Almost 90 percent of outstanding government securities
are held by banking institutions, including the Centrel Bank., Since
a large portion (about 75% in 1970) of required reserves cen be held
in the form of government securities, open market operations may not

necessarily result in changes in reserves, There may only be a change

in reserve composn:ion° Any increase, therefore, in outstanding

o, S

government securities implies printing money, not public debts., “
Given the above peculiarities of the Philippine monetary set-
up and the way the instruments are used, the fol'lowing money supply

functions are posited:

DD = £ ( R RD, G, gg) (1)
a’' gq (; Qg I

M f (R RD, G, dr) (2)
a” q q 2

where DD is demand’deposit, M1 is money supply, RAis available reserve,
RD is rediscounted loans or borrowing from the Central Bank, G is credit
to the government by the banhlng system, and q is the reserve requirement,
di e s csund rake | W s Joan vale

The reserve portfolio function and the money 9upp1y function
tested for the United States by Hendershott and de Lgsné are also tried
on Philippine data. |

Quarterly data were used to test the money supply function gi;en
in equations (1) and (2). The regression results support the expected
behaviour of the system, In both periodsthe regression coefficient of

the relative cost of reserves indicated by the ratio of lending rate to

.discount rate, RR, was not significant. In the first period, 1955-1961

changes in available reserves, RA was the only significant explanatory
. %

variable. The coefficients of both RR and changes in credit to the




1%

government were not significant though they had the correct sign,

The regression coefficient of changes in available reserves is 8ig=-
nificant at less than 5 per cent level. As seen in regression equations
1-3, the value of the regression coefficient of changes in available
reserves is stable, The inclusion of other variables into the regression
equation left the value of the regression coefficient constant.’in the
second set of regressions, changes in credit to the government proves
to be the only significant explanatory variable in the money supply
function, The coefficients of changes in variable reserves RA, and of
loan rate to discount rate ratio, RR, are not significant, Though RA"
has the correct sign RR has the incorrect sign.

Ihgggﬂr?SUIts are to be eggeg%ed. ‘While in the first period
control of money supply was exercised along traditional lines through
changes in reserves of commercial banks, in the later period changes in
money supply were determiqed, mainly, by changes in the level of deficit

v financing through money creation and ‘selective financing‘of development
through the Development Bank and semi-government banks, Ihis brings to

focus not merelzwpggvselective impact of development and deficit fi-

nancing but also their use as quantitative‘gpsgrqment.

In both sets of regression equations, the coefficients of
the interest rate ratio, RR, are insignificant, Thi:z result is to be ax-
pected becousa offh;eiisting set of interest regulations.In the first
set using 1951-60 quarterly data, banks kept using large excess reserves.
Banks need not borrow from the Central Bank to increase credit and money
supply., This could be increaseé within the limit permitted by the pre-
vailing reserve requirement, Thus we find the unresponsiveness of money
supply changes to .the relative :ost of borrowing from the Central Bank,

The reason why banks did not lend more is probably due to the small

: 4 5
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volume of deuand at the then relevant ranges of interest rate. It is to
be noted. that the restrictions of the Anti-usury law were noc cpazative
then, for the average loan rates during this period were way below the

ceiling,

In the later period, specifically after 1964, banks kept zero
or very little excess reserves. Normally this condition would imply bank
responsiveness to the discount rate. But a countervailing force was in
operation. The prevailing nominal rate of interest reached and later on
exceeded the Usury Law ceiling. There was probably rationing of credit
E (or excces demand) at the prevailing loan rates, Since a substantial profit
margin between loan rate and discount rate exists, it was profitable for
banks to borrow as much as was permitted by the Central Bank., Bank (Tl‘rj )
borrowing from the Central Bank would have been determined not so much
by the relative cost of borrowing (which was always lower than the loan

rate), but by what the Central Bank would lend them, We find therefore a

lack of relationship between changes in money supply ‘and discount loan

5

‘ o A0 Uyl
rate ratio. : ;; TTUb&jZ\

1953-1960 data

1. M =17.197 + ,201 RA R2
(3.492) T. Value .30
2, M =16,098 + ,199 RA + .015 GD
(3.361) (.155) .29
3. M =14.366 + .199 RA + .011 GD + ,704 RR
(3.302) . (.109) (.173) .30 ;
1961-1971 data
1. M 258,947 + ,082 RA R2
1.568 .0 56
2, M= 7,598 + ,015 RA + ,206 GD
(.299) (3.2473 .253
3. M 226,270 + ,015 RA + ,206 GD -12.270 RR

(.285) (3.211) (-.159) 254

M = money supply, cc + dd
D is demand deposit -
RA available reservas,reserve requirement
RR ave. loan rate
basic, disc. rate
GD = credit to government
RAGD = RA + GD 3

Ffwes tn Parentheses apre t—mwﬁ,




Postwar Price Movement

The Ph:ilippinés e;cperiénced a fairly mild inflation in the early
post-war years. In the 1960's however, two serious cases of inflation
occurred, one in 1961 to 1963, another in 1969 to 1971. There is no single
explanation for either case+ of inflation. Increases in money supply were
deemed to provide but a partial answer. \Both autonoméus increases in the

prices of traded goods and crop failure contributed to the inflationary

pressure.

In this section, we will trace the movement of price level and see
to what extent each of these three variables -- (1) increases in money
supply, (2) increases in prices of traded goods, and (3) a drop in agricul-

tural production -f— explain Philippine inflation,

A sizeable portion of the Philippine household budget is alloted to
food. This budget is naturally affected whenever there is crop failure
due to typhoon or drought, resulting, in turn, in a substantial rise in food
prices. Also since a large part of imports consists of producer goods,
autonomous increases in the prices of imports are reflected in general
price increases. Moreover, imports still constitute a large share of the
GNP. Treadgold and Hooley discovered that shifts in crops from domestic
market to foreign market contributed to the inflationary pressure of

1961 to 1964, leading one to include rise in export prices as an explanation



As we observed in the preceding sections, the government followed a
conservative monetary policy in the 1950's. From 1950 to 1952, money supply
slowly declined, From 1952 to 1955, it increased at about two per-cent per
year, although prices declined in each of these years, Beginning in 1955, mone;
supply was allowed to increase at much faster rates and we see, in fact, an

accelerating rate of growth from 1955 to 1979, Please see Table 1V. 4,

In the same table, we also observe movement in the indexes of volume
of production and of import and export prices, There were abnormal changes
in the value of these indexes. In 1958, 1961, 1964 and 1969, the index of volume
oang?iicultur_al ;;roduction dropped significantly from previous years' average

level. Import and export price indexes moved up significantly in 1957 to'1958;

in 1962 to 1963, and again in 1970 to 1971., The rise in the index in the last two

/
/

periods were mainly due to devaluation of the peso. ’Treadgold thought that
the rise in the index in 1957-1958 was due to the barter trade allowed by the
Central Bank in 1958 which raised the exchange rate.

X
In 1956 to 1959, the rate growth of food production dropped from its
A

early average rate of about 6 ber cent per year to 1.9 per cent between 1956 to

1957, and to 1.0 per cent between 1957 to 1958. Import and export prices also

e

1"i‘readgold and R. Hooley, "Decontrol and the Re-direction of Income
Flows: A Second Look" (July 10, 1967). U.P.-IEDR Discussion Paper.




S
went up beoginning in 1956 to 1959. The exchange rate rose due to the allowed
barter of as much as 10 per cent of export. In the 1961 to 1953 inflation,
all three factors were again present. However, the increase in money
supply and in prices of traded goods due to the devaluation of the peso must
have dominated the cause of inflation. Treadgold and Fooley shswed some

decline in the supply of goods for domestic consumption arising from a
shift in agricultural production from crops for domestic preduction to
crops for export helped to further raise food prices. Then, the peso value
of export earning increased. It is likely that the marginal propensity to
consume from this monetary increase was larger than the marginal pro-
pensity to consume from ordinary relaxation of monetary control. N;one-
tary increases due to the increase in the peso value of export go more to

households than to business.

We see the play of identical forces in the 1969 to 1971 inflation.
From 1965, money supply was allowed to increase at extremely high rates -
14 percentage points in 1965, 18 in 1965, 26 m 1957, 21 in 1953, 30 in 1969 and
44 in 1970. Except for the first period of devaluation, money s'upply had
never been allowed to increase at these rates. In 1967 drought affected
extensive areas of the Philippines and m(l?@ typhoon Yoling devastated
a large part of,\coﬁntry. Volume of agricultural production hardly

increased between 1966 to 1967, and it dropped from its 1968 level of 170

to 168 in 1969. Neither did it rise between 1970 to 1971. Noreover the

peso was devalued in February 1971, resulting in another fast rise in money
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supply. This was regardless of restrictive monetary measures used.

In the Encarnacion, et.2l. study, the following price equation was

obtained,

P = 85.37-.0043 Y + .0423 Z R
(-7.71)  (18.22) DW

99
1.83

where Y is real income and Z is money supply, The same equation is tested
but for annual differences in price and money indexes. This is done to avoid

the possible auto-correlation that may be present in the time series of the

e

- Pl
variables. Furthermore, we used volume of agricultural production as an alter-
native to Y. Import and export prices were alternatively included as another

explanatory variable,

5

The equation
CPI = f( , Y, WPIM, WPIX) was tested on annual changes in
the indexes of consumer prices Manila, CPIM;consumer prices, Philippines
CPIP, money supply, ¥, real incomie, ¥, wholesale prices of import, WPIM and
of exports, WPIX, for two sets of data, one for 1950 to 1971, the other for

1958-1971. Annual data on consumer price index for the Philippines only began

in1957. So we tested the price quotation using CPIP for the years 1958-1971.

We ran a series of regressions using all and alternative combinations

of the independent variables, We eliminated those that we found to be insig-

S ——

H nificant and those where multicollinearity existed. Indexes of real income

' | :




-19 -
and moncy supply seemed to be correlated as the standard errors increased
with the inclusiom of the income variable., We removed real income in the

next regression. In all cases, export prices were found to be insignificant.

We are left with two significant variables, money supply and import
prices. Given below are the regression results:
1950-71 R? D.W.
CPIM = -1.186+ .442 M - .46 v )
(4.12) 1.777+ ()
CPIM = -3.827+ .291 M+ .578 Y .48 4
(1.36)  (.82) L35 (2)
CPIM = -2,176 + ,201 M + .183 ¥ + .Y22 WPIM (.68 :
(.15)  (.31) (3.34) .72 (3)
CPIM = -1.344+.245 M + 431 WPIM , .68 .
(2.42) (3.57) 1.68 . (4)
CPIM = 1,245 : +..589 WPIM .58
(5.21) .94 (5)
1958-1971
CPIP = -,808 + .447 M .35
(2.54) 1.45 (6)
: CPIP = -2.311+.303 M +.468 ¥ 36 | ]
* (.78)  (.42) 143 (7)
CPIP = 2,131+ .434 M - .863 Y +,620 WPIM .54
(1.25) (-.73) (2.02) 1.48  (8)
CPIP = -.674+ .225 M + .494 WPIM 52
(1.16) (1. 98) 1.64 (9)
CPIP = 2,556 + .661 WPIM 46 s
(3.2 1.47  (10)

i - l
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Equatioz 4. shows that a one percentage change in both the money

supply index Qz%(/uin;tport price index would result in about .7 per cent change
in consumer price index. We may say that both demand=pull and cost-push

forces were present in post war Philippine inflation. Their regression

coefficients are significant at less than 5 per cent.

Note:

These money supply functions were the same ones presented in an
earlier study - Central Banking and Credit Policies in the Philippines, U.P,
IEDR Discussion Paper No. 72-20, July 1972. In this study, the money
supply functions were tested on only one set of data - quarterly time
series, 1961-1970. Secondly, a less precise variable for deficit financing !
h was used, that of total government expenditures. We are able to estimate
quarterly credit to the government from outstanding securities and Central
Bank and other bank credit to the government. We used this in lieu of

government expenditures.
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YEAR

1650
51
52
53
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61
62
63
64
65
66
67
68
69
70
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TABLE 1IV,2

EXCESS AND AVAILABLE RESERVES OF COMMERCIAL BANKS

EXCESS RESERVES

128.6
19.3
- LI
34.3
48.1
51.7
2.3
41.5

155.0
43,3
53.9
80.9
91.0
62.9
65.4
63.9

- 129.4

90,9

+78,6

185.6

263.7

TOTAL AVAILABLE
RESERVE

244.,3
116.0
147.5
147.8
165.8
188.5
234,3
201.9
324.7
296,5
251.1
310,2
404,6
459,9
449,6
465,4
506.6
855.8
1040,5
12595,4
1373.4

Source: Cemtral Bank Statistical Bulletin, 1971,

RATIO OF
EXCESS TO
TOTAL RESERVES
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