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of land use, wﬁich will in due time come to .the_Suprexﬁe Court.

A law which Filipinized the retall trade was enscted in 195h. Origi-
nally .intendéd f.o, arive the Chines’e from the sm;all-‘-scaleb reta‘il business,
the lav falled to give a stabubory defini‘ti'on of "retail.," This was there-
fora left fo thé cdu;—és to determine. In a decision .of a 1ower: court, sales
in ‘bﬁlk_ of _].aj.rge petroled‘m refii;in'g compan_ies to pe‘broleum. distributors'wezfe
intei'pr_éted as "retailing" for .pur‘z'posés of the law. Another lower court,
howe\;er, subsequantiy arrived at 4an entvire;ly' different ‘rulirlxg by aCéeptihg
‘the more common. definition of retailing as sale to "final users" for con-

\

sumption. These semantical differences in 1nterpretation have obviously

:meortant e;onomi.c consequences. However, some foreign-owned -ompanies

have created, as a hedge against adverse court decisions, 100 per cent

Filipinq—owped corpora.tions to _perform all marketing functions.

| The eonstitutional 1im1tatioh on owning land is based on the histo~
rical fear of the evils of lgndownei'ship &onsenti'atién t'racea'r;le.to the
injustices of land polisy during tﬁe 'Sp-anijsh regime. The constitutional
provision ta_kes' the f;)rm éf limitations on the amount of land that coi'porations'
and individuals "sap»aebquire through pur;:'hasel cr leasge of g\_ﬁ_:}_:&g .lands‘, gnd
of prohibitipn 01‘1' the ownership of a’griculturai,]_.andakby fofeigners. Under
subéeq{lénb legislation imediétely@fﬁer the COnstitufion became operat,ibr.ll o

in 1036 under the Gommonwealth Goverment s Congress extended. the definit ion

of agricultural lands to include residential, commercial, and industrial
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La.nd, both urban and rural. !fh’e COnstitution provides a limitation of up to
40 per cent of equity for foreign omnership/they engage in the exploitation
of the country's natural resources. All_these provisions are the results
| of fbhe wishes of" the fremers of the .Philippine‘ Constitution to preserve for
Filipinos "the petrmony of the nation.”
| The 1egalit& of leases of large trasts of land to foreign investment
subsidiaries in the pineapple and banana plantations in Mindanae has recently
become an issue which is bound to be decided ultimately by the Supreme Court.
In fact, a 'mgé banane planta.-tien project by ﬁnited‘f‘r\_zit Company w.;
my re;jected in '1965_ on grounds of fhe size of the public land area
to be leased.. (01: course, the FWe deeision was colored very much by
the reputatien of this company .in Central Americe in respect ’to political
ma.tters.) |
“Another issue to be ultimately ? decided by the COurbs,which is
- of great consequence $o the status of all American direck investments in
the Philippines, 1; the interpretation. of "parity rights," first acquired = f
under the constitutional smendment of nys‘— which gave to Amerisans all
vrigh:t.s reserved for Philippine nationals with respect to 1nvestment in
natural resoume exploita,tion, and later extended by the 1455 amendment to
the original Trade Agreement ’ to all forms of American 1nvestmerrbs. The

Philippines has recently taken the skand that "pa.rity" rights will not be

subject for disou_ssion in any »negot:l.ation of trade agreements in preparation
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for the termi.natiion of the"ourx;er_xjvl; a,rrangeﬁents which end in 1974. An
imporba-nt- econonviilc power of 'the coﬁrt.s, theréfore, arises fron‘n. the fact
tha:b they will interpret the status of all types of righ‘bs acquired by
American nationals under the "parity proviaion before 1974. The American

- government, in response to pressure by Americans with interests in the

Philippines, has taken the position that these rights should be retained
even after 197h. The current view in the Philippines is that all rights
acquired previoua to 19714 s.lso expire in 197’4 In a reoent test' case, a

lower oourt ruled that Americans can‘ own lands ai“ber the termination

of the p,&rity praviaion.

In brief, the Qourts will have %o ‘make‘ decisions which will have

important ewonomic eonsequences in the 197%'s. It nmight be added that

the question of landownership by foreigners need not have a xﬁor‘effect

on the foreign :I.nvestment’ climate. Ma.ny countries in Asia have the same

i-estrictive laws and yet this has not deterred the gntry of foreign capital,

The Fortheoming sonstitutional Convention
The above discussion is based on the $onstitution of the Philippines
of the 1930's onmh.tah the present Repu‘blic is based, In 1971, a constitu-

tional sonvention will meet and the total basis of Philippine political

.

organiza‘bion will be pla.eed under serutiny. Sinee the preseut constltutianal

framework required the approval of the U.S. Presidént , this will be the first
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truly ngtibnaligt constitution. 2/ An apparent emerging ébnsensus among
Filipinos is that the termlof the Pfesidant (which was ox;iginali_l;z ®or-one
v ‘six-'-year term until< it was amended to‘a-ccommodat_e the pgrso‘nal intentions
“of the popular 'incu'mberrb conmoi;wealth P;r.esidenf in 19+0) will be fﬁed

at a single term, probably in excess of L years (the current length of &

term) but not more than 7 years, with provision against reelectioﬁ. Ancther
quesﬁiori concerns the bicameral nature of the legislatwre. To many observers R
these changes would reduce the economically wasteful drain on resources from
freciuent'elections. They would 'consequentvly ushe: ’in a .more céns,iatent
direction of _economic folicies fd perhaps at least six years and fur'bhe;'
simplify legisl;at;ve procedures. |

Eutrggreneurshig

The Philippine economy is based on private enterprise. It has ex-

perimented with government enterprises in certain areas of pioneering
industries, especially in textiles, cement, and fertilizers. But experience
with thése .efforts has, by and large, produced little impact on the course

of industrial activity., The Govermment has, of course, large interests in
railroads, hydroelectric pover, and water distribution, but mejor public

_utilities may be privately operated provided they meet legal requirefmf’"‘

pd
‘.I/

See the duscussion of the Constitutional Convent’;/’/’ o

et al, Underdevelopment and Economic Nationalism (Ithaca -~ -~
nell UniversRy Press, 1969), Dp. 42-51. The oha; chapter o~
nationalism in this book provides a very good backgrq -~

concerning nationalism and economic palicy.
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concerning the nat‘iona-lity of equity .capital, which is 60 per cent Filipino
(as amended of course by the parity provision)

Beyond taxing and spending polieies, the regulation of bank credit

and other similar indirect economic polices, the ‘only important areas where
_the government'exercises direct functions are comeroial banking and longe
‘term finance. The government-owned Fillippine National Bank controls about
-one-fou.rth of the total commerciai banking ‘system sssets. Government long-
term finaneing institutions (the Development Bank of the Philippines and the
social insuranoe agencies: the Government Service Insuranee System and the
Social Security System) generate,~more than 90 per cent of the external.long-
term finance funds available for industry. Tt should be added, however,
that firms often finance their long-term needs with short-term wank credit.

<In this setting, private. entrepreneurship plays a eritieal role. '

Economie development depends to a significant degree on the direction given

to the private sector by the economic policies of the Governmeut. The sources
of domestic entrepreneurial supply in industry tra.ditionally came from com- ',,
merce, finance, trade, the universities, and foreign investors. The industrial
promotion policies of the 195¢'s shifted entrepreneurial resources away from

o traditional areas into manufacturing. A‘he development of import-substituting
industries in the 1%0's is the best illustration of the positive response

| of entrepreneurs ih the Philippines to policies which change the relative

attra.ction of different industries.
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First, nationele, engaged in other activities -- eomerce, finance,
-and traditional exports --- seized the epporﬁuriities of estabiishing'new -and
relatively ‘(eveg if artificially) profitable- entex'priseea ihe.grQth_ of many
new produc't; lines in m&nufactur,ing vinduetries was a direet result of the

inceirtives offered by the various new protective messures. Licensing arrange-

ments in cigarettes, drugs, food products s beverages, and automobile asaembly
favored entry by Filipino capital, sometimes in .joirrt equity ventures with
. foreign companies.

On the other ha.nd, as in many other developing countrises, erstwhile
sources of imported supplies threatened with the 1oss of their merket were
attracted to establish industries based in the Philippines. This was the _
usual motive for foreign investments in the Philippinee in the '1%0-'8. Joint
venture arrangements ﬁere ecfiveiy encouraged by Government policy. The
foreign investments which came 1nbitherefore were'.lai‘gely import substituting
in character. The oil refining companiee , drug‘sb; knem'l'-lic and non-metallic
manufacturing, as well as tra.de and cemmerce in the whoieeale field, were
heavily dominated by foreign investments, largely Ameriean. |

The only other foréign z_mtibnals with substantial equity in the Philip-
pine'venterprisesv are Chinese.' Investments by Bi"itiSh, Mss and fpaniards
in maxiufacturihg are relatively small. On the other hand, Ja;panese éa-pitel
has been 1itera11y knocking at Philippine doors, especially in the 19601s.

But. many aspeet.s of policies relating to Japanese investmerrbs‘muet awalt
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the ratification of the treaty of commerce and. friendship with Japan, which
has long been . shelved in the Senate. With theexu.ption of the Chinese, there-

fore, the entry of direct investments bty foreignera other than Americdns has
teen negligitle. *

However, foreign capital in the form of supplier's'credit has increased

in importance in recent years and this is an area in which Japan has been
dominant. The 1ncrease of supplier s credit from Japan was helped substantially

by the use of reparations for private industrial ptejeetl.' After the mid-
1950's, reparations became a ateady source of new capital goods imports for
private and publtc'development projects. Thisvwesvthe initial exposere of
Filipinos to Japanese capital-goods, in addition of'ceurse:to aggressive )
Japanese export trade policy. - ' |
,/;n general capital has moved in response to entrepreneurial decisions

in the directiqna to which policies have pointed. The "net" structure of
economic 1ncent1vee resulting from the varipus policies has induced entre-
preneurs, wﬁether domesti ¢ or foreign, to move into import-replacing industrial
;activities. Whatever difficulties have developed in thts ptocees‘cannot be
blamed on a lack of eptrepreneurship.

The nature of the investment response has been documented in several
studieeré/ Small firms have been highly motivated by the availability of
prefita as inducemeﬁt'end larger firms by the sales genereted through a

captive market, There has been ‘an encouragement of final goods import'

,/‘ 6/ See R.W. Hooley & G.P, Sicat, "Investment Demand in Philippine
Manufacturing" (Discussion Paper 67-2); J.H. Power, "Import Substitution as
an Industrialization Strategy, "Philippine Economic Jourmal, vol. V, no. 2
(Second Semester 196§), pp. 167-204; J.G. Williamsom & G.P. Sicat, “rechnical
Chance and Resource Allocation inthn Philippine Manufacturing: 1957 1965
(Discussion Paper 68-21). See .plso John J. Carrol, The Filipino Manufacturtﬁg
Entrepreneur (Ithaca, Cornell Umiversity- Press, 1965) for the social charac-
teristics of a sample of the emergent entrepreneurial class. ‘ :

>




suostitution, an excessive dependenee of industry on imported material inputs,

a neglect of i.ndustries based on agriou’lture (except the traditional exports),

and a tendency for a releti\'{ely capital-intensive factor mix. And these are

what the system of incentive‘sv called for, a matter to which we tizrt: in greater

detail in the/ ¢ o chapters. | |
Economic Planning

There is a we]_'l. known propensity on the part of governmen:bs in the

Philippines to have paper development plans, - Many such plans heve been prepared,
but the bottleneck in implementation has always been administrative organiza-
tion.Z/ We shall :outline'brief];y here the organiz&tionb for plerin:lng +that has
exieted in the past, as well as the‘emergem: organization that has arisen as
a result of a demand for an administrati.ve framework more c'ons.:.i.s'tent with the
desire for rapid development.

 The National Economic Council (NEC) was created as early as 1936 but
wag reorganized in the mid-l950's. Its broad ba.se, desirable on the surfaec,
has become j.'l_'.s major weakness from the stan’dpomt of effeetivenes»s. It® mem-
bership is a mix%ure of representati’vee from the two houses of Gongress and
appo:l.ncbees of the President. This diffused meinbership 'sub,jetted it to congres-
gional interference and correspondingly encouraged its isolation from the

executive. It has drafted grandiose‘ plans whieh are beyond the :l.imits of

.,

government resources. It has little connection with the rest of the govern-
mental machinery for planning. What might. have been its most important function,
the administra’sion of foreign aid programs R has been of negligib!.e significa.nce
because of the relatively small inflow of direct foreign aid,

" A second problen with the NEC is its panpower complement. It bas

not been able to attract the most eanpetent high-level technicians nor retain

L 3

7/ For a lucid discussion of prob].ems of Philippine planning, see the
respective papers of Armand V. Fabella, Frank H. Golay, and Sixto K. Roxas

in the Philippine Economic Journal, Second Semester 1965, special issue on
Bl e B T T Aanten st Asia.




its best staff membere , although its middie"level teehnicia;ls could be
encouraged to produce good work, gi_.v,en ieedership at higher ]_.e{reh. This -
has greatly Llimited it;s accomplishments. “In i.tjs task of preparing the
national ingome 'accodntsv, fer example, it has been fairiy- criticized for
falling below standards required for effective economic planning.

This situation gave rise to the need for a technical economie staff
. directiy under the o;f‘fice of the President. Thus in 1962, a Program Imple-
mentation Agency (PIA) was set up. The same agency was reoxéa-nized into the
'Presidential Economic Staff (PES) in 1966 upon ti:eessumption .of Ferdinand
Marcos as Presidetrb. This agency has taken a more active "role in planning
and in 1mplement1ng the plans. Its strategic location within the office of

_the President has given it greater access to a.ll the operetional agencies of

the government. 'Tts most successful accomplishment,. for which President Marcos
subsequently got tremendous pelitical leverage in his successful reelection
bid, was the infrastructure investment program, with ‘emphasia on elexherrta—ry
schoolhouse construction, as well as on roads a-hd irrig'ation'to complement
.the revelution in iice ‘celture based on new seed verieties. |

" In a bid to reassert ite. role ih economic p].é.nning,,the lower

house of Congress recerrtiy created a §ongressional Economic Planning Office

-viag

(CEPO), In the upper house, an Ecanomic Affairs Committee coordinates
closely with the CEPO, Although itiis the newest plaming agency, czpo,
succeeded in preparing, in consultation with the economic planning agencies
“in the executive braneh and with tt;e_ ﬁrivate industriel sector, Joint Reso-
lution No. ‘2 of €ongress, known popularly as the’ MagnaVCarta of Social
Justice and Economie Freedom. 'i‘his resolution, passed by Congress in 1969,
represents a ste&temertt of national econcxnic and socia.l objectives, with

only very general references to the means by whlch these are to be achieved.
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Tt is hoped by Congress that this will serve as & guideline to future
legislation on economic and social matters. | *

The broad obaectives are self-sustaining economic deve%:pment a
more equitable distribution of income and wealth and a greater degree of
national independence. National planning is endorsed as a means of 'guiding
and coordinating the private economy In this "the State shall be guided
by what is socially and economically desirable rather than by what is
profitable alone.” Austerity and self-reliance are urged especially in
the use of foreign exchange, which “shall be subaected to a rigorous system
of priorities Q)n the other hand, the State has the responsibility to
maintaiﬂ’”a favorable climate for investment that will encourage the people
to 1mplement the plan, and will not st1f1~ individual.initiative,‘innova—
tion or free economic choice subaest to such limitations as the national i.
interest may dictate," Finally, the section on "Gommitment to Economic
Independence strongly endorses Filipinization of capital ownership, as

well as diversitication of the direetion of 1nternational trade so as to
reduce dependence on the United dtates. ‘: . -

In addition, the CEPO has revived the concept of a National Economic
Development ARsHOrity QFEDA) first proposed in ‘the mid-l950's, yhich operates
along the guidelines of a mixed Executive-Legislative*planning of economie
development, NE!A is being proposed as a super economic bogty which will
replacd-the NEC, the PES, the Budget Gammiss1on and other agencies with
planning and execution functions. These measures are currently (late 1969)
being’discussed\and are part of a proposal ‘for overall governmental re-
organization. A

Planning Private Industrial Growth

- The need to guide private industrial growth more in accordance with
social priorities gave rise also to the loard of Investments (BOI) in 1967.
Previously, industrial promotion had been undertaken by a mix of different

i s an ~f +he Tenartment of Finance was responsible
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for processing appli.catione for tax exemption privileges under earlier laws.
Then e roard of Indostries,lcomposed of heads of several govermmental minis-
trieg, administered import tax exemptionsto. 1ndust'riat1 enterprises, Since
- these /favored industriee were by ond larée also eeelting long=-termnm finencing
from the government financial institutions, decisions at the latter end were
also important fn industrial promotion. In acdition, by controlling foreign
. exchange allocations to private industries d.xr:lng the period of controls,
the Central Bank pleyed,a key role in inﬂuencing private investment ellocatiox;
Afte.“ decontrol the. tariff structure became the most important _polity influence
on private investment decisions, |
Tn the face of a variety of scarcely coordinated pubuc policies,
administered separately by vatious government egencies,_ all affecting the
profitatility of private investment, the Boerd of Inrestmenta, under the
Invc .7.0t Incentives Act, has the responsibility to present yearly plans of
private industrial priortties.‘ These are to contain the industrial activities
to te promtee and the extent of capacity expansions required, as well as a
»report of achievements in the oast' year;' It has the poxirer';to give tex,
credit, and other incentives to new indus. x. .-, Unfortunatelly, the indus-
trial plan ‘has to pasethrough the *Nationel Economic Council prior to its
endorsemenr to the President, The inadvisability of this procedure has beetw
confirmed 'y the early exper..ence of the POI, wherein considerable delay has
resulted from NEC counter proposels ‘and criticisms of a rather ambiguous and
general nature. While maintaining good relations between these agencies is
1uq>ortant, it is at the same time fortunate that the BOI plan can only be
' reviewed not revised by the NEC, a feature which helps to preserve some
defrree of unityend coneistency in the {nvestment priorities plan.
Phe PROI is the one plamning ageancy that seriously ettembt's to
counter the various bioees arising from the whole complex of govemment.

policies thet ‘turn private :lnveatment away from social priorities. Use is



- 81 -

made of shadow prices for labor and foreign exchange., New exports, backward
integration and employment creation are given high priofityAin recoénition

of the existence of distortions that discourage them, Névértheless, the ROI
cannot simply -turn socielly profita’le, but prtvately unprofitable enterprise
into commercially via® le ones. Their weapons are not that powerful Accordingly
the Board Lends to restrict its alternative choices to those already commer-
cially profite’ le./’BBcaule the shadow prices remaln on paper only, some of

~ the most severe distortions --. e.g.; the effective exchange rate for new

exports -- remain largely untouched.

A &ear after its cfeation, a combleméntary law was passéd which
gave the FOI regulatory and supervisory powers over the. entry of all foreigners
and enfe~prises with at least 30 per cemt equity foreign ownership. Thus, the
T01 haa " een given‘broader powers in investments @elB: then those defined'as
preferred in the investment incentives act.

Nationalism

Nationalism takes many forms; The constitution which is the basis
of the present republic is a very national;gtic gne. Wé_have adyerted to
this in'discussing the political framework. Hete éhé'focus is on economic
nationalism, | o ' ;

Economic ﬁationalism has its long histo:iéai roots in colonial

.expefience under both Spain and the'United Stateb.él We shall simply trace
the form it has taken in recent years, however‘ especially 1n relation to
industrial development. As we have alveady noted, imn response to incentives
from piotectton; Filipino and foreign capital moved largely 1nto';mport

\ eubstituting industrieé.' In effecf they wefe’taking over a markeﬁ that had previa

R
"8/ Many studies have been made on this. See, for instance Horacio
de la Costa, Essays on Nationalism; - t al., Nationalism in Sout:
Asia, op. cit. See also F. H. ~olay's work om on industrialization pok&c B (
CTorpuz, The Philippines.
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been supplied from abroad. As thie.prOCeSS continued and the limits of the
domestic market were'approached, Filipino bosineeemen became more sengitive
to fofeign competition. VThié‘was doe oot only to a "market Eharing conflict”
with forelgn enterprises, but also bec&use of oompetltlon for scarce foreign
exchange (in the days of controls). Naturally Filipino bu31ness urged a
'Filipino'fixstf-policy. Jbint ventures were encouraged in lieu of completely
fofeign-owned equity. Foreign inveptment policy was watched with extreme
caution on the assumption that foreign enterprise, with its superior resourtes,
was bound inevitably to gobble up domestic enterprise. It must be added that
many of these fears ere not unique to the Pﬁilippines; They have their coun-
terparts in other countries where 1mport-substituting 1ndustrializetion
controlled‘by forelign ccmpanies is a fact -- even in the'more developed
countries line Canada and France;‘for instance, and in'many.less developed
ones, perticularl& in Latin America. Foreign capital engaged in natural
resource~exploitation, prevalent espeeially in the Midlle East, is another
dimeneion of'phe foieign‘investment question, ﬁhioh colors attitudes toward
foieign.investments. $heee are some of the basés of the fears and biases
}'of Filipino eoonomic nationalism,. Tapy have been well propagate&, and they
have had an important influence on investment policy.“g/.

The historical and economic roots of nationalism have been related
also, of course, to the predominant control of'the.retail trade by Chinese,
and to the unfortunate revision of the Constitution which granted rights
belonging only to Filipinos also to American citizens in the exploitation

of the country's natural resources. The co;rectionvof the first problem

o This market—conflict" hypothesis concerning economic nation-
alism ig discussed more fully in G,P. Sicat, "A Design for ort~-Oriented -
Industrial Development,” Discussion Paper 69-L (June 20, 1967), Institute
of Economic Development & Research, University of the Philippines; pp. Lh-L8,-

o
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was politically solved by the Filipinigation of the retail trade. But as
we.haoe already mentioned,.it brought along & number of peculiar semantical
extensions with adverse éffocts on some industrial activ}ties;l ‘

Tﬁe gfapting of ﬁparity“ rights to American investors has east a
shadow of unforttmate, although sometimes justified, opposition to foreign
- investment, whieh has been oogtly in terms of paﬁﬁmﬂl progress.A It is ironic
that the parity provision in thé’Trade Aét (whioh reqoiredlameodiﬁg thé Con~
stitution) was defended a£ the time as a means of attracting American capital
to'spui'economic developmeht. Instead it wds protection through import con-
trols that bryught American invesément to substitute production in the
Philippines for what was formerly exported from the Uhitéd States. So the
pa:ity clause was simply another unnecessary'irritant olongilde the market-
sharing conflict, Hﬁﬁdzight allows us to speculate on hoﬁ much better would .
| have been a policy which treated all foreign nationals alike, but which
favored an export orlentation of foreign investment.
Conclusion

Economic natiopalism, the distribuﬁion of political and economic
power, the governmental and institutional framework for planning, together
~with the character of private entrepreneurship form an important part of
the setting withingpolicies $o pramote industrialization have operated. To
a degree these have imposed sonstraints on what could be done, Névertheless,
if industrialization has faltered, it is not, we believe, beeause of obstasles
inherent in the 1nstitutional, politioal or ideclogleal setsing., It is rather
besauoe of miétaken poliecies. And better polisies need not befincompatible<
with the various foreces, institutions and attitudes described in this chap-
ter., Optimistieally, we see an emerging greater understanding of fhé indus-~
triélization-process, matched by a growing rationality in policy recommenda-

tiong-- pgrtieularly in the Board of Investments and the Presidential Econcmic
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Staff, It appears 11keiy, moreover, that these views will prevail in the

new National Economic Development Authority.

Accordingiy our main coﬁcern here ié'nétvinstitutionni reform,
though we recognize that muchvls neéded iﬁ tﬁis area, but rather the
refo?m of economic policies. In thg Chapters that follow, then,.we attempt
a more detailed analysis and crifique of industrialization policies in the

'Philippines,bogether with sugnestions for changes in policies to point
'industrialization in new directions so that it can play its natural leading

role in economic development.
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Positive govermment policies toward industrialization became more
explicit only after balance of payments pressures had led to a cmcm
policy of reduction of imports througli quotas and exchange controls in the
1950's. As is evident from the discussion of decontrol and devaluation
in Chapur Two, the policies of the 1960's have differed markedly from
' those of the 1950's. We shall try to make this distinction as fully as
possible. However, tax incentivea:policies in both decades have fallen

within a neat and uniform pattern. The task of this cblptet is to re~

count the basic poliéi.es' vhich .encouraged - import-substituting industri-

alization. In Chspter Five, we shall analyze critically the basic véak-

nesses of the present industrial structure and suggest reasons for them.

1. Tex Incentives
Industrialization policies in the Philippines began in the area
of tax incentives. fax exemptions or credits are, of course, indirect
subsidies. They are a substitute for direct financial transfers from

the government in a secfing where taxes are fully non-exempt.

One of the first laws passed in 1946 by the first Congress of the
nevly independent government was Republic Act 35 which authorized the ex-
emption of "ncw’and necessary” industries from the payment of internal
revenue taxes for a period of four years from the date of organisation
of the industry. Included were the 'resiﬁence tax, the fixed privilege
tax on business, advance sales tax on imported materials, real est-ate
tax and the sales tax. It was an amazingly brief law, which left unde-
fined the meaning of "new and necessary” industry.

- - 85 -
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The classification of "new and necessary" industries fell under
presidential discretion, with the emphasis on "necessary”. The response
to the law, hdvev_er,' was not 1mediéte1y encouraging, a’Itﬁbugh some tax
exemptions were granted. There was little interest in fidustrial devel-
opment so long as (a) the economic climate a_llowed and encouraged the

country to import great q@tities of new consumer items, (b) leaders

‘were busy rebuilding the prewar economic éapacity of traditional indus-

tries, and (c) exogenous new income streams were fed into the economy

~ from axtra-ordinary postwar military and war damage payments. The

breadth of coscrage -of the tax incentives was most oﬁviousl_y stated in
a statement of the Secretary of Finance in 1949, ",.. Inumnch as the
Philippines is just entering the initial stage of its industrialization,
it may be stated as a general proposition that a wide varietjy of indus-
tries or enterprises which may be established locally would fall within

the scope of the exemptions granted under the provision of Republic Act
No, 35."

After 1949, with import controls in force, there was‘an attempt
to introduce more discretion in the 1mp1ementa£ion of the law. - Thus,
during the period from 1950 to 1951, executive circulars were issued to
define a "necess?ry" industry as one "conducive to sound economic devel-
olmant:."/ Later, this broad deﬁi:uition was qualified to mean an industry
which would have an imported waterial content no greater than 50 per cent
of the gtoss value of output and which ‘could operate on a commercial and
prof:ltable scale nfter exegmption. suu with import controls, almost auy
Pl‘OPOSed industrial effort could qualify under this definition as bng as
it was "new",

-
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The response to t;he tax: exemption law was still not': encouraging
and a more: LiSex;a! tax exémptiaa law ‘Qupplantedsl:‘lrte first one when it
expired in-1953. "ms was::llapublic, Act 901, wmh extended: exemptions
from “utéinal revenue"” taxes to "ail’" taxes, thus 'add:lng exemption from
customs duties. All taxes were to be fully exempted until December of
1958, with a four-year transition foliowing during which thek proportion

of taxes to be exempted diminished gradually to zero.

Any firm which énjoyed tax exemptim; for six consecutive years
was to.be subjected to f.he full income tax thereafter, Firms which had
only four years of full ope_rat;ion under the first tax incentive were autoe-
matically exempted under the law. If their exemption had expired before
the new law, they could respply for an additional six years of exemption.

Such was the generosity of the new tax incentives law,

The Department of Finance adminis_tered !the implementation of the
new law which was now more explicit in its definitions of "new" and "ne~
cessary", A "new" industry was "one not existing or operating on a com-
mercial scale prior to January 1,. 1945", A "necessary"” :lndustrjm' con=

sidered one that (1) cdntribu!:éd to the attainment of "a stable and bal-

“anced national eccnomy“, (2) that could operate on a commercial scale

and (3) that did not reduire material imports in excess of 60 per cent
of gross value of product. (Note} the cmce#sion toih:l.gher import content
compared to the first law.) A rider to the last provision, however, made
even the 60 per cent rule useless; for notwithstanding such requirement,

an industry could be c_féssiﬂed as "necessary":

(a) "if it 1s determined that a substantial portion of
the imported raw materials may, as local industri-

A

~
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alization and technological development advance, be
available locally so as to emable the industry to
utilize substantially greater quantities of domestic
materials or if its products are used principally in
the manufacture or preparation of products of another
necessary industry or products intended for exports;"
and

(b) “if the initial investment in machinery and equip~
ment will be at least two hundred thousand pesos."l/

‘rhe. Department of Finance tried to define "necessary" in an appendix to
2 the implementing circular of RA 901, which listed the following industries
1 as "conducive to the attaimment of a stable balanced econowmy™

iron and steel products
processed local fuels
chemicals '
copper and copper alloy products
refractors -
processed foods
‘textile and fiber manufactured
from local raw materials
fertilizers
agricultural equipment
refrigerator and airconditioning
wachinery
porcelaiu products
raw plastic materials
paper and paper products . :
medicinal and pharmaceutical products
. rubber manufactures .
electrical motors L
office and school equipments and supplies
houschold and kitchen utensils '
industrial abrasives and others which
would be manufactured from by=-products
and wastes of local agricultural matcrials

The scrgening of applications and the supervision of the tax-exempt
vas undertaken by en inadequately staffed department. If the mumber of
exemptions is an mdicatm» however, this law proved effectly

in attract-

-l-lAt the official exchange rate, this was US$100,000.

-
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ing many new mtries,/_ But of course there were other incentives that
were stronger than the tax incentives themselves. The favored treatment
given to industry by foreign exchange and mport controls was an especially
important factor, Table XVIII shows the number of product lines that re-
ceived tax exemptions., By the end 6f the 1950's there were more than one

- thousand, with the years 1955 to. 1957' accounting for almost one-half of

the total.

The industrial classification of products exempted is given in Table
XIX, Food industries, basic metal products, textiles, chemicals, and elec-

trical machinery were the most numerous.

- Ope important point that should be remewbered is that the tax excmp~
tions wére based on product lines, not firms, While the greater bulk of
tax exemptions were secured by firms for a single product line, a signi-
ficant number of firms were awarded two or more exemptions, It is not sur-
prising that large and well-established firms were able to take full ad-
vantage of the benefits of the law. For instance, San Miguel Corporation,
the l.a.rgesﬁ industrial corporation in the Philippines, 4was able to secure

the largest number of tax exemptions (eight).

It will be noticed that there were suspensions of tax exemption pri-
vileges; these suspensions became more common toward the end of the 1950°%s,
This corresponded with the steady tightening of import conmtrols. The major
reason for these suspensions was rampant violation of fo:gjrgn exchange pro-

cedures. ''Ghost industries', as they were referred to

vestigations of the violations of the tax exemption law, took advantage of




TABLE ¥VIII

NUMBER OF TAX EXEMPT PRODUCT LINES

e

1949 1950 1951 1952 1953 1954 1955 1956 1957 1958 1959

AT RN SRS G SN S L —

Product lines exempted ‘ ) -
within year . 14 - 50 80 44 112 102 174 150 171 111 13

Cumulative total of ' o
exemptions 14 64 114 118 300 402 573 726 897 1008 1021

Number of suspensions
of tax privileges : . t
within year* - - 2 1 3 1 1% 5 17 41 28

Cumulative totals net - » : : .
of suspensions 14 64 112 185 294 395 552 701 855 925 910

Source: Department of Finance.

*In 1960, 18; 1961, 68; and 1962, 33.
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their import privileges while diverting their imports to t% domestic mar-
ket without further unufacturing. 0£ course, these suspensions were prob-
‘ably smaller in number than the cases of infractions of the law. In any
case, as the transition to exchange liberalization neasures (decontrol) was
in process, in the e.arly 1960's, the new and necessary industries were no

longer accounting for a large proportion of total »inports.'z-/

*

By the time the second tax mceutives law was aMt to expire, a great
number of exemption-dependent industries were already in operation. Al-
toge;:her, they represented a strong pressure to enact a new tax incentives
law.’ What resulted was cha Basic Industries Act, wbich wac passed by Congress
4in 1961 The law tecogn;zed the errors of extensi.ve tax exeu;pt:ions given
by the previmu tax mce;:ives act as well as the facf. that many of the in-
dustries already in existence had been 1ong-stauding teetpieuts of tax ex-

eq:tions .

‘!he‘ new law exempted imporci of machinery, equi:pment and spare parts
by fir:ﬁ cngaged in "'ﬁasic" ac‘ti.vi.ties( from the speciai import tax, compen-
sating tax, foreign exchange tax aqd tariff duties. Eighteen 1ndustries
were uéeeially deﬂned as basi.c."a'( The list was broad enough to mclude '

agai.n wmany of the "new and. necessary industries" already‘ in exilt:ence.

yFor an mlysis of this, see G,P, Sicat with A A, Arcelo and
H. Reantaso, "Transition to Decontrol and the Imports of the New and Neces-

sary Industries," The Philippine Review of gusiuess and ncm“, Vol. 5,

No, 2 (necm 1968), PP. 1‘290\

- J(l) Basic h:on, nickel almimn and steel indus
chemical industries, i.hcluding anti-biotics and fungici
and its allied industries and fertilizers; (3) Copper a a smelt-
ing and refining; (4) pulping and tntegrated manufactures of paper indus-
tries; (5) deep sea fishing and the canning of sea foods and manufacture

; (2) basic
ement manufacture




Morever, even under edch category, the broadness of the definitions cer-
tainly gave much latitude for flexibility in identifying "basic" indus-
tries. In an effort to reduceut.hg broad scope of the definition of
basic industries, an amending act, passed two years later by Congress

' 5
(R.A, 4093), deleted 12 industries ,i/ but added 10 more.‘,

The Basic Industries Act benefited mainly firms already in oper-
ation before the passagé of the law. Up to 1966, 93 (40 per cent) of

the 232 firms which received incentives from this law had received tax

of fish meals; the manufacture of nets and other fishing gear; (6) re-
fining of gold, silver and other noble matals 3 (7) mining and expleration
of base or noble minerals or metals, and crude oil petroleum; (8) produc-
tion of agricultural crops; (9) coal and dead burnt dolomite; (10) cattle
industry; (11) logging and the manufacture of veneer and plywood; (12)
vegetable oil manufacturing, processing and refining; (13) manufacture
of irrigation equipment, farm machineries, spare parts and tools for such
farm machineries,; trucks and automobiles; (14) production and manufacture
of textiles, cotton, ramie, synthetic fibers, and coconut coir; (15) manu-
facture of cigars from both native and Virginia tobacco; (16) manufacture
of gasoline and diesel engines; (17) manufacture of ceramics, furnaces,

refractories and glass; and (18) manufacture of food products out of cereals,

forest and/or agricultural products.

&'/Those deleted were: (1) production of agricultural crops; (2)
manufacturing, processing and refining of vegetable oils; (3) integrated
manufacture of paper products; (4) allied industries to cement manuface-
turing; (5) refining of silver and, other noble metals; (6) dead burnt
dolomite; (7) manufacture of spare parts and tools for trucks and auto-
mobiles; (8) production and manufacture of textiles from cotton; (9)
manufacture of ceramics, furnaces and glasses; (10) logging; and (11)
manufacture (except canning) of food products of local forest and agri-
cultural products,

3/ Those included were: (1) mining and exploration of nuclear
materials; (2) dairy industry; (3) manufacture of waterworks equipment;
(4) wanufacture of railroad stock; (5) manufacture of firearms; (6)

manufacture of chewing tobacco and pipe tobacco; (7) pgture of clay-
silica refractories; (8) canning of food products out o 1 raw mate-
rials; (9) manufacture of cassava flour; and (10) man ' 2 of spare:

parts and tools exclusively for irrigation and waterworks equipment »
mining equipment, railroad rolling stock, and gasoline and diesel engines,



TABLE XIX

INDUSTRIAL CLASSIFICATION OF PRODUCT
LINES EXEMPTED, 1949 T0 1959

Food manufacturing

Tt;bacco curing

Textiles manufacture

Wearing and apparel

Wood manufactures

Furniture and fixtures

paper and Paper Products”
Printing, publishing and allied products
Leather and leather products
Rubber products

Chemical and chemical products
Non-metallic mineral

Basic metal and metal products
Manufacture of machinery and parts
Electrical machinery and apparatus
Manufacture of transport equipment

Miscellaneous manufactures

TOTAL PRODUCT LINES

164

88

27
21

65

19
13

97
45

199

Source: Department of Finance.
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privileges under earlier tax incentives laws. More than 60 per cent

(150 out of 232) of the firms received their exemption for the expansion

of existing capacity; the rest were forwnew projects. Finally, it must be

pointed out that of the total of US$143 million of imports of "basic in-
6/

dustries" for the same period, only five per cent were made by new firms.~

~/&he Investment Incentives Act of 1967 is the most recent and the
most comprehensive law yet enacted to make legally explicit a policy of
attracting domestic and foreign capital. It grants a new set of broader
tax incentives to all industries which qualify for registration. As

mentioned éarlier, the Board of Investments (BOI) was created to admin-

ister the act.

The two principal qualifications for registra;ionvare (1) that,
except 1n the case of "pioneer" indusiries, which could initially be
fully-owned by foreign equity, aﬁ least sixty per cent of the capital
stock outstanding and entitled to vote is owned and held y Philippine
nationals, and at least sixty per cent of the members of the Board of
Directors are citizens of the Philippines; and (2) that the enterprise
is engaged in awprefétred area of investment. ‘Bxcluded.are financial,

banking and trading ofganizations, as well as those furnishing services.

Investments may be registered as simply "preferred" or as “pioneer”,
the latter involving a product or process new to the Philippines. Preferred
ares investments are eligible for accelerated depreciation, net operating

loss carryover, tax deduction for expansion reinvestment, tax exemption on
’ , &

LR

' éjThe statistics in this paragraph were taken from A,S. Bascos,
Some Aspects of Tax Exemption Under the ic Industries Act (R.A, 3127

master 's thesis submitted to the Department of Economics, University of f/,,-i‘

the Philippines, 1969, pp. 44, 46.
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imhorted capital equipment and an equivalent tax credit if domestic cap-
»itaf equipment is purchased. In the latter case the domestic,ma@ufac-

tnre; of equipment also receives a tax credit equal to one-half that of
the buyer. It is evident that the ;ncentives are strongly weighted to-

ward subsidizing the use of capital.

.
Pioneer investments receive the same bgnefits plus exemption from
all other taxes except income tax (though the exemption drops to 75 per
cent after 1972 and diminishes gradually thereafter to zero in 1982).
They also may receive new or additional tariff protection (up to 50 per

cent) after production has begun on a commercial scale.

For the first time in tax incentive legislation, explicit incen-

tives were included for exports, as follows:

(1) double deduction from taxable income on export promotional
expenses ;

(2) double ﬁeduction of shipping costs applied to vesaelé of
Philippine registry and 150 per cent of freight costs to
vessels of foreign registry when routes are not available
to Philippine vessels;

3) Sﬁecial tax credits on raw materials used for exports, equiv-
alent to 7 per cent of total raw material costs purchased by

the registered enterprise or an amount equivalent to taxes
annually paid by the enterprises on raw materials, whichever

is higher.

The Board of Investments was organized immediately after the en-
actment of the law. Its performance in the first two years has been very
creditable, largely because the President appointed very competent tech-
nicians to its governing board. We shall refer to the challenge that the

BOI faces in reorganiz’ng the structure of industry in later chapters.
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The various investment incentives laws, described above, had im-
portant consequences for the mobilization of domestic savings and its
allocation to utvestment.y It must be emphasized, however, that. a
variety of other policies, affecting tariffs, the exchange rate, wages
and interest, had sometimes competing, sometimes complementing, influ-
ences on investment allocation. The net incentive effect depended on
the i.nterrehtion among all of these policies, a qhesdon to vhich we

return in the next chapter.

There were quite a fewspecialized tax incentives laws related to
industrialization which should not escape mention. These pertain to
cottage industries, chemical fertilizers, mining, textiles, and exports.
‘Most of these involve partial and temporary exemptions from the payment

of cx;ttom and internal revenue taxes.

Cottage industries are corporacidns, partnerships or cooperatives

vith a capitalization not in excess of $200,0002/

vhich are at least 75
per cent Filipino-owned. The industries especially cited are: fiber-
craft (abaca rope, twine, fiber extraction); woodcraft (carvings, wooden
shoes, canes); weaving crafts (hat weaving, loomweaving); metal craft

(jewelry, knives, etc.); ceramics (pottery, hollow blocks, ceramic pro-

ducts); shellcraft (shell buttons and coconut shell products); ' bamboo

1/ All these are more thoroughly treated in G.P. Sicat, "An Analysis
of the Investment Incentives Act of 1967," Discussion Paper 67-10 (August
31, 1967), Institute of Economic Development and Research, University of
the Philippines.

y‘l‘his is an administrative ceiling. It was not imposed by.la'-w
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and rattan craft; agricultural handtools toycraft, embroidery, needle-
craft (knitting and ctocheting), machine parts manufacture (wheel and
stove mortar); poultry; piggery; home cigar making; small mining oper-
ations; and ?'euch other industries done in the home with tlie aid of
electrical gadgets and/or hand manipulation". All of these enterprises
are to be exempted for five years after the date of regiscration with
the National Cottage Industries Administration (NACIDA) from taxes, in-

cluding customs duties, except income taxes.

The textile industry was excmpted at a diminishing rate from b_l;nee
and customs duties for the period, 1964-1970. In return a one per cent
charge on gross sales is paid into a textile research fund administered

by the National Science Development Board.

r'.l‘he fertilizer industry was exemp:ed from all duties and taxes
on imports for the period 1961-1965. New mines, or old mines resuming
operations are exempted for five years froni 2ll taxes except income
taxes. Gold mining, in addition, is given a subsidy in the formA of
purchases by the Central Bank at a price above par value, the subsidy being high-y_
c¢r thehigher is the cost of production. Finally, chemical manufactures

were exempted for the period 1965-1969 from duties and taxes on the im-

port of naphtha. ' .

The Philippine internal revenue and customs codes have provisions
vwhich are designed to exempt exports fr»ow internal and external taxes.
The internal _revenue code generally exempts locally mnufa‘ceéred exports

from the domestic sales tax, ranging from 7 per cent to. 100 per cent, or
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the millers tax of 2 per cent, The tariff and customs code provides a
99 per cent drawback on customs duties previously paid on i.mported mate~

rials or conponents of manufactured products which are exported.

Because of the nature of the policies adopted for i.mpott-substi-
tuting industrialization, complemented by the maze of bureaucratic pro-
cedures designed to plug holes in tax collections and import controls,
these well ﬁeaning provisions have been lérggly burie& in the atatute
books, Exporters have always found it next to impossible to‘_ﬂco’l:lect
drawbaéﬁs' on imported materials or refunds of domestic eicisé taxes on
goods exported. Reform in the direction of vaiwiifying administrative
procedures in obtaining tax refunds has been given wider hearing recently,
however, A National Export Coordination Center was established in 1968
to cope with these ptoblems 'mere has been up to now, however, only
very modest success in efforts to make effective these tax exempgiqns

for exports.

A critical analysis of the effects of these tax incentives will
be pés‘tponéd until Chapter Five. We will simply make some general com-
ments he:é. /The Philippines has undertaken to give incentives to new
industries in the form of tax exemptions ever since independence in 1946.
Many of these have beep very generous, w:l.th little attempt to ;liscriminate
in aécqtd‘a‘ﬁcé’ with economic criteria, Morever, although the general prin-
~ ciple when oiiginaily adopted was that these incentives were to be tempo-
rary, the presaﬁn’é& against their removal have been quite strong. Thus,
the history of tax exewtim for industrial promotion in the Philippines

is largely one of repetiticus grants of tax exemptions, as one law expires

.,
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and anotlbxer«_sucée‘ed’s it. The earlier incentives laws were poorly designed
largely because of inexperience and the lack of any overall strategy.. More-
over those that pertained to exports, in the customs and internal revenue
codes, have not been effective because the administrative orgaﬁiution was
designed primarily to promote an 1uw§rd-look1n8 industrialization. Finally,
the latuct law (1967) and the policies of the Board of Investments under
that law have rgprgsen:_éd a gfgat improvement in investment allocation
criteria, though the means of creating incentives are weak and sometimes

inconsistent with the goals.

2. 1Import and Exchange Controls

The reader will recall from Chapter Two that import and exchange
controls were established in 1949 as a response to a rapidly dwindling
reserve of foreign exchange. ( Import controls were sanctioned by an act
6f Congress which authorized the Preside:;t to create an :lmpori: control
board for the purpose of teftric:ing imports of luxury and non-essential
goods.l'rhe authority was for oné year only, beginning on January 1, 1949.
It was not, however, until November of that year that really effective
controls were implemented. Congress remewed the authoiity for four months
and subsequently in May of 1950 paééed' a new law establishing an Import
Control Administratioﬁ. This time Congress ééecified the commodities to
be included in the various control categories. /Farthemdre, .for the first
time there was a clear protective intent in the law as it provided thét,
where domestic supply of a commodity is deemed to be sufficient, the
paximm percentage reduction in imports will apply. f’;ghe law also was

designed to promote Filipinization of industries by allocating a rising



=98 -

proportion of quocu to fi.m that were at lmt 60 per cent owned by /
P! -
rntptnoc._«

’/—!
Controls were attended by evidence of corruption in their admin-

istration almost from the beginning. This led to a new act in 1951, re-
placing the Import Control Administration with an Isport Control Commis-

sion. Again, charges of corruption plus political mriﬁg in the

presidential election year of 1953 led Congress to permit coutrols to

lapse. At this point the executive decided to continue to contrpl im- :

porti through the Central Bnnk?o control over foreign uchlnge. e
p :

kY
ke
b

- In mtautaring t:he exchange controls, the CGnt;ul Bank relied

'on a classification of comoditiel by order of ptiotitiel.r Although
frequcut clnngu in cluuficat:lon occurred, the pattern of priorities ‘
was clearly designed to restrict imports ‘of non-essentials and to give  :~/
preference to 1nporu of "producer" good,o.‘ . ";"11;3 official categories of
imports, by "enenthu;y", wei:e as follows . (1) essential producer,

(2) semi-essential producer, (3) non-essential producer, (4) essentisl
consumer, (5) semi-essertial consumer, (6) non-essential consumer, (7)

, uncl.usified, and (8) decontrolled.m'é; The last group of imports referred f
to those which were allowed as a cot;ceuion to export industries, a uttet;
which is ducupéd biiefly below., Table XX shows the distribution of im-

ports according to this ciaui@icatiou. The reader can compare this with
Table IX in Chapter Two, which showed the decline in the proportion of

consumer goods nnd the rise in the proportion of producer goods over the
decade of the 1950's. It is evident that the Central Bank continued the

d:lrect;on which the earlier import controls had given to the changing pat-

tern of imports.
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The "essentiality" classification was the code book of the for-
eign exchange control authorities. It was the most powerful single in-
centive to industrialization during the 1950's., Owmers of foreign ex-
change allocations could take advantage of an iméiicit scarcity premium.
As a result a secondary (illegal) market for foreign exchange allocations
soon developed. But more important than the windfalls from illegal sale
of foreign exchange were the sﬁbstantial profits from investing in the
production of consumer goods, made possible by the differential charac-
ter of controls. Virtual exclusion of foreign. competition in "Eon-es-
sential" industries plus the right to buy foreign equipment and supplies
- at an undervalued price of foreign exchange created the ftofit incentives

that determined the pattern of 1ndustr1alization£(

The gxchange control system was complicated by a number of other
devices which established differential exchange rates for transactions
within the permitted exchange allocations. A 17 per cemt tax was imposed
‘on the sale of foreign exchange in 1951, implying an effective foreign ex-
change rate of P2.34 for sanctioned purchases of US dollars. However, cer-
tain exemptions were given, among-them the foreign exchange used by "new
and neceSsary" industries. This law was in effect until 1955, during which

time it was a substantial source of new tax revenues for the government;

The foreign exchange tax came under heavy attack in the renegotia~-
tion of the trade agreement with the United States in 1954 on the ground
that it was a unilateral attempt by the Philippines to change the exchange

rate. A special tax on imports was substituted for the tex on foreign ex-
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TABLE XX

IMPCRTS CLASSIFIED BY "OFFICIAL" CATEGORY

(As Per Cent of Total Imports)

|

k

Year

®

' Semi-

Non~

ssential \p. ontial 'Essential !
1PTOdUCeT 1o oaycer 'Prodycer 1CORSUmEX

ssential

1954
1955
1956
1957
1958
1959
1960
1961
1962
1963

Aver~
age

40.2
46.5
54.8
52.0
50.4
61.3
59.4
60.2
€4.0
59.7

16.5
11.6

12,0

e o

NP WDHOONDON
. L]
NMONONWOOPSO

6.4

e @ e o

NSO WN
.

SWONOHO PN

2.4

' Semi- ' Nom- * R

'Essential'Essential'unziazsif'vDec::-d

‘Consumer - ‘Consumer ' e o trolle
1.1 6.8 12.6 12.7
0.7 5.3 9.5 14.0
0.5 3.2 5.6 14.4
0.7 3.5 8.0 13.2
0.5 0.8 7.1 18.9
0.6 1.1 7.1 13.1
0.4 1.1 6.7 15.3
0.5 1.6 6.8 13.7
0.5 1.8 5.4 8.2
0.6 2,7 8.3 8.5
0.6 2,8 7.7 13.2

Source: Central Barnk Statistical Bulletin, Vol. 16, March 1964.
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change. Since it did not apply to invisibles, it freed a substantial number
of foreign exchange transactions from the tax base, It specifically exemp-
ted all importations of machinery and raw materials to be used by '"new and
necessary" industries, and its rates were to diminish over time until its

expiry in 1965, ' “ -~

Continuing deterioration in the balance of payments precipitated

the passage of.a law in 1959 which allowed the Central Bank to charge a

fee on the sale of foreign exchange of not more than 40 per cent over the
bank 's rate as determined by the Monetary Board. The fee was set at 25‘
per cent, but was reduced gradually until its suspension in January of
1962, 1In view of the strictures against the tax on foreign exchange raised
in the Lahrel-Langley negotiations, the fee could not be used as a tax
vrevenue. -Instead, the margin fee accrued to the Cenﬁral Bank, This law
signified a break from the practice of giving more favorable treatment

to new and necessary 1ndustr1es; Bﬁt since the exemptions in the import \\\\
‘tax law still applied, a subsidy for new and neéessary industries was still

in effect.

A summary of the implicit foreign exchange rates enjoyed by new
and necessary industries as against "ordinary importations" is provided
by Table XXI. The rates are based on the official rate, tax exemptiohs,

j and the special import and foreign exchange taxes described above. It

| is evident that the "new and necessary" industries were substantially
favored. Their advantage is actually understated Qince some of their
imports were exempted aiso from the margin fee on foreign exchange pur-

chases,




TABLE XXI

IMPLICIT EXCHANGE RATES FOR NEW AND NECESSARY INDUSTRIES

- (Peso Cost Per Dollar Bought)

]
¢ 'Rates for "Ordinary"

' Rates for New

¥

' pick's Currency

Stock of Foreign -

Year Import Tramsactions s ‘gﬂdzﬁiiiz:”y : "Blagztzszet" i;;:::g: §§::::§;
1951 2.3 2.00 - 383.29
1952 2.34 2.00 2.70 309.21
1953 2.34 2,00 2.82 294,63
1954 2.34 2.00 2.85 244,34
1956 2.3 2,00 3.21 233,81
1957 2.31 2.00 3.49 190.66
1958 2,27 2.00 3.21 135.85
1959 2.56 2.00 4.30 136.53
1960 3.67 3.53 3.81 197.56
1961 3.76 3.47 - 155.41
1962 4.08 3.82 - 142.57
1963 4.11 3.91 - 153.92

Middle of the year.
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The thi;d and fourth columns of Table XXI show the foreign exchange

" rate quoted iﬁ Pick's Currency Yearbook alongside that of the country's
stock of foreign exchange réserées in the same period. These two columms
give an indication of the state of the balance of payments as well as the
relafive "strength" of the Philippine peso in foreign exchange markets during

the period.

To complete the picture of multiple exchange rates, exports enjoyed

- after 1955 a modest bonus in the form of the right to '"barter" limited
amounts for essential imports. In 5 barter exports amounted to about
ten per cent of total expor;s.gj This would imply an 1mp1}§1§ rate for all
exports of about 92.15 to the U.S. dollar, if we use Pick'ﬁ black market . -
rate as the truewvalue of foreign exchange. This is no doubt on the high
side, particularly as imports under this scheme were restricted to easent;al
categories. However, there was, as was indicated in Chapter Two, widéspreaﬁ
underdéclaration of exports in the late 1950's and early 1960's, so some

exporters were faring better than this rate indicates.

Exchange controls became not only unpopular as a major source of \\ '
graft and corruption, but also untenable in view of the increasing cost to
the economy of maintaining them. By 1960, there was sufficient clamor for
the femoval of controls. The governmentrreSponded-with a8 gradual increase ;
'_of the pgoportion-of the export earnings which could be sold at a higher
rate of exchange along with a rising proportion of imports at the free

195555; :qge} The result was an accéntuation of fhéiﬁuiliple exchange rate

9/
= _I_!ido, po 157- L
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system, which gave more favorable rates to exporters at tfié same time that
the costs of imports became gradually more expensive to industrial users

L4

of foreign exchange.

A unification of the exchange rate came on the heels of a change in
political administration (a new president assumed office) in January, 1962.
Exchange controls were abolished and the exchange rate was allowed.to find
its market level. By early 1962 the rate settled at about 3.90 pesos to
one US dollar, and the Central Bank supported this rate. The rate was not
completely unified at this time, however, since the Central Bank, fearing
an export-based inflation, requiréd all exporters to surrender 20 per cent
of their earnings at the "official parity” of P2 to $1. Finally, in Nov- |
ember of 1965 a total unification of the exchangé rate came to being through

10/

an official devaluation,=~ By then a host of new problems had already

changed the economic picture.

3. The Tariff Systemll/
Because of preferential free trade with the United States, tariffs
in the Philippines served only a modest revenue function prior to the late

1950's. The Laurel-Langley Agreement, however, provided for gradual removal

lg'/‘rhe only exception to this was the rule that legislators and the
foreign diplomatic service could purchase their foreign exchange on official
missions abroad at the "official rate" of 92 to US$1. The rule for legisla-
tions was sbolished only in late 1969, after it had encouraged an already
high propensity of legislators to travel abroad.

ly’rhis section is based largely on a study by J.H. Power, "The
Structure of Protection in the Philippines," which will be published in

e _Structure of Protection in eloping Countries by Bela Balassa and
Associates, '
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of tariff preferences beginning in 1956. This, together with the prospect

of eventual decontrol, led to the passage of a highly protective tariff law

in 1957. So long as exchange contfols were in effect, the tariff system ’
served mainly to pemié “the government to share in the r:lai.ng scarcity premia ?}
on imported goods. With decontrol, however, the tariff structure became

the principal instrument of protection for the new manufacturing industries.

The new tariff structure was biased in its protective effect in a
manner similar to that of the system of exchange comtrols, In genmeral, con-

' sumption goods were érotected by very high rates, while intermediate goods

had substantially less protection and most capital goc;dn and rav materials

had virtua;uy none at all, | Thus the tariff system secmed d:s:lmd to preserve the
same indt\litthl structure anﬂ corresponding pattern of imports that the
controls system had created. Moreover, after 1960 there were ‘many pressures

for adjustments in rates to offset the effects of decontrol, and a number

of changes -- mostly upward -- did occur between 1961 and 1965. The effects

of these changes on average tariff rates for several categories of manufac-
tured goods are scen in Table XXII. The result was a system of protection

even more similar to that in effect in the 1950's under exchange comtrol. 1"

This no doubt helps to explain why the transition to decontrol was less

painful than some had imagined it would be.

In addition to customs duties an important element of protection is
provided by the discrimination against imported goods in the percentage
sales tax system, which has been in effect since the early 1950's. While

\

the same nominal percentage tax is applied to imported and domestically

produced goods alike, the tax base in the two cases is vastly different. .



TABLE XXII

AVERAGE* TARIFF RATES FOR MANUFACTURING 1961 AND 1965

(Per Cent)

Consumption Goods
Intermediate Goods
Inputs into Construction
Capital Goods

Total Manufacturing

64.1
24,6
49,0
16.2
46,2

70.1
27.4
55.1

16.2

1 50.8

*Weights are total supply (production plus imports)
in 1965 of more than 90 manufacturing industries at the )
ISIC four-digit level, representing more than 90 per cent

of manufacturing production.

Source: J. Power, "The Structure of Protection in the Phil-

ippines," op.cit,
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For imported goods the base is C.I.F. value plus tariff plus a percentage
mark-up. FPor domestically produced goods, in contfast, the base is only
‘that portion of the manufacturer's price that represents.inputs not already
taxed, which usually means gross value added plus electricit& and fuel.
The sales tax is seven per cent and the mark-up for imported goods is 25
per cent for most categories. For "semi-luxuriés“ylike electric appliances,
watches, synthetic textiles and furniture, however, the tax rate 15 30

. per cent and the mark-up, 50 per cemt. For "juxuries" like automobiles,
jewelry and perfume, the tax rate ranges from 50 to 100 per cent and the
mark-up is 100 per cent.zgj Thus it is poasible for the true tax rate on
imported goods to be several tiﬁea that for similli domestically produced
goods. In.the case of the automobiles, discriminntion in the application
of the sale tax affords more protecflon than do the tariff raﬁes. which

. range from 35 to 160 per cent.

Rates of protection of value added -- so-called "effective rates
of protection" -- are more meaningful than rates of protection of the whole
value of the product, however, since the value added represents the acti-
vity that is being protected. Moreover, measuring protection of value
added takes into account the penalties arising from protection of inputs,
as well as the rewards from protection of outputs. Effective rates of
protection for the year 1965 have been calculated for 87 manufacturing

industries, representing about 90 per cent of organized manufacturing

lz/rhe rates for “seﬁi-luxuries" and "luxuries" were further raised
in late 1969.
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13/ , ;
in the Philippines.”  These are shownm, together with "nominal" rates of

protection, in Tables XXIII through XXV.

Nominal rates are intended to represent the excess of the protected
price over frge trade ;ix:i.cé, expressed as a percentage of the latter. For
expoi:'ts it was assumed that nominal protection‘ (t) was negative because of
the implicit tax that prevailed for tenm months in 1965. So it was set at
-8 per cent for all of the exports in Table XXV, except sugar. The latter
is sold only in the protected American and Philippine markets and its no-

minal rate was calculated by comparing the protected prices with a "world
“price", which is an unweighted average of C.I.F. import values of Japan,

Hongkong and Malaysia,

For inport-éonpeting industries (those in which inporté contributed
at least ten per cent of total supply), the nominal rate is derived from
" the ad valorem tariff and the differential sales tax rates on the assump-
tion that when foreign and domestic goods are competing in significant
volume, the protection offered by tﬁe system is fully realized in the form
of either a price or quality differential. For the non-cqmpetiing group
(imports less than ten per cent of total supply), however, this assumption
is less tenable and an alternative estimate was made on the basis of direct
price conpatisonl: In many cases this resulted in a much lower estimate of
t. Whether this means that protection is redundant in these cases, or
that the quality differential between imported and domestic products is

very great, we are not prepared to say. In any case Table XXIII shows

Q/Ibid.
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both "potential" protection (that offered by the system) and "realized"

protection (that indicated by price comparisoms). 14/

The effective rate of protection for amy industry can then be de-
duced from a knowledge of the nominal rate for that 1ndustty.(t1), its
ratio of value added (in domestic'prices)ito'tocal value of output (wy)
and the coefficients of intermediate inputs into that industry (cji)’
also measured as proportions of total output. The formula is

Es:= Wi

' +t.) - L c../(1+t,)
1/(1 tl) .g cjll(l tj)
Since the t's represent the proportion by which domestic prices exceed free

trade prices, this expression is equivalent to

where W is actual value added and V is free trade value added., Comparing
values for E, then, indicates the relative costs of earning or saving for-
eign exchange via import substitution or export from the various industries.
For example, these estimates suggest that the cost to society of saving a
unit of foreign exchange through automobile assembling (in 1965) was about
eight times that of earning a unit of foreign exchnngs‘p’ manufacture

for export (assuming terms of trade to be unaffected),

14/An arbitrary quality differential of ten per cent of the differ-

ence between the potential rate and that indicated by th@kprice ratios was
assumed in estimated realized rates,
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Tariff changes since 1965 have been relatively uniﬁportant& so that
the structure of protection today (January 1970) is rﬁughly represented by
these estimates for 1965. (An important exception with respect to exports
is mentioned below;<hoﬁever.)\/{i is evidénﬁ from the tables that—there.is
a very wide range of effective rates of ptotectién,ﬂimplying a strong in-
centive to misalloéate reaourceévwithinvmnnufacturing, Some“industries
vhich save very'little foreign‘exchaﬁge are rendered artificiaily profit-
able by very high proteétion, while others that are éfficient foreign ex-
change earners are artificially penalized. The most éxtreme cases of in-
efficiency, howavef, are those in which estimated protection appears to
exceed vaiue addeﬁ in doﬁestic prices. The implication is that free trade
value‘added would be negative, Bothvforeign exchange and productive re?
sources could be saved by abandoning thesé industries, 1f the estimates
of protection are correct. Since in these cases an effective rate cannot

be calculated, they are indicaﬁed by asterisks in the appropriate columns.

J These cases of apparent negative value added should be viewed with
some skepticism, however. The results could be due to an overestimatimation | )
of realized protection, or to the fact that value added was abnormally low
in 1965. The former is pqssible, especially in the cases of import-competing
industries where price compariaonskwere not made, because (1) of evasion of
customs duties and sales taxes on imports and (2) a consumer bias against
domestically made goods, which some believe is widespread in the Philippines.
In addition, a correction of the undervaluation of foreign exchange that the
system of‘protection defends would reduce the estimates of protection for

all industries and thus might eliminate cases of apparegi negative free



TABLE XXIII

RATES OF PROTECTION
MANUFACTURING, NON-COMPETING
(Per Cent)
9.5 !
? . p ;tential Realized potgntigl 'Realized
7ISIC Code ) Description Eitas:ixn. Effective ' ! Nominal Nominal , quinal
2097 Starch 43 -27 27 3
3391 Structural Concrete Products 129 14 67 7
3394 Asbestos Products 179 18 92 9
2411 Shoes, except Rubber 71 20 n 7
2412 Slippers, except Rubber 125 23 70 7
2141 Soft Drinks 400 24 110 11
2621 Wood Furniture 1279 24 102 10
3011 Rubber Shoes 1992 32 104 10
2096 Feeds for Animals 248 33 49 5
232 Knitting Mill Products 115 43 111 11
3191 Matches 81 48 49 25
| 2431 & 2433 Ready Made Garments 821 53 110 11
2111 Distilled Liquors 375 58 162 16
3194 Soap 69 59 27 14
3341 Cement 93 59 56 25
3131 Paints, etc. * 71 113 11
2211 Cigarettes * 76 191 19
2094 Vegetable Lard & Margarine * 87 79 8
2722 © /Paper Bags, Boxes * 89 87 9
2034 Vegetable Sauces * 106 119 54
2081 Candy . * 300 149 66
2314 - Cotton Textiles * 330 91 30
2082 Cocoa & Chocolate 381 350 85 39
2012 Sausages (uncanned) * 400 102 10
2541 Wooden Boxes * 400 220 22
3193 Perfumes, Cosmetics, etc. 1171 450. 228 95
| 3851 Bicycles 1630 474 91 31
3831 Autos * 533 167 54
2013 Ham, Bacon, etec. * * 114 71
2091 Vermicelli and Noodles * * 113 91
3742 Household Refrigerators and
Airconditioners - * * 163 90
3961 Pianos * * 318 180




TABLE XXIV

RATES OF PROTECTION

MANUFACTURING, IMPORT-COMPETING

(Per Cent)
1 ¥ L
ISIC Code ' Description ' Rffective : Nominal
[} ]

3832 Vehicle Engines, Parts, Bodies 05 18
3621 Agricultural Tractors 06 14
3622 Farm Machinery, except Tractors 06 16
3392 Lime 07 12
3632 Metal Forming Machinery . 09 12
3412 Iron and Steel Foundry Products 10 10
3196 Agricultural Chemicals 13 15
3111 Imorganic Acids, Alkali, Chlorine 14 18
2056 Flour Mill Products - 15 15
3651 Industrial Pumps and Compressors 16 16
3192 Pharmaceutical Preparations 22 25
3319 Structural Clay Products 23 19
3113 Compressed and Liquefied Gases 28 24
3092 Processed Natural Rubber 29 27
3646 Woodworking Machinery 29 15
3199 Inks and Dyes 38 30
3211 Petroleum Refinery Products 45 13
3511 Packers ' Cans 50 25
3021 Tires and Immer Tubes 54 51
3591 Metal Barrels, Drums, etc. 64 40
3641 ice Milling Machinery 65 41
2712 Paper and Paperboard 66 31
3831 Trucks and Buses 77 29
3321 Glass Containers 82 45
3322 Flat Glass and Mirrors 83 44
3198  Polishing Preparations 9% 51
3411 Steel Mill Products 96 29
3731 Batteries . 10 50
3734 Electric Wires and Wiring Devices 103 20
3551 Wire Nails, Brads and Spikes 109 29
3992 - Fabricated Plastic Products 161 74
3532 Architectural Metal Work 164 60
3923 Eyeglasses and Spectacles 183 98
3j2 Clay Tiles 261 102 =
3749 Sewing Machines, Household 363 78
3531 Structural Iron and Steel 431 81
3515 Plastic and Resin Materials 504 69
3732 Electric Lamps 4155 125
- 2641 Metal Furniture * 104
2721 Paper Stationery, Envelopes, etc. * ‘71
2911 Leather, Tanned of Finished * 05
2316 Jute Mill Products * 110
3722 Household Radios, Phonos and TV * 147
3951 Jewelry * 252




TABLE XXV

RATES OF PROTECTION
MANUFACTURING, EXPORTS

(Per Cent)
7
ISIG Code: pescriptiog ) : Effective ' Nominal
2521 Veneer and Plywood -32 -08
2031 Pineapple Canning =27 -08
2093 Dessicated Coconut -27 -08
2611 Rattan Furniture -25 -08
2315 Ramie Processing Mill Products ~24 -08
2511 & 2513 Lumber -19 -08
2331 " Cordage, Rope, Twine and Net -17 -08
2131 Beer -13 -08
3121 ~Coconut 0il, Copra Cake and Meal -11 -08
2072 B 35

Sugar

183
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trade value added. We have not made such a correction, however, owing to

L the difficulty of estimating such undervaluation. Whether or not these

industries are absolutely wasting resources, however, we note that\/zﬁéy
all enjoy very high potential nominal protection, with rates ranging from

70 to over 300 per cent. We should not be snrptiséd if they appear to be

at least relatively inefficienmt.

Exports (except sugar) appear as having negative protection owing
to the eight per cent implicit tax and the penalty of having to purchase
protected inputs. The implicit tax no longer applies, however, and if
_the drawback provision of the tariff law were effective (together with
the rebate of sales tax on imports), exports would uniformly have zero
protection. Even with this correé¢tion, however, the evident bias in the

system of protection against exports is very great,

Othe; elements of bias also become apparent when we group indus-
tries by end~use categories, as in Table XXVI. Consumption goods have
the highest average 13/ rate and capital goods the lowest awong import
substitutes, Intermediate goodé and inputs into construction fall in

between.

If we had included trucks and buses in the capital goods average,
it would have completely dominated the result because of its size. Hence
we have listed it separately. It is an assembly industry with a very low

ratio of value added to total output. Included in capital goods, however,

15 .
“jheights are free trade value added. Maurice Scott has shown that

the industries with negative value alded can be included in the average if
we use these weights,
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is the rice milling machinery industry, which also has a high effective
rate of protection. If we excluded it, ;he capital goods average would
drop to six per cent (for the remaining five machinery industries), and

this is more representdtive of the degree of protection Zor this category.

Thé bias against exports of manufactures is what stands out most
clearly in Table XXVI. At the other end, the bias in favor of producing
consumption goods is also very evident. It scems, in fact, that using
free trade value added weights understates this bias. An alternative cal-
culation with total supply weights for all consumption goods industries
except those with regative value added -- i.e., excluding the.most extreme
cases of high proteccionAiél-- yields an average of 192, as compared to
87 in the table. On the other hand the averages for capital goods and
intermediate goods are nét much different when we use total supply weights.
Hence we feel that the bias in the protection system toward the finishing

stages of production is more pronounced than the averages in the téble

suggest.

Finally, in Table XXVII average effective rates of protection in
other sectors aré compared with the average for all of manufacturing.
Mining and forestry are export séctors, which accounts for their negative
rates, - Agriculture appears to have medest protection, but this may be
overstated. Sorme sub-sectors like fruits and nuts, vegetables and root
crops are accorde” high potential protection which may not be realized.
In any case the bias in the proteétion system in favor of manﬁfacturing

is clearly evident from the table.

’

= They cannot be included unl,_%n he weights are value added,




TABLE XXVI

| AVERAGE EFFECTIVE RATES OF PROTECT
CATEGORY MANUFACTURLNG,

(Per Cent)

on:inr END-USE

Exports (exciud_ing sugar)
Sugar

Capital Goods (_@chinery only)
Trucks and Buses

Intermediate Goods

iniputs into Conmstruction

Consutmption Goods

-20
186
35
7
67
67
87




. TABLE XXVII

.AVERAGE EFFECTIVE RATES OF PROTECTION
BY MAJOR SECTORS
(Per Cent)

Agriculture . 17
Forestry  , | v -26
Mangfacturing 51

Mining , \ -17
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-~ In 8 ,' the tariff structure exhibits three important elements of
bi.ls.\/@:/it favors manufacturing over the other sectors which pro-
duce pp:aﬁuany traded goods. Second, it penalizes exports, both within
manufacturing and without. Third, it favors the finishing stages of pro-
ducing consumption goods onf intermediate goo&s and especially over cap-
ital goods. With these biases it is not surprising that neither backward
integration in manufacturing nor the export of manufactures has developed
at a pace sufficient to prevent manufacturing from becoming a lagging |

sector,

%&. Other Policies _

While every economic policy has at least-a remote influence on the
pace and pattern of industrialization, the three areas of policy described
in some detail above have perhaps had the most direct impact on industrial
growth, In this concluding section we add only brief mention of wage and
interest rate policies, whose consequences will be analyzed more fully in
the succeeding chapter. ‘Bafore turning to these, however, we should note
recent Central Bank_policies that are designed to protect the deteriorating
balance of payments, but whose long-range effects could be adverse to in-
dustrialization., -

Ve h;ve already noted the role in the, 1950's of the Central Bank, in
setting prioritiel for imports and administering exchange controls, ‘in
recent years, the Central Bank has once again been obliged to set priori-

’ ties and to curd imports by means, first, of special time deposits, and

more racently by supervising ceilings, imposed by the cmrc{al banks,

on letters of credit. The priorities are reminiscent of those of the 1950's

+

'



| long, they would add to

“nnd i&ad to -.:einforce the hiaus of the tariff systen. 'thiié'. if continu;ed
the disincentives te invest in the potential growz:h A

a:m ot new enports and backward integtation. noreover, théy mke it

oum to gostpone exchauga rate adjustment and tarifi refom. '

A nintmm vage lav vas introduced early in the 1950's end in 1965 e
~ the lcgal minimm was raieed to offsut for a small mimrity *of workers ‘
some of the effeet of devaluacioh on the cost of living. Still; &s we

noted in chaptet Two, real wago ntes have apparently not risen over t.ha

past two decades. / ml iabcr céats to mﬁnufiéturing mduurm have risen,
howevur, and the govertment s wage policy may hdve been p&#tiy taspomibie.

The law actuclly underwrites the factor price disequilibrium described in
Ghaptur One by utting a higher -standard f.or industrial than for agricul- 5 o
tural industries. uining industries are uholly exempted. While there R
nay be considerable evasion of the law, this- is more easily accomplfﬂieﬂ
;by thc fmllar. more Temote and less prominent firms. Moreover, ‘even
eva:ion involves an implicit risk cost. It is likely Athen, /{hat the nini-
. om wage law represent? a significant penalty on modern labor-intensiva

mnufactuting.

: Interest tate policies Appear to have a similar bias :gainst labor |
in&mi,ty as \nll as against saving. During the 1950'3, apecially, the

mmxm was able to keep im:erest- rates low, pattly be.cause invest-
" ment deund was limited by: foreign exchange availability The rediscount
‘rate was held at the t:idiculously low 1evel of 1.5 per cent between 1954
and 1957. It: was raised to 4.5 per cent in the latter year aud fluctuatad

) bemgn 3 and 7.5 pe: cent aince than until very recently vhen it was taiu& :
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20-8 and finally 10 per cent in response to the rise in world interest

rates and the worsening foreign exchange position of the Philippines.

One constraint on interest rate policy is a 1916 gnti-usury law
that limits 1hterestftates to a ceiling of 12 per cent on secured loans
and 14 ﬁer cent on unsecured loans. Rediscount rates have been kept low
enough to allow commercial banks a reésonable spread between borrowing
and ceiling lending rates. VThé same rationale has been used to justify
low ceilings on time and.saving deposits, which may adversely affect total

saving.

{ Again, favored industries have been able to obtain long~term fi- /
nancing at low 1ntcrest rates from the government's long-terq:&aggjkutionst
The Central Bank, 1n turn, has supported the latter. And, finally, the C/
Central Bank has consistently supported government borrowing at unreal-

istically low interest rates.

In assessing the influence of the price system in less developed _
countries, one usually focuses on the exchange rate\ﬂ’e;% ::dj&: e
whether these até qut of line with social opportunity costs. The preceding
dele:iption of poiicies affecting industrialization strongly suggests that
their influence has been on the side of undervaluing foreign exchange,e
understating the cost of capital and the value of saving, and overstating -
the opportunity cost of employment in organized manufacturiné. We attempt
in the fbilowing chapter to assess in greater detail the consequences of

these influences for industrialization in the Philippines.




CHAPTER FIVE

A cnn'rqm OF 'mnusmm.m'rm POLICIES

The mix of polictes related to industrializxtion is the principal ex- -
plamtion for the 1nab111ty of industry to undetgo a faster ttanafomti&n.
e Tht combihed effecta of tax inOentiVes, exchange rate policy, and. ta:iff
protection on recource pricing have been teinforced by minimm wge aﬁﬂ e&-
, vanced welf.a;e legislation, as well as by interest rate ceilings iq»osed by "
m:e policies jointly have encouraged a GM bhs in {ndus~
trhlization aad an emphasis on final stage import-aubstituting industriea '
which are i.nport-dependent in character,/ On .the other hand we have already
neted (in Chaptet Three) that entrepreneura in the Philippinea, 1n " common
~with what. is obaetved in other progressing countries, l:end to respond appro-
priatelx t:o price and profit incentives. '.l'hus, 1f industrial expansion is- .
unaatisfactory, we have to point to economic policies afﬁectins industrhl:l— ‘

zat;lon as the critical reason. A

Y o

°/In brief, these polic:l,es have led to the follbwing consequences :

' (Q} m:ﬁ-looking mnnfactqripg induatr:l.es-  an ‘excessive dependence on.
hyottad ':!.uputq 3 (¢) an excessive reliance of the economy on a few pt:l.mry

'expot'ts, owing to the failure of the industrial sector to develoP as a source 'i

of foreign exchange' (d) overly concentrated reg:lonal development, (e) greater
-inequality bf :l.ncoue dietribution, (f) the neglect of wage-goods mdustries-
(g) slow 8rom:h of industri.al employment- and (h) tecﬁn:&cal and, econnmic 1n-

effi.c iency.
Tnward-looking Industries

Protected heavﬂy hy scarcity . premi.a ari.sing from exchange controls ,

and, later on, by a tariff structure which gave support to the same Mm-
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tries, Philippine mnufacturing has looked largely to the domestic market in
"~ its sa].ea orientltion J’L‘he implicit overvaluation of the peso defended by
‘these protection measures hae made exports appear mpmﬂ.tnhle even in indua-
tries where the Philippines has a comparative advantage. What e might* call
the "overvaluation syndrome" in -the form of an economic infer'iori’ty» complex,
. arising from the artificial cheapness of foreign goods ‘that overvaluation
implies, has made the idea of expanding industrial exports seem far-fetched
to. businessmen and government officials alike. /In addition it hes led to ‘the

‘conflict, noted in chapter Three, between domestic and foreign investors for:

the limited protected domestic market. Finally it has also encouraged an

elasticity pessimiam about export demand and supply that has been- invoked to

- defend the protection system. 'm:l.s peesimism stems, of course, from the view.

thet the marginal export response to an improvement in the exchenge rate cOuId

come only from the major primary exports, not from the manufacturing sector.

The new class of industrial 'entrepreneurs which was nurtured by this )
_system naturally tended to thro_u its pbliti‘cal strength‘behind_proteetine' .
and egeinst;‘an exchange rate policy that would have ehcburaged exports‘.' V.Aeide _
from the .modest export bonus scheme‘.;n effect for a few ye_ara'after 1955, ex- /

ports received ‘no ’polit:ical concessions. In the succession of development

- ~plans of the 1950 's and 1960 's uew exports‘werev virtually ignored And this

'inmrd-looking attitude made it easier after devaluation and decontrol in
1962 to impose an implicit export tax through the requirement ‘to convert 20

-per cent of export earnings at the official parity rather thnn at the free

rate,

Moreover, the market-sharing conflict of domestic with foreign en-
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terprises within the narrow protected market tended to strengthen the anti-.
foreign-inveatment element in the. ideology of economic nationalism. Foreign
cgpital was seen not as a supplement to, Philippine resources nor as-a com-
plement to Philippine labor, but simply as.a substitute for Philippine capi-
:-tal. This attitude ‘has made it difficult for the government to arrive at a

stable and consistent set of policies toward foreign investment.

/’Finally, the biased set of profit incentives which has led entrepre-.
neurs to look inward rather than -outward for their markets is partly respon-
sible for the poor’ investment climate which has held back investment and
encouraged both expatriation by Filipinos and ropatriation by foreigqers of‘
earnings and capital, For ds the 1imits of the domestic market for consump~
‘ tion_goods were approached,by‘import substitution, opportunities for the re-_
investment of earnings came increasingly to depend on the profitability of
backwnrd integration and exports. To some extent the former did occur where
it was clearly economical, since the bias in the system of protection is not
-as pronoumced against intermediate goods as it is against exports, So the
‘system was most effective in rendering privately unprofitable investment op~
portunities in manufacturing for erxport  sociclly desirable, This'
has added further to balance of payments- difficulties by ‘discouraging private

capital inflow and encouraging its outflow.

’;gpgrt-Dependent Import Substitution

The failure of the protection system to prevent the recurrence of
balance of payments difficulties is due partly to its adverse effect on ex-
ports, as noted above, -But»another part of the explanation-is the tendency

~ for many of the import substitution industries-to remain'heavily.dependent’
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on imports, As a consequence, the net. saving of foreign exchange may not be
very great, And there msy even be cases of net losses of. foreign exchange .
from import substitution as is suggested by the number of industries, noted

in Chapter Four, with negative imputed free trade value added

This heavy reliance on imports is not surprising, of course, in the
light of the policies that have prevailed In particular one cannot blame
the private foolishness of entrepreneurs for the phenomenon of import-depen-.
' dent import substitution.l/for the cascading of rates of protection from low
on cspital equipment and intermediate inputs to high on . finished products na-
-turally encourages industries based on imported supplies., This is because
the general level of prqtection defends an undervaluation of foreign exchange
so that those imports that can be liberally imported at low duties are, in
';effect undervalued in relstion to domestic products.. Moreover, with such
cascading rates of protection, the effective rate on the final product will
be greater the smaller is. the prOportion of value added (in world prices)
Hence those industries "which save the 1east foreign exchange, ceteris

paribus, may'have'the'highest effective rates of protection.

x-Sicat has investigated>the import,dependence of the "new and neces- :i
sary" industries for the year 1960 1 He found that these favored import
substitution industries had an aversge ratio of imported to domestic inter-
mediate inputs of 1.4 ~- that is,imported inputs exceeded domestic by 40

per_cent.- In addition he found that the imported camponent averaged about

1G P,: Sicat Import Demand and Import Substitution in the Phili -
‘pines, 1953~1963 IEDR Discussion Paper no. -69-2 (anuary 25, 1969), ch, 6.
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75 centavos for each peso of domestic value added Imports ware undervalued
by almost,50 per qent, heWGVer, because of the overvaluation of the peso.
With an equtlfbrium exchgnge tate (1mp1ying elimination of protection of do~
mestic value sdded) the :hnport:ad component wpuld appear proportionslly nuch
larger. Morecver, these are average figures for the whole group of favored
industriea. In some extreme cases there 1 msy have been a net forstsn ex~
change loss._ In any case the avidonce suggeses thut these industries were

very expensive savers of fs:eign exchange,

Dependence en Traditional ggports

The failure of industty to generste new sources of export esrnings

1; simply outwurd evidsnce of the nature of the 1ndustrislizst£on driwe. m

1srger sense the 1nduser£s1 sector haa been dspeudenc on :he traditienal
exports sector. Being unable to earn its own foreign exchsngs requirements
to any significant degree, manufacturing growth was constrained’by the '
gr.‘cwth of exports from the primary sectors -~ agriculture, mining and for-
estry.‘ W-enever these traditional exports stagnated the resulting scar-
.eity of fbreign exchange forced a slawdowu in the gtowth of output and. em-
plcyment through import controls and credit restraints. The result has -~
been haltins induatrisl growth snd [} chronic tendency toward excess csps-

ctty 1n many manutacturing industries,

“The dependence of the economy on a few traditional exports can be

seen in the !sct thut copra, logs, sugar and cOpper'comprtsed abouc 70 per

¢ent of export earnings over the past dscade. Sicat has £0und some evidence

qf significant growth of mnnufactured expOtts during the 1950'8, but this

| U

4«."~’
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‘is largely accounted:for by‘plywood ‘coconut oil and canned pineapples.2 The

vast array of import—substituting manufacturing industries has yet to contri-

bute significantly to export grOWt2¢7//

L

- Regional Industrial Concentration

“The effect of inward-looking, import-dependent industrialization on

the regional pattern of deveIOpment can be seen in the concentration of manu-‘

facturing industries in and around Manila. No doubt this would have occurred

to some extent anyway, but the powerful forces of industrial policy tended to\

reinforce a natural agglomeration effect. In particular, the fact that the

new industries depended on’ undervalued inputs from abroad rather than on. mate- b

rials fron the agricultural mining and forestry sectors biased location near

" the principal ‘port.’ In addition, during the period of import controls there

was an advantage in being close to the seat of government, so th1t Manila was
doubly favored As a result about two-thirds of the value added from the or-
ganized manufacturing sector is accounted for by establishments in Metropoli~
tan: Manila and the Southern Luzon region. The latter includes Rizal Province

where, in an area surrounding Manila;, the greatest growth of manufacturing has

'occurred

Sicat has attempted to estimate regiomal growth rates from local gov-
ernment tax expenditure data. He found that on the basis of these proxies for
regional production Rizal Province may have grown from three to five times

faster between 1948 and 1966 than any of the nine regions Anto which he di-

. . - )
: ' zc P. Sicat, "The Manufacturing Sector After Decontrol " IEDR Discus-.
sion Paper, no, 67-9 (August 20 1967), pp. 31-33,
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vided the country. This suggests that the concentration of menufacturing has
resulted in a very unequal sharing anr:ng regions in the postwar economic growth |
of the mtion. “This has probably a.ccentuated the inequality of personal in-

come distribution, as weu.

VAs a teselt, Manila _an)dv 'the- s'ﬁrréﬁnding area. has becelﬁe 'hat Hirchs; .

wan has called .an "in'port enclave"., 1Instead of linking backward to the other

‘ regions of the economy it links on the- supply side to the rest of the world

Even on the deund side, t:he market for many of the consumption goods depends_
significuntly on the free-spending new urban classes that were spawned by

the industrializat:ion itself. 80, for example, the system encouraged the es- &
' tablishunt in and around Manila of asdembly industries for automobiles and
‘tol.eviaion seto, most of vhich are then sold. in muila and suburbas, -

u/rhe bias azlinat unufacturing that links back to the natural resource

-'bm is particularly disturbing, not only for its affect on regioml dispari~
"""‘*-ties. ‘The rhﬂippiau: still expo:ta great quantities of copra, logs and
metallia ores and concentrates vhich are often processed aud te-mm:ted by
other count:ie:. And studiaa iuvariably show that the rate o! ntugn te |

[
St

capital 1! greater !or these crude material _exports than for the export o! : f

| "muutmtuyed producto uling them as inputs. ‘Log exports are more protituble
_ .than plmg_d exportl, !or mle, nenca/tbe;e has been some neluctance on
the pu't of the government to Hae tax and uublidy measures to. diacourage

theu eruda exports in faver of further procening, despite wideoprcad un-

euploynent and mdcremploymeat of lebor.

~ The colyu'ilon o! the ral.ative profitabuity of exportins the cxude
or the proceued product miues the key point, hwever. 'rhe loga will be
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exported whether as logs or as plywood.. The rate of return on plywood manu-
facture for eprrt ,sh‘oulvd be i:onq:argd not with that of log e:tporté, but vwith
that of other inves_ﬁientq sini;e it is fhese that wq‘uld be .diSplace,d, not log-
ging. But other investments iﬁg:'lucie those in the értificiﬁlly profitable
import substitution indugtries like .aétpmﬁbile assgnﬁ‘li;g. .And the heavy
pi‘otectioﬁ of theée ‘ihdustries Vdevfendsv an exchange rate at whiZ;x ~logs. .

can be exported, but not plywood (except for a modest amount in the Ameri-
can market where the l;hilippines still has a diminishing tariff preference.

until 1974). Se, while a host of reasoms have been set forth in attempts |

to expliij.n why the Philippines expdi:ts logs to Korea and _Taiﬁan ﬁhé:e they

- are made intogplywood for re-export, a sufficient explanation appears to be . @

the protection system and the unfavorable exchange rate it defends. This

si:ggests that many other potential export tndustries based on domestic raw

materials may also be victims of ‘the protectioﬁ syst‘eui.

Neglect of Wage-Goods _Industries

Ihé bias agalins‘t investment in sc;-called “essential" industries came
from the set of import priorities undér exc':hﬁnge con‘t:;:ol.s and later from ‘t.lA:e
differential faté.s of the tariff éyst:em, both favoring m;rts k.of essentials “y
at the expei;ae'of- domestic production. _As noted p:ew}iously, @ssential gpods‘
generglly meant éréducez;s goods, but the system favored the inpoff of some
essenti,:ni consumers goods ‘also. éannedkmﬂk‘, wheat flour and phafmacegt'icals

have relativéiy low effective rates of protection, for example.3

A?’Canned milk’ was not included in the list of effective rates of pro-
tection in Table XXIV. of Chapter Four because the subsidized imports of the
National Marketing Corporation (NAMARCO) imposed a heavy penalty on' the do-
mestic industry which disappeared after 1966 with the demise of NAMARCO. - In -

' 1965 the rate was actually minus 26 per cent, but even in the absence of

NAMARCO it would have been no higher than 12 per cent,
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But in addition to the biases in the protection system, the' govern-
ment has intervened through price controls, subsidies- and direct control over
iﬂports éf rice to try to keep the prices of staples lqg of particular im~
portance were the activities of the National Marketing COrpor%i}on (NAMARCO)

for a decade after 1955 and the government’s rice import policy. ‘

| NAMARCO imported canned food -~ principally milk fish and meat --
at preferred exchange rates and then sold them below cost to retail distrib-
utors. Its effect was se pervasive that even t‘day, four years after 'NAMARCO
ceased operat‘rns, the country is still heavily dependent on fmported canned .
foods. Nbr was the policy successful in providing cheap wage goods, For
.whenever balance of payments difficulties required restraints en imports
'(through'controls‘or devaluation).the price of tﬂese goods rose sharply.4
Moreover, even during the time when imports were subsidized, the nature of
the goods (the rich can enjoy them as well as the poor), plus the fact that
they were marketed 1arge1y in urban centers, lends support to the suspicion
that the middla and upper income groups may have benefitad more from this |

lubsidy than did the poor.

i,

- Rice import policy also aimed at keeping this basic staple cheap,
it, too, was unsuccessful _ The story was told above (in Chapter Two) of the
inflation of the mid-1960's which was doninated by rice prices, ° The govern~.

ment failed to import rice in sufficient quantities to match the shortfall
.- :

' QAfter this was written anothei devaluation occurred .in early 1970,
One of the loudest complaints of consumers against the new exchange rate
-stemmed from the sharp rise in the price of canned milk, .
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that resulted from ahifting land to export crops after the devaluation. The

| failure seems to have been partly the result of poor planning, but sufficient -

importa to keep the price low might heve presented a serious foreign exchange'i
»

‘problem, and a8 continuation of the. relatively lov price might have caused con-

>
tinuing ahifting into other crops.

-~’fi;/the late 1960's, rice policy turned from import aubsidy to one of
direct attack on land yields, It could be argued that thia could not have
been euccessful until the International Rice ReSuarch Inetitute had deveIOped
its high-yielding seed. types in the mid-1960's. This argument, however, ig-
nores. the gap“between yields on irrigated and non-irrigated lands for the
traditipnal types of seeds._ The key point is the neglect of agriculture that
persisted throughout the the period of import-substituting industrialization,

as evidencea in the scant attention given to iuvestment in irrigation, roads;_

and other infrastructure in the rural areas. Mbst development theories em-

phasize the importance of gains in agricultural productivity to keep food

'prices from riaing and in turn, pressing up money wages and labor costs in

manufacturing. This is eSpecielly important in the Philippines because of
its substantial surplus of labor and the _need,. therefore, to expand rapidly

employment in manufacturing and related sectors. And- ample capacity to swp~

'ply food and other wage goods would permit a correction of the overvaluation

of the peso to break.the foreign exchange bottleneck and permit a more rapid

.industrial devel.pment without fear of serious inflation.. In contrast, the

bias of policies againat domestic production of essential consumers goods

 makes exchange rate reform more difficult because of the greater dependence

of the cost of living on the peho prices oflimports.



-123-

R

Slow growth of Industrial Eglomgﬁ ,
relatively slow growth of employment in manufacturing was noted

in Chapter 'l.'wo. From the evidence presented there we are forced to conclude

that froltt_ne__m\id:pso 's the rtion of the labor force in manufacturing

has remained roughl at no more than twelve per cent and that today
. »

no more than five;per cent nfrthe_lahnz.§Q£EEkis in so-called "organized"

| manufacturing - i.e., establishments with five or more workers. About 60 -
— —

per cent of the labor force is still dependent on agriculture and much,of_

i
s o

" the remainder is in low-paying service’and commercial'activities. This is’
/"—\

a disappointing performance for the postwar industrialization effort, espe~.
cially in view of the labor absorption requirements in the Philippines uhere

labor force growth is in excess of three per cent per year.

We.have already referred»to the existence of a "factor price dis- ///

equilibrium”'in.the Philippine economy. in the form of a widevgap between
-the social marginal opportunity cost of labor and the wage rate that the
modern sectors mnst pay.»A while this phenomenon might exist even without '
the influence of gdvernment policies, the variety of laws related to in-
dustrial promotion, labor welfare, and interest rates that were diacussed

in Chapter Four have no donbt aggravated this disequilibrium. ,/Their cem=
bined effect.has been to encourage both an industry mix and a choice of -

. techniques within industries that is excessively labor-saving. " That this
'has had an important effect on labor absorption in manufacturing is suggested
by -the- relatively high elasticities of rapitainlahor substi:u*ion found in

studies of Philippine manufacturing.5

-

sAt the two-digit ISIC level of industrial aggregation, Sicat found
elasticities generally to be around unity and, in some cases, higher, See -
. his "Industrial Production Functions in the Philippines, IEDR Discussion

o
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In addition to the biaa'tonard'labor-saving in menufacturing,’theret///

is another way by which the wage polic‘/; ‘of the government deter the growth

of industrial employment. That {s by pre!énting manufacturea from being com-
petitive 1n the world market and thereby conatricting the market for industrial
labor, /It was noted in Chapter One that/ the existence of a fagtor price dis-
equiliorium between the primar& produci . and industrial séctors permits pri~
mary'exportS‘to maintain baiance of payments equilibrium with the help. of
tariffs or import controls at an exchange rate that precludes effective com~
petitinn in the vorld market for manufactures. In other words it 18 the

phenomenon of factor price disequilibrlum that explains why a system of pro-

tection that 1mp11ea a general penalty on all exports nevertheless permits

"primary exports to expand And this is why manufacturing must have some fow

of protection (preferably, of’course, a. subsidy to employment) Af 1t is to
develop at all. But if the protection is one-sided -~ i,e., protection in
the domestic wmarket only -~ the market for manufactures is severely constrained

and the growth of industrial employment is retarded./{7/

} To dramatize this point, consider what wouldvheppen if the manufactur-
ing enclave in and around ﬂanila were to sacede from the rest of tne'country.
- The latter would no longer have to buy high-priced ﬁanile manufactures and

would elect to buy them cheaply from abroad or to produce them domeatically
behind protection. In either case the Mnnila peso would have to be devalued,
4(or wages and prices generallj reduced) to.the point nhere_exports of manufac-

tures wouldvpay for needed imports. Ideally tariffs would be‘eiiminated (ex-

Paper, no. 68-18 (May 23, 1968) These findings have been generally confirmed
by J.6. Williamsou in hia "Relative. Price Changes, Adjustment Dynamics, and
Productivity Growth: The Case of Philippine Manufacturing,” SSRI Workshop
Series, University of Wisconsin, 1969. ' : '

)
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cept, perhaps, for revenue purposes) and the exchange rate would protect com-
paratively advantageous manufacturing industries in both the domestic and’

world markets..

The similarity to the cases of Hong Kong and Singcpore should be
evident. The latter two countries must remain competitive in the world mar-.
ket for‘manufactures,through a combination,of exchange rate and wage policies.
‘Tﬁe dualistic' character of the Philippine economy, on the other hand, makes
it easy to fall into the trap of perpetuating factor price disequilibrium
through a high wage policy in manufacturing offset by tariff protection:/Thev
resulting failure of industry to absorb the growing surplus labor from agri-
culture and other low productivity sectors. has the effact of enhancing a
. dualism in the labor-force between a small number of relatively well-paid in-
dustrial wor} rers and the great rajority of the labor force which rema*ns un-

\/_M‘N JE——

employed or employed at far lower average earnings.

e

lt might be argued that offsetting the wage penalty on manufacturing
is the subsidy from low interest rates and cheap imports of capital equipment.
'These have the effect, however; of benefiting most the more capital- intensive k'
industries which are 1ike1y to be the least comparatively advantageous from
a social standpoint. | So these'subsidies are not likely to encourage.exports
of manufactures, and even where they might do so the effect on employment.
will be less than undet an alternative policy of encouraging labor-intensive

exports.

"~ All economic development expe nce suggests that an easential in-

gredient for success is the E ive shift in the proportions ‘of employed

labor from'agriculture to industry -~ in short, industrializntion. " The’ lack



G s A

of any evidence of this structural change since the late 1950'3 means that
the industrialization process has stagnnted for more than a decade, despite
\———_—-—________—_____

protectionist policies -that were ‘supposed to encourage industrial _growth,

The rate of labor absorption oy the menufacturing sector depends both on its

" rate of growth and its average labor intensity in production. The growth of

the sector will depend significantly 1n the future on its ability to reach

the export narket. Average_labor intensigy will depend on the séiection of

industries and techniques of productiof. Unfortunately the mix of uage, in~

torest and protectionist polici _the Philippines today is perve:sely

biased against both nnnufactured exports and the use of labot in p:oduction.
Income 'Diotribntion Again
It should be7clenr thet these yarioua policies affecting'industrial

enployment htve,‘like the‘neglect of ‘agriculture and/the regional con%entra-

-tion of mnnufacturiné, tended to aggrevate the inequelity of income distrihu-

tion The raader is referred’ at this point to the section on income distri-
bution in Ghlptcr Three where the various consequences of these policies in

affecting income distribution are discusaed in some detail., Here it will

: suffice simply to enphasize several points. oo

We noted Kuznet'e hypothesis ‘that in the course of economic ‘develop-

ment incone inequnlity tends at first to increase, but later to diminish to

an extent that the full cycle implies a significant overall decrease. The

hypothesis halps to explain Philippine experience, though the tendency to-

wnrd greeter inequality in thia early stage has been enhanced by the slow

growth of induntrial employment.‘ In fact it is possible through a sufficient-

ly rapid absorption of labor in nodern industry to eliminate altogether the
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. first phase of growing inequality. - But that would require outward-looking
trade policies, and wage .and interest policies that would enable the economy

to capitalite on its natural comparative advantage in labor-intensive manu-

.facturing. .

/ B . ‘Since average earnings in urban areas, and especia11§ in greater
Manila, are much above those in rural are_asv, the effects of favoring indus-
try. over agriculture and, conceht‘rat’ing industry around Manila-also have

undoubtedly been to increasé the inequality of income distribution.

Again, it cannot be emphasized stro;ngly enoogh that the effect of
the minimum wage lew, which is defendeo as a vn»xeans'of bridging the gap be~
tween the rich and the poor, is. actually to widen income inequality. For
1t helps only a few who generally have good - jobs in the modern Sector
rather than the many poor Filipino workers who do not. In addition, bY
holding back the growth ofiinoustrial jobs itite;uis to enhance the sur-
plus of .lel.:or and, therefore, to deprese the wages of»thoee who do not

come under the 1a7,

As' Kuzoets argued , it is-,enonemio—d-eveiowent—itself_that—eventuzny 4

brings a more eqixitable income distribution. The focus of distribution pol-

icy in the. Philippines ‘tends often, however, to be on the division of a
given iucome rather than a gro_wing one, | J?l@ , by emphasizing short-run in-

come redistribution policies s the more imporw%rob]:ems of growth and devel-

opment get side tracked And often _the policies tend to aggravate relative -

factor ptice d.istortions rather than to correct them, }his 1eads to less )

efficient p«mtterns of industrialization, a slower grawth of productivity,

i,
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more bottlenecks and eventually a worsened inceme distribution from the re-

' atricted employment and income opportunities for the poor,

Technical and Economic Incfficiency '

Under usual profitemaximizing assumptione, a firm is assumed to be
on the production function that incorporatesfthe most efficient method hnown
of emplo&ing'each combination of factors; and to be producing at least’cost.
This kind of technical efficiency might hypothetically be achieved even in
combination with an economically inefficient allocation of resourcea.. That
is, an induatry«that may not be economically justified, existing only because
of protection, nmy nevertheleso_be producing its,Output at the least cost in
the above sense, The assessment of technical efficiency is difficult to

Judge in.this case, however. What standard ahould be. used?

In contrast the absence of protection .automatically provides a stand-
ard -~ international production costs. Moreover, absence of protection -
putting aside some possible qualifications for the moment -~ tends also to
promote economic efficiency in resource allocation. In particular it~tends
to inaure that the costs. of earning and saving foreign exchange are equal at
the margin, so that the foreign exchange budget is balanced at least cost in !
resources. f?irma and industries that could compete freely vith the rest of

the world would then exemplify both technical and .cconomic efficiency.

A (AA protection system like that of the Philippines may, on the other
hand, produce both technical and economic inefficiency. It should be evident
from the wide disparities in effective rates of protection described in chap-
' ter Four that the costs of saving foreign exchange in various import substitu-

tion induatries differ widely; and that, in general, the cost of earning for-
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eign exchange through exparts is much less. This implication of serious re-
source misallocation must be quslified on two'érounds,;hovever. First 1is
the terms of trade effect that would result from encouraging more exports
through a correction of the present price distortions. This»applies»in 8ig-
nificant degree only to a few primary exports, however, so t™ 1t a general
penalty on exports from tariff protection is not the apprOpriate remedy.
The other-qualificstion is, once again, factor price disequilibrium. It
can be shown that here, too, tariff protection is an inept remedy. We will\‘
forego pursuing these arguments further at this point, however, since they

are developed in detail in Chapter Six, .

MThe problem of technical efficiency is particularly important ‘for
” 1ess-deve10ped countries like the Philippines since the small size of do-
mestic msrkets meens that in most“industries the number of firms of econo-
mical size is notbsufficient to insure a vigorous domestic. competition.
The only possible source of competitive pressure to maintain a drive for
efficiency and technological progress is international competition. But
'the very high rates of protection for many manufacturing industries in the
.Philippines tend instead to produce a smugness and complacency that mili-

tates agsinst the relentless pursuit of cost reduction and quality improve~

ment,

There is yet another way in which the protection system has prevented
Philippine manufacturing industries from attaining the level of cost effici-
ency that is possible. The  favoring of finishing stages consumption goods
industries at the expense of more basic manufactures, together with the bias

against exports, has caused resources to be diSpersed in msny small consumpn

&

-



- 130 -~ -

tion géods industries, horizontally balancedaih relation to consumer demand,

rather thanvconcentratéd in vertically integrated large-scale industries pro-

"ducing both fpr the domestic and ﬁofld»markets.; Cbnséquently, the potential

gains from economies of scale and from learning by doing in the context of

morae rapid, concantrated growth have been foregone,

For this reason the oligOpolibtic patterns in the Philippineé controst
sharply with those found in -advanced countries, at least in many cases, Where-

as in the latter large size from the advaﬁtagé of scale economiea may be a

_reason for the oligopolistic structure, 1n the Philippinas oligopolies, as

exeuvlified by the autouobile and electrical appliance assembly industries,

- have derived from protection of the small domestic mdrket, Bocaule_of the

high profit.tates‘that thi§~protection p:ovided and the small size of the do-

‘maatic ma:ket there has been little interest in expansion through coupatition

- to ayproprinte potential econgmies of scale.

This completes our:cgitique of 1ndustrialization policies, The pic-

. ture may seem not to be a very bright one. On the other hahd; there may be f‘

room for Optimiam in the thought that wich a11 of these policy de!ects Phil-
ippine growth performance hac not been 8o very bad. What might the potential

‘be umder a better regime of policies? With this question 1n mind we turn in

the final ‘chapter to questions of policy reform.



NEW DIRECTIONS FOR INBUSTRIAL GROWTH

- 1. The Need For New Directions

" The balance of )ayments crisis of late 1969 has forced to the fore

basic issues of econom1c development pollcy that have too long been neg-_«

lected in the Phlllpplnes. We noted in Chapter Two that the/ﬁport ‘controls

. of the 1950s had produced a brief "exuberant" period of finlshing stages

1mport—subst1tut1ng 1ndustr1allzatlon. What was needed,to sustain indus-
trlalizatlon beyond thls first easy pha'se was a reversal of pollcy incentives
S0 as to favor backward integratlon and 1ndustr1al exports. Instead the
protective tarlff system of the 196948 seemed de31gned to preserve the
ex1sting pattern of industry wlth the result that manufacturlng became &
lagging sector in economlc growth. Only a remarkable growth performance

in agriculture, abetted by forestry and minings prevented a serious decline

in the overall rate of growth. In short, after two decades of heavy pro-

tection of manufacturlnb 1ndustry, the economy‘found itself’still mainly
‘dependent on the prlmary producing sectors for its economic growth.

The dependence of the economy on agrlculture, mining, and forestry
was equally evident with respect 'to the balance of payments. Manufacturlng

remained heav1ly dependent on 1mports with only a vexry modest growth of

'export ability. It was a rapld growth of tradltlonal exports, comprlslng

" primary and seml-processed products of agricultural, mlneral and forestry

orlgin, that made ‘the foreign exchange position v1able betveen 1960 and 1966

And 1t was the abru pt decllne in the quantity of these exports after 1966

' .that~brought a nunewal of balance of payments dlfflcultles, underlining the

failure of manufacturlng sufficiently to save forelgn exchange through
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backward igtegration or earn it through exports, It is ironic that the
verf measures that were defended as a means of free:.ng the economy from
,dependence on primary produc‘bion had the effect of reinforcing such
dependence, But this is the natural result of tra.nsfemhgﬂle import bill
from one comprised of ‘consumption goods to one conrpriged pf "essential”
produt:ers goods, ' | ' A -‘
Thére are two reasons why the Philippines cannot afford to continue |
.for long this- dependence on primary production as ,trhe leading.-growth gement.
The first stems from its factor endowmen‘o' a large and rapidly growing pop-
ulation in relation to natural resources means that .)obs mus'& be crea‘bed
most rapidly in sectors where the principal resources complementary to labor
are augmentable., This is the ba_sic_ rationale for }ndustrialization. A less
imporhant reason is the risk that world demand for the Philippines' primai'y
e::poﬁs nia.y.ziot.be sustained at a pace that would lead the economy to suce
ces'sfuln development, Import substitution and export diversification are,
therefore s secondary rationale oo 2N industrializatlon. ’ | B
Thus a resurgmce of industrial growth seems to be an essential
‘ ingregllent of developmen'b strategy for the 1970's, And from the foregoing
discession- it 1s evident ;bbet this means backward integration and export
expansion in manufactu.z;ing. What is 'calied for is a full-scale reform of
econo:ﬁic policies to remove t'he biaees' agai_.nst' fhese new directions that
industrialization must take if the 19705 is fo be a developme‘nt‘ decadefor

the Philippﬁineé. Equally impoi'tant_ is the’ need to remove the bilases favor-

ing substitution of capital for labor. For accelerating population growth

- will make the probl.em of labor absorption even more critical in the future,

A prineipal difficulty is, of course, the "diétrcss" that reform
will create for a number of marginal or extra-marginal manufacturing

activities that were nurtured by the biased protection system,

This is
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one of the disadvantageé 6f what Hirschman has called a "highly
sequential” process of movmg step by step from the f:.nishing stages of
production to intermediate and finally to capi‘bal goods.—/ The tempta-
tion is w(ery great to giire extra protection to the first. phase industries

by nieans of more libéral imports of intermediate and’ Capita,l goods and

- this o_..reates. vested .interests in opposition to any correction of the blas

againsf_ihtegration. Tl;e highly sequet;tial pattern,‘ itself, is neither
necessary nor natural and? as Hirschman has ,pointe‘d'otrl':-, was not followed

by ‘bﬁe earlier indﬁstri&lizers of Europe and North America, There ig, there-
foré’, no need to have distinct phases of industrial development requiring
different sets of policies, with all of the aifficulties of political ad-

' Justment that this entails. Instead, a relatively stable policy framework
. shcml‘d~ enable the economy from the beginning to make ra;bional cholces with

frespec't to g;ort subs‘bitube and exporb industries at a.ny or a.ll s‘b&ges of

S B U

the production process without creating artificial barriers to continu:l.ng

growth, »

| Hal the Philippines, for example, devalued the peso in 1949,
mstead of adoPting import controls (and if tariffs had been uniformly
lower), the indﬁétrié.l stmctuz;e would’ ge vastly different today, Instead .
of a lop-sided emph&sis on consqmp‘bién goods iﬁdustries » dependent _'fozf

thelr survival on the foreign exchange ea.rnings of primary exports,

Athe'*' wouJ'B. be a more seleet : 1ist of better integrated industries ’

same capital goods mdustries y more processing o% domestic raw materials
and a substantial complement of industrial exporb»s. This is still what
needs to be done , but progress has been long delayed and the task mace move

difficult by two.‘decades & Elamd p:dtec‘bion- and ﬁeéo overvaluation,

1/ Op. Cit., p. 6



2, Poliey Reform

It is evident that invest@nt and ‘ootput zieoisions in the

Philip_pin(as today sre maée_is the face -of strong blases arising from
the protection system. One w'ould hot object to this ‘distortion of r
A prices and profits iz it led to more rapid industrial expansion and a
higher overall growth rate, In fact, because 1t caters to the finish- K
ing ’stages import substitution industries which came into existence in
the 1950's rather than to the prime opportunities for :l.ndustris.l growth
in the 1960's and 1970'8 == backward linkage import substitution and
new exports -- the pro_tection system stands today as a :Lea-ding obstacle
- to the resu.rgenoe of industrial growth, . |
: !l‘his' is why the Board of In\festment is obliged to set itself
‘/dgains't this system by offering gspecial incentives to’ industries that
link backward to the natural resource sectors, to intermediate and
eapital goods industries and to those with export potential. In some
cases the weapons of the BCI may be sufficient to netrbr&lize the exigt-
ing price and profit »bias. But in many cases, especially for new
exports, this is not likely. ane net result is an overall system of
incenti\fes in which some sgcially valuable activities that could save ]
and earn fore_‘ilgn exchange are rendered privately unprofitable, while
‘many socially sub-marginal activities that are heavy users of foreign
exchange seem attractive to private investors.

" What can be done? An obvious-place to start 1s the correction of .’
‘“the biases againstbackv_r'ard intelg;'ation' ‘and'nelw exports in the protective
system, This calls for uniform tariffs on all goods '(incln_tiing capital

- goods and raw materials) combined with equivalent subsidies for exports.

S

This could be modified by withholding (or reducing) the subsidy to +hose
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exports in which the Philippines.share of the sorld market is sufficiently
large to’'give rise to a. concern abOut the effect on world prices from
increased supply.‘ And temporary tax, subsidy, and-credit incentives could
be added in selected "infantlindustry" cases, The latter should be restricted
to a few whose efficiency response to scale and learning are expected to be
exceptional since- spreading such’ inducements too broadly dilutes the effect
for those that rcally warrant such classification. o , ‘. e

.The advantage of such a reforn in the protection system:should he
evident, ‘A tariff‘on'a product gives the domestic producer a margin of
protection against the foreign supplier -- a'margin paid to the‘producer by
the PhiIippine~conaumer. To avoid a bias.against the saving of foreién

exchange via backwardJintegration, however, the same margin of protection

~must -be given to the supporting industries -- capital goods, intermediate

goods.and raw materials, Anﬁ to.avoid a‘bias-against the earning cf foreign
exchange via‘export of new indnstrial products, the same margin of protection
against foreign suppliers must be given in the export market. To fail to
redress the present biases, on the other hand, would be to continue a policy

of favouring the heavy users of foreign exchange, the consumption goods
industries, against the potential new savers and earners of foreign exchange,

In addition it would mean continuing the bias against those industries with 1
the greatest growth potential thus maintaining the present poor investment

climate, -

The uniformity in rates of protection must apply, of course, not only

‘between categories of goods but to a11 industries within the categories, as

well. The only exceptions would be the export industries whose prices might
suffer from more rapid ‘expansion and a 1imited number of genuinely infant
industries, as noted above.‘/General uniformity in protection is espeeially

important to encourage efficiency in investment and other resource
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allocation. The present system, in’contrest,,teods to offer whatever
protection is ' neede’" by a oarticuler ihdusfry. /&hus the least efficient
1ndustr1es are likely to recelve the highest protectlon (i.e., subsidy
',from the consumer) /The more efficient an 1ndustry is (or becomes) on
the other hand the more difficult it is to establish a case for protection.
Such a system, then, systematically subsuhzes 1nefflciency.\ 'l‘he dif‘ficul—
ties in the way of successful economic development are great enough without
creating artificial barriers of this sort.

\/There remains the question how high sbould the general level of
- protection be., The answer is, $imply, high enough to achieve balance of
Apayments equilibrium, This need: not be predicted‘in advance, Rather
the reform of the protection System_should‘proeeed gradueny'in suceessive
-stages, with the highest rates declining. and rhe lowest'retes and subsidies
o exports rising. In this way the authorities can feel their way toward
 the equilibrium,level. Moreover, this gradual approach\wili ease the
diff;cnlties of adjustmentAto the new system. |

A question‘naturally arises also as to the source of‘finance'ofvthe_
subsidies to exports. Ordlnarlly gg!; would present the problem of new
taxation which, in turn, mlght 1tself create new dlstortions and a partial
offset to the impetus to growth that the new protectlon poliey would offer,
“This is especially true when, in the political process, & new tax program
emerges as 'a hodge-podge of compromise between the conflictlng claims of
.various power groups. Fortunately, however, in the present situation in
the Phllippines, the inadequate fiscal machinery of the government ‘need

‘not(present_such an obstacle. For the subsidy would be paid only in con-

<

_nection with additional foreign exchange earnings and these, in turn, would

permit expansion of output through greater use of existing eapacity'by

]
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financing tse nece_sssry imports. Thus the sﬁbsidy c‘ou;ld’ come from a rise
in-the'government.deficit since an inciease'in the supply of goods could
occur togefher with the expansién. of monetary demand, The point is that
the fofeign exchange bott}eneck would be:broken; permitting a'fuller‘employ~
ment of existing resources. The priﬁcipml 1nflationary danger would then
come from food prlces, so that continuing success in the rice program is
essential : | ' ’ SR ‘ ) ;

There 1s an alternative means of 'ach'ieving the same result, however,
without reqﬁiring a direct subsidy to ekports. A rise in the.priee of
foreign exchange will give to domestic industry an add;.tional elemen‘h of
pro'bec'tion against foreign competiiion in both dmstic and. foreign markets.

In ;E‘a.ct, the exchange rate adjustment can give more complete and effective

protection than can tariffs simply because it protects’ domestic production

both as import substitutes and as exports, Ideally, then, tariffs would
be eliminated altbgether except, as already no’ced, for Selected. infant.

industries. Even for these straight subsidies would be better than tariffs

: because the latter impose an unwarra.nt.,ed penalty on users of the produc‘ts,

whether producers or consumers. The advantage of subs:_tdies s however s blinges.
on the question of the ability of the government to implement a rational

tax pregram » since they 'ceﬁld' not be safely fina.nced through goverhment
deficits unless the "infa:rbs were foreign exchange earners or savers,
Tariffs might, then, turn out to be the best avai.'l.able means of protecting
infant industries, despite thelr unfortunate side effecm, It should be-
empha-sized, however, that this would be true only-beeause of van isability
on the part of the government to imi)lement a tex sysf;em‘ that involves less

inefficlency in resource allocation than customs duties. &ie are abstract-

. ing fromthe equity aspects of alternative taxes.) And it should also be ¢
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emphasized again'ﬁhat the generalyleyel of protection for all domestic

industry can be much more effeétively prbvided by a higher price of
fifgiégdgzghange_Lhén_bﬁ;tariffs; since the latter is effective only
in the domestic market. o -

The equivalence (for commodity trade) of system of uhiﬁsrm tariffs
and matching sﬁbsidiés to eiports with a higher price of foreign exchange
haé been, we think, unsd!fiéiéniy appreéiated. Consider a country
(e.g., Japan) that comblnes tariff: protection with what is, in effect, a
subsxdy to exports by means of taxes that apply to sales 1n the domestic
marken, but not to sales”in the world market. The fact that the prlce to
the Japanese buyer is greater than that at whlch Jhpan sells to the world
has led to charges that Japan is "dumping" 1ts products on the world market.
But suppose that Japan were to éliminaté all'of_its'éaiiff and taxes oﬂ |
sales. It would thenfhaveAto devalue the Yen to resfure bilancé of payments
equilibrium. E/ The devaluation would both protect the'home market for
Jépanese,}ndustry and encourége its egports to a degree equal to that
affdrded by the combination of tariffs and sdbsidies. Yet in this case
Japan would not be accused of “dumplng"" It seems that adding export -
subsidies to a system of protectlon via tariffs or exchange control is
a way of overcomlng the bias agalnst exports from an over-valued currerc y.
And, those countrles in A31a that have lmplemented such a policy (Japan,
Paklstan, Taiwan and South Korea) have foung:that‘lndustrlal exports have

boomed as a result.

2/ Thls assumes that there was initial balance of payments
equilibrium, If Japan is; in effect, under-valuing the Yen by over-
;Jhying1ﬂns game of tariff and subsidy, the argument must be stated
in relation to a restoration of the initial disequilibrium in the balance
of payments. Other than that the argument is unaffected.
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,Which means to employ -;-redtiction of protec‘tion plus devaluation -

2a/

or subsidies tm manufactured exports -- 1is largely a polltlcal questlon.

" Both, however, have ane politiecal difficulty in common. This arises from

the desirability of dlscrlminatmg agamst certaln traditional exoorts.
There is a sound, perfectly respectable economlc argument for this. It
stem_s from the term of -trade ‘effect of expandlng exports whose world

demand elasticity is less than infinity. The social value is measu;el‘
by the marginal revenue f_rom éuch expar‘ts, not ‘by the world price., To

bring iarivate decisions into line with social values these exporté should

be taxed (relative to all others and to import substitutes) by a percent-.

age equal to the reciprocal of the particular world demand elasticit.y.

That is, if worid' demand elasticity for a certain ex_bor't. is estimated to

" be equal to ten, the anproprlate relatlve tax is one-tenth, or ten per

cen‘b. This will adjust the- world prlce to the level of marginal revenue,

thus glving‘the exporter the correct indicator of the socia;l. value of his

| exports.—.—z/

.The political power of the traditional export sector in some

. countries may render this aspect of the traditional indus‘brializatiﬁn

policy difficult to implement., Albert Hirschman has commented on this

: L
with respect to Eatin America."‘/

2a/The tariff and subs1dy alternative has the administrative dis-
advantage of encouraging the smuggling or undervaluation of imports and
the overvaluation of exports, however. :

_3/ This assumes that the exporters are competing, taking world priee
as given,s If the export industry is a monopoly, it should already .be
exploiting the world market to an optimal degree from the national stand-
point, There remains in this case, however, the question of how the gain
is distributed.  The government might still choose to tax away the mono-
poly gain. : S : '

4/ ep. Cit., Pe 274
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actor price disequilibri

nevertheless permlts a strong gerformance in some export industries. /Gf !

ﬂf; iuo »

. « « For example, why not tax the /[ traditional]
export sector, subsidize the new industries and do away with
“the overvalued ‘exchange rate so that industrial exports
are encouraged? To ask this question is to answer it: in
most Latin American countries such a course would have been
politically impossible. The power of the groupns tied to the
primary export sector would hardly have permluted 8o direct
an assault . . . .

For the Philippines, perhaps, subsidies that-diécriminate in favor of new
exports might appear a less direct assault than devaluation plus ‘a2 tax on

traditional exports.

There is yet another element of bias against the modern industrial

sector that needs to be corrected if the"Phiiippines is to experience the
resurgence of industrial growth requlred for successful development. This
is the wide gap between the market wage Ln the nodern sector and “the marglnal

social 0pportun1ty cost of labor from the traditional seetor -~ so-called

While we do not have, for “the Philippines,

‘a precise measure of the marginal socidl opportunity cost of labor to
manufacturing, the great disparity (noted in Chapter'dne)'between everage
'eernings tnere and those in agriculture suggest that the gap muet be sub-

lvtantiai Thls may help to exnlaln why a system that dlscrlmlnates strongly

against exports via an unfavorahle exchange rate defended by hlgh tarlffs

course a real un&ﬁrlying'comparative advantage may also help to account

for the scccccs of these industries, but the fact that manufacturlng must

*

pay such relatlvely hlgh wageswhen unemployment and very low nroductlvityﬁgg
employment are widespread suggests that this factor price disequizibrium
is masking cases of reai camparative advantage in,manufacturing; especially
where laboreintensive techniques are possible. «

B What are the remedies for»this bias? The classical one, from Manoilescu,

was tariff protection for manufacturing. This the Philippines has, and the
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inadequaeies‘of this remedy have been_sef out above. At best it can
correct the bias only for impert'substitetion, leeving,manufactured exports
at an even greater disadvantage, and in effect haintaihing, rather than
‘diminishiqg; the dependence of the economy on its traditional primary -
exports. | |

To evoid the bias against menufactu}ed exports, Lary.edvocated a dual
exchange rate instead of takifr protection, 2/ A higher price of foieign
ekchange for manufactured imports and exports alike would favor both import
substltution and exports 1n ‘that sector. Note that this is equivalent to
uglform tariffs and gubsidies for manufactured 1moort substitutes and exports
and also eqnlvalent of course, to a devaluatlon eluS»tax on traditional
exports, The latter tax is separate from, or. addltlonal to, the opblmum
tax for terms of trade reasons, descrided abo;e. Ideally, it would apply
'in just the measure needed for each- industry to redress the effect of faetor
price dls-equlllbrlum.

The Lary proposal, while a vast.improvement ofer ceude tariff pro-
tection is still a secoﬁd—best remedy, however, since another consequence
of a wage rate ‘in manufacturlng above the social marglnal cost of labor is '

a bias toward capltal-lnten51ve rather than labor—lntensive techniques and

“-1ndgstr1es. Thls bias, together with those in the protection system (des—

cribed above) and the various dlrect and indlrect influences from labor and
social welfare leglslatlon dlscussed in Chapter Five, help to explain the

dlsap001nt1ng growth of employment in the l950's and 1960°'s,

5/ H. Lary, "Economie Development and the Capacity to Import -- -
National Polic1es, in Lectures on Economic Development (Istanbul, 1958),
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There are, then three unfortunate consequence of this kind of factor
. . ‘\

price diséquilibriu@. Taere is a bias agéinétbimpatt substitution in manu-
facturing; there iska biag aéainsf manufactured-exports;~and there is a bias
1against lébor intensity in manufacturing, é/v Tariffs corréct the first, but
tend fo_worsen the second and third, .The dual'éxchange,fate (or equivalent)
,corrects‘fhe first two., A policy which awould correct-all three is a.Straight
subsidy to employment in manufacturing. Whether or nof the latter is, in
fact% tﬁe ideal remedy turns again on the'method of financing the subsidy,
In contrast to the subsidy of exports (see above, p@gés 136-137), this one
is not‘self-financing. So the choice between the subsidy to'eméioymént,in
manufacturing and the dual exchange rate (or equivalent) turng on whether
the wélfare loss frbmithe taxes that would actually be imposed is' greater

or less tlan that aésociated with a failure to correct the factor mix,

In any case, ﬁariffs appear oniy third-best, as an inept and costly answer
to factor price diseqﬁilibfium.

It is difficult to Judge to.wnat extent the phenomenon.of factor -
price diseguilibriﬁm is a product of specific government poliéiés'or other ;
iﬁsiitutional foréeé; In #ny case,it would be desirable to do away with
those policies (described in earlier‘ghapters)_that artificially raise “/y i

the'price of labor and feduce'thé‘price of capital. The éréblgm.mightl V// ?
then tend to disappéar and the Philippines' natural comparati&e-advantage 1
invlabor;intensive manufécturing could become evident in.thé'wofld.market. g
What would be the likely effects of these réforms on Philippine
economic.development? first, the-unifonmAdégree of protectioﬁf(exports
included except, perhaps, for a few)mwouldvopen~the way for a much more

rapid rate of industrial growth, characterized by a new phase of'imporﬁ

§/ The bias may, of course, extend beyond manufacturing to other

"molern™ sectors. The argument should be interpreted to inclide these in
By Pantuwtne™ .
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substitution (via backward intégration)'and aé expansion of industrial
'ekports. These, in tu:ﬁ, would save aﬁd earn the foreign exchange needed
to meet tpe import needs df a fuller utilizétibn of cépacity and a more
fapid rate of growth. ‘The further processing of crude matefials from,
agriculture,'mining énd forestry woﬁld be encouraged. - This, togeﬁher with
thebstrong incentive given to,exiéting manufacturing indusfries to look for
Philippine sﬁbstitutes for impprted materials and’parts,'wduld tend to
spread theceffects of industrialization more broadly to the various regions
of the economy. Finally, menufacturing ahd related moderﬁ'gectors would
begin to absorb’an iﬁcreasing proportion 'of the labor force, an aspect of
structural change that has been absent invthe Philippines for more than
- a decade, but which is of great importance in enabling ?er capita_inéome_to
rise. |

Our focus is, on industrialiéation;fhence wé ﬂave'neglected other
aspects of Philippine develﬁpmeﬁt'fhat could be egually decisive in dpter—

nining success or failure. Two.that must be mentioned are agricultural -

Ezggggzigigy and population growth. To the extent that policies are reformed
80 aé to break the balance of‘payments bottleneck, the question of an

adequate supply response in agriculturé becomés nore cfitical. -ihere'is some
reasonﬂ;a.-qt.jmm here, based on thé prog;els‘s of “he "oreen revolution®
during the past few years. The,gép between average yields'and the yields

from the new teéhniques is so great that 6he can envisage cohtinuing rapid
gains for- several years as the new aéricﬁlture is extended mo;e broadly across
the country, Finally, hbwever: it must be emphasized i:hat, pc{a’ulatién,grovfth,
currently about three and one haif per cent pef year, will inevitaﬁly sub-
vert all attemp?g at successful‘¢§velopment unless it is brought under control,

Despite this, the Philippines has yet to implement a population policy.
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3. Postscript: The Floating Rate .

Since all of the above was written, the Monetary Board on February
21,'15%0 established a free market for moseyforeign exphenge transactions,
The principal exeeption is the fequired surrender of 80 ner cent of the
~eérninés offbh'e'four major exports (logs, copra, sugar and copper)‘ at’ the
official par valie which remains at 3,90 per U,S, dollar. Within a short
time the "floating rate" tended to settle batween #6.10 and #6.12, a rise
in the price of forelgn exchange of approx1mately 5T per cent (eleven per
cent for the major. exeorts) At the same time import controls have been
,generally relaxed and a program of fiscal and monetary austerlty has been
adoatea in )r1n01ple. T hese stens were taken after coneultatlnns w1th

the Internationel Moneﬁary Fund, which agreed to the use by the Philippines
.of its third credit eranehe wifh the IMf. 4This in’thrn,<pcrsueded'American
banks to renew their ehert4term-credi£ to.the Philinpines. While it is
too early to be sure, it seems likely at thisApoint that an export tax
(heaviest on major exports) and an official devaluation will‘eventually
replace what is, in-effect, a dual free rate system,

What can we expect from this new policy? 'Much depends, of-course,

on what other policies are adopted in the light of its»éffects. There vi
is alreadx agitation to faise the legal ﬁinimum wage;fto enacf brice
control legislatidnv;ndato‘subsidize the import of basic commodities,

It wili be éiﬁpler,‘however,'fo assess first the probableg effects of the
foreign exchaege policy reforn, considered indeoendently of other policy
ehanges that might eecur. The effects of the latter can than be added

The greatest concern expressed in publlc dlscuss1on is over the

effect on the price level., Yet the 51tuation in the Philippines today

seems to offer good prospects of holding nrice increases to a minimum
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in the face of pressures from the de facto devaluétion. There is wide-
spread unemployment of labor and manufacturing »lant capacity is considerably

under-utilized. The rice harvest oromises to be a bountiful one. Demand

- in the economy has_been zenerally depressed below supply .capacity for

several years because of the foreign exchange problem. AAccordingly'there_

is room for expansion of output for igport substitution and export without

straining Philippine resources. The priicipal price increases will come,

of course, in imported goods and in domestic products significantly depen-
dent on imoorts.‘ These are, however, 1nev1table and, in fact, deSLrable
as a means of encouraglnb the saving of foreign exchange; In the light
of this, the government's announced financial program could conceivably go
too fak in suppressing demand, .

Still ﬁhere will be somebrise.in the general average of prices.
And there will be strooglpressures to‘adopt measures to protect the redl
incomé of the "maSses". In fact however, ﬁheAIural masées;consume very

llttle of 1mported or 1mport dependent products ‘where the prlce 1ncreases

,w111<be concentrated. Hence the concern over the lmﬁaat on the poorest

segmentsiof aociety is greatly exaggerated. The urban worker, on the

- other hand, will be somewh.t more affected, espeéially'by the rise in

mrices of certain imported food products whose domestic production has

been discouraged for reasons discussed in Chpater Five. This.is a short-

run problem, however since the policy reform will provide incentives for

increased domestic supply of thyae‘esséntials. ;In any case it is the price

of rice that is far more important to the ﬁrban poor and here the outlook

 is very favorable.

A devaluation encourages investment in all 1nfez“ationally traded
goods industries vis a vis non traded goods industrles, and backward

linkage  import substttutes and industrial exports will thereby be favorably
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affected. It would seem on the surface, however, that the blas within

traded goods in favor of finishing stages import substltutes would reﬂaln since
the devaluatlon affects the »peso orlces of all forelgn goods equally. Where
1moort substitutlon hﬂs been v1rtually comolehed however, protectlon may
have‘become‘redundant. The reader will recall the many cases of apparently
redundant'protection_amonw so-called “non-competing" industries in Table

XXII of Chapter Four. In these cases prices of flnlshed products are ‘not
_1ikely to.rdse as much as the prices of imnorted inputs, implying a reductlon

of the effective rate of protection of the former. Therefore, there will be

“a tendency toward greater uniformlty of effectlve protection even without

tariff feform. Moreover, the rlse in import nrices of almost 60 per cenn
should produce many more instances of redundancy of 3rotect10n~than appear
in thq%analys1s of the structure of orotectlon of 1965. -

. The bias against exwort of these flnlshed industrial products will
uend to be reduced for the same reason. Redundancy of )rotectlon means that
prlces for sale in the- home market will not rise as much as will peso prlces?
for sale in the world market. Hence these 1ndustr1es will find that, the
eXQort market has become relatively nore attractlve.; Where protectlon is
not redundant however, the hiases of the protectlon system remaln.

The above dlscu831on of the effects of redundancy of protection
~euggests that even without tarlff reform the devaluation may move the
’constellatlon of economlc policies affectlng industrialization much
nearer to the 1deal set forth in uhe previous section., For there are still
the tax and credit incentives of the Board of Investments to give further
encouragement to new exports, backward 1ntegratlon and the process1ng of
primary products. In fact the‘ new foreign exchange rate will make it easier

for the BOI to render priyately profitable those 1ndustr1es it formerly

-
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deemed socially profitable on the basis of a shadow price for foreign exchange:

Despite the many encouraging impiications of the fcreign éxchange reform,
an atmosohere of . pess1mlsm prevails in dlscuss1ons about its probable.effccts.
The “eason we suggest is that it favors the fuuure and penallzes the past.

That is, past 1nvestments were encouraged by an underva}uatlon of foreign
‘exchange offset by heavy nrotection And these nast investments represént present
interests that are hurt by the change. In contrast, the new system encourages
the things that have yet to be done; hence there are no existing interests to
5peak_for them. From an economist's standpoint th;s is the way it ought to

be., No one should be rewarded fcf resting on past accomplishments. The‘rewards
should go lnstead to those who seize the new opportunities. But the politicalA .
process has another rationale, that of accommodating exls!ng 1nterests. Ac-
cordingly virtuas3ly all of the pressures for supplementary measures to accompany
the devalua£1on come frqm thoseiwho want to be shielded from its effects, And
éhese measures, if implemented fully, would go'far toward vitiating the favor-
able effects of the reform.

First there are pressures to allow certain‘essential imports at the
official parity instead of the free market rate, ?hese range from basic food~ .
stuffs to intermediate inputs into n3istressed” industries., They are, of course.
products whose production in the Philippinesvnas long been artificially dis- i
‘.couraged by the system of protection, The effect of importing them at a pre-
ferential rate would be simply to prolong this artificial discouragemenf.

In addition, a price control law has been nroposed as ‘a means of keeping
'the,prices of bagic essentlals from rising. I effectively implemented thls,'kn
would ertificially discourage the production of essential goods.

‘The pressure for a rise in the legalfminiﬁum wage comes mainly from
orgnniied labor in the'modern sector. Roughly‘?S per centvof the'lnbor force

does not come under the minimum wage legislation and it is in this group that
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are found the majority of pHoor Filipino workers. A rise in the legal
minim;m for an already favored{@ipg;ity will: hurt the majoiity of workers
'in two ways. First, the coét of living will respond +o the wage increase.
Seconc, and more important, it will slow down the rate of increase of -jobs
in the modern sectors, both by reduc1ng the competltlveness of Philippine‘
products in world markets and by encouraglng suostltutlon of . capltal for labor.

Finally, in the debates ovgran,export tox to replaco the -
requlred 80 per cent conversion at off1c1a1 parity for the four major‘exports;
the interests represented by the latter have sought to 1nclude under the tai
a much broader range of‘exports, presumably so that gieater support cén later
be‘mobilized for its rémdval. This would have the effect, -however, of dis-
couraglng many new exports with good earnings potential.

There renains, of course, the questlon “of the ratlonale for taxing
eﬁen the fqgrfmajor exports, since the tariff system imposes a tax on all
exports as high, perhaps, as could bé justifiéd'for terms of trade reasons.
Sugar, however, is a special case because of the osremium in the American
market., It coﬁld be argued that the premium which arises from a political
relationship between the two countries belongs to the nation, not to the
sugar industry. The‘argument for taxing copper, léés and copra is to
encoﬁrage copper smelting, wood processing and coconut 0il manufacture, ]
aé well as other products that make use of these. There is merit to the
argument Since, as was'notedzébOVe,‘the protection system tends to dis-
courage such processing of primary products. ,Moreuver,flabor—intensive
| proce831ng is further dlscouraged by unreallstlcally high market wage rates;
On the other hand, the existence of unrealistic wage and’ 1nterest rates
"means that it might be uneceonomic capital-intensive processing that is
encouraged. Thus a general reform of tariff and exchange rate policies

~of the kind described above plus some means of bringing the prices of labor ’
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and capital into line with their social'Opportunity’costs, would be a

“superior means of encouraging processing where it is advantageous for the

Philippines. A tax on the export of crude materials is only a second-best

,remedygﬁ;Ané'insofar as the tax is extended to semi—processéd and processed
sroducts, it will limit ﬁhe favorable effect of the devaluation in promotiné
.new exports without any compenséting benefits. '
it seems, then,vthat the pressures for neasures to cbunter.the
: éffects of ﬁhe new exchange fate policy may tend to rgduce significantly
its beneficial effect. If instead, however, the government is able to
‘blunt these pressures so as to limit the.extent of the wounter measures;
the 1970's could witness a>significaﬁtiy higher;ratebof'growth for the e
Philippine economy, led by a seéond phase of import substitution in basic

- manufacturing and a vigorous expansion of industrial exports.
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