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ABSTRACT

This paper attempts to evaluate, 1in a rather 1limited
sense, the exchange experience of the Philippines during the
period of generalized currency floating. The nature of the
post-1970 exchange rate regime is analyzed, and various im-
plications of flexibility of the country's own as well as
other countries' exchange rates are discussed. Furthermore,
changes in the peso-U.S. dollar exchange rate are examined in
the 1light of official intervention behavior in the foreign
exchange market., The Philippines adopted a flexihle exchange
rate system in early 1970 and has kept it in place since ‘then.
In many respects, this system has assisted the country in wea-
thering the external shocks which began with the o0il crisis
in 1973-74 without the exchange upheavals reminiscent of the
1950's and 1960's. While external balance is yet to be
achieved, the post-1970 exchange rate regime, which is more
preciselv characterized by limited rather than full flexibility,
has probably prevented more fundamental disequilibrium from
developing, making abrupt and disruptive exchange rate adjust~
ments less of a possibility. The analysis of official
intervention behavior in the Philippine foreign exchange
market demonstrates the importance of the current account in
the exchange rate adjustments undertaken by the monetary
authorities, as well as the latter's commitment to the nominal
peso-U.S5. dollar exchange rate. The second cbservation can be
explained by the peso's traditional link to the U.S, dollar,
However, because major currencies are floating, preoccupation
with the nominal exchange rate has resulted in effective ex-
change rates which are not in the direction suggested bv the
underlying balance of pavments developments in many instances.
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EXCHANGE RATE FLEXIBILITY AND INTERVENTION
POLICY IN THE PHILIPPINES, 1973-1981

Filologo Pante, Jr.

Discussions involving thE'system of generalized currency floating as
this relates to the less developed countries (LDC's) Have two aspects,
namely: (1) the effects on LDC economies of the adoption of more flexible
exchange rates by industrialized countries; and (2) the implications of

exchange rate flexibility in LDC's themselves.1 This paper deals primarily

with the second issue. It attempts to evaluate, no doubt in a limited

manner, the exchange experience of the Philippines during the vperiod

of generalized floating of major.currencies.

Section 1 provides a brief historical perspective on ﬁhe 1970 ex~
change rate reform. Section 2 describes and analyzes thel post=1970
exchange rate system, highlighting some of the country's structural
characteristics which can help explain its choice of exchange rate regime.
Changes in the nominal peso-dollar exchange rate are examined, and specu-
lative pressures during the period of greater exchange rate flexibility -
are compared to those during the earlier period of adjustable par values.
Section 3 introduces the framework for analyzing exchange rate changes in
a world of floating rates. Quarterly nominal and real effective exchange
rates are calculated and discussed, and the contribution of exogenous
currency realignments on effective exchange rate movements are assessed.
Furthermore, the variability of monthly effective exchange rates during

1973-1981 is compared to that in 1964-1972, Section 4 studies exchange

v
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rate changes in the light of official intervention behavior in the foreign
exchange market. Alternative hypotheses about such behavior are formulated
and tested. Finallv, the major findings of the studv aré summarized in

Section 5,

Tne Philippines:adopted a flexible exchange rate system in early 1970
and.has kent it in place since then. In ﬁany respects, this system has
assisted the country in weathering the external shocks which began with
the o0il crisis in 1973-74 without the exchange upheavals reminiscent of
the 1950's and 1960's. While external balance is yet to be achieved, the
post-1970 exchange rate regime, which is more preciselv characterized by
limited rather than full flexibilitv, has probably prevented more fundamen-
tal disequilibrium from developing, making abrupt and disruptive exchange
rate adjustments less of a possibilitv. The analyéiszof official interven-
tion behavior in the Philippine foreign exchange market demonstrates the
importance of the current aécount in tﬁe exchange rate adjustments
undertaken by the monetary authorities, as well as the latter's commitment
to the peso-U.S. dollar excharige rate. However, because major currencies
are floating, preoccupation with the nominal exchange rate has resulted

in effective exchange rate changes which are not in the direction suggested

bv the underlving balance of payments developments in many instances.

1. The 1970 Exchange Rate Reform

The Philippines already had a flexible exchange rate system even before

the onset of generalized currency floating in earlv 1973. Confronted by a




foreign exchange crisis that developed in the late 1960's, the government
allowed the Fhilippine peso to float in the foreign exchange market on -

February 21, 1570.

It is not clear, however, whether the monetarv authorities' longer
term objective was in fact to shift to a flexible exchange rate regime,
In January 1962, for example, the neso was allowed to float, only to be
fixed six months later.2 Similarly, in the 1970 floating enisode, the
exchange rate appears to have been stabilized bv October of that vear. It
seems, therefore, that the principal motivation for floating at the time
of its adoption was to determine what the new peso-aollar exchange rate
should be rather than to move to a flexible exchange'raté system. Eventually,
the exchange rate would have been fixed, as in the 1960's, were it not for

the events that subsequently characterized the international monetary scene.

These events mav have nrovided a "disguised blessing" as far as the
Philippines is concerned, in the sense that exchange 'rate flexibilitv
probably enabled the country to avoid the exchange upheavals that occurred
in the 1950's and late 1960's. Based on the Philipoines' exchange rate
historv, an exchange crisis of the nronortion similar to the 1950's and
1960's could have easilv developed in the 1970's, considering the ;apid
increases in oil prices, the sharp and extended deterioration in the terms
of trade following these price increases,3 and recession in the industrialized
countries. It will not be too difficult to see what the situation would

have been if the government were committed to a fixed exchange rate.

The countrv's exchange experience during the post-independence period

up to 1970 is well documented in Baldwin (1975). Essentially, what one
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can observe is a cycle consisting of a period of growing external imbal-
ances, followed by the imposition of various forms of trade and exchange
controls, and finally, a delayed gnd, therefore, large devaluation when
authorities could no longer defend the existing exchange rate. Obviously,
the adjustment process that such a devaluation requires 1is costly and
painful. Had changes in the exchange rate been undertaken more promptly,
before relative price distortions could grow and hecome embedded in the
economic system, adjustments would have been far less disruptive. But the
problem was precisely the difficulty of making timely exchange rate adjust-
ments under the par value system even when such changes were clearly called
for. Accordingly, the past two devaluation episodes took place under a
"erisis atmosphere" (Krueger, 1975; p. 50) and had been traumatic

experiences, both politically and economically.

Under the fixed exchange rate regime, there was a great tendency to
consider the exchange rate as an objective rather than as an instrument
of policy. Maintaining the existing exchange rate was a matter of national
pride and prestige, and changes in the rate, or even prospects of such
changes, were critical political issues. These attitudes have perhaps
persisted under the more recent svstem of exchange rate flexibility, but
to a lesser extent. Because exchange rates are "floating," the public
have increasingly considered changes 1in the exchange rate as normal
economic phenomenon. And because these changes have been made gradually,
adjustments have had less disruptive consequences, Furthermore, policy-
makers have probably become more confident Qf the use of the exchange rate
as an instrument of development policy; reliance on trade restrictions has

been less in the 1970's despite substantial trade and current account




deficits after 1973.4

These do not imply, however, that the mere adoption of flexible exchange?

I S

rateé.in the Philinpines has solved for it all problems of adjustment. All
that is indicated is that exchange flexibility '"can cope with much more
serious tensions and disturbances than the previous svstem of fixed
exchanges" (Haberler, 1974, p. 331). Vhether or not a flexible exchange
rate regime is able to provide a means by which a viable exchange rate
can be maintained still depends on the actual conduct of exchange rate
poliéy. Accordiﬂgly, the remainder of this paper looks into how exchange
rate policy has been pursued in the country since 1970, with empahsis on

the period of generalized currencv floating, 1973-1981.

2., The Post-1970 Exchange Rate Regime

The Philippine peso has been traditionally tiea to the U.S. dollar,
and it has continued to be so up to the present time. Since the exchange
rate reform of 1970, the spot peso-dollar exchange rate has been determined
daily on the basis of interbank trading in the'foreign exchange market.5
Until April 1972, the daily interbank spot peso-dollar exchange rate, or
the "guiding rate', was based on the buving and selling rates of the last
transaction in the foreign exchange market., Thereafter, the rate has been
established on the basis of the weighted average of exchange rates for all
sales made in the preceding day, the weights being the value of trading at
each exchange rate. Exchange rates for other currencies are based on the

spot buying and selling rates in New York of these currencies (in terms of

U.S. dollars) at the close of the day prior to the actual vpurchase in




Manila and on the Central Bank's current buying and selling rates for U.S.
dollars. There is no domestic forward exchange market, but forward cover
is made available by the Central Bank for transactions involving swap

arrangements.

thile it is officially maintained that "all exchange transactions
take place in a free market,"6 the Central Bank has exercised direct con-
trol over movements in the peso-dollar exchaqge rate through the purchase
or sale of foreign exchange: "Generally, the Central Bank (or an agent
bank acting in its behalf) stood ready to provide foreign exchange at the
current rate to maintain the stébility of the exchange rate" (Central Bank
Annual Report, 1970; p. 70). 1In 1970 and 1971, the Central Bank limited
its intervention activities in the foreign exchénge markef, making sales
of only U.S. §5 million and U.S. $23.5 million, respectively. Beginning
in 1972, however, Central Bank intervention increased substantially, its
sales and purchases of foreign exchange accounting for a markedly increased
proportion of the total volume of foreign exchange trénsactions undertaken
by commercial banks. In 1970, this proportion was only 9.4 per cent; by
1972, this had risen to about 60 per cent.7 Another instrument which has
been used by the Central Bank to manage the exchange rate is the maintenance
of bands or margins around the guiding rate within which the peso—dollar rafe
is allowed to float. Until April 1972, the margins were 3/4 of one per
cent above and one per cent below the guiding rate. Subsequently, the
exchange rate was allowed to float within a wider band of 4-1/2 per cent

on each side of the guiding rate for the trading day.

Aside from these forms of control over the exchange rate, there are a




number of trade and exchange restrictions which are still in ovperation,
although as mentioned above, there has been less reliance on the former
in the 1970's as compared to the preceding two decades. The regulations
involving invisible payments and the capital account are still quite strin-
gent, For instance, while remittancee of profits and dividends are
generally free of restrictions, there are quantitative 1limitations on
invisible payments such as those for travel abroad, educational exnenses
of students abroad and maintenance of dependents abroad. Residents are
not allowed to purchase foreign securities nof maintain bank balances
overseas. However, thev can maintain foreign currency bank deposits
domestically, provided the source of the deposit is eligible for deposit.8

All foreign borrowings require prior Central Bank approval.

It should be clear by now that the exchange rate system in the
Philippines is one of limited rather than full flexibility, so that the
regime mav be more precisely described as a "crawling peg" (Williamson,
1965; p. 2) rather than floating.9 This exchange arrangement is not unex-
pected in a develoning country like the Philippines where certain structural
characteristics preclude free floating as a feasible alternative. Table 1
presents a éelected set of indicators of the Philippine economyv which can

help explain the countrv's choice of exchange rate regime, among other

things.

It can readily be seen why the Philippiﬁes opted to continue to be in
the U.S. dollar currency area during the period of generalized floating
among major currencies. Aside from the fact that the peso has been histo-

rically tied to the U.S. dollar, the U.S. has remained the Philippines’
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Table 1
SELECTED ECONOMIC INDICATORS

I. Gross Domestic Product (GDP), Population and Inflation Rate

A. GDP (in million U.S. dollars, 1980)3/ 31,337

Population (in thousand persons, mid-1980) - 48,317

C. GDP Per Capita (in U.S. dollars, 1980) 649
1960-70 1970-80
D. Growth Rate of Real GDP (% per year) 4.8 5.9
E. Inflation Rate (%)
Consumer Price Index 5.3 13.8
Wholesale Price Index 5.7 17.1
GDP Deflator 5.7 13.3

ITI. Trade and Exchange Market Related Indicators

1965 1970 1975 1980

A, Proportion of Trade in Goods

and Services in GDP (%) 34.4 38.4 43.9 46.2
B. Share of Traditional Exports
in Total Exports (%)b/ 79.5  78.3  63.3  43.9

C. Share of Top Two Trading
Partners in Total Trade (%)

a. United States 39.8 35.0 24,8 25.3
b. Japan 25.9 35.0 31.2 22,6
c¢. U.S. and Japan 65.7 70.0 56.0 47.9
D. Imports According to End Use (%)
a. Capital GoodsS / 18.7  18.8  19.5  16.2
b. Intermediate Goods— 62.8 74.3 72.6 79.4
c. Consumer Goods 18.5 6.9 7.9 4.4
E. Ratio of Commercial Bank to
Central Bank Holdings of .
Foreign Exchange Assets (%) 48.7 51.0 52.8 60.0

Sources: Central Bank of the Philippines, Statistical Bulletin; National
Economic and Development Authority, Philippine Statistical
Yearbook; IMF, Financial Statistics.

a/ Based on the GDP at 1980 pesos and the average 1980 exchange rate.

b/ Coconut oil, copra, copra meal or cake, dessicated coconut, logs
and lumber, sugar and copper concentrates. »

¢/ Machinery and equipment.

g/ Unprocessed and semi-processed raw materials, and supplies.




principal trading partner, although Japan has posed a serious threat to the
U.S. in the latter regard. That free floating is not a feasible alternative -
for the Philippines can be explained by the relative openness of the econo-
my and by the absence of an internationallv integrated financial market
(Crockett and Nsouli, 1977; Branson and Katseli, 1978). The relatively open
chara;ter of the Philippine economy ( the proportion of trade in goods and
services in GDP was 46.2 per cent in 1980) does not make floating feasible
because domestic residents would tend to want contracts to be effectively
denominated in foreign currency, and there would be little basis. for demand
for domestic currency. On the other hand, because the domestic capital mar-
ket is not integrated internationally, the supply of and demand for foreign
exchange would be determined mainly by current account flows, and short-
run stabilitv depends 6n the Marshall-Lerner conditions concerning trade
elasticities., If these conditions do not hold in the short-run, e.g., in
view of lags in responses and relatively inflexible prices, then floating
would be unstable. This would result in a considerable increase in uncer-

tainty, which would, in turn, adversely affect trade and investment flows.

Changes in Nominal Exchange Rates

From Januarv 1970 to the end of the decade, the peso-dollar exchange
rate increased by 93.6 per cent from P3.92 per U.S. dollar to P7.59 per
U.S. dollar. The largest increase during this period occurred in 1970
when the rate rose from F3.92 per U.S. dollar to P6.43 per U.S. dollar,
representing a 64.0 per cent increase. 1In comparison, the exchange rate
in the 1960's depreciated by 95.0 per cent from P2.00 per U.S. dollar to

¥3.90 per U.S. dollar.
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Since March 1973, when the system of generalized currency floating
was initiated, the peso-dollar rate has risen by 20.1 per cent from V6.77
per U,S. dollar in March 1973 to P8.13 per U.S. dollar in Décember 1981,
This is a considerably smaller magnitude of depreciation as compared to
those resulting from the 1960 and 1970 devaluations. Moreover, adjustments
have been made continuouslv in small increments (Figure 1). The average
absolute monthly percentage change in any year since 1973 has been less
than one per cent, the largest being 3/4 of one per cent, On an annual
basis, the average absolute percentage change is 2.2 per cent per year. In
this connection, it is significant to observe the prevailing interest rate
differentials during this period. A§ Table 2 shows, the differentials
have been generally kept well over the average rate of crawl of the
exchange rate, although there were a few exceptions, .e,g., the rate dif-

ferentials with the U.K. in 1974, 1977-1979, and with the U.S. in 1979.

Based on the predominant trend of nominal exchange rates, the exchange
experience of the Philippines during the period of generalized currency
floating can be divided into four sub-periods. The first is during March
1973 to the third quarter of 1974 when rates were slightlv appreciating.
The second covers the period from the last quarter of 1974 to the third
quarter of 1975 when depreciation was the dominant trend. The third period,
from the 1ast.quarter of 1975 to 1979, is characterized by a slight appre-
ciation and relative stability of the exchange rate. The 1last period
consists of the more recent years 1980 to 1981, when the rates started
to depreciate once again. It would be useful to note the country's price
experience during these periods. The annual rate of domestic inflation,

as measured by the consumer price index, was 25 per cent during the first
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Tahle 2

INTEREST RATES IN THE PHILIPPINES AMND SELECTED COUNTRTFS: 1973-1981
(End of Period I'er Cent Per Annum Rates)

1973 1474 1975 1076 1977 1978 1979 1980 1981
Philippinesﬂj ' 9.74 10,03 16.90 15.42 12.90 11.52 12.70 14.85 16.91
HongKongE/ 8.010 6,00 3.25 1.75 a,25 4.55 9.25 13.00 14.00
Singanoreg/ n.a, n.a. n.a. 3.76 4,54 5.29 7.15 11,22 12.05
United Statcsg/ 7.41 7.11 5.21 4,41 6.14 9.34 12.1n 13.60 12.97
Japang/ 5.80 6.833 5.68 4,15 6.00 4,36 8.13 9.90 6.75
Germanyt! 7.00 5.63 3.15 2.65 3,96 4.06 0.58  10.27  10.82
United Kingdom®/ 8.31  12.42  10.99  10.64  13.51  11.56  15.34  13.02  14.78
Switzerlandhj 5.50 6.00 1.50 1.12 1.12 n.13 4,42 5.75 8.75

Sources:

Statistics;y

All Ythers - 0O,E.C.D,
a/
Ey Three-month time deposit rates.
¢/ Three-month deposit rates.
d/ 90-day Treasuy Pills' rates.
e/
f/ Three-month loan rates.
E/ 91-day Treasury Bills' rate.
h/ Three-month deposit: rates.

Philippines - Thilippine Financial Statistics;

Honglong - longKong Monthly Digest of

Singapore - The Monetarv Authoritv of Singanore Statistical

Pulletin;

Main Feconomic Tndicators,

1973-1974: 91~day Treasury Pills' ratce;

1975-1981:

1973-1976: 60-day Treasury Lills' rates; 1977-1981:

61-9N-day monev market rates.

"Gensaki" or monev market rates.

[
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period, 8.1 per cent during the second period, 10.1 per cent during the

third period, and 14.8 per cent during the last period.

The most notable feature of the exchange rate changes described above
is the rather limited extent of nominal depreciation from 1973 to 1981.
Considering the magnitude of the country's trade and current account defi-
¢its since 1974 (Table»3), as well as the relatively rapid rate of domestic
inflation (Figure 2),10 one would have expected to see a flexible exchange
rate resulting in a larger depreciation of the domestic currency vis-a-vis
the U.S. dollar. 1Im general, a country confronted by current account defi-
cits can make the necessary adjustments gy financing the deficits through
bdrrowings from abroad or drawing down on reserves, by allowing the exchange
rate to depreciate, or by depressing incémes or lowering prices, These op-
~ tions are of course not mutually exclusive. Iﬁ the case of the Philippines,
it appears that the decision taken by the monetary authorities was to mini-
mize the change in the nominal exchange'rate principally through external

financing.

From 1973 to 1981, net long-term capital inflows averaged U.S. $906
million per year.ll In contrast, the combined net long-term capital in-
flows during the immediately preceding ten years amounted to only U.S. $752
million. As a consequence, the country's total external debt outstanding
rose more than sixfold from U.S. $2.6 billion in December 1973 to U.S.
$16.1 billion in September 1981, And at least up to 1980, the magnitude
of external financing would enable the Philippine monetary . authorities
not only to maintain the 1level of the country's international reserves

but also to raise it (Table 4). In 1973, international reserves

[L I
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Tahle 3

SELECTED sALANCE OF PAYMINTS DEVELOPMENTR, 1973-1981

(Tn *illion ¥V.S. Dollars)

1973 1974 1975 1974 1977 1978 1979 1980 1981

Exports, f£.0.b. 1,871 2,694 2,263 2,517 - 3,151 3,425 4,601 5,790 5,910

Imports, f.o.b. 1,597 3,143 3,459 3,634 3,915 4,732 6,142 7,727 8,400

Trade Balance 274 - 449 - 1,196 - 1,117 - 764 -1,307 - 1,541 - 1,937 - 2,490

Services (Net) - 165 - 237 - 257 - 394 - 427 ~ 178 - 390 - 555 - 392

Transfers (Net) 333 404 464 372 344 313 355 422 470
Current Account

Balance v 442 - 282 - 989 -~ 1,139 - 847 - 1,172 - 1,576 - 2,070 - 2,412

Official Grants and

Long-Term Capital

(Net) . » 212 248 548 1,216 898 1,062 1,250 1,081 1,642

Rasic Balance 654 - 34 - 441 77 51 - 110 - 326 989 - 770

Source: Central Bank of the Philippines, Annual Reports.

9T
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Tatle 4

INTLRUIATIONAL RESERVES, 1979-1681
(Tn fillion U,S, Nollars)

Months of Tmnorts

Year Official Heservesﬁl Coverage
157y 251 2.4
1471 376 3.9
1472 54+ 5.5
1473 1,037 7.8
1274 1,593 5.7
127> 1,361 4,7
1974 1,642 5.4
1877 1,525 4,7
1v738 1,883 | 4.8
174 2,423 4.6
lug 3,155 4,9
1usl 2,574 3.7

Source:  Cavntral Tank of tte Thilinninecs,.

a/ Tnecluding gold and SOR's.
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of the Central Bank stood at U.S, $10 billion., By 1980, Central Bank
reserves have reached U.S. $3.2 billion. In terms of monthly merchandise
imports which a particular level of reserves can finance, the Central Bank
has maintained a reserve level which has not fallen below an average equi-.
valent of 4.3 months' imports since 1973, The corresponding figure in the
1960's and the first two years of the l970's.averaged 2.5 months of imports.
In 1981, the current account deficit reached a peak of U.S. $2.4 billion
and could not be fully financed by net borrowings amounting to only U.S.
$1.6 billion. The Central Bank obviously decided to draw down on its re-

serves rather than allow a drastic depreciation of the currency.

Based on an interview with senior goverment officials, Bautista (1978;
p. 4) explains the policv of shoring up foreign exchange reserves as follows:
"The unexpectedly large current account deficit in 1974 and the perceived
instability in the world economy 'scared' the monetary authorities into
exerting efforts to borrow from the international capital market and build
up the Central Bank reserves. In the succeeding two years of increasingly
worsening current account balance, the strategy apparently adopted was to
maintain the high reserve level as a safeguard against speculative activi-
ties in the foreign exchange market. It is also claimed that the cost of
holding these reserves has not been substantial, since their yields from
short-term placements and time deposits have been relatively high

(averaging 6-77%)."

While the level of international reserves in the Philippines has been
relatively high in a historical sense, it is not necessarily so by inter-

national standards. Table 5 shows that in 1979, Philippine international

A




Table 5

INTERNATIONAL RESERVES OF SELECTED COUNTRIES
1979

AND GROUPS OF COUNTRIES,

(In months of import coverage)

18

A, Groups of Countries (Averages)

1. Low-income countries
2. Middle-income countries

3. Industrial countries

B. Selected Countries

1. South Korea

2., Hexico
3. Pakistan
4, 1Indonesia
5. Sri Lanka
6. Singavpore
7. Brazil
8. Thailand
9. Bolivia
10. Philippines

11, Burma

12. Malaysia

13. Chile

14. Paraguay

15, 1India

16. Colombia

17. Argentina

4,2
5.2
5.0

1.5
1.7
2.5
3.4
4,1
4.1

Source: World Bank, World Development Report, 1981.




19

reserves in terms of months of import coverage was onlv slightly higher
than the average for low income countries (per capita GNP of up to U.,S.
$380 based on World Bank classification). On the other hand, the compara-

ble figures for middle income countries (per capita GNP of over U.S. $380)

and industrialized countries were slightly more than that in the Philippines.

The median reserve level in months of import coverage for all middle-income

countries included in the 1981 World Bank World Development Report is 4.5

months, very close to the estimate for the Philippines of 4.6 months.

The Black Market for Foreign Exchange and Speculative Pressures

Has disruptive speculation become less of a problem during the more
recent period of limited exchange rate flexibility? During the earlier
period of adjustable par values, anticipated large devaluations presented
considerable opportunities for obtainiﬁg sﬁbstantial pay-offs from specu-
lation. Since exchange rate adjustments'have been made frequentlvy in
relatively small doses in the post-1970 period, there is a great likelihood
that incentives for speculation may have been somewhat reduced. Haberler
(1972; p. 3), referring to the Brazilian experience, suggests that even
in the case where the currency is expected to go down and never move up in
the foreseeable future, "... speculation ceases to be a serious problem if
exchange rate changes are small enough and frequent enough."12 In order
to ascertain whether this has indeed been the case for the Philippines,
the ratios of black market rates over official or guiding rates in the
1950's and 1960's are compared with these in the 1970's. Inasmuch as
the Philippine black market for foreign exchange is a highly speculative
market, such a comparison may at least provide a rough idea of the relative

extent of speculative activity during the period of fixed and flexible

-,
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exchange rates,

As Table 6 shows, the exchange rate was subjected to tremendous
speculative pressures in the 1950's, The smallest margin of‘black market
rates over official rates was 24 per cent at the beginning of the decade.
Thereafter, the margins exhibited an upward trend, so that by 1959, the
black market rate was double the official exchange raté. -It was during
this period when various trade and exchange controls were introduced and
expande'd.13 With the initiation of liberalization measureé‘in 1960, the
margins were reduced to about 30 per cent in 1960 and 20 per cent in 1961.
The margins further contracted in 1962 when exchange decontrol was imple-
mented. In the following yvears of decontrol until the first half of 1967,
the black market rate for foreign exchange stayed close to the official
exchange rate.14 However, when the trade balénce worsened from a deficit
of U.S. $25 million in 1966 to a deficit of U.S. $242 million in 1967, the
black market became bullish agaih; the premium moved from 16 per cent during
the last quarter of 1968 to 43 per cent in the same quarter the following
year. In January 1970, one month before the peso was allowed to flsat,

the margin stood at almost 60 per cent.

The 1970 exchange reform appears to have relieved the pressure on the
exchange rate, and for the rest of the 1970's, the margins would remain
within 5-10 per cent except in the last quarter of 1975, when the margin
hit 14 per cent. The relatively stable and lower margins during this more

recent exchange rate history are worth noting.15 Considering the .country's

substantial trade and current account deficits since 1974 and the relatively

high rates of domestic inflation, a rapid climb in the margins of black



Table 6

RATIOS OF BLACK MARKET TO OFFICIAL EXCHANGE RATES
(Quarterly: 1950-1979)

Year I I1 I11 v - Average
1950 1.24 1.41 1.41 1.84 1.48
1951 1.73 1.61 1.32 1.33 1,50
1952 1.33 1.24 1,29 1.33 1.30
1953 1.33  1.32 1.30  1.31 1.32
1954 1.32 1.32 1.38  1.44 1.36
1955 1.47 1.40 1,38 1.44 1.42
1956 1.53 1.59 1.61 1.77 1.63
1957 1.74 1.78 1.69 1.69 1,73
1958 1.70 1.61 1.70 1.77 1.70
1959 1.89 2.10 2,16 1.90 2,01
1960 1.29 1.28 1.32 1.26 1.29
1961 1.06 1.15 1.20 1.32 1.18
1962 1.00 1.06 1.06 1.08 1.05
1963 1.01 ‘1.01 1.01 1.01 1.01
1964 1.00 1.00 1.00 1.00 1.00
1965 1,01 1.03 1.05 1.03 1.03
1966 1.03 1.02 1.02 1.02 1.02
1967 1.02 1.02 1.08 1.09 1.05
1968 1.06 1.09 1,05 1.16 1.09
1969 1.18 1.19 1.27 1,43 1.27
1970 1,27 1,07 1.05 1.09 1.12
1971 1.10 1.10 1.08 1.08 1.09
1972 1.07 1.05 1,03 1,05 1.05
1973 1,07 1.09 1.06 1.01 1.06
1974 1.03 1.03 1.06 1.06 1.05
1975 1.04 1.06 1.10 1.14 1.09
1976 1,08 1.04 1.05 1.08 1.06
1977 1.09 1.05 1.05 1.02 1.05
1978 1.04 1.07 1.06 1.09 1.07
1979 1.09 1.07 1,06 1.08 1.08
Sources: Official exchange rates - IMF Financial Statistics;

Black market

Yearbook.

exchange

rates - Pick's Currencv
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market over guiding rates could have easily taken place. That they did
not do so suggests that the system of gradual and continuously changing
exchange rates, while not eliminating disruptive speculation totally, has

dampened it to a good extent.

3. Generalized Floating of Major Currencies
and Effective Exchange Rates

So far, the discussion has focused only on the nominal peso-dollar
exchange rate. No account has yet been taken of thé fact that since the
early seventies, major currencies have been floating. Under such circums-
tances; pegging to any one of them implies floating vis-a-vis the curren-
cies of other trading partners. It is therefore mnecessarvy to have a
measure of the value of the domestic currency in relation to a representa-
tive set of currencies rather than merely to that of the intervention
currency. Such a measure is the "effective exchange rate" (EER), which
is defined as a weighted average of the exchange rates of the Philippines'
trading partners.16 An EER index measures the proportional change in the
Philippine peso vis-a-vis the currencies of the country's trading partners
relative to a selected base period (Rhomberg, 1976). Different EER indices
can be computed, depending among others, on the base period selected, the
partner countries included, the weighing scheme employed and the type of
averaging formula used. The factors of greatest consequence are, however,
which partner countries to include in the index and what weighing scheme
to use., The former is dictated by the geograohical pattern of trade, while
the appropriate choice of weights depends on the particular objectives of

analvsis or volicy (Branson and Katseli, 1978; 1980). 1If r, denotes units
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of domestic currency per unit of the currency of trading partner i, and
vy represents the weight for trading partner i, then the effective exchange

rate index E is given by
E=2Iwt 1)
i

where a dot over a variable indicates a proportional change in that varia-
ble, I v, = 1, and 1 = 1,...,n trading partners. The subscript o refers

i
to the home country so that i # o.

Let r, = units of home currency per unit of numeraire currency (in

%

1= units of currency

the Philippine case, pesos per U.S. dollar), and r
i per unit of numeraire, e.g., ven per U.S. dollar, DM per U.,S. dollar,

etc. The exchange rate r, is obtained from the ratio of r, to r; ; hence

i
. - s _o*
B,=i - 17 . (2)

Substituting (2) in (1) and recalling that I w, = 1 vields
i

- s - o« %
E=r i wiEl . 3)

It can be readily seen from (3) that even if the peso-dollar rate
r  were to remain fixed, the effective exchange rate can change whenever
the dollar's relationship with third country currency changes. More im-
portant, these changes may not reflect the balance of ﬁayments adjustment
needs of the country and may undermine rather than enhance the pursuit of

domestic policy objectives. For example, the country may find its effec-

- %

:i
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tive exchange rate appreciating when the current account is weakening and

vice versa.

In principle, it would be possible to maintain a "desired" or target
effective exchange rate by making compensatory adjustments in the inter-

vention currency. In terms of (3), this means setting E = 0, giving
t =3 wit* | : - (&)
i

This is a policy that adjusts the intervention rate to hold the nominal
effective exchange rate constant. The policy can alternatively be to
stabilize a given real mather than nominal exchange rate. In this case,

the real effective exchange rate index E is defined by
E=Zw (&, +p, ~d) (5)
i

where po = home-country price or cost index; and Py = price or cost index
in country i. Substituting (2) into (5), adding and subtracting the cost
or price index in the numerairé country, P and recalling once again
that .2 w, = 1, the expression for E becomes

i

E=¢ +p_ =p -Iw (] +D -B) . (6)

The policy of stabilizing a target real effective exchange rate

requires that E = 0, so that

t +p -p =Iw, (2 +D - ﬁi) . (7)
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As (4) and (7) imply, pegging to a basket of currencies defined by a set
of weights Wy is equivalent to holding constant an effective exchange rate

similarly defined by those weights (Branson and Katseli,‘1982).

The Philippine monetary aufhorities..are not known to have made
adjustments in the peso-dollar exchange rate on the basis of the above
considerations., Moreover, the Internationél Monetary Fund (IMF) does not
report the country as changing intervention rates according to a set of
indicators, such as differential .rates of inflation, trade or current
accoﬁnt positions, stock of reserves, etc. Thds, it would be interesting
to determine what the adjustments in the peso-dollar exchange rate imply
in terms of nominal and real effective exchange iates, as well as»what
factors can explain the rate of crawl of the intervention rate T, and

effective exchange rate E.

Calculation of EERFIndices

Quarterly nominal and real EER indices for the period 1973 " to 1981

based on the average annual trade shares of eight industrialized countries
who have at least a one per cent share in total Philippine trade with all
industrialized countries during 1974-1976 (Table 7). The first quarter of
1973 (1973:1) is designated as the base period because the exchange rate
prevailing during that quarter may be what could be considéred, as a
"desireable" level.18 Two sets of real EER indices are calculated, namely:
one based on the consumer price index (CPI) and another based on the whole-
sale price index (WPI). The data for exchange rates and prices are those

reported in IMF's International Financial Statistics, while the bilateral

o N




Table 7

AVERACE BILATERAL TRADE WEICHTsZ/
(1974-1976)

Export Import Total Trade

Weights Weights Weights

United States 42.1 34,6 38.2
Japan 37.8 41.0 39.6
Netherlands 8.6 1.9 5.0
Germany 3.8 5.6 4.8
United Kingdom 3.4 5.6 4,5
Australia 1.7 6.0 3.9
France 1.6 2.9 2.3
Canada 1.0 2.4 1,7
TOTAL 100.0 100.0 100.0

a/ Computed from trade data published in IMF, Direction of Trade.
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- weights are derived from IMF's Direction of Trade.

Analysis of EER Movements

From 1973:1 to 1981:IV, the trade weighted effective exchange rate
depreciated bv 26,8 per cent. As Figure 2 shows, the effective depreciation
was not continuous, but the upward trend in EER is clear. The trends of
both the CPI-based real EER and WPI-based real EER are less tlear. The CPI-
based real EER is characterized bv anpreciation during 1973:1 to 1974-117,
depreciation in 1974:1IV to 1978:111, appreciation in 1978:1IV to 1979:1V and
relative stabilitv in 1980:1 to 1981:1V. The WPI-based real EER follows
roughlv a similar trend except in fhe second (1974:IV to 1978:111) ‘and
last (1280:1 to 1981:1IV) sub-periods. Over the whole period from 1973:1
to 1981:1V, all cuarterlv real FER's lay bhelow the base quarter level, ex-
cent for three quarters in 1978 when the CFI-based real EER exceeded the
EER in 1973:I. 1In 1981:IV, the CPI-based real EER was 13.4 per cent below
the 1973:1 rate, while the WPI-based real EER was 23.3 per cent below the
base quarter level. If the exchange rate policv were one committed to
maintaining the real effective exchange rate at the 1973:1 level, the im-
nlied intervention rate in 1981:IV is P9.15 per U.S., dollar in the case of
the CPI-based real EER and P9.08 per U.S. dollar in the case of the WPI-
based real EER.lg

To what extent have nominal EER changes been due to adjustments in the
peso-dollar intervention rate ré, and to what extent have they been due to
exogenous currency realignments? The ratio of the net change in the cur-~
tencies of the Philippines' major trading partners to the change in the

intervention currency provides an idea of the relative magnitudes involved.

————




28

Over the period 1973:1 to 1981:1V, the average quarterly ratio is 1.42,
implying that on average, exogenous currency changes have been 42 per cent
greater than those undertaken by the monetary authorities. Excluding the
first year of generalized currency floating, however, thé compnarable ratio
is 0.64, indicating that on average, exogenous currencv movements have been
relaﬁively smaller than adjustments in the intervention rate. The relative
influence on EER's of exogenous and policy-determined exchange rate changes

can also be seen in Figure 3.

One aspect of exchange rate flexibility that has caused concern is
that of the wvariability of exchange rates which may increase uncertainty
and thus, adversely affect trade and investment flows (Bautista, 1979).
The risks involved can be reduced by recourse to the forward market, but
but as mentioned earlier, forward cover is only available to transactions
involving swap arrangements; hence, the question of increased uncertainty
remains an important issue. In order to determine whether effective
exchange rates have exhibited more variability during the period §f
exchange rate flexibility relative to the earlier period of fixed exchange
rates, the variability of monthlv nominal effective exchange rates during
1973-1981 1s compared to the corresponding variability during 1964-1972.
The measure of variability employed is the standard deviation of monthly
nominal exchange rates about the mean during each period. For purposes of
comparison, the variability of the intervention exchange rate (ro) is also
presented in Table 8 below. Nominal effective rates do not appear to have
become more variable during the period of generalized currenty floating.
Their variability is in fact reduced when the first two years of the float-

ing period are excluded. Intervention rates exhibited a similar pattern,




Figure 3
NOMINAL AND EFFECTIVE EXCHANGE RATES
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their variability being very much reduced in 1973-1981., Intervention rates
were clearly less variable than effective exchange rates in the recent period,
but slightly more variable than the latter in 1964-1972, These observations
bring to mind Black's (1976) conclusion that "countries which ... maintain
overvalued exchange rates and then devalue them sharply suffer high varian=

ces in their effective exchange rates ..." (pp. 35-36).

Table 8
VARIABILITY OF INTERVENTION AND EFFECTIVE EXCHANGE RATES

1964-1972 1973-1981 1975-1981
Effective Exchange Rates 16,7 12.0 10.7
Intervention Rates 17.6 5.2 3.3

4., Official Exchange Market Intervention Behavior

Section 2 of this paper indicated that because of the lack of inter-
national capital market integration, the Philippine financial system is
not able to provide a stable market in foreign exchange, thus, precluding
free floating as a feasible alternative. Under such circumstances, the
Central Bank must "make the market" (Branson and Katseli, 1978; p. 10).

And the far ranging direct and indirect controls exercised by the Philippine
monetary authorities over the foreign exchange‘market can be viewed in

this context.

Since changes in the exchange rate can be expected to be greatly

influeaced by official actions in the foreign exchange market, one way
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of analyzing movements ip the peso-dollar exchange rate is to examine the
behavior of the monetary authorities in the egchange market, Along this
1ine, official exchange market intervention or reaction functions will be
estimated for the period 1973-1981, using quarterlv data. The results of
the analysis shoul& be qualified by the partial character of the approach
adopted here, as well as the inadequate treatment of the problem of simul-
taneitv. Inasmuch as ideally, one would model official exchange market
behavior within a more complete halance of payments framework, the effort
taken in this paper should be considered as only one step towards the
specification of an exchaqge mafket or balance of payments model. Further-
more, the estimated reaction functions should not be expected to neccesarily

hold beyond the sample period or at all times during this period.

The Central Bank has no explicit exchange intervention policy except
that of "maintaining the stability of exchange rates'; hence, alternative
hypotheses regarding how the rate of cravl is determined are tested., Va-
rious suggestions concerning possible intervention rules (e.g., Cooper,
1970; IMF Committee of Twenty, 1974; Black, 1976; Kenen, 1%380) served as
the starting point for formulating hypotheses about the monetary authori-
ties' behgvior in the foreign exchange market. The alternative hypotheses

to be tested are that exchange rates are adjusted by the Central Bank on

the basis of:

I. Equation (4) above, which implies that the Central Bank acts

to stablilize the effective exchange rate.

ITI. A Purchasing-Power-Parity (PPP) rule, according to which ex-

change rate adjustments are made to comvpensate for inflation differentials
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between the domestic economy and those of major trading partners.

III. A reserve indicator, which calls for exchange rate changes

depending on the stock of or changes in international reserves.

IV. A balance of payments indicator, which links exchange rate

alterations to current account or basic balance developments,

Foreign exchange market intervention functions will be estimated using
the change in the exchange rate as the dependent variable and indicators
of Iintervention rules I to IV as explanatory variables. For the jth inter-
vention rule, for example, the general form of the regression equation is
given by

Ex = 3

+ + ...+ +
so ¥ 2ty L ®
where E* = change in the exchange rate; Ijl""’IjN = indicators for the

jth intervention rule; aj are parameters to. be estimated;

o® ajl,...,ajN
and u = error or disturbance term. E* can be interpreted as the official
target change in the exchange rate which is realized in every period; and the
I's, as determinants of the target exchange rate change (Helliwell, 1979).

In actual tests, E* is expressed in index form (1973:I = 100). Indices of
intervention and effective exchange rates are alternatively used as the
dependent variable, except in the case of intervention rule I where only

the former is used. Lagged values of indicators are included as explana-

tory variables, where appropriate.

The regression results are summarized in Table 9. Only the "best"
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Table 9

SITMARY OF REGRESSTNNSE/

Fffective Fxchanoe Pate Rule

LNIR = 2,76 - 0.937L) - 06.081L5 + O0.078LT + N.963LN

(3.79) (1.625) (N.50L) (1.007) (0.351)
+ 0.060LX + 0,177LA + 0.148LC
(1.000) (2.199%) (1.352)
T = 4,068 dov., = 1.71 p = .36

A0TE: LNER = log of nomiral exchanee rate index; LJ, L7, LF,
L¥, 11, LA, LC = log of exchance rate indices of cur-
rencies of Janan, Germanv, I'rance, Yetherlands, United
“irgdom, Australia and Canada (in terms of L., dollars),
resnectivelw,

N
NPT Tule
oo oclide

S AT = 4068 4+ D I07ULET

(177.4)
=2 .
RTo= 0.99¢
e LIDY = 4,63
1o
-7
Y= 9,500

-+

(1.255)
dove = 1,20
D.1341e7
(0.931)
d.v. = 32

CTL: TNLD = as Jefined in T atove;

exchange rate index;
CPI to weighted average of foreign CPI.

LPF = log of the ratio

RA!

.93

effective
of Philippine




Tarle 9 (cont'd.)

IIT.

Reserve Indicators

exchange rate index.

A, Stocii of Paserves (S1I°)
1. IR = 104,7 + g.on2enre
(31.2) (1.317)
"2 2 9o dov. = 1,86 po= 0,87
2, TP = 102,17 <+ N,O07e7ES
(18.5) (2.333)
7= 0,312 do, = 1,71 o = 9,82
. Change in Reserves (FRLC)
1. 7FR = 108.3 - 0.,902CnES
(51.3) (1.393)
2o o.u1 do. = 1.21 o = 9.99
2. LEU = 51,3 - {0,003CRIS
(25.2)  (0.844)
-2
nT o= 0,758 d.r. = 1.88 o = 0,92
C. “tocl. of Qeserves and Chance in Teserves
1, 2rm = 105.3 - 0,00297rS -~ 0,0920nre
(39.7) (1.3847) (1.27%)
= 4.935 dov. = 1.29 b = 0.80
2. IER = 102.%9 + 0.006SRTCS  —~ N, NI2CRES
(18.7) (2.974) (N.674)
72 - 9,803 dass = 1.8 p = 0.89
HOTE: XNER = nominal exchange rate index; TE" = effective
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Tatle 9 (cont'd.)

TV. Current Account and Basic Talance Indicators

A. Current Account Talance (CAD)

1. WER = 104.4 - 0,005CA™ - 0,005CAPR(~
(64.1) (2.724) (3.058)
=2
R = 0,948 d.ov. = 1,46
2. TR = 110,99 - 0.902CAF - 0.002CAB(-
(19.9) (0.710) (0.823)
-2
N = 0,783 devie = 1.75
b. Lasic Palance(LR)
1. R o= 108.3 - 0,003tp - 0.00ZEB(f;)
(57.6) (1.510) (1.128)
-2
n = 0,922 devw., = 1.17
2. TER = 113.6 + 0,0017L - 0.,004B8B(-1)
(22.5) (0.537) (1.622)
=2

RToo= 0,777 d.ove = 1.80

35
1) - 0,005CAR(-2)
(2.837)
p = 0.83
1) - 0.N08CAR(-2)
(2.58A)
p = 0,93
- 0,003RR(-2)
(1.537)
p = 0.87
p = 0.94

¥)Ti.: NER = nominal exchange rate index; EER = effective exchancge -
tate index; CAB(-1) = CAB lagged one quarter; CAF(-2) = CAT

lagged two nuarters; same with LB.

a/ Absolute values of t-statistics are in parentheses; estimation

bv Cochrane-0Orcutt iterative techniaue.

———ld
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equations in each hypothesized set are reported in the table in order to
have‘a clearerAfocus in the analysis. The criteria for the bgst estimated
equation in each set consist of the standard tests for goodnmess of fit,
i.e., the coefficient of multinle determination adjusted for degrees of
freedom (ﬁz), the standard errors (or t-statistics) of the estimated coef-
ficients, and the Durbin-Watson (D.W.) statistic,zo The results of other

tests are mentioned in the text. An overview of the findings follows:

.l. No support is provided to the hypothesis that the monetary
authorities act so as to stabilize the effective exchange rate. Except
for the coefficient of the Austfalian'dollar, all the estimated coefficients
are not significantly different from zero. Nevertheless, it is interesting
to'note that the U.S. dollar has the highest implicit weight of 36.0 ver
cent (derived from the relationship wu.s. =1 - i Gi, where the weights
Gi's are the estimated coefficients). In an alternative regression using
the Japanese yen as the numeraire, an implicit weight for the U.S., dollar
of 60.0 per cent was obtained. This is not surprising, since the Philippine
currency has been closely tied to the U.S. dollar. VWhat is difficult to
explain is the very low weight implicitly placed on the Japanese yen (3.7

per cent) and the relatively high weight of the Australian dollar (17.7 per

cent).

2. The results likewise reject the hypothesis that the monetary
authorities follow a PPP-rule. The coefficient of the relative CPI term
is not close to wunity and not significantly different from zero, while
the constant is highlv significant. This is true for both nominal and

effective exchange rates. Regressions using WPI instead of CPI, and
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regression equations incorporating lagged values of the explanatory

variable were also estimated, but these did not yield better results.

3. The data do not show that the stock of reserves (SRES) is an
important determinant of nominal exchange rate adjustments, although it
appears ﬁo be a significant determinant in the case of effective exchange
.rates. éowever, the coefficient of SRES is positive in the latter case,
contrary to a priori considerations. The coefficient of SRES in the
regression equation for nominal exchange rates is also positive, but it
‘is not significantly different from zero. Regressions using the change
in reserves (CRFS) intead of SRES, as well as those using ﬁoth SRES and
CRES as explanatory variables did not vield significant coefficients both

. for nominal and effective exchange rates.

4. The results supvort the hypothesis that the antral Bank, on
average, adjusts nominal exchagge rates in accordance with current account
balance (CAR) developments. The relationship is significant up to a lag
of two quarters, implying that adjustment of the intervention rate depends
on current account developments during the current period and in the recent
past. All of the coefficients are also of the expected signs. In regres-
sions involving: (1) only the contemporaneous CAB; and (2) the contempo-
raneous CAB and CAB lagged one quarter, all the coefficients of the
explanatory variables are not significantlv different from zero. On the
other hand, the coefficients of CAB beyond a lag of two quarters are not
significant. Regressions involving the basic balance, as well as those
using the effective exchange rate as the dependent variable performed poor-

ly. These results confirm the point made in Section 2 above regarding the
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paramount importance of the current account in determining the exchange

rate in a financial setting such as the one in the Philippines,

5. On the whole, the regression equations for nominal exchange rates
performed much better than those for effective exchange rates, implying
that monetary authorities make adjustments in the intervention rate on the
basis of nominal rather than effective exchange,fate considerations. The
outcome of the tests involving the hynothesized intervention rule I is con=-

sistent with this observation.

Thus, for the whole period 1973-1981, the Central Bank's reaction
function for nominal peso-dollar exchange rates can be sbecified in terms
of responses to exchange market pressure manifested by current account
developments in the contemporaneous as well as fairly recent periods.
This behavior is both plausible and reasonable. The implied assumntion is
that adjustments made on such basis will lead to less fundamental dis-
equilibrium and therefore, less need for abrupt and disruptive changes.
The discussions in Sections 1 and 2 above appear to lend validitv to this

presumption.

However, because attention is focused on nominal rather than effec;ive
exchange rates, changes in the latter have not alwavs been in the direction
suggested byvthe needed adjustment. A look at Figure 4 will show that in
many instances during 1973-1981, a weakening of the current account 1is
associated with an appreciation of the effective exchange rate and vice
versa. In order to avoid such perverse'developments, it would be necessa-
ry for the monetary authorities to use effective exchange rafe formula-

tions in detefmining the extent and direction of intervention. This need




Figure 4
NOMINAL EER CHANGES AND BALANCE ON CURRFENT ACCOUNT

Million U.S. Dollars
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will become more vpronounced if the trend towards greater geographical
ldiversification of the country's external trade continues. Moreover, in
view of the more rapid rates of Philippine inflation relative to its
trading vartners, an exchange policy aimed at stabilizing a given real
effective exchange rate may be advisable, in order to ensure that the
country's international competitive position is not grossly eroded. At
the minimum, the monetarv authorities should be constantly wvigilant of

changes in real effective exchange rates.

5., Conclusions

This paper has attempted to evaluate, in a rather limited sense, the
exchange experience of the Philippines during the vperiod of generalized
currency floating, The nature of the post-1970 exchange rate regimé was
analvzed, and various implications of flexibility of the country's own
as well as other countries' exchange rates were discussed., Furthermore,
changes in the peso-dollar exchange rate were examined in the light of

official intervention behavior in the foreign exchange market,

The exchange rate regime in the Philippines during the post-1970
period is characterized by limited rather than full flexibility, and the
domestic currency can be more appropriately described as "crawling" rather
than floating vis-a-vis the U.S. dollar. In many respects, this system
has assisted the couﬁtry in weathering the external shocks which began with
the 01l crisis in 1973-1974 without the exchange upheavals that occurred
in the 1950's and 1960's. While external balance is vet to be achievgd,
the system of limited exchange rate flexibility has probably prevented

more fundamental disequilibrium from developing, making abrupt and disrup-
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tive exchange rate adjustmenté less of a possibility. In the future, it
would be important for the monetary authorities to retain flexibility in
exchange rate policy, in order to ensure continuing adjustments to external

imbalances.

The results of the analysis of official intervention behavior in the
Philippine foreign exchange market demonstrate the importance of the cur-
fent account in the exchange rate adjustments undertaken by the monetary
authorities, as well as the latter's commitment to the nominal peso-dollar
exchange rate. The second observation can perhaps be explained by the
peso's traditional link to the U.S; dollar; however, in a world of floating
exchange rates, the countrv is not immune from disturbances generated by
exogenous currency realignments, Thus, it would be important for the
monetary authorities to consider effective exchange rate formulations in
determining both the extent and direction of intervention. Furthermore,
from the viewpoint of maintaining international competitiveness, it would
be advisable, at the very least, for the monetary authorities to be vigi-

iant of changes in real effective exchange rates.

More specifically, the Central Bank mav find it helpful to have a

_ formula or set of criteria for adjusting exchange rates which take into
account changes in the exchange rates of major trading partners, in addi-
tion to such factors as current account developments and differential raﬁes
of inflation, Needless to say, such formula or criteria need not be made
‘public, nor should it be construed to be a rigid, permanent guide for
managing the exchange rate, All of these obviously require greater tech-

nical capability within the Central Bank for such needs as the selection

gt




42

of appropriate weights, analysis of domestic and foreign price and currency'

movements, monitoring of developments in the world economy, short-term
economic forecasting and formulation of policv responses to external dis-

turbances, among other things.

This study has probably onlyv scratched the surface, as far as research
on Philippine exchange rate policy is concerned. . A logical extension
would be the formulation and estimation of an exchange rate or balance.
of payments model within which it mav be possible to look into the inter-
actions among monetarv, fiscal and exchange rate policies, and to study
the effects of external disturbances, such as those generated by exogenous

currency changes, on domestic inflation and trade flows.
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Footnotes

1. See Diaz-Alejandro (1974); Helleiner (1974), and Cline (1976) for
an elaboration on the various issues involved.

2. It was not until November 1965, however, when the peso was
formally devalued.

3. The terms of trade index (1973 = 100) declined continuously from
130.4 in 1974 to 78.1 in 1980,

4, For instance, no severe restrictions reminiscent of the 1950's
and 1960's were instituted in the 1970's. And in 1980, the government
initiated a tariff reduction program accompanied by the liberalization of
the importation of previously banned categories of imports (Central Bank
of the Philippines Annual Report, 1981; p. 53). While the availability of
external financing certainly contributed to these developments, the regime
of flexible exchange rates must be considered a complimentarv element.

As Baldwin (1975; p. 74) observes: "... foreign borrowings can initiate

periods of prosperity but unless ... accompanied by exchange rate policies
designed to maintain a vigorous export sector, these periods of economic

activity are doomed to end suddenly as balance of payments problems even-

tually build up to a crisis.”

5. See Central Bank of the Philippines Annual Reports for 1970, 1971
and 1972 for a more detailed explanation. In particular, see Central Bank
Circular No. 289 dated February 21, 1970 and Central Bank Circular No. 340
dated April 7, 1972,

6. Central Bank of the Philippines, "Trade and Payments System of the
Philippines," June 30, 1980 (mimeographed), ». 1.

7. See Central Bank of the Philippines Annual Reports, 1971-1980.
The format of reporting is not similar for all years, e.g., in some years,
the volume of commercial bank trading in foreign exchange is reported,
while in other years, it is not. The trend is clear, however.

8. Foreign exchange receipts from Philippine exports and a number
of invisible transactions, e.g., foreign exchange earnings of resident
owners or operators of ocean-going vessels, U.S, dollar pension received
by Philippine residents, and foreign exchange acquisition of resident in-
surance companies, are required to be surrendered to the Central Bank or

its agent banks, and thus, not eligible for deposit. See Central Bamk of the

Philippines Circular No. 343 dated April 24, 1972,

9. Williamson (1965; p. 2) defines the "crawling peg" as a "system
under which such par changes as occur are implemented slowly, in such a
large number of small steps as to make the process of exchange rate adjust-
ment continuous for all practical purposes: a system, therefore, under
which the peg crawls from one level to another."

A"par
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10. The average increase in the Philippine CPI during 1973-1981 was
14.2 per cent per year, as compared to a trade weighted average increase
of 9.5 per cent per year in the CPI's of the U.S., Japan, Canada, France,
Germany, Australia, the U.K. and Netherlands during the same period.

11. This consists of official grants and long-term capital. From
1973-1981, direct foreign investments and onrivate borrowings accounted
for only an average of about 20 per cent of net inflows reported under
this balance of payments item; hence, much of the increase are due to
public borrowings. '

12, See Donges (1972) for a discussion of the Braéilian experience.

13, For a more detailed account of the control system, see Baldwin
(1975).

14. The decontrol program was primarily directed at dismantling the
very stringent and complicated controls introduced in the late 1950's.
Baldwin (1975; p. 58) notes: "... exchange controls were removed, but
liberalization in the sense of a significant easing of all controls over
imports did not occur." Furthermore, restrictions remained on domestic
citizens' dealings in foreign exchange and foreign securities. These
explain the existence of differentials even during the decontrol period.

15. The standard deviation of wmonthly black market exchange rates
about the mean during 1964-1972 is 18,5, as compared to 6.1 during 1973~
1979.

16. This definition differs from that adopted in the NBER set of
studies (Krueger, 1975) on the effects of liberalization in a number of
LDC's. The “"effective exchange rate" in the NBER studies is defined as
the number of domestic currency units actually paid or received per unit

of foreign currency, and is computed by adjusting the official parity

(for a specific transaction or sector) for surcharges, tariffs, implicit
interests foregone on guarantee deposits, and other charges on imports
and subsidies on exports.

17. These are the appropriate weights to use in the small country
case when the objective of policy 1is the stabilization of the domestic
relative price of tradable goods (Black, 1976; Branson and Katseli, 1978).
Other objectives which have been suggested are the minimization of fluc-
tuations in the terms of trade and the current account (Branson and
Katseli, 1980), the stabilization of the variance of the real effective
exchange rate (Lipschitz and Sundararajan, 1980), and the stabilization
of domestic real income (Turnovsky, 1980). Black suggests that the
stabilization of the domestic relative price of tradable goods may be the
appropriate objective for a small open LDC economy: "... less developed
countries typically have little influence over their terms of trade, so
that the main channel through which exchange rates affect the economy is
the ratio of traded goods prices to non-traded goods prices" (p. 37).
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The Philippines accounts for a major portion of world trade in
coconut oil, However, a large share in trade in specific commodities does .
not necessarily imply export market power in view of substitution possibi-
lities, among other things. In the case of coconut oil, the presence of
closely competing substitutes, such as palm, soybean and cottonseed oils,
and synthetic products, has prevented the Philippines from exercising any
significant market power. Thus, the small country assumption holds for
the Philippines.

18, This 1is not meant to say, hovever, that the exchange rate
prevailing in 1973:1 1is necessarily the ‘"equilibrium exchange rate,"
Krueger (1975) points out that while an equilibrium exchange rate can be
precisely defined in theory, it is elusive in empirical work; hence, she
defines the equilibrium rate as one not requiring quantitative restrictions
or foreign borrowings to bolster or prevent reserve depletion. This 1is
not ''conceptually satisfactory ... however, it suffices for empirical
analysis in most instances" (pp. 62-63). Following this definition, a
period characterized by a surplus in the balance of pavments mav be more
suitable as a base than one registering zero balance or deficits in view
of the existence of various exchange and trade restrictions. The implied
assumption is that if these restrictions were removed, the external accounts
would tend to balance, and reserves would remain unchanged at the same
exchange rate. During 1973:1I, a BOP surplus of U.S. $191 million was posted;
foreign borrowings were relatively modest (U.S. $17 millien). Except for
1973:11, BOP performance in the following quarterly periods were not as
strong as that in 1973:1; foreign borrowings also increased substantially
after 1973:1I. '

19. These figures may vary according to the base period selected.

20, In most instances, the final choice depended on the level of
significance of the estimated coefficients.

L A ETINY I
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