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Abstract

Competition policy isintegral to the process of liberalization of international trade
regime and deregulation in domestic markets. Thispaper showsthat evenif trade barriersare
removed, there are other factors that can impede the pro-competitive effects of trade
liberalization. Theseinclude the presence of non-tradables, absence of effective competition
duetotheability of domestic firmstoincrease pricesand still prevent importsfrom entering
the market, and presence of cartels which may divide the markets through price-fixing or
geographic market sharing agreements. The case study on cement provides some evidence
that despite trade liberalization and deregulation, the highly concentrated nature of the
industry enabl es coordination between firmsand all owsthem to exercise market power. This
prevents effective competition from taking place in the industry.

Thesebarriersinhibit domestic and international pricesfrom converging, thusmuting
the gainsfrom trade liberalization. While liberalization may be aprecondition for the growth
of afree market, it does not, by itself, guarantee effective competition. In the absence of
competition laws, thereisarisk that liberalization may not be sufficient to foster effective
competition and it would also be difficult to control possible abuses of dominant positions by
large scale firms including multinationals. If effective competition has to emerge, trade
reforms have to be accompanied by the creation of competitive market and industry
structures.



Executive Summary

Empirical evidence suggests that the Philippine manufacturing industry developed
under a complex array of policies of protection, regulation, and promotion. While these
policiesledto anincreasein investments during the early years of industrialization, over the
years, they have become barriersto resource mobility and competition and failed to provide
an efficient mechanism for resource allocation. The government policy of regulation,
promotion, and protection encouraged greater concentration as a way to compete against
importsand achieve economies of scale. Thisresulted in ahighly concentrated manufacturing
industry with small groups of oligopolists being able to exercise market power.

After 20 or so years of implementing trade liberalization, the real growth of the
manufacturing sector has been slow and no major increase in the size of industry and
systematic movement of resources towards the manufacturing sector have been observed.
One possible reason for this is that barriers to competition continue to exist and are
preventing the manufacturing sector from maximizing the gains from trade liberalization.

Theindustry studiesreviewed in this paper showed that manufacturing industries are
characterized not only by heavy protection and regulation but also by high concentration. The
studies also indicated the presence of largely regulatory barriers which included import
restrictionsand high tariffsaswell as structural barriers such aseconomies of scale and huge
capitd requirement. Behavioral barrierslike excess capacity and horizontal pricefixing were
also found. The presence of high trade barriers combined with generous long-term
investment incentives contributed to the oligopolistic structure of Philippine manufacturing
which impeded competition from abroad wasimpeded. Thislimited the potential for price
competition among producers, thus failing to nurture the culture of competition in the
country.

Present estimates showed that for the manufacturing industry as a whole,
concentration in most sectorsremained high from the late 1980s to the mid-1990s. Thefour-
firm concentration level for thewhole manufacturing industry increased from 70.88in 1988
to about 74in 1994 to 1995. The estimated price cost margins, which are rough measures of
profitability, moved in the same direction as concentration levels. The price cost margins
(PCM) increased from 30 percent in 1988 to 34 percent in 1994 and to 36 percent in 1995.
Some highly concentrated sub-sectors were found to have very high price cost marginssuch
as tobacco (PCM: 57 percent), glass and glass products (PCM: 52 percent), food
manufacturing (PCM: 41 percent), and other non-metallic mineral products (PCM: 40
percent). The regression results confirmed the positive correlation/rel ationship between
concentration and profitability in Philippine manufacturing. Giventhelimited R& D and S& T
activities in the country, particularly the underinvestment by the private sector in
manufacturing and agriculture R&D/S& T activities, we are inclined to believe that the
structuralist school is more applicable to us. Future studies should take a more in-depth
analysis of this issue. The current paper only gives a general sense of the extent of
competition in the manufacturing industry owing to the broad nature of the sector and the
absence of reliable data. Further industry cases are needed not only to extend the variety of
industries studied but to delve into details. This would entail collection of price data,
monitoring behavi or of individual firms and identifying restrictive business practices and
other barriersto competition. These are the only means through which conclusive evidence
on the state of competition in manufacturing could be reached.



This paper also exploresthe case of the cement industry toillustrate the behavior of
firmsafter theimplementation of deregulation and tradeliberalization intheindustry. Prior to
these reforms, the industry was engaged in collusion facilitated by their market sharing
agreements. These were accepted practicesin the past asthey were sanctioned by government
regulations. Cement isahomogeneous product and there wererel atively not too many firms
intheindustry. A strong trade association also existed intheindustry. Althoughthe import
restrictionson cement werealready lifted and tariffswere set at alow rate of five percent,
its high weight-to-value nature with high transport and handling costs easily makesit anon-
tradable good. As such, competition from importsis limited. These characteristics of the
industry bolster the presumption that the firmsdo not act on their own interest but coordinate
their actions. Despite substantial market-oriented reformsin the industry, concentration
levelsremained high and major players continueto collude and exercise market power. The
simultaneous priceincreases by firmsin the face of excess supply, weak demand, and entry
of imports is inconsistent with competitive behavior and could only be explained in a
framework with coordination where firms pursue their own best communal interests.

While liberalization may be a precondition for the growth of afree market, it does
not, by itself, guarantee effective competition. In the absence of competition laws, thereisa
risk that liberalization may not be sufficient to foster effective competition and it would al so
bedifficult to control possible abuses of dominant positions by large scalefirmsincluding
multinationals. If effective competition hasto emerge, trade reforms have to be accompanied
by the creation of competitive market and industry structures.
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The State of Competition in the Philippine Manufacturing Industry

Rafadlita A. Mercado-Aldaba®

VI. I ntroduction

Asin most devel oping countries, the Philippines adopted the then predominant import
substitution model initsquest for industrialization during the postwar years. A complex array
of protective policies, investment incentive measures to promote selected industries, and
regulatory controls emerged. While these instruments of protection, promotion, and
regulation promoted and stimulated investmentsin the early stages of industrialization, over
time, they came to impose barriers to resource mobility and competition. They became
associated with the protection of entrenched incumbents and stimulated rent-seeking
behaviour.

Being the darling of policymakers, domestic manufacturers in the country have
received heavy protection through high tariffs, quantitative restrictions, and administrative
allocations. These policies, however, failed to provide an efficient mechanism for allocating
domestic resources among manufacturing subsectors (Bautista, Power et al). Instead, they
haveled to concentration of the manufacturing industry and sheltered domestic markets. In
thisenvironment, small groups of entrenched oligopolists have been ableto extract monopoly
power inthe market. Not surprisingly, these groupstend to wield significant economic and
political influence in the country.

With the demise of theimport substitution model, the government was prompted to
institute policy reforms consistent with the requirements of a competitive market
environment. The government responded to the regulatory constraints imposed by the
complex regulatory maze through deregulation and liberalization. It liberalized the trade
regime by removing tariffs and non-tariff barriers, reducing the anti-export bias, and
increasing import competition. It al so deregul ated the economy by changing the set of rules
that governed economic activities. All these reforms were aimed at removing barriers to
competition, factor mobility and firm growth.

Yet even in a liberalized environment the efficiency of markets is not always
guaranteed (World Bank and OECD, 1998). Whiletrade liberalization promotes competition
in domestic markets, there exist various impediments that can dilute the pro-competitive
effectsof import competition. Notethat the ability of economic agentsto exercisemonopoly
power isderived from the presence of barriersto competition. These barriers may be natural
(asafunction for example of economiesof scale), strategic (dueto the presence of few agents
in markets) or policy generated (erected by anticompetitive instruments of regulation,
promotion, and protection of economic activity).

Inthelast twenty or so years, there hasbeen real progressintheliberalization of tariff
and non-tariff barriers. Oneimportant issuethat needsto be addressed iswhether thistrade
liberalization hasresulted in increased market contestability in the manufacturing sector. The
current study attempts to assess the general market conditions and current state of

! This paper was funded by the Philippine APEC Study Center Network (PASCN). The author benefited from
Dr. Gwen Tecson's insightful comments and suggestions on an earlier draft. The research assistance of Ms.
CoraPisano in the preparation of this paper is gratefully acknowledged.



competition in the manufacturing industry. It will also address the issue of whether trade
liberalization has led to greater competition and market entry opportunities.

Section |1 briefly describes the major theories of competition policy. Section ||
reviewsexisting literature on the state of competition in P hilippine manufacturing industries.
Section 1V assesses the overall performance of the manufacturing sector before and after
trade liberalization. Section V presents a more detailed analysis of industry structure and
concentration in the manufacturing sector. Section VI provides a case study on cement
manufacturing. Section V11 presents the policy implications and recommendations of the

paper.

VII. Theoretical Under pinnings of Competition Policy

A. Competiton, Market Power, and Barriersto Entry

Following the UNCTAD (1997), “ competition” refersto the process of rivalry among
firms and to market structures conducive to such rivalry or potential rivalry. Competitive
rivalry may take placeintermsof price, quantity, service, or combinations of these and other
factors that customers may value (World Bank and OECD Study, 1998). “Competition
policy” refersto policy aimed at preserving and promoting competition, both by enforcing
competition law against restrictive business practices (RBPs) by firmsand by influencing the
design or implementation of other governmental policiesor measures affecting competition
(UNCTAD, 1997). Khemani and Dutz defined “ competition policy” asgovernment measures
that directly affect the behavior of enterprises and the structure of industry. Competition
policy includesboth (1) policiesthat enhance competitioninlocal and national markets such
as liberalized trade policy, relaxed foreign investment and ownership requirements, and
economic deregulation; and (2) competition (antitrust or antimonopoly law) designed to
prevent anticompetitive business practices by firmsand unnecessary government intervention
in the marketplace.

Competition forcesfirmsto become efficient and to sell awider range of goodsand
services at lower prices. The World Bank and OECD Study (1998) noted that in a
competitive economy, price and profit signals tend to be free of distortions and create
incentivesfor firmsto reall ocate resources from lower to higher-valued uses. Decentralized
decision making by firms promotes efficient allocation of society’s resources, increases
consumer welfare, and gives rise to dynamic efficiency in the form of innovation,
technological change, and economic progress.

Firms, however, can havetheincentiveto obtain market power, i.e., the discretionary
control over pricesand other rel ated factors determining business transactions. Market power
referstothe ability of firm, unilaterally or in collusion with others, to profitably raise price
and maintain it over a significant period of time without competitive response by other
existing and/or potential firms (Khemani). Firms have market power individually or
collectively when buyers do not have enough choice of alternativeindependent sellers. Ina
competitive market economy, consumers may buy from any firm and firms, in general, can
enter any market. There can never be market power when entry iseasy. Assoon asonefirm
or agroup of firms attemptsto increase prices or lower quality from competitive levels, a
new firm can come in to serve the market.



Firms may gain market power by limiting competition, i.e., by erecting barriersto
trade, entering into collusive arrangementsto restrict prices and output, and engaging in other
anticompetitive business practices. Barriersto entry are necessary for market power (refer to
Box 1). Market power can be created through mergers or agreements between competitors
not to compete or through restrictive vertical arrangementsand predatory pricingwhichisan
abuse of preexisting market power. A firm’s exercise of market power can harm consumers
and other producersthrough higher prices (rather than competitive prices), reduced output,
and poorer quality products. In general, the above examples of imperfect competition are
viewed as market failures that result in inefficient allocation of resources and negatively
affect industry performance and economic welfare. These market failures enable firmsto
deliberately reduce output in order to extract higher prices at the expense of consumersand
society in general (World Bank and OECD Study, 1998).

Barriers to entry can be categorized as either structural or behavioral. Behavioral
barriersrepresent abuse of dominant position where “relatively large” firmsengagein anti-
competitive conduct by preventing entry or forcing exit of competitorsthrough variouskinds
of monopolistic conduct including predatory pricing, market foreclosure, etc (seeBox 1).
Behavioral restraints are classified into two: horizontal and vertical restraints. The former
refer to agreementsthat are often referred to as“naked” restraints of trade, cartel behavior, or
collusion. Examplesare price-fixing, bid rigging, and allocation of territories or customers,
and output restriction agreements. Vertical restraints are contractual agreements between
supplier and purchasers/retailers in both upstream and downstream markets. Examples
include:

Resal e price maintenance agreements: retail priceisfixed by the producer or price
floors or ceilings are imposed

Exclusive distribution agreements: distributors are assigned exclusivity within a
geographic area or over particular types of clients, or over specific products

Exclusive dealing agreements. downstream firms are prohibited from dealing with
competing producers or distributors

Tie-in sale agreements: downstream firmsare required to purchase a certain range of
products before being allowed to purchase a particular product

Quantity forcing: downstream firmsare required to purchase aminimum quantity of a
product.

B. Theories on Competition

There are anumber of theoriesin industrial organization economics explaining the
need to preserve competition. The two major opposing schools of thought can be broadly
classified into two:

structuralist school as developed by Joe Bain and contemporaries



market efficiency model or Chicago school which is attributed to Stigler and
Demsetz.

Box 1. Structural and Behavioral Barriersto Entry

Structural

Regulatory barriers on entry imposed by government policies

Special permits, license to operate
Regulations influencing the use of some inputs
Tariffs, quotas, and other non-tariff barriers
Anti-dumping and countervailing duties
Discriminatory export practices

Exclusionary lists

Ownership restrictions

Other barriers

Behavi

Sunk costs: coststhat afirm cannot avoid by withdrawing from the market, they are e
sort of entry fee

Absolute cost advantage: access to natural resource or human resources
Economies of scale: unit cost of production fall with increasing output

Large capital requirements

Network industries: firms that are competitors share some critical facility like
transportation and telecommunications

oral

Limit pricing: pricing by an incumbent firm of pricing so low that given the
economies of scalein amarket, there would be no room for an entrant if it believeo
the incumbent would maintain its pre entry level of output after entry

Predatory pricing: practice of adominant firm selling its productsat prices so low as
to drive competitorsout of amarket, prevent new entry, and successfully monopolize
the market

Excess capacity

Product differentiation and advertising

Horizontal r estraints: collusion (price-fixing agreements, market sharing territorial
arrangements, bid rigging), price discrimination

Vertical restraints: resale price maintenance, exclusive dealing

Foreclosure and exclusion

Tacticstoincreaserivals' costs

Contracts

Source: A Framework for the Design and Implementation of Competition Law and Policy, the World Bank and
the Organisation for Economic Co-operation and Development, 1998.




While both schools share the same objective, i.e., to promote the efficient use of resources,
the debate stems from the choice and application of different policy instruments.

The structural theory of market performance statesthat firmsrespond to entry but are
able to earn persistent profits when the structural characteristics of markets make entry
difficult. Bain identified the conditions of entry as technological features of markets that
affect the exercise of market power. Economies of scale, absolute cost advantages, and
product differentiation werethe primary determinantsidentified asentry barriersthat enablea
firm to maintain price above average cost (Gilbert).

The structuralist school emphasizes the interaction between market structure and
collusive and exclusionary business practices by firmsthat enable them to exercise market
power and persistently earn excess profits (Khemani and Dutz). The structuralist school is
rooted on the traditional structure-conduct-performance (SCP) paradigm of industrial
concentration which statesthat aconcentrated industry (structure) will f acilitate collusion
(conduct) and hence monopoly pricing (performance). Firms operating in oligopolistic
industrieswith large market sharesare morelikely to coordinatetheir pricing and output or to
unilaterally engagein anticompetitive behavior. Khemani and Dutz noted that in the past the
emphasis was on the role of market structure, but today, the focus is more on pricing and
output policies affecting market structure while aiming at excluding competition such as
advertising, research and development, contractual arrangements, and preemption of input
sources and distribution channels.

The Chicago school was developed in reaction to the structuralist viewpoint that
industrial concentration fosters collusion and hence, monopoly pricing. Demsetz (1973)
argued that superior low cost firms would have higher profits and would grow to dominate
their industries. Low costslead to competition which inturnlead to concentration of industry
(Leach, 1997). Advocates of the Chicago school say that a policy of industrial
deconcentration would destroy efficiency with no benefit of lower prices to consumers.

Economists associated with the Chicago school maintain that markets are workably
competitive and the market structurereflectsdifferential efficiency, not strategic behavior.
They argue that collusion is difficult to practice profitably in all but the most highly
concentrated industries and is therefore not a serious problem (Stigler, 1968). Where
competition is limited, collusion is primarily due to barriers to entry created by the
government. They advocate the pursuit of economic efficiency asthe unequivocal goal for
competition policy. Failure to consider economic efficiency distorts the basic intent of
competition policy. Asaresult, they favor aminimalist approach toward theimplementation
of competition policy. Competition law, in particular, should be restricted to preventing
collusion, especially price fixing agreements (Bork 1978 and Posner 1969 as cited in
Khemani and Dutz).

The two schools of thought also differ with respect to the interpretation of the
positive relationship between concentration and profits found in empirical studies. The
structuralist school maintainsthat the positive relationship between concentration and profits
indicates monopolistic pricing. High levels of concentration are due to anticompetitive
business practicesthat |ead to resource misallocation. The Chicago school arguesthat the
positiverelationship reflects superior competitive performance by leading firms (with large
market shares), independently of any ability to collude (Leach 1997). In the absence of
government-erected barriers to entry, high levels of concentration and profits can be



maintained only if the leading firms constantly strive to be innovative and efficient (see
Khemani and Dutz).

C. Measures of Concentration and Profitability

Leach (1997) identified four measures of concentration using grossoutput asthe size
variable:

Four-firm concentration ratio (CR4) isthe proportionof anindustry’ sgross output accounted
for by thefour leading firmsintheindustry, i.e. itisthe sum of theleading four firms market
shares.

n
The Herfindahl -Hirschman index (HHI) = S ms;?

i=1
where ms; isthe market share of theith firm and n the number of firms, i.e., it isthe sum of
the squared market shares of all firmsin anindustry. HHI rangesfrom aminimum of 1/nfor
n firms of equal size to a maximum of 1 when thereisonly one firm.

The HHI isthe most common measure used to assess concentration from shares of industry
participants. In the US, the following thresholds are used as guidelines:

0-1000 unconcentrated
1000 — 1800 moderately concentrated
above 1800 highly concentrated.

n
The Horvath index (HI) = ms; + S ms; 2[1+ (1-ms)]

j=2
i.e., it is the sum of the market share of the leading and a HHI of the remaining firms
“reinforced by amultiplier reflecting the proportional size of therest of theindustry”. TheHl
has a maximum of 1 and a minimum approaching ms,.

The Rosenbluth index (RI) = 1
n
2S(i—-ms) -1
i=1

where n isthe number of firmsin anindustry, i isfirmrank, and ms ismarket share. Likethe
HHI, the Rosenbluth index ranges from a minimum of 1/n for n firms of equal size to a
maximum of 1 when thereis only one firm.

Price-cost margins are commonly applied as measures of profitability in most
concentration profits studies. The price-cost margin isdefined as (Gross Output— Cost of
Materials — Salaries and Wages)/Gross Output. Leach (1997) considered the price-cost
margin as a crude measure of profitability because many important costs remained in the
measure such as cost of capital, depreciation, income taxes, and head office expenseslike
advertising and R& D expenditures.

10



I n diagnosing market dominance, the price-cost margin or Lerner index L =[(price-
marginal cost)/price] isused asadirect measure of market power. Market power impliesthat
afirmisableto charge prices substantially above than marginal cost. A firm without market
power must charge a price that approximates marginal cost. Marginal costs, however, are
difficult to estimate from firm level data because (1) accounting costs cannot be used to
calculate the Lerner index and (2) mark-ups must reflect long term costs. Mark-ups above
operating costs do not reflect capital costs.

VIIl. Reviewof Literature

Previous studies on the state of competition in the manufacturing industry highlighted
the high degree of industrial concentration inthe country. Lindsey (1977) analyzed thelevel
of concentration in the manufacturing industry, its determinants and its relationship to
industry profitability. He characterized the manufacturing sector as monopolistic and
identified capital intensity and degree of fabrication as barriersto competition. He concluded
that the high level s of concentration |ed to monopoly power. E. De Dios (1986) examined the
effects of tariffs on industrial structure. His results showed that tariff protection led to
concentration. This suggested that firm concentration all owed the earning of monopolistic
profits. Heidentified degree of capital intensity, minimum efficient scale and working capital
requirement as barriersto entry that led to concentration.

The World Bank Report on the Philippines (1993) indicated that the country’s
manufacturing sector was highly concentrated and this contributed to the reduction of
competition inthe affected sub-sectorswhich hampered efficiency gainsto structural reform.
The Report, however, noted that by the end of the 1980s, the degree of concentration eased
substantially. Its estimates reveal ed that the degree of concentration declined from 70 percent
to 63 percent between 1983 and 1988. The Report concluded that, although oligopoly and
rent-seeking behavior remained rifein the Philippines, there was evidence that the economy
became more competitive and efficient in resource use towards the end of the 1980s.

At the aggregate level, evidence of improvement included numerous smaller new
entrants to many industrial sectors and increased labor intensity in production. At a
disaggregated level, concentration ratios were declining in export-oriented industries and
smaller firms were increasing their share of production in sub-sectors largely geared to
exports. Concentration eased for 19 out of 31 three-digit sub-sectors, |ed by thefootwear and
furniture sectorsand followed by wearing apparel, leather, and food (PSIC 311), all of which
were export-oriented. Theleadersin heightened concentration were non-eectrical machinery
and nonferrous metals, followed by food (PSIC 312), beverages, and chemicals (generally
domestic-oriented, except for nonferrous metalsand chemicals). The most dramatic decline
among sectors highly concentrated in 1983 was food (PSIC 311), from 82 percent to 59
percent, and by pottery and china, from 97 percent to 75 percent. For sectors with above
average concentration in 1983, only nonferrous metals and glass experienced increasesin
concentration, but anumber of highly concentrated sectors experienced virtually no change
which reflected theincumbents' utter dominance of themarket (asin tobacco) or the presence
of agovernment-controlled market (asin petroleum or transport equipment).

TheBarriersto Entry Study conducted by Lamberte, E. DeDios, et al in 1992 wasthe
first industrial organization economicstype of study and to date, the most comprehensivein

1



terms of scope and analysis. The Study was based on six case studies covering
telecommunications, glass, man-madefibers, cement, iron and steel, and passenger carsand
was supplemented by areview of existing industry studies conducted in the country at that
time. The Study confirmed the presence of high concentration in Philippineindustrieswhich
gaveriseto uncontestable marketsin theseindustries. The Study found that the entry barriers
in several industries were generally induced by government policy and at times, these
government policy induced barrierseven reinforced the existing structural barriersto entry
such as excess capacity, absol ute advantages (through franchises, credit subsidies and fiscal
incentives) and limit pricing (via price and rate regulation). Moreover, the presence of
barriersto entry undermined the effectiveness of the structural reformsimplemented during
that time.

The micro level findings of the Study are:

» Concentration in thefollowing sectors may have resulted from deliberate government
policy of protection and promotion:

Traditional natural monopolies such as telecommunications, power
distribution, inter island shipping, and banking

Favored industries under the government’ s progressive manufacturing
programswhich include cars, trucks, motorcycles, integrated steel mill, and
synthetic fiber

Special “modernization” programsfor distressed industriesliketextilesand
cement

> A cartel-like behavior was observed in flour milling, cement, and inter island
shipping. The government was seen to have a hand in tolerating or abetting
collusionary arrangements in these industries.

» Entry barriersnegatively affect usersasindicated by the price comparisons between
domestic and border prices. Domestic priceswere higher than border pricesover long
periods in car assembly, flat glass, synthetic fibers, and cement.

> Entry barriers served to keep inefficient firms operating or if these firms were
efficient, allowed them to generate monopoly rents. This was apparent in cement,
glass manufacturing, shipping, and pulp and paper.

In 1993, the PIDS carried out the Devel opment Incentives Assessment (DIA) Project
which had an Industry Studies component designed to analyze the response of Philippine
manufacturing industriesto the trade policy reform of the 1980s. Using concentration ratios
estimated by the World Bank, Tecson (1996) noted that trade liberalization was accompanied
by a deconcentration of manufacturing industries asindicated by ageneral pattern of decline
in four-plant concentration ratios between 1983 and 1988. The average concentration ratio for
manufacturing decreased from 70 percent in 1983 to 63 percent in 1988. Quantitative
restrictions and import licensing, particularly of i mported intermediate and capital goods,
constituted powerful entry barriers in the industry. The whole post-war history of
industrialization was characterized by a series of special programs and laws which granted
privileges and incentives to selected firms and industries. While some of these policies
remained in force, the trade policy reform provided firmswith relatively greater accessto
supply and lower import prices of capital equipment and other production inputs. This



lowered some of the formidablebarriersinto industries. Furthermore, given the profitability
of protected industries, new entrantswere attracted to challenge theincumbents. Out of the
31 sectors, only eight showed an increase in concentration. These were beverages, tobacco,
wood and cork products, industrial chemicals, glass and glass products, nonferrous metal
products, electrical machinery, and professional and scientific equipment.

The DIA Project carried out the following industry studies: textile and garments,
motorcycle and parts industry, meat and dairy processing, appliance, packaging, synthetic
resin and plastic, agricultural machinery, and shipbuilding and repair. One important
contribution of these studies (except for textile and garments and motorcycle and parts) was
theinclusion of industrial organizationissuesintheir analysisof trade policy. Concentration
ratios and price-cost-margins were estimated and existing barriers to competition were
identified.

The other industry studiesincluded in the review were carried out by Tolentino and
Philexport (1998 and 1999) on sugar, Mercado-Aldaba (1996) on passenger cars, and the
DBP (1992) on cement and pulp and paper.

Table 1 presents the different manufacturing industry studies® conducted in the
country during the nineties. A classification of the existing barriersto competitionidentified
intheliterature was made following the categorieslisted in Box 1. Barriersto entry can be
either structural or behavioral. In the former, regulatory barriers are separated from other
structural barriers. Regulatory barriers arise from the government policy of protection,
regulation, and promotion.

Previous studies show that Philippine manufacturing was characterized not only by
protectionism and heavy regulation but also by high concentration, notably in slaughtering,
dairy processing, appliance, flat glass, pulp and paper, cement, sugar, synthetic fiber, textile,
and local car manufacture and assembly sector aswell asin motorcyclesand partswherethe
government deliberately limited the number of industry participants. Government
involvement inthe economy also directly impeded competition through the creation of state-
controlled monopoly intheiron and steel industry. The government-owned National Steel
Corporation was the only producer of flat products.

All of theindustriesreviewed were found to be heavily regulated by the government.
The structural barriers identified in the literature included economies of scale and huge
capital requirement. These barriers affected the following industries: synthetic fiber,
passenger cars, motorcycle and parts, dairy processing, appliance, flat glass, syntheticresin,
shipbuilding and repair, cement, and pulp and paper. The behavioral barriersincluded excess
capacity and horizontal price fixing and were found in the following industries: synthetic
fiber, hot and cold milling and tinning, flat glass, cement, and sugar. Clearly, the government
policy of regulation, promotion, and protection encouraged greater concentration asaway to
compete against imports and achieve economies of scale.

2 For amore detailed discussion of these studies, interested readers are referred to the author’s paper on “The
State of Competition in the Philippine Manufacturing Industry: A Review of Literature” (unpublished paper,
PIDS, February 2000).
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Table 1. Empirical Evidence on Existing Barriersto Competition in

Manufacturing

Manufacturing | Market Regulatory Structural Behavioral
Sector Structure Barriers Barriers Barriers
Synthetic Fiber Monopoly Import retrictions | Huge capital | Excess capacity
Lamberte, E.de High tariffs investment
Dioset d, 1992
Hot and Cold | Government- Import  restrictions Excess capacity
Milling and | owned (quotas)
Tinning Monopoly
Lamberte, E.de
Dios et d, 1992
Passenger Cars | Oligopoly Loca Content | Huge capital
Mercado- Program investment
Aldaba, 1996 Tariffs and taxes Economies  of
Lamberte, E.de Import ban on| scde
Dioset d, 1992 CBUs
Motorcycle and | Oligopoly Loca Content | Economies  of
parts Program scde
Pineda, 1994
Saughtering Oligopoly Import restrictions
L. de Dios,1994
Large-scale Meat | Oligopoly Import restrictions Product
Processing differentiation
L. de Dios 1994 Advertisng
Dairy Processing | Oligopoly High tariffs Sunk costs
L. de Dios, 1994 Import restrictions | Economies  of
scde
Product
perishability
Appliance Oligopaly Government Economies  of | Product
Lapid, 1994 protection scde differentiation
Access to
digtribution
channels
Capita
requirements
Technology
acquisition
Hat Glass Monopoly Import restriction Huge capital | Excess capacity
Lamberte, E.de High tariffs investment
Dioset d, 1992
Medillo, 1994
Synthetic  Resin: | Oligopoly Tariff protection Huge capita
thermoplagtic Import restrictions | requirement
Banzon,1994
Shipbuilding and | Oligopoly Tariff protection Huge capita
Repair Import restrictions | requirements
Mendoza, 1994 Technology
acquisition
Boatbuilding and | Oligopoly Tariff protection
Repair Import restrictions
Mendoza, 1994 Bureaucratic
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procedures
Cement Oligopoly Import controls Huge capital | Horizontal price
Lamberte, E.de High tariffs investment fixing
Diosetd, 1992 PCIA approva to | Economies  of
DBP, 1992 establish a new | scde
firm or expand an
exiging one
Pulp and Paper Oligopoly High tariffs Huge capita
DBP, 1992 requirement
Sugar Oligopoly High tariffs Pricefixing
Tolentino,1998 SRA intervention
and 1999 in the supply and
Philexport price of sugar

This policy of high trade barriers combined with generous long-term investment
incentivesto domestic industries deterred competition from abroad and contributed to the
oligopoalistic structure of the Philippine manufacturing industry. With agreements to fix
prices (in sugar and cement, for instance), prices are no longer the product of competition
among rival producers but more of the outcome of negotiations between the government and
a small number of producers. Price controls, thus result, not only in simply limiting the
potential for price competition among producers, but in preventing the development of a
culture of competition in the country.

IX.  Assessment of the Overall Performance of the Manufacturing Sector Before and
After Trade Policy Reforms

A. An Overview of Trade Policy Reforms and Protection Structure from the 80s to
the 90s

Over thelast two decades, there have been three major liberalization episodesin the
country. The first mgjor trade policy reform was implemented in 1981 as part of the
conditionalitiesassociated with aseriesof World Bank structural adjustment |loans. Between
1981 and 1985, peak tariff rates of 70 to 100 percent were reduced to within a zero to 50
percent tariff range. This led to a significant reduction of both the average tariff and the
variation in tariff protection across industries.

The second episode was legislated during the Aquino administration through
Executive Order 470. This narrowed down the tariff range to within athree to 30 percent
tariff range by theyear 1995. The third most important tariff reform was pursued during the
Ramos administration. Executive Order 264 further reduced thetariff rangetowithinthreeto
10 percent by the year 2000°,

Simultaneous with the implementation of the tariff reduction policy, quantitative
restrictionshave also been eliminated. The number of import restrictionsfell from around 32
percent of the total number of PSCC linesin 1985 to only about three percent in 1996.*

3 For afull discussion of the various trade policy reforms, see Medalla, Tecson, et al, Catching Up With Asia's
Tigers.

4 DeDiosL.
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Table 2: Effective Protection of Philippine

Manufacturing Industries. 1983, 1988, and 1994

PSIC | Industry 1983 1988 1994
Tota Manufacturing 42.8 28.3 19.17
Consumer Goods

311 | Food Processing 329 22.3 14.45

312 | Food Manufacturing 11.0 21.3 50.26

313 | Beverages 83.7 52.0 43.96

314 | Tobacco 147.0 60.6 53.39

322 | Wearing apparel except footwear 3.1 39 4.69

324 L eather footwear -6.5 -5.3 0.22

332 Furniture except metal -2.6 19 -0.07

386 Metd furniture 182.7 75.9 -4.51
Intermediate Goods

321 | Textiles 92.8 30.6 1.93

323 Leather and leather products -13.9 17 7.95

331 | Wood and cork products 2.1 45 753

341 Paper and paper products 65.0 29.2 19.86

342 Printing and publishing 68.3 724 13.64

351 Industrial Chemicds 53.2 8.5 304

352 | Other Chemical Products 37.7 44.8 29.14

353 Petroleum refineries 56.6 59.6 20.07

34 Petroleum and coal products 745 -55 -10.06

355 | Rubber products 129.3 18.9 17.31

356 Plastic products 119.7 20.9 17.88

361 Pottery, china, and earthenware 224.1 4.7 3.56

362 | Glassand glass products 67.1 374 20.21

363 | Cement 79.2 424 19.49

369 | Other non-metallic minerd products 280.3 174 18.40
Capitd Goods

371 | Iron and steel 38.3 80.5 9.12

372 Nonferrous metal products -9.7 -11.3 -1.15

381 Fabricated metal products 82.3 66.3 28.74

382 Machinery except eectrical 28.1 11.7 0.36

383 Electrical machinery 4.5 30.9 472

384 | Transport equipment 50.6 48.8 57.32

385 Professiona and scientific equipment -13.2 21.0 1.09
Others

390 | Miscellaneous manufacture 8.1 4.65 -0.83

Sources. Meddla, 1998

These series of trade policy reforms have significantly reduced the average level of
effective protection from 44 percent in 1983 to 24 percent in 1995. For importables, although
the effective protection rate (EPR)® declined from 87 percent in 1983 to 47 percent in 1995, it

® The EPR concept is used to measure protection while the DRC framework is employed to determine economic
efficiency. The EPR takes into consideration the protection given to the output and inputs of a specific activity.




was still well above the—1.4 percent EPR on exportables. Thisindicated that a strong bias
still remained towards the production of protected importables.

While the three major liberalization episodes in the country reduced the average
effective protection rate in manufacturing from a high level of 43 percent in 1983 to 19
percent in 1994, for sectors such as: food manufacturing, beverages, tobacco, other
chemicals, and fabricated metal products protection remained at rel atively high levelsranging
from 29to 53 percent (see Table 2). For some sectors such astransport equipment and food
manufacturing protection even increased from 49 to 57 percent and from 21 to 50 percent
respectively, between 1988 and 1994.

Using domestic resource cost (DRC)® asmeasure, empirical studies showed that trade
reforms led to improvements in competitiveness. The DRC/SER (domestic resource
cost/shadow exchangerate) ratiofell from1.7in1983t01.5in 1988 andto 1.18 in 1994.
Thisindicated that astrade liberalization policieswereimplemented, firmstended to become
more efficient.

B. Did the past trade reformsresult in desired structural changes?

With the introduction of trade reforms, we expect profound changes in industry
structure involving both substantial shifts of resources between economic sectors and
restructuring within industries. Trade liberalization is expected to drive the process of
restructuring and reallocation of resourceswithin and across sectors of the economy such that
unprofitable activities contract while profitable ones expand.

Table 3 revealsthat there has been very little systematic movement of resourcesin
industry and manufacturing. It is the services sector which has been experiencing a major
increasein size. The share of services hasbeen increasing since 1980 from about 36 percent
to43.4 percent in 1997. At the outset of thetrade reforms, industry had the largest share of
40.5 percent. Its share declined between 1980 and 1985 and since then, there has been no
major change in terms of shiftsin resources. Agriculture value added slightly increased its
share between 1980 and 1985 and has dropped f rom 24.6 percent to 20.7 percent between
1985 and 1997.

The net effect of protection on output and inputs is indicated by the protection of the activity’s value added.
Thus, the EPR is computed as the proportionate increase in domestic value added over free trade value added.

® The DRC measures the social cost of domestic resources used per unit of net foreign exchange
earned by the activity through export, or saved through import substitution. The DRC is compared
with the socia exchange rate (SER) which represents the opportunity cost od domestic resources used
in al activities producing tradable goods. A DRC/SER greater (less) than one indicates comparative
disadvantage (advantage) in the production of the tradable good. A DRC/SER greater than one aso
implies alocative inefficiency because if the tradable good is not produced, resources could be used
in other activities which yield maximum berefits to society (see Medallaet a, Catching Up With Asia’s
Tigers, Volumell, 1996).
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Table 3: Structure of Value Added (1985=100)

Pre Trade Policy Post Trade Policy Reform
Sector Reforms

1980 1985 1988 1994 1997
Agriculture 23.50 24.58 23.58 22.36 20.68
Industry _ 40.52 35.07 35.24 34.71 35.91
Manufacturing 27.60 25.15 25.71 24.84 25.05
Services 35.98 40.35 41.19 42.93 43.41
Total 100.0 100.0 100.0 100.0 100.0

Source: National Statistical Coordination Board, National Income Accounts.

Table4: Structure of Employment

Pre Trade Post Trade Policy Reform
Sector Policy

Reforms

1980 1985 1988 | 194 1997 1998 1999
Agriculture 51.4 49.0 470 | 447 40.4 39.9 39.1
Industry 155 14.2 154 | 158 16.7 15.7 15.6
Manufacturing 110 9.7 10.3 10.3 9.9 9.5 9.6
Services 38.3 36.8 40.0 | 395 42.9 444 45.3
Total 100.0 100.0 | 100.0 | 100.0 100.0 100.0 100.0

Sources: Pante and Medalla, PIDS Working Paper 90-18, Y earbook of Labor Statistics (October Rounds),
Reyes, de Guzman, Manasan and Orbeta, Social Impact of the Regional Financial Crisis in the Philippines
(Preliminary Report).

Interms of changesin employment, Table 4 reveal sthat there has been no substantial
change in terms of the contribution of industry to total employment. The manufacturing
sector failed in creating enough employment to absorb new entrantsto the labor force aswell
as those who move out of the agricultural sector. As Table 4 shows; prior to the trade
reforms, the distribution of employment was biased against industry and manufacturing. The
| abor forcewas highly concentrated in agriculture with ashare of 51.4 percent whileindustry
had a share of only 15.5 percent. After the trade reforms, the share of agriculture has
continuously dropped although apparently at a moderate pace while the share of services
increased as it continually absorbed the labor force to become the largest provider of
employment from 1997 to 1999.

Table 5 compares the performance of the Philippines in terms of value added
distribution and average annual growth rates with other Southeast Asian developing
countries. It is evident from the data that our neighboring countries registered significant
reductionsin the share of agriculture and substantial increasesin the size of industry during
the period 1986 to 1996. For the years 1993-1996, the average annual share of Philippine
agricultureremained at about 22 percent while industry wasonly 6.3 percent. In contrast,
the average annual share of agriculturein Indonesiadroppedto 17.5 percent, 14.5 percentin
Malaysia, and 10.6 percent in Thailand whilethe average annual industry share increased to
40.6 percent in Indonesia, 43 percent in Malaysia, and 39.4 percent in Thailand. In these
countries, manufacturing has played aleading rolewith high average annual growth raes of
11.7 percent in Indonesia, 14.1 percent in Malaysia, and 11.8 percent in Thailand. On the
other hand, the Philippines only managed to grow at an averagerate of 5.8 percent duringthe
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years 1993-1996. I ndeed, the Philippines needs asignificant amount of adjustment before
there is complete convergence of sectoral shares to those of our neighbors.

Table5: Sector Sharesand Growth Rates. Philippines, Indonesia,
Malaysia and Thailand

Philippines Indonesia Maaysa Thailand

1986~ [ 1993 | 1986- | 1993- | 1986~ | 1993 | 1986- | 1993

1992 1996 1992 1995 1992 1995 1992 1995
Vaue Added
Agriculture 2332 (2195 | 212 175 185 145 14.3 10.6
Industry 349 |3498 |378 40.6 37.9 43.0 35.9 394
Manufacturing 2532 | 2504 |19.6 234 22.6 315 26.2 28.7
Services 4172 | 4307 | 410 41.9 43.6 42,5 49.8 50.0
Growth Rates
GDP 331 497 7.4 7.6 7.2 9.0 9.8 8.6
Agriculture 194 242 3.8 2.1 4.0 2.5 4.1 1.9
Industry 3.17 6.31 8.9 10.5 9.9 12.1 134 11.0
Manufacturing 3.49 5.79 10.8 11.7 13.3 14.1 14.1 11.8
Services 421 521 8.0 7.3 6.2 8.3 9.1 8.3

Source: For the Philippines, estimates were based on National Income Accounts data from the National
Statistical Coordination Board. For Indonesia, Malaysia, and Thailand, the estimates were taken from Sachs et
al, Promation of Broad-Based Economic Growth in the Philippines, 1998.

Notethat there aretwo caveats here. First, the real appreciation of the peso has often
been cited asthe main reason for the apparent failure of the manufacturing sector to expand
and create employment after liberalization. Second, the current state of datacollectioninthe
country still leaves much to be desired. One often wonderswhether the services sector isstill
taken astheresidual after GNP iscalculated. Better measurement of new firmsandindusiries
created after liberalization aswell asimproved estimation of the expanding services sector,
which isdifficult, iscritical to the above analysis.

X. Analyssof Industry Structure and Competition in the Manufacturing Sector
C. Indudgrial Structure and Performance

Table 6 presents the distribution of manufacturing value added for the years 1972,
1983, 1988, and 1994. Prior to thetrade reforms, intermediate goods comprised the bulk of
manufacturing value added with its unchanged share of 45 percent in both 1972 and 1983.
Consumer goodsfollowed with ashare of 40 percent in 1972 and 34 percent in 1983. Capital
goods registered a share which increased from 16 percent in 1972 to 20 percent in 1983.

After thetrade reforms, the share of consumer goodsroseto 44 percent in 1988 which
madeit the most important sector intermsof value added contribution. Althoughit fell to 40
percent in 1994, the sector still represented the bulk of manufacturing value added. The share
of intermediate goods dropped to 39 percent in 1988 and to 37 percent in 1994. Dueto the
growing importance of electrical machinery (whose share steadily increased from 3 percent in
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1972 to 7 percent in 1983 and 1988 and to almost 10 percent in 1994), the capital goods
sector has slowly inched itsway from ashare of 16 percent in 1988 to 22 percent in 1994.

In the consumer goods sector, food processing, food manufacturing and beverages
were the most important sub-sectorsin 1994 asthey comprised 67 percent of the sector’s
value added. In the intermediate goods sector, other chemicals and petroleum refineries
represented almost 50 percent of the sector’ svalue added whilein the capital goods sector,
electrical machinery together with iron and steel were the top sub-sectorswiththeir combined
shares of about 65 percent of the sector’s value added.

A comparison of the economic performance of the manufacturing sector and its
componentsfor the periods 1972-1983, 1983-1988, and 1988-HAispresentedinTable7. The
period 1972-83 representsthe pre-tariff reform yearswhilethe next periods capture the post-
tariff reform years. On the overall, manufacturing census value added grew at an annual
average growth of 3.6 percent during the pre trade reform period 1972-1983. Thisdeclinedto
0.9 percent during the period 1983-1988, but recovered to 6.6 percent in the period 1988-
1994.

The average growth of employment continuously dropped from 5 percent prior to the
trade reformsto 4 percent in 1983-1988 and to only one percent in 1988-94. During this
period, pottery, china and earthenware, electrical machinery, professional and scientific
equipment, leather footwear, and transport equipment registered the highest annual average
employment growth rateswhich ranged from 10 to 13 percent. The number of establishments
grew from 2.4 percent before the tradereformsto 10.3 percent in 1983-1988, but thisfdll to 3
percent in the period 1988-1994. I n this period, the following sub-sectors posted the highest
average annual growthratesin terms of number of establishmentswhich ranged from8to 11
percent: glass and glass products, pottery, chinaand earthenware, industrial chemicals, and
iron and steel.

Value added growth at the sub-sector level was highly variable. Eight manufacturing
sub-sectors posted positive annual growth rates for the three periods under review. These
included beverages, wearing apparel except footwear, printing and publishing, other
chemicals, plastic products, pottery, china and earthenware, electrical machinery, and
mi scellaneous manufactures. Electrical machinery posted the highest average annual growth
rate of 17 percent during the 1988-94 period.

Other manufacturing sub-sectors which were growing during the 1972-83 period
registered negative average annual growth rates immediately after the implementation of
trade reforms, i.e., 1983-88, but recovered in the succeeding period, 1988-94. These sub-
sectors covered food manufacturing, leather and leather products, | eather footwear, petroleum
refineries, i ron and steel, fabricated metal products, cement, machinery except electrical, and
transport equipment which posted the highest average annual growth rate of 18 percent
during the 1988-94 period.

Some manufacturing sub-sectorswhich posted negative annual average growth rates
prior to thetrade reforms experienced improvementsin terms of economic performance as
suggested by their positive average value added growth rates for the periods after the trade
reforms. These included tobacco, paper and paper products, other nonmetallic mineral
products, metal furniture and professional and scientific equipment which posted an average
annual growth rate of 14 percent in the 1988-94 period.



Printing and publishing steadily grew from 14.4 percent to 17.5 percent and to 19.4
percent during the three periods under review. Other nonmetallic mineral productsgrew from
alow 3 percent to 15.7 percent between the periods 1972-1983 and 1983-1988. Itsgrowth
rate further increased to 21.9 percent during the period 1988-1994. Fabricated metd products
increased from 10.9 percent to 13.4 percent and to 21 percent while machinery except
electrical rosefrom 12.5 percent to 14.5 percent and to 24.5 percent in all three periods under
study. Except for fabricated metal products, the increasing trend in the growth of the
subsectors’ value added isnot accompanied by corresponding increasesin the growth of the
subsectors’ number of establishments and employment.

Table9: Firm Size Digtribution in Philippine Manufacturing
1972, 1983, 1988, 1994 and 1995 (in per cent)

Number of Firms 1972 1983 1988 1994 1995
Small 83 78 84 72 82
Medium 7 9 7 12 8
Large 10 13 9 16 10
Employment 1972 1983 1988 1994 1995
Small 22 18 24 21 21
Medium 10 10 12 13 12
Large 68 72 64 66 67
Census Value 1972 1983 1988 1994 1995
Added

Small 15 11 12 11 11
Medium 12 8 11 12 13
Large 74 81 77 77 76

Small-szed establishments employ 10 to 99 employees, medium-sized establishments have 100
to 199 employees while large establishments have 200 or more workers.
Sources: National Statistics Office, 1972, 1983, 1988, and 1994 Census of Establishments.

Textiles and wood and cork products performed poorly for all three periods under
review. These subsectors experienced substantial reductionintheir value added as suggested
by their negative average annual growth rates prior and after the trade reforms. Food
processing posted negative growth ratesfor the two succeeding periods under study, but was
ableto bounce back inthethird period. Glass and glass products and petroleum and coal both
had negative average annual growth rates prior to the trade reforms; although their
performance improved immediately after theimplementation of trade reforms, thiswas not
sustained as they again posted negative growth ratesin the third period. Other sub-sectors
like industrial chemicals, nonferrous metal products and rubber products, which were
characterized by positive value added growth rates before and immediately after the trade
reforms, performed poorly in the last period 1988-1994.

Manufacturing has become more capital intensive from P65,600 per worker in 1983
to P110,610 per worker in 1988 (see Table 8). In 1994, theratio increased to P135,306 per
worker. Almost all sub-sectorsfollowed t he samerising trend except for nonferrous metal
products and transport equi pment whose capital/labor ratios dropped between 1988 and 1994.
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Petroleum refineries had the highest capital/labor ratio followed by nonferrous metal
products, cement, iron and steel, and industrial chemicals. Capital productivity in
manufacturing slightly increased from 1.2in 1983 to 1.4in 1988, however, thisdropped back
to its pre tariff reform ratio of 1.2 in 1994. Three sub-sectors experienced rising capital
productivity over the three years under study. These included transport equipment,
professional and scientific equipment, and metal furniture. Tobacco had the highest capital
productivity in 1994 while wearing apparel except footwear was far second. Labor
productivity was rising from P79,280 per worker in 1983 to P157,510 in 1988 and to
P166,580 in 1994. Petroleum refineries had the highest labor productivity followed by
beverages and other chemicals. Whilealmost all sub-sectorshad rising labor productivity for
all threeyearsunder study, petroleum and coal products, nonferrous products, and transport
equipment witnessed reductions in their labor productivity between 1988 and 1994.

Table 9 presents the size structure of the manufacturing industry. Philippine
manufacturing has often been characterized as having a dualistic size structure since the
import substitution phase of the 1950s (World Bank, 1993). The table indicates that the
industry is still dominated by a small number of very large firms. In 1995, large-scale
establishments accounted for 76 percent of manufacturing value added and 67 percent of
employment, although they represented only 10 percent of all firms. On the other hand, small
establishmentswhich represented 82 percent of all firmsaccounted for a 21 percent share of
employment and only 11 percent of manufacturing value added. Medium-scale
establishmentswhich numbered 8 percent of all establishmentsaccounted for 12 percent of
employment and 13 percent of manufacturing value added.

D. Domestic Competition and Concentration
Concentration and Profitability

Table 10.1 presents the estimates of four-firm concentration ratios in the
manufacturing sector for the years 1988, 1994, and 1995. After trade liberalization, the
average four-firm concentration ratio in manufacturing remained high for all three years
under review. It even went up slightly from 70.88in 1988 to 73.63 in 1994 and remained at
the same level in 1995. The estimates show that the manufacturing sector is highly
concentrated with roughly two-thirds of the manufacturing industry having concentration
ratios ranging from 70 to 100 percent. On the average, 73.6 percent of value added werefrom
the top four firmsin each manufacturing sub-sector.

Sub-sectors with high level of concentration are mostly intermediate and capital
goods such as petroleum refineries, glass and glass products, industrial chemicals,
pottery,china and earthenware, petroleum and coal products, rubber products, other
nonmetallic mineral, paper and paper products, professional and scientific equipment,
nonferrous metal products, transport equipment, iron and steel, machinery except electrical,
textiles, other chemicals (aborderline case) and fabricated metal products. Consumer goods
like tobacco, food manufacturing, and food processing al so belong to the high concentration

group.

The moderate concentration group consists of sub-sectorswith concentration ratios
ranging from 40 to 69 percent. In 1995, thisgroup included beverages, el ectrical machinery,
metal furniture, wood and cork products, cement, printing and publishing, leather footwear,



furniture except metal, plastic products, and leather and leather products. Only wearing
apparel except footwear fell under the low concentration group.

Price cost marginswere estimated asarough measure of profitability. Ontheaverage,
the manufacturing industry posted aprice cost margin of 30 percentin 1988. Thisincreased
to 34 percent in 1994 and to 36 percent in 1995. The table showsthat in 1995, price cost
margins remained high particularly for tobacco (57 percent), other chemical s (46 percent),
other nonmetallic minerals (40 percent), food manufacturing (41 percent) and glassand glass
products (52 percent). These manufacturing industries were among the sub-sectorswithvery
high degrees of concentration. Even sub-sectorsclassified under medium and low degrees of
concentration haverelatively high price cost margins. For instance, moderately concentrated
sub-sectors like beverages had a price cost margin of 57 percent in 1995, cement posted a
price cost margin of 42 percent while an unconcentrated sub-sector such aswearing apparel
registered aprice cost margin of 32 percent. A combination of high price cost marginsand
high concentration ratios tend to suggest that some monopoly rents are being incurred.

Table 10.1: Concentration Ratios and Perfor mance I ndicators
Manufacturing Sector: 1988, 1994, and 1995

Concentration Ratios Number of Price Cost Margin
Sectors Establishments

1988 (1994 | 1995 |[1988 |1994 | 1995 | 1988 | 1994 | 1995
High
Petroleum Refineries 100 100 100 4 4 4 0.18 0.22 0.32
Professional and 100 100 | 99.97 14 13 20 032 0.23 0.24
Scientific
Tobacco 96.64 | 9956 | 9941 25 21 22| 048] 056 0.57
Nonferrous Metal 99.67 | 99.28 | 9857 35 34 40| 024 018 0.24
Products
Glass and Glass 96.33 | 9058 | 92.05 35 53 46| 046| 050 0.52
Products

Industrial Chemicals 90.14| 8752 | 84.65 112 171 197 037 034| 031

Transport Equipment 80.98| 86.20 | 84.40 230 264 265| 028 023 023

Pottery, Chinaand 9282 86.06| 93.74 59 68 61 0.34 0.34 0.35
Earthen

Food Processing 7951 | 8137 | 8174 915 751 717 0.30 0.30 0.32
Iron and Steel 84.18| 80.64| 7055 128 191 201| 0.23| 043 0.24
Machinery except 6359 | 7747 | 7943 556 464 460| 028 032 0.28
Electrical

Petroleum and Coal 81.10( 77.00| 87.40 16 14 16| 024| 014 0.26
Products

Fabricated Metal 7345 | 7448 | 74.32 469 555 550 0.28 0.32 0.28
Products

Other Chemicadls 66.37 | 75.64| 69.09 300 288 295 0.40 0.46 0.46
Rubber Products 7915 7350 | 73.66 137 187 181 0.24 0.28 0.37
Other Nonmetallic 6892 7131 | 7454 353 304 253 0.34 0.37 0.40
Minerd

Paper and Paper 7897 71.23| 70.40 167 215 206 0.32 0.30 0.29
Products

Miscellaneous 7087 | 70.62| 76.76 342 312 309 0.27 0.23 0.31

Manufacture

Textiles 64.12| 64.14| 7237 549 537

&

028| 024 030
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Food Manufacturing 6348 | 69.74| 7792| 2003| 1879| 1798| 032| 033| 041
Moderate

Beverages 4819 | 70.08| 6343 91 86 88| 031 056| 057
Electrical Machinery 6480 | 69.36 | 63.73 217 271 310 021 022 028
Metd Furniture 80.88 | 7949 | 6267 36 A 3| 030 010 o021
Leather and Leather 5770 | 6389 64.02 120 &4 8| 017 016| 023
Products

Wood and Cork 4050 | 5547 | 65.35 683 401 34| 022 024 023
Products

Cement 4530 | 4830 | 4537 17 18 18| 028 037| 042
Printing and 4213 | 4726 | 51.08 636 637 636 025 028 032
Publishing

Leather Footwear 30.33| 41.70 | 55.00 425 334 373 019| 014 020
Furniture except 1951 | 4091 | 4164 678 497 439 022| 024 0.25
Metal

Plastic Products 4941 | 40.75| 50.87 300 377 365 027 029 029
L ow

Wearing Apparel 3470 3169 2652| 1556( 1512| 1521| 0.25| 013| 032
except Footwear

Total 7088 | 73.63| 7364| 11208 | 10726 | 10373| 030| 034| 0.36
M anufacturing

Source of basic data: National Statistics Office, 1988 and 1994 Census of Establishments and 1995
Annual Survey of Establishments.

The concentration ratios refer to the ratio of census value added by four largest firmsto total in each
five-digit PSIC sector. The concentration ratios given above are weighted averages for three-digit
PSIC.

The price cost margin (PCM) was estimated as follows: PCM = [(Value of Output - Cost of Raw
Materias — Total Compensation )/Vaue of Output]. The price cost margins given above are weighted
averages for three-digit PSIC.

Table 10.2 confirms the positive correlation between concentration and industry
profitability for the Philippine manufacturing sector. Thetable shows apositive and highly
significant correlation between profitability and concentration for all threeyears: 1988, 1994,
and 1995.

Table 10.2: Correlations Between Concentration and Industry Profitability

Price Cost Margin

1988 1994 1995

Four-firm Concentration Ratio 0.00306 0.00298 0.00338

Table 10.3 presents results using a conventional regression specification of the
concentration-profitsrelationship includi ng capital intensity. Thisvariableisadded to control
theresult that a positive relationship between concentration and profitability could wrongly
reflect thefirms’ large capital costs per unit of output. Except for 1995, the results show that
concentrationishighly significant for the Philippine manufacturing industry. The coefficient
for capital intensity hasthe expected positive sign but issignificant only for 1995 and for the
pooled data. Although it is negative in 1988 (implying that capital -intensive industries
performed badly in 1988), thisis statistically insignificant.
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Table 10.3: Estimatesof the Concentration-Profits Relationship

Dependent Variable: Price Cost Margin
1938
Constant 0.19008™
Concentration Ratio 0.000%4""
Capitd Intensity -0.01133
R 0.025
1994
Constant 0.17405"
Concentration Ratio 0.00098""
Capital Intensity 0.01355
R? 0.030
1995
Constant 0.24560 "
Concentration Ratio 0.00050
Capital Intensity 0.02867
R 0.024
Pooled Data
Constant 0.19450""
Concentration Ratio 0.00089 "
Capital Intensity 0.01707
R 0.030

Significant at the 1 percent level
" Significant at the 5 percent level

The positive correlation/relationship between concentration and profitability in
Philippine manufacturing is consistent with both the structuralist school and efficiency
hypothesis or Chicago school. According to the former, industrial concentration fosters
collusion and hence, monopoly pricing. On the other hand, the efficiency hypothesis points
out that superior firms in an industry that make a product or cost breakthrough will gain
market share, causing industry concentration to increase. Broadly interpreted, the efficient
markets hypothesis states that markets are workably competitive and that the market structure
reflectsdifferential efficiency, not strategic behavior. Dominant firmsowetheir position to
superior performance, not to strategic behavior or the history of entry into theindustry, and
profits are simply the rents that accrue to superior technology (Gilbert as citedin Stigler,
1968 and Demsetz, 1973).

It isimportant to recognize that firms may achieve adominant position in amarket
through methodsthat are perfectly legitimate, for example, through the adoption of efficient
business practiceslikeinnovation, adoption of superior production/distribution methods, or
simply greater entrepreneurial efforts. In the context of the Philippines, however, oneis
inclined to believethat the structuralist school ismore applicable giventhelimited R& D and
S& T activities particularly the underinvestment in R& D by the private sector. Cororaton
(June 2000) noted that the estimated gap in R&D investment is about 0.5778 of GNP or
approximately P14 billion in current prices. Underinvestment is prevalent in almost all
sectors notably in agriculture and manufacturing.

Domestic and Import Prices. A Comparison
Using Philippine domestic whol esal e pricesand Hong Kong unit import values, L. De

Dios (1998) computed price ratios between domestic and world pricesfor asample of 249
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commodities covering agriculture and manufacturing. The data sources were the National
Statistics Office and Hong Kong Import Trade Statisticsfor the wholesale domestic prices

and world or border prices’, respectively.

The estimated priceratiosindicatet hat after substantial tradereformfromtheeighties
to the early nineties, the manufacturing industry has continued to exhibit significant and
widespread price differences between domestic and imported goods. While some reductions
in the price ratios of some products were observed between 1988 and 1995, the price
differences still remained high even after trade liberalization. For some others, the price
differences even widened during the years under review. As De Dios noted, agood number
of products had priceratiosthat exceeded tariffsdespitetheir deregulation. Onthisbasis, it
would appear that imports are not providing a sufficient competitive threat to domestic
producers. For instance, in 1995, the domestic price of butter and margarine was between
105% to 177% higher than imported counterpartsfrom Hong Kong. The difference between
local wholesal e pricesand Hong Kong import pricesfor goods such as macaroni was 164%,
powdered milk: 82%, ground cocoa: 429%, catsup: 167%, tomato sauce: 117%, dry cell
battery: 283%, mattress. 655%, toilet soap: 137%, and laundry soap: 183% (refer to
Tablell). These commodities were liberalized between 1981 to 1985.

Dutz and Narueput cited three fundamental reasons (which are distinct and mutually
exclusive) in explaning the lack of price convergence between domestic and international
prices:

> Public policy: Thisincludesinternational trade policy measures such as antidumping
duties and multiple effective exchange rates which remain even after trade
liberalization and hence, allow price divergences to persist.

» Market power: Incumbent firmswith market power are ableto maintain higher prices
by foreclosing entry through such arrangements as sol e distributorships and exclusive

dealing.

» Other causes. Transportation costs, the perishable nature of certain goods, and capital
market imperfections.

Table 11: Price Gaps, Concentration Levelsand Price-cost Margins
in Philippine Manufacturing, 1995

Price Four-firm | Price cost
Commodity Status difference | concentration | margin
(in %) leve (in %) (in %)
Meat Processing 79.11 32
Bacon L82 R83 L92 R93 L95 161
Ham L82 R83 L92 R93 L95 130
Frankfurters L81 R84 L92 R93 L95 146

" The wholesale domestic priceis defined as the sum of the producer or import price, wholesale trade margin,

tax and distribution costs of the wholesaler. Hong Kong import unit values were chosen because of the large
magnitude and wide range of goods that consistently anter that port. While there were a number of commaodities
where there was alack of one-to-one correspondence (mainly because of the higher level of aggregation in the
Hong Kong data compared to the NSO data), majority of the Philippine commodities were directly comparable
with Hong Kong data (De Dios L., 1998).
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Vienna sausage L81 R84 L92 R93 L95 244

Powder ed,condensed, 100.0 49
evaporated milk

Powdered milk L85 82

Butter and cheese 100.0 16
Butter L82 R84 L85 105

Fruits & vegetable sauces 65.83 19
Catsup L82 167

Tomato sauce L82 117

Biscuits 82.57 40
Butter cookies L81 63

Refined coconut & 74.57 13
vegetable oil

Margarine L82 177

Rice noodles 100.0 9
Macaroni L81 164

Bihon

Sotanghon L81

Chocolate bars, cocoa 85.23 26
products

Ground cocoa L81 429

Cocoa butter L81 724

Coffee roasting & 63.83 21
processing

Instant coffee 76

Petroleum Refineries 100.0 32
Gasoline R 9

Kerosene R 71

Died ail R 78

Inorganic salts & 99.80 32
compounds

Sodium hydroxide 1647

Caustic soda 171

Organic acids & acid 86.62 35
compounds

Glycerine 149

Acstic acid 171

Paints 62.15 20
Primer paint 44

Drugs & medicines 45,04 48
Antibiotic L92 350

Penicillin Restricted 1406

Vitamins 1168

Ascorbic acid 1174

Thiamine hydrochloride 14560

Soaps & synthetic 98.50 42
detergents

Toilet soap L82 137

Laundry soap L82 183

Detergent L82 41

M atches 100.0 58
Matches L82 227

Vitreous china plumbing, 100.0 52
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fittings & fixtures

Porcelain lavatory L88 141

Tires & tubes 93.64 43
Rubber tire, car L86 39

Pesticides, insecticides 73.71 31
Insecticide Restricted 888

Box bed & mattresses 91.88 23
Mattress L81 655

Plastic industrial supplies 46.01 22
Plastic sheet 427

Cement 45.37 44
Cement L89 110

Paper mills 76.33 35
Manila paper 655

Wax paper 1495

Onion skin L87 155

Flat glass 99.74 56
Sheet window glass L87 830

Glass tabletop 701

Rolling mills 70.06 25
Steel bars L86 82

Cutlery 96.15 32
Scissors 445

Farm tractors 100.0 32
Tractor 3456

Pumps, compressors, & 94.75 62
blowers

Aircon L82 R82 L92 169

Radio & tv receiving sets 83.58 27
Radio phono 71

Electrical lamps & 73.27 37
fluor escent tubes

Fluorescent tube L82 R82 L92 650

Electric fan, vacuum 93.40 31
cleaner, etc

Electric fan L82 R82 L92 222

Primary cells & batteries 99.90 3
Dry cell battery L82 283

Electrical accumulators 97.28 29
Storage battery L92 7646

Watches & clocks 100.0 25
Watch 2403

Wall clock 681

Manufacture of umbrellas 100.0 27
& cane

Umbrdla L86 195

Notes: L- Liberdized; R - Restricted

Table 11 shows a wide range of highly concentrated products with high price
differences and high price-cost margins particularly in the following sectors: Pumps,
compressors, & blowers, flat glass, tires and tubes, vitreous china plumbing, fittings, and
fixtures, matches, soaps and synthetic detergents, biscuits, and powdered, condensed, and
evaporated milk. Drugs and medicines and cement both have wide price gaps and high price-
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cost margins. Asmost of the commaoditieswere only liberalized inthe 1990s and asagreat
number of commodities were also regulated and liberalized more than once making their
import valuesbecome erratic, it would be useful to extend the cal cul ations reflecting more
recent data in order to yield more meaningful analysis.

Thediscussions above should not |ead to the inference that trade liberalization has not
had a significant impact on domestic prices. What the findings suggest is that important
barriers to price equalization remain even after trade liberalization. Trade reforms are
necessary for the growth of afree market, but, by themselves, they do not guarantee effective
competition.

One important issue that confronts policy makersis the extent to which barriersto
market access and competition might prevent domestic and international prices from
converging. Tothe extent that thisistrue, manufacturerswith market power are capturing the
differential between international and domestic prices that were created by the earlier
protectionist trade policies. Consumers arethus unableto reap the benefitsthat they expected
from trade liberalization as these were instead captured by powerful business interests.

To make inferences about market power and determine whether the lack of price
convergenceisdueto anticompetitive behaviour or simply by higher costsin acompetitive
market, micro-level studies and additional price analyses are necessary to supplement the
concentration ratios, price-cost margins, and price differentials estimated for the
manufacturing industry. In the next section, a case study on cement manufacturing is
presented to eval uate the behavior of asector after undergoing substantial tradeliberalization
and price deregulation in the early nineties and in the succeeding years.

XI. Cartd and Collusion in the Philippine Cement Industry : A Case Study

Businessmen’s meetings, even for merriment and diversion usually end up in
connivance to restrict competition. It is impossible indeed to prevent such
meetings, by any law which either could be executed, or would be consistent
with liberty and justice. -- Adam Smith

F. Cartesand Collusion and Oligopoly Theory

Collusion describes a type of conduct or form of behavior where firms agree to
coordinate their actions. Instead of the firms competing against each other in one form or
another they may be able to collude to avoid competing with each other. In this case, the
firms can jointly agree to set prices and quantities that maximize the sum of their profits
(Varian).

When firms get together and attempt to fix prices or levels of outputs, rig bidsin
auctions or procurements and divide markets by allocating customers, territories, relevant
products or suppliesin order to maximizetotal industry profits, they are known asacartel.
Cartels and collusion are anti-competition, they create market power, suppress rival and
consumer activities, and their effects are worse than monopolies and bad mergers (Willig,
L ecture on Competition Policy, May 2000).



In acartel, there is always a temptation to produce more than is agreed and hence,
make higher profitsassuming that therest of theindustry will produce at aconstant level and
will not respond. To be successful, a cartel must have a punishment strategy to police
members’ behavior. For example, apricewar to wipe out the gainsfrom the deviation. This
requiresthat firms must be ableto keep track of the prices and production levels of the other
firmsin the cartel (Varian).

Collusion is a cooperative game. It involves two elements. (1) a process of
communication/discussion and (2) an exchange of information with the aim of reaching an
agreement and the imposition of punishment in case of deviations. It is important to
differentiate between hard and soft cartels. Hard-core cartelsor explicit collusionrefersto
explicit agreementsto fix prices or share markets between producers and sellers of substitute
products. Soft cartelsor tacit collusion refersto collusive agreementsthat are merely implicit.

Inthe US, collusionisin most instances per seillegal. In the European Community,
hard core cartel agreements are prohibited. In the UK, the policy is directed more at
evaluating theresults of collusive behavior. Whether firms‘really’ colluded isnot acentral
issue and what matters is the appraisal of the outcomes of their behavior from the point of
view of economic efficiency.

Oligopoly theory tells us that there are several ways in which firms behave in an
oligopolistic environment. The leading models in the literature are summarized in Rees
(Oxford Review of Economic Policy, Vol.9, No.2):

Cournot Model: firms independently choose outputs on the assumption that their
rivals make no response to their choices and market equilibrium is achieved through a
sequence of alternating output choices which converges over time.

Stackelberg Model: a leader makes a choice of output, the other firms act as
followersand maketheir profit-maximizing responseto thisoutput. Theleader takes account
of these responsesin choosing itsoutput and isablet o do better than it would under Cournot
reactions.

Kinked Demand Curve Model: each firm believes that an increase in its output
(reductioninitsprice) will be matched by itsrivals, whileareduction in output (increasein
price) will not be followed. This creates akink in the firm’s perceived demand curve at its
current price-output pair which then tends to remain the same despite changes in marginal
cost, because of a discontinuity in the firm's marginal revenue at the kink.

Bertrand Model: againinthetraditional story firmsindependently choose prices, on
the assumption that their rivals make no response to their choices. When firms produce
identical outputsand haveidentical constant marginal costs equilibrium price endsup equal
to this common cost.

Edgeworth Mode: firms choose prices as in the Bertrand model, with identical
constant marginal costs, but with fixed output capacities. Thereisarange of possibletypes of
outcome and the possibility of price cycles. Thereisarange of pricesthe upper and lower
limits of which are determined by demand, cost, and capacity parameters. Asfirms set prices
alternately over consecutive periods, price falls by small steps from the upper limit of the



interval until it reachesthe lower limit and t hen jumps back to the upper limit and the cycle
begins again.

All these oligopoly models are examples of non-cooperative games. In general,
collusionresultsin the smallest industry output and the highest price. Betrand equilibrium,
the competitive equilibrium, givesthe highest output and the lowest price. The other models
provide results that are in between these two extremes.

Many theorists see the above modelsas giving analytical precision to theideaof tacit
collusion (Rees). This would not involve explicit agreement but simply the unspoken
acceptance by thefirmsthat it isin their best intereststo produce the monopoly output on the
understanding that failureto do sowould provokeapricewar. Implicit coordination may be
achieved simply through market interactions without any communication or negotiation
between firms. There would be no evidence of firms' having met or having discussed the
coordination of market behavior. The only evidence that will be available relatesto firms’
market behavior. Asin the case of an explicit enforcement mechanism, the operation of
implicit mechanismswill requireinformation. To be sustainabl e, information on each other’s
costs, outputs, prices, and discounts are necessary. The greater the number of firmsand the
more product heterogeneity, the greater these information requirements expand.

Inthereal world, there are many facilitating devicesthat have been devel oped to help
firms achieve successful tacit collusion. These include:

> Trade associations: Inmany industries, associations are usually organized to
handle public relations, organize conventions, tradefairs, etc. However, they may also act as
facilitating devicesasin collecting and disseminating information on costs, outputs, prices,
and policing both tacit and explicit agreements:

> Price leadership: In this practice, the dominant firm first announces price
changesand the other firmsfollow within ashort period of time. It isalso possiblefor anon-
dominant firm which is considered the best at judging market conditions to play thisrole.
This practice of price leadership isaway of addressing the problem of choosing one price
agreement in the set of possible agreements. If the leader is good in selecting mutually
acceptable prices, the agreement can be entirely tacit.

> Basing point price: thisis a pricing system where transport costs are high
relative to production costs and buyers and sellers are spatially dispersed. It iscommonin
industries like steel and cement. Delivered prices are computed based on base prices and
transport charges. This arrangement often result in delivered prices to any buyer that are
always uniform across sellers and there is no price competition. Sellers must exchange
information on base prices and transport charges, but no explicit agreement to collude on
pricesis made.

> There are al so many opportunitiesfor company officialsto maketheir views
known to each other on the state of the market and the direction prices should take, for
example, in newspaper interviews, articles in trade publications, or in speeches.

The prospect that firms may rely on tacit collusion or implicit coordination

enforcement mechanisms, although imperfect, to exercise collective market power raisesan
important issue for competition policy.

31



G. An Overview of the Philippine Cement Industry

Cement, like other homogeneous products such as sugar and flour, isoften cited asa
market likely to have a cartel. In the Philippines, the industry was engaged in collusive
behavior facilitated by thefirms market sharing agreements. These were accepted practices
in the past as they were sanctioned by government regulations. The cement industry
developed under heavy government protection and promotion through the imposition of high
tariffsand import restrictions and the granting of incentives under the Board of Investment’s
(BQI) rehabilitation, modernization and rationalization program. It was also subject to
government regul ation through the Philippine Cement Industry Authority (PCIA) which was
createdin 1973 toregulateentry intheindustry, allocate supply, and control pricesaswell as
cement exports.

Many of the cement firms had direct government participation through guarantees,
loans, and equity. The economic slump intheearly 1970sresultedinlargelossesand chronic
oversupply situation which prompted cement firmsto push for government regul ation of the
industry. They believed that by government regulation, theindustry could prevent cutthroat
competition. As the government also had financial interestsin the sector, it immediately
responded by creating the PCIA. At about the same time, the industry association whichis
currently known as Philippine Cement Manufacturers Corporation (Philcemcor) was
incorporated to help the PCIA inimplementing itsdutiesand responsibilities. The PCIA and
the Philcemcor worked closely together in regulating the industry with PCIA delegating the
setting of production quotas to Philcemcor.

Collusion took place through thefirms' informal agreement to set production quotas
and to assign geographic markets among themselves. Philcemcor held regular monthly
meetingsto set production quotas. It also arranged the geographical division of the markets
that restricted Luzon plantsto sell only in the Luzon areaand the Visayas/Mindanao plantsto
confinetheir salesinthearea (SGV Consulting, 1992). Thispracticedivided the country into
regional markets served by a dominant player, thus, eliminating competition from taking
place in the industry.

In 1987, the PCIA was abolished, but the price control function wastransferred to the
Department of Trade and Industry and the Board of Investments. The price control was
momentarily lifted in February 1989 and reimposed in July 1989. Prices were finally
deregulated in November 1991.

Thetariff on cement wasreduced from 50 percent in 1979 to 40 percent in 1988 and it
was further reduced to 20 percent in 1989. Import restrictions on cement werelifted effective
March 1989. From January 1990 to mid-1991, thetariffs on portland cement and clinker were
suspended to address the problem of cement shortage following the expansion of construction
activitiesinthe country. In July 1991, the 20 percent tariff on cement importswasrestored.
Thiswas reduced to five percent in 1993-94 and to three percent in 1995-1997. Therate,
however, wasincreased to 10 percent during 1997-1998. In 1999, thiswasreduced to seven
percent and currently, its rate stands at five percent.

Simultaneous with the abolition of the PCIA in 1987, the Development Bank of the

Philippines transferred cement industry financial assets to the Asset Privatization Trust
(APT). Most of the firms negotiated withthe APT the settlement of their debts under the
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“direct debt buy out” scheme. APT also bidded out all the cement companies forecl osed by
DBP (Onada Engineering and Consulting Co., 1991).

The past three years witnessed the acquisitions of local cement companies by four
largeforeign firms: Lafarge, Holderbank, Cemex, and Blue Circle. These firms(together with
Heidelberger) account for about 60 percent of the annual 100 million MT of the global
cement trade. Following the entry of foreign players, some sectorsraised concernson their
possible domination of the market and the creation of a cartel.

Cement prices have been rising continuously starting in May 1999, in contrast to the
downward trend exhibited during the period February 1997 to April 1999. Industry analysts
are questioning the priceincreasesin the presence of excess supply and weak demand dueto
the slowdown in construction activity inthe country. These priceincreasesimmediately
following the entry of foreign players prompted them to believe that a cement cartel is at
work. Philcemcor defended the companies by saying that the priceincreaseswereinevitable
due to the high production costs and finance charges. The financial crisis struck at atime
when cement compani es were expanding in anticipation of increased economic growth. This
resulted in dramaticincreasesintheir foreign denominated loans and high interest rateson
local loans. Congressimmediately initiated investigations on the re-emergence of acement
cartel. The DTI also conducted preliminary investigation on the possible collusion among
members of the cartel to keep cement prices above normal levels.

Philcemcor was quick in pointing out the gains to be reaped by the industry from
foreign participation. Theseinclude the advanced technol ogy that they would bringinto help
make the industry more modern and efficient and more competitive internationally, export
marketsfor local companies, financial resources needed by the capital -intengveindustry, and
high industry standards in terms of workforce training and safety as well as environmental
protection.

More than ten years have passed since the deregulation and liberalization of the
industry. Has the liberalization and deregulation of the industry curbed the industry’s
collusive practices? Istrade liberalization and deregulation sufficient to foster effective
competition in an industry previously engaged in collusion which was sanctioned by
government regulation? Has the recent wave of foreign acquisitions of local cement firms
spurred competition in the industry?

H. Competition Analysis
1. Market Definition

A market has two components, its product and its geographic reach. The product
market describes the good or service that is bought and sold while the geographic market
describes the location of the producers or sellers of the product.

Product Market
The cement industry coversthe manufacture of hydraulic cementsincluding portland,

aluminous slag and superphosphate, whether or not in the form of clinker (1994 Philippine
Standard Industrial Classification). Cement isasuperior bonding agent used asaraw materia



in concrete construction. Itsmain componentsare limestone, clayey materials, and ferrous
materials which are processed into clinker. The latter is ground and mixed with gypsum to
produce cement.

Cement manufacturing isbasically capital intensive. Capital costsaccounted for about
20 percent of total manufacturing costs (SGV Consulting, 1992). Theindustry isalso aheavy
user of energy with energy costs ranging from 30 to 43 percent of manufacturing costs
depending on the type of manufacturing process applied.

There are currently three types of cement produced in the country:

Ordinary Portland cement (Type 1): regarded as the most important type of cement
and ismanufactured from limestone, clayey materials, siliceous materials, ferrous materias,
and gypsum. It is hydraulic and cementitious in the presence of water. Portland (Type 1)
cement accounts for the bulk of total demand in the industry.

Portland Pozzolan Cement (Type P): atype of blended cement composed of afinely
ground mixture of 70 to 80 per cent clinker and 20 to 30 per cent pozzolan materials.

Portland-Pozzolan Cement (Type 1-P): acement product with ashorter curing period
than Type P Portland pozzolan and compares favorably with ordinary portland cement in
terms of compressive strength and setting time.

Industry Players

Whilethere are many individual cement firms operating in theindustry, in terms of
ownership, only afew groups control the industry’s operations. In the early 1990s, there
were only three ownership groupingsin theindustry with the Phinmagroup controlling six
plants accounting for 42 percent of the industry’s rated capacity. The Zobel-Araneta
Montinola group accounted for 18 percent of the industry’s rated capacity while the
Alcantaragroup had 14 percent. Therest of thefirmswereindependent from thethree groups
and together comprised roughly 27 percent of industry capacity.

Following the 1997 Asian financial crisiswhich hit the construction sector badly, an
industry reorganization started to unfold as foreign cement companies entered and forged
partnershipswith local firms. The peso depreciation boosted the debt costs of cement firms
with foreign-denominated loans and as the recession caused the construction industry to
contract, foreignfirmswere ableto buy into thelocal cement industry. Most local firmshave
taken in foreign companies as partners in order to generate fresh capital, strengthen their
balance sheet, and improvetheir technology to bring operations at par with world standards.

Table 12 : Industry Ownership Structure Prior to Asan Crisis

Geographic Phinmagroup | Zobel-Araneta- | Alcantara group Independent
Market Montinola firms
group
Luzon North Bacnotan Northern
NCR Salid FR Republic
Hi-Cement Titan Continental




Rizd
Central
Luzon South Fortune
Visayas Apo
Mindanao Davao Union Alsons Pacific
lligan Mindanao

In 1997, Central merged with Bacnotan reducing the total number of local cement
firmsto nineteen. During the same year, Cemex S.A. of Mexico (theworld’ sthird largest
cement maker) bought Rizal and Solid. In 1999, it acquired Apo Cement from JG Summit
Holdings of taipan John Gokongwei Jr.

In 1998, the French firm Lafarge (theworld’ s second largest cement manufacturer)
bought into Southeast Asian Cement, Republic Cement, and Continental Cement while UK -
based Blue Circle Ltd. also bought into Republic Cement and Fortune Cement (which are
partly owned by retail magnate Henry Sy Sr) as well as in Mindanao Portland and Iligan.
Heidelberger bought into Limay while Swiss cement manufacturer Holderbank (theworld’s
largest cement maker) bought into Bacnotan Cement, Davao Union Cement, and Hi-Cement
in mid-1998 aswell asinto Alsons and Iligan in early 1999.

With the presence of theworld’ slargest cement companies, theindustry, which used
to be dominated by one big group and several family-owned companies, is now divided into
five groups with cross-ownership: Phinma, Holderbank, Lafarge, Blue Circle, and Cemex.
Four firms remain independent and have not linked up with a foreign partner: Northern
(Eduardo Cojuangco), Grand (Benedictos), Pacific, and Titan (Aranetas). Industry
restructuring continues as the market remains sluggish due to the decline in construction
activities. Currently, industry restructuring hastaken the form of mergersand consolidations
with the objective of commercial and operational efficiency improvements.

Early this year, the Securities and Exchange Commission approved the merger of
Bacnotan Cement, Davao Union Cement, and Hi-Cement. Phinmaand Holderbank control
the umbrellacompany known as Union Cement Corporation. Thelatter hasatotal capacity of
5.7 million metric tons and is expected to be the country’ s biggest cement company.

Industry analysts also expect Holderbank to merge Union Cement with Alsons
Cement where it owns a 50 percent stake.

Towardstheend of 1999, Blue Circle announced its plan to consolidate the operations
and activities of Fortune Cement, Republic Cement, Zeus Holdings, and Iligan Cement. Blue
Circlewill own 64.5 percent of the merged entity. The other partners are the SM Group of
Henry Sy and the Montinolafamily. The combined entity will be the second largest cement
company (with a market share of almost 20 percent) in the country with full national
coverage and atotal clinker capacity of 4.4 milliontons. Theintegration isexpected to incur
cost savings amounting to P750 million by 2002.

Table 13: Ownership Structure After Asian Crisis

Geographic Market | Phinma | Holderbank | Lafarge | Blue Cemex | Others
Group Circle

Luzon North

Bacnotan 60% 40%




Northern Independent
Limay Heidelberger
A. NCR
Solid 100%
Hi-Cement 60% 40%
Republic 13% 54%
FR 69%
Rizal 100%

Continental 100%
Titan I ndependent

Luzon South
Fortune 20%
B. Visayas
Lloyds 69%
Grand Independent
Apo 100%
C. Mindanao
Davao 60% 40%
Union
Alsons 50%
[ligan 37%
Pecific Independent
Mindanao 73%

Geographic Market

Cement has a limited shelf life (three to six months) and is characterized by high
transport and handling costs. Cement manufacturing in the Philippinesisbasically resource-
based with cement plants located in or near limestone quarry areas. Cement firms use
exclusivedistributorsto sell their products. Cement isdistributed by land within Luzon and
by both land and water within Visayas and Mindanao.

There are two major natural markets in the country: Luzon (except Bicol) and the
South (Bicol with Visayas and Mindanao). A more detailed geographic market breakdown
divides the country into five large regional groups: Northern and Central Luzon, National
Capital Region, Southern Luzon, Visayas, and Mindanao.

2. Market Shares

Table 14 presentsthe five geographic marketsin which the firms manufacture and sell
aswell astheindividual market shares of the cement firmsbased on their production data. In
the Northern and Central Luzon area, there are three firms operating namely Bacnotan,
Northern, and Limay. Thefirst two cement companies dominate the market, although Limay
which entered the market only in 1997 registered increasing shares between 1997 and 1999.

Table 14. Market Shares

| 1990 1991 1992 1993 [ 1994 [ 1995 [ 1996 | 1997 [ 1998 | 1999

Luzon North | | |

Bacnotan | 4380 36.48 4177 | 4537 | 4889 | 5534 | 5655 | 5583 | 4767 | 37.34




Northern 56.20 63.52 58.23 5463 | 5111 | 4466 | 4345 | 2921 | 3954 | 4553
Limay 0.00 0.00 0.00 0.00 0.00 0.00 0.00 1496 | 1278 | 17.13
Sub-total 100.00 100.00 100.00 100.00 | 100.00 | 200.00 [ 100.00 | 100.00 | 100.00 | 100.00
Nat’l Capital Region
Solid 23.03 2359 27.10 2066 | 2875 | 3006 2788 | 2307 | 2253 | 2200
Hi-Cement 15.06 15.07 18.01 2135 | 2107 | 1949 257 | 3186 | 3300 | 2965
Republic 1343 12.94 14.03 12.03 1353 1311 12.81 1544 17.01 19.19
FR 17.07 16.29 10.10 11.01 11.02 10.24 8.22 8.33 1455 2059
Riza 1511 15.86 12.85 941 10.23 9.68 9.20 7.22 3.20 0.33
Central 7.63 714 6.86 6.32 6.14 581 541 Merged w/ 0.00
Bacnotan
Continental 4.23 4.86 6.09 5.59 5.02 6.76 721 8.20 7.00 747
Titan 444 4.25 497 4.62 4.25 4.87 6.69 5.89 270 0.77
Sub-total 100.00 100.00 | 100.00 100.00 | 100.00 | 100.00 | 100.00 | 100.00 | 100.00 | 100.00
South
Fortune 100.00 100.00 100.00 100.00 | 100.00 | 100.00 | 100.00 | 100.00 | 100.00 | 100.00
Visayas
Lloyds 25.39 61.16 45.75 3951 3713 37.66 14.83 18.86
Grand 4191 4741 49,16 50.19 28.18 19.36
Apo 74.61 3834 12.34 13.08 13.71 12.15 56.99 61.78
Sub-total 100.00 100.00 100.00 100.00 | 100.00 | 100.00 | 100.00 | 100.00 | 100.00 | 100.00
Mindanao
Davao Union 3758 37.38 40.95 3760 | 3565 | 3407 | 4717 | 4518 | 4478 | 3308
Alsons 26.30 24.92 20.19 2500 | 2746 | 26.23 2119 | 2654 | 2225 | 3881
Iligan 233 2358 2130 2456 | 2465 | 2336 1902 | 1676 | 1961 | 1190
Pecific 545 5.81 1048 8.01 7.68 9.19 7.01 6.07 4.65 7.26
Mindanao 8.35 831 7.08 4.83 456 7.15 5.61 545 871 8.95
Sub-total 100.00 100.00 100.00 100.00 | 100.00 | 100.00 | 100.00 | 100.00 | 100.00 | 100.00

Source: Philcemcor

The National Capital Region hasthe most number of competing firms. There usedto

be eight firms before Central merged with Bacnotanin 1997. Hi-Cement, Solid, Republic,
and FR are currently the leaders in the NCR market. In Southern Luzon, thereisonly one
firm, Fortune Cement.

In the Visayas, there used to be only one firm, Apo Cement, up to 1991. Lloyds
entered the market in 1992 followed by Grand in 1994. The incumbent, Apo Cement, lost
substantial market shareto the new entrants, but gained back itspositioninthelast two years
1998-1999.

In Mindanao, five firms are operating with the bulk of the market controlled by Davao
Union, Alsons, and Iligan.

3. Concentration M easures
One needsto be careful in defining the cement market. Product market definitionis

relatively easy as cement is a homogeneous good. Geographic market definition is very
important as the firms' individual shares would change depending on the extent of the
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geographic market defined. Correctly defining the product and geographic markets is
necessary in order to correctly assessthelevel of concentrationintheindustry. Asearlier
indicated (refer back to Table 9), the cement industry was only moderately concentrated,
although a more detailed examination which takes the geographic market definition into
account would reveal otherwise because the industry is a highly concentrated one.

Table 15. Four-Firm Concentration (CR4) Levelsand HHI

CR4 1987 | 1988 | 1989 | 1990 [ 1991 | 1992 | 1993 [ 1994 | 1995 | 1996 [ 1997 | 1998 | 1999
N.Luzon 100 100 100 100 100 100 100 100 100 100 100 100 100
NCR 100 84 86 91 81 72 74 74 73 81 87 88 9
SLuzon 100 100 100 100 100 100 100 100 100 100 100 100 100
Visayas 100 100 100 100 100 100 100 100 100 100 100 100 100
Mindanao | 100 93 A A A 92 9% 9% 93 A 100 95 93
HHI 1987 | 1988 | 1989 | 1990 [ 1991 | 1992 | 1993 | 1994 | 1995 | 1996 | 1997 [ 1998 | 1999
N.Luzon 5370 | 5193 | 5169 |[5081 |5360 |5123 |5115 |[5001 |5085 | 5087 |[4293 | 3%2 | 3768
NCR 26/6 | 1578 | 1623 | 1547 | 1523 | 1649 | 1791 | 1774 | 1755 | 1727 | 2008 | 2213 | 2163
SLuzon 10000 | 10000 | 10000 | 10000 | 10000 | 10000 | 10000 | 10000 | 10000 | 10000 | 10000 | 10000 | 4353
Visayas 10000 | 10000 | 10000 | 10000 | 10000 | 10000 | 5118 [ 4312 | 3998 | 3977 | 4086 | 4318 | 3587
Mindanao | 3199 | 2653 | 2634 | 2701 | 2689 | 2755 | 2794 | 2740 | 2589 | 3120 | 3174 | 3011 | 2617

After the deregulation of cement prices, removal of import restrictions as well as
substantial tariff reductions, the estimates show that in all five geographic markets, the
cement industry hasremained highly concentrated for the thirteen-year period 1987-1999.
Both the four-firm concentration ratios as well asthe HHI estimates confirm this finding.
Except inNCR, thefour-firm concentration ratios have remained high and hardly changed in
the last thirteen years. In the case of NCR, its concentration ratio rose remained high and
fluctuated between 1987 to 1999 with slight movements downward in 1992 and 1995 and
steady increasesthereafter. Thesehighlevelsof concentration should beasource of concern
given the cartel image of the cement industry.

Going by the US guidelines (where 1000 and below is considered unconcentrated,
between 1000 to 1800 is moderately concentrated, and above 1800 is highly concentrated),
the HHI estimates indicate that between 1988 to 1996, NCR was only moderately
concentrated and only started to be highly concentrated in 1997. The HHI estimatesindicate
that the concentration levels in Northern Luzon and the Visayas are declining but still
remained high. There was not change in Southern L uzon, which was controlled by only one
firmasindicated by itsHHI of 10000 ( the maximum in the range of HHI outcomes), except
in 1999. In Mindanao, the concentration level stayed high and was almost constant between
1988 and 1999. Between 1988 to 1995, the concentration levelsremained roughly at the same
level, apeak of 3174 wasreached in 1997, although this has been gradually declining inthe
last two years.

D. Anticompetitive Behavior in the Philippine Cement Industry

Despite substantial market reformslike price deregulation and trade liberalizationin
the Philippine cement industry, geographic market sharing agreements, which have been
accepted practicein the past, continueto limit competitionin theindustry. Asearlier shown,
the industry has remained highly concentrated. Market sharing along geographical lines
facilitates collusion and enhances the market power of major participants.




Thereisconsensus among economistsand legal professional sthat agreementsto fix
prices, to reduce output, or to allocate customers or territories are anti-competitive. Inan
interview with one of itsofficials, Philcemcor denied the existence of cartd andcollusionin

Box 2: Cases of Cement Cartels. Other Countries Experience

Case 1: Slovak Republic

In the Slovak Republic, the Antimonopoly Office (AMO) successfully prosecuted a cement
cartel which was found engaging in unlawful agreements. Starting in 1992, the AMO had been receiving
complaints from cement users alleging illega practices between cement producers. The AMO made a
breakthrough after an investigator found a letter from an officia of the Cement Association of the
Slovak Republic suggesting a nationwide division of markets.

This prompted the AMO to collect data on prices, production, exports, and inventories of the
domestic cement producers. In their analysis of the pattern of price changes, they could not explain the
observed trend objectively. This gave rise to strong suspicions that cement prices were atificialy set.
The AMO started interviewing witnesses at the offices of the cement association. Their interviews
confirmed their suspicions that indeed cement producers entered into agreements restricting competition
for at least two years. The cement producers agreed to a regular exchange of basic economic data about
their firms (output, costs, exports, inventories, profits, number of employees, and average wages and
sdaries). They reported this information monthly to a consulting firm, which compiled and distributed it
to the producers.

The consulting firm also prepared documents establishing a geographic division of markets
among the producers and suggesting production quotas for each producer. One of the documents
contained the following: “The particular region shal be sipplied exclusively by the producer located
therein. If thereis no producer in aregion, aprincipal supplier shall be designated.”

In 1994, the AMO issued an order prohibiting all cement producers from engaging in market
divison, setting sdles quotas or exchanging information that could facilitate the coordination of such
illegal agreements. The office imposed fines totaling SK19.96 million (US$0.7 million) on the
entrepreneurs who had participated in the agreements. The firms appealed the decision to the Supreme
Court of the Sovak Republic which upheld the same.

Case 2: European Community

In the European Community, the European Commission found 42 cement producers throughout
Europe to have prevented paralel imports, to have systematically exchanges detailed information and to
have occasiondly fixed prices. The Commission relied mostly on materia evidence of coordination
between firms as it imposed fines ranging from 100,000 to 32 million ECUs.

Case 3. Norway

Steen and Sorgard (1996) showed that the Norwegian cement market was characterized by
semicollusion where firms competed on capacities and colluded on prices. Their results indicated that
the rapid increase in capacity and thereby exports in the period 1956 to 1967 — the late phase of the price
cartel could be best explained by the market sharing agreement in which each firm overinvested in
capacity to receive a large quota in the domestic market.

Sources. World Bank—OECD, A Framework for the Design and Implementation of Competition Law
and Palicy, 1998.

European Competition Policy and Agreements Between Firms, Chapter 3.

Steen, F. and L. Sorgard, “A Mode of Semicollusion in the Norwegian Cement Market”, 1996.




the industry. The geographic market arrangement prevailing in the industry is not anti-
competitive and defended it by saying that “thisislegitimate, good business strategy for the
industry, thiswas devised in order to avoid the high cost of transportation inherent in the
industry”.

It is very difficult to find material evidence of coordination such as a written
document which could be described as agreement on the cement industry’ s market sharing.
Assuch, theanalysis herewould focuson industry characteristics and environment that make
it conducivefor firmsto coordinate their actions. The analysiswould also |00k at associated
firm behavior and practices that are indicative of acommon policy being pursued by the
industry.

Cement is a homogeneous product and is often regarded as an industry likely to
engagein collusion. Box 2 contains cement cartel casesinthe Slovak Republic, an economy
in transition, the European Community, and in Norway. In the Philippines, there are
relatively few firmsin the industry which makesindustry coordination easier. The industry
has a very active association, the Philcemcor, that aggregates industry statistics and may
facilitate the exchange of individual price and quantity between competitors. The history of
coordination intheindustry isalso avery significant factor to establish the presumption that
thefirmsare not acting on their own and coordination still takes place asfirms consciously
try to support implicit coordination.

Table 16 : Cement Imports (in 40 kg bags)

Year| Bagged Bulk Total Total As Percentage of
Imports Consumption Total Consumption

1990 | 23097831 - 23097831 183722831 1257

1991 | 250000 - 250000 173252916 0.14

1992 | 13769275 | 3271400 | 17040675 182149782 9.36

1993 - - - 200081411 -

1994 | 241723 - 241723 240152950 0.10

1995 5104175 6906250 | 12010425 277237624 433

1996 10885250 | 6105050 | 16990300 323821577 5.25

1997 | 8794475 - 8794475 372209958 2.36

1998 | 1821775 2682500 4504275 322362183 140

1999 11860750 | 11860750 308594848 384

Source: PHILCEMCOR

Potential competition from importsisimportant as a mechanism to control market
power. In the case of cement, however, this is of little practical value because of the
substantial costs of entry. Cement is a type of high weight-to-value product with high
transport and handling costs and as such, cement is often classified as anon-tradable good.
Cement can be imported in bulk, although thiswill entail a bulk handling facility which is
guite expensive. For instance, a300,000 M T silowill cost around P5S00 millionininvestment.
On the other hand, shipping cement in bagswill entail extrahandling costswhich can easily
increasethe price. Thesefactorslimit the pro-competitive effects of importson theindustry.
Table 16 presents cement importsfrom 1990 to 1999. Except for the years 1990 and 1992,
imports constituted asmall portion of total consumption. Foreign firmsmay havefound it
more profitableto become partiesto the domestic anti-competitive arrangementsrather than
to compete viaimports.



Figure 1 presents the pricing behavior of firmsin the industry over the last seven
years from January 1993 to May 2000. In general, the demand for cement is seasonal, it
peaks during the dry months and falls thereafter. Asis evident from the figure, thereisa
fairly stable pattern in the movement of average ex-plant prices between 1993 to 1996.
Chaotic movementsin the average ex-plant prices started to befelt in April 1997, way ahead
of the Asian financial crisis. During thistime, the demand for cement was still rising with
growth estimated at about 14 percent. Average ex-plant pricesdeclined steadily from P104
inMarch 1997 to P 88 in September of the sameyear. Whileit slightly moved upto P90 in
October to November, it again fell to P87 by the end of the year.

Fiqure & Aoerage bx-Plard Prices

ra . =
,"“---,;'fﬂ—\u e ra

1 =

The same declining trend was observed during the whole period of 1998. It only
stopped after Phinma, the leader intheindustry, announced that it would no longer engagein
any price reduction. As expected, everybody in the industry followed. Cement pricesthen
began to go up consistently from January 1999 to May 2000. This continued even with the
entry of imports (sold P5-10 cheaper than local cement) from Taiwan and Japan which started
to build up in March 1999.

Theindustry strongly resisted the entry of cheaper imports. Philcemcor immediately
filed a dumping suit against Taiwan and Japan. According to the industry, “imports have
cornered nine percent of the market last year (1999) and thisislikely to double by the end of
2000if thegovernment failsto addresstheindustry’ sdumping concerns’. Thelocal cement
companieswere asking the government for more stringent measuresto regul ate the entry of
cement importswhich are allegedly sold at dumped prices. Alsonsand several other domestic
firms are planning to divert all their cement exportsto Taiwan in retaliation to the alleged
dumping. Alsons said that it would sell its cement at significantly lower price than the
prevailing domestic price in Taiwan to send a message that Philippine cement companies
could play their game. Notethat asimport tariffsareliberalized, the pressure on governments
toinvokeinstrumentslike anti-dumping and countervailing duties (measuresthat limit import
competition) increases.

Meanwhile, the Philippine Constructors Association (PCA) warned that government
imposition of anti dumping measureswould translateto further increasesin the pricesof local

41



cement. The PCA estimated that this measure would increase domestic ex-plant pricesto as
high as P130 to P140 per bag and retail prices to about P150 to P170 per bag. The PCA

together with other construction groups, the National Confederation of Contractors

Associations of the Philippines (NACCAP) and the Association of Concrete and Aggregate
Producers of the Philippines (ACAPP) have strongly opposed the “unwarranted and

concerted increase of cement prices“ by the domestic cement industry. Thegroupssaidthat
the abrupt priceincreasesin March 2000 were not related to any major production cost or
market forces but are meant to recoup past investment losses” .°

Table 17 presentsthe percentage changesin the monthly average ex-plant pricesfrom
February to May 2000. The table shows the simultaneous price increases among the firms
during these months. The variability in ex-plant prices among the firms within each
geographic market intheindustry isvery small asindicated by the standard deviation figures.
In February and April 2000, the standard deviationwas 1.15in Northern Luzon, 1.04and 1.1
respectively inNCR, and 1.1 in Mindanao. In May, it was 1.59inthe Visayas, 1.53in NCR,
and 1.34 in Mindanao.

Table 17: Percentage Changesin Average Ex-Plant Prices

February March April May
Luzon North
Northern - 7.29 - -
Bacnotan 7.14 - 2.86 -
Limay 4.08 294 4.76 -
Average Price (in P) 101.00 104.33 107.00 107.00
Standard Deviation 1.15 458 1.15 3.61
NCR
Hi-Cement 8.25 - 2.86 -
Continental 1.04 8.23 1.90 -
Republic - 6.11 - 2.88
FR(Pasig) - 8.14 0.02 -
FR(Teresa) (0.26) 7.20 192 -
Salid - 8.08 0.93 -
Average Price (in P) 99.17 105.33 107.00 107.5
Standard Deviation 1.04 2.94 11 153
Luzon South
Fortune - - 8.75 -
Visayas
Lloyds - 9.59 - 131
Grand - 9.59 - -
Apo - 11.43 1.59 -
Average Price (inP) | 10450 115.17 115.17 115.67
Standard Deviation 0.43 0.43 1.59 159
Mindanao
Mindanao 2.04 7.00 - 159
Davao Union - 8.25 1.90 -
Alsons 2.04 7.00 - -
lligan 204 7.00 - -

8 Business World, “Constructors warn cement prices may hit P140 per bag”, March 30, 2000.

 ManilaBulletin, “ Construction industry groups object to cement price increase”, March 30, 2000.
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Pecific 3.00 4.85 185 -

Average Price (in P) 100.00 106.80 107.60 107.60

Standard Deviation 1.10 212 1.10 134

Source of basic data: Philcemcor

There is also not much variation in the average prices across the three major
geographic marketsin the country. In February 2000, the average price in Northern Luzon
was P101 per bag, P99.17 in NCR, and P100in Mindanao. The average priceof P104.50in
theVisayasisslightly different. In March, theaverage pricein Northern Luzon was P104.33,
P105.33in NCR, P106.80 in Mindanao, and P115.17 in the Visayas. In April and May, the
averagepricein Northern LuzonwasP107, P107 and P107.50, respectively in NCR, P107.60
in Mindanao, and P115.67 in the Visayas. The only explanation for this low variation in
pricesisthat firmshave moreor lesssimilar cost structure. Thisdoes not seem to bethe case
based on current cost estimates provided by industry sources. Based on the production costs
submitted by cement firms to the Department of Trade and Industry, the latter noted that
power costs alone fluctuated widely among the firms. For instance, the power cost of one
firm wasfound to beten times more than the others. According to the Philcemcor president,
the production and debt servicing costs of the firms amount to much more than P90 per bag.
Southeast Asia Cement Holdings, Inc. (FR and L1oyds) estimated the average cost of cement
including depreciation and interest payments at about P80 per bag™®. With different cost
structures, firms should be quoting different prices.

It isevident from Figure 1 that the price trend wasrising in astable fashion between
1993 to 1996, a price war broke out between 1997 to 1998 (1998 was a period of low
demand), and simultaneous priceincreases from 1999 up to the present. Notice the sequence
of price increases in the year 2000 (refer to Table 17). Beginning in February 2000, the
largest priceincreaseswereinitiated by PhinmafirmsBacnotan and Hi Cement whose prices
went up by 7.14 percent and 8.25 percent, respectively. In March, the rest of the firms
followed and increased their prices by roughly the same amount of change. Northern
increased its price by 7.3 percent, Continental: 8.23 percent, Republic: 6.11 percent, FR
Pasig: 8.14 percent, FR Teresa: 7.2 percent, and Solid: 8.08 percent. IntheVisayas, LIoyds
and Grand increased their prices by 9.59 percent, and Apo: 11.43 percent. In Mindanao,
Mindanao increased its price by 7 percent, Davao (Phinmafirm): 8.25 percent, Alsons and
Iligan: 7 percent, and Pacific: 5 percent. These simultaneous price increases by the cement
firms take place in the face of excess supply and weak demand as a result of construction
slowdown in the country. Imports continue to come in astheir share to total consumption
more than doubled from 1.4 percent in 1998 to 3.84 percent in 1999.

Prior to the 2000 priceincreases ( or latein 1999), the Philcemcor president noted that
“cement prices must be such that they would allow cement firmsto recover their costs of debt
servicing and production and get afair and reasonabl e return on their investmentsin order for
the industry to remain viable and eventually achieve stability.”*! The industry’s operating
costs, including those for energy and labor, have gotten higher than in the past. Due to the
depreciation of the peso, the costs of servicing the huge foreign debtsincurred by the cement
firms when they expanded their capacities have also risen. Production and debt servicing
costs amount to much more than P90 per bag, hence cement firms, individually and for their

10 philippine Daily Inquirer, “Cement prices won't go up further”.
1 ManilaBulletin, “Cement price key to viability”, November 29, 1999.
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own self interests, have had to increase their prices to avoid incurring heavy losses which
could lead to closure.

Altogether, itisfar from clear that the sequence of observed priceincreasesoccurring
intheindustry since January 1999 could be explained in terms of competitiveinteractions.
Thefirmsseem to have different cost structuresand yet, the pricesthat they are quoting have,
onthe average, very low variation. Why are they increasing their prices by almost the same
amount together in what seemsto be aharmoniousfashion? Asthe observed price behavior is
inconsistent with competitive behavior, the only way to explain it would be in aframework
with coordination. Under competitive conditions, the simultaneous price increasesthat the
firmshave been engaged in is quite unbelievabl e considering that demand for cement is still
low and importsare ableto comein. Moreover, under competitive conditions, firmswill react
to a negative demand shock by reducing output in contrast to firms involved in price or
output coordination which react by expanding output or engaging in aprice war (Green and
Porter, 1984 as cited in “Hard and Soft Cartels).

E. A Summing Up

The case study showsthat deregulation and trade liberalization, while necessary, are
not sufficient to ensure that markets perform efficiently and that their outcomes are
reasonably equitable. Inthe presence of restrictive business practices, these reformsalone
cannot guarantee competition as observed in the behavior of the cement firms. Tradereforms
need to be accompanied by competition policy in order to strengthen market forces and
ensure that their benefits flow to consumers.

In the absence of competition laws, imports are the only meansto provide competitive
discipline in an industry characterized by limited competition and one that is prone to
collusive behavior. The government must be cautiousin introduci ng antidumping regul ations.
These can reduce thewelfare of the country even more than they do global welfare. Thus, the
injury to the industry must be carefully weighed against consumers and user industries
welfare gain.

XIl.  Conclusons and Policy Recommendations
Istrade liberalization sufficient to promote competition?

Since the 1980s, the Philippines has witnessed substantial trade reforms which
included tariff reduction and removal of quantitative import restrictions. These policy
changesintended to exposeindustriesto international competition and the need to improve
guality, costs, and innovation. After more than adecade of implementation, wefind that these
reforms have not resulted in amajor increasein the size of industry and systematic movement
of resources towards the manufacturing sector. Therefore, despite real progress in
implementing tradeliberalization, thereal growth of the manufacturing sector has been slow.

Onepossiblereasonfor thisslow growthisthat barriersto competition continueto
exist and are preventing the sector from maximizing the gainsfrom trade liberalization. As



liberalization progresses, private enterprises may engagein restrictive business practicesto
offset the effect of liberalization. Mergersand acquisitions especially those between large
scalefirms may result in anincreasein market concentration and areduction in competition.

An economy may remain for a long time sluggishly trapped in a cycle of weak
competition, low productivity, and slow growth if large incumbent firms with monopoly
power are able to prevent new entrants into existing markets, if government intervenes to
distort foreign or domestic trade, if accessto credit, land, infrastructure, or distribution outlets
inhibits new firmsfrom competing vigorously. The situation becomes particularly risky for
thosefirms engaged in the manufacture of inputsinto other production processes. The output
of such sectors may be essential to the ability of downstream firmsto compete effectively on
international markets, and weak competition or low productivity in these sectors may have
social costssignificantly higher than cal cul ations of private costs might lead oneto conclude
(Fingleton et al, 1995).

Empirical evidence suggest that the Philippine manufacturing industry wasvery much
protected, heavily regulated, and highly concentrated. The government policy of regulation,
promotion, and protection encouraged greater concentration as away to compete against
importsand achieve economiesof scale. Theindustry studiesreviewed indicated the presence
of largely regulatory barriers which included import restrictions and high tariffs aswell as
structural barriers such as economies of scale and huge capital requirement. Behavioral
barrierslike excess capacity and horizontal pricefixing werealso found. With the presence
of high trade barriers, competition from abroad was impeded. Cartel-like practices which
were sanctioned by the government as well as government involvement in the economy
through state-controlled monopolies limited the potential for price competition among
producers, thus failing to nurture the culture of competition in the country.

Estimates showed that for the manufacturing industry as a whole, concentration in
most sectors remained high from the late 1980s to the mid-1990s. The four-firm
concentration level for the whole manufacturing industry increased from 70.88 in 1988 to
about 74in 1994 to 1995. Around two-thirds of t he manufacturing sub-sectorshad very high
concentration levels which ranged from 70 to 100 percent.

Available dataalso indicated that price cost margins, rough measures of profitability,
moved in the same direction as concentration levels. The price cost margins(PCM) increased
from 30 percent in 1988 to 34 percent in 1994 and to 36 percent in 1995. Some highly
concentrated sub-sectors were found to have very high price cost margins such as tobacco
(PCM: 57 percent), glass and glass products (PCM: 52 percent), food manufacturing (PCM:
41 percent), and other non-metallic mineral products (PCM: 40 percent).

Therelationship between between concentration and profitability isestimated using
regression techniques. Theresults confirmed the positive correlation/rel ationship between
concentration and profitability in Philippine manufacturing. This positive relationship is
consistent with both the structuralist school and efficiency hypothesis or Chicago school.
However, given the limited R&D and S&T activities in the country, particularly the
underinvestment by the private sector in manufacturing and agriculture R& D/S& T activities,
oneisinclined to believethat the structuralist school ismore applicableto us. Future studies
should take a more in-depth anal ysis of thisissue.



L. DeDios sestimated priceratios (comparing domestic and international prices) for
asample of manufacturing commoditieswere used to examinethe extent to which domestic
and international prices have converged after trade liberalization. The estimates suggested
that from the late 1980sto the mid-1990s, the manufacturing industry continued to exhibit
significant and widespread price differences between domestic and international goods. There
were some goods whose price gaps even widened during the years under review. Although
the lack of price convergence may be explained by factors such as transportation costs,
quality differences, or perishable nature of certain commodities, thismay also be attributed to
the ability of domestic incumbent firms with market power to maintain higher prices by
foreclosing market entry (for example, through sole distributorship and exclusive dealing
arrangements) aswell asto the presence of government imposed measureslike antidumping
duties and multiple exchange rates.

The cement case illustrated the behavior of firms after the implementation of
deregulation and trade liberalization in theindustry. Prior to these reforms, theindustry was
engaged in collusion facilitated by their market sharing agreements which were accepted
practices in the past and were sanctioned by government regulations. Cement is a
homogeneous product and there wererelatively not too many firmsin theindustry. A strong
trade association also existed intheindustry. AsA. Smith stated: “ businessmen’ s meetings,
even for merriment and diversion, usually end up in connivance to restrict competition”.
These characteristics of theindustry bolster the presumption that the firmsare pursuing their
own best communal interest and are consciously trying to support implicit coordination.
Although theimport restrictionson cement werealready lifted and tariffswere set at alow
rate of five percent, its high weight-to-value nature with high transport and handling costs
easily makes it a non-tradable good. As such, competition from importsis limited. These
conditions made coordination easier at thelocal level. Despite substantial market-oriented
reformsin theindustry, concentration level sremained high and major players continued to
collude and exercise market power.

The current paper only gives a general sense of the extent of competition in the
manufacturing industry owing to the broad nature of the sector and the absence of reliable
data. Further industry cases are needed not only to extend the variety of industries studied but
to delve into details. Hence, there is a need to collect detailed price data, to monitor the
behavior of individual firmsand identify restrictive business practices and other barriersto
competition. These are the only means through which conclusive evidence on the state of
competition in manufacturing could be reached.

To sum up, liberalizing the trade regime -- removing tariff and non-tariff barriers,
removing anti-export bias, and increasing import competition—constitutesthe basic agenda
for the deregulation of theinternational trade regime and complements deregulation effortsin
the domestic markets. Even if trade barriers are removed, there are other factors that can
impede the pro-competitive effects of trade liberalization:

» The presence of non-tradables which include not only high weight-to-value
products with high transport costs but also perishables as well as legal,
financial, and other services.

» Theabsence of effective competitiondueto the ability of domestic firmsto
increase prices up to the international price plus transport costs and still
prevent imports from entering the market.



» Thepresence of cartelswhich may divide the marketsthrough price-fixing or
geographic market sharing agreements.

The presence of these barriers prevent domestic and international prices from
converging, thus muting the gains from trade liberalization. While liberalization may be a
precondition for the growth of a free market, it does not, by itself, guarantee effective
competition. Inthe absence of competition laws, thereisarisk that liberalization may not be
sufficient to foster effective competition and it would also be difficult to control possible
abuses of dominant positions by large scal e firms including multinationals. If effective
competition has to emerge, trade reforms have to be accompanied by the creation of
competitive market and industry structures.

Itis, thus, necessary to design saf eguards that would ensure market contestability and
regul ate anti-competitive business conduct which can damage emerging competition. A well-
drafted competition law is an important policy measure that the government should
undertake. The adoption of a sound competition policy and establishment of an effective
competition agency will buttress measures such astrade liberalization and deregulation with
more domestic market competition. Itisalso essential to removetheremaining barriersto
competition and enforce acompetition policy that would foster the efficient use of resources
and promote consumer welfare while protecting the freedom of economic action of various
economic agents. Markets and their development require rules to orient the behavior of
agents and institutions. For instance, as observed in the cement industry, agreements between
firmsto divide markets have been accepted practice in the past. Given this environment, a
competition agency hasacritical rolein changing the mindset of enterprise managersand the
code of conduct of firms.

Finally, in this age of globalization, deregulation, and liberalization; the idea of
having competition law becomes afashionable one. It iseasy to jump into this, however, we
have to be cautious. We should be aware of the problems faced by developing countriesin
creating an effective competition law system which are different from those faced by
developed countries. Our country needs acompetition law to complement previousand on-
going market-oriented reforms. It should be emphasized that any attempt to make the
implementation of competition law as a source of intervention in the market, corruption,
misuse of bureaucratic power, or cause of market distortions must be rejected. The
competition institutions to be created must possess the following characteristics:
accountability, transparency, checksand balances, and clear rulesand procedures. We should
be careful in formulating our competition law taking into consideration our country’s
institutional endowments, technical capacity, and financial capability.
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