- POTENTIAL RATE§ OF PROTECTION
- NON-MANUFACTURING
(per cent)
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Agriculture . e o :
Coconut ST 08

Piber crops | qag -08,

Tobacco - B | | -0/8
Palay ‘ . A- 06 - 11 R
Livestock and poultry o | 12
Corn | B 24 a3
Sugar cane | . .52 \ 38
- Coffee and cacao . ’ 55 | 41
Fru!ts and nuts | | o ‘ - 56 48
voqe:ames e &2 8
Remcrops | 78 %5
risiaams. IR 00 0

Forestry afid loqgmq 20 =8
Mining




prihxaty inputsfat th‘e: c,ost' of the peso eQuivalent of only aboutSixty-se‘ven

<

cents,. In contrast, primary mputs appued to making batteries appear to

‘Gost roughly double their saving in foreign exchange, while those assembl!ng

: automobﬂes appear to cost six times their foreign exchange s\wing. These

| ,calculations are made at the existing exchange rate, of course, and to the :

extent that we. would estimate the peso to be overvalued, the necessary

‘ adjustment would improve the apparent efficiency of all three, but keep them&

"‘ in roughly the same relative positions . (The question of overvaluatlon 18

’disoussed in a later section.)

PN

, . The most extreme cases of mefﬁciency, however, are represented
hy those industries with negative value added in world prices. Again,

:correction for overvaluation would - 1mprove their apparent performance and

- some would appear with positive V's. Vﬁut the more extreme cases would no .

doubt rematn asceXamples of industriss)that are apparently absolutaly wagtin

resources), since it would appear to

These "apparent” results indicating absolut@reeoumes R

should | be considered w;th some skepticism, however. Vf is quite possibls

that in some of these cas:es the—‘bias against domestic products mentlone‘d -4

earuer requires a level of protection such as to produce this anomalous

reahlt. \46:', owing : ad evaslon the actual lavel of proteotion

Q,,evasien hay not be mgism‘ 3




Havin'g made these disclaimers-, we should nOte’, however; thyat‘\ N

there are several reasons why negative value added infworld pricej, for

the production techniques employed under extremely high protection, might

in fact be a real phenomenon. First is the possibility of sheer inwe__fmfigieggy

of a variety of kinds, rangifg from a higher incidence of breakage, iheft,

and below standard product to a failure to produce the fange of by-pfodudts

that is possible, with a resultant higher proportion ¢f waste and scrap. )

’ Second is the possibility of exorbitant prices for imported inputs owing to /
:' » the monopoly power of the foreign supplier, especially where the local ‘
investment is foreign-owned and the activity is largely assemblinq. FinailY,f,
there is the possibility of higher costs of non-traded inputs. A con\hination

i A

of these could easily produce a situation of absolute waste of nqources, as |

is apparently indicated for a number of Philippine manufacturing industries.

Ve

(in the case of effective t), higher than the\'free trade gﬁoe}gﬁ gugesuit,
: S 74 oo

of the tariff plus the element of discrimination in the percentage sales tax
Svstam, described above. Where effective t's differ from potential, direqt

price comfrisons were used to estimate the former.

/ SKExcept for those industries ‘with very low estimateg for z, the

estimates fox@generally sl considerably b below the estimates for Z) This

indicates the so-oaued "oasoadmg of tariff rates\—- i.s. o Jower iower rates on




@gx than on the\finished product \s The effect is to give rates of px‘otectioﬁi

of value added sometimes much in excess‘\of. apparent rates of protection ‘

. e

on products.

Table XVII shows average rates (with free trade value added weight-s)
for the manufacturing groups represented in Tables XIII through XV.. Nine \

exports {excluding sugar) have an average effective Z of minus 19 per cent_;~ , .

(Corden measure), in contrast with an average of 74 pe;' cent for all non- -

exports.ﬁais indicates a powerful ias in the sxstem against exgrt of

manufaciures in favor of sale in the domestic market. 1\fon--c:ompeting indus- b

trles generally had extremely’ high potential rates, and even after very -

suhvsta’nti_al‘ downward adjustments based on price comparisons, this group L

’gfrong

‘ hed the highest average effective (Corden) Z. This reflects the

negative correlation between protection and proportion of total supply

imperted .

The downward adjustment to "effectiverates‘" was qualified in
some cases by an arbitrary but modest inargip of brotection for quslity
differential, as was eiepi“a:ined above. This v\ras besed or th; existence
geeerally eof a premium in the Philipeine market‘on imported vex_'sions of
similar products. It should be neted, hovvever, that Prilippine manufac-
turers generally attribute this premium to an irrational prejudice on the

-~ part of Philippine buyers, 5. -




- TABLE XVII
AVERAGE”® RATES OF PROTECTION
IN MANUFACTURING

(per cent)

ﬁffective Z_
Balassa Corden

Exports (excluding sugai-) -20 ‘ . a19

Import-competing = 68 65
1uport-n6ﬁ-competing o 90 83
‘Sugar | .
All Ma_nufaqt:uring '

. Ebicept Exports

* . ;, : :
Weights are free trade value added,




On the other hand the discrepancy between potential and
effective rates suggests the possibﬂity that similar downward adjust-'

m‘ents)'might well be made in some of the 1mport—competi‘ng,mdustr1es.

There exists a general belief that evasion of the protecticn system is

widespread sc th&t domestic output must compete with 1mports at a

' lower effectlve rate of protection. Unfortunately, there exists no

quantitative estimate of the importance of evasion. It is possible, ,
nevertheless, that évasion undermines the presumption that when imports '

and domestic :Sroducts are competing in significant volume, the nominal

protection system 1s fully effective in permitting higher prices or.lower o

qualities, or both.
Finelly, it is pogsible that the non-import-competing group,
having been given more protection ahd_ having proceeded further in the - h /

“direction of fully substituting for imports, has by now achieved a greater

relative ef_ﬁoiency than the group that has less of a margin of protection
against foreign competition : " If this were true, protection would be truly
redundant and there shoeld be little objection to the redgbt!on or remcval

' of tariffs. My guess is that this test would not be met’ in most cases., -

In Table XVIII average rates are shown for manufacturing indus- -

' mediate goods 7 inputs Iﬁf‘c censmcﬁong and consumption goods. Here the E

N P O AT B T




TABLE XVIII I

AVERAGE® RATES IN MANUFACTURING
BY END-USE CATEGORY
+ (per cent)

3

Effective Z
Balassa Cordgn ot

Exports (excluding ‘sugar) -20 -19 - =08 .

Capital Goods 82 80 - | Zg |
. (machinery only) 35 . 34 2
Intermediate Goods 67 65 | 26
Inputs into construction 67 64 29
Consumption Goods . , 95 "l 9% 31
*

Weights are free trade value added,




S

\isk ea consumptlonhgoods is clearly

evident, This latter bias comes, of course, from the “cascading"® of

A —

tariff protection, rates te tend ng to rise from earlier to later stages in the

~ production process (c?unting finished capital goods production as an

ﬁeax.'ly stége in the production of consumption goods). The bias agamst
c_apital» goods is more striking when we focus on six machinery industrles,v '
| ellmiﬂhﬂng trucks and buses and industrial Vrefrigeration equipment, the
vG,o"rden'-z for the machinery gfoup averaging 34 per cent. MOreovexj, .
eiimmating Rice Milling Méchinery yields an average of oniy six per cent
for the; remaining five, This la_srra.t_e_ pr.obablyvgivé_s a more acourate

. picture of the,disince’ntive.s to invest in tke whole range of pote’n;ial

capital goods industries.

,% The whole of capital goods__production mcludes construction,

a non-traded output whose rate of protection has been assumed to be

[Mbecause of the lack of any world market constraint on its abﬂity

to pass on to the consumer any costs from protection of its mputs.*But,_

assuming some positive elasticity of demand for construction, these costs

will nevertheless inhibit the growth of the ind,qstry.ﬁhe relatively high

average Z for inputs into construction indicates, then, another bias

against the production of capital goods,

Finally, in Table XIX average rates in the other major sector$

. are compared with that in manufacturing. Despite high potential protec




~46- »
TABLE XIX

AVERAGE RATES OF PROTECTION BY MAJOR SECTORS

Description . \ ' Average 2

Fisherieé _ B | 00

Manuf#éturing | 52 ~ :
Agriculture i - ~;‘ 17

Mining | 17 |
Bdrestry and Logging | o -ﬁﬁ

*

Effective rate for manufacturing, potentiar
rates for the other sectors.




EX

: ‘lrisheries] is treated as a non-'ti‘ade gbod mdustry with a rate ‘of groteotion

~of.- While a world markai‘ price for fresh ﬂsh 1s not available , my
1mpression is that fresh seafood 1s relatively cheap in the thpptnes‘
The same could be said of some of the agricultural sub-sectors: (like Pruits

and Nuts, and Vegetables) that account for the positive (though small) value

of Z for agriculture. The degree of aggregation makes direct price compariéqns ‘1'

impractical in these cases. However, for three sub-sectors--Palay, CQrﬁ.
and Sﬁgar Cane -~ comparisons of domestic with world prices were ixsed to
estimate protecuon‘. In the cases of Palay}and Corn,this was necessary
because imports and exports of rice and corn are govemmant—conb'olied;. In ll
the césé of sugar cane, thé\growers return is a ‘pero’entage of the value of |

| the manufactured sugar~ hence, they share in the protection accorded the

latter.

@lninq and Forestrylare doininated by export ind‘ustrieé, having(zera!

pfotection for their outputs aﬁd“baing ‘unable to pass on the costs arising

from protecttbn of Nt'heir‘ihputs. ~Accordingly, rates of protection of value
added in those two sectors are negauve. Tobacco is a simtlar case, though
it is compIicated by a subsidy accorded to Virqinia-type tobacco. Despite the
subsidy, surprisingly, the unit value reoeived by growers was no higher than

the CIF import pricve of what is aneged to be comparable quallty. The estimate

for tobacco may be too low, however, if the judgemeant abng: quality is in- . -

4

correct. . )
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\/Overall then, it appears that manufacturing

WMS The predominantly exportlng Mining and Porestry

sectors are, in contrast, Eeavily_ taxed by the system. while Agriculture stands

in between, Table XVI shows, however, a wide range of values for the eleven

agricultural subsectors, exports again having negative rates, while vegetables, :

root crops, and fruit and nuts have fairly hlgh rates. Probably, most products

of the latter groups should not be considered as 1nternatlonally traded to any

<

considerable degree, SO that their potential rates may not be slgnlﬂeant.

Finally, it should be noted that sugar has been omitted from the tables

above despite its importance in production and in exports. The reason is ﬂxal

~all of its export goes under a quota to the protected U.S. market, while its

domestic price is controlled. Import_ restrictlgns_ m . Consesquently, -

a dlrect comparison of both protected export price and domestic priee with an -

e

international price had to be made. As was explained above, the international
price was an average of CIF import prlces of importing couritries ln the region.
The result is an effeotive’ ~Z 0f186 and 183 percent for the Balassa and Corden -

measures, respectively.

% ' -8+ Rates of Protection Using Standardized Input-Output Table -

For the purpose of eomparlson with other countries estlmates offates of .

from a standardized mput-output table. The latter, based mainly on Belglan

L

and Netherlands data, is lhat u.sed by Balessa in hls atudy of mtooﬂsn




etructures in industrialized countries. Tariffs are averaged for the varicus
sectors at international trade weights which again enhances the comparability

of the estimates .

The results of these estimates for the 57 sectors of the standardized
input-output table are shown in Table XX, while averages for product groups

- are shown in Table XXI, -

Wherever possible, direct price comparisons were used to get effective
rates, though the degree of aggregauon in the standardized table made this
more difficult than in the case of Philippines input-outputdata. In eny case,
what 1s of interest here is_ the comparison of e’stablished systems of protection e
- among countries, rather than of} specific results of those systems. Hence', a
staridardizéd input-output table is employed instead of‘the actual set of
ihterindustry re‘lationships’ and international trade welghts are used instead

of vaiue'added. " : ‘ oy

This resujts in a few striking differences in the results. For example,
fats and oils would be largely an export industry when Philippine weights
are used (bec:ause of the importance of copra and coconut oil), but these

Philippine exports ha'Ve a rel_atively small importance in the intemational

trade weights for this veroup. __kii_-vIence', the resulting rate of protection for fats

rﬂiﬁ,;



TABLE XX

EFFECTIVE RATES OF UROTECTION USING STANDARDIZED INPUT-OUTPUT TABLE

(per cent)
S ‘
iCode Description .~ Balassa Corden :
i : Z Z t
D6 Non~Ferrous Metals =40 =37 «~08
Iron Mining w24 =2l =08
28 Sawn Wood , =22 - -19 ~03
Petroleum and Natural Gas ~21 -20' 08
10 Solid Fuels . : =15 -13 01
6 Ships =04 =03 16
6. ‘Rdilway Vehicles =03 -03 13
2% . Shoes 18 16 8
129 Wood products, i.ncluding furniture - 24 22 10
102 Fishing : 0. 0 0
24 Tlothing 3 28 11
~Hosiery 33 29 ) A
Textile Fabrics 107 90 .30
17 -Beverages 0 0 0
1 _Tobacco 42 37 15
15 Agricultural Machinery 01 01 14
165 Airplanes 02 02 13
104 Gas ' 07 06 08
51 Other Steel Productsl 08 06 20
64 Bicycles and Motorcycles, 12 10 50
58 Non-electrical Machinery 14 - 12 21
i Petroleum Products 15 12 13
133 Printed Matter 20 18 26
4 = Pig Iron and Ferroma.nganese . 21 11 05
166  Precision Instruments 25 22 25
100 Construction Materials 25 21 39 -
15 Cereal-Based Industries 30 26 ‘21
01 ~Agriculture - 36 34 32
13 Chocolate confectionery - 37 32 69
40 Chemical Materials other than Synthetica 39 28 24
31 Wood Pulp 40 2 16
95  Metal Castings 43 38 29
49 . Ingots and other Primary Forma of Steel| - 47 36 - 13
10 Meat Preserves 47 36 18
54  NomeFerrous Metals . - 49~ 31 17
39 - Synthetic Materials . ' 51 42 34
36 ~Metal Manufactures 54 46 34
59 Electrical Machinery - 54 48 38
b0 Rolling Mill Products 65 53 23
Glass and Glasa Products 72 61 48




TABLE XX (continued, page 2)

hne e ey

- Code Description ‘ Balassa Corden ;
32 _Paper and Paper Products 74 57 38
45 Non-metallic Mineral Products 74 62 45
18  Fats and Oils .81, 65 307
11 Prepared Food (other than Meat) 87 63, - 38
09,  Other Minerals - 91 8¢ 66

41 _‘Chemical Products 95 82
62 . _Automobiles 103 8 T
16  Othér Food Industries 123 ‘ 9%
12 _Sugar : . ' 123 105
21 hread and Yarn _ 125 S 98,

37 sber Goods ™ , - 136 116 T
67 ﬁfher Industries . o 140 123
25 Sacks, Bags and Linen Goods 35 8

36 Leather Goods other than shoes 143 . 128

38  Plastic Articles 167 144

14 /Ditry Products - 236 200

35 , Lehther ' 249 - 205




AVERAGE RATES OF

(per cent)

PROTECTION

BY PRODUCT GROUPS

(Cérden Method)

/ Agriculture and Fishing
Processed Food

Tobacco >
Miﬁing and Energy
Intermediate Products I
Intermediate Products II
‘Non~durable Consumer Goods —
Conqumer Durables :
Machinery |

Tfangport ﬁquipment

Saxvices '

*

e

33
%
37
09

65

81
2%

. b«

Averages based on interns

¥

fomal trade weiglata;




A

~and oils is reiatively high. Only in ‘the cases of non~ferrous metals and-
sawn’ wood does the export character of these Philippine industries registerj ~

strongly in the estimates of rates of protection based on the standardized
table.

6. The Role"of-Foreign Exchange Rates -
_The estimates of ra‘teé of protection have been carried out in the

context of given foreign exchange rates. Even if these are equilibrium

rates in the sense that foreign exchange 1s not being ra.tioned and that
reserves have remained adequate-'over a reasoneble pefiod, as was true i‘n- ‘-:i;-
the Philippines in 1965 equilibrtum itself depends on the existing set of
policies affecting trade and capital movements. Under a different set of
policies different exchange rates might be the equilibrium ones. In
articular, a policy of protection can normally be expected to be associated‘
with a lower equilibrium value for foreign exchange then a policy of free
trade. Thus an evaluation of the level of protection, when tbe lgtter is =
estimated on a basis of free trade indicating zero protectionM
eccount, if possible, the change in the equilibrium exchan"

pcc\if as a result of the removal of protection,

The exercise that fo_llows,’ then, conld be thought of as
attempt to estimate the "overvaluation" of the Philippine Peso.
valuation of the present rate can have meaning, as indicated akove, brily

in relation to_what it would be under a differant set of polices. Ac




¢svaluation of the early 1960's turn up depressingly low values for &vd |

»

adopted long ago. Accordingly, this is what "dvervaluatlpn " means in

‘a camparisrn wm be made of the present rate wi:th thet expected to exis%

(in equilibrium--i.e. . NO exchenge control) under- (l) free trade, and + -

(2) free imports with an "optimum" tax on exports.

‘

In each case, the method used will be to estimate the prcpormnal_
devaluation required by a simultaneous elimination of protection to keep ma_
trade balance unchanged. For this, we need to know the warld elasticitie"s"

of demand for exports and supply of imports, and the home elasticities of

demand for 1mports and supply of exports--respectively, ewd, ewsge °hd

and¢ Opge

$

‘We can easily assume , in the case of the Philippines, a very hiqh

elasticity of world supply of 1mports. So, for simplicity, assume e, -.-.o<

Estimates for the values of the other three elasticities are much

more difficult to make. Attempts based on a time series analysis of the

and ehs. Of course, these'reﬂect"short-run response and we want, for
our WDOses, estimates of long-run response. The reason is that we
want to know the long run effect of the protection system--ts compare the

situation with what might have been if an alternative policy had been

this ‘centext. In particular, I woul& ‘not suggest that it indicates that a
devaluatlon of that propertion would be sucoessful in aooammodating to

free trade. A successful devaluauon normally has far less time in whﬂeh :



In any case, the exarcise has been carfied out with estimai;es for

the three elasticities made by Bela Bélas"sa, based partly on his earlier “
work on tariff protection in industrial countries and partly on ef;imates of ¥
U.S. demand elasticities for 1mports made by Barend de Vries. These %

give the following values:

4

o

=

Q.
i

= 3t05_'

D
-
0

L}

16 to 20

Plugging these values into the expression

X (F) + o

M hd 4

k = )'a ,
-~ (F) + _Shd
T+t +t

~where X is exports, M is imports,.t is the average rate of protection and"‘ :

Fis

7:: ehs \er 1) : ’ ~
ehS ‘ R

“we can calculatezlg} the rate of overvaluation « or the proportionate change

in the price of foreign exchange that would have been neqéssary under a
policy of free trade rather than pfotection. Note that t is used for the
rate of protection ra'thgrrthan Z, since the elasticities arq defined in terms
of price changes t, equal to .28, is the average &(weigh.ied by total supply)k

of all industries except exports. -

A3

- 1/ Balassa, op. cit., and Barend de Vr.les, "Price Elasticities for.
Individual Commodities Imported into the U.S.," JIMF Staff Papers, Vol, ;1«0 o
no. 3 (April 1951), i ' RR



k\ ~

As explained aﬁoﬁé,"expart:s.wfefe penalized in 1965, at arate

equivalent to an eight per cent tax. This was ignored in the expression fér
k, above, If we consider also simultaneously removing this penalty the
expression becomes - ‘

. - . IR e

F) ®hd
LA -

-1

Tha results in both cases are given in Table XXII, with alternative high, law,
and medium values corresponding to alternative values selected within thg '

‘ranges for ®hs and e,q.

\

Singe the e:épert tax was removed in November 1965, thé higher
estimates on the left are mofe rélevant‘ to the period since then. Moreovex",'”
they can be interpreted also as indicating the degfe,e of overvaluation in
1965 vis a vis a poﬁcy of free trade plus an "optimum" tax on exports, siﬂce
the latter woulé be very nearlfr eighi; fer cent. This would hapdly represént ‘
an optimum policy, however, since it 1s based en an estimaj;é of average
elasticity of world demand that is strongly influenced by a few traditional
exports. 'Id‘eally‘, a high_er tax wogld be applied to those few enly, ttzeieﬁy :
avoiding an undesirable penalty on all other exports (ﬁ)cluding pobenﬁa?.

new exports) ., )




TABLE XXII

ESTIMATES OF OVERVALUATION

.High
Medium

Low

~

Igno

ring Equtt

Tax

.163
144 :

«130

Cdnsidering
Bxport Tax
«129
. 106

087




export tax. The result is the net ;ate of protection, above that required

, to overcome the unfavorable exchange rate,

'One other aspect of the relatio)rl between exchange rates and the’

| lncentives gulding resource allocation should be mentioned, though it

doesn't affect the picture presented above of the stl‘ucture of protection
or the overvaluatlon of the Peso.E‘hat le tlle question of tﬁe "real"'-value ;

of foreign exchenge, or the, "real" excharge rete. This means nothing |
tnore than taltlng into account changes in the terms of trade between - /‘
intematlonally traded and non-traded goods, as influences additional to
exchange rates and pmteotion systems in allocating resources between o
these two categories of industries ” It is espeocially important to introduce ‘ 35
this into the analysis of the Philippines_case because of the substantial i

devaluation of 1960—65 and the :lnevltable repercusslons of that on relatlve | 2

prices of traded and non~traded goods ] o

LWhen a (relatively small) nation devalues its money, the ho o prtces

of its (Intemationally) traded goods are 1mmedlately ralsed in the same pro~

portion as the rise in the -pri_ce of forelgn exchange. If "monetary equilibt:lu!e',';

 in a strict sense is malntained--l’.e. , ho chang_e in the general price level
or in unemployment--the prices of non-traded goods must decline.- A certain

degree of additlonal restrictlveness in monetary-ﬂscel polioy is obviously

requ.lred to achieve thls.



4

But this may be asking too much of a devaluation. Prioes ére\ofién
" sticky" An the faoe of nressures for downward adjustfnents. Moreover,
full employment may not prevan at the outzSGt ; SO that the traded goods
sectors could expand wifhout requiring coﬁf:‘action of the non-traded goods
sectors. We might_, then, set as-a goal for stabﬂiz'éuon policy (to accom- .
pany exoharige rate policy)\ simply fhe prevention of any risé in the avefage
,Prlcethsm_gfv_"_r;}gg-lgoded goods. Any departure from this norm, then, would
mean a dilution of the deValuatlon--i.e. , the' "real" dovaluat;on would

be less to that extent.

'Notef thaf ihis setting ’of a normal goal for the stabﬂizauon policy
that mﬁot ,accompény a devaluaﬁon is quite arbitrary. Nevertheless, we -
cannot even begin to talk about‘the "real” e:nchéniye rate untﬁ we havo“, -
“taken such a stand .%The selection of this part;oular goal as the norm has ‘

two ni_er_its that commend it: (1) that of 1mply1no the ,ore sewét;on\ of th;
maio impact of the devaluation without insisting on the impracticality
of irying to force somo prioés down; and (2) that of facilitating the

»

measurement of the "real;" exchange rate (as we shall see below).

The "real” effect of the devaluation depeads‘also, of course,
on what happens to world prices of internationaily traded goods. There
| maybe occurring "exogenous" changes in world prices; or world demand
: andl supply .elafsticiﬂes may be less than infinity, so thaf "‘endogenous"
changes occur asa result of the devaluation, or both may ronspire to alter ‘

:

the eff.act of the devaluation.




’rhese separate inﬂuenoes are not easﬂy identiﬁed from data, . | ;
however. Moreover, we do not&lveaworld monetary authority to take
responsibmty for world "monetary equiubrium, " however, we might \

define it, Under the oircumstanoes, the simplest and most practical_
viay to correct the price of foreign exchange for world price movements _
| _of a country's traded goods 1s to multiply the former by an index of the
* latter.. This prooedure is far from ideal; since it doesn't distimguish
between exogenous and endogenous changes. But neither does it make
any sense to set, for some hypotketioal world monetary authority, an
arbitrary goal about price stabﬂization by which we could judge what is |
exogenou"{s*'., About the best we can do is to assm’ne that world supply and
demand elasticities are ve:y high SO that the major influences on world

pnoes of traded gooas are not themselves the produgt of variations :ln

: e:cohange rates .,

‘We have, then, two correotions of the nominal exabange rate
_ to oonvert it to a "real” rate--i.e., to correct for the cbanges in other . o
gg;evant prices, Pirst, 1t should be delfated by a ri____se in the domestic ‘
prices of non-tgraded goods; since these reduce the reIative‘ attmoﬁveness
of resouﬁ:e allogation to the tra:ded goods sectors. Seeond, for the same’

reason, it should be deflated by any fall in the world prices of traded good .



In the case of the Phﬂipplnes we could use for the former the

index of wholesale prices of locally produced goods for domestic

consumption, published_ by the _Centr_a1 Bank. - For the latter, we could
use different Vv;ro.rld price indexes for the export exchange sate and the
1mport exohange rate.. For the former, we select the export (dollar) |
unit value index aad for the latter the import (dollar) unit value indsx.
Then, in each case, the real @xchange rate is ecjual to the nomiﬁal :

‘multiplied by the "inflator”, which is

*t,r,yu N e “ ., . ,’ . i v
‘ .o % a & bis v . .

Domestic Non-'l‘rade Price Index _ ;

: Nominal and real exchange rate‘s for Phﬂippines exports and imports,

1950-1966, are shown in Table XXIII. The inflators and their components are

shown in Table XXIV.A

i What is most striking is the gap that has opened up between the real

import and export rates over the period. ‘As is evident from Table XXIII thts '

has resulted from a 30 per cent .rise in dollar import prices coupled with a

.ﬂve per cent decline in dollar export prioes, This indicates another

siéni.ﬂcant deterrent (beyond the system of proteoﬂon) to resource allocation
to traditional exports in competition with import substitution. Potential new
f exports cannot be assumed to suffer the same disadvantage, however. Sﬁwe -

their world prices are probably better indicated by the import unit value index.

e

SR



PHILIPPINE RXCHANGE RATES: 1950-1966

- TABLE

XX111

(Pesos per U,S, Dollar),

3

ort Rate

taxes and margin fees,
. charges, Import rates
1961 that no attempt

- aimport Rate
- Year . Nominal Real meinalﬂj , Real
(1950, (1950
_Dprices) prices)
1950 2,00 2,00 . 2.C01 2,01
1951 2,00 - 1.94 2,36 2.42
1952 - 2,00 1.63 . 2,36 2,53
1934 2,00 1.89 2, 2,49
- 1955 - 2,00 1,76 2,36 2,52
1956 2,00 1,75 2,01 2,13
1957 2,00 1.71 2,01 2,12
1958 2,00 1,74 2,01 2,12
1959 - 2,00 1,91 2552 2,76
1960 2,22 1,99 - - -
‘1961 2,71 2,13 . -
1962 3,51 2,74 3.91 4,03
1965 3.88’ 2.49 B 3.91 3.69
© 1967 3.89 2,14 3.9 2,96
s
al |
The import rates for 1951-55 and 1959 include special

‘Some ‘imports were exempted from these-
were so numerous and varying in 1960 and
has been made to estimate an averége,

Sources: International Monetary Fund, International Financial

Statistics, Supplement to 1966/87 issues, Pe 2]:2

Central Bank of the Philip

Statistics, Jamuary, 1969, p., 25

=

pines, Central Bank News

Internatienal Mbnétary Fund, Integggtional'Finaucial |
. ‘ - «
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TABLE XXIV

' EXCHANGE RATE INFLATORS: 1950~1966 L
| (195G = 100) “

“Wholesale Price
Index of Locally ’ -
- Produced Goods Export Import Export Import -

for Domestic = Unit Unit Inflator Inflator -
- Consumption Value Yalue s
(D ) 3 (234(1) (€)7{¢) N
1950 100.¢€ 100.0 100,0 100,0 - 100,0 ¢
1951 110.C 106,7 112,8 ’ 97.0 102,5
- 1952 ©103.3 84.0 111.0 81,3 107.4
1953 101.3 102,6 106.0 . 101.3 - 104.6
1956 96,8 54,7 102.8 87.5 106,2 '
1957 ; 100.7 85,9 - 106.1 85.3 105.4 =
1958 . 102,.9 39,3 108,5 86.8 105.4 L
1959 "101,2 . 96.8 110.8 95.6 109.5
1960 106,1 95:.3 - 113.1 89.8 106,6
1961 111.4 - 87,7 . -114.8 78.7. . 103,0'
1962 113.5 . 38,7 117.0 78.2 -~ 103.1
1963 1234 93,4 124,7 ‘ 75.7 101.0
1965 135,5 , 94,2 128,0 69,5 94,5
1966 143.4 95,1 130,0 . 66,3 90,7
1967 175.9 - 96,8 1330 55.0 o 756

Source: Central Bank_of the Philippines, Statistical Bulletin.
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: exchange rate resulting from ‘the devaluation of 1960~-1965 has not been

Exoept again for tradttlonal exports, the improvement in the

,eroded to any great extent_. The import inflator declined over the period

by only about 14 per cent, whﬂe the devaluation was approximate;y 40

pm cent (36 per cent for imports and 43 per cent for exports),

7.'.' A Summg_rx’ Evaluaticm of Phi;ipgine Protection

The princtpal characterisucs of the structure of protection in the

Phﬂippines have been indicated above, but a brief summany might prove

useful before attempting an evaluation of the implications for ttade and

gtowth. . The system appears to correspond very well with the gu.tdelines 55

for tariff policy: recently seg forth m an unofﬁcial statement by an ofﬂcial

of the Tariff Gommission. In addition to the general criterion of :
"protection for deserving domestic industries, " the statement emphesizeei}?
low.rrjtét_e,s of duty on es}sentiels, high rates on non-essentie;s and lowerv |
rates oh‘mateﬂa{ls than on finished prodectg » These eriteria are taken B

to be "no longer debatable, " and to "hardly need justifioation, "

 What is "essential" is not spelled out, but we might t ’
cenam:gonSutnpﬂen ébo&sr:xltke milk products, flour mill produets and

medicines as essential and note their oomspondm low rates of mﬁm

nes. August 18, 1967 | Ly



; -on imgrted suggligs.y.(nd the pattern of MdmgnMaLQmmh and trade over
&

Consumer durables plus jewelry, Josmetics, candy and tobacco products,
which might be thought ef.,as vles: essential have, in 'cont‘r’ast",_ very high

rates,

S

L'Bui: the ﬁde‘e'tib'n of essentialltyis prebably more,clvgwgg;z Hed to
produetion eeeds then to eonsumpuon needs,a So the really e~saenﬂe1
. {mports are the machinery and intermediate inputs that are required for
| -the maintenance and expansion ofvproducuon and employment in the

manufacturmg industries that have been established LAnd the general
pattem of tariffs shows low

es for machinery moderate rates for mter-‘

mediate mputs and generally high rates for ﬁnished oonsumption goods.

,ﬁhia tends to exaggerate the protectlon given to the ﬂnxchmg stages

“activities 1in compatison to what the p,i'ctute of nominal tarlff rates would

suggest, Thd result resultis evidently a strong b m favo of resource

allocation to &Iﬁih‘éd?dnsumpﬁon goods mdgst:‘fea that are heavily dependent

the past decade and a half m

of this blas.

me, however, the mast heavﬂ M espedially
when we exclude sugar, which derives its relatively high degree of protecuoe
from its preferential treatment in the protected U,S. market, ﬁe negat:lvo
- rates for exports derive, of course, MW they m@ot at all
protected from world oompetiuon, but.mu.s;w penalw of higher pﬂées



from the protection accorded some of their inputs. In addit;lon, w

are pgpngzed by the ;g pr!cg ;gr forelg’n exchange tl at thg whole sxstem
of protection defggd

5‘ a ' il

'11113 is brought out in a comparison of net average rates (after
L d

adjustment for overvaluation) for industrles grouped by end-use of product

in Table XXV- H<Exports are penalized by an average net rate of mmgg_gga

per.oe!it, whﬂe,conysumgggg__gggg,s at the. other end of the scale, have an

averaqe net rate of protection of 80 per cent.- ﬁu‘he result for exports must be

' _qualiﬁed by two considerations, however; Qr;s/ ' the less favorable exchange
rate for exports implying an eight per cent tax, ended in November of 1965. |
{eoo the Government is making efforts to 1mp1ement the drawback on |
1mpof’t\ duties, which has heretofore been meffective. With these two changes

the net penalty on exports woold be simply the overvalua tion of the Peso.

,.aw“"’“‘ ‘“%

this question is to try to deduce the likely effeots and test whether actual

events have not conflicted with what would have been predie;ed.

To the extent that the system of incenﬂves produoed by the sh‘ucture :

of protection inﬂuences resource anocation we would expect the thppine :

- system to havggiven strong

ofoonsumgtion good @elativel Jless emuraement tomtemediate Mds, ,

@nuch lessto ca‘italgoods(excludmg constmquon, whtoh 1s inhibited by : .
the modemtely high protecuon given to .tnpuu into tha.timdustry), and




s : | AVERAGE EFFECTIVE RATES AFTER = |
| ADJUSTMENT FOR OVERVALUATION * , oA

- ‘ (Corden Method) : o
- (per cent)

‘ Exports o o3 . e
Capital Goods ' 66 T

Machinery 20 ' r

\ ’ - Intermediate Goodé : 51 | ‘ .;

Inputs into Comstruction - 50 ' , | o

Consumption Goods e 80 | : : ol
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\/ﬁ/nports of consumption gQods declined a.bsolutely and relatively to
other imports, while lmports of capital goods rose more rapidly than any

other category and by 1965 was the largest of the four groups of 1mports

1n Table V

-

In relative terms, however, 1ntermed1ate goods

gained most rapidly, reﬂecting the weaker bias against that group, .

Relative tates of growth are, however, less signiﬂcant than absolute
rates in- assessing the direction of the allooation of resoumes, there

being no presumption that proportionauty or any other relationship

of that sort is in any sense neutral. The key guesﬁon is, rather, Wwhere

M of the investment budget allocat.d 9 And the answer seems

clear--to consumption QQQ&M '
L —— =~

Exports of manofactures tended to stagnate quring the 1950's

-and anly witfdevalueti_on%iid this cetegory begin to show signs of rapid

. growth, The response singe 1960, mﬂs rose from nine. 1o fifteen

RS

per cent of manufacturingwproducuon, is eneouraging enough, however,

t;‘ M

to suggest that further eox_rection of the bias aga.ins: manufactured expons 'f}




" M\‘? - K ' .7 P -69-. |

\
N

might prove rewarding.. On the other hand vf;anufaotured exports are still |

dominated by sugar, éoconut oil, desiccated cocbnut, canned pineapple,

¢

‘lumber and plywood,

+

Traditional exports, which include the just-named five manufactures, G i",}

have performed remamably weall throughout the whole period of a decade and

a half following the reconstruction '\fter World War II. Their share of total

exports has remained at about 88 per cent since 1950 and their rate of growth
was about five per oent per annum during the 1950's and about seven per cent
per annum since 1960. Moreover, the Philippine share in world trade of its

major e):ports generally nose from 1950 to 1965, as ls shown in Table XXVI.

This 1s particularly (surprising\in the light of the biases of the system against

exports-~biases which, prior to devaluation and decontrol in the early 1960°'s ki

were presumably much stronger than those indicated above.- Perhaps gt_zauy &

”___\__singgris their only modest re sponse to the devaluaﬂon, which very

Wd export earnings, Nor can this be explained by adverse

prioe movements as a result of devaluadon, for overall the world prices of -

. this group remained roughly constant from 1960 to 1966,

What appears to be true is that these traditional export industries
offer relatively advantageous employment to Phiuppine resources even after

the implicit taxes tmposed by the system of protection and the exchange




" SHARE IN WORLD TRADE OF PHILIPPINES’ MAJOR EXPORTS, 1950-1965

Sources: Food and Agricultural Organization of the UN,

(per- cent)
Copra. 47 53 51 63 f
Abaca ! 8 93 o4 04
© Copper metal - . 13 10 Rt
f,ngé And lumber 4 e
a. Broadleaved | 108/ 27 32 32 CoaT &
b, Sawnwood & 3 4 1
: Plywood and Veneer |
a. Plywod . 17 5
b, Vemcer - - 716 1
Coconut 01l S 25 21 22 50
o T ,
fqr average for years 1961 and .1952
N | :
for 1951

k of
Forest Products Statistics (1953 and 1966 is

FAQ, World Forest Products Statistics:
1954-1963, Rome, Italy, 1965,

FAO, Irade Yearbook (Vols, VII, XVIII & XX).

Central Dank of the Philippines, Statist By
Vol. XIX (March 1967).. '

A Ten Year ‘ Summary,

eti:

United Nations ‘Commisgion on Internatiomal Commodity Trade»
Commodity ggx (1962 and 1967 issm).
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rate it defends. These taxes probably go beyond what would be optimai in
the light of world demand elasticities. In effect, then, these taxes enable
the rest of the economy to také ad vantage of low elasticities of supply in ‘these\,‘.
industries to transfer income away fro'm} them to the protected man’ufactuting -

L3

Such a transfer could be defended in terms of forcing saving for dew‘reiopfs

| ment priorities, What cannot easily be defended, however- is the' method of

transfer, For, by taxing traditional exports by means of penalizing all _jports,

:/.‘

the system discourages the development of new exports, including the wide . -

range of mual new exports that should otherwise emerge in the years ahe"a‘d;

ﬂ‘Manufacturing(g [in substituting for imp_o__s was most rapid in

the 1950's, But this process of import substitution( lowed_sharply after 1957]

as Table IV indicates.‘ This is at least consistent with the hypothesis that the ;

system of protection as it has been described above was very effective in

encouraging the relativeiy easy capture by domestic manufactures of the exist-/, :

ing :ﬂarket for finished consumption goods, but that as this process approaohed‘

completion in many lines the rate of growth began to be constrained by the rate
of growth of the market itself, and by the greater difficulties of moving backwai'd :
to the earlier _Stages of manufacturing and into the export market. These
difficulties, especially f’_or'e)'cports, were of course compounded‘by the s‘ystem

of incentives that the s&ucture of protection implies.



It is no doubt true that%ere is considerable evasion of the system of -

protectlon in the Phﬂippines so that the distortion lndicated by this assess- -
mant may be exaggerated. Moreover, a variety of other forces are at work to
inﬂuence r,eeource allocation. | . Nevafu;eiess, it seems to this writer that

it will be difﬁcult for manufactungg__gain to become a leading sector in

. .phﬂippine growth unless the protection s:jm m is revamped to correct the relative

| ,______,qg_.____st production at the earuer sta es) and especially against exports. "? L

g 'l‘hus, the protection system is seen a/s'tnhibiting the future growth of the j ”i
| *, é \
; %

3

hﬂippine economy. ,' ’ | | S ‘?\x‘ ";

—

x.a‘:

. ’?;‘

Moreover, the exis’tence of this system in the p’ast may ﬁave led to an _'
‘overstatement of real growth that has occufred. For prices of tl:e more repidly
growing manufacturing sector are rendered articifically high by the system and ‘
this increases the weight of that sector in growth'caldulations. Accordingly, |

1f we attompt to measure growth in terms of world prices by co;gget,inguvalue\s

& ' .
in ’éach sector by its effective rate of protection (adjusted for overvaluation),

» E

PSR sl
v”*‘ : : e i VORI

we ﬂnd that the average annual growth rate of net domestic pgoduct, 1950=~65

W e S ey

declines from 5. 4 per cent to 5,1 per cent. .

Pinaliy, a traditional way to indicate the welfare\ cost'of protection from ‘ g
static- misallocation of resources 1s fo measure the so-cailed "dead-weight loss" .
‘. While this has the disadvantage of eppwmg pertial aqdﬂibrinm technigues to a | v | \
general equilibrium problem, it may,neverthelees', be a useful apmaﬁon for

purposes of inter-country ?c'omparisonvs.‘ Hence, the consumption and production . e







costs of protection hav’e been caléulated accordihg to the standard formul";as

adopted for this project. Based on the assumption that the domestic demand ‘
| and supply curves. for importables are nnear, these costs are simply one~ *
~ half of the product of the average rate of protection and the change in quanmy
associated with its imposition, However, in the case of the consumption ‘

cost, ‘the rate of protection as a proportion of the value of the prcduct ® 1s

- used, whﬂe z, the rate oi protectlon of value added is used for the production

cost. (Correépondingly, the change in production is change tn value added..)
In each dase, the rates are adjusted for overvaluation. Finally, these costs
are measured for manufacturing only, since this is the only sector for which ;

net protection is of any importanee.

&

Average net protection (t') for\ manafacturing Ais about «15, since averaéa
t. is .29. and overvaluation is .14 " If we assume that the domestic demand
elasticity for this kind of aggregate good is .unity, then the cost 1s about
4.2 per cent of the ‘total consumption of manufactures. (Consumption, of -
course, lncludes use by 1ndustry as inputs.) In absolute terms, this would i

" mean about 347 millions, or about 1,6 per cent'of GNP.

, Average net ptotectien of value added in;manu'.facturing (z") is .49 L

(Corden estitt;ate). I thé.,elastlci'ty} of domesti¢ supply isk one, this-puts |
‘the production cost at batween one-sixth and ene-thit'd of manufacturing

'productipn. This amounts to between #550 millions, and ¥1,100 mnnons;\;f

or a mid-value of more tkan four per cent of GNP.




e

Thus, the total c'o‘.st measured in this manner is no more than th
annual drowth of GN,P, as measures of this kind commonly indicate. But;;;

the reai cost is the slowing of growth itself, which ’arises from biasingf :

- traditional e‘xport'sv thrive. Part of the answer may be simply that the |

1nveStméni alloéatton 'away from the poteritial growth a:aas-—backward

lmkage gnd hew exgorts. It is diffiéul_t to avoid the conclusion that

et v

,tariff naform plus exchange rate adjustment, or some other means'of ove_f_:- .

coming these biases, is a prerequisite for a resurgence of industrial
growth in the Philippines.

Finally, what remains to be explained 1s how an exchange rate

which doesn’t seem to encourage new exports to develap is one at which -

Phﬂippines has én overwhelminé comparative advantage in the latter.

‘In addition to this possibmty, however, there 1is the fact that the tradmr.malk

agricultuml and mineral based exports are favored by lower wage rates than
the new manufacturing industries. Thus, an exchange ate that is approprtatef

to rural wage rates implles overvaluation of the Peso i1 the context of urban

wage fates.



©° " 7HE STRUCTURE OF TEC'IION
o wme PHILIPPINES -

‘A'P-Pmnnc . U

There were two special aspects of the thppines system of

ki e prowctian that compucated the calculaﬁons. Start with the relatively

f ,‘”

e formule for 2 ,

£ . - WX
. - i/:l ’ 1
Z = 1 ; _ & A
=y
where T"' ‘1s value added as a proporﬂon of output (at factbry prlceﬁ
: ti 18 the p:eportion of protection given to domestic output, K is tha sam
for any input P and cji is the proportion of the value of output accounted
' for by the value of any input. Then, the complications involve only “

The ﬂrst compncation comes from the discriminatory appucation

of percentage sales taxes referred to previously. Let s bethe i

proportional sales tax, nominally the same for both foreign and domestic

y’fgoods. 'I‘hen, let m represent’ the pmportional margin used to augment

‘ tha,tax base for foreign goods and v', the proportion’ of the domestic "‘/‘"

product‘s price (1ncludes value added, electricity, fuels, and depre~

ciation) on which the tax is imposed, If t' i is the nominal tariff

on the product and t' ye the nominal tariff on any input, then




