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I £ <ECUTIVE SUMMARY

Digital convergence offers an opportunity to poor countries to pole-
vault to development and narrow the digital gap with advanced economies.
At the same time, the opportunity costs and the risks of economic exclusion
from missing out on this next wave of development may increase existing
inequalities across countries and income/population groups.

To realize the benefits of convergence, it is critical to put the right
policy environment that is reflective of the information era and that creates
an incentive structure for long-term capital investment to key economic
sectofs.

Ironically, the Philippines is not yet ready to embrace convergence.
The country is one of very few countries with restrictive rules on foreign
capital written in its Constitution. These constitutional provisions are
central to the issue of raising foreign direct investment, and to the provision
of the information infrastructure needed to underpin a modern, networked
economy.

Technological innovations easily transcend national policy settings and
traditional regulatory structures. The Constitution is too rigid to respond
to these changes. Thus, it might be necessary to remove these “nationalistic”
provisions. To be clear, amending the economic provisions does not mean
abolishing all restrictions to foreign ownership of mass media and other
utilities. Butitis necessary to put any restriction within a framework that
permits policy makers to make the adjustments when it is in the country’s
interest to do so.

While the constitutional route is the right path to correct these past
mistakes, it has been so far a long-drawn process with no certain resolution
in the short-term. More importantly, convergence process is now taking
root and the policy and institutional environment remains insufficient to
attend to issues relating to competition and interconnection. In lieu of
the constitutional reforms, it is best that Government optimize other viable
options to expedite the provision of information infrastructures, e.g. BOT
models. It also needs to fine-tune existing and prospective policies to
clarify policy ambiguities pertaining to the rules of competition and
interconnection.
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I
Convergence is
essentially about
redefining market
and industr
structures. It is
bringing in industrial
changes both at the
horizontal level
where traditionall
separated industries
compete with each
other, and at the
vertical level where
new partnerships
emerge.

Congress may allow foreign ownership in advertising and in
mass media, in recognition of globalization of information, and
of capital needed to achieve international standards for
operation of such media.

Consultative Commission to Propose
Revision of the 1987 Constitution,
December 2005

INTRODUCTION AND OVERVIEW I

The Dawn of Converging Markets

The last decade has seen an incredible expansion in access to
information and communication technology (ICT), as well as an
explosion in applications. This is largely due to rapid expansion
and diffusion of new technology whose impact to national policy
has been far-reaching. Driving this transformation is the process of
convergence in which different markets and technologies are coming
together. Across the globe, governments are grappling with the
challenges and benefits being raised by convergence. Developing
economies are finding their niches in this next wave of innovation,
and looking for opportunities to leapfrog technology and short-cut
regulatory change.

Convergence is essentially about redefining market and industry
structures.! It is bringing in industrial changes both at the horizontal
level where traditionally separated industries compete with each
other, and at the vertical level where new partnerships emerge. The
scope and breadth of convergence comprise telecommunications,
broadcasting, and the entire knowledge and transaction-intensive
service sector.?

The transformation is already evident in the media marketplace.
Media and telecommunication firms are changing the way they
provide their services and the way they apply their business models.
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Today, these firms develop into multi-media entities providing
different services, such as integrating editorial side operations from
print, web and broadcast divisions.

The expediency of economics is the key to the decision process
of these firms. The opportunity that convergence presents in terms
of efficiency gains is a strong motivation for these firms to take part
in the changes, and if possible, emerge at the forefront of an
increasingly transnational and competitive market. From the firm
level perspective, digitalization and converging technologies are
actually increasing the trend towards expansion, diversification and
concentration of ownership among leading players in the sector.”
Enlarged, diversified and highly integrated firms which can spread
production cost across wider products and geographic areas appear
to be well-suited to take advantage of the technological changes.
As convergence intensifies, one wonders whether or not the
Philippine service sector can flourish under this competitive
environment.

An Issue for the Government

Embracing convergence is relevant not only to private firms
but more to government policy to leverage growth prospects in
the future. These technological innovations are leading the way for
extensive information infrastructures that are essential for modern
economies. This new economic structure is often characterized by
the presence of integrated broadband networks offering high-speed
access for a variety of services and content. In view of its implication
to the economy, public policy does matter in convergence.
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For the potential of convergence to be realized and the backbone of an effective
digital economy to be developed, the government must provide a policy

environment that is reflective of the information era.

The opportunity costs of not developing an appropriate policy
and regulatory framework are high and are evidenced in the
widening digital divide. Countries that are unable to take up the
challenges are increasingly marginalized, not only from the global
network economy, but also in their ability to deliver on their own
developmental objectives.
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Improving the Policy Environment

The drag on the national economy by outmoded investment
policies as embodied in the 1987 Constitution is evident in the slow
growth of the ICT market. The 2007 Global Information Technology
Report by the World Economic Forum —which ranked different
countries according to Networked Readiness Index (NRI)—has
shown the country lagging behind its Asian neighbors in terms of
adapting and diffusing technology.* Among 122 countries surveyed,
the Philippines ranked 69, while Malaysia (26™), Thailand (37") and
Indonesia (62™!) were in much better positions.

The pressure of convergence therefore brings into sharp focus the imperative to
review the policy and constitutional framework in light of the changing industry
structures and business models being brought to bear by convergence. Constitutional
provisions on foreign capital and ownership, particularly in the domains of public
utilities and mass media, have been long regarded as binding constraints to a more
liberalized, competitive economic environment.

The transition to a converged market will involve complex and
costly arrangements as different industries are adapting convergence
at different paces. More so, the provision of physical infrastructure
and commercial systems for electronic services that underpin digital
convergence will entail massive investment to successfully manage
the transition. Hence, policy should aim at the creation of a favorable
environment for foreign investment to take place.

Other than the investment regime, institutional and regulatory
issues need to be clarified in convergence. To be fair, the government
has taken the challenge of creating a globally harmonized legal
framework that will seamlessly integrate with existing laws and
domestic policies. Recent policy initiatives such as the e-commerce
law, however, are still lacking when taken in the context of the
explosive growth of global ICT industry.

The current legal, regulatory and policy framework for the ICT
sector—much of which was outlined in the Public
Telecommunications Policy Act (RA 7925)—is already deemed
outdated and no longer effective in addressing the many innovations
in the sector such as the Internet, which was a relatively unknown
concept when RA 7925 was being deliberated upon.
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of new ways of communicating and accessing information.

New policies must address the effects of new technologies as well as the advent

I DRIVERS OF CONVERGENCE

The extent and scope of convergence is best understood by
beginning with a discussion about technology, which is a key
determinant of the sources of economic value and the center for
market power.” Business and policy strategies are designed to
exploit a technology’s capabilities in order to achieve economic
value. It also noteworthy that the public sector has found ways of
enhancing transparency and accountability by using ICT to open
up government processes and to increase public access to
information. It is impossible to understand how new technology is
affecting and shaping those policy interventions and strategies
unless the relationship between technology, industry structures,
and the policy framework is adequately understood.

Technological Drivers

Traditionally, audio, video, data and voice communication
services were accessed through different networking infrastructures
and distinct terminal devices. For example, personal computers
connected to the Internet, televisions picking up broadcast signals,
telephones connected to copper/fiber local loops, or mobile devices
connected to wireless networks. Industries in the traditional mode
basically rely on analog or physical networks to deliver their
outputs.

Today, the frenetic drive towards convergence is largely
attributed to the migration of networks from analog to technology
based on an Internet Protocol (IP).°

Three main technological factors are driving convergence.

It is impossible to
understand how new
technology is
affecting and shaping
those policy
interventions and
strategies unless the
relationship between
technology, industry
structures, and the
policy framework is
adequategl
understood.
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Firstis digitalization, the reduction of pieces of information to the form of digits in
a binary code consisting of zeroes and ones, which makes it possible for content
for mass distribution (e.g. movies) and personal consumption (e.g. photographs)
to have the same form.’

The second involves reductions in cost and physical size alongside with increases
in computing power. This allows processing in small digital devices such as mobile
phones at costs that are decreasing over time, allowing such devices to expand
at arapid rate.

A consequence of both digital processing and increases in
computing power is data compression and an increase in a channel’s
carrying capacity even if its bandwidth remains fixed.?

Third, and more recent, is the growth in the use and universality of IP-based packet
switching data transmission.

The IP is the common “language” that allows different types of
information such as e-mail to travel seamlessly over the same
network.” The dominance of IP as a transmission protocol increases
inter-operability between different services, as well as different service
providers.”” This reduces barriers of entry, as it is easier to make a
new service or new content available to a wide audience.

Market Factors

Convergence is enabled by technological innovations and is
driven by market factors." Based on the 2004 Economist’s survey of
100 executives, three market factors were identified as driving the
adoption of converged network services —migration to IP-based
networks, broadband penetration, and competition from new service
providers.”? First, the increasing use of IP-based networks allows
service providers to reduce cost because IP as an open platform
allows for strong competition in the development of network
technology.
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Second, broadband penetration is one of the biggest market
drivers of convergence, since it enables faster IP-based services. In
the United States, the Federal Communications Commission (FCC)
reported that high-speed access lines to the Internet reached over
47 percent of all households and small businesses by mid-2004,
whereas Western Europe recorded 20 percent broadband
penetration.” But it is in East Asia where broadband access is most
advanced. In Japan and South Korea, over 70 percent of all
households and businesses have broadband connection.

Third, the horizontal and vertical integration of content and
service providers has formed new synergies that enable firms to
offer bundled services and deliver them to the customer over one
access network. The bundled services include e-mail, SMS, and
Web browsing. By being able to offer all types of communication
services over one network, it is possible to enter closed markets
and compete with incumbents.

Network operators see convergence as away to shore up falling revenues. The
main point for market integration is to enable industry players to expand across
industries. The clear motive here is to find new growth areas where incremental
revenues are promising and economies of scope and scale are inherent features.

Moreover, the OECD (2006) noted: “one of the driving forces
behind the introduction of multiple-play services is the desire of
telecommunication and cable operators to offset revenue losses
from increased competition to their core services.”'* Further, as
these industries reach their market limit as indicated in the declining
average-revenue-per-unit (ARPU) of their services, the need to
diversify service offerings makes economic sense.

I sHIFT IN POLICY PARADIGMS

In recent years a number of reports have identified the digital
economy as a key area of future economic growth and social
development. Subsequently, the government under President
Gloria Macapagal-Arroyo launched the “National Information
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Technology Plan” —a policy framework for ICT development for
the next 10 to 25 years, embodying a broad strategy to spur the
country’s global competitiveness.

Many of the policy challenges raised by the digital economy may
have been addressed from the legal and regulatory perspective. For
example, the government passed into law an electronic commerce
measure that deals with electronic contracting issues such as binding
effect, legality and enforceability of electronic documents. This
legislation reflects the importance of a robust, accessible and
innovative transaction environment for electronic services as basis
for consumer and supplier confidence.

However, convergence is about the physical infrastructure and commercial
systems for electronic services. The policy approach to convergence is to
establish robust and competitive digital networks, industry structures and
business models. From this perspective, the fundamental challenge is to shift
policy focus away from traditional industry-specific interventions. The structure
of legislation still reflects the current realities of the industry both in terms of
the key service definitions and foreign ownership restrictions.

Policy needs to be
tflexible enough to
ensure the
achievement of the
desired national
outcome in the wide
range of plausible
scenarios that could
emerge from industry
restructuring.

If the industry structure changes, then the policy framework no
longer applies. In convergence, there is a transition between two
structural models for service delivery.” The traditional model has
been defined by analog or physical technologies that favor mass
production, domestic focus, and vertically and horizontally
integrated corporate structures.

Conversely, the new service delivery model uses digital networks
that favor mass customization, an international market focus, and
vertical separation between the services the users see and the
underlying delivery platform.'® The process of convergence results
in a services sector that is more fragmented, competitive and
international in its outlook. Hence, policy needs to be flexible enough
to ensure the achievement of the desired national outcome in the
wide range of plausible scenarios that could emerge from industry
restructuring.
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I DEVELOPING COUNTRY PERSPECTIVES

Digital network platforms, applications and services share the
common characteristic of high upfront (possibly sunk) costs. At
the level of networks, the migration to a digital platform —which
can be achieved through network upgrades or deployment of new
network technology'” — likely accounts for the bulk of convergence

investment. For instance in American metropolitan areas, upgrades ——
of existing networks has been estimated to cost about US$ 250-500 Digital network
per home, while deploying fiber solutions may cost up to US$ platforms,
2,500 per household.™ applications and
services share the

For developing countries, the basic network infrastructure _common
remains a major handicap to digital readiness. Convergence creates characteristic of hl%h
new services and applications that are bandwidth intensive, which upfront (possibly
requires an existence of broadband network. However, the rate of sunk) costs.

investment supporting rapid technological development and
deployment has been highly biased toward the developed world.
In per capita terms, developed countries spend as much as nine
times the amount spent in developing countries on
telecommunication and ICT."

Table 1: Investment and Expenditure in Telecommunications and ICT
Investment per Investment % Investment US$ Average ICT
Region capita (average GDP (average millions (additive = expenditure as
1995-2002) 1995-2002) total 1995-2002) % of GDP
SSA 6.1 1.0 22,600 6.3
EAP 17.3 1.4 231,800 6.1
ECA 14.7 0.7 55,000 5.8
LAC 35.9 0.9 131,600 5.6
MENA 19.6 0.6 29,500 5.2
SAR 2.6 0.6 27,000 5.2
Developing World 13.7 1.0 497,400 5.7
Developed World 138.5 0.5 985,500 8.2
World 34.2 0.6 1,482,900 6.5

Source: World Bank, 2005
Notes: SSA (Sub-Saharan Africa), EAP (East Asia & Pacific), ECA (Eastern Europe), LAC (Latin America), MENA
(Middle East & North Africa) and SAR (South Asia)
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A recent estimate of the World Bank suggests that, from 2005 to
2010, investment requirements for new capacity in developing
countries will exceed US$100 billion or roughly about 1.2% of
GDP.? In this respect, capital investment is critical to the
development of robust networks. And because developing
countries often lack the capital —as well as the technology and
managerial know-how, many have turned to private investors,
domestic and foreign.

Table 2: Telecommunications Investment Requirements

Annual Requirements for Developing World Telecommunications Investment, 2005-2010

New Capacity Maintenance
Developing World, US$ millions 104,986 82,040
Developing World, % GDP 1.2% 96.0%

Source: World Bank, 2005

|
There is strong
evidence that
countries that have
fostered private
competition under
capable industry
regulators have seen
faster roll-out of
network services and

lower costs.
|

There is strong evidence that countries that have fostered private
competition under capable industry regulators have seen faster
roll-out of network services and lower costs. Moreover,
independent regulation and competition together raise private
investment by 50 percent. Particularly important in the
telecommunications and ICT sectors is the ability to attract foreign
direct investments (FDI).

Historically, telecommunications and ICT companies in
developing countries are run as public monopolies often burdened
with organizational and operation deficiencies. Domestic private
investors usually have no experience in managing these
enterprises, and are not able to provide all the required capital
investment by themselves.

It is important to note that FDI has been the major source of
private participation in telecommunications infrastructure projects
to date.” FDI accounted for approximately 83 percent of all private
investment in telecommunications companies in most developing
countries over the period from 1990 to 2002.% Despite this, the policy
investment regimes in fourteen Asian economies — the Philippines
included —have restrictions, ranging from 30 to 49 percent of total
equity as a maximum foreign share.

FDI restrictions not only place a maximum limit on potential
foreign private investments, they can also deter such investments
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altogether. Restrictive ownership arrangements separate
management from facing investor risks, and reduce foreign
investors’ incentives for transfer of management expertise to the
tirm, thereby curbing effective, profit-oriented management.
Moreover, the lack of clear policy for such investments prolong
negotiation, increases the risk in long-term partnership, and
discourages future investments.

Table 3: Restrictions on Foreign Participation/Ownership of
Telecommunications Service Operators, Selected Countries, 2003 (Percentage
Allowed)
Facility- Local Long Distance International
Country based Spectrum- Services Service Service
Operators based Operators Operators Operators
India 49 49 49 49 49
Kenya 40 40 40 40 40
Malaysia 30 30 30 30 30
Mexico 49 49 49 49 49
Philippines 40 40 40 40 40
Poland 49 49 49 49 49

Source: World Bank, 2005

In the right policy and regulatory environments, foreign
investments in ICT can make considerable returns. At the same
time, FDI restrictions constitute one of a number of factors that can
encourage or deter private investors in competitive ICT regimes.

I CONVERGING INDUSTRIES

IN THE PHILIPPINES: TRENDS AND OUTLOOK

Traditional industries such as print media, broadcasting and
telecommunications are normally considered separate markets.
They have different content offered by different means, are based
on different business models, and address different markets.
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Nowadays, digital convergence has blurred the divisions between
different media and communication products and markets. The
implications of convergence in the structure, content and social
functions of media and communication entities are expected to be
far-reaching. Under these changing conditions, emerging market
structures and their policy prerogatives make it relevant to review
the performance, trends and outlook in Philippine media and
communications, and to consider evidences and extent of
convergence readiness in any of them.

The Philippine Press

The Philippine press enjoys very little state supervision—
considered one of the most liberal in Asia. The vibrancy of press
freedom draws its strength from the 1987 Constitution and its
guarantee of the right to free expression.”

There is no prior review or censorship, and in theory, the press
can report on what it wants, subject only to restrictions set by libel,
slander and sedition laws. These constitutional guarantees have
provided Philippine media very wide latitude to report on events
and issues. However, ownership of newspapers is restricted only
to Filipinos or to Filipino-owned corporations.

The economist Gerardo Sicat notes: “Such provisions created a
beachhead for a particular kind of nationalism in economic matters.
This nationalist spirit supplied the essential restrictions to shield
Filipino enterprises from competition and endow them with many
forms of preferential subsidies.”** Accordingly, the Philippine
Constitution states that “the ownership and management of mass
media shall be limited to citizens of the Philippines, or to
corporations, cooperatives or associations wholly owned and
managed by such citizens.” (Article XVI, Section 10).”

Based on the Philippine Media Factbook (2004), there are 645 print
publications, 90 percent of which are newspapers and tabloids,
and 7.6 percent are magazines with a circulation of 1.27 million.*
Newspaper readership for both broadsheets and tabloids in Metro-
Manila is twice as high as that in most urban areas in the country.
The readership gap is attributed to the fact that most national dailies
are printed in the capital region for easy and immediate accessibility
of copies.
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Total advertising expenditure in the Philippines (in television,
radio, press, and magazines) grew steadily from US$605 million
in 1996 to US$2.5 billion in 2006 representing an average growth
rate of 15.6 percent.”” However, only 7 percent of advertising
expenditure went to print media (from 21 percent in 1996),
compared to 76.7 percent for television. Moreover, the growth of
print advertising has lagged behind that of TV and radio. From
1996 to 2006, TV and radio advertising grew by 18 and 17 percent,
respectively, while print was limited to 2.4 percent growth.

It is widely believed that the continuing growth of commercial
television, as well as cable and satellite, will further weaken
advertising revenues in the newspaper segment. Despite this
challenge, advertising will remain the main source of revenue
(between 50 and 75 percent) for healthy newspapers. New strategies
through the use of new technology are being devised to increase
its share in the brand advertising market. Improved printing
quality and special color supplements are some means to attract
more expensive advertisements.

The next step in the introduction of new technology is probably
linked to new forms of distribution of information. Through Internet
services and electronic printing, this process has already begun.
Maslog (2000) noted that, in a survey conducted among the nine
broadsheets in 1993, all the newspapers said they were already
using computers in their operations —seven in news writing, eight
in editing, nine in typesetting and nine in accounting.” Today, eight
of the Metro Manila broadsheets and two provincial dailies have
gone on-line.

Television and Radio Broadcasting

Unlike the press, the broadcast media in the Philippines is
covered by a greater degree of regulation. Three main regulatory
bodies are involved: the National Telecommunication Commission
(NTC), the Kapisanan ng mga Brodkaster sa Pilipinas (KBP), and the
Movie and Television Review and Classification Board.?
Moreover, Philippine radio and TV stations need licenses from
the NTC to operate. The NTC also assigns frequencies and
promulgates and enforces guidelines for station operations.
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Broadcasting in the Philippines is mostly privately owned and
free from government controls. This makes Philippine broadcasting
unique in Asia, where radio and television are predominantly in
the hands of government. The government owns one radio-TV
network, PTV Channel 4, and still controls two privately-owned
networks —Channel 9 and Channel 13 —which it had sequestered
after the overthrow of the Marcos dictatorship in 1986. Four other
channels are privately owned — Channel 2 by ABS-CBN; Channel 5
by ABC network; Channel 7 by GMA network; and Channel 11 by
a religious group.”

All constitutional provisions and laws, particularly on foreign ownership, which
govern the print media also apply to the broadcast media. In practice, however,
the broadcast media are not as free and outspoken as the print media in
criticizing government. They are more entertainment-oriented and are more
vulnerable to pressures from the government because of the licensing
requirement.3!

In 2004, the Philippine Media Factbook reported 651 broadcasting
stations throughout the Philippines, of which 401 are FM stations.*
The bulk of these are commercial radio stations, although the
government has retained ownership of 32 AM and one FM station.
AM radio is still dominant nationwide, except in Metro Manila
where FM radio controls 68 percent of the listenership. On the other
hand, television has edged radio as the top medium, as it gained
exposure from 57 percent in 1994 to 62 percent after nine years.
The cost of a television set has become reasonable with new
technologies for mass production.

Maslog (2000) cited that there is a fairly large concentration of
ownership in the Philippine broadcasting industry.* For the 116
TV stations in 1999, only 32 broadcast companies own them. The
companies range in size from single station to the largest networks
with 34 radio stations, the Radio Mindanao Network; or with the
30 TV stations, the GMA Network. Local big businessmen own
both networks. The 10 largest radio networks own 224 of the 517
radio stations (in 1999) and the two largest TV networks own 38 of
the 116 television stations.

Television continues to be the preferred advertising medium
in the Philippines. Television advertising grew at an average
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growth rate of 17.8 percent between 1996 and 2006, faster than any
other advertising medium and surpassing the advertising industry’s
average growth (15.6%) for the same period.* The share of television
advertising expenditure rose from 63.4 percent in 1996 to 76.7
percent in 2006. Radio advertising expenditure as a percentage of
total advertising expenditure increased from 15.6 percent in 1996
to 17.0 percent in 2006. Print advertising’s percentage decreased
from 21.0 percent in 1996 to 6.2 precent in 2006.

There is relatively little penetration of digital technology in the
traditional television transmission to households, so the current
industry is still traditionally structured. The bandwidth limitations
of wired infrastructures in the country mean that television
broadcasting has not fully embraced convergence, and will continue
to be so until a digital alternative capable of carrying real-time video
of sufficient quality is available.

Fig. 1. Adverstising spending growth by medium
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At current capacity of 31 Mbps (national bandwith within the
country)®, the broadcasting industry cannot provide video services
considering the capacity requirement of digital TV is at least 100
Mbps. Even if the access networks in some residential areas are
increased to be able to provide the required capacity, the backbone
network will have to be upgraded accordingly to enable the wide
deployment of ADSL technology, cable broadband services, and
digital television, none of which are likely to be widely distributed
for some time.

The radio industry can be an intermediate case. The narrow
band Internet has offered adequate bandwidth to be used as an
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audio delivery channel, but a number of factors prevent this being
a complete substitute for traditional broadcast radio, e.g. the lack
of portability and the inconvenience of using a PC as the access
device. In addition, there are significant commercial difficulties
associated with establishing a new on-line audio service,

I

The slow progress of

Fay-TV in the
hilippines is partly

due to some of the

inadequacies within particularly the marketing costs required to establish market share,
the legislative and ongoing uncertainty about audience size and advertising
framework. Some revenues.

features within the

regulatory

framework are pro-

market, and should Cable and Satellite

thus promote a
vibrant and active
industry. However,

The development of transmission methods of video
programming other than free-to-air television broadcasting, and

many restrictions, in particular the growth of cable television, has significantly altered
most notablv as competition for audience in the television industry. The country
regards foreien has about 239 registered cable television operators with hundreds
investment, has more awaiting approval of their applications. The total number of
hampered the cable TV subscribers was 910,000 by the end of 2005.%

growth of cable TV.

in the Philippines. Commercial-free, 24-hour TV viewing has made cable
I

television popular, especially with the urban upper and middle
classes. They can afford the average monthly subscription fee of
US$15. Cable TV operators have realized that the TV market was
“segmenting on its own.”* The English-speaking middle and upper
classes were opting for cable, while the Filipino-speaking, lower-
income groups now formed the main audience for the local
networks.

The slow progress of pay-TV in the Philippines is partly due
to some of the inadequacies within the legislative framework. Some
features within the regulatory framework are pro-market, and
should thus promote a vibrant and active industry. However, many
restrictions, most notably as regards foreign investment, has
hampered the growth of cable TV in the Philippines. For instance,
Gozon (1999) cited the case of Home Cable, which in 1992 needed
P1.5 billion investment to start but could not obtain this loan from
local banks, which were unfamiliar with the cable television
industry.*® Only foreign banks were interested in lending to Home
Cable since they had an understanding of the industry.

The entry of foreign investment will provide more funds for
better cable infrastructure, better equipment, and higher capability
to expand subscriber base. The reason why foreign investment is
not allowed is due to fear within smaller cable operators. The big
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players could devour the smaller operators and dominate the
market. Moreover, due to the vast competition among the 239 cable
operators, undercutting of subscription fees is apparent and
widespread. The high ratio of cable operator to subscriber means
that subscription fees do not cover programming costs. The
investment to improve the situation in the Philippines is missing.

ICT Infrastructure

The telecommunications and information infrastructure in the
Philippines is still relatively underdeveloped and largely
concentrated in metropolitan areas. Low PC penetration, relatively
high Internet access costs, and bandwidth limitations have slowed
down the adoption of the Internet for higher-end uses.

In 1992, the Philippines had one of the lowest levels of telephone
penetration in Asia: slightly more than 1 per 100 inhabitants.* By
1995 there were about 60 telephone companies but most were
operating only in urban areas, and the long-distance traffic was
controlled by a single company, the Philippine Long Distance
Telephone Company.* That same year, a new telecommunications
policy act was passed to both deregulate telecommunications and
increase coverage in rural areas.

In 2001, the government implemented the Service Area Scheme
which required the installation within three years of 300,000 land
lines by new international gateway facility operators, 400,000 land
lines by new cellular licenses and 700,000 land lines by firms with
both cellular and gateway licenses.*! As a result, there were 6,634,934
land lines installed nationwide by 2002.** However, only around
three million of these lines are actually subscribed, due in part to
high costs and the growing preference for cellular mobile phones.

|

Of the estimated 6
1percent of the
population who are
the Internet users,
only a fraction of

In fact, the number of cellular mobile users has soared dramatically, these g0 online with
from 959,024 in 1996 to over six million in 2000. Currently, the a broadband
estimated 12 million Filipinos with cellular phones send an average connection, althou gh
of 130-150 million messages a day using short messaging service broadband users are
(SMS).# on a steady increase.

|

In 2005, there were 364 million Internet users in Asia; the
Philippines had 7.8 million users and a 9.1 percent Internet
penetration rate.* Internet uptake in the Philippines is clearly low,
significantly lower than in other countries in Asia. The same applies
to broadband take-up. Of the estimated 6 percent of the population
who are the Internet users, only a fraction of these go online with a

DIGITAL CONVERGENCE: AN ARGUMENT FOR CONSTITUTIONAL REFORM




Institutional Reform Paper Series

|
Products and services
supporting digital
multi-media will find
potential, significant
market in the
Philippines.
Opportunities in the
industry would come
from value-added
services, content, and
innovative
applications for
wireless and
broadband. There
will be significant
opportunities for
digital set-up boxes
and digital broadcast
equipment once the
local broadcast
networks make a
decision on which
digital standard to

a OE’[.

broadband connection, although broadband users are on a steady
increase.

Most of the Internet users are largely concentrated in the
metropolitan areas. An AC Nielsen survey indicated that, in the
second quarter of 2002, an estimated 6 percent of the total urban
population used the Internet, half of whom were based in Metro
Manila. Over half of those with Internet access belonged to the
upper and middle income classes.*

Market Outlook and Convergence Trends

Mainly through private sector initiatives, the Philippines has
been taking stock of the full merging of information technology,
telecommunications, and broadcast services taking place across the
globe. While full integration may not yet be possible in the short
and medium terms, the trend of equipment purchases and
infrastructure development by local ICT firms is already geared
towards the integration of data, voice, and media content.

Key media firms are making corporate decisions that will create
cross-ownership of different media entities. For example,
MediaQuest Holdings Inc., a unit of PLDT, is likely to be a major
player in the broadcast/ multimedia industry. In 2006, MediaQuest
acquired 30 percent of Business World Publishing.* Its other
investments include a 51 percent interest in Nation Broadcasting,
which runs an FM radio station and a UHF channel that airs MTV,
and a 33.5 percent interest in the cable television company Central
CATV Inc. in partnership with Benpres Holdings and ABS-CBN
Broadcasting.”

Local telecommunication firms are also pouring in investments
in developing more wireless broadband sites and 3G mobile
network roll-out. These developments indicate that products and
services supporting digital multi-media will find potential,
significant market in the Philippines. Opportunities in the industry
would come from value-added services, content, and innovative
applications for wireless and broadband. There will be significant
opportunities for digital set-up boxes and digital broadcast
equipment once the local broadcast networks make a decision on
which digital standard to adopt.

DIGITAL CONVERGENCE: AN ARGUMENT FOR CONSTITUTIONAL REFORM




Institutional Reform Paper Series

B \VESTMENT AND REGULATORY
POLICY REGIME: A BINDING CONSTRAINT

Past and present administrations have declared ICT as the
leading sector for economic growth and the key to finding the
country’s niche in the global information economy. Government’s
priority attention to ICT is explicit in its Updated Medium Term
Development Plan. It devoted a whole, distinct chapter on ICT for
socioeconomic development, and acknowledged its role in
bridging the economic and social divide.

The incentive structure for long-term private sector investment
in ICT continues to be enhanced by the Government. Massive
investment, mostly from private sector, in ICT infrastructure has
seen the development of a number of national broadband networks
that service the digital “information highway” in the country. These
backbones —one is owned by PLDT while TELECPHIL is jointly
owned by all other telecoms companies —have come to support
numerous new industries ranging from business-process
outsourcing (BPO), to electronic payments and clearing systems.*

Moreover, the Electronic Commerce Law (RA 8792) provided
additional incentives to ICT investment.

However, the policy environment is still not sufficient for the e-commerce
market to fully mature. Critical challenges in structuring convergent industries
remained unattended because of lack or absence of laws that are supportive
of the development of a competitive market under a credible and efficient
regulatory regime.

There are about 15 ICT-related bills pending in Congress which
include the creation of a separate Department of Information and
Communications Technology, the passage of a Convergence Law,
and stronger protection against cyber-related crimes.

Even if these measures are passed, true convergence would

still be incomplete. Beyond the necessary backbone networks with
their high-speed, high-capacity services are value-added

DIGITAL CONVERGENCE: AN ARGUMENT FOR CONSTITUTIONAL REFORM




Institutional Reform Paper Series

capabilities and facilities (and not to mention content)
provided to users to address specific applications and needs.
All these will require the liberal entry of new investment
alongside technology transfer.

Foreign Equity Limitations

The Philippine Constitution confers on the state the
responsibility “to provide the policy environment for the
development of Filipino capability and the emergence of
communication structures suitable to the needs and
aspirations of the nation and the balanced flow of information
into, out of, and across the country, in accordance with a policy
that respects the freedom of speech and of the press”.*

There are, however, constitutional barriers to foreign investment in public utilities
and media. For instance, the Constitution mandates that the operation of a
public utility shall be at least 60 percent Filipino-owned.*® The ownership and
management of mass media are limited to citizens of the Philippines, or to
corporations, cooperatives and associations wholly owned and managed by
Filipino citizens.>! Moreover, only Filipino citizens, corporations or associations
inwhich at least 70 percent of the capital is owned by such citizens are allowed
to engage in the advertising industry.>

There are many countries that are sensitive about foreign
ownership of strategic and sensitive assets. Arguments in
tavor of restrictions are often linked to sovereignty or national
security issues. Restrictions may be embodied in the country’s
constitution, laws or regulations.

However, there has been strong empirical support to the
adverse effects of FDI restrictions to overall economic
development. Proctor and Olivier (2002) concluded that FDI
restrictions in Canada and India led to an increase in the cost
of capital in the telecommunications sector, slowing down
investment and artificially prolonging the dominance of the
incumbents.® Any restriction placed on investment leads to
increased cost of financing and ultimately of services, thus
making capital investment less likely to enter the domestic
economy.
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Consistent Regulatory Framework

The Public Telecommunications Policy Act of 1995 established the national
policy that effectively liberalized telecommunications services by allowing
multiple operations of local service providers in most segments of the
domestic and international telecommunications market. The law, however,
imposes significant constraints on converging industries by prohibiting any
entity from engaging in both telecommunications and broadcasting under a
single franchise.>*

Foreign ownership and participation in telecommunication
entities is limited to 40 percent. Under the E-Commerce Act, the
physical infrastructure of cable and wireless systems for cable,
television and broadcast shall be deemed as within the activity of
telecommunications for purposes of e-commerce and convergence.
This implies that foreign ownership of the physical infrastructure
of the said systems being considered telecommunications is
allowed up to 40 percent of the total capital stock.” Programming,
content and management, under the law, do not fall under the
physical infrastructure of the cable and broadcast system.

The structure of legislation should reflect the current industry
structure, rather than past structures. In particular, the basic service
definitions ought to shape the scope and breadth of legislation,
and ideally reflect the boundaries of the markets and industries
that the legislation addresses. For instance, in light of the
Constitutional provision, can a company that is granted a
communications franchise by Congress be automatically classified
as a franchised public communications utility and operate in any
of its service categories?

Perhaps there ought to be a new provision in the Constitution
which specifies without any doubt that a franchised public
communications utility or company can provide any or all of the
above-mentioned services that, for instance, can combine
telecommunications and broadcasting. This particular amendment
will remove the present barriers preventing technological
convergence from becoming a reality in the Philippines.
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Impact on Macroeconomic Fundamentals

The restrictive constitutional provisions, as Sicat (2005)
had noted, “are barriers that make us into a high-cost economy
thereby burdening the country with loss of competitive
capacity.””® They simply tightened the lid for (foreign)
capital —an indispensable factor of production —to enter into
the economic bloodstream. At the same time, it fostered a
kind of economic nationalism that shielded Filipino
enterprises from competition thereby engendering
inefficiencies and rigidity in the domestic market.

Liberalizing entry of foreign capital to key economic sectors would significantly
improve the macroeconomic fundamentals through the following channels:
(1) reduced fiscal deficit, (2) increase in national savings rate, and (3) improved
capital markets.

Reduced fiscal deficit. Inflows of FDI will help improve the
country’s external debt position. Foreign investors have access
to large and sophisticated capital markets on a broader front.
The liabilities that they incur when they borrow are for their
own account. The government is not obligated to support
them in their financial needs for credit. As their investments
in the country grow, they do not constitute a threat to the
country’s overall net public liability in foreign borrowings
because they can take care of their own accounts. This
translates into major benefits that help fo reduce the fiscal deficit.

Increase in national savings. There will be a positive impact
on the generation of national savings. As savings increase,
the fund needed to finance domestic investments—be they
private investments or public infrastructure —will increase.

Foreign companies with local operations become registered firms working
inthe country. They become domestic firms subject to the country’s regulations
including taxation. As they earn their incomes from their economic activities,
the foreign firms generate a flow of revenues that constitute a financial pool
available within the domestic market.>’
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In all, these earnings generated by foreign capital already
become part of the total savings of the national economy. Such funds
become useful sources of domestic financing. More so, if these firms
become profitable and the economy’s future remains robust, much
of their net income is expected to be ploughed back for business
expansion, and this would mean additional investments that create
more job opportunities.

Foreign firms contribute to employment generation and to the
savings of workers. Part of the wages they pay to their employees
goes to social health and housing insurances such as Philhealth
and the Pag-Ibig Fund. These workers contribute to the increase of
national savings through the forced withholding of their incomes
by the Social Security System. In addition to these arrangements,
foreign companies encourage their employees to build up
provident funds that are separate from government saving
schemes.®

Improved capital markets. The expansion of foreign investment
has positive impact on the country’s financial system. The entry of
foreign companies expands the volume of financial transactions in
the country. Since they conduct their businesses here, they would
require more sophisticated financial services to undertake a wide
range of transactions. For example, when they make payments of
their wage bills, they require services related to banking which are
often different from the simple arrangements that are adequate for
small domestic companies. With the maturity of the capital market,
the economy can raise long-term funds to support development
programs.

I EDIA OWNERSHIP POLICIES:
A SURVEY OF SELECTED COUNTRIES

Media policies of most countries contain a number of
ownership restrictions on mass media for different political and
economic reasons. However, a survey of the policy and legal
frameworks of selected countries, along with the Report of the
Preparatory Commission on Constitutional Reforms (1999),
revealed that only the Philippines and Thailand have specific
constitutional provisions limiting foreign media ownership.
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In the case of Thailand, the Foreign Business Act had identified
media organizations — print and broadcast —among the top
businesses that are restricted from foreign ownership.
Apparently, these are markets where Thai nationals are not
yet able to compete. Quite similar to the Philippine case, it
has been observed that the supposed protection of Thai
national interest has neatly coincided with the protection of
the interests of the established players, particularly those
identified with then Prime Minister Thaksin.”

Table 4. Comparative Survey of Media and Broadcasting Ownership Policies

Australia Controls to broadcasting contained in Broadcasting Services
Act; in print, it is limited to general competition law and
foreign acquisitions.

Japan 20% cap on foreign ownership only with broadcasting services
as contained in Broadcasting Law

Indonesia Press Law limits ownership of media to Indonesian legal
entities
Thailand 1997 Constitution restricts foreign ownership of media firms;

Foreign Business Act states that foreign companies can be
minority shareholders

Eastern Europe Foreign media ownership policies are laid down in specific
legislative measures, e.g. broadcasting, press laws and general
competition laws

Source: Article 19 and Forum Asia Publication, 2005

Restrictions to foreign investment in the countries
surveyed were numerous, and varied legal approaches to
the regulation of foreign investment were observed.

Australia®®

The Commonwealth’s legislative controls on media
ownership can be divided into two broad categories:

% specific controls relating to broadcasting contained in
the Broadcasting Services Act of 1992. These were derived
from the Commonwealth’s power to make laws with respect
to electronic communications under section 51(v) of the
Constitution.
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%  generic controls relating to commercial activity such as those
contained in the Trade Practices Act of 1974 and the Foreign
Acquisitions and Takeovers Act of 1975. These were derived from
the Commonwealth’s powers regarding trade and corporations
under sections 51(i) and 51(xx) of the Constitution.

While the Commonwealth was able to impose prescriptive
conditions on broadcasting licensees, its legislative reach over print
media ownership was largely limited to general competition law
and foreign acquisitions. The specific controls over foreign media
ownership contained in the Broadcasting Services Act of 1992 are
as follows:

%  On Television. A person must not control television
broadcasting licenses whose combined license area exceeds 75 per
cent of the population of Australia, or more than one license within
a license area. Foreign persons must not be in a position to control
a license, and the total of foreign interests must not exceed 20
percent. There are also limits on multiple directorships and foreign
directors.

%  Subscription Television Broadcasting Licenses. A foreign
person must not have company interests exceeding 20 percent in a
broadcasting subscription license, and the total of foreign company
interests in any license must not exceed 35 percent.

Japan®!

Japan maintains restrictions over foreign ownership in the
broadcasting business as contained in its Broadcasting Law
(promulgated in 1950; last amended November 2005). However,
the restrictions—a 20 percent cap on foreign ownership —apply
only to terrestrial broadcasting service providers, broadcasting
satellite (BS) entities, and communication satellite (CS) broadcasters
using the new satellite at 110 degrees east longitude.

In contrast, cable television (CATV) operators and CS
broadcasters using the older satellites at 124 and 128 degrees east
longitude —including the SKY PerfecTV group companies—are
no longer subjected to such restrictions. Thus, there exist two types
of broadcasting service companies in Japan—those subjected to
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foreign ownership restrictions and those not—showing an
apparent regulatory contradiction with regard to the foreign
media’s influence on the audience.

Indonesia®?

The Press Law No. 40-1999 deals with the broad aspects
of media regulation which include the protection of press
freedom. This legal measure is based on the constitutional
principle of the sovereignty of the people, as well as those on
democracy, justice and human rights.

The Press Law contains a number of rules relating to
foreigners’ participation in the sector. Article 9 (2) provides
that media companies must be Indonesian legal entities.
Article 11 provides that re-capitalization of media companies
by foreign enterprises may be conducted through the stock
exchange. This is further elaborated in the Clarification, which
provides that foreigners may not be majority shareholders in
a media company. Finally, Article 16 provides that the
circulation of foreign media, as well as the placement of
foreign media representatives in Indonesia, must be in
accordance with the law.

Thailand®?

The sections of the 1997 Constitution relating directly to
mass media and freedom of expression are Sections 37, 39,
40 and 41. Specifically, Section 39 states:

(3) The owner of a newspaper or other mass media business shall
be a Thai national as provided by law. No grant of money or other
properties shall be made by the State as subsidies to private newspapers
or other mass media.

The Foreign Business Act prohibits foreigners from
owning certain types of businesses and engaging in certain
kinds of trade:

The businesses not permitted for foreigners to operate due to special
reasons: (1) Newspaper business, radio broadcasting or television
station business.

DIGITAL CONVERGENCE: AN ARGUMENT FOR CONSTITUTIONAL REFORM




Institutional Reform Paper Series

Foreign companies can only be minority shareholders in the
Thai media industry, and while Section 4 would suggest that they
can hold up to 50 percent of shares, ministerial regulations and
other legislation have in some cases reduced that threshold further.
In 2001, the Senate included in the Telecoms Business Bill a clause
that limited foreign ownership in any telecommunications operator
to 25 percent. Due to popular pressure, the Cabinet agreed to raise
the limit to 49 percent, but to date the Act has not been amended.

East Central Europe

Foreign media ownership policies in the three East Central
European member states, the Czech Republic, Hungary and
Poland —which in 2004 joined the European Union —are laid down
in specific legislative measures, e.g. broadcasting and press laws
and general competition laws.

The three countries have limited restrictions on foreign media
ownership. None of the countries restricted foreign ownership in
the print media sector. Hungary has a limit in broadcasting: at least
26 percent of the companies’ shares have to be owned by Hungarian
investors. In Poland, foreign owners could have a maximum of 33
percent share in Polish broadcasting companies. The legislation
was amended in 2004, and now foreign companies can own up to
49 percent in a broadcasting company, but investors from EU
countries have no restrictions.

Based on the above sample countries, what are of interest and
significance are the legal approaches and formulations of policy
that have been adopted with respect to foreign investment. There
appears to be a consistent rule that governments and their
legislatures are allowed some degree of flexibility in regulating
economic matters and issues relating to foreign investment. This is
normally achieved by placing these matters at the legislative or
policy, rather than at the constitutional, level.

While there are numerous restrictions and regulations in various
parts of the globe in the matter of FDI, a very few number of
countries—such as the Philippines and Thailand —have placed
such specific policies in their constitutions. This effectively deprives
the legislature and policy-makers of flexibility in altering or
modifying these restrictions in accordance with the economic needs
of the country and, most importantly, with the demands of a
changing global environment.
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CONCLUSION AND THE WAY AHEAD R

The path to digital convergence will depend largely on the policy environment
that would be established. For developing countries, this represents an
opportunity to pole-vault to development and narrow the digital gap with more
developed economies. Conversely, the opportunity costs and the risks of
economic exclusion are matters that governments cannot simply ignore.

But the Philippines is one of a few countries with very
strict rules on foreign capital —a key factor of production in
an increasingly globalized economy —written in its
Constitution. Such specific provisions have hobbled the
country from drawing needed foreign capital to build critical
information infrastructure.

I

More importantly, Despite numerous attempts to amend the 1987
the convergence Constitution, it has not prospered beyond the convening of
process is now taking preparatory commissions. Apparently, the Charter reform
root, an(_?l the policy campaign —no matter how badly needed it is—has become
and institutional a long-drawn political process with no resolution in the

environment remains
insufficient to attend
to issues relating to
competition an
interconnection.

immediate term. More importantly, the convergence process
is now taking root, and the policy and institutional
environment remains insufficient to attend to issues relating
to competition and interconnection. Thus, while waiting for
constitutional reforms to take place, it is best for government
to sustain an environment for long-term investment
commitments by both local and foreign investors. It also needs
to fine-tune existing and prospective legislation and executive
orders to clarify policy ambivalence.

In terms of private sector participation, the Build-Operate-
Transfer scheme continues to be a viable alternative to draw
foreign capital and management, but the government must
avoid inserting “take-or-pay” provisions. Such provisions
were the culprits behind the huge losses of public sector
institutions, and a cause of the government’s fiscal woes.

Moreover, there is also a need to provide a strong, effective,
credible regulatory regime to ensure fair, equitable and
sustainable competition as well as effective consumer
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protection. But more importantly, the current policy and regulatory
framework should be examined more carefully as to its
appropriateness in these changing times. As noted earlier, the
structure of legislation should reflect the current industry structure
rather than past structures.

Some laws such as the Public Telecommunications Policy Act are
fast becoming obsolete. The law has to be amended or superseded
by a new law to reflect the needs of a highly competitive
environment involved in innovative and advanced services. It
should consider the effects of convergence and of new technological
developments. Specifically, the amended law should not only
address the needs of the public for telecommunication services but
also the requirements for a novel and expanded concept of “public
communications services” that cover multi-media service offerings.

Another important item that government should look at is the
role of the regulatory body in overseeing the development of new
services such as electronic commerce, content provisioning, and
multimedia services. A comprehensive convergence policy must
be crafted to define the principles, policies and the regulatory
regime that will govern the convergence process. A key principle
that must be ingrained in this policy is competition. Government
must ensure that the convergent industries will not engage in anti-
competitive practices.

Needless to say, institutional strengthening is critical at this
point. The National Telecommunications Commission should be
reorganized as a regulatory body for convergent multi-media
services. The creation of a Department of Information and
Communication Technology is also needed to provide an integral
system of information and networking with the private sector as
regards all government policies, programs and projects on ICT.
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The restrictive provisions of the 1987 Constitution have been major constraints
to the growth and productivity of the economy. If we want to catch up with our
neighbors in the high growth region of East Asia, we need to improve the

constitutional framework where it hurts us.

The main challenge we face in the constitutional change area is
to unshackle the nation from the provisions that have determined
our economic policies for decades. This will enable us to compete
effectively with our neighbors, and to become a player on the global
stage.
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Ateneo School of Government

In 1996, the Ateneo de Manila University formed the School of Government (ASoG) to provide an institutional
vehicle for the development of public servants and as a forum for dialogue and partnership among the
government, the private, the non-government organization and people’s organization sectors.

As a professional school for public service, the ASoG creates an environment that fosters the development of
new ideas, concepts and methods. Focusing on results, it facilitates a learning process where theory and practice
are joined, and where wisdom of the classroom interacts with the world of policy decision and action.

The School draws from the intellectual resources of the various academic units of the University as well as
from its many years of social apostolate and interaction with the country’s decision-makers and basic sectors of
society.

A Konrad

Stiftung Konrad-Adenauer-Stiftung

The KAS, more popularly known in the Philippines as the Konrad Adenauer Foundation, is an independent,
non-profit German political foundation guided by the principles of the Christian Democratic Movement.

KAS activities include political education, grants for research and scholarships for gifted students. The main
aims of the international work are: training political and social leaders; introducing democratic institutions and
processes; encouraging political and social elites to focus on development in their actions; promoting international
political dialogue; and the worldwide exchange of information and experience.

KAS has been active in the Philippines since the 1960s. The main activities of KAS in the Philippines have
focused on Social Market Economy, institutional and political reforms and peace and development in Mindanao.




