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Foreword 

The Institute is pleased to pi esent the first of a two-volunie publication 
-- the result of a three-year research program that focused on the analysis 
of trade and investment policy illthe Philippines. The pioject's primary 
objective was to foi mnnlate a trade ani investment poli y franewoi k that will 
enhance the effiiciecy of the industrial sector. 

This hook comes at a most oppo tune time when tile global coiimunity 
is facecl with excellent oppoi tunities for a freer woi ldi(ide - a new-fouind 

1
openness usheiel in y the creation of tire WorlilTrade ) gani/ation 
following the (;A'IT-LJi ugtay Rounrd negotiations and of Iegional initiatives 

like the Asean Free Traide \ ca (AirFA). 
In 1979, tile Institute publishe( the book Inditnral1wmohon Polices In 

thr'I'lldippi tn by Bautista, lPowei tI Associates, hailed hl nyin landv as a 
mark study in the Philippincs illthe fieid of tiadle ,u1l induistlial refoliii. Ill 
the years that follwed, niany govcrninein pOllcles alnd an,'ses on tile 

rioiilstlNy a' a sectol alld o the e(olloilry as a whole wed aiicli (ion tile 

IeCOrMnMentlations pno.idld by this stldy, Solie of the signii ,allt(eIbates On 

iniduslltial Issues wele also spiuled hy its findings. 
Today, 16 vears Alter, tire Institute again takes pride illpublishing 

,mrother book wlich is essentiallv ,a(onli iiing assessment of the industrial 

sector's pcforin (e. We mre (tonfident that this volume will go the Same 

way a,, the fist book - to heclp us iri(leistaidt the exteinal andI inteinal 

piessuires facing tilt-indtisillaid to help sllalcl tile coultly's competitive 

advantage as it plepai cs to ( npete under tile newl lilies ofa freer global 

tlaIce.
 

With t he expected gi owthl 1ir glohal arid iegional incomes aiud trade, and 
with the country's expainded I l lig opportunities, 01it hope of catching tip 
with Asia's tigers could finallv be realied. 

Volume I serves as tile nain report of the Development Incentives 
Assessment Pr ott( (ILIA). It capsuliies the highlights of the policy issues 
covered by the Project, inake, illisive observations ari1d critical analyses of 
the trade envtr oniment, atI oflci s iesealch-hased conclusions 1iid recom
mendations. The special papet s iincludtledl ill this volt'le, lleanlvhile, review 
tile effects of policies, pinpoint the flaws, explore possibilities for efficiency 
and, finally, offer strategies for reform. 

xv 



Volume II of this publication with the same title will present in detail the 

impact of tiade policy reforms on the pcifoi niance, compCtitivness and 

stIItecmie of certain indIstriies such as the appliance, textile and garments, 

synlthetic tesin and plastc, agricultmal machinii inotorc~cle and parts,*, 

)'I(kaging, and slipbutlding/shi) Iepali ,ind Ioatbuil(ling. 

It is hoped tlhIt tile pltiblt.,ioin of tlt'st, studies will not only aid 

polymal,ei In shapiing poih ies and legislations that tn plopel th.. otItItrY 

to wheie it valits to be. It is ,lso hopt'd that a full giasp and undlist,1inding 

of the isSu'es and pltcsi(s55 oil t iade and industly se. tor will guide the 

lhpino people In se',/Ig the n 10dool s of oppol tunitles that ai e available 

foil tie (oul11",flituite glowih 

.\s the allti ls have citedt, "gi eatel oiisc lousliess of the possibilities for 

III I e,ased ta(le, and ooopeiative effoits will help tileoount-y realize its 

p)otlitialls aidl seve to s t ('lgl the illiovellilnt towal (I a ilno+r_ liberal and, 

heim c, m,,ilet ani([ llol c inltense tiading a( tliv! e in the 1egion." 

'I Ins p)ojet was Iiitiated, developed and omipletcd with the help of 

1tUaiei Ois ii(livilduals and expei Is w'ho pioposed the study, pI ovided exten

,iveti l s, offei ed v-Aluable iith isms and IIIIselshly gave suggestions 

thi otighiotit the development of this piolect The Institute, the National 

l'(ouint and I)evelopment Atihoiity throuigh its 'ect hnical Resoturces 
11iojte t,,l thti t etdState.s Ageiot y foi nationall 1)evelopment whichIl,+tei 


piovided the financial stuppoi t, ai e iICndebted to them all. This book may as 

iell serve as a ti ibute to their pt ofessional excellence. 

PONCIANO S. INTAL, JR. 

President 

August 1995 
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CHAPTER 1
 

Introduction
 

The performance of the country's manufacturing sector is a perennial 
source of frustration to economic analysts and policymakers alike. With an 
industrial sector that was rated second in Asia to that of Japan it the early 
1950s, the Philippines is now ranked close to the least successful economic 
performers of the region. Among ASEAN countries, the Philippines has the 
lowest iecord of industrial giowth (Table 1.1) and structural change has 
haidly taken place. For instance, the share of light consumer industries 
(food, bevciages, tobacco, textiles, wearing apparel, and leather products) 
has since lingered at its 40 percent share of manufacturing value added in 
1963, while the share ofmetal products, machinery, and equipment has even 
declined from its relative position more than two decades ago. Industry's 
share of GDP itself shows none of the marked changes that have charac
terized other ASEAN countries' industrial sectors since 1970. 

In an intercounuty comparison of (total) factor productivity growth in 
16 developed and developing countries (Page 1990), the Philippines is one 
of the two countries (India being the other) which registered negative 
productivity growth in postwar economic history. The country lost its com
petitiveness in the world ma kel vis-a-vis other ASEAN countries like Thai
land and Malaysia, reflected in the low and declining share of world exports 
(Table 1.2). Even the top perfom mers in the country's export sector, namely 
apparel and electronic products, succumbed to the pitfalls of import de
pendency. Unwittingly, many of the import-suhstituting, infant-industries of 
the past regime failed to be competitive even in domestic markcts. 



2 CATCHING UP WITH ASIA'S TIGERS 

TABLE 1.1 

COMPARATIVE GROWTH RATE OF VALUE ADDED ININDUSTRY
 
AND INDUSTRY'S SHARE OF GDP INASEAN
 

Growth Rate of
 
Industrial Value Added 


1971-1980 (average) 

1981-1990 (average) 

Industry's share of GDP
 

1970 


1980 


1990 


(inpercent) 

Indonesia Malaysia Philippines Singapore Thailand 

12.5 9.1 8.3 9.8 12.0 

5.8 7.2 -0.2 5.1 9.7 

20.9 24.7 29.4 29.8 25.7 

41.3 35.8 36.2 38.8 30.8 

40.6 41.7 33.0 35.9 35.3 

Source: TablesA4 andA6, Asian Development Outlook, 1991. 

TABLE 1.2 

ASEAN MEMBER COUNTRIES' SHARES OF WORLD EXPORTS, 1985-1990 
(inpercent) 

Country 1985 1986 1987 1988 1989 1990 

Indonesia 1.014 0.736 0.717 ).706 0.737 0.731 

Malaysia 0.841 0.694 0.749 0.7q 0.841 0.862 

Philippines 0.252 0.239 0.238 0.256 0.260 0.242 

Singapore 1.244 1.118 1.198 1.432 1.503 1.519 

Thailand 0.389 0.440 0.483 0.581 0.673 0.704 

Source: Table A15, Asian Development Outlook, 1991. 



3 INTRODUCTION 

Past Studies on Trade and Industrial Policy 

There have been numerous studies on tie industrial sector, both for specific 
industries and the manufacturing sectoi as a whole, attempting to under
stand and analyze the problems and recommending policies to improve 
industrial perfoi mance and achieve sustained economic gi owth. The major 
apd more comprehensive studies include lowei and Sicat ( 1971), Ranis et 
al. (1974), Bautista, lPower and Associates (1979), the Joint Tariff Commis-
sion-PIDS Working Paper Series (1986), and Medalla (1990). These studies 
focus on industrial and trade policies and the incentive system they breed, 
as well as on tile economic performance of industi es and firms. As such, 
they contribute to a greater understanding of the effects of the policy i egime 
on industrial efficiency that has led to the iethinking and formulation of 
more appiopriate policies for industrial development. Notmtlistanding 
these contributions, not much is known about the ICal ipact of economic 
policy reforms that have becn implemented in the 1980s on paiticular 
industries and firms, and whether the expected results have been achieved. 

A series of studies on industrial restructuring commissioned by the 
Development Bank of the Philippines (1)BP) i 1992 includes cement, pullp 
and paper, textiles, and shipping and shipbuilding, among otheis. More 
recently, a set of industry studies was done by the Japanese International 
Cooperative Agency UICA) for the Board of Investments (BOI) covering 
metalworking, die-casting, furnitt e-making and softwai e de .lopment. Fo
cusing on current problems affecting the financial viability of various indus
tries, these studies give little or no attention to social costs and benefits. 

The series of Tariff Commissmon- lI)S case studies of industries ad
dressed both efficiency issues and firms' responses to tile tam iff 1efol in and 
import liberalization programs. However, these studies wsei e conducted at a 
time when the policy reforms weie just beginning to take effect. Conse
quently, theywere unable to captut e the meditim and long-tei i ad justments 
undertaken in response to the policy changes. They also gave little attention 
to the specific factors behind the inter-industry, inter-firm, and intra-industry 
differences in adjusunent responses. What the studies showed, however, is 
that effective protecuon to domestic industries was generally reduced and 
firms tended to become more socially efficient, but that there were different 
responses in terms of factor productivities, factor intensities, output growth, 
and others (Tan 1986). 



4 CATCHING UP WITH ASIA'S TIGERS 

In general, t -o major conclusiots have imet ged fhon these studies: 

(1) That the more than three decades of protection has been 

very costly in terms of its inherent penalty to exports, its seriously 

adverse impact on resource allocation and dynamic efficiency losses 

arising from lack of competition, and 

(2) That a reform toward a mere libe,'al, and neutral trade 

policy is necessary to propel the economy to a higher level of 

industrialization. 

Some would add a third conclusion. This is: 

(3) That while a reform toward a more neutral trade policy 

regime is a necessary condition for a more rapid industrialization, 

it may not be sufficient. More specifically, there seems to be a need 

for a more judicious, more effective, selective intervention. 

There is some debate on the third issue, however. Foi example, reflect

ing on the expei icnce of South Korea, Pack and Westphal (1986) challenged 

the "neoclassictl" position (as (poused by such ,tuthoi s as Balassa, Coidt-n, 

Kruegei, and Little) ~y' asserting that "a netial policy legime may not 

generally be a sufficient (onditton for rapid industriali/ation." Their con

tention is based on what they consider "new elepieats" that have entered 

the debate, namel): 

(1) An empirical finding that market forces alone are not 

responsible for the purpoi ted "market successes" of economies like 

Japan or Korea; and 

(2) A distinct, empirically based concept that ptts indgenons 

dynamic phenomena involving technological change at tile center 

of indust ialiiation. 

Alter discussing the princil)al nechanisms behind the Korean govern

ment's piattce of selective intervention, and given Korea's remarkably 

successful ndistrial perfo, mance, the authot s asset t that the Korean expe

iience, as a whole, demonstrates that selective intervention is not inimical to 

elements of thesuccesSful indtist iali/ation (p. 99). Among the essential 

Korean apli oach are the following: 

(1) A two-pt onged strategy ofindustIl ialation consistently practiced by 

tile govei timent" 

(a) 	reliance on mat ket forces responding to mostly neutral policies 

to allocate resources in well-established industries; and 

(b) 	 a strict selective intervention on industries judged to be in 

Korea's dynamic comparative advantage; 
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(2) An extensive consultation of the government with tile private sector 
in deciding which industries to promote and how to do it. 

On the other hand, other studies, particularly World Bank (1993), The East 
Asian Miracle, find that promoting specific industries did not generally work. 

"Industrial policy narrowly defined - that is,attempts to achieve more 
rapid productivity growth hy altering industrial structure - was generally 
not successful. In Japan, Korea, Singapore and 'Faiwan, (hina, promotion 
of specific industries had little apparent impact Indusii ialgrowth tended 
to be market-confot ming, and productivity change was not significantly 
higher in promoted sectors. Although govei nmens in these fot econo
mies were undoubtedly trying to alter industrial structure to achieve rapid 
productivity giowth, with the exception of Singapore their industrial struc
tures evolved largely in the manner consistent with market forces and 
factor-intensity based comparative advantage." 

- (World Bank 1993: 354) 

Even Pack and Westphal are also quick to note that a selectively intel

ventionist approach is successful only when the government decides on the 

basis of an overriding objective of dynamic efficiency. Export performance 
is still the practical measure of a selected industry's progress toward achiev
ing world-class competitiveness. In certain instances when the selectivity rule 
was relaxed, however, Korea's industrial performance deteriorated. A i ecent 
example is when goveinment promoted too many inLant industries in the 
heavy and chemical sectors (hiring the 1970s. As a result, technical and 

entrepreneurial talent was thinly spiead over too many promoted industries 
and excess capacity became a malor problem. Since international competi
tiveness was not given importance in the monitoring pi ocess of industrial 
performance, there was an "unprecedented ieltictance to abandon or radi
cally revise its detailed strategy on the basis of information and experience 
accumulated dring implementation" (p. 101). Such mistakes meiely un
derscore the impoi tance of dynamic efficiency in pioviding the litmts test 

in the selection ofindustries to be promoted. They also offer lessons to other 

developing countries looking fot models of industrial policymaking, such 
that they highlight the costs of failing to understand the undei lying princi

ples of the East Asian model. 

Most unfortunately, regardless of whether selective intervention could 

woi k or not, the Philippine government seems to have espoused for moi e 
than three decades prior to refoi ms the worst possible policy combination 

- adopting an inlerventionist approach under an inward-looking, protec

tionist policy framework. The government has utilized a host of trade 
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restrictions to protect domestic industries in the domestic market. At the 

same time, starting in the late 1960s, there have been some attempts at 

selective intervention in the form of BOI Investment Prickities Plan (IPP) 

listing of prefetied industries and progiessive manufacturing programs 

(PMP) which have, generally, also been domestic market in orientation and 

tended to reinfoi ce the biases of the protectionist trade policy. 

Much of the reforms undeitakea since the early 1980s recognize the 

pitfalls of the past industrial strategy. The continuing thrust of the country's 

trade and industrial policy reform is to provide an environment conducive 

to indtustrial giowth and productivity by eliminating at least the policy-in

duced dlistol tions to resource allocation. This thrust is the spirit behind the 

tariff and impol t liberalization policies of recent years. Not much, however, 

has been done to reform the investment incentive system. 

Objectives and Plan of the Study 

With little evidence as vet on the impact of these reforms, owing mainly to 

the necessary lag time for such impact to be felt, there remain difficult 

questions about why the industiial sector remains sluggish, when it would 

take off, or even whether it would ever manage to come out of the slump 

and catch tup with out dynamic Asian neighbors. 

Businessmen still point to the sad state of our infrastructure, the high 

interest iates, age-old technology, and otheis. (Why, in the first place, had 

there not been spontaneous, continuous upgrading of technology consider

ing the "t ents" that must have been harnessed from extremely protectionist 

policies of the past?) Some would argue that the reforms have not been 

enough, or that the reform package had been incomplete if not inconsistent. 

More specifically, there seems to be a need for more of the second element 

mentioned above - a more judicious, more effecive, selective intervention. 

This study is yet another attempt to plough through these questions. It 

is the first of two volumes serving as the main report of the Development 

Incentives Assessment (DIA) Project undertaken at the Philippine Institute 

for Development Studies (PIDS). Its major objective is to provide a better 

understanding of, as well as more perceptive empirical findings about 

Philippine industrialization policy, the state of the manufacturing sector, the 

1. There was an attempt to reform the investment incentive sy-stem in 1983 with the passing of 

Batas Rimbamsa 311 which granted much more generous incentives to exports. This was, 

however, rescinded with the passing of the 1987 Omnibus Investment Code, which basically 

reverted to the old svstem. 
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impact of reforms, and what more needs to be done. To this end, this volume 
goes back to the fundamentals - the basic issues and concepts which make 

up a sound and solid industrial policy - in older to provide a clear and 
consistent framework, then proceeds to more detailed and empirical analy
ses of the manufacturing sector. 

Chapter 2discusses the rationale for the pronotion of industrialization. 

This is intended to set the perspective of the study. T next four chapters 
tackle the major policy instruments of industrial policy. These include (a) 
trade policy, (b) exchange rate policy, (c) the investment incentive system, 
and (d) the other factors affecting industrial performance, particularly 
financial policy and technology. How have these measures been used, and 
how should they be used, to pionote industriali/ation? How have the,, in 

fact, affected the Philippine industrial sector? 
Chapter 3 deliberates on the use of trade policy in industrial promotion. 

Trade policy reforms have been among the most controversial policy meas

ures of both the Ramos and the Aquino admnistiations. Resistance to trade 
reforms will continue to be felt and the danger of policy reversal and 
questions regarding its impact would remain. This chapter sheds further 
light on costs of protection, what has been the Philippine experience in this 

area and what has been its impact, drawing on the results of both imacro and 
industry studies under the DIA Project. 

Chapter 4 continues with the iole of the exchange rate which is, 

potentially, the most important complementary measure to accompany 
trade liberalization. What needs to be (lone, considering the pei sistent trend 

toward peso appreciation? 
Chapter 5 examines the implications of industrial policy for the invest

ment incentives system, touching on foreign investment and incentives for 
regional and small-scale investments. The chapter also provides an assess

ment of the BOI performance in terms of the type and composition of 
investments it has encouraged over the years. 

Chapter 6 looks at other policy measures affecung industrial policy. This 
includes a brief discussion on financial policy, how it should be used to 

effectively influence resource allocation. More importandy, this chapter 
focuses on the role of technology in industrial development and the impli

cations on government policy. 
Chapter 7 then provides a more empirical analysis of the recent performance 

of the Philippine manufacturing sector. This isdone in terms of an assessment of 
the protection it receives across sectors, its efficiency in terms of resource use, and 
other indicators ofperformance. This chapter provides further empirical evidence 
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on the impact of trade reforns using 1983 and 1988 establishment data. How 

much recovety lhas been achieved? How ready is it to take the leading ole? And, 

on the whole, how competitive is the manutactming sector? 

lndustriali/ation policy impacts on and is affected by agiicultural 

giowth. Chapter 8 examines this intlrrelationslhip more closely with a1view 

toward a more broadly based Philippine development. 

To complete the picture, Chaptei 9 then brings in some extei nal factors, 

particula IN,the scope for iegional and multilateral cooperation For export 

expansion. This would cover the (4-neial Agreement on Tariffs and Trade 

(GATT), Asean Free Ti ade At ea (AFIA), and other regional blocs. 

Finally, Chaptei 10 provides the conclusion and formulates the policy 

recommendations for industriali/ation. This chliptei puts together the find

ings and conclusions of the dilterent chapteis into a consistent policy 

package fbr indstriali/ation. I he suggested roles of ile major policy instru

ments in pioviding a healtly environment foi growth and overcoming 

impediments to growth are spelled out and the role of government is further 

defined. 



CHAPTER 2
 

Why Promote 
Industrialization? 

Rapid industrialization has long been a predominant policy objective and 
key component of economic development strategy among developing coun

tries (LDCs). In many cases, the motivation has been a desire to diversify the 
economy from a perceived overreliance on primary production and, more 

generally, to redirect the country's production capacity toward providing a 

basis for modernizing the economy. 
In the early 1980s, what has been called the generalized debt crisis forced 

the attention of LDC policymakers toward short-run stabilization problems. 
For many LDCs that borrowed heavily in the pieceding decade to finance 

consumption or unproductive investments, the macroeconomic imbalances 
and slow (if not negative) growth during the 1980s necessitated the adoption 
of comprehensive economic policy reforms aimed at promoting not only 
macroeconomic stability but also long-run growth. Two related intermediate 
objectives of these reforms are the redirection of trade policy toward greater 
openness and improvement of the international competitiveness of domes
tic industry. These have significant implications in the pursuit of industriali

zation and choice of development strategy in many LDCs. 
Political leaders and economic planners have commonly viewed indus

trialization as almost equivalent to economic development. It is expected to 
absorb excess labor from de agricultural sector, increase labor productivity 
throughout the economy, and raise living standards of the population. Such 
expectations seem reasonable on the basis of the economic record of 
present-clay developed countries; each had to go through a process of 
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"structural transformation" that made domestic industry the dominant 

producing sector of the economy. Indeed, one would be hard-pressed to 

identify a developed country today that is not "industrialized." The substan
tial disparity between developed countries and LDCs in the contribution of 

manufacturing to national output is often seen as the principal manifestation 
of economic backwardness in the latter countl ies. 

In this chapter, we examine the need for a deliberate encouragement 
of the expansion of domestic industry. We focus our discussion initially on 

conceptual issues, followed in later chapters by an examination of the 
Philippine experience. It will be necessary to first point out that, in view of 
certain advantages of the industrial sector over other production sectors of 

the economy, the piocess of industrialization can be expected to occur 
naturally over time, even without making policies biased toward manufac

turing industries. We then discuss the economic rationale for government 
to promote industrialization, bearing in mind that the typical means for so 

doing often represent a cost to other sectors. It is necessarily related to the 

existence of market failures; illustrative examples in the product, labor, and 
capital markets are provided, most of them arising from the structural 

characteristics of developing economies. Some caveats to the market-failure 

argument for government industrial intervention are also given. 

Doing What Comes Naturally 

It has been argued that neither the historical association between industri
alization and economic development nor the result ofintercountry compari
sons on the relative importance of domestic industry in the national 

economy implies the necessity of promoting industrialization. It may well be 

that industrial promotion policies are unnecessary, and that industrial 
growth will occur over time even when government policies are neutral 
between industry and other production sectors. One reason for this is that 

industrial products are generally characterized by higher income elasticities 

of demand compared to primary products and services; hence, at least for 
relatively closed economies, income growth over time will be associated with 
an increasing share of industrial goods in consumption and production. In 

the case of open economies, participation in foreign trade leads to speciali
zation and exchange based on comparative advantage that shifts over time, 
with capital accumulation and improving technology and labor quality, 

toward more sophisticated industrial products. 
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With respect to the factors of production, the increasing scarcity of land 

and other natural resources, accompanied by population and labor force 

growth, places a premium on dynamic sources of output growth where the 

complementary inputs to labor are more easily reproducible. This require

ment is met not by agricultural and other primary sectors, the expansion of 

which in any given country is inevitably constrained by the finite amount of 

natural resources. Industrial growth, on the other hand, can be sustained by 

capital accumulation. The industrial sector also has strong production 

linkages to other sectors of the economy. Lastly, it is sometimes argued that 

diversification of the production structure toward industrial goods is war

ranted by the likelihood of secular deterioration and marked short-run 

instability of the terms of trade for primary products. 

These advantages of manufacturing industries over the primary sectors 

have the implication that structural transformation of a developing country 

can be expected to occur naturally, i.e., even without the benefit ofindustrial 

promotion policies. Any intertemporal price disadvantage of primary prod

ucts, for example, will induce an automatic market response and reorient 

the domestic production structure toward industrial goods. The relevant 

policy question is not whether industrialization will or will not take place, 

but why it may or may not be desirable for the government to intervene in 

the operation of market forces and attempt to promote industrial develop

ment beyond what will occur under a policy regime that is unbiased between 

industry and other sectors. 

Why Promote Industrialization? 

The answer to the latter question has to do with market externalities and 

distortions associated with market failures that can result in a less than 

socially optima. Allocation of the economy's scarce resources to the industrial 

sector. Thus, if (positive) externalities in a given manufacturing activity lead 

to a larger social benefit so that a lower output is produced than is socially 

desirable (i.e., from a national interest point-of-view), government interven

tion to encourage the expansion of that production activity is warranted. It 

is important to recognize two things, however. One is that the market failure 

may also apply to the nonindustrial sectors. The other is that government 

efforts to correct specific sources of market failure can lead to a more costly 

outcome. The latter possibility in particular is often neglected in discussions 

of the need for market intervention. Showing that the market is not perform
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ing well is not enough; it is also neccssary to show that the government can 

do better. 
Potentially relevant market failui cs and disto dions exist in both product 

and factor markets. Concerning the product market, a frequently cited 

example is tile ternm,-of-trade decline that faces a country with mnonopoly 

power in intelnational trade that is not perceived by Individual tiadeis. 

Restricting the supply of exports and the deman' Ifor imports Inthat country 

can increase the export price and i educe the Import price. As is well known, 

there is an optimum tax that can take advantage of such market and0 

maxinlize tile benefits for the national economv - Another source of plod
uct-market failure relates to production and mar keting extei nalities Adopt-

Ing new technologies, introducing new ploducts, or ventuling into new 

market.s-ncluding the export rwiiket-generate, spill-over benefits to 
other 1)1 odtice 5 in tel ins of~ ahiable market and tech nological in foriation. 

Unless such external e onomies aMe inltelinilied, Iidelproduction will 
result. A thi d example relates to the ( ,se where p ioduction is characterized 
by scale econonies and leai ning-by-doing: Firms will likely produce at the 

point wheie pice equals avc ige iadlte iharu lalgilinal (ost, implying a 

s"Iboptimal level of prodluction. Finally, in the context of sustainahle devel

opment, a larger or smaller nanuifacttiing sector might be warranted, 

depending on the overall impact of industrial pioduction on the envilon

ieit. Apart from tie purely i egirl,tory ieastu es, )olicies might be reqtired 
to alter incentives away from the more environiventally degrading produc

tion activities. 
In the labor nar ket, the wage iate for urban anl Industrial workers in 

developing counti ic, I; often imade at tificially high by nnimum-wage and 
other legal requirements or labor-union pressi e. This penalizes industrial 

employment and creates disincentives to expand output and invesuent in 

the affected Industries. Another manifestation of labor market failure is 
tunderinvestment in the training of workers. Firms are unable to fully appro
priate the gains from skills upgrading for their workers, external benefits 

being reaped by other eiriployeis is a Iesult of labor turnover. 
Finally, IDC capital markets are notoriously underdeveloped and dis

torted. Inadequate savings mobilization and financial intermediafion lead 
to a lower level of investment This would be particularly true among small

2. If an infinite eltsticity of world supply of lie country's imports is assumed, the "optimum 
tariff" is determined by the elasiictty of oi td demand for the counary's exports; alternatively, 
distinguishing among different export products, the appropriae instiment is a set of export 
taxes as determined by the indiidual world demand elasticities (loser 1979:430) 
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and medium-scale producels whose access to credit, as well as the cost of 

credit to them, are typically less favoiable tel'iu\ve to lax ge ente: prises, and 

are forced to rely on internal financing and the informal ci edit market. 

The classic ax gument for government intervention to p omote "infant 

industries" ultimately rests on the existence of capital ial ket imperfections. 

Even if an industry has real (oipialtive advantage in the long run, it may 

have to incur losses for some time befoi e becoming fit Ily established and 

earning the returins required to justify the investment. Pa ticulaily relevant 

cases axe industries whe e economies of sc ale ,ae inpol tant and the learning 
piocess takes time. This need not iepiesent a problem it private agents 

foresee the eventual profitability of the investment and are able to finance 
the initial losses. The latter is oI (tse made difictilt by capital market 
imperfections. While stich imipelfections exist in develop:,g cotintries, itis 

important to iecogiiiie that some investors have access to extet nial financitg 

beyond the domestic cx edit soux ces. In pat ticula, Nubsidiary fix is of tians

national co poxttions can dh aw on piolits ea ned elsewhex e or from the 

int(' national capital ma ket. 
It bears cinphasi/ing that some of the exteinalities and distortions 

desci ibed above appl' to nonindustrial se toi s as well, and it is not obvious 
that the net balance would favo manufamluring industties. For example, 

monopoly powei in expoit maxkets is inoe likely to be found in primary 
than in industiial pioducts Also, although to a lessei extent, externalities 

associated with new pi odu ts,technologies, and mat kcts can be generated 
in nonindust ial activities involving, foi example, nontraditional agricultural 

exports in IL)Cs such as ho ticultural products. Ci edit market disto lions in 

many I.DCs tend to penalize small produceis in agriculture and services 

more than the large manufacturing enterpi ises, so that the emoVa of such 

distortions may even lead to a smaller allocation of' resources to domestic 

industry. Envi onniental effects difler among various nonindustrial activities 
as well; in agx ictiltur!, fo example, altex natn~e mixes of annual and peren
nial crop ptoduction will produce diffeiing levels of land degradation. 
Finally, it cannot he pi esurnel that spill-over effects thi ough lahox training, 
scale economies, and learning-by-doing will be much gi eatei in mantifactur
ing than in agriculture oi even the services sector. 

Another reason to be cautious about market failure-type arguments for 
industrial promotion is that the nature of externalities is stich that they are 
difficult in practice to identify specifically, to assess quantitatively, and to 
target successfully. The needed corrective action to be taken by the govern
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ment then becomes unclear and liable to be corrupted, providing fertile 

ground for "government failure." The cure ofindustrial intervention might 

well prove worse than the disease itself. 

"Structuralist" Perspective 

Over and above these "market failures" per se as a rationale for promoting 

industrialization, the "structuralist" view sees more fundamental failures in 

the process of growth and structural change which require specific interven

tion and an appropriate industrial policy. 

In the structuralist perspective, the growth process of rising incomes, 

capital accumulation and structural change is not smooth but, rather, 

"kinked" at certain stages. That is, there ale junctures or "nodes" in the 

production function where increases in the marginal productivity of capital 

and accelerated growth could occur. At these junctures, discrete choices 

have to be made. The optimal structural change need not happen automat

ically and may even be retarded if left alone to market forces. Specifically, a 

concerted accumulation of critical mass for a number of i esources - labor 

skills and capital, for example - may be required to overcome this kink. The 

profitability of the investment in one area may depend on the level of 

investment in another. Thus, left to the marke,, the required critical mass 

for both would not automatically and simultaneously be reached (Justman 

and Teubal 1991). "Ihus, in addition to creating a favorable macroeconomic 

environment and correcing for orthodox neoclassical market failures, the 

need is for an industrial p,-.licy that would stimulate such optimal structural 

change. 
This does not imply that the government should carry out the task of 

analyzing and then selecting the "right" development path. Few govern

ments would have the resources and/or capability for such a complex task. 

Also, pointed interventions toward predetermined solutions are inferior to 

an "enabling" approach that promotes the participatory process in address

ing development problems. The primary role ofgovernment should be one 

of coordination and serving as a catalyst for interaction among the economic, 

as well as political, players. It also has a primary role in human resource and 

skills accumulation (to reach the critical mass). 

Having set forth in this chapter the rationale for promoting industriali

zation, the succeeding chapters then deal with the major policy instruments 

for industrialization. 



CHAPTER 3
 

Trade Policy 
and IndustrialPromotion 

Since market externalities and distortions rarely originate in trade, it is 
seldom the case that trade policy is the first-best i'strument foi industrial 
promotion. There is oiae particular instance where trade policy has a first
best role, which derives from the positive externality associated with export
ing, especially of manufactured products. The irony is that in practice, 
import-competing rather than export industries have been the principal 
beneficiaries of past government interventions in many LDCs. 

Two reasons for the choice of import-protection strategy for industrial 
development arc examined These relate to industrial export pessimism and 
the perceived need to nurture infant industries to maturity. Both proved 
untenable over time as some LDCs, especially the East Asian NICs (newly 
industrializing coantries) 3 which were the earliest to shift to export-oriented 
policies, succeeded in sustaining rapid export growth. The high cost of 
industrial promotion through import-protection and some lessons from East 
Asian country experiences are discussed in the succeeding paragraphs. In 
the 1980s, as stagnant growth and macroeconomic imbalances persisted, 
industrial intervention and import-substitution policies in many LDCs began 
to give way to trade liberalization and export-oriented policies aimed at 
expanding industrial exports and increasing industrial competition. Our 

3. This follows common usage of the epithet, although "countries" isnot the appropriate word. 
It is generally agreed that Taiwan is a province ofChina, the Republic of Korea (South Korea) 
is the southern part ofa divided country, and Singapore and Hong Kong are city states by virtue 
of their size (the latter to become a Chinese territory in 1997). 
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discussion emphasizes the need for a real exchange rate depreciation to 

accompany import liberalization, a consideration that is particularly relevant 

in the present context of Philippine trade policy reform. 
We then examine the industrialization experience in the Philippines 

and the evolution of trade policy fi om the conpi chensive fob eign exchange 

and import controls instituted in the eai ly 1950s to the t ade policy reforms 

undertaken since the early 1980s. The chapter ends with a discussion of the 

economic effects of alternative trade policies with special reference to the 

Philippine manufacturing sector, drawing on the existing empirical litera

ture and especially the findings of the IIDS-DIA study. 

Role of Trade Policy in Industrial Promotion 

It is a well known principle, based on the theory of second-best, that in the 

presence of market failure-or of any government interventions that distort 

the market-offsetting policies that directly addi ess the source of the distor

tion will maximize national income (Coiden 1974). These "first-best" poli

cies differ firom other policies (second-best, third-best, and so on) that are 

not as direct and have less favorable effects on national income because of 

the adverse side effects they bring about. The more closely the policy 

insti uments are directed to the sou ce of mai ket failure, the less side effects 

are generated and the nooi e favorable are the consequences from a national 

interest point-of-view. 
Is trade policy a fix st-hest instrument For promoting industrialization? 

Based on the aforemenntioned discussion of relevant sources of market 

distortions and externalities, the answer is "not likely." Indeed, very few of 

the cited market-failure arguments For industrial promotion can be seen to 

originate in foreign trade. With respect to capital market imperfections, the 

first-best policy is to improve the capital market through institutional inno

vations and tile removal of any policy-induced distortions. If the sources of 

capital market imperfections cannot be removed, a second-best policy that 

is preferable to say, infant-mndustry protection through import restrictions, 

would be subsidized loans to infant (and other deserving) industries. 

In the labor market, the observed distortion in the form of industrial 

and urban wage premia is best addressed through direct subsidies, as long 

as the legal minimum wage and the influence of labor unions continue. Also, 

the external benefits from labor training imply a first-best policy that pro

vides commensurate subsidies at the firm level when trained workers leave 

for employment in other firms. A second-best policy might be a direct subsidy 
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that helps finance the skills upgrading programs; import protection to a firm 
or industry that provides labor training would be an indirect and hence, 
inferior instrument to deal with this externality. 

Similarly, the first-best policy in dealing with production externalities 
and distortions related to scale economies and learning-by-doing would be 
corrective action through offsetting direct subsidies and taxes. Trade policy 
is a less potent instrument since the subsidies and taxes are directly targeted 
at the source of market failure. 

The attraction for LDC policymakers of using trade policy - for exam
ple, import protection via tariffs - rather than production subsidy to 
promote say, infant industries iEthat government revenue is generated in 
the former but spent in the latter. This is an important consideration for 
LDCs that rely heavily on trade taxes; for example, in 1986, trade taxes 
exceeded one-third of total government revenue in 7 out of 18 low-income 
countries and in 5 out of 42 middle-income LDCs (Bautista 1993: 193-4). In 
the Philippines, the share of trade taxes has been less than 30 percent since 
the early 1980s. The relevant issue is whether the cost of resource misalloca
tion induced by the trade restriction is lower than the marginal social 
productivity of government expenditure. It is also necessary to inquire if 
there are lower-cost means of financing production subsidies other than 
trade taxes. 

Only in two of the previously cited cases would trade policy be a first-best 
instrument. One pertains to the terms-of-trade effect arising from an existing 
market power in international trade. As noted already, an optimum tariff or 
a set of export taxes is the most direct means to exploit such monopoly in 
the world market. However, this argument for trade intervention is almost 
irrelevant for LDC manufacturing industries whose share in world trade of 
specific industrial products is invariably small. The qualifying word "almost" 
is used advisedly, since market power might exist with respect to a particular 
importing country. 

The other case relates to the externalities associated with selling to new 
export markets. Especially in the case of manufactured goods, LDC produc
ers need exposure to international markets to provide a competitive spur to 
greater efficiency, among other reasons. In developing export capability that 
can be emulated by future exporters in the same country, successful entrants 
to world markets provide benefits that are not internalized in private profit
ability calculations. 4 Such positive externality in the exporting activity pro

4. Industrial export-based externalities are discussed in Krueger (1981), Naya (1988), and de 
Melo and Robinson (1990), among others. 
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vides the rationale for export subsidies that would encourage the expansion 

of manufactured exports beyond the free-trade level. It is ironic that, in 

practice, LDC government interventions have generally discriminated 

against industrial export production while heavily protecting import-com

peting industries. Import-protection policy does not qualify as a first-best 

instrument for promoting industrialization. 

Policy-induced distortions, not only in tile price incentive structure but 

also in public investment, have also discriminated against agricultural and 

rural producers in most developing countries (Bautista and Vald6s 1993). 

The foregone income of rural households could have added to the incre

mental demand for nonagricultural products in the local economy. The 

policy bias represents therefore an impediment to broad-based, rural-ori

ented industrial development. This is a clear case of policy-originating 

distortions that need to be directly addressed by appropriate changes in 

existing poli-es. 

Industrial Promotion Through Import Protection 

The theoretical case for free trade, based on comparative advantage and the 

gains from specialization and division of labor, has long been a basic tenet 

of classical economic analysis. Moreover, the empirical association between 

economic growth and industrialization on the one hand, and the expansion 

of foreign trade especially exports of manufactured goods on the other, is 

well established. Indeed, recent economic histories of the rapidly growing 

East Asian NICs provide abundant evidence of the vital role of international 

trade in the industrialization process. As has been indicated, if there has to 

be trade intervention, it is export subsidization rather than import protec

tion that will serve the national interest. 
trade and industrial policies,Nevertheless, the main focus of LDC 

especially during the 1950s and 1960s, was the promotion of import-substi

tuting industries, which benefited from the high tariff walls and quantitative 

restrictions set up against imports of industrial goods. Since the initial growth 

of the industrial sector also necessitated heavy importation of capital goods 

and materials, these "essential" producer goods were allowed to be liberally 

imported and the required foreign exchange was made available at highly 

favorable terms. Such government intervention in the trade regime provided 

the opportunity for profitable manufacturing investments by creating non

contestable domestic markets, in particular, at least initially, for light con

sumer goods. 
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The deliberate restriction of trade adopted in most LDCs - especially 
those newly emergent from colonial rule - was in part due to widespread 
pessimism about their capacity to compete in the world market for manufac
tured products. The geieal perception was that developed countries had a 
lock on industrial exports, so that import substitution in the domestic market 
offered the only road to industrialization for most LDCs. 

The choice of inward-oriented industrial development was also influ
enced by the sense of purpose associated with the infint-industry argument. 
Considering the limited industrial experience and lack of tecl.nical and 
other skills in these countries, the new industries were perceived to need 
protection from foreign competition. It was believed that infant industries 
would eventually mature and be internationally competitive as the necessary 
skills were leai ned and scale economies realized. 

Both arguments for industrial promotion through import protection 
proved less and less valid over time. Export pessimism weakened as firms in 
an increasing number of LDCs that shifted to export-oriented policies 
established market positions, mostly in developed countries, supplying a 
wide variety of industrial products. In other countries wheie import-substi
tution policies continued to he adopted, many infant industries remained
 
uncompetitive and became a hindrance to those countries' participation in
 
the manufactured export hoom. The early successes of the East Asian NICs
 
in sustaining rapid export growth was followed by other developing coun
tries, some of them in Southeast Asia. 

Numerous studies have documented the excessive level and large vari
ance of effective protection to manufacturing industries afforded by the 
trade regimes of many LDCs (see Little et al. 1970, Bhagvati 1978, and 
Krueger 1978 for the early contributions). It has also been shown in more 
recent studies that total factor productivity and the international competi
tiveness of domestic industries can be adversely affected by import restric
tions (see, e.g., Chenery et al. 1986). This islikely to reduce the rate ofgrowth 
because of the decline in the efficiency of investment. A given amount of 
savings when invested will result in a lower increase in output. 

Additional costs associated with import protection relate to the admini
stration of the trade interventions and to the induced rent-seeking activities. 
The cost of administering the protection system can be very high if there is 
an elaborate licensing system and a scarcity of trained personnel. This is one 
reason why tariff protection is preferable (if there has to be import protec
tion) to the imposition of quantitative import restrictions. Import quotas are 
also conducive to rent-seeking, the cost of which include not only the actual 
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labor costs involved in the lobbying activity but also the cost arising from a 

diversion of the entrepreneurial effort. The latter can lead to a further 

decline in the rate of growth. 

Some of the East Asian countries are sometimes pointed out as providing 

successftl cases of industrial protection. As a prime example, the South 

Korean experience is said to have demonstrated the important role of 

selective protection and encouragement of infant industries (Amsden 1989). 

However, one has to make a few qualifications. 

First, the observed association between infant-industry protection and 

rapid growth of South Korean manufacturing does not imply causality from 

one to the other. Might not Korean industrial growth have been faster had 

there been no selective government interventions? It is nowwidely accepted, 

for example, that the heavy protection and credit subsidies granted to the 

chemical and steel industries during the second half of the 1970s repre

sented a costly policy mistake. Second, only a few industries were selected 

for special promotion at any given time, so that the overall cost of resource 

misallocation had been relatively low. Moreover, in contrast to the tendency 

in many LDCs to perpetuate the infant status of favored industries, the 

Korean government did not delay much the withdrawal of protection to 

poorly performing industries. The performance indicator used was mainly 

their expoi t record, which served to put pressure on the targeted industries 

to be internationally competitive. Finally, even those industries that were not 

selectively protected operated under a trade regime that was more o,- less 

unbiased between domestic sales and exporting; in particular, export pro

ducers were accorded "free-trade status," having been given access to world 

priced inputs and benefiting from a competitive real exchange rate (West

phal and Kim 1977). 

An important aspect of selective industrial intervention in the East Asian 

NICs relates to the ability of their governments to exercise effectivle leader

ship over the private sector (Amsden 1989). This enabled the implementa

tion of intervention policies - so called "hard" policies - as they were 

originally conceived. By contrast, discretionary policies in many LDCs tend 

to be "soft," more likely to be poorly implemented ot worse, captured by 

special interests to serve their own purposes. This qualitative dimension of 

government intervention is often overlooked in discussions of industrial 

promotion policies in South Korea orJapan and these policies' applicability 

(more properly, inapplicability) to developing countries that may not have 

tie required administrative and political capabilities to implement them. 
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As a final point, we also need to make a brief reference to some recent 
contributions to the theory of international trade and "strategic trade 
policy" (see, for example, Krugman 1987) that suggest an economic ration
ale for protection. The "new trade theory" assumes increasing returns to 
scale in production at the firm level and imperfect competition among 
oligopolistic firms (located in different countries) in internttional markets 
where excess profits (rents) are being made. Under such conditions, govern
ment intervention can influence the market outcome in favor of domestic 
firms. Provided that their share in the oligopoly profits is increased suffi
ciently, tariff protection can result in a net domestic welfare gain despite the 
attendant costs. 

The relevance of strategic trade policy to LDCs is questionable. Apart 
from the lack of robustness of the theoretical results, it is difficult in practice 
to identify the industries to be targeted for protection. 5 Indeed, very few (if 
any) LDC firms can be considered active participants in oligopolistic inter
national markets. Furthermore, even where it is appropriate to adopt strate
gic trade policy, retaliation by the country's trade partners will reduce the 
benefit. In any trade war, all participants will come out as losers. For these 
reasons, we are extremely skeptical about the applicability of the protection 
argument from the new trade theory, as in fact also are the trade theorists 
who originally contributed to the literature. 

Reform Toward Export-Oriented Policies 

By the end of the 1970s, the inward-looking strategy of industrialization 
through import protection had already fallen generally into disfavor. It was 
influenced undoubtedly by the superlative export performance and overall 
development record of the Asian NICs. For these countries, the benefits of 
moving toward "export-oriented policies" (by definition, having incentive 
effects that are neutral between the domestic and export markets) were not 
confined to the substantial and sustained increases in export earnings. Their 
growth experience since the mid-1960s was also spectacular, with per capita 
GNP in each of these countries increasing at more than twice tie combined 
average of that of other developing countries (Bautista 1992). Furthermore, 
income inequality and poverty were much reduced, presumably related to 
the initially labor-intensive character of their export industries. 

5. It might appear that "excess" profits are being earned in agiven international market, but 
which could well be the normal profits that compensate for the high risk (of failure) involved. 
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The advantages of export-oriented industrialization largely derive from 

the greater exposure of domestic industries to international markets. It 

enables producers not only to gain access to ivorld-priced inputs but also to 

specialize in areas of comparative advantage in the static sense of currently 

available resources, technology, and infrastructure. More importantly, it 

encourages produceis to compete against foreign products in the world 

market which leads them to more quickly adopt imploved technologies and 

learn new skills (e.g., in marketing and management). This increases total 

factor productivity faster than would have taken place under a protected 

import-substituting regime. The greater reliance on market forces, rather 

than on discretionary policies and administrative regulations, also reduces 

the scope for rent-seeking and its associated costs. 

The high cost of maintaining the industrial protection system was felt 

more acutely during the 1980s in many LIDCs that were adversely affected by 

the succession of oil-related external shocks in the preceding decade. The 

problem was mitigated to some extent in the 1970s by the expanded borrow

ings of LI)C governments. -lowever, the beginning years of the 1980s were 

marked by sharply highei real interest rates and continuing deterioration of 

the external teims of trade for many LI)Cs. This led quickly to a foreign 

exchange crisis among heavily indebted countries, the management of 

which, in the face of stagnant growth and macroeconomic imbalances, 

equired the implementation ofmacroeconomic stabiliiation and structural 

adjustment programs. The latter program typically includes trade liberaliza

tion measures and an indusu ial policy component in which the expansion 

of industrial exports and increased industrial competition are the two major 

objectives (among others). 

Thus, the protective import-substitution strategy for industrialization 

became a major casualty of the stabilization problems of the early 1980s. It 

is too early to tell whether a genuine change of heart among LDC policy 

makers has indeed taken place with regard to trade policy. In any case, many 

LDC governments have been implementing, since that time, policy reform 

measures intended, among other objectives, to reduce the average level and 

dispersion of industrial protection, implying a movement toward a neutral 

(or uniform) incentive structure. These measures commonly include the 

rationaliation of the tariff structure, relaxation of import licensing and 

quantitative restrictions, and simplification of import procedures. During 

the period from 1979-1988, 43 LDCs were granted adjustment loans by the 

World Bank involving conditionalities related specifically to implementing 

trade policy reforms (World Bank 1989: 24). 
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At this point we need to be more precise in the use of the term "trade 
policy reform." For present purposes, it is used to represent a shift to greater 
incentive neutrality (i.e., toward equality of price incentives across produc
tion sectors) or to a more liberal trade regime (i.e., less restricted by 
discretionary government interventions and greater reliance on the price 
system). Since the "initial" trade policy discriminates against exporting 
(relative to import-competing) industries, more neutrality will mean a re
duced anti-export bias: this can be achieved by reducing import protection 
or improving export incentives. Trade liberali/ation, on the other hand, can 
be achieved by removing or at least ieducing import and export restrictions 
- even if the "equivalent" trade taxes aie simultaneously imposed. Tile 
latter case exemplifies the possibility of trade hberalization without achieving 
greater neutrality. An example of trade policy reform that leads to a more 
neutral incentive structure but not trade libeiali/ation is the gianting of 
export subsidies by the government. Trade policy ieforms should aim at both 
greater neutrality (to improve resource allocation) and trade liberalization 
(to reduce the fiscal and other costs of government intervention). 

The Philippine Case 

The industrial development experience of the Philippines has followed the 
general story told above concerning "many LDCs." The evolution of trade 
policy likewise involved the initial imposition of direct controls on imports 
and foreign exchange. Such controls were comprehensively instituted from 
1949-1950 as a policy response to a balance-of-payment crisis. But these 
subsequendyserved as a protective instiument that encouraged the domestic 
production of import-competing indtistrial consumer goods at the expense 
of export prodtiction, the capital-goods sector, and agriculture. 

Unlike most of the neighboring market economies in East Asia, the 
import-protection policy to promote industrialization held sway in the Phil
ippines for a protracted period. This was a major contributor to the poor 
growth performance of the industrial sector and of the entire economy, as 
several studies have shown (e.g., Power and Sicat 1971, ILO 1974, and 
Bautista, Power and Associates 1979). It is hard to believe, given their 
comparative status at this time, that in 1965, the Philippines had a higher 
per capita GNP than Thailand and South Korea (Bautista 1992: 21). Not only 
were the rates ofindustrial and overall economic growth disappointingly low; 
employment generation did not match the rapid expansion of the country's 
labor force, the continuing high unemployment and underemployment 
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rates contributing to the failure to achieve a significant reduction in income 

inequality and poverty over time. Indeed participation of the poor in the 

growth process was limited by the capital intensive, large-scale, and regionally 

concentrated nature of Philippine industrialization - which was induced to 

a large extent by the trade and exchange rate policies adopted. 

The Philippines, in 1965, had aheady one-and-a-half decades of indus

trial import-substitution policies and the attendant high-cost structure of 

manufacturing production. It would appear that the Industrial Incentives 

Act of 1967, the Export Incentives Act of 1970, and the tariff rationalization 

in 1973 did not change much the structure of industrial protection, as 

reflected in the continuing high effective protection rates (EPRs) for indus

trial consumer goods that were on average four times those for capital goods 

in both 1965 and 1974 (Tan 1979: 144). Export production continued to be 

heavily penalized relative to other industries, the average EPR for the latter 

being about 15 times that for the former in 1974. 

The decade of the 1970s also witnessed a marked increase in the number 

of imported goods subject to quantitative restrictions (QRs), its share in the 

total number of Philippine qtandard Industrial Classification (PSIC) seven

digit product categories doubling from 26 percent in 1970 to 52 percent in 

1980 (World Bank 1993). Furthermore, despite the large nominal devalu

ation in February 1970 and the "managed floating" oF the Philippine peso, 

the real exchange rate (RER) remained highly overvalued during the 1970s. 

The average RER overvaluation has been estimated at 24.2 percent from 

1970-1974 and even higher at 32.1 percent from 1975-1979 (Intal and Power 

1990). Based on the comparison given in Bautista (1990: 122), these rates 

are much higher than those derived for Thailand (15.9 and 24.1 percent. 

respectively) and Malaysia (2.3 and 0.4 percent, respectively) using the same 

estimation methodology. 

It was during the 1980s that significant trade policy reform measures 

were implemented. A gradual tariff reduction program and relaxation of 

QRs were part of the conditionalities associated with a series of structural 

adjustment loans granted by the World Bank beginning 1980. Peak tariff 

rates of 70 to 100 percent were reduced to 50 percent in two stages. Very low 

tariff rates. on the other hand, were raised to at least 10 percent by 1985. 

Based on the codal (book) tariff changes implemented during 1981-1985, 

the average tariff rate declined from 43 percent in 1980 to 28 percent in 

1985. Moreover, the degree of dispersion should also have been lower in 

1985. 
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With regard to import licensing, from the original list of 2,901 import items 
banned or requiring "prior approv,,l" by the Central Bank and other government 
agencies, 263 were removed in 1981. Another 587 were taken off the list in 1982, 
and 47 in 1983. Import libentlization plans were cancelled subsequently as the 

external debt-related foreign exchange crisis developed after August 1983. In

stead, comprehensive conuols on foreign exchange and imports were imposed, 
which rendered de ongoing tariff reform ineffective. 

The import liberalization program resumed in 1986 under the new 

Aquino government, which also abolished export taxes (mostly on primary 
products), except on logs. DLiirmng the three-year period flor 1986-1988, 

1,388 items were removed from the QR list (World Bank 1993), bringing 
clown the share of import items subject to restriction to 10.3 percent of the 
total number and to 14.5 percent of the total import value (from -7.1 and 

33 percent, iespectively, in 1981). Additional import items were Imeralized 
subsequently so that by the end of 1992, only 150 remained in the regulated 
list, representing 2.5 percent of the total number. Consumer electronic 
products and passenger cars accounted for a large part (more than 50 

percent of the total value) of import items in the QR list. 
In July 1991, the country's second most important taritt reform (after 

the 1981-1985 tar if changes) was launched. Under Executive Order (E.O.) 
470, the ntmber of commodity lines (8--digit harmonized system code) with 
high tai ifts will deci ease while the number of corn'odity lines with low tariffs 

will increase over a five-year period. The simple average tariff rate will decline 

from 28 to 20 percent. The effect on EPR (based on book rates) for "all 
sectors" is to reduce the average level fiom 22 to 18 percent and the standard 
deviation from 34 to 23 percent (Tan 1993). For the manufacturing sector, 
the reduction in average EPR is from 34 to 27 percent and in the standard 
deviation from 45 to 31 percent. Finally, the average EPR for manufacturing 

"importables" will decline from 51 to 39 percent, while the standard devia
tion will be reduced from 43 to 28 percent. 

Based on price comparisons that incorporate the effect of QRs, the 

average EPR for manufacturing has been estimated to decrease from 54 to 
48 percent as a result of E.O. 470, while that for manufacturing importables 
will be reduced from 79 to 73 percent (Tan 1993). 

It would seem evident that, while there has been significant progress 

toward neutrality in the incentive structure through greater openness of the 

country's trade regime since the early 1980s, much remains to be done in 
both tariff reform and the liberalization of import QRs. Indeed, considering 
that the social benefits derived from participation in foreign trade exceed 
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the private benefits for exporters (due to tile positive externalities from 
exporting, as discussed above), there is a theoi etical case for discriminating 
in favor of (rather than against) export production. This would lead to an 
optimal level of exports that is higher than that under a fiee trade regime. 

Effects of Trade Policy Reform 

Considering the stiong conceptual basis for the superiority, on economic 
grounds, ofexport-oi iented policies over import-protection policies, it is not 
surprising that a positive relatonship is often observed between export 
growth and economic performance among LDCs. Thus, a major conclusion 
f'rom a comparative study involving eleven "semi-industrialized economies" 
is that rapid export growth has had favorable effects on GDP and industrial 
growth in those countries during 1960-1973 (Balassa 1982). More direct 
evidence of the association between the adoption of'export-oriented policies 
and superior economic perfoiniance is provided in another multi-country 
study which concludes that episodes of trade policy reform in the ten LDCs 
examined have led geneially to a more rapid export expansion and diversi
fication (Krueger 1978). Ft thermoi e, an important finding in a cross-coun
try study done by 2henery et al. (1986) is that the growth of total factor 
productivity (TFP) increases significantly as trade policy based on impolt 
substitution shifts toward export-oriented policies, other factors remaining 
tile same. 

A more recent study (Michaely et al. 1991) examines 36 episodes of 
"trade liberalization" (meaning trade policy reform in the present discus

sion) in 19 countries over the period from the early 1950s to the early 1980s. 
Export growth among the successf l liberalizers, i.e., those that persisted in 
refoi ring their trade regime, is found to have been twice as rapid on average 
as in the nonliberalizing countries. Another finding is that, even in the short 
run, liberalization does not appear to have inhibited economic growth; this 
is particularly true for episodes of strong liberalization policies. Because 
pre-reform trade policy typically discriminates against agriculture, liberaliza
tion is found to result in accelerated agricultural growth. However, in 
manufacturing which is characteristically the most protected sector, output 
growth tends to decelerate immediately following the policy reform. But this 
slowdown in industrial growth is observed to be only temporary, the growth 
rate returning to the pre-liberalization level within roughly a year. 

The employment effect of trade policy reform is a major concern for 
many LDCs that suffer from low rates of labor force utilization. The induced 
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shift in relative incentives and piofitability favors tile production of export
ables vis-a-vis importables and, if there is an accompanying depreciation in 
the zeal exchange rate, also relative to nontradables. Because export produc
tion tends to make greater use of the Ielatively more abundant factor, higher 
labor intensity is generally observed in the cxpot t sector compared to both 
nontradable and impotlt-sublstitutng industries. Therefore, trade policy 
reform and exchange tiate a(justment can be expected to have a positive 
employment effect, at least in the long run. This expectatioa is borne out in 
the study by Krueger t ,1.(1981) involving ten LI)Cs. In general, those that 
followed a more expo!t-ot irnted trade policy are found to have a better 
long-term record on indust i.lemployment and labor force utilization. 

The short-un ielationship between employment and trade policy re
form is not so sti aightforwaid. The complication is introduced by the 
possibility of i educed employment In impoi t-sulstituting and nontradable 
goods productim - whio I nia not be fully offset in the short run by the 
employment expansion ili newly profitable export industries. There are 
likely to be (clays In inti sectoral ,esource ieallocation as well as in the 
development of new markeis, pai ticularly i export markets. This is espe
cially the case whi e thet e isa deliiency in infrastructure, both physical and 
social. Because the degcee of infrastrocture development and speed of 
sectoral supply iesponse vary across ll)Cs, it is not possible to generalize on 
the short-ron employment impact of trade policy reform. An additional 
consideration is thai the initial circumstances differ among reforming 
economies, and i any given Country at different times (i.e., for different 
liberalization episodes). As emphasr/ed by Rodrik (1992b: 89), for example, 
an initial situation of macroeconomic ins,ability is likely to render the 
"structural change (induced by the trade policy reform) more painful by 
exacerbating transitional unemployment." 

Not surprisingly, the country studics in the trade liberalization project 
of Michaely et al. (1991) do not find clear evidence of a specific direction in 
the short-run impact on employment: the rate of unemployment immedi
ately following the trade icforms decreased in eight cases but increased in 
the other ten cases analyzed. It is interesting that the Philippine study 
indicates a negative employment effect for the liberalization episode during 
the first half of the 1960s but positive for the 1970-1974 episode. 

Examining more closely the Philippine experience, a number of studies 
(e.g., Power and Sicat 1971, ILO 1974, Baldwin 1975, Bautista, Power and 
Associates 1979) provide abundant evidence that the adoption of protective 
import-substitution policies from the early 1950s to the late 1970s effectively 
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held back the expansion of manufactured exports andl impeded output 

growth and labor absorption in the industrial sectol as well as in the entire 

economy. On the effect on total facmr productivity (TFP), the Williamson 

and Sicat (1968) study indicates a substantial TFI'loss arising from inefficient 

resource allocation in the manufacturing sectoi, attributable in turn to the 

comprehensive import controls duilng the 1950s and highly protective 

tariffs in the subsequent period. On the othet side, Hooley (1985) finds that 

export orientation is a significant determinant of manufacturing TFP growth 

during 1956-1980; other things being the same, the greater the share of an 

industry's output that is exported, the more rapid is its productivity improve

ment.
 

The aforementioned studies provide empirical evidence on the Philip

pine experience prior to the trade policy reforms of the 1980s. Some of the 

studies in the PIDS-DIA project address the impact of the reform measures 

recently implemented beyond the price-incentive effects described in the 

preceding section. Their findings are reviewed below, togethei with those of 

a few earlier studies. Before doing so, it is useful to first distinguish between 

the effects of trade policy reform as such - that is, in isolation fiom other 

possible influences - and the combined effects of all factors operating 

during the reform period. The latter would include the effects ofother policy 

changes that may accompany the trade policy reform as part of a larger policy 

package, as well as those attributable to such economic and noneconomic 

developments as world price changes, income growth in trade partner 

countries, domestic political instability, weathei disturbances, and others. 

This distinction is helpful in the proper understanding of the results of 

various studies using different analytical approaches. 

To investigate quantitatively the economic effects arising from trade 

policy reform, a number of studies have made use of multi-sectoral models 

that incorporate the trade policy instruments (tariff and export tax rates) or 

the protection rates (nominal or effective) corresponding to pre- and 

post-reform conditions. Some of the early attempts have estimated the effects 

of hypothetical, rather than actual, changes in trade policy. 

The PIDS-Tariff Commission (1984) study analyzes the impact of elimi

nating all export taxes; as indicated above, the new Aquino government in 

1986 abolished export taxes but not those on logs. The results indicate some 

significant changes in output and employment in the primary sectors whose 

products were subject to export taxes, e.g., increases of as much as 4.9 

percent (based on 1979 vaiaes) for pineapple, 7.9 percent for copra, and 

12.9 percent for logs, but reductions of 15.8 to 19.8 percent for lumber, 
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plywood, and veneer in which logs represent a major share in production 
cost. In terms of total output and total employment, the estimated propor

tionate changes are quite modest - increasing by less than 0.1 and 1.0 

percent, respectively. Likewise, the net output and employment effects in 
the agricultural and manufacturing sectors are less than 1.0 percent and, as 

might be expected, positive in the former sector but negative in the latter. 
The PIDS-Tariff Commission study employs an input-output model in 

which sectoral output is determined only by its effective price (hence, by the 
sectoral EPR) and the own-price elasticity of sectoral supply. The changes in 
sectoral output induced by a change in trade policy (such as the removal of 
export taxes) affect national income, sectoral demands, exports and imports, 
and government revenues in a recursive fashion. The same model is used in 
the assessment of the 1981-1985 tariff reform (Medalla 1986) and of the 
scheduled tariff changes under E.O. 470 and import liberalization during 
1991-1995 (Tan 1993), the latter as a component study in the PIDS-DIA 
project. Both studies examine the alternative cases of fixed and flexible real 
exchange rates, significant differences being indicated in the results for the 
two cases. Thus, in Tan's study, total output is estimated to increase by 3.8 

percent in the flexible RER case but only 0.5 percent under fixed RER;6 also, 
production of exportables increases by 11.5 percent and of importables by 
4.0 percent in the former, compared to 5.6 and -2.8 percent, respectively, 
tinder the fixed RER regime. This provides support to the argument that a 
depreciation ofthe real exchange rate is necessary to ensure the effectiveness 
of trade policy reform. 

While the input-output model employed in the three studies cited above 
has the advantage of capturing the actual changes in trade policy as they 

affect each of the relatively large number of tradable-good sectors repre
sented (58 in all), a major shortcoming is the absence of cross-price effects 

in the sectoral supply function. Other studies have also analyzed the possible 
repercussions of trade policy reform using computable general equilibrium 
(CGE) models of the Philippine economy. Based on the Walrasian general 
equilibrium structure, CGE models give emphasis to the consistency of 

intersectoral linkages in production, consumption, and trade, and to the 
endogenous determination of relative prices subject to relevant macroe
conomic and institutional constraints. 

6. These simulation results are based on the assumed supply elasticities of 0.8 for the primary 
sectors and 1.5 for the manuficturing sectors. It is notable that the quantitatively less significant 
changes estimated in the earlier studies of the PIDS-Tariff Commission (1984) and Medalla 
(1986) are due to the lower elasticity values assumed alternatively (0.1 and 0.5) and uniformly 
applied to all sectors 
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Clarete and Roumasset (1987), employing a static CGE model with seven 

production sectors, find that complete removal of trade barriers would shift 

capital and labor resouices largely from the indnsuial import-substituting 

sector to the production of cash crops, agricultural food, and industrial 

exportables. In the long run, the former sector would suffer a 39 percent 

reduction in income while the latter sectors would gain by 31, 24, and 27 

percent, respectively. The trade policy recorn would also raise the wage-rent

al ratio as a positive redistributive effect, and increase national income by 

3.4 percent. 
A ten-sector CGE model that distinguishes between rural and urban 

households is employed in Bautista (1986) to investigate the comparative 

static effects of lowering trade barriers, including the adoption of a uniform 

tariff rate of 10 percent and elimination of export taxes on primary products. 

The latter measures are found to result in a 2.8 percent increase in national 

income, the distribution of income gains favoring rural households (3.4 

percent) over urban households (1.6 percent). Exports and imports increase 

- by 8.1 and 7.7 percent, respectively. The biggest output gainers are the 

nonagricultural expoi t-oriented sectors (mining, food manufactures, and 

light manufactures), responding well to the induced real exchange rate 

depreciation. Agricultural crop income also increases significantly, by 6.2 

percent. 
The effects of E.O. 470 are examined in Manasan (1991) using a 

14-sector CGE model developed by Hlabito (1987) that differentiates among 

ten household groups by income size. The simulation results indicate, after 

the E.O.'s implementation, higher total output, exports and imports, but 

lower wage-rental ratio. Total household income in real terms would also 

increase by 1.4 percent, with relatively larger income gains accruing to 

middle-income household groups. 

The aforementioned studies iepresent attempts to isolate the effects of 

trade policy reform, abstracting from other possible influences on economic 

performance. The quantitative estimates serve to illustrate the appreciable 

impact of specific changes in trade policy that are either hypothesized or 

actually implemented in the Philippine context. To be sure, the economic 

benefits from trade policy reform are not filly reflected in those estimates 

- which are based on the results of comparative static analysis. The latter 

should be interpreted as deviations from a reference growth path of the 

economy with no change in base-year values of other exogenous variables 

and parameters (apart from the trade taxes) of the model. The estimated 

effects are conditioned, among other things, by the-initial sectoral allocation 
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of capital, which realistically should respond, along with the sectoral distri
bution of labor resources, to changing relative profirtbilities due to the 
postulated shift in trade policy. 

In a dynamic context, therefore, additional income gains would be 
generated by the induced intersectoral resource flows. It is also likely, as has 
been pointed out, that there would be improvements in overall producivity 

at the sectoral level since more open trade regimes are conducive to in
creased competition, better economies of scale, and greater use of'improved 
technologies. Furthermore, there are positive dynamic income effects im
plied by the larger savings, made possible by the observed rise in national 
income, that will finance additional domestic investments. Quantitative 
evaluation of these dynamic repercussions of trade policy reform would 
require the specification of intertemporal linkages (involving capital move
ments, labor migration, technological change, etc.) which need to be grafted 
onto the static economy-wide models represented in the aforementioned 
studies. 

The effectiveness of trade policy reform may also be evaluated in terms 
of the actual changes in industry characteristics and indicators of economic 
performance during the reform period. This analytical approach would be 
appropriate if the other determining factois can be reasonably assumed to 

have had no significant influence during the period, or if the effects of trade 
policy reform cannot be disentangled fiom those resulting from the accom

panying changes in other policies and from other (nonpolicy) influences. 
Indeed, actual trade policy effects, including producer responses to chang
ing relative incentives, are likely to depend, in both direction and magni
tude, on the macroeconomic policies adopted concurrently especially those 

affecting public investment, domestic credit and interest rates - which can 
themselves directly affect output supply. It would be extremely difficult to 

discriminate among those various effects. 
Component studies in the PIDS-DIA project have examined the actual 

changes in the manufacturing sector and some specific industries between 
1983 and 1988, which of course represent only a partial response - condi
tioned by other concurrent developments during the period from 1983-1988 
to the trade policy reforms that spanned the entire decade of the 1980s and 
indeed are still ongoing. A major consideration in the choice of those two 
end-years is the availability of plant-ievel data from the 1983 and 1988 
manufacturing censuses. It would undoubtedly have been preferable to use 

comparative data for an eariier year (than 1983) to represent pre-relorm 
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conditions and for a later year (than 1988) to represent post-reform condi

tions. Unfortunately, neithei of these two options was feasible. 

The detailed presentation and analysis of the findings of these "industry 

studies" are given in a separate volume (sce Volume II). Chapter 7 also 

describes and interprets some of these findings. Here, we bring out some 

comparative results related to the aforementioned discussion, particularly 

those concerning changes in the industrial structure and efficiency of 

resource use from 1983 to 1988. 
We should note first that, in terms of output performance, the manufac

turing sector (and indeed the entire economy) showed a U-shaped profile 

for the period 1983 -1988, marked by negative growth in the 1984-1985 crisis 

years and slow recovery in the following three years. 7 Changes in political 

conditions and in the conduct of fiscal and monetary policies were the 
principal determinants of the country's unstable economic performance 

during the period. The trade policy reform measures were not likely to have 

had a significant effect on total manufacturing output. Based on the afore

mentioned discussion, we expect that the effects would be manifested more 

clearly in the changes in market structure and competitiveness. 
An immediate effect of trade policy reform would be the increased 

availability of imports through the relaxation of QRs and lower domestic 
prices, the latter arising also from a tariff reduction. Consistent with this 

hypothesis, the ratio of imports to GN1P increased from 22 percent in 1983 

to 26 percent in 1988. It appears that there was also a shift in import 

composition toward manufactured goods, whose share in total imports rose 

from 0.61 to 0.76 percent during 1983-1988, implying a greater import 

penetration of industrial products in the domestic market. It is notable that 

imports of "nondurable consumer goods" expanded - from 3.9 percent of 

total imports in 1983 to 6.5 percent in 1988. 

By improving production incentives for exportables, it is also expected 

that trade policy reform would lead to an increased export orientation of 

the domestic economy. This expectation is borne out by the comparative 

values of the ratio of exports to C,DP - 19 percent in 1983 and 27 percent 

in 1988. Moreover, greater exporter diversification toward industrial prod

ucts seems to have resulted, as shown by the significant decline in the share 

of the "ten principal exports," consisting entirely of traditional agricultural, 

forestry, and mining products, from 35 to 18 percent. 

7. Based on the national income accounts, manufacturing value-added (in billion pesos, at 
constant 1972 prices) was 25.1 in 1983, 23.3 in 1984, 21.5 in 1985, 21.7 in 1986, 23.1 in 1987 
and 26.9 in 1988. 
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While increasing imports may restrict the market for domestically pro
duced goods, it also increases ompetition and induces greater efficiency 
among domestic producers. At I ic same time, export expansion widens the 
market, which may also result in ower production costs and higher efliciency 
as domestic producers specialize in meas of compaiative advantage and 
benefit from scale economies and learning-by-doing. The measure of effi
ciency used in the PII)S-DIA project is the iatio ofthe domestic resource cost 
(DRC) to the shadow exchange rate (SER). 8 An important finding that is 
relevant to this discussion is that Inant*tcturing indntst ies (at the 3-digit 
PSIC level) producing contsumel goods generally showed lower I)RC/SEIZ 
ratios in 1988 compared to 1983, Implying widespi cad itnpl ovement in the 
efficiency with which domestic resot ces we1e used. Relatedly, the ,hai e of' 
Consumer goods in total manufacturing value-added incieased ftoni 34 
percent in 1983 to ,t4t peicent in 1988. This is not inconsistent with the 
ftiding eat lici noted concerning the mci eased impoi t peneti ation of con
sumer goods in the domestic reat ket, considering that expoi ts have effec
tively expanded the matket for domestic products. It is also wolth noting 
that the I)RC/SER iatio declined in most export-oriented industl ies. 

Trade policy reform is also expected to reduce barriers to entry in 
existing industries, especially for small-scale producers who are invariably 
penalized by restrictive trade policies (such as Q ls on imports of material 
inputs). Incieased market contestability afforded by a more open trade 
regime does not necessatily have to be accompanied by a reduction in 
industrial concentration, since the mere threat of import competition is 
sufficient to keep monopolistic tendencies in check. Nonetheless, the evi
(fence points to a significant deconcentration of manufacturing industries 
taking place between 1983 and 1988, as reflected in the sharp decline in the 
four-plant, value-added concentration ratio at the 3-digit PSIC level. Further
more, the large malority of new entrants into industries were relatively 
small-scale plants. While the number of manutacturing plants increased by 
63 percent fiom 1983 to 1988, employment grew by only 21 percent. This 
led to a significant decline in the average employment size of manufacturing 
plants from 125 to 92 workers per plant during the period. The composi
tional shift toward smaller plants served to reduce the large-scale bias of 
Philippine manufacturing industries, which presumably would have had 
positive employment and income distribution effects. This did not generally 

in n8 Fo caiihti .ippltmil I[ii he )R(., St R iil .i,i m eflioc rw/ wc3itrt in ti (uiic\i of 
} h hp lle I~.lhlllllt|Ils~' ,IIIM,. ~l\\'l.tl0 kf'.,C, . IC; 
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involve a tradeoff in efficiency, inasmuch as small and mediun-scale plants 

have been found to be at least its efficient as the large-scale plants in a wide 

range of 3-digit IPSIC industries. 

One final point is worth noting. This relates to the finding of a decline 

total manufacturingin tile contribution of industries in Metro Manila to 

sector output fiom 15 to 41 percent during 1983-1988, indicating a discern

ible regional dispersal ofindustries. Because past import-protection policies 

favored industries that relied heavily on imported inputs and capital equip

ment, there was a strong inducement to locate plants near Manila, the 

principal pot. It is to be expected then that trade policy reform would 

reduce the incentive hias toward Meti o Manila-based enterpi ises and redtuce 

the effective penalty on the more geographically dispersed industries that 

make greater use of indigenous materials. 

We can conclude fron these discussions that the observed changes in 

industrial structure and efficiency from 1983 to 1988 are generally supportive 

of various hypotheses concerning some of the favorable eflects of policy 

reform toward it more open trade regime. It is important to recognize that 

the full effects of the reform measures, especially those implemented during 

the period 1986-1988, would not have been ieilected in the comparative data 

for 1983 and 1988. Moreover, the peI iod 1983-1988 was mm ked by macro

a difik ilt situation fot undertaking tradeeconomic instability, inherently 
the other side, not all the positive results from thepolicy reform. On 

years can becomparative examination of "histoli Cal data" for tile two 

attributed to the implemented changes in ti ade policy. Nevertheless, the fact 

is that visible progress was achieved towai d incentive neutrality and liberali

zation of the count,'y's tradle regime, is well its in reducing trade policy

induced distortions in the domestic market and in the industrial structure. 

This suggests to us that there is it high cost of postponing the implementation 
procof corrective policy measures. Moreover, sustaining the policy reform 

ess, involving not only the trade regime but also other aspects of economic 

policy, would seem necessary to decisively break the past pattern of"ineffi

industrial development in thecient, nairowly-based, and inward-oriented 


Philippines.
 



CHAPTER 4
 

Improving 
Exchange Rate Policy 

Trade policy reform toward incentive neutrality, to be effective, invariably re
quires an accompanying real exchange rate depreciation. The latter will raise the 
domestic price of tradable goods (both exportables and imporables) relative to 
nontradables, encourage resource movement toward tradable goods produc
tion, and help prevent a deterioration of the current account that may result 
from the liberalization of imports. It will also make possible a positive net output 
effect, offsetting the potential production losses in previously protected import
substituting industries with likely output gains elsewhere, particularly in export 
industries. It is necessary, therefoi e, to coordinate the implementation of trade 
policy reform and exchange rate adjustment - which are best regarded as 
representing a policy package. 

It is, ofcourse, the real exchangt rate, rather than the nominal exchange 
rate (which the government can control directly) that is relevant in the 
assessment of the relative profitability of tradable goods production. This 
chapter first discusses how the real exchange rate is defined and measured 
in the present study, followed by an examination of its evolution since the 
early 1980s in relation to the trade policy developments during the period. 
The factors affecting the past behavior of the real exchange rate are then 
empirically analyzed, distinguishing those determined by domestic policies 
and those associated with external developments which are outside the 
control of policymakers. The following section analyzes the scope of policy 
improvement with reference to the estimated overvaluation of the real 
exchange rate during 1981-1991. The final section of this chapter examines 
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some of the short-run issues related to the adjustment of tile nominal 

exchange rate, and draws implications for policy. 

Real Exchange Rate. Definition and Measurement 

The real exchange rate can be hioadly defined as the real wol th of fol eign 

exchange in terms of the domestic currency. Analytical discussions in which 

foreign prices arc taken as given typically repiesent [he real exchange rate 

simply as a ratio of the nominal exchange rate to a general p ice index in 

the small countty unmhi study. In empirical wot k that t aces the movement 

of the real exchange late over time, foreign prices cannot be asstumed 

constant. Changes in the gene al price level in, as well as the hilateral 

exchange rate with the currency of, each trade pa trner country need to be 

taken into account. 

For present purpoics, a 'meal effective exthange rate" (REER) index is 

calculated, for a given year, as follows: 

REER I W', R, WP11 (1) 

where 

CPI = Philippine consumer price index, 

WPi = wholesale price index in trade partner 

cotrtty i, 

=i nominal exchange late of the peso per unit 

of comtry i's currency, and 

W, trade share of country i. 

(The nine largest contributors to Philippine foreign trade are included in 

the calculations.) Because the WPI consists mostly of the prices of tradable 

goods, and the (II mostly of the prices of nontradables, the real exchange 

late as represented above Can also l)e totem preted as the relative pt e of 

tradahle good" vis-a-vis noniti .ulad les. Thus, a mcal dlefieciation of the Phil

ippine peso (.c., am tnt tease in I EER) will ecnut tmtage the poducliot ()I 

trdlbla ' go ls bt inipot ttbles amd txpottldel t' I'ti'n' t1 m4)11tttltlts. 
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The calculated annual values of the REER for the period 1980-1993 are 
as follows: 

1980: 107.3 1987: 131.0 
1981: 103.2 1988: 133.8 
1982: 97.5 1989: 122.7 
1983: 117.3 1990: 124.8 
1984: 115.4 1991: 121.1 
1985: 100.0 1992: 104.5 
1986: 123.7 1993: 106.8 

The first point to note concerns the instability of the real exchange rate. 
While the initial and terminal values of the REER index during the period 
are about equal, the intervening years show significant variahility. In the 
absence of efficient hedging facilities such as forward contracts, tradable
goods pioducers face an added cost due to the higher price risk associated 
with RER instability, and they are likely to react by reducing their output and 
investment. Moreover, exports will be adversely affected.9 

The real appreciation of the Philippine peso that began in 1973-1974 
(Bautista 1987: -19) continued through 1982, as can be seen from the 
aforementioned REER annual values. The advent of the foreign exchange 
crisis in 1993 apparently foiced a sharp exchange rate depreciation which 
however was almost fully nullified in two years. The sub-period 1986-1988, 
representing the fitS three years of the new Aquino government, witnessed 
a dramatic rise in the real exchange rate but which was also ieversed in a 
short time. It is especially notable that the subsequent 29.3-percentage point 
decline in the REER index, or a 22 percent appreciation from 1988 to 1992 
took place at a time of continuing trade policy reform implementation. 

Simultaneously liberalizing imports and appreciating the real exchange 
rate is, as indicated in the aforementioned paragraphs, not a desirable policy 
combination. The likely effects are: The country's imports will increase and, 
without an accompanying boost in exports, will lead to a deterioration in the 
trade balance. The output and employment effects will also be negative, 
since the domestic relative prices of tradables, and hence the profitability of 
producing both export and import-competing goods, will decline as a result 
of the exchange rate appreciation. Indeed, if the exchange rate is appreci
ating, it does not make economic sense to liberalize imports. Conveisely, if 

9. See, for example. Bauttsta (1981a) for empirical evidence on the significant influence of 
real exchange rate ,ariabilityof LDC manufacttred exports. 
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imports are being liberalized, it does not make ecouonuc sense to app, eciate 

the real exchange rate. Ideally, import liberalization and exc hange rate 

depreciation should go together. 
It is worth nothing that what happened in 1988-1992 was the exact 

opposite of the policy developments in the eai lv 1970s - which involved a 

peso devaluation hut no impoit liheiali/atioli. In espoluse to tihe balance

of-payments crisis that developed in 1968-1969, the government limlposed 

several import iestrictions and then dlevalied the peso in 1970. The ex

change rate was floated in February, moving quickly fiom P3.9 to about P6 

per U.S. dollar and stabili/ing at P6.8 )y the second qitat ter of' 1972. The 

average nominal devaluatton against all trading pattnels was about 100 

percen, (ILO 197+1: 127). In real tei is, the effective exchange tate dept e

ciatiot, from 1969 to 1971 has been estimated to lange from 19 percent for 
"essential" pioducei goods to 66 pei cent for "new" expot is (Baldwin 1975: 

91). On the other hand, the new impolt controls and most of the old 

import-protection biases remained; except for the simplification of the tariff 

structure in 1972, no meaningful tariff i eforin was undertaken. Not surpri

singly, the minor export boom that occtrred during 1970-1971 was not 

sustained, the export volume index in 1974 showing about the same level its 

in 1971. 

Determinants of the Real Exchange Rate 

In an accounting sense, movements of the real exchange rate can be 

attributed to movements of the nominal (effective) exchange rate, foreign 

prices (exogenous to the small country), and the general level of domestic 

prices. Since domestic prices at e affected by nominal exchange rate changes 

(to an extent determined by the accompanying fiscal and monetaiy policies), 

the nominal and real exchange rates have no one-to-one correspondence. 

Behaviorally, changes in the real exchange rate are explained in the 

theoretical literature (see, for example, Edwards 1989) in terms of at least 

four influences: the country's external terms of trade, trade policies, the 

current account balance, and the nominal exchange rate. 

Terms of trade 
If export prices fall relative to nontradable goods while import prices remain 

constant - the terms of trade deteriorate and the supply of nontradables 

will increase. At the same time, the demand for nontradables will decrease 

due to both income and substitution effects. Therefore, the real exchange 
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rate must depreciate (based on the aforementioned measure, increase) to 
eliminate the excess supply and restore equilibrium in the nontradable 

goods maiket. If the deterioration in the terms of trade arises from an 
increase in import price, the induced income and substitution effects on 
demand will be in opposite directions; if the substitution effect is stronger, 
the real exchange rate will depreciate (Dornbusch 1980). The greater the 
substitutability between nontradables and importables in consumption, and 
the greater the influence of export prices on the terms-of-trade Lhange, the 
more likely will a depreciation of the ical exchange rate result from a 

deterioration in terms of trade (Bautista 1987). 

Trade policies 

An import quota or tariff (export subsidy) raises the domestic price of 

importables (exportables), which encourages their domestic production 
and induces lower consumption, leading to a decrease in imports (an 

increase in exports). Resources are reallocated toward the tradable goods 
sector away from nontradable goods ptoduction. The reduced supply of 

nontradables results in an increase in their price and hence in a decrease in 
the real exchange rate. It is well known, for example, that the adoption of 

import-protection policies to promote industrialization has helped sustain 
an overvalued exchange rate in many developing countries. In contrast to 
the terms-of-trade variable, this determinant of the real exchange rate is 

within the control of policymakers. 

Current account 
The expected relationship between the current account balance and the real 

exchange rate is positive. A deficit in the current account implies an excess 
demand for foreign exchange, and its accommodation through reserve 

drawdowns or capital inflows serves to defend an artificially low real ex
change rate. The positive relationship is reinforced by the possibility of a 
reverse causality in which a higher (lower) real exchange rate, other things 
the same, may lead to an improvement (deterioration) in the current 

account. For many developing countries in which the domestic capital 
market is underdeveloped and not integrated to the wo Id financial system 

(in part due to government restrictions on private capital movements), the 
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current account balance can be considered a policy variable, determined 

largely by Inacroeconomic policies including foreign hoi rowing policy. 10 

Nominal exchange rate 
There is a general Igreemen t in le litrature that while changes in tile 

nominal exchange rate can affect tile short-ltlln lehavion of tile real ex
change late, the' will not have a long-i un effect (Edwards 1989). The ieal 

exchange late being a elative price variable, its long run level is not likely 
to be iii flucnI ed by nomnal vat tables. 10 lowever, ill the shot t run, a change 

in the nolinal exthangc late liav filaciitate tile adjustment of the real 

exchange rate to the chatnges in i cal varlables. Withoot a companying 

measitl es addressing tile "fundan elntals" (e.g., ibetill,/Ing the tlade regime, 

reducing the g,1p between national income and expenditure), a nominal 
devaluation wsill not lead to a ,sustained Ical devaltiation; it may only raise tile 

geneiat price level without changing i clativc pi ices ill tile economy. 
Based on the foi cgoing considerations, tile following specification of the 

real exchange iate equtiauon foi the Philippines is adopted: 

InREER = f (I nTOT, InT,, InT,, (:A, A InNEIR) (2) 

where 
TOT = foreign terms-of-ti ade index, 

Tm = I + tin, whete tin is the implicit tariff rate, 

Tx = I - tx, wheie Lx is the implicit export tax rate, 

CA = curretit account surplus as a ratio of GDP, and 

NEER = index of nominal effective exchange rate. 

Note that the nominal exchange rate variable is entered as a first difference, 
which is meant to reflect the short-run character of its influence on tile real 

exchange rate. 
Several dynamic formtilations were tiedili the exploratory regressions 

using available annual data for 1950-1980. The lagged adjustment a la 
Koyck-Nerlove proved to be the most satisfactory. Among the explanatory 

10. It has been pointed out that "Philippine c'irrent account deficits (can he 'iewc(l) as a result 
of the country's external horrowing, not only because intcrest payment on the deht eventually 
became I major conponenit of current account deficits, but also becatse capital inflows 
Oct eased the demand for impoi Isvia income ant- pi ire elfe ts" (Bovce 1990. 57) 

11. ome authors (e g, rriirnosky 1987) have argued that. s,,teniaiijc relationship hetween 
the nominal nd real exchange rates ispo,sible if there is wage indexation 
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variables shown in equation (2), only In Tx did not yield a significant 
coefficient estimate, presumably due to the insignificance of direct export 
taxes and subsidies in the Philippines (and hence little variability in Tx). 
Dropping In Tx in the right-hand side of (2), the estimated equation is 

In REER = 2.02 - 0.265 In TOT - 0.259 In Trot + 1.607 CA. 

(0.095) (0.100) (0.465) 

+ 0.690 Aln NEER, + 0.589 InREER1.I 

(0.089) (0.095) (3) 

where the numbers in parentheses are the standard errors of the coefficient 
estimates. The adjusted coefficient ofvariation is 0.967, indicating a very high 

degree of explanatory power of the equation. 
The coefficient estimate of In REERt-1 being less than one implies a non 

explosive dynamic pattern; the long-run effect ofeach of the other explana
tory variables (except NEERt) in equation (3) on the REER is about 2.5 

[= I/ (1-0.589)] times the short-run effect. That the coefficient ofAln NEERt 

turned out to be significant supports the hypothesis ofa shoi t-run influence 
(i.e., withir one year) of the noninal exchange rate on the RER. The results 
also indicate that about 70 percent of say, a nominal devaluation is translated 
into a real devaluation. For the latter to be sustained beyond the first year, 
it isseen from equation (3) that one or a combination of the following needs 

to happen: (i) the terms of' trade deteriorates, (ii) import restrictions are 
reduced, ard (iii) macroeconomic policies promote an improvement in the 

current account. The first is outside the control of policymakers. With 
respect to the second, a 10 percent decline in tm will lead in the long run to 
a 6.17 [=2.59/(1 - 0.589)] percent increase in REER. On the other hand, a 
one percentage-point rise in CA will depreciate the real exchange rate by 
3.82 [= 1.607/(1 - 0.589)] percent. 

Attributing Real Erchange Rate Changes 
to Policy and External Factors 

The estimated coefficients in the re?1 exchange rate equation (3), together 
with the annual values of the explanatory variables, can be us.d to eramine 
the contributions of domestic policies and the external terms of trade to the 

observed changes in the real exchange rate since the early 1980s when trade 
policy reforms began to be implemented. Table 4.1 presents the results of 

the calculations. 
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TABLE 4.1
 

DETERMINANTS OF REAL EXCHANGE RATE CHANGES, 1981-1991
 

Change due to policy-related factors 

Trade and 
Change Terms Exchange 

In of Lagged Current Rate 
Year RER Trade Total RER Account Policies 

1981 -3.9 -3.7 0.2 2.5 0.0 -2.3 

1982 -5.7 -0.4 -5.3 -2.3 -4.4 1.4 

1983 18.5 1.5 17.0 -3.3 0.0 20.3 

1984 -1.6 -0.8 -0.8 10.9 6.6 -18.3 

1985 -14.3 -1.9 -12.4 -1.0 6.7 -18.1 

1986 21.3 2.0 19.3 -8.4 5.3 22.4 

1987 5.7 2.6 3.1 12.5 -7.1 -2.3 

1988 2.1 2.7 -0.6 3.4 0.3 -4.3 

1989 -8.7 -1.2 -7.5 1.2 -4.0 -4.7 

1990 1.7 -3.8 5.5 5.1 -4.3 4.7 

1991 -3.0 2.4 -5.4 1.0 6.2 -12.6 

Note- The entries are 100 times the calculated changes innatural logar variables, 
which therefore approximate the annual percentage. 

Source: Author's calculation 

Relatively large changes in the real exchange rate can be observed for 

1983, 1985, 1986, and 1989. In each of these four cases, the policy variables 

not the external terms of trade, were the major influence. Indeed, RER 

changes induced by exogenous terms-of-trade movements during 1981-1991 

had been generally small. Among the policy-related factors, trade and 

nominal exchange rate policies were the most significant contributor to the 

RER changes for those four years, serving in each case to reinforce the 

terms-of-trade effect. On the other hand, the RER effects of the current 

account (determined, as argued above, by macroeconomic policies) were 

relatively substantial in 1984, 1985, and 1987 but tended to "lean against the 

wind," i.e., in the opposite direction of the RER change due to the terms of 

trade. 
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That the RER effects arising from changes in both the current account 
and trade and nominal exchange rate policies were negative in some years 
reflect the lack of consistency with which the improvement of the incentive 
structure for tradable goods production was promoted during the period. It 
is striking, for example, that trade and nominal exchange rate policies 
during the "crisis years" 1984 and 1985 iesulted in a significant RER 
appreciation; presumably, policytaakers wee nore concerned about 
macroeconomic stabilization at that time thati about resource allocation. 
Even after 1986, however, policy-related factors were the dominant influence 
in the observed RER appi eciation in 1989 and 1991. 

We can conclude from these findings that the conduct of government 
policies affecting the real exchange rate during the recent period of trade 
policy reform was less than appropriate. The incentive bias against tradable 
goods production intensified as a result of the ieal exchange rate apprecia
tion (at least during 1989-1991), which tan counter to the objective of 
promoting a more open trade regimic and motc iapid growth of exports. 

Real Exchange Rate Overviluation 

as a Sour.e of Incentive Bias 

"Real exchange rate overvaluation" here means the downward deviation of 
the real exchange rate from its "equilibrium" value, the latter being associ
ated with a completely open trade regime (i.e., the implicit tariff and export 
tax rates are 7ero) and a balanced current a count. " Clearly, an overvalued 
RER will result from the adoption of a restrictive trade policy and from 
incurring a deficit in the current account; in either case, the price of the 
domestic currency in terms of foreign exchange is being artificially de
fended. This comes at the expense of tradable-good producers who are 
penalized (or "ptice-disprotected") to the extent of' overvaluing the ex
change rate. 

To derive a measure of the policy-induced RER overvaluation, we refer 
back to the estimated real exchange rate equation (3) and use the implied 
long-run elasticities of the REER with respect to Tm and CA. The following 

12. Gapitakcarce developing countrte-, are commonly assumed to require capital inflows that 
will accommodate current-account deficits, which would be reversed (i.e., capital outflows and 
current-account surpluses) during a later stage in economic development. In the Philippine 
case, as pointed out by Intal and Power (1990' 46), the country's "record of investment waste" 
.tiggests that it is more realistic to assume, for purposes of defining the equilibrium exchange 
rate, current-account balance rather than some specific deficit levels. 



44 CATCHING UP WITH ASIA 'STIGERS 

calculated values of the RER overvaluation for various subperiods( during 

1950-1980 are obtained: 1950-1961, -1.067; 1962-1969, -0.452; 1970-1974, 

-0.115; and 1975-1980, -0.301. It would appeal that there was a general trend 

ofdeclining real exchange rate overvaluation since the regime ofimport and 

foreign exchange controls during the 195s, but this tiend was reversed in 

the second half of the 1970s. 

The following decade of the 1980s was marked by dratnatic develop

ments in the l'hilippic economy. Among othei things, the govei nment 

undertook major policy changes, including ti ade policy i etbrms, as part of 

the maciocconomic stabili/ation and sntuctutal adjustment programs 

adopted during the pet iod. The ,vei age implicit tai iff rate for importables 

declined significantly floua 78 peicent in 1983 to 37 percent in 1988-1991 

which, on accotint of F() -170, will de( line fin thei to 30 pei cent by 1995. The 

current-accotnt balaice (as a ittio of (;1)1) varied - from a 3.2 peicent 

surplus in 1986 to a deficit of 8.7 pelcent in 1982. The ieal exchange rate 

overvaluation induced by impol t iesti ICtions and ciri ellt-account deficits is 

calculated at 25.6 pecent for 1989 and 20.7 pcicent for 1992, which still 

represented a sizeable incentive bias against tradable goods production. 

Short-run Aspects of Exchange Rate Policy 

To bring about real exchange rate depreciation that can reduce a high 

degree of RER overvaluation, nominal exchange rate adjustment is typically 

needed. Ifsuccessful, it will improve the competitiveness of export industries 

and also of import-competing industries, especially those that had been 

accorded low or no protection. The supply response to an exchange rate 

depreciation, however, is likely to occur with a lag, since it takes time to 

develop new markets and expand exports; by conti ast the increase in imports 

resulting from libe alization is often quick. Some factois that can increase 

the short-run response of the expoi t sectoi are: 

(1) a strong government commitment t!,at the trade policy reform 

will be sustained; 

(2) 	 an improved infrastructure that reduces transport, marketing 

and other transaction costs For export producers; and 

(3) 	 a more elastic world demand for the country's exports, associ

ated with an expanding world economy and reduced protec

tionism in developed-country markets. 

Nominal exchange rate policy in the P1hilippines has been motivated not 

only by the need to improve relative incentives for export producers. A major 
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consideration relates to tile fiscal implications of exchange iate adjustnients. 
More than 80 percent of the couintry's o,eign debt is public, .o that a 
currency devaluation has an immediate negative tiscal eff' ttising from the 

increased peso value deht scivi(e. ThIe effect onof external 'l(ot-ltiln 

government revenue, on the othet hand, is not ikelylto be perceived as 
providing a significant offset. Moreovei, ifti Cemiti al Bank ieserves position 

is weak, there will le)an understandfable Ieltu tan( e lo <dl!ciate the nomi
nal exchange rate. 

An alternative to cut rency devatluation in trying to achieve a teal (RER) 

depreciation is evident from the expression foi the real ex hange rate given 

in the previously mentioned equation (I)- which is to keep the domnestic 
inflation rate lower than the inflation rate in tiade-pa tnei countries. This 

approach, which requires fiscal and monetary iesliraint, may work if the-e is 
significant inflation abroad; otherwise, it may necessitate a downward move
ment of domestic nominal wage [ties and pri es along with an undesirable 
contraction of domestic output and incomes. 

The timing of exchange rate adjustmnent can he mnfhenced by tile 

external economic environment, which may reinforce or mitigate the effects 
of for example, a ctri enc, devaluation on the domestic prices of tradable 

goods and on the general price level. The inflationary pressut e arising from 
a devaltiation isexacerbated by a deterioration in the exte nal terms of trade 

from increased imlpot prices (in foieign ciiiiency). lowevel, the latter 

benefits produceis of iniport substitutes beyond the favoable effect of 

devaluation on their product prices. On the othei hand, if the terms-of-trade 

deterioration is (file to a lowering of export prices, it will have an offsetting 
effect on the gains for expoit producers fi-om the devaluation. Decisions 
regarding exchange rate adjustment - by how much and when to do it 
will presumably be influenced by the differential political clout of the 

affected groups. 
The external environment can constrain policy choice in another sense. 

In the context of Philippine policymaking, the implementation of an IMF
sponsored macroeconomic .tahili7ation program is often claimed to make 
fiscal and monetary policie.. .- ,'uly restrictive. As argued cogently in de Dios 

and Associates (1993: 49), '-,;flexible IMF ceilings on money supply have 

robbed the monetary authorities of all credibility in their attempts to influ

ence interest rates and the exchange rate." Promoting economic growth 
through increased government spending (e.g., in rural infrastructure) tends 
to raise interest rates tinder the tight-money regime. Especially after the 

liberalization of tile foreign exchange market in 1991, this serves to attract 
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short-term foreign capital which accommodates an increase in the current
account deficit and causes an appreciation of the real exchange rate. 13 Not 

only will the government have to shoulder a heavierdebt-service burden that 

contributes to the deterioration of fiscal perfo niance, the induced RER 

appreciation will weaken expoi t growth and ovelall e( otnolic growth. 
The policy implication ft01 the pictediig anlysis is to "relax the 

monetary targets" so that intcrest imles (;ill be lowcied and tile exchange 

rate depreciated, which will snippotl ccononti(Ict twtovy and long-run 

growth. However, other influent es atc at wiksome of whClhInlay operate 

in the opposite direction. Monclirv al)lsio ti ls the iisk of being exces

sive and inflatonary, which may pi evet tilw' cal (\( iange iate from depre

ciating. This possibility cannot be iginied given tile otintry's checkered 

performance in aggiegate demand nmtgc'nt. ()n tlie supply side, the 
social productivity of public expitnditit es needs to e (ui efully considered. 

Undoubtedly, there would not have bet'i an"()btiovelhang" clouding 

Philippine policymaking sinte 1983 ift l ot cili taisnwhad financed domes

tic investments with higher rates of ct ii t (at bo dci )i ices) than the interest 
rates on the borrowing. In tile plrscnt (oilt\I,t twould be useful at least to 

investigate quantitatively the sectotal pri (c and ,ntput effects of alternative 

patterns of expanded government spending td iales (It imonellary expan

sion, preferably nsing a geneil equilibrinm iantnewoi k in which the nominal 

and real exchange iates serve as intei inedta, vat thales, 1 1"oi their reperctis

sions on the growth and (isdiibuti of ii(Onimes dting the peiiod of 

transition its well as ill the longet tiun. 

The actual situation itt tcc ent il(Hlllls Itshbee2n oile of an appreciating 

nominal exchange rate and, with a intfstnd iillation rate higher than the 

foreign inflation rate, also an appi eciating ieal exchange late. If the pi esent 

level of current-account defio it (an b, assumed to be sustainable, i.e., no 

expected decline in remittances and capital inflows, this would be tile best 

time to further reduce - by as much its is politically feasible - tariff and 

nonuwriff barriers to foreign trade. This would be complementary to a 

judicious expendituie expansion in raiing the demand for foreign ex

change and depreciating the tcal exchange rate. 

13. It is a inlism that integration of ihe domestic capital market to the world market makes the 

management of the exchange rate more diflicult, especially if the RER is being fine-toned as 
part of a policy reform package 

14. So-called "real" CGE models have been extended, ttrecent contributions to tIe empirical 
literature, to include the financtit secior and asset markets so as to provide a better framework 
for analyzing the effects of macroeconomic policies operating through mionetary mechanisms 
(Robinson 1991). 



CHAPTER 5 

Investment Incentives System 
and IndustrialPromotion 

Unlike trade policy, which indirectly affects resource allocation by altering 
relative prices of commodities (both inputs and outputs), the investment 
incentive system directly attempts to reallocate resources by influencing 
where investments should go through various forms of investment incen
tives, mainly fiscal, and by listing priority industries eligible for these incen
tives. This, in effect, is a conscious effort on the part of the government to 
target specific sectors for promotion. It is thus easy to see how the investment 
incentive system is essentially a form of selective intervention which could 
be a major industrial policy tool. 

The Philippines has had a long experience in this area. It formally 
institutionalized the investment incentives system in 1967 although it has 
granted similar incentives for favored sectors much earlier. It appears, 
however, that the government has been ineffective in directing investment 
to the most beneficial investment areas. This is clearly manifested in the 
overall tepid performance of the sector 15 and the insignificant difference 
in performance between preferred and nonpreferred investments. 16 

To shed some light on the problem, this chapter first examines the ideal 
role of investment incentives in industrial promotion. It also looks into the 
implications on foreign investment policy and incentives for regional and 
small-scale industries as special cases. Then, the chapter reviews the Philip

15. There are, of course, other factors which contribute to performance of the industrial 
factors. Still, the investment incentives system is supposed to make a difference. 

16. Indeed, empirical evidence seems to indicate otherwise, as shown in Table 5.6. 
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pine experience in this policy area and analyzes how well the Philippine 

investment incentives system fits the ideal role. The chapter contludes with 

the implications for reforms in the Philippine investment incentives system. 

Role of the Investment Incentives System 

in Industrial Promotion 

The role of investment incentives in the overall induisttial policy regime 

follows directly from the discussion in Chapter 2 of the rationale for indus

trial promotion. The argument presented there was that the existence of' 

various market failures and disto, tions could warrant some form of govern

ment intervention to consciously promote industt ialization. The view is that 

the natural role of industry as the leading sector in the development process 

would be revealed in market indicatois except for such failures and distor

tion. 
Thus, the primary task of government is to coi rect these market failures 

and distortions which impede the optimal flow of investment into the 

industrial sector. Accordingly, this is the role the investment incentives 

system should play The objective is not to induce i.'ore investment per se. 

This, if needed, should be the responsibility of the overall fiscal and mone

tary policy. Rather, the objective is to channel investments to the "desired" 

sectors within industry which will maximize the potential of the industrial 

sector in the development pi ocess. This temporarily puts aside the question 

of attracting more foreign investment which will be dealt with later on in this 

chapter. 
Chapter 2 discussed the various market failures that could inhibit the 

market from allocating industrial investments optimally. In general, the 

major sources of distortions arising from "genuine" market failures include 

imperfections in the capital mai ket, externalities, and economies of scale. 

These give rise to two general cases for selective intervention - (1) the 

"infant" industry case, and (2) interdependence of investment decisions. 

There is, however, a more pervasive sotrce of market distortions which affect 

the efficient allocation of resources. This pel tains to the distortions created 

by government policies themselves, affecting largely the export sector - case 

(3). These three cases are discussed in the succeeding paragraphs. 

l)espite the fact that it has been much maligned by economists, the 

infant industry argument has special relevance for countries that are in the 

early stages of industrialization. It is important, however, not to exaggerate 

the scope of its applicability. Theie is naturally a temptation to consider 
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virtually all but traditional industries as infants in a less-developed country, 
since the possibilities ofscale economics and gains from learning will in some 
measure apply to all. But, since it is long-run comparative advantage that we 
are seeking, industries qualifying for promotion must not simply promise 
future cost reduction, but must promise relatively greater cost reduction in 
relation to other domestic industries than do their counterpar t world indus
tries. Accurately identifying industries that meet this requiremtent would be 
a formidable task. Prudence suggests limiting the list to those where there is 
very strong evidence of a future comparative advantage. 

The second candidate for the category, "genuine" market faiure, is the 
interdependence of investment decisions. Unless the using and the supply
ing industries are integrated, investment decisions may fail to consider the 
advantages related to backward and forwaid linkages. Again, it is important 
to clearly identify the nature of these advantages so as not to thll in the trap 
of rewarding linkages, per se. To the extent that a country is able and willing 
to trade with the world, the advantage of the mere existence oflinkages loses 
force. The world can serve as market or supplier. This is modified to the 
extent that there is natural protection from transport costs. It is further 
modified in the same way if we consider an optimal, modest uniform tariff 
for terms of trade reasons, justification For which has been discussed in 
Chapter 2. Then an industry which cannot quite export could nevertheless 
be an economical domestic supplier itthere were a domestic using industry. 
In the same way, the potential using industry might not be able to export or 
even to compete domestically behind natural-plus-optimal protection if it 
had to depend on imported supplies. If the two industries were considered 
together in one investment decision, the complex would be economical. If, 
however, the investment decisions have been considered entirely inde
pendently, both products would continue to be imported. 

Since the optimal rate of tariff protection would be very modest 
perhaps no more than 10 per cent - the most important case of this kind 
would occur where natural protection from transport costs is substantial, and 
where the output of the supplying industry is specific to a pal ticular using 
industry (or a narrow range of them). This would seem to limit considerably 
the importance of the investment interdependence type of market failure. 
However, when this is combined with the possibility of economies of scale, 
it assumes greater importance. The extent of the potential domestic de
mand, then, becomes much more important in determining whether it is 
ultimately possible for an industry to reach a position of competitive advan
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tage in the domestic mari'et. (If it could be competitive in the world market, 

of course, it does not need the domestic linkage). 

Finally, we come to policy-originating distortions. It may seem ironic to 

suggest that there is a need for special incentives for some kinds of invest

ments because of biases created against them by other government policies. 

Yet, the existence of these policy-criginating distoi tions may represent the 

most important leason lor the existence of an investment incentives system 

in the Philippines. 
While one could find numerous instances of contradictions and conflict 

in Philippine economic policies, there are two ciitical areas of great rele

vance to industrial promotion. The first concerns the conflict between 

various measures which cheapen capital, and the desire to promote labor

intensive techniques and industiies to enhance giowth of employment. 

These measures include artificially low interest iates, tax exemptions and 

credits on the purchase of equipment, accelci ted depreciation, and rein

vesunent allowances. They ae inthemselves investment incentives, but they 

are in conflict with the government's piofessed aim of promoting employ

ment through laboi-inlensive production. Rationalization of the invesuent 

would call for the elimination of tile capital-cheapeningincentives system 

elements. But, in the absence of thal, their continued existence poses an 

even greater need to provide in entyies tc 'L0 use of labor. 

It is he protection system (tai iff and other trade controls), however, that 

stands as the single most powerful obstacle to a rationale pattern of invest

ment and giowth in the industrial sector. The details have been chronicled 

many times in Philippine economic history. It will suffice here to focus on 

the most important bias in the piotection structure. 

And this is the bias against expoits. The penalty on exports from the 

undClevaluation of fol egn exchange that the pm otoe:tion system defends has 

been estimated to he about 30 percent if we use free tiade as the standard 

of compai ison; and at least It) 1, rcent if we use an optimal tariff as tile 

standard. A tax of this magnitude can be a very formidable obstacle to tile 

development of potentially comparatively advantageous export industries. 

Thus, the promotion of nontraditional exports starts with a very severe 

handicap. 
The undervaluation of foreign exchange comes fiom tile average level 

of protection of the domestic market. There is, however, in the Philippines, 

wide variation in rates of piotection among indusuies producing for the 

domestic market. Those oil ite low side, with rates of effective protection 

less than the undervaluation of fo eign exchange are also penalized by tile 
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system. Again, tile developlent of pott 0tnhtlh'( ifpaj)t divcl advatageottS 

indlist ics is dimcoultaged. 

Indeed, it was, tile lecogiition of ithsc biases, especially those against 

new epo t5, that led some, at least, to Sttppot t the Inti odtu tion in the late 

960'S of the piceent i O'estilctnt e'n llves sv'strt'il under tile Boald of 

Investmnit s (B()l), 'Ieteti ot not it wa's lc ognited as a1cotlltt to tile 

biases of tile pIot.( lion s\stel, h mwe (, it has servled that lole, iat least with 

Iespect to nont1aditiontlaI expol ts. 

What is needed is mot c explicit iecogtition of tilis role (and possibly its 
extension to the case of tindetprotected potential inipot t substitutes). We 

should not he nlisled, howeet , t,, to tile piotential efc ctivelcss of fiscal 

itlCedli'NIS ,a cotlitel to tlte btses of the p otc( tioll ,Steitll. Stuies hy Tan 
and Gcegot io (imt Battista, Powe, and Associates, 1979) inditatc that at most, 

onl\' two o, lilt ee pei €etltage points of tile penalty agatlt ,expots is offset 

hy the aggiegate of B() silsldics to the cligilfle e'poi t itdustics. This is 

tot, howevet, because tilt( poitlti;tl tate of Stbsjd, is low it Oi existing 

system. A pa ti uli elpoi t fi il cilnoying the fill tatge of bciltits would 

gain noc tha etlnough to offset ilc petlaitv. Ratliei, it is becatise So few 

firms ale tcathcd. 'o luliv offset tile penalty on ille aggtegatc of fit nls 

lept esentitg indlsi mal expot tswoul le tjtti t ,il,smive solbsid' p logra its 

to rendclt it imlniacti(al. lis is whv, ill iltc hioig Ittn, thete is n1o real 

,altetilative to tile ptceeilt polcjt td lefoiill of the p)t tcli ,,ysicill itself. 

Patching on fiscal ouitel-i t~l\eives call oil Serve as a Siot t- till Iemedy 
fo sclc tt(l a cils of tindusti ial investilleilt. 

Ill stull, tic lentt ale f r ,n itld(tI al il'cStltC t itIC.IltiVeS SySteint ISeSSe2I

tially to oflset ,maiket fohl]i es and distortions thIat pi event the industiial sectot 

ft om playiilg its leading ole. These include "genuine" mat ket failure c;tses (inlant 

indtlsuy and intetdepelidenlce), ,s well as distortions owing to policies and 

insfittions (export penalty). To the extent that tile latter (;lit he eliminated 

ditough policy and institutional eforlm, tile need fbi an industial incentives 

system disappears. Elimination of (apit:tl- heapening measures, for exmuple, 

would i CdI ice 11V leCd to pi onlote labot inilnsitV. Tile prOlCtted eforni of tile 

lr-ifi System, wlen hought to a loint whetc tile hias against exports and 

undelploteCteCd iIpliOt sttitiitite, is elilllillatecI, Would, in tirn, eliminate tile 

need to pio\ide special incentives lot ilhcse sectots. 

Beyond tile pet loci of ull Ifll and tiad, icfornm, tIle pctIancilt iole of 

fiscal incentives would telate to genuine market faiiures ,tnd initractable 

institlitiolali/ed distot tions. 
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In the meantime, perhaps tile most important role tile investment 

incentives system can play is to suipport the iestructuring of the industrial 
sector dtn ing the gradual transition over tile period of ta iff reform. This 

means giving primal)' emphasis to the promotion of those expolt and 
itopol t-suhstitution sectors that ultimately can be expected to l)e profitable 
as a result of the reform, but are cut ently still handicapped 1w the tariffand 

trade protection system. 
Along the same vein of corre( ting for mai ket failures and distoltions 

ate other cases of possible selective intervention which are of special interest 
to the Philippines. These include the following: (1) foreign investment, 
(2) regional investment, and (3) small enuterpi ises. 

Role of fiscal incentives for foreign investment 
In the previous section, the discussion abstracted from the question of 
attracting foreign investment with fiscal incentives. To the extent that this 
can be done thee is, of course, less f'()i(e in the argument that incentive

induced investments will be at the expense 4f other investments. To a 
considerable extentnew fbreign investment should represent a net increase 
in available savings. While in most cases there will be some competition for 

other scarce resources - skilled lahor, enei gy, and others, this is not likely 

to "crowd out" domestic investment in or about the sam proportion. If 
there were no political considerations to meet, fiscal incentives could be used 
to raise total investment by attracting foreign investois. Thus, output and 
employment gi owth could be higher. 

Another advantage of foreign investment includes those arising froin its 
direct linkage with the wvot Id market. This means gi eater market access in 
both output and inputs, and learning fi om its expertise in dealing with these 

markets. 
A more important advantage of foreign investment could be technology 

transfer. How important this might be depends on the nature of the pat dciu
lar investment and, possibly, on conditions imposed by the host government. 
The question of how much should be paid, by way of fiscal incentives for the 

gain in technology remains. 
These three advantages of foreign investment might suggest that a 

premium should be attached to foteign investment, and that it could take 
the form of more generous fiscal incentives. There are a number of reasons, 

however, why this might not be a feasible or even desirable as a policy. 
First, it is in part a political question. In the Philippines, there seems to be 

broad support for the idea that fbreign investment should be limited in relation 
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to domestic investment. This was built into the past investment incentives regula
tions (the 60 percent Filipino requirement), though there were important excep
tions. Even apart fiom the desire to limit the proportion of foreign investment, 

the question of offering moi e att-ctive terms to foreigners than to Filipinos would 
be politically sensitive. 

Where would this leave the Philippines in competition with other 
less-developed countries seeking foreign capital) What ifthe nature and level 

of incentIves established on the criteria suggested leaves the Philippines 
short of attrlcting the optimum flow? Would not the desire to attract an 
optimum flow of foreign capital suggest an alternative criterion for incen

tives for foi eign invesunent? 
This might seem to pose a dilemma between economic and political 

ct iteria. But there are ways to compete forloi eign capital which do not imply 
(at least not ovely) discriminating infavor of fbi egners. A good climate 
for investment, both domestic and foreign, and an expectation of stability 

and consistency in the ecoilomic policy regime can be of greater importance 
than tax exemptions and ciedits, particularly in attiacting the kind of 
investments that would be (lesit able and lasting. Moi cover, favorable condi
tions regaiding repati iation of earnings and capital, as well as employment 

of foreign nationals in key positions, may be moie politically acceptable than 
discriminatory fiscal inten tives. 

Thei e is yet anothe consideration which iequiles caution when com

peting for foi eign investment by means of inre libei al fiscal incentives. The 
economic situation in the Philippines will remain for a number of years 
strongly influenced by the distortions caused by the piesent protection 
system. Even the best feasible system of fiscal coi rectives is likely to fall short 
of fully correcting these biases for some time to come. Therefore, foreign 

invesnenis atti acted undei the restiicted trade regime would not be the 
same set as those under the ultimate reformed system. (;enerally being more 
footloose than domestic investments, foreign investments may in these 

circumstances repi esent a less stable element in the industrial structure. Box 
5.1 provides an indication of the type of foreign direct investments (FI)) 
attracted in the past. 

This is pai ticulai ly true when the invesunent is oriented to the domestic 
market, attracted by the protection offered. Since the domestic market is 

limited, the probability of i einvestment is less. American investment in the 
Philippines in the I950s, attracted by the protection of the domestic market, 
subseqtuently resulted to many instances of net repatriation of capital. 
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BOX 5.1
 
FOREIGN DIRECT INVESTMENT INTHE PHILIPPINES: SOME FINDINGS
 

Aldaba (Special Paper No. 2,this volume) provides some indications of 
the determinants and the type of foreign direct investment (FDI) attracted in 
the Philippines. Inher regression analysis, she finds that the fiscal incentives 
system was an insignificant explanatory variable. The most significant 
explanatory variables are (1)political stability and (2)the effective protection 
rate (EPR). Inother words, foreign investments in the pastwas concentrated 
inthe high protection import substituting sectors. This is unfortunate because 
it is the FDI in exporting activities which are found to be most beneficial. 
Aldaba also estimated the export propensities of majority-owned, nonbank 
affiliates of US parent companies (MONANUS) fur a number of countries 
including the Philippines, Thailand, Indonesia ard Malaysia (see table 
below). The export propensity for the Philippines is the lowest in the set in 
1982. the high protection period, although only slightly lower than that for 
Thailand The export propensity for Thailand rose sharply, reaching 31.8 
percent in 1989. The propensity for the Philippines also increased in 1989, 
but more slowly, so that it remained lower than the r3st. 

Still, there was some improvement in the orientation of 701, which 
coincided with the more open trade regime iollowing significant ieforms 
during the period 1986-1988. 

EXPORT PROPENSITY (%) 

1982 1989 

Philippines 5.7 22.3 
Thailand 17.5 31.8 
Malaysia 47.4 38.5 
Indonesia 66.1 43.8 
Singapore 82.0 69.7 

Flhc (o ( lisiin Ieticld is thai fisc,al Incentives floi foreign Ilnvestmlnt 

s ol()illd i)t hc ll0)l li(ioi,]htll IloI (ne l( ;IIId thi the titeria slnggeste(d 
call l(l - (oi( ILIlion of failtll ,till (l.,iloi (lol" ( still sceill ,ipp)OpiiatC. 

( )tiii tzitn foi lo(I cign (alptal siould iake the h ini of :alavoi able overall 

itnxc,ltlcli ( limiteli (Icated la polk ic , siahilitv of the policy.t. oe( oiioiui 
i lllet. illd tcao.t, ahl ibli l l lcs ( oll ei lling i cpait latioll ( apital . i 
cailIlllls.
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A positive dexelopinent is the ecent Foreign Investment Act (FIA) 
which libeialiies entry and equity requirements of FDI. Otaside the set of 
industries in the Negative list, thi e ,aie no limits on ft '.ign equity partici
pation. The use of a limited negative list for foreign investment is viewed as 
a major improvement in i elaxing itiles ,.nd regulations governing entry of 
Fl)! and encouraging mole FDI inftlows. 

We now turn to the next two special cases for investment incentives. 

A possible role lot fiscal incentves in the promotion of small and 
legionally dispetsed entelplise depends, fitst, on tile lationale for such 
piomoluon and, second, on whether fiscal incentives i epresent the appro
priate insti ument, given the iationale. While theie might be some overlap 
in the two cases, they will be treated here separately. 

Smal enterprises 

It is said that mtole rapid growth of small enterprises would have favorable 
emplovient and income disti ibution effects in the Philippines (see the ILO 
Mission Report, Sitanngin Development 1974t: 158-65 and 530-67). Moreover, 
small enteiprises ,mefound to con tiibute to the creation of general and 
enn epreneurial skills, which tend to spill ove to othmei sectors and generally 
stimulate mote economic aotivities. Such potential dynamic extei nalities 
from the small enterpi ises piovidc an even ,tionger reason fot supporting 
their (evelopinen t. Fie question, however, is: what tie the resti ai is on tils 
potentially favorable developtent that wotld itequiie special measures? if 
we could ansver this, we would have a cleatet idea off the most effective 
measures that would promote their development. 

Folloi.ing the ILO Repot t, we can identify thiee pl incipal obstacles to 
the growth of small enterprises. Fnst is what might be labeled as an institu
tional distot tion, the high cost of pi ocessing ani avoiding risk in lending to 
small borrowets, with the consequent dependence on heavy collateral re
quirements to avoid the costs. Since the soial risk (tie individual risks 
pooled) would be less than the sum of the pi vate risks, thet is a case for a 
government iole. Ideally, the problem should be i esolv d by substitnttng 
more careful loan appraisal, emphasiing the actual economic prospect for 
the enterprise as a means of reducing list. in place of a collateral requirz,
ment. The cost of this should be sutbsidied, and this could be clone by a tax 
concession to banks for setting up a special facility for providing mote care 
and technical assistance in proce,,sing loans for small enterprises. Or the 
government could play a more die t iole, as in the Philippines, in setting 
tup techuinal assistance centers and guaranteeing loans. The main point 
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here, however, is that simply providing BOI tax incentives to small enter
prises does not address the problem. 

A second difficultly faced by small enterprises is the inability to enjoy a 

division of labor and specialization among entrepreneurial responsibilities. 
A small entrepreneur must serve in all managerial capacities at once, rather 
than being able to allocate responsibilities for production, marketing, fi
nance, legal matters, and others. Again, however, the remedy is not a tax 

concession. Technical assistance centeis, extension service and links with 
larger firms are some of the kinds of help needed. 

A third problem is infrastructure. There is an overlap here with regional 
investment. The BOI tax credit for infrastructure expenditures by private 
investois appears to be of little value in inducing investment in backward 

areas and certainly is not something that would appeal to small entei prises. 
What is needed is for government to provide infrastructure. 

In short, the obstacles to moie rapid growth of small enterprises are not 

of the kind that can be remedied by fiscal incentives though perpetual 
suh~sidies could kee l) small firms going without ever con ecting their defi
ciencies. Nevem theless, small entei prises should have as complete access as 
possible to whatever fiscal incentives are genei ally made available for other 

reasons and efforts should be made to make BOI registration more accessi
ble to those that are eligible. 

Regional investments 

Again, it is videly believed that a more regionally balanced industrial growdh 
is needed to mitigate income inequalities and diminish political alienation. 
To some extent the industrial concentration around Manila is clue to 
historical accident, to some extent to natural economic forces, and to some 
extent to policy biases in the past. The reform of the protection itself should 

help somewhat to coiect this btut powerfil forces toward agglomeration 
remains that are difficult to counter. 

Recognizing that private advantages from "clustering" give rise to social 
disadvantages, governments might consider (and occasionally do) the pos
sibility of creating new centers of industrial activity through the installation 
of the necessary infrastructure in a backward legion. What usually stops 
them, is the tremendous cost of a balanced composition of lumpy invest
mients, the excess capacity that would exist for a considerable time while the 
legion is developing, and the attraction of the cheaper option of simply 
investing in the bottleneck areas of the existing agglomerations. There is an 
illusion at work here simply because all elements of infrastructure typically 
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do not reach capacity limitations at once. Therefore, it always seems advan
tageous to make one lumpy investment to overcome a bottleneck because 
excess capacity remains elsewhere. As the ILO Report concluded, "ittakes 
a long view to recognize the absurdity of the process." 

What may be needed in the Philippines is simply a firm decision to stop 
this process in Manila, and to make only "housekeeping" investments to 
maintain the infrastructure, rather than new lumpy iavestments. Then the 
appropriate role of the fiscal incentives system would be simply to rule out 
any incentives for investments in Manila. 

The present incentives for regional dispersion seem to be either worth
less or inappropriate. The tax credit fbr private infrastructure investment 
can hardly be attractive because of the financial burden on the investor 

even if he gets it back later. The double exemption for direct labor costs 
might often be of little or no value because of the overall 25 percent 
limitation. Moreover, it applies only to exports. 

It is not clear whether Parliamentary Bill No. 612, an Act to Promote 
Investments in Less Developed Areas, is actually a law since it is not incorpo
rated in Presidential Decree No.1789. In any case, the investment allowance, 
pioneer status, 'nd access to finance (to nothing to overcome the deficiencies 
of a backward region. 

Any attempt to promote regional investment by tax concessions is, in 
any case, misguided unless accompanied by a real commitment to overcome 
the disadvantages that make a region unattractive to industrial investment. 
Therefore, the main thrust of regional policy must be the latter. Beyond 
infrastruct.ire, what are needed are banking, commercial, educational, 
cultural, recreational, and government services,.j1w' ',)begin the list. This 
seems formidable, but unless a real commitment i, made to provide the 
necessary resources (and to retard growth in Manila), inequality and aliena
tion will worsen. If the commitment is made, however, tax concessions to 
induce regional investments would play a role similar to that for "infants" 
or underprotected sectors, since future profitability would be improved 
relative to present. But tax concessions, by themselves, would be of little 
value. 

Aside from more favorable incentives from BOI for regional invest
ments, a mechanism which has been adopted by government to overcome 
such disadvantages in social and physical overhead for regions outside 
Manila is the development ofindustrial estates. These are "large and suitable 
tracts of land subdivided and developed primarily for the use ofa community 
of industries and provided with roads, water supply facilities, electrical 
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facilities, cominunication facilities, sewage and di ainage systems, and other 

infrastructure ... under unified and continuous manageient." Induistrial 

estates could be of two general types: the i egular induslt ial estate (IF) whose 

pioducts could be for export or domestic consumption, and tie export 

processing zone (El'Z) geared strictly tlot exporLs. Firms locating ill the 

estates receive fiscal incentives. 
File EP/Z is imote of an incentive to exporting and thus re(eive more 

gntieious incentives. These include: (1) exemption from custonts duties and 

internal taxes for capital equipmenit, r I materials and supplies, local taxes 

and licenses, except real estate taxes, contiactoi 's taxes, vharfage dues and 

export tax; (2) deduction of labor training expenses, organizational and 

pie-operating expenses; (3) tax credits on supplies and raw materials; (4) 

net operating loss carly-over; and (5) accelerated deprectation. The firms in 

a i egulai IF ieceive similar in entives as in ( 1 ). They are also entitled to 1101 

incentives if eligible and registered. Results fi orn past studies of the perform

ance of lEs and EPZs, howevei, are not very encoin aging (I .ouis Berger, Inc. 

1986). These studies find that on the whole, they have been very costly and 

ineffective n,1ti uments for legional dispersal of industnies, which is largely 

attributed to the substantial unutili/ed capacity in the industrial estates. In 

recent months, theie have been persistent signs of increased investment 

activities, both fi eign and domestic, and incieased capacity utili/ation in 

the various IEs. I lopefully, these would yield tool e faol able tesulls. 

The next question is, how well does the Philippine investment incentives 

system fit the ideal role as discussed above? The discussion that follows 

addresses this issue. The Philippine experience is piesented and analyzed 

followed by the implications for reforms. 

Review of the Philippine Investment Incentives System 

Although there has been the New and Necessary Industries Law in the 1950s 

and the Basic Industries Law of the 1960s. the Philippine investment incen

tives system was fit, Lformally institutionalited with the passing of the Invest

ment Incentives Act of 1967. This was later supplemented by the enactment 

of the Export Incentives Act in 1970. Since then, it has been amended and 

codified three times, culminating with the present Executive Older No. 226 

(EO 226) in 1987, or the 1987 Omnibus Investment Code (OIC). 

EO 226 supem seded 11P 391 which was enacted in 1983. BP 391 granted 

a tax credit equivalent to a cem tain pet centage of net value earned (local 



INVESTMENT INCENTIVES SYSTEM AND INDUSTRIAL PROMOTION 59 

content for exports). This was replaced in tile 1987 0IC by a piovision 
granting instead an income tax holiday for a (lil ation tianging itom thilee to 
eight years. 

The investment in entive system, tindet the 1987 (tIC is administered 
by the Board of Investments (1101). Only enterpi ises listed in the Investment 
Prioi ities Plan (IIP'P) for a particular yeat, or an enterpi ise that would export 
at least 50 percent of its output could Ile eligible foi incentives. 

In tile 1987 Code, incentives ate tnifolt i, with mitlot exempt ions, for 
exporters and nonexpoi te, s. Both i eceive exemptiontifrom taxes ,rnd duties 
on impoi ted eqtipment and accompanying spate pat is. I'hlis ,eptesents a 
change in that previously, nollexpoltels teceived exenmrption only as i 
temporary credit to be tepaid out of tax u edits eat ned laltet. O)nly expot tet s 
(produceis expoiting at least 50 petcent of t hen otttptits) were given an 
outright exemption undle, the 1983 Code. 

The most important change in incentives Is the intlodltction of an 
income tax holiday to replace the tax credits on net valte added and net 
local content. This also is available on tile same tet ins to exporters and 
nonexpol ters. lPioneei firms are exempt f ol incole tax for six veal s and 
nonpioneer firms for foot yeats. Mo covet, the holiday carl le extended to 
a maximum of eight yeat s for pioneer and seven yeat s for non pioneer firms 
tft(e amin (onditions ,elating to capital intensity, use of loc l matet ials and 
fot eign cx( flange earnings t e tmet. A three-year tax holiday is available ftr 
"expansion fitins" - i.e., existing filt ts that invest for expansion - on 
incm(tle plt0)01o) tionate to tile expansion. 

Arnohet new incentive, available to) ozth expot ters and nonexporters is 
a deductiotn ft otn taxabile inconie of 5( pet cent of annual incttemental labor 
expense ltf a period of five y'ea, s. This is something ofa pti//Ic since, if the 
tax holiday is available, a deduction ft on taxable income is worthless. The 

period coveted is five yeats while the holiday fot new nonpioneer Firms is 
Four years and foi expanding fit ins, three years. Thus, the incremental labor 
expense deductton could be utsed during the fifth year by a new nonpioneer 
firm that for some reasons could not get an extension on its tax holiday, as 
well as by expanding firms in the fourth and fifth years (no extension is 
available for this categomy). 

Apparently, the incremental labor expense incentive was added in tile 
drafting of tile ('ode in response to criticism that the first draft was biased 
toward tie use of capital in sttbstittttion foi labor. At that point in the 
drafting, thei e was no income tax holiday for expansion firms, hence existing 
firms might have availed of it. The later addition of a three-year holiday for 
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expansion, however, sharply limits its usefulness. The 1OI, in the face of this 

anomaly, has decided to apply the incremental labor expense incentive to 

existing films not eligible for the expansion holiday - i.e., to firms that are 

expanding employment, not capital. 

Another incentive that appears to he partially Iledundant is the credit 

for tax and duties paid oni supplies, raw materials and seinimanufactured 

products used in pioducing export products "and forming part thereof." 

This incentive is not new, having been in the system in some form since 1970. 

Insofar as imported inputs are concei ned, it duplicates the Custons draw

back. What it added in the past was the inclusion of sales taxes on domestic 

raw materials and, perhaps, a superior adnnistiative machinery for the 

rehate of duties and taxes on imported materials. With tile advent of the 

value added tax system (VAT), there is also duplication with lespect to 

domestic matelials, since exports are 1ero-rated under VAT. This means 

exports are exempt from VAT and expoi ters receive a refund of VAT paid 

on matelial inputs whether these ate impoi ted or domestic. Thus, on the 

surface it appears that this incentive adds nothing to what is al eady available 

undd the Tariffand Customs Code and VAT. What the BOI offers, however, 

is appa ently a superior administrative system in tile f'orm of fixed rates of 

tax credit as an option, and a Tax Rebate Center that reduces the exporter's 

time and cost of obtaining the credits. The optional fixed rates are available 

also to nori egistered fir ins, though apparently not many are aware of this. 

Thus, the income tax holiday and [ie tax-free importation of capital 

equipment iank as the key incentives in the new Code. As already noted, 

these are irntfol m fol exporters and nonexporters alike. This contrasts with 

tile 1983 Code which explicitly aimed incentives at mitigating, if not over

coming, the hias against exports from the pi otection system. This disappear

ance of pro-expo, t incentives is related to the Philippines' commitment to 

GATF. Thus the new Code, insofar as tax incentives are concerned, is 

vii tually neutral hetween exporters and nonexpor tems. 

Minor exceptions to this generalization are the exemption of exporters 

from export taxes and wharfage dues and the exemption from taxes and 

duties on imported spare pal ts and supplies needed for the operation of the 

duty-free equipment if the firm is exporting 70 percent of its output and has 

a bonded nanufacttn ing warehouse. Needless to say, the latter will not reach 

many small expor ter s. 

The fact that the tax incentives are virtually neutral between exporters 

and nonexpoi ters (loes not mean, of course, that the system is neutral. There 

are other provisions in the (ode that favor exporters, particularly with 
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respect to eligibility of or incentives via registration with tile BO. First, there 

is a long list of "priority pi oducts for export" in the IPP. Second, while in 
general firms can register for invesUients only in the preferred areas listed 
in the IPP, an enter prise proposing to export at least 50 percent of its output 

can register even ifinot so listed. Moreover, existing firms pi oposing to begin 
expol ting a pal t of output may register under cCI tain conditions for limited 

incentives (no tax holiday o1 tax-free equipment). In addition, indirect 
exporters - i.e., those producing an input into an export product, export 

traders, service exporters and exporters of television and motion pictures or 
musical recordings may register without regard to the I111. In oti.,r words, 
exporting is virtually made attomatically a preferred area, though the 50 

percent of output requirement might seem high. 
For foreign invesunent, there is a bias toward exporting in the rules 

regarding fbeign ownership. Before the new FIA, if' the industry is not 
designated as pioneer, foreign ownership cannot exceed ,40 percent; it can 
be as high as 100 percent, however, if 70 percent of output is exported. As 
noted earlier, thet e ai e vely good reasons for prefei ring foreign investment 
that is export-oriented. Under the new FIA, there is now a negative list, 

regardless of orientation (export or domestic), where FDI is limited to a 40 
percent or lower foreign equity participation. But tie bias for FDI in the 
export sector remains for smaller enterprises with paid-tp capital of 
$500,000 or less. Foreign equity pa ticipation is limited to 40 percent for 
these smaller enter prises except for expot ting firms. 

Thus, despite the fact that tire set of tax incentives oflfet ed in the present 
Code are less slanted towai d exports, the system may nevertheless still be 

favoring exports. Until recently, the majority of the firms registered have 
been exporters. 

While the incentives in the new Code have become more neutral with 

respect to exporters and nonexporters, they are now less neutral with respect 
to the choice between labor-intensive and capital-intensive industries and 

techniques of production. Two changes account for this. First, as noted 
above, registered firms may be granted exemption from taxes and duties on 
imported capital equipment and accompanying spare parts. This represents 
a return to the pre-1983 situation. Prior to the 1983 reform, a need for this 

incentive was argued by the BOI on the grounds of a liquidity problem for 
the investor. He can get credit for the import of the equipment, but not for 
the paymenit of duty. This argument was met in the 1983 Code by letting the 

investor pa' the duty and t2 x over time out of tax credits earned - in effect, 
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an interest-free loan. Hence, the reversion to the old systeni ill the 1987 (ode 

must have a different iationale. 
Because the re-introduction of this incentive was opposed by some as 

representing a bias towald capital intensity, a (omnp, olise was effected 

whereby the incentive is to he available lot only live years fI oi tile elfective 

date of tile Code - intil 1992, that is. The effectivity dte has been extended 

until the end of 199-1. (Te 1l()1 Is likely to t eqitest fol another extension.) 

'rle othel (change that inlplies a bias towatd tapital intetlsity is tile 

substitution of tile tax holidav f6 the tax (i edits on value added and local 

content. The latte we, elcatually pl o-labol ill tieii bias, while the incole 

tax holiday Ieduces the usei cost of capital and enuotnages sublstitution of 

capital for labor. 

Nanasan (1990) has estiiated thal, foi a typical fit Inl, the tax holiday 

could leduce tile usei] ost of apit al by about 12 pet cent, while tile duty-free 

inpoit of equiintent couldileduce it by abolit 16 percent. These effects 

would le additive and could lteduce employneti per ullit of capital by as 

iil Ii as 20 percent, as a tiOSeiAtlVe estilmlte. 

A atuionale fo( pi oviflng lax incentives ill ilte ,'Iliy yeals of' the life of all 

enlerpise inight he the infant industrY inaiket failte, or the sitnlat cse of 

ilndtlpl ote( led liliiestrs Ithat may%he viable onll when tIrade libe~tl-ilition has 

pioceeded fin dhti, ncei tainty and pilite risk that ex eeds Social risk, ,s well as 

a long gestation period( onlibied with impel fect capital niarkets, could i epreseni 

,idditionil ieasolls why soie inveslmenits might iIot be tind(ertiken without tax or 

ollher henefils ill file eally yeats. Exemption fioinl incole tax lay not be tie 

appiopliate i enledy, however. If ile going is indeed rough in tie early years, 

ea-nin\gs ill bhe low and losses Ilay be imn( i ed in sone years. Income aveniging 

oi loss carryover sould help, but neithei a e pil eselit in the systeim. Indeed the 

generous loss calryovel pi lovision of pi evious ( .odes- losses for Ihe fii st ten yeals 

carrled ov'er for six years- ws unact otitabl' ehliiiialed il the 1987 Code. This 

ineans that die enterpi ises that need help ill the eat lyyears are not likely to benefit 

nuch toinl income tax incentives. lIthl the principal beneficiaties will be those 

enterplises that lte amply pl ofitable Fron the ottset and, thercbl e, might not 

have needed incentives. (The Philippines, incidentally, is tie only one of nine 

countries reported in S(V's "'Comparative Investment Incentives" that has nio loss 

carryover). 

Some statistics on B01-approved projects 

A look at some statistics on 1101-approved projects adds further light to our 

qualitative analysis of provisions under the 1987 OIC. An indicator of the 
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impact of the 1987 OIC couldIhe gleaned from whe( ted Statistics on BOl
approved projects from 1981 to 1993 under tie successive versions of tile 
Investment Incentives Act - P.1). 1789, ,amended by BI' 391 in 1983, then 
superseded1hy EO 226 (or the 1987 OI() in 1987. These aie piesented in 
Tables 5.1- 5-5. 

The figures ai c very ievealiig and inici esi tg. As shown inTable 5. 1, 
the capital-labo iatio (K/L.), which is es~iinated bv the p oject cost divided 
by employment, fell drastically during the period lion 1983 to 1986, when 
BP 391 was in effect - P512,740 per employee in 1982 down to only P8183,660 

in 1986, both in nominal terms. (Tile decline is even more diastic using 
constant prices.) (Table 5.2.) Since then, the tigie for K/I. continues to 
rise rapidly, leaching P1.27 million by 1993. In constant prices, the ratio 
tiipled from 1987 to 1993. A similar trend holds for the average cost of'fii is. 

The lai ge differences cleat IN,indi(ate the capital )tas of the investment 
incentive system under the 1987 ()IC vis-a-vis BI) 391. This finding is rein
forced by comparahle statistis for the average man ufacttring firm using 
NSO data. These are piest-nted in Table 5.3. The national averages, using 
NSO data, at e even much lower. In 1988, for example, tile average K/L was 
only P 116.8 tlousand, compared to P22-4.3 thousand loi B )l-approved 
projecLs. The aveiage book value of fixed assets pci filnmn only l18,595was 
thousand, compated to P28,720 thousand fot BC)l-apploved prolec ts. 

A disaggregation between major types of pioduceis - e. g., domiestic, 
exporters, and others - of [he same statistics is p eserited in Tables 5.4f and 
5.5. Export pi oduction is cleai ly much mole lahoi-intensive, at less than one 
tenth of the rest in the 1990s. (The other sectoi s include mainly the service 
sectors - e. g., toti i,,m.) 

The IPP listing 
Turning now to the IPP list, the determination of prefet red areas of invest
ment to he included in tile list "shall be based on long-run comparative 
advantage, taking into account the value of social objectives and employing 
economic criteria along with maui ket, technical and financial analyses" (Art. 
28). In determining long-i tn comparative advantage, the 1()I should take 
into account primat ily tile "economic internal rate of retumn," contt ibution 
to development goal,, other measures of comparative advantage, and mea
sured capacity. The Imguage is taken from the 1983 Code and teflects the 
need at that time to align investments with cotnpalative advantage (expo ts 
and efficient import substiiutes) in contrast to the pievious bias toward 
protected import substitttion; and an accompanying need to subject invest
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TABLE 5.1 

SELECTED STATISTICS ON NEW AND EXPANSION PROJECTS
 
(WITH INCENTIVES), 1981-1993
 

(inthousand pesos, innominal terms)
 

No. Project Average 
of Cost Cost Per 

Year Firms (Nominal) Employment K/L Firm 

1981 193 11,364,366 53,110 213.98 58,882.73 

1982 143 14,497,342 28,274 512.74 101,380.01 

1983 143 7,437,044 27,980 265.80 52,007.30 

1984 121 7,203,588 37,830 190.42 59,533.79 

1985 136 2,742,089 23,961 114.44 20,162.42 

1986 114 2,191,961 26,201 83.66 19,227.73 

1987
 

P.D. 1789 230 5,369,942 48,782 110.08 23,347.57 

E.O.226 181 4,474,199 33,319 134.28 24,719.33 

1988 616 28,720,161 128,052 224.29 46,623.64 

1989 1,007 62,303,895 153,490 405.92 61,870.80 

1990 755 99,895,449 113,290 881.77 132,311.85 

1991 489 74,175,386 59,944 1,237.41 151,687.91 

1992 389 39,624,815 46,512 851.93 101,863.28 

1993 386 70,269,299 55,166 1,273.78 182,044.82 

Note: From 1981 to 1986, projects were approved under P.D. 1789. 
For 1988,1989, and 1990, projects were approved under E0. 226. 
For 1991, 1992, and 1993, projects were under E.O.226, R.A. 7103. and M.O. 157. 

Source: Board of Investments (BO0). 

http:182,044.82
http:1,273.78
http:101,863.28
http:151,687.91
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http:132,311.85
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http:23,347.57
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TABLE 5.2 

SELECTED STATISTICS ON NEW AND EXPANSION PROJECTS
 
(WITH INCENTIVES), 1981-1993
 
(inthousand pesos, inreal terms)
 

No. Project Cost Average 
of (Real) Cost Per 

Year Firms Employment K/L Firm 

1981 193 11,364,366 53,110 213.98 58,882.73 
1982 143 13,341,021 28,274 471.85 93,293.85 
1983 143 5,996,100 27,980 214.30 41,930.77 
1984 121 3,783,112 37,830 100.00 31,265.39 
1985 136 1,224,343 23,961 51.10 9,002.52 
1986 114 950,574 26,201 36.28 8,338.36 

1987 
P.D. 1789 230 2,165,534 48,782 44.39 9,415.36 
E.O. 226 181 1,804,308 33,319 54.15 9,968.55 

1988 616 10,565,669 128,052 82.51 17,152.06 
1989 1,007 21,022,209 153,490 136.96 20,876.08 
1990 755 29,852,967 113,290 263.51 39,540.35 

1991 489 19,012,233 59,944 317.17 38,879.82 
1992 389 9,412,396 46,512 202.36 24,196.39 
1993 386 16,691,622 55,166 302.57 43,242.54 

Notes: 	 Fom 1981 to 1986, projects were approved under P.D. 1789. 
For 1988, 1989, and 1990, projects were approved under E.O. No. 226. 
For 1991, 1992, and 1993, projects were under E0. No. 226, R.A. No. 7103 
and MO. No. 157. 

Source: 	 Board of Investments (BOI). 
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TABLE 5.3 

COMPARATIVE STATISTICS ON FIRM SIZE 

1981-1988 

(asset and cost inthousand pesos) 

Year BVFAIFirm 
NSO-Ratio 

WorkerlFirm KIL 

1981 

1982 

1983 

1984 

1985 

1986 

1987 

1988 

5,154.45 

5,828.39 

8,585.14 

10,515.59 

11,116.91 

14,253.10 

16,806.99 

8,595.13 

101.96 

102.06 

122.26 

118.77 

116.16 

119.99 

135.27 

73.56 

50.55 

57.11 

70.22 

88.54 

95.70 

118.79 

124.25 

116.84 

Notes: 

Source: 

PC =Project Cost 
BVFA = Bu.,k Value of Fixed Assets 
NSO-RATIO = National Statistics Office (Annual Survey of Establishments) 

K/L = Capital-labor ratio where capital represents Project Cost 
in the case of BOI figures, and Book Value in the case of NSO. 

Census of E taulishment data was used for 1988 
Department of rade and Industry (DTI). 
National Statistal Coordination Board (NSCB) 



TABLE 5.4 

(in thousand pesos, in nominal terms)
SELECTED STATISTICS ON NEW AND EXPANSION PROJECTS BY TYPE OF PROJECTS (WITH INCENTIVES), 1981-1993 

rri 

1981 1982 1983 1984 1985 1986 1987 

P.D. 1789 E.O. 226_ 
NO. OF FIRMS 193 143 143 121 136 114 230 181 
Agricultural Producers 
Domestc Producers 
Export Producers 
Others 

40 
31 

118 
1 

15 
23 

105 
-

18 
32 
93 

13 
19 
89 

12 
8 

116 

16 
5 

93 

24 
9 

197 

23 
6 

152 

PROJECT COST (P) 11,364,366 14,497,342 7,437,044 7,203,588 2,742,089 2,191,961 5,369,942 4,474,199 D 
Agricultural Producers 
Domestic Producers 
Export Producers 

2,650,230 
3,533,599 
5,150,537 

627,282 
11,072,654 
2,797,406 

476,046 
5,088,653 
1,872,345 

703,188 
1,037,886 
5,462,514 

486,807 
206,305 

2,048,977 

422,576 
199,916 

1,569,469 

627,560 
419,582 

4,322,800 

826,099 
366,562 

3,281,538 

0 
0 

Others 30,000 

GNP deflator 100 000 108.667 124 031 190.414 223.964 230 594 247.973 247 973 



TABLE 5.4 (CONTINUED) 

1981 1982 1983 1984 1985 1986 1987 
P.D. 1789 E.O. 226 

EMPLOYMENT 53, 110 28,274 27,980 37,830 23,961 26,201 48,782 33,319 

Agncultural Producers 10,650 3,285 2,728 2,571 3,455 2,129 3,169 2,437 
Domestic Froducers 9,353 6,210 6,507 9.787 226 237 2,704 -i,301 
Export Producers 32,989 18,779 18,745 25,472 20,280 23,b35 42,909 29,581 
Others 118 - - - - - -

K/L 214 513 266 190 114 84 110 134 

rAgricultural Producers 249 191 175 274 141 198 198 339 

Dnmestic Producers 378 1,783 782 106 913 844 155 282 

Export Producerm 156 149 100 214 101 66 101 111 

Others 254 - - - - - - -

AVERAGE COST PER FIRM (P) 58,883 101,380 52,007 59,534 20,162 19,228 23,348 24,719 

Agricultural Producers 
Domestic Producers 

66,256 
103,929 

41,819 
481,420 

26,447 
159,020 

54,091 
54,626 

40,567 
25,788 

26,411 
39,983 

26,148 
46,620 

35,917 
61,094 

Export Producers 43,649 26,642 20,133 61 377 17,664 16,876 21,943 21,589 

Others 30,000 - - - - - - -



TABLE 5.4 (CONTINUED) 
1988 1989 1990 1991 1992 1993 

NO. OF FIRMS 616 1,007 755 489 389 386 E 

Agricultural Producers 
Domestic Producers 
Export Producers 

Others 

-

77 
539 

-

118 
806 

83 

101 
524 
130 

. 
77 

354 
58 

51 
296 

42 

60 
270 
56 

PROJECT COST (P) 28,720,161 62,303,895 99,895,449 74,175,386 39,624,815 70,269,299 

Agricultural Producers 
Domestic Producers 
Export Producers 
Others 

-
12,346,020 
16,374,141 

-

-
16,760,079 
38,581,374 

6,962,442 

-
2o,789,155 
25,932,073 
47,174,221 

-
38,006,259 
10,918,010 
25,251,117 

-
14,946,558 
8,537,204 

16,41,0.53 

22,936,659 
17,961,547 

29,371,093 

_8 
1 

GNP deflator 271.825 296.372 334.625 390.146 420.985 420.985 

EMPLOYMENT 128,052 153,490 113,290 59,944 46,512 55,166 

Agricultural Producers 
Domestic Producers 
Export Producers 
Others 

-
22,045 

106,007 
-

-

19,705 
127,636 

6,149 

-

11,960 
84,216 
17,114 

-

7,776 
46,882 
5,286 

-

4,040 
40,407 

2,065 

6,528 
44,990 
3,648 



TABLE 5.4 (CONTINUED) 
NC 

1988 1989 1990 1991 1992 1993 

K/L 224 406 882 1,237 852 1,274 

Agricultural Producers 
Domestic Producers 
Export Producers 
Others 

-

560 
154 

-

-

851 
302 

1,132 

-

2,240 
308 

2,756 

-

4 038 
233 

4,777 

-

3,700 
211 

7,816 

3,514 
399 

8,051 

AVERAGE COST PER FIRM (P) 46,624 61,871 132,312 151,688 101,863 182,045 

Agricultural Producers 
Domestic Producers 
Export Producers 
Others 

-

.60,338 
30,379 

-

-

142,035 
47,868 
83,885 

-

265,239 
49,489 

362,879 

-

493,588 
30,842 

435,364 

-

293,070 
28,842 

384,311 

382,278 
66,524 

524,484 

Note 

Source: 

From 1981 to 1986, projects were approved under P.D. 1789 
For 1988, 1989, and 1990, projects were approved under E.O. 226. 
For 1991, 1992, and 1993, projects were under E.O. 226, R.A. 7103 &M.O. 157. 
Board of Investments (BOI). 'I 

zj 
C) 



Table 5.5 
SELECTED STATISTICS ON NEW AND EXPANSION PROJECTS BY TYPE OF PROJECTS (WITH INCENTIVES), 1981-1993 

(in thousand pesos, in real terms) 

1981 1982 1983 1984 1985 1986 1987 
P.D. 1789 E.O. 226 

NO. OF FIRMS 193 143 143 121 136 114 230 181 
Agricultural Producers 40 15 18 13 12 16 24 23 
Domestic Producers 
Export Producers 
Others 

34 
118 

1 

23 
105 

-

32 
93 

-

19 
89 

-

8 
116 

-

5 
93 

-

9 
197 

-

6 
152 

-

PROJECT COST (P) 11,364,366 13,341,021 5,996,100 3,783,112 1,224,343 950,574 2,165,534 1,804,308 
Agricultural Producers 2,650,230 577,249 383,811 369,294 217,359 183,256 253,076 333,141 
Domestic Producers 
Export Producers 
Others 

3,533,599 
5,150,537 

30,000 

10,189,489 
2,574,282 

-

4,102,715 
1,509,574 

-

545,067 
2,868,751 

-

92,115 
914,868 

-

86,696 
680,622 

-

169,205 
1,743,253 

-

147,823 
1,323,344 

-

GNP deflator 100.000 108.667 124.031 190.414 223.964 230.594 247.973 247.973 



TABLE 5.5 (CONTINUED) 

1981 1982 1983 1984 1985 ,986 1987 

P.D. 1789 E.O. 226 

EMPLOYMENT 53,110 28,274 27,980 37,830 23,961 26,201 48,782 33,319 

Agricultural Producers 10,650 3,285 2,728 2,571 3,455 2,129 3,169 2,437 
Domestic Producers 9,353 6,210 6,507 9,787 226 237 2,704 1,301 
Export Producers 32,989 18,779 18,745 25,472 20,280 23,835 42,909 29,581 
Others 118 - - - - - -

K/L 214 472 214 100 51 36 44 54 

Agricultural Producers 249 176 141 144 63 86 80 137 
Domestic Producers 378 1,641 631 56 408 366 63 114 
Export Producers 156 137 81 113 45 29 41 45 
Others 254 - - - - - - -

AVERAGE COST PER FIRM (P) 58,883 93,294 41,931 31,265 9,003 8,338 9,415 9,969 

Agricultural Producers 66,256 38,483 21,323 28,407 18,113 11,453 10,545 14,484 
Domestic Producers 103,929 443,021 128,210 28,688 11,514 17,339 18,801 24,637 
Export Producers 43,649 24,517 16,232 32,233 7,887 7,319 8,849 8,706 
Others 30,000 - - - - - - -



TABLE 5.5 (CONTINUED) 

1988 1989 1990 1991 1992 1993 -I 

NO. OF FIRMS 

Agricultural Producers 
Domestic Producers 
Export Producers 
Others 

616 

77 
539 

-

1,007 

118 
806 

83 

755 

101 
524 
130 

489 

. 
77 

354 
58 

389 

51 
296 
42 

386 

. 
60 

270 
56 

-9 
C) 

PROJECT COST (P) 10,565,669 21,022,209 29,852,967 19,012,233 9,412,396. 16,691,622 

Agricultural Producers 
Domestc Producers 
Export Producers 

Others 

-
4,541,895 
6,023,774 

-

-
5,655,086 

13,017,897 
2,349,226 

-
8,005,728 
7,749,595 

14,097,644 

-
9,741,558 
2,798,445 
6,472,229 

-
3,550,374 
2,027,910 
3,834,112 

5,448,326 

4,266,548 
6,976,748 . 

GNP deflator 271.825 296.372 334.625 390.146 420.985 420.985 0 

EMPLOYMENT 128,052 153,490 113,290 59,944 46,512 55,166 

Agricultural Producers 
Domestic Producers 
Export Producers 
Others 

-
22,045 

106,007 
-

-
19,705 

127,636 
6,149 

-

11,960 
84,216 
17,114 

-

7,776 
46,882 

5,286 

-

4,040 
40,407 

2,065 

6,528 
44,990 

3,648 



TABLE 5.5 (CONTINUED) 
" N " 

1988 1989 1990 1991 1992 1993 

K/L 83 137 264 317 202 303 

Agricultural Producers 
Domestic Producers 
Export Producers 
Others 

-

206 
57 

-

-

287 
102 
382 

-

669 
92 

824 

-

1,253 
60 

1,224 

-

879 
50 

1,857 

835 
95 

1,912 

AVERAGE COST PER FIRM (P) 17,152 20,876 39,540 38,880 24,196 43,243 

Agricultural Producers 
Domestic Producers 
E:,nort Prcducers 
Others 

-

58,986 
11,176 

-

-

47,924 
16,151 
28,304 

-

79,265 
14,789 

108,443 

-

126,514 
7,905 

1 ,590 

-

69,615 
6,851 

91,288 

90,805 
15,802 

124,585 

Note: 

Source: 

From 1981 to 1986, projects were approved under P.D. 1789. 
For 1988, 1989, and 1990, projects were approved under E.O. 226. 
For 1991, 1992, and 1993, projects were under E.O 226, R.A. 7103 and M.O. 157. 
Board of Investments (BOI). 
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ment proposals to hard economic analysis, using shadow prices to reflect 
market failures and social goals. 

An examination of the IPP list shows that a majority are protected by a 
higher tariff rate and/or a QR. That is, the IPP tended to reinforce the trade 
policy bias. This tendency, however, is mitigated somewhat to tile extent that 
the granting by BOI of incentives is biased toward export producers. 

Looking at the distribution of 101-approved projects between export 
and domestic producer, data for 1988 showed P 12 billion worth of projects, 
for domestic producers and around 116 billion worth of projects for export 
producers. Domestic producets account fbr a substantial share. The share 
of export producers has decreaied (from more than half in 1988) to only 
around one fourth by 1993 at 1117.96 billion, compared to P22.94 For 
domestic producers and 129.37 billion fot other producers. The "others" 
category mainly includes services such as tourism, which could, be consi
dered indirect exports. In any case, the share of export manufacturers has 
declined substantially over the years. 

Implications for Reforms in the Investment Incentives System 

There appears to be two general ateas for reform in the investment incen
tives system. The first is in the forw of incentives granted. The second is in 
the determination of preferred industries, Oi die I1P listing. 

With regard to the first, the previous section provides some analysis of 
the provisions under the 1987 OIC. in general, the conclusion is that there 
are weaknesses in the incentives provided. In sum, the key incentives of the 
0IC - income tax holiday and tax-free importation of capital equipment 
- hav" reintroduced the bias toward capital-intensity. 17 Moreover, the 
income tax holiday incentive will not benefit much those enterprises that 
need help, possibly incurring income losses in the early years (which is likely 
to be the case for many new enterprises). Rather, the principal beneficiaries 
will be those enterprises that are amply profitable from the outset and, 
therefore, may not need incentives in the first place. 

With respect to the second area for reform, too much emphasis has been 
placed on the kind of incentives to be provided, and too little on the 
determination and selection of preferred sectors. Given scarce resources, it 
is absolutely necessary to attach equal (if not greater) importance to the 

17. This could be somewhat mitigated by a deliberate preference for export producers in the 
IPP areas, as export production tended to be labor-intensive. 
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selection process itself. The target ai eas should be well studied, well defined 
seems to haveand judiciously determined. Instead, the selection process 

been given a secondary iole. Indeed, the pi ocess appeai s ad hoc. For 

example, a firm applies foi inclusion in the IlPland BOI incentives for a 

certain project/activity. Tihe,, i101reviews the application and decides for 

the inclusion oi rejection of the activity in the 1I11). Although the 1101 criteria 

used may be oljective, such an ad hoc system could only be a fragmented 

and weak means for carrying out the ideal role of the investment incentives 

system. This is manifested in the large number of investment areas in the 

[PP. The procedui e has resulted in the selection of up to as much as 234 

investment areas in the IPI1in 1989. Some improvements have been made 

astically i educed to only around 60 invest

nent areas. Still, this is a lot of investment aieas to cover. 

As eauiier"pointed out, the ideal role of tile investment incentives system 

recently. Fhe 1PP list has been (It 

is to con ect for mna ket faili es and distortions. The discussion led to three 

general cases toi possible intervention: (1)"infant industries" with potential 

comparative advantage Iampei ed by these mai ket failutes, (2) interdepen

dent investment decisions, and (3) the expoi I sector. 

The eailici discussion point-s to the general penalty to exports arising 

from policy-induced distoltion caused by the oveiall protection system. 

Positive externalities could be sullicient justification as well for the promo

tion of export indu;tries. Such externalities are found in the strong link 

between exporting and pi oductivity growth. Export orientation keeps indus

tries highly competitive and abreast in the adaptation of best-practice tech

nologies, -esulting in faster productivity increases. This is verified in -Iooley 

(1985) which found higher prodtictivity growth for expoit manufacturing 

industries. 
The relevant question, then, is how much has the IPP selection of 

industries catered to these ideal cases for promotion. Which category of 

these three cases do the selected invesunent areas (234 in 1989) in the IPP 

fall in? 
Exports are easy enough to identify. In terms of project cost, export 

producers accounted for aiounl half until ai ound 1988, down to around 

one-fourth in 1993. Hence, domestic producers account fbi a substantial 
domesticshare. What justification is there for gi anting incentives to t.. se 

sectors? Were they "infant" industries with promise needing some incentives 

to induce investors to comne in? Or pi halps, industries which would make a 

whole lot of other socially profitable btit piivately unprofitable activities 

to answer. Identifying thefinancially viable? These are difficult questions 
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first two cases - promising "infants" and key sectois in the cluster of 
industries with interdependent investment decisions - is extremely com
plex. And with so many investment areas, it is tloubtful that these considera
tions formed the basis for their inclusion in the 11P1P. 

Unfortunately, given available data, it is ver'y difficult to determine 
whether a domestic-oriented industry included in the [1P1P falls undet case I 
(promising infant industry) or case 2 (kc industry in the cluster of activities 
with interdependent investment decision). One could, however, make some 
judgement about how optimally (or otherwise) the IP has reallocated 
investments by comparing some meastite of social piolitability for those 
industries withint and outside the I1'1'. I those ildttst ties within tie IIP prove 
more socially profitable, then at the very least, the IPP has had no adverse 
effect in resource allocation, and could very well even have led to a better 
investment allocation. Otherwise, it would he a clear indication of error, on 

the whole, in the selection of industries. 
This was done for this study, using some rough estimate of the domestic 

resource cost (DRC) and some appioximaton of where the IPP activity 
belongs in the 5-digit PSIC classification of manufacturing industries.I1 The 
DRC, which is the value of domestic i esources used, in shadow prices (i. e., 
real scarcity value, or social value), pet unit of net fbreign exchange earned 
or saved, is taken as a ratio to the shadow exchange rate (SER) to indicate 
comparative advantage. Results show that, using 1988 NSO establishment 
data from the census of manufacturing establishments, indusi ;, s included 
in the IPP have even higher DRC/SER of 2.3, compared to only 1.5 for all 
manufacturing (Table 5.6). 

Another interesting result is the estimate of the effective protection rate 
for the activities within the IPI. The effective protection rate (EPR) coming 
from trade policy' 19 for activities within the IPP is relatively higher, at around 

18. This entails matching the [PP investment areas (we used the 1989 [PP list) with the 5-digit 
PSIC industry. There ,sre uses when a 5-digit PSIC scctor does not fully correspond to the IPP 
activity. It could include activities other than those ii the IW1.This is the reason we only 
estimated tli overasll DRC for the whole set of aclivities vithin and without the IPP. Hopefully, 
in the aggregation, some errors would cancel e.ch oilier ot. The estinate isalso hound by the 
same limitations and assumptions as those for the industry studies ( Catching U/) unth Asias l'ger, 
Vol. 11). Also, refer to Vol. 11for further explanation of concept and estimation methodology 
of tihe I)RC. 

19. The EPR is ameasure of proiection on value-added estimaied Iy the pertentage difference 
between protected domestic Value-added and unprotected "free-trade" value-,dded. Refer to 
Volume II for further explanation of concept and methodology. 

http:industries.I1
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TABLE 5.6 

DRCISER AND EPR OF PROJECTS INCLUDED INTHE IPP (1988) 

DRCISER EPR 

35.6
 

All industries (within and outside IPP) 1.5 


Industries within IPP (1988) 2.3 
28.3 

36 percent, comparcd to the EPR of around 28 percent for the whole of 

manufacturing. This lends empirical support to the conclusion that the 

investment incentives system tended, in general, to support the biases of 
20 

trade policy. 

The I)RC/SER measure as estimated could not discriminate between 

exports (which comprise around half of project cost approved by 101 in 

1988) and domestic-oriented activities. The I)RC/SER for exports would be 

low, at around one. (They would otherwise be unable to compete in the 

world market.) This means that the DR(/SER ior the domestic producers 

in the IPP would be even highet. This indicates that these domestic-oriented 

sectors, by and ltage, should not have been included in the IPP. 

This is not ent ely surprising. For such a formidable task as selecting 

the "right" industries, mistakes are likely to be made, more so with such a 

large number of selected activities. 

This brings us to two of our major recommendations: 

e The key and mrajoi target sector for selective intervention should be 

the export sector. 

IPerhaps the most important role of the investment incentive system is 

to provide support for the pronotion of exports. As mentioned earlier, there 

are at least two ver, strong arguments for targeding production for exports. 

The first is the general expot t penalty iesulting fi om the overall plotection 

system. The second involves the externalities associated between exports 

and prodtictivity. To the extent that trade reforms are carried out, the need 

For such export incentives would be ,educed. Furthei more, they are much 

20. Tile invesilent incentives s++ystm and the proiection stRucItre could be considered 
muttually reinfitcmng Theic is a tendency for BOI io use post-.operaive taiff proiection for 
%elected cl witCleS In fhe [I'll 
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easier to idenift and the actual expol taiion gives proof of fhe merits of' 
having been granted incentives. 

Therc are various expoit promotion programs o tiside tre BOI designed 
to at least grant exporters access to inputs at wolld prices (Box 5.2). Such 
measures should be con tintal ly m)ro'ed to cove, a %siderlange of' new 
exports and increase the altollmatic availnent of dity d';Irawblacks. 

Should the government choose to include cases I and 2 for promotion, 
the second recommendation is tht: 

* The numrhet of activities selected fo promotion should be few, say 3 
to 5 industries at a time, and the Incentives should be inhebound. 

It should he added that the attainment of "dynamic efficiency," defined 
in terms of achievement of international ompelitiveness within a definite 
and explicit time pei nod, he niade an inim ttahle guideline fbr such selective 
intervention. The small number woUld reduce the prolability of crrors in 
judgment that coUld be made; ,hould a mistake be made, it limits the 

BOX 5.2 
OTHER EXPORT PROMOTION PROGRAMS 

Outside the BOI, there are other export promotion programs aimed at 
granting exporters access to inputs at world prices. For example, tax and 
duty-free importation of intermediate inputs and capital equipment could be 
availed of under various schemes such as: 

(1) Iouating in an export processing zone, 
(2) using bonded manufacturing warehouse (BMW/' facilities, and 
(3) importing under Customs Administrative Order 3-78 (CAO 3-78). 

Or, an exporting firm could avail of tax and duty drawback for intermediate 
inputs used in export production under the Individual drawback scheme of 
the Bureau of Customs. These schemes, however, (including the BOI export 
incentives) are often found to be tedious and burdensome (Manasan 1990), 
owing mainly to the numerous signatures and documentary requirements. 
Major improvements have been achieved with the implementation of the 
one-step shop for exporters, greatly reducing the time spent for Incentives 
availment. Still, the procedures remain complex. These export promotion 
measures should be continually improved to (1)reach a wider coverage of 
new exports, and (2) increase the automatic application of the duty-draw
back system. Efforts to streamline export procedures should be given 
priority. These include the greater application of the standard duty drawback 
and the more extensive use of common bonded manufacturing warehouses. 
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time period should holdmagnitude of losses. The specific and definite 

whether the selection is a success or a filulne. 

A further ieason fo" limiting the list of eligible induist] iCs at any Lime is 

the consideration thLt promotion he('oncs diluted the more broadly it is 

extended. Because (if the costs of financing the pionlotion and the compe

tition for scarce resources, promotion in the end can be only relative. It is 

impossible to promote everything at once. 

This in itself does not prevent governilent promotion friom eventually 

reaching a wide range of new industries. What is ilequired is that the 

piromotion be of linlited duration so that in a seqtuential process some are 

phased out as othelisi e phased in. 

The set of recorumendations would iml)ly some radical changes on the 

the I)TI and tile 101. It would lequire some ietraining ofhlmctioning of 

them to betone inoie adept in tile financial, technical andpersonnel fbi 

economic evalhation of projects. It will require a (liflel eut relationship with 

the private sector. Ideally, )TI :n1(BOI should wol k very closely with the 

private sector, in the sci eening, prescreening, evaltalion, and nmtnlelotls 

other processes that lead to the final selection of inltustiy. 

A large pai t o('tle BOI function would deal with the exporting activity. 

It could then he geared to )e(oncin ol e of a promotional body. The DTI 

and BOI could seCve as an important source of infor nation, e. g., on markets, 

technology, and others. The international ti ale section could be strength

ene(d so as to be actively seeking inarkets, nonitoltrng possible threats to our 

them. This WoldN require a lot of training. A moreexports and acting on 
be iniplemented.detailed pt1 ogtiam should he planned befoe it can 

The (ifliculties of' identi ying cases I and 2 are so great that it is not 

surprising that most countries simply identify "pioneer" industries as espe

for their potential forcially deserving of pi oiiotion without much regard 

future improvements in relative efficiency. It should Ibe possible, however, 

to improve oin this thi ough studies of expet ience elsewhere, information on 

procluction-flinctions, forecasts of' wolId demands and supplies and identi

fication of mai ket price distortions that can be ienedied. 

Going back to forms of incentives, fiscal incentives have utilitionaly fbrned 

the nm.ijoi part of the Philippine irvesuuent incentives system. Despite die weak

nesses which we e carlier pointed out iii the study, they could remiin part of the 

e. g., replacing the income tax holidaypackage. S)me hainges could be made 

widt tax credit on value-added or local content as wias provided under 11 391. 

Studies should be made regardting which incentives are more eflicient in terms of 

both administrative and economic efliciency. Still, so long as tire IPP areas have 
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been correctly identified and selected, such weaknesses )ecome less caitical. 
Over and above these 101 incentives, thei (:are nonlfiscal incentives and 

tot ms of assistance which have pl oved equally, if not more, impoi rant and 
effective- e.g., credit access, technolog , and information asistance, incen
tives for reseal ch and development, at moIe dynamlic governmenl role in 
human esotrc e development. Expe iences of the NI Es ,how the efttective
hess ofattomiatic ci edit access for cxI)o!tti swith (ocItlmentenI eX)ort o1ders 
and tile critical role of hum1an resource developnent (World Bank 1993). 
These are further discussed in the following chapter. 



CHAPTER 6 

ReinforcingOther Policies 
for IndustrialDevelopment 

The preceding chapters fbcused on the three major policy instruments 
which shape the overall industrialization policy- trade policy, the exchange 
rate regime, and the investment inceitives system. This chapter turns to 
other gox erinent poliky measuies which could be critical to the iachieve
ment of industrial development. 'Fhe main thrust of the analysis is to 
detelimine how these policy measures could be enhanced within the context 
of a consistent policy Iiaiewotik for industrial development which has 
emerged from the disctssion in the earlier chaptei s. 

In particular, this chaptei looks at monetary pohi(N and the iole of 
technology. Undoubtedly, theie is a host of other poliies and factol's 
affecting industrial perfoirimace including, IbI example, infrastiucture, 
labor policy and industrial relations. The present study, however, is mainly 
concerned with policies and factors which could have systematic andllnon
uniform impact across industries. These could affect iesource allocation 
within the industrial sector. The presumption is that 1esoui ce misallocation 
has been the most serious constraint to a strong industrial performance. 

Role of Monetary Policy in Industrial Development 

There are certainly othei important government policies affecting the 
performance of tile manufacti ing sector aside fion trade, exchange rate, 
and investment policy. Some economists would even argue to the extent that 
improving the overall macl oeconomic policy, as delineated by monetary and 

I-n 
- 'U. 
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fiscal policy, is the single most important policy reform to foster economic 

growth, including industrial performance. It is not the objective of the 

present study to argue for or against this. Monetary and fiscal relol ms shouh. 

be part of the whole package of policies foi economic development. Th'. 

impact of these reforms on interest rate and the supply of invesunents would 

directly affect indtstrial performance. Indeed, niacrocrononic stability 

which promotes saings and investment has been a basic ingredient in the 

success of the successful East Asian economies (World bank 1993). 

However, while trade, exchange rate and investment policies generally 

affect individual industries diversely, the impact of the overall macloe

conomic policy, unless specifically altered, is more or less nondiscriminatory. 

Trade policy for example could favor the pulp and papei industiy more than 

yarn production ti ough higher tariffs For the former. The lowe exchange 

iate would favoi nontradables over tradables. Investments undet the IPI' aie 

favored with fiscal incentives. The ovei all macioeconiomic policy, however, 

would not gencially differentiate between sectoi s, nor should it be designed 

to tat get specific sectors foi ni omotion. 

A pioblematic area is the monetaiy-fiscal-and-exchange-rate-policy 

nexus. Bound by st ingent fiscal and monetary ceilings, the liberalization of 

capital account2 has led to an extended trend of peso appi eciation. Remo

ving the barriei to the exit of capital added much to the pi ceived security 

of foregn stockholders in keeping their money hi e and encol aged the 

inflow (i ather .-an the outflow) of capital. This is manifested, for example, 

in the sharp ris( in portfolio investments. Given the budget deficit and 

monetary ceiling, this contributed to the current appreciation of the peso. 

It is unfortunate that the capital account libeiali/,ition caine at a time 

when trade liberalization has not been more fully implemented and when 

the impact of tiade reforms has not been more ffilly tealized. The process, 

however, is irreversible. Th timing of eforms is often mote dependent on 

political readiness. Doubtless, the ,'conomy would in time adjust to a more 

realistic exchange rate level. In the meanwhile, the export sector is being 

hurt. Hopefully. eport pioduceis would respond by increasing their pro

ductivity and becoming more world competitive, so that by the time the 

exchange rate has adjusted, they would be able to cope more advantageously 

with the global liberalization brought about by GATT. 

2J The capital account ihcrah17.titon is brought about largely by the forcign exchange 

ihberali,ation. There are still government iegulations concerning capital flows. However, with 
ihi iherah/ation of the foreign e\change market, barriers to cpital outflows became practically 
nil 
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However, what concerns tile present study more is the use of policies 
which could directly discriminate between industrial sectors, affect the 
allocation of resources between them, and thus affect tile overall industrial 
development. It is thus enough for the purposes of this study to ensure that 
the overall macroeconomic policy would maximize the supply of investment 
funds and determine inte est rates reflective of the real scarcity of capital. 
Furthermoi e, monetary and fiscal reforms and Ieforms for the development 
of the capital market are ongoing, designed to impi ove the overall macro
economic policy envirollnent in gencial, %0hichwould work as well for the 
indlistrlal secto. 

Hins is not to say that monetary and fiscal policy could not be used as 
special instrments fbi selective promotin of industries. Indeed, several 
aspects have been used for this purpose. Fiscal incentives, fr one, represent 
theiujoi element of theinvestmnent incentives systemn. The agri-agra scheme 
has been a threct government intervention favoi ing agriculttire; so is the CB 
iediscointing window f'r expoit an attempt to provide better credit access 
to expo,teis. Their impact, however, on the entii e monetary and fiscal sector 
is minimal with respect to interest rate and the available investment finds. 

I-low these instruntents could be used for selecuve promotion is the focus 
of this section. The area offiscal incentives has been discussed In the previous 
chapter on the investment incentives system. What remains is the use of 
monetary policy Issuch an industrial policy tool. Such would relate mainly 
to credit access. Easier access to credit for selected activities has been
 
identified by various studies (World Bank 1993) as aiong the most effective
 

pl olotion tools. 
The previous chapter identified the nontraditional export producing 

activities as the key and target sector for selective intervention. lfcarried out 
successfully, export financing requirements for both long-term and short
term ame expected to grow with the expansion into new export activities. 
Addressing this need would ease the bottlenecks before they are felt. Indeed, 
a pi ogram granting automatic credit access for exporters seems to have been 
a key element for almost all the successful Asian economies (Japan, South 
Korea, Taiwan, Thailand, Malaysia. and Indonesia). In varying ways for these 
countries, credit is automatically made available to firms with confirmed 
export orders (World Bank 1993). 

The Philippines has had some experience in selective credit allocation 
for exports through the CB rediscounting window (Table 6.1). It comprises 
the most important export financing scheme for short-term working capital 
in the Philippines, accounting for 80 percent of preshipment and 100 



TABLE 6 1
 

CENTRAL BANK REDISCOUNTING OF EXPORT LOANS INTHE PHILIPPINES
 

(a) (b) (c) (d) 
Average Central Bank Export Total Central Bank Total Loans Commodity 
Exchange Loans Outstanding Loans Outstanding Outstanding of Export 

Rate to Commercial to Commercial Commercial Banks 
Banks Banks 

Year (Pis) (PM) (US$ M) (P M) (US$ M) (PM) (US$ M) (US$ M) (a)/(b) (a)/(c) (a)I(d) 

1975 
1980 

7.30 
757 

1,438 
6,318 

196.99 
834.61 

2,305 
9,321 

31575 
1,231 31 

-
77,198 

-
10,19789 

2,294 
5,788 

0.62 
0.68 

-
0.08 

0.09 
014 

1981 7.96 5,846 734.42 12,063 1,51545 86,505 10,86746 5,720 048 007 013 
1982 
1983 

860 
1.19 

6,122 
3,844 

71186 
34352 

13,296 
8,612 

1,54605 
78749 

98,240 
115,390 

11,42326 
10,31189 

5,021 
5,005 

046 
044 

006 
0.03 

014 
007 

1984 
1985 

16.85 
1886 

2,092 
2,162 

124.15 
114.63 

4,835 
5,425 

28694 
287 65 

120,355 
91,827 

7,14273 
4,86888 

5,391 
4,629 

043 
040 

002 
002 

002 
002 

1986 
1987 

20.40 
20.57 

1,174 
1,736 

57.55 
84.39 

3,487 
3,994 

17093 
19417 

88,325 
101,112 

4,32966 
4,91551 

4,843 
5,720 

034 
043 

001 
002 

001 
001 

1988 2107 1,999 94.87 3,678 17456 126,615 6,009 25 7,074 054 002 001 
1989 
1990 
1991 

21.74 
2438 
28.00 

2,687 
4,594 
4,955 

123.60 
188.43 
176.96 

4,459 
6,814 
6,949 

20511 
279.49 
24818 

165,858 
199,645 
144,306 

7,62916 
8,18888 
5,15379 

7,821 
8,186 
8.840 

060 
067 
071 

002 
002 
003 

002 
002 
002 21 

1992 25.92 1,905 7350 3,115 120.18 236,117 9,10945 9,824 061 0.01 001 Cu 
US 
rr, 

Source: 1992 Central Bank Selected Philippine Economic Indicators :yj 
I(n,
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percent of post-sbipient woi king ca.pital CeIpi t loan (Ah 1988) The avail

ability of ,xpolit finra'icing tolwot king (a1itai (old pi ovc to he crucial to 

the extent that even confii m(d expoi t )1(lI s iaN not be filled without it. 

The amount of (lB iediscountig expoi Iloan,, however, has not beell 

enough toi V~erv ( onistenil 

The CB outstanding expoi t loans to ( onhici,(iai hatik,, peaked dil ing 

the period 1980-1982 .it,uouid16 billion, goiig iNlnii) 1.9 billion in 

1992, with tip aid down mnovements ill w eln \ho cei(%,although this 

accollnlts forll oind half of iotal (l o)iitaiidiiig luis tot Ianks,online. tial 


the allollnt i, inimal (ollpai d to the total oilIhlaing loan, oft ollelll

(mal hanks, (only miound I peiCenit i 1N92). Ftuthictii)! , the am1Ount11
 

iepiesens only ,atomidI pc( ct of (ommoditv c(poit iii 1992, indicating
 

a very low expo t(.ociage. avery small nunibei of Cxpoi ters
IVis also mean 

h


(around 200-30) out of aiound 1,000) with a((esto i e (:B expolt loans
 

(Ai 1988). Incontiwst, cpoi tfiniiing illThaland reaChed up to0aio,,n11d
 
,


•10 pet cent of expot t wlue. (liulv, solic Illl (ovencltt o gi nting cl edit 

acces to expOl lei le nicedcll. 

File pioblicn of expoit finamn(i ng is, (if (tuilse, lioic ( omplex than 

simply providing accss.Thereuai inhei ent institutional distoi [ions involved 

in lendiing to expoi tei s which aie pi edoininantly small. Moreover,there are 

,additional difficulties with respct tto icaching indirect exportets. Comner

cial banks have by and large been unable to service the financing needs of 

the expoit sector. Theii conservativc approach has been a inalor problem 

which the various guaiantee schemes have been unable to remedy.The 

effoi tsto impi oc risk pooling, e.g., by way of gathering and provid.g
 

infoimation on ciedlvortlnenss of exporteis, have been ineffective. Ali 

(1988) suggests supplementing gual antee schemes with risk-reducing activi

ties like technical assistance. 

In gett al, a more detailed study isneeded to examine further the 

options and ,,oittion available which would lead to a more automatic credit 

access for cxportei s.Some pracical suggestions are provided by Ali (1)88) 

inBox 6.1. 

Role of Technology in Industrial Promotion 

Few would aigue against the conclusion that the process of industrial 

development brings about structural change. Neither would there be much 

disagreement with the pet ceptioii that st ru tin al (hange, brouglht about by 

technological (liange, induccs econoinh giosth and indtistrial develop
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BOX 6.1 
REFORMS FOR ASSURING AUTCMATIC ACCESS TO EXPORT FINANCING 

Reforms for assunng automat~c accesn to exrt financing will invohe 
modernization of the preshipment export financing system. Modernization of the 
export 1,lancing system isthe first step inachieving equal and automatic access 
to preshipment export loans because it- (i) saves funds by eliminating waste and 
misuse; (ii)provides indirect exporter> with &ciessto export financing (taken up in 
Chapter XVII); (iii) reduces risk associated with lending to smill exporters by using 
the input or output being tinanced by commercial handling banks is physical 
collateral; and (iv) institutes efficient and atomatc administrative macfanisms. 

Key elements in the modernization of the preshipmrnt export fin ncing 
system would include (0disaggregating export leans; (ii) introducing automaic 
export loan disbursing nechanisms and automatic export loan pay-off rnecha
nisms; (iii) creating quasi-physical collateral by using commodities finarced by 
exports loans; (iv) introducing a domestic letter of credit (UC) system; (v) develo
ping aplan to combine expoit loans based on actual export orders with loans based 
on expected mechanism with speed and administratve convenience. 

The automatic loan disbursement mechanism prevents abuse. Disaggrega
tion of export loans amounts to classifying them by type of expense and granting 
these loans at the time payment ismade. Byeliminating waste arising rorn granting 
a loan before it is actually needed, the automatc loan disbursement mechanism 
increases efficiency. 

To assure equal access to export fit lancing for small producers, the conser
vative lending practices of commercial banks will have to bealtered. An alternative 
to physical collateral must be provided because of smaller exporter who can play 
an important role inthe country's export efforts, and those larger exporters who 
have already borrowed up to their collateral limits and who may find that evenwith 
confirmed orders from buyers abroad, they are turned down for preshipment loans. 
To overcome the hesitation ofcommercial banks, an effective preshipment export 
finance guarantee scheme should be established. While the design ofthe scheme 
will be influenced by information gathering and dissemination, risk pooling and 
risk-reducing activities, it should have certain characteristics: (i) preshipment 
guarantee should be optional, and not a mandatory requirement for receiving 
preshipment export loans; and (ii)underwriting risks needs to be shared between 
the guarantee agency and the commercial banks. 

Ltd ftdm IfzaAJ, Spt 1988AADB. 
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ment. More than this, however, is the view that sttictural change is a 

necessary condition foi e(onomic giowth and inmstrial development. This 

is the so-called "structut alist" view of et ollollc development which is 

increasingly gaining gionnd (Justman and 'eubal 1991). Over and ahove 

the or thodox mai ket Ihl, CS per+se a,a iatioiale foi piotnoting industriali

zation, the "sit uctti al s"view ,ees ii,0e Ih1uidailnei t'll laili es in the pi ocess 

of growth and structl al Change whit , ueqre specifi intervention and an 

appropriate Industrial ptoli(y. 
In the stiot.icmalim pei,,petlive, tihe glowth plocess of rising incomes, 

capital ac( tillitilation and stitictitllal (lunge is not stitooth hut, ,athel, 

"kinked- at Ci lain stages. T.is, thoeCa,e junttti es ol "nodes" in the 
production tInli tion wvle e itt eases ill theIml gi nal pi0(l1d1 tivitv of capital 

and accelci ated giosh tould oo-(III .At these j n (tines, disciete choices 

have to he)-made. 'I lie optimal stictlllial change n'ed ,not happen altollma

ti(.ally'and may e'e he lela ded itleft alone to tul ket lotces. Specifically, 

iatoiicel tel ,I((uiiiltio ,( litial matss foi Itliiil)el of ,lsoIIces -- labor 

skills and caplmtal, for example - iny bee, eqtih .lto ove, totte this kink. Fhe 

1 ofitalili tv of tile ilvesniment i, ole ai ea may depend oin the level of 

investment ill aiothel. TIus, I ft to the mat ket, the iequired critical mass 

foi both would not auttomnittl allN and smnitillaneously he ieached (ustnman 

and Teulhal 190l ). This, il addition to( eating a favotable macioecononlic 

enr'onment and otti ICti fio (oithodox neocla,,sical mat ket failuires, there 

is a need fot ail indtlti 1.apoh1 i, that would stimulate situh optimal stiucttral 

dhange. (;enetally, tli goveiinment In generatingis involves involvement 

skill-specific inf i, uctut e.at 
This does not imply lhat liltgovei nntent should cat r'out the task of 

analyzing and thln seleItig tile "light" dev'ilopment ptth Fsew govet n

nIents would have the resolmi (es and/ot capabilitv fb6i such a complex task. 

Also, pointed toterventtws towai (I pledetet mined solutions al e ineiCrior to 

an "enabling- appi oath that p olnotes the pl tiilpator ' pi ocess in addres
sing development pm oblems. The pi imat tIole of govei nnitent should le one 

of cool dination, serving as a catalyst lot irotel ,ctioll aimong economic, as well 

as political, playeis. Italso has ,i pt ,ary iole ilihuman resource and skills 

acctunuilation (to Ie,tch the ( itieal mas). 
TI tequest ion is, how vell or how able is the govet nnent in futllling this 

iole? At least, thecdta on the expendmture on basic education as a l)ci cen tage 

of(;NP do not show the Philippines to be far behind ([able 6.2). It has been 

at parl with Thailand, Koi ea, ani even Singapore Itl this Iesp','ct. Of course, 
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TABLE 6 2
 

PERCENTAGE OF GNP ALLOCATED TO EDUCATION SAVED
 
DUE TO LOWER FERTILITY RATES
 

Expenditure on Basic Education 
Economy as a Percentage of GNP 

Hongkong 
1975 2.0 
1980-1981 1.7 

Japan 
1975 4.2 
1988-1989 2.8 

Korea, Republic of 
1975 1.9 
1988-1989 2.8 

Malaysia 
1980-1981 4.4 
1988-1989 4.0 

Singapore 
1975 2.1 
1980-1981 2.2 

Thailand 
1975 2.8 
1988-1989 2.6 

Philippines* 
1975-1982 2.0 
1990-1992 28 

*Taken from the budget on education as apercentage of GNP. 
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given theil muct highcII vel oif ,ucomci, till', l ItInlowct pe-r capita 
cditcation expeldittn. ibliwlci t(htl ,llon. l'ixet illnd poal qli+ltv oIf 

terms oif tldtgc if t tiarv g ,tu(Iates,avei age nunber of ,chooling anld pei 
the Philippines li e , better than mo,t A,,ian oItt ie,and well ,bove the 

,Iavel age foi developing cotilit, ics (tl le 6.3). ( )thi'indit ,ti, ,of et h ,iology 

are less promising. The nuniber of scilntist and tt(fIIhitll elgaged ill 

rescarch and development (1R& 1)) in the f'lilli)pilc', than halfsIa,bli l,,es 

that of the avei age for d(veloping (ounntl ies fol the pcI I()SOlod to 1989. Tile 

R & 1)expetlditul es as1atpei cent of (;NP aveiaged Ie,,s t illit thhan ).2 Pei (eI 

the 1980,, (Table 6.4). ThikIs,niuch lower than the (05 ,aiage foi developfing 

TABLE 63
 

HUMAN CAPITAL FORMATION
 

Tertiary R&D Scientists
 
Graduates (as % and Technicians
 

Mean Years of of corresponding (per 10,000
 
Schooling (25+) age group) people)
 

Country 1992 (total) 1987-1990 1986-1989
 

Philippines 7.6 6 7 1 3 

Thailand 39 5.0 1.6 

Malaysia 5.6 1.4 4.0 

Korea 9.3 22.0 

Singapore 4.0 5.8 18.7 
-Indonesia 4.1 0.6 

Aggregates 

Developing Countries 3.9 1.2 3.0 

Industrial 10.0 19.2 41.0 

World 5.2 3.8 12.0 

Source: Human Development Report, 1994. 



92 CATCHING UP WITH ASIA'S TIGERS 

TABLE 6.4
 

R& D EXPENDITURES AS PERCENT OF GNP
 
(1984)
 

Country % 

Philippines 0.12
 
Thailand 0.37
 

Indonesia 0.33
 

Singapore 0.89
 
Si Lanka 0.18
 

Aggregates (1985) 

World 2.22
 

Developing Countries 0.54
 
Developed Countdea 2.62
 

Source: 1991 uNESCO Statistical Yearbook. 

countries and lower than that of our successful Asian neighbors. 
The structuralit view would take this as an explanation for the low level 

of technology of Philippine industries. The argument would be that govern
ment had not invested adequately in specific skills accumulation to spur the 
corresponding investment in new technology which would have induced 
structural change and industrialization. This could be possiblc, but only to 
a small extent. Our more successful Asian neighbois were very much in the 
same state as the Philippines had been. Indeed, in terms of level of educa
tion, up to the 1960s, the Philippines was second only to Japan. A large part 
of the explanation for the low level of technology of our industries would lie 
on the protracted protectionist, inward-looking industrialization policy the 
Philippines adopted for more than three decades. The lack of competition, 
the small domestic market, the penalty on exports, and rent-seeking activi
ties, which were all the result of such policy prevented investment in new 
technologies and in more productive industrial activities. 
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This highlights, ,again, our oiginal conclusion that a move toward a 
more open and liberal trade policy is necessary to propel industrial and 
economic development. 

Nonetheless, the government lecognizes at least the impoi tant role of 
science and technology (S & T) in economic development. Amllong other 
things, articulated in the Philippine l)evelopment 'lan are the strategies for: 

"(1) the expansion of S & T education and training, and 
(2) he development of highei quality S & T manpower in areas which 

offer vast growth oppoi tunities in the near future." 

This implies that the government is at least aware of the need to take a 
positive iole in technology and skills infirastructtli e building. Again, it cannot 

be overemphasiied that the task of'identifying which sectors to select is very 
difficult. The govetnument Could as well choose to simply concentrate on 

fulfilling its prilary iole in cool dinafion, serving as a catalyst for interaction 
among economic as well as political players, and pioviding better quality, 
basic education. 



CHAPTER 7 

Efficiency,Competitiveness, 
and Structure of the Philippine 

ManufacturingIndustries 

Introduction 

A stellar performer during the early 1950s, the manufacturing sector appears 
to have taken the course of a drifting star. The consistently declining total 
factor productivity (TFP) of the economy as a whole since the early 1970s 
has been traced by Hooley to the negative ploductivity growth of tile 
manufacturing sector which had fll) offset the positive productivity gains 
of the agricultuial sector. Not sin prisingly, the country's ,ecord of industrial 
growth has been the lowest among ASEAN within the past two decades or 
so. Little st, uctural change seems to have taken place. Light consumer goods 
industries (such as food and apparel) have increased their shaie of mrann
factIring output while the capital goods sector (metal pioduci' and machin
ery) has suffered a decline. Thei e is hardly an) of the diversification and 
deepening of the industrial structure that has been observed in those of our 
more successful ASEAN neighbois. Employment creation hy the sector not 
only stagnated but also declined in tei ins of share of economy-wide employ
ment, from 12 percent in the 1960s to 10 percent in the 1980s. The sector 
has thus failed to make a dent on the equity problem that continues to plague 
the country (Balisacan 1993). A consequence ofsuch medioci e performance 
has heen the los, of the (ountry's competitiveness in wold markets, as 
evidenced by the country's declining share of world exports. 

1WI1V1
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What has hindered the n;autifaniing sectoi hr.)m unleasling tie 
potentials that aie believe(d to lie behind its la(kluster peiloimance? ()n 

hypothesis is that this has been due ainlyti 'to the weakness of the competitive 

forces to which most domestic industi ics and li, mis have so fin been subjected 

to. Aus a eshl t of at (onfluei e of lhistotital latiols and policy choices, 

manufacturing ildUlstl ies had l)e.( oluec toi( .nIi,ited and oligopolistic (S(V 

1992). And even whei e nunici otis small lh Ins oeisted with ia few large-scale 

firms in most inuitstries, they at couilit( I f ()ioly abot t lenli of ma1,n!uf1lc

turing vali-adtled in the ei ly I980s (;ieni tlie thin lbyel of medium-siued 

firms in between, the lIi ge fil iis easily a((ounte I foi about fotir-fifths of 

value-added in the mantifia ttiiing se( tol. 

Such an industrial structuIle would io hat\ve )Ien as injurioLs to effi

ciency and competitiveness had the extei nal inai ket eiiained largely open. 

That is, import discipline would have 1)1ovilded ilt challenge of effective 

competition to laige, oligopolist , do(ieo\eifiliins oliestic firms would 

have been exposed to miteinat ioiial best piati(e wlich is a necessary 

ingredient to a(Iieving wold- class compelipiliven ess t iifol uiately, how

ever, this had not been ihe case. As noted in (Chapiei II Of this voluime, the 

Philippines, in conti ast to otlici Asian st (cess C(0lloin(is, had opted f or a 

prot-acted appli(ation of iinport-piotection poli, y. In so doing, it also 

reduced its chances of taking full advttage of the thii(l possible sotice of 

competitive (liscipline, i.e. the expoi t inai, et. l)I lit were put at a 

dlisadvantage vis-a-vis other foi eign eX[)oi tei s who faced "f'ie-tilade prices for 

their inputs. Moicover, domestic ci tny tended to he(onie overvalued, 

discouraging expol ts on two ooun ts, First, overvaluatioi I eiclered exporting 

a less atti active alternative to selling in doniestic mat kets which were made 

lucrative by pi ote( tion. Second, by ai tificially making the domestic curi ency 

expensive, overvaluation also made expoi t goods less altactive to foreign 

l)uycI s. By thuis failing to subject (lomest[c firms to the discipline Of compe

lition, protection polity has blunted the edge that cuts in the arena of world 

markets. 

Of couise, there is the counter-hypothesis offeied by strategic trade 

policy that impoi t pi otection policy can act as export pi onotion. Protection 

policy in the presence Of scale economies tnight allow producers to go down 

their marginal (ost curves leading to an increased share of both domestic 

and export markets (Kingman 198,t). But though there have been somt 

suggestive results in support of this hypothesis (Krugman 1987; Baldwin and 

Krugman 1988; Venables and Smith 1986), more recent empirical testing 

has put such results into question. Dick (1994) found little Impport for the 
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hypothesis in either LIS impoit-( omlpeting indu41iVs IIlgeneral oi III iidtis
trio, characterized by (liet ,InI ietll nls. Besides, cilipi icalong0 il asIng 

tests of in flnt induistii plote( lonl in eveloping C( lic , wi h , few ext up
lions, have failed to find the eqpected positive links between pioduti Liv 
and ilnipolt plotetlion In any cent. the (t(lirvl&"seXpeli(llt IVih inant 
industry p1otection does n1)toffei mt1h loom fot the belef that itis 
numbered aillong (h(st.few exceptions. 

In this chaptc, me 1lpl 1( ,t our hxpotheattempt to pl ovidt 10ppol IIto 

sis by presenting the Iesnits of the PII)S-l)IA studies oi ilt cf ft, ts of the 
Trade Poity Refoii ('PR) on theI ,itutfac 1u ing sc(tI an(d eigfit selet ted 

infdustiles. Tile studies aitlwt holw the(disnmntling of mut of iltc tnlipol 

protet tlive bet liihinnidui Ing the I08Os had tttiiied agootd deal of (olpeti
tive discipline io the industlial s(tol, and uiltiinaltch' fiad a geielally 
positive eff'e ion ieinn ket s rt tilln, fitIluv, and ollipctiiveiess of 

Iiialillaticllilg indlistilts. IlII idditioin, the diffeiil in lry sttieies e\ail

ine the 1 iote and 1101n)1ii fLtols that deicllilnt whe iiduistlics' and fii ins' 

ability to adjust to slch atmajor polut change. 

Methodology 
i1w studvl h1 nillnpfot'd a illiibel If tilttlols of pi ote( tioll, efficiency, 

(oiiI)etltIelies, ,li(d itili t (se \ppendix, Vol II. (fniu kt sit T( litiiti 
(ahthIm t'p I)th Asia\' /hos, fol de!als) Inipl ii ,and tffettie ilaws of 

liito(l(l ,lit ( liUtCd the lllt and indilstr (5,ind 3 digil PSI(i) level. 
I,lit icnl v is fikhssts iieai atlad tallt'd the doiitcslit iclon ten usingli 

((st ()R(:) i lilol. l)icstjit itsoli( e lst", Ilieitll Inshldow plites, 

pci >lhilt of ii(ot lgil ext lilgt (i lit((oI stavtd, ,iItc (toil)utd willi the 
shadow c'\ fialige Iill('I lie fii t'li f iIt le'it)ot hIlli gcs eff IsIh n11 ili

IN',ed iii I eli o o(ilespoiidin clliges lt effeet live lf'( l Ill parttol. 

it 1,,ilhid u1infv ltial lii(histi\ stnldltes a\,tltlil(.some Ilgtll ii ,ket lht 

stil( Ill(. (.If lt,( tioll ilit'ilts ( )eletll ntioll(t,of l liilh)olt latios, pli(e-
Costl Inaltoills, 'ind t(olull illl iloll illdlo (I(oui -p)]iilttow llnilmiionl IlltioS 

and tIlt Ilis hiuiall-I iitndfil iiile). Flioi thitsc ,u1c ilfetied Ite (hliliges 

il the dtC e o oiilltllioni fated biv Ihlefil i alltel te liqt ',Aoi n. We 
Alo( ,ddless Ht iiipol taullquestion lefotl haveof how the policv i g hlilght 

afftelfd Ilie siill and ineditini-sile llilipils (SMIEs), in view of tihe 

l)ossihilit\ that, as soille slidis hive shiosn (e.g. oI l!7 I lot t'atssan ), tiade 
ll,,,f/iliol ilnighlt be innii(al to iltegiowli of SMts. 
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Data 
The study, to our knowledge, constitutes the first attempt ever to utilize 

plant-level data from industrial censuses of the country to analyze the effects 

of the trade policy reform. However, a number of data limitations must be 

noted. First, although the TPR was officlally launched in 1981, detailed plant

level data before 1983 are no longer in usable form. Thus, we were obliged 

to use 1983 data to represent pre-reform conditions. In a sense the repre

sentation is not too far-fetched since most of the protective barriers were 
restored on that year as the country enteied into the deepest economic 

recession in its postwar history. Relaunched in 1986, the policy reform would 

normally ta; e a number ofyears to have its effects felt. Mot eover, the reform 

has been undergoing several phases of implementation well up to the 1990s. 

Unfortunately, the only oth r set of census plant-level data available is that 

of 1988. The results should therefore be seen as representing only the pardal 

effects of the ongoing trade reform. Some attempt had been made to 

supplement these with data from a sample survey of fit ins for the yeas 1986 

and 1991 in the eight industries chosen for analysis. Howevei, the small 

number of firms willing to ,espond to our survey severely limited its iepre

stntativeness and, in certain cases, led to results inconsistent with those 

derived from census data. A second important caveat is the difficulty, if not 

the impossibility, of disentangling the effects of the trade policy reform fiora 

those of the overall recoveryof the economy in 1988 as a i esult of the package 

of macroeconomic stabiliiation measures adopted after 1985. Similai ly, it is 

practically impossible to issociate the general inefliciency and lack of 

competitiveness of manufacturing industries observed in 1983 from the 
overall weakness of the economy at the time 

Trade Policy Reform and the Structure
 

of the Manufacturing Sector, 1983 and 1988
 

As a result of the TPR, which consisted of the tariff reform and the simulta

neous dismantling and tariflication of quantUtative restrictions (QRs) on a 

wide range of impoi ted goods (see Tan, Special Paper No. 1and Cataylo-de 
Dios, Special Paper No. 2 of this volume for a detailed discussion of the tariff 

reform and import liberali/ation policies, respectively), the average impiicit 

tariff in the manuftacturit:g sector declined firom 32.2 percent in 1983 to 29.3 

percent in 1)88 (Table 7.1) Furthermore, the sector's effective protective 
rate (EPR) on the average went down from 42.8 percent in 1983 to 28.3 

percent in 1988. There was also a corresponding reduction in the inter
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TABLE 71
 

POLICY AND MANUFACTURING SECTOR INDICATORS
 
1983 and 1988 

Policy Indicators 1983 1988 198811983 

EPR (Manufacturing Ave) 42.20 28.30 0.66 
Standard deviation 80.10 54.60 0.68 

Manufactunng (1+EPR)/Aggie (I+EPR)* 143.60 135.10 0.94 
NTM Coverage 32.50 10.80 0.33 
Nominal Effecbve Exchange Rate (NEER) 100.00 189.80 1.90 
Real Effective Exchange Rate (REER) 100.00 119.40 1.19 

M,nufacturing Sector Indicators 

Manufacturing Value-added 
Current prices P55,478 M P133,824 M 2.41 
Constant (1972) prices P14,634 M P16,310 M 1.11 

Real Imports/Real GDP* 12.59% 26.10% 2.07 
Real Exports/Real GDP* 8.31% 22.63% 2.72 
Manufactured Imports/Total Imports 62.00% 77.00% 1.24 
Manufactured Exports/Total Exports 63.00% 72.00% 1.15 
Number of manufacturing plants 5,733 11,488 2.00 
4-Firm Concentration Ratio 70 63 0.90 
Total Number of Workers* 700,895 854,951 1.22 
Workers per Plant 122 74 0.61 
Census Value-added per Plant* 

Current prices P9.677 M P11.649 NI 1.20 
Constant (1972) prices P2.553 M P1.420 M 0.56 

Census Value-added per Worker" 
Current prices P79,153 P156,528 1.98 
Cons,ant (1972) prices P20,879 P19,077 0.91 

*Price indices at 1985 base year. 
-Includes plants with 5or more workers. 
Sources of data: Census of Manufacturing Establishmenls, 1983 and 1988. 

NEDA Statistical Yearbook, 1992. 
ADB Key Indicators of Asian and Pacific Countries, July 1991, vol. xxvi. 
Med3lla, Erlinda (1991). 
de Dios, Loreli (1994). 
Tan, Elizabeth (1993).
 
World Bank Country Report for the Philippines, 1993.
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industry dispersion of EPRs. These indicate a reduction not only of the 

absolute levels of protection, but perhaps more importantly, of the differ

ences in relative protection and hence of the diffeiential incentives to 

resotuce flows across industries. In addition, the import liblerali/ation policy 

(ILP) brought about a sharp decline in non-taiifflmeasure (NTM) coverage 

of manufactured pioducts in 1988, with a conceintlltiOl Oil 11111) oILS of 

intermediate inputs to pi oduction especially since 1986. In idative terms, 

the gr'eater degree of protection traditionally accorded to the naniufacturing 

sector vis-a-vis the agricultural sectoi was also ieduced (Medalla 1992). 

Altho igh the TPR had been generally divorced ion a delihberate 

exchange rate policy, some nominal and ieCal depreciation of the peso 

occurred between 1983 and 1988. Howevei, the i eal eflective exchange late 

(REER) lose at a lower late than that -)f the nominal eflective exchange rate 

(NEER), indicating that the country had failed to take fill advantage of the 

possible effects of simultaneous impo, t-sul)stititig and expoi t-enhancing 

effects of the currency depreciation. 

The initial impact of the policy ref,6brm is evident intile increase inthe 

share of real iipoi tsto cal (l)P .ftei 1986. To be suxe, pai t of this nay be 

due to the overall improvement of tile e(oioily as it moved out of' the 

recession. I-lowevei, the inci eased pl essi, eon tile imnnfauctui ing se tor canl 

be gleaned from the unmistakable iise in the share of manufacturcd imports 

(SITC 5-9) to total impoi ts between 1983 and 1988. It can therefore be 

presumed that the import competition faced by the manufaicturing sector in 

1988 was mutch stronger than that in 1983. 

As noted earlier, the competition from increased impoi ts would have 

subjected the sector to the discipline of (ost-'eduction and improved effi

ciency. In addition, the TPR was accompanied by a boost to internal comipe

tition among firms within industries thiough a process of deconcentration 

of manufacturing industries. This can le observed fron tile decline in the 

average 4-plant concentration iatios betwecn 1983 and 1988, a finding that 

had been fiist noted by tile Woild lBank in their country report of 1993. 

Again, such a phenomenon could not be attiibuted wholly to the TPR. The 

deep recession that occurred between 1983 and 1985 in itself must havc 

caused a radical industry shakeout, forcing the exit of an untold number of 

unprofital)le and inefficient firms and facilitating the adjustment toward a 

healthiei manufacturing sector. Nevertheless, without the TPR, one would 

perhaps not haxe been able to observe such drastic changes that altered even 

the s01e-structt, e ol iilusir%itself. The eventual recove-ry starting 1986 

caused a net entrv of plar s that not only doubled the number of manufac
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turing establishments (with five or more workeis) between 1983 and 1988 
but also exhibited characteristics radically diffeient from those of 1983. As 
a general rule, average plant siues wei e smaller in 1988, when measured in 

terms of average size ofworkers or value-added per plant. Such changes are 

consistent with the overall deconcentration of industries noted earlier. 

Fut thei not e, as a Iesult of the redtiction in the biases against exports 

originating from protection policy, an improvement in competitiveness in 

world markets can he observed ft orn the increased export orientation of the 

economy in 1988. There is a substantial rise in the ratios of real exports to 

real GDIP and of imanufactired expot is to total expo ts. Thus, the TPR can 

be said to have gleatly (otto ibuted to the intensification of the competitive 

pl essut e ol the otanufactoring sector fi om domesuc and tol eign sourices. 

)id such an incl ease in ( ompetittve pi essti e lead to gl eater elficiency 

in the country's nm ,iLCaurilngindustries? In the following se tions, we shall 

attempt to piovide an answer to this (tiestton. We shall first trace the links 

in tile chain of adjustment iesponses of IanufactltI ing industries and firms 

to the TlIR. Then we shall proceed to examine the implications of sttch 

adjusunent piocess on the efficiency and competitiveness of tie country's 

mantfilcturing industries. 

Industrial Structure and the Trade Policy Reform 

Manufacturing industries in the Philippines had been observed to be highly 

c(.ncentrated de to a number of initial conditions and policy decisions. 

(Lindsey 1977; de Dios 1986). Government itself had been identified in a 

numlber of cases as having been responsible for the setting tip of entry 

barriers through privileges and incentives granted to specific industries and 

firms oi through deliheate rtiles on 'overcrowded industries' (S(;V 1992). 

Moreover, a number of authors have traced the tendency toward capital-in

tensity in manlfactIring to the capital-cheapening policies (Power and Sicat, 

971; Batutista, lower, and Associates 1979), possibly raising entry barriers 

in the form of sunk costs or excess capacity. In addition, limits were set to 

the numbe- of participants in ci tain industries, the more well-known of 

which was tile progressive car manufacturing program. But most relevant to 

the topic of trade protection is the government's policy of direct intervention 

in the importation of principal taw matet ial imports by industries and firms. 

In an import-dependent environment that had characterized tile country's 

manufacturing sector, quantitative restrictions on crucial intermediate in

puts served as powerful entry barriers to industries. 
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Moreover, the tariff structure befbre the tradl reform was found to be 

biased against small and inedium-si7ed enterprises (SMEs). The industries 

that were found to be least protected were tho,,e in which SMEs wete 

relatively important (Anderson and Khanibat, i981). This phenomenon 

can be explained in part by the better organization and stronger lobbying 

power of the large establishments (LEs) for higher protection. Furthermore, 

tile prevailing system of QRs inevitably involved a scale bias, since SMEs are 

always at a disadvantage vis-a-vis large establishments when confronted with 

nonmarket, bureaucratic decisions on import allocation of intermediate 

inputs and capitl goods. 

While a number of these policies have remained in force in 1988, the 

TPR,by narrowing down the tariff differential across industries and by 

gradually dismantling the inipott allocation system, helped to reduce the 

scale-bias of the protective system.'2 It piovided freer access to and lower 

prices of impoits of capital equipment and other inputs to pioduction to 

firms of all sizes. This hy itself reduced the height of entry ban iei s to SMEs 

and encouraged their entry into industries. The result is the big lump in the 

number of manufacturing establishments observed in 1988, mostly belong

ing to the small and medim-si/e category. Indeed the size distribttion of 

the manufacturing sector also underwent a shift in 1988 toward aln increased 

22. This can be verficcl from the resuls of regiesson ndlysis tsing the share of SMEIs in the 
%alue-,-dded of 5-digit PSIC tinsu ies as dependent variable, and corresponding industry EPR 
asindependent vat iable. The following i esults io e obtained: 

1983. SMESHRj = 0 1888 - 0.0001 FPR I
 
(0 0350) (0.0003)
 

,=13.967 t=-1.018
 

R- = 0.0001
 

F = 1.037
 

1988: 	 SMESHR I = 0.2828 + 0.0064 EI)Rj 
(0.0906) (0.0018) 
t= 3.120 t =+3.496 

R =0 0396
 
F = 0.0006
 

whete 	 SMES-IRj = share of SNIEs in tie value-added of5-digit PSIC industry j 
EPR I = effective protection rate of 5-digit PSIC industry j 

The equation foi 1983 shows some tendency for the system of effective (tariff) protection to be 

biased against SME% The low level of significance may be due in part to the tariff reform that 

had started in 1981. Iti 1988. this bias has disappeared and the system might even have tilted in 
their favor 



TABLE 7.2 -

SIZE STRUCTURE OF PHILIPPINE MANUFACTURING INDUSTRIES 
1978,1983, and 1988 

Number of Establishments 

1978 % 1983 % 1988 % 

Total Manufacturing 
10-99 employees
100-199 employees 

Subtotal: SMEs 
200 or more employees 

4,327 
3,583 

307 
3,890 

437 

-
83.0 
7.0 

90.0 
10.0 

5,593 
4,368 

506 
4,874 

719 

78.1 
9.0 

87.1 
12.9 

9,141 
7,639 

680 
8,319 

822 

83.6 
7.4 

91.0 
9.0 

Total Employment 

Total Manufacturing 
10-99 employees
100-199 employees 

Subtotal: SMEs 
200 or more employees 

Census Value-added (000 pesos) 

Total Manufacturing 10-99 employees 
100-199 employees 

Subtotal: SMEs 
200 or more employees 

428,107 
94,590
42,568 

137,158 
290,949 

8,629,1691,251,713 
1,023,160 
2,274,873 
6,343,296 

-
22.0 
10.0 

32 
68.0 

-15.0 
12.0 
27.0 
74.0 

699,491 
126,218
70,949 

197,167 
502,324 

55,455,3135,876,413 
4,680,762 

10,557,175 
44,898,138 

-
18.0 
10.1 
28.1 
71.8 

10.6 
8.4 

19.0 
81 0 

842,888 
202,910

97,670 
300,580 
542,308 

132,763,17515,610,512 
14,847,563 
30,458,075 

102,305,100 

-
24.1 
11.6 
35.7 
64.3 

11.8 
11.2 
23.0 
77 1 

:1 

Sources: National Census and Statistics Office. Census of Establishments, Manila, Philippines. 
Tecson, Valcarcel, and Nufez "The Role of Small and Medium-Scale Industnes inthe Industnal Development of the Philippines," ADB. 
World Bank "The Philippines An Opening for Sustained Growth," 1993. 
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Coltribituont) of the SMI,. secto I, as can be Ieadily ser'e(I i on Table 7.2. 

While theie had been a declining ti end in SM E pai ficipation in nantiac

turing industries in ternis of' numinbei of establishment., employment and 

value-added hetween 1978 and 1983, this seems to have been reversed in 

1988. As a fitther consequence, we observed a decoin enti'ation of' the 

strcture of ile country's mi if1.1actLoI ing indsltries. 

In addit:on, a decon( ent'ation of indust ial activity ion NIetio Manila 

and tile Nat onal (:api al Region (IM-N( R) iould also be noted. LEs have 

always been observed to be mot e highly (oncentiated in tihe MIM-N(CR than 

SNEs. "Ibisl'as been att ibited to tile bias of past tiade and Itdustl ial policies 

towaid large- -,calc, (aptal-imtensive indistthl/,ation, which depended 

heavily on impoited soturces of inptls and equipment. This nec essitated 

locating in and alotlnd the metiopolis to le(huicc tile ( ost of' transporting 

inputs f'ioni ilol ts and anllors. Fuit thinimore, being domestic mea ket-o, i

ented, lit ns tended to stay close to the main mat tet. To a cel tai (legi ee, 

suc gekogilaphic (ol en tration might also be partly atl ibut'd to the leed 

oflatge fil , to stay close to the sources of bot eauctatic decision making on 

indlistrial incentives and e\'I on it ctioli ilself. In Conti ast, SN!iEs tend to 

be mi e I'ootloose and hence, geoglaphically dispeiscd. Llicimeased 

impol tance of SNtEs iniust'ial activity observed eatle is hlus consistent 

with the decline ill the shaie of MM-N(R's share of manufacturing sector 

output hon 15 pci ent in 1983 to -11.5 pcicent in 1988. It follows that 

susaminig the momentum of' the TPR would conliliblite to nole icgional 

di pe sal of industl ies because of hu :Lei , eductioin of biases against SMEs. 

('oiollary effects would he the spiead of rural industrialization and the 

creation of im'oe off-falrm employment, leading to a more equitable distri

bution of indiistal atl\'itN' ac',incomes a loss iegions of tile countly. 

Efficiency and Competitiveness of Manufacturing Industries 

The differ ent indicatoi s provided in tile preceding section seem to point to 

one conclusion: thilat tile doinestic market environtent in 1988 was more 

conducive to competition thaIn before it. The next logical question to ask is 

whether tile TPR also enhanced efficiency in manufacturing industl ies. 

Table 7.3 classifies industries according to their degree of efliciency and 

relative effective protection 'befoie' (i.e., 1983) and 'after' (1988) the 

reform of trade policy. We relaxed the strict efficiency criterion (i.e., 
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TABLE 7.3 

3-DIGIT MANUFACTURING INDUSTRIES
 
CLASSIFIED BY RELATIVE EFFECTIVE PROTECTION AND EFFICIENCY
 

1983 and 1988
 

EPR DRC/SER 

Efficient* Inefficient* Very Inefficient* 
(0<D/S<1.2) (1.21 <DIS<2.0) (2.01 <DIS) 

1983 1988 1983 1988 1983 1988
 

High 314 314 342 321 321 

381 355 371 

356 386 

361 
369 

386 

Medium 313 313 341 341 363 
352 353 353 342 383
 

354 384 351
 

362
 

363 
381
 

384
 

Low 322 311 311 323 382 351
 

331 312 312 331 383 385
 
322 352 361
 

332 371 362
 
355 390 369
 
356 382
 

390
 

Penalized 324 324 323 372 
332 354 372
 
385
 

*See text for explanation of classification scheme. 
Source of basic data: Census of Manufacturinq Establishments, 1983,1988. 
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DRC/SER = 1.0) in order to take into consideration possible measurement 
errors. Thus, the following efficiency classification schemrn is adopted: 

DRC/SER Efficiency Classification 

0< DRC/SER< 1.2 Efficient 
1.21 < DRC/SER< 2.0 Inefficient 

DRC/SER > 2.0 Highly inefficient 
DRC/SER <0 Foreign exchange dissaver 

As will be noted in this admittedly arbitrary classification, a less stringent 
criterion for efficiency is adopted by admitting a 20 percent excess of DRC 
over SER. An industry whose I)RC exceeds the shadow exchange rate by 
more than 20 percent is considered inefficient, while one with a DRC more 
than twice the SER is classified as highly inefficient. 

Considering that the EPR is a relative concept, its value, taken in 
isolation, cannot be used tojudge whethei an industry is receiving high or 
low protection. Hence, we compared an industry's EPR with that of the 
manufacturing sectoi average and derived a classification scheme of relative 
effective protection, consisting of high, medium, or low protection. Average 
EPRs were 42.8 and 28.3 foi 1983 and 1988 respectively. An industry is 
classified as receiving 'high' effective protection ifits EPR exceeds twice the 
manufacturing sector average for the year. On the othei hand, an industry 
receiving less than the average EPR is classified as receiving 'low, effective 
protection. In between them are industries with 'medium' protection. An 
industry with a negative EPR, however, is being penaliled by the protective 
system. Thus the following protection classification scheme for 1983 is 
adopted: 

EPR Relative Effective Protection Classification 

85.6 < EPR High protection 
42.8 < EPR < 85.6 Medium protection 

0 < EPR < 42.8 Low protection
 

EPR < 0 Penalty
 

Because the average EPR is lower at 28.3 in 1988, the lower limit for high 

protection becomes 56.6. 
Following the above classification, Table 7.3 yields a number of obser

vations on the possible links between efficiency and relative effective protec
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tion. In 1983, most of the highly inefficient 3-digit PSIC industries were 
receiving either high or medium effective protection. In contrast, no effi
cient industries were highly protected. Instead, they were either receiving 

lower protection than the average manufacturing industry or were being 

penalized by the protective sti uctuie. In the 'post-i eform' year 1988, there 
is a conspicuous reduction in the numhei of highly inefficient industries, 

i.e., from 15 to 7. On the other hand, the number of efficient industries 

more than doubled in 1988 from 5 to 12, although the number of inefficient 

industries increased from 11 to 12. Moreover, about half of the industries 

were receiving low protection in contrast to less than a third in 1983. Overall, 

therefore, industries In 1988 tended to congregate in the efficient and 
inefficient ianges and were geneially receiving less piotection than the 

average manufacturing industry. There was also a decline in the number of 

industi ies being penali/ed by the protective sti uctui e. 

The aforementioned observations suggest an inverse relationship be

tween protection and efficiency. This hypothesis is confirmed by the results 
of regression analysis. In 1983, D)RC/SERof '-dtigit PSIC industrieswas found 
to be directly and significandy determined by effective protection (EPR). 

The equation for 1983 was: 

DRC/SER = 1.21,15 + 0.0177 EPR
 

(0.7860) (0.0020)
 

(R 2 = 0.7200)
 

However, in 1988, this relationship was no longer significant. 

DRC/SER = 1.4630 + 0.00093 EPR
 

(0.8036) (0.0056)
 

(R2 
= 0.0867)
 

(Figures between parentheses under the coefficients are standard errors.) 

This can he explained by the simultaneous decline in both DRC/SER 

and EPRs after the TPR and the observed narrowing down of their inter
industry differentials, as attested to by the decline in their standard deviation. 

To determine whether the trend toward improved efficiency among 

industries could be attributed to the decline in their effective protection 

resulting from the TPR, the changes in DRC/SER were subsequently re
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gressed against corresponding changes in (absolute) EPR. The following 

estimate was obtained: 

% change DRC/SER = 0.0789 + 1.3662* % change EPR 
(0.0694) (0.2355) 

* t value: 5.800, significant at 0.1% 

Adjusted R2 = 0.5383
 
F = 33.643
 

Efficiency levels are thus seen to have been highly responsive to changes 

in effective protection. 

A more detailed obsirvation of shifts in efficiency (inefficiency) levels 

at the 5-digit PSIC level of aggregation is provided for in Chapter 1, Vol. II 

of this book. We summarize below the observed results: 

Table 7.4 indicates that in 1988, 41 percent of 5-digit industries were 

efficient, in contlast to only 22 percent in 1983. Moieover, the ,roajority (i.e., 

165 industries) were previously inefficient industries that became either 

efficient or less inefficient in 1988. Thus, three-fourths of the total number 

of industries for which DRCs could be estimated in both years moved in the 

direction expected by policy. 

Determinants of Allocative Efficiency 

of Manufacturing Industries 

To further explore the question of what factors determine inter-indust'y 

differences in allocative efficiency, we performed a multiple-regression 
analysis with sectoral DRC/SERs as dependent variable. In addition to 

sectoral EPRs2 3 which are assumed to capture the effects ofprotection policy, 

we introduced measures of productivity, export orientation, and import 

penetration as independent variables. 

We hypothesized that being a labor-abundant country, the Philippines' 

comparative advantage lies in labor-intensive production, so that it will tend 

to be less efficient in capital-intensive industries. Thus, ceterispaibus,capital 

intensity is hypothesized to influence DRC/SER negatively. 

23. Because of the absence of export and import data in the Census of Manufacturing, we had 
to match 5-digtt PSiC ndustries with 1-0 sectors and used 1-0 data for the regression analysis. 
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TABLE 7.4
 

CHANGES INEFFICIENCY CLASSIFICATION OF 5-DIGIT PSIC INDUSTRIES
 

Efficiency Classification Number of Industries Share
 

1983 1988 (5-Digit PSIC) (%)
 

Efficient Efficient 32 12 

Inefficient Efficient 75 29 

Inefficient Less inefficient 90 34 

Subtotal 197 5 

Efficient Inefficient 27 10
 

Inefficient More inefficient 40 15
 

Subtotal 67 25
 

TOTAL 264 100 

Source: Chapter 1of Catching Up With Asia's Tigets, Vol. I1. 

The influence of labor productivity on efficiency is straightfbrward: tile 

more productive an industry's labor force, the greater its efficiency. 
Industries that are able to compete in world markets are also bound to 

he efficient. The gieater an industry's export orientation (i.e., measured as 
the ratio of its exports to total output), the greater the probability that it will 

have a lower DRC/SER. 
The greater the abiliry of competing imports to break into the market 

of a domestic industry, the more likely the industry would be inefficient. 
Thus, one can expect import penetration (measured as the ratio of imports 
to total domestic demand for the industry's output) to have a negative 
influence on industry efficiency. Yet, greater exposure of an industry to 
imports induces it to be( ,iue mot e efficient, so that higher 'mport penetra
tion might also make fi lowei DRC/SER ratios. The influence ofthe import 

penetration vat iable on ifdtstry efficiency is thus, ambiguous. 

Finally, as already discussed and verified through simple regression 
analysis, the structure of'pre-TPR' effective protection tended to give more 

protection to the more inefficient innustries. Precisely to)remove such a bias 
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against efficient industries, the TPR was designed to pi ovide lower and more 
uniform effective protection across industries. One could therefore hypothe
size that the 'post-TPR' structure of EPR would no longer show any tendency 
to provide more effective protection to inefficient industries than to efficient 

ones. 
In equation form, the hypothesis to be tested is its follows: 

DRGj/SER = f ( EPR, (K/L)j, (Q/L)j, (X/Q)j, (M/Q)j)
 
M+ M+ 0- M+ (?)
 

where 
DRCj/SER = ratio of an 1-0 sectorj's DRC to the shadow 

exchange rate; 

EPRj = effective protection rate of sector j; 
Kj/Lj = ratio of sectorj's capital cost to number of workers; 

Q /Lj = ratio of sectorj's output to number of its workers; 
Xj/Q = ratio of sectorj's exports to its output value; 
Mj/Q = ratio of sector j's competing imports to 

output value; 
(The sign between parentheses provides the hypothesized direction of 
influence of each variable. Where the relationship is ambiguous, a question 

mark is provided.) 

The results of the multiple regression analysis for 1983 and 1988 are 
presented in Table 7.5 and appear generally to confirm the hypothesized 
relationships. The structure of effective protection in 1983 explained very 
significanty inter-sectoral differences in efficiency levels. That is, die protec
tive structure was such that the more inefficieit an industry, the higher the 
effective protection it received. 24 EPR turned out to be an even more 
significant explanatory variable of inefficiency than capital-labor ratio which 
was usually the most powerful determinant in tie rest of the equations. In 
contrast, EPR lost its significance is an explanatory variable in 1988. The 
negative sign of the regression coefficient might even indicate the effects of 
some adjustments to redress the previous tendency of the protective struc
ture to discriminate against efficient sectors, by providiag less protection to 
inefficient ones. However, the explanatory power of the 'post-TPR' structure 
of EPR is too weak to warrant any importance to be attached to the sign. 

24. It must be noted that the 1983 regression equaions did not include export-orientation and 
import-orientation. This %%asdue to the absence ofexport and import data in the 1983 1-0 table. 
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TABLE 7 5
 

DETERMINANTS OF EFFICIENCY OF PHILIPPINE MANUFACTURING INDUSTRIES
 

Regression Coefficients 

Independent 1983 1988 1988 1988 
Variables (1) (2) (3) 

Intercept 0.019 2.3295* 1.8511* 2.0039* 
(0.2744) (0.6001) (0.1977) (0.2717) 
t = 0.069 t = 3.882 1=9.361 1=7.377 

Effective 0.0120* -0.0032 -0.0032 
Protection (0.0014) (0.0038) (0.0038) 
(1 + EPR) t= 8.850 1= -0.845 t = -0.836 

Capital 7.30 E-7* 6.558 E-8* 6.6391 E-8* 6.610 E-8* 
Intensity (2.30 E-7) (2.00 E-8) (2.00 E-8) (2.00 E-8) 
(K/L ) t = 3.242 1= 3.450 t = 3.503 1= 3.462 

Labor -0.0052* -0.0051"** -0.0053*** -0.0051* 
Productivity (0.0018) (0.0027) (0.0027) (0.0027) 
(Q/L) I = -2.888 t =-1.912 t = -1.993 t =-1.900 

Export -0.1699** -0.1441** -0.1789** 
Orientation (0.0676) (0.0602) (0.0703) 
(X/Q)a t = -2.513 t = -2.392 t =-2.544 

Import 0.0155 
Orientation (0.0238) 
(M/DD) I =0,483 

2 0.4260 0.0896 0.0917 0.0840 

FValue 31.681* 4.151* 5.309* 

aDummy variables used: 0 if X/Q = to 5%; 1 if 5.1% to 10%; 

2 if 10.1% to 20%, 3 if20.1% to 30%; 
Aif30.1% to50% 5 if50.1% to 70%; 
6if70.1% to 90% 7ifgreater than 90% 

Level of significance: : 0.01% to 0.90% 
": 10%to 5.0% 

**: 5.1%to10% 
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Nevertheless, the result indicates that the TtR seemed to have eimoved most 
of the bias of the protective structure against se tolial elficien( , 

The capital-lahoi ratio excited a very significant influence on intel

sectoral ditleiences in efTf iuin(y levels in both vactu Siiil I\', ex(ept tol 

one or two slbsectot s, this val ivillle turned (it to l, a (olislt (Vie! ilin 

of intel-plait dific'i enc(_es, in elctt in teen hi ltliistiw siies pi esentdtec 

in Vol. II. iii Ih' w ittio il visdomll bhilnd theThis tesnlt tends to (iolhli c(i 

oft-repeated(11,tiOll ,gainst in tlive policy Iuilses towai d t a pital intnlsitv 

linallabor-sti plin c(oioi like tlhe lPhilippin s. 

The level of 1laboi plodnctihitv is also allo'hli iiilI)mi lllt vaiable that 

catnnot he ignoiel hbe( arise ofI its signtificiii iilieii( Oilttscoital eliciency 

levcls lefoi '.il atei ite I IR.( etei ilx, low wages paul by Iinifactii

ill(, sectors ili 1,11)1oi-suiI)11is ,i Ie n10 llMteWil iuiPillatiVestlli,o gn aI e c 

idvanltage. ( )ill\whe'n iltehigh i)roduclivit' of a sc( toi's wol klol ce, every

hinig else being the s;rline, (aln tiilisite sti(h low k%,Iages ilto Iowcr (osts pe 

untit of tot eigti (-X( iaiigc vil id oi ,avecl (all tile se( Ioi he said Io have 

Coinpitaltive advantelll 

The de'gi ec of explsl c to wol Id-( Liss ( oli)lptiitlilntkes I significant 

tlileience in sc( total flcienc' levels Although tile diiecilolln of caisatio 

might also rtilil icIt(h il] efnfic v to e',pol I 01 iitation, thei ei e sllgisons 

to sippo ewhy the inftlltt c of te lattei oil ie oi lirel Ishighly significait, 

as tile iegr(ssioi Icstillts loi l98S8 siggest Ii it, c(\pot ting c\poscs and ploods 

producei s to move towird lirlllitonal best pt 'it 1. Se( oind, Colilpeition 

with producels fiotill other expor ring colrint l s swell as sillthose of the' 

itnpoi ting otiiltlV toitces (l)oi iotel 5 t(ipay 1in01 C ,teittelll pi oduclioit cost 

and produ( tlqualitv inn tlhey would if they were only selling in ptotu:tel 

domestic iai kets. Thi d, selling to the wolId Iieaks the limits of doinesti( 

matket dema,d, allowing giieatei speciali/at ion to tatke place and scale 

econornies to he achievcd. [oul ih,cuistonrers ol nseii s of a prod(l Icould he 

impoi tant sources of ifoimiation that could prove clcial fo(l technical 

innovation to inipiove piodhict piocesses or quality. Since users in export 

markets are generally iroi e denandi ng and more expose'd tointei1tional 

staindards of excellence than doinestic iseisin pi ote( techd liii kets, exportintg 

could provide the avenue for such informal (and often free) technology 

transfers 

Finally, as earlier hypothesied, the import-penltratlol variable did not 

ttrn out to be a significant determinant of inter-sectoral differences in 

efficiency, although the positive sign seems to suppoiL tihe proposition that 
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sectors exposed to gi eater impoi t competition are those where the c(ntllltry 
has relatively weaker comparartive advantage. 

Change in Size Structure and Efficiency 
of Manufacturing Industries 

It was seen ea liri that due ill pil t to tile ieduction in the biases against SMEs 
as a result of the TIR, then shar e of ianufa ti ing sector employment and 
value-added rose. Mantilactiring plants also tended to be smaller in size in 
1988. l)id such a restructiing of the (ounir,'s manufacturing indusrries 
constitute an impediment to the achievement of efficiency? 

To haai d a response, Table 7.6 is pi esented, showing the DR('/SER of 
3-dig t PSIC indust lies classified ac oldiig to sim of plants. It i immediately 
evident that on the whole, sinlla planis weie highly inefficient i 1983, while 
large plants were least inefficient, ith itteclitint-sied ones in between. 
However, In 1988, only YN! ks expci ienced a mar ked inpi ovemeint in effi
cienicy', even coming close to the efficient iange. In pi actically all the efiicint 
industres, small and/oi iecliiiun enterprises wei e at leasr as ef fic ient as, if' 
not more so than L,s In ntanv ineffic ient indtislits, the small and ieditun 
ones also trm ned otit less inefficient than Il'.s iii 1988. 

Because of the bias of tie piotectve systent against small entelprises, 
the i PR, by eliminating sone of these biases, could Ibe expected to have a 
more pronouncecd effect on them. We confirned this ftom the relatively 
greater improvement in their efficiency le- is than LEs and their increasing 
stha e of mnamufactui ing sector activity in 1988. Simple i egression analysis of 
changes in DRC/SER agatinst changes in EPR by sie also tends to confirm 
th is, as can be observed fi om Table 7.6. 

Small plants seemed to have been most iesponsive in efficiency adjust
ments to reducrion in effective iates of protectton under the TPR. The 
greater flexibility of SMEs in adjusting costs when confionted by more 
intense competitive pressure may explain this. Box 7.1 proides evidence 
from the industry studies of rite behavior of SMEs under the policy reform. 
It may also be explained byitile down-si,ing esponse of lEs, whose size might 
have been determined in part by pi eviously more favorable protective and 
incentive regimes. Unfoi tunately the difference in enterpi se codes used in 
the 1983 and 1988 Censuses pevents us from observing the behavior of 
specific enterprises over time. Nevertheless, it seems clear from all the 
aforementioned results that tite iestructuring of the countiy's manufactur
ing sector toward smaller-suied plants did not impede the attainment of 
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efficiency after the TPR. Indeed such restructuring might even have favored 

the emergence of leaner, more efficient manufacturing plants. 

Impediments to Attaining Efficiency 

While the majority of the industries responded favorably to policy expecta

tions, the exceptions (i.e., 67 industries constituting 25 percent of tile total) 

to the general movement do throw some important light into the analysis. 

They raise the inevitable question of why some industries and firms did not 

respond to the Trade Policy Reform as expected, even while the majority did 

so. Moreover, although there seems to be a general tendency toward greater 

efficiency (or less inefficiency), more than half of the total number of 

industries (for which I)RCs could be computed in both years) wele found 

to be inefficient in 1988. A numbei of explanations, possibly in the nonprice 

factors, that might be constraining their movement toward the efficiency 

frontier must thus be sought elsewhere. 

First, it should be noted that the ieform in 1988, though admittedly 

substantial in s ope and depth, was fai fion being completed. De Dios 

(Special Paper No. 3) reports that 250 products under QRs have remained 

untouched as of 1994. Moreover, a number of commodities previously under 

QR had been tamiflied in the interim period so that tariffs had momentarily 

been raised. Subscquent lobbying on the part of some of the affected parties 

have even succeeded in delaying, if not actually reversing, the direction of 

the reform. 
Second, generally speaking, one can expect a worsening of efficiency 

positions if during the tiade reform, any of the following takes place (Bau

tista and Tecson 1979): 

(a) 	 a decline in the international price of the commodity in ques

tion; 

(b) 	a rise in the market and/or shadow price of the inputs, including 

that of production factors; 

(c) a true worsening of efficiency. 

Indices of implicit deflators of imports between 1983 and 1988, however, 

do not show substantial changes in import prices. Some input prices rose (by 

at most 10 percent) while others declined, particularly mineral fuels whose 

1988 prices were about half of their 1983 levels. In contrast, the domestic 

wholesale price index in 1988 was 139 percent higher than that in 1983. 

Nominal wages in nonagriculture, both in and outside Metro Manila, also 

rose by a little more than 100 percent. Opportunity cost of capital, however, 
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TABLE 7.6 Z1 
SIZE STRUCTURE AND EFFICIENCY OF MANUFACTURING INDUSTRIES AT 3-DIGIT PSIC CLASSIFICATION 

1983 and 1988 

PSIC INDUSTRY 1983 DRCISER 1988 DRCISER 

All Small Medium Large All Small Medium Large 

ALL 1.72 2.02 1.86 1.68 1.54 1.29 1.29 1.64 

311 Food 1.60 2.36 2.14 1.40 1.07 1.25 098 1.03
312 Food 1.28 1.79 219 1.20 102 1.25 1.20 0.96
313 Beverages 1.89 1.73 1.73 1.90 1.21 0.79 098 1.24 
314 Tobacco 1.73 1.01 1.09 1.74 1.22 1.20 104 1.23321 Textiles 4.86 3.31 3 72 523 3 55 2 00 7.40 3.53 a"322 Apparel 0.92 0.95 0.96 0.90 1.04 0.91 0.92 1.18
323 Leather products 1.26 1.11 1.85 124 1.58 253 2.61 093
324 Footwear 0.91 1.12 1.17 0.82 1.13 1.08 1 31 0.87
331 Wood products 1.12 1.02 0.89 1.20 1.35 1.15 118 1.49
332 Fumiture and fixtures, exec. metal 0.92 1.14 0.71 0.87 0.94 1.11 0.81 0.89
341 Paper products 2.75 3.80 2.72 2.60 1.86 1.90 2.87 1.76
342 Printing, publishing 2.68 3.09 1.86 3.2C 1.91 1.81 1.37 2.45
35i Industrial chemicals 2.16 1.98 3.14 1.93 3.08 1.36 1.14 4.10
352 Other chemicals 1.66 2.25 1.60 1.60 116 107 1.13 1.20
353 Petroleum refining 1.51 -  1.51 1.76 - - 1.76 
354 Coal products 2.00 2.31 1.50 - 0 59 0.57 -
355 Rubber products 2.10 2.56 2.03 2.06 0.91 0.78 1.43 0.89356 Plastic products 2.61 2.84 3.14 2.36 1.23 0.99 2.61 0.89 



TABLE 7.6 (CONTINUED)
 

PSIC INDUSTRY 1983 DRCISER 1988 DRCISER 

All Small Medium Large All Small Medium Large 

361 
362 
363 
369 
371 
372 
381 
382 
383 
384 
385 
386 
390 

Pottery and china 
Glass products 
Cement 
Other nonmetal mineral products 
Iron and steel 
Nonferrous metal basic products 
Fabricated metal products 
Machinery except electrical 
Electrical machinery
Transport equipment 
Professional equipment 
Fumiture and fixtures, metal 
Other manufacturing machinery 

6.56 
2.63 
3.38 
6.61 
1.75 
1.28 
2.57 
2.76 
2.88 
2.40 
1.06 
4.10 
1.32 

4.35 
4.90 

21.54 
4.66 
2.36 
1.11 
1.93 
2.30 
2.29 
2.15 
1.05 
3.34 
1.33 

2.10 
1.78 
-
5.45 
2.06 
1.42 
3.17 
4.07 
1.45 
2.27 
1.04 
1.28 

-

7.18 
2.51 
3.31 

10.79 
1.69 
1.29 
2.88 
2.79 
3.03 
2.43 
1.08 
7.16 
1.34 

1.29 
1.61 
3.09 
1.77 
2.27 
1.75 
1.78 
1.40 
3.94 
1.40 
2.72 
2.68 
1.17 

1.40 
2.16 

-7.28 
2.08 
1.45 
1.08 
1.67 
1.37 
1.16 
1.24 
1.12 
4.14 
1.53 

1.39 
4.28 
-
1.09 
1.96 
1.00 
1.81 
2.25 
1.97 
1.25 

-8.37 
1.25 
1.17 

1.28 
1.55 
296 
1.81 
3.08 
1.76 
1.83 
1.30 
4.40 
1.44 
1.11 

-

1.02 

Note. Employment size of plants isdefined as: 
Small: 10-99 workers Medium 100-199 workers Large: 200 or more workers 

Source: National Statistics Offices tapes of the "1983 Census of Manufacturing of Establishments." 

rr 
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BOX 7.1 
"SMALL ISALSO EFFICIENT" 

Garments and Textile Industry 

For the garments industry, an increase in the percentage share of 
efficient plants was observed after the reform. Allocative efficiency was 
driven by the majority of plants - mostly small firms employing less than 
100 workers - in the industry. Small plants Increased their share of the total 
number of plants as well as of the total number of efficient plants, while large 
plants reduced their share on both counts. 

In the case of textile-primary interprises, improvements in efficiency 
were registered after the reform. Small firms registered the largest increase 
in number after the TPR and this entry of new plants may have caused the 
increased efficiency in the industry. This is seen frcm tho rise inthe share 
of small efficient plants to the total number of plants from 17 to 27 percent 
between 1983 and 1988. On the other hand, the share of very inefficient 
small plants declined from 24 to 20 percent. 

For the textiles-secondary, majority of the plants were already efficient 
before the reform and these were mostly small ones. Their share of total 
number of plants as well of efficient plants increased, while those of large 
ones decreased in 1988. 

Austria, M., in Chapter 2 
of Catching Up With Asia's Tigers, Vol. II. 

Packaging Industry 

In the packaging Industry, the majority of efficient plants in 1983 be
longed to the small-scale category. Moreover, the share of small efficient 
plants inthe total number of plants in the industry rose from 14 to 29 percent 
between 1983 and 1988. 

The TPR may have indeed improved the atmosphere of competition in 
the local packaging industry, allowing entry mainly to efficient plants and 
likewise inducing already existing plants to reduce inefficiency. The easier 
access to raw materials resulting from the deregulation of packaging raw 
material importation might have enabled small plants to enter the industry. 
Inview of the threat of competition resulting from lower tariff rates on finished 
goods, however, these plants were forced to adopt efficient practices and 
thus contributed to the rise in the level of efficiency Inthe industry in 1988. 

Medilo, C., in Chapter 6 
of Catching Up With Asia's Tigers, Vol. II. 
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BOX 7.1 (CONTINUED) 

Synthetic Resin and Plastic Industry 

Small and medium-sized plants improved more than largo plants In 
terms of efficiency. The proportion of low-cost, small plants and the propor
tion of high-cost large plants rose in the resin industry. Meanwhile, the 
proportion of low-cost plants rose across all plant sizes in the plastic Industry. 

sso iggest that large plants are not necessarily more efficient than small 

- ,edium plants in the resin and plastic-processing industries. 
Banzon, C., in Chapter 7 

of Catching Up With Asia's Tigers, Vol. II. 

Agliculturpl Machinery Industry 

Inthe power thresher industry, there are no large-scale plants recorded 

by the Censuses. Among 16 small-scale plants in 1983 only five (31 percent) 

were efficient while eight were inefficient, and three were dissavers of foreigh 

exchange. However in 1988, the numLer of efficient plants rose to 13 percent 

(59 percent of 22 plants) and foreign-exchange dissaving plants disap-' 

peared. 
Three out of four hand-tractor producing plants were found to be 

dissaving foreign exchange in 1983, while the fourth one was inefficient. 

However, the scenario changed in 1988; three of the four small-scale plants 

were efficient while only one remained inefficient. 
Trabajo, M., in Chapter 8 

of Catching Up With Asia's Tigers, Vol.'I. 

declined somewhat from 12 to 10 percent wsith tile Iormali/aton of eco

nolnic activity. 

Since most inidustries and firms were subjected to the above general 

price changes, though in diffelent degrees, one can sit mise that industry

and plant-specific factors wet e at woi k, leading some industries and firms to 

adjust in a die(tlion diffeletnt hom that expected frotu theory or even from 

the direction taken by the malori ty. Theldifferent studies included in this 

voliline, which give us detailed of industry and plant-specific factors,,llalye 

offer some insighLs into this question. In the following, we merely highlight 

two explanatory factors that constantly emerged in the industry analyses. 
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TABLE 7.7 

REGRESSION ANALYSIS OF DRCISER AND EPR BY SIZE 
3-DIGIT PSIC INDUSTRIES 

Regression 2 
Scale of Plant Constant Coefficient Adj. T-Value R F-Value 

SMALL -0.1994 0.7986 3.382 0.2646 11.435
 

Standard error 0.0749 0.2362
 

MEDIUM 0.0405 0.7984 2.157 0.1275 04.654
 

Standard error 0.1038 0.3701
 

LARGE -0.4037 0.6225 2.668 0.1393 07.116
 

Standard error 0.0825 0.2334
 

Significant at 1%level. 

Demand constraints 
Narrowness of the market was a recurring theme of the industries that failed 
to become efficient. Since most of these industries were domestic market

oriented, it implied a paucity of domestic demand. Shipbuilding has become 

unprofitable clue to tl,. pr,'erence of buyers for second-hand imported 

vessels, although the latter has raised the demand for ship repair (Mendoza, 

CatchingUp With Asia's Tigers, Vol. II). Domestic motorcycle demand is much 
lower than that in other ASEAN countries due to a variety of reasons, 

including 'image' problems from either the perceived risks of motorcycle

riding or the low-status of motorcycle users (Pineda, CatchingUp With Asia's 

Tigers, Vol. II). On the other hand, the demand for agricultural machinery, 

such as power tillers and hand tractors, reached its peak during the late 1960s 

when the Central Bank, through the rural banks, provided credit to farmers 

for the purchase of farm machinery. Since then, the industry has faced falling 

demand which is attributed largely to the lack of a comprehensive agricul

tural mechanization policy on the part of government. In contrast, annual 

demand in Thailand For hand tractors is said to be 60,000 units in contrast 
to the Philippines' 2000 units (APO 1984, in Trabajo, CatchingUp With Asia's 

Tigers, Vol. II). In the case of packaging, demand is said to be segmented, a 

situation that in turn determines the quality of packaging supplies. Large

scale exporters and multinationals, even those oriented to the domestic 
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market, demand higher quality and greater volume of packaging materials 
which are generally met by outside supplici s or in-house production. On the 
other hand, small-end producers, especially exporters, have small volume 
orders which are met by a supply of a limited variety and lower quality of 
packaging materials. This in turn makes their pioducts less attractive and 
more expensive in export markeLs, reducing their competitiveness. In a 
vicious cycle, this prevents the packaging industry from achieving both scale 
economies and higher quality standards (Medilo, Catching Up With Asia's 
Tigers, Vol. I1). Finally, the by now classic contrast in efficiency performance 
between the domestically market-oriented textile industry and the export
oriented apparel industries underlines the importance of demand expan
sion. 

The narrowness of the domestic market is a problem that is not peculiar 
to the Philippines. Other developing countries have encountered a similar 
problem, but not a few among them, particularly the Asia's Newly Industria
li/lug Economies (ANIEs), have tti ned to the expoi t nai kets fbi enlarge
mient of demand. ILike the Ilhilippines, they were initially hampered by a lack 
of competitiveness, but eventually, policies we'e put in place that cl eated an 

environment conducive to both export and domestic-oriented firms. In 
some cases, as in South Korea, policies even tilted in fhvor of exports. The 
coumry's TPR and market-opening policy of the 1980s did provide some 
industries and firms incentive to export, with beneficial effects in t-'rms of 

efficiency. The appliance industry, a typically domestic market-oriented 
industry in the country, is reported by Lapid (Catching Up With Asia's Tigers, 
Vol. II) as attempting to take a turn to the export market. Similarly, exports 
of motorcycle and side-car parts are said to have surged in recent years, their 
value having exceeded that of imports of the industry in 1991 (Pineda, 
Catching Up With Asia's Tigers, Vol. II). While this may be main!" due to the 
foreign exchange requirement of the Moto, ycle Development Program, the 
fact is that firms are increasingly becoming exposed to export activity. Moreover, 
plastic product exports, while still lagging behind that of other ASEAN coun
tries, nevertheless demonstrated a rising export trend particularly after 1988. 
All in all, the decline in these inlusuies' price-cost margins due mainly to the 
competitive pressure coming from domestic and foreign sour,:es could have 

forced firms to take a second look at the export market as a way of breaking out 
of domestic demand constraints and enlarging demand. 

Without doubt, the two-pronged policy of demand expansion - in both 
domestic and export markets - needs to be pursued. While this basically 
requires sound macroeconomic management policy, the externalities of 
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export expansion, especially in new markets, may warrant some form of 
government promotion, such as that suggested in Chapter 10. 

Technological constraints 
In the different industries examined, capital-labor ratio (K/L) turned out 
to be a significant factor discriminating efficient friom inefficient plants in 
1988. It was not possible to identify the characteristics of plants that re
sponded favorably (i.e.. according to hypothesis) from those that did not, 
because the difference in the coding system of plants in the two census years 
made it impossible to trace their performance through time. However, 
discriminant analysis of efficient and inefficient plants in 1988 provides 
indirect information on what prevented firms fi om turning efficient. 

Inefficient firms were chai acte ized by significantly higher K/L ratios in 
packaging, whether plastic, paper, or metal-based; in agricultural machinery, 
in textiles and garments, in appliances, radio and TV parts, in shipbuilding 
and repair, and in processed meat (a significant regressor only in 1983). 
Firms with a high degree of capacity undei utili/ation or an overinvestment 
in capital would natmially turn out to be inefficient. This is consistent with 
the finding that, in most cases, low capital productivity also characterized the 
inefficient firms. On the othel hand, in plastic products, reported to he an 
industry characterized by a high degtee of capacity utilization in 1988, K/L 
turned out to be diiecdy and highly associated with efficiency (Banzon, 
Catching Up With Asia'i Tigers, Vol. II). In this case, the high K/L might 
actually be proxying for better quality and technologically more advanced 
equipment. The age of equipment likewise turned out to be an important 
discriminating factor in radio and TV parts and shipbuilding/ship repair 
industries, old machinery generally being associated with inefficiency. 

The continued coexistence of efficient and inefficient firms in different 
industries merely reflects the protracted effects of the long years of protec
tionism and the fact that TPR is not yet completed. By limiting market 
demand while allowing for comfortable profit margins, protection tended 
to encourage the entry of firms producing small lots and at shorter runs. For 
instance, Pack (1984) observed in his study of the country's highly protected 
textile industry in the seventies that the limits of die domestic market did 
not warrant specialiiation, leading to firms to produce many styles at short 
production runs. Other authors have pointed to the capital-intensive bias of 
protection policy. By making the price of foreign exchange and of imported 
capital goods cheaper (these also typically received much lower tariff rates), 
protection encouraged the utilization of embodied technology that was 
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suited to labor-scarce, developed counny settings. Substantial profit margins 
from selling in protected domestic markets did not pressure firms to adapt 

such machinery to local conditions and factor proportions, fm ther discour
aging the acquisition of domestic technological capability and eventual 
technological mastery. Protection also reduces firms' and industries' expo
sure to international best-practice. As Pack again noted in the same study, 

some firms in a protected environment might not be able to a(just properly 
to trade liberalization simply because of their lack of awareness of the 
existing technological options. Inter-fium differences in degree of such 
exposure could explain in part why sonie industries showed a decline in 
technical efficiency (cf. industry studies, in CatchingUp 1Vith Asia's Tigers, Vol. 
II) during the process of adjustment to the ti ade reform. It is possible that 

in response to the liberalized environment, some 'more informed' plant 
managers were able to improve their plants' technical efficiency by taking 

advantage of the greater access to capital equipment and new technology, 
while others failed to do so piecisely because of a lack of knowledge of the 

technological options. As a result, the gap in technical efficiency among 
plants widened, showing up in a lower technical efficiency coefficient, which 
is measured as the average distance from best-practice plants. Constant 

exposure to international best-practice and increased access to it thus con
stitute some of the most important dynamic merits of a more open trading 
system. 

It is in this connection that one can mention the role of foreign direct 

investment and other modes of technology acquisition that provide access 
to international best-practice. Ideally, FDI should come not only with its 

supply of capital, but also of technology in production, management, and 
marketing, including expertise in exporting and linkages with international 

markets. Moreover, there are other alternative modes of foreign technology 
transfer that are available, including nonmarket mediated ones, such as 
suggestions of users, particularly by those in export markets who are more 
discriminating and exigent than domestic buyers. Central however to the 

success of any technology transfer process is the availability of domestic 

technological capability. Even the search for appropriate technology and its 
sources starts with firm-level technological capability. Ultimately, mastery of 
the technology being transferred depends on the existing skills and the 
willingness (as weUl as the capacity) to invest in capability-building. And the 

many externalities involved in technology acquisition (see for instance, Pack 

and Westphal 1986; Lall 1992) seem to offer valid justifications for a limited 
role of the State, especially in the area of technological capability building. 
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CHAPTER 8 

Toward More Broadly Based 
PhilippineDevelopment 

Introduction 

Apart from the adverse effects op economic efficiency and output growth, 
domestic market distortions resulting from past trade and industrial policies 
have contributed to the highly concentrated distribution of national income 
that has been a further blemish on Philippine development performance 
over the last four decades. Trade and industrial policy reforms can then be 
expected to have favorable long-run effects not only on efficiency and growth 
but also on income distribution. While the focus in this paper (and in the 
entire study) is on trade and industrial policies, we cannot avoid bringing up 
other relevant aspects of economic policy that also need to be reformed in 
any serious government effort to promote economic growth that will signifi
candy improve the distribution of national income. 

Three aspects of income distribution in the Philppines merit particular 
attention. The first relates to the highly unequal size distribution of household 
income. Estimated Gini coefficients for the mid-1980s show income inequality in 
the Philippines to be the highest among eight East Asian market economies 
(Bautista 1992). That household income distribution has remained heavilyskewed 
(Table 8,1) reflects in part die severe underutilization of the labor force and 
associated high incidence of poverty which continued over the years despite 
seemingly impressive GNP growth at least through the late 1970s.25 

25. This is contradictory to the positive relationship between economic growth and poverty 
reduction that has been observed from general LDC experience (Fields 1988) and even more 
significantly, from the East Asian experience (Bautista 1992). 

http:1970s.25
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TABLE 8.1
 

DISTRIBUTION OF HOUSEHOLD INCOME, 1961-1988
 

Percentage of total household income 

Income Distribution 1961 1965 1971 1985 1988 

Top 10 percent 41.0 40.1 37.1 36.4 35.8 

Top 20 percent 56.5 55.5 54.0 52.1 51.8 
Top 40 percent 75.8 75.6 75.0 72.4 72.5 

Bottom 20 percent 4.2 3.5 3.6 5.2 5.2 
Gini coefficient 0.486 0.491 0.478 0.446 0.445 

Sources: 	 National Statistical Coordination Board, 1992 Philippine Statistical Yearbook. 
Gini coefficient estimates from Balisacan (1992). 

There is also all important regional dimension to the income distribu
tion problem in the Philippines. Historically, economic activity has been 
concentrated in Manila and the surrounding areas. As shown in Table 8.2, 
there has been little change in the predominance of Metro Manila in terms 
of regional per capita GI)P in the 1980s. Also, based on the 1988 Family 
Income and Expendituie Survey (FIES), the proportion of families below 
the (official) poverty level has been estimated at only 31.8 percent for Metro 
Manila (versus 49.5 percent for the entire country), the lowest among the 
country's 13 regions (NSCB 1992: 2.19). 

A third aspect of income distribution, distinguishing between rural and 
urban households, is probably the most significant for development policy 
in the Philippines. Average income of urban households in 1971 (based on 
FIES data) was 2.08 times that of rural households, indicating a large 
urban-rural income differential; this ratio did not change much through 
1988 - indeed, it even increased to 2.13. Among rural households, income 
inequality declined slightly fr'om 1961 to 1988 (in terms of tile Gini coeffi
cient, from 0.386 to 0.378); a more significant reduction was observed among 
urban households (from 0.506 to 0.431 over the same period).'26 It is also of 
policy interest that rural income inequality increased (from 0.503 to 0.440) 

26. The Gm estimates are from Bahsacan (1992:131), which also provide estimates of other 
measures of income distribution that show similar changes from 1961 MO1988. 
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TABLE 8 2 

PER CAPITA GROSS DOMESTIC PRODUCT BY REGION: 1980,1985,1990 
(inpesos at 1985 prices) 

Region 1980 1985 1990
 

PHILIPPINES 12,620 10,461 11,592
 

Metro Manila 30,655 24,372 28,273
 

Ilocos Region 6,891 6,478 7,030
 

Cagayan Valley 7,821 5,864 5,680
 

Central Luzon 10,968 9,743 11,135
 

Southern Tagalog 14,117 11,222 12,504
 

Bicol Region 5,265 4,663 4,675
 

Western Visayas 10,069 8,375 8 928
 

Central Visayas 9,912 8,500 10,101
 

Eastern Visayas 5,416 5,280 5,373
 

Western Minadanao 7,626 6,539 6,635
 

Northern Mindanao 13,348 10,164 10,528
 

Southern Mindanao 14,413 11,497 11,730
 

Central Mindanao 10,196 8,459 8,599
 

Source: National Statistical Coordination Board, 1992 Philippine Statistical Yearbook. 

during 1965-1971, a period of accelerated agricultural growth fueled by the 
"green revolution" in rice production. Based on the estimates of David, 

Barker and Palacpac (1987), agricultural production expanded at average 
annual rates of 2.5 percent in 1960-1965, 4.0 percent in 1965-1970, and 6.5 

percent in 1970-1975. 
As late as 1988, nearly two-thirds of Philippine households were in the 

rural areas, and they contributed from 66 to 70 percent to total poverty, 

depending on the poverty measure used (Balisacan 1992: 135). In the 

absence of a broadly based, rural-oriented development, it is difficult to see 
how the most pressing objective of Philippine development policy at the 

present time, i.e., a rapid, more egalitarian, and sustained economic growth, 
can be achieved. Accelerated agricultural growth will not suffice; as the 

country's experience during 1965-1980 has demonstr--ed, it does not neces
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sarily lead to rapid growth of the national economy that is equitable and 
sustainable (Bautista 1990). 

Many factors influence the ability of developing countries to achieve 
rural-based economic growth that can redress income inequities such as 
those that have just been described for the Philippines. In the following 
section, we present an analytical friamework that focuses on (1) the effects 
of trade and industrial policies on rural and tn ban nonagricultural growth, 
and (2) the nonagricultural supply response to the demand stimulus gene
rated by agricultural growth. This is followed by a discussion of how Philip
pine trade and industi ial policies have biased production incentives against 
rural industries and enterprises, concluding that policy reforms toward 
neutrality in industrial incentives and a more liberal trade iegime can be 
expected to have a positive effect on rural industrialization. We then bring 
up the other principal mechanism, ielating to the consumption linkage 
effects of agricultural growth, that influences on the demand side the pattern 
of industrialization and the overall growth process. Some of the possible 
factors underlying the failure to translate the accelei ated agricultural growth 
in the past into rapid giowth of rural industres are identified. The final 
section gives some concluding comments emphasiAng the strategic impor
tance of agriculture and drawing attention to the need t,. address other 
policy-induced impediments to broadly based economic development in the 
Philippines. 

Analytical Considerations 

Figure 8.1 depicts the transmission of the effects of trade and industrial 
policies on agricultural and nonagricultural growth, distinguishing between 
rural and urban nonagriculture, through the induced changes in output and 
input markets. Also represented in the block diagram are some elements in 
the transmission of demand-side effects of agricultural growth on rural and 
urban nonagricultural growth. 

Not all possible influences on agricultural and nonagricultural growth 
(such as the external economic environment, political instability, weather 
disturbances, and others) are included in the basic analytical scheme given 
in Figure 8.1. On the supply side, given the subject of the present study, the 
focus is on trade and industrial policies as they affect output and input 
markets, which in turn influence the economic decisionmaking of house
holds and enterprises, affecting thereby the structure of agricultural and 
nonagricultural growth Trade and industrial policies have direct and indi
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FIGURE 81 

BASIC ANALYTICAL SCHEME 

AGRICULTURAL GROWTH 

Rate of growth
 
Structure of growth
 

INCOME GAINS 

TO RURAL HOUSEHOLDS 


Average income growth
 
Change in income distribution
 

INCREMENTAL FINAL DEMAND
 

Rural consumption pattern 

Income elasticities 


TRADE AND 
INDUSTRIAL POLICIES] 

OUTPUT INPUT 
MARKETS MARKETS 

GROWTH GROWTH, 

OF OF -, 
RURAL URBAN., 
NON- -NON- ;,'.T 

AGRICULTURE AGRI'CULTUIRE 



128 CATCHING UP WITH ASIA'S TIGERS 

rect repercussions on access to private and public inputs, as well as on the 
sectoi al patterns of output, income, and expenditui es. For example, import
plotection policies adopted in many LIDCs to encourage industriali/ation 
generally served to benefit impol t-substituting industries to the deti iment 
of export producers, capital goods industi ies, and ,ag!icuture. 

High tariff iates and QRs on impo, ted industrial pioducts discriminate 
against agriculture in the following ways: (1) the Iise in tile domestic price 
of protected industrial output reduces the relative pi ice of larm products; 
(2) the cost of industrial inputs to agricultulal production (fertilize, fhrm 
equipment, etc.) increases; and (3) the induced appreciaion of the real 
exchange rate lowers tile domestic price of tradal)le agilicultural pIodLucts 
relative to home goods. To the extent that QRs favor lai ge firms located in 
major cities (oi near the principal poits) the ielatively small and geogiaphi
cally dispersed rural nonagricultuizal enteiprises ai e also effectively pena
lized. 

On the demand side the focus of tile analyical scheme in Figure 1is on 
tile "consumption linkage" mechanism, based on the agricultural income 
gains to rural household. which lead to mcieased (final) demand for 
nonagricultunal products, especially labor-intensive consumer goods. As 
shown in the seminal work of Mellor and .e!e (197"3) on India, in the results 
of counterfactual model simulations for South Korea and Mexico done by 
Adelman (1984) and Adelman and Taylor (1991), i espectively, and in the 
recent survey of empiiical evidence by Ranis, Stevart and Reyes (1989), 
consumption linkage effects aie ciitical te the extent and nature of the 
influence of agricultural growth on the overall development process. An 
important determinant of the magnitude of these effects is the distribution 
of rural income gains from agi icultural growth. A concentration of income 
growth to the richer segment of the rural population is not likely to result in 
a significant demand stimulus for nonagricultural production in the rural 
economy since affluent households, whether in rural or uiban areas, tend 
to spend more on capital-intensive goods produced by urban industry or 
imported from abioad. On the other hand, a wider sharing of the agrictl
tural income gains among rural households will imply highel employment 
arid income multipliers from a given increase in rural expenditure. On this 
basis, "support for small-farmer agriculture is associated with important 
growth linkages in a Mexico-type economy" (Adelman and Taylor 1991: 155). 

There are of course other sources of interaction between agriculture 
and the rest of the economy. "Production linkages," which generate the 
demand for nonagricultural inputs to agricultural production ("backward 
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linkage") and expand (he supply ofagricultn al products to nonagricultural 
production ("forward linkage"), are not iepresented in the aforementioned 
basic, analytical scheme. The reason is that agrlcultul e is charactei ied by
relatively weak production linkages; in the words of Hirschman (1958:110),
"the superiority of mnillfactill ing in Ihis regal of is ci iishing." Consumption 
linkage effects are also found to dominate the production linkages inpast 
surveys of ru al nonagi ictiltul al activities, IsIeviewed by Ranis, Stewia t and 
Reyes (1989). 

Also not represented in Figure 8.1 are tle linkages operating in tile 
reverse manner, i.e., floin nonagricultine to agriculture. The induced ex
pansion of noinaglicuhtural output will geneiate increased demands for 
agricultuial products thiough tile sane mechanisms of pioduction and
 
consumption linkages 
isdescribed above fhon agiichilnue to nonagricul
ture. Indeed, in production, the forwad linkage ofagi iculture coii esponds
 
to the backward linkage of nonagrictlture. On tile consumption side, tile
 
income gains to nonagriculural poducers can lead to imcieased 
 food
 
demand, pr oviding the stimnlustbi the expansion of food crops or livestock
 
pi oduction. Again, it seems teasonable to asme, on the basis of the low
 
marginalbudget share of food among tu
bai (nonagricultural) households, 
that the consumption linkage effet t in nonagriculture is i elatively weak. A 
general equilibrium approach is needed to incoiporate fully the intersec
torl linkage effects. 

The upshot of the above analytical discussion is that at least two factol s 
need to be given particular attention in promoting broadly based economic 
development in the Philippines. One is the ,eform of trade and industrial 
policies, aimed at impiloving stupply tondlitions in various mia kets for tile 
benefit of rural :nonagriculture. As will be dis uissed in the next section, this 
would entail the "undoing" of past policy mistakes that effectively hindered 
the expansion of rural industries. The other factor relates to the demand 
side, and the policy challenge is to ensu e a widei sharing of income gains 
fr-om agricultural growth. This would strengthen the linkage effects on the 
rural economy and lead to a more rural-orientecd industrialization. Again, 
the country's past development experience indicates that rapid agricultural 
growth is not enough, as will be discussed in the Following pages. 
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Redressing the Anti-Rural Bias 

of Trade and Industrial Policies 

As earlier discussed, trade and industrial policies since the early 1950s have 

contributed to tile substantial incentive biases toward large-scale, capital

intensive manufacturing industries and enterprises located in urban areas, 

most particularly in Metro Manila. These three related aspects of the indus

trial incentive structure imply an effective discrimination against rural indus

tries and enterprises, which are inherently smaller-sized, more labor

intensive, and make greater use of local materials than their urban counter

parts (Ranis and Stewart 1987). 

The sudden profitability ofproducing industrial consumer goods for the 

domestic market, made possible by the imposition of import and foreign 

exchange controls in the 1949-1950, attracted large investnents of capital 

from domestic sources that were already established in the financial and 

firms which used tocommercial fields. In addition, foreign (pi inarily U.S.) 

supply inanufactuied imports but found their P1hilippine markets abruptly 

closed, invested heavily to serve the same markets by producing from within 

the country. By contrast, the smaller-sied firms did not have the economic 

and political resources needed to exploit the profitable invesuent oppor

tunities. A more natm al import substitution process would have encouraged 

gradual growth and modei ni/ation of small-scale industries and enterprises. 

The "essentiality rule" governing the allocation of import licenses and 

foreign exchange in the 1950s also created a strong bias toward the impor

tation of capital equipment and machinery. Given the highly overvalted 

domestic currency,27 imported capital goods were made available at artifi

cially low prices (in peso terms). Thus, the trade and industrial policies 

effectively subsidi ed capital-intensive industries and biased the choice of 

technologies and production techniques towai (I greater use of capital. 

In view of the heavy reliance on imported material inputs and capital 

equipment among the favored industries and enterprises, there was a natural 

attraction to locate in Manila, close to the principal port. This in turn 

piovided the stimulus For the development of neait by are;is through agglom

eration economies and spill-over effects (P)ernia, laderanga and Hermoso 

1983). Moreover, Metro Manila offered the lam gest regional market for 

consumer goods that benefitted fromdomestically produced industrial 

Despite the high inlation raies duringandtnmediately after the postwaryears, the prewar27. 

exchange rt-e of 1'2 per U S. dollar was maintained as the control measures wee adopted
 

throughout the 1950s.
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import restrictions. The more geographically dispersed and inherendy 
small-scale and labor-intensive rural industries that did inot depend on 
imported producer goods were effectively penali/ed by these policies. 

Even after the dismantling of the control system in the eai ly 1960s, the 
biases in the structure of industrial incentves remained. A highly protective 
tariff system, which was made redundant by the import estrictions in the 
preceding decade, continued to underprice capital goods imports and 
encouraged impotl-dependent, capital-intensive prodiclion of industrial 
constnner goods in and around Mlanila. Relatively small and dispersed 
industrial producet s did not benefit much from the fiscal incentives granted 
to BOl-registered firms under the Investment Incentives Act of' 1967 and the 
Export Incentives Act of 1970. It reflected the inherent difficulties of the 
small and the ,emote, including ruial-based industrial establishments, in 
obtaining 101 certification and in dealing genci ally vith huieaucratic 
requiremenLs to qualify for government incentives. 

Furthermore, several of the BOI-incentives have a capital-cheapening 
effect. In a quantitative evalualion of the combined effects offiscal incentives 
accorded to 1301-registered firms, Gregotio (1979) finds that the user cost 
of capital is ieduced by ,9 to 71 percent (depending on whetlhe the project 
is pioneer or nonpioneer, capital is inipol ted or not, it is exporting or not, 
and othets) while labor cost declines by 3.5 percent for nonexporting firms 
and up to 22 percent foi exporting ftins. In 1983, 1301 incentives were 
modified tinder l 1 391, i eplacing many of the (apital-cheapelinig incentives 
with performance-based incentives. However, the 1987 investment code 
under EO 226 retreated from the perfolmtance-based incentives, the fiscal 
incentives package including the income tax holiday and duty free iimporta
tion of capital equipment (see Chapter 5). 

The trade and industrial policy bias toward large-scale manufacturing is 
reflected in the differential inciden( e of sectoral effective pi otection. Based 
on Anderson and Khambata's (1981) calculations using Tan's (1979) EPR 
estimates for 1974, about 80 percent of employment in small industries, 
compared to only 45 percent in large industries, can be found in the 
"unprotected" sectors (defined to include those with EPRs of less than 25 
percent) and that "68 percent of those employed in small industries ate in 
sectors with negative EPRs" (p. 121 ).28 

28. Wirth the trade refoi ms n itie 1980s, tile Iesent Study InduiteC's thit the hiis seems to hive 
been minmi/ed and possibtv reversed (see Chapter 7). Regression raltiysis shows slight negirive 
relationship between EPR and share of small enterprises in va.lue-added in 1983 which became 
positive (and significaint) in 1988. Htence, positive eftenL fron trade reforms in this regard are 
al1so becomning apparent. 
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With respect to location choice favoring Metro Manila, some indication 

of the incentive effect arising from trade and industrial policies can be 

discerned from the positive correlation of EPP.s for manufacturing industries 

at the three- digit PSIC level and the degree of establishment concentration 

in Metro Manila for 1980.29 The four industries having the highest percent

ages of establishments located in the capital iegion (namely: plastic material 

- 83.1; soap and other washing and cleansing compounds - 80.6; batteries 

and other electric machinery apparatus, appliances, and supplies - 79.2; 

and other chemical products - 79.1) were all in the industrial category of 

high EPRs (more than 10 percent). For the latter group of 17 industries, the 

degree of concentration in Metro Manila averaged 42.3 in 1980. For the 13 

industries with EPRs of less than 40 percent but more than 10 percent, the 

corresponding figure was 37.3 percent, and for the nine industries with the 

least protection (EPRs of less than 10 percent), the concentration measure 

averages only 22.3 percent. 

The infem ence that can be drawn from all these is that effective discrimi

nation due to trade and industrial policies existed against small-scale, labor

intensive industries and enterprises based outside Metro Manila. This served 

as an impediment to rural mndustimal growth that could have contributed 

significantly to the structural transformation and long-run growth of the 

national economy. Considering that the Philippine economy has long been 

plagued by the severe problem ol laboi unemployment and underemploy

ment, a heavy concentration of income and wealth in Metro Manila, and a 

highly inequitable distribution of household income, it is ironic that the 

observed policy biases and their effects have tended to reinforce the uneven 

pattern of the country's economic development. It would have been more 

appropriate (in a socially optimal sense) to adopt policies favoring rural 

industries and enterprises. 

The ongoing trade and industrial policy reforms will have a positive 

effect on social welfare if they contribute to the reduction of income 

inequities and promote broadly based development of the Philippine econ

omy. In principle, a shift from import-protection to export-promotion poli

cies will lead to the expansion of labor and resotrce-intensive export 

industries, in accordance with the country's comparative advantage. This 

to the abundant factors, labor and natural reincreases the real rewards 

sources. There will be a narrowing of urban-i ural and interregional income 

(19811) and NCSO 

(1980) data on regional location of inanufaciuring estabhlishments. 
29. Bawed on the athor's calculations, using E11R estimaies in Bautiista 
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differentials to tile extent tha, industries and enterprises in rural areas and 
outside Metro Manila are mor. labor-intensive and make greater use of local 
materials. A more effective market competition and more neutral incentives 
will also challenge the favored position of the powerful and the rich that 
typically reside in urban areas, especially Metro Manila. 

The effect on household income distribution cannot be readily estab
lished, given that the analytical relationship between the functional and size 
distributions of national income is ambiguous. However, the increased 
employment generation and eventual mopping up of excess labor surely 
would represent favorable conditions for reducing income inequality. 

As previously indicated (see Chapteis 3 and 7), there are visible signs of 
a significant reduction in the industrial concentration ratio and ofa dispersal 
of industries from Metro Manila. While these iesults are encouraging, it 
cannot be claimed that economic power and political influence noare 

longer being used 
to keep existing monopoly positions in the domestic 
market. Sonic pxolect findings on the remaining iegulated imports (i.e., 
subject to nontariff barriers) indicate that a significant majority of the 
competing domestic products can be attributed to large-scale, capital-inten
sive, and highly concentrated industrit-s in which foreign firms are heavily 
represented (de Dios, Special Paper No. 2). Apart from not being conducive 
to favorable equity effects, this is likely to make more difficult the successful 
completion of the import liberalization program. 

Agricultural Growth as a Demand Stimulus 
to Rural Industrial Growth 

As has been documented for an increasing number of developing coun
tries, trade and incitIstrial policies are a major influence on agricultural 
incentives and performance. In the Philippines, traditional agricultural 
products were subject to export taxes from 1970 to 1986, which served to 
reduce their prices for domestic producers. More importantly, however, the 
heavy protection accorded import-substituting industries effectively plenal
ized agricultural pm oducers by lowering the price of farm products relative 
to the p ice ofprotected industrial output, by increasing the cost of industrial 
inputs to agricultural production, and by inducing real exchange rate 
appreciation that reduces the domestic prices of agricultural export and 
import-competing products iclative to the pi ice of nontradables. Based on 

30. See, for example, Knieger, Schiff and Vald6s (1988) and BautIsta and Vald k1993). 
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the work of Intal and Power (1990), industrial protection and exchange rate 

overvaluation during 1960-1986 indirectly lowered domestic aglicultural 

prices by 24 peicent ol average; on the other hand, direct taxation was 

responsible for only a 3 percent average reduction in the agricultural price 

index. 
"Tiadeand industrial policy reforms would redress the price bias against 

of agriculagricultural pioduction and enhance the growth performance 

ture. As shown in the basic analytical scheme in Figure 8.1, agricultural 

growth can provide a demand stinmlus to nonagricLtut al production in 

tnban areas. The extent to which mial nonagriculturalboth rural and 

production can be given a boost from the demand side would depend not 

only on the magnitude but also on the distribution of income gains from 

agriculttural growth. 

Based oil the survey findings of the Philippine studies, as reviewed by Ranis, 

Steiai t and Reyes (1989), the consumption linkage effects of agricultural output 

and employnent dominate the pioduction linkage effects, attributable in part to 

the greater labor intensity of consttimptlor-{oientd runrl industries. A greater 

stinmulus to local pioduction is associated with income growth among lower

income runal households, owing to the tendency of the richer households to 

spend more oil goods pioduced outside the local area. 

As pointed out pi eviomsly, increased rural income inequality accompa

nied rapid improvements in agricutltu al productivity in the Philippines from 

1965 to 1971, although income distribution improved slightly during 1961

1988. This would explain in part why the accelerated agricultulal growth 

(hring the gi een-revolution period did not lead to a significant expansion 

of rural industry and to ral)id, self-sustained growth of the national economy 

(Bautista, forthcoming). Because the increases in agricultural income ac

crued largely to the tooi e affluent rui al households, the pattem n of effective 

was of urbanconsumer demand that evolved biased towti d the pioduc, 

based, capital-intensive industi ie. as well ais imported goods. 

The distliibution of income gains from agricultural giowth was influ

number of factors. In the first place, the dramatic productivityenced by a 

increases associated with the green revoltition in rice bypassed a large 

segment of the farming population that did not have access to irrigation 

water. Although there was widespread adoption of modern seed varieties 

even in small, ,ainfed farms (l-letdt 1987), the new technology was notably 

much less effective in raising yields where water levels could not be strictly 

regulated. In 1966, only 10.4 percent of total arable lands in the Philippines 
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was irrigated; despite the expansion of irrigated area subsequently, tile 
irrigated to arable land ratio could only increase to 18 by 1980. 

Moreover, the greater availability of the effective subsidies on credit and 
fertilizer for large farmers as well as their greater access to infrastructure 
investments (irrigation, electricity, and roads) also contributed to the bias 
in the structure of income growth against small farmers. Public sector 
infrastructure expenditures were notably concentrated inalso relatively 
progressive areas close to prim.1y markets. 

Among the poorest of the poor in the Philippines, as in most lI)Cs, are 
the landless rural families that depend on wage labor as their main source
 
of income (about 20 percent of rri al households in 1965). It would appear
 
that they also did not benefit much from the acceletated agricltural growth,
 
agricultural wage iates having fallen significantly in real terins fiora the
 
mid-1960s to 1974 (Reyes, Milan and Sanchez 1989: -40).Agricultual labor
 
use has not been helped hy the substantial mechani/ation of some firm
 
operations, particularly in rice land prepa-artion and threshing. On the
 
supply side of the labor market, the sustained high growth of the rural 
population (2.8 percent annual rate between the census years 1960 and 
1980) would have contributed to the failure of the eal wage to exhibit an
 
upward trend.
 

Another significant factor bearing on the distribution of income gains 
from agricultual growth is the distribution of landholdings. The unequal 
distribution of land (and the t eturn to capital) but not the real wage can be 
expected to worsen the (listribution of rural income. As late as 1980, only 3 
percent ofall farms in the Philippines were larger than ten hectares, but they 
accounted for about one-quarter of the total agricultural land area. Redis
tributive agrarian reform 
 was attempted by the Marcos government tnder 
Operation l.and Transfe that began in October 1972. It was a tenancy 
reform, so that the landless continued to have no access to land. Moreover, 
only rice and coi n wer e covered; the exclusron of firms growing other crops, 
constituting about half of the total crop land area, severely reduced the 
program's effectiveness in redistributing land ownership. More recently, the 
Aquino administration adopted the Comprehensive Agrarian Reform Pro
gram which not only includes all agricultural lands but also goes beyond 
tenancy to include other production arrangements such as profit-sharing 
and stock transfers, Program implementation has been disappointingly slow, 
owing to the considerable difficulties it has encountered. In particular, 
financing the program has been a major constraint, related to the govern



136 CATCHING UP WITH ASIA'S TIGERS 

ment's overall budgetary problem, heavy debt-service burden, and inability 

to mobilize additional financial resources. 

Broadly based income and employment gains from the iapid agricul

tural growth in 1965-1980 was not achieved also in pat t because of the major 

presence in the expoi crop sector of foreign firms engaged in plantation 

farming and lat ge-scale pi ocessing. An interesting compai ison between le 

Philippine and Taiwanesc experiences in the pioductiotn and exporting of 

pineapples and alananas indicate a sharp (onti ast between the "dispetsed 

stnallholder product on and decentrali/ed processing facilities with low 

levels of capital and technology in Taiwan, and multinational dominated 

orgami .ations in the Philippines using sophisticated and expensive equip

ment and sectuog supplies mainly from large-scale farmers or plantations" 

(Ranis and Stewart 1987:159). 

uring the 1980s, aglicultm al growth in the Philippines slowed mark

edly- from the ,t.9 percent average annual iate in 1970-1980 to 2.1 percent 

in 1980-1990. The latter figure is the lowest among 12 East and South Aksian 

countries (Bautista 1q93: 351), most of whidh suffered from a seveie dete

rioration in the tet ms-ol-ti ade for their agricultural 1)1oduct expotts during 

the decade. The latter was actompanied, in the Philippine case, by a 

significant ieduction in puhlic expenditure in agriculture. The agricultural 

share in national government expenditure declined ftrom 8.3 percent in 

1979-1981 to 6.3 percent in 1989-1991; over tile same period, which was 

chat actet ied by fiscal ieti enchmicrit, total public investment was more than 

halved. Not suiprisingly, the Philippines also showed a lower (GDl growth 

rate in 1980-1990 (. 1 percent, ave age auntual) elative to both its 1970-1980 

pet formance (6.3 percent) and that of' the other 11 Asian countries in 

1980-1990 (from 3.8 to 9.7 percent). 

That there is some i gency to the pi oblems of slow gi owth of national 

income as well its of lam ge income inequities in the Philippines is now widely 

recogniied. Improving the growth performance of the economy will not 

necessai ily lead to a i ed' iction of income inequality among various house

hold groups and geographic legions, and between rural and urban areas. 

But economic gl owth that is broadly based - to which agriculture and rural 

industry, at this stage of' Philippine development, can have a significant 

contribution - will help impiove the distribution of incomes over time. 

Agriculture being the predominant source of income and employment for 

the rural population, "getting agi icultum e moving" is necessary to generate 

the demand stimulus for a decentrah/ed, rural-based industrialization. Ag

ricultural growth has to be sufficiently egalitarian, however, to enable the 



137 TOWARD MORE BROADLY BASED PHILIPPINE DEVELOPMENT 

linkage mechanism to work effectively and promote the structural transfor

mation and long-run growth of the national economy. Based on the above 

discussion, this process will be helped by redressing the price bias against 

agriculture through trade and industrial policy reforms, by improving the 

access of small farmev', tu irrigation water, credit, fertilizer, and other inputs, 

by redistributing landholdings through an effective agrarian reform, and by 

promoting small-scale, labor-intensive agricultural production and process

ing. 

Concluding Remarks 

The importance of agriculture, at this stage of Philippine development, 

derives from the need to promote rural-based industrial growth and reverse 

the past pattern of industrialization that has been too concentrated in Metro 

Manila, large-scale, and capital intensive. Such restructuring of industrial 

from the demand side hy agriculturaldevelopment will be stimulated 

growth. The more the agricultural income gains to rural households are 

widely shared, the larger is the growth linkage effect on local and industrial 

policies can be expected to improve production incentives not only for 

rural-based industries and enterprises but also for agriculture. Depending 

on the latter's supply response and the associated incremental rural income, 

an additional demand stimulus to rtual nonagricultural production is gen

erated. All this will contribute to the achievement of a rapid, equitable, and 

sustained economic growth - which is undoubtedly the most pressing 

objective of development policy in the Philippines at this time. 

While our analysis is focused on trade and industrial policies, we recog

nize that other relevant aspects of economic policy also need to be given due 

attention. In particular, credit policy and pu lic investment are important 

determinants of both agricultural and rural nonagricultural supply re

sponses to the improved price incentives arising from trade and industrial 

policy reforms. To the extent that past anti-rural biases in credit allocation 

and infrastructure expenditure have remained,3 1 it is necessary that policy 

reforms redressing those biases be also implemented. Adequate access to 

credit and infrastructure may not make unprofitable rural performance and 

reduce the effectiveness of trade and industrial policy reforms. 

For adiscussion of how past credit policy and public investment in the Philippines have31. 
discriminated against rural producers, see Bautista (forthcoming). 
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A final point is worth emphasizing. Given the present structure of the 
Philippine economy, including the severe underutilization of the labor force 
and the income inequities described in the beginning of this chapter, one 
can readily agree that the social desirability of labor-intensive, small-scale, 
and rural-based production exceeds its private profitability. This positive 
externality provides an economic rationale for policies to discriminate in 
favoi of'rural-based industries and enterprises. The irony is that for too long, 
development policy in the Philippines has been strongly biased in the 
opposite direction. 



CHAPTER 9 

Scope for Regional and Multilateral 
Cooperation for Export Expansion 

Among the major findings of the industry studies of the project is that 

demand-side constraints arising from the limits of the country's small do

mestic market have effectively hampered the growth of industries and their 

attainment of efficiency. This was verified for consumer products such as 

dairy products, for the machinery and transport industries such as agricul

tural machinery, motorcycles and parts, ships and boats, household electrical 

appliances, as well as For the intermediate industries that constitute the 

packaging sector. 

Asian NIEs and the more successful ASEAN economies of Malaysia and 

Thailand had all experienced such an impasse under the domestic market

oriented phase of their industrialization process. A striking com.nonality in 

their ability to break out of this impasse was their adoption of an export-push 

strategy that led to an expansion of demand in world markets. It could be 

argued, however, that since then the opportunities for growth into export 

markets have substantially decreased with the global decline in economic 

growth and the increasing protectionism worldwide. 

It is true that the world market that confronted the Asian NIEs during 

their export-promotion drive in the 1960s and 1970s was generally charac

terized by moderate income growth of industrial economies and declining 

protectionist barriers. In the 1980s, the second-tier Asian NIEs (ASEAN's 

Thailand and Malaysia), while being faced by decelerating growth in deve

loped country markets, nevertheless had the advantage of rapid structural 

changes and exchange rate adjustments in the Asian NIEs andJapan. These 
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allowed them to move into export sectors that were being abandoned by 
these countries due to waning competitiveness while sImultaneously attract
ing their financial resources to expoi t-or;ented sectois, thus strengthening 
further ASEAN's industrial efficiency. In contrast, the decade of the 1990s 
started off with a severe recession in the developed economics, which 
together with the foi mation of regional trading blocs, inci eased the anxiety 
of developing countries as to possible displacement in theii major trading 
partnei-s. Moreover, the start of the re-integration of' China, Vietnam, the 
East Euopean and foi mer Soviet republics into the world's free market 
added a new complication to the highly competitive struggle for export 
markets. In the facc of all these, do mal ket oppoi tunities sull exist to war ant 
the Philippines' pm suit of an export-push su ategy? In the following sections 
we shall considei various dimensions of the problem. We fii st examine the 
growd prospects of voi ld and regional incomes and trade. Then we look at 
the drift of protectionism in world markets, pal ticulai ,ly in the light of the 
Uruguay Round. In a third section we analyie the possible effects of egional 
trading blocs oil the coutntty's trade and investment prospects. 

Growth Scenarios for tie 1990s and Beyond 

After a protracted recession in the major industrial economies, growth 
indicators showed, at tile time of writing, a perceptible upward movement 
starting mainly with the US. A growth rate of 5.9 percent has been reported 
in manufacturing output for the last thi ee months of 1993. Although this 
will probably be scaled down somewhat iii 1994, the upwamd trend is generally 
believed to be on solid course. Germany, likewise, has predicted an imminent 
recovery and other European countries have shown signs ofslowlv emerging 
from the recession. Japan, though still in the throes of pe'stimism over 
neai-term piospect- of ecovery, is nonetheless bent on recharging the 
economy with a pump-priming package ':onsisting, among other things, of 
14 trillion yen (approximately $127 billion at the current rate ofY 110/$ 1) 
of govem nment expenditures and various tix cuts. 

Indeed, the long-term forecast of GNP by tie U;N Project Link Model as 
of September 1993 warrants optimism over the growth prospects of the world 
economy. World GNP is expected to grow at an average rate of 2.9 percent 
from 1990 to 2002, with developed market economies growing at 2.5 percent 
and the developing countries at 5.5 percent. South and East Asia are still 
expected to be the fastest growing region,, growing at an average of 6.3 
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percent over the same period. And China is forecast to grow even faster at 
an average of 8.7 percent. 

These income growths translate into an even higher growth in world 
trade, averaging 8.5 percent and 5.9 percent in nominal and real terms, 
respectively, from 1993 to 2002. Developed market economy imports will 
grow at an average of 7 percent annually, and developing country imports 
still more at 12 pet cent.japan's average import growth rate of 9 pet cent for 

the pcriod will be higher than the world average, while China's import 
growth of 13.6 percent is expected to outstrip those of East and Southeast 
Asian NIEs. All these imply that a country seriously and resolutely embarking 
on an export-oriented strategy should be able to find export markets in both 
developed and developing countries. In particular, markets in the latter 
group - patrdcularly in the high-growth East and Southeast Asian regions 
- appear promising. 

It is worth stressing however that even under the less attractive trading 
environment of 19910-1993, some countries- notably, Hongk,:ng, Thailand, 
and China - managed to maintain their double-digit export glosth ates. 
There is therefore even less reason for the Philippines not to glow export
wise now that the prospects for world demand and trade are brighter. 

Protectionist Sentiments 

The above growth forecasts, however, assume that trading nations, especially 
the major industrialized ones, do not become severely more protective than 
at the time the lorecasts were made. Are there indications that this is a valid 
assitinption' 

It was noted earlier that in the 1980s, industrial economies had become 
more protective of their domestic industuies than during the high-growth 
period of the 1960s and 1970s. Although tariff's had basically gone down 
thiough several rounds of mai ket-')pening negotations (e.g., the Dillon 
Round, the Kennedy Round, the Tokyo Round), nontariff barriers ofvarving 
stripes and potency began to proliferate and seriously threaten the viability 
of the global trading system. 

Toward the end of the 1980s, hc-vever, a fi esh initiative was taken to put 
more order into world markets via the Uiuguay Romnd o: negoi ations. 
Howevem, up to the end of 1993, no end seemed to te in sight to the tough 
negotiations that started seven years earlier. Finally, on january 16, 1994, a 
trade deal was struck anmng 17 nations, promising an expansion of global 
trade and allaying fears of furthei escalation of protectionist sentiments. As 
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an example of the Round's achievements, a stronger dispute settlement 
mechanism will be put in place which hopefully would effectively curb the 
use ofunilateral retaliatory measures, such as tile US' super 301 of 1988. This 

is provided for in the ci cation of the l)ispute Settlement Body, it subgroup 

of the Multilateral Trade Organization that is supposed to replace the 

General Agreement on Tariffs and Trade (GATT) system in 1995. Mot eove, 
gray areas such its anti-dumping actions and use of other NTBs were not 

covered by the formei (;ATT. New rule,, will now be set to limit the overuse 
of such actions. The MFA, which in the past, had put a cap on developing 
country textile and garment expo ts to developed countries through bilat

eral quot, arrangements, will now be absoi bed into the GATT accords and 

gradually phased out over a ten-yeai pei iod )eginning 1995. This is expected 

!o boost further developing country exports of textiles and garments,)ut will 

also make competition fiemcer among participants. 

Although the negotiations were primiarily undertaken by the smaller 
group of (leveloped counti ies, nai ket-opening meastu es that restlted from 

the Uruguay Round would benefit developing countries under the MFN 
rule. One could cite a numbnei of examples on the Concessions made by 

Japan, whi h is still widely conside, ed to be a i elatively closed market. Foi 

instance, although rite trade was basically spai ed by the U R negotiation, 

Japan's rice market which had been a tightly potected fbi t ess for decades 

was, for the fiist time, opened definitely to imports. Moreover, Japan has 

agreed to tam iff)' 22 fimu products and reduce such tariffs by 15 percent over 

a six-year period. japan had also agreed to a tariff-ieduction in 1,500 

agriculural products by an average of' 36 percent during the period 1995
2000. On industrial pi oducts,Japan will unilaterally remove tariffs on scien

tific devices, electronic pioducts, filns and certain types of toys and rubber 
product and slash tariffs by 50 peicent on leather goods. Other developed 

economies will likewise reduce tariffs on scientific devices and electronic 
products, and on a reciprocal basic, abolish tariffs on pharmaceuticals, 

construction 'machinery, medical equipment, steel furniture, agricultural 

machinery, beer, distilled spirits, and others. 

Thus, fiorm a global viewpoint, the completion of the Uruguay Round 

promise,; to create iamore open world trading system froni which developing 
count ies embarking on an export-push sti ategy would stand to benefit. 

It must also be mentioned in this connection that even before the start 

of the UR negotiations, a number of developing countries in the 1930s have 

unilaterally taken the path of trade liberalization, the Philippines being one 
of them. This has opened further many new oppoi tunities for greater trading 
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activity among them, an opportunity that is not inconsequential considering 
the above-average growth rate ofdeveloping economy incomes and imports. 

This phenomenon has not been lost to the four Asian NIEs whose share of 

exports to these countries have been showing an upwald shift during the 

late 1980s. Moreover regional trding arrangements among developing 

countries are seen as offering another venue for greater interpenetration of 
developing country markets (World Bank 1993b). 

Regional Trading Arrangements 

A number of initiatives toward the strengthening of or formation of regional 

trading blocs had been undertaken during the end of the 1980s and early 
1990s. The creation of the Single lEuropean Market (SEM) was approved in 

1986 and scheduled for completion by end-1992. In 1988, the Canada-US 

Free Trade Area was formed and subsequently enlarged to include Mexico 
in December 1992, with the ci eaion of the North American Free Trade Area 

(NAFTA). In Janutry 1993, the process that leads to the cication of the 
ASEAN Free Area (AF[A) was set in motion. 

While regional ti ading arm angements ;i 2primarily intended to liberal

ize trade among member-nations, alnost instinctively, nonmembers react 
with a fear of possibly being left out of and discriminated against in the 

process. Right from the b.ginning, the announcement of the SEM was 

hounded by the specter of a 'Foi tress Europe' looming in the minds of 

policymakers and businessmen in the US and other developed countries. 

On the other hand, developing countries not in the preferential list of EC 

were anxious over the possible diversion of trade and investment flows 

toward the relatively less developed economies of the Community, such as 

Portugal, Spain, and Greece, or even to the neighboring Eastern republics 

which were coincidentally beinag reintcgrated into the wol Id's trading system. 

Similar sentiments have been expressed ovCi the formation of the NAFTA 

(lue to the unrivalled position of Mexico, a developing country with free 
access to the huge North American market. 

From a theoretical standpoint, the effects of the formation ofa free trade 

area can be viewed in terms of static (trade creation and trade diversion) 

and dynamic effects on welfare of the member-countries. Nonmember 

countries, however, could be adversely affected through the trade diversion 
effect of not being accorded the same free access to member-country 

markets. On the other hand, dynamic effects of the free trade area (FTA) 

can have both positive and negative effects on nonmembers. As for dynamic 
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effects on nemtber-countries' welflare, increased competitiveness and pro
ductivity are expected to resilt from greater exposure to competition or 
from scale economies, ion tile spread of tectiological innovations and 
from the inciease in intia-regional investments mndeitaken by both mem

bers and nonmembers. As a iesult, nember-coiltty real incomes grow, 
leading to a rise in impoi t deiandf for 0oth ln ti and ext a;- egional output. 
But nonmember counti ies may lose miai kets in the region with the improve
ment of competitiveness and the lowering of prices of competing goods 
produced by member countries. In addition, diversion of investment flows 

might take place as tile free tiade ai ea becomes a ioi e attractive investment 

site for both nlemlbers and non-mebei s. 

To examine the possil)le impliadons of tile formation of iegional 
trading at rangements on Philippine oppoi tunities foi export expansion, we 
shall briefly discu,,s tile plospects Ib incleased tiade and investment under 

each of the three regional trading blocs mentioned ealier, as well as other 

developments in the Asia Pacific iegion. 

The Single European Market (SEM) 

The formation of the SEM is not exacdy the same as the formation of a 

customs union althottgh there are clea analogies (l)avenport and Page 
1992). Tariff barriers had already been eliminated wilth the formation of the 

EC, so that ci eating the SEM entails mainly tile, emoval of non tai iff ban iers 
(NTBs), including public procurement etgulatlons, national standards, cel
tain taxes, border contiols, and institutions. Thus, l)avenpolt and Page 
(1992) redefined trade creation ,and trade diveision effects of the SEM fot 

developing countries, not in the static sense of tile clstomis union analysis 

cited earlier, but in terms of its dynamic effects. In their study, trade ci cation 

reft s to the increased demand For exports genelated ily increased incomes 
and output stimulated by the SEM. On the other hand, trade diversion refers 

to the reduction in import demand for nonmember goods arising from the 
improved productivity of EC's own capital stock. Terms of trade eflects are 
also examined, consisti iig of the effects on developing-country exports of the 
rise in prices ofprimary goods iesulting fiom the rise in Comnn ity demand 
and the lower import bills arising fron the lower E(" export prices for 

manufactures. 

Their results indicate a positive effect on developing country exports of 
both primary and manufactured goods. However, the authors are quick to 

add that under tile most optimistic estimate of SEM's impact on the Com
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munity's GDP growth, the increase of developing country expot tsto EC will 
not be substantial, constituting only 3.7 pet cent of their exports of goods 
and services to the Community. A caveat to this conclusion is the assunption 
of a once-and-tot-all increase in EC's (;I)P as at estlt of the SEN. Other 
analysts sti 1 as Baldwin (1989) have aigued that the SEM could lead to 
higher long-term growth through the intensified flow of inntovationis, andI to 
new processes and poducts, which could result to a long-term increase in 
member countries' import demand. 

In the case of manufactured goods trade, trade diversion effects are 
found to swamp the ttade ci eation effects, leading the aitho s to argue that 
the "less the present significance of its tnantificturing exports, the more a 
country will benefit from the locomotive effe(t of 1992" (l)avenpoit and 
Page 1992: 10). Malaysia, Ib instance, tutns up with a negative overall effect 
on its trade flows while Thailand could expect an Increase of 1.5 )etcent of 
its exports to EC (based on 1987 data). On the other hand, the results are 
brighter in the field of service exports, such as tourism. 

The Philippines, not being a major developing country exporter to the 
Community, had not been included in the quantitative analysis of the study. 
However, floma an examination of the coimmodity stiutctt e of Philippine 
exports to EC, one can haiatcd a few guesses its to the likely impact of the 
SEM. The main expot ts of the Philippines to the tht ee major E('ma kets 
(Republic of (;etmany, Netherlands, and United Kingdom) apparel,are 
electi onic producLs (mainly semiconductot devices), and food products 
(coconut ptoducts or fish and other marine products). The Muld Fibre 
Agieement (N!FA) has been the main trading arrangement in the case of 
appatel exports. This trading arrangement, as mentioned eatlier, will be 
managed by the (;AIT ft eventual phaseout after ten yeals. Thus, the 
anxiety overa morei estrictive regime with global Community quotas repla
cing nationtl quotas is basic ally unfounded. Oni the other hand, the sori cing 
of semiconductors is closely linked to global investment strategies of EC 
multinational firms and is n11sl likely independent of the integration taking 
place withi:" the Comni, ,,,t. Finally, food product expor ts are mainly
limited to tiopical and o-.' -rnatural-resource intensive products of tie 
lhilippines which could not be easily divei ted to nember-country produc
tion sites. Thus, as a whole, we may expect little perceptible effects on 
Philippine-EC trade of the SEM. However, definitivejudigment can only be 
reached through a more formal and possibly quantitaive analysis of the 
effects of the SEM on Philippine export opportunities. 
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As against the modest but positive impact on developing country ex

ports, the authors point to a possible threat of damage to the multilateral 

system as a result of the SEM. The Community's strengthened bargaining 

hand as well as the Community's 'new self-confidence' could lead to more 

protectionism, such as in the setting of rules of origin or national composi

tion, extension of coverage of quotas, or even in a more iealous application 

of health and hygiene rules. This could take place under piessure of 

adjustment problems in some member states or persuasion of the strong 

members. However, as mentionedprotectionist bent of certain powerful 

earlier, a strengthened GATT should work toward reducing the possibility 

of such a threat. 

The North American Free Trade Area (NAFTA) 

The NAFTA is a comprehensive free trade pact that envisions the elimination 

of both tariff and nontariff barriers to trade among regional partners US, 

Canada and Mexico over a period of ten years. A number of sensitive 

products, however, have been given a 15-year transition period. It essentially 

improves and expands the Canada-US FTA and reinforces the market

1985. It is expected tooriented policy reforms of Mexico adopted since 

accelerate the pace of change already observable in the Mexican economy 

bywidening the reforms to include such sectors as autos, textiles and appai el, 

finance and telecommunications. It offers Mexico fireer access to the huge 

more than what any other nonmemberAmerican and Canadian markets, 


country can achieve through bilateral negotiations. The US, on the other
 

hand, would strengthen her foothold in an already important and rapidly 

growing Mexican market while benefitting from the improved resource 

allocation cffecLs and industrial restructuring that the free trade area will 

can look forward to a reinforcement ofdemand. Canada, for her part, 

preferences in the US market while opening up export opportunities in the 

Mexican market in such areas as finandial services, autos, and government 

procurement (Flufbauer and Schott 1993). 

In terms of gains, estimates using CGE models give a range of I percent 

to 7 percent of GI)P of the participating countries, depending on the 

differences in the structure of the models used (Lustig, Bosworth, and 

Lawrence, eds. 1992). As to NAFFA's trade effects on nonmember countries, 

it is said to hinge on the degree of liberalization that will be achieved under 

the free trade agreement as well as on the success of the Uruguay Round in 

being able to keep the world trading system fairly open. The main source of 
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anxiety by third countries is in the degi ce of" estrictiveness of the NAIFA's 
rules of origin. These will detc mine the goods that will qualify for p efel en
tial treatment under the NAFTA as well as detei mnine the amount offoreign
sourced components that will disqualify goods flout NAFTA benefits. Two 
sectois have been cited as prominent exaiples of the restrictiveness of 
NAFIA rules of oi igin: textiles/appau el and atluos. In the case of textiles, a 
"yarn forward" rule is adopted for most products whe el)y an item will qualif ' 
for regional prefei ences if produced from yai tnmade in a NAFTA member 
country. On the other hand, for autos the otle adopts a net cost appi oach' 
for calculations of origin, btt this requit es a NAFTA value-added test even 
higher than the 50 percent i eqiti ement under the (anada-US 1-7A. Moi e
ovet, tracing requirements are adopted in such , way that fot eign coipo
nents of engines, transmissions, and other specified pat Lsae subtracted to 
arrive at tile new content tequii enents of autos. All these tend to woi k 
against third county interests by iaising substantially the regional content 
requirement to avail of the NA1TA benefits. Computers, however, do not 
seem to suffer from such potentially discriminatoiy requii ements. A com
mon external taiiff is adopted for such imports, the, eby ieducing the 
problem of trade deflection (Hubatier and Schott 1993). 

There are no quantitative estimnates of the trade effects of the NAFFA 
on the Philippines. H-owever, considering the impoi tance of the US market 
for Philippine exportei s as well as the competitive standing of Mexico as a 
developing economy, sounds of alarm have been iaised in some quarteis 
ovei the possible trade divesiot etfects of the NAFI'A. A quantitative
 
assessment of possible trade and investment diveision effects of the NAIFA
 
on the electioni sindustry predicts a decline inprofitability of nonmember 
countries in Asia, and especially so in the ASEAN, pat ticulai l),for Thailand 
and Indonesia, vis-a-vis Mexico (Fujita H:)941). The expected inciease in 
profitability of the Mexican electi onics industry i esults fiora its enhanced 
accessibility into the US and Canadian markets, as well as fiom the improved 
access to intermediate inputs produced by American and Canadian firms. 

The most important exports of the Philippines to the US are appai el 
and semiconducto s. In the case of appai el, nost expoi ts aie under consign
ment so that the 'yarn forward' rule should not pose much of a ploblem. 
However, the value-added component from the Philippines is levied a tariff, 
giving Mexico an edge. On the other hand, whatever apparel subcontracting 
could be diverted to Mexico as a result of NAFTA would already have been 
entering the US at close to fice trade rates even before NAFFA. Thus, the 
possible trade diversion of apparel exports under consignment would be 
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minimal. For those not under consignment, the managed trade under MFA, 

as mentioned earlier, would be placed under the purview of tile .ATFFwhich 

envisions its abolition over a ten-year period. As for autos and pai Ls in which 

the risk of trade diversion is equally stiong, the Philippines is not yet an 

important exporter of auto parts to the Noi th Amei ican mnarket. 

In general, thei e seems to he consensus amiong analysts that tile trade 

diversion effects on nonmember (.o1nulies could take place in only a few 

sectors, because in many aicas, the NAIFTA merely codifies the already 

relatively free trade between the US and Mexico. lhbater and Schott 

believe that, on balance, the income eflects on import demand for extra-re

gional goods would be more important than the possible trade diversion 

effects. Thus, they expect little change would take place in tei ms of nonimem

hers' access to the US market than what would otherwise have taken place 

without the NAI FA. In any case, they think that whatever trade diversion 

effects will take place would esult more from the incl eased competitiveness 

of tle North American industries rathei than from n( reased ti ade barriers. 

Moreover, future risks on tradC (lVel sion may he mitigated by another factor, 

namely the intelnal piessuie within NAITA to reduce MFN rates to tile 

lowest-rate country in oider to avoid tiade dellection. 

What about tile posihility of investment diveision effects of' the two 

jegional arrangements cliscused above? It can be arglcl that investment 

flows could be diverted towa (I the i egional blocs away fr om nonmembers. 

First, the two ai eas would become more atti active to investoi s, both membhers 

and nonmembers. Second, global adjustments of investllent flows in favor 

of member countries can take place as business films rationalize their 

production location and disti ibution activity given the new trade regime. A 

spate of mergers and acquisitions was observed inllthe Conmmunity after tile 

announcement oft he SENI, epeC( ially since financial and investnent-i elated 

services were also bound to he libei ali/ed. Nonmember fi ins, afi aid ofbeing 

left out of the regional mat ket, can be expected to step up investment flows 

into the region. Japanese increased investments in the UK's atito industry 

are believed to have been undertaken in anticipation of the SEM. In NArFTA, 

Mexico could expect to draw investments especially from the US by both 

American and nonmember firms in labor-intensive processes and products. 

Moreover, to the extent that investment flows are usually trade-related, 

investment diversion may also induce some trade diversion. 

It is always (liffictult to ascertain, let alone quantify, the occurrence of 

investment divctsion l)avenport andlPage (1992), aftei examining the 

geographical disti thution of US, (;e'rman, and japanese FI)I flows between 



149 SCOPE FOR REGIONAL AND MUL TILATERAL COOPERATION 

1981-1988 tended to perceive no clear evidence ofa diversion of investments 
from developing countries in favor of the EC, inspite of a conspicuous 
increase in the Community's share of all of the three countries' FDI flows 
after 1985. Examination of more recent data by Agarwal et al. (1994) 
undertaken to detei rnine the possibility of trade diversion into the Commu
nity from both developed and developing countries, under various assump
tions on global and sectoral bases, similarly concluded that in spite of the 
evident increase in intra-Community FlM after the announcement of the 
SEM, trade divet sion at the expense of noninember countries has i emained 
"fairly limited with few exceptions at the sectoral level." The conclusion 
being arrived at is that the globalization stiategies of EC firms, especially in 
the fast gi owing East and Southeast Asian economies, seem to be taking place 
independently of the integration occuri ing in the Community. 

The ASEAN Free Trade Area (AFA) 

The recent initiative toward the formation of the AFTA at least indicates that 
ASEAN member countries are becoming more aware of the need for an 
integration of their economies through trade and investment. Past efforts at 
regional cooperation failed to go far enough to make a dent on member
countries' trade and production stiuctures. The question that arises is 
whether the effoit that will involve much structural adjustnent in each 
member-country's industriaul s.tructure is wor th the gains promised by re
gional integration. So far, the economic modelling of the possible effects of 
the AFIA have yielded positive but not substantial effects on regional trade 
and production. Imada, Montes and Naya (1991), employing two models 
with dii fei ing methodology, base years, and covei age ofgoods, conclude that 
there will be a significant increase in intra-ASEAN trade as a result of the 
AFTA but with intra-ASEAN tiade making tip only a small share of total 
ASEAN trade; with extra-ASEAN trade slightly declining, only maiginal 
changes in total trade can be expected. However the resulLs may hinge on 
the fact that the models do not allow possible dynamic effects or feedbacks. 
Yap and Edillon (1992) simulated the effects of a 100 percent gradual 
reduction oftarifflates on ASEAN goods traded within ASEAN over a period 
of seven years, with the use of the (APDC) Link model. The experiment 
indicated a net gain for all countries in terms of long-run GDP growth but 
which again turned out not to be substantial. Teh (1993) attempted to 
quantify the effects of the Common Effective Preferential Tariff (CEPT) 
applied to industrial and processed agricultural products of the Philippines 
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using a CGE model. He reported very little resource allocation or eficiency 

gains for the Philippines as a result of' the implementation of CEPT. The 

value of trade induced hy the lowering in tariff rates turned out to be similarly 

modest. The weaknesses of the model may, however, be partly responsible 

for such results, as the authoi indicates. These are the faiule to consider the 

effects of the removal of nontariff barrici s among ASEAN countries as vell 

as the influence of scale economies. All these models, however, suffem from 

their inability to capture the dynamic effecs of the formation of the free 

trade area, which are widely considered to be far more significant than the 

net static effects. 

On the other hand, it has been argued that a unilateral, multilateral 

lowering of trade barriers will bring about greater welfare gains for a country 

than the Formation of regional trading blocs. However, it is highly debatable 

whether a truly significant mat ket opening can be accomplished unilatemally, 

without the pressure of a regional commitment to a free tiade area, given 

the reality of the existence of powem ful in(ltstrial lobbies in the country. The 

ieciprocal nature of access to the advantages of market-opening moves 

under AFFA might seem to be more palatable to interest groups than 

unilateially undeitaking increasingly deeper cutLs into the country's trade 

in all these efforts is thebarriers. In any case, what should not he missed 

underlying ti end towaid fireer trade. The AFTA may thus be considered as 

only a step toward a more significant opening of the Southeast Asian region's 

economies to global trade and investment. 

lreoccupation with the AFIA, however, should not be allowed to con

ceal the potential significance of the formation of 'growth triangles' or 

sub-regional economic zones (SRFZs) to dynamie ASEAN trade and invest

ments. Without any fbi1 tral agreement of their governments, Singapore and 

Malaysia have developed border trade to such an extent as to stimulate the 

movement offinancial and human Iesources to the.Johor area. This has been 

Island with the tacit approval of the presidents ofextended to the Batan 

Singapore an(l Indonesia but managed by the private sectors of the two 

countries (Yamazawa 1993). A similar 'Northern Triangle' is being consid

ered by Malaysia to link its not hmrn Islamic business areas with northern 

Sumatra and southern Thailand itswell as another one led by the Malaysian 

capital covering the border areas of Cambodia and Vietnam. Likewise, work 

is underway to realize the growth triangle linking Mirdanao with Sabah and 

Sarawak. In most cases, these are icinforcements of the border trade that 

had naturally arisen over the years between neighboring territories. Greater 

more cooperativeconsciousness of the possibilities for mci eased trade and 
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effort toward realizing these potentials will serve to strengthen the basic 
movement toward a more liberal and hence, wider and more intense trading 
activity in the region. 

We can now offer a more definite answer to the question raised at the 
beginning of the section: Are there market opportunities that still remain to 
warrant the Philippines' pursuit of an export-push strategy? The answer, on 
balance, is an unequivocal yes. While there will always exist potential threats 
to the viability of the global trading system, the degree to which protection
ism could wreak havoc on the system has been greatly minimiled by the 
accords reached under the Uruguay Round. Of course, this depends to a 
large degree on the willingness of GATf-member countries to honor their 
commitments and to inject more strength into the World Trade Organiza
tion that will replace the GATT. With this premise, the expected moderate 
to high growth in global and regional incomes and trade could be realized, 
with the resulting expansion of tiading opportunities. 



CHAPTER 10 

Summary, Conclusions 
and Recommendations 

Philippine economic development literature abounds with studies on trade 
and industrial policy and the manufacturing sector. Major studies have 
contributed to a greater understanding of the effects of the trade policy 
regime on industrial efficiency that has led to the rethinking and formula
tion of more appropriate policies for industrial development. Specifically, 
this relates to the two principal conclusions which have emerged from these 
past studies: 

(1) That the more than three decades of protection had been very costly 
in terms of its inherent penalty to exports, with serious adverse 
impact on resource allocation, and dynamic efficiency losses arising 
from lack of competition; and 

(2) 	 That a reform toward a more liberal and neutral trade policy is 
necessary to propel the economy to a higher level of industrialization. 

In line with these conclusions, the continuing thrust of the country's 
trade and industrial policy reform is to provide an environment conducive 
to industrial growth and productivity by eliminating at least the policy
induced distortions to resource allocation. This thrust is the spirit behind 
the tariff and import liberalization policies of recent years. 

With little evidence on the impact of these reforms from past studies, 
owing mainly to the necessary lag time for such impact to be felt, difficult 
questions remain on why the industrial sector remains sluggish, when will it 
take off, or even whether it will ever manage to come out of the slump and 
catch up with our dynamic Asian neighbors. 
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This study is yet another attempt to plough through these questions. Its 
major objective is to provide a better understanding of, as well as more 
perceptive empirical findings, about Philippine industrialization policy, the 
state of the manufacturing sector, the impact of reforms, and what more 
needs to be done. The study, to our knowledge, represents the first attempt 

to utilize plant-level clat from industrial censuses of the country to analyze 

the effects of the trade policy reform. 

Summary of Findings 

The empirical findings of the DIA project lend strong support to the two 

aforementioned major conclusions. 

From the point of view of resource allocation alone, the cost of decades 

of protection is very evident. This is indicated by the estimates of DRC/SER 

(domestic resource cost as a ratio of tbe shadow exchange rate) across 

sectors. The average ratio for manufacturing is significantly above 1 ( 1.7 for 

1983 and 1.5 for 1988) showing an inefficient conversion of domestic 

resources to foreign exchange in general. Moreover, the DRC/SER ratio 

varies widely both across and within industries. Some are efficient, in that 
they use little resources to earn or save (usually earn) a net unit of foreign 

exchange, just equal or even less than the value in pesos of the net foreign 
exchange earned or saved. Others are inefficient, using even more resources 

than the value ofnet foreign exchange they save. Such awide variation clearly 
indicates an inefficient allocation of resouices since resources would have 

been put into better use if more were used in activities with low DRC/SER 

ratio and less in those with high I) RC/SER ratio. The more widely divergent 

aie the ratios, the more inefficient would be the allocation of resources. 
It is very encouraging to note, however, that the findings also show 

improvements in industrial resource allocation and performance between 

the two end-years considered and that a favorable impact on the manufac

turing sector could already be discerned. This is borne out by results from 
both the macro and micro studies of the impact of trade liberalization on 

industrial performance. 

On the macro side, with appropriate exchange rate policy, Tan (Special 

Paper No. 1) estimates that trade liberalization, as efrected by E.O. 470, could 
contribute an additional growth in income of around 1.8 to 3.0 percentage 

points (depending on the demand and supply elasticities), which is substan

tial by any standard. A slight negative impact of -0.2 percent is the worst 
scenario estimate, assuming a fixed exchange rate, but this is still much lower 
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than what was suggested by those opposing the trade reform. Indeed, even 

with a fixed exchange rate, if resource allocation among industries responds 

more to changes in relative protection, rather than to absolute protection, 

a positive increase in income growth of up to 1.4 percentage points, could 

still be gained. 
On the micro side, the DIA studies on selected( industries and on the 

overall manufacturing sector find .avorable indications of the impact of' 

reforms on competitiveness and overall industrial performance. While trade 
liberalization may increase imports and restrict the market for locally pro

duced goods, it also increases competition and induces greater efficiency 

among domestic producei %.At the same time, ti ade liber,1li/ation would lead 
to export expansion which widens the market, i esulting in lower production 

costs and highei efficiency. Thus, impi oved iesource allocation is expected 
on the whole in the sectoi s using iesoui ces more efficiently, which is indeed 

what is indicated by the estimts of DRC hetween 1983 and 1988. 
For the whole m.inufacttring sectoi, the [)RC/SIIR iatio went down 

from around 1.7 in 1983 to around 1.5 in 188, clearly an indication of an 

increase in tile overall level of competitiveness of the manufacturing sector. 

To illustrate further, the share of establishments whose I)RC/SER ratio falls 
within the range of zero and one ( i. e., those with :dlocative efficiency) rose 

substantially between 1983 and 1988, in terms of both value of output and 

number of firms. In terms of value of output, the share of efficient firms 

increased significantly fhorn 18.8 percent in 1983 to 39.5 percent in 1988. 

This again clearly indicates a very real and desiiable iesout ce reallocation 
accompanying trade i eforms (see Chapter 7 for more details). 

Trade policy refloim is also expected to rtduce hairiers to entry in 

existing industries, especially for small-scale produccis who aie invariably 

penalized by rest!ictive trade policies (such as QRs on imports of material 

inputs). Increased market contestability affoided by a more open trade 
iegime does not necessarily have to be accompanied by a reduction in 

industrial concentration, since the mci e threat of imptolt competition is 

sufficient to keep monopolistic tendencies in check. Nonetheless, the evi

dence points to a significant deconcentration of manufacturing industries 

taking place between 1983 and 1988, as reflected in the sharp decline in the 
four-plant, value-added concentration ratio at the 3-digit PSIC level. Further

more, the large majority of new entrants into industries were relatively 

small-scale plants. While the number of manufacturing plants increased by 

63 percent from 1983 to 1988, employment grew by only 21 percent. This 
led to a significant decline in the average employment size of manufacturing 
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plants from 125 to 92 workers per plant during the period. Tie composi
tional shift toward smaller plants served to reduce the !age-scale hias of 
Philippine manufacturing industries, which presumabv would have had 
positive employment and income distribution effects. This did not generally 
involve a tradeoff in efficiency, inasmuca as small and medium-scale plants 
have been found to be at least as efficient as the large scale plants in a wide 
range of 3-digit PSIC industries. 

Another point with regai d to the impact of trade reforms is worth noting. 
This relates to the finding of a decline from 15 to 41 percent during 
1983-1988, in the contribution of Metio Manila to manufacturing-sector 
output indicating a discernible regiona! dispersal of industi ies. Because past 
inport- protection policies favored industries that ielied heavily on imported 
inputs and capital equipment, there was a stiong inducement to locate plants 
near Manila, the pi incipal pot t. It is to be expected, then, that trade policy 
ieforin would reduce the incentive bias toward Metro Manila-bascd enter

prises and the effective penalty to the more geographically dispersed indus
tries that make gi eater use of indigenous materials. 

Furthe t e, trade policy reforms are consistent with a bi oadly based 
economic giowth (see Chapter 8 for more discussion). By imploving access 
of small farmers to irrigation water, credit, fertilizer, and other inputs, and 
plomoting small-scale, labor-intensive agricultural production and piocess
ing, trade and industrial policy reforms would iedress the bias against 
agricultural ploduction and enhance the growth performance of agricul
title. In t1nt, agricuhural growth (an provide a demand stinmlus to non
agricultural pi oduiction in both rual and tirban areas. 

The pi esent study recogni/es the difficulty of disentangling the effects 
of trade refo in pi ope,"front those attributable to macroeconomnic and other 
policies. Mo, eover, the data for 1988 would captu e only the interim results 
ofthe ongoing trade policy Iefo in. Nonetheless, the results are unequivocal. 
(Regression results show that the percentage change in EPR is a very 
significant explanatoy, vat table hi the )i (enrage change in the I)RC/SER 
ratio.) What makes the resilLs even more encouraging is the fact that there 
was hardly any adjustment assistance to accompany the trade reforms during 
the period considered. 

We now turn to the findings on the investment incentives system. There 
are two basic areas of concei n - (1) the type of incentives granted, and (2) 
the determination of the IIPPI (Investment Priorities Plan). 

With respect to the first concern, in general, the conclusion is that there 
are weaknesses in the incentives provided. In sum, the key incentives of the 
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OIC - income tax holiday and tax-free importation of capital equipment 
-have reintioduced the bias toward capital-intensity. Moreover, tile income 
tax holiday incentive will not benefit much those enterprises that need help, 
possibly incurring income losses in the early yeais (which is likely to he the 
case for many new enterprises). Rather the principal beneficiaries will be 
those enterprises that are amply profitable from the outset and, therefore, 
might not have, in the first place, needed incentives. 

As to the second concern, there seems to have been too much emphasis 
placed on the kind of incentives to be provided, and much less on the 
determination and selection of preferred sectors. Although the 101 criteria 
used may be objective, tile BOI system ofreviewing applications For inclusion 
in the IPP seems ad hoc which could only be a fiagmented and weak means 
for carrying out the ideal role ef the investment incentives system. This is 
manifested in the large number of investment areas in the 11I'. 

To analyze how optimally (o otiierwise) the IPPl has reallocated invest
ments, the study compared some measume of social profitability for those 
industries within and out.side the coerage of lhe lIPP'. This was clone by using 
some rough estimates of the domestic resource cost (DRC) and sonic 
approximation of whet e the III activity belongs in the 5-digit PSIC classifi
cation of nmanuihcturing industries. Results show that, using 1988 NSO 
establishment data f'romn the census of manufacturing establishments, tile 
industries included in the IPPl,on the aveage, have higher DIRC/SER ratio 
- 2.3 for those industries included in the llPP, compared to only 1.5 for all 
manufacturing (see Table 5). The I)RC/SER neastie as estimated could 
not discriminate between expoi ts (which comprise around half of project 
cost approved by 1101 in 1988) and domnestic-o, iented activities. The 
DRC/SER for exports would be low, at around one. (They would otherwise 
be unable to compete in the world market.) Hence, the DRC/SER for the 
domestic producems in the IPP would be even higher. This implies that the 
domestic oriented sectors in the IP', by and large, should not have been 
included in the list. 

Another interesting result is the estimate of the effective protection rate 
for the activities within tile IPP. The effective protection rate (EPR) coming 
from trade policy for activities within the IPP is relatively higher, at around 
36 percent, than that for the whole manuacturing sector, at around 28 
,)crcent. This supports the conclusion that tihe investment incentives system 
tended, in general, to reinforce the biases of trade policy. 
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Recommendations of the Study 

Based on the findings of the study, a continued policy thrust toward greater 
trade liberalization remains the most impoi tant element of industrial policy. 
This would reduce the bias against exports and constitute the major policy 
reform toward export orientation. Also, rural industrial growth would be 
encouraged, contributing to the dispersal of industries froi the Metro 
Manila area. 

The ultimate goal is one where quantitative lestrictions are limited to 
reasons ofsecurity, health and sanitary regulations, and where tariffs are near 
uniform. There are proposals to bring the tariff rates within the 3 to 30 
percent range within the next two years. This means lowering tariffs for those 
still outside this range and setting the minimum tariff rate at 3 percent. There 
could be problems with respect to limiting the tariffs for some agricultural 
commodities within this range owing to new developments including agri
culture within GA'F discipline. Still, where it could be implemented, this is 
generally a move in the right direction, further narrowing down the protec
tion rates across sectors. The general guideline is that tariff rates should be 
as uniform as feasible, and not too high as to impose a serious effective 
penalty to exports. 

Tis flows well into the second nialor eecominendation of the study: The 
key and major target sectol for selective intervention should be the cxpoi t 
se, tor, l ei Iaps the most important role of the investment incentives system 
is to provide support fOr the promotion of export.s. 

As poinLed out in the study, there are at least two very strong arguments 
for targeting production for exports. The first is thc, neral export penalty 
resulting from the overall protection system. This co ni ibuted greatly to the 
serious misallocation of resources friom the efficient producers of foreign 
exchange (exports) to the much less efficient savers of foreign exchange 
(highly protected import-substituting industries). The second involves th~e 
externalities associated between exports and productivity. To the extent that 
trade reforms are carried out, the need for such export incentives would be 
reduced. Furthermore, they are much easier to identify and the actual 
exportation of a commodity gives proof to the merits of granting it incen
tives. The export push strategy ties together most of the other recommen
dations of the study. 

The continued thrust toward greater trade liberalization constitutes the 
major policy reform toward export orientation. Very much relevant to trade 
liberalization is the plan to shift from HCV to transaction value as the basis 
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for customs valuation. Such a reform has trade-facilitating effects which are 
greater than that of the proposed lowering of remaining tariffs to the 3 to 

30 percent range. 
Although the overall direction for trade reforms is set, even tariff policy 

could be rationalized to answer some of the needs of the growing export 

sector. Policy reform in the area ofexport promotion should include seeking 

measures to increase the automaticity of granting access to inputs at world 

prices to exporters and the feasibility of granting equivalent tax credits for 

locally produced inputs. One way to do this is to directly grant ,'ero to five 
percent tariff'in the tariff code, for a specified time period, to commodities 
which are mainly used as inputs to the export sector. The DTI with the 

support of the Export Development Council (EDC) has begun preliminary 

work in this area. The 15 DTI export winners have identified such commodi
ties for consideration. The next step isto choose from these commodities 

those which are eligible by determining which ai e primarily inputs to export 

production. 

The other export promotion measures should be continually improved 
to (1) reach a wider coverage of new exports, and (2) increase the automa

ticity of the duty-drawback system. lforts to streamline export procedures 
should be given priority. One of the more effective ways to (10 this is to widen 

the applicability oifthe standard duty-drawback scheme. The computation 
of tie standard rate could even be delihei ately biased upwards to grant more 

generous tax credits. This has at least two advantages. One, the bias against 

exports, which is inadequately offset by the duty-drawback system, is reduced 

and two, the computational requirements are simplified. 

Other suggestions were made in this regard dluring the policy sympo
sium of the DIA project which are worth considering. One suggestion is to 
implement more liberal guidelines on the operation of the bonded manu

facturing warehouses. Another suggestion is to make export tax credits 

completely transferable. As noted in the symposium, the problem in the 
present system is that tax credits are negotiable only across BOI-registered 

firms, which are also usually awash with tax credit certificates. Finally, there 
is also a suggestion to piovide export services including training and techni

cal assistance. 
Over and above the BOI incentives, are nonfiscal incentives and other 

forms of assistance which have proven equally important and effective 

e.g., credit access, technology and information assistance, incentives for 
research and development, a more dynamic government role in human 

resource development. This would be specially beneficial to the develop
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ment of rural industries along the lines ofcomparative advantage. The anti
rural biases of existing policies (see Chapter 8) prevent rural industries and 
enterprises, which are more labor-intensive and make greater use of indige
nous materials than their urban counterparts, from reaching their export 
potential. 

A vigorous export push would not be contrary to the ratification of 
GATI. As a developing counrry with per capita income less than $1,6d0, the 
Philippines could still grant export subsidies for a period up to eight years. 
In this regard, the timing of GATT ratification would even be fortuitous. 
GATT would ensure that trading nations, especially the major industrialized 
ones, do not become more protective. It could even open market access 
which would benefit greatly the export push strategy. 

Going back to the investment incentives system, the ideal role of this 
system is to correct for market failures and distortions. The discussion led to 
three general cases for possible intervention: (1) "infant industries" with 
potential comparative advantage hampered by these market failures, (2) 
interdependent investment decisions, and (3) the export sector. The study 
has strongly recommended pushing for exports. 

With regard to selective intervention to target the other two cases, the 
study has emphasized the difficulty in such a task. As ,,'so pointed out in the 
study, the Philippinrs has been doing selective intervention for the past 
decades with the use of the investment incentives system. The empirical 
results show that the selection has not been nearly optimal, again highlight
ing the difficulty in selecting and targeting industries for promotion. 

Should the government continue to choose to selectively intervene in 
cases other than new expoi ts, it should strive to improve the selection process 
which would most closely include real and deserving cases of promising 
"infants" and key industries with interdependent investment decisions for 
promotion. This leads to our next major recommendation: The number of 
activities selected for promotion should be few, say three to five industries at 
a time, and the incentives should be time-bound. 

It should be added that the attainment of "dynamic efficiency," defined 
in terms of achievement of international competitiveness within a definite 
and explicit time period be made an immutable guideline for such selective 
intervention. The small number would reduce the probability of errors in 
judgement that could be made, and should a mistake be made, limit the 
magnitude of losses. The specific and definite time period should hold 
whether the selection is a success or a failure. 
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A further reason for limiting the list of eligible industries at any time is 
the consideration that promotion becomes diluted the more broadly it is 
extended. Because of the costs of financing the promotion and the compe
tition for scarce resources, promotion in the end can be only relative. It is 
impossible to promote everything at once and at the same time. 

This in itself does not prevent government promotion from eventually 
reaching a wide range of new industries. What is required is that the 
promotion be of limited duration so that in a sequential process some are 
phased out as others are phased in. 

A suggestion made during the policy symposium, as an alternative to 
limiting the number of industries, is to require BOI to work within a specified 
'budget of incentives' to be granted annually. This budget of incentives is to 
be accompanied by a rationalization as to how much benefits are expected 
from the activities granted these incentives. This approach has its own merits. 
It brings about transparency, accountability and rationality in the selection 
process. The difficulty is in setting the optimal 'budget' level. There is also 
question ofwhich is the more feasible and efficient approach to implement. 

The set of recommendations would imply some radical changes in the 
functioning of the DT! and the 101. It would require some retraining of 
personnel for them to become more adept in financial, technical and 
economic evaluation of projects. It will require a different relationship with 
the private sector. Ideally, DTI and 101 wotld work very closely with the 
private sector, in the screening, prc-screening, evaluation, and numerous 
other processes that would lead to the final selection of industry. 

A large pal t of the 1301 frnction would deal with the exporting activity.
It could then be geared to become more of a promotional body. The DTI 
and BOI could serve as important sources of information, e. g., on markets, 
technology, etc. The international trade section could be strengthened so it 
can better actively seek markets, monitor possible threats to our exports and 
possibly act on them. This would, of course, require a lot of training. And a 
more detailed program should be planned before it can be implemented. 

The difficulties of identifying cases I and 2 are so great that it is not 
surprising that most countries simply identify "pioneer" industries as espe
cially deserving of promotion without much regard for their potential for 
future improvements in relative efficiency. It should be possible, however, 
to improve on this through studies of experience elsewhere, information on 
production-functions, forecasts of world demands and supplies, and identi
fication of market price distortions that can be remedied. 
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Going back to forms of incentives, fiscal incentives have traditionally 

formed the major part of the Philippine investment incentive system. Despite 

their weaknesses which were earlier pointed out in the study, they could 

remain part of the package. Some changes could be made - e. g., replacing 

the income tax holiday with tax credit on value-added or local content as was 

provided under BP 391. Studies should be made regarding which incentives 

are more efficient in terms of both administrative and economic efficiency. 

Still, so long as the IPP areas have been correctly identified and selected, 

such weaknesses become less critical. 

Finally, there is the question about what the continuing peso apprecia

tion implies about trade and industrialization policy, particularly with res

pect to implementing further trade reforms. The monetary-fiscal-and

exchange-rate-policy nexus is a problematic area. Bound by stringent fiscal 

and monetary ceilings, the liberalization of capital account has led to an 

extended trend of peso appreciation. It is unfortunate that the capital 

account liberalization came at a time when trade liberali/ation has not been 

more fully implemented and when the impact of trade reforms has not been 

more fully realized. The process, however, is irreversible. Still, as has been 

suggested in the policy symposium, some further reforms could be imple

mented on the capital account to 'clean up the dirty float' and reduce the 

pressure for the peso to appreCiate. This pertains to allowing investments to 

be retained in foreign exchange. At present, for example, investments in 

initial public offerings (IPOs) must be in pesos. So should direct foreign 

investments be converted to pesos to be registered. The huge inflows from 

such activities has largely contributed to the recent peso appreciation. 

While a complementary exchange rate adjustment would have been 

ideal to accompany trade liberalization, the current peso appreciation 

should not prevent the government from pursuing further trade policy 

reforms. Postponing trade liberalization will not help set the exchange rate 

on the more realistic level. On the contrary, given that the capital account 

has been liberalized, there is no choice but to proceed further with trade 

liberalization. Only this can prevent if not reverse the further trend toward 

more peso appreciation. No doubt, the economy will in time adjust to a more 

realistic exchange rate level. Meanwhile, the export sector is being hurt. 

Hopefully, export producers will respond by increasing their productivity 

and becoming more world competitive. 

Becoming more integrat-d with the global economy will very likely raise 

productivity especially if supported by appropriate investments in human 

resources. Indeed, such dynamic impact of increased competition from a 
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more liberal trade regime is already indicated in tile results of the analysis
for the manufacturing sector. There was not much accompanying exchange 
rate adjustment between 1983 and 1988. The manufacturing sector has been 
forced to adapt and become more competitive. The momentum for change 
has been triggered. 

Thus thei e is reason to be hopeful with respect to the prospects for the 
Philippine industrial sector. This optimism is bouyed up by recent develop
ments. The first is with respect to the new GAT" which brings back the 
option for export subsidies (an option closed to our successful Asian neigh
bors - Thailand and Malaysia) and complements well the export push 
strategy. By the tine the exchange late has acjusted, Philippine exports will 
be able to cope more advantageously with the global libeali/ation brought 
aI)out by the new round of GATT. Then, there is the very robust increase in 
direct foreign investmentLs reported by BOI in the past several months. 

With all these reforms and in all indications, there seems to be no major 
reason why the Philippines should not be able to catch tip with Asia's tigers 
in the near future. 
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CHAPTER 1
 

Trade Policyand 
Trade PolicyReforms: 

1950s- 1970s 

Introduction 

The Philippines has not been an exception to the economic mood sweeping 
the 1980s when many developing countries engaged in trade policy reform 
as part of a broader structural adjustment program. The trade ieform that 
began in the 1980s, the second attempt, 1 continues in the 1990s and the 
objectives remain: one, to reduce the distortions on relative prices created 
by a protective trade regime, thercoy increasing the efficiency with which 
the economy can use its resources; and tw.vo, to improve the trade balance or 
increase the competitiveness of exports and import substitutes. This is 
important because of the growth constraints posed by import substitution 
and more recently, the country's foreign debt problem. 

The objective of this study is to assess the short-run and medium-term 
impact of the implementation of Executive Order (E.O.) 470 and the lifting 
of quantitative restrictions (QRs) using the Chunglee model. A simulation 
model allows the study to quantify effects of trade reform assuming a flexible 
exchange rate. 

This paper is organized into five chapters. The first chapter reviews briefly 
trade policy and trade policy reforms from the 1950s to the 1970s and focuses 
on the experiences of the 1980s. The second chapter reviews trade reform 

1. The first attempt was in the early 1960s. 
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policies pursued in the 1990s: E.O. 470, E.O. 8. the ongoing import liberalization 

program and the lifting of foreign exchange controls. The third chapter 

presents the Chunglee and the simulation models, as well as the arguments and 

limitations of the models. The fourth chapter analyzes the empirical and 

simulation results from the Chunglee and simulation models, respectively. The 

last chapter consolidates the analyses and findings of the study; it ends with a 

brief conclusion. 

H-istory of Trade Policy and Trade Policy Reforms 

Many studies have documented Philippine trade and industrial policies. The 

brief history covering the first three decades is drawn from Baldwin (1975). 2 

The character of trade policy shortly after World War II was largely 

determined by: one, foreign exchange shortage; two, the constraints im

posed by the Free Trade Act of 1946 and a fixed exchange rate in curbing 

imports. Hence, the policy response was to raise domestic sales taxes on 

two measuresimports and to impose QRs. 3 When these failed, exchange 

control was used. Exchange control in the 1950s started as a policy response 

to balance-of-payments crisis but later was used extensively to regulate 

imports and to protect local producers. The use of tariffs to discourage 

imports started upon the expiration of Ohe Philippine Trade Act of 1946. 

Imports were taxed 5 percent in 1955 and increased by 5 percent every year 

until 1973; by 1973, tariffs on imports would have been 100 percent. This 

seemed redundant in the face of an overvalued exchange rate at P2 to the 

US dollar and pervasive QRs. 

The first attempt at trade policy reform came in the 1960s, due to (1) 

pressure from exporters, and (2) dissatisfaction over the way exchange 

controls were implemented and failure to maintain high growth rates in the 

early 1950s. It started with a brief period of decontrol spread over three 

stages, where the percentage of foreign exchange transaction under the free 

market rate ofP3 per US dollar was gradually increased from 25 to 50 percent 

and 75 percent. Complete decontrol was decreed on Januaiy 1962; by 

November 1965, the peso was formally devalued to P3.9 for every US dollar. 

This reform was incomplete because *here was no parallel reform in tariff 

and nontariff policy. 

and 1onnomir Development: The I'ilippine.. (NY:2. Baldwin, Robert E. Ireign Trade JIgzn, 
National Bureau of Economic Research, 1975). 

3. The Import Control Act of 1948. 
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The decontrol continued for two years in the next administration but 
exchange controls were reimposed in the middle of 1967 due to a deterio
ration of the balance of payments larguly brought about by expansionary 
policies in the administration's first two yeais. Sinc~e the balance-of-payments 
situation did not Impiove and eventually became untenable toward late 
1969, there was no choice but to devalue the peso from P3.9 to the US dollar 
to P6.4 by February 1970. 

Trade policy in the 1970s temained inward-looking despite the initial 
attempt at reform. Although the Tariff Code was simplified in 1973, tariffs 
continued to be high: there were six tariff rates ranging from 10 to 100 
percent. The 1973 Tarift Code was in effect until 1980. In the meantime, 
nontariff policy became more restrictive: tile system of classifling commnodi
ties based on essentiality, a carry-over friom the 1950s, remained but the 
categories increased. The number of commodities that were regulated 
increased from 1,307 lines in 1970 to reach 1,820 in 1980; this was the height 
of import restriction based on commodity line counts, slightly surpassed only 
in 1984 (Table 1.1). 

There was a brief period of growth in tile mid-1970s but toward the late 
1970s, policymakers already recognized a need for reform because of major 

tflaws and limits of past industrial policy." Despite the absence of strong 
commiunent, the second attempt at trade reform began in 1981 as part of a 
structural adjustment progi am. The refbrm became more difficult to imple
ment since the economy started slowing down in 1981. 

The Tariff Reform Program (TRP) of 1981 was complemented by the 
lifting of QRs on imports, abolition of all expo t taxes except on logs, and a 
tax reform, the objective of which was to even off levels of protection among 
and within sectors and achieve effective protection rates (EPRs) widmin the 
range of 30 to 80 percent. Tariff rates were reduced gradually fiom a peak 
of 100 percent to a maximum of 50 percent and a minimum of 10 percent 
by 1985. The reform focused on three areas: 

(1) tariff rates on 177 nonessential consumer (NEC) and unclassified 
consumer (UC) were reduced fro~n a peak rate of 100 to 50 percent; 

(2) tariff rates on 295 lines were reduced involving 14 key industries 
while rates on 100 lines were increased; 

4. Monies, Manuel 1988. The 1976-1979 Extended Fund Facility from the IMF was a failed 
attempt to press for reforms. 
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TABLE 1.1
 

THE IMPORT LIBERALIZATION PROGRAM, 1980-1989
 

Year Restricted Re-restricted Liberalized Re-liberalized NET 

1,820 b
 1980 1,820 b 

1981 2 263 1,559 

1982 253 52 617 1,247 

1983 598 28 48 1,825 

1984 6 42 1 1,872 

1985 70 4 1,798 

1986 4 951 28 823 

1987 2 170 4 651 

1988 173a 209 10 605
 

1989 56 72 477
 

alncludes 49 items which were liberalized but regulated inLists, A,Bor C,and 124 
not inCircular 1029. 

bFrom 1970 to 1980 to include 1,307 lines in1970. 

Source: De Dios, L. "A Review of the Remaining Import Restrictions." PIDS Research Paper 

Series No. 94-08, 1994. 

(3) for ten residual sectors, rates on 128 lines were reduced and 13 lines 
5 

were increased. 

The Import Liberalization Program (ILP) never really took off because 

of the 1983 balance-of-payments crisis and hence, was postponed for three 

years. A series of tax reforms from 1983 to 1985 gradually unified the sales 

taxes on imports and import substitutes, therefore, the additional protection 

from the differential sales tax rates was removed. By 1985, the mark-up rate6 

was also reduced to a uniform 25 percent on semi-essential and essential 

goods and was eventually removed by 1986. 

5. Medalla, Erlinda M. "Assessment of the Tariff Reform Program and Trade Liberalization," 
TC,-PIDS Staff Paper Series No. 86-03, 1986a. 

6. The mark-up rate increases the tax base of imports; this effectively increases total duties paid. 
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The new administration established in 1986 pursued the ILP to hasten 
economic recovery. Many factors made the gains in this brief period more 
realizable: one, the initial strong political will of the new government; two, 
the implementation of the ILI' was riding on a consumption-led recovery 
between 1986 and 1988; three, in late 1987, crude oil prices dropped while 
world prices of coconut recovered; and four, inflation tate was very low 
during this period. 7 In 1986, about half of the 951 commodities liberalized 
were manufactured goods such as textile, leather, rubber, paper, and iron 
and steel products; 20 percent were food products. In 1987, QlRs on 170 
commodities were lifted; the largest gloup, about 77 lines, were textile, yarn 
and fibers. In 1988, QIs on 209 lines were lifted, mostly textile, yarn and 
fibers, paper and paperboard, and iron and steel products. The remaining 
673 Philippine Standard Commodity Classification (PSCC) lines were di
videcd into lists A, B and C. Those under list A were for immediate liberaliza
tion and as of December 1989, 94 lines were liberalized; those under list B 
were for review and those under list C, consisting of 114 lines, were for 
continued regulation due to national security and health reasons. 

Tables 1.2 and 1.3 show the EPR 8 structures for 1983, 1985, 1986 and 
1988 assuming without and with duty dra,,backs, respectively. In Table 1.2, 
the combined effect of the TRP of 1981 and the indirect tax reform brought 
down the av,rage EPR for the economy from 50 percent in 1983 to 37 
percent in 1983; the substantial change was between 1985 and 1986 largely 

7. Inflation rates were 0.75 percent in 1986, 3.79 percent in 1987 and 8.76 percent in 1988. 

8. On top of tariffs, indirect taxes exerted additional protective effect in 1983 and 1985 because 
the sales tax on imports was paid in advance and the tax included a mark-up rate ranging from 
25 to 100 percent. Hence, for 1983 and 1985, EPR of sectorj (EPIR) is computed as follows: 

(1 + 1j) [1 + S,,/" +.j] - -] aq1( I + ,,)EP:IJ = 
1 - a~ t 

where 
tj = implicit rate on output 
Sm) = 1 +f(+m) 
f = the advance sales tax 
m = the mark tip rate 
t, = the implicit rate on inputs 
S, = sales tax on local substitutes 

Since, the mark up rate was abolished and sales taxes were unified in 1986, EPR from 1986 
onwards need not include the additional protective effect of indirect taxes. 
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TABLE 12
 

WEIGHTED AVERAGE EFFECTIVE PROTECTION RATES, BY MAJOR SECTORS'
 
1983, 1985, 1986, 1988
 

(inpercent) 

1983 	 SD 1985 SD 1986 SD 1988 SD 

03-96 All Sectors 49.8 115.7 46.3 101.1 36.9 71.2 33.1 61.8 

Importables 1036 1377 974 116.6 76.7 77.9 70.0 64.3 

Exportables -105 174 -10.7 168 -75 14.6 -8.1 15.3 

03-22 	 Agriculture, 
Fishing 
and Forestry 9.1 394 8.0 35.5 3.8 22.5 3.7 22.8 

Importables 85.5 12.4 765 8.0 443 10.2 45.1 8.9 

Exportables -10.1 8.0 -9.2 93 -6.4 95 -6.7 9.6 

23-27 Mining -0.3 16.5 -1.3 14.8 -3.1 12.9 -4.2 13.1 

Importables 27.7 05 236 1.5 18.2 4.6 17.3 5.0 

Exportables -99 2 6 -9.9 2 6 -104 2.7 -11.6 3.0 

28-96 Manufacturing 753 1332 70.5 117.3 577 798 51.7 67.7 

Importables 108.0 1422 102.1 1226 829 79.2 75.0 64.3 

Exportables -112 270 -134 25.1 -8.9 210 -9.8 22.2 

aWeight used- FTVA Qbj, EPRs were calculated using Price Comparison without duty drawback. 
bStandard deviation 

due to the indirect tax reform. Table 1.3 shows that if duty drawbacks 9 were 

strictly implemented, export taxes in 1983 and 1985 would continue to 

penalize the entire e.xportable sector by 4 and 4.5 percent respectively; the 

penalty "ate increascd in 1985 because export taxes on these following items 

were raised: coconuts and its byproducts, by 5-7 percent; animal feeds, by 6 

9. Dury drawbacLs, given as tax credits, are rebates on import duties paid on inputs used to 
produce exports 
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TABLE 13 
WEIGHTED EFFECTIVE PROTECTION RATES, BY MAJOR SECTORSa 

1983, 1985, 1986, 1988 
(inpercent) 

1983 	 SDb 1985 SD 1986 SD 1988 SD 

03-96 	AllSectors 
 528 1137 49.3 97.4 398 69.1 363 59.2 
Importables 103.6 137.7 974 1166 767 779 700 64.3
 
Exportables 40 95 -4.5 98 -1.4 104 -1.4 10.4
 

03-22 	 Agriculture, 
Fishing 
and Forestry 10.3 38.9 92 35.0 50 219 52 221 

Importables 855 124 76.5 80 443 102 451 
 8.9
 

Exportables -87 8.0 -78 94 -49 94 -49 9.4
 

23-27 Mining 72 120 61 102 48 82 45 7.9
 
Importaoles 277 05 236 15 182 46 173 50
 

Exportables 0 1 00 01 00 01 00 0.1 00 

28-96 Manufacturing 792 1300 74.1 114.1 612 764 555 63.6
 
Importables 1080 1422 1021 122.6 82.9 792 75.0 64.3
 

Exportables 31 01 38 106 38
75 91 	 10.6
 

aWeight used FTVA Qbj, EPRs were calculated using Price Comparison with duty drawback 
bStandard deviation 

pecient. 10The penalty i-ate (iIoppe(l to 1.4 percent in 1986 aid 1988 because 
,ill expol t taxes, except o<:llogs, were a)(lishdin IV)86; the expo< ont t,Itx 
logs is 2(0 pcient. The TRP of 1981 bro)igh t (Iowni the levels of protection 
and (lispersal of r ttes among se( tois )1iii ie pi otet t1011 sitit(lure (di( 11ot 
. 1,.lge- the pi ililaq,, l agi i(tiiral se( t0z s and o expoi talle sectors wei e 
penali,ed relative to m1inf1ictuti iig andll iiipoi tilelsetors, i espectively. 

10 The 2 and o percci! exp( (i tlx on toftec and fish, respectively, were ×ihished though. 



CHAPTER 2
 

Trade Reform in the 1990s
 

The objectives of this chapter are: one, to review major attempts at trade 
ieform in the 1990s: E.O. 470 and E.O. 8 and the progress of tile import 
liberalization progiun (ILP); two, to look into their respective effects on the 
implicit rate and EI'R stLtctI es; tin ee, to discuss briefly the lifting offoreign 
exchange controls in 1992 and its effect on the process of trade reform. 

Tariff Reform and Import Liberalization in the 1990s 

E.O. 470, issued on July 20, 1991 became the second most significant tariff 
reform initiative in the (ountiy's tariff pohcy by piovi(ling tor further tariff 
changes since the completion of the TRF in, 1985. It was tihe outcome of a 
one-year consultation by the government with the private sector which has 
opposed the implementation of E.O.'113 because the tariff cut,, as provided 
Wei e to be implemented over one year only. E.O. 470 in effect spread the 
same tariff cuts ovei five years rather than one yeai. E.O. -170 came six years 
after the TR of 1981; it could have been sooner but it would have been 
redundant since the scope and strength of import restrictions in 1985 was 
no different from those in 1970. After the ILIP made some gains during the 
period 1986 to 1988, a new round of tariff cuts was seen as the next logical 
step to preserve the gains achieved by previous trade reforms, to sustain and 
to give credibility to the process of trade reform. 

E.O. 470 made some policy gains as well as losses. First, E.O. 470 
continues to move toward a moie netitral tariff policy by reducing the 

Ul"M. , . . 1 ', 
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number of commodity linest I with ligh tariffs and inc, easing tile ituber 

ofconmmodity lines with low tarifi; nevc theless, the clustci ing oh ates occurs 

only in the iange of 10 to 30 pci cent (Table 2.1). U7ndler tihe 4t0 pc cent tariff 

level, '180 lines in 1991 will be iedlicecd to 0 by 1995 while cohmmdi lies with 

50 pet tent! ates, ti oi 1,177 ines in 1991 to 208 by 1995. Flie changes along 

tile thice othei lowei tirifl levels aie: in the 10 peitent tatdl level, tile 

iuimhei of lines will )e mci'asl fhorn 1,590in l191 to 1,958 Iy 1995; in the 

20 peitent level, hoin 972 lines to 1,0tl; and in tile 30) cent level, Flori 

973 to 1,962 

St' on(l, 1. () 170 hioke a policy ooliliulinctl pi ovided in tile 'TRPI of' 

1981 by 1)c t hung the I0 pcl ut loou le' 3Al.l ,iv1 iliic will colntiuile 

tot ecive 0 l) i't, cul and 5 pti ocut by I 1)5. \ll ol tese ateiactuallyt'i 't 

law micimheals. Wic(h sec i, ciuino lhtsc I,', iai ils Udo'i () p cent with a 

TABLE 2 1
 

FREQUENCY DISTRIBUTION OF TARIFF RATES, E.O. 470
 

Rates in % 1991 1992 1993 1994 1995
 

0 45 43 43 43 43 

3 277 277 304 304 285 

5 11 11 16 16 16 

10 1,590 1,972 1,949 1,958 1,958 

15 3 3 6 32 26 

20 972 744 887 918 1,041 

25 30 30 103 133 19 

30 973 843 1,041 1,004 1,962 

35 - 102 47 620 

40 480 385 662 31 

- -622 45 

50 1,177 526 500 499 208 

TOTAL 5,558 5,558 5,558 5,558 5,558 

Source of basic data. Tariff and Customs Code, August 1991 

11. Eaich tine is based on ile 8-digit Ilarinon7ocd System (HS) Code. 
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total of'43 lines, 16 are fertilizers, 10 are wood pro(lucts, ine are Inachinery 
andi mechanical appliances/parts for tractots and power tilleis, two are 
minera!l 1)rodtcts and one for rattan. Under 3 percent, with a total of 285 
lines, 28 commodities at e agritcltu, al products, 15 are ieineial pi oducts, 52 
are organic chemicals, 10 ae tntmtig o(IN lyeitig exitLacts, 2,1 ate tiaw' hides 
and skins and leat het, 19 are wood pulp, 20 are v'egetahle textile fiber and 
man-made staple fibets, and 15 ate pig lion and other let orts ploducts. 
Under 5 pe cent, nit te ,te let ilizer', and five ate cotton. 

It is interesting to note that hy 1995, the se ond highest tarifflate is 30 
petcent with 1,962 lines and none lot pette level. Nevertheless,the 't)l)e 

thete aie 208 lines foi the highest 50 pcicent distributed as follows: fruits 
and nuts, 17 cornmodi ties; rice, I; vegetable fats ,nd ois, 12; sugat and 
con I'ectio erv, 9; ftiit and vegetable juices, 9, beverages and spiits, 13; 
tobacco and juan ufacturled tobacco substitutes, H,; l)erftmlety, ( osnietic and 
toilet pl eparalttlons, 10; atticles of leather, 21; plywood, 6; foot'eai, 25; and 
tii-s and marbles, 7. Although all oflthese items have heen libetaltzed in 1992, 
except I ice and plywoo)d. a50 percent ta;t ft Iscottsidered prohibilive by any 
standard. 

The progress of the II .1 in the same years was tirinitnal. In 1990 and 1991, 
QRs otl I and lb c(olniodities welte lifted, iespectively. The 11.1 in 1992 
achieved more piogtess as QRs on 173 coniimodities ftoni list A, 1Band C 

were lifted. They are: 

List B: pi ocessed food (I)SCC 01-06) 65 lines 
motor vehicles (IPSCC 78), 17 lines 

I.ist C: pt ocessed food (PSCC 01-04) 18 lines 
medicinal and pharmaceutical 
products (ISCC 54) 21 lines 

(see Table 2.2) 
As of December 1992, QRs emained for 275 commodities, nevertheless, as 
ofjtine, 1993, most of the gains in 1992 were practically revet sed as restric
tions on 81 items were imposed again. 12 QRs on 356 commodities remained 
as of June 1993, broken down into 190 lines from List B, i.e., cars, ItIucks and 
diesel engines, motorcycles, chenicals, fertilizers, coffee, used tires, pota
toes, onions and cabbage; 99 ate ft om List C. 13 

12 Nteinotrzrnrutn Order 95, Febriaty 1993 

13 l)cDtios, L "AReview of the Remaining Import Restrictioni."PIDS Research Paper, Series 
No 1148, 1994. 



TABLE 2.2 

THE IMPORT LIBERALIZATION PROGRAM, 1990-1993 

1992 

1990 1991 A BPSCC" 

00 Live animals for food 1 

01 Meat and preparations 29 

03 Fish and preparations 33 

04 Cereals and preparations 

06 Sugar honey and preparations 3 

08 Feeding stuffs for animals 

54 Medicinal and pharmaceutical products 21 

64 Paper and paperboard 

71 Power generating machinery 

72 Specialized industrial machinery and equipment 1 

74 Nonelectc machinery 2 

76 Telecommunications equipment 9 2 

77 Electric machinery and apparatus 3 18 

C Total E.O. 8a 
1993b 

15 16 6 15 

16 45 32 43 

33 29 

3 3 3 1 

3 1 
22 

21 

1 1 
2 6 

2 

18 11 



TABLE 2 2 (CONTINUED)
 

1992 

PSCC* 1990 1991 A B C Total E.O. 8a 
1993b 

0 

78 Motor vehicles 

79 Railway vehicles, aircraft and ships 
89 Miscellaneous manufactures 

90 Commodities, n e.c. 
94 Dogs 

95 Sidearm parts, n e.s., e g., sword blades, hilts, 
guards, handles, scabbards and sheaths 
TOTAL 

Remaining items not liberalized 
1 

471 

3 

16 

449 

5 

6 

17 

105 

4 
1 

1 

1 

62 

22 

4 
1 

1 

1 

173 

275 

24 

113 81 

356 

aThe trequency diistnbution captures only commodities which were tarffied by E.O. 8 
bFre, ancy distnbution of commodities regulated by M0. 95 dated February 1993 
Philippine Standard Commodity Classification. 
Source. De Dios, L "AReview of the Remaining 'mport Restrictions." PIDS Research Paper Series No. 94-08, 1994, and E Q. 8. 
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E.0. 8, issued on July 1992, provided tariffication of 153 commodities 

and tariff realignment for -18 commodities in anti( ipation of the lifting of 

Ql . [ln tariffs ,ie: one, tiade policyThe 1(dvantages of ieplacing QRs with 

eis ,11e lilstel to governmelttbecomes mowe tanpat en I;tWO, private 

as ieventies; and three, doifl('Stc pi tcs are linked with woild pi i(es. The 

second to tile last coluiln of T'alle 2.2 slows (omnodities hlei alied in 1992 

hut were ta illied; thoe e wei c 113 ( Omlmoditles (1) I)S( ( couoint) tal ified )y 

E.O. 8. Table 2.3 shows tle oleiails. in getieial, alnitost .ill tile commodities 

received a iuif adjustmient equivalent to twice tiheii existing rates in 1992 

as provided for by E.() .70. lor coiimodity gi olips 72 (S1 cci,di/e(l Idi(lustrial 

Maclinery and Equipment), and 77 (Electric Ma liineii and Apparatus), 

TABLE 23 

TARIFFICATION UNDER E.O. 8 

Ave. Ave. 
Tariff Tariff 

Rate in Rate in 
No. E.O. 470 E.O.8 

of in 1992 in 1992 

PSCC Description Lines (%) () 

6 28 5700 Live animals for food 

01 Meat and preparations 32 35 71 

03 Fish and preparations 29 38 82 

04 Cereals and preparations 3 23 75 

06 Sugar, honey and preparations 1 50 75 

72 Specialized industrial machinery and 
45 100equipment 	 1 

6 28 6074 Nonelectric machinery 

77 Electric machinery and apparatus 11 43 91 

78 Motor vehicles 24 30 56 

TOTAL 	 113 

Sources of basic data' E0. 470 and E.O. 8. 

14 Ti's OtL1i is based on the Harmonized System (HS) Code. 
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the ta IIfIequivalents were more than twice their existing rates in 1992, from 
an aveiiage of'.15 permit to :mi ave age ofcutand 43 percent tinder E.O. -170 

100 pet (ent and 91 percent under F 0. 8, respectively. In a,hu p departure 

fioma the TRP of 1981 and E.O. 4170, E.O. 8 breached the 50 percent ceiling 
rate and granted rates between 60 percent to a maxilnoini of 100 pe cent, 

time-bIound for five years starting August 1992 (Table 2.4). In 1992, these 
tommdi ties wel e conife ri ed 60 pert ent tariffs: pi ocessed mleatt pi oduc ts, 31; 

fish, live or fhon, 28; public tiinspot[ vehicles and titiks and theit par ts, 

16. Thos with 75 per enitriffs wet (or in, stigar atilH ccica'll gi aills, at total 

of 7 itenis. Those with 80 peicent tar\iff ai e dti1 k meat, wasting ilichi nes 

and electiu'la! ,1Mhit, and equipment and pamts (a total of 12 items). 

Under the 100 pettnt level 'witlh I, total of (8 lines ate thirkin, smoked and 

dI ted meat ( 13 itets); di ted fish, (it staceans, mollusks (31 items); meat, fish 

ItittI tt.iceltl] pi) eJp,1i ttonis (I I Itens); Ind Cletic Lm , ait tonditoner's, 

ef i iget lt its, sewntg tat hines nild hevetage coole, s (10 items,) Basically, 

out of the 68 (otiifodittes that will enylov ahltit 80 petcut tatiff, In 1993 

with QRs tcilmposed by M.(). 9- are meat and meat )teiipatattLori arid livei 

,inials. B, 1991, theit 60 pet ent tate', will still he orisidet ed high. 

Iln get'al, l..() 8 ha.s not .,,ttegted not delis ed the cffccts of F.0. '170. 

As shown i 'Ftble, 2.1 and 2.Af, the tate sitiltlii e of both F ( ).S is similar by 

IN)95. It h1.1s, .lthotigh tempot, ily, distii bed (he dtllive piotet timnamong 

indhlnst tIin the iitetlln }eais 1N)92, 1091 aid lN94-. licit bawe been 

[)[evious slnai polh.ies of trifficatio , smd ias R.A 6617 In 1987, but the 

IttCposttion of QRs Atli higher tarifIs have been gi tited is (lmaging to 

tile whole process of tde pollty iefoii becase it rtefletts the absetnce of 

sttong cotnmi tment .an], hence, casts doubt on the ciedih Iltlv of thei efoi in 

pio ess. ()nce this kind of pattern can be discerned or established by eco

nomic agents, necessary aduistnents to refbi i would not ble fbi thcoming. 

Effect on Implicit Tariffs and Effective Protection 

The effect of F 0 470 on implici tariffs can be seen in Talle 2.5. The 

weighted tvei age inplicit tate for the entire etonomy exhibited i general 

dowtwaid tend fton 19.3 percent Ii 1990 to 16 pcicent in 1995. Likewise, 

the ent e imanIulactut trig sector and all its major groups posted a similar 
dostwad tr end. Nevei theless, all tile primary sectors, except logging and 

other forestiy activities, posted inci eases in their implicit tates in the first two 
seats after E.. .170 but their respective rates in the final year 1995 were still 

lossei than their pre-E.() 47() levels. 
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TABLE 2 4
 

FREQUENCY DISTRIBUTION OF TARIFF RATES, E.O. 8
 

Rate in % 1992 1993 1994 1995 1996 

0 43 43 43 43 43 
3 279 306 306 287 287
 

5 11 16 16 16 16 

10 1,973 1,950 1,959 1,960 1,960 

15 3 6 32 26 26 

20 743 886 915 1,037 1,040 

25 30 103 133 20 19 

30 769 964 927 1,988 2,004 

35 101 48 578 14 

40 381 615 95 - 

45 580 - 14 2 

50 526 568 514 213 211 

55 - 14 2 - 

60 80 3 72 

65 - 2 - 

70 - 14 - - 

75 7 -... 

80 12 68 - 

100 68 - - -

TOTAL* 5,606 5,606 5,606 5,606 5,606 

*The total number of HS lines should be 5,610 but there are 4lines with specific rates which are 
not included. 

Sources of basic data: E.O 8and Tariff and Customs Code, August 1. 



TABLE 2.5 

WEIGHTED AVERAGE IMPLICIT TARIFFS USING BOOK RATESa, 1990-1995 
(n percent) 

1989190 SDb 1991 SD 1992 SD 1993 SD 1994 SD 1995 SD 

03-96 AllSectors 
Importables 
Exportables 

19.3 
388 
-25 

231 
12.9 
6.6 

196 
39.4 
-2.5 

237 
141 
6.6 

187 
376 
-25 

228 
136 
66 

177 
358 
-25 

218 
131 
66 

169 
342 
-2.5 

21.1 
13.0 
66 

16.0 
325 
-25 

205 
132 
66 

03-22 Agriculture, Fishing 
and Forestry 

Importables 
Exportables 

3.3 
33.1 
-4.3 

17.3 
10.6 
82 

60 
466 
-43 

22.0 
7.9 
82 

5.1 
421 
-43 

202 
68 
82 

41 
375 
-43 

185 
58 
82 

32 
33.1 
-43 

168 
45 
82 

2.3 
286 
-43 

15.1 
3.3 
82 

23-27 Mining 
Importables 
Exportables 

4.3 
167 
0.0 

76 
4.0 
00 

5.2 
203 
0.0 

10.6 
115 
00 

52 
203 
00 

10.6 
115 
0.0 

52 
203 
00 

106 
116 
00 

52 
203 
00 

106 
116 
00 

52 
20.3 

0.0 

106 
116 
00 

28-96 Manufacturing 
Importables 
Exportables 

291 
40.1 

0.0 

20.9 
127 
0.0 

280 
38.6 
00 

21.1 
144 
00 

270 
372 
00 

205 
140 
00 

26.0 
358 
00 

198 
138 
0.0 

251 
346 
00 

194 
137 
0.0 

242 
333 
00 

191 
140 
00 , 



TABLE 2.5 (CONTINUED) 

1989190 SDb 1991 SD 1992 SD 1993 SD 1994 SD 1995 SD 

03-13 Agriculture 93 14.9 143 219 129 197 11.5 17.6 101 15.4 88 13.3 
Importables 302 9.2 46.4 78 419 6.7 373 56 32.9 A3 284 30 
Exportables 0.0 0 6 0.0 0.5 0.0 0.5 0 0 0 3 0.0 0.5 0 0 0 5 

19-20 Fishing 5.4 146 62 16.5 5.6 14.8 5.0 13.2 44 115 37 9.9 
Importables 42.9 95 498 01 449 0.1 399 0.1 349 0 1 299 01 
Exportables 0.0 0.0 0.0 0 0 0.0 0 0 0.0 0.0 0.0 0 0 0 0 0.0 

21-22 Logging and Other 
Forestry Activities -17.7 11.7 -18.0 10.0 -18.1 96 -18.2 92 -182 88 -183 85 

Importables 41.2 0.0 32.1 00 30.2 00 282 00 26.3 00 243 00 
Exportables -20 0 0.0 -20.0 0.0 -20.0 0 0 -20.0 0.0 -20 0 0 0 -20.0 0.0 

28-45 Food Processing 368 21.1 36.8 21.1 355 20.4 342 200 33.0 197 31 7 197 
Importables 48.0 38.4 48.1 399 46.4 38.8 44.7 375 43.0 364 41.4 355 
Exportables 0.0 0.0 0.0 00 0.0 00 00 0.0 00 00 00 00 

46-50 Beverages and Tobacco 26.5 25.0 26.5 25.0 26.2 24 7 25 9 244 25 6 24 2 25 3 24 0 
Importables 50.0 0.0 50.0 0.0 49.4 1.1 48.8 23 48.3 34 477 4.6 
Exportables 0.0 0.0 0.0 00 00 00 00 00 0.0 00 00 0.0 



TABLE 2 5 (CONTINUED) 
--I 

1989190 SDb 1991 SD 1992 SD 1993 SD 1994 SD 1995 SD M 

51-55 Textile and Footwear 
Importables 

8.8 
39.2 

164 
1.4 

66 
296 

126 
53 

66 
296 

126 
53 

53
236 

10.0 
35 

53 
236 

100 
3.5 

5.0 
22.4 

95 
3.9 

Exportables 00 0.0 00 00 0.0 00 0.0 00 0.0 0.0 0.0 0.0 

56-58 Wood and Wood Products 
Importables 
Exportables 

0 0 
-

0.0 

0 0 
-

0.0 

0.0 
-

0.0 

0.0 
-

0.0 

0.0 
-

0.0 

0.0 
-

0.0 

0 0 
-

0.0 

0 0 
-

0 0 

0.0 
-

0.0 

0.0 
-

0.0 

0 0 

0.0 

0.0 

0.0 

59-66 Paper, Rubber, Leather 
and Plastic 

Importables 
Exportables 

27.3 
32.4 
0.0 

10.7 
7.2 
0.0 

28.4 
33.6 
0.0 

11.4 
8.0 
0.0 

266 
31 4 

0.0 

10.7 
7.4 
0 0 

24.6 
29.1 

0.0 

10.3 
7.6 
0 0 

23.1 
27.4 
0.0 

9.8 
7.4 
0.0 

21.6 
25 5 
0 0 

9.5 
7.3 
0.0 

67-75 Chemicals and Chemical 
Products 

Importables 
Exportables 

27 5 

27.5 
-

12.7 

12.7 
-

21.9 

21.9 
-

10.6 

106 
-

20.6 

20.6 
-

9.4 

9.4 
-

20.4 

20.4 
-

94 

9.4 
-

20 3 

203 
-

9.5 

95 
-

20 2 

20.2 
-

9.5 

9.5 
-

76-79 Nonmetallic Mineral Products 
Importables 
Exportables 

23.7 
24.0 
0.0 

7.1 
4.6 

27.9 

19.1 
19.3 
0.0 

6.8 
57 

29.2 

19.4 
19.6 

0.0 

5.3 
4.7 

43.6 

192 
19.4 

0.0 

4 5 
3.8 

42.1 

19.0 
19 2 
0.0 

3.6 
2.9 

40.8 

18.7 
19.0 
0.0 

29 
2.0 

40.2 



TABLE 2 5 (CONTINUED) 

1989/90 SDb 1991 SD 1992 SD 1993 SD 1994 SD 1995 SD 

80-82 Basic Metals 
and Metal Products 

importables 
Exportables 

269 
273 
00 

35 
10 
00 

261 
26.5 
00 

35 
14 
0.0 

258 
262 
00 

34 
1 1 
00 

228 
232 

0.0 

33 
16 
00 

21.1 
214 
00 

3.0 
14 
00 

19.6 
19.9 
00 

29 
15 
.0 

83-91 Machinery Including Electrical 
Equipment and Transportation 
Equipment 

ImportaDles 
Exportables 

18.6 
24.1 
00 

120 
73 
00 

160 
208 
00 

119 
91 
00 

13.0 
169 
00 

108 
93 
00 

13.0 
169 
00 

95 
71 
00 

127 
165 
00 

9.0 
65 
00 

12.0 
155 
00 

80 
53 
00 

92-96 Miscellaneous Manufactures 
Importables 

Exportables 

13.4 
29.4 

00 

169 
89 

00 

11 2 
247 

00 

142 
79 

00 

106 
233 

00 

133 
71 

00 

100 
21.9 

00 

125 
63 

00 

93 
205 

00 

11 6 
56 

00 

87 
191 

0.0 

10.3 
49 

00 

aweight used FTVA Qb;all implicit tariffs are net of indirect taxes 
bStandard deviation 

COr'n 
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( ,Rs'iinllill im ome setnt l,[h ie)1ii,(ic w i s,iJ is sfill i111 umk ,at 

ii h+II 1t11 its [I',IsI I p: ( e (hI ,ii 1imI 115 (1] Il)de 2 6) inpli it al cs itj)Inil ) I(e 

( uillJpii . lls al hcigilieltlh,1iiiIIlIii it iit s IIum l ills 1; I I1110 and 1995 
lot th ollolmnig sc(is ,iti ()Rs inci ain.t agi lntne, it wast | 12.8 

polt~ntco!! an I I.1 p(o+ l (elllitvda u ccnt and S.8 ertl ; for cheni-I 3 pel 
cals antdi hici( al pi odmis( t ,, ,(is [it! I e ,|and :31.5 peit ent i ative to39, 

27.5)p eil .1 2(1.2 pCi (lt: miioiiineicllli iincial l)iouuicts it was 7.5 
pci( cIl and 70 1t ier Ci Icl,at( i 2'7pc (Cnt and 18 7 per(ent; and lor 
i111 llinfei ItI lIIi Ihi I I( I l tIii(Iilnspoii I C(tiqipilCnI, it wavs 23.3 pecl etllt 

and 12 pictent.10anid I69! )1(Cl t I l,itC Io l ,) t (lwiim 

1'() 1t also hioliighl d wl the dipelisal of1 Imlicit las i i ihe econ
iiirv' the sliird.tii d mh lhtt ielcs hm hook i-atcs and plie 
Inp:11 Mi!sols (houpped lwin 23 pCi eit and 27 1 pelilt i 1990 to 20 
percent ai(l 25 I1)p-1i-ii i I'M5, i spe( Inclv FIlom 990 Io 1995, there is 
alko,a ,IwtIl.i omi,,l iIind 1lo (itthC e'nti ci (I ui elltivilII I' 1'I lllyslieh using 

houok it is ot i I~i-C oi-imipi i s (Tables 2.7 and 2.,)17 'Rs using hook 
,mes ti)(o ,mi 2;.2 Iwil tiIi ]')9 to21 8pmcnt ln 1005; lhii isalso a 

(let iwast III ,Imidaid t hin to 21.8 pciieilt ltlwii ie omn, .15.3 pel(cnt 

the(smuc pei inl LIRs,tisinlg pmet irplioiscres hoir '125 1wrCuit 

fit 199)) tu2i p'iu tilt u 199tiiht lhedispesal a.indlprs hor il 7pel(entin 

to -57.' pI( 1-li I iedi op ii l.'R io h hook tatcs Is gieatel than the 
(1(. lea, III '1T1 tIoll pIli((- mlpi,,, aho)ut 17 pei(cm iclaluve to I1I 

pCi (tilw he ,il, 1 ( ) 1 70otlnired illre suhsitl,11 ( Iangtr taill lles 

l liilet. ripll t Iiheiil/,mii piotamn Ii 1900, 1991 and 1992 sowed sv-, 
little ss illn iris ut lltg (.Rs. l\ccpiois to ti, dos nwai ti end ate :}n olo 

(I ) wood anl %modJiorlii is- tlei isa slight mcnicase in itsEIR, lin 19 
peicni Ili 1ll))(o21 peiiut(Ili 1995; (2) nonmellic ninmcal podtit t 

itsItPR iisig liic (oiipallsoi rtteased from 162 petcent in 990 to 174 
t(+nltin 1995 

1 7) \hllllh (iWs c i\(i I .111 tl,m lit tcO ilrl_ ,in prices, pi iciC nci a , ill i.SpOli5 it othii 
t: h( qult i1 Anoheifmt is ,,dl ure i tlt h it t price changes olely fromn Qlts .speci is 

I11 ] itt I 111.11.IolIl, tI])IiIl v .ihii 
, 

(ill(t I nc1 oi her heeii lgereouisfatuiites iI1pi od-
II(IS 

wlltl.11l%. 11 1l11phi. IIit l( Ilk t[ CIL ,ll le Illose fliO11 l I10l ( %%It( 'lisf[ .11 i Ih sm is (o-(Ollipalllollq, 

,issito1 d QRst have been lih risetif (i b.mIc Ihe ht .mc i, .o. irled iw lo- Neerilhtess, 
,

fil Oll itiioif hSl] i( b o ttigirt 0111 " poihicli i ,mC\tllwipll.1lill I 1,11(- tafl ilpi[s iit k ol ils. 

tI ils is (.\lA(III h1(111 it i gu\t\ I I['Is ol ejortle stlor,, gi\en iltha their imptcii lics oil 

lih'll ollllltl .1 CIL and1¢Ilnputsl /Cl1( 



TABLE 2.6 

WEIGHTED AVERAGE IMPLICIT TARIFFS USING PRICE COMPARISONSa, 1990-1995 

(inpercent) 

1989190 SDb 1991 SD 1992 SD 1993 SD 1994 SD 1995 SD 

03-96 All Sectors 
Importables 
Exportables 

20 2 
40.5 
-2.5 

27.4 
225 
6 6 

20.3 
40.7 
-2.5 

270 
22.8 
6.6 

19.5 
39.2 
-2.5 

26.9 
22.6 
6.6 

186 
376 
-2.5 

26.3 
22.6 

6.6 

17.9 
36.2 
-2 5 

25.8 
22.7 

6.6 

17.2 
34.8 

2.5 

25.4 
230 
6.6 

03-22 Agriculture, Fishing 
and Forestry 

Importables 
Exportables 

5.0 
41.9 
-4.3 

20.2 
83 
8 2 

60 
46.6 
-4.3 

220 
7.9 
8.2 

5.4 
43.5 
-4.3 

208 
7.8 
8.2 

4.7 
40 5 
-4.3 

197 
8.3 
8.2 

4.1 
37.5 
-4.3 

18.7 
9.2 
8.2 

3.5 
34.5 
-4.3 

17.8 
10.5 
8.2 

23-27 Mining 
Importables 
Exportabl~s 

4.3 
16.7 
0.0 

7.6 
4.0 
00 

52 
203 
00 

10.6 
11.5 
0.0 

5.2 
203 

0.0 

10.6 
11.5 
00 

5.2 
20.3 
00 

106 
11.6 
00 

52 
203 

0.0 

10.6 
11.6 
0.0 

5.2 
20.3 
0.0 

10.6 
11.6 
0.0 

28-96 Manufacturing 
Importables 
Exportables 

29.6 
40.8 

0.0 

27.3 
23.9 

0.0 

zG 2 
40 2 
0 0 

27.3 
24.2 
0 0 

28.2 
38.9 

0.0 

26.9 
24.1 
0.0 

27.2 
37.5 

0.0 

26.5 
24.1 

0.0 

26.4 
36.3 
0.0 

26.2 
24.2 

0.0 

25.5 
35.1 

0.0 

26.0 
24.4 

0.0 

0 

b 



TABLE 2.6 (CONTINUED) 

1989)90 bSD 1991 SD 1992 SD 1993 SD 1994 SD 1995 SD : n 

03-13 Agriculture
Importables 

Exportables 

12.8 
41.6 

0.0 

19.8 
7.8 

06 

14.3 
46.4 

00 

21.9 
78 

0.5 

13.5 
438 

00 

207 
7.9 

0.5 

12.7 
41.1 

00 

19.7 
86 

0.3 

11.9 
38.6 

0.0 

18.7 
9.7 

0.3 

11.1 
36.1 

0.0 

17.8 
11.2 

0.3 

19-20 Fishing 
Importables 
Exportables 

5.4 
42.9 

0.0 

14.6 
9.5 
0.0 

6.2 
49.8 

0.0 

165 
0.1 
0.0 

56 
44.9 

0.0 

14.8 
0.1 
0.0 

5.0 
39.9 
0.0 

13.2 
0.1 
0.0 

4.4 
34.9 

0.0 

11.5 
0.1 
0.0 

3.7 
29.9 

0.0 

9.9 
0.1 
0.0 

21-22 Logging and Other 
Forestry Activities 

Importables 
Exportables 

-17.7 
41 2 
-200 

11.7 
0.0 
0.0 

-18.0 
32.1 

-20.0 

10.0 
0 0 
0.0 

-18.1 
30.2 

-20.0 

9.6 
0.0 
0.0 

-18.2 
28.2 

-20.0 

9.2 
0.0 
0.0 

-18.2 
26.3 

-20.0 

8.8 
0.0 
0.0 

-18.3 
24.3 

-20.0 

8.5 
0.0 
0.0 

28-45 Food Processing 
Importables 
Exportables 

25.1 
32.8 

0.0 

19 2 
39.7 

0.0 

25.2 
32 8 
0.0 

192 
39.9 
0.0 

23.9 
31.2 

0.0 

17.7 
39.2 

0.0 

22.7 
29.6 

0.0 

164 
38.7 
0.0 

215 
28.0 

0.0 

15.2 
38.3 
0.0 

20.3 
26.5 
0.0 

14.2 
38.1 
0.0 

46-50 Beverages and Tobacco 
importables 
Exportables 

26.5 
50.0 
0.0 

25.0 
0.0 
0.0 

26.5 
50.0 
0 0 

25.0 
0.0 
00 

26.2 
49.4 

0.0 

24.7 
1.1 
0.0 

25.9 
48.8 

0.0 

24.4 
23 
0.0 

25.6 
48.3 

0.0 

24.2 
3.4 
0.0 

25.3 
47.7 
0.0 

24.0 
4.6 
0.0 



TABLE 2 6 (CONTINUED) 

1989/90 SDb 1991 SD 1992 SD 1993 SD 1994 SD 1995 SD 

51-55 Textile and Footwear 
Importables 
Exportables 

8.8 
39.2 

0.0 

16.4 
1.4 
0.0 

6.6 
29.6 

0.0 

12.6 
5 3 
0 0 

6.6 
29.6 

0.0 

12.6 
5.3 
0.0 

5.3 
23.6 
0.0 

10.0 
3.5 
0.0 

5.3 
23.6 
0 0 

10.0 
3.5 
0.0 

50 
224 

0.0 

9.5 
3.9 
00 

56-58 Wood and Wood Products 
Importables 

Exportables 

0.0 
-

0 0 

0.0 
-

0.0 

0 0 
-

30 

0.0 

0.0 

0.0 

0 0 

0 0 
-

0.0 

0.0 
-

0.0 

0.0 
-

0 0 

0 0 

0.0 

0.0 
-

0 0 

0.0 
-

0.0 

0.0 
-

0.0 

59-66 Paper, Rubber, Leather 
and Plastic 

Importables 
Exportables 

27.3 
32.4 

0.0 

10.7 
7.2 
0.0 

28.4 
33.6 

0.0 

11.4 
8.0 
0.0 

26.6 
31.4 

0.0 

10.7 
7.4 
0.0 

24.6 
29.1 
0.0 

10.3 
7.6 
0.0 

23.1 
27.4 

0.0 

9.8 
7.4 
0.0 

21.6 
25.5 
0.0 

9.5 
7.3 
0.0 

67-75 Chemicals and Chemical 
Products 

Importables 
Exportables 

39.3 
39.3 

-

9.7 
9.7 

31.3 
36.3 

-

8.9 
8.9 

-

349 
34.9 

-

9.6 
9 6 

-

34.7 
34.7 

-

10.0 
10.0 

-

34.7 
34.7 

-

10.1 
10.1 

34.5 
34.5 

10.4 
10.4 

- :" 

76-79 Non-metallic Mineral Products 
Importables 
Exportables 

79.5 
80.5 

0.0 

20.4 
9.1 

27.9 

79.7 
80.7 
0.0 

19.7 
9.0 

29.2 

80.1 
81.1 

0.0 

18.2 
9.7 

43.6 

79.8 
80.2 
0.0 

18.7 
10.6 
42.1 

79.6 
806 

0.0 

19.2 
11.5 
40.8 

794 
80.4 
0.0 

19.7 
12.4 
40.2 



TABLE 2.6 (CONTINUED) 

1989/90 SDb 1991 SD 1992 SD 1993 SD 1994 SD 1995 SD rn 
n 

80-82 Basic Metals 
and Metal Products 

Importables 
Exportables 

26.9 
27.3 

0.0 

3.5 
1.0 
0.0 

26.1 
26.5 
0 0 

35 
1.4 
0.0 

25.8 
26.2 
0 0 

34 
1.1 
0.0 

22.8 
23.2 
0.0 

3.3 
1.6 
0.0 

21.1 
21.4 
0 0 

30 
1.4 
0 0 

196 
19.9 
0.0 

29 
1 5 
0.0 

83-91 Machine Including Electrical 
Transportation Equipment 

Importables 
Exportables 

23.3 
30.2 

0.0 

28.1 
28.5 

0.0 

20.7 
26.9 
0.0 

28.5 
29.7 

0.0 

17.9 
23 2 

0.0 

28.5 
30 5 
0.0 

17.6 
22.8 
0.0 

28.4 
30.4 

0.0 

17.2 
22.4 
0.0 

28.3 
30 4 
0.0 

16.9 
22.0 

0.0 

28.2 
30.4 
0.0 

92-96 Miscellaneous Manufactures 
Importables 
Exportables 

13.4 
29.4 

0.0 

16.9 
8.9 
0.0 

112 
24.7 

0.0 

142 
7.9 
0.0 

10.6 
233 
00 

13.3 
7.1 
0.0 

10.0 
21.9 

0.0 

125 
6.3 
0.0 

9.3 
20.5 
0.0 

116 
56 
0.0 

8.7 
191 
0.0 

10.8 
4.9 
0.0 

aWeight used : FTVA Qbj; all implicit tariffs are net of indirect taxes. 
bStandard deviation 



TABLE 2.7 

WEIGHTED AVERAGE EFFECTIVE PROTECTION RATES USING BOOK RATESa, 1990-1995 
(inpercent) 

1989/90 SDb 1991 SD 1992 SD 1993 SD 1994 SD 1995 SD 

03-96 All Sectors 
Importables 
Exportables 

26.2 
57.0 
-8.3 

45.3 
40.7 
15.5 

27.3 
57.8 
-6.8 

44.4 
39.3 
157 

25.9 
55.1 
-67 

41.9 
36.1 
15.4 

24.4 
52.0 
-6.5 

38.7 
32.0 
15.1 

232 
49.6 
-6.4 

36.9 
29.9 
14.8 

21.8 
47 0 
-6.4 

34.9 
27.9 
14.6 

03-22 Agriculture, Fishing 
and Forestry 

Importables 
Exportables 

1.8 
35.3 
-6.7 

196 
11.5 
9.6 

5.6 
51.1 
-5.9 

24.7 
9.3 
9.4 

4.6 
46.1 
-59 

22.8 
80 
9.4 

3.6 
41.1 
-5.9 

20.8 
6.8 
9.4 

2.6 
36.1 
-5.9 

190 
54 
9.4 

1.6 
31.2 
-5.8 

17.2 
4.0 
9.4 

23-27 Mining 
Importables 
Exportables 

-4.2 
17.3 

-11.6 

13.1 
5.0 
3.0 

0.5 
23.0 
-7.3 

15.2 
14.6 
1 7 

0.5 
23.0 
-7.2 

15.2 
14.6 

1.7 

0.5 
23.0 
-7.2 

15.2 
14.6 

1.7 

0.5 
23.0 
-7.2 

15.2 
14.6 
1.7 

0.5 
23.0 
-7.2 

15.2 
14.6 
1.7 

28-96 Manufacturing 
Importables 
Exportables 

41.6 
61.2 

-10.4 

46.4 
36.8 
22.6 

41.0 
59.5 
-8.2 

39.0 
24.8 
23.2 

39.3 
57.2 
-8.0 

35.3 
18.3 
22.7 

37.4 
54.3 
-7.4 

30.2 
3.1 

22.0 

35.9 
52.3 
-7.3 

330 
18.5 
21.6 

34.3 
50.0 
-7.1 

34.3 
23.5 
21.2 

Cr) 



TABLE 2 7 (CONTINUED) 

1989190 SDb 1991 SD 1992 SD 1993 SD 1994 SD 1995 SD 

03-13 Agriculture 9.3 15.9 15.0 237 13.5 21.3 120 19.0 10.5 167 9.1 14.4 
Importables 31.7 94 49.8 78 449 67 40.0 5.6 35.2 4.2 30.4 2.8 
Exportables -0.7 1.0 -0.5 1.0 -0.5 1.0 -0.4 0.9 -0.4 09 -0.4 0.9 

19-20 Fishing 3.4 17.4 6.0 20.3 5.3 182 4.5 16.2 3.8 14.2 3.0 122 
mmoortables 48.3 9.1 59.4 5.3 53.3 4.7 47.2 4 1 41.1 3.5 35.0 2.9 
Exportables -3.0 2.0 -1.6 0.8 -1.6 0.8 -1.6 08 -16 0.P -1.6 0.8 

21-22 Logging and Other Forestry 
Activities -22.3 12.7 -21.8 10.8 -21.8 10.4 -21.9 10.0 -22.0 9.7 -22.1 9.3 

Importables 41.7 0.0 32.6 0.0 30.6 0.0 28.7 0.0 26.7 0.0 24.7 0.0 
Exportables -24.8 0.0 -23 9 0.0 -23.9 0 0 -23.9 0.0 -23.9 0.0 -23.9 0.0 

28-45 Food Processing 43.6 49.1 42.7 48.5 41.0 44.7 39.2 41 1 37.6 38.6 36.0 36.4 
Importables 60.3 68.6 59.2 58 3 56.8 52 9 54.4 45 7 52 2 50.0 49.9 52.0 
Exportables -11.2 25.0 -11.3 26.4 -10.9 25.5 -10.5 247 -10.1 24.0 -9.8 23.3 

46-50 Beverages and Tobacco 45.1 56.0 43.8 58.7 43.5 58.5 43.1 58.4 42.7 58.2 42.3 58.1 
Importables 97.1 12.9 98.2 11.8 97.5 13.3 96.8 14.7 96.0 16.1 95.3 17.6 
Exportables -13.5 3.7 -17.6 8.5 -17.6 8.5 -17.6 8.5 -176 8.5 -17.6 8.5 



TABLE 2 7 (CONTINUED) 

1989190 SDb 1991 SD 1992 SD 1993 SD 1994 SD 1995 SD 

51-55 Textile and Footwear 
Importables 
Exportables 

5.2 
1164 
-26.9 

61.2 
258 
58 

5 1 
87.5 

-188 

446 
66 
4.9 

5.1 
87.5 

-18.8 

44.6 
66 
4.9 

1.9 
667 

-169 

35.2 
6.4 
4.5 

1.9 
66.7 
-16.9 

35.2 
64 
4.5 

0.8 
61.6 

-168 

33.0 
4.1 
4.3 

56-58 Wood and Wood Products 
Importables 
Exportables 

18.9 
-

18.9 

11.3 
-

11.3 

235 
-

23.5 

10.7 
-

10.7 

23.5 
-

23.5 

10.7 
-

10.7 

23.5 
-

235 

10.7 
-

10.7 

23.5 
-

23.5 

107 
-

10.7 

235 
-

23.6 

10.7 
-

10.7 

59-66 Paper, Rubber, Leather 
and Plastic 

Importables 
Exportables 

110.6 
134.9 
-21.7 

92.0 
88.2 
66 

122.7 
149.7 
-23.8 

102.9 
99.5 
4.1 

113.3 
138.5 
-23.8 

96.5 
93.3 
4.1 

102.4 
1256 
-238 

85.8 
82.1 

4.1 

94.8 
116.6 
-23.8 

81.2 
77.8 
4.1 

85.5 
105.6 
-238 

726 
690 
4.1 

67-75 Chemicals and Chemical 

Products 
Importables 
Exportables 

71.1 
71.1 

-

49.7 
49.7 

-

574 
57.4 

-

40.0 
40.0 

-

53.0 
53.0 

-

371 
37.1 

-

521 
52.1 

-

37.2 
37.2 

-

51.8 
51.8 

-

372 
372 

-

514 
514 

-

37.3 
37.3 

-

76-79 Non-metallic Mineral Products 
Importables 
Exportables 

39.1 
40.0 

-28.6 

22.3 
11.6 

102.9 

39.3 
40.0 
-18.4 

17.3 
13.1 
97.7 

41.3 
42.0 

-20.0 

14.3 
10.9 

173.5 

40.7 
41.5 
-20.0 

12.5 
8.7 

169.7 

40.1 
40.9 

-20.0 

10.9 
6.5 

166.1 

39.6 
40.4 
-20.0 

9.7 
4.3 

164.4 
C-i 



TABLE 2.7 (CONTINUED) 

1989190 bSD 1991 SD 1992 SD 1993 SD 1994 SD 1995 SD rn 

80-82 Basic Metals and Metal 
Products 

Importables 
Exportables 

72.2 
73.7 

-20.8 

12.3 
4.2 
00 

78.3 
79.8 

-147 

12.4 
4.5 
0.0 

77.4 
78.9 

-14.7 

124 
4.7 
0.0 

66.4 
0 0 

-14.7 

11.2 
67.9 

0.0 

60.1 
0.0 

-147 

102 
61 4 
0.0 

54.7 
55.8 

-14.7 

9.4 
3.8 
0.0 

83-91 Machine Including Electrical 
Equipment, Transportation
Equipment 

Importables 
Exportables 

35.5 
46.8 
-2.4 

29.5 
23.9 
0.0 

32.1 
42.3 
-1.8 

31.0 
28.4 
0.0 

24.8 
32.8 
-1.8 

30.8 
30.9 

0.0 

24.9 
32.9 
-1.8 

27.8 
27.0 
0.0 

24.2 
31.9 
-1.8 

.5.9 
26.1 
0.0 

22.4 
29.7 
-1.8 

25.2 
24.5 
00 

92-96 Miscellaneous Manufactures 39.5 52.4 37.6 49 4 
Importables 90.8 18.3 85.2 22.3 
Exportables -3.4 0 0 -2.3 0.0 

aWeight used. FTVA Ob; EPRs were calculated assuming without duty drawback. 
bStandard deviation 

34.8 
79.1 
-2.3 

45.7 
19.1 
0.0 

32.0 
73.0 
-2.2 

42.0 
16.0 
0.0 

29.3 
66.9 
-2.2 

38.4 
12.9 
0.0 

26.5 
60.8 
-2.1 

34.8 
9.9 
0.0 



TABLE 2.8 

WEIGHTED AVERAGE EFFECTIVE PROTECTION RATES USING PRICE COMPARISONSa, 1990_1995 

(inpercent) 

0) 

1989190 SDb 1991 SD 1992 SD 1993 SD 1994 SD 1995 SD 

03-96 All Sectors 
Importables 
Exportables 

32.5 
69.0 
-8.3 

61.7 
64.6 
15.5 

33.9 
70.2 
-6.8 

62.9 
66.9 
15.7 

32.6 
67.8 
-67 

61.3 
65.5 
154 

31.2 
65.0 
-65 

59.5 
64.0 
15.1 

30.1 
62 8 
-6.4 

58.4 
63.3 
148 

29.0 
60.6 
-6.4 

57.3 
62.7 
146 

03-22 

23-27 

28-96 

Agriculture, Fishing 
and Forestry 

Importables 
Exportables 

Mining 
Importables 
Exportables 

Manufacturing 
Importables 
Exportables 

3.8 
45.1 
-6.7 

-4.2 
17.3 

-11.6 

50.7 
73.7 
-10.4 

22.8 
9.0 
9.6 

13.1 
5.0 
3.0 

68.3 
65.4 
22.6 

5.6 
51.1 
-5.9 

0.5 
23.0 
-7.3 

51.5 
74.1 
-8.2 

24.7 
9.3 
9.4 

152 
14.6 
1.7 

66.3 
63.0 
23.2 

4.9 
47.7 
-5.9 

0.5 
23.0 
-7.2 

50.0 
71.9 
-8.0 

23.4 
9.0 
9.4 

15.2 
14.6 

1.7 

64.4 
61.2 
22.7 

4.2 
44.3 
-5.9 

0.5 
23.0 
-7.2 

48.0 
69.0 
-7.4 

22.2 
9.4 
9.4 

152 
14 6 

1.7 

62.2 
59.3 
22.0 

3.6 
41.0 
-5 9 

0.5 
23.0 
-7.2 

46.6 
67.0 
-7.3 

21.1 
10.3 
9.4 

15.2 
14.6 

1.7 

63.8 
62.5 
21.6 

2.9 
37.7 
-5.8 

0.5 
23 0 
-7.2 

45.1 
64.9 
-7.1 

20.1 
11.7 

9.4 

15.2 
14.6 
1.7 

64.6 
64.5 
21.2 

z 



TABLE 2.8 (CONTINUED) 

1989190 bSD 1991 SD 1992 SD 1993 SD 1994 SD 1995 SD rn 

0 

03-13 Agriculture 
Importables 
Exportables 

13.2 
44.4 
-0.7 

21.4 
8.5 
1.0 

15.0 
49.8 
-0.5 

23.7 
7.8 
1.0 

14.2 
47.0 
-0.5 

22.5 
8.3 
1.0 

133 
44.3 
-0.4 

21.4 
9.4 
0.9 

12.5 
41.6 
-0.4 

20.4 
10.8 
0.9 

11.7 
39.0 
-0.4 

19.6 
12.6 
0.9 

19-20 Fishing 
Importables 
Exportables 

3.4 
48.3 
-3.0 

17.4 
9.1 
2.0 

6 0 
59.4 
-1.6 

20.3 
5.3 
0.8 

5.3 
53.3 
-1.6 

18.2 
4.7 
0.8 

4.5 
47.2 
-1.6 

16.2 
4.1 
0.8 

3.8 
41.1 
-1.6 

14.2 
3.5 
0.8 

3.0 
35.0 
-1.6 

12.2 
2.9 
0.8 

21-22 Logging and Other Forestry 
Activities 

Importables 
Exportables 

-223 
41.7 

-24.8 

12.7 
0.0 
0.0 

-21.8 
32.6 

-23.9 

10.8 
0.0 
0.0 

-21.8 
30.6 

-23.9 

10.4 
0.0 
0.0 

-21.9 
28.7 

-23.9 

10.0 
0.0 
0.0 

-22.0 
26.7 

-23.9 

9.7 
0.0 
0.0 

-22.1 
24.7 

-23.9 

9.3 
0.0 
0.0 

28-45 Food Processing 
Importables 
Exportables 

30.8 
43.7 

-11.2 

50.0 
100.3 
25.0 

30.0 
42.6 
-11.3 

49.6 
98.2 
26.4 

28.3 
40.3 

-10.9 

45 3 
95.8 
25.5 

26.7 
38.1 

-10.5 

41.2 
92.8 
24.7 

25.2 
35.9 

-10.1 

38.1 
95.7 
24.0 

23.6 
33.8 
-9.8 

35.3 
97.3 
23.3 

46-50 Beverages and Tobacco 
Importables 
Exportables 

45.1 
97.1 

-13.5 

56.0 
12.9 
3.7 

43.8 
98.2 

-17.6 

58 7 
11.8 

8.5 

43.5 
97 Z 

-17.6 

58.5 
13.3 
8.5 

43.1 
96.8 

-17.6 

584 
14.7 
8.5 

42.7 
96.0 

-17.6 

58.2 
16.1 

8.5 

42.3 
95.3 

-17.6 

58.1 
17.6 
8.5 

"J 



TABLE 2.8 (CONTINUED) 

1989190 SDb 1991 SD 1992 SD 1993 SD 1994 SD 1995 SD 

51-55 Textile and Footwear 
Importables 
Exportables 

5.2 
116.4 
-269 

61.2 
25.8 

5.8 

5.1 
87.5 
-18.8 

44.6 
6.6 
4.9 

5.1 
87.5 

-18.8 

44.6 
6.6 
4.9 

1.9 
66.7 
-16.9 

35.2 
6.4 
4.5 

1.9 
66.7 

-16.9 

35.2 
64 
4.5 

0.8 
61.6 

-16.8 

33.0 
4.1 
4.3 

56-58 Wood and Wood Products 
Importables 

18.9 
-

11.3 
-

23.5 
-

10.7 
-

23.5 
-

10.7 
-

23.5 
-

10.7 
-

23.5 
-

10.7 
-

23.6 
-

10.7 
-

Exportables 18.9 11.3 23.5 107 235 10.7 23.5 107 23.5 10.7 23.6 10.7 

59-66 Paper, Rubber, Leather 94.8 81.2 85.5 72.6 
and Plastic 110.6 92.0 122.7 102.9 113.3 96.5 102.4 85.8 

Importables 134.9 882 149.7 99.5 138.5 93.3 125.6 82.1 116.6 77.e 105.6 69.0 
Exportables -21.7 6.6 -23.8 4.1 -23.8 4.1 -23.8 4.1 -23.8 4 1 -238 4.1 

67-75 Chemicals and Chemical 
Products 108.9 79.1 103.6 87.1 99.2 88.2 98.3 88.8 98 1 89.0 97.6 89.3 

Importables 
Exportables 

108.9 
-

79.1 
-

103 6 
-

87 1 
-

99.2 
-

88.2 
-

98 3 
-

888 
-

98.1 
-

89.) 
-

97.6 
-

89.3 
-

76-79 Non-metallic Mineral Products 162.6 50.5 173.5 45.2 175.5 37.8 174.9 39.1 174.3 40.5 173.8 41.9 

Importables 
Exportables 

1650 
-28.6 

19.4 
102.9 

175.9 
-18.4 

19.4 
97.7 

177.9 
-20.0 

20.8 
173.5 

177.4 
-20.0 

23.0 
169.7 

176.8 
-20.0 

Zo-62 
166.1 

176.3 
-20.0 

27.4 
164.4 



TABLE 2.8 (CONTINUED) 

1989/90 SDb 1991 SD 1992 SD 1993 SD 1994 SD 1995 SD 

80-82 Basic Mctals and Metal 
Products 

ImportablesExportables 

72.2 
73.7-20.8 

12.3 
4.20.0 

78.3 
79.8-14.7 

12.4 
4.50.0 

77.4 
78.9-14.7 

12.4 
4.70.0 

66.4 
67.7-14.7 

11.2 
4.80.0 

60.1 
61.3-14.7 

102 
4.10.0 

54.7 
558-14.7 

9.4 
3.80.0 

83-91 Machine Including Electrical 
Equipment, Transportation 
Equipment 

Importables 
Exportables 

48.2 
63.4 
-2.4 

728 
76.7 

0.0 

44.9 
58.8 
-1.8 

75.2 
80.6 
0.0 

38.0 
49.8 
-1.8 

76.4 
83.5 

0.0 

37.2 
48.9 
-1.8 

76 2 
83.3 
0.0 

36.3 
47.7 
-1.8 

75.7 
82.9 

0.0 

34.9 
45.9 
-1.8 

74.7 
82.0 
0.0 

92-96 Miscellaneous Manufactures 
Importables 
Exportab!es 

39.5 
90.8 
-3.4 

52.4 
18.3 
0.0 

37.6 
85.2 
-2.3 

49.4 
22.3 
0.0 

34 8 
79.1 
-2.3 

45 7 
19.1 
0 0 

32.0 
73.0 
-2.2 

42.0 
16.0 
0.0 

29.3 
66.9 
-2.2 

38.4 
12.9 
0.0 

26.5 
60.8 
-2.1 

34.8 
9.9 
0.0 

aWeight used: FTVA.Qbj; EPRs were calculated assuming without duty drawback. 
bStandard deviation 

c o 



200 CATCHING UP WITH ASIA'S TIGERS 

The effect of E.O.8 oil tile overall implicit tat ifl tate and EPR is v'ery 

minimal since there are only 201 lines aflecte(l out of 5,6i)6 lines. The 

significance of 0. 8 is not in the numbe of lines atfec led, but in providing 

policy commitment and credibility; in this aspect, it has sent confusing, if 

not wrong signals to the pi ivate sector. Obviously, F-0. 8 (eated gleatet 

dispersal of rates, both implicit tariffand ElPRs, anong sttiol,,. 

The disparity between the l'.l'Rs ofinipot tables ve sus exporables is very 

glaring and becomes mote pronounced for cci tam sectot s when FlPR,, are 

calculated from price compa, isons. The existing trade I egime has continued 

to confe gieater pI otection to import-i om)peting rathet than export-plo

ducing activities because ,ftei all, tat ills and QRs ate insti iiernts Contrived 

to piotect ilnpot t-substituting a tivities. As long as tat iffs ate gieatet than 

iet o, the expI)t t bias Will continue, unless siisidies to expot is exist. Then, it 

follomss that .0. 170 is vety limited in Ietlioving the trade bIas of' the existing 

ti ade regime. The pi ovision of (luty l awbacks is an at tempt to mitigate the 

bias against explis, lie effect of which is to ieduce tile pentally on exports. 

If dlawbacks aI tin ed, the ov'et all penalty on exports for the entire,pl'ent 

eCOnIOImy ';Ibltb eICl(o ed bV ,IsloU( 11is i to 7 pet cent; the remaining penalty 

of 1.Iperceint is due to the 2(0 pe cent expot i ol logs (Tables 2.9 andtax 

2.10). For the entit e expoi table set tot of manufactmt ing, the penalty rate 

ranging ftota IOA l)pe(ent in 1990 to about 7 percent in 1995 would he 

reduced to /et o,t11ot c et, the etitii e setolt would i ec'eive a pl otection of' 
41pei ent. 

The distribution of sectotl MA'Rs from tailffs and taxes and price 

compatisons had only vel'y miunot changes for the lowest foul atd highest 

bracket; the l(IRs ate heavily concenti atel t ound the extreme values of less 

than /t o and gi eatet than /eto range with spatse distribution in the 

mid-i ange. There is only .in mci ease in the clustering of EPRs using hook 

rates in the 3 I-10 pit(ent aid 51-60 percent range: fr-om 6 and 3 in 1990 to 

13 and 10 it,1(95, ,espet tively. The distribution of EPRs using price com

parisons exhilted siuila p.,tterns (Table 2.11). The distribution appears 

to he an invet tecd no nial disti ibution curve. If trade reform is to achieve a 

more uniform amnd neutral protection across sectors, the more desirable 

distribution should be a heavy concentration of EPRs around a niedian value 

with few at the extremes. In this particular instance, E.O. 470 has failed to 

bring about a more even distribution of protection across sectors. 
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TABLE 2.9 

WEIGHTED AVERAGE EFFECTIVE PROTECTION RATES USING BOOK RATESa BY MAJOR SECTORS, 1990- 1995 rn 

(inpercent, with duty drawback) 

1989190 SDb 1991 SD 1992 SD 1993 SD 1994 SD 1995 SD 

03-96 AllSectors 
Importables 
Exportables 

294 
57.0 
-14 

422 
40.7 
104 

298 
57.8 
-1.4 

417 
39 3 
104 

28.4 
55 1 
-14 

392 
36 1 
104 

26.8 
52 0 
-1.4 

361 
32.0 
104 

255 
49 6 
-14 

343 
29.9 
104 

24.1 
47 0 
-1.4 

32.4 
27.9 
10.4 

,. 

03-22 Agriculture, Fishing 
and Forestry 

Importables 
Exportables 

3.2 
35.3 
-4.9 

189 
115 
94 

6.4 
51.1 
-49 

24.3 
9.3 
9.4 

54 
46.1 
49 

224 
8.0 
94 

44 
41 1 
-4.9 

205 
68 
94 

3.4 
36.1 
-4.9 

18.6 
54 
9.4 

2.4 
31.2 
-4.9 

168 
40 
9.4 

23-27 Mining 
Importables 
Exportables 

45 
17.3 
0 1 

7.9 
50 
00 

6.0 
230 
0.1 

12.4 
14.6 

0.0 

6.0 
230 

0.1 

124 
146 
0.0 

6.0 
23.0 
0 1 

124 
146 
0.0 

6.0 
23.0 

0.1 

124 
146 
0.0 

6.0 
230 

0.1 

12.4 
146 
00 

28-96 Manufactunng 
Importables 
Exportables 

45.5 
61.2 
38 

41.0 
36.8 
10.6 

44.3 
595 

3.8 

33.2 
24.8 
106 

425 
57.2 
38 

29.2 
18.3 
10.6 

405 
54.3 

3.8 

235 
3 1 

106 

39.0 
52.3 

3.8 

27.5 
18.5 
106 

37.3 
500 

3.8 

29.3 
23.5 
106 

aWeight used. FTVA Qbj
bStandard deviation "" 



TABLE 2.10 
WEIGHTED AVERAGE EFFECTIVE PROTECTION RATES USING PRICE COMPARISONS a BY MAJOR SECTORS, 1990-1995 

(inpercent, with duty drawback) 

SDb1989190 1991 SD 1992 SD 1993 SD 1994 SD 1995 SD 

03-96 	 All Sectors 357 59.1 364 608 35 1 593 336 575 325 56.5 31.3 55.5
Importables 69.0 64.6 70.2 66 9 67 8 65.5 65.0 64.0 62.8 63.3 60.6 62.7
Exportables -1.4 104 -1.4 104 -1.4 	 10.4 -1.4 10.4 -1.4 104 -1.4 104 

03-22 	 Agriculture, Fishing

and Forestry 
 5.2 	 221 6.4 243 57 230 50 21.8 4.4 207 37 19.7

Importables 45.1 90 51.1 9.3 47.7 90 443 9.4 41.0 103 37.7 11.7
Exportables -4.9 94 -4.9 9.4 -4.9 9.4 -4.9 9.4 -4.9 9.4 	 -4.9 9.4 

23-27 Mining 4.5 79 60 12.4 60 124 60 12.4 6.0 12.4 6.0 124 z
Importables 173 50 230 146 230 146 23.0 14.6 23.0 14.6 23.0 14.6 
Exportables 0.1 00 0.1 0.0 0.1 00 0.1 	 C)00 0.1 0.0 0 1 0.0 

28-96 	 Manufacturing 54.6 64.2 54 9 625 532 60.7 51.1 58.7 497 60.5 48.1 61.6 
Importables 73.7 65.4 74.1 63.0 71 9 61 2 69.0 59 3 67.0 62.5 64.9 64.5
Exportables 3.8 10.6 3.8 10.6 3 8 10.6 3.8 	 10.6 3 8 10.6 3.8 10.6 

aWeight used: FTVA. Qbj C) 
bStand3rd deviation 

cj3 
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TABLE 2.11
 

FREQUENCY DISTRIBUTION OF EPRs, 1990 and 1995
 

Book Rates Price Comparison 

EPR in% 1990 1995 1990 1995 

< 0 36 33 36 33 
=0 3 5 3 5 

1-10 1 3 1 3 
11-20 6 4 6 4 
21-30 5 8 4 8 
31-40 6 13 5 9 
41-50 7 2 7 2 
51-60 3 10 3 10 
61-70 4 7 3 7 
71-80 4 0 3 0 
81-90 2 2 2 2 

91-100 6 0 7 0 
> 100 21 17 24 21 

TOTAL 104 104 104 104 

Sources: Tables 2.7 and 2.8. 

Liberalization of Foreign Exchange 

Foreign exchange controls remained throughout the 1980s and were par
tially lifted only in January of 1992 and completely lifted in August 1992. 
Most controls on trade as well as nontrade transactions were removed. No 
Central Bank (CB) (now the Bangko Sentral) permit is needed for banks to 
sell foreign exchange except when the item to be imported is still restricted. 
The most significant move was to allow 100 percent retention for exporters 
and no restrictions on how export proceeds will be used. Although substan
tial changes have been made in liberalizing the exchange market, the market 
is far from being really free. This is evident from the unevenness with which 
liberalization is implemented: there are no limits to capital inflows but there 
are to outflows; there are purchase limits but no selling limits. 
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Tile lifting of exchange controls should have accompanied the II1 in 

the 1980s. The dlifficulty is that while this may have been called for to 

complement tlade reform, it may have been inconsistent with an existing 

stabilization program. The Philippines has a long experience of inflation 

stemming from devaluation. This would have jeopardiied inflation fighting 

in tile stahili/ation program, although ieality was that the devaluations 

prodnced inflation because the exchange iate level was, most of the time 

overvalued, hence, wiong in the fi st plat e.The lifting of exchang,."controls 

materialized in 1992. 'he e'(),o plomptly appieciated in real terl is via a 

nominal appleciation Table 2.12 shows that prior to the lifting of controls, 

the nominal exchange aite was P27.4t8 for every SLIS in 1991; three iCnths 
after (ontiols were pai ially lifted (i.e., March 1992), the exchange rate 

appret rated to l'25.81 foi every $IS.By tltim coatl weie f'iirther liftedune Is 

in August 19)92, the i ate appieciated again to P)24.67 fil every $1S9 and 

settled at aliI(d P24.94 ftr every $LIS in l)ecember 1992. On the avetage, 

the peso appieciated by 7.6 percent in nomtinal telins in 1992. Average 

inflation rate for the same year was 9 per cent; this translates to at least at16 

percent appi eciatior in real tei is. 1t 

'T'lue appie-(iation (ou.fl be tced to: one, weak demnd for fbieign 

exchange in 1992 bet,{use ofa recession; two, inflow of Portfolio Iirveshnllents 

which (alue ill eadlrly betause of the reform in tie exchange ma ket, the higher 

domestic inter est rate,, and consequent a'bitrage opportunities 9 (Table 2.12). 

Net pot dolio invesuent was only about 32 percent of net for eign investmenLs 

in 1990 arnw 1991 with very minimal outflows. In 1992, the iatio rose to 61 

percent; for tile fIrs six months of 1993, tie ratio was 164 percent. Net poi dlio 

inv'estmnt stood at $152 million and $212 million in 1990 and 1991, respec

tively; tiheie was a drmatic increase by 120 percent in 1992 and the surge took 

place in the rmionths of November and )ecember, after the "complete" liber

ali/auon. 

The real appreciadon of the peso eroded part of the gains achieved by 

E.O. 476 and the 11P. Hence, while liberalization of the exchange market is 

a step toward the right direction, it is not sufficient to complement trade 

reform. What is needed is real exchange rate adjustment which is beyond 

the scope of trade policy and the cooperation of monetary policy. 

18. This assumes thaithe inflation rate of major trading partners are minimal and their 
corresponding exchange rates do not change. 

19. Diokno, Ii,eta. Ireign Exhange and Expart (Private Investments Trade Opportunities -
Philippines, 1993). 
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TABLE 2.12 

SHORT-TERM CAPITAL INVESTMENTS, 1990-1993 
(inmillion US$) 

Foreign 
Invest. 
ments 
(1) 

Portfolio 
Invest. 
ments 
Inflow 
(2) 

Portfolio 
Invest-
ments 

Outflow 
(3) 

Net 
Portfolio 
Invest. 
ment 
(4) 

(4)1(1) 
(5) 

Nominal 
Exchange 

Rate 
(6) 

Inflation 
Rate 
(7) 

1990 480 152 152 0.32 24.31 12.4 

1991 654 227 15 212 0.32 27.48 15.7 

1992 

January 

February 

March 

Apnl 

May 

June 

July 

August 

September 

October 

November 

December 

109 

60 

106 

66 

62 

82 

21 

122 

13 

14 

-7 

89 

68 

18 

31 

38 

35 

66 

45 

38 

27 

31 

67 

102 

4 

7 

1 

5 

3 

3 

8 

20 

14 

16 

13 

21 

64 

11 

30 

33 

32 

63 

37 

18 

13 

15 

54 

81 

26.54 

26.16 

25.81 

25.67 

26.15 

26.12 

25.26 

24.67 

24.73 

24.78 

24.94 

TOTAL 737 566 115 451 0.61 25 .53 a 8 .2 a 

1993* 285 921 453 468 1.64 26.21 

*As of June 1993 
aAverage for the year 

Source: Central Bank Statistical Center 



CHAPTER 3 

TheoreticalFramework" 

The Chunglee Model 

In this study, the Chunglee model 21 is used to assess the effects of E.O. 470 
and the lifting of QRs on output, employment, income, intermediate and 
final demand, exports and imports, and balance of trade given a fixed 
exchange rate. The model is a partial equilibrium type with the following 
assumptions: one, the economy is small and open; two, nontraded goods are 
produced in constant prices; three, imports are perfect substitutes for locally 
produced goods; four, factor prices are not affected by trade reform over the 
short run; five, the economy is composed of input-output sectors so the basic 
unit of analysis is the 1-0 sector which is characterized by a supply and 
demand function; and six, all policy instruments are constant, except, of 
course, trade policy. 

The model starts with the argument that output of sectorj, (Qj), is a 
function of effective price or value-added (Vj) only, equation (1). 

Q, = f (vj)() 

20. See Tan, Elizabeth S. 'Trade Policy Reforms in the 1990s: Effects of E.O. 470 and the Import
Liberalization Program." PIDS Research Paper Series No. 94-11, (1994) for a specification of 
the estimation methodologies and data. 

21. Lee, Chung H. "Impact Effects of the Tariff Reform Program: A Methodology for Estima
tion," (Mimeo). Tariff Commission, 1983. The model was used originally to quantify the effects 
of the TRP of 1981, 

-
In 

7 
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, in unit prices ih equal to ( 1 + tj) - Y aq (I + I,) (equation 1.1), 

where t is the tariff on the output, a ij is the amount of input i used to 

produce one unit of outputj, and t, is the tariff on the input. 

Vj = (I+ t)-) - a,, (I+t,,) (1.1) 

Change in output, (d Qj) (equation 1.2), is equal to the product of 

supply elasticity, (bj), Qj , and a proportionate change in effective price 
A

(v). 
A 

dQj = bjQjv (1.2) 

A 0 0 
Vj is the ratio of the difference between V1 and Vj, and Vj,)I whereI 

V is post-tradt reform effective price and V1 is the pre-trade reform 

effective price (equation 1.3). 

1 0 
A V- V 

0 (1.3)V1 VI() 

° In equation 1.3, subtract Vf from V1 add Vf to V , then multiply by 

V0Vf/ to get equation 1.4. 

A V -(V1 -Vf) Vf 
() I * (1.4)

ViVI V0 
I I 

Vf 
- Vf) / is actually the post-trade reform EPR, (E j ), while

(V I 1 

(VO - V{) / Vf is the pre-trade reform EPR,( Ej) (equations 1.5 and 1.6 

respectively). 

E1 1 
= (V1 - Vi ) / V{ 15 

E- jV ) (VV1(1.6) 

22. Vf before and after trade reform are the same because ofthe use of fixed coefficients which 

,to not allow substitution among goods to occur even as price changes. 
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0 
SinceE Vf/ - I (equa1onl.6), 1 + E0 = V/Vf,(equation 

1.7), 1/1 + E= V1//0, (equation 1.8), then equation 1.9 shows that the 

proportionate change in effective price, vjA , is the difference between 
1 0,0 

E and E Oover I + EJ. 

1 + E = 0/Vf (1.7) 

f1 _ V_ 

(1.8)0 = Vj1 
1 + Ej 

0
EIAV = I (1.9)
I +Ej 

Changes in output, therefore, can be estimated from changes in EPRs, 
as seen in equation 1.10. The effect of trade policy reform on output can 
then woik its way indirectly via changes in EPR which capture the net 
protection received by an activity. 

1 0 ; 
dQ1 =bQ( E- j)/ (1 + EO) (1.10) 

Equation 2 states that th,- Jevel of employment in sector j, (Lj), is the 
product of an employment ratio, (ej), and Qwhile equation 2.1 shows the 
change in employment of sectorj, (dL,), to be the product of (') and the 
change in output (dQ4). 

L, = ejQ1 (2) 

dLj = ejdQ (2.1) 

The third equation is income. Equation 3 shows that income, (Yj), is 
the product of Vj and Qj. Change in income, dYj, is equal to Vj times dQj 
(equation 3.1). 

Y) = V) Qj (3) 

dYJ = VJdQj (3.1) 

The fourth equation is intermediate demand. Intermediate demand of 
sector', Ij, is the sum of the product of aft, the amount of inputj used in 
producing a unit of output i, and Qi, (equation 4); the change in interme
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diate demand of sector]j, dlj, comes from the changes in output only and is 
the product of aji and dQi, (equation 4.1). 

Ij = YZ aji * Q (4) 

dIj = Zaji * dQi (4.1) 

Final demand (j) is a function of price and income (equation 5). 
Assuming that cross price elasticities ue zero, the change in final demand 
of sector j due to changes in price is estimated as the product of the 

proportionate change in implicit tariffs, (" j), own piice elasticity of demand 
(Gjj), and final demand. Changes in final demand due to change in income 
is estimated as the product of the income elasticity of demand of sector j 
(KIj), the proportionate change in income ( ) and final demand. Therefore, 
total change in final demand of sectorj, (dJ1j), is the sum of the price and 
income effects (equation 5.1). 

Fbj =g(7;,Y) (5) 

dlj = [G, * (tj) + Kj] Fj (5.1) 

The sixth equation is total demand, (Tj), defined as the sum of inter
mediate and final demand; change in total demand of sectorj (d0)) is the 
sum of the change in intermediate demand and change in final demand 

(equation 6.1). 

Tj = Fj + Ij (6) 

d Tj = dlj + dIj (6.1) 

The seventh equation is imports, (Mj), which is the difference between 
the total demand for and output of importable sectors; change in imports 
of sector j (d!VJj) is the difference between the change in total demand and 
the change in output of importable sectorj (dQj) (equation 7.1). 

Mj = - (7) 

dMj = dTj- dQj (7.1) 

The eighth equation is exports (Xj), the difference between output and 
total demand of expo table sector ]; change in exports of sector j (dXj) is 
taken as the difference between the change in output and the change in total 
demand of expoi table sectorl (equation 8.1). 
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Xj= Q j- Tj (8) 

dXj= dQj- dTj (8.1) 

The ninth equation is trade deficit (TD), which is defined as the differ
ence between the sum of imports of importable sectors, 1. MP and the sum 
of exports of e'zportable sectors, 2: X; the change in the trade deficit (dTD), 
is the difference between the sum of changes in imports, 2 dMj, and the 
sum of changes in exports, 1 Xj, (equation 9.1). 

TD= Mj - ZXj (9) 

dTD = dM j- .dXj (9.1) 

The Simulation Model 

The simulation model23 is basically the Chunglee model with one major 
difference: the assumption of fixed exchange rate is relaxed. The objective 
of this section is to present the simulation model which quantifies the effects 
of trade reform given flexible real exchange rate. 

The simulation model begins with equation 1.3 from the Chunglee 
model. Equations 1.31 and 1.32 state effective price before and after trade 
ieform assuming a flexible real exchange rate, (V,) and (Vi) *,respectively.(j * 

V 0*is equal to 
0 

the product of r, the real exchange rate before trade 
1

relorm, and V) , effective price before trade reform; V, is equal to the 

product of r, the real exchange rate after trade reform, and VR, effective 
price after trade reform. 

1 0
A V =V

1V = V= (1.3)
Vi 

0 0
VJ. = r0 V, (1.31) 

V" = r1 V1 (1.32) 

23. Medalla, Erlinda M. "Impact Effects of TariffReform Program"TC-PIDS Staff Paper Series 
No. 86-05, 1986b. 
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Equation 1.33 defines the proportionate change in effective price incor

porating changes in the real exchange rate. 

V V 1-V-0V0 0 (1.33)A 

Vj.
 

Substitute equations 1.31 and 1.32 into equation 1.33 to get equation 

1.34. 

1 0 
A r, V! - ro V1 (1.34) 

V] 0 (.4 
ro Vi 

Use equations 1.5 and 1.6 florn the Chunglee model and substitute into 

equation 1.34 to get equations 1.35 and 1.36 which states that Vj* is the 

product of the relative real exchange rate, (rl/ro), and the relative EPR, 

[(I+Ejl)/(I+Ejo)], minus one. 

Vi 1 Vjf ( 1 + E) (1.5) 

V) v) 
f 

I+E 
0) (1.6) 

0 )rV/l( + E) - rogf ( I + Ev= I - o)(1.35) 
V r vf( I + Ej 0 )1 

Equation 1.37 is a restatement of equation 1.2 assuming flexible real 

exchange rate; 

A IE 
A* =r 1+E _ (1.36) 

Sro E 

substitute equation 1.36 into equation 1.37 to get equation 1.38. 

dQj* = 6jQj(Oj*) (1.37) 

dQj = bJQJ r1,(1 -) (1.38) 
or( +Ej ) j IL= 
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Equation (1.38), the heart of the simulation model, shows the change 
in output due to trade reform with real exchange rate adjustment to be a 
function of the relative real exchange rate, (rl/ro) and relative EPR, 
[(I+Ej )/(I+Ej)]. The arguments in the remaining equations of the simula
tion model are the same as in the Chunglee model, nevertheless, the changes 
reflect adjustment in the real exchange rate. Once the value of rl/r o in 
equation 1.38 is known, the change in output can be estimated and the values 
of the succeeding equations can be estimated as well. The simulation results 
presented in Chapter 4 computed for a change in the relative real exchange 
given no change in the trade deficit.2 4 

24. The value of r//ro can be solved by iterating, i.e., searching for the value of ri/ro that 
would satisfy a specified change in the trade deficit. Since the simulation model is recursive 
rather than simultaneous, an analytical solution whtch can satisfy any specified change in the 
trade deficit can be derived by solving the equations. For the derivation, please see Tan (1994). 



CHAPTER 4
 

AnalysisofResults
 

This chapter presents and analyzes the macro effects of E.O. 470 with and 
without changes in the exchange rate using the Chunglee and simulation 
models, respecuvely. 

Trade Reform and Exchange Rate Policy 

When trade reform is undertaken given a fixed exchange rate, there are two 
effects. First, there is a negative output effect. When tariffs are lowered or 
QRs are lifted, imports become cheaper relative to their import substitutes; 25 

this creates a downward pressure on prices, causing output in import-com
peting sectors to fall. Second, there is a negative trade balance effect: 
domestic prices of imports (I'm) decrease causing demand to increase while 
the domestic prices of exports (Px) remain constant. The negative trade 
balance effect can also be due to an expenditure-switching policy without an 
accompanying expenditure-reducing policy. This means that demand for 
imports increase without a coriesponding rise in the production of ex
ports.26 The increase in the demand for imports puts pressure on the 
exchange rate. The Central Bank will be able to defend the exchange rate 

25 This assumes that import-substitutes and imports are homogeneous, hence, perfectly 
substitutable. 

26. There is one %%aytrade reform can benefit exports: the cost of import-intensive export, can 
be decreased ihl ough lower cost of imported inputs. 

OM~ to 

http:ports.26
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by diawing down on international reserves and foreign borrowing. 2-7 Once 

both measures are not tenable, the country will be forced to devalue. 

\Vhen t ade tefoi In is complemented by exchange late adjutstment, tile 

negatixe outlplt effect and trade deticit can be aveited; liowevet, the peso 

should depl (iate not only in nominal but in real terins as well. Real 

depieciation implies that a nominal devaluation should 1)'. coupled with 

e:petldituil C-i cdticing policy to pievent expansionair aid/oi inflationuaTy 

eflet s of dcevaltiat ion ulo el oding the p)1ice competitiveness hi ought by the 

lioliuial dev,1titilon. The expansionary effect of devaltiation is caused by an 

iuci case in tile demnd for nontraded goods as theit pi ices deciease relative 

to 1)i ,ces of traded goudls. The inflationary effcct is through domestic prices: 

on(c the cm Iency depi eciates, the domestic cutii ency pi ice of tiaded goods 

incl Cases and if it increcases by as nuch its the iate of depreciation, nothing 

will have bwen gaitied. If domestic pi ices should inci eae, at least it should 

not ill Iease by as ilti h as ilhe dlepreciation ICte. The CxNp'CuditttrC-i educing 

pollv it'tlts the demand for nonti aded goods; this Iii tun enables 

Ietsol( es to shift to the 1)l(dti lollof traded goods. 

;ivein ttade efot i (omIpaied h an iicl ease ill the real exchange 

Itt,, the diop ill tle donest clui clncy price of impoi ts will be offset by an 

lnCli te ill the Ical exc haige tate, hence, imports become ,hol e expensive 

dtlative to theli dolmestic substitutes. Pioduction ft impoitables will in

ciease while deniand 1l0i impoits diops. Meanwhile, the production for 

expottables become illu(e attiactive even if thei wvold pri. e te:nains lin

changed; an iti.ieal.e Ill the real exchange rate incicascs the domestic 

cuirrency pi ice of ex p oitls given constait wotld pi ices Ih-hnce, tile negative 

otitput effect is aweited and the tiade balance can iipr ove. 'File cxpendi

till e-ieducing policy is implied once the real exchange tate is assumed to 

dept ec nlte; this ensin es that expenditures will not he greater than income, 

ex post devaluation. 

The effect of ai cal deprec iation may not be uniforni if the trade regime 

is not relatively tlc, i.c, there ate prohibitive tariffs and/or binding QRs for 

certain seclors. The favored sectots will be those where QRs are present for 

their output while their imported inputs have been liberalized. Prices and 

pt ofitability for these types of goods increase and resources will tend to shift 

to their pioduction. 

27 If the exchange rite has been ihbcrahzCd, the CB can defend or induce a lower exchange 

wic hv ptsumg a high ,itclest rate policy which encourages capital inflows. 
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Effects of E.O.470, Trade and Exchange Rate Liberalization 

Table .1.1 shows the genii' efcts o[f I alde iclot Il without any t(IoI espond
-Ing ical exchaitge rate adjulstellet: output falls in both Ca.es A and B.18 by 

1.1 pe' cent and 0)9 pel ent Iespe lively. Thc wage bill, rnconte and inicil

mediate demlad also dcet lise but by less than the dhoip in otpt) ; the 

de( east'e ill ilicolie is les, 1ttn Ihat of output het(ause on the avetage, ir is 

the low-valtue ,adedc se lors utht onlta(t. 2 Silne iheId is ;Ill Oveiall dop I l 

output alld il( o1me, a positive tesoti (te-allocal loll effe t nted nlor n( essarily 

hap)pe, iports and expot s1 ilh in tease, but [he Iltade delI tit1 e;lses 

to LIS S2.98 billiin in ( ,se A and tS$2.87 bllIon in 90530tautse' ase Bby 

final demand gi o\s v 1.1 pet tent and I percent but Income shinks by 0.2 

percem, respc tivly fhe ovetall mo tease toi final deniand ts largely lue to 

a positive 1It( effct stiotlgi t Itlle negative l1(o1e effect; without the!hil 


eal exchange talte adlustmnl, impot Is beutole ( heapet i elative to iimpelt
 

substliutes he(.atlse of lowet tarifs The i ltoease in it pot is is needed
 

because as output o) ittipot lables oh1ops and total dlei)aol(t increases, excess
 

detiand is pt ovidedf to byan cl easeill impo ts. Expol is increase because
 

pioduction lot exports llt esIe s ile Iltal dcmland diops. The trade deficit
 

ill case A lea i 11be(aulse E.(). 170 had n1)1e substatitial
Is g hiiaOwncase 

(tits, hence, a greati tt11tpact lelative to tht liftng of QRs. 

28 In cases A ,nd B, the study ai gues for the use of low supply elasticities since produrT-s are 

not able to respond imnediateh' to changes in sectoral El'Ils hy switching to moie profitable 

areas of ecollmic acttivtles since acCess to ifoilniatlOli IS.atvliniletulC for different agents. 

Another reason is that private sectot doubts the ciedibitity of trade ieforrm and peceives the 
chagc In icellntltve st Ciutre as temlporary Hence, IoLducers (to not do tile necessa ry adjust

2j Foi sectoi 1,the rate of chan ie in oie IS tItc saire aIS t output The poof can he shown 

ft on the following eqat lullOs' 

•, = v1 O ( 1) 

Vt dQ1, (2) 
=d\'y, / Y", (VI (IQ,,) / V,Q,I (3) 
= dY1,, / Y,, dQi, / Qi (,) 

Hence, if the growth rate io output Isgreater than or less than the growth rate of income 

fora sector grotp, it Caln be only due to the diffetences in walue-added of the different sectors. 

30 1lhe trade deficit itrbase Near 1983 is I27.,187,160,000 in peso border prices. Ihe increase 

it tile tide deficit ii case A is P5,516,758,000 and P4,578,408,000 in Case B At the official 

exchanoge ilate (01 R) of PI 1.13 foi escry StIS in 1083, the trade deficit in case A will be $2.97 

htllno and S12 578 Illon In LAe B bV 1005 
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TABLE 4.1
 
EFFECTS OF TRADE REFORM ASSUMING FIXED REAL EXCHANGE RATE
 

(For all sectors, inpercent) 

A B C I 

Output 
Importables -4.3 -3.5 -2.8 -2.3 
Exportables 0.6 0.6 5.6 4.6 

TOTAL -1.1 -0.9 0.5 0.4 

2 Wage Bill 
Importables -5,0 -5.1 -4.8 -5.9 
Exportables 0.7 0.7 5.1 4.3 

TOTAL -0.6 -0.7 0.4 0.0 

3 Income 

Importables -2.6 -2.5 0.1 -0,6 
Exportables 0.6 0.6 5.1 4.2 

TOTAL -0.2 -0.2 1.3 1.0 

4 Intermediate Demand 
Importables -1.9 -1.3 0.2 0.6 
Exportables -2.1 -2.1 -0.9 -1.5 

TOTAL -1.3 -1.0 -0.0 0.0 

5 Final Demand 

Importables 2.9 2.6 7.4 6.5 
Exportables -0.2 -0.1 1.0 0.7 

TOTAL 1.1 1.0 3.0 2.7 

6 Total Demand 
Importables 0.4 0.6 3.7 3.5 
Exportables -1.3 -1.2 -0.0 -0.5 

TOTAL -0.0 0.1 1.6 1.4 
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TABLE 4.1 (CONTINUED) 

A B C D 

7 Imports 

Importables 13.1 11.8 23.0 20.8 

8 Exports 

Exportables 5.2 5.1 19,5 17.2 

9 Trade Deficit ($B) 

TOTAL 2.98 2.92 3.03 3.00 

ASupply elasticity for sectors 3-27 is0.5 and 0.8 for sectors 28-96; EPR using tariffs and taxes. 

aSupply elasticity isthe same as inAbut EPRs are from price comparisons, 
Csupply elasticity for sectors 3-27 is0.8 and 15 for sectors 28-96; relative EPRs using tariffs 

and taxes. 
DSupply elasticity isthe same as inCbut relative EPRs are from price comparisons. 

The overall drop in output in both cases, A and B, is due to a decrease 

in their respective weighted EPRs brought about by a reduction in the 

average level of tariffs, i.e., E.O. 470 and the lifting ofQRs which lowers prices 

via lower implicit tariffs, respectively. The drop in case A is greater than in 

case B because changes in tariffs contained in E.O. 470 were more substan

tial; there was only minimal lifting ofQRs such that the change over the same 

period of time was smaller. 3 1 The level of implicit tariffs from price compari

sons relative to book rates remains higher but the change is smaller, hence, 

a smaller impact on output. 
In manufacturing, the output of all but two major sectors declines in 

cases A and B. The greatest negative output effect occurs in these sectors: 

paper, rubber, leather and plastic products (sectors 59-66), chemicals and 

chemical products (sectors 67-75), basic metals and metal products (sectors 

80 - 82), machinery including electrical and transport equipment (sectors 

83 - 91). The two groups that manage to post positive growth rates are 

31. The assumption here is that once QRs are lifted, it exerts a downward pressure on prices 

such that EPRs based on price comparison would also drop. Nevertheless, it is possible for prices 

to change in response to other factors other than changes in the trade regime. The argument 

that there was not much progress it, the import liberalization program assumes that there would 

be no effect on prices too. 
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nonnietallic mining (sectors 76-79) by 11 percent in case A and 14.3 percent 
in case B; wood and wood products (sectors 56-58) by 3.6 percent in both 

cases (Table -1.2). 
Table ,1.3 shows Ilie g owtl rates of income by major gi onps. The effect 

C less the [);tile:otl ii otie follows mot co i that emeigeCd inoutput: if'outpuls 
di op,incomes di op alo. It is onl),possible ot a majoi giouip to post positive 
glowti rates in inonte if the income expansion of' one sector is moie than 
eilouihi (otlopellsate l)t lie (let eases in incones of' other sectol s. 'e 

major gioup (59-66) posted an oxerall drop in output blut registeied an 
oict ease in its income; this is i tsleting since the positive gl owth rate is due 

to a dc tease in output and a negative fi ee trade value-added. If free tiade 
v'aue-added of sectots 60, 61 and 63 weie set to iero, the growth late of 
income in each sect(,t would be negative and income of this sector would 
sIl ink by 5 petent '12 

Incases C and 1),tltei c isan overall impiovement: output posted positive 
gi owth tates of' 0 5 pet cent antI 04A pei cent, respectively. Thei e is also a 
substantial Iecovecrv of the exportable sectors: output inci eases by 5.6 percent 
and ,4.6 pei ceni, i('spe(t uely. Fihe improved performance of the exportable 
se, tor i,,dotc I() in inciease in its ptotection relative to importable sectors; 

t
(asc"( (atila 1)lis'e Il'lative llI sinistead of sectO'ral EIs. If this is perceived by 

il) positiv e tesotu ce allocation towaild the expo tableoducei s, it can generaie aI 

set( tr,..ud a positive otipllit response. I lowever, this has failed to improve the 

trade b)alance: the trade defi( it by 1995 stands at $3.03 billion and $3.0 billion 
lot (ases C and 1),icSp( Iiv('ly. This isdue to the fact that final demand in both 
i-tl' C and 1)gi ows )y iiiore than twice the iespective rates illincome: 3 percent 

.1i1d 2.7 pti t iltt clalive to 1.3 pei cet and 1 percent. 

The 1etnatntg set toi s that remain to post the greatest percentage decrease 

ini ottput iin tias's C atd I) al e similar to those in cases A and B: sectors 59-66, 

32 IfIhe \isu-tidi d of allt oiswith i). ()-i e equated to zero, tie overall growlsi late of 
iIncolm' foit eni itC t(oiIiIIV would he 4)27 pet cent instead of -0.22 pci cenii, in underestitie 
Il1,1't11 ''llThe comecs fromh the fact that the sectors with negativeihlint (,)pvtci unitcl estimitol 
fi' - t iii'-.il td ,u scOliexperienced (le, tm C.1s( ith t% ihat reases in Ollputp This, in iturn, 
lidiit 'sIt tile il dtemtnd ad while it ovel stateCstileestimates foreIllillt', inill impoiis, 
(-oIsi ,"1 otil iide deficit ,tctulinlinio of un derestimationrhi.c Ii tit effe ti depends oi th 
.litow t' i lliltitoll oi iipiol Is liid (\pol is, i cspecl ely. 

If.1lt itegai ie it ectlade \,duse-added were equated to ieio,only itle restiis ofequations 
3,5.t %iold he alot tld sinc the model is reclrslise iaittCi tha simltmtanieous. Income would") 


he undl esti i ied I'y Ii ge is 05 percent in case A ,d Iy is Icas 001 pe cent in case D.,Is h 
ftte iitl Iiflit t on the lecl of ti.de deficit is an osceiesiimat on as small as $2.9 million in 

case 1) ot is Iiug' as S"58 million. The effect on the adjustmnte in tihe eal exchange late is 
niegligible 

http:iii'-.il
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TABLE 4.2 

EFFECTS OF TRADE REFORM ON OUTPUT ASSUMING FIXED REAL EXCHANGE RATE 
(By sector groups, inpercent) 

A B C D 

03-96 All Sectors 

Importables 

Exportables 

TOTAL 

-4.3 

0.6 

-1.1 

-3.5 

0.6 

-0.9 

-2.8 

5.6 

0.5 

-2.3 

4.6 

0.4 

03-22 Agriculture, Fishing and Forestry 

Importables 

Exportables 

TOAL 

-1.1 

0.5 

0.1 

-2.5 

0.5 

-0.1 

1.2 

3.9 

2.2 

-1.6 

3.2 

1.5 

23-27 Mining 

Importables 

Exportables 

TOTAL 

1.9 

2.6 

2.4 

1.9 

2.6 

2.4 

6.3 

7.4 

7.2 

5.6 

6.7 

6.5 

28-96 Manufacturing 

Importables 

Exportables 

TOTAL 

-4.7 

0.4 

-3.0 

-3.7 

0.4 

-2.3 

-3.2 

6.7 

-0.01 

-2.5 

5.4 

0.01 

03-13 Agriculture 

Importables 

Exportables 

TOTAL 

-0.1 

0.1 

0.0 

-1.9 

0.1 

-0.2 

2.9 

3.3 

1.5 

-0.8 

2.6 

0.7 

19-20 Fishing 

Importables 

Exportables 

TOTAL 

-3.8 

0.8 

0.2 

-3.8 

0.8 

0.2 

.3.3 

4.5 

3.5 

-3.9 

3.8 

2.8 

21-22 Logging and Other Foresty 

Activities 

Importables 

Exportables 

TOTAL 

-6.0 

0.6 

0.4 

-6.0 

0.6 

0.4 

-6.9 

4.1 

3.8 

-7.5 

3.4 

3.1 
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TABLE 4.2 (CONTINUED)
 

28-45 Food Processing
 
Imp( rtables 


Exportables 


TOTAL 

46-50 Beverages and Tobacco 
Importables 

Exportables 

TOTAL 

51-55 Textile and Footwear 
Importables 

Exportables 

TOTAL 

56-58 Wood and Wood Products 
Importables 

Exportables 

TOTAL 

59-66 Paper, Rubber, Leather 
and Plastic Products 

Importables 

Exportables 

TOTAL 

67-75 Chemicals and Chemical 
Products 

Importables 

Exportables 

TOTAL 

76-79 Nonmetallic 
Mineral Products 

Importables 

Exportables 

TOTAL 

A 

-6.3 

-0.3 

-4.2 

-0.8 

-3.5 

-1.5 

-20.7 

0.0 

-6.6 

0.0 

3.6 

3.6 

-10.2 

-0.6 

-9.4 

-9.4 

0.0 

-9.4 

10.8 

14.2 

10.9 

B C D 

-6.1 -6.4 -7.1 

-0.3 5.3 4.1 

-4.0 -2.3 -3.2 

-0.8 4.2 3.0 

-3.5 -0.9 -2.1 
-1.5 1.5 0.6 

-20.7 -34.5 -35.5 

0.0 5.8 4.6 

-6.6 -7.0 -8.2 

0.0 0.0 0.0 
3.6 12.8 11.5 

3.6 12.8 11.5 

-10.2 -14.0 -15.1 

-0.6 4.7 3.4 

-9.4 -12.4 -13.5 

-4.4 -12.5 -4.0 

0.0 0.0 0.0 

-4.4 -12.5 -4.0 

14.3 26.9 32.3 

14.2 33.6 32.0 

14.3 27,0 32.3 
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TABLE 4.2 (CONTINUED) 

A B C D 

80-82 	 Basic Metals and Metal
 
Products
 

Importables -8.3 -8.3 -10.3 -11.5
 

Exportables 6.2 6.2 17.8 16.4
 

TOTAL -8.1 -8.1 -9.9 -11.1
 

83-91 Machinery, Including Electrical 
Equipment and Transport Equipment 

Importables -8.6 -9.7 -10.9 -14.1 

Exportables 0.0 0.0 5.8 4.6 

TOTAL -6.9 -7.8 -7.6 -10.5 

92-96 Miscellaneous Manufactures 

Importables -10.3 -10.3 -14.3 -15.4 

Exportables 1.1 1.1 7.9 6.6 

TOTAL -6.3 -6.3 -6.4 -7.6 

Notes
 

Assumptions for cases A,B,Cand Dare the same as inTable 4.1 
case C,the rate is-0.03 percent and incase D,the rate is0.04 percent.5In 


67-75, 80-82 and 83-91. Output in agriculture registers a positive growth rate in 
the latter two cases relative to the previous two cases primarily because of the 
substantial improvement in its exportable sector. Only the output in the sector 
(51-55) in ianufactturing posted positive growth rates ofabout 1.5 percent and 

0.6 percent in cases C and D,respectively. 
Table 4.4 shows that trade liberalization with real exchange rate adjust

ment 33 brings about positive effects. In cases E and F, the exchange rate 

needs to depreciate by about 8.2 percent and 7.1 percent in real terms over 

a span of five years, respectively, to generate an increase in output by 1.9 

33. Tile required real exchange rate adjustment is that which makes the change in the trade 
balance equal to zero or that which puts the economy in its1983 trade balance. The paper is 
not isa position to say how the real exchange tate can depreciate: theoretically, this could be 
achieved by: one, a nominal depreciation given that domestic prices remain constant; and two, 
a nominal depreciation given that domestic prices increase but thisis accompanied by either 
contractionary fiscal and or monetary policy. 
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TABLE 4.3 

COME ASSUMING FIXED REAL EXCHANGE RATEEFFECTS OF TRADE REFORM ON I1h 
(By se tor groups, inpercent) 

A B C D 

03-96 All Sectors 

Importables -2.6 -2.5 0.1 -0.6 

Exportables 0.6 0.6 5.1 4.2 

TOTAL -0.2 -0.2 1.3 1.0 

03-22 Agriculture, Fishing and Forestry 

Impoitables -1.3 -2.7 1.0 -1.9 

Exportables 0.5 0.5 3.9 3.2 

TOTAL 0.1 -0.1 2.3 1.5 

23-27 Mining 

Importables 2.3 2.3 7.0 6.3 

Exportables 2.5 2.5 7.2 6.5 

TOTAL 2.4 2.4 7.2 6.5 

28-96 Manufacturing 

Importables -3.3 -2.6 -0.6 -0.4 

Exportables 0.6 0.6 7.0 5.7 

TOTAL -1.5 -1.1 2.8 2.4 

03-13 Agriculture 

Importables -0.3 -2.0 2.6 -0.9 

Exportables 0.1 0.1 3.3 2.6 

TOTAL -0.0 -0.3 1.7 0.8 

19-20 Fishing 

Importables -4.8 -4.8 -4.6 -5.3 

Exportables 0.8 0.8 4.4 3.7 

TOTAL 0.2 0.2 3.4 2.7 

21-22 Logging and Other Forestry 
Activities 

Importables -6.0 -6.0 -6.9 -7.5 

Exportables 0.6 0.6 4.1 3.4 

TOTAL 0.3 0.3 3.7 3.0 
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TABLE 4.3 (CONTINUED) 

A B C D 

28-45 Food Processing 
Importables -2.4 -2.6 1.2 -0.3 
Exportables 0.7 0.7 7.3 6.0 

TOTAL -1.0 -1.1 3.9 2.4 
46-50 Beverages and Tobacco 

Importables -1.0 -1.0 3.9 2.7 
Exportables -2.8 -2.8 0.4 -0.9 

TOTAL -1.5 -1.5 1.5 0.6 
51-55 Textile and Footwear 

Importables -17.6 -17.6 -28.3 -29.4 
Exportables 0.0 0.0 5.9 4.6 

TOTAL -2.0 -2.0 2.0 0.7 
56-58 Wood and Wood Products 

Importables 0.0 0.0 0.0 0.0 
Exportables 3.0 3.0 11.6 10.3 

TOTAL 3.0 3.0 11.6 10.3 
59-66 Paper, Rubber, Leather and 

Plastic Products 
Importables -40.6 -40.6 -75.4 -75.5 
Exportables -1.7 -1.7 2.7 1.4 

TOTAL 3.8 3.8 13.7 12.2 
67-75 Chemicals and Chemical Products 

Importables -7.6 -6.3 -9.0 -7.6 
Exportables 0.0 0.0 0.0 0.0 

TOTAL -7.6 -6.3 -9.0 -7.6 
76-79 Nonmetallic Mineral Products 

Importables -0.1 3.7 5.7 11.8 
Exportables 11.0 11.0 27.3 25.8 

TOTAL 0.4 4.1 6.7 12.5 
80-82 Basic Metals and Metal Products 

Importables -9.0 -9.0 -11.7 -12.8 
Exportables 6.5 6.5 18.9 17.4 

TOTAL -8.5 -8.5 -10.7 -11.9 
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TABLE 4.3 (CONTINUED) 

A B C D 

83-91 Machinery. Including Electrical 
Equipment and Transport Equipment 

Importables -9.6 -10.8 -12.8 -16.4 

Exportables 0.0 0.0 5.8 4.6 

TOTAL -6.5 -7.4 -6.9 -9.7 

92-96 Miscellaneous Manufactures 

Importables 7.5 7.5 20.5 19.2 

Exportables 1.1 1.1 7.9 6.6 

TOTAL -2.3 -2.3 1.3 0.0 

Note: Assumptions for cases A,B,Cand Dare the same as inTable 4.1. 
aThe rate is003%. 

)eicen ,ind 1.7 percent, respectively. The increase in output oiclspoiid-

Ligiy biings about positive changes in tile v,age bill, income, intermediate 

demand, final demand, imports and exports with a 7ero tiade deficit. The 

increase in final demand is mainly due to a positive income effect brought 

about by incicases in output; the direct price effect on final demand may 

no be very sti ong, as it is neuti ali/ed or compensated For by a real deprecia

tion. In cases F and F, while income ,nd final demand increases there is no 

inciease in the tiade deficit. Actually, the growth in final demand is still 

greater than in income, 2.1 percent and 1.9 peicent relative to 1.9 percent 

and 1.6 percent. But tihe growth rates are very much closer than in cases A,B, 

C and 1). The required change in the exchange rate in case E is greater than 

in case F because the trade deficit it needs to balance is greater, $2.98 billion 

relative to ,$2.92billion. 
Production in agriculture, sectors 3-13, expands by 1.9 percent and 1.4 

pei cent in cases Eand F, respectively, while its income grows by even higher 

iates, 2.2 peli cent and 1.6 percent, respectively (Tables 4.5 and 4.6). Overall, 

manufacturing also posts positive growth rates: 3.3 percent and 3.1 percent 

in cases E and F while its income grows by 5 percent and 4.4 percent, 

iespectively. Real exchange rate adjustment was instrumental in bringing 

positive Output growth in the food processing sector (28-45) and beverages 

and tobacco sectors (46-50): output in these two major groups posted positive 
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TABLE 4.4 
EFFECTS OF TRADE REFORM ASSUMING FLEXIBLE REAL EXCHANGE RATE 

(For all sectors, inpercent) 

E F G H 

Output 

rl I ro a 

Importables 

Exportables 

TOTAL 

8.2 

1.7 

6.1 

1.9 

7.1 

1.7 

5.3 

1.7 

4.8 

4.0 

11.5 

3,8 

4.5 

4.0 

10.1 

3.5 

2 Wage Bill 

Importables 

Exportables 

TOTAL 

0.3 

5.6 

1.3 

-0.5 

4.9 

1.0 

1.0 
10.2 

2.5 

-0.5 
9.0 

2.0 

3 Income 

Importables 

Exportables 

TOTAL 

3.1 

5.6 

1.9 

2.5 

4.9 

1.6 

6.3 

10.3 

3.5 

5.2 

9.0 

3.0 

4 Intermediate Demand 
Importables 

Exportables 

TOTAL 

2.5 

1.4 

1.4 

2.6 

1.0 

1.4 

5.1 

3.1 

3.0 

5.2 

2.2 

2.8 

5 Final Demand 

Importables 

Exportables 

TOTAL 

4.8 

1.4 

2.1 

4.3 

1.2 

1.9 

9.5 

2.7 

4.1 

8.4 

2.3 

3.6 

6 Total Demand 

Importables 

Exportables 

TOTAL 

3.6 

1A 

1.8 

3.4 

1.1 

1.6 

7.3 

2.9 

3.6 

6 8 

2.2 

3.2 
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TABLE 4.4 (CONTINUED) 

E F G H 

7 Imports 

Importablos 10.8 9.7 20.0 18.0 

8 Exports 

Exportables 17.4 15.7 32.4 29.2 

9 Trade Deficit ($B) 

TOTAL. 0.0 0.0 0.0 0.0 

aPercent change inthe real exchange rate
 

The assumptions used incases E, F, Gand Hare the same as in A, B, C and D,respectively,
 
except that the real exchange rate isflexible.
 

growth rate in all cases, i.e, E, F, G, H. The same sectors in manufacturing 

failed to post positive growth iates despite an accompanying adjustment in 

the real exchange rate: sectors 51-55, 59-66, 67-75, 80-82 and 83-91. 

In cases , and H, the required adjustment in the real exchange rate to 

have a zei change in tile trade deficit is less ielative to cases E and F because 

supply is mol e elastic. In cases G and H, the requil ed change is 4.8 percent 

and 4.5 percent, respectively. Nevertheless, these changes together with the 

lowering of tariffs and lifting of QRs produce greater positive output in

creases: in case (-, output in(reases by 3.8 peicent, twice that in case E; in 

case H, output increases by 3.5 percent, about 73 percent greater than in 

case F. This is due to higher supply elasticities built into the model. The 

performance of tile entire manufacturing sector also improved: output grew 

by 7 percent in case G and by 6.5 pei cent in case H. This improvement was 

brought about by the following sectors: food processing (28-45), beverages 

and tobacco ('16-50), wood and wood products (56-58), and nonmetallic 

mining (76-79). The same sectors, i.e., 51-55, 59-66, 67-75, 80-82 and 83-91, 

failed to show any improvement in output. 
In cases G and 1-1,[lie income of the entire economy grew by 3.5 percent 

and 3.0 percent, respectively. The expansion of income in the following 

sectors were greater than their respective growth rates in output: agriculture 

(3-13), food piocessing (28-45), textile and footwear (51-55). This suggests 
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that on the average, it was the high value-added sectors in these major groups 
that expanded. : 

The general results from all these scenarios point to one thing: effects 
from trade reform are small since the models used cannot capture dynamic 
effects. The dynamic effects could be larger. 

TABLE 4.5 
EFFECTS OF TRADE REFORM ON OUTPUT ASSUMING FLEXIBLE REAL EXCHANGE RATE 

(By sector groups, inpercent) 

E F G H 

03-96 All Sectors 

Importables 1.7 1.7 4.0 4.0 
Exportables 6.1 5.3 11.5 10.1 

TOTAL 1.9 1.7 3.8 3.5 
03-22 Agriculture, Fishing and Forestry 

Importables 2.9 0.9 5.1 1.9 
Exportables 4.6 4.1 7.9 6.9 

TOTAL 2.7 2.2 4.7 3.8 

23-27 Mining 
Importables 6.2 5.6 10.4 9.4 
Exportables 6.9 6.3 11.6 10.6 

TOTAL 6.8 6.2 11 4 10.3 
28-96 Manufacturing 

Importables 1.5 1.8 3.8 4.1 
Exportables 7.1 6.2 14.2 12.4 

TOTAL 3.3 3.1 7.0 6.7 

34. Income did not really grow by 11 percent and 10 pei cent in case E and F for sector 5-66. 
This is the same problem as discussed earlier, i.e. negative value-added combined with decreases 
in output. If the same adjustments are made, i.e., equate all Vj,<0 to zero, income would grow 
by only 1.5 percent in case E and by 0.62 percent in case F. 
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TABLE 4 5 (CONTINUED) 

03-13 Agriculture 

Importables 

Exportables 

TOTAL 

19-20 Fishing
 
Importables 


Exportables 


TOTAL 

21-22 Logging and Other Forestry 
Activities 

Importables 

Exportahles 

TOTAL 

28-45 Food Processing 

Importables 

Exportables 

TOTAL 

46-50 Beverages and Tobacco 

Importables 

Exportables 

TOTAL 

51-55 Textile and Footwear 

Importables 

Exportables 

TOTAL 

56-58 Wood and Wood Products 

Importables 

Exportables 

TOTAL 

E 

4.0 

4.2 

1.9 

-0.0 

5.0 

4.4 

-2.4 

4.8 

4.5 

-0.2 

6.3 

2.0 

5.7 

2.8 

3.4 

-15.8 

6.6 

-0.5 

0.0 

10.4 

10.4 

F G H 

1.5 6.9 2.8 

37 7.3 6.3 

1.4 3.3 2.4 

-0.6 0.4 -0.5 

4.4 8.5 7.5 

3.8 7.5 6.5 

-2.9 -3.4 -4.2 

4.2 8.1 7.2 

4.0 7.8 6.8 

-0.8 0.4 -0.7 

5.4 12.8 11.0 

1.3 4.7 3.3 

4.8 11.6 9.8 

2.0 6.2 4.5 

2.7 7.1 5.8 

-16.5 -29.0 -30.3 

5.7 13.3 11.5 

-1.4 -0.1 -1.8 

0.0 0.0 0.0 

9.5 20.6 18.7 

9.5 20.6 18.7 
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TABLE 4 5 (CONTINUED) 

E F G H 

59-66 Paper, Rubber, Leather and 
Plastic Products 

Importables -4.4 -5 2 -7.5 -9.1 

Exportables 59 5.1 12.1 10.3 
TOTAL -3.5 -43 -58 -7.4 

67-75 Chemicals and Chemical Products 

Importables -3.6 1 0 -5 9 2.6 

Exportables 0.0 0 0 0 0 0.0 
TOTAL -3.6 1.0 -5.9 2.6 

76-79 Nonmetallic Miieral Products 

Importables 18 3 211 35 4 404 

Exportables 22.0 20 9 42 3 40.2 

TOTAL 18.4 210 355 404 

80-82 Basic Metals and Metal Products 

Importables -24 -32 -3 6 -5.3 

Exportables 13.2 12.3 25.9 23.9 

TOTAL -2.2 -30 -3 2 -4.9 

83-91 Machinery, including Electrical 
Equipment and Transport Equipment 

Importables -2.7 -4.7 -42 -8.0 
Exportables 6.6 5.7 13.3 11.5 

TOTAL -0.9 -2 7 -0.8 -4.3 

92-96 Miscellaneous Manufactures 

Importables -4.6 -5.4 -7.8 -9.4 

Exportables 7.7 6.8 15.5 13.6 
TOTAL -0.2 -1.1 04 -1.2 
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TABLE 4.6
 
EFFECTS OF TRADE REFORM ON INCOME ASSUMING FLEXIBLE REAL EXCHANGE RATE
 

(By sector groups, inpercent) 

E F G H 

03-96 All Sectors 
Importables 3.1 2.5 6.3 5.2 
Exportables 5.6 4.9 10.3 9.0 

TOTAL 19 1.6 35 3.0 
03-22 Agriculture, Fishing and Forestry 

Importables 2.7 0.7 4.9 1.6 
Exportables 4.6 4.0 7.9 6.9 

TOTAL 3.0 2.4 5.2 4.1 

23-27 Mining 
Importables 6.6 6.0 11.1 10.1 
Exportables 6.8 6.2 11.4 10.4 

TOTAL 6.8 6.2 11.3 10.3 
28-96 Manufacturing 

Importables 3.0 2.9 6.6 6.3 
Exportables 7,2 6.3 14.6 12.7 

TOTAL 4.9 4.4 10.0 9.1 
03-13 Agriculture 

Importables 3.8 1.4 6.6 2.6 
Exportables 4.2 3.7 7.3 6.3 

TOTAL 2.2 1.6 3.8 2.8 

19-20 Fishing 
Importables -0.8 -1.3 -0.8 -1.7 
Exportables 4.9 4.4 8.4 7.4 

TOTAL 4.3 3.7 7.4 6.4 
21-22 Logging and Other Forestry 

Activities 

Importables -2.4 -2.9 -3.4 - -4,2 

Exportables 4.8 4.2 8.1 7.2 
TOTAL 4.5 3.9 7.7 6.7 
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TABLE 4.6 (CONTINUED) 

E F G H 

28-45 Food Processing 
Importables 4.0 3.0 8.5 6.4 
Exportables 7.4 6.5 14.8 13.0 

TOTAL 5.5 4.5 11.2 9.3 
46-50 Beverages and Tobacco 

Importables 5.5 4.6 11.3 9.5 
Exportables 3.6 2.7 7.6 5.9 

TOTAL 3.4 2.7 7.1 5.7 
51-55 Textile and Footwear 

Importables -12.3 -13.0 -22.3 -23.8 
Exportables 6.6 5.7 13.4 11.5 

TOTAL 4.5 3.6 9.3 7.5 

56-58 Wood and Wood Products 
Importables 0.0 0.0 0.0 0.0 
Exportables 9.8 8.9 19.4 17.5 

TOTAL 9.8 8.9 19.4 17.5 
59-66 Paper, Rubber, Leather and 

Plastic Products 

Importables -39.8 -39.9 -74.4 -74.7 
Exportables 4.9 4.0 10.1 8.3 

TOTAL 11.1 10.1 22,0 19.9 
67-75 Chemicals and Chemical Products 

Importables -1.7 -1.1 -2.2 -1.3 
Exportables 0.0 0.0 0.0 0.0 

TOTAL -1.7 -1.1 -2.2 -1.3 
76-79 Nonmetallic Mineral Products 

Importables 6.5 9.7 13.2 19.0 
Exportables 18.6 17.5 35.9 33.8 

TOTAL 7.1 10.1 14.3 19.8 
80-82 Basic Metals and Metal Products 

Importables -3.2 -4.0 -5.1 -6.7 
Exportables 14.1 13.0 27.4 25.3 

TOTAL -2.6 -3.4 -4.1 -5.7 
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TABLE 4.6 (CONTINUED) 

83-91 Machinery including Electrical 
Equipment and Transport Equipment 

Importables 

Exportables 

TOTAL 

92-96 Miscellaneous Manufactures 

importables 

Exportables 

TOTAL 

aThe rate is-0.05 percent. 
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E F G H 

-3.8 -5.9 -6.2 -10.4 

6.6 5.7 13.3 11.5 

-0.5 -2.2 _0. 0a -3.5 

14.7 13 8 28.7 26.7 

7.7 6.8 15.5 13.6 

4.1 3.2 8.5 6.7 



CHAPTER 5
 

Conclusion
 

In the end, one goes back to the main theme. The main theme of this paper 
is trade reform, the instruments used and its desired effects. The main 
objectives of'reform are, in essence, to change the incentive structure between 
traded goods and to bring about an improvement in the trade balance. 

Chapter 2 points out the experience of trade reform in the 1990s: E.O. 
470 made some gains and has contributed to a sense of tiade policy conti
nuity and commitment of the government to the process of trade reform. 
Nevertheless, these gains were easily eroded by subsequent policy moves such 
as E.O. 8 and M.O. 95. The government's commitment to reform failed the 
test of time. The commitment and credibility of trade reform is important 
in inducing the necessary changes in producer behavior. Weak commitment 
and/or lost of credibility is damaging because producers will not do the 
necessary adjustment in production since they perceive policy changes as 
temporary. Hlence, any changes in tariffs and/or lifting of QRs may not 
produce the desired resource-allocation effects. 

The policy reform that came after E.O. 470 such as E.O. 8 and M.O. 95 
actually reversed gains achieved by E.O. 470. E.O. 470 and the ongoing 
import liberalization have not been successful on these counts: 

" they have lowered the level of protection and its dispersal among 
sectors but have not changed the structure of protection since bias 
against exports continue as shown by their EPRs; and 

" they have not significantly achieved a more neutral or more even form 
of protection as shown by an inverted normal distribution of EPRs 
in the economy. 
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Trade policy reform within this context is limited in changing tile existing 
biases of the trade regim. Nevertheless, trade reform is necessary but its 
contribution should be perceived as limited. 

Chapter 4 points to one important tool in trade reform, adjustment in 
the real exchange rate. The liberalization of the for eign exchange market, 
-isdiscussed in Chapter 2, is rot sufficient since monetary atithomities can 
defend a lowem exchange rate by inducing capital inflows via a high intel est 

rate policy. 
The role of the real exchange ,ate is agued to be the more significant 

price variable in changing relative incentives among sectoms: the negative 
output effect can be prevented as shown by the results in cases E,F,C and 1-1. 

Hence, trade policy reibi im without i efoi m in the exchange ate and infla

tion policy may not be able to reap Ihe gains at the least, and at the worst 

may erode the gains from implementing tr ade reform. 
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CHAPTER 1
 

Introduction
 

The attitudes ofmost developing countries toward foreign direct investment 
(FDI) have changed significantly in recentyears. Beginning in the late 1970s, 
a considerable number of developing countries that were earlier skeptical 
about foreign direct investment have adopted more open and flexible 
policies toward FDI. A central reason behind this is their need to expand 
exports (Blomstr6nl 1990). Most developing countries recognize that FDI 
has the potential of' making significant contributions to facilitating the 
marketing of exports. The knowledge and experience of transnational 
corporations (TNCs) in international marketing and their lobbying power 
in their home countries can help developing countries expand their exports. 
FDI can also contribute to their economic development through the transfer 
of financial resources as well as through technology transfer and improved 
management knowhow. 

These contributions depend largely on the policies of developing coun
tries and the behavior of TNCs. It is often suggested that a more outward
oriented policy is a necessary condition For the realization of TNCs' export 
potential and that host country trade policies are more important than 
policies toward TNCs. The four Asian newly industrialiiing countries (NICs) 
are the most successful in transforming their economies and creating a policy 
environment that encourages export competitiveness. More important, 
their trade policy regimes are less biased against exports. Their trade orien
tation attracted a substantial amount of foreign investment which in turn 
contributed to their expoi t expansion. In the 19 80s, they emerged as Asia's 
new capital-exporting countries. 

1. This isparticularly mnie for Singapore and Hong Kong. Intie case ofSouth Korea, exporting
is done mostly by local firms. Until 1984, Sotith Korea had restrictive foreign investment policies 
(UNCTC 1988 and Helleiner 1991). 
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Recognizing the importance of an outward-oriented policy2 alpproach, 

many countries to(y are abandoning the Prbclisci-type of inwacd-looking 

strategy. They have liberalized their FI)l regulations and intl oduced various 

gutarantees atid incenttves. Enudating tile successful model of their Asian 

Malaysia, Indonesia, Thailand,neighbois, the fout ASEAN countries (i.e., 

and the Philippines) have embarked oil poli(ies of dei egilatton, libleraliza

tion and efot mis. In the' case of the lhilippines, howevet, tile volume of FDI 

has tailed to mheet CXPectations ts the coutiitr-N cottipaes itself tifavolably 

with its ASFAN netghhots. In the 1980s, the eai ly wave of lot eitgn investment 

,Japan,mostly benefittedflow, fo1n the Asian Nls is well as those tom 
I'liailald, within ASEAN 

Indonesia, Malaysia, and 

This studv aims to identify th lla o. s titat ii1tv explaiil and help tl 

understandmig why the l'hilippines has lIgged sigtifi*nitly belind other 

couintlies i t aiitacting expott-olitetted FI)I 'lie papelt is organi/d as 

follows Chaptet 2 fiovides a Ibackg ndttI oil tiacle an i iv.s'ti ient poli(ics 

of thie government is well as on the ovetlil coollmlnll anid political emiviton

metit in tile l'hilippies Iiom the 19,10s hI1) to the cat ly !)90s; (;haptet ' gives 

st toiil colteritliation of FL)I in thethe trends, pattins, soitres, and 

the i111 t i ol domtestic policy changesPhilippines; whille- (haputIt ilvesy/ 

ill the I980s on the volumc and type of FI)I flows. It also examinles the Impact 

expot isand along this veim, theh lfollowing qtte1stions are ,addressed:of Fl)I ont 

I las the intl eased poli attentiollto c\tt ipiomitotion led to an int teaised 

lit iis' If tnot, what Ptevented them fromexpott oitit,ttioti of e'i itig 

tilggng ill gt ect etxp litt mitliv? (:haptet 5 coomlpares tile Philippiles with 

2 An inw i mieiin led liii I lat "Icgp lolneill ,h clihIidi ,lid Iiitltiti it i inhi cs -Wll1 )1 

ai Fhis gv lends ()io discIlelonaivito 

in\5.,l ut-tii titled iti leicgtflc is oftent chtarait it/id by 
(itlid plodhtt ll 111 I h tI llliisw i ,lk su.l+ ( let\' 

, 


((lill ols, high idil tll lc l.,ift plot i(l l aid qulntll.itive iestiicilons andi .idmnsmlii 

IltlS3,tnhlo( , so thii m\l i liI ill 

ve 

iltott(ilm ( it\\,Il it it'lll.llll, oil It ol hti ht d tilif)hast cs ink~igcs to Ihe ol Itt economy 

i- iIfl I III) ltlt tlts st11italegy does [lot it s incenli'es in favor
th1 tlgh c\l)tix is ,itld tlliiia 

tetd atl tet ,is proiifity as import
of ie (tointsiit ihi kei I' spitl I1it liels .di , thertni,t.1 1

,11 111 o)1.l111 IlllMiKt)C of iWlltiMl' M MIl.itio l Is.i netlralily of 
(tipelli ,iilillis \While 

iltli\es InitOttll )lodtitlt 1lnt lioihi'ntval e\f)tilt liilkcis, it (fots not Inrpt an absence of 

g( \w lillinci~ll 111 L o~t (Bi',hltl'ilt h ll,, ,ll i .d 1 N 8)HkII l.tII<I 

';I his ,l t' oiii 1)I l, 1um tie ,\solni Nl(.s , diisen by lhcii seirih lot Ilcw maLkeis, tile 

t Otllltnlle .mnt ili cappreciation of
l in tl tlmsiig filOiteC 1111 ill O dctClOptdntett It-t tit 0 

ticl till eii cits IDI tto, ii I ilpns -irgedde to the en appreclat ion in 1985 as well as the 

tie giaduation of tile NICs fiom the Generalized S)tem
\.lgt l1im it 5c, ,till t ti i I tt, ili 


t'ielte . es d~t(') ill 1(181)(1',ingestutet it. 1992).
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its ASEAN neighbors in terms of tiade and investment policies as well as tile 
characteristics of foreign firms operating in each country while Chapter 6 
looks at the determinants of FDI and assesses tile impact of FDI flows on 
exports. Finally, Chapter 7 presents the conclusions and policy recomnien
dations of the study. 



CHAPTER 2 

Overall Investment Climate 
in the Philippines: 

1940s - 1990s 

This section provides an overview ofthe economic and political environment 
in the Philippines and discusses the trade and FDI policies in the country 
from the 1940s tip to the early 1990s. This serves as a background for the 
succeeding analysis on FDI flows. Box Isurnmarizes the major economic and 
political events affecting FDI flows in the country. 

Parity Amendment and Import Substitution: 1940s to mid-1960s 

The Philippines was a colony of the US for the pei iod 1898 to 1946. Because 
of these traditional ties, the country's international economic relations were 
very much oriented toward the US. After independence in 1946, the enact
ment of the Bell Trade Act reinforced the relationship between the two 
countries. The Act had a parity provision which afforded the same rights and 
privileges to American firms in the exploitation of natural resources and 
operation of public utilities. In 1955, the Bell Act was revised by the Laurel-
Langley Agreement which extended the parity privileges of the Americans 
to all forms of economic activities in the country. 

The Philippines started to adopt an indusitialization policy of import 
substitution when import and foreign exchange controls were imposed in 
response to a balance-of-payments (BOP) crisis in 1949. These controls were 
retained throughout the 1950s and soon, a protective system was built up 
through the maintenance ofan overvalued currency, defended by protective 
tai iffs and quantitative import restrictions. 

Pat 
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BOX 1
 

CHRONOLOGY OF SIGNIFICANT ECONOMIC AND POLITICAL EVENTS INTHE PHILIPPINES 

Year 	 Event 

1945 	 Bell Trade Act. This provided for the continuance of free trade between the US 
and the Philippinesfor aperiod of eight years with gradually rising tariffs thereafter. 

1949 	 Balance-of-payments (BOP) crisis 
Imposition of import and foreign exchange controls. 

1955 	 Laurel.Langley Agreement. This accelerated the application of Philippine duties 
on imports from the US so that 90 percent of the Philippine duty was applied by 
1965, earlier than previously scheduled. Duties would then rise to 100 percent in 
1974.
 

1957 	 Adoption of a protective tariff structure. The 1957 tariff changes lowered the 
duties on raw materials, intermediate foods and essential items which were not 
domestically availabie and raised the duties on nonessential, finished goods and 
items which could be domestically manufactured This produced the familiar 
escalation of the tariff structure which has remained until today The decontrol on 
imports in 1960-1962 allowed this tariff structure to emerge as the dominant 
protection instrument 

1965 	 Election of Ferdinand Marcos 

1967 	 RA 5186: Investment Incentives Act. This Act prescribed incentives and 
guarantees to investments inthe Philippines and created a Board of Investments 
(BOI) to carry out its provisions. Investments inpioneer industries could be totally 
foreign-owned while investments innonpioneer industries were restricted up to 
40 percent equity The owneiship requirement was relaxed if the enterprise 
proposed to engage in a pioneer activity or if it exported at least 70 percent of its 
production Italso offered various fiscal incentives to foreign investors inpioneer 
areas such as accelerated depreciation, net operating loss carry-over, tax 
exemption on imported capital equipment, tax ciedit on domestic capital 
equipment, tax credit for withholding tax on interest, and exemption from all 
revenue taxes except income tax. 

1968 	 RA 5455: Foreign Business Regulations Act. This Act regulated foreign 
investments whose equity participation exceeded 30 percent inenterprises that 
were not registered under the Investment Incentives Act of 1967. Whenever 
foreign equity participation in these interprises exceeded 30 percent, prior 
authority from the BOI must be obtained For investments that did not exceed 30 
percent, the enterprise must only be registered with the BOI. 



247 FOREIGN DIRECF INVESTMENT IN FHE PHILIPPINES 

BOX 1(CONTINUED) 

Year 	 Event 

1969 	 Reelection of Ferdinand Marcos
 
Escalation of radical protests
 

1970 	 Balance-of-payments crisis 
RA 6135: Export Incentives Act. This Act was the first step toward redirecting 
investments away from import-substituting industries that had dominated the 
Philippine economy Itfollowed the same rules on foreign ownership as RA 5186 
and provided almost the same incentives granted to firms registered under RA 
5186 in addition to tax credit on duties and taxes paid on raw materials and 
additional deduction of the sum of direct labor cost and raw materials used. 

1972 	 Declaration of Martia! Law 
PD 66: Export Processing Zones. RA 5490 of 1969 was legislated to pave the 
way for the country's first Export Processing Zone (EPZ) inBataan, but no real 
progress was made until PD 66 was issued Total production of firms must be 
entirely geared for exports, in certain instances, however, and subject to the 
approval of the EPZ Authority, 30 percent of production may be sold in the 
domestic market Foreign ownership was permitted up to 100 percent, however, 
only the industries being promoted were allowed to be set up 

1974 	 Expiration of Laurel-Langley Agreement 

1980 	 Trade Liberalization Program. Under a World Bank structural adjustment loan 
(SAL), the government embarked on aprogram to reduce the level and dispeision 
of tariff rates and remove quantitative restrictions over aperiod of five years ending 
in 1985. The program proceeded broadly on schedule until the 1983 BOP crisis. 

1981 	 Lifting of Martial Law 
PD 1789: Omnibus Investments Code of 1981. This consolidated into a single 
code all incentive measures to investments, agriculture and exports contained in 
separate pieces of legislation, but did not alter their overall thrust 

1983 	 BP 391: Amendment of PD 1789. This reduced the number of incentives under 
PD 1789. It did away with some of the capital-cheapening measures such as 
accelerated depreciation and expansion reinvestment allowances. It also gave 
strong preference to exports and substituted performance-based benefits for 
capital-based ones 
Assassination of Benigno Aquino 
Balance-of-payments crisis 

1984- Holding of massive demonstrations participated in for the first time by the urban
 
1985 middle class and the business community
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BOX 1 (CONTINUED) 

Year 	 Event 

1986 	 February People Power Revolution
 
July coup attempt
 
November coup attempt
 

1987 	 EO 226: Omnibus Investments Code of 1987. Regulated the entry of foreign 
investments inenterprises not registered under Book 1 of the Codc whenever 
their equity participation exceeded 40 perccnt (instead of 30 percent in the old 
Code). The new Code simplified and consolidated previous laws and piovided 
two important additions income tax holiday for enterprises engaged inpreferred 
areas of investments, and labor expenses allowance for tax deduction purposes. 
August coup attempt 

1989 	 Nearly successful December coup and persistence of rumors of further 
conspiracies 

1991 	 RA 7042: Foreign Investment Act. Liberalized the existing regulations by 
allowing foreign equity participation up to 100 percent inall areas not specified in 
the Foreign Investment Negative List (FINL). The FINL has three component lists: 
A, B and C List Acovers ai eas where foreign participation ;s excluded or restricted 
by the Constitution or specific legislations. List Bcontains activities where foreign 
investment islimited for reasons of defense, risk to health and moral and protection 
of local small and medium-scale enterprises. List Ccontains areas of investment 
inwhich there already exists an adequate number of enterprises to serve the 
needs of the economy and further foreign investments are no longer necessary. 
Foreigners who do not seek incentives and/or whose activities are not included in 
the negative list can invest up to 100 percent equity simply by registering with the 
Securities and Exchanqe Commission (SEC). They can also invest up to 100 
percent inenterprises that export at least 60 percent (instead of 70 percent under 
EO 226) on their output, provided these do not fall within Lists A and B. 
EO 470. Designed within a four-year phasedown period from July 1991 to July 
1995, E0 470 aimed to lower the maximum taniff rate to 50 percent and reduce 
the number of tariff tiers within the range of zero minimum for raw materials to 50 
percent (with some exceptions) for finished products. 

1992 	 Election of Fidel Ramos 
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Martial Law, Export Promotion, and Debt-driven Growth:
 

Late 1960s- 1970s
 

I lie late 1960s was mat ked1by ec ononic andt political turm-oil. The economy 
again witnessed a renewal of BOI' difliculties which lcd to a crisis inlllate 1969. 
To encottiagc foreign investments, Republic Act (RA) 5186 or the Invest
ment Incentives Act of 1967 and RA 6135 or the Export Incentives Act of 
1970 wet e promulgated. These two Acts were the first laws aimed at stream
lining and rationalizing foreign investment policy in the Philippines. In 
1968, RA 5455 or the Foreign Business lRegulations Act was legislated to 
regulate foreign investments in enter prises that wet e not registered under 
RA 5186. 

After the 1969 election in which Ferdinand Mat cos was ieelected Presi
dent of the Republic, iadical pi otests escalated in both tti al and ti ban areas. 
lPurportedly to curl) the expansion of these ttnrests, Mai cos declared Martial 
Law in September 1972. Various mie.stl-es ve e passed reducing iestiictions 
on f*i eign investments. Earlier laws such as RA 5186, 5,155, and 6135 were 
amended to ethatnce their atti 'ctiveness. To pave the way for the country's 
expor t processing /ones, Plesidential l)ecree (P1)) 66 was issued in 1972. 

lDuring the 1970s, the goveinent attempted to encouttrage nontradi
tonal ex Pot ts to peatdhead its economic develepment. This, however, fell 
shot t of expectations. The growth of nontraditional exports became highly 
concentrated on a few commodities dominated by garment and semicon
ductor devices which were heavily lependent on imported i aw material 
inputs as well as on export processing zones and bonded Wat ehotses. lDuring 
this pertol, the country's extet nal indebtedness increased g eatly as a result 
of the two oil price shocks and the heavy bon owing fiom the easily available 
recycledl petro dollars. 

Economic Crisis, Trade Liberalization, and People Power Revolution: 
1980s -Early 1990s 

The economic and political atnosphere in the early 1980s was turbulent, 
reminiscent of the situation during the late 1960s. Insurgency heightened 
as the Mat cos government was beginning to lose its credibility and support. 
Aftcr the second oil price increase, the countty began to encounter serious 
economic problems arising fiom its increasing debt service burden, declin
ing export receipts, and low rates of economic gtowth. In January 1981, 
Mait tial Law was lifted although it made no difference in the powers of the 
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Marcos regime. The assassination of Benigno Aquino (tile opposition leadei 

rgatdced as the most credible altei native to Marcos) in August 1983 and the 

resulting political disturbances ti iggei ed capital flight and tile most severe 

1101 crisis that the country had evet Laced. 

Amid-t this economic and political chaos, seial economic ,efotms 

were initiated hy the Marcos govei ninent. In 1980, the country emharked on 

,, trade liberaliiation pi ogiam undei a WodId Bank sti lctmal adjustment 

loan (SAL). To consolidate the incentive niea,, es to investments and 
-exports, P1) 1789 or the Omibus Investments Code of 1981 was liloml 

gated. In April 1983, ,a i changes weie introduced in ilt ilnveslnenl 

incentive system thi otigh tile amendment of P) 1789 by Batas Painbansa 

(B1) Big. 391. The latti ieduccd the nmbei of incentives undei P) 1789 

and did away with some of tile capital-d iedpening mcast 's suth as accele

rated depieciation ,and expansion ielwveslment allowtn(es. It also gave 

strong pi efei ence to e ixot,, and suitbstlitied pertol anice-based benefits for 

capital-based ones (Manasan 1986 and lPowei 1989). 

In Febtiar-y 1986, an aborted military coup whdi was ttinied into a 

massive uprising bv the people ovetthle Fetdinand Mi cos. The new 

regime of Coia,on Aquino succeeded in ,estotlig deumoclatic iistittions 

in the political ai ena and, t Ihe coltlmeorded imlp oveients in 's e( onolli( 

growth pai tcila, ly fi on 1987 to 1989.1 lowevel, tile political stability of the 

country i eained fragile with tin eats ftloi, ighlt-w nt mlilitarNI ent'gaides and 

communistlrevoltional ies. Aquitn's lei in salv a stelis of aittempted ( olips 

and i itmorecd coups involving elements of dhe military. The almost successful 

coup of Deccmber 1989 sevei ely daniaged the government's standing. 

After 198(6, President Aquino stiove to comple' I' - import libeilila

tion program which was suspended in 1983. Fi thf i taiff eform was 

legislated through Executive Order (EO) '170. To encourage investments, 

EO 225 was promulgated in Feninary 1987. The new code simplified and 

consohdated previoits inv!stment laws. COmipaied with BP 391, EO 226 

dimir.ished the prefeence flor exports and reinstated some of the capital

cheapening measures that had charactet i/ed investment incentives prior to 

1983. Thus, the Investment Code no longer served its a couiterbalaulce to 

t," import-substitutdlt bias of tile protection system and was itself biased in 

favor of capital-intellsive investments (Manasan 1986 and Power 1989). This 

tended to give the wi ong signals to tot tgn investoi s. 

In june 1991, RA 70,12 or ti Foieign Investment Act (FIA)\was legis

lated. This considerably liberaliled the existing legulations by allowing 

foreign equity parucipatioti up to 100 pet cent in all areas not specified in 
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the Foreign Investment Negative List (FINL). The FIA provides transparency 
by disclosing in advance (through the FINL) the areas whei e fol eign invest

ment is allowed or restricted. It also reduces the bureaucratic discretion 

arising ihom the need to obtain prior government appi oval whenever foreign 
equity participation exceeds '10 pui cent (World Bank 1993). Together with 
the incentives under EQ 226, tile Philippines is expected to be o(,an equal 
fooling %sithit!, 'N(s.ASEAN neighbors with respect to policies towai d 

In May 1992, the democratic transition piocc ss was completed with the 
election of Aquiric's Foi mer defense secretary Fidel Ramos as President of 
the Republic. I-is administration initiated peace negotiations with both 

right-wing military i ebels and communist instil gents. This move was a major 

factor in the 'stablishinent of political stability du ing his filst yeai in office. 
However, the iise in criminality which seveiely affected the pieace-and-order 
situation in the country, and the power crisis which resulted in hours-long 
blackout conn ibuted to the negative pei ceptions that Fbreign investot s have 

on the Philippines. 



CHAPTER 3 

FDI in the Philippines 

As in most developing countries, the Philippines lack comprehensive data 
on foreign direct investment. Although there are currently three govern

ment agencies 4 monitoring FDI flows, their data stiffer from lack of compa
rability and discrepancies due to differences in definition, coverage, and 
time period. The data used in this section are based on Central Bank statistics 
which, notwithstanding their weaknesses, are the most comprehensive in 
terms of coverage and the most complete in terms of number of years 
covered. 

Trends and Patterns 

This analysis is based on the FDI item in the balance of payments 
computed by the Central Bank's Department of Economic Research Inter
national (DER-I). The DER-I's definition of foreign direct investment in
cludes not only foreign direct equity investments but portfolio investments 
as well and foreign exchange holdings of corporations, partnerships, and 
banks due to other financial transactions. 

Tables I and 2 show that the net inflow of FDI in the Philippines 
fluctuated widely. The history of economic and political instability in the 
country contributed greatly to this erratic trend. Table I presents the FDI 
flows for the period between 1950 and 1969. The table shows that the year 
1950, which marked the beginning of import substitution in the Philippines, 

4. These are the Central Bank, Securities and Exchange Commission, and Board of Invest
men is. 



TABLE 1 
NET FOREIGN INVESTMENT FLOWS INTHE PHILIPPINES: 1950-1969 

(inUS$ million) 

1950 1951 1952 1953 1954 1955 1956 1957 1958 1959 

Net Foreign Investment 

Inflow 

Outflow 

2 

2' 

-

5 

5* 

-

22 

22* 

-

43 

43* 

-

64 

44* 

-

59 

59* 

-

31 

46* 

15 

40 

56* 

16 

18 

55* 

37 

46 

83* 

37 

1960 1961 1962 1963 1964 1965 1966 1967 1968 1969 

Net Foreign Investment 

Inflow 

Oufflow 

18 
107 

59 

-2 

73 

75 

-27 
26 

53 

-34 

23 

57 

11 
74 

63 

-10 
18 

28 

2 

74 

72 

49 

103 

54 

184 

266 

82 

130 
225 

95 

*Net Flow 
Source: Department of Economic Research, Central Bank. 

Q11 

93 
Lo 



TABLE 2 j 

NET FOREIGN DIRECT INVESTMENT FLOW INTHE PHILIPPINES: 1970-1993 
(inUS$ million) rr 

"-I 

Foreign Direct Equity Investment in the Philippines 

New Foreign Reinvested Debt Technical Fees Total Foreign Portfolio Capital Net 
Investments Earnings Conversion and Imports Direct Investment Withdrawn Inflow 

Converted into Investment from the 
Investments Abroad Philippines 

rr1 

1970 4 - - - 4 -3 -26 -3 -28 
1971 3 - - - 3 -5 2 -4 -4 
1972 2 - - - 2 -9 -2 -13 -22 
1973 83 - - - 83 -1 11 -29 64 
1974 64 - - - 64 0 24 -60 28 
1975 116 - - - 116 -1 28 -18 125 
1976 91 67 - - 158 -5 16 -25 144 
1977 130 78 - - 208 14 6 -12 216 
1978 60 62 - 8 130 -9 -1 -20 100 
1979 62 58 - 10 130 -38 13 -85 20 
1980 75 39 - - 114 -86 4 -134 -102 
1981 91 q2 - 90 243 -47 3 -24 175 
1982 25 44 - 124 193 -61 1 -116 17 
1983 119 26 - 102 247 -26 7 -116 112 
1984 32 15 - 90 137 -15 -3 -102 17 N) 

8i' 



TABLE 2 (CONTINUED) 

Foreign Direct Equity Investment inthe Philippines 

New Foreign Reinvested Debt Technical Fees Total Foreign Portfolio Capital Net 
Investments Earnings Conversion and Imports Direct Investment Withdrawn Inflow 

Converted into Investment from the 
Investments Abroad Philippines 

1985 9 10 - 45 64 -22 5 -30 17 
1986 17 20 14 38 89 14 13 24 140
 
1987 34 22 287 31 374 2 19 -69 326
 
1988 81 17 806 13 917 25 50 -6 986
 
1939 93 56 306 39 494 7 372 -30 843
 
1990 171 28 226 24 449 0 152 -121 480
 
1991 130 34 273 56 493 13 212 -64 654
 
1992 234 42 269 46 591 6 451 -311 737
 
1993 334 43 193 5 575 6 955 -924 612
 

Net Foreign Direct Investment Inflow = Inflows -Outflows This represents the net increase inforeign equity and non-equity investments plus net increase inforeign C) 
exchange holdings of domestic corporations and partnerships due to other financial transactions 
Source. Department of Economic Research - International, Central Bank 

b-1 

U)l 
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was chat acte ilerd by o%,clall ill( Ieases in the inflow of iilipoi t- siu,,tilcoing 
FI). This can )e illustilid by looking at tile foreign (liiCt t ino'stiienit of 
the US which ac otn ts for the 1)11lk of FI)I in the cotn o-. "l'alle3 1(wveals 
that US investment itn niancictit ing gi ew rtapidly b)etween 1957 and 1966. 
This period Coincided with the adoption of iipolt Iti)stittitioi I' ihe 
governmtent along with the gi dling oflpat i,' tights to the US. Tible 3 shows 
th;t dcl ing this pet iod, the I.'S ,hfted its invetment hom trade and public
ttitins towdit (I itmitcttii nog. The .,Iaite of' mantfatcii ig tot i ease.,d fiom 

13.4 pei ceotiti 1957 to 3-1.2 pcic'ntto 1966. These lnvestmcints ill i1tinuifac
tcring wet e iiatd(e' laigely in It Ils pI odttcing impol t-substittites like toileti ies 
and dleteigents ((Colgate-Palmolive 1919), pharmacuticals (Nitiller and 
Phelps, 1950 and Mead Johnson, 1962), batteiics (Union Carlwle, 1951), 
alcii nuot piodutcts (Reynolds, 1956), wiles and cables (Plhelps-Dodge, 
1955), paper (Kinblwily Clark, 1956), d(aiy ploducts ((;enerd ,Milk, 1957 
anti Consolidated, I1956), toles (BF (;oodricl), atwl electrical appliances 
((;Ceileal Elecitic [(;E]). 5 

TABLE 3 
US DIRECT INVESTMENT INTHE PHILIPPINES, BY INDUSTRY
 

Percentage Distribution
 

1940 1950 1957 1966
 

Manufacturing 7.6 15.4 13.4 34.2 
Transportation, communication and public
 

utilities 
 39.6 31.5 238 60 
Trade 14.5 201 19.9 142 
Other industries 38.3 32.9 (D) (D) 

TOTAL 100.0 100.0 100.0 1000 
(inmillion US$) 90.2 149.2 306.0 486.0 

Note. (D)indicates that the data inthe cell has been suppressed to avoid disclosure of data 
inthat cell, or another cell for aspecific person or firm 

Sources' US Department of Commerce, Bureau of Economic Analysis, Survey of Current 
Business (Washington DC Government Printing Office), various issues inMeiners, 
1988
 

5 .Am'nran I'/hlpine )'onbiok 1967 published by die Amci am Chamlnc of Co mcic in 
COnstaItIIlO, It inI (an lSlllno I. UPih'(lonltnulng I'nt, 1978, Manila. 
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The early 1960s was beset by economic ploblens atising from the 

exchange controls instituted in the last decade. Until the middle of the 

1960s, net FDI outflows were egistei ed (Table 1). Net FI inflows began to 

ise in 1966 and lcached a peak of US$184 million in IMi8. lhJwever, this 

started to decline in 1969 as uncetln h lomed among foreign investors 

(tie to tile Countit"s growing ecotoiti( and political difliculties as well as the 

anticipated tet mination of the Lam el-10angley Agi cement in 1974t. 

Table 2 shows the FI)1 flows fioni 1979 ip to 1993. Negative net inflows 

were i egist ere( h om 1970 up to 1972. With the declaration of martial law in 

1973 to 1977, except in 19741972, net FDI inflows mcieased steadily from 

when net FI)1 inflow plunged due to lie first oil pri(c shock. [During this 

period, the goveinment enacted vatiotis meastires to deregulate foreign 

inve;tment. The anxieties of Ameri an investol s wet e ielieved by the passage 

od a seres of Pl)s which f-uilitated theil divestiiients. Fulthermote, the 

('citi al Bank (CB) libeialie/d ieglations on tile repatriations of capital and 

plofits and the remittances of loyalties. But as the second oil price shock hit 

tile woillt in 1978-1979 net inflows again dliopped sulbstantially floma 1978 

intil 1980. Abioad, the 1980s witnessed a down turn in world economic 

activity and shn p ieductions both in intei national ank lending and foreign 

dii ect iivestmen t flows. 

In the eai ly 1980s, the country was again beleague ecd by economic and 

political instability. Net FDI flows ,tilfred a massive drop with large FI)1 

outflows registered in the mid-1980. The year 1986 mai ked the end of the 

,Marcos cia and the beginning of tile Aquino administi ation. Fi om 1986 to 

1988, steady inci eases in net FDI flows were i egistei ed with a peak of US$986 

n 1988. These flows weie boosted by tile govetment's debt for equity 

In ogi an. Under thei)1 ogi am, fot cign lialitis at omei cial banks could 

be bought at a discourit at the secondary matket and the same could be 

leedelied at full peso equivalent at the CB lot investment in Philippine 

equity. In 1988, debt convet sios stood at US$806 iilli' and accounted for 

88 pci cent of total fbi eign dii e( tequity im estlieltt. Investor coafidence was, 

however, denied by ile neatly stic csslul l)ecetnber 1989 coup. Amidst 

widespread invcstolt uncertainty, a ciewed fall occutred in net foieign 

investmentin 1990. Although somie I etO\lywas observed in 1991 and 1992, 

net FIDl flows again tell in 1993. Net poi tfolo investments in the Philippincs 

wete tclatively small until "he mid-1980s. Staiting in 1986 net portflolio 

inestinnts increased significant ly with a sige in 1992 and 1993. 
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Sectoral Concentration 

This analysis looks at Ilte ( hlnges illth sectJr l disIt il)titloln of C]-registi ed 
loieign direc t equity illveslllelnts ftImu 1973 to 1991. The (11 Foleign 

lx(. hang, lepg u tillI I tie main soulce o) ilhe dlai used ill[he ,nalysis.
 
Fable s
shows Ilie pcl( eni.lge disrlibutltio of l1I stock based oil ( utlnlilive 
flows. II Is evident tht for elyt l il\'stfiltnt Ill the llnpplies tenIded to 
COll(elillate Illtile nlalldtilctuling settl 6tith Is shale stedlhlll lising f oll
 
39 pet cent in 1973 In -18 ptc
em illI983 ,and 10 53 pertelt ill1993. \Vithin
 
marinfall till
ing, foleill I'vestmnent is c)on entae1d illindtlstt ies like clem-

Stls and theliti-a Inotlt-ts, food pl me
(ssit g, pelt olettl lilt1n( (dI,, ItaispoI1
 
e(tliplcnt, ,tlld 111ia1
hlllel, ,dndappliu es..\hhfitht hitllls and chelIi
aill domuliated tile ethel tilt td( Itngtog set Iol,w'odtsts 

Its sttle (l0ll
nou'ly fell during tile past six %'eaIsfit 
 ill
h)nl 29 pelt tIn 1988 to 23 pe ceIt 
In 1993. The same holds for food wltose shalie ,lt ItIllv (flopped fth 22
 
[)ertent iln1985 to 15 pei (elt inl
[993, ,as\%cll ltsilittttl and m. pldttlsietI
whose shae detliied holl 13 I<el((lit IllI085 t108 pccI tl ill1993. (;,ithllng 
IllItnpol ta hllierv, ,ppatl.ttis, ncs, ,nlidan(d stup lies seclolt c IS tile IllIt 

whose silt i ttl llliltlt l we'n i'\, i pet illop shatu ft) o etu 1987 
Io 17 peiteni ill 1993 For thetWtcl d 1982-1993, tile slthime of textiles and
 
gill eilts lelitllted] ttltlsIuti att l11mlld 5 pei(t. 
 Ill 1973, it had t share of
 
I 3 pelet whith gladtiallv detnficd Ilthietflltel The sild C of tfltinpol
 
eqUiplent itcreased flIlt 
 7 pec (eti inl1,0'82 in 9 peto (ill in 1992, htit this
 
deo lined to 8 pet. et 
 ill 1993. The shile of petIoetlcul atntIcoa almost
 
tlstailt atlh pcntll hel,'en 
 198) aod 198,), (lopped to 5 peIccitt hom
 
1990 to 11921but1 lot to I(t)itcnt ill 193.
 

Fol tii WId1Nt71,-1993, tie htve heel substaittial shifts In the 
oerl nFll Ilntaliotl of Fl I t' heierining of Illeperiod rIIdel study,
hlktng and fililltct.Was tile lealilg Scco1t m.,Ith its shlte alountiig to 
around .45puicent ill and 197-I. he197:3 lhis (o)ul expluled l)vthe 
enactment of I) 71 which Iallowecd 0I10lni foreIt llpilltcipation illbanking
 
and finance. ,and[) 103-1 whiti It leted an ollslhle banklrng systeot ill tile 
Ihilippines. '1)101,1 wats legislated Illth tet oliem (lve of iollupeting with 
Sirnga,ore is,Ifintait al entl it the region. -floweveit, 1111el lotelmtts 
into tills se(t10l nWotllol stislilled. Its silew t(otiltUCd t0(fli)op fh "i0
15 
peiccit ill1973 to 12 WI (tlt I0 1993. 

Ill1973, [)ullti ttiit was tie thiid llgest stctor with i shale (f 7 
pelcent. But with tile expialtio of tit lkiltel-L.tangley Aglteement ill1974, 
Allelicalls hegilIl to with(dlaw theil Inlvestmellllts from this seCtol. Between 



TABLE 4 

DISTRIBUTION OF CB-REGISTERED FOREIGN DIRECT EQUITY INVESTMENTS BY SECTOR 

CUMULATIVE FLOVIS (in percent) 

1973 1974 1975 1976 197 1978 1979 1990 1981 1982 1983 1984 1985 1986 1987 198 1989 1990 1991 1992 1993 

BanksandOtherFinanaal 
Instrtubons 

Banks 

OLherfinancod:nsttu"ons 

4544 

8584 

1115 

4503 

7627 

2373 

3512 

7647 

2353 

2706 

7443 

2557 

2454 

7056 

2944 

2251 

6630 

3370 

2101 

6 8 

3312 

1881 

6098 

3902 

1700 

5717 

4283 

1495 

5692 

4308 

1366 

5993 

4007 

1294 

5971 

4029 

1225 

5911 

4089 

1290 

6236 

3764 

1268 

6273 

3722 

1241 

6278 

3722 

1213 

6148 

3852 

1215 

5969 

4031 

1161 

5821 

4179 

1157 

56 00 

4400 

1169 

5078 

4822 

Manufactunng 

ChercalsandChermca 
Products 

Food 

Metaland MeA Products 

Texties and Ganents 

TransportEqo mrt 

Peonme=and Coal 

Maclane . pparatus. 
applancesand ppbes 

Non.t rnneral 

prodcts 

Ouners 

3918 

931 

615 

355 

1270 

594 

4178 

266 

316 

1475 

3431 

1577 

1435 

219 

1103 

393 

2587 

436 

195 

2055 

4480 

1156 

1199 

2767 

816 

303 

1383 

309 

143 

1924 

4866 

1529 

922 

3037 

676 

323 

1131 

384 

177 
1820 

5510 

2354 

1279 

22.11 

545 

458 

737 

520 

169 

1827 

5553 

2930 

1219 

1812 

593 

563 

605 

488 

192 
1598 

5339 

2992 

1466 

1646 

571 

595 

511 

500 

188 

1530 

5042 

2917 

1368 

1580 

561 

848 

460 

602 

209 
1454 

4920 

2953 

1710 

1382 

519 

807 

461 

581 

211 
1375 

4723 

2939 

1552 

1645 

547 

739 

395 

672 

277 
1234 

4792 

2785 

1855 

1529 

484 

645 

725 

608 

241 
1127 

4835 

2735 

1944 

1471 

464 

676 

674 

597 

Z90 
1148 

4910 

2651 

2210 

1313 

437 

787 

618 

56v 

262 
1153 

4805 

2819 

2170 

1300 

442 

769 

624 

567 

265 
1043 

4810 

2859 

2132 

1255 

441 

768 

610 

585 

256 
1095 

4786 

2666 

2101 

1230 

459 

753 

598 

591 

251 
1151 

4821 

2792 

1909 

1146 

481 

734 

555 

875 

241 
1176 

4865 

2704 

1960 

1077 

507 

70 

517 

976 

308 
1221 

5128 

2513 

1698 

982 

505 

731 

501 

1714 

2 6 
1090 

5162 

2431 

1655 

931 

541 

860 

457 

1827 

250 
1048 

5302 

2312 

1549 

846 

509 

823 

961 

1737 

z2 
975 

C:: 

ihnlg 

Peneu andGas 

Copp 

IronOre 

Nxke 

Otle's 

325 

295 

7236 

675 

1793 

000 

826 

175 

5785 

3446 

594 

000 

781 

265 

6298 

2837 

446 

154 

1122 

3598 

4526 

1527 

236 

113 

840 

3736 

4424 

1499 

231 

110 

934 

5188 

3433 

1116 

171 

092 

1351 

7274 

1923 

655 

096 

052 

1757 

8145 

1347 

413 

060 

033 

1960 

8651 

974 

299 

044 

031 

2454 

8839 

914 

197 

029 

022 

2602 

9042 

754 

162 

024 

018 

1664 

9122 

691 

149 

022 

017 

2644 

9185 

630 

136 

020 

029 

2716 

9239 

589 

127 

018 

027 

2746 

9034 

562 

121 

018 

265 

2714 

8933 

555 

119 

017 

375 

2673 

8850 

526 

113 

017 

494 

2606 

888 

508 

109 

026 

669 

2395 

8404 

490 

105 

025 

975 

2230 

8290 

483 

104 

032 

1091 

2043 

8271 

482 

104 

031 

1111 r,, 



TABLE 4 (CONTINUED) 
1973 1974 1975 1976 1977 1978 1979 1980 1981 1982 1983 1984 1985 1986 1987 190 1989 1990 1991 1992 1993 

Commere 

Mvxesale 

RealEstate 
Others 

255 

6163 

3548 
259 

631 

3965 

5282 
753 

576 

4847 

4074 
1080 

604 

6168 

3045 
797 

502 

6742 

2618 
640 

595 

6949 

2096 
954 

593 

7175 

1816 
1008 

649 

7810 

1426 
764 

589 

7598 

1724 
679 

534 

7251 

2134 
616 

477 

7252 

2172 
576 

467 

7217 

2232 
551 

436 

7420 

2211 
369 

419 

734 

2238 
369 

412 

7354 

2235 
411 

436 

7293 

2120 
587 

499 

6240 

2453 
1307 

529 

6230 

2611 
1159 

530 

5890 

3173 
1027 

531 

5501 

3459 
940 

510 

5605 

3500 
895 

-T 

Serices 

Ousiess 

Others 

018 

9231 

769 

031 

8571 

1429 

170 

4917 

5083 

296 

7066 

2934 

294 

64 

3550 

277 

6685 

3315 

266 

7194 

2806 

255 

7535 

2465 

413 

8469 

1531 

394 

7776 

2224 

405 

718i 

2819 

385 

7174 

2826 

3% 

6623 

3377 

393 

6600 

3400 

389 

6627 

3373 

450 

5657 

4343 

439 

5655 

4345 

428 

5755 

4245 

460 

4889 

5111 

596 

3026 

6174 

568 

3813 

6187 1 

Public Utily 

Coniurncaion 

Lan4tanspor 

Others 

676 

921 

9049 

630 

373 

907 

%063 

030 

320 

2109 

7260 

631 

262 

1967 

6773 

1259 

zoo 

2066 

6544 

1389 

171 

1973 

6247 

1780 

163 

2211 

5316 

2474 

151 

1957 

4705 

3339 

169 

3136 

339 

3471 

159 

3399 

3390 

3211 

144 

3300 

3281 

3419 

138 

3338 

3218 

3443 

131 

3560 

3054 

3266 

130 

3828 

2964 

3208 

136 

4289 

2733 

2979 

134 

4254 

2710 

3035 

130 

4396 

2617 

2987 

126 

4478 

2543 

2979 

116 

4468 

2460 

3072 

118 

4598 

2223 

3079 

218 

5897 

1097 

3006 

-4 

ri 

Agcuture FisheryandFowr'el 

Agn uttue 

Other 

249 

549 

9451 

181 

1358 

8,42 

144 

1566 

9434 

126 

1814 

8186 

114 

2976 

7024 

106 

2614 

7386 

099 

3614 

6386 

127 

2713 

7287 

129 

3400 

6600 

128 

4263 

5737 

117 

4444 

5556 

124 

4864 

136 

174 

6563 

3437 

167 

8463 

1537 

163 

8481 

1519 

163 

8428 

1572 

153 

8369 

1631 

0163 

8109 

1891 

146 

8127 

1873 

134 

8114 

1886 

123 

8108 

1892 

Construction 

TransportFaabies 

Infrastuactire 

C1,ner 

066 

000 

000 

10000 

006 

000 

Om 

10000 

005 

0 0 

000 

10000 

008 

4103 

000 

5897 

012 

2738 

003 

7262 

098 

8251 

00 

1749 

083 

7901 

000 

2099 

134 

4351 

4177 

1472 

116 

4061 

3898 

2041 

109 

3553 

3411 

3036 

095 

3584 

3440 

2976 

090 

3525 

3426 

3049 

083 

4853 

7227 

-2080 

079 

4849 

7229 

-2078 

077 

4835 

7228 

-2063 

075 

4835 

7228 

-2063 

070 

4856 

7224 

-2081 

066 

4839 

7184 

-2083 

063 

4526 

7267 

.1793 

070 

3715 

6172 

113 

066 

3624 

6023 

347 

Others 008 019 013 010 007 006 005 004 003 003 002 002 002 002 002 002 002 002 001 001 001 

TotalForeignEqutly
Investrit 1000DO 10000 10000 10000 10000 100 00 10000 10000 100 00 1000 10000 10090 10000 00 10000 10000 10000 10000 10000 1009 

Source Ceral Bak o thePmdhppmnes- 0 
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1980 and 1992, public utilities had a constant share of only 1percent which 

iincreased to 2 pei cent in 19913. '[he share of mining expanded ti emenlously 

from 3 percent in 197:,; to 27.5 percent i 1987. This was due to large foi eign 

investlilen ts III petroleuni and gas. Its share, howeve, began to drop in 1988 

and in 1993 It colllted fot 20 pci cent of total FI. The shat e of conimt cc 

incteased hroin 3 )eicent in 1973 to 5 pecent in 1993. '"liscould he 

ex)lained bv the passage of Ill) 714 hit h exempted foreign invCstOl s who 

al e engaged I inlet Ineltate tlade and bulk sales from the equity restrictions 

imposed by RA 1180. 

'Fhe share of services also rose fion less than 1 percent in 1973 to roughly 

6 percent in 1993. Due to tile equity resn ictions imposed by the Constitution 

in the ,:,eas of agri(uiltui e, fisheryN, and forestr as well as in construction,, 

foreign ime,ten Ls In these sectoiN lemained relatively low with the share 

of' ag iculttI e, fishery, and fo, estiy shrinking from 3 percent in 1973 to I 

percent in 1993. 

Sources of FDI 

The last two decades witnessed changes not only in the sectoral distribution 

but also in the sources of FDI. Althoigh still the most important, the 

dominance of the US has heen substantially diluted by the increasing 

presence of.japan and I log Kong, and to a le ser extent, of South Kc rea 
and Talwan." 

Between 1973 and 1993 (Table 5), the shate of the US declined fiom 

64.3 pei cent to +1 pci cent in 1993. Antal FDI flows from the US stai ted to 

decline in 1987. Tile shares of Japan and long Kong both incieased 

considerablN from 9.7 petcent ili1973 to 2(0 petcent i 1903, and from 1.3 

percent in 1973 to 7 pC exit in 1993, iespectively. Substantial antial flows 

from Japan we,e registe| ed between 1'988 and 1992. Among the other Asian 

countries, South Ko,ea and Taiwan have be(one significant sources of FDI. 

Statting to invest in 1976, South Korea's shaie increased from .01 percent 

to 1.6 pet cent i 1993. Faiwan's shate lose I om 0.2 pet cent in 1977 to 0.9 

pet Cent Il 1993. The bulk of tIe flows I1011 Taiwan and South Korea started 

to be felt in 1989 and 1990, iespe(tively. In 1989, Taiwan :,ad a share of 7 

pe cent of the total non-cumulative flow while South Koiea had a share of79 

hi tmidestated Their mesitnenis may not allbe tepoited to the( FDItfoin Tiwita Ie 

Centat Bank tecause sie Ti minese ii chanlnel their investmen I through their 

Flhptno-(hniese (olin( ( lols 
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percent of the total non-cumulative flow in 1991. In 1993, Singapore's 
cumulative share stood at 1percent while Malaysia registered a share of 0.3 
percent (Table 5). 

The cumulative share of the UK decreased from 16.5 percent in 1973 to 
merely 6.5 percent in 1993. FDI flows florn the UK were the largest in 1993 
accounting for 41 percent of the total non-cumtlatIve flow. During the last 
decade, i.e., from 1982 to !992, the shares of the other major European 
countries together with Astralia and Canada nave either (ieclined or re
mained unchanged. In 1993, Table 5 indicates increases in the shares of 
Switierland, Germany, and Luxemnbourg. 



TABLE 5 

DISTRIBUTION OF CB-REGISTERED FOREIGN DIRECT EQUITY INVESTMENTS BY COUNTRY 
CUMULATIVE FLOWS (inpercent) 

Country 1973 1974 1975 1976 1977 1978 1979 1980 1981 1982 

U.S.A. 64.25 55.11 48 37 47 93 49.39 52.90 55.06 54.60 53.89 52 82 
Japan 9.66 1479 2354 2422 21.72 1927 17.69 16.79 14.74 15.27 
Hongkong 133 1.44 214 278 386 406 319 4.32 5.95 551 
Netherlands 0.16 0.64 0.44 185 178 1.66 1 53 1 66 2 13 4.77 
U.K. 1645 9.15 733 579 472 409 3.61 336 425 416 
Switzerland 0.77 122 1.64 177 215 237 243 256 2.51 2.40 
Australia 0.31 2.14 243 251 2.48 232 2 31 245 225 203 
Canada 0.34 8.60 8 66 7 82 6 97 5.72 479 3.94 2.82 2.37 
France 0.77 042 030 024 022 019 074 139 2.27 1.97 
Republic of Nauru 0 00 0.00 0 00 0 00 0.00 0.00 0 00 0 00 0 63 0.52 
West Germany 0.18 0.32 023 0.33 0.65 0.92 091 105 1.14 109 
Sweden 0.00 000 0.13 045 0 53 0.51 106 091 080 071 C) 
Panama 0.18 0.10 0.32 040 131 122 1 11 097 089 095 
Austria 0.00 0.00 0.00 000 000 000 000 023 024 0.44 
Singapore 0.00 0.04 013 0.28 028 031 047 041 072 064 
Denmark 0.22 0.16 0.19 0.16 035 038 053 058 049 0.71 
Luxembourg 0.00 3 36 2.38 182 1 55 1 26 1.04 0.87 0.71 0.65 
Malaysia 0.00 0 00 0.00 0.00 0 04 0.04 0.03 0.03 0.02 0.03 
Bahamas 0.58 0.32 0 03 0.02 0.01 0.02 0.02 0.01 0 01 0.01 

(I) 



TABLE 5(CONTINUED) 
"n 
0 

Country 1973 1974 1975 1976 1977 1978 1979 1980 1981 1982 

New Hebrides 
Bermuda 
South Korea 
Taiwan 
Other Countries 

0.00 
0.15 
0.00 
0.00 
463 

0.00 
0.15 
0.00 
0.00 
2.04 

000 
015 
0 00 
0.00 
1.60 

0.00 
0.15 
001 
0.00 
1.47 

0.38 
035 
0.02 
0.17 
1.09 

0.39 
0.31 
0.57 
0.24 
1.25 

0.31 
036 
0.56 
0.22 
1.42 

1.28 
0.46 
0.46 
0.21 
1.46 

1.03 
0.41 
0.39 
0.17 
1.53 

085 
034 
0.33 
0.14 
130 z 

Total Foreign Equity Investments 100.00 100.00 100.00 100 00 100.00 10000 100.00 10000 10000 100.00 

Country 1983 1984 1985 1986 1987 1988 1989 1990 1991 1992 1993 

U.S.A. 
Japan 
Hongkong 
Netherlands 
U.K. 
Switzerland 
Australia 
Canada 
France 

55.11 
14.10 
5.47 
4.75 
3 55 
2.16 
1.96 
2.08 
1.88 

55.48 
14.05 
5.58 
4 62 
3.52 
235 
1.86 
1.95 
1.77 

56.17 
1391 
6.13 
4.58 
3.40 
2.31 
1.69 
1.79 
1.61 

57.28 
13.72 

5.33 
4.64 
3.72 
2.32 
1.65 
1.73 
1.55 

57.75 
13.45 

5.54 
4.64 
3.62 
2.24 
1.64 
1.70 
1.50 

57.34 
1372 
5.89 
4.56 
3 57 
220 
1.61 
1.65 
146 

55.80 
1450 
6.01 
4 81 
3.44 
2 22 
1.92 
1.58 
1.37 

54.07 
15.29 
6.12 
4.63 
3 50 
2.31 
2.04 
1.58 
1.32 

5002 
18.69 
6.92 
4 21 
3.52 
2.28 
1.80 
1.43 
1.20 

47.33 
21.00 
6.74 
3.99 
3 28 
2.29 
1.78 
1.34 
1.24 

44.08 
20.25 
6.65 
3 96 
649 
2.44 
1.64 
1.22 
1.14 

N 

0, 
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Country 


Republic of Nauru 
West Germany 

Sweden 

Panama 

Austria 

Singapore 

Denmark 

Luxembourg 

Malaysia 

Bahamas 

New Hebrides 

Bermuda 
South Korea 

Taiwan 

Other Countries 


Total Foreign Equity investments 

Source: Central Bank 

1983 


0.46 
1.12 
1.07 
0.86 
0.69 
0 56 
0.64 
0.57 
0.25 
0.01 
0.74 
0.30 
0.29 
0.14 
1.24 

100.00 

1984 


043 
1.14 
1.08 
0 81 
0.73 
0.56 
0.60 
0 54 
0.33 
0.36 
0.35 
0.28 
0.27 
0.15 
1.19 

10000 

1985 


0.39 
107 
1.02 
0.77 
0 69 
0 58 
0 55 
0 50 
0.36 
0.32 
032 
0.26 
026 
0.15 
1.19 

100.00 

1986 


0.37 
107 
0.99 
0 74 
0.67 
0.39 
0 56 
0.51 
0.35 
0.31 
0.30 
025 
0.25 
0.15 
1.16 

10000 

1987 


0.36 
1.05 
0.96 
0 72 
0.64 
0.38 
0 54 
0.49 
0.34 
0 30 
0.29 
0.24 
0.24 
0.15 
1.21 

100.00 

1988 


0 35 
1.06 
0.94 
0 70 
0.63 
0.40 
058 
0.48 
0.37 
0 29 
029 
0 29 
0.24 
0 17 
1.20 

100.00 

1989 


0.33 
1.00 
088 
0.69 
0 59 
0.49 
0.58 
0.45 
0 35 
0 27 
0.27 
0.28 
027 
0.64 
1.26 

100.00 

1990 


0 31 
101 
1.02 
072 
0.55 
0 65 
0 58 
0.43 
0.34 
0 26 
0.25 
0 27 
0.49 
0.83 
1.44 

100.00 

1991 


0.27 
1.04 
1.05 
0.64 
0.75 
083 
0.53 
0.40 
0.31 
0.23 
0.22 
0.27 
1.40 
0.90 
1 11 

100.00 

1992 


0.29 
1.14 
0.99 
0.58 
0.69 
0.95 
0.48 
0 38 
0.29 
0.21 
0.20 
0.25 
1.61 
0.90 
202 

100.00 

1993 

0.27 
1.23 
0 92 
0.56 
0.63 
1.09 
0 49 
0 53 
0.32 
0 20 
0.19 
0.31 
1.56 
0.92 
2.94 

10000 

(,) 

zjC. 
rrn 



CHAPTER 4 

Trade and Investment Policy 
Changes in the 1980s: 

Impact on FDI Flows and Exports 

FDI and the Overall Trade and Investment Policy Regime 

FDI can be broadly divided intc three groups: local raw material processing, 
import-substituting or protection-hopping, and outward-looking FDI. Since 
the 1950s, the country's trade policy hs continued to provide a very strong 
incentive for import-substituting as opposed to export-oriented production. 
Because of these incentives to import substitution, FDI in the country has 
become heavily oriented toward the domestic market and has failed to attract 
substantial amounts of FDI geared to export markets. 

Table 6 reveals that FDI is concentrated in the highly protected manu
facturing sector. The table shows that the manufacturing sector has received 
the highest effective protection rate (EPR) since 1965. Although this has 
been reduced over the years, the effective protection that it still receives 
re.mains relatively high compared with other sectors like mining and agricul
ture, fishery, and forestry which for some years received either negative or 
very low effective protection. Within the manufacturing sector, the same 
pattern is revealed. It is evident from Tabhl 7 that FDI is concentrated in 
manufacturing subsectors receiving high t-ifective protection. Prior to the 
1980 tariff reform, chemicals had EPRs ranging from 15 to 227 percent: food, 
495 percent; metal products, 84 percent; textiles and garments, 106 percent; 
transport eq, ipment, machinery and appliances, 118 percent; and petro
leum and coal, 38 percent. Although the EPRs were reduced in the late 
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TABLE 6
 

EPR AND FDI CONCENTRATION, ALL INDUSTRIES
 

Manufacturing 
1965 
1974 
1979 
1985 
1986 
1988 
1989 
1991 
1992 

Mining 
1965 
1974 
1979 
1985 
1986 
1988 
1989 
1991 
1992 

%Share 
in Total CB-
Registered 

FDI 

ND 
34,31 
53,39 
49.10 
48.05 
47.86 
48.21 
51.28 
51.60 

ND 
8.26 

13.51 
26.44 
27.16 
27.14 
26.73 
23.95 
22.42 

Agriculture, Fishery dnd Forestry 
1965 ND 
1974 1.81 
1979 0.99 
1985 1.74 
1986 1.67 
1988 1.63 
1989 1.53 
1991 1.46 
1992 1.35 

ND -no data, 
*-26 for Forestry and 17 for Agriculture. 

%Share 
in Total BOI 
-Approved 

Projects 

ND 
ND 
ND 

75.7, 
59.56 
76.41 
69.76 
60.86 
54.81 

ND 
ND 
ND 

0.93 
0.00 
0.38 
4.54 
1.45 
2.33 

ND 
ND 
ND 

1.55 
5.21 
7.22 
3.69 
2.95 
1.91 

EPR 
(price 

EPR compa
(tariffs) rison) 

51.00 ND 
44.00 ND 
58.00 ND 
77.00 102.10 
61.70 82.90 
62.40 75.00 
61.20 73.70 
59.50 74.10 
57.20 71.90 

-17.00 ND 
-13 to 16 ND 

0.00 ND 
23.60 23.60 
22.00 18.20 
17.30 17.30 
17.30 17.30 
23.00 23.00 
23.00 23.00 

17 &-26* ND 
9.00 ND 
1.00 ND 

76.50 76.50 
33.70 44.30 
35.30 45.10 
35.30 45.10 
51.10 51.10 
46.10 47.70 
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TABLE 7
 

EPR AND FDI CONCENTRATION INTHE MANUFACTURING SECTOR
 

%Share 
InTotal CB-
Registered 

FDI 

Chemicals 
1965 ND 
1974 5.40 
1979 16.00 
1985 13.00 
1986 13.50 
1988 13.70 
1989 13.50 
1991 12.90 
1992 12.60 

Food 
1965 ND 
1974 4.90 
1979 7.80 
1985 10.90 
1986 10.40 
1988 10.10 
1989 9.60 
1q91 8.70 
1992 8.60 

Basic Metal Products 
1965 ND 
1974 0.70 
1979 6.10 
1985 5.20 

1986 6.30 

1988 5.90 

1989 5.50 

1991 5.00 

1992 4.80 

%Share 
inTotal BOI 

Approved 
Projects 

ND 
ND 
ND 

6.50 
50.70 
29.60 
4.70 
9.60 
2.50 

ND 
ND 
ND 

12.30 
1.20 
2.70 
1.70 
4.10 
0.50 

ND 
ND 
ND 

1.60 


2.90 


3.20 


3.50 


1.50 


2.90 

EPR 
(price 

EPR compa
(tariffs) rison) 

13 to 94 ND 
-7to 221 ND 
15 to 227 ND 

102.10 142.40 
72.40 110.30 
71.10 108.90 
71.10 108.90 
57.40 103.60 
53.00 99.20 

15 to 400 ND 
-49 to 3371 ND 

-6to 495 ND 
76.90 53.20 
61.00 46.30 
60.30 43.70 
60.30 43.70 
59.20 42.60 
56.80 40.30 

ND ND 
47.00 0 to 27 
84.10 47 to 176 

101.60 179.60 

71.90 71.90 

73.70 73.70 

73.70 73.70 

79.80 79.80 

78.90 78.90 
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TABLE 7(CONTINUED) 

%Share %Share EPR 
in Total CB- in Total BOI (price 
Registered Approved EPR compa-

FDI Projects (tariffs) rison) 

Textiles and Garments 
1965 ND ND 43 to 330 ND 
1974 3.80 ND -4 to 78 ND 
1979 3.10 ND 106.00 ND 
1985 2,10 1.20 136.40 337.80 
1986 2.10 8.80 101.40 322.50 
1988 2.20 6.40 12090 120.90 
1989 2.30 21.30 116.40 116.40 
1991 2.60 4.00 87.50 87.50 
1992 2.80 4.50 87.50 87.50 

Transport Equipment, Machinery and Appliances 
1965 
1974 
1979 
1985 


1986 


1988 

1989 


1991 


1992 


Petroleum and Coal 
1965 
1974 
1979 
1985 


1986 


1988 
1989 


1991 
1992 


ND 
1.40 
3.20 
3.90 
3.70 
3.70 
5,10 
8,30 
9.90 

ND 
8.90 
2.70 
3.00 
3.00 
2.90 
2.70 
2.60 
2.40 

ND 
ND 
ND 

67.00 
28.60 
38.30 
37.60 
18.00 
48.90 

ND 
ND 
ND 

1.40 
0.00 
0.01 
8.80 

44.60 
0.00 

77 to 533 ND 
9 to 127 ND 

118.00 ND 
72.00 96.60 
50.70 68.70 
47.80 64.40 
46.80 63.40 
42.30 58.80 
32.80 49.80 

45.00 ND 
16 to 21 ND 
1to 38 ND 
38.80 182.10 
37.90 172.30 
46.60 171.60 
40.00 165.00 
40.00 175.90 
42.00 177.90 

Sources (EPR estimates): Power and Sicat, 1970; Bautista, Power and Associates, 1979; 
Quinto, 1986; Power and Medalla, 1986; and Tan, 1994. 
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1980s, effective protection still remains high particularly in textiles, chemi
cals, basic metal products, and processed food. This becomes even more 
glaring when one looks at the EPRs computed based on pi ice comparisons. 
The latter is more meaningful since it captures the effects of non-tariff 
barriers which are mainly in the form of import restrictions. In line wi.1 
BOI's local content progianis, import restrictions were imposed on the 
appliance (consumer electronics in 1975) and transport (cars,jeeps, motor
cycles, tiucks, and buses in 1971) sectors. For reasons ranging from national 
security, public health and safety, to protection of local industry, chemicals, 
coal and machinery were regulated by the CB.EPR estimates on the basis of 
price comparisons show that in the early 1990s, chemicals petroleum and 
coal had EPRs that exceeded 100 percent. Textiles and basic metal products 
had EPRs of a ound 88 and 80 percent, respectively. 

In principle, the invesunent incentives promulgated by the government 
favor export pioduction. Howevei, data on BOI-approved FDI projects show 
that these approvals aie biased toward sectols with high EIPRs such as 
machinery and equipment, chemicals, and tiansport (Tables 6). Between 
1981 and 1992, the aveiage share of these sectors to total manufacturing 
amounted to 52 peicent. This leads us to conclude that the investment 
incentive system tends to reinforce the heavy dIomestic-ma ket o ientation 
promoted by the trade iegime. Moreover, the incentive system favors capi
tal-intensive over labor-intensive producers of import suhstitutes (Mnasan 
1986 and 1993). This is indicated by the increase in the capital-labor ratio 
for total manufacturing from 65.6 to 110.61 between 1983 and 1988 (Table 
G.9, World Bank 1993). 

Because of the high level of piotection promoted by the trade and 
invesunent incentive system, foreign competition which could have been 
provided by imporLs was virtually eliminated. The result was an inefficient 
manufacturing industry which was littered with infants that never grew up 
and required permanent protection for survival. Furthermore, the protec
tion of domestic manulacturers penalized exporters and since the import 
substitution policy failed to develop backward-linked industrialization, the 
export activities that thi ived had weak backward linkages. The high cost of 
domestically produced inputs discouraged exporters from sourcing their 
inputs locally. To retain their competitiveness, exporters had to rely on 
imported inputs. In addition to these problems, import substitution incen
tives led to a misallocation of iesources. The overvalued currency encour
aged the use of imported inputs especially on those on which tariffs were 
low. Since tariffs on capital equipment were also typically low, capital-inten
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sive investment was encouraged. With the excessive use of imports and 

capital, labor was not utilized intensively in tie import-sul)stittting manufac

turing sector. The protected nantufacturing secior remained a net burden 

in the balance of payments since the import sttbstitution policy only shifted 

dependence on impoits of (onsninr goods to (aptilal and inteinmediate 

goods (Wil 1985). 

FI)I in the Philippincs was veiw n'm iiflulinced by the intpol t-substitu

tion policy. Although the tiade and inv'stlent policies were inapli opriate, 

foreign investoi , ncvelitheless lesponded to the profit oppol ntitt's they 

oflered by locating illthe highly prote( ted s(c t(ls of the economy. By taking 

advantage of the efftective piotet lion affoi (lel by the tariff strulctuie, the 

domesti: investoi (Filipino oi ho (.igllt.l) all ailli extilciniey high profits, 

pay high wages, aid/oi simply a ( oiilliodalte ietffhiit ics and high costs 

substantialy' above thoseof fol ign OnllJ)etiois. The higlici the elective 

piotectioll, the gie litel fot i nefficien the poleiihll ies, high Inpuit costs or 

pofits. 

The (d5,toltinilaly policies. ic( oipalvig iiJ)Oi t stbtiltiitioil i stilted in 

investment tin inlefficicit activitiCs as well ,sIn InvsTinM Ci t dC isiols bV )0th 

foleign and doilleslit illvestols which caused a misalloaltioil of iesoul ces 

and a suboptimal level of welfai c. ln\'tstnwlits nmade by mltintllonals in the 

transport indlstry i e the prine example. This initlstry hlas been iegulated 

and protected through B) l's progiessive inii1 Act ilug lpiogl am estab

lished in the early 1970s. The piogi, n iestilted in higi- ost doinestic 

production 11nd has not )een successful illindui(ing fite midustry and its 

sttbsectois to comtpete in the expoit nai ket. T'l \V I( Baitnk (1993) 

estilliated the cost Of inaitailiilg this t p Oftil tW(Iive IegiI 1fo1atn1o

hiles and commnercial vehicles to he ,i(ti(und '5.2 billioin a yum. 

The immiseri/ation literature is often ine(l to link tiade and foreign 

investment. Th is shows that cal)i t1l flows iii p oltet ted Iiulist rics can Iead to 

decceases in host economy welfaie. 1ol si nall taiifl-iin posing coun tiy, 

within the standard two-coinliodity two-fait tot' model of inte liational tiade 

and assuming that loi eign capital i ecivcs tile full (tiii taxed) v'alue of its 

marginal piodict, Brechci and l)ia/-Alelandro (1977) demonstiated the 

possibility of Bhag1wati's immisci iliig owth when the host couinti-y contin

ies to impoit the capital-intensive good while remaining incompletely 

specialized. Once protectiork has been granted, further reduction in welfare 

would restlt f'rom any exogenous as well as tariff-induced capital inflows fiom 

abroad. 
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FDI and Exports 

The lack of comprehensive data7 on the exports ofTNCs greatly impairs the 

analysis in this section. Data on FDI exports are necessary in assessing the 

export orientation of TNCs operating in the country and how they reacted 

to the trade policy changes implemented by the government. Notwithstand

ing the data limitation, the picture that emerges is that although the export 
propensity (measured by the ratio ofexpoi ts to total sales) of US TNCs had 

increased, a large proportion of their total sales was still mainly for the 

domestic market. Table 8 shows that with the gradual dismantling of protec

tion, the expoi t propensity of US firms inci eased from 16 percent in 1982 

to 25 percent in 1987. However, compa cd with US TNCs operating in other 
Asian countries, these figures were much lower than say, Malaysia, whose 

ratio increased from '17 to 60 percent between 1982 and 1987. In Singapore, 

the ratio remained laigely unchanged at 82 percent lint ing the same period. 

Although Taiwvan and Hong Kong experienced some i eductions, their ratis 

were still relatively high. Taiwan's ratio declined from 50 percent in 1982 to 

48 percent in 1987, while the same ratio for I-long Kong dropped fior 60 

percent in 1982 to 58 percent in 1987. TNCs in these counti ies have played 

a major role in their trade sector particularly in manufactured exports. In 

1987, US TNCs alone accounted for as much as 33 pei(ent of Singapore'

total exports, 16 percent of Malaysia's exports, and 26.4 percent (mostly 

petioleum) of Indonesia's expoits. In the case of the Plhilippines, US firms, 

which have been the country's largest foreign investors, accounted for 12 

percent of the counry's expoi ts. 

Investments by US TNCs weie highly concentrated in electric and 

electronic equipment and chemicals. The share of elect ic and electronic 

equipment to total manufacturing investment of US TNCs operating in the 
Philippines mcieased flon 20 percent in 1982 to 28 percent in 1987. 

Chemricals had a share of 29 percent in 1982 which increased to 35 percent 

in 1987. A large proportion of their manufactured exports consisted of 

electric and electronic equipment (mainly in the labor-intensive stage of 

semiconductor production) whose share continued to increase from 54 
percent in 1982 to 65 percent in 1987 Texas Instruments, a US 

semiconductor giant, is one of the latgest TNCs (in terms of sales) operating 

7. The data available are limited to expoi isof US TNCs from the benchmark survey of the US 
Department of Commerce and the export peformance of TNCs belonging to the top 2000 
corporations in ibe country publihed by the Mahal Kong lilipmas Foundation. 



TABLE 8
 

EXPORT PERFORMANCE OF MAJORITY-OWNED NONBANK AFFILIATES OF NONBANK US PARENTS (MONANUS)
 

1982 
Philippines 
Malaysia 
Indonesia 
Thailand 
Hong Kong 
Singapore 
South Korea 
Taiwan 

1986 
Philippines 
Malaysia 
Indonesia 
Thailand 

Total Sales 
of MONANUS 
US$ million 

(1) 

3,596 
4,319 

12,543 
2,591 
7,516 

14,1"'4 
604 

1,867 

2,509 
3,983 
5,221 
2,760 

Total Export 
of MONANUS 
US$ million 

(2) 

564 
2,046 
8,289 

453 
4,474 

11,579 
266 
931 

626 
2,371 
4,295 

525 

Total Country 

Exports 


US$ million 

(3) 

5,020.6 
12,031.4 
22,293.3 

6,956.9 
20 67.8 
20,788.0 
21,853.4 

4,841.8 
13,837.8 
14,805.0 

8,835.6 

Exports 
Propensity 
in percent 
(4)=(2)1(1) 

15.7 
47.4 
66.1 
17.5 
59.5 
82.0 
44.0 
49.9 

25.0 
59.5 
82.3 
19.0 

US Firms' Share 
of Total Exports 

in percent
(5)=(2)1(3) 

11.2 
17.0 
37.2 
6.5 

21.3 
55.7 
1.2 

12.9 
17.1 
29.0 
5.9 



TABLE 8 (CONTINUED) 

Hong Kong 
Singapore 
South Korea 

Taiwan 

1987

Philippines 

Malaysia 
Indonesia 
Thailand 

Hong Kong 
Singapore 
South Korea 
Taiwan 

Total Sales 
of MONANUS 
US$ million 

(1) 

8,059 
8,904 
935 


2,908 

2,798 

4,736 

5,453 

3,391 

9,807 


11,594 

1,292 

3,758 


Total Export 
of MONANUS 

US$ million 

(2) 

4,916 
7,286 
407 


1,568 

698 


2,831 
4,532 
718 


5,653 
9,476 
606 


1,815 

Total Country 

Expor,


US$ million 


(3) 

35.465.7 
22,4945 
34,714.5 

5,720.2 
17,920.9 
17,135.6 
11,659.2 
48,501.8 
28,685.8 
47,206.6 

Exports 
Propensity

in percent 

(4)=(2)/(1) 

61.0 
81.8 
43.5 

53.9 

24.9 
59.8 
83.1 
21.2 
57.6 
81.7 
46.9 
48.3 

*0 

US Firms' Share 
of Total Exports

in percent 

(5)=(2)y(3) 

C) 

13.9 
32.4 

1.2 

12.2 
15.8 
26.4 
6.2 

11.7 
33.0 
1.3 

rn 



TABLE 8(CONTINUED) 

Total Sales Total Export Total Country Exports US Firms' Share 
of MONANUS of MONANUS Exports Propensity of Total Exports 
US$ million US$ million US$ million inpercent inpercent 

(1) (2) (3) (4)=(2)1(1) (5)=(2)1(3) 

1989 
Philippines 2,905 649 7,746 7 22 3 8.4 
Malaysia 5,419 2,086 25,1065 38.5 83 
Indonesia 6,120 2,680 22,028.9 438 122 
Thailand 5,456 1,735 20,0583 31 8 86 
Hong Kong 16,408 8,779 73,1560 53 5 12.0 
Singapore 15,102 10,531 44,687 1 697 236 
South Korea 2,463 594 62,3772 24 1 1.0 
Taiwan 6,773 2,621 38 7 

Sources US Direct Investment Abroad: 1982 Benchmark Survey Data C) 

US Department of Commerce, Bureau of Economic Analysis, December 1985. 

US Direct Investment Abroad, Operations of US Parent Companies and their Foreign Affili?'res, Revised 1987 Estimates. 

US Department of Commerce, Bureau of Economic Analysis, July 1990 

US Direct Investment Abroad, Operations of US Parent Companies and their Foreign Affiliates, Revised 1986 Estimates. 

US Department of Commerce, Bureau of Economic Analysis, July 1989 

Survey of Current Business (July 1993) 

1989 Export Sales by MONANUS were taken from Ramstetter, E.D "Prospects for Foreign Firms inDeveloping Economies of the Asian 
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in the countl-'. In the earl%, 1980s, Malaysia and the tPhilippines became majo 
sites for chip assenhly. Malaysia's semiconductor exports were much larger 
than those of the Ilhilippines. Table 9 re eals that fiorn 1982 to 1987, the 
Country's semiconductor exports icinamed Iouighly one-fifth of Malaysia's 
exports of the same. 

Dama (see Tahle 8 and 9) also show that the slia, eof Ihemitals in the 
total manufactured exports of US affilates In ilthelI't I ppl ics dc(ltlned by 
half, from 6 percent in 1982 to 3 pet in 1987. Like- ise, the expoit 
propensity of IS(ltemical utgm-iffilmtes diopped hon 5.2 to 3.2 ptcii 1(n i 

the same period (see Table () Cumpaed Nith othel ot ittics, these laros 
,le i elatively low. US chemical affilates in Malaysia htad alshtae of II pe ctt, 
85.1 percent n Singapo e, 21 .2 p cent in Taisart arid 31t.2 pt ( eit -ltlong 
Kong. 

The couitr was abl: to attn att FDI flows in the past becuse of its 
protectionist policy. Experience proved that pl ote( tion discol ages cxpol Is 
arncd the eflicienrl production ofnmanuf(ttires. It is to be noted that ga ntert s 
and seniconduclois, the country's major evpolt, ani leading expolts of 
Philippine-based TNCs, have not developed stiong backssid linkages ht
cause of thei high Import content IRaw miterialmpu s to these pioducts 
top the country's total Imports. EIticit irtdlist aliot i eqti s ilte cl ca
tion ufstr ong ltel-itdlistiy linkages. In oti case, nitlufactutit ed e'-p(i ts ,re 
(oncenii aiedl inigalmeilts oi consignlltent anl sucoitiiacted electronic 

devices whi h ai e made fi om raw ntratei ials consigned abioad TIe itter-in

dustry linkages created are weak be( aluse these expoi Is are produiced sepa
rately front the dlonestic econoity throtigh expor t pro(essrng /ones ('PZs) 
and bonded wareltouses. In 1992, special tianisactrons which consisted 
mainly of nports of EPZs accounted for the bulk of total impoits at 17 
p)i cent EPZs and houded war choses were established to allow exporteis 
to iltpoi t their intputs Itworld pi ices ti ough tax and duty exemptions and 
tax tredit/drawback schemes. Hlowever, these expoit eiiitives lnlay only 

partially oftset the distortions created by the protectionist sti uctur e. These 
inconsistent policies may explain tile inability of expor t incentives to attract 
substantial export-oriented FI)I and piromote significant expansion of the 
export sector. 
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TABLE 9 

EXPORTS AND TOTAL SALES OF MONANUS 

Exports of MONANUS (inUS$ million) 

Chemicals and Electric and 
Allied Products Electronic Equipment 

1982 1986 1987 1982 1986 1987
 

Philippines 25 9 16 242 325 376 

Malaysia 12 20 15 1,283 1,614 2,068 

Singapore 41 D 275 991 1,384 1,832 

Taiwan 12 22 62 728 1,042 926 

Hong Kong 66 92 119 584 395 446 

Total Sales of MONANUS (inUS$ million) 

Chemicals and Electric and 
Allied Products Electronic Equipment 

1982 1986 1987 1982 1986 1987
 

Philippines 479 455 507 334 357 411 

Malaysia 87 114 136 1,335 1,649 2,139 

Singapore 57 277 323 1,034 1,509 2,039 

Taiwan 114 222 293 821 1,085 1,019 

Hong Kong 211 248 348 641 471 603 
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TABLE 9(CONTINUED) 

Exports Export Propensity (in percent) 

Chemicals and Electric and 

Allied Products Electronic Equipment 

1982 1986 1987 1982 1986 1987
 

Philippines 5.2 20 3.2 72.5 91.0 91.5 
Malaysia 13.8 17.5 11.0 96.1 979 96.7 
Singapore 71.9 D 85.1 958 91.7 89.8 
Taiwan 10.5 99 21.2 88.7 960 90.9 
Hong Kong 31 3 37.1 342 91.1 839 74.0 

Sources: US Direct Investment Abroad: 1982 Benchmark Survey Data 
US Department of Commerce, Bureau of Economic Analysis, December 1985. 
US Direct Investment Abroad, Operations of US Parent Companies 

and their Foreign Affiliates, Revised 1987 Estimates 
US Department of Commerce, Bureau of Economic Analysis, July 1990. 
US Direct Investment Abroad, Operations of US Parent Companies 

and their Foreign Affiliates, Revised 1986 Estimates 
US Department of Commerce, Bureau of Economic Analysis, July 1989. 



CHAPTER 5 

FDI in Four ASEAN Countries: 
A Comparison 

Table 10 shows the differences in FDI flows to the Philippines, Malaysia, 
Thailand, and Indonesia. FDI flows in the Philippines fluctuated widely 
between the years 1973 and 1990. Erratic annual FDI flows also characterized 
Indonesia and Thailand; however, steady increases were observed fiom 1987 
in Indonesia and from 1988 in the case of Thailand. Among the four 
countries, Malaysia's performance in attracting FDI is particularly impres
sive. Its FDI flows showed a relatively more stable pattern with sharp increases 
fiom 1976 to 1982 and reductions from 1983 to 1987. Like Indonesia and 

Thailand, a resumption of growth was felt from 1987 to 1990. With a 
short-lived recovery after 1986, the Philippines experienced increases in its 
FDI flows, but after reaching a peak in 1988, FDI flows again started to fall. 
Compared with the three ASEAN countries, the performance of the Philip
pines has been disappointing. 

Figure 1 gives an idea of the concentration of FDI flows during the past 
18 years, i.e., 1973-1990. FDI flows were highly concentrated in Malaysia, 
followed by Thailand and Indonesia, while the Philippines came last. Malay
sia's high average annual flows show that it had been the preferred site of 
foreign investors. Indonesia was also an important site, but since 1989, 
Thailand's annual averige had outstripped the average flow of the former. 
Among the four, the Philippines had the lowest average annual flow. 

Table 1 reveals that most of the investments in the PhilipTines and 
Malaysia are located in the secondary sector. In Thailand, these are predomi
nantly found in the tertiary sector, although since 1975, the share of the 

'-' "~ .,"'t ,h. 1V~ n 4- sp., , .. 
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TABLE 10 

FDI FLOWS INFOUR ASEAN COUNTRIES, 1973-1990 
(inmillion US$) 

Year Philippines Indonesia Malaysia Thailand 

1973 55 15 171 77 
1974 4 (49) 570 188 
1975 98 474 348 86 
1976 126 343 380 79 
1977 209 235 408 106 
1978 101 219 466 51 
1979 8 226 573 50 
1980 (107) 179 933 186 
1981 172 133 1,266 291 
1982 15 226 1,393 190 
1983 105 292 1,261 348 
1984 9 222 797 400 
1985 12 310 695 162 
1986 127 258 489 261 
1987 307 385 423 182 
1988 936 576 719 1,081 
1989 563 682 1,668 1,727 
1990 530 964 2,902 2,236 

TOTAL 3,270 5,690 15,462 7,704 

Average 
1973-1990 182 316 859 428 

1973-1977 98 204 375 107 

1978-1982 38 197 926 154 

1983-1987 112 293 733 271 

1988-1990 676 741 1,763 1,681 

Source: International Monetrry Fund, Balance-of-Payments Statistics, various issues. 
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FIGURE 1 
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TABLE 11 

SECTORAL AND GEOGRAPHIC DISTRIBUTION OF FDI STOCK 
(percentage) 

Primary Secondary Tertiary 

Malaysia 	 88 28.3 41.2 30.5 
80 31.3 30.1 38.6 
75 39.3 30.6 30.1 

Thailand 	 89 9.2 42.8 48.0 
80 13.5 31.7 54.7 
75 15.1 29.9 55.0 

Indonesia 	 90 81.7 15.4 2.9 
80 70.4 25.4 4.2 
75 61.2 32.5 6.3 

Philippines 	 90 28.6 48.3 23.1 
80 18.8 50.4 30.7 
75 	 9.2 44.9 45.9 

DISTRIBUTION OF FDI INWARD STOCK BY HCME COUNTRY 
(percentage) 

Developed Countries All All 
Developed Developing 

N.America W.Europe Japan Countries Countries 

Malaysia 87 12.4 46 1 33.9 59.2 40.8 
11.5 49.4 30.0 58.6 41.4 

Thailand 88 31.7 199 47.5 77.3 22.8 
40.5 22.5 36.2 80.2 20.3 

Indonesia 88 12.2 34.4 38.4 72.8 27.9 
80 6.3 14.0 48.6 77.1 22.9 

Philippines 87 65.0 17.2 14.7 90.6 9.4 
63.7 13.7 18.3 92.0 8.0 

Source: World Investment Directory 1992, Volume 1,Asia and the Pacific.
 
UN Centre on TNCs, United Nations, New York, 1992.
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secondary sector had been steadily gaining gi ound. In Indonesia, the po

mahtry sectoi, mostly peti olcln, Icilnaills tile ilost illipol tlt i cciiemt of FI)I. 

The table also dhows that between the 1970s and 1980s, the shale of the 

pilmatry sector i Mtlaysia and Thailand fell while the shai e of the secondary 

sector mci eased. In all toni counties, tle sham e of the teltialy sector 

declined during the period undcr review. 

It is also evident horn Fable 11 that for Thailand, Indonesia, and the 

Phihl)iies, the im)ortan(e of developed cotrties as a sotuce of FI)I 

dec eased and, ii (onti ast, the share of developing (ount ies inci eased. For 

Malaysia, the shle of developed and developing (ountilis remained 

lotghly tie saute. Wesici it li ope is the most lmpol tan t investor in Malay

sia,,Japan in Fhwaii(I and indonesla, and tlte LIS in the lPhlippines. What 

ie the factor s that eXplan the un1even distril,iion fEl)FI flows Ill thelour 

AStAN comin ies? (nipared with the til cc othei (ounti es, what accounts 

fOl the tinl favolable position ot the Philippines as a lecipilent of) F)I flows? 
In te Ins lf II ci Ibasic inuvestitme It Iegulatoitsonsa, d Iitentive policies, the 

fou ASI.AN (ouniics do not diffei much. In recent veais, they have 

Iibei alized their FI)l policies and huave opencd mn, se( tois which %%ere 

p, eioiislv estli( ted. Flie fou t()uItIcs have glilill.tees for i epatil ation of 

pl ofits, (olive ibilltv ol t ill eii y, employment of aliens, atl against expi o

1)1 htion. They also pi oide tal\ holidays (although milthe ase oflndonesia, 

ielglel oils fjs A itl cit Iives ,I c gi anted instead of tax holidays), net loss carr , 

toiW.I (d?ltOi(lJsioi (ext (pt for the l'hilipplies), export i clitiies, duty-fice 

ittpo( tatioin of iaw iate ials, nmachinery, eqiipnment, an1d pi ts Is Well its 

Ixestillelt aUld eXpatnsiOl allowance. 

A vast ltiatti c exists oil the ineffectiveness of investment incentives in 

at tiaal g FIDI flows. Acmoid,ng to Helleincr, investment incentives play a 

mininial ,ole in foreigin investment decisionmaking. Incentives (.an never 

substitute for tfe Iundanientals: the investment chmate, political stability, 

and piofit oppoitunities (OECI), 1983 as cited in I-elleiiner 1991). In 

analyzing the effectiveness of incentives in attracting investment flows to the 

ASEAN 4, Alburo et al. (1992) argued that although theme wie no significant 

additions 'o the Iiteittives gl anted by these countr ies, their FI)I flows have 

iict,,,ased dianatically. Looking at the same issue, Manasan (1988) corn

pitted the impact of investment incentives on a hypothetical firm's user cost 

o3f capital and mntei nal iate o return. She found thai ASEAN countries are 

gene,-ally conpetitive before and after incentives. She concluded that "these 

countrics aie wa',ting away precious government revenues in exchange for 

.tit edge that is largely illusorTy." 
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The 1111(-1980", ,1,ttnt",',td c.(olloimlt h lfl/, II Nlatlala,, , Indo;iit

,\sia .H\lilndUan-(Iit ipp ins.u Ec et,,ldlo tile Phlippin s,'l(. 111iice~(~lii', P 

tSIFNt ttl It icst \Igollottts i 1',.t itttf I t itl( Hokt I lst)attg s II cllltIol , 

((olltoll<t Iotpol s'oillIsti of iit uil of 1111 i, ft, Il'i/io ) l l1 tt I I tiotis, 

Sii lltio i, t It 1( ."-'ll Iil lientt I o itspll i l I at ts llt1 , ) tlt,lis', 

l coss t Co Ihittt t JIi itf id\SIti l
t tl Ja iolft 1 I ) tlh( , litctIt itf flailtcti d aidsI, ilticl t fl(oi (1hu , 

/,llld 2 t (ct e,illt o tN 1 9i8i,(: 

lllto 

m1!c eaCt acl 1tt1 C 'ite t a , n I a \%, St'I.h ltell l-lail SIc tflll g !,il lti
,,.,ivc~~~~ ~, ~ ~ ~ ~ t Ilet, hugc 1'I)1 i iflluvsml;u nu.ln l ~ ~ Il ',,1dPlnu.tlluits 

1iSSit thII t Il f\t titloltsli lit(h li Ite lil-198, s.() t 

tS~lti~t ~a otl o ,1litilltoi1f5tf~ttSas JIjiitit51 itlS'(5t

(filt ,'pitod, sullttl'cosh k I llatland atid N het om,ala\slaIhigVcIn 190

talo t ls ttlitt(iol, i 
Tble Il3 it (sllt. tilt(fit ( Inv s'Ctlls tf lhel S tilt foutASFN 

touit lis. tilt tt 'l Malay ia and "itthlld did t ( latt, a.II 190" a, 19 7 0s, i 

lttt ot' loll of US tlt cot Ilvstmntst lit ic 1960,l St' diSt t t il t nctlwt , 
wet' c highly (oint c'ntialtedl it the<+ lPhilippines,. S+.tai tiitg iil 1970i, ]ht,,w'vc'i,, the' 

t ot i tt1I 
hegaut to C-itleige-. ,s 1l)l thu lpitults If IS ( apital flte WCage atinnal 

L' statcd o itvtest heavilvh, in ,iolestaIz l Os, Mlaia ait T(llt.in8d 
I ut 

iimesitlitl t flowof ltl US lot ti l)C iod 1982-1992 stool ail SI ,)G.'t millionl 

InIidoitesia, followed by 6:13.1 nillion t NliMlaysit, $1ft9.2 million lit 
I h1ll,ild, old S 8I1. 1 Imlillion I h i ih liiippines. 

"HT "'llc Icsscd+ c(onloiiiim andl lolilicall iistathilitv ill tiledc (onlhlmons , 

Philippitcs al a t citial c\pllaitotTy factor lot tile sluggish Fl)I flows., lit 
allitioi, the pt'isiciict of i tice policy iteginl thiat is I)iasotl towald 

inipo I-utlisUiitloi l(ltinds l overnalleinl It icy Ias pi evetitl tile 
fltw of t\poli l-ol iilcf F)I. U lehi to ulili/e its texciia ge hilt polity is 
,ig.1 essiv'l] ,i its ntighl s, tile tOniiitl , is u l)]iIC to make i genui it swit( hi 

1 ,11S.ltti Iiiioiit pti Co, l St i11Cttili)il55 ,1t t. i nIl iictStiftsoi M t)t hlfl i I/C, t' i t\o 
,is .ii t'\f)oi I iit IIi,iiliitittlii ttl goodsit i sl tii inltl os' the ,iihtit' of the talit'l 1)ii~e5 totilct 

ii Ihat t itIIl pI o mctlttgood c it It ltili,a it 11i hac h thOseof)ltt iaino s c ;1 iI e thin tti , 

and hIntie hith to ike itiiitlige of chllnging ot)l)oi itinl IIci t e elllti itil lit Lcipctic to 
%,LI1i111 11h,i1 1 1,i~CII\CIC%(l W(\OlId Bl,1111 19)93) 
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TABLE 12
 

JAPANESE OVERSEAS DIRECT INVESTMENTS
 
ININDONESIA, MALAYSIA, THAILAND AND THE PHILIPPINES: 1973-1989
 

(inUS$ million) 

Indonesia Malaysia Thailand Philippines 

1973 341 126 34 43 
1974 376 48 31 59 
1975 585 52 14 149 
1976 929 1954 15 
1977 1,185 150 135 183 
1978 610 48 32 53 
1979 150 5533 102 
1980 529 146 33 78
 
1983 374 140 
 72 65
 
1984 374 142 119 46
 
1985 408 79 48 61
 
1986 250 158 
 124 21
 
1987 545 163 250 
 72
 
1988 586 387 859 134
 
1989 631 673 1,276 202
 
1990 1,105 725 1,154 258 
1991 1,193 880 807 208
 
1992 1,676 704 658 160
 

Cumulative Total 
FY 1951-1980 4,424 650 396 615 

Cumulative Total 
FY 1951-1990 11,540 3,231 4,422 1,580 

Source Ministry of Finance, Japan. Monthly Finance Review. 
Research and Planning Division, Ministers' Secretariat 



TABLE 13 

CAPITAL EXPENDITURES BY MAJORITY-OWNED FOREIGN AFFILIATES OF US COMPANIES 
(inUS$ million) 

Hong Kong Indonesia South Korea Malaysia Philippines Singapore Taiwan Thailand 

1966 (D) (D) 61 
1967 19 19 78 
1968 50 (D) 60 
1969 58 23 46
 
1970 155 (D) 56 
1971 261 16 65 
1972 250 33 67
 
1973 289 21 62
 
1974 524 24 97
 
1975 776 29 120
 

1976 318 29 102
 
1977 236 83 106
 
1978 324 84 170
 
1979 431 339 256
 
1980 656 233 323
 
1981 849 116 267
 

1982 401 1,963 137 681 192 258 99 252
 
1983 495 1,948 84 493 171 224 109 410
 



TABLE 13 (CONTINUED) 

Hong Kong Indonesia South Korea Malaysia Philippines Singapore Taiwan Thailand 

1984 432 1,182 99 460 157 193 133 366
 
1985 443 1,176 76 357 114 
 245 154 192
 
1986 329 1,114 79 360 129 215 
 154 82
 
1987 330 1,046 65 451 144 220 165 98
 
1988 353 851 
 228 485 145 496 288 259

1989 512 1,214 260 616 181 651 283 
 311
 
1990 603 970 304 828 181 586 336 377
 

1991 654 1,166 238 919 187 730 338 
 413
 
1992 717 1,801 198 932 26G 972 299 621
 
1993 975 2,326 365 1,017 346 1,066 289 809
 

Average 
1982-1992 520.3 1,396.4 177.8 633.3 184.4 488.0 220.6 349.2 

Source: US Department of Commerce, Survey of Current Business, March 1977, 1987 and 1993. 
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to an expoiL t-oriented type of indust ili/ation Indoiis,ia, like South oica,,IK 
deliberately undelvallied its till rency to boost (\poi ts. Both tieory and the 
experience of its Asian neighbtol sshow 'hat, ( rtri p:nbls, (Otli ries prsti

ing export-oliellted stiategy' iathei than 1mp)oit st ,stititilol are likely to 
attract more FMI. The Philippines has been scekig to attract expoit-ori

ented FI)I in a (0ntext where theic iS , ligh lvel of l)lotection in the 

economy. This makes it difficult to expoit and to attiact inoic FDI into 

export-olinted activities. As such, FDI in the Philippines has Iemamed 

1mpoI t-stbstituting. 



CHAPTER 6 

Regression Analysis 

One of the earlier attempts to explain the determinants of FDI in the 
Philippines was don,. by Subido (1974). Based on a time series model, her 
regression results showed the rate of retumi as the most significant explana
tory variable. Employing the i egression technique, I.,inhei te (1993) found 
the real GNP growth iate, i cal effective exchange rate, and wage-productivitN 
differential to be significant determinants ofFl)l flows in the Philippines. 

The analysis in this section is based on two steps First, tie variables which 
may be statistically associated with total FI)N and cointiy-specific FI)I are 
examined. For the latter, three equations are estimated for three selected 
source countries viz. the US, Japan, and the EC 6 (lie UK, Netherlands, 
Germany, France, Luxembourg and )enniark). Second, the relationship
between FDI and expot ts is tested with the hypothesis that FI flows stimu
late our exports. 

Determinants of FDI 

Market size and market growth 
Most studies suggest that FI is a positive function of output and growth in 
the host countiy. Output is appioxiinated by the size of the market, usually
by the GDP or GNP of the host country, while market growth is proxied by
the GDP or GNP gromth rate. In empni ical analyses, GI)P, NP, per capita
GNP, and GNP or GDP gi owth iates ai e often used as surrogates for market 
size. The size of the market and its potential growth can signal the attractive
ness of the host country as a site for FLI. It should be noted that the size and 
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growth of the market of the host country are likely to influence FDI concen

trated on the production of goods for the domestic market rather than on 

the production and export of goods for the world mat ket. Access to a large 

domestic market is Important to inpOl t-substituting FDI but is not necessary 

for export-oriented FI)I. Si/e and access are guauanteed through import 

protection. For otiwid-Oltented FI)I, int.ernational competitiveness and 

stable exchange rates mie the noie important considerations. 

Real effective exchange rate 

In its general foi m, the ieal exchange rate is defined as the price in real 

terms of a real foreign currency atcountry uses for its international transac

tions. The real exchange late RER, can be expressed as: 

RER En * Pw/Pd 

where 

En = nominal exchange rate expressed in units 

of domestic currency per unit of foreign exchange, 

Pw = the price deflator foi tae foreign currency, and 

Pd = th detlatoi for the domestic currency. 

The consumer price index (CI) is used as deflator for the domestic 

currency. With regard to the deflatol for the foreign currency, i measure of 

the price level of international goods is needed. The CPI would not be a 

gocd measu e because it includes the pi ices of many domestic services and 

home goods. Instead, the wholesale price index (WPI) which is heavily 

weighted with tradable goods is used as proxy for such an index. 

An inl ease In the RER implies a real depreciation while a decline 

implies a real appieciation. The concepts of overvalued and undervalued 

currencies are fiequently used to refer to situations in which the real 

exchange rate is considered to be "too high" oi "too low" respectively, in 

relation to its"coi ect" or "equilibrium" level. 

Many variants of Ahe teal exchange rate are possible, dcpending on what 

analysts want to emphasize. For outr purposes, a trade-weighted real ex

real effective exchange rate (REER) is used. The REER 

is an indicator of the competitive position ofa countywith regard to its main 
change tate known its 
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trading paitners. The real effective exchange rate REER, is defined as 
follows: 

REER %j* Enj * Pwj/Pd 

where 

%j = trade weight of partner countryj, 

Enj = number of units of domestic currency per unit 

of foreign exchangej, 
Pxsj = price level of partner country j, and 

Pd = domestic price level. 

With unchanged exchange rate and constant foreign prices, an increase 

(decrease) in domestic prices or an appreciation (a depreciation) of the 

domestic currency constitutes a decline (an increase) in the country's 

competitiveness and is expressed by ain index fall (rise). A persistent fall 

(in rease) indicates an overxaluation (undervaluation) of the domestic 

currency which makes domestic.lly produced goods and services more (less) 

expensive than goods and services produced abioad. If the exchange rate 

does not equali/e production costs anong ditlerent countries, there is a 

potential disint enive (incentive) for foreign direct investnent to flow to tlhe 

(ountry with an overvalued (undervalued) currency. 

Infrastructure availability 
Infrastructure availability - roads, ports, airports, telecommunication net

works and facilities, energy - also affects the attractiveness of a country as 

a site fcr FDI. A country with poor infrastructure may have difficulties in 

capturing a significant amount of FDI. 

Trade policy 
International trade policy is important in promoting a wider role for FDI. 

Foreign investors will respond to the profit opportunities in the economy 

arising from the country's trade policy. The type of FDI that a country attracts 

can be influenced by the type of trade policy that the country pursues. A 

protectionist trade policy with an anti-export bias implies a greater incentive 

for domestic production and encourages the establishment of import-sub

stituting FDI. 



294 	 CATCHING UP WITH ASIA'S TIGERS 

Political stability 
Domestic political stability plays a crucial tole in attracting F1)1. Political risk 

is associated with pi oduIct ion dis uption, confiscation or damage to piope ty, 
threats to pcisonnel, changes in maci occonomic mianagement or the regu
latoiy enviionment. Because of these, foreign nivestois will not risk their 

capital in an envii onment that is perceived to be unstable. 

Government incentives 
Anothet detei inamnt of FI)I flows i e the fiscal incentives pi ovided by the 

host countly. These include tax holidays, accelerated depreciation, and 
othci inv'estlent allowances and subsidies which ai e believed to encourage 

FDI. [lowevei, some studies found that government incentives have a statis

tically in sign fliu ant eflect on the inflow of F1)I. The major explanitin for 
this can ellation of' the positive effect of' iiicntves is th,it in most cases, 
incentives il e ,i( ( Oipailied ]v a number of disinucltiVes like esin( lions oil 

size, ownet ship, 1o( atioll, dividends, adi en t11 into certain indust les, as well 
As nlMilnd:toly 	 plovi'ions cJlileiling local pui'cl:htse(s anid expollts 
(Bafatsubi amavam I!!8-tf 

emenonted variablles al e operatoiil,diedThe alo i 	 as follows: 

( I ) The mau ket sue of' the Philippine emomy is ipl , oximated 

by the (ounte,'s i eal gi oss domesti( pi odu t (;IP (1985 prices). 
(2) 	 'Tie ical exclhange ,ate is gisen by the real effective 

texchange r, te RIA.IR inde (1985=1 ()) 
(3) 1Inflistilbture avilabilitv is iripiesented by the stock of' 

public inestmenl I TBHNV (1985 piikes) which refei to build
ings/construction and ialchiety/(qipn t expenditures of' the 

government repoi ted in the National Income Accounts. The stock 
of public invuestivien s.as drciived using the perpetual inventory 

met hod. 10 

9. Tle retl eftie ive exl hiange rate inde\ (REER) isithe noininal effective exchange rate (NEER) 
m lt ichpllh Iwtile .11o ,f Ilie wholesale price inlex of Ilie COnLnil ICSwhose cut rencies compi ise 
the NEER hasket (oIthe Philippine consilnei price index. The NEER is a 15-year irade weighted 
vel ge exchuiiige rie of Ihe peso vis-.-si he tasket of foi eign curt encies composed of the US 

dollij.]ip.ilnse %el, (;i mitm DM, TJK pond, Soulh Koi can ison, Can,dian dollar, Australian 
dollai, Belgiain fimc, and he I)anish kiome 

10 K, = K-, , - K, d + (;t, %%lieteK1 is capital stock in peiitd t. K, iscapitd stock in period i-1, 
(d is awillildilte of depter t lon, and I is gi oss invesimen ll n period t (see Tan, E S. ill 
"Tstllnllig{Iht' ,h1.1dow I'll.c of Ciplt'll," (nl1,ubhl~lcd palpex, It993) 
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(,4) Trade restrictions are tile principal instruments ofindustrial 
policy. Effective protection rates (EPRs) computel on the basis of 

nonttai iff baniers ai e used to measure the restrictiveness of trade 
policy. Unfortunately, this kind of assessment is limited by the 
paucity of data. Instead, the avetage effective protection iares of the 
manuflacturing sector calculated on the )asis of tariffs are used as 
proxy for the testiictiveness oI tie (luntiv's tmdde policy (in per

cent). 

(5) Since there aile no (ontinuous meleselitations available, a 
duirnny variable is used to iepi ese'n political instabiily, POIDUM, 

which takes a value of I if a cei tati veal is chatacteri/ed by political 
instability and 0 otherwise. Polilical instability is defined here as 
uncertaintes and negative Ptcecel)tions at lsing fi on mass unrest 
demnonsti al ions, polhti(al assassinations, anticipatedi and unantici
pated government acttonts, as well as governmentt dscon tinlities 
which may he hioiught alout by left-wing or light-wing rebellion. 

The yeam s 198.1, 1985, 1989 and 1990 ,te liosen as ipolitical (tinily 

variables 

(6) A dullnIv 'armiable is used to rept esent signifi( ant changes 
in goveitmentt incentives poli y, ClIIP, which has a vaue of I if 
libelaliuing changes mi it(enltives policies ame ,inoiii(ed by the 
govel ninen t it a cet tai year and 0 otherwise. Investment int entive 
laws in the Philippiies have been ( hanged several times to keep the 
domestic climate as attiactive as possible. To atalyie the effect of 
these changes, the yeus 1983 and 1987 are chosen as dummy 
variables. B11391 was promnuilgated in 1983 while FO 226 was legis
lated in 1987. These two laws represent the most significant changes 
in the country's investment incetttives. 

It is assumed that a positie ielationship exist between FDI and 
(a) the siue of the host country economy as expressed by GDP, 
(b) REER, 

(c) PUBINV; 
(d) EPR; piotection encourages the flow of FDI toward the 

doimestic market; the higher the effective protection, the 
greater the incentive to invest; conversely, a decline in 
potection results in a reduction in this type of FDI; and 

(e) CHIP; while 
(f) a negative relationship exists between FDI and POLDUM. 
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Multiple regression analysis is employed to estimate the relationship 

among host country economic variables, political risk, and total FDI. FDI 

from the US,Japan, and the EC 6 are also regressed on the same host country 

economic and political variables. It is expected that some delay will occur 

between the decision to invest and the comnletion of the transaction. The 

FDI model was tested with explanatory variables containing lagged values. 

Several alternatives were applied in estimating the relationship. First, 

the dependent variable used was the ratio of FDI flows from each investor 

country to total FDI flows in the Philippines (in percent). This was regressed 

on the following explanatory variables: three-year moving average of real 

GDP growth rate (in percent), two-year moving average of the real effective 

exchange rate index (in percent), three-year moving average of the real 

growth rate of public investment stock (in percent), effective protection rate 

(in percent), political dummy, and investment incentive dummy. In the 

second alternative, the dependent variable used was the share of manufac

turing FI)I to total FDI (in percent) and this was regressed on the same 

explanatory variables. However, the results were found to be unsatisfactory 

in terms of fewer significant coefficients (as indicated by lower t-statistics) 

and lower adjusted R-. In order to improve the specification of the model, 

the logarithmic form was employed. A linear relationship of the logarithmic 

FDI model is assumed as follows: 

In FDI t = 0 + 131 In GDPt-k + 2 In REER t + 03 In PUBINVt. k 

+ B4 In EPR t - B5POLDUMt + B6CHIPt-k + Pat 

where
 

t = year 1 ... n;
 

o = constant
 

P = error term
 

FDI = foreign direct investment flows
 
(1985 prices in million pesos) 

GDP = real gross domestic product 
(1985 prices in million pesos) 

REER = real effective exchange rate index (1985=100) 

PUBINV = stock of public investment 

(1985 prices in million pesos) 

EPR = average effective protection rate of the 

manufacturing sector (in percent) 
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POLDUM dummy variable tepresenting domestic conflictive 
events in the Philippines, it is equal to 1 for 

year t = 1984, 1985, 1989, and 1990 

CHIP dummy variable representing changes in 
investment incentive policies, it is equal to 1 

for t= 1983 and 1987. 

This equation is first tested using the log of country-specific F1 as 

dependent variable. USFDI,JAI'ANFDI, and EC6FDI are the direct invest
ments of the US, Japan, and EC 6, respectively (in million pesos aL 1985 

prices). Another equation is estimated with the log of total FDI in the 
Philippines (in million pesos at 1985 prices) as dependent variable. The 

regression results are presented in Table 14. The coefficients are the elas

ticities of the ielevant variables with respect to the relevant FDI flows. 

The empirical results provide strong support foi the importance of EPR, 

GDP,PUBINV, REER, and IOLDUM as determinants of total FDI in the 

Philippines. As hypothesiied, the Total FDI variable is positively correlated 
with effective protcction rate, real (l)P, stock of public investment, and real 

effective exchange rate and is negatively correlated with political instability. 
The results for the country-specific FI)l points to the impoi tance of effective 

protection iate and the stock of public investment. Both variables play a role 
in explaining FDI friom the US, Japan, an(l the EC 6. 

For both total FDI and FI)I florm the thi ee countries tinder review, the 

results show that the effective piotection late plays a significant role itn 

attracting FDI. This supports the hypothesis that high EPRs are likely to 

discourage trade movements and thereby encourage the establishment of 

affiliates to serve the domestic market. 
Tile results also point to the impo:tance of the stock ofpublic investment 

as a determinant of total FDI and FDI flows from the three countries under 

study. The statistical results reveal a significant positive effect on the inflow 
of total FDI as well as FDI from the US,Japan, and the EC. This confirms the 

hypothesis that the presence of adequate infrastructure is important for the 

inflow of FDI. 
The statistical results "or the three countries differed with respect to the 

remaining variables. Although the GDP and political dummy variable; have 

the expected signs for all three countries under study, they are statistically 

significant only for the US andJapan. FDI flows from these two countries are 
positively correlated with real GDP and negatively correlated with political 

instability. As hypothesized, the statistical results yield a significant pos-tive 
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TABLE 14 

OLS ESTIMATES: DETERMINANTS OF FDI 

REGRESSION EQUATIONS 

Variables 
(1) 

US FDI 
(2) 

Japan FDI 
(3) 

EC6 FDI 
(4) 

TOTAL FDI 

Constant -26.559*** -35.953** -8.893 -20.504'** 
(-4.02) (-2.62) (-1.05) (2.83) 

LN EPR 0.637** 1.716"** 1.716' 0.651"* 
(2.38) (2.96) (2.06) (2.31) 

LN REER 1.622** 0.636 0.232 1.08' 
(3.36) (0.66) (0.37) (2.0) 

LN GDP 1.680** 2.011" 0.315 1.334"* 
(3.12) (1.75) (0.46) (2.39) 

LN PUBINV 0.310* 0.657* 0.727*** 0.444*** 
(2.23) (1.91) (4.07) (3.17) 

POLDUM -0.150' -0.393"* -0,048 -0.197' 
(-1.70) (-2.14) (-042) (-1.83) 

CHIP -0.077 -0.220 0.023 -0.1 
(-0.720) (-1.01) (-0.17) (-0.81) 

Adjusted R2 0.964 0.869 0.945 0.946 

F-STAT 81.004 21.946 52.081 53.882 

Note For the country-sr'cific equations (equations 1-3), the dependent variable isthe log of 
foreign direct investment of each investor country described inthe text. For the total FDI equation 
(equation 4), the dependent variable is the log of total foreign direct investment in the Philippines. 
The numbers from columns 2 to 5are the beta coefficients and the numbers inparentheses are 
their corresponding t-statistics The sample period is 1973-1992 

**.significant at the 1percent level (two tails) 
".significant at the 5percent level (two tails) 
*significant at the 10 percent level (two tails) 
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relationship between American FI)I and REER, indicating that a real depre
ciation of the currency has a positive effect on FI)I flows friom the US or an 
increase in competitiveness encourages the inflow of FI)I Fom the US. In 
the case of.Japan and the EC, the REER variable has the correct sign but is 
insignificant. 

Contrary to the hypothesis, the coefficient of the CiHII vat iable has an 
insignificant t-value for hotl total FI and count i,-spe ific FII. This implies 
that the I1,3 and 1987 changes in investment incentive poli( ies do not have 
a significant statistical effect in attlacting IDI flows. This may be because 
government investment incentive policy changes have little influence on 
foreign investors who are more sti ongly motivated by political and economic 
conditions. 

FDI and Exports 

In general, FDI flows to a specific host country atre either meant to produce 
fot the local market oi to establish the host (ountry as an export base. The 
results of the previous analysis suggest that FDI in the Philippines is very 
responsive to the lates of effective piotection. This may be due to the 
inward-oriented natuie of multinational firn which aie operating in the 
country. To dete mine whetheli these firms contiibuite positively to tile 
country 's expo is, two equations which look ,utthe ielationship between FDI 
and expot tsaie tested. In the fit st, the explanatoty vat iahles are clenotedl by 
the shares of F)I flows ftoni the US,Japan, and the EC6. In the second, the 
explanatory variable is given by the share of mantifacti ing FDI to total FDI. 
To improve the specification of the niodels, the real effective exchange rate 
REER is included in tile equations. The dependent vat iable is given by the 
share of manufactured exports. The first equation is specified as follows: 

X, = tO + B1 USFDISH, + BoJAPANFDISHt + B3 ECFDISH t 
+ B4 REER t + p t 

where 

a = constant 
t = ....year 1, n 

t = error term; 
X = ratio of manufacttired exports to total Philippine 

exports (in percent) 
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REER = real effective exchange rate index (1985=100) 
USFDISH = share of US to total foreign direct investment 

in the Philippines (in percent) 
JAPANFDISH= share ofJapan to total foreign direct investment 

i~i the Philippines (in percent) 

ECFDISH = share of the EC 6 to total foreign dir( cL 
investment in the Philippines (in pe, cent) 

In the first equation, the ratio of nanufactti ed exports, X, is regressed 
on country-specific FDI and REER. In the second, the share of manufactur

ing FDI to total, TOTFDISH, is subtitited for country-specific FI variables. 

The beta parameters are expected to be positive. The iesults of the OLS 

estimation i e Shown in Table 15. The coefficient of manufacturing FDI, 
TOTFDISH is positive, as expected, but is not significant. This i esult rein

fot ces the eatliei observation that FDI in the country is largely import-sub
stituting. However, it can be observed that the coefficients of'country-specific 

FL)I are negative and are statistically significant on a 1 percent (for tile US 

and Japan) and 5 pci cent (for the EC 6) significance level. This runs contrary 
to our assumption. Thus, the hypotlesis that there is a positive association 

between exports and FI)! flows floni the US, fapan, and the EC is reje ted. 
The negative sign of their coefficients suggest that FI)I flows lead to a 
deteriotation of ouir exports. This could be an indication of the an ti-export 

orientation of FDI flows from the US,Japan, and the FOi. This also reflects 

the fact that FDI flowss from these countiies are diected to the domestic 

market and are iotended to substitute foi imports instead of complementing 

the country's exports. These results are consistent with the earlier finding 
on the prevalence of protecdon-hopping FI)I in the Philippines. For both 
equations, the iemaining variable, RF.R, is positive and significant. This 
indicates that an increase in competitiveness or a real depreciation encour

ages exports. 
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TABLE 15
 

OLS ESTIMATES: FDI vs EXPORTS
 

Regression Equations 

Variables (1) (2) 

Constant 809,253*** 	 68.994 

(4.33) (0.15) 

TOTFDISH 0.129 

(0.29) 

USFDISH -11.583"** 

(-4.55) 

JAPAN 	FDISH -12.778***
 

(-4.90)
 

EC FDISH 	 -5.04* 

(-2.02)
 

REER 1.121*** 0.141t*
 

(3.75) 	 (2.06) 

Adjusted R2 0.643 0.896 

F-Stat 9.103 52.416 

Note: The dependent variable isthe ratio of manufactured exports to total exports. The numbers 

from columns 2to 3are the beta coefficients and the numbers inparentheses are their 

corresponding t-statistics. The sample period is1973-1992. 

*..significant at the 1percent level (two tails) 
..significant at the 5percent level (two tails) 
.significant at the 10 percent level (two tails) 



CHAPTER 7 

Conclusionsand Policy 
Recommendation 

Foreign investment has played a key role in the industrialdevelopment 

of many countriesthroughout the world. It is not, however, a magic wand 
that will eliminate theproblems of poverty and underdevelopmcntin a single 

stroke. 

(ProsperityPapers) 

This paper has shown that trade policy plays an important iole in influencing 
the type of FDI that the country attracts. Since our trade policy has continued 
to provide stiong incentives to unport-substittition, FDI in the Philippines 
has become heavily oriented toward the domestic market. This policy has 
constrained the inflow of export-oriented FDI in the manufacturing sector. 
Even though the country has oflered various export incentives, these incen
tives have been unable to bring about a significant increase in export-ori
ented FDI. The adverse effects of import substitution have clearly offset any 
beneficial impact that the expoi t incentives may have had. As already noted, 
the high level of protection promoted by the trade and investment structure, 
resulted in an inefficient manuif acturing industry. Although the protectionist 
policy was inappropriate, multinationals nevertheless responded to the 
profit opportunities it offered and set tIp inefficient local production in 
industries where the country did not have comparative advantage. This 
investment decision by both foreign and domestic investors cle,,rly entailed 
a misallocation of resources and a loss of consumer welfare. 

Five facts stand out in the paper: 

(1) 	 FDI flows to the Philippines ha;e I een largely concentrated in the 
manufacturing sector, part',,ularly in the following highly protected 



304 	 CATCHING UP WITH ASIA 'STIGERS 

industries: chemicals, processed food, transport equipment, ma
chinery and appliances, textiles and garments, basic metal products, 

and petroleum and coal. 
(2) The investment incentive system tends to reinforce the import-sub

stituting nature of the economy. BOI approvals are biased toward 
sectors receiving high protection and toward the capital intensive 
production of import substitutes. 

(3) 	 While FDI [lows from the US and Japan have increased rapidly in 

Malaysia, Thailand, and Indonesia, partictlai ly since the mid-1980s, 
FI)I flows to the Philippines have grown slowly. (:ompared with US 
TNCs in other Asian counti ies, the expoi I propensity ratio of US 

affiliamtes in the Philippines (2 1percent in 1987) is much lower than 

those in Malaysia (60 pet tent), Singapore (82 perLtint), Taiwan (48 

percent), or I long Kong (58 pet (ent). 

(4) 	 The applied Iegi ession analysis supports a strong positive cot relation 

between FDI and the level of effective protection The statistical 

restlts also reveal significant positive elatlonships between total 

FDI and the stock of public investment, meal giloss (omiestic product, 

and real effective exchange rate. ,ks expected, total FIJI has a 

significant negative ielatiouship with political instability. The same 

results are obtained for the US. FlII flows from this country have 

been responsive to EIZ, PI.UBINV,(;1)l', REI',, and political insta

bility. FDI flows fonij pa ate influenced 1)yEPR, PUBINV, G(DP 
and political instability. Foi the F(, 6, only PR and PUBINV are 

signicant. The va iable ('HI P (loes not adequately explain FIDI flows. 

Since it is not a signiicant inducement to FIDI, the government 

should instead use tax revenues otherwise foregone in tile tbrm of 

incentives to develop mitch needed ifinastructure in tile country. 

(5) 	The empii ical analysis pi ovides ,,upport for the negative relationship 

between exports and FDI flows from the US,.japan, and the EC 6. 

The results obtatred for total mntifactui ing FlII and expoi ts reveal 

an insignificant positive sign. This indi ates the anti-export orienta

tion of F1)I flows and may reflect the fact that these FDI flows are 

inward-oriented and aitintended to substitute for inipom ts insteade 

of complementing oui expoi ts.(;iven this effect of FIJI on expot ts, 

it is necessary to reexamine the country', export incentives and 

export strategy side by side with its trade policy which continties to 

promote import-substituting industries. Unless these inconsistent 

policies are con ected, expoi t incentives alone may not be effective 
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in attracting expoi t-oiiented FDI. E~xport incentives may only pat
tially of]set the distoi ions ci cated by a pi ote rionist sticitl e. If FDI 

is expected significantly 1l1(l the (on1y's exports, thento ease 

policies at all levels must make expoi ts attiactive. 

If the domestic maiket is not piote(ted by high impoit bairieis, then 

foreign investment is likely to he geared towaid cxpoits ,swell as the 
domestic market. But with the high level of piotection in the economy, it 
becomes diflicult to encoue age expol ts ald expol i-oriented FI)I. Moi covel, 

the restrictive trade regime tends to limit the (on ti ibitiions of in tiltIial ionals 
to the economy. Note that expott-oiiented industries like gai ments and 

electronics are often observed to be heavily dependent on linpol teld inputs 

and have low value added. As Nayi aud R inistettel asserted (Ramlstettt and 

James 1992), the promotion of free ti ade is the single most eictive way of 
maximizing the benefits that multinationals olff.Unless a policy envilon

ment that encourages competitiveness and economic elliciency is cieated, 
the impact of the govei nnent's export promotion policy would only end up 
in q'ustratioI and the ( ountry would not be able to attiact substantial 

amounts of export-oi tented Fil. 
With the decline ii corninei cial bank loans and foreign aid, developing 

countries like tie Philippines would have to rely mole oti foreign direct 

nvestiments to sistain their economic gi owth. Unfbrtunately, the task ahead 
is not made aly easier by the wsolld econoic envilonnient. (;ix'en the 

collapse of the Soviet Union, the inai ket tiansition among the Eastern 
Elmopean countries, and the opening uI) of Vietnam, (competition for 
resomces and nimikets would have to be intense Recent global develop

ments like the cication of the Emopean Union and NAFI'A implies that 

competition in the ndustrialized coUnti es would be fierce. As a iesult, TNCs 

would always be in search of new markets to develop. l)eveloping coimintries 
that have pursued the appropriate policies i e most likely to capture these 
foreign investments. Expi ience has hown that counn ies pui suing export
oriented strategy iather than inipot substitution ai e more likely to lure FDI 

flows which are gearedf towaid indluti ies where the counti ies have a com

palative advantage. The prospects for an increase in FINl flows to the 
Philippines appeai promising in view of i ecent reports on the current level 

of intei est in the country among potential investors. Howevei, the extent to 

which the potentials are reali/ed depends ultimately on our attitude toward 

FDI and on our economic and political environment. 
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CHAPTER 1
 

Background
 

This paper discusses the status of tie Import. Liberalization Program as of 
June 1994 by examining its record in the past decade and then focusing on 
the remaining restrictions and how they are implemented. The effects on 
relative prices and the industrial structure are next taken up within the 
framework of an imperfect competition model. The automotive assembly 
industry serves as a case study of the welfare effects of import control. Some 
conclusions are drawn at the end, after the experience of other countries 
that liberalized trade is briefly described. 

Import restrictions have been a feature of' the economy since 1948, 

limarily imposed as a iespouse to balance-of-payments difficulties. At that 
time, the Central Bank (CB) was first authorized to determine and imple
inent policies affecting Foreign exchange and, because of the need to allocate 
this scarce resoui ce. subjected all such transactions to licensing. This was the 
most common Form of import control (de Dios 1987) and usually affected 
nonessential goods initially, and then all other commodities not long after
wards. In the Following decade, there was a conscious attempt to follow an 
industrial priority system although it was only in 1957 that such a system was 
implemented. Import regulations subsequently took on a broader purpose 
of stimulating domestic production. 

The first post-war attempt at foreign exchange decontrol was in 1960, 
but another foreign exchange crisis in 1964 disrupted this. It is noteworthy, 
however, that the National Economic Council Resolution which defined 
priorities for foreign exchange allocation then emphasized a need "to be 
consistent with the policy that controls are never intended to be a permanent 
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feature of the economy." That, unfortunately, still has to be realized as the 
following will show. 

In the 1970s, other government agencies began issuing import permits. 
The immediate, although not always explicit, purposes varied from simple 
monitoring to supply and pi ice stabilization, state-trading, institution of local 
content proglams, public health and safety, and industry protection. In 
contrast to the previous decades, commodity-specific restrictions were com
mon during this period. Whether they were a result of planning is not clear, 
especially since many were shott-term stabilization measures which were 
nevei dismantled, and others did not have fixed periods of effectivity, the 
latter a notablc feature of regulations in the eatlier decades. However, 
''essenfiality" and local sufficiency, havewhich always been the guiding 
principles fot the restrictions, weie based respectively on the immediate 
needs and existing pattern of production of the country rather than on its 
longer-term requiri., ents and capacity constraints or potentials. 

In the 1980s, the gove nment embarked on the Import Liberalization 
Program (ILP) which was to complement tariff reform as one of the major 
thrusts of structural adjustment. This was implemented in two main phases: 
the first from 1981 to 1983 and the second from 1Q86 to 1989, with some 
deregulation occurring in between and after the second phase. In the 
current decade, 1993 may be considered as another majoi phase. Table 1 
shows this trend with a list of the Central Bank Circulars from the start of 
the program up to 1994 and the numbei of goods liberalized under each. It 
also shows that a total of 2,856 commodities have been deregulated during 
the 13-year period. 

To find out the number of remaining regttlated items, this total was 
compared with what were listed as testi icted in the official issuance which 
was supposed to be a consolidation of all previous import regulations, i.e., 
Circular 1029. One notes thaf "restricted" is a more general term than 
"regulated" which refei sonly to goods requiring permits from government 
agencies, including the CB,The two other categories of restrictions are: 
''prohibited" (importation not allowed under existing laws), and "banned" 
(luxury items needing CB approval). Summing up all commodity lines 
covered by all restrictions yielded a total of2,679, but this only includes those 
commodities whose classification codes were specified. 

The difference between the liberalized and regulated totals is 177 items 
which is very close to the official count of 178 remaining items, based on 
another consolidated listing of the regulated commodities as of April 1993, 
i.e., Circular 1389. However, this is merely a congruence of totals which 
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TABLE 1
 

CB CIRCULARS LIBERALIZING COMMODITIES, 1981-1994
 

CB Date 
Circular Issued 

758 1Jan 1981 

850 15 Feb 1982 


MAAB 8 15 Feb 1982 


918 18 Mar 1983 


1029 b 15 Oct 1984 


1060 22 May 1985 


1074 14Aug 1985 


1096 24 Mar 1986 


1100 30 Apr 1986 

1105 6Jun 1986 


1109 18Jul 1986 


1117 30 Sep 1986 


1128 9Jan 1987 


1149 30Jun 1987 


1150 23 Jul1987 


1161 31 Oct 1987 


1167 31 Dec 1987 


1174 31 Apr 1988 


1192 31 Dec 1988 


1195 31 Mar 1989 

1205 14 Jul 1989 


1210 14 Sep 1989 


Number of
 
Liberalized
 

Commoditiesa 


263
 

612 


4
 

48
 

6 


46
 

28
 

65 


143
 

437 


272
 

80
 

7
 

12
 

21
 

73
 

59 


129
 

94 


3
 

59 


13
 

Remarks 

Includes 3which were double-counted 

Date when regulated canneL be traced 
(67 were double-counted in regulated 
listing) 

Includes 2which were double-counted 
and 3 with the date when regulated 
could not be traced 

Includes 2with the date when regulated 
could not be traced 

Includes 1which was previously 
liberalized 

Includes 7not inC1029 but inlists 

Includes 36 not inC1029 but inlist 
and 3previously liberalized 
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TABLE 1(CONTINUED) 

Number of 
CB Date Liberalized 

Circular Issued Commoditiesa 

1212 6 Oct 1989 17 

1219 31 Dec 1989 39 

1231 22 Feb 1990 12 

1279 19 Mar 1991 27 

1337 27 Apr 1992 102 

1347 27 Jul 1992 42 

1356 25 Sep 1992 136 

1389 b 13 Apr 1993 

23 4 May 1994 7 

TOTAL 2856 

CATCHING UP WITH ASIA'S TIGERS 

Remarks 

Includes 12 not inC1029 but in lists 

Includes 22 not inC1029 but in lists 

Includes 7 not in C1029 of which 2are
 
not in lists and 5previously liberalized
 

Includes 3 not in C1029 but inlists and
 
3previously liberalized
 

Includes 18 not inC1029 of which 9 are
 
not in lists and 1previously liberalized
 

Includes 1not in lists and 2 previously
 
liberalized; count excludes 5 ex-PSCC
 
lines due to change innomenclature.
 

Includes 3 not in lists, 5 previously
 
liberalized and 9 not in C1029 but inlists.
 

Consists of 124 regulated items
 
(of which 35 were previously liberalized),
 
42 that are not in lists and re-restricted,
 
14 not inC1029 or lists and 5 new
 
codes; excludes 78 that are not inlists.
 

Consists of 6 ex-PSCC lines which
 
correspond to 3 1977 PSCC lines and 1
 
1983 PSCC line which corresponds to 4
 
1977 PSCC line, all of which were
 
previously liberalized.
 

aThe 1977 Philippine Standard Commodity Classification (PSCC) was used throughout. 
bConsolidating Circulars. 
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conceals several interesting facts about the liberalization program. One of 
these is the issue on whether there was an exact correspondence between 
the items regulated and those liberalized. A detailed look at the different 
pertinent circulars reveals that such was not the case. 

Using Citcular 1029 as a starting point, an attempt was made to trace the 
dates each commodity was originally restricted by examining all awilable CB 
Circulars, Circulai-Letters, Memoranda to Authoriied Agent Banks 
(MAABs), as well as Presidential l)ecrees, Letters of Instruction, and Execu
tive Ordeis issued from 1970 owaid s. This yielded a maste list of commodi
ties which is sumniari/ed in Appendix 1,classified at the two-ligit level of the 
Philippine Standaid Commodity Classification (IPSCC) scheme, the 1977 
version of which has been consistently used in this papei. The annual number 
of goods newly iegulated and liberalized from 1970 to 1994 are shown. 

The year 1970 was chosen as benchmark because that was the year 
Circulai 289 was issued, which defined the different degrees of "essentiality" 
upon which the categories still tused today are based; also, the succeeding 
regulations Ieferred to it. What resulted from this "essentiality" ciiterion was 
the categorization of a laige ntmhei of items into nonessential and unclass
ified consumer (NEC/UC) goods or luxury imports, and the restriction of 
such imports in the fbim of a ban. New egulations by othei government 
agencies covering the other gi oups appeared yearly up to 1984 but most were 
issued in 1975, 1982 and 1983. Many of these were flom the Boaid of 
Investments (BOl). The annual suns of the liheralized items aire slightly 
diflerent from what Table Iyields, nevertheless, the same pattern is apparent. 

Among others, it is interesting to note that goods already liberalized 
were rerestricted and left as is, or liberalized again. These aie marked by 
footnotes in Appendix 1.1 The bulk is found in the food and machinery 
category and in tiansport eqtnpinent. For example, 13 meat product imports 
which were liberali/ed in 1982 were regulated again in 1983, then deregu
lated in 1992 and once irtore restricted in 1993. 

The inventory is also complicated by the issuance of Lists A, B, and C in 
1988 which constituted the official schedule of the remaining libe aliiation 
although it1was not covei ed bya cii cular. Included were a stibstantial ntmber 
(95) of goods that were not specified in Circular 1029 yet which were 

1. For a detailed isting, please refer to Appendix 2, p. 80 of de Dios, Loreli C. "AReview of 
the Remaining Import Restricimons." (PIDS Research Papei Series No. 94-08. Makati: PIDS, 
1994.) 
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liberalized from 1988 to 1993, as well as 29 other items which were not 
liberalized. Most are machinery and transport equipment. This mal,es the 
circular an incomplete listing, and indicates a more worrisome possibility 
that a significant number left out of it may still be restricted. As it turns out, 
it was not meant to be an exhaustive list. One reason is the extreme difficulty 
of obtaining complete lists from the valious licensing agencies themselves, 
which accounts for the disclaimer contained in liberalizing circulars which 
states that other agencies' approval may still be lequired. AnotLer reason 
may be that complete transparency may work to the country's disadvantage 
in the General Agreement on Tariffs and Trade (GATT) negotiations. 
Nevertheless, CB Circulars, if completely accounted for, are sufficiently 
comprehensive since importers have been obliged (at least until late 1992) 
to go through the banking system, which in turn is informed by the CB of 
the various restrictions and delistings usually at the instance of the licensing 
agencies themselves. 

Still another interesting fact is the double liberalization of some 42 
goods.2 The "second" liberalization is more likely an oversight rather than 
real because the goods in question were not restricted more than once. A 
similar oversight occurred in the doublecouning of about 72 commodities 
in the various circulars enumerated in Table 1. This has beenjustified by the 
fact that sometimes, there is more than one agency involved in regulating 
some commodities so that they get listed twice but this only shows that there 
was no unified accounting system, or the liberalization was not eal if the 
requirement of only one agency was removed while another agency could 
still issue permits. 

In like manner, Lists A, B, and C contain a large number that have 
already been deregulated, consisting mainly of food and live animals (45 
items), then chemicals (3 items) and machinery (1 item); some (18 goods) 
were listed twice. Conversely, about 40 commodities, most ofwhich are under 
Section 9 or "not elsewhere classified (n.e.c.)," are left out of these Lists but 
are in Circular 1029. Also, some circulars deregulated about 11 items while 
Circular 1389 added to the regulated list 16 items not found in either the 
Lists or Circular 1029. The generality ofsome commodity codes is supposedly 
the reason why certain PStCs are not in Circular 1029, especially when the 
regulation is meant to cover only some specific types or uses included in the 
description. An example is gaskets for motor vehicles which line is not listed 
since the old description covers all types which are essentially unregulated. 

2. Listed in Appendix 3, p. 82 of de Dios (1994). 
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The new commodity classification scheme has solved this problem by break
ing up the old description and a new line for the specific type adds to the 
regulated list. However, because the 1977 codes were consistently used in 
the inventory throughout the paper, this reasoning is not relevant: new 
classifications which have no correspondence in tihe old code are excluded 
from the count. 

Making a thorough accounting of all commodities ever regulated and 
liberalized is rendered diffictilt by the incompleteness of the circulal s them
selves. For instance tihe supposed liberalization of a very substantial number 
of various machinery and equipment under Circular 1029, Chapter III, 
Section 12 (i.e., imports valued at less than $50,000 of machinery and 
equipment ndei Section 7 of the PSCC, which consists of 1,013 items), 
cannot be included in the inventory since their PSCC liies arc not specified. 
Dangerous ditigs are similarly placed because they aie listed tinder 35 
generic names rathei than under their PSCCs. Toy guns and rclioactive 
matei ials ae mentioned without their classificauon codes so they are ex
tJuded from the count. Moi eovei, there are at least ten items whose restric

tion dates cannot be ti aced. 
All these suggest that the liberalization program may have been carried 

out less dhan systematically, and the choice of what and when to liberalize 
weie arbiti ary. This is not to say there was no attempt at all to follow rational 
ciiteria; in fa(t, wiele befoie it was a "numbers game," the committee 
determining ti ade poliy (TRM) now tries to follow the law materials 

intermediate Inputs - finished goods pi iority scheme as much as possible. 
c 

is what characterizes the system insiead; that is, the least problematic are the 

However, given the difficull .,,c, rying this out, facility of implementation 

first ones to be libei aliied. 
The frequent shif t f om libei ali, ation back to iegulation and vice vei sa 

foi ci tain groups of commodities 'nay also be due to political reasons such 
as lobbying for continued import protection by st ong Intei est groups. The 
fact that some indsiies are oiganized into associations enables them to 
plead their case eflectively while the uinorganized do not have the means or 
machinery to delivem a inified plotest. An obvious example is agricultural 
pioducts, which wei e among the i,st to be liberalized. Similarly, the imple
inentation of Lists A and 11was not as scheduled because of fear of adverse 
reaction f--om the business sectoi which would be doubly hit because tariff 
changes bi ought by EO ,t13 took place at the samte time that the Lists were 
tip for implementation. The same pessure also exists when some senior 
government officials come fiom the piivate sector or friom families with 



320 CATCHING UP WITH ASIA 'STIGERS 

major business interests, or ale appointed to the Board of 1)irectoi s in 

dominant firms in protected indistiies. All of th,-se indicate tie lack of 

decisiveness or commitment of the govein ment inimplementing the prog

ian thoroughly, much less iationally. li turn, the signal sent to business is 

that lobbying is eflective. 

Tables 2 and 3 sumrau il/ethe dLta in Appendix 1, showing both single 

and repeated moves in regulation and liberali/ation, as well as the bases for 

the inventory. The pt opoi tion of'all comnmodities i egulated out of the total 

possible nimber of IPSCC lines is 50.1 percent, of which hevei ages and 

tobacco and then food saow the highest suaies at 93.0 peicent and 86.2 

pci cent, respectively. Miscellaneous iaiifacltiles (Section 8), (omnmodi

lies, i.e.c(,ct'lol( 9), and inanutfattu ed goods classified by mate,ial (Se

tion 6) weie the next most regulated groups. On the other hand, 

libel ali/at ion was colmplete oi all resti i,lions were removed in beverages and 

tolbac co, crude aninial and vegetable matem ials, and animal and vegetable 

oils. It was almost (omplete in manufactin ed goods, misc ellaneous eanufac

lures, machiner and tiaispoit equipment, and food and live animals. Of 

the toitl regulated numbei, 9,1.0 pei enthas been delisted. However, if the 

repeated moves are taken into account, the totals become 3,077 iegulated 

and 2,824 libei ahmed, oi 91.8 pei cent libeialiied. 

File annual ti end ii the numbe of iegulated items (net of liberalized 

commodities) as otjuiie 1994 is given in Table -1. were nmetoutsRegtulation 

in 1983, and mnanv newy ones wel e imposed even in 1988 andl 1993. Liberali

/ation was signiflhant in 1)82, 1986, 1988 and in 1992 when the net figure 

was at its lowest. File renaining 250 items In 1994 exceeds the figure still 

regulated in Table 2 (174 items) by about 76, which toriesponds to the 

number of items in Lists A, B and C that wei e excluded fr-om Circular 1389. 

Since cmi culam sare the bases for d(el ,mining which are regulated, lihem alied 

o not, the piocedure is to consider these 7(6 items libeialized. rihe CB 

confiimed that the NEC-UC were left out to signify their liberalization. 

Howevei, upon examining these items, it turned out that only 55 percent 

fall tnde the NEC-UC categories3 hence the ambivalence about the stattis 

of the other 45 percent. 
The figures gi ,'atly differ from those given by the Woi Id Bank in its 1993 

Country Repot (Vol. II, Table 10.6, p. 268) which acknowledged the 

National Economic and )evelopment Authotity (NEDA) and CB as its 

sources. Inquiries at both agencies confirmed the use of Circular 1029 as the 

3 Please efer toAppendix 5,p. 89 of de Dios (1994). 



TABLE 2
 
NUMBER OF REGULATED AND LIBERALIZED COMMODITIES, BY MAJOR COMMODITY GROUP
 

Regulated Once Repeat Still Regulateda 
Commodity Group Total No. 

of PSCC 
Lines 

Based 
on 

C1029 

Based 
on 

Lists 

Not in 
C10291 

Lists 

Total 
(%of 

Lines) 

Based 
on 

1029 

Based 
on 

Lists 

Total Repeat Never 
Liberalized 

Not in 
C10291 

Lists 
:j 
rn 
r 

0 Food and live animals 739 628 40 5 637 126 45 68 46 15 7 
1 Beverages and tobacco 71 66 - -

(862)66 - - - - - - C) 
2 Crude materials 481 65 - -

(93)
65 2 - 1 - 1 -

3 Mine.31 fuels 59 22 - -
(135)

22 - - 17 - 17 -

4 Aniral and vegetable oils 59 3 - -
(373)3 - -

5 Chemicals 678 166 1.0 6 (51)
173 5 3 21 3 14 4 

6 Manufactured goods 1,568 848 20 3 (25.5)853 6 - 7 3 1 3 
7 Machinery and transport 

equipment 
1,013 234 117.0 1 (54.4)352 61 1 57 21 25 11 

to 

8 Miscellaneous manufactures 874 589 - -
(34.6)

589 9 - 1 - 1 -
9 Commodities, nec. 90 58 - 1 

(674)
59 - - 2 - 1 1 

TOTAL 5,632 2,679 124 16 (656)2,819 209 49 174 73 75 26 
(50.1) 

aBased on Circular 1389 but excluding 7 items liberalized in1994. Total also excludes 5new Codes toy guns, radioactive materials, dangerous drugs, PMP parts, 
machinery and equipment whose PSCCs were not specified inprevious circulars. 



TABLE 3 

NUMBER OF LIBERALIZED COMMODITIES BY MAJOR COMMODITY GROUP 

(as of June 1994) 

Commodity Group 
Total No. 

Regulated 
Based 

on C1029 

Liberalized Once 

Based 
on Lists 

Not in 
C1029ILists 

Total (%of 
Regulated Lines) 

Repeat Based 
on C1029 

0 

1 
2 

3 

4 

5 

6 

7 
8 

9 

Food and live animals 

Beverages and tobacco 

Crude matenals 

Mineral fuels 

Animal and vegetable oils 

Chemicals 

Manufactured goods 

Machinery and transport equipment 

Miscellaneous manufactures 

Commodities, n e c 

637 

66 

65 
22 

3 

173 

853 

352 
589 
59 

611 

66 

64 
4 

3 

147 

840 

220 

577 
7 

-

-

-
-

-

-

2 

98 

-
-

-

-

1 
-

-

-

-

10 
-
-

611 (95.9) 

66(1000) 

65(1000) 
4(18.2) 

3(1000) 

147 (85 0) 
842(987) 
328(932) 
577 (980) 

7(119) 

122 
-

1 
-

-

2 

3 
44 

5 
-

TOTAL 2,819 2,539 100 11 2,650 (94.0) 177 
I./n 

rn1 



TABLE 4 
rn-

ANNUAL NET REGULATED NUMBERa 
'TI 

Based on 
C1029 

Regulated Once 

Based Not in 
on List C1029/lists 

Repeat C 

Based Based 
on C1029 on Lists 

Liberalized Once 

Based Based 
on C1029 on Lists 

Not in 
C1029/Lists 

Repeat C 

Based 
on C1029 Net 

*1.L 
rn 

1970-1980' 
1981 
1982 
1983 
1984 
1985 
1986 
1987 
1988 
1989 
1990 
1991 
1992 
1993 
1994 

1,820 
2 

253 
598 

6 

-
-
-

-
-

-
-

-

-
-
-
-

-
-

124 

-
-

-
-

-

-
-
-
-
-

-
-
-

-
-

16 
-

-

-
-
56 
28 
42 

4 
2 

-

-
-

77 
-

-
-
-
-
.--

-
-
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28 
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3 
1 

-
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-

1,620 
1,559 
1.251 
1,829 
1,876 
1.802 

827 
655 
609 
481 
474 
450 
164 
257 

250 d 

0
-
:: 

Total 2,679 124 16 209 49 2,539 100 11 177 250 

aDifference between the number regulated and number liberalized. 
bNo liberalization took place during th;s period 
CMeans re-restriction after adistinct liberalization and vice-versa, hence, excluding doubly liberalized or double-counted goods. 
dExceeds the number still regulated by 77 items, which is the number of items in the Lists that were left out of C1389. 
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starting point for the count, which was done in this paper It is possible that 

the World Bank used a "backwai d cout" stal ting trom what ai e libel alized 

in the pi esent y'ea and adding up the pi evious year's libeitaliled figure to 

get that yei's iegulated sutn and so on, backwards. T[he opposite was 

followed hei e, and the possibility of undei estimation could only be due to 

:n incomplete accounting of iegulattons because of the tnavailability of 

these do(uuments. For instance, CB Annual Repoits do not eport all issu

ances, nol were the unpublished issuances obtainable from the hib ary at the 

time this paper was prepared. 



CHAPTER 2
 

Remaining 
Regulated Commodities 

Composition 

The commodities still covered by import restrictions were enumerated in 
Circular 1389 using the new PSCCs. Appendix 2 gives the same list under 
their old PSCCs. In 1988, these were officially categorized according to those 
recommended for liberalization (List A), for review (List B), and for contin
tied regulation for reasons of public health, safety and national security (list 
C). Although Circular 1389 does not mention these categories, they are likely 
to be still in use. 

Excluded from the list are: no-dollar imports of used motor vehicles, 
computers and peripherals impoi ted by government agencies in excess of 
P2 million within a year, radioactive materials, commodities originating from 
centrally-planned economies and the Union of South Africa, and legal 
tender Philippine currency in excess of I5,000. Prohibited goods tinder 
Section 101 of the Tariff and Customs Code also have no PSCCs, as do toy 
guns, radioacuve materials, and dangerous drugs mentioned earlier. 

Table 5 rearranges the comnmoclities by 2-digit PSCC and lists the 
licensing agency. In terms of PSCC lines, more than one-third or 39.3 
percent belongs to food and live animals and another 32.,A pei cent belongs 
to machinery and transport equipment. The rest is shared by chemicals 
(12.1%), petroleum and coal (9.8%), and manufactuIled goods (4.0%). 
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TABLE 5 

REMAINING REGULATED COMMODITIES 
(As of June 1994) 

3-Digit No. of Licensing 
PSCC Commodity List Items Agency 

001 Live swine and poultry C 5 BAI 

011 Meat, fresh, chilled or frozen C 6 NMIC 

012 Meat, salted, dried or smoked B 8 NMIC 

014 Meat, prepared, n.e.s. B 11 NMIC 

041 Wheat, unmilled 2 DA 

042 Rice C 7 NFA 

043 Barley 1 DA 

044 Corn, unmilled C 2 DA 

045 Cereals 4 DA 

046 Wheat flour and meal 1 DA 

047 Other cereal meals and flours 1 DA 

048 Cereal preparations 3 DA 

054 Rootcrops, vegetables B 6 DA, BPI 

071 Coffee and coffee substitute B 9 ICOCA 

081 Feeding stuff for animals 2 DA 

269 Used clothing B 1 DSW, DOH 

322/3 Coal and derivatives B 3 ERB 

334 Refined petroleum products B 13 ERB 

341 Liquified petroleum products B 1 ERB 

511/3 Chemicals for explosives C 3 PC-FEU, 
DOH, DDB 

522/3 Inorganic chemicals C 4 DOH-BFAD 

541 Penicillin C 3 DOH-BFAD 

562 Fertilizers B 1 FPA 

584 Regenerated cellulose 1 PC-FEU 

591 Pesticides C 8 FPA 

592 Starch residues 1 DA 

625 Used tires and tubes B,C 5 BOI 

699 Solders B 2 BOI 
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TABLE 5(CONTINUED) 

3-Digit No. of Licensing
 
PSCC Commodity List Items Agency
 

751 Color reproduction machines C 3 CB, NBI
 
781 Passenger motor cars B 22 BOI
 

782 Motor vehicles for goods transport B 11 BOI
 
783 Motor vehicles, ne.s. 4 BOI
 

784 Parts of motor vehicles B 9 BOI
 
785 Motorcycles B 7 BOI
 
793 Warships C 1 MARINA
 
892 Banknotes C 1 CB
 
961 Coins C 1 CB
 
971 Gold, nonmonetary 1 CB
 

TOTAL 174
 

Although frequency tabulations are inadequate indicators of the severity of 
the restriction, the composition of the remainder can show which are the 
"hardcore" whether by accident, policy intent, or the result of effective 
lobbying. 

It is reasonable to find goods regulated for national security or public 
health and safety objectives, and this applies to chemicals, penicillin, rice 
and corn, petroleum products, color leproduction maLhines, pesticides, 
used tires, banknotes and coins, and warships. For the rest, the reasons are 
not clear or acceptable, e.g., motor vehicles. Many of the agricultural 
products were recently regulated once again on the sti ength of Republic Act 
7607 or the Magna Carta for Small Farmers. Such products were at a 
disadvantage at the start of the IIA1 because of the eal ly liberalization of many 
of them, and this is probably why a rethinking was done to compensate the 
sector, leading to a reimposition of restrictions. Theldebate on whether or 
not there is a need to protect agliculture seems to have been positively 
resolved, but this need should be met by more transparent measures such 
as tariffs instead of quantitative restrictions (QRs). 
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The value of 1991 imports of the remaining regulated commodities as 
ofJune 1992 was also examined.4 Altogether, this remainder took up a mere 

12.9 percent of 1991 imports (exchding dangerous drugs), but the 1estric
tions themselves form part of the reason Fbr this small share, lists A and B 

consisted of 299 goods then, and madei up 12.2 pci cent of 1991 imports, 
while List C with 106 goods comprised 0.8 percent of impoi ts. Although the 
relative importance of the commodity groups cannot be ascertained given 
varying strengths of restrictions, the ex-post nature of the data, or the 
different relative values of the connodities, the shares of constimer elec
tronmc product parts, refined peti oleum products, passenger cars and jeeps, 
and fertilizeis are i elatively la ge because they are essential and not locally 

produced. The l)epartment of Agrictilture and the Board of Investments 
take charge of the majority of the remainder. 

Licensing Procedures 

The nature of the restriction is often a restilt of the pectiliarities of the 

commodity being regulated. What follows is a brief description of the 
procedure and criteria used by the various government agencies in issuing 
import licenses fobr some goods. This is based on interviews conducted in 
1992, and therefore encompasses the commodities iegulated at the time. 
While the coverage is now much smaller, those that are now liberalized were 
included in older to gain an idea of how the process was implemented. 

Animal and animal effects 
Anyone may impom t animals but certain requirements are needed such as: 

rabies vaccination and quat antine site for dogs and cats; CITES certification 
and quarantine site for exotic animals; farm inspection, landing permit, and 
quarantine clearance for chicks and hatching eggs, hogs, sheep and goats. 
Importation of gamefowl is only from July to October, and limited to four 
cocks and eight hens or 60 hatching eggs per permit. Importers ofgamefowls 

for breeding need to be bona fide breeders with farms, have to go throingh 
the Bureau ofAinmial Indistry and the CB for authority to import, must open 
a special time deposit of $1,120 per permit and submit numerous other 
documents. Hlorse importation is limited to four per permit and one must 
be a registered breedei in order to import breeder and racing horses of 

which only the thototghbed are allowed. For cattle, a monthly raffle of 

4. P'lease refer to Appendix 6, p. 96 of de Dios (1994). 
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allocations is held to enable smaller thrms to impo, t; a quarantine site and 
landing permit are also required. 'reports are allowed in older to improve 
the stock/breeder base and increawe the dwindling local population. There 

are no quantity limits Fbr the imp(,i tation of cattle and imports are not that 
voluminous anyway as to discoun age local industry even if pi ices abroad are 
lower. (Most of these items were excluded from Circular 1389 although they 

fall under the EP, UP, and SU1P categories. Only live swine and poultry are 
now regulated.) 

Meat and meat products 
In the past, only meat processors accredited by the National Meat Inspection 
Commission and hotels certified by the Department ofTourism were allowed 
to import but limited to frozen meat and choice cuts. The rated capacity and 

projected needs of processors were evaltiated and only 50 percent of the 
volume requested was granted; for hotels and restai ants their size and 
seaing capacity plus projected requirements were the bases for granting 
requests. Now, beef and beef product impo tts have been liberalized. Pork 
or chicken will be importable only during an actual or predicted shortage of 

local supplies, but with a specified maximum quantity. Some 80 percent will 
go to large integrators or meat processors while 20 percent is allotted to 
small-scale producei s. Canned products are not allowed, and pi ocessed meat 
is said to be impol table but no requests so far have been filed. Imports are 

generally cheaper. 

Fish and fish preparations 
Anyone cn import fish and fish pioducts; the major items included tinder 
frozen fish have Ali eady been liberali/ed with lifferential tariffs and there 
are few import applications for the remaining smoked and dried fish. There 
isonly a need to check imports of live fish for diseases and dangerous species, 
and there is a concern that frozen fish imports %Villgo to local wet markets 
instead of canners. Bangus is regulated since other Asian countries also 
produce it and the timing of the harvest can be controlled. File re-restriction 

of those liberalized 1n 1986 is die to local availability of the items. There 
am e, howevei, no quantity mestrictons on the memainder. Prices abroad are 
lower and quahity is better and (uiring tile lean season, importation is 
encotm aged so that domestic prices will not rise too much and p essure on 
depleted local ieserves is eased. (All types have already been liberalized as 

of 199'.) 
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Garlic, onion, potato, cabbage 
Any person wishing to import these must have a farm certified as suitable, 
whose area and seeding rate determine the volume to be allowed, and post 
a bond equal to the cost of the seed material. Requests to import seeds and 
nuts are granted only if local supply is insufficient, and limited amounts are 
allowed especially since the seed materials are also classified as food. There 
is no need to import cabbage seeds, because of sufficient local supply; 

importation of potato seed pieces are allowed when local supply is lacking, 
garlic supply is highly seasonal and bulb onion seeds cannot grow here 
because of the climate. These are usually cheaper abroad. 

Coffee 
Importation of coffee beans and processed coffee isdisallowed to assure local 
growers of a market. Most of domestic production goes to the local proces
sors who, because of the current international glut, are said to offer better 

prices and translate lower costs of raw materials into "bonus" grams in retail 
packages rather than lower prices. A rise in bean prices, however, Iesults in 
the use of lower quality beans. Exports of beans are governed by the 
International Coffee Agreement allocation system. 

Fertilizers and pesticides 
Any person wishing to formulate, distribute or import these items must first 
have a license to do so. Second, the aw materials, active ingredients, 
intermediate and finished products must also be registered. This entails an 
analysis of the substances, a field test report, and a pathological and bacte
riological test by a licensed laboratory, among others. Finally, one needs an 

authority to import. Only fet tilizer types that are not locally pioduced may 
be imported and when domestic supply Islacking, only the raw materials are 
allowed. There are no quantity limits on those allowed, however, since the 
objective is only to monitor impo, ts. (Except for ammonium nitrate which 

is also used for explosives, all fertilizer imports were libemalized in 1993; 
pesticides remain restricted.) 

Consumer electronic product parts 
Only participants in the Progressing Export Program for Consumer Elec

tronics (PEPCEP) are allowed, and this includes existing and new manufac
turers who are self-sufficient in foreign exchange, as well as 1101-registered 
expo tLmanufacturers who are able to export at least 70 percent of produc
tion. Only imports of completely-knocked-down (CKD) consumne durables 
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are allowed; import replacement parts are allowed as long as they are not in 
commercial quantities. (Items liberalized as of 1992.) 

Home appliances, fluorescent tubes, incandescent lamps 
These are allowed if importation is not in commercial quantities and for 
consumption/end-use purposes only. Import applications are first referred 
to the Association of Home Appliance Manufacturers which will certify if the 

request should or should not be denied. (Items liberalized as of 1992.) 

Automotive spare parts 
Nonparticipants in the Car and Commercial Vehicle Development Programs 
(CDP and CVDP) such as dealers, traders and useis may import those parts 
to the extent that the programs are not jeopardized. Importation of used 
parts are banned and new motorcycle parts are regulated but the other 
locally available parts can be imported if the Association of Car Parts 

Producers allows it, with BOI concurrence. 

Used trucks and special purpose vehicles 
Accreditation is required of end-users, traders, manufacturers and assem
blers of utility vehicles and CVDIP participants, and only trucks 18 tons and 

above and of models not older than 8 years are importable but subject to 

pre-shipment inspection. There are no limits to the number allowed. 

Shipping vessels 
Import licenses are issued for vessels for interisland use (landing ship 
transport, io-ro, cargo, container, passenger, ferry) but must have a mini
mum size limit of 500 gross tons (tugboats have a 1,000 BHP limit), a 
maximum age limit of 15 years, and must be classed by an internationally 

recognized classification society. There are no limits on specialized vessels, 
but importers must submit a survey report by an accredited surveying 
company. Import of barges and pleasure craft are totally restricted. Fishing 
vessels should be at least 25 gross tons, not more than 15 years old, and 
subject to a satisfactory condition evaluation report. Importers of cargo 
passenger vessels must have a paid-up capital of P1.25 million and also 
promise to rehabilitate the vessel whether or not it is over-aged. (Items 
liberalized as of 1992.) 

The rule generally followed by licensing agencies is to allow imports if, 
at the same quality and at a comparable price, domestic production of the 
local substitute is insufficient, and this applies more often than not to those 
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regulated for the inchistry's protection. LoW import shares combined with 
rampant smuggling are tle expected outcome of such i egulations. Indeed, 
these are more observable among tile (ommodines which a e being regu
lated For the protection of the industry rather than the othe s Fili thermore, 
most of the inditistLy-plotective i est ictions Cove consuiie, goods, making 
these scarce; smuggling becomes p1 ofitable because quality diffelences 
between the local and foreign ploduc.t are laIge. It is thus easy to find 
foreign-made cotteipai ts of the iestricte(I imports enmnerated above in 
the domestic maiket, and in commeti ial volumes. 

Cci lain go\'ei nmnttagencies aie qliik to add that the i egulalion is only 
foi monitoling purposes, especially if the allowable i,pol ts have to be ofa 

specific giade i qtuality, e.g., antibiotics and coal. IlIowvevel, discretionary 
powers ai ejust as wyile In the implementation of these measures. 

At least two pi odu( t gi otips have Republic A(is(R.A.) to cite as the basis 

of their lest!l tlou without denying that tiIte rationale isindusty)-protective 
just as useful. "rieseare potato, onion, gal li1,and cabbage which ai e covered 
by R.A. 1296 eiia( ted iii 1955, and coffee, (,ovei ed by R.A. 2712 of 1960. Used 
clothing is again legulaled aftli it was ali eady liberalized in 1986, by citing 
another Republh Act on natioal dignity (R.A. -t653) as a justification. 
Deregulation of these items will lici efoi requii eCongressional action. Toy 

guns wete also pi ohibiled undvi Lettel of Instruction (1,01) 1264 in 1982. 
Colol leploduction machines ,tl(iestiicted because of the likelihood of 

their use In cotitefelting 
Togethei with these examples which attest to the difficulty of disman

tling restrictions, is a gio01p of commodities that were included under CB 
MAAB 37 in 1983, which em powei ed the 101 to monitor the impol t ofsome 
300 high-tariff items. l'his was meant to be a temporary measure to discour
age the outflow offo eign exchange at that critical time. However, up to now, 
quite atiminnbli of these ale pa, t of the remainder; examining them further 

shows that most were fi cely impol table pi ior to 1983. 
The most eneti bed restrictions which are likely the last to be disman

tied are tlos. (ovei ing machinery and transpol t equipment becatIse of tile 
piogressive niaiufactiuing piogi ans initiated in 1973. Import shares of 
these items ,ie l ge i lative to the other Iemaining regulated items since 
the inpoi t figui es (onsist of components to be assembled locally. However, 
encotii aging ( el taln domestic industries through asystem of import control 

has alieady been shown to be detrimental in the long run. It is therefore 

pui/ling why the same outdated thinking is still being implemented, espe
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cially since protecting strategic industries, which is what the remaining 
protected items ate supposed to do, only en ourages inefficiency. 

Likewise, meat producLs seem to be protected not only bN high taliff's 
but also by QRs which aC resored almost immediately aftci they aic 
removed. It is difficult I, thil, of any olhe, explanation fol this, aside fi om 
the lobbying or political c. imory factoi. In fact, a simplistic view of the 
remaining protected items would be to subdivide them into those plivately 
and those "publitlv' lobbied lot, meaning either the private sector ol the 
government does not want to let go. This pao tly explains the composition of 
tile itemns to be lihc alied fir st - no one lobbied lot them. 

It is not immediately obvious whetlie o, not tile ope imdiscretion is 
wider fbI goods regulam. d fo t esons otlit than pi otet tion; it is only cleai 
that the ,atiolale is so (liI tl that a pei son evaluating anl inpoi t application 
for such goods has \ery exac t giiideltiles on whvich to base his decision and 
therefore decides less atbin t ily than one who has to think about local 
demand and supply balancces, qualty. and tclative piIes. Examples ate 
goods regulated toi public health and safety reasons (atnmals, cheinuals, 

antibiotics, pesticides, pyt otechnics, used tites, floating sti uctures, andi am
mtlnitiotus and fiteains). The same may be said of those regulated for 
national secuirity reasons (lice and corn, ieftiued pet oleutmlprodtucts, fei ti
lizers, used vessels and watships, baiknotes audI coins), although thet e is 
undeniably an Industrs'-pt otective elenmetit here. (ieticals have varied uses 
and actual imnpo, ts ,f these ate not diffet entiated accoi dirg to use, hence, 
the ,egulation fbr saetly and national secu, itv put poses. 

It is logical to expect that the scope foi disci etion is wide. ot,agencies 
In charge of ( otinmodities iegulated lot industry-potective purposes pic
cisely because the ciitetia they use are vat iables, but at tile same time, thei e 
is an inherent desil e to limit impoi is. On the other hand, the opposite may 
be said ofgoods regulated foi public health atid safety reasons - narrower 
disci etionaiy powers but no inherent need to limit imports. 



CHAPTER 3
 

Framework
 

Since the assumption of perfect competition is not always applicable in the 
ical world, the more recent positive theories of trade, systematized and 
integrated by Helpman and Krugman (1985) which deal with imperfectly 
competitive markets will be used. Here, firms are not price-takers, and price 
does not equal marginal costs but instead exceeds it. The ratio of price to 
nam giml (ost is a measure of market power, and trade policy under imper
fect competition may ciange this ratio. The simplest model of an import
competing monopolist shows that piotection allows fiims to increase their 
market power or creates market power where none exists, and import quotas 
create more market power than tariffs. This 6terns from the premise that if 
l ice trade enhances competition, thiii the converse applies, i.e., protection 
creates domestic monopoly or is anti-competitive. 

Figure 1 shows a domesuc firm with an upward sloping marginal cost 
curve MC, domestic demand tor its output D, and the corresponding 
marginal revenue curve MR. Not all points along MR are feasible, however, 
because of the threat of import competition. Imports are perfect substitutes 
for the firm's output and are available at world price Pw. The possibility of 
exports is ignored. 

Without import competition, the firm would choose the profit-maximiz
ing price Pm and the corresponding output level Xm . However, under free 
trade, it is unable to do this: at any price above Pw, imports will undercut the 
firm, so I', is the upper bound on the firm's price. Its profit-maximizing 
output decision will be to produce up to the point where this external price 

Q TIMe 
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equals MC, i.e., behave like a perfect competitor. Output Will be Xf. Under 
free trade, the monopolist has no monopoly power. 

Effects of a Tariff 

Suppose the monopolist is protected by a tariff t. Then the import price 
becomes Pw + t . The effect of the tariff on the output and price of the 
domesdc firm depends on how lage t is. Suppose Pp is the price at which 
the tariff becomes pi ohibitive; Pp is defined by the intersection of MC and 
D. The tariff's effect depends on whether it is small so Pw + t < 1Pp; middle
ranged so that Pp < Pw + t <Pm ;o large so that Pm < Plw + t. 

If the tariff is low, the firm's basic position is the same as that under fr-ee 
trade. Hence, tile effect of tatiffs in this range is tile same as it would be in 
a perfectly competitive industry with marginal cost curve MC. The higher 
the t within this range, the higher ai e output andlt ice of the firm. 

If the tariff is moderate, the price of potential impol ts still constl ains the 
fitm flora charging Pin, However, it can no longer set output where MC 
equals the P,, + t , since this would involve pioducing more than domesdc 
consumers want to buy at that pi ice. Instead, the pi ofit-maximiiing strategy 
is to equate price to P,+ t but pl odUce only as much as is demanded. Two 
points are to be noted: it is the thieat of imports, and not the actual, that 
limits the plice tile ftm can chat ge and lci eases in t within this range have 
a perverse effect on output. 

If the tariff is high, the pi ice of competing imports will not be binding 
on the firm. It is ftee to charge Pmo, and changes in the t within this range 
will have no effects. 

The effects are sumnma ied in Figure 2, showing how the firm's output 
varies with the tariffincltsive plice of competing imports. For low t, the firm 
matches tariff increases with its own ptice increa!Zes and slides up i , MC 
curve. For tariff increases beyond the prohibitive level, domestic price rises 
but the firm slides hack along the D curve. At high t, domestic price and 
output remain unchanged at the closed economy monopoly levels. 

Effects of an Import Quota 

Figure 3 shows the effects of an import quota in. If the firm charges a price 
bclow Pw, this limitation will not be binding since there will be no incentive 
to import. For any price above Pw,m will be imported and the firm will satisfI' 
the residual demand. The result is a new demand curve D' that has three 
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segments: for prices above Pw, it is tile domestic market demand shifted left 

by the quota in; for prices below 11w, it is the total domestic market demand 

and there is a horizontal segment at P,. Corresponding to the D' curve is a 

MR'also with three segments.new marginal revenue curve 

In this situation, tile quota is set at a level smaller than the fiee trade 

import level. The firm maximizes piofits by choosing the level of output 

where MC equals this new MR', shown as Xq with price Pq. 

Comparing die Effects 

A tariff and an import quota that lead to tile same import level have differing 

effects, with tile quota leading to a higher domestic price and a lower 

domestic output than the equivalent tariff. 

Compat ing pt ohlhitive tariffs with a total itnpoi t ban shows this. There 

is a range of t for which inports are ,ero, but foi which domestic price is 

below Pm an( donmestic outtput is Luger than Xm. On the other hand, a 

resti iction that pt olhbits iniports will allow the firm to move to the monopoly 

pi ice and output. Where P, + t< P,, it is the thi eat of import, that constrains 

(lomestic pri e; an ill)ot tquota eliminates this threat, creating more market 

Pli%ei and thus a highet (lonestic p ice. 

The saine is title when soine impoits ate allowed, as i Figure 4. If tile 

quotaIl its inlpoi ts to the saie level as an atbitrary tariff, the post-quota 

detnand cut ve I)' lacing the fitIn passes through the tarift p)iodtiction/price 

The esponditig MIR c rve hes below, leading to a quota equilib

iuin with ) lower output Xq and a higher price Pq. This is because tile 
point 1. ii,,1 

more elastic than the quota-constrainedtai ff-c'nstained cemand curve is 

demand curve for output X. 

This serves as the framework for discussing the behavior of prices and 

producers in the following chapter. 



CHAPTER 4
 

Price Ratios
 

To find out the effects of import restrictions and liberalization on relative 
prices, the ratio of domestic to world or border price (Pd/Pb) of about 180 
commodities was computed for the period 1985 to 1992. Data on wholesale 
domestic prices from the National Statistics Office were used as Pd; the 
composition of goods to be analyzed was therefore determined by the 
wholesale market basket, which could be considered a representative sam
ple, although sonic goods were dropped because data gathering by the NSO 
was discontinued. Unit importvalues in I-long Kong and the Philippines were 
used as Pb for regulated and liberalized commodities, respectively. 

Because the domestic price data was at the individual commodity level 
while the closest Hong Kong or IPSCC description was sometimes for a 
heterogenous group of commodities, there was no choice but to match 
these. However, where possible, the domestic prices of several commodities 
belonging to the same group wc-re averaged in order to suit the Hong Kong 
description more closely, e.g., marine water fish, noodles, tropical fruit not 
elsewhere specified (n.e.s.), fruit and tubers, canned fruit, sauces n.e.s., paint 
n.e.s., machine-made printing paper. Nevertheless, majority were directly 
comparable.' In other cases, units of measurement had to be converted 
before the ratios could be computed, or certain assumptions made such as in 

5. Those that are not directly comparable are nomed in Appendix 7, p. 98 of de Dios (1994), 
which gives the detailed description of the commodities being compared. 
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the case of fresh milk, edible oil and paints (specific gravity), fresh fruit 

(weight per piece), bread (weight per piece), cigarettes (weight per carton), 

or paper (weight per ream). A number of domestic price data for important 

goods (e.g., drugs) could not be utilized for lack of information on weight, 

which is the main unit of measurement used by the Hong Kong statistics. On 

the other hand, the latter did not report quantities for many items and 

changed the nomenclature for many commodities in 1992. 

The results ale tabulated in detail in Appendices 8 (using Hongkong 

unit import values) and 9 (using Philippine unit tinpom values) nf" the 

research paper,6 which also give the yeai the itenri were liberalzed, the tariff 

iates, and import levels. The tables show patteins of movements of prices 

and import volumnes which are as varied as the goods themselves and are not 

easy to anal)ie. In oi der to explain such diflering behavioi, the commodities 

are diflerentiated according to those whose price iatos either fall below or 

are above unily, and impoit levels are either substantial (in excess of 

$100,000) ot not. The Iesulting typology may he visutali/ed as four qtuadi ants 

depending on the combiation; the goods included under each group are 

listed in Table 6 foi regulated and 7 Fbr liberali/ed goods. (Again, note that 

the regulated group used the Hlong Kong import data isPt while the 

liberalized group used that of the Philippines.) Seveial factois other than 

im1port restrictions influeice Ielative prices and import levels, and since it i, 

beyond the scope of thi, stndy to examine the demand and supply conditions 

for each commodity, the typology mei ely aims to find out what is cominon 

among goods that show roughly similar behavior. 

Price ratios below unity and insubstantial or tero imports describe the 

lower left quadrant. The commodities ai eeithei nontradable or expoi table 

and prices are therefore not diiectly affected by tariff or import policy 

changes but rathei by demand pattet ns. Libei alization is redundant for this 

group although price iatios went down tiurther and imports grew for two out 

of six items which were deregulated aftei 1985 and whose units of measure

ment were comparable. There are fouli esti icted goods in the list, most of 

these, including those liberalized, ire pi otected by a 50 percent tariff. 

The goods listed in tlhe lower right quadrant, where Pd/Pb is still less 

than one but imports are large may be chai acteri/ed as tradables with quality 

differences oi imperfect substitutes. There are only three restricted goods 

included here, and two carry a 20 percent tariff while the third has a 50 

percent rate. Half of those delisted have a 50 percent tariff, and the same 

6. See p. 112 for Appendix 8 and p. 118 for Appendix 9 ofde Dio (1994). 
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TABLE 6
 
TYPOLOGY OF SAMPLE REGULATED COMMODITIES
 

Pd/Pb > 1, M<100,00 Pd/Pb," 1,M>100,000 

Bacon Chicken 
Ham Pork 
Frankfurters Riceb 
Vienna sausage Centrifugal sugara 
Liverspreadd Fuel oil 
Potato Diesel oil 
Garlic Lubricating oil 
Red onions LPG 
Coffee beans Freon dichlorofluoromethaned 
GroundAnstant coffee Penicillina 
Gasoline Urea 
Kerosene Insecticide 
Glycerine Car, CKDd 
Acetic acid 
Chloromycetina 
Aircon 
TV setd 
Radio phonob d 

Electric fan 
Dry cell battery 
Electric bulb 
Fluorescent tube 

Pd/Pb < 1,M<100,00 Pd/Pb <1,M>100,000 

Fresh fish 
 Beef 
Crabsd Ammonium sulfate 
Cabbage Passenger jeep ad
 
Perfect gro fertilizerc P 
Radio receiver, transistord 

aused Philippine unit import value for Pb because Hong Kong units of measurement 

were incomparable.
bBorderline cases, with Pd/Pb >1,half of the time and <1half of the time.
 
'Only one observation.
 
dDenote items whose Hong Kong counterpart descriptions were much broader.
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TABLE 7 

TYPOLOGY OF SAMPLED LIBERALIZED COMMODITIES 

PdIPb >1,M<100,000 Pd/Pb > 1,M>100,000 

Dried fish Swine Newsprint 
Canned mackerel/tuna 
Bihon 
Soda crackers 
Mixed pick.Pse 

Calamansi 

Fresh milk 
Powdered milk 
Evap. filled milk 
Sweet. condensed milk 
Butter 

Kraft paper 
Woven fabric, cottone 
Woven fabric, ramie 
Knitted fabric, cotton 
Cement 

Desiccited coconutd Cheddar cheese Drinking glass 
deMangoMango preservePineapple slices 

Canned sardinesYellow corn grainWheat flour 
Steel bars, roundb eStcel bars, deformedeSpoon and fork 

Syrup I 
Cocoa butter' 
Margarine 
Shortening 
Catsup/tomato sauce/ 

vets /patise 

Vinegar 
Tonic food drnkc e 

Macaroni 
Sotanghon
Butter cookiese 
Guava jellye 
Orange concentratee 
Fruit cocktaile 

Refined sugar 
Ground cocoa 

Metal sink 
Porcelain lavatorya 

Steel bedbe 
Dining seta e 

Undershirtb 
Handkerchief 
Rubber shoes e 

Voltm ter e 

Caustic soda 
Talcum powd rLaundry soap 

Whiskey 
SoybeansSodium hydroxide 

Piano 
Candles
Umbrella 

Detergent Cough syrup 
Skin cream 

Toothbrush
Plastic buttonsa 

Toiletsoap 
Rubber tire, car 

PdlPb < 1,M< 100,000 Pd/Pb < 1,M>100,000 

Eggs, duck 
Breade 
Tomatoes 

Red hot pepper 
Rice brand 
Ice cream 

Eggs, leghorn 
Poultry feeds 
Soy sauce 

Beans Gin Soft drinks 
Lettuce Rum d Beer 
Green pepper 
Other vegetables 
Bananas 

Charcoal 
Table salt 
Columnarcpad" 

Cigarettes
Edible oile 
Enamel painte 

Pineappled 
AvocadoChicod 

Rice sack 
Table top gl,
Chair, narra 

Rubber tire, truck 
Yarn, cotton, grey
Wooven fabric, rayone 

Papaya 
Watermelon 
Pineapple juice0 

Cotton blouse 
Comicse 
Phono recorda 
Matches 

Knitted fabric, nylon 
Cinematographic film 

aused HongKong unit import values for Pb because Philippine units of measurement are incomparable. 
bBordedine cases 
COnly one observation. 
dUsed Hongkong unit import values for Pb because Philippine imports were zero 
eDenote items whose PSCC descnptions were much broader 
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proportion showed a lowering of relative prices and ain increase in imports 

after being liberalized. 

Domestic prices above border and zero or low import levels mark those 

goods listed in the upper left quadrant. Majority of the regulated commodi

ties included in the whole tabulation belong to this group. Most ofhoth the 
restricted and deregulated goods listed carry a tariff of 50 pet cent and the 

goods may be described as nontradable, highly perishable, ol have high 

weight-to-value ratios or high domestic landed costs, that is, these are the 

natural import-substitt, es. li ice tatios exceed tariffs for most. Ib.ileralization 

was followed by a fall in the price tatios together with a rise in imports for 

only one commodity, although as sepi ate phenomena, these changes were 

exhibited hy at least five goods. 

The expected ( ombination of diomestic prices greater than border and 

substantial impolts is shown by the goods included in the upper right 

quadrant. One-thu d of all iestlicted goods cotle tinder this heading, of 

which mome than half'ca, iv a 20 pet cent tariff. Of the lihe alied goods, most 

still have a 50 pe(cent ,ate, b t oIne-Lfoti iti pi)ote( tel by a .10 petcent tariff, 

and one-fifth by a 20 lrtent late. Relative pt ices exced tariffs fbr niost 

goods. The expected lowe, tmg of pi it e ,;atios and inci ease in impo ts took 

place only for one-fonth "ofthe (lei egulated commodities; mol e than half 

showed both higher relative 1p;ik-es ,nd itnpot ts instead. 

There ate quite I nunmbet of cases whele taltifs exceed the plice ratios 
- about 20 det egutlated and 7 regulated items. Sometimes, thete were also 

cases whele 1.1itIs would be greatet and other tines, they are less than 

,elative piices. Two i e,sms lot this octen(e may be suggested: either 

qtalitv dilfectneces are lige and ate t eflemtd in low domestic pli ices and 

hence, low iatios oi stittggling t endet s the tat ifls tedundant especially for 

regulated goods. Where impot ts ate /et o, the irif Iis also iedundant. 

On the whole, tie level of t clative pi ices and inpot t.s can be ex)lained 

by the chi actel istics of (he goods. I lowevete, the movement of these %atables 

as a result of diegutlation is not always in the expected direction, that is, 

assuming tile dilemtlot of ctaltion to le hoil de, egulation to quatity and 

price changes. One reason may be that lo the pe1 iod (ovet ed In the table, 

it is too early to feel the eff'u is of lihelt aliatlol, sa', of those delisted ftomn 
1988 to 1990, ot tou lite to )tpoiiit fbr those libet ali/ed ,s eat ly as 1981 and 

1982. An alte native reason is that tile t. ilfs which teplaced the resu i tions 

serve to nhiit lillpol ts, enablintg domestic ptoducrs to maintain the same 

price diffeences. Slituilatly, tle plice-disciplining effect of itupolts is not 

iealized because q.-ality differences ate great. One other explanation espe
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daily for some liberalized goods in the utpper right quadrant is that domestic 

cosLs are rendered high not by inefficient piodutition methods but by 

extallneolls factols, lnd this prevents pIoucei s fi om collpeling with im

ports, e.g., coln and milk. The latter shows that fbr ceitain commodities, 

un favoral)le domestic conditions (such as poor infi ast ructur c) (eter ipoduc

ers from responding positively to liberalization. 

Focusing on tile regulated group, what are found mainly aic examples 

ofLcormmoditles that are long protecled by impoi t Iesti i( tiors and therefore 

enable domestic prices to exceed the hordei. In addition, the upper left 

quadrant shows that inporls ,ie insubstantial par ticularIv lot those which 

are tightly restIicted, that is, not mieiely monitored such as meat products, 

potato, gallic, onions, coflee, gasoline and keiosene, colllllel appliances, 

lec ii ic bulbs and Ihol e cent tibes. Only chemicals are i estl icted fol health 

and safety pin poses, tile lest being part of L.ist B. InI these cases, tile threat 

of iniports has been eliminated allowing local prodliceis to exercise more 

market power than that possible under freer tlade. For the uppel right 

quadlant, impol t.s a' substantial because of inadequate loal production, 

,lndthis time muor e ale frorm List C, e.g., chicken, pork, rice, freon, penicillin, 

and insecticides. 

Prices ar-e also affected by market structure, however, and the following 

halpter attempts to establish this relationship. 



CHAPTER 5 

IndustrialStructure 

Characteristics 

The industries affected by import restrictions were examined by matching 
the 4-digit gioupings of the Philippine Standard Industrial Classification 
(PSIC) scheme with the 7-digit PSCC of the remaining regulated commodi
ties; the same was done for the liberalized sector as well as for those that were 
never covet ed by import regulations. However, since this was based on tile 
list as of'une 1992, it still includes sugar milling and refining, fish, fertiliers, 
chemicals, sewing machines, iefrigerators, consumer electronic product 
parts, primary cells and battei ies, shipbuilding, and firearms and ammuni
tions, which were all liberalized by 1993. Foi the moment, this suffices since 
the purpose is to find out whether any relationship exists between the 
industrial structure and trade policy. 

The resulting sets of industries are presented in the iesearch paper as 
Tables 8 (Protected), 9 (Liberalized), and 10 (Unprotected). 7 The 4-digit 
PSIC are fairly homogenous in terms of the remaining restricted items, with 
a few exceptions, i.e., where the industry descriptions were highly heteroge
neous, which led to the use of the 5-cligit level instead. Industry charac
teristics from the 1988 Census of Establishments conducted by the National 
Statistics Office enable a comparison of the sectors. 

7. De Dios (1994), pp. 38, 40 and 46, respectively. 
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The sector averages, excluding those with suppressed data, are as follows: 

All Protected Liberalized Unprotected 

Manufacturing Sector Sector Sector 

Number of firms 83 53 100 54 

Employment/firm 74 111 72 52 

Compensation/emp. (P000) 37 54 34 30 

VFA/firm (P000) 7,728 23,784 5,935 2,373 

VA/firm (P000) 11,392 26,916 10,120 3,984 

VFNemp. (P000) 104 214 82 46 

VA/emp. (P000) 153 242 140 77 

Tariff 34.7 31.8 37.3 26.7 

VACR 1983 58.5 68.1 54.6 60.4 

VACR 1988 61.9 68.2 60.6 59.3 

Foreign equity 5.5 13.1 3.9 2.8 

Note: VFA isthe value of fixed assets, VA isvalue added VACR isthree-firm value-added 
concentration ratio, or the share of the top three firms' value-added ineach industry total. 
Foreign equity isthe proportion of foreign-controlled establishments ineach industry. 

The above avei ages show that the liberalized sector has twice the number 

of firms that the protected and the unprotected sectors have. The protected 

sector, however, employs the most workers, pays the highest wages, uses the 

largest amounts of capital, thus it has the highest capital-labor ratio, uses 

more foreign equity and contributes more value in production, both at the 

firm and worker level. The protected industries are the most concentrated 

among the three ,,ectors, and they became slightly more concentrated during 

the 5-year period. On the other hand, the liberalized industries became more 

markedly concentrated and the unprotected, slightly less concentrated. 

Tariff protection is also a little lower than that of the deregulated sector but 

much higher than the unregulated. 

The averages for all manufacturing industries are expectedly closest to 

the liberalized sector averages for almost all variables, ie., industry size, 

employment, compensation, capitalization, valueaddced, capital/labor, labor 

valueadded, tai iffs, and foreign equity. Moreover, the overall manufacturing 

avei ages fall between the protected and the liberalized sector averages. It is 
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only in industry size and tariff levels that the positions are l evelsed, where 

manufacturing averages are lower than the liberalized but higher than the 

protected sector averages. The exception is fbi average VACR, which is close 
to both the liberalized and unprotected averages. 

The overall VACR average also increased dtu ing the period 1983 to 1988 

due to a slight rise in the protected sector avei age and a more than modest 
increase in the liberalized average. Almost half (,16.4 percent) of potected 

sectors showed a lower VACR, and more than half (54.2 percent) of the 
deregulated sector was less concentrated. Considering the closeness of these 
proportions to each other, it seems that libetaliiation has no great impact 

on industrial concentration, although it may be too eal ly to feel the effects 
especially since the majot items were libetali/ed only in 1986 and 1988, or 

the tariffs that replaced the qtantitative resu ictions may be just as binding. 
I)ata for the protected sector shows that majority are highly concen

trated: 17 industries or 60.7 percent iegistei VACIs greater than the sector 

average, and 6,t.2 percent exceed the mantmfacttiing average. Two-thirds 

either became more (oncentrated or did not show any substantial ch. ige 
in their ah eady high ratios. VACRS decreased in 13 out of 28 industr;ea, but 

only 8 of these show substantial reductions in their concentiation, while 

about five had low VACRS to begin with. In the case offish, one likely reason 
for lower concenti ation is the previous deregulation of live fish imports. 
Industries with larger numbei s of firms tend to be less concentrated, and 

vice-versa. 

About half of the sectoi consists of up to 10 establishments; one-fourth 
has between 11 to 30 firms while die rest have between 31 to 50. Only one is 

extremely large - mice and corn milling, with 521 firms. 
One-fifth of the protected industi ies employ up to 50 workers, another 

fifth employs between 51 to 100, one-sixth has ftoni 101 to 200 employees 
and the rest employ fi om 201 to as many as 900 workers. Compared to the 

manufacturing avei age, the prote ted indust es ai e relatively large employ

ers. Annual compensation pet wo kci is also high relative to the manulfac
turing average, and foui-fifths of the )i ote( ted industries exceed it. 

Capital-labot tatios are given Iw the %,,aueof fixed assets (VFA) per 
woi ker. About one-hiid of the pottit ted sector exhibits ratios larger than 

the manufacturing avei .ge. ligh capital-lahor iatios characterize smaller 
industries, but the avei age employienit in these industt ies varies fiom high 

to low. 
With mespe to valhe-added, slightly moi,e than half have averages that 

are highe than (he mantilacturig seC(tor ,vem age. Only one industry con
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tributed less than PI million on the average. Many of both large and small 
industries contribute much to value-added; these same industries tend to be 

large employers. Those with fewer workers contribute less to value-added 

and have lower capital-labor ratios. 

Tariff rates range from 12 to 50 percent and more than half are at the 

higher end of the range, i.e., protected hy at least a 31 percent rate. 

Fot eign-controlled fit mis ate common, as in one out of live firms in petio

letni efinery and products, coffee toasting and pi)ocessing, pesticides, drugs 

and medicine, explosives, and piimary cells and batteries. Except For drugs 

and medicine, these industlies mte madei up of few film s conmpated to the 

test of the sector. Besides, these same indusu ies me highly concentrated. 

Industi iCs producing the liberalized goo(ls are far mote numerous given 

the wide covet age ofimport restrictions that wet e lifted over the period 1981 
to 1991. Two-thit d, are either vety lai ge or very small: about one-third (36.2 

percent) consists of one to 20 establishments and another thir- (37.,A 
percent) consists of over 50 establishments. Fwo industj ies were extremely 

large (bakeries and iead-made clothing) with over a thotisancl fit ms each. 

The middle range, with 21 to 50 firms, characteri/e tile remaining industries. 
The disut bttion of indtistties accolcling to average, employment de

lines as eml)loynent inct eases with maiotity (34.9 percent) of industries 

employing ut) to 50 wot kers, the next biggest giotip (30.] percent) employ

ing 51 to 100, the ihit d giou1 (18.1 percent) employing 101 to 200, the 

fout ih ( 10.8 pet cent) employing 201 to 50 ,andthe remainder (6.0 percent) 

employing above 500 worket s. Avei age ompensation ranges from P] 1,000 

to P108,000 per employee. 

)ne-foturth (26.5 peicent) of the liberal ied inlustites exhibit capital
labor ratios that ate grieater than the sector average, and one-third (31.3 

percent) have i atios exceeding that of manufacturing. The avetage value
added of more than . third (36.1 percent) is greater than tile manufacturing 

average and that of about two-fifths (39.8 pet cent) exceed the sector avet age. 

Majority of the delisted indust ics (60.2 percent) are protected by tat iffs 

anging finom 30 to .49 percent. About one-fifth (18.1 percent) have a 50 

petlcent tat ill wall, and aniothet fifth (21.7 petcent) are covered by 10 to 29 

percent avei age tia iffs. 

Only a few inlustries (12.1 pet cent) have at least one-tenth of the firms 

otiti oiled by toreigntes. Moreovet, these industrie are small, consisting of 

mu1 i fewer eq'ublishments relative to the sector average and ranging from 

5 to 67 fit nis. 



349 A REVIEW OF THE REMAINING IMPORT RESTRICTIONS 

Slightly more than half (51.8 percent) of the deregula.ed group have 
higher VACRs than the sector as a whole. Concentration was less plo
nounced after five yeai s in more than half' (53.0 pI cen:) of the group, and 
subsuntially less in two-fifths ,13A-percent). Hovevei, one-thud (32.5 
percent) became more concentiated, possibly be-ause impolts drove the 
smaller firms away, leaving fewer establishments and a highei concentration 
as a result. Smaller industries tend to exhibit very high VACRs and liger 
industries, very low VACRs, although the trend in the mildle range is not as 
clear as that of the protected group. 

The unprotected sectol consists of those industries which plodice 
goods that were never subject to imnpolt rest ictions. Many of these al e on 
the extreme ends of the s;/e disti ibution: either small, consisting of' tip to 20 
establishnients (55.5 pei cent) or very lige, with a iange of 101 to 500 firms 
(22.2 	peI cent). The restai e made up of 21 to 100 tii ns. 

Employment is low for most industi ies (70.A pci tent), with an aveiage 
of tip to 50 woi kei s per establishmenlt. 'hosc employing 51 to 100 workei s 
comprise one-fourth ol tihe sectoi (22 2 percent) Only two indhsiti ies have 
mole than 100 worke.s on tile average - veneer ,and plywood andImetal 
containel s. 

Capital pet woi ker is gieater than the ma1,n tdl(actnlling average fbi only 
four industries (1.0 percent) and gicatei than the unprotected sector 
aveiage fbi 14 indumm iies (51.8 pei tent). 

The value-added per firm of only five industries (18.5 percent) exceeds 
the manufacturing ,,eiage, and that of 12 industi ies (414.4 percent) is higher 
than the sector av'erage. 

A 10-29 petcent avem age tatiff ) oiects 70.At percent of the industries in 
the sector, of which -t8.2 pci emit ,inic cii'ered by a 20-29 percent rate. Only 
three indtl slI of the I ( 11.1 peo cut) show that at least 10 percentit's Ot ',I 
of their fii ims are tol egn- on t(rolled. These die the smaller-sized industries 
stich as inks, othei (henical poducts, amid air'craft. 

The majority (59.3 percent) of industi ies show VACRs exceeding the 
mantiuactuiling aveage. H-lowever, almost half (.18.2 pci cent) of the sectors 
also legistered det Iiiug rmatios, and one-thu d (33.3 percent) exhibited the 
opposite, mincreased VA(Rs. The smalle the numher ofi mis in the industry, 
tile more (oncen tated it is, while the liger populations are moi e disperse. 

http:deregula.ed
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Some Reg, ession Results 

The industrial structure is partly a response to the presence or absence of 

government intervention (at the extreme, either the excess or lack, respec

tively) which serves to encourage or inhibit certain industries and not others, 

i.e., a particular structure will ttiive depending on the configuration of 

regulations and incentives. At the same time, government policy does not 

operate in a vacuum and is influenced by the structure of the economy, 
unless there is a deliberate move to change that structure drastically. In the 

Philippines, this politico-economic nexus is inescapable knowing the long 

history of government regulations affecting industry, and the nature of 

Philippine business and politics. 
Three sets of relationships were therefoi e tested using the industry data 

and the price iatios. These equation,, were rin on three sets ofdata: (a) both 

protected and liberalized sectors excluding those with suppressed informa

tion (n = 111); (b) all sectors excluding the suppressed (n = 139); and (c) 

all sectors excluding those whos shai e in inanifacturing output was 0.1% 

and below (n = 91). 

The first telationship uses a logit model to find out which establishment 

characteristics in 1988 explain whether or not an industiy was protected by 
import restrictions in 1992. The dependent vai iable is the probability that 

an industry is protected given the charactei istics of that industry: 

P. 	 = 1 if protected by import restrictions (1) 

= 0 if not 
= f (NOFIRM, TOTEMIP, FOREQ, VACR, CAPLAB, AVEVA, TARIFF) 

where NOFIRM - number of tinras 
TOTEMP = total employment 

FOREQ = foreign equity 

VACR = value-added concentration ratio 

CAPIAB = capital-labor iatio, given by VFA per worker 

AVEVA = average value-added 
TARIFF = average tariff rate for the industry. 

Industry size or NOFIRM is an indicator of degree of competition. 

Hence, a negative sign is expected since industries with a smaller number of 

firms are likely to behave monopolistically and secure their market shares by 

lobbying for protection. TOTEMP is expected to be positivel" ,rrelated 
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since industries "which can plead a strong case fol labor are most likely to 
secure protection" (Alabastro and hIlanda 1991) FOREQis expected to have 
a positive relationship if the government's incentives to foreign investors are 
to be consistent with other policies such as impo t regulations. VACR should 
have a positive sign given that concenti ated industries would tend to be moi e 
organized and lobby not e strongly than if they were ,:ompetitive. Similarly, 
the sign of CAPIAB should be positive since industries with huge capital 
investments are more likely to lobby for piotection in oidet to secure these 
investnents, o1 obtain a protective goiatanltee ftol the government even 
before actually investing. AVEVA is expected to be positively correlated since 
firms which contribute mol e value-added may use this to justifV protection. 
Low TARIFF levels are expected to be associated with the likelihood of' 
protection given that tariffs replaced inipoi t restictions such that industries 
no longer pt otected by QRs would have high tai iffhli riei s instead. 

An alternative equation only P~osits FOREQ, MARKUP, VACR, and 
TARIFFS as explanatory vai iabhes. Fiis time MARKUP oi the excess of price 
over costs is included because it shows the mai kei power of firms, and would 
be positively related to the likelihood of enjoying impoi t protection. 

Table 8 gives the estrl:s of the i egression. Foi all data sets, Fquation la 
shows that FOREQ is the srgnifi(ant explanatory vatiable, with the correct 
sign. For the first data set, NOFIRM, TOTIMP, CAIPLAB, and TARIFF also 
exhibit the expected signs, but VACt and AVFIVA do not. For the second 
data set, TARIFF also has the unexpe( ted sign. The thi d data set shows 
better tesults, with AVEVA carrying the only unexpected sign. 

Equation lb shows similar results actoss data sets, and again FOREQ is 
the significant vi iable with tile cot iect sign. Only MARKUP has the opposite 
sign. 

The second relationship tested was that of the intensity of restrictions, 
as measured by the price iatio of 30 regulated goods, with the corresponding 
indlustry characteristics, given at the 5-digit PSIC level. Least squares was used 
in estimating the equations, and the variables described above were also used 
as explanatory since it was the strength of the restriction that was to be 
explained. 

PRATIO = f (NOFIRM, FOREQ, VACR, CAPL\B) (2a) 

No variables came out as significant although only CAPLAB had the 
incorrect sign. 
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TABLE8 

REGRESSION RESULTS 

Equation (1a)
 
Dependent Variable: DUM
 

Coefficients and (t-stat) 

Independent Dataset A Dataset B Dataset C 
Variables n=111 n=139 n=91 

constant -0.76 -1.97 -0.95 

NOFIRM -0.0015 (-0.60) -0.0017 (-0.65) -0.0016 (-0.56) 

TOTEMP 1.16E-05 (0.44) 1.59E-05 (0.62) 6.08E-06 (0.21) 

FOREQ 0.05 (1.93) 0.06 (2.37) 0.07 (2.21) 

VACR -0.0005 (-0.05) -0.0001 (-0.01) 0.0031 (0.22) 

AVEVA -1.70E-07 (-0.15) -1.80E-07 (-0.16) -5.15E-07 (-0.41) 

CAPLAB 0.0004 (0.75) 0.0006 (1.08) 0.0002 (0.44) 

TARIFF -002 (-085) 0.0039 (0.'i8) -0.02 (-0.80) 

Log likelihood -56.10 -61.98 -45.94 

Equation (lb) 
rOependent Variable: DUM 

Coefficients and (t-stat) 

Independent 
Variables Dataset A Dataset B Dataset C 

constant -0.67 -1.78 -0.84 

FOREQ -0.05 (2.15) 0.07 (2.76) 0.07 (2.33) 

MARKUP -0.63 (-0.71) -0.70 (-0.78) -1.16 (-1.05) 

VACR 0.0042 (0.42) 0.0039 (0.42) 0.0095 (0.85) 

TARIFF -0.02 (-1.10) -0.0013 (-0.07) -0.03 (-1.06) 

-45.57Log likelihood -56.35 -62.62 
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TABLE 8(CONTINUED) 

Equation (2a) 
Dependent Variable: PRATIO n=30 

Independent 
Variables Coefficients and (t-stat) 

constant 1.94 1.70 

VACR 

FOREQ 

CAPLAB 

NOFIRM 

0.0065 

0.05 

-0.0005 

-0.0012 

(0.36) 

(1.76) 

(-1.19) 

(-0.26) 

0.0091 

0.05 

-0.0006 

(0.61) 

(1.84) 

(-1.24) 

Adjusted 
R-squared 

-0.004 0.03 

Equation (2b) 
Dependent Variable: PRATIO n=71 

Independent 
Variables Coefficients and (t-stat) 

constant 2.86 2.21 

VACR 

NOFIRM 

PDUM 

TARIFF 

-0.0064 

-1.21 

0.04 

(-0.38) 

(-1.34) 

(1.12) 

0.0014 

-1.13 

0.04 

(0.60) 

(-1.23) 

(1.17) 

Adjusted 
R.squared 

0.02 0.02 
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TABLE 8 (CONTINUED) 

Equation (3a) 
Dependent Varible: VACR 

Coefficients and (t-stat) 
independent 

Variables Dataset A Dataset B Cataset C 

constant 69.73 68.32 69.23 

TARIFF -0.31 (-1.38) -0.29 (-1.50) -0.42 (-1.77) 
PDUM 8.68 (1.73) 9.33 (2,04) 8.51 (1,55) 

Adjusted 0.04 0.03 0.04 
R-squared 

Equation (3b) 
Dependent Variable: MARKUP 

Coefficients and (t-stat) 
Independent 

Variables Dataset A Dataset B Dataset C 

constant 0.15 0.27 0.12 

VACR 0.0033 (2,42) 0.0025 (2.16) 0 CQ36 (2.23) 
PDUM -0.02 (-0.28) -003 (-0.40) -0.06 (-0.68) 
TARIFF 4.58E-05 (0.01) -0.0016 (-063) 0.0019 (0.53) 

CAPLAB 6.68E-05 (087) 6.37E-05 (0.89) 4.95E-05 (0.60) 

Adjusted 0.04 0.003 0.03 
R-squared 
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As a measure of pice-setting ability, pike atios wet hypothesiied as 
positively influenced by the level of lat itT's i( ross industi ies, whether ot not 
protected by impott restrictions (a dummny variable with I1 ieptesenting 
protected and 0 libelalied), and tih extetnt of ton( etitration as an indicator 
of market power. The pi ice ialtos of 71 tegulated and libet alized goods atid 
their corresponding industry chat actet tsti( s wet e ttn ising least squat es: 

PIlATtIO = f (TARIFF, I)UM, VACR) (21)) 

None came out significant. TARIFF cart iled the expected positive sign 
blut DUIM and V\CR showed the opposite, pet haps )ecatuse liberalized 
industries were highly concentlated in tile first place. 

The third relationship tested was between tile extent of nonopolhzation 
in the market sit i'tit e as appt oxitnated by tile VACR, and the level of tariffs 
and presence ot absence of impot t restitctti ns. The objective wa's to see 
whether pi otection in either form influences industtal (owen ttattion. Be
cause the causation was eversed, the t eguilatoty stt tictt e in 1986 was instead 
examtned v\is-a-vis tie 1988 establishments clhatacteristics. 

VACR = f (TARIFF, tUNI) (3a) 

Fot all data sets, the thice tesulting egressions show I)UM to be 
significantly positively related to VACR. This suppoi ts the view that QRs 
contribute to less than pctfectly competitive markets or grant monopoly 

power to p otected pioducers. 
Mat ket powet may he appt oximated by the price-cost markup of firms, 

estimated here as the ratio of the value of outptit net of wages and costs to 
wages and costs. 'To examine what ielattonship it has with the degree of 
cotlicentiation ill tile indtttl, tariff protection, the presence or absence of 
inipo t restrictions, and capital-intensity, least squares was used in estimating 
the following equation: 

MARKUP = f (VACR, DUNI, TARIFF, CAPLAII) (31) 

Only VACR was significant in all three data sets described above. To
gether with CAPIAB, it carrted the expected positive sign. DUM was nega
tively co related with MARKUP for all data sets, and TARIFF only in the 
ecotnd data set. (;iven the aforementioned finding that iesttictions cont i



356 CATCHING UP WITH ASIA STIGERS 

bIte to high VACRs, if the lattei in turn contribute to high MARKIPs,then 

the negative ielatonship between I)UM and MARKUP is unexpected. 

The above iegresstons, at best, piesent tentative iesulLs given the aggre

gation done, less than peifect correspondence between commodity and 

industry (odes (especially whete only a few items out of a whole range of 

goods are affected, and whose relative impoi tance is haid to as ertain), use 

of 1inweighted va, iables such as avet age tariffs, suppressed inibi mation, and 

simplifying dummy variables. The cumulative impact of' deregulation may 

also not be too obvious when looking at a single-yeai closs-section of 

industi ies on which many other influences are acting but which have been 

left out of the equations. 



"o 
CHAPTER 6 

Welfare Effects 
in Car Assembly 

The purpose ofthis section is to provide some estimates of the welfare effects 
of import restrictions covering passenger cars. The model developed by 
Wendy E. Takacs (1991) is used to examine and measure the distortions, 
costs, and transfers among jroups arising from the car industry protection 
scheme. 8 In the Philippines, this consists of a combination of tariffs on 
imported vehicles and parts, import restrictions and local content and 
compensatory export requirements, which are all embodied in the Car 
Development Program (CDP) which replaced the Progressive Car Manufac
turing Program inJuly 1987. 

Tariffs are 50 percent on fully assembled or completely-built-up (CBU) 
vehicles and 30 percent on completely-knocked-down (CKD) components 
for assembly purposes. Only passenger cars up to 2,800 cc. engine displace
ment are assembled under the program and are importable in CID condi
tion. Imports of new and used CBU units are not allowed, with some 
exceptions, i.e., no-dollar imports, those purchased by diplomatic officials, 
prototype units, and those with engine displacement of 2,500 to 2,800 cc. 
required by tourist-oriented service establishments not later than 1988. 

The minimum vehicle local content requirement is determined by the 
BOI annually in consultation with the assemblers and parts suppliers; in 
1990, it was 40 percent. Assemblers may select those components which they 
will manufacture or purchase locally, but certain parts are to be mandatorily 

For adetailed presentation of the model, see Appendix 10, p. 124 of de Dios (1994). Takacs 
again developed in 1994,a model to specifically assess the net impact of the Philippine protective 
regime on its motor vehicle industry (including cars and commercial vehicles). Her estimates 
are higher than the calculations of this paper mainly because of differences in the values of 
pairameters. 

8 
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deleted, that is, the assembler is compelled to buy dhm locally. A maximum 

cost penalty of' 15 pet cent is imposed on the locally mantlat tilled pal t which 

means that the percentage by which its selling piice is gicater than the 

landed cost of its impoi ted CKD countei pail should not exceed 15 pi cent. 

The pogram encourages increased local (on tent above tile piescilbed 

miininiun till ough an incentive scheme which gives the assemhr atlrliinal 

foreign exchange ciedit equal to the foMeign excchange equivalent of the 

value-added of the local component, ext liding Cost penallies. In lddition, 

a premiumnio local content percentages is given to high-tet hnology items 

which aie domestically produced and which have aheadv attained lhe 

mininum local content rate, e.g., diesel/gasoline engines, ti,ilsiis, ssioi-, 

ti ansaxles and axles. 

T(o ititpol t (IK) pal is, assemblet s nust ea n 50 pei (eti of tlieit fot ign 

exchange thiough exports of both auitotllotive and lon-allnion(live 1)lod 

ttcts, the lotniei being given highet totcign exchange ciedits and lhe latltet 

ptogiessively phased out tinil none ate ( reled in I093. 

Ad valnem taxes at e imposed oil alitotlo! ies, based on the selling )i ict 

of [ie llhtltliIct 1t1 i 1 illipnl tet and this In turti is Included III the base for 

(otputing the valic-added tax. Excise tax rates aie 15 pertcent, 35 per-cent, 

50 pet (ent, ot 100 l)enciit del)tening on the enginte di plalcetitett and type 

of engil e. 

TFo comply witi the compensatory expoit iequirenient, at least 0ne 

components n1iaiutfa( Itlel vel died that the asseflhlel pays him a lr)eiltll, 

of"5 pei ctll t of expoli ( tedits on the pi oducts he expo, ts. Domestic pt ices 

of cofntipiictits exceed wotl d prices hy at iatge of 2 to 20 pci cent, ,,though 

some slipplic s say that it is difficult to cortip,ie p,ues becatse of the 

difetent ts inl models and therefore coplonents used. Other suippliets 

claim low labor (osts enable them to pi ice pat ts into e cheaply than conpeti

tors atnoad, bul at the salhie time lower labor ptodti(tivity (it takes niote 

man-lotus to pioduce one unit hee compaied to.Japan) accounts for 

higher domestic prices. Because pm ices in the expoi t market ate lower, profit 

maltgins ate also lowet but thiis is compensated for by the latge volumnes 

expol ted. 

The Iocal assemlblel s a e subsidtal ies of' foreign compatnies and are able 

to inti cede fIm component makers in the latters' search for toreign contacts 

and get ci edit for it. 'he assemblet is also in a position to change the export 

pi ice becatise it usually exporms to its parent company or deals with other 

foreign eal kets through the parent company. 
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The magnitude of the areas in the Takacs model identified as net welfat e 
losses and transfers can be calculated based on the actual valles of the plicy 
parameters , t( xK, and 6, and observed values of prices, quantities, and 
the premium paid for export invoices for compensatory expoi ts. The data 
used in calculating the effects of the domestic content and compensatoiy 
export requircmcnts are as follows: 

Variable Value 

IT 0.05 

tA 0.6325 

tK 0.3795 

XK 0.2244 

0.2223 

PA* 387152 
PA 485700 

QA 21658 
DA 26101 

T 0.5133 

Vc 1,967,000,000 

Measure and Year 

percentage of the value of export receipts paid to the 
exporter of components for receipts to be credited for
 
purposes of fulfilling the compensatory export
 
requirements (1992)
 

price-increasing effect of the 50 percent tariff on CBUs
 
taking into account the fact that the tariff-inclusive price is
 
the base for the 15 percent excise tax, and the
 
tax-inclusive price isthe base for the 10 percent
 
value-added tax (1992)
 
price-increasing effect of the 30 percent tariff on CKDs,
 
taking into account the 15 percent excise tax and the 10
 
percent VAT (1992)
 
actual compensatory exports for CKDs, i e., the ratio of
 
auto-related exports to the value of CKD imports (1990)
 
average physical domestic content ratio (1990)
 

price of imported 1.6L CBU car (1992)
 
price of locally assembled equivalent (1992)
 

number of cars assembled (1991)
 
number of cars bought plus imported (1991)
 
share of component cost inthe final cost of the
 
assembled car (1992)
 
value of components production computed as (ration of
 
components export to car sales in 1990) x (car sales in
 
1991) / (1- ratio of components exports to production in
 
1990)
 

Tentative estimates of the magnitude of the welfare effects were coin
puted (Table 9) using the aforementioned data, the equations for the areas, 
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rABLE 9 

WELFARE EFFECTS OF PROTECTION INTHE CAR INDUSTRY, 1992 

Assumed parameters 

Premium on local parts 

Demand elasticity: cars 

Supply elasticity: cars 

parts 

Consumer loss 

(adek) 

Transfer to assemblers 

(nlik) 

Efficiency loss, cars 

(def + lhi) 

Transfer to parts manufacturers 

(oqtu) 

Efficiency loss, parts 

(qrt) 

Total transfer to producers 

(nlik +oqtu) 

Total efficiency loss 

(def+ Ihi +qrt) 

Consumer loss per unit 


assembled (P)
 

Efficiency loss per unit 


assembled (P)
 

(Pmillions) 

0.05 0.05 0.05 

1 0.5 1 

1 1 2 

1 1 2 

2,833.1 2,702.6 2,833.1 

743.5 743.5 710.6 

293.7 163.3 326.6 

95.9 95.9 93.4 

2.5 2.5 4.9 

839.4 839.4 804.0 

296.2 165.8 331.5 

130,806 124,804 130,806 

13,676 7,655 15,306 
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and assumed elasticities of demand of-0.5 and -1.0 and elasticities of supply 

of 1.0 and 2.0. 

The results show a loss to car buyers of 1P2.7 to P2.8 billion a year, 

transfers from buyers to assemblers of 1P711 million to P744 million, and 

efficiency losses of"P163 million to 11327 million. In the components market, 

the transfers to manufacturers range fiorm P93 to P96 million, while the 

efficiency losses are between P2.5 and P4.9 million. The total efficiency losses 

are between P166 to 1P332 million. 

These figutes serve to illustrate tile impact of protection on the car 

industry, but are tentative lot the following reasons: 

(a) 	The model assumes a competitive assembly industry, when in reality 

entry is limited to a few participants. Tile results are therefore 

undet stated. 
(b) 	 For lack of elasticity estimates based on actual Philippine data, the 

elasticity assumptions in the Takacs model fot the Uruguayan mar

ket are used. 
(c) 	A number of interviews were conducted with three components 

mantlacturers, one assembler and tile association representative 

for cars and for car pal ts. Their verbal estimates of pi ice differ ences 

rather than actual recorded data wet e used in assessing the an ange

me'its described in the Takacs model obtained here. In fact, the 

estimate oft he export premium catte f om only one pat ts supplier, 

since it was vM difficul to get unambiguous answers from tile lest. 

(d) 	The comitne (ial vehicle industry is not included in these estimates, 

even if they purchase their parts from the same component manu

facturel s. 
(e) 	The estimate of the compensatory export requirement used includes 

only auto-related exports rather than both atuto and non-atuto, which 

are allowed in the CDP until 1992. Including the latter would result 

in a 59.7 percent foreign exchange self-sufficiency rate (equal to 

total net foreign exchange ci edits divided by total foreigi. exchange 

used). I.ikewise, tile domestic content ratio used only includes local 

physical content and excludes the "assembly allowance" of 15 pet'

cent. 
(f) 	The data spais three years because of the diffictlty of obtaining a 

consistent set for a single year, or of interpolating from what is 

available for one year. 
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(g) 	The values for t,j. 1K, RA* and P are foT one pal liC. lai model, a 1.61. 
gasoline engine manual transinission, latlie thall . \el ae of 

tarifls anld prices of all models. 

The model indicates that the piotective iegint keeps tar piices high, 
maintains high-cost domestic pi odlction of cal s and (al componen ts, and 
transfel s large aiouns to special interest gl o[ps. I lUJ)Ol t I estl ictions and 
higher car prices encourage greater ouput from assemil)lels, but the local 
con tent and cofl)ensatory expolt I equil emen ts aI ml Ills on (KI)s discour

age poduction by increasing input (osts, the net effect (lependI s on the 
lelative stiengths of each element. ('oXnsidemlg thal asenlihl' is huited to 
thlee firms only, even if they are constlaiuled wilh Iespe I to tile nnlnmber of 
models to ploduce, mole lather tian less assemohld Cai s is ihe net elfect of 
the Iegulations. Hence, the consulnfel loss ftmn higher p1ites replesen!is 

parily a tmansfel to assemllblel s, and pam tly an efficlent y loss due to ilt Ieased 

domestic assellibl, of cars at a highel tost thall the wso ld )i Ice((of CBULs. 
('.omponenlts Ilanllfacurels ame fvo ed hy a1,ll,spec ts of the prote tive 

Ieginle: the talilion ("1K)packs pl otet Is them f oni impo rted componenls, 
the tariff'on (:llis andl iestrictmons oil Imports maintains doillestic assembly 
operations and the demand foi components, thle(lo( alt ontent Iecliiement 

forces ., ,emlilei s to use lo al pai ts and the conpemsatol, t'Xpon t Iequn e
menit imc cases the demand for pam is to be expo ted. All these inc ease tl 
demand for components, raising pi ices anld oaItl)tt. Pal t of tle consuimem 
loss 1,om hmgher car pi Ices is a tiansfe to components make s, and anotlhe 
pamt an efficiency loss due to highel cost of producing components domes
tically mat her than importing them at lower world prices. 



CHAPTER 7 

Summary and Conclusions 

In 1990, a detailed and exhaustive study was made of every attempt at 
significant trade refoim undertaken by developing countries after the war 
(Papageorgiou et al. 1990); this covered the course of liberalization in 19 
countries during 36 reform episodes. The results were found to be encour
aging and in some cases ;urprising, for two reasons. One is that the transi
tional costs of liberalization seem smaller than feared: the balance of 
payments did not deteriorate in most reforming countries, its effects on 
employment were small and was associated with higher output instead, and 
the distribution of income did not necessarily worsen since there was no 
proof that low-income groups gained nor were worse-off. 

The second is that despite tile complexities of the process and the 
different circumstances suriounding each program, the successful ones had 
common elements. lrominent anong these was momentum because pro
grams that started boldly and followed through proved durable, as in the 
cases of Chile and Greece. The other elements identified were (a) competi
tive real exchange rates which usually began wit:. - lepreciation and avoided 
sharp fluctuations, (b) prudent macroeconomic policies wherein budget 
deficits were kept smaller than output, (c)properly sequenced reform, and 
(d) political stability. Thus, a weak or hesitant approach, expansionary fiscal 
and monetary policies, and capital-market preceding trade liberalization 
were associated with lhilures. Credible pre-announcement of further mea
sures also meant either full or partial survival, and initial economic condi
tions promoted success to the extent that they promoted bold reforms and 
the policies needed to back them up. 
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But the clearest finding is that a decisive reduction in import resti ictions 

generally led to success; this in fact was the only critical element for the 

survival of reform. Six yeals also seemed to be the minimun duration for a 

program to last indefinitely. Furthermoi e, the longer the distoi ting policies 

had been in place, the harder it was for reloinm to succeed. Therefore, a 

failut e in the initial attempt means that the second shotuld be bold since a 

history of failures tnde: mines the credibility of refoi in. 

File main ,esults of this paper may be summarized as follows: An 

accounting of commodities stibjected to :npoit regulations shows that a 

significant nuiriber were eithei rest:icted aftei being libeialized, libeialized 

after being lestrlcted a sec()nd time, liberalized twice in a row, lihbealized 

but not ii Cimilar 10)29, double-c(ointetd, mentioned as liberalized but 

having no spe ific PS( Cs, or otld not be tra ed to p: evious 1egulations. In 

the same w Lt',I ists A, 11,and C (ontain those alieady libeialized, those n ot 

listed In (ii cilar 1029, oi double-counted. A substantial nuribe: a: e also not 

found in the lists which appealed in Circulai 1029. Likewise, the latest 

consolidating Circular includes items which are not found in either the lists 

or Circulai 1029. This indicates that the implementation of the programn was 

less than sstematic, even if( ritera are said to exist. 

Takilg the above into account yields 25) remaining :egulated com

modities, which exceeds the official count of 17't by 76 items or the number 

that was left out of the lists by CiIcular 1389. Half (50.1 percent) of the 

universe of conmmodities was suiblect to :estrictions at any time in the last tvo 

decades, and 91.8 pli cent have been libelalized although this excludes 

several whose )S("CTs were not spe fied. The i emainder mainly consists of 

machiney and tianspo:t eqtipmeint, food, and chemicals. The import 

licensing criteria indicate that many a:le iestiicted for national security, 

public health and safety reasos, the rest a:e iegulated to protect domestic 

indust tiy. The procedures suggest wide discretionaiy povet s exercised by the 

agencies implementing these :egulations, and arbitrary decisionmaking is 

possible if not inevitable. 

The chal actei istics of both regulated and liberalized commodities en

abled tis to explain their relative piices and import levels. lowever, the 

expected changes in p,ice iatios and imports after liberalization occui red 

only for some goods, perhaps because of any of the following reasons: 

(a) the timne period covered was not long enotgh or it is too early to establish 

the effects for those liberalized much later; (b) tariffs are effective in 

maintaining the price gaps; (c) quality differentes preclude any disciplining 
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effect on prices; or (d) domestic conditions deter local producers from 
competing with relaxed inpoi ts. 

The iridustries pi oducing the regulated and liberalized goods as of 1992, 
as well as those that wei e never subject to import regulations were examined 
separately and compared with manuficturing as a whole. The protected 
industries, on the average, employed the most workcis, paid the highest 
wages, used the largest amounts of capitail, had tle most foreign equity, 
contributed the highest value-added, and were the most concentrated 
among the three sectors. The liberalized sector averages were closesc to that 
of manufacturing. Between 1983 and 1988, concentration ratios did not 
change significantly even though many resti ictions wei e lifted fiom 1986 to 
1988. 

The regi.:: ion results showed that foreign equity is significantly posi
tively correlated with the likelihood that an industry is protected by import 
iestrictions. Prize ratios, as an indicatoi of the intensity of esti ictions, are 
correlated neg'itively with industiy size and positively with foi eign equity and 
concentration ratios, as expected, but they ame not significant. As a measure 
of the ability of industliCs to be price-setters, the price ratio has a positive 
relationship both with tants and with industry size hut a negative relation
ship with concentiation latios and protection, although none were signifi
cant. 

Further tests showed that industrial concentration is significantly posi
tively correkted with the presence of import restrictions and negatively but 
not significantly con eHltel with tariffs. The price-cost markup, which is a 
measure of price-setting ability, is significantly positively correlated with 
concentration ratios. 

As an illustiation ofwelfare effects of pi otection, the automotive assem
bly industry reveals huge consumei and efficiency losses and large transfers 
to assemblers and ccmponents manufacturers because of a combination of 
import restrictions, tariffs, and local content and compensatoiy export 
requirements. It is likely that ,mpor',restiictions cause prices to differ more 
than just tariffs (Jo, as in the example where the selling price of the locally
assembled car is 95.2 percent higher than the price of the CBU equivalent, 
and tariff's are only 50 pei cent. Removing these restrictions or convei ting 
them into iai iffs would be a laudable first step in transferring revenue to the 
government and reducing consumer and efficiency losses. 

To conclude, import controls have undoubtedly become a permanent 
featu e of the economy, considering that three decades ago, the government 
declai ed that it should not be so. From the original intent of rationing scarce 



366 CATCHING UP WITH ASIA 'STIGERS 

foreign exchange, industry protection became the justification for the im
position of sevcral restrictions. This would have been reasonable if this 

strategy was pus.'d based oil a-i industrial piiority system, with clear 
criteria. But even tile principles f essenIality and local sufficiency were 
short-tei m constructs. Once institited, controls were difficult to iemove, as 
is borne out by the recei. iineraliiation iecoi d.Facility of implementation 
resulted in an unsystematic phasing and sequencing, again traceable not 
merely to the lack of' definite criteria but to the ;Osence of an industrial 
ranking system once again. The lack of decisiveness or comminment by the 

government, manifested in the reimposition of restrictions or subscription 
to outdated thinking, has also made lobbying effective. 

Trade policy has therefore determined the structure of industiy rather 

than the other way around, with nontariffimport conti ol being a significant 
policy tcol. This is unfortunate t)ecaue import iestrictions are more distor
tive than tariffs since they disallow the price mechanismi from working, and 
me neithei fixed noi ti ansparent. Inefficiencies ai e even ifoo e costly if they 
tike place in strategic industuies, such as chemicals, which in Fact comprise 
palt of the reniaidei. For the other "hardcore" items such as machinery 

and equipment foi local content progi ains, tile inellliciencies are classic and 
affect consumer welfare. Even within an imperfectly competitive fr'amework, 
quotas allow fi-ms to create market powei whei e none existed before, or 
inciease it moie than tai Ms do. Our( egression tesilts have shown that 
indeed, the presence of QRs is coi related with high industrial concentration, 
which in turn is asociated with large pi ice margins. I'heir c.ntinued protec
tion is thus cause for concern. 

The cumulative effects of all libeialization episodes will pi obably be felt 
over a longer period of time than the four years that have passed since the 
last deregulation ofiipoi tant items. For those whose pi ice ratios and import 
levels are not responsive to delisting, other reasons could be more constrain
ing. Unfavorable domestic conditions such as poor infrastructure stand out 

as a hindrance to the competitiveness of our industries. Therefore, it ,s 
impe ative that this constraint is dealt with before one ('xpects an improved 

performance. Nevei theless, the "ineffectivenes.'" of liberalization in these 
cases is not a justification for continued restrictions, knowing that the 

decisive removal of QRs is crucial to success. The hesitant or unsystematic 
manner in which the ILP has been implemented has undermined the 
credibility of ieform. It seems that the obvious - the commitment of the 
government as the key to a sustainable reform process - has escaped the 
policymakers themselves. 
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APPENDIX 2 

REMAINING REGULATED COMMODITIES 
(as of June 1994) 

PSCC Description 

001.4109 Other live poultry of a weight not exceeding 185 g,n.e.s.
 

001.4901 Chickens, live, exceeding 185 g,for breeding
 

001.4902 Chickens, live, exceeding 185 gother than for breeding
 

001.4909 Poultry, live, exceeding 185 g,n.e.s.
 

001.9900 Other live animals chiefly for food, n.e.s.
 

011.3000 Meat of swine, fresh chilled or frozen, n.e.s.
 

011.4100 Chickens, killed or dressed, fresh chilled or frozen
 

011 4200 Ducks and geese, killed or dressed, fresh chilled or frozen 

011.4300 Turkeys, killed or dressed, fresh chilled or frozen
 

011.8902 Poultry meat, n.e.s., fresh chilled or frozen
 

011.8903 Meat, fresh chilled or frozen, n.e.s.
 

012.1100 Bacon
 

012.1200 Ham and shoulders, dried, salted or smoked
 

012.1300 Pork, salted
 

012.1900 Other dried, salted or smoked meat of swine
 

012.9201 Chicken meat, salted, inbrine, dried or smoked not inairtight containers
 

012 9901 Meat meal and flour, fit for human consumption 

012.9903 Poultry liver, salted, inbrine, dried or smoked
 

012.9904 Edible offals of swine, salted, inbi ine, dried or smoked
 

014 2100 Sausages, all kinds, not inairtight containers 

014.2200 Sausages, all kinds, inairtight containers
 

014.9101 Bacon, inairtight containers
 

014.9102 Ham, inairtight containers
 

014.9103 Pork, inairtight containers
 

014.9104 Pork luncheon meat, inairtight containers
 

014.9109 Meat and meat preparations, inairtight containers, n.e.s.
 

014.9201 Chicken meat, inairtight containers
 

014.9209 Other poultry meat, in airtight containers
 

014.9300 Meat pastes and spreads
 



375 A REVIEW OF THE REMAINING IMPORT RESTRICTIONS 

APPENDIX 2(CONTINUED) 

PSCC Description 

014.9900 Other prepared or preserved meat and edible offals, n.e.s.
 
041.1000 Durum wheat, unmilled
 
041.2000 Other wheat (including spelt) and meslin, unmilled
 
042.1102 Non-glutinous rice inthe husk, for propagation
 
042.1109 Rice in the husk, for purposes other than propagation
 
042.1201 Glutinous rice husked but not further prepared
 
042.1202 Non-glutinous rice husked but not further prepared
 
042.2101 Glutinous rice, semi- or wholly milled, whether or not polished or glazed
 
042.2102 Non-glutinous rice, semi- or wholly milled, whether or not polished or
 

glazed
 

042.2103 Non-glutinous rice for emergency importation
 
043.0000 Barley, unmilled
 

044.0100 Maize (corn), unmilled
 
044.0200 Corn seed, all varieties, for propagation
 

045.1000 Rye, unmilled
 

045 2000 Oats, unmilled
 

045.9200 Sorghum, unmilled
 

045.9900 Other cereals, unmilled, n.e.s.
 
046.0200 Groats, meals and pellets of wheat, including meslin
 
047.0202 Meal, groats and pellets of maize
 
048.1101 Barley, pearled, rolled or flaked
 
048.1102 Maize, kibbled
 
048.1103 Oats, kibbled or rolled
 
054.1100 Potatoes, fresh
 

054.5101 Garlic, fresh or chilled
 

054.5102 Onions, fresh or chilled
 

054.5909 Cabbage, fresh or chilled
 
054.8101 Manioc (cassava), fresh or chilled
 

054.8103 Sweet potatoes (camotes), fresh or chilled
 
071.1101 Arabica coffee, raw or green, not roasted
 
071.1102 Coffee, raw or green, not roasted, n.e.s.
 
071.1103 Coffee husks and skins
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APPENDIX 2 (CONTINUED) 

PSSC 	 Description 

071.1104 Robusta
 
071.1201 Coffee, roasted, uiiground
 

071.1202 Coffee, roasted, ground
 

071.1203 Coffee, roasted, ground, decaffeinated
 
071.1300 Coffee substitutes containing coffee
 

071.2000 Extracts, essences or concentrates of coffee and preparations with a
 
basis of those extracts, essences/or concentrates 

081.2100 Bran, sharps and other residues from the shifting, milling or working of
 
rice or maize
 

081.9304 Corn gluten feed and other residues from the manufacture of starch
 

269.0101 Used clothing
 
322.1000 Anthracite, whether or not pulverized but not agglomerated
 

322.2000 	 Other coal, whether or not pulverized but not agglomerated
 

323.1100 	 Briquettes, ovoids and similar solid fuels manufactured from coal
 

334.1101 	 Gascline, aviation
 

334.1102 	 Gasoline, motor
 

334.1901 	 Petroleum naphtha
 
334.2100 	 Kerosene, including kerosene type jet fuel
 

334.3001 	 Diesel oil
 

334.3009 	 Gas oil, n.e.s.
 

334.4001 	 Bunker fuel
 
334.4009 	 Fuel oils, n.e.s.
 
334.5101 	 Lubricating oil
 
334.5102 	 Lubricating oil
 

334.5104 	 Lubricating oil base stock
 

334.5105 	 Lubricating oil base stock
 

334.5109 	 Prep. n.e.s. or inc., cont. not <70% by weight of petroleum oils or those
 
obtained from bituminous minerals
 

341.3902 	 Liquified petroleum gas
 

511.3901 	 Chloroflourocarbon
 
513.7101 	 Acetic anhydride, commercial
 

513.7102 	 Acetic anhydride, USP and NF and reagent grades
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APPENDIX 2 (CONTINUED) 

PSCC Description 

522.2300 Nitric acid; sulphonitric acid
 
523.1400 Chlorates and perchlorates (incl. potassium chlorates and perchlorates)
 
523.2100 Nitrates and nitrites
 
523.2500 Sodium cyanide
 
541.3100 Penicillin and derivatives
 

541.7104 Penicillin
 
541.7119 Other antibiotics, n.e s.
 
562.1100 Ammonium nitrate, whether pure or not pure
 
584.2100 Cellulose nitrates, non-plasticized
 
591.1001 Agricultural insecticides
 
591.1002 Insecticidal preparations with a basis of Paris green (copper
 

aceto-aisenite)
 
591.1004 Fumigants, soil and grain
 
591.1009 Insecticides informs or packs for retail sale or as preparations or as
 

articles, n es. 
591 2000 Fungicides informs or packs for retail sale or as preparations or as
 

articles
 
591.3000 Weed killers (herbicides) in forms or packs for retail sale or as
 

preparations or as articles
 
591.4901 Rat poisons
 
591.4902 Anti-sprouting, parasiticidal and similar products
 
592.1200 Wheat gluten, whether dried or not dried
 
625.9103 Automobile tubes, of all sizes, used
 
625.9107 Truck tubes, of all sizes, used
 
625.9901 Automobile tires, of all sizes, used
 
625.9907 Truck tires, of all sizes, used
 
625.9919 Other tires for agriculture, construction and industrial equipment, n.e.s.
 
699.6915 Coin blank essentially of steel
 
699.7503 Coin blank essentially of nickel
 
699.7705 Coin blank essentially of zinc
 
699.7804 Coin blank essentially of tin
 
699.7905 Coin blank essentially of aluminum
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PSCC 	 Description 

699.8141 	 Doors, window frames and other structural parts, of copper 

699.8146 	 Pre-fabricated and sectoral buildings and assemblies and parts thereof, 
of copper 

751.8201 	 Photocopying apparatus with optical system 

751 8202 	 Contact-type photocopying apparatus 

751.8203 	 Thermocopying apparatus 

781.0100 Passenger cars (excl. buses), diesel or semi-diesel, CKD (to be 
imported by assemblers) 

781 0200 Passenger cars other than diesel or semi-diesel, with not more than 4 
cylinders, CKD (to be imported by assemblers) 

781.0300 	 Passenger cars other than diesel or semi-diesel, with 6cyclinders, CKD 
(to be imported by assemblers) 

781.0400 	 Passenger cars other than diese' or semi-diesel, with more than 6 
cylinders, CKD (to be imported by assemblers) 

781 0500 Jeeps and similar vehicles with 4 cylinders CKD (to be imporled by 
assemblers) 

781.0600 Jeeps and similar vehicles with 6 cylinders CKD (to be imported by 
assemolers) 

781 0700 Passenger carc 

781 0800 Passenger cars other than diesel or semi-diesel, with not more than 4 
cylinders, assembled, new 

781.0900 Passenger cars other than diesel or semi-diesel, with 6 cylinders, 
assembled, new 

781.1100 Passenger cars other than diesel or semi-diesel, with more than 6 
cylinders, assembled, new 

781 1200 Passenger cars, diesel .r semi-diesel, used 

781 1300 Passenger cars other than diesel or semi-diesel, with not more than 4 
cylinders, used 

781 1400 Passenger cars other than diesel or semi-diesel, with 6cylinders, used 
cylinders, used 

781 1500 Passenger cars other than diesel or semi-diesel, with mo,"e than 6 
cylinders, used 

781.1600 	 Jeeps, jeepsters and similar vehicles, new 

781 1700 	 Jeeps, jeepsters and similar vehicles, used 
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PSCC 	 Description 

781 1800 Station wagons, new
 
781 1900 Station wagons, used
 
781 2300 Components, parts and/or accessories for passenger car assembly
 
781 2800 	 Passenger road motor vehicles, n e s 
782 1100 	 Specidlly fabricated logging trucks 
782 1200 	 Dumpers (dump trucks) 
782 1400 Motor vehicles for goods transport (ncl armored, non-fighting 

vehicles), used 
782 1500 Trucks, diesel or semi-diesel, CKD and specially fabricated for assembly 
782 1600 Trucks other than diesel or semi-diesel, CKD and specially fabricated 

for assembly 

7822100 Crane lorries 
782 2200 Motor pump vehicles with apump usually driven by the vehicle's engine 
782 2300 Mobile radiological units 
782 2400 Lorries with built-in concrete mixers
 
782 2801 
 Special purpose motor lorries, trucks and vans, n e s , unassembled
 
782 2802 Special purpose motor lorries, trucks and vans, n e s, assembled
 
783 1100 Buses and coaches, diesel or semi-diesel
 
783 1400 
 Buses and coaches, other than diesel or semi-diesel 
783 1600 Public service type passenger motor vehicles other than diesel or 

semi-diesel, ne s 
783 2000 P,o.c' tractors for semi-trailers 
784 1100 Passenger motor car chassis fitted with engines, diesel or semi-diesel 
784 1200 Passenger motor car chassis fitted with engines, other than diesel or 

semi-diesel 
784 1300 	 Motor vehicles chassis fitted with engines, for the transport of goods or 

materials and for special purposes diesel or semi-diesel 
784 1400 Motor vehicles chassis fitted with engines, for the transport of goods or 

materials and for special purposes other than diesel or semi-diesel 
784 1500 Completely knock-down components when imported from one or more 

countries for assembly of trucks upon prior authorization and 
certification of the BOI 

784 1800 Road motor vehicle chassis fitted with engine, n e s 
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PSCC Description 

784 2200 Motor vehicles bodies and/or shells (other than for trucks and buses) 
and cabs (to be imported by assemblers) 

784 9100 Parts and accesories for crawler tracklying tractors 

784 9400 Accessoies for road vehicles, n e s 

785 1300 Motorcycles (ncl all types of motorized cycles) and sidecars, 
assembled 

785 1400 Motorcycles, CKD, excl batteries (to be imported by assemblers) 

785 1500 Scooters, unassembled 

785 1600 Scooters, assembled 

785 1700 Other motorized cycles, n e s , unassembled 

785 1800 Other motorized cycles, n e s , assembled 

785 3901 Motorcycle and sidecar parts (excl rubber tires, engines, electric parts, 
CKD parts and storage batteries) 

793 1000 Warships of all kinds 

892 8301 Banknotes, not yet currency or legal tender inany country 

961 0000 Coin (other than gold), not being legal tender 

971 0104 Gold (inc platinum-plated gold), unwroughted or semi-manufactures 
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