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Preface

Differences that involve the public sector can have implications on the country at large. This

dissertation describes selected situations associated with two forms of differences: difference

in preferences and difference in incomes.

Difference in preferences is fundamental in any society with non-homogeneous individuals.

This difference comes in various intensities, from subtle differences to strong differences, which

can give rise to a variety of scenarios. The first two chapters of this dissertation cover situations

when difference in preferences manifests in a threat of secession.

A threat of secession can be motivated by several reasons, prominent among which is

difference in preferences for fiscal policy, redistribution, the size of government, or cultural

development (Alesina and Spolaore 1997; Bolton and Roland 1997). The possibility of secession

becomes an active threat once an organized group or political party claims independence for

a specific region or faction. Episodes of secessionism are rampant throughout history. Many

countries have at some point had to deal with threats of separation. Borders were either

retained or redrawn as a consequence of these episodes (Radan 2007).

Claims for independence take violent forms in some countries while campaigns in other

countries are carried out in a diplomatic manner. Chapter 1 depicts a non-violent scenario and

explains an approach in preventing separation that does not involve armed conflict. Chapter

2, on the other hand, measures impact on national output when a threat of secession turns

into civil conflict.

In Chapter 1, the threat of secession is modelled as a decision of a minority region that

seeks to uphold its own preference when it comes to public policy. This region will realize gains

from independence through its preferred policy. If its gain from independence is decreasing

in public debt, then the national government can prevent secession by raising the debt level

1
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up to a point where the minority region’s potential gain from independence dissolves. This

implies that the threat of secession creates a tendency for the national government to issue an

ineffi ciently high level of public debt. While this choice of debt is ineffi cient, it is strategically

effective in preempting separation and thus preserving unity at the equilibrium.

In Chapter 2, the outcome is measured when the threat of secession is taken to a whole

new level. It looks at the violent conflict in the Philippines where armed groups are claiming

independence for the southernmost areas. This difference is rooted in history. The conflict

has intensified and remained unresolved. This chapter estimates the loss in economic output

resulting from this conflict. It uses the synthetic control method (Abadie and Gardeazabal

2003; Abadie et al. 2010) in measuring the causal effect of a historical intervention. It finds

that the Philippine GDP per capita began to diverge from its counterfactual path (levels of

GDP per capita through the years if the conflict had not taken place) as soon as the secessionist

conflict broke out. This foregone economic output of the whole country can be attributed to

the violent threat of secession, for reasons explained in the chapter.

The last chapter is about difference in incomes. Specifically, it measures the difference in

hourly wage rates paid on the Philippines’public sector employees and their counterparts in

the private sector. It answers the question of whether public sector workers in this developing

country are receiving lower or higher wages as employees of the government rather than of

private employers.

In Chapter 3, public sector workers are found to earn higher wages compared with their

private sector counterparts. They are also found to be working fewer hours and to be charac-

terized with less specialized skills. However, they exhibit higher levels of pro-social behaviour.

This public sector premium in pro-social behaviour is consistent with the public wage premium

that government employees are receiving.

Each chapter in this dissertation is self-contained. It can be read independently.
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Chapter 1

Public Debt and the Threat of Secession

1.1 Introduction

Some countries are dealing with a threat of secession over a long period of time. As these

secessionist conflicts remain unresolved, these same countries also carry high levels of public

debt (Public Sector Debt Statistics, World Bank and International Monetary Fund). What

explains this persistence of unresolved secessionist conflicts alongside large national debt?

Could these debt levels possibly explain why actual separation does not occur? This chapter

applies a game theoretic framework to examine whether public debt plays a strategic role in

preventing the breakup of nations.

The idea that public debt has the potential to prevent secession runs counter to the notion

that higher debt —and thus lower economic prosperity —is associated with political instability.

Truly, many of the countries subject to secessionist threats are characterized with less than

stellar economic performance. There is no doubt that instability in the political environment

affects economic outcomes adversely (Alesina et al. 1996) and it may well be argued that a

bad economic situation can cause political unrest. As one form of political instability, the

threat of secession may be driven and fuelled by a country’s economic situation. Public debt

brings adverse consequences on a country’s future economic position. As such, it may be seen

as a catalyst for secessionism rather than a potential pacifier. This chapter establishes an

opposite argument. It delves into the micro foundations behind the possibility of secession

and identifies a strategic mechanism through which debt works in the direction of preventing

separation rather than facilitating it.
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The strategic mechanism identified in this chapter works through the effect of debt on the

seceding region’s potential gain from independence. If the gain from independence is decreasing

in debt, then by issuing higher levels of debt the national government in effect sets up stronger

constraints on the economic environment that the seceding region will inherit if it eventually

becomes an independent state. Once debt reaches a suffi cient level, the seceding region will

find it more beneficial to stay united with the country than to separate from it.

This mechanism works under a key assumption that per capita burden of debt must remain

the same whether secession takes place or not. Public debt is a liability which has to be paid

back in full regardless of the decision on secession. This simplifying assumption is made because

the variable of interest in this chapter pertains to the level of debt and not the allocation of

debt. It rules out possible instances where secession is motivated by the prospect of lowering a

region’s share of the debt burden. Rather, it maintains that the prospect of secession is driven

by a fundamental reason, difference in preferences.

Essentially, this chapter postulates that, given the conditions identified herein, the threat

of secession creates a tendency for a country to issue debt in an attempt to stabilize itself. It

formalizes one observation, with specific application on debt policy:

"Any state that seeks to avoid its own dissolution would have an incentive to

implement policies designed to prevent groups from becoming prosperous enough..."

—Allen Buchanan, Theories of Secession

In this theoretical model, I consider a country where two regions differ in terms of prefer-

ences for two publicly-provided private goods. With a democratic setup, the majority region

in this country is decisive over the level and composition of public spending. The minority

region issues a threat of secession in order to obtain independence in making policy choices for

its own jurisdiction. I consider the subgame perfect equilibrium and identify conditions under

which public debt can be used to preserve the union at the equilibrium outcome.

The central finding in this chapter is that public debt can be a strategic instrument in

preventing separation if the seceding region’s potential gain from independence is decreasing
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in debt. When the seceding region’s potential gain from independence is decreasing in debt,

the majority region may consider issuing higher levels of debt for the strategic purpose of

preventing separation.

The rest of the chapter is organized as follows. Section 1.2 relates this model with the

existing literature on debt and secession. Section 1.3 describes the model and its assumptions.

Section 1.4 considers a benchmark case where the threat of secession is absent. Section 1.5

analyzes the minority region’s decision when there exists a possibility of secession. Section 1.6

describes the majority region’s optimal choice. Section 1.7 characterizes the equilibrium. The

chapter ends with a conclusion in Section 1.8.

1.2 Related literature

The secession decision is usually characterized as a tradeoff between economies of scale and

diversity in preferences. This chapter focuses on difference in preferences as a motivation be-

hind the option of secession and incorporates the loss in economies of scale into the costs of

separation. Alesina and Spolaore (1997) develop a model where an individual’s utility is de-

creasing with the distance between the actual type of government and his "ideal government."

They show that there is an excess tendency towards separation. They pointed out that de-

mocratization and increasing market integration are both associated with political separatism

(also in Alesina, Perotti and Spolaore 1995; Alesina and Spolaore 2005). By removing barriers

to trade, economic integration reduces the benefit of scale economies for large countries and

opens up a wider market for small countries if they decide to form separate states.1

Bolton and Roland (1997) model the secession decision as a tradeoff between the effi ciency

gains of keeping a union and the benefits of having a redistribution policy closer to the prefer-

ences of each region. The motivation to secede is driven by differences in income distribution

across regions, which give rise to differences in the preferred tax rate. They show that secession

can be prevented by setting an accommodating tax rate that is closer to the preferred tax rate

of the seceding region than the tax rate set in the absence of such a threat. My model differs

1Also in Casella 1992; Alesina, Spolaore and Wacziarg 2000; Casella and Feinstein 2002; Ruta 2005.
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from Bolton and Roland in two ways. First, the motivation to secede in this model is driven by

difference in preferences without regard to difference in income distribution. Second, it shows

that secession can be prevented without the use of accommodating policies.

The existing literature on the prevention of separation carries a general consensus that the

majority must adjust national policies towards making them more favorable for the minority

group threatening to secede. This policy compromise should be suffi cient to keep the minority

satisfied, thus preventing them from separating. Le Breton and Weber (2003) demonstrate

that secession can be prevented by designing a transfer scheme suffi cient to keep the minority

region region satisfied if it remains with the union2. According to Buchanan and Faith (1987),

the mere possibility of separation influences the behaviour of governments towards such a way

that they would not otherwise behave in the absence of a secession threat. More specifically, if

secession exists as a legal right, it restricts the potential exploitation level of those in offi ce by

imposing a limit on their taxation capacity. Their model treats taxation as a form of extraction

where the rents are distributed among a "sharing coalition" and are exclusive from the rest of

the society. They show that if the citizens outside of this sharing coalition have an option to

withdraw from the state, the potential rents become limited.

On a similar note, Anesi (2012) demonstrates how a secessionist threat leads to more fa-

vorable policies for the minority group. He uses a model that introduces uncertainty on the

economic benefits of integration and the consequences of secession. The majority has informa-

tion advantage over the minority and this asymmetry of information leads to the inevitability

of secession. Anesi shows that secession can be prevented only if the ruling majority pre-

commits to minority protection rules. Olofsgard (2003) shows that information asymmetry

provides a platform for the electorate to vote for a separatist party through whom they can

extract a larger transfer from the central government.

Anesi and De Donder (2013) identify three general categories of responses to separatist

tension —one, a policy compromise to prevent the minority region from seceding; two, fighting

separatist movements resulting in violent conflict; three, accepting demands leading to peaceful

2Also in Haimanko et al. 2005.
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separation. As in most models, they imply that peaceful prevention of separation involves terms

which favor the minority. Radan (2007) documents differences between peaceful secessions and

violent secessions and notes that peaceful secessions are usually characterized with the national

government’s willingness to let go of the secessionist group with minimal or no resistance. If

the national government is not willing to let the minority region attain its own independence

while the latter insists on separating, it can be predicted that war would ensue.

This chapter diverges from the existing literature by describing an instrument in preventing

secession which involves neither armed conflict nor compromise. It describes a third alternative

using public debt, a burden which has to be carried by both sides. This alternative creates

effi ciency costs for both the national government and the seceding region but it does not involve

resorting to war.

The idea that public debt can be used as a strategic variable to influence the action of future

decision makers is well established in other contexts. Tabellini and Alesina (1990) show that

there is a tendency to issue debt as a commitment device that shapes future policy towards

the direction which current decision makers favor. Their model identifies two countervailing

forces —the "level effect" of debt and the "desired composition effect." The "level effect" raises

the total level of consumption in the current period while the "desired composition effect"

restricts future consumption towards the composition that the current policy maker prefers.

If the "desired composition effect" dominates the "level effect," the incumbent is inclined to

issue debt in order to tie the hands of its successor. The commitment effect of debt is echoed

in similar models by Persson and Svensson (1989) and Alesina and Tabellini (1990).3

The idea in this chapter is most similar to the model of Aghion and Bolton (1990) who

show that there is a tendency to issue a high level of debt in order for a ruling party to

remain in power. Their model introduces an endogenous election outcome and allows for the

possibility of debt default. They describe a tendency for the incumbent to create debt as a

strategic ineffi ciency in the sense that it can be used by the ruling party to remain in offi ce

3A comprehensive literature review on the political economy of budget deficits can be found in Alesina and
Perotti (1995).
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yet it carries effi ciency costs for the whole country.4

In this chapter, I describe debt as a strategic ineffi ciency in the context of secession. A high

level of public debt can be issued in order to prevent secession, thus keeping the same decision

maker in place. In contrast to Aghion and Bolton, the vote is made on whether one region will

separate or stay with the country and not on which political party wins the national elections.

If the region decides to secede, the power to make decisions for this region is shifted to another

ruler overseeing the new, independent government. If it decides to stay, the national decision

maker keeps the authority to choose policies involving this region.

1.3 The model

Consider a two-period model with one country consisting of two regions, A and B, whose

population sizes are ηA and ηB, respectively. Without loss of generality, let ηA > ηB. Region

A is referred to as the majority region while region B is considered the minority region. The

utility of each citizen is defined over the consumption of two publicly provided private goods,

x and y. Citizens within each region have homogeneous preferences. The utility of a citizen in

region i can be represented as:

Ui =
2∑
t=1

[ui(xt) + vi(yt)] , i = A,B (1.1)

where xt and yt are per capita levels of x and y, respectively, chosen by the government in

period t = 1, 2. The price of each good is normalized to 1.

Citizens of the two regions have different preferences for x and y in the sense that

u′A(xt) > u′B(xt), ∀xt > 0 (1.2)

v′A(yt) < v′B(yt), ∀yt > 0 (1.3)

where u′i(xt) > 0, u′′i (xt) < 0 and v′i(yt) > 0, v′′i (yt) < 0 for i = A,B. In this case, region A

4Similar ideas are also described in other models with endogenous election outcomes (Milesi-Ferretti and
Spolaore 1994; Milesi-Ferretti 1995).
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has a stronger preference for good x than region B, while region B has a stronger preference

for good y than region A.5

In period 1, the country is organized as one democractic decision-making unit and under

the assumption of majority voting rule, citizens in the majority region are decisive over the

levels of consumption, x1 and y1. The country faces the following budget constraint:

x1 + y1 ≤ 1 + d (1.4)

where per capita output endowment is fixed and normalized to 1 and d ∈ [−1, d̂] is the per

capita level of public debt that the country can choose to incur in period 1. This debt will have

to be fully repaid in period 2 so d cannot exceed a maximum amount d̂ = min{1 − c, 1 − k}.

This model assumes zero discounting and refers to public debt as a small country government’s

net borrowing from abroad. As such, this external debt cannot affect the world interest rate

which is set equal to 0.

If the country remains united in period 2, the majority region remains decisive over the

level and composition of spending, xN2 and yN2 . The country as a whole will face the following

budget constraint in period 2:

xN2 + yN2 ≤ 1− d. (1.5)

If secession takes place, region B will obtain the right to choose its own levels of consumption

in period 2, xB2 and y
B
2 . It will incur a cost of separation per capita equal to k ∈ (0, 1). This cost

accounts for the fact that a new independent state will have to institute systems necessary

for its own governance and the conduct of its own affairs. These systems include but are

not limited to the formation of its own national defense, international relations and general

administration. Thus, region B will face the following budget constraint as an independent

state:

xB2 + yB2 ≤ 1− d− k. (1.6)

5The analytical results of this chapter are preserved if the difference in preferences is modelled in terms of
relative preferences rather than absolute preferences.
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On the other hand, region A’s citizens will have to choose their own levels of consumption

xA2 and y
A
2 in the secession scenario. Region A will incur its own cost of separation per capita

equal to c ∈ (0, 1). This cost pertains to the loss in economies of scale resulting from the

fact that the fixed costs of running the country will be shared by a fewer number of citizens,

resulting to an increase in the burden per capita.6 Thus, region A’s own budget constraint is

given by

xA2 + yA2 ≤ 1− d− c (1.7)

It is crucial to make the neutrality assumption that per capita burden of debt in period 2

remains fixed once it is set in period 1 and each citizen will have to carry the same amount

of liability whether secession takes place or the union remains intact. This assumption is

necessary in order to keep the allocation of debt burden from contaminating the motivation

to secede. It isolates the effect of difference in preferences between the two regions on the

possibility of secession. For this reason, it is assumed that the share of debt burden per capita

is equal to 1 for each citizen in each region under both union and secession.7

The model is a dynamic game with complete information and I am interested in the sub-

game perfect Nash equilibrium (SPNE) in pure strategies. The sequence of the game is orga-

nized as follows and illustrated in Figure 1.1.

6The per capita cost of separation for each region may represent other losses associated with leaving a union.
These losses include foregone benefits from a union like interregional transfers (if the region is a net recipient of
transfers) and the market size for domestic products (in a world of less than perfect international trade). These
losses consist as well of the costs involved in the process of undergoing separation.

7 If I relax this assumption and allow the minority region to carry less than its full share of per capita debt
burden, the analytical results of this chapter continue to hold as long as its share is suffi ciently large. Moreover,
if the minority region carries per capita debt burden larger than 1, then in this case the analytical findings of
this chapter remain intact.
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Figure 1.1. Sequence of the game

In period 1, region A chooses per capita consumption levels (x1, y1) as well as per capita

debt level d ∈ [−1, d̂] for the whole country. This set of choices comprises stage 1. Upon

observing (x1, y1) and d, region B decides in stage 2 whether it will stay united with the country

{s = 0} or it will secede to form an independent state {s = 1}. If it chooses s = 0,then at stage

3 region A will choose period 2 consumption levels
(
xN2 , y

N
2

)
subject to (1.5). If, on the other

hand, region B chooses s = 1, then at stage 3 each region i ∈ {A,B} independently chooses

its consumption levels
(
xi2, y

i
2

)
, given the budget constraints (1.7) and (1.6), respectively.

The minority region’s utility level in period 2 can be described as:

UB,2 =

{
uB(xN2 ) + vB(yN2 ), if s = 0
uB(xB2 ) + vB(yB2 ), if s = 1

}
.
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The majority region’s utility in the last period is given by:

UA,2 =

{
uA(xN2 ) + vA(yN2 ), if s = 0
uA(xA2 ) + vA(yA2 ), if s = 1

}
.

Finally, I assume the tie-breaking rule that region B chooses s = 0 (the union) if its period

2 utility levels under both scenarios are exactly the same.8

1.4 Equilibrium without threat of secession

Consider a benchmark case where there is no threat of secession. For this case, region A will

choose the optimal consumption levels (x∗N1 , y∗N1 ) for period 1 and (x∗N2 , y∗N2 ) for period 2

that maximize its total utility (1.1) subject to the budget constraints (1.4) and (1.5). Its total

payoff is given by

UNA = uA(x∗N1 ) + vA(y∗N1 ) + uA(x∗N2 ) + vA(y∗N2 ).

The optimal consumption levels must satisfy the following first-order condition (FOC):

u′A(x∗N1 ) = v′A(y∗N1 ) = u′A(x∗N2 ) = v′A(y∗N2 ),

which, in line with the consumption smoothing argument by Barro (1979), implies that

x∗N1 = x∗N2

y∗N1 = y∗N2 ⇒ 1 + d∗ − x∗N1 = 1− d∗ − x∗N2 .

This can be satisfied if and only if

d∗ = 0.

8 In order to focus on the effect of debt as a strategic instrument in preventing secession, this model also
assumes that the majority region cannot credibly commit to other forms of preemptive mechanisms such as
interregional transfers and accommodating policies for the minority region. These are instruments already
described in the existing literature on secession.
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Thus, at the equilibrium where there is no threat of secession, the optimal level of debt is equal

to zero.

1.5 Equilibrium with threat of secession

Consider now the game with a threat of secession. To express region B’s motivation to entertain

the possibility of seceding, this game assumes that at d = 0, region B’s period 2 utility level

under secession is higher than its period 2 utility level under the union:

UB,2(s = 1, d = 0) > UB,2(s = 0, d = 0). (a)

To see whether issuing a specific amount of debt can influence the minority region’s decision

on secession, I solve the game by backward induction. At stage 3, the subgame depends on

whether region B chooses s = 0 or s = 1 in stage 2.

If s = 0, the subgame at stage 3 is characterized by public provision of private goods at

levels x∗N2 and y∗N2 which maximize region A’s period 2 utility

UNA,2 = uA(xN2 ) + vA(yN2 )

subject to

xN2 + yN2 ≤ 1− d,

for any given debt level d chosen in stage 1 of the game. Using that

y∗N2 = 1− d− x∗N2 ,

the consumption levels (x∗N2 , y∗N2 ) satisfy the following FOC:

u′A(x∗N2 ) = v′A(1− d− x∗N2 ). (1.8)
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Thus, region B’s payoff in this outcome at stage 3 is given by

UB,2(s = 0, d) = uB(x∗N2 ) + vB(1− d− x∗N2 ), (1.9)

for any given level of debt d.

If s = 1, the subgame at stage 3 for region B is characterized by public provision of private

goods at levels x∗B2 and y∗B2 which maximize region B’s period 2 utility

USB,2 = uB(xB2 ) + vB(yB2 )

subject to the minority region’s budget constraint,

xB2 + yB2 ≤ 1− d− k,

for any given level of debt d set by region A in period 1. Using that

y∗B2 = 1− d− k − x∗B2 ,

the consumption levels (x∗B2 , y∗B2 ) satisfy the following FOC:

u′B(x∗B2 ) = v′B(1− d− k − x∗B2 ). (1.10)

Thus, region B’s payoff in this outcome at stage 3 is given by

UB,2(s = 1, d) = uB(x∗B2 ) + vB(1− d− k − x∗B2 ), (1.11)

for any given level of debt d.

At stage 2, region B’s option s = 1 dominates s = 0 if and only if

UB,2(s = 1, d) > UB,2(s = 0, d). (1.12)
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As a result of the assumptions on preferences represented in (1.2) and (1.3), the optimal

bundles of consumption in the two subgames differ in such a way that region B will always

choose a lower consumption of x2 if it decides to secede,

x∗N2 > x∗B2 ,

while there are two possible directions for y2. On one hand, region B prefers a higher con-

sumption of y2 compared to region A. On the other hand, the cost of secession k entails that

region B’s consumption of y2 as an independent state may be lower than its consumption in a

union. The first possibility dominates the second possibility, that is,

y∗B2 > y∗N2 , (1.13)

if and only if k is suffi ciently small:

k < x∗N2 − x∗B2 . (b)

One necessary condition for region B to consider a threat of secession is for (1.13) to be

satisfied. Thus, the possibility of secession is a credible threat only if (b) holds.

1.5.1 The relationship between debt and preference mismatch

In a united situation, the majority region imposes its preferences on the minority region and

allocates per capita income on the two publicly-provided private goods while applying its own

consumption preferences. This implies that citizens in the minority region cannot make the

best use of their income and, for a given income level, they suffer a utility loss compared to

the optimal use of this income. In this section, I study how this utility loss changes with a

change in per capita debt level, which is effectively a unit reduction in income. In order to

establish this I need the following notation:

Definition 1 Let ∆ ≡ UB,2(s = 1, d)−UB,2(s = 0, d) be defined as region B’s potential "gain
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from independence" or, equivalently, region B’s utility loss associated with staying in the union,

for any given level of debt d.

Region B optimally chooses s = 1 in stage 2 if ∆ > 0 and s = 0 if ∆ ≤ 0. Substituting

(1.9) and (1.11) into Definition 1, ∆ can be expressed in terms of d as:

∆ = uB(x∗B2 ) + vB(1− d− k − x∗B2 )− uB(x∗N2 )− vB(1− d− x∗N2 ). (1.14)

Assumption 1. ∆ is monotonically declining in d.

With Assumption 1, I consider the minority region’s decision in stage 2 on whether to

separate or not. This decision can be charaterized as follows.

Proposition 1 Suppose (a) holds and Assumption 1 is satisfied. Then there exists a unique

threshold debt level d ∈ (0, 1 − k) such that region B’s optimal choice at stage 2 is s∗ = 0 if

and only if d ≥ d.

Proof. First note that ∆ is continuous in d everywhere, by the continuity of ui(xt) and vi(yt).

∆(d = 0) > 0 if (a) holds. By Assumption 1, ∆ is monotonically declining in d. At d = 1− k,

∆ < 0 since x∗B2 = 0 and y∗B2 = 0 for s = 0 while x∗N2 ≥ 0 and y∗N2 ≥ 0 with at least one

equation being a strict inequality for s = 1. The assumptions u′i(xt) > 0 and v′i(yt) > 0 ensure

that UB,2(s = 1, d = 1 − k) = uB(0) + vB(0) < UB,2(s = 0, d = 1 − k) = uB(x∗N2 ) + vB(y∗N2 ).

Hence, by the Intermediate Value Theorem, there exists a unique level of debt d ∈ (0, 1 − k)

satisfying ∆(d) = 0.

Region B’s decision whether to stay together with region A or to separate follows a threshold

rule. There is exactly one level of debt d that makes region B indifferent about whether to

secede or not. For levels of debt exceeding this threshold, region B prefers to stay in the

union, and for levels of debt below this threshold, region B prefers to separate. This condition

determines the non-separation constraint (NSC), by which region B chooses s∗ = 0 in stage 2
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if region A sets debt level d in stage 1 such that

d ≥ d. (c)

Figure 1.2 illustrates that if the potential gain from independence is monotonically decreas-

ing in debt, region B will always prefer to stay in the union once debt crosses the threshold

level d.

Figure 1.2. Potential gain from independence as a function of

the debt level

1.5.2 An example

With the following example, I show that Assumption 1 is satisfied and illustrate that there

exists a threshold level of debt d which can be used to prevent the minority region from

seceding.

Let UA =
∑
t=1,2

[
β
√
xt +

√
yt
]
and UB =

∑
t=1,2

[√
xt + γ

√
yt
]
, where β, γ > 1. This

example satisfies the model assumptions in (1.2) and (1.3). If the country remains united in
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period 2, the consumption levels of x and y that region A will choose for the country are given

by

x∗N2 =
β2

β2 + 1
(1− d) , y∗N2 =

1

β2 + 1
(1− d) .

On the other hand, if region B decides to secede, its period 2 consumption levels will be equal

to

x∗B2 =
1

γ2 + 1
(1− d− k) , y∗B2 =

γ2

γ2 + 1
(1− d− k) .

Region B’s potential gain from independence is given by

∆ =

√
1

γ2 + 1
(1− d− k) + γ

√
γ2

γ2 + 1
(1− d− k)−

√
β2

β2 + 1
(1− d)− γ

√
1

β2 + 1
(1− d).

The effect of debt on ∆, d∆dd , is strictly negative if

(β + γ)2

(γ2 + 1)
(
β2 + 1

) < 1− d
1− d− k ,

a condition that is always satisfied given that β, γ > 1 and k > 0. Thus, in this example, region

B’s potential gain from independence is monotonically decreasing in debt. By Proposition 1,

there exists a unique threshold level of debt d such that region B will choose to stay in the

union if region A sets the public debt level d ≥ d. This threshold level d is given by

d = 1−Mk (1.15)

where

M ≡
(
1 + γ2

)2 (
β2 + 1

)
(1 + γ2)2 (β2 + 1

)
− (β + γ)2 (γ2 + 1)

. (1.16)

1.6 The decision of the majority region

In this section, I examine the majority region’s equilibrium choice of public debt. Using

backward induction, I first describe region A’s total payoff at the end of the game for any
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given level of debt d that it sets in period 1.

Region A enters one of two possible subgames at stage 3. If region B chooses s = 0 at

stage 2, then region A enters the non-secession subgame at stage 3. In this subgame, region A

chooses the consumption levels for periods 1 and 2 that maximize its total utility (1.1) subject

to the budget constraints (1.4) and (1.5) and the non-separation constraint in (c). Let λ be

the Lagrange multiplier for the inequality constraint (c). This constraint is binding so λ > 0

and the optimal consumption levels
(
x∗N1 , y∗N1 , x∗N2 , y∗N2 ,

)
satisfy the FOCs:

u′A(x∗N1 ) = v′A(y∗N1 ) = u′A(x∗N2 )− λ = v′A(y∗N2 )− λ

and

d = d.

These conditions are satisfied simultaneously by the optimal choice of debt,

d∗N = d

Thus, region A’s total payoff in this subgame is equal to

U∗A(s = 0, d∗N = d) = uA(x∗N1 ) + vA(y∗N1 ) + uA(x∗N2 ) + vA(y∗N2 ). (1.17)

If region B chooses s = 1 at stage 2, then region A enters the secession subgame at stage 3.

In this subgame, region A chooses the consumption levels for periods 1 and 2 that maximize

its total utility (1.1) subject to budget constraints (1.4) and (1.7). The optimal consumption

levels
(
x∗S1 , y∗S1 , x∗A2 , y∗A2

)
satisfy the FOC:

u′A(x∗S1 ) = v′A(y∗S1 ) = u′A(x∗A2 ) = v′A(y∗A2 ).

Thus,

x∗S1 = x∗A2
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y∗S1 = y∗A2 ⇒ 1 + d− x∗S1 = 1− d− c− x∗A2 .

Region A’s optimal choice of debt in this subgame is

d∗S = − c
2
.

Region A should save in period 1 in order to smooth its consumption over the two periods.

Its total payoff in this subgame is

U∗A(s = 1, d∗S = − c
2

) = uA(x∗S1 ) + vA(y∗S1 ) + uA(x∗A2 ) + vA(y∗A2 ). (1.18)

The subgame perfect Nash equilibrium of this game depends on whether

U∗A(s = 0, d∗N = d) ≥ U∗A(s = 1, d∗S = − c
2

) (e)

or not.

1.7 The optimal debt and secession decisions

Taking together the optimal decisions of regions A and B at each stage of the game, I now

characterize the subgame perfect Nash equilibrium. I show that generically, this game has a

unique equilibrium. This equilibrium can be one of two types: one where region A issues a

specific level of debt suffi cient to keep region B from separating and another where region A

chooses to keep savings in period 1 and region B decides to secede at stage 2. When conditions

that support the first type of equilibrium are fulfilled, public debt acts as a strategic instrument

in preserving the union. Otherwise, secession occurs.

Proposition 2 Suppose d∆
dd < 0. If (e) holds, then in the subgame perfect equilibrium region

A sets d∗ = d and region B optimally chooses s∗ = 0. Otherwise, if (e) does not hold, then in

the subgame perfect equilibrium region A sets d∗ = − c2 and region B optimally chooses s
∗ = 1.
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Proof. By backward induction, region A sets d∗ = d at stage 1 if and only if (e) holds. By

Proposition 1, region B chooses s∗ = 0 at stage 2 if d ≥ d, given d∆
dd < 0. On the other hand,

if (e) does not hold, then by backward induction, region A sets d∗ = − c2 at stage 1. Because

d∗ = − c2 does not satisfy the non-separation constraint expressed in (c), then at stage 2 region

B chooses s∗ = 1.

P roposition 2 implies that, for the union to be preserved using public debt, region A must

be better off in a union with debt d than as a separate state with savings equal to half of its

own separation cost.

To illustrate the tradeoff in (e), I revisit the parametrization of utility in the previous

example and characterize the equilibrium as follows.

1.7.1 Example

Given UA =
∑
t=1,2

[
β
√
xt +

√
yt
]
, region A has the option to set d∗N = d and obtain con-

sumption levels in periods 1 and 2 equal to

x∗N1 =
β2

1 + β2 +
β2

1 + β2 · d, y∗N1 =
1

1 + β2 +
1

1 + β2 · d

x∗N2 =
β2

1 + β2 −
β2

1 + β2 · d, y∗N2 =
1

1 + β2 −
1

1 + β2 · d.

In this case, region A will end up with total payoff

U∗A(s = 0, d∗N = d) = β
√
x∗N1 +

√
y∗N1 + β

√
x∗N2 +

√
y∗N2 . (1.19)

On the other hand, if region A sets d∗S = − c2 , its optimal consumption bundle for periods 1

and 2 is given by

x∗S1 =
β2

1 + β2 −
β2

2 + 2β2 · c, y∗S1 =
1

1 + β2 −
1

2 + 2β2 · c
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x∗A2 =
β2

1 + β2 +
β2

2 + 2β2 · c, y∗A2 =
1

1 + β2 +
1

2 + 2β2 · c

Its total payoff by the end of this game is characterized as:

U∗SA (s = 1, d∗S = − c
2

) = β
√
x∗S1 +

√
y∗S1 + β

√
x∗A2 +

√
y∗A2 . (1.20)

Region A will optimally choose to preempt secession using debt if (e) holds. Plugging in the

payoffs (1.19) and (1.20) into (e), I find that in this example, region A will optimally choose

to preserve the union as long as the threshold debt level is suffi ciently small:

d ≤ c

2
. (1.21)

With the threshold debt level d given by (1.15), region A uses debt in equilibrium if and only

if

c ≥ 2− 2Mk.

Figure 1.3 illustrates the equilibrium in this example for given costs of separation, c and k. In

this figure, k = x∗N2 − x∗B2 represents the dividing line between a credible threat of secession

and the benchmark case where there is no threat of secession.
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Figure 1.3. Equilibrium at given levels of separation costs, c

and k

1.7.2 Comparative statics

Consider an increase in c holding all other variables fixed. Region A’s utility as a separate

state with savings shifts downwards, i.e., U∗A(s = 1, d∗S = − c2) is smaller, if c is higher. The

right-hand side of (e) decreases if c increases. Thus, a subgame perfect equilibrium in which the

union is preserved using public debt (s∗ = 0, d∗ = d) is supported by high costs of separation

for region A.

Now consider the effect of a marginal change in k, holding all other variables fixed. Region

B’s cost of separation k affects the subgame perfect equilibrium through its effect on the

threshold debt level d. Region A’s utility under the union is (weakly) decreasing in d because

if a higher threshold level of debt is needed to prevent secession, the intertemporal distortion

arising from consumption unsmoothing will also be higher. The left-hand side of (e) weakly

decreases as d increases. However, d is decreasing in region B’s cost of separation k. Higher

values of k are associated with lower levels of d because less debt is necessary to match the low
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benefits from independence that can be had when the cost of separation is high. Because lower

levels of d translate into higher utility for region A in a united situation, the overall effect of

k on the union’s preservation is positive. A higher cost of separation for region B supports a

subgame perfect equilibrium where the union is saved using debt as a strategic instrument.

1.8 Conclusion

This chapter demonstrates that public debt can be used as a strategic instrument in preventing

secession. This argument differs from the notion that a high level of government debt intensifies

the possibility of separation and adds to political instability in general. While this chapter

does not discount this notion, it establishes that there is a strategic mechanism through which

the effect of debt acts in the direction of preserving a country’s unity.

This counter-intuitive argument is brought forth by identifying micro foundations behind

the decision on secession. Difference in preferences is recognized as the fundamental basis

behind a minority region’s possibility of calling for independence. The potential gain from

independence that this region can achieve through secession arises from utility gains in choosing

consumption bundles according to its own preference. This chapter specifies that the potential

gain from independence may be affected by debt. More specifically, the potential gain from

independence can be monotonically decreasing in debt.

The property of decreasing gain from independence is central in this argument. If this

property holds, then by raising the debt level the national government can influence the mi-

nority region’s decision on secession because higher debt levels leave the seceding region with

lesser gains from leaving the union. This chapter proves that the debt level can be set high

enough to induce the minority region to stay in the union.

Given that the gain from independence is decreasing in debt, it is in the best interest of

the majority region to set public debt at a strategically high level and thus preempt secession

if it finds itself better off in a united country carrying this debt than as a separate state with

some savings. This is more likely the case if its own cost of separation is high.

The issuance of public debt for the purpose of preventing secession makes it a strategic
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ineffi ciency. It is ineffi cient in the sense that it distorts the intertemporal path of public

spending and creates effi ciency costs in doing so. Nonetheless, it is strategic in the sense that

it can influence the secession outcome towards preserving a country’s unity. The findings of

this chapter imply that the very existence of a secession threat may create a tendency for

the country to set an ineffi ciently high level of debt for the strategic purpose of keeping itself

intact.



Chapter 2

The Economic Cost of Secessionist Conflict in the

Philippines

2.1 Introduction

The direct and immediate consequence of armed conflict manifests itself in the loss of lives,

injuries, damage to property, disruption of normal affairs, and threat to security. Such effects

are observable when a struggle for secession turns into a violent conflict. However, the effect

of such a conflict on national income is not directly observable even if the country’s income

before and during the conflict can be observed. This is because the effect must be measured

as the difference between actual income during the conflict and counterfactual income of the

country if the conflict did not take place. The counterfactual levels of income during the

period of secessionist conflict are not reported in national accounts. This chapter uses the

synthetic control method to estimate these counterfactual levels and measure the economic

cost of secessionist conflict in the Philippines.

This chapter finds that the counterfactual income of the Philippines can be measured

as a weighted combination of the income levels of four developing countries unexposed to

secessionist conflict during the period of interest: Thailand, the Dominican Republic, Fiji and

Zambia. This weighted combination of countries comprises a synthetic Philippines against

which the Philippines’actual income levels can be compared. As the synthetic Philippines is

not exposed to secessionist conflict, the effect of such a conflict on the Philippines’national

income can be measured as the difference between the Philippines’actual income during the

26
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conflict period and the counterfactual income of the synthetic Philippines during the same

time period.

Estimates show that the Philippines’actual income began to diverge from its counterfactual

path as soon as the secessionist conflict began. Economic output of the country remained lower

than the estimated income of the synthetic Philippines throughout the conflict period. This

study estimates an annual economic cost averaging 400 US$ per capita during the first 10

years of the secessionist conflict. This is equivalent to 18% of the country’s average real GDP

per capita per year. As the conflict persisted through another 10 years, the average annual

cost amounted to more than 800 US$, equivalent to 32% of the Philippines’average income

per capita per year. By the third decade of the conflict, the annual cost averaged 1,600 US$

per capita. This opportunity cost is equivalent to 46% of the country’s average annual income.

This study reveals a substantial economic cost of the secessionist conflict on the Philip-

pines. Previous studies have focused on the direct costs of the conflict incurred during battle

operations. For example, Buendia (2005) accounted that during the height of the civil conflict

in the year 2000, approximately 10 million US$ worth of property and infrastructure were

destroyed. He reported that at this time the Philippine army spent 1-2 million US$ a day for

military operations on the war. However, studies on the total effect of the conflict on national

income remain scarce due to measurement issues and diffi culties in imputing values.

Schiavo-Campo and Judd (2005) estimated the "direct" annual economic cost of the con-

flict, which they define as output loss compared with the pre-conflict equilibrium, as 0.5% of

the Philippines’GDP during the period 1975-1982. This was a period of high intensity in

the armed conflict, and this was halfway along the first and second decades of the struggle.

Their cost estimates for this period is roughly similar to their estimated economic cost for the

end of the third decade. Throughout the whole period between 1970 and 2001, they impute

the value of total direct output losses from the secessionist conflict to be around 2-3 billion

US$. In addition, they include foregone investments in their estimates of "indirect" economic

costs between 1975-2002 which they project to be more than 10 billion US$. To arrive at

these estimates, they employed a cross-section regression analysis. These authors acknowledge
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that their method of assigning values on output losses was subject to imperfect data on prices

of goods and they had to rely on partial indicators of some outputs. I abstract from such

limitations by using data on national income normalized in constant terms and adjusted for

purchasing-power parity (PPP).

To my knowledge, this is the first study applying the synthetic control method to estimate

the economic cost of secessionist conflict in the Philippines. By constructing a synthetic control

group similar to the Philippines in many respects except for the presence of secessionist conflict,

this study is able to track the consequence of this conflict on the Philippines. Other studies

measuring the economic cost of conflict used regression analyses on other countries exposed

to civil war (Collier 1999; Murdoch and Sandler 2002; Llussá and Tavares 2011). These

quantitative studies used a cross section of countries to test the effect of conflict on those

countries engaged in domestic warfare. They find significant negative correlations between

conflict and the steady state levels of GDP per capita as well as private consumption and

investment.

The empirical method I use in this chapter differs from previous studies on the cost of

conflict in the Philippines and on the cost of civil conflict in general. The synthetic control

method generates a causal effect as established in Abadie et al. (2010). By generating coun-

terfactual levels of income in the absence of conflict, the effects estimated using the synthetic

control method can be interpreted as a a result of the secessionist conflict itself.

The rest of the chapter is organized as follows. Section 2.2 gives a historical account of the

secessionist conflict taking place in the Philippines. The empirical method for estimating the

cost of this conflict is explained in Section 2.3. It is followed in Section 2.4 by a description of

the data and selection of the sample used in this study. The results containing the estimated

effects of the conflict are shown in Section 2.5. It also includes the results of a test which

verifies the estimates. Section 2.6 gives a brief conclusion. The Appendix to this chapter

contains a list of data sources.
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2.2 Historical background of the secessionist conflict in the Philippines

The Philippine history is characterized with two lines of development that progressed in par-

allel. One is the outcome of Spanish and American rule for nearly four centuries that took

place in majority of the country’s present territory. The other line is governed by Muslim

settlers with 500 years of political, economic and cultural history concentrated in the southern

area called Mindanao (Bara 2011). For the most part of the western colonial period, these

two lines of historical development remained largely disjoint. They involved different forms of

government and ways of life following Christian and Muslim principles, respectively. In 1946,

when the Philippines obtained freedom from foreign occupation, Mindanao was annexed as an

offi cial part of this independent nation.

In the 1950s, then President Ramon Magsaysay enforced a resettlement policy encouraging

some Christians from the northern and central parts of the Philippines to move and build their

livelihood in the southern island of Mindanao that is richly endowed with natural resources.

This was an attempt at full integration of the country. However, this influx of immigrants

resulted to unrest among the Muslim population who had originally settled in the area.

An incident known as the "Jabidah Massacre" in 1968 triggered insurgency among Muslims

in Mindanao. At least 28 Moros recruited by the Philippine army were killed by army personnel

during a training exercise. Outrage over this incident led to the formation of the Moro National

Liberation Front (MNLF) in 1969, whose objective was to claim an independent state grounded

on Islamic faith. The MNLF launched an organized Moro counter-offensive leading to armed

conflict with the Philippine military. This resulted in casualties among the military, the

separatists and civilian personnel.

Attempts at resolving the conflict involved several rounds of negotiations. In 1976, the

MNLF and the Philippine government signed the Tripoli Agreement, which provides for au-

tonomy in the Muslim-dominated areas of Mindanao. In March 1977, President Ferdinand

Marcos declared autonomy in 13 provinces in Mindanao. Because the Philippine Constitu-

tion requires conducting a plebiscite before completely granting this autonomy, residents in
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these 13 provinces underwent a voting stage in April 1977. The MNLF objected to the idea

of conducting this plebiscite. In the end, only 10 provinces voted for autonomy so Marcos

implemented autonomy on these 10 provinces instead of the full set of 13 provinces.

The MNLF was not satisfied with the implementation of the Tripoli Agreement so it re-

verted to its original claim of fighting for independent statehood for Muslim Mindanao. In

1984, a faction of the MNLF was formally established as the Moro Islamic Liberation Front

(MILF). It engaged in more violent activities in its fight for secession.

In 1986, the Philippine government drafted a new Constitution that included provisions

for autonomy in Muslim Mindanao. This Constitution was ratified in 1987 while the MNLF

and MILF objected to those provisions regarding autonomy.

In 1989, President Corazon Aquino signed into law a republic act that establishes the

Autonomous Region in Muslim Mindanao (ARMM). In order to determine which provinces to

include in this autonomous region, a plebiscite followed while the MNLF and MILF objected

to this voting stage. With this plebiscite, only four provinces —Lanao del Sur, Maguindanao,

Sulu and Tawi-Tawi —opted for autonomy. These four provinces are marked light gray in

the map of Mindanao illustrated in Figure 2.1, representing the ARMM established in 1989.

Figure 2.1. Map of Mindanao
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The secessionists continue to claim other parts of Mindanao which are inhabited by a mix

of Muslim descendants and Christian resettlers. The areas marked dark gray in Figure 2.1

represent the provinces under contention in this separatist conflict. To date, this threat of

secession remains unresolved.

2.3 The synthetic control method for estimating the cost of secessionist

conflict

To empirically estimate the effect of secessionist conflict on the Philippines, one needs to

compare the actual economic output of the country during the conflict period with the output

it would have achieved if the conflict had not occurred. While the Philippines’income in the

presence of this secessionist conflict is observable, its income in the absence of the conflict

is not. For this reason, one needs to generate a counterfactual trajectory of the Philippines’

income without the secessionist conflict. In order to generate such a counterfactual, I create a

synthetic control group using the synthetic control method (SCM) developed by Abadie and

Gardeazabal (2003) and formally motivated by Abadie, Diamond and Hainmueller (2010).

The effect of secessionist conflict, θt, is given by the difference between the Philippines’

per capita income in the presence of secessionist conflict, yt, and its income per capita if the

conflict did not exist during the same time period, yNt :

θt = yt − yNt . (2.1)

This effect can be estimated by SCM as

θ̂t = yt −
J∑
j=1

w∗jyjt, (2.2)

where w∗j refers to the weight assigned to country j in the synthetic control group and yjt is

the income per capita of country j at time t. Each country j = 1, ..., J in the synthetic control
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group must be unexposed to secessionist conflict throughout the sample period for this country

to qualify as a proper control unit.

The value of w∗j must be selected such that the resulting synthetic control group associated

with w∗j closely reproduces the income levels of the Philippines prior to the secessionist conflict

as well as the determinants of the Philippines’economic output. The pre-conflict levels of out-

put determinants in the Philippines can be summarized in a vector X1 while the corresponding

levels of output determinants in the synthetic control group can be summarized in a vector X0,

each vector containing q variables. The vector of weightsW∗ = (w∗1, ..., w
∗
J)′ can be optimally

chosen as the value ofW that minimizes:

q∑
m=1

vm (X1m −X0mW )2 (2.3)

where vm is a weight assigned to variable m, reflecting the relative importance of this output

determinant when matching the pre-conflict income levels of the Philippines with the income

levels of the synthetic Philippines prior to the conflict period. The value of vm can be selected

such that the resulting synthetic control group approximates the trajectory of the Philippines’

income per capita before the secessionist conflict began.

One prospective challenge on the accuracy of the SCM estimator θ̂t concerns the potential

confounding effects of observed and unobserved factors on income. However, if the number of

pre-conflict periods is suffi ciently large, then matching on pre-conflict income helps control for

these potential confounding factors (Abadie et al. 2011). If the Philippines and the synthetic

control group exhibit similar income levels over a long period of time prior to the secessionist

conflict, then any discrepancy in income during the conflict period can be interpreted as being

caused by the conflict itself.
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2.4 Data and sample

This chapter uses country-level panel data for the Philippines and other developing countries

for the period 1960-2003. The secessionist movement in Mindanao was founded in 1969 which

marks the beginning of the struggle for independence from the Philippines. As the conflict

period starts in 1969, this data set includes 9 years of pre-conflict data. The sample period

begins in 1960 because it is the first year for which data on real per capita GDP and economic

growth predictors are available for countries in the potential control group. It ends in 2003

because one country in the potential control group (Thailand) became exposed to secessionist

conflict within its territory after 2003, making it ineligible as a control unit for the years

thereafer. All in all, this data set contains more than three decades of conflict period, suffi cient

to estimate both immediate and long-run effects of secessionist conflict on economic output.

Here I give a rationale for using country-level data. While a more disaggregate level of

data may seem to more precisely estimate the effect of conflict in the area where it has been

concentrated, this chapter uses country-level data because region-level data on economic output

and growth predictors are unavailable for the entire pre-conflict period. Moreover, the subject

of the secessionist conflict is not confined within one region. Proponents of secession claim

independence for a set of provinces located in different regions. Actual incidents of terrorist

attacks occurred in these provinces as well as in areas for which independence is not being

claimed at all. For example, members of secessionist movements have waged terrorist attacks

in major cities like Metro Manila, the country’s capital. This suggests a strong potential

externality of the conflict on non-secessionist areas of the country. Thus, using country-level

data as the unit of analysis captures spillover effects on the rest of the country.

In the following paragraphs I explain the selection of countries into the potential control

group. Because the synthetic Philippines is meant to reproduce the real per capita GDP

that would have been observed for the counterfactual Philippines in the absence of secession-

ist conflict, the potential control group must exclude countries which have been exposed to

secession-related conflict during the sample period. Data on the presence of secessionist move-
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ments come from the Armed Conflict Dataset (ACD) of the Peace Research Institute Oslo

(PRIO).

The outcome variable of interest is annual economic output at the country level, measured

in this data set as PPP-adjusted GDP per capita normalized in terms of 2005 US dollar values.

I took the data on output-based real GDP from the Penn World Table (version 8.0), which

can be used to compare trends in productive capacity across countries and over time.

The values of economic growth predictors for the Philippines comprise the elements in

X1 while the corresponding values of these growth predictors for countries in the potential

control group comprise the elements in X0. The set of economic growth predictors is chosen

among the standard set of determinants in neoclassical growth models: the rate of investment

flow, population density, the share of agriculture/industry/manufacturing/services in GDP,

and the human capital index. The Appendix to this chapter identifies the sources of data on

these variables used in this study. These variables are averaged over the whole pre-conflict

period (1960-1968). Due to data limitations, countries with no available information on a

growth predictor for the whole pre-treatment period had to be dropped from the sample. The

synthetic control method cannot be implemented if at least one country in the sample contains

no data point for a variable because it requires an average for each growth predictor throughout

the pre-conflict period.

To minimize interpolation bias, I restrict the potential control group to those countries with

similar pre-conflict characteristics to those of the Philippines. I chose a subset of developing

countries whose pre-conflict growth predictors lie within 20 places of the Philippines’world-

wide rank in each of these variables. After applying the exclusion criteria described in this

section, the following countries qualified for the potential synthetic control group: Botswana,

Cameroon, the Dominican Republic, Fiji, Honduras, Malaysia, Thailand and Zambia.

Using the synthetic control method, I construct a synthetic Philippines that reproduces

the values of economic growth predictors in the Philippines before the secessionist conflict

began. I estimate the effect of secessionist conflict on economic output as the difference in

real per capita GDP between the Philippines and its synthetic counterpart during the conflict
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period. I then perform a series of placebo studies to test whether my estimated effects for the

Philippines are unusually large relative to the distribution of the estimates that I obtain when

I apply the same procedure to countries in the control group.

2.5 Results

To evaluate the effect of secessionist conflict, this study shows how real per capita GDP would

have evolved in the Philippines after 1969 in the absence of this conflict. The effects are

estimated as follows.

2.5.1 Estimates of the effect of secessionist conflict

The synthetic Philippines is constructed as the convex combination of countries in the potential

control group that most closely resembled the Philippines in terms of pre-conflict values of

economic growth predictors. Table 2.1 presents the results of this matching, which compares

the pre-conflict characteristics of the Philippines with those of the synthetic Philippines. The

synthetic Philippines closely reproduces the values of per capita real GDP and most of the

economic growth predictors in the Philippines prior to the secessionist conflict. The population

density of the Philippines is an outlier1 among the population density values in all the other

countries in the set, which explains why matching on this variable can hardly be achieved.

Nevertheless, population density was assigned a low vm weight (0.145) among the growth

predictors so that this variable is less important in the matching process than investment flow

rate (vm = 0.282) and industry share (vm = 0.201), for which Table 2.1 indicates a good fit.

The rest of the growth predictors in the Philippines were nearly reproduced by the synthetic

Philippines.

1The average population density of the Philippines throughout the whole pre-conflict period is equal to 102
persons per square kilometer of land area. Among the 8 countries in the potential control group, the median
population density among country averages prior to secessionist conflict in the Philippines is 23. The highest
pre-conflict average is 80 (Dominican Republic), still way below the Philippine average.
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Growth Predictor Actual Philippines Synthetic Philippines Standard Error
Investment flow rate 0.043 0.0418 0.001
Population density 102.102 62.238 39.864

Agriculture (% of GDP) 27.265 28.824 1.559
Industry (% of GDP) 31.228 24.008 7.221

Manufacturing (% of GDP) 24.336 15.359 8.977
Services (% of GDP) 41.507 47.169 5.662
Human capital index 1.724 1.617 0.107

Table 2.1. Economic growth predictor means

Table 2.2 presents the weights of each country resulting from the synthetic control esti-

mation. The weights reported in Table 2.2 indicate that economic output in the Philippines

prior to the secessionist conflict is best reproduced by a weighted combination of the economic

output levels in Thailand, the Dominican Republic, Fiji and Zambia. The synthetic control

estimation assigns zero W-weights to the rest of the countries in the potential control group

(note that SCM does not allow for negative weights in order to avoid extrapolation). The

levels of economic output and output determinants in these countries during the years prior

to the secessionist conflict are outside the convex hull of the Philippines’pre-conflict levels.

Thus, these countries do not comprise the synthetic control group.

Country Weight
Botswana 0
Cameroon 0

Dominican Republic 0.315
Fiji 0.102

Honduras 0
Malaysia 0
Thailand 0.562
Zambia 0.021

Table 2.2. Country weights in the synthetic control

The synthetic control estimates in this study reveal that the synthetic Philippines can be

formed as a convex combination of Thailand, the Dominican Republic, Fiji and Zambia. The
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weighted average of these countries’economic output levels generates the synthetic output of

the synthetic Philippines before and during the conflict period.

Figure 2.2 displays per capita real GDP for the Philippines and its synthetic counterpart

during the period 1960-2003. Per capita real GDP in the synthetic Philippines follows the

trajectory of actual income per capita in the Philippines for the entire pre-conflict period.

Combined with the high degree of balance on the economic growth predictors (Table 2.1), this

suggests that the synthetic Philippines provides an approximation to the real GDP per capita

that the Philippines would have achieved if there had been no active threat of secession.
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Figure 2.2. Trends in per capita real GDP: the Philippines vs.

synthetic Philippines

The effect of secessionist conflict on economic output in the Philippines is estimated as

the difference between the levels of per capita real GDP in the Philippines and its synthetic

counterpart during the period of conflict. Figure 2.2 indicates that the actual GDP path of

the Philippines began to diverge from its synthetic counterpart as soon as the conflict started.

The actual economic output is less than the synthetic output throughout the whole period of
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secessionist conflict. The gap is getting wider over time, indicating that the long-run effect

on foregone economic output is growing as the conflict persists. The magnitude of this gap is

reflected in the following figure.
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Figure 2.3. Per capita real GDP gap between the Philippines

and synthetic Philippines

Figure 2.3 plots the yearly estimates of the effects of secessionist conflict, that is, the

difference in per capita levels of real GDP between the Philippines and its synthetic version

at every year since the conflict began. The annual economic cost is estimated at 400 US$ per

capita on average during the first 10 years of the conflict. This is equivalent to about 18% of

the Philippines’average annual real GDP per capita during the same period. In other words,

the average person in the Philippines would have earned 18% more than his actual income

every year during this time if the armed conflict in southern Philippines did not occur.

As the conflict persisted through another 10 years, the foregone income per capita increased

to more than 800 US$ per year, on average. This is equivalent to 32% of the Philippines’average

income per capita every year during this 10-year period. By the third decade of the conflict,

when it became even more intense, the annual economic opportunity cost reached a 10-year
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average of 1,600 US$ per capita. This value is equivalent to 46% of the average annual per

capita income throughout this time period.

This economic opportunity cost captures direct effects on the affected regions and negative

externalities on the rest of the country. The negative externalities arise from the overall threat

to security and bad international reputation (Worldwide Governance Indicators, World Bank).

They include foregone investments, among others. The pattern captured in these estimates

reflects the economic impact of missed opportunities and diverted investments which would

have flowed into the Philippines if the secessionist conflict had not taken place. In particular,

it shows that the Philippines failed to maximize potential benefits from the influx of foreign

direct investments on Southeast Asia which began in the 1980s (Silliman 1984). This was a

development in which Thailand fared better (Jitsuchon 2002), and since Thailand carries 56%

of the weight in the synthetic Philippines, estimates of the Philippines’s counterfactual income

contains information on potential economic gains that the Philippines would have realized

from higher inflows of foreign direct investments, among many others.

2.5.2 Testing the validity of estimates

To evaluate the validity of these estimates, I use placebo studies to test whether the estimated

gaps are a result of the secessionist conflict itself or whether these gaps are merely a "placebo

effect" from introducing some form of intervention. Similar to placebo tests in medical research,

I conduct this test by assigning a placebo treatment to each country j in the sample where

no actual secessionist conflict occurred during the sample period. In each placebo run, I treat

each country j as if it were subject to conflict since 1969 (when the actual conflict started

in the Philippines). Then I create a corresponding synthetic control group for each country

j using the synthetic control method. Every country i 6= j in the sample receives a weight

w∗i ≥ 0 in country j’s synthetic control group.

After generating a synthetic control group for each country j, I estimate the counterfactual

GDP level for its synthetic version as the weighted average of GDP per capita of the countries
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in j’s synthetic control group: ∑
∀i 6=j

w∗i yit, (2.4)

where yit is the level of GDP per capita in country i at year t. This counterfactual GDP level

can be matched against counry j’s actual GDP per capita at year t, yjt , to generate a placebo

gap for country j at year t, equal to

θ̂
j

t = yjt −
∑
∀i 6=j

w∗i yit. (2.5)

The placebo gap for each country j can be compared with the GDP gap estimated in Section

2.5.1 for the actual treatment in the Philippines. If the placebo runs display gaps of magnitude

and direction similar to the estimated GDP gap for the Philippines, then the estimated effect

of secessionist conflict in the Philippines is considered a mere "placebo effect." The estimated

gap cannot be interpreted as an effect of the conflict itself if a similar gap manifests in cases

where actual conflict (treatment) did not take place. If, on the other hand, the placebo test

reveals that the gap estimated for the Philippines is exceptionally large compared to the gaps

estimated in the placebo runs, then the estimated effect in the Philippines can be ascribed

to the secessionist conflict because such a gap turns up only in the specific case where actual

conflict (treatment) occurred.

This inferential technique developed by Abadie et al. (2014) serves as an alternative to

traditional statistical inference. Statistical inference is not well suited when the number of units

in the control group is small, when there is no randomization in the assignment of treatment,

and when sample units were not selected by probabilistic sampling. This is the case when

measuring the effect of a historical intervention on one country. The alternative method of

inference using placebo tests, on the other hand, does not require a large number of comparison

units nor time periods and it can be used whether data are individual or aggregate.

Figure 2.4 displays the results of these placebo studies. Each line represents the placebo

gap estimated for each country in the placebo runs, more precisely, the difference in per capita
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real GDP between each country and its respective synthetic version, θ̂
j

t for every j. The

superimposed thick line shows the gap previously estimated for the Philippines.
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Figure 2.4. Per capita GDP gap in the Philippines and placebo

gaps in sample countries

The effectiveness of each placebo run in testing the validity of synthetic control estimates

is measured by the associated root mean squared prediction error (RMSPE) prior to the

intervention.2 Essentially, the pre-conflict RMSPE measures lack of fit between country j and

its synthetic control group during the period before the conflict began (Abadie et al. 2014). A

low RMSPE indicates that the resulting synthetic control group closely mimics country j, thus,

it can generate a proper counterfactual. On the other hand, a high RMSPE indicates poor

fit between country j and its synthetic counterpart so the resulting synthetic version of the

country differs largely. To make transparent the goodness-of-fit in each placebo run in Figure

2.4, Table 2.3 presents the pre-intervention RMSPE for each synthetic country along with the

2Pre-conflict RMSPE=

√√√√√ 1
T0

T0∑
t=1

yjt − ∑
∀i6=j

w∗i yit

2

, for all pre-conflict years t = 1, ..., T0 in country j.
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pre-intervention RMSPE for the synthetic Philippines. It shows that some of the placebo runs

provide a good fit while some placebo runs did not generate a well-fitted synthetic version.

Synthetic Country Pre-intervention RMSPE
Philippines 43.513
Botswana 572.118
Cameroon 60.408

Dominican Republic 303.467
Fiji 167.235

Honduras 64.041
Malaysia 419.167
Thailand 25.898
Zambia 191.067

Table 2.3. Pre-intervention RMSPE of synthetic countries

Placebo runs with poor fit prior to the intervention cannot serve as a proper yardstick

in testing the validity of a synthetic control estimate that demonstrates proper fit. For this

reason, I include in the following inference test only placebo runs with good fit, i.e., less than

four times the pre-intervention RMSPE of the synthetic Philippines, and I exclude placebo

runs which do not meet this threshold.
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Figure 2.5. Per capita GDP gap in the Philippines and placebo

gaps in countries with good fit

Figure 2.5 shows the final result of this placebo test. It evaluates the estimated GDP gap for

the Philippines against the placebo gaps for countries with good fit in the placebo studies. It

shows that the size of estimated gap for the Philippines is unparalleled by any of the estimated

gaps in the falsification exercise. This test validates the estimated treatment effect for the

Philippines as being caused by the secessionist conflict itself because the magnitude cannot be

replicated in placebo treatments where actual conflict is non-existent.

As a final way to evaluate the Philippine GDP gap relative to the placebo gaps, I examine

the distribution of ratios between post-conflict and pre-conflict RMSPEs. Post-conflict RMSPE

measures how closely (or remotely) the synthetic country can mimic the actual country during

the treatment period. A high post-conflict RMSPE indicates that the actual country deviates

largely from its synthetic version during the conflict period, suggesting that the treatment has

had a large effect during this period. In this final test, I normalize each country’s post-conflict
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RMSPE to its respective pre-conflict RMSPE, generating an RMSPE ratio equal to

RMSPE ratio =
Post-conflict RMSPE
Pre-conflict RMSPE

, (2.6)

to allow for normalized comparison of GDP deviations among all countries in the sample. If the

RMSPE ratio for the Philippines is larger than the RMSPE ratio for the other countries, this

means that the normalized deviation of the Philippines during the treatment period cannot be

replicated by placebo treatments.
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Figure 2.6. Ratio of post-conflict to pre-conflict RMSPE: the

Philippines and placebo countries

Figure 2.6 displays the distribution of post-conflict to pre-conflict RMSPE ratios for the

Philippines and the other countries in the sample. While the ratio for Thailand stands out in

this figure, the direction of the gap estimated for Thailand is opposite to that of the Philip-

pines (see Figure 2.5). Thus, the Thailand placebo cannot invalidate the estimated effect of

intervention for the Philippines. Now comparing the post-conflict to pre-conflict RMSPE ratio

of the Philippines with the rest of the sample, no other country achieves a ratio as large as the

Philippines’. This indicates that the magnitude in combination with the direction of the esti-
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mated treatment effect is unique to the Philippine case. Therefore, this test further strengthens

the validity of synthetic control estimates in this chapter as the effect of secessionist conflict

in the Philippines.

2.6 Conclusion

This study generates a synthetic Philippines as the convex combination of similar countries

that are not exposed to secessionist conflict. This synthetic Philippines reveals the counter-

factual levels of real per capita GDP that the Philippines would have achieved if it had not

been exposed to an armed separatist conflict. The difference between the Philippines’actual

income and the synthetic Philippines’counterfactual income represents the economic opportu-

nity cost of the secessionist conflict in southern Philippines. The estimates illustrate that the

annual costs are substantial and growing as the conflict persists through time. These estimates

are validated by standard inference from placebo tests normally applied to synthetic control

studies.
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Appendix to Chapter 2

Sources of Data for Economic Growth Predictors

Investment Flow Ratio —from the Penn World Table (PWT) 8.0, measured as the rate of

change in capital stock

Population Density —from the World Development Indicators of the World Bank, measured

as the number of persons per square kilometer

Agriculture Share (% of GDP) — from the World Development Indicators of the World

Bank, measured as the percentage value added of the agriculture sector in GDP

Industry Share (% of GDP) —from theWorld Development Indicators of theWorld Bank,

measured as the percentage value added of the industry sector in GDP

Manufacturing Share (% of GDP) —from theWorld Development Indicators of theWorld

Bank, measured as the percentage value added of the manufacturing sector in GDP

Services Share (% of GDP) —from the World Development Indicators of the World Bank,

measured as the percentage value added of the services sector in GDP

Human Capital Index —from the PennWorld Table (PWT) 8.0, based on years of schooling

(Barro/Lee, 2010) and returns to years in education (Psacharopoulos, 1994)



Chapter 3

Public-Private Wage Differentials and the Quality of

Government Workers in the Philippines

3.1 Introduction

Wage-setting in the public sector differs from that in the private sector. Basic theory suggests

that the market wage rate must be set equal to a worker’s marginal output. In the public sector,

output takes some non-material form which is not fully observable nor perfectly measurable.

By its nature, an employee’s output in the public sector does not render itself nearly as

measurable as a private sector worker’s productivity. As such, his wage rate cannot be simply

tied up with his own marginal output that is partly unobservable. This is how determination

of wages in the public sector begins to depart from the market standard of setting wage rates.

However, competitiveness in the labor market points to the private sector as a reference point

when the government as an employer considers sorting among workers. To get an idea of the

type of workers who enter the public workforce relative to the kind of workers in the private

sector, the relative wage rates between the public and private sectors can give an indication.

This chapter measures the difference in hourly wages between public and private sector

employees in the Philippines. Upon observing this differential, I proceed with examining the

characteristics of public sector workers relative to their private sector counterparts.

Public-private wage differentials are of interest for both developed and developing countries

where micro data on individuals and households are used to estimate the wage differentials.

Controlling for factors that affect earnings and sector selection, studies find a general pattern

where most developed countries pay a wage premium on public sector workers (Krueger 1988

47
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and Poterba and Reuben 1994 for the United States; Disney and Gosling 1998 for the United

Kingdom; Mueller 1998 and Mueller 2000 for Canada; Depalo et al. 2011 and de Castro et

al. 2013 for a selection of European countries)1 while developing countries and transition

economies pay lower wages on public sector employees than on private sector workers (Adam-

chik and Bedi 2000 for Poland; Panizza et al. 2001 for the Dominican Republic, Nicaragua,

Panama and Uruguay; Gorodnichenko and Sabirianova 2007 for Ukraine).

The literature on public service characterizes public sector workers as having higher pro-

social motivation than private sector employees (Francois 2000; Francois and Vlassopoulos

2008; Gregg et al. 2011). This pro-social motivation takes various forms, most common

among which is altruism. Buurman et al. (2012) and Buurman and Dur (2012) confirm that

public sector workers tend to be more altruistic than private sector employees. Apart from

being altruistic, government employees are also found to be relatively lazy and risk averse

(Bellante and Link 1981; Buurman et al. 2012; Dur and Zoutenbier 2013).

This chapter finds that public sector workers in the Philippines are receiving higher hourly

wages than private sector workers. It also finds that the Philippine public sector is composed

of employees who are more pro-social, who work fewer hours and who are less specialized in

skills compared with their private sector counterparts.

The higher wage rates in the public sector indicate that the Philippine government consists

of workers who will have received lower wages if they had been employed in the private sector.

The market wage rates applicable to these workers are lower than what they are receiving as

employees in the government. This finding may serve as a signal on the quality of workers

who are presently employed in the Philippine public sector. If the existing pool of government

employees have counterparts in the private sector who are subject to lower wage rates, then

the quality of these employees corresponds to the quality of their counterparts who are valued

by the market at a lower rate.

The rest of the chapter is organized as follows. Section 3.2 describes the micro data set I

used and the estimation approach I applied in measuring the public-private wage differentials.

1A review of existing literature on developed countries can be found in Gregory and Borland 1999.
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Section 3.3 presents the estimated wage differentials in every occupation group. Section 3.4

proceeds with describing the quality of workers who are presently employed in the Philippine

government and which worker qualities are associated with the public wage premium. Section

3.5 discusses alternative empirical strategies in measuring the public-private wage differentials

and compares them with the main estimation approach used in this chapter. Section 3.6 gives a

summary and conclusion. The Appendix to this chapter contains tables and figures presenting

the estimation results.

3.2 Data and empirical strategy

I estimate the public-private wage differentials using data from the merged Labor Force Survey

(LFS) and Family Income and Expenditure Survey (FIES), conducted by the National Statis-

tics Offi ce of the Philippines. The LFS contains information on individual-level employment,

wages, hours worked and demographics. The FIES includes information on household-level

earnings and expenditures. The LFS and FIES are based on cross sectional observations of

households drawn from a nationally-representative sample. I incorporate survey weights in all

my estimations to account for the complex sampling design. As the set of LFS respondents

comprises an overlap with the set of FIES respondents, these two data sets can be merged by

the National Statistics Offi ce. I use the latest wave of the merged dataset which is available for

the year 2009. This wave covers approximately 38,400 households and 186,800 individuals.2

I restrict my sample to employees whose primary occupations belong in private establish-

ments, government, or government corporations. I exclude from the sample all self-employed

individuals, employers, family workers, and workers in private households. I also exclude army

personnel and government offi cials (they are not reasonably comparable with any private sec-

tor job). This leads to an estimation of 33,998 employees, of whom 6,211 (18%) belong to the

public sector and 27,787 (82%) belong to the private sector.

I use a linear regression model to estimate the wage differentials between public and pri-

2More information on the LFS and FIES can be found on the offi cial website of the National Statistics Offi ce
of the Philippines: www.census.gov.ph (in English).
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vate sector workers within the same occupation group.3 I control for demographic factors

such as gender, age, marital status and family size. In addition, I include control variables for

educational attainment and type of educational qualification, variables which can also proxy

for unobservable factors affecting an individual’s decision to select in either the private or

the public sector. Sectoral preferences, for instance, may be reflected in the type of educa-

tional background and the level of schooling. I also include region fixed effects to account for

variations in standards and costs of living by region of residence.

The regression equation takes a Mincerian form, specified as:

ln(hwagei) = c+ αj · occj + βj · (pubi × occj) + δ · demi + γ · sleveli

+ θ · stypei + σr · µr + ε, (3.1)

where hwagei is employee i’s hourly wage rate calculated as basic pay per day (in cash) from his

primary occupation divided by his normal working hours per day, occj represents a vector of

occupation categories, pubi is an indicator which takes the value 1 if an employee belongs to the

public sector and 0 if private sector, pubi×occj is an interaction term for public sector workers

in every occupation category, demi is a vector of employee i’s demographic characteristics that

include age, gender, marital status and family size, sleveli is an indicator for skill level which

takes the value 1 if employee i is a college graduate and 0 if non-college graduate, stypei is

a vector of college degree types4 representing employee i’s specialization in skills, µr controls

for region fixed effects,5 and ε is an error term which is assumed to be uncorrelated with the

3Each employee is classified into one of the major occupation groups based on the Philippine Standard
Occupation Classification (PSOC). These occupation groups include leaders (executives, managers and super-
visors), professionals (teaching professionals, science professionals, health professionals, business professionals
and legal professionals), associates (associate teaching professionals, associate science professionals, associate
health professionals, associate business professionals and associate legal professionals), clerks, service workers
(salespersons and personal service workers), agriculture workers (farmers, forestry workers, fishermen), craft
workers (construction workers, metal workers, handicraft workers, food and craft workers), operators (plant
operators, machine operators, drivers), unskilled workers (janitors, messengers, market vendors, among others)
and a residual group of workers unclassified in the survey. The occupation group of operators is chosen as the
reference category.

4The types of college degree include arts, social sciences, physical sciences, engineering, health sciences,
agriculture, education, services and general programs. General college degree is the reference category.

5The regions represented in the sample are Ilocos, Cagayan, Central Luzon, Bicol, Western Visayas, Central
Visayas, Eastern Visayas, Zamboanga, Northern Mindanao, SOCCSKSARGEN, Davao, National Capital Re-
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covariates. Age and its squared form, age2, are used as proxy for experience because age is

proportional with experience and the survey does not contain a direct question on employees’

work experience.

The variable of interest is the vector βj which represents the wage differential between

public sector and private sector employees within each occupation group j. Positive values of

βj indicate that public sector workers are receiving a wage premium over their private sector

counterparts while negative values of βj indicate a wage penalty on public sector workers

relative to their equivalents in the private sector. I estimate the value of βj through survey-

weighted Ordinary Least Squares (OLS).

Table 3.1 (in the Appendix) summarizes the average hourly wage rates among all workers

and within each occupation group. Public sector workers in general earn higher average wages

than private sector workers. The difference in average wages is more pronounced among

associates, service workers, craft workers and unskilled workers. Among professionals and

operators, the average wage of public sector workers are almost as much as the average wage

of private sector employees.

While the averages in Table 3.1 are indicative of an overall positive wage gap between

public and private sector workers, a proper comparison within each occupation group requires

controlling for observable factors that may explain individual earnings. Table 3.2 shows that

public and private sector employees differ in observable characteristics. On average, govern-

ment employees are older than private sector employees, are composed of more female workers

and more married persons, belong to households of smaller family size, and are composed of

more college graduates relative to private sector workers. These factors are correlated with

higher wages6 (see Table 3.3). To properly estimate the wage differential between public sector

employees and their private sector counterparts, it is important to control for these observable

factors so that only the wages of workers with similar background can be compared. The

gion, Cordillera Administrative Region, Autonomous Region in Muslim Mindanao, CARAGA, CALABARZON
and MIMAROPA. Ilocos Region is used as the reference category.

6 In contrast to many other countries, women in the Philippines earn higher wages than men on average. This
is supported by empirical studies (for example, Sakellariou 2004) which elaborate that women’s higher average
wages can be explained by higher levels of human capital investment among women.
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results of this estimation are presented in the next section.

3.3 Public-private wage differentials

Table 3.4 presents the wage gap by occupation group estimated through OLS using the linear

regression model in eq. (3.1). Because I take the natural logarithmic values of hourly wage as

dependent variable, the coeffi cient estimates of βj represent the estimated difference in hourly

wages as a percentage of private sector workers’hourly wage.

3.3.1 Without region fixed effects

Column (1) shows the estimated wage gap controlling for demographic factors, skill level, skill

types and occupation fixed effects, without including region fixed effects. This estimation

procedure compares employees residing across the whole country. The estimation results show

significant differences in wage rates between the public and the private sectors. Public sector

workers taking on leadership positions (executives, managers and supervisors) receive hourly

wages that are 20.9 percent more than the hourly wages of their counterparts in the private

sector (p-value: 0). Likewise, professionals in the public sector receive a wage premium of

14.8% (p-value: 0).

Service workers are found to receive the highest wage premium in the public sector, equiv-

alent to 22.4% of private service workers’hourly wage. This estimate is statistically significant

up to the 1% level (p-value: 0). Service workers refer to those who provide personal and pro-

tective services (according to the Philippine Standard Occupation Classification). Their jobs

include child care, preparation and serving of food and beverages, fire-fighting, police work

and sales. The large premium in the public sector for service workers may be due to strong

competition within the private sector. The service industry comprises 47.5% of the Philippine

economy7 and thus a major fraction of the labor force. Strong competition in the private

labor market may be driving down the private sector wage rate which translates into a higher

premium in the public sector where wages are standardized by law.

7Source: National Statistical Coordination Board
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Unskilled public sector employees, whose jobs include offi ce helpers and cleaners, messen-

gers, doorkeepers and garbage collectors, receive 15.9% more than their counterparts in the

private sector (p-value: 0). Agriculture workers in the public sector are also found to receive a

wage premium over private agriculture workers (approximately 18.2%) even though the wage

premium is less precisely estimated for this group (p-value: 0.121). The wage gaps estimated

for associates, craft workers and unclassified workers (which are all negative) are economically

and statistically insignificant.

Finally, estimates that do not control for region fixed effects show that clerks in government

offi ces are receiving lower wages than private sector clerks residing across the whole country.

This wage penalty of 14.3% is both economically significant and statistically significant at the

1% level (p-value: 0). This can be interpreted to mean that a government clerk in one region

is earning less than a private clerk who could be living in another region. We need to verify

whether this wage differential is due to geographical location or not. In other words, we need

to see whether the wage penalty remains if we compare public and private sector clerks residing

in the same region. If it disappears, then this wage gap can be attributed merely to regional

variations in living standards and not on the sector of employment.

3.3.2 With region fixed effects

In column (2), I control for region fixed effects in order to compare employees within the

same region. Controlling for region fixed effects filters away institutional factors that may

vary across regions. Such regional variation is supported by statistical accounts in Table 3.5

which shows how per capita levels of consumption vary by region. For instance, consumption

in the National Capital Region is equivalent to 186% of the national average while in a region

like Northern Mindanao, consumption is as low as 75% and in the poorest region (ARMM),

consumption is only 46% of the national average.

Estimates in column (2) of Table 3.4 indicate that the public-private wage differentials are

positive, if not statistically different from zero, across all occupation groups. It signifies that

public sector employees compared to their private sector counterparts within the same region
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are actually receiving a higher wage rate. The public wage premium is highest among leaders,

33.6% (p-value: 0). This is followed by the wage premium among public professionals, 27.5%

(p-value: 0), and public sector service workers, 25.4% (p-value: 0). Even after controlling for

region fixed effects, the public wage premium for unskilled workers remain positive at 11.3%

(p-value: 0).

Contrary to the estimate in column (1), public sector associates are found to receive higher

wage rates (5.8%; p-value: 0.113) compared to private sector associates in the same region.

The reversal of direction in column (2) indicates that the (insignificant) wage penalty earlier

estimated for public sector associates may be due to regional heterogeneity. Indeed, an in-

spection of geographic distribution in Table 3.6 reveals that private sector associates are more

concentrated in regions characterized with higher standards of living (National Capital Region

and CALABARZON, where consumption per capita are above the national average), while

public sector associates are evenly dispersed across all regions. This explains the private wage

advantage displayed in column (1) that was overturned after controlling for region fixed effects

in column (2).

The private sector wage advantage for clerks and craft workers disappear once region fixed

effects are controlled for. This indicates that public and private sector clerks (craft workers)

residing in the same region are receiving basically equivalent hourly wage rates. This finding

reflects a similar situation as associates in terms of geographic distribution. Table 3.6 reveals

that a majority of private sector clerks and craft workers are located in regions where per capita

consumption levels are above the national average. Thus, the private sector wage advantage

estimated for these occupation groups in column (1) appears as a consequence of comparing

public sector workers with private sector employees who are mostly concentrated in regions

with higher standards of living. When comparing employees located in the same region, it

occurs that clerks and craft workers in the public and private sectors are not subject to a

significant wage differential.

The wage premium for public agriculture workers remain positive but statistically insignif-

icant. It cannot be said that farmers, fishermen and forestry workers employed by the govern-
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ment are earning more than the private agriculture workers in the same region.

3.3.3 Richer regions vs. poorer regions

In Table 3.7, I present wage differentials within each of two subsets of regions classified ac-

cording to economic activity. Richer regions refer to those with consumption per capita on or

above the median while poorer regions pertain to those below the median consumption level.

It shows that in most cases, the public wage premium is higher within the subset of poorer

regions. For instance, public sector professionals are receiving a wage premium of 44.4% in

poorer regions (p-value: 0) and only 9.1% in richer regions (p-value: 0). Service workers receive

a public wage premium of 53.0% in poorer regions (p-value: 0) compared to 14.9% in richer

regions (p-value: 0). These large premia may be explained by weaker competition between

the public and private sectors in poorer regions where the economy is less vibrant and thus

private sector wages are lower than in richer regions. Richer regions, on the other hand, have

a competitive private sector where market wage rates can catch up with public sector wage

rates.

3.3.4 By age bracket

In this sub-section, I show how the public-private wage differentials vary with years of ex-

perience. Public sector workers may have longer years of work experience relative to private

sector workers, which make them more eligible for higher pay. Indeed, Table 3.2 supports that

on average, government workers are older than private sector employees. Since experience

is directly proportional with age, government employees can be said to have more years of

work experience than private sector employees on average. The OLS estimates presented in

Tables 3.4 and 3.7 account for this potential endogeneity by including age and age2 as proxy

for experience among the demographic variables. These explanatory variables turn up with

the expected coeffi cients: positive for age, 2.3%, and negative for age2, -0.023%, both statis-

tically significant at the 1% level. These estimates confirm the standard inverted U-shaped

relationship between age and wages —increasing during early years and decreasing later on.
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In order to observe the pattern between experience and the public wage premium, I estimate

the public-private wage gap at different age brackets. I sub-divide the sample into 5-year age

groups and apply OLS on eq. (3.1) for eage age bracket. The idea is to group together

employees who have more or less similar years of work experience and to find the pattern in

observed wage differentials between less experienced workers and more experienced workers.

These OLS estimates used the full set of demographic variables except age and age2.

Figure 3.1 (in the Appendix) illustrates the pattern between experience and the public

wage premium on four occupation groups where the estimated differentials are statistically

significant: leaders, professionals, service workers and unskilled workers. It depicts an inverted

U-shaped pattern similar to the relationship earlier found between age and hourly wage rates.

It shows that the public wage premium varies with age, and thus experience, and remains

positive throughout most of an employee’s career. Among employees of similar experience

levels, the public sector employees appear to be receiving a premium over their private sector

cohorts.

3.3.5 By gender

On average, the proportion of females to males in the public sector is higher than the proportion

in the private sector (Table 3.2). I proceed with examining whether women are receiving a

higher or lower public wage premium compared to men. I sub-divide the sample into two

groups, male and female, and apply OLS to estimate eq. (3.1) in each group. This allows me

to estimate the public wage premium within the sub-sample of women and compare it with

the public wage premium within the sub-sample of men. These regressions used the full set of

demographic variables except gender.

Table 3.8 shows that the difference in the levels of public wage premia between men and

women vary depending on the occupation group. Among leaders and among professionals,

women are receiving a higher public wage premium than the public wage premium received

by men. Female leaders in the public sector are receiving 46.1% more (p-value: 0) than

female leaders in the private sector. Male leaders, on the other hand, are receiving a public
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wage premium of 20.6% (p-value: 0.001) over their counterparts in the private sector. Female

professionals employed in the government earn 34.6% more (p-value: 0) than their counterpart

female professionals in private establishments. On the other hand, male professionals in the

government receive a wage premium of 13.2% (p-value: 0.001) over male professionals employed

in the private sector.

For service workers, the story is different. Female service workers are receiving a lower

public wage premium (15.7%; p-value: 0.033) than male service workers (25.4%; p-value:

0). Among unskilled workers, the public wage premium among men remains positive and

significant (13.4%; p-value: 0) while the public wage premium among women disappears.

3.4 The quality of government workers

In this section, I describe the type of workers in the public sector relative to their counterparts

in the private sector. Then I examine the qualities of government employees associated with

the public wage premium measured in the previous section.

3.4.1 Skill level and skill types

One may wonder whether the wage premium observed in the public sector reflects positive skill

selection among government workers. In other words, could it be that public sector workers

are better-skilled than their private sector counterparts? It can be seen in Table 3.2 that a

higher percentage of government employees are college graduates (55%) compared to only 15%

among private sector employees. I proceed with testing whether public sector workers are

equipped with superior skill levels and skill types within each occupation group, controlling

for observable factors such as gender, age, civil status, family size and region fixed effects.

For every occupation group j, I estimate the following probit model on employee i’s prob-

ability of being in the public sector:

Pr(pubi∈j) = c+ δj · demi∈j + γj · sleveli∈j + θj · stypei∈j + σj · µr + εj , (3.2)



58

where pubi∈j is an indicator which takes the value 1 if employee i in occupation group j belongs

to the public sector and 0 if private sector, demi∈j represents the demographic characteristics

of employee i in occupation group j, sleveli∈j refers to the skill level attained by employee i in

occupation group j, stypei∈j pertains to the skill type acquired by employee i in occupation

group j, µr stands for region fixed effects and εj is the error term. Skill level is measured by a

dichotomy between college graduates and non-college graduates (non-college degree holders are

taken as reference group in skill level). Skill types are distinguished according to the category

of college degrees (among college graduates), with general college degree as reference category.

General college degrees comprise Bachelor of Arts and Bachelor of Science programs with no

field of specialization (based on the Philippine Standard Classification of Education). The

specialized skill types belong to one of the following college degrees: education, arts, social

sciences, physical sciences, engineering, agriculture, health sciences and services. The probit

estimates on each of these college degrees, represented by θ̂j , represent the relative probability

of working in the public sector for college graduates with a specialized degree compared to

college graduates with a non-specialized degree.

Table 3.9 presents the marginal effects resulting from this probit estimation. It shows that

among employees in the leaders’occupation group, college graduates are more likely to be in

the public sector. Service workers who have obtained a college degree are also significantly

more likely than non-college graduates to be employed in the government. Thus, the public

wage premia among leaders (33.6% based on Table 3.4) and service workers (25.4%) can be

explained in part by their higher skill levels in terms of college educational attainment.

On the other hand, college graduates who are working as professionals are not significantly

more likely to choose employment in the public sector. The wage premium that public sec-

tor professionals are receiving (27.5%) cannot be associated with higher skill levels among

government employees in this occupation category.

Among employees classified as unskilled workers (helpers, cleaners, messengers, and others)

the public wage premium (11.3%) is associated with higher skill level among government-

employed workers. College graduates in this occupation category are significantly more likely
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to be in the public sector compared with non-college graduates. Public sector employees in

this occupation category comprise 5% of all workers who report unskilled jobs as their primary

occupation. Among public sector workers in this group, 7% are college graduates compared

to 1% among the private sector workers. Unskilled workers in the public sector usually take

on jobs as helpers and cleaners in offi ces, sweepers, construction and maintenance laborers,

messengers, package and luggage porters while those in the private sector include farmhands

and other manual farm laborers, hand packers and other manufacturing manual laborers,

construction and maintenance laborers, helpers and cleaners in offi ces and hotels, messengers,

package and luggage porters.

Analysis can also be made on whether the public wage premium reflects specialization in

the type of skills that public sector workers possess. Table 3.9 shows that employees with

more specialized college degrees are in many cases less likely to be working in the public

sector. Among leaders, those with a college degree in education, social science, physical science,

engineering, agriculture and services are significantly less likely to be in the public sector

compared to those with non-specialized college degrees (Bachelor of Arts and Bachelor of

Science in general programs).

Only among professionals is one specialized degree more inclined to be in the public sector.

Professionals holding a college degree in education are signficantly more likely to be government

employees. This observation is in line with the fact that this occupation group consists of

teaching professionals (60.47% in the sample) and public sector professionals in general receive

a significantly positive wage premium over private sector professionals (27.5%).

The rest of the occupation groups exhibit either a negative probability or a non-significant

difference in probability of public sector employment among workers holding a specialized

college degree. While this chapter does not seek to explain the reasons behind these differences

in probability, it shows that the differential probabilities (when they are significant) are not

associated with the public wage premium except for teaching professionals. Specifically, the

public wage premium among leaders, service workers and unskilled workers do not reflect more

specialization in skill types in the public sector.
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3.4.2 Effort level

Among the ranks of objective factors associated with the public-private wage differential, an-

other candidate points to the level of effort that public sector employees exert on the same type

of job. I estimate the public-private differential in effort levels measured by the employees’

response to a survey question on total number of hours worked during the past week.8 Total

number of hours worked is an observable measure of effort that is also used in standard empir-

ical studies. Although it does not perfectly capture effort in a strict sense, other dimensions

of effort are not as directly measurable as hours worked. Thus, I take this variable as proxy

for effort level, which is reported in the survey data.

To estimate the public-private differential in hours worked, I use the following regression

equation:

hoursi = c+ φj · occj + λj · (pubi × occj) + δ · demi + γ · sleveli

+ θ · stypei + σr · µr + ε, (3.3)

where hoursi refer to employee i’s total number of hours worked in one week, and the covariates

occj , pubi, demi, sleveli, stypei and µr are as defined in Section 3.2 for eq. (3.1). Controlling

for occupation fixed effects through the vector occj effectively accounts for occupation-specific

demands on effort level. The variable of interest, λj , captures the differential in total hours

worked between public and private sector workers within the same occupation group.

Table 3.10 reports the hours differential estimated through OLS. In contrast to the positive

wage premium observed for public sector workers, it shows that government employees report

less hours of work than their counterparts in the private sector. Public sector executives,

managers and supervisors work 2.34 hours less in a week compared with executives, managers

and supervisors in the private sector (p-value: 0.001). Significant differences are also observed

among public sector associates, who work 4.65 hours less than their private sector counterparts

8This is not the same variable I used in calculating the hourly wage rate. For the hourly wage rate, I used
as denominator the number of normal working hours per day.
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(p-value: 0), public sector clerks (4.53 hours less; p-value: 0), public sector service workers

(10.46 hours less; p-value: 0) and public sector craft workers (1.90 hours less; p-value: 0.014).

Professionals in the civil service also tend to report fewer hours of work than counterpart

professionals in the private sector (0.70 hours; p-value: 0.072) although this difference is

smaller than the hours differential in other occupation groups.

Public sector workers are generally found to work fewer hours than their counterparts in

the private sector, and thus exert less effort, while they receive higher wage rates. Figure

3.2 illustrates the discrepancy in wages and effort levels between public and private sector

employees in each occupation category. It depicts the irony that government employees are

earning higher wages than their equivalents in the private sector yet they are exerting less

effort. This is consistent with other studies, both theoretical and empirical, which find that

in general government employees exert less effort than private sector workers (for example,

Buurman et al. 2012 and Dur and Zoutenbier 2013).

3.4.3 Pro-social motivation

The analysis so far cannot in large part associate the observed public wage premium with

public employees’effort levels nor specialization in skills. Examining the wage premium then

leads one to check out other dimensions that distinguish public sector workers from private

sector employees.

There is a growing consensus in the literature that individuals with more pro-social orien-

tation tend to select into the public sector (Francois 2000; Francois and Vlassopoulos 2008;

Gregg et al. 2011; Buurman et al. 2012; Buurman and Dur 2012). In this sub-section, I show

that public sector employees in the Philippines exhibit higher levels of pro-social behaviour rel-

ative to their private sector counterparts. Moreover, this pro-social premium corresponds with

the public wage premium described in the previous section. I measure pro-social behaviour as

a household’s total gifts and contributions to others, a value reported in the survey data as

the sum of gifts and contributions outside the family, contributions to church, contributions to

other institutions, and other gifts and contributions. Giving behaviour represents pro-social
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motivation in the sense that it consists of transfers for the benefit of its recipients while involv-

ing tangible costs to the benefactor. While there are arguably many forms of pro-social action

and pro-social motivation itself, in its pure form, is not perfectly measurable, giving behaviour

is both directly observable and directly correlated with pro-social motivation. For this reason,

I use the value of total gifts and contributions as a proxy measure of pro-social motivation.

I estimate the public-private differentials in giving behaviour through the following linear

regression:

ln(giftsm) = c+ φj · occj + τ j · (pubi × occj) + δ · demi + γ · sleveli

+ θ · stypei + σr · µr + ϕ · hwagei + ε, (3.4)

where giftsm refer to the total value of gifts given by household m where employee i belongs,

hwagei is the hourly wage rate received by employee i, and the rest of the covariates are as

defined in Section 3.2 for eq. (3.1). Controlling for hourly wage rates allows for comparison of

giving behaviour among employees of the same income levels and eliminates the pure income

effect on giving.

The variable of interest is τ j which stands for the difference in the value of gifts given by

households where public sector employees belong and the value of gifts given by households

where private sector employees belong. Table 3.11 presents the results of this estimation pro-

cedure. It shows that public sector employees belong to households who give substantially

more than the households where private sector employees belong, holding all other observable

factors constant. In every occupation group (except agriculture workers, where the public sec-

tor consists only 1%), the public sector premium in gift-giving is economically and statistically

significant. For instance, the public-private differential in gift-giving among professionals is

equivalent to 25.6% of total gifts given by households where private sector professionals belong

(p-value: 0). Likewise, service workers in the public sector are giving more with the difference

equivalent to 25% of the total gifts given by their counterparts in the private sector (p-value:

0.001).
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Figure 3.3 illustrates the association between the public wage premium and the public

premium in pro-social behaviour. In occupation groups with significant levels of public wage

premium (leaders, professionals, service workers and unskilled workers), the corresponding

premium in pro-social behaviour is also substantial. For each of these occupation groups, the

pro-social premium among government employees is of almost equal size as, if not bigger than,

its respective public wage premium.

The wage advantage that public sector workers receive in comparison to their private sector

colleagues are found to reflect the higher level of pro-social behaviour that government workers

exhibit relative to private sector employees. Among the factors examined in this chapter, pro-

social behaviour is by far the one most consistently associated with the public wage premium.

It is worth examining whether this differential in giving behaviour may be motivated by less

altruistic reasons like reciprocity. It can be checked whether public sector employees are giving

more in expectation of receving more in return. This can be analyzed from column (2) in Table

3.11. It shows the public-private differential in gifts received by household m where employee

i belongs, estimated using the same set of regressors in eq. (3.4). I use ln(gifts received) as

outcome variable so the estimates of τ j in this case express the public-private differential as a

proportion of gifts received by households where private sector employees belong.

Column (2) shows that in most occupation groups, the value of gifts received by house-

holds where public sector employees belong is not significantly different from the value of gifts

received by households where their private sector counterparts belong. Thus, it does not give

evidence that the public premium in gift giving is met with a corresponding premium on gifts

received by public sector workers. In cases where the difference is weakly significant (at the

10% level), public sector employees appear to be receiving less gifts. Only the group of un-

skilled workers stand out. Unskilled workers in the public sector are found to be receiving more

gifts than their counterparts in the private sector (13.7%; p-value: 0.044) and this difference

is statistically significant. These public sector unskilled workers are also giving more than

those in the private sector (40.6%; p-value: 0) as column (1) indicates. For this group, the

public-private differential in net gifts given may be more salient. Net gifts given by household
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m where employee i belongs is measured as the difference between total gifts and contribu-

tions to others and the value of gifts it received. Column (3) shows that the net gifts given

by households where public sector unskilled workers belong is higher than the net gifts given

by the households of their private sector counterparts. The difference is estimated as 21.8%

of the net gifts given by households of private sector unskilled workers (p-value: 0.085). This

public-private differential is closer to the size of the public wage premium (11.3%; p-value: 0)

earlier found for unskilled workers than is the differential in total gifts given (40.6%; p-value:0).

Thus, the public-private differential in net gifts given by unskilled workers is a better reflection

of the public wage premium in this occupation group. Nevertheless, the positive association

between pro-social behaviour and public wage premium remains across all occupation groups

where the public-private wage differentials are significant.

3.4.4 Risk aversion

Since the government offers more job security and predictability than private sector employers,

it may be inclined to attract workers who are more risk averse than private sector workers.

Existing studies in other countries confirm this hypothesis (Bellante and Link 1981; Buurman

et al. 2012; Dur and Zoutenbier 2014). In this sub-section I test whether public and private

sector workers in the Philippines exhibit different levels of risk aversion and if so, whether this

difference corresponds to their wage differentials.

I compare risk aversion levels between public and private employees using proxy indicators

of risk aversion available in the data set. The only proxy variables contained in the survey which

can capture some aspects of risk aversion are tobacco consumption and spending on alcoholic

beverages, both at the household level. Because these two commodities pose health risks, lower

consumption levels may indicate higher degrees of risk aversion. I estimate differential rates of

risk aversion between public and private sector workers based on consumption of commodity
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k ∈ {tobacco, alcohol} with the following regression equation:

ln(conkm) = ck + φkj · occj + ρkj · (pubi × occj) + δk · demi + γk · sleveli

+ θk · stypei + σkr · µr + ϕk · hwagei + ε, (3.5)

where conkm is total expenditure on risk commodity k in householdm where employee i belongs,

hwagei is the hourly wage rate that employee i earns, and the rest of the covariates are as

described before. By including the hourly wage rate, this equation controls for income effects

on consumption and effectively compares public and private sector employees at similar income

levels.

The variable of interest is ρkj which represents the difference in risk-taking behaviour be-

tween public and private sector employees in occupation group j. Table 3.12 presents the

public-private differentials in risk-taking in terms of tobacco consumption (column 1) and al-

coholic beverage consumption (column 2). It shows that there is no statistically significant

difference in tobacco consumption between public and private workers across all occupation

groups. If risk aversion is measured in terms of consumption of a health-risk commodity such

as tobacco, then there is no observed difference in risk aversion levels between the two sectors.

On the other hand, if risk aversion is measured in terms of spending on alcoholic beverages,

then some differentials turn up in some occupation groups. These are the same occupation

groups for which the highest levels of public-private wage gaps were observed. Leaders and

professionals employed in the government report lower consumption levels of alcoholic bever-

ages compared with their private sector counterparts who earn the same wage rates. This can

indicate that government executives, managers, supervisors and professionals may be more risk

averse than their equivalents in the private sector. In a way, part of the public wage premium

these employees are receiving may be interpreted as compensation for their risk aversion.

On the contrary, government workers in the services sector as well as publicly-employed

unskilled workers, who likewise enjoy substantial wage premia, tend to consume more alcoholic

beverages than their private sector counterparts. Public sector employees in these occupation
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categories may be construed as being less risk averse. Thus, the wage premium they are

receiving cannot be expressed as compensation for risk aversion.

Figure 3.4 summarizes the comparison of public-private wage gaps and risk aversion differ-

entials in these four occupation groups. The public wage premium for leaders and professionals

corresponds with higher degrees of risk aversion. For service workers and unskilled workers,

the public wage premium corresponds with lower levels of risk aversion relative to their coun-

terparts in the private sector.

3.5 Alternative estimation strategies

In this section, I describe alternative approaches in estimating the public-private wage dif-

ferentials and show that the estimates in Section 3.3 are robust to an alternative matching

strategy. These approaches sub-divide the sample into occupation groups and estimate the

wage gap within each sub-sample. One strategy is standard in the empirical literature and

applies OLS in estimating the public-private wage differentials. Another approach is to match

individuals based on propensity scores and measure the wage difference between public em-

ployees and their resulting matches in the private sector. These alternative approaches have

advantages and disadvantages compared with the main empirical strategy I have employed in

this chapter. By splitting the sample into occupation groups, each estimation makes use of

fewer observations and thus carries lower statistical power. On the other hand, propensity

score matching (PSM) has the intuitive appeal of identifying reasonable matches with which

to compare public sector employees. In this section, I show that the OLS estimates within

sub-samples suffer from poorer fit compared with the full sample estimates as a consequence of

the smaller size. As a result, its estimates of the wage differentials are lower in magnitude al-

though they display the same direction and levels of significance. On the other hand, estimates

based on PSM are close to the full sample estimates described earlier, in terms of magnitude,

direction and statistical significance. This matching approach provides further support to the

estimates of public-private wage differentials measured through this chapter’s main empirical

strategy described in Section 3.2.
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3.5.1 OLS within each occupation group

With this approach, the public-private wage differential in each occupation group j is estimated

by OLS from the following equation:

ln(hwagei∈j) = c+ β̃j · pubi∈j + δ̃j · demi∈j + γ̃j · sleveli∈j

+ θ̃ · stypei∈j + σ̃r · µr + ε, (3.6)

where pubi∈j is an indicator which takes the value 1 if employee i in occupation j belongs

to the public sector and 0 if private sector, and the rest of the covariates for each individual

i belonging to occupation group j are as explained previously for eq. (3.2). The variable

of interest is β̃j which measures the difference in wages between public and private sector

employees in the sub-sample of each occupation group. Table 3.13 presents the results of this

estimation approach vis-a-vis the full sample estimates described earlier (from Table 3.4 column

2). It shows positive and significant public wage premia in the same occupation groups where

the full sample regressions revealed significant wage differentials. However, the sizes of these

differentials are mostly smaller in the sub-sample regressions. For leaders, the public wage

premium is estimated at 17.8% (p-value: 0.001), lower than the 33.6% public wage premium

(p-value: 0) estimated in the full sample. For professionals, it is 15.6% (p-value: 0) compared

with the 27.5% (p-value: 0) in the full sample. For service workers, the public wage gap is

estimated at 21.3% (p-value: 0) in the sub-sample regression, lower than the 25.4% (p-value:

0) found in the full sample. For unskilled workers, the estimated public wage premium within

the sub-sample is 14.9% (p-value: 0), slightly higher than the 11.3% wage premium (p-value:

0) estimated from the full sample.

Each sub-sample regression in Table 3.13 displays lower levels of adjusted R-squared com-

pared with the full sample regression so it cannot be considered a better fit. The resulting

estimates of the public-private wage differentials cannot be considered more precise than the

full sample estimates described in Section 3.3. At best, they confirm that public sector em-

ployees are receiving a wage premium over their private sector counterparts. For more precise
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estimates of the size of this wage premium, I turn to another alternative approach that involves

matching employees in the public and private sectors within each occupation group.

3.5.2 PSM within each occupation group

With propensity score matching, employees in the public sector are matched with their counter-

parts in the private sector based on the conditional probability of working in the public sector

given a set of observed covariates. This conditional probability is summarized in propensity

scores. Private sector employees within the neighborhood of each public sector employee’s

propensity score are considered good matches with which to compare wages. The wage differ-

ential due to sector of employment is measured as the difference in observed wages between

public sector employees and their resulting matches from the private sector in the same occu-

pation group.

To generate propensity scores, I use the same set of covariates in eq. (3.6) :

X ∈
{
demi∈j , sleveli∈j , stypei∈j , µr

}
(3.7)

for each employee i in occupation j. Based on these propensity scores, public sector employees

are matched with their private sector equivalents (I use the matching algorithm which takes

the nearest 5 neighbors, with replacement).

Table 3.14 presents the results of propensity score matching within each occupation group.

In occupation groups where matching was properly achieved, the wage differentials, represented

by the average treatment effects on the treated (ATT), resemble the OLS estimates of wage

differentials from the full sample. (Estimates of ATT represent the difference between public

sector employees’ actual wage rates and their counterfactual wage rates if they had been

employed in the private sector instead). For instance, the public wage premium on professionals

is estimated as 28.5% by PSM, statistically significant at the 1% level, just like the 27.5% wage

premium estimated by OLS from the full sample. For service workers, PSM found a public wage

premium of 30.3% (statistically significant at the 1% level) compared with 25.4% premium (also
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statistically significant at the 1% level) estimated from the full sample. For unskilled workers

the public wage premium is estimated by PSM at 15.4% whereas it is measured at 11.3% by

OLS from the full sample (in both cases, statistically significant at the 1% level).

While the concept of propensity score matching identifies an objective procedure in match-

ing public and private sector employees, one drawback in estimating the wage differential by

PSM is that proper matching cannot be achieved in some cases. In particular, the group of

leaders in the public sector cannot be properly matched with their private sector counterparts

based on propensity scores. The standardized bias in covariate matching within this occu-

pation group is 7.44%, higher than the maximum acceptable standardized bias (5%) in most

studies that use PSM (Caliendo and Kopeinig, 2008). In addition, the Pseudo R-squared is

not low (0.373) which is a further indication that the match quality is not satisfactory. For

this reason, estimates of ATT and thus the wage differential between public and private sector

leaders cannot be reported as valid. The same is true for the case of agriculture workers and

unclassified workers, for which I do not report estimates of the wage differentials.

Nonetheless, matching by propensity scores validates the estimates of public-private wage

differentials generated through the main empirical strategy in this chapter. It confirms that

public sector employees in the Philippines are receiving a wage premium over their counterparts

in the private sector. Moreover, the size of this wage premium estimated by OLS from the

full sample is virtually precise if we take results from the matching procedure as a point of

comparison.

3.6 Summary and conclusion

This chapter finds that public sector workers in the Philippines are receiving higher hourly

wage rates compared with their counterparts in the private sector. This situation is different

from other developing countries where government employees appear to be receiving lower

wage rates than private sector employees.

This study also demonstrates that the public wage premium in the Philippines is being

paid on employees whose skills are less specialized, who exert less effort but altogether are
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more pro-social than their private sector counterparts. While this chapter does not attempt to

explain the reasons behind these wage differentials nor the process involved in setting wages, it

describes the relationship between the public wage premium and the quality of public workforce

in the Philippines.

This study finds that employees in occupation groups subject to a higher public wage

premium are characterized with more pro-social behaviour. Among the traits examined in this

chapter, pro-social behaviour is the quality that is most consistent and clearly associated with

the public wage premium. This observation establishes that higher wages in the public sector

corresponds with more pro-social motivation among government workers.

Differentials in effort level also reveal systematic results. While government employees are

found to receive higher wages relative to their private sector counterparts, they are also found

to be working fewer hours.

This chapter finds that college graduates are more likely to work for the public sector

than are non-college graduates. However, among college graduates, those who obtained more

specialized degrees tend to be employed in private establishments rather than in government

agencies. As a result, government employees are characterized with skills that are less spe-

cialized than those of private sector employees. Thus, the public wage premium cannot be

interpreted as a premium for skill specialization in the government’s workforce.

The findings of this chapter signify that the existing set of public sector workers consists

of employees who would have been receiving lower wages if they had been employed in the

private sector. In other words, their private market value is lower than what they are presently

earning because their counterparts employed in the private sector are receiving lower wages. If

the private sector wage rate reflects the quality of its own employees, then the lower wages that

private employers pay the counterparts of existing public sector workers serve as an indication

of the actual quality of these government employees. Their counterparts are those who are

receiving lower wage rates and are therefore of lower quality by market standards.
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Appendix to Chapter 3
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