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‘Import Substitution in the Philippines, 1254-1241:
1/

A Historical Interpretation—

The Philippines is a developing economy undergoing rapid
transformation,; especialiy in the present decade of the 1270's. ;v
But the method by which this process was triggered, which using
current terminology can be characterized as an {mport_substitution :
strategy, has been criticized, especially since the 1260's. The

recent study by a mission from the International Lahor Organization

(ILD), entitied Sharing in Development: A Programme of Employment,

Equity, and Growth for the Philippines, contains many passages

: /
1950's with the obJect1ves of reducing Ph111pp1n?ieccnownc

critical of past Pﬁilippjna development efforts, especially "“import
substitution."  In{this the ILO mission is but the latest to flog -
the beast, so togieak.

Yet the Pprocess v§1ch started in the first half of the

v )
dependence (eqpec1a]1y on the Un1ted States), of estab11sh1ng a
viable manufacturing sector, and F;11p1n1z1nq economic activity was
widely accepted when it was launched. The F111p1no businessmen
theﬁ’and now enthusiastically fell in with tHe effort and are still
today its strongest and most staunch 1nte11ectua1 defenders.
Furthermore economic historians are avare of the fact that affer i
the first industrial revo1ut1on in Enq!and the wor1d has seen no
successful industrial revo]ut1on w1thout 1monrt subst1tuf1on as an

essential element.
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“hat are the reasons for the difference of opinion and who,
it might be asked, enjoy the more accurate insight? Here an attempt
will be made to view the question from a more historical direction,
rather than from rigid and static economic theory. It is the burden
of this paper that from the\historical point of view the import
substitution strategy in the Philippines, despite d}fficu1ties and
errors in implementation, had much more to commend it than condemn
it. Where there were mistakes and shortcomings, either built—in or
man-made, the society and the country have had sufficient
flexibility to deal with the problems and change direction.

The focus wil]f%laced on the peribd-fkom 1954ﬁto the end
of 1961 (strictly, to the third Sunday of 1962) when the hothouse
of protection wasfin most vigorous operation.”;The key point of the
historical Jjudgemgnt is ‘modernization of the economxiand society

and what the peﬁ;)d 1954-1961 meant in this regard.
TR

General Considerations

First of all it seems useful to define more concretely

what is meant by an import substitution strateqy. To paraphrase

Bruton, an[;ngort_subst1tut1on strategy seeks to bring about -
,econom1c development or "mod1fy the nature of the economy in qu1te
fundamental ways on the assunpt1on that such nod1f1cat1on is

/ necessary before sustained growth is p0551b1e;} To do this, a _

primum mobile or’cqtq]yst is needed and it is fe]t to be.through

v ”curtailing imports in order to create investment opportunities or
to change the structure. n2/ Brugg? d1st1nqu1shes th1s approach
from an[e;pgrg‘p{ghgizggﬁ:L:AQEE;,E&h1ch he defines as an attempt
to promote industrialization without import substitution, as weil/.

as a strategy built around increasing agricultural productivity;]
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74 lfaut the prewar “colonial” structure of the econcmy, while

bringing great benefits for the country, was inappropriate for the
changed post-%or1d Yar 1I conditians. A Filipino Pconom1st has kﬁés

e
very aptly summarized tht[?ostwar chanqéi11n terms of seven ﬂf%:~
» N

[ [:1p10macy, defense, Hé@_ﬁfﬁpny, urmocracy, devc1opm9nt deficits,

and disruption / 1§n independent Ph1]1pp1nes now had to carry the
burden of diploiacy and defense; a Yup1d}j expand1ng popu1atlon
meant new demograpnic re}ationstips pothar Phﬂ"ipmm soc1oty was
more politically aware and the people demanded more from a
democratic government: h1gher mater1a1 asp1rat1ons called for
development; these pressJFes did not BFing forth adequate

~ additional revenues tbf thé gbvernment and therefore budget
deficits were endémiééfénd finally disruptive forces;-from vested
intérests, main]\f:‘from the traditional agriculture exporting
classes, determiﬁed to fdetrgté monetary discipline andkfrom
dissident Commuéist-oriehted gfoups--were bent on subverting the
economy and societytl Hith alt these,f&tructura1~chahgé wag/calledz

5
for.

As early as 1933-34 the Philippine Economic Association,.
- composed of prominent government technocrats as wé11 as bankers and
businessmen, had perceivéd the problems and the needed reforms of .

structure. 7/

Hany from that Association, such as President Elpidio
"Quiriho and ir. Miguel Cuaderno, held substant1a1 power in the
postwar government and it 1s no accident that the1r percept1ons were
translated into p011c1es ‘and concrete act1ons soon after the war.
"But before structura] change cou]d be attempted ‘the first

“task after the 11berat1on of the Ph111pp1nes in 1945 was
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rehabilitation f‘mm the vast deyestation wrought by the wapr.
Fortunately recovery was rapid, by ]319 prewar levels of‘production,
were achieved, and finally Uy(\“”éwrZ; the full sugar quota of
850,000 tons, which was the same as the prewar volume, was exported
to the United States. Aiuhoug not al econom1c act1v1t1es were
fully rebuilt, still it can be said thac by that ilmeﬂrﬁﬂabllitagjon 7

was substantially completed.
S
embarking on an import subst1tut1on strategy, the cr1s1s thth

As has been observed by Bruton and others‘for countr1es

tr1ggered the vigorous efforts to restructure the economy was
\ ( balance . of payments and- fore1gn exchange d1ff1cu1t1es'l These came
to a head in the(second ha]f of ]94§\]ﬁFore1gn exchange and import -
limitations were effectlvely enforced from December 9, 1949 and ‘
from 1949 to mid- 1953 the battie cons1sted of efforts to dam the
tide of fore;gn exchange outflomj Neverthe]ess the beg1nn1ng steps
to 1ndustr1§ﬁ1zat1on and structural change could be taken, as the
‘import controls were also used to promote new 1ndus»r1a1 ventures,
espec1a11y by F111p1nosl v i
| {because of w1despread pub11c outcry aga1nst the corrupt1on
and abuse which had marked the 1mp1ementat1on of the 1mport control
law, it was allowed to lapse w1thout renewa] on June 30, 19531 The
Central Bank however, under Governcr 41gue1 Cuaderno, rea11zed that
Ka continuing forelgn exchange problem rema1neé} Fortunate]y, three
-and a half years of efforts had Fucceeded 1n shor1ng up somewhat
the ba]ance of payments 51tuat1on] It was now poss1b1e to use
exchange controls for other than the 11m1ted fore1gn exchange
objective. Accordingly from the m1dd1e of 1953 the Centra] Bank/

set about devising a control system more suitable for such
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objectives. The election and a:=umption into office of a new
President, Mr. Magsaysay, at the endvof 1953 meant a fresh new
spirit in government, not only of more youthful dynamism but also
of more nationalism. A~%EEEiE_Tr§je Hationalization 5111 came into |,
effect (without the President’s—;gp1icit approval by signature) on
June 18, 1954--the first time that a Filipinization bill became law.
This marked a very real change in directiéﬁl

z{iﬁecause of the above background--the filling of the sugar
quota, the accession of Mr. Magsaysay, the passage of the retail
trade nationalization law, the more vigorous foreign exchange
control policy--pid-195& has been chosen to mark the close of the .
rehabi]itafion pgriod and the start of the restructuring effortin

: X—(The’thigf instrument in the restructuring was exchange /

: Lo = : : /
contro]s}”\Tnesg‘were used for;{gg.gwgn purposes which were

interrelated: {}irst]y, to 1a§‘£he base for a viable modern V'
manufacturingyéfctor and\rggggg the role of agriculture; secondly,
to give to Fii?pinos a larger share of gcpnomic activitjl A third
objective might be mentioned&['to enhanég)Philippine economic.
independence, especially !j§;g;gj§_the United Stateé) the largest
trading partner, the main outlet for primary products exports, and
the chief source of consumer and capital goods. The pursuit of
economic independence also meant q;tarchy or enhanced self
sufficiency in the production of goods as well as attempts to

reduce foreign trade instabijlity through diversification of
products and markets{}:The principal approach to the solution of |

the problem of dependence was a“gradual removal of trade

preferences between the Philippines and the United States] But
» : /
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it is easy te appreciate that ‘in aauitionfjmport substitution was /|
i 5 4 .
an obvious policy prescriptioﬁ] J
ZiThe fofeign exchange shortane was inot severe during
Hr, 4agsaysay s term and exchange contro]s were not strwnoen{X It
is well known tﬁat ‘businessmen could get gencrous a1]ccat10ns to

cover their 1eg1t1maf“ imports of machinery and oxhpr capital goods
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development beyort iiarcii to fiovember, 1oy the international reserves
mainly byz?érefgnm Siight}y below $300 mitlion to almost zero. At the
rev- i_tariffsinfiationgry prassure built up from iarge public borrowing .,

u far"”é"(%c works Taunched by lir. Magsaysay from 1255 onwards had
become_iniclerab}e. The answer to these unfavorable turns in the .
ecgnomiélsituation was tight money (Circular No. 79 of the Central
Bank on December 9, 1957}, stvicter exchange control, and a
government “austerity’ program:X

{jThe “austeri;y” program ended with the lavish Presidential

fnaugural Ball on December 30, 1857; the tight money became
increasingly an illusion from January 16, 1958 when the Central
Bank started toijoosen the reins, and so {t remained for exchange
controls to be ﬁﬁe_instrument.for containing the inflationary
pressure as wel];as preserving balance in payments. It also
became neCessa;g toitighten up credit. But it was measures on the

foreign exchangk side--for example less generous dollar allocations

for businessmen, and a "margin“ fee on foreign prhahge purchased
--which had to beér the burden of economic stabiljzation. In
April 1960 a “decontroil® program was launched thch was really a iy
disguised de facto devaluation and multiple exchange rate system.]
The chief victims of reduced dollars and tighter credit
_ were the businessmen. The import substitution drjyg sputtered,
)veconomic growth slackeﬁgd. At the same time the corruption
associated with exghange controls, inc]uding a fbgrtgrf system
devised by vested interests to get around the control system,

extended like an octopus, if not in substance, at least in the

public's awareness of and repugnance with it.
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1961 was another presidential election year.

opponent was Mr. Macapagal (his Vice—Presideht) who me
his e]ection‘pianks to abolish exchange contkb]s;} Thred
his assumption of office as President, lir. }acapagal cart out his
pledge. {@n January 21, 1962 Central Bank Circular No. 133 abolished
all exchange controls and set up a “free-market" for foreign exchange v
pufchases; though earnings in foreign exchange still had to be
surrendered to the Central Bank which purchased 80 ber cent of these

at the "free-market" rate and 20 per cent at the official parity of
P2.00 to US$1.00.] -

. In his State of the Nation address on January 22, 1962, the
ddy ‘decontrol gook effect; Mr. Macdpagal signa11ed“thé end of an era.
He explained tgat'he had decreed decontrol because:

"Flrstiy, the country has fully exhausted the

- potentialities for growth offered by the complement

of p?11c1es ruling over the decade of the 1950's.

Secondly, it has become obvious that the 1mpetus to

investments which exchange controls and various

“incentives provided has worked itself out.

Thirdly, the country already enjoys to the fullest

extent the export potential feas1ble under present

exchange and trade policies.”

With decontrol, the umbrella over import substituting
enterprise was ciosed. The poiicy of vigbrously fomenting and
protecting import substitution was abandoned;‘{from mid-1954 to the .
end of 1961}was only seven and a half years. That 1sihdw long the
import ‘substitution phase of Philippine economic deve10pment'took
placel ‘

It §s stretching the facts to say that the import "

substitution strategy in the Philippines animated PAilippine'
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development beyond that third Sunday of January, 1962 It has been c]aimed,

YT ~

mainly by fore1gn observers, that[protect1on rena1ned 1n the form of

revised tarlffs But rev1sed tariffs cou]d not take the p]ace of

nran

uant1tat1ve contro]s on 1mports 1 As almost anj F111p1no bus1nessman knows ,
\tar1ffs are of 1imited effect1vencss in raising thc pr1ces of 1mports and -
thereby Ieep1ng them out:]there are too many ways of gett1ng around the ;
tariffs. It is a1so in fundamenta] contrad1ct1on w1th the facts to a]]ege that
protect1on was ma1nta1ned as before desp1te decontro] If th1s was so, why
was it that as 1s common !now]edge, 1nnumerab1e f1rms faced yeryjrea1
d1ff1cu1t1es of adJustment after the decontrol? Bes1de4leven before 196;
and 1ncreas1ngiy s1nce‘then many products turned out in the Ph111pp1nes
were se111ng be]ow thg 1nternat1ona1 trade pr1ce p1us tar1ff, 1n other words
the tariffs were {rre1evant] / A walk throuqh any supermarket 1n han11a
confirfis that’ for maqy 1tems--food underwear and SO on--Joca] made ‘
products are cheaper;than s1m11ar items on supermarkét shelves abroad

1
B3

AdJustment from 1062

And so a th1rd pha5c in postwar Ph111pp1ne economic development
was ushered in, which may be termed a{p riod of adjustment \ The adJustment
had many sub- phases From 19u2 to 1965, (the hothouse- bred 1ndustr1es were -

forced to face the ch111 w1nds of compet1t1omj Desp1te v1c1ss1tudes, by
3 F\ f' L
1965 the s1tuat1on of thé{manufactur1ng 1ndustr1es was more so11d](.So was |/
(BT o FadNngX ¢
the fore1qn exchange pos1t1on-—1nternat1ona1 reserves were, r1s1ng and the

exchange rate was stab1e at:V3 90 to USal 00 w1thout Centra1 Bank support |
‘From 1966 w1th the e]ect1on of a new Pres1dent a sh1ft 1n ,

d1rect1on took p1ace towards a§r1cu1tura1 dere1opment‘and'mass1ve . V.

bu11d1ng of 1nfrastructure in the rura] areas (the s1ogan wasl"roads,

rice, and schoo]s") | But unfortunately th1s was accomp11shed with

and MY 0e 9;&.‘. ![




e R R R R R R RRRRRRRRRRRRRRERRRRRERREEEEEE=N=EESS————

- 12 -

'ah'easy money policy, ever Targer government budget deficits, "
Tiberalized imports ’,] and what proved later to be a particularly
thorny'prob1em[-1arge foreign borrowings for public and private "
investments, often’béing short term loans to cover long term
proaectsj However during th1s per1od--to be exact 1n(196é soon g
after Mr. Jarcos four-year development plan was prepared -Ct was
realized that export promo*1on was necessary if economic growth was i
to be’ susta1ned "R new direction of effort was again signalled and"

» " new export promotion offices were fOrmed;lbut the drive was slow to -

gain momentum. ~Heahihile in 1969, another e1&:¢i5n yearg the 7T

consequences of the' package of monetary and fiscal pdlicies set in .
motion in 1966'finaT1y hit the economy and combipéd wifﬁ'1arge;
government eipegdifdreéuto'EprOrt the reelection campaign of the .
incumbent, resuiied'iﬁ“il§EVere'deterioration of the foreign'b/;
exchange sifua'}iog]' Early in 1970 the choice Was either to
re1mpose exchange controls or to ﬁevalue by "floating" the exchange -

" rateJ The @emswn made was for the latter. This created great

‘difficulties, albeit different ones from those which would have
come with controls; in partieular the{jeva]uation aggravated the

" problem of debt service and set off a new wave of ‘inflation which <

" has not subsided to this day] Exporters of primary products gained v
.windfaTle,\thé'?hrestmEnts—préviously made to expand ‘copper and ' 7

“Hanana production coincidentally came on stream so that totai
exportgzéf‘these”rOSe, and ‘in addition it now becdme easier for
manufaéturérs, both old ‘and new, to export their industrial products.:

' The point of this review of the periodnfrom'i962-19705f§:": :

. that it was marked by a’series of paifful 'adjustments;'s6’ that the '
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fruits of the import substitution .ovement of the 135C's were
delayed by perhaps three to five yearé& Caution should therafore
be displayed in assessing Philippine economic performahce in the-

1960°s

The lieaning of the Import Substitution Drive

It may now ue possible to place the period lQr”-lafl in
proper perspect1ve lhat, in terms of economic h1story, was the
nean1ng of the 1mport substitution drive of that period whv ch, to
; repeat, was only the seven and a half years from\19854 to lle7

LfEconom1c development means not only econon1c growtn but
also a change 1n the structure of economic activity and
1nst1tut1ons SO as to apply modern science and technology which
historically happen to have had their roots 1n the Hest. In a word,
[economc develoéwent means h\odermzatwn of an econony and soc1ety } \
In most}buccessful 1nstance§3'and certainly in all the lead1ng : »
developed nations, thqfeconom1c development has taken the form of
1ndustr1al1zat1on1f For most relevant situations therefore,
@gonom1c development has meant modernization through an 1ndustrial
revolutwnl | _ !

These, it would seem, were the 1nd1cated character and »
d1rect1on of Ph1l1pp1ne economlc development--modern1zat1on and y
“1ndustr1al development As 1t happens, these were 1ndeed the
perceived goals of the econom.c development dr1ve launched after
the rehao1l1tat1on phase was over. These ob3ect1ves were often

enough expressed 1n the public statements and the concrete act1ons

of the leaders of the country as to be 1nd1sputable It is poss1ble
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to question whether or not these wers and are proper goals, but
today there is-hardly any more debats about the legitimacy and
propriety of these objectives, at least for the Philippines.

In the 1950's in addition to the general goals of economic
growth and development which, as above stated, required
mocern1zat1on and industrialization, therc were[other obJect1ve=T

(k111p1nlzat1on of economic actsv1ty and economic :ndependenCe] (%wo ,
other goaiss empioyment and equzty, d1d not seem as pr ssing then -
as they perhaps appear noww In any case h1stor1ca1 experience has
shown that economic growth by 1tse1f goes a 1ong way to contr1but1ng Y
to the solut1on of the probIems of emp]oyment and equ1ty ‘

The success of the efforts of the 1950's shou]d be Judged
agalnst the abovz aims. Any view which demands chat an 1n1t1a1
effort at econonhc deve opment espec1a11y one wh1ch took p]ace
over less than §1ght years should solve a]] the prob]ems of a
society would seem to be unfair and UHJUSt o) A

The process of economic development requ1res a fortunate
conJuncture of many forces Among the\econom1c factors requ1red
are not only cap1t31 formation, labor supply, and techno1ogy, but
also capab]e managers and dynamic entrepreneurs A Furthermore
economic deve10pment goes beyond econom1cs--there must be s
%omplementary development in the cultural, soc1a1, and p011t1ca1
spheresl lTo br1ng about these changes a "cr1t1ca1 m1n1mum effort"
or a "b1g push" or pr1mer mover" 1s necessary. Th1s is not :
automat1ra11y forthcom1ng un]ess a m1nor scale Toynbee system of
cha]]enge and response presents 1tse1f Governments and one might
'also genera112e for peop]es seldom take big steps until they are -

faced with a cr1S1§l




/ [in the case of the Philippines in the 1950°s what appeared
was not just oné crisis but several: political independence,
balance of payments difficulties, an economic structure no longer
suited to changed needs and conditions, social unrest wh1ch in the
extreme was expressed in violent form in a Communist-led subversive
movement. The government was nct ineffective, but it was v
inexperienced in many areas for these were probTems which may now
seem ordinary for developing nations but certainly at that time
were new not only to the Philippines, which after the war was the
first former colony to attain independence, but also to the world
as. a who]e.f

In accorgance with then prevalent economic theory, - the
ostensible and Ppen thrust of the Philippine economic development
was through 1nve§%ment in cap1t§1--to make it easy and cheap for
explaining the rationale of a system of an overvalued peso and
reliance on excﬁange controls, one of the leading architects of the
movement, Miguel Cuaderno, has stated that he knew the Philippines
was going to have to industrialize and he wanted to provide the
needed capital goods cheaply.~ 9y Today it is a fashionable
criticism to say that|such an approach leads to inappropriate .

- technoiogy and factor proportions mix?& That should not be denied,
but one should not make a blanket denunciation of import .. /)'
substitution purely on hat ground. In the first place, the

primary lesson, reachingAback‘to Adamr Smith, should never be
forgotten:.tthat capital ¥ creases groductivity} Secondly, not all /,

v X .
new technology increases capital intensity: new processes or .
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~machines may also be capit‘a1 saving. Thirdly, often there ‘s

little scope for choice of technology in turning out a spe:aflc »
product. Fourthly, businessmen in search of "flexibility" do often -
opt for larger plants and excess Capacity. Finally, as applied to
the 'Philippines, it is an open question how serious was the actual
scope of inappropriate technology and here the evidence is by no
means unequivocally unfavorable: in fact, in the absence of
definite statistics, a tentative judgemght can be made that it was
not really seriousl

‘But the effort went beyond mere capital formation. ff}fs
well known that many nations have buijlt up factories madly but have
not succeeded ih setting up a viéble industrij}/sector. Capital
equipment is nox enough; there must be the manpower--the labor, the .
managers, the entrnpreneurs to run the factories. {The real effort
of the exchangé control system of the 1950's was directed towards %,
the busineéss sector: to turn the face of Philippine bus1ness
towards the twentieth century, to give the businessmen opportunities
to establish themselves solidly, and to create a new, much enlakged,
and ever-growing class of strongly motivated and dynam1c F111pJno

entrepreneurs.”| 7 ‘ L g

s

'[In economic terms perhaps the most significant contribution
of the Americans during their 40-year period of stéWardship over the
Philippines had been the establishment of a sjgtem of mass educationk v
This built up a large reservoir of lTiterat: and skilled workers., At
the higher education Tevel, a particular\feature of the system was
the numerous schools of accounting, coqgérce;'and business

administration: the first degree in commerce was granted by the

|

|



