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Introduction
Direct ownership of production enterprises has not traditionally been a
major form of government intervention in the Philippine economy. The
dominant influence of government on technological choice in the
Philippines can be found in the nature of policies adopted or, to use the
terminology of Stewart, I the macro-policies that affect the external
environment in which micro-level technological decisions are made.
Although the focus of this paper is on macroeconomic, trade and
public investment policies,other aspects of the government's role in
influencing technology choice by private decision-makers will also be
addressed, such as institutional and organizational sources of observed
policy biases.
It is important to understand how technological decisions made by
private 'micro-productive units' are affected by changes in the macroenvironment resulting from government policies. In a positive (or
objective) sense, this is necessary because of the intimate link between
technological decisions and the pattern of technical change on the one
hand and development processes on the other. The manner in which the
scarce resources of a developing country are used in production not only
affects the quantities and prices of goods produced, but also the present
and future distribution of costs and benefits among the population.
Normatively, technological choices need to be made that support a
country's development objectives and strategy.
This paper first describes the general character of Philippine economic
performance since 1949 and how it has been affected by the major policy
developments during this period. The repercussions of government policies
on various facets of the national economy that constrain the choice of
technologies are then examined. These policies have affected industrial
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incentives, agriculture's share of economic activity, the trade structure, the
potential for small-scale production and regional dispersal of industries,
employment, income distribution, and the structure of demand. The paper
ends with a discussion of the implications for appropriate technology policy
and of the political economy factors influencing past and prospective
changes in macro-policies and the external environment in which microlevel technological choices are made.

Postwar economic performance and economic policies
Until the late 1970s, the postwar performance of the Philippine economy
seemed impressive, if judged solely in terms of growth of aggregate output.
The gross national product in real terms increased at an average annual
rate of about 6 per cent over the three decades from 1949 to 1979. Even
with the country's rapid population growth, the average increase in per
capita income slightly exceeded 3 per cent per annum.
Philippine economic growth slowed sharply in the 1980s. In fact, during
the period from 1980 to 1985, real GNP registere(j an average annual
growth rate of -0.5 per cent; in 1985 the country's per capita GNP had
fallen to the 1975 level. Before the foreign exchange crisis in late 1983, the
marked deceleration in national income growth was commonly attributed
to recessionary conditions in the industrialized economies, the intensification of protectionism in those countries' markets and the steep fall in world
commodity prices. The economies of neighbouring Asian countries, however, were not as severely affected by these same factors. The corresponding growth rates are significantly higher not only (as one might expect) for
South Korea, Taiwan, Hong Kong and Singapore - the Asian Newly
Industrializing Countries (NICs) - but also for the other ASEAN countries
with which the Philippines can be more naturally compared, namely,
Indonesia (3.5 per cent), Thailand (5.1 per cent), and Malaysia (5.5 per
cent). Each of these neighbouring Southeast Asian economies also grew
faster than the Philippines in each year since 1980.
In addition to the failure to sustain rapid growth through the 1980s,
another major blemish in the postwar development record of the
Philippines has been the highly unequal sharing of the benefits of economic
growth. Family income distribution has remained heavily skewed (Table
1). Only a relatively small segment of the population benefited from the
substantial postwar gains in national income. Income inequality reflected,
in part, the severe underutilization of the labour force. High rates of
unemployment and underemployment, which characterized the Philippine
economy through the late 1970s,2 worsened in the 1980s.
The increasing number of unemployed and underemployed has been
accompanied by growing poverty in an already low-income economy.
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Table 1 Distribution of household income. 1956-85

Percentage of total household income
Income distribution

1956

1961

1971

1985

Top 10 per cent
Top 20 per cent
Top 40 per cent
Bottom 20 per cent
Gini coefficient

39.4
55.1
74.9

41.0
56.4
75.7

36.9
53.9
75.0

37.0
52.6
72.8

5.2

4.5

4.2

3.8

0.48

0.50

0.49

Source: National Census and Statistics Office, Family Income and Expenditure Surveys
(1956, 1961, and 1971 I, National Economic and Development Authority, Medium- Term
Philippine Development Plan 7987-7992.

Indeed, poverty lies at the heart of the employment problem; the conventional measures of unemploym'ent and underemployment are only
imperfect indicators of the employment challenge facing Philippine
policy-makers. According to government estimates, the incidence of
poverty (defined as the proportion of families whose incomes are below
specified poverty lines) among Filipino families increased over the period
from 1971 to 1985 from 49.3 per cent to 59.3 per cent for the entire country
and from 55.6 per cent to 63.7 per cent for rural areas. 3 Since the incidence
of rural poverty is higher than urban poverty and nearly 70 per cent of the
population live in rural areas, rural families account for nearly 75 per cent
of the total poor.
There is also an important regional dimension to the income distribution
problem in the Philippines. Historically, economic activity has been highly
concentrated in Manila and the surrounding areas. Table 2 shows the
income disparities among the country's 13 regions in terms of per capita
gross regional domestic product (GRDP) at 1972 prices in 1978, 1980,
1982, and 1984. Metro Manila's per capita GRDP was more than double
the next highest, and more than five times the lowest among the remaining
regions in each year.
The above statistics suggest that AT in the Philippine context should be
directed at three primary objectives: sustainable economic growth,
employment and poverty alleviation. Past technology choices have
generally not promoted these objectives.
Technological decisions are, of course, not made in a vacuum. As
pointed out above, the environment in which technological choices are
made is influenced by the macro-policies that the government adopts. The
remainder of this section briefly describes the major changes in Philippine
economic policy since 1949. Specific policies and the processes through
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Table 2 Per capita gross domestic product by region: 1978-84 (in pesos
at 1972 prices)
RegionlYear

1978

PHILIPPINES
Metro Manila
!locos Region
Cagayan Valley
Central luzon
Southern Tagalog
Bicol Region
Western Visayas
Central Visayas
Eastern Visayas
Western Mindanao
Northern Mindanao
Southern Mindanao
Central Mindanao

1,808

1,917

1,950

1,790

4,631
878
1,106
1,517
2,060
823
1,612
1,629
770
1,104
1,509
1,876
1,237

4,912
967
1,175
1,615
2,100
907
1,684
1,769
823
1,227
1,591
1,863
1,305

4,966
1,021
1,128
1,735
2,075
833
1,769
1,771
832
1,233
1,606
1,784
1,483

4,476
974
960
1,561
1,947
781
1,596
1,665
733
1,111
1,416
1,727
1,411

1980

1982

1984

Source: National Economic and Development Authority, Philippine Statistical
Yearbook, 1985.

which they have affected technological choice will be discussed in more
detail in subsequent sections of the paper.
Four phases in the postwar evolution of Philippine economic policy can
be usefully distinguished, and they correspond closely to the four decades
from the 1950s to the 1980s. The first, spanning the entire decade of the
1950s, was dominated by the comprehensive system of direct controls on
imports and foreign exchange introduced in 1949-50 as a policy response to
a severe balance of payments problem. In September of 1946, a legislative
act had granted special tax exemptions to 'new and necessary industries';
however, it was not until the early 1950s, when the substantial benefits
from import and exchange controls became evident, that a significant
number of industrial firms registered for the exemptions. Another major
aspect of economic policy in the 1950s was the severe overvaluation of the
domestic currency (which retained its prewar exchange rate of 2 pesos per
SUS).
The resulting economic and political environment stimulated the
production of import-substituting industrial consumer goods in the
early years, but effectively penalized backward integration, agricultural
productioT) and exporting. The incentive structure also encouraged largescale, capital-intensive production and geographic concentration of industries in and around Manila. The chronic trade deficits of the 1950s,
particularly severe during the second half of the decade, reflected the
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increasing import dependence of domestic industries and the inability to
stimulate new exports.
The second phase began with the gradual lifting of import controls and
exchange rate adjustment to 3.9 pesos per SUS, in 1960--62. These policy
changes did not qualitatively change the incentive structure, which
favoured import-substituting industries, because a highly protective tariff
system was enforced. This tariff system had been introduced in 1957 but
was made redundant at that time by the import and foreign exchange
controls. However, the policy reform gave smaU producers greater access
to imported inputs. Before the reform, importers were able to charge
higher prices for restricted import goods; after it, the government was able
to collect more revenue from tariffs.
Two important sectoral policy developments occurred during the second
half of the 1960s. One was the promotion of modern high-yielding varieties
(HYVs) of rice through extension, credit and fertilizer programmes. After
their introduction in 1966, the use of HYVs spread rapidly and helped
markedly increase rice output through the en(1 of the decade, reflecting a
high degree of supply responsiveness among Filipino farmers to anew,
demonstrably superior technology. The other significant policy development was the implementation of a new comprehensive approach to
stimulate industrial investment, based on the Investment Incentives Act of
1967. This act also created the Board of Investments (BOI) which was
empowered to determine preferred areas of investment through its Investment Priorities Plan and to grant incentives to BOI-registered enterprises.
Still largely oriented to import-substitution, this approach was also biased
toward capital-intensive manufacturing industries. 4
Expansionary fiscal and monetary policies adopted by the new Marcos
government during the second half of the decade resulted in a significant
rise in the inflation rate and a sharp deterioration in the trade balance. In
late 1969, a foreign exchange crisis again developed.
The third phase, occurring in the 19705, represented a major effort by
the government to adopt an outward-looking development policy while
substantially increasing its role in the regulation of various sectors of the
economy. In February 1970, a floating exchange rate system was introduced to cope with the balance of payments problem. The 61 per cent de
facto devaluation over the year improved the price-competitiveness of
export industries, which were given a further boost by the enactment
of the Export Incentives Act of 1970. Under this act, manufacturing
enterprises registered with the Board of Investments were accorded
various sorts of tax exemptions, deductions from taxable income and tax
credits. Selective financial and infrastructural supports were also provided
to non-traditional export producers to compensate for the still pervasive
policy bias against exporting. The highly protective and distorted tariff
system was the primary source of this bias, but no attempt was made to
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deal directly with it as part of the export promotion programme in the
19708.
In response to the external shocks that buffeted the Philippine economy
during the decade, the government increasingly regulated and directly
participated in production and marketing activities. This was facilitated by
the broad powers assumed by the martial law regime imposed in
September 1972. The oil industry and the agricultural food and export
crop sectors were particularly subject to government interventions
in the 19708. Beginning in 1974 the government resorted to heavy
foreign borrowing in order to finance the mounting trade deficits and
expansionary macro-economic policies implemented during the rest of the
decade.
The fourth phase, beginning in the early 19808 and continuing to the
present day, is marked by several policy developments that can be
considered either transitional or emergency measures. In 1981, with
technical and financial support from the World Bank, the government
initiated a programme of industrial structural adjustment aimed at improving the international competitiveness of domestic industry. It included
measures to significantly liberalize the foreign trade regime through tariff
reform and relaxation of import licensing; to rationalize fiscal incentives;
and to revitalize certain industries (eg, textiles) through technical and
credit assistance. However, because of the foreign exchange crisis beginning in August 1983, some of its components (including the phasing out of
import quotas) were superseded by policy actions such as direct controls on
imports and foreign exchange designed to deal with short-term contingencies. 5 What remained relatively intact was the tariff liberalization
scheme, which gradually reduced the effective tariff protection of domestic
industry from 1981 to 1985. 6 Although a less distorted incentive structure
resulted from the tariff reform, quantitative import restrictions and
exchange rate overvaluation continued to favour manufacturing over
agriculture, consumer goods over intermediate and capital goods production, and import-substitution over export industries.
The foreign exchange crisis itself was precipitated by the political turmoil
and massive capital flight following the assassination of opposition leader
Benigno Aquino. However, underlying economic factors, reflected in the
burgeoning external debt and increasing real exchange rate overvaluation,
made a balance-of-payments crisis inevitable. 7 IMF-prescribed stabilization measures adopted by the government during the years 1984-85 led to a
10 per cent reduction in real GNP. Given the highly skewed income
distribution, the poor suffered more during the recent crisis that caused a
15 per cent decline in per capita income. A successful revolution took place
in February 1986 putting an end to the Marcos regime and installing the
new government of Corazon Aquino - lending support to the notion that
economic forces can critically influence political developments.
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The new political leadership has begun to influence the direction of
economic policy. Promotion of employment-oriented agricultural and rural
growth was announced in mid-1986 as the centrepiece of an 'Agenda for a
People-Powered Development'. A sharp increase in public spending on
rural infrastructure and improved prices for agricultural producers
are being promoted to raise farm productivity and rural incomes.
Further efforts at trade liberalization are also underway. However,
opposition is emerging from vested interests, government and nongovernment, and may significantly impede movement in the direction of
policy reform.

Industrial incentives and relative factor use
As in most developing countries, rapid industrialization has been a major
goal of postwar economic policy in the Philippines. Despite the wide
variety of policy instruments used over the years to provide incentives for
manufacturing investment, the general direction of factor use bias has
remained the same.
In the 1950s, the 'essentiality.' rule governing the allocation of foreign
exchange conferred a large windfall on industries importing capital
equipment, which was obtainable at artificially low prices due to the
unrealistic exchange rate. Thus, not only were capital-intensive industries
favoured, but within these industries the choice of production techniques
was skewed toward the use of capital. This bias was reinforced by
preferential access to low-interest loans from government financial institutions. Finally, some of the tax exemptions granted to 'new and necessary
industries' (for a period of 4 years from date of organization) were related
to the acquisition of capital and hence also biased the incentive structure
against labour use.
With the lifting of import and foreign exchange controls and exchange
rate adjustment in the early 1960s the burden of industrial promotion fell
on tariff policy and government lending. However, the highly distorted
tariff structure only served to perpetuate the low effective rate of protection on capital goods. 8
The Investment Incentives Act of 1967 and the Export Incentives Act of
1970 represent two of the most important pieces of postwar economic
legislation concerning inducements for industrial investments. The following items in the fiscal incentives package given to manufacturing
enterprises registered with the Board of Investments have an obviously
capital cheapening effect:
1. Tax exemption on capital equipment imported within seven years from
the date of registration of the enterprise. This reduced the cost of
acquiring imported capital from 10 to 20 per cent depending on the type
of capital good;
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2. Tax credit on domestic capital equipment equivalent to 100 per cent of
customs duties and compensating taxes that would have been paid on
imports of such items;
3. Accelerated depreciation allowances, deducted from taxable income.
This permits fixed assets to be depreciated up to twice as fast as the
normal rate if expected life is 10 years or less, or depreciated over at
least 5 years if expected life is more than 10 years;
4. Tax deduction for expansion reinvestment of 25 to 50 per cent for nonpioneer projects and 50 to 100 per cent for pioneer projects.
Some incentives favour labour use, such as the deduction from taxable
income of one-half of the expenses for labour training, but not exceeding
10 per cent of direct wages. Exporting firms, moreover, are provided a
wage subsidy equal to the direct labour cost in the manufacture of export
products but not to exceed 25 per cent of the export revenue.
In a systematic analysis of the overall effects of fiscal incentives to BOIregistered firms, Gregorio finds that the user cost of capital is reduced from
49 to 71 per cent (depending on whether the project is pioneer or nonpioneer, it is a new or an expansion project, capital is imported or
domestically produced, it is exporting or not etc.) while labour cost
declines 3.5 per cent for non-exporting firms and as much as 22 per cent for
exporting firms.9 At the assumed economic lifespan of the project, the
capital/output ratio fell 35.6 per cent and employment declined by 26.1
thousand workers for the BOI-registered non-exporting firms and by 6.9
per cent and 8.4 thousand workers for exporting firms. These calculated
values are based on assumptions of unitary elasticity of the factor substitution, 20-year project lifespan, and 15 per cent discount rate.
Two influences on relative factor prices are not reflected in these
estimates. One is the preferential access of BOI-registered firms to lowinterest credit - which also has a capital cheapening effect, reducing the
cost of capital 9 to 35 per cent. 10 The other is that the required minimum
wage and supplementary allowances for workers make the actual wage rate
for unskilled labour higher than its social opportunity cost. Based on
Medalla's findings, the BOI subsidy on labour use does not fully match the
difference between the market wage rate and the estimated shadow price
of labour. II Significant disincentives to employment caused by minimum
wage legislation have been documented by Armas at the firm level (in the
pineapple industry) and for two-digit ISIC manufacturing industries. 12 , 13
Changes in the composition of manufacturing output in the 1950s and
1960s are consistent with the hypothesis that the incentive system
encouraged the growth of capital-intensive industries more than those
using the country's abundant labour resources. Production in the more
labour-using industries, eg, garments, footwear, other leather products,
wood products and printed materials, did not grow as rapidly during those
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two decades as in the rest of the manufacturing sector, as evidenced by the
declining relative contribution of these industries to total manufacturing
value added (Table 2 in Bautista, Power et a/14 ). In the 1970s the trend
was reversed for some labour-intensive industries, largely because of the
rapid growth of non-traditional manufactured products accorded various
benefits under the Export Incentives Act.
Based on Hooley's estimates of partial factor productivities in Philippine
manufacturing, Table 3 shows the quantitative changes in labour employment relative to the use of capital and intermediate inputs, distinguishing
among three sub-periods during the period from 1956 to 80. 15 Apparently
use of labour per unit of either capital or intermediate input was decreasing
from 1956 to 1970, especially in the years when foreign exchange and
import controls were in effect (1956--60). By contrast, from 1970 to 1980
when the exchange rate was allowed to float and labour-intensive manufactured exports were being promoted, labour employment increased
relative to the use of intermediate inputs and (particularly) of capital.

Table 3 Average annual growth in relative input use, 1956-80 (per cent)

labour/Capital
labourllntermediate Input

7956-60

79~70

797D-80

-4.77
-6.06

-1.15
-5.49

3.98

.25

Source: Basic data from Hooley (1985).

No discussion of postwar industrial policies in the Philippines would be
complete without including the so-called eleven major industrial projects
(MIPs) which were actively supported by the government from the mid1970s to late 1983. The projects included a copper smelter, a phosphate
fertilizer plant, a diesel engine manufacturing plant, an integrated steel
mill, and a petrochemical complex. Two of the arguments used by the
Ministry of Trade and Industry in heavily promoting these large-scale,
capital-intensive projects were that they 'would produce commodities and
intermediate inputs at internationally competitive prices' and that
they would 'induce the establishment of downstream, labour-intensive
industries' .16 It was also announced that the projects would be financed
mainly from private (domestic and foreign) funds and that they would be
implemented only if they were economically viable. Unfortunately,
insufficient information was made publicly available to provide a basis
for an independent evaluation of the economic feasibility of these
projects.
The total cost of setting up the 11 projects was estimated to be close to
US$4 bn (at 1981 prices) or about 10 per cent ofthe 1981 GNP. This would
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seem a large enough sum to warrant a close examination of the macroeconomic implications, especially on demand management and the
inflation rate. Another source of anxiety was that, given the country's
increasingly limited overall borrowing capacity, these large-scale capitalintensive projects would 'crowd out' imports of capital goods for light
industry.
The MIPs were not likely to generate much employment. Some of them,
like the aluminium smelter and petrochemical complex, would even import
their principal raw materials. Very few, perhaps only those relying on
domestic raw materials and not subject to rapid technological change,
stood a chance of becoming commercially viable without heavy protection.
With shelter from foreign competition, these projects would inevitably
produce higher priced and lower quality intermediate and capital goods
(compared to what could be imported), which would hinder rather than
stimulate the development of downstream user industries. Besides being
less energy-using, the downstream user industries are more labourintensive, more regionally dispersed and have a greater export potential.
The only project completed was the copper smelter, which converts the
copper concentrates from all but one of the local copper mining companies
into copper cathodes. These companies must contribute about 30 per cent
of their current concentrate production. Foreign loans provided 75 per cent
of the funding. Of the equity, 32 per cent came from a Japanese
consortium (that was guaranteed a 9 per cent minimum annual dividend
rate), 29 per cent from the local mining companies, and 5 per cent from the
International Finance Corporation. A careful evaluation of this project has
indicated that it is at best 'tittle better than marginal from an economic
point of view'.17
When the external debt-related foreign exchange crisis began in late
1983, the government's active pursuit of the MIPs had to be dropped,
preventing the economy from being saddled with numerous white
elephants.

Incentive biases and the trade structure
While the thrust of economic policy throughout most of the postwar
period was to encourage manufacturing, those industries producing
import-substitution consumer goods were the principal beneficiaries. In
effect, domestic industries producing intermediate and capital goods, and
those oriented to the export market, were discriminated against.
In the 1950s changes in the domestic price structure resulting from peso
overvaluation and direct controls on imports and foreign exchange created
a strong bias toward the domestic production of import substitutes,
especially for industrial consumer goods, at the expense of capital goods
and export products. In the 1960s, a highly distorted and protective tariff
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system sustained the qualitative biases against backward integration and
export expansion. Tariff escalation, making import duties higher on semifinished products and higher still on finished products, encouraged
assembly and packing oper ations that depended heavily on imported
materials and capital equipment. Manufacturing value added increased
very little and industrial employment even less, because of the absence of
strong inter-industry linkages normally expected among manufacturing
industries. It is not surprising, therefore, that the contribution of the
manufacturing sector to total employment in the Philippines remained
virtually constant at about 12 per cent through the late 1960s. 18
An aggregate measure of trade bias (between importables and exportabIes) caused by domestic price policies is given by (P /P m)/(P* /p* m)
where P x and Pm are the domestic prices of exported and imported goods
and P* x and P* m are their respective foreign prices. A proportionate
change in this ratio of relative prices would reflect the net movement of the
relative domestic price of exportables vis-a-vis importables after taking
into account the concurrent change in the relative foreign price; hence it
can be interpreted to represent the dtange in the domestic price ratio due
to domestic policies. Empirical estimation of the trade bias measure has
yielded average values of 0.39 for 1950-{i1 and 0.60 for 1962-69. i Both
figures are less than 1.0, indicating that domestic pricing policies favoured
producers of import-competing goods over export producers during the
two decades. The magnitude of the bias against exports was significantly
_ --reduced, however, from the 1950s to the 1960s.
In the 1970s when exporting was being actively promoted by the
government, the trade bias measure increased to an average value of 0.76.
Since it was still less than one (and significantly so), a substantial price bias
existed in favour of import-competing production even during that export
promotion phase, in spite of the fiscal and other incentives granted to
export producers.
It is useful to distinguish between 'essential' and 'non-essential'
consumer goods imports and between 'traditional' and 'new' exports. Most
food imports are in the essential consumer good category. On the other
hand, imports of most industrial consumer goods are considered nonessential, their domestic production having been promoted through direct
trade controls in the 1950s and by high tariffs since the early 1960s.
Agricultural and mining exports are classified as traditional; since 1970 the
expansion of non-traditional or new exports, largely labour-intensive
manufactured products, has been officially encouraged.
A useful indicator of relative production incentives between two
categories of tradable goods through domestic policies is the ratio of their
effective exchange rates (EERs). EER is the number of units of domestic
currency actually paid by importers or received by exporters per unit of
foreign exchange, including related taxes and subsidies. Based on the
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annual EER estimates derived by Baldwin for 1950--71 19 and updated by
Senga through 1980. 20 the calculated ratios of the effective exchange rates
between traditional exports (TX). new exports (NX) and non-essential
consumer (NEe) imports are shown in Table 4. The first two columns
indicate a continuing bias in favour of import-competing industrial
consumer goods production to the detriment of new exports, especially
traditional exports. Also, the last column shows that new exports have

Table 4 Ratios of effective exchange rates, by product category,
1950-80
Effective Exchange Rate Ratio
Year

TXlNEC

NXINEC

NXlTX

1950
1951
1952
1953
1954
1955
1956
1957
1958
1959
1960
1961
1962
1963
1964
1965
1966
1967
1968
1969
1970
1971
1972
1973
1974
1975
1976
1977
1978
1979
1980

0.976
0.590
0.590
0.590
0.599
0.543
0.518
0.485
0.480
0.395

1.093
0.661
0.661
0.684
0.695
0.630
0.601
0.563
0.556
0.455
0.360
0.420
0.336
0.331
0.335
0.346
0.353
0.354
0.350
0.349
0.370
0.377
0.367
0.339
0.366
0.356
0.312
0.328
0.342
0.337
0.337

1.120
1.120
1.120
1.160
1.160
1.160
1.160
1.160
1.160
1.150
1.131
1.101
1.070
1.057
1.057
1.059
1.059
1.069
1.069
1.069
1.270
1.260
1.174
1.169
1.308
1.274
1.116
1.173
1.225
1.208
1.207

....-----

-- ..

0.31~

0.38
0.314
0.313
0.317
0.326
0.334
0.331
0.327
0.327
0.291
0.299
0.312
0.290
0.280
0.280
0.279
0.279
0.280
0.279
0.279

.

Source: Basic data from Baldwin (1975) and Senga (1983).
Note: TX is traditional exports; NX is new exports; and NEe is nonessential
consumer good imports.
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been consistently favoured by domestic policies relative to traditional
exports, particularly during the 1970s.
The price competitiveness of exportables and importables, relative to
home goods (non-tradables), is reflected in the real exchange rate. The
relative profitability of producing tradable goods was impaired, especially
by Philippine trade policies and, from 1975 to 1983, by aggregate demand
management, which continuously overvalued the domestic currency. 7 The
first half of the 1970s was the least unfavourable period for producers of
tradable goods; even at that time, however, the real exchange rate was
overvalued by about 20 per cent.
In significantly reducing the price competitiveness of export production,
domestic policies have encouraged an inward orientation of the industrial
structure and effectively placed a limit on the size of the market for the
products of the favoured industries. The sudden profitability of manufacturing investment directed to the protected domestic market serves to
explain the initial spurt of rapid growth in the first half of the 1950s - which
dwindled just as quickly when the limits of the narrow market base for the
products of import-substituting industries were reached toward the end of
the decade. (Thus, the average annual growth rate of manufacturing value
added (in real terms) was 12.6 per cent during 1949-56, the so-called
exuberant stage of import-substitution, but it plunged to 6.3 per cent
during 1957-61.) The inability of those industries to compete in the foreign
market reflects the inefficiencies in resource allocation and use that
resulted from the control system of the 1950s and the protective tariff
policy instituted in the early 196Os.
Despite the labour-surplus character of the Philippine economy, the
contribution of lacour-intensive manufactured products to total exports
throughout the 1950s and 1960s was very small. It may also seem
paradoxical, but can be attributed to the nature of economic policies
adopted, that export industries with lower (direct and indirect) labour
content increased their share in total exports relative to the more labourusing sectors. 21 While labour-intensive manufactured exports expanded
rapidly in the 1970s, the incentive structure favoured heavy reliance on
imported inputs, reducing the possibilities for intersectoral backward
linkages.
Not only would growth have been more sustainable had the foreign trade
regime been more neutral, but labour employment and use of locallyproduced inputs would have been greater, in view of the country's
comparative advantage in labour-intensive production. The choice of
products and the choice of productive techniques would have favoured a
greater utilization of the unskilled labour force and, because the poor
comprise the bulk of the unemployed and underemployed, greater
participation by the poor in the growth process.
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Location choice and size structure
Two related consequences of postwar trade and industrial policies are the
regional concentration of industries and the underdevelopment of smalland medium-scale enterprises. The system of import and foreign exchange
controls in the 1950s, in particular, favoured large enterprises in and
around Manila, effectively discriminating against the relatively small and
regionally dispersed manufacturing firms. The latter similarly did not
benefit much from the tax exemption privileges for 'new and necessary
industries' and the wider fiscal incentives granted to BOI-registered firms.
Indeed it is difficult for the small and the remote to deal with the
requirements of bureaucratic controls and to receive the attention from
government offices that come easily to large, Manila-based firms.
Because the favoured industries relied heavily on imported intermediate
inputs and capital equipment, there was a strong inducement to locate
plants near the source of supply, ie, Manila, the principal port. Infrastructure policy that promoted the idea of Manila as a 'metropolis of
international stature' also meant a disproportionately larger allocation of
public investment funds relative to the other regions, making Metro
Manila more attractive to industries and migrants. 23 Reinforcing these
tendencies was the need to obtain tax and credit favours from the centrallyrun financial and government institutions in Metro Manila. Indeed even
the mining and lumber companies based in the outlying regions found it
necessary to maintain large offices there.
Manufacturing growth has been very uneven, therefore, among the
country's 13 regions. According to census data, Metro Manila and the
adjoining Southern Tagalog region accounted for 49.1 per cent of total
manufacturing value added in 1948; this increased to 64.0 per cent in the
next census year 1961, and to 81.6 per cent in 1978. The inability of the
other regions to substantially expand manufacturing production has
contributed to the persistence of large disparities in regional per capita
incomes. 24
In the early 1970s, the government attempted to disperse industrial
activity away from the Metro Manila area through various policy measures.
For example, a locational ban on new industrial establishments within a
50 km radius of Manila was imposed. Its impact was greatly weakened,
however, by the numerous exceptions allowed by the Human Settlements
Commission. The exceptions to the rule were based on such criteria as
conformity with the development plan of the Metro Manila municipality or
city, location within the identified growth centres, and need for the firm to
be near an international airport.
Another regional dispersal policy made export enterprises locating in
designated areas eligible to receive a tax deduction equal to the sum of the
local raw materials costs and double the direct labour costs, but with a
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maximum allowable deduction of 25 per cent of export revenue. Also, a
tax credit was offered covering the entire amount of infrastructure
expenses incurred. by the firm. Neither of these two fiscal incentives proved
effective, as a survey on location choice of industrial firms established after
1970 has indicated. 2s The survey found that a large number of sample firms
were unaware of those incentives, as well as the available technical,
financial and management assistance, while most of the other firms
considered the economic benefits to be relatively insignificant. Most firms
indicated that market factors related to output supply and product markets
overwhelmingly dominated their location decisions. Not surprisingly,
therefore, close to 80 per cent of new firms that registered with the Board
of Investments during 1970-71 chose to locate in Metro Manila and the
Southern Tagalog region?6 The findings of another survey conducted in
1985 also indicate 'that the more recently established firms based their
location decision on much tOe same set of factors as did the old firms,
whether local or foreign ... (and that) direct government intervention(s)
... do not seem to have mattered at all'.27
To promote small industry development, as many as twelve government
agencies were directly involved in the provision of credit, labour training
and technical assistance to small- and medium-scale enterprises as of 1974when the Commission of Small and Medium Industries was created to
integrate their efforts. A subsequent survey assessing the impact of
government assistance programmes for small industries found that:
1. Less than 25 per cent of the firms surveyed were aware of such
programmes (except for the credit programme of the Development
Bank of the Philippines which was known to 72 per cent of the
respondents) ;
2. Of these, less than 10 per cent actually sought or received assistance; and
3. Those that received assistance had relatively poor performance in terms
of efficiency and growth as compared to the whole group.28
It was concluded, therefore, that government assistance tended to promote
weak firms and that in the future it should be directed toward industries
identified as labour-intensive and efficient in the use of capital.
Indeed the relationships between firm size on the one hand and labour
intensity and capital productivity on the other are not uniform. Estimates
of capital per worker and average capital productivity (ratio of value added
to capital) are shown in Table 5, distinguishing among 3-digit ISIC
manufacturing industries, and in each industry, four different employment
size groups of establishments. It is clear that there are wide variations in
both capital intensity and capital productivity across industries within the
manufacturing sector and across various size groups of establishments
within an industry. Moreover, a mixed pattern is seen with respect to the
size structure: small scale appears more labour-intensive and more efficient
in capital use in some industries but not in others.
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No blanket endorsement of either large- or small-scale can rationally be
made, therefore, in the promotion of manufacturing industries. What is
needed are 'policies that encourage the development of the most efficient
industries and the most efficient firms, regardless of size. Blunt policies
that are strongly biased toward one size or another are not capable of doing
this,.41t must be emphasized, however, that the macro-policy biases in the
Philippines have favoured the large enterprises relative to the small and the
capital intensive relative to the labour-intensive. Therefore, removal of
such policy biases would enable efficient small-scale and labour-intensive
production in many lines that have not yet been developed.

Agricultural incentives, public investment and resource transfer
Agriculture has traditionally been a major source of employment, income
and foreign exchange earnings in the Philippines. More than two-thirds of
the country's population still live in the rural areas, where agriculture and
related production activities represent the principal means of livelihood.
Although its relative importance has declined over the years, agriculture
still accounts for about 50 per cent of the total employment and 25 per cent
of the country's grolis national product. Also, it provides some 40 per cent
of total export receipts (from raw and simply processed agricultural
products), while agricultural imports account for less than 10 per cent of
the total import bill.
Poverty has been and continues to be widespead among the rural
population, which includes over 80 per cent of all families in the poorest 30
per cent of the total population. Rural poverty is attributable to the low
agricultural labour productivity and related lack of employment opportunities in the rural areas and to the inability of the industrial sector to
expand labour demand rapidly enough. The large size of the rural labour
force and high degree of its underutilization argue strongly for the
necessity to generate productive employment within the rural sector. This
did not take place in the past, owing at least in part to postwar biases
against agriculture in the form of price disincentives and inadequate
infrastructural investments.
Because agricultural output has a high degree of tradability, the real
exchange rate overvaluation that resulted from the restrictive trade regime
and occasionally imprudent macroeconomic policies during the postwar
period decreased the relative profitability of agricultural production.
Trade restrictions and policy-induced exchange rate distortions reduced
domestic agicultural prices relative to home goods by 42 per cent during
the 'control period' of the 1950s, by 19 per cent in the 1960s, by 11 per cent
during 1970-74 and by 12 per cent during 1975-80. For non-agricultural
products the corresponding figures are 104, 45, 22 and 20 per cent. 29
Agricultural exports have been more heavily penalized compared to
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import-competing food products not only in terms of product price
disincentives but also in terms of input subsidies and infrastructure
support.
In reaction to shortfalls in rice production during 1971-73, which
coincided with soaring world foodgrain prices, the government undertook
a major effort to promote rice self-sufficiency. Adoption of new technology
was encouraged by the Masagana 99 programme, which provided farmers
with non-collateral, low-interest loans to purchase fertilizer and seeds at
subsidized prices. Public investment in irrigation also expanded substantially from 1973 to 1977, to ten times the 1966-70 level in constant peso
terms. 30 Furthermore, irrigation water was made available to food crop
producers at subsidized rates ranging from 60 to 90 per cent.31 These input
subsidies were provided at the same time that the domestic prices of rice
and corn were being maintained below world prices through government
trade monopoly of the staple food grains.
A credit subsidy (of about 12 per cent), low tariff rates on flOwer tillers
(19 per cent) and tractors (0 per cent), and currency overvaluation had the
unsalutary effect of encouraging rapid farm mechanization to the detriment
of rural employment. 32 Also, the small-scale farm implements (portable
threshers, hand tractors, etc) available from the IRRI proved economically
attractive to rice farmers at prevailing market prices.
Another aspect of the 'green revolution' that has influenced technology
choice is the inequitable distribution of the benefits of the new technology.
Large producers obtained greater access to the infrastructure investments
and effective subsidies on irrigation water and credit. 31 •33 Small-scale and
rain-fed agriculture has been bypassed to a significant extent. This is
unfortunate because small farms and low-income rural households have
stronger linkages with labour-intensive domestic industry and the services
sector than the large-scale, more prosperous agricultural producers.
Export crop agriculture has also been profoundly affected by postwar
policy developments. Trade in coconut and sugar - the country's dominant
export crops - has been particularly subject to government regulation since
the eary 1970s. An export quota system for sugar has been in effect since
1962 and, beginning in 1970, sugar trading in both domestic and export
markets has been taken over by state corporations. During the period from
1974 to 1980, producers received an average of only 77 per cent of the
world price. 34 It has been estimated that, due to the domestic and foreign
trade monopoly, sugar producers suffered a net loss of between 1 and 14bn
pesos over the crop years 1974-75 to 1982-83. 3.5 Moreover, the additional
link in the marketing chain and inefficiencies in government marketing
operations meant additional markups and a substantially increased
marketing margin. 7
In the case of coconut, in 1971 the government introduced a production
levy that established a dominant coconut milling company and began a
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programme of coconut replanting. The nominal protection rate for copra
(dried coconut meat) was estimated at -8 per cent during the years 1970 to
1972 and 'it became more negative, -24 per cent fom 1973 to 1979
reflecting the introduction of the levy'. 36
These unfavourable policy-induced price distortions for agricultural
products must have significantly reduced farm incomes. It has been
estimated, for example, that in the absence of government price interventions agricultural crop income in the Philippines would have been as much
as 31 per cent higher during the 1970s. 37 This represented an effective
resource transfer out of agriculture. Offsetting this was the amount
transferred into the agricultural sector through government spending,
which was, however, comparatively small. Calculations of net resource
transfers out of agriculture showed an annual average of 15 to 21 per cent
of agricultural value added from 1967 to 1982. 33
Although the extraction of agricultural surplus to finance industrial
capital formation is frequently assumed to be concomitant to structural
transformation during development, one can question the efficiency with
which the transferred resources are used outside agriculture. In the
Philippine case, as in most other developing countries where the industrial
sector has been highly protected, policy-induced distortions in product and
factor markets have led to the inefficient use of investment resources for
manufacturing. Nevertheless, agricultural productivity could increase
rapidly if the needed capital were provided for rural infrastructure. In
addition, non-agricultural production would also be stimulated by increased
rural incomes resulting from rising agricultural prices and productivity.
This form of rural growth linkage is at the heart of recent proposals for the
adoption of an employment-oriented, agriculture-based development
strategy in the Philippines. 38 ,39

Demand structure and growth linkages
The anti-employment and anti-equity biases of postwar economic policies
must have had a significant effect on the structure and growth of effective
demand, so that imported goods and capital intensive products were
favoured over locally-produced and labour-intensive goods. This in turn
can be associated with weaker intermediate and final demand effects on the
domestic economy and an unsustainable growth process. The sudden
slowdown in the growth of the manufacturing sector after the first half of
the 1950s (representing the exuberant stage of import substitution)
demonstrates this hypothesis very well.
A similar relationship applies to agricultural growth. Increases in
agricultural output stimulate demand for production related products like
fertilizer and farm equipment. However, as observed by Ranis and
Stewart,40 based on the survey findings of four independent studies on rural
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non-agricultural industries in the Philippines,40-43 the strongest agricultural
growth linkage is with consumer goods industries. From 63 to 80 per cent
of the total increase in non-agricultural employment was found to be in
consumption-related activities. Overall taking into account both production and consumption linkages, 'the elasticity of nonagricultural employment with respect to growth in agricultural output is greater than one,
according to Philippine evidence'. 40
There are obviously some further ramifications of agricultural growth
beyond the local economy. Even in the first-round effects, there are goods
produced outside the local economy that will be demanded by farmers and
rural households for production and consumption. Among the secondround effects, the forward and backward linkages outside the rural
economy, as well as the final demand effects of increased incomes, need to
be taken into account. Clearly, to be able to capture the full complexity of
agricultural growth linkages, one has to go beyond the effects on the local
rural economy. It can also be presumed that the macroeconomic effect will
be of interest to policy-makers at the national level.
The economy-wide repercussions of rising agricultural produCtivity are
examined quantitatively in Bautista using a multisectoral, general
equilibrium model of the Philippine economy.44 This model simulation
assumes an initial static equilibrium, approximated by the observed
conditions in 1978, which is disturbed by a 10 per cent increase in total
factor productivity in each of the four agricultural and food processing
sectors distinguished in the model. Results of the simulation, reflecting the
adjustment of the economy to a new equilibrium position, indicate that
simultaneous productivity increases in these four sectors would lead to a
significant response in sectoral output, ranging from 3.6 per cent for food
crops to 17.1 per cent for livestock and fishery. Macroeconomic effects on
government income, total investment, the trade balance and especially
national income are significantly positive. The resulting 2.2 per cent rise in
national income represents about 40 per cent of the actual national income
growth in the Philippines for the benchmark year (1978).
The multiplier effects of a given increase in rural income will be
greater the more skewed the consumption pattern is toward labourintensive products. Households of the less affluent, small agricultural
producers are more likely to fit this pattern, whereas families of the more
prosperous owners of large farms tend to spend more on capital intensive
goods, whether locally produced or imported. Although the structure of
the model used in the above-mentioned simulations does not make
distinctions between small and large agricultural producers between
low- and high-income rural households, it is a safe presumption that the
resulting benefits to the national economy would be greater if a larger
share of the increases in productivity and income went to the smaller farms
and lower-income households. Conversely, to the extent that the
128

productivity and income improvements have favoured the large and the
prosperous, the simulation results would have overstated the positive
·macroeconomic effects.
The magnitude of rural growth linkages is also determined by the labour
intensity of agricultural production. As more agricultural labourers are
employed and/or as their real wage rates rise, the purchasing power of the
low-income rural labouring class increases - which has favourable final
demand effects. Labour intensity, in turn, is determined partly by the size
of farms. Smaller farms generally use relatively more labour because they
are typically less mechanized and adopt more labour-using farm equipment,
eg, power tillers rather than four-wheel tractors. There is ample evidence
that the adoption of agricultural machinery in the Philippines has had both
labour-displacing and wage depressing effects. 4O Unfortunately, it has been
effectively promoted by cheap credit and exchange rate overvaluation, as
pointed out above. Correction of the policy distortions that subsidize
mechanization will serve to enhance the linkage effects of agricultural
growth.
The important role of farm size in influencing mechanization and labour
absorption was evident in the Philippines during the implementation of a
land reform programme affecting rice and corn producers during the 1970s.
For example, there was a marked increase in the ratio of power tiller to
four-wheel tractors from 1.26 in 1972 to 8.32 in 1976. Additional land
reform measures that will further reduce the average size of landholdings
are therefore likely to strengthen agricultural growth linkages and enhance
labour employment. Apart from this there are other considerations that
would associate an effective land reform in the Philippines with greater
social and political stability.
The more developed the rural infrastructure the stronger are the growth
linkages, other things being equal. Transport, electrification, and other
infrastructural facilities reduce marketing costs, increase the access of rural
households to marketable products, and generally promote market integration (involving not only rural but also urban and export markets)
forming a basis for the development of a wide range of rural activities.
Rural infrastructure in the Philippines has unfortunately not been given
enough consideration by the government, especially over the last decade.
'Most indicators show that provision of rural infrastructure in Taiwan has
been substantially greater than in the Philippines,.4o The share of
utilities and infrastructure' in national government expenditures declined
significantly from more than 30 per cent in 1978--79 to less than 20 per cent
in the years 1983-85. During the period from 1979 to 1983 less than 25 per
cent of total investment in roads and bridges was in the rural sector. The
deterioration in rural infrastructure has been such that the Community
Employment Development Programme, launched by the new government
last year to generate rural employment and increase the purchasing
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power of the rural population, had infrastructure maintenance as a major
activity.
Despite comparably rapid agricultural growth in the Philippines and
Taiwan during the 1960s, a much greater impetus was given to nonagricultural activities in Taiwan, encouraging rural industrialization and
leading to more rapid GDP growth. This was due to the stronger growth
linkages and larger labour absorption in Taiwanese agriculture, which in
tum was due to the interrelated influences of smaller landholdings,
mechanization, and greater use of more labour-intensive farm machinery
and more favourable rural infrastructure policies, interest rates, tariffs, the
exchange rate and fuel prices. 40

Policy implications and political economy considerations
It is evident from the above discussion that the three primary objectives
identified earlier as relevant in the assessment of technology choice in the
Philippines, namely, poverty reduction, increased employment and
sustainable economic growth, are not independent and to a large extent are
complementary. How might government policies affecting the environment at the micro-level be redirected so that they advance these objectives
and promote the choice of appropriate technologies? Three main areas for
policy reform, which are also not independent but mutually reinforcing are
suggested by the theoretical and empirical considerations addressed above.
They are discussed below with reference to the political economy forces
that have constrained policy-making in the past and the new set of
constraints facing Philippine policy-makers at this time.
Liberalization of trade

Depending on the pattern of domestic demand and in the absence of trade
restrictions, a labour-abundant country can be expected to export labourintensive products and import capital-intensive ones, because of international differences in relative factor prices. It is clear from the preceding
discussion that excessive import substitution policies, resulting in
significant domestic price distortions (among other things), have violated
the comparative advantage principle. Foreign trade restrictions, designed
to protect domestic industry, have led not only to a lower utilization of the
labour force but also made tradable goods production less competitive
internationally, contributing to the country's chronic balance of payments
problem.
Apart from the direct effect of raising domestic prices of protected
industrial products, import restrictions have the general equilibrium effect
of reducing the demand for foreign exchange, leading to real exchange rate
overvaluation. This artificially cheapens imports that are allowed to come
in, especially capital equipment and machinery. Also, exports are
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penalized by the lower peso price of foreign exchange; consequently,
agriculture and other labour-intensive, export-oriented sectors and firms
are discriminated against. Both the industry mix and the composition of
micro-units (firms) within each industry, as well as the production
technique (capital-labour ratio), therefore become biased toward greater
use of the country's scarce capital resources relative to labour employment.
The introduction of import and foreign exchange controls in 1949-50 and
maintenance of the prewar exchange rate of 2 pesos per SUS (despite the
high wartime inflation rate) through the end of the decade, can be partly
attributed to external influence. A provision in the Philippine Trade Act of
1946, passed by the US Congress and accepted by the newly-independent
Philippine government as an executive agreement, required the permission
of the US President for any change in the peso-dollar exchange rate. (A
period of applicability until 1973 was stipulated. (This provision was
repealed subsequently by a revision of the Act in 1955.) Other onerous
provisions in the Act infringing,on Philippine sovereignty were also
accepted by the government, presumably because a companion legislative
piece provided for substantial US compensation for war damages. 45 It was
thought that a peso devaluation would be opposed by American investment interests in the Philippines. Because there was an existing free-trade
agreement between the two countries and the USA was the source of about
8.0 per cent of Philippine imports, increasing tariff rates would not have
provided an effective means to curtail imports.
Continuing balance of payments difficulties, charges of corruption and
poor administration of the control system, and political pressure from
traditional exporters for a favourable exchange rate, forced the lifting of
controls and peso devaluation in the early 1960s. It was, however, made
clear 'to the business community that the government ... wished merely to
substitute tariff protection for the protection provided by the control
system,.46 This reflected a strong political presence of the 'importsubstitution' industrialists; indeed, this class of entrepreneurs was well
represented in the Cabinet of the government at the time.
Greater attention was given to promoting exports by the Marcos
government that assumed power in 1966. The favourable experiences of
some East Asian countries (eg, Hong Kong and Taiwan) with outwardlooking, labour-intensive industrial development were beginning to be
appreciated in the Philippines at that time. Government policy was also
being influenced by contemporary academic discussions about the
penalties being imposed on export-oriented, small-scale, and regionally
dispersed industries. 8
Indeed, in the late 1960s and in the following decade, the number of
senior government officials with strong academic backgrounds (and postgraduate degrees from leading US universities) increased significantly.
These 'technocrats', possessing an international perspective on economic
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development issues, were sympathetic to the idea of export-led industrial
growth, and they became the de facto political representatives of export
producers, especially of non-traditional labour-intensive manufactured
products in which the country was thought to have comparative advantage.
Export producers comprised a very small class of industrial entrepreneurs
at that time, relative to other producer groups being favoured by the
protectionist trade regime.
The technocrats were successful, especially during the first half of the
1970s, in implementing policies that selectively subsidized export production of labour-intensive goods. However, such subsidies fell far short of
compensating for the pervasive bias against exports caused by the existing
import restrictions and indirect tax system. As described above, the
attempt to liberalize the foreign trade regime in the early 1980s with World
Bank assistance was derailed by the external debt-related foreign exchange
crisis beginning in late 1983.
The new government of Corazon Aquino, under pressure from the IMF
and the World Bank, has planned to gradually liberalize imports,
scheduling 1,232 import items for removal from quantitative controls from
April 1986 to May 1988 and substituting tariff rates of up to 50 per cent
which are slated for adjustment to a uniform low level over a 5-year period.
No exact indication of the eventual level of uniform tariff has yet been
officially given, although 10 to 30 per cent rates have been mentioned in
policy discussions. However, the programme's implementation has been
delayed, leading to doubts about the government's commitment to trade
liberalization (cf Medalla 47 ). A few key officials are kno~n to be associated
with business interests (specifically, in some heavily protected industries
producing import-substitutes) that would lose from policy reforms toward
a more open trade regime. A frequent journalistic commentary is that the
February 1986 revolution has not brought a new ruling class into power
that can quickly do away with economic corruption. The opportunities for
rent-seeking are reduced by economic liberalization, so it is understandable that there are efforts within the government to resist the movement
toward freer trade.
Outside the government, opposition to a liberalized trade regime comes
from producer interests in the affected industries, ie, those faced with
significant reductions in effective protection. They are more powerful,
economically and politically, than other producer groups and general
consumer interests. The latter are not well organized and are largely
uriaware of how they could gain from trade liberalization. Also, self-styled
'economic nationalists' have long been naively arguing for the protection of
any and all domestic industries against foreign competition. Some of them
are ideologues who, because of past colonial rule, reject anything foreign
as anathema to national development. Others, and the more vociferous,
have personal and family interests in promoting particular industries.
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Prospects for trade liberalization can be improved significantly if the
public and the newly elected Congress are persuasively informed of the
heavy cost of protecting sectoral interests and subsidizing inefficient
industries. The extent of additional pressure on Philippine policy-makers
exerted by the IMF and the World Bank is also likely to prove critical in
any sustained drive toward trade liberalization.
Promotion of labour-intensive industries

The economic rationale for policy action in the Philippines favouring
labour-intensive industry derives from two sources:
1. There are existing biases against relative labour use in the industrial
incentive system; and
2. Private profitability understates the social desirability of labour intensive projects in a developing country with a severe underutilization of
the labour force.
The latter justifies the promotiOn of labour-intensive industry even at a
cost to the rest of the economy. However, since the social marginal
productivity of labour-intensive industry relative to other economic
activities is not infinite, the cost-effectiveness of policy measures to
promote labour-intensive industry also needs to be explored.
_ There is a need, first of all, to gradually eliminate the various sources of
market distortions that hinder the natural development of labour-intensive
industry. As discussed above, substantial disparities in effective protection
rates due to trade restrictions have encouraged allocative inefficiency
within the manufacturing sector. It has been shown that the more highly
protected industries are characterized by less labour employment and a
greater proportion are largely located in Metro Manila (Center for Policy
and Development Studies, 1986). Trade liberalization measures would
then be likely to encourage greater labour use and regional dispersal of
manufacturing industries. Improvements in real exchange rate management (including the trade and macroeconomic policies that determine
the real exchange rate) will also serve to enhance the international
competitiveness of labour-intensive industry.
Fiscal incentives for industrial promotion in the Philippines have an antiemployment bias, as discussed above. Relatively neutral ways of stimulating industrial investments should replace those having distortionary effects
on factor use and size structure. The identification of preferred industries
in the BOl's present system of industrial priorities, which ostensibly seeks
to promote industries with long-term social profitability, is fraught with
difficulties. Careful evaluation with the use of shadow price and domestic
resource cost measures would help, bearing in mind the need to take into
account long-run considerations of future factor supplies, scale economies,
learning effects and other externalities. In any case, subsidies to 'priority
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industries' will serve their purpose only if they are given for a specified,
limited duration; otherwise, the cost to the economy is likely to become
excessive.
The granting of fiscal and other incentives by the BOI has been
rationalized on 'second-best policy' grounds, given existing distortions in
the protection system. The system of BOI incentives, however, was
relatively insubstantial, favoured capital-intensive industies and failed to
significantly reach the small and regionally dispersed enterprises. Indeed
the determination of investment priority areas by the BOI necessarily
narrows the range of industries for which the offsetting incentives can be
provided. As the protection structure becomes more uniform and the
various biases diminish with reforms in trade and exchange rate policies,
the phasing out of BOI incentives merits serious consideration. The new
government can more usefully give greater attention to the provision of
industrial infrastructure, particularly credit and technical and marketing
assistance to small- and medium-scale industries; this would help meet the
need to more rapidly create productive jobs in manufacturing and to
promote a wider participation in economic growth, both by income classes
and by regions, increasing the upward mobility of the poor.
There were some earlier suggestions to dismantle the system of BOI
incentives, including those under the Investment Incentives Act of 1967
and Export Incentives Act of 1970. The widely discussed report of the
'comprehensive employment strategy mission,' sponsored by the ILO at
the request of the Philippine Government, specifically recommended 'the
gradual dismantling of the system of investment incentives'.4 The question
raised implicitly was whether government bureaucrats were capable of
predicting the success of future industries.
The proposal to gradually remove BOI incentives was naturally not
received favourably by the engineers and business-trained managers who
dominated the bureaucracy at the Board of Investments. It is a reflection of
their strong influence on policy-making that this recommendation was not
even seriously considered. Existing penalties to labour-intensive and
export-oriented enterprises were seen by the BOI as manageable on a
case-to-case basis (contrary to conclusions from economic analysis) and the
Board continued to promote industrial investments in areas indicated in its
annual priorities plans.
Along with the Department of Trade and Industry, the BOI provided
active support for the large-scale, capital intensive MIPs (major industrial
projects), illustrating the large-industry orientation of the Board. Support
from the Department for small industries was lacking, prompting the ILO
mission to recommend a 'full-scale Department of Industries, with two coordinate divisions - one for larger-scale and the other for medium- and
smaller-scale manufacturing'. 4 This proposal again fell on deaf ears.
There is no indication that the Aquino government has eliminated the
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large-industry bias at the BOI and the Department of Trade and Industry,
whose organizational structures have remained intact. Senior officials in
both places have been changed, but their replacements come from the
same elite social class strongly associated with large-scale industry and its
supporting services.
Policies to improve agricultural incentives and productivity

An important implication of the preceding discussion on demand structure
and growth linkages is that expansion of the real incomes of rural
households could provide the stimulus to broad-based, employmentoriented economic development. (This is at the heart of recent proposals
for an agriculture-based development strategy; see Mellor for an early
statement. 48) A direct effect would be an increased demand for food and
other agricultural products as well as for labour-intensive industrial goods
and services, setting in motion a sequence of employment and income
multiplier effects on the rural, regional and national economies. In
countries such as the Philippines, that are predominantly rural and have a
high incidence of rural poverty, increasing rural incomes might well be the
most effective means to stimulate and, through multiplier effects, sustain
'economic growth with equity'.
Initially at least, the expansion of rural income must depend on growth
in agricultural production, which 'is a vital precondition for expansion of
nonagricultural activities in the rural areas'. 40 Rural industries in turn are
associated with appropriate technology in that they contribute to poverty
reduction, labour employment and sustainable growth. This is because the
technologies used in rural industries are in general smaller-scale, less
capital-intensive, and make greater use of indigenous materials - in
comparison with their urban counterparts.
The implication for appropriate technology policy in the Philippines is
that rapid growth in agricultural output should be actively promoted.
Viewed from the supply side, agricultural output can be increased through
movements along the supply function via improvements in agricultural
price incentives, and shifts in the supply function via increases in total
factor productivity. To provide price incentives, the many sources of
policy-induced price biases against agriculture need to be eliminated,
perhaps gradually. During this time of historically low world commodity
prices, it may even be appropriate to provide protection to some agricultural crops, depending on their long-run comparative advantage, in order to
ensure that farmers receive adequate price incentives.
It should be emphasized that the real exchange rate is an important
determinant of domestic agricultural prices relative to the prices of both
home goods and non-agricultural products. 'Getting prices right' for
agriculture then requires that the conduct of trade and macroeconomic
policies also be examined for their effects on the real exchange rate.
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Officials at the Department of Agriculture should playa broader role in
promoting farmers' interests. They should be concerned not only with
sector-specific policies, but also with the industrial protection system,
monetary policy, government expenditure, nominal exchange rate policy,
and other aspects of macroeconomic management which, through their
effects on the real exchange rate, have a potentially strong influence on
agricultural production incentives. It will be necessary to prevent the real
exchange rate from being overvalued, so as not to impair the price
cOmpetitiveness of agricultural tradable goods. This would require
liberalization of import restrictions unduly protective of domestic industry
and maintenance of a sustainable trade balance. 7 •29
Increases in agricultural productivity can be achieved by shifting the
structure of public investment toward the rural areas and away from the
past bias toward urban-based, capital intensive industries. Improvements
in rural transport facilities, electrification, agricultural creQ_it and irrigation
will also serve to increase the agricultural supply response to price
incentives.
Greater government support for agricultural research and extension that
will generate, adapt and disseminate improved technologies can also be
expected to have a very high payoff. Provision of these critically needed
'public goods' has been largely neglected in the past. Philippine government expenditures on agricultural research as a proportion of agricultural
value added are known to be one of the lowest among developing
countries. The government cannot continue to rely primarily on IRRI's
contribution to rice research. Biases in the existing structure of research
and extension - by crop, type of farm (eg, irrigated vs rainfed), farm size,
etc - need to be corrected. Increased decentralization of the research and
extension system is also necessary to better assess local needs and
potentials. Finally, it also bears emphasis that farmers will adopt new
technologies only if they can expect their incomes to improve. It is
therefore important for agricultural technology diffusion and productivity
growth that price incentives be in place.
Beyond the direct promotion of agricultural growth, strengthening the
multiplier or linkage effects on the rest of the economy will also be
necessary. Because food and other labour-intensive goods are major items
in the consumption patterns of rural households, sectors efficiently
producing such products (presumably, small-scale producers in regionally
dispersed areas) will be favoured by the rise in rural expenditure. 'Whether
supply will be able to match the increased demand for those products
would depend on the availability of production inputs and their prices'. 38
For instance, if intermediate inputs to agricultural and non-agricultural
production are made artificially scarce or expensive by a restrictive foreign
trade regime and/or an underdeveloped domestic transport system, the full
benefits from increased final demand in terms of output growth and labour
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absorption will not be realized. It is also clear that the development of rural
infrastructure will be critical not only to generate and diffuse improved
agricultural technologies, but also to develop and integrate rural markets.
The total employment effect of rising rural income will be greater, and
output growth more broadly based, the more skewed the consumption
pattern is toward food and other labour-intensive products. Because
households of the small agricultural and non-agricultural producer are
most likely to fit this pattern, it is important that improvements in price
incentives, production technologies and infrastructure facilities reach the
small producers in regionally dispersed areas. It should also be emphasized
that adequate support services are needed to implement an agrarian land
reform programme.
Agricultural producers traditionally do not have a strong political voice
in the Philippines. Even the nludl touted 'sugar bloc', supposedly the
strongest economic and political interest group in the country, was not able
to obtain a favourable exchange rate in the immediate postwar years or
, prevent the maintenance of a massive peso overvaluation throughout the
1950s. The decontrol measures and gradual exchange rate adjustment were
implemented in the early 1960s largely because the 'control system' could
Hot solve the country's balance of payments problem; political pressure
from the sugar bloc was not the critical factor. In the 1970s, sugar and
coconut farmers were exploited financially by government-installed trading
and milling monopolies run by Marcos 'cronies'. 35 It is hardly a coincidence that the Communist insurgency found wide support during the
1970s and 1980s in the regions which grow most of the coconut, sugar and
other export crops.
The Aquino Government, as noted above, has taken some significant
steps to reduce the policy bias against agriculture. Export taxes were
eliminated in mid-1986; for too long they were a direct burden to
agricultural producers. Government monopolies in sugar, coconut, grains,
and fertilizer have also been abolished. Furthermore, the recently
launched programme to markedly increase infrastructure expenditures in
the rural areas is not only addressing existing deficiencies in aggregate
demand but also promoting growth in agricultural productivity and
increasing the purchasing power of rural households. General guidelines
for a new agrarian land reform programme have also been written into an
Executive Order, the details of which are still to be formulated by the
legislature.
What has yet to emerge is the 'true colour' of the new Congress. Only
about 30 per cent of the members are newcomers, the rest either belong to
'political dynasties' and/or held legislative positions in the pre-martial law
period or the interim national assembly. This may indicate strong
conservative leanings and a weak commitment to agrarian reform, which is
widely regarded as an important credibility test for the new Congress.
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President Aquino has yet to use her considerable prestige and political
influence to actively push her administration's economic agenda in the
legislature.
Financing the rural infrastructure and agrarian land reform programmes
may be a problem, because of the fiscal and monetary restraint necessitated by the heavy external debt-service burden. The country's ability to
expand export earnings and economize on imports, as well as to negotiate
favourable repayment terms (with debt relief, it is hoped) with foreign
lenders, will be additional factors bearing on the implementation of
government policies to promote agricultural growth and, given the nature
of the growth linkages discussed above, the overall development prospects
of the Philippine economy.

Postscript
Because of the debt service and foreign exchange difficulties faced by the
Philippines, the external environment has a major influence on the ability
of the government to undertake policy reforms, but extemal factors are not
entirely exogenous. Although nothing can be done to prevent deteriorating
terms of trade or rising interest rates, the government can (and should)
negotiate with foreign governments for improved access to export markets,
with the IMF for a less severe macroeconomic adjustment programme, and
with commercial bank creditors for concessionary debt repayment.
Austere macroeconomic policies, such as those adopted during the recession years of 1984 and 1985 at the insistence ofthe IMF, are self-defeating
because they impair the country's capacity to sustain any improvement in
the balance of payments. They are also politically risky because the heavy
burden of adjustment falls on low-income groups.
Switching policy regimes entails some transitional costs. Short-run
problems in the current account, of revenue loss from trade taxes,
and in financing expanded government spending (especially on rural
infrastructure to help overcome agricultural supply constraints) associated
with trade liberalization and rural development have to be addressed. The
large amount of foreign resources pledged recently (in July 1989)
by developed country governments and multilateral organizations as
additional development assistance to the Philippines mayor may not lead
to long-run economic benefits. In the past, foreign resources were used to
improve the economy's short-term growth performance, to inappropriately
increase the capital intensity of domestic industry, and worst of all, to confer
illicit economic gains to 'crony capitalists'. If the present administration is to
succeed where its predecessors have failed, it should use the increased
financial assistance to ensure a speedy implementation of rieeded policy
reforms, and not minimize the urgency of making domestic industries more
internationally competitive, promoting labour-intensive industry development and improving agricultural incentives, productivity and income.
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