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SUMMARY ANiD CONCLUSIONS

Recent Performance

i. Colombia hns recently emerged from a period of near crisis. Despite the
country's long record of sound economic growth and generally prudent management of
the external accounts, the country was beset in the early 1980s by economic
difficulties as a result of external shocks and policy shortcomings. The current
account imbalance that emerged in 1981 was fueled by the decline in the coffee
market, international recession, rising interest rates and increasing protection-
ism and devaluations in neighboring countries. Domestically, the 1970s' coffee
boom had accelerated money supply growth and inflation, with a resulting apprecia-
tion of the real exchange rate; these trends were exacerbated by a rising fise'l
deficit. During 1983-84, international reserves fell, the debt service ratio
climbed, and Colombia was subjected to a cut-back in external credit lines. As a
result, GDP growth dropped to an average of 1.3% p.a. during the early 1980s.

ii. The Government adopted a macroeconomic program of stabilization with
growth in 1984. Since the immediate objective was to restore external balance,
the first task was to reduce aggregate expenditure and particularly the demand for
importables and exportables. The primary tools used were the following: Fiscal
Policy: Tax measures, together with restraint of both current and capital expend-
itures, were designed to lower the public sector deficit and to reduce privat-e
domestic expenditures and import demand; Monetary and Credit Policies: Restric-
tive credit policies reinforced the impact of exchange rate depreciation on
interest rates to reduce aggregate expenditure. Though an Incomes Policy was
never explicitly announced, the 1984 restr:ints on public sector salaries sig-
nalled the private sector to lag income behind productivity increases. The second
program objective, growth, was sought through expenditure switching and supply-
oriented policies. These were designed to transfer resources from non-tradeables
to tradeables activities, and to increase efficiency and investment in specific
tradeables and exports. The major expenditure switching instruments utilized were
(i) Real Exchange Rate devaluations to change relative prices in favor of trade-
ables and against non-tradeables; (ii) Trade Reform, to open up the trade regime
and enhance export profitability and the efficiency of domestic import-i-mpeting
sectors; and (iii) Public Sector Investment Policies to support resource shifts
towards tradeables and to improve the efficiency of public sector resource use.
In 1986, the Government sought to shift gradually to more supply-oriented
policies, particularly in agriculture. This process was supported by the Bank's
Trade and Agricultural Policy Loan (TAP).

iii. The adoption of the program in 1984 helped develop a consensus among
Colombia's major creditors. Based on the policy understandings between the
Government, the Bank and the IMF, external commercial banks agreed to restore
trade lines and to commit a US$1 billion jumbo loan; the IMF agreed to a sui
generis monitoring arrangement without a Standby Arrangement, and the Bank in the
context of two policy-based loans, the US$300 million Trade Policy and Export
Diversification Loan (TPED) and the US$200 million Trade and Agricultural
Policy (TAP) Loan, undertook to assess medium-term performance particularly in the
context of trade reform and the investment and borrowing programs.

iv. All the major objectives of the program for 1985-86 have been met to
date. Aided in part by the coffee boom, a current account surplus estimated at
about US$518 million was attained in 1986. Though the complexity of demand
management tasks increased significantly as a result of the coffee boom, the
Government succeeded in gaining access to the coffee windfall through an arrange-
ment, the Acuerdo Cafetero with the Fondo Nacional de Cafe, and in managing
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coffee earnings in a manner consistent with 1986 program targets. The public
sector deficit declined to an estimated 0.5% of GDP. Domestic credit growth was
slower than planned; inflation wae below that of the previous ytar, at 21%. The
exchange rate target w*v surpassed with the December 1986 real exchange rate index
at 114.4 relative to a base of 100 in 1975. Growth was over 2.4% p.a. during
1985; a rate of 5.1% p.a. is estimated for 1986.

v. Urban unemployment, however, remains a concern: the rate was about
12.3% as of December 1986. Also of concern are the shortfalls in savings perform-
ance relative to other developing countries, and the secular decline in private
investment. There Is, in addition, a perception that the economy needs to become
more open and more responsive to ehanges in the international environment, and
requires efficiency improvements in specific markets/sectors if it is to realize
its growth potential. These issues constitute the major themes of the report.

A Medium-Term Program

vi. Three tasks are critical for the medium-term: (i) revitalization of
growth; (ii) maintaining external balance and creditworthiness; and (iii) a signi-
ficant reduction in uremployment. Analysis suggests that a scenario of gradual
structural transformation based on continuing policy actions, could ensure a
return to growth of about 4% during 1987-95. With a strengthening of domestic
resource mobilization efforts, current account deficits are expected to be modest,
declining to about 1.4% of GDP by 1995. Gross borrowings of about US$2.3 billion
are expected to be required during 1987-91, primarily in the form of publicly-
guaranteed resources; foreign direct investment is likely to remain significant.
Because of a bunching of repayments in 1988-89, the MLT debt service ratio is
expected to rise to about 43% by 1989, but should decline to about 29% by 1995.

vii. Implicit in the scenario is a commitment to extend the current program
framework of stabilization/adjustment through an acceleration of expenditure
switching and the strengthening of supply-oriented policies, while maintaining
control over demand. Sustained growth requires stepped up private investment and
a concomittant expansion of both domestic and foreign resource mobilization.
Given existing debt service obligations and the shyness of capital markets, the
maintenance of creditworthiness will be critical and will require sustained export
expansion and broad-based tradeables development. Export expansion in turn,
requires an increased involvement of the private sector. A complementary need is
a competitive flexible labor market to translate product price changes into
appropriate wage signals to foster the switch to tradeables and export growth;
conversely flexible wage policies must reflect Colombia's labor advantage and
allow competitive product markets to promote an output mix which is intensive in
the use of labor. Critical to the success of the scenario is the continuation of
a policy reform process (including inter alia exchange rate policy, trade reform,
restraints on the public sector deficit, investment and access to domestic credit,
and appropriate wage policy) which will clearly signal the future directions of
the economy, thereby creating an expectational environment conducive to the
resurgence of private sector participation in the economy. Thus the exigencies of
the medium-term program point to three major areas of policy emphasis: (i)
trade-related policies; (ii) employment; and (iii) resource mobilization,
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Trade Policies

viii. The rationale for trade policy action stems from the need to expand and
diversify the export base so as to reduce the economy's vulnerability to coffee
cycles, increase competitive efficiency in agriculture and manufacturing, improve
creditworthiness to ensure access to external resources, and to extend employ-
ment. Vigorous export promotion requires a set of supportive conditions. From a
macroeconomic viewpoint, if resource constraints are to be avoided and export
growth sustained, import expansion is a requisite. From a microeconomic perspec-
tive, incentives to exports (access to tax rebates, credit, and import duty exemp-
tions under Plan Vallejo) need to be on a par with incentives to import-competing
activities (conferred by import quotas and tariffs). In defining a program of
trade policy actions, two key factors need to be taken into account: the
experience of de-industrialization following the coffee boom of the 1970s, and the
fear of current account deficits induced by import expansion. The former was due
primarily to real exchange rate appreciation, while empirical analysis suggests
that trade account deficits in Colombia have been associated primarily with budget
deficits. The closer awareness at present of the macro management imperatives of
temporary coffee booms, coupled with the fact that the macroeconomic program is
designed to keep budget deficits in check, should help to prevent a recurrence of
past problems.

ix. Substantial progress has been made during 1985-86 in promoting a more
outward-oriented rational -rade regime through real exchange rate devaluation,
expansions in the foreign exchange budget, an opening up of the import licensing
regime, reductions in the average l2vel and dispersion of tariffs, administrative
reforms in granting import duty exemptions to exporters under Plan Vallejo and
greater uniformity of access to export incentives. However, further trade policy
actions are likely to be needed to lower the levels and dispersion of effective
rates of protection (due to quotas and tariffs) particularly in manufacturing--and
to correct the remaining bias against export activities. Analysis suggests that
trade policies based on more neutral incentives, would improve the competitiveness
of existing industries, would stimulate the private sector to undertake new
investments to diversify agriculture and manufacturing, and would promote exports
and employment. The most effective means of moving to a more neutial trade regime
would involve reductions in quotas, and a move, over the long run, to lower and
more uniform tariffs. Moreover, the Bank's cross-country experience suggests that
it is important to pre-announce the general thrust of future trade policies to
signal the direction of the economy and to create the appropriate expectations in
the private sector.

x. In recent months, the Government has formulated and publicized a medium-
term program of trade policies to reflect its continuing commitment to an outward-
oriented strategy and to provide a stable medium-term environment for private
sector decision-making. A prime element in the program is the proposed shift away
from quotas to tariffs as a major instrument for determining resource allocation
in the long run. In the short to medium term, as quotas are gradually phased
down, tariffs are likely to be used to provide temporary protection to activities
being phased out of the prior license regime. In the interim the transparency of
the tariff system is to be improved by a "cleaning up" of notas and exemptions.
The level of import surcharges has been marginally reduced from 19.65% of c.i.f.
imports to 18%, as has the portion earmarked. The foreign exchange budget is to
be retained but gradually expanded in line with the reserve situation. The
administration of the Previous License (PL) system is to be further streamlined.
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Over the longer run as tariffs become the more important trade policy instrument,
renewed attention will have to be directed at phasing down temporarily high
tariffs and imposing uniformity.

xi. In the area of export incentives, the emphasis is also likely to be on
reforms making for greater uniformity and transparency. The administrative syste't
for Plan Vallejo is to be simplified and expanded to cover additional non-
traditional exports and indirect exporters. The dispersion of CERT (Certificado
de Reembolso Tributario - Tax Reimbursement Certificate) rates has been reduced;
the structure is to be further modified to allow CERTs to compensate for indirect
taxes. Access to Proexpo (Fondo de Promocion de Exportaciones - Export promotion
Fund) credit is to be expanded on a more uniform basis. Export restrictions are
being phased down and/or approval procedures streamlined.

xii. The sustainability of such a program requires supportive macroeconomic
management, comprising, inter alia, compensatory real exchange rate action, con-
tinued fiscal discipline, control over the monetary aggregates and consistent wage
policies. The export promotion drive would also require a supportive institu-
tional infrastructure, with the public sector taking the lead in setting up
information systems, analysing non-tariff barriers, strengthening free trade
zones, instituting labor training programs, and structuring incentives to induce
new market penetration by international marketing companies.

Employment

xiii. Unemployment and underemployment have worsened in Colombia since 1981.
Compared to an average 9% registered during 1974-81, the urban unemployment rate
is currently about 12%. Though the employment rate increased between 1980 and
1984, employment growth in the urban formal sector decelerated, and the hitherto
stable formal sector share declined. Though informal sector employment expanded,
formal/informal sector earnings differentials increased. While skill differen-
tials are partly responsible, analysis suggests that these earnings disparities
are largely due to labor market segmentation. Corroborative evidence is provided
by data on the profile of the unemployed, who are young, relatively well educated,
and generally dependent family members. This group can afford to wait for rela-
tively long periods to obtain formal sector jobs. The unemployed therefore are
not necessarily poor. Urban poverty is, more likely, a result of low earnings in
the informal sector.

xiv. Labor demand is highly sensitive to economic growth; the slowdown of the
1980s may have exacerbated the unemployment rate by about 3 percentage points. A
prime determinant of growth is investment. Since investment itself is sensitive
to the cost of labor ani capital, policies which affect wages and capital costs
can have a significant effect on unemployment. Other major determinants of
employment are the factor mix and the output mix. Policies which affect wages,
non-wage costs or the effective cost of labor and raise the price of labor rela-
tive to capital reduce labor demand. This has been the case in the ColombIan
formal sector. Similarly, policies (such as trade and public sector investment
programs) which tilt the economy's output mix against tradeables and exports are
likely to reduce lab,or demand: this is because as the data suggests, tradeables
and export activities appear to be labor-intensive relative to economy-wide
averages.
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xv. The structural component of unemployment prevailing even during periods
of fast growth may be a reflection of labor market rigidities. The growing
formal/informal sector earnings gap reflects increases in formal sector take-home
pay, minimum wages, non-wage costs, and the presence of high hiring/firing costs.
This has introduced a substantial inflexibility into formal labor markets, widened
wage gaps, and by increasing the expected return from full-time search for formal
sector jobs, exacerbated unemployment.

xvi. Since sustained growth is a prerequisite for unemployment eradication,
emphasis must be placed on policies which sustain long-run growth and investment.
This implies an emphasis on the development of tradeables and exports (para. vii),
and a more open trade regime favnring Pxnortss To promote investment, the cost of
capital might be lowered through fiscal/financial policy measures while signals
regarding profitability and the business environment might be conveyed by slowing
down the pertodic adjustments of the miminum wage and of public sector wages. To
enhance labor market flexibility, options might be explored to reduce non-wage
costs such as social security taxes, and termination costs: through inter alia
reductions in overtime and extended week compensation benefits, elimination of
retroactivity conditions relating to the partial withdrawals of termJnation bene-
fits, extension of "pension sancion" periods to 15 years from the current ten. A
recent Government proposal before t}.e National Labor Council seeks to replace the
current cesantia severance scheme with an alternative system of voluntary social
services: unemployment insurance, access to credit, housing. The proposal would
also eliminate the retroactivity provision in the cesantia. Further analysis of
non-wage costs would appear to be a priority.

Resource Mobilization

xvii. Colombia's gross domestic savings performance (16% of GDP in 1980-84)
has been low by international standards (22.9% of GDP for comparator countries)
and very sensitive to the coffee cycle. The gross domestic investment ratio
(19.8% of GDP in 1980-84) would seem to have been low not merely in relation to
comparator countries (24.5% of GDP) but also in relation to investment levels
needed tc mop up unemployment. Significantly, there has also been a secular
decline in the private investment rate, and investment composition has shifted
markedly from the private to the public sector. The latter has been the major
source of the investment-savings gap which emerged in the 1980s; the private
sector has, since 1977, generated resource surpluses due primarily to the decline
in private investment.

xviii. Public sector savings which had declined during 1977-83, began to
recover in 1984. The trend continued in 1986 as a result of the stabilization
program and the coffee boom, and there is evidence that private savings rose as
well. The revenue position, particularly of the Central Administration, has
improved consistently since 1984. Though collections need to be monitored to
assess the impact of the far-reaching tax reforms of 1986, further action on the
fiscal deficit might focus on expenditure reduction. Piolic expenditures have
remained high, in part due to institutional practices such as transfers, revenue
sharing and earmarking, and the legacy of the relatively capital-intensive public
sector investment programs of the recent past. Increased expenditure control
would help ensure that public sector external borrowing for non-tradeables
activities was kept within the overall bounds suggested by investment and output
growth in the export-generating tradeables sectors. It would also help maintain
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discipline with respect to the public sector's access to domestic credit, and thus
set in place the right signals for the private sector, thereby helping to reverse
the long-run decline in private investment.

xix. Institutional analysis of the public sector is also needed to promote
the flexibility of public sector management. A number of factors appear to have
impaired the efficiency and mobility of public expenditure allocations in the
past: earmarking, forced investments and revenue sharing schemes, the sectoral and
project concentration of public investment, and finally, the cumbersome nature and
legal constraints stultifying budgetary processes. A beginning has been made in
increasing budgetary flexibility; earmarking is being modified to allow intra-
sectoral reallocation of resources; the earmarking of import surcharges has been
reduced; public enterprises are being required to pay import duties and the income
tax regime applicable to ma4or public enterprises tightened; the cohesiveness of
the annual and medium-term investment planning and borrowing exercises has been
strengthened; and the Government has proposed a constitutional amendment to remove
legal constraints on the bugetary process.

xx. Analysis suggests that the tax regime has had a dampening effect on
private savings and investment in the past and encouraged a recourse to debt
finance in preference to equity. A major tax reform designed to improve incen-
tives for private investment was approved by Congress in December 1986. The
reform which significantly reduced distortions in the tax systtm and incentives to
debt finance included, inter alia, reductions in income and corporate profits tax
rates; elimination of differential tax rates between corporate and unincorporated
enterprises and capital gains and income, and the double taxation of dividends.
The Government has also moved to encourage foreign direct investment (FDI) flows.
It has streamlined FDI procedures and will shortly ratify the May 1987 protocol
modifying the Cartagena Agreement of the Andean Pact.

xxi. The efficiency of the Colombian financial sector had been impaired by
structural weaknesses: an inadequate capital base, high operating costs, imper-
fect competition, and an inadequate supervisory framework. Policy factors leading
to inflation, forced investments, high reserve requirements, have also contributed
to the sector's structural deficiencies. In recent years the sector has been
affected by problems of liquidity and solvency. A number of measures taken during
1984-85, improved the sector's financial viability: nationalization, the setting
up of facilities for encouraging equity purchase, and recapitalization. The
forced investment issue is being addressed through gradual reductions in the base
and yield increases; the proposal to transfer forced investient subsidies to the
budget would increase transparency. Agricultural interest rates though still
subsidized, are approaching market rates; credit to industry carries interest
rates above the market deposit rate, while long-term rates are variable; mortgage
interest rates are positive in real terms. Congress is considering a proposal to
attract foreign investment in the banking sector. These measures when reinforced
and extended are likely to go a long way toward enhancing the competitiveness and
efficiency of financial sector operations and of resource mobilization more
generally.



Chapter 1. Recent Economic Developments and Perspectives

A. Introduction

1.01 Colombia has emerged successfully from a period of near crisis. The
5.1% growth record of 1986 marks the end of a perioed of difficulties during
1980-85 when growth averaged 2.1% p.a., the current account slid into deficit,
and unemployment peaked at about 14.6%. Analysis of this troubled period and the
subsequent resumption of growth provides valuable pointers to the sources of the
country's difficulties as well as to the challenges which remain. The difficul-
ties of the 1980s have been due in part to the predominance of coffee in the
economy, to external sh :ks, and to shortcomings in the policy environment. These
shortcomings have manifested themselves through shortfalls in the country's
savings-investment efforts, policy-induced economic rigidities which lhave slowed
Colombia's transformation into a more open flexible economy responsive to changes
in the international environment, and through inefficiencies in specific markets/
sectors (labor, financial, manufacturing, etc.) which heve constrained the country
from realizing its growth potential. The government's economic program (1984-86)
has been successful in restoring external balance; however, more remains to be
done in reinforcing the outward-orientation of the economy and in stepping up
growth and employment. These issues constitute the major themes of this report.

1.02 Historical Background. In contrast to the 1980s, the Colombian economic
record during the 1970s was sound (Table 1.1): GDP growth averaged 5.7% p.a. with
consumption growth per capita exceeding 3.6% p.a. Growth resulted from fairly
reasonable levels of investment, averaging 18.7% of GDP. This was sustained by
modest inflows of foreign savings, about 2.9% of GDP, during the first half of the
seventies. and by a rise in the national savings rate to about 19.7% of GDP during
the coffee boom of 1975-80. Massive migration transformed the country from a
still comparatively rural to a predominantly urban economy with 64% of the
population living in urban centers in 1980. The two major areas of concern were
unemployment and the distribution of income. Urban unemployment had risen from
its quinquennial average of 8.4% prior to 1965, to above 11% during 1965-69,
apparently in response to the demographic transition and accelerated urbanization
of the 1960s, but continued to average above 10% through the 1970s despite the
economy's high growth record. The distribution of income was also a cauea for
concern: household income data for 1978 for Bogota and Cali suggest that incomes
of the top 20% of households were roughly 13-14 times that of the bottom 20%.
However, the Colombian record though somewhat more unequal than that of some East
Asian countries, does not appear to have been significantly worse than that of
other Latin American countries, where the comparable indicator was in the range of
12-33 for Brazil, Panama, Uruguay, Argentina, Venezuela and Mexico.l/

1/ Insofar as the pattern for the two major cities may be said to approximate the
economy's overall income distribution profile. The comparable indicator
ranges between 7-10 for Korea, Thailand, Philippines and Indonesia. These
statistics, presented in the IBRD's World Development Report, 1986, may
however, be based on data of uneven quality; the reference periods are also
widely divergent.
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Table I.1 CO(MX IA: EXtIC I11IW3N AND INtHVE INDICAFS
(1970-6)

Record of the 1970s Early 1980s Recent Perforsmnce: Adjustwnt wIti' Grow:h
Ibglmin of

Export-Ld Growth Coffee Boom Economic Setback Ajustsent Actual PrelimJnary
1970-75 1976-60 1981-83 1984 1985 1986

1. Real sector (growth rates, constant prices)
GDP 5.7 5.5 1.3 3.4 2.4 5.1
Consntion Per Capita 3.5 3.7 0.9 0.9 1.5 -0.0
Total Exports 7.4 9.2 -1.9 13.2 15.0 40.3
Traditional Exports 3.4 13.5 5.0 17.5 13.9 54.2
- Coffee 5.4 14.2 0.9 10.6 -1.8 13.3
- Other (milnit, fuel) -3.0 10.1 20.0 36.7 49.5 125.9
Nxb-traditional Exports 13.4 4.5 -12.0 4.8 17.1 8.6
- Nor.-coffee agriculturea/ 8.2 5.5 -5.8 1.1 10.3 4.0
- mnufacturing 21.4 3.7 -18.5 9.7 25.2 12.1

2. Coit ition of GDPb/ (%)
Agriculture 24.6 22.3 19.4 17.8 17.7 n.a
Mining 2.0 1.8 2.8 3.4 4.3 n.a.
mnufacturirn/ 22.8 23.8 21.7 22.6 22.3 n.a.
3arvices sad Cnstruction 50.5 52.1 56.1 56.2 55.7 n.a.

3. Resource Balance (% of aGP)
Exports (XFS 14.7 17.5 11.9 12.1 14.7 19.8
Inports QFS 16.0 15.3 17.4 15.4 16.1 17.4
Gross Naticsl Savings dt 16.2 19.7 13.8 13.6 14.1 18.8 e

ross Dentic hwestmentd/ 19.1 18.4 20.3 19.0 17.7 17.7
Qirrent Account 2.9 1.2 -6.5 -5.4 -3.6 1.6
Public Sector Deficit -1.7 -0.7 -6.3 -6.3 -3.9 -0.5

4. Otwar Indicators
Real Excha Rate (1975 - 100, Avg) 88 87 73 80 91 iO0
Nomlnal (bffse Price (1970 - 100) 84 133 88 98 99 131.7
Terms of Trade Index (1970 = 100) 103 154 114 118 121 115
omey Base Givwth 23 35 18 18 26 29e/

Inflation (CPI, average) 17.1 24.5 24.9 16.4 22 21
Urban 1kmlic.ysent 10.7 9.4 9.7 13.2 13.8 12

5. Annual Extnal Finmcing (USW )
and Reserve Ievels

Net Foreign Investment 32.0 55.4 360.0 561.0 729.0 673.0
NBet Official Capital (HLT) 127.3 127.7 396.9 633.0 989.0 663.0

- Disbars9ent (181.7) (231.5) (587.1) (897.8) (1284.0) (1083.0)
- Amrtizaticn (54.4) (103.8) (190.2) (264.8) (295.2) (420.1)

Net Private Capital f/ 35.6 247.7 829.5 735.4 286.0 1041.0
- Disbursent (178.8) (438.2) (1163.6) (1172.0) (737.0) (1706.0)
- Anmrtization (143.2) (190.5) (33b.1) (436.6) (451.0) (665.0)

Year-fnd Reserve levels (W$u) 360 3000 4533 1795 2066 3532.0
Reserves (man.s of GNFS imports) 2.8 9.8 8.2 3.7 4.5 7.6

6. External Debt Indicators

t4T DOX/QJP 22.1 12.1 18.9 25.6 33.6 41.5
Total DOD/CUP 8/ n.a. n.a. 27.1 33.0 42.2 46.5
MT Debt SerVce/XGS h/ 19.9 11.7 23.8 28.1 29.5 30.9
Total Debt Service/YJ' h/ n.a. n.a. 31.1 37.2 35.7 35.6

a/ Includes prcesse agricultural gDods.
b/ Shares in value added at current market prices, and not including indirect taxes.
c/ Ineludes procesed coffee.
y onstant prices for 1986.
e/ Based on mim estiutes.
f/ Ir¢iudes nmpwrte lening.

i1 ncuding shorter debt.
A mrtization and interest payInts as a percentage of exports of gDods and services.

N.B.l)te export data based on DME (adjusted) for 1970-85; 1986 data based on Banon de la Republica bal of paynents statistics.

Sources: blo de la Repblica, lprtaBto Administrativo Nbcional de Fatadisticas (WE), and 'Wbrld Bank estimates.



- 3 -

1.03 The Policy Environment and the Sources of Growth. This overall picture
obscures developments at the level of specific sectors or demand components which
provide clues to the problems of the 1980s. Critical to an understanding of the
first part of the 1970s was the nature of the policy environment. The pulse of
the economy during the second half was clearly marked by the coffee boom and the
policies adopted in response to the accompanying inflows of foreign exchange. A
detailed analysis of these factors is set out in the previous Country Economic
Memorandum.2/

1.04 The early 1970s saw a continuation of the policy regime initiated in
1967. The Goverr'nent shifted direction away from the heavily import-substituting
emphasis of the pre-1967 years, towards a focus on export promotion, comprising a
relatively trar.sparent and uniform structure of export incentives, modest trade
liberalization, reliance on adept management of a crawling peg exchange rate
regime, fiscal discipline, and the use of efficiency criteria to guide public
sector investment decisions. Appropriate exchange rate management encouraged
tradeables activities. During 1970-75, manufacturing proved to be the major
sectoral source of growth (Table I.2A): non-coffee manufacturing rising from 18%
of GDP to 20% in 1975. In terms of final demand ̂omponents, the export sector
clearly spearheaded growth (Table I.2B). As the export drive proceeded, product
and market diversification took hold: non-traditional exports grew, new footholds
were established in Europe and Latin America and the overwhelming reliance on the
TJ.S. market declined. Fiscal discipline constrained public sector activities,
thereby accommodating the private sector's role in investment.

1.05 With the onset of a boom in world coffee prices in late 1975, the macro-
economic direction of the economy faltered. The initial sharp improvement in a
number of economic indicators: the turn-around in the balance of payments, the
rise in economic growth, the fall in unemployment, the generation of current sur-
pluses (1976-78) on public sector account, and the surge in international
reserves, masked a number of structural weaknesses induced by domestic policies
associated with a failure to smoothen out aggregate expenditure adequately. The
inability to offset through higher imports or sterilization, the reserve accumula-
tion due to coffee, the surrender of illegal export earnings and foreign borrow-
ing, led to expanded domestic liquidity and inflation. The structure of the
economy changed heralding the problems of the 1980s: non-coffee manufacturing
stagnated at 20% of GDP, and the impetus for growth clearly emanated from the
services sectors (Table I.2A). Though overall export expansion continued, diversi-
fication into non-traditional exports slowed; Government consumption accelerated;
the surge in fixed investment was due primarily to a major program of public
sector investment, and masked aai important decline in private sector investment
activity.

1.06 The Crisis of the 1980s. When the coffee boom subsided in the early
1980s, the growth in aggregate demand was maintained through higher public expend-
itures, domestic credit creation and foreign borrowing. As a consequence, infla-
tion accelerated to about 25% during 1981-83, and the real exchange rate appre-
ciated from 83.6 in 1980 to 73.6 in 1983, relative to a base of 100 in 1975.
There was a loss of competitiveness: the retrogression in the share of the trade-
ables sectors to about 44% of GDP, and the concomitant rise in the share of
services (largely non-tradeable goods) implied a more than total reversal of the

2/ IBRD, Colombia: Economic Development and Policy Under Changing Conditions,
1984.
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Table I.2A: SECTORILL SOURCES OF GROWTH
(in % per annuim)

Growth Rates 1970-75 1975-80 1980-83 1983-85 1980-85

Agriculture
Forestry, Fisherya/ 4.4 4.1 1.4 1.1 1.3

Mining!/ -4.3 -2.3 6.8 24.5 13.6

Manufacturing5/
Total 7.8 3.4 -0.7 4.1 1.2
Non-Coffee 6.9 4.5 -0.9 3.8 1,0

Services and Constructiona/ 6.4 5.8 3.0 0.7 2.1

GDpa/ 5.9 4.8 1.7 2.2 1.9

Table 1.23 SOURCES OF DEMAND GROWTHb/
(in % per annum)

Demand

Consumption 5.6 5.8 3.2 3.1 3.2
Private 5.6 5.4 3.4 3.3 3.3
Government 5.8 8.5 2.6 1.8 2.2

Gross Domestic Investment 1.7 8.5 5.3 -8.9 -0.6
Fixed Investment 3.2 7.2 3.5 -1.1 1.6

Exports of Goods and NFS 7.0 5.7 -6.8 10.3 -0.3

Supply

GDP 5.7 5.4 1.6 2.9 2.1

Imports of Goods and NFS 2.2 10.9 5.5 -2.7 2.2

Total Supply 5.2 6.2 2.3 1.9 2.1

a/ At Factor Cost in 1975 pesos.
b/ From expenditure data in 1975 prices.

Source: DANE
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structural gains registered in the early seventies. Non-traditional export growth
decelerated at 12% p.a.; and the current account deficit expanded to average 6.5%
of GDP (Table 1I1). These developments, superimposed on a context of interna-
tional recession, falling commodity prices, a tightening of international capital
markets, and of Latin American debt developments precipitated a loss of confid-
ence. Colombia was subjected to a cut-back in external lines of credit and normal
commercial bank lending; international reserves fell sharply. At the same time,
overall GDP growth dropped to an average 1.3% p.a. The combination of these
developments in turn exposed the underlying problems of the domestic financial
sector.

B. The 1984-86 Adjustment Program

1.07 Ir, 1983-84, the Government relied on import controls to halt the outflow
of reserves, while maintaining public expenditures to preserve growth. The over-
all policy effort, which included an accelerated crawl of the exchange rate and
fiscal and financial reforms, proved to be insufficient in the light of emerging
domestic and external realities. In view of the continuing drain on reserves, the
Government announced, in late 1984, a macroeconomic program designed to combine
stabilization with growth.

1.08 Stabilization. Since the immediate objective was to restore external
balance, a primary task was to reduce aggregate expenditure, both consumption and
investment, and particularly those elements of expenditure which spill over into
the balance of payments through increases in domestic demand for exportables and
importabes. The primary policy tools used by the Government were: (i) Fiscal
Poli2y. Revenue measures yielding a 43% increase in Central Government revenues
were combined with some expenditure reduction and public sector tariff policies to
lower the overall public sector deficit; the associated tax increases3! were
designed to reduce private domestic expenditures and import demand; and (ii)
Monetary and Credit Policies. Restrictive credit policies were designed to con-
strain aggregate expenditure, primarily through restraints on public expendi-
tures. The combined impact of restrictive credit and the acceleration of the
crawling peg exchange rate on interest rates were expected to have an additional
contractionary impact on domestic demand. Though an Incomes Policy was never
explicitly articulated, the restraints imposed in 1984 on public sector wages and
salaries, served not merely to reduce real incomes in the public sector, but also
as signals to the private sector to lag income behind output increases.

1.09 Growth and Structural Change. An additional program objecttve was to
preserve growth. This was achieved in two ways: first, the impact of expenditure
reduction policies or the external accounts was reinforced with the help of
expenditure switching policies, with increases in the output of exportables and
importables being achieved through resource transfers from non-tradeables to
tradeables; and second, complementary supply-oriented policies workpd through
direct impacts on the level of economic activity (not merely its composition), to
promote efficiency and investment in specific tradeables and exports. The 1984-85
program placed heavy emphasis on three expenditure switching instruments: (i)
Real Exchange Rate Policy: The devaluation of the real exchange rate was acceler-
ated to promote competitiveness through relative price adjustments in favor of

3/ Increases in stamp taxes, import tariffs and surcharges, reductions in income
tax deductions, broadening the VAT base, and other minor revenue measures.
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tradeables and against non-tradeables; (ii) Trade Reform. A critical element was
the gradual opening up of the trade regime: this included the initiation of a
fairly substantial program of liberalization of import licences, a rationalization
of tariffs, the removal of export restrictions, and the expansion of the duty
exemption scheme for exports. These measures were designed to enhance export
profitability as well as the efficiency of the domestic import-competing sectors;
and (iii) Public Investment Policies. In a complementary effort, the Government
reoriented the public investment program towards export-oriented activities in the
coal and petroleum sectors and toward essential quick-yielding infrastructural
projects, postponing at the same time, new, large and long-gestating projects in
such non-tradeables sectors as power and transport. Building on the success of
these policy measures the Government sought in 1986, in the context of the Bank's
Trade and Agricultural Policy Loan program, to shift gradually to more supply
oriented policies, particularly in agriculture.

1.10 Financing Arrangements. The adoption of the program marked an important
step in the development of a consensus among Colombia's major external creditors
in support of the country's stabilization and adjustment efforts. The resulting
financial package comprised: a resumption of commercial bank trade lines, the
increased exposure of the World Bank and the Inter-American Development Bank, and
the commitment of a US$1 billion commercial bank jumbo loan based on the policy
understandings among the Government, the World Bank and the IMF. The IMF agreed
to a sui generis monitoring arrangement for 1985-86 without a Standby Arrangement,
while the World Bank in the context of its two policy-based loans, the US$300
million Trade Policy and Export Diversification Loan (TPED), and the US$250
million Trade and Agricultural Pclicy Loan (TAP), undertook to assess medium-term
performance particularly in the areas of trade reform, and the public sector
investment and borrowing programs.

C. The Recent Record

1.11 All the major objectives of the Colombian program for 1985-86 were
achieved. The current account in the balance of payments registered a significant
improvement in 1985 declining to a deficit of US$1,220 million or 3.6% of GDP,
from US$2,050 million or 5.4% in 1984. In 1986, aided by the strong performance
of coffee, the current account registered for the first time in several years, an
estimated surplus of about US$518 million. Key to this performance was a success-
ful real exchange rate policy: the real effective value of the peso was depre-
ciated by 28.5% between December 1984 and December 1985, and by an additional 7.8%
over the following year. By December 1986, with the real exchange rate index at
114.4 (relative to 100 in 1975), the depreciation had gone well beyond the Govern-
ment's initial aim of restoring the level of external competitiveness that pre-
vailed in the mid-1970s.

1.12 These developments in the external sector were accompanied by the sub-
stantial strengthening of fiscal performance. In 1985, the overall public sector
deficit was reduced to 3.9% of GDP from 6.3% of GDP in 1984. At the same time,
the Central Government deficit also declined from 4.4% to 2.6% of GDP, due both to
the sharp increase in revenues (by 1.2% of GDP) associated with the tax measures
adopted under the 1984-85 program, and the modest decline in expenditures (0.6% of
GDP) resulting from reductions in Government salaries and transfers to the rest of
the publ'c sector. The substantial improvement in Central Government accounts
which continued during 1986 was iargely due to factors such as a fall in invest-
ment and revenue increases associated with the coffee boom and the devaluation of



the exchange rate. As a consequence, the overall deficit of the public sector was
estimated to be no more than 0.5% of GDP in 1986. The growth of domestic credit
was substantially reduced during 1985, and slower than planned during 1986.
Inflation was virtually on target at 22% during 1985; a further drop was regis-
tered during 1986 despite the large stimulus to the economy arising from the boom
in coffee.

1.13 The Government's expectations with respect to growth have also been
borne out. The GDP growth rate was close to 2.5% in 1985; growth of 5.1% is
estimated for 1986. The growth of consumption per capita during 1985-86 remained
below the long-term trend as a result of the program's expenditure reductions.
The impact of these measures was most pronounced in the area of gross domestic
investment and government consumption; there were also cutbacks in imports of
goods and non-factor services (Table 1.2B). Expenditure switching policies also
had expected effects: non-traditional exports grew in real terms at a rate of
10.3% p.a. during 1983-85, a growth rate of almost 9% p.a. is expected in 1986.
The erosion in the share of tradeables activities was arrested during 1984; the
share rose by almost a percentage point in 1985.

1.14 Urban unemployment, however, remains a major concern: the rate had
risen to 14.7% during June 1986, but dropped to 12.2% as of June 1987. The
profile of the currently unemployed: young, female, relatively educated, puts a
greater burden on the need to identify unemployment eradication strategies which
take account of these specific characteristics. These attributes suggest that the
unemployed are capable of putting in longer "search periods" for jobs at the
"appropriate" wage (see Chapter III). In this sense the unemployed are not
necessarily poor. Nor has the persistence of high unemployment and low labor
income growth appreciably shifted the functional distribution of incomes against
labor. The share of iabar in net national income rose consistently during
1977-82; it fell appreciably in 1985 but is still close to the previous peak of
64% attained in 1963.

1.15 The task of demand management during 1986 was both aided and rendered
more comp x by the boom in coffee. A major effort was made by the Central
Government to increase savings during 1986. However, since coffee receipts in
1986 were higher than 1985 earnings by about US$1.0 billion, the Government's
objective was to manage coffee earnings so as to maintain consistency with program
targets, and to prevent a recurrence of the appreciation of the real exchange
rate. This required the sterilization of the coffee windfall. Since the Govern-
ment's formal share of the coffee proceeds (in the form of a 2.5% export tax on
coffee) was relatively minor, it attempted to gain access to the windfall through
an informal and flexible arrangement worked out with the Fondo Nacional de Cafe
(FNC). The resulting outcome was as follows: (i) Revenues from the coffee tax
helped to reduce the Central Government's deficit (though the actual reduction in
the deficit exceeded the increase in coffee revenues). The FNC's own accounts
registered a substantial improvement such that the ratio of the overall public
sector deficit to GDP was reduced by some 3.5 percentage points relative to what
it might have been without the coffee boom. (ii) The deficit was largely financed
by resource flows to the Government and public sector agencies from producers and
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from the FNC,4/ estimated to amount to some 176 billion pesos (2.3% of GDP).
(iii) These financing flows served to sterilize part of the windfall accruing to
the coffee sector. (iv) The Government has retired external short-term debt
totalling about US$760 million and long-term debt of US$100 million. (v) The
Acuerdo Cafetero was also intended to help raise the savings rate of the economy;
the magnitude of this "forced savings" effect is critically dependent on the
savings propensities of public sector agencies (receiving the transfers) being
higher than those of coffee producers. The preliminary 1986 data and the surplus
registered to date in the current account of the balance of payments, suggest that
both aggregate and private sector savings performance improved during 1986.

1.16 As a mechanism facilitating resource flows and the ultimate steriliza-
tion of the coffee proceeds, the Acuerdo was undoubtedly blessed with a large
measure of success; the only concerns would be the possible distortions caused by
these financing arrangements, and the lack of transparency implicit in the income
transfers of the Acuerdo. The emphasis of the Acuerdo was on monetary management;
preliminary data for growth, savings and inflation during 1986 indicate that while
the government might have made fuller use of the opportunity to make further cuts
in the underlying fiscal deficit, the management of aggregate expenditure during
the boom was also successful. However, the future impact of the Acuerdo's finan-
cing arrangements on public sector savings during 1987 and beyond, needs to be
carefully monitored.

D. A Medium-Term Program

1.17 Three tasks are likely to be critical to any medium-term program: (a) a
revitalization of growt-h; (b) maintaining external balance and creditworthiness,
keeping debt service within prudent limits; and (c) a significant reduction in
unemployment. In identifying a feasible path of medium-term growth it may be
appropriate to draw on Colombia's historical experience of growth, while building
on the stabilization/growth framework of recent years.

1.18 The review of Colombia's historical record suggests that both export
expansion and savings/investment performance have been positively associated with
GDP growth. Economic growth was above trend when the export/GDP ratio was rising;
conversely the collapse in the export/GDP ratio after 1980 accompanied a growth
recession. Recent work carried out by the World Bank on the factor sources of
Colombian growth suggests that more than half of GDP growth during 1963-80
resulted from an increase in the capital stock and about a third of the 1976-80

4/ The framework of the Acuerdo was as follows: producers were to receive a
portion of the increased domestic producer price in the form of Banco de la
Republica bonds known as Titulos de Ahorro Cafetero, amounting to 361 billion
pesos (0.6% of GDP). The FNC was to purchase Banco de la Republica bonds of
the order of 92.6 billion pesos (1.5% of GDP). It undertook to transfer 26.4
billion pesos (0.4% of GDP) to the Central Government, and 57.2 billion pesos
(0.9% of GDP) through bond purchases to other public sector agencies. The
total financing flows were estimated to amount to 176.2 billion pesos (2.8% of
GDP). This compares to an estimated public sector deficit of about 0.5% of
GDP.
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growth was accounted for by improvements in labor inputs, quantitative and
qualitative. Colombia's historical experience therefore suggests an emphasis on
the expansion of exports and investment, and attention to policies for the
promotion of employment and labor productivity.

1.19 Sustained growth over the medium term requires the stepping up of
investment. While an expansion of domestic resource mobilization by both the
private and public sectors to finance investment is critical, reliance on foreign
savings will also have to continue. Given existing debt service obligations and
the current shyness of international capital markets in financing long-term
private sector activities in developing countries, this will place an added burden
on the need to maintain creditworthiness. A primary goal in this regard is sus-
tained export expansion end diversification, firmly grounded in a broad based
development of tradeable activities. Since exports are the business of the
private sector, this in turn implies a need for the resurgence of private sector
participation in the Colombian economy. A complementary need is a competitive
flexible labor market which can translate product market cha.iges into appropriate
labor market signals which allow the switch to tradeables and exports to take
place. Conversely, a growth strategy which seeks to promote employment, and at
the same time to alleviate the problems of poverty which inevitably multiply as
unemployment grows, must also favor an output mix and a factor mix which is inten-
sive in the use of labor: this requires flexible wage policies to reflect
Colombia's labor advantage, and competitive product markets to reflect the wage
cost advantage.

1.20 Thus both the historical record and the exigencies of the medium term
point to three major areas of policy emphasis: (i) trade related policies; (ii)
employment; and (iii) resource mobilization. These policy initiatives must be
supported by (iv) sectoral policies for the removal of policy-induced distortions,
and improvements in efficiency for the promotion of internal resource generation.

(i) Trade-Related Policies: Trade reform has generally come in for criti-
cism in Colombia on the ground that it makes for output and employment losses
during the adjustment process. This ignores the positive role of trade reform as
an indispensable instrument of expenditure switching for promoting output and
employment in tradeables activities. The Government is committed to maintaining
an appropriate real exchange rate since this is the prime policy signal affecting
the balance of tradeables and non-tradeables. In addition, however, within the
tradeables sectors, the significant disparities implicit in the current framework
of tariff/non-tariff barriers, may not be giving clear signals for rational
resource allocation. The rent seeking activities fostered by import controls in
the older domestic import competing activities, may be inimical to dynamic
resource switching and to broad-based private sector investment in tradeables and
exports. Obviously given the scarcity of funds, particularly of foreign
resources, to cushion the adjustment, the pace of trade reform must be gradual.
But if the need to create an appropriate expectational environment for the private
sector is considered to be important, the first step, appropriate product market
signals reflecting neutral incentives, can only be achieved through a further
rationalization of import policies, export promotion and exchange rate manage-
ment. These are discussed in Chapter II.

(ii) Employment: For employment expansion to be maintained over the medium
term, sustained growth is a pre-requisite. This requires a strategy of develop-
ment which nurtures an expectational environment conducive to investment. In
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addition, the strategy must promote an output and technology mix which is inten-
sive in the use of labor. Colombia's historical experience suggests that periods
of rapid export expansion have been accompanied by the rapid growth of employment
opportunities.5/ This is because Colombian exports have in general been labor-
intensive: hence export promotion must be an important building block in any
strategy for employment growth. The export strategy must, however, be broad
based; there can only be limited or uncertain employment gains from a primary
reliance on coffee exports or natural resource-based exports such as petroleum.
Another prerequisite is an efficiently functioning labor market. Policies which
segment labor markets, which prop up wages in a context of significant unemploy-
ment, and increase the weight of inflexible non-wage labor costs determined out-
side the market place, restrict labor mobility and constrain market adjustments:
hence, the relaxation of such policy-induced structural constraints is critical.
Labor market issues are discussed in Chapter III.

(iii) Resource Mobilization. Expenditure switching through trade reform and
labor market policies, needs to be supported with substantial investments. The
burden of the current debt service ratio and the paucity of foreign resources,
point to the need for a significant effort at resource mobilization both public
and private. A concommitant need is to correct the balance of investment activi-
ties in favor of an expanded private sector role. A prime requisite is the crea-
tion of a stable environment of fiscal policies which nurtures private sector
investments in long-term fixed assets. Also important are financial sector
policies which promote the intermediation of domestic and foreign savings into the
most efficient uses. Chapter IV focuses on issues of resource mobilization and
financial sector efficiency.

(iv) Sectoral PoliCies. Additional support for expenditure switching and
supply-oriented efforts must be provided at the level of specific sectors.
Reforms at the macro level are not always sufficient to ensure neutral and trans-
parent incentives at the sector level. In the first phase, four sectors might be
singled out for policy attention: agriculture, manufacturing, energy and trans-
port. Since the first two constitute the two major tradeables sectors in
Colombia, the success of the medium-term program hinges critically on the effec-
tive transl,tion of macro-policy reforms and signals to the sectoral level in
agriculture and manufacturing. The last two sectors, energy and transport, have
in recent years, been the largest absorbers of public sector investment resources:
the removal of sectoral distortions and impediments to efficiency in these sectors
would therefore have an important impact on macro-resource mobilization efforts.
In addition, since the energy and transport sectors provide important infrastruc-
tural support for the production and movement of exportables and importables,
improvements in sectoral efficiency could facilitate the switch to tradeables.
Annex I focuses on specific issues in the four sectors.

1.21 Agriculture. A number of domestic policies may have constrained overall
agricultural performance. The medium term development strategy will need to focus

5/ For an elaboration of the hypothesis see Urrutia, Miguel, Winners and Losers
in Colombia's Economic Growth of the 1970s, World Bank, Oxford University
Press, 1985, and Garcia Garcia, Jorge, "The Impact of Exchange Rate and
Commercial Policy on Incentives to Agriculture in Colombia, 1953-58".
International Food Policy Research Institute, Washingon, D.C., November 1980.
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on trade policies to correct incentives in favor of exports; on appropriate modi-
fications of coffee policy to prevent coffee overproduction; to phase down market-
ing and price support policies which have favored importable crops at the expense
of exports, so as to ensure the efficiency of domestic import-competing agricul-
ture; and to step up investments for expanding production.

1.22 Manufacturing. The contribution of manufacturing to Colombian GDP is
well below comparable levels in other middle-income developing countries. Non-
traditional exports and the normal process of deepening of industrial activities
have suffered under the impact of the coffee boom of the 1970s and the associated
appreciation of the real exchange rate. To boost growth and structural transform-
ation, the level of the real exchange rate is critical as also the neutrality of
incentives between import-competing activities and exports; these expenditu:e
switching signals might be complemented by appropriate industrial restructuring to
phase out old inefficient industries over the medium-term and to provide support
instead for vigorous export promotion, efficient import-competing activities, and
for industrial deepening.

1.23 Energy. The energy sector has commandeered about 40% of public sector
investment during 1980-85, and its share in external public debt was about 51% in
1985. As the public sector reduces its claim on resources in the medium term,
there will have to be a concommitant decline in energy sector investments. This
will require major financial restructuring and internal resource generation
efforts in the power sector, and in coal. Overall resource mobilization objec-
tives might be served by strengthening mechanisms for transfering financial
resources from the petroleum subsector to the Government, and overall allocative
efficiency enhanced through more disciplined project appraisal sector-wide. It is
also important to bear in mind that the use of external resources largely in
support of investments in non-tradeables sectors such as energy or, more
generally, in support of an inward-looking development strategy, runs the risk of
generating debt service problems. Expenditure switching would be concomittantly
served by appropriate inter-fuel pricin¢ policies (favoring greater coal and gas
consumption and de-emphasizing hydropower, and consumer-oriented development
strategies) and encouragement of private sector initiatives in coal and oil/gas
exploration.

1.24 Transport. The success of tradeables development depends critically on
the mobility of goods both within, and to and from Colombia. Despite recent
improvements in transport infrastructure, transport charges still constitute a
very high proportion of the final prices of several low value tradeables. Hence,
the need for medium-term sectoral policy reforms which focus on efficiency gains.
The macro-economic importance of the transport sector in recent years also derives
from the very high proportion of public sector resources absorbed by the sector:
almost 18% during 1980-85. Thus, sectoral cost-recovery policies and efficiency
improvements should work to release resources for use in other parts of the
economy, while the gradual phasing down of reliance on earmarked funds should con-
tribute to the flexibility of public budgeting procedures over the medium term.

E. A Medium-Term Growth Scenario

1.25 The continuation of gradual structural adjustments and policy reforms in
the areas of trade, labor markets and resource mobilization, and an extension of
these reforms to the sectoral level could accommodate growth rates significantly
higher than that averaged during the 1980s. The most likely scenario, that of
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Table I.3A COLOMBIA: MEDIUM-TERM PROSPECTS--MOST LIKELY SCENARIO
SELECTED MACROECONOMIC INDICATORS

Actual Projecteda/
1985 19860/ 1987 1988 1989 1990 1991-95E/

Annual Growth Rates
(constant prices)

GDP 2.4 5.1 4.5 4.0 4.0 4.0 4.0
Coasumption/capita 1.4 -1.0 -0.4 -0.4 1.5 1.7 2.2
Exports (GNFS) 8.9 26.7 22.1 6.6 4.7 4.8 4.6
imports (GNFS) -2.6 -4.6 11.1 4.5 3.1 5.5 7.5

2 of GDP

Gross Domestic Investment 17.7 17.7 18.1 19.4 19.5 19.7 20.8
Gross National Savings 14.1 18.8 15.0 16.7 17.1 17.6 18.5
Exports (GNFS) 14.7 19.8 18.1 .9.6 19.7 20.2 20.7
Imports (GNFS) 16.0 17.2 18.6 19.2 19.0 19.1 19.9
Trade Balance (GNFS) -1.3 5.9 -1.0 1.0 1.8 1.2 0.8
Current Account Balance -3.6 1.6 -2.5 -2.2 -2.0 -1.7 -1.5

Mem

Reserve Level (USWm) 2066.0 3532.0 3210.0 3210.0 3210.0 3210.0 3210.0
Reserves (mos. of GNFS imprts.) 4.5 7.6 6.2 5.6 5.3 4.9 3.9
Marginal National Savings Rate 0.5 1.5 11.7 0.6 0.3 0.3 0.3
ICOR 7.1 3.6 4.2 5.1 5.1 5.2 5.5

Table I.3B COLCMBIA: MEDIUM-TERM PROSPECTS--CAPITAL REQUIREME17S AND EXTERNAL
DEST INDICATORS

Capital Requirements (USSm)

Current Account Balance d/ -1221 518 -851 -772 -781 -692 -771
Net Foreign Investment 729 673 428 393 345 366 500
Net Public Guaranteed 1141 1631 497 679 556 435 357
- Gross Disbursements 1795 2567 1661 2147 2284 2193 1982
- Amortization 654 936 1165 1468 1729 1759 1625

Net Private Non-Guaranteed 130 73 -30 -67 -120 -109 -52
- Gross Disbursements 226 221 250 213 239 255 340
- Amortization 96 148 280 280 359 364 392

Short Term 200 -1266 -366 0 0 0 0
Net Other e/ -709 -163 0 0 0 0 -34
Reserve Changes -271 -1466 322 0 0 0 0

External Debt Indicatorsf/(US$m and 2)

Total Debt Outstanding (DOD) 13834 14989 15090 15702 16138 16464 17377
MLT Public Guaranteed 9441 11752 12249 12928 13484 13919 14994
MLT Private Non-Guaranteed 1567 1640 1610 1543 1423 1314 1152
Short-term 2826 1597 1231 1231 1231 1231 1231

1ST DOD/GDP 32.2 41.1 41.1 40.5 38.8 37.1 32.1
Total DOD/GDP 40.5 46.0 44.8 43.9 42.0 40.1 34.6
MLT Debt Service/XGS 29.5 30.9 42.0 41.7 43.5 40.8 32.8
Total Debt Service/XGS, of 35.7 35.6 45.2 46.0 48.2 45.1 36.6

which Interest Service/XGS 17.6 19.2 22.2 21.7 21.3 20.1 16.3
Memo: XGS 6121.0 6603.0 6290.0 7178.0 7751.0 8480.0 11399.0

a/ Based on commndity prices projections as of April 1987.
b/ Data for 1986 based on preliminary/estimated figures.
c/ Average.
d/ For details on the balance of payments see Appendix Table 1.7.
e/ Includes errors and omissions.
f/ Debt data for 1985-86 drawn from the IBRD's Debtor Reporting System and the Banco de la

Republica, as of April 1987.

09-20-87
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growth sustained at about 4% p.a. is predicated on the creation of an expecta-
tional environment conducive to the resurgence of private sector participation in
the economy. The maintenance and strengthening of policy changes encompassing,
inter alia, the real exchange r&te, the gradual relaxation of import controls, and
improvements in public sector savings combined with reductions in public expendi-
ture, and access to domestic credit investment, are likely to impart to the
private sector, stablc and unambiguous signals regarding the future directions of
the economy.

1.26 Though the program of reforms is broad-based, the pace of reform is
assumed to be gradual; moreover, the investment levels which define the scenario
are bound by current projections of resource availabilities, particularly the
relatively modest estimates of external resource inflows. The program is there-
fore expected to be feasible and likely. While GDP growth of about 4.0% p.a. is
projected for 1987-95 (Table I.3A), GNP is likely to grow at a slower rate, about
3,7% p.a., because of the drag of external interest payments. This implies an
average per capita growth rate of about 1.6% p.a. Per capita consumption which is
estimated to have contracted slightly during 1986 as a result of the large
increase in savings associated with the coffee boom, is expected to continue
contracting modestly during 1987-88 due to fiscal adjustments, and to resume
growth at about 2.2% during 1991-95 once the domestic savings rate plateau is
reached at close to 22%. Even without labor market policy reforms, renewed growth
would help lower the unemployment rate by about two percentage points.

1.27 Key elements of the scenario comprise the stepping up of investment, a
rise in the share of private investment activities and an increape in the outward
orientation of the economy. The Government is committed to a fall in the share of
public investments relative to GC)P during 1987-90 as the large lumpy investments
initiated in the early 1980s particularly in the energy sector are phased down.
Despite this scaling back of public investment, gross investment is expected to
rise from about 18.5% of GDP in 1984-85 to more than 20% of GDP during 1991-95,
because private investment activities are expected to pick up. In terms of
resource availabilities, though the foreign financing share is expected to average
about 2% of GDP during 1987-90, a rise in the gross savings ratio is projected for
1988-95, once the economy's savings behavior has resumed a more stable pattern
following the temporary surge associated wiith the coffee boom. In terms of
resource balances, the projected improvement in the fiscal gap during 1988-90 and
the relatively constant external gap is expected to accommodate the projected
'ncrease in private sector investment activities and the elimination of the
private sector resource surplus.

1.28 The relatively consl2nt external gap is consistent with a rise in the
import ratio from 16% in 1985 io about 20% by 1991-95 in line with the increasing
outward orientation of the economy. The growth of exports of goods and services
is expected to be fueled during 1988-90 by the continued expansion of oil, coal
and non-traditional exports, and by moderately 'Large and positive transfers
reflecting continued confidence in the economy by expatriates living abroad. The
services deficit is however likely to increase owing to the increasing external
interest burden and the remittance outflows of foreign oil companies.

1.29 These trends ar- consistent with a modest current account deficit, pro-
jected at 2.3% of the GDP in 1987-88 and declining to abcut 1.5% by 1990-95, a
significant change relative to deficit levels in the early 1980s. The financing
of the deficit requires gross borrowings of about US$2.3 million during
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1988-1995 (Table I.3B). Because of the near completion of the large oil and coal
pro,i-cts, foreign direct investment is likely to fall off from the US$700 million
averaged during 1985-86 to about US$380 million during 1987-90. Moreover, given
the recalcitrance of international financial markets in lending directly to the
private sector in Latin America, and the bunching of amortization payments in
1988-90, the current account will have to be financed mostly by
publicly-guaranteed credits. These are expected to amount to about US$600 million
in net disbursements during 1987-88, falling to about US$500 million per year over
the remainder of the decade. The resulting accumulation of debt would lead to
outstanding long-term debt of US$15 billion by 1990, rising to over US$16.7
billion by 1995. The ratio of long-term debt to GDP would fall from 41% in
1986-87 to about 29% by 1995. However, because of the bunching of maturities,
debt service on long-term debt is likely to rise temporarily from 31% in 1986, to
about 43.5% in 1989 before falling off to about 29% by 1995.

1.30 More optimistic outcomes involving a recovery of growth to about 5%
p.a., closer to the historical long-term trend, are also feasible. Apart from a
recovery in commodity prices, such outcomes would generally be predicated on
larger commercial bank resource availabilities, and stronger policy measures aimed
at facilitating greater domestic resource mobilization, encouraging allocative and
productive efficiency and correcting the remaining anti-export distortions, so as
to keep debt and debt service indicators at about the levels considered reasonable
in the base case.

1.3i Both scenarios require commercial bank recognition of Colombia's recent
economic management record, the absence of major external shocks and firm policy
action. Uncertainties in the external environment as well as policy slippages
could result in less favorable outcomes. Thus for example if the fiscal deficit
comes back up to about 3.8% of GDP during 1987-88 before falling to 2.4% during
1988-90, and if base case levels of the balance of payments and external financing
flows hold, private sector investment would either have to shrink to make room for
public sector expansion, or there would be money creation, inflation and reserve
outflows at unacceptable rates. The resulting scenario of fiscal/external
imbalance would be difficult to sustain without severe adjustment efforts which
would lower growth in the outer years.

1,32 These medium-term projections indicate that steady growth is &ttainable,
given reasonable levels of financing. However, in order to move the country
closer to realizing its growth potential, to avoid external credit constraints, as
well as to provide a margin of safety in the event of unfavorable external shocks,
sustained policy effort is needed at the macroeconomic and sectoral levels, to
foster efficient savings and investment, control and rationalize public spending,
and to promote the openness and flexibility of the economy.
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Chapter II: The External Sector

A. Introduction

2.01 Setting the Stage. The weaknesses of an external sector policy tied to
cycle-prone agricultural commodities and to a dominant export crop, coffee, have
been amply demonstrated by Colombia's experience over the last twenty years.
Without the insurance provided by a diversified and growing base of non-tradi-
tional exports, the economy has been vulnerable to the gyrations of the coffee
market and more recently to the impact of the long downward trend in world prices
of agricultural commodities.

2.02 This is not to deny that coffee booms have opened up new opportunities;
it is the macro-management of past booms which is at issue. Moreover, in the
past, there has been an inadequate appreciation of the symbiosis between trade and
macroeconomic policies (fiscal, domestic credit, exchange rate). Trade policy has
been used more as a stabilization device instead of as a tool to promote com-
petitiveness and non-traditional export growth. Rather than rely on macroeconomic
policies to smoothen out aggregate expenditure, import and foreign exchange con-
trols have been either tightened or opened up, in response to unsustainable
external payments deficits or booms in aggregate demand, induced by swings in
coffee or agricultural exports. Viewed from this perspective, the economic pro-
gram initiated in 1984-85, broke new ground in stressing the role of macroeconomic
policies for stabilizing the economy, and that of trade reforms for promoting
long-term export growth and diversification.

2.03 This is an opportune moment to focus on a medium-term strategy for the
external sector. The macroeconomic program is in place. The real exchange rate
devaluations since 1984, hay,- gone a long way in effecting relative price changes
in favor of tradeables and against non-tradeable goods. However, the promotion of
long-run competitiveness requires a complementary drive to correct the balance of
incentives within the tradeables sector. Though a beginning has been made through
trade reform, the current framework of import controls/tariff barriers still
shores up rents in old import-competing sectors where efficiency is low, and where
the dynamics of rent-seeking activities appear to be inimical to ebullient entre-
preneurship and investment. Thus twenty years of import protection have left
Colombia with a relatively unchanged and shallow structure of final goods and
assembly industries which have not yet graduated out of infant industry status.

2.04 The medium-term framework would therefore need to be anchored in a
forceful strategy of structural change and efficiency improvements. Indus.ry,
both established and new, and producing both exportables and importables, needs to
be exposed progressively to relatively uniform or "neutral",incentives, so as to
be able to respond flexibly to changes in market conditions. The recent strength-
ening of reserves, and the expected earnings from petroleum, provide a fortuitous
cushion against which these structural transformations/expenditure switches within
the tradeables sectors can take place.
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2.05 An Overview. The analysis presented below starts in Section B with the
rationale for anchoring medium-term growth strategy in a program of vigorous
export promo-ion, while Section C outlines the basic macro- and micro-economic
conditions necessary for the program's success. The impact of recent changes in
the policy environment encompassing the real exchange rate, the import regime and
export incentives, in terms of effective protection and the incentive system's
bias in favor of local sales and against exports, is documented in Section D.
Section E concludes by highlighting some considerations for future strategy,
recent policy actions, and the supportive institutional measures needed for a
vigorous export promotion drive.

B. Vigorous Export Promotion: The Rationale

2.06 The vulnerability of the economy to the coffee cycle and the need for
more stable foreign exchange earnings provide important rationale for the develop-
ment of a more diversified export base. Additional support, based on the effi-
ciency gains from vigorous export promotion is provided by the experience of a
number of developing countries. A Bank study of total factor productivity growth
(TFPG)1/ in the manufacturing sectors of Japan, Korea, Turkey and Yugoslavia
suggests that despite the diversity of their overall developing strategies and
trade regimes (with Korea and Yugoslavia more open to trade by policy design
during the periods studied, and Japan and Turkey less open by virtue of their
large domestic markets), export oriented regimes have been positively correlated
with TFP change; in contrast, import substitution drives turned out to be
negatively correlated with TEP growth.2/

2.07 Colombia's own development experience appears to be in line with the
general developing country pattern. In agriculture, despite protection and larger
resource allocations, yield increases in the import substituting crops: sorghum,
wheat, soyabeans and corn, were negative or lower than in the export crops: rice,

1/ TFPG reflects the economic and technical efficiency with which resources are
converted into products. Since it is measured as the difference between
revenue-weighted output growth rates, and cost-share weighted input growth
rates, the TFPG concept represents a very broad measure of efficiency
encompassing not merely technical change but also the efficiency of the
production environment. By the same token however, it has the shortcoming
that it is something of a black box.

2/ The results are reported in Nishimizu, M. and Robinson, S. "Trade Policies and
Productivity Change in Semi-Industrialized Countries", journal of Development
Economics 16(1984), pages 177-206. Of 28 manufacturing sectors (out of a
total ef 52) with significaL.t elasticities of TFP change with respect to
export expansion, only two were negative; in contrast 13 out of 21 significant
elasticities with respect to import substitution were negative. Even in
Turkey the most closed of the four economies where the export expansion phase
was very short, the elasticities of TFP growth with respect to export expan-
sion were much higher than those with respect to import substitution, empha-
sizing the importance of trade even at tle margin.
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sugarcane and bananas during 1971-84.3/ Colombian export crop yields in 1982
remained clearly superior to South American levels; yields for importables were
inferior. In manufacturing, empirical exercises measuring TFPG across three digit
categories, suggest that TFPG was higher on the average in the export-oriented
sectors (defined as sectors exporting more than 10% of their output, and including
inter alia clothing, leather, shoes, wood and cork, and non-electrical machinery)
than in the import-substituting sectors during 1975-83.

2.08 Whatever the causal mechanisms linking export expansion and TFPG,
whether through competitive cost reductions, scale economies, the relaxation of
constraints related to foreign exchange or imports of non-substitutable capital
goods/intermediates, the end result was a very high aggregate growth of manufac-
turing shared across a broad spectrum of subsectors, and as might be expected from
countries undergoing rapid changes in input/output structures, a pronounced rise
over time in the share of capital goods/heavy intermediates production.

2.09 In contrast, the share of Colombian manufacturing (excluding coffee pro-
cessing) in GDP which was 18% in 1970, and rose in response to the outward
oriented policies of the early 1970s, lapsed back to 18% by 1984. The structure
of industry has registered only marginal changes since 1973: the growth of
Colombian heavy manufacturing dropped during 1973-84 to a third of the growth
rates registered during 1966-73, when the comparable rates for the newly indus-
trialized countries in Asia and Latin America dropped by only one-half. Overall,
manufacturing growth dropped to 3.'% during 1973-84. It is interesting to specul-
ate that had Colombia registered a manufacturing growth rate of 7.8% p.a. during
1973-84, a rate slightly lower than the Colombian record for 1965-73, but equival-
ent to the average registered by oil importing middle-income countries (See Table
II.1), the country's overall GDP growth during the same period might have been
closer to 5% p.a., or a full 1.25 percentage points above the actual rate. This
lack of dynamism in manufacturing is perhaps a reflection of the lack of a clearly
articulated strategy for the tradeables sectors in general: as a consequence, the
framework of trade policies does not reflect any underlying objectives for the
structural transformation of agriculture or manufacturing.

2.10 In addition to these issues of medium-term strategy, two more immediate
concerns argue in favor of sustained and higher exports. The first is the need to
cover future debt service, likely to range between 32% and 48% of export earnings

3/ Yield increases in wheat, soyabeans and corn were 0.3, 0.1 and 0.3 metric tons
per hectare; sorghum yields actually declined. Yield increases for rice,
sugarcane and bananas were 1.1, 1.0 and 22.8 metric tons per hectare, respec-
tively. Export crops compared are: rice, cottonseed, coffee, cocoa, sugar-
cane and tobacco. Importables: wheat, corn, sorghum. See Thomas, Vinod:
Linking Macroeconomic and Agricultural Policies for Adjustment with Growth,
the Colombian Experience. Johns Hopkins University Press, 1985, Tables SA-28,
8-2.



- 18 -

during 1987-95. Despite the coming on stream of petroleum/other natural resource-
based exports, the shallowness of the country's export base is disquieting.
Particularly as multilateral lending agencies edge closer to their country
exposure limits and as international markets tighten their own developing country
lending limits, the need to strengthen creditworthiness through non-traditional
export growth and diversification, grows in importance. Another factor, which
lends urgency to non-traditional export growth, is unemployment. The Colombian
historical record suggests that periods of export expansion have been associated
with phases of diminished unemployment and rapid expansion of employment opportun-
ities. The employment effects of coffee have clearly been sizeable in the past,
but an export strategy built solely on the prospects of diversification into
petroleum and coal, each with fairly weak inter-industrial linkages, is not likely
to have a very high payoff in terms of unemployment eradication. A more broad-
based export effort is therefore iikely to be the answer4/

Table 11.1 CROSS-COUNTRY COMPARISONS OF MANUFACTURING
GROWTH RATES AND SHARES IN GDP

(in % p.a. and in %)

Share of Manu-
Average Annual Growth Rates facturing in GDP
1965-73 1973-84 1965 1984

Oil-Importing Middle-Income
Countries 9.4 7.8 22 25

Lower Middle-Income Countries 8.5 5.9 15 17

Indonesia 9.0 14.9 n.a. n.a.
Morocco 6.1 5.8 16 17
Thailard 11.4 10.0 n.a. n.a.
Turkey 9.5 4.0 16 24
Paraguay 6.1 6.7 16 17
Colombia 1/ 8.8 3.1 18 18

Upper Middle-Income Countries 9.5 5.3 23 25

Brazil 11.2 4.9 26 27
Malaysia n.a. 8.7 10 19
Mexico 9.9 5.0 21 24
Korea 21.1 11.5 18 28

_/ Excludes processed coffee.

Source: IBRD, World Development Report. 1986

4/ As spelt out in Chapter III, the export sectors such as garments, shoes, etc.,
do exhibit higher labor intensity in input/output relationships than import
substituting activities such as the metallurgy and transport equipment
sectors.
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2.11 Taken together, these considerations: the volatility of coffee and
other traditional agricultural exports, the relative stasis in manufacturing, the
requirements of debt service, the imperatives of total factor productivity growth
and high unemployment, all argue for a closer scrutiny of the strategic options in
the external sector. These options do not necessarily present themselves in terms
of import substitution vs. export promotion: in fact, in Colombia, primary
dependence on the internal market in preference to export promotion is apt to come
up against the constraints imposed by a limited domestic market and the scale
requirements of efficient production. If instead, the key goal for the tradeables
sectors is identified to be the achievement of competitive efficiency, then the
associated development strategy would appropriately be based on the neutrality of
incentives across activities and seek to combine vigorous export promotion with
efficient growth of the domestic import-competing sectors.

C. Export Promotion: Some Basic Requirements

2.12 The success of an export promotion program is premised on some basic
supporting conditions. From a macroeconomic point of view a framework of strin-
gent import controls appears to be inimical to vigorous and sustained export
expansion. This has two aspects. For exports to be internationally competitive,
ready access to non-substitutable intermediate and capital goods imports is
required. The second relates to macroeconomic balances in the economy: as
resources switch from the non-tradeable and domestic import-competing sectors to
export activities, in response to price signals and incentives, imports are needed
to fill the demand for importables which is left unsatisfied. If the excess
demand persists, the monetization of the export proceeds together with resource
constraints, could result in inflation and the appreciation of the real exchange
rate; this could jeopardise the export effort. Obviously, the presence of
unemployed resources in the economy, and a high degree of substitutability between
exports and import-competing activities, could help allay inflationary pressures,
but over the longer run the pace of import expansion would become a critical
determinant of the viability of sustained export growth.

2.13 From a microeconomic viewpoint, the incentives to export must at least
equal those to import-competing activities. Since the real exchange rate confers
incentives equally across all tradeables, including exports and domestic import-
competing activities, the onus for preserving neutrality takes the form of ensur-
ing that the combined impact of other incentives to export: tax rebates (con-
ferred through the issuance of tax certificates, the Certificado de Reembolso
Tributario or CERT), credit subsidies (from the export credit agency, PROEXPO) and
import duty exemptions (under Plan Vallejo, PV), is on a par with tariff and non-
tariff incentives to import-competing production for the domestic market. The
issue of the neutrality of incentives might be illustrated by reference to the
actual returns (from US$1.00 of output) available to producers deciding between
exports and import-competing production in three Nabandina categories: 12070099,
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Tab IL2 aPARINS OF GM MRNS 1D tUAL IMMKT SA1 AND W
(Fbr lhree Ulustrative tdities)

A. For IF$1.0 of lcl sales

?Nbx1itna Nldnixl Tariff Protection Gross Rot"m Bw GMo" Peturns
Nr tD Ot a J to Rate to local Swe

and Year iw~~~~~~~~~oal salug In pews5
(I + tj) Eaij (1 + ti) in US$

(1) (2) (3) (4) (5)

12070099

1986 1.446 0.989 0.457 200.0 91.4

3401000

1986 1.696 1.117 0.579 200.0 115.8

84101399

1984 1.646 0.821 0.825 99.5 82.5
1986 1.216 0.575 0.642 200.0 128.4

B. Uor1$1.00of Pots

____ _____ ________ ?bN-P aorters W Exporters
NbxAina Inpit 1 + U lNmnlal Proexpo Gros Situm to IbN-V I + Tl'C* (koss Retun to NF
Minber Ratio bsy in US$ In W.l Peos Pe. ii US$ Pos

and Year
(6) (7) (8) (9) (10) (11) (12) (13)

12D70099

1986 0.648 1.090 0.000 0.101 2D.2 1.032 0.384 76.8

34010X0

1986 0.760 1.050 0.086 0.020 4.0 1.012 0.330 66.0

84101399

1984 0.400 1.200 0.022 0.401 39.9 1.120 0.742 73.8

1986 0.400 1.140 0.073 0.638 127.6 1.084 0.757 151.4

Mw: o (3) - (bl (1) - 0)1 (2).
CoD (9) - CD1 (7) + CD1 (8) - OIg (2).
Wl (11) - I + R(1 - Eaij).
Cbl (12) -0 l (11) + Col (8) - Oi (6).
* N exporters receive (CE aly en natiail valueaMi but enjoy import duty exmiptios;

rm-V eqxters receixe OF I n tes f.o.b. value of sots.

Source: Mtsasi estlntes.
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34010000 and 84101399. Gross returns to value added5/ from local market sales
are much higher for the first two commodities or. account of tariff protection,
than gross returns to export value added inclusive of CERTS and PROEXPO for non-PV
exporters, and of CERTS, PROEXPO and import duty drawbacks on inputs for PV
exporters. Thus, production for the local market would be logical. It is only ir
the case of the third commodity that exporting under PV turns out to be more
profitable in 1986, than production for the domestic market, and this is due
primarily to the decline in tariff rates between 1984 and 1986 (on output from
64.6% to 21.6%), together with expanded access to Proexpo credit in 1986. Non-PV
exports however still remain marginally less attractive relative to domestic
market sales. Thus a first imperative is to bring down protective barriers, so
that the neutrality of incentives to export and import-competing activities is
ensured, and the real effective exchange rates for exports and imports are
aligned. (Table II.2).

2.14 A number of policy and performance indicators suggest that this was
perhaps the case during 1967-75. A handful of import-substituting industries were
started behind high tariff and non-tariff barriers and exports were promoted
through export incentives: both surged. The adoption of a crawling peg and of
fiscal discipline meant that resources thrown off from the non-tradeable goods
sectors, together with unemployed labor, were allowing the export and import-com-
peting sectors to grow together. The financial liberalization of 1972 also facil-
itated resource transfers. The gradual liberalization of import controls (free
imports, broadly defined, were roughly about 58% of total imports in 1975) and the
reform of the export incentive system in the direction of uniformity and transpar-
ency contributed to dampening inflationary pressures and to providing more equal
in;entives to both exports and domestic import-competing activities. The
country's import share in GDP moved up from 9% in 1967 to about 14% in 1971, as
the export share increased from 9.5% to 13.6% during 1967-75. Moreover the real
effective exchange rate for imports (including only tariffs) and exports rose
roughly in the same proportion, by 111% and 110% respectively.

2.15 The design of a neutral regime of incentives for exports and import
activities has additional aspects. In theory a uniform subsidy can exactly
counterbalance a uniform tariff. In practice, uniform levels of tariff and sub-
sidy are difficult to put in place and administer:6/ protection is actually
granted to every producer according to need (a made to measure approach) through
ad hoc representations made to the Comite de Aduanas. This results in a plethora
of disparate tariff rates and a corresponding plethora of disparate compensating
export incentives. In Colombia, prior to the 1985 reforms, legal tariffs ranged
all the way from 0% to more than 200%, while CERT incentives were distributed via

5/ The calculations assume that the domestic price of the product in the local
market is equivalent to the international price (i.e., US$1.00) inflated by
the tariff rate on the product. Profitability calculations would of course
require the deduction of labor and other overhead costs.

6/ There is also the issue of GATT constraints on export subsidy policy.
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a seven-tier system, differentiating between exporters by product and by destina-
tion, with distortionary implications. Since tariff protection is granted to
industries which need it to survive, the more they adjust to the assistance, the
less efficient they become. Adding on export incentives for these inefficient
produce-s, merely means that high fiscal costs are incurred to induce inefficient
prodtcers to export.

2.16 Ultimately, two key factors appear to be holding back the relaxation of
import controls. The first relates to Colombia's experience of "de-industrializa-
tion" in the face of import expansion during the coffee boom of the 1970s; the
second stems from the fear of external sector deficits, based in turn on doubts
about the export sector's ability to respond to import expansion. It is important
to point out that the wiping out of parts of the Colombian manufacturing sector by
import competition during the past boom was due largely to the appreciation of the
real exchange rate. Moreover, over the past year, there has been a better under-
standing of the dynamics of coffee booms; such conditions are therefore less
likely to recur. As for the second factor, empirical exercises7/ based on
Colombian data suggest that trade deficits are closely associated with budget
deficits; the fact that the requisite macro instruments are in place, suggest that
these dangers can be held in check. Preliminary exercises also suggest that non-
traditional exports do respond to increases in the ratio of imports to GDP, the
response lags being determined critically by the timing and magnitude of accom-
panying real exchange rate changes.

2.17 Over the longer term, rapid export growth and reserve accumulation can
only be sustained with balance of payments equilibrium if accompanied by gradual
import expansion. In the absence of import expansion, a continuing reserve build-
up is likely to pose difficult problems of macromanagement: inflation and a con-
sequent appreciation of the real exchange rate, which in turn reduces competitive-
ness. Accumulating increasing quantities of foreign currency reserves may be a
valid short-term macromanagement option, but it is not an appropriate option in
the longer term for a developing country like Colombia which needs to increase
domestic investment in order to grow, and which given the size and structure of
its capital goods industry, needs to import in order to invest.

D. An Assessment of Performance and Policy Changes, 1984-86

2.18 Under the current economic program, stabilization objectives are being
met through appropriate macroeconomic policies. Adjustment, involving the switch-
ing of resources from the non-tradeables to the tradeables sectors is being
achieved inter alia by real devaluations and trade policy reforms. Substantial
progress has been achieved during 1984-86 in the direction of a greater outward
orientation of the economy. Non-oil imports have grown in nominal terms by about
5% p.a. during the period. At the same time, the share of non-traditional exports
has increased from 2.9% of GDP to 4.6%, while the appearance/growth of relatively
new exports such as dentures, frogs legs, and floor coverings suggest that product
diversification has also occurred.

7/ Mission regression exercises relating the behavior of the trade deficit/GDP
ratio, and various non-traditional export ratios to GDP, to selected
explanatory variables.
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(i) The Real Exchange Rate

2.19 In a move widely lauded by Colombian manufacturers, the real exchange
rate which had appreciated consistently between 1975 and 1982, was depreciated by
about 28.5% between December 1985 and December 1986, against a trade-weighted
basket of currencies.8/ This changed relative prices very significantly in favor
of Colombia's tradeable sectors (both exportables and import-competing
activities), and against the non-traded home goods sectors (e.g., power, commer-
cial services, etc.) (Appendix Table 2.1).

2.20 The Government is committed to maintaining real exchange rate competi-
tiveness: the Colombian index stood at 114.4 in December 1986, relative to the
1975=100 real parity level. Further action might be premised on considerations
relating to import pressures during 1986-87, on the continuation of trade reforms,
and the country's objectives. The rise in non-petroleum imports during 1986 may
have contributed to some loosening of import pressures. However, the large dis-
persion in tariff equivalence rates due to the quota regime, as of July 1986,
suggests that the allocation of the foreign exchange budget and import licenses
may have been imposing, at the time, binding constraints on a large range of
imports. Given the possible lags between quota relaxation and its impact on
prices, further price comparison exercises would be in order. If the same picture
holds, however, further relaxation of import controls would be warranted, and
would need to be accompanied by additional exchange rate action.

2.21 Other considerations relate to the choice of base period and competi-
tiveness indicators more relevant to the country's export expansion objective. A
plausible alternative base period relevant to export competitiveness considera-
tions, may be 1970-74, when the rate of non-traditional export expansion reached a
peak. In 1970-74, the relative price index of non-coffee traded goods to non-
traded goods stood at about 90, relative to a level of about 75 registered during
the fourth quarter of 1986. However, another alternative indicator may be the
relative price of manufactured exports to non-traded goods. This ratio climbed to
106 during the fourth quarter of 1986, relative to a base of 114 for 1970-74
(Appendix Table 2.1). In any event, over the medium term, as the move to a more
pronounced outward-orientation of the economy spells the need for larger struc-
tural transformations, recourse to further exchange rate action is likely to be
required.

(ii) The Import Regime: Licensing

2.22 To appreciate the progress made, an understanding of government objec-
tives, the instruments used, the current administrative set-up, and of the
relevant performance indicators is useful.

2.23 The import control regime serves two major objectives: (a) macro-
economic: containment of balance of payments pressures; and (b) microeconomic:
the setting of guidelines for resource allocation. A related short run goal
during 1985 was to promote the utilization of existing capacity. The primary
tools are the foreign exchange budget, and import licenses classified both by type

8/ The average real depreciation between 1983-84 and 1984-85, was 8.6%
and 14.4% respectively.



- 24 -

of regime (Prohibited, Previous License (PL), and Free) and by type of financing
(reimbursable/non-reimbursable).9/ Tariffs which supplement the effects of
import licensing are discussed later. There is a general perception in Colombia
that quotas are needed in addition to the foreign exchange budget for containing
balance of payments pressures. It is true that as long as the foreign exchange
budget is binding, some imports will need to be restricted by non-price mechan-
isms; but it is not clear from discussions whether quotas would be relaxed if the
foreign exchange budget was lifted. This suggests that the long-term objective of
the quota system is not macroeconomic: licensing is primarily used to implement
guidelines for resource allocation.

2.24 For the relaxation of import controls to be effective, the budget and
import licensing policy need to be coordinated: increases in the budget if
unaccompanied by license expansion for categories competitive with domestic pro-
duction are likely to be ineffective in improving resource allocation. Similarly,
a loosening of import restrictions in the absence of foreign exchange budget
increases is not likely to have much macroeconomic impact.

2.25 The import control system is administratively complex. A four-tier
system operates. The foreign exchange budget is determined by the Junta Monetaria
for allocation to all reimbursable imports: only non-reimbursable imports and PV
imports remain outside the budget. Once the total monthly budget is decided, the
Consejo de Comercio Exterior establishes the proportion of the budget to be
allocated to free imports, and priorities and guidelines for allocation. All
license applications other than for free licenses are subject to the scrutiny of
the Junta de Importaciones. "Free Position" imports are approved by INCOMEX. For
purposes of trade policy reforms, progress is measured in terms of changes in Free
Imports broadly defined, i.e., imports not only under Free Positions, but also
non-reimbursable imports, imports under PV, free ports, international agreements,
and for special regions.l0/

2.26 Progress toward import expansion might be evaluated in terms of four
specific issues:

(a) expansion of the foreign exchange budget;
(b) the extent of automaticity and uniformity vs. discretion in

license allocation;
(c) progress under free imports; and more importantly,
(d) the impact of import liberalization on resource allocation.

(a) The Foreign Exchange Budget. The expansion in the budget (from US$3,000
million at the start of 1985 to US$4,140 million in 1986), in foreign exchange
cash outflows, and in non-petroleum imports during 1986 suggest, particularly
given the context of continuing large real devaluations in 1985-86, that excess

9/ Reimbursable imports are paid for out of the Banco de la Republica's foreign
exchange reserve; non-reimbursable imports are own-funds imports.

10/ The four last categories are drawn largely from the reimbursable category, but
may contain some non-reimbursable imports. They may also overlap with imports
under Free Positions or between themselves. This rather complex definition
was adopted on the grounds that imports under these additional categories are
also quasi-automatic.
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demand pressure for imports may have decreased considerably in 1986 (Appendix
Table 2.2). However, the distribution of the budget between Free and PL items is
likely to remain an issue if during the process of gradual import liberalization,
the demand for Free position imports exceeds the budget allocation.

(b) Automaticity vs. Discretionality. Imports under PV and free positions
are free and non-discretionary, i.e., not subject to the priorities of the Consejo
de Comercio Exterior or INCOMEX (Instituto de Comercio Exterior - Institute of
Foreign Trade). INCOMEX does, however, exercise discretionary control over the
mixed bag of remaining free imports (non-reimbursables, imports under
international agreements, free ports and special regions), and PL imports. I/
Licenses are issued by product, by use, and by importer, taking account of the
Consejo's broad guidelines. Moreover, the regional offices of INCOMEX also
require "vistos buenos" as a prerequisite for specific types of imports. In the
interests of establishing objective implementation guidelines, INCOMEX currently
allocates licenses within the Consejo's broad priorities on the basis of past
import demands, which in turn reflect past goals regarding the protection of
existing Colombian industry.

Cc) Progress under Free Imports. Considerable progress was registered
during 1984-86, on all indicators of Free Imports, both in terms of numbers of
positions moved out of restrictive categories, and the value of imports broadly as
well as narrowly defined. In terms of numbers of import items, Free List items
jumped from 23 to 1,826 (36% of the total), while prohibitions dropped from 828 to
56 (1.1%) (Appendix Table 2.3). Progress was also significant in terms of import
values.12/ The share of Free Imports (broadly defined) rose from 34% in 1984 to
42% in 1985, and peaked at 54% during July-December 1986 (Table II.3). The rise
in imports under Free Positions alone was more marked: from 14% and 21% in 1984
and 1985 respectively, to 55% of total import approvals for July-September 1986.
Thus a 41 percentage point rise appears to have been registered in the value of
Free Imports (narrowly defined) between the first quater of 1985 and the third
quartrr of 1986, a significant achievement relative to other developing
countries. The combined share of imports under PV and Free Positions, the most
"automatically accessible" types of imports, registered a peak of 56% in July-
September 1986. For the year 1986 as a whole the share of imports under Free
Positions averaged 47% while Free Imports broadly defined averaged 50% of total
import approvals.

11/ The Consejo and INCOMEX review bilateral trade balance performance under
international agreements before allocating licenses for imports under these
agreements; the Consejo also rations foreign exchange for imports for the
special regions; imports through the free ports are also allocated a specific
proportion of the free foreign exchange budget and issued special licenses.

12/ Assessment is difficult because of uncertainties regarding licensing policy
changes which encourage the bunching of demand as well as lags in import
applications. The first jump in the free import share occurred in April-June
1985 immediately after the conclusion of the four-party agreement between the
Government, Bank, IMF and commercial banks and the approval of the Bank's
Trade Policy and Export Diversification Loan (TPED). There was another spurt
in the last quarter of 1985 as an additional 618 items were moved into PL, and
during March-April of 1986, around the time of approval of further tranches of
the Bank's TPED and TAP loans.
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2.27 To facilitate program execution and assessment., the economic program antd
the Bank's TAP loan understandings were based on an April 1986 target for Free
Imports (broadly defined) equivalent to 69% of total imports approvals as of
specific benchmark dates; in terms of these benchmarks the target was amply met.
However, if performance is evaluated in accordance with the objectives of the
reform program: the development and competitiveness of Colombia's tradeables
sectcrs, and at the same time account is taken of the size of the quota regime in
place, and its effects on Colombian price competitiveness and the export effort,
the record and the available evidence suggest that it is Important to proceed
further with the trade reform program.13/

(d) Allocative Effects of the Quota Regime. In order to promote capacity
utilization during 1985, INCOMEX, following the priorities set by the Junta de
Importaciones, tended to assign about 60% of the budget to raw materials and
intermediates, as compared to about 52% averaged during 1975-81. Given that
total import approvals in 1984-85 were well below the totals averaged during the
previous five years, the higher allocation to raw materials and intermediates
tended to squeeze imports of final consumer goods and capital goods during
1984-85. This is probably why pressures for relaxing capital goods imports
mounted during 1985 and why the Junta Monetaria authorized an increase in the
budget for exclusive allocation to capital goods imports. Moreover, this pattern
of licence allocation may have increased the level and disparity of effective pro-
tection to local production, with consequent costs for allocative efficiency.

2.28 INCOMEX attempted to meet its second objective, protectiol to local
industry by favoring activities representing a later stage of fabrication, as
against production at the inte:.4ediate stages. Such a system may tend to retard
the growth of new capital goods/intermediate activities and thus run counter to
any rational policy of industrialization. In addition, the INCOMEX practice of
allocating imports on the basis of past import demands, while being a useful
expedient at a time of foreign exchange scarcity, tends to preserve a "static"
industrial structure; it also results in a structure of potentially as many
exchange rates as there are goods. Both effects run counter to the interests of
efficient resource allocation.

2.29 Empirical assessments based on two studies of actual nominal protection
in 1985-86, suggest that protection, measured in terms of domestic and interna-
tional price comparisons, may have declined between November 1985 and July 1986.
However, th's assessment is only tentative: the two studies were intended to
fulfill different purposes and therefore were based on different sample designs.
The 1985 DNP study was confined to items under quota; it reported a simple average
of nominal rates of 91% for 36 product groups, and an import weighted average rate
of 99%. The Bank's 1986 study covered a product sample chosen on the basis of
representativeness of the Colombian national accounts: the simple average of
nominal protection rates was 59%, the import weighted average 56%. A number of

13/ While precise statistics are difficult to arrive at, partly because of the
disparities in classifications between trade and production data, discussions
suggest that as yet only a small proportion of domestic production is subject
to import competition.
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number of factors may have been responsible for the observed differences in rates
between the two studies: import quota liberalization, the efficiency impact of
rising non-petroleum imports in 1986, the influx of Venezuelan goods (particularly
agricultural) into Colombia.14/ It is interesting to note, however, that for the
20 products common to both samples, the simple averages coincided at 59%.

2.30 Akn important similarity between the two studies relates to the very wide
disparity ii rominal rates: from -65% for fish oils to 417% for motors in the
1985 study, and from -12% for insecticide to 275% for tilanium-dioxide in the 1986
study. The detailed 1986 data also suggests that there may be a bias in favor of
activities representing a later stage of fabrication.

(iii) The Import Regime: Nominal Tariff Protection

2.31 The four rounds of tariff reform in 1985-86 were designed to reduce
average levels and to compress intra-chapter tariff ranges. The 9.5 percentage
point drop in the simple average of statutory tariffs between 1984 and 1986, has
compensated for the one-time proportional increase of 25% in August 1984, while in
the context of the Tax Reform presented to Congress in December 1986 the import
surcharges totalling about 19.65% have been consolidated and reduced to 18%. The
average tariff rate (including surcharges) remains high at 51.5%. The standard
deviation dropped from 29.1 to 16.3 between 1984 and 1986; however, individual
tariffs still range from 0% to 209% (Table II.4A).

2.32 The tariff system remains relatively non-transparent. Notwithstanding
the initial nota modifications undertaken as part of the 1985-86 reforms to reduce
intra-chapter tariff dispersion, a complex system of "notas" and exemptions still
distorts the legal tariff structure. Exemptions are of three types, set by (a)
the Executive Branch partly in response to ad hoc representations by importers and
varying by specific usage, the importer, the country of origin, and the regional
destination; (b) Congressional Laws/Decrees regulating inter alia exemptions for
machinery and government liap,L and (o) Grupo Andino or Alalc (Latin American
free trade zone) imperatives. This is supplemented by the normal discretionary
interventions of the Colombian Customs.

2.33 Statutory tariffs are therefore not the reference point for actual
customs collections. Actual tariff collections vary widely from the legal tariff
average. Compared to an estimated theoretical average of 21.2% for 1984 (assum-
ing c.i.f. actual imports, and no exemptions or surcharges), actual collections

14/ The Bank study relied on New York prices as indicators of international
prices. The differential movements in dollar exchange rates relative to other
currencies in the Colombian basket may also ha-e introduced a bias into the
calculations. The Bank study did not take accoun. of transport charges since
it was difficult to identify for each commodity in the sample, the relevant
transport charges between the major consumption centers and the ports.
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were only 9.9%. Thus only 46.7% of all statutory tariffs due ended up being
paid. The largest sources of loss were exemptions: 27% (of which 70% was on
government account), and notas: 11%. The tariff collection rate in 1985 amounted
roughly to 19%, of which surcharges amounted to about 10%.

(iv) The Overall Import Regime: Effective Protection

2.34 In a situation of binding foreign exchange and import controls, tariffs
serve to transfer rents from importers to the Government rather than to affect
resource allocation. However, as the system of foreign exchange and import con-
trols is liberalized and tariffs become the binding instrument, the structure of
effective protection (ERP) implied by the tariff system in place, does start to
affect resource allocation. The 1986 price comparisons exercise suggests that the
actual situation is somewhere in between. Quotas appear to be binding in about
seven sectors of the national accounts (traditional agriculture, cereals, wood and
furniture, rubber and chemicals, machinery and equipment, tra;sport equipment and
other manufactures), legal tariffs appear to be binding in five sectors (minerals,
textiles, paper and printing, non-metal and metal products), the remaining sectors
(primarily related to agriculture) are characterized by "water in the tariff."
For purposes of policy making it is therefore important to analyze the structure
of ERPs implied by the tariff system as well as by the structure of actual nominal
protection underlying the price comparisons.

2.35 In terms of the legal tariff structure, the 1985-86 reforms aimed at
reducing average ERP levels, and at correcting disparities between agriculture and
manufacturing. ERPs have, in general, fallen across the board, as reflected in
the drop in the average for national accounts sectors from 60.6% in 1984 to 53.6%
in 1986 (Table II.4B). However, since the ERP is a relative concept, dispersion
is the important parameter. Dispersion, however, continues to be high with a
standard deviation of 60.3% in 1986. The near coincidence of ERPs in 1986 between
Industry and the at1ru-Based Sector15/ may therefore be misleading. Within the
Land-Based sector, the low protection received by traditional agriculture is com-
pensated for by the high protection given to processed agricultural goods, like
cereal, beef, milk and beverage products. Variations within the industrial sector
also remain high as illustrated by the difference in ERPs between other manufac-
tures (39%) and textiles (84%). This pattern is corraborated by the ERPs charac-
terizing a sample of 14 goods for which detailed input-output relationships were
available: ERPs have fallen in general, but the dispersion remains high. The
sample also illustrates the continuing bias in favor of final goods and against
intermediate goods (Table II.4B).

2.36 ERPs based on actual nominal protection (price comparisons),16/ are
also characterized by a large dispersion among sectors (Table I1.5). In general,
ERPs in manufacturing are high and dispersed, with rates varying from 36% co 154%;
ERPs in agriculture are largely negative.

15/ Industry comprises Sections 13 through 22, the Land-Based Sector comprises
sectors 1 through 12.

16/ Though based on input-output data, the calculations do not assume fixed
input-output coefficients but fixed factor shares. Calculations of effective
rates are in terms of logarithmic changes: however, the ordering of sectors
remains the same as in the case of proportional changes.
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Table 11.4: COLOMBIA: TARIFF PROTECTION

A. Nominal Rates of Tariff Protection

Tariff Universe National Account Sectors

1984 1986 1984 1986

Mean Tariffl/ 61.0 51.5 60.7 53.6
Standard Deviition 29.1 16.3 19.0 11.4
Standard Deviation/Mean 0.5 0.3 0.3 0.2
Maximum Tariff 200 200 108.1 80.9
Minimum Tariff 0.0 0.0 ?7.3 33.9
Number of Positions 5011 5041 20 20
Import Weighted Mean 55.6 47.6
Value Added Weighted Mean 54.7 47.4

i/ Includes surcharges of 19.65%.
2/ Excluding Coffee and Sugar.

B. Effective Rates of Protection (ERP)

1984 1986
Final Goods
Industryl/ 126.2 103.5
Agriculture2 43.3 40.9

All National Account Sectors
Industrial Sector_/ 80.2 59.3
Land Based SectorI 58.2 53.7
Non-Traded5/ 35.5 29.2
Average: 23 Sectors 60.8 53.6
Standard Deviation 69.2 60.3

Sample of 14 Goods
Final Goods - Average 169.1 103.2
Capital for Agriculture 33.0 9.1
Intermediates for Agric. 71.3 51.3
Capital for Industry 67.2 63.9
Intermediates for Industry 63.0 59.0
Total Average 74.4 61.5
Standard Deviation 48 e 38.6

1/ Represented by industrial sectors 16-25 of 1982 I-0 matrix value added in
final industrial goods produced assumed to be 41%.

2/ Sector Agropecuario only with average value added of 80.5%.
3/ Sectors 13-22 of the national accounts sector.
4/ First 12 sectors of the national accounts.
5/ Assuming that the change in the price of non-traded goods due to the

existence of trade restrictions is a weighted sum of the average rate of
tax on imports and the average rate of subsidy on exports.

Source: Mission estimates.
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Table II.5: OOLIA: EFIECrE RAUIS OF PROYECTlIN, AND BIA IN FA'BR OF UCL SAIES,
BY TICtCNL AOI S SECM S, 1986

Anti-Export Bias (AEB)b/
Effective Protection to Loa Sales Yffxort iw s Tariff Basis Price Ca

ariff Basis Price Q pwison a3- Proeso PV) AEB(NPV) A PV) AEB(NPV)

1. Agriculture and Livestock 37.7 54.7 3.8 0.8 33.0 43.7 50.1 60.8
2. Forestry 44.9 -1.4 1.8 0 43.1 44.6 -3.2 -1.7
3. Hunting and Fishing 61.5 -2.7 13.2 0.7 47.7 49.8 -16.6 -14.4
4. Mitg 33.1 27.1 7.2 5.3 20.5 31.2 14.6 25.2
5. Coffee -82.1 -97.2 - - - - - -
6. Beef 239.0 -78.3 12.5 4.3 222.2 261.4 -95.1 -55*9
7. Cereal Products 93.9 407.1 0.1 11.6 82.2 201.6 395.4 514.8
a Thdry Products 103.0 -76.2 0 0 103.0 149.7 -76.2 -29.5
9. Sugar -24.4 -18.1 9.4 2.4 -36.1 -19.8 -29.9 -13.5
10. Beverages 124.4 -18.6 8.1 0.6 115.8 131.7 -27.3 -11.4
11. Tobach D Products 65.2 -12.0 13.9 6.5 44.8 55.6 -32.5 -21.6
12. Processed Agriculture 111.1 -4.8 3.1 6.2 101.8 180.2 -14.1 64.3
13. Textiles and leather 83.7 81.1 13.3 8.2 62.2 108.4 59.6 105.8
14. Wbod and FPrniture 75.8 154.1 11.1 3.1 61.7 98.3 139.9 176.5
15. Paper and Printing 71.9 37.2 9.4 9.0 53.6 107.1 18.8 72.4
16. Rubber and anhicals 46.9 94.4 6.6 14.1 26.3 130.3 73.7 177.7
17. Oil and Refinery 36.8 -20.7 0.4 17.9 18.4 49.1 -39.0 -8.4
18. NMnm-tal Products 71.5 36.1 5.3 1.8 64.4 94.9 29.0 59.5
19. IJktal Gbods 64.5 58.5 2.9 4.3 51n2 125.9 51.3 119.9
20. Mwthinery and Equipm-it 46.7 147.1 10.9 8.0 27.9 72.6 128.2 172.9
21. ITrasport Goods 65.4 145.1 10.7 14.6 40.1 100.2 119.8 179.9
22. Other Mbnufactures 39.1 63.1 10.3 6.9 21.9 50.3 45.9 74.4

5verage 64.1 86.1 7.0 5.7 57.7 93.9 59.9 118.5
Standard Deviation S 68 53.1 4.7 5.2 50.7 66.5 51.4 62.6

a/ NPV exporters receive CERIs on f.o.b. export value; whlle PV expts receive CEKrs only on national value added.
b/ A positive value for AEB dentes anti-export bias relative to protection for local sles.

Memo: AEB (PV) = [Effective Protection to local Sales] - CERTi - Proexpo i
1 - Eaij

AEB (NPV) [Effective Protection to local S9e8l] - - Eaij -FYRE3 OI

AEB - Anti-export bias. 1 1
Vaere Eaij Agegate irput coefficient for product i

tj = Tariff rate on input j used in product i

9urce: Mission estimntes. See Rodriguez, Carlos, op. cit., and Schenone, Osvaldo Hb, "Export Prauotion in Colombia,
1984-86".
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2.37 The results may in part be biased17/ due to the low agricultural cover-
age of the Bank study sample; product quality may also have affected domestic and
international price comparisons. The disparity in rates however, suggests the
need for a closer analysis of agricultural incentives in the context of local
market conditions, the VlŽely impact of the recent removal of export restrictions,
and the smuggling of Venezuelan agricultural products into Colombia.

(v) The Export Regime

2.38 Institutional reforms in PV increased transparency and automaticity, the
compulsion to locally source inputs was removed, eligibility requirements eased
and coverage extended to indirect and occasional exporters. The dispersion of
CERT incentive rates was reduced, the range being 0-14%. The average level was
concommitantly reduced from 10% of non-coffee export value in 1985, to about 6% in
1986. The PROEXPO subsidy was reduced to about 7% in 1986, from about 9% in 1985.

2.39 Apart from fiscal considerations, the reduction in CERT and PROEXPO
incentives was motivated by the behavior of the real effective exchange rate for
exports, which was taken to be a proxy index for movements in the real earnings of
exporters. The fall in export incentives was more than compensated for by the
depreciation in the real exchange rate: thus, despite the drop in CERTS and
PROEXPO incentives by about 6 percentage points during 1985-86, there was a sub-
stantial rise in the real effective exchange rate from 99 to 108 based on a real
exchange rate index of 100 in December 1985 (Table II.6). However, as was pointed
out before, this issue does not address the question of incentives for export
promotion relative to those for imports. An additional consideration relates to
the distribution of Proexpo credits. The coverage appears to be significantly
concentrated on a relatively restricted number of products and producers. This
raises questions about the accessibility of Proexpo credit for new and small
exporters.

-2.40 The analysis suggests that a sizeable bias against export activity con-
tinued to prevail in 1986. Bias is measured (in terms of effective protection/
subsidy) as the difference in rewards to value added, which a producer might
expect if he was to produce for the protected local market, as opposed to produc-
ing for export under the export promotion regime. For the 22 tradeable sectors of
the national accounts, the average bias in favor of local sales and against export
activities with and without PV duty exemptions, taking account of tdriffs and
CERTS and PROEXPO incentives, was about 57% for PV exporters and 93% for non-PV
(Table II.5). Since the corresponding estimates for 1984 were 54% for PV and 89%
for non-PV, the bias appears to have increased between 1984 and 1986. These
results were corroborated by the calculations of bias in favor of local sales for
the sample of 14 goods from 18% in 1984 to 45% in 1986 for PV exporters, and from
63% to 91%, respectively, for non-PV activities.

17/ The agricultural subsector results (Sectors 1-12) may have been biased down-
wards by the influx of Venezuelan goods in 1986; on the other hand, the quota
liberalization which took place during the first half of 1986, may not have
had enough time to work out its full impact on prices, at the time of the
mission's survey in July 1986.
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2.41 The effective protection/subsidy calculations based on actual nominal
protection rates (price comparisons) suggest rhat the actual bias against exports
for both PV and non-PV was not on the average any lower than that suggested by
effective protection/subsidy calculations based on legal tariff rates. The price
comparisons exercise also suggests that the disparity across sectors was
considerable. Motivations to export would hate been strong in agricultural
activities,18/ though the anti-export bias remained high in two major agricul-
tural sectors: agriculture and livestock (which contributed about 42% of value
added in 1982) and cereal products. In manufacturing, the general bias against
exports was sustained in the price comparisons exercise. Dispersion remained high
both for PV and r.on-PV exporters, the bias estimates ranging from 19% for PV paper
product exporters to 180% for non-PV exporters of transport equipment. In
general, sectors with the higher (lower) rate of effective protection also had the
higher (lower) anti-export bias. However, piling on additional export incentives
to compensate for the bias in favor of local sales, is not desirable in view of
the fiscal costs anr. possible retaliation of Colombia's trading partners, nor is
it likely to be efficient if it encourages inefficient producers to export.
Remedial measures designed to equalize incentives for the domestic and export
markets, might therefore consist largely of import policy changes.

E. Recent Policy Actions and Priorities

2.42 Considerations for Strategy. A prerequisite for determining a trade
policy strategy is the definition of objectives. There is broad agreement on the
need for export expansion and diversification, both from the viewpoint of
improving the balance of payments, and of expanding employment. An associated
objective is the enhanced competitiveness of the tradeables sectors: industry,
mining and agriculture. Given these objectives, there is general awareness of the
need to remove the remaining anti-export bias through a greater equalization of
incentives across sectors. The analysis suggests that the most powerful means for
promoting these objectives over the medium-term are reductions in quot.c. ad tariff
protection.

2.43 The Government is persuaded of the need to switch from reliance on
quotas to tariffs as a major instrument for determining resource allocation over
the long run. However, in keeping with Colombian tradition, and to minimize the
short-run costs of adjustment, the Government would prefer to adopt a gradual and
closely managed approach to trade policy reform. This would also allow for the
careful coordination of quota and tariff policy changes in the context of suppor-
tive macroeconomic policies. Given these considerations, the Government in recent
months formulated and publicized a medium-term program of trade policies to
reflect its continuing commitment to an outward-oriented strategy, and to provide,
through an indication of the general direction of future trade and other macro-
economic policies, a stable medium-term framework for private sector decision
making. This announcement of the Government's medium-term program is in keeping
with the lessons of successful trade reform episodes, as assessed by the Bank in a
number of member countries.

2.44 In the area of import controls the Government has followed a pclicy of
expanding the foreign exchange budget for reimbursable imports in line with the

18/ Abstracting from certain anomalous results relating to beef and dairy
products.
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Table 11.6: COLOMBIA: REAL EFFECTIVE EXCHANGE RATES FOR EXPORTS

Weighted
Real Exchange Export Real Effective

Ratea/ Incentives Exchange Rate

1981 77.3 7.2 82.9

1982 71.7 7.7 77.2

1983 69X7 12.3 78.4

1984 75.7 14.5 86.7

1985 86.6 14.4 99.1

1986 99.4 8.7 108.0

a/ December 1985 = 100.

Source: Banco de la Republica and Mission Estimates
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expansion of reserves. Thus in June 1987, the budget was increased by US$150
million to US$4,290 million. At the same time a further round of liberalization
of import licences was effected: another 80 positions were transferred from the
PL to the Free regime. These two actions are likely to serve as important signals
to the private sector regarding the continuity of the Government's import
policies. The Government is also committed to improving the administration of the
PL system so as to increase the access of new importers and the efficiency of
licence approval procedures for large value imports and for global licences. In
implementing these objectives it will be important to reconcile the claims of
administrative efficiency on the one hand, and of resource allocation and equity
on the other.19/ For designing these procedures, and for implementing the
long-term objective of phasing down import quotas the Government could draw on the
work of a permanent unit which might be set up to assess nominal and effective
protection rates due to quotas and tariffs, and the corresponding rates of
anti-export bias.

2.45 As pointed out before, the Government is committed to shifting over the
long run to reliance on tariffs as the major instrument of protection. As quotas
are gradually phased down, tariffs are also likely to be used to provide temporary
protection to the activities moved out of the prior licence regime, the levels of
these temporary tariffs being determined on the basis of ongoing studies of
nominal and effective protection. In the interim, the Government intends to
improve the transparency and uniformity of the tariff system by reforming the
structure of the notas and exemptions currently in force. In the area of sur-
charges, the Government has, in the context of the 1986-87 tax reforms, already
effected a modest decrease in the total from 19.65% to 18% of the c.i.f. import
value and reduced the degree of earmarking, so that as much as 10.4% of c,i.f.
value is to be commandeered directly by the Treasury.20/ Since the surcharges
are an important source of revenue for the Central Government, further reform of
import surcharges would need to await and build on an analysis of the impact of
the proposed revision of tariff exemptions and notas. Over the long run, renewed
attention will have to be directed at phasing down temporary high tariffs and
imposing uniformity.

2.46 Attempts to reduce export incentives further should be resisted, parti-
cularly in the interests of the stability of signals for the private sector. The
Government is, however, keen to implement reforms in the direction of greater
uniformity and transparency. An important area is likely to be the Plan Vallejo
system of duty exemptions for imports: the current framework still distinguishes
between types of imported goods, the prospective use of imports (whether new
capacity is to be installed or existing capacity expanded), the form of payment,
and the type of guarantee. Greater transparency would help extend the coverage of
the PV system to additional non-traditional exports and indirect exporters. The
dispersion of rates on CERTs was recently reduced from 0-14% to 0-12%; the struc-
ture is to be further modified so that CERTs will serve as compensation for

19/ If large value imports largely comprise raw materials and intermediates,
improvements in licence allocations for large imports of these goods could
increase effective protection in activities using these commodities.

20/ The associated increase in Proexpo's share to 6% does not effect a marginal
increase in export incentives since exporters will merely get back the 6%
surcharge they pay (only coffee exporters are not compensated in this way).
Moreover, Proexpo has been given the responsibility for paying out CERTs.
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indirect taxes. The Government also intends to study alternatives for expanding
access to PROEXPO credit on a more uniform basis. A major effort has also taken
place recently in the area of export restrictions: the system of "vistos buenos"
covering environment related restrictions has been streamlined. The Ministry of
Agriculture is undertaking an analysis of the remaining 31 restrictions; the
Ministry has already freed restrictions on four commodities and an additional
fifteen are under consideration for removal from the restricted list. The primary
task over the long run will be to ensure that the combined impact of export incen-
tives is on a par with the incentives conferred by the tariff system, so that
there is a gen.eral equalization of incentives accross exports and domestic import-
competing activities.

2.47 The sustainability of such a program of trade reform, particularly of
quota relaxation will depend on supportive macroeconomic management. During the
process of import expansion and of changes in import policy, a prime instrument
would be compensating real exchange rate action. Continued fiscal discipline,
careful control over the monetary aggregates and consistent wage policies would
also signal the authorities' commitment to keep potential external sector dis-
equilibria in check.

2.48 Institutional Support for an Export Promotion Drive. The incentive
policies described above are clearly matters of priority, and constitute the
cornerstone of an appropriate framework of support for vigorous export promotion.
But since an export strategy requires a complex architecture of supportive insti-
tutional arrangements, other elements of the export environment need to be put in
place over the longer term. As some of these elements operate in the form of
externalities to individual producers, and since the government and private sector
organizations alone can command the necessary resources and tie together these
diverse elements, a consistent export strategy may require government involvement,
beyond the area of policy, to initiate the setting up of the system. Establishing
priorities among the following necessary elements would have to be based on
further analysis and judgement:

Ci) An Information System. Because export markets are constantly evolving
and highly competitive, a large part of the battle consists in maintaining an
economic and political edge. An information system on markets and domestic
capabilities is therefore key: for the newly industrialized East Asian Countries
(NICs) it has formed a prime element in their strategy. Since scale economies are
considerable, this is an area in which the Government might initially take the
lead.

(a) Information Systems which have functioned well (e.g., in the East
Asian NICs), usually have four tiers: embassies and trade promotion associations
(joint Government-private sector agencies which maintain a network of offices and
representatives in major foreign cities; a communications and transport network
consisting of excellent telex, telephone facilities and an infrastructure of
transport, hotels, trade centers; opportunities for representations at overseas
trade fairs, exhibitions, etc.; finally, data systems for collection, processing
and dissemination at home of the information pouring in from abroad. Colombia has
an excellent apparatus already in place in the form of PROEXPO; private sector
organizations such as ANDI, Analdex and many others have always played an import-
ant role in the economy; a beginning has been made under the TPED loan to initiate
the setting up of an information system linking major Government institutions
dealing with trade. All these efforts are in need of resources and/or gradual
redirection to enable them to serve private sector objectives.
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(b) Pointers to Export Opportunities. A related need is an initial
Government effort to analyze and disseminate information on opportunities in
Colombia's major industrial markets, the markets penetrated by the NICs/other
developing countries, output price trends, and information on wage levels and
skills in Colombia relative to those of competitors, so that Colombian exporters
have the necessary information to make the jump into suitable product and
geographic markets. Analysis suggests that opportunities still exist for the
recovery of Colombia's market shares, gained in the 1970s and lost in the 1980s,
in former export sectors such as textiles and leather. However, trends in the
wages and educational levels of the unemployed indicate that there may also be
scope for Colombia to move into more skill-intensive product markets which have
exhibited the strongest international demand pulls in the 1980s. Data on US, dEC
and Japanese imports show that office machines, telecommunications and elec-
tronics, transport equipment and parts, simple machinery, footwear, clothing,
jewelry and other light manufactures are exports whose performance is likely to
endure into the 1990s (Appendix Tables II.4-II.6).

(ii) Non-Tariff Barriers (NTB). Non-tariff barriers in the US and EEC, pose
a threat to the stability of market shares and expectations. These have led to
geographical shifts in production as developing country exporters have shifted
production facilities to get around quota barriers. Developing countries have
also made efforts to switch or upgrade quality, technology and material content.
This is an area where Government's role in trade negotiations is extremely import-
ant: an understanding of the legal environment, but more important, of the fine
print regarding item classification, technology, provisions regarding exceptions.
This role might be supplemented by joint Government-private sector efforts to
gather and disseminate NTB information, and help with technological or financial
arrangements for private sector restructuring of production.

(iii) Export Processing Zones (EPZ). Colombia has already made significant
progress with EPZs. Experience shows that EPZs flourish in countries with an
aDundant supply of low priced labor (generally female), industrial peace, incen-
tives, freedom from bureacratic red tape, low transport costs and ready availabil-
ity of technical and repair services. Given the attributes of Colombia's
unemployed (largely skilled, educated, and female) and the persistence of
unemployment, an immediate emphasis on EPZ development may be appropriate. Trans-
port is likely to remain a problem in the short- to medium-term. A large initial
push on market research, a blitz of information on Colombian EPZs, and the clean-
ing up of incentives may be needed. An important factor is that EPZs need an all-
out effort, otherwise they are not worth the bother at all.

2.49 Success with EPZs has sometimes been related to the role of direct
foreign investment (DFI). Colombia's experience with DFI will be discussed in
Chapter IV. In recent years, there has been disappointment among developiwlr
countries about the gains from DFI, in the form of technology transfer, skill
transfer and production linkages. There is also a trend among industrial country
multi-national corporations (MNC) to relocate back in the US and Europe. However,
the Government might, at the minimum seek to safeguard Colombia's competitiveness
relative to other developing countries in terms of DPI incentives in order to
enable Colombia to take advantage of possible intra-developing country shifts in
MNC location. An important current opportunity of which Colombia might also wish
to take advantage, is the possible relocation of Hong Kong entrepreneurs with
excellent production, marketing and financial expertise looking for safe havens
and citizenship in hospitable environments.
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(iv) Skill Formation. To pursue an export strategy, particularly in the area
of skill-intensive light manufacturing, Colombia needs an abundance of trained
labor. If the transformation of the economy away from Colombia's old-line
assembly operations, to new export and efficient import competing activities is to
succeed, the country might attempt to take a leaf out of the export experience of
the East Asian NICs. Singapore in particular has had considerable experience in
setting up training centers operated on a cost-sharing basis by Government and the
private sector, in seeking MNC and bilateral Government assistance (from W.
Germany and Japan) for training in specific technologies and product lines, and in
operating a Skill Development Fund using a modest levy on employers to fund in-
house training by the private sector.

(v) International Marketing Companies. Colombia already has a number of
these. However, preliminary discussions suggest that incentives for these com-
panies need to be realigned to focus efforts on market penetration (more speci-
fically, on the development of new markets), and to induce them to play a more
appropriate role domestically by disseminating orders, pooling the output of small
and medium-scale entrepreneurs, providing technological backup, design support,
etc.
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Chapter III: Employmeut

A. Introduction

3.01 The problems of unemployment and underemployment have worsened in
Colombia during the last four years. Although the rate of open urban unemployment
has been historically high (averaging approximately 9% for the period 1974-81), it
increased to an average of about 11.5% for the period 1981-84, reaching more than
14.7% in June 1986. The increase in unemployment coincided with the deterioration
in economic performance of the early 1980s, the shift in public investments to
heavily capital intensive lines of activity, and continued increases in formal
sector real wages. The economic program adopted during 1984-85 while improving
eirternal and internal balance and growth, did not make a substantial dent in
unemployment. Urban unemployment has tended to fluctuate in the range of 12-13%
between September 1986 and June 1987.

3.02 As the rate of open unemployment increased, employment in the informal
sector of the economy expanded. Thus the gross employment rate (including the
informal sector) increased by almost two points between 1980 and 1984, even as
employment growth in the formal sector (defined as the manufacturing and construc-
tion sectors and comprised of firms employing more than 10 employees and public
sector enterprises) decelerated. Between 1980 and 1984, the share of the urban
formal sector in total urban employment decreased to 27% after averaging 29%
during the previous decade. Given the significantly lower labor earnings prevail-
ing in the informal sector, these changes point to increasing underemployment.

3.03 Apart from the problem of unemployment, another important issue concerns
the extremely low income levels of workers employed in the informal sector.
Available evidence suggests that poverty in Colombia is not concentrated among the
unemployed but rather among those whbo have extremely low productivity jobs in the
informal sector. A high proportion of the unemployed are relatively educated
young people who can afford to wait for relatively long periods to obtain a job in
the formal sector. Only 20% of the unemployed in Colombia are heads of
families.

3.04 At the same time the large wage differentials that have historically
existed between the informal sector and the formal private and public sectors have
increased since 1980. In fact, informal labor earnings which had been stable at
about 33% of formal sector earnings for some time decreased to approximately 28%
in 1984. They also decreased with respect to the public sector from 36% to 34% in
the same period. This is the combined result of an erosion of real labor earnings
in the informal sector and of formal sector real earnings increases, despite
increasing unemployment. A sizeable proportion of these earnings differentials is
explained by skill differentials between formal and informal sector workers; but
the fluctuations in earnings differentials between 1980 and 1984 have been so
large that it is unlikely that they are due entirely to changes in skill
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differentials alone. A recent Bank study on the determinants of labor earnings in
Bogota found that skill differentials and other related variables explained only
between 40-50% of observed earnings differentials. The size of the unexplained
earnings differentials suggests that market segmentation may be a powerful
explanatory factor.

3.05 The previous Government, recognizing the importance of employment expan-
sion, set up in early 1985 a Presidential Mision de Empleo (EM) to study the
unemployment issue. The EM focused on growth and the output and technology mix as
the key factors affecting unemplovment. Building on these findings, the approac:h
presented here also focuses on two other issues: the impact of trade policies and
the role of labor market flexibility in reducing unemployment and increasing labor
earnings in the informal sector. The analysis looks at employment strategies from
two viewpoints. The first stresses the importance of sustainable medium term
growth strategies in eradicating unemployment; the issue of sustainability hinges
critically on the choice of policies which encourage investment, output, and
employment generation over the medium-term. The second approach relates to the
potential contribution of employment policies in sustaining growth by accommoda-
ting inter-sectoral labor mobility. While the second places greater stress on the
role of labor market policies, the issue of sustainable growth which underlies
both approaches, points to the symbiosis of policies relating to investment, the
trade regime and labor market performance, These factors also have an impact on
poverty.

B. Major Issues

3.06 The Colombian economy during the 1970s and 1980s was subjected to a
number of external shocks and occasionally to fairly sharp changes in policy sig-
nals. Identification of the major causes of unemployment based on the analysis of
trends is therefore fraught with pitfalls. This report has attempted to identify
and analyze the major factors determining unemployment on the basis of a simple
model. The estimated model consists of basically three interrelated equations
explaining the evolution of unemployment, wages in the informal sector and aggreg-
ate investment. These variables are determined by explanatory variables such as
real income, minimum wages, wages in the formal sector, population of working age,
government employment and the stock of capital in the economy. The model obtains
short-run estimates derived for a given stock of capital and "long-run" estimates
derived after the indirect effects of exogenous changes on the stock of capital
via the investment equation are also considered. This model and the underlying
structural model on which it is based, are described in Annex 4. Though the
estimation of the model yields only point estimates, the results have been util-
ized in the analysis to illustrate the orders of magnitudes implied by specific
relationships and the implications for policy.
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(i) Growth: Labor demand in Colombia is highly sensitive to changes in
economic growth.l/ The deviation of recent levels of unemployment (12-14%) from
the long term trend (9.5% during 1958-79) in the context of the growth decelera-
tion of the early 1980s, suggests that recession may have exacerbated unemployment
beyond levels normally associated with periods of relatively high historical
growth. The analysis indicates that the substantial growth deceleration that
occurred in the 1980s was responsible for slightly more than three percentage
points increase in unemployment: in other words, if growth had continued at the
average historical rates of the 1970s, the average rate of unemployment dur!.ng the
period 1980-84 would have been about 7.5%, compared to the actual avertge of
10.5%. Further, our estimates also indicate that growth, in addition t' the
effects on unemployment, also has a large impact on labor earnings in the informal
sector.

3.07 An important factor is the existence of long-run structural unemployment
equivalent to about 80% of current unemployment, which has persisted even in
periods of very high economic growth. The ersuing analysis attempts to shed light
on the determinants of this structural unemployment, pointing to the possible
impact of specific labor market characteristics and of demographic changes in
Colombia.

3.08 At issue is the reason for the sensitivity of unemployment to fluctua-
tions in economic growth. A key determinant of growth is investment. Investment
in turn appears to be very sensitive to the cost of labor and capital (in addition
to demand factors such as the level of real income, and supply factors such as the
availability of credit). Thus the analysis indicates that the 45% increase in
formal sector real wages that took place between 1977 and 1984 is responsible for
a 7.2% deceleration in the level of investment.2/ One interpretation is that
high real wages are regarded by the business community as a sign of imyending wage
pressures in the future: this lowers expectations of the future profitability of
capital and thus dampens investments. Similarly, investments can be depressed by
1% for every 1% increase in the real cost of capital. Thus, over the long run,
developments in the labor markets such as changes in the minimum wage, and changes
in the domestic cost of capital caused for example by variations in the degree of
protection rendered to the capital goods industry, can exert large indirect
effects on output, growth, unemployment and earnings in the informal sector and on
labor earnings, through their effects on investment.

(ii) Factor Prices and Technology: An associated issue is whether existing
policies support a growth strategy which encourages a labor-intensive factor mix.

1/ Mision de Empleo: "El Problema Laboral Colombiano: Diagnostico, Perspectivas
y Politicas", Economica Colombiana, Serie Documentos, Separata No. 10,
Agosto-Septiembre de 1986.

2/ Based on the finding that investment can be depressed by 0.16% for every 1%
increase in formal sector earnings, and by 0.29% for every 1% increase in
minimum wages (Annex 3). These empirical results capture both expansion and
factor substitution effects, with the former dominating the latter. See
footnote seven.
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Annex 3 shows that the substitution elasticity between capital and labor is signi-
ficant in Colombia.3/ This would imply that policies which tend to raise the
price of labor relative to that of capital would have detrimental effects on labor
demand. In recent years, wages, non-wage labor costs (social security, paid
leave), and the effective cost of labor (including besides wage and non-wage com-
ponents, the costs of hiring/firing) have tended to increase rapidly relative to
the price of capital. As a consequence, the relative cost of labor to capital in
the formal sector has increased steadily: between 1977 and 1984, the labor-
capital cost ratio increased by almost 50%. Estimates of labor demand (Annex 2),
suggest that this increase in the cost ratio was responsible for a loss of about
190,000 jobs in the modern sector. It is significant that the change in labor/
capital costs was caused almost exclusively by the increase in formal sector real
wages (by 45%); the real price of capital remained approximately stable.

(iii) Output Mix: Questions also arise as to whether the policy framework is
conducive to an output mix which in turn makes intensive use of labor. Labor
intensity varies widely among sectors. Taking account of inter-industrial link-
ages, the following ranking according to labor intensity (defined in terms of man-
years per Col$ 100 million of marginal sales) was found: agriculture, forestry
and hunting (500), shoes (-i0), wood products (440), food processing (320),
textiles (290) and pottery (280). Certain branches of the metal mechanical
sector, machinery and chemical sectot3 also have coefficients of the order of
250-260 man-years,4/ i.e., close to the arithmetic economywide average: 280
man-years. These data suggest that changes in the composition of the output mix
can have significant effects on the level of employment.

3.09 It is noteworthy that these sectors constitute tradeable activities
which have historically been heavily weighted towards exports. Hence policies
that encourage a switch from non-tradeable to tradeable activities, and within
tradeables to exports, are likely to have a high pay off for employment. This is
consistent with the findings of EM which identified exports, particularly
non-traditional exports, as a key sector in terms of employment generation.
Another policy area identified by EM is the public sector investment program. The
recent concentration of public investments on sectors with low labor intensity:
power, petroleum and related activities, coupled with the neglect of agricultural
investments, has been detrimental to job creation.

(iv) Labor Markets: The analysis suggests that whatever the specific under-
lying characteristics of Colombia's labor market, labor demand in manufacturing is
highly responsive to the wage rate. Further analysis also suggests that the
nature of Colombian labor markets may be important in explaining the structural
(long-run) unemployment prevailing in the economy even during periods of fast
growth. Labor market imperfections reflect the marked disparity in the behavior
of the formal and informal labor markets. Some stylized characteristics are:

3/ The elasticities of labor demand with respect to the wage rate and the price
of capital are respectively -0.52 and 0.38, reflecting sizeable substitution
possibilities. The cost of capital is alternatively defined here as the asset
price of capital.

4/ Sectors with coefficients lower than the average are: resins and fibres, base
chemicals, iron and steel products, other non-metallic products, etc.
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(a) Labor demand in the manufacturing sector is responsive to real earn-
ings. This is supported by the econometric analysis reported in Annex 2.

(b) Colombia's formal labor market is characterised by rigidities: real
wages follow a path largely independent of labor supply and demand, while adjust-
ments take place via employment changes. Real wages in the informal sector, on
the other hand, are flexible.

(c) The earnings gap between the formal and informal sectors has been grow-
ing in recent years. Analysis suggests that the persistent increase in formal
sector real wages was responsible for exacerbating unemployment beyond the level
which might have been expected on grounds of GDP decline alone. Thus actual
unemployment is about 2.3 percentage points higher than the level which would have
prevailed had real wages in the formal sector remained constant during the period.

C. The Functioning of Colombian Labor Markets

3.10 Labor Demand and Responsiveness to Real Wages.5/ Findings in most
countries suggest that labor demand is responsive to changes in real wages,
although most estimates of wage demand elasticities are less than one in absolute
terms. In Brazil, for example, various estimates range from -0.6 to -0.85 which
reflect a substantial degree of responsiveness of employment to real wages. Annex
2 which shows sizeable elasticities of capital-labor substitution in Colombia also
shows that labor demand in Colombian manufacturing responds significantly (with an
elasticity of -0.52) to fluctuations in real wages.

3.11 Considering that labor costs constitute an important component of value
added in most productive sectors in Colombia (47% in manufacturing, 59% in the
financial sectors and are also very high in agriculture) particularly in the
tradeable goods sectors, smaller increases in the effective cost of labor could
have a significant effect on the competitiveness of the import substitution and
export sectors. This, in turn, signifies that reductions in the growth of the
effective cost of labor in the formal sector may lead to an important expansion in
production and, hence, in employment as well.

3.12 Labor Costs in Formal Labor Markets. The analysis suggests that labor
costs could be a source of rigidity in formal labor markets. These rigidities
could arise from a number of factors:

3.13 The real minimum wage has steadily increased since 1977, reaching a
point where it has become binding for various sectors. In the urban sector, the
real minimum wage increased by more than 54% between 1977 and 1984 (i.e., 6.4%
annually). The extent to which the minimum wage is effectively enforced is not
clear, but it appears that inzreases have played an important role in triggering
labor union demands for wage increases both in the public and private sectors.

5/ Following standard practice, the chapter refers to total real labor earnings
as real wages. In reality, total labor earnings consist of a wage component
(take-home pay), and a non-wage component, comprising social security, paid
leave, etc., as well as hiring/firing costs.
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Public sector wages, with the exception of recent experience, do not seem to have
been very responsive in general to variations in economic activity or to market
wage rates in the private sector. For example, public sector real wages increased
by 10% precisely when economic activity slowed substantially, and market real
wages in the private sector decreased steadily, beginning in 1981.

3.14 The non-wage component of total labor compensation costs paid by formal
sector employers has moved upward fast since the mid-sixties. These costs, asso-
ciated mostly with social security, paid leave and other factors, were more than
90% of monetary wages in 1982 for large manufacturing firms and 118% for financial
institutions compared to only 51% and 81%, respectively in 1970. This process has
not been confined only to large firms but has affected even smaller firms. Thus
for example, non-wage costs in manufacturing firms of 50 to 74 employees have
increased from 25% of money wages in 1967 to 50% in 1982, whereas for the manufac-
turing sector as a whole, the proportion of non-wage costs to wage costs has
increased almost seven-fold, from 11.7% to 77.7%, between 1953 and 1982. Table
III.1 shows the most important non-wage costs that employers are required to pay
by law. Most of these non-wage costs affect medium and large size formal sector
firms, but do not, in general, affect the informal sector. As in the case of
wages, Colombian non-wage costs (90% of monetary wages) are quite high by inter-
national standards. In other countries, the ratio of non-wage to wage costs is
substantially lower: about 37% in the U.S., 41% in the U.K., 51% in West Germany,
and 62% in France.

3.15 As in the case of non-wage costs, total labor compensation costs in
Colombia expressed in US dollars, grew fast, by more than 200% between 1975 and
1984 (Table III.2). The very high proportion of non-wage and other hiring/firing
costs in total labor compensation suggests that the Colombian wage system is
characterized by a high degree of inflexibility. This tends to slow wage adjust-
ments in recessionary periods and to dampen labor mobility. It also contributes
to the widening of the wage gap betweet. formal and informal sectors during down-
turns in economic activity. Since the level of real wages in the formal sector
and the wage gap between the formal and informal sectors play an important role in
explaining unemployment (Annex 3), the issue of improving flexibility in the
formal sector is extremely important. There are also other dimensions: in a
cycle-prone economy such as Colombia, wage cost inflexibilities convert labor into
a quasi-fixed factor, thereby limiting the flexibility of the whole production
structure in the face of recession.

3.16 A recent phenomenon which has developed in response to formal sector
wage inflexibilities in manufacturing is the increasing use of temporary unskilled
labor, hired through intermediaries as "labor teams" and paid the minimum wage,
but not the non-wage benefits related to social security, paid leave, dismissal
and other benefits required by law for the permanent formal sector labor force.
It is estimated that about 20% of the employment in the formal sector now belongs
in this category. While the arrangement introduces a certain degree of flexibil-
ity into the formal labor market, it imposes efficiency costs in the form of
greatly increased labor turnover and instability. This would argue in favor of
more transparent means of increasing flexibility.

3.17 The cross-country data also suggest that abstracting from other factors,
Colombia may suffer a significant labor cost disadvantage with respect to major
competitors in Latin America including countries at substantially higher levels of
development with levels of productivity higher than Colombia. The levels of
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Table III.1 NON-WAGE PAYMENTS, FORMAL SECTOR

1. OverLime 25% (of base wage) bonus for daily overtime work
75% bonus for nightly overtime work 200% bonus
for Sundays, and holidays' work. Employees who
work 5 days a week are entitled to receive triple
remuneration of their work on Sundays or holidays
(there are 18 national holidays per year)

2. Annual Paid Leave : 15 working days per annum

3. Dismissal Payments : One month's salary for each year of work com-
pleted. These benefits are accumulated through-
out the working Lime and firms are supposed to
pay 12% interest per annum on the accumulated
funds.

4. Bonus Wage Payments: Employees working with the same firm for more
than 6 months are enLitled to one month's salary
extra payments per annum.

5. Family Allowance Employees contribute 4% of the salary

Source: Ministerio de Trabajo y Seguridad Social: 22. cit.
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TABLE III.2 WWGES (W) AhD LABOR CtFPSNSAIION C06TS (C) FOR pRDoUCTrjN WojRKE1
IN THE KUFACIR? SECR - LAI MERICAN E()SfE

(DblLas Per HIt)

1975 1978 1980 1981 1982 1983 1984

Argentinal W2 0.6 0.4 1.1 1.1 0.5 0.7 0.9
W3 0.6 0.3 0.8 0.8 0.5 0.6 0.8
C2 0.9 0.6 1.7 1.7 0.8 1.1 1.4
C3 0.9 0.5 1.2 1.2 0.8 0.9 1.2

Brazi 4 W 0.7 1.1 1.1 1.4 1.6 1.1 0.9
C 0.9 1.4 1.4 1.8 2.1 1.4 1.2

c01 bl la5 W 0.4 0.8 1.0 1.1 1.31 1.31 1.21
C 0.6 1.3 1.6 1.7 2.01 2.01 1.91

Chile5 W 0.5 1.0 1,2 1.8 1.51 1.31 1.21
C 0.8 1.5 1.5 2.3 1.91 1.5 1.

Mexico4 W 1.4 1.5 2.1 2.6 1.4 1.3 1.4
C 1.9 2.0 2.8 3.5 1.9 1.7 1.9

Perul W 0.8 0.5 0.7 0.7 0.8 0.6 0.5
C 1.0 0.6 0,9 0.9 1.0 0.8 0.6

Ve6eja 4 W 1.9 2.3 3.2 3.5 n.a. n.a. n.a.
C 2.4 2.9 4.1 4.5 rt,a. n.a. n.a.

W Average 0.9 1.1 1.5 1.7 1,2 1.1 1.0
(Std. Dev.) (0.5) (0.7) (0.9) (1.0) (0.4) (0.3) (0.3)

C Average 1.2 1.5 2.0 2.3 1.6 1.4 1.4
(Std. Dev.) (0.7) (0.8) (1.1) (1.2) (0.6) (0.4) (0.5)

SWS:

(1) IID
(2) Skilled Workers
(3) Ubskilled Workers
(4) MS
(5) Daufaturing Data Base, The iWrld Bank. Cbmp¢satim levels were calculated U=hrugh the

ratios incluide in Table III.3.
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wages, non-wage costs, and of total labor compensation in Colombian manufacturing
appear to be among the highest in the group comprising the seven largest Latin
American countries. Wage rates have tripled in Colombia between 1975 and 1984,
and appear to have exceeded wage rates in Argentina, Brazil and Peru in 1984.
Non-wage cost ratios in Colombia are also high not only in comparison with
developed countries but more important, relative to the seven Latin American
countries compared (Table III.3). In 1980, these costs constituted about 57.6% of
monetary wages in the Colombian manufacturing sector. They were thus even higher
than in countries where unions have historically played an extremely important
role. Moreover, Colombian non-wage costs were almost twice as high as Venezuela's
and Brazil's, countries that are important competitors in world markets for
Colombian manufactures. Total labor compensation in 1984 was thus substantially
higher ia Colombia than in Argeitina, Chile and Brazil, countries with a per
capita income significantly above Colombia. It is possible that the recent
devaluation in Colombia may have diminished the labor cost disadvantages of
Colombia with respect to other Latin American countries. However, most other
countries in Latin America have also devalued and thus one would expect that these
disadvantages have only been mildly affected.6/

3.18 The Formal-Informal Sector Wage Gaps. The full explanation for the wage
gaps needs to be explored: how much of it arises from skill differentials; how
much from "concertation" and understandings; how much from rigidities relating to
policy or otherwise? Recent research by Mohan and Bourgignon 7/ confirms the
large role of skill differentials in explaining a part of the wage gap and also
shows that significant unexplained earnings differentials exist between large and
small/self-employed production units. This suggests that in addition to skill
gaps, segmentation may be a factor. The formal sector rigidities discussed above,
contribute to this segmentation: the formal sector's high wages and benefits
restrict labor mobility into the sector, creating large gaps between real wages in
the formal and informal sectors where entry is not restricted. More important, as
the data for the early 1980s shows, the slow responsiveness of wages in the formal
sector to changes in labor market conditions, leads to a deepening of the wage
gaps in periods of slow growth.

3.19 The importance of high real wages in the formal sector is that they
induce workers to expect wages higher than those prevailing in the informal
sector. Thus a section of the labor force would be unwilling to work except at
the existing high real wages prevailing in the formal sector. At the individual
level, this is rational because, given normal labor turnover rates in the formal
sector, some unemployed individuals would be able to find work in this sector. In
particular, workers who could obtain support from other working members in the
family or are able to support themselves from savings or borrowings would prefer
to search for employment in the formal sector rather than work in the informal
sector at very low wages. Obviously, these workers would be counted as
unemployed. Thus, the greater the wage differentials between formal and informal

6/ A fuller analysis of competitiveness should be couched in terms of unit labor
costs. However, consistent cross-country data on productivity trends in
manufacturing were not readily available.

7/ Bourgignon, F: The Role of Education in the Urban Labor Market during the
Process of Development: The Case of Colombia, Mexico, 1980.



- 48 -

Table 111.3: M AGE C06TS IN LATIN AMECAN aXl1M AS PMIOM
OF TUrAL WIMES IN IHE X AFU SWCDR

ARaDna BRAZIL a)WIBIA O aIME ME)O PERU VO3ELA

tkual 1M3S 8.3% 8.3%5 8.3% 1621 1(Y11 6%14 8.32

Paid Vacation 6% 7% 7% 6% 6% 62 

Severance I =nth 1 mmth 23.3210 1 =uth (12' 1 uith 1 =th +
pamit PGY*3 P.y.6 p.y. p.y. indemity

Socalziity 1St 15% 11% 322 i3 1i 8

other 22 4 .827 629 - 51%5 1.5%16 3213

Thtal 51.32 31.1% 57.6% 25.0C 34.(2 28.2 27.32

1. The employer should distribute 302 of the profits to the workers or to
pay a bonus of 25% of the yearly income up to a maximum of 4.75 minimum
wages (KW*). A Mg is approximately equal to .5 the average manufacturing
wage.
2. It corresponds to Social Security contributions plus payroll taxes.
Before 1980, those contributions amounted to 31.72 of the wage bill.
3. Up to a maximum equivalent to three times the official KW.
4. It corresponds to: Family Allowances Fund (122), Social Health Fund
(4.52), Housing Fund (5%) and Payroll Taxes, National Tourism Fund and
Social Health Institute (0.52).
5. There exstes, in addLtion, a statutory profit sharing program obliging
the employer to distribute among the workers 52 of the income tax liability
and 0.52 of the total sales.
6. It has to be paid at the highest wage rate ever paid to the employee*
The payment is equivalent to two months per year of service in the case of
empioyees with more than 10 years. There also exists an indemnity fund
demanding tn 82 annual contribution from the part of the eamployer.
7. It corresponds to a premium for accident insurance.
89 It includes the contribution to the National Training Institute and to
the Fund for subsidizing to employees with children.
9. Contributions to the Institute of Family Welfaree
10. Estimation of the World Bank-ILO missLon as of 1980.
11. Fifteen days bonus plus profit sharing.
12. It corresponds to three months salary plus 20 days wages for each year
of service with a maximum of 2 tWs.
13. It derives from the obligation to maintain a 5% of the total number of
employeos in Apprentice Training Programs and from a 22 contribution to the
National Training Institute.
14. A system of profit sharing is also established by law.
15. Contribution to the Housing Fund.
16. Contribution to the National Apprenticeship Fund*

SOURCE: Price Watsrhouse, Infc ,ation Guide. Argentina (1980). Brazil
(1980), Colombia (TM, chile (18§4), Mexico (1984), Peru (1979),
Venezuala (1985).
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sectors (normalized for skills, experience, etc.), the higher would be the
expected returns from full-time search for jobs in the formal labor markets and,
hence, the greater would be the proportion of the labor force preferring to devote
their time to job search in the formal sector, rather than to work in the low paid
informal sector.

3.20 Long-run or structural unemployment would therefore be related to the
labor market segmentation induced by formal sector rigidities. Moreover, the
level of unemployment would tend to increase as the formal/informal sector wage
gap expands. Given the fact that wages are more rigid in the formal than in the
informal sector, periods of slow economic growth tend to enhance the wage gaps by
lowering the informal wage and thus to increase the rate of open unemployment.
Thus, one of the reasons why total unemployment is so dependent on economic growth
might be the lack of flexibility of formal sector wages leading to greater wage
gaps in periods of slow growth.

3.21 Wages and Poverty. Though the scope of this report did not include
poverty issues on a nationa. scale, the econometric exercises do throw some light
on the determinants of urban poverty. Urban poverty, reflected in the low real
wages of workers employed in the informal sector, is mostly confined to that
sector. Estimates (Annex 3) indicate that in the short-run real labor income in
the informal sector is positively affected by the level of real wages in the
formal sector. That is, in the short-run, policies which lead to increased legal
benefits and wages in the formal sector also contribute to alleviating poverty in
the informal sector. One reason for this may be that workers in the formal sector
constitute an important market for goods and services in the informal sector.
Thus, an increase in real wages in the formal sector may lead to expanded demand
for goods produced in the informal sector, and consequently to greater production
and prices of these goods. This, in turn, allows workers in the informal sector
to receive higher wages at least in the short run. However, the long-run effect
clearly works in the opposite direction: the estimates indicate that higher labor
costs in the formal sector have significant detrimental effects upon the level of
investment. When these negative effects on capital accumulation are taken into
consideration, the total net effect of higher labor costs in the formal sector on
labor income in the informal sector is negligible. A somewhat different conclu-
sion emerges with respect to minimum wages: although the short-run effect of
minimum wages on the level of labor income of the informal sector is negligible,
the long-run effect is detrimental due to the negative effects of minimum wages on
capital accumulation. Thus, policies which increase distortions in labor markets,
such as regulations affecting formal sector wages and minimum wages, although
beneficial for the higher income segments of the labor force, aggravate the income
problems of the poorer sections of the labor force in the long run, through their
impact on the rate of capital accumulation and output growth. Further research is
needed of the structural characteristics of labor supply, including the skill mix,
sex and age distribution, and locational factors.

D. Considerations for Policy Making

(i) Growth

3.22 The analysis presented here supports the conclusion that growth can play
an important role in reducing unemployment and in increasing labor earnings parti-
cularly in the informal sector; the overview of the economy suggests that fast
sustainable growth might be promoted through export expansion and capital
accumulation.
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3.23 Trade Policy: In terms of a choice of export strategy, some analysts
place their reliance on real exchange rate policy, the reorientation and strength-
ening of traditional export support policies, and the redirection of Government
investments to key areas of the economy, particularly the tradeable sectors. The
argument is based on the higher labor intensity of the export sectors relative to
that of many non-tradeables (e.g., power, communications, transport, etc.), and
the existence of unused resources (labor and capital). Real exchange rate changes
are therefore expected to have positive effects on economic growth and employ-
ment.

3.24 These arguments are persuasive: the substantial correction of the over-
valuation of the exchange rate carried on since 1984 has been an important factor
in increasing the competitiveness of the tradeable sectors. Nevertheless, if the
exchange rate is such that there is no undue pressure on international reserves
and the existing framework of import controls is maintained, the scope for addi-
tional real devaluations may not be large.

3.25 The basic question is, to what extent is it possible to have a dynamic
export sector and at the same time high rates of protection for the import substi-
tution sector, particularly the final goods subsector? Citing the existence of
high levels of unused capacity particularly in manufacturing, one school of
thought contends that insufficient demand rather than supply constraints is the
key factor explaining the slow growth recently observed. These analysts therefore
favor a genera] policy for deepening import substitution in the capital goods and
intermediate sectors where Colombian imports are concentrated, and which currently
enjoy low levels of effective protection.

3.26 As the analysis in Chapter II shows, growth is unlikely to be sustain-
able over the long run through a trade strategy which attempts to foster exports
and domestic import-competing activities behind high non-tariff/tariff barr'ers.
High protection for import substituting activities accompanied by compex4sating
export incentives, is typically costly in fiscal terms; it can also result in wide
disparities in incentives. Moreover, protection and devaluation notwithstanding,
it may not be easy to switch surplus capacity from the older protected final goods
sectors to the newer protected capital goods and intermediate industries. Without
a relaxation of import controls, further devaluation may therefore run the risk of
causing in the long run, disequilibrium and inflationary pressures as the export
receipts are monetized, particularly if the real exchange rate is not far from
equilibrium. The proposed use of very high non-tariff/tariff barriers across the
board, to encourage capital goods and intermediates, may also be detrimental to
efficiency and the export effort. A more preferable sustainable strategy would be
to actually reduce nominal protection to activities at a later stage of
fabrication, in the context of compensatory real exchange rate chang'es, and to
encourage vertical integration through a more uniform system of tariffs. These
measures would lead to an increase in the profitability, not only of rhe export
sector, but also of the domestic capital and intermediates goods industries, and
thus promote their expansion.8/

3.27 These arguments receive support from the econometric results cited
before, namely that the behavior of investment is highly sensitive to the cost of

8/ This does not preclude some selective promotion of capital goods/intermediates
industries through temporarily high tariff protection or subsidies, on infant
industry grounds.
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Zapital. Thus, while increased protection to capital goods may have a short run
supply effect on capital accumulation, insofar as the increase in protection is
interpreted by enterpreneurs to be a permanent phenomenon, inducing a deteriora-
tion in efficiency and an increase in the domestic price of capital goods, the net
long run effect would be to discourage capital accumulation, and therefore to
worsen u employment and poverty. Similarly, if higher protection to intermediate
products results in appreciably higher intermediate prices, the policy would lead
to generally higher costs of production, and thus be detrimental to employment and
poverty. Hence the need to correct the prevailing bias against intermediate and
capital goods activities, not by large differential increases in protection but
through a concerted move towards a uniform system of effective protection.

3.28 Additional considerations relate to the impact of protection on "wage
goods." A large proportion of the goods produced by the protected final goods
sector (including domestic production of cereals and other agricultural commodi-
ties) are "wage goods" that is, they are an important component of the CPI
workers' basket. Therefore, a gradual reduction of the nominal protection to
these sectors would decrease the real prices of these goods, diminish pressures to
increase wages, and thereby improve the competitiveness of Colombian tradeables in
world markets.

3.29 Investment. The sustainability of growth also depends on the appro-
priate investment strategy. The analysis in Annex 3 points to the unusually close
responsiveness of investment to the minimum wage rate (an elasticity of -0.3 is
obtained), and to formal sector wages (the relevant elasticity is -0.16). Labor
market policies working through investment responses, may therefore act as a sig-
nificant break on growth, and therefore on employment. The effects of relative
factor costs on investment have already been discussed before.

3.30 An additional consideration relates to the sectoral mix of investment, a
reallocation of public investments towards tradeables such as the agricultural
sector, and towards improving transportation and port facilities used to move
exports and imports, could be quite effective in developing tradeables. It
appears that one of the obstacles affecting exports have been inefficiencies in
transportation and port facilities. Moreover, the correction of public sector
investment biases which have, in recent years, favored overinvestment in sectors
such as power, could have a significant effect on the rate of economic growth and
employment.

(ii) Labor Market Policy

3.31 Structural unemployment might be reduced by diminishing the effect of
wage regulations affecting formal labor markets. A total lower effective cost of
labor could induce increases in formal sector employment. The analysis in Annex
3, highlights the significant responsiveness of unemployment to the formal sector
wage. If the protected sector wage falls by 10%, the unemployment rate might fall
by 5.3%, or by 0.7 percentage points (i.e., if the rate is 13%). In Colombia this
amounts to about 50,000 jobs. Emphasis might be placed on reducing non-wage
costs. With social security taxes of the order of 60-70% of the wage, it might
not be difficult to reduce labor costs by 10% while leaving take-home wages
unaffected; further analysis of this is warranted bearing in mind the likely
impact of such action on the fiscal situation. In contrast, direct employment
programs to create 50,000 jobs were estimated to cost about half the 1985 public
sector deficit. The indirect effects could also be sizeable. Reductions in the
formal/informal wage gap would make the search for a job in the formal market less
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attractive relative to the option of accepting lower wages in the informal
sector. In addition wage flexibility in the formal sector would work against the
deepening of the formal/informal wage gap during periods of slow growth; thus the
effects on unemployment of economic recessions would be less pronounced. Further,
more market oriented mechanisms for the determination of formal sector wages might
alleviate poverty in parts of the informal sector. Our estimates suggest that
slower adjustments in formal sector wages may lead to increased labor earnings in
the informal sector in the long-run.

3.32 The empirical results of Annex 3 suggest that the expected benefits from
slowing down minimum wage adjustments take effect not through their short run
effects on unemployment or on informal sector real wages, but through their role
as an important benchmark for wage settlements in the formal sector, and their
effects on the investment climate.

3.33 Reducing the magnitude of the wage gap between the formal and informal
sectors would not necessarily reduce the average wage rate for the economy.
Lowering the effective cost of labor in the formal sector would permit greater
labor absorption by the formal sector and a higher rate of capital accumulation,
thereby leading to higher labor earnings in the informal sector. Thus, the out-
come would not be to reduce labor income, but rather to redistribute income to-
wards workers in the informal sector and the unemployed, and to increase
employment.

E. Conclusions: Directions for Strategy

3.34 The analysis P;esented here identifies two major groups of variables
affecting unemployment: growth and the specific growth strategy adopted, play an
important role in determining the cyclical component of Colombian unemployment;
labor market variables on the other hand appear to exert an important influence on
structural unemployment. Apart from their direct effects, these two groups of
variables also affect unemployment through their mutual interaction.

3.35 Growth Factors: Sustained growth is crucial for the reduction in
unemployment. Since investment is a major determinant of both growth and
unemployment, policies for curing unemployment must be founded on growth
strategies which sustain investment:

- Fiscal and financial policies which reduce the cost of capital are spelt out in
Clapter IV.

- Trade policies which aim to promote growth and capital accumulation through a
mix of export promotion and import protection particularly to domestic capital
goods and intermediate goods industries may have a short run impact but are
unlikely to be sustainable because of their negative effects on the cost of
capital and intermediates and thus on investment.A more preferable option would
be a lowering of import controls and reliance on a more uniform system of
tariffs which corrects existing biases against capital goods and intermediates
production, and enhances overall efficiency. Trade policies which favor export
growth are also likely to have an effect on employment, because of the rela-
tively higher labor intensity of exports.

- Labor market policies, e.g., the minimum wage, the formal sector real wage,
have an important effect on investment through their impact on relative labor/
capital costs and on entrepreneurial expectations.



- 53 -

3.36 Labor Market Policies. The analysis suggests that labor market policies
which push up the minimum wage, induce formal sector wage rigidities, and widen
formal/informal sector wage gaps, exacerbate unemployment, reduce labor mobility
and aggravate poverty in the informal sector.

- Measures oriented to making formal sector wages more flexible and responsive to
employment conditions in the formal sector would aid formal sector employment.
Both minimum wages and public sector wage decisions serve as benchmarks for
formal sector wage settlements. It may be appropriate to slow down the period-
ical adjustments of the minimum wage, and to relate public sector wage settle-
ments more to wage variations in the informal sector. The recent drastic
adjustments in public sector wages show that corrective action is possible:
slow adjustments would make drastic corrections less necessary.

- Given the significant responsiveness of unemployment to formal sector wages,
and the high share of non-wage costs in total labor compensation, the reduction
of non-wage costs could be an important means of reducing employment costs, and
of promoting employment. Employee take-home pay would be unaffected, and there
would be no demands on the budget. Hence, further analysis of non-wage costs
ie a priority. A proposal placed before Congress in late 1986 sought to elim-
inate the retroactivity conditions relating to the partial withdrawal of
cesantias, and to reduce labor turnover by extending "pension sancion" costs to
15 years instead of the 10-year limit currently in force. An additional
Government proposal placed before the National Labor Council seeks to replace
the current cesantia scheme with an alternative system of voluntary social
servicep: unemployment insurance, access to credit, housing. The proposal
would also eliminate the retroactivity provision in the cesantia.

- Given the high level of structural unemployment, the level of education of the
unemployed, and the growth of international markets for relatively skill-inten-
sive products, the possibilities for labor training particularly on a cost-
sharing basis with the private sector might be studied. There may also be a
pay-off to adult education programs which serve to enhance self-employment.



- 54 -

Chapter IV. Resource Mobilization

A. Introduction

4.01 The structural transformation and expansions in the level of economic
activity envisaged as part of Colombia's medium-term growth scenaric will require
substantial new investments as well as changes in investment composition. In the
current context of Colombia's limited access to foreign savings, this implies the
need to step up domestic savings, both public and private. Given the need to
maintain external balance and creditworthiness, these domestic savings have to be
channelled to the private sector and to tradeable activities which can help
service Colombia's external debt. The analysis in Chapters II and III, has
pointed to policy options which can help sustain the appropriate market signals in
the product and labor markets. The analysis presented in this Chapter attempts to
identify the mix of fiscal and financial policies required to create an expecta-
tional environment which would suffice to induce the private sector to translate
the output and labor market signals into productive investment activities. Though
the country's past record on savings-investment and financial sector performance
is worrisome, the economic program in place since 1984, the financial sector
reform initiated in 1985, and the subsequent fiscal and financial reforms, are
likely to have a significant favorable impact on savings mobilization, private
investment behavior and the viability and efficiency of the financial system. The
medium-term framework is premised on the deepening of these reforms.

B. Overall Savings - Investment: Levels, Composition and Financing

4.02 Historically, Colombia's level of domestic savings and investment has
been low by international standards. Compared to an average 22.9% gross domestic
savings ratio registered during 1980-84 by a comparator group of middle-income
countries in East Asia and Latin America, the Colombian record was 16.0%.
Similarly, the gross domestic investment ratio was 19.7% in 1980-84 compared to an
average of 24.3% for the comparators, and fell short, apparently, of the level
required to eradicate unemployment. More important is the pronounced secular
decline in private investmeat. Although there is no clear trend in the aggregate
investment ratio, there has been a marked shift in the composition of investment
from the private to the public sector. On the other hand, savings exhibit a sig-
nificant response to developments in the external sector: the savings ratio fell
to 16% in 1980-84 from 19.9% in 1975-79 and 17% in 1970-74, These trends high-
light the importance of two major issues: the influence of cyclical phenomena,
and the key role played by the policy environment.

4.03 The overall savings-investment gap has in general been very sensitive to
the coffee cycle: the gap emerged during 1970-74 when the coffee market was in
the doldrums; disappeared with the onset of the coffee boom in 1976, as domestic
savings oustripped investment; and reappeared again in 1981 as the coffee cycle
entered a downturn. While in the early 1970's, the size of the savings-investment
gap and the resulting reliance on foreign savings was fairly modest, averaging
only 2.6% of GDP, during 1980-84, foreign savings increased to 3.7% of GDP (Table
IV.!). The chief source of the increased savings-investment gap in the 1980s was
the public sector. This was in contrast to the early 1970s, when the private
sector played a role in attracting foreign savings to fill the overall resource



Table IV. I COLGIBIA: GROSS DOMESTIC INVESTMENTr AND SAVINGS

Gross Domestic Savings Gross I2vestovnt Resource Balnce 1/
Share of GDP 60-64 65-69 70-74 75-79 80-84 60-64 65-69 70-74 75-i9 80-84 60-64 65-69 70-74 75-79 80-84

Non-Financial Private Sector n.a. n.a. 12.4 12.6 12.0 16.6 16.1 13.5 11.3 10.6 n.a. n.a. -1.1 1.3 1.4

Enterprises n.a. n.a. 3.9 3.6 3.5 n.a. n.a. 8.0 6.2 5.5 n.a. n.a. -4.1 -2.6 -2.0
Households n.a. n.a. 8.5 9.0 8.5 n.a. n.a. 5.5 5.1 5.1 n.a. n.a. 3.0 3.9 3.4

Financial Sector n.a. nfa. 1.1 1.3 1.6 n.a. n.a. 0.7 0.4 0.6 n.a. n.a. 0.4 0.9 1.0

Total Private sector n.a. n.a. 13.5 13.9 13.6 n.a. n.a. 14.2 11.7 11.2 n.a. n,a. -0.7 2.2 2.4

Foreign Direct Investment n.a. n.a. n.a. n.a. n.a. n.a. n.a. (0.33) (0.27) (0.94)

Non-Financial Public Sector n.a. n.a. 3.6 6.0 2.4 3.5 5.4 5.5 6.4 8.5 n.a. n.a. -1.9 -0.4 -6.1

Public Administration n.a. n.a. 2.2 4.7 0.7 n.a. n.a. 3.2 3.3 3.9 n.a. n.a. -1.1 1.4 -3.2
Public Enterprises n.a. n.a. 1.4 1.3 1.7 n.a. n.a. 2.3 3.1 4.6 n.a. n.a. -0.8 -1.8 -2.9

Total 17.3 18.8 17.1 19.9 16.0 20.1 21.5 19.7 18.1 19.7 -2.7 -2.7 -2.6 1.8 -3.7

Share of Investment financed by external savings 13.4 12.6 13.2 -10.0 18.8

1/ Does not correspond to the current account deficit on account of transfers and valuation adjustments.

N.B.: The financial sector includes an increasing share of Goverunent-owned institutions; however, their
operations are very similar to normal financial transactions.

Source: Banco de la Republica; National Accounts: 1960-1969.
DANE; National Accounts: 1970-1984.



- 56 -

Fijue IV*l: RATES OF INVESTMENT OF PUBLIC AND PRIVATE
ENTERPRISES (2 OF GDP)
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imbalance. Since 1977, however, the private sector has changed from a position of
resource deficit to one of resource surplus. At the same time, the strong growth
in public investment, coupled with some decline in public savings has not only
absorbed private sector resource transfers, but actually served as the major
motivating force generating a reversal of Colombia's external accounts position.
In contrast, the private sector resource balance has reverted to surplus because
of the decline in private investment, which the data suggests is a long-term
rather than a cyclical phenomenon (Figures IV.1 and IV.2). Statistical analysis
suggests that these two phenomena may have been linked, i.e., that when public
investment has had to be financed by domestic or foreign borrowing it has tended
through its effect on the cost of credit, to "crowd out" private investment.
Apart from public investment, specific aspects of the policy environment may also
have contributed to the secular decline in private investment: the instability of
the real exchange rate, the tax system, the shallowness of equity and credit
markets, and foreign direct investment restrictions. Similarly, the analysis
suggests that administrative control mechanisms in the financial sector may have
introduced rigidities into the system which have dampened the growth in savings
and investment.

4.04 The financing of gaps in the external accounts has also undergone change
partly in resporse to the overall policy environment. In the early 1970s, despite
the deficit in the current account, the surpluses in th~ capital account contrib-
uted to a significant accumulation of reserves. During the coffee boom, reserve
accumulation was stepped up further as surpluses appeared both on current and
capital account, the latter in response to improvements in Colombia's creditworth-
iness. As the coffee boom progressed, total external debt outstanding, both long
and short term, accumulated at very high rates during 1978-81 (Appendix Table
4.1). In the 1982-84 period, however, capital inflows ebbed and about 50% of the
overall investment-savings gap was financed by a decline in reserves triggered by
public sector recourse to domestic credit creation; nevertheless, the share of
external debt continued to rise from a quarter to a third of GDP. With the adop-
tion of the macro-economic adjustment program in 1984, and the consequent improve-
ment in the country's creditworthiness, foreign capital inflows during 1985 have
once again outpaced the country's investment-savings gap.

4.05 While an expanded recourse to foreign financing was characteristic of
both the public and private sectors, the impetus for external long-term borrowing
clearly emanated from the public sector; during 1979-81, foreign financing
accounted for more than two-thirds of the public sector's financing requirements.
Given the administrative restraints on external borrowing which prevailed up until
the 1980s, and the public sector's relatively privileged access to long-term
funds, the private sector had been forced since 1974 to satisfy the bulk of its
needs (75% during 1980-83) at the short-term end of the market; at end 1984, the
ratio of private sector short-term debt to GDP was almost as high as 5%. More-
over, a large proportion of public sector foreign borrowing during the period was
channelled to investments in the non-tradeables sectors, power, transportation,
and water and sewerage, at a time when the real exchange rate was appreciating and
the balance of overall investments and output in the economy was moving against
tradeables activities. The country's recent foreign borrowing difficulties
illustrate the risks of financing an essentially inward-looking strategy of growth
with external zesources. Another feature was the high concentration of debt on a
handful of private and public sector companies. About 35% of total public sector
debt in 1985 was concentrated in the power sector, and about 50% of private non-
guaranteed long-term debt was concentrated in eight private sector enterprises.
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Taken together these developments: the rapid expansion in total indebtedness, the
big push in public sector exposure, the private sector reliance on short-term debt
and the pattern of debtor concentration combined to increase Colombia's overall
commercial exposure, rendering it vulnerable to developments in international
financial markets.

C. The Public Sector

4.06 The recent decline in public savings and the consistently high level of
public sector investments si-.ce 1979 have resulted in sustained public sector
deficits: budget deficits during 1980-84 averaged 6.1% of GDP for the consolid-
ated public sector, before falling to 3.9% in 1985 in response to the Government's
ongoing adjustment program (Table IV.2). Building on the analysis of the Comision
de Gast Publico, and the work on tax reform in Colombia, the mission focused on
the following public sector issues: (i) the level and composition of the deficit;
(ii) impact on private sector expectations and "crowding out" and (iii) budgeting
procedures and their implications for flexibility of management.

4.07 (i) Level and Composition of the Deficit. The overall public sector
deficit peaked at 7.6% of GDP in 1983. Beginning in 1984, with the initiation of
the adjustment program, the public sector deficit began to decline. The overall
deficit fell from 6.3% of GDP in 1984 to 3.9% and 0.5% of GDP (Table IV.3) in 1985
and 1986 respectively. The sharp improvement in 1985-86 however, needs to be
viewed in the perspective of the coffee boom: the resource flows from the Fondo
Naciona de Cafeteros (FNC) to the Central Administration (CA) obscure to some
degree the true nature of the underlying deficit. Abstracting from these flows,
the non-coffee part of the consolidated budget fell from 6.4% of GDP in 1984, to
5.3% and 4.0% in 1985 and 1986 respectively. The effort to bring the underlying
structural fiscal imbalances under control therefore needs to continue.

4.08 Apart from its direct effects, the coffee boom of the 1970s, had a size-
able indirect impact on the deficit through the stabilization measures adopted in
response to the boom. An accurate assessment of these effects needs to be based
on the separation of the cyclical from the permanent movements in CA revenues and
expenditures. The mission's analysis indicates that revenue growth exhibited a
strong cyclical component. On the expenditure side, the restraints on spending
and foreign borrowing imposed at the start of the 1970s coffee boom appear to have
relaxed by 1979-80, and public expenditure may even have aggravated the cycle.
Even more significant was the strong secular tendency of Government spending (both
current and capital) to rise, even after adjusting for countercylical components
of Governwent revenue and expenditure. The secular component of Government spend-
ing rose steadily and almost doubled between 1951 and 1984. In contrast, the
secular component of CA revenue has moved upward in a slower and less stable
fashion. This is suggestive of the underlying "structural" nature of the Govern-
ment deficit.
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Table IV.2 COLOMBIA: NON'FINANCIAL PUBLIC SECTOR RESOURCE BALANCES
(% of GDP)

1977 1978 1979 1980 1981 1982 1983 1984 1985 1986

CONSOLIDATED NON FINANCIAL PUBLIC SECTOR

Current Resource Balance (Savings) 6.0 4.4 5.8 4.0 2.3 2.3 1.2 3.0 5.7 8.2
Capital Expenditure 4.7 4.5 6.0 6.8 7.5 8.3 8.8 9.3 9.6 8.7
Resource Balance 1/ (-Deficit) 1.3 -0.1 -0.2 -2.8 -5.2 -6.0 -7.6 -6.3 -3.9 -0.5
Non-coffe Resource Balance (-eDeficit) 1.4 -1.5 -3.3 -3.7 -5.3 -6.2 -7.9 -6.4 -5.3 -4.0

CURRENT RESOURCE BALANCE (SAVINGS) 2/

Central AMminilstration 2.6 2.1 1.7 0.9 0.4 -0.6 -1.1 -1.7 0.4 1.3
Local Government 1.6 1.8 2.1 1.8 1.9 2.0 1.7 2.4 2.5 1.7
National Decentralized Agencies 0.1 0.3 0.4 0.4 0.3 0.3 0.4 0.7 0.6 0.6
Social Security 0.2 0.2 0.2 0.2 0.3 0.3 0.2 -0.1 -0.1 -0.1
National Public Enterprises 0.2 0.2 0.5 0.6 -0.2 0.4 -0.1 1.6 1.0 0.4
Fondo Nacional de Cafe 1.5 -0.2 1.0 0.2 -0.5 -0.1 0.1 0.1 1.5 .0

Total Public Sector 6.0 4.4 5.8 4.0 2.3 2.3 1.2 3.0 5.7 8.2

CAPITAL EXPENDITURE 3/

Central Administration 2.0 2.1 2.3 3.7 3.5 3.8 3.4 2.7 3.0 2.7
Local Government 1.1 1.2 1.3 1.6 2.2 2.1 2.1 2.7 3.2 2.3
National Decentralized Agencies 0.3 0.2 0.3 0.3 0.4 0.3 0.3 0.9 0.6 0.8
Social Security 0.2 0.2 0.3 0.3 0.4 0.4 0.3 0.2 0.1 0.1
National Public Enterprises 1.1 0.8 1.9 1.0 1.1 1.7 2.7 2.7 2.6 2.0
Fondo Nacional de Cafe 0.0 0.0 -0.1 -0.2 -0.1 0.0 0.0 0.1 0.1 0.7

Total Public Sector 4.7 4.5 6.0 6.8 7.5 8.3 8.8 9.3 9.6 8.7

1/ Overall surplus/deficit.
2/ Inclusive of transfers.
3/ Net of capital revenue and inclusive of net lending.

Source: IMF and Mission estimates.
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Table IV.3 COLOGBIA: PUBLIC SECTOR DEFICITS, 1977-86
(% of GDP)

1977 1978 1979 1980 1981 1982 1983 1984 1985 1986

Overall Deficit
with Coffee 1.3 -0.1 -0.2 -2.8 -5.2 -6.0 -7.6 -6.3 -3.9 -0.5

Overall Deficit
Excluding Coffee -1.4 -1.5 -3.3 -3.7 -5.3 -6.2 -7.9 -6.4 -5.3 -4.0

N.B.: Public Sector inludes Central Administration, Local Governments, Non-Financial
Public Enterprises, Decentralized Agencies and the National Coffee Fund.

Source: DMF and Mission estimates.
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Table IV.4: CD IA: CllTSAL AMIN1W1ON AUWNI8, 1977-86

(as percent of GDP)

REVww 197' 1978 1979 1980 1981 1982 1983 1984 1985 1986

Total Revenue 8.9 9.4 9.2 9.2 8.9 8.3 7.7 8.0 9.2 ;0.2

Cirrent RFvemwe 8.9 9.4 9.2 9.2 8.9 8.3 7.7 8.0 9.2 10.2
Tax Revenue 8.5 8.8 8.4 8.2 7.7 7.4 7.6 7.6 8.8 9.6
IncM Tax 3.3 3.4 3.3 3.0 2.7 2.6 3.2 3.1 3.2 3.4
Property Tax 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
Remittance Tax 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.1 0.0
Goods asd Services 2.3 2.4 2.8 2.6 2.9 2.8 2.7 2.9 3.3 3.5

Sales Tax 1.8 1.9 2.2 1.9 2.0 2.0 1.9 2.1 2.5 2.8
G"oline Tax 0.5 0.6 0.6 0.7 0.9 0.8 0.8 0.8 0.8 0.7

International Trade Tax 2.7 3.0 3.6 2.2 1.9 1.8 1.4 1.3 1.8 2.2
Catoms and Surcharge 1.3 1.4 1.4 1.4 1.4 1.3 1.1 1.2 1.1 1.3
CIF import Taxes 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.1 0.6 0.6
Ad Valorem Coffee 1.3 1.5 2.1 0.6 0.4 0.3 0.2 0.1 0.1 0.2

Stamp Tax 0.4 0.4 0.3 0.3 0.2 0.3 0.2 0.3 0.4 0.4
Other a -0.2 -0.4 -1.6 0.0 0.0 0.0 0.0 0.0 0.0 0.0

Non-ax Revenue 0.3 0.6 0.8 1.1 1.2 0.9 0.1 0.4 0.5 0.4
Property incme 0.2 0.4 0.7 0.9 1.1 0.7 -0.1 0.0 0.1 0.3
Fees and Fines 0.1 0.2 0.1 0.1 0.1 0.1 0.2 0.4 0.3 0.1

Qarrent Transfer / 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.2

Capital Ievenue2/ 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0

mamo: 0iren Revenue/Total
Revenue Excluding Coffee 7.6 7.9 7.2 8.6 8.5 8.0 7.5 7.9 9.1 1(.0

EVPENDrTUA 1977 1978 1979 1980 1981 1982 1983 1984 1985 1986

Total and Net Lendin P.3 9.4 9.9 12.0 12.0 12.7 12.2 12.4 11.8 11.6

rrent Expenditures 6.3 7.4 7.5 8.3 8.5 8.9 8.8 9.7 8.8 8.9
Wages and Selariss 1.6 1.8 1.9 1.8 1.9 2.0 2.2 2.2 2.0 2.0
Goods and Services 0.4 0.7 0.6 0.6 0.6 0.5 0.5 1.0 0.9 0.9
Interest 0.5 0.4 0.5 0.5 0.7 0.8 0.8 1.0 1.0 1.1

Foreigp 0.3 0.3 0.4 0.4 0.6 0.7 0.7 0.7 0.8 0.8
aeMtic 0.1 0.1 0.1 0.2 0.1 0.1 0.1 0.2 0.3 0.2

Transfers 3.8 4.5 4.6 5.3 5.3 5.5 5.3 5.5 4.9 4.9
Public Sector 3.1 3.7 3.5 4.3 4.3 4.6 4.4 4.5 4.1 4.1

Local Govt. 1.8 2.2 2.1 2.4 2.7 3.3 3.0 3.1 3.2 3.1
Decentralized Agence 0.6 1.0 0.8 1.1 0.9 0.7 0.8 0.8 0.5 0.5
Non-Finanial Public

Enterprises 0.0 0.1 0.0 0.1 0.1 0.1 0.1 0.1 0.0 0.0
Social Security 0.7 0.5 0.7 0.7 0.7 0.5 0.5 0.5 0.5 0.5

Private Sector 0.7 0.8 1.1 1.1 1.0 1.0 0.9 1.0 0.8 0.8

Capital Expenditure 2.0 2.1 2.3 3.7 3.5 3.8 3.4 2.7 2.9 2.3
Fled Capital Formation 0.2 0.2 0.4 0.5 0.3 0.2 0.3 0.3 0.5 0.2
Capital Transfers 1.8 1.9 1.9 3.2 3.2 3.5 3.0 2.4 2.4 2.1

Public Sector 1.6 1.8 1.8 3.1 3.0 3.3 2.8 2.3 2.2 1.9
Local Govt. 0.1 0.1 0.2 0.2 0.1 0.1 0.1 0.1 0.0 0.3
Decentralized Agencies 1.5 1.5 1.0 2.2 2.3 2.5 2.0 1.5 1.3 1.2
Non-Financial Public

Enterprises 0.1 0.1 0.6 0.7 0.6 0.8 0.8 0.8 1.0 0.3
Private 0.2 0.1 0.2 0.2 0.1 0.2 0.2 0.1 0.2 0.2

Not Landing 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.1 0.4

BAtANCES 1977 1978 1979 1980 1981 1982 1983 1984 1985 1986

irrenmt Account 2.6 2.1 1.7 0.9 0.4 -0.6 -1.1 -1.7 0.4 1.3
Overall Account 0.5 0.0 -0.7 -2.8 -3.1 -4.4 -4.5 -4.4 -2.6 -1.4

,}/ Paet of import dutasg by EC0PE0L.
Transfers frm FVC and EWO0UM.

Source: Mission etisutes.
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4.09 Thus, up until 1984, there was a pronounced decline in public savings:
public sector savings of 6% on average during 1975-79, plunged to 2.0% of GDP in
1980-83. At the same time as the public sector's current expenditure rose, the
Government's revenue effort lagged as collections fell countercyclically in
response to the downturn ir. external sector performance, particularly coffee. The
historical record, since 1970, is unambiguous about the contribution of investment
to the public sector deficit: public investment has in general been growing
faster than GDP since 1960, with a particularly pronounced jump in the 1980s to an
average level of 8.5% relative to the 3.5% share of the early 1960s.

4.10 The major entities responsible for the overall deficit are the CA and
the Non-Financial Public Enterprise sectors (NFPE) (Table IV.4 and Appendix Table
4.2). The sources of the CA deficit lie both in the current account as well as in
increasing capital expenditures. Total CA revenues have not had any significant
long-term trends; they started to decline in the early 1980s due largely to the
cyclical dwindling of revenues from international trade taxes (coffee and other
import taxes), and to the additional effects of Government exemptions and notas.
The tightening of import barriers also generated a fall in these taxes. The
currency revaluation of the early 1980s had a similar contractionary impact, which
was finally reversed by the devaluation of 1985-86. An increase in Value Added
Tax (VAT) and the reform in income tax collections, as well as an 8% import
surcharge also contributed to the increase in revenue which took place in 1985-86.

4.11 On the expenditure side, the largest impact on the CA deficit has been
due to transfers, including revenue sharing with municipal and local governments
in the case of current transfers, and to decentralized agencies in the case of
capital transfers. This is part of the Government's thrust towards decentraliza-
tion and the provision of basic goods and services in previously neglected
regions. In 1986 however, capital transfers to non-financial public enterprises
were significantly curtailed. Other CA current expenditures are also rising
faster than inflation, although more slowly than revenues. The prospect is for
continued expansion of transfers, particularly in the context of Law 12/1986 which
is gradually raising the share of VAT transferred to Municipalities from 30% in
1985 to 50% in 1992. Moreover, if a number of functions are not concomittantly
transferred to the municipalities, the impact on consolidated government expendi-
tures could be even larger than currently envisaged. In the longer term, the
burden of interest payments on debt could also cause fiscal difficulties, parti-
cularly in view of the country's increasing need for foreign savings in the medium
term.

4.12 In the case of national NFPEs (as exemplified by the 10 major entities),
there was a substantial worseniag of the aggregate overall deficit (excluding
transfers) during 1977-83, the deficit rising from -0.9% of GDP in 1977 to -3.2%
of GDP in 1983. This rise in the deficit was largely due to the steady rise in
fixed capital formation which went from only 1.3% of GDP in 1977 to 3.4% in 1983.
The major portion of the increased NFPE investment took place in the relatively
capital-intensive energy sector. This sector accounted for over 40% of the public
investment budget in 1985 (Table IV.5). Despite the tightening of the investment
program proposed for 1986-87, the financial requirements of the power sector alone
will continue to be sizeable during 1987-90, involving external borrowing of
US$1.6 billion.

4.13 The above analysis suggests that there is need for further action to
increase the level of savings both in the CA and the rest of the public sector,
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Table IV.5 COLOMBIA, PUBLIC SECTOR INVESTMENT BY SECTOR
---------------------------------------------------------------

MILLIONS PESOS 1980 1981 1982 1983 1984 1985 1986
------------------------------------------------ _.-----------------__--------__----------

PRODUCTIVE SECTOR 2,559 3,822 19,586 8,878 14,631 21,107 58,055
Agriculture 1,518 2,066 1,722 2,828 3,777 4,525 7,647
Mining 1,041 1,756 17,864 6,050 10,854 16,582 50,408

PHYSICAL INFRASTRUCTURE 16,135 20,633 33,052 57,368 85,147 109,167 131,851
Power 8,855 10,942 19,291 33,115 48,389 66,935 82,968
Transportation 5,410 7,372 11,400 18,199 26,674 31,401 34,106
Communications 1,870 2,319 2,361 6,054 10,084 10,831 14,777

SOCIAL INFRASTRUCTURE 3,916 4,767 9,347 9,313 9,921 23,458 18,033
Water 2,406 3,060 3,302 5,510 5,230 7,720 11,014
Education 1,292 1,387 5,345 2,799 3,854 14,809 5,819
Health 218 320 700 1,004 837 929 1,200

UNALLOCATED OTHER 7,004 8,104 14,466 24,917 34,554 37,554 35,853

TOTAL 29,614 37,326 76,451 100,476 144,253 191,286 243,792

------------------------------------------------------------- __--------------__---------

SHARE OF TOTAL 1980 1981 1982 1983 1984 1985 1986

PRODUCTIVE SECTOR 8.6 10.2 25.6 8.8 10.1 11.0 23.8
Agriculture 5.1 5.5 2.3 2.8 2.6 2.4 3.1
Mining 3.5 4.7 23.4 6.0 7.5 8.7 20.7

PHYSICAL INFRASTRUCTURE 54.5 55.3 43.2 57.1 59.0 57.1 54.1
Power 29.9 29.3 25.2 33.0 33.5 35.0 34.0
Transportation 18.3 19.8 14.9 18.1 18.5 16.4 14.0
Communications 6.3 6.2 3.1 6.0 7.0 5.7 6.1

SOCIAL INFRASTRUCTURE 13.2 12.8 12.2 9.3 6.9 12.3 7.4
Water 8.1 8.2 4.3 5.5 3.6 4.0 4.5
Education 4.4 3.7 7.0 2.8 2.7 7.7 2.4
Health 0.7 0.9 0.9 1.0 0.6 0.5 0.5

UNALLOCATED OTHER 23.7 21.7 18.9 24.8 24.0 19.6 14.7

TOTAL 100.0 100.0 100.0 100.0 100.0 100.0 100.0

Source: DNP.
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Table IV.6: COLOMBIA: INVESTMENT AND LONG-TERM BORROWING BY SECTOR, 1980-83

Percent Ratio of Total Long-term Ratio of Domestic Long-term
Borrowing to Fixed Investment 1/ Borrowing to Fixed Investment

Private Enterprises '2.6 10.2
Households 41.9 41.9
Public Administration 68.7 36.0
Public Enterprises 48.9 28.3

1/ Refers to gross long-term borrowing.

Source: Banco de la Republica, Cuentas Financieras;
DANE, Cuentas Nacionales.
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particularly the NFPEs, and to contain the level of the underlying CA and overall
public sector deficits through measures to curtail expenditures. The projected
decline in coffee prices during 1987, is likely to coincide with expenditure
pressures in a number of areas: increases in debt service obligations on both
domestic and external borrowings (particularly for the CA), expenditures related
to the National Rehabilitation program and security considerations, and the catch-
ing up effect of salaries in the social sectors. At the same time revenue per-
formance may not be sufficiently buoyant as a result of the recent tax reform
package. Pressure on the overall deficit may also increase if the transfer of VAT
revenues from the CA to local governments is not matched by the transfer of func-
tions. On all these counts, the level of the fiscal deficit is likely to remain
an important policy consideration over the near term.

4.14 (ii) Private Sector "Crowdins Out". As mentioned above, the rise in
public investmenit may have led to private sector investments in Colombia being
"crowded out". Statistical tests are not necessarily conclusive evidence about
the role of total public sector investment, but for the period 1970-84, the
mission's analysis lends support to the hypothesis that investment by NFPEs was
indeed crowding out the private sector. Additional statistical exercises suggest
that when public investment (in excess of public saving) fiaanced by external or
domestic resources leads to a rise in the cost of finance, in the former case
through a decline in the country's creditworthiness indicators, the private
sector's access to resources declines over the long run. Thus, during 1973-78,
the share of the public sector in net domestic credit was of the order of 15%; in
contrast over the period 1982-84, there was a sharp increase in access: to 25% of
net domestic credits. In the sphere of foreign borrowing, the share of the public
sector jumped to 70% of total long-term debt outstanding during 1981-84. The
resulting squeeze on private sector access to long-term foreign funds may have
been responsible for its pronounced switch to reliance on short-term resources.
The public sector administration was able to finance 69% of its fixed capital
formation through long-term borrowings during 1980-83 while NFPEs covered 49%; in
contrast, the private sector's access to long-,.erm funds was of the order of 42%
for households (largely home mortgages), and only 23% for private enterprises.
The picture is even more telling in the case of access to domestic long-term
borrowing: the ratio to investment was 36% for public administration, 28% for
NFPEs, and only 10% for private enterprises (Table IV.6). Since 1985, however,
the public sector has taken positive steps to ameliorate private sector external
debt problems, particularly those related to the devaluatioa of the exchange rate,
and thereby to improve private access to external resources.

4.15 (iii) Flexibility of Budget Management. The major components of the
budget which impart an element of inflexibility to the management of the budget
are transfers to departments and municipalities, earmarking of revenues, and
revenue sharing arrangements. The funding sources of these arrangements have in
certain cases little to do with the uses to which they are actually put: their
inherent rigidities show up in the worst light at times of crises when expendi-
tures cannot be reoriented or restricted to priority uses by virtue of beiag
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locked into predetermined uses. Neither do these arrangements encourage
mobilization efforts by the beneficiary entities themselves.1/ The rationale
underlying these arrangements, however, is quite compelling; they evolved in
response to the linflexibilities, complexities and the sheer non-transparency of
the budget process itself; for recipient entities, the earmarking, revenue sharing
and transfer arrangements have turned out to be critical for ensuring a fairly
well-determined steady flow of resources on the basis of which expenditures could
be planned. Any reforms therefore which seek to phase down the extent of
earmarking and revenue-sharing or to delink transfers from their revenue sources
must inevitably proceed hand-in-hand with a reform of the budget process. The
reform embodied in Law 55 and the tax reform of 1986 have taken significant steps
in this direction.

4.16 An additional element of inflexibility in the short-run is likely to be
the share of the energy sector in the investment and foreign borrowing programs of
the public sector (Table IV.5). Investment decisions taken in the past, i.e.,
during the 1979-82 period are likely to have long-term implications for the
composition of investment expenditures as well into the 1990s. The shift in
public investments to high capital-iite..ity sectors may have exacerbated
unemployment and caused a cut-back in social expenditures in the recent past.
Consequently, there are pressures for a "catching up" effect in the social
sectors. This may lessen the room for maneuver in the short-run and in the face
of unexpected shocks.

4.17 From a macroeconomic perspective this pattern of public sector expansion
contributed to some of the problems of external and internal balance outlined in
Chapter 1. The increase in public expenditu-es and the recourse to foreign
borrowing fueled the rise in the price of non-tradeables relative to tradeables,
thus reinforcing the appreciation of the real exchange rate which began with the
coffee boom. The monetization of the public sector deficit may have given rise to
a different kind of imbalance: increasing public sector access to foreign and
domestic credit may have constrained private sector access to resources, through
increases in the cost of credit; moreover, the losses in competitiveness and
reserve outflows which accompanied inflation, may also have encouraged a long-term
decline in private sector investments, by generating private expectations of
devaluation and higher real interest rates. These tendencies may have been
reinforced, as Chapter II points out, by the use of stop-go trade policies to
smoothen out aggregate demand in the context of coffee booms, rather than as an
instrument for the long-term promotion of tradeable activities, exports, and more
generally, of investments in response to Colombia's evolving comparative
advantage. Ihese developments are reflected in the behavior of the private sector
balance.

D. The Private Sector Resource Balance

4.18 During the 1970s, the private sector's role changed from that of a net
user of resources to that of a supplier of resources to the economy. In the early
1970s the private sector absorbed, in net terms, resources amounting to about 0.8%
of GDP; since the mid-1970s, it has released net resources averaging 2.2% of GDP

1/ A striking example is teacher salaries: while hiring is done by local
governments, payment is the responsibility of the CA. Recently, Law 12/1986
has included some modest incentives to resource maobilization by
municipalities.



Table IV.7 COLCOMBIA: FINANCIAL OPERATIONS AND FLOW OF FUNDS BY SECTOR, 1980-83

(% of GDP)

Total
Public Pubilc Public Private Private Financial External

Administration Enterprtses Sector Enterprises Family Sector Institutions Sector

Means of Payment 0.56 0.10 0.66 0.79 1.04 1.83 -1.77 -0.72
Savings Instruments 0.06 0.05 0.11 0.93 2.80 3.73 -4.21 0.37
Bonds -0.33 0.04 -0.29 0.12 -0.04 0.08 -0.44 0.65
Stocks 0.25 -0.18 0.07 -0.2" -0.13 -0.37 0.05 0.25
Other Capital 0.69 -0.10 0.59 -2.00 1.21 -0.79 -0.49 0.69
Short-Term Loans -0.43 -0.38 -0.81 -3.03 0.03 -3.00 2.59 1.22

External -0.04 0.10 0.06 -0.20 0.00 -0.20 -1.07 1.21
Domestic -0.39 -0.48 -0.87 -2.83 0.03 -2.80 3.66 0.01

Long-Term Loans -1.44 -1.88 -3.32 -0.75 -1.33 -2.08 2.58 2,82
External -1.26 -0.83 -2.09 -0.57 0.00 -0.57 -0.17 2.83
Domestic -0.18 -1.05 -1.23 -0.18 -1.33 -1.51 2.75 -0.01

Commercial Credits -0.53 -0.10 -0.63 0.55 -1.12 -0.57 1.00 0.20
Other -0.28 -0.03 -0.31 -0.43 1.20 0.77 -0.54 0.08

Total Financial Operations -1.45 -2.48 -3.93 -4.06 3.66 -0.40 -1.23 5.56

Residual For Flow of Funds I/ -0._ -0.20 -0.36 0.53 -0.44 0.09 0.18 -0.09
Resource Balance After Transfers -1.61 -2,68 -4.29 -3.53 3.22 -0.31 -1.05 -5.65
Capital Transfers 1.86 0.31 2.17 0.10 -0.14 -0.04 -2.12 0.01
Adjustment for Factor Income 2/ -1.71 -1.71
Resource Balance -3.47 -2.99 -6.46 -1,92 3.36 1.44 1.07 -3.95
Savings 0.69 1.40 2.09 3.83 8.42 12.25 1.78 16.12
Investment 3/ 4.16 4.39 8.55 5.75 5.06 10.81 0.71 20.07

Memo: + Indicates net asset accumulation, - Indicates net liability.

1/ Due to the difference between accrual and cash accounting.
2/ Adjustment for difference between balance of payments and national accounts methodology.
3/ Refers io total Investment.

Source: Banco de la Republica, CWentas Financleras

DANE, Cuentas Nactonales
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during 1975-79, and 2.4% during the early 1980's. As noted before, this develop-
ment has been due not so much to a decline in savings performance, but to a signi-
ficant decline in investment, particularly enterprise investment.

4.19 Private Investment. A number of factors may have been at work contrib-
uting to the decline in investment: the uncertainties generated by the sharp
relative price movements associated with relatively frequent external shocks, the
overall regulatory framework, the continuing weaknesses in Colombian long term
bond and equity markets, the overall policy environment, labor legislation, the
security situation, etc. The precise contribution of each of these factors is
difficult to quantify statistically, but qualitative analysis yields some insight.

4.20 The tax system as it evolved in the last decade may have affected
private sector propensities to investment by adversely affecting after-tax
returns to investment, or by encouraging recourse to debt financing. Primary
developments since 1974 have included increases in corporate tax rates and elimin-
ation of various exemptions in capital income, the double taxation of profits, the
interest payment exemption, the presumptive income tax based on net wealth, and
the regulations governing foreign direct investment (FDI). Constraints on private
sector foreign borrowing also induced reliance on short-term sources of finance in
the face of a paucity of long term finance, both domestic and foreign. The
resulting pressure on the cash flow of enterprises reduced internal cash genera-
tion for purposes of investmeat, increased the risks and vulnerability of produc-
tive enterprises, causing them to shy away from long-term fixed investment.
Aonetary correction for bracket limits was introduced in 1973. However, with
inflation well over 25%, real tax rates increased significantly until 1979, when
full monetary correction was finally introduced. In 1983, effective corporate
rates were lowered as were individual rates to start compensating for the accumul-
ated inflation crawl. The 1983 tax reform package also sought to correct the bias
against equity implicit in the presumptive income tax introduced in 1974: corpor-
ate debt was included in the base for calculating presumptive income; but the
correction for debt was only partial. Moreover, the implicit discrimination
against long gestating investments, resulting from their being taxable even in the
unproductive phase, continued. Reforms enacted subsequent to 1974 also sought to
provide partial relief from double taxation of profits, by granting relief
equivalent to 10-20% of dividends. However, the relief was more than offset by
higher corporate and personal tax rates introduced through successive tax reforms,
and by the inflation crawl effect on bracket limits. Double taxation has been
partially responsible for high debt-equity ratios and for encouraging the concen-
tration of business. In 1983, a partial attempt was made to eliminate the double
taxation of dividends for corporations.

4.21 While these changes in the tax regime were clearly in the right direc-
tion, biases against equity finance remained. The bias towards debt financing can
be illustrated thirough the flow of funds for 1980-83 which shows that the share of
the private enterprise resource gap financed by net credit was 93% during the
period (Table IV.7). Short-term funds financed 75% of the resource gap, and long-
term funds, 18%. External creditors turned out to be the primary sources of long-
term finance; but their contribution to overall investment during 1980-83 was
small, slightly short of 10%. Thus, the resulting increase in risk and the nega-
tive effect on cash flows served to discourage long-term fixed investment activi-
ties. The removal of these biases was one of the primary objectives of the tax
reform proposals recently passed by Congress, which together with the macro-
economic program currently in place, go a long way towards improving the environ-
ment for private investment.
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4.22 Recent changes in regulations governing FDI also represent an improved
atmosphere for private investment, reversing the restrictiveness of the 1970s. A
restrictive tove began in 1967-70, with the exclusion of foreign investors from
"key" sectors. Under Decree 1900/1973, every foreign enterprise established after
January 1, 1974 was to be transformed into a "mixed enterprise" within 15 years.
Profit remittances by "foreign enterprises" (i.e., more than 49% foreign) were
limited to 20% on capital per year. Law 55/1975 went a *itep further, prohibiting
new foreign investments in financial entities and obliging existing foreign enter-
prises to convert to mixed status. The effect of all these measures was a sharp
fall in FDI during the 1970s to 0.2-0.3% of GDP.

4.23 The need to revitalize FDI flows culminated in a major reform in 1983.
The profit remittance rate was increased to 20 percentage points over the existing
US prime rate in the case of priority sectors such as capital goods, leather,
plastics , food processing, chemicals and tourism; the requirement for conversion
to a "mixed enterprise" was suspended for activities whose domestic raw material
content was at least 50%, and which exported at least 25% of production. In 1986,
the government proposed further liberalization in both the financial and manufac-
turing sectors. These changes in the FDI regulations, together with the new
emerging opportunities in the mining sector, helped to foster a resurgence in the
1980s. FDI net inflows averaged US$380 million per annum equivalent to about 1.0%
of GDP during 1981-1984 and US$700 million during 1985-86 primarily due to invest-
ments in mining and petroleum. While FDI flows to these natural resource based
sectors is likely to decline and level off, overall FDI inflows are expected to
average almost US$400 million over the rest of the decade.

4.24 Private Savings. Private savings behavior does not display any clear
long-run trend but is subject to cyclical variations. The behavior of total
private savings is dominated by household savings behavior. Two aspects of house-
hold savings behavior during 1970-85 stand out. First, there was a noticeable
upward shift from 1972, following the introduction of two new savings instruaents
bearing positive real interest rates, the "UPAC" indexed deposits and certificates
of deposit (C[Ts), which suggests that financial reforms could well influence
savings behavior. Second, private household savings were observed to be sensitive
to cyclical variations in the economy, especially coffee-induced variations.

4.25 The behavior of private household consumption in Colombia appears to
validate the permanent income hypothesis of consumption: statistical analysis
suggests that household consumption is closely tied to the "permanent" component
of household disposable income. The propensity to consume out of cyclical income
variations is relatively lower. This implies that the household savings rate has
large cyclical variations, rising during expansions and falling during
recessions. The coffee cycle is undoubtedly the most important source of cyclical
variations in economic activity in Colombia. Because the transitory nature of
coffee booms, such as that of 1977-80, is well recognized, household consumption
falls relatively during coffee booms. This tends to facilitate the macro manage-
ment of these booms. In the context of the recent 1985-86 coffee boom, the
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Government has sought to reinforce the usual "coffee savings" effect of house-
holds, through the mandatory scheme of forced savings which forms part of the
Acuerdo Cafetero. However, it is both premature and difficult to determine
whether the mandatory purchase of coffee bonds (TAC bonds) by coffee producers
actually induced a rise in the private savings rate, particularly in view of the
associated tax on bond yields. The producers allegedly sold the bonds immediately
at a discount in the secondary market. The issuance of the bonds would therefore
have caused a portfolio shift rather than a change in savings rates.

4.26 The imperatives of sustainable growth over the medium term imply that
the required spurt in investment activity must be generated largely by the private
sector. The sheer constraints on administrative capacity in the public sector
will imply that the "lumpy" investments currently being brought to completion in
the power, electricity, and transport sectors cannot be replaced by the requisite
number of smaller investment projects in the social sectors. Thus as the public
sector phases down2/ over the remainder of the decade, the task of putting in
place the right expectational environment for the private sector to save and
invest will grow in importance. Nevertheless, over the medium term there is
likely to be a shortfall in overall domestic savings relative to the economy's
total investment needs. This will require supplementary foreign borrowing. Given
the current recalcitrance of the international credit markets in lending to the
private sectors in developing countries, the Colombian public sector3/ may have
to assume a new role as the primary mobilizer of external resources, and to
arrange for their intermediation to the private sector. In the sphere of domestic
resource mobilization and allocation, the authorities will need to use and
coordinate fiscal and financial reforms to assure the private sector that it will
not be crowded out of credit markets, that the environment will continue to be
beneficial for investments in fixed assets, and that improvements in financial
sector efficiency will increase private sector access to long-term financial
resources.

E. The Financial Sector

4.27 Financial Deepening. The efficacy of policies designed to promote
savings and investment activities is critically determined by the efficiency of
financial sector intermediation. Financial deepening in Colombia, has been size-
able since the 1970s. The ratio to GDP of total financial assets [including
demand deposits (DD)] rose from 19% in 1970 to 35% by end-1985 (Table IV.8). But
the Colombian record is still low compared to the ratios attained by Greece,
Korea, Malaysia, Portugal and Spain as of mid-1985: approximately 81%, 47%, 108%,
80% and 84% respectively. Moreover, almost all of the progress was due to the
expansion of the UPAC system and of CDTs. The share of UPAC-denominatad savings
rose from 3% of GDP in 1975 to about 9% in 1985, and that of CDTs grew from 1% of

2/ Phasing down is not expected during 1987 in either public investment or the
deficit, because of delays during 1986 in certain categories of public
investments, and the disappearance of the coffee boom, respectively.

3/ As in Korea, the Philippines and Malaysia.
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Table IV.8 COLOMBIA: MAIN FINANCIAL ASSETS BY SOURCE, 1970-1986
(Year-end figures; % of GDP)

1970 1975 1979 1980 1985 1986

Commercial Banks 13.0 14.2 13.5 15.8 17.4 18.1
Demand Deposits 10.4 9.8 8.5 8.7 7e8 7.9
CDTs - 1.3 1.1 3.4 6.1 6.3
Savings Deposits 2.6 3.0 3.9 3.7 3.5 3.9

Development Banks (CFs) 0.6 0.5 1.4 1.7 1.7 1.6
CDTs - 0.1 1.1 1.2 1.4 1.4

CAVIs
Total - 3.4 5.0 5.5 9.0 9.3
UPAC Savings Deposits and CDTs - 3.4 4.6 5.3 8.9 9.2
Other - 0.0 0.4 0.2 0.1 0.1

Other Financial Intermediaries
Goverament, Public Sector
Agencies and Central Bank 5.3 3.7 5.3 5.9 6.9 7.3

Total Financial Assets 18.9 21.8 24.8 28.7 35.0 36.3

Source: Banco de la Republica.
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GDP to 6% during the same period (Table IV.8). The increase in the share of CDTs
in the 1980s may have been due to the deregulation of its interest rate in
mid-1980.

4.28 An important feature of the Colombian financial system, reflected in the
very wide dispersion of prevailing interest rates, has been its highly segmented
nature. This in turn has been a reflection largely of controls, and particularly
of the system of directed credit allocations. The rationale for this was largely
based on a premise of market failure; however, taxing the more efficient sectors,
able to pay the highest interest rates, in order to subsidize the least efficient
has potentially negative welfare implications.

4.29 Another feature of the financial system has been its heavy emphasis on
the short-term end of the market. More than 90% of the funds mobilized by the
various financial intermediaries are either DDs or CDTs with maturities of less
than 90 days. While this is undoubtedly a reflection of savers' preferences, it
also raises questions about Larket distortions. The predominance of short-term
liabilities has naturally affected asset composition: 50% of the outstanding loan
portfolio of the combined financial intermediaries was short-term. Only the
savings and loan corporations (CAVIs) and the Banco Central Hipotecario (BCH) have
been granting long-term mortgages through massive term transformation, and the
assumption of substantial liquidity risks. Credit for enterprise investment has
been provided mainly by the Banco de la Republica (BR) through the various
Development Funds. In turn, the BR funds have been obtaining resources from the
system's reserve requirements, forced investments and external credit. The role
of the securities markets has also been insignificant: stock transactions repre-
sented only 0.9% of total 1985 transactions in the Bogota Stock Exchange, relative
to 50% in 1960. Further, there is almost no private placement of medium-term
bonds.

4.30 Structural Weaknesses. Analysis of the financial sector up until 1985,
suggests that insufficiency of capital, high spreads and intermediation costs,
disincentives to equity capital as an alternative to debt, and inadequate super-
vision have been the main structural problems impairing the system's performance.
Certain elements of the policy environment have delayed structural improvements:
domestic credit creation policiez which exacerbated inflation, high reserve
requirements, forced investments and £:cqttent policy changes regarding the level
and structure of nominal interest rates. More recently, the solvency and liquid-
ity problems experienced by many financial institutions have aggravated the struc-
tural weaknesses of the system.

4.31 Thase features can be briefly reviewed as follows:

(i) Inadeauate Capital Dase. As of June 1985, more than 50% of the private com-
mercial banks, 70% of the CFs, and one third of the financial companies (CFCs)
held capital and legal reserves below the minimum capital requirements for new
entrants laid down by the Superintendency of Banks (SB).

(ii) digh Operating Costs. The Colombian banking sector's ratio of operating
costs to total costs, 6%, is far in excess of the range which characterizes banks
in countrie4 at a similar stage of development: 3-5%. High operating costs are
associated with inflation which causes the market to concentrate on short-term
operations, and to overinvest in real assets. Labor legislation and disincentives
to technical innovation, have also restricted commercial bank ability to restruc-
ture costs. Limited exposure to competition from foreign banks and the protection
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granted to the national communications enterprise, i.e., TELECOM, are also
responsible for the lag in technological practices. While all these factors have
contributed, high operating costs must ultimately be attributed to inadequate
management in a number of major banks.

(iii) Imperfect Competition. Ownership concentration and restrictions on foreign
banks are indicative of imperfect competition in Colombian banking. As of 1982,
the five largest groups controlled almost 50% of the combined capital of private
commercial banks, CFs, CAVIs and CFCs; further about 50% of the combined capital
of financial institutions was controlled by financial intermediaries themselves.
A major inducement to concentration is access to preferential credit. Moreover,
attempts to bypass regulations relating to forced investments and portfolio limits
on loans to "owners" led to the growth of offshore banking subsidiaries in Panama
and New York. The subsequent problems with unregistered non-guaranteed external
debt involving these offshore banks which surfaced in the early 1980s, and impeded
the 1984-85 negotiations for the US$1 billion jumbo loan till the issues outstand-
ing with external bank creditors were resolved by the Government, have inevitably
generated an understandably cautious attitude to the loosening up of banking
restrictions.

(iv) The Supervisory Framework. Up until the 1982 crisis, the SB's focus was on
supervising formal compliance with norms and regulations, rather than on the
quality of management, potential risks or the disclosure of relevant information.
Given this focus, the large number of institutions under its surveillance, the
lack of an adequate budget, staff and technical expertise, there was a growing
mismatch between the capacity of the SB, and the supervisory needs of a growing,
increasingly complex financial sector. Since the crisis, significant efforts have
been made to Ftrengthen the SB's powers. The SB is also undergoing a major
reorganization to enlarge and upgrade staff.

4.32 The Policy Environment. A number of financial and macroeconomic
policies may have been responsible for the structural deficiencies of the finan-
cial sector. The uncertainties introduced by inflation resulting in part from
public sector recourse to domestic credit creation, and the impact of devaluation
on expectations regarding interest rates, have probably discouraged private
savings and investments, particularly long-term fixed investments. High reserve
requirements (R&) and forced investments (FI), stem from the Government's need to
capture a larger share of the inflationary tax, and to allocate resources in favor
of priority sectors, at preferential rates. The magnitude of this inflationary
tax and the subsidies associated with preferential credits, have been estimated
currently at about 2.5% of GDP. The costs associated with these policies are
increased interest costs to non-priority sectors, lowered returns to financial
asset holders, slow development of equity and long-term credit markets, the forma-
tion of economic groups, partially immobile and illiquid financial sector port-
folios and inflexibilities in credit allocation which prove particularly onerous
at times of financial crisis and economic restructuring.

4.33 Solvency and Liquidity Problems. By mid-1985 it became evident that the
financial sector was under severe stress. It showed up as a dramatic increase in
bad loans (non-performing portfolio plus past due loans), risk portfolio provi-
sions, and a marked decline in operational and total profits. The sharp deterio-
ration in the system's profitability and solvency which had been exacerbated by
inadequate bank management, was precipitated in 1984-85 by the decisive action of
the SB to force the various intermediaries to clean up their books. This led to
the nationalization of several intermediaries, among them the Banco de Colombia,
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the largest commercial bank in the country. The authorities took action on three
fronts:

(i) The President was authorized to nationalize banks facing severe solvency and
liquidity problems. A Financial Institution Guarantee Fund (FIGF) was also
created to restore saver's confidence, to help distressed financial institutions
through transitory capitalization, portfolio purchase and repurchase agreements,
management support, etc.

(ii) In 1984, the authorities set up a highly subsidized rediscount facility for
financing the purchase of equity and quasi-equity (convertible subordinated bonds)
issued by banks, CFs and CFCs. The successful cases coincided with those of
institutions that were not facing solvency or liquidity problems; i.e., the
current stockholders got an almost free ride. What posed some doubts about the
effectiveness of the authorities' strategy was its heavy reliance on the institu-
tions' capacity to convince savers to invest in stocks or convertible subordinated
bonds, in circumstances in which many of these institutions were running net
operational losses.

(iii) The authorities also assisted the recapitalization of non-financial firms,
as well as the restructuring of their debts with financial intermediaries.

4.34 The Securities Market. As in many other Latin American countries, the
Colombian securities markets are extremely thin; transactions in stocks are
negligible, the medium and long term bond markets are shallow with. more than 90%
of total transactions in 1985 comprising bonds of the Banco de la Republica and
papers of public sector entities. Institutional investors (both investment funds
and pension funds) are not a major presence. There is also a lack of institutions
capable of underwriting securities in terms of providing both guaranWors and
marketing sources: as a result companies in Colombia have traditionally distri-
buted their securities directly without benefit of an underwriter. Similarly,
there is no institution that exercises the market-making function of providing
liquidity to the secondary market. The principal regulatory authority, the
Comision Nacional de Valores (CNV), which has undertaken many innovations is also
hampered by some structural deficiencies. Created as an agency linked to the
Ministry of Development rather than the Ministry of Finance, it runs the risk of
being isolated from the policy making processes affecting the financial sector.
Moreover, the overlapping jurisdictions of the CNV, the SB and of the Superintend-
ency of Companies implies that the responsibility for disciplinary action is not
clearly demaccated. The multiple approval process also increases the transaction
costs of public offerings, thus exacerbating the bias favoring debt in preference
to equity.

4.35 A number of factors have dampened the role of the stock exchange and
generally favored transactions in debt instruments, relative to equity. These
include inter alia, the tax system, policies of forced investment, pension
policies relating to employee funds, inadequate protection of minority share-
holders rights, insufficient disclosure standards. Hlowever, the recent financial
sector crisis has alerted authorities to the need for promoting equity markets.
The framework already exists: the three stock exchanges in Bogota, Medellin and
Cali, are well organized and have made great progress in recent years, both in
informarion preparation and dissemination and in taking disciplinary action. it.e
Government is providing strong support to institutional investors through the
reform of the l4utual Funds Law and the provision of incentives for directing new
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funds of companies and employees into corporate shares and debt securities. More-
over, the CNV has matured satisfactorily into a competent regulatory and promo-
tional authority.

F. Recent Policy Action

4.36 While the initiation of the economic program in 1984-85 introduced a
generally positive outlook in the area of resource mobilization, the Bank's
analysis identified a number of areas for future policy action: the management of
the public budget, the overall incentive framework affecting private investment
decisions, and regulations affecting financial resource allocation and the
efficiency of financial intermediation. Significant progress has been registered
in recent months in all of these areas.

4.37 A number of initiatives have been taken to increase the flexibility of
public sector budgeting. The first step was taken through Law 55 of 1985, which
permits the reallocation of earmarked resources within the same sector. The
amount which can be reallocated is to increase from 10% initially to 30% by 1989.
The next step will clearly involve possibilities for intersectoral reallocations.
The Comision del Gasto Publico has recommended the dismantling of earmarked taxes,
but this would have to be gradual to avoid major disruptions. An encouraging move
in this area is the reduction in the share of earmarked import surcharges directed
to Caja Agraria and the Instituto de Fomento Industrial. Similarly, the rigid
system of revenue sharing could be reformed pari passu with institutional improve-
ments. The measures already taken under Law 12/1986 to give incentives to local
government recipients to mobilize local resources could be further deepened.
4oreover, the conditionality implicit in Law 12/1986 of a parallel transfer of
functions and expenditures to keep pace with additional revenue transfers must be
carefully enforced to avoid worsening structural fiscal deficits. Transfer
mechanisms within the decentralized sector would also need to be strengthened
further to avoid excessive concentration of surpluses within particular enter-
prises, and to encourage resource flows to priority uses. The tax reform of 1986
took some first steps in this direction by requiring public enterprises to pay
import duties and by strengthening the income tax regime for some major public
enterprises.

4.38 Institutional weaknesses relating to public expenditure planning,
budgeting and execution are additional factors constraining the flexibility of
public budget management. The Government has already taken steps to improve the
cohesiveness of the planning exercises undertaken by the Planning Department
(DNP), the Ministry of Finance and the Banco de la Republica for the programming
of public sector investments and foreign borrowing, and more recently for
medium-term planning. The Government has also proposed a constitutional amendment
to remove the legal constraints on the budgetary process, and enhance the
efficiency of processes for budgeting and execution of expenditures. Other
measures may be expected to result from the work of the Public Expenditure
Commission. Additional action at the administrative level might further the move
towards program budgeting, the closer integration of current and capital budgeting
and the adoption of true control functions in place of the legalistic controls
exercised by the Controlaria General. These actions and the adoption of the
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indicative medium-term framework for public sector programming and budgeting is
likely to help define the appropriate expectational framework for the private
sector.

4.39 The environment for private savings and investment activities is likely
to be significantly improved as a consequence of the adoption of a comprehensive
tax bill in December 1986. Tax rates were greatly reduced, the maximum personal
tax rates (30%) being equal to the business tax rate, while the differential tax
treatment between corporate and unincorporated enterprises was removed. The
personal income tax is now inflation neutral. Capital gains are to receive the
same treatment as income. The tax reform also sought to correct the major distor-
tions favoring debt as opposed to equity finance. The double taxation of
dividends was almost eliminated. The provision allowing for the deductibility of
the inflationary component of interest payments will be phased out, the same com-
ponent of interest income will be exempted as before. Though the tax base was
widened to include public enterprises and other institutions, the income tax
reform is projected to reduce tax collections during 1987. However, the tax
amnesty which was simultaneously approved, has been generating higher revenues
than initially envisaged.

4.40 The Government has also moved to encourage FDI in industry, particularly
for technological and export development. Colombia was one of the signatories of
the May 1987 protocol modifying the Cartagena Agreement of the Andean Pact. As a
consequence several aspects of Decision 24 have been eliminated and/decisions on
these matters decentralized to member countries. The most important of these
concern the period of conversion of FDI to majority local ownership (from the
present 15-20 years to 30-37 years), which is now applicable only to firms seeking
expanded market shares; restrictions on the reinvestment of profits, and profit
remittances, patents and licensing contracts; sectoral restrictions; and programs
for industrial integration (as in the automobile industry). The ratification and
implementation, by the Colombian authorities, of these changes, some of which are
already in operation de facto, is expected to encourage a return of direct foreign
investment flows to the non-natural resource-based sectors.

4.41 The Government has also taken steps to enhance the financial system's
ability to mobilize resources. A beginning has been made in addressing the issue
of forced investments by reducing its base and increasing yields. However, since
forced investments currently play a significant term transformation role in the
financial system, the mechanism can only be gradually phased out. Credit to
agriculture, a major beneficiary of the forced investment system continues to be
subsidized but at a declining rate: interest rates are gradually approaching
market rates, and only credit to small farmers is negative in real terms. Credit
to industry now bears interest rates above the market deposit rate while long-term
operations carry variable interest rates. Mortgage iaterest rates are positive in
real terms and increase in line with borrower income brackets. The scheme of
recapitalization of financial institutions requiring assistance has been accomr-
panied by provisions imposing increased reserve requirements against non-perform-
ing portfolios and in some cases equity contributions from current shareholders.
To increase confidence in financial assets, the disclosure requirements of
financial institutions should be made more stringent, while the Superintendencia
de Bancos should be furthei. strengthened. Finally, as a measure intended to
expose the Colombian banking sector to efficiency norms and practices in inter-
national banking, the Congress is also considering a proposal to attract foreign
investment into the banking sector. In combination, these developments are
expected to go a long way in enhancing the competitiveness of financial inter-
mediaries and the efficiency of resource allocation by the financial sector.
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SECTOR ISSUES

THE MANUFACTURING SECTOR

1. The Colombian manutacturing sector attained its peak share in GDP
(24.2%) in 1976.11/ The share fell almost unremittingly up until 1984, to
21%, the level registered in 1970. The sector's performance since the 1976
turning point, has exhibited the following salient features:

(1) Colombia appears to have passed through a process of
"de-industrialization" in the 1976-83 period.

(2) The Colombian process of industrialization, particularly in inter-
mediates and capital goods, started in earnest in the 1950s. How-
ever, decades of industrialization appear to have left Colombia
with a shallow production structure, with heavy concentration at
the consumer end of production. In contrast, other newly indus-
trialized countries (NICs) have derived substantial incremental
growth impetus particularly from the expansion of the chemical and
capital goods industries.

(3) The chief source of Colombia's manufacturing growth, almost 80%
over the past 20 years, has been domestic demand. In contrast, the
typical NIC derived significant advantages for growth and struc-
tural change from the international market expansion of 1974-80.
Colombia, on the other hand, lost out to competitors in export
market penetration and in the domestic market to imports. A large
contributing factor was clearly the appreciating real exchange
rate,

(4) The manufacturing sector performed poorly in employment creation.
During the 1980-83 recession, the sector actually lost about 45,000
workers or 9% of sector employment.

(5) Real wages expanded (at 5.9% p.a.) during 1975-83 (in part to com-
pensate for earlier erosion) at nearly four times the rate of
sectoral labor productivity growth (1.5% p.a.). There was also an
accompanying widening of formal end informal sector wage
differentials.

(6) Investment stagnated while capital output ratioe climbed.

(7) Falling profitability, biases in the tax system and financial
sector policies induced a rise in corporate indebtedness, mostly
short-term finance.

2. This experience appears to be at variance with sector performance
during the earlier period of strong outward oriented growth, 1967-75. The
share of the sector registered a continuous increase from 21% in 1970 to 24%

1/ These data on shares refer to current market prices and include coffee
processing.
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in 1976. There was a diversification of product structure particularly in
response to external market penetration: e.g., the appearance of books,
printing, dentures, and fashion garments. This was also the period when
export expansion was the main protagonist of growth, and the vector's con-
tribution to employment creation, particularly on account of increases in
export activity, was high. Studies suggest that per unit of manufacturing
value added, exports provided substantially higher employment than domestic
import-competing activities. The growth of real wages during the period
followed rather than overshot growth in labor productivity. At the same
time, capital output ratios fell significantly.

3. Looking back at this historical record, what lessons can be drawn
for medium-term policy formulation? Obviously, the high export growth per-
formance will be difficult to replicate given that international market con-
ditions during the 1980s are so radically different from those of the early
1970s. The lesson that does emerge relates to the possibility of regaining
lost market shares, and the need for flexibility to take advantage of
emerging opportunities in international markets. For many NICs, despite the
deceleratiou, of international demand during the latter half of the seventies,
the international market still proved to be a significantly larger source of
growth than domestic demand expansion in Colombia, growing almost twice as
fast as Colombia's market over 1964-80. As a policy tool, the level of the
real exchange rate is critical, but so is the neutrality of incentives
between exports and domestic import-competing activities. The 1967-75 period
also saw an increase in the uniformity and transparency of export incen-
tives. Other important policy lessons relate to the need for greater access
to financial markets, domestic and foreign, for investment financing, to
direct foreign investments for purposes of acquisition of technology and
finance, and to the rationalizationi of tax policy to improve incentives for
investment. Some of these issues are spelt out in Chapters II and IV.

4. Other policy options relate to the need for industrial restruc-
turing in line with a clearly formulated strategy of a gradual phasing down
of import licensing and a switch to greater reliance on a more uniform system
of tariffs. The Colombian production structure has reaped growth advantages
from its front line of large manufacturing houses. However, given recent
financial sector problems which are due largely to cross-investments between
large manufacturing concerns and financial intermediaries, and the relative
stagnation of large enterprise growth, it may be opportune to foster the
growth of small-scale entrepreneurs to serve as the well-spring for the large
enterprises of the future. The growth of an efficient small-scale sector
would also help to close the gaps between formal and informal sector wages
and thus serve as a fillip to employment growth in both parts of the manufac-
turing sector.

THE AGRICULTURE SECTOR

5. Despite the gradual decline in its share of GDP to about 18% in
1984, agriculture continues to play a substantial role in the economy. The
sector currently accounts for about 25% of total employment; in 1983, it con-
tributed over 67% of total export revenues. Coffee continues to be the
predominant crop, accounting for around 73% of agricultural exports and
nearly 50% of all exports.
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6. The pattern of sectoral performance has been determined by macro-
economic policies, external factors as well as sectoral policies. During the
first half of the 1970s, non-coffee agriculture responded with considerable
dynamism to prevailing export promotion policies. In the second half of the
seventies, the coffee boom became the driving force, while non-coffee exports
decreased their growth to less than 7% p.a. During 1981-84, adverse inter-
national coffee market developments and the appreciated real exchange rate
depressed the growth rate of non-coffee exports. The evidence suggests that
the behavior of rural employment responds to export growth: during 1973-79,
the growth of coffee and other agricultural exports (and the consequent
increase in plantings of new coffee varieties) was associated with an expan-
sion of 60,000 jobs; in contrast, during 1979-84, there was a loss of almost
200,000 jobs in agriculture. The decline of coffee and non-coffee exports
also explains almost 80% of the fall of the agricultural GDP growth that took
place during 1981-84. Nevertheless, the export-oriented segment within non-
coffee agriculture (bananas, flowers, sugar, tobacco, rice, cotton) still
accoun.ts for about 20% of agricultural GDP and covers 19% of the area under
cultivation, whereas the import substitution part (mostly cereals) con-
tributes approximately 18% to agricultural GDP and covers more than 25% of
cultivated area.2/

7. A number of domestic policy factors, which have constrained overall
agricultural performance in the past, provide pointers for medium-term
adjustments. (a) Trade Policies: Export and import restrictions (on inputs
and final products) and past exchange rate management have tendad to distort
incentives and hurt the sector's export potential. (b) Agricultural
Policies. Coffee policy and incentives have adversely affected the relative
profitability of other products. Till recently, Government's marketing
agency, IDEMA, enjoyed a complete monopoly in the import of certain import-
substitution products (cereals, dry legumes, oil seeds). It also operates a
price support policy guaranteeing minimum prices for several import crops.
The resulting divergence between domestic producer and international prices
(widened further by high port and shipping charges of the Colombian merchant
fleet) imposed disincentives on the agricultural export sector; the policy
also imposed large financial, costs on the Central Government. (c) Credit
Policies. The interest rMte subsidies and directed credit allocations of the
Agricultural Financial Fund (FFAP) may have created distortions in resource
allocation between agriculture and other sectors, and within agriculture.
Evidence from the 1970-84 period also suggests that the storage credit sub-
sidy, originally intended to induce greater price stability might have
exacerbated commodity price fluctuations. (f) The notable reductions of
Government investments in agriculture since the mid-1970s and the inadequate
institutional capacity of the Ministry of Agriculture to direct those invest-
ments, have had a detrimental effect on production conditions.

8. Recent policy reforms. The program of coffee diversification, the
liberalization of export and import restrictions, tariff reductions, the
removal of IDEMA's complete monopoly on imports, recent resort to the bolsa
for IDEMA wheat import sales, the deceleration of support price increases,

2/ The remainder constitutes the domestic sector producing mostly home
consumption.



- 80 -

ANNEX 1
Page 4 of 7

and the strengthening of the agricultural public investment program have con-
tributed to a reduction in certain distortions. Further progress in these
directions over the medium-term is being sought.

THE ENERGY SECTOR

9. The significant role that the energy sector plays in the overall
economy implies that sector policy issues are also macroeconomic issues. The
sector must be seen in the context of the constraints of fiscal management,
efficient utilization of scarce savings in the economy, employment creation
and balance of payments equilibrium. In what follows, these themes are
addressed in the context of recent energy sector developments in Colombia.

10. While the energy sector in 1984 contributed only 5.5% of GDP and
3.5% of the wage bill of the economy, the impact of the energy sector on the
fiscal position of the public sector is far reaching. In the period 1979-85,
the energy sector absorbed half of all public investment resources. The
large increase that took place in public investment during that period was
largely due to the energy sector, within which the power subsector accounted
for about two-thirds of investment outlays with the petroleum and coal sub-
sectors absorbing, roughly equally, the remaining investment resources.
Since the shift in total investment from the private to the public sector may
have been associated with the "crowding out" phenomenon, the energy sector
could be one of the protagonists in the relative decline of private invest-
ment. Similarly, the energy sector was one of the main contributors to the
rise in the public sector deficit during 1979-84, while its continuing high
deficits complicated the adjustment efforts that began during 1984 and con-
tinue to the present. In light of this record, it is clear that it is
imperative to increase the internal savings of tte energy sector, to ration-
alize its usage of scarce investment resources, and to ensure that any
resource surplus generated is efficiently channeled to the parts of the
public sector that require it most.

11. The performance of the energy sector in generating its own savings
has been fairly poor, as only about 20% of investment during 1980-86 was
financed by own savings. This is partly due to the lag in revenues arising
from the new investments which have been made in the last few years. How-.
ever, it is also due to the inadequate pricing policies pursued. The desire
to satisfy social objectives has led to very low electricity tariffs for some
household consumers, while industry has often faced very high tariffs. These
social objectives could perhaps be attained more efficiently by targetting
low-income groups more precisely, and pricing all other energy at economic
cost. Similarly, the petroleum sector savings have been dampened by the
implicit subsidies to domestic consumption through the previous differentials
between domestic and international prices, coupled with the long lags between
domestic price adjustments. The maturation of existing investments, together
with the rationalization of sectoral pricing will significantly increase
sectoral saving.

12. The energy sector's deficit could also be addressed by restraining
its investment to levels consistent with the overall availability of public
resources and the comparative returns from public investment in other
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sectors. It is clear that the high share of public investment devoted to
energy (especially to power) cannot be sustained in view of other sectoral
objectives, nor need it be, since further public sector capacity expansion in
energy (especially in power) seems unnecessary at present. The investment
cuts must be carefully calibrated, however, to avoid repetition of the
policies of the seventies which reduced investment in the power sector below
prudent levels, resulting in extensive rationing. As savings rise and
investment falls in the energy sector, it is essential that the resource
surplus so created be efficiently channeled to the parts of the public sector
where it is most needed.

13. The proper fiscal management of the energy sector is also consist-
ent with other macroeconomic goals of employment creation and balance of pay-
ments stabilization. Since the energy sector is highly capital- intensive,
the shift of public investment towards energy may have worsened the unemploy-
ment problem. As pointed out by the Presidential Employment Mission, a
reversal of this shift could be part of an employment creation strategy.
Similarly, the energy investments have been highly import-intensive.
Restraints on new investments in this sector would be consistent with balance
of payments stabilization and the channeling of imports to their most high
priority uses. This would be consistent also with a relatively lower level
of external borrowing by the sector in the longer term. The sector would
need to fit into an overall outward-looking strategy, which implies aligning
energy prices with international ones to promote the allocation of resources
to activities with the highest economic rates of return.

14. In the petroleum sector, key issues include how much public invest-
ment in exploration should take place as opposed to private sector explora-
tion, how to prevent low priority investments within the sector when higher
priority investments outside the sector might warrant resource transfers away
from the petroleum sector, and competitive pricing of petroleum derivatives
at prices comparable to world levels. The continued participation of the
private sector 'n exploration will require a careful evaluation of existing
regulations and contracts. The public sector should not bear a large propor-
tion of the risk associated with drilling in unproven new fields and with the
uncertainty surrounding international oil prices. Other new investments by
ECOPETROL, such as an expansion of refinery capacity, will have to be
evaluated in light of domestic demand requirements and the comparative
efficiency of importing refined products. The pricing issue has been
partially resolved by the 23.3% increase in the regular gasoline price (and
other product price increases) at the end of 1986. However, the mechanism
for adjusting prices needs to be refined to more closely link the after-tax
price to international levels, avoiding the long intervals between adjust-
ments which cause substantial deterioration in ECOPETROL revenues. Subsidies
to products such as cocinol also need to be examined to see whether direct
transfers to low-income consumers would be more efficient.

15. In power, the emphasis is on retrenchment (because of existing
excess capacity) and institutional improvements. Under the adjustment
program for the sector, no new generation project is to be starCed oefore
1990. The level of investment will fall considerably in the sector as a
result. Under the new tariff structure introduced by the Government in
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November 1986, tariffs are to be adjusted monthly to match inflation, and
annually, to move them towards the long-run marginal cost. Additionally,
financial and administrative measures are needed for the most
financially-impaired enterprises, such as ICEL and CORELCA, including
internal reorganization, equity investments, rationalization of investments
and correction of iublic sector arrears in the payment of electricity bills.
For the future of the sector, it is also important that the investment
planning function be strengthened so as to take into account macroeconomic
objectives, which could be done in the context of the proposed Energy Board.

16. CARBOCOL continues to experience financial difficulties which will
constrain investment in the coal sector in the 1987-89 period. Export income
from the Cerrejon Norte will increase substantially in the period, but heavy
debt service requirements and required imported inputs will offset these
earnings. The transfers from the rest of the public sector need to be
rationalized through a re-evaluation of the equity contributions by ECOPETROL
and the role of the National Coal Fund.

THE TRANSPORT SECTOR

17. The transport sector has contributed some 8% to GDP in recent
years, but its clalm on public sector investment resources has been much
larger, averaging about 15% during 1985-86. The three massive Andean ranges
which divide the country and the generally rugged topography have been
responsible for the large magnitude of resources absorbed by the transport
sector since the 1950s. Throughout the 1960s when the transport network was
in its most intensive phase of development, linking ports to the major pro-
duction and consumption centers, the sector accounted for about 60% of public
sector investment; this share declined to 25% in the 1970s and to less than
18% in the mid 1980s.

18. Road transport is the dominant mode accounting for about 76% of
total freight traffic. The share of rail and river transport in freight
traffic (less than 3% and 5% of the total respectively), has consistently
declined since the 1970's in the face of competition from road transport and
from pipelines in the case of petroleum products. Tne contribution of
aviation to domestic passenger traffic has grown to 18% of the total from 15%
in 1975, stimulated by rising incomes and by high land transport costs. Most
of the country's foreign trade, in volume terms, is handled through the
ports, although aviation has been playing an increasing role narticularly for
high value perishables.

19. Despite the long history of efforts to improve the country's basic
infrastructure, transport charges still account for a high proportion of the
final price of several low value tradeables. The unfavorable topography is
undoubtedly responsible; but low productivity is a major contributory factor,
compounded in recent years by sector management inefficiencies. Over the
medium term, renewed emphasis should be given to labor and equipment product-
ivity increases in publicly operated transport modes, i.e., ports and rail-
ways. The implementation of cost-based tariff systems for these subsectors
would ensure that operating efficiency gains would be passed on to users;
this would be immensely important for export promotion in particular, and for
tradeables in general. Currently, port charges constitute almost as large a
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proportion of costs as do inland transport charges, for certain imports like
fertilizers. These port charges could be substantially reduced to fall in
line with rates in other international ports.

20. With adequate systems of user charges in place in all major subsec-
tors, including highways, transport funding would be less dependent on direct
transfers from the Central Government budget. Currently, a substantial share
of the financing of the transport sector is arranged through Government con-
tributions and the earmarking of specific Central Administration tax revenues
and user charges to national funds e.g. the National Highway Fund, the
National Rural Roads Fund, and the National Aeronautics Fund. While, in the
absence of adequate national budgetary procedures, earmarking confers certain
advantages particularly to non-revenue earning entities, as discussed in
Chapter IV, a phasing down of earmarking would be in order over the medium
term in the interests of the enhanced flexibility of public sector program-
ming and budgetting. During the transitional phase as the availability of
earmarked funds decreases, attempts should be made to recover variable costs
within the sector, with sector revenues allocated primarily to maintenance
and rehabilitation of the country's primary infrastructure facilities.

21. Over the medium-term, the transport sector's claim on investment
resources should be small: the bulk of transport sector investment should be
devoted to the maintenance of existing assets, productivity improvements and
greater intermodal coordination, particularly in the key import-export
corridors. New investments should be limited to pipelines to match the grow-
ing volumes of petroleum production, and to departmental and rural transport
in support of agricultural diversification and regional development programs.

22. It is in the regional development context that the transport sector
is likely to play a part in expanding employment. A selective expansion of
regional roads infrastructure, and the progressive involvement of labor-
absorbing small cooperatives in routine road maintenance, could provide major
employment opportunities for unskilled labor, while enhancing the sector's
catalytic role in employment generation in the tradeables sector and in
depressed areas across the country.

23. Two critical constraints, currently in the forefront of sectoral
policy discussions, relate to: (a) labor policies and regulations in ports
and railways. Because of their complex social and legal implications, these
have constituted a major obstacle to rationalization of the respective modes;
and (b) the relationshin between the Government and the railways, and the
definition of the economic role of the railways over the medium term.
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Labor Demand Responsiveness in the Manufacturing Sector

This Annex presents the results obtained by estimating labor
demand fer manufacturing industry. The specification of the labor demand
equation chosen satisfies a number of desirable properties; (1) it is con-
sistent with some basic properties that a derived demand equation for a
factor of production should satisfy according to accepted ecc.lomic
principles. In particular, the labor demand equation is homogenous of
degree zero in all inputs and output prices. That is, if all input and
output prices increase in the same proportion, then labor demand would
remain unchanged. This is a very reasonable condition. (ii) The specific-
ation considers not only the price of labor but also of capital and of
intermediate inputs used in the manufacturing sector, to cover substitution
and complementarity possibilities between labor and other inputs. (iii)
Rather than estimatir,g Hicksian labor demand elasticity (based on the
assumption that the output level is exogenous, independent of prices), the
equation specified considers the level of output to be endogenous and
dependent on prices. For this reason, labor demand is a function of output
price (rather than of output level) as well as of other input prices and
the wage rate. (iv) The functional form chnsen, although linear in the
parameters, is not linear in the variables, allowing for much more flexib-
ility in the estimated elasticities, A flexible functional form which is a
second order approximation to any general function (see, for example,
Diewert, Journal of Political Eonomics, 1971), is used. This permits a
substantially less restrictive specification such as the linear or
logarithmic specifications which impose severe a priori restrictions on
results.

.he labor demand equation estimated is the following:

(1) L bll + blk(Pk/w)½ + blm(Pm/w)½ + blq(q/w)½ bltt

Where L is employment of the manufacturing sector, Pk is the price of
capital, pm is the price of intermediate inputs used in the manufacturing
sector, q is the price of manufacturing output, w is the wage rate paid in
manufacturing and t is a time trend variable.

Equation (1) was estimated using data for the period 1958-84.
The data for employment in manufacturing (L) was taken from EM; the rental
price of capital and wage rate sources are outlined in Annex 3; the price
of intermediate inputs (Pm) corresponding to the wholesale price index of
raw materials was obtained from Banco de la Republica; while the price of
manufacturing output (q) is the implicit priee deflator of manufacturing
industry provided by the national accounts.

Table 2 provides the estimated coefficients of Equation (1) as
well as their t-statistics and other measures of goodness-of-fit. The
coefficients are all significant with the only exception of blm. Moreover,
the goodness-of-fit is excellent as shown by the high R2 and the fact that
after appropriate statistical correction, autocorrelation is not a problem
as shown by the low value of the coefficient Q and the value of the
Durbin--Watson text (DW).
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Table 1: ESTIMATED COEFFICIENTS OF EQUATION 1

Coefficienc
Coefficient Value t - Statistics

bll -37.82 -4.14
blk 49.59 3.66
blm -7.01 -1.01
blq 23,60 2.21
bit 3.31 2,74

1l 0.99 6.32
?2 -0.76 -4.44

R2 " 0.98; DW = 1.85; N = 27

Coefficient Q(12) - 2.97

Note: Results are obtained after correcting for lot and 2nd order
autocorrelation.
?i 1st order estimated autocorrelation coefficient.
;i2 2nd order estimated autocorrelation coefficient.

The positive and significant value of the blk coefficient
reflects the existence of (gross) substitution possibilities between labor
and capital. On the other hand, the lack of significance of the blm
coefficient indicates that labor and intermediate inputs are neither sub-
stitutes nor complements, although the negative sign would indicate that if
anything, the two inputs would be complements. The positive and sign'u.fic-
ant value of the blq coefficient reflects the positive effect of output
price on employment. The effect of the wage rate on employment ia more
complex, manifested via the combined effects of the three coefficients
(blk, blm and blq) since the wage rate appears in all three terms.

Table 3 provides the own price and cross elasticities of labor
demand as well as their t-statistics evaluated at the mean and 1984 values
of variables. The significant value of the elasticity of labor demand with
respect to the wage rate of -0.52 is an important result. Moreover, the
significant and positive value of the cross elasticity of labor demand with
respect to the price of capital reflects sizable substitution possibilities
with capital. The output price effect is also significant but of a lower
order of magnitude indicating that output price expansion has a positive
effect on employment.
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Table 2: ELASTICITY ESTII'ATES OF LABOR DEMAND

Labor Demand Evaluated at Mean Evaluated at 1984
With Respect to: Values of the Period Values of the Variables

(a) Wage Rate -0.52 -0.33
(-3.48) (-3.56)

(b) Price of Capital 0.38 0.25
(3.66) (3.66)

(c) Price of Intermediate
Inputs -0.06 -0.04

(-1.01) -(1.01)

(d) Output Price 0.19 0.12
(2.21) (2.24)

Note: Numbers in b'--:ckets correspond to the t-statistics of the
elasticities.
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ESTIMATING A MODEL OF UNEMPLOYMENT

High unemployment and poverty within a sizeeble sector of the labor
force are two of the major problems facing Colombia. The problem of unemployment
is directly reflected in the consistently high rates of open unemployment observed
during the last decades. The purpose of this note is to measure the factors
explaining unemployment in the Colombian urban sector. We first develop a short-
run model of the urban economy trying to capture the basic interdependencies
between unemployment and low incomes. The model is short-run because the stock of
capital is given. This short-run model provides an estimating reduced form model
with the rate of urban unemployment, real wages in the informal sector, the price
level of non-tradeable goods and real domestic investments as endogenous
variables. The explanatory variables include demographic factors (growth of
population of working age), aggregate output (represented by GDP), output composi-
tion variables (mainly prices of exportables and imports) and labor market distor-
tion variables (real minimum wages and real wages in the formal sector). That is,
the model is intended to discriminate among the three major hypotheses explaining
unemployment, namely, the demographic, the insufficient growth and the labor
market distortions hypotheses. Long-run effects of the various explanatory
variables are derived by considering the indirect effects via capital stocks
(calculated using the estimated investment equation) on the endogenous variables
in addition to the short-term effects. Both variants of the estimating model,
short- and long-run, are set out in Section A. The underlyiag structural model of
segmented labor markets, on which the estimating model is based is described in
Section B.

A. Estimating Model

We consider three sectors, namely the formal private sector, the
informal private sector, and the Government sector providing an exogenously deter-
mined level of employment. The private formal sector demands two types of labor,
namely, skilled and unskilled. The skilled workers are those who are more
permanently employed by the formal sector and obtain all the legal benefits deter-
mined by Colombian legislation as well as additional acquired benefits via collec-
tive bargaining. The effective cost of skilled labor for firms constitutes the
wage and non-wage benefits determined at least in part via non-r.arket mechanisms.
The unskilled workers employed in the formal sector are badically temporary
workers subject to a high rate of turnover and are not subject tu legal or collec-
tive bargaining benefits with the sole exception of the minimum wage regulations.
Thus, the relevant cost for the firms using temporary, unskilled workers is
closely related to the minimum wage set by law. In general, the unskilled labor
wage rate in the formal sector is a miltiple of the minimum wage. In the short-
run, the stock of capital of the formal sector is given and since the sector is
assumed to produce mostly tradeables we consider the prices of exportables and the
prices of importables as iadicators of output prices. It is important to empha-
size that the price index of imports includes both final goods and the prices of
imported inputs. Under the assumption of profit maximization, the private formal
sector's behavior can be characterized by a dual profit function of the form,

(1) ii' .11 (a', w-min, p , Px; kf)

where w is the total wage rate (including non-wage benefits) paid to the skilled
permanent workers employed by the formal sector
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w-min is the minimum wage rate used as a proxy for the wages received by
the unskilled, temporary workers employel in the formal sector,l/

Pi is the price index of importables which include both imported iiputs
and outputs,

Px is the price index of exportable outputs produced by the formal
sector, and

kf is the stock of capital in the formal sector.

The function?T (() satisfies several well-known properties (decreasing
in ', w-min, other input prices, increasing in output prices, convex, linear homo-
genous in all prices, etc.) which will be used in the e-isuing comparative static
analysis and which help to test the appropriateness of the model using the
empirical estimates. Moreover, the labor demand equations can be directly derived
from (1) by simple differentiation with respect to the wage rates (Hotelling's
Lemma). Thus, demand for skilled workers is

(2) Ls = -fw (w, w-min, Pit Px; kf)

and the demand tor unskilled workers in the formal sector is

(3) u - w-min (w, w-min, Pi, px; kf)

where T'w ' J and 'Tw-min =

Based on the properties ofYIj( ) and on other plausible assumptions, we expect the
following sign pattern on the demands for skilled and unskilled workers:

Expected Sign Pattern on Labor Demand

w w-min Pi Px kf

L8 + ? + +

+ + +

Demand for skilled workers should decrease when their price (w) increases and
increase when the price of unskilled workers (w-min) rises. The latter result
follows from the assumption that L. and Lu are strong substitutes. Similarly, the
demand for unskilled workers falls when the cost of unskilled labor increases
(w-min) and increases if the cost of skilled workers go up. Both labor demands
increase with the price of exportables and with the stock of capital. However,
the effect of the price of importables is ambiguous due to the fact that Pi
includes ioth imported inputs and outputs.

The informal sector is assumed to use unskilled workers. However,
unlike the wage rate of unskilled workers in the formal sector, their wages do not
follow the minimum wage patterns. The wage rate in the informal sector is mostly
determined by the market conditions, and sometimes has bee- above, and in other

1I/ General the wage rate of unskilled workers in the formal sector is higher than
the minimum wage, but it appears to follow changes in the minimum wage0



-89- ANNEX 3
Page 3 of 11

occasions below the minimum wage rate. It appears that the informal sector is not
In general affected by minimum wage laws presumably because of the extreme admin-
istrative difficulties involved in enforcing it in the informal sector. Moreover,
mostly because of minimum wage regulations which are binding for unskilled workers
in the formal sector, there is no competitive tendency to e4ualize unskilled
formal sector wages and wages in the informal sector. The short-rur' profit func-
tion of the informal sector can thus be represented as

(4) G = G(w, Pn; ki)

where G is the profit function of the informal sector,
w is the market determined wage rate prevailing in the informal sector
Pn is the price of non-tradeable output, which is assumed to be produced

by the informal sector, and
ki is the stock of capital available in the informal sector.

The demand for labor of the informal sector can thus be derived by
differentiation of (4) with respect to w,

(5) Li = -Gw(w, Pn; ki)

Labor demand in the informal sector is expected to be inver3ely related to w, and
positively affected by the output price and the stock of capital.

In order to define an "unemployment equation" all that is needed is to
specify an aggregate labor supply equation. Labor supply can be expressed as a
function of each of the three prevailing wage rates (w, w and w-min), as a func-
tion of an average or expected wage rate or solely as a function of V. The
reduced form equation for unemployment would be similar regardless of the aggreg-
ate labor supply specification. Harberger's assumption,2/ that total labor
supply is dependent on the highest wage rate, i.e., w mainly, is used because this
formulation allows the specification of the supply of labor to the informal sector
as a proportion of the total labor supply. Thus, the unemployment equation would
be

(6) U L(;, Pn Pit, Px; N) -1Tf(w, w-min, pi, Px; kf)
+fl#w-min (X, W-Min, Pi, Px; kf) + Gw(w, Pn; ki) -M

where U is the total level of unemployment,
L(w, Pn, Pi, Pxt N) is total labor supply,
N is the level of economically active population
M is the (exogenously given) level of employment in the public sector.

Total labor supply is assumed to be positively affected by N but the
effect of 7 is assumed to be ambiguous. This is so because at low income levels,
changes in the wage rate may induce changes in participation leading to backward
bending labor supply. Lower wages may induce increased participation in
households which are near the subststence income levels. Also, the effect of
prices on labor supply is ambiguous. Moreover, the labor supply equation due to
the implied budget constraint is homogenous of degree zero in w, Pn) Pi and Pxo

2/ See Section B.
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Three more equations are needed to close the model. One to specify the

equilibrium condition in the informal labor market, another to specify equilibrium

in the market of goods produced in the informal sector, and the third describes
the process of capital accumulation and thus serves as the basic linkage between
short-run and long-run equilibrium. Assuming that supply of labor to the informal
sector is proportional to the total labor supply, equilibrium in the informal
labor market implies (Harberger):

(7) -Gw(w, Pn; ki) - (I-B) L(w, Pns Pit Px; N) = 0

where rw(C W-Min, Pi, Px; kf) + 1'w-min( w-min, Pi, Px; kf)
B = _ 

L(W' p; N)

is a variable proportionality factor represented by the share of employment of the
formal sector over the total labor force.

Eqailibrium in the output market of goods produced by the informal
sector is represented by:

(8) Gpn(w, Pn; ki) - D(Pn, Pii Px; Y) 0

where Gpn(w, Pn; ki) is output supply of the informal sector, D(pn, Pi, Px; Y) is
the demand for goods produced in the informal sector, and Y is income. It is

expected that output supply of the informal sector will be inversely related to w
and positively related to Pn and ki. Also, demand for the goods produced in the

informal <.ctor is assumed to be decreasing in Pn and increasing in pi, Px and Y.

Simultaneous solution of equations (7) and (8) provides the equilibrium

values for the wage rate in the informal sector (w) and the price of non-trade-
ables (Pn3. Using the solution of equation (7) and (8) in the unemployment
equation one can obtain a reduced form expression for u and w as a function of the

exogenous variables and k of the form,

(9) U = F(Y, w', Pit Px' kf, ki, w-min, M, N)

(10) w = g(Y, 7, pi, Px' kf, ki, w-min, M, N)

Thus the solution of (6) to (8) is condition&l on the stock of capital which is

changing as a function of the exogenous variables of the system* It is, there-
fore, necessary to specify an investment equation of the form:

(11) It = i (kt-k*)

where It is total net investment at time t
kt is the stock of capital at time t
k* is the desired or optimal stock of capital

is a (negative) coefficient of adjustment of the capital stock.

In general it is expected that the coefficient X would be bounded

between 0 and -1. If X = -1 then there is an instantaneous adjustment of the
capital stock to desired or long-run levels. For values greater than -1, the

adjustment towards long-run equilibrium is gradual. For example, if * = -0.20
then it means that the full adjustment of the capital stock to long-run
equilibrium takes five years. The optimal capital stock can be represented as a

function of exogenous variables:
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(12) k* = k*(pk, W, w-min, Pi, Px, r; Y)

where r is the real interest rate,
Pk is the price of capital goods.

It is to be noted that the optimal capital stock is really the Marshallian long-
run equilibrium level despite the fact that ' also appears as explanatory
variable. The inclusion of Y is intended to cepture expectational factors rather
than current output levels. More details on this interpretation are provided
below. Since capital markets are highly regulated, so that different interest
rates apply to various sectors of the economy, the variable r is unlikely to be
reievant for explaining investment decisions. For this reason this variable is
replaced and a measure of domestic credit availability, which is more likely to be
the effective variable limiting investment decisions, is included instead. Thus
the investment equation can be represented as

(13) It = B Kt - 9K*(Pk, w, w-min. Pi, Px, DC, Y)

where DC stands for total domestic credit available, which is expected to have a
positive influence on investments. It is expected that net investment will be a
decreasing function of the capital stock and of Pk, w, w-min.3/ The variable
income stands for expectational factors affecting the demand for capital and thus
k would be increasing in Y. The inclusion of Y in the investment equation
reflects mostly long-term expectational factors which are likely to affect invest-
ment decisions. That is, high and increasing income levels are an indication for
firms that future profitability conditions may remain strong and thus would con-
stitute an incentive for investment. Conversely, low or decreasing income levels
may create a pessimistic business environment thus decreasing investments. It is
important to emphasize that these factors may be important even if firms have no
market power. Even small firms are interested in the general macroeconomic
setting and their investment decisions may be affected by the prevailing pessimis-
tic or optimistic mood among the business community. This mood is usually closely
related to the overall performance of the economy which is reflected by macro-
economic indicators such as GNP or GDP. Thus the inclusion of this variable is
not inconsistent with also using output prices as explanatory variables.

Empirical Estimates

Four estimating equations follow from the model developed in the
previous section, corresponding to each one of the endogenous variables consi-
dered, namely, the rate of unemployment, the wage rate in the informal sector, net
investments and the price of non-traded goods. Only the first three are estimated
mainly because no suitable data was found for the price index of non-tradeable
goods. Given the price and income homogeneity properties of the model presented,
any normalization is suitable for the various prices considered. The wage rate in
the formal sector, was arLitrarily chosen as the normalizing factor. Thus, the
estimating model is the following:

(14) (a) U = F [Y/;, pi/w0 px/-' w-min/"; M, K, N]

3/ The desired or optimal capital stock k* is decreasing in Pk and possibly also
decreasing in w and 'w-min and increasing in Y.
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(b) w_ [Y/wo Pi/w, Px/ws w-min/V; M, K, N]

(c) I (Y/w, Pi/7, Px/w- Pk/W, w-min/;; K, DC]

To estimate model (14) annual data for the period 1958-84 were used.
The data on urban unemployment rates, real wages in the formal sector, real wages
in the informal sector, minimum urban wage were provided by the Government.4/
The urban rates of unemployment correspond to those prevailing in the seven
largest cities. To represent the variable "income" real GNP and GDP were used
alternatively. Aggregate gross investment was also obtained from national
accounts data and a net investment function series was estimated assuming an
average 12% depreciation rate. The aggregate capital stock was constructed by the
formula of perpetual inventories from the investment series. The price of capital
which was represented by the price deflator for aggregate gross investment was
also obtained from the national accounts. The price index of exportables and
importables were both obtained from the International Financial Statistics.5/
The same data source was used to get total domestic credit data. Finally, data on
the economically active population (to represent N in the model) and total
employment in the public sector (M) were both obtained from DANE.

The three equations (14) were estimated using OLS. Table 1 shows the
OLS results obtained. In general, the overall goodness-of-fit of the model is
very satisfactory as shown by the relatively high R2 and level of significance of
the coefficients. The Durbin Watson tests are either inconclusive or permit
rejection of the hypothesis of autocorrelation. All variables with the exception
of DC were normalized to one in 1984 and therefore the coefficients correspond to
the short-run elasticities.

However, since the explanatory variable the wage in the formal sector
rw), is the numeraire, its elasticity needs to be calculated via a slightly more
complex formula. Table 2 shows the elasticity estimates for all reasonably signi-
ficant variables. The standard errors for these elasticities correspond to those
of the estimated coefficients with the exception of course, of the elasticity with
respect to w.

The standard error of the elasticity of unemployment with respect to the
formal wage was 0.18, the standard error of the elasticity of informal wages with
respect to formal wages was 0.16 and the standard error of the elasticity of
investment with respect to wages in the formal sector was 0.2. From the invest-
ment estimate an important coefficient is the one associated with the capital
stock variable (-0.64). This is the Z coefficient in equation (11) and thus is a
measure of tte speed of capital adjustment to optimal levels. The sign and magni-
tude (less than one in absolute value) of this coefficient reflects stability.
Moreover, the inverse of this coefficient measures the amount of time taken by the
capital stock to adjust to long-run or desired levels after an exogenous change.

4/ Corporacion Centro Regional de Poblacion based on statistics provided by DANE
and their own estimates.

5/ The export price index was modified to exclude coffee prices in order to
obtain an index more relevant to urban activities.
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Therefore, the value -0.64 indicates that it takes approximately 1.6 years after
an exogenous shock to achieve long-run equilibrium. Another important result in
Table 2 is the large and significant effect of the capital stock on employment.
A 10% increase in the stock of capital would reduce unemployment by 7.4%.

Table 3 presents the long-run escimates of the elasticities. These
estimates were obtained by accounting for the changes in the capital stock after
approximately 1.6 years elapse using the investment equation in Table 1. That is,
the long-run estimate is equal to the short-run elasticity plus the percentage
change in investment in 1.6 years times the elasticity with respect to the capital
stock in Table 2.6/

An important result obtained from Table 3 is the confirmation that out-
put is extremely important in alleviating both unemployment and poverty.7/ How-
ever, other variables also play an extremely important role in explaining
unemployment and real wages in the informal sector. Labor market variables appear
to also play a relevant role. High real wages in the formal sector appear to be
partly responsible for the observed high unemployment rates although it played
practically no role in explaining the low levels of real wages in the informal
sector. The effect of minimum wages is quite peculiar. In the short-run this
variable does not appear to play any role in explaining either unemployment or
poverty as reflected by the lack of statistical significance of this variable for
short-run unemployment and informal sector real wages (Table 2). However, the
level of real minimum wages does affect investment decisions in quite a substan-
tial negative manner. One explanation for this could be that high minimum wages
are interpreted by the business community as a signal of wage pressures in the
future. In other words, too high a minimum wage/formal sector wage ratio is
apparently interpreted to mean that this ratio will decrease in the future because
of higher formal sector real wage demands from unions or Government regulations.
Investments will therefore be dampened by expectations of the lower profitability
of capital (see the investment equation in Table 1). The reduction in investment
caused by high minimum real wages causes increases in unemployment and lower
informal sector wages in the long-run.

Another extremely important variable is the price of capital. Higher
real prices of capital tend to significantly depress investments and hence tend to
increase unemployment and poverty in the long-run. At the same time, though
import prices do not significantly affect investments, they do have a negative
effect on unemployment. This negative effect is possib'y due to the fact that
most imports are inputs and thus the primary effect of an increase in import
prices would be to reduce labor demand. This interpretation requires the assump-
tion that inputs and labor are complements, which is quite consistent with
empirical estimates in other countries. These results thus suggest that a

6/ The long-run effect is obtained from the following expression:

El J= E1j + 1.6 Eij Elk, where Elj is the long-run effect of explanatory
variable j on endogenous variable 1, EljS is the short-run effect, Eij is the
effect of variable j on investment and Elk is the effect of capital stock on
endogenous variable.

7/ Here considered to be synonymous with the real wage level in the informal
sector.
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Table 1: OLS ESTIMATES OF THE MODEL

U w64.47 - 0.90 (GDP/;) + 0.37 (pi/;) - 0.19 (Px/w)
(3.24)(-2.53) (1.90) (-1.35)

- 0.74 K + 6.05 T
(-1.72) (3.40)

R2 - 0.65 DW - 1.30 N = 27

wl g - 95.80 + 0.43 (GDP/w) - 2.16 N + 0.88 K + 3.49 T
(11.87) (4.36) (2.64) (1.73) (3.17)

R2 - 0.88 DW - 1.79 N 27

I - 150.26 + 1.69 (GDP/W) - 0.29 (Min w1) - 0.64 K - 1.24 (Pk/I) + 13.5 DC
(3.94) (4.68) (-1.90) (1.42) (-4.11) (2.48)

R2 - 0.93 DW - 1.89 N = 27

Note: The variable T correspond to a time trend variable.
u is the rate of unemployment.
Figures in parentheses are the t- statistics.

K corresponds to one period lag.



Table 2 SHORT-RUN ELASTICITY ESTIN&TES (EVALUATED AT 1984 VALUES)

Wage in Population

Formal Price of Price of Capital in Working Ninimiu Price of Domestic Public

GDP Sector Imports Exports Stock Age Wage Capital Credit Employment

Unemploymet -0.90 0.53 0.37 -0.19 -0.74 NS1/ NS .2/ - NS

Wage in Informal
Sector 0.43 0.28 NS NS 0.88 -2.16 NS - - NS

Net Investment 1.69 -0.16 NS NS -0.64 NS -0.29 -1.24 1.35 NS

1/ NS indicates that the coefficient is not significant at 30% level of significance.

2 Not used as explanatory variable.
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Table 3 LONG-RUN ELASTICITY ESTIMATES (EVALUATED AT 1984 LEVELS)

Wage in Price Price
Formal of of Minimum Price of Population in

GDP Sector Imports Exports Wage Capital Working Age

Unemployment -2.85 0.71 0.37 -0.19 0.34 1.43 NS

Wage in Informal
Sector 2.75 0.06 NS NS -0.40 -1.70 -2.19
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strategy of increasing growth via greater protection is likely to have only a
modest effect on unemployment and poverty since higher protection leads to
increase prices of imports and capital goods which are mostly imported. The price
of exportables has a nodest but significant effect on unemployment reflecting the
fact that exports are mostly labor intensive.

Demographic variables seem to play some role in explaining informal
sector wages but not unemployment. The level of the working age population is
apparently an important factor affecting wages in the informal sector. A
surprising result is the complete lack of impact of public employment on both
unemployment and informal sector wages. This may reilect a certain degree of
crowding out of private employment by the Government.

B. A Conceptual Framework for the Analysis of Unemployment and Wage
Differentials in Colombia

The foregoing estimating model is based on a model of a segmented labor
market.8/ The model is represented in terms of the demand for labor in the free
or informal sector, D (w); the demand for labor in the protected or formal one, D
(w); and labor supply, L(w). To study the effects of artificially high labor
costs in the formal sector, it is useful to consider first a situation in which
there are no such artificially high costs. The total demand for labor is the sum
of the maximum quantity of labor that will be demanded in each sector, at each
wage (which, as a starting point, is taken to be uniform across sectors). In
Figure 1, only two sectors are coasidered, and the schedule DD is the total
demand. It has two components, the first of which is given by the schedule D ,
the demand for labor in that part of the labor market where, by definition, wages
are always determined by market forces. The total supply of labor, at each wage,
is given by the schedule SS.

If wages are uniform across sectors, the intersection of DD and SS gives
the equilibrium level of dages, wo, and the equilibrium level of employment, Lo.
This is the situation that shall be used as baseline. The issues at hand are vhe
following: what happens to total employment and to wages in the "free, informal"
sector if there is a part of the labor market where the cost of labor is arti-
ficially high, say at w, instead of wo; and how much unemployment is created as a
result of this artificially high wage?

At T, the quantity of labor demanded in the "protected, formal" sector
is AL (see Figure 1). If SS remains unchanged, the amount of labor OL will be
supplied at w, and this total amount, minus AL, will be supplied to the "free,
informal" sector. The size of the "formal" sector in the total labor force will
be the ratio AL/OL. As a first approximation, it is reasonable to assume that
this ratio depends only upon 7, the artificially high labor cost. As a conse-
quence of this, the schedule SC becomes the relevant labor supply curve to the

8/ The model draws on Edwards, Alejandra, Three Essays on Labor Markets in
Developing Countries", Ph.D. dissertation, University of Chicago, June 1984.
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"free, informal" sector, and the wage w becomes the ruling wage in that
sector.9/

Wages

S

W- AC

Sr

- L L A L Employment

Figure 1: Unemployment and Wage Differentials in a Segmented Labor Market

The effect of an artificially high wage w in part of the labor market is
therefore to lower the wage in the rest, because w is less than wo; and to create
unemployment, because the total labor supply at w is OL, in Figure 1, but only the
amount OL + AL is employed. Unemployment is measured by the distance L A, and
the unemployment rate is L A/OL. If the labor market works like in Figure 1, the
higher w, the lower w (the wage in the informal sector) and the higher the rate of
unemployment. Only if w is lowered to wo does unemployment disappear and the wage
in the informal sector becomes also wo.

It is useful to know the orders of magnitude involved. If w increases
by 10%, what is the percent decline in w? What is the percent increase in the
rate of unemployment? Consider first the elasticity of w with respect to w. The
value for that elasticity depends upon the underlying elasticities of labor demand

9/ This view of the impact of an artificially high wage upon the working of the
labor market was first given in "On Measuring the Social Opportunity Cost of
Labor", Ch. 7 in A. C. Harberger, Project Evaluation: Collected Papers,
(Chicago: Markham Publishing Co.), 157-183.
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and supply and the size of the formal sector, and it is very sensitive to
them.l1/

In Table 4, a range of plausible values is given, assuming that the
elasticity of demand for labor in the formal sector, with respect to the arti-
ficially high labor cost, w, is -0.4, (a value consistent with the econometric
estimates in Annex 2); and that the elasticity of labor supply is 0.1 (evaluated
at the wage in the informal sector) or 0.2 (evaluated at the wage in the formal
one). The lower the elasticity of demand for labor in the informal sector and the
larger the size of the formal sector, the larger will be the decline in the
informal sector wage associated with an increase in formal sector labor costs. A
value of around -0.7 is the mid-range estimate in Table 4: a 10% increase in
formal sector wages will result in a seven percent fall in wages in the informal
sector.

Table 4: Elasticity of w, the wage in the informal sector, with respect to w,
the artificially high labor oosts in the formal sector

Size of the
Formal Sector Elasticity of Demand for Labor in the Informal Sector

(Percent) -0.2 -0.4 -0.6

50 -1.25 -0.83 -0.63
35 -0.67 -0.45 -0.35

An increase in wages in the formal sector will result in an increase in
the unemployment rate, in this model of the labor market. The increase may be

11/ The formula is:

E(w,w) = a E(DF,T) - E (L,7)
T1:a E(DI,w) - E (L,w)

whee E(x,y) stands for the elasticity of x with respect to y and the symbols
denote:

Dp, demand for labor in the formal sector;
DI, demand for labor in the informal sector;
L, labor supply
a, size of the formal sector, D /L.
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quite large, if the supply of labor is very inelastic, and the demand very
elastic. Some likely orders of magnitude are given in Table 5 ,1/ and it can be
seen that the unemployment response to changes in formal sector wage can indeed be
substantial. The mid-range value in Table 5 is 0.8, which implies an eight
percent increase in the rate of unemployment if there is a 10% increase in labor
costs in the formal sector. An unemployment rate of 13% before the increase in
labor costs would become 14% afterwards.

Table 5: Elasticity of u, the unemployment rate, with respect to w
the artificially high labor costs in the formal sector

Size of the
Formal Sector Elasticity of Demand for Labor in the Informal Sector

(Percent) 0.6 0.7 0.8

.5 .80 .97 1.3

.35 .44 .74 1.1

The model of the labor market outlined above may yield, by construction,
too large a response of informal wages and the unemaployment rate to labor costs in
the formal sector. If the increase in labor costs in this sector results in an
increase in labor incomes (as it will if the demand for labor is inelastic) and if
this in turn produces an increase in the demand for labor in the informal
sector, 1 2/ then the values in Tables 4 and 5 will be smaller. It is possible
also thatt the signs in Table 4 are reversed: that formal sector wages pull wages
in the informal sector. There is some evidence that this occurs, to a small
degree, in Colombia. The model used for estimation purposes must, therefore, be
less restrictive than the one outlined in Figure 1. In the empirical work that
precedes this section, this is achieved by estimating equations that allow for
consumption links across the sectors. Also, the equations do not refer to the
labor market alone, but allow for interactions among that maket, tradeable goods
prices and the accumulation of capital.

11/ The formula used is the following:

E(u,W) - -[a E(a,W)/(1-a)] - [b E(b,^)/1-b],

where u = [L-D + D )]/L is the unemployment rate; b = L(w)/L(wn , the ratio of
the labor supply at the free wage to the total labor supply; and

E(a,p) - E(Dp,V) - E(L,)o
E(b,V) = E(L,V) E(w,f) - E(L,).

The values E(a,w) = -0.5 and E(b,O) - -0.2 are used in Table 2.

12/ Due to increases in the demand for goods and services produced in that sector.
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Table t.1 COLOSIA: GROSS G 1NESTIC PROMU, BY EIPEDITUE
(In dillions, current pesos)

1970 1971 19)2 1973 1974 1975 1976 1977 1978 1979 1990 1981 1982 1983 1984 1Q95

Coausoption 108,402 131,925 156,124 196,292 260,452 333,524 423,015 559,106 721,379 944,739 1,271,628 1,665,079 2,140,603 2,624,727 3,255,418 4,068,N9
Private Consumption 96,118 114,830 137,980 173,271 232,244 297,348 379,333 503,890 643,559 833,967 1,112,257 1,458,205 1,867,937 2,290,162 2,829,797 3,547,607
overnaent Consumoption 12,284 17,095 18,144 23,011 28,208 36,176 43,682 55,216 77,820 120,772 159,371 206,874 272,766 334,565 425,631 521,342

Gross Doestic Investwnt 26,862 30,266 34,371 44,425 69,170 68,838 93,481 134,270 166,293 215,792 301,117 409,927 511,625 607,566 731,400 660,489
Gross Fixed Investment 23,919 27,302 30,486 38,416 52,843 62,129 84,571 104,041 139,897 193,325 264,894 350,048 436,091 524,847 654,459 805,863
Chage in Stocks 2,943 2,964 3,885 6,009 16,327 6,709 8,910 30,229 26,396 32,457 36,223 58,979 75,534 82,719 76,941 54,625

Resource Balance (2,496) (6,305) (881) 2,453 (7,238) 2,746 15,774 22,653 21,915 28,296 6,38 (91,233) (154,930) (178,156) (130,234) (6,3052
Exports of goods & nfs 19,554 19,739 26,862 37,053 50,558 67,802 98,527 126,800 158,726 19,049 271,833 254,951 306,719 319,545 464,295 716,929
Imports of goods I nfs 21,050 26,044 27,743 34,600 57,796 65,056 82,753 104,147 136,911 170,753 265,448 346,184 461,648 497,701 594,518 78i,2:4

RSS DOMESTIC MROUCT, WF 132,768 155,886 189,614 243,160 322,384 405,108 532,270 716,029 909,487 1,189,817 1,579,130 1,982,773 2,497,298 3,054,137 3,956,584 4,665,132

Net Factor Income (3,322) (3,534) (4,316) (5,120) (5,232) (8,206) (10,947) (10,003) (11,768) (10,950) 19,271) (15,905) (40,832) (57,676) /106,546) (176,482)

6ROSS NATIWIM. PRODUCI, MP 129,446 152,352 185,298 238,040 317,152 396,902 521,323 706,026 897,719 1,177,967 1,569,959 1,96t,969 2,456,466 2,96,461 3,750,036 4,688,651

Gross Domestic Savings 24,366 23,961 33,490 46,8.3 61,932 71,584 109,255 156,923 198,100 244,078 307,503 317,694 356,695 429,410 601,166 796,183
Gross National Savings 21,522 21,110 29,945 42,591 58,191 64,875 100,091 148,612 179,194 237,568 306,036 315,078 326,696 384,673 574,760 6,007 

Share tn GOP (ie 1)

Gross Domestic Product 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0

Consmtion 81.6 e4.6 82.3 80.7 80.8 82.3 79.5 78.1 79.3 79.5 80.5 84.0 85.7 85.9 84.4 83.6
Private Consumption 72.4 73.7 72.8 71.3 72.0 73.4 71.3 70.4 70.8 70.2 70.4 73.5 74.8 75.0 73.4 72.9
6overnment Consurption 9.3 11.0 9.6 9.5 8.7 8.9 8.2 7.7 8.6 9.3 10.1 10.4 10.9 21.0 12.0 10.7

Gross Domstic Investment 20.2 19.4 18.1 18.3 21.5 17.0 17.6 18.9 18.3 18.2 19.1 20.6 20.5 19.9 19.0 17.7
Gross Fixed Investment 18.0 17.5 16.1 15.8 16.4 15.3 15.9 14.5 15.4 15.4 16.8 17.7 17.5 17.2 17.0 16.6
Change in Stocts 2.2 1.9 2.0 2.5 5.1 1.7 1.7 4.2 2.9 2.7 2.3 3.0 3.0 2.7 2.0 1.1

Rneource Balance (1.9) (4.0) (0.5) 1.0 (2.2) 0.7 3.0 3.2 2.4 2.4 0.4 (4.6) (6.2) (5.81 (3.4) (1.31
Exports of Goods & IFS 14.0 12.7 14.2 15.2 15.7 16.7 18.5 17.7 17.5 16.7 17.2 12.9 12.3 10.5 12.0 14.7
Imports of Bods & INFS 15.9 16.7 14.6 14.2 17.9 26.1 15.5 14.5 15.1 14.4 16.8 17.5 16.5 26.3 15.4 16.1

Net Factor lsaeow (2.5) (2.3) (2.3) (2.1) 11.6) (2.0) (2.1) (1.4) (1.3) (0.9) (0.6) (0.8) 11.6) (1.9) (2.8) (3.6)

Gross National Product, up 97.5 97.7 97.7 97.9 99.4 99.0 97.9 98.6 99.7 99.I 99.4 9.2 98.4 99.1 97.2 96.4

Gross ooestic Savings 18.4 ia.4 17.7 19.3 29.2 17.7 20.5 21.9 20.7 20.5 19.5 16.0 14.3 t4.1 15.6 16.4
Gross National Savings 16.2 13.5 15.8 17.5 18.1 16.0 18.8 20.8 19.7 20.0 19.4 15.9 13.1 12.6 13.6 14.1

Note: Brackets denote egtive entries

SRiCis DM (Cuentas Nmtiosales) for 1970-95; Race de la Rupublica for data e exports, impts and net factor income



7able 1.2 9IJU1As MSS DIIESC PRDOUCT, BY SECtIl, AT NMIRET PRIES
(In nillions, current pesosl

1970 1971 1972 1973 1974 1975 1976 1977 1978 197S 1990 1981 1912 t993 19 185

IRIC.,FISMIlltS,FIRESTR1 33,308 36,663 45,755 58,672 78,604 %,766 125,768 179,344 209,550 255,170 305,718 381,639 468,621 571,548 671,390 837,701
Riots1 2,595 3,372 4,431 5,B89 5,630 6,937 10,408 10,788 12,267 17,5SS 36,127 48,820 64,538 88,646 127,337 205,018
IVAI1F*CTUlN 27,433 31,762 40,521 55,255 74,741 94,086 128,678 170,706 211,355 267,0" 367,460 422,615 529,92 640,794 852,716 1,05i,461

coffee 3,56i 3,584 4,555 7,761 6,960 12,8(6 23,839 33,831 33,906 33,399 53,00 26,264 39,21B 44,617 82,8 119,93
other 23,672 28,178 35,966 47,494 67,781 81,270 104,039 136,875 177,449 233,700 314,400 396,351 490,704 596,177 769,88 935,471

ELECTRICITY, 648, UATER 1,402 1,700 1,949 2,579 2,99 3,807 5,688 7,871 11,442 16,150 20,716 33,235 48,006 62,S32 82,784 108,584
ClINSTRUCTIVI 5,267 6,395 7,627 10,493 13,364 13,535 19,343 27,605 37,457 50,147 74,526 102,130 128,767 169,700 219,951 281,705
COIUIERCE, RESMIAIR, HOTEL 16,580 19,754 23,560 31,102 44,473 53,767 68,250 91,607 122,670 llb,3-3 152,934 192,582 29,961 287,435 392,016 484,039
T1SP. 8106*96, ClM. 11,532 13,757 16,340 1,B28 23,827 34,117 44,29 59,729 74,107 103,952 140,533 tU,787 207,926 254,255 317,870 410,2t19
FIClIAL ESIDLUSIENTS 18,319 22,573 25,974 31,700 42,217 56,570 71,731 90,907 121,708 167,625 216,5$6 236,042 364,013 439,148 503,912 621,439

banks, insurane 7,796 10,073 11,724 14,794 20,084 27,532 35,231 44,529 57,650 78,520 106,326 142,794 t81,439 221,125 243,913 311,305
housing rental 10,523 12,500 14,250 16,906 22,133 29,038 36,500 4,379 64,058 89,105 110,240 143,258 182,574 218,023 259,999 310,133

ce2I 11 SERY, SIecAL & PERS. 16,692 20,716 24,6" 29,836 38,121 48,434 60,722 80,251 111,323 195,083 261,022 349,096 454,597 570,844 717,760 857,473
prsoal 5,556 6,801 8,07 9,973 13,243 17,262 22,073 30,879 42,819 102,842 131,662 177,176 230,400 291,046 W3,841 422,561
#=%tic 1,486 1,694 1,971 2,241 2,445 2,872 3,365 3,992 5,122 6,550 7,6 9,7M 11,577 13,049 14,907 17,46
govvnet v,650 12,221 14,651 17,622 22,433 23,300 35,284 45,306 63,382 85,691 121,661 162,127 212,60 24,749 34,012 417,066

sift IOUED DM SERVICES 3,45. 4,270 4,86 6,028 7,981 11,240 14,153 17,557 22,458 28,971 40,189 53,607 71,75? 105,404 103,50 127,3S0

VLUtE AM 129,678 152,422 186,048 238,326 315,95 396,779 521,264 701,257 999,421 1,160,203 1,535,413 1,927,339 2,427,594 2,979,898 3,771,113 4,734,243
iort tuef 3,090 3,464 3,566 4,834 6,389 8,329 11,006 14,772 20,064 28,814 43,717 55,434 69,704 74,239 64,699 130,E11

W0 OISTlIC lMET, AP 132,768 155,886 189,614 243,160 322,34 405,108 532,270 716,027 909,4S7 1,189,017 1,57,130 1,932,773 2,497,29 3,054,137 3,8%,%4 4,865,13r

Shar in 6UP (is 3)

A6l1£UL11, FISIINS 25.1 23.5 24.1 24.1 24.4 23.9 23.6 25.0 23.0 21.5 19.4 19.2 18.S IQ.? 17.4 17.2
N1116i 2.0 2.2 2.3 2.4 1.7 1.7 2.0 1.5 1.3 1.5 2.3 2.5 2.6 2.9 3.3 4.2
IOC3IIN8 20.7 20.4 21.4 22.7 23.2 23.2 24.2 23.9 23.2 22.5 23.3 21.3 21.2 21.0 22.1 21.7

toffee 2.7 2.3 2.4 3.2 2.2 3.2 4.5 4.7 3.7 2.0 3.4 1.3 1.6 1.5 2.1 2.5
other 18.0 13.1 19.0 19.5 21.0 20.1 19.7 19.1 19.5 19.7 19.9 20.0 19.6 19.5 20.0 19.2

ai£ttRITY, 6915, MIER 1.1 1.1 1.0 1.1 0.9 0.9 1.1 1.1 1.3 1.4 1.3 1.7 1.9 2.1 2.1 2.2
Cl3R12lC11291 4.0 4.1 4.0 4.3 4.1 3.3 3.6 3.9 4.1 4.2 4.7 5.2 5.2 5.6 5.7 5.8
CO , 9E5T1U91, MOtEL 12.5 12.7 12.4 12.9 13.8 13.3 12.6 12.9 13.5 9.8 9.7 9.7 9.6 9.4 9.9 9.9
TRWNIP. ST16*9, C_1. 8.7 8.8 9.6 7.1 7.4 8.4 8.4 8.3 8.1 S.7 8.9 8.6 8.3 8.3 8.2 8.4
FINANCIAL ESTA8LINTS 13.8 i4.5 13.7 13.0 13.1 14.0 13.5 12.7 13.4 14.1 13.7 14.4 14.6 14.1 13.1 1i.3

banks, ineancs 5.9 6.5 6.2 6.t 6.2 6.0 6.6 6.2 6.3 6.6 6.7 7.2 7.3 7.2 6.3 6.4
housing rental 7.9 8.0 7.5 7.0 6.9 7.2 6.9 6.5 7.0 7.5 7.0 7.2 7.3 7.1 6.7 6.4

MM SERY, SOCIAL I PERS. 14.6 13.3 13.0 12.3 21.8 12.0 11.4 11.2 12.2 16.4 16.5 17.6 18.2 18.7 16.6 17.6
peirsnal 4.2 4.4 4.3 4.1 4.1 4.3 4.1 4.3 4.7 3.6 0.3 8.Y 9.2 9.5 9.2 8.7
doontic 1.1 1.1 1.0 0.9 0.8 0.7 0.6 0.6 0.6 0.6 0.5 0.5 0.5 0.4 0.4 0.4
goaant 7.3 7.8 7.7 7.2 7.0 7.0 6.6 6.3 7.0 7.2 7.7 8.2 0.5 8.7 9.0 0.6

its IlPUlD D SERVICES 2.6 2.7 2.5 2.5 2.5 2.9 2.7 2.5 2.5 2.4 2.5 3.0 3.2 3.5 2.7 2.6
UL ANDED 97.7 97.8 99.1 99.0 98.0 97.9 97.9 97.9 97.8 97.6 97.2 97.2 97.2 97.6 97.8 97.3

iprt tazus 2.3 2.2 1.9 2.0 2.0 2.1 2.1 2.1 2.2 2.4 2.9 2.8 2.8 2.4 2.2 2.7
Ohms lTIC PIJC, P 100.0 100.0 100.0 100.0 100.0 100.0 00.0 100.0 100.0 100.0 100.0 200.0 100.0 100.0 100.0 100.0

58231!: N IE-aEtu Uciunalu



Table 1.3 COLONIA: PRIES AND MKES

2970 1971 1972 1973 1974 1975 1976 1977 1978 1979 1980 1181 1982 1983 194 1S85 1986

Indices

GDP Deflator 1975-100 43.2 47.8 54.1 65.0 81.4 100.0 125.5 162.0 299.7 235.4 300.4 .68.7 460.1 553.9 676.8 833.5 1033.5

Conswr Price Index (end yrl 22.0 25.0 28.5 35.2 44.3 52.2 65.6 84.2 100.0 128.8 162.2 205.0 254.3 296.6 350.8 429.5 519.7

Exchange Rate
Nomnal (pesos per dollar) 19.4 20.1 22.0 23.8 27.1 31.2 35,0 36.9 39.1 42.6 47.3 54.5 64.1 78.9 100.8 142.3 MI9.1
Real (average) na na Oa na na 100.0 95.4 85.7 85.5 81.7 83.5 81.6 75.6 73.6 79.9 91.4 108.5

Wages 100.0 105.2 108.6 110.5 111.8 111.3 109.2 109.7 121.? 127.6 129.5 134.2 132.6 132.9 132.4 na na

Wholesale Prices na na na ea na 100.0 122.9 155.7 183.2 234.2 322.0 397.7 495.5 584.5 708.4 871.1 1083.7

nnual Grouth Rate (in I p.a.)
tt::3=tY5-C:t3==_ 

0

6DP Deflator 1975s10 10.8 13.0 20.2 25.4 22.8 25.5 29.1 17.1 24.0 27.6 22.8 24.8 20.4 22.2 23.2 24.0

Consuw Price Index lend yr) 13.6 14.0 23.5 25.9 17.8 25.7 28.4 18.8 28.8 25.9 26.4 24.0 16.6 18.3 22.4 21.0

Exchange Rate
lominal 9.4 9.7 8.2 13.6 15.1 12.1 5.1 6.3 8.8 11.2 15.2 17.6 23.1 27.8 41.2 37.8
Real na na na na na -4.6 -10.1 -0.3 -4.4 2.2 -2.3 -7.3 -2.7 8.5 14.4 18.7

gages 5.2 3.2 1.8 1.2 -0.5 -1.9 0.4 11.0 4.8 1.5 3.6 -1.2 0.2 -0.3 na na

Wholesale Prices na na na na na 22.9 26.7 17.6 27.9 37.5 23.5 24.6 19.0 21.2 23.0 24.4

SMMtCE: 8anco de la Republica



Table 1.4 COLONDIA: BALACE OF PAYEITS: 1970-86
(tin illions, USS1

1970 1971 1972 1973 1974 1975 1976 1977 1978 1979 1980 1981 1982 1983 1984 1995 1996

EXPORTS, G&NFS 1,011 983 1,220 1,556 1,965 2,173 2,897 3,44B 4,060 4,678 5,747 4,678 4,795 4,050 4,60 5,017 6,469HERCHS.,F0S 776 742 959 1,236 1,455 1,712 2,214 2,674 3,219 3,515 4,296 3,397 3,292 3,147 3,623 3,986 5,468
NFS I/ 235 241 261 320 410 461 603 774 841 1,163 1,451 1,281 1,503 903 993 1,131 I,001

IlRRTS, 6&FS 1,147 1,297 1,260 1,453 2,132 2,085 2,366 2,832 3,502 4,013 5,612 6,352 1,202 6,309 5,998 5,467 5,591
IERCHS.,FJO 796 894 843 976 1,502 1,415 1,654 1,969 2,552 2,978 4,283 4,730 5,359 4,464 4,027 3,642 3,464
NFS 11 s5l 403 417 477 630 670 712 863 950 1,035 1,329 1,622 1,844 1,945 1,871 1,125 2,121

RESOURCE BALANCE (136) (3141 (40) 103 (267) 99 451 616 559 665 135 (1,674) (2,4171 (2,2591 (1,292) (450) 878

MET FACT. INECOME (191) 1176) t196) (215) l193) (243) (313) (272) (301) (255) (196) (290) 163t) (731) 11,057) (1,235) (1,134)
RECEIPTS 19 11 10 26 67 61 71 72 132 267 494 647 510 280 121 104 134PAYNENTS 200 187 206 241 260 324 384 344 433 522 690 937 1,147 1,011 1,178 1,339 1,268

CURRET TRANSFERS 26 33 z3 35 55 48 S 46 73 102 165 242 169 164 299 464 774

CURRENT ACCOUNT BALANCE (291) 1457) (201) (77) 1405) (127) 189 390 330 512 104 (1,722) (2,885) (2,826) (2,050) 11,221) 519

NET DIRECT INWEST2IENT 40 40 18 23 36 33 14 43 66 103 51 228 337 514 561 729 673

NET DlSUIRSENETS 2V 176 125 233 267 180 263 112 I 74 572 768 1,054 930 973 1,215 1,141 1,631
PIS9URSENEITS 254 217 331 399 375 387 257 375 293 980 1,019 1,317 1,238 1,372 1,763 1,795 2,567
AN1RTItZATION 79 91 98 132 195 124 145 176 219 409 250 263 309 39 54 654 936

SHDRT TERN 4/ 102 152 (22) (70) 74 (190) (124) (249) 34 222 107 336 370 1395) 2390) 200 11,266)
SDR ALOCATION 21 17 18 0 0 0 0 0 0 24 24 24 0 0 0 0 0CAPITAL, N.E.I. 31 29) 121 137 59 32 109 442 284 156 179 256 294 509 (78) (620) (579) (90)

CHDNSE IN RESER9ES(--Increase) 41 (39) 2 1183) (202) 83 (88) (633) (667) (660) (1,611) (1,310) (214) 739 1,012 1,284 (271) (1,466)

Share of 6DP (in 2)

CURRENT ACC0UT BALANCE (4.0) (5.9) (2.3) (0.S) 13.4) (1.0) 1.2 2.0 1.4 1.8 0.3 14.7) (7.4) (7.3) (5.4) (3.6) 1.7
RET DIRECT INVESTNENT 0.6 0.5 0.2 0.2 0.3 0.3 0.1 0.2 0.3 0.4 0.2 0.6 0.9 1.3 1.5 2.1 2.2
RET DISBURSENENTS 2/ 2.4 1.6 2.7 2.6 1.5 2.0 0.7 1.0 0.3 2.0 2.3 2.9 2.4 2.5 3.2 3.4 5.3SNORT TERN 4/ 1.4 2.0 (0.3) (0.7) 0.6 21.5) 20.8) (1.3) 0.1 0.8 0.3 0.9 0.9 (1.0) (1.0) 0.6 (4.1)SOR ALLOCATION 0.3 0.2 0.2 0.0 0.0 0.0 0.0 0.0 0.0 0.1 0.1 0.2 0.0 0.0 0.0 0.0 0.0CAPITAL, N.E.I. 3/ (0.1) 1.6 1.6 0.6 0.3 0.8 2.9 1.5 0.7 0.6 0.8 0.8 1.3 (0.2) 21.6) (1.7) (0.3)CHAI6E IN RESERVES(--Increase) 41 (0.5) 0.0 (2.1) (2.0) 0.7 (0.7) t4.2) (3.4) 12.8) 25.8) (3.9) 20.6) 1.9 4.7 3.4 10.8) 24.7)

1/ Inludes freight, other transport, travel, F,wtroleuo transactions, other nfs
2/ IRD Debtor Reporting System for 1970-85; flission estieates for 1986.
3/ Includes non-guaranteed lending
4/ 1980-86: Staff estioates
Note: Exports and Imports are adjusted by Banco de la Republica and therefore may be different frou DANE data

SORMCE: Banco de la Republica, exlcuding debt from I0RD DRS system



Table 1.5 COLOhI8A: EXPORT STRUCTURE (1170-86) 11
(In millions, current pesos)

1970 1971 1972 1973 1974 1975 1976 1977 1978 1979 1910 1991 1982 19 1914 15 1996

Traditional Exports 10,346 10,211 13,500 19,316 21,243 29,249 47,094 66,766 86,774 99,523 146,146 116,561 141,118 180,558 280,900 433,888 706,390coffee 8,749 8,279 10,646 15,165 16,703 23,622 42,329 60,751 79,060 08,762 116,793 85,773 109,330 131,087 196,368 275,895 533,606
tther (mining, fuel) 1,597 1,932 2,854 4,151 4,540 5,627 4,765 6,015 7,714 10,761 29,355 30,708 31,788 49,471 84,532 157,993 252,784

Non-traditional Exports 4,359 5,241 8,098 11,751 17,763 25,637 29,60 35,636 43,778 55,706 75,930 01,634 65,344 82,M 110,601 160,990 280,213
non-coffee agricultural 2,760 ;,027 4,587 5,59 8,288 13,263 12,609 14,471 19,197 21,566 35,071 37,951 37,630 43,480 60,088 78,144 na
emafacturing 1,599 2,214 3,501 6,152 9,475 12,374 17,074 21,165 25,581 34,140j 40,859 43,693 47,714 39,507 50,513 92,846 na

TZ AL 14,705 15,452 21,588 31,067 39,006 54,886 76,777 192,402 130,552 155,229 222,078 198,195 226,462 263,545 391,501 594,878 1,066,603

AS PERCENT OF TOTAL EXPORTS

Traditional Exports 70.4 66.1 62.5 62.2 54.5 53.3 61.3 65.2 66.5 64.1 65.8 58.8 62.3 68.5 71.7 72.9 73.7coffee 59.5 53.6 49.3 48.8 42.8 43.0 55.1 59.3 60.6 57.2 52.6 43.3 48.3 49.7 50.2 46.4 50.0
other (mining, fuel) 10.9 12.5 13.2 13.4 11.6 10.3 6.2 5.9 5.9 6.9 13.2 15.5 14.0 18.8 21.6 26.6 23.7

Non-traditional Exports 29.6 33.9 37.5 37.8 45.5 46.7 39.7 34.8 33.5 35.9 34.2 41.2 37.7 31.5 28.3 27.1 26.3
non-coffee agricultural I.8 19.6 21.2 18.0 21.2 24.2 16.4 14.1 13.9 13.9 15.8 19.1 16.6 16.5 15.3 13.1 namanufacturing 10.9 14.3 16.2 19.8 24.3 22.5 22.2 20.7 19.6 22.0 18.4 22.0 21.1 15.0 12.9 13.9 na

TOTAL 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0

AS PERCENT OF 6DP, Icurr okt prices)

Traditional Exports 7.8 6.6 7.1 7.9 6.6 7.2 8.9 9.3 9.5 8.4 9.3 5.9 5.7 5.9 7.3 8.9 13.0
coffee 6.6 5.3 5.6 6.2 5.2 5.8 8.0 8.5 8.7 7.5 7.4 4.3 4.4 4.3 5.1 5.7 8.8
otber (bining, fuel) 1.2 1.2 1.5 1.7 1.4 1.4 0.9 0.8 0.8 0.9 1.9 1.6 1.3 1.6 2.2 3.2 4.2

Non-traditional Exports 3.3 3.4 4.3 4.8 5.5 6.3 5.6 5.0 4.8 4.7 4.8 4.1 3.4 2.7 2.9 3.3 4.6
non-coffee agriculture 2.1 1.9 2.4 2.3 2.6 3.3 2.4 2.0 2.0 1.8 2.2 1.9 1.5 1.4 2.6 1.6 an

anufacturing & otber 1.2 1.4 1.8 2.5 2.9 3.1 3.2 3.0 2.8 2.9 2.6 2.2 1.9 1.3 1.3 1.7 Oa

TOTAL 11.1 9.9 11.4 12.8 12.1 13.5 14.4 14.3 14.4 13.1 14.1 10.0 9.1 8.6 10.2 12.2 17.7

1/ Adjusted exports

SlCE: DANE: Cuentas Nacionales 1970-85. 8anco De La Republica: balance of Payments, 1986



Table 1.6 CMLINIA: E1TENAL DDBT (1970-86)
(la milliens, 09)

1970 1971 1972 1973 1974 1975 1976 1977 197 1979 1930 1981 1982 1I3 1994 1995 1996

TOAL "RICA (PPs) DMD By SOURC I/ 1,299 1,439 1,679 1,957 2,144 2,377 2,476 2,697 2,907 3,379 4,064 5,073 5,937 6,835 9,09 9,441 11,752

OFFICIAL 1,114 1,224 1,356 1,517 1,633 1,736 1,901 1,630 2,006 2,147 2,363 2,625 3,014 3,502 4,057 5,256 6,599
N3LTILATERAL 447 495 566 636 716 797 956 938 1,020 1,142 1,350 1,596 14,980 2,155 2,572 3,24 4,348

1391 354 390 453 505 562 634 672 716 752 93n 991 1,165 1,346 1,511 1,916 2,23 2,564
11)9 74 95 92 109 132 140 159 190 235 270 326 400 479 594 709 96 1,8666

BILATEAL 667 72? 790 98t 921 939 945 942 996 1,005 1,038 1,029 1,134 1,347 1,496 1,916 2,251

PRIVATE 194 215 322 440 506 641 676 916 801 1,232 1,696 2,448 2,972 3,393 4,033 4,196 !, 153
FINANIAL INSTITUTIONS 39 69 165 230 298 401 410 543 534 993 1,449 2,192 2,670 3,061 3,473 3,564 4,443
SUPPIERS CREDITS 102 109 123 132 147 173 202 214 212 209 211 224 230 302 512 573 404

OTHER 2/ 63 59 56 100 94 91 90 91 99 75 69 63 77 70 94 92 226

TOTAL PRIVATE CUSP) DOD 31 293 351 401 372 319 375 402 390 359 460 525 902 1,216 1,249 1,437 1,567 1,640

TOTAL DOD--NEIUN AND LONG-TERN 1,582 1,790 2,079 2,329 2,462 2,752 2,979 3,087 3,166 3,839 4,609 5,975 7,202 9,133 9,527 11,008 13,392

DOD--SNORT TERN NA NA NA NA NA NA NA NA NA NA 2,337 2,774 3,127 3,2!0 2,738 2,926 1,597

PUBLIC NA NA NA NA NA NA NA NA NA NA 1,114 1,114 1,237 1,391 1,059 1,610 NA
PRIVATE NA NA NA NA NA NA 614 556 701 1,145 1,479 1,660 1,P47 1,969 1,910 1,460 NA
UNREGISTERED test) 0 0 0 0 0 0 0 0 0 0 0 0 0 0 231 231 NA

TOTAL DOD NA NA NA NA NA NA NA NA NA NA 6,946 9,749 10,329 11,393 12.265 13,834 14,99

aTnd;b Publily Garante.DDet Ousa ng and Disbursed
2/ Other reflects exchange rate adjustoets.
31 NOPmNon-guaranteed private

SOURM: lBRD Debt Reporting Systes for 1970-85. fission esteates for 1996.
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Table 1.7 COL4MBIA: HEDIUM-'TWM PROSPECTS, a/ BALANCE OF PAYMENTS
(in millions, US$)

Average
1987 1988 1989 1990 1987-90 1991-95

Exports, GNFS 6,096 7,001 7,574 8,304 7,241 10,516
Merchandise, f.o.b.., 5,048 5,912 6,437 7,113 6,128 8,980
NFS 19048 1,089 1,137 1,191 1,116 1,536

Imports, GNFS 6,245 6,843 7,279 7,808 7,043 10,125
Merchandise, f.o.b.Ž/ 4,001 4,377 4,667 5,101 4,536 6,975
NFS 2,244 2,466 2,612 2,707 2,507 3,151

Resource Balance -149 157 296 496 201 391

Net Factor Income, of which -1,201 -1,379 -1,476 -1,587 -1,412 -1,737
Interest Paymentsc/ -1,396 -1,556 -1,653 -1,703 -1,501 -1,856

Net Current Tiansfers 439 450 400 400 439 575

Current Account Balance -851 -772 -781 -692 -772 -771

i/ M'ost likely scenario.
b/ Based on price projections as of April 1987.
ci Based on the ItED's Dabtor Reporting System information, and data from the Banco

de la RepubLica for 1986, as c. April 1987.



Table 2.1: COLONDIA: INDICATORS FOR HONITORING CUUlETITIVE)-riS
(Index 1775:100)

Yearly Aver.qe ----- r----------- - 1----brtirly Aerage
1970- 1976- 1981- 1993- 985 198 barters 1995 Warters 196

ISICATORS 1974 1975 1980 1982 1984 1 11 III IV 1 11 III IV

Real Exchange Rate 96.2 100.0 86.2 78.6 76.7 90.6 108.5 80.9 86.8 93.7 102.4 104.6 106.1 110.5 112.7
(Trade Ueighted Curr. Baket)

Tradedlol-Traded q6.4 100.0 95.3 71.7 73.2 82.6 96.1 79.9 79.2 81.3 90.4 103.5 98.4 92.8 90.1

Nba-Cof4ee Traded/lNm-Traded 99.6 100.0 83.3 69.6 71.0 74.6 73.7 74.6 71.9 74.3 78.0 77.0 71.4 71.9 74.5

Non-Coffee Exprrts/lon-Traded 83.4 100.0 88.2 70.7 73.1 71.7 6ii.3 73.6 68.2 70.7 74.3 71.7 62.4 63.2 69.3

WuE.Experts/Ibn-Tt .ied 114.4 100.0 90.0 75.6 73.5 73.4 94.5 71.4 70.4 73.4 80.7 86.4 87.9 98.9 106.2

Agref+ Indexl3ther Index 9.o 100.0 97.7 87.2 85.7 94.9 nB

AgrtNfg/93P (current 46.3 47.1 45.1 40.2 39.6 38.9 ea

SIORCE: Banco de la Repubica
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Table 2.2 COLOMBIA: IMPORT INDICATORS

BR Foreign Balance of INCOMEX INCOMEX
Data Source Exchange Outflows Payments Registros Budget.

1984 3026 4027 3982 3500

1985 2252 3642 4689 3310

1986 2809 3464 4873 4140 I/
(1987) (4290)Z/

1/ Annual foreign exchange budget for 1986, as of April 16, 1986.
2/ Annual foreign exchange budget for 1987, as of June 1987.

SOURCE: Banco de la Republica and INCOMEX
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Table 2.3 COLOMBIA: TtIE IMPORT LICENCE REGIME

Regime Year 1979 1980 1981 1982 1983 1984 1985 1986 June 1987

Number of Licences

Free 3,186 3,276 1,814 1,287 340 23 1,359 1,826 1,900

Previous 1,592 1,502 3,180 3,716 4,671 4,160 3,602 3,160 3,086

Prohibited 0 0 0 0 0 828 69 56 56

TOTAL 4,778 4,778 4,994 5,003 5,011 5,011 5,030 5,042 5,042

As % of Total Licences

Free 66.7 68e6 36.3 25.7 6.8 0.5 27,0 36.2 37.7

Previous 33.3 31.4 63.7 74.3 93.2 83.0 71.6 62.7 61.2

Prohibited 0.0 0.0 0.0 0.0 0.0 16.5 1.4 1.1 1.1

Total 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0



Table 2.4: LARGEST TWENTY IMPORTS INTO NORTH AMERICA FROM DEVELOPING COUNTRIES (1985)
------------------- _.---------------------------------------__---------------__---------------------------

1980 1985

COMMODITY SITC CODE 1/ VALUE % VALUE *

CRUDE PETROLEUM PRODUCTS 331 36,652,840 35.2 24,510,667 18.9
CLOTHING, NOT OF FUR 61t 6,219,188 6.0 13,319,564 10.3
PETROLEUM PRODUCTS 33;. 10,848,692 10.4 11,410,831 8.8
TELECOMMUNICATION EQUIPMENT 724 3,015,885 2.9 5,882,862 4.5
ELECTRICAL MACHINERY 729 3,323,474 3.2 5,452,878 4.2
FOOTWEAR 851 2,064,167 2.0 4,513,963 3.5
COFFEE 71 4,475,991 4.3 3,583,957 2.8
OFFICE MACHINES 714 610,059 0.6 3,341,396 2.6
TOYS, SPORTING GOODS, ETC 894 1,466,022 1.4 3,065,956 2.4
PEARL, PRECIOUS/SEMI PRECIOUS STONE 667 1,842,221 1.8 2,079,569 1.6
FRESH FRUIT, FRESH & DRY NUTS 51 1,141,086 1.1 2,003,615 1.5
SPECIAL TRANSACTION 931 1,122,478 1.1 1,847,942 1.4
ELECTIC POWER MACHINERY SWITCHGEAR 722 703,384 0.7 1,845,258 1.4
FISH, FRESH AND SIMPLY PRESERVED 31 1,261,430 1.2 1,764,975 1.4
SUGAR AND HONEY 61 2,208,304 2.1 1,116,585 0.9
SILVER, PLATINUM ETC 681 1,298,938 1.2 973,376 u.8
RUBBER, CRUDE, SYNTHETIC 231 978,069 0.9 865,116 0.7
NONFERROUS BASE METAL, ORE CONCENTRATE 283 1,319,703 1.3 602,436 0.5
PLASTIC MATERIALS, ETC 581 94,453 0.1 411,077 0.3
ROAD VEHICLES, NON-MOTOR 733 125,009 0.1 406,271 0.3

TOTAL-ALL COMMODITIES 104,228,680 100.0 129,401,385 100.0
_______________________________________________________________________________________________________________________

1/ Standard International Trade Classification

SOURCE: World Bank Trade System



Table 2.5: LARGEST 20 IMPORTS INTO THE EEC FROM DEVELOPING COUNTRIES (1985)
------------------------------------------------------------ __-------------

1980 1985

COMMODITY SITC CODE 1/ VALUE % VALUE *
-------------------------------------------------------------------- __-------__-------------------------

CRUDE PETROLEUM PRODUCTS 331 35,661,794 30.4 26,986,561 26.5
CLOTHING, NOT OF FUR 841 7,430,464 6.3 7,277,435 7.1
PETROLEUM PRODUCTS 332 6,470,584 5.5 5,779,759 5.7
COFFEE 71 5,050,124 4.3 4,433,368 4.3
GAS, NATURAL & MFG 341 451,610 0.4 2,825,563 2.8
FRUIT (FRESH) & NUTS(DRY) 51 2,711,096 2.3 2,387,059 2.3
ANIMAL FEEDING STUFF 81 2,487,384 2.1 2,324,293 2.3
ELECTRICAL MACHINERY 729 1,174,413 1.0 1,896,518 1.9
COPPER 682 3,033,597 2.6 1,887,562 1.9
COCOA 72 2,007.186 1.7 1,732,859 1.7
IRON ORE CONCENTRATE 281 1,730,696 1.5 1,551,442 1.5
PEARL, PRECIOUS & SEMI PRECIOUS 667 1,865,953 1.6 1,373,807 1.3
NONFERROUS BASE METAL, ORE CONCENTRATE 283 1,867,538 1.6 1,353,935 1.3
OFFICE MACHINES 714 30Q,012 0.3 1,250,240 1.2
TELECOMMUNICATION EQUIPMENT 724 1,443,361 1.2 1,196,560 1.2
OIL SEEDS, NUTS, KERNELS 221 946,906 O.B 1,180,500 1.2
TEXTILE YARN & THREAD 651 1,115,349 1.0 1,174,016 1.2
FRESH VEGETABLE, PRESERVED 54 1,425,558 1.2 1,069,356 1.0
FOOTWEAR 851 943,856 0.8 999,012 1.0
FRUIT PRESERVE, PREPARED 53 85C),810 0.7 984,581 1.0

TOTAL-ALL COMMODITIES 117,381,901 100.0 101,952,577 100.0

1/ Standard International Trade Classification

SOURCE: World Bank Trade System



Table 2.6: LARGEST 20 IMPORIS INTO JAPAN FROM DEVELOPING COUNTRIES (1985)

1960 1985

COMMODITY SITC CODE 1/ VALUE VALUE %

'CRUDE PETROLEUM PRODUCTS 331 17,968,888 37.9 10,052,442 24.2
GAS, NATURAL & MFG 341 2,436,805 5.1 5,327,865 12.8
PETROLEUM PRODUCTS 332 2,912,931 6.1 2,958,830 7.1
FISH, FRESH, SIMPLY PRESERVED 31 1,684,907 3.6 2,314,433 5.6
IRON ORE CONCENTRATE 281 1,921,303 4.1 1,704,472 4.1
WOOD ROUGH 242 2,970,287 6.3 1,359,461 3.3
NONFERROUS BASE METAL 283 2,113,919 4.5 1,211,909 2.9
CLOTHING, NOT OF FUR 841 783,837 1.7 1,026,585 2.5
COFFEE 71 689,969 1.5 704,020 1.7
SPECIAL TRANSACTIONS 931 475,729 1.0 606,603 1.5
COPPER 682 646,858 1.4 518,819 1.2
ALUMINUM 684 393,897 0.8 511,325 1.2
TEXTILE YARN & THREAD 651 321,006 0.7 469,894 1.1
PEARL, PREC/SEMIPRECIOUS 667 477,338 1.0 451,130 1.1
RUBBER, CRUDE SYNTHETIC 231 656,427 1.4 443,819 1.1
COAL, COKE BRIQUETTES 321 175,226 0.4 430,017 1.0
PIG IRON, ETC 671 288,591 0.6 426,851 1.0
ORGANIC CHEMICALS 512 301,332 0.6 411,240 1.0
MEAT,FRESH,CHILLED,FROZ 11 184,908 0.4 388,459 0.9
ELECTRIC MACHINERY 729 325,374 0.7 381,736 0.9

TOTAL--ALL COMMODITIES 47,391,139 100.0 41,608,231 100.0
------------------------------------------------------------

__---------------__----------------------------------------

1/ Standard International Trade Classification

SOURCE: World Bank Trade System



Table 3.1: EMPLOYMENT BY SECrORS
(in thousands of persons)

Employment - Urban Zone Employment - Rural Sector Unemployment Rate

Private Formal
Other Other

Of Which Total Modern Rural
Total Total Total Manufac. Public Informal Total Agric. Tradit.

Year Employment (Urban) Formal Total Industry Construc. r Formal Sector (Rural) Coffee Products Products Urban Sector

1958 4417 1995 1464 1319 236 214 838 144 531 2422 349 505 156 u.a.
1959 4511 2059 1504 1351 248 235 867 152 555 2451 356 592 150, n.a.
1960 4617 2137 1556 1394 254 218 922 161 580 2480 366 601 1511 7.0
1961 4725 2215 1607 1446 262 244 940 160 607 2510 338 592 1579 7.8
1962 4834 2294 1659 1468 2;7 257 932 190 635 2539 332 631 1572 8.7
1963 4942 2373 1708 1511 280 230 1000 197 664 2569 323 590 1655 9.7
1964 5094 2494 1799 1600 285 229 1086 199 695 2600 321 640 1638 9.2
1965 5222 2600 1895 1683 294 219 1169 211 705 2622 317 702 1602 10.3
1966 5361 2718 1969 1747 299 243 1204 222 748 2643 314 731 1598 11.0
1967 5483 2820 2032 1792 293 278 1220 239 787 2663 310 699 1653 12.3
1968 5662 2977 2144 1872 302 286 1283 271 833 2684 309 704 1670 11.9
1969 5870 3165 2284 1989 326 296 1365 295 880 2705 306 749 1649 10.7
1970 6062 3340 2410 207' 347 288 1442 331 930 2722 310 748 1663 9.9
1971 6219 3483 2510 2159 354 282 1523 350 973 2736 307 712 1716 10.2
1972 6415 3666 2561 2161 383 271 1506 400 1105 2748 306 755 1686 9.4
1973 6477 3720 2640 2235 423 290 1522 405 1079 2757 380 775 1601 11.8
1974 6656 3866 2771 2342 447 308 1586 429 1095 2789 376 844 1568 11.6
1975 6958 4136 2865 2404 456 280 1666 460 1271 2821 373 916 1531 11.2
1976 7285 4432 3132 2591 469 293 1828 541 1299 2852 414 906 1531 10.4
1977 7551 4667 3339 2778 487 308 1982 560 1328 2883 410 984 1488 9.6
1978 7904 4992 3643 3061 500 32D 2239 582 1348 2912 406 991 1514 8.1
1979 8188 5246 3822 3215 516 318 2379 607 1423 2941 401 891 1647 9.1
1980 8540 5570 3968 3330 516 361 2453 637 1602 2969 397 905 1665 10.0
1981 8666 5671 4052 3401 501 384 2515 651 1618 2995 335 922 1737 8.7
1982 8925 5904 4169 3503 489 406 2607 665 1735 3021 332 822 1866 9.3
1983 9084 6039 4202 3486 472 403 2611 716 1836 3044 329 759 1956 11.0
1984 9370 6303 4325 3539 501 400 2637 785 197J 3067 325 778 1963 13.2

Source: Presidential Employment Mission estimates.



Table 3.2: SALARIES/WAGES BY SECTOR

(1984 Colombian Pesos)

Urban Zone Rural Zone

Wage Earners

Real Private Sector Informal Minimum Tradi-
Average Public Sector Urban Modern tional

Year Salary Manufac. Construc. Other Sector (Self-employed) Wage Agric. Agric.

1958 83.3 238.0 162.1 160.7 414.3 129.7 99.9 109.5 60.8
1959 81.4 255.7 16,.5 126.7 422.6 133.2 93.3 112.4 67.4
1960 93.0 271.3 169.4 169.3 439.6 135.5 86.3 116.7 69.7
1961 99.3 279.8 172.2 187.8 511.4 137.8 79.8 121.2 73.4
1962 107.0 303.3 177.1 209.8 467.8 141.7 121.4 124.0 76.6
1963 110.3 327.5 237.1 199.0 497.0 189.6 164.2 129.4 80.8
1964 106.7 327.4 210.2 187.0 474.1 168.1 140.6 125.4 83.2
1965 110.2 333.5 199.6 186.0 459.3 159.6 129.0 132.5 79.0
1966 111.9 336.5 179.6 196.9 480.6 143.6 112.1 123.4 83.4
1967 115.3 363.6 170.8 212.0 465.9 136.6 103.0 124.2 76.9
1968 117.4 360.9 162.6 226.1 429.0 130.1 94.8 118.2 72.9
1969 124.9 375.4 155.5 238.1 435.6 124.4 108.1 122.4 84.8
1970 129.3 388.4 153.1 244.9 439.6 122.5 98.1 118.6 78.2
1971 136.0 397.8 150.2 258.2 476.8 117.1 88.7 114.2 84.2
1972 140.4 402.2 133.2 281.7 443.0 131.9 94.5 119.5 89.2
1973 142.9 374.6 130.2 280.8 436.8 118.4 83.0 123.0 88.3
1974 144.6 366.1 132.3 278.1 419.4 109.8 100.8 124.6 84.1
1975 143.9 368.1 135.8 279.3 401.1 122.2 102.4 125.6 81.6
1976 141.2 370.7 123.9 266.4 339.1 120.1 92.7 125.7 77.6
1977 141.8 364.6 121.4 248.2 325.6 94.7 100.4 144.3 79.8
1978 157.4 414.8 139.9 255.6 372.9 111.9 112.5 164.4 87.8
1979 165.0 427.5 154.4 276.4 389.8 132.8 125.5 166.3 93.6
1980 167.4 434.0 162.6 287.0 411.2 142.8 131.8 163.2 94.5
1981 173.5 465.1 175.0 302.3 437.3 175.8 136.2 162.0 101.)
1982 171.4 498.4 178.8 300.8 450.1 173.1 140.9 146.9 102.8
1983 171.8 523.6 181.9 305.4 448.4 166.6 148.5 142.6 104.2
1984 171.2 548.3 189.0 296.9 452.4 151.6 154.3 139.9 109.6

Source: CCRP calculations.



Table 4.1 COLON1i SlA BOV OF EITERUAL DEST, 1970-66

1970 1971 1972 1973 1974 1975 1976 1977 1918 1979 198 1981 1912 191 1994 1985 1916

TOTAL PUBLIC DOD (PPS1 BY SOUBC 11 10.8 16.6 16. 6 9.5 10.9 4.2 8.9 4.1 20.4 20.9 24.2 18.0 15.0 17.5 16.7 24.5

OFFICIAL 9.8 10.8 11.9 7.9 6.0 3.7 4.4 6.7 7.0 21.2 9.9 14.9 16.2 15.9 29.5 25.6
NIATILATER*L 10.0 14.3 12.3 12.6 11.3 7.4 9.6 9.9 12.0 18.2 19.2 17.9 14.6 19.3 26.2 34.0
BILATERAl 9.2 9.4 11.6 4.6 1.9 0.6 -0.3 4.7 1.9 3.3 -0.8 10.2 19.3 10.3 29.0 27.5

PRIVATE (PU8LIC,'PIlIC-9UARANTEED) 16.8 49.7 36.5 15.0 26.8 5.4 20.9 -1.9 53.8 37.7 44.3 21.4 13.8 19.2 3.8 23.1

TOTAL PRIVATE (NMW) DOD 2/ 24.0 14.2 -7.2 -14.5 17.9 7.4 -3.0 -8.0 28.1 14.2 72.7 34.7 2.7 25.1 9.0 4.7

TOTAL DO--l&T PiSfrslii) 13.2 16.1 12.0 5.7 11.9 4.6 7.2 2.6 21.2 20.2 29.6 20.5 12.9 17.1 15.5 21.7

DOD--SHOR TERN na na na na na na na Da na 3.3 29.7 12.7 4.3 -16.0 3.2 -43.5

TOTAL DOD Oa na Oac Oa na na sia Oac sia a, 26.0 19.1 10. 7.6 12.9 9.3

SHAE IN GDP (in TI

TOTAL PUBLIC DOD (PPB) BY SMURCE I/ 29.0 29.5 19.5 19.2 18.0 19.3 16.3 13.8 12.1 12.1 12.2 13.9 25.4 17.9 21.2 27.7 38.0

OFFICIAL 25.4 15.9 15.7 14.9 13.9 13.4 21.9 9.7 9.6 7.7 7.2 7.2 7.7 9.0 10.6 15.4 21.3
NMLTILATERAL 6.2 6.4 6.6 6.2 6.0 6.1 5.6 4.8 4.4 4.1 4.0 4.4 4.9 5.6 6.7 9.5 14.1
BILATERAL 9.2 9.4 9.2 8.6 7.7 7.2 6.2 4 9 4.2 3.6 3.1 2.9 2.9 3.5 3.9 5.6 7.3

PRIYATE (PUJBLIC/PUJBLIC-GIUARANTEED) 2.5 2.9 3.7 4.3 4.3 4.9 4.4 4.2 3.4 4.4 S. 1 6.7 7.6 9.7 20.5 12.3 16.7

TOTAL PRIVATE (NIP) DOD 2/ 3.9 4,5 4.7 3.6 2.7 2.9 2.6 2.0 1.5 1.6 1.6 2.5 3.1 3.2 3.8 4.6 5.3

TOTAL DOD--M&LT (PPS.NGP) 22.9 23.1 24.1 22.B 20,7 21.2 18.9 15.9 13.6 13.7 13.9 16.4 19.5 21.0 24.9 32.3 43.3

DOD--SHORT TERM Oa sia ea na Oa ea "ia na "a nia 7.0 7.6 8.0 8.4 7.2 9.3 5.2

public na na "sa "a Oa sic Da na as na 3.3 3.1 3.2 3.6 2.9 4.7 ad
private Oa cia ns na na na 4.0 2.9 3.0 4.1 4.4 4.6 4.8 4.9 4.7 4.3 nta
unregistered (est) 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.6 0.7 sia

TOTAL DOD na na na nia na na isa Oa na na 20.9 24.0 26.5 29.4 32.1 40.6 48.5

~~En0RAmO2m ITEM: US Banks Pri-e-Loan-Rat- 7-.91 --- 5-.7-2--- 5-.-25 9----.0-2 10.90- 7.96 - 6.94 ----6-.92 9.6 1.6-52-1.7 1.9-079 1.4 9.3-3

LIBOR (six-month rate) 9.91 7.11 6.00 9.40 10.94 7.75 6.12 6.29 9.08 11.90 23.92 26.69 13.60 9.92 11.29 8.64 6.900

I/ PPS.'Public aed Publicly Guaranteed. MD-DDebt Outstanding and Disbursed
2) 10sPon-quaranteed private

SOUCE: LORD Debt Reporting Systea for 1970-95. Mission estisates f or 1986.
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Table 4.2 COW49IA% C0NSOLIDTED ACCOUNTS OF NATVONAL NON,-FINADIAL PUBLIC ENTERFRISES
(as percent of GDP)

1977 1978 1979 1980 1981 1982 1983 1984 1985 1986

Total Revenue 1.34 1.51 2.24 3.13 2.18 2.44 1.93 3.67 4.43 3.89

Current Rsvenue 1.12 1.12 1.55 1.95 0.86 1.48 1.17 2.91 2.77 2.93

Ieratlng Surplus 0.81 0.76 0.43 0.56 0.71 1.26 0.78 2.08 2.07 2.41

OpsratIng Surplus-ross 5.31 4.93 5.74 6.36 7.01 7.35 7.71 8.50 8.33 8.14
Personal Services 0.95 1.08 1.12 1.23 1.24 1.23 1.17 1.66 1,15 1.36
Gods and Servlces 0.17 0.21 0,39 0.41 0.36 0.28 0,39 0.64 0.77 1.03
Marketing Operatlons 3.37 2,88 3.79 4.16 4.70 4.58 5.37 4.12 4.35 3.33

Tax Inceme 0.04 0.02 0.02 0.02 0.02 0.02 0.02 0.00 0.04 0.00
Property Income 0.04 0.05 0.08 0,04 0.01 0.01 0.01 0.23 0.32 0,12
Current Transfers 0.10 0.14 0.72 1.29 0.14 0.05 0.22 0.38 0.11 0.26
Other 0.12 0.15 0.31 0.05 0.00 0.14 0.14 0.21 0.23 0.13

Cpital Revenue 0.22 0.40 0.68 1.18 1.31 0.96 0.75 0.76 1.65 0.96

Cpital Transfers 0.19 0.33 0.53 0.74 0.72 0.72 0.40 0.39 0.59 0.60
Other 0.03 0.07 0.16 0.44 0.60 0.25 0.35 0.37 1.07 0.36

Total Exp. & Not Lending 2.29 2.15 3,63 3.60 3.54 3.79 4.70 4.71 6.08 S.S4

Current Expenditure 0.95 0.97 1.01 1.39 1.10 1,12 1.30 1.28 1.79 2.57
Income Taxes 0.01 0.03 0.02 0.03 0.04 0.04 0.02 0.01 0.03 0.02
Interest 0.43 0.50 0.46 0.86 0.46 0.52 0.60 0.69 0.97 1.27

External 0.30 0.24 0.21 0.68 0.33 0.39 0.47 0.51 0.65 0.91
Internal 0.13 0.26 0.25 0.18 0.14 0.13 0.13 0.18 0.33 0.36

Other 0.23 0.23 0.45 0.40 0.44 0.31 0.50 0.41 0.55 0.53
Current Transfers 0.28 0.20 0.09 0.10 0.15 0.25 0.17 0.16 0-24 0.74

Capital ExpendIture 1.30 1.18 2.62 2,22 2.44 2.67 3.40 3.44 4.29 2,98
Fixed Cupltal formatIon 1.28 1.12 2.62 2.13 2.44 2.67 3.40 3.21 3.80 2,66
Other 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00
Capltal Transfers 0.01 0.07 0.00 0.09 0.00 0.00 0,00 0.14 0.48 0.32

bt Lending 0.04 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00 0.00

Current Surplus/Dsficlt 0.16 0.15 0.54 0.57 -0.23 0.36 -0.12 1.63 0.98 0.36

Excl. transfers 0.34 0.21 -0.09 -0.63 -0.22 0.56 -0.18 1.41 1.11 0;85

(verall Surplus/Deflcit -0.95 -0.64 -1,39 -0.47 -1.36 -1.35 -2.77 -1,04 -1.65 -1.65

Excl. trans & net lendlnq -0.92 -0.84 -2.55 -2.31 -2.06 -1.87 -3.23 -1.52 -1.62 -1.45

Source: CarriaDsa, M., and Osplna, J., op. clt.
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Table 4.3 COLOMBIA: NET DOMESTIC CREDIT TO THE PRIVATE AND PUBLIC
SECTORS, 1973-1985

(millions of Col$, Year-end figures)

Private Sector Public Sector
Col$ % of Total Col$ % of Total Total

(1) (2) (3) (4) (5) (6)

1973 42,881 88.1 5,800 11.9 48,681
1974 62,498 87.7 8,770 12.3 71,268
1975 71,106 86.8 10,772 13.2 81,878
1976 74,949 83.4 14,930 16.6 89,879
1977 73,861 79e3 19,240 20.7 93,101
1978 90,664 86.3 14,419 13.7 105,083
1979 93,715 108.5 -7,330 -8.5 86,385
1980 138,915 114.4 -17,528 -14.4 121,387
1981 212,411 106.0 -11,946 -6.0 200,465
1982 253,788 83.2 51,095 16.8 304,883
1983 418,866 80.3 102,464 19.7 521,330
1984 500,341 64.8 271*749 35.2 772,090
1985 563,570 67.6 270,580 32.4 834,150

Source: IME: International Financial Statistics, various issues.
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Table 4.4 COLOMBIA: NOMINAL AND REAL CDT INTEREST RATES
1972-1986, (%)

CDT Nominal Rates Inflation Rate Real Interest Rate (ex-p.)
UPAC Commercial Banks GDP Deflator UPAC Commercial Banks

20.8 5.2 13.0 6.9 -6.9
26.8 5.2 20.2 5e5 -12.5
27.7 16.7 25.4 1.8 -6.9
25.7 28.1 22.8 2.4 4.3
23.5 28.1 25.5 -1.6 2.1
23.9 28.1 29.1 -4.0 -0.8
22.1 26.5 17.1 4.3 8.0
25.7 26.6 24.0 1.4 2.1
26.6 30.2 27.6 -0.8 2.0
28.3 37.3 22.8 4.5 11.8
28.6 37.9 24.8 3.0 10.5
28.0 33.7 20.4 6X3 11.0
26.5 34,7 22.2 3.5 10.2
30.2 35.3 23.2 5.6 9.8
25.2 31.2 24.0 1.0 5.8

Source: Banco de la Republica.


