ..
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TABLE 9

‘ Capital,Expenditure Functions for the Private Sector'

BL . ... - u g H

oo+ = 27905 + 12 e B s sa M+
: (0.83)  (Ll.98) (2.52)
H B B . . B
Con * E° + stB & piB
RZ2 = g9
DW= 1.71
I cp £ = ses.1 + 0 Loun (4 By 4
5_?_.g © (1.75) (0.86): - :
1.53 !+ 1B 4 5B
R = .ss
DW = 1,49 e CTREOERET VS S

- H B . . H .
III. (Cyp *.Cyp) = -358.1 + .057 (Y ‘+ NG ) + -

(4.90) (4.53)

272 (¢ 4 s1By

(1.97) od
Rz, = .91, SRR R D R N AT
DW = 1.73 -

NOTE: All DW values are above the upper limit, indicating:
: no significant degree of autocorrelation.

- +The values below the coefficients in parentheses are t-vali
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When we shift our attention to fixed capital
formation, however, we find that external finance is the
only significant explanafory variable.  This can be seen
by referring to equation II. In contraSt,“equstion III-
shows that for non-fixed capital (inventories, consumer
durables), income is a significant ekplénatory variable
and external finance is not significant. Both of these
fits are good, except that equation iI has a Durbin-
Watson statistic which falls in the indecisive range -- .
~i.e. there may be serial correlation present.

The net upshot of these fits is that internal
and external funds together explain about 80 percent of
the variation 1n:pr1vate sector capital expendltures.
Internal funds q}e the major determlnant of non-fixed
capital while external finance is the_major determinant
of capital expenditures on fixed capital,

.We now turn to a study of the bcﬁaVior of capital
~ expenditures disaggregated by sectors. We will look
first at the business sector. This sector is of parti-
cular importance because it accounts for approx1mately one-
half of total national capital expendltures -- as shown
by the flew of funds tables.

Results of fitting capital expendlture functions
for the corporate bu31nesstector are shown in Table 10
below. Equation I relating aggregate capital expenditures

to retained earnings and total external finance gives a- -
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TABLE 10 .

Py

=005+ sh ¥R a gy (sLB w148 4 By
L (.98)  (5.89) . (4.09) °

]

1
-
o
w

I. f*

R < a5 0 hws 166

-95.5 + .37 ¥YB+ g7 (LLB + £qB) -
(1.79) (3.04)  (2.79) o s

"

1
-
o
N
w

II.q Cp.

Tere S

-R ;:-192 ; v;Dw ?41981

Ciifgig . . -4 H . . TSR

9.15 .+ 1.05 EB + 1,42 (11B + TRB)

i Rire) @ (6lasy ¢

=
-
H
0
A
e
"

”'! CORPeTige oy = 2.28

63.9 + i (;LB) B o
(3.7”7"“(9.67)'“‘ e An e

. §2 =_ . 85 » wa i

IV, ¢

H

Ve ,~CB

" YNF: u35'8 + Ly (SLB.+ TR,)
ST (81 (17.93) B

R? = .95 DW= 1.uy

RV
\

' » R N S e e
NOTE: All DW valués are above these upper limits, indicatin
_ no significant degree of autocorrelation e

*The valles below the coefficientékin”%abentheses are
t-values. | : o

gt
S SE A



- 119" -

rather good fit. Both the 1ncome and extcrnal flnance
coeff1c1ents are hlghly significant, and theDurbln—Watson
Statlstlc suggests freedom from serlal correiatlon.  The
§2 coefficient indicates that 95 percent of varlatlons in
eipendltures is explained by this equatlon.

Shifting attention to expenditures on.plant and
equipment, equatlon IT 1ndlcates that retained earnlngs and
long ‘term external flnance perform well as explanatory
védriables. Again both coefflclents are 81gn1f1cant at the
99 percent level, the proportlon of explalned varlance in the
dependent is hlgh and there is absence of.serlal COrrelation.
Equation III Was run to see the affect of removing income
from the list offindependent variable The resulting fit is
'still~satisfactq‘y. A point to notice here is that when
income is removed the Durbin-Watson efatistic incfeasea
substantially. We have observed in fitting many of these
equations, that when: serial correlation is‘present it is
often due to the income variable. |

Equation 147 and V show expendltures for 1nventory
accumulation regressed on a number of V&Pl&blGS.*‘ShOPt -term
loans (mostly from commercial banks) performs well as an
explanatory variable, yleldlng a fit (equation IV) which ‘has
a hlghly significant coefficient. When trade credit is
added.to bank loans as a definition of short—termxfinancing;
the fit is ‘improved: FWe conclude, therefore, that inventory

accumulation is very closely tied to bank loans to business.




- 120 -

Thgﬂgther part of the private sector consists of house-

holds. Household capital expendltures con31st of fixed

(re81dent1al structures) and non-fixed, whlch are pri-:

marily durables. Households capital expenditure fits are'81

are shown in ?ablekilybelow.

TABLE 11

Capital Expenditures of Households®

I. Cp. = 278.7 - 1.13. H + -,077

| (1.8 7 (. ey 1 (2.95) Y!
* R™ = .uh DW = .96
' .
- e
II. Cyp =19.23 - .001 G H + .022
| T (1.83) (.08) “ON  (13.3u4)
R = .95 DW= 1.23%

*Indicates possibility of autocorrelation . - ,

The values below the coefflclents 1n .parentheses
‘on t-values

BANTL
' The household seétbr fits provide‘é marked
contfaét'%b’tﬁéée of the business sector. For bothyﬁw
; flxed and non- flxed expendltures, income ‘plays the maln

'explanatory role. In both cases the appropriate externalv

(e
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fiﬁance variables take thebwrong sign and are statistiec-

a;ly.insignifican{: Equation II which treats consumer

durablesk'tells.ué'that households depend entirelyvon
income to'finance“durables expenditures. This isrpiausible
because until 1965 banks and other financial instithtiqns

had only the most limited facilities for servicing this .

type of household exbenditure.+ Equation 1 whiéh;pefers

to expénditures for residential dwellings is a poor fit.
Apparently the supply of funds is not a good explahation of
this type of expenditure wﬁich is more dependent on demand
than on supply ofifunds?

The_thira major sector is the ngernméﬁf}nﬂCapital

expenditures by ﬁhe government account for approximately

'.one-fehfh of'aggrégaté national cépital expenditures.

The results of fitting our model are shown in Table 12.
Thgfresulté of thé'government~ééCtdr regressions
of our model supply several insights into investment

behavior in that sectof.i_Fibst, it‘is noticeable that

the most important determinant of gbvernment capital

expenditures is not external finance.  True, some of the "

external fingnce variables“Kq§peqial;x¢;ong7term finance)

EI e . . ' '
. . ;»Slqce that time the situati has changed, however,
and 1t 1s'likely that the variable Chjy would prove signi-
ficant for data fitted over the last 5-8 years. :




- 122 - -

'TABLE 12
o CaPital.Eﬁpenditﬁres of the Government Sector*

A

CG : 54,8 +  ,167 . YG » -.052 ‘(SLG +LLG)
. _r.“: E “ (l. 22 )/._J : ;‘(“‘[4{.. 97) : ‘ ( . 770 ) e R ]

TR% =87 pu s 1.1
FO-B.M0 + logy® 4 . (LLS)
19 w2z aliey

At

= .68 . Dy = 1.67

)
m<
]

: Y6 4 L5M7 (LL®) 4 44,33 punm
€.38) 7 (5.85) - (1.cg) ©(1.62)

" RY =99 - DW = 1.68

R J ; . A | 4 . .
Figures in Parentheses are t-values,

' flndicateé DW coefficient is in
~ a@utocorrelatio

the doubtful range:
n may be present. ‘
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prove to be stetistically significant for different fits.‘
However, the overall impression that one gets from the
size of the coefficients and their corresponding t-values
is that aseilability of 1ong-termiexternal finance has:
some, but not a great degree,;of’influeneevon the size
of governﬁent.capital expenditures. This conforms to
our previous obsenvations,-in Chapter III, concerning
the rele%iVelyﬁﬁfne;frole pleyed by the government )
sector in the flow of 1ntersector flnance.y |

Thé main determlnant of government capltal ex-
penditures 1s 1ncome'-- i.e. gross revenues. 'For
purposes of thlS experlment thlc 1ncludes both tax
receipts and fore}gn’dlrect grants. It does not 8eem
to matter much wJether we 1nclude or exclude 1nventory
accumulation w1th flxed assets 1n measurlng capltal
expenditures. The reason is partly that the government
does not appear to view inventories as 'bankable' in
the same way as the private sector, for obvious reasons.
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 tne effects of political
elections. A value of Dum = 1 was assigned for each
election year and zero for other~ years. In several

experimental fits the dummy variable always took the
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correct sign. -The.coefficient is génerally accompanied
by t-values of a little over unity -- well below the 99
peréent acceptance level. However in the 1asf.regression,
which isigenerally the best fif, the t-value corresponds
* to. an acceptance level of about 90 : percent. We ihterprein
‘this ev1dencexas a tentatlve suggestion that polltlcal S
factors did 1ntroduce ‘a periodicity into government o
capital eXpenditnnes.during the period under review,
On-the whole,; the last fit, which gives a correéted
coefflclent of determlnatlon of ,70: appears ito us to be
- reasonably patlsfactory. ‘The satisfactory DW statistic :
indicates Jn absence of serial correlations coefficients
of revenue and the dummy (political) variable can be
taken as valid approximations of the measure of influence

‘of these variables on government capital.-expenditures.,

»



v
CONCLUSION

Thls study of F1nancz.a1 flows has been under-
taken w1th a number of aims in mlnd A major objectlve
‘has beenrto demonstrate that accurate estimates of
complex financial variables are eminently feasible in

a less:developedbcountry. This‘required us to adjust
social accounting estimating’procedures in several
important‘respeots.’bFirst, we defined the household
sectonito include businesses with five workers or less.
Not only were we relleved on attemptlng to obtain 1nforma-
tlon on an immense number of 1nd1v1dua1 establlshments |
which contribute in only a minor way to 1mportant o

e .
[

flnan01a1 parameters, but we. were abi””fBMSEEtor in a way
G e Eak ’
whlch better refleqts the underlylng financial behav1or

since "household bl51nesses” are really part of the house-.
hold sector 1n terms of basic behav1oral characterlstlcs.
Anothen feature of our method is its heavy reliance on

- micro data. Only occa51onally have e borrowed from .
the. natlonal 1ncome accounts - and then only for certaln
real transactions of the household sector. All of our
other estimates for both flnanc1a1 and real transactlons
were obtalned]byylnference from samples of economlc unlts
‘grouped by sector and sub- sector. ThlS has prov1ded us

(f

W1th two ma]or d1v1dends' first, both flnan01al and real

I
L

Varlable estlmates shown in our tables are’ comparable 1n
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terms of Qef;nitions, coverage and even in terms of the
statistical éampling errors contained therein. Second,
the extonsive;use of micro'data has provided a soplid
foundatioo on which we were able to construct estimates
of uses in which we have genuine confidence. This is
important. &It is not difficult to consiructﬁestimates
of finaﬁoigligouroes from avaiiable central bank data,
and‘this has'been doneifor some LDC's, But it is not
posoibie'to develop thé‘uses of funds by;business and
othervoperating units from such data. Finally, we have
provided a stg;ig;ical.model which can be used;to_gsti—
mate the stétistical'grror_in our results -- a feature
whicpjweoﬁave nofASeen inolygod in the}fingncia;rgooounts

, s
~o§_§nylo’her country._

Turnlng to the substantlve enplrlcal content

NS N

of the study, we flnd that flnan01al flows 1n the Phll-_,

lPPlnea_have‘grown.approx;matelyhf;ye-fold»betweep 1950 .
~and ;965{{_Adjggted:fon price_changes this growth is’ -
about three;fold.!;Boplanother-way,.in 1950 the total v$‘
of inter-sectoral net‘finanoéq}<flows_amountod to lQ'
percent of national income;;by<l9ssuﬁhe figphe ng;p;sop.r
to 30 percent. The rise ig'intermedigtionswgsﬁéocoupted:
fop;by on increase in the issue of 11;511;t;§5_by non-
bapkingﬂfinancial_institqﬁions_(iifé_insgpgnce, pension

funds, finance companies), by an increase in the issue

of liabilities by operating business firms (primari;y in
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the fqpm) of trade credit) and lastly, by the banklng

system in the form of savings- tlme as. well as demand ’
:dep081ts. By the end of the period 1nst1tutlons other

~than banks had become a truly 1mportant feature of the

- financial system,

| . The rapld rlse of 1ntersectoral flnan01a1 flows_-
cannot be traced 31mply to an. 1ncrease in the sav1ng
(1nvestment) rate. The natlonal sav1ng rate advanced _

from approx1mate1y 20 percent to 24 percent. from 1950 to
,V1965., The household sav1ng rate made a 81m11ar advance.

These are relatlvely modest changes. On the other hand,
the:vcomp061tlon qfihousehold sav1ng shlfted dramatlcally-—
from an average o{ about one- -quarter or less 1n the form

of flnan01al inst uments during the 1950's to one-half "
ln‘$he;;§60‘s. This shift in household sav1ng comp051—ﬁ_
tlon plus the rlse 1n the household sav1ng rate resulted

in the _creation of a large lntersector flow.w The prlmary

; reason for the change in household saving behav1or was the )

'_1ncreased attractlveness of flnan01al 1nstruments offered

to the public after 1960. The rise in dep051t Trates from
3 to 10 or 12 percent (con81der1ng effectlve rates) as . .
.well as the prol;feratlon of a range of types of ;nstru»H
ments_ dlfferlng in risk, maturlty, terms of withdrawal,
Epotentlal participation in capltal galns etc, constituted

vonly some of the important changes. We stress these other
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.dlmers 1ons oF the deposit "meturn" hacoausc thcv mau ba of
equal 1mportance w1th the "money" rate in determlnlng house}
behavior. At any rate households altered thelr sav1ngs port
fOllOS in thlS dlrectlon. Our exnlorat1ons 1nd1Cate that Ti-
nancial 1nstruments are not by any means a perfect substitut
for tanglble assets 1n“household portfollos. Consequentlvh 1
acqulsltlon of financial assets by households in the 1960 's
did not result in any substantlal reductlon in thelr acquls:
tlons of'tanglble assets. The net result is that the overal
saving rate roseﬂas a result of the 1ncreased attract1venes=

P

of financial assets.;g
7 Increased household sav1ng in flnan01al form was matc
. by an equally dramatlc shlft in corporate 1nvestment behav1c
towards rellance on external flnance. ‘The shift 1nwcorporate
,flnan01ng‘Fract1ces was due to several factors' flrst the
policy of decontrol 1n1t1ated in 1961 brought to an end the
government sub81dy to purchasers of capltal equlpmentiln the
‘form of an overvaIued currency, and therefore 1ncreased the
peso cost of any glven size 1nvestment program Second, in-
dlgeneous bus1ness whlch expanded rapldly under the aéglé of
controls contlnued to expand after decontrol. Thlrd Phllip
plne bu31ness unlts on the whole have not expanded equlty
cap1ta1 at ‘a rate suff1c1ent to keep up w1th thelr rate of
vtotal capltal expendltures.i The reason for thls ‘seems
obvious:’ they have set contlnued famlly control of the flrm
as the prlnary management objectlve.‘ The way to do thls, of
course, 1s to 1ssue debt 1nstruments to the. extent that

capital expenditures exceed retained earnings,
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‘We have compared the structure of financial flOWo

,;n the Phlllpplnes with those of Japan and the ‘U.S. Sharp

contrasts. and- 51m11ar;tles .appeared on several p01nts.

While household,sav1ng_rates in the Phlllpplnes.arevnot

so much lower than in the other two countries,»the‘comQ,'

position of saving .is different tending, for example,.to

be much more:dominated>by tangible savingiin*the Philip-
plnes compared with Japan. ' The rate of‘corpdrege‘éaving‘ﬁ
is also somewhat -lower here than in Japan. BUt‘fhe sharpest
contraetels be?ween government saving in the Philippines -
and the other countries. About half of the differenée
between the Phlllelne and Japanese rates of natlonal '
sav1ng is accounted for by the. meagre contrlbutlon of
‘g0vernment'here.p The two main points of contrast- are
in the.government and the household sectors -- the' '
former.marked by,a low rate of saving and the:latter’
by a high ratio'ofhdurebles-accumulétiOn;in:theiPhilippines.
We have.analysed iﬁvestment in terms ‘of séctbral e
capifalvexpenditure}functions.‘ These functions tie
capitel expenditures of;each'sector to fhe availabilify
.of supply of funds (i.e. fund“seurceS). In a number of
cases we have been able to demonstrate that expéndffures
‘for certaln types of assets is dependent upon‘spec1f1c
types of financial. sources.} We feel that expenditure

functions of this type are particularly relevant to the '~
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"Phlllpplne economy‘because they are constructed on the
 lmpllClt assunptlon that the. most critical bottleneck is
located on the%supply side.»fThis contrasts with the
assumptlon that demand factors are the most critical --
~Wthh 1mp11c1tly underlles the more - commonly 1nvest1gatec
investment. demand equatlons.- We have tested a number. of
formulatlons of our basic capital. expendlture functlon

: and have obtalned what we feel are. very satlsfactory
_results. For example, -In the bus1ness sector, whlch
accounts for roughly one—half of natlonal.lnvestment,
a cap;tai expendlture funct;on can«accountvfor almost

‘30 percégtkof actual, observed values of investment.
'These r,sults are even‘more 1mpre851ve when it is re-
called that Durbln-Watson statlstlcs assoclated with
these tests generally 1nd1cate llttle or no-serial R
correlatlon. ~And flnally, the fits generally 1mprove

.as we.- moved from~aggregate to sectoral data.  The reason

. for thls‘seemsjtowbe that first, we are dealing with oy
morefhomogeﬁeousvbehavior,patteﬁns as we shift focus

~ to more ciearly,defined,sectors and, .second, we are able .
to specifyuthe functionsfmore<correctly —-.as,\for
examplexginhthe.goveﬁnmeﬁtgsectormwhere we included a
measurement. of politicel_timingiamonguthe explahatory

variables., . - . O AR Y ]




 an 1mmense unsatlsfled demand for hous1ng in the Phll-
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The one sector for whlch we obtalned only

moderately satlsfactory results was the household

' sector. We belleve thls suggests that demand factors

are crltlcal in thls sector. Thls 1nference 1s con-

sistent w1th a 51tuatlon where supply of capltal in

”re81dent1al hous1ng is in equlllbrlum w1th effectlve

v

demand at ex1st1ng price levels. Of course, there is

1pp1nes, but we - know from 1nformat10n presented here

and elsewhere that hous1ng is out of the reach of the

sl

- majorlty of 1ncome recelvers. One of the reason why

hou51ng prlces dre hlgh 1s that re31dent1al mortgage

f1nan01ng is coftly, Not only are 1nterest rates hlgh.

- but more important, other. terms of the mortgage are

‘the. supply of Caplt stlll constltutes the crltlcal

seldom in excess of 10 years. In short, what we are

saying 1s that for approxlmately the upper 5 lO percent

of households, 1nvestment in’ consumer durables has been

pushed to the equlllbrlum point cons1der1ng ex1st1ng | : f

capital costs in thlS country. For the rest of the o

prlvate sector however, - households and bus1ness~—-

varlable determlnlng the 1eve1 of 1nvestment.

t

The nature of sources and uses worksheets makes
?

poss1ble the constructlon of contlnuous serles on capital.

stock’and wage payrolls in the aggregate and by sector.
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When these series.are defiated and‘combined we get an inde
-of the capltal labor ratlos. We have constructed such
indices for benchmark years for the major industrial class
flcat;ons—-l.e. transport, manufactur1ng5 electric ut111t1
etc.. During the'post—war period there has been a, rise in
capltal ~-labor ratio due to a number of factors, the most

1mportant of Whlch are a. shlft of economlc act1v1ty toward

L

’sectors whose technology requlres hlgher ratlos, overvalua
tion of the exchange rate, and shlfts in the share of out-
put accounted for by 1arge flrms." On the 1ast p01nt we ha
observed a strong tendency for capltal 1abor proportlons t
be affected by 1ndustr1al concentratlon, and we attrlbute
thls to the shortage of more highly skllled (1nclud1ng
admlnlstqatlon gskills) in the labor force.» We have presen
a model &hlch 1ncludes all theSe varlables, and are. able t
successfully explain about three-fourths of the:vantatlon
in observed capital-labor ratios in manufacturing.

: There are a:numbep ofjintepeat%ng aspects'of chang
capital-labor P?QPP?tiOnS invghilippineﬁindustry. For
example, we tonnd‘that the‘ratio was muchalo@en.in gover?m
operated firms than in private firms. Some might ‘argue th
this is simply a reflection of fbgreaucratic inefficiency"”
'But we chose to view this‘as3ne§%ecting:fat_;east totsome
extent--the social cost of‘unenploymentsimjo the extent th
.the private cost calculation do not peg}ect this unemg}oy—
ment they unde;state;the true cost:of those particulanw_

production technologies. To a considerable extent the
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financial sysfemAhas been involved in this;process of
unemploymgnt“creation. TheAfinancial system services
espgcia;lywxhetlargerAand-therefore-more capital.intensive
epterprises_—— because as our data show, these are ‘the
firms with the highest proportions of external to internal
finanping. Larger firms may also receive banking accomoda-
‘tions on more attrative terms.: Again, decisions to.extend
cregétuare made on the basis oflcalculations which: take
ingé;cppsideration private costs bnly.

.Many of the sectors reflect financial behavior .
patterns common. elsewhere while some sectors exhibit.
patterns unique, as far as we know, to this country. . It
1s not surprlsln%, for example, that . corporate enterprises
depend substantlilly more on external finance than-do the.
generally smaller, unincorporated firms. But it is:.
remarkable that Philippine commercial banks obtain as much
.as_pﬁé+fourth'to one-third of new capital from retained.
earnings. This is,the result of the large spread between
1gndingiand’depositwrates»of.interest. While this policy
“makegfsense?}forva single bank, viewed from the perspective
of  the banking sector as a whole we believe that: the -spread
between(lending and borrowing:rates-has;nOt,been;aptimiged.
Th;t,is,'over_mgch of the period, higher deposit rates
would have more than compensated for the reduction in -

profits by .attracting a larger volume -of; resources from

savers, . .
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in one way this “légging compétitiveﬁess" of the
banking system wés fortﬁnaté,’becéuse it created the
v groundWka foi a.rapid-expénsion of non-banking financial
institutions. Many of the latter had been in existence
- since’ the eérlyryears of this .century but had not grown
®* rapidly. :Under the éopditions of a virtually insatiable
~ -demand for inVestment funds which characterized the period
from the late fifties on, and with the banking system
operatlng under the common constraint of stabilization
policy, non—banklng;institutions“grew_eXtremely'rapidly.
By the mid-sixties they were an important component -of
the country's financial system. However, their contri-
‘bution to iﬁvestment“finance has not beeh.maximized, due
~to certaiq’opérating,policies. First, a large share of -
finahéial flows into;theée.institutions=has:been.utilized
 for construction of home offices. About oné-fourth of
financialbflows¢has.been so utilized. Second;:sﬁbstantial
-investments have~beénfmade:in the policy loans to members
of the insurance system  (mostly households). . Together s
- tthese two diversions represent a leak of nearly one-half
-of total:investible fund flows that could otherwise have
..gbne i for-productive investment.
~+Up to this ‘point we have discussed non-banking -
intermediaries as if this class of firms was limited to
financialxinstitutions. That is qécidedly‘notathe éase.

Our data indicate that the fastest growing financial flow




was interfirm credit . By the mid-sixties interfirm -epedit

had become large enough to be considered -- along with
sav1ngs and time dep031ts -- one of the most important
fqrms_pf short-term credits. In'a way, its importancde is
even greater._ A close scrutiny of the debti and credit
balances of groups of’ firms convinces us that large flrms
are often net extenders of credit to smaller firms and
househo;ds.J_Qn a regional basis, urban-based firms
(etg:>8anbMiguel)mextend credit to rural-based firms = F
(reféilers and rural household-business units). Trade
' credit ié,»therefore, a major link-in the flow of bapnk =~
flnance from urban to rural areas and from. large to small
f1 rms and hous eholc}s

From one standpoint the -rapid rise of non-banking -
flnan01al 1nst1tut10ns boses a threat to the implementation
of monetary policy. This is the view of Gurley and Shaw, ¥
vexpnesged’in awnpmben}of %elldknown articles. It also
seems_;o.bérthe.v;ew}of the Joint IMF-CBP Banking-Surveyfft
COmmiésion,%A,Insofar~as these. intermediaries issue liabili-
’tieé>which are substitutes for money the failure of their °

policies to be complementary to Central Bank poses & 'possible

HE

_ __.*Recommednations of the Joint IMF-CBP Banking.f. . i
‘Supvey COmm1881on [¢) the Philippine 1nan¢1al

il
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obstacle to. the successful 1mp1ementatlon of the pollcy.'
ThlS is essentlally a short-run view. .

In. theﬁlong-run however, the impact of non-banklng
1nst1tutlons ‘could be quite favorable toward the pursuit
of stablllzatlpn,pollcles. -When‘a'country has to dépend“
on the commereial banking system:to supp1y‘the paymeénts
medium and to provideiintermediary services for 1nveéte
ment, pollcy makers have no. way - to pursue a monetary
stablllzatlon policy:that does not at the same time have
an equally contractionary effeet on 1nvestment. In fact,
_1nvestment expenditures may contract more than the money
supply 1f 1qyestors rei;’heav1ly on external ‘sources to
finance théie expenditures’ Typically the average house-
hold in an 4DC relies much less on bank-finaﬁting'ahd

therefore their level of expendltures w1ll be ‘affected .

that much. less, /éhe net upshot is that under these cipr-

Cuﬁstances stabilization pollcy-ls often y1c1ou31y anti-

growthupoliCy.as well. But when nonfbanking“ihstitUtioné'
~exist which are capable of acting as intermediaries for

a substantial portion of ‘investment expenditures, a con- -
. traction in the money. supply can be at least partially’
- offset by intensified activities among non-banking financial

‘institutionse In thls way ‘the burden of monetary adjustment

~¢an be llfted from the sectors prlmarlly respon51b1e for
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capitai exberditures: Presumebly the househoid seetor
would then be reoulred to bear 1ts proportlonate share
:of the adjustm :nt burden.
The present 51tuatlon 1n thls countryvseems to

be that deficit financing by the government is respon81—_

ble for a large share of the monetary expan81on, as
pointed out.by'Tanit We agree that tHistsymbiotic rela—'
-tlonshlp between def1c1t flscal and monetary pollcy is

a major problem in the Phlllpptnes.‘ One solutlon is to
enable the Central Bank to follow_a more 1ndependent(
course of action.with regard to growth of the money
supply. Anotherumay, and one which we prefer is to get
the government ti undertake more bona fide long-term
‘investment projects to augment the presently over burdened
infrastructure, raise aggregate productivity and generate
an eﬁlarged se?ply,of inancial instruments which nen—’
banking intermediaries cen‘acquire. .We‘prefer the second
‘course because it holde the promise of reconciling menetary
4stability“with'higher levels of capital expenditure and
‘growth. . | - '

%*Edita Tan, "Central Banking and Credit Policies
in the Phlllpplnes,” School of Economics DlSCUSSlon
Paper 72-20.







