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Abstract

Recent work has documented industrial output growth around the poor periphery
from 1870 to the present, finding unconditional convergence on the leaders long
before the modern BRICS and even before the Asian Tigers. The Philippines was
very much part of that catching up. In the decade or so up to 1913, Philippine
industrial output grew at 6.3 percent per annum, way above that achieved by the
industrial leaders. Indeed, the Philippines was the third Asian country to enter the
5% industrial growth club: Japan 1899, China 1900, the Philippines 1913, Taiwan
1914, Korea 1921, and India 1929. The Philippines continued its industrial catch
up during the interwar years 1920-1938, as it did during the ISI years 1950-1972.
While the Philippines conformed to the world-wide unconditional industrial
convergence pattern for seven decades, it began to deviate from the pack in the
1980s, leaving the industrial catching up club in 1982, never to re-enter. What
were the causes of this regime switch? Was it political instability at a critical time
in the 1980s? Was it a subsequent failure to exploit the move of Japanese
manufacturing FDI into the region? Was it an institutional weakness benign in the
pre-1982 past but made more powerful since? Was it some liberal policy package
that penalized manufacturing when it was already on the ropes? Was it a labor
emigration surge in the 1980s that stripped the work force of industrial skills?
Was it some massive Dutch Disease created by subsequent huge emigrant
remittances? Given the initial political shock, all of these negative forces had their
influence in the form of a ‘perfect de-industrializing storm’.
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Introduction

Recent research has now documented industrial output growth around the poor
periphery since 1870, finding unconditional convergence on the leaders by
countries including those in East, Southeast, and South Asia (Bénétrix, O’'Rourke,
and Williamson 2012). Industrial growth accelerated over the century between
the 1870s and the 1970s, especially during the interwar 1920-1938 and import-
substitution-industrialization (ISI) 1950-1972 years when the precocious poor
periphery leaders underwent a surge (intensive growth) and more poor
countries joined the modern industrial growth club (extensive growth).
Furthermore, by the 1920s and 1930s the majority were even catching up with
the three core industrial leaders -- Germany, the US and the UK, a process that
accelerated during 1950-1972. In short, there was unconditional industrial
convergence long before the modern BRICS and even before the Asian Tigers.

The Philippines was very much part of that industrial catching up. After decades
of 19th century de-industrialization in the face of American and European
competition (Legarda 1999; Williamson 2011: chp. 5), Philippine industrial
growth quickened in the early 20t century. Like every other emerging industrial
nation, it was led by small-scale, labor-intensive manufacturing—without much
inanimate power—that first specialized in commodity processing. Still, in the
decade or so up to 1913, Philippine industrial output grew at 6.3 percent per
annum, way above that achieved by the three leaders, thus catching up. Indeed,
the Philippines was a regional leader, since it was the third Asian country to
enter the 5% industrial growth club. The Asian leaders were: Japan 1899, China
1900, the Philippines 1913, Taiwan 1914, Korea 1921, and India 1929.% The
Philippines continued its industrial catch up during the interwar years 1920-
1938. This impressive industrial performance also obtained during the ISI years
1950-1972, when Philippine industry grew at 7 percent per annum, 1.8 percent
faster than the three leaders even though the latter were undergoing a postwar
growth miracle.*

2 Draft of an essay for a volume entitled Risk, Resources, Governance and Development:
Foundations of Public Policy.

3 No other Asian nation joined the industrial growth club until after the ISI period.

* These figures are reported in Bénétrix, 0’'Rourke, and Williamson (2012), and they are
based on the following sources: 1902-1951: gross value added in manufacturing in 1985
pesos (Hooley 2005: Table A.1, pp. 480-1); 1951-1960: industrial production (Mitchell
2007: Table D1, p. 368); and 1960-2007: manufacturing in constant pesos (World Bank
2011).



While the Philippines conformed to the industrial convergence pattern, it began
to deviate sharply from the pack in the 1980s. Indeed, it left the industrial
catching up club in 1982 following the country’s worst post-World War II
economic and political crisis. While per-capita incomes eventually recovered in
the mid-1990s, the Philippines never re-entered the industrial growth club.
Instead, services have served as the platform of growth for more than a quarter-
century.

This premature transition from manufacturing to services is a significant puzzle.
Several factors will be examined to help explain this deviant behavior after
almost a century of impressive industrial growth. Was it some institutional
weakness absent (or at least benign) in the pre-1982 past but made more
powerful since that explains the regime switch? Was it the liberal policy package
introduced at a time which penalized manufacturing when it was least able to
defend itself? Was it the labor emigration surge starting in the 1980s - and
stimulated by slow manufacturing job growth -- that stripped the work force of
industrial skills? Was it some massive and subsequent Dutch Disease created by
huge emigrant remittances? We think the answers only emerge when the
Philippine deviant performance is placed in a comparative context, and when the
successful 1900-1972 experience is compared with the past four decades or so
of failure.

The Philippines and the Competition: Catching Up since 18705
An Overview

World economic history since 1800 has largely been one of how the
international economic system adjusted to the dramatic asymmetric shock that
was the Industrial Revolution. The transition to modern economic growth
created a system that was lop-sided in the extreme. The new energy-intensive
manufacturing technologies originated in Britain, and spread with a short lag to
western continental Europe and North America. The result was what economic
historians call the Great Divergence -- per capita income gaps between the West
and the rest surged. The Industrial Revolution also gave rise to what could be
called a Great Specialization (Lewis 1978). The new technologies gave Britain,
Germany, the United States (US) and other industrial leaders a powerful
comparative advantage in manufacturing relative to the economies of the
periphery, like Asia. This comparative advantage was increasingly realized
across the 19t century, as ocean freight rates declined, the Suez Canal opened, as
railroads linked port to interior, as world peace prevailed (pax Britannica), and
as trade-fostering gold standard regimes flourished. The result was an exchange
of manufactures from what we will call the industrial core for commodities from
what we will call the poor periphery. This exchange posed both challenges and
opportunities for the periphery. It allowed the periphery to expand its
commodity exports greatly, and to enjoy a steeply-rising terms of trade. But the
same forces led to de-industrialization. If modern industry provided the route to
modern growth as endogenous growth theory suggests (Krugman 1981, 1991;

5 This section draws heavily on Bénétrix ef al. (2012).



Romer 1986, 1990; Lucas 1988; Helpman 2004), then the static benefits of trade
were potentially offset, or even outweighed, by the dynamic consequences of de-
industrialization. This potential became a fact (Williamson 2011).

Although most poor countries became a little richer from their commodity
export trade, the key question was how to join the faster-growing industrial club.
Falling transport costs cut both ways. On the one hand, domestic industries were
increasingly exposed to European competition. On the other hand, transport
costs eventually fell to the point where having thick coal seams, large iron ore
deposits, extensive oil fields, and land suitable for producing fibres was losing its
importance: increasingly, poorly-endowed industrial laggards (like the
Philippines) could purchase these inputs on world markets at competitive
prices, and well-endowed leaders lost their edge (Wright 1990). In the years
following 1870, poor industrial followers interacted with a world economic
system that went through several radically different phases: the globalization of
the late 19t century; its disintegration during the world wars and the interwar
between; the reintegration of the Atlantic economy following World War 2,
which coincided in Asia with decolonization and state-led import substitution
(ISI) policies; and the second wave of globalization which embraced more and
more of the world from the 1970s onwards.

Was there 20t century industrial catch up in the Third World after the 19t
century Great Divergence? If so, when, and was the Philippines part of it?

The Industrial Output Data

We focus on six periods. The years before World War I are divided in two
periods, before and after 1890. There is then the interwar period from 1920 to
1938; the post-war reconstruction years from 1950 to 1972; the period
following the oil crises from 1973 to 1989; and the years of rapid globalization
between 1990 and 2007. There are 175 countries in the 1990-2007 sample.
Naturally, the farther back into the past we go, the fewer are the countries whose
manufacturing growth we can document, and the smaller are the samples. Thus,
our sample falls to 141 countries in 1973-1989, and to 93 in 1950-1972. We
have information for 55 countries in the interwar period, 41 in 1890-1913 (the
Philippines entering the sample in 1902), and 31 in 1870-1889.

These countries are divided into nine groups in the tables and figures that
follow. First, there are the three traditional industrial leaders: the United
Kingdom (UK), Germany and the US. Next, there are other rich industrial
countries in the European core: Belgium, France, Luxembourg, the Netherlands
and Switzerland. A third, intermediate group lying between the European core
and periphery contains the three Scandinavian countries, while the fourth, the
European periphery, includes all other European countries in the south and east.
The settler economies of Australia, Canada and New Zealand form a fifth group.
The remaining four groups are the Middle East and North Africa (MENA), Asia,
sub-Saharan Africa, and Latin America and the Caribbean (hereafter simply Latin
America). We often refer to these last four regions, plus the European periphery,



as “the periphery”, or as “followers”, contrasting the experience of these five
regions with those of the other four, referred to as “the core”, or as “leaders”.
Regional Growth Rates: When and Where did Industrial Growth Begin?

When did individual countries and entire regions start recording rapid
manufacturing output growth? When did peripheral regions begin to experience
higher growth than the rich industrial nations, thus catching up? Tables 1 and 2
provide some answers. The growth rates reported there are computed by
regressing the log of real manufacturing output during the period in question on
a time trend. Table 1 reports average annual growth rates of industrial output in
our nine regions and six time periods between 1870 and 2007. In each case, the
regional growth rate is a simple unweighted average of individual country
growth rates. Table 2 presents the growth rates in each region relative to the
growth rate in the three industrial leaders, where the core growth is a GDP-
weighted average of the three.

Since the country samples change over time, use of Tables 1 and 2 should be
limited to growth rate comparisons between regions in any given period. Of
course, we can only compute growth rates where output data are available, and
one can surmise that where output data are missing for the earlier periods, there
was probably not much modern manufacturing to measure. For example,
according to Table 1, there was an unweighted average manufacturing growth
rate of 4.2 per cent per annum in Asia between 1890 and 1913. This figure
represents an average of Japan, China, British India, Indonesia, Korea, Burma, the
Philippines, Taiwan and Thailand. These nine account for a very large share of
the late 19t century Asian economy, but it might be reasonable to assume that
the average Asian industrial growth rate was in fact a bit lower than 4.2 per cent
during this period, reflecting lower rates in those (much smaller) countries for
which we do not have data (like Malaya, Indo-China, and Nepal).



Table 1. Industrial growth rates

Panel A: Leaders always US, Germany and UK

1870- 1890- 1920- 1950- 1973- 1990-

Groups 1889 1913 1938 1972 1989 2007
Leaders 3.0 3.4 1.9 5.2 1.0 2.1
European Core 2.5 2.8 2.9 4.0 1.4 2.0
Scandinavia 2.8 4.8 3.9 4.9 1.1 3.1
European Periphery 4.7 5.0 4.7 8.6 35 2.8
Newly Settled 4.9 4.6 2.3 5.2 2.0 2.3
Asia 1.5 4.2 4.2 8.1 5.5 4.2
Latin America 6.3 4.4 2.8 5.2 2.9 2.2
MENA 1.2 1.2 4.9 7.6 6.4 4.5
Sub-Saharan Africa 4.6 5.0 3.5 3.8
Countries 31 41 54 93 141 175

Panel B: Leaders are US and Germany, plus UK before 1939, Japan after

1870- 1890- 1920- 1950- 1973- 1990-

Groups 1889 1913 1938 1972 1989 2007
Leaders 3.0 3.4 1.9 7.9 2.3 2.2
European Core 2.5 2.8 2.9 4.0 1.1 1.8
Scandinavia 2.8 4.8 3.9 4.9 1.1 3.1
European Periphery 4.7 5.0 4.7 8.6 3.5 2.8
Newly Settled 4.9 4.6 2.3 5.2 2.0 2.3
Asia 1.5 4.2 4.2 7.8 5.5 4.3
Latin America 6.3 4.4 2.8 5.2 2.9 2.2
MENA 1.2 1.2 4.9 7.6 6.4 4.5
Sub-Saharan Africa 4.6 5.0 3.5 3.8

31 41 54 93 141 175
Note: The table reports unweighted average industrial growth rates by region.
Individual country growth rates are computed as the 3 coefficient of the following
regression: Y = a+ft where Y is the natural logarithm of industrial production and t is a
linear time trend. Regressions are performed only where at least four observations are
present. Source: Bénétrix et al. (2012), Table 1.



Table 2. Catching Up: Industrial growth rates relative to the leaders

Panel A: Leaders are always US, Germany and UK
1870- 1890- 1920- 1950- 1973- 1990-

Groups 1889 1913 1938 1972 1989 2007
European Core -0.4 -0.6 1.1 -1.0 0.0 -1.1
Scandinavia -0.1 1.3 2.1 0.0 -0.2 0.0
European Periphery 1.8 1.5 3.0 3.6 21 -0.3
Newly Settled 2.0 1.1 0.6 0.2 0.7 -0.8
Asia -1.4 0.8 2.5 3.1 4.1 1.1
Latin America 3.4 0.9 1.1 0.2 1.5 -0.9
MENA -1.7 -2.3 3.1 2.7 5.0 1.3
Sub-Saharan Africa 2.8 0.0 2.1 0.7

Panel B: Leaders are US and Germany, plus UK before 1939, Japan after
1870- 1890- 1920- 1950- 1973- 1990-

Groups 1889 1913 1938 1972 1989 2007
European Core -0.4 -0.6 1.1 -2.4 -1.1 -1.0
Scandinavia -0.1 1.3 2.1 -1.5 -1.1 0.3
European Periphery 1.8 1.5 3.0 2.1 1.2 0.0
Newly Settled 2.0 1.1 0.6 -1.3 -0.2 -0.5
Asia -1.4 0.8 2.5 1.3 3.3 1.5
Latin America 3.4 0.9 1.1 -1.3 0.7 -0.6
MENA -1.7 -2.3 3.1 1.2 41 1.6
Sub-Saharan Africa 2.8 -1.5 1.2 1.0

Note: Average industrial growth rates by region relative to the leaders are computed in
two steps. First, we compute the average growth rates for each region as in Table 1.
Second, we subtract the GDP-weighted average of the three leaders’ growth rates. Note
that the leader averages in Table 1 are unweighted. Source: Bénétrix et al. (2012), Table
2.



Table 3. Industrial growth of early members in the modern growth club

1870- 1890- 1920- 1950- 1973- 1990-
Group Country In 1889 1913 1938 1972 1989 2007
European Periphery  Finland 1880 3.7 5.0 6.7 5.9 3.5 6.4
Russia 1880 5.3 4.6 15.3 8.3 4.2 -0.5
Austria 1883 4.9 3.3 2.3 5.8 2.5 2.8
Hungary 1883 4.9 3.3 4.0 7.3 2.3 5.9
Spain 1884 3.4 1.3 -0.5 8.8 1.2 2.9
Asia Japan 1899 3.0 5.3 6.7 12.4 3.9 1.0
China 1900 7.8 5.3 9.2 8.4 9.8
Philippines 1913 6.3 3.4 7.0 1.7 3.3
Taiwan 1914 5.1 4.4 11.5 9.0 4.9
Korea 1921 8.0 7.1 13.2 11.8 7.4
Latin America and
Caribbean Chile 1881 7.5 3.9 2.6 5.2 2.0 3.5
Brazil 1884 7.2 0.0 3.2 7.8 2.9 2.1
Argentina 1886 6.4 8.8 4.2 49 -0.9 1.7
Uruguay 1886 4.2 3.9 3.2 1.4 1.5 0.1
Mexico 1902 6.0 3.7 7.1 3.1 3.2
MENA Turkey 1931 1.2 1.2 8.1 7.6 5.0 4.1
Morocco 1949 4.8 4.2 2.9
Tunisia 1950 3.5 7.7 4.6
Algeria 1959 9.7 7.9 0.1
Egypt 1962 1.6 6.9 7.9 5.6
Sub-Saharan Africa South Africa 1924 6.7 6.9 2.8 2.6
Congo, Dem. Rep.
of 1940 2.4 -4.2 -0.4 -3.9
Zimbabwe 1951 -0.3 2.7 -3.7
Kenya 1964 8.5 5.4 1.7
Zambia 1966 8.3 2.1 2.8

Note: “In” indicates the first year that a country experienced a 10-year average
backward looking growth rate greater than 5 per cent. Source: Bénétrix et al. (2012),

Table 4.



Tables 1 and 2 tell us that growth among the leaders was fairly steady between
1870 and 1913, averaging 3-3.4 per cent per annum, followed by a decline to 1.9
per cent during the troubled interwar years. If we keep the same three leaders,
their growth rates reached 5.2 per cent per annum during the post-WW?2 growth
miracle era (Panel A); if instead the UK is replaced by Japan, leader growth rates
reached 7.9 per cent per annum (Panel B). These were, of course, the years of the
German Wirtschaftswunder and the Japanese growth miracle. Thus, this post-war
recovery set the bar very high for any other region to surpass, although Asia did
(Table 2, Panel B). While the Philippines could not match Japan’s miraculous
12.4 percent per annum, it's 7 percent per annum beat out the other leading
three -- 5.2 percent per annum between 1950 and 1972 (Table 3) - by quite a
margin. Since 1973, growth in the three post-war leaders has only averaged
slightly more than 2 per cent per annum. This leader slow down must have been
due in part to the fact that war reconstruction forces were exhausted and to the
poor macroeconomic conditions following the oil crises. But long-term de-
industrialization forces were probably playing the bigger role, as suggested by
the continued slow leader growth between 1990 and 2007 (Table 1). But one of
the biggest — and premature - slowdowns was in the Philippines, its
manufacturing growth falling from 7 percent per annum in the ISI period, to 2.5
percent in the quarter century thereafter.

When did rapid industrial growth become widespread?

The average regional growth rates presented above have their limitations: they
are masking differing country performances within each region, and they are
also based on country samples which increase in size over time. We are
interested not only in when modern industrial growth began in each region, but
when it began to be widespread. Figure 1 addresses this issue. It exploits
information on the first year each country joined the modern industrial growth
club, where membership is defined as recording 5% percent per annum or more
over the previous decade. The share of the countries in each region which had
joined the “modern industrial growth club” is calculated for each year and then
plotted in Figure 1. The shares are monotonically increasing, since we are not
concerned with the industrially-mature as they permanently exit from the club
late in the post-war period. After all, every successful economy eventually starts
to de-industrialize as it moves on to high-tech services: most of the European
core and the leaders leave the club in the 1960s and 1970s.

[Place Figure 1 about here.]

Figure 1 shows the successive waves of diffusion of rapid manufacturing growth
in various regions of the periphery: first in Scandinavia, then the European
periphery, then Latin America, then Asia, then MENA, and finally sub-Saharan
Africa. By 1913, 31 per cent of the European periphery had joined the club, 18
per cent of Latin America had, and 10 per cent of Asia had. Since club
membership is based on a retrospective criterion, this implies that these
countries had been growing rapidly since well before World War 1. By 1938,
club membership had been attained by half of the European periphery, 24 per



cent of Latin America, and 15 per cent of Asia. By 1973 and the end of the ISI
period, the threshold had been attained by 31 per cent of Asia.

The percentages plotted in Figure 1 are conservative for two reasons. The first is
that where we cannot document industrial performance, we are forced to
exclude the country in question from the club. The second is that these
percentages are based on a denominator which includes a large number of
modern-day countries, several of which are very small, some of which did not
exist in previous periods, and for many of which we do not have data for these
earlier periods. Figure 2 provides an alternative perspective which deals at least
to some extent with the second of these problems, since it weights the different
country experiences by their populations in 2007. More precisely, it asks: what
proportion of a region’s 2007 population was living in countries which had
attained the 5 per cent growth threshold by any given year?

[Place Figure 2 about here.]

By giving more weight to Russia than Finland, Brazil than Saint Lucia, or China
than Bhutan, we increase dramatically the measured diffusion rates in the
periphery. By World War 1, the modern growth threshold had been attained in
countries accounting for 42 per cent of Asia’s 2007 population, already a very
large number. By 1938, it had been achieved by three-quarters of the Asian 2007
population. By 1973, the club had been attained in countries accounting for 94
per cent of the Asian population. Asia, Latin America and the European
periphery saw their greatest diffusion in the 1890-1938 years, and the
Philippines was in the van.

Unconditional Industrial Convergence
Unconditional Convergence

There is a vast empirical literature that asks whether poorer countries grow
more rapidly than richer ones (Abramovitz 1986, Barro 1997, Bourguignon and
Morrisson 2002), and, when measured by aggregates like GDP per capita, it finds
that they do not. More recently, however, Rodrik (2013) has found evidence of
unconditional convergence in labor productivity for individual manufacturing
sectors. Since we do not have comparable data on manufacturing employment,
we cannot engage with that issue. Here we ask a related question: did less
industrialized economies experience more rapid industrial growth than more
industrialized ones? More precisely, did countries with lower manufacturing
output per capita experience more rapid growth in manufacturing output than
countries with more manufacturing output per capita? In order to answer this
question, we need to be able to compare levels of manufacturing output across
countries. Comparable manufacturing output levels are much more difficult to
measure over long time periods than are rates of growth. Here we use two
approximations. First, the World Bank’s World Development Indicators report

6 Economists have only found evidence of conditional convergence (Durlauf, Johnson and Temple
2005).



comparable manufacturing output levels for 2001, expressed in US dollars. We
extrapolate these 2001 output levels back in time using our output indices, and
then divide these by population taken from the World Development Indicators
(2011) and Maddison (2010). This procedure yields estimates of manufacturing
output per capita back to 1870, for 179 countries during the most recent 1990-
2007 period, 145 for 1973-1989, 101 for 1950-1972, 54 for 1920-1938, 42 for
1890-1913, and 29 for 1870-1889.

There are dangers in extrapolating relative output levels backwards over such
long periods, involving as they do compositional shifts, relative price changes,
and the like. Furthermore, Maddison’s data assume constant boundaries,
whereas our growth rates are typically for period-specific boundaries.
Therefore, we also adopted a second approach, which was to take Bairoch’s
(1982) data on cross-country industrial output per capita for two benchmark
years (1913, 1928), and then use our annual output indices (and population
data) to generate comparable absolute levels of per capita output for each year
within the periods 1870-1913 and 1920-1938. Similarly, we used UN data for
1967 to generate comparable absolute levels of per capita output for 1950-72,
and World Bank data to generate comparable absolute levels for 1973-89 and
1990-2007.

Table 4 provides the slope coefficients from regressions of manufacturing output
growth rates against initial levels of per capita output. The first column presents
our preferred estimates, using the data on output per capita generated from
period-specific benchmarks (i.e. the Bairoch data for 1913 and 1928, and the UN
data for 1967). One problem with these results is that the number of
observations is not constant across time periods, making the coefficients difficult
to compare.” Subsequent columns address this issue, using the data on levels
constructed by extrapolating backward from the 2001 World Bank data. In this
manner, the coefficients in any given column are comparable with each other,
based as they are on the same country samples.

Table 4 tells a consistent story. While there is evidence of unconditional
convergence between 1870 and 1913, it only became statistically

significant at conventional levels after World War 1. Clearly, the highpoint of
unconditional industrial convergence in the periphery was the ISI period
between 1950 and 1972: while strong unconditional convergence persisted after
the first oil shock, it was less pronounced than before (compare the coefficients
obtained using the 1950-72 country sample). Unconditional convergence in per
capita manufacturing output fizzled out after 1990.

7 For our six periods, the coefficients are estimated using data for 20, 23, 29, 40, 70 and 134
countries respectively. For the final two periods, this column uses benchmark data from the
World Development Indicators.
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Table 4. Unconditional industrial convergence

Using
period- Country sample
Period ;‘;ﬁi‘ﬁ‘;arks 1870- 1890- 1920- 1950- 1973- 1990-
1889 1913 1938 1972 1989 2007
1870-
1889 -0.384 -0.106
(0.493) (0.275)
1890-
1913 -0.589 -0.049 -0.271
(0.388) (0.118)  (0.225)
1920- R sk _ * _ * _ sokok
1938 0.766 0.464 0.380 0.646
(0.329) (0.256)  (0.189)  (0.207)
1950- -3.095%*%* -1.066* -1.067** -1.091%%  -1,004***
1972 ’ ' ! ’ ’
(0.387) (0516)  (0.395)  (0.287)  (0.222)
1199;39- -0.523**%* -0.584** -1.178%** -0.937** -0.804***  -0,540%**
(0.168) (0233)  (0.397)  (0.386)  (0.282)  (0.169)
1990- ) ) ) - ) ) ) )
2007 0.175 0.363 0.908 0.471 0.115 0.106 0.175
(0.166) (0.346)  (0.382)  (0.293)  (0.262)  (0.227) (0.166)
No. of
countries 23 28 44 56 87 134

Note: Coefficients are obtained by regressing average growth rates per annum on the
log level at the beginning of the period. The first column reports coefficients using
period specific benchmarks; subsequent columns use backward extrapolation from a
2001 benchmark. Statistical significance at the 10%, 5% and 1% levels is indicated by *,
*k Fxk respectively. Source: Bénétrix et al. (2012), Table 5.

Was There Persistence?

Finally, how persistent were high growth rates over time? More precisely, were
high-growth countries in one period also the high growth countries in the
following period? For each region and time period, Table 5 provides a list of the
top ten performers, ranked by their average growth performance over the
period as a whole.8 Certain countries appear consistently in the table: Russia,
China, Japan, India and Brazil being perhaps the most prominent: it looks like the
BRICs’ rapid industrialization is a phenomenon with deep historical roots. It is
also obvious from the table that there has been a good deal of churning over
time, with many countries entering, exiting, and re-entering the top-ten leader
board over time (like Burma, Indonesia, and Thailand). What is surprising about

the Philippines, is that it didn’t churn: rather, it dropped off the Asia leader
board entirely.

8 Table 3, in contrast, ranked countries according to how early they joined the modern growth
club, which was defined in terms of growth performance over just ten years.
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European Periphery

Table 5. The top ten performers by region and period

1870-1889 1890-1913 1920-1938 1950-1972 1973-1989 1990-2007
Bosnia Bosnia Russia Albania Cyprus Ireland
Russia Romania Latvia Bulgaria Malta Lithuania
Austria Serbia Romania Romania Ireland Slovak Republic
Hungary Finland Finland Yugoslavia Bulgaria Poland
Finland Russia Bulgaria Poland Portugal Finland
Spain Bulgaria Ireland Cyprus Russia Hungary
Bulgaria Italy Estonia Spain Yugoslavia Bosnia
Italy Austria Hungary Italy Latvia Czech Rep.
Portugal Hungary Greece Russia Italy Belarus
Portugal Poland Greece Finland Estonia
Asia
1870-1889 1890-1913 1920-1938 1950-1972 1973-1989 1990-2007
Japan Korea Korea Singapore Indonesia Cambodia
Indonesia China Japan Korea Korea Burma
Thailand Philippines China Japan Bhutan Afghanistan
India Japan Taiwan Malaysia Tonga Vietnam
Taiwan Philippines Taiwan Taiwan China
India India Pakistan Hong Kong Kazakhstan
Thailand Indonesia Mongolia China Bhutan
Indonesia Burma China Maldives Korea
Burma Thailand Vietnam Malaysia Malaysia
India Thailand Laos
Latin America and Caribbean
1870-1889 1890-1913 1920-1938 1950-1972 1973-1989 1990-2007
Chile Argentina Colombia Panama St. Lucia Trinidad & Tobago
Brazil Peru Peru Puerto Rico Grenada Costa Rica
Argentina Mexico Argentina Nicaragua Dominica Dominican Rep.
Uruguay Chile Costa Rica Costa Rica Paraguay Honduras
’ . St. Vincent & .
Uruguay Mexico Brazil Grenadines Belize
Colombia Guatemala Venezuela Antigua & Barbuda Nicaragua
Brazil Brazil Mexico Belize El Salvador
Uruguay El Salvador Puerto Rico St. Kitts & Nevis
Chile Honduras Cuba Peru
Cuba Peru Ecuador Suriname
Middle East and North Africa
1870-1889 1890-1913 1920-1938 1950-1972 1973-1989 1990-2007
Turkey Turkey Turkey Iran UAE UAE
Egypt Israel Algeria Oman
Saudi Arabia Egypt Jordan
Algeria Tunisia Iran
Turkey Saudi Arabia Syria
Egypt Syria Yemen
Morocco Sudan Egypt
Tunisia Turkey Saudi Arabia
Syria Jordan Sudan
Morocco Tunisia
Sub-Saharan Africa
1870-1889 1890-1913 1920-1938 1950-1972 1973-1989 1990-2007
South Africa Mozambique Cameroon Equatorial Guinea
Congo, Dem. Rep. Central African Rep. Cape Verde Mozambique
Kenya Swaziland Namibia
Zambia Lesotho Uganda
Cameroon Botswana Lesotho
South Africa Mauritius Sierra Leone
Botswana Mali Angola
Ghana Central African Rep. Sdo Tomé &
Senegal Gambia Burkina Faso
Gambia Congo, Rep. Benin
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Understanding the Philippines’ Deviant Behavior

The Philippines’ early inclusion in and then sudden disappearance from league
tables of leading industrial performers in otherwise economically backward
countries warrants explanation. Since manufacturing output per employed
person is simply the product of manufacturing productivity and the share of
manufacturing in total employment?, our search will focus on changing
manufacturing employment shares and manufacturing productivity growth.
Figure 3 makes evident the absence of dynamism in the Philippine industrial
sector, and manufacturing in particular. This is true whether one views
employment shares or absolute employment numbers. In terms of output, the
share of industry remained constant at around 25 percent between 1970 and
1990, then fell to 20 percent in the next decade. The manufacturing employment
share has stagnated at some 10 percent for more than five decades, and broader
industry fared no better, staying essentially at around 15 percent. Thus, the
structural shift since the 1950s has not been the classic one from agriculture to
industry, but rather from agriculture to services. This relatively slow
transformation has meant too many poor farmers for too long, and thus too
much inequality and poverty for too long: the agricultural employment share
only fell below 50 percent in the early 1980s.

[Place Figure 3 about here.]

A closer link can be drawn between the growth of overall labor productivity and
the growth of manufacturing productivity if, following MacMillan and Rodrik
(2011), we divide the growth in aggregate labor productivity into two
components: the growth of labor productivity within each sector and the growth
that reflects structural change, as labor is pulled towards sectors where
productivity growth is fastest. (See Appendix 1 for details). When these
components are computed for 1956-2009, we find that within-sector
manufacturing productivity has more or less grown steadily, except for the two
periods, 1980-1985 and 1990-1995 (Figure 4). The first of these coincides with
the largest post-war recession the economy experienced, a combined financial
and political crisis, while the second relates to a less prolonged but severe
power-sector crisis (1991-1992). The growth of within-sector productivity in
manufacturing is consistent with Rodrik’s (2013) earlier-cited observation that
suggests an unconditional global convergence in manufacturing productivity.

[Place Figure 4 here.]

On the other hand, manufacturing’s productivity contribution due to structural
shift is mixed at best (Figure 5). For most sub-periods, productivity gains due to
structural shift were mostly negative, reflecting losses in the share of
manufacturing employment throughout the period. Taken with the more
consistent growth of within-sector productivity, this fact explains how
continuing convergence in manufacturing productivity by sub-sector can coexist
with divergence in manufacturing productivity, economy-wide productivity and

9 This is a close measure of manufacturing output per capita, which was used in the first
half of this essay. Labor-force participation and dependency rates for the population at
large will account for the difference.
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industrial output per capita. Briefly put: although manufacturing productivity
within sectors has more or less kept abreast of global trends, aggregate
manufacturing productivity has not, and thus the importance of manufacturing
has steadily diminished in the Philippines since the early 1970s.

[Place Figure 5 here.]

There are brief and significant episodes, however, in which manufacturing did
contribute positively to productivity via structural shift. These occurred during
incipient recoveries from preceding crises. The 1965-1970 years, for example,
coincide with a revival of manufacturing following the dismantling of the system
of quantitative restrictions (decontrol) in 1962. This was not sustained,
however, and gave way to structural productivity losses between 1970 and
1985. The same pattern is evident after the most acute post-war crisis 1980-
1985, when a positive structural shift into manufacturing was subsequently
wiped out.

Why weren’t promising recoveries sustained? What caused the 1970-1984 and
post-1995 periods to be net negatives for industrialization even as within-sector
productivity appeared to grow? Four important narratives have been advanced
to explain parts or all of the Philippine deviant industrial behavior. We denote
these as: the institutional story; the liberalization story; the real exchange rate
story; and the overseas migration story. We take up each in what follows.

Institutions: Political Instability and Threatened Property Rights?

The recent literature has trained attention on the developmental role of political
regimes and the distribution of economic power (North 1990; Acemoglu,
Johnson and Robinson 2002; Acemoglu and Robinson 2012; Engerman and
Sokoloff 2012). Moreover, the development discussion in the Philippines has
stressed the legitimacy of political institutions and the control of corruption
(NEDA 2011). The main institutional hypothesis is that perennial political
instability and legitimacy crises have been a major hindrance to investment and
growth (see, e.g., de Dios 2011). This hypothesis finds its strongest support in
the turbulent years of 1983-1986, when the debt-repayments crisis combined
with political instability to produce the worst post-independence recession. The
1983-1986 crisis began as a debt-repayments problem as the over-leveraged
Philippine economy—Ilike some Latin American countries but unlike most of
East Asia—became caught in the pincers forged in America’s Volcker recession:
rising interest rates on the country’s foreign loans and slumping exports (as
major markets slipped into recession). Serious difficulties in servicing floating-
rate debt necessitated a unilateral debt-moratorium by early 1984.

The debt-payments moratorium cut off the supply of imports, while the
implementation of IMF conditionalities (mostly through a radical monetary
contraction) depressed domestic demand. Both factors precipitated huge
declines in total output and total employment, but the hardest hit was industry,
the most import-dependent part of the economy. This can be seen in the large
productivity declines in manufacturing during the 1980-1985 period, both for
within-sector and structural terms. Real GDP fell 6.2 percent between 1980 and
1985. Industrial output, however, fell by an even larger 19 percent over the same
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period, while investment fell by 48 percent. The automotive, electronics,
garments, and textile industries were affected especially severely as trade
credits dried up, and both home-demand and exports collapsed.

Feeding into the financial crisis was the political instability that culminated in a
popular revolt leading ultimately to the overthrow of the authoritarian Marcos
regime. Political uncertainty did not immediately subside even with the
restoration of democratic rule, however, with major putsch attempts (i.e., 1987,
1989, 1990) and farmer and worker strikes preoccupying the new government.
Aside from these severe political threats, the post-Marcos government was also
confronted with the problem of sorting out (and sometimes squabbling with
Marcos cronies over) the ownership and operations of several dominant firms,
notably food-processing conglomerates, iron and steel, drugs and chemicals,
power distribution and generation, and telecommunications. Throughout the
period, therefore, not only was political stability was in doubt, but so too were
property rights.

Further political instability occurred in 2000-2001, following the corruption
scandal and aborted impeachment process involving the Estrada administration.
This led to a second popular revolt that installed the Arroyo administration. The
latter, however, became embroiled in scandals involving corruption and
electoral anomalies that undermined its legitimacy and gave rise to mass
demonstrations and attempted putsches (2003, 2006, and 2007). On the whole,
therefore, the country fared poorly on political stability and property rights
assurances throughout the entire period 1984-2010. Some measures provided
by investor-services cited the Philippines as a “high political risk” for the entire
period 1984-1991.10 Econometric evidence suggests that the Philippine
investment-ratio has been suppressed by political instability and corruption. In a
previous work, one of us has shown that the lending rate is raised by political
instability, corruption, and internal conflict. In addition, perceptions of
corruption tends to diminish investment demand directly (de Dios 2011).

The timing of political crises and institutional failure matters, especially in the
Philippine case. The period of deepest political crisis 1984-1991—i.e., spanning
the downfall of the Marcos dictatorship and the continuing political challenges to
the Aquino government that replaced it—was also a period of large-scale
relocation to Southeast Asia of Japanese manufacturing industries in response to
the yen revaluation following the Plaza-Louvre Accords. This wave of foreign
direct investments benefited Malaysia, Thailand, and Indonesia and led to the
build-up of a significant export-oriented manufacturing in those countries.
Owing to its political instability, Japanese (as well as Taiwanese and Hong Kong)
FDI largely bypassed the Philippines. The volume of FDI from Japan, Taiwan, and
Hong Kong!! entering Thailand during the 1987-1991 period has been estimated
at $24 billion, as compared with $1.6 billion entering the Philippines (Yoshihara
1994: 49). A measure of the Philippines’ political stability relative to neighboring
Southeast Asian countries also explains half of the differential in per-capita

10 The ICRG measure of “political risk” is consistently below 50 (described as “very high
risk”) for this entire period.

11 The inclusion of Taiwan and Hong Kong recognizes the pattern of Japanese
investment that relies on ancillary industries.
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direct foreign investment for the period 1985-1992 (de Dios 2011: 89, Table 5).
It is likely that this phenomenon explains much of Coxhead’s (2013) finding of
powerful regional spillovers from the growth of Japan and China. The
Philippines’ failure to benefit from such spillovers, which effectively jump-
started the industrialization of Malaysia, Thailand, and Indonesia, may in turn
ultimately be attributed to the political instability that plagued the country at
just that historical juncture.

The relatively low investment rates over the greater postwar period are evident
from Figure 6. Investment exceeded 25 percent of GDP only during 1975-1983,
the most stable years of the Marcos regime. This coincided with the global
recycling of petrodollars from the Mideast oil bonanza, at which time the
Philippines obtained access to large amounts of foreign loans. The well-known
backlash occurred in the shape of the financial and political crisis of 1983-1985
described earlier. Since then, however, the investment ratio has never exceeded
25 percent. Aside from the understandable drop following the Asian crisis, a
further decline took place after 2004, when investment ultimately dropped and
remained at 20 percent of GDP or even less.

[Figure 6 about here]

To summarize: to the extent that political uncertainty and a dysfunctional
government affected investment negatively; that import-dependent
manufacturing was hit especially hard by these crises; and that political
instability and disputed property rights caused the country to miss out on the
massive relocation of Japanese, Taiwanese, and Hong Kong manufacturing—then
institutional factors must be considered one indispensable explanation for the
failure of industrialization to continue after the ISI period.

What the institutions narrative is unable to explain, however, is why the
structural contribution to productivity growth was already negative even before
the crisis, the missed FDI opportunities, and unexploited regional spillovers. It
also cannot explain why fast industrial growth did not resume after political
stability returned. In any event, the ability of Southeast Asian latecomers like
Vietnam, Cambodia, and Laos to adapt and increase industrial output per capita
undermines the sufficiency of the explanation. Although political instability and
governance issues may explain the poor industrial performance from the 1970s
to the 1990s, they cannot account for the poor industrial performance after the
1990s.

Trade Liberalization?

The notion that trade liberalization—the elimination of foreign exchange and
quantitative import restrictions, the reduction of tariffs, or all of these—may
have caused the failure of Philippine industrialization is a long and widely held
view among the Left in Philippine politics (e.g., Bello et al. 2004). The argument
is that the reduction of protection undercut markets for domestic manufacturing
when it needed it most. This hypothesis might be relevant in the late 1980s and
especially in the 1990s. But before that time, the country had largely maintained
a protectionist stance towards industry. This began with import- and exchange-
restrictions during 1949-1961 and the replacement of import-restrictions by
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high tariffs by 1962 (Power and Sicat 1971; Bautista, Power, et al. 1979; Medalla,
Tecson, et al. 1995). The cascading tariff structure was largely maintained
throughout the extended Marcos regime, modified only by modest concessions
to new exports in the form of tax incentives and the creation of a few export-
processing enclaves. A tariff reform program that the Marcos regime finally
undertook in 1981 initially cut nominal tariffs to the 10-50 percent range (from
as high as 100 percent) and eased quantitative restrictions. But this reform was
quickly undone by the debt crisis when strict quantitative restrictions were
reimposed to ration foreign exchange as all trade financing dried up. After
import controls were removed, the effective rate of protection for manufacturing
was still a high 64.7 percent (Bautista 2005: 19).

The decisive liberalization move was taken in 1991, when, in its last year in
office and after the restoration of macroeconomic stability, the Aquino
administration reduced tariffs to a 3-30 percent range. The Ramos
administration continued the liberalization trend by replacing import
restrictions in agriculture with tariffs in 1992; acceding to the World Trade
Organization in 1994; and making further tariff reductions in 1998 with a
trajectory of reaching a uniform 5 percent by 2004.12 These 1981-2003 trends
are documented in Table 6.

Table 6. Average tariffs for various economic sectors
(in percent)

Sector 1981 | 1985 | 1990 | 1991 | 1995 | 1998 | 2000 | 2001 | 2003
Agriculture 43.23 | 34.61 | 34.77 | 3595 | 27.99 | 1891 | 14.40 | 14.21 | 11.04
Mining 16.46 | 1534 | 1397 | 1146 | 6.31 | 3.58 | 3.27 | 3.25 | 2.84
Manufacturing | 33.74 | 27.09 | 27.49 | 24.61 | 1396 | 936 | 691 | 6.68 | 5.43
OVERALL 34.60 | 27.60 | 27.84 | 2594 | 1587 | 10.69 | 795 | 7.70 | 6.19

Source: (Philippine) Tariff Commission

Even conceding a role for liberalization in the failure of industrialization, any
such effect would have occurred only after the early to mid-1990s. Thus, the
liberalization thesis fails to provide an explanation for the dismal industrial
performance after the early 1970s, by which time the country had already
dropped out from the league of high growth performers.

Real Currency Overvaluation?

Another prominent explanation for Philippine deviant industrial development
has been currency real overvaluation. Policy and academic debates have
periodically?3 focused on the possible role of the exchange rate as a
developmental tool rather than simply a lever for attaining macroeconomic
stability. But the debate has been further stoked by difficulties currently faced
by the authorities in stemming the nominal appreciation of the peso, as well as
by a recent academic literature (e.g., Rodrik 2007) which highlights the salutary

12 This measure was also an attempt avoid possible trade diversion with the advent of
the low tariffs on intra-ASEAN trade under the ASEAN Free Trade Area.

13 These policy debates have occurred at least in the late 1970s, the early 1990s, and
more recently the present decade. (On these, see: Bautista, Power et al. 1979; de Dios et
al. 1995; and Fabella 2011).
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growth effects of systematic real currency undervaluation in emerging
economies.

Until 1970, currency overvaluation under fixed exchange rates was generally
associated with the import-substitution strategy in place at the time, with the
fixed exchange rate being partly supported by explicit foreign-exchange controls,
import-quotas, and tariffs (Bautista, Power, et al. 1979). A second source of
overvaluation treated in the literature has been the accumulation of debt, first
involving heavy public borrowing during the authoritarian Marcos episode
1974-1981 (Fabella 1996), then the debt accumulation by the private sector and
portfolio capital inflows in the period preceding the Asian financial crisis 1992-
1997 (de Dios et al. 1998). Finally, overseas workers’ remittances have recently
emerged as a major influence on the current account and the exchange rate.
Together with monetary expansion in the US and other countries, overseas
remittances have been associated with a historically unprecedented secular
appreciation of the peso in nominal terms (by some 33 percent relative to the
dollar between 2004 and 2012).

To what extent does currency overvaluation contribute to an explanation of
Philippine industrial failure after the early 1970s? Mustering evidence can be
thorny, beginning with the definition of “real overvaluation” itself, a notion that
depends heavily on the selection of a reference point. Although Rodrik’s (2007)
evidence lends support to undervaluation as a successful industrialization policy
tool, its applicability to the Philippines is somewhat awkward, since his own data
suggest that the Philippines—together with other countries in Southeast Asia—
had consistently undervalued its currency for most of the postwar period. Figure
7 uses data from Rodrik (2011) and shows only a single episode (1950-1961) of
overvaluation for the Philippines (blue line), that which preceded the 1962
devaluation. This is partly because Rodrik applies the Balassa-Samuelson
adjustment, an adjustment that shifts the observed real exchange rate by an
amount depending on a country’s rate of growth. (The red line in Figure 7 also
displays the trend in the real exchange rate without that adjustment.) Rodrik’s
adjusted series seems inconsistent with the fact that the Philippines has run
current account deficits throughout most of the entire post-war period!# until
continuous surpluses began to appear after 2003. It may be more constructive,
therefore, to speak only of the trends of real appreciation and depreciation
rather than levels.

[Place Figure 7 about here.]

Whether one uses the undervaluation index or the (natural logarithm of the) real
exchange rate, some general trends are common: large real depreciations
resulting from the 1962 devaluation and the adoption of a floating rate in 1970;
areal appreciation in 1973-1979; significant real appreciation beginning in
about 1991 until the Asian financial crisis; and significant real depreciation
thereafter. No longer seen in the above series but evident in others, such as the
central bank’s series, is the real appreciation of the peso from around

14 The exceptions are the years 1962-1966, 1986, and 1998 .
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Table 7. Indices of Real Effective Exchange Rates of the Peso
(1980-2010)

1980 1985 1990 1995 2000 2003* | 2005 2010

Major 99.44 89.28 66.20 79.19 7192 | 59.94 61.98 84.08

Broad 101.44 | 100.51 86.90 | 100.78 | 109.12 | 9991 | 101.51 | 137.65

Narrow 99.52 | 10198 | 124.41 | 14635 | 169.40 | 142.67 | 149.52 | 173.16

Source: Bangko Sentral ng Pilipinas
Notes: Index is based on the dollar price of a peso; a higher value of the index
signifies peso appreciation.
Major index weights: U.S., Japan, Eurozone;
Broad index weights: Singapore, South Korea, Taiwan, Malaysia, Thailand,
Indonesia, Hong Kong
Narrow index weights: Indonesia, Malaysia, Thailand

2003 onward (Table 7). Focusing on Rodrik’s undervaluation index—and for the
moment neglecting obvious annual fluctuations—the most favorable conditions
for industrial development from this aspect should have been the years
bracketed by the 1970 peso-float and the debt crisis from 1983. Yet we have
already seen that in terms of structural contributions to productivity growth, the
period 1970-1985 was a net negative and failed to reinforce the effects of the
1962 devaluation. A fact relevant to any explanation for Philippine deviant
industrialization behavior is that the period in question was also characterized
by persistent current account deficits that were financed by heavy government
borrowings from private sources. Part of these loans were in turn used to
finance government budgets and industrial projects of Marcos cronies. The
capital-intensity and inefficiency of many of these projects are a likely
explanation for their weak impact on manufacturing employment. This is also
partly reflected in the behavior of total-factor productivity for the period. Hooley
(1985) finds that total factor productivity in manufacturing throughout most of
the 1970s was declining, a fact he attributes to the inefficiency of the industries
set up at the time (and thus a conflict between small overall manufacturing total
factor productivity growth and bigger within-manufacturing total factor
productivity growth).

The real appreciation prior to the Asian financial crisis (1990-1995) is also well
understood as the result of the renewed access to foreign credit and heavy
borrowing by the private sector, fueling a real estate boom as it did in other
countries. That this was also a period of positive structural contributions from
manufacturing is probably due to the recovery of industrial employment after
the brief but crippling power-related recession of 1990-1992. In contrast,
between 2003 and 2010 the peso appreciated in real terms in relation to the
currencies of its trading partners and competitors (Table 7) by as much as 38
percent!®. This phase coincides with the emergence of regular current account
surpluses owing to overseas workers’ remittances, rapid decline in
manufacturing competitiveness, and a further loss in manufacturing jobs.

15 Thatis, 137.65 from 99.91 in the second row of Table 7. The real appreciation is 38
(respectively 21) percent if the values of the Major (respectively Narrow) indices are
used for the same years.
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Overseas Labor Migration?

As a candidate for explaining the failure of Philippine industrialization, Dutch
Disease caused by overseas migrant remittances are only relevant beginning
with the early 1990s. Data on remittances are deficient before the mid-1980s,
but overseas deployment, with a lag, can serve as a proxy for remittance trends.
Prior to the early 1980s, overseas migration was a minor phenomenon. In
relation to the domestic labor force, overseas migration became significant only
from 1983, when registered annual deployment shot up to more than two
percent of the labor force. A further acceleration occurred in 1998, when
registered deployment rose 56 percent and exceeded three percent of the labor
force (Table 8, line 1). These growth-spurts in overseas deployment coincided
with or occurred shortly after major economic crises at home, when domestic
urban employment opportunities were shrinking significantly'®, and overseas
markets were relatively open.

Increasing foreign deployment is mirrored, with a lag, by rising inward
remittances by workers based overseas. The leap in the importance of
remittances occurred in the late1990s (Table 8, line 2), when they came to
represent 14 percent of all current account receipts (from only 5 percent in the
late 1970s). This figure rose further to 20 percent by the late 2000s, but the
country had already begun to run current-account surpluses on a regular basis
as early as 2003. The upshot is that overseas remittances had only modest
impact on the current account and exchange rates until the early 1990s. If they
have generated a significant industrial Dutch Disease, they can only have done so
from that time onward.

Table 8. Deployment of Overseas Workers and Remittances (1975-2004)
(as percentage of domestic labor force; annual averages for selected periods)

1975-1979  1980-1984  1985-1989  1990-1994 1995-1999  2000-2004 2005-2009

Deployment” 0.48 1.70 2.02 2.65 2.75 2.96 3.44

Remittances™  5.26™ 7.86 7.75 10.48 13.56 13.95 19.78

Sources: Philippine Overseas Employment Authority; National Statistical Coordination Board
*Annual overseas deployment relative to domestic labor force. “Remittances (current transfers)
as a percentage of total current-account receipts. ** Labor force figure for 1979 is a between-
year interpolation.

Real Exchange Rate and Trade Regime Interactions?

Any cross-country real exchange rate assessment should also take in to account
the trade regime. While real exchange rates deal with the prices of tradables
relative to nontradables, they do not deal with the relative prices between
exportables and importables. Thus, it is critical to sort out the net incentive

16 The slight slowdown in overseas deployment immediately after the 1986 revolution is
also evident and may indicate the goodwill and optimism early in the post-Marcos
period. This soon faded, however, and the gradual rise in deployment resumed and shot
up in 1998.
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effect of real over- or undervaluation of the peso in conjunction with the trade
regime.

Table 9. Trade Liberalization and Real Depreciation

Restricted imports
Liberalized imports and export penalties
[ I1.

Real depreciation  Demand- and supply- | Supply-side constraints

constraints relaxed binding
I1. IV.
Real appreciation  Demand-side Demand- and supply-
constraints binding constraints binding

Source: Schematisation of Bautista (2003)

Policy debates in the 1960s over the trade regime were superseded since the
1990s by controversies over the exchange rate, but an explicit consideration of
the two together is rarely made. Bautista (2003) is the rare exception. Its most
relevant point, schematized in Table 9 above, is that a failure to coordinate
exchange-rate management and trade policy could lead to paradoxical or even
perverse results.

In line with the usual efficiency arguments for free trade, episodes of currency
undervaluation or real depreciation are best accompanied or preceded by a
liberalization of imports (Quadrant I). A well known other extreme (Quadrant
IV) is a restrictive import regime combined with an overvalued currency. This
latter case may roughly characterize the entire import-substitution period 1949-
1961 before the 1962 devaluation, which many others have discussed. This was
a period when manufacturing growth ran up against limited market size, which
consisted almost exclusively of the protected domestic market. Indeed, an
expansion of manufacturing exports was stifled by the implied penalty of
currency overvaluation. The 1990s, before the Asian financial crisis hit the
Philippines in 1998, were years commonly characterized by import
liberalization, when tariffs were lowered and import-licensing requirements
(introduced in the crisis years 1980-1988) were removed!’. However, this was
also a period of real currency appreciation if not outright overvaluation. Private
access to foreign borrowing resumed, fueling a real-estate and equity market
boom, and overseas workers’ remittances began to contribute a significant share
(more than 10 percent) of current-account receipts. This regime falls in
Quadrant III of Table 9. Import liberalization eased the input-supply constraints
to manufacturing, but at the same time real appreciation undercut its
competitiveness in both domestic and foreign markets. From this perspective,
the observed fall-off in the structural contribution of manufacturing growth is
hardly surprising.

The most enigmatic part of the historical record, however, is the 1971-1981
decade. These years marked the first stage of the secular collapse of Philippine
manufacturing growth. As already noted, it was also a period of relative political
stability (if through repression), and it included years when investment was at
an unequaled high. Dutch Disease from overseas migration could not have
played a role during the decade, since that phenomenon attained a significant

17 Aldaba (2005) provides a brief chronology.
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magnitude only in the 1990s. Also, most data indicate that the adoption of a
managed float in 1970 resulted in a real depreciation that should have
stimulated manufacturing and its exports. In short, many conditions were
favorable for industrialization. So, why the poor industrial performance?
Bautista [2003] argues, however, that this period’s potential was seriously
diluted by the continuing protection of importables, which raised the cost of

Table 10. Effective exchange rates for various categories of goods
(1949-1980; period averages; pesos per dollar)
Ratio:

Nominal NEC  SEC EC NEP SEP EP TX NX EP/NX
1949 2.00 2,05 2.05 200 205 200 200 200 2.24 0.89
1950-1959 2.00 3.65 246 206 243 244 244 200 229 1.065
1960-1969 3.90 10.56 527 391 691 422 461 346 370 1.245
1970-1975 6.86 21.19 9.16 756 1246 8.08 824 6.17 7.66 1.076
1976-1980 7.42 2549 10.17 882 1346 934 940 7.12 844 1114

Categories refer to: nonessential consumer goods (NEC); semi-essential consumer goods (SEC);
essential consumer goods (EC); nonessential producer goods (NEP); semi-essential producer
goods (SEP); essential producer goods (EP); traditional exports (TX);
and nontraditional exports (NX).

Source: Senga [1983] for 1972-1980 and Baldwin [1975] for 1949-1971.

imported inputs. His thesis finds support when one considers the effective
exchange rates confronted by various tradables during the period. Reading off
the entries for 1970-1975 and 1976-1980 in Table 10, it is evident that export
industries were still constrained on the supply side, given the exchange-rate
penalty on producer goods. Over that decade, a nontraditional exporting firm
would have confronted a 7.6 to 11.4 percent penalty on foreign exchange as
between its final product and its essential production input. The penalty is even
larger if one considers the import of “semi-essential” and “non-essential”
producer goods. To be sure, a few export processing zones (Bataan, Cavite, and
Mactan) and some export incentives relieved these constraints somewhat, but
these efforts were limited. The export boom in 1970-71 was short-lived, the
drive by the Marcos regime to establish “major industrial projects”, including a
number of heavy (capital-intensive) industries, was aborted, and the supply-
constrained effort failed to generate a manufactured export take off. The
resulting current-account deficits were covered by massive government foreign
borrowings, which in turn laid the foundation for the debt crisis beginning in
1983 when global conditions became adverse. The failure of the new export
industries to expand and the capital-intensity of the regime’s favored projects
explain the weak structural impact (especially on employment) of
manufacturing during the decade, in spite of the higher investment ratios.

Deviant Behavior and Path Dependence

We conclude our assessment of the sources of the Philippine industrialization
collapse by stressing the role of path-dependence. The 1983-1986 political crisis
and recession shunted the economy off on a debt-driven trajectory. By the
1990s, helped along by a popular restoration of democracy, the protectionist
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regime, which had been the principal obstacle to industrial growth in the 1970s,
was eliminated. If the global crisis had not occurred and political instability had
been averted, would the regime’s debt-financed industrial effort—crony-led and
corrupt as it was—have ultimately transitioned into a more typical East Asian
growth pattern? Or alternatively, if the post-Marcos Aquino government had not
been beleaguered by successive putsch attempts, would the Southeast Asian
flood of Japanese FDI in the 1990s have given the Philippines a second chance at
an industrial future?

In the event, the widespread joblessness occasioned by poor manufacturing
growth in the 1970s and 1980s gave birth to a new phenomenon that would
further stifle growth in the future: large-scale overseas workers’ migration. The
size and growth of this migration, and its resulting foreign remittances, would by
the early 2000s resolve the foreign-exchange constraint that had been Philippine
industry’s other perennial nemesis. Indeed it did more: increasing remittance
inflows would be responsible for a Dutch Disease phenomenon by the late
2000s, causing a sustained real appreciation and imposing a penalty on tradable
manufacturing. If the outmigration had not occurred or had been much more
modest (like the rest of Southeast Asia), would Philippine manufacturing have
fared better had liberalization combined with a currency that was competitively
depreciated after the Asian Crisis?

The path followed has led to a new stable equilibrium where a largely liberalized
trade in goods coexists with a recurrent current account surplus built on
remittances and strong (skill-intensive) service-sector exports. The peso is
under steady pressure to rise in real terms, which leaves little room for (lower-
skill) manufacturing to compete and expand. A considerable rise in the
investment rate—still low by East Asian standards—would relieve the current-
account pressure for real appreciation and create more jobs. But the low
investment rate may be part of an equilibrium where capital requirements are
low simply because a significant share of the urban labor force is already abroad.

It appears that the deviant behavior of Philippine manufacturing since the 1960s
was produced by a “perfect storm” of protectionist policy, political instability, a
missed FDI opportunity, foreign capital dependency, and two financial crises.
The new equilibrium that has emerged since the 1990s suggests that the well-
trodden route to industrialization has been missed forever. If at all, a different
path must be found.

END
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Appendix 1.

Let y: denote labor productivity in the whole economy at time t and Ay its
change relative to a previous period k. Then:

Ay, = n Hi,t—k (yi,t ik ) + jyi’f (Bi” B 0”"‘)
i-1

i=1

Ay, 3 N
T Ewit +2Sit - E(Wit +Sit)

yt i=1 i=1 =1
Here, yi; is labor productivity in the entire economy and in sector i at time ¢, and
6;: is the employment share of sector i at time t, with Y; 6;¢ = 1 for all t. Dividing
both sides by y: (and properly annualizing) gives the annual rate of growth of
productivity for the period as the sum of two terms: ;7 ; w;; is the change in
productivity “within” the sector, while the second Y7, s;; is a measure of
structural change, reflecting the extent to which labor is pulled towards sectors
where productivity is growing rapidly.

Appendix 2.
Rodrik (2007: 6) explains his undervaluation index as
In UNDERVAL; = In RER;- In RER*;,

where In RER:= In(XRAT: /PPP;), while In RER*;tis the predicted values from the
equation: In RER*; = a + b In RGDPCH¢+ f; + ui, which is estimated across
countries with f; being a time fixed-effect and a value of b = -0.24 is obtained to
represent the “Balassa-Samuelson” effect of lower prices of nontraded goods in
developing countries (so that currencies strengthen as their economies prosper).
In the case of overvaluation, RER: /RER*;< 1, or In UNDERVAL: < 0. On the other
hand, In UNDERVAL: > 0 implies undervaluation.
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Figure 1. Regional diffusion curves: reaching the 5 per cent threshold
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Note: The figure shows the proportion of countries for which the 10-year backward
looking average industrial growth rate exceeded a 5 per cent threshold. Countries for
which data are missing are assumed not to have exceeded this threshold.
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Figure 2. Regional population-weighted diffusion curves:
reaching the 5 per cent threshold
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Note: The figure shows the proportion of the region’s population in 2007 living in
countries for which the 10-year backward looking average industrial growth rate
exceeded a 5 per cent threshold. Countries for which data are missing are assumed not
to have exceeded this threshold.

Figure 3. Employment shares by sector
(1956-2009, in percent)
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Figure 4. Within-sector productivity growth by sector
(annual rates, in percent); 1956-2009
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Source of basic data: National Statistical Coordination Board (output
measured in constant 1984 prices).

Figure 5. Productivity growth from structural shift by sector

(annual rates, in percent); 1956-2009
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Source of basic data: National Statistical Coordination Board (output
measured in constant 1984 prices).
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Figure 6. Gross investment
(as a percentage of GDP, 1946-2010)
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Figure 7. Real exchange rates and undervaluation index
(Philippines; 1950-2004; in natural logarithms)
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(Legend: undervaluation index (blue); real exchange rate (red))
Source: As used in Rodrik (2007); see Appendix 2 for details.
(Philippines; 1950-2004; in natural logarithms)

31



	DP2013-03cover
	Deviant Behavior DP version

