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* by cerardo P. Sicat™

. 8ince 1967, the Philippines hes become subjectdd to heavy bslance -
of mmnts deficits, which show no signs of abating daspite the nonetnty

mttil:tionn undertaken by the Central Bank. The clues to the true exe

P ——————

"cbgge_mte at the moment may be found 1n the foreign exchange markets

of !bngkong and other foreign exchange trading ceqters and in the cross- .,

PP SN e

ratal of aexchange b\,men stock market pticel of Philippine securi.ties

""fffz traded in the Philippines and the Ameri_cg_u_;m:k_axnhangu.ut-
1« Consolidated, Marinduque Mining, Benguet Consolidated, etc.). In

rqcen!: periods, thts has reached levels above 5 pesos per US douar.

*  5 ’ It is desi*&hle to outline the var:l.ous alternati.vee which are

~.available to the nation now that the 1969 presidential elections are waﬂg

ﬁuwﬂl guide our 1eaders,on the various possibilities from which they '

will opt the mst apprépriate fotaigti exchange rate poiicy of the i,meduta
futura. It is nei: ‘clained that the ones listed below are the only péﬁﬂ-‘»‘

b!; alternatives. The major variants which deserve close attemtion are

however 1isted. -

‘!hts policy cemnot succeed unless sccompanied by import restric-
t:l.ono, quotas, and exchamge controls, now that the "equlibrim" mrkat L

rate £or the peso 18 well below thi.s rate.

L : mfmgr of Economics, University of the Phil:lppi.nea. Novem=
- ber.12, 1969. This paper was written largely vhile the author was visite
1§ Mralu and Indonesisa in Oct:ober, 1969. ;




This nmtion is essen:i.auy the "'raim-mdel" me,ra' iﬁ




(I)M\_ﬁ ge rate bonus to "all" morters.

"

The rate can be in the range of 10 to 20 per cent bonus to“equrt
This "lpolicy is the symmetric reve’rse'qf,the 20 per cent. export reten-.
schema of 1961-5. |

The need to discriminste as betweeh different types of export com-
: 'uodities, aven ‘when the definition of “new éxports" is confined to a his-.

; ;oﬂ.cany obtained export volume, is bound to make this naasure relatively
[@Qlatable té exporters of traditional products. (See my paper, refetencé

{2 } for more detailed discussion.)

3 E;:_goftu bonus_scheme d la Pakistan.

Bonus certificates are given to a percentage of the proceedl o
all "new" export earners. (The pakistan scheme applies only to cem:u\

types of ezporta, most of which are industrial.) These bonus certificamv

‘can be auctioned at the "free market" rate for foreign cxchange, or. export:

ers can use them to purchase imports. The other portion of export earaings
are exghanged by the Central Bank at the official rate of foreign

" ‘The boms schame can have a variation by allowing only "'new exporters




.

' 'rhe "bonus" auction scheme of Pakistan has the advantage of being
self-finamfed, in contrast to the exchange rate bonus schemes suggested

above. There is no need to "create" new money or 1ook for a financing

‘schél\a which will divert tax money to exporters, as i.t 1is done in Isrdel.:.

» The "auctién" method gaﬁ be helpful only if the "bonus" iharkét
rate is substantially greater than the official 'excﬁange rate, as found
in Paki.staa 'l‘hus, cxporters: get a substantially better exchange rate on

their earnings 80 long as the auction principle is followed under a ﬂxed

'iauchanged rate system, the "bonus" rate will be made to float, and 'the

 #bonus" rate exceeds the fixed exchange rate.

One undesirable variant of this policy is exewplified by the ex~

ample of Indonesia, which fails to meet the above conditions. They have

a £ixed bonus exchange rate for exporters (no "auction" principle in

t:radi.n‘g bonus certificates), but the market exchange rate is allowed to

.float. At present (November 1969), the exchange ratc GENMIINNIER is
”,37,1/*383 % US dollar,"/vexpo‘rt "bonus" ‘rate is 325, and there is &8

fixed exchange rate for exporters which is much less. Here, the market

rate for foreign exchange, which also happens to be the “official" exe

change rate adopted by _:he» central bank exceeds the export bonus rﬁte

(4) Poreign cxchange tax.
N the | foreign exchatige tax suggested recently in many quarteté' |
‘(including Congress) is intended to correct the large outflows of all
forms of foreign exchange payments (visibles and invisibles), 'J.‘he pto-

posal, vhich is reminiscent of the exchange tax of the 1950's, will em-‘



; able the gmtment to'eam new tax revenues at the same time that it

makes the price of imports and of foreign exchange more ~expensiva,

\/1 believe that this policy (and the infarior substitutes thnt
:'replaced it after the Lautel-Langley Agreement mandatorily required its
o aboution) is one of the principal errors of Philippine industrial pol-
icy in the' paét. Because of its attractive features wh:l.ch temporarily
staved off import demand and earned revenues for the govermment, it in-
ﬂuaueed the adoption of 2 coneistently pursued balance of paynents pol- ’
iey which concentrated largely on controlling foreign exchange (and im=
port) payments, Thus, leaders as well as their advisers failed to appre-
eiate the enormous advantages of having a correct axchange rate policy o
and of having market prices for Philippine economic resources. (1abor,
e'lbital,- domestic natural resourceé) guide entrepreneurs in choosing in~-
dustries vhich had enormous export earntngé i:otenti.als. The principal
offshoot of this policy was the attracti.c;n of new industrics which were
( ‘not: only import replacing but import dependent as well == i.e., the in~

duatrulization policy encouraged "ﬁnport dependent import substitution”,

(S) ggre;g“we tax, with export bonus.
‘rhi.s‘variant may appear as an attru:;.ve substitute, The export
bonua mey be in the fom of (a) the exchange rate bonus suggested above
or (b) the bonus certi.ficate aucti.on syatem of the Pakistan model. If
' the first variant (exchange rate bonus) is opted for, the question of

ﬁnancing ‘the bonus ari.aes. The financing choices are' (1) cireate new

.

mey by Central Baik fiat or (2) use the forei.gn exchange tax. proceedc R



to pay exporters. The first is certainly wore inflationary than the secs

ond, And the second financing scheme 1s cértaihly more costly (unneces=~
sary gdmtﬁi'strative organizaéion to police the coﬁtrblﬁ) than devaluation,

wb!:{e it has many of the features of an actual devaluation.

/ I11. DEVALMM TO EQUILIBRIUM RATE

This 1is a major exchange rate correction, which applies across-
. the-board, without need for explicitly stringent controls. Its attrac~
ttvmas, among other things, is that it is handled without the need for
-diverting scarce managerial and administrative resources on the part of
the govermment to adminigtet exchange controls and its effects are auto-
» matic, unlike bonus schemes, 'Iherefdée, it is aisp least influenced by
the evils of graft, corruption, political patronage, and pressure group
mi.éulatiom. .

 The variants of the devaluation depend@ on ii:s extent. To be
at all effective, it must be however close to the market rate of foreign

' exchange for the peso;

Devaluation will be able to correct fundamental problems related ¢
to resouté_e and product price distortions currently afflicting the econ-
omy. (See re\fe\i'ence 4. A price correction leads to better resource
allocation. Rapid ecoﬁémic development requires efficient, not wasteful,
use of resources. 'l.‘t;e evidence about the effects of decontrol in Philip-

pi.ne.mahufhcthri.ng shows that after decontrol, there was jmmense improve-

. ment of resource bal._locatiotr compared to the period of stringent controisk e

. of the 1950,'8. (Reference {6 }).‘ Devaluation raises import prices and



cheapens expms arross-the-board in the foreign markets and therefore o=

creases ﬂw peso income per dollat of export reve:me of exporters. ’
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, // Devaluation must be accompanied bty a vigorous support from fiscal

and monetary incentives to. expor*-btiented industries. 'ﬂzis ought to be

t-response fonowa i

it A e R T

e e AR

| puehed hard eunugh so that the required expor
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The much-atguéd inelasticit:y of exports (vwh
ians in the Philippines) might

o fich still afflicts
cmant thinki& even by cconomic technic
orts of coPra, sugar, and coconut oil, even

_ 'be true for traditional exp
E']perhaps 1bgs, especially ¢onsidering row the expected depletion of tap-

_pable forest rescrves. The evidence for other countries however shows .

that with ‘a correct forcign exchange rate, many jndustrial activities, €

i:gﬁhich countries like the Philippines have "potential" comparative ad-

become new and substantial e:q:ort possibilities.
Korea, Taiwan, und nongkong,

The evidence

is best aupportad by the g.xamples of South

to mention only the most dramatic cases. At the new equil‘ibrim rate,

i it in possible to expand new exports given the support of export policy,'

ference {sh.

especinlly in the induscrial sector, Gummmiam (Sce re

- \

| Iv. FIEKIBLE EXCHANGE RATES (Moot P
: Ihitially';' this involves allowing the

currency to depreciate

(davalue) and then allowiﬁg ‘the rate to depreciate or appreciate, de~
COLOTION S, .
pending on supply and demand ewlmmm——

*

(1) 0 urist "poporium" Solution.
convertible at a “ﬂoating"

'All foreign exchange rates may be

rate ‘market in which all - foreign curremies can be traded.

-
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’tonriat empoyium golution will require a more 1ibera1 policy towards for-
eign airline flights into Manila coupled with the remval of all tari.ffs
on p:incip:l, tourist "buys", like cameras, watches, electronic, equipment,
textiles and leather (to encourage the use.of our  imnmense ‘sup'ply of tai-

' »Iéfc and éhoein_akers). The Phﬂippinés could easily become 2 more attrac~
tive tourist emp&rium alternativé to Hongkong, bécause of the advantages
it could offer to "sun 1ust"-\l:ra\ie1ers as well as its beautiful scenic

and h:l.&‘oric spots, man}" of which Hongkong lacks.
This variaont can also be subsumed under a devaluation policy.

. Argument pro: Employment potentials of this measure are great for the
tourist and ralated service industries and cam be expected to spill over

_4nto manufacturing industries. /

 Cowmon m ts agai.nst gglﬁs counterarguments) :

(a) Texti.lea. ‘alectronics, etc. industries wﬂl be killed,
Counterargument: - This does not follow, Let these textiles, electro=
uics, etc. 1nduatrieé get importations of raw materials impotté upder

| 115«;; termg:' and give to them, like to ali-ocCr sectors, attractive
 export {ncentives. Or give productioﬁ subsidics, perhaps related to
cheaﬁeniug labor costs of labor-intenmsive enterprise.. The, examplé of

. bngkong is the best counterargument against this argument, for Hong-'

'kong has progreased industrially under these conditions.

(b) This policy wi.ll encourage wasteful consumption.
mterarmen : Not necessarﬂy. The increase of consumption i.o

Honly at best temporary. In any caQe-, it makes citizens well-of.,f».;
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po\c(WS ~' | - v ,
mteover, this smly requims a wore rational domest:lc taxation of -

wM

g}_ion goods. For 1nstance, the sale of films may be taxed

heaﬁvi,l.y_.\ Citi.zens who are made better off by cheaper consumer dura~

" bles are eventually taxed through their consumpcion of films, Or __/

all the touristw items (whose tariffs are removed) may be sub jected

to domestic excise taxation,» 5 {ded that tourists are able to gat
exeml-‘vtiws on these o ('l.'h Japan's trick,) Moreover,

with the expansion of purchases of these goods, it will be possible

to attract the establishment of high quality precision instruments \Vw‘uf’“‘

" 1ike cameraa', more sophisticated electronic products, etc., ‘because

(c)

"~ gain from these policies, "Theij:l.ll', in order to survive, have to

sumption taxes are 1mposed to substitute for uuffs and the rsp:l.d

mmion of 1n‘cowe‘ belps to enlarge the tax !:ueau:omstieany,'

flexible exchange rates (like devaluation) makes wage costs relative-

1y wmuch cheaper.

There will be an unhealthy redirection of investment and savings re~
sources into service {ndustrics, and this is undesirable because
these :l.ndustries are not producti.ve.

Counterargument: (1) Large capital 1nwestmem:s in some manufacturing

‘industries, which are currently Operating at low-capacity use, repx;e-

sent alréady committed economic resources. These industries will

-

“make :Iieir‘ industries more flexible. (2) Moreover, the eipsns:lon

of employment and income in the service industries enlarges the

potential base for industrial ptoducts vhich are domesﬂ.csny pro-
duced. The emoval of tariffs on "tourist“ products; “ therefore;

need not mean 8 reducti.on of the tax base beuuso new con=

}-



C (2) No Em m The _;_;Cm_g_dian Solution

’l‘he Canadian experience of the l950's is one alternative that may
be studied. Tbis solution simply requires that a floating exchange rate

be~‘_sdopted. Studies, such as SOhmen 's (1969), may be consulted.

It would e important to- stress below a viewpoint which deviates :
entirely from currently accepted notions in the Philippines about the di-
'_rection that industrial growth should take. This widely circulated view~
‘ ] : botwee
point claims that there is a "basic" difference @& the Philippine economy
P other countfies which have shown, in recent years, l:remen-' )
dous economic growth because of their "outward-looking” industrial poli-

cdes, 'merefore, development strategies should be essentially different.

'Rie. said viewpoint is summarized as follows. The Philippines is
s large country compared to many of the recently successful export-g"rowth—‘_
oriented countries becsusc it has a large population base. Thus, the pOpu-.v‘ j
\ lation of the Philippines is ebout 1% as much as South Korea, 3 times as i
'raiwan, and more than 9 times Israel or Bongkong.l Therefore, Philippine

s-i:ress on import-substitution industries, based on generating internal de- b

mand and on expertise gemerated by o firstly capturing a domestic market

base, is a natural course to follow. -This argument is an offshoot of the

S lthe 1966 estimated populations (million peOple) of each country
. are: Israel, 2,629; South Korea, 29,086; Hongkong, 3,732; Taiwan, 12, 791
Philippines, 33, 477a See United Nations, tscistical Yearbook 1967. ’



well-known (Burensttm-Linder) empirical hypothesis Ehet exports develop

out of an internal market base. This has been argued as the experience
of the development of export specialization of many developed economies
15 ehe past. | -
Unfortunately, ore misleadingfgzlicy impiication from this hypo- -»1
thesis is that to gain an industrial market base, policies should first

stress the promotion of import-substituting industries. 1In due time, it

is hoped, that these will finally become export-oriented. It could become

like waiting for manna from heaven. - f the instruments of economiemggiicx o

-

w”used'further distorts internal and external prices and therefore create

incentives which are contrary to long run comgarative advanggge, ipeffl-

~gient impgrt substituting industries resuggyf”ﬂbte here that the argument

is not against "import substitutioe," since the industrialization process
is inevitably, partly, and cven substantially, import substitution in
character. It is aéainst inefficient, and theraefore costly, import substiw
tution policies, which waste resources, by misleading entrepreneurs into
wrong types of industrial efforts to undertake. The experience of the
Philippines in terms of industrial export expansion is the clearest argu-

ment of its weakness as a basis for economic policy. (See reference{3}).

When there are clear distortions generated by economic policies(fuxd
which support import substituting industrialization and which stifle the
incentives to export (as clearly demonstrated by the net structure of eco-~
nomic policies in the Philippines [Reference (4)]), it will take a long

time (eternity?) waiting for industrial exports to expand significantly.
To appreciate the economic experience of Hongkong, South Korea, Taiwan,
and Israel, as examples, we have to study the attempts of these countries
to counteract the distortions created by misguided economic policy which
have allowed their entrepreneurs to engage profitably in industries which
have economicaliy long run viable footing. (See Johmson (1965) for a \ f;

o o o . T T &2 Y
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