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FOREWORD

This report is another in the series
undertaken by the International Food Trade
and Food Security Program at [FPRI on trade
and exchange rate regimes and how they
affect agricultural incentives in developing
countries.

Policymakers have become increasingly
concerned about the effects of the global
economic turbulence of the past decade on
developing countries. In respoise to low
real interest rates and a desire to encourage
industrial sectors, many Third World coun-
tries borrowed extensively, which in turn
led to overvalued exchange rates. This body
of research has grown out of a new aware-
ness that overvaluation discriminates
against agriculture, particularly agricultural
exports.

In addition to this study on the Philip-
pines, other studies in this series include
The Effects of Exchange Rates and Commer-
cial Policy on Agricultural Incentives in Co-
lombia: 1953-78, Research Report 24, by
Jorge Garcia Garcia; Agriculture and Eco-
nomic Growth in an Open Economy: The
Case of Argentina, Research Report 36, by
Domingo Cavallo and Yair Mundlak; The
Effects of Trade and Exchange Ra'e Policies
on Agriculture in Nigeria, Research Report
55, by T. Ademola Oyejide; and most recently

The Effects of Trade and Exchange Rate
Policies on Agriculture in Zaire, Research
Report 56, by Tshikala B. Tshibaka. Research
is under way for country studies on Chile,
Peru, and Thailand.

Publication of this report roincides with
an IFPRI policy workshop designed to pro-
vide a broad view of how trade and ex-
charge rate policy influences agriculturai
growth in developing countries, supported
by quantitative data on relative effects.

This research report examines the Philip-
pine experience since 1950. In that year a
comprehensive system of import and foreign
exchange controls was imposed in response
to a severe balance-of-payments problem.
How such trade regitne and the subsequent
modifications, mostly aimed to promote in-
dustrial growth and macroeconomic stability,
have affected agricultural production incen-
tives is the focus of this study by Romeo M.
Bautista. The empirical findings are analyzed
in a broad policy context, and the author
draws some implications for development
strategy in the Philippines.

John W. Mellor

Washington, D.C.
May 1987
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SUMMARY

Although the relative importance of agri-
culture in the Philippine economy has de-
clinea measurably since the early 1950s, it
still contributes directly about one-half of
total employment and one-fourth of the
gross domestic product. Also, some 40 per-
cent of total export receipts is contributed
by raw and simply processed agricultural
products, while agricultural imports ac-
count for less than 10 percent of the total
import bill.

This study investigates quantitatively
the effects of trade and exchange rate poli-
cies on relative incentives in the Philippine
economy, with special attention to the agri-
¢ultural sector. One useful indicator of sec-
toral incentives provided by the foreign
trade regime is the effective exchange rate
for various types of external transactions,
that is, the number of units of domestic
currency actually paid by importers or re-
ceived by exporters per unit of foreign ex-
change, including trade-related taxes and
subsidies. The calculated changes in sec-
toral effective exchange rates from 1950 to
1980 indicate a persistent and significant
bias in relative incentives against agricul-
tural export production in favor of nontra-
ditional (mainly industrial) exports and,
most strongly, of import-competing indus-
trial consumer goods. While understandable
in the context of the development strategy
based on impori substitution in the 1950s
and 1960s, it is inconsistent with the gov-
ernment’s h.avy emphasis on export pro-
motion during the 1970s.

Among the major agricultural export
crops, trade policy favored coconut in the
1970s, sugar in the 1960s, and pineapple
in the 1950s. Compared with other import-
competing essential consumer gcods, rice
benefited from a favorable trade regime in
the 1960s but not in the 1970s. This does
not seem consistent with government ef-
forts to actively promote rice produ<tion in
the latter decade, which was done through

input subsidies. With corn, trade policy was
discriminatory in the 1960s but became fa-
vorable in the 1970s,

Domestic currency overvaluation, or an
“overvalued exchange rate,” benefits the
home goods (nontradable} sector, into
which resources are pulled at the expense
of tradable goods production. Within the
tradable goods sector, protection of domes-
tic industries producing import substitutes
effectively discriminates against export pro-
duction. The study finds that a 10 percent
rise in the domestic price of importables
(due to tariffs, for example) is associated
with a 6.6 percent decline in the domestic
price of agricuitural export products relative
to home goods. On the other hand, a 10
perceni increase in the domestic price of
nonagricultural export products (due to fis-
cal incentives to industrial export producers,
for example) leads to a 4.1 percent fall in
the relative price of agricultural export prod-
ucts to home goods.

The calculated price effects of trade pol-
icy on exportables and importables relative
to home goods for 1950-80 indicate substan-
tial disincentives to production of traditional
agricultural export commodities, and to a
lesser extent, of nontraditional export prod-
ucts. On the other hand, domestic produc-
tion of import-competing goods was favored
over home goods until the early 1970s,
when the bias shifted slightly toward home
goods production.

Restrictions on foreign trade distort the
real exchange rate relative to its free trade
value. An import tariff raises the domestic
price of importables, which encourages
their domestic production and induces

- lower domestic consumption, leading to a

decrease in imports. Export subsidies have
an analogous effect, leadiug to an increase
in exports. Resources are reallocated toward
the tradable goods sector and away from
home goods production. Thus output of
home goods is reduced, resulting in an in-

9



crease in their domestic price, which lowers
the real exchange rate. Such overvaluation
of the domestic currency cannot be elimi-
nated by nominal exchange rate adjusiment.
It can be corrected only at its source, by
removal of trade restrictions.

The dJegree of overvaluation of the
Philippine peso due to trade restrictions is
found in this study to have declined signif-
icantly from 1950 to 1980. The period of
import and foreign exchange controls dur-
ing the 1950s shows the largest deviation
of the real exchange rate—Dhy at least 100
percent on average-—from the free trade
value. After decontrol and peso devaluation
in the early 1960s, a lowering of the real
exchange rate overvaluation to 44-56 per-
cent is observed during the decade. Finally,
with nominal exchange rate flexibility and
a less restrictive trade regime during the
1970s the peso overvaluation fell to 17-20
percent on average.

In addition to trade policy, two other
influences on the real exchange rate are
investigated: external terms-of-trade move-
ments and trade imbalance. Based on the
early 1970s as benchmark, the study finds
that changes in the terms of trade signifi-
cantly influenced the real exchange rate. In
particular, the deterioration of the country’s
terms of trade from 1975 to 1984 effectively
appreciated the Philippine peso by an aver-
age of 22 percent. Although unfavorable
changes in the terms of trade carnot be
attributed to domestic policy, they adversely
affect price competitiveness in tradable
good, production.

An existing imbalance in the external
accounts that is not sustainable distorts the
real exchange rate, artificially overvaluing
or undervaluing the domestic currency.
Therefore, past deficits in the current ac-
count, accommodated by drawing down
international reserves or by foreign borrow-
ing, served to defend an overvalued ex-
change rate, if only temporarily. Due to
trade imbalance and the various aspects of
macroeconomic policy that made it possible,
the Philippine pesv was overvalued by an
average of 3.8 percent in the 1950s, by 2.1
percent during 1960-74, and by 8.0 percent
during 1975- 84, This disequilibrium over-
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valuation is in addition to the effects of trade
restrictions and terms-of-trade changes on
the real exchange rate.

The size of the combined exchange rate
effects indicates that the price competitive-
ness of tradable goods production in the
Philippines was severely impaired by the
country's protectionist trade policy. This
was particularly the case during 1950-61,
when imports and foreign exchange con-
trols existed, and since the mid-1970s be-
cause of large trade deficits and unfavorable
external terms of trade. The country’s ability
to prevent a foreign exchange crisis has
been significantly weakened by the real ex-
change rate misalignment. A highly over-
valued exchange rate is Lound to result,
sooner or later, in a severe balance-of-pay-
ments problem. This was demonstrated by
the foreign exchange crises of the late 1950s
and late 1960s, The policy response in both
cases proved adequate for only a short time.
The real exchange rate returned to unsus-
tainable levels after three or four years, and
the balance-of-payments crisis recurred.

Trade liberalization measures were
adopted by the Philippine government in
the early 1980s as part of a wider program
of policy reforms and industrial restructur-
ing to improve the international competi-
tiveness of domestic producers. However,
the concurrent exchange rate effects arising
from massive trade deficits and terms of
irade deterioration were evidently not ad-
dressed. Although political developments
undoubtedly precipitated the foreign ex-
change crisis that began in August 1983,
the severity of the real exchange rate mis-
alignment made inevitable the eventual re-
currence of a balance-of-payments crisis.
The adoption of expansionary macroeco-
nomic policies in disregard of the balance
of payments, which was also being battered
by adverse externa! terms-of-trade move-
ments during 1975-83, cen only ve viewed
as = policy mistake.

Regression analysis is used to explain
the observed changes in agricultural prices
vis-a-vis home goods and nonagricultural
products during 1950-84 in terms of the
movements of the real exchange rate and
implicit trade taxes. The findings indicate



that during 1950-61 the direct effect of the
prevailing import and foreign exchange con-
trols (associated with very high values of
the implicit tariff rate} had the most influ-
ence on domestic agricuitural price relative
t0 nonagricultural products. At the same
time, the indirect effect through the real
exchange rate also contributed significantly
to the decline in the relative price of agricul-
tural products vis-a-vis home goods. As trade
policy became less restrictive, the effects
on the real exchange rate due to trade de-

ficits and terms-of-trade movements as-
sumed increasing importance. During 1975-
80, these three influences on the real ex-
change rate effectively lowered the domestic
agricultural price by 19 percent relative to
home goods and by 25 percent relative to
nonagricultural products. This reinforced
the effect of falling international commodity
prices at the time, resulting in a precipitous
decline of relative agricultural prices in the
Philippines from the mid-1970s to the early
1980s.
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INTRODUCTION

Most developing countries have rela-
tively open economies in which the agricul-
tural sector s of substantial, if not dominant,
importance. Government policies that pro-
mote agricultural production in general or
affect relative incentives within agriculture
can therefore have significant economywice
effects. It is also reasonable to expect that
trade and exchange rate policies, even if
specifically directed to other sectors of the
economy, can exert an important influence
on agricultural incentives and performance.

As in many developing countries, gov-
ernment policies in the Philippines have
been pervasive in their effects on the domes-
tic economy and foreign trade. This study
focuses on trade-related policies that create
a wedge between domestic and foreign
prices, the latter representing a widely used
measure of social opportunity cost for trad-
able goods in a small, open economy. Such
price intervention policies collectively de-
fine the country’s foreign trade regime, or
its trade and exchange rate policies.
Whereas the effects of the foreign trade re-
gime on the industrial sector have been
much analyzed in the development litera.
ture, relatively little attention has been
given to the impact of trade policy on agri-
cultural incentives and performance.

The importance of agriculture to the
Philippine economy is discussed in Chap-
ter 3. It describes the changing structure,
growth, and export performance of the agri-
cultural sector since the early 1950s, observ-
ing how they correlate with some aspects of
the country's macroeconomic performance.
The empirical evidence on supply respon-
siveness of Philippine agriculture to relative
price changes is also reviewed, recognizing
that the relevance of this study to policy-
making depends critically on how agricul-
tural producers respond to price incentives.

To provide a historical perspective and
policy context to the study, Chapter 4 briefly
describes Philippine trade and exchange

12

rate policies, indicating various stages in the
evolution of the foreign trade regime since
the late 1940s, the general character of the
induced structure of price incentives, and
their likely relationship to the observed
macroeconomic and sectoral growth pat-
terns.

Chapter 5 investigates the effects of the
trade regime on relative incentives to pro-
duce tradable goods. The focus is on the
period 1950-80, because policy changes be-
ginning in 1981 have been either transi-
tional (in 1981 and 1982) or in the nature
of emergency measures addressing the for-
eign exchange crisis (in 1983 and 1984).
The relative measures of sectoral production
incentives distinguish between exportables
and importables at the most aggregative
level; among various exchange control
Categories, inciuding traditional agricultural
exports; and among the country’s Inajor
agricultural products,

The domestic price structure is influ-
enced by trade and exchange rate policies
not only through the effects on relative
prices of tradable goods but also through
the effects on the domestic prices of tradable
goods reiative to home goods. Chapter 6
examines the extent to which the foreign
trade regime has affected the relationship
between tradable and home goods prices in
the Philippines, based on a general equilib-
rium model of exportables, importables, and
home goods. The empirical analysis further
distinguishes between agricultural and non-
agricultural export goods in the determin-
ation of the relative price effects vis-3-vis
home goods.

In Chapter 7 the intermediary role of
the real exchange rate in transmitting the
effects of tiade policy on agricultural produc-
tion incentives is examined. After describ-
ing the behavior of the real exchange rate
during 1983-84, three sources of exchange
rate misalignment are investigated. Their
Separate and combined effects on relative



agricultural prices vis-a-vis home goods and due to the price bias arising from trade and
nonagricultural prices are analyzed in Chap- exchange rate policies. Based on the find-
ter 8. ings of the study, it also considers some

Finally, Chapter 9 comments on the im- implications for development policy and
plicit resource transfer out of agriculture strategy in the Philippines.
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AGRICULTURE IN THE PHILIPPINE ECONOMY

Structure and Growth

The agricultural sector, broadly defined
{as in the national income accounts) to in-
clude agricultural crops, livestock, poultry,
fishery, and forestry, has traditionally been
a major source of emnployment, income, and
foreign exchange earnings in the Philippines.
More than two-thirds of the country’s pop-
ulation are still in the rurai areas, where
agriculture and related production activities
represent, almost by definition, the princi-
pa. means of livelihood. Although its relative
importance iias declined over the years, agri-
culture still contributes directly about ane-
half of total employment and one-fourth of
the country’s gross domestic product. Alsr,
it provides sorne 40 percent of total export
receipts (from raw and simply processed
agriculteral products), while agricultural im-
ports account for less than 10 percent of
the tctal import bill.

Crop production is the largest compo-
nent of Philippine agriculture, contributing
close to 6C percent of tota! agricultural value
added in recent years. Relatively smaller
shares are attributable to livestock and poul-

try (17 percent), fisherv (16 percent), and
forestry (7 percent). A frequently used class-
ification of agricultural crops distinguishes
between iond and expc.t crops. Rice and
corn dominate the food crop category, ac-
counting for 28 and 10 percent, respec-
tively, of total vaiue added in Philippine crop
production. Coconut and sugarcane are the
major export crops, contributing 9 percent
each. Abouc 86 percent of total area har-
vested is juintly accour *ed for Ly these four
crops. The importance of tohacco and abaca
(Manila i:emp), which uscd to be significant
sources of foreign exchange earnings, has
decreased markedly during the last quarter-
century. Some food crops, such as banana,
pineapple, and relatively recently mango,
coffee, and cocoa, have also been exported,
so that the food-exporc crop distinction is
not clear-cut.

The regional cropping pattern is shown
in Table 1. Rice and to a lesser extent corn
and coconut are widely grown. Production
of other principal crops is more regionally
concentrated: sugarcane in Western Visayas
and Central Luzon, abaca in Bicol and East-
ern Visayas. pineanple in Mindanao, and

Table 1—Area harvested by crop and by region, 1969 71 annual average

Sugar- Pine-
Coconut cane Tobacco Abaca apple Banana crops tables

Region Rice Corn

Root- V ge-

{1,000 hectares)

llocos 129.2 8.8 1.9 31.3 6.6 10.0 14.8
Cagayan 290.7 1979 7.7 25.2 7.8 175 3.6
Central Luzon 640.1 80.1 7.7 76.7 9.9 . e 17.8 10.0 14.1
Southern Tagalog 387.6 141.4 335, 38.4 0.8 e 4.0 36.1 10.0 9.5
Bicol 3235 94.5  254.0 N ces 70.2 . 247 376 4.2
Western Visayas 420.0 300.3 142.5 234.0 ce 5.0 36.6 17.5 4.7
Eastern Visayas #90.7 3299 3929 26.9 ce 45.1 e 43.4 82.7 2.9
Northern Mindanao  226.1  259.2  344.9 . cee 184 11.0 32.0 40.1 1.4
Southern Mindanao 452.2 9189 4295 e e 28.4 9.0 22, 24.8 4.2
Total 3,1606.1 2,347.0 1,016.8 376.0 83.5 1671 240 227.0 2502 59.4
- 2 Howarth E. Bouis, “Rice Policy in the Philippines” (Ph.D. dissertation, Food Research Insti *2, Stanford

University, 1982, Table 1V-2.

Note:  Total area harvested, including other crops, was 8,987.5 hectares in 1969-71.
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tobacco in the northern regions of llocos
and Cagayan.

While most food crops are either import-
competing or exportable, some root crops,
fruits, and vegetables are essentially home
goods (nontradables) due to prohibitive mar-
keting costs. Nontradables account for less
than 10 percent of total crop value added.

Tradabie goods also dominate the non-
crop agricultural subsectors. The exception
perhaps is fishery, although exports of
shrimp, prawns, and fish, while still less
than S percent of total production, have
been increasing since the early 1970s. Im-
ports of livestock and poultry products com-
pose about 10 percent of fina! demand,
whereas forestry exports represent about
15 percent of the domestic cutput.

Historically, the growth of Philippine
agriculture has been significantly influenced
by foreign trade, technoiogical change, and
domestic policies affecting producticn incen-
tives. Expert crop production was fostered
under both Spanish and American colonial
rule. After tne country gained political inde-
pendence in 1946, the postwar expansion
of the U.S. market and the Korean War
(1950-53) provided the stimulus for in-
creased export demand for agricultural
products at the same time that the rapid
growth in population and per capita income
boosted domestic Gemand. During the three
decades between 1950 and 1980, Philip-
pine crop and livesiock production grew at
an average annual rate of 4.9 percent.! The
most rapid growth occurred durirg 1950-55
(by 6.7 percent annually), when land arca
and cultivation expanded mark.dly in re-
sponse to the favorable rnarket demand.
Even excluding the first half of the 1950s,
such growth performance compares favor-
ably with the country’s prewar agricultural
record and with that of most other middi.
income couniries in the postwar period.

There was a slowdown in agricultural
growth during 1955-65 1o an average of
about 3 percent per year. As noted by David
et ai., “During this period tariffs and trade
quotas on previously favored exports to the
U.S. were gradually imposed, domestic cur-
rency became increasingly overvalued, and
population growth began to press on limited
supply of land."”? Subsequently, the annual
growth rate of agricultural output rose to
4.0 percent in 1965-70 and to 6.5 percent
in 1970-75. Again, price incentives appear
to have been a significant influence. The
agricultural terms of trade improved signif-
icantly from 1965 to 1975 due to the trade
liberalization measures implemented dur-
ing the first half of the 1960s, the floating
of the exchange rate in 1970, and the world
commodity boom in i972-74. The period
also witnessed increased adoption of high-
yielding rice varieties and massive public
investment in irrigation,

As the country’s terms of trade began
to deteriorate in the late 1970s, agricultural
output grew less rapidly. “World prices of
major export crops dropped sharply. The in-
creasing distortions in the exchange rate and
agricultural output and fertilizer prices . . .
further exacerbated the squeeze on agri-
cultural incentives.”3 This would explain in
part the drastic decline in the annual agri-
cultural growth rate froin 6.2 percent in
1975-80 to 0.3 percent in 1930-82, which
took place without a major weather distur-
bance.

The political turmoil and economic
crisis beginning in August 1983 further de-
pressed agricultural activity. Based on na-
tional income accounts data, gross value
added in the agricultural sector (including
fishery and forestry) decreased between
1082 and 1985 by 16 million pesos (P) at
1972 prices.* Agricultural crops showed an
even larger decline of P 104 million.

"In the ;emunder of this chapter, agricultural output is more narrowly defined to include only crops and livestock,
uniess otherwise indicated. The source of data is Cristina C. David, Randolph Barker, and Adelita Palacpac, The
Narure of Procuctivity Growth in Philippine Agriculture, 1048-82, Paper No. 84-22 (Los Bafios: International

Rice Research Institute, 1984j.
2 1hid., p. 3.
! Ibid., op. 3-4.

*1n 1972, one Philippine peso was equivalent to U.S. $0.15.



Agricultural Export
Performance

The importance of agriculture in the
Philippine economy is reflected in the com-
position of exports. Indicating the country’s
rich natural resource base, close to 90 percent
of total export earnings was being contrib-
uted by raw or simply processed agricultural
products as late as the mid-1960s (Table 2).
There has since been a significant reduction
in the agricultural export share, dropping
to 47 percent by 1980. This is related to
the increasingly active government promo-
tion of industrial exports, especially labor-in-
tensive manufactured goods, and increased
domestic processing of primary products
since the early 1970s. Indeed the share of
such nontraditional manufactured exports
climbed from. 8 percent in 1970 to 36 per-
cent in 1980.

Another notable development in the
1C70s was the rapid expansion of nontra-
ditional agricultural exports. Foreign ex-
change earnings from exports of fruits and
vegetables increased from U.S. $35 million
in 1970 to U.S. $365 million in 1980. Ex-
ports of fish and marine products, together
with coffee, tea, and cocoa, which were ai-
most negligible in 1970, rose to more than
U.S. $200 million by 1980. The residual
category, Other, which includes the non-
traditional animal feeds and miscellaneous
preparations, grew more than eightfold over
the same period. Much lower growth rates
w2 recorded by the country's traditional
exports of coconut, sugar, abaca, tobacco,
and forestry products. Their combined share
in to:al agricultural exports declined mar-
kedly from 93.0 percent in 1970 to 73.2
percent in 1980.

Since the early 1980s agricultural ex-
ports have decreased not only in relation to
total exports but also absolutely. Except for
tobacco, every catezory of agricultural prod-
ucts suffered a decline in export value dur-
ing 1981-83 relative to the 1980 export
perfurmance, as can be seen in Table 2.
Total agricultural exports decreased from

U.S. $2.7 billion in 1980 to an average of
$2.1 billion in 1981-83, and their share in
overall export earnings declined from 47 to
41 percent. It is significant that this recent
deterioration in Philippine export perfor-
mance largely occurred prior to the
emergence of the external debt-induced for-
eign exchange crisis in late 1983,

Agricultural Growth and
Macroeconomic Performance

The declining performance of the agri-
cultural sector in production and exports
since 1980 is reflected in the overall growth
of the economy. Real GNP growth slowed
from 6.9 percent in 1979 to 5.0 percent in
1980, 3.4 percent in 1981, 1.9 percent in
1982, and 1.3 percent in 1983. This was
without precedent in the postwar economic
history of the Philippines. During the same
period the country’s annual current account
deficit reached record high levels, averaging
U.S. $2.4 billion, or about 46 percent of
total exports. Underlying reasons commonly
cited are the sluggish growth of industrial
economies since 1980, the intensification
of protectionism in developed-country mar-
kets (particularly against labor-intensive
manufactures), and the steep fall in world
commodity prices. The same factors would
have been expected to impede economic
growth in neighboring Asian countries,
which however did not seem to have been
affected as badly.5

in 1984-85, as the foreign exchange
crisis Look its toll and generally contraction-
ary stabilization policy measures were
adopted, there was an absolute decline in
real GNP by about 10 percent. Clearly, the
major challenge currently facing Philippine
policymakers is to find the route to eco-
nomic recovery and longer-term growth.

The critical role of the agricultural sector
in providing a basis for future stable growth
of the Philippine economy was emphasized
in a comprehensive program for agriculture
launched by the government in 1984. One

S In each year from 1980 to 1984, the real GNP growth rate for the Philippines was lower than in any of the
other market economies in Southeast Asia, namely, Indonesia, Malaysia, Singapore, and Thailanc.
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Table 2—Agricultural exports, f.0.b., 1950-83

1981-83

(Annual

Product Category 1950 1955 1960 1965 1970 1975 1980  Average)

{U.S. S million)
Coconut ptoducts 178 152 177 271 212 466 811 673
(53.8) (37.9) (31.6) (35.3)  (20.9) (2031 (14.0) (12.8)
Sugar products 53 1l 135 147 196 016 0657 458
(16.0)  (27.7} (4.0} {19.1) {185 (26.8) (I 1.4) (8.7)
Forestry products h 44 05 195 301 260 468 387
(3.3)  (11.00  (17.0) 25.4) (283}  11.3) (8.1) (7.4)
Fruits and vegetables 10 s} 25 17 35 124 365 360
(3.0} (1.5) (4.5) (2.2) (3.3) {5.4) 6.3) (6.9)
Abaca and products 42 29 43 26 17 22 31 25
(12.7) 7.2) (7.7) (3.4) {1.6) (1.0) (0.5) (0.5)
Tobacco and products 2 4 3 16 15 35 30 45
(0.6} (1.0) (0.5) (2.1) (1.4) (1.5) {0.5) {0.8)
Fish and marine products 2 17 138 129
(0.2) (0.7) (2.4) {2.5)
Coffee, tea, and cocoa 5 66
{0.0) (1.1 63
Other agricultural products Z 2 15 19 37 163 (1.2)
(0.0) (0.4) (2.0) {1.8) (1.6) (2.8)

Total agricultural exports 208 346 480 087 797 1,582 2,729 2,140
(90.0) (86.3) (85.7) (89.5)  (75.0) (67.0) (47.1) (40.7)
Total exports 331 401 560 768 1,002 2,294 5,788 5,249

Sources: Philippines, Nationa! Fconomic and Development Authority, Philippine Statistical Yearbook, 1985(Manila:
NEDA, 1985); and Central Bank of the Philippines, Statistical Bulletin, various issues.

Notes:

of the specific objectives was “to increase
agriculture’s contribution to the balance of
payments through expanded exports and
import substitution.”® The program aimed
generally to improve agricultural productiv-
ity and promote “a stronger and more diversi-
fied farming system.” The new governmert
of Corazon Aquino has gone further, moving
quickly to announce, in mid- 1986, the adop-
tion of emgloyment-oriented agricultural
and rural growth as the centerpiece of an
“Agenda for a People-Powered Develop-
ment.” Sharply increased public spending
onrural infrastructures and improved agri-
cultural prices are being planned with a
view to raising farm productivity and rural
incomes. Through intermediate and final

Numbers in parentheses indicate percentages of total exports; the ellipses (. . .) denote less than $1 million.

demand linkages, they are expected to
stimulate demand not only for food and
other agricultural prodncts but also for in-
dustrial goods and services.

Oxn the supply side an agriculture-based
development program is also attractive, given
the existing foreign exchange shortage in
the Philipnines, because the import require-
ments of increasing agricultural production
are less thar for the more import-dependent
industrial sector. Finally, in a country where
the rural-urban income differential is quite
large, raising employment and income in
the rural areas may well prove to be the
most efficient means of improving income
distribution. Tais is a matter of increasing
policy concern in the Philippines.

®José Galang, "Fconomic Husbandry,” Far Fastern Economic Review 3| (January 1985): 46-49.
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Both the postwar record of the Philip-
pine economy and international experience
seem to support the view that there is a
strong lini betwec n agricultural growth and
macroeconomic performance in developing
countries. Table 3 shows that, for the four
periods indicated, higher average annual
growth rates of agricultural value added are
associated with higher growth rates of real
GNP. The calculated values of the corre-
lation ccefficient—0.667 for 1950-85 and
0.784 for the more recent period 1970-85—
also indicate a significantly positive associa-
tion between the annual growth rates of
agricultural output and real GNP. This is
also evident from the time profiles of the
annual growth rates shown in Figure 1. Such
statistical correlation is of course only sug-
gestive of, but does not establish, the be-
havioral relation<hip between agricultural
growth and real GNP growth.

Internationally, it has also been observed
that the growth of the agricultural sector is
strongly associated with the growth of the
national economy. “Among countries where
the agricultural share of GDF was greater
than 20 percent in 1970 (including the
Philippines), agricultural growth in the
1970s exceeded 3 percent a year in 17 of
the 23 countries whose GDP growth was
above 5 percent a year,” according to a World
Bank study.” Based on data for 31 develop-
ing countries whose growth did not deteri-
orate in the 1970s (relative to the preceding
decade), Adelman finds “that 80 percent
had above average performance in agricul-
ture.”® Interestingly, the rank correlation
between the growth rates of GDP and agri-
cultural output is especially strong (0.932)
among lower middle-income countries,
among which the Philippines is included.

Price Resporsiveness of
Agricultural Supply

This study is primarily concerned with
the effects of Philippine trade and exchange

Table 3--Growth rates of agricultural
value added ané GNP at
1972 prices

Annual Average Growth Rate

Agricultural
Period Value Added GNP
1950-60 5.23 6.35
1960-70 4,28 5.15
1970-80 4.83 6.39
1980-85 1.35 ~-0.53

Sources: Based on data for 1950-82 from Philippines,
National Economic and Development Author-
ity, Philippine Statistical Yearbook (Manila:
NEDA, various years}); and for 1983-85 from
Philippines, National Economic and Develop-
ment Authority, “The National Income Ac-
counts of the Philippines, 1083-85," Manila,
December 1985.

rate policies on the domestic price struc-
ture, focusing on the differential effects on
agricultural production incentives. Its rele-
vance to policymaking depends critically on
the responsiveness of agricultural producers
to price incentives, in the aggregate and at
various levels of product disaggregation.
This is so because there are nonprice instru-
ments available tc policymake:s that can
also influence the structure and growth of
agricultural output. If agricultural supply is
found not to respond to an improvement in
economic incentives, one must presume
that some nonprice production constiaints
need to be overcome, for example, tech-
nological backwardness, limited access to
the required inputs, or inadequate transport
and marketing facilities. On the other hand,
itis also possible that simply I""ting producer
prices from currently depressed levels will
lead to a significant increase in farm cutput.
If distortionary policies cause the relative
price of certain agricultural products to be
artificially low, making the production of
those commodities unremunerative, the re-
moval of such a source of price ditortions
through policy reform could be an inexpen-

" World Bank. World Development Report [982 tOxford: Oxford University Press, 1982), p. 44,
* Irma Adelman, "Beyond Exportled Growth,” World Development 12 {September 1084), p. 946.
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Figure 1—Annual growth rates of GNP and agricultural value added (at 1972

prices)

Percent

GNP
-3 == =~— = Agricultural value added
-4 1
-5 -
-6 T T T T T T L
1950 1955 1960 1965 1970 1975 1980 1085

Sources: Based on data for 1950-82 from Philippines, National Economic and Development Authority, Philippine
Statistical Yearbook (Manila: NEDA, vatious years); and for 1983-85 from Philippines, National Economic
and Development Authority, “The National Income Accounts of the Philippines, 1983-85," Manila,

December 1985.

sive means of improving agricultural perfor-
mance,

In practice there is likely to be some
interaction between the price mechanism
and nonprice facters as they affect agricul-
tural output. The short-run supply response
to price incentives surely depends on the
state of agricultural technology and institu-
tions, the adequacy of rural infrastructure,
the existing stock of agricultural capital, and
the availability of variable inputs. Over time
such nonprice influences on agricultural
production, especially those determined by
private decisions, are themselves likely to

9 See, for example, Hossein Askari and John T. Cummings,

be affected by relative price changes, so the
longer-run price eifects can be expected to
be larger than the short-run impact on agri-
cultural output. The quantitative evaluation
of these dynamic effects is an inherently
difficult econometric task, raising both con-
ceptual and statistical problems.®

It matters a great deal whether the price
elasticity of agricultural supply is for specific
products, a group of closely related prod-
ucts, or the aggregate. There is ample ~vi-
dence of a high degree of intercommcdity
substitution in Philippine crop production.
Producers of rice, the most widely grown

Agricuitural Supply Response: A Survey of Econometric

Evidence (New York: Praeger, 1976); and more recently Yair Mundlak, “The Aggregate Agricultural Supply,”

International Food Policy Research Institute, Washingtos,

D.C., September 1985 (mimeographed).
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crop, have been found to be generally re-
sponsive to changes in the price of rice rel-
ative to corn, sugarcane, coconut, and other
agricultural commodities. Assuming that
the price elasticity of rice hectarage is the
lower limit to the price elasticity of output
(that is, the price elasticity of rice yield is
nonnegative), Mangahas et al. conclude,
from a regression analysis of area response
based on 1953-54 to 1963-64 data for the
country's nine regions, that “it may well be
that in several of the regions the elasticity
of the marketed surplus of rice with respect
to expected (relative) price is at least
unity,” 10

Using regional data for 1960-78, which
include therefore several years after the in-
treduction of high-yielding rice varieties,
Bouis also finds significant reallocation of
farm resources due to relative price changes
among the principal crops produced in each
region.!! Estimated short-run rice area elas-
ticities with respect to expected rice/corn
revenue per hectare are positive for all but
one of the nine regions, ranging from 0.09
to 0.57. The regression results also indicate
important interactions between rice and
other principal crops (apart from corn):
sugar in Western Visayas and Central
Luzon; coconut in Southern Mindanao,
Northern Mindanao, and Eastern Visayas;
and tobacco in Cagayan.

Own-price and cross-price elasticities of
output supply for two agricultural product
categories, namely, food and export crops,
have been estimated by the present author
using the profit fu.iction approach and an-
nual data for 1948-74. Individual crops are
aggregated into the food and export crop
categories using chained Fisher quantity
and price indexes. The short-run elasticity
estimates are: own-price, 0.302 for food

crops, 0.251 for export crops; cross-price,
—0.198 for food crops and —0.121 for export
crops.'2

Finally, at the most aggregative level,
Quizon's work on input demand and output
supply elasticities in Philippine agriculture
(including crops and livestock), also based
on the profit function approach but utilizing
pooled time-series and cross-section data for
the nine regions from 1948 to 1974, indi-
cates a statistically significant estimate of
0.104 {computed at sample means) for the
short-run price elasticity of aggregate sup-
ply.!3 This figure lies within the range of
about 0.0 to 0.3 obtained in a recent survey
of empirical evidence on short-run aggre-
gate agricuitural supply response in develop-
ing countries,'?

These illustrative findings for the Philip-
pines indicate that the price responsiveness
of agricultural supply in the short run di-
minishes with an increasing level of product
aggregation. This would seem intuitively
plausible in view of the progressively lim-
ited possibilities for resource reallocation as
products become more differentiated. It can
only be expected that the scope far shifting
resources in the short run from agricultural
to nonagricultural preduction would be
more limited than that from food to export
crops, and even more so in comparison with
the scope for factor input substitution from
rice to corn and other crops.

Insharp contrast to the extensive empir-
ical work on short-run agricultural supply
response, estimates of the longer-run price
effects are few and problematical. Specifica-
tions of dynamic supply behavior based on
adaptive price expectations or partial output
adjustment are widely used, but such a
mechanistic approach does not address ap-
propriately the problems concerning the

19 Mahar Mangahas, Aida Recto, and Vernon W, Ruttan, “Market Relationships for Rice and Corn in the Philip-
pines,” Philippine Fconomic Journal S (First Semester, 1960): 22-23.
"' Howarth E. Bouis, "Rice Policy in the Philippines™ {Ph.D. dissertation, Food Resecarch Institute, Stanford

University, 1982).

*? Romeo M. Bautista, “Domestic Price Distortions and Agricultural Income in Developing Countries," Journal

of Development Fconomics 23 (No. 1, 1986): 19-40.

'? Jaime B. Quizon, “Factor Input Demand and Output Supply Elasticities in Philippine Agriculture,” Philippine

Economic Journal 20 (No.2, 1981): 103-120.

' Food and Agriculture Organization of the United Nations, “Agricultural Price Policies,” Rome, 1985 {mimeo-

graphed).
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likely interaction over time between rela-
tive price changes and the r onprice influ-
ences on agricultural output as indicated
above. The latter requires a more general
equilibrium framework that explicitly con-
siders how the allocation of new and exist-
ing resources among competing production
sectors from year to year is affected by the
evolving domestic price structure. There
has been no attempt to nse such an analyt-
ical approach to estimate longer-run supply
elasticities for Philippine agriculture. For
other developing countries, the one pub-
lished study that can be cited is the work
of Cavallo and Mundlak, in which a two-
sector model of the Argentine economy is
developed that endogenously determines
sectoral productivity, resource allocation,
and investment from period to period.!5 It
is worth noting that the dynamic price elas-
ticity of aggregate agricultural supply de-

rived from that study converges gradually
to about 1.0 in 17 years.'0

The range of elasticity values indicated
above, including those for short run and
long run and at various levels of agricultural
product aggregation, seems to suggest that
prices matter but that the “prices alone”
approach to policymaking is not likely to be
adequate and may need to be com-
plemented by cost-effective measures to im-
prove the nonprice conditions influencing
agricultural supply. While the present study
focuses on the differential effects of the for-
eign trade regime on agricultural prices (at
varying levels of product aggregation), there
is no presumption that nonprice factors
(technology, infrastructure, research, ex-
tension, and education, among others) are
unimportant and can be neglected in the
consideration of policy measures to improve
agricultural performance.

"% Domingo Cavallo and Yair Mundlak, Agriculture and Economic Growth in an Open Economy: The Case of
Argentina, Research Report 36 (Washington, D.C.: International Food Policy Research Institute, 1982).

' Domingo Cavallc, “Exchange Rate Overvaluation and Agriculture: The Case of Argentina,” background paper
for World Bank, World Develupment Report, 1966 {Washington, D.C.: World Bank, 1986). An unpublished study
on Chile using a similar dynamic framework indicates an even larger “implicit clasticity of about 2" over 20 years

{see Mundlak, “Aggregate Agricultural Supply,” p. 60},
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4

POSTWAR TRADE AND EXCHANGE RATE

POLICIES

“Trade and exchange rate policies” and
“foreign trade regime" are used syneny-
mously in this study to mean not only the
various aspects of commercial policy, such
as tariffs, export taxes and subsidies, quan-
titative restrictions, and other trade barriers
that create a wedge between the domestic
and foreign prices of tradable goods (that is,
exportables and importables), but also other
policies that affect the domestic prices of
tradable goods relative to nontradable or
home goods. The need to distinguish be-
tween the price elfects on tradables and
home goods in this study derives from the
high degree of tradability of agricultural out.
put in the Philippines.

Import and Foreign Exchange
Controls in the 1950s

Domestic demand for consumption and
capital goods increased markedly in the pe-
riod immediately after the Second World
War.!7 Because of the severe devastation of
the Philippine economy at the time, a large
part of this dcrand could be met only
through imports ' xport industries had not
been fully rehav.. tried, and hence there
was considerable pr.ssure on the trade bai-
ance. The balance-o01-payments problem in-
creasingly worsened as monetary and fiscal
policies became expansionary in 1946, a
presidential election year. The government
instituted in 1949-50 a comprehensive pro-
gram of import and exchange controls.

rationed the available foreign exchange
among various claimants, and kept the pre-
war exchange rate of two pesos to the U.S.
dollar.!® Although direct controls on im-
purts and foreign exchange were not delib-
erately introduced to stimulate industrial
import substitution, this objective quickly
became an effective motivation for continu-
ing them. Philippine policyniakers were
eager to promote industrialization. As early
as September 1946 a legislative act granted
special fax 2xemptions to “new and neces-
sary inrustries.” However, it was not until
the early 1950s, when the substantial be-
nefits from import and exchange controls
became evident, that a significant number
of industrial firms registered for such special
tax exemptions.

The immediate effect of restrictive im-
port and exchange controls was a sharp rise
in the prices of imported goods. This
prompted the government to liberalize im-
ports of “essential” consumer goods, raw
materials, and capital equipment relative to
so-called “nonessential” goods. Together
with the highly overvalued currency, the
criterion of essentiality gaverning the sys-
tem of direct trade controls created a stror.g
bias toward the domestic production of sub-
stitutes for finished industrial consumer
goods, imports of which were considered
less essential, while imported raw materials,
intermediate products, and capital goods
were made available at artificially low prices
(in pesos). This effectively penalized the pri-
mary production sectors (agriculture and

"7 For a fuller account of the policy developments in the 1950s, see Frank H. Golay, The philippines: Public
Policy and National Economic Development (1thaca, N.Y.: Cornell University Press, 1961); and Robert E. Baldwin,
Foreign Trade Regimes and Economic Development: The Philippines (New York: National Bureau of Economic

Research, 1975), Chapter 2.

** The Philippine Trade Act of 1946, passed by the U.S. Congress in 1946 and accepted by the Philippine

government as an executive trade agreement, stipulate
exchange rate of two pesos per 1.S. dollar without the exp
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mining), export-oriented industries, and in-
termediate and capital goods production.
The chronic trade deficits during the 1950s
particularly in the second half of the decade,
reflected the increasing dependence of do-
mestic industries on imports and the inabil-
ity to stimulate new exports.

Dissatisfaction with the control system
grew as balance-of-payments difficuities con-
tinued and as charges mounted of corrup-
tion and poor administration of the system.
There was also increasing pressure from ex-
porters for a more favorable exchange rate
and public perception of large windfall gains
accruing to importers as a result of the scar-
city premium from restricted imports. A law
enacted in September 1955 aimed to com-
pensate exporters for the currenc, oaver-
valuation by allowing certain exports to be
bartered for imports outside the exchange
conirol system. Exports under this “No-
Dollar Barter Law"” (which was repealed ir
1959} accounted for about 10 percent of
total exports in 1957, Government efforts
to capture part of the windfall gains going
to importers included an increase in the
sales tax on both imported and domestic
products in late 1950, intreduction of a 17
percent excise tax on the peso value of for-
eign exchange sold by the banking system.
and increases in tariff rates in 1955 and
1957,

Decontrol, Exchange Rate
Adjustment, and Tariff
Protection in the 1960s

Toward the end of the 19505, there was
little room left for nonessential imports, as
producer goods already amounted to nearly
90 percent of the annual import bill. The
worsening trade deficit prompted the au-
thorities to gradually dismantle the control
system and raiionalize the foreign exchange
rate. This was initiatcd by the introduction
in April 1960 of a multiple exchange rate

system in which the applicable peso-dollar
exchange rat» ranzed from 2.3 for exports
to 4.0 for nonessential imports.' This sys-
tem was modified over the next several
months to further depreciate the domestic
currency for each control category.

In January 1982, the government of
newly elected President Diosdado Macapagal
opted to accelerate the decontrol program,
removing most controls on foreign ex-
change and floating the peso in the free
market. The requirement of licenses for im-
ports was discontinued, but import duties
were raised on many items and special time
deposit requirements on imports were im-
posed. Alsu, exporters were required to sur-
render 20 percent of their foreign exchange
receipts at the old rate of two pesos per
dollar.

By June 1962, the floating exchange rate
had stabilized at P 3.90 per dollar, but ex-
porters continued to receive only P 3.52
due to the 20 percent surrender require-
ment. The latter was only removed in
November 1965, when the peso was offi-
ciaily devalued from P 2.00 to P 3.90 per
dollar.

These policy reforms did not change
qualitatively the incentive structure favoring
import-substituting consumer gonds indus-
tries. The protection structure continued to
be heavily biased against exporting by a dis-
torted and protective tariff system, which
took effect in 1957 but was made redundant
at the time by the import and foreign ex-
change controls, and discriminatory sales
taxes. Tariff escalation, in which import du-
ties are higher on semifinished products than
on raw materials and higher still on finished
products, encouraged assembly and packing
operations that depended heavily on im-
ported materials and capital equipment. The
following average nominal tariff rates were
calculated for 1957 by Valdepefias for a
sample of 111 commodities classified by
Central Bank exchange control calegories:
highly essential goods, 15 percent; essential

' For a detailed discussion oi changes in trade and exchange rate policies in the 1960s, sce John H. Power and
Gerardn P. Sicat, The Philippines: Industrialization and Trade Policies (London: Oxford University Press, 1971},
and Baldwin, Foreign Trade Regimes, Chapters 3.4, pp. 50-83.
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consumer goods, 18 percent; nonessential
consumer goods, 51 percent; essential pro-
ducer goods, 25 percent; and nonessential
producer goods, 30 percent.2? In view of
the tariff increases in January 1962 for many
import-competing products, the average tar-
iff rate for nonessential consumer goods rose
to 83 percent, for essential consumer goods
to 38 percent, and for producer goods to
47 percent.

From the beginning of 1966 (when the
administration of President Fercdinand Marcos
first assumed power) to mid-1967, expan-
sionary monetary and fiscal policies were
adopted. Reserve requirements against sav-
ings and timr deposits were reduced, the
basic rediscount rate lowered, and credit
conditions relaxed. At the same time, the
new government undertook a massive pro-
gram of capital formation emphasizing infra-
structure investients and development
services financed through both internal and
external borrowing,

There were two unfavorabie effects of
these expansionary policies. One was an
increase in inflation ratesin 1966 and 1967.
The cther was the sharp deterioration in
the country's trade balance, which was
more worrisome to policymakers. After a
U.S. $24 million surplus in 1965, the trade
account showed deficits of U.S. $9 million
and U.S. $224 million in the next two years,
forcing the Central Bank to tighten credit
and reintroduce foreign exchange controls
in mid-1967. This failed to prevent a further
worsening of the balance cf payments as
the government continued to pursue expan-
sionary policies related to the election
spending in 1969. Money supply rose S1
percent from 1965 to 1969 and by an un-
precedented annual rate of 18 percent in
1969 alone. Both internal and external pub-
lic debt nearly doubled during the same pe:
riod.

Flexible Exchange Rate
and Export Promotion
in the 1970s

In late 1969, a foreign exchange crisis
developed, precipitated by the need to ser-
vice the short-term credit that had financed
the trade deficits and expansionary policies
in the immediately preceding years. The
policy response was to float the Philippine
peca in February 1970 and eliminate some
of the exchange controls in effect since
1967. By December 1970 the nominal ex-
change rate had settled to 6.4 pesos per
doiiar, representing an effective devaluation
nf 61.4 percent over the year.

As part of the devaluation package, 80
percent of foreign exchange earnings from
some traditional exports (including copra,
sugar, logs, and copper concentrates) were
to be surrendered to the Central Bank at
the old exchange rate of 3.90 pesos per
dollar, while the remaining 20 percent
could be sold at the free market rate. This
was replaced in May 1970 by a temporary
stabilization tax on traditional exports (at
rates ranging from 4 to 10 percent ad val-
orem}, which in turn was made a permanent
part of the customs and tariff code in 1973.
Moreover, in February of 1974, an addi-
tional tax was levied on the premium de-
rived from export price increases beginning
in 1973.2! Thus the significant gains from
the devaluation and the world commodity
boom in the early part of the 1970s were
partly siphoned off from producers of tradi-
tional export products.

The de facto devaluation was followed
by the enactment of the Export Incentives
Act of 1970, which signaled a policy shift
toward 4 more outward-louking industrial
development strategy. Among other incen-
tives, enterprises registered with the Board
of Investments {BOI) under this act qualified

Y Vicente B. Valdepenas, Jr. The Protaction and Development of Pnilippine Manufacturing (Manila: Ateneo

University Press, 1970), p. 81.

2! Rates of this premium export duty, ranging from 20 to 30 percent, were applied tr the difference between
the ruling export price and the base price as of February 1984. When the commodity price boom ended later in
the year, the premium tax became ineffective {except for sugar in 1975}, and even the regular export tax was
temporarily withdrawn on export commodities hardest hit by the recession,
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for various kinds of tax exemptions includ-
ing export taxes, deductions of the firm's
exporl revenue from taxable income for five
years, and a tax credit equivalent to all
taxes—sales, specific, and import—on raw
materials used in export production. These
were additional to the fiscal incentives made
available to export producers under the In-
vestment Incentives Act of 1967.22 The av-
erage rate of tax subsidy for BOl-registered
firms as a proportion of input value has been
estimated at 15 percent in the mid-197 0s.%3

A new tariff code took effect on January
1, 1973, that simplified the previously com-
plicated tariff schedule by reducing the
number of tariff rates to only six (a basic
revenue rate of 10 percent and a five-level
schedule of protection rates). It raised dutic
on 796 items in the old tariff code, reduced
thenion 451 items, and left unchanged 392.
The net result was an average nominal pro-
tection slightly higher by about 3 or 4 per-
centage points.?*

In addition to the improved exchange
rate and fiscal incentives, export proclucers
also received, on a selective basis favoring
labor-intensive manufactured products,
various forms of financial and infrastructure
support, including the establishment of ex-
port processing zones and marketing ser-
vices, as well as the simplification of export
procedures and documentation. They com-
pensated in part for the stiil pervasive bias
of the country's incentive system against
exporting. The highly protective tariff sys-
tem was the primary =ource of this bias, but
no aitempt was made to deal directly with
it as part of the export promotion program
during the 1970s. Even so, the policy mea-
sure adopted in the early 1970s must have
substantially enhanced the attractiveness of
production for export relative to domestic
sales during the first half of the decade.

One important and controversial aspect
of Philippine economic policy in the 1970s
concerns the management of the nominal
exchange rate. From the floating of the peso
in February 1970 to the 1983 foreign ex-
change crisis, the authorities maintained a
flexible exchange rate policy, allowing the
domestic currency to depreciate in nominal
terms. The annual rate of depreciation
varied slightly from year to year, exceeding
5 percent (but staying within 10 percent)
only in 1972, 1975, and 1082.

In the face of sustained large deficits in
the current account and higher inflation
rates relative to the Philippines’ trading
partners since 1974, it seems surprising
that the peso did not depreciate much more
rapidly. The explanation lies in the capital
account. The Philippines, having received
relatively large foreign loans in the 1970s,
faced no threat of depletion of international
reserves and hence no immediate pressure
to devalue. Indeed, as shown in Table 4,
foreign borrowing was so large in 1974-79
that Central Bank reserves even increased
significantly.

The current account deficits in the
1970s were of course related to the external
shocks that buffeted the Philippine econ-
omy during the decade. The policy response
to the adverse external developments and
trade deficits was to borrow externally. In
deciding to sustain the growth momentum
initiated in the early 1970s, policymakers
adopted a countercyclical strategy through
expansionary fiscal and monetary policies.
Thus, during 1974-80, the annual rate of
increase in government spending and
money supply averaged 22 and 18 percent,
which were much higher than their trend
rates.

Another notable aspect of the policy en-
vironment in the late 1970s was the in-

2 These incentives consisted it first, a double deductica from taxable income of export promotion expenses
and of freight costs incurred in exporting; and second, a tax credit eyuivalent of 7 percent of the cost of raw

materials used in export production.

2 Norma A. Tan, “The Structure of Protection and Resource Flows in the Philippines,” in Romeo M. Bautista,
John H. Power, and Assaciates, Industrial Promotion Policies in the Philippines {Makati: Philippine Institute for

Development Studies, 1979}, pp. 157-159.

2 International Labour Office, Sharing in Develupment in the Philippines {Geneva: 1LO, 1974), p. 113,

25



Table 4—Foreign trade and Payments indicators, 1972-83

Ratio of

Current  Ratio of Current Internaticnal Debt

Account  Account Deficits Internationat Reserves Foreign External  Service
Year  Balance to Trade* Reserves® to Trade® Borrowing®  Debt? Ratio®

(S million} (percent) {S million) (percent) {S million; {percent}
1972 0 S 551 35.7 166 2,210 27.8
1973 536 o 1,038 43.0 ~-49 2,306 17.1
1074 ~170 1.0 1,504 390.8 642 2,723 14.2
1075 892 23.4 1,360 35.7 748 3,402 15.6
1976 1,650 25.6 1,042 40.0 1,188 5,09 249
1977 -752 15.9 1,524 32.1 634 6,503 17.2
1978 1,102 19.6 1.881 33.7 1,459 195 20.8
1979 1,497 20.8 2,416 33.8 2,032 4,733 20.3
1980 -1,004 20.7 3,140 345 2,628 12,187 18.7
1981 -2,001 20.9 2,574 263 1,628 14,826 21.2
1982 -3,121 31.8 1,711 17.7 2,957 17,475 28.9
1983 -2,707 28.4 864 0.1 1,270 18,864 23.9

Seurces: John H. Power, “Response to Balance of Payments Crisis in the 1070s: Korea and the Philippines,” Staff
Paper Series No. 8303, Philippine Institute for Development Studies, Makati, 1983 {mimeographed);
and Filologo Pante, Jr., * The Evolution of the Balance of Payments,” Philippine Institute for Development
Studies, Makati, 1084 (mimeographed). Revised figures for international reserves in 1981, 1982, and
1983 were obtained trom International Monetary Fund, Intemational Financial Statistics (Washington,

D.C.: IMF, 1086,
" Trade s the average of expore and import values,
" Internatinnal reserves are end of year gross.

*Fareign borrowing is the trade deticit plus the increase in intcinational reserves,
T This is the end of year outstanding external debt (inclusive of short terin debt) of the nonmonetary sector.
" The debtservice ratio is the debt service divided by foreipn exchange receipts from exports of goods and services.

creased role of govarnment in the regulation
of various sectors of the cconomy. This was
facilitated by the broad powversof the martial
law regime imposed in September 1972,
Government monopoly on foreign trade in
rice, corn, and wheat and direct price con-
trols during the 1970s effectively reduced
the instability in domestic prices of major
food crops. In the wake of the shortfalls in
rice production during 1971-73, which co-
incided with the world food crisis, a major
effort was undertaken by the government
to promote rice self-sufficiency. The adop-
tion of the new technology was encouraged
by the so-called Masagana 99 program,
which provided farmers with noncollateral,
low-interest loans to purchase fertilizer and
seeds at subsidized prices. Government in-
vestment in irrigation during 1973-77 ex-

panded 10-fold in constant pesos relative to
1966-70.%5 Irrigation water was provided
to food crop producers at a subsidy rate rang-
ing from 60 to 90 percent.26 Higher-than-
border prices for fertilizer, farm chemicals,
agricultural equipment, and fuel tended to
offset the subsidized price of irrigation, mak-
ing the domestic and world prices of inputs
used by food crop producers comparable
overall.

Trade in coconut and sugar-—the coun-
try's dominant export crops—has been par-
ticularly subject to government intervention
since the early 1970s beyond the imposition
of export taxes and premium duties atready
mentioned. An export quota for sugar has
been in effect since 1962. Beginning in
1970, sugar trading in both domestic and
foreign markets was taken over by rtale cor-

= Randolph Barker, e Philippine Rice Program: Lessons Jor Agricultural Development, Cornell International
Agriculture Monograph 104 (Ithaca, N.Y.: Cornell University, 1984},

“ Cristina C. David, “Economic Policies and Philippine Agriculture,” Working Paper 83-02, Philippine Institute
for Development Studies, Makati, 1983 (mimeographed}, p. 29.
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porations. Since 1974, there has been only
one buyer and exporter of sugar from sugar
mills. During 1974-80, producers received
an average of only 77 percent of the world
price.?’ It has been estimated that, due to
the monopoly of domestic and foreign trade,
sugar producers suffered a net loss of be-
tween 11 and 14 billion pesos over the crop
years 1974/75 to 1982/83.28 Moreover,
the additional link in the market chain and
“1efficiencies in government marketing op-
erations meant additional mark-ups and a
substantially increased marketing margin.
In the case of coconut, the government
imposed a production levy, established a
dominant coconut milling company, and
began a program of coconut reporting. The
coconut levy was initially set in 1971 at
P 5.50 per ton of copra. It has since evolved
into a variety of special levies, which have
financed, among other things, the acquisi-
tion of a major share of the country's total
milling capacity and operation of the
Coconut Industry Development Fund to pro-
mote replanting cf the country’s coconut
farms with hybrid varieties. Clarete and
Roumasset have estimated that the nominal
protection rate for copra was -8 percent
from 1970 to 1972, and “it became more
negative, -24 percent, from 1973 to 1979,
reflecting the introduction of the levy.”?"

Tariff Liberalization and
Foreign Exchange Shortage
in the 1980s

By the late 1970s, Philippine policy-
makers were acutely aware of the need to
further improve the international competi-
tiveness of domestic industry, which was

more heavily protected from foreign com-
petition than other market economies in
Southeast Asia.}® With technical and finan-
cial support by the World Bank, a program
of industrial structural adjustment was ini-
tiated in 1981. It included measures to sig-
nificantly liberalize the foreign trade regime
through tariff reform and relaxation of import
licensing, to rationalize fiscal incentives,
and to revitaiize certain industries (for ex-
ample, textiles} through technical and credit
assistance. Unfortunately, the program was
overtaken by the foreign exchange crisis be-
ginning in August 1983. Some of its com-
ponents were superseded by policy actions
designed to deal with short-term contingen-
cies.

What remained relatively intact was the
tariff liberalization scheme. Peak tariff rates
of 100 and 70 percent that did not affect
14 strategic industries (which had their own
sectoral pians) were reduced to 50 percent
in two stages on January | of 1981 and
1982. Very low rates, on the other hand,
were raised to at least 10 percent by 1985,
The gradual tariff revisions scheduled from
1981 to 1985 would have reduced the av-
erage tariff rate from 43 percent in 1980
to 18 percent in 1985. Effective tariff pro-
tection for manufacturing would have de-
clined from 70 to 31 percent. Consumer
goods industries still would have enjoyed
the highest protection at 43 percent, versus
14 percent for intermediate goods and 20
percent for capital goods.3! Protection for
import-substituting industries also would
have been reduced and that for export in-
dustries raised significantly, but the bias in
favor of the former would remain.

To complement the tariff reform, import
licensing was also to be gradually released.

A Gerald C. Nelson and Mercedes Apcaoili, “Impact of Government Policies on Philippine Sugar,” Working Paper
83 0.1, Philippine Institute for Development Studies, Makati, 1083 (mimeographed), p. 23.

2 Dante B Canlas et al., "An Analysis of the Philippine Lconomic Crisis: A Workshop Report,” University of the
Philippines, School of Economics, Quezon City, June 1084 {mimeographed)

2 Ramon 1. Clarete and James A. Roumasset, “An Analysis of the Economic Policies Affecting the Philippine
Coconut Industry,” Working Paper 83 08, Philippy e Institute for Development Studies, Makati, 1983 (mimeo-
graphed), p. 28.

¥ Philippine Tariff Commission, Tanff Profiles in ASEAN (Manila: National Economic and Development Authority,
1979).

3 Romeo M. Bautista, “The 1081 85 Tariff Changes and Effective Protection of Manufacturing Industries,” Journal
of Philippine Development 8 (Nos. | and 2, 1981}: 1-20.
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From the original list of 1,300 import items
banned or requiring prior approval by the
Central Bank and other government agen-
cies, 264 were removed in 198]. Another
610 were taken off the list in eary 1082,
and the plan was to abolish the whole list
by year-end 1983. Recause of the foreign
exchange crisis, the latter did not materi-
alize. Instead, comprehensive controls on
foreign exchange and imports were intro-
duced.

Although the political turmoil and mas-
sive capital flight following the Aquino assas-
sination precipitated the foreign exchange
crisiz, the rapid growth of the country’s ex-
ternal debt and the sustained trade deficits
that required it could have been avoided
had macroeconomic policy been more pru-
dent. As pointcd out above, the government
borrowed jieavily ahroad and pursued ex-
panisionary fiscal and monetary policies in
the face o: the large current account deficits
induced by the 1973-74 oil crisis in order
to sustain the growth momentum initiated
in the early 1970s. While it probably made
sense to seek foreign loans until 1978 when
the London Interbank Offer Rate, LIBOR,
was 9.3 percent, the same strategy after
1981 (when LIBOR had increased to 16
percent) proved very costly in terms of the
country’s debt burden.

What is worse, the investments made
did not pay »ff. Government financial in-
stitutions  bankrolled many projects of
doubtful economic validity whose propo-
nents were frequently persons with strong
political connections.3 Nonfinancial gov-
ernment coiporations suffered from huge
deficits, which averaged about P 12 billion
in 1981-82. By 1982, foreign borrowing had
reached a record 8.5 percent of GNP, and
the government deficit was at an unprec-
edented 4.3 percent of GNP. It is not a
coincidence that the public sector's share

in total external debt rose from 40 percent
in 1971 to 56 percent by 1982.

In absolute terms foreign borrowing by
the private sector aiso increased signifi-
cantly—by 20 percent annually during
1973-82 on the average (or, deflated by the
import price index, by 8 percent). This can
be attributed in part to the undervaluation
of foreign exchange, which made foreign
capital more atiractive than that from do-
mestic sources. Since the governinent gen-
erally guaraiveed debt repayment, foreign
lending to the private sector was given ad-
ditional encouragement. Liber] access to
external capital under conditions of re-
stricted traae often leads to excessive for-
eign borrowing, as Hughes has pointed
out,33

After 1981 current account deficits
could no longer be financed from foreign
loans, necescsitating a significant drawing
down of Central Bank reserves, Moreover,
in view of the tightness of the international
financial market, there was increasing diffi-
culty in obtaining long-term loans. In 1982,
short-term capital inflows were about three
times those in 1979 (reaching U.S. $12.1
billion), and the ratio of short-term debt to
total outstanding debt rose sharply from
18.6 percent to 25.6 percent. Normally,
short-term Icans were being rolled over on
a 3- to 12-month basis. However, as foreign
bank i-nders becrme more apprehznsive
about the country’s mounting indebtedne:s,
short-term loans were increasingly called.
The debt crisis arose essentially because
lenders discontinued the rolling over of
short-term: loans owing to the political insta-
bility after August 1983. To compound the
probler, there was a massive capital flight
following the Aquino assassination, esti-
mated at U.S. $200 million within a few
weeks. The U.S. $2.7 billion current ac-
countdeficit incurred in 1983 (representing

Y The conversion of rovernment loans to equity became a common form of bailout for financially troubled firms.
Thus, in mid-1983 the Development Bank of the Philippines, a government institution, owned or managed 73
large once-private firms. Other public corporations, such as the National Development Company and the Philippine
National Ban, had also taken over many firms threatcned by failure in which government exposure was subs-antial,
Y Helen Hughes, “External Debt Problems of Developing Countries,” in Energy and Structural Change in the
Asia Pacific Region, ed. Romeo M. Bautista and Seiji Naya (Makati: Philippine Institute for Development Studies

and the Asian Development Bank, 1984), pp. 469-495,
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8.0 per.ent of GNP) had to be financed from
international reserves, which slurped to a
level equivalent to less than one month's
imports by mid-October. This represented,
by any standard, a foreign exchange crisis.
The Philippine government scon declared
a moratorium on payment of debt principal,
the total debt outstanding amounting to
about U.S. $26 billion at the time.

Foreign exchange and import controls
were imposed in October 1983 signaling
an emergency retreat from the trade liberat-
ization program. The Central Bank required
all commercial banks to turn in their foreign
exchange receipts so that priority imports
and other payments could be made. It has
been noted that the Central Bank priority
listing tended to “give more protection to
heavily protected import substitutes while
penalizing less protected sectors (e.g., ex-
ports)."34

These controls on foreign exchange and
imports superseded therefore the scheduled
lifting of import bans in 1983 under the
trade liberalization program. Tariff rate revi-
sions through 1985, although made redun-
dant by the exchange and import controls,
kad not been substantially affected. As a
revenue measure and also to curtail itnports,
a 5 percent general import tax was imposed
in November 1983, which was raised to 8
percent in April 1984 and then to 10 per-
cent in June 1984. Additional export duties
ranging from 2 to 5 percent were levied on
traditional export products from November
1983 to December 1984, and an economic
stabilization tax cf 30 percent was imposed
on all exports duting June-September 1984.
To discourage imports and reduce capital
outflow, the pesu was devalued three
times—in June 1983 by 7.8 percent to 11
pesos per dollar, then in October to 14 pesos

¥ Mario B. Lamberte et al., A Review and Appraisal of t

per dollar, and in June 1984 to 18 pesos
per dollar. In October 1984 the peso was
allowed to float.

Conciuding Remarks

It is unfortunate that the recent major
attempt at trade liberalization in the Philip-
pines tock place during a period of adverse
conditions in the external economic envi-
ronment. The deterioration in the country’s
terms of trade was especially severe: the
trade index (1972 = 100) declined to 71 in
1977 and to 59 in 1982. The world reces-
sion that began in 1980 also imposed an
effective ccnstraint on the countrv’s ability
to expand exports and reduce trade deficits.

Unfavurable external circumstances un-
doubtedly have been an important influence
in Philippine economic performance since
the mid-1970s. They have also hampered
the implementation of recent trade liberal-
ization policies and contributed to the
present balance-of-payments problem. How-
ever, this does not tell the whole story. The
role of domestic policies has also been sig-
niiicant. The decision to maintain an osten-
sibly high growth strategy in support of
expansionary macroeconomic policies and
heavy external borrowing led to rapid in-
creases in imports. This was not matched
by a commensurate expansion of exports.
This is explained by the depressed foreign
demand and the -eiative uncompetitiveness
of domestic industry, The latter in turn can
be attributed to market price distortions
arising from irade and industrial policies,
which not only prevented a more rapid
growth of Philippine exports, “but also
undermined the efficiency of tianslating a
high level of investment into growth,"”35

Gevernment Response to the 1983-84 Balance of

Payments Crisis, Monograph Senw .. +0. 8 (Makati: Philippine Institute for Development Studies, 1985), 0. xvii.
¥5 John H. Power, “Response to Balance of Payments Crises in the 1970s: Korea and the Philippines,” Staff Paper
Series 83-05, Philippine Institute for D¢ velopment Studies, Makati, 1983 (mimecographed), p. 27.
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5

EFFECTS ON RELATIVE I
AMONG TRADABLE GO

This chapter examines the impact of
Philippine trade and exchange rate policies
on incentives to produce tradable goods. It
considers first the overall trade bias (OTB),
which indicates at the most aggregative
level the extent to which the trade regime
encouraged or discouraged the production
of expoitables relative to importables. The
empirical analysis also yields annual esti-
mates of aggregate implicit tariff and export
tax rates, representing the average disparity
between domestic and foreign (border)
prices of tradable goods.

As indicated in the preceding chapter,
the effects of the trade regime have differed
by product categories, especially during the
1950s. It is appropriate, therefcre, to ex-
amine their effects on production incentives
for at least some tradable product groups.
The most relevant for the present study are
the traditional exports, new exports, essen-
tial consumer goods imports, and nonessen-
tial consumer goods imports. Finally, as the
relationship between domestic and border
prices could have varied across individual
commodities, the incentive effects of the
trade regime on the country's major agricul-
tural products are also analyzed.

Aggregate Measure
of Trade Bias

An OTB measure can be represented as:>®
OTB - (P,/P,i/(P}/P2), (1)

where P, and P, are the domestic prices of
2xportables and importables, and Pyand P},

NCENTIVES
ODS

are their respective border prices. A propor-
tioriate change in this relative price ratio
would reflect the net tmovement of the rel-
ative domestic. price of exportables vis-a-vis
importables after taking into account the
concurrent change in the relatjve foreign
price; hence it can be interpreted to repre-
sent the change in the domestic price ratjo
due to domestic policies, If OTB<1, there
is an antitrade bias in the country's commer-
cizl policy: the production of importatles is
being promoteda reiative to exportablcs,
which would tend to reduce foreign trade.
On the other hand, OTB> 1 implies a pro-
trade bias: there is price discrimination in
favor ¢ export production and against im-
port substitution, increasing possibilities for
trade. The unbiased value of OTB = | indi-
cates that neither export production nor im-
port substitution is being encouraged by do-
mestic price policies.

In the absence of quantitative trade re-
strictions,

P, = (1 -t)R-P} = EER,-P}, (2]

and
Pm = (1 -tq) R+ Pf = EER,, - Ps,  (3)

where t, and t,, are the implicit export tax
and import tariff rates, R is the average nom-
inal exchange rate applicable to export and
import goods, and EER, and EER,, are the
effective exchange rates for exports and im-
ports, respectively. EER estimates for ex-
ports and imports have been derived by
Baldwin for the period from 1950 to 1971,

¥ A similar measure has been used in Carlos Diaz-Alejandro, “Exchange Rates and Terms of Trade ini the Argentina
Republic, 1913-1976,” in Trade Stability, Technology and Equity in Latin America, ed. Moshe Syrquin (Orlando:

Academic Press, 1982,
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which Senza has extended through 1980,%”
taking into account “the differential impact
on these transactions of tariffs, discriminat-
ory sales or compensating taxes {on im-
ports), special foreign exchange taxes,
exemptions from varjous domestic taxes,
subsidized borrowing rates, and marginal-
deposit requirements on imports.”®

Using equations {2} and (3}, the expres-
sion for the OTB given in equation (1) can
be transformed into

OTB = (1 -t,/1 +t,) = (EER,/EER,,). (4)

The benchmark estimates of t, t,, and
OTB for 1971 are first derived based on the
weighted averages of Baldwin's 1971 EER
estimates for various categories of irnports
and exports. In view of the trade liberaliza-
tion measures implemented in 1970-71,
which removed much of the import and
foreign exchange restrictions introduced in
1968-69, the use of 1971 as a benchmark
year is appropriate. The estimated EER, for
that year is 5.96 and the EER,, is 8.46;
hence, OTB - 0.704, t,, ~ (EER,/R)
| 0.316, and t, - 1 (EER,/R)
0.073. This implies that there was price
discrimination due to trade policy in 1971
against expori production in favor of import
substituticn.

For other years during 1950-80, it is
possible to estimate t, and t,,, based on equa-
tions (2) and (3}, in two ways, using: first,
the Baldwin-Senga estimates of EER, and
EER,,; and second, Central Bank data on
wholesale price indexes in Manila for export
products (P,) and imported commodities (P,,,),
and on unit value ‘ndexes (in U.S. dollars)
for exports (Py) and imports (P).}” One
difficulty with using the Central Bank price
indexes is that P; and P} are Paasche in-
dexes (with current year weights), while P,

and P,, are Laspeyres with 1965 base year
weights. As indicated in Chapter 3, the struc-
ture of Philippine exports changed markedly
during the 1970s, as the share of new in-
dustrial exports increased at the expense of
traditional agricultural exports. This makes
virtually noncomparable the temporal move-
ments of P} and P, in the 1970s. Because
there were rio quantitative restrictions on
exports during 1950-80 (except on exports
of logs toward the end of the period), using
the Baldwin-Senga estimates of EER, is the
more reasonable alternative in estimating t,.

Annual values of the implicit export tax
rate so derived are presented in the first
column of Table 5. They indicate a very
small direct export subsidy of 1.0-1.5 per-
cent during the 1950s and even lower rates
in the 1960s. The introduction of stabiliza-
tion taxes or traditional exports in 1970 led
to positive implicit tax rates through 1973,
which subsequently reverted to negative
rates (except in 1976) as taxes on some
major export prouucts were waived due to
sharp declines in world commodity prices
and as direct subsidies to export producers
weighed more heavily. Overall, the range
of —6.0 to 7.3 percent does not seem to
represent, by developing-country standards,
a substantial direct tax or subsidy to exports.

Because imports have been subject to
varying degrees of direct controls and quan-
titative restrictions, most extensively during
the 1950s, the EER estimates for imports
derived by Baldwin and Senga, which do
not include the scarcity premium due to
such restrictions, cannot be used for cal-
culating the implicit tariff rate. What can
be done, however, is to derive t,, from the
Central Dank indexes of wholesale and trade
unit values of importec and export goods.
Because the composition of Philippine im-
ports did not change significantly during

7 Baldwin, Foreign Trade Regimes; and Kunio Senga, “A Note on Industrial Policies and Incentive Structures n
the Philippines; 104980, Philippine Review of Economics and Business 20 (September-December 1983):
299-305. The annual EER estimatcs for various product categories are given in the Appendix, Table 17.

Y8 Baldwin, Foreign Trade Regimes, pp. 84-85.

¥ Annual values of these indexes are given in the Appendix, Table 18.

31



Table 5—Implicit export tax rates,
implicit and average tariff
rates, and overall trade
bias, 1950-80

Implicit  Implicit Average Overall

Export Tariff Tariff Trade
Year  TaxRate Rate Rate Bias
1920 ~0.010 1.205 0.003 0.458
1951 -0.010 1.280 0.202 0.443
1952 -0.C10 1.906 0.202 0.348
1953 -0.015 1.707 0.202 0.375
1954 -0.015 1.678 0.199 0.379
1955 ~-0.015 1.599 0.210 0.391
19506 ~0.015 1.445 0.262 0.415
1957 -0.015 1.570 0.268 0.395
1958 -0.015 1.644 0.283 0.384
1659 -0.015 1.704 0.549 0.375
1960 -0.011 1.852 0.530 0.354
1961 ~0.011 1.0¢1 0.423 0.339
1962 -0.000 0.75¢6 0.382 0.573
1963 --0.000 0.720 0.356 0.583
1964 -0.000 0.728 0.345 0.582
1965 -0.005 0.708 0.389 0.588
1966 -0.005 0.697 0.360 0.592
1967 -0.008 0.658 0.371 0.608
1063 -0.008 0.515 0.382 0.665
1969 -0.008 0.658 0.380 0.608
1970 0.055 0.287 0.368 0.734
1971 0.073 0.310 0.322 0.704
1972 0.034 0.301 0.399 0.743
1973 0.033 0.184 0.353 0.817
1974 -0.009 0.051 0.388 0.961
1975 -0.025 0.050 0.388 0.976
1676 0.009 0.152 0.388 0.860
1977 -0.010 0.150 0.388 0.8806
1978 -0.056 0.204 0.405 L 831
1979 -0.051 0.333 0.405 0.788
1980 ~0.060 0.220 0.405 0.869

Sources: Derived from the Appendix, Table 17, which
is based on Robert E. Baldwin, Foreign Trade
Regimes and Fconomic Development: The
Phitippines (New York: National Bureau of
Economic Research, 1975); and Kunio Senga,
“A Note on Industiial Policies and Incentive
Structures in the Philippines: 1949 80,”
Philippine Review of Feonomics and Business
20 (September December 1983): 209.305.

1950-80, the two sets of indexes are com-
parable.*> The calculated annual values of
ty are shown in the second column of Table
5. The marked differences of the t,, values

over the three decades are striking. From
1950 to 1960 the domestic price of import-
ables exceeded the foreign price, on the
average, by 163 percent. The average im-
plicit tariif rate went down to 68 percent
during 1962-69, and further declined to 20
percent during 1970-30,

The third column of Table 5 reports the
calculated values of the average tariff rate
implied by the Baldwin-Senga estimates of
the effective exchange rates for imports
(EERy,), which, as pointed out above, do not
take into consideration the protective effect
of quantitative import restrictions. They are
understandably much lower in the 1950s
:ompared to the corresponding values of
the implicit tariff rate. The difference is seen
to be significantly smaller in the 1960s, re-
flecting the effects of the decontrol program
implemented early in the decade. Finally,
one finds that, for many years during the
1970s, the average tariff rate was even
higher than the implicit rate, reflecting t+
widespread exemptions from tariffs a, 4
other import taxes granted to government-
favored industrial enterprise, including (but
not exclusively) those registered under the
Investmient Incentives Act of 1967 and the
Export Incentives Act of 1970.

Based on the implicit expoit tax and
tariff rates calculated above, annual values
of the OTB frormn 1950 to 1980 are obtained
and presented in the last column of Table 5.
Because the OTB values were consistently
less than ane, it appears that the Philippine
trade policy throughout the entire period
favored producers of import-competing goods
over export producers. However, there was
anincreasing OTB trend, implying a decreas-
ing bias against trade. The intensity of bias
(represented by the deviation of the OTB
value from one} is seen to be highest in the
1950s, as might be expected from a period
of comprehensive import and foreign ex-
change controls. The policy reform in the
early 1960s appears to have favored export

“* These estimates represent weighted averages of the EER, estimates derived by Baldwin and Senga for traditional
and new cxports (see the Appendix, Table 17). The weights used for 1950-69 are based on the 1960 shares in
total exports, 0.995 fr ; traditional exports and 0.095 for new exports. For 1970-80 the annual shares of these
two export categories are used. The marked export diversification that occurred in the 1970s is reflected in the
rising share of new exports from 0.114 in 1970 to 0.504 in 1980.
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production, as reflected in the increasing
OTB. Finally, it seems that exporting was
further encouraged in the 1970s by fiscal
and other incentives to export producers.
However, these incentives did not fully
offset the still significant price bias in faver
of iruport-competing production. After 1975
the increasing trend of the OTB was re-
versed, as export subsidies declined during
the second half of the decade. The average
values of OTB during the subperiod broadly
reflect the extent of price discrimination
against exrort producers in the aggregate
during the three major phases in the evolu-
tion of the country’s foreign trade regime:
1950-61, 0.388; 1962-69, 0.600; and
1970-80, 0.763.

Relative Incentives Among
Tradable Product Categeries

The concept of OTB provides a useful
summary indication of the influenre of do-
mestic price policies on relative proauction
incentives between exportables and import-
ables. Such an aggregate measure, however,
conceals possible differences in the effects
on different classes of export and import-
competing products. In the Philippine con-
text this is an important consideration in
view of the nature of trade and exchange
rate policies adopted during the postwar pe-
riod.

Based on the evolution of the country’s
foreign trade regime, it is necessary for the
purposes of the study to distinguish between
“essential” and “nonessential” consumer
goods imports and belween “traditional”
and “new” exports. The two principal food
crops, rice and corn—import-competing,
throughout most of the postwar period-—are
in the essential consumer good (EC) import
category, while the major export crops such
as sugar and coconut are classified as tradi-
tiona! exports (TX}. On the other hand, im-
ports of most industrial consumer goods,
especially light manufactures, are consid-
ered nonessential {NEC), their domestic
production being promoted through direct
trade controls in the 1950s and by high
tariffs since the early 1960s. Also, since

1970 the expansion of new exports (NX},
consisting largely of manufactured goods
and to a limited extent nontraditional agri-
culturat and mining products, has been offi-
ciallv encouraged: the average values of the
effective exchange rates for these categories
of tradable goods, based on the Baldwin-
Senga estimates, are given for 1950-59,
1960-69, and 1970-80 in Table 6.

It is evident from the markedly higher
EER values for NEC iinports that the trade
regime indeed favored industrial import
substitution. As noted earlier, the EER
values for the “control period” of the 1950s
even understate the implicit protection to
import-competing production, in particular
of nonessential consumer goods. Relative
incentives due to trade and exchange rate
policies tended to be increasingly biased
against the production of traditional agri-
culturat exports. The average EER for this
product category relative to NEC imports
decreased from 0.549 in the 1950st00.327
in the 1960s and 0.259 in the 1970s.

Table 6—Average effective exchange
rates, by product category,
1950-59, 1960-69, and
1970-80

Product Category 1950-59 1960-69 1970-80
Traditional exports (TX) 2.000  3.459  6.602
(0.549) (0.327) (0.259)
New exports (NX) 2294 3704 8.018
(0.629) (0.351) (0.319)
Essential consumer 2.064 3906 8.136
good (EC) imports (0.560) (0.370) (0.320)
Nonessential consurner
good (NEC} imports 3.645 10.563 25.459

Sources: Derived from the Appendix, Table 17, which
is based on Robert E. Baldwin, Foreign 1rade
Regimes and Economic Development: The
Philippines (New York: National Bureau of
Economic Research, 1975}; and Kunio Senga,
“A Note on Industrial Policies and Incentive
Structures in the Philippines: 1949-80," Phil-
ippine Review of Economics and Business 20
(September-December 1983): 299-305.

Note:  Numbers in parent} eses indicate ratios of ef-
fective exchange rates EER) for a given prod-
uct category to EER for NEC imports.
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Based on the annual values of the EER
ratios in Table 7, one observes a continuing
bias in faver of import-competing industrial
praduction from 1950 to 1980. Indeed, it
is remarkable that, even in the 1970s when
a more outward-looking development strat-
egy was being promoted by the government,
the bias against agricultural export products
continued. In the case of industrial exports,
the existing biases of the trade regime were
being offset, at least in part, by fiscal and
financial ir centives provided to registered
enterprises under the Export Priorities Act
of 1970, as well as the deveiopment of ex-
port infrastructure specifically directed 1o
manufactured exports. The annual values of
the EER ratio for traditional {agricultural)
exports relative to both new exports and
essential consumer good imports {including
rice and corn) are seen from the last two
columns of Table 7 to be consistently greater
than one. Particularly noteworthy are the
higher values of the EER ratio of NX/TX in
the first half of the 1970s and of EC/TX
tnroughout the decade, indicating the in-
creased policy biases toward production of
nontraditional export and import-compet
ing essential consumer goods during those
periods.

Relative Incentives to
Major Agricultural Products

In examining the differential price ef-
fects of Philippine trade and exchange 1ate
policies among agricultural tradables, the
major agricultural commodities considered
here are the traditional exports, which in-
clude coconut, pineapple, tobacco, and
abaca, and the import-competing goods, rice
and corn,

Analogous to equations {2) and {3), an
effective exchange rate for commodity i,
representing the number of units of domes-
tic currency (pesos) per U.S. dollar received
by exporters or paid by importers of i, can
be defined as:

EER, - P/P*, (5)

*! See the Appendix, Tables 19-21.
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where P, and P} are the domestic and border
prices of commodity i.

The ratio of EER, to EER;, the latter de-
noting the effective exchange rate for the
commodity category j{=TX, EC) that in-
cludes i, would indicate the extent to which
the price effect of the trade regime is more
{or less) favorable to commodity i relative
to the other commodities included in cate-
gory . Subperiod averages of the annual
values of EER,/EER; are presented in Table
3, calculated froin the Baldwin-Senga esti-
mates of EER; and Central Bank data on
wholesale and border prices of the major
agricultural products.?!

Among the traditional export com-
modities, tobacco shows the lowest values
of the EER ratio, indicating relative price
discrimination, which became more severe
over time. This contributed undoubtedly to
the declining profitability of tobacco produc-
tion. Pineapple appears to have been fa-
vored the most in the 1950s, sugar in the
1960s, and coconut in the 1970s.

Relative to other import-competing essen-
tial consurner goods, rice benefited from do-
mestic price policies in the 1960s. This was
not the case in the next decade, which does
not seem consistent with well-publicized
government efforts at promoting rice self-
sufficiency. With corn, the trade regime was
apparently discriminatory in the 1960s but
became favorable in the 1970s. Commodity-
specific price effects of domestic policy can
also be compared within each product cate-
gory using the bilateral measure

RPRy, = (Pi/P)/(P1/P}), (6)

which is the relative price ratio between
the domestic (farm-gate or wholesale) and
border prices of commodities i and k in the
same product category. This formulation
permits an examination of how the farm-
gate price, which is clearly more meaningful
than the wholesale price in the assessment
of the impact on agricultural production in-
centives, is being affected by foreign price
changes and the trade regime. A change in
this index would reflect the net movement



Table 7-—Ratios of effective exchange rates, by product category, 1950-80

Effective Exchange Rate Ratio
Year TX/NEC NX/NEC EC/NEC EC/TX NX/TX
1950 0.976 1.093 0.976 1.000 1.120
1951 0.590 0.661 0.599 1.015 1.120
1052 0.590 0.601 0.599 1.015 1.120
1953 0.590 0.684 0.599 1.015 1.160
1954 0.599 0.695 1.020 1.020 1.160
1955 0.543 0.630 0.554 1.020 1.160
1956 0.518 0.601 0.547 1.055 1.160
1957 0.485 0.563 0.510 1.050 1.160
1658 0.480 0.556 0.504 1.050 1.160
1959 0.395 0.45% 0.427 1.080 1.150
1960 0.319 0.360 0.321 i.009 1.131
1961 0.382 0.420 0.449 1.175 1.101
1962 0.314 0.336 0.373 1.187 1.070
1963 0313 0.331 0377 1.205 1.057
1964 0.317 0.335 0.382 1.205 1.057
1965 0.326 0.346 0.359 1.100 1.059
19606 0.334 0.353 0.367 1.100 1.059
16067 0.331 0.354 0.364 1.100 1.069
1968 0.327 0.350 0.360 1.100 1.069
1969 0.327 0.349 0.359 1.100 1.069
1970 0.291 0.370 0.367 1.258 1.270
1971 0.299 0.377 0.366 1.222 1.260
1972 0.312 0.367 0.367 1.175 1.174
1973 0.290 0.339 0.359 1.239 1.169
1974 0.280 0.300 0.344 1.230 1.308
1975 0.280 0.356 0.344 1.230 1.274
1076 0.279 0.312 0.344 1.230 1.116
1977 0.279 0.328 0.344 1.231 1.173
1078 0.280 0.342 0.350 1.251 1.225
1979 0.279 0.337 0.348 1.244 1.208
1980 0.279 0.337 0.348 1.244 1.207

Sources: Derived from the Appendix, Table 17, which is based on Robert E. Baldwin, Foreign Trade Regimes
a1d Economic Development: The Philippines (New York: National Bureau of Economic Research, 1975);
and Kunio Senga, “A Note on Industrial Policies and Incentive Structures in the Philippines: 1949-80,"”
Philippine Review of Economics and Business 20 {September-December 1983); 299-305.

Notes:
essential consumer good imports.

of the domestic {farm-gate or wholesale)
price of commodity i relative to k (the refer-
ence commodity) after taking into account
the accompanying changes in the foreign
prices of the two commodities. Hence, RPR;,
represents a measure of the extent to which
the production of commodity i is being fa-
vored (or discriminated against}, relative to
commodity k, by domestic price policy.
Coconut and rice are used as the refer-
ence commodities for the traditional export
and import-competing categories, respec-
tively. As before, the foreign price is rep-

TX is traditional exports; NEC is nonessential consumer good imports; NX is new imports; and EC is

resented by the unit values of exports {f.0.b.)
and imports (c.i.f.). The domestic price is
represented either by the wholesale price
in Manila or the farm-gate price. Although
the :atter is more appropriate for cornparing
producijon incentives, it has the disadvan-
tage of being farther away (vis-a-vis the
wholesale price) from the relevant point in
the marketing chain.?

It is evident from Table 9 that the two
sets of RPR;; values, based alternatively on
wholesale and farm-gate prices, have some
significant differences. The wholesale-price-

42 Data timitations preclude adjustment for marketing margin.
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Table 8—Average effective exchange
rate ratios (EER,/EER,)

Commodity 1950-59 1960-69 1970-80
Coconut (TX) 0.975 U.966 1.070
Sugar (TX) 1.030 1.036 0.963
Pineapple (TX) 1.118 0.907 1.031
Tobacco (TX) 0.829 0.654 0.548
Abaca (TX) 1.008* 1.013 1.013
Rice (EC) .. 1.078 0.890
Corn (EC) 0.754 1.093

Sources: Basic data are from Central Bank of the Philip-
pines, Statistical Bulletin, various issues;
Rebert E. Baldwin, Fereign Trade Regimes
and Ecor.omic Development: The Philippines
(New York: Nationat Bureau of Economic Re-
search, 1975); and Kunio Senga, “A Note on
Industrial Policies and Incentive Structures
in the Philippines: 1949-80," Philippine
Review of Economics and Business 20 (Sep-
tember-December 1983); 299.305.
EER/EER, denotes the ratio of the effective
exchange rate for commodity i (coconut, , ., ,
corn) to that for commodity categoryj( - TX,
EC), which includes i; TX denotes traditional
exports and EC essential consumer goods.

* Based on data for 1050 and 1955,

Note:

based estimates indicate that, on the whole
(referring to the entries in the second to
the last column), only tobacco was not fa-
vored by domestic price policies relative to
coconut, and that corn was slightiy discrimi-
nated against vis-3-vis rice. However, based
on farm-gate prices {iast column of the
table), one finds that, in addition to tobacco,

there was also significant price discrimina-
tion against pineapple. Furthermore, corn
was heavily favored over rice. It would ap-
pear therefore that soime of the relative price
effects of the trade regime at the wholesale
market were not transmitted fully to the
farmer.

There are nonetheless some common
quaiitative inferences that can be made from
the two sets of RPR;; values. One is that,
throughout 1950-80, tobacco growers suf-
fered more from domestic price policies
than coconut producers. The other tradi-
tional export product that declined in impor-
tance over the years, abaca, was neither
penalized nor favored more heavily than
coconut. Finally, as can be seen from the
last row of Table 9, the price effect of the
trade regime that favored rice over corn in
the 1960s was reversed in the 1970s.

Relationship Between
Farm-Gate and Wholesale
Prices

The analysis above uses wholesale
prices in Manila and the farm-gate prices of
individual commodities to represent domes-
tic prices. For comparison with border
prices (representing foreign prices), Manila
wholesale prices seem the most appropriate
of available domestic price data sets, inas-

Tabi~» 9—Relative price ratios (RPR;), 1950-80

1950-5¢ 1960-69 1970-80 1950-80
World Farm-gate World Farm-gate World Farm-gate World Farm-gate
Commodity Price Price Price Price Price Price Price Price
j ~ coconut
i+ sugar 1.055 1.340 1.072 0.826 0.900 1.194 1.005 1,122
pineapple 1.145 0.648 0.939 0.366 0.964 0.826 1.014 0.620
tobacco 0.857 0.598 0.677 0.427 0.512 0.978 0.677 0.593
abaca 1.033* 0.940* 1.049 0.806 0.947 0.926 1.008 0.892
j - rice
i~ corn 0.700 0.822 1.228 2.231 0.977° 1.560"

Sources: Basic data are from Philippines, National Economic and Development Authority, Philippine Statistical
Yearbook (Manila: NEDA, 1975, 1982, and 1985); and Central Bank of the Philippines, Statistical

Bulletin, various issues.
Note:
respectively.
* Based on data for 1950 and 1955,
® Based on 1960 80 data.
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RPR,, - (P,/P,)/(P}/P;], where P and P* denote domestic {wholesale or farm-gate) and border prices,



much as Manila is the country's principal
port. As indicated above, however, the farm-
gate price is most relevant to agricultural
producers. Farmers are expected to respond
to changes in farm-gate prices, which, as
pointed out earlier, do not appear to corres-
pond closely to the movements of wholesale
prices, at least for some commodities. The
empirical relationship bhetween farm-gate
and wholesale prices of the major agricul-
tural products for which data are availahle
are examined more systematically in the fol-
lowing.
By definition,

P, = P+ M, (7)

where P, and P, are the wholesale and farm-
gate prices, respectively, and M is the mar-
keting margin. Logarithmic differentiation
leads to the following expression for the
proportionate change in the farm-gate price:

Pro (Pu/PIPy - (M/PIM, (8]
where the hat { ") above a variable denotes
proportionate change.

Suppose that the marketing margin
changes with the wholesale price as follows:

M =a+ bP,, (9)

where a and b are constants. Substitution
into equation {8} yields

P, —aM/P; + cP,, (10)
where ¢ = (P,/P; - bM/Py}.
Because (P,/P; - bM/P;}) - 1 from

equation (8), the coefficient ¢, which indi-
cates the percentage change in the farm-gate
price due toa | percent change in the whole-
sale price, will be greater or less than one
as b is less or greater than one. Therefore,
if the elasticity of the farm-gate price with

respect to the wholesale price is less than
unity (c<< 1}, one would expect the market-
ing margin to increase or decrease at a faster
rate than the wholesale price. For instance,
if over a specified period the wiiolesale price
increased, c<"1 would imply that the mar-
keting margin increased even more. One
should also note that the special case of ¢
= ( arises when b = P,/M.,

Estimates of ¢ can be derived for the
major agricuhural products hy regressing log
P; on log P, using annual data ‘or 1950-
6943 and 1970-80. The need to distinguish
between the two periods is warranted by
the increased government participation in
the marketing of agricultural products and
the more rapid rise in oil prices (and hence
transpor’. costs) during the 1970s.4*

Except for rice and corn in the pre-1970
period, the coefficient estimates are less
thain one (Table 10), which suggests that

Table 10—Coefficient estimates in
the regression of log P;

on log P,,
Commodity 1950-69 1970-80
Rice 1.047° 0.870
{0.162) {0.042)
Corn 1.012% 0.956
{0.142) (0.265)
Coconut 0.969 0.591
{0.091) (0.163)
Sugar 0.499 0.308°
(0.121) {0.255)
Pineapple 0.791 0.833
(0.186) (0.277)
Tobacco 0.762 0.998
(0.260) {0.002)
Abaca 0.651 0,976
(0.205) (0.242)

Notes: P, and P,, are farm-gate and wholesale prices,
respectively. Numbers in parentheses are stan-
dard errors of coefficient estimates.

" The observation period is 1960-69 for this commodity.

" The coefficient is not statistically significant at the

5 percent level.

3 Because of data limitations, the subperiod 1960-69 is used for rice and corn.

3 1 should also be noted that a few agricuttural products in the wholesale market have already undergone some
processing, for example, milled rice, centrifugal sugar, and canned pineapple. The cost of such processing needs
to be interpreted as part of the marketing margin as defined in equation (7).
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the marketing margin increased as a pro-
portion of the wholesale price. Alternatively
stated, price increases in the wholesale
market were not fully transmitted to the
farm gate. The coefficient estimates show
higher values for pineapple, tobacco, and
abaca in 1970-80, indicating a stronger link
between farm-gate and wholesale prices
{presumably due to the reduced reliance on
foreign markets). In each of the remaining
commodities, the niarketing role of the gov-
ernment increased significantly during the
1970s. The coefficient values for the coun-
try’s principal food crops—rice and corn-—
declined slightly, which may re isonably be
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attributed to the increased transport cost
occasioned by the higher real price of fuel.
For the two major export crops, however,
the sharp decline in the coefficient from
1950-69 to 1970-80 indicates the extent to
which the marketing margin had increased,
relative to the wholesale and farm-gate
prices, beyond what can be reasonably attrib-
uted to higher transport costs. This would
seem to support the view that coconut and
sugarcane farmers were effectively taxed in
the 1970s, not only by domestic pricing
policies but also by the increased govern-
ment intervention in marketing those prod-
ucts (see Chapter 4).



6

EFFECTS ON RELATIVE INCENTIVES BETWEEN
TRADABLE AND HOME GOODS

This chapter investigates the extent to
which the foreign trade regime in the Philip-
pines has affected the relationship between
tradable and home goods prices. An analyt-
ical discussion is first given that examines
the general equilibrium effects of trade pol-
icy on the structure of domestic prices
among exportables, importables, and home
goods. This is followed by a statistical es-
timation of the incidence equations linking
the domestic price of exportables reiative
to home goods to the domestic price of ex-
portables relative to importables, the latter
directly influenced by trade policy. The
estimation recults provide the hasis for rep-
resenting quantitatively the indirect price
effects of the trade regime. As in the preced-
ing chapter, special attention is given to the
effects on agricultural production incen-
tives.

Analytical Framework

In the simple model of a small economy
in which three goods are produced, namely,
exportables, importables, and home goods,
trade policy directly affects the domestic
price of exportables relative to importables,
which in turn affects the domestic price of
exportables relative to home goods. If for-
eign trade is in balance, the equilibrium
properties of the model can be analyzed in
terms of the equilibrium in the home goods
market.? This approach is used in deriving
the equilibrium price relationships among
the three goods. For subsequent application
to Philippine data, two classes of exporta-

bles are distinguished: traditional agricul-
tural export products and other exports.

The domestic price ratios among export-
ables, importables, and home goods are in-
dicators of relative incentives to producers
and at the same time of relative costs to
consumers. These relative price variables,
therefore, determine the supply of and de-
mand for each of the tnree commodity
categories at any given time.

The demand and supply functions for
home goods can be represented by

Dy = Dh(Pm/thpx/thzh): (11)

and
Sp = Sh(Pm/PhrPx/Pme), (12)
where
D,, = demand for home goods,
S, = supply of home goods,
P, = domestic price of importable goods,

P, = domestic price of exportable goods,
P,, = domestic price of home goods,

Z, = total expenditure in terms of home
goods, and

C, = productive capacity of the economy,
determined by the existing domestic
resources and technology.

The activity variables Z, and C, are ex-
pected to change over time. They are usually
assumed to be fixed, however, in a compar-

%5 See Rudiger Dornbusch, " Tariffs and Nontraded Goods," Journal of International Fconomics4 (1974): 177-185;
Larry A. Sjaastad, “Commercial Policy, ‘True' Tariffs, and Relative Prices,” in Current Issues in Commerclal Policy
and Diplomacy, ed. John Black and Brian Hindley (New York: St. Martin's Press, 1980}, pp. 26-51; and Jorge
Garcia Garcia, The Effects of Exchange Rates and Commercial Policy on Agricultural Incentives in Colombia:
1953-1978, Research Report 24 (Washington, D.C.: Internaiional Food Policy Research Institute, 1981).
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ative static analysis of price effects. Differen-
tiating equations (11) and (12) while holding
Zy and C, constant yields

Dh = (-,"n(Pm“‘ph) + Hx(px_ph)) (13)

and

Sp = nm(pm - ph) + T]x(px - ph)’ (14)

where &, and ¢, are the demand elasticities
for home goods with respect to the relative
prices of importables and exportables, re-
spectively; . and v, are the corresponding
supply elastizities; and the hat (-) over a
variable denotes a proportionate change.

Setting Dy, = S, to examine the cornpar-
ative static properties of the modcl,

O (P = Po) + 0,(P, - By = 0, (15)
where ‘)m oy nmand 0, = Ex = Ty
Therefore,

[0 Py = P,) + 0, (B, = By
+ 8,(P, - P,) = 0,
and hence
Pe= Py = w(P, - P, (16)

where w = 0,/(6,, + 04). Equation (16) is
a necessary relationship among the domes-
tic prices of exportables, importables, and
home goods when the economy is displaced,
in a comparative static sense, from one
equilibrium state to another. Note that o is
positive and less than one ifo,,,6,°-0; that
is, the cross-price elasticities of excess de-
inand for home poods are positive. ¢ Also,
the incidence parameter v will be greater
the higher (lower) is the degree of sub-
stitutability in consumption and production
between home goods and importables (ex-
portables). For any given change in P, and
P, due, for example, to changes in trade

ana exchange rate policies, w determines
uniquely the induced change in the domes-
tic price of exportables relative to home
goods.

Equation (16) can be transformed into
an expression for the real exchange rate,
defined as the ratio of the nominal exchange
rate R to the price of home goods. Using
the expressions for P, and Pr given in equa-
tions (2) and (3) in the preceding chapter,

X (17)

Pe=T +R+

-

and
Pr=Tn+R+Px. (18)

When P}, P = 0 and equations (17)
and (18) are substituted into equation (16)
to eliminate P, and P, then

R-P,=—loT, +(1 - T, (19)

which shows explicitly the effect of trade
policy, represented by Ty and T,, on the
real exchange rate, under the assumption
of unchanged foreign prices.

It follows that

lsm - FA)h =~(I - m)(Tx ~ Tm)' (20)

and

Py P, = w(Te-T,), (21)

which indicates explicitly the effects of trade
restrictions on the domestic prices of im-
portables and exportables relative to home
goods.

Distinguishing between agricultural and
nonagricultural export goods, equation (17)
can be modified to yield

“m(pm - ph) + Uax‘pax - ph)
+ 0Py = Py) = 0, (22)

where P, and P,, are the domestic prices
of agricuitural and nonagricuitural export

4% As pointed out by Dornbusch, this condition does not require that home goods and tradable goods are substjtutes
both in preduction and in demand, or that exportables and importables are necessarily substitutes or complements

{Dornbusch, “Tariffs and Montraded Goods"),

40



products, respectively, and 8,, = &,;, ~ 7,4
and 8, = &£, ~ Nipx, the 0’s, &'s, and 1's
being defined as before but in reference to
the two classes of export goods.

Letw,, = 6,70, w,, = #,,/0,andw,, =
0,,/0, wheret = 6,, + 8,, + 0,,.Equation
{20) can then be written

Py = wnPu 4 wyPax Py (23)
or
P = Ph = wn(Pyy -~ Pry)

+ wpy Py~ Pri). (24)

Equation (23) expresses P,, as a weighted
average of the proportionate changes in the
domestic prices of the three categories of trad-
able goods. In equation (24) the domestic
price of agricultural export products relative
i i, me goods is seen to depend first on the
structure of domestic prices among the three
classes of tradable goods, and second, on the
incidence parameters w,, and wy,.

Analogous to equations (19}, (20), and
(21), the effects of trade restrictions on the
real exchange rate and the relative prices of
the three classes of tradable goods (relative
to home goods) can be explicitly shown as

R - Ph = =fwg, Ty, 4 Wnx Thy

(I wy, - “’nx)T.’n]! (25)

Pm - ph = "’nx(Tax Tnx}
(e Ty - Th), (26)

Pox - Ph = ("m(Tax B Tm)
(- u’nx)(’i“ax Tnx)v (27)
and

Pux - Ph = mm(Tax - Tm)

+ wnx(Tax - Tnx); (28)
where T,, = 1 = ty, the=1 = t,,, and t,,
and t,,, are the implicit tax rates of agricul-
tural and nonagricultural exports, respec-
tively.

Estimating the Incidence
Equations

Available price data permit a disaggrega-
tion of export goods into the traditional agri-
cultural export products and other exports,
but not a disaggregation of import goods
into the exchange control categories (in-
cluding nonessential consumer goods). This
is the underlying reason for having only an
aggregate P, variable in the analytical dis-
cussion above. In applying them to Philip-
pinc data, P,, is defined as index of the
domestic prices of traditional agricultural
export preducts and P,,, as the index of do-
mestic prices of other export gocds.?” To
represent the price of home goods (P}, a
weighted average of the Central Bank whole-
sale price index for “locally produced com-
modities for home consumption” and the
two consumer price index components for
housing and services are calculated.*® Each
of these price indexes suffers from the usual
index number problem, including deficien-
cies of coverage and in measuring quality
changes. The problem is particularly severe
in the case of the commodities component
of the price index of home goods because
its composition could have been a‘fected by
the observed changes in the protection struc-
ture frem the 1950s to the i970s. However,
to exclude this component eatirely [rom Py,

*7 Using wholesale price data from the Appendix, Table 20, P,, is calculated as the weighted average (based on
1965 export value shares) of the wholesale price indexes for the five major agricultural export products, P, can
then be computed,

Sax P.u * “ Su) Plll - va
where P, is the aggregate domestic export price index and s,, { - 0.601} is the export value share of agricultural
products in 1965. The annual values of P,, and P, so calculated are given in the Appendix, Table 22,
* The weights used are based on the value added shares computed from the aggregated 12-sector input-output
transaction table for 1965.
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would be quite unrealistic in the Philippine
context.4?

It should be remembered that the analy-
sis is based on comparative statics, assuming
that total expenditure (Z,) and productive
capacity (C,) remain constant. Using histor-
ical data invalidates this assumption, war-
ranting the inclusion of Z, and C,, as shift
variables in the regression equation. How-
ever, because they are highly correlated,
only C, is included, represented by real
GNP, in both the aggregative and disag-
gregative specifications. Also, since equa-
tions (16) and (24) represent domestic price
relationships when external trade is in bal-
ance, a balance-of-trade variable (BOT} is
included, defined as the ratio of the trade
balance (exports minus imports} to exports,
as an additional explanatory variable in each
of the estimating equations. Lastly, serial
correlation of the error terms appears to be
significant in the initial regressions for each
equation; the Cochrane-Orcutt iteration
technique is used to corrert for first-order
autocorrelation.

The estimat.on results for the aggrega-
tive equation (expressed in natural loga-
rithms}, including specifications with and
without C; and BOT, are: 50

logP,/Py = -0.005 + 0.858 log P, /P,
(-0.15)  (9.25)

+0.32310gC,
(5.50)

+ 0.095BOT,
(2.21) (29)

R? = 0.941, p=0.637,
logP,/P, = -0.032 + 0.846log P, /P,

(-0.16) (9.23)
+ 0.121BOT,
(2.87) (30)

R?=0.930, p= 0.959:

and

logP,/P, = -0.107
(-0.48)

+0.8730gP, /P, ,
(8.44) (31)

RZ=0911, p=0.56l.

Each of the coefficient estimates is sta-
tistically highly significant, and more than
90 percent of the variance of the dependent
variable is explained. The estimates of the
incidence parameter (coefficient of log P,/
P are seen to lie within a narrow range
from 0.846 to0 0.873, indicating robustness
across different specifications, It may be
inferred that, in the Philippine case, trade
and exchange rate policies biased against
exportables relative to import-competing
production have also tended to reduce sub-
stantially the relative incentive to produce
export goods vis-a-vis home goods.

Considering only traditional agricultural
exports, the estimated equation is

log P,,/P, = 0.081 + 0.659logP,,/P,.

(2.12) (7.04)
+0.41210gP,,/P,

(4.08)
+0.29810g C,

(4.94)
+ 0.127BOT,

(2.61) (32)

R*=0.986, p=0.745.

Again the statistical goodness of fit is
excellent. Other things remaining the same,
a 10 percent risc in the domestic price of
importables fjor example, due to tariffs) is
associated with a 6.6 percent decline in the
domestic price of agricultural export prod-
ucts relative to home goods. On the other

*? This is in view of the significant share of domestic products that enjoy natural protection from foreign competition
due to prohibitive marketing cost, as reflected in the lack of response of the domestic price to foreign price
changes. See Ma. Cecilia T. Gonzalez, “Money, Montrzded Goods, and Devaluation: The Experience of the
Philippines, 1967.1983 " University of California, Berkeley, May 1085 (mimeographed).

50 Ordinary Least Squares estimation was used on annual data for the period 1950-76. Nurnbers in parentheses

are t-values of the coefficient estimates.
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hand, a 10 percent increase in the domestic
price of other export products (for example,
due to subsidies to industrial exports) leads
io a 4.1 percent fall in the price of agricu!-
tural export goods relative to home goods.

It is necessary to point out that the es-
timated values of the incidence parameters
represent the average values over the entire
observation period. While statistical tests
for differences in subperiod estimates can
easily be done, it is not clear that such an
exercise is desirable in the absence of an
a priori judgment on the directions in which
the underlying supply and dernand elastici-
ties might change from one subperiod to
the next.

Aggregative Price Effects on
Exportables and Importzbles

Based on the estimated values of the
incidence parameters, the extent to which
the domestic prices of tradable goods rel-
ative to home goods were affected by the
foreign trade regime during 1950-80 can
be quantified. In considering the price ef-
fects at the aggregate level, equations (20)
and (21) imply that

logRPR,,;, = (1 -- w)(logT,, - logT,), (33)
and
logRPR,;, = -w(logT,, ~ logT,), (34)

where RPR,, (P/Pp)/(Px/Pt) and
RPR,y, = (P,/P,)(P}/F}), the asterisk (*)
denoting the price under an unbiased trade
regime, that is, when the implicit tariff and
export tax rates are zero (T, T, = 1).
The relative price rati=< RPR, and RPR,,,
indicate the direction and magnitude of the
price effects of trade policy (represented by
Tr and T,) on importables and exportables
relative to home goods. A value of unity for

either measure implies a neutral price ef-
fect. I: should be emphasized that the price
effects emhodied in these two measures are
of a comparative static nature, assuming an
adjustment period long enough for the di-
rect and ind’,ect effects of trade policy to
work themselves out within the general
equilibrium framework described earlier.

The calculated annual values of RPR,,,
and RPR,,, are given in the first two columns
of Tablz 11.5! The effect of trade policy on
production incentives for importables rel-
ative to home goods is consistently posi-
tive (RPR.,,>1), and consistently negative
on preduction incentives for exportables
(RPR,,,<1). It would appear that trade re-
strictions effectively pushed up the relative
price of importables vis-a-vis home goods
by an average of 14.5 percent during the
1950-61 period of direct controls, by 7.5
percent from 1962 to 1969, and by 2.6
percent during 1970-80. On the other hand,
the domestic price of exportables relative
to home goods was being reduced by 58.7
percent, 35.5 percent, and 14.1 percent
during those three periods. These observa-
tions imply that the incentive bias of the
foreign regime against home goods relative
to importables decreased significantly over
the entire period, and that the bias in favor
of home goods relative to exportables was
reduced even more significantly.

Differential Inceniive Effects
Based on Disaggregate
Incidence Parameters

Distinguishing between traditional agri-
cultural exports and other exports, the esti-
mated incidence parameters in equation (29)
can be used to evaluu.e the policy-induced
relative incentive effects. Analogous to (33}
and (34), the following relationships can be
derived from equations (26), (27), and (28).

5! Estimation of the aggregative price effects {vis-a-vis home goods) of the foreign trade regime on importables
(RPR,,,) and exportables (RPR,,), as well as of the disaggregative price effects on agricultural exports (RPR,,,),
and nonagricultural exports (RPR,,,} Involves the calculation of annual values of the “power” of the import tariffs
andexporttaxes: Tp (= 1+ t, ), T (=1 - 4,), T (=1 - t,),and T, (= | - tax), Where the t's are the implicit
tax rates. Appendix Table 23 presents the time series for each of the 17s.
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Table 11-——Calculated values of
velative price ratios
between tradable and
home goods, 1950-80

Year RPR;, RPR,, RPRY, RPR. RPR,,,
1950 1.117 0512 1.250 0.635 0.567
1951 1.123 0497 1204 0621 0554
1952 1162 0.404 1373 0520 0473
1953 1.149 0479 1321  0.566 0.488
1954 1148 0.435 1316 0570 0.49]
1955 1148 0.446 1303  0.582 0.501
1056 1133 0.470 1276  0.605 0,522
1957 1141 0.45] 1.298 0.586 0.505
1958 1.146  0.440 1311 0575 0496
1959 1149 0.431 1325 0564 0.490
1960 1159 0.4(1 1350 0539 0.476
1961 1166 0395 1.400 0.5'5  0.468
1962 1.082 0.620 1.178 0.718 067
1963 1.080 0.629 1.177 0721 0682
1964 1.080 0.629 1.178 0720 0.682
1965 1.078 0.634 1.172  0.727  0.686
1966 1.077  0.638 1170 0730 0.689
1967 1.073  0.653 1.156 0745 0.698
1968 1.060 0705 1.121 0791 0.740
1969 1.073 0653 1.156 0745 0.679
1970 1.045 0.767 1.034 0975 0.767
1971 1.OSI 0740 1.035 0.956 0.759
1972 1.043 0775 1.046 0924 0.787
1973 1.029 0841 1.015 0981 0839
1974 1.006 0967 0.623 1.133 0.866
1975 1.003 0980 0933 1.116 0876
1976 1.022 0879 1.017 0972 0.671
1977 1.017 0901 0.996 1.002 0.854
1678 1.019 0.804 0.993  1.000 0.3:2
1979 1.034 0816 1.036 0925 0.766
1980 1.020 0.886 1.005 09790 0.812

Source: Basic data are from Central Bank of the Philip-
pines, Statistical Bulletin, various issues,

Notes: The relative price ratio (RPR,,) is defined as
the actual relative price of a tradable good (i)
to home goocs (h) divided by the relative price
under an unrestricted trade regime.

The subscripts denote the following prod-
uct categories: m, import-bles; x, exportables;
ax, agricultural (traditicnal) exports; nx, other
exports; and h, home goods. The superscripts
a and d indicate that the calculated RPR, , was
based on the aggregative and disaggregative
estimates of w, respectively.

Entries under the first and second columns
are based on the aggregative estimates of the
incidence parameters; those under the remain-
ing columns are based on the disaggregative
estimates.
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10gRPRyp, = (1 -+ ) (log T, — logT,,)
T Wpy “Ongx - 1OgTax)v (35)

log RPRnxh =(1- mnx)“ongx = logT,,)
- wnp(logT, ~ logT,,), (36)

and

log RPRaxh = _wmuong - logTax)
- (’Jnx(longx - logTax)r (37)

where RPR,,, = (P,./P,)/(P}/P}), RPR,,;, =
(an/Ph)/(P;x/P;)r and RPR,,;, = (Pax/Pr)/
(P3,/P}) are the relative price ratios be-
tween each tradable good category (m = im-
portables, ax = traditional agricultural ex-
port products, nx = other export goods) and
home goods.

As shown in the last three columns of
Table 11, the calculated values of the rel-
ative price ratios generally indicate that
significant disincentives were given to the
production of traditional agricultural ex-
ports, and to a lesser extent, of nontradi-
tional (manufactured and agricultural) export
products. On the other hand, domestic pro-
duction of import-competing goods appears
to have been favored over home goods, at
least until the early 1970s.

A declining trend is evident from each
of the two sets of RPR,,, values based on
the aggregative and disaggregative incidence
parameters (shown respectively in the first
and third columns of the table). However,
one finds the annual values in the latter
time series decreasing more sharply, start-
ing at comparatively higher values in the
1950s and coming down to generally lower
values in the 1970s. Such comparison sug-
gests the size of the aggregation error if the
two classes of exportables were not distin-
guished.

The last two columns of Table 11 docu-
ment differences in the incidence of trade
policy on trac'tional and new export prod-
ucts over the three decades. The marked
improvement in RPR,,, values is evident
from the following averages: 0.574 during
1950-61;0.737 during 1962-69; and 0.997
during 1970-80. By contrast, traditional agri-



cultural exports were more heavily penalized
than new exports throughout the pericd.
While the RPR,,, values show an increasing
trerd over the entire period, the average of
0.819 during 1970-80 still reflected a heavy
bias against traditional agricultural exports

at a time when general expansion of export
capacity was being officially promoted by
the government. This could explain, at least
in part, the marked expansion of nontradi-
tional exports, both agricultural and indus-
triat, during the 1970s.
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THE REAL EXCHANGE RATE AS AN
INTERMEDIATE POLICY VARIABLE

Agricultural output in the Philippines
has a high degree of tradability, given the
dominance of export and import-competing
products (see Chapter 3). Overvaluation of
the domestic currency—or, to use a now
standard terminology, an “overvalued ex-
change rate”—resulting from a protactive
trade regime acts as a tax on tradable goods,
depressing their prices (in domestic cur-
rency terms) relative to home goods. This
distorts the incentive structure and penal-
izes agriculture by encouraging resource
movement toward home goods production.
Because home goods are a larger part of
nonagricultural than of agricultural pro-
duction, the effect of exchange rate over-
valuation on domestic relative prices also
encourages a shift in resources toward non-
agricultural production. The exchange rate,
therefore, plays an intermediary role in
transmitting the effects of trade policy on
agricultural production incentives. As is dis-
cussed below, there are other trade-related
influences on the exchange rate.

It is, of course, the real exchange rate,
rather than the nominal exchange rate (which
the government can contro] directly), that
is relevant in the assessment of the relative
profitability of tradable goods. This chapter
first discusses how the real exchange rate
is defined and measured in the present study.
After an examination of the behavior of the
real exchange rate in the Philippines during
the period 1950-84, the extent to which it
has been affected by three major sources of
real exchange rate misalignment is inves-
tigated,

The initial focus is on the distortionary
effect of restrictive trade policy on the real
exchange rate. Import restrictions that pro-
tect domestic industries, for example, lower
industrial imports relative to their probable
level in an unprotected market. This tends
to overvalue the real exchange rate. The
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question to be addressed below is: What
would have been the time profile of the real
exchange rate had an unbiased foreign trade
regime (that is, with zero implicit tariff and
export tax rates) been adopted in the Philip-
pines?

Another important policy concern re-
lates to the sharp changes in the country’s
external terms of trade, particularly since
the mid-1970s. The effect on the real ey-
change rate induced by the actual move-
ments in the terms of trade from 1950 to
1984, making use of 1971 as the base year,
is examined below. It is wort?, noting that
the terms of trade index for 1971 closely
approximates the average values over the
longer periods 1970-72 and 1969-73. The
year 1971 also seems appropriate as a bench-
mark period because it preceded the marked
instability in international prices,

In view of the substantial trade deficits
that characterized many years, especially after
1973, it is also of policy interest to investi-
gate the extent to which such trade imbal-
ances pushed down the real exchange rate
(that is, overvalued the domestic currency),
or pulled up the real exchange rate in those
few years of trade surplus relative to what
it would have been under balanced trade.
The combined effects of the three sources
of real exchange rate misalignment are
analyzed in the final section of this chapter.

The Real Exchange Rate:
Definition and Measurement

The real exchange rate can be broadly
defined as the real worth of foreign ex-
change in terms of the domestic currency.
Analytical discussions in which foreign
prices are taken as given (as in the preceding
chapter) typically represent the real ex-
change rate simply as a ratio of the nominal



exchange rate to a general price level of the
small country in question. In empirical work
that traces the movement of tiie real ex-
change rate over time, foreign prices cannot
be assumed constant. Since the real worth
of foreign exchange (for example, the U.S.
dollar) in one year is not the same as in the
next if foreign prices have changed, it is
necessary to refer to a basket of goods whose
price is a “real dollar.” For present purposes,
the real exchange rate is defined to repre-
sent, for a given year, the foreign price of
tradable goods relative to home goods ex-
pressed iii Jomestic currency; that is,

r = RP*/P,,, {38)
where

r = realexchange rate;

R = nominal exchange rate in pesos per
U.S. dollar;

P* = index of foreign prices in U.S. dollars
of tradable goods; and

P,, - index of home goods prices.

Movements of the real exchange rate
cain occut through movements of the nom-
inal exchange rate, through movements of
foreign prices (exogenous to the small coun-
try), or through movements of the general
level of internal prices and costs {affecting
the price index of hoine goods). Because
domestic prices are affected by nominal ex-
change rate changes to an extent deter-
mined by the accompanying monetary and
fiscal policies, there is no one-to-one corres-
pondence between the nominal and real ex-
change rates. Also, as shown =nalytically in
the preceding chapter, a mure restrictive
trade policy, other things remaining the
same, leads to a lower value of the real
exchange rate {that is, an appreciation of
the domestic currency). There are, of

course, other influences on the real ex-
change rate, as will be discussed below.

Annual values of two measures of the
real exchange rate for 1950-84 are calcu-
lated in Table 12 and plotted in Figure 2.
Two indicators of foreign price movements
are used, based on: first, the simple average
of the unit value indexes for exports and
imports ‘in U.S. dollars)’2; and second, the
wholesale price indexes for the country’s
two principal trading partners, Japan and
the United States, with adjustment for
changes in their currencies’ bilateral ex-
change rate.®3 The base year chosen is
1971, one year after the large devaluation
that resulted from the floating of the nomi-
nal exchange rate, beginning in February
1970. A nearly balanced current account
was achieved in that year. The year 1971
also preceded dramatic developments in the
international economy, such as the world
food crisis of 1972-73, the commodity boom
of 1972-74, the oil price shocks of 1973-74
and 1979-80, and the drastic decline in
world commodity prices in the early 1980s.

As can be seen from the time profiles
shown in Figure 2, theye are significant dif-
ferences between the two measures of the
real exchange rate in 1974 and 1979-80.
This is explained by the sharp price in-
creases in imported crude oil (on which the
Philippines is highly dependent) in those
years, which were not immediately re-
flected in the wholesale price indexes of
Japan and the United States.

Both measures of the real exchange rate
indicate relative stability in the 1950s, a
period of fixed nominal exchange rates (see
Table 12} and low domestic and foreign infla-
tion rates. The trade liberalizaticn measures
implemented in 1962 and 1970, including
the nominal exchange rate adjustm:nts, seem
to have effectively brought about an imme-
diate realdevaluation. In the 19062 case, the
favorable impact appears to have been slightly

32 This indicato: is used in, for example, Power, “Response to Balance of Payments Crises in the 1970s."
*! fapan and te United States each accounted for about one-third of the total value of Philippine exports and
imports during 1950-84, other (rading partners contributing less than 5 percent. The foreign price index was

calculated as: P*

(WPL, » 1 WPL)/2, where WPL, and WIP are the wholesale price indexes for the United

States and Japan, respectively, and 1, is an index of the U.S. dollar per yen exchange rate {see the Appendix,
Table 24). Including minor trading partners in the calculation did not significantly change the time profile of the

foreign price index.
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Table 12—Calculation of the real exchange rate, 1950-84

Nominal Price

Ex;l;?: B Htlylrlr:‘ee é;%rd; Foreign Price Index Real Exchange Rate
Year R Py Py P3 r r;

(P7U.S. $) (P/US. $)
1950 2.00 54.5 83.1 70.5 3.05 2.59
1951 2.00 56.5 90.5 81.6 3.21 2.89
1952 2.00 55.2 78.1 81.3 2.83 2.94
1953 2.00 £5.0 86.3 81.1 3.14 2.95
1954 2.00 54.1 78.8 80.9 2.92 2,99
1955 2.00 53.7 74.8 80.3 2.79 2.99
1956 2.00 58.1 75.9 834 2.61 2.87
1957 2.00 57.0 77.5 85.8 2.72 3.01
1958 2.00 56.3 80.1 83.7 2.84 2.97
1959 2.00 55.9 84.7 84.1 3.03 3.01
1960 2.02 57.4 84.7 84.6 2.97 2.97
1961 2.02 59.0 81.2 84.9 2.78 2.91
1962 3.83 60.0 82.3 84.3 5.25 5.38
1963 3.91 62.5 87.2 84.8 5.45 5.30
1964 391 65.3 87.1 85.0 5.21 5.09
1965 3.90 67.1 88.6 86.2 5.15 5.02
19606 3.90 68.3 89.7 88.8 5.12 5.07
1967 31.90 71.7 91.4 89.6 4.97 4.87
1968 3.90 75.8 98.3 91.2 5.06 4.69
1969 3.90 76.8 99.3 93.9 5.04 4.77
1970 5.90 88.0 101.7 97.3 6.83 6.53
1971 0.43 100.0 100.0 100.0 6.43 6.43
1972 6.67 107.1 99.5 110.1 6.19 0.85
1973 6.76 121.4 136.0 133.5 7.6! 7.43
1974 0.78 166.3 226.0 161.0 9.21 0.56
1975 7.25 182.6 205.1 168.7 8.14 6.70
1976 7.44 214.8 191.9 177.1 0.605 6.14
1977 7.40 2242 205.1 194.2 0.77 0.41
1978 7.36 242.6 218.5 226.6 6.63 6.88
1979 7.38 291.4 251.8 242.6 6.38 0.15
1980 7.51 293.1 300.6 276.2 7.70 7.08
1981 7.90 335.0 317.9 293.8 7.50 0.93
1982 8.50 379.6 268.7 280.6 6.02 6.28
1983 1110 413.6 274.6 286.2 7.37 7.68
1984 16.70 567.1 301.4 289.3 9.05 8.52

Sources: Basic data are from Central Bank of the Philippines, Statistical Bulletin, various issues; and International
Monetary Fund, /nternational Financial Statistics (Washington, D.C.: IMF, various years).

undercut subsequently by the differential
changes in domestic and foreign prices. The
real exchange rate gradually decreased until
the end of the decade. On the other hand,
the record since 1970 shows fluctuating
values of the real exchange rate following
the unstable foreign prices of the country's
principal imports (crude oil) and traditional
exports, with greater variability characteriz-
ing the real exchange rate measure based
on the unit values of imports and exports.

In view of the strong correlation be-
tween the two measures of the real ex-
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change rate (except in the atypicul years of
sharp changes in the price of oil imports),
only the oue hased on the wholesale price
indexes of the country's principal trade
partners (that is, r, based on P3%) is used in
this study.

Exchange Rate Distortion
Due to Trade Restrictions

Under the assumption of trade balance,
the real exchange rate was shown analyti-



Figure 2—Time profiles of the real exchange rate, 1950-84

Pesos/U.S. Dollar

10
9 -
8 -
7 4
6 -
5 -
4 Based on unit value indexes for
exports and imports
3 /\o/\\ — —— -—— — Based on wholesale price indexes of
7 I~ apan and the United States
L~ J Jap
2 T T T T T T 1
1950 1955 1960 1965 1970 1975 1980 1984

Sources: Basic data are from Central Bank of the Philippines, Statistical Bulletin, various issues; and International
Monetary Fund, International Financial Statistics (Washington, D.C.: IMF, various years).

cally in the preceding chapter to be influ-
enced by (rade policy, as represented by the
implicit tariff and export tax rates, and by
foreign prices. Holding constant the foreign
prices of importables and exportables, equa-
tion {19) implies that

log{r'/r) = wlog(1 + t,,)
(1 -~ wllog(l -1,), (39)

where 1 is the real exchange rate associated
with an unbiased or free (unrestricted) trade
policy (t,, t, = 0). A measure of the distor-
tion in the real exchange rate due to trade
policy is given by the ratio r'/r, which can
be evaluated, using equation (39), given the
incidence parameter and existing inplicit
tariff and export tax rates.

Distinguishing between the traditional
agricultural export products and other ex-
ports, equation (25) leads similarly to

lOg(ru/r) = “’mlog(] + [m) + mnxk)g“ - tnx)
+ (] - Wy u)nx)log(l - tax)! (40]

from whicin the exchange rate distortion
index r'/r can be calculated, given values
of the incidence parameters w,, and w,,,
the implicit tariff rate t,, and the implicit
export tax rates t,, and t,, (as estimated in
Chapters 5 and 6).

It is clear from the expressions for iog
(r/r}) in equations (39) and (40} that trade
restrictions in the form of tariffs and quotas
on imports (t,>0), as well as subsidies on
exports (t,<20) tend to lower the real ex-
change rate relative to its free trade value,
Intuitively, an export subsidy " mport tariff)
1uises the domestic price of exportables (im-
portables), which encourages their domes-
tic production and induces lower domestic
consumption, leading to an increase in ex-
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ports (a decrease in imports). Resources are
reallocated toward the tradable goods sector
away from home goods production. The re-
duced output of home goods results in an
increase in their domestic price, which low-
ers the real exchange rate. Such overvalua-
tion of the domestic currency, or, what is
the same thing, the undervaluation of for-
eign exchange, cannot be eliminated by
nominal exchange rate adjustment. It can
be corrected only at its source, that is, by
removing the trade restrictions (making t,,
tn = 0).

The calculated annual values of r'/r
from 1950 to 1980, hased on cquations (39)
and (40), are plotted in Figure 3. They are
consistently greater than one, implying an
overvalued exchange rate throughout the
period due to trade policy. However, a gen-
erally declining trend is evident over the
years in either measure of real exchange
rate distortion. The largest deviation of the
real exchange rate from the “unrestricted
trade” value occurred in 1950-61, the pe-
riod of import and foreign exchange con-
trols. The index averaged 2.30 and 2.00,
based on the aggregative and disaggregative
incidence parameters. After decontrol and
peso devaluation in the early 1960s, the
real exchange rate distortion was reduced,
the average values of the index computed
at 1.56 and 1.44 during 1962-69. Finally,
with nominal exchange rate flexibility and
less restrictive t-ade policies during 1979-
80, the corresponding average values of r'/r
are calculated to be 1.17 and 1.20.

Based on either set of estimates, the
trade liberalization measures implemented
in 1970 were effective in lowering the de-
gree of exchange rate overvaluation through
1975, after which the index rose again,
reaching a peak of 1.29 in 1979. Based on
the 1978-80 average values, it would appear
that the Philippine peso was overvalued by
22 to 24 percent due to trade restrictions
toward the end of the decade.

Exchange Rate Effect of
Changes in the Terms of Trade

Allowing foreign prices to change, one
can transform equation {19) in the preced-
ing chapter into the following expression
for the proportionate change in the real ex-
change rate:

f=R+ p* ‘ph:‘("Tm_“ —(U)Tx

H(l—w—=PB)PL-P2), (41)

P = (PP P (42)

is the foreign price index represented by a
Cobb-Douglas aggregation of the foreign
price indexes of exportables (P¥) and of im-
portables (P7), and 3 is the elasticity of P*
with respect to P} (equivalently, the geomet-
ric weight Of P? in P*).

Other things remaining_the same (in-
cluding trade policy, so that T, T, = 0), the
effect of changes in the external terms of
trade on the real exchange rate is seen from
equation (41) to be determined by the co-
efficient (1 - @ ~ 3). An index of the terms-
of-trade effect on the real exchange rate,
r'/r, can be defined therefore as

log(r'/r) = (1 — w ~ 3)
“ng;/P;l - 'OgP;()/Pr:m)v (43]

where PX,/P" is the base year terms of
trade and r' is the exchange rate with un-
changing terms of trade. As with the other
measures developed above, the index r'/r
is a comparative static measure, assuming
constant total expenditure {income) and pro-
ductive capacity of the economy.4 [tis clear
from equation (41) that terms-of-trade move-
ments can affect the real exchange rate posi-
tively or negatively, depending on the sizes
of w and 3. Higher values of the incidence

1 effect, equation (43) captures only the substitution effect of a change in the terms of trade, but not the
income effect, which tends to lower the real exchange rate if the terms of trade improve. See Alberto Valdés,
“Impact of Trade and Macroeconomic Policies’ Impact on Agricultural Growth: The South American Experience,”
in Economic and Social Progress in Latin America: 1986 Report (Washington, D.C.: Inter-American Development

Bank, 1086), pp. 161 183,
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Figure 3—Index of exchange rate distortion due to trade restrictions (r'/r),
1950-80
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Notes: Alternative values of the exchange rate distortion index, r'/r, are calculated from equation (39),

log{1"/r) = wlog(l +t,) + (1 ~w)log(l -1},

hased on the aggregate incidence parsmeter w, and from equation (40},

log{r'/r)
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based on the disaggregate incidence parameters w,, w,,, and wy,.

parameter w, reflecting greater substituta-
bility between home gcods and importables
and of the elasticity (3, reflecting greater in-
fluence of export prices on the foreign price
index, make it more likely that (1 - w - )
will be negative, and hence the effect on r
will be positive; that is, an improvement in
the terms of trade should lead to an appre-
ciation of the real exchange rate.

In contrast witll the index r*/r, derived
earlier, which reflects a domestic policy dis-
tortion (due to trade restrictions), there is
no policy role in the determination of r'/r
because, under the small-country assump-
tion, a country's external terms of trade are
determined exosenously. However, terms-of-
trade changes do get transmitted to the do-

mestic price structure through the former’s
effect on the real exchange rate, which, as
will be shown later, can have significant
repercussions on agricultural production in-
centives,

To calculate the index r'/r, B is first es-
timated by regressing logP*/P} on log P}/
P, based on equation (42). Ordinary least
squares applied to annual data from 1950
to 1984 yield a statistically significant esti-
mate of 3 = 0.582. Using this and the earlier
estimated value of the aggregate incidence
parameter {w = 0.858), the index of ex-
change rate distortion due to terms-of-trade
movements from the 1971 base year value
can be estimated, based on equation (43).

The annual values of r'/r, so calculated,
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are shown in Figure 4. The country’s gen-
erally deteriorating terms of trade are re-
flected in the steeply rising trend of the
index. External terms-of-trade changes are
seen to have significantly affected the real
exchange rate in both directions. In the
1950s the real exchange rate would have
been only 87 percent of the actual rate, on
the average, had the terms of trade been
the less favorable base period value. On the
other hand, the deterioration of the coun-
try's terms of trade from 1975 to 1984 was
such that the real exchange rate would have
been higher by 22 percent had the terms
of trade remained at the 1971 level.

Exchange Rate Distortion
Due to Trade Imbalance
The effects of changes in trade policy

and in the external terms of trade as mea-
sured by the indexes r'/r and r'/r are hased

on the induced movement of the economy
from one static equilitrium situation to
another. It may be recalled from the compar-
ative static analysis in Chapter 6 that foreign
trade is assumed to be alwavs in balance.
In fact, domestic policy can accommodate
an imbalance in the exteraal accounts, re-
sulting in what can be called disequilibrium
overvaluation {in the case of trade deficits)
of the real exchange rate. For instance, a
trade deficit in any given year can be fj-
nanced by drawing down international re-
serves or by foreign borrowing and other
forms of capital movements influenced by
macroeconomic polr:ies. This leads to an
exchange rate that is overvalued relative to
the exchange rate that would have prevailed
without such accommodation.

An existing imbalance in the external
accounts that is not sustainable distorts the
exchange rate, artificially overvaluing or un-
dervaluing the domestic currency. But what
is “sustainable” is difficult to define. Ab-

Figure 4—Index of exchange rate distortion due to changes in terms of trade

(r'/r), 1950-84
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sence of “excessive" foreign borrowing and
“adequate™ international reserves are fre-
quently invoked guideposts that, however,
only beg the question. For present purposes,
what is estimated is simply the degree to
which the exchange rate is distorted by
accommodation of the observed trade sur-
plus or deficit in a given year.

As shown in the third column of Table
13, deficits in Philippine trade transactions
seem to be the rule rather than the excep-
tion. The comprehensive system of import
and foreign exchange controls during the
1950s apparently did not prevent substan-
tial trade deficits from being incurred. In
the three years preceding the 1970 peso
devaluation, there was a resurgence of large
deficits, averaging $270 mitlion or close to
one-third of the country's total export earn-
ings. The trade deficits in the 1950s and
1960s were financed mostly through re-
serve drawdowns, eventually leading to a
drastic reduction in international reserves
toward the end of the decade (see the fourth
column of Table 13). In the 1970s, accom-
modation of the massive deficits incurred
after the first oil shock of 1973-74 was
achieved through external financing. In-
deed, there was an accumulation of foreign
reserves, which in 1980 totaled $3.14 bil-
lion—more than three times the 1973 level
of $1.04 billion.

The extent to which the exchange rate
was distorted in a given year due to trade
imbalance can be quantified using the fol-
lowing index:

log(r'/r)  Ty/(e,X - m,M),  (44)
where 1" is the real exchange rate under
balanced trade; T,, X, and M are the trade
deficit, exports, and imports, respectively,
in U.S. dollars; and &, and v, are the price
elasticities of export supply and import de-
mand. Because equation (44) applies to the

small-country case, foreign export demand
and import suppty are assumed to be per-
fectly elastic.>® Based on the findings of an
earlier study estimating export supply and
import demand functions fcr the Philip-
pines, &, = 2.90 and v,,, = -1.43.50

The calculated annual values of r/r for
1950-84 are plotted in Figure 5. Had trade
been balanced throughout the period, other
conditions such as trade policy and the ex-
ternal terms of trade remaining the same,
the real exchange rate would have been
higher by 3.8 percent in the 1950s, on av-
erage, by 2.1 percent during 1960-74, and
by ac much as 8.0 percent in 1975-84. As
indicated above, the latter period witnessed
an unprecedented rate of foreign borrowing
and expansion of external debt that eventu-
ally led to the foreign exchange crisis begin-
ning in late 1983,

Overall Effects on the
Real Exchange Rate

It is evident that the effects of trade
restrictions, terms-of-trade changes, and
trade imbalances on the real exchange rate
are additive. Thus, in any given year, there
could be an equilibrium exchange rate under
existing tariffs and export taxes that is x
percent below the equilibrium exchange rate
under unrestricted trade with unchanged
external terms of trade. With the same trade
taxes, a terms-of-trade deterioration could
have reduced the equilibrium exchange rate
by an additional y percent. {Recall from
equation (41) that the real exchange rate is
expressed in terms of the trade tax and for-
eign price variables linearly in proportionate
changes.) Finally, accommodation of the
observed trade deficit by foreign borrowing
or use of reserves could have supported an
exchange rate that is z percent below the
equilibrium rate. The overall effect of these

% For a derivation of an analogous expression for r'/r when the price elasticity of foreign demand for the country's
exports is not infinite, see Erlinda Medalla, “Estimating the Shadow FExchange Rate Under Alternative Policy
Assumptions”™ in Bautista, Power, et al., Industrial Promotion Policies in the Philippines, pp. 79-111,

" Aggregate elasticity values were obtained by computing the weighted averages of the estimated export supply
and import demand elasticities for various product categories. See Romeo M. Bautista, “Effects of Major Currency
Reatignment on Philippine Merchandise Trade,” Review of Economics and Statistics 59 {May 1977): 152-160.
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Table 13—Foreign trade indicators,

1950-84

Trade Total

Year  Exports Imports Deficit Reserves
{UJ.S. S million)

1950 331 342 1 299
1951 427 489 62 248
1952 346 421 75 240
1953 3908 452 54 244
1954 401 479 78 211
1955 401 548 147 155
1956 453 500 53 161
1957 431 613 182 71
1058 403 550 06 02
1059 530 524 -6 04
1960 560 604 44 127
1901 500 611 L 54
19062 556 587 31 75
1963 727 018 -109 109
1964 742 780 38 123
1965 769 808 39 193
1966 828 853 25 104
1967 822 1,062 240 180
1908 897 1,150 203 1oi
1969 855 1,132 277 121
1970 1,002 1,000 28 251
1971 1,130 1,186 50 376
1972 1,100 1,230 124 551
1073 1,886 1,597 -289 1,038
1974 2,725 3,143 418 1,504
1975 2,205 3,459 1,164 1,300
1976 2,573 3,634 1,061 1,042
1977 3,151 3,015 764 1,524
1978 3,425 4,732 1,307 t,881
1979 4,001 6,142 1,541 2,416
1980 5,748 7,727 1,939 3,140
1981 5,720 7,046 2,226 2,574
19082 5,02) 7,067 2,646 1,711
1083 5,005 7,487 2,482 864
1984 5,391 0,070 679 1,090

Sources: Total reserves are taken from International
Monetary Fund, International l'inancial Sta
tisticsiWashington, D.C.: IMF, various yeans);
all others are from Philippines, National Fco
nomic and Development Authority, Philippine
Statistical Yearbook, 1985 (Manila: NEDA,
1985).

independent influences on the real exchange
rate would then be (x « y + z) percent.
Accordingly, using earlier notation, a
measure of the combined effects of trade
restrictions, terms-of-trade changes, and
trade imbalances on the real exchange rate
is given by the “competitiveness index":

r/r b Ny, (45)
[}

where
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= (r'/r) - 1; i=utb {46)

is the contribution of each of the three in-
fluences to the proportionate differences
between the actual exchange rate r and a
" ypothetical exchange rate r°, the latter be-
ing associated with unrestricted trade, un-
changed terms of trade, and balanced trade.
This index can be interpreted to reflect the
degree of price competitiveness in the pro-
duction of tradable goods relative to home
goods.

As pointed out above, terms-of-trade
movements are an exogenous influence on
the real exchange rate. Therefore, the policy-
induced exchange rate distortion can be
attributed only to the joint effects of trade
restrictions and trade imbalance, represented
by «, and «, using the above notation. None-
theless, in the analysis of price competitive-
ness of the tradable gonds sector, all three
influences on the real exchange rate need
to be taken into account.

Table 14 presents the annual values of
o, and r’/r for 1950-80. Since two sets of
r'/r estimates have been derived above,
there are also two alternative values of o,
and the overall index r/r for each year.

The first point to note is the consistent
overvaluation of the Philippine peso (rela-
tive to the hypothetical exchange rate )
throughout the period, based on either mea-
sure of the competitiveness index. The de-
gree of overvaluation differs significantly
over time. Even with favorable external
terms of trade in the 1950s, the distortion-
ary effects of trade imbalance and, most
dominantly, the heavily protective trade
regime of direct controls on imports and
foreign exchange resulted in a highly over-
valued exchange rate. The index averaged
2.21 (Case A) and 1.91 (Case B} during
1950-61.

The decontrol program and nominal ex-
change rate adjustment in the early 1960s
apparently reduced the real exchange rate
overvaluation in a big way. Even so, the
high and uneven tariff rates that replaced
the system of import and exchange controls
still represented a stringent penalty on trad-
able guods production. “"he average values
of r/r from 1962 to 1969 are calculated at



Figure 5—Index of exchange rate distortion due to trade imbalance (r°/r),

1950-84
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1.53 (Case A) and 1.41 {Case B}. It should
be noted that, in view of the country’s favor-
able terms of trade throughout the 1950s
and 1960s, the observed overvaluation of
the real exchange rate was entirely policy-
induced.

It would appear that the first haif of the
1970s constituted the least unfavorable
period, from the viewpoint of price competi-
tiveness, for producers of tradabte g¢oods.
During 1970-74 the overall index of ex-
change rate effects, based on either measure,
declined to an average of about 1.2. This is
attributable to the confluence of favorable
developments. Domestically, the Philippine
peso depreciated markedly in nominal terms,
resutting from the adoption of a floating
exchange rate system beginning in February
1970. Selective subsidies to export pro-
duction were introduced by the Export
Incentives Act of 1970, which compensated
in part for the still pervasive bias against
exporting due to tariffs and indirect taxes.

1970 1975 1980 1984

Also, the world cornmodity boom of 1972-
74 pushed up the foreign prices of the coun-
try’s principal e tports and consequently the
real exchange rate.

With the massive trade deficits, rapid
terms-of-trade deterioratior, and increasing
trade restrictions in the later part of the
decade, the real exchange rate overvaluation
worsened. The competitiveness index dur-
ing 1975-80 rose to almost the average of
the 1960s (1.41 under Case A and 1.43
under Case B). Of the 41-43 percent dis-
parity between r’ and r, exogenous terms-
of-trade movements accounted on average
for 17 percent, leaving 24-26 percent as the
joint contribution of the two policy-induced
sources of exchange rate overvaluation. The
latter in turn divides into the trade imbal-
ance component, which is less than 8 per-
cent, and the component due to restrictive
trade poticy, wk.ich is 16-18 percent.

{t does not seem farfetched to infer from
the above findings that the degree of real
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Table 14—Index of overall exchange rate effects (r°/r) and contributions of
various sources, 1950-80

™ OverallIndex (r°/r)
Year A B o, ay A B
1950 0.974 0.764 ~0.182 0.008 1.800 1.590
195] 1.031 0.804 -0.161 0.032 1.902 1.675
1952 1.501 1.116 -0.073 0.048 2.476 2.091
1953 1.355 1.049 -0.168 0.030 2217 1.911
1954 1.333 1.035 -0.14] 0.043 2.235 1.937
1955 1.274 0.995 -0.107 0.078 2.245 1.966
1956 1.158 0.916 -0.109 0.026 2.075 1.833
1957 1.252 0.980 -0.101 0.089 2.240 1.968
1958 1.308 1.017 -0.107 0.030 2.231 1.940
1959 1.353 1.040 -0.130 ~-0.063 2.220 1.907
1960 1,461 1.099 -0.117 0.018 2.362 2.000
1961 1.557 1.137 ~-0.078 0.049 2.528 2.100
1962 0.623 0.490 -0.075 0.013 1.561 1.428
1963 0.599 0.460 ~0.069 ~-0.036 1.494 1.361
1064 0.600 0.467 -0.062 0.012 1.550 1.417
1965 0.584 0.457 -0.063 0.012 1.533 1.406
1966 0.575 0.451 -0.061 0.007 1.521 1.397
1967 0.545 0.434 -0.058 0.063 1.550 1.439
1968 0.430 0.351 -0.048 0.074 1.456 1.377
1969 0.545 0.434 -0.041 0.070 1.574 1.463
1970 0.232 0.245 ~-0.032 0.0006 1.2006 1.219
1971 0.252 0.272 0 0.010 1.262 1.282
1972 0.247 0.244 0.044 0.025 1.314 1.313
1973 0.150 0.167 -0.011 ~-0.037 1.102 1119
1974 0.046 0.138 -0.010 0.034 1.064 1.156
1975 0.047 0.125 0.107 0.1006 1.260 1.338
1976 0.128 0.132 0.167 0.087 1.382 1.386
1977 0.13¢ 0.155 0.216 0.053 1.399 1.424
1978 '0.182 0.212 0.161 0.081 1.424 1.454
1979 0.289 0.287 0.109 0.072 1.470 1.468
1980 0.190 0.215 0.233 0.072 1.501 1.520
Notes: «,,, «,, and a, denote the proportionate exchange rate effects due to trade restrictions, terms-of-trade

changes, and trade irnbalances, respectively.
Entries under A are hased on the aggregate incidence parameter and those under B are based on the
disaggregate parameters.

ment in the early 1980s, as part of a wider
program of policy reforms and industrial

exchange rate distortion bears a significant,
negative relationship to the country's ability

to prevent a foreign exchange crisis. A highly
overvalued exchange rate is bound to lead
to a severe balance-of-payments problem
sooner or later, as demonstrated by the
Philippine experience with the foreign ex-
change crises of the late 1950s and late
1960s. The policy response in both cases
proved adequate only for a short time as the
real exchange rate slid back to unsustainable
levels after three or four years. The result
was an eventual recurrence of the balance-
of-payments crisis.

As discussed in Chapter 4, trade liberal-
ization measures were adopted by the govern-
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restructuring to improve the international
competitiveness of domestic producers. In
particular, the tariff program that aimed to
gradually reduce the average level and dis-
persion of nominal tariff rates from 1981 to
1985 would have reduced significantly the
real exchange rate distortion due to trade
restrictions. However, from the viewpoint
of price competitiveness in tradable goods
production, there were concurrently offset-
ting effects on the real exchange rate arising
from the sharply lower terms of trade and
large trade deficits financed by foreign bor-
rowing. These are reflected in the estimates



of r'/r and r®/r as presented earlier, which
averaged 1.31 and 1.10 for 1981-83, re-
spectively.

While political developments precipi-
tated the foreign exchange crisis that began
in August 1983, some underlying economic
factors, as reflected in the increasing real
exchange rate overvaluation since the mid-
1970s, have mace inievitable the recurrence
of a balance-of-pa;rnents crisis. The mistake
was opting for cxpansionary macroeconomic

policies in disregard of the balance of pay-
ments, which was also being battered by
adverse external terms of trade during 1975-
83. Because sociopolitical conditions at the
time (for example, the government’s ten-
dency to confer econonic gains on so-calied
“crony capitalists”) were not conducive to
the promotion of efficient economic growth,
not only static but also dynamic losses re-
sulted from the pursuit of what were being
touted as countercyclical policies.
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REAL EXCHANGE RATE CHANGES AND
AGRICULTURAL PRODUCTION INCENTIVES

The real exchange rate effects arising
from trade restrictions, terms-of-trade move-
ments, and trade imbalances having been
estimated in the preceding chapter, their
transmission to the domestic price structure
can now be analyzed. The present focus is
on the impact on agricultural prices relative
to the prices of home goods and of nonagri-
cultural products. These two relative price
measures are partial indicators of the price
competitiveness of the agricultural sector,
ieflecting the relative profitability of pro-
ducing agricultural products vis-a-vis home
goods and nonagricultural products.

This chapter first examines the behavior
of domestic agricultural prices relative to
the prices of home goods and of nonagricul-
wural products during 1950-84, indicating
the significance of sharp changes in the rela-
tive price indexes occurring in certain years.
The link to real exchange rate movements
is then investigated by regression analysis.
Finally, using the estimated coefficients rep-
resenting the response of relatjive agricul-
tural prices to changes in the real exchange
rate and other factors, an examination is
undertaken of the extent to which agricul-
tural producers could have benefited, through
improved price incentives, from the elimin-
ation of the various sources of exchange
rate misalignment discussed above.

Agricultural Prices
Relative to Home Goods
and Nonagricultural Prices

Indexes relating the prices of agricultyral
goods to home goeds tP./P\) and to nonagri-

7 The nonagricultural price index (P,,,) is calculated from
ur, P.. c{l

where P, and Py are the implicit price indexes for
is the share of agricultural value added to GDP
Appendix, Table 25,
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in 1971. The annual values

cultural products (P,/Pya) for 1950-84 are
depicted graphically in Figure 6.57 The time
profiles of the two price indexes are similar.
This is not surprising, considering that home
goods bulk large in nonagricuitural output.
The two indexes have generally lower val-
ues in the 1950s than in subsequent years
through 1984, suggesting that the price ef-
fects of the regime of import and foreign
exchange controls strongly discriminated
against agriculture. There was apparently a
positive response to the decontrol measures
and nominal exchange rate adjustment in
the early 1960s, which continyed to the
end of the decade. The average values of
P./Py and P,/P,,, in 1962-69 were higher by
22 and 12 percent than those in 1950-61.

By contrast, the favorable effect on rel-
ative agricultural prices of the large peso
devaluation in 1970 did not seem to last
long and was soon negated by other influ-
ences. Indeed ..e values of both price in-
dexes fell almost continuously, beginning
in 1973 for P,/P, and in 1974 for P./Ppa,
until 1982, just before the foreign exchange
crisis came to a head in 1983, [n 1982 the
value of P,/P, was 22 percent lower than
in l‘)73,whilethatofPﬂ/Pnn was 20 percent
below its 1974 valye.

Apart from nominal exchange rate
changes, other important inflvences on the
behavior of agricultural prices relative to
the prices of home goods and nonagricul-
tural products consisted presumably of the
significant changes in foreign prices of the
country's principal export commodities,
and the various factors responsible for sus-
taining massive trade deficits since 1974

w,) Pvm Pyllpv

agricultural value added and GDP, respectively, and w, = {0.295)

of Pyyys Py, and P, are shown in the



Figure 6—Relative price indexes of agricultural product: to home goods
(P./P;) and agricultural to nonagricultural products (P,/P,.),
195n-84
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including various aspects of macroeconomic
policy (see Chapter 4). All this would have
a bearing on the real exchange rate, indicat-
ing that it is a basic determinant of domestic
agricultural prices relative to those of home
goods and nonagricultural products. Indeed,
a cursory comparison of the time profiles in
Figures 2 and 6 suggests that the real ex-
change rate bears a positive relationship to
the rclative dotnestic prices of agricultural
products. A more systematic examination
of the effect of the real exchange rate on
relative agricultural prices, based on regres-
sion analysis, is given in the next section.

Agricultural Prices and the
Real Exchange Rate

It was initially hypothesized that, in ad-
dition to the real exchange rate, the more
direct influences of the implicit tariffs, ex-
port taxes or subsidies, and external terms
of trade are also important determinants of
the relative prices of agricultural products,
P./P, and P,/P,,.58 The results of the pre-
liminary regressions consistently indicate
lack of significance of the estimated coeffi-
cient of the terms-of-trade variables, suggest-
ing that only its indirect effect through the

S8 1t is possible to express analyticaily each of these relative price variables in terms of the real exchange rate
and the various tradable and home goods components of P, and P,,, which could then be used to estimate the
separate influences of those cxplanatory variables, The data requirements are severe, however. Fur an attempt
to estimate such an equation for P,/P,, using Argentinean data, see Cavalio, “Exchange Rate Overvaluation.”
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real exchange rate needs to be considered. 5
Table 15 reports the regression results
based on specifications that exclude the
terms-of-trade variable. Because the export
tax and tariff variables also affect the real
exchange rate (as discussed in the preceding
chapter), two-stage least squares (TSLS) es-
timation is used, the terms-of-trade index
and a trade deficit variable being chosen as
additional instrirrent variables. Introduc-
tisn of a few alt. ' ~ative lag structures does
not appear to impiuve the statistical fit. This
suggests absence of lagged effects (that is,
beyond one year) on domestic relative
prices due to changes in the explanatory
variables,

The first column of the table shows a
coefficient estimate of 0.398 for the exchange
rate variable, implying that a 10 percent
increase in the real exchange rate {or a real
depreciation of 10 percent) will push up the
relative price of agricultural products vis-3-
vis home goods by slightly less than 4 per-
cent. The same 10 percent increase in the
real exchange rate will lead to a 3.3 percent
rise in the domestic agricultural price rcia-
tive to the price of nonagricultural products,
according to the coefficient estimate in the
second column. This is understandably a
smaller effect because nonagricultural out-
put also includes tradable goods, although
to a lesser extent than agricultural output.

The estimated elasticity of P,/P, with
respect to the export tax variable (T, =
1 - t,,) is seen to be more than 0.3, while
that of P,/P,. is more than 0.4. The sign
in either case is positive as expected because
arise in the agricultural export tax rate tax)y
which lowers T,,, should lead to a 'ower
price of agricultural products, other ‘hings
remaining the same. The elasticity estimates
suggest that the average agricultural export
tax rate of 5.8 percent in 1970-80 directly
reduced P,/P, by about 2.0 percent and
P,/P,, by about 2.6 percent.

Nonagricultural tradables have been
subject to import taxes, aimed especially at
nonessential consumer goods, but they have
also benefited from subsidies to nontradi-

Table 15—Estimated equations for
relative agricultural prices
as dependent variables

Dependent Variable
Independent
Variable LogP,/P, LogP,/P,,
Constant -0.404 -~0.373
Logr 0.398 0.329
(9.220) {6.180)
LogT,, 0.336 0.44¢6
(1.680) (2.330)
Log T, -0.112
(-=0.930)
Log T, -0.418
(~-2.370)
R’ 0.884 0.779

Notes: Estimation is by two-stage least squares using
annual data for 1950-80. Numbers in paren-
theses are t-values,

P,/P,, represents the domestic price index
of agricuitural products relative to home goods,
and P,/P. , represents agricultural products rel-
ative to nonagricultural,

tional export production. The elasticity esti-
mate for T, (=1 ~t,), where t_, is the
negative of the export subsidy rate, has the
correct sign but is statistically insignificant,
owing presumably to the small share of non-
traditional export products in nonagricul-
tural output. For Ty, (= 1 + t,) the elasticity
estimate is -0.42, which is significant at
the 5 percent level. This indicates that a
reduction of the implicit tariff rate from an
average of 68 percent during 1962-69 to
an average of 20 percent for 1970-80 led
directly to an increase in P,/P., of about
12 percent,

Sources of Exchange Rate
Misalignment and Agricultural
Prices

The relative price respoiise of agricul-
tural products to changes in the real ex-
change rate and in the trade tax variables,

%9 This is Presumably due to, first, the markedly increasing share of manufactured products in total exports since
the early 1970s, and second, the sharp changes in the foreign price of oil imports since 1974,
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together with the estimates of exchange rate
misalignment derived in Chapter 7, can be
used to evaluate their effects on relative
agricultural prices vis-a-vis home goods and
nonagricultural products. Table 16 contains
the results of the calculations distinguishing
among the three sources of exchange rate
misalignment for four periods representing
various stages in the avolution of the coun-
try’s trade and exchange rate policies (see
Chapter 4),90

Both direct and indirect effects of trade
restrictions on relative agricultural prices
are shown in the first four rows of Table
16. During 1950-61, the direct effect of the
prevailing import and foreign exchange con-
trols {(associated with extremely high values
of the implicit tariff rate) was the dominant
influence on P,/P,,, which was reduced by
more than 100 percent. The indirect effect
through the real exchange rate also is not
insignificant, as shown by the induced de-
cline in P,/P,, of about 40 percent. The sep-
arate and less significant influences of the
favorable terms of trade and trade deficits
on relative agricultural prices during the
period offset each other to some extent.
Overall, the three sources of exchange rate
misalignment effectively lowered the do-
mestic agricultural price relative to home
goods by 36 percent and relative to non-
agricultural products by 100 percent.

Even after the implementation of de-
control measures and r.ominal exchange
rate adjustment in the early 1960s, trade
restrictions continued to exert the most
important negative influence on domestic
agricultural prices. The protective tariff
system retained the qualitative biases of
the incentive structure against agriculture
through the late 1970s. However, the dis-
tortionary effect of trade policy on relative
agricultural prices continued to diminish.

Overall, the declining trend of price bias
against agricultural production was reversed

Table 16—Average proportionate
effects of exchange rate
misalignment on relative
agricultural prices

Source/Period P,/P, P./P,.,
Effects of trade
restrictions
1950-61 -1.396 -1.026
1962-69 -0.176 -0.438
1970-74 -0.111 -0.215
1975-80 -0.089 -0.174
Effects of terms of
trade changes
1950-61 0.049 0.040
1062-69 0.024 0.020
1970-74 0.001 0.001
1975-80 -0.0606 ~-0.055
Effects of trade
imbalance
1950-61 -0.015 -0.012
1962-69 -0.011 -0.009
1970-74 -0.003 -0.003
1975-80 -0.031 ~-0.026
Effects from all
sources
1950-01 -0.3n2 -0.998
1962-69 -0.163 -0.427
1970-74 ~-0.113 -0.217
1975-80 -0.186 -0.255

Note: P,/P, represents the domestic price index of
agricultural products relative to home goods, and
P,/P,, represents agricultural products relative
to nonagricultural.

during the second half of the 1970s due to
the country’s growing trade deficits and
deteriorating external terms of trade. These
two sources jointly contributed 10 percent
of the total decline in P,/P, and 8 percent
of the declinein P,/P,,. Based on the entries
in the last row of Table 16, the combined
effects of the three sources of exchange rate
overvaluation appear to have reduced do-
mestic agricultural prices in 1975-80 by 19
percent relative to home goods and by 25
percent relative to nonagricultural products.
Because the real purchasing power of rural

% An llustrative calculation, yielding the estimated effect on P,/P,,, for 1950-61, based on Table 15, is

{P,7P,)

Substituting i -0.996, T,, 0, T,,

row, second column of Table 16,

0.320% + 0446 T,,
0.142,and T,, -

0.t12T,, - 0418T,,.

1.631 gives —1.026, which is the entry in the first
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households is determined in part by the ag-
ricultural terms of trade, the stimulus to
overall economic growth provided by the
growth of rural incomes must have been
considerably weakened by the market de-
cline in relative agricultural prices from the
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mid-1970s to the early 1980s (see Figure
0). It is evident from the above findings that
the worsening exchange rate overvaluation
contributed heavily to the severe deteriora-
tion of the agricultural terms of trade during
the period.
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SOME PERSPECTIVES AND CONCLUSIONS

The price bias against agriculture due
to trade and exchange rate policies trans-
lates into an effective resource transfer out
of the agricultural sector that is quite large
relative to the amount transferred into agri-
culture through government spending. In
1980, for example, the latter was about
P 3.5 billion, based on the national govern-
ment's budgetary allocations for current op-
erating expenditures and capital outlays.®!
The resource outflow in 1980 for export
crop agriculture alone amounted to P 6.6
billion—consisting of P 2.3 billior: from expli-
citexporttaxesand P 4.3 billion from policy-
induced exchange rate overvaluation.®?

In fact, production of all tradable goods,
not just actual exports, is penalized by the
overvalued exchange rate. The high degree
of tradability of agricultural output makes
agricultural incentives particularly depen-
dent on real exchange rate movements. It
follows that the implicit resource transfer
out of agriculture from overvaluation of the
peso has been much larger than would be
indicated by considering only export crops.

The need to extract agricultural surplus
to finance capital formation in the rest of
the economy during development is a widely
accepted proposition in development eco-
nomics. But there are serious questions
about the efficiency with which these trans-
ferred resources are used in the nonagri-
cultural sectors. In the Philippines, as in
most other developing countries where the

industrial sector has been highly protected,
the distortions in product and factor markets
have led to the inefficient use of investment
resources for manufacturing and the inability
to compete in international markets.%? Un-
less such policy-induced distortions are cor-
rected and, given the opportunities for rapid
productivity growth in agriculture provided
the capital requirements for technological
change and rural infrastructure development
are met, there is cause for skepticism that
agricultural resource transfers can help
accelerate the development process. An
additional consideration, of course, is the
stimulus to nonagricultural production to
be induced by increased rural incomes due
to rising agricultural productivity.®® This
form of rural growth linkage is at the heart
of recent proposals for an agriculture-based
development strategy.®’

Currency overvaluation has evidently
imposed a severe penalty on Philippine agri-
culture beyond the seemingly light tax bur-
den on agricultural exports. In the 1950s
and 1960s the policy thrust favoring indus-
trial import substitution entailed heavy
protection of manufacturing through a re-
strictive trade regime, which led to a highly
overvalued Philippine peso. In the 1970s
and early 1980s nominal exchange rate flex-
ibility and selective export subsidies tended
to reduce the degree of exchange rate over-
valuation from trade restrictions. However,
expansionary policies and massive trade def-

“!'See Table 15.8 in Ponciano S. Intal, Jr. and John H. Power, “The Political Economy of Agricultural Pricing
Folicies: The Philippines,” prepared for the World Bank, University of the Philippines at Los Bafios, June 1986
[mimeographed).

I Resource transfer out of expart crop agriculture due to the overvalued exchange rate is calculated by multiplying
crof. export earnimgs ($2 biltion) in 1980 by the actual exchange rate (P 7.51 per U.S. $1.00) and by the estimated
degree of overvaluation (0.287) for that year from trade restrictions and trade imbalance.

%1 See Bautista, Power, et al., Industrial Promotion Policies in the Philippines.

“ For an empirical analysis in the Phitippine context, see Romeo M. Bautista, “Effects of Increasing Agricultural
Productivity in a Multisectoral Model for the Philippines,™ Awricultural Fconomics | (1986): 67-85.

- See John W. Mellor, The New Economics of Growth: A Strategy for India and the Developing World (Ithaca,
N.Y.: Cornell University Press, 1976); and Adetman, "Beyond Export-Led Growth.”
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icits financed by external borrowing severely
distorted the real exchange rate, especially
during 1975-83, when the country’s terms
of trade deteriorated markedly. Tl.e debt-
related foreign exchange crisis that began
in late 1983 was triggered by political events
that shook business confidence and induced
a massive capital flight. However, because
of the severity of the exchange rate over-
valuation since the mid-| 70s, a balance of-
payments crisis was inevitable sooner or
later. What the government had touted as
“countercyclical” monetary and fiscal poli-
cies, which frequently bordered on profligate
demand management, became the villain of
the piece. Such expansionary macroeconomic
policy, adopted in disregard of the balance
of-payments consequences, backfired as the
immediate effect on the real exchange rate
and the longer-run effect on productivity of
the massive foreign borrowing undertaken
since 1974 proved disastrous.®®

This study shows that trade policy is a
dominant source of exchange rate distortion
and price bias against agriculture. Although
the disincentive effects of trade rostrictions
were reduced significantly during 1950-80,
the penalty on agricultural production re-
mained stringent. Thus during 1975-80, do-
fnestic currency overvaluation resulted in
the lowering of the domestic agricultural
price relative to home goods by an average
of 19 percent and relative to nonagricuitural
products by 25 percent. That the real ex-
change rate is at least a partial indicator of
the competitiveness of agriculture is borne
out by the significant relationships obtained
empirically between the real exchange rate
and relative agricultural prices.

The role of the real exchange rate in
influencing agricultural incentives and per-
formance has assumed added significance
in view of the recent decline in agricultural
production and exports (Chapter 3). If the
agricultural sector is to contribute to the
country's economic recovery and longer-run
growth, not only sector-specific policies, but
also the trade and macroeconomic environ-

ment that determines the real exchange rate
needs to be improved. Moreover, because
the existing foreign exchange shortage is
the principal constraint to economic growth,
it is important that export production, both
agricultural and industrial, should be en-
couraged.

The removal of export taxes {except on
logs} in mid-1986 by the new government
of Corazon Aquino is a step in the right
direction. For too long they were a direct
burden to agricultural producers. Industrial
export production, on the other hand, has
been receiving subsidies on a selective basis,
which offset to some extent the general bias
in the protection system against exports.
The amount of export tax collected was rela-
tively smail, accounting for only 1.4 percent
of total government revenue during 1980-84.
On efficiency grounds, it is preferable to
rely as much as possible on land, income, and
consumption taxes, rather than on export
taxes and tariffs that distort production in-
centives. Regardless of the source of taxation,
the pattern of government expenditure—
particularly, the allocation of public in-
vestment—needs to be redirected toward
agriculture and the rural sector and away
from the past bias fevoring urban-based,
capital-intensive industries. Improvements
in rural infrastructure, such as agricultural
research, extension, and credit, will serve
to increase the agricultural supply response
to price incentives. This would enhance the
long-run effectiveness of reform in trade and
exchange rate policies.

It will be necessary to prevent the real
exchange rate from being overvalued. This
would require that import restrictions un-
duly protective of domestic industry be lib-
eralized and that a sustainable trade balance
be maintained. A more realistic exchange
rate policy would in the long run encourage
not only export production but also efficient
import substitution in agriculture as well as
in the rest of the economy.

Under present conditions of foreign ex-
change shortage and depressed economic

“* The negative productivity effect is related to the propensity of the previous government to finance projects of

doubtful economic validity, whose proponents freque

04

ntly had strong political connections.



activity, the more immediate challenge fac-
ing the new government is how to achieve
rapid recovery while moving toward stable,
leng-run growth. Excessive reductionsin ex-
penditure due to IMF-prescribed budgetary
and monetary restraints have had severe
output and employment repercussions. To
achieve economic recovery, these restraints
will have to be eased. The government's
plan to sharply increase infrastructure ex-
penditures in the rural areas has much to
recommend it, not only addressing the ex-
isting deficiency in aggregate demand but
also promoting growth in agricultural pro-
ductivity and increased purchasing power
of the rural population.

In view of the expected lags in the re-
sponse of export production and import
substitution to the improvement in real
exchange rates, rapid aggregate dumand
expansion will run into a foreign eschange
constraint. Therefcre, foreign financial assis-
tance in the form of sott loans or grants, it
is hoped, and concessional terms of debt
repayment will be necessary, especially in
the early phase of recovery.

How should trade liberalization proceed
in the current context of underutilized pro-
duction capacity? One’s apprehension is
that exposure to foreign competition at this
time will inhibit domestic producers from
utilizing excess capacity and expanding out-
put. On the other hand, continuing import
restrictions and distorted relative prices
give the wrong signal for private investment
allocation. An appropriate approach to this
dilemma would be to reduce tariff and non-
tariff barriers graduallyduring the economic
recovery period. However, the government
should make clear early on its intention to
eventually move toward low and uniform
effective protection rates. This would help
prevent misuse of existing capital and in-
efficient allocation of new investments.

Beyond the need to achieve rapid eco-
nomic recovery, the new government also

faces the challenge of moving the economy
to a2 new development track that promises
improved prospects in the longer run. Given
the importance of agriculture and the se-
verity of the employment problem in the
Philippines, it is hard to envisage 2 more
appropriate development strategy for at least
the next five years than one that gives pri-
mary emphasis to agricultural growth and
employment generation. Two key condi-
tions for such an employment-oriented, agri-
culture-based development would be: first,
the removal of policy-induced price biases
against agriculture; and second, continuing
improvements in agricultural productivity.
Each can be expected to induce higher farm
production and rural incomes.??

Because food and other labor-intensive
consumer goods bulk large in the consump-
tion of rural households, sectors efficiently
producing such products (presumably, small-
scale producers in regionally dispersed rural
areas) will be favored by the rise in rural
expenditure. Whether supply will be able
to match the increased demand by the rural
population for those products will depend
on the availability of production inputs and
their prices. For instance, if intermediate
inputs to agricultural and nonagricultural
production are made artificially scarce or
expensive by a restrictive foreign trade re-
gime, the full benefits from increased final
demand in terms of output growth and labor
absorption will not be realized. It is also
clear that public provision of infrastructure
investments is critical not only to the gen-
eration and diffusion of new agricultural
technologies, but also to the development
and integration of rural markets.

The employment effect of a given in-
crease in rural income will be greater the
more skewed is the consumntion pattern
toward food and other labor-intensive prod-
ucts. Households of the less affluent, small
agricultural and nonagricultural producers
are most likely to fit this patiern; as in other

“”In the Philippine context, it seems reasonable to assume that the income distribution effect of increased
agricultural prices will also be favorable (which unly a disagregative, general cquilibrium model can verify). For
a systematic, empirical analysis of the effects of an exogenous change in food prices on income distribution based
on Indian data, sce John W. Mellor, “Food Price Policy and Income Distribution in Low-Income Countries,”
l:conomic Development and Cultural Change 27 {October 1978): 1-26.
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developing countries, families of the more
prosperous owners of large firms and in-
dustrial enterprises in the Philippines spend
more on capital-intensive goods, whether
locally produced or imported. It is impor-
tant, therefore, that improvements in price
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incentives, production technologies, and
infrastructure facilities should reach the
small producers in regionally dispersed rural
areas. This is as crucial to the country’s long-
run economic growth as it is necessary for
the participation of the poor in that growth,



APPENDIX:
SUPPLEMENTARY TABLES

Table 17—Effective exchange rates by product category, 1950-80

Essential Nonessential
Consumer Consamer

Good Good Traditional New

Year Imports Imports Exports Exports
{(P/US. $)

1950 2.00 2.05 2.00 2.24
1051 2.03 3.39 2.00 2.24
1952 2.03 3.39 2.00 2.24
1953 2.03 3.39 2.00 2.32
1954 2.04 3.34 2.00 2.32
1955 2.04 3.608 2.00 2.32
1956 2.11 3.86 2.00 2.32
1957 2.10 4.12 2.00 2.32
1958 2.10 4.17 2,00 2.32
1959 2.16 5.00 2.00 2.30
1960 2.24 6.97 2.22 2.51
1961 3.15 7.02 2,08 2,95
1062 3.74 10.04 3.15 3.37
1963 4.24 11.24 3.52 3.72
19064 4.24 11.10 3.52 3.72
1965 4.29 11.95 3.90 4.13
1966 4.29 11.69 3.90 4,13
1967 4,29 11.77 3.90 4.17
1968 4.29 11.91 3.90 4,17
1969 4.29 11.94 3.90 4,17
1970 0.48 17.67 5.15 6.54
1971 7.04 19.26 5.76 7.26
1972 7.37 20.07 6.27 7.36
1973 7.87 21.92 6.35 7.42
1074 8.02 23.32 0.52 8.53
1975 8.56 24.90 0.96 8.87
1976 8.78 25.56 7.14 7.97
1977 8.74 25.42 7.10 8.33
1978 8.86 25.32 7.08 8.67
1979 8.81 25.35 7.08 8.55
1980 8.97 25.80 7.21 8.70

Sources: Robert E. Baldwin, Foreign Trade Regimes and Econromic Development: The Philippines (New York:
National Bureau of Economic Research, 1975); and Kunio Senga, “A Note an Industrial Policies and
Incentive Structures in the Philippines: 1949-80," Philippine Review of Economics and Business 20
{September-December 1083): 299-305.
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Table 18—Domestic and border

products, 1950-80

price indexes for export and imported

Year Py Py P, |

1950 100.5 63.9 39.1 32.0
1951 107.2 72.0 40.3 38.8
1952 84.5 71.0 32.1 48.8
1953 103.1 67.7 39.3 43.4
1954 91.5 64.8 34.5 41.1
1955 83.9 64.8 31.8 39.9
1956 85.1 65.7 33.2 37.9
1957 80.3 67.9 34.7 41.2
1958 89.8 69.3 384 43.4
1959 97.3 70.8 43.4 45.2
1960 05.8 72.4 41.9 49.2
1961 88.2 73.4 43.9 52.1
1962 89.1 74.8 53.1 59.9
1963 03.8 79.8 63.6 63.6
1964 93.1 80.4 61.8 64.2
1965 04.7 81.8 63.5 64.5
1966 95.5 83.1 64.1 65.0
1967 97.3 85.0 68.3 65.0
1968 103.3 92-8 76.5 64.8
1969 103.7 94.5 75.1 72.3
1970 105.2 97.9 93.3 87.9
1971 100.0 100.0 100.0 100.0
1972 94.7 104.7 102.4 107.4
1973 138.2 134.9 132.5 127.6
1974 230.0 221.6 222.2 186.6
1975 182.6 229.9 189.1 2006.8
1976 159.8 227.4 200.3 230.4
1977 162.2 252.5 251.8 253.9
1978 189.4 257.4 277.9 209.7
1979 223.7 282.8 3433 328.9
1980 233.0 375.5 351.3 406.5

Source: Central Bank of the Philippines, Statistical Rulletin, various issues,
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Table 19—Farm-gate prices of major agricuitural products, 1950-80

Year Coconut Sugar Pineapple Tobacco Abaca Rice Corn
(P/kilogram)
1950 0.308 0.224 0.150 0.784 0.639 0.294 0.160
1951 0.270 0218 0.180 0.728 0.611 0.265 0.179
1952 0.191 0.219 0.180 0.734 0.600 0.246 0.168
1953 0.274 0.221 0.149 0.351 0.539 0.216 0.130
1954 0.214 0.253 0.148 0.351 0.360 0.188 0.138
1955 c.211 0.243 0.141 0.375 0.337 0.191 0.137
1956 0.216 0.221 0.139 0.381 0.294 0.186 0.128
1057 0.218 0.221 0.139 0.383 0.295 0.186 0.128
1958 0.279 0.195 0.141] 0.400 0.310 0.198 0.125
1959 0.228 0.191 0.145 0.362 0.353 0.191 0.130
1960 0.358 0.188 0.146 0.440 0.622 0.190 0.128
1961 0.28: 0.188 0.146 0.439 0.508 0.226 0.155
1962 0.310 0.225 0.139 0.397 0.527 0.231 0.135
1063 0.377 0.233 0.143 0.449 0.480 0.239 0.148
1964 0.420 0.237 0.143 0.504 0.588 0.299 0.203
1965 0.438 0.249 0.144 0.552 0.587 0.308 0.20P
19606 0.405 0.314 0.147 0.644 0.483 0.322 0.22>
1967 0.530 0.370 0.205 0.818 0.527 0.337 0.220
1068 0.576 0.449 0.288 0.987 0.503 0.407 0.214
1969 0.55¢6 0.554 0.348 1.737 0.025 0.386 0.233
1970 0.660 0.694 0.469 2.050 0.863 0.396 0.262
i971 0.751 0.698 0.518 1.850 0.869 0.469 0.360
1972 0.700 0.732 0.519 2.340 0932 0.633 1.120
1073 0.844 0.783 0.567 2.460 0.994 0.601 0.451
1974 1.930 0.876 u.844 3.380 2.976 .887 0.666
1075 1.060 0.900 [J R 4.180 3.847 0.944 0.836
1076 0.566 0.786 1.2 v 3.760 2.249 0.964 0.881
1077 1.652 1.740 1.322 3.785 2.030 1.022 0.939
1978 1.049 1.110 1.520 3.658 1.850 0.985 0.955
1079 1.084 1.176 1.217 6.735 2.000 1.008 0.922
1980 2.027 1.350 0.504 4.500 2.802 1.069 0.968

Source: Philippines, National Economic and Development Authority, Philippine Statistical Yearbook (Manila;
NEDA, 1975, 1982, and 1985).
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Table 20-—Wholesale prices of major agricultural products, 1950-80

Year Coconut Sugar Pineapple Tobacco Abaca Rice Corn
(P/kilogram)
1950 0.360 0.233 0.300 1.150 0.879 n.a. n.a.
1951 0.360 0.224 0.330 0.900 1.035 n.a. n.a.
1952 6.250 0.235 0.400 0.530 0.640 n.a. n.a.
1953 0.370 0.251 0.390 0.590 0.637 n.a. n.a.
1954 0.310 0.246 0.380 0.850 0.454 n.a. n.a.
1955 0.270 0.228 0.400 0.850 0.498 n.a. n.a,
1956 0.260 0.231 0.390 0.860 0.600 n.a. n.a.
1957 0.280 0.244 0.390 0.940 0.746 n.a. n.a.
1958 0.380 0.252 0.390 0.960 0.651 n.a. n.a.
1959 0.470 0.240 0.39¢ 0.980 0.963 n.a. n.a.
1960 0.400 0.275 0.360 0.990 0.994 0.360 0.220
1961 0.380 0.347 0.530 1.090 0.982 0.450 0.250
1962 0.470 0.442 0.600 1.i90 0.955 0410 0.200
1963 0.540 0.592 0.680 1.200 0.982 0.470 0.27¢
1964 0.560 0.473 0.680 1.260 1.069 0.570 0.280
1965 0.640 0.447 0.700 1.270 0.980 0.550 0.360
1960 0.560 0.534 0.700 1.390 0.855 0.670 0.360
1967 0.630 0.626 0.690 1.570 0.764 0.680 0.330
1968 0.760 0.591 0.660 1.880 0.775 0.640 0.330
1969 0.680 0.614 0.670 1.740 0.955 0.600 0.350
1970 0.980 0.804 1.130 2.050 1.403 0.720 0.380
1971 0.890 0.960 1.200 1.850 1.746 0.910 0.660
1972 0.690 1.121 1.240 2.340 1.718 1.150 0.630
1973 1.87¢ 1.248 1.360 2.460 2.752 1.310 0.670
1974 3.760 2.42} 1.740 3.380 5.790 1.970 1.070
1975 1.490 2.443 2.140 4.180 2.930 2.080 1.160
1976 1.650 2.026 2.310 3.760 3.180 1.990 1.190
1977 2.530 1.490 2.520 3.780 3.030 2.050 1.220
1978 3.300 1.490 2.740 3.660 2.680 1.960 1.230
1979 4.020 1.490 2.810 6.740 3.780 2,140 1.260
1980 2.550 1.930 3.290 4.540 5.540 2.290 1.620

Sources: For coconut,sugar, pineapple, tobacco, and abaca, Central Bank of the Philippines, Staristical Bulletin,
various issues; for rice, Laurian ). Unnevehr and Arsenio M. Balisacan, "Changing Comparative Advantage
in Philippine Rice Production,” Working Paper 83.-03, Philippine Institute for Development Studies,
Makati, 1983; for corn, Ponciano S, Intal, Jr., and John H. Power, “The Political Economy of Agricultural
Pricing Policies: The Philippines,” prepared for the World Bank, University of the Philippines at Los

Bafios, June 1986 (mimeographed).
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Table 21—Border prices cf major agricultural products, 1950-80

Year Coconut Sugar Pineapple Tobacco Abaca Rice Corn
(U.S. $/kilogram}
1950 0.195 0.109 0.145 0.745 0.423 n.a. n.a.
1951 0.198 0.113 0.152 0.700 n.a. n.a. n.a.
1952 0.135 0.113 0.146 0.832 n.a. n.a. n.a.
1953 0.193 0.:22 0.148 0.822 n.a. n.a. n.a.
1954 0.170 0.121 0.138 0.733 n.a. n.a. n.a.
1955 0.147 0.114 0.164 0.694 0.249 n.a. n.a.
1956 0.139 0.112 0.234 0.747 n.a. n.a. n.a.
1957 0.140 0.117 0.212 0.825 n.a. n.a. n.a.
1958 0.171 0.119 0.2006 0.765 n.a. n.a. n.a.
1959 0.202 0.120 0.181 0.210 n.a. n.a. n.a.
1960 0.172 0.123 0.165 0.888 0.413 0.135 0.099
1961 0.140 0.126 0.242 0.767 0.345 0.096 0.105
1962 0.145 0.127 0.287 0.861 0.267 0.128 0.143
1963 0.163 0.143 0.224 0.749 0.280 0.128 0.219
1964 0.171 0.130 0.225 0.8606 0.291 0.115 0.181
1965 0.192 0.130 0.197 0.757 0.271 0.113 0.092
1966 0.167 0.136 0.197 0.982 0.237 0.131 0.103
1967 0.167 0.145 0.179 0.958 0.218 0.149 0.055
1908 0.192 0.149 0.169 1.077 0.197 0.162 0.062
1969 0.172 0.152 0.158 1.038 0.233 0.156 0.060
1970 0.180 0.152 0.214 1.087 0.277 0.110 0.137
1971 0.165 0.158 0.196 1.067 0.264 0.084 0.060
1072 0.119 0.172 0.181 1.058 0.266 0.127 0.053
1973 0.225 0.180 0.216 1.058 0.269 0.331 0.089
1974 0.521 0.479 0.244 1.408 0.112 0.493 0.145
1975 0.220 0.596 0.297 1.669 0.066 0.305 0.136
1976 0.182 0.293 0.338 1.434 0.055 0.223 0.125
1977 0.315 0.213 0.362 1.890 0.055 0.278 0.108
1978 0.371 0.175 0.370 1.117 0.053 0.309 0.108
1979 0.616 0.184 0.391 1.760 0.075 0.273 0.112
1980 0.390 0.359 0.438 2.033 0.090 0.342 0.140

Sources: Philippines, National Economic and Development Authority, Philippine Statistical Yezrbook {Manila:

Note:

NEDA, 1975, 1982, and 1985); and Central Bank of the Philippines, Statistical Bulletin, various issues.
Border prices are calculated as unit values of exports {f.0.b.} and imports (c.i.f.).
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Table 22—Domestic price indexes for agricultural and nonagricultural export
products, 1950-80

Agricultural Nonagricultural
Expert Price Export Price
Year Index (P,,} Index (P}
1950 57.4 67.3
1951 57.2 71.9
1952 44.9 58.0
1953 56.7 68.8
1954 50.8 56.2
1955 46.6 54.8
1956 46.4 60.2
1957 50.4 60.4
1958 58.8 62.7
1959 68.1 68.9
1960 64.2 68.4
1961 08.6 70.0
1962 83.7 83.7
1963 100.4 99.9
1964 94.5 101.0
1965 100.0 100.0
1966 97.9 105.1
1967 107.0 108.2
1968 120.0 121.0
1969 115.0 122.7
1970 160.8 128.3
1971 165.4 146.9
1972 161.6 160.7
1973 285.6 152.3
1974 547.7 178.2
1975 3413 239.5
1976 322.4. 306.9
1977 410.2 378.3
1978 505.1 347.5
1979 607.1 451.9
1980 446.0 547.2

Source: Basic data are from Central Bank of the Philippines, Statistical Bulletin, various issues,
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Table 23—Power of the import tariffs (T,,) and export taxes (T, , T oy, Tr ),

1950-80
Year Ta=1+41, =1 -ty Ta=1-1t, Tox =1 -ty
1950 2.205 1.010 1.000 1.120
1951 2.280 1.010 1.000 1,120
1952 2.906 1.010 1.000 1.120
1953 2.707 1.015 1.000 1.160
1954 2.678 1.015 1.000 1.160
1955 2.599 1.015 1.000 1.160
1956 2.445 1.015 1.000 1.160
1957 2.570 1.015 1.000 1.160
1958 2.644 1.015 1.000 1.160
1959 2.704 1.015 1.000 1.150
1960 2.852 1.011 1.000 1.131
1961 2.981 1.011 1.000 1.101
1962 1.756 1.006 1.000 1.070
1963 1.726 1.006 1.000 1.057
1964 1.728 1.006 1.000 1.057
1965 1.708 1.005 1.009 1.059
1966 1.697 1.005 1.000 1.059
1967 1.656 1.008 1.000 1.069
1968 1.515 1.008 1.000 1.069
1968 1.658 1.008 1.000 1.069
1970 1.287 0.945 0.874 1.110
1971 1.316 0.927 0.900 1.134
1972 1.301 0.966 0.940 1.103
1973 1.184 0.967 0.939 1.098
1974 1.051 1.010 0.960 1.256
1975 1.050 1.025 0.960 1.223
1976 1.152 0.991 0.960 1.071
1977 1.150 1.019 0.960 1.126
1978 1.204 1.056 0.955 1.176
1979 1.333 1.051 0.958 1.157
1080 1.220 1.060 0.960 1.158

Sources: Basic data are from Central Bank of the Philippines, Statistical Bulletin, various issues; Robert E, Baldwin,
Foreign Trade Regimes and Economic Development: The Philippines (New York: National Bureau of
Economic Research, 1975); and Kunio Senga, “A Note on Indus:rial Policies and Incentive Structures
in the Philippines: 1949-80," Philippine Review of Economics and Business 20 (September-December

Note:

1983): 299-305.

tm is the implicit tariff rate; t,, t,,, and t,, are the implicit tax rate for all exports, agricultural exports,
and nonagricultural exports, respectively,
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Table 24—Wholesale price indexes for the United States and Japan and the
yen/dollar exchange rate index, 1950-84

Wholesale Price Index

Exchange
Year United States Japan Rate Index
1950 71.8 75.0 0.965
1051 79.9 90.8 0.965
1952 77.8 92.7 0.965
1953 70.7 93.3 0.972
1954 76.8 92.7 0.972
1955 77.0 91.0 0.972
1956 79.6 95.0 0.972
1957 81.8 97.8 0.972
1958 83.0 91.4 0.972
1959 83.1 92. 0.972
1960 83.3 93.3 0.972
1961 83.0 94.3 0.972
1962 83.1 92.8 0.972
1963 82.8 94.3 0.972
1964 83.0 94.7 0.972
1965 84.7 95.3 0.972
1966 87.6 97.7 0.972
1967 87.7 99.3 0.972
1968 89.9 100.3 0.972
1909 93.4 102.3 0.972
1970 96.8 106.1 0.972
1971 100.0 100.0 1.000
1972 104.4 106.1 1.150
1973 118.1 122.9 1.287
1974 140.3 161.5 1.199
1975 153.4 166.4 1.175
1976 160.4 174.7 1.179
1977 170.2 178.0 1.302
1978 183.6 173.5 1.661
1979 206.0 186.1 1.594
1980 235.0 219.3 1.538
1981 257.0 222.3 1.573
1982 262.2 226.3 1.399
1983 265.5 221.2 1.469
1084 271.8 220.8 1.409

Source: Internaticnal Monetary Fund, lnlernalionalFInanclalSla(lslics(Washingtqn, D.C.: IMF, various years).
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Table 25—Implicit price indexes for GDP, agricultural and nonagricultural
value added, 1950-84

Year Peap P, Pra

1950 40.0 41.7 47.8
1951 50.5 40.2 54.8
1952 47.2 37.9 51.1
1953 44.8 35.7 48.6
1954 43.7 33.7 48.0
1955 43.1 35.2 46.4
1956 44.0 35.5 48.4
1957 46.1 36.6 50.1
1058 46.3 36.3 50.5
1959 45.6 37.1 49.1
1960 48.7 38.7 52.8
1961 50.1 39.5 54.5
1962 51.0 42.6 54.5
1963 55.1 47.5 58.2
1904 59.0 49.7 62.9
1965 60.9 51.8 64.8
1906 04.5 54.9 68.5
1967 67.9 00.3 71.1
1068 71.9 67.8 73.7
1969 76.1 73.0 77.4
1970 88.8 83.7 90.9
1971 100.0 100.0 100.0
1972 106.7 104.6 107.6
1973 125.5 129.5 123.8
1974 164.8 176.0 160.1
1975 178.9 189.4 174.4
1976 195.9 198.5 104.9
1977 213.0 211.1 213.8
1978 230.2 229.0 230.7
1979 260.5 257.0 270.5
1980 306.2 272.2 3204
1981 338.6 295.0 356.9
1982 367.1 316.2 388.4
1983 410.2 356.0 433.0
1084 613.9 578.5 628.7

Source: Basic data are from Philippines, National Economic and Development Authority, Philippine Statistical
. earbook, (Manila: NEDA, various years).
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