The Developing Economies, XXXVII-4 (December 1999): 439-59

THE ASIAN FINANCIAL CRISIS AND PHILIPPINE
RESPONSES: LONG-RUN CONSIDERATIONS

FLorian A. ALBURO

. INTRODUCTION

ore than ayear after the outbreak of the Asian financia crisis, there still

I\/I does not seem to be a consensus as to its proximate causes and therefore
what measures ought to be attended to avert its recurrence. Despite the
numerous papers (scholarly as well as popular), conferences, publications, and
official meetings that have proliferated, there is no convergence on its explana-
tion—its unpredicted occurrence, its severity, and its wide spread across Asia and
the rest of the world. At one extreme is a school of thought that the crisis was
caused by fundamental weaknessesin the economies of the affected countries mani-
fested by macroeconomic imbalances, excessive borrowings, overvalued curren-
cies, and poor investments, among others (Moreno, Pasadilla, and Remolona 1998;
Glick 1998). At the other extreme is an argument that the crisis was triggered by
speculators and their panic behavior of fleeing emerging marketsin fear of losses
(Moreno 1998; Montes 1998). Between these two extremes are various shades of
explanation. There is the notion of lack of governance in both public and private
transactions especially in terms of close relationships between financial institutions
and regulators.! There is the notion that corruption weakens the system of invest-
ment decision making in emerging markets. There isthe notion that “Asian values’
had dictated the manner of financial exchanges. There isthe notion that the crisisis
essentially abubble crisis (Nomura 1999). While the truth may lie somewhere be-
tween these two extremes, these have different policy implications. If the crisiswas
caused by fundamental weaknesses of the economy, the crisis-hit countries should
carry out reforms to improve the foundation for sustainable devel opment. On the
other hand, if the crisis was caused by the sudden loss of confidence among short-
term investors and speculators not directly related to country fundamentals, then
the essential task is not really reforms nor would they be necessary. Restoring
confidence where the basic fundamentals are “ correct” may require other measures

1 The empirical question is whether there has been arise in “corruption” and decline in “gover-
nance’ in Asiaprior to the crisis or whether this has remained the same and thus cannot have been
amajor cause of the crisis. For an interesting debate on this see Columbia Business School (1998).



440 THE DEVELOPING ECONOMIES

that would bring back investors.? Without a clear specification which of these ex-
planations jibes with the actual experience among the affected Asian countries it
would be difficult to prescribe policy options.

There have been many attempts at quantitatively measuring the degree of impor-
tance of these factorsin the evolution of the Asian crisis but events are still unfold-
ing and until there is a definite “ bottoming out” and a return to the growth experi-
ences of the past these attempts remain incomplete. What seems evident however is
afinding that weaknesses in the financial systemsin Asiawere stronger explana-
tions of the crisis than of basic fundamental flawsin the economy (McKinnon and
Pill 1998). The unusually large flows of short-term capital in these countries ex-
posed them to reversals eventually draining reserves and squeezing liquidity. More-
over one particular reason for the quick transmission of the crisis from Thailand in
July of 1997 into the other Southeast and East Asian countries was the high degree
of financia and trade integration among them (Glick and Rose 1998). The vulner-
ability of the financial sector to external shocks was not a product of the economic
fundamentals but of more micro aspects of the sector such as “less-than-arm’s-
length” transactions and poor risk management, which led to unusual credit booms.
Indeed there is an argument that none of these explanations suffice since the Asian
crisisisabubble crisis, had its beginnings much earlier than the explosion in Thai-
land, and runs across most of Southeast and East Asia (Ichimura, James, and
Ramstetter 1997).

In the more formal theoretical models of foreign exchange crisis, second-genera-
tion and third-generation models emphasize the importance of government
conflicting objectives and interaction between banking and balance-of-payments
crises, respectively. In this sense there is no necessity for domestic policy failures
to precede a crisis for governments to decide to alter its exchange rate policy in the
second-generation models. Domestic banking crisis however often precedes pay-
ments crisis among the third-generation models. The Asian crisisitself has spawned
some theoretical exploration explaining the behavior of agents and institutions to
overborrow that rely on the implicit government guarantees under fixed exchange
rates (Krugman 1998; Montes 1997).

Both the empirical works and the extensions of the theoretical foundation have
clearly enriched the competing alternative ways of describing the onset of an ex-
change rate crisis. While this may make it more difficult to ascertain the more likely
channels and mechanisms that approximate the actual experiences, they provide a
new set of issues and concerns which otherwise were overlooked in the past.

Despite this lack of consensus on the root causes of the Asian financial crisis,
thereis growing evidence that most of it hasin fact subsided and the affected coun-

2 Even if economic fundamentals may be there the political environment may not be there. So Indo-
nesiais often illustrated as having the economic fundamentals right but not in other areas.
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tries have bottomed out. What is not so clear iswhether thisrecovery is sustainable
and growth gets back on track. This paper arguesthat the Philippines (i) was equally
exposed to the financial virus that affected the rest of Asia, (ii) suffered from its
impact beyond the financia areas, (iii) took a response that seemed appropriate to
the symptoms of the crisis, and (iv) has been damaged in the long run despite its
early recovery. We begin by pointing out in the next section that the Philippines had
all the symptoms of the “Asian flu” even before the crisis erupted in Thailand and
thus was not an innocent bystander. Indeed if the events did not unfold in Thailand
earlier the country could have erupted into its own crisis. In the third section we
briefly describe the economic and financial impacts of and responses to the crisis.
The end results seem to show that the country had taken the right approach to the
management of the crisis. The fourth section tries to document the concomitant
social effects of the crisis and responses. In the fifth section we outline the conse-
guences of the responses and strategy applied by the country. Here we argue that
the resulting outcome has created a potentially long-term injury. A final section sets
forth my conclusions.

I[I. DELAYED START OF CRISIS IN THE PHILIPPINES

The Philippines manifested several symptoms of the crisis such as (@) the surge of
short-term capital mostly in the form of portfolio investments relative to the flows
of foreign direct investments, (b) a bubble in the economy shown by exuberancein
the stock markets and price inflation of real estate and nontradables, (c) the rapid
expansion of domestic credit extended by the commercial banking system, (d) a
widening current account deficit, and (€) an overvaluation of the local currency. It
will be recalled that these are also, but not exclusively, the same symptoms of the
Mexican crisisin 1994.

The Philippines experience with short-term capital inflows has been relatively
recent. In fact the portfolio capital component of them was negligible before the
1990s. Yet this surged beginning in 1993. From U.S.$156 million in 1990 thisrose
to U.S.$6.9 billion in 1996. Figure 1 shows the inflow of foreign investmentsin the
Philippines. Notice the sharp increase after 1992 with a consequent scaling down
of foreign direct investments.

Apart from the inward flows of short-term portfolio investments, the country’s
financial institutions also tapped the global markets for both short-term and long-
term foreign exchange resources. In the former, borrowings were utilized to take
advantage of interest-rate differentials and the stable exchange rate for onward lend-
ing to local borrowersin local currency. For the latter, the institutions floated long-
term bonds in international markets. Again the data show that borrowings, espe-
cially by banks, did surge but only beginning in 1995. Figure 2 tracks the foreign
exchange liabilities (short and long term) of banks and nonbanks. Total liabilities
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Fig. 1. Foreign Investment
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Fig. 2. Foreign Exchange Liabilities
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stood at U.S.$4.7 billion in 1993 and surged to U.S.17.8 billion by 1997 (June).
Though there may be issues here with regard to the use of Foreign Currency De-
posit Units (FCDU) of offshore banks in the Philippines, the fact is that borrowings
by the private sector escalated in two years between 1995 and 1997.

Portfolio investment inflows in the Philippines have found their way into the
property sectors, into the stock markets, or into financial ingtitutions, among others.
Driven by continued privatization of public enterprises, initial public offerings by
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Fig. 3. Growth of Domestic Credit
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corporations, and overall “irrational exuberance,” these investments drove up asset
prices and created large paper gains in the stock market. The flotation of the First
Philippine Fund (FPF) in the New York Stock Exchange helped this along espe-
cialy after 1992. Evidence of the property bubble can be readily observed in the
rapid decline in property prices around the prime areas of the country, the shelving
of planned property construction, and the sharp drop in prices of club and golf
course shares in the immediate aftermath of the crisis.

Figures 3 and 4 cap this manifestation. Domestic credit had annual growth rates
in excess of 50 per cent beginning in 1996 with an increasing proportion going into
financial institutions, real estate, and business services. Commercial bank loans to
the manufacturing sector tapered off during the same period of rapid domestic credit
growth (see Figure 4). Indeed there is consistency in the timing of these changesin
the behavior of financial institutions especially during the mid-nineties.

Although these surges appear to be significant especially if viewed in potential
trends, the stock magnitudes are far from alarming. Of the U.S.$44.8 billion exter-
nal debt of the country (June 1997), only U.S.$8.5 hillion or 18.9 per cent are short
term in maturity with the rest in medium and long term. More than half of the debt
is owed by the private sector with the central bank accounting for 24 per cent of the
total. Finally, 25 per cent of the debt is owed to Japan with another 24 per cent owed
to bondholders and noteholders, and 18.5 per cent owed to multilateral agencies.
The rest are spread evenly across the United States, United Kingdom, France, and
Germany. Banks, financia institutions, and suppliers account for 26.8 per cent of
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Fig. 4. Commercial Bank Loans
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the external debt in terms of institutional creditor with another 30.3 per cent owed
to bilateral agencies (e.g., export agencies).

In terms of the trade and current account deficit characteristic, the Philippines
has had atrade problem for sometime and it has been persistent. On the other hand
its current account deficit has fluctuated over the years narrowing the trade deficit
with surplusesin the services trade, and net transfers. Asamajor source of overseas
contract workers, Filipino workers send remittances, which partly pay for the
country’strade deficits. In fact without these the Philippines current account would
have been in aworse position. A look at Figure 5 reveal s these facts. The current
account deficit asaper cent of GNP never hit above 6 per cent with the exception of
the second quarter of 1996. But in the second quarter of 1997 before the actual
crisis took place the current account deficit stood at 6.7 per cent of GNP, which
somehow was a threshold during the Mexican crisis. The narrowing of the gap
between the two deficits has been covered by the surgein the net servicestrade. For
example thisitem had an inflow of U.S.$4 billion in 1994 from U.S.$1.5 billionin
1990. By 1996 just before the crisis this had reached U.S.$6.8 billion. Of this net
inflows remittances from overseas Filipino workers constitute more than 60 per
cent.

The overall balance of payments (BOP) of the Philippines has been positive for
most of the years between 1990 and 1996 principally because of a positive capital
accounts position. In turn this has been carried by more significant inflows of me-
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Fig. 5. Tradeand Current Account Deficit

(% of GNP) = o 2] <t = o
2. o o o o o o
Q o o ™M < Tl O O O O N~ N~
g 8 8 &8 3 2 8 8 8 ¢ 8 8
— — — — - — - — — — — —

O T T T T T T T T LN T T

—a— Trade deficit
---m--- Current account deficit

Source: Bangko Sentral ng Pilipinas.

dium- and long-term loans. It isonly in 1995 when the net portfolio account began
to be significant in the capital accounts.

A widening goods-trade deficit is areflection of lack of competitiveness of Phil-
ippine exports. The extent to which a nominal exchange rate is unable to adjust
relative to competing countries partly determines the extent of the deficit. To por-
tray this more accurately, the real effective exchange rate (REER) is often calcu-
lated. The calculation of areal effective exchange rate is quite sensitive to the base
year chosen, the countries included (and excluded) in the calculation, and the price
indices. Thus there are many such indices. What is important to remember is that
the REER of the Philippinesis relevant when compared with the countries that we
compete with in other external (and common) markets. A number of the recent
calculations of these REERs for the Philippines appear to show that the country has
been losing out to other countriesin the region despite the fact that al other curren-
cies have been overvalued. In short the peso has been more overvalued than the
other currencies reflecting the long history of the currency’s real effective values
over time.®

In summary, it is evident that the Philippines had all the symptoms of afinancial
crisisevenif it actually was not a direct casualty of the crisis that exploded in the
region. What has kept it from acquiring the severity that others have experienced is

3 For one of the more recent calculations of the real effective exchange rates in comparison with
several Asian countries, see De Dios et al. (1997). Earlier calculationsin the seventies and eighties
which give similar results are found in Medalla et al. (1995).
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its late exposure to the symptoms and not necessarily that the country had strong
“fundamentals’ to begin with. This does not mean that the measures being taken to
address the root causes of the “Asian flu” should not be applicable to the country as
well.

[11. ECONOMIC AND FINANCIAL IMPACTS AND RESPONSES

The crisis was immediately transmitted to the country through the sharp deprecia-
tion of the peso—from a stablerate of P 26.4 to aU.S. dollar in June 1997 to arate
of P 42.7 by January 1998. The contagion took effect within days of the Thai baht
depreciation and despite feeble attempts at defending the exchange rate there was
not enough foreign exchange reserves to sustain it and by the end of July 1997 the
rate was allowed to float freely. Viathe route of exchange rate changes the rest of
the economic and financial sectors were immediately affected. As private debt ob-
ligations in foreign currency were due (or re-financed as the case may be) their
local currency requirements multiplied endangering the viability of projects (and
debtors) and threatening the financial system as a whole. Consequently the infla-
tion rate shot up by 1998 after falling to acyclical low in 1996 (Reyes et a. 1999).

Thus, just as the Philippines was beginning to accelerate in terms of real GDP
growth rate (from among its growth cycles), the Asian financial crisis erupted which
spread to the country. The economy still managed to post a respectable growth rate
of 5.8 per cent in 1996 before settling at 5.2 per cent in 1997 and then crashing to a
—0.5 per cent decline by 1998. Indeed the year 1996 was the cycle’'s peak. Thisis
the same pattern for growth among the affected Asian countries (in the sense of the
growth decline not in the sense of growth cycle peaks and troughs) except for Thai-
land, which saw its growth decline starting in 1997. In fact if one looks at the record
of real GDP growth rates between 1980 and 1997 there are three distinct growth
“cycles’ with their own peaks and troughs with the last one beginning in 1993 and
peaking in 1996 (Reyes et a. 1999). This time the decline has been triggered by an
externa event in the form of the Asian crisis.

The economic and financial impacts of the crisis were not only immediate but
were also clear in the sense that the transmission process is readily traceable. In
fact, Table | shows some economic and financial indicators for the country in the
three-year period 1996 through 1998. The peso depreciation raised the inflation
rate, lowered the current account/GDP ratio (through import contraction), and of
course led to the decline in the overall growth rate. The contraction in the money
supply was equally drastic from 20.5 per cent in 1997 to 7.1 per cent in 1998. On
the fiscal side, there was a slight increase in the deficit in 1998 from a surplusin
1997.

The country’s response to the crisis can be seen from the reaction of its central
bank. As early as June 1997, the Bangko Sentral ng Pilipinas (the Central Bank of
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TABLE |
Economic AND FINANCIAL INDICATORS: PHILIPPINES, 199698

1996 1997 1998
Real GDP growth rate (%) 57 52 -0.5
Inflation rate (%) 8.4 5.0 9.0
Interest rate (T-bill rate in %) 12.3 12.9 134
Money supply growth rate (M2 in %) 15.8 205 7.1
Real growth of private consumption (%) 5.0 35
Fiscal balance (% of GDP) 0.4 0.1 -1.8
Current account balance (% of GDP) -4.7 -5.3 20

Sources: National Statistics Office, Bangko Sentral ng Pilipinas, and National Statistical Co-
ordination Board.

the Philippines) had taken some measures addressing the financial sector problems
and some of the regulatory and prudential weaknesses, which as shown in the pre-
vious section were manifested in some indicators (Alburo 1998; Paderanga 1998).
For example, bank loans to the real estate sector were limited to not more than 20
per cent of banks' total loan portfolio, more cover were required for the foreign
exchange liabilities of the Foreign Currency Deposit Units (FCDU), and guidelines
were issued on the duties and responsihilities of bank boards of directors. And at
the end of June (before the actual eruption of the crisis) when there was perceptible
pressure on the foreign exchange markets, the central bank raised its overnight
lending rates by 100 per cent (to 34 per cent).

Asthe Thai baht was attacked on July 2, the immediate response of the Philip-
pines was a defensive one, i.e., to become aresidual seller of foreign exchange
drawn from the country’s foreign exchange reserves. Given the limited reserves of
the country and the possible extent of the crisisin Thailand, thisimmediate re-
sponse proved to be a futile and costly battle. After losing more than U.S.$1.5
billion in early defense of the peso, the Philippines finally devalued the currency on
July 11 (by 9.7 per cent between the end of June and the end of July). Between the
July 11 action and the end of the year with the Korean crisis breaking out in Decem-
ber, the peso had devalued by 43 per cent.* The central bank had only feeble partici-
pation in the country’s foreign exchange market preferring to intervene through the
interest rate route (reverse purchase, overnight rates). At one time or another in the
immediate aftermath of the crisis the central bank floated the proposal for high
interest bearing securities to ward of “speculators’ in the currency markets. This
did not fly as those with fresh history had pointed to the debacle on the central bank
coffers resulting from such instruments.

4 This was calculated by using the peso-dollar exchange rate between July and December 1997. In
very large discrete devaluations it may be more appropriate to use the dollar-peso exchange rate.
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Subsequently, the government continued to allow interest rates to remain high
relative to what they were before the crisis putting them still in their firefighting
mode. With interest rates hovering around 30 per cent in the months following the
crisis,® they suggest that potential investments would be crippled, existing enter-
prises would be hit by the crisis from two fronts—foreign exchange obligationsin
local currency terms escalate and interest payments balloon. Indeed, the central
bank even raised the liquidity reserves between the end of July and the end of
August in addition to the statutory reserve requirements raising the costs of invest-
ments. This policy reflected an intention of stabilizing the exchange rate (or “re-
storing confidence”) while keeping alid on domestic demand. These immediate
and subsequent policies though appropriate in the sense of stabilization were at the
cost of the contraction in the real economy without clearly correcting the problems
of the financial and banking sectors.

Apart from these policy responses on the banking side were actions intended to
safeguard the system from similar episodes in the future. For example, there was a
reduction in the allowable overbought foreign exchange position of banks, the con-
solidation of bank accounts with their subsidiaries and affiliates when computing
for foreign exchange positions, and the institution of a non-deliverable forward
hedging facility (Alburo 1998).

Although it had been shown that foreign direct investments (FDI) seemed to be
immune from the effects of the crisis (based on the behavioral assertion that these
are determined by long-run profit considerations),® the facts indicate that FDI did
fall by 1998 from previouslevels before the crisis. Ironically, comparisons with the
severely affected Republic of Korea and Thailand show that FDI increased in those
countriesin the period after the crisis. It is not clear whether recent FDI behavior in
the Philippines (and for that matter Korea and Thailand) can be attributed to the
crisis or not given the short span of time when changes took place. What is clear is
that if FDI behavior had been influenced by the crisis, the affected countries’ long-
run growth sustainability would be threatened even more since the more stable
component of capital flows would then be subject to the vagaries of short-run
changes.”

The financial turmoil arising from the crisis was exacerbated by the high inter-
est-rate policies to quell speculation. Nevertheless from the point of view of the

5 Although the Treasury bill rate rose only by 5 per cent between 1996 and 1997 on ayearly basis,
the prime rates that banks charge their best clients escalated during the crisis.

6 See UNCTAD (1998) for some econometric testing of the influence of long-run variables on the
movement of FDI.

7 In explaining FDI into the Philippines in the nineties some of the short-run variables have been
important determinants. For example movements in the stock price indices behave positively with
FDI. But this does not mean that FDI went into purchases of stock market instruments. Rather the
indices may be surrogates for long-run profitability in the country (Alburo 1999).
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banks the crisis raised the magnitude of non-performing loans (NPL) in their port-
folios. Thisin turn necessitated recapitalization to restore asset qualities. Theratio
of NPL to total loansin the Philippine banking system stood at 11 per cent (Novem-
ber 1998) from aratio of under 4 per cent prior to the crisis (Gochoco-Bautistaet al.
1999). This remains unalarming when compared to the NPL ratios for Korea (at
21.8 per cent) and Thailand (at 40 per cent in June 1998). With slow growth and
recovery one can expect more capital impairment among commercial banksin the
Philippines.

The impact of the Asian crisis on the economy and the financial system was
immediate. Through the sharp depreciation of the currency following the baht de-
preciation, the financial system’s reaction, the dramatic declinein trade, and the fall
in investments all drove the economy to the ground albeit in delayed fashion. But
these impacts were far from the magnitudes experienced in the countries directly
hit by the crisis. Given the relatively low ratio of NPLs, the country was far from
seeing a collapse of the banking and financial system or the urgent search for re-
capitalization of the system. Indeed the financial system remained stable despite
the apparent strains created by the sudden increases in the NPL ratios.

The policy responsesto the crisis, both immediate and subsequent, parallel those
of the other crisis-hit countries. The immediate ones were aimed at the stabilization
of the financial system including measures to address some of the prudential and
regulatory causes of the crisis.

The country’s responses to the crisis elicit several observations. First isthat they
were considered thefirst line of defense, e.g., adiscrete jump in the exchange rate
after all effortsto prop it up failed. Thisfirst response is costly especially in social
terms as foreign exchange reserves are spent to support private financial losses and
mask the real structural conditions of the economy requiring correction and adjust-
ment. Second is that the measures to stabilize the country through interest rate
worsens the domestic side of the economy as even the viable projects lose their
viabilities at the margin. The first cost pointed out is simply multiplied but the side
effects become larger. Third is that the immediate support given the banking and
financial systems confirms the implicit guarantees governments and international
financial institutions provide private transactions that do not reflect moral hazard
(Krugman 1998). Fourth, these responses, measures and costs are just the initial
phase of the systemic consequences of the crisis. Those consequences (detailed
below) have often been ignored in the discussion of issues emerging from the cri-
sis. The focus of attention has been unduly confined to the financial and banking
sectors. While this may be appropriate it would imply or gives the impression that
correction in those sectors solves the crisis problems. Finally despite the fact that
the Philippines did not utilize IMF windows to any significant degree during the
height of the crisis, its policy responses were analogous to those of the countries
that were directly hit. Indeed it behaved asif it werein the midst of the crisis bely-
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ing official pronouncements that the country was not part of it. Recall that the IMF
played amajor role as the crisis deepened in Thailand and Korea and thus in their
policy prescriptions.

IV. SOCIAL IMPACTS AND RESPONSES

The effects of the crisis in the Philippines extended beyond the confines of the
financial sectors described earlier. Indeed through these sectors the other parts of
the economy were similarly affected. There clearly are social impacts from this
crisis. On the other hand it has to be recognized as well that the responses them-
selves have derivative impacts. Thus this section traces the socia impacts from the
crisis and the associated responses and vice versa.

The Philippines, as aresult of alackluster economic performance over the years,
does not really have a laudable human development condition. Ranked according
to the Human Development Index, the country is fourth among the ASEAN coun-
tries after Singapore, Malaysia, and Thailand while ahead of Indonesiain spite of
the fact that for some of its components the country ranks first, e.g., adult literacy
rates and mean years of schooling (UNDP 1998). Its socia conditions were already
wanting as the crisis unfolded in the region. Invariably the crisis may have wors-
ened the economic and social conditions.

First of al, the contraction of the economy triggered by the immediate currency
depreciation raised the unemployment and related indicators. However measured,
the unemployment rate increased in 1998 to its highest rate in the decade keeping in
mind that this rate is also the highest among the ASEAN-6 countries and among
those affected by the crisis (ADB 1998).8 In addition the underemployment rate
also increased between 1996 and 1998 though not as marked as unemployment
itself. Associated data from the Bureau of Labor and Employment Statistics show
that the number of firms reporting either closure, retrenchment, or worker rotation
more than tripled between the first quarter of 1997 (before the crisis) and the first
guarter of 1998 (in the midst of the crisis). At the same time the number of workers
affected likewise tripled during the same period. However the largest component of
the workers affected were on temporary lay-off (47.6 per cent) rather than perma-
nently laid-off (42.5 per cent). The 1997 figures had 77 per cent of the affected
workers permanently laid-off.

The increase in unemployment that the crisis caused set off a chain reaction
throughout the economic system unleashing more adverse effects. The incidence of
poverty quickly rose as fixed income earners and other vulnerable groups were

8 The estimation of unemployment ratesis seasonally sensitive. In the Philippines the second quarter
(April) surveys generally register the highest unemployment rate (students of labor force age are
on vacation). Thefiguresin Table I use the third quarter results which do not reveal the substantial
jumps in the unemployment rate between 1996 and 1998.
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affected through loss of livelihood and through increases in prices. These affected
groups in turn responded by cutting down on expenditures, forgoing further educa-
tion of their children, postponing consumption of medical and related services, and
other amenities. In one sense these impacts were direct results of the crisis. On the
other hand the way policies have reacted to the crisis has also created social im-
pacts which have either aggravated the initial effects or muffled them.

Thereis no doubt that poverty incidence must have increased in the course of the
crisis but there is no quantitative basis for this assertion. Poverty incidence did
decline from 35.5 per cent of familiesin 1994 to 32.1 per cent by 1997 though the
absolute number of poor families increased (Reyes et al. 1999).° In a household
survey on self-rated poverty, the incidence increased from 40 per cent just before
the crisis to 43 per cent in January 1999. While these two results are not compa-
rable, they indicate that the magnitude of poverty has been high to begin with and
this has likely increased arising from the crisis.®®

One of the safety valves of high unemployment and poverty incidence has been
the continuing deployment of overseas Filipino workers abroad who remit their
earnings which support the country’s balance-of-payments accounts. The crisis af-
fected the emerging Asian destination markets for these workers and thus their
deployment. In fact there was only a slight increase of 1.1 per cent in numbers
deployed in 1998 compared to the 13.3 per cent increase in 1997. On the other hand
remittances in U.S. dollar terms also declined though not in peso terms.

Theimpact of the crisis on education can be observed from two modes of behav-
ior. Thefirst isareduction in the enrolIment rate for eementary education between
the school year 199697 and 1997-98 and the school year 1997-98 to 1998—99.
This grew by 3.3 per cent for all grades (and 0.1 per cent in Grade |) with adecline
of 0.2 per cent in public school enrollment in the period 1996-97 to 1997-98. Be-
tween school year 1997-98 and 1998-99 there was only a 0.7 per cent increase in
enrollment with adeclinein public and private school Grade | enrollment of 2.9 per
cent and 10.1 per cent, respectively (Reyes et al. 1999). The crisis may have forced
parents not to enroll their school-aged children either in public or private schools.
On the other hand, there was a decrease in the dropout rate in elementary schools
from a 10.3 per cent increase between school year 1995-96 and 1996-97 in all
levels both public and private, and a decrease of 7.9 per cent in dropouts between
school year 1996-97 and 1997-98. These two behaviors reinforce each other. Lack
of resources forces families with school-age children from new enrollment while
lack of work opportunities forces them to retain those aready in school.

9 These are the proportion of families whose incomes fall below the poverty line (minimum needed
to achieve adequate nutritional requirements for atypical family), based on the Family Income and
Expenditure Surveys conducted every three years.

10 Theincreasesin self-rated poverty indices are similar across different surveys, e.g., the household
survey conducted by Reyes et al. (1999) and the regular Social Weather Stations surveys.
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TABLE 11
SeLecTED SoclAL INDICATORS: PHiLIPPINES, 1995-99

1995 1996 1997 1998 1999

Unemployment rate (3rd gtr., in %) 8.8 7.5 8.7 8.9 9.0
Underemployment rate (3rd gtr., in %) 21.3 215 231 20.8 221
Poverty incidence (%) 32.1a 43.00
Enrollment rate (% of school age group):

Elementary 33 0.7

Secondary 0.6 -7.9
Dropout rate (% of school age group):

Elementary 10.3 -7.9

Secondary 8.7 8.7

Sources: Bureau of Labor Statistics, National Statistics Office, and Department of Education.
a Based on income and expenditure surveys.
b Based on self-rating.

In terms of health and nutrition, several sources of primary data seem to indicate
that the crisisresulted in the reduction in coverage of immunization programs, house-
hold eating patterns being affected but not resulting in increases in malnutrition
rate especially among children, and a decrease in the contraceptive prevalence rate
in the rural areas of the country (Reyes et al. 1999).

Table Il presents a selected set of social indicators that describe the effects of the
crisisin the Philippines. In a number of these indicators the series for the period
prior to and after the crisisis not complete for reasons earlier pointed out. Never-
theless they provide a benchmark of the pattern of socia effectsthat the crisis may
have generated.

Apart from the immediate response to the crisisin terms of policies (described in
the previous section), the government also responded in terms of its operations,
programs, and projectsthat in turn had social consequences. Often described asthe
fiscal impacts of the crisis, these are generally more than that. The weight of the
impacts is found in the changes in government provision of basic physical, eco-
nomic, and social infrastructure that condition the environment for the whole
economy. After all, the immediate responses in terms of interest rate increases,
exchange rate adjustments, and banking regulations also have fiscal effects.

In the Philippines the contraction of the economy resulting from the crisis al-
tered the government’s revenue program as tax revenues fell consequently altering
its expenditure program as well. How the latter evolved in the crisis aftermath also
had impacts especially on the social sectors of the country. Various levels of gov-
ernment have also been affected which in turn had social effects. These are among
the impacts arising from the responsesto the crisis.

The government had a budget surplusin 1997 of 0.1 per cent of GNP which was
not changed asthe crisis started in July of that year. But the decline in the revenue
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generation led to a downward scaling of expendituresin early 1998. This was ac-
complished through the issuance of an Administrative Order imposing a 25 per
cent reserve on total maintenance and operating appropriations of all national gov-
ernment agencies and a 10 per cent reserve on the share of revenues going to local
governments.!* This effectively was a cut in government program budgets by 25 per
cent in addition to the real cuts because of the ensuing inflation that the crisis had
triggered. Given the nuances of government fiscal processes (delaysin funds flows,
budget modifications, etc.) the actual expenditure reduction may have been more.
For example, estimates of the actual expenditure obligations for economic services
were only 30 per cent of their programmed levels for the 1998 budget. This affected
such services as water resources development, power/energy, and transportation
and communications. In social services, housing/community and social welfare/
employment were similarly affected (Reyes et al. 1999).

In order to protect basic social services and provide safety nets for those affected
by the crisis, the government gave exemptions to the mandatory reserves to major
agencies engaged in their ddlivery. This exemption was promulgated in July 1998.
But this was not immediately carried out and in fact the slowdown of the cash
flows, and postponement of contracts for supplies meant that program cutbacks
remained in effect. Thus in health, actual obligations for drugs and medicines
amounted to only 42.7 per cent of appropriation by the end of 1998. In education,
expenditure obligations for textbooks, desks, chairs, and instructional materials
amounted to only 37.7 per cent of appropriation for the same time period (Reyes et
al. 1999).

Loca governments also provide essential services such aswater, health and sani-
tation, and education especially in areas beyond the reach of national agencies. The
10 per cent reserve imposition on their share of national revenues resulted in actual
cutbacks that were higher. This came mainly from three sources. First the declinein
national revenues meant a corresponding decline in revenue alotted to local gov-
ernments. Second the crisisalso resulted in reductioninlocal revenue sources mostly
from real property tax collections. Third overall finances of local governments meant
programmed levels had to be cut. Thus they imposed mandatory reserves that ap-
proximated national impositions.

Theseillustrative but actual magnitudes cannot be seen in the aggregate figures
of government operational responsesto the crisis. Table |11 defines some measures
of overall government operations. Based simply on the budgetary appropriations
the per capita national government expenditures in real terms actually fell only
dightly in 1999 compared to 1998. And if one looks at the growth rate of national
government expenditures this remained positive throughout the period of the crisis.
Thislends credence to the assertion that the government had acted positively to the

11 Administrative Order 372 issued in February 1998.



454 THE DEVELOPING ECONOMIES

TABLE Il

SeLecTeD FiscAL INDICATORS: PHILIPPINES, 199699

1996 1997 1998 1999

Government surplus/(deficit) (% of GNP) 04 0.1 -18 na
Per capita national government expenditure (1985 pesos) 2,517.50 2,733.00 2,736.50 2,700.20
Growth rate of national government expenditure (%) 4.8 17.9 12.6 9.7

Source: Reyeset al. (1999).

impacts of the crisis through the provision of adequate protection of the affected
groups. But as the closer examination of the actual program operations reveal, the
responses even magnified the impacts though it must be admitted that budgetary
corrections were undertaken. Unfortunately the move toward discriminatory re-
sponses in the form of protecting basic social services came too late and the im-
pacts became worse.

The financial, economic, and social impacts of the crisis have been interactive.
At onelevel the financial and economic sectors have been directly hit as depreciat-
ing exchange rates and rising prices and interest rates take their toll. At another
level the secondary impacts have taken place as economic conditions trandlate into
deteriorating social conditions. In between these two levels the government has
taken on policy adjustments aimed at addressing the immediate impacts. Yet in the
process of these adjustments further impacts have been experienced not from the
crisis per se but from the way the crisis has been managed. To the extent that the
adjustments are inappropriate the impacts may be explosive.

V. CONSEQUENCES OF RESPONSES AND STRATEGY

In the context of the Asian crisis, the Philippines has not really been in the center of
its onslaught. The country’s active participation in short-term capital movements
pervasive in Thailand camein late, and as bubbles began bursting in that country,
the seeds of a potential Philippine crisis were just germinating. That it has been
classified as among the five most aff ected Asian countries comes from the fact that
it suffered from the contagion of the crisis.

The impacts on the country are obvious, and parallel those in the other affected
countries though with less severity as has been shown in the previous sections.
Growth nosedived from respectable achievement in 1997 to technical recession in
1998. All the other socia conditions deteriorated.

The government’sinitial, immediate, and subseguent responses to the crisis have
been described earlier. In terms of their intentions the approaches may have been
appropriate. The larger question however is whether from a more comprehensive
context they were appropriate.
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The floating of the exchange rate after several days of active defense following
Thailand’s depreciation of the baht was more a default response (due primarily to
lack of adequate foreign exchange reserves) than a deliberate policy strategy. In
fact in the few days before the first depreciation on July 11, 1997 the country’s
central bank had lost more than a billion U.S. dollars trying to peg the exchange
rate while making pronouncements of a stable rate.’?

The central bank also raised interest rates (through a variety of instruments) to
exert influence on the exchange rate without direct foreign exchange reserves cost
toit. Thiswas of course a standard prescription that the country had used in the past
through the auspices of the IMF. Yet the country had announced its exit from IMF
arrangements even though it borrowed a small amount during the crisis. Besides,
with adepreciation of more than 50 per cent as the crisis wore on, interest rates to
match exchange rates would have been devastating. The pronouncement to this
policy indicated its use as a supplement to stabilization not to buck peso deprecia-
tion.

The central bank had also issued, belatedly, banking measures and controls to
reduce “less-than-arm’s-length” transactions among related establishments and
among directors and owners, one of the supposed causes of the crisis. But presum-
ably the elimination of the pegged exchange rate removed the implicit social guar-
antee to private transactions.

Both the discrete exchange rate change and the rise in interest rates had effects
on the government itself aside from their effects on private markets. Import con-
traction because of the exchange rate sharply reduced customs collections and the
overall revenue of government. Import contraction also contracted the economy
reducing the tax revenue base. In addition the rise in interest rates closed many
establishments, reducing employment, and further revenue collection.

The national government however had a projected budgetary surplus in 1997
(see Table I11) which it did not alter to allow for these changes in the economy
arising from the crisis. It was only in the next year when the crisis effects had
deepened that the national government took policy measures. But instead of being
anti-recessionary, the measures as described in the previous section further exacer-
bated the adverse impacts of the crisis. Indeed the uniform expenditure cuts were
directed at programs meant to provide safety nets to those affected by the crisis.
While the policy preserved government employment (the item for personnel ser-
vices was maintained) the critical services they were hired for were severely cur-
tailed. The size of government overhead essentially remained the same but the size
of servicesfell by as much as 30 per cent.

12 See for example the daily issues (before July 11, 1997) of the Business World which reported the
continuous assurances from the central bank governor that the (pre-crisis) exchange rate would
continue to prevail.
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Consequently the social impacts (both direct and indirect) from the crisis were
magnified and larger than they would otherwise have been. Poverty incidence rose,
unemployment reached record highs, educational enrollment suffered, and essen-
tial government services rationed.

This chronology, incompl ete though it may be, summarizes the important policy
responses to the Asian crisis and their consequences on the Philippine economy
and social conditions. Each instrument or policy response may have been appropri-
ate for a narrow objective. But looking at the crisis from a larger perspective it
seems that these responses were piece-meal approaches to what was essentialy a
general equilibrium disturbance caused by an external shock.

The policy responses, individually appropriate, lacked synchronization, sequenc-
ing, and, more importantly, coordination. Moreover these were drawn up without
the benefit of a strategic framework to view the crisis, anticipate its likely impacts
and their paths, and design the policies in ways that they would be mutually rein-
forcing and lead to mitigating their consequences. The financial polices appear to
have been drawn up independent of their interdependence with fiscal policies.®®
Budgetary policiesignored the need for discrimination and targeting in reprogram-
ming resources. In addition with greater policy coordination each of the policy
responses could have been tied to other policies, e.g., exchange rate adjustment and
fiscal expansion.

VI. CONCLUSION

Thefive affected Asian countries are expected to recover from the crisis earlier than
anticipated and in some cases faster than projected with the Philippines marginally
ahead (ADB 1999). Thisis not surprising given the fact that the country was not in
the center of the path of the crisis. In the medium-run however the Philippine recov-
ery path is expected to be no higher than the other countries.

Before the crisis the Philippines was trailing behind most of the other affected
countries in economic and social terms with a few exceptions. Thus even if the
Philippines was not as severely affected as the others, it was in some sense made
worse off. It could not “afford” the harsh impact of the crisis. The imperative wasto
come out of it amore efficient and resilient economy capable of growing at rates
close to the country’s maximum potential.

In the course of its adjustment to the crisis the country adopted policies and
measures to ease its adverse effects. These were traced in the previous sections.
Morethan ayear after the crisis many of itsinitial effects had ebbed, e.g., exchange
rates stabilized and in fact appreciated (confirming its original overshooting), inter-

13 The central bank apparently instituted policy responses without adequate consultation and coordi-
nation with other economic policy-making bodies.
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est rates subsided, and trade resumed its past vigor.** Moreover the government
introduced many measures to increase transparency, institute prudential regulations
along international standards, reduce corruption, and other administrative regula-
tions affecting the banking and financial sectors which were supposed to have abet-
ted the crisisin the region. A more flexible exchange rate management is also
apparent in the manner in which the central bank has operated in the exchange
markets. In short, a more robust banking and financial sector should avoid similar
crisisin the future.

When one |ooks beyond the economic and financial repercussions and into the
social impacts of the crisis, which has seldom been done, its adverse eff ects appear
more pronounced. Thisis particularly true for the Philippines since its social condi-
tions have been poor relative to itsASEAN neighbors and to anumber of develop-
ing countries to begin with.™> Whether it is health, nutrition, education, income
distribution, poverty incidence, or acomposite human development index, the Phil-
ippines had a significant handicap even before the start of the crisis.

Through the financial and economic impacts, the social consequences took their
toll in worsening indicators. While the transmission of the crisis to the Philippines
wasimmediate, its effects were not immediately large. Indeed the country managed
to achieve a positive growth in the first six months of the crisis. It was only in 1998
that the crisis really had its adverse impacts. When these numbers are considered
they imply serious long-term consequences. The sharp drop in education enroll-
ment (elementary and secondary levels) means along-term reduction in human
capital formation needed for the country’s sustained growth. Increased poverty in-
cidence will mean further deterioration of living conditions essential for productive
life.

The national government’s response to the contagion in the country did not help
alleviate the impacts of the crisis either. In fact this paper argues that it actually
exacerbated it by curtailing essential government services to those that have been
adversely affected by the economic and financial turmoil. And when corrections
wereinitiated to allow for maintaining these services, government bureaucratic delays
resulted in their failure. Thus the social effects of the crisis came from the indirect
effects from the external shock and the direct effects from government responses.

The country’s recovery from the crisisin a short period of timeis important. As
trade isreinvigorated, banks recapitalize, and firms rejuvenate, it will not be long
before the country begins to take on a medium-term trajectory. But the damage to
the social sector and its potential long-term injury to the economy as awhole will
remain.

14 The Philippines did not have severe trade credit shortages as the other affected countriesin resum-
ing export and import transactions.

15 The Philippinesis classified in the medium human devel opment rank of the UNDP Human Devel-
opment Index (77 of the 174 countries classified).
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