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POLICY PROBLEMS OF A VIGOROUS INDUSTRIALIZATION

by Gerardo P. Sicat

I. INTRODUCTION

The objective of this paper is to summarize important
" policy problems confronting Philippine industrializatiqn and
‘suggest the policy changes needed to invigorate our industrial
development. It is related to numerous studies which are now
in the process of assimilation into a separate publication. To
establish the link between this paper and the studies referred
to,‘an extended reference is attached at the end. These refer-
ences are cited in number, whenever the relevance of more ex-

tended discussion found in these works is felt necessary.

Order of Presentation

The first section is devoted to an analysis of the ma-
jor problems of the present industrial sector as we find them
i_;i.n.1969. To undertake this, an awareness of past policies and
. of past problems is required. The second section gives a cap- /
sule of the recent performance of,6 the industrial sector. The
third section summarizes the characteristics of present indus-
trial policies. The fourth section scrutinizes and highlights
the macroeconomic policies which are important to national pol-
icies affecting industry. The fifth section focuses on pblicieé
affecting the firm and the industry -- in short, microeconomic
policies. Therefore, we have much to say about the role that

the Board of Investment is expected to play in the context of



industrial promotion within the private sector. - The sixth sec-
tion summarizes some supporting policies related to other sec-
tors which are required by a successful industrialization policy.

- A few general conclusions are recapituylated in the last section.

II. RECENT INDUSTRIAL PERFORMANCE

The rate of industrial growth in the 1960's has been unim.

pressive. It has been close to the rate of growth of total gross

i
4
§

% national product, not generally far above it. If the country is

to move vigorously towards industrialization, the rate of expan-
sion of industry should at least be double the growth of GNP, in
fact, triple if possible. It will be our task in this section
fé review the;inéicatQnamewindusIrialmpeniggggggg‘}n the Phil-

ippines.

National income accounts. The average growth of the in-

dustrial sector in the national income accounts shows that it is

only 5 per cent per year in contrast to the growth of 6  per cent

#5

¢ per year in agriculture. The percentage share of manufacturing

to total GNP has not increased during the period 1960-1969. ,
1
The only savingbgrace to total economic performance of
the last few years is the result of increasing agricultural pro-
ductivity, the exploitation of our forest resérves, and the pro;
duction ‘boom in the mineral exporting sector. All these have
helped tobpuéh the rate of growth of the economy. {The signs of

increasing agricultural productivity are a good omen, because

‘this sector has been largely depressed for a long time. But .



more fundamental to national development is the question of how
to accomplish a much higher growth rate in industry which will

outstrip the high growth rates of the agricultural sector.

It has been suggested by other quarters that the income
accounts do not fully take into consideration the actual perform-
ance of the industrial sector. A brief review of other indica-

tors of industrial perfopmance is therefore needed.

Index of industrial production. The index of industrial

production, which is the basis of income accounts, is based on
a limited sample of)firms. In view of thisL the expansion of
new firms outside the sample is not captured within the index.
This may mean that the performance of the -industrial index in-
dicators is understated. However, in our view, taking into ac-
count a moré.realistic change in sample size would still not

be enough to make the rate of growth of industrialization more

gthan 2 per -:ut higher per year. The population of new indus-
¥rial firms is not overwhelmingly and sufficiently large to

“change the total picture. Iiloreover, this view is supported by

other evidence below.

Energy consumption. The rate of growth of energy use

is over 10 per cent per year. It has been suggested that this
evidence counters the rather poor industrial performance re-

vealed by industrial statistics. This claim fails to recognize
the fact that the expansion of hineral resource exploiting in~

dustries, logging, commeérce, the modern service industries, and



consumption of consumer durables requires a high incremental de-
~mand for energy. These sectors, which have expanded even at
rates higher than recorded industrial growth, are characterized

by highly energy-intensive operations.

We may therefore discount the claim that growth in ener-
gy consumption is a good indicator of industrial performance if
we know exactly the nature of incremental energy intensity of
use in many sectors. However, this is intuitively greater than
1 (maybe in the vicinity of 2). Therefore, the message is clear
that a one per cent grohth in energy use is accompanied by less

than one per cent expansion of industrial output.

///;oor industrial export performancde. The industrial sec-

tor has been characterized by poor industrial export performance,

P e i ROy L A A B

as_a result of the basic weakness of policy in this area. The

e

A N 0 a5

industrial sector has not developed sizable new exports. Part

i of the new industrial export performance is highly related to

B,

the extraordinary demand situation arising from the Vietnam War,
= such as in the case of the rapid expansion of exports of the '
petroleum refining industries and even beer. If industrial ex-

ports are defined to exclude all processed traditional exports,

T DTS e

like sugar, coconut oil, and canned pineapples, no substantial
exports have resulted. As a matter of fact, after decontrol,

the relative share of traditional and primary expoOrts to. total,
compared to that of manufactured exports, has increased rela-

- tively. (See References {2}, {11}). None of the.new industries

A e e



promoted in the first decade of industrialization, with a few
exceptions, have succeeded in making exports a source of sus-
tained income. On the other hand, they continue to be heavy

users of foreign exchange.

Capacity utilization. On the average, although of

course they vary from industry to industry and from firm to

firm, the capacity utilization ratio of much of Philippine ma-

nufacturing would appear to be low.*fﬁo known measures of

capacity utilization have been made since early in the 1960'8.1
Based on the plaints of ‘the private sector, it would seem that
capacity use of existing physical facilities in manufacturing
has not expanded. If at all, present capacity utilization may

~ be lower than the earlier measures., ’ﬁ;’;;timistic guess would
be that, among large industrial enterprises.in the country, the

range of capacity use is in the range of 50 to 70 per cent of

rated capacity. If we take the median of this optimistic range,

we.

B,

60 per cent, then we are but a short way from a conclusion that

- a large 1~viion of capital is not efficiently being used. The
reasons for this low capacity use are lack of demand within 7
the domestic market, lack of raw material inputs due to bal-
ance-of-payments difficulties, and a "satisfactory" profit

‘position at low capacity use enjoyed by some firms.

We have thus established that the industrial sector

lpoy instance, see Bautista (1966).
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has been growing at a rate which is far from satisfactory. It
will be our task next to outline.the present policy setup which
I

has beeh responsible for this poor perfoymance.
i

IIXI. PRESENT ECONOMIC POLICIES AFFECTING THE INDUSTRIAL SECTOR

It would be necessary to summarize the net effects of
all economic policies applied to the industrial sector. It
has been argued in other papers that these net effects repre~
sent some distoriions whirh are briefl} as follows:

i T .
(1) Resource price distoftions which create a bias

against the utilization of resources which are most abundantj
(2) Pricing policies (derived from monetary, tariff,
and other policies) which prevent final goods import substi-
futing industries from integratiné backwards;
(3) Pricing policies which overfavor import sﬁbsti-
tuting industries and fail to compensate for the weaknesses

of price incentives for exports of manufactures.

All these distortions have been discussed in some pa- 1
pers thai have gained relatively wide currency, so that there

would be little need to elaborate on them further. (Refer~

ences {15}, {16}, and {19}). However, these distortions are

central to the understanding of corrective policies towards a

vigorous and efficient industrialization program. They there-

fore reenter the center of the stage as we move to the discus-

sion of policy corrections.




R e S R

An important aspect that should not be missed, however,

relates to the problems of international trade barriers that
has occupied a not inéignificant part of policy discussion with-
in our country. An elucidation of this and its implications

for domestic policy should be a useful contribution towards our
enlightenment, so that we can dismiss the problem at once. This
will therefore occupy the rest of this section.

International Trade Barriers and their Relationships to Inter-
nal Distortions cf Economic Policy

It is wellknown from studies of international trade

that tariff and nontariff barriers to international trade are

rigged against the expansion of exports of manufactures from
the less developed countries. This was one of the original
reasons for the industrial policies which earlier goaded less

developed countries to adopt inward looking industrialization

strategies.2 The recent discussions of promoting world econo-
iglic development, as envisioned by the catch-phrase "The Devel-
., opment Decade," which was applied to the decade of the 1960's
and which culminated in the Conference on Trade and Develop-
ment (UNCTADS, has awakened a dormant community of interests
among 1l¢<3s developed countries. In brief, UNCTAD has forged
common interest among the less developed countries to help

"unrig" barriers to international trade in their favor.

2See Raul Prebisch (1950), whose writing was prob-
ably the most influential.

4.“_‘



In the meantime, economists in the richer countries
have long recognized the need to correct these barriers to in-
ternational trade, because it is a more efficient allocation
of their own resources and their citizens have all to gain in

3 The Kennedy Round tar-

terms of increased economic welfare.
iff éutting conferences represent an effort to reduce tariff
barriers among the rich countries, and indirectly these tariff
cuts will benefit the less developed countries because the tar-
iff reductions are Londiscriﬂinatory. The road is 1long, as
shown by the rather limited accomplishments of the Kennedy
Round discussions so far. However, there is now wide recogni-
‘tion of these problems. And the economics profession, of late,
has come out with a tremendous outpouring of literature on the
distortions of tariff pfotection on world trade and specializa-

tion, which have demonstrated that the system is inimical both

to the rich countries and, more so, to the poor.u
g .

»
-

In the meantime, at UNCTAD, the less developed coun-
tries have made a unilateral demand for preferences in trade
in manufactures in their favor. Our country has joined vigor-

‘ously in *his demand.

While it is important'that we are part of the movement

to demand more concessions from the rich countries in terms of

3See, for instance, H.G. Johnson (1967)§ H.B. Lary (1968).

4bSee, for instance, Bela Balassa (1965), G. Basevi (1966).
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trade preferences, it is also ironic that we are part of it.
We have come too late in realizing the need for preferences

for manufactures. It is not even clear, based on the level

of ;urrent discussions of our external trade relations, that

we indeed appreciate a golden moment in our industrial history
which has been missed because of our failure to recognize a
market signal. We are referring to the most advantageous trade
arrangement with the richest and most industrially developed
country in thé world -- the United States market -- as embodiéd

in the|lLaurel-Langley Trade Agrnement/(ana its predecessor)
‘[\-‘-

Eince 1946, we have had a most advantageous bilateral
preferential scheme with the United States. It is true this
is bilateral and not "unilateral” in our favor. But the fact
was thatbwhile the trade agreement was preferential in charac-
ter with respect to tariffs, we had the tremendous advantage
over all our neighbors in pushing forward an industrial export
orientation as early as the first few yéars of independence.
Our preferential access was largely potential. Had we recog-
nized this early in our independence, we would have promoted
healthier industries, because, firstly, they were dependent
on international specialization and, secondly, they would have
allowed us to utilize all our economic resources -- mostly our
abundant labor resources and the fertility of our agricultural
soil (processed foods and other tropical products). Thus, we
would have pushed ourselves to a higher level of industriali-

zation than we now have;] But our short-sightedness in favor




of . . . .
a policy of inward-looking industrialization has given ad

- vantage to our neighbors (Hongkong, Taiwan, and now South Korea

and Singapore) who haJe, without the benefit of tariff prefer-

have opened up rich opportunities in industrial export orienta-

tlon£7 Our neighbors have taken the existence of trade barriers
as given. But they have pushed their energies in overcoming
these barriers, so that finally they were able to penefrate the

large market offered by the united States for industrial manu-

factures. How much simpler it would have been for us.

'iéll these are necessary lessons for the future, because
past mistakes enable us to see where we are headed for. The
point that we are leading to should now be clear. If there are
international trade barriers, the fact that our neighbors, with-
out the aid of tariff preferences and in the presence of larger
barriers, have succeeded in pushing healthy industrial expan-

; sion based on exports should bring home the message that suc-
%essful industrialization requires internal policies that over-

" come these trade barrieréj If trade preferences exist which

*

give us any tariff differential in our favor with respect to
- e .
other countries, then the work of correcting world trade bar-
i . -
riers is much easier from the national standpoilnt. As we have
put it elsewhere, "success depends on what we do, not on what
we do in concert with other countries, although the latter can

‘ . . . 5
be made to serve national policy and further enhance success."

5gee Reference {11}, p. 102. The reference to the
UNCTAD "syndrome" is probably a good dramatization of the prob-
lem for internal policies.

ences, been able to cash in on industrialization strategies that

'
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To be able to overcome these barriers, however, we go
back to the important question of correcting distortions of

domestic policy.

IV. CORRECTIVE MACROECONOIfIC POLICIES

Macroeconomic policiéé refer to monetary, fiscal, fdr—
eign exchange rate, and other related economic policies which
are designed to affect the volume of aggregate economic activ-
ity. These policies, therefore, have wide ranging impact on
all sectors rather than only on specific sectors, altﬁgaég they
do affect the latter, too, in significant ways. They afe very

important in determining the course of the growth of the econ-

omy, the direction into which productive economic resources are

utilized among sectors, and, finally, the way in which aggre-

gate income is disposed of by households and institutions.

»

(1) Exchange rate policy.

Y Ziﬁe foreign exchange rate has powerful effects on in-

B,

-ternaliprices -- the relative prices among all domestically
available resources, and among domestically produced goods
and resources with those obtained abroad.. Because of its ef-

fects on relative prices, the exchange rate serves as-an im-

—

R

portant signalling device for the floy_ggd«ﬁég/of resources.
It determines which enterprises become relatively more profit-
able (or less profitable) and which resources are cheaper (or

more expensive) to u§é§

As an example, given all the distortions summarized in



he prev10us sectlaﬁ, what happens to relative prices when the7»

’xchange rate ‘is alt ered (for 1nstance, throuch devaluatlon)?
The polzcy change par+1ally corrects 81mu1taneoubly for all
three of them.~ It makes more expen51ve 1mnortea 1nputs to the’
1ndustrlal process and - relaulvcly cHeaper those whlcn have. do—"

: mestlc orlgln. Thus, a high wage rate economy prlor to devaluu'

'atlon becomes a low wage rate cconomy if the devaluatlon ‘is
'substantlal.enough and no non-markeg'adjustments are - 1mposed .
oh ithe Wag‘e‘ rat‘é; E '(‘-;?~1,l~:3;;1;;’~~ prl c,]_ﬁg Qf ,i,xw.e.‘bstment‘ goods ,becpq&es,

- a realistic ﬁricingiﬁoliéy: the domes{ic prices'oﬁlthesé goods,
Aespec1a11y if they are imported, are qdjusted upwards. _Mor€—‘
over, it dlscourages 1mports and therefore corrects for some
part‘of balance-ofqpayments on,the»import side. It ~also en4

- courages exports-as it makes exporters earn more peso 1ncome

on the same dbllar of foreign exchange earnlng‘:]

iy

Therefore,’lt is obvlous from thls that the forelgn ex-

'ehange rate is a source of immense 1ncent1ves (as well as d‘s~‘
‘,1ncentlves). It also follows that any‘attempt to pursue an‘un-‘
realistic éxéhange rate policy accentuates the distortions with~ "
infthe ecopomy,liihe>1asf statement is a c0r511§ry of the'firsf;
Moving from a diétorted (uﬁrealistici foreign exchange rate to
a moré realistic pne;;méﬁy distorfions in policy are correcfeda
Convérsély, me?iﬁg.from a realistic to a less realistic éxchange
réte,'howéver,vsubstantiates many problems inherent in original

. distortions of policies.

£
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A éurvey of the foreign exchange policy alfernati?es-
zopén.to the Philippines have already been made (kefepence {14}).
‘aﬁd tﬁEre would be no need therefore to elaborate on thié point.
Fﬂowevev, it must be pointed out that theveconomicfﬁroféssioﬁ is
substantially agreed on the principle that a realiétic‘exéhange>
rate is conducive to a betfer.aliocation of ecbnémig resources

than an unrealistic one.

'This brings to mind the Philippine experiéncé aftefAde-
edntrol and the failure of the Phiiippine aconomy to gef a suf-
ficient enough export response, after the devaluation and ’the
decontrol, from the maﬁufaéturing sector (Reference {2}). In
gssenéé, this was due to compliéaﬁions.qriginaﬁing inﬂ_fiécal
andimonetary poliay, to. tﬁe feversa}s of the gains made by de-

:valhaticn by virtue of the return of pasic incentivesﬂ;hrough

: @ S L
the tariff system?7and to/wage policy~which raised the institu-
— A .

tional wage réte. (For an elabdration; see Reference {13}).
i ' ‘ : :
¢ (2) Towards a uniform tariff mixed with domestic taves
,and production subsidies. ' '

- Tariffs are widely accepted_as protective instruments

for-dnmestic”induétries.in our country, as elsewhere. Invari-
ably, the argument used is to pr&iect infant industries, yet,
once‘they'afe establiéhea, they are continually justified. as
profective measures.'-Thus, they graduate as protective mea-
sures for old industries as well. | | |

£

Tariff rates are different for different commodities.

The difference in rates are due to the criteria of essentjal-
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ity and of protective measures for new industries. High tar~
1ffs on nonessentlals are based on’ “the assumptlon that, if
goods are not so essentlal, high tarlffs would discourage their

use and importation. Yet, the high tariff encourages. incen-

tives to produce the good which is by definition "nonessential"”.

vOn the other hand, “essentials" are'given very low tariffs, if
at allj; therefore, their importations become generous. Because
of the high profits potentially‘available to the ‘highly: pro-
tected (nonessentlal) industry and the relatlvely low protec=
tlon for the "essential" 1mport domestic investment resources
are dlverted to the nonessentlal and away from the essentlal,
yet, by the implications of social rankings, the ."essentlal"

commodities are more important.6

0f course, there are exceptions to the concept of "es-
_sentiality". Some goods (e.g., capital goods) which do not

haVe»the5potentials of being producible within the country by

3

s,

virtue of lumpiness of the initial investments and the exten-
- sive technological requiremeﬁts will always remain "essential"
from. an importation criterion. Yet the "essentiality"  cri-
terion has been used in the past to eﬁcompass the importation
of raw materials,Aunfinished goods; consumer goods, and the ’
like. ‘These eesential imports have also been imported at un-
realietically cheep exchange rates, so that they had praotical-

1y swamped the potential profitabilities of domestic import

6gee Jonn H. Power (1966), (1967).

i
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substitutes of these commodities.

The *ariff rates on many commodities are very differ-
ent, and ouk- imports are so . extensive. No‘singie in;
dividual can ever hope to master the tariff code because of
its VOluminous content, the wide variety of goods that are im-
ported, and the wide ranging differences in rates of duty -for

the same import which is often a mixture of specific (based on

unit physical measure) and ad valorem rates. The most exten-

sive study of thé structure of tariff pbofection in the Phil-
ippines was recently finished by John H. Power.7 This sthdyu
shows méasurements of effective rates of protection on value
added for scores of detailed (4-digit ISiC) industry groups.

The effective rates of protection yiela a consistent pattern

which accounts for the distortions of incentives within th2
industrial sector. There are high protectién rates for import

g substituting industries. These protection rates do not encour-

‘age industrial efficiency and in fact discourage expansion to-

u

wards export markets. In addition, there is substantially less

protection for intérmediate manufactures and for exports.

The Philippine Chamber of Industries has been wellknown
for its strong advocacy of efficiency in customs administration.
Efficiency impliés a féductipn in the.cost of administration,

‘the weeding out of graff and corruption, the speedy movement. of

7See his (1969).
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goodsvout of customs, and the,reduction of technical and out-b
right smuggling. Yet the ills which confront customs adminis-
tration are intimately tied with the ménetary incentives which
are avallanle to corruptors and corruyp teq because of the in-
tricacies of the tariff code and the prohlbitive rates of pro-
tection. For 1nstance,‘we have argued elsﬁwhere that the re-
duction of tariff rates immediately prov1des a check on the

felative profitability of smuggling.' (See Reference {17}).

In order to improve customs administration and restore

basic off1c1al morality at all levels of tariff administration,

the first step is to simplify tariff rates by unifying as many

of them and by reducing exorbitantly high tariffs. = This re-
quires a search for' & superior prot ective mechanism than tar-
iffs to promote new domestic industries. Such an alternative
industriai promotion strategy should not only expose domestic
1ndustr1es to foreign competltion buv should &aisc effeotively

enable them to thrlve under a more healthy economic environ-

. ment. Since faith in official morality has been often used

as an argument in favor of good government, nothing could ba
more effective an instrument of policy for weeding out corrup-

tion as the. removal of the source of corrupting 1ncentives.

This, therefore, allows us to recommend to the PCI the
following set of bold measures; they‘all form a package. Fol-
lowing one without the other will sorely weaken the effects of.

the policy proposals. (It must also be added that this is a

N ™
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i
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very bold set of pollcy recommendatlo’
have a lot of arguing in thelr favor

arguments) | '  '£
, . X

— - {£f in-
(a) Refurm the tzriif cous by \USJ’ ting the tariff i

oron
to a thely revenue “tariff andébemov1ng its "p

oA

tective" characteristic. R
' 3
-

axa tzon
(b)fSubstltute "progressive" domestic® ex\lse taxa

e Ny

B

N { i'la&-f
and production sub31d1es in plaoe of tar&§1 1ons

industrlal
‘are Justlfled on "protectlve" and Mar b\“*~

vestments to
. arguments.

¢ will be a na-

(c) Utlllze a portion of tax collectlonn quick, short-
venue tarlff to strengthen the financwiable in a
«availabie’to'the long term financing instituc.ions -
for domestic industries.
The above proposals require some explanation. This is now done.

é

(a) The "uniform" or "near-uniform" revenue tariff,

? t@he,tariff'haslbeoome a~serious,battlégfound'for-favor’

| amoné‘the different sectors of the economy and espeéiélly with-

- in the Phiiippine‘Cha@bep of Industriféy 'This is why this pro-
posal‘i$>bouﬁdt6 elicit considerable debate. Yet; thezédvaﬁ-

 tages fqr}lbng run industrial deVelopmentlare " quite visiblé.

| Inladditign-tq the rém6Val of incentives for official corfrup-
tion and the redugtién,of the cost of administration, this will "

reduce smuggling'considerably; if not totally erase it. Its
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»

;effecté,Atherefore, on moraliZing government adminisfpation,Vin‘
“'the sense of reduc*ug-corruption, would be immense. -It‘wil; fa-
'c111tate a réturn to the respéétability of féith.in government
which is so crltlcal to the maintenance of democracy arid which, -
" as many commen+ators have Zecried, has already been largely

' . eroded.

- T

Moreover, the removal of the protectlve Chaner tempta—
 of the tariff will restore a natural balance in 1ndU31f1°¢tions
centiveg. It will enable current and potentlal 1ndustr1a1 b\v
trepreneurs to gear the dlrectlons of their’ 1nvestments to
1act;v1t1es that have long_run capabllltles. It will be a na-
tural inéentivé to prevenf investments based on quick, short-
run gains which are likely to be economically unviable in(a

world of trade and, therefore,-wasteful from,the'standpoiﬁt of

our resource allocation.

¢ ’ The uniform tariff, i.,e., a cyriff yhich has only one

 #d valorem rate, say, 15 per cent of gross value of imports, i
"f;o.b.; complefely does away with theivoluminoﬁs'tariff code. . 6;
It réducés the neéd for a large staff in the Bureau of Custoas 'i

and it will enable us to‘shift,technical resources now commit-
ted to the study of tariffs for protection into other areas of
economic planning.
" As a transition from the present setup, it might be use-

ful to operate along near uniform tariffs with provisions for

the eventual unification of all tariff rates to a straight ad

A
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valorem rate within a period of, say, ten years. A minimum of

five separatc rates would be-sufficieht to begin with.

- But it must be added that this proposal is tled to the
assumptlon that the government will maintein reallstlc foreign
exchange rates as a matter of policy, ov else the tariff would

 work agalnst the naticnal adva ntage arlslng from the delicafe

balance of internal against exteﬁnal prices. Another tempta-

tion which must be resisted is the demand for tariff exemptions

of any kind, except for the uses of imported raw materials
needed by export industries in the industrial sector. Capital

goods must be subjected to the revenue tariffs.

’

(bf?gggressive "excise" taxation.

lhe domestic taxation of goods should be able to dif-
fefentiate.between goods which are eonsidered by the criterion
~ of essentiality (honessentiality). This ie where a slightly
ﬁmore sophisticated lnternal revenue code might re necessary so
that the dlfferenglal effects of the tariff .can be made to ap-
ply without the necessary dlstortion to prodﬁcfion incentives
that emanate from an unequel tariff protection for different
goods. Imported goods which are considered nonessential (or
luxuriesl_may be sdbjected to higher rates of domestic -excise
taxation. Goeds whieh are'considered essentials may be sub-
'jecfed to lower excise taxation; Since, eventually, nonessen-
tial imports are likely to be those which ere considered to be

the COnsumptiQn items of the rich, there is an element of pro-
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gre331v1ty in the tax burden of ‘the alternat1Ve domestic excise

taxatlon. It is true that, at present, some element of progres-
'51v1ty already eYlSt . buf the current tariff rate mechanlsm
and the system of compensating taxes‘is supject to more manipu=-

lations between importers and the customs.

‘Since fh: eltovnetive seuup is likely to shift the ad-
ministrefive controls between esiab;lshed business and the
bureaueof-internal revenue; The'erea of improvements in tax
admlnlstratlon can now be more fully Shlfted to internal re-
venue collectlons, where, in the long run, the 'benefits- of
improvemenfs;in tax-administration can have lasting effects
on economic development.‘ The setup, as proposed, will create
an opﬁoSitien of fefces which will be cohducive~to an effi- |
cieney*ip internal revenue administration. With the removal
of overly pbotective tariff»rates, the arena of conflict of
interest between domestic producers and’ importers shifts,
i;rgely to_internal‘revenee administration. Since both pro-

ducers and importers will bevsubjected to the same eﬁcise

taxes (the burden of which is not necessarllj on tnese eeono- | i
‘mic groups), w1th the except“)n of the procposal to be made in

the next subsectlon, there w1ll be greater pressures for the

confllct to be resolved in terms of a hlgher collectlon rate

of the internal taxes by the government,

(¢) Production subsidies.
The provisions of the investment incentives act will

operate to give indirect subsidies to entebprises that are
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initially getting started through ta# exemptions of various
formé. MoreoVef, one basis-for differentiating imports from
domestically produced commodities (while we assume that a
freer inflow of competitive imports' is able to check the rise
of unviable and uneconomic 1ndustr1es) is by glVlng a -tenta=-

tive dlffarentlal tax sub51dy on the domest-» excise tax. For

1nstance,.1f the domestic tax cn refrlgerators is 75 per cent

ad valorem, the domestic producer may be given-a 50 per cent
tax deduetion for the production of tﬂe refrigerator for“&
périod of, say; 10 years. In tﬁe meantime, some other forcés
must go into operation so that this indusfry will not become
purely import subsfituting. This willvbe the area of export
_prométion. | |

(d) Spe01al uses of revenue tariff for 1ndustr1allza-
tlon measures. .

The revenue tariff is bound to yield greater customs
.revenues than the protective tariff. For example, a 15 per
g .

@ent ad valorem tariff on US$1 billicn of imports yields a

~revenue at the current exchange rate of about P600 million.
These,afe more;subStanfial than‘the curbentrrevenues from pro-
tecﬁive tariffs' which have, .firstly, encouraged smuggling
and théreby‘reﬁoved from the tax base a sizablé ‘éegment of

'bimports (conéidering_the\impfession that this smuggling is '
sizable) and, secondly, prevented some 1mports that would

otherw1se have ‘come in without exce351ve protectlon.

Now, the area of allotting tax revenues for specific

¥
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funds is generally unwise as a fiscal rule. ‘But it will prove
attractive, especially in, say, the 10 year transition from a
complex tariff structure to the uniform tariff to allot a pro-
porfion of the trocéeds from thé revenue tariff- perhaps 25
per cent, to 'a common fund that mlght be used to generate a
g' supplementary 1ong term capltdl fund for d;vect lending at

realistic 1nterest rates to prlvate industry.

‘Thé new fund can Le divided intbseparatefunds or uni-
fied under one special long term fund. Opting for. division
into several, but not more than three, funds, a logical solu-
tion will be to divert a portion'to the Developﬁént Bank of
the Phlllpplnes,-another fund for a new bank for medium and
small scale 1ndustr1es, and a tnlrd for an export bank which
should be able to finance loans for export—orlented industrial
enterﬁfises,‘ For a period of. ten years,‘considering a trend

towards increasing imports over time, the potential long-term

i .
jndustrial fund should be able to generate a substantial gource

.of long-term finance for industry that will capitalize .a new
bank (banks) or augment the capital of existing government -1

banks.

(3) Tax incentives for industrialization.

~Part of tax pollcy has already been suggested in con-
nectlon with tarlff reform. This is in reference to more

progressive excise taxation which taxes more severely itemis

of luxurious consumption. Another related piece of taxation
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‘which can have wide impact on the allocation of savings is re-
latéd to land taxes. Ahhigher rate of property taxation (due

to more pealistic assessment rates) should be able to help re-
strain,vbut obviously not curtail, inVestments in real estaie.
Anether Qould be a percentage transection turnc?er tax based

on value. Tﬁese measures will*helé to mobilize proceeds from"
consﬁmption faxes for national development ~ecause the govern-
ment is able to siphon away ffon consumption some income ﬁhich‘
can now be usec for maintaining govefnmen: aand for pursuing

economic development projects.

We have referred in other works to the subgtantial'diSQ
- tortions of tax incentives in favor of capital-use and agéinst
labop-use;_ Most of the polieies have been directly to subsi-
dizejcapital. At fhe same time, we overprice labor throuéh
policies designed eetensibly to premofe soeial justice.‘Given
this pattern of policies, 8% 1ncent1ves must be able to cor-
Lrect the dlstortlons by policies whlch restore the balance in

"favor of labor-use and employment.

If we mUst‘etick byuour social goals of preferring em-
ployment creatlon and not bu51necs preference for a limited
1abor force, wh;ch has often been voiced in technlcal as well
as bus1ness 01rc1es, tax inccatives must be correctlve, not

reenfor01ve, of the dlstortlon.

" A pbssibie correction is in the form of double deduc-

- tion of wage costs from the corporate income tax. If this is

-

not acceptable because of the fear that there will be an ero-
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éion of the tax base of all industrial firms (which is probabiy
the case in the short-run but not necessarily in thé'long-run),
double deduction can be done at least for {he portion of labor

costs which go into exports,

It is,&ery surprising that, giVep‘our hugé 1abor,surp1us'\
as'evidénced by our high unemployment rates, fhis proposal haé
ﬁét | with resistance even from those concerned with economlc
pdlicy, However, we might be nore conv1*-¢nv if we cite Aus-
tralia whose factor pr0p3rt10ns, cqmpared to the Phlllpplnes,‘
are certainly very.different. A r.cent visit to Australla has
glven us- the dlscovery that this. courtry down south has de-
v1sed incentives which enable exportlng flrms to get a rebate
on the payroll (social security) tax attributable to exports.,
AIf-anything, what Austraiia needs is an incenfives policy which
is related towards cheapening capital acquisition very m@qh“
'aloﬂg the lines of United States.economic policy ,to\prpmote

.ihvéstments. 'But at least Australia is consistent with her

objectlves, for 1t is probablj the only country in the world

“today, gave one or two. other exceptlons, which encourages a

high rate of~populatlon growth as a major nationalobjective;

| We have been aping, howevér, United States.pqlicy (not
Austfalian), probably because many of those who ﬁavé been re-
commending tax‘pOlicy have been trained in American business
schools and héve, as a consequence, been greafly enamofed by

the importance,.say, of accelerated depreciation. -  Australia
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can learn from Unlted States pollcy, but we can learn more from
‘Australlan pollcy. And glven the ‘enormity of our labor supply
: relatlve to galnful JObS we can generate, we must opt for bolder

~ labor: employment tax incentives than Australia has been glVlng.

'TWD’points that have been raised concerning the desira-
bility”of ihcentives to cepital ecquisition have td,he answered,
The first is the'need fdr technology which is medern ineihdhs-
trf(.8 The second is thet labor costs tend fo be morekVariable
than eapital costs; once the'capital‘is acquired'capital’rentels

can be predicted over time.gv

‘The”first.éoint raises the question that if the equipé.
ment is reaiiy superior to any teéhnclogy available, then it
must Ee sﬁperior even if the »elative prices of capital and
‘.labor are at their market ratios. Therefore, it muet come out
as superiorreven if,the.enormous'incentives'to capitai abQUiSi-
tion were not present. Under these condltlonu, there would be
ilttle danger of the substitution of capital for labor. ' But

$
the negatlve impact of a capltal cheapening 1ncent1ve 13 pre-

W

cisely when the>opportun1t1es are open for capltal—labor,sub-

stitution within techniques of production and within industries. -
In these situatioﬁs,»1abor‘displacement'is prematurely encour-
aged because of the distortions in capital-labor prices.

8Th:.s v1ewp01nt is often heard in government circles, -
where business preference for capital technology is often taken
as glven and desirable for economic policy.

9Th:Ls second p01nt haﬁﬁbeen raised in oral and written
dlscu381on with Mr, David Sycip, whose pointwe greatly admire.

o | 6m—35caf
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The second p01nt 1s further strengthened by the follow—‘
ing . p0531b111ty. If capltal prlces are rising, the acqu;31t10n'

of capital is not only an assurance of a predictability of in-

" put prices, but it allows the investing company to accumulate

cépital gains,'vFrom this_Standppiht; it becomes "rational":
business béhavior to prefér'capital,inputs to labor inputs,
whefe'np capital gains are likely (e#cept in cases of "lébor
exploitatibn", in the classical sense th t labor gets 1eés

than its marginal‘product),"

However, the above should not be enouph cause for gov-‘
ernment to dlstort relative prices in favor of capltal. It

is 1mportant enoughito recognlze that the de51rab111ty of cép-‘

1ta1 equlpment for its own sake is not a rational bu81ness

motlve, although economic- reasons may. motlvate bu51nessmen to:
prefer a relatively more capltal-lntenslve technique to a less
intensive. Moreover, it should be added that the proposed al-

& . .
ternative incentives scheme is able to compensate for the ef-

"fects of rising wage costs because it is total wage costs which

get more than usual‘treatment as deductible items from the in- - i~

' come tax.

(Q) Monetéry policy.
Monetary policy'has'its many sides. There is the pol-'
icy w1th respect to the exchange rate, to whlch we have already

made reference. There is also referenge to the tradltlonal

powers avallable to the Central Bank cohcerning the expanSLOn
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"of the money supply and the indirect means of controlling trade

payments.
'We shall deal briefly with two aspects of policy:

(a) Defensive mechanism against import payments and re-

strictive monetang,pollcy. The Central Bank has been'lergely

conservatlve in its treatment of international trade poliey,
whether durlng the pe’LUu of *O“tPOlS Or now.  More recently;
duri ng *the perlod of decontrol, its defenga of “the peso has
been largely in the use of dev1¢es whlch reduced the level of
imports. Many of the restrictive monetéry policy 01rcglars

- have been devised to stave off the ;evel-of imports. - The ex~-
perience concerning export expans.on has been inadequate. It
is in thls sense that the Central Bank, a: revealed by the .

- actions of the Monetary Board, has apparently learned only
one 51de of the question attacklng mone;ary questlons w1th

s respect to the balance of payments. - (Reference {5}).
"' ‘ . o .

. ,"i (b) Interest rate policy. Central Bank policy on in-

terest rates has beenAultraconservative. For instance, the i
redlscount rate of the’ Central Bank was once (sometlme in the
1950's) as low as l 1/2 per cent. It is only in response to
rlslng world bank rates that the Cedtral Bank changed its
(effectlve) rediscount ratee to ‘as hlgh as 10 per cent recent--

ly.

In a country where savings resources are very scarcsj
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and where labor is~gehera11y ‘v' very abusdént, the
apprspriate policy to'attrsct savings to move into invéstment,
1nstruments would be to monetlze these sav1ngs through the .
banking system. The trick to tnls lies very much on how the
Central Bank can invite a response among savers to put thelr
savings w1th1n the 1nstruments avaalable to the banking system;
On this score, Central B=nrk policy is in error: The error lies
‘in the belief that low interest pstes“invite enormous. invest-
ments or that savings are unresbonsive to intérest rstés. of
course, the Anti- Jsury Law (which was passed Ln 1916 and which
ptovides that 1nterest should not be more than 12 per cent on
secured loans.and 14 per cent on unsecured loans) has a 1ot
to do in ccastraining the proper'range of interest fate pol-
icy. Howe&er,,it‘is also wellknown that tne effective rafes
sf interest among financing pompinies, especially in the.afea

,of consumption and real astatevloansé ic not lower than the

.fange'of 25 to 30‘per cent. This is'only for thé‘qgganized

"lending market. These rates of interéstfare,indeéd'very high.

“The interestbrste cuts both}ways. I;he le?el-bf inter-
est ratés:sttfécts<savers swav from éonsuﬁptiqﬁtor other un-
productlve 1nstruments of saving/(e.g., real sstafe or stock v
exchange speculatlon). To the extent that it prevents the
use of sav1ngs forspeculative ventures; the interest rate 1év31

is able to give stability'fo the economy. For instance, a 10
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per cent rate of interest on saVings deposits isrlikely to gen-
erate more'savers.théh a 6 per cent rate'of interest. Second,

a higherfrafe of interest on time deposits, say 12 per cgnn;is
1ike1y tO‘attraéf long temnéaversawayfrom shorter term Savings
instruments. The experience of Korea and jaiwan (see Reference
.{13}) shows that the response of savers,#o high intere%t )ratg
policy'ﬁas;bgen effectivély positive. G;ven'this'evidence, it
woﬁld seem fathér unlikely, as oftenvclaimed in the Philippines,
that sav?ﬁgs.are unresponsive tc interest rate levels (i.e.,

interest inelastic).

" As an allocator of investment iunds,_tﬁe ihtepest rate'
playé_an important rolc. At very low rates of interect, just
a lot more-aétivities might be invited to seek loans. Activi-
ties aéonomicaily feasibie under»loﬁ rates of ihterest may not
Be ﬁnder‘higher interest fates.' In any cuse, the policy ﬁgst_
be balanced with’fealism in interest rate policy fhat is re-
'Zpired fo.goad savings into the banking system.

-

The discussion above i: put in terms probably unpopular

w

=~

to the industrialist. The successful industrialist is always
in need of capital funds. This need is also matbhed by the

natural desire to héve the cost of capital as low as possible.
Yet;:it‘is common knowledge among industrialists that the in-
terést.rate terms at-whichAlong-term finance institutions and
cémmercial banks lend are commonly too low, so that-they en-

courage an excessive demand for loans.-. This excess demand
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creates pressures to increase the use of patronage, political
contacts and even shady deals (which all increase the cost of
borrowing). Moreover, all these side effects are very inimical
tc 1ie ce.se of open arnd faliv plz for which most legitimate

businesses would openly opt if only it were possible.

One way to make this possible is to accept that an in-
crease of interest rates -- by even as much as 2 per cent per
year -- is going to help not only :iacrease the level of savings
forthcoming into the banking system (which will feed enterprises
of new externally generated financial funas) but also reduce
the unrecorded transactions that come along with low interest

rale pdlicies.

(5) Export incentives.

General incentives are superior to specific incentives.
Specific incentives are drawn on —he assumption that these must
be* given on a commodity-by-commodity or firm-to-firm basis.

<

This is more or less administratively more cumbersome and is
based on the fallacious assumption thct administrators (or eco- \
nomic technicians) know best what exports or firms to favor.

Very often the experience of administrators or technicians is

much more limited compared to the available possibilities.

Therefore, it is best for the government to limit its controls

over specific incentives.

In this light, the Philippine Chamber of Industries

should favor general incentives for exports. What are general
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incentives? They are incentives which, like macroeconomic pol-
icies, cut across-the-board rather than favor specific indus-

tries, commodities, or firms.

There is room for a slight .rodification of general in-

centives policy for exports,given the special circumstances

of present Philippine export trade structure, because cor-
rective policies are not present elsewhere. First is the sugar
premium (the difference betwecen US price and world sugar price),
which sugar exporters derive because they sell to a protected
U.S. market. Second are natural-resource-based export indus-
tries which do not undergo interanal proce.sing prior to exports.

Under the second are included exports of logs anc raw minerals.

Certainly, there should be no special reasons why these
two sets of exporfs should tenefit from any gener:l export in-
centives since =ugar has derived enormous profit incentives
from.the sugar premium, and, secondly, it is wise nationsal pol-
icyéto encourage the processing of mineral-resource-based in-
dustries. The minimum incentives required for these export
indgstries is a measure of realism in the exchange rate policy.
Other than that, and for other reasons, it is important that

they be excluded.

-

One way of excluding some exports, without the necessity

of specifying which exports to exclude, is to define a minimum
, export volume (in physical or in value terms) over a period of

the last 5 years. Then all exports which exceed that minimum
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are to be excluded from the éxport inceﬁtive. (See Reference
{5}). An alternative proceddre,would be to exclude the first
20 exports appgaring in our inventory of more than 700 exports.
(See Referénce {11h. A supplemeﬁtary method is to define manu-
facturing origin by reference to the standard classification of
industrial activities (Is1C), subject‘of course to either of

the two classifications. (See Réference {5h.

Our recommendations .on export incentives, aside from
those emanating from a realistic exchange rate policy for ex-
ports, are best reported in a communication td Senator Jose W.
Diokno, in response to a request by the latter for comment on
the export incentives bill drafted by the Board of Investment.

This is reprinted in full below:

QUOTATION:

MEMORANDUM TO SENATOR JOSE W. DIOKNO ON AN ALTERNATIVE
- EXPORT INCENTIVES LAW

. For reasons already well elaborated in my writings on
exﬁbrt promotion policy and on industrialization incentives
pélicy, I can forego with elaborate arguments as to why the
BOI export incentives draft is not necessarily the best ex-
port incentives bill our country can adopt. However, the

following brief reasons are forwarded:

1. The provisions! of the bill intensify rather than

1The provisions incorporated as incentives to regis-
tered enterprises in RA 5186 (the Investment Incentives Act)
are repeated to be given to all export enterprises.
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neutralize the bias of already existing incentives

against employment.

The incentives assume 1arge1y that export industries
are still inoperative. It can‘be argued that some
manufacturing induétries beset with low capacity use
can become potential exporters on the basis of ex-
isting capacitybin the industrial sector, if these
are given sufficient inducements to export and if
the exchange rate for exports were sufficiently at-

tractive.

The incentives offered are peripheral to the act of

exporting. If our objective is to promote exports,
we must gear the incentives instrument directly to
export achievement, not to side activities that are
indirectly related to exports. Almost all of the
provisions in Section 5 are of fhis type. We must

search for a simpler incentive scheme which direct-

ly rewards the act of exporting,

The provision that all experters getting incentives

- must be registered with the BOI, thereby making the

BOI as the sole source of incentives, will be con-
trary to the rules of efficient administration of
the export incentives scheme. I+ redirects the BOI

from its more fundamental function of guiding and

e

nn“"
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studying the directions of all industrial invest-
ments desirable from the viewpoint of a sound indus-
trialization and economic development as embodied

in the Investment Incentives Act.

Accordingly, I wish to offer three distinct criteria
which will enable us to device a useful export incentives
scheme, which directly supplement the following goals of na-
tional policy:

(a) industrial export growth and commodity and market

diversification

(b) expansion of employment

(c) encouragement of productivity growth and technical-

change.

The criteria are:
(1) The export incentives policy must reward directly

* the act of exporting;

Ry

(2) The export incentives must correct for the exist-
ing distortions of incentives policy, which are
essentially against employment, in the choice of

techniques and of industries;

(3) The incentives policy must be conducive to innova-
tions which are related to labor-using productivity
growth, not labor-saving, or at least not to encour-
age the latter explicitly by distorting policies in

its favor;
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(4) The incentives must be general to all exporting
firms (with a few minor exclusions) and automatic,

rather’ than specific and on a firm-to-firm basis. -

With the above goals and policy criteria, I am attach-
ing an alternative export incentives bill. The provisions of
this bill have been extensively discussed and defended in my
papers "Towards Industrial and Employment Expansion: Alter-
native Proposals for Economic Incentives Legislation Applied
to Export and Industrial Promotion," School of Economics Dis-
cussion Paper 68-22 (July 5, 1968) and "A Desigﬁ for Export-
Oriented Industrial Development," School of Economics Discus-

sion Paper 67-5 (June 20, 1967).

What follows is a concrete legislation proposal which

will be self-explanatory as it is read.

S
«

"THE GENERAL EXPORT INCENTIVES AND EMPLOYMENT ACT OF 1970"

Section 1. Title This act shall be known as the "General
Export Incentives and Employment Act of 1870."

Section 2. Jeclaration -f Tolicy. It is the policy cf the
government to promote (1) industrial export growth; (2)
diversification of commodity and geographic market compo-
sition of exports; (3) rapid employment expansion; (4)
rapid growth of productivity related to labor-using inno-
vations; and (5) growth of industrial corporations in
manufacturing.
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Section 3., Definition of terms. For purposes of this act,
(a) "Manufacturing enterprises entitled to export incen-
tives" shall mean any corporation, organized and ex-
isting under Philippine laws, engaged in the manufac-
ture, processing and production of export products
classified under the revised International Standard
Industrial Classification (ISIC) as falling under
classifications with digits beginning with 331

provided that the manufacturing enterprises do
not fall under the category of ten principal exports
of the Philippines as recorded in Central Bank export
statistics;?2 ‘

provided further that the exports excluded from
this definition which have domestic processing (manu-
facturing) content of at least 50 per cent of +total
final export value ("export receipts", as defined be-
low) may be entitled to specific incentives by the
Board of Investment, under authority granted to it in
Republic Act 5186, the Investment Incentives Act; and

provided further that in the last case, the pro-
duct concerned is not sold in a markeét at a premium
price in excess of 10 per cent of the world market
price for the same product,

IThis defines manufacturing activities at their most
detailed levels. The basis for this is the revised version
Qof ISIC (1968) as recently put out by the United Nations. ToO
dccommodate an increase in industrial activities clacsified,
tife United Nations changed the data codes of all manufacturing
industries. Whereas before the codes referring to manufac-
turing begin with 2 and 3, now they are all assigned a code
beginning with 3. Using this code, or any subsequent c~ding,
such as the Fhilippine Standard Industrial Classific~tion
(PSIC) put out b the NEC, will give the administrators of
the export incentives law an objective reference book for \
classifying exports of manufactures. They will be free from
the somewhat arbitra»y tack of determining tle desirable de-
finition of "manufacturing" by domestic content. lee United
Nations, International Standard Industrial Classification of
all Economic Activities, Statistical Papers series N, No. &,
Rev. 2 (New York, 1968).

2An alternative basis for exclusion, which is more
specific,is by reference to the first 20 of 766 exports of
the Philippines reported in G.P. Sicat, "An Inventory of
Philippine Exports, 1961-1967," School of Economics Discus~
sion Paper No. 69-5 (February 14, 1969). '
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"An export trading enterprise" shall be a corpora-
tion, organized and existing under Philippine laws,
engaged in the sale of exports produced by manufac-
turing enterprises as defined above. :

"Export receipts" shall mean f.o.b. Philippine ex~-
port value, which have been certified by an appro-
priate bank and corresponding commercial. documents;
in the case of manufacturing enterprises whose pro-
ducts are distributed by an export trading enter-
prise, "exzport receipts" shall mean 95 per cent of
the f.o.b. port value of "export receipts" certified

~as having been distributed by the export trading en-

terprise.3 In all cases, the conversion of export
receipts into pesos shall be at the buying rate for
foreign exchange proceeds of the Central Bank.

"Export ratio" shall mean the historical three-vear
moving average of the ratio of "export receipts to
total sales of the enterprise" for firms enjoying
incentives for at least three years; for firms en-
joying their second year of benefits, the "export
ratio" shall be the ratio of export receipts to
total sales receipts in the last two years; and for
enterprises in their first year of seeking benefits,
the "export ratio" shall be the ratio of export re-
ceipts to total sales in that year.

"Total wage bill" shall mean the total wage payments
to all production workers of the enterprise during
the year, minus all salaries paid to executives, as
certified by the Social Security System;h

"Wage bill used for export manufacture" shall mean
the "export ratio" multiplied by the "total wage
bill";

"Labor-productivity related expenses" shall mean all
expenses mads out by a manufacturing enterprises to
upgrade lakor skills. This includes expenses for ap~-
prenticeship programs anc¢ in-service training, dona-~
tions of scholarships to vocational schools, either
publicly or privately run, but in no case will ex-
penses for training <r donations abroad be included

3This provision is needed to take account of the

value added attributable to the export trader.

YThis is necessary to remove executive payrolls from

incentives.
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in this definition.®

(h) "Total net taxable income attributed to exports” shall
mean the "total net taxable income from the corporate’
income tax multipiied by the export ratio'. The "to-
tal net taxable income attributed to a given per cent
range of exports" shall be computed as follows:

If a manufacturing enterprise with, say, 35 per
cent export ratio has a "total net taxable income at-
tributed to exports" of P35,000,6 then,

the total net taxable income attributable to the
first 10 per cent of exports is P10,000;

from 11 to 20 per cent of exports P10,000;

from 21 to 30 per cent of exports P10,000;

and from 31 to 40 per cent of exports P 5,000.

Section 4. Incentives to manufacturing enterprises. To
carry out the policy declared in Section 2 of this act,

the following tax deductions are to be given to manufac-
turing enterprises:

(a) Double-deduction of (1) wage costs related to manu-
facturing; (2) labor-productivity related expenses
of manufacturing enterprises up to 10 per cent of
the total wage bill frcm the net taxable income of
corporations;

. (b) Progressive exemptions from the computed net taxable
income of manufacturing enterprises,’/ as follows:

L

(1) For the first 10 per cent of expoft ratio, a 10
per cent exemption of total net taxable income
attributed to the first 10 per cent of exports;

. SThis provision is essential so that manufacturing
firms are able to internalize within the Philippines their
productivity training programs, thereby upgrading the qua-
lity of all schools, rem

8This procedure is fairly simple from an administra-
tive viewpoint. It is akin to the application of the pro-
gressive income tax mechanism.

7Progressivity of tax-exemptions will encourage di-
rectly the attainment of greater export-orientation by all
manufacturing enterprises.
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(2) For the 1ith to 30th per cent of export ratio, 30
per cent of total net taxable income attributed
to this range of exports;

(3) For the 31st to 50th per cent of export ratio, 50
per cent of total net taxable income attributed
to this range of exports;

(4) For the 51st and up to 100 per cent of export
"ratio, 70 per cent of total net taxable 1ncome
attributed to this range of exports.

Section 5.  Incentives to export trading enterprises. For
purposes of this act, all export trading enterprises will
be entitled to the incentives specified in section 4(b).

Section 6. Application of labor-productivity incentives to
non-export-oriented firms All manufacturing corporations
are entitled to avail of incentives under Section 4{a)(2).

Section 7. Exclusions from the coverage of the incentives.
All manufacturing enterprises and export trading enter-
prises availing of the export incentives granted by the
Board of Investment shall be disqualified from the incen-
tives granted by this Act. However, a manufacturing en-
terprise whose benefits from the Board of Investumcat
are effectively terminated may seek the incentives pro-
vided under this act.8

Section 8. Administrative machinery. The Bureau of Inter-
nal Revenue, the Bureau of Customs, and the Department
of Commerce and Industry, and the 8001a1 Security System
are to work out an administrative arrangement so that all
the provisions of this act can be implemented efficient-
ly in order to make the incentives apply- almost automatic-
ally. These agencies are also expected to expedite all
praovisions in the Custom Code and the Internal Revenue
Code pertaining to export enterprlses so that they can
get their tariff drawbacks on imported raw materials and
their tax rebates, within a period of 2 months of their
payments.

8This is a very important;prov181on. It clearly glves
to all enterprlses the option of u811g labor-cheapenlng in-
centives as against the cap:tal cheapening incentives under
the Investment Incentives Act. As a consequence, this will
prov1de the clearcut test as to whether, as many technicians
in government today conclude, capltal cheapenlng 1noont1ves
are superior to labor-cheapening incentives, especially in
export promotion. .
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Section 9. Creation of an Export Bank.° In order to pro-
vide a fund for the establishment of an export finan-
cing institution, an Export Bank is hereby created.
This bank will be established to finance short- and
medium~term production loans to enterprises that re-
ceive incentives under this Act. Its capital azssets
will be financed from

(a) all the frozen assets of the Central Bank related
to the collection of margin fees on imports, in
accordance with Republic Act 2609,10 and all the
proceeds from the 20 per cent export retention
scheme during the period 1962-1965. The Central
Bank is required to turn over one-half of these
assets to the Export Bank within two months of
the formal establishment of the Bank and the other

half before the second year of operation of the
Bank.

(b) 20 per cent of the annual collections from the
"Tobacco Fund" created under Republic Act 4155
and being administered by the Philippine Tobacco
Administration for a period of 15 years beginning
from the date of effectivity of this Act. The
Commissioner of Internal Revenue and the Commis~
sioner of Customs are hereby directed to turn
over and deliver monthly within the first ten
days of the succeeding month such part of the
collections for the "Tobacco Fund" to the Export
Bank for the duration of the period.

Section 10. Penalty provisions. (The Congress should .

devise the penalty provisions appropriate for infringe-
ments of this act.)

END OF QUOTATION

SAn enabllng act for the separate creation of the
Export Bank will be necessary to glve it an organizational
.charter for operation.

10
The "margin fee" or exchan"e premium law,
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V. MICROECONOiiIC POLICIES

Microeconomlic policies are those affecting individual
firms, industries or regions. If we are to promote indus-
trialization, we must have specific policies relating to the
way we expect individual firms or industries to behave. There-
fore, microeconomic policies must touch upon questions on
(1) foreign investments, (2) locaticnal policies, (3) wage
and ménpower policies, (4) promotion of individual industries,
and (5) correcting major distortions due to policy or market
phenomena that can be handled at the level of the firm or in-

dustry.

Rather than approach each one of these questions sing-
ly and because we have already mentioned some of them in pass-
ing), it will be most rcwarding to examine the role of the
newly created Board of Investment in the context of these
microeconomic policies. This enables us to suggest approaches
to‘some problems, while at the same time focusing on the im-

portant role that BOI can play in the whole setup.
L]

}

The rqle of the Board of Investments.

As SOOn'aS the Beard of Investments was created in 1967
(by RA 5186), we at once mentioned that it was a milestone in
Philippine legislation concerning laws affecting Philippine in-
dustrialization. The Board of Investment has the task of try-
ing fo guide investments into areas of high social as well as

economic pay-off; therefore, it will play a very important and
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continﬁing task in the whole scheme of Philippine industriali-
zation. The BOI has practically much to say on all the aspects

of microeconomic policies mentioned earlier,

We would like therefore to re-state in our way, given
all the observations-made hiere and elsewhere, the way we visu-
alize the BOI to be more significant than might Jjust seem on
surface, i.e., from the stancpoint of the powers given it by
law. /ﬁorking within its powers, 1t 15 the task of the BOI to
correct existing industrial patterns when they are wrong or
inadequate, promote new import-substituting industries where
they are missing,“@onnect specific economic sectors by link-
ing new suppliers to buyers and new buyers to suppliers where
these are,still inédequate, oversee the nature and prime di-
rection of foreign investments newly coming in or expanding
their capacities in accordance with the investment incentives
;act or Republic Act 5455 (passed in 1968), which gave it
Broader supervisory powers over all foreign investments. Thus,
the BOI should be able to exert a great measure of influence
on the forthcoming industrial picture in the Philippines, es-

pecially in the_1970's.

But we must first re-state a note of warning, which we
have said elsewhere. (Reference {16}, The magnitude of its
tasks is already so great that the BOI should divorce itself
from thinking that all forms of industrial incentives, includ=-

ing all those related to exports, should originate from it.

g,
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This will certainly distract it from its more important tasks,
bacause it will broaden its tasks and therefore push its
thinking in areas other than those for which it was best estab-

lished. However, to generalize the scope of the powers given

to the BOI is also not going to be a healthy direction because
its importance in the whole scheme of Philippine industrializa-
tion is that it has specialized incentives that are helpful in
differentiating between different sets of alterngtive invest-
ments. However, an enterprise which is not preferred from BOI's
own criteria does not make it necessarily less desirable. The
status of "preferredness" is related only to the speéific miss-
ing links in the country's industrialization process, not to
all types of industries. Therefore, it is obvious why many in-
dustries at the momeﬁtS including tnose that have been origin-
aily promoted by the import-substituting industries of the last
decade or two, are outside the scope of the BOI. This is only
tqQ be expected. Of course, this note of warning is not neces-
sary were it not for the recent overenthusiasm to build more
powers which is transforming the BOI into the sole source of
export incentives. (At this point, the suggestions for alter-

native export incentives should be recalled.)

We now deal with the more specific nature of the func- .

tions that we hog? the BOI should undertake,

/

v (1) Identification of industries with high social pay-off.

The BOI recently came out with a rough formula (Indus-
trial Priority Formula or IPP) on how to determine the specific
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ranking of industries seeking promotion under its administra-
tion. This formula takes into account many factors, some of
which are labér, location, and foreign exchange saving or
earnings. In view of the relative thinness of the current ap-
plications for incentives, it has not been possible for the
BOI to exert much more than just academic interest in this for-
mula. As more applications are processed, the use of the IPP
to discriminate among alternative proposals wouid become feasi-
ble. In any case, the IPP has e¢nabled the BOI to point out -
industrial opportunities for prospective investors. Therefore,
it makes the search for industrial projects among prospective

investors without any prior commitments more easy to begin with.

v/(2) Industries with external economies to all other sec-

tors.

The BOI is endowed with powers to determine on a year
to year basis the capacity requirements of preferred indus-
giies, taking into account domestic‘and‘export cepacity re-
quirements. This provision may prevent healthy competition
from taking place, as will be made clear in the next subsec-

tion, if we do not watch out carefully.

But in industries where enormous economies of scale ex-
ist, it is necessary to keep in mind the limited market of the
Philippines to enable it to rationalize the nature of indus-
trial cépacities to be made. Some industries that fall under

this category will be discussed. They are industries that re-




- 45 -

quire enormous investments. ilany of these industries are ne-
cessary to give greater industrial linkage anong domestic ih-
dustrial activities, some of irhich are already in existence,
for which enormous resources, foreign exchange as well as capi-
tal resources, have already been sunk by virtue of previous de-
cisions.

[

/«a) The automotive manufacturing industry.

At present the automobiie industry is composed of so many
small assermblers of completely knocked down partsinto finished
cars. This industry is severely impoft dependent, and it is
completely subsistent only on the high tariffs on finished
cars compared to unassembled cars. 3ut the market size of the
economy has also continually grown, as shovn by the steady
growth of the motor vehicle population. Clearly, as more in=-
dustrialization proceeds, and given the current state of trans-
'portation policy, which is favorabie to car ownership as well

as motorized public conveyances, the setting for a truly in-

tegrated car manufacturing industry becomes possible,

;.‘“’

This is where the role c¢f the B30I should be most impor-
taﬁt. In order to rationalize a rather inefficient industrial
structure in car manufacturing, it is necessary to build the
market for the domestic producer. Since motor vehicle manufac-
turing is‘ahighlycapital-intensive undertaking, a large produc-
tion volume is required to sustain an econonically efficient

firm. One effective way of meeting this is through the grant of

o
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an outright production monopoly to one producer of cars over a
number of years so as to attain at least in this area a very
rational production picture;,’At thz same time, all assembly
operations must cease. In %he United States, for instance, tge
range of output of the largest manufacturing industries has
ranged from 3.1 to 5.7 millicn units per year of output. In

other countries, the range has leen between a million units per
year to a quarter of million units in some other countries. The
following statistics taken from a study of Jack Baranson on

automotive indus<ries in devel-ping ccuntriss should be reveal-

ing.

To have a car manufacturing industry gain the potential

economies of scale, a firm must be able to tap the maximum mar-

ket size that is consistent with the rules of competitive en-

terprise, where the competition is derived from foreign pro-
ducers and not local ones. Italy has her Fiat, France her
Cftroen,Germanyher Volkswagen, and Australia, Holden, and

each one of these industries compete with car irports.

The BOI can request all potential integrated car manu-
facturers, mostly foreign car manufacturers to submit a proposal
that will enable them to operate in conjunction with Philippine
capital or independently to manufacture - reasonably fully do-
mestically integrated automobiles within the Philippines over
a period of 10 years. Obvibusly, this activity will fall un-

der a "pioneer" industry listing. The invitationto bid must be

u.‘*{



AUTOOBILE IIANUFACTURERS BY VOLUME OF OUTPUT

Number of : Volume Range per Average Volume
Firms, 1965 Firm p.a., (Units) per Firm p.a.
2 3,100,000-5,700,000 4,400,000
9 560,000-1,600,000 856,000
1y 260,000- 400,000 257,000
293 below 200,000 14,000
318 - 76,000
Source: J. Baranson, Automotive Industries in Developing Coun=-

tries, International Bank of Reconstructlon and Devel-
opment (The Johns Hopkins Press: ialtimore, ilaryland,
1969), p. 10,

COMPARATIVE PRODUCTION AND EXPORT FIGURES OF COUNTRIES

WITH CAR :ANUFACTURING INDUSTRIES

All Vehicles

Exports as Percent

° Country Production Exports of Production

Sweden 204,000 106,100 53.0

West Germany 3,055,700 1,527,300 50.0 7
France 1,581,600 613,000 38.8 ' )
United Kingdom 2,134,900 793,800 37.2 *
Italy 1,158,200 326,700 28.8

Canada 849,000 96,200 11.3

Japan 1,870,500 194,200 10.4

Australia 352,900 12,383 3.5

USA 11,112,000 167,700 1.5

Source: J. Baranson, Automotive Industries in Developing Coun-

tries, International Bank for Reconstruction and Devel-
opment (The Johns Hopkins Press: Baltimore, Maryland,
1969), p. 1l1.
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made to all foreign companies. The invitation may be fairly
similar to the way the Surigao nickel deposits were subcon-"
tracted for -explecitation “rccently. The car manufacturing

venture can be a joint venture.

Local companies may try to joiﬁ with foreign companies
in submitting bids that will allow them to manufacture éars.'
Let us assume that t.uis is undertaken at 20-80 equity with 20
per cent belonging td Filipinos and 80 per cent belonging to
foreigners. We asscume that the enormity of the required capi-
tal investments will not allow the country to feed much more
than 20 per cent equity, without starving other equally impor-
tant sectors of the economy from funds. The local company that
is trying to raise the capital may raise something like 10 per
cent of local capital, while the other 10 per cent should be
sold to all potential interested barties, who may be part of
th; present‘car assembly industry after the award had been made.
This will enalle ertswhile assemblers to recover part of their

capital already sunk into the automobile assembly business.

The production monopoly grant is to be for a terminal
period of 20 to 25 years. The firm must be required to in-
tegrate at least 80 per cent of all parts within a period of
10 years. It must be able to manufacture parts or components
of automobiles for exports so that it is able to feed some of

its foreign exchange re-uirements or supply more foreign ex-
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change earnings for the country. After the termination of the

monopoly grant, the field will be open to at least another fipm.

Assuring "competiton" in a "domestic monopoly production
situation”.

To assure us that the local monopoly grantee for car ma-
ﬁufacturing does not charge excessive prices for its products,
it is essential that an interplay between the tariff, domestic
excise taxation, and production subsidy policy should be under-~
taken. A uniform tariff policy, already discussed-earlier
matched by high domestic taxation of cars, with a differential
tax exemption for the locally produced car can be combined to-
gether to assurc that cars of foreign make aire able to give

competitive pressure to the domestic car manufacturer.

Ass?ming that the Philippines is not yet ready to accept
the wisdom of a uniform tariff policy, the production subsidy
might no longer be necessary, except in terms of the monopoly
grant and the benefits that might be enjoyed through the BOI.
One possible source of subsidies rmight be through a surtax on
the sale of oil products, but this is inferior to the one sug-
gested earlier {tax exemption on portion of excise taxes on
sale of newly produced cars}, because the incidence of this
subsidy is on the general public rather than on the buyer of

the domestically produced car.

In any case, a car monopoly is justified in order to

create a truly viable and efficient car manufacturing industry

1..‘**
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consistent with the market size. Relatively low tariffs will
allow competition from foreign manufacturers and thereby safe-
guard the public from "inferior" motor cars, but the production
subsidies enable the local manufacturer to overcome earlier
cost problems inherent in being a newcomer tapping a smaller

market size.

A(b) The steel industry complex.

The steel incdustry already has large investments being
sunk in by the government and private sector. So the question
before us is no longer whether we should go into steel manufac-
tures at this time against competing alternatives. The ques;
tion now is how we can make the steel industry achieve a maxi-
mum degree of influence on the course of present industrializa-
tion so that it supplements rather than drains away precious

(capital and foreign exchange) resources.

. Recent decisions have already been made which will even-
thally integrate steel manufacture. In addition to the steel
Plant in Iligan, a new steel plant will be erected in Luzon by
3 companies whosé future growth projections show more demand
for steel products. In other words, there is already a huge
commitment of resources anticipated or already committed in

the future.

Thus, the problem of policy related to the steel indus-
try is how to stimulate new import-substituting industries

that are heavily dependent on the output of steel. Recent
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reports have at least indicated that one of the steel plants
has exported to other countries and is busily campaigning to
gain new market contacts. This is a hopeful sign. However,
the volume of these exports is still marginal; but this is
what might be expected earlier while market contacts are devel-
oped. Although we can imagine these steel industries to be
highly export-oriented in the future, it is necessary to build
domestic industries highly linked to the steel industry not
only because steel is, as widely known, an important indus-
trial intermediate good but also because, if expanded in the
future, these neﬁly established steel industries must continue
to rise from a larger industrial base. The expansion of an
integrated car manufacturing industry should complement the
presence of steel industries. But for sustained industriali-
zation, a good beginning is never always sufficient. There
are many lines of steel-using industries that can be encour-
:aged. Industrial feasibility studies should therefore do the
ﬁajor scouting work. In this area, BOI plays a useful role.
Creating an internal demand for steel manufactures is a big 1
task to be studied. liany industries that are to be induced
by the creation of steel capacity would be the tool-making
industry, the machinery building industry, as well as heavy

equipments industry.

Role of foreign investments in steel-related indus-

tries. Many of the industries just mentioned are capital

goods industries. Since capital goods industries and other
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types of heavily dependent industries still require much ex-
pertise, it is essential that firms with high technological
potentials be attracted. Foreign investments with local
equity participation, either in the form of pioneering indus-
tries or preferred industries, should be able to appropriate
lines of activities located in the area of buying inputs from

the newly created integrated steel mills.

¢) Shipbuilding.

Shipbuilding must be one industry which should be en-
couraged directly not only because of the insular character of
the Philippines but also because in spite of technological prog-
ress in the air transportindustry,it would still seem that ocean
transport will be an important vehicle of world commerce for

a long time to come.

Little effort has beer. undertaken to promote shipbuild-
ing, although the deveclupment of our shipping industry has

received quite a lot of government attention. Government pio-

i

neering in the shipbuilding industry through the National
Shipyards and Shipbuilding Company (NASSCO) has been largely
a "struggling" affair. The structure of decision-making in
government corporations and poor management, two well-known
factors that have transformed many government corporations in-
to monumental white elephants, has rendered useless much "pio-

neering" effort by government in industry.
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To promote the shipbuilding industry vigorously and
quickly, the policy steps will have to be along the lines sug-
gested for integrating the automobile industry. Foreign in-
vestments should be made to bid for a monopoly grant in the
shipbuilding industry. There are many shipbuilders that might
welcome a shift in their geographical locale, given relatively
more favorable labor cost conditions. The great industriél
shipbuilders -- the British, Japanese, Dutch, Norwegians, and

Americans ~-- may be 1nterested in a long run proposition.

The monopoly grant can be for a terminal period of 20
or 25 years. A special law might be needed to spell out the
‘tax concessions which may be given to the shipbuilding indus-
~ try or the benefitsAmight be accorded by the BOI. In view of

thellarge capitalization required by this industry and many
other industrial activities that are pressing from thé stand-
peint of investment priorities, this monopoly grant may be
largely to a foreign investmunt company. Some safeguards can
beﬁinstituted so that the ships built need not be exorbitantly
priced. In any case, generous tax concessions might be given
so that this firm can undertake shipbuilding activity which is
designed to compete with other world shipbuilders. To build
a truly integrated shipbuilding industry requires technological
expefience of a sophisticated type, and it can be provided for
most easily by those which are already in the business. It may

be added that the labor force for this industry is partly avail-

able already in the country. In preparation for the long run,
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we must proQide alternative employment oppcrtunities +to our
laborers who have been working in the drydock facilities of
Subic Bay Naval Base, because of the termination of war in

Vietnam and the anticipated withdrawal of American bases in

the country.

It may be necessary to anticipate one argument which
might be raised in the future concerning this industry, which
as everyone would easily say, is strategic to national secu-
rity. Why should this industry be turned over to foreigners
since it is vital to defense? The answer is simply that if
this industry were not encouraged fast enough, with resources
that do not use up cur own, it will take a much longer time
before we can even get into some shipbuilding activity of
modest size. In other words, there would be no sense talking
about an industry being vital teo national security if to begin
ﬁith the industry is nonexistenf. Moreover, it would be so
much better to have an industry vital to national security in
existence rather than nonexistent. While it may be granted
that a foreign-owned industry is liable to foreign sabotage,
in this world of high technological progress in military weap-
ons, anything is subject to easy destruction by the enemy in
time of war. In other words, we have to put our investment
decisions on the assumption (whether foolish or realistic) that,

peaceful conditions will obtain.
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A 3) MaintaigingAa healthy climate of competition: vigi-
lance over monopolies, cartels and market restriction contracts

The monopoly grants suggested in the previous pages are
not inconsistent with promoting a healthy climate of competi-
tion. In fact, as we have stressed, the monopoly grantees must
be subjected to a fair degree of international competition so .
that they do not become instruments of monopoly exploitation

over Philippine consumers,

In the area of industries in which large economies of
scale on the production and market side are not dominant, the
role of the BOI in maintaining competition among domestic en-
terprises is critical. This is the important basis for the
objection we have raised on the "capacity-setting" provision
in the investment incentives act, (Reference {3}). Of course,
capacity-setting can be a yearly ritual and therefore it is
as flexible as can be to give the BOI an instrument of policy

that can foster healthier competition,

We ought to be able to avoid situations in which one
group of industries is able to reap oligopoly profits from a
situation fostered directly by governaent policy. There are
numerous examples that may be cited, but one would be suffi-
cient. TheVGement industry in the past has been able to car-
telize its position over the domestic market by preventing
capacity expansions of the existing industry. There have been,
of course, new expansions, but these had been geared largely

towards the import substituting character of their orientation.

i,
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It is fortunate that now the industry has looked elsewhere to
export expansion, but more economically rational decisions de~
signed to foster greater competition in the past would have
made’the Philippines a large cement exporter as early as five
years ago, despite the expansion of governmental infrastruc-
tural activities. (True enough, it may be added, there is
éompetition among the firms within the cement industry. But
the competition is "competition among a few" -~ clearly the
mark of an oligopolistic setting -- when the firms could have
been qmore. Policies designed to restrict entry of new firms
into the industry anddtokprotect the industry with a domestic
. e #y A
market have provefelnwffcél to a climate of healthie: competi-

tion.)

t

It must be added that the recent discussions of export
incentives is likely to have a liberalizing effect on the com-
petitive spirit among Philippine enterprises. And this is in
the right direction. But the residual undertaking, which is
the major responsibility of the BOI, is still a large respon-

sibility that the agency should be expected to urdertake,

For instance,V%he BOI must take an active role in neu-=
tralizing the operations of international cartels or of mul-
tinational companies when it is clear that the arrangements
desired can have disadvantageous effects on attaining larger”
gains from international trade for the Philippines. Thus, in

the area of patent rights use and technological assistance

a..“?



- 57 -

contracts, the BOI will have to be wary of market restriction
arrangements. It must foster situations which give Philippine
companies seeking privileges under BOI more leeway on the mar-

keting horizons of the products they are going to manufacture.

Of course, the nature of technological assistance con-
tracts being fostered depends very much on the more fundamen-
tal factor -- the net structure of economic incentives. And
it would seem that in the area of fostering greater competi-
tion in relation to the use of proprietory rights (patents§
connectéd with "brands" and technological assistance contracts
of an international nature, the BOI needs the assistance of a

corrective legislation which shifts incentives in favor of de-

veloping domestically manufactured brands which are‘unencuﬁ;//

bered by restrictive market arrangements. -

@ Proposal for domestic surtax on "foreign brands” and
outlawing market restriction contracts.

Many of the import-substituting industries promoted in
the country over the last twenty years have been in thé order
of substitution of imported commodities for the domestically
manufactured "brand" coun‘erpart. This is true in many lines
of industries from food products, drugs, textiles, pencils,
and beverages to consumer durables like r;frigerators, air-
conditioners, cars, and electronics products. "Most of these
products aée purely limited to domestic sales. The arrange-

ment for brand use have been largely of the market restriction

variety. Of course, it will exhaust an avid researcher com-

iy
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pletely without finding any incrimiﬁating legal evidence on
market restrictions, because these are generally secret agreg-
ments, oral or written, or made on the basis of, threat to
withdraw brand use in case of infringements. This is one of
the reasons for the highlyhimport-dependent import substitu-
tion character of Philippine industrialization so far. (Re-

A

ference {91).

To discourage these types of contracts, it would seem
that a surtax on foreign brands, under certain circumstances,
and a statement of policy outlawing market restriction con-
tracts will give leverage to domestic firms in negofiating for
more liberal contracts with respect to technological assistance

and use of proprietory rights.

The sﬁrtax can be an additional ‘excise tax, for in-
stance, 2 per cent of gross wholesale value on the foreign
brand sold within the Philippines, which must be collected at
the wholgsaler‘s level. This tax wiil create an additional
incenfive for domestic and foreign companies to introduce
brands which are different from those currently in existence
abroad. This arrangement will help to shift interest among

local companies away from "brand use" type: of technological

assistance into process-use type of technological assistance,

an arrangement which is fairly common in Japan, Taiwan, and

South Korea.

;*"



- 59 -

With the creation of local brands, and combined with a
climate of industrial export-oriented policies that we hope
will be generated in the Philippihes in the 1970's, we may re-
alize the growth of inner pride among Filipinos of industrial
brands manufactured by 1oc§l companies as they gain; not only

domestic but also international acceptante.

But this surtax must have an exemption, 80 as to en-
courage, not sfifle, the growth of export-oriented foreign di-
rect investments in the Philippines. All companies that are
able to market at least 80 per cent of their products ﬁanufac-
tured in the Philippines, which use a foreign brand, should be

exempted from the surtax.

The outlawing of market restriction contracts might give
a strong psychological leverage in favor of liberalized con-
tracts between local ccmpanies and international companies.
S}nce outlawing of such arrangements implies that the Philip-
pine government does not allow Philippine companies to enter
into such restrictive contracts, companies under pain of ori-
ginal market restriction contracts are now freed to violate
"jillegal" contracts to begin with. Thus, this gives the Phil-
ippine combany more freedom of action with respect to foreign

parties.
o
(4) Locational policies: industrial estates.

The government can consciously shift the geographic

‘location of the new industries that are anticipated to be
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; )
set up through effective locational incentives policy. These
policies, of course, are directly intertwined with resource
pricing industries. When prices of resources are distorted
against, for‘instance, the sources of supplies, industbries

might be set up in locations which are not optimal from the

industry's longer run economic position.

One area of policy in which the government can certain¥
ly accomplish a great deal is related to industrial estates, a
topic that has been much discussed previously.ll Industrial
estates can accommodate purely export-oriented firms, like the
Kaohsiung Export Prdcessing Zone in Taiwan. The creation by
law recently of the HMariveles free port in Bataan prov%pce is
a very sound idea. It is, however, more than 10 years overdue.
Now that the law is a reality, efforts must be made by the gov-
ernment to put the necessary infrastructure at the soonest pos-
sible time, in the same spirit and confidence that the road-
building project was pursued in the last few years.

]
But the industrial estate project should not stop there.

There must be a search for feasible locations for more indus-
trial esfafes within the country. The industrial estate con-

cept must be spread to the areas of the Visayas and iiindanao.

Industrial estate projects must be pursued with careful

11See, for instance, Roxas (196W).



planning. Handling facilities for shipping must be carefully
laid out; the same is true for public utilities like wate? and
electricity and for some housing policy with respect to the
labor force to be employed. One of the major errors of indus-
trial estate projects undertaken in some countries is that the
provision for housing has not been adequately attended to.
In the case of the Jurong estate in Singaporg, for example,
enterprises were established but labor was not induced tomove
easily into the now industrial ports. While this special
problem may in fact be peculiar to Singapore and may be ab-
sent in the Philippines, it would be best to be forewarned
about the implications of this for overall industrial estate

-

planning.

In the field of conscious 1océtional policy, the BOI
can play again an immense role. After all, many of the firms
seeking grants from the BOI have to be set up in‘some geo-
graphic location. ~éere is where the BOI can possibly play
around with some of incentives necessary to induce firms
to move in locations where the social effects of regional

dispersal can have relatively beneficial effects.

Also, governmental interest rate policy may be put to
good use in this area. (Refersnce {l1}). Cheaper interest
rates may be given to enterprises that borrow from governmen-
tal institutions which are located away from existing indus-
trial centers (to be defined for the 1970's as the metropoli-

tan industrial area). Another promising area of regional de-

i "
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velopment is to grant tax saving to corporations investing in

preferred locations. (See Hirschman (1968)).

We must, however, be cautioned against being overenthu-
siastic. The success of industrial estates depend on the gen-
eral climate for industrial policy and economic growth. More-
iover, the success of the export processing zone in Taiwan, al-
though certainly phenomenal, is really modest when viewed in
terms of the larger success of Taiwan's economy in export ex-

pansion. (Reference {3}).

(5) Review of some selected incustries.

(a) Resource-based industries.

These industries include those that are highly linked
to agriculture in the sense that they supply major inputs,
like fertilizers and other chemical compounds necessary for
modern agriculture. Agricultural policy will determine to a
large extent the nature of expansion of internal demand for

the products of the fertilizer industry.

A second set of industries are thcse which use agricul-
tural products as the primary inputs to further processing.

There are three major types:

(1) Processed food industries.

Large export potentials may be gained from processing
tropical products. The experience of Taiwan in this: regard

should be an interesting model. i{ushrooms, asparagus, and

other agriculturally processed products have become major

;.‘*'



sources of export revenues. This is an area of investments that

might be laid opci. to foreign as well as domestic investments.
The pineapple canneries have been very good examples of the use-
ful role that foreign investments can undertake. ‘These invest-
ments have provided new employmeht in regions which are f;p away
from centers of urban population pull, thereby also providing
new centers of economic development within the region., It is
also hoped that more Philippine capital will be encouraged in
food processing industries which would tap foreign markets for

the same reasons.

(2) Livestock-, Poultry-, and Fishery-Based industries.

Much import substitution (and perhaps potential export
production) may be realized by paying attention to the develop-
ment of the livestock-, poultry-, and fishery-based industries.
The years after decontrol have given relatively more attention
to these industries, further adding to regional economic devel-
opment., (Reference {4}). Poultry and livestock have shown re-
markable expansion. Yet, because in the case of livestock the
industry has to begin from a fairly low level of the stock-pro-
ducing breeders (capital goods), it will take some lag before

the enormous possibilities in this area can be realized.

The food processing industries based on these two agri-
cultural products certainly point to a bright future. These
industries can be expanded more quickly with more liberal in-

ducements for foreisn and domestic capital to move into these

An‘*“
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areas of agricultural investments. The savings in foreign ex-
change and the potential export earnings should not be dis-
counted, because products of these industries are precisely
those that could vreplace the enormous drain in foreign exchange
due to imports of "necessities" like milk products, corned beef,
meat loaf, and canned fish products and those that might give
our country comparative advantage in world trade. (Recently,

for instance, Indonesia has begun exporting corned beef.)

The failure of this industry to expand sufficiently in
our favor when climatic conditions as well as the gift of soil
and marine resources are both in our favor is essentially an
error of government policy. It demonstrates critically the
effects of distortions on investment patterns inherent in our
system of protection and investment priorities. With tariff
protection given largely to "luxuries" and low tariff protec-
t@on or negative (i.e.,, tax-free importations) given to "neces-
sities," it was obvious that these food industries could not
become favored by the system of protection. 1In fact, the in-
dustries could not thrive effectively. Coupled with their
favored importations at cheap rates of foreign exchange, they
were also subjected to minimal taxes (if at all) and, during
NAMARCO's time, the imports were sold at below acquisition

costs.12 Thus, although at the earlier stage of industriali-

12For an analysis of NAMARCO imports, see Reference
{9}, Chapter 5.
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zation, the food processing industries would be very important
sources of self-sustaining growth, lack of attention to them

have almost stifled incentives for investments in the field.

The alove-setup further demonstrates how much more ad-
vantageous was a set of policies characterized by "uniform‘tar-
iff" mixed with production subsidies under a realistic exchange
rate policy. The distortions of market incentives from the tariff
policy would have been absent under a uniform tariff. Production
subsidies would have made these food related industries rela-
tively more attractive investment opportunities. An equilibrium
exchange rate policy would have favored the use of domestic re-

sources in these industries and therefore would have further

supplemented the investment climate in these food industries.

(3) Forest- and Mineral-3ased industries.

Our forests and mines have essentially financed about
ope-fifth of our foreign exchange requirements since the mid
fifties. This constitutes an enormous contribution to our
national effort.} Yet, so much more of our national develop-
ment could have been better enhanced if we had processed these
products in increasing proportions through the years. We would
have, firstlycigreated more employment for our citizenry and,
secondly,.fostered}conditions for a slower rate of depletion
of mother nature's endowments to our country. We have, for
instaﬁce, made some rough computations of the gains foregone

by not processing our log exports within the country; the re-
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sults tend to show we had foregone from 1 to 2 per cent of Phil-

ippine groés national product. (Reference {6}).

Many reasons have been advanced in popular discussions
about our failure to process logs in substantial quantitiesﬁ
(1) lack of incentives to wood-pfocessing industries (counter-
argument: the tariff*preferences available to us>through the
Laurel-Langley Agreement represented an enormous source of in-
centives which was not évailable to major competitors and cer-
tainly the post 1962 exchange rate reform was a great incentive);
(2) low labor costs in other competing producers, especially
Taiwan and South Korea (counter-answer: shifts incentives to
proposals on cheapening wage costs through tax subsidies); (3)
the shipping cartel'and shipping routes, favoring competitors;
(4) mistaken disposition of forest policy by government which
had encouraged indiscriminate logging; (5) poor organization
and management of the industry, including economic inefficien-
cy; (6) the relative ease of exporting logs compared to finished
wood products; (7) monopoly power of Japanese buyers (although
this becomes much weaker when viewed in the light of the in-
creased purchases of South Korea, Taiwan, and Hongkong of our

raw logs).

In our view, although the above reasons play some role
in the relative discouragement of wood processing, the major
reasons for our failure to process wood products is rooted in

the nature of incentives policy. Tax policy has failed to
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penalize log exporting and favor wood processing. Moreover,
giveg the overall setup of industrial prbtection, entrepre-
ne&rial and capital resources had been attracted to 6thér sec~
tors, not to wood processing. The resource gap could have been
provided by foreign investments, but given the restrictive ap-
proach to foreign investment policies thét we have had, these

resources would not have come in sufficiently enough.

The major tax policy correction could come from an ex-
port tax on logs and other mineral exports. Barring the fea-
sibility of an export tax, perhaps an internal surtax, to be

known, a national resources tax of, say, 10 per cent ad valorem

gross output, might be enacted. Domestic export processors may
be exempted from such a tax. This is one area of taxation that
should receive the attention of those in charge of tax reform

and of altering tax incentives in favor of processed export in~-

dustries.

In the discussion of the three broad groups of indus-
tries just cited, the role of BOI can be crucial. But we must
add that the BOI renders only what the law allows it, no more.
The powers of BOI have been 1liberal at one end and restrictive
‘at another. It is liberal in the giving of mostly capital-
cheapening jncentives and other incentives indirectly related
to the aim -+ e.g. -- to exporting. It is severely restricted
in the dictating terms to foreign investments. It practically

has no incentives that would lead to chezpening labor inputs,



- 68 =
when our laws keep on raising its legal price.

(4) The heavily protecfed industries: Electronics and
Textiles. '

There are many heavily protected in&ustries, but two in=-
dustries that have been listed as ndqistressed" in the mid 60's
and which appear to be just as distressed, 1f not more SO, in
the early 1970's are the clectronics and textiles industry.
These industries have received, at the pre-operating beginnings,
the tax incentives available to them either under special laws
or the more general tax incentives laws for "new and necesséry"

and "basic" industries.

The textiles and electronics industries have, firstly,
been heavily hit by technical smuggling. The incentives to
smuggling are the result of heavy protection. The demand for
reform in this area has been to tighten the administrative
noose against smugglers while retaining a high level of pro-
tection. As iong as the incentive is there, the corrupting
influence will be there. The demand for protection is also
heavily dependent on the inward-looking attitudes of these
industries. This attitude reflects in part their relative

failure in the area of expo>ts.

These industries have also been exposed to the decon-
trol policy and the attendant vacillation of monetary policy t

give consistent support to industrial enterprises in feeding

them with their raw material needs. Thus, again, the problems

«.‘u »



- 69 -

of these industries merge at some point with macroeconomic pol-

icy problems.

The problems afflicting these industries can be again
put in terms of relative incent ves. The present discussion
may represent a stark contradiction of the commonly attributed
causes for the distressed conditions of these industries as dis-

cussed in public.

There are three factors which have essentially caused
these industries to fail to move. First}@there is the climate
of overprotection which encouraged entrepreneurial efforts to-
wards looking inward to the domestic market. The argument that
these industries need protection to survive does not hold much
water, because the appropriate medicine for those with invest-
ments in these industries to generate more competitive spirit
wifhin its entrepreneurial class is competition, not protection.
Moreover, the example of Hongkong shoul& be a sufficient exam-
ple of how without protection, the textiles and electronics in-
dustry have become leading industries. This should be suffi-
cient bans to dismiss the importance of "heavy protection" as

a necessary measure for industrialization.

Second?plabor welfare legislation has hurt these indus-
tries because these are labor-intensive industries, although
this.is “openly claimed even by those in charge of
the firms. Fairly advanced labor legislation in our country

has placed these industries in relative comparative disadvan-



- 70 -

tage compared to our neighbors in producing their commodities
for export. So long as these industries are inward-looking
and are heavily protected (despite encroachments of smuggling),

labor costs would not appear to hurt them on surface.

A
Third, monetary policy related to defending the exchange

rate of the peso has imposed restraints on the expansion of
these industries. It may have decisively increased the costs
of securing their raw inputs (due to the tendency for the peso
to be overvalued). At the same time, the overvalued exchange
rate has become the major instrument for making exports of these

products unattractive as business propositions.

Fourth,@éhere was the total absence of export incentives
(until 1967 with the enactment of the Investment Incentives Act).
Thus, it made these industries look more inward to the local

market.

Finally, it may be advanced that perhaps these industries
had paid too dearly a price for foreign technical assistaﬂces
although we wish to state that this is difficult to ascertaif,
as we have already said earlier. Some questions that might be
posed for future study a propos this point are as follows: were
the franchises to manufacture the products unaer these indus-
tries too costly in per unit terms compared to similar fran-
chise in our neighboring countries? Were they restrictive in
terms of market orientation? Was the presence of foreign tech-

_nical advice insufficient? Would it have been a superior pol-

s,
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icy to allow freer entry of foreign direct capital in this

area?

It has been suggested in some quarters.that the quality
of Philippine entrepreneurship has been lacking, and therefore
this explains why such industries are in terrible economic
shape, when their counterparts ‘n other countfies -= - notably
Taiwan, South Kcrea, Hongkong, and Singapore -- are thriving
rather well. We may dismiss this as too simplistic an argu=-
ment. (References {18}, {7}, {19}, and {20} give evidence
aboﬁt the correct response of entrepreneurs to policy.)  The
more important reason is that these industries have been vic-
timsﬂofkan overprotective policy, of our advanced law laws,
and a short-sighted. and rather defensive monetary policy, es-
pecially in the area of export incentives. Given more favora-
ble conditions, the answers to the questions posed in the pre-
vious paragraph could be madelhegative even if to begin with
the answers to them were all in the affirmative. In other
words, the policy climate is the more important one, not the

"quality" of entrepreneurs.

VI. THE NEED FOR SUPPORTING POLICIES FROi1 OTHER SECTORS

We have discussed in the above many problems related
to Philippine industrialization. Since industrialization is
just one part of a whole picture of total economic activities,
it is necessary to review here very briefly some other Sec=

toral policies that are needed for the expansion of industrial

.L.“’
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activities. In fact, some of these policies are crucial so
that no bottlenecksoccur which atop. the the rate of progress

from moving faster.

(1) Support of agricultural development.

T

Agricultural development is necessary to expand Philip-
pine industrialization. There is no competition between a high

rate of agricultural development and a high rate of industrial

" development. In fact, if agricultural productivity were to ex-

pand at 10 times per year, it cap be expected that with appro-
priate policies, the industrial sector will be able to expand
even at 20 per cent per year. A higher agricultufal productiv-
ity raises new demand for inputs of industrial products into
agriculture and as a means of generating greater final demand
for consumer products. Moreover, the growth of agricultural
productivity is the surest way of releasing the agriculturally
dependent labor force into industry. With new income opportuni-
“ties being made open to farmers, many agriculturall dependent
workers become releaseable into industry to earn subsidiary in-
come in other sectors. For example, the farmer, who is able

to send his children to school, is an effective supplier of

potentially well prepared labor to the non-agricultural sector.

Thus, we should rule out any thought that investments

needed in supporting agriculture, such as investments in irr;-

gation, water control, extension work, credit for farmers,'apd

-

even land reform, should be neglected, simply because what we
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want is industrialization. Incidentally, this thinking was

probably the biggest Philippine folly of the 1950's,

(2) Expansion of telecommunications and infrastructure
network. :

T

Internal trade within the Philippines can grow fast only

with efficient communications network.

(3) Improvement of essential governmental services and
other public utility services.

We may cite many areas of governmental services which
have deteriopated over the last few years. The postal service
has become a great mess, to thé extent that service industries
providing postal services independently of the Philippine postal
system have flourished. The cost of safe and fast carriage of
mails is somethiﬁg that should be studied. This is also very
true of police protection. These essential governmental serv-

ices should be improved,

The internal transport network in industrial locations
as well as urban centers should now concern planners. The
need for a mass transportation system within iletropolitan Ma-
nila has now become more than just a dream. People must be
made to move at the quickest possible time, with schedules
fairly well set. The present system of transportation in Ma-

nila has to pave way to one which is faster and more efficient.

Public‘utility services, especially telephone services,

should be made more efficient. It is unfortunate that the
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telephone services within ietropolitan areas have deteriorated,
and the much advertised expansion of services have largely been

advertised. Interisland communications still leave a lot to be

desired.

Public utility companies should be goaded by policy to
expand their capital outlays. A study of the appliéabilit§ of
special tax incentives for capital facility expansion to pub-

lic utility companies ﬁight be needed.

(4) ‘The expansion of service industries: foreign tourism.

Service industries naturally follow the developments
along other fronts. But some segments of the service indus-
fries‘can become the object of more intensive changes in pol-
icy. We have reference to foreign tourism. There is now much
common talk about the e*pansion of tourism. But we shall not
be able to gain much from this tourist industry so long as we
try to be overprotective in our tariff policies concerning,
for ihstance, major tourist commodities like cameras, elec~-
tronic equipment, textiles, etc.; so long as the countyry main-
tainé a supernationalistic stand in defending the Philippine
Air Lines in its policy of restricting passage into the coun-
try of other airlines thus preventing a greater inflow of
tourists within the country; so long as little investments
are put in the expansion of Philippine tourism propaganda

abroad; so long as we allow the foreign exchange rate to be-

come overvalued. But as we have pointed out elsewhere (Re-
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ference {14}), that is one great area where enormous support
can lead to a secondary effect: on the expansion of industrial

s

activities within the Philippines.
VII. CONCLUSION

We have enumerated the problems of Philippine industrial-
ization, analyzed the nature of the policy problems, and pointed
 out the clear distinction between those policiés that ought to
be undertaken on a macroeconomic level meaning policies related
to fiscal, monetary, as well as foreign trade policy, and those

that are related Ep'plainlnicroeconomégﬂgg}icieslﬁyhighwgggwuijnr

~in the Yﬁ@H?_Pﬁﬂithactivities_ofﬂthe Board of In

(G-

estment, We

have also continually pointed out that these policy problems

at two levels often merge into one.
L—_—/\-‘— —— . . - O P

OQur only object in undertaking this is to put to  Dbear
the results of research of the academic profession concerning
Philippine industrialization to which we have been a major
participant. We hope that we have shown the problems of pol-
icy so that they can be attended to in the interest of further
industrialization and, consequently, a greater rate of econo-

mic progress for our citizens.
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