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PREFACE

My first recollection of the Philippines was a picture in the Montreal
Gazette showing a number of men descending from a bus. They were
participants in a Filipino Elvis look-alike contest. I was about ten years
old at the time and I have since learned many things to love and respect
about the Philippines, but this first impression remains: an Asiatic people
heavily influenced by the United States of America and with no shame in
having a good time.

My second recollection came when I was 20. It was the first time I
came across large numbers of Filipinos. It was not in the Philippines,
however. It was in Rome, Italy. I did not understand the reason until it
was explained to me that many Filipinos had to leave their country to find
well-paying jobs. This second impression of the Philippines still remains
true today.

After that time, I began to meet and make Filipino friends, but my
third major impression of the Philippines came when I was nearly 40,
travelling to Rome from Barcelona. I opted out of a conference to circum-
navigate the Vatican with a close friend. The conference was given by
Cory Aquino, ex-president of the Philippines. I was told afterwards how
she spoke through tears about the plight and suffering of large swathes of
the Philippine population. Later I would learn more about the bloodless
People Power Revolution that led to her coming to power. This strong
impression of her personal compassion remains today, but I no longer see
the People Revolution as a turning point in the history of her country.
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My childhood passed more or less oblivious of the struggles between
Vietnamese regimes, with the French colonisers and the American
domino theorists. I was a young university professor walking the hall-
ways when I overheard a girl speaking with a very open joua/ accent
(a way of speaking French typical of the Québec countryside and some
sections of Montréal). I turned and saw a very Asian face that belonged to
a second-generation Vietnamese immigrant. By then I was learning how
successfully the Vietnamese were integrating into Western societies after
fleeing the new regime installed in 1975. I also had two close friend of
Vietnamese origin—Charles, a finance professor who still finds the time
to act as world grand master of Viet Vo Dao, and Quang, a manager at
the International Civil Aviation Organisation. It was with Charles that I
circumnavigated the Vatican.

Ho Chi Minh said that ‘Americans are our enemies, but after the war
they will be our friends’. This has certainly proven the case, at least in the
attitude of the Vietnamese. Although the war museums in the country
do not hesitate to present the American armed forces as the bad guys, the
people in the street are definitely open-minded and welcoming, perhaps
particularly in the South and centre of Vietnam. They are hard-working
and pragmatic people focussed on improving the prosperity of their family
and of their country.

Both countries are heart-throbs of economists and investors at the
moment because of their rapid economic growth. However, as I began
to visit both countries since 2010, I could not help but contrast the
two nations. While it is true that the Philippines are wealthier than
Vietnam as measured by GDP per capita, particularly in 2010 as the gap
is narrowing, I could not help but feel that store prices were too high
for most consumers. Even as a tourist, I saw a strong contrast in the
price of low- to mid-range hotels, partly a reflection of real estate prices,
partly a reflection of the nature of the demand in both countries. There
were other differences as well. In Vietnam, most things worked. In the
Philippines, many things were complicated. Misery was very visible in the
Philippines, whereas I have never seen someone living on the street in
Vietnam (although I did see poverty in the city and the countryside).

In 2018 I edited a book on the ASEAN Economic Community that
included a chapter on each country. Both chapters were very upbeat, but
I remained sceptical about the Philippine economy. How can you be satis-
fied when such a large portion of your population works abroad to gain a
decent salary, often facing harrowing conditions of exploitation including
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physical violence and always separating families? It seemed to me that
rapid increase in the GDP statistic was not telling the whole story.

When I began teaching international business to undergraduates at
the International School of Business of UEH in Vietnam, I decided that
my students need to appreciate how Vietnam had made its way out of
poverty. I used the contrasting economic itineraries of Singapore and the
Philippines in the second half of the twentieth century to highlight the
contribution of foreign capital and trade as a precedent for Vietnam’s
policies. This in turn naturally led to the idea of this book that compares
Vietnam and the Philippines.

There is limited discussion of corruption in this book, as unfortunately
there is considerable corruption in both countries, so that the difference
is insufficient to explain differing economic outcomes. The undue influ-
ence of interested parties upon economic policies in the Philippines does
explain differing economic performance, but is not corruption. It is weak
government.

Chapter 2 (as well as my 2020 publication about Vietnam) might give
the impression that Vietnam is a paradise. I like Vietnam, but it is very
imperfect, like everywhere else. The saying is that success in Ho Chi Minh
is built upon business, while in Hanoi success comes from being close to
power. I have met business people in the South who keep a low profile in
the fear that too much business success will attract unwanted attention.
Slums and squalor are not as visible as in the Philippines, but there are
areas of great poverty and, in the cities at least, less pleasant surroundings.

Chapter 3 might give the impression that the wealthiest people in the
Philippines are evil persons who do not care about their fellow citizens.
That would be false. I have met rich and poor in the Philippines and they
are like the rich and poor anywhere else. The problem of social injustice
in the Philippines has arisen from leftovers of a bygone era reinforced
by decades of various individuals pursuing their own personal benefit just
one more time. Perhaps for that reason, it remains invisible to most people
who are born and die there.

Finally, this book does not discuss two related topics: globalisation and
offshore financial services. Globalisation tends to emphasise the political
and standardising cultural and social consequences of increasing interna-
tional trade, including trade in beauty products, fashion and media. The
emphasis of this book is upon the economic benefits and drawbacks of
increasing international trade. Offshore financial services are an important
component (and facilitator) of international trade, but I have decided to
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exclude it for this book. Neither Vietnam nor the Philippines is currently a
major player in financial services. Blockchain and other technical advances
may change offshore finance more quickly and radically than additive
manufacturing may change international merchandise trade. Excluding
offshore financial services might seem odd in a book arguing for the
international mobility of capital; however, I did not want to confound
that mobility with the reduced regulation and tax evasion often associated
with offshore finance.

George Ekins has reviewed the English and the logic of this book as
an intelligent layperson. Any shortcomings are due to my obstinacy.

Ho Chi Minh City, Vietnam Roderick Macdonald
March 2021
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CHAPTER 1

Open Economies, Closed Economies
and a Case Study

Roderick Macdonald, Prosper Bernard, and Michel Plaisent

Abstract National leaders currently praise the advantages of free trade
while simultaneously pursuing self-sufficiency and consumption of local
produce. Theoretical and empirical economic research of the past
150 years returned mixed results regarding both free trade and foreign
investment. This book uses a case study methodology to answer the ques-
tion: can an economy open to trade and foreign direct investment increase
the prosperity of the nation? The case study will contrast the economy of
the Philippines from 1965 to 1994 with the economy of Vietnam from
1990 to 2014.

Keywords Autarkeia - Economic nationalism - Isolationism - Open
economy - Closed economy - Free trade - Foreign direct investment -
Quotas - Tariffs - Prosperity
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INTRODUCTION

We will: champion open economies... (Excerpt from G7 leaders’ statement
on February 19, 2021)

Any such statement is the result of a discussion among the leaders of the
G7 countries, and is at once a commitment among the leaders, a message
to their constituents and a message to the other nations of the world.
How sincere they are and how faithful they will be to the statement may
be open to debate, but what exactly is an open economy, and why would
it be proposed as a good thing? An open economy is one that permits
the free movement of goods and services, capital and labour across its
borders—in other words, entering and leaving the nation. In practice,
the free movement of labour is usually left aside except for some very
exceptional cases such as the European Union.

This book will not deal extensively with the mobility of labour.
Although this is an important issue, the data available tend to be heavily
skewed towards political migration (fleeing persecution, for example) and
irregular economic migration. A separate study and different skills would
be required to investigate this question.

Although the openness of borders to the movement of capital is
less discussed, politics and policies are factors that may dampen or
facilitate both international trade and foreign investment. Recent years
have seen the rise of populist politicians in many countries, and many
proclaim economic nationalism as part of their political platforms. Even
some supposedly non-populist politicians are doing so. The essence of
economic nationalism is that a nation would be better off by limiting
international trade as well as foreign ownership of business assets with
the country’s borders. Although this is contrary to the notions of liberal
economics, it is also true that a nation could isolate itself while simultane-
ously allowing free rein to competition within its borders, intervening
only to protect ownership, enforce contracts and do whatever else is
necessary to enhance the freedom of the market where markets are appro-
priate (free markets in garbage disposal, education and health services—as
we shall perhaps see with the management of the Covid-19 pandemic
around the globe—do not seem to serve economies well). In any case,
the discourse against international trade has increased, especially based
on three arguments:
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1. Foreign competition causes unemployment (rather than poor
domestic policy—or poor implementation—for re-training and re-
purposing the unemployed).

2. Domestic security precludes the participation of unreliable busi-
nesses in critical infrastructure (thus Taiwan’s proximity to China
and prominence in microprocessor fabrication would be a danger
for the U.S.A.).

3. Much international trade is not truly free in any case, either because
some nations manipulate their currency to keep their exports artifi-
cially cheap, or because some nations make access to their domestic
markets conditional on ceding intellectual property.

The Covid-19 pandemic has strengthened the second argument as most
nations had to import critical medical equipment. Although it is unre-
alistic to imagine most countries to be able to produce state-of-the-art
medical equipment, the argument does hold sway in the United States of
America.

In addition, some leaders—including some behind the G7 statement
above—maintain an open economy discourse while enacting policies that
at least partially close their national economies, or at least for some
potential trading partners.

This debate between isolationism versus international trade may likely
lead to regional trade blocs mostly decoupled from China, and perhaps
one organised around China. This is mostly a political and media debate
that partly confuses two issues: the issue of whether China is a desirable
trading partner and the issue of whether it is desirable to have any trading
partner. There is also some tendency to blend this debate into issues of
geopolitical power and strategy.

The geopolitical and China issues will be put aside in this book.
Instead, this book examines whether permitting the free movement of
capital, goods and services across borders be good for the economy within
those borders. There is a possible philosophical—ethical—response about
the state respecting the rights and freedom of the individual, but this book
will not enter into that area. This book only considers the pragmatic issue
of whether an open economy is advantageous for prosperity of the nation.
It proceeds using a case study about free trade and mobility of capital, the
latter particularly in the form of foreign direct investment.

This case study approach differs from most of the work done on inter-
national trade and foreign direct investment as to methodology. It also
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differs in the question asked: can international trade and foreign direct
investment be beneficial to the host nation? The questions about the
causes of trade and investment and about the patterns of trade and invest-
ment targeted by most research carried out since David Ricardo’s time are
not addressed. These are separate questions, although not totally irrele-
vant to the question of universal advantage. For example, foreign direct
investment is in great part motivated by profitability, and this may lead
to a race to the bottom by host nations or regions competing for foreign
investment, with ultimate advantage to the investor and perhaps the home
nation, but not to the host nation. This and similar issues are excluded to
focus solely on the possibility that international trade and foreign direct
investment be beneficial to the host nation.

Of course, no country’s government objects to the arrival of foreign
capital, but it may limit access to foreign loans, and limit the degree
of ownership available for foreign investment. If a foreign investor can
provide 100% of funds for a project in a given country, but has no
management control over the use of those funds, few foreigners will
invest in that country. Most countries would be happy to allow businesses
within their borders to export, as long as domestic markets are sufficiently
served. However, it is difficult to export if you do not allow imports, and
this unwanted competition for domestic businesses leads some govern-
ments to close down international trade. These realities are taken for
granted in the question asked: Are international trade (including openness
to imports) and foreign direct investment (with proportionate foreign
ownership of the means of production) beneficial to the host nation?

The case study consists in a comparison of the historical experiences of
two countries: Vietnam and the Philippines. Vietnam exemplifies a nation
achieving increasing prosperity due to an economy open to trade and to
capital. The Philippines exemplifies a nation mired in stagnation because
its economy is closed to trade and to capital.

However, the contrast between the two economies is not that simple.
Different time periods are involved. In addition, the openness and closed-
ness of each economy is relative—neither is perfectly autarkic nor perfectly
open to trade and capital.

Time period. The economies of both have been among the fastest
growing in the world in the first two decades of this century. The compar-
ison, however, is not between the two nations in the twenty-first century.
The comparison is between the Philippines in the 35 years from 1960
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1960
1963
1966
1969
1972
1975
1978
1981
1984
1987
1990
1993
1996
1999
2002
2005
2008
2011
2014
2017

Philippines i Vietnam

Fig. 1.1 Comparison years

until 1994 and Vietnam in the 25 years from the end of the US embargo
on that country (1994-2018; since both the initial and final year are
counted, that is 25 years of data) as presented in Fig. 1.1.

The World Bank provides data for the Philippines from 1960.
Although the Penn World Table and the Maddison project each provide
data for earlier dates, they are limited in scope. The Groningen Growth
and Development Centre database provides useful data from 1950 that is
also limited in scope, and excludes Vietnam. The starting date of 1960
also diminishes the impact of the Second World War and excludes a brief
but catastrophic period of free trade between the Philippines and the
United States of America. The Philippines, after this experience, closed
the doors to imports and foreign ownership, and only partially opened
the doors to the import of some goods not produced domestically in
the subsequent decades. The country began to allow foreign ownership
in some industries in the mid-1990s, with the effects becoming manifest
thereafter.

In contrast, Vietnam has been relatively open to trade and foreign
investment since 1994 until the present. This is somewhat of simplifi-
cation, but serves to explain the time limits of the comparison.

GDP per capita increased about 40% in the Philippines during the
chosen time period. The same statistic more than t7ipled in Vietnam—
in fewer years. For precision’s sake and perhaps beyond the margin of
error in national accounting, 1.39 times over 35 years compared to 3.62
times in 25 years, using constant 2010 US dollars.

Relative openness. Although Vietnam has aggressively pursued open-
ness to trade and capital, it remains a communist state and as such
has a large number of state-owned enterprises protected from compe-
tition, be it domestic or foreign-owned. The Philippines, on the other
hand, has allowed importation of some products and services since the
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1960s, but most domestic businesses have been protected from foreign
competition. It should be noted that much of the economy consists
in non-tradeable goods and services (buildings constructed, personal
services, etc.). Foreign ownership was restricted in virtually all industries
until the mid-1990s.

In spite of this incomplete openness for both countries and the
different time periods covered, the case study seems to provide a clear
contrast in openness and consequent prosperity. There is no absolutely
closed economy. The Philippines is as near to closed economy as can be
found while excluding catastrophic extreme cases such as North Korea.
And the Philippines performed poorly in the last half of the twentieth
century. Vietnam, although a significant fraction of the economy is closed
to any competition to state-owned enterprise, does provide an example of
aggressive pursuit of a frontier open to trade and to capital. And Vietnam
has been a top performer in terms of economic results.

Unfortunately, as soon as we widen the geographic scope just slightly,
the differing results become less striking. Figure 1.2 shows that the
Philippines underperformed by far compared to reference countries.
However, although Vietnam outperformed most reference countries, it
was slightly bested by the narrowest reference group of Asia Pacific
countries members of the International Bank for Reconstruction and
Development (IBRD) or the International Development Association
(IDA). This somewhat superior performance poses a difficulty, because
this difference is explained by the Asian Tigers: East Asian countries
showing remarkable performance gains in the latter half of the twen-
tieth century. We can add China to Hong Kong, Japan, Korea, Singapore
and Taiwan (this last omitted in World Bank statistics). Among these
countries, Japan, Korea and Taiwan did not pursue open economic poli-
cies, while China has pursued a mixed policy, protecting some private
industries besides state-owned enterprises.

THE QUESTION

The question as to the link between openness to trade and capital on the
one hand and prosperity on the other is not easily formulated in a way
that permits a meaningful answer.

Adam Smith and David Ricardo provided insights as to how open-
ness to trade can increase prosperity. Smith argued that international
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of the International Bank for Reconstruction and Development and the Inter-
national Development Association (Source Author’s calculations based on World
Bank national accounts data, and OECD National Accounts data files)

trade allows us to benefit from the strengths of our trading partners.
Ricardo offered the argument that even an economy superior to all others
across all industries still can benefit from trade if productivity varies across
industries. These are insights, not mathematical or natural laws and not
hypotheses to be tested. As economics became mathematised towards
the end of the nineteenth century, their insights were translated into
models that could be tested against reality (the empirical stream of litera-
ture) or refined either by varying additional assumptions (the mainstream
theoretical literature) or sometimes by using modelling and simulations
with more variables and assumptions than the human brain can comfort-
ably manage. Both theoretical and empirical work, however, confront the
fact that economies and national economic policies manifest more ‘inde-
pendent’ variables than any model conceived. There is always one more
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factor to take into consideration. Some may argue that this is a question
of time, as machine learning takes over the task of designing hyper-
complex models. However, is this why the economic planning of the
USSR failed—Dbecause the technology of the day was unable to manage
sufficiently complex input—output tables, not because economic reality is
more complex than input-output tables?

Examination of cases has the same limitation in that invariants in
the cases become variables if we try to generalise. We cannot hope to
answer the question as to whether an open economy always brings greater
prosperity unless the answer is negative. One negative result disproves
the’always’. A positive result does not prove ‘always’; nor does a case
pairing a successful open economy with a failed closed economy as in
this book. Myriad economic policies, different factor endowments, neigh-
bouring economies and random logistic advantages are just some of the
variables than can affect outcomes in addition to the degree to which an
economy is open.

Furthermore, there is no fully open economy. Almost all national
economies limit immigration and residency. Most national economies
limit foreign ownership in strategically critical industries, thus indirectly
discouraging some avenues of foreign direct investment. Other move-
ments of funds may also be limited to control narcotics and terror (albeit
often half-heartedly). Food and health items are usually subject to sanitary
or safety controls even if no trade barrier is intended.

Still, we can perhaps answer the question as to whether a more open
economy can facilitate prosperity. This does not mean that closing the
frontier to trade and foreign ownership, at least temporarily, might not
also facilitate prosperity, as Chang (2003) and Shin and Chang (2003,
noting particularly section 4.2) and Studwell (2013) have argued.

An open economy can offer a solution to the conundrum that poorer
nations face in the pursuit of prosperity. Prosperity comes from produc-
tive human work. Human work is more productive when it is well-tooled
and organised. Theoretically, a poor country could provide organisa-
tion (although logistics and meagre business experience in fact limit even
organisation ), but it cannot afford expensive tools and machinery. Foreign
funding of machinery can resolve this problem. Since individual workers
are more productive, there is room for them to earn higher wages, and
thus afford purchasing a higher volume of produce. Access to foreign
markets amplifies this effect. More affluent foreign clients can pay higher
prices, increasing the currency measure of the national product. Human
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work is productive only if there are sufficiently solvent clients with the
capacity of giving it high value. It would seem then that an economy
open to foreign investment and open to trade is a solution. This includes
importing. Imports can supply superior and/or cheaper materials, parts
and design, all important for the international competitiveness of the
exporting firms. Also, being able to export usually involves reciprocity
with trade partners.

WHAT HAas Economics RESEARCH TAugHT Us ABOUT
THE LINK BETWEEN OPENNESS AND PROSPERITY?

Research on Capital Mobility in the Form of Forveign Divect
Investment

Economists would expect that foreign investment arriving in an economy
would lead to growth by boosting the value produced by the workers
in that economy. In addition to the immediate effect of multiplying
the productivity of workers, foreign direct investment (FDI) can also
involve the transfer both of technology (in the form of better machines
and new processes and operator training) and management know-how.!
This depends on the definition of FDI as distinct to indirect or port-
folio foreign investment. Total ownership probably is linked to transfer of
knowledge, a minority position less so, although even a 10% participation
constitutes FDI (UNCTAD 2007) in most data sources.

The benefit of additional investment increasing productivity should
always hold for all forms of FDI. Contrary to this expectation, not all
empirical studies have found a positive relationship between FDI and
economic growth, although most have.> Lasbrey et al. (2018) reviewed
35 empirical studies carried out between 1980 and 2018, of which 22
found a positive relation. Among the 13 that did not find a positive rela-
tion, 9 were limited in scope either in length of time, or in number of
countries. Four studies did have a large data set: 88 countries from 1960
to 1992 (Bosworth and Collins 1999), 75 countries from 1938 to 1990
(Kentor 1998), 47 countries from 1970 to 2000 (Schneider 2005), 62
countries over 1975-2000 (Jyun 2008). There are many more empirical
studies, but these 35 are representative of the range of results obtained:
mostly a positive relation, but mixed results are frequent enough to raise
questions.

The reason is that numerous other factors influence economic perfor-
mance. For example, if foreign direct investment does not lead to
increased gross capital formation because domestic investors withdraw,



10 R. MACDONALD ET AL.

then there will be little or no change in economic performance. Perva-
sive poor-quality projects—perhaps because of systematic fraud—would
also dilute any effect of foreign direct investment. Quality of institutions,
preparedness of human capital, logistics and many other factors affect the
EDI-prosperity relationship. Although some of these factors affect invest-
ment performance and thus should be linked to decreased FDI, in practice
they remain a source of noise in detecting the relation between foreign
investment and economic growth.

International Trade Theory and Empivical Work

Since the mid-nineteenth century, as economics drifted towards quantita-
tive analysis, the theory of international trade has focussed on the patterns
and causes of trade. The Heckscher—Ohlin approach before World War 11
as well as the more recent work of Bhagwati and many others involves
mathematical modelling and thus requires (or perhaps renders explicit)
multiple assumptions that often do not hold in reality.® Scientific progress
revolved around the loosening or variation of assumptions and has led to
ever more complex models and sophisticated analyses without arriving at
the holy grail of prediction.

The ‘new’ trade theory of the last two decades of the twentieth century
attempts to explain the non-random structure of international trade after
recalling that businesses engage in trading, not nations nor governments.
Just as the industrial organisation school of economics begins with the
observation that a significant portion of national economies are structured
(not a random distribution of an infinite number of buyers and sellers of
identical products), the new trade theory observes than there are busi-
nesses that dominate significant portions of international trade, and seeks
explanations. Although new trade theory did not primarily address the
question of whether free trade is beneficial to the host nation, both the
original observation and the explanations (increasing returns and scale,
for example) have implications for the benefits vs drawbacks of free inter-
national trade: under conditions of universal free trade, some industries
will be dominated by a small number of firms, and these may well be
located in a smaller number of countries. Contrary to the inclination
of most economists publishing in this stream of literature, this could be
construed into an argument for economic nationalism to defend against
foreign domination.
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Trade and Growth

There are also abundant streams of literature on economic growth and on
economic development and, within these, examination of the impact of
trade. However, problems arise similar to those in the ‘FDI and growth’
stream. Straightforward efforts to correlate growth to trade meet with
mixed results (see the lack of evident correlation, for example, in Fig. 1.3).
This led to two developments: in methodology and in theory. Method-
ological developments involved recourse to different mathematical tools
to analyse the data, in part to discount the effect of myriad other variables
that affect growth. ‘Ceteris paribus’ posed a serious problem. Theoretical
developments involved questioning the very meaning of prosperity and
openness to trade. What does openness to trade mean? Is it a character-
istic of the policy and laws that regulate trade? Or is it rather an observable
fact: a high volume of trade, Higher exports/GDP, Higher trade/GDP
or Higher imports/GDP? Should we take into account distance or logistic
factors that make trade between countries more costly? Again, what does
prosperity mean? Even if we exclude issue like environmental effects, the
distribution of wealth and other developmental considerations, prosperity
can be problematic to measure. Should we use gross domestic product
(GDP) or gross national income (GNI) per capita? Should we first correct
our statistics by taking purchasing power parity into account? Or should
we eschew prosperity as the dependent variable and look at productivity
of labour?

These questions would have lesser importance had the simple correla-
tion of trade and wealth not failed, and they will inform the case study
of the following chapters, that will examine both de facto and de iure
indicators of openness to trade as well as various indicators of prosperity.

Empivical and Theovetical Work on Economic Openness

Efforts to link either trade or financial openness to growth and prosperity
have led to a debate as to what precisely constitutes economic openness.
The rise of web sites proposing indices of economic data has spread to this
area, and several authors and organisations propose indices of economic
openness or ‘globalisation’. These indices measure different things and in
fact have different purposes in spite of similarities.

For example, the Legatum Institute compiles an index of economic
openness under the direction of Dr. Stephen Brien. This index tries to
capture freedom of markets from government manipulation more than
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openness to foreign trade, capital and labour, as can be seen from its
methodology disclosure (Legatum Institute 2020). The index fails to
capture the manipulation of the Philippine economy by non-government
interests, and Vietnam scores lower than the Philippines (= more manipu-
lation in the opinion of Legatum), as might be expected for a communist
regime. Although the index has its use, it is ineffective in contrasting how
the economies of Vietnam and the Philippines welcome world trade and
finance. It will not be used for the present case.

The KOF Swiss Economic Institute (Konjunkturforschungsstelle)
publishes a globalisation index, and includes economic sub-indices.

One of the strengths of the case described in this book is the contrast
between the Philippines and Vietnam. However, the KOF globalisation
index for economic openness does not point to a strong contrast between
the two countries. While this might be superficially explained by pointing
out that the KOF index has been calculated since 1970 only, and so omits
important years of economic nationalism in the Philippines, there is some
other additional problem. We would expect the Philippines to be mostly
closed and Vietnam mostly open today, but although the index ranks
the Philippines in the bottom half at 104th place out of 203 countries,
Vietnam obtains little difference in ranking at 95th place. The de jure
rankings are even closer and reversed, with the Philippines placing 97th
and Vietnam, 100th. Intuitively we think of de iure openness when we
ask if a country is open to international trade, although the impact of this
openness must be achieved through de facto trade. It also seems unlikely
that Vietnam has a higher openness score than the Philippines from 1970
to 1994, years of war and then embargo imposed by the United States
of America, particularly since the Marcos regime in the Philippines was
seeking funding from abroad.

The reason the KOF index reveals far less contrast between the two
economies might be diversity of trading partners, but hard data show this
is not the case.

The KOF index estimates ‘trade globalisation de facto’ by combining
trade (measured by imports and exports) normalised by GDP, with
diversity of trading partners (roughly the number of different national
destinations of exports and sources of imports). A 2006 paper by Kim and
Park (2006) showed that the correlation of trade and growth becomes far
stronger when diversity of trade partners is taken into account. Arguably,
then, the diversity of trading partners is a dimension of openness. For
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that matter, diversity of exports and imports would also be dimen-
sions of openness; the Observatory of Economic Complexity has the
link between prosperity and diversity of merchandise exports (and, very
recently, services) as its premise.

Figure 1.4 Concentration of trade partners presents the concentra-
tion—the non-dispersion—of trading partners. The metadata of the
world bank statistic states that a ‘country with trade (export or import)
that is concentrated in a very few markets will have an index value close
to 1. Similarly, a country with a perfectly diversified trade portfolio will
have an index close to zero’ (World Bank 2020). Vietnam has a lower
score than the Philippines, and indeed approaches the score of Singapore,
a country with extremely diversified trading partners. Diversity of trading
partners should increase the contrast between Vietnam and the Philip-
pines, not diminish it. Given the data on trade partner dispersal, as well as
exports and import data, relatively similar KOF (economic) globalisation
scores do not seem to be appropriate indicators for openness in the case
comparing the Philippines and Vietnam and will not be used.
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Fig. 1.4 Concentration of trade partners. Individual points are the Hirschman
Herfindahl Market concentration index for the given country and year. Higher
values indicate fewer trading markets, lower values indicate greater dispersion of
trading partners (Data source The World Integrated Trade Solution [WITS])
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In any case, this book takes a simpler approach. The contrast between
the two cases is based upon the observed difference in levels of interna-
tional trade and international financing in the two countries, de facto and
de iure.

Gribner et al. (2020) provides a general overview of efforts to measure
economic openness, covering about 50 variables from 18 different
sources. The results reinforce the impressions from the literature streams
on trade and growth and on FDI and growth: changing the indicator of
openness impacts the relation between openness and prosperity as much
as changing the indicator of trade, FDI, or indeed the choice of starting
and ending years of measurement. This does not necessarily mean such
research is pointless, but it does reinforce the utility of examining specific
cases.

The Evolution of the Volume of Forveign Divect Investment
and of International Trade

Business investment in multiple countries has increased, as measured by
foreign direct investment inflow in current US dollars and as a percentage
of world GDP. However, this trend is far more sensitive to the economic
and financial context than is GDP. The curve skyrocketed upwards in the
years preceding the global financial crisis and then plummeted. It also
fluttered with the telecom and dot.com busts of the turn of the century
and dropped with the onset of the US-China trade war. See Fig. 1.5
World EDI inflows in current US dollars and Fig. 1.6 FDI net inflows as
a percentage of GDP.

World exports of both goods and services (in current US dollars) have
also increased for 55 years from 1960, with a momentary hesitation from
2000 to 2001 (see Fig. 1.7 World exports and Fig. 1.8 World exports
as a percentage of GDP). It then dropped in 2015 and 2016, increased
to 19.6 trillion by 2018, then began to drop again. Thus, the statistic
for world exports has decreased in value several times since 2014. This
downward drift predates the US—China trade war initiated by the Donald
Trump administration.

However, this should not be interpreted as a trend to decreasing inter-
national trade anterior to that trade war. The statistic has decreased in
value primarily because of decrease in the price of crude petroleum. This
price affects trade volume through at least three channels. The price of
petroleum impacts the cost of transport, and thus the dispersion of trade



16 R MACDONALD ET AL.

3500
3000
2500
2000
1500
1000
500
0

1970
1973
1976

DN N 0 A FTNO MW N N 0
N 0 00 00 O OO OO O O O O «f o
a0 00O O O O O O O O
o A1 H AN NN NN NN

Fig. 1.5 World FDI inflows in current US dollars (Data sources International
Monetary Fund, Balance of Payments database, supplemented by data from the
United Nations Conference on Trade and Development and official national

sources)
35
30
25
20
15
10
5
0

(=N

~ I~

a D

— -

Fig. 1.6

1974

1976
1978
1980
1982
1984

FDI net inflows

O 00 O N & O 0 O N & © 0 O N < O 0
0 0 O O O OO O O © © © O «w o o o
A O OO O O OO O O O O O O O O O O O
AN AN AN NN NN N NN

as a percentage of GDP (Data sources World Bank

national accounts data, and OECD National Accounts data files)



1 OPEN ECONOMIES, CLOSED ECONOMIES AND A CASE STUDY 17

30000

25000

20000

15000

10000

5000

0 ———

O N T © WO NI ONWONT OWONTIT OO NI WO NI O ®©
O VW OWORNRNNINGGOGO®RO®ROWNNNNONNDNDDO O OO O I o oA oA o
N ADADDHDHDADDDNDNDNDDNDDADANDDANNDO OO0 OO O O O
R B B B B T B D R B B o B B R B IR o B B o I o o A o A o A o B o I o\ BN o\ N oV |

e Exports of goods and services (BoP, billion current USS$)
== Exports of goods and services (billion constant 2010 US$)

Merchandise exports (billion current USS$)

Fig. 1.7 World exports (Data sources World Bank national accounts data, and
OECD National Accounts data files, International Monetary Fund, Balance of
Payments Statistics Yearbook and data files, World Trade Organisation)

35

30

25

20

15

10

5

0
O N T © 0O NI WV 0O NT WO NI VWO N T O ©
N NNNKNINKNO®O 0 00 000 N D O Hh O O O O O o o o o o
AN DN DDA NO OO O O OO O O O
A Hd HdHd A A A A A A A A dHdHdNNNNNNNNNN

Fig. 1.8 World exports as a percentage of GDP (Daza sources World Bank
national accounts data, and OECD National Accounts data files)



18 R. MACDONALD ET AL.

across geographic distance, with lower prices increasing long distance
trade and higher prices decreasing long distance trade (2018 Nanovsky).
A second effect of oil prices is to decrease the dollar value portion of
international trade representing oil even though the physical quantity of
oil (in millions of barrels) increases or remains constant. A third effect is
to (indirectly) reduce the price of other commodities by reducing energy
costs and increasing supply of other commodities. Thus, these two latter
effects decrease the statistic for world exports to a significant degree.
Beyond these three channels, if less money is spent on oil, one could argue
that more money would be available to spend on other items, increasing
demand for them and thus maintaining the level of world exports. The
data provide a simpler answer. The total dollar volume of world exports
increased during both the 1970s (302 billion to 1.6 trillion in current US
dollars) and the 2000-2014 (6.5 trillion current US dollars in 2000, 16.3
in 2008, 19.1 in 2014), both periods of increasing oil prices. The drop
in world exports from 2014 to 2016 coincides with a decreasing price of
oil.

Thus, world trade has been increasing since 1960, the earliest year on
the World Bank database, and indeed has been growing since the end
of the second World War. The US-China trade war will displace some
international trade from China to other countries, but may also repatriate
some activities back into the United States and thereby reduce trade statis-
tics. The pandemic which was declared in 2020 has had a strong impact
reducing international trade, and indeed has affected patterns of domestic
trade in many countries.

At the same time, Fig. 1.7 and even Fig. 1.8 may be interpreted
incorrectly. They both used gross export figures. Much of international
trade involves global value chains (transactions of businesses in a sequence
of countries, each adding some value) and thus added value traded over
two or more national borders, that is to say, shipped internationally and
counted several times (WTO 2009).# Each figure reports the volume
of international shipments, not the amount of value added shipped.
Table 1.1 illustrates the difference. Figure 1.9 presents world domestic
value added shipped internationally as a percentage of world GDP. The
percentages and especially the growth rate are far lower than in Fig. 1.8.
This does not contradict the observed change in the nature of trade, nor
does it mean that the reported figures are false. It does lead us to revisit
the relation between trade and the generation of value added.



1 OPEN ECONOMIES, CLOSED ECONOMIES AND A CASE STUDY 19

Table 1.1 Global value chains and national accounting

Country Import Value added Export Accumulated Exports
1 0 10 10 10
2 10 10 20 30
3 20 10 40 70
4 40 10 50 120
5 50 10 60 180
6 60 10 70 250
30.0%
25.0%
20.0%
15.0%
10.0%
5.0%
0.0%
R - - T

Fig. 1.9 Total domestic

value added shipped internationally
of world GDP. Total domestic value added is the sum of direct and indirect
domestic value. Using the Eora labels for statistics, VA_exp = DVA + DVX
(Data source Author’s calculations from EORA database, World Bank national
accounts data, and OECD National Accounts data files)

as

a percentage
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PROBLEMS WITH THE PHILIPPINES AND VIETNAM CASE

Recent economic performance by the two countries provides a second
problem. Both the Philippines and Vietnam have enjoyed rapid economic
growth in the first two decades of the twenty-first century. Perhaps this
seems to contradict any pro-trade and FDI message from the case. This
is all the more so because the Philippines’ openness to trade and FDI
seemed to have faltered after initially opening up in the early 90s. The
Fig. 1.10 shows that Vietnam is ever more open to trade, and the
Philippines ever more closed. Surprising, Fig. 1.11 seems to show the
Philippines and Vietnam growing at similar rates. Even more striking is
Fig. 1.12, which suggests Vietnam performed only a little better, and with
less severe downturns. Indeed, since recovering from the global financial
crisis, the economy of the Philippines has been keeping pace with that
of Vietnam. Unfortunately, the reason for this is demographic: Vietnam
had a slightly larger population than the Philippines in 1999; in 2019 the
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Fig. 1.10 Evolution of trade compared 1999-2015 (Data Sources World Bank
national accounts data, and OECD National Accounts data files)
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Fig. 1.11 Evolution of GDP per capita 1999-2019 (Dazta sources World Bank
national accounts data, and OECD National Accounts data files)

Philippines was 10% larger. When arithmetic replaces visual inspection, the
similarities disappear. Comparison CAGR prosperity indices (such as GDP
per capita) for 1999-2019 shows that the economy of Vietnam clearly has
outperformed that of the Philippines in the four most common prosperity
indicators. Conceivably the best performing years for the Philippines
were 2009-2014. Figure 1.13 shows the Philippines only approaches
Vietnam in GDP per capita expressed in current international purchasing
power parity dollars. As a consequence, recent impressive growth in the
economy of the Philippines does not destroy the power of the case in
this book. Chapter 4 will nonetheless return to this issue using the more
detailed data of Chapters 2 (about the economy of Vietnam) and 3 (about
the economy of the Philippines).
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Fig. 1.12 GDP growth rates compared (Data sources World Bank national
accounts data, and OECD National Accounts data files)
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NOTES

1. There are exceptions, as some foreign investment projects may
reserve proprietary knowledge technical work and upper manage-
ment positions to home country employees.

2. Lejarraga and Ragoussis (2018) are far more confident that virtu-
ally all research shows FDI as positively impacting prosperity. See
their Table 2. This stands in stark contrast with Alfaro and Charlton
(2013).

3. There are abundant retrospectives of international trade theory such
as De Feis (2016), Ethier (2013), Helpman (2006), Leamer and
Levinsohn (1994), Mathur et al. (2017), Ruffin (2013), and Sen
(2010). Regarding the difficulty in arriving at prediction, Bowen’s
(1989) review of Feneestra’s Empirical Methods for International
Trade mentions that ‘Certainly, the 1960s and 1970s witnessed
an explosion of research which found new patterns and puzzles
and suggested that other causes of trade beside factor endow-
ments were important. Of course using the standard model one
could demonstrate other factors could cause trade, but the theo-
retical statements were difficult to translate into empirically testable
hypothesis. Consequently, tests of trade theory locked with speci-
fied alternative hypotheses and the findings of such tests only serve
to heightened frustration, not relieve it’.

4. Other consequences of this ‘double counting’ (Koopman 2012) are
the volatility of trade statistics following any shock (OECD 2002)
and danger of exaggerating the importance of imports from any
given country and resulting trade imbalances as illustrated by the
classic example of the import of iPhones from China into the U.S.
(Xing and Detert 2010). This problem is partly addressed by the
notion of trade in value added, for example, the OECD TIVA
database.
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CHAPTER 2

Vietnam: Open, Growing, but with so Much
More Potential

Roderick Macdonald and Trung Q. Nguyen

Abstract Previous to 1994, Vietnam was either a colony of France, at
war or under a US-led embargo. Since that time, it has opened up its
economy to trade and foreign direct investment. The result was a massive
increase in trade, and, through trade, the prosperity of the country. The
chapter ends with suggestions to extend and improve this performance.

Keywords Free trade - FDI - Foreign direct investment - Vietnam -
Prosperity - Open economy

VIETNAM IN EARLIER CENTURIES

Europeans arrived in Vietnam in the sixteenth century (some Chinese
texts suggest the Romans had been there much earlier), but little of
lasting political consequence happened until the French became involved
in rise of the Nguyen dynasty at the start of the nineteenth century. The
French became militarily active in the late 1850s, bringing the full country
(as well as present-day Laos and Cambodia) under its dominion by 1883.
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In its thrust to exploit the peninsula, France introduced rubber planta-
tions and developed rice. The coloniser also developed the infrastructure,
notably building a North-South railroad that helped unite a country
historically fragmented from South to North, as well as extending the
road and bridge network and improving ports. It also contributed to the
development of human capital in three ways. Western medicines improved
the health of Vietnamese, particularly in the early twentieth century. More
advanced education, including the sciences and engineering, became
more widely available. Finally, the French introduced plantations, leading
to a large land-owning class and the existence of indigenous capitalists.
The presence of the French was more strongly felt around Hanoi, and
these beneficial effects had a greater impact in the North.

In spite of these contributions, the administration of the colony was
not very effective except in the imposition of French decisions over local
interests. There were as many French administrators in Vietnam as British
administrators in all of British India (which extended to modern day
Pakistan and Bangladesh, each as populous as Vietnam).

One French-educated Vietnamese, Nguyen Sinh Cung, adopted a
series of pseudonyms throughout his career. He lived in the United States
of America (1912 and 1913), Britain (intermittently between 1913 and
1919), France (1919 to 1923, becoming interested in left wing politics),
Russia (1923 to 1924), China (1924-1927) followed by a flurry of travel
through Russia, France and other European countries, and then Thai-
land, India and Shang’hai (1927-1929). In Hong Kong he united two
political groups into the Communist party of Vietnam, was arrested and
then released (1929-1933). He returned to Russia for further ‘educa-
tion’ (1933-1938) before serving as advisor to Communist military forces
in China (1938-1941). He then returned to Vietnam to undertake his
great life’s work: under the name Ho Chi Minh he repulsed the French
and then the Americans to re-unite Vietnam in 1975. He died in 1969,
after refusing to make concessions to Richard Nixon to end the war with
America and the Southern regime.

At the end of its war in Vietnam, the United States policed an embargo
upon trade with Vietnam that was maintained until 1994. During these
nearly 20 embargo years following the war, the government of Vietnam
first experimented with doctrinaire communist economic policies with the
aid of Soviet funding (Hoan 1991) that would disappear with the Soviet
empire, and then began to settle upon a ‘socialist-oriented’ free market in
the mid-1980s.
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The result was that any economic contribution of French colonisation
could not benefit Vietnam until the last few years of the twentieth century.

RECENT ECONOMIC PERFORMANCE

Since the mid-1990s, however, Vietnam has seen steady economic
growth. GDP has more than quadrupled since 1996, and GDP per capita
has more than tripled (see Figs. 2.1 and 2.2). In these ratios it has outper-
formed the two reference countries of Indonesia and the Philippines in
both figures. It has also outperformed Singapore for that period. Like the
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Fig. 2.1 GDP constant 2010 US dollars (Data source World Bank national
accounts data, and OECD National Accounts data files)
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Fig. 2.2 GDP per capita (Data source World Bank national accounts data, and
OECD National Accounts data files)
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Philippines, Vietnam has been among the top large countries for consis-
tent fast growth over the past years (as calculated by comparing GDP
growth for all countries on the World Bank database, then excluding
countries with small populations).

A wealthy country is one in which production by the population
is highly valued by solvent buyers. Such production implies having
machinery and acquiring the skills—difficult when you are poor. The
requirement of solvent customers is also difficult when a country is poor.
The solution is to use machinery purchased by businesses from wealthy
countries to sell to buyers in wealthier countries, and to learn skills from
the owners and managers of foreign businesses as well as from their senior
operational employees. This means attracting foreign direct investment
for export. This was the solution adopted by Singapore from about 1970,
the solution adopted by Ireland in the 1970s, and the solution adopted
by Vietnam in 1994.

Figure 2.3 presents how Vietnam far outstripped the Philippines and
Indonesia in attracting foreign investment (all data in the figures of this
chapter are for Vietnam unless otherwise specified). Singapore, on the
other hand, leaves Vietnam far behind, even with foreign direct invest-
ment inflows as a percentage of GDP (Singapore currently has a GDP
40% larger than that of Vietnam). As for the trend, Vietnam and Singa-
pore reacted to external financial shocks in different ways. The Asian
financial crisis of 1997-1998, the 2000-2001 telecom and dotcom busts,
and the 2007-2010 global financial and economic crises all led to catas-
trophic drops of FDI inflow into Singapore that were followed by equally
rapid recoveries. FDI inflows to Vietnam shot up in 1994, and then
tended down until 2005. This is probably best explained by a first wave
of pioneer investors in 1994. The Asian financial crisis did not affect this
drift downward. However, neither did Vietnam benefit from the return of
investment to Southeast Asia after that 1997-1998 crisis, as early moneys
from late 1998-2003 went to the acquisition of broken businesses. These
were not available in Vietnam, so most funds went to Indonesia, Malaysia
and Thailand. Vietnam benefitted from the ‘great wall of money’ that
preceded the global financial crisis, but foreign investment did not dry
up when the global bubble burst; FDI inflows drifted down gradually to
about a third above pre-bubble levels.

Vietnam has been moderately successful in attracting inflows of foreign
capital. If we exclude countries with a population under 10 million,
Vietnam is among the top ten in the world in accumulating foreign direct
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12
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Fig. 2.3 Foreign direct investment as a percentage of GDP (Data sources
International Monetary Fund, International Financial Statistics and Balance of
Payments databases, World Bank, International Debt Statistics, and World Bank
and OECD GDP estimates)

investment (measured as a fraction of GDP). If we exclude countries with
populations under 20 million, only Mozambique has done better than
Vietnam. Smaller populations correlate with a smaller agriculture, forestry
and fisheries sector and limited infrastructure shortcomings, and thus
promise higher average return on investment. When we compare growth
in GDP per capita for Mozambique and Vietnam, we observe similar
performance until 2015-2016, when Vietnam surpasses a failing Mozam-
bique. This corresponds to a dramatic fall in FDI inflow for Mozambique
from 2013 through 2017. The RENAMO insurgency (2013-2019) and
insurgencies by Islamist groups (2015 to present) perhaps explain this
drop in FDI. Mozambique is three times poorer than Vietnam and sufters
from more serious corruption. In spite of considerable foreign aid as
well as astronomical inflows of foreign direct investment—twice that of
Vietnam, it did not surpass Vietnam in GDP per capita growth, and
industry (including construction) remains under 25% of GDP.
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The investment from abroad financed international trade, and Vietnam
has become a trading country, with total trade being the equivalent of
210% of GDP in 2019 and increasing (see Fig. 2.4). It placed 56th world-
wide in 2018 (2019 data was not available for many countries at the time
of redaction), but 14 of the top 15 countries had a population under 5
million, and only a handful of the top 55 (such as Iran, South Korea,
Tanzania, Somalia and South Sudan) had a population over 10 million.
Figure 2.5 reveals that first decade of the current century was marked by a
dramatic trade deficit, but the trade balance gradually has become positive
since that time.

The growth in Vietnam has made a few billionaires and there is an
emerging wealthy class. It is also true that a portion of the population
is under the poverty line. Nonetheless, Vietnam has reported a GINI
coefficient! about 0.34 for the past ten years, increasing in the past five,
reaching 0.357 in 2018. This is the lowest in the region with the excep-
tion of Myanmar’s 0.307 in 2017, a statistic which may be suspect, or
simply the result of widespread impoverishment. Labour income share
of GDP was 40% in Vietnam, compared to 26% in the Philippines and
44% in Thailand. Figure 2.6 manifests a clear and dramatic decrease in
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Fig. 2.4 Trade as a percentage of GDP (Data sources World Bank national
accounts data, and OECD National Accounts data files)
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poverty headcount in Vietnam since 1996—although the trend must be
interpreted warily due to changing estimates of purchasing power parity
exchange rates. What poverty remains is still very real and is 70% concen-
trated among ethnic minorities living in highland areas with limited
transport and communications.

In summary then, Vietnam presents an enviable record of economic
progress, and this has been achieved by opening the economy to interna-
tional trade and foreign capital.

ANALYSIS OF THE PRODUCTION AND EXPENDITURE
SipES OF GDP anD GDP GrowTH

Production Side Analysis

Figure 2.7 reveals an unsurprising structure of GDP by sectors, with
services to industry to agriculture, fisheries and forestry in roughly 6 to
5 to 2 ratios. The importance of industry did decrease somewhat from
2004 to 2010, somewhat in keeping with Rodrik’s (2016) observation of
premature industrialisation in many developing economies due to glob-
alisation; however, the decrease is far less dramatic than the case of the
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Fig. 2.6 Poverty headcount ratio at various daily income cut-off points in
2011 PPP US dollars. Figures in percent of total of population (Data source
World Bank, Development Research Group. Data are based on primary house-
hold survey data obtained from government statistical agencies and World Bank
country departments)

Philippines, an economy relatively isolated from globalisation. Also, the
World Bank data show an upward trend since 2010. Table 2.1 uses the
more detailed data of the General Statistics Office of Vietnam to confirm
a weakening of industry in general and manufacturing in particular coin-
ciding with the global financial crisis, but also that manufacturing alone
accounts for 25% of the growth in GDP since 2005, 30% of the growth
since 2010 and 35% of growth since 2015. The next chapter will show
the opposite to be true for the Philippines, so we have a clear counterex-
ample to any surmise that globalisation causes premature industrialisation.
What this counter example suggests is that the there are other factors that
should be taken into account, most notably the effective economic policy
of each country with regards to FDI and industry.

Employment moved out of agriculture (an employment category
including agriculture, hunting, forestry and fishing as well) was evenly
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Fig. 2.7 Production composition of GDP (Data source World Bank national
accounts data, and OECD National Accounts data files)

split by services and industry, although there is a trend for more men
than women to move out of agriculture, and for more of these men
to move into industry while more women moved into services. Agri-
culture accounted for 36.4% of employment in 2020, services for 35.2%
and industry for the remaining 29.4%. Although the higher number of
workers in services allows them to account for a bigger portion of GDP
than industry, it is also true that labour productivity, the value added
per worker in services, is only marginally lower than that in industry.
Neither services nor manufacture have high domestic value added, since
sophisticated services are underdeveloped (and educational and research
services underpaid), while much manufacture is assembly of foreign value-
added parts. Minh (2020) notes that much FDI has been into low
value-added work.? Although Baum and Dabla-Norris (2020) noted that
‘low- or zero-tariff imports combined with surging FDI enabled first low-
tech manufacturing exports and later exports of more complex high-tech
goods’, this does not mean that Vietnam has ‘high-tech’ manufacturing
and should not be confused with a move up the value chain. Assembling
parts into the tight space of a smartphone may be tricky and require a
controlled environment, but does not have the value added of the manu-
facture of such parts as the accelerometer, the display, the camera or
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the processing unit, any more than do services in Vietnam add as much
value as the design and marketing of smartphones. Further, smartphones
are a mature industry, not an emerging one. Another potential counter
example would be VinFast, the foray of VinGroup into the manufacture
of high-end (compared to ventures in neighbouring countries) automo-
biles. Automobile assembly remains an important business and hopefully
will make an important contribution to Vietnam’s economic capacity, but
it is a twentieth century business (Dediu 2015) that has seen the growing
importance of suppliers (Kallstom 2015; Harrington 2015) and the crit-
ical elements move from overall design, assembly and sales to electronic
systems and software (Fournier et al. 2011; Pelliccione et al 2017).

Expenditure Side Analysis

Figure 2.8 reveals that Vietnam ran a considerable trade deficit from the
mid-1990s until the end of the global financial crisis. To some extent,
investment (gross capital formation) has been the mirror image of that
deficit. Domestic investment increased to compensate the decrease of
foreign direct investment from 1996 to 2006, years of the Asian financial
crisis and its aftermath of funds going to acquisition bargains available
in neighbouring countries. Similarly, although FDI decreased by 20.5%
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Fig. 2.8 Expenditure side components of GDP (Data sources World Bank
national accounts data, and OECD National Accounts data files)
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(in dollar figures from 2008 to 2009) at the time of the global finan-
cial crisis, gross capital formation kept increasing from 2006 through
2010. However, although both FDI and domestic investment continued
to increase in absolute terms, both have stalled as a portion of GDP since
2012, with total investment remaining under 25% of GDP. Although
Indonesia is the only other large economy in the region investing at this
rate, this pales in comparison to the formative years of the Asian tigers
that maintained investment rates above 30% for decades.

Consumption expenditure is middle of the road for the region—well
below the Philippines 80%, but far above 45% that Singapore and Brunei
Darussalam have limited themselves to since 2015. Government expendi-
ture is extremely low, trending from around 8.35% of GDP in 1996 to
6.46% in 2019. In the region, only Cambodia spends a lower equivalent
portion of GDP, with the governments of Singapore, Malaysia, the Philip-
pines and Thailand spending 10% to 17% of GDP. Household expenditure
is high—the Philippines are the only large economy where houschold
consumption surpasses Vietnam as a portion of GDDP, although poor
and small economies of Lao and Cambodia also do so. Households in
Thailand (50%), Indonesia (58%), Malaysia (increasing since 2014 from
52 up to 59%) all spend less than the 68% of Vietnam and the 73% of
the Philippines. Japan at 55% and Korea at 48% as well as Singapore at
36% provide a strong contrast. However, these figures do not indicate
that the peoples of Vietnam and the Philippines are spendthrifts. Large
portions of both populations are more concerned with survival than with
luxury. Rather, it is a failure of both governments to maintain a financial
regime that encourages continuous reinvestment rather than a spectacular
stock market as Studwell (2014) proposed to be one of the elements of
successful development strategies in Asia.

Whereas China, Japan, Korea, Singapore and other countries fostered
a heavy rate of investment for decades in order to build up the back-
bone of the economy, Vietnam maintained gross capital formation above
30% for only ten years. Korea so far has maintained it for more than
40 years, with a brief drop during the Asian financial crisis. Data for
Japan are incomplete. The data series begins in 1970, and gross capital
formation remained above 29.5% until 1997 (Trading Economics reports
higher than 30% since the early 1960s, and probably this rate was main-
tained since the end of World War II). (For a comparison of Japan, Korean
and Vietnam, see Fig. 2.9.) China has maintained a figure above 30% for
50 years, although there are probably problems with the data compiled.
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Fig. 2.9 Comparative Gross capital formation as a percentage of GDP (Data
sources World Bank national accounts data, and OECD National Accounts data
files)

Vietnam’s record seems paltry. Two considerations amplify this obser-
vation: (1) the shape of the curve charting gross capital formation in
Vietnam closely follows the investment bubble that preceded the global
financial crisis; (2) neither Japan nor Korea had any significant foreign
direct investment during their decades of high gross direct investment,
and China had about one half the rate of Vietnam. If we remove the
contribution of foreign direct investment, gross capital formation tops
30% for only four years, from 2003 to 2007. FDI seems to be a substi-
tute for domestic gross capital formation rather than a complement to
make investment skyrocket.

AN APERTURE THAT IS ONLY PARTLY EXPLOITED

Vietnam has been seen as a rising star in the region when it comes to
attracting foreign investors thanks to its efforts to improve the investment
environment, stabilise macroeconomic conditions and, most recently
and as of January 2021, manage the Covid-19 pandemic successfully.
Other factors such as the rising middle class, sizable market and other
geopolitical advantages make it an appealing land for investment.
According to the Economic Intelligence Unit, Vietnam’s FDI policy is
considered to be more attractive than those of China and India (Eurasian
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Times 2021). Free trade agreements enhance the attractiveness of
Vietnam for investment. Within the last two years, several important free
trade agreements were being implemented or signed such as CPTPP—
Comprehensive and Progressive Agreement for Trans-Pacific Partnership
(effect from 14,/01,/2019), EVFTA—European Union-Vietnam Free
Trade Agreement (effect from 14,/01,/2019), UKVFTA—UK-Vietnam
Free Trade Agreement (effect from 01,/01,/2021), RCEP—Regional
Comprehensive Economic Partnership (signed on 15/11,/2020) have
made goods originating from Vietnam more competitive in international
markets. In addition, investors give credit to Vietnam for its healthy
macroeconomic indicators such as inflation, interest rates, employment
and GDP. The free trade agreements, healthy macroeconomics and Viet-
nam’s successful Covid-19 epidemic management have made Vietnam
one of the few countries having a positive growth in both GDP and
international trade in 2020 with a reasonable inflation rate at 3.2%, again
reinforcing the attractiveness for investment.

As a result, the media has been reporting that investors from all over
the world have invested or planned to invest in this market, including
those who have long been investing in Asian markets. Investors from
China have shown significantly increased interest in recent years. Before
the US-China trade war, many large enterprises had a ‘China-plus-1’
strategy (investing in additional countries beside China), and Vietnam
was often a strong candidate in that strategy. Since the outbreak of the
trade war, more and more businesses want to invest in Vietnam, not
only due to this strategy but also due to increasing tariff and labour
costs in China. In 2020, China was the second largest source of invest-
ment in Vietnam, accounting for about 11% of all inflow. Apart from
China, large ASEAN investors—such as from Singapore and Thailand—
also determined to invest in Vietnam (Takahashi 2021). While a report
by UNCTAD (2020) shows that foreign investment flow on a global
scale decreased sharply (about 40%) in 2020, implemented FDI capital in
Vietnam remained almost unchanged (Foreign Investment Agency 2020).

The trade war between the USA and China (beginning in 2017 with
the talks between Donald Trump and Xi Jinping or in 2018 with the
first tariffs) led to firms seeking new locations for operations outside of
China, with Vietnam a likely candidate. The stage seemed set for a massive
inflow of firms and capital into Vietnam, perhaps leading to a new plateau
of investment in the economy. This did not happen. While some firms
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did re-locate to Vietnam, many preferred Singapore, Indonesia or other
countries.

Vietnam has been benefitting more than any other country from the
trade diversion effects of the trade war (Subbaraman et al. 2019), and
also welcomed nearly half of the Japanese firms relocating production
from China between April 24, 2018 and August 1, 2019 (JETRO 2020).
Katakam (2019) illustrates India, Indonesia, Malaysia and Thailand as
alternative Asian relocations for Japanese manufacturers. Tanakasempipat
(2019) and Shukry (2019) reported that other nations also seek to
welcome operations relocating from China, while Zhou and Finbarr 2019
reported that Indonesia and Malaysia benefitted from Vietnam’s strug-
gles (caused by the sudden increased demands upon roads and ports) to
exploit factory relocations due to the trade war. Shehadi and Irwin (2020)
give the top spot to Vietnam, but show that higher value-producing
investments are going to Singapore.

EDI data for 2020 is not yet available and in any case will be skewed
by the Covid-19 pandemic. What data is available shows Singapore
(and India) attracting far more FDI than other ASEAN nations, with
Vietnam getting less than 2/3 of Indonesia FDI, the latter country
on a stronger upward trend, but for insufficient years to significantly
discriminate between the two countries’ success in attracting FDI.

What are the reasons for Vietnam’s limited exploitation of such an
opportunity? Why was Vietnam not able to absorb more of the oppor-
tunities just beyond its borders? Perceived difficulties in the conduct of
business, limited sophistication and low value of production process, and
insufficient infrastructure are three important weaknesses Vietnam must
overcome to attain greater economic performance.

The first weakness is perceived difficulty in conducting business.
Language, bureaucracy and regulations, and perhaps also fear of corrup-
tion (that does not usually impact foreign business in fact) all have made
Vietnam lose ground to Singapore where English is viable in all corners
of society and bureaucracy has long been streamlined to facilitate busi-
ness. Vietnam has a reasonable score in the ‘Ease of doing business’ index
(World Bank 2020), ranking 70 out of 190, but would have a better
score if not dragged down by government bureaucracy in starting a busi-
ness, paying taxes, importing and exporting (surprisingly, given a volume
of trade more than twice GDP) and resolving insolvency. What this index
does not capture, however, is the pluck of Vietnamese for business and for
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speaking English (that simplify business) and the real difference between
Vietnamese and the languages of most other countries (that amplifies
the intricacies of doing business by making it more difficult to diagnose
problems and obstacles).

This is especially true in the case the private—public partnerships typical
of infrastructure projects in Vietnam. For example, Ho Chi Minh City
failed to find investors for 10 out of 11 public transport infrastructure
projects; the single foreign investor exited by selling its participation to
Vietnamese VinHomes in 2020 (Nguyen Dat 2021). Part of the problem
is inconsistent laws governing such partnerships. Do et al. (2016) list
10 ‘most critical risk factors’ in public—private transportation projects
in Vietnam, of which the first three are land acquisition and compen-
sation (surprising in a country accused of human rights abuses in land
expropriation), delay in project approvals and permits and inefficient feasi-
bility studies. These factors contributed to the third weakness, insufficient
infrastructure, discussed below.

The second weakness is revealed by examining the composition of
exports. This flaw also explains in part the timid level of investment
because it suggests a limit upon opportunities for investment. The bulk
of service trade—imports and exports—is composed of transport and
travel—Dbasically the movement of people and their luggage in and out
of Vietnam. Categories of service that involved more sophisticated oper-
ations, such as finance, insurance, software and IT support, are absent.
An examination of merchandise exports delivers the same message. The
HS92 six-digit economic complexity metric for Vietnam in 2018 was —
0.23, a rank of 79 out of 142 countries. This metric, based on data about
merchandise exports and excluding services, is an attempt to measure the
relative knowledge intensity of an economy. Although it is imperfect as a
measure of the sophistication of services (see Macdonald 2019), this rein-
forces the notion that Vietnam is not mobilizing knowledge to develop
higher value products and services.

Researchers at Duke University, perhaps borrowing from the notions
of supply chains and value chains from business management doctrine,
have proposed dividing international trade into two categories: traditional
trade composed of imports and exports between two countries, and global
value chains involving the transfer of value across at least two distinct
national frontiers and thus involving at least three different countries. This
simple distinction is important for two reasons. First, global value chain
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trade is more than half of all international trade, and its proportion is
growing. Second, there is a correlation between higher national income
and greater participation in global value chains. This second reason is
somewhat problematic, however. Richer countries usually have a higher
number of more powerful companies who can extract more value from
a value chain than less influential firms, so participation alone is not a
guarantor of success. Vietnam is a case in point. Vietnam does participate
in global value chains, but has been unable either to climb the value ladder
(moving to more sophisticated contributions in the chain) or to develop
local support industries to further expand production in the chains in
which Vietnam is present. This latter leaves Vietnam vulnerable to transfer
pricing tactics (the head office in the home country sets high prices for
imports into the host country) that reduce the capital retained in the
country.

An issue of concern for the coming years is that additive manufacturing
and robotics will erode the labour cost advantages in emerging markets
such as Vietnam, while supply chain digitalisation will demand more
sophistication for GVC participation. Mid-sized businesses in Vietnam
will need to become more aggressive to obtain funding either from FDI
or domestic banks, in order to upgrade their operations for export (see
Nguyen 2020 for more detail).

Two sets of factors contribute to this situation with Vietnam on the
side lines of the knowledge economy: institutional and cultural imped-
iments to the knowledge economy on the one hand, and separation of
intrinsic motivation and success on the other (see Stiglitz 1999).

Institutional and cultural impediments. The current role of tertiary
education in Vietnam’s economy and society slows the change to a
knowledge economy. Vietnam performs well in primary and secondary
education, but tertiary institutions fall short. The reason is not the innate
talent of Vietnamese professors—although some academics do arrive at
their position through corruption rather than knowledge—but because
of the manner in which tertiary institutions are financed. Virtually all
funding comes from government and is tied to students-hours taught.
As a result, professors teach 500-600 hours a year, about triple the rate
in OECD countries. Many professors have outside jobs to make ends
meet. As a consequence, research is very modest and often perfunctory
(although, remarkably, Vietnamese academics publish more than their
counterparts in the Philippines and Indonesia—Nguyen and Pham 2011),
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and teaching is done from textbooks with little personal input. One case
in point is business law taught in English (the prestigious business schools
teach in English rather than Vietnamese, as an added attraction): business
law of Australia, Canada, the UK or the United States will be learned
instead of Vietnamese business law, with some local addenda as foreign
professors glean bits of information although they usually cannot read or
speak Vietnamese. Thus, business and economics formation is even more
theoretical in Vietnam than in OECD countries. Something analogous
happens in engineering courses. To become an effective socialist-oriented
market economy in the twenty-first century, Vietnam must abandon the
nineteenth century version of Marxism where university professors are
functionaries parroting the official ideology of whomever is currently
overseeing the state. The present situation, combined with presence of
some incompetent academics bribing their way to high profile posi-
tions, has led businesses either to eschew loftier ambitions of climbing
the value chain or else, in the case of businesses with deeper pockets,
to have recourse to foreign consulting firms with imperfect knowledge
of Vietnam. Local consulting firms are not numerous enough for the
needs of businesses, especially mid-sized businesses, nor are always of
high quality (see JICA 2019). Business and technical recipes for success
are copied to Vietnam instead of being digested and then re-invented by
Vietnamese for Vietnam’s economy.

Intrinsic motivation and success. The move to a knowledge-based
economy implies a flatter hierarchical structure—at least as regards oper-
ations, given that both Korea and Japan are successful in the knowledge
economy while maintaining an authoritarian organisational culture. This
flatter structure is only possible when personal and organisational success
are linked to the intrinsic motivation of a job well done. If personal
advancement depends more upon personal loyalties and drinking with the
boss or customers, as is frequent in Vietnam, that link is at risk.

The third weakness is inadequate infrastructure—roads, rail, bridges,
tunnels and ports. A sudden dramatic increase in the volume of manu-
facturing would test current logistic capacity of any nation; however,
development requires that a nation anticipates growth by investment in
infrastructure. Good infrastructure may seem as the result of wealth, but
it is also a pre-requisite for producing wealth. Vietnam simply was not
ready. Although the country did an admirable job in recovering the road
and rail network from long decades of destructive war, and also has built
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airports and improved seaports, the basic system has not really changed
since colonial days beyond the constructions of airports. Although the
large cities of Vietnam do not suffer from horrendous traffic jams like
those of Jakarta, Manila and Bangkok, this is not because of generous
urban planning and an effective public transport system as is the case of
Singapore. It is because until the present time only a small portion of
the population has been able to afford cars. Vietnam has not invested
enough money to increase the efficiency of logistics within the country
and across borders. The cost of transportation is not high as a fraction of
GDP—transportation and storage accounted for less than three percent
of the country’s total GDP in 2019, almost the lowest ratio in the world.
Rolling stock and roads, rails and bridges are mostly long since amor-
tised and drivers have modest salaries. However, the network for transport
is insufficient, inefficient because poorly connected and burdened with
bottlenecks, slowing the transfer of goods, thus raising inventory costs,
missing markets and limiting the economic scale of factories and ware-
houses. As a result, comprehensive logistics costs surpass 20% of GDP
(see Nguyen et al. 2020, Section 4.4.6), and it is this high ratio, not the
low salaries and almost free equipment, that is embedded in the structure
of business costs, discouraging new investment.

The next section examines this infrastructure challenge in greater
detail.

INFRASTRUCTURE DEVELOPMENT IN VIETNAM

There have been existing challenges as the road and port infrastructure
lags behind increased export intent within the country, resulting in traffic
congestion and lengthened delays at the ports (Thanh Thom 2020). A
national highway system that connects the key air and seaports in the
country is not in place (Tri Vo 2020). Forecasts also show that Vietnam
may face an energy shortage in the near future, with demand for electricity
exceeding its supply by 6.6 billion kilowatt hours in 2021 (Khanh Vu
2019). These infrastructure challenges, if not properly addressed, may
discourage future investors and thus affect the ambition of this nation to
overcome the middle-income trap, becoming a developed country with a
per capita income over 20 thousand USD by 2045.

According to the latest report on infrastructure of World Economic
Forum (2019), Vietnam was in the lower half of its overall ranking,
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77th among 141 countries in the study. Transport infrastructure alone
ranked higher than the overall rating at 67th position. Looking into the
detailed criteria for the overall ranking (see Table 2.2), there are 4 issues
that need immediate improvement in transport infrastructure in Vietnam,
including road connectivity, quality of road infrastructure, efficiency of
air transport services and efficiency of seaport services. All of these four
criteria are below the average if compared with all countries included in
the survey.

Vietnam has made significant improvements over the past three
decades, especially in telecommunications and transport and logis-
tics. However, the current status of transport and logistics limits the
potential of this country at its current level of development. The subse-
quent analysis will provide explanations in terms of quantity and quality of

Table 2.2 Vietnam infrastructure rankings

International Trend improving (+),
ranking degrading (-) or steady (=)
Overall infrastructure 77th +
Transport infrastructure 67th +
Road connectivity 104th +
Quality of road infrastructure 103rd +
Railroad density 58th +
Efficiency of train services 54th +
Airport connectivity 22nd =
Efficiency of air transport services 103rd +
Liner shipping connectivity 19th +
Efficiency of seaport services 83rd +

Data source World Economic Forum (2019)
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investment in infrastructure on Vietnam over the past two decades with a
focus on transport and logistics infrastructure.

Ounantity of Investment

Investment in infrastructure development in Vietnam has been signifi-
cant over the past two decades when measured in terms of share of the
national GDP. In the period 1995-2007, the average investment was
a remarkable 10% of GDP (Nguyen and Dapice 2009). Although this
high level of investment was not maintained for the following period,
the average rate of investment during the period 2008-2017 is also
considerable, at 6.45% per year (see Fig. 2.10). If calculating for all
22 years (1995-2017), the average investment was 8.45% of GDP. This
is a high rate of infrastructure investment, only lower than the economic
tigers of Asia such as Taiwan and South Korea in their peak development
period but higher than other ASEAN countries.

The infrastructure investment is a large percentage of the GDP of
this relatively small-sized economy. When compared with the regional
countries in Asia, Fig. 2.11 shows that in 2008-2017, Vietnam shows
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Fig. 2.10 Infrastructure investment in Vietnam (Data source Global Infrastruc-
ture Hub [2021])
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Fig. 2.11 Infrastructure investment of Vietnam and selected countries in Asia
as a percentage of GDP (Data source Global Infrastructure Hub [2021])

a high investment-to-GDP ratio which outperformed most other compa-
rable Asian counterparts. Unfortunately, in dollar value terms, the above
investment was still quite limited and has not met the development needs
of the economy.

The annual average expenditure on infrastructure in Vietnam in
2008-2017 was under $10 billion, which is lower than the require-
ments of sustainable development of the economy. Therefore, the
pressure to invest in infrastructure for the next phase is considerable
because the current infrastructure in Vietnam suffers from congestion that
will continue to be serious in the coming years if substantial finances are
not committed. A representative of the Asian Development Bank recently
predicted that Vietnam would need to invest $450 billion in infrastructure
for the period 2017-2030 (Anh Minh 2020). This means that the country
would need more than $34 billion per year for infrastructure expendi-
ture. This implies a rate of annual investment about 3.5 times higher
than during the 2008-2017 period. In summary, although the govern-
ment has prioritised a considerable portion of its budgets for developing
infrastructure over the past two decades, Vietnam still needs to invest
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more to maintain its rate of economic development, in the view of the
Asian Development Bank.

Efficiency of Investment

In addition to this shortfall, those limited funds could have been invested
far more efficiently. One of the commonly used metrics to measure
the efficiency of investment capital is the ICOR (Incremental Capital —
Output Ratio). ICOR shows the number of additional units of capital
required to produce a new unit of output. Thus, the higher the ICOR of
an economy, the more inefficient the use capital. Vietnam’s ICOR over
time shows that the country has not been using the investment capital effi-
ciently. One previous study shows that it was much higher than other East
Asian countries (Nguyen and Dapice 2009). More recently, over 2008—
2017, the ICOR has been even worse than the earlier period (see Table
2.3).

Noteworthy is the ICOR of the state economic sector. This sector has
a very high ICOR at 10.28 in 2012-2017, reflecting a remarkably ineffi-
cient usage of investment. The problem is that it is precisely state-owned
enterprises that are engaged in Vietnam’s infrastructure, either investing
alone or, more frequently, secking private partners, both domestic and
foreign. The result is a huge expenditure of resources costing Vietnam’s
productivity. The productivity of capital in the Vietnamese economy is
among the lowest in the world. This is a steep hurdle for Vietnam’s
growth in the long term. In addition, Vietnam’s investment in recent
years has also relied on external loans, which means that the country is
shifting its future demand to the present (since future demand capacity
will be used to pay interest). Borrowing for investment can leverage
an economy if the loans are used effectively and efficiently to facili-
tate the business environment, boost demand and increase income for

Table 2.3 ICOR in

Vietnam ICOR
Vietnam 1997-2007 5.1
Vietnam 2008-2017 6.3
State economic sector (2012-2017) 10.28

Data source General Statistics Office of Vietnam (2018) and CIEM
(2019)
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the people. A poor investment efficiency, however, will be a burden on
the economy and for the next generation if the loans are not transformed
into higher productivity.

Project Quality, Governance and Corruption

The quality of infrastructure projects is often problematic in
Vietnam. There have been many scandals about the quality and cost
overrun in large infrastructure projects. The most recent example
would be the expressway project connecting the two central provinces
of Vietnam, the Danang—Quang Ngai Expressway. This project has a total
investment capital of $1.6 billion from JICA, WB and reciprocal capital,
managed by the VEC (Vietnam Expressway Corporation), a state-owned
company under the Ministry of Transportation. The highway went under
construction starting mid-2013. In September 2018, the expressway
was put into operation after more than 5 years of construction. In early
October 2018, just one month later, many locations on the expressway
had peeled, with holes appearing (Dac Thanh and Nguyen Dong 2018).
Poor supervision and corruption were later discovered which result in
many officials and leaders being brought to court.

Similarly, the operation of infrastructure projects after completion
has also seen several cases of corruption which cause huge loss of tax
revenue and prolong the charging time, notably in the case of the
HCMC-Trung Luong highway, connecting Ho Chi Minh City and
neighbouring provinces of Long An and Tien Giang, in the south of
Vietnam. The contractor used his personal relationship with the leadership
of Ministry of Transport to win the bid and then manipulated software,
causing a total loss of VND 725 billion (equivalent to $31.7 million). The
case was uncovered in 2018 and at the end of 2020, the former heads of
the Ministry, including former Ministers and vice Ministers, faced charges
and suffered a total penalty of nearly 15 years in jail.

In 2017, many people across the country were shocked with the wrong
placement of the Cai Lay toll road. This toll booth officially was oper-
ated since August 2017, but it was halted after two weeks of operation
because of the rare fierce opposition of people and drivers. Usually in
Vietnam, there is very little tolerance for dissidents and the government
often acts very quickly with any signs of public dissatisfaction. However,
in this case it is evident that there were certain concessions by the
government. Specifically, the government halted toll collection after
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protesting drivers caused prolonged congestion, instead of suppressing
the unrest (Mi Nguyen 2017). It is commonly believed that the location
of the toll booth was misplaced, meaning that vehicles had to pay fees
even if they did not use the road. The investor claimed that they also
repaired the old road on which the toll road was built, but the residents
and drivers pointed out that these repairs cost very little and they already
paid for the costs via other channels. In Vietnam, the private investors
for public private infrastructure projects are often appointed rather than
selected among competing parties (Le Kien 2019). This practice can give
rise to the selection of incompetent private partners, resulting in waste
and losses.

In addition to this corruption, poor project management has
caused many infrastructure projects to suffer huge cost overruns and
multiple delays with both financial and opportunity costs. The two
metro projects in Hanoi and Ho Chi Minh City are the typical exam-
ples. In the north of Vietnam, the Cat Linh—-Ha Dong railway project
in Hanoi was projected to be constructed from 2008 to 2013. However,
by the end of 2020, the metro has not yet been put into commercial
operation. Going through several adjustments, by 2019, the total invest-
ment increased by more than 205% to 18,000 billion VND from the
original VND 8,770 billion (an increase of VND 9231 billion, equivalent
to about $400 million) (Ngoc Ha 2019). In the south of Vietnam, Ho
Chi Minh City, Ben Thanh-Suoi Tien railway project, connecting the city
centre and the eastern part of the city, manifested similar problems and
results. The total initial investment of the approved project in 2007 was
$1.091 billion. By 2018, the total expected investment was adjusted to
approximately $2.5 billion (VND 47,325 billion) (Ha Vu 2019). Initially,
the project had been expected to be completed and put into commercial
use in 2017. In 2018, commencement of operations was pushed back to
2020, but this new deadline was apparently not feasible. The common
reasons provided for the delays and cost increase are the fluctuations in
input costs, exchange rates and changes in policy. Although never specit-
ically acknowledged, in the final analysis it is poor project management
that caused these problems.

Capital for Infrastructure Investment

Experience from other countries suggests that private sector partici-
pation in infrastructure development is essential to ensure the quality
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and number of infrastructure projects for sustainable social-economic
development.

India and Brazil are the two examples where inadequate investment
results in growth below potential while China is the opposite. This
explains different growth across these countries (Spencer 2015). The
government of Vietnam has set ambitious goals of high and sustainable
development over the next two decades. Therefore, one of the prereq-
uisites must be a sustainable investment in infrastructure. But there is
always a gap between the investment need and the available government
funding sources, especially in countries with weak financial discipline and
poor accountability. Most infrastructure projects are large, with capital
needs that require the participation of the private sector. This is why
the public—private partnership (PPP) is often a popular choice in many
countries (ADB 2014).

However, Vietnam is facing many obstacles before this popular form of
investment can be truly effective. Vietnam has 336 PPP projects signed by
the end of 2019. Of these, there are 140 BOT (Build-Operate-Transfer)
projects, 188 BT (Build-Transfer) projects and 8 projects applying other
types of contracts. The total mobilised capital to invest in the develop-
ment of the national infrastructure system is about US$69.6 billion (Le
Kien 2019). PPP projects have positively contributed to improving the
quantity and quality of transport infrastructure in Vietnam. Infrastructure
projects such as energy, urban infrastructure, wastewater and treatment
have promptly met urgent needs of the people for public services and
urgent infrastructure needs.

The problem is that PPP projects are often implemented slowly and at
great cost. Some large projects have had to be stopped and transformed
back to public-investment type projects or have to be terminated after a
long period of inactivity. Two typical examples are the My Thuan—Can
Tho Expressway project, which has just been converted from BOT to
public investment by Prime Minister Nguyen Xuan Phuc. Similarly, the
project that connects the East-West Highway of Ho Chi Minh City and
Ho Chi Minh City-Trung Luong Expressway has been also proposed for
termination because of contractor problems.
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Towards a Modevn Infrastructure for Sustainable Development:
Challenges Abhead

Maintaining an average expenditure of 8.45% of GDP on infrastructure
during 23 years in 1995-2017 is an acknowledged effort of succeeding
Vietnamese government leaders to develop needed infrastructure and has
been an important growth engine for Vietnam through the past three
decades. Despite the great economic achievements, challenges are ahead.
Apart from the problems of poor project quality, problematic project
management and corruption, other challenges will be briefly discussed
below.

The first challenge is the weak connectivity of transport infrastruc-
ture in Vietnam. The peculiar geography of Vietnam bequeaths it a
long shape, narrow width and a long coastline. Across the country, sea
is bordered by the highland, mountainous areas or complicated river
systems. This creates challenges in developing transport and energy infras-
tructure, especially those projects that connect different regions in the
country. However, the long coastline and rivers are an advantage in
building the intermodal transport connections. Vietnam has not fully
exploited its potential while still struggling to deal with infrastructure
challenges as presented above. Currently, logistics costs in Vietnam are
among the highest in the world (accounting for 20.9% of GDP), much
higher than India at 13% and Brazil (12%) (Nguyen et al. 2020). India
has similar wealth and population density levels to Vietnam. Logistic costs
relative to GDP are even 25% higher than in Russia (Armstrong & Asso-
ciates 2020); the country with the largest land area in the world and a
far lower population density than Vietnam, more than compensating for
the greater GDP. Various studies show that the quality and level of trans-
port infrastructure is uneven across the country and is often threatened
by natural disasters such as typhoons and floods. A number of interna-
tional and domestic trade corridors are increasingly congested while other
components remain inefficient or underdeveloped (Oh et al. 2019). The
Mekong Delta region is a typical example. This is the largest agricul-
ture producer in Vietnam and is home to about 20% of the country’s
population, but its infrastructure is among the weakest in the country.
Therefore, it is recommended that the Vietnamese government overcome
this important barrier by developing multimodal transport facilities (that
accommodate several of truck, rail, other land, perhaps also air and water
transport) (Cuu Long 2020).
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Secondly, there may be less manoeuvring room in fiscal policies for
the coming time and this could have a negative impact on state budget
for infrastructure building. Vietnam is widely integrated with the global
economy, so global economic instability and a significant decline in aggre-
gate demand due to the pandemic and subsequent re-adjustment of
supply chains will have an unpredictable but probably negative impact
on Vietnam’s economy in spite of the internal economic readiness of the
economy throughout most of 2020. If abnormal conditions continue,
tax revenue could decline in the coming years while spending for urgent
matters such as bailout packages have to be maintained. In addition,
since 2016 Vietnam has graduated from ODA (Official Development
Assistance) which used to provide soft loans infrastructure investment in
Vietnam over the past three decades.

On the anti-corruption front, Vietnam has shown a strong determi-
nation to fight corruption in past years, but it needs to deploy stronger
measures than is currently the case. The corruption perception index of
Vietnam is still very high (ranked 96 out of 180 countries) (Transparency
International 2020), while salaries in the public sector remain very low
and the accountability of top party officials is not yet regulated in any
law, a formula for corruption. These problems hinder private investments
in infrastructure such as PPP projects.

CONCLUSION

Since the America-led embargo ended in 1994, Vietnam has opened
up its markets to investment in international trade and even foreign
labour at the managerial and technical levels. This has led to world-
leading growth, as Vietnam has been consistently among the top 5
fastest growing economies of large populations, providing a clear illus-
tration of how openness to capital, trade (and, although less discussed,
labour) facilitates the development of an economy by using the wealth
of other nations, in the forms of capital and demand, to increase the
value-producing capacity of labour and natural resources. In spite of such
strong results, Vietnam is still performing below its potential and needs
to exploit openness even more. A free-market ideologue may prefer for
things to happen’naturally’, but there are factors and interests skewing the
market in any economy, including Vietnam’s, so market freedom cannot
increase without appropriate government action. A short shopping list of
government intervention includes:
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Diverting more funds to factors that facilitate business success such
as physical infrastructure.

Tweaking the financial regime to increase domestic capital forma-
tion, such as taxing dividends and profits made on the stock market,
or giving tax breaks for investment in machinery and equipment.
Dealing with corruption—although this is not usually a problem for
foreign businesses (enterprise surveys) it clearly has been a problem
when foreigners become bemired in public projects.

Requiring technology transfer and domestic supply as part of FDI
projects.

Improving the effort to move up the value chain through

— Better support for tertiary education

— Encouraging a science-based culture among businesses,
including in the financial sector

— Carrying out industry studies to strategise upgrading in select
value chains.

NOTES

1. The GINI coefficient, ratio or score may be reported on 100 or on

1.0, is a measure of dispersion that indicates inequality of income.
A higher score indicates greater inequality. OECD scores vary from
the relatively egalitarian Slovenia (.236) to the unequal Costa Rica
(.488). Switzerland has a score of .299; the U.S.A. .390. The World
Bank report slightly different scores.

. Minh 2020 found that FDI has a negative effect upon GDP growth

in Vietnam, and observes that this ‘negative effect of FDI could
be explained by the fact that Vietnam is a labour-intensive economy
and almost FDI invested into Vietnam comes from investors who are
looking for low-cost and low-skill labour force. Accordingly, the FDI
enterprises locate the low added-value stages of production such as
assembling, processing and manufacturing in Vietnam and leave a
modest profit to the domestic economy’. Chapter 1 dealt with the
inconsistent results of such empirical work into the relation between
FDI and economic growth.
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CHAPTER 3

The Philippines: Decades Lost

Roderick Macdonald

Abstract By 1960, the Philippines had closed its borders to foreign
ownership and thus all but eliminated foreign direct investment. It also
curtailed imports and the terms of a transitory period of ‘free trade’
with the United States had left domestic firms incapable of competitive
exports. The situation changed marginally in the 1990s under Ramos. Up
to that time, the economy of the Philippines was stagnant. The Marcos
administration had partially turned around the economy but ultimately
failed due to excessive debt. Much of today’s rapid growth is explained
by business process outsourcing, that exports 30% of value added, and
retailing. Foreign direct investment is permitted in both sectors, and
retailing is aided on the demand side by personal remittances.

Keywords Closed economy - Ownership - Retail - Business process
outsourcing - Remittances

INTRODUCTION: CLOSURE, OPENING
AND PERFORMANCE OF THE PHILIPPINE EcoONOMY

The Philippines had a fast-growing economy before the onset of covid-
19. Not only was it among the fastest growing in the region, it is among
the fastest growing in the world as Table 3.1 reveals. If we exclude small
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Table 3.1 Fastest growing economies worldwide, small countries excepted

Countries with population over 10 million Countries with population over 60
million

Rank Ratio 2018/2009  Rank Ratio 2018/2009

1 China 1.715666028 1 China 1.71566603

2 Ethiopia 1.670750842 2 Ethiopia 1.67075084

3 Myanmar 1.606807705 3 Bangladesh 1.5403071

4 Bangladesh 1.540307099 4 India 1.53690815

5 India 1.536908155 5 Vietnam 1.49062133

6 Cambodia 1.531026563 6 Philippines 1.4389248

7 Vietnam 1490621325

8 Georgia 1.464257363

9 Uzbekistan 1.452315947

10 Philippines 1.438924802

Source Author’s calculations based on World Bank national accounts data, and OECD National
Accounts data files

populations such as the Virgin Islands, the Faroe Islands, the Channel
Islands, Gibraltar, Liechtenstein and others, the Philippines are among the
six consistently fastest growing economies in the world since 1995. It had
the ninth highest rate of growth in GDP per capita from 2015 to 2019
among nations with a population over 10 million. Before the covid-19
pandemic, there were many arguments for projecting this growth into the
years to come, such as the demographic sweet spot in which the Philip-
pines is arriving (a large proportion of the population is of working age),
and the prospects of the business process outsourcing industry (firms
providing back office services, such as accounting or IT, and/or front
office services such as marketing, sales and after-sales; these firms are an
important source of growth for the Philippine economy).

This consistent, long-term, fast paced growth would make the Philip-
pines a poster child for an open economy... except that the Philippines is
far from an open economy.

The Philippine economy 4as been opening slowly and reluctantly since
the 1990s. Trade has been increasing since 1985, but 1997 was the
peak of trade as a percentage of GDP, dropping from 108 to 69% by
2019. Foreign ownership is heavily restricted, and trade policy has been
markedly protectionist almost since the inception of the republic. Indeed,
the Philippines have arguably attempted to close the economy since before
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independence. As for mobility of labour, expats need to obtain three
different permits to work in the Philippines: (1) a work visa (the most
common being the Pre-arranged Employment Visa or 9(G) visa), (2) an
alien employment permit and (3) a provisional permit to work. The only
claim that the Philippines have to an open economy is that remittances
from Filipinos working abroad are equal to nearly 10% of GDP. Remit-
tance are transfers of funds from persons working abroad to someone
in the home country. Among countries with large populations, only the
Ukraine and Egypt have recently surpassed the Philippines in personal
remittance inflows.

The recent performance of the economy of the Philippines stands in
stark contrast to the results of the last half of the twentieth century. Data
are not easily available previous to 1960, and the Philippine economy
began to open after the start of the Ramos administration in 1992 with
effect delayed somewhat, so the comparison years chosen are 1960-
1995. However, Fig. 3.1 shows the comparative sluggishness from 1950
using Penn World Table data. Table 3.2 shows that the Philippines had
the second-worst performance among larger ASEAN nations over 1962—
1995, barely besting Burma/Myanmar, with its terribly mismanaged
economy that was also closed for some time. Incredibly, even war-torn
and embargoed Vietnam performed better. These results are probably
skewed by the artificial exchange rate of the Philippine peso after the
Second World War. When the peso finally was allowed to float with respect
to the US dollar in 1961, it dropped from 0.5 to 0.27 $US. However,
even halving the starting GDP per capita would result in a lower growth
rate than those enjoyed by neighbouring economies.

The following sections will first examine how the Philippines became a
closed economy and then analyse the economic performance that resulted
from that closure in greater detail. Finally, the current performance will
be explained partly by a timid opening of the economy since the 1990s,
and partly by some growth in GDP that is not an increase in the capacity
to produce wealth—unless you blindly define wealth as GDP.

A Brief Overview of Philippine Intevnational Trade Before 1946

Although there was probably a small amount of trade between India and
the Philippines, any Hindu and Buddhist influence probably arrived via
relations with the Majapahit Empire (late thirteenth to early sixteenth
centuries) centered in the Island of Java of present-day Indonesia. The
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Table 3.2 Growth of i
largcr ASEAN Country Ratio 1995/1962 CAGR

) . 1962-1995 (%)
ceconomies. StatIStICS

report the relationship Philippines 1.37 1
between GDP per capita  Malaysia 4.70 7
in 1962 and 1995, with ~ Thailand 7.36 9
the exception of Indonesia 4.25 6
Vietnam. World Bank Myanmar 1.32 1

Viet Nam 2.07 3

national accounts data,
and OECD National
Accounts data files

(1970-1995)

Kawi script, in which the earliest dated document of the Philippines was
written, came from Java.

Filipino merchants travelled to Guangzhou and Quanzhou (China) for
trade at the end of the tenth century.

Traders from the Middle East brought Islam to Southeast Asia in the
thirteenth century, and both Arabs and Malays had brought that reli-
gion to the Philippines (especially to the Sulu Islands, Mindanao, but
also further north) in the fourteenth century.

Europeans arrived in 1521 when Magellan, a Portuguese navigator
working for the Spanish crown, landed on the Eastern Samar Island
of Homonhon. After 40 years of the usual pleasantries with the locals
and with other European empire builders, Spain made the Philippines
a colony. This led to new experiences of internationalism. There was
mobility of ‘labor’ into the country in the form of fortune seekers who
would constitute the top level of labelling by ethnic origin (peninsu-
laves—trom the Iberian peninsula, insularves—‘pure’ Spaniards born in
the Philippine Islands, mestizos—mixed blood de Espasiol or de Sangley
[Chinese], tornatras, [Filipino, Spanish and Chinese ancestry] and then
indios—Austronesian origin—and #negritos—Aeta origin). Within Spain,
the wealthy aristocracy was thriving on the riches of the Americas while
trade and agriculture were shunned by the rest of the population. This
created a situation where the majority looked for support by attaching
themselves to rich nobles or the Church. (Moses 1893) This was seen
as preferable to productive toil, but did not satisfy the more ambi-
tious. Over the fifteenth and sixteenth centuries, the population of Spain
declined from 10 to 6 million. The expulsion of the Jews and the
Moriscos contributed to this, but it is also true that large numbers sought



72  R. MACDONALD

their fortune outside the country. Perhaps they brought this rent-seeking
approach to business and the economy with them to the Philippines.

The Philippines also served as a sort of trading post or clearing house
for Asia goods on their way to Europe or at least elsewhere in the Spanish
Empire, particularly with the Manila-Acapulco trade referred to variously
as Manila Galleons, tornaviaje and Galyon ng Maynila at Acapulco. Bjork
(1998) argues that this trade made little sense for Spain, but fit well
with Chinese and Mexican interests. This may well have been a first
lesson in profit benefitting the few, and of international trade benefit-
ting foreigners. In any case, a Spanish royal decree in 1804 ended the
partial subsidy! that supported the arrangement, and the trade came to
an end in 1815. By this time, however, industrialisation was leading to
a wealthier Europe and demand both for raw materials (such as hemp)
and for pleasant consumables such as sugar and tobacco. The proceeds
from these exports allowed the landowners to purchase the products of
European industrialisation, leading to a deeper experience of international
trade beyond being a mere trading post. Not so with the tenant farmers,
because their rents rose to 70% of the harvest and financing became
extortionary in the nineteenth century (McCoy 2009).

The Spanish colony experience came to an end in 1898 with the
extinction of the Spanish Empire. The Filipino elite had acquired notions
of freedom and independence in the nineteenth century, leading to
various resistance movements. The Spanish American War led the US
to support these movements until victory over Spain made the Philip-
pines a US colony. Being labelled a coloniser did not sit well with
politicians in the United States of America. The solution was to shift
the Philippines from military to civil administration, erecting bicameral
government institutions in the Philippines with elected representatives
(the US Congress Organic Act in 1907 and the Jones Law in 1916—the
Philippine Commission being an appointed body in 1907).

The civil administration oversaw considerable improvement in ports,
roads, railways, communications and even the financial system. There
was an attempt to reform the agricultural system by transferring land to
farm workers who had been virtually peasants, but it failed in the face of
landowner resistance, in stark contrast to the experiences of Korea and
Taiwan. Basic education also flourished, boosting literacy and providing
some basis for social mobility and some real democracy.
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In the 1930s, political forces within the United States and within
the Philippines wrangled over the terms of an eventual Philippine inde-
pendence, leading to the 1934 Philippine Independence Act (called the
Tydings—McDuffie Act) establishing a procedure for the Philippines to
acquire independence after a ten-year transition. It was thus in the years
of the Great Depression that the first seeds of Philippine economic policy
were planted (see Sicat 2008, 4). This time, the experience of European
colonisation (as well as later terms of independence? imposed by some
parties in the U.S.) explain much of the protectionist tone of Philip-
pine economic policy in the twentieth century. The National Economic
Protectionism Association, founded in 1934, still exists today.

INDEPENDENCE, ORIGINAL SIN AND BARRIERS TO TRADE

Japanese occupation during World War II slightly delayed the indepen-
dence plan. The liberation of the Philippines in September 1945 saw
between 100,000 and 300,000 civilians die in Manila alone and much
of the country’s infrastructure destroyed. One million Filipinos died in
the reconquest of the islands. Japan lost and is blamed for these deaths.
Perhaps rightly so. There was a brief continuation of the Commonwealth
status until July 4, 1946. Perhaps Americans chose this date—it was not
until the 1960s that the Philippine Independence Day was changed to
June 12.

The US provided funds to rebuild the Philippines (estimates vary from
$US520 million to 2 billion; the most detailed account is Sicat 2019), and
made good on the plan for an independent Philippines. However, there
were strings attached. Free trade (with quotas imposed on key Philippine
exports) with the United States was to be at an imposed exchange rate
that hamstrung exporters in the Philippines. The pre-war exchange rate,
from a time when the Philippine industrial base and the infrastructure had
not yet been destroyed, was the rate dictated by the United States. The
Maddison data (Bolt et al. 2018) estimate that the GDP per capita of
the Philippines in 1946 was less than half the 1940 level, which was not
attained again until 1962. US GDP per capita, in contrast, had increased
12% from 1941 to 1946. The slanted playing field for ‘free trade’ with
the US would ultimately reinforce the protectionist vision and dislike of
foreign ownership that began to appear in the 1930s, and do so at a time
when most of the developed world was moving from protectionism to
gradual globalisation. Chikiamco (2020) called the gross over-evaluation
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of the peso the ‘original sin’ of the Philippines.® The experience would
lead to the creation of the Tariff Commission in 1953, and decades of
tariffs and non-tariff measures.

The 1970s saw some softening in this resistance to trade. In 1973 the
Marcos martial law administration established the National Economic and
Development Authority, foreseen in the constitution of that same year,
absorbing the National Economic Development Authority which had
previously replaced the National Economic Council of 1935. It oversaw
the Tariff Commission. Executive Order No. 230 would reorganise the
National Economic and Development Authority in 1987.

Meanwhile, the Philippines acceded to the General Agreement on
Tariffs and Trades in December 27, 1979 and would be included in the
World Trade Organisation upon its creation on January 1, 1995.

The mandate and functions of the Tariff commission were redefined
by Republic Act No. 10863, the Customs Modernisation and Tariff Act
in 2016.

These series of dates reveal influences within (various presidential
administrations) and without (what was eventually correctly or incor-
rectly called the Washington consensus) encouraging the Philippines to
open up to international trade. These influences have had modest success.
There is some improvement in policy. The Philippines continue to use
tariffs to protect local producers so that imported manufactured goods
competing with locally produced goods face higher tariffs than those
without local competition. The country has set ceilings for 67% of its
tarift lines (products as defined in lists of tariff rate) in the World Trade
Organisation (WTO), with a simple average WTO bound tariff rate of
25.7%.* Figure 3.2 shows that, as of 2017, the Philippines had middling
levels of trade barriers in the form of tariffs. The list of tariffs (ranking
44th in the out of 140 nations in the World Competitiveness Index”) and
non-tariff measures (42 out of 140), even within the ASEAN free trade
zone® is an improvement upon the past.

Unfortunately, the trade performance of the country has followed a
generally diminishing trend with a fairly constant negative trade balance
(see Fig. 3.3 Comparative trade (% of GDP)). The Philippines are
internationally reputed for the quality of seafarers, nurses and domestic
workers, but not for products nor exported services (other than low-
end business process such as call centers in the twenty-first century).
Even today, although about 75% of gross exports are domestic value
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Fig. 3.2 Dhilippine barriers to trade 2007-2019 (Data sources WEF [2017,
2019])
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Fig. 3.3 Comparative trade as % GDP (Data source World Bank national
accounts data, and OECD National Accounts data files)

added, much of this domestic value added is accounted for by agri-
culture, fishing and mining. Imports are depressed by the purchasing
power of the population, the highly negative trade balance, and remaining
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trade barriers protecting various domestic businesses. This last protec-
tion reduces competitive pressures on some while increasing the cost of
imported inputs for others. Combined with poor financing, this keeps
domestic manufacturing uncompetitive and explains the weak export
potential of Philippine businesses even today.

Restrictions on Foreign Ownership and Foveign Divect Investment
into the Philippines

Article 12 of the 1935 Constitution of the Philippines had restricted
ownership of real or business assets to Filipinos or entities with a
maximum 40% foreign ownership. However, the 1947 ‘Parity Amend-
ment’ of the (1935) Philippine constitution granted American citizens
rights to Philippine natural resources equal to those of any Filipino. Also
in 1947, a 99-year lease was granted for US military bases. Foreign actors,
predominantly from the USA, had controlling interests in manufacturing,
commerce, electricity and mining in 1948 (Lindsey 1987). Citizenship
restrictions with respect to foreign investment did not affect United States
citizens until 1974 (Dolan 1991). A new constitution came into force in
1973, a year after Ferdinand Marcos declared martial law. Marcos had
not succeeded in convincing the Philippine Congress to facilitate foreign
investment before that point. With the new constitution and martial law,
the ‘technocrats’ who formulated his economic policies no longer had to
face the obstacle of economic nationalism. However, while their policies
may have seemed radical in the context, there continued to be consider-
able restrictions in foreign ownership (often limited to 40%) in spite of the
announced interest in foreign capital. FDI reached 35% of the objective
in 1974, declining thereafter as a percentage of targets. Perhaps Marcos
wanted most new business to be controlled by his family and friends.

A provisional constitution followed the People Power Revolution
in 1986. A more fully developed constitution was ratified in 1987.
Sections 10-12 of article XII are particularly relevant, excluding
foreigners from professions and limiting foreign ownership ‘in certain
industries’ to 40%.” In practice, approval by the Philippine Board of
Investment was required for any new majority business ownership.

In summary, foreign ownership has been severely restricted in the
Philippines since independence with the sole and resented exception
of American interests that ended in 1974. The impact of the Marcos
regime was minimal, especially because the ending of American privilege
counterbalanced any search for other foreign capital.
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Economic RESULTS

Figure 3.4, 1995, presents the variations in wealth of the Philippines
for the comparison years of 1960-1995. It appears to indicate modest
growth. Figure 3.5 qualifies this impression. Compared to Singapore and
even to Malaysia, the Philippine economy seemed to be almost standing
still. This is perhaps somewhat of an exaggeration. There was definite
improvement for a small percentage of citizens, and many left the coun-
tryside to seek their fortune in the big city. Unfortunately, many of these
found their destiny in slums. And, if many left the countryside, others
remained. Filipino farmers and fishermen were desperately poor in the
twentieth century, to a great extent because their markets were inefficient
and controlled by a wealthy few and in part because many in farming
were crop workers who did not own any land, while others had unclear
rights over their family property. Data on wealth distribution from that
epoch is sparse, but probably would indicate a similar or worse situation
to recent data discussed below. Figure 3.1 above gave some idea of how
the buying power of the average Filipino compared to that of citizens in
other countries.
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Fig. 3.4 Philippine GDP per capita 1960-1995 (Data source World Bank
national accounts data, and OECD National Accounts data files)
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Fig. 3.5 GDP per capita compared (constant 2010 US$) (Data source World
Bank national accounts data, and OECD National Accounts data files)

The comparison years of 1960-1995 appear to show that closing
an economy makes it difficult for that economy to grow.

However, two objections need to be addressed. First, about half of
those comparison years correspond to the Marcos administration in the
Philippines. Could it not be that the kleptocracy of the Marcos admin-
istration undermined the efforts of Philippine administrations before and
after him? Second, the Philippine economy has been growing rapidly in
the twenty-first century, but the ratio trade-to-GDP has been decreasing
at the same time. Aren’t the comparison years just a convenient choice
to get the result of stagnation? The following sections address these
objections.

A Closer Look at the Marcos Regime

It is important to understand that the Marcos regime (1965-1986),
although it accounts for more than half the 35 comparison years, is not



3 THE PHILIPPINES: DECADES LOST 79

the root cause of the economic woes of the Philippines in the second half
of the twentieth century.

Data for the early post war years is incomplete and so is excluded from
the comparison years, but a reasonably indicative description can be drawn
from what is available. To support a sense of patriotism and as part of
efforts to minimise foreign participation in the economy, a succession of
governments during the 1950s and 1960s focused on import substitu-
tion that saw the rise of exclusivist economic nationalism. Over 1949 and
1950, imports fell by almost 40% to US$342 million and surpassed the
1949 level in only one year during the 1950s.

At first net, domestic product from manufacturing grew rapidly, aver-
aging 12% growth per annum in real terms during the first half of the
1950s, contributing to an average 7.7% growth in the GNP, a higher
rate than in any subsequent five-year period. However, in the second half
of the 1950s, the growth rate of manufacturing fell by about a third to
an average of 7.7%, and real GNP growth was down to 4.9%. It should
be remembered that much of Philippine manufacturing was destroyed
or damaged during the Japanese occupation and the American re-taking
of the Philippine Island, particularly in Luzon. The Philippines were
simply getting back to pre-war productive capacity, but with the hand-
icap of unfair competition from American imports with their exchange
rate advantage.

In addition, prior to 1970, Philippine exports consisted mainly of agri-
cultural or mineral products in raw or minimally processed form. From
1960 to early 1962, import controls were phased out. Imports increased
rapidly. Another acceleration of imports occurred in the early 1970s, this
time raising the import to GNP ratio to around 25%, the level at which
it remained into the 1990s. The Philippines had difficulty in generating
sufficient exports to pay for its imports. In the forty years from 1950
through 1990, the trade balance was positive in only two years: 1963 and
1973.

In the 1970s, the country began to export manufactured products,
especially garments and electronic components, and the prices of some
traditional exports declined. By 1988 non-traditional exports comprised
75% of the total value of goods shipped abroad. However, total exports
did not take off until the 1990s.

The 1970s (years of the Marcos administration) return exceptional
results against the general trend of the post war twentieth century as
witnessed by Fig. 3.5. There is strong growth for a little over a decade.
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There is a slight decline in the late 1960s when Marcos first took power,
and a strong decline from 1982 until 1986 as opposition to the regime
heated up.

That administration made two major changes in economic policy: (1)
a large fraction of business ownership was transferred to the government
(controlled by Marcos), as well as to the Marcos family and friends; and
(2) the central government borrowed heavily in order to expand the
industrial base of the Philippines. Of course, the two changes are not
unrelated, as the new funds were used to the benefit of both government-
controlled and crony businesses. Marcos has been strongly demonised
for these two economic changes, as well as for his authoritarian regime
that was far from benign. However, both economic changes should be
understood in context.

Marcos moved control of the Philippine economy from the hands of
the leading families into his own hands, those of his cronies and to the
direct ownership of the government that he controlled. This is one of the
reasons he is labelled a kleptocrat. It is nonetheless true that an inordi-
nate portion of the Philippine economy was in the hands of a few families
before the time of Marcos, and after the time of Marcos until today.®
These family holdings are generally in businesses that do not produce
internationally tradeable goods, nor use imports as input. The families
had an influence on economic policy before and after the Marcos admin-
istration, fostering the economic nationalism born in the 1930s. Again,
this was also quite understandable given the unhappy experience of free
trade with the United States immediately following World War II.

Marcos also borrowed heavily in the 1970s with an intent to stimulate
the industry sector (perhaps with particular emphasis on the holdings of
government, his family and his cronies). External debt increased from
US$722 million in 1965 to US$12 billion in 1980 (Erbe 1982). The
recourse to debt was an obvious mistake from the hindsight of the late
1980s and the 1990s after Paul Volker raised US interest rates to 20%
in a successful effort to stave off American stagflation caused by Richard
Nixon’s economic decisions of 1971. This made the Marcos borrowing
extremely burdensome.

The recourse to debt rather than FDI was in part motivated by
economic nationalism (born in the 1930s and reinforced by the ‘free
trade’ experience with the United States) and in part because Ferdinand
Marcos wanted to control most new business either directly or through
cronies. This recourse to debt contrasted with neighbouring countries
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Fig. 3.6 External debt compared (Data source World Bank, International Debt
Statistics)

(see Fig. 3.6) and would boomerang to a finance-draining effect during
the high interest years of the 1980s. Today Ferdinand Marcos stands
accused of saddling the Philippines with inordinate debt. However, absent
Marcos, the other reigning families would have needed to do the same,
or clse the Philippines would not have experienced their growth spurt
through to 1983. The country was short of capital.

Much is made of the Philippines being the richest country in South-
cast Asia in 1950 (and a few erroncously assert that Singapore was the
poorest). Three considerations reveal that this myth is fallacious. First, the
data we do have (See Table 3.3) clearly indicate that the British territories
of Hong Kong, Malaysia and Singapore, as well as Japan and Taiwan, were
all wealthier than the Philippines, with Korea not too far behind. Second,
the estimates we have are based on the conversion of local currencies
following the 1944 Bretton Woods arrangement, with the Philippine peso
tied to an unreasonable exchange rate, overestimating Philippine wealth in
US dollars. Third, the Philippines were ravaged by the Second World War.
Most of the Pacific archipelago nations received funding from the United
States of America (Indonesia ($215 million), Taiwan ($1.051 billion) and
Japan ($2.44 billion). These funding levels reflected the level of destruc-
tion in each country. The US did provide $US 800 billion in post war aid
after destroying much of the industrial base in an effort to oust Japan from
the Philippines. Unfortunately, due to quirks of how democratic govern-
ment decisions are made in the USA,? the Bell Trade Act of 1946 and the
‘“free trade’ years that followed erased much of the impact of these funds
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in the Philippines. As a result, the Philippines were strapped for capital
right up until the time of Marcos.

The 1970s resembled the 2020 US money market, although for
different reasons. Interest rates were low because oil-producing nations
needed to lend money. At the same time, there was a strong need
for money in the Philippines. Just as in 2020 many in North America
borrowed at low rates and increased their wealth with the boom of the
stock market after the stimulus offered by the Trump administration, so
too the Marcos administration sought to benefit from and harness the
abundant cheap money available at the time. The result was the indus-
trial boom indicated by Fig. 3.7 by manifesting the portion of GDP
contributed by industry as opposed to services, agriculture, fisheries and
forests.

Unfortunately, a portion of the incoming funds were diverted to the
enrichment of the crony club. Further, funds directed to one potentially
game-changing project were mismanaged by both the Marcos and the
Aquino administration that followed his fall: nuclear power.!°

Although protection may have made Philippine manufacture uncom-
petitive, it is also true that the prohibitive cost of energy also was a factor.
Initiated under Marcos, the two-reactor nuclear power plant project in
Bataan would provide cheaper electricity to all of Luzon, where about
half the Philippine population and industry resides. However, corrup-
tion affected both the original contract (awarded to Westinghouse rather
than General Electric) and subsequent use of funds. The General Elec-
tric bid was two power plants for US$700 million. The Westinghouse
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Fig. 3.7 Industry contribution to GDP (Data sources Author’s calculation from
PSA [2020a])
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bid was for one plant with two reactors for US$500 million, that even-
tually became one reactor for US$1.1 billion, then, after additional safety
features added, US$2.2 billion. The Philippine government borrowed
and committed to expenditures and the plant was built, but never saw
operations because the Aquino administration shut down the project (see
Mendoza et al. (2016b) for a fairly complete analysis and timeline of the
project from context to closure.) As a result, the Philippines took on all
the risk of a massive investment, then walked away from any possible
returns, and Philippine businesses and consumers alike remain saddled
with high electricity costs today.

The vaguely S-shaped curve of GDP and GDP per capita growth for
the Philippines during the Marcos years and their aftermath is the manifes-
tation of a re-organisation of ownership and with it, a change of emphasis
to manufacture under Marcos and back to services after him, as Fig. 3.8
indicates. Thus, domestic manufacturing was crushed in the early years
of independence, then overly protected for a few years, nurtured but also
controlled by Marcos, then neglected after the People Power revolution as
the oligarchic families organised economic policy around their businesses:
non-exportable goods and services.

As a result, the Marcos regime does present an anomaly in the evolu-
tion of the Philippine economy, but neither explains the stagnation of that
economy in the last half of the twentieth century, nor is allowed to over-
come that stagnation. Rather, it reveals how economic policy before and
after the regime is responsible from much of that stagnation, providing
rent-seeking conditions for business interests centered on non-tradeable
goods.
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Fig. 3.8 Evolving GDP structure at constant 2018 prices. Vertical axis in
percent (Data source PSA [2020b])
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The Philippine Economy Since the 1990s

The second objection to a link between closure of the Philippine economy
and stagnation is the fact that recent rapid growth coincides with a
decrease in the trade to GDP ratio.

The Fidel Ramos administration came into power on June 30, 1992
and would prove to be a (modest) turning point for the economy of the
Philippines. Change in fact began a year earlier, on June 13, 1991.

De Iure Opening to Foreign Capital

A country can establish a policy that allows foreign ownership and thus
encourages foreign capital to enter the country. That is the law, de iure.
This does not mean that funds will in fact enter, de facto. If there is no
interesting investment opportunity, funds will not enter.

The Foreign Investments Act of 1991 (or Republic Act No. 7042 (as
amended by Republic Act No. 8179) sought to increase foreign direct
investment by loosening the restrictions. It did so by allowing foreign
direct investment with 100% ownership except in certain cases. The intent
was to invite foreign direct investment where it could benefit the Philip-
pine economy—large investors in exporting industries; smaller operations
with advanced technologies and generally not threatening established
domestic rivals. This translated into three lists: (A) activities reserved to
Philippine nationals by the Philippine Constitution and specific laws—
foreign ownership was limited to zero or various minority levels; (B)
activities where, for reasons of national security, health, morals and
protection of small- and medium-scale enterprises, foreign ownership is
limited to 40% in some activities; (C) areas of investment in which existing
enterprises already serve adequately the needs of the economy and the
consumer and do not require further foreign investments. These Foreign
Investment Negative Lists have been modified ten times as of 2020.
Although restrictive and a little complicated, this development provided
two advances for the foreign investor. First, the entire optic changed to
restrictions being the exception rather than the almost universal case with
exceptions. This is true even if the number of exceptions seems more
numerous than the activities covered by the general permission of foreign
majority ownership. The second advantage is a corollary. The potential
foreign investor need only consult the lists to verify if majority ownership
is excluded before proceeding to more detailed analysis.
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The Special Economic Zone Act of 1995 (Republic Act No. 7916,
amended by Republic Act 8748) provided for the establishment of special
economic zones. Today there are numerous (over 300) export processing
zones, free trade zones and certain industrial estates that are all associ-
ated with special tax treatment and allow importation of goods free of
customs duties. Although the Act did not diminish restrictions on foreign
ownership, it built upon the 1991 Foreign Investments Act by making
investments in those zones more attractive. In 2000, the Board of the
Philippines Economic Zone Authority (PEZA) established guidelines on
the registration of IT Enterprises and IT Parks and Buildings and offered
various incentives for the establishment of I'T businesses. A 2017 resolu-
tion of the Board of PEZA extended the definition of economic zones to
include the land on which ‘IT buildings’ are located.

Republic Act 8762, known as the Retail Trade Liberalisation Act of
2000, allowed foreign ownership of retailers of luxury goods if the paid-
up capital was over US$250,000, and any retailer with paid-up capital
of US$7,500,000 or more (provided individual stores had US$830,000
capital investments). A 2021 amendment saw this minimum lowered to
US$1,000,000.

De Facto Inward Movement of Capital

Figure 3.9 presents the FDI performance of the Philippines since 1970.
Two characteristics are obvious: saw-toothed variations until 2010 and a
dramatic change since 2010. The saw-toothed variations from the 1991
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Fig. 3.9 Foreign direct investment, net inflows (BoP, million current USS$)
1970-2019 (Data sources International Monetary Fund, Balance of Payments
database, supplemented by data from the United Nations Conference on Trade
and Development and official national sources)
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Foreign Investment Act up to 2010 are explained in large part by the
Asian financial crisis of 1997-1998 and the global financial crisis of
2007-2010. The upswing in 2010 occurs with the change of presiden-
tial regime from Gloria Macapagal-Arroyo (2001-2010) to Benigno S.
Aquino III. Although the former regime boasted a superficial improve-
ment in economic performance with 5% economic growth, it was marked
by increasing poverty rates and various scandals leading to impeachment
complaints in four different years. Similar observations can be made of
the 1991-2001 period. The crises and regime changes overwhelmed any
effect of changes in foreign ownership policy excepting, as we shall see
below, foreign direct investment in retailing.

Figure 3.10 maintains the saw-tooth performance and link to financial
crises and presidential regimes. In addition, it underlines the weakness of
the Philippine performance compared to peers in the region. Singapore
is notable absent from the figure. Singapore’s lowest statistic over 1991—
2018 is 4% of GDP in 1992, with most years varying from 15 to 20%.
For the cumulative effect, see Fig. 3.11.

Policy, law and regulations not been the only impediment to foreign
capital. Weak infrastructure in a sprawling and mountainous archipelago
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Fig. 3.10 Foreign direct investment inflows as % GDP for large ASEAN nations
(Data sources International Monetary Fund, International Financial Statistics and
Balance of Payments databases, World Bank, International Debt Statistics, and
World Bank and OECD GDP estimates)
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Fig. 3.11 Inward stock of FDI compared for Philippines and Vietnam (Data
source UNCTADstat)

increases the cost of doing business. The Philippines are in dire need of
massive infrastructure investments (ranking 63rd on World Bank Logistics
Performance index, compared to 42nd for Vietnam and 35th for Thai-
land, see LPI [2020]) to deal with the numerous islands and extensive
mountainous terrain. The effectiveness of the infrastructure in place is
further diminished by the chronic natural complications of typhoons and
numerous landslides during the rainy season as well as the sporadic effects
of earthquakes and volcanoes.

Finally, if economic nationalists have been losing the policy battle since
the early 1990s, they have been able to fall back upon a maddeningly
inefficient bureaucracy and pervasive corruption to limit the impact of
policy upon FDI.

De Iure Opening to Trade

Figure 3.12 shows increasing openness of the Philippines to interna-
tional trade as tariffs dwindle. However, the Philippines still have higher
frequency (72%) and coverage (85%) ratios for non-tariff measures than
the world average (WITS 2020). Reyes (2019) reports 29 different Philip-
pine agencies issuing non-tariff measures, with increases in the number of
measures, the number of products covered and the number of product
regulations from 2015 to 2018. Table 3.4 reveals the sluggishness with
which trade opened, since all the pending partners have signed more
agreements and more rapidly than the Philippines.
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Fig. 3.12 Weighted mean of tarift applied to all products (Data source World
Bank staff estimates using the World Integrated Trade Solution system, based
on data from United Nations Conference on Trade and Development’s Trade
Analysis and Information System [TRAINS] database and the World Trade
Organisation’s [WTO] Integrated Data Base [IDB] and Consolidated Tariff
Schedules [CTS] database)

De facto Opening to Trade

The Philippine economy has been opening to international trade since the
1990s, but very timidly. Figures 3.13, 3.14 and 3.15 tell a grim story:
Philippine businesses were unable to compete in the export market. The
major exception was business process outsourcing. It is studied below in
the next section which examines the quality of GDP growth.

AN ANALYSIS OF GDP GrOwWTH
The Production Approach

The five fastest growing sub-sectors of the Philippine economy from
2000 to 2019 were Professional and business services, Information
and communication, Financial and insurance activities, Construction,
[‘other services’, which we shall not consider] and Accommodation and
Food services. Although construction can be cyclical in many advanced
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Table 3.4 Table Philippine free trade agreements, effective and pending as of
December 2020

e Dhilippines—Japan Economic Partnership Agreement (2008)

e ASEAN Trade in Goods Agreement (2009)

e Dhilippines—European Free Trade Association Free Trade Agreement (2016
effective 2018)

e Philippine—Korea Free Trade Agreement (2019)

e Dhilippines—European Union Free Trade Agreement (pending)

e Dhilippines—United States Free Trade Association (pending)

Agrecments through ASEAN (all effective):

e ASEAN Free Trade Area

ASEAN-Republic of Korea Comprehensive Economic Cooperation Agreement

ASEAN-Japan Comprehensive Economic Partnership

ASEAN-India Comprehensive Economic Cooperation Agreement

ASEAN-Hong Kong, China Free Trade Agreement

ASEAN-People’s Republic of China Comprehensive Economic Cooperation

Agreement

e ASEAN-Australia and New Zealand Free Trade Agreement

Sources Asia Regional Integration Center of the Asia Development Bank, Republic of the Philippines
Tariff Commission, Republic of the Philippines Department of Trade and Industry

economies, in the Philippines it has grown every year since 2000. The
following paragraphs examine some of these categories as available data
permit.

Both of the fastest growing categories are part of an often-touted cate-
gory for which hard to compare statistics are also available: IT-BPM or
Information technology and business process management. Professional
and business services have grown eight-fold; Information and commu-
nication have grown five-and-a-half-fold. IT-BPM grew 16% from 2016
to 2017, reaching 567 trillion (thousand million) pesos (PSA 2020c¢) in
2017. The image that most people have of this industry is of success
in exploiting Filipino deference and Filipino mastery of English (more
people speaking English than in Australia, Canada and New Zealand
combined), to provide customer service. However, this is not quite accu-
rate. Voice-based service (such as inbound and outbound call centers) is
the largest employer with two-thirds of jobs within the IT-BPM cate-
gory, and generates a little more than one half of the income. Computer
programming, sales and marketing and computer consultancy and facil-
ities management together combine for a third of income. Again, only
one-third of the income is generated by transactions outside of the
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Fig. 3.13 Total trade in million constant 2010 US$ (Daza sources World Bank
national accounts data, and OECD National Accounts data files)
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Fig. 3.14 Trade as a percentage of GDP (Data sources World Bank national
accounts data, and OECD National Accounts data files)
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Fig. 3.15 Net trade in million constant 2010 US dollars (Data sources World
Bank national accounts data, and OECD National Accounts data files)

country (PSA 2020d). Thus, part of the growth in this category is in
more sophisticated, higher value-adding labour. However, the greater
part of this growth is simply displaced from other Philippine businesses
outsourcing to this sector.

Financial and insurance services are the next fastest growing category.
This is potentially crucial for the development of a Philippine economy
that has been marked by insufficient credit for private enterprise and
generally underdeveloped financial sector. However, this requires deeper
analysis to verify that a fundamental problem has been addressed: using
all deposits to finance other activities of the owners of banks. Certainly,
most businesses in the Philippines are underfinanced when compared with
other countries, as Fig. 3.16 shows.

Accommodation and Food services has grown three-fold. Part of
this growth is an increase of international tourism receipts, which has
increased five-fold over the same period (see Fig. 3.17). This is clearly
fresh money coming into the country, although many of the jobs created
have a low pay.

Many of the jobs in these fastest growing categories in the economy of
the Philippines are skilled and high value added. Unfortunately, they are
not the most important contributors to the growth rate of the Philippine
economy. Size is also important. One percent change in an industry that
is 5% of the economy has a greater impact than twenty percent change in
an industry that is 0.01% of the economy.
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The five categories that contributed to the largest change in value from
2000 to 2019 were Wholesale and retail trade and repair of motor vehi-
cles and motorcycles, Manufacturing, Financial and insurance activities,
Construction, Professional and business services. Of these, the first two
(trade and manufacturing) are almost double the size of the others. The
first category benefited from the Retail Trade Liberalisation Act of 2000,
while the last (professional and business services) was never on a restricted
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list and benefited both from the rise of business process outsourcing and
of I'T services worldwide, as well as the incentives targeting I'T parks from
at least 2000.

This first category makes up the equivalent of 18% of GDP in 2019. In
the UK, the figure was about 10% from 2000 to 2020. For Europe, it was
also about 10% of GDP in 2017 (Eurostat 2020). Indonesia’s portion was
12.8% of GDP in 2019. In New Zealand, Retail and wholesale were 9.3%
of GDP in 2018 (Stats NZ 2019; repairs are not specified anywhere in the
breakdown of GDP). Retail wholesale and motor vehicle repair is over-
sized in the Filipino economy. This is reflected in the employment figures:
18.7% of all employment in 2014, down from 19.9% in 2011. The only
category of services with greater employment in 2014 was ‘Community,
Social & Personal Services” at 22% of all jobs. Within the former category,
somewhere between 50 and 75% (or between 10 and 15% of all jobs in
the Philippines) are in retail establishments.

The greatest production sources of GDP growth are retail and busi-
ness process outsourcing. The first has benefitted from the relaxation of
restriction on foreign ownership while the latter never figured on any of
the historical restricted lists because it is relatively recent as a business.
In addition, about 30% of business process outsourcing is exported. This
supports the contention that opening to international trade and financing
can be beneficial to the country’s prosperity.

Unfortunately, these figures also suggest that much of the growth in
the economy of the Philippines involves low productivity work.!! There
is some money in the system on the demand side, but not increasing skills
on the supply side. Another concern is the threat of online retailing (and
wholesaling) for brick-and-mortar retailers.

Financial and insurance activities constitute the category that was the
next largest contributor to GDP growth. Jobs in these activities grew from
0.83% of all employment in 1992 to 1.34% in 2020 (see Fig. 3.18). These
are considered mostly high skill, high value activities, auguring well for
the increasing productivity of the Filipino workforce. They are, however,
a minuscule portion of the labour force. The Philippine banking system
is underdeveloped, and credit availability is comparable to the level in
Indonesia, a regional peer with similarly weak banking. There is need for
more rapid growth in these activities, although the majority of jobs in
brick-and-mortar retail banking are low value added.

If we look at the evolution of the entire labour force using the statistics
of the International Labor Organisation, there are grounds for optimism.
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Fig. 3.18 Philippine employment in finance and insurance activities (Data
source ILOSTAT labour force statistics)

Imposing a rather inaccurate division into skilled (managers, professionals,
technicians and associate professionals) and unskilled (service and sales
workers, craft and related trades workers, plant and machine opera-
tors, and assemblers, and alimentary occupations and skilled agricultural,
forestry and fishery workers) upon ILO occupation categories, there is a
growth from 19 to 40% for skilled occupations of the entire labour force.

This appears to contradict the growing GDP contribution of low
productivity work. Part of the problem is that none of the classifications
schemes—Ilarge occupational groups of the ILO (International Labour
Organisation), PSA (2019) (Philippine Statistical Authority) industries of
the economy contributing to GDP or activities contributing to unemploy-
ment—clearly discriminate between high skill or low skill employment.
The mostly unskilled occupations remain at 60% of the workforce. Again,
even in 2019, persons classified as self-employed without employees or
working without pay are 32.9% of the work force.

Another way to evaluate the trend to higher skilled work is to
group industries as higher or lower skilled. The data available makes
this somewhat difficult as there are no categories for electronics or
computers (although Cherry is a Philippine manufacturer of tablets
and smartphones), for pharmaceuticals and biological products (there
are 47 members of the Pharmaceutical Association of the Philippines,
although perhaps most of the sophisticated work takes place outside of
the country), nor for software publishing or programming (the Philip-
pine software association has over 100 corporate members, albeit many
with foreign brand names and active in industries using software such as
telecommunications, cloud services and consulting). Grouping as skilled
the available categories of chemicals, machinery (non-electrical and elec-
trical) and transport equipment, we get a growth in skilled employment
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from 14.00% to 15.2% of all jobs over 2001-2013, and 14.1-15.2% over
2010-2013. The latter is a rapid increase, but the time period is perhaps
open to cyclical effects. Most importantly, we still don’t have an indicator
of the most sophisticated activity. The ‘skilled’ industries have a portion
of moderately skilled employees, but nothing to compare to the push
Singapore made in the mid- to late 1980s. Electronics, pharmaceuticals,
software and other advanced industries are simply unlisted.

World Bank (2018) includes such positive affirmations as ‘a resur-
gence in manufacturing raises labor productivity’ (page 45) and ‘rapid
labor productivity growth in the service sector despite its dual nature’
(page 48). These assertions are true. For example, manufacture produc-
tivity, about 50% higher than services, is increasing and has very slightly
increased its share of GDP since 2009. Figure 4.2 of the report suggests
that the manufacturing sector is transitioning to more skill-intensive
production... if one is willing to accept that furniture and food manu-
facture are more skill intensive than the manufacture of textiles, wearing
apparel, and petroleum and other fuel products. This last category of
petroleum and other fuels products is capital intensive. Manufacturing
labour tends to be more productive as it becomes capital intensive. In
services this is not necessarily the case. Most services become more
productive as skills increase—such as in finance and software. Once
technology is good enough, skill is the determinating factor. Although
Figure 4.2 has a quantitative basis, it really depends upon several quali-
tative judgements about industries are more skill intensive (for example,
chemicals versus petroleum; some speciality chemicals could conceivably
require more skill than fuel production). However, if ‘skill’ is being used
as a synonym of labour intensive, then ‘Figure 4.2’ would suggest that
manufacture in the Philippines is becoming less capital intensive—not
necessarily a good sign.

Rodrik has observed that a premature de-industrialisation is occurring
in developing countries worldwide. He surmised that globalisation was
part of the explanation. A comparison of the contribution of manufac-
turing to GDP in the Philippines and Vietnam at first seems to be an
instance supporting his conjecture, as the relatively closed economy of
the Philippines derives a higher portion of GDP from manufacture than
does the open economy of Vietnam (see Fig. 3.19).

A more detailed examination of both policy and GDP statistics,
however, undermines this support. When we add mining, construction,
electricity, water and gas utilities to complete the gamut of industry
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Fig. 3.19 Manufacture as a percentage of GDP compared (Data sources World
Bank national accounts data, and OECD National Accounts data files)

beyond manufacture, then Vietnam exhibits a slightly higher portion of
GDP from industry than does the Philippines (see Fig. 3.20 Industry as %
GDP Philippines and Vietnam compared). Again, a much higher portion
of Vietnam’s GDP is generated by agriculture fisheries and forestry. If
we exclude this sector and compare the ratios of industry to services
for both countries, the Philippines appear clearly more ‘de-industrialised’
than Vietnam as Fig. 3.20 reveals. Further, the manufacturing value-
added ratio for Vietnam has been on a rapid increase since 2010, while the
same ratio in the Philippines has been in decline since 2000. The drop in
importance of Vietnam manufacture ten years ago can be ascribed to the
global financial crisis that reduced both demand and investment. The rela-
tively open and globalised economy of Vietnam has not de-industrialised,
and arguably is becoming more industrial, while the relatively isolated
economy of the Philippines, ‘protected’ from globalisation, has prema-
turely become a service economy.

Perhaps this evidence could be rejected. Since this trend is becoming
more marked, it could be argued that opening the Philippine economy to
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files)

globalizing influences was the cause, as Rodrik suggested for developing
nations in general. An examination of the expenditure components of
GDP reveals a different story for the Philippines.

Analysis Using the Expenditure Approach to GDP

Figure 3.21 shows the evolution of the different expenditure components
of Philippine GDP since 1995.

The visual impression is that investment (gross capital formation as a
percent of GDP) is a mirror image of the mostly negative net exports
(external balance on goods and services as a percent of GDP). This seems
to suggest that, in order to invest more, the country should either export
less and or import more. This contradicts common sense, and an increas-
ingly negative trade balance does not seem to be very good policy advice.
Closer examination reveals a different insight.

The total of household and government consumption is almost
constant and represents almost 85% of GDP. This leaves less than 15%
for investment when trade is balanced, far less than even stable advanced
economies are investing, and several times less than the historic rates of
the Asian tigers and dragons of Singapore, Hong Kong, South Korea,
Taiwan, Japan and China in their periods of rapid growth. However, it
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Fig. 3.21 Expenditure side components of GDP (Data source World Bank
national accounts data, and OECD National Accounts data files)

is to be expected since the Philippines have been short of capital since
World War II.

This was also the case of Vietnam at the start of the 1990s. As in the
Philippines, government revenues from taxes are low (although more by
policy than by evasion and ineffective collection). Like the Philippines,
Vietnam had a negative trade balance for many years. However, capital
formation (investment) in Vietnam was one third to one half higher than
in the Philippines as a portion of GDP, up until the Duterte adminis-
tration in the Philippines. The difference is foreign direct investment.
Successive government administrations in the Philippines did not allow
outside financing into the country until very timid changes beginning in
the 1990s. FDI inflows increased from 0.4% of GDP in 1992 and reached
a peak of 2.5% in 1994. It then dropped down until jumping to 3.2%
after the Asian financial crisis. It has breached 3% only once since then.
The increase in investment since the arrival of Duterte is strictly domestic,
perhaps in part because foreign media present his administration as that
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of a populist strongman and in part because he periodically leans towards
China and away from the United States.

The high percentage for household and government consumption
is not due to excessive government expenditure, nor to large dispos-
able income due to high wages. On the contrary, government arguably
underspends due to insufficient revenues explained by both modest tax
policies and inefficient tax collection (see Fig. 3.22). Evasion is a massive
problem.'? Household consumption might appear to be conspicuous in
some areas of Taguig, where single family mansions are a walking distance
from a golf course and polo club on prime real estate, and Sunday
mornings are car days, so that the children old enough to drive may
park their Lamborghinis and Ferraris for others to admire. However,
this is not representative of the Philippines. The Gini coefficient has
been consistently well above 0.4 since 2000, at times approaching 0.5.
Labour income share of GDP is 26.6% in 2017, allowing the Philip-
pines to rank 194th worldwide in the share of income—second-last
place. This was a decrease from 33% in 2004. In comparison, that share
was 48% in Thailand, 41% in Malaysia and 40% in Vietnam (ILOSTAT
2020). Switzerland, one of the wealthiest countries and best performing
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Fig. 3.22 Government revenue as a percentage of GDP compared (Data
sources International Monetary Fund, Government Finance Statistics Yearbook
and data files, and World Bank and OECD GDP estimates)
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economies worldwide, posted a share of 70.6% for 2017. Since govern-
ment revenue share of GDP was about 15% in 2017 and 2018, how can
household plus government reach 85% of GDP? A healthy portion of
household consumption is financed by non-(domestic) labour income: the
revenue of the very rich, and remittances from overseas Filipino workers.
These are Filipinos who leave their children and spouses behind to seek
work in other countries, because the domestic Filipino economy does not
provide them jobs with sufficient income to live decent lives. If we exclude
countries with a population under 10 million, the Philippines had the
highest remittances as percentage of GDP in the world until surpassed by
the Ukraine in 2016. Ukraine remittances have been increasing dramat-
ically since the start of military conflicts there in 2014 (see Fig. 3.23).
In 2019, personal remittances to the Philippines were US$35 billion, or
9.33% of GDP.

About two percent of Filipinos manage to work abroad, sometimes
in deplorable conditions and after covering their overseas expenses, and
remit amounts equivalent up to 10% of the expenditure capacity of the
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domestic economy. Notably, this factor increased from 3.3% to 10% of
the economy over 1990-2010, and from current US$ 5 billion in 1998
to $35 billion in 2019. These $35 billion are equivalent to 9.33% of GDP,
increasing the purchasing power of the large segment of a population
otherwise limited to the 26.6% share of GDP for labour income. Since
remittances were 9.33% of GDP, while domestic wages were the equiva-
lent of 26.6% of GDP, so that remittances were 37% as important of total
wages paid to all employees in the Philippines. Figure 3.24 shows that
the number of persons working abroad varied from 2% of total employ-
ment to a peak of 6% in 2008, with 5% in 2019 remitting that amount
equal to 37% of wages—overseas work had ten times the earning power
of domestic work after covering all expenses.

The growth in remittances brought an increase of purchasing power
equivalent to 15% of the GDP growth from 1998 to 2019. Analytical and
empirical work on the impact remittances on growth in other countries
has returned mixed results, from far greater than ‘addition’ to demand,
to slowing growth (Bayangos and Jansen 2009; Chami et al. 2003; Dridi
et al. 2019; Meyer and Shera 2017; Sutradhar 2020). The negative effects
are due to losses of productivity. Members of households receiving remit-
tances are less likely to search for domestic employment. Although this
argument by several researchers may be true, at least in the Philippines
it neglects the true reason why they do not search for further income:
the domestic economy does not have sufficient jobs and pays very poorly
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Fig. 3.24 Ratio of number of overseas workers to total employment (Daza
source International Labour Organisation, ILOSTAT database)
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(see Battistella 1995). A vibrant economy would provide incentive to
work even for members of households receiving remittances. Further,
on the ground and away from the computer terminal, these ‘household
members’ are often either the children or the parents of overseas workers.
Whatever the case, the undeniable multiplier effect of remittance cash
injection remains. A conservative 1.6 multiplier suggests that a quarter of
economic growth on the demand side is explained by remittances. This
corresponds well with the importance of the retail contribution on the
supply side.

CONCLUSION

The Philippine economy remained relatively stagnant from independence
on July 4, 1946 until the mid-1990s in spite of some shake up during the
Marcos administration.

GDP per capita barely moved compared to the growth of neighbouring
nations. The composition of GDP production did change over time, but
the contribution of industry eventually ended at the same level as it
began. Industry contribution to GDP in grew from 30.2% in 1949 to
35.6% in 1995, but would drop to 30% by 2015. It did surpass 40% for
a decade under Marcos, financed by debt. The Philippines did not expe-
rience the kind of industrialisation found in the transition of the Asian
Tigers to richer economies. Services, rather than industry replaced and
even mirrored the decreasing portion of GDP contributed by agriculture,
forestry and fisheries. Although population moved from the countryside
to urban areas from 1960 to 1990, industry could not absorb this number
of new employees, and most ended up in low-paying service jobs from
1980 (the peak year for industry under Marcos) onward.

At first glance, the economy has boomed since the 1990s, ranking
among the top five to ten fast growing economies of large countries since
the global financial crisis—measured on a GDP-per capita basis. Closer
examination uncovers some unpleasant facts.

Rural population remained at about 53% from 1990 to 2019. The
work of people in the country side was and is terribly mismanaged, thanks
to repeatedly unenforced land reforms, distorted marketing channels from
farmer to city consumer, and poor policy (see for example Mendoza
[2021]). Recent investment data is not available, but at the turn of the
century the Philippines had less than half (117) as many tractors per
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hundred square kilometers of arable land as did Vietnam (262). Philip-
pine sugar and rice exports have been replaced by sugar, rice and other
agricultural imports.

Services grew from 50 to 60% of the economy. Although there is
some good news thanks to the business process outsourcing sector not
being restricted from foreign investment nor from exporting to lucrative
markets, growth in services and lessening relative importance of agri-
culture and fishing could lead to the relative impoverishment of a large
portion of the population rather than the blossoming of new, high value-
added jobs. Retail “Trade and Repair of Motor Vehicles, Motorcycles,
Personal and Household Goods’ have accounted for 30% of services from
2006 to 2017, while financial intermediation, a mix of both high value
and low paying jobs, grew from 11 to 13% of services but still only 7.3%
of the economy.!?

An outsized portion of GDP growth on the production side was in
the retail trade and business process outsourcing—both businesses with
little or no restriction on foreign investment, and the latter of which is
one-third export oriented.

This suggests that the Philippines economy was stagnant from 1960 to
1995 because of isolation from foreign trade and investment, and grew—
rapidly but with weaknesses—from 1995 to 2019 because of modest
opening to foreign investment and trade. The effect of the isolation
from 1960 to 1995 was all the stronger because the Philippines, severely
damaged during the Second World War, saw much of the war compensa-
tion and aid rendered less effective by the impact of the free trade with
the United States of America at an unfair exchange rate. Thereafter, the
Philippines abstained from exports and foreign direct investment could
have brought in much needed capital. Although the economy has been
timidly opening since the 1990s, there remains little incentive to invest in
capital intensive manufacture (Magnoli 2008).

Lack of capital alone was not and is not the only problem. Government
and business are conducted in a feudal-like culture where the immediate
quid-pro-quo interest of each actor is maximised rather than the good of
the country. This is only viable in the absence of competition and bene-
fits mainly the rich and powerful—and perhaps even these less than they
would benefit from a more robust economy.

Perhaps this paints too stark and negative a picture of an economy
that remains one of the fastest growing of among those of the world’s



3 THE PHILIPPINES: DECADES LOST 105

large populations. Filipinos show initiative in opportunity and in adver-
sity. Certainly, the poor and the (now larger and growing) middle class
are better off today than 20 years ago. The 2018 Family Income and
Expenditure Survey is filled with good news that on the average Filipino
household is able to save part of its income across all deciles by income
per capita. As Table 3.5 indicates, the income increase from 2015 to 2018
was 20% for the lowest decile, 15% for the next, 14% for the next and so
on down to 4% for the second-highest income and little more than 0% for
highest income, resulting in a reduction in the Gini coefficient down to
0.42. The poorest decile began to save, while savings tripled for the next
decile.

However, many Filipinos work long hours and then spend long hours
in ridiculous traffic, most often packed cheek-to-jowl in jeepneys before
returning home after transferring several times in a fragmented trans-
portation network. Some families are financed by members working
abroad for most of the year. Sadly, in many other families some members
use gambling and shabu to flee desperate situations. The 2020 (and
2021) pandemic has been devastating for the economy of the Philippines.
Not only have lockdowns and curfews prevented many from working
domestically, but remittance income has shrunk dramatically.

The Philippines are the only Christian and Catholic society in the
region, and perhaps the most truly Catholic population in the world (were
World Bank to compile a statistic such as the portion of church goers
without a seat because they did not arrive 15 minutes early). However,
it is hard to imagine an economy farther removed from the ideal of the
social doctrine of the Catholic Church. Filipinos deserve better.
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NOTES

. The decree ended the situado: ‘In addition to trade goods and
silver remitted in exchange for Asian goods, the galleons also
carried a situado from the treasury of the viceroyalty of New Spain
to the colony of the Philippines. This situado supplemented trib-
utes and duties collected by the colonial administration of the
Philippines out of which they paid the salaries of officials, military
expenses, the building of fortifications, and other public expenses.
(...) without a subsidy from the mineral wealth of New Spain,
Spain would not have been able to finance the defense and coloni-
sation of the Philippines (...)” (Bjork 1998, which provides a more
detailed and rigorous description).

. The main irritants were free trade at the pre-war exchange rate
and American citizens having the same rights as Filipinos in the
exploitation of natural resources (agricultural, energy, mineral) etc.
as stipulated in articles V and VII of Commonwealth Act number
733.

. This is different from the Barry Eichengreen, Ricardo Hausmann
and Ugo Panizza notion of original sin in economics. Sicat (2018)
calls the restrictive provisions of the Philippine constitution the
original sin of the Philippine economy.

. Detailed data on tariffs can be obtained using two tools avail-
able at https://www.wto.org/english /tratop_e /tariffs_e /tarift
data_e.htm.

. Indonesia is the only member nation of ASEAN with data on the
World Bank Services Trade Restrictiveness Index.

. Admittedly, this is true for ASEAN in general. See ASEAN-EU
(2019).

. Here are excerpts from article XIII:

Section 10. The Congress shall, upon recommendation of the
economic and planning agency, when the national interest dictates,
reserve to citizens of the Philippines or to corporations or asso-
ciations at least sixty per centum of whose capital is owned by
such citizens, or such higher percentage as Congress may prescribe,
certain areas of investments. The Congress shall enact measures
that will encourage the formation and operation of enterprises
whose capital is wholly owned by Filipinos. In the grant of rights,
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privileges and concessions covering the national economy and
patrimony, the State shall give preference to qualified Filipinos.

The State shall regulate and exercise authority over foreign
investments within its national jurisdiction and in accordance with
its national goals and priorities.

Section 11. No franchise, certificate or any other form of autho-
risation for the operation of a public utility shall be granted except
to citizens of the Philippines or to corporations or associations
organised under the laws of the Philippines, at least sixty per
centum of whose capital is owned by such citizens; nor shall such
franchise, certificate or authorisation be exclusive in character or
for a longer period than fifty years. Neither shall any such fran-
chise or right be granted except under the condition that it shall be
subject to amendment, alteration or repeal by the Congress when
the common good so requires. The State shall encourage equity
participation in public utilities by the general public. The participa-
tion of foreign investors in the governing body of any public utility
enterprise shall be limited to their proportionate share in its capital,
and all the executive and managing officers of such corporation or
association must be citizens of the Philippines.

Section 12. The State shall promote the preferential use of
Filipino labor, domestic materials and locally produced goods, and
adopt measures that help make them competitive.

Section 14: The practice of all professions in the Philippines shall
be limited to Filipino citizens, save in cases prescribed by law.

. Philippines is formally a democracy but nearly feudal in practice.

This is still true today, but was more deeply so in the twentieth
century. Votes were acquired by money, short-term favours, false
promises, ‘friendly explanations and advice’ offered to bewildered
voters, and voter fraud perpetrated by political hangers on. A large
portion of electors had little sense of the ‘good of the nation’
or a political opinion, but rather made their vote according to a
personal (or familial) quid pro quo (see Hutchcratt 2000, 2003,
2017 for one Westerner’s appreciation of politics in the Philip-
pines). The end result was political dominance by a number of rich
families. The change in the families benefiting from the economy
would eventually lead to the downfall of Marcos. Much is made
of the People Power revolution in the Philippines. Unlike the
French and American revolutions, it was bloodless. Like them, it
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mobilised virtually the entire population and is seen as a triumph
as good over evil. Like the French revolution, however, it was
also a revolution that put one class of society in control in the
place of another group (the aristocracy in France and Marco’s
cronies in the Philippines). It did not lead to a new spring time
for the Filipino people. It did lead to a new spring time for a
number of Filipino family dynasties who remain influential today
(Mendoza 2016a, 2019) is the principle researcher on the topic
of the dominant family ‘dynasties’; for more on family dynasties
and ‘oligarchs’ in the Philippines, see also Alba 2007; Anderson
1988; Calonzo 2020; Cardenas 2019; Chanco 2020; Chikiamco
2020; Clarete et al. 2018; Conde 2007; Fabella 2020; Jiao 2019).
The current Duterte phenomenon is in part a struggle between
these families and him, a relative newcomer. The presentation in
foreign media of the Philippines in general and the Duterte admin-
istration in particular owes much to the oligarchs influence upon
the media. Thus, the West knows that under Duterte, ABS-CBN
did not have its license renewed in 2020. Most in the West do
not know that ABS-CBN did not follow due process, had not
paid taxes and, providing personal motive just before the 2016
election, accepted payment from Duterte for a political advertise-
ment, but then showed instead a critical announcement, putting a
negative script into the mouths of children (see Lema 2016; Yap
2020). Although the media of many countries has made much of
the political spectacle that has been unfolding in the United States
of America, this kind of squabbling and mis-information has been
part and parcel of the Philippines for decades.

. Quite possibly, a few corporations lobbied strongly enough to

influence the decision in a way that would have been repug-
nant to many Americans had they been aware of it. For political
manoeuvring to pass the act in the Philippines, see Shalom (1980).
The ecological issues are not discussed here. The problem with
nuclear power is 7isk of extreme environmental problems. The
Three Mile Island incident (1979) and the Chernobyl disaster
(1986) contributed to the Aquino administration’s resistance. In
reality, the risk seems to have well-managed by the project’s engi-
neering, as subsequent volcanic eruptions and earthquakes have
not damaged the structures that were built. The passage of time
has been more brutal.
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11. Low productivity because the work is not highly valued economi-
cally. Social work and teaching are perhaps of great value to society,
but we do not value them when we reach for our cheque books.
It is also true that much of the time of sales clerks is spent waiting
for customers, although an able store manager will have his or her
employees sort, repackage, take inventory and so on during off
periods. However, slow economies mean store clerks have more
time on their hands. A personal 2010 visit to a mall retail store
in Cambodia brought this home: seven or eight sales clerks for
one lone customer. The drive back to my hotel passed an area
with multiple print shops. Outside each were employees seated at
wooden tables with samples of letterhead and business cards on
show. Again, no customers. The mall experience in the Philippines,
Indonesia and even Vietnam is dramatically different. Filipinos love
to walk in malls as this provides an opportunity to socialise, usually
with free air conditioning. However, although all love to shop as
well, most have limited purchasing power. Thus, the busiest estab-
lishments in the Mall of Asia are McDonalds, Starbucks (to look
upscale) and Jolibee.

12. Western journalists and several freedom indices blacklisted the
Duterte regime for persecuting ABS-CBN, presenting its behavior
as ‘skillful tax avoidance’.

13. The 2006-2017 statistics are from PSA (2021). The Philippine
Statistical Authority is inconsistent in its presentation of data,
perhaps as different political administrations wished to highlight
different aspects of the economy. For example, the classification
of services into sectors differs for 1990-2014 and 2008-2018.
Health services are omitted from both classifications. Information
technology-related services are not explicitly named, but perhaps
are part of ‘Real Estate, Renting & Business Activity’ in the latest
classification.
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CHAPTER 4

Open and Closed, Prosperity and Stagnation

Roderick Macdonald

Abstract Examination of the economy of Vietnam suggests that opening
the economy can increase prosperity. Examination of the economy of
the Philippines suggests that closing the economy leads to stagnation.
The two countries in the world with the greatest hope of succeeding as
an isolated economy are China and the United States. Due to resource
costs and business incentives, China would face increased costs across
its economy and slowed innovation even if given free access to world-
wide intellectual property. The United States of America would also face
increased costs and slowed innovation due to market size.

Keywords Open economy - Economic nationalism - Self-sufficiency -
Growth - Remittances

AN OVERVIEW OF THE PREVIOUS CHAPTERS

International business in the twenty-first century is very different from
that of the late eighteenth and early nineteenth centuries. We have moved
beyond buying and selling goods across borders, and now trade, invest
and produce goods and services across borders, as often as not crossing
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two or more borders in any given chain of transactions. Still, the centuries
old insights of Adam Smith and David Ricardo remain relevant.

Chapter 1 recalled the basic assertion of Smith and Ricardo that free
trade is beneficial to the nation that welcomes it, as well as the common-
sense notion that capital flowing into an economy will increase its capacity
to produce wealth, and thus should also be beneficial. It put aside the
question of mobility of labour as one that would be difficult to study, on
the one hand, and, on the other hand, is not really entertained by world
leaders preaching the ‘open economy’.!

The introductory chapter then recognised that twentieth century
economics research failed to confirm either (trade or capital) assertion.
One reason for this is the complexity of economic reality, with far too
many uncontrolled variables and too many waves of economic events
to allow for either unbiased sampling or control for bias. Case studies,
although not perfect, should permit some insight into the validity of the
original assertions, and perhaps aid us to better formulate future research
questions. The case study proposed contrasts the experience of the Philip-
pines in the second half of the twentieth century with the experience of
Vietnam in the first two decades of the twenty-first century. The former
illustrates how a closing an economy leads to stagnation, while the latter
illustrates how open an economy leads to growth.

Chapters 2 and 3 then examined the two economies.

Chapter 2 was able to demonstrate how opening up the economy
of Vietnam led to rapid growth, but with two complications. The first
complication was that the government only partially opened up the
economy, as state-owned enterprises (SOEs) did not entertain foreign
competition. This was not a major issue because the portion of the
economy controlled by SOEs shrank, particularly in the first 20 years
since Doi Moi, down to 25% of GDP in 2019. The second complica-
tion is that FDI has been into low value-producing activities, so that
manufacturing labour is only marginally more productive than services
labour even though services are almost entirely low value producing. This
has led some empirical work, for example, Minh (2020), to results that
suggest that FDI has had a negative impact upon the economic growth
of Vietnam. However, it remains evident that manufacturing in Vietnam
has expanded and the wealth of the nation increased dramatically. This
is an instance that illustrates how empirical results require interpretation.
Should we conclude that Vietnam would be wealthier without FDI, or
that it has achieved such enviable growth in spite of foreign investment?
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Rather than stop all future foreign investment, Vietnam needs to improve
the terms of the FDI ‘deal’; perhaps to retain a higher portion of value
created, but most importantly to incorporate foreign investment into an
industrial strategy that upgrades labour productivity.

International trade is important for the economy of Vietnam and is
responsible for much of its growth. FDI is also important, and linked
both to exports and imports, which are the equivalent of 200% of GDP.
This is very high for large territory economies, although far lower than
the historically trade-based city-state economies of Singapore and Hong
Kong. Surprisingly, the component of gross exports made up by domestic
value added is only 56%, lower than Singapore’s 61% and Hong Kong
75% (see Table 4.1). These higher percentages are explained in part by the
importance of high-end business and financial services exported by both
port cities. Vietnam faces the double challenge of building up supplier
industries and cultivating higher value tradeable goods and services, with
the goal of increasing the proportion of domestic value added.

The main argument of Chapter 3 was that the economy of the Philip-
pines was stagnant in the second half of the twentieth century because it
was closed to international trade and capital. That chapter also ran into
complications. The first complication was the Marcos regime—an admin-
istration that accounted for a more than half of the ‘comparator’ years
from 1960 to 1995. Marcos did open the economy somewhat to foreign
capital, but tried to keep most ownership for himself and his cronies, so

Table 4.1 Domestic value added in gross exports as percent of GDP

2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016

Japan 89.8 87.8 86.8 84.8 89.1 87.8 857 86.1 84.8 842 86.8 88.6
Korea 67.3 65.8 65.6 58.8 629 61.8 57.6 58.0 60.5 62.7 674 69.6
Hong 724 705 694 67.3 709 684 67.6 68.1 69.0 708 734 752
Kong

India 812 794 793 755 782 764 749 749 753 77.1 809 839
Indonesia 81.6 85.1 857 85.0 879 87.6 87.2 86.7 86.1 859 87.1 887
Malaysia  55.0 56.6 559 59.7 60.2 594 60.6 619 62.8 634 63.1 639
Philippines 73.7 68.3 75.8 752 78.1 76.1 765 76.1 79.0 79.6 78.0 76.6
Singapore 57.2 554 58.6 54.8 58.0 58.7 56.5 56.2 572 57.0 59.1 60.6
Thailand  61.6 629 639 61.0 65.6 64.0 612 61.6 625 63.3 664 67.5
Viet Nam 639 619 59.2 585 62.8 59.5 582 592 583 57.6 555 564

Data source Trade in Value Added (TiVA): principal indicators
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that much of the capital entered as loans to the government and crony
business interests rather than as foreign direct investment. This led to
growth for a few years, but ultimately the debt burden began to curb
that growth, and the Marcos administration was unable to break with the
overall post-war paralysis. The second complication is that subsequent
years seem to belie the ‘stagnation by isolation’ lesson of the twentieth
century. The Philippine economy has been growing since the mid-1990s,
and especially in the last decade, in spite of very limited opening to trade
and capital. This would seem to be a counter-example to the argument
of this book. However, examination of the components of GDP on both
the production and the expenditure sides showed that a significant part
of that rapid growth is due to remittances spent on retail goods, resulting
in an oversized retail industry (or perhaps an undersized remainder of the
economy).

Minh (2020) found that remittances into Vietnam have a positive
effect upon economic growth. At about 5-6% of GDP, these are consid-
erable although just more than half the level in the Philippines. Further,
given that Philippine domestic wages are a considerably smaller portion
of GDP than in Vietnam, the impact of remittances upon demand is
far greater in that country. Remittances into Vietnam and remittances
into the Philippines differ in several ways, as indicated in Table 4.2.
Personal remittances into Vietnam have a far more dramatic effect upon
the individual receiving household, but at most half the impact upon the
purchasing capacity of households in the overall economy.

Using a different approach, Nguyen (2017) had shown how remit-
tances inflows into Vietnam have a detrimental effect by appreciating
the national currency, making domestic production less competitive. His
approach has not been applied recently to remittances into the Philip-
pines, but a similar effect of appreciation is probable, although there is a
smaller volume of exports to be affected.

FURTHER DETAIL FROM THE PHILIPPINES AND VIETNAM

The Philippines maintained a closed economy from before 1960 until the
start of the Fidel Ramos presidency in 1992, with some partial exceptions
during the Marcos regime. The result was a stagnant economy. Vietnam
was completely closed off from the world by war and then a US-led
embargo for most of the twentieth century until 1994. Policy changes



119

RITY AND STAGNATION

D, PROSPE

4 OPEN AND CLOSE

pasn ore (9[qe[reAe 18] 9YI) LTOT YAIYM 0] JAO % St safem Inoqe] 1dodXd ‘SIUSWIINSEIW G UO paseq dIe SIDQUINU [y 70N

091 S0¥ 6%'9 ec¥ S€L  %SS0 $S°0 €L 79T wemaIp
Tse g9t €€'6 €91 9%¥ e 0€'C SLT FL¢  souddiyg
U031
Sau0IUL J153M0Y $SN
proqasnoy (£107) proqasnoy 610z ws  uonwpndod  suoyjru proqasnoy
01 da5 MING1aa4  SIIUVINIMIL Y SU PUOLQY UL PUOLGY 1ua1d12a4 v11dws
asvaiour o o SU VM JJD Y SV 01 9 sV qeruom S43y40 S43yL0M Jo amosur  43d amorus
IUVIIIMIY AnoquT SIIUVIIMTY  IIUVIIIMIY] Jo az1g  Jo uaqunN  Jo uaqunN Geauopy JYUOIUN

soutddiiyg oy, pue weuwdlp jo sagoid soueniway 7§ 2[qeL



120 R MACDONALD

Table 4.3 Principle sources of economic growth in the Philippines and in
Vietnam

Philippines Vietnam

% of GDP % of GDP

growth growth 2005—
Economic activity 2005-2019 CAGR 2005-2019 2019 CAGR 2005-2019
Wholesale and retail
trade; repair of motor
vehicles and motorcycles 19.0 | 9.2 8.2 4.4
Manufacturing 159 (6.3 21.6 7.3
Financial and insurance
activities 9.8 | 11.0 6.6 7.2
Construction 9.1 121 7.1 6.8
Professional and business
services 7.8 1143 1.7 5.6
Agriculture, forestry, and
fishing 6.8 5.2 7.8 2.7
Real estate and
ownership of dwellings 6.6 | 8.4 3.3 3.5

Note the ‘Professional and business services’ category is not an account in Vietnam. ‘Administrative
and support service activities’ and ‘professional, scientific and technical activities” are used as a substi-
tute and together contributed 1.7% of GDP growth. Data sources GSO Vietnam 2021, Philippine
Statistics Authority 2021

regarding international trade and financing as well as partial equitiza-
tion (equivalent to privatisation outside of Vietnam) from 1986 onwards
meant that the economy opened up from 1994. The result was rapid
economic growth.

It might be argued that the choice of calendar years and not policy
explains the rate of growth. After all, the rate of growth of Vietnam
was worse than that of the Philippines from 1960 to 1990 and the rate
of growth of the Philippines from 1994 to 2019 was similar to that of
Vietnam. External and internal fact checks belie this argument. Most
other countries in Southeast Asia and most other countries in the world
grew more quickly than the Philippines in the second half of the twentieth
century. The stagnation of the Philippines was internally caused and not
characteristic of the time period. The Philippines were at peace and inde-
pendent from 1960 to 1992, while Vietnam was at war and then under
embargo during that same period.
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Examination and comparison of the two countries from 1994 to 2019
is also instructive. Each country has opened to a partial extent and has
achieved impressive GDP growth (see Fig. 4.1 Recent economic growth
of The Philippines and Vietnam), albeit with Vietnam outpacing the
Philippines. However, closer examination reveals contrasting stories and
results.

Most of the Philippine GDP growth is in services, especially retailing
(contributing 18% of GDP in 2019) and business process outsourcing
(about 7% of 2019 GDP, this category is not separate in national
accounts). The business process outsourcing category truly brings some
new money in the country, creating low to mid-skill jobs for a large
number of people. Allowing foreign direct investment into this industry
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Fig. 4.1 Recent economic growth of The Philippines and Vietnam (Data
sources World Bank national accounts data, OECD National Accounts data files
and United Nations Population Division. World Population Prospects: 2019
Revision, Census reports and other statistical publications from national statistical
offices, and United Nations Statistical Division, Population and Vital Statistics
Report [various years])
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did not threaten the business interests of the established elite fami-
lies as, worldwide, the industry only emerged around 1990. Allowing
foreign investment brought in the new retail players who did not repre-
sent competition to established families, although they are perhaps partial
threats to the sarz sari stores to be found through neighbourhoods of the
lower economic levels of 75% of the population. They are above all new
clients for the real estate developers, again belonging to the established
elite. The retail industry contributes to the economy—in theory—by
rendering the distribution of products more efficient. How large should
the retail sector be? Publicly available data groups retail and wholesale
with repair of motor vehicles and motorcycles. The average size for most
countries is around for this category of businesses about 10% of GDP,
contrasting dramatically with the 18% of the Philippines. Further, much
of the growth of Philippine retail has taken the form of outlets in high-end
malls. These provide low skill jobs to people whose families might other-
wise have operated their own sari sari store. Arguably the sales clerks
in the malls have to present themselves better than in the sa7: sari stores
and may learn more formal inventory management skills, but this does not
seem to provide a significant skill upgrading to the overall economy. While
some of the new retail outlets are more efficient in their provisioning and
provide higher salaries to employees and lower prices to clients than a
sari sari store, they are less pervasive than sari sari outlets. Further, they
do not serve the entire population. Malls in the Philippines are crowded
with people who wander the floors to pass the time and benefit from
air conditioning, but whose only purchase will be fast food at Jolibee
(a Filipino fast food chain) or (to splurge) a drink at Starbucks. Their
clothing and other items will be purchased in Divisoria (an area in metro
Manila known for low-priced merchandise), or the equivalent in cities
outside the National Capital Region.

Although technically contributing to an increase of GDP per capita,
and facilitating the purchase of brand name imports by wealthier citi-
zens, it is difficult to see such extensive growth of retail as enhancing the
Philippine capacity to generate wealth rather than revealing the capacity to
acquire goods and services. Since remittances increase household incomes
by over a third, perhaps much of the increase of GDP is being generated
cash coming from outside the country.

In contrast to the retail trade, a significant (30%) portion of the
value added in business process outsourcing is exported, roughly the
exports/GDP ratio for the overall economy, with virtually all domestically
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generated (compared with 77% for the overall economy). Again though,
for a large number of jobs in this industry, the main skill acquired is
‘international’ English.

Manufacturing did contribute almost 16% of economic growth from
2005 to 2019, but it is growing more slowly than most services, and
barely more quickly than agriculture.

Four activities contributed 63% of the increase of GDP in Vietnam over
the years 2005-2019.2 Wholesale, retail and vehicle repair is one of these
activities, contributing 8.2% of growth, and in 2019 constituted 9.9%
of GDP, about average for most economies. Manufacturing is far more
important for the growth of Vietnam and contributed 26% of growth,
even if this domestic generation of value is only half of the value of exports
from manufacture (the other half being imported materials and parts). It
represented 19.1% of GDP in 2019. Agriculture, forestry and fisheries
contributed 7.8% of GDP growth and represented 13.7% of 2019 GDP.
The fourth activity, construction, accounted for 7.1% of the increase of
GDP from 2005 to 2019 and 6.6% of 2019 GDP. (All statistics calculated
from data at GSO [2021])

This comparison of the Philippines and Vietnam over the past 25—
20 years suggests that Vietnam has opened up more than the Philippines,
and has benefitted more because of this aperture. On the other hand,
foreign investment into Philippine business process outsourcing has been
beneficial. Part of that success is due to widespread knowledge of English,
and also no doubt because of the long-suffering character of most
Filipinos, ideal for dealing with irate customers.

Rodrik’s work (2015) showed that much manufacturing moved not
from rich countries but from Latin America to East Asia. It is not
correct to conclude that globalisation necessarily leads to premature de-
industrialisation. Rather, it has caused this in some countries (some Latin
American countries, for example), but not all. Vietnam, open to the influ-
ences of globalisation, is not suffering from premature deindustrialisation,
while the Philippines, more isolated from global economic influences,
indeed seems to be deindustrialising.

EDI flow into Vietnam has been far more significant and has led to a
high trade (exports +imports) to GDP: ratio, but this FDI-financed trade
is merchandise: oriented and generates modest domestic value added in
exports.

Openness to financing and international trade clearly can bring benefits
in the form of increased prosperity in line with a thesis of the first chapter:
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use foreign capital to increase domestic productivity, and sell produce
abroad to bring additional capital into the country. However, the cases
also show that the terms and ‘quality’ of FDI projects affect just how
advantageous than openness can be.3

Colonial exploitation would be an example of low quality ‘FDI’. Most
colonies did benefit somewhat by improved infrastructure and access to
some medicines; however, while the objectives and competence of colo-
nial administrations may often have brought some improvements, they
rarely resulted in great prosperity for the colonies or the indigenous
people in those colonies, while the colonisers usually benefitted greatly,
either personally or as a nation. This was not only a problem of polit-
ical and cultural subjugation, but also one of poor terms of the FDI
‘deals’ and an aperture to trade that carried implicitly regressive industrial
policies.

Two CONJECTURES ABOUT AUTARKY

Can any nation or even any group of nations go it alone? While autarky
or economic isolation is an impractical proposition, international trade
has been raised as a bogeyman for national prosperity by more than one
politician across the globe. It is obvious that Singapore, Hong Kong,
Switzerland or Denmark would suffer if isolated from world trade and
world capital. None of these countries could hope to either finance
or populate factories of a reasonably economic scale to produce the
variety of goods they currently enjoy, even if services are excluded from
our consideration. International trade is more advantageous to firms in
smaller countries (Shachmurove and Spiegel 2004). It could be argued
that this problem of size that could be overcome by the largest coun-
tries on the planet. The three largest in population are India (18% of
the world population), China (18%) and the United States of America
(4%). The following paragraphs carry out two rather speculative and naive
conjectures about a large nation isolating itself in order to help clarify
the impracticality of the pursuit of prosperity through autarky. The first
conjecture is an autarkic economic unit based on demographic size: can
China go for it alone? The second conjecture is an autarkic economic
unit based on current economic size: can the United States of America
go for it alone? These conjectures will focus upon trade alone and omit
considerations of international finance.
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Autarky for a very large-sized population Asia has the 58% of the
world population. However, if we divide up the world into blocs of coun-
tries with some sort of common ground, we quickly discard Asia as a
group because of geographic extension and myriad disparities. Even if we
were to use such a physical criterion as skin colour, it makes as much sense
to include the entire Eurasian and Africa land mass. Table 4.4 presents one
way to divide up the planet.

Among all these blocs, only China and India are distinct political
entities. The government of China is far more independent of the influ-
ence of interest groups, although there may be debate about stability.
India politics seems characterised longer term trends in party dominance;
however, power is maintained by a combination of reinforcing the elites
and simplistic ideology for the masses. The result is a less consistently
directive government. Bloc 5 could potentially get its act together for
some form of economic unity if it can overcome tensions between Japan
and Korea as well as the geo-political issue of Taiwan’s sovereignty that
has been swept under the carpet for a few decades.

Realistically and in the short term, China is the only ‘bloc’ that could
have a shot at autarky based on the size of population and the ability of
its administration to act.

More than four decades of concerted effort by China’s government to
prioritise economic growth has been based on partially opening up the
economy: exploiting an epoch of cheap and dexterous labour to become
world assembler, and then enticing firms from wealthy countries with

Table 4.4 Blocs of the world by population

Bloc Population % world population
1 Americas and Europe 1.71 22
2 China 1.39 18
3  India 1.35 17
4 Sub-Saharan Africa 1.10 14
5  Japan, Korea, Taiwan, ASEAN, Bangladesh, Sri 1.08 14
Lanka and Oceania
6  North Africa and Middle East 0.58 7
7  Countries with more than 50% identified Islam 14 18
Total 1-6 7 92

Data source author’s calculations from publicly available data deriving from national census results
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its immense market and acquiring technical and management knowledge
from them with varying degrees of aggression, and finally establishing
itself as world class manufacturer in various industries. Language seems
to limit China’s success at exporting services, but manufacturing cannot
succeed independently of services, so at least some of these must also be
at a world class level.

Can China now find an autarkic economy upon this success? There are
several obstacles that seem difficult to overcome, as analysis of imports
and export indicates.

Imports The Atlas of Economic Complexity lists 4,565 categories of
imports by China. The sheer number of import categories (not individual
products, but categories of products) already contains an important piece
of information: there are 300,000 Chinese for each category, or 164,355
Chinese participating in the labour force available for each category—
if everyone worked in agriculture, extraction, utilities and manufacture.
Since 42.3% of the labour force is employed in services, we are left about
86,000 persons. However, not all categories of products are imported.
There are about 8500 different categories in the Harmonised Commodity
Description and Coding System. Assuming that the Chinese economy
would require the majority of these, we are down to about 40,000 in
the labour force available for each category of imports. Many factories
produce a variety of products, but fewer produce a variety of cate-
gories of products. Nonetheless, it would seem that China has sufficient
labour force to produce this variety of products and workers for facto-
ries substituting for imports. Foxconn’s two largest factories in (Longhua
and Zhengzhou) each several hundred thousand employees, but such
behemoths are counterbalanced by the more numerous smaller factories.

Since this is a simple thought experiment, only the largest 20 import
categories are examined here (see Table 4.5). At first glance, the table
suggests that, after an adjustment period during which the government
administration would have to combine a judicious mix of direct manage-
ment with market incentives to cultivate various industries, it would be
possible for China to attain an autarky substituting for all imports.

Of course, if we were to ask the opinion of business persons in any
somewhat sophisticated industry, there would be certainly be protests
that there is so much detail being overlooked. Integrated circuits may
be one category, but many kinds of factories are involved, each with its
peculiar design, fabrication, testing and packaging challenges. A similar
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Table 4.5 Major imports to China and potential for import substitution

HS6 classification Trade Value % TOTAL  Resource, Comments
(million IMPORTS  Intermediate or
$US) Final product
Petroleum oils, oils 207,603 12.9 R Most natural
from bituminous resource reserves
minerals, crude can be increased

by intensive
exploration. See
Gelb et al.
(2012)
Monolithic 130,318 8.1 I China does have
integrated circuits, a domestic
digital industry,
including design,
fabrication,
packaging and
testing. Huawei
overtook
Qualcomm as
SOC supplier to
China
manufactured
smartphones in
2020 (in part by

necessity)
Iron ore, 55,777 3.5 R
concentrate, not iron
pyrites,
unagglomerated
Soya beans 33,797 2.1 F
Copper ores and 31,677 2.0 R China is the
concentrates third-largest
producer

worldwide but
still imports 80%
of consumption.
It has begun
stockpiling
copper (Desai
2020)

(continued)
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Table 4.5 (continued)

HS6 classification Trade Value % TOTAL  Resource, Comments
(million IMPORTS  Intermediate or
$US) Final product

Medium-Sized Cars 31,280 1.9 F China has a
robust
automobile
manufacturing
industry

Gold in unwrought 28,560 1.8 R

forms non-monetary

Fixed wing aircraft, 27,629 1.7 F China has a

unladen weight > weak incipient

15,000 kg airplane
manufacture
industry,
including
airliners

Oils petroleum, 27,199 1.7 R

bituminous,

distillates, except

crude

Natural gas, liquefied 23,208 14 R

Parts of line 22,952 14 I China does have

telephone /telegraph a domestic

equipment, not industry

elsewhere specified

Copper cathodes and 22,383 14 I Domestic

sections of cathodes manufacture

unwrought limited by
reserves

Machines and 21,440 1.3 F This is a wide

mechanical catch-all

appliances, not category

elsewhere specified

Parts and accessories 18,165 1.1 I This is a wide

of data processing catch-all

equipment, not category

elsewhere specified

Optical devices, 16,851 1.0 F This is a wide

appliances and catch-all

instruments, not category

clsewhere specified

(continued)
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Table 4.5 (continued)

HS6 classification Trade Value % TOTAL  Resource, Comments
(million IMPORTS  Intermediate or
$US) Final product
P-xylene 16,222 1.0 F China does have
a chemical
industry
Bituminous coal, not 16,183 1.0 R
agglomerated
Transmissions for 13,282 0.8 I China does
motor vehicles manufacture
transmissions
Parts for radio/tv 12,670 0.8 I China does
transmit/receive manufacture
equipment, not radio parts
elsewhere specified
Medicaments, not 11,199 0.7 F
elsewhere specified,
in dosage

Data sources Desai (2020), Litho World (2020), and Gelb et al. (2012); Made in China website;
various industry analyses

comment can be may for ‘medicaments’ and for the ‘not elsewhere spec-
ified’ catch-all categories. Even reasonably well-defined categories such as
transmissions for motor vehicles imply multiple product-market groups
with multiple competitors. For most of the more complex production,
China would have to up the ante for acquiring foreign intellectual prop-
erty by whatever means possible to avoid falling far behind. Finally, a
third of the top imports are natural resources. The search for additional
reserves of natural resources withing national boundaries will eventually
lead to finds, but often to more costly sources of ores, less fertile land,
etc. (see Gelb et al. [2012] and Adelman and Watkins [2008] to delve a
little deeper into resource costs).

Complete import substitution might be conceivable, but the current
administration wisely pursues a different path, gradually substituting and
surpassing selected technologies, using external competition to help select
winners (not only domestic rivals as did Korea’s Park Chung-hee).

Examination of any of the problematic import or export categories
in greater detail would probably raise more issues, but this superficial
consideration of trade suppression suggests higher costs would be the
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first consequence of isolation. Even if innovation could be reinforced
with industrial espionage and other techniques to steal intellectual prop-
erty, the incentives to implement technical progress will be diminished by
the reduction of domestic rivalry (and of the number of domestic rivals
for some formerly exporting industries). The variety of consumer goods
would be reduced. Besides all of these evident implications, there is the
real challenge of implementing this isolation with the economic changes
required by it. It is a massive practical problem, probably best solved by
the market as constraints are introduced by government.

Exports China exported US$2.59 trillion of goods in 2018. This
compares with the GDP figure of 13.6 trillion. Agriculture, hunting,
forestry, fishing (7%) and mining, manufacturing (also reported as a sepa-
rate subgroup), construction, electricity, water and gas (39%) together
total 46% of GDP (World Bank national accounts data, and OECD
National Accounts data files). Although the utilities contribute little to
international trade, this total—about US$6.26 trillion—provides a rough
estimate of the tradeable goods production of China’s economy. This
means that about 40% of China’s production is exported. In turn, this
implies that autarky would impose a decrease in the number of rival
firms with greater than the minimum economic scale of production (the
minimum to benefit from economies of scale; this changes as technology
and machinery changes). This is immaterial in many industries that are
fragmented, but may bring consequences in industries with more complex
processes or short product cycles. Table 4.6 lists and comments the top
ten categories of merchandise exported by China; as only the top eight
exports account for more than 1% of total exports, the table is abbreviated
compared to Table 4.5 (Major imports to China).

Three categories of exports pose the problem of minimum scale of
production: Transmit-receive apparatus for radio and TV, Monolithic
integrated circuits, computer CPUs with some of storage /input/output.
The petroleum category raises the issue of the complexity of this industry
and downstream processing, all scale sensitive and most needing reliable
feedstock. Depriving domestic producers of world markets would severely
impact domestic industry structures and at minimum lead to higher costs
and prices, and probably reduced variety for end consumers.

This admittedly brief and superficial examination of current interna-
tional trade by Chinese businesses—both imports and exports—suggests
that isolating the economy of China would inevitably leads to higher costs
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Table 4.6 Top ten exports by China

HS6

Trade value
SUS billion

% total exports

Comment

Transmit-receive apparatus for
radio, TV, etc.

Computer data storage units

Parts and accessories of data
processing equipment, not
clsewhere specified

Monolithic integrated circuits,
digital

Parts of line

telephone /telegraph
equipment, not elsewhere
specified

Oils petroleum, bituminous,
distillates, except crude

Toys, not elsewhere specified

223,442

105,194

98,878

89,102

52,824

31,216

29,578

8.6

4.1

3.8

34

2.0

1.2

1.1

Scale is probably an
issue for many
products as these
are not mass-market
items

Scale is an issue,
but China possibly
has a large enough
market

Scale is an issue,
but China possibly
has a large enough
market

Scale and short life
cycle are issues

The world market is
dominated by 5
firms. This is partly
due to ease of fit of
diverse components
of the same brand,
but scale is also a
factor. However,
China does have
about 1/5 of the
world population
While China would
need to retain all
petroleum
production while
increasing known
reserves, this raises
the issue of the
complexity of the
petroleum industry
This is not a crucial
industry

(continued)
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Table 4.6 (continued)

HSo6 Trade value % total exports  Comment
S$US billion

Colour television 27,179 1.1 Three of the largest
receivers/monitors/projectors cight television
manufacturers

worldwide are
located in China,
but over 40% of the
world market is
controlled by Japan
and Korea. There
are about 50 each
of LCD and OLED
display fabrication
plants worldwide

Digital computer CPU with 22,214 0.9 Scale and short life
some of storage/input/output cycle are issues
Static converters, not elsewhere 20,214 0.8 There is a relatively
specified large number of

firms worldwide

Data sources AEC (2020) and author’s calculations

and prices, and probably lead to reduced technical progress even under
conditions of free access to foreign intellectual property

Autarky for a very large economy The media give the impression that
the United States of America and China are neck-and-neck in terms of
economic clout. Although China has been growing quickly, it is still in
a different class from the US both in terms of brute economic volume
and in terms of the level of material wealth of its citizens (as indicated,
for example, by GDP per capita). Demographic trends are also beginning
to constrain economic potential. Table 4.7 lists and groups the largest
nations by GDP. The following paragraphs discuss the viability of isolating
the economy of the United States.

A variety of opinions and interests influence American actions and poli-
cies, although these almost always give priority to domestic prosperity in
the short to mid-term. The current and previous administrations have
not embraced a crass isolationism, but there is a distinct concern with
the dangers of depending upon ‘critical” production outside of its United
States as well as complaints about American CEOs creating jobs abroad
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Table 4.7 Largest

nations by GDP Nations 2019 GDP in current

trillion $US

uUs 21

China 14

Japan and Germany 5&4

India, UK, France a little under 3

Italy, Brazil, Canada, Russia, and 2

South Korea

Australia, Spain and Mexico from 1.3 to 1.4
Indonesia and the Netherlands around 1 trillion

Data  source Author’s calculations from World Bank national
accounts data, and OECD National Accounts data files

while abandoning their fellow citizens (see endnote 1 for recent research
on the impact of imports from China on jobs). The Covid-19 pandemic
highlighted the supposed security issue for items such as surgical and
N-95 masks and personal protective equipment. Still, microprocessor
production dominance by Taiwan, fear of competition for Boeing and
Brazil, China, Russia and Vietnam’s possessing 83% of known rare earth
reserves are just some of the indicators that the United States of America
cannot prosper in isolation.

Microprocessor fabrication (distinct from design) requires massive scale
and will continue to do so until successive generations bring little tech-
nical improvement and clients realise this. Even control of 24% of world
demand (via a greater percentage of the market for premium electronic
gadgets) would leave the country at a handicap with respect to fabricators
for the other 76%. The microprocessor industry is especially illustrative.
The designs of 2021 can be produced only after the experience of produc-
tion and design of previous generations. Even a team of geniuses with
a fleet of twenty-first century computers would have been unable to
imagine the 2021 design and production process and equipment in 1970
without the 50 years of experience accumulated since that time. That
experience was incredibly expensive, financed predominantly by revenues
from an ever-growing market. Isolating microprocessors from the world
market would have been feasible only at the cost of either slowing down
experience (producing less per unit of time), or else by a financial regime
that funnelled national resources into that industry at the cost of others,
in the same way that the USSR sacrificed its economy as a whole for the
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development of space research and the armed forces until its economy
came close to foundering.

U.S. fear of competition for Boeing (manifested, for example, in the
flubbed treatment of Bombardier’s C-series and in regulatory failures
regarding the 737 Max) is well-founded for similar reasons. The world
airliner market is effectively a duopoly, with competition from Japan,
China and Russia far behind Airbus and Boeing. A change in the structure
of the market would be very painful for either player, yet the manufac-
ture of airliners is important for the transport of goods and people across
the country and abroad. Restricting the market of Boeing to the United
States would slow the development of innovative design and manufacture
that meet safety standards of the same reason: scale would be reduced
and experience would become far more expensive either in time or in
appropriation of national resources.

The United States of America is a large country with abundant natural
resources, and also a voracious appetite for those resources. Rare earths
(elements 21, 39 and 57-71 on the periodic table) are one important
example. Rare earths are used as catalysts and as phosphors (materials
that luminesce), and some oxides are used to polish glass. They are
critical ingredients in most electronic devices, both consumer and mili-
tary. However, mining, refining and disposal of rare earths pose serious
environmental problems (Terrascope 2016) so that, like plastic recycling,
most prospecting and assaying has been done in countries with less strin-
gent environmental constraints. The result is that Brazil, China, Russia
and Vietnam possess 83% of known rare earth reserves. In 2019, China
(57%), the U.S.A. (16%) and Burma/Myanmar (12%) accounted for 85%
of world production. Autarky would confront the USA with the choice
between accepting the pollution or of decreasing its dependence on elec-
tronic devices. Unfortunately, the minimalist philosophy applies poorly
to electronic devices for a reason alluded to earlier: technical progress
depends upon expensive practical experience as much as it does upon
theoretical research. Quality is not accessible without quantity. Pollu-
tion would be the short-term choice, with the hope of discovering less
polluting processes.

It follows that perhaps countries with a very large economy like the
United States of America could ‘go it” alone, but only by sacrificing their
prosperity and quality of life relative to the rest of the world.
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THE REALITY OF INTERNATIONAL TRADE

Autarky is not a practical project. Historical failures from Ming China
through Sakoku Japan to Hoxha’s Albania suggest that autarky only
occurs when governments are willing to sacrifice economic prosperity
to reinforce control. A more realistic approach—although not the ideal
for world prosperity—is a controlled approach to trade with a judi-
ciously permeable border. Governments respond to both to pressure
from interest groups and economic opportunity in implementing rules
that control cross-border transactions. The example of the Philippines
illustrates the dangers of weak governments that are over-responsive to
domestic interests. History—Germany in the decades following 1879,
much of United States of America history before World War II, Japan
from World War II until the 1980s, and Korea from 1962 to the mid-
1990s—suggests that strong governments managing the volume and
nature cross border transactions is advantageous for individual countries if
not for the global economy (Studwell 2014 ). Arguably, the entire world
has benefitted from the successes of the U.S., Germany, Japan and Korea.

General openness is advantageous, as argued by Smith and Ricardo,
but completely uncontrolled international trade and investment would
lead to the relative stagnation of poorer countries if domestic firms cannot
compete and if foreign investment extracts all value while using domestic
resources. Governments moderate the openness of national economies.
This pragmatic approach to trade and foreign investment is what really
characterises international agreements, in spite of official discourse about
the benefits of an open world economy.

Foreign investors enter into transactions with local parties, but do so
within ground rules set by the host government. The government of
any host country should establish solid terms for foreign direct invest-
ments.* However, the ability of the host government to establish terms
for foreign investment is in turn often constrained by ground rules set by
trade agreements with the government of the home nation.?

Some national leaders have been able to convince their electorate
of the advantages of withdrawal from free trade agreements of various
sorts, or of protecting local industry. The United States of America has
been withdrawing from the world for the last decade, notably from
world trade and the governance of international institutions—although
this withdrawal can be exaggerated in the media, as Professor Sham-
baugh (2021) has recently observed. The United Kingdom withdrew
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from the European Union on February 1 2020, although the provoca-
tive issue was sovereignty rather than free trade. Narendra Modi, the
current prime minister of India, has encourage the electorate to buy local
to promote a self-sufficient India (aatmanirbhar Bharat)—although his
finance minister was quick to explain that this was not isolationism.

Part of the motivation may be that world leaders are politicians whose
thirst for power may eclipse their desire to serve their country, and seek
hot issues that will garner votes. However, it is also true that there is little
historical experience of true openness. Trade agreements are not always
between equal parties. China has often been accused of bullying other
countries, but neither the EU nor the United States of America have
feared ‘realpolitik’ as a euphemism for ‘might makes right’. Although
individual citizens of any country may be noble-hearted and seek the
good of humanity rather than their own, the people who forge free
trade agreements believe more in process than principle—often once again
letting might make right. The result is not free trade, but complicated
terms of trade.

This is the deeper practical reason that makes the advantages of free
trade and capital elusive: there is no such thing as a free trade agreement.

A true free trade agreement would be 3—4 pages long. It would state
that are to be no tariffs nor non-tariff measures between the parties effec-
tive at a given date. It would stipulate a duration, renewal date and
process for renewal. It would also detail a procedure for policing the
agreement and penalties for transgressions. The North American Free
Trade Agreement was somewhat longer... at about 1700 pages. The
agreement which replaced it—the Agreement between the United States
of America, the United Mexican States, and Canada—has 34 chapters,
4 annexes (or 13, depending how you count them) and 16 side letters
varying from 1 to 5 pages long.

Why are free trade agreements so long? There are two reasons.

The first is that trade is not free according to these agreements.
There are exceptions and stipulations. All imports entering the USA from
Canada or Mexico are duty free ... if the value is below $US117. All
imports entering the USA from Canada or Mexico are tax free... if the
value is below US$50 (entering from Mexico) or if the value is below
US$40 (entering from Canada). Trade between the two countries is
still subject to barriers. In addition, the trade agreement is phrased to
limit trade with the rest of the world. For example, automobiles can be
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imported into the United States of America tariff-free on the following
conditions:

e 40-45% of auto content be made by workers carning at least $16
per hour;

e 75% of auto content be made in North America;

e 70% of a vehicle’s steel and aluminium must originate in North
America, steel must be melted and poured in region.

Again, if any of the parties were to enter into a trade agreement with
a non-market economy (as interpreted by the administration of each
country; under the Trump administration—and probably the current
Biden administration—this meant China), then the other parties would
no longer be bound by the agreement.

The second reason that free trade agreements are so long is imple-
mentation: it is not an easy task to make trade truly free. For example,
it is reasonable that governments protect their citizens from unnecessary
danger. It can be complicated, however, for two or more different govern-
ments to have exactly the same rules to protect their citizens. When two
trading countries do not have identical rules, goods and services coming
into each country must be screened for conformity, resulting in uninten-
tional non-tariff trade barriers. The same applies to other rules besides
the immediate safety of citizens, such as child labour rules, environment
protection, etc. The only way to achieve frictionless mobility of goods
and services is to impose the same rules upon all parties, and this implies
a legislator with the authority to impose such rules and agencies to police
them. This in turn leads to resentment of impaired sovereignty such as
inspired the Brexit movement.

Ideological movements, whether or not well-founded, also generate
obstacles to international trade. For example, the climate change move-
ment would require central African and Amazonian countries to limit
deforestation, although most of the activists (although far from all) hail
from countries that are wealthy today thanks to centuries eliminating their
own forests (mostly recovered in the twenty-first century). Thus, ‘sus-
tainability” becomes a requirement of any trade agreement with poorer
countries. Again, politicians may seize upon these concerns of the public
to mask protectionist measures.
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Although all this seems to make the waters murky, it becomes clear
that the insights of Smith and Ricardo should be understood intelligently
and not simplistically. International trade can benefit all, but many other
factors influence the prosperity of a nation, so that theoretical models
and empirical tests will return mixed results depending on how they are
engineered. Similarly, FDI can be very beneficial, but many factors simul-
taneously influence the prosperity of a nation. The real question is not if
trade and FDI are beneficial, but how to ensure that the nation benefits
rather than squander opportunities.

Frederick List acknowledged the advantage of free trade in an ideal
world, but considered it folly to embrace ‘the system of Adam Smith
in its present imperfection, leave their national interests to the direc-
tion of foreign nations and foreign laws, because in a more perfect but
entirely imaginary state of the human race, free trade would be beneficial
to mankind’. (List 1827, Letter 1). Smith, Ricardo and List himself lived
in a far simpler world than ours. It is possible that Smith and Ricardo
intended their assertions to be applied simplistically in that simple world
as List has interpreted Smith. However, it is far more fertile to improve
our understanding of how economies work than to debate the inten-
tion of eighteenth and nineteenth century thinkers. Then political leaders,
technocrats, researchers and others can work towards a world where inter-
national trade, investment and even labour are freer to cross borders than
they are today.

NOTES

1. “We will: champion open economies and societies; promote global
economic resilience; harness the digital economy with data free flow
with trust’.—G7 leaders’ statement, February 19, 2021 (European
Council 2021). A separate question is whether the outflow of capital
from the home country to the host country is beneficial to the host
country. Current demagoguery is that it is obviously detrimental
because it creates jobs in foreign countries instead of jobs at home.
However, businesses invest, not countries, and businesses invest to
the benefit of the overall business, suggesting that the freedom to
invest abroad is important for any large firm and thus to maintain
existing jobs. Autor et al. (2013) provide a high-profile research
article arguing for jobs in the U.S.A. being lost to imports from
China, and with data for replication provided (Autor et al. 2019).
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However, Magyari (2017) arrives at opposing results by considering
expansion of affected firms into areas of competitive advantage,
Rothwell (2017) found domestic shocks are equal or greater factors
in job loss than imports from China and that unemployment risk
in non-traded sectors is at least as high as in traded sectors. Kiyota
and co-authors (2021) examine the effects of imports from China
on employment in six advanced countries: France, Germany, Japan,
South Korea, the United Kingdom and the United States, distin-
guishing between imports of final goods and those of intermediate
inputs. The positive effects of the latter ‘offset or even outweigh’
the negative effects of the former.

. At the time of writing, 2019 data were preliminary.

. ‘Historically, the quality of investment has been at least as important
for growth as the quantity. Although the fastest growing coun-
tries had higher rates of investment than the others in Table 2.1
[of the World bank report], empirical studies generally find that
less than half the growth in output is attributable to increases in
labour and capital. Higher productivity explains the rest. Higher
labour productivity reflects better health, skills, education, and work
effort; higher capital productivity reflects technical progress and the
more efficient use of saving’ (World Bank 1989, pp. 29-30). This
notion of quality of FDI appeared sporadically in various publica-
tions of post-World War II international economic institutions, but
did not appear in the academic research literature until Alfaro and
Charlton (2013), as distinct from quality of investment flows, quality
of investment institutions, investment climate, investment promo-
tion, investment protection and perhaps other differing topics. Since
then, the OECD has begun to champion the notion of ‘indicators’
of quality FDI, grouped into five clusters—productivity and inno-
vation, employment and job quality, skills, gender equality and the
carbon footprint. (OECD 2019, pp. 4 and 12). While the first three
clusters are relevant to the concerns of this book (and I believe, of
most developing countries), the other clusters are either only indi-
rectly relevant and in the mid to long term, laudable though they
may be in absolute terms. The actual indicators are difficult to recog-
nize both in the OECD document (2019) and in its predecessor
(Lejarraga and Ragoussis 2018): they are existent statistics available
from the World Bank and other organisations and compiled from
surveys and national accounts. Some desirable outcomes of FDI
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for our proposed objective of prosperity are: higher labour produc-
tivity, R&D intensity, creation of secure jobs with good wages, skill
intensity, on-the-job training.

4. What are ‘solid terms’ for foreign direct investment? A reasonable
part of the value generated by the investment should remain in
the host country in the form of wages, taxes, positive secondary
effects such as knowledge, an increase in domestic supplier industries
without undue negative side effects such as pollution, exhaustion of
natural resources.

5. Adam Smith, for example, showed how the dynamics of price equi-
libria in four markets (land, capital, labour and product) could divert
capital to the production most desired by citizens; but in the same
book he warns that ‘we’ must beware producers conniving to fix
prices. This might be interpreted as the need to protect the free
market, but it is also a dose of realism: price can do a pretty good job
at distributing goods and services, but it is not perfect nor immune
to human manipulation. In spite of this many writers of the past two
centuries have purported selfishness to be the basis of prosperity and
even of democracy and the justice system, with process being more
important than good will for the pursuit of the common good. Bew
(2019) has documented how the notion of real politik has under-
gone a somewhat similar distortion from realistically dealing with
circumstances as they are while working towards a better world, to
cynical pursuit of own’s national interest because, well, everybody
else is doing it.
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