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Foreword

This study has just begun in a formal sense and no

conClasiﬁné‘can be presented at this time. Both authors have
recent past'onvcertain aspects of philippine

been working in the r
industrializétion, however, and some tentative hypotheses and

even, in some cases, strong impressions have emerged from these f{ ‘

separate efforts combined with joint discussions. The major wo
e

impressions, as W i1 2

to verify these hypotheses and

our studies to other aspects of industrialization | _

of attempting

as extending
rk, remains for the

as suggested by the OECD project framewo

future. >~ . o

1. Historical Perspective.

on the basis of sketchy data. it appears that philippine -

‘GNP might have grown at an average annual rate of about 3.3 per

«» cent from 1902 to 19664 This suggests an annual per capita

income growth rate of about one per cent.



There were two periods of rapid growth -—'at the begin-

ning (1902 1918) and at the end (1948 -1966) -- with relétlve
stagnation (&eclinxng per caplta 1ncome) 1n ‘between. In the
iearlier perlod of rapld growth agriculture led the way, though
there was a very rapid ggowth also of manufacturing in a few
1ndustr1es, mainly food processing (sugar and coconut 011). The
 later period saw a much more rapid growth of manufacturing across
Te broad front of import substitution industries, concentrated -
principally at theTflnlshlng stagas “of productlon and heavily
dependent on importsﬁ Agrlculture grew at about four per cent }‘

per anmum in this latter per*od, 'in contrast with the precedlng
i

30 years of stagnation. As a consequence, annual growth of GNP** éﬁ;
i

averaged about six per cent -- roughly three per cent;per capit

- since 1948,

{Prier to the posthe;lq~War~II growth experience; the
determinants of growth in the Philippines were the U.S. business
“*cycle,.changes -im U.S,~trade and tariff polic1es, and the two -
world wars. In contrast, the rapid growth -- espeCLally of
manufacturing -- in the past two decades was stimulated by the .
system of'protecéion and a variety of other policies designed |

specifically'to encourage new industries.



In the first period of rapid grthh, manufacturing was -

linked directly to an agrigﬁifural supply base and the prpducts

 were to a substantia% degree exported,3 It was an outward-lbdkihg

’*éf’a&izaﬁidn 1ntegrated w1th a Phillpplne natural resource:

“base. Trade greW'faster than GNP. IAgriculturalfpréductivity : ;
£ Lo

rose'(in terms of all inputs combined) , while manufacturing

productlvzty dgcllned And the concentration of industry in the

Manila metrOpol;tan ares tended to dlmlnlsh.

In contghéé} in the recent period of rapid;growth

mannfacturlng was linked te a world'supply base and the products

e b

subétltuﬁed for imports.: Trade declxned as a proportion of GNP,

'Agricultural productivity declined, while that inymanufacturing'

or

R

rose slightly. The new industries tended to concentrgg; in and
1 ' near Manila, the principal port, in part‘beCause of their heavy
dependence on imports. The link between the new manufacturing -

“ -.\ T Ll mee e A
indus & and the primary producing sector is an indirect one,

."‘M“

the dependence of the former on the foreign exchange earnings of

RO
~..

: # the latter. !
_ -

' over the en;ire pe:iod of more than sixty years there
appears to have been virtually no reduction in the proportion of -

+4 the labor force engaged in agriculture.: This and the failure of -




égricultural labor.productivity to increase seeﬁ to be the
princlpal reasons for the slow growth of per capita incomgg In‘~gé
’the recent period of more rapid growth the gains seem to stem |
principally from rapid prcduét1v1ty increase in manufacturing
plﬁs a sligﬁt decline in agriculture's share of the labor force. '
rIt was sectOfs~other than manufacturing, however, that accounted
for most of the relative transfer of labor from agriculture.! The

rapid productivity increase together with the relatively slight

employment effect from investment in manufacturing suggests an

excessiveiy high caﬁital intensity.

2. Industrial Growth since 1948.

If we divide the period from 1948 to 1966 in half, we'

£ind that growth was more rapid in the first half than ‘in the

second, especially in manufacturing where the earlier average was

more than double the later. (See the following table.)

TABLE 1

=y , AVERAGE ANNUAL GROWTH RATES
: h (per cent)

Years DP Ag:lculture\\\ Manufacturing

M948-1957] 6.6 - (8.47 1323/
957-1966 - 5.1 4.0 . 6.5
1961-1966 5.1 .1} 6.6

1948-1966 5.8 _° 4.2 . e.8

.y
s




The principal stlmulus to manufacturlng growth in thé
1950's was the system of 1mport controls instituted at the end of
1949 during a balanceqof;paymeﬂts crisis.- By 1953 this had”
evolved intb-;»éysﬁém of4exchangé“contrgi which favored iﬁport
'substithion by restricting foreign exchange allocations for
consumption.goods while favoring imports of the capital and inter-
mediate goods‘needea in the new industries. “In addition,.tax ;/{
exemption‘was granted to "new and necessary" industries and . | 2
iéovernmentwfinancial institutions provided long-temm caﬁitaljon
favorable terms, the industries so benefitted being pringipally
the same oﬁés that were favored by protection. ; One excébtion.

however, was the "barter scheme" for exporters, allowing them to

use 15 per cent of their'proceeds for direct importatipgn. ., éﬁ

The retardation of manufacturing growth in the second -
half of the period appears to have been a natural result of the
artificial encouragement given to the first easy stage of manu-

" facturing growth -- substitution for imports at the finishing

stages -- combined with lack of incentives to encourage‘;nvestmeptf”

for the next stage -Lrbackward 11nkage plus export. In partl-p\\

cular, the slower growth does nqt seem.to have becn caused by ﬁhef

%

decontrol and devaluation which took place during 1961-1965,
. veal

growth since 1961 having proceeded at the same rate as during»* 




the prevzous four years in both manufacturing and agrlculture.,

as well as overall., Prelimlnary ‘estimates fer manufacturing

growth in 1966-1967 suggest.an even lower rate -- about 5.5-per

cent. i
%

e
®

During the 1950's foreign trade_grem.atrabdyt,;he same

pace as GNP. The composition of imports changed drastlcally, 7 {{,

*

however, papltal goods increasing its share from 20 to 45 pgg

cent (1950-1960), while the share of gonsumption goods decllned

from gg@gngs per cent., Following the initiation of decontrclf“
and devaluation in 1961, however, both 1mports and exports rose

more rapxdly; without significant change in thelr composztion.

Despite a very great increase in manufacturing production durlngf;

the 1950's, exports of new manufactures did not develop to any f;

significant \c’leg“'ree. Beginning in 1961, however, theré“'w{i.s some f »;A
--evidence of a very modest response of’new exports to the more -

favorable exchange rate.

<\Manufacturing growth complemented the changing patterﬁ:
of imports. Qutput tended to concentrate in consumption goods
with little development of a\capital goéds sector., Intermediate:
inputs, however, rose rapidly as a share in total manufactu f,‘
ouéput,*especially after decontrol and‘devaluation put a m

realistic price on the imperted items in this category.

ingly, howeverﬁgimports;of intermediate inputs jumpeq yp



same time, possibly as inputs into the expanded intermediate

outputs, as well as to build up ip%cntories.
. Overall, the period since 1948 exhibited the following

charactcristics, some of which are perhaps common to growth

behind high protection: (1) a tendency toward horlzontally

balanced import substltutlon in manufacturing in accordance with

the pattern of demand for rinished products, production concenf"

trating at the finishing stages; (2) relatively slow growth of

’foreign exchange earnings overall (even after devaluation);

);failnre tO‘iﬁducc exports of manufactures and backward-
linkage investment in manufacturing at a sufficient pace to
maintain industrial gro&thn (4) a consequent slowdown,%n,
industrial growth following the initial burst of import
substitution, leading to a decline in overall growth of the
economy; '(5) a very uneven regional concentration of growth;ge
owing to the heavy dependence on imports and the correspondicc;;
lack\oftiﬁté§ration~of the new manufacturing sector with agri-
culture, nu.m.ng and forestry; (ﬁf a sharply rising import bill

‘and a hlgh respbnse of imports to industrial grcwthL}17) a

failure of domestic food supply (prlnClpally rice) to keap

pace w;th growing demand- (8) because of (6) and (7) an




unwillingness on the paft of tﬁe.monetary authority to meet the
credit démands of the iﬁdusﬁri;l sector for fear of rising food
prices and balance of payments diffié%léieszJ partly as a

resdlt‘@f (8), continuing high unemployment and excess capacity

in manufacturing;J

3. ThefEffects of Decontrol P
and Devaluation (1961~66). :
The ‘retardation of growth at the end of the 1950's plus ‘ ,
the fact that there was little discretion left in foreign'éxdhange
allocation, impqi;;Aﬂ;ving been largely pared to a few essential
consumption goods and the essential inputs for the new industriés, {f
suggested that the time was ripe for decontrol. ) This was large?g i@%
accomplished between 1960 and 1962. At the same time the/peso ° ‘%
was devalued -- from a rate of #2 = $1.00 to $3.90 = §1,00. | 1
Exports continued to be penalized by the equivalent of‘about a »

seven per cent tax, however,‘until the end of 1965.

In anticipatiofi of this and of the phased reduction of
U.S. preference under the Laurel-Langley Agreement, tariffs had
been raised by exécutive order in 1955 and by the enactment of o

a new tariff law in 1957, which was strongly protectionist i§}5 .¢

e
s cntndt

character. Moreover, a considerable number of tariffe were




ﬂf“er by 1965. The result is a system of protection

raised

unde: tariffs, similar in. 1ts restzict;ve effects to that’ under
xchange control, protectﬁen bexng‘hiqhest.foz finished consump—

| tion goods lewer for 1nte£medlate inputs and substantially lower

for capital goods and for some basic raw materials.

However, devaluation did raise the peso earnings of!

exports and the peso costs of imported inputs, balance of payments

[

.equilibrium being attained after decontrol with less bias against

allocation ef resources to-eXports and the earlier stages of
prodnctioE:J The present structure Stlll retains strong blaoes of
this sort, however, suggesting that these biases under the control
system were indeed extreme. Finally, not very much of tBe devall,“
uation was nullified either by declines in the world pri;es of

gﬁilippine exports or increases in the domestic prices of non-

- traded goods. The devaluation was largely effective in that

Ty
sense, :

X
Pa

|

-

‘Still the eﬁfegtxbfndecontrol and devaluation on

exports has been disappointingd While /the official figures show .

a moderate rise in growth of exportr volume among the traditlonaIJ

_exports. a recent study based on the data of the Phlllppines'

trading partners suggests that a large part of this may be maze



A e
< ; C} é/\ o N HA L ﬁvsftval«w:a“m
honest reportlng. /ﬁeﬂ’éxports have developed only to a slxght

degree despite the magnztude of the devaluation and the existenoe

4
\
v

of excess capac;ty in many manufactnringﬁindustr1e~§j It may be,

however, Ehat in both categories of potential exports -- tradi-

tional and new -- an elastic supply responsevrequ{EEB more time.‘?ff

ﬁgthe e

in &he form of a residual strong[hlas against exports from the

«

(R cail that the special penalty on exports was removed only at g ;{j

d of 1965. ) lghe basic problem may still remain, however,

tariffJbased system of protection.) (Seeibelow.) Decontrol

‘%

g;. and devaluation merely reduced the bias without eliminating 1t{ J'f :

$ » o

The same is true of the bias against backward llnkage e
from the protected finished consumption goods 1ndustr1es. y ig -8

Perhaps, however, because this bias is not so pronounced as thaﬁ

against exports, backward linkage has fared a little better after

] &}s’ decontrol.l The higher prices of imported inputs has favored
i 4 &

those industrles using domestlc natural resources and their )

%i ucta, whlle at the same time encouraging the manufacture of

"l
|

termed;ate inputs. t is again, perhaps, too early to judge

i "mm

* whether backward linkage investment can proceed rapidly enough
to sustain a high pace of industrial growth without further

reducing the bias against it that the structure of protection ,d

W

provides. Unfortunately, there has been some tendency to

-




ia

increase the bias by raising duties on the products of industries

that have been especially hard\hit‘by the higher prices of inputs ,
resulting from dsqént#éi;[E;:ill;ithexavef511~pgttern of changing
profitability in the 1960!s has favored export industries and B
those with an‘indigenous raw material supély‘base, while hurting

‘ . . 7
those most dependent on tax exemptions and protection.

ngriculture has benefited from the intersectoral terms'f
of trade changes following decontrol, because of both higher

peso prices of exports and greater encouragement to use domestic:

~ instead of imported materidls.| The domestic price of food has

increased significantly with no matching rise in money wage rates.

#

have sharply raised the proportion of“national income saved, if~‘ H

' g

i
tif
The various shifts in income distribution résulting fromwdecontrig "i

we are to believe the newf& revised national income accounts. iy

(A better understanding of this may come from a flow of funds

Study‘currently in process.)
. Altogether the decontrol process has had a favorable
effeet on industrial efficiency: The closer exposure to foreign

competition and the increase in prices of imported supplies has

forced more attention on production costs. A more favorable

~

climate now exists for agricultural growth, particularly with
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the termination in 1966 of sales at below acquisition costs of

umported grain and some manufactured,foods by government marketing ;

agencies. And the bias agaxnstAexports and.backward linkage has
been. somewhat reduced. \There remains, however, considerable
distortion in market prices resulting from the tariff system and
the related.indirect tax system which would be difficult~tor
justify on growth criteriagj/gfiook at the present structure of
protection will perhaps indicate why we believe that the next
stage in economic policy must encompass rationalization of the

/

tariff structure and additional incentives to new exportej

4. The Present Structure of Protection

_——_______—q-———_-——'—‘—‘—-——

Estimates of potent1a1 and effective rates of protect
i
of value added in 1965 arg available from a World Bank project ’
study for 92 manufacturing industries (ISIC four-digit 1evel), <_;‘"
LI |

11 agricultural industriesﬂand 16 other sectors. (”Effectimgji

*

rates differ from "potential" only in,manufacturing industriegnf@:
where 1mporfseare not substantially competing with domestic i
products, these rates being esclmated where possible from dlrect
cenparlsons of world and domestic prices, instead of belng
deduced frcm tariff and 1nd1rect tax levels as in all other

cases.)




The manufacturing industries are grouped by~énd7use'in

Table 2 where average rates for each group are presented. '(i

measures protection as a proportion of free trade value added,

while U measures protection as a proportion of actual value

= Z
TABLE 2
AVERAGE* RATES IN MANUFACTURING
BY END-USE CATEGORY
(per cent)
Potential Effective Potential Effective
¥ Ccategory Z Z U 8 | B
_ ~r.
Exports 14 14 12 12 éﬁz
(excluding sugar) -18" -18 -22 —2%? s
Capital Goods 47 47 32 32 §
. (excluding trucks and 12 12 11 11
buses and refrigeration
equipment)
Intermédiate Goods 79 6l a4 38
: Inputs into Construction 223 72 69" 42
. Consumption Goods - 194 101 66

* Weights are total supply.




Table 3_

AVERAGE RATES OF PROTECTION BY MAJOR SECTORS*

Average 2 ~ Average U
Fisheries ‘ 1900 95 4
Manufacturing ‘ ' 64 39
Agriculture | 13 12
Mining | -22 =27
Forestry and Logging | ~26 -35

U
o

{
§

1

t
* Effective rates for manufacturing, potential rates for other }£¥ ¢
sectors. . ' i

Theygias against exports is very evident, especially

when we. eliminate sugar which goes entirely to the protected U.S.

market. At the opposite extreme, QE;;umption ggggg’represent the

e

P

most favored groggj protection averaging 194 per cent of free

S ey

Pl

trade value added. Next to exports.’capital goods industries are
least favorfngeffective protection averaging only 12 per cent

when two exceptional cases are eliminated. Intermediate goods

and inputs into construction fall in the middle range at about




the average for all'manufacturi.ng, which has an effective 2 of
64 per cent. The entire range extends from a 2 of -33 for
plywood to a U of 252 for autcmdbiles (the latter value implying

negative value added at free trade prlces).

.
- R

In Table 3 the average rate for manufacturing can be
compa:ed’witﬁ averaged® for the other major sectors in which
internationally\traded goods are present. Because of the level
of aggregation, comparieons of domestic and world prices were
not possible for the'eecﬁors other than manufacturing, so that
the rates estimated measure the potential protection accorded by

-the system of tafdffs and indirect taxes. Thus the very high

rate for the Fisheries sector is misleading. A great amount of

casual evidence indicates that sea food is inexpensive ‘by inter-? '

4

national standards in the Phiiippines, so that a true neffective®
rate of protection would be low. The same can be said for some
commodities in the Agriculture sector, suggesting that the
average effective rate there is even lower than is indicated in
the table. Mining and Forestry are dominated by export industries,

which explains their negative average rates.

Manufacturing stands out, therefore, as the sector that

gains most~fraﬁ5the system of protection. within manufacturing,

s

e -ﬁ!’\m *X’;




mbreoveg, there is a strong bias toward the finisﬁing stages of
productién'and especially %gainst‘capital goods industries
(including constrpctidn because’ of fﬁe penalties from relatively
high protectiﬁn of its inputs), Finally, exports frdm whatever

sector are least favored.

The’usual qualifications to such estimates appiy, of
course, eséecially where lack of hombgeheity in quality prevents
direct price comparisons from serving as a test of the degree to
which protection offered is effectively used. Moreover, evasion
of the system may be more widespread in the Philippines thah in
some other countries. Distortion of prices, particularly at the
high end of the scale of rates of protection, may not be as great f.

g%

7
as the estimates suggest. Still.the distortion is probpbly veryig’ g
significant and the order of bias is, we think, correctly o

indicated.

The foreign exchange rate that prevails under a system
ofprotectioﬁ is_likely to be a partial offset to protection for
import substitutes, as well as a further penalty on exports.
That is, all of the rates estimated tend to be higher than they

would be if the exchange rate were at an equilibrium level under

free trade, or under some more modest average level of protection.




Taking into account the likelihood of substantial evasion of the
system and making some heroic estimates of Ehe trade elasticities.
one can guess that the peso is over-valued by about 25 per cent
in relation to a free trade situation. Thus a downward adjust-
ment of all rates by 25 percentage points might gi;e'a more
accurate picture of the various levels of protection, thocgh the

order of relative biases would be unaffected.

5. Implications for Future Policy.

While the structure of protection described above is
that of 1965, we believe that the system of import controls in
the 1950's was characterized by the same kinds of biases, perhaps f*
in even stronger degree. This judgment is at least consistent .’ ,
with the evidence pertaining to the pattern of 1ndustriallzat10n b
briefly described above (in Section 2). Moreover, it appears
that other policy measures designed to influence industrial
growth, such as tax exemptions and government lending tended to

reinforce rather than to offset the biases in the system of

protection. It is a reasonable inference, we think, that the

(‘;;rection and pace of industrial growth have been strongly

influenced by these protective policies. ’
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Since, hoﬁeVeré{gi%iQBrous pace of industrial growth
‘in the future dependse- on the ability to move backward to the
earlier stages of production and outward 1nto the export market,
the policies described above, which sufficed for import substi-
tution in finished consumption goods, now act as impedimenfs to
the required altbcation of féséﬁrCes;/:What is needed, perhaps,
is a rationalization of the tariff étructure by reducing the
higher rates to the point where a more uniform pattern of
tariffs prevails, and the introduction of an equivalent subsidy

or other inducement to the same products when exported. "Infant

industry" or other special reasons for particular encouragement ;

should be considered selectively so as not to dilute incentivesig éﬁi
by distributing them broadly, and might better be met.éy tax én&‘ é
credit indﬁcements. The intention here, however, is only to

indicate the general lines of policy reform. Actual proposals

tﬁat’might have some chance of political success require

considerable subtlety and ingenuity of design.




