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ABSTRACT
A CRISIS IN THE CONDITIONS OF INDUSTRIAL ACCUMULATION:
THE STAGNATION OF COLOMBIAN MANUFACTURING: 1974-198Z.

Ricardo Chica-Avella

The dissertation provides -an explanation of the stagnation of
Colombian manufacturing in terms of the deterioration of the
conditions of industrial accumulation. The analysis focuses, in
accordance with a Post Keynesian Structuralist framework, on the
contribution of financial, demand and profitability factors. A survey
of the theoretical mechanisms at work in each of these aspects of the
conditions of industrial accumulation is presented at the beginning
of each of the corresponding chapters. The analysis begins with an
econometriec investigation of a flexible accelerator and profita-
. finance model of investment. Econometric estimates of the structures
in which those factors operate are also presented as part of their
analyses.

The deterioration of financial conditions is shown to be the result
of the combination of financial reform, the stabilization policy which
followed Colombia’s coffee export boom, and the resulting financial
distortions. The analysis then concentrates on the deterioration of
the conditions of demand and profitability. The former is explained
by the inability of domestic demand to compensate for the reversal of
the import substitution process, and the decline of manufactured
exports. The deterioration of profitability is shown to be the result
of a squeeze of firms pricing mark-ups and a stagnation of
productivity growth.

The crisis of industrial accumulation is explained by a combination
of conjunctural and structural factors related to the evolution of the
Colombian economy, and to the economic policy implemented during the
period. Some of these factors operated through demand mechanisms and
some through supply mechanisms. On the demand side, a succession of
conjunctural elements, including the deterioration of the real
consumption wage, the poor export performance linked to the external
crises, the Dutch disease syndrome, and the liberalization of
imports, compounded structural factors. These comprise the exhaustion
of the Import Substitution strategy, and the narrowness of the
internal market arising from highly unegqual income distribution and
the stagnation - of agricultural supply. On the supply side the
conjunctural factors consist of cost inflationary pressures, and the
financial crisis of the beginning of the eighties. The structural
factors are the stagnation of productivity and the consequent erosion
of competitiveness, as well as the lack of financial resources implied
by the financial adjustments of the seventies.

The dissertation concludes that a succession of conjunctural exogenous
demand factors were at work  in the context of @ a structural
deterioration of productivity growth due to endogenous supply factors.
This interaction of demand and supply factors is further emphasized
as the deterioration of productivity growth is traced back to a lack
of innovative investment related to the stagnation of demand.
Similarly, it is argued that the competitive weakness of the
manufacturing sector revealed the inability of the entrepreneurs to
adjust to the new regquirements posed by the neoliberal policy, and the
new macroeconomic and external conditions. '
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A substantial part of this dissertation is devoted to summarizing
and reviewing theoretical literature relevant to the analysis of
a crisis in the conditions of industrial accumulation in a
developing economy. In this respect the author s éontribution is
twofold. First, various analytical pieces are integrated in a
framework providing an analytical foundation for the Neo-
structuralist approach adopted for the analyesis of the problem.
Second, original formal illustrations of elements of the argument
are introduced in sections 2.1. oﬁ-the disequilibriumrmodel of
investment and 4.1. on the determinants of profitability, and in
Appendixes A.3.1., A.3.2., A.4.1., and A.4.2.
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1. INTRODUCTION

The two sections of this chapter provide background for the
“analysis of the crisis in industrial accumulation of following
chapters. The first section provides the context in terms of the
evolution of the Colombian economy and the manufactﬁring sector.

.The second introduces the structure of the analysis.

1.1. THE,INDUSTRIAL CRISIS AND ITS CONTEXT
1.1.1. THE BACKGROUND

1.1.1.1. The evolution of the Colombian economy and the

manufacturing sector.

In the postwar period the Colombian economy grew at an annual
rate of 4.8%, accompanied by the usual structural'change whereby
the share of the agricultural ' sector in GDP vis-a-vis
manufacturing and services decreaeedi in the typical way (see
Table 1.1-1). Fluctuations in this process have been  largely
determined by the demand and foreign exchange impact of an
external cycle characterized by the dependence of import capacity
on coffee priées. The cycle of the Colombian development has been
largely determined by fluctuationa in the exﬁernal sector and
subsequent policy responses. Thus, the evolution of the economic
situation and accompanying phases in economic policy, providing
the context for cycles of industrial growth, were greatly
affected by movements in terms of trade 1/ (see Tables 1.1.-2
and 1.1.-3).

Three important phases are observed in Colombian industrial
development. (see Tables 1.1.-1 to 1.1.-4 and Charts 1.1.-1 to
1.1.-4): | '

1) 1900-1945: Pre-ISI (Import Substitution Industrialization)
including an initial ISI process under protection provided by the
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Great Depresasion and World War II 2/, 2} 1945-1974: ISI as an
objective of import control with a more industriaiiet conception
of development which shifted the emphasis to export promotibn
from 1967 onwards. 3) 1974-1987: Post-ISI including the critical
period up to 1882 on which our analysis of the crisis of
industrial accumulation focuses. We now focus on the phase of
industrial growth stémming from the systematic pursuit of an ISI
development strategy from 1945 to 1974. We consider the various
subperiodas in the context of fluctuastions in the external sector
and subsequent policy responses, and then briefly conaider the
Post-ISI period against this background.

During the 1945-1974 period of indﬁstrial expansion as,
industrial growth cloesely followed the external cycle: growth
accelerated during the postwar coffee boom, declined during the
external balance crisis from the middle fifties, and recovered
from the late sixties 4/ (see Table 1.1.-2 and Chart 1.1.-1).
More precisely, we have three subperiods:

1) 1945-1957. A process of industrial modernization, with
growth of manufacturing (at 8.4%) almost double that of aggregate
GDP, accompanied the upswing in coffee prices. Extraordinary
coffee revenues and reserves built up during the war provided
foreign exchange and generated demand which bolatered the
deepening of IS of consumer and intermediate goodé. The ISI
strategy emerged as import protection and theAchannelling of
credit ﬁo and state direct investment in manufacturing.
Meanwhile, the expansion of the internal market due to the rise
in income and employment increased its primecy as a source of
growth: for the period 1945-68 IS accounted for 23.6% of
manufacturing growth, domestic demand (DD) for 74% and exports
expansion (EX) for 2.4% (Berry & Thoumi. 1877).

2) 1957-1867. The 1importance of consumer durables and
intermediate and. capital goods in the process of ISI increased
after 1857 atimulated by the tight balance of payments situation
Within the strong inflow of foreign capital of this period,
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direct forelgn investment was concentrated in the most dynamic
18I sectors B/. The foreign exchange constraint resulting from
the fall in coffee prices from 1955_onwards implied a reduction
GDP growth which was more severe in the case of manufacturing.
The consequent economic policy emphasized the IS strategy (which
increasingly relied on import protection) 8/, and a
macroeconomic policy in which exchange and fiscal instruments
played a more important role in the adjustment process. The
aggravation of the "stop and go" nature of the policy by the end
of the period was accompanied by & lower average and more
volatile rate of growth.

3) 1967-1974. The shift to Export promotion was marked by a
policy package including a crawling peg exchange rate as well as
input importation, credit and other institutional facilities for
minor exports. The policy adopted by the Lleras Government (1966-
70) in order to face the critical balance of paymente situation
of the mid sixties included strict import controls, unification
of the exchange rate and the adoption of a crawling peg system
7/. As a result of devaluation and exports incentives, and the
bocm of the world economy, manufactﬁred.exporta grew considerably
8/, accounting for 12.3% of manufacturing growth in 1968-74.
Supported by an expanded import capacity GDP gfew at an annual
rate of 6.1% for this period ®/, with the rate of growth of
industrial production increasing substantially from the sixties
to the begining of the seventies. However, this was accompanied
by an acceleration of the inflation rate as a result of the
subataﬁtial fiscal deficit financed by foreign credit accumulated
by the Pastrana government (1970-74) and the inflation of the
world economy (Table 1.1.-9 and Charts 1.1.-2 and 1.1.-3).

The 1974-1987 ppst—ISI period of stagnation included the two
following subperiods: S 7 . .

1) 1974-1982. Both the rate of growth of GDP and of
manufacturing fell (to 4.24% and 3.18%, respectively) during this
period, while the structural transformation of the manufacturing
sector in terms of a shift of industrial product from light
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consumption (LC) to intermediate goods (1G), consumption durables
(CD), and capital goods (KG) was brought to a halt. The
necliberal wave questioned the very concept of development
strategy, ﬁeakeningAmost elements of the industrial policy: the
Andean pact and government direct investment 19/ lost priority;
-the availability .of credit on convenient terms was impaired by
financial reform; import protection was reduced thfough import
- liberalization and cuts in tariffs; tax incentives lost
. importance vis-a-vis exchange rate devaluation as an export
‘promotion device (Table A.1.2.). Priority given to short term
problems became the hallmark of the economic policy of the Lopez
government (1974-78) illustrated by two stabilization programsa.
Initially, financial reform was accompanied by fiscal adjustment
including tax reform and strict controls on public expenditure
(see Table 1.1.-4 and Chart 1.1.-3). Subsequgntly, when the sharp
increases in coffee prices greatly increased foreign exchange
earnings, an adjustment program reducing the raté of devaluation
and tightening monetary and credit controls, wasAimplemented to
compensate for the monetary expansion implied by the boom. In
turn, the Turbay government (1978-82) further liberalized
imports, mainly as an anti-inflationary device to compensate for
the impact of heavy public investment in infrastructure financed
with foreign credit. On balance then, the period of the foreign
exchange boom until the coffee price collapse in 1980 was a
period of poor economic performance, even though the foreign
exchange constraint was not binding. Economic policy failures
compounded by the world . crisis_'brought about phe acute
deterioration of the Colombian economy in the.1980—82 period
which included the worst domestic financial crisis since the

thirties 11/,

Zi 1982-1987.. - In response to  the ‘critical situation
the Betancourt governmenﬁ (1982-56) concentrated on the
financial and fiscal fronts through intervention in tﬁe

financial system and tax reform. As for public expsnditure
'andrthe external deficit, the initial focus of &policy

instruments on economic’ recovery was superseded bv  an
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TARLE. 1.1.40
MACROELORDKIC BALANCE

TOTAL INVESTRENT  20.23 9.4 18417 1.7 .48 14.9%  17.%% 18.7 8.2 14,13

TOTAL SAVING $.33 1029 18,18 1828 188 1007 5903 2LED 2048 10,77
EATERNAL SAVINE 396 643 RS B0 20 08T -L&T 285 -nib 1.4
BRLANCE

Frivate 1S-1}  -2.97 <350 048 LM 258 0.1 0.2 430 1.7 2.35
Public {1-6) . -0.% 242 243 <342 042 407 026 <45 033 -0.%3
External (H-13 390 6.3 195 001 280 -0.07  -L47 -85 205 -1.4

TOTAL INVESTHENT  19.07 20,82 2049 49,8%  18.96  19.04  18.00 20,10 1.8

TOTAL SEVING 19,38 is.7L 1598 1447 1590 R TR T 0% ) O L R 11
EITERHQ}.SQ?!NG i 3 R4 R 3.48 1.9 -4k 100 0.5

BALANCE : ‘
Private iS-1j PSS R 05 0 { B O & 1.9 1,35 4.8 3.8 .00
Peblic {1-63 -2, -1 Nl -697 0 -ETA 0 SRS -0070 -2.800 <150
External {M-31  -0.50 LM 5.4 S22 3.44 L B

1/ External Saving is taken froe Net Current Brount, DANE Mational Accounts.
SOURCE: Author’s catculations based on Natonal Accounts. DANE

TABLE 1.1.5.
TEST FOR STRUCTURAL CHANSE OF TRENDS

| fota!l © Invest-  Invect-
Produc- lavest- wsent sent
tion rent withoet  without
24-32 8-37-34
- OF{2,28) 3.8 .27 4,17 $.28
Growth
rate Average (I}
1958-1973 7.08 7.35 .36 .20
1973-1985 4.04 2.12 L3 208

SOURCE: Author’s calculations based
an Arnssl Manufacturing Survev
and International Trade Year Book, DANE.
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adjustment program to reduce the deficit 12/ (see Table 1.1.-4
and Chart 1.1.-3). A slight recovery took place from 1983 onwards
with the growth in manufacturing still falling short of the
moderate GDP growthl(see Chart 1.1.-2). Meanwhile, the recession
left an acute unemployment problem, and external disequilibrium

resulted in substantial foreign debt.
1.1.1.2. The context of the industrial crisis.

In order to consider the recent stagnation period in the context
of the fluctuations of the external sector and the subsequent
policy responses it is illuminating to relate it to the critical
pre-1967 period. As before the policy response to the balance of
payments situation strongly determined the implementation and
effect of industrial policy in these two episodes. The critical
situation of the middle sixties can not be understood in terms
of an IS exhaustion independent of the worsening of the foreign
exchange constraint, its effects on macropolicy, and the
resulting volatility in rates of devaluation and inflation.
Similarly, the neglect of the manufacturing sector evident in the
shift away erm industrial policy in the post~ISI 1974-87 period
was reinforéed by the stabilization efforts of this period.
Moreover, in acéordance with the necliberal-monetarist policies
in vogue, the conjunctural problems linked to new levels of
inflétion and the foreign exchange boom relegated the long term

development problems to a subsidiary position 13/.

Although the Colombian economy managed to avoid the serious
macroeccnomic disequilibrium and the accumulation of foreign debt
typical of Latin America, GDP growth both decreased and became
more unstable in the post-1974 period. The crisis of industrial
growth took place in .the course of ‘an' adjustment process of the -
Colombian economy which both preceded and followed the deep
recession of the early eighties. External factors combining to
impose this adjustment included the o0il shocks and world crises
of the seventies and early eighties, as well as the coffee and
illegal export‘ booms of the intermediacte period. Among the
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internal factors, various policy elements and the Dutch disease
syndrome contributed to break the link between fluctuations in
the external sector and the dynamism of capital accumulation in
manufacturing. The structural change in the manufacturing sector
considered in the next section took place in the context of the
adjustmeht process of the entire colombian economy in the 1974-87
stagnation period. Indeed, the manufacturing sector bore the
brunt of the adjustment, its position weekening vis-a-vis other

sectors 14/,

1.1.2. THE STAGNATION OF MANUFACTURING: 1974-87

The downturn in the growth of mahufacturing industry which took
place constituted a structural breakdown in its dynamic pattern.
We consider three aspects 6f the problem: first, a quantitative
illustration of this process in terms of the evolution of
manufacturing production (P) and investment in manufacturing (I)
; secondly, the deterioratioﬁ of the trade balance; thirdly, the
limited scope of post-1983 recovery.

1.1.2.1. The downturn.

After accelerating from 1958-67 to 1967-74, rates of growth of
P and I (net of sectors 26, 32 and 34 18/) fell in 1974-82, and
remained below their previocuse levels in 1982-87 (Table_l.l.—s
and Charts 1.1.-5, 1.1.-6). The following cyclical phases are
observed: expansion from 1958 to 1962, contraction from 1963 to
1967, expansion again from 1968 to 1873, further contraction from
1974 to 1982, and finally stagnation from 1982 to 87 18/, The
downturns in the last two phases were concentrated for P in
1974-75 and 1980-83, and for I in 1874-76 and 1982 and 1984. The
fact'thét the crisis 6f 1974-75 initiated a pericd of stagnation
for manufacturing 17/ is illustrated by the contrast between
the trends of ménufacturing production (P) and investment in
manufacturing (I) before 1973 and after 1974 18/; the
expansions of 1978-79 and 1986-87 failed to restore the previous
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trend (Table 1.1.-6). Regarding the evolution of the productive
structure, this stagnatibn implied the reversal of the tendency
for manufacturing to increase its share in GDP. This shows how
manufacturing lost its pqsifion as léading sector in economic

devélopment.

In the case of P the crisis was concentrated (see Table 1.1.-7)
in-the IG and KG sectors. Particularly severe falls took place
in the rate of growth of the textileé sector in 1974-82, .and
textiles, transport eéuipment, and instruments and miscellaneous
in 1978-82 18/, As for 1 .(see Table 1.1.-8) the crisis was
concentrated in the KG-and CD sectors, the most noticeable drops
taking place for textiles and non-electric machinery in both
1974-82 and 1978-82 29/, Therefore, the worst affected sectors
are textiles and metalmechanic in which, as we will see, the
increase in manufactured imports (M) and the fall in manufactured

exports (X) were also concentrated.
1.1.2.2. The deterioration of the trade balance

Related to the stagnétion of  industrial accumulation is the
: egbansion of M and the deteri@ration of X which manifested itself
in the worsening of the deficit in the trade balance during the
period 1974-82 (Table 1.1.-11). In this section we describe the
acceleration in M and the deterioration of X, while section 3.4.
analyses the relevant determinants and consequences. Section 4.4.
conslders the causes of thé collapse in the growth of
productivity which contributed to the decline in competitiveness

apparent in the worsening of the deficit in the trade balance.

Increases in the rate of growth of M from 1967-74 and 1974-82
were concentrated in 1978-82,:the greatest ekpansiéns in 1978 and
1580 (Table 1.1.-6.). At the subaggregate level, the rate of
growth of M of KG shows.the greatest increases 21/, Grgwth of
X, as opposed to M, increased from 1958-67 to 1967-74 and
decreased in 1974-82, falling most severely in 1974-75 and 1981-
82 (Table 1.1-6). At the subaggregate level, the worst falls in



10

TABLE 1.1.¢
INDUSTRIAL GROWTH
Thousand peses {19703

-
INOUSTRY . 16TAL INVESTRENT INVESTHENT : TRADE
FRCOUCTICN INVESTRENT WITHOUY 24-32 NITHOUT 26-37-34 IKPORTS EYPGRIS DEFIEIT
YEAR REAL AD- GRONTM  REAL  GRONTH  REAL  GRONTH  REAL  GRONTH  REAL  GRONTH  RERL  GROMIM  KEAL  GROWIM
JUSTED &/ RRTE (1) RATE {3} RATE {1} RATE {1} RRATE (Y} RATE {1} FATE (%)
1798 238670t 13359 1362.4 g 9120.¢ 24%.% 8%52.7
1959 26173841 1450 13LT - 2000 134 2.48  1241.% - R4 SRS 2.9 W8 543 9774 .
1940 DROTATSA 1108 13363 42,20 1914.5  43.44 18743 56497 119491 2348 8L 547 113802 DAL
1961 309 6,47 9T 8,30 20%8.1 7.5 WAT.G .71 11941.5 140 417.0 H5.BE 115144 127
1957 34855031 1198 3030 44,83 1827.7 -8R 1375 -.77 i2830. .77 7.7 190 MG 5.7
1963 J4BMO1D 15T 19326 -3b.28 1898.% 0,98 1814,6 -2.337 10789.4 M4 59,5 19,28 101%5.8  -15.%4
1964 37758451 §.33 M98 8,33 M2 .26 2005.0 16.49 12832.5  18.94 4914 1445 tMA01 1307
1965 39906730 T MY 8.27  1%.2 305 UL 6.17  9742.7  -24.08 1281 62.6% 8btb.6  -29.02
1968 427083435 702 3.4 <1002 2435, 10.%0 232 9.1 12855.0 31,94 1072.2 -4.7% 11781.8 W7
1947 A32833%0 1,58 3437 344 7885.0  17.63 2798.7 20,56 9490,  -28.47 10311 -3.8] 84} -2
1958 43504343 11,30 2209.3 . -3%.48  2137.0 -29.41  2040.%  -27.09 11061 14,53 16333 63.2F 93740 Q0.8
1959 - SE720447 8.43 40 3038 28i4.0 31,88 26988 3226 11MAR.0 4,40 19564 122 ¥¥92.7 2.2

1972 §7299% 7.45 8.3 38.44 a809, 56,37 43047 3.29 14000.0  -b.48  J6A3.4 35,84 103564 -17.%9

2
z
1979° $51Q1488 8.47 429 6.4 32282 147 27909 3.4 14010, 2131 T .2t 1R M.A
3 §
b 7
1373 TA40528% 1087 L3947 2.9 5063.9 9.9¢  4875.4  §3.26 18559.7  fL.H4 9% AL 10380.5 0,04
|
3

g
b
1971 £256832% 11,37 1AL 3.9 2947, -8.48  2008.3 . (.62 149664 6.82 23379 13,59 12678.7 5.86
1
3

1974 77558334 4.25 41764 -22.81  3S5.9 . -23.8%  3h40.9 -25.32 430834 iR B0Rs -3 122907 183
1975 7E751016  -1.04 0 A39%.0 .18 3701, -4.00 842,60 548 15612.7  -9.87 47017 646 108114 1098
1976 84913949 .45 42704 -2.79 N6 -1 33870 -1.B0 1732807 16,98 SA27.8 19.71 L1A9%.0
1977 @99534n¢ 7.07  A918.% 15,17 3R20.8 1.4 36964~ 9,17 18062.7 £.25 3TOA0 1.89 123184
1978 99178413 15,23 4064 9.97  4592.3 20,19 363 .00 228257 25.26 BE1S .47 14738.2

4

3

7

(=]
O~ - 0 e A owh oo =)
- = a = e
‘M
T -

PR PRI

1379 1077738 g.i6 W92, -0.26 AL 2.37 4548.9 2.99 23778.8 5.10  6285.6 6,78 17492.2
| 138¢ 147437382 0.7% 5302, -1.87 3% 4.83  4814.9 5,39 28645.8 20.47  MF26.4 10.18 217194

1581 164817536 -L.BR 4007, 14,15 5882.%  17.12  5617.0  i&.46 30807.9 7.9% 4TI -2.97 14487.0
1381 5420707 0.77  7b45.% 26,44 74245 18 HZ8E -BLTT 31844 6.48 44808 -3.97 263840
1983 10548%533  0.07 74843 -0.27 8857 -7.53 STULLL 140 299772 -E.W 2148 -19.3F U4T00.3 6,
1984 115850074 9.6 S247.0 -31.36 49880 <0770 4298.8  -22.98 19949.5 -4.80 91032 2.3 24462 0,06
1985 118856116 2.76  4BB&.4  -5.87 46048 -7.20 JR3AL6  -12.83 25m80.%  -10.12 44997 25,60 IMM.E -17.88
1986 129730904 337 G380 9.45  S121.0  ii.16 44854 1645 28D19.1 9.97  1eII.0 1893 205%.1 £.99
1987 137067631 5,02 4430.7  20.24 6311.0 25,24 97967 29.31 WM0ALG 5.4 8508.7 11,47 A8 4.5

Pl

SUSPER]DDS
Total Invest- Invest-
Period Produc- Invest-  aent sent  lmports Exports Trade
tion pent without without deficit

28-32 26-31-34

1958-1947 570 1.4 7.3% 7.7% 1.6 19.2%  -0.10

1967-1974 T R4S 9.13 8.27 7.0% 7. LI 4.02
! 1974-1982 L3 6.33 3.30 6.2 9.82 L PR T S I
[ 1982-1987 2 487 .97 3.0 2,18 0.4 5.4 -3

B o e o i i o R T P o = o o S B kL P W o A

1/ Excluding fires with less then 20 workers
2/ Sieple average.
GOURCE: Author'c caleuiations,
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GHOMTH AND COMPOSITION QF PRODUCTION

{Percentazges}
#ggregate Sukaggregates Sectare
SURPERICD g 5 g £g 5 q d

W 29.49 3 M. ML

33 15.89 3 15.89 FER Y !

LtC 3890 L0 4.88 LL 247,83 3t 13,42 TN FAT VI

1987 9.3 0 .72 b 10,520 OO0 &0.47 A 80 i 13 PR X ¥
1974 16 4397 I8 131 16 4964 27 L% 3 L4 S Y S I & |
- SR § - A R R I VI b L3 2 AR 4 L8

¥ 075 X 4B ¥R

2% 4.99 L IS 5 2% 0.3

0 9.4 7R RS R

1549 RS I L A 19,83

£ 03 i &3 L 1.W 1342 W18 20 12.12

e - 20 L8 007 B %72 (D 4.3 it 8.7 PSS 4 FL IR P 5
1937 IE 043 18 388 I8 1M ¥ LY P8 3| PR AT
' IE i3 KB 49 KB - 0. 2 13 Z £.87 109
: ' : % 0.7% 2 -0.88 7 -7

% 4.8 AT W 3 -i9.08

19 W 20.87 it &B.6b

: 17.73 ¥ 1104 1 ALls

LL 36,53 L .09 UL t12.88 3 .n 7 un 37 13.48
e .2 L0 671 B 6.2 LD 0.8 2 .80 R 18} #1313
1942 I6 43,06 1B 0.8% 16 Jb.80 36 1.56 FA N T 3 -7
' ¥$O1LIs ¥e 0.3 K -4.04 2 LN ) 3% -1.80

9 0.8 22 020 7 38 -4.02

PR 8- o -8.1% 23 -7,

o+ Browth rate for the subperisd,

51 Share: subaggregate for sector} production over total production.

eq: Weighted rate of growth: share x growth rate. )

£y Scabibution: ratic belween the increase of the variable for each seclor and the lacrease tfor the penufact

fbbreviatens:

- LL: Light consuaption.,
Cb: Durable consusption.
16: Interaediate goods.
KE: Capital goads.

Spurcer futhor's calculations.-



THELE 1.1.8

GEGRTH AND COMPGSITIGE OF IRVESTNENT

12

figgregates
Subperisd g
1847 %.74

1374

1974 8.3¢9
1982

1978 13.17
1932

.'\
o

XY
15
Kb

e
(8]
I6
s

tC
o
Is
L84

30.45

6.81
48.04
14.74

g: Browth rate for the sobpericd.
5! Share: subaggregate {or sector) production over totst production,
gg: Weighted rete of growth: share » growth rate,
¢t Centitution: ratic between the increase of the variable for each sector and the increase for the manutacturing aggregate

kbbreviatons:

LC: Light consumpticn.
{D: Durable consuaption,
16: Intersediate goods.
¥G: ELapital goods.

Source: Author's calculations.

Subaggresates
g

L %.Es
{o 13.14
18 11,96
X8 14,59
LC 8.4%9

T C 7.44
Y 9.32
kG .00
tL 48.3%
£h 11.95
16 23.42
kG 1.7%

Settare
] p § <

3 15.44 Iy 35,03 23 8338

Fu] 14,48 24 .46 Tonn

L 1.4 3 1.4 3 23.53 3 19.13
o 0.%0 2 1.19 P 17.58 3 19.42
1§ 5,72 37 1.87 3 8.22 p -4.9
X6 2.1% ye! 1.65 2 7.82 27 -h.sk
12 0.487 21 2.43 0 -13.74

P 8:58 0 -1.72 3t -41.82

20 17.92 27 74,70 3 40,18

2 1.5 ] 21,50 % 153

R n k3 11.89 P | i) %19
i 0.82 21 7.1% U 13,94 U §.10
16 4.08 ] 1.5 % 1.97 I¥-0.3
jAc] $.81 3 0.3 3 1.42 B -9.45
Py 0.7 Fal 1.09 W -1.58

29 0,45 X -4. 14 2 -1

Pl 7.9 W13 kil 1.40
‘ 3 13.46 25 104,43 28 8.02
L 2.24 k31 113 2 13.29 i 1.73
£ 1.1¢ A 9.34 28 19.47 20 0 545
16 10.28 ki 1.2 3% 3.5 2% -3
Y6 0.27 2% 1.13 3 -1.59 b -1.09
22 0.7% 36 -5.23 2 -2.42
25 9.59 36 -4.81 23 -h.1b




CHART 1.1.1.
GDP — INDUSTRIAL OUTPUT

x\\\\\\\\\é L
N ~—

54/
771 cop

\\\\\\\\\\\\\\\\\\\
_ N

T 1 T T ¥ 1
77 78 79 80 61 52 63 84 85

tout

+ _ industaal Ou

T 1 r 1 1T 1T 1T 1 1 1 ¥ 111 17
59 67 61 62 63 64 63 66 67 63 63 VD 7Y 72 73 74 75 76




Percantagea of GDP

Thousands of peacs of 1870

-8 1 T T 1 T T T T T T T T

CHART 1.1.3.

AGGREGATE PUBLIC AND EXTERNAL BALANCE
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CHART 1.1.4.
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CHART 1.1.5.
INDUSTRIAL GUTPUT EVOLUTION
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CHART 1.1.6.
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thé growth of X were concentratedrin 1G 22/,

1.1.2.3. Recovery from 1983 onwarda?

The limitations of the recovery enjoyed by the sector from 1983
onwards confirm the stagnant character of the post 1974 period.
The bottom of the recession was reached by the second quarter,of
1983. After that Colombian manufacturing enjoyed a recovery that
weakened in 1985 and was exhausted by 1988 .(Table 3.2-1). A
comparison with the previous period (1874-82) underlines the
contribution of IS as a source of growth of demand, although DD
contributed particularly for LC 23/, and EX for IG 24/,
Similarly, the expansion manifested itself in the relative
financial recovery of firme (Fedesarrollo 1987), and in an
increase in investment activity (Table 1.1-11). However recovery
was limited in that the rate of growth of P did not increase for
the period 1982-87, the fate of growth of I fell (as a result
of its negative level from 1983 to 85), and by 1988 the rate of
growth of P decreased again 28/,

1.2. THE STRUCTURE OF THE ANALYSIS

This section completes the introduction,to the analysis of the
following chapters by providing an overview of the analytical and
methodological framework which underlies it.

1.2.1. THE ANALYTICAL FRAMEWORK

7We now present the general analytical structure in which the.
various_‘ theoretical elements underlying the "analyses of the
following chapters are incorporated. In the course of these
‘analyses we follow the “piecemeal" strateg& of  approaching the
different aaspects of the crisis of industrial growth by means of
a gequence of models whose properties illuminaté each specific
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aspect. Since the formulation of a complete model encompassing
all these elements is beyond the scope of this work, we
substitute for this formulation by sketching the basic structure

and concepts which underlie it.:
1.2.1.1. The structure of the model.

The following diagram summarizes the global structure of the

argument: _
/ qde ( y» , m, rpa, rpx, IQC)
[ g4 '
- - x ( wt, rpx, qdd/qx)
q
u { Q@ ( gx, &, dcr)
g¥ (I, T)
\
I
my ( u, u, dp, a)
o ,
b ( B¥(T), u)
¥
\ ¢ ( ‘-cx\, ¢S )

Investment (I) is determined by capacity utilization (u),
profitability (w), foreign exchange conditions (§), and financial
conditions (§), including credit liquidity (ler), and the

financial:(assets—liabilities) structure ($s).

u is defined as the ratio of output (q) to capacity output {g*),
the latter determined by I and technological conditicons (T).
Although normally q is demand constrained (i.e. q=q9),
occasionally supply factors, including g*, §, and § become the
determinant factors (whence g=q®). g9 is determined by domestic

demand for domestic production (qd2), and exports (x)}. The
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factors affecting qdd are of two types: ﬁhose which affect the
level of domestic demand, i.e. the level of income ya, the share
of profits in income (m), and domestic relative prices rpa; and
‘those which determine the allocation of domestic demand between
domestic supply and imports, i.e. domestic prices relative to
foreign prices (rpx), and the level of ‘import controls (IQC). x
is a function of the level of world trade (wt), price
competitiveness (given by rpx),' and domestic excess supply
(measured by qdd/gx%).

t is determined by the profit margin (my) and productivity (b).
my is a function of the mark-up (u), u, the length of the lag of
prices behind costs (Ap), and wage resistance (a). b is
determined by u, and productivity at full capacity (b*), itself
a function of T.

1.2.1.2. The conceptual framework.

A fixed-price elastic—éupply conceptualization of the
manufacturing sector underlies our analytical structure. The
flexible accelerator and profits liquidity mbdel of investment
assumes the prevalence of demand as the key constraint on which
the analysis of the determination of output and profitability are
based. In particular, the determination of the profit margin by
an exogenously given u, as well as by u, Ap, and a, assumes an
imperfect competition theory of price and wage formation of a
post-Keynesian type. However, supply factors are also important,
particularly in the sphere of profitability. To the crucisal role
of u in the determination of my, the influence of Ap and a, as
well as that of T on b via bx, is added. Similarly, although the
demand regime determination of q 1s the norm, output becomes
supply determined when foreign exchange (E) or liquidity (decr)
replace demand as the binding constrainﬁ.

The cost of the analytical expediént of breaking down elements
which work in an integrated way must be offset now by stressing -
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the interrelationships between supply-profitability and demand
conditions. In particular, supply-profitability conditione such
as u and a affect demand conditions through their effect upon gd<
(via m and rpx) and on x (via rpx). Conversely, demand conditions
affect supply-profitability conditions such as b (via u)f Less
abstract instances of the integrated working of analytically
broken-down processes are the role of relative prices and the
Dutch disease ayndrome. Examples of demand-cum-supply-
profitability aspects of processes related to rpa and rpx are:
the erosion in manufacturing profitability vis-a~-vis agriculture
resulting from movements in terms of trade favourable to the
latter, .which additionaliy generate a wage reaction to the
increases in food pricea; the erosion of u which firms have to
accept in the face of a decline in competitiveness brought about
by the combination of wages growing ahead of productivity and the
nominal exchange rate. These are aspects of a Dutch disease
process whoae demand and supply-profitability components will be
dealt with separately.

1.2.2. THE METHODOLOGICAL FRAMEWORK

This introductory chapter will be followed by three chapters. The
second concentrates on investment and its finance, and the third
and fourth focus on the conditions of demand and profitability
of industrial accumulation, respectively. Each chapter =starts
with a presentation of the theoretical elements involved in the
analysis of each problem. The empirical sections which follow
proceed in two stages: first, a description of the developments
in the economic situation concerning those aspects of each
problem, including an illustration of the short-term movements
Qf the variables involved; secondly, an econometric investigation
of the structural relationships between the variables postulgted
in the conceptual framework. In this way, the empirical analysis
combines the consideration of the short-term mechaﬁiama involved
in those processes with the analysie of the structures within
which these mechanisms operate;
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Two characteristics of the econometric analyesis must be mentioned
at this point. First, in various instances the specified equation
ig a reduced form of a supply-demand system. In accordance with
the demand constraint\aeéumption this will be normally a demand
function with an additional supply argument. Second, the dynamic
specification problem created by the (time series) nature of the
information used will be dealt with either by traditional methods
(i.e. introducing lagged variables and using autocorrelation
correction methodas) or by Cointegration (CI) methodology. This
solution of the dynamic specification and the spurious regreassion
problems, as well as its integration of a ECM (Error Correction
Mechanism) in the two stages Engle-Granger procedure (EG2S), is
introduced in Appendix A~1.3. Concepts used in the course of the
analysis, such as the cointegration regression (CR), and some
teats for unit roots (DF for Dickey—Fullef. ADF for the augmented-
DF, and SB for Sargan-Barghava) are also briefly introduced in
this Appendix.

Finally some points of presentation. First, the survey of the
literature and illustration of thé mechanisms at work in the
initial section of each chapter is more detailed than what is
strictly required by the'empirical analysis. These sections are
designed to provide an integrated presentation of diverse
concepts and modeles sharing the view of a fixed-price demand
determined . level of output manufacturing sector and its
macroeconomic role. Section 4.1. elaborates at some length on the
foundations of this view. Second, while the analysis of chapters
2 and 4 is carried out for total manufacturing, that of chapter
3 on demand conditions considers two levele of disaggregation:
on one hand, light consumption (LC), durables (CD), intermediates
(IG), and capipal goode (KG); on the other hand the 20 sectors
of the ISIC-1968 (See Appendix A.1-2). Third, the following
notation is used throughout: ' ‘

X : proportionate rate of growth of x

yx: partial derivative, i.e. 8y/6x with say y=f(x,2)



1x: natural logarithm of x
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TEELE R

INTERNATICNSL TRADE

Y3

1145-9 19RE-AND 1935-9 19A0-4 19457 {970-8  1975-%  1gE0-4

4: LOEFFICIENTSUL . '

Experi/GRP 0.8 19,488 17,80 1651 4B 149 151y .

laoart/Ghe 18.7 ii.4 13.4 6.3 15.5 4.8 15.9 9.1
B: EXFORT CONROSITION.D .

Coffee TS -1V ST W 63.9%  &L.0Y 0.5 %91 48,7

Goté 5.é .7 2.5 1.3 I 1.9 1.1 £.4

8il and fuel-cil 4.t 13.¢ 4.3 i8.4 13.% {.9 3.9 8.6

Minor and primary 7.7 F] Too{3d 15.4 19.5§ 148.4 7.

Manudacturezid [ 3.1 8.7 1.0 18.5 3.7
£ IMFORT COMEGSITION

conzuaption gocde 14,8% .41 3k 7.9 . LT 0w

Intermediate goods 43.4 3.1 43,2 43.8 3.t 85,4 1.9

Fuel 4.3 3.z 1.9 0.5 0.4 .60 1.3

€apital gooes 385 35,4 4.0 4.9 a4 .7 3.9

fthers ' 4.2 2,4 1.8 1.7 0.2 6.4

i\ Boods and services. 197% prices,
2 leports composition excludes 1951,
3\ Boods and gold.
4\ S1TC groups 5 to €.
SOUREE: A:See table 1.1.1
8 & Dilnternationsl Trade Year Book and Eanco de la Fepublica Journal.
Ocaagpc. (19885



TABLE A.1.

z

TRADE POLICY

Cofttee Subsidy Average Proportion of  Proportion  Previous
YEAR export of non tariff imports appro- of rejected deposits to
tax traditional accarding ved under pre-  ligenses iaports
1/ exports to receipts vious license as 1 of
regiese iapaorts
1945-9 0.0 0.4 72 Y|
1950-4 1.1 3.3 18.3 21,01 0.48
1955-9 12.2 19.2 12.¢ C29.5 16.2
1960-4 n,1? 1.3 14,2 50.4 13 13.51 1.2
1965-9 3.3 8.8 16.0 18.1 32.3 24,9
1970-4 12.2 8.9 14.3 10.0 8.8 13.7
19789 4.9 EURE 13.5 57.8 14 1.1 5.7
1980-4 331 18.9 15.0 35.9 10.4 6.4
1985-7 - 41.2 16.7 45.4 23.7 10.2
I/ Add valores tax, ditferential 37 1939-63
exchange rate and retention quota. 4 1971%
2/ 1948-49
SOURCE: Ocampo (1989¢). Using the exchange rate of each year.
TABLE A.1.3.
INDUSTRIAL STRUCTURE: SECTORS SHARE OF VALUE ADDED.
1945 1933 1958 1967
CONSURPTION 600DS 81.7 57.9 90.9 4.9
INTERREDIATE 600DS C 15 7.1 4.1 43.%
CAPITAL AND DURABLE 60005 3.2 5.0 8 11.5

23

1974 1979 183
LYY 0.9 ° 415
9.1 45.2 40,3
13.2 3.9 12.2

SOURCE: INDUSTRIAL CENSUS AND ANNUAL MANUFACTURING SURVEY
TAKEW FRON OCAMPO {1988)



8" 9L

Se"54

DETPL
TT 5L

Y T 1 At e i e e s g e e sl VR gt o g A e ke Ry o A 4 T o

9592
00° 8z

sLteL

&6°JC
€9°28

8¢ S8

TL 9.

Te7sg
L wC
0B bg
TL"pC
$Z*s8
06" Fe

=Y¥IHI0

ogTQ 69 g
FR-2ar ) QR WY
TS RL LB
LZ°RY  BATL
SCUST opp
12°¢T 94"p
FZ2 8T P1-b
€6°TY 20°p
eI Ta*a
56°2Y IS5«
89"2T S8*Q
LA Sk S0°w
6Z°¥T ©¥TC
L5°2y 65w
SZ°IT Br°g
26711 pL"R
C&"1IT 617G
$L"ZT Ciw
E-) B Zgtw
PQ-ZT ALK
Pt 9rtg
AZ°1Y 95°%
gC-1T 9r°x
[T 3 S <
02ty 2892
ety &5 2
t9"11 09°2
06"3T 94°T
sFr°tT Pl g
ZS*tt 60"«
1S°1t7  93°2
8z 'ty d1°¢
TR

¥ ANIH NOLLINWL
MAUNY NUEYIN SADINIAS -¥3IN0O  ~SH0D

Jyus

¥O1I8S5 4O

€ 12 99°F  ER°S5Z
0502 €9°Z 39°9%

10"tz A6°E +Z"aZ
L0z SR LA >

AdL HUNLID
~SAONT ONIMIW -~ IHdW

wind

CRBUD IR TSRS &,

Aoyany

"CEPET-2S6TE TOTIGNdey T AP SRuEg PUT (OBET-QUE1D INKO I33WONS

£Z 8
09~
408
0s5*8
S5
LI 9
467 ¢
-l |
s8" b
6" 9
S0P
bS53
O3
L]
06"l

HanA

[y S

HO12ISO4UEO] ONY HANDAD JoBo

“PrTTY 3Tau)

bR £ 21 S WY, IR ¢

COANJITANIATIE PpUe e TaE ‘GUTYS T

IL"C bZ Gl

J8°s To-2
a9z 3t r
€68 oL
HO"& 90—
[al=gay - i - §
a0°g oont
peC 20
[L PRl 5 dt-g
g ~ ET- AR
6T T8°p
L9 LG
ICt 4L 20y
[azex g3
12°2 213
S9's 9B T
15°2 R
252 254
9|2 [
rsto (R
PO 936
ZE'S LE"D
F8°3 (9]
24"k 657
&5°¥ EL L]
as‘o NS
065 €08
as 1 65 P
botg bQ-L
<rog 89" %
&0 628
LETS 696
SeANI0 W

HUGu S3TInNIS

aa* ¢ NE"0 KE AN 18k
bacg ag-y [P nLot
995 €58 617 592
] pOOl-  ZX-93 E0"bZ
£Z°5 46" 5673 P29
[ Z9 g 3672 Zo A
18*s 269 EE"S FI-%a ¥
IL" 0~ FE°Z1 BTt at *el
W2 s0°p PPt~ ST
18°p 7} &) 522~ Ee£°S
629 2yt b1 1Z°1 [ ] ¢
zZe s L5 D~ EARE] 1Y
|9 A5z~ LETB 15 9-
55°9 29t d 1 [l 4 B
L 00*E BNk 90 2-
w52 NG5 - 201 LN
PETC as e L9 ELhE -T2
657y [ ¢ €39 a5 b
zi‘a i6°5 ETRl 1 SR T
TS-I1t 3g*g Cs'8 90" T~
0588 ga°¢ 1c-e ob*z-
BE" S L5°6 AT TR ¢

LS5 AL T Ed o5 2
09°¢g L] L1381 ar-a
56°9 Sl 66— Sitvw L5 21
20§ [0 ) 48379 It 0~
et-s a5 ¢t 85" S L1 T
[ | Z1 3. L1°9 &£3'Q

ANAM NOTLHE1 AN
~d3INQY  —~5NOD =SNONT ONINTH

HIAONO 40 S31Wd diia

SEpPISUY 42
#epn Uy ST

10°¢ 06ET
ol 3-89
&5 2 asgt
gg*ta L8t
Incg 2961
591 Se6Y
5471 FEET
e~z L1:1 3
56871 TRt
oz°q 196t
1z 0gel
LI BHL6T
1t 8l61
L2°C LLET
S0°'% b TAN]
8929 S2ET
5575 FLET
¢ w261
f- 2 ) zL61
ze o Tt
10°¢ oleT
TP 6t
|9 s3E1
21°5 L9961
28°K 9Ll
Q0 951
Y8t S La-1-9
s+ 0 961
&L°C TaEt
Kz 1a61
1o Qast
TP -1 ]

3¥nLIND
~ 140y



25

TARLE RLELE.
FRICE INDETES AME INFLATION
{Index Fzoe; 1975=100)

R j el A Frl I el i Bl H £pi %
1952 U3 20 9.8 1977 H9.7 .88 1552 2117 1A LA
19% JTITOEE O OHMA R 222 8. Wy 164 M35 MG 3880 NILE M8
1960 347 408 67 AL A3 t.17 1975 2786 - 22083 W2 12w 91 1nM
t9) 37,4 3 32 4% 38 10.44 1975 2735 1908 347 2332 %A 17.B%
1957 B 38 4ht 0 4.3% 0 38 I 977 a0 3043 IMBLG 22.9% - A8ZLE 3N,
1983 R4 LS LI TR ¥ L 1978 30T 17.B4 0 60.0 15,400 5389 1.98
1964 39.9  17.3F 0 568 10.BO .Y W08 1977 R4 ML 597, .93 ML i
195% 517 3.4 877 185 5.1 $.33 1980 6803 2638 TRt W13 #95.r B
196 ML 1978 748 &3 1.6 1805 1721 T 8873 2030 9.0 2943 i447.% ZR.49
197 0.3 8.3 M e 8.7 7.8 0 1987 1074, U3 UM 2080 1438 4.8k
1968 BR.O 5.9 843 5%% 0 882 3.49 1983 12939 20090 1382.2  19.77 16794 MT.4E
196 937 1046 3L B4 945 9.32 1984 15020 1499 M40 19019 003,27 19,84
1970 1000 651 1008 942 1009 3.83 1983 12831 24.0% - - 563,819
1970 9. %5 WG W 1T 1N 1986 MUY 189 - - FRE- 0 N
PWID 1.8 1204 12600 1507 1358 1597 1987 733 R0 oo - 24,7 I7.u

{F1: Concumer Price Inder
#P11 Frodurer Price Index
£P1: Concumer Food Price Index
S0URCE: DANE and Banco de s Republica.
futhor s Caitulations,
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A.1-2 INTERNATIONAL STANDARD INDUSTRIAL CLASSIFICATION
OF MANUFACTURING ECONOMIC ACTIVITIES (ISIC-1968)/1

24

25
26

35

37

38

39

DIVISION 3.

a1

32

29

33

34

- 35

36

37

38

36 -

39

311-312
313
314

321

MANUFACTURING.

Manufacture of Food, Beverages and tobacco
Food manufacturing

Beverage industry

Tobacco manufactures

Textile, Wearingﬂpparelandlaatherindustries
Manufacture of textilea

322 Manufacture of wearing apparel, except footwear
323 Manufacture of leather and products of leather,

324

331
332
341
342
351

352
353

355
356

361
362
369
371
372
381

383

384
385

390

leather substitutes and fur, except footwear

and wearing apparel.

Manufacture of footwear,except wvulcanized or

moduled rubber or plastic footwear

Manufacture of Wood and Wood products,

Including Furniture

Manufacture of wood and wood and cork products,

except furniture

Manufacture of furniture and fixtures, except
primarily or metal

Manufacture of Paper and Paper Products,
Printing and publishing

Manufacture of paper and paper products

Printing, publishing and allied industries

Manufacture of Chemicala and Chemical,
petroleum, coal, Rubber and Plastic Products

Manufacture of industrial chemicals '

Manufacture of other chemical products

Petroleum refineries

354 Manufacture of miscellaneous products of

petroleum angd coal
Manufacture of rubber products
Manufacture of plastic products not elsewhere
claassified
Manufacture of Non-Metallic Mineral Products
except Productse of Petroleum and Coal
Manufacture of pottery, china and earthenware
Manufacture of glass and glass products
Manufacture of other non-metallic producte
Basic Metal Industries
Iron and steel basic industries
Non-ferrous metal basic industries
Manufacture of Fabricated Metal Products,
Machinery and Equipment
Manufacture of fabricated metal products,
except machinery and equipment
382 Manufacture of machinery except electrical
Manufacture of electrical machinery apparatus,
appliances and supplies
Manufacture of transport egquipment
Manufacture of profesaional and scientific and
measuring and controlling egquipment not
elsewhere classified, and of photographic and
optical goods
Other Manufacturing industriea
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A-1.3. THE COINTEGRATION METHODOLOGY

The CI methodology offers a way of overcoming the consequences
of nonstatiocnarity for the statistical properties of estimators
and tests 28/, Although standard regression techniques can not
be applied, it can be shown that if the variables involved keep
the type of relationship characterized by CI, their relationship
can be eatimated superconsistently by OLS (Stock. 1984). Further,
in the two steps procedure, the CI methodology preserves the
possibility of both retaining the levela” information by means
of an ECM model 27/, and allowing the data to determine the
dynamics of the model (Hendry & Mizon, 1978. DHSY, 1978. Hendry,
1986. Dolado & Jenkinson, 1987).

Let us start by introducing the notion of cointegration as well
as its connection with the concept of equilibrium. The vector of
series x is said to be cointegrated of order d,b (CI(d,b}) if
‘being I(d), there exists a vector of coefficients a such that

z=-a’x is I(d-b), b>0. In particular, if N=2 and d=b=1 we have
for the series x and y, which are I(1), that although in general
any linear combination of them is I(1), if there existas a such
that z = x - ay 1is I(0), they are cointegrated of order 1 and
the CI parameter a is unique (Granger. 1986). Now, the fact that
this linear combination is I(0) despite those series individually
being I(1), in other words, that 2z, as8 opposed to x and ¥y
individually, does not have dominant long wave components, means
that a is such that the bulk of the long-run components of x and
ay cancel out. Similarly, when we draw from economic theory the
operation of forces which tend to keep x and y together and
postulate the existence of a long-run equilibrium relationship
. between them, we are implying that x and y cannot drift too far
apart. This expressed in terms of the characteristics of the
equilibrium error z means that it. must be stationary (Engle &
Granger, 1987). Therefore, this reduction of the order of
integration so that z is I(0) appears as the statistical
condition for the possibility of an eguilibrium relationship
between x and y. Or, in terms of hypothesis testing, if it is
impossible to reject the hypothesis of a random walk (RW)
representation for z (i.e. to accept the hypothesis of the
stationarity of the process by rejecting the presence of unit
roota), the estimated egquilibrium would be misleading and
irrelevant.

Testing for CI of x and y is not different from teating for the
atationarity of z. That is, in order to teat the null hypothesis
of non CI for those series all we have to do is to test the null
of a RW representation for z. Therefore, the obvious
methodological procedure in order to do so is to run the CR
(cointegration regression) x = ¢ + ay + € and apply the DF and
ADF teasts, as well as a modification of the SB test, to the error
€ 28/ For the DF and ADF tests we use the standard t tables
for rejecting the unit roots hypothesis in favour of stationarity
20/, As for the SB, in the same way that when testing for unit
roots a DW from the regression x = c + u sgignificantly higher
than zero allows one to reject the hypothesis of x being a RW,
when testing for CI a DW from the CR {(CRDW) significantly higher
than zero allows us to reject the hypothesis of non CI.

Finally, we consider the link between CI and ECM both from a
gtatistical and from a methodological viewpoint. The former
cgggergguthe implication Qf the Granger Representation Theorem
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that cointegrated series have an ECM representation, and,
conversely, an ECM generates cointegrated series; in other words:
if x, y are I(0) without trends in mean and are cointegrated,
there always exists a generating ECM of the form

Ax = - p z + lagged (Ax, Ay + d(B)c
Ay = - pz + lagged (4x, Ay) + d(B)ec

and data generated by such an ECM must be cointegrated (Granger,
1886). This existence (given CI), of an ECM representation which
is not liable to the problems of spurious regression givea rise
to the EG2S methodology (See Granger, 1983. Granger and Engle,
1985. Engle and Granger, 1987). This consists of the performance
of a levels regression testing for cointegration, followed by the
estimation of the ECM model including the residuals in place of
the levels terms, as shown. In this way, we use CI in the first
place as a pre-test to avoid spurious regression situations, and
only after rejecting non CI we move to the specification in
lagged changes in order to model z by the ECM 3¢/,
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NOTES OF CHAPTER 1

1. Terms of trade improved in 1345-54, deteriorated in 13955-67
and improved up to 1973. Cycles of Table 1.1.2. are determined
by the response of GDP and manufacturing growth to these
movements in terms of trade. '

2. This phase included two subperiocds. 1) The 19500-1930 pre-ISI
development of the production of simple consumer goods (food,
textiles, beverages) stimulated by growing export revenues. 2)
‘The 1830- 1945 start of the ISI process under protection provided
by the Depression and World War II. The 1831 tariff and an
opportune devaluation stimulated industrialization so that growth
resumed, GDP growing at an annual rate of 8% and manufacturing
at 11% during the late thirties, industrial growth led by
textiles, beverages, and petroleum products.

3. Manufacturing grew at an'average annual rate of 7.06% and
labour productivity at 3% (Ocampo et al. 1887).

4. As for the sources of demand growth (see below for
methodology) IS plays a decisive role during the downturns of the
external cycle, while DD (domestic demand) dominant role was
clearer during the boom periods (Ocampo. 1891).

5. The importance of MNCs in the development of the sector
remained low by Latin American standards: only 16% of investment
in manufacturing by the end of sixties was carried out by MNCs
(Berry. 1983). Similarly, only 8% of industrial output was
produced by the state sector.

6. The strictest measure of protection came as late as the
reforms of 1959 and 1964, quantitative restrictions been
increasingly wused +to face the growing foreign exchange
constraint. However, effective protection utilized by colombian
manufacturing was rather low (25%) by Latin American standards
(Hutcheson. 1873).

7. From 1948 to this reform massive devaluations were undertaken
every three to five years, and a multiple rate regime
discriminated against coffee and petroleum exports.

8. Manufactured exports accounted for 43% of growth of minor
exports in the period 1867-1970, with an annual rate of growth
over 30% in 1970-73.

9. The expansion of this period was supported by the minor
exports take off and capitadal inflows stabilization; import
capacity was favoured also by the improvement in terms of trade.

10. The IFI (Instituto de Fomento Industriael) became more of a
financial intermediary.

11. On the domestic front, the increase in both fiscal and
current account deficits accompanied a rise in inflation. On the
external front, the collapse of coffee prices was followed by the
tightening of the international market in 1982, and the
Venezuelan crisis at the begining of 1983.

12. The initial phase emphasized import controls and export
promotion, while the adjustment program focused on public
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expenditure control and acceleration of exchange rate
devaluation.

13. Much of our argument focuses on the accumulation of short
term events both in the policy and the conjunture of the economy
during the critical period 1974-82. However, the effect of this
succesion of short term events operated against the background
of long term elements. In particular, the effect of the
neoliberal wave which for all practical purposes created a
"political IS exhaustion” must not be underestimated.

14. The combination of expansion of the serwvice sector with a
return of the exports structure back to primary goods points to
a de-industrialization process.

15. Huge public projects in sectors 32 (oil) and 34 (steel)
distort the evolution of the series; if these sectors are
included the rate of growth of I increases substantlally for
1982.

16. The cyclical behaviour of P and I becomes consistent with a
lag in the accelerator effect during the critical period after
1974: the initial contraction in P went up to 1975 and in I up
to 1976; the subsegquent rise took place in 1976-79 for P, and in
1977-81 for 1; the subsequent deepening of the contraction lasted
from 1980 to 1883 for P, and from 1882 to 1985 for I; the final
expansion took place for P in 1984-87 and for I in 1986-87.

17. The crisis of the early eighties deepened that of 1874-75
revealing the wvulnerability of the sector as a result of its
inability to re-structurate during the seventies.

18. The post-1974 pattern differs from the previous pattern in
" two respects. Firatly, it has a lower ' rate of growth,
statistically illustrated by a Chow test for structural change
of trend (see Table 1.2-1). Secondly, its greater instability
illustrated by the greater wvolatility of the annual rate of
growth (e.g. 1978 versus 1875 and 1981 for P, and 1978 versus
1974 and 1983-85 for I).

19. The worst falls in rate of growth from 1867-74 to 1874-82
took place in IG an KG. According to the weighted rate of growth
in the 1974-82 subperiod, the crisis was concentrated in textiles
{23), tobacco (22) and non-electrical machinery (36); in 1878-82
textiles (23), transportation equipment and material (38), others
(39) and metallic products (35). In the critical years 1975 and
1981-82 the most affected sectors were textiles (23), chemical
products (31) and foods (20). '

20. The worst falls in rates of growth from 1967-74 to 1974-8B2
took place in KG and IG. According to weighted rate of growth,
in 1974-82 the crisis was concentrated in textiles (23), rubber
(30), non-electric machinery (36) and metal products (35); in
1378-82 in textiles (23), beverages (21) and non electric
machinery {36), the latter, rubber (30) and non-metallic minerals
(33) with negative rates of growth. In the critical year 1974 the
‘worst falls in rates of growth took place in chemlcals textiles
and non metalllc minerals

P by T ar e —— . e o . N . B
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21. See section 3.4.2.

22. See section 3.4.3.

23. This is due to the contribution of public expenditure and the
decline in foed price inflation to the 1984 expansion, and the
role of coffee income expansicn in the 1988 expansion.

24. This contribution of EX was weakened by the acute fall of
1983 (to a great extent caused by the Venezuelan crisis).
Meanwhile, the contribution of IS may be overestimated in that
the 1983 fall in M was linked more to the recession, while that
of 1985 was linked to the adjustment programme.

25. The financial aspect of the recovery illustrates the failure
to overcome structural difficulties. Although recovery manifested
itself in improved firm performance in terms of debt and
liquidity indicators, this improvement was limited and
concentrated in particular sectors (Serrano. 1988). Similarly,
poor prospects in terms of long term credit and shares indicate
the persistance of structural limitations with regard to funds
sources.

26. The fact that the first and second sample moments do not
converge to their population counterparts impliea that the
analysis of non-stationary variables requires a different
statistical framework from the standard stationary case. In this
direction, we have on the one hand, the so called spurious
regression problem pointing to the pitfalls of the analysis based
on levesl of trending variables as result of the bias of
conventional tests towards rejecting the null hypothesis of no
relation even when it is true (Granger, Newbold. 1974); and, on
" the other hand, that the coefficients of the regression do not
converge in probability as the sample size increases, and the t
distribution diverges so that there are not asymptotically
corect critical wvalues.

27. An ECM postulates (Sargan, 1964. DHSY, 1978) that a
proportion of the disequilibrium from one period is corrected in
the next period, and that one such model would relate the change
in one variable to past equilibrium errors and to past changes
in both variables.

28. Additionally to the obvious requirement of an RZ from the CR
close to one.

29. In the case of having more than twoc variables in the
cointegrating vector, where a is not unique so that there can be
several equilibrium relationships, the critical values of the (
statistic are correspondingly higher. (see Table taken from Engle
and Yoo. 1987 p. 157).

30. The imposition of the constraint given by the CR upon the ECM
model expresses the introduction of the impact of the long-run
theoretical egquilibrium relationship upon the short -run dynamic
model.
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2. INVESTMENT AND ITS FINANCE

This chapter focuses on the determinants of investment dynamics
and the deterioration of financial conditiona. An introductory
section provides the thecoretical framewocrk for these analyses.

2.1. THEORETICAL FRAMEWORK

We now summarize the main elements of the theoretical framework
- underlying the analysis of this chapter. Sections 2.1.1. and
2.1.2. consider the determinants of investment dynamics and the
restrictions constraining theee dynamicé. Section 2.1.3. focuses
on the effect of financial conditione in determining inveatment.

2.1.1. THE DETERMINANTS OF INVESTMENT

2.1.1.1. The investment model.
In our flexible accelerator model with liquidity and foreign
exchange constraints, investment decisions are determined by
demand and profitability expectations, while the implementation
of these declsions is restricted by credit and foreign exchange
aveilabilitiea. Notional investment demand is given by

Ix= I(Jle , De)
while effective investment demand‘is given by

I=min(I*,IE ,IX )

where:
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e : expected profitability

De : expected demand '

1 : level of investment permitted by the foreign exchange
. .constraint when binding

IL : level of investment permitted by credit restriction

when it is binding.

The following analysis elaborates on the distinction between
determinants and restrictions. While the former imply a typical
flexible accelerator and profit-liquidity model, the latter

introduce a disequilibrium situation.

2.1.1.2. The determinants of investment.

There are two types of rationalization of the inclusion of a
demand term, the flexible accelerator and the Kalecki-Steindl (K-
S) approach. The flexible accelerator emerges from the addition
of adjustment lags to the simple relationship between desired
capital stock and output posited by the naive accelerator. Thus,
the better empirical performance of the flexible in comparison
to the naive ‘accelerator emphasizes the relevance of the
conditions under which a sluggish response of investment to
cutput should be expected 1/. Similarly, the output
term has been shown to be overwhelmely superior to the COst of
capital or relative prices terms (see among others: Junankar
1972, Nickel 1978, Peterson 1987, and Precious 1887).

With regard to the rationalization of the accelerator in terms
of optimizing behaviour, this indicates the pervasiveness of the
imperfect competitive situation ih which ; demand constraint
affects the demand for capital services 2/. Meanwhile, two
implications of the K-S approabh for the demand element in the
investment function are worth mentioning. First, the importance
of the combined action of demand and profit elements, which is
expressed  in Kalecki’s view that entrepreneurs push their
investment plans up the point at which they cease to be
profitable due to limited market or increasing risk and
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limitations in capital marketa (Kalecki. 1971) 3/. Second the
accelerator is limited as an adequate representation of the
demand factor, aes stressed by Steindl s argument on the crucial
role of capacity utilization following from the idea that firme
build capacity ahead of‘demand ekpansions 4/. This, in effect,
mesans that invesﬁment'decisiona take place not as a result of any
increase in the. level of production, as the accelefator would
imply, but only as a result of increases which exert pressure
upon existing capacity, i.e. push the level of utilization over

the normal level.

We consider two arguments in favour of the introduction of the
profitabllity element: first the role of profits as a source of
finance, and second the expectations element of profits. The
finance role of profits under the pervasive conditions of
imperfect capital markets is at the core of the K-S approach as
is shown by the emphasis on the principle of increasing risk
(KRalecki. 1971) and how internal accumulation pushes forward the
barriers set to investment plans by this factor‘(Steindl. 1976)
8/. Thus, in a flexible accelerator model of the Eiener type the
introduction of credit restriction implies a switching regimes
siltuation. Investment 1is +then conditioned upon earnings
fluctuations whenever the constraint impllies not only a cost
effect but also a liquidity effect (Tybout. 1983) &/. With
regard to the expectations element of profits we have, on the one
hand the influence of expected profitas, and on the other hand,
the information conveyed by current and paast levels of profits.
The evidently crucial role of expected prdfitability fdr
investment decisions, with the subjective elements implied by
uncertainty conditions, - is emphasized, for example, by J
Robinson s assertion that, for a given atate of "animal spirits”,
the rate of accumulation is a function of the expected rate of
profits. Meanwhile, current and pasat levels of profité- are
involved in the formation of these expectations 7/. Two points
éoncerning expected profitability deserve further consideration.
First the advantage of using the rate of profit rather than thé
level of profits as the profitability argument in the inveétment
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function in that it alsé considers the negative influence of the
capital stock 8/. Sécond..regarding the influence of technical
pProgress oﬁ expected profitability, the possibility of
incorporating more efficient techniques can make the expected
rate of profit independent of past levels of profitability 8/.
In this Qay, investment following a deterioration in
profitability reveals efforts to offset the competitiveness

erosion which contributed to that deterioration.

2.1.2. RESTRICTIONS AND DISEQUILIBRIUM
2.1.2.1. The restrictions.

Foreign exchange and c¢redit constraints are pervasive in
developing countries. The combination of foreign exchange
rationing through import licensing iﬁposed by the external gap, .
and the need to import the bulk of investment goods (due to the
absence of a domestic capital gobds sector), implies that firms”’
investment demand becomez effective to the extent of being
allocated fbreign exchange reserves in the form of import
licenses. Similarly, uncompetitive capital markets, the limited
development of the financial sector, and considerable government
interﬁention in the market for funds through development banks,
imply that the firms® investment demand becomes effective only
when they are favoured in this credit rationing 's;tuation.
Therefore, in contrast to some post Keynesian analyses (e.g.
Minsky) which introduce an inelastic supply of investment funds,
i.e. markét—clearing at a sharply increasing price, we congider
different regimes according to whether a market- clearing

situation or an excess demand situation exists 19/.

When the supﬁly of either foreign exchange or credit falls short
of the demand implied by investment plans, effective investment
_is determined by the short side of the market. Disequilibrium
lies in the entrepreneurs inability to carry out investment

deocisions due to the lack of credit liquidity (Cr) and foreign
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exchange (R); Rather than an excess of demand for cap;tal goods,
it is the gap between notional demand and effective demand
resulting from the "spillover” due to an excess of demand in the
Cr and R markets. Given administrative rationing of both Cr and
of import licenses, instead of a great number of submarkets
(Muellbauer), we assume that at an aggregate level the minimum

model applies:

cr=min(cr?P,crs)

r=min(rP,rs8)

where:crP/cr8: demand/supply of the long-term credit flow for
investment (= ACr:stock increase).

rP/r&:demand/supply of foreign exchange flow for the
importation of capital goods {= VR :decrease of stock).

2.1.2.2. The disequilibrium model

We now illustrate the need for a disequilibrium approach and
introduce the model we estimate. Strictly speaking, however, this
is not & switching regime model; it is a weak version of a
disequilibrium model in that it introduces the constraints as
exceés demand dummies. This approach is necessary due to problems
created by the introduction of foreign exchange and credit
variables as additional arguments. In addition to bias in the
estimators 1/ difficulties arise in interpreting the -
coefficients of the foreign exchange asnd financial variables.
Appendix A-2. considers the impect of the "spillover” determined
by the disequilibrium of the Cr and R markets; while causality
runs from these variables to I when constraints are binding, a
pull in the opposite direction takes place when there is not
excese demand for CR and R. Thus, in order to give due

conslderation to the various regimees the function
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I=min(I*, IE , IA )

is estimated. However, because of estimation problems with
diséqﬁilibrium methoda 1?/ we use an alternative method which
allows us to integrate all three regimes in one equation. We use
indexea of excess demand for credit and foreign exchange which
identify the periods in which the respective restriction is or
- is not binding, cancel out the argument when it 1s not binding,
and measure its impact when it is binding. We use the following

apecification:
I= a + blle + cDe + dL + ef

with A4 and § being {the inverase of) excess demand indexes with
the characteristics mentioned, i.e.

A = crS - opb if  corS-ord < O

cr cr
A =0 if er8 - ¢pD 20

cr

and

§ =8 — D if rS - pD < 0

r ' r
E =0 if r& - pb 20

r

CrP and rP are estimated in the following way: .

crP: With the years identified as with unlikely excess demand we
estimate crDP = a + bGDP. With the estimated coefficients we
generate crP as crD = & + %GDP.

rP; With the years of greatest foreign exchange solvency, we
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estimate M= a + bGDP; a level of desired imports is generated
with the estimated coefficients as: Mx = & + EGDP. The level of
desired reserves is estimated as the amount which is needed to
buy six months of desired-imports: R¥x = 1/2 M*. Hence, we use
this as a proxy for rP, assuming that the stock level is a

measure of the flow-decrease acceptable to authorities.

2.1.3. THE FINANCING OF INVESTMENT

To consider the influence of financial conditions on investment
activity, we proceed in three stages. First, we reiterate the
pivotal role.of internal accumulation as a sourc¢e of investment
finance. Secondly, we concentrate on the importance of credit
availabilities for investment expenditure. Thirdly, we consider
the influence of the structure of the firms® assets and
liabilities. While the first and second sections focus on the
complementarity of retained profits and credit liquidity through
“time, the third emphasizes the burden imposed by the legacy of

past financing activity.

2.1.3.1. The role of internal accumulation

We are interested in four aspects of the role of internal
accumulation. The first is related to the dual character of
financial conditions: internal cash flow financial resources are
crucial in determining investment decisions; credit liquidity is
a constraint when demand for this form of external funding -
exceeds 1its availability. Second, the recognition of the
importance of the link between retained profits and investment
activity goes hand in'hand with that of the method of finance for
investment decisions in conditions of imperfect capital markets.
Given that the cost of capital is not independent of the wealth
of the firm’s owners (Nickei. 1978) 13/, past profits influence
investment behaviour and the financial and investment policies

of the firm are interlocked in the form assumed by post Keynesian
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- analysea, e.g. Minsky (1975) .and Wood (1975) 14/, Third, the
principle of increasing risk is considered in its general form
by emphasizihg the increasing cost of financing investment
externally (Fazzari, Mott. 1987). The implied restriction 186/
in access to credit liquidity imposes a bias in the financial
structure of the firms towards reliance on internal funds.
Fourth, the role of credit liguidity 1is based on ‘the
complementarity through time of internal and external funds. In
addition to the long-run post Keynesian link between investment
and profits 18/, credit liquidity complements retained,profité
by filling the gap resulting from the inconsistenciés in the
timing of earnings and outlets, a role emphasized by Keynee”
Finance motive of the demand for money.

2.1.3.2. Credit availability andyinvestment activity

The cruclal importance of credit liguidity for investment
activity 1s forcefully illustrated by Keynes” argument about the
key role of banks in allowing expansion without the investment
markét becoming congested through.a shortage of cash 17/. We
now consider the influence of credit liquidity upon investment.
The asymmetric character of this influence is expressed in the’
fact that while strictly positive excess demand for credit cén
frustrate the implementation of investment plans, negative excess
demand does not motivate those plans. It is illuminating to
contrast the approaches of Tybout and Stiglitz with the post-
Keynesian approach in which as soon as the amount of needed
resources exceeds the level of internally generated funds the
cost of capital increases either through demand or through supply
price. The latter advantageocusly emphasises the higher cost of
external finance, which Tybout introduces not as a rule but only
with the peculiar situation of a liquidity constraint,.HOweven,
. the Pdst—Keyneéiah approach 18/ does not consider this non
market-clearing eituation, the relevance of which has been
stressed by Stiglitz’s (among others) analysis of the rationality
of credit rationing (Stiglitz & Weiss. 1981) 18/, The
importance of this consideration goes, in our case, beyond the
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fact that banks prefer to ration instead of supplying the fringe
of unsatiasfied borrowers at a higher interest rate 29/, since
we are dealing with a sasituation of administratively imposed
ceilings on the rate of interest. Now the crucial implication for
the determinants of investment is the need to include an argument
capturing the influence of the availability of credit along with
internal funds (i.e. profits) within the determinants of

investment whenever firms are liqQquidity constrained 21/,

2.1.3.3. The influence of financial structure

The dual effect through time of an increase in leverage is
illustrated by Steindl ‘s approach to the effect of indebtedness.

After relating positively the rate of investment to current
increases in the gearing ratio within an accounting framework,

his investment function includes the negative influence of the
gearing ratio asccumulated in the past. To look at this aspect of.
the coat of external finance, i.e. the debt burden upon the cash
flow, we conaider fhe basic fact that a deterioration in the
financial position of firms may force them to curtail investment
expenditure in order to face their liability commitments. Three
aspects of Minsky s well-known argument about the implications
of past financlial decislions upon firms® expenditure (Minsky. 1975
and 1985) are relevant:_fingL the impact of the subjective
perceptions of financial risks over the cycle upon the dynamiem
of investment through demand prices of capital assets;ﬁigiggg,

with the deterioration of expectations the indebtedness-
contraction spiral comes into operation 22/; thirdly, increased
need of credit liquidity generated by this process faces a supply
affected by the crisis in confidence of bankers. This analyeis
complements that of the Dutch Disease syndrome in section 3.1.
In this scenario, the upswing in activity and the accompanying

financial expansion are brought about by extraordinary primary
export revenues whose deterioration contributes to the collapse
of the speculative boom fostered by that liquidity. In this way
Minsky s resulta are reinforced by the fact that the
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vulnerability of the liabilities and assets structures of firms
is enhanced by the fact that the upswing is entirely financial

without real investment playing a leading role.

2.2. THE DETERMINANTS OF INVESTMENT DYNAMICS.

We now introduce the results of the estimation of the model of
the previous section. Various previous studies have obtained
econometric. support for similar models for the Colombian
manufacturing sector, i.e. Bilsborrow (1968), Chica (1983), Chica
(1984), Ospina (1976), and Ocampo et al (1985) . Particularly
interesting contributions in this direction are Bilsborrow's
findings on the significance of the internal funds of enterprises
as a determinant of investment decisions, and the availability
of foreign exchange to render effective demand for capital goods.
Chica’s (1984) results adding lagged profits to capacity
utilization (introduced as an accelerator variable), and that of
credit to foreign exchange availabilities' (see equations 1 and
2 of table 2.2-1) are also relevant 23/, Howeyer, all the
afore-mentioned works (with the exception of some specifications
in Chica. 1984) have the problem of introducing these
availabilities as determinants and not in terms of excess demands

in a disequiiibfium regime.

As for our results (see Table 2.1-1), equations 1 and 2 bring out
the influence of the demand and profitability determinants, as
weli as the credit and foreign exchange constraints, conforming
a lag structure which 1is consistent with our theoretical
framework 24/. From this starting boint we attempted to advance
in two directions, namely the estimation with disequilibrium .
regimes, and the extension of the period of-estimatioﬁ inteo the

eighties. With regard to estimation within disequilibrium
regimes, we have been unable to solve the problems mentioned in
the last section and have failed to obtain satisfactory results
in experiments with disequilibrium methods proper 25/, the

results presented were obtained with the alternative method
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introduced above 28/, Extending the estimation period, the
relationship collapses during the eighties 27/ guggesting a
'structural change. On the one hand, a situation in which
investment is carried out in spite of unfavourable demand and
profifability conditions 28/ is consiatent with the innovation
or collapse hypothesis mentioned in the 1last section 28/, On
the other hand, the deterioration of financial conditions in the
early eighties is consistent with the hypothesis of a change in
the nature of the influence of financial factors working through
profitability and credit restriction 3©/. Thus, the need for
technological innovation and the financial collapse of the early
eighties may have caused the loss of stability suffered by the

estimated investment function in these years.

The results obtained with the alternative disequilibrium method
and a different treatment of the 1980s observations 31/ are
in Table 2.2-1. Equations 3 and 4 (for the investment series
excluding sectors 34, 32 and 26 and introducing a dummy for 1581
and 1982) show the influence of expected profitability and
internal funds through the rate and level of profit, with a lag
of two périods, and the influence of more immediate demand
conditions through utilization with one lag.‘They also show the
credit and exchange restrictions in the current period in the
vears in which each of them operate. The statistics of both
utilization and the restrictions improve in comparison to
equations 1 and 2 by limiting these restrictions to the period
in which they operate. Equations 5 and 6 (which are for the
investment series excluding sectors 26 and 32 and 1981 and 1982
observations) show the same influences: although in 6 we see the
harmful effect a reduction in the lag of the profit rate to one

period on the utilization and restriction statistics 32/.

Finally we consider the influence of financial factors on the
dynamics of investment. Firstly, concerning the rate of interest,
equations not included confirm previous results (Chica, 1983 and
1984), undermining its significance. This result is consistent

with the hypothesis that one must work with credit availabilities
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instead of with the rate of interest in situations of
diaequilibriﬁm due to rationing 33/. 'Secondly, investment
functions estimated with financial data from the firms® balance
sheets confirm the strong influence of internal accumulation and
sales income 34/, Thifdly. micro evidence from Fedesarrollo®s
managers’ survey supports our aggregate econometric results: on
the one hand, managers point to credit availabilities, not the
interest rate, as the factor affecting investment activity; on
the other hand, while big firms emphasize the role of the level
of profits, small firms stressed they were restricted by credit
rationing (Ocampo. 1988).

2.3. THE DETERIORATION OF FINANCIAL CONDITIONS

We now consider the deterioration of financial conditionas for
manufacturing activity during the period, in terms of both qredit
availabilities for manufacturing and the financial structure of
the firms.

'2.3.1. ECONOMIC POLICY AND CIRCUMSTANCES AND THE FINANCING OF
MANUFACTURING.

We now consider two phases of économic policy making and its
context affecting financial conditions of manufacturing: first,
the "Reform with Stabiiizatibn“ period up to 1978; and second,
tﬁe “LiberaliZation'and Collapse” period from 1979 to 1983.

2.3.1.1. "Reform with Stabilizstion"

The firet phase was characterized by attempts at financial
reform, which were thwarted by the stabilization policy
implemented to handle the boom in coffee export earnings. The
financial reform was designed to overcome the situation hindering
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the development of the financial system in the early seventies.
As in many developing countries, the diagnosis of "financial
repreassion” within the Mc Kinnon-Shaw paradigm implied a policy
of reform whose basic: strategy was to free the creation and
allocation of financial rescurces from state intervention 36/.
Thus, an increase in the level and a reduction in the dispersion
of nominal rates of interest were implemented. Furthermore, the
portién of depdsits subject to Central Bank control was reduced.

Although a process of financial deepening ensued, with the
financial sector and the volume of financial saving growing
substantially, conditions of credit liquidity for manufacturing
did not improve. On the one hand, the tightening of monetary
controle as part of the stabilization policy restricted the
availability of resources. On the other hand, increasing
competition for these resources from more profitable speculative
- and commercial activities increased costs and reduced acceass to
credit for manufacturing. In this way, this phase ended in a
paradoxical situation. In financial policy, a situation of
“repression-disintermediation” wiFh increased channelling of
resources through the Central Bank Development Funds was the
result of the stabilization package. For rationed firms in
manufacturing, higher excesa demand and costs of credit followed

in the course of a repressed financial boom.
2.3.1.2. Liberalization and Collapse.

By 1979 the preassure of foreign exchange earnings on the money
supply and the consequent priority of stabilization had receded.
Liberalization of interest rates ensued, and Central Bank
restrictions upon the free allocation of resources by financial
intermediaries were 1lifted. Financial deepening intensifiled,
accompanied by an aggravation-in the financial conditions and
atructures of manufacturing firms. The deterioration of their
financial structure sharpened. Meanwhile, increased competition
for resources from both the government and the financial sector
combined with a deceleration of the inflation rate to bring
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about an explosion in the real cost of credit. By 1982 the
¢risis in manufacturing was compounded by the financial crisis
considered below.

2.3.2. THE EROSION OF CREDIT LIQUIDITY FOR MANUFACTURING.

~We approach the prcblem of erosion in credit liquidity for
manufacturing from twe complementary viewpoiﬁts (See Table 2.3-
1.). First, we consider the decay in the dynamics of the credit
flow to the sector, and the increase in its cost, as a
consequence of the policy and the conjuncture elements of the
previous section. Secondly, we illustrate the credit restriction
of the sector in terms of the deterioration of financial
availability relative to the needs of the sector.

2.3.2.1. The decline in credit to manufacturing. .

The rate of growth of Credit'to manufacturing exhibits a long-
term decreasing'trend, with theﬁsevere fall of the eighties
aggravating the decline of the ‘asixties to the seventies..
Moreover, this decay is more severe for long-term credit as a
result of the transformation of the credit structure against
long-term credit and the'financing of fixed capital brought about
by financial reform. As for the costrof credlt, the nomina;
interest rate increased after 1972, particularly in 1975 as paft
of the financial reform. However, further increases .in the
nominal rate from 1978 onwards combined with the subsequent
deceleration in the inflation rate to push the real rate up to
two digltae level by . 1982. Thus, credit conditions for
manufacturing activity deéteriorated in the eighties, with regard
to both availability and cost ofrfundsL Factors contributing to’
this process included, the return to financial liberalization,
the recession, the financial crisis, and competition for funds
(from the financing of the fiscal deficit and the recuperation
of the financial system). '
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2.3.2.2. The erosion of the liquidity for manufacturing.

We now consider the deterioration of the credit conditions,fof
manufacturing relative to thé'hanufacturing sector”s demand and
relative to liquidity'énjoyed_by other sectors of the economy.
We examine the operation of credit restriction upon manufacturing
in three complementary forms. First, an index of liquidity, given
by the ratio of credit flow to the level of production, exhibits
a decreasing trend after ﬁhe early‘seventies for total credit,
and after 1969 for 1ong-térm credit. Secondly, an estimation of
excess demand for credit (using the procedure for.calculating
credit restriction in section 2.2.1.) shows that the constraint
was binding in 1975 for total credit and 1976 for long-term
credit, and in 1972 and after 1981 in both cases. Thirdly, from
the.viewpoint'of the dynamic evolution of manufacturing 36/,
the flow of credit fostered the expansion enjoyed by the sector
until 1974, exacerbated its stagnation up to 1982, and hindered
the recovery beginning in 1983.

The deterioration of credit conditions for manufacturing is also
illustrated by comparing them with the credit conditions of the
rest of the economy. Although the 1liquidity index of other

sectors deteriorated in the earlj eighties, that of manufacturing
:began to decline in the late seventies and more severely (Chica
1988). Consequently, by the mid-eighties manufadturing lost its

privileged position of the seventies vis-a-vis other sectors.

2.3.3. THE DETERIORATION OF THE FINANCIAL STRUCTURE OF THE FIRMS.

Throughout the period considered, and particularly during the
seventies (see -Table 2.3-2), manufacturing firms suffered a
deterioration of their assets-liabilities structure, with equity
decreasing relative to loan capital. At the same time, their
assets structure suffered a falling ratio of long-term assets to
current assets, with an expansionlof securities and a fall in
fixed capital concentrating in the period 1874-1977. The
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liabilities structure, in turn, was particularly affected by the
rise in short-term debt and the decline in share caﬁital, which
was concentrated in the period 1973-78. Moreover, the process of
financial adjustment to the phase of reform with stabilization
affected manufacturing in a particularly severe way (Chica. 1988)
37/. The increasing fragility of the financial structure during
this pefiod combined with the profitability crisis during the
subsequent liberalization and collapse vhase to culminate in the
financial c¢risis of the early eighties. -

2.3.4. FINANCIAL CONDITIONS AND INVESTMENT IN MANUFACTURING

We summarize the conseguences of the above financial developments
for investment activity in manufacturing. First, a combination
of events is revealed in the high indebtedness and low liguidity
indexes of the sector. The acute fall in credit liguidity in the
early eighties was linked to insolvency resulting from the
combination of accumulated debt of the late seventies and the
explosion in its cost before thp collapse of 18982-83 33/.
Second, elements of the financial deepening procese which
affected the dynamics of investment 1in manufacturing are
epitomized by thé ensuing collapse of the shares market. This
collapse was linked to substitution in the portfolio of both
savers and firma of financial assets for equity and fixed
capital; the lack of response of investment to the increase in
financial savings was linked to the channelling of resources to
more profitable alternatives 38/, Finelly, a double-sided
relationship developed with the crisis in industrial
profitability.contributing to the channelling of resources‘to
those higher returns activities 49/. Thus, by 1982 the feedback
between'the financlal crisis and the real crisis deepened in a
characterigtic process 41/ in which the ﬁrofitability
deterioration of productive activity, aggravated‘bﬁ the increase
in the cost of finance, was accompanied by an insolvency which
contributed to and was worsened by the léck of liquidity in the
financial sector.
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The impact of these processes on financial conditions for
.investment in manufacturing not only placed credit constraint
upon the implementation of investment decisions but alao impaired
the conditionsa conducive to these decisions. The deterioration
in the internal accumulaticn and flow of share capital was
compounded by portfolioc aubstitution of firms towards financial
asseta, and decapitalization and debt costa. These processes
combined with the lack of liquidity stemming from the insolvency
of the financial system to deteriorate financial conditions for
industrial investment. The financial crisis combined with the
crisia of the manufacturing sector to epitomize this
deterioration.

APPENDIX A-2.

We now consider difficulties in interpreting the coefficients of
r and cr if we estimate an equation in which they are introduced
as argumente irrespectively of whether each restriction is
binding or not. In other words assume that to measure the impact
of exchange and c¢redit avajlabilities we estimate I

a+bE+cP+dr+ecr for the whole period instead of I=min(I*, I
, IXA ). .

To consider the impact of the ‘'"spillover” determined by
disequilibrium in the "capital goods importa" segment of the
foreign exchange’ market , we focus on the two arguments of
r=min(rP, r8). We have rP=R(Ix), and 42/ rs=§sS-npP

where: $B8: reserve availabilities given by the balance in the
current account of the reat of the economy (B) and the
the reserves the authorities are prepared to spend
{Ra), : £ =Ra+B 43/.
nP: imported inpute required by manufacturing to produce
P
We have then two possibilities:
a) If the reservea constraint (RC) does not bind because either
there is no excess demand for foreign exchange or because the
credit constrain (CrC) is more restrictive, we have:

A RC>I RD,

where: A RC: investment (including the domestically produced
component) which can be undertaken without facing a RC, i.e.

A RC=- §84+(k-n)P, with k: participation of the capital goods
_sector in domestic production.

I RD: investment (including the domestically produced
component kp) corresponding to demand for reserves, ie.
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I RD=I%x when CrC does not operate, and I RD= IX if =~ C(CrC
operates. '

b) if RC operates
A RC ¢ I RD

and I=A RC= If = ES+(k-n)P -

To consider the impact of the "apillover” determined by
disequilibrium in the long-term credit market, we focus on the
two arguments of cr=min{cr?, cr8). We have crP=CR(I*)=Crx if RC
is not binding, and cr=Cr*-Cr(RC) if RC is operating 44/, with
Cr(RC) beling Cr not demanded due to the operation of RC. We then
have two possibilities:

a) If CrC does not operate either due to lack of excess demand

for credit, or because RC is more restrictive:
A CRC >= [ CRD

where ACRC: investment which can be undertaken without facing a
CrC, including other resources, i.e.retained profits (pll)

and receipts from ' selling financial assets (-4¢), i.e.
ACRC=}8+pll-A$. '

I GRD: jinvestment fincluding other resources) corresponding
to the demand for Cr, i.e. ICRD=Ix=Crx+pll-4¢ if RC does not
~ bind, and ICRD=I{=Cr*-Cr(RC)+plI-A¢ if RC does bind.

b) if CrC operates:
A CRC¢ -] CRD

and: I=ACRC=IA=As+pll-4¢.

Therefore, we have different  problems depending on which
‘regtriction is binding. If RC binds we have

I= 1¢ = 8 + (k-n)P
ﬁith causality running from right to left {from s to I).
Nevertheless, as it is always true that I = r + (k-n)P, when RC
does not operate causality runs from left to right (from I to r).
Meanwhile, if CrC binds:

I= IA = A8 + pll - Ad
with causality running from right to left (from As  to I).
However, as it i3 always true that I = cr + pll - 4¢ , when CrC

-does not operate causality rung from left to right (from I to
cr). . ,

The two situations
I=min(I RP,A RC) with I RO-min(Ix,Id)
I=min(I ©RD, A CRC),  with I CRDzpin(Ix%*,IE)

can then be summarized in the previously introduced function
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I=min(Ix, IE , Ik )

Now we can see what happens if we estimate I = a+bll+cP+dr+ec
instead of this function which distinguishes among the three
regimes. If we are estimating I* we are not capturing the effect
of §8 and A8 on I, but instead the effect of I on cr and r. If
we are estimating If we are capturing the effect of §% on I and
that of I on cr. 1If we are estimating IA, we are getting the
effect of 48 on I, and that of I on cr. Econometrically speaking
then, the estimatora are biased in each case by a correlation -
among the would be exogenous variables and with the errors 48/.
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NOTES OF CHAPTER 2

1. That is to say that demand expectations are based on current
and past levels of demand, or that firms face adjustment costs,
or that they operate under conditions of uncertainty, delivery
lags and irreversibility of investment deciesions. Replacing from
Kx = vQe in AKe = A(K*¥¢-Ke-1) , which expressea how firms
carry out only a fraction of desired I due to lags, an expression
for AKe as a function of Ke-1 and Qe i8 obtained, which after
repeated backwards substitution gives the popular distributed
lags model
, AKe = 9AZ(1-1)1AQc-1

This expression can be also derived assuming that firms adjust
K to their expected levels of Q, with this determined by past
demand levels according to an adaptative expectations scheme
(Precious. 1987). Similarly, the initial expression lndicates how
the influence of lags can be obtained by introducing adjustment
costs into the present value maximization problem so that the
optimal adjustment path in the presence of these costs is given
by Ic=A(K*e¢-~Ke-1) (Junankar 1972. Nickel 1978). Thus, while in
the lags interpretation the A coefficient expresses (as an
inverse function) demand (decision) and supply (delivery) lags,
in the optimal adjustment interpretation it is an inverse
function of the rate of interest. The lags interpretation,
however, has the advantage of being based on incontrovertible
facts (uncertainty and delivery lags) as opposed to the optimal
adjustment, which relies on the existence of strictly convex
adjustment costs (Nickel 1978).

2. In this case the cost minimization condition gives rise to a
general form including a demand term besides the price terms (see
e.g. Brechling. 1975). Under particular conditions, this can be
shown to be the result of the problem of present value
maximization by competitive firms of net future receipts, subject
to the production function and the capital accumulation equation.
Thus, Nickel (1978) shows that for the imperfect competitive firm
the optimal investment path is given by:
‘dlKk = d1D + &6 + [ dlw - Q dle
with T and Q being functions of the elasticity of lubstitution
and the elasticity of output with respect to marginal revenue,
such that while the effect of an increase in the user cost of
capital, c, is always negative (Q>0), that of an increase in
wages, W, is positive (I'>0) when the substitution effect
dominates the output effect (and vice-versa). This gives rise to
the simple accelerator relationship
I =v@Q + 8K

either when factor prices remain constant, or when  the
elasticities in I and Q are such that these expressions approach
zero, an approximation of the latter being the rationalization
of the naive accelerator by a fixed coefficients technology
(constant returns to scale assumed).

3. The close relationship between profite and demand in K-S
demand constrained view of the firm is stressed by Kalecki’s
investment function in which the accelerator role is played by
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the increase in profits. Similarly, an independent role for
internal savings of firms is emphasized by Kalecki's criticism
of the accelerator principle for overlocking the influence of
retained profits. MHeanwhile, the close correlation Dbetween
profitability and the 1level of output is likely to create
estimation problems. However, the exclusion of profitability on
these grounds (e.g. Jorgenson) - implies the loas of relevant
information. More specifically, the reasoning behind the
inclusion of both the rate of profits and capacity utilization
in the investment function runs both ways: on the one hand, as
seen in section 4.1. various factors combine with the level of
output to affect the profit margin and productivity, and
therefore the rate of profits; on the other hand, this level
plays a particularly important role in itaself. As is emphasized
in 3.% on the implications of Steindl”s inclusion of this
additional term, the influence of capacity utilization on
_ investment decisions can not be completely subsumed by that of
the rate of profit.

4. While the accelerator implies that full utilization is aimed
at, the fact that firms keep reserve capacity (to increase their
market share during the boom) implieas a certain degree of excess
capacity as the aim of the entrepreneurs {Steindl. 1976). In this
direction Nickel (1978) considers the destructive implications
of the introduction of uncertainty for the present value
maximization criterion for investment decisions of the firms.
First, the firm accepts the costs of keeplng excess capacity to
the extent that they are ocutwelighed by the benefits of consequent
flexibility; secondly, the lower is the firm's possibility of
expanding production through substitution of labour for capital,
the higher its need for flexibility provided by reserve capacity;
thirdly, pervasive price rigidity pointe to the role of reserve
capacity in the adjustment of supply to demand under imperfect
competition. Meanwhile, elaborating on Steindl”s argument,
Fazzari & Mott (1987) emphasize how investment plans are linked
to projected demand relative to current capacity, with this
projection based on observed levels of utilization.

5. As emphasized in section 2.1.3, the admission (against the
Modigliani Miller Theorem) of the relevance £for investment
decisions of the method of finance, in conditions of imperfect
capital markets, is the starting point of the poat Keynesian link
between retained profits and these decisions in the face cf the
increasing cost of external finance.

6. Our investment function can be considered a reduced form
comprising the situation in which credit rationing affects the
adjustment path, and that in which profits assume the leading
role as a result of a liguidity constraint. '

7. Two additional mechaniams may be important in this direction
(Peterson. 1887): on the one hand, current and past levels of
profits convey information about planned levels of output in
addition to that contained in current and past levels of output;
on the other hand, in line with Tobin“s q theory, profitability
is likely to be high during periods in which the ratio of the
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stock market valuation of installed capital to its replacement
cost is high. In an "animal spirits” ° direction, Peterson also
"points to the effect of accumulated profits on the psychological

coat of capital.

8. This 1is emphasized by Steindl‘’s comment on Kalecki’s
investment function (Steindl. 1976). Thus, both carrying costs
and inatalled capacity effects work through the rate of profit
via the capital stock and the level of profits. '

9. One solution to this 1s to include a term- for technical
progress, accommodating Kalecki s emphasis on the crucial role
of the exhilarating effect of its incorporation in getting the
system out of the slump and so maintaining its long term
dynamism. However, practical problems in developing an adequate
exogenous index of technical change incorporation suggest as a
plausible alternative the use of dummies to capture significant
changes in this respect. The same can be said of sociopolitical
factora affecting entrepreneurs” state of confidence, as is
rightly stressed by the above mentioned argument of Joan Robinson
about "animal spirita”.

10. Prescious (1987) develops a dynamic disequilibrium analysis
in which binding supply restrictions combine with demand
constraints to prevent firms from moving onto their optimal path.

Given that the supply constraint raises the marginal q, the firm
will increase investment in advance whenever the constraint is
anticipated. Unfortunately, its rational expectations assumption
- (allowing for the saddlepoint property according to which the
economy moves along the stable path) and its extensive use of PV
maximization (l.e. a perfect capital market guaranteeing the

intertemporal equivalence of cash flows) renders this non-market
clearing analysis inadequate for the analysis of the impact of
a financial constraint. In thie respect, the analyais of Tybout
(1983) provides a more fruitful approach to our problem.

"11. i.e. the upward bias which the estimation of a notional
function generates in the coefficients of ite arguments when the
reatrictions implying a disequilibrium are binding.

12. Consideration of three regimes without wusing prior
information about the periods in which each of the regimes
operates increase the risk of obtaining a very small number of
observations corresponding to one of these regimes. This is a
problem given the asymptotic character of the estimation methods.

13. Independence of financing and investment collapses once we
acknowledge that essential characteristics. of a capital market
with uncertainty (like bankruptcy and risk of default) are ruled
out in a world where individuals can borrow at & risk free
.interest rate, and financial transactions take place at a price
which takes no account of the identity of the buyer and seller
(Nickel. 1978). Nickel’s case is very interesting in that after
obtaining the conventional results from the PV optimization
apparatus in the perfect capital market world, he further argues
that the concept of price-taking behaviour is self-contradictory
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in the market of financial capital in a world of uncertainty. He
shows the introduction of default risks negates the Modigiliani
Miller theorem because firms® bonds are a risky asset which
individuala can not reproduce.

" 14. As is recognized by Nickel, the introduction of uncertainty
-moves the analysis from the certainties of PV maximization into
the foggy realms of group decision-making in a complex economic
and institutional framework (Nickel. 1978). This is the starting
point of alternatives to the Modigliani-Miller paradigm such as
Wood " =s.

15. Although its original formulation by Kalecki emphazsized the
rise in risk with the size of capital investment, various Post-
Keynesians authors focus on the implication of increasing risk
with the size of external funding in various poat. Keynesian
authors.

16. Emphasized in the analyses of Eichner, Harcourt & Kenyon, and
Wood considered below. ,

17. Keynes” view of the crucial role of liquidity as a condition
of the savings generation process, both at the stage of the
finance interval (until ex-ante investment becomes effective) and
in the savings adjustment process, has been emphasized in the
debate on the relationship savings-finance-investment in Keynes
and Kalecki (see Asimakopulos 1983 and 1986. Davidson 1986.
Kregel 1986. Snippe 1985)

18. Remaining within the increaaing cost stage we have Keynes~
impact of both lenders’ risk (due to moral hazard or involuntary
default) and borrowers® risk; an impact which works in the Post-
Keynesian analyses through the demand price of capital goods (as
in Davidson and Fazzari & Mott) or the supply price of capital
goods (as in Minsky).

19. Stiglitz develops the implications of the sorting and
incentive effects of prices in markets for funds from imperfect
information asymmetries inherent in these markets.

20. This resultes from adverse selection and incentive effects on
expected returns of an increase in the interest rate. The former
effect refers to adverse change in the mix of applicants as the
more risk averse drop out of the borrowing pool as the rate of
interest rises. The latter refers to inducement for the borrower
to undertake riskier actions (Greenwald & Stiglitz. 1987),
interpreted by Blanchard and Fisher (1989) in a moral hazard
- 8ense where the debt contract.allows for bankruptcy. .

21. We introduce the inverse of an excess demand index {which
moves with the credit supply whenever that excess is positive)
along with profitability. We thereby include the complementary
views on the liquidity constraint of Tybout, emphasizing profits,
and Stiglitz, stressing credit availabilities.
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22. The increase in financial costs affects net returns, and the
fall in investment, which follows the consequent decrease in the
demand price of capital assets, brings about a fall in aggregate
demand which further affects internal accumulation.

23. Ocampo’s et al (1985) results show the influence of prices
of capital goods counteracting the high income-elasticity of
investment, capacity utilization specified as the deviation of
-output from its trend, and the foreign exchange restriction
specified as import controls. Significant coefficients for the
prices of factors of production (interest and wage rates) have
been obtained in Rubio (1983); although (as Ocampo et al point
out), the significance of the wage rate may be interpreted as a
demand rather than a substitution effect.

24. Profite as a variable which expresses both the availability
of internal funds and expected demand and profitability enters
with a lag, while utilization and the restrictions are those of
the  current period. However, credit and foreign exchange
availabilities are not treated soc as to differentiate the excess
demand regime from the regime in which the constraint is not
binding.

3

25. With the use of two disequilibrium packages, Limdep and cne
developed by Prof Bourgignon of Paris University. :

26. Now the restrictions are included so that they both cancel
when the notional demand becomes effective, and does each
individually when the other is binding. Meanwhile, the lag
structure expresses again the idea of utilization used for
checking longer term profitability expectations and the binding
restriction acting in the current period.

27. Numerous-experiments including observations up to 1985 failed
. to recover the expected parameters.

28. Although in 1981 the effect of the favourable conditions of
1979 and 1980 should have been operating, and in 1982 we have the
bias introduced by sector 34.

.29. According to which the previous deterioration of the
conditions of demand and profitability i1is attributed to a
competitiveness decline to be compensated for by incorporating
more efficient machinery. In this sense utilization and the
profit rate operate as indexes of the collapse expected if
investment is not undertaken.

30. Sfatistical problems are also created by the severe credit
fall of the eighties implying excess demand estimates whlch are
too large.

31. The only way  of overcoming the deterioraticn in the
statistics produced by the introduction of observations for the
eighties is by excluding the 1981 and 1982 observations or
introducing a dummy variable in these years. The results obtained
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by the exclusion and the significance level of the dummy show the
loss of stability of the estimated relation for these years.

32. Due to the role of utilization in determining-the profit
rate, the fall in the significance of u-1 may be a result of
including n-1. : )

33. This lack of significance must be qualified in two respects.

On the one hand, the rate of interest may be affecting the

dynamics of inveatment through the rate of profit and capacity

utilization. On the other hand, it may be that the severe

increases in the interest rate in the early eighties harmed that

dynamics because there may be a threshold beyond which the

influence of the interest rate becomes statistically significant.

Indeed, one such effect could be contributing to the problems of -
gtability of the estimated relation in the eighties.

34. Additionally, a flow of funds exercise shows that the
internal accumulation of firms ia sufficient in the long-run to
finance investment in fixed capital. In other words, only in
critical recessions when finance of lnventories gaine priority
must resources of credit and of share capital be added to those
of internal accumulation to finance both inventories and fix
capital investment.

35. As is well known according to that paradigm, the lifting of
restriction on the rate of interest would increase the volume of
savings held by financial intermediaries. Similarly, the
allocation of thease resources by these intermediaries in
accordance with the free market would guarantee the efficiency
0of their contribution to the process of economic development.

36. Considering the subperiods introduced in the analysis of the
cycle of industrial accumulation in section 1.1.2, i.e. 1958-
1967, 1967-1974, 1982-85. ,

37. A comparison of these tendencies for manufacturing firms vis-
a~ vis other sectors” firms shows that the substitution of both
short term debt for share capital, and securities for fixed
asgets was more acute in manufacturing. ‘

38. Two procesaes contributed to the combination of high
indebtedness and low liquidity indexes during the seventies. The
deterioration of the liabilities structure manifested in the high
indebtedness index resulted from a decrease in the flow of share
capital even more severe than that of credit. Furthermore, this
fall in the dynamics of credit was concentrated in long-term
credit, so that the more acute deterioration of the long-term
liquidity index reveals the constraint suffered by the
acquisition of fixed capital.

39. Financial and real estate speculation, and the finance of the
importation and purchase of luxury goods, provided more



61

attractive outlets for financial resources than fixed investment
in manufacturing.

40. Meanwhile,. the increase in the cost of finance resulting from
competition for financial resocurces from more profitable
activities contributed to the deterioration in the profitability
of productive investment relative to financial investment.

41. Various aggravating circumstances compounded Minsky s scheme
of "expansion of the real sector-increase in financial risks-
contraction of the real sector-credit restriction-crisis” in this
case. The structural fragility of the financial sector (resulting
from scarce capitalization, and high degrees of indebtedness and
concentration), made it particularly vulnerable to the downturn
in economic activity. In the real sector, the income expansion
which accompanied the process of financial deepening was not
linked to an lncrease in real investment, but to the speculative
boom in real estate and financial sectors following the coffee
and illegal exports extraordinary revenues.

42. It is assumed that the authorities give priority to inputs
importation

43. Ex-post the balance iI=B-nP-(R-R-i1) muat hold
where: B=X-M+F
il: imported proportion of capital goods
X: other exports
M: other imports
n: coefficient of imported inputl for industry (net of
exports)
F: net capital flow

The availability of reserves for manufacturing §5 is given by the
‘balance of the rest of the economy and Ra, which is given by the
excess of the stock inherited from the previous period (R-1) over
the minimum stock below which authorities are not prepared to
allow reserves to fall (Rm), i.e. Ra=R-1-Rm.

44. It is assumed that firms demand credit after enquiring about
the availability of foreign exchange.

45. Depending on the import-production structure an additional
problem with P may arise. Given that it is always true that
I=r+(k-n)P=cr+pll-Ad, if the proportion of investment domestically
produced is high and P is not lagged, its coefficient will not
capture an accelerator effect but express a characteristic of
that structure
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3. DEMAND CONDITIONS: DOMESTIC DEMAND AND FOREIGN TRADE

We now analyze the deteriorétion of demand conditions which, as
we saw in section 1.2., combined with the worsening of financial
énd profitability conditions to generate the crisis of industrial
accumulation. Sections 3.1. and 3.2. provide the theoretical and
methodological framework for sections 3.3. and 3.4 which concern
domestic demand and foreign trade. Section 3.5. summarizes the

conclusions of the chapter.
3.1. THEORETICAL FRAMEWORK

The following &analysis illustrates the diverse mechanisms
underlying the deterioration of demand conditions for Colombian
manufacturing in the critical period 1974-82. The summary of the
theoretical relationehips relevant for our analysis of demand
conditions for industrial accumulation includes two sections: the
first focuses on problems concerning domestic demand, and the
second relates to foreign trade. First, we consider domestic
demand problems created by an. increase in the concentration in
the distribution of income by an inelastic food supply and a boom
in exports of primary commodities. Secondly, we look at the
impact of an imports liberalization and a deterioration in export
performance. From an analytical viewpoint, the different elements
are related to each other by the common assumption that the
manufacturing sector is a fix price market with'highly elastic
short term supply. Based on the empirical validity of the markup
pricing and spare capacity assumption for the sector in Colombia,
at least as a stylized fact, we present a set of analytical
frameworks which belong to the Kaleckian-Keynesian family of
models of supply determined prices and demand determined levels
of output. ‘ '
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3.1.1. DOMESTIC DEMAND

We introduce a very simple multiplier-accelerator model to help
us illuastrate the contractionary effect of an increase in the
concentration in the distribution of income. After presenting the
basic relationships concerning demand and profitability in a one
(industrial) sector closed economy model 1/ , and using them to
show the operation of that contractionary effect, we add an
agricultural sector and an expernal sector to illustrate the
contractionary effects of both an inelastic food supply and a
primary export boom. The final section introduces the
specification of the domestic demand for domestic output used in

the econometric estimations.

3.1.1.1. Diatribution of income.

To highlight the K-5 (Kalecki-Steindl) argument concerning the
contractionary effect of an increase, in the degree of monquly,
we focus on the causal thread running from this increase to a
decline in the rate of investment brought about by the consegquent
drop in demand, and to the subsequent deterioration of
profitability 2/. We start from Kalecki’s distinction between
shifts in profits due to changes in effective demand, and shifts
which result from changed price-costs relations independent of
demand (Steindl, 1979). Consider the rate of profits identity:'

T = muy (3.1.13]
O/Y : share of profits in output

u = Y/Y* : capacity utilization _
Yx/K : output-capital ratio at full capacity

5
®
"
@
=]
"
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This becomes an explanatory relationship once the share of
profits, given excess capacity, is determined according to the
mark up theory of prices, by an exogenously given markup u, as
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in
m=yp/ (14n) (3.1.2.]

This follows from the price equation p=(l+u) c expressing how
-prices are fixed by marking up unit prime cost (c) 3/.
Therefore, the rate of profits is determined by profit margins,

capital utilization, and capital intensity (Steindl, 1976) i.e.

Tt = [/ (lfu)]uy 7 {3.1.3.1]

This shows how the amount of profits made possible by the
conditions of exploitétion dépends not only on technology'(y),
and class struggle (expressed in the degree of monopoly), but
also on demand (u). In the interpretation of Rowthorn (1881), the
profite curve in the space u-n (II in quadrant SE of Graph 3.1.1.)
indicates the amount of profits which is created at any level of
capacity utilization, given exiéting methode of production and
real wages.

Before turning to the problem of determining the amount df these
potential profits which is realized by the conditions of
aggregate demand (investment and saving), two points must be made
regarding the meaning of the K-S stagnationist argument. First,
concerning the working of the multiplier-accelerator framework
4/, with the introduction of the accelerator side, we not only
have Kalecki”s double sided relation between profits and
investment leading (in the absence of exogenous factors like
technical progress) to stagnation once the profitability of
investment (I) deteriorates; in Steindl’s version, in conditions
of concentration, a cumulative causation process ensues involving
drops in u and further falls in I. Second, ihe implications of
the rigidity of the mark-up are illuétrated'by contrasting K-S°
analysis which integrateas changes in the level and distribution
of income with Kaldor“s neglect of the former type of change
resulting from his assumption of the flexibility of m as a
mechaniam for sustaining full employment. In K-S° analysis there
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is a tendency for levels of demand to occur which are lower than
the level required for full employment equilibrium &/. Once the
markup becomes exogenously determined, we have an entirely
different situation regarding effecﬁive.demand, as the analysails
of the impact of an increase in u will show. The repercussions
of capltealist attempts to increase profits by raising prices can
be broken down into two stages. In the firat stage, as Kalecki
argues,_n remain unchanged {determined by'I) , but the level of
Y will decline to the point at which the higher relative share
of profite yields the same absolute level of profits (Kalecki.
1871) 8/. In the second stage, according to Steindl, the
consequent fall in u also affects I and hence .. Here the
cumulative causation process becomes apparent: consistently lower
levels of I and a rigid m bring about consistently lower levels
of Y and 1. '

Let us concentrate on the conditions of aggregate demand in terms
of the Kaleckian realization theory of profits according to which
(if there is no saving out of wages) profits are determined by
capitalist expenditure (Kalecki, 1971.p.78). To simplify we
assume that technology is given, and redefining u as Y/K we have:

T=mu ' ‘ [3.1.4.]

expressing how, in the short period, a shift in profits can occur
through an increase in either the markup or in demand (Steindl,
1979). Adding u to m as an argument in Kalecki’s Investmeﬂt
function (Steindl, 18978.p.127), we have:

gl = I/K = ie + igm + iuu . {3.1.5.1
This emphasizes how capacity utilization influences investment
both indirectly through its effect on profits and directly in its
own right (Rowthorn 1981). Additionally we introduce a Kaleckian
savinge function, i.e.

g% = 5/K = snmu [3.1.6.]
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pointing out how once m beéomes exogenous the burden of the
process of savings adjustment falls upon u (Steindl, 1876. ch
IX). Thus, the curves S and I in gquadrant SW of Graph 3.1.1. show’
the saving and investment ratios for any level of u , given the
aggregate demand parameters. The economy is at macroegquilibrium
at their intersection, i.e. the corresponding level of u ie

determined by those parameters:

U m oo | (3.1.7.]

(B'r: - in)m - iu

This expresses the multiplier—éccelerator_proceas in a form which
emphasizee how given the standard Keynesian condition of
stability (sx - inr) - (iuw/m) > 0 any increase in m results in
a fall in u 7/. The resulting redistribution of income from
wages to profits reduces workersa” expenditure more than it
expands that of capitaliate”, =0 that‘such a fall in u is the
consaquence of _the resulting excess supply 8/. Furthermore,
Steindl“s addition of the influence of u upon I implies the
inverse relationship between m and both g and m which is at the
core of K-§- stagnationist argument. In Appendix A.3.1. we
illustrate K-S5° causality thread running from the fall in u to
the reduction in I (accelerator), and from this reduction to the
decline in 0O (demand determined output and profits). The
implications of this argument for an underconsumption analysis
9/ are therefore linked to the importance of the accelerator
term (iu). Once we admit that investment not only depends on
profits but alsoc on demand (u), profitablility becomes affected
by consumption, and consequently a satisfactory level of

accumulation requires adequate real wages 1°/.

73.1.1.2. Agricultural supply and demand'for manufacturing
production.

We now consider how the introduction of an agricultural sector

causes additional effective demand problems for manufacturing.
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In particular, we focus on the way an increase in the price of
food manifests itself in a fall of demand for manufactured
production, given plausible workers® and peasants’ consumption
patterns. We -initially consider a model in which the
manufacturing sector does not demand agricultural inputs. We then
examine how the introducticn of these inputs adds to the
pressures iikely to lead fhe economy into a situation of
accelerating inflation resulting from an increasingly acute
conflict over the distribution of income.

We move into the realm of two sector models 11/ to consider the
inﬁeraction between an inelastic supply-flex price agricultural
sector, and an elastic supply-fix price manufacturing sector. We
follow Cardoso’s (1981) formalization of the Latin American
structuralist theory of inflation 12/, concentrating on the
effects of inelastic food supply on demand for manufactured
production. We start with a short-term model in which industrial
pricea and wages remain exogenous; we then move beyond this
short-term assumption to coneider inflationary dynamics. Besides
adding an agricultural (A) flex price sector te our previous
manufacturiag (M) fix price one, and a peasanﬁs class to our
previous industrisal capitalists and workers, we assume as in the
previous section passive money supply and an M sector producing
a Consumption—Investmept good. Investment is exogenous now; the
A sector only produces food which as the main wage good faces
{income and price) inelastic demand; the‘only variable input
required by production iﬁ the M sector is labour, the supply of
which is unlimited and which is demanded according tb fixed
production coefficients (1=Lm/gm) to supply (elasticly since
u<l) the demand for C and I goods both from the M and A sectors:
the supply of food from the A sector is inelastic, determined by
the given land cum capital stock (qe=kaKa) 8o that it is mainly
the price (pa), and not the quantity as in the M sectbr, which
moves to clear the market.

To arrive at the equilibrium conditions in both markets, we mﬁst

introduce some considerations concerning prices and demand. Given
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that the pricé of the M good is pm=(1+u)e@l (®:nominal wage rate),
the real wage is given by w=[02(1+u)1])-1 with © being the
relative price (pa/Pm) and a the share of the A good in
consumption demand (CD). The price level of the economy is a
linear homogenéous function of the two prices, i.&. p=pa®pml-<=.

As for CD we assume linear expenditure functions:
paCa = 8CD + é¢re PmCm = (1-8)CD -épa [3.1.8}

8 and ¢ are the marginal fraction of consumption expenditure
allocated to food and the autonomous part of demand for food,
respectively:

a = & + $pa/CD l-a = (1-8) - épa/CD

showa how the share of food decreases with an increase in
expenditure (Engel effect) while that of the M good rises.

Supply-demand equilibrium conditioqs in the markets for the A and
M goods are

Paga = 8CD + épe : Pmam = (1-8)CD - épa + pml

Given Qa, pPm, and i. Pa moves to equilibrate the A market, and
Pm to equilibrate the M market so guaranteeing that saving
becomes equal to investment. Expressing them in terms of gm, with
8 instead of pa:

AA: qm 9[(1—-60;)@; - ¢] / 6cm

[3.1.8.]

MM: dm {9[(1"5)'Caq§—¢]+1}'/ 1-(1-8)Cm

where ca and cm are the marginal propensities to consume of the

two sectors, i.e. CD = cepaQa + ComPm3m.-

The solution of the system is illustrated in Figure 3.1.2. with
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AA and MM depicting the points (8,qm) of equilibrium in the A and
the M markets, respectively. AA will be positively sloped if,
as we assume, the agricultural surplus exceeds autonomous
consumption of A 13/; if an'increase‘in am, dfiving the economy
upwards from AA, takes place the resulting increase in demand for
food will increase € (pa). Thus, all points to the left of AA
repregsent excess demand for A and rising terms of trade for the
A sector. We focus on the case where MM is negatively sloped,
i.e. where there is .a strong Engel effect implying a low
propensity to consume the M good on the part of peasants 14/, °
‘Thus, if an increase in pa occurs, driving the economy eastward
from MM, the increase in the peasants’ demand for M will not
éompensate the fall in workers® expenditure caused by_the drop
in real wages, 80 that gm will decrease as a result of the
consequent excess supply. At point e both markets are in
equilibrium. By the same token, we concentrate on adjustments in
8 (pe) and am which eliminate excess demand according to the.
following rules:

-~ - -~

am = f([Cm(8,am)+I-amlipm) Pa = 0 = g(palCa({8,gm)-gal) 3.1.10]
stability 15/ requiring AA to be steeper than MM and I>0 18/,

Looking at the effect of an excess demand for food, in the case
of a shock adversely affecting the supply of food 17/ the
contractionary effect on the manufacturing Sectorris independent
of MM being negatively sloped 18/. Meanwhile, in the case of
an autonomous increase in demand for food (illustrated as a
clockwise shift in MM) the contraction takes place only when
there is a strong Engel effect. At this stage we may note that
given that the stability conditidns_hinge upen a supply of fobd
Ereat enough relative to demand, a too severe shock of this type

could render the dynamic movement unstable.

To analyze the inflationary implications 19/ of the conflict

resulting from the wage reaction associated with the increase in
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Pa, we abandon the workers” passivity assumption and introduce
their search for compensation for losses vis-a-vis the desired
real wage (wx). In terma of the relative prices consistent with
workers”™ desires 6*=[wkx(1l+n)l]-1i/<« becomes

-

@ = € (6-0%) o o [3.1.11.]

Given that profit income is protected by'arconstant markup, so
that capitalists keep a constant share (u/1+4) in Qm, Pm grows
at the same rate as a,‘i.e.-

- Com

Pm = @ = € (8 - 6%) = e(e-{[w*(1+u)1]-1/° 3y [3.1.12.31

which express the dynamics of pm as a function of the gap between
actual terms of trade and those compatible with workers~
aspirations. Thus in figure 3.1.3. the schedules amzo and Ba=0
(see below) represent equilibrium pointe in the M and A markets
respectively:  Dm=0 represents the - profit-wage conflict
equilibrium (i.e. the locus of points at which 8=6%), so that at
any point to the right of this thrgshold w 1s below the desired
level and cost-push inflationary bressures emerge. In Appendix
- A.3.2. we consider how 6 and am converge toward an equilibrium
in which wages and both agricultural and manufacturing prices
conatantly rise. Given a sufficient supply of A and a sluggish
response of pa to exceas demand of A, the economy converges
towards this rest state. However, the fact that at this
equilibrium there 1s structural excess demand for food and an
enduring wage gap which manifest themselves in persistent .
inflation implies that it can not be a long-period equilibrium.
As scon as either peasants or workeré become aware of the excess
demand for food or the wage gap, they react increasing g or €,
~and bring about an inflationary spifal which renders the model
-‘expldsive in the long period (Cardoso, 1981.p.277). .

Finally, we consider how the equilibrium conditions are even more
difficult to fulfil if the manufacturing sector demands part of
agricultural output as an intermediate good. Appendix A.3.2.
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shows how the existence of equilibrium hinges on a sufficiently
large agricultural supply to meet increased needs; how stability
conditions become more stringent; and how the contractionary
impact of a fall in da UPON 9m is more severe as a result of the
negative income effect which now involves the two prices.
Fufthermore, inflationary pressures and the underlying conflict
over the distribution of income ‘become more severe. Demand
pressure stems from demand for A as an input in the production
of M, and a direct cost push adds to -the indirect one via wage
reaction. Hence the economy’s movement to a new equilibrium with
a higher rate of inflation critically depends on wage reactions
to higher food prices and on the time pattern of the chain of
responses by capitalists and workers along the adjustment
process- The analysis of this sort of dynamics is tackled in
section 4.1. The character of the new equilibrium, and the
greater stringency of the conditions for stable convergence
towards this equilibrium, are discussed in Appendix A.3.2.

.This illustrates the complications involved in by the
introduction of &n agricultural sector with regard to both
demand for manufactured production and inflationary pressures
reflecting the conflict over the distribution of income. These
complication‘are compounded if the manufacturing sector demands

part of the agricultural output as an intermediate good.

3.1.1.3. Primary export boom and the level of manufacturing

prodqction;

We now concenﬁrate on the mechanisms responsible for the
contraction in the manufacturing sector following a primary
export boom discussed in the Dutch Disease literature ?0/.'
Three types of models illustrate aspects of'those mechanisms
21/, First, within an internal and external balance framework we
consider both the fall in domestic production as a result of
excess saving, and the deterioration in the trade balance as
reeult‘of the appreciation of the real exchange rate. Secondly,
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a stock equilibrium model including a financial sector allows us
to emphasize the crucial role of fiscal and monetary policies.
Thirdly, within the Traded (T) Non-traded (NT) Salter-Swan
framework, we consider the shift of economic activity from the
traded gooda sector (manufacturing) towards the non traded sector
(food or services) 22/,

To present the contractionary effect of a foreign exchange boom
upon an industrial sector which demands imported inputs and
exports part of its output abroad we follow Taylor (1983, 1984)
in considering this effect within a two balances framework as
resulting from increased savings in the internal bhalance and
exchange rate appreciation in the external balance. The new price
equation and supply-demand equilibrium are:

P = (1+p) [@l+Epaxa] : [3.1.13.]
pa = pC + pol + [€o+€1(Ep*/p)lpq (3._1.14]

where E: exchange rate )
pi*: foreign price of_the imported input
o: fraction of I which ia domeatically produced

p*: world price of goods similar to the manufactured exports

Dividing the two balances 23/ by the value of the éapital stock
pK, we obtain the equilibrium system

[o+(1-C)epr*]g ~ (Bnu/l+u)u - eb = 0
| [3.1.15.1
[e(pi*a~-€1p*)-€o]u + epx*(1l-0)g - eb = O '

with e=zE/P, and_b:B/K.‘
With u and e as the adjustment variables an increase in b brings

about a contraction of the level of production and an

appreciation of the rate of exchange. Appendix A.3.3. illustraﬁes
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how in the internal balance the rise in foreign saving implies
an excess supply situation which is eliminated by a fall in u;
and in the external balance the reduction in the excess demand
for foreign exchange is compensated by an appreciation (i.e.
fall) in the exchange rate. A more relevant alternative to this
analysis 24/ is provided by a disequilibrium analysis with
excess demand for foreign exchange. In this way the process in
which we are interested may be seen as a movement towards  the
equilibrium situation (onto the notional demand for imports),
from one in which binding quantitative controls reflect that
excesa demand 28/, However, due to the type of imports
introduded in this model, i.e. complementary production goods,
we can not illuastrate here the contractionary effect of
| competitive imports, which is considered in section 3.1.2.

We now consider the second model which emphasiies the crucial
role of fiscal and monetary policies for the contraction of
manufacturing resulting from a primary export boom. We follow the
analysis of Pesaran (1984) with a model which adds to the
Keynesian elasticity of supply, a private absorﬁtion function
including wealth within its arguments and a government budget
constrainf 268/, We summarize Pesaran’s argument to highlight
the crucial role of fiscal and monetary policies in a world
incorporating a financial seétor and the corrésponding portfolio
‘adjustment, . and a public sector and the associated operation of
a budget constraint 27/,

While the price equation remains the same 28/, for equilibrium
in the commodity market now including government demand, we have

vy = a(ya,d-1/p,i)+g-b) o - [3.1.16.3]

wﬁere y/ya: real national income/private disposaﬁle income.
a: real private absorption.
$-1:initial financial assets of the private sector.
g: real government expenditure.
b: real deficit of the current account



74

For this latter deficit, including now the production of the A
sector, all of which we assume is exported, we have

b = Sm{a+g,8) - 6A - xtﬁ) e _ . - [3.1.17.]

with real imports m being a function of total absorption (a+g)
and the competitiveness index &(=ep*=Ep*x/p, 1i.e. the real
exchange rate), real exports a function of thie index, and A the

real value of agricultural exports in terms of foreign prices
29/

For the finanoial sector, we.ihtroduce three relationships: the -
first for net acquisition of financial assets in terms of the
government budget constraint; the second for changes in the
supply of high powered money in terms of government lending
policy; and the third for the demand for real balances. Appendix
A.3.3. presents the basics of the model concerning the short and
long run impact of an increase in A. It illustrates how in the
short period the impact of this increase on o crucially depends
on fiscal and monetary policy parameters and on the -interest
elasticity of private absorption. For the long-term impact, it
also illustrateas how y falls in 20 far as 5 declines, and how an.

increase in g-t is needed to avoid a fall in gq.

Finally, we consider two models within the Salter-Swan framework
(Corden & Neary 1982, and Wijnberger 1984) where a highef
transfer leads to excess demand for NT goods which manifest
itaelf in a supply (wages) shock upon the T goods sector 39/,
Leaving aside the resource (labour) movement (towards the booming
‘gector) effect in Corden.Neary‘s analysis, the spending effect
refers to the increase in the price of NT as a result of the
extra spending brought about by the increase in real income; a

real appreciation takes place (the ratié of the T s prlce to the
NT s price falls). Given that in this analysis the main mechaniam
is the pulling of resources towards the booming sector, to have
a demand effect we have to involve the strong Engel effect of the
last section. Alternatively, to have a more relevant supply
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effect (given unemployment and a clear segmentation of the labour
market across sectors), we involve the increase in wages
considered by Wijberger. Assuming wage indexation to the CPI,
real appreciation implies a higher real wage in terms of T goods
{(whose price is fixed by the small-country assumption), and the
T sector is affected by increased labour costs pPressures 31/,

3.1.1.4 The specifications

As we are interested in demand for domestic production, we have
to exclude the segment of demand for imported production. Assume
that both the domestic demand for domesﬁic production and the
domestic demand for imported production face perfectly elastic
supplies, so that the quantities produced and imported are demand
determined. Therefore, assuming a simplified linear homogeneous
functional form which includes only an income variable and a

relative price variable, we have for total domestic demand:
Q +m - x = dd{y, rp) (3.1.18]

where: q: real manufacturing gross output
m: real imports
X: real exports
y: real aggregate income
rp: relevant relative price

The domestic demand for domesatic production is:

qQ - x = dddp{ y, rpa, i) [3.1.19.]
i being a term for imports competitiveness thchrinciudes the
determinants of the allocation of demand between imports and
domestic production, i.e. relative prices and the level of

quantitative controls.

3.1.1.4.1. Domestic demand for consumption goodsa. The following
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variables affect the domestic demand for consumption goods:

1) Income and its distribution: The inclusion of the level of
_income 1is inmplied by both the elementary theory of consumer
demand and the life-cycle permanent income approach; that of
distribution is supported by both the restrictive nature of the
assumptions required for aggregating between consumers, and by

the poat Keynesian-structuralist argument.

2) Domestic relative prices: The inclusion of relative prices is
implied by the theory of demand; particularly as we are dealing
not with aggregate consumption but with consumption of
manufactured goods.

3) Liquidity and wealth: The inclusion of liquidity is implied
by the analysis of credit rationing in conditions of imperfect
financial markets; that of wealth by the modified life-cycle
analysis adopted.’

4) The impact of imports, whicb can be seen elther as a
competitiveneas effect through relative prices , or as an excess

demand effect of import controls.

Therefore, for domestic demand of domestically produced light
consumption (LC) we have 32/:

QDLC
QDLC

a+by. +cm +dpra+e i
a+bWpe +cm +dprc +e i {3.1.201]

For durables (CD) we have the following:
QDDC = a + bAyd + ¢ prc + di + e
QPDC = a +bm + cprc + di + e}
(3.1.21.]

3.1.1.4.2. Domestic demand for production gooda. This demand is
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affected by- the s=same four variables, although modified as
follows. 1) The income variable is replaced by the level of
production of the relevant producer who is demanding the input.
2) Relative prices are those of the corresponding products
~relative to the general level of prices. 3) Liquidity and wealth
is given by credit availability.

Therefore, for .domestic demand of domestically produced
intermediates (IG) we have:

QPIG =a+ bgqg + cprp + di + e d (3.1.22]
For capital goodé (KG):

QDKG = a+bu +ecn + d1i + dr+ f2 [3.1.23.]

3.1.1.4.3. Domestic demand for the whole manufactured production.
This demand ies affected by tbe same four variables. Therefore,
for domestic demand for domestically produced manufactured goods

we have:
QD -a+bprp +cd + d4i [3.1.24.]

Where: 7
QDLC : Domestic demand for domestically produced LC
QDDC : Domestic demand for domestically produced CD
QDIG : Domestic demand for domestically produced IG
QDKG : Domestic demand for domestically produced KG
W : Wage fund. : ‘
pc : Consumer price index
m : Share of profits in income -
rrc : Relative pricé to pé

_ pra : Reiative price to agricultural food.

yd : Disposable income.
1 : Impact of impbrts, i.e:

prm: Relative price to imports.
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I1QC: Index of quantitative controls
A: Index of Liquidity or of Wealth, which can be:
Cr/p: real credit
Ml/p: real money.
A/p: real value of financial assets
p: Producer price index
prp: Relative price to p
r: interest rate
d: Index of autonomous income, which can be:
f: Index of fiscal stance.

%x: Index of coffee exports.

3.1.2. FOREIGN TRADE

We now consider the demand conditions for industrial accumulation
from the viewpoint of foreign trade performance. Section 3.1.2.1.
introduces the basic framework for the analysis. Section 3.1.2.2.
focuses on the impact imports %ibéraliiation on industrial
demand. Section 3.1.2.3. considers aspects related to the
deterioration of exports.

3.1.2.1. Introducticn.

3.1.2.1.1. The demand impact of foreign trade. The consequences
for manufacturing of a reduction in the volume of net exports (X-
M, with X and M standing for manufactured and exports
respectively) are clear; nevertheless it is useful to set the
problem within the wusual multiplier framework 33/. For
simplicity we assume exogenous I and X, and notional demand for
M determined only by Y, i.e. Mx=hk+iY. Meanwhile the effective
amount of imports is given by M= M*—qc,-ﬁhere qc is thé excess
demand caused by quantitative controls. We treat the impact of
these controls like an autonomous shift in the imports function
to have: M=h+iY , with h=h*-gc¢. The level of Y is given by
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Y = [I+4X-(h*-qc)] / (s+i) [3.1.25.]

so that the multipliers Yx = Yaec = 1/(s+i) show the positive
(negative) impact upon the level of . demand of  increases
(decreases) in the level of X (and qc) 34/.

The underlying framework of sections 3.1.2.2. and 3.1.2.3.
emphasizes the quantity determinants of the imports expansion and
export deterioration. Specifically, we assume a binding demand
constraint, in the case of M in the domestic market, and in the
case of X in the world market. Thus the analysis of the impact
of the liberalization of M stresses how the spillover of excess
demand for importables brought about by the quota which allowed
the supplier of the domestic substitute to increase capacity
utilization, is eroded with the Iifting of quantitative controls.
The ahalysis of the deterioration of X emphasizes on the fell in
external demand brought about by both the world recession and by
the reduction in competitors” prices stemming from rising

productivity.

3.1.2.1.2. Factors determining .import expansion and export
deterioration. A crucial determinant common to these two
processes is the erosion of competitiveness. We consider this in
terms of competitiveness index &, which in the case of the
markets for the exportable is 8=Epx*/pax 35/. We are interested
in two situations. Firast, we look at modifications of e (=E/pa)
as a result of changes in the relation between the rate of
devaluation and the rate of inflation of domestic pricees; i.e.
real appreciation effects. Any increase in pa which is not
cémpensated by a proportional one in E (so that dE/E<dpa/pal,
brings about a deterioration of international competitiveness
36/. Assuming a constant mark-up in the price.equation this
deterioration takes place to the extent that the rate of growth
of @ exceeds those of E and b (the inverse of 1, i.e. labour
productivity). Second, changes in relative unit costs as a result
of differentials in the growth of wages and productivity growth
vis a vis competitors; 1l.e. relative unit costs effects.
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International competitiveness deteriorates to the extent that the
excess of the proportional growth of wages over the proportional
growth of productivity is greater for domestic production than
for world competitors 37/. Both the former real appreciation
effect and the latter relative unit cost effect also work in the
domestic market in the face of competitive imborts.

3.1.2.2. The impact of import liberalization.

We approach this problem in two stages. Section 3.1.2.2.1.
focuses on the Keynesian mechanisms involved in the demand impact
of imports liberalization. Section 3.1.2.2. concentrates on the
impact of gquantitative controls on the demand for domestic

production and on the level of imports.

3.1.2.2.1. Keynesian effects of import 1liberalization. The
possibility of a negative demand impact of imports liberal ization
is considered through the addition of a balance of payments
constraint to our spare' capacity and fix domestic price
framework. To emphasize the mechanisms involved we consider two
lines of this Keynesian argument applied for the opposite
purpose to that of their original presentation, i.e. to
illustrate the demand contraction brought about by a reduction
in import controls. First we discuss the CEPG case on. the
advantages of protection vis-a-vis devaluation as a means of
achieving a demand expansion without worsening either the balance
of payments or the real wage. Secondly, we consider the Keynesian
disequilibrium regime analysis which emphasizes the export demand
conditions in which imports restrictions bring about an

expansionary imports substitution process.

The CEPG argument (Cripps, Godley. 1976. Godley, May. 1977), was
designed to show how, in conditions of real wage rigldity,
protection offers an alternative to the spiral of devaluation-
domestic inflation associated with efforte to expand the level
of ecdnom_ic activity without worsening the balance of payments.
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As the criticisms of the CEPG proposal have pointed out 38/ its
case hinges on the extent to which the response of the supply of
domestic substitutes for restricted imports is through gquantities
rather than prices, 8o that the excess demand for imports
translates 1itself into an equivalent expansion in production
39/. Therefore, in the CEPG_framework a negative impact of import
liberalization would appear as a reversion of the effect of the
imposition of controls which had brought 'about_ a forced
substitution effect exceeding its disabsorption effect; i.e. as
a reversion of an increase in demand for domestic substitutes

greater than the hoarding imposed by rationing 40/.

The expansionary effect of pfotecﬁion requires the breaking of
the inflationary chain either at its initial 1link, i.e. the
unrespongsiveness of profit marginas to quota profits, or at -the
following link, i.e. the absence of wage reaction. In other
words, it assumes either a demand determined level of cutput and
a supply determined level of prices, or, should margins respond
to import substituting demand expansion, wage resistance
behaviour unaffected by this expansion. The extension of the
first éssumption=to the exports market is crucial for a harmful
terms of trade effect of devaluation, which becomes relevant once
we move beyond the small country assumption. In other words, the
sguperiority of protection vis-a-via devaluation is reinforced
when we consider manufacturing exporta, which face downward
sloping demand curves for differentiated products (as opposed to

the perfectly elastic one for commodities).

The importance of this fix price supply and elastic demand
assumption when applied to the export sector, is emphasized in
the disequilibrium analysis of import substitution in a two-
sector M-X (imported-exportable) fix price model (Cuddingtoﬁ
1981. Cuddington et al 1984). The negative impact of the imports
liberalization (i.e. & reduction in the ‘expenditure on M
previocously shifted towards X by the binding of the quota) comes
into operation only 1f unemployment is of the Keynesian type,
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i.e. when firms in the X sector face a sales constraint 41/.
Although producers of the import competing good always face
excess demand at the price implied by quantitative pontrols, the
impact of a relaxation of import quotas (and of a devaluation)
depends on whether the economy 13 suffering from Keynesian or
Classical unemployment. Production of X falls as a-result of the
decline in domestic demand brought about by the reversion of the
substitution effect of the import restriction only in the former
case 42/. It must be noted however that this extension to the
export market of the Keynesian argument is carried out at the
expense of assuming, that ﬁhe domestic market can not be a

significant source of demand expansion 43/.
3.1.2.2.2. The impact of import contrdls and the import function.

The impact of import controls upon production 44/ operates both
at a macro and at a sectoral level, the former case referring to
a shift of the expenditure function due to the éffects of the
forced imports subsﬁitution 45/. To illustrate the macro effect
we conaider jointly demand for impprts and demand for domestic
production in the simplest case of complete subatitution with no
price effect 46/. Similarly to previous éection M=h+iY¥ , with
h=h*-qc, demand for domestic production is DD=b+cY, with b=b*+gc
representing the symmetric effect upon this demand, i.e. an
autonomous shift in its function in the opposite direction to
that of the import function. The effect of import contfols upon
the partition of demand between domestic supply and imports in
this simple case is,illustrated in Figure 3.1.8., where total
demand is d=dd+m=a+By, with a=b+h=b*+h* and B=c+i. More
generally, if we include the relative price of imports (prm),

domestic demand for domestic production is
q=dddp ( y, prm, QC )~ S [3.1.27.]
as opposed to total domestic demand (i1.e. including that for

foreign production) given by q = dd (y); the contractionary
effect of a reduction in import controls (dddpac) being modified
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by the effect of the movement in relative prices (dddpprmj 47/.

We adopt the following specification for import function 48/:
m=a+ by + cprm + d IQC o [3.1.28.1

Where:
m : Real imports
prm : Relative price to imports
IQC : Index of quantitative controls.

Strictly speaking we ought toc estimate a-two regimes model, i.e
one equation for the equilibrium situation and one for the
disequilibrium situation resulting from qQuantitative controls.
However difficulties in identifying at a disagregate level the
periods during which each regime is operating, and the level of
aggregation at which we are working, lead us to estimate a
reduced form including the two situations of equilibrium and
disequilibrium. Assuming the country faces a perfectly elastic
supply, the volume of imports depends on internal demand
(determined by national income and relative prices of imports),

and quantitative restrictions.
3.1.2.2. The deterioration of exports performance

Which factors are included within the determinants of
manufacturing exports depend on whether or not we assume a
perfectly elastic external demand: in the former case the volume
of exports is determined by relative prices of supply and an
index of the excess supply in the domestic market; in the latter
case demand determinants (i.e.:relative prices of demand and a
variable for the income effect of the buyers) must be added
49/. In the supply model (with infinitély elastic supply),'the
inclusion of the excess supply index reflects the idea that the
producer tends to export the surplus production which he is
unable to sell in the domestic market 50/. Thua, the exports
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éupply of an oligopolist in the domestic market is' a function of
the following variables: the price set for the domestic market
(which expresses both the determinants of the markup and unit
cost conditions), the domestic demand conditions, the external
price, and the minimum markup he is willing to accept in the

foreign market.

Let us consider the interaction of conditions in export and
domestic markets 51/ which give rise to the introduction of
domestic excess supply, relative prices of supply and the
magnitudelof the foreign market, in the exports function. We
visualize the situation of demand determined level of output and
price fixed above the marginal cost level in the domestic market
in figure 3.1.9, as the rele#ant cne lnatead of the decreasing
returns of figure 3.1.7. proposed by Cuddington. Thus, in Figure
3.1.9.: pa* is the domestic price in foreign currency (pa/E); px*
is the price in the expoft market, determined by the position and
the slope of the foreign demand curve (Dx) relative to the supply .
one (Sx), i.e. by the magnitude of the world market (Yw), and
competitors” price (p¥); given.thesg foreign markets and domestic
demand (Da) conditions, excess supply for export is given by Xa.
The firm will accept a lower markup in the foreign market if iﬁ
allows an increment in capacity utilization which more than
compensates for the effect of the fall in the margin on
profitability, i.e. if du/u>)dp/n;; given, of course, that the
same reduction in the markup does not pay in the domestic
market, because it implies pushing the level of production beyond
the profit maximizing level of output as determined by the
elasticity of domestic demand 52/. Figure 3.1.10 illuastrates
the case where the above considered relative unit cost effect is
compounded by a reduction in the magnitude of the export market
as a result of a fall in ¥« 53/.

For the épecification of the export function we introduce a
reduced form including from the demand side an index of the

mggnitude of the buyers market 54/. Thus we have:
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x=—a+b pxx/pdx + C DES + d wt [(3.1.298.]

Where:
x: Real exportsa
pxx/pdx: Relative price of exports to domestic prices.
DES: Excess supply index (=DS/K, with DS: Domestic sales).
wt: Index of world trade.

3.2. DEMAND CONDITIONS

We now introduce the structure of the following analysis in terms
of the deterioration of domestic demand, import substitution and
exports expansion

3.2.1. INTRODUCTION

Thie analysis of the deterioration of demand conditions focuses
on the stagnation of domestic demand, the expansion of imports
and the export crisis. After pointing to domestic demand as the
main source of growth for manufacturing, section 3.2.2. stresses
the inability of domeatic demand to compensate for the demand
effect of import expansion gnd ~export crisis. Section 3.8.
focuses on factors in the evolution of the level and the
distribution of income and relative prices and output

~composition, which gave rise to the stagnation of domestic
demand. Finally, section 3.4. concentrates on the causes and

consequences of import expansion and export crisis.

Some of the factors considered in the last two Bections are
specific to each problem. Section 3.3. emphasizes the
cdnjunctural detericration .of industrial workers earnings which -
compounded the structural conditions of inequality in income
distribution Section 3.4. considers the deterioration of
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competitiveness vis-a-vis foreign production due to productivity
stagnation which combined with the c¢risis in international
markets to-generate the exports crisis. Some of these factors are
linked to aspects of the Dutch Disease syndrome which afflicted
Colombian manufacturing in the second half of the seventies. In
particular, section 3.3. emphasizes the adjustments in income
distribution (and output composition) resulting from the coffee
boom; section 3.4 considers the effect of both the liberalization

of imports and the exchange rate revaluation 55/.

3.2.2. COMPONENTS OF DEMAND AND SOURCES OF GROWTH

We approach the qﬁantification of the contribution of domestic
demand {DD), import substitution (IS) and export expansion (EX)
by means of an exercise which attributes the growth of P to each
of these sources of demand growth. The results of the application
of the method introduced by Chenery (1960) 56/ for the
manufactured aggregate and for the sub-aggregates of 1light
consumption (LC), durable consumption (CD), intermediate goods
(IG), and capital goods (KG), are presented in table 3.2-1 57/.
We observe the following:

1) DD was the fundamental source of growth in all the subpericds
58/. However, the decrease in ita dynamic contribution after
1974 expresses its inability to compensate for the deterioration
in the dynamic contributions of IS and EX. The contractionary
effect is particularly strong in IG (which suffered the greatest
fall in the dynamic contribution of DD), while the dynamism of
CD and BK becomes more dependent on DD as a source of growth
859/.

2) The dynamic contribution of IS decrééses throughoﬁt the period
for the aggregate as well as for IG. The fact that the fall in
IS took place for CD and KG from 1967-74 to 1974-82 60/ shows,
first, the importance that substitution deepening had in the
development of these sectors during the period of export



TABLE '3.2-1
SOURCES OF GROKTH

k. 1 : , B. 2/
fontribution to growth ' Rate Dynawic contribution
Period Pl dP4/ {600 (s8] L6t ot Dcop brst 10
3 () - {1} gromth

Manufaciuring aggregate

1958-47 N © 20142 0.7438 0.2079 4.0388 32 ML LUT O 0.H5

1987-14 LRIV, 32344 9.9043 -0.03%8 0.1228 T.67  4.93% 075 494

1974-82 78264 26677 .17 -0.0M8 0.0545 L7 STY -1197 0 0.7%

1982-87 104343 12783 $.5823 0.270% 2.0619 70 3203 L2770 029
Light consuaption: L

1938-87 g2 4839 0.8984 . 9544 §.0482 4,33 .88 023  0.209

1967-14 20921 8370 09015 -0.0489 0.1427 340 L5800 049 07

1974-82 23791 13081 0.973%  -0.0842 0.1084 4,85 4721 -0.418  0.5%%

1932-87 42872 a7 4.8143 0174 0.02%2 I 024 0.637 0.104
Eonsuser durables: {D

1958-67 939 11 0.71797 0.2328 -0.0043 1168 %104 2,718 -0.050

1967-74 2630 3913 0.7410 0.1157 0.0931 11.4% 8.2 L3295 LM
1974-82 4563 2308 LL6MY -0.7389 0.0754 592 9918 434 0447

1982-87 8849 1299 0.5119 0.8018  -0.0123  10.00  &.M16 A4.044  .133
interlediéte gocds: 16

19%8-47 BAA2 BT 08674 0.3042 0.0353 7.7 4886 22737 0.285

1967-74 17178 12147 L0004 -0,1407 0.1372 8.12  8.t1%9 L1472 L3

1974-82 29325 4435 L9 -0.1312 0,048 377 A3 -0.488  -0.iM

1982-87 35780 10218 9.7142 0.1087 61791 32 3097 4l OTH
Capital goods: K6

1958-47 2114 " 283 0.4879 0.5043 0.0524 9.5t 4642 4798 (.48
1967-74 4972 7614 0.4577 9.2438 ¢.08%1 1284 8,342 3.081 1.7
1974-82 12564 4835 £,9323  -0.5384 0.0338 5.84  8.944 -3.239  0.198

1982-87 3L I 475 9.4794 0.436% 0.0050 .48 2,627 20U 0077

1/ Contribution to growth
L60%: domestic desand
€8S import sustitetion
CEY: exports '
2/ Dynaaic contribution
0CDh: domestic desand
DESL: import sustitution
BCX: exporis ’
3t Initial level af real production{aggregate}
4/ Production Increase

FEDESARpR
SOURCE: Author’s caleulation, BIBLIOTEC,,
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expansion, and second, the way in which IS reversal was

concentrated in these subaggregates.

3) The dynamic contribution of EX decreased from 1967-74 to 1974-
.82, after increasing from 1958-67 to 1967-74 for the aggregate
as well as for IG. The weakness of EX as a source of growth is
shown by two facts: first, its dynamic contribution in the X boom
period does not reach magnitudes either comparable with those of
DD or significantly superior to those reached by IS in the
preceding period; second, EX dynamic contribution collapsed in

the following period.

3.3. THE STAGNATION OF DOMESTIC DEMAND FOR MANUFACTURING
- PRODUCTION.

After the first section introduces various elements of our
argument on the stagnation of domestic demand, the following
-sections concentrate on each of these elements: the second
gsection on the distribution of income, the third on the Dutch
‘disease syndrome and the Agriculture-Industry relationship, and
the fourth on  economic policy. Finally, the fifth section
presents the results of the econometric relationshipe concerning

domestic demand for domestic manufacturing production.

3.3.1. INTRODUCTION

The following argument shows how conjunctural elements combined
with structural conditions in order to bring about stagnation in
the growth of domestic demand for domestic manufacturing
production. - We consider this combination in terms of three
factors: movements in the level and distribution of income,
changes in the composition of output, and changes in the source
of supply from imports to domestiec production {import
substitution). With regard to structural conditions, the

following play a role in the stagnation of growth of domestic
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demand: the perpetual inequality in the distribution of income,
as well as the exhaustions in the growth of thé output share of
manufacturing vig-a-vis agriculture and‘ in the -import
substitution process. The analysis of the second section is
carried out againsat the background of that perpetual inequality,
and the analysis of rthe third section is undértaken in the
context of these exhaustions. However, the discussion which'
follows will not elaborate on thesé structural conditions, which
have been widely discussed in the Latin American structuralist
literature (see Chica 1980). Instead our analysis focuses on the
conjunctural elements which came into operation on top of those

structural conditions.

The analysis of the impact o¢f the distribution of income
emphasizes the deterioration of industrial labour income, in
favbur of groups with lower propensities to consume industrial
goods. The deterioration of industrial workeras® earnings is
discussed in the second section, and the shift of income in
favour of agriculture is.considered in the third section on the
Dutch disease syndrome and the manufacturing-agriculture relation
61/. As for -the movements Iin the level of income, the
restriction imposed on the growth of income by the stabilization
policy implemented in the face of the coffee income boom is
discussed in the fourth section on the economic policy of the
period 62/. It is important to emphasize here the influence
of the evolution of aggregate income on the demand for
manufacturing output. Indeed. it is apparent that the slow growth
tendency of the industrial sector sihce 1874 replicates, although
in a more critical way, the slow growth of the economy as a
whole, due to the crisis of 1975-76 and 1981—82L

With regard to the reversal of the import substitution ﬁroéess,
we concentrate on the corresponding increased inflow of
manufactured imports in section 3.4.1. It is important to point
out the relevance of the structuralist analysis of the exhaustion
of the import substitution process in this connection. Indeed,

as it'is‘tbe case with the analysis of the narrowness of the
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internal market arising from the inequality in the distribution
of income, this analysis maintains considérable explanatory power

concerning the stagnation of the seventies 83/.

3.3.2. DISTRIBUTION OF INCOME

To highlight the role of income distribution we stress: first,
the structural condition of. extreme inequality in the
distribution of income was not substantially modified during the
considered period: second, changes in distribution were not
favourable to demand for manufacturing production. The structural
condition of inequality has been illustrated by referring to the
high Gini coefficient (see Table A.3.4-2) (Urrutia, Berry, 1885 -
Ranis, 1980 - Urrutia, 1984 - Reyes, 1986) compared with other
countries. The improvement in the distribution of income from the
gixties to the late seventies was due to the combination of an
increase in the income of poorer groupé (crop workers and
conatruction workers) with a relative deterioration in the income
of industrial worker’s and middle urban groups (Urrutia 1984)
64/. Modifications in income distribution during the seventies
included two different processes. First, the real wage of
industrial workers deteriorated in the face of increasing profit
margins after 1972. Secondly, in connection with the coffee boom
from 1976 to 80, a sectoral shift favoured agriculture vis-a-visa
manufacturing, and a social group shift favoured crop collectors
and land owners vis-a-vis urban middle classes. Due to the
expenditure pattern of the groups affected, those redistributive
processes did not alleviate the effect of concentration on the
narrowness of the market for manufactured goods. On the contrary,
while the shift to the léweb income groups implied an increase
in the propensity to consume focd vis-a-vis manufactures, the
shift in favour of higher income groups meant an increase in the

propensities both to save and to import.



TABLE 3.3-1
SHARE OF LABOR IN TOTAL
INCOME AND BY SECTOR

URBEAK

RURAL

IRDUSTRY

TEARS  TOTA
1958 13582
1958 EELH

198 3.0
1963 38,482
194 3982
1945 38,012
196 1.87
197 1881
158 WIN
1989 3.8
1970 3.3
1971 A%
117 VR ST
197 W.n
1970 36,88

1973 .
i 1.0
sn Wan
191 .
1979 1.1
1980 lg.an

18.86%
38,542
40.15¢
3.5
I N 114
3804
.03
.20
.00
4].95:
4,712
4401
4,08
40,342
#0.132
4,382
0.1
40.032
%37
19.952
9.4

0.432
3.
Y
W.In
W
l1.8R
34.80%
33422
k.8
3L
Ik
3.8
AN
8.12%
8.132
0.0
.
24.892
17.342
30.892
H.In
IR

JLIY{Y;
Mg
3.0
.45
3586
Je.032
R
.51z
n.m
38.36%

IR

.92
.23
41, 68¢
.62
nm

LR
13.982
15,402
.32
.00
2.1t
36,95

SOURLE: Auther s caleulations based on DAME
Rationa] Avcounts.

iz



TRELE 3.3-2

BISTRIBUTION OF TRE COFFEE 300N (PERCENIAGES)

T0TALE  GOVERNMENT PRODUCERS PRIVATE FEDERATION
KONt EAPORTERS
1975 1488, 84 .40 16360 -52.0%  -12.00
1926 1308L.40 Tes LM LA
1977 2328370 8.2 LB 1812 28.80
1978 10198.40 [ TR Y T L s B T B 1)
1979 17836.40 5.8 4L 150 49,50
T aS197.10 IR TR TS VRN TS Y . K T
& AILLONS OF PESOS OF 1574
SOURCE: LEIWOEICH (1984)

TABLE 3.3-3
RELAJIVE PRICES RATE OF INFLATION
ABRICULTURE- INBUSTRY (PERCENTAGES)
ASC/T ACC/I : P.PROD PO IPa P.IL
(h (2) . {3 {4) {3 {8)

1570 106.0 100.9 ' f.4 L)
1975 104.9 16,8 : 1.7 5.4 1.1 -4.4
1972 1082 113.4 : 1. 13.4 18.1 2.4

1980 185.! 8.7 . .0 .3 2.5 .1
1982 : .4 .3 P |

{1) ASC/1sAgriculture wilhout coffee/Indu.

{2) ACC/T: Agricullure with coffee/Indu.

SOURCE: COYUNTURA 1982, Taker froa ARAMBURD-QTOYA,

{1} P.PROD.: Iedusirjal Productor Prices wilhoo! coffee.

(4} IPC: Inder of consuser prices, fotal, amagal average.

{3} IPA: Indexr of consuser prices, foods, acconulated 1o

Jeceaber.

{8} P.1.C.c Taternal price of toffee

SOURCES:

{1) MANE Ratioaal Accousts,

(4) Cuddington John, ENSAYOS SGRRE POLITICA ECOMANICA MD. 10.

(33 DANE

(%) Una Nota Melodslogica sobre las Utllldalls de Ios
Esportadores Privados de [afe {oloadiano.Lanietta, Cristing,
Besarrollo y Sociedad No.i7-18.

Q3
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Concerning the deterioration of the income of industrial workers
65/, a short term deterioration of the share of labour in
industrial income took place (see Table 3.3-1) as a result of the
inertia of wages in the face of accelerated‘inflation from 1973
- onwards 66/. Section 4.2.2. illustrates the contractionary
effect on industrial demand in terms of the opposite movements
in the profit margin and in capacity utilization (see Table
4.2.1.) 67/.

3.3.3. DUTCH DISEASE AND AGRICULTURE VS MANUFACTURING

The contractionary effects on manufacturing of a primary exports
boom considered in section 3.1.3. operated in Colombia as a
result of the expansion of coffee exports earnings during the
second half of the seventles. This section focuses on the
movement of expenditure towards food as a result of the increase
in its price; the next concentrates on contractionary monetary
-and fiscal policies implemented during the period. The erosion
of the competitiveneass of domestic production vis-a-vis foreign
production generated by the decrease in the rafe of devaluation

is discussed in section 3.4.1.

We now consider the effect of the increase in the income of the
coffee sector on food demand which, via the subsegquent changes
in terms of trade, generate redistributive movements in favour
of the rural sector. Two related mechanisms contributed to this
deteriorating effect upon the demand for manufactures and the
profitability of manufacturing 68/: first, the erosion of the
propensity to consume manufactured goods brought about by the
distribution of the coffee boom earnings; second, the impact of
the adjustments in the food market on the intersectoral relation
indﬁétry—agriculture. The harmful éffect'of the distribution of
the boom earnings ( see Table 3.3-2.) upon the propensity to
consume manufactured goods operated via two channels: first, the
producers” high participation 68/ brought about a demand shift

from industrial to agricultural production 70/; and second, the
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increase in the propensity to save required to finance the export
surplus was brought about by the high pafticipation of the Coffee
Federation (due to the accumulation of income in the National
Coffee Fund), and that of exporters, a group with a high
propensity to save (Gersovitz, 1982) 71/.

The impact of adjustments in the food market on the relation
industry-agriculture was linked to movement in terms of trade
(see Table 3.3-3.), and the subsegquent relative contraction of
the manufacturing sector (see Table 3.3-4.). The pivot of the
process was the increase in the price of food resulting from the
excess demand pressure caused, on the demand side, by the
increase in aggregate demand generated by the extraordinary
foreign exchange earnings and the expansion of coffee producers”
income 72/. The rise in the prices of food throughout the
decade, and particularly in 1977, had the contractionary effect
upon manufacturing prodﬁction considered in. various
necstructuralist analysis applying the theoretical framework of .
section 3.1.2. to the Colombian economy 73/. Indeed, as
emphasized in the Kaleckian and structuralist conceptions of
intersectoral complementarity which underlies those analysis, the
bottleneck in fdod production continues to impose a fundamental

restriction on Colombian industrial development.

Finally, the transfer of income from the industrial to the
agricultural sector through the movement in terms of trade
contributed to reverse the tendency for manufécturing to grow
faster than agriculturé suggested by the etandard pattern of
economic development. After growing faster up to 1974, the
industrial sector has been contracting in terms of its GDP share

ever since.
3.3.4. ECONOMIC POLICY AND DEMAND.
We now concentrate on the impact of the economic policy of the

period upon demand for-manufaétures. To consider the implications
of the management of the boom during the Lopez government (1974-
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78) in its context, two issues must be taken into consideration.
First, this government inaugurated the implementation of
necliberal policies (designed to remove the protectionist
instruments of the previous industrial development policy) whicH'
were carried further by the subsequent Turbay government (1978-
82). Secondly, the fact that the most severe crisis suffered by
the colombian'industry since the post war period took place in
the course of a foreign exchange boom (which eliminated the often
blamed external gap) points to the contribution of economic

policy to this crisis 74/,

Various short-term elements of the policy implemented by the

Lopez government compounded its long-term neoliberal policy, and
combined with other Dutch disease effects to erode the demand
conditions of the manufacfuring sector. Adjustment to the surplus:
was determined by economic policy choices with contractionary
conseguences for manufécturing, the rise in the internal.price_
of coffee and the complementary instruments reguired being more
inflationary and less expansionary than alternative selective

policies 75/. Three elements of this adjustment process-
impaired domestic demand conditions 76/ of manufacturing:

first, the increase in the price of food implied.by the increase

in the internal price of coffee (see Table 3.3-3) 77/; sécond,

the restrictive' monetary policy, which reduced the credit
liquidity enjoyed by the sector 78/:; third, the policy of
fiscal restriction with its emphasis on public investment
adjustment 79/.

Finally, two elements of the policy implemented by the Turbay
government (1978-82), contributed to the stagnation of
manufacturing. First, the‘neoliberal strategy of the development
plan, whiéh implied the liberalization of imports the impact of
which is considered in section 3.4.2.; secondly, a macroeconomic
policy restricting public expenditure to infrastructure and
giving priority to monetary control 80/. As a result of this

restriqtive monetary policy and-of the greater leakages implied
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by import liﬁeralization the 1981-82 recession deepened into the
financial bankruptcy mentioned in ‘section 2.3.

3.3.5. ECONOMETRIC RELATIONS

We now present the results of the estimations concerning domestic

demand for domestic production of manufacturing goods.
3.3.5.1. Introduction

The hypotheses underlying the analysis of domestic demand are
either of a general or of a specific type. General hypothesis,
are the influence of income, relative prices,‘ foreign
competition, and liquidity or wealth factors, some of them
associated with the rstagnétiOn of domestic demand for.
‘manufacturing. . Specific hypothesis refer to more gpecific
mechanisms at work in the deterioration of the diverse components
of domestic demand, e.g.: the influence of the distribution of
income and the price relative to food on the demand for
consumption goéds; a more important influence of foreign
competition through guantitati&e coptrdls fhan that via'prices
" relative to imports; the influence of long—térm credit upon
demand for KG; the opposite 1nf1uences of the contraction of the
fiscal stance and money supply versus the expansion of coffee

exports.

The following three sections contain a detailed presentation of
the results fpp consumption goods, production goods, and the
whole of manufactured output. Both in the estimations on
consumption and on the whole of'manufacturéd output we add to the
traditional methods of estimation ekperiments using the
cointegration methodology. We now note some general results,
while a final conclusion recapitulates the results concerning
mechanismse more specificly related to the stagnation of domestic
demand. In general, the influence of income exceeds that of
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domestic relative prices, and the importance of these pricés
surpasses that of the foreign competition wvariables; as for
these, while import controls occasionally is significant,
relative prices is never so. The influence of the lagged'
dependent variable is stronger for CD and KG revealing a dynamic
structure in accordance with the stock nature of these goods.
Financial assets are not statistically significant in the former
case, while long term credit has a clear influence in the latter
one. In the case of total manufacturing financial assets are not

significant either, but means of payment are so.

3.3.5.2. Domesatic demand for consumption goods.

3.3.5.2.1. Light Consumption goods. In Table 3.3.6-A we observe:
1) The influence of the income variables exceeds that of domestic
relative prices, and the importance of thesé prices surpasses
that of relative prices of imports and import controls
(regressions 1 and 2). 2) Concentratihg on the distributive
variables workers earnings are not statistically significant,
while the share of profits has a negative influence 81/ in
accordance with the underconsumist hypotheais in the urban case
{regressions 5 to 8). 3) As for the foreign competition
variables, neither import controls nor the relative price of
imports are statisticélly significant. 4) Domestic prices
relative to the food consumer index have a strong influence the
sign of which is at odds with the ' income effect of the
" neostructuralist analysia; domestic prices relative to the
aggregate 'consumer index are not statistically significant

(regressions 1 to 3) 82/. 5) As for income variables,
disposable income has the expected strong influence '(regressions
1l to 4). '

Shifting now to the CI methodology, we extend the utilization of
- the EG2S from its original application to the consumption
function (Engle & Granger, 1987), to two exercises in demand
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analysis: the first concerns domestic demand for LC, and the
second domestic demand for total manufacturing production. In the
first exercise we introduce the income and relative price terms
in the CR, and the relative price to food in the ECM equation.
If we carry out the CR with the domestic demand for domestic
production (QDLC stands for production less exports of LC) first
against real disposable income (yd), second adding either the
domestic relative prices ({(prclec) or the relative price to food
{pralc), and thirdly including the relative prices of imports

{prmlc) we have:

1QDLC = =-0.2750 + 0.8810 lyd
R2= 0.9773 CRDW = 0.8025 DF = -1.5003 ADF = 0.3466

1QDLC = 2.3010 + 0.9061 1lyd - 0.6204 prcle
R2= 0.9822 CRDW = 1.1201 DF = -2.6974 ADF = -0.8101

1QDLC = 2.5010 + 0.8768 1yd\ - 0.4468 lpreclec -~ 0.1436 lprmlc

R2= 0.9840 CRDW = 1.1488 DF = -2.6092 ADF = -1.6169
1QDLC = 8.7052 + 0.6486 1lyd - 0.9397 lpralc
R2= 0.9873 CRDW = 1.9604 DF = -4.9350 ADF = -2.1559

1QDLC = 6.3753 + 0.6650 lyd + 0.8156 lpralc - 0.0923 iprm
R=2= 0.9880 CRDW 1.7644 DF = -4.3894 ADF = -2.6183

It

These results show two things: first, whereas the improvement in
‘the statistics brought about by the introduction of pralc is
important enough to make possible to reject the non CI
hyppthesis, the improvement resulting from the introduction of
prclc 1is not; second, adding prmlc either on its own or
additionally to the two other domestic relative prices does not

bring about such an improvement. For the ECM equation we present
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only one of the various cases tested (including one with the
share of profits in income additional to the specificatione
including the usual terms in lagged differences). Thus, with
d21EU standing for the double difference of the log of urban
labour earnings (which is I(2): see Table A-3.4-3 for the levels
of integration of the variables):

d1QDLC=0.0138+0.206d1QDLC-1+1.2326d1yd~-0.8563d1yd-1-0.522d1pralc

(0.4858) (0.6890) (2.1772) (-1.5636) (-1.9187)
+ 0.5667dlprale-1 .- 0.1073dlprmlc - 0.5663d21EU - 1.2665z-1

(1.9899) (-1.2256) (-1.5942) (~2.8343)

These results show a strong influence of both the current change
in yd and of previous equilibrium error, as well as a lagged
inceme'effect (in accordance with the neoeetructuralist argﬁment
of a reduction in demand stemming from an increase in the price
of food), alongside a current substitution effect. If we
substitute domestic demand adding imports for dddqlc as dependent

variable we do not obtain any improvement.

3.3.5.2.2. Consumer Durables. Table 3.3-6-B shows: 1) Disposable
income and expenditure have a strong influence {regressions 6 to
8) 83/; the lagged dependent variable 1is statistically
significant (pointing to,a-dynamic'structure in accordance‘with
the stock character of these goods: regressions 1 to 3). 2)
~Domestic relative prices are not significant. 3) As fo? the
income. and distributional variables, as opposed to LC while
worker s earnings are significant (regressione 6 and 7) the
share of profits are not (regressions 2 to 3). 4) The inclusion
of financial assets does not bring about any impfovement. 5)
Neither import controls nor relative priceas of imports are

statistically significant.
3.3.5.3. Domestic demand for production goods.

3.3.56.3.1. Intermediate Goods. In‘Table 3.3-7-A we observe: 1)
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The influence of aggregate GDP exceeds that of industrial GDP
(regressions 1 and 5); none of the relative prices (to the
industrial and to the aggregate index) are statistically
significant, the income elasticities exceeding by far those for
domestic relative pricea. 2) As for the foreign competition
variables, neither the relative price of imports nor import
controls are statistically significant (Qith the correct aign:
the former is significant with the wrong sign in the aggregate
cage: regression 4). 3) The credit variable is significant (with
the correct sign) only for the industrial case (regression 5).
4) The lagged dependent variable is statistically significant
_ both for the induatrial case and for the aggregate (although it
has a weaker influence here than it has upon demand for CD and
for KG).

3.3.5.3.2. Capital Goods. Table 3.3.7-B shows: 1) For.both the
aggregate (regression 8) and for the industrial case (regressions
1 to 7), the influence of income exceeds that of relative prices.
The influence of aggregate GDP exceeds that of industrial GDP and
relative prices are statistically significant only for the
industrial case (regression 4). 2) Nelther import controls nor .
the relative pfice of imports are statistically significant. 3)
The lagged dependent variable and long term credit (regression
3) are statistically significant. '

3.3.5.4. Domestic demand for total manufacturing production. In
Table 3.3-8 we observe: 1) For foreigﬁ competition, only import
controls are statistically significant (regression 2). 2) With
regard to exogenous income, coffee exports has a stronger
influence than the index of fiscal stance (although neither is
consistently éignifidant: regressions 1 to 8. 3) The lagged
dependent variable substitutes for-disposable income (regressions
9 to 1l1); this points to the recurrent dynamic specification
problem involving the income variables. 4) Disposable income (as
opposed to coffee income) has a stronger influence than M1
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(regression 11) and domestic relative prices (which are not

statistically significant).

Shifting now to the CI methodology we introduce income (RGNY
standing for real gross national income) and domestic relative
price (prpt) terms in the CR, adding the terms for foreign
competition (IQC for index of quantitative controls along with
prmt for relative price of imports) in the ECM. The following
result allows us to reject the non CI hypothesis:

1QD = -4.9978 + 1.2257 1RGNY + 0.3282 lpript
R2 = 0.9962 CRDW = 1.3700 DF = -3.7338 ADF = -5.6274

For the ECM equation we have

d1QD=-0.0023+0.463d1QD-1+1.97d1RGNY-0.661d1RGNY-1+0.3278d1pript

(-0.0538) (1.8796) (5.8858) (-1.8820) - (1.4648)
~-0.0265prmt - 1.2628z_1

(-0.5005) (-3.6907)

R2 = 0.7115 DW = 2.4800

deD1=-0;0235+0.49dLQD—1+1.975d1RGNY-O.75leGNY-1+O.3622d1pript
(-1.3447) (1.9777) (5.38641) (-2.3654) (1.5161)
-0.00057IQC - 1.2392z-1
(-0.2111) (-3.6358)
R2 - 0.7084 DW = 2.5201

These results show the strong influence of both_the lagged
changes in the dependent variable and of current changes in RGNY,
as well as of the previous disequilibrium. The influence of
foreign_competition variableé-is not statistically significant.

_.We obtain no improvement, substituting domestic demand adding
imports for dlqd as dependent variable.
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3.3.5.5. Conclusion. Results related to general hypotheses about
the stagnation of domestic demand for manufactures are the
following: 1) The expected positive influence of income points
to the éffect of a deceleration in its growth. It is interesﬁing
in this sense to note the more important influence of aggregate
GDP than industrial GDP upon the demand for production goods. 2)
Although quantitative controls have the expected positive
influence for the aggregate (and KG), the foreign competition
variables (i.e. including also relative price to imports) do not
support consistently a strong competitive effect. 3) The expected
positive influence of money and credit points to the effect of
constraints upon their availabilities. Results related to the
more specific hypotheses are the following: 1) The demand for LC
is harmed by an increase in the share of profits in urban income
in accordance with the underconsumist hypothesis. 2) The results
concerning the neostructurtalist. income effect are not so clear.
It is interesting that the relative prices to food are more
important that the relative prices to global consumer prices.
Théir negative sign points to the orthodox substitution effect
instead of the neostructuralist income effect, although the ECM
suggest a dynamic lagged effect of this type. 3) The results
concerning the Keynesian harming effect of competitive imports
are not so clear either. However it is clear that the effect of
quantitative controls is far less weak than that of relative
prices to imports. 4) Consistently with the results of the
investment function, the weight of long term credit indicates the
strong effect of the constraints imposed on these segment of
credit supply on the demand for KG. 5) The more important
influence of coffee exports than of the fiscal stance upon demand
for the aggregate does not confirm the ability of the fiscal
instruments to compensate for the impact of the coffee boom.
Meanwhile, monetary instruments seems to be able to play é more

important contractionary role.



108

3.4. IMPORT LIBERALIZATION AND EXPORT DETERIORATION

After an introductory discussion about the determinants of the
deterioration of trade performance, sections 3.4.2. and 3.4.3.
focus on the expansion of manufactured imports (M) and the

deterioration of manufactured exports (X), respectively.

3.4.1. THE EROSION OF THE TRADE BALANCE

We now introduce the énalysis of the determinants of the erosion
of trade balance from two points of view. First, the contribution
of a particular mechanism, i.e. the rate of devaluation, to the
competitiveness decline is conasidered. Second, a more general
perspective on the determinants of the M expansion and the X
deterioration is introduced by summarizing the hypothesis
underlying the econometric analysis of these determinants.

Although we concentrate in this chapter on the rate of
devaluation aspect of the competitiveness decline underlying the
expansion of M and the deterioration of X, some international
comparisonsa are introduced - in the section on exports
deterioration to illustrate the impact of the productivity
stagnation discussed in chapter 4. With regard to the other
aspect of economic policy affecting the evolution of M and X,
the reduction in tariffs and quantitative controls is considered
in section 3.4.2., and the weakening of the export promotion
prackage in section 3.4.3. However, in accordance with the
importance of each factor, while the role of the liberalization
policy is emphasized in the case of M, the effect of the
stagnation of productivity and the deterioration of the

conditions in foreign markets are stressed in the case of X.

In connection with the contribution of the decline in the raté
of devaluation to the competitiveness decay of domestic
production, devaluation no longer compensated the change in price
relation after 1973.(Table 3.4-1.) B4/. Meanwhile, since this
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appreclation was fostered by the boom in coffee earnings during ‘
the second half of the decade (Table 3.4-1.) 85/ the loss in
competitiveness of imports substitution and exports (implied by
the fall in the rate of devaluation to a level lower than the
rate of inflation of domestic prices) appears as a Dutch Disease

symptom.

As for the econometric analysis'of foreign trade, the underlying
"hypothesis are either of a general or of a specific type. The
elastic-supply demand-constraint hypothesis, which follows from
the distinction of trade in manufactures from the perfect
competitive case of primary commodities, implies the crucial
influence of the income argument. More specificly, while M are
mainly determined by GNP aé an index of the size of the domestic
market, X are mainly determined by world trade as an index of the
s8ize of the international market. Another general hypothesis is
the influence of relative prices, which more specificly points
to the importance of the competitiveness erosion brought about
b& devaluation lagging behind domestic inflation. Other specific
hypothesis are the role of quantitative restrictions in
determining M, and that of domestic excess supply in determining
X.

3.4.2. THE ACCELERATION OF M

The following analysis of the expansion of M includes a first
section on the determinantas of this expansion, and a second
section on its impact. A final section presents the results of

the econometric estimations of M functions.
3.4.2.1. The determinants of the M expansion.
We have already mentioned the role of the movement in relative

prices linked to the foreign exchange boom in the expansion of

manufactured M of the second half of the seventies. We now
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consider the contribution of two factors also related to the
extraordinary exports earnings, the increase in income and the
liberalization in the gquantitative restrictions regime 86/. To

stress -the importance of these mechanisma, we discuss the

determinants of M and.characterize the liberalization process.

3.4.2.1.1. The determinants of the M expansion. We consider two
complementary approaches: first, "structural” evidence provided
by the results of econometric estimations; second, "conjunctural”
evidence from the behaviour of these factors during the period.
The results of the econometric estimations of the M functions
point to a greater influence of income vis-a- vis' relative
prices, which are also 1leas significant than quantitative
controls 87/. The application of this basic result to the
pericd 1978-82 of M expansion requires some qualifications 88/.
The M increase of 1978 was determined by GDP and industrial
production expansions of that year. However, it has been shown
(Lora. 1984) that the liberalization of quantitative
restrictions played a more important role in explaining M growth
since 1980 B88/. The dynamic behaviour of M seems to be
determined by a complex combination of income effect and the
effect of the excess demand created by quantitative restrictions.
On the one hand, as with thg flexible accelerator, the lifting
of those restrictions can not substitute for the operation of the
income effect: before 1978 the level of M did not respond to the
liberalization measures in the anticipated manner due to the
prolongation of the industrial recession of 1974-75 by the
adjustment policy. On the other hand, once the accelerator effect
has taken place repressed excess demand can prolong M dynamism,
unless its effect is constrained by increases in gquantitative
restrictions: after reacting to the expansion of 1978 its
dynamism did not lessen pari passu with the deterioration of
productive activity after 1880, and its later reduction required
ihe stricter control measures of the Betancourt government (1982-
86). '

As for the influence of factors working through relative prices
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90/, the Dutch Disease symptoms broﬁght about by the combination
of the exchange rate revaluation with the lifting of quantitative
controlas were particularly clear in 1977 and 1880 when especially
high rises in coffee income, as well as in the coefficient of M
penetration and the commercial deficit of the sector, coincided
with declines in capacity utilization. With regard to other
.supply and demand factors, the influence of tastes 91/ and
technology must not be overlooked. Indeed, the consequences of
the lack of technological progress are epitomized in the dramatic
loss of competitivéﬁess of the textiles sector which contributed
to the substantial increase in both legal and illegal M 92/.
As for KG, the additional crucial factor contributing to the
massive M inflow was the government purchasing policy, the role
of which is illustrated by both the magnitude of government M of
KG, and the importance of government demand for the production
of some branches of the sector 93/.

3.4.2.1.2. The liberalization policy. During the period of
relative exchange solvency of the Colombian economy between the
eatablishment of the 1967 exchange étatute and the decline in the
availability of reserves inheritéd from the coffee boom, a
substantiai transformation. of the protection structure took
place. The liberalization process of the 1968-82 period included
both direct administrative instruments and tariffs and previous
deposits 94/. A substantial reduction in tariff levels took
place (see Table 3.4-2.) which, from an intersectoral viewpoint
though, did not modify the tendency to favour consumption goods
and the bias against capital goods (see Table 3.4-3). 85/. With
regafd to quantitative restriétions, starting with the
elimination of the prohibited list in 1973 a considerable number
of items were moved from previcus licence to free -import regime
96/.

We introduce two gualifications to evaluate the influence of this
process. Rather than a radical implementation of a neoliberal

strategy exposing domestic manufacturing production to across the
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TABLE J.4-]

TARIFF STRUCTURE
By seclor (Arilheetic Average)

1820 1975 1 1980 1982 ]9?2 1974 199 1980
1 1 i { 5 N 7 ] §
[ensyaption o 468 () WA .8 B
Non-darable 1.5 W 30.6¢ 17,89 2§.48
burable Bi.8 $3.3 5.7 .17 13.49 ;
Tntersediates 2.2 5.8 25.5% 21,04 1,32 100 (8 1.4 (5 1i.18 9.2
Ketalaechinic 25.89 .09 .47 BT % I U
asi W2 (1) 0.4 o 83 {8) A3 )
Transp.EQ ‘ WD 180 (2} 1340 42):
Fuels 3.0 18.5 13.53 1.8 16.3¢
SUBTGTAL INBUS. 52.0 1.0 .35 Zi.ii 20.82 !
Primiry R ) 19.5 - 15.83 1443 15.8 . 5.3 CBY B8 .06
1074l TP S Y Y 8.1 5.5 2.9, 1.7 M. Wy a3

SOURCES: 1-2 MARTIMEL {1982) P. 238
3-5 BARAT{1982) P. 50

§-7 GARAY £T, AL, (1974) APEMDICE |

§-9 GARAY (1982} P, W

MOTES: (1) Both setalaechanic and Lraesportatioe equipaent

{2) Transportation separate fros aetalaechanic

{1) Nos-equivalent classification.See Garay et.3) (1674
Apendin 111,

(1) Traditional Indusirins

i5) Intersediale Industries

(8) Retalaechanic Tadustries

{(7) Lavels oot strictly conpareble betecen 72-74 ind 79-80
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EVDLUTION OF MARGFACTURED [PORIS
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INPORTS: SECTOR SHARE, GADWINM RATES ANB CONTRIBUTION

s
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board competition, a rationalization éf the structure of
protection took place 97/. Nevertheless, the KG sector was
subject to declining protection by the combination of the
- various elements of the policy. The importance of the abandonment
of the IS deepening implied'by the bias against this sector was
demonstrated by the expansion of KG M consider in the following
section 98/.

3.4.2.2. The impact of the M expansion

After descriﬁing the M expahsion we weigh its impact by means of
two complementary cohsiderations: first,-we ncte the increase
of the coefficient of M penetration and the decay in the growth
contribution of IS; second; we discuss the extent to which M
competed with domestic production. While that initial evaluation
suggests a Harmful impact on domestic production, the latter
discussion does not provide clear cut conclusions as to the
generation of a specifically detrimental competition.for this
production. These considerations thoﬁgh point to the reversal of
the M substitution process in the CD and KG sector.

3.4.2.2.1. The M expansion descfibed. The increase in the growth
of M froﬁ 1967-74 to 1974-82 (see téble 3.4-4.) 98/ contrasts
with thq decrease in the growth of output in the same period.-
This reversed the tendency for the import penetration coefficient
to decline from 1878, to the point of almost recovering its late
fiftiés level in the early eighties. From a sectoral viewpoint,
KG's M grew remarkabiy after 1974 (see Table 3.4-5), the contrast
between this growth and that for 1967-74 indicating the

abandonment of the 18 process in this sector 100/.

3.4.2.2.2.. Evaluating 'fhe impact éf the M expansion. The
contractionary effect of a greater propensity to import was
concentrated in the manufacturing sector 101/. Loocking within
the sector, the increase the growth of M (in the peak years of
1978 and 1980) as well as the reduction of the dynamic
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contribution of IS (see Tables 3.4-6 and A.3.4-1), point to a
concentration of the impact of the M expansion in the KG sector
(and to a lessér extent in the IG sector) 102/. In particular,
the concentration of the reversal of the import substitution
process in KG 103/ is demonstrated by the magnitude of the
negative IS contribution to growth in the metal mechanic and
metallurgy sectors (34 to 39) 104/.

To detect a substantial exposure to foreign competition we
consider whether the structure of M kept a relation of
" complementarity or one of substitution with the structure of
output. A first simple empirical exercise to detect a
transformation in the structure of M towards a competitive one
fails to detect this transformation 105/. On the other hand,
a simultaneous model does not provide conclusive evidence as to
whether M substitute for domestic production or complement it
106/, although the econometric results'presented below seem to
confirm the operation of this competitive effect, particularly
in the case of CD.

Therefore, as far as legal M is éoncernéd, the hypothesis of
competitive substitution has some plausibility for KG and CD. To
complete the picture we comment upon illegal M. The impact of
smuggled substitutes was specidlly significant in textile,
tobacco and electrical appliances sectors 107/. Textiles and
tobacco must be thus added to the KG and CD sectors as those
affected by the increase in competitive M. |

3.4.3. ECONOMETRIC RELATIONS

Before referring to our results it is worth mentioning that
pfevioué estimations following the methodology of Villar (1985)
108/ confirm his results concerning the greater influence of
income vis- a-vis quantitative controls and relative pPrices upcn
M. Table 3.4-7 shows: 1) While the income elasticities are close
to 100%¥ 103/, the price elasticities reach 60% (and are
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~statistically significant) only for total manufacturing and IG
110/. © 2) Quantitative controls are statistically significant
more consistently than relative prices of imports, except for IG
111/. 3) The estimationas for subperiods (regfessions 6 to 186)
indicate an increase in income elasticity both for total
manufacturing and for LC and KG, as well as a decline in the
quantitative coﬁtrol index and price elasticities (the latter
for CD and KG). 4) The analysis of simultaneity with production
(Table 3.4-8) suggests a competitive effect of M for total
manufacturing and for CD. -

3.4.3. THE EXPORT CRISIS

The fbllowingk analysis inclﬁdes a first section on the
determinants of the export crisis, a second section on its’
impact, and a final section on the results of the econometric

estimations of export functions.
3.4.3.1. The determinants of the exports deterioration.

3.4.3.1.1. The fall in export dynamism described. The fall in the
growth of X from 1967-74 112/ to 1974-82 was concentrated in
1878-82 ( particularly in 1981-B2 see Table 3.4-9), with the X
of IG (and to a lesser extent KG: see Table 3.4-10) falling most
acutely 113/. In particular (see Table 3.4-11) textiles and
rubber products suffered the greatest export deterioration
114/, -

3.4.3.1.2. The determinants of the exports deterioration. We
consider two complementary approaches: first, structural evidence
.on factors determining export deterioration provided_ by
econometric‘analysis; secondly, conjunctural evidence about the
behaviour of these factors during the period. We concentrate on
two basic factors: income. or size of the market, and relative

prices or competitiveness.
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In a previous econometric investigation (Chica. 1980) we obtained
a superior significance of the income or demand factor over the
variable of relative prices, as well as a positive intersectoral
correlation between export dyn&mism and previous import
substitution deepening 115/. Similarly, and consistent with
other studies .116/, section 3.4.3.3; points to the primary
importance of the volume of world trade. As for the effective
real exchange rate, the influence of the subsidies element is not
clear 117/. Thus, from the econometric analysis of the
determinants of X dynamics we conclude that a lower (highef)
level of activity in the world economy manifests iteself in a
lower (higher) demand for M and higher (lower) levels of
protection (&6f employment) at an international 1éve1. In line
with this econometric evidence, the critical years (for X) of
'1974-75 and 1981-82 coincide with the contractions of
international trade and the world economy {see Table 3.4-12)
118/. As for the relative price factor, X competitiveness
deteriorated when the reduction in the rate of devaluation
implied by the adjustment policy to the coffee X boom coincided
with an increase in the rate of growth of unit costs due to a
rise in input costs inflation in the face of stagnant
productivity growth. Thus relative prices and incentives may have
contributed to the 1875 contraction, only relatiye prices to the
1881 contraction, and neither to that of 1974 (see Table 3.4-12).
Therefore, concerning the critical years 1974-75 and 1981, while
the dynamics of international trade contributed to the three
contractions, the effective real exchange rate contributed to the
1975 contraction, and its real exchange  rate component
contributed to the 1981 contraction.

With regard to (effective real) exchange rate policy, despite the
way in which the expansion of PROEXPO credit counteracted the
deterioration. of the CAT, the incentives did hot cdmpenséte for

the deterioration of the real exchange rate after 1974. However,
with regard to the export stagnation of the period, policy
(particularly the exchange rate lag) was a factor reinforcing the
effect of the external market rather than the fundamental
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determinant of +the export crisis 119/. We reach two
éonclueions concerning the contribution of the exchange rate
policy to the X deterioration of the period: first, the link
between the policy of adjustment to the coffee boom and the lag
of exchange rate devaluation behind domestic inflation renders
that deterioration a symptom of the Dutch disease syndrome;
secbndly, the importance of this factor lies in the inability of
devaluation to compensate for international trade deteriocration
80 allowihg Colombian X to maintain their market shares 120/.

Concerning the other aspect of'competitiveness, productivity
growth, it is worth stressing two related aspects. FirSt, after
achieving levels of prodﬁbtivity in some sectors during the
sixties which allowed Colombian manufacturing to take advantage
of the export boom, its position deteriorated as a result of the
fall in productivity growth from the end of the sikties. The
competitive position of Colombian X 121/ which éllowed the
sector to profit from the export béom, sufféred from the
combination of a decline in productivity growth with the wage
inflation of the second half of the seventies 122/. Note
(Table 3.4-13) that in Brazil the pace of productivity growth
recovered in the eighties (after falling from the sixties to the
seventies), and in Mexico, the increase of the seventies was not
offset by the fall of the eighties. In Colombia, however, a
continuous decrease took place throughout the two decades
123/. Secondly, the intersectoral structure of colombian X shows
that although the exporting sectors have efficiency indicators
above the average 124/, an excessive diversification and an
inadequate specialization is obgerved: Colombian industry showed
indicators of revealed comparative advantage (UNIDO,1982),
inferior as well as dispersed in a greater number of sectors,
indicating an excessive number of sectors exporting with low
levela of competitiveness 125/; on the qther hand, some of
these sectors reflect inconvenient. export development, in terms
of either a high Bruno index (foods), or of the low social value
of their export expansion (textiles and chemicals), or their
excessive development in relation to an intersectoral pattern
consistent with income elasticity or technological dynamism
advantages (Echavarria et al 1983).
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To conclude our characterization of the export sectors we
concentrate on two typical cases, namely textiles and clothing.
The pace of labour productivity growth in the textiles sector
(0.9%) lagged behind that of other developing countries (e.g.
13.6% in Korea) in the period 1968-74 126/. While sectoral
" prices fell relative to the manufacturing average in ﬁhe
countries which introduced innovations in the seventies, in
Colombia prices increased. The clothing sector®s low index of
revealed comparative advantage and poor productivity growth
compared to e.g. Korea show its poor competitive stance 127/.
Morawetz {1979) concludes that despite Colombia“s advantage over
Asian competitors in terms of proximity to the United States
market as well as governmental stimulus and lower salaries,
productive inefficienciea (due to inferior organization, skill
and discipline) imply lower. labour productivity levels (between
30% and 50%) and inferior product quality 128/.

3.4.3.2. The impact of X’s deterioration

We consider, at a sectoral level, two aspects of this impact:
first, the evolution of X in the critical years 1974-75 and 1981-
82; second, the contribution EX as a source of growth in the
1974-82 and 1978-82 subperiods. With regard to the declines in
the first and second phases of the XM crisis, the sectors worst
affected in 1974-75 were instruments and miscellaneous,
chemicals, leather products and clothing, while in 1981-82,
textilés, chemicals and instruments and miscellaneous suffered
most {see Table 3.4-14) 129/. The only sector however that
enjoyed subastantial relative external demand -i.e. it has an
exporte coefficient above 10X in 1974-82- was leather.

In terms of the decline in the dynamic contribution of EX from
1967—74 to 1974-82 (after increases from 1958-67 to 1967-74) the
X crisis bhadly affected IG (and KG for 1978-82) 130/. Acute
‘falls in textiles, clothing, rubber products, and chemicals
(Table A-3.4-1), require a sectoral gqualification 131/ of the
aggregate viewpoint that (section 3.2.),. given the limited
importance of EX as a source of growth, the X crisis did not
significantly contribute to the demand problems of manufacturing:
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this aggregate result fails to consider sectors in which the
crisis contributed to demand problems 132/.

3.4.3.3. Econometric relations.

- Table 8.4—15 shows: 1) The elasticities to the index of world
trade are around 75% except for CD and KG 133/. 2) Relative
" prices have the expected significant positive influence only for
LC and CD when lagged 134/. 2) The domestic e'xcess supply
variable has the expected negative sign only for LC; the positive
influence for CD suggests, in accordance with evidence from a
recent survey 135/, to reinterpret for CD the ratio of
domestic sales to the capital stock as an increasing returns
index. 3) The analysis 0f changes from 1958-73 to 1974-85 point
to a deterioration in the influence of the world trade index for
all cases (except for CD), while the eign of relative prices
changes towards the expected one for tﬁe aggregate.

3.5. CONCLUSION

- We started our analysis of the deterioration of demand conditions
for industrial production by focusing on the association of some
processes related both to the growth and the:distribution of
income, and to movements in domestic relative pricés with the
stagnation of domestic demand for manufacturing. The analysis of
the distributional changes pointed to the following income
transfers towards s8social groups with lower propénsities to
consume manufaétures: From industrial workers to capitalists, as
a result of the increase of the mark-up in the‘first half of the
sevenﬁies. From urban middle income groups to rural low income,
and to coffee exporters as a result of the coffee exports boom
in the. middle of the seventies. The analysis of the effect of
income growth ang ofvterms'of trade with'agriculture, pointéd to
other processes also associated with the Dutch disease syndrome
linkeq to that boom. The demand impact on manufacturing of the
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extraordinary revenues was limited by policies including both the
distribution of these revenues, and contractionary fiscal and
monetary policies. In the same direction operated the accelerated
increase in the price of food, and in general agricultural
products, resulting from the policy of increasing the domestic
coffee price and other supply and demand factors.

The econometric investigation of the determinants of domestic
demand provided support for some of these hypotheses as follows.
The influence of GDP and of money supply on domestic demand for
manufactures (and particularly for production goods), éonfirmS'
the role of income expansion and the monetary inatruments for its
control. Specially clear in this respect is the effect of long-
term credit upon the demand for KG. The influence of the
concentration of income in favour of profitas and of the prices
relative to food upon domestic demand for LC confirm,
respectively, the operation of the underconsumist and
neostructuralist income effects, although the latter dominates
the orthodox substitution effect only when introduced in a
dynamic lagged fashion.

Shifting to the foreign trade performance, we start by
recapitulating the implications; of our analysis of the
determinants of the M expansion and the X deterioration. The
econometric results confirm the general hypothesis of the crucial
role of the size of the market. More specifically, these results
suggest that while accelerations in GNP growth contributed to the
expansion of M, contractions in world trade contributed to the
slowdown of X growth. The general hypothesis underlying the role
of the rate of dévaluation, i.e. the influence of relative prices
is not equally confirmed. However, these may be important in the
case of M of IG and X of consumption goods. With regard to other
specific hypothesis, the consistent influence of quantitative
controls in the case of imports suggest a bontribution of their
reduction to the M expansion. For the excess supply indei,
aithough it has the expected influence iﬁ the case of LC, it is
doubtful that compefition from domestic demand had contributed
to the X the deterioration.
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The consideration of movements in the determinant ~factors
associated with expansions of M sﬁggest'that increases in the
growth of aggregate income and the reductions in quantitative
controls decisively contributed to them. In particulab, while the
expansion of Income associated with the coffee boom appears to
have been crucial for the M expansion at the end of the
seventies, the deepening of the liberalization process by the
Turbay government seems to have been a determinant of further
import growth at the beginning of the eignties. As for the
movements in determinant factors asSociated.with the decreasges
in X, the slowdowns in internaﬁional markets appears to have been
crucial for both those of the middle of the seventies and the
beginnlng of the eighties

The apparently weak contribution of relative prices deserves
special consideration. In the case of imports the statistical
insignificance is not only a matter of econometric problems of
aggregation or dynamic specification. This lack of a consistent
influence must be due to the complementary structure of Colombian
M, as well as to thé impact of the quantitative controls regime
and its modifications. Of course, this does not imply that
relative prices do not matter, but that the influence of their
movements has been mediated by these two characteristics of the
Colombian setting. As for exports, it seems relative prices may
have played a role during the eighties. The specific evidence
considered for 1981 is consistent in this respect with the .
results of other recent estimations which suggest an increased

influencg of the real exchange rate during this decade.

Finally, we concentrate on the problem of the contribution of the
X deterioration and the M expansion for the erosion of demand for
manufacturing. In relntiOn to the former we consider specific
evidence of an harmful effect, particnlarly in some IG sectors.
(i.e. textiles and chemicals). Meanwhile, the evidence concerning
a competltive effect of the M expansion is not conclusive. On the
one hand, the econometric results point to this kind of effect
in the case of the aggregate and of CD, but not for the rest of
subaggregates. Similarly, specific evidence of substantial

increases of competitive imports in textiles and some branches
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of CD and KG was presented. On the other hand, both the
consideration of a transformation of the structure of M and the
lack of significance of relative prices points to the abasence of

a general effect.

APPENDIX

A.3.1. K-S STAGNATIONIST ARGUMENT.

Substituting for the equilibrium value of u in the investment
function (equation 3.1.5.] we obtain for the equilibrium level
of g

(8 - in) - (iu/m)

showing how , given Steindl‘s condition (iuw>0), an increase in
m implies a fall in g, and so stressing how it is via the
reduction in u that the increase in m results in the fall in g.
Now, in order to determine m we can go through either the
realization curve or the profite function (Rowthorn. 1980). In
the first case we emphasize Kalecki’s realization theory of
profits, i.e. from his "the capitalists get what they spend” (I
= I + Ck), and introducing the gI function (equation 3.1.5.), we
obtain

(Br: - in) (31\: - in:)
This tells the rate of profit which can be realized at any level
of capacity utilization, without either excess supply or excess
demand (Rowthorn, 1981). This curve is shown aa R in the SE
quadrant, which is the locus of the macroequilibrium points of
the quadrant SW, but in the u-m apace. Substituting for the level
of utilization determined by macrodemand conditions we obtain

{(8n - ix) - (iu/m)
which is the same we would obtain via the profits function (from
u to m through the I curve in quadrant SE) substituting for that
level of utilization in n=mu. The fact that only if Steindl’s
condition i=s satisfiled will an increase in m imply a fall in =«
( drn/dm < O 1if iu > 0 ), stresses how (in EKaleckian manner) it
is via the reduction in investment expenditure that the drop in
u assoclated with an increase in m results in a fall in wn. Let
us clarify the mechanics underlying this comparative statics
analysis, with the help of quadrants SW and SE, where the
increagse in m is shown as a shift of the § function in SW from
S1 to Sz and a shift of the I function in SE from Hi to Iz. In
pocint 1° we have the situation of excess supply disequilibrium
arising from the failure of the increase of capitalists
expenditure to match the fall in workers expenditure. 1°° in the
SE quadrant depicts the situation in which the resulting
reduction in u has returned n back to its original level, i.e.
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the Kaleckian case in which the increase in m is exactly
compensated by the fall in u. Meanwhile 1°° in the SW gquadrant
relates to the situation in which investment has not reacted to
this fall; in other words, in 1°“we have the situation in which
investment has not reacted to this fall, i.e. the situation which
would be obtained if in =0 and I in SW as well as R in the
SE would be parallel to the u axis. However, given Steindl’s
condition, investment expenditure must start falling,. and this
reduction is what keeps u falling beyond u*°. Thus, from 1°° to
2 in the SW guadrant we have a short period adjustment version
of Steindl’s familiar stagnationist reduction of I as a result
of the drop in u, followed by an additional drop in u stemming,
in turn, from that reduction, which manifestas itself in the
reduction of n from w1 to mz in the SE guadrant.

Let us conclude by making a comment concerning Dutt-Taylor’s
presentation. We refer to it because we will follow it both in
this section and in the following sections where we will add an
agricultural and an external sector. They express .the term in u
in the investment function in reduced form, i.e.
gl = ic + (in + iu/min

Thus they obtain the macroequilibrium levels of g and © from the
combination of this and the saving function g& = szt as is
illustrated in the NE gquadrant by the intersection of curves I
and S. Their comparative static analysis of the consequences of
an increase in m is represented by the shifts in function I from
I. to Iz in NE, and (although in Taylor 1883, for the opposite
" case) in function II from M1 to H2 in SE, bringing down w from m1
to nz. Now, although DT s presentation lends itself more easily
to the analysis of the problems which we are going to tackle in
sections 3.1.2 and 3.1.3. the presentation here, and that of
" Rowthorn (1981), are more powerful in conveying the causal
elements of the underlying KS economics. In particular, it must
be clear that when Dutt argues that their specification of the
I function states that "a rise in n will increase I both directly
and through an implied increase in the utilization rate” (1984.
p.29), he is confusing the most basic elements of KS analysis
which we have been emphasizing: namely, that in the exploitation
sphere causality runs from u to n (and not the other way around),
and that it is not m which influences I through u but vice versa
. Having noticed thile point and so having properly set the
building blocks of our stagnationist argument in a comparative
atatica framework, it is worth referring to its presentation by
DT in a dynamic framework. In particular, Dutt’s analysis of a
stagnating economy as a result of great ineguality in income
distribution provides a relevant dynamic formalization of
Steindl’s cumulative causation argument about the deterioration
of the dynamics of investment caused by a high level of the
markup 136/. '

i L4

A.3.2. STRUCTURAL CONFLICTIVE CLAIMS INFLATION

Let us characterize the locus 6:0 along which the terms of trade
remain constant, taking into account that

” - -

9=pa—pm
Point b (Figure 3.1.3.) bqlongs-to such a set since the food
market is in equilibrium (pe=0) and workers have their desired
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real wage (Pm=0), although there dm is increasing in response to
the excess demand for M. Thus we look for a second point of the
locus 8=0 somewhere in between two extremes: on one side point
a where both markets are in equilibrium (fa=@m=0) but pm is
rising (6 is falling) as a result of wages reaction to ©>6%; and
on the other side point f where the M market is in equilibrium
(am=0) and there is no wage inflation ($m=0 because 6=6%), but
Pa iz rising (6 is rising) in response to the excess demand for
A. Hence the economy must move toward e from either side as
followa. From a it will move toward c as long as the upward
effect upon 6 of the increase in pa in response to the excess
demand in A generated {through substitution effects) by the fall
in ® stemming from the wage inflation does not compensate for
this original downward pressure upon 9; then at, say, d 6 ceases
to fall, but the excess demand in the M market keeps pushing the
economy upwards 137/ until it finally reaches the locus 8m=0
at e. From f as long as the decreasing effect upon 6 of the
increase in pm ensuing from the wage reaction to the increase in
8 (pa) does not compensate for this original reaction toc the
deterioration of the terms of trade, in a movement, which
includes a downwarda component expressing the elimination of the
excess supply in the M market, and which ends up at e 138/.

When the manufacturing sector demands agricultural output as
input, the pricing rule in the M sector becomes

Pm = (1+u)(Wl+pea)
where a is the technical coefficient of A requirements per unit
of output of M. Then, as we saw in note 2, the share of profits
in income is given by .

m= ---——- » where T = ———————-
l+p-71 W1l + paa
g0 that CD is now -

CD = cePeaQa + Cm(Pm-Paa)qam
and the conditions for supply-demand equilibrium in the markets
for A and M are

Pada = 8CD + $pat Pad@m . Pmam = (1-8)CD - épa + pml
Hgnce the excess demand functions become
EDM = -am[1-cm(1-8)] - €am(1-8)acm + © [caga(1-8)-¢] + I
EDA = gm &cm + Qam[a(l-8cm) - 6 [(Qa(l-8ca)-$]

The additicnal term @am{a(l-8cm) in the second one expresses the
extra pressure upon the inelastic agricultural supply. Let us
then consider the implications of this extra pressure both before
wages reaction takes place, and in their recovering . their
purchasing power. Thus, as for the initial situation we want to
stress three points. First, the very exiatence of the equilibrium
hinges on there being a sufficient agricultural supply to meet
the now increased needs 139/. Secondly, the conditions of
stability become more stringent; in effect, the Jacobian matrix
is now
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Ir:[l—(1—6)0m+8(1—6)aCm] qa(l-8)ca~-$-Qm(1-Glacm | .j

6cm + Bla(l-6cm) -lga(1-8ca}-$-ama(1l-6cm)] |
—

The trace is negative as long as qa is enough to supply the
autonomous consumption of A and the input of it required for the
production of gm , 8ince (as an approximation) it implies
Qa(l-aca)>P+ama(l-acm). As for the determinant, it will be
po=sitive, if o .

[1—( 1-—6)cm+6( l*a)aCm] [qﬂ( 1‘5Cs)‘¢‘<1ma( 1"5Cm) >
[8cm + Ba(1-8cm))[Qe(1-8)ca-$-am(1-8)acm]

This states a more stringent condition in comparison with that
~0of the previous case: its fulfilment hinges on a supply of Qqa
sufficient to meet a demand which now includes inputs for the
production of M- 140/. Finally, with regard to the comparative
static analysis we considered in the previous case, the
contractionary impact upon gm of a fall in Qa is more severe
141/ as a result of the negative income effect now involving the
two prices; this is so during the adjustment process illustrated
by the comparative static result because now workers” purchasing
power is behind both prices with the reaction of pm to the
increase in pa preceding that of w.

Thus, it can be seen how, as in the previous case, at the new
equilibrium the rate of growth of pm reaches the increased level
of that of pa. As for the direct effect of the latter upon the
former, assuming again a constant markup, we have

Pm = 1 W + Ba Pa
with Bi1 and Ba being respectively the share of labour and A input
in variable costs. So that the effect on the terms of trade
growth becomes

- -~ -~

0 = B1 (pa-W)= B1 (pa- €(0-9%))
and the rate of inflation becomes

~ -

P = [a+(1-B1)(1-a)Ipa + (1-a)PaW

From this it can be seen that if W grows at the same rate as pa
we have - ° - - - -
Pm = Pa ; ® =0 ; and p = pa

The adjustment towards this equilibrium with higher inflation .
hinges on the behaviour of €(6-6%)). As for the conditions . of a
convergence of thils dynamic process it can be seen that again,
they depend upon the supply of A being aufficient to meet the two
components of demand, as well as the sluggishness in the response
of pa to the excess demand in its market. The system has become

qm= f{-amli-cm(1-8)] - 8am(1-8)acm + O [Caqa(l-8)-$] + I} = O
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8= B1 { g {am dcm+B8aml[a(l-6cm)-6[qa(l-6ca)-$J} - €(8-6%) } = O
so that the Jacobian matrix is

£{-{1-(1-8)cm+B(1-6)acm]} f{ga(l-8)ca-§-am(1-8)acm}

B1g{dcm+8la(l1-6cm)} Bi{g{-[qa(l-6cal}-$p-ama(1-8cm)1} - €}
The negative trace condition is: qa(i-&ca)>¢+qma(1—60m)—e/g
And the positive determinant require (using I an Q to simplify):
Qall'(1-6ca)-Qcal(l-86)] > gmlla(l-8cm)-Q(1-8)acm]l+d[T-Q1-T(€/g)

this which states a more stringent condition than that of the
previous case. ' '

A.3.3. DUTCH DISEASE

1. TWO BALANCES FRAMEWORK

To concentrate on the working of the impact of an increase of b
with u and e as the adjustment variables let us totally
differentiate equations 3.1.15. with respect to b. Thus (setting
dpi1*=dg=0) we have

~Swil du h de
+ - e =0
1+ db e db

- h du u€Eo de

udb e db

or
—8rul h du
_____ - _— - e
1+ e db
-h U€o de
__ _——— —_ = e
u e db

with h = el[({1l-0)px*g-b]

So that the trace of the Jacobian matrix is negative, and its
determinant, i.e. h2/ue -~ (snuu€o)/(1l+u)e, is positive if
€0<0; in other words stability requires this export optimist
assumpticon. With regard to the effect of the increase in b on u
and on e, we have

du- u€og/e - h/e

db  hZ2/ue-(s~uu€o)/(1l+u)e
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de 7 h/u - sen/(1+4)

db h2/ue-({sruu€a)/(1+nde

The first equation expresses how the contraction effect takes
place as long as h>u€o, and the second shows how an appreciation
requires h/u<d<s«u/(1+p). This means that, the .Dutch Disease
syndrome with its mechanisms of contraction of the level of
production and appreciation of the rate of exchange crucially
depends on h being within the range given by

usnpit/(1+u) > h > ueo

expressing the stringent condition of the excess of exports over
the imports of intermediates having to be smaller than domestic
savings, at the same time as being greater than the exogenous
part of exports.

To consider the mechanics of this adjustment process, let us
restate the internal and external balances as

[c/e+(1-0)pr*]g - [anu/(l+u)elu - b = O
[(pixa-€1p*)-€o/e]u + pu*(l-o)g - b= 0

Thus, the first equation illustrates how the maintenance of the
internal balance requires (e remaining constant) the rise in b
to be compensated for by a fall in u; i.e. the rise in foreign
saving implies an excess supply situation which must be
eliminated by this fall. The second equation shows how the
maintenance of the external balance requires {(u -remaining
constant) the rise in b to be compensated by a fall in e; i.e.
the reduction in the excess demand for foreign exchange implies
a fall in the exchange rate. Let us look at it graphically
(Figure 3.1.4.). We have for the internal balance

og el (1-o)pr*g-b]
U = === 4+ e ————————
Srept/ (1+u) Srpt/ (14u)

which shows how an increase in b manifests itself in a clockwise
rotation of IB, which is positively sloped as long as h>0. As for
the external balance, we have

- b + (1-0)pu*g

—(pxxa—elpx)+60/e

which shows how anAincrease in b manifest itself in a downward
shift of XB, which is an hyperbola, negatively sloped as long as
h>0 and €o0<0 142/.
2. MACROECONOMIC FRAMEWORK.

From national income identities, we have for net acquisition of
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financial assets in terms of the government budget constrain:
Ad=-AH+AD=G-T+ X+Qa-M

where D is the stock of government bonds. From policy rules about
net foreign lending and financing domestic budget deficits we
have for the change in the supply of high-powered money

A H = T(G-T) + Q(X+Qa-M)

where ' and 2 are parameters expressing those rules. And for the
demand for real balances we have

H/p = h(a+g, 1) with hi<0

So that equilibrium in the money market can be written as
h(a+g, i) = H-1/p + I'(g-t) - Q(b)

where t is real taxation.

Let us then summarize the main results which can be obtained with
the model as far as the impact of an increase in A is concerned.
With regard to the short period, although the impact on q of
such an increase is, with given fiscal policy, positive, it is
rather limited. In particular, the effect through the impact of
a fall in the rate of interest as a result of the increase in the
money supply implied by the reduction in national debt made
possible by the increase in taxes, crucially depends on the
management of g,t, ', and Q, as well as on the interest
elasticity of private absorption {(ai).

On the other hand, as we move into the long period by allowing
the assets position to alter, thée analysis is carried out in
terms of the external and the internal (or public) balances. With
68 and B8a being the tax rates of the manufacturing and the A
exporter sectors, respectively, we have

' 8A + x(8) - &m(y,5) = O

H

g8 - 6y - (Ba - B)6A 0

These are the steady state conditions for full internal and
external balance, which the introduction of variations in &
(through changes in money wages and/or the exchange rate) allows
us to pose instead of the matching of one balance deficit with
the other one surplus imposed by rigid post tex real wages. Thus,
focusing on the adjustment of & and y as a result of the increase
in A we can see (Figure 3.1.6.) that y falls in so far as &
declines, and that in thies case only an increase in g or a fall
in the © can avoid that fall. In particular, an increase in g-t
i8 needed in order to avoid a fall in q. '

A.3.4. TABLES.
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TABLE h.3.8-2

INCORE BISTRIBUTION-GINT COEFFICIENT

PECILES
{Percentage Tncose)
Ptod b0k § 16 BINI
Poorest Mediua  Mediuk  High Coefficient
503 sectors  high
1. Iaividedd distribution
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SOURCES:

E.a. Higuel Urrutiz, Los de Arriba y los ée &daje. CEREC-FEDESARRDLLO, 1984,

E.b 1970 Polivio ['rdove, L distribucie de ingresns en Coloabia® Jolet s
aensudl de estadistica, DAKE, april 1971.
1974-85 Alvaro Reyes Posada, Tendesrias del Eapleo y la Distribacis
del Tegresp,Teforme final 2 1a 2isi'n e eapleo,dogot , Ray 1964

I, 1987-78 Rafael Prieto, Estructurs gl qasto y distriduci®e del ingreso
fasiliar oo 8 ciudades coloabianas 1967-68, Bogot CEDE, 1971,
1971 DA Los Presupuestos Fasiliares en (oloadia,
1972 DAME Togresos y Gastos de los Hogares e Colosbia.
1924 Marcelo Selousky, *Who deaefils froa Goversent Expensiteres? &
case stedy of Loleabia®. Washiegtos, World Bamk, 1929,

 1826-1965 Reyas,h, gp.cit,
t Boes nat inclade- facote adjustomnt in qoods for doaestic services.
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TABLE 4.3.4-]
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NOTES OF CHAPTER 3

1, We assume a consumption-investment good is produced in this
manufacturing economy, with two classes (capitalists and
workers), and a passive money supply.

2. Although our main interest in this section is in the first
link of this chain, i.e. the effects on demand and investment
activity, we include the effect on profitability, both because
it is necesary to understand the working of the model as a whole,
and ‘because this working embodies a cumulative causation
mechanism linking further deteriorations in demand with the fall
in investment brought about by the profitability decline.

3. With u<l we assume away complications related to the '
alternative regime of full capacity utilization, where prices
become determined by excess demand and m is greater than the
function of y which we introduced (Rowthorn 1880). At this stage
we abstract from other complications which involved in subsequent
sections. Other sectors (foreign or public) are introduced in
sections 3.1.1.2., 3.1.1.3. and 3.1.2. Similarly, other costs,
the behaviour of costs in the face of changes in utilization, and
of markups and prices in the face of changes in input prices, are
introduced in section 4.1.1. In particular, we assume here that
there are no fixed costs and firms operate in the range of
minimum unit costs (i.e. marginal and average costs are equal).
We also assume that firmas do not face surprises related to either
input prices (i.e. product prices do not lag behind costs), or
to demand (i.e. they operate at the expected level of u).

4. Our presentation of the multiplier side of that relationship
follows Kalecki’s integration of pricing and effective demand in
an analysis which demonstrates the impact of exogenous changes
eithér in capitalist expenditure or in the level of the markup
both on the 1level and the distribution of income. This is
expressed in the income and profit multipliers, i.e. (with
exogenous investment) 8Y/8I=1/s8nm, and SI/8I = 1/8x. '

5. Thie results from the combination of two factors: on the one
hand, firms do not have information allowing them to take the
pricing and investment decisions needed to generate the level of
effective demand necessary to satisfy thelir expectations; on the
other hand, monopolistic conditions imply a higher p than that
justified by the level of I.

6. A presentation, within the monopolistic competition framework,
of this Kaleckian contradiction between the conditions of
exploitation for the individual capitalist and the conditions of
realization for the capitalist class as whole can be found in
Blanchard and Kiyotaki (1987). Despite differences in their -
emphasis on the monopolistic power of workers and the real
balance effect as the mechanism linking prices and effective
demand, they develop a general equilibrium analogue to the excess
capacity argument (based on the lack of incentive for the
individual firm to decrease its price) of the partial analysis.
Not only would a decrease in prices by all firms increase
aggregate demand, but alsc the consequent increase in the level
of production (given the cost of changing prices) manifests
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itself (the price being higher than the marginal cost) in higher
profits.

7. The astability condition is more stringent than what is
necessary for this stagnationist effect in that du/dm<0
requires only (8x - ix)>0. If either the assumption of u<l or the
stability condition does not hold the contractionary effect of
the increase in m does not follow

8. Any expansionist effect of an increase in m brings about a
situation of instability, as can be seen by analyzing alternative
exhilarationist arguments in which du/dm>0 as a result of a
higher response of gI than g5 to the increase in m (e.g. Taylor
1985 and Bhaduri-Marglin 1989).

9. This argument is more akin to the classical underconsumption
in its concern for the narrowness of the internal market for
manufacturing production as a result of the '"poverty of the
masses”, than to the Latin American structuralist argument with
its emphasis on the market for durables (See Lustig. 1980).

10. This is expressed in the change of the profits multiplier
from lI- Io/Br-in to D=Io/[(Sr-in)-(1iu/m))

11. In Kalecki“s (1971, 1976) and Harcourt’'s (1982) C-I
(consumption-investment) models adjustments in prices and/or
quantities in the C sector required by changes in the level of
production of the I sector will result in full employment
equilibrium only wunder extremely particular conditions. The
problem of coordination of investment and pricing decisions
implies in this two sector model that the maintenance of the
level of activity requires entrepreneurs in the C sector to
passi&ely adapt their price and output decisions to the needs
posited by the decisions of the entrepreneurs in the I sector
Variations on this theme are to be found in Kregel (1973), and
Minsky and Ferri (1984). Kalecki (1955) considers different
possibilities in an outstanding synthesis of his reproduction
schemes version of the principle of effective demand and what
became the main themes of the Latin American structuralist
analysis of the obstacles to growth in developing economies.

12. Cardoso refers to Latin American structuralists like Olivera,
and Sunkel but priority about various elements of the model
should be given to Kalecki s two sectors analysis. Alternative
presentations of Cardoso”s model are found in Taylor (1983) and
Correa (1986). Our initial presentation follows the latter.:

13. We have, given 6cm>0: [dam/d0}aa>0 iff qa>¢+5caga. The
various conditions of stability which we will consider hinge upon
similpr statements implying sufficient agricultural supply.

14. 'ﬁe have:. dqm/deﬁo iff ¢>(1 -8)caqga. In the.opposlte case,
strong.substitution and Malthus (i.e. a high consumption of M by
the landed classes) effects bring about increased demand for M.

15. Stability of this system of differential equations depends
on the properties of the Jacobian matrix of the excese demand
functions. We consider only conditions assuring local stability
of differential equations for adjustment around an equilibrium
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solutlon where time derivatives of state variables are equal to
~ero. For a two dimensional aystem the stability conditions are
that the trace of the:Jacobian matrix must be negative and the
determinant positive. If these conditions are given, the
adjustment process based on those atate variables is locally
stable. In this way, we use the Correspondance Principle by
interpreting the restrictions from dynamic stability as those
allowings us to carry out a meanlngful analyis of the impact of
a disturbance.

16. At equilibrium the excess demand functions become:

EDM: :(1-8)[caPaga+CmPmdm] - $pa + me Pmam = 0O

EDA: 6[caPaga+CmPmam] + $pa - paga = O

which in our two adjustment variables gives the system

EDM: -@m[l-cm(1-8)] + © [caga(l-8)-¢] + I = 0

EDA: Qm Scm - 8 I:QA(]. SCG) ¢] =0

It can be shown that the trace of the Jacobian matrix is
negative. For its determinant to be positive the slope of the AA
curve must be greater than that of the NN curve. This is always.
the case when the latter is negative as result of a strong Engel
effect. Stability then hinges on sufficient agricultural supply.

17. For various comparative static analyses with this model see
Taylor (1983), and Correa (1986). As for a shock adversely
affecting the supply of food, the fall in qa brings about a
deterioration in the demand for M as a result of the consequent
drop in agricultural supply along with a temporary exceass demand
for food, so that gm falls while € rises (which can be
111ustrated as the result of a clockwise shift in both AA and MM
in figure 3. 1 2.).

18. In other wordsa, 85gm/8ge >0. It can be shown that this result
assumes the considered dynamic stability conditions by applying
the correspondence principle to determine comparative static
results from dynamic stability restrictions.

18. We must introduce a methodological note concerning the
relevance of this short period comparative static excercise.
Although we are leaving a strictly dynamic analysis of this
problem for section 4.1., the assumption of a lagged wage
reaction allows us to use the comparative static result to
illustrate the initial impact and the disequilibrium dynamics
before the adjustment following the wage reaction is completed
and the real variablea return to their equilibrium levels with
higher levels of inflation.

20. Barker (1981) emphasizes the alternative of investing the
extrdordinary revenues externally, and the competitiveness
erosion brought about by revaluation. Noreng (1081) stresses the
contribution of excess demand inflation to the competitiveness
erosion. Corden Neary (1982) point to the substitution in
expenditure of non-traded for traded resulting from the increase
in the price of the latter, the contractionary effect on
manufacturing (as traded) depending on public expenditure and
monetary policies (Corden 1984). Pesaran (1984) emphasizes the
ability of reductions in the rate of interest and fiscal
esxpansion to compensate for the contractionary effect, and the
contribution of wages inflation to the competitiveness erosion.
Thirlwall (1980) stresses the alternative, under conditions of
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excess capacity, of policies designed to increase utilization and
use foreign exchange.

21. In all cases the foreign exchange inflow is treated as an
external rent, i.e. we exclude any other supply mechanism e.g.
production links or competition for inputs effects. In the firat
model which works with the two balances framework, it does not
matter if the source of the foreign exchange is an export boom
of the agricultural sector or a foreign exchange gift, in that
the analysis hinges on the effect of the resulting deficit in the
trade balance of the manufacturing sector.

22_. The shift of purchasing power towards the non traded sector,
as a result of the price increase which follows the demand rise
(in the face of an inelastic supply) is a specific aspect of this
shift. This can be considered within the last section strong
Engel effect framework once we consider the increase in pa as
stemming from the demand increase due to the rise in income. Two
more mechanisms are left aside. The expansion of competitive
imports as a result of the liberalization of quantitative
controla is considered in the next section. The monetary side of
the story is beyond the scope of this section: for an analysis
of Colombian coffee export boom focusing on the monetary
inflationary aspect see Edwards (1985).

23. The value of consumption is

PC = Wlq + (l-sn)u(Wl+Epi*a]
The value in domestic currency of the trade deficit is

EB = Epi*a + Epke*(1-c)I - [€o+€1(Ep*/p)lpg
Thus for internal balance, saving-investment equilibrium (saving
including domestic as well as the foreign saving expressed by the
trade deficit) is:

[po+Epe*(1-0)]] -sru(Wl+Epi*a] - EB = 0
Forthe external balance, zero excess demand for foreign exchange
is: :
[Epi*a-€1Epx-€oplq + Epx*(1-0)]I - EB = O

24. Taylor’s (1984) analysis of the impact of the Colombian
coffee exports boom runs into problems when strictly applied to
the manufacturing sector excluding other sectors. With regard to
export optimism, although the real exchange rate elasticity of
Colombian manufacturing exporta seems to have developed from the
midd eighties, it was not in place during the period considered.
Neither were imports of intermediates 1less than exports in
Colombian manufacturing. However, the assumptions are less
dubiocus once other kinds of production (like bananas and flowers)
whose industrial value added is limited to packing, are included.

25. Although we can not deal with this process with the
equilibrium model we use here, we can intuitively illustrate the
impact of imports liberalization by noting that imposing a limit
on M is equivalent to imposing a limit on e (I am grateful to
Hossein Samiei for his comment on this matter). Thus we have the
typical switching regime situation of disequilibrium models if
before the foreign exchange inflow this limit is binding, i.e.
e<e¥*, and as a result of this inflow e can reach its equilibrium
level ex (Figure 3.1.5).
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26. Other features of Pesaran s model relevant to our analysis
of the Colombian case are foreign exchange controls, different
rates of taxation for oil and non o0il income, and changes in oil
income resulting in shifts in the balance of payments and the
government budget. Here we apply the analysis to the case of an
agricpltural export.

27. This presentation involves much simplification and leaves
aside the mathematical complexities of the original argument.

28. We assume that the only good consumed is industrial to avoid
‘the complication of having (as in Pesaran”s analysis) a consumer
price index which is a linear combination of the industrial price
and that of imports.

29. The nominal value of agricultural production is Qa=Epaxqa.
Dividing by p we arrive at 8A with A= Pa®*qa/p*. It i3 clear that
ma<0.,

30. Thelr assumption of flex price cum supply determined level
of productlon becomes relevant when demand expansion has pushed
the manufacturing sector into the full capacity utilization
regime. However, neither of the two models is entirely
satisfactory for our analysis: the general equilibrium model of
Corden Neary (1982) because its assumption of complete
flexibility of prices and wages, and (consequently) full
employment; and the disequilibrium model of Wijnberger (1984)
because of its assignment of disequilibrium to the NT sector.

‘31. In Montenegro (19839) Wijbergen s model is applied to a coffee
price boom by the addition of a coffee sector. This extension,
the adjustments being illustrated in the W/pr-pn/pT space instead
of the W/pn-pn/pr one facilitates the illustration of the
profitability decline effect of T production. Without moving into
the Malinvaud-Wijberger framework the increase in the real wage
in terms of T goodas is the result of the shift of the N
equilibrium locus along & positively sloped wage indexation
locus. (I am grateful to Santiago Montenegro for his comment on

this 'matter). Kamas® (1986) application of Corden Neary to
Colombia, relies mainly on the doubtful mechanism (for the
case .of unemployment and labour market segmentation) of the pull
of resources to the booming sector.

¢

32. The definition of the variables are at the end of this
section

33. See Thirlwall (198 ) and Kaldor (198 ) for applications of
Harrod“a original multiplier showing the adjustment of Y and then
M. as' a result of increases in X proceeding as in -Khan’s
adjustment of S to I in the closed economy.

34. In terms of the kaleckian multipliers introduced in the first
part of the previous section we have that now profits are given
by capitalists® expenditure plus the surplus in: the trade
balance: I=Ck+I-B, i.e. O=(1-8n)d-mi/ml+I+X, where mi is the
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imporis propensity (M=miY). So that we have for the profits and
the income multipliers: dll/dX=dX/{sn/(mi/m)] ; dY/dX=dX/(msr+mi)

35. We concentrate on the case of X because of the role played
by liberalization in the case of M; however, the analysis applies
throughout to the latter too (simply substituting m for x to
shift to the importables case).

36. This is illustrate in the first term in brakets of the
following expression for changes in international
competitiveness: ,

dé = [px*(¥Y¥,pw){(dEpa-dpaE)}/pa2)] + [(E/pa)(pxXyd¥¥+px*pdpv)]
with px*=px*(Y¥¥,pw) being the demand price for the exportable.

37. For given E and Y¥, we have for the effect of the growth in
prices: 48 = T dp¥ - Q dpd

with TI'=(Epx*pw)/Pa=db/dp¥,dpd=0 3 Q=(Epx*/pa2=d&/dpa | dapw=0
If we take margins as given to concentrate on the relative
dynamics of wages vis a vis productivity:

dé ba2 [ (1+uw)(dwwbw-dbwww)]

- =T —m—m e —————— e — - @

dpa bw2 {(1l+ua)(dwaba-dbawa)}]

38. Scott, Corden and Little (1980) stress the omission of the
reaction of prices of domestic substitutes, demand effects on
wages, and the possibility of retaliation. The advantage of
devaluation working alsoc on the exporta 8ide and on the
production cost (allocative inefficiencies) of protection, is
epitomized by Corden’es (1985) argument that CEPG’s implicit
assumption of a vertical supply of exports implies the
elimination of that cost from the exports sector. He argues that
CEPG s case is for taxing export profits to subsidize employment
without decreasing wages.

33. Similarly, in a recent presentation which takes into
consideration those criticisms Cristodoulakis and Godley (1886)
point out that while currency realignment fails to break the
vicious circle competitiveness decline-industrial =stagnation,
protection (conditioned to the degree of wage indexation and
foreign retaliation) can do the trick. Given that M are at least
in part competitive, under conditions of balance of payments
restriction, both devaluation and protection foster the level
production and employment; however tariffs and quotas have the
advantage of not being inflationary and detrimental to wage
income in the long run, and not bringing about the contractionary
effecta of the terms of trade deterioration in the short run, as
is the case with devaluation.

40. QOcampo (1985) develops Hemming and Corden (1958) distinction
(between a negative effect of import restrictions on absorption,
which contributes positively to external adjustment, and an
expansion effect, which worsens the external deficit) in the
direction of effects on the level of demand.

41. i.e. demand falls short of their profit maximizing level of
output given a non perfectly elastic export demand curve. Whereas
in the domestic market for X consumers are never rationed {(given
that always it 13 produced encugh to export after meeting
domesatice demand). we have two different set of conditions in its
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foreign market, where demand depends negatively on the foreign
currency price : in the case of a large supplier or a
differentiated product, the domestic currency price is fix ; or,
in the case of the small economy it faces a perfectly elastic
demand at the fix foreign currency price. Figure 3.1.7
illustrates the different type of conditions in the foreign
market for X which give rise to & situation of Classical or
Keynesian unemployment: at Dxo<px<pPx" we have Classical
unemployment, with pxo being the price above which the X good
becomes exportable, and px*¥ the price which clears the world
market; at px>px™ we have Keynesian unemployment. In this way the
nature of foreign demand and whether foreign currency price is
influenced by domestic supply conditione determines whether the
economy falls into Keynesian or Classical unemployment. It falls
into Keynesian unemployment if the foreign currency price is
given by a domestic fix price and an overvaluated exchange rate,
so that output is limited by foreign demand; it falls into
Classical unemployment if, given perfectly elastic demand at the
externally given price, output is limited because too high wages
(relative to world prices and the exchange rate) make it
unprofitable to increase output.

42. In the classsical case domestic production of both M and X
is unaffected, with the fall in domestic demand for X being
compensated for by an increase in sales abroad. Under Keynesian
unemployment the trade balance unambiguously deteriorates: with
Classical unemployment this is the case if the increase in
domestic residents” expenditure on M exceede that of
foreigners ’purchases of X. Devaluation stimulates production of
X in the Keynesian unemployment regime, through the price
elasticity of foreign demand (and the multiplier effect on the
demand determined level of output), and in the classical one,
through the price elasticity of domestic supply; the production
of M remains unaffected, given government import restrictions and
a pricing policy which insulates the imports competing sector
from the effects of devaluation. The sign of the effect of
devaluation on the volume of exports, depends on different
conditions for each of the two unemployment regimes: in the
Keynesian case it depends on the elasticity of foreign demand;
and in the Classical case on whether or not the export supply
curve is backward-bending.

43. In the classical case the benefits of emphasizing the
importance of the relation wages-productivity for exports
performance is gained by rendering protection totally irrelevant
by means of an assumption about the elasticity of foreign demand
of doubtful pertinence in the case of manufactures.

44. Although this impact operates through the effect of the
ensuing excess demand for imports on either demand or supply, we
are omitting here this latter effect of the rationing of inputs
on the level of production in order to concentrate on the demand
effect. As a matter of fact, in situations of Balance of Payments
constraint, the general practice of Colombian authorities have
been to keep imports controls from extending from consumpticn
goods to intermediates.
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45. Ocampo (1985) adds a disabsorption effect to the import
substitution effect, representing the shift in the expenditure
function brought about by the quota in : Y = ED ( Y, QC) + X
ED being expenditure in domestic production and QC an index of
quantitative controls which measures the excess demand for
imports created by the quota (i.e. QC=M*-MQC). We have

dY = EDydY + EDqcdQC + dX where the term EDgcdQC measures the
shift brought about by the change in QC. Like Ocampo we assume
a demand determined level of output excluding supply restraints
(like a rationing of imported inputs imposed by a balance of
payments constraint). Another assumption (which is overlooked in
Ocampo”s presentation) is the exclusion of imports relative
prices as an argument for foreign competition (besides import
controls) in the domestic demand for domestic production
function.

46. In Ocampo’=s presentation, if we assume a notional demand for
imports of the form M*(Y), we have

dY = EDvdY + EDqcM*ydY - EDqcdMSC + dX
The magnitude of the term for the impact of import controls
EDac(M*¥dY-dMIC) depends on the size of the import substitution
effect EDqc, and the excess of the increase in import demand over
the increase in the quota. When there is not disabsorption effect
the term EDqc will be 1, as can be seen if we consider the usual
expression for the quota binding Y= E (Y) + X - MQC
which after decomposition of demand and assuming complete
substitution gives Y = ED(Y) + M¥(Y)-MIc + X
or Y = ED(Y) + QC + X where ED(Y) + QC is the particular
form of ED(Y,QC)} suitable for the case of complete subatitution
{null disabsorption).

47. From the analysis of the impact of the quantitative
restrictions upon the volume of imports a paradoxical situation
emerges concerning the relation of simultaneity imports-
production. On the one hand, this volume has an impact on
production only in the situation of excess demand for imports;
on the other hand, in this situation the volume is determined
more by the quotas than by the level of industrial production.
Although the excess demand for imports can have an effect on
production, the other side of the simultaneity relationship does
not exist, because it is the cause of that excess demand -i.e the
quotas- and not production which determines imports.

48. We make the following assumptions to extend the application
of demand functions to demand for imports. First, we exclude
monetary 1illusion (linear homogeneity of the function), which
allows for the utilization of real income and the relative price
of imports. Second, perfect supply elasticity avoids the
simultaneity relationship between prices and qgquantities; the
assumption of exogenously determined foreign prices allows the
egtimation of a single equation {Goldstein, Khan. 1886).

49. The distinction between relative price of supply and
relative price of demand is introduced in CEPG (1975) and
Goldstein, Khan (1976). It has been applied to the Colombian case
by Echavarria (1982), and Villar (1984).
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50. In CEPG (1975) supply is affected by unexpected demand
movementgs, and in Goldstein Khan by domestic productive

capacity.

51. Dealing with manufactured exports we add supply side
determinants {i.e. the relative price of supply and a measure of
the excess supply in the domestic market) to the demand factors
which reflect that demand is not perfectly elastic (i.e. a
measure of the magnitude of the foreign markets and the relative
price of demand). We concentrate on supply factors influencing
international competitiveness, i.e. on the determinants of the
expott price relative to that of competitors in foreign markets.

'52. This is a model of price ‘discrimination, in which a profit
mazximizer oligopolist face a more elastic demand in the foreing
market. :

53. To simplify the illustration in Figure 3.1.10 we assume that
prices react immediately to the increase in wages, so that the
real ' income of consumers does not change; given linearly
homogeneocus demand function in income and prices this imply that
the quantity demanded remains unchanges in the face of increases
‘in wages and prices. We abstract here from complications emerging
from ‘the inflationary dynamice implied by wage indexation.

54. A simultaneous model is required when as a result .of
segméntation in exports markets the external price ¢an not be
assumed independent of exported gquantities. We adopt here a
simplification similar to a supply model with cost of creation
of external market in which these costs are an inverse function
of world imports (Villar 1885). CEPG (1975) introduces industrial
production of importers and their import capacity as indicators
of the buyers” market. Goldstein Khan introduce the income of
impofters, and Echavarria (1982) and Villiar (1984) introduce
world imports.

55. Taylor”s (1884) analysis of the Colombian case is based on
the export deterioration mechanism. The increase in the trade
deficit required by the expansion of external savings takes place
via X reduction without any rise in competitive M.

56. This is based on: AP = iADD+DDAi+AX where - 1 is the
coefficient of IS, i.e. i=(P-X)/DD, with DD=P+M-X.

Problems related to the contribution of IS arise using this
method (see Sutcliffe 1971 and Garay 1975). An application to
Colombia of the subsequent development {Chenery 1980) introducing
the contribution of a technical change showed that this new
factor lacks importance and its introduction does not alter the
basi? results presented here (Mendez, 1984).

57. Part A presents the percentage contributions to product
growth (i.e. growth contributions) obtained by Chenery s method,
which facilitate the comparison among the weights of the demand
components within the same sub-period. Part B present the product
of the growth contributions times the rate of grwoth of
production (i.e. dynamic contributions), which facilitate the
comparison between subperiods. The results for individual

"
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sectors, which will be considered in section 3.4., are presented
in Table A.3.4-1.

58. Its importance is emphasized by the increasing weight that
its growth contribution acquired in compensating for the negative
effect of the imports substitution reversal. After having its
biggest relative weight for LC before 1867, it passed to have the
greatest importance in the other subaggretates. This points to
its role in industrial deepening.

59. Export deterioration converged with IS reversal in IG making
growth more dependent on DD for this subaggregate; the inability
of a stagnant DD unable to compensate is reflected in the low
rate of growth of IG in 1974-82.

60. As oppossed to from 1958-67 to 1967-74 as it was the case for
LC and IG. '

61. The second section focuses on a concentration of income of
the sort we considered in the kaleckian analysis of the impact
of an increase in the markup in section 3.1.1.; while the third
section concentrates on a shift of income which follows an
increase in the price of food of the kind discussed in the
necstructuralist analysis of section 3.1.2.

62. Sections 3.3.3. and 3.3.4. congider the sort of
contractionary fiscal and monetary policies which we introduced
as part of the Dutch disease syndrome in section 3.1.3.

63. Although with well known limitations (See Chica. 1980).

64. In fact this processes meant a deterioration in the
conditions of poverty from 1966 to 1977 (Mision de empleoc, 1986).
Until 1977 the improvement in the relative conditions of lowest
income groups was offset by the fall in industrial wages. As
summarized by the food consumption per capita indicator, the
deterioration of the conditions of poverty from the fifties to
the gixtiea did not improve until after 1975 (Carrizosa 1986).

65. As a result of the different degree of concentration between
labour and capital incomes, the functional distribution of
income has an excepticnally high impact on family distribution
in Colombia, i.e. the low participation of labour income is
crucial for the structural concentration of the distribution of
income. The concentration of capital income is such that the
reduction in the dispersion of urban labour income (alongside the
relative increase non qualified labour income relative to that
of qualified industrial labour), did not improve the urban
distribution (Urrutia 1884).

66. With regard to the acceleration of inflation an the initial
sluggishness of wages, this acceletation was caused by a
combination of the monetary impact of financing the massive
fiscal deficit with foreign credit during the Paastrana government
(1970-74), and the inflation of prices of imported inputs (first
0il shock). The sluggishness of wages is considered in section
4.3.
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67. This effect on demand (aggravated by the fall in exports)
weakened the dynamice of output, and, therefore, that of
employment. The consequent stagnation of the wage fund, due to
the procyclical behaviour of industrial employment (see Guterman
1984. Reyes 1986) contributed to the deterioration of the
conditions of demand.

68. Section 4.1. considers the profitability effect of the wage
reaction to the increase in the price of food.

69. As a result of government policy producers received nearly
50% of the extraordinary incomes. One fourth of the additional
income of the producers went to the workers (Leibovich 1984)
whose daily earnings increased 38.23% in real terms from 1974 to
1977 (Cardenas et al 1985); therefore, the workers profited more
than exporters and the government. Considering the whole period
(Table 3.3-4.) the share of the government was low. compared to
the ustable share of the Coffee Federation and the consistently
high share of producers. Although exporter s share was not high,
it was substantial relative to the small size of the group in
1977 'and 1978.

70. As for the low share of industrial goods in the consumption
of farmers and rural wage-earners, these goods (excluding
textiles) account for no more than 5% of the income of these
groups, while this percentage fluctuates between 8% and 15X for
the groups in the urban sector (Banguero 1981).

71. Saving generation required to finance the exports surplus did
not follow the reditributive pattern of increases in the mark up .
vig-a-vis wages as it was the case in 1973. In 1977-78 worker's
income was recovering from a previous severe deterioration. The
adjustment of this period operated through the shifting of income
to exporters and rural landowners. Similarly, the small
government share forced a fiscal adjustment mainly through
reducing public investment.

72. Conjunctural factors, i.e. climatic problems in 1977 and
costs pressures stemming from rising input prices combined with
structural conditions to produce a sluguish supply response.

73. Sarmiento (1984) stresses that the effect of the monetary
stock on demand depends on the behaviour of agricultural prices.
Londono (1985) point to the contractionary effect of agricultural
supply problems and the expansive effect of the positive supply
response upon urban activity in 1978. Lora and Ocampo (1986) show
that reduced growth in food supply in the eighties (2.5% from
1980 to 1985) reduced urban production (by 0.2%). With regard to
the redistributive mechanisms underlying these demand
adjustments, Londono (1985) shows how a 10% fall in the food
supply, brings about an increase of 13.1% in the real consumption
of réntiers, a fall of 12.1% in that of wage-earners, and a 14.1%
reduction in that of rural labourers. Lora and Ocampo (1886)
stress how thée 19808 contraction in urban production was
accompanied by a redistribution of urban income towards farmers
and rentiers restricting urban activity by reducing the
propensity to consume its products.
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74. More generally, this points to the importance of economic
policy in shaping the influence of the external cycle upon
industrial dynamic activity.

75. Alternative selective policies to force saving in the coffee
sector through taxation would have been less inflationary and
less contractionary for manufacturing than the policy of raising
the internal price of coffee and the complementary instruments
required to offset its expansionary effect. The inflationary
effect of demand pressure stemming from the increase in coffee
- growers” spending, was aggravated by their high propensity to
consume food an by the increasse in the cost of labour and land
which followed. Fiscal and monetary policies had a contractionary
effect in urban sectors which was not offset by the coffee
growers® increased spending (Ocampo, 1986).

76. An additional element of the policy considered in relation
the deterioration of the balance of trade of manufacturing was
the revaluation of the exchange rate.

77. The price of food followed (with a one year lag) the cycle
of the coffee price during the 1975-78 period. The unusual
increase in the price of food in June 1977 was preceded by an
enormous rise in the coffee grain price from 1975 to 1976.

78. The consequent decrease in the liguidity of the manufacturing
sector was analyzed in section 2.3.2. We emphasize here the
contractionary effect of foreign exchange certificates, import
deposits, the fiscal surplus, savings deposits, and the increase
in reserve requirements: it accounted for a 50X decrease in the
monetary base by the end of 1976, and a reduction of 7.2% in the
bank multiplier.

79. Given the inflexibility of funttioning spending, the burden
of fiscal adjustment fell on public investment, the real value
of which fell 22.1% and 1% in 1876 and 1977, respectively. This
reduction is particularly relevant because of its effect on
investment in manufacturing (Chica,1985).

80. iThe restriction of government intervention to public
expenditure in infrastructure and monetary control was central
to the neoliberal atrategy of the development plan. The
international coffee market collapse in 1980, and despite the
detericrating symptoms of the late seventies the Turbay
government continued to liberalize imports (and to purchase
imported metalmechanic goods), its expansionary fiscal policy,
and its contractionary monetary policy (Lora, Ocampo,1886). The
emphasis on externally financed expenditure in infrastructure
reinforced the need for monetary control; increases in interest
rates 1linked to open market operation proved damaging for
manufacturing; and the emphasis on monetary control teo fight
inflation . caused demand conditions for manufacturing to
deteriorate without reducing inflationary pressures.

B1. The correlation problem with the lagged dependent variable,
implies that this strong influence only manifests itself when we
use alternative autocorrelation correction methods. The exclusion
of the lagged dependent variable brings about an increase in the
significance not only of the income variables.
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B2. As regression 3 shows there is multicollinearity between
these two prices.

B83. The high elasticity of demand to these two variables is
obtained, for reasons already considered, when the lagged
dependent variable is excluded.

B4. After a 7.8% real devaluation 1967-75, from 1975 to 1981 the
revaluation reached 20.2% (DNP,1983).

B5. While the revaluation from 1873 to 1975 was mainlj due to
domestic inflation, that of the adjustment period (1876-73) was
mainly due to the decrease in nominal devaluation.

865. Ehe influence of both factors became stronger since 1978,
after the inital constraint on the income effect by the
stabilization policy.

87. Surveys by Montes (1982) and Ocampc (1982) point to
elastlcitlea below one for relative prices and over one for
income. Villar (1885) shows how the price elasticity diminishes
aubstantially with the introduction guantitative controls.

88. The 1978-82 expansion can not be simplisticly attributed to
an income expansion: the rate of growth of M increased while that
of the GNP fell from 1967-74 to 1978-82.

89. According to Lora“s decomposition exercise the liberalization
effect (elimination of gquantitative restrictions and fall in
import prices due to tariffs reduction and exchange rate
devaluation) accounts for 67.7% of the M°s increase in 1980-82.
Given that no more than 14X of the liberalization effect of 1882
can be attributed to the variation in the relative price of M,

the contribution of the elimination of quantitatlve restrictlons
was crucial (Lora 1984).

0. It also contributed to illegal imports, paticularly in
tobacco, textile and electric appliance sectors.

91. As is the case with Virginia Tobacco.

92. Textile imports reached 85% of the production of the three
major textile enterprises in 1982 (Echavarria et al. 1983). A
symptom of these competitiveness problems was the substantial
import of inpute (through the Vallejo Plan) by clothing
producers. ,

83. Accordlng to DNP (1983) government imports of capital goods
accounted for 28.0% to 36.8% of government imports between 1979
and 1982 and between 31.68% and 42.04 of KG M during the same
period. According to Echavarria et al (1983) government imports
of capltal goods represented nearly 65% of total KG imports in
lggg -82, reaching a growth rate of 96% (in current dollars) in
1 .
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94. After the Basic Custom Law of 1871 facilitated modifications
" in the tariff structure, the reforms of 1973, 1974, 1976 and 1979
combined reductions in average tariffs with movements from the
prohibited regime to previous license and free regimes.

85. The tariff reduction implied an average fall of 100% in the
level of nominal protection (from 52% to 26% for manufacturing)
between 1970 and 1982. Although the greatest reduction was in LC,
the relative level of effective protection for the consumption
aggregate increased because CD continued to enjoy the highest
levels of protection. The intersectoral structure was not
modified, KG facing a tariff liberalization {Cubillos, 1985). The
comparisons of effective protection structures through time is
limited to the ratio of the sector-index to the aggregate index
for each year, due to the impossibility of relating the indexes
of effectlve protection between different years. .

96. In 1973 243 positions (equivalent to 15%) were tranfered to
the free import regime, 696 positions in 1967 and 627 (equivalent
to 13.21%) in 1979. The percentage of import items under previous
license fell from 96X in 1971 to 29% in 1982.

97. After an 1initial phase (1975-77) of anti-inflationary
emphasis, in 1978-79 some sectors (e.g textiles) were affected
by foreign competition (Misas. 1980). Nevertheless, the
characteristics of the goods affected by tariff reductions (non-
trade goods or export) or regime transfers (no domestically
produced or those for which licences were always approved),
indicates a rationalization of the protection structure (Ocampo.
1982; Garay. 1882).

98. Adding to the bias of the protection structure and the impact
of government purchasing policy, the global 1licence system
allowed tariff reductions (from 25% to 5%) for components of
investment projects. ,

98. This is concentrated in 1978-82, particularly in 1978 and
1980‘(see Table 3.4-4).

100. At the sectoral level (table 3.4-6) non-electric machinery
(36), electric machinery (37), and transport equipment (38) had
the highest contribution for 1974-82 and 1978-82. This was due
to the rates of growth increases since 1967-74, which was
particularly severe for transport equipment and electric
machinery.

101. m grew more for industry than for the economy as a whole
in 1974-82. While the elasticity of total M's to GNP growth was
1.82:in this period, that of M to manufacturing output was 2.42
(approximated by the rates of growth ratic). This illustrates the
Dutch disease syndrome, this high rise in m coinciding with the
swelling of the =sectoral trade deficit and with a fall in
capacity utilization in the manufacturing sector.

102. The 1increase in m in the 1978-82 subperiod of import
expansion (table 3.4-6) was particularly high in metallic
products (35), editorial (28) and paper {27), in sectors with low
penetration, and in transport equipment (38), steal (34) and non-
electric machinery (36), in high penetrations sectors ( this
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explaining the big increase in this coefficient for KG for 1974-
82 and 1978-82). In the critical years of 1978 and 1980, non-
electric machinery and electric machinery were affected by both
expansions, while transportation egquipment was only affected -by
the latter, and textiles only by the former.

103. The sequence in that reduction points to the deepening in
the IS process up to 1974 and its later abandonment: the growth
contribution of IS fell for LC and IG and increase for KG and CD
from 1958-67 to 1967-74, while it fell for KG from this latter’
_perioa to 1974-82. The fall in the dynamic contribution of SI is
explained by its fall for LC and IG in 1967-74, and for CD and
KG in 1974-82. The fall in the dynamic contribution of IS in
successive subperiods reflects its evolution for CD and KG.

104. Sectors where the contributions of IS were substantial and
increasing from 1958-67 to 1867-74.

105. A transformation of the intersectoral structure of M in the.
direction of the structure of P is interpreted here as a movement
towards a competition exposure. The sum of the absolute values
of the differences between the share of the sectors in P for
1967-74 and their share in M for 1978-82 (right side of
inequality below), is not significantly lower than the sum of the
absolute values of the differences between the share of the
sectors in P and their share in M both for 1967-74 (left side of
the inequality below). The inequality

Z | (Pi/P)o-MiM)o > 2 | (Pi/Plo-(MiM)e

hardl& applies, the first term being 116.84% and the second
114.53%.

106. Results in Ocampo (1990) and Villar (1985) point to a
relation of substitution, i.e. a harmful competitive effect of
M. Théir conclusion, however, is weakened by econometric problems
of specification and of autocorrelation with the lagged dependent
variable included as exogenocus.

107. According to Echavarria et al (1983), illegal imports of
textiles amounted to 84% of the production of the three largest
textile firms in 1982, and smuggled cigarettes reached 30% of
domestic consumption 1in 1879 (1983). Typical for electric
appliances, out of the total number of colour T.V sets bought by
Aprili 1981, 63% were smuggled, 26% were domestically produced,
and 11% were legally imported (according to calculations based
on data from Gutierrez 1982).

108. Villar concludes that the positive influence of income
exceeds the Jjoint negative influence of relative prices (the
significance of which is limited to the .total M and KG) and
‘quantitative controls (which is not significant for KG). As for
our previous results, the influence of Y is particularly high
(elasticities over 1.5) in the cases of LC and IG, and 1IQ is
celarly significant in all cases; the influence of rp is limited
to the case of IG for the second subperiod.
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109. Although for CD and KG the elasticities for 1958-85 are
lower, they are substantial for the subperiods.

110. The significance of current relative prices collapses in the
estimationa for subperiods. However, a significant negative
influence of relative prices only for total manufacturing an IG
with elasticities around 50% is also obtained in experiments with
lagged relative prices.

111. IQ is not significant only for LC second subperiod, and IG
complete period and both subperiods. Relative prices are
significant only for total manufacturing and IG complete period,
CD second subperiod, and KG first subperiod.

112. Period in which the export pfomotion policy contributed to
a more stable growth of X (Chica. 13983).

113. After having the biggest weighted rate of growth in 1967-74
IG X3 suffered the greatest falls in 1974-82.

114. The rates of growth of textiles (23) and rubber products
(30) fell most severely from 1967-74 to 1974-B2 (when these
sectors have largest negative contributions). Chemicals (31) was
also among the sectors with the greatest decrease in its rate of
growth in 1874-82, while foods (20) among those for 1S78-BZ.

-115. Chica (1980) presents the resulta of cross section exercises
{at & sectoral dissaggregation four digits ISIC2), regressing X
growth (from 1970 to 1976) against elements of the export
promotion package, and characteriatica such as degree of
effective protection and import penetration in 1974. A structural
change in the time series relationship since 1968 is also
detected.

116. According to Echavarria (1982) the fact that the dynamic of
world markets is the main determinant of X reflects the
segmentation of the markets for Colombian X. He finds also that
there is not substantial simultaneity bias, and relative supply
prices are significant while those of demand are not. Villar s
(1985) results, using three different models (two supply and one
simultaneous), confirm the far greater influence of income
compared to relative prices: in the simultaneous model relative
prices of supply and demand {separately) are not significant.

117. According to Fedesarrollo the subsidy element compensated
for relative price movements before 1873, while the explanatory
power of the relative prices is not superior when they include
the policy incentive component for 1973-83. Chica's (1980)
results cast doubts on the contributicon of this element
additional to the one of the real exchange rate also for the
1957-77 period. As for the real exchange rate, the results of the
‘estimates diverge according to whether the model includes or
excludes demand factors, the supply price elasticity being over
one when demand factors are excluded and below one when included
{Ocampo 1982).

118. During the 1970-74 boom United States and the EEC absorved
37% and 25% of Colombian X, the Andean Group B% and the ALALC 5%.
By 1980 United Statea” share fell to 27%, and by 1981 that of the



159

EEC to 12% (the result of increasing proteccionism: DNP, 1983).
In both 1974-75 and in 1980-82 the rates of growth cf GNP of
industrialized countries (especially of the industrial output of
the United States in the latter years) decreased; and imports of
the industrial countries fell in 1976 and 1881-83.

119. This is similar to what we concluded (Chica,1980 b} in
relation to the expansion of 1967-73: the policy was important,
but -only in so far as it allowed the sector to take advantage of
the expansion of world markets and of the development of the
productive structire achieved through the import substitution
process.

120. This 1s shown by the poorer performance of Colombian X
compared with those of other countries (DNE, 1983).

121, According to a an ECLA atudy for 1960-62 and Hutchenson
(1973) for 1973, the level of industrial prices in Colombia was
not excessively high: the excess over the North American level
was not as high as for other Latin American countries, and the
difference of domestic prices and external prices (38.3%) was
substantially less than the level of the average tariff (cit. en
Perry,1979). Productivity growth from technological change and
learning was substantial until 1969 (total factor productivity
grew at a rate of 3% since 1925: Berry and Thoumi). Even for the
sixties, when productivity increased at a rate of only 2%, Wogart
(197) found labor productivity of almost all the branches of the
colombian industry compares not so unfavourably with those of the
American (between 1959 and 1967); and Dudley (1972) shows the
learniing effect was more important that increases in capital per
worker or larger scales of production in the case of the metallic
products.

122. Although productivity stagnation was compensated by wage
deterioration in the early seventies, the wage recovery of the
subsequent period (in the presence of stagnant productivity:
section 4.4.) undermined the competitiveness of Colombian X in
1974-82.

123. The rate of productivity growth of Colombian manufacturing
during the seventies (1%) is less than one third of the brazilian
(3.8%) and half of the mexican (2.4%).

124. We consider as exporter sectors clothings (24) due to its
rate of growth; and textiles {23), chemicals (31), and food (20)
because they had the higher growth contributions of EX. Chemicals
and ¢lothing present high efficiency levels according to the
profit rate; clothing, food and non-metallic minerals for the
total productivity at international prices (the latter enjoying
the highest growth of labour productivity in 1868-74); and food
and textiles for the 1labour productivity relative to North
American industry. Except chemicals and instruments and
miscellaneocus, these are sectors of the greatest substitution
deepening (m“s below 5% in 1967-74).

125. The index is given by the ratio of a country’s share in
world s exports by sector to its share of total X, i.e.
Xyice/Xaw
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¥me/ Xn¥
A value of 1 indicates a " normal performamce” {see UNIDO, 1882
p. 24). Comparing these indexes for Colombia, Korea and Brazil,
the inferior indexes of Colombia suggest a lack of specialization
and a diaspersion of the export effort over too many sectors.
Korea and Brazil have higher indexes concentrated in fewer
sectors.

126. The stagnation of the sector’s productivity growth in 1970-
BO (as a result of the lack of investment and technical change)
contrasts with porductivity growth of 36% in Germany and 48% in
the United States (Paus, 1983). According to Echavarria et al
(1985) the capital stock of Colombian textile sector increased
less than 10% during the seventies, and lagged behind Latin
American countries in modernization of ‘machinery in the spinning
branch. :

127. The index is 0.37 compared to 14.8 for sugar manufactures
in Colombia, and 13.4 for clothing in Korea (UNIDO,1882). Its
rate of productivity growth of -3.0X in the 1968-74 period
contrast with 17.7% achieved by the Korean clothings sector.

128. Similarly, oligopolistic structure and high costs of the
synthetic fibre increased the internal price from 50% to 100%
compared to Asian competitors.

129. Sectors hardest hit in the critical years 1974-75 and 1981~
82 (presenting negative rates of growth) were: inatruments and
miscellaneous (39), food (20), and leather products (29) in 1974;
chemicals (31) and clothing (24) in 1975; textiles (23) and
chemicals (31) in 1981; instruments and miscelaneous (39) and
textiles (23) in 1982.

130. - IG experienced the largest fall in the dynamic contribution
of EX from 1967-74 to 1974-82 took place in IG. EX growth
contribution fell to negative levels in KG for 1978-82.

131. The worst negative contributions to growth took place in
textiles (23), wooden products (25) and steel (34) in 1974-82;
in leather products (29), editorial (28), non-electric machinery
(36), non-methalic mineral products (33), and textiles (23) in
1978-82. The worse negative dynamic contributions took place in
wooden products, steel, and rubber in 1874-82; in electric
machinery (37), non-methalic products, and textiles in 1978-82.
Out of these sectors textiles, wooden products, and steel enjoyed
substantial contributions to growth in 1967-74.

132. The weight of EX was never greater than 6% of that of DD.
Nor did achieve the dynamic contribution of IS for KG and CD in
1867-74. However, we have decreases in the dynamic contribution
of EX, such as those of textiles, clothing, rubber products and
chemibals. In 1974-82 X growth decreased most severly in
textiles, rubber and chemicals. Clothing was the sector hardest
hit by the crisis with the greatest x. Other sectors with a high
x affected were leather products and insetruments and
miscellanecus, although not to the same extent.
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133. The dynamic specification problem concentrates on the income
variable which is strongly correlated with de lagged dependent
variable. The world trade coefficient obtained with
autocorrelation correction methods is not robust to specification
changes. ’

134. As oppossed to the results with current relative prices
presented in the table, experiments with lagged relative prices
{which are not presented) point to the expected influence for the
consumption disaggregates.

135. Results froma a study of the International Economy
Department of the Central Bank point to different lines of
production for foreign markets.

136. After defining a downward sloping IS (commodity market)
equilibrium relationship in the u-g space and a demarcation curve
u'= F(g,u)=0 with Fg<0 (through a concentration mechanism) and
F.. changing from positive to negative at high levels of u, Dutt
shows that the economy will tend towards a low g (s3table)
intertemporal equilibrium (Dutt, 1884.p 32-34). Similarly, in
Case A in Taylor (1985) a stagnationist dynamics stemms from the
reduction in ®w due to an increase in the .markup (case A in
Taylor. 1985).

137. This is so in the case of a strong Engel effect. If MM is
upwards sloping as a result of strong substitution and Malthus
effects, the reverse process takes place.

138. The locus gm=0 represents points at which EDM=0, i.e. at
which the equilibrium condition gm = {€6[(1-8)caqa—-$)+I} / 1-(1-
5)cm holds. As for the locus 8=0, we substitute corresponding
adjustiment rules for pa and pm (the former divided by pm) in ©
= Pa - Pm to obtain

-~

6 = g[0(6Ceqa-qa+bCmb-1qm+d)] - €(0-6%) = 0

or . 8{(1-8ca)qa-d+c/g] €0%

We then have the system of figure 3.1.3. It can be shown that
trace of its Jacobian matrix is negative if (1-8calqe > ¢ - €/g,
and its determinant is positive if the slope of the schedule 8=0
is greater than that of the schedule gm=0 ; this is always the
case when the latter is negative as result of a strong Engel
effect. This condition is equivalent again to the requirement of
sufficient agricultural supply, although adding a sluggish
responge of pa to excess demand in this market.

138. It can be shown that we now are dealing with a system of
"hyperbolas. Conditions of existence converge with those of
stability in pointing to the need for sufficient agricultural
supply to meet autonomous demand for food and demand for inputsa
for manufacturing production.

140. It can be shown that the stability condition now imposes
higher demands on inelastic agricultural supply.
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141. As in the previous case, given dynamic stability, 5qm/6Qa
>0. However, the quotient of determinants we now obtain applying
Cramer”s rule is greater than before. It can be shown that the
new numerator is greater as long as Cm>Ca, a plausible condition,
1.e. we can expect a higher propensity to consume in the
manufacturlng sector than in agriculture. Furthermore, our
assumption of a strong Engel effect is tied to the latter being .
small.

142. Ev1demt1y, the numerator is equivalent to h/e. Recalling
that h= mi-b=mu-(m-x)=x- mi, we get h/ue for the denominator.
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4. PROFITABILITY: PROFIT MARGINS AND PRODUCTIVITY

We noﬁ analyse the deterioration of profitability conditions
which combined with the worsening of financial and demand
cquitidns to generate the crisis of industrial accumulation.
Sections 4.1. and 4.2. provide the theoretical and methodological
framework_for sections 4.3. and 4.4 which focus on the profit
margin and productivity. Section 4.5. summarizes the conclusions

of the chapter.
4.1. THEORETICAL FRAMEWORK

We now consider various aspects of the deterioration of
indust#ial profitability within the framework of the
determination of the rate of profit which emerges from markup
priciné- While section 4.1.1. illustrates how the evolution of
profitébility can be explained in terms of the determinants of
the profit margin and productivity, sections 4.1.2. and 4.1.3.

concentrate on these determinants.

. 411.1. INTRODUCTION: THE DETERMINANTS OF PROFITABILITY
4.1.1.1. The basic relationship.
We now examine a more general version of relation [3.1.1.] (i.e.
n=muy)} by including some complications assumed away in section
3.1. Consider the following definition:

T=myurT-f [4.1.1.1]
where:n =In/K : net profit rate

m= II/Y : profit share of income 1/.
v= Y/Q : ratio of aggregate value to production value.
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usz Q/Qx : capacity utilization
= @*%/K : capital productivity
f= F/K : ratio fixed costa: capital

and: ﬁ/ . : gross profit/net profit

K ' : capital stock

Y : income .
Q/Qx : product/product capacity
F. : fixed costs.

Since this is an identity, the determinants of the rate of profit
are given in our model by the determinats of its right hand side
constituents. As for term f substracted to obtain the net rate
of pﬁofits, the effect of fixed costs (and indirect taxes) on
profitability depends on whether they are treated as part of the
costs on which the markup-is applied or as claims on value added
to be;brovided for by the mark-up. As expressed in [4.1.1.] we
follo& the latter procedure in accordance with accounting
practice, supported by the analytical arguments about mark ﬁp
pricihg below 2/.

4.1.1.2. The profit margin.

Defin?tion [4.1.1.] becomes explanatory once, according to the
markup theory of prices, the share of profits“is determined
(giveh excessg capacity) by an exogenously given mark-up, u. From

the equation of pricing by mark up
ib = (1 +u) (el + ar) (4.1.2.1]

where p unit price
e mark up ex ante
h: money wage
1: technicdal coefficient .of labor = inverse of physical
productivity (b)
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unit cost of raw materials

r:
é: technical coefficient of material inputs
it follows that the share of profits in income is given by 3/

u (@l + ar)
m: ————————————————— [4.1-3-]
{1 + pu) @1l + par

and tﬁe share of profits in product'is given by

my = p / (1l+u) : [4.1.4.]

We consider in this section the implications of including
variable costs (apart from labour) and fixed costs, as well as
the complications which emerge by relaxing other assumptions made
in sedtion 3.1.1. In particular, we consider the implications
for the profit margin of abandoning the operation of the firm
-withiﬂ the range of minimum costs (where marginal and average
variaqle costa are equal).‘We include alzo surprises due to
either input prices (so that prices lag behind costs) or to
demand (so that firms deviate from the expected level of u)} 4/.
Thua, although in equilibrium the margin is determined by the

mark-up in accordance with B/
my* = u/l+u (4.1.5.]

in disequilibrium situations arising from errors in either costs
or forecasted utilization when prices are established, the margin
diverges from ;his ratio.

We stért with fixed costs and inéreasing returns in order to
illustrate the effect of‘capacity utilization movements. The
marginr becomes positively related to capacity utilization
becausé fixed coats are spread as utilization increases.
Introd?cing labour overheads (Lo), when the mark up is only
applied to variable costs, the share of profits in income is
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q¥[{p(wl+ra)] - Lesu
g*[(1+p)(@l+ra)-ral

and the profit margin is:

144 (1+u)(el+ra)gx

This shows the positive effect of an increase in u on botn m ana

the profit margin as a result of the spread of fixed costs {in
!

this case Leo).

Now we consider the effect of surprises concerning the level of
capacity utilization when the normal price hypothesis applies and
there are increasing returns in the short run (i.e. db/du>0) &/.
To simplify, we exclude both fixed costs and the cost of
materials. The profit margin is now

(1+p) (/D)% - (&@/b)

(1+u) (@/b)*

It

my

The n@merator is the excess of'the normal price, determined at
the normal unit cost (e/D)* , over the effective unit cost (e/b).
Therefore, the profit margin reduces to the ratio u/l1+u when
there are constant returns, i.e. when b is invariant to movements
in the level of utilization, or u remains at the expected level
ux., To:emphasize the effect of the divergences of u from u*, we

transform 7/ the previous ratio to

(1 - ux/u) + u
MY =  eemm e mmmmmmmee (4.1.8]



167

so that, as a result of increasing returns
my = myx : iff u = ux

Therefore the level of capacity utilization affects the margin
either due to the spread of fixed costs or because (given

t 4 I 3 1]
inereasing returns) it diverges from its expected value.

Finélly, let us conesider the effect of unexpected increases in
inputs costs when these increases are transmited with a lag t.
The sh@re of profits in income and the profit margin are given
by

pl{@-~cl+r-ra) - (Ael+dra)

(1+4) (@—tl+r-ca) - (r-c+dr)a

pu(@-cl+r—ra) - (Ael+Ara)
my = "'_____“f"’f";“_—‘—f _______
(1+p)(@-cl4r-ca)

The suﬁstraction of the increase in the price of the inputs (e
and Ar) indicates the impact of marking up the lagged costs

(0-¢ Jnd r-t)}. We thus complete 'the illustration of the
divergence of the profit margin from its equilibrium wvalue
(deterﬂined by the mark-up ex ante) which occurs with the
divergence of unit costs from their expected level as a result
of divérgences in either capacity utilization from its normal
level ih the presence of increasing returns, or in the price of
inputs ;from the level to which the mark up was previously

appliedt
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We conclude our discussion with some remarks about the meaning
of the profit margin. Firstly, we distinguish between this ex
postﬂconcept and the ex ante mark—upls/. Secondly, the joint
treaﬁment of its elements, m.and y és determined by the mark-up
is based on the hypothesis that the firm-s pricing rule has a
targe& margin over variable costs (i.e. a profit share in
proddct), and not only' over labour costs (i.e. a profit
participation on income). To simplify the analysis of the
evolution of the profit margin it is helpful fo consider the
evolution of y in terms of the real cost of raw materials and
thelr requirements (technical coefficient), and the evolution of
m in terms of these same factors plus the real cost of labour

vis-a-vis productivity 9/.

4.1.1.3. Ine roje ol productivity and capacity utilization.

We no& include productivity among the determinants of the rate
of profit. The evolution of profitability is determined by the
bghav;our of the factors governing both the profit margin (i.e.

my) ahd productivity, among which capacity utlllzatlon stands

out. Substituting the definitional relationship 19/:
b= urk / u’ [4.1.7.]
where b= labor productivity in terms of product per worker
k = K/L* : capital intensity
u’z L/L*: utilization in terms of labour
with: L/L*: labour/ full utilization labour
in [4.1.1.] we have:

T = mybu'/ k = myb¥u/k

with bsq/L, and b*zgx/Lx i.e. labour productivity at full
capacity.
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Therefore, assuming technical change does not alter k, we have

This ;shows the evolution of profitability-as determined by the
dynam&cs of the profit margin, of productivity at full capacity,
and Qf capacity utilization. We focus on the last two elements
to iétroduce ocour framework for the analysis of productivity
growth, which is given by the definitional relationship:

b = €bx (4.1.8.]

where € is an index of returns to labour 11/. According to
b*=Tk productivity  at full capacity is given by the
technblogically-determined ratios gq¥/K and ¥X/L*. Therefore
[4.1.8.] shows productivity as determined by two types of
increﬁsing returns: first, static increasing returns implying
de/du$0, i.e. decreasing unit costs stemming from the spread of
fixed costé and decreasing average variable costs; second,
dynamic increasing returns due to technological progress and
dynamic scale economies 12/, implying db*/dK>0.

We conclude by emphasizing the implications of this argument for
the éffect of capacity wutilization and technology upon
profitability. Capacity utilization affects the profit margin
(due to fixed labour and the divergence of u from u¥, given
decreasing costs) and b (because of static increasing returns).
Furthermore, given that capacity utilizqtion is normally
determined by the levei'of_demahd 13/, this level plays an
important role via u in the determination of profitability. On
the supply side, T in [4.1.1] summarizes the technological
conditions expreassed in b* and k 14/, In summary, the rate of
profiﬁs in the abové model is determined by the profit margin
(my) and productivity (b). my is is a function of the mark-up
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(via my*), u, the length of the lag of prices behind costs (4p),
and wage resistance {(a). b 'is ‘determined. by u (via €), and
'produ%tivity at full capac1ty (bx) which is a function of
technology (T). Therefore-we have for the rate of profits:

my ( u, u, ip, a)
n {
b ( b*(T), u)

This cnndenses the interacting supply (u,T, A, a) and demand (u)
factors which affect industrial profitability.

4.1.2. MARGINS AND PRICES

We dilscuss the theory of mark-up pricing as well as the
implications of the dynamics of prices and wages for the
evolution of the profit margin. The final section introduces the
specification of the prices and wages functions used in the

econometric estimations.
4,1.2}1. Mark-up vpricing.

This sSection provides a theoretical rationale for the fixed-price
elastic- supply conceptual framework of the manufacturing sector

which underlies our approach

4.1.2 1.1. Prices and coste. Since the pidneering‘stﬁdy of Hall
and Hitch (1939) ample empirical evidence has accumulated in
favour of the theories of mark up pricing known as the Full Cost
Hypothesis (FCH) and the Normal Price Hypothesis (NPH) 18/. The
argument of the last section @ followed 7 Kalecki’s
conceﬁtualization, according to whidh, in the markets fdr
industrial goods firms set their prices by applying a mark-up to
their costs of labour and raw materials to allow them both to

cover their indirect labour and carital costs and to obtain some
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profitls (Kalecki, 1954). We follow Steindl”s development of
Kaleck}‘s views in the sense that prime costs are constant in the
relevaht range 16/, and that profit margins are determined by
both internal accumulation requirements of the firms 17/, and

the cohpetitive conditions they face

Two issues deserve further consideration: first, the type of
costs to which the mark-up is applied and the corresponding cost
curves: and second, price rigidity. As for the application of the
mark—up either to the average total cost or to the average direct
cost, strong arguments 18/ favour Kalecki’s viewpoint that
firms use direct cost. Moreover, in practice managers use average
costé :rather than marginal costa when fixing prices 198/,
Similarly, two characteriqtics of industrial technology crucial
for ouf argument, i.e. economies of scale, and the extension of
the relevant range, have been amply documented 20/, With
regard to price rigidity, the recogﬁition of the.rationality of
thié béhaviour is shared by the collusion-deterrence approach to
oligop&listic pricing 21/, and the clientele-menu-costs view
of ma%ket strategy 22/. As for the implications of price
rigidify. the consequent shift of the burden of adjustment to
demand variations upon quantity movements justifies the emphasis
of the last chapter on the impact of these variations upon the
" level of productive activity 53/. ‘

4.1-2.1.2. The determination of the mark-up. We'approach thia
problem in three stagea. Firstly, we consider the implications
of exténding the obJectives of the firm from short-run profit
maximization to long-run maximization of growth. Secondly, we
emphasize the restriction imposed by market conditions upon the
mark-up set by the firm in order to achieve this objective.
Thirdl?, we focus on the the influence of the demand cycle on the
level bf the mark up. As for the objective of'thé firm, the
manage%ial/post Keynesian viewpoint that the firm aims not to
maximi#e profits in the short run but to maximize growth in the
long run 24/ has two implications: first, the pricing policy
of the?firm is subordinated to a long run—aﬁrategy which is not
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equivalent to the maximization_of profits at each moment of time
(Shapiro, 1981) 28/; second, this satrategy aims at the
maximization of growth in the long run. Although it is important
to siress the close connection between growth and profits
maximization from the long run perspective of the competitive

process <28/,

In the post Keynesian development of the K-S paradigm the firm
strives to maximize growth in the 1long run subject to the
restrictions imposed by both the resources required to finance
capital accumulation and the demand implied by its market share.
Steindl”s view that profit margins are the result of the opposite
growth requirements for the firm of increasing its accumulation
funds and ekpanding its market share is ‘the starting point of
the post Keyﬁesian analysis of price determination carried out
by Eichner (1973), Harcourt_and Kenyon (1978), and Wood (1975).
In the latter®s version of the 1link between pricing and
invesﬁment‘decisions the long run mark-up target consistent with
the goal of long run growth maximization is defined by market and
financial conditions expressed in the opportunity and finance

frontiers 27/,

To highlight the forces operating behind the opportunity
frontier, i.e. the restrictions imposed on the mark-up by market
conditions 28/, we integrate some of the elements derived from
short-run profite maximization into the analysis of the long-run
competitive process. We Jjust refer to two types of oligopoly
model, based on the short-run profit-maximization hypothesis,
which help us to understand the competitive pressures
constraining the price-making firm. Models of competition in
quantities of undifferentiated products (Cowling & Waterson.
1976) provide a framework to analyze the factors condensed in
Kalecki’s degree of monopoly (i.e. concentration, collusion, and
demand elasticity) 28/. However, prices are not treated as'the
strategié variable for the firm, but appear as the result of
market conditions. A more suitable perspective is provided by
models of price competition with product differentiation
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empha?izing either the role of competitors” reactions and demand
elasticity (Cubbin. 1974), or that of concentration and entry
costs (Balop. 1879) 230/, As for the demand constraint upon the
mark-up from the viewpoint of the'iongvrun cdmpetifive process,
two approaches domplement each other depending upon the stage of
the = industry’s . 1life cyecle, namely Steindl’s absolute
concentration, and Modigliani-Silos Labini limit pricing 31/,
Whereas in an industry”s initial stage the magnitude of the
margin is  restricted by firms~ sales effort vis-a-vis
technologically-determined cost differentials, in the iatter
stage it is restricted by market conditions expressed in the

degreeé of economies of scale vis-a-vis the size of the market.

With regard to the influence of the demand cycle on the mark-up
we diétinguish this effect from that on prices, and on the’
margirn. Two mechanisms, depending on the time horizon, determine
the résponse of the mark-up to changes in demand. In the long
run, growth in past demand projected into the future leads firms
to increase the mark-up in order tc finance investment activity
motivated by that projectioen. In the medium term, oﬁé of two
mechariisms operates accdrding to supply and demand conditions in
the markets: the mark-up moves countercyclically if conditions
of competition and demand elasticity allow the to compensate for
the effect of utilization changes upon the margin; the mark-up
rmoves procyclically if those conditions force firms to adapt it
to the level of demand. Therefore demand affects the margin
throuﬁh both capacity utilization and the response of the mark-up
to its changes. Finally, these demand changes affect prices not
only ﬁhfough the response of the mark up but also through the
cost of raw materials whose prices are demand elastic 32/,

4.1.2.2. The profit margin and the dynamics of wages and prices.

The fi?st section introduces the determinants of wages and adopt
a wage-resistance interpretation of the wage equation. The second
section considers the prices-wages system (PWS) as a framework
to analyse the conflict over the distribution of industrial
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income, as well as the dynamics of prices and wagés and the
cons%qﬁent evolution of the profit margin in an inflationary

context.

4.1.2.2.1. The wage equation and real wage resgsistance. The idea
that workers obtain nominal wage adjustments to compensate for
expe;ted increases in prices stems not only from a wage
resi%tance theory but also from an Expectations: Augmented
Phillips Curve (EAPC) approach. Differences between the two
inte}pfetations relate to the crucial role of the struggle over
the distribution of income in the former, and of disequilibrium
in the labour market in the latter. According to the bargaining
apprbach, wage dynamica are determined by workers® efforts to
obtain increases which, by compensating for rising prices, allow
them to achieve a target real wage. More precisely, assuming
that unions’ aims are both to maintain the real wage and to reach

a target real wage, we have (Sawyer. 1984):

ax = @ (p*/p ) (wk/w )a [4.1.9.]
t t-1 ¢t t-1 t-1
where: o*: desired nominal wage

w/w¥: real wage/desired real wage'

Assuming the bargaining power of unions is conditioned by the

1evei of unemployment, i.e.

e = ex [ £(U)]

t -t t
we have
) _ “e
@ = ¥y+BU +ap +d ( 1wk - 1w ) (4.1.10.1
t t t t-1

The 4inclusion of unemployment‘é moderating influence on wage
claims results in a hybrid model of the two approaches (Hall,
Henrv. Trinder. 1983} 33/.
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However, sound analytical and empirical arguments favour a
bargaining as opposed to a EAPC approach 234/, with problemé
about the role of the U term (whicﬁ is of course pivotal. for the
EAPC approach) providing support for the former 35/. Meanﬁhile,
the adoption of a bargainihg Phiilips curve (BPC) is based on the
observed tendency of wages to catch up with previous increases
in prices (in accordance with the reél wage resistance
hypothesis: Lawson. 188B7) 38/, (Concerning the coefficients in
the BPC of equation [4.1.10.]}, if B is not statistically
different from zero, we have support for the absence of a stable
short-run w-U trade off 37/. a tends to be less than one
because workers® anticipations must be translated into effective
claims (Marglin. 1985) 38/; both the experience of an increase
in the variance of inflation rates and the recurrence of rises
in the price of food contribute to the inéreases in a over
inflationary periods. Finally, when d 88/ is not different
from zero the-particular case of EAPC is implied; secondly, there
is a dynamic relation between the ccefficient d and the degree
of'accuracy of inflationary expectations, so that a deterioration
of the latter due to an unexpected increase in inflation may
bring about anhincrease in d in subsequent periods (Sawyer.
1982)

4.1.2.2.2. The dynamics of prices and wages and the evolution of
the profit margin. We now focus on the PWS framework to consider
these dynamics as an expression of the distributional conflict.
The frequent treatment of the price equation within the PWS <4¢/
emphasizes the importance of considering the efforts of workers
and capitalists to achieve an income share within a unifying
framework 41/. Indeed, Kalecki’s degree of monopoly as the
determinant of the profit margin, refers to.a balance'of,power
between unions” militancy and firms® pricing policies in which
disruptions by efforts of either side to modify that margin
brings about an inflationary process of the conflictive claims
type 42/. We approach this problem in three stages. First, we
focus on the core conflict between capitalists and workers and
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the way the clash between their efforts to obtain inconsistent
shares in income is resolved by a change in the rate of
inflation. Second, we consider the effect of inflation on the
distribution of industrial income. Finally, we look at the impact
of supply shocks such as increases in the prices of raw materials

and food.

We consider the core conflict 43/ to illustrate how adjustments
in either the expectational or in the lags structures affect this
‘conflict. For the wage and price equations, expressing wage
claims and wage offers, we have

@ = a pe P =0 u-d [4.1.11.]
with 4 being the lag of prices to wages, and Q=(1+u)/b

To demonstrate-the implications.of an'expectational adjustment
we consider two extreme cases. In the first case wages are a
function of backward looking expéctations; 80 that assuming the
simp;est expéctational structure (say p®=p-<), we have @ = P-c
(witﬁ. o being the lag of wages to prices implied by this
structure). Then, assuming that o=1 and A=0 <44/ we have

p= =220 iff aQ 21

80 tﬁaﬁ the real wage remains at @/p= 1/Q and a affects only the
rate of inflation. In the second case wages'are.a function of
-forﬁafd—looking expectations, i.e. (assuming the simplest
expectational structure, say p®=p) we have d@=ap. Thus, out of
the only possible equilibrium at a=1 48/, the system explodes.
In this way, the transition from the first to the second case
illumstrates how the adjustment of expeétations reduces room for
_ conciliation, so that as g -> 0 the system approaches explosive
inflation if there is conflict between real wage claims and real
wage offers, i.e. if a>1/Q 48/ (see Appendix A.4-1). A similar
effect is obtalned if a increases, so that as a result of a rise

in real wage resistance room for conciliation is further reduced,
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unleds'Q falls either through a forced change in the price rule
(reducing p) or via productivity growth 47/,

With the acceleration of the rate of inflation workers push to
either transform the wage settlement arrangement to one
compensating for future rather than past inflation, or increase
the frequency of wage settlements. This increase is another way
of looking at the reduction in o, i.e. at the adjustment in-lags
structures which worsens the conflicting claims inflation
prdcess. A process of lags reduction normally comes about with
the aggravation of inflationary pressures under conditions of
wages determined collectively by capitalists and workers and
pricesa determined unilaterally by the firms. However, changes in
A and o within the firm rule are only translated into inflation,

i.e. distributional shares are independent of the lages structure
48/

Concerning the effect of inflation on distribution 49/, in
conditions of institutional indexation the real wage is a direct
function of the frequency of wage settlements, and an inverse
function of the rate of inflation (Bacha & Lopez.1986) 50/,
More generally, factors affecting the relative dynamics of wage
and price inflation (see Marglin. 1984; Rowthorn. 1977; and
Taylor. 1585) are summarized in two categories: firstly, factors
comprised by the conjuncture of the class struggle, i.e. the
bargaining power of workers, institutional arrangements of wage
settlements and price setting, and the lag structure implied by
these arrangements; secondly, the effect of demand on the market
power o0f firms and workers expressed by the relative strength of
the utilization effect in the price equation vis-a-vis the
unemplovment effect in the wage equation within the PWS &1/,
According to the interaction of demand effects through wage
claims and Price policiés the margin 1s procyclical 6r
countercyclical. Price policies favour procyclical behaviour if
demand:pressures increase firms® market power (Rowthorn) and
oligopolist discipline weakens during the downturn (Modigliani
& Pado%—Schioppa following Sylos Labini), and countercyclical



178

- behaviour if this discipline becomes strongéer during the downturn
as a result of fears of a price war (Kalecki). The effect of a
tight labour market on wage claims favours a countercyclical
margin (Kalecki, Rowthorn). Therefore, the profit margin. will
follow a procyclical pattern if this market power effect in the
laboqr_market is overcome by the firms; market power effect in
the goods market 82/,

A chdnge in distributional shares can take place to the extent
that a shock affecting the structure of price and wage dynamics.
leads to a higher acceleration of the inflation of one vis-a-vis
the other. This distributional effect is reverzed once the
adjustment to the shock is completed (with the inflation rate
left behind catching up) and the system reaches its steady state
with higher inflation. Meanwhile, thg aggravation of inflationary
pressures reduces capitalists” scope for achieving a shift in
their favour by increasing prices after the wage settlemént and
the likelihood of tHe system reaching an equilibrium. Two sets
of circumstances are emphasized in both the structuralist and
Rowthorns analyses of inflation: first, the process generated
by a shock of agricultural prices, the analysis of which can be
extended (Rowthorn. 1977) to the exacerbation of the inflationary
conflict by any additional claim on inéome from either the
government (in the form of taxes) or foreigners (in the form of
a- terms of trade deterioration); second, the expectational
adjustment brought about by accélerationé of inflation implying
an anﬁicipatory’reaction on the part of workera. Thus, explosive
inflation is the likely outcome of an increase in the burden
imposed by exogenous income claims, and/or the persistence of
firms in their attempts to achieve an income share higher than
that negotiated in the wage settlement, once this pricing bolicy
is anticipated by the workers.

Finally, we concentrate on the exacerbation of the distributional
conflict by supply shocks. We appfoach the problem in two stages,
corresponding to the two forms in which the inclusion of
additional prices in the PWS complicates the distributional
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confiict 83/: firstly, the impact of an increase in
agriéultural prices; and secondly, the effect of import prices
in Rowthorn’s aspiration gap argument, and in Desai’s terms of
tradg analysis. Agricultural prices enter into the system via the
effect of input costs in the price equation, and through the
effect of food prices in the wage equation 54/. Thus we have
P = Q10 + Qrr , with the Qs now referring to the product of

(1+u) times the reapective technical coefficient, and
lpr = 6lp + (1-6)1lpa, @ = aper°® ,

wit & being the share of manufactures in the retail index (pr)
and (1- 6) that of agricultural products. As shown in section
-3.1.1u, the equilibrium to which the system converges after wages
reaction to the increase in pae is a precarious one: permanent pa
and @ inflation express an excess demand for food and a wage gap
which keep the system on the brink of explosive inflation. The
addition of the second effect (through r) reduces the scope for
the system to reach and maintain that inflationary equilibrlum
The mnitial impact of this second effect (i.e. before wages
react?_upon income shares is illustrated by its impact on the
real ?age in o/p = 1/Q1 [1-Qxr] 68/. Appendix A.4-2. shows how
the share of income in product the share of profits in income

deteriorates in the adjustment process.

To conclude we extend this argument to the effect of import
priceé in Rowthorn s aspiratioanap argument and Desai‘é terms
of tr?de analysis. Rowthorn’s argument is based on the concept
of an aspiration gap which measures the inconsistency of the
income share targeted by firm‘s pricing with other claims,
including both the share of workers negotlated in the wage
aettlﬁment and the income pre—emptgd-by governmept and foreign
supplﬂers. Two points related to the effect of import costs (f)
are relevant for our analysis of the impact of an increase in the
cost of raw materials. First, the consequent increase in
unantrc1pated inflation via the exacerbation of the aspiration

gap (A:Af) worsens with the resistance of capitalists and workers
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to the deterioration of their income, with the higher
coefficients ¥ and p expressing how quickly each side is able to
pass the burden onto the other 68/ Second, this inflationary
drlve {which shifts upwards the pu-u trade off in the Phillips
curve 1illustrating the Demand Effect) is llkely to push
inflationary expectations beyond the threshold where anticipatory
behaviour starts driving the economy towards hyperinflation.
Desa?‘s analysis is based on the decomposition of the dynamics
of the wage share (n) in product terms, so that the term (Alpr-
Alp) 57/ favours workers (capitalists) when is positive
(negative), expressing the scope (burden) allowed {imposed) to
capiéalistslby favourable (unfavourable) terms of trade vig-a-vis
food suppliers. The wedge allowed to employers by favourable
terms of tradé (1-a8) 58/ erodes with the increase in o which

comes about with the rise in workers” inflation consciousness.

4.1.2.3. The specifications.

4.1, 2 3.1. The price equation. We now discuss the meaning of the
coefflclents in the specification:

-~ -~ ~

p:Vu.U‘I—rwW'i‘FrI"I'rbb [4.1.12.]

Con51der the following form of equation 4.1. 2] in rates of
growth

-~ - ~ -~

P = (1 +u) +c¢ (4.1.13]

with ¢ being the unit cost of labour and material inputs.

Concentrating on this cdmponent, the equaticn

-~ ~ ~ - - -~ -

e =(w+ 1)Tw +(r+a) I ' [(4.1.14)]

(with the '" being the base weights of labour and material inputs
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in c) becomes

-~ - ~ -~

C = Tw w +I'rr—(_1"w+l"z-‘)b

assuéing.that'productivity of labour and of raw materials bi and
ba, i.e. the inverses of the technical coefficients 1 and a,
grow at the same rate b.

As for the term ( 1 + u ), we consider the influence of demand
(measured by capacity utilization) assuming that the rate of
growth of u is a linear function of both the level of utilization
and ﬁhe rate of growth of costs. Therefore 58/

- - -~

(1 + B) = Vuu + VuwW + Vvrr

So tPat, assuming that the productivity of labour and raw

materials grow at the same rate, we have

- -~ -~ ~

P=vVvauau+Tlww+Ilrr+TIshb (4.1.15.]
where: [w = Fw’ + vg
Ty = Fri+ Vr
e .- ( ';w + Te) = -1

Therefore. each coefficient of the different costs measures both
the relativel weight of the respective cost in the average
variablg cost, and the reaction of the mark up to its growth
(aparf from incorporating the initial level of the mark-up). If
their sum is more (less) than one implies Ehat;this réaction is
positive (negative). FCH will be corroborated if the coefficients
of w |and r substantially exceed that of u, the latter being
statistically insignificant. Additionally, a fall (increase) from
one subperiod to another in the sum of the coefficients indicates

a deterioration (improvement) of firms~ capability to transmit
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costs into prices. expressing the influence of various factors

(e.g demand) upon the evolution of the margin.

4.1-?;3.2. The wage equation. We adopt the specification of
equation 4.1.10. which can be considered as a hybrid of the BPC
and the EAPC . approaches. Concerning the two alternatives of
adaptative {AE) versus rational (RE}) - expectations as
representations of the mechanism pf forming inflationary
expebtations, it is worth stressing the general charaéter of the
lattér in relation to the former ©9/, and how an ARIMA
représentation can be considered as a weak application of the RE
scheme €1/, which contrasts with itas étrong application in the:
estimation of the expected growth of prices by means of the
reduced form of a complete macroeconomic model (Hall, Henry,
Trinder. 1983). On the other hand, with regard to the problems
of eastimation, the introduction of an AE scheme implies that the
error term in the wage equation does not have the classical
propéerties, i.e. it follows a AR (1) process 62/,
| “e

Thus. for the expectational variable p , we include the following
poss%bilities: 1) Various simplistic AR (SE for simplistic
expectations) schemes, either simple'or the weighted average of
the last 2 to 5 periods. With 2 periods memory, for example, we

have

p = 8p +(1-96)p. with 6={0.2,0.4,0.6, 0.8}

2) Tﬁo versions of the AE scheme: the usual arrangement with the
correction coefficient adopting the values 0.2, 0.4, 0.6, and
c.8; or a modification designed to overcome the mentioned
autocprrelationr prqblem which consists of introducing two

variables of thé form:.



t-1 s °
X = 2 (1-8) p
2t s=0 t-s-1

so that we split the sum in the equation

m g w
® = a+blU + B3 (1-8) p + d ( t / wk ) + €
t ' t ‘320 t-s-1 t

into two.parts: that determined prior to the initial date of the
sample, i.e. can be taken as constant; other which belongs to the

sample, i.e. is observable. Thus, we estimate the equation 83/:

W
@ -—a+bU +cB5X +c8X +d( t/wk)+€e€(4.1.14.]
t 1t 2t t
where @© s °
5 = Z (1-8) »p
8=0 O-s-1

3) An ARIMA scheme which overcomes the rigidity of the previous
AR schemes without posing the theoretical 64/ and econometric
requirements of the implementation of an RE scheme through a

complete macroeconomic model.

4.1.3. PRODUCTIVITY AND INCREASING RETURNS
4.1.3 1. Introduction.

According to_section'4_1.1,3. we can transform the definitional
relationship 4.1.8. into a functional one such as bz=b(u,K) if
there are static increasing returns implying de€/du>0, and dynamic
increasing returns implying db*/dK>0 88/, With regard to the
effect of movements in capacity utilization, de/du>0 iff the

percentage change in Q exceeds the percentage change in L as u
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varies 68/. As for the effect of capital accumulation, db*/dK>0 iff
tecﬁnological transformations (i.e. in capital produétivity and
capital intensity) implying a labour—augmenting‘effect accompany
accumulation 67/. In this way, we combine within an integrated -
framework Kalecki’s emphasis oﬁ the importance of capacity.
util ization movements and Kaldor s stress on the effects of capital

accumulation 88/,

4-1.'!..!-‘- WG L L Ll TAaDSALiE LT Lurniiis.,.

Decreasing average total costs for a given rlant are due to either
the $pread of fixed costs or decreasing average variable costs. The
sourices of economies in plants related to indivisibilities and
specialization are economies in operating costs resulting from
further division of labour, stochastic operation of large numbers
or reduction in unrepaired breakdowns, working capital tied up in
stocks of materials, and economies in transactions. With regard to
the implications of ‘static increasing returns for the analyis of
the evolution of productivity, thé limitations imposed by the
excl\ixsion of utilization within its determinants are emphasized by
receﬁt developments in the theory and measurement of productivity

growth within a temporary equilibrium framework 68/,

4.1.3.3. Dynamic increasing returns

Within Kaldorian dynamic increasing returns, we distinguish two
aspects of the effect of capital accumulation on productivity: the
impaét of investment activity separate from complementarities with
the ﬁ:re—existing stock of capital: and the impact of these
complementarities and other effects of previcus  accumulation.-
Technological progress and plant size scale economies affect
productivity through investment activity. Dynamic scale economies

stemming from the maturity of the productive apparatus previously
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~

accu@ulated affect productivity through the capital stock. This is
linkéd to vfactors such as the development of intersectoral
compiementarities,~learning by doing, complementarities between
human and physical capital, derived from previous accumulation of

capital, which are both dynamic and aggregate in character 79/.

In Kélddrian terms, we subsume mechanisms considered in both the
discﬁssion of the technical progress function and the Verdoorn Law
in dynamic increasing returns to account for the growth of bx.
Verdéorn‘s correlation between productivity growth and output
growfh in manufacturing industry formulates Young’s dyﬁamic
cumulative supply-demand interactions for the sector as a whole
71/. The pivotal role of increasing returns {and imperfect
competition) for the development of a relevant theory of growth is
epitomized by the recent upsurge of models which abandon
traditional fechnological assumptions and account for trends in
growth rates, patterns of spacial location of economic activity and

international trade 72/.

4.1.3.4. The specification.

We estimate the following productivity function
b= b (u, K-1, I-1) 7 [4.1.15]

where the term u expresses short-run static increésing returns, and
the terms K-i, and I-1 represent the two elements of dynamic or
- long- term increasing returns. Thus, in this specification we have,
on the one hand, 1last period investment as an index of
incorporation of recent technological advance 73/; and on the
other. hand, the inherited capital stock as an iﬁdex'bf dynamic

scale economies.



186
4.2. THE PROFITABILITY CRISIS.

We now focus on the deterioration of the rate of profit.. After
an iAitial section about the methodology of this analysis, the
second section points to the fundamental facts concerning the

evolﬁtion of the rate of profit and its constituents.
4.2.1. INTRODUCTION

According to the theoretical framework of the previous section
we analyze profitability erosion in terms of the evolution of the
proflt margin and productivity. We use the following definitions

(W1th subscript n for net profits and margin):
mw = nn/K
Hn = nn/VC . o= II/VC

8 = VA/L ,» b = q/L

M is'how_an index of the ex post profit margin (not the ex ante

price rule as in the last section) 74/,

with: O, = VA-LE-GC-T , I = VA-LE-(GC-FC), i.e. Wn =O-FC-T
Q = VA+MC
VA = T +LE+GC+T
VC = MC+LE

where VC: variable costs

VA: value added

LE: labour earnings

GC: .general costs: rents and services payments

T: indirect taxes ' _

FC: fixed costs: interest, depreciation and royalties

MC: material costs: rawmaterials, intermediate inputs,
energy costs
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The variables included are those used in the production accounts
of the Manufacturing Survey (DANE). To clarify the methodology
of the analysis of these indexes we look at the margin and
productivity. We consider the relation between gross and net
margin (calculated on the basis of this production accounting),
and another indicator of the evolution of the margin based on the
price equation. A difference in the behaviour of the net profit
margin vis-a-vis the profit margin points to changes in firms~
- capacity to pass on changes in indirect taxes and fixed costs
78/. In terms of the evolution of net and gross profits (the

numerators of the ratios for the net and the Eross margins) and.
the constituent elements of n, gross profits may decline for two
reasons: first, VA may deteriorates vis-a-vis MC, i.e y falls
when a variable input cost push is not passed on into prices;'
second, m may decrease due to labour and services costs
presssures in (GC-FC). Additionally, net profits are further
erodea by increases in f stemming from increases in fixed costs

and iﬁdirect taxes.

: Another index of the behaviour of the'margin is provided by the
price equation in rates of growth. From [4.1.131 and {4.1.14],

we have
u = p - {w+ 1)YTIw + (r + a ) el

u° _is the rate of growth of (1+u), i.e. (du/dt)/(1+u). When
productivity of labour and raw materials bi and ba, grow at the
same rate b 78/; ‘

- - - - -

b » b} k

U= P~-[ Tww +Trr-(Tw+ [r) bl

As for the productivity indexes B and b have specific advantages
as well as shortcomings. @ has the advantage of considering, via
¥y, the effects of changes in the technical coefficient and the

real cost of material inputs (a and r/p in section 4.1.1.), i.e.
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of béeing an index net of material inputs effects. However when
B is used with the margin there is double-counting of the these
effects, i.e. both through the margin (my) and through value
added per worker (by). b has the advantage of being the inverse
of thé technical coefficient (1) of the price equation, but it
is an index which involves those material inputs effects 77/.0n
the other hand, b and B involve the productivity of capital (1),
whereas the alternative methodology of considering changes in
total factor productivity as an index of technical innovation
isolates the "quantity" aspect of capital accumulation. This,
however, ignores the capacity utilization and capital

accumulation as technical innovation effects emphasized here.

4.2.2. THE PROFITABILITY CRISIS

We now look at the erosion of the rate of profi

constituent elements.
4.2.2.1. The evolution of the profitability indexes 78/.

-The rate of profit (see Table and Chart 4.2-1) exhibits a long-
term decreasing trend from 1972 onwards which worsened during the
critical 1975-82 period 79,/ in which u, B and u deteriorated
simultaneously. We observe the same long-run falling tendency in
the profit margin, although not as clearly from the sixties to
the seventies as it was after 1975 89/; productivity, in turn,
remains stagnant from 1972 to 1978 81/, while utilization shows
a decréasing trend since 1974 (though with an expansion in 1978-
79) 82/, The structural decline in the rate of profit during
the seventies can be ekplained as follows: from 1972 by the drqp
in productivity, agsgravated in 1976 by the wage recovery; from
1972 by the erosion of the margin which also worsened from 1376;
and from 1974-75, by the fall in capacity utilization which

worsened after the 1978-79 expansion 83/,



1%9

TABLE 4.2-)

EVOLUTION OF PROFITABILITY INDICATORS

CURRENT TERMS : CONSTAMT TERRS
{1) {2y 1 (3} {4} 5
Profit Profit | Productivity Product Sross Net Frotit  Uiili-
Rate Nargin 1 VR/L g/L  FReal Mage Profit  Profit Rate  zation
: : Margin  Rargin

4,38 11.47 .48 19.42 14,08 11.84 1.3
L3t 12.54 1.4 210.15 15.03 2414 78.0
.22 1.1 1,44 .U 17.38 0.7 82.5
3.81 11.58 175 23.38 18.51 30.04 84.0
.18 14,87 1.99 U0 19.40 .4 90.0
03 nn 2343 W NS
AR 25.03 20.4% 3% 82.%
18
ib

1958 28.45 19.39 ¢
195 29.02 19.73 ¢
190  35.50 21,86 3
1961 38.44 22,45 §
1962 .79 24.32
1963 45.81 8.3 8.3 M.
1960 44,82 24.50 !
1965 431,52 75.83 !
1966 32.4% 22,13 ¢
1967 30.52 22,79 4
1968 30.5¢ .74 |
1989 30,75 7.4 !
1970 .33 8.3
197§ 36.73 30,14
1977 W39 29.24

26.17 2100 31.86 79.5

. .3 17.09 %79 19.5
37 2.4 16.18 B3 75.0
Al %44 18.%0 28,78 19.%
1.4 16.78 2.47 1732 21.47 inn 7.0
R 1 17.29 2.6% 28.23 21.84 .07 79.5

S ¥ 18.34 2.47 28.51 22.48 3.1 8.5

v L 18.97 2.87 28,60 20.20 3.4 84.9

t¥13 L% 25,9 ¢ 132 1.1 2.9 29.9% .n 28.62 90.0
1 3.3 0.0, 7. 1M 2.19 13.02 23.4% 32.36 88.3
1975 .70 .3%10 1.6 16.98 .22 8.43 18,14 29,47 78.%
1974 30.97 2,27 1B 7.9} Y 29.08 19.26 21.03 8i.0
INTH .11 7% 802 18.04 2.5 7.9 2.1 18.3 81.0
1978 30,22 65,51 8.3 19.54 .87 25,44 9.490 15.40 88.5
1979 7. .48 .W 1%.84 A M 3.13 14,16 22.92 90.0
1980 25.%0 3041 9.5 20.03 3.02 22,66 9.04 14,59 84,0
1981 3.2 2L 0.0 3.18 22.54 3.31 £3.74 13.5
1982 18.03 20,29 9.2 19.7% 1LY 20.10 5.4 .17 878
1983 £5.23 18,640 1 9.4 20.49 3.58 18.3 3.2% 5.99 £3.9
1984 13.87 18.86 1 10.22 n.a 1.8 18.40 5.2% 7.4 LY R
1985 17.38 2074 1 1.0 1.78 3.49 20.47 8,48 9.0% 3.5

sm{ace: futhor's calculations based on EAN

1) Profit Rate = {Value Added-labor Earnings-Profits)/{Capital Stock) xi09
(2) Prafit Margin = {Value Added-Labor Earnings-ProfitseQther {apital Earnings}/
‘ "1 (Material Coststlabor EarningstProfits-Other Capital Earnings) :100
{3) VR/L=Value Added/ Payed Worker x10¢ -
(4} Q/L=Production/ Payed Workers xidd
{3) #ages/ Payed Workers x100
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THiLE 032

GRONTH OF LAGOUR PRODUCTIVITY AMD WAGES

Productivity Productivity Product Real
Wi oL bage

1959 1.4 .84 5.00
%60 10,84 .78 .52
1%4] 135 13 8.7
1942 10.13 8.03 {.n
1983 2.83 .4 2.01
1984 .38 4.1 LN
1983 Ln 143 1.40
1944 -1.08 .2 .92
1947 1.5} .37 §.72
1968 B.89 .80 1.6%
1948 I -4 .46
1974 -1.38 L4 3.87
i 589 §.20 .1
1 1.4 -1.59 .00
193 3.0 -1y -4.37
14 1.44 -0.4% -12.48
1975 -3.57 -Lp 1.7
1926 .19 L 824
1977 §.04 6.1 B.02
1 .0 8.47 1.1l
157% .5 ' l.& .89
1988 L3 0.0 pRY
1981 .45 4.4 5.30
1982 4.8 -1.M 11.1
198} FRY) N 3.3%
1984 8.1 9.43 LR (]
1983 .4 10.45 5.4

- ——— -

RATE OF GROWTH-DY

SUBPERTONS
Producl
Productivity Productivity Real
LY (e/L) #age
1958-47 L LA 5.81
1947-14 0.9 0.93 -0.13
1974-42 LR .1 4.0

t9e-83 2.4 Ll CLAm

SOURCE: Muibor's talealations hased and EAN



193

TABLE 4.3-3
¥AGES DYMANILS

10 JPCAL P i i WL WIPCA THY AWPYITHRE

1PE: Ioder of comsenplion prices

IPCAL: Isder of coesasption prices toud gronp

P: Iséer of produttor prices

¥: Koainal wige inder

0t Tarqel sosindl eage

W/P; Rkl product mge

B/IPC: Real wage _ '

W/IPCAL: Mowinal wage deflacted by consuser price inder food group

¥/U8: Wage resistance = Observed Mosinal Wage/Teryet Mosinal Bege

(W/R)/(U/P)3: Vage achievenent = Qbserved Real Wage/Redl Vage correspoadent to the Targel Noaiaal Wage

SOURCE: Author's calculations based oo data fron DANE and daoco de 1a Repetlica
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{4}

0.0480
0.0830
0.07135
0.0600
0.2540
4.1
¢.0820
0.1353
0.0%31

han

4.0242
0.1632
0.9797
0.1325
0.1412
0.3373
9.1800
0.3229
0.2634
9.1%U
0.23%5
0.1921
0.20%
0.2697
0.2344
8. 2334

TRBLE 4.3-4
PROFIT WARGIN - EVOLUTION
Expost Expast Price- Costs
Margin Nargin
Trend Nargin
{H 2] (3
1958 ¢.1942 5.2493 9.1902
1939 0.201% 0.2489 .4
1960 0.221 0,2483 0.2033
1960 - 0.2338 0,248¢ 0.1881
1962 .UM .U 9.2089
1943 0.2871 0.2973 0.2099
1964 4.2503 0. 2449 0.1594
1945 0.2617 0.2883 9.2852
1986 0.2217 0.2442 0.2088
1967 02245 0.2454 ¢.2381
1948 0.2441 0.24%4 0.159%
1969 0.2732 0.245¢ 0,2018
1970 9.2823 0.244 G.1244
1§71 9.2954 9,242 0.15%7
1912 0.2840 0.2438 0.1804
1973 0.25% 0.2434 0.1918
1874 0.2997 0.243% 0.2313
1973 0.2843 $,2425 0.3119
1975 4.2908 0.2423 0.2022
1577 0.279%0  0.2419 0.14%7
1974 0.2544 0.2413 0.1547
1979 0.2913 0.2411 ¢.217%
1980 0.2264 $.2407 6.3
981 0.2234 $.2403 §.2312
1582 0.2010 0.2400 0.2334
1983 0.18% 0.2395 0.1883
1984 0.1860 4.2392 9.219%
1985 0.2047 0.2388 0.21%

SOUCE: Rduthor’s calculations

NotES:

0.4

0.73%
¢.780
9.825
¢.840
0,900
0.7%3
0,823
0.793
6,799
4.750
0.7%3
0.780
0.793
0.823
0.840
0.%00
0.883
4.7483
$.8£0
0.810
¢.885%
0.900
9.840
4.735
0.673
¢.430
0.4%¢0
0.73%

{1} {VALUE ADDED-LABOUR EARNINGS-PROFITS)/CAPITAL STOCK
{2) LOGARTHNIC TREND OF THE EYPOST MARGIN
{3} PROFIT MARGIN CALCULATED TAKING IN ACCOUNT THE DIFFERENCES

BETNEEN PRICES AND COSTS
{4) INBUSTRIAL COSTS
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CHART 4.3.—-1

PROFTT MARGIN ANALYSIS (1958-1971)
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4.2.2.2. The determinants of capacity utiliéation

We now complete our consideration of the role of capa01ty
utilization in the deterioration of profitability by focusing on
the importance of demand among its determinants 84/, From the
evolution of both capacity utilization and demand and supply
factors affecting the level of production 86/ we infer that
supply factors account for capacity underutilization in 1959 and
1961 (through credit restriction), and in 1965 and 1967 (due to
input import restriction). Therefore, except these years and
1982, 1973 and 1979 when the level of output was limited by
capacity, this level was determined by the level of demand. This
is particularly clear for 1974-82 when the foreign exchange
constraint was not binding 8%/, and output fluctuations
replicate those of aggregate income with the increased magnitude
exhibited after the 1967-73 expansion. This illustrates the
important role played by aggregate demand at a stage in which

exchange restrictions did not operate 87/.

4.3. THE DETERIORATION OF THE PROFIT MARGIN

We now concentrate on the erosion of firm’s ability to pass cost
pressures into price increases underlying the deterioration of
the profit margin of the sector. The first section focuses on
these cost pressures, while the second one discusses that
erosion. The final section presents the results of the

estimations of prices and wages equations.
4.3.1. COST PRESSURES
4.3.1.1. Costé and Prices.
We consider cost pressures from two perspectives: first, the
evolution of components m and y of the profit margin in terms of

the cost structure in production accounting; second, the

evolution of price indexes in terms of the price equation.
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Although neither indicate a consistent long-term severe
deterioration of the gross profi£ margin, both analyses show
- significant deteriorating effects from 1972 onwards. The basic
facts concerﬁing the evolution of the cost structure (Tables
A.4.3-2 and A.4.3-3) are the modest magnitude of the increase in
the share of material costs, and the growing share of general

costs compared to labour costs 88/,

As for the price indexes in the price equation, although during
the first half of the seventies prices managed to keep pace with
costs, from 1976 onwards they lagged behind so that a reduction
in the margin in terms of price indexes took place as a result
of the falls of 1976 to 1978 and 1981 to 82 (Tables 4.3-1) 89/,
Meanwhile, within the framework of the price equation (i.e.
introducing productivity growth: see Table 4.3-4) we obtain the
long-run decreasing trend with the breaking down of the previous
trend from 1876 onwards. Similarly, the greater markup
instability of the_éeventiés‘as well as the reduction between the
Sixties and seventies were among the basic results of a previous
estimation of the price equation for the 1958-80 period (Chica.
1983b} 8o/,

4.3.1.2. -Wages and Prices.

In order to emphasize the role of labour costs in the
‘deterioration 0of the margin, we consider first'the effect of the
wage push, and secondly, the determinants of this push; After
a deterioration in the first half of the seventies, the share of
wages in income rose from 1978 onwards as a result of substantial
increases in 1978 and 1982 ©i/. This pressure upon the share
of profits in income (value added) reveals wages increases ahead
of productivity growth during the second half of the seventies
(see Table 4.3-2) 82/,

To provide a background for the analysis of this profits squeeze
process, we consider the evolution of wage resistance in terms

of two indexes. First, the wage resistance coefficient, defined
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as the ratio of the actual nominal wage to the desired nominal
wage obtained by inflating the target real wage by the expected
rate of inflation. It measures the bargaining power of workers
7regarding their ébility to obtain a nominal wage equivalent to
the higher real wage gained in the past (which here is used as
a yardstick for-the desired real wage). Secondly, the wage
achievement coefficient, defined as the ratio of the actual real
wage to the target real wage. It is a measure encompassing both
that bargaining power and the degree of precision of their
expectations in predicting inflation 23/, The wage resistance
coefficient (see Table 4.3-3.) reached its highest level in 1968,
detériorated from 1972 to 1977, and recovered to reach its
highest level {since 1970) in 18984. The wage achievement
coefficient followed the same pattern until 18979: however its
consistent growth until 1982 meant that its 1984 level is not
much higher than in 1982 84/, Therefore, after a deterioration
from 1968 to 1977, both bargaining power and price expectations
adjusted to the accelerated inflation of the seventies. In
effect, the inertia of the new expectations, in the face of the
deceleration of inflation in the early eighties, brought about

achievement coefficients greater than one from 1879 to 1984
96/

Wernow focuas on wage reaction to the acceleration of price
inflation of the early seventies, so emphasizing the role of
inflation in food prices in the causal chain "consumer prices-
nominal wage-industrial prices”. We observe the following (see
Table 4.3-3.). First, the deterioration of the consumption real
wage which begins in 18971 and deepened in 1977, 1is clearly
explained by wage increases in 1873-77 lagging behind consumer
prices affected by food price inflation ©8/. Secondly, the
large increases in nominal wage inflation in 1974, 78 and 80 were
lagged reaction to these increases; the increase of 1882 took
place in the absence of previous inflationary explosions.
Thirdly, industrial price reactions took place in the same years,
except in 1978 - when they lagged behind until 1979-, and in

1882. Finally, both incdustrial workers and capitalists suffered
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an income loss vis-a-vis the agricultural sector, the former in
1977 and the latter, consequently, one year later. The real
consumption wage deteriorated until 1977, in spite of increases
in real product wage~in 1976, due to focd prices inflation in
1977. Thus, the real consumption wage started to recover by 1978
when workers managed to pass the cost on to the capitalists.
whose ability to increase prices deteriorated. This recovery was
brought about by the adjustment of expectations and wage settling
structures to the acceleration of inflation from 1372, adjustment

which culminated in the reaction to food price inflation.

4.3.2. THE DETERIORATION OF THE PROFIT MARGIN

We first examine how cost pressures combined with an erosion of
the transmission capacity into prices to deteriorate the gross
profit margin. We then concentrate on the effect of indirect
taxes and interest cost pressures upon the net profit margin.
Finally, we consider the distributional shifts implied by the

profit squeeze brought about by these processes.
4.3.2.1. The erosion of price feéction.

We now concentrate on the erosion of firm s ability to pass cost
pressures into price with the cost pressures of 1876-78. Three
factors affecting the degree of ménopoly {via the markup ex ante
or the margin ex post), contributed to\the erosion of the profit
margin: demand conditions, wage resistance, and import
competition.

With regard to the relationship between the evolution of demand
and that of the margin, three points must be stressed. First, the
'short-run movementé on which we concentrate took place against
a background of a slowdown in demand‘growth and a falling trend
in the margin ®7/. Secondly, up to 1971 and again from 1979
onwards, the margin behaved in a procyclical manner. Thirdly, a
complicated pattern of behaviour emerged with the demand
fluctuations and varioua shocks of the intermediate period, with
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Kaleckian mechanisms operating in 1973-75 and 1978 €3/, Thus,
the erosion in the transmission capacity worsened in this period
with the deterioration of the margin following the previous
demand contraction inv1976. and coinciding with the stagnation
of demand for manufacturing during thelDutch Disease episode of
1977. The continuation of this deterioration in 1378 can not be
ekplaihed in terms of demand conditions (which were clearly
expansionary) withouﬁ loocking at the supply side; a significant
increase in the wage resistance coefficient coincided with a
substantial expansion of M in 1978. Finally, a combination of
both demand and supply factors'contributed to the deterioration
of the margin in the early eightieé, wﬁen the recession coincided
with new increases in both imports and the wage resistance
coefficient. This interpretation is supported by the combination
~of cost and demand movements (see Charts 4.3-1 and 4.3.-2) in the
context of the breakdown of the trend of the expost margin {which
mayrbe considered as an index of the exante mark-up) during the
seventies (Table 4.3-4) |9/, Thus, the greater instability and
deterioration of the margin from 1974 onwards was associated with
increased demand fluctuations and cost shocks. The initial
increase 190/ was reversed in 1976 and in the next. two years
of the coffee boom: the sluggishness of prices in the face of the
pressure from domestic raw materials costs in 1977 was linked to -
the contractionary symptoms of the Dutch Disease syndrome; while
in 1978 the demand effect of the combination of the wage rise,
the fall in the price of food, and the expansionary impact of the
coffee boom, was unable to compensate for the cost effect of that
rise, and the profit margin continued to decrease. Finally, after
recovering. in 1879 stimulated by the effect of 1978 demand
increase upon ehtrepreneurial expectations, the margin
deteriorated pari passu with the deepening of the demand crisis .
of the early eighties. -

Concerﬁing the role of demand conditiohs in deteriorating the
gross profit margin{ expectations determined by previcus
experience were also important..The worst deterioration took

place when perception of demand conditions remained pessimistic
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as projection of past performance prevailed over the effect of
the coffee boom 101/, As for the crucial role of wage
resistance, whereas the erosion of the wage resistance
coefficient in 1973-74 allowed firms to partially transmit input
-cost pressures, they were uqable to do so when the recovery of
this coefficient in 1978 complemented the input cost pressures
of 1977 102/, Two conclusions emerge about the role of demand
and wage resistance in the deterioration of the profit margin.
First, the Kaleckian underconsumist process of 1973-75 was
followed by a profit squeeze from 1976 onwards which deepened
during the demand stagnation of the beginning of the eighties.
This transition took place against the background of a declining
trend of the profit margin from 1972. Secondly, the initial
stages of this trend coincided not only with the erosion of wage
resistance but also with the slackening of productivity growth.
The attempt by firms to ameliorate the ercsion of the margin in
the face of accelerating inputs costs inflation by means of wage
erosion rather than productivity growth back-fired when the

workers reacted to the deterioration of their purchasing power.
4.3.2.2 The erosion of the net profit margin

The deterioration of the net profit margin was substantially more
severe than that of the gross profit margin. The increase in the
weight of - interest costs, general costs and indirect taxes in
the cost structure was already mentioned in the analysis of
production accounting (See Tables A-4.3.2. and A-4.3.3.).
Particularly important were increases in interest costs in 1974
and 1882, and indirect taxes in 1974, 1976, and 1978. With regard
"to the former, section 2.3. considered factors thch generated
the explosion in financial costs, as well as the impact of this
explosion on firms. 193/, As for the increase in. ‘indirect
taxes, the fiscal reform of 1974 shifted the fiscal burden to
these taxes: this claim on value added subsequently grew to
almost one fifth of it under the Lopez government (1974-78).

4.3.3.2.3. Redistribution and profit squeeze.
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We conclude the analysis of the deterioration of the net profit
margin considering the consequent distributional shifts. The
state and the financiai 8ystem managed to increase their claims
on value added through increases in taxes and financial costs.
The agricultural and external sectors profited from the increases
in inputs costs. As for workers, a shift from profits to wages
took'place as a result of the wage resistance of the early
eighties. However, the contribution'of food price,increases_to
the wage reaction of the second half of the seventies point to
a transfer of income from the industrial to the agricultufal
sector. Thus, cost pressures and income effects upon demand, -as
well as the transfer of income via the wage reaction mechanism,
lay behind the deterioration of manufacturing share in GDP vis-a-

vis agriculture considered in section 3.3 104/

4.3.4. ECONOMETRIC RELATIONS
4.3.4.1. Introduction

The hypotheses underlying the énalysis of the profit margin are
either of a general or of a specific type. General hypothesis,
are the influence of costs (vis-a-vis demand) upon prices, and
price expectations (vis-a-vis unemployment) upon wages,
indicating the presence of postkeynesian structures. Specific
hypothesis refer to‘transformations.in these structures linked

"to the deterioration of the profit margin, such as a fall in the
sum of the elasticities of coefficients of the different costs
in the price equation and an increase in the coeffecicient of

price expectations in the wage eguation.

The followiné two sections inélﬁde pesults of estimations carried
out with both traditional methods and the cointegration
methodology: In the latter we follow the EG28 with both annual
and quarterly data including, as a preliminary step in the first
stage corresponding to the CR, the test to establish the level
of integration of the relevant series. In the price equation,
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according to the markup theory of prices. we expect the
.coefficient for the variable cost index (cv) to be close to one,
that for productivity (B) to be close to minus one..and that for
demand (D) to be close to zero. Or, in terms c<f the EGZ2E. we
expedt (p, cv, B} to be a cointegrating vector, while D should
have its influence limited to the ECM. A third section presents
the results of the estimation of a simultaneocus system of the

price and the wage eguation.
4.3.4.2. The price equation.

The main results obtained with the traditional methods 108y
for the price equation are (Table 4.3-5). 1) The substantially
greater influence of costs compared to demand is confirmed by the
size of cost coefficients in contrast to the insignificance or
perverse sign of the index of demand. 2) Cost of material inputs
have greater influence (the domestically produced more than the
imported), while labour costs sometimes have greater influence
than the imported 196/, and energy costs only occasionally are
significant (regressions 1 to 6). 3} Neither capacity
utiliiation 197/  nor productivity are statistically
significant (regressions 3 to 5). 4)) Wheréas'the export prices
are significant 193/, the deviation of GNP from its trend and
Ml (as index of demand) are not significant (regressicns 1 to 3).
4} Experiments for the 1958-73 and 1974-85 subperiods indicate
a deterioration in the weight of all costs, except energy whose
influence increases (regressions 7 to 1l1) 1909/ A fall in the
sum of cost coefficients is then obseved (regressions 12-13). 5)
Experiments with gquarterly data show (Table 4.3-8): whereas
national material inputs consistently have a strong influence.
imported material inputs and energy are statistically significant
only accasionally. and wagQS'nevér do so: only imported inputs
have a s;atistically significant influence when lagged 110/
» this occurring when introduced with two lags: neither capacity

utilization nor Ml have the expected positive sign.

ror the CI methodclogy we first test for the annual case. Befove
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undertaking the CR we must consider the results of the test for
uhit roots: according to these (Table A.4.3-5) whereas p, cv, and
B, being I(1l) can be introduced in a CR, capacity utilization
{used as a proxy for D) being I(0), must be left for the ECM. For
the CR we have |

lp = 0.3208 + 0.9977 lcv - 0.2064 1B
R2=0.9993 CRDW=1.7838 DF:44.4959 ADF=-4.7235

This result allows us tc reject the non ClI hypothesis i.e. to
accept the existence of a long-run egquilibrium relationship among
p, ¢v and B. If we introduce Ml as a demand indicator we obtain

no improvement in the statistics:

lp = 0.3094 + 0.9915 lcv - 0.5060 1B + 0.00526 1M1
R2=0.893 DW=1.7764 DF=-4.4780 ADF=-4.6792

This result highlight the-of influence of demand on the long run

behaviour of prices. For the ECM we have

dlp = 0.0644+ 0.0376d1lp-1+ 0.9250dlcv+ 0.0529dlcv-1 - 0.5612d1B

(0.2953) (0.1256) (7.1199) (0.1805) (-3.752)
+ 0.2429d1B-1 - 0.00067u - 0.9579z-1

(1.2747) . (-0.3031) (-2.2596)
R2=0.8423 DW=2.0076 'DF=-4.8714 ADF=-3.B233

confirming a similar lack of influence in short-run behaviour,
as well as showing that although prices adjust to cost movements
with no significant lag, disequilibrium from the previous pericd

strongly influences the short run dynamic of prices.

The test with quarterly data does not provide clear results:
it is possible now (Table 4.3.7) that cv is I(2), aﬁd even
assuming that it is I{1), the rejection of non CI now takes place
with a lower level of confidence. '

ip = -~0.0357 + 1.0887 lev - ©0.1611 1B

R2=0.9986 DW=0.3742 DF=-2.8031 ADF=-2.3034
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TABLE 4.3.-9
PRICES AND WAGES SINULTANEQUS MODEL
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Accordingly, whereas the lagged changes in p and cv have now a
clear impact, the disequilibrium from the previous period does

not:

dlp =0.0439+ 0.08841d1lp-1+ 0.7702dlcv- 0.6868dlcv—1 + 0.1091d1B

(0.7824) (7.6660) (6.3052) (-4.8101) (2.2002)
- 0.0315d1B-1 - 0.0402u - 0.0843z2-1
(-0.7468) (-0.6941) (-0.8593)

This means, in comparison with the annual case, that the price
adjustment -dynamics determined less by the ECM, with lagged
changes in costs showing a reversion of a preﬁious overshooﬁing
and lagged changes in prices gaining the influence lost by the

lagged error from the equilibrium relationship.
4.3.4.3. The wage eguation

The main results obtained with the traditional methods for the
wage equation are: 1) The greater influence of expected prices
compared to the disequilibrium of the labpur market is confirmed
‘by the fact that the coefficients of the former are statistically
significant more consistently 111/ (Table 4.3-7). 2) As for
expected prices, the superior performance of both the simplistic
scheme with the highest number of years included in the lagged
structure (5) and the low level of the weighing parameters of the
most recent periods in the AE (0.2) points to a rigidity of
inflationary expectations in the face of changes in the rate of
growth of prices 112/, 2) Among the indicators of the
situation in the labour market, the rate of unemployment performs
better than the rate of occupation. 3) As for the wage
resistance the wage gap has a greater influence than productivity
113/ {regressions 11 and 12). 4} 'The experiments with the
1968-73 and 1974-85 subperiodes (Table 4:3.-7-B) indicate the
following: the coefficient of expected prices changes towards the
‘expected positive sign: the coefficient of the wage gap changes
from the expected negative sign to become positive in the second-

subperiod. 5) The results of guarterly experiments {Takle 4.3-8}
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"are: the influence of all variables deteriorates substantially
relative to the annual case, which expfesses the institutional
framework of annual wages settling in Colombian industry;
iﬁflatibnary erpectations are in general not statistically
significant, with the simplistic schemes {particularly including
3 years) performing less poorly than adaptative and rational
(ARIMA) schemes  114/; no indicator of the labour market
disequilibrium is statistically significant. with the
unemployment rate again performing less badly than the océupation
rate; the strong influence of the lagged dependent variable
manifests a‘dynamic structure; the éurrent wage gap has a weak
influence, which ceases to be significant when properly lagged

(regression 14 to 21).

Turning to the results of the CI methodology, we estimate for the
annual case (see Table A.4.3-6 for the levels of integration of
the series) two CR. The firstrincludes in the cointegrating
vector nominal wages (w), consumer prices (pc), and productivity
(B as an index of the workers: effort to keep their income

share). The second CR adds the unemployment rate {(ur).

lw = —4-9614 + 1.0417 lpc + 0.9366 1B
{-39.13863) (62.0984) T (9.7347)
R=2=0.9989 = = CRDW=2.1415 DF=-5.4213 ADF=-1.9238

lw = -5.0078 + 1.0469 lpc + 0.8653 1B + 0.0693 lur
R2=0.390 CRDW=2.2133 DF=-5.6588 ADF=-1.2621

The results indicate we can reject the hypothesis of non CI AmMOng
w, pc and B; the inclusion of ur brings about no improvement in

the statistics of the_equilibrium relationship.

To move to the ECM relationship we introduce the inflationary
expectations, since the abandonment of the long run equilibrium

world requires substituting expectations for the actual rate of
inflation. We consider expectations generated by various versions

af the AE, cheosen from among those producing inflaticnary
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expectations with +the higher correlation with both actual
inflation and wage growfh, as follows: two -series generated by
procedure that overcomes autocorrelation problems (caused by the
application of that scheme), using weighting coefficients for the
previous period of 0.2 and 0.4 (PEACZ and PEAC4 stand for
expected prices according to a corrected AES with those
coefficients); and two schemes including 5 years in the average
of past observations (PEM5D and PEM5S stand for expected prices
~according to a simpliatic scheme, the latter generated by simple
averaging, and the former with weights decreasing with the number
of lags). In addition to inflationary expectations, introduced
in differences because they are I(1) (ie.the expected prices are
I1(2)), we introduce ur (in differences for the same reason) and
the wage gap (wg stands for the ratio of the actual to the
desired wage) as an index of wage resistance. Since the only
significant variable is d2lpce in the case of PEAC2, we include
exclusively the corresponding ECM equation and that with the next
level of significance for the expectations term, i.e. that
corresponding to PEM5S:

dlw =-0.1831+ 0.1850dlw-1 + 0.0308d21pce + 0.3351wg - 0.1034d1lur

(-0.8425) (0.6752) (1.6934) (1.1156) (-0.6577)
+0.0546d1lur-1 + 0.2814d1B + 0.1547d1B-1 - 0.3080z-1
(0.3643) (0.5889) (0.2807) (-0.5648)

R=2=0.86287 DwW=2.2326 : (dlpce for PEACZ)

dlw = -0.1171+ 0.2616d1lw-1+ 0.2508wg - 0.1437dlur + 0.044dlur-1

(-0.4043) (0.9525) (0.8296)  (-0.8923) (0.2845)

+ 0.1249d1B + 0.1713d1B-1 + 0.0190d21pce - 0.4557z2-1
(0.2418) (0.2601) (1.3113) (-0.7194)

R2=0.5976 DW=1.6550 (dlpce for PEM5S)

This ‘Show moderate influence of expected .inflation and no
influence of either the disequilibrium in the labour market and
wage resistance or the previous error from the eguilibrium
relationship.
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Finally, in the quarterly case we are ﬁnable to reject the
hypothesis of non CI. Although lw and lp are now I(2}) (see Table
for the level of integration of the series). we can carry out the
CR because lw-lp is I(1) as is 1B (Hall 1986). It is not possible
to reject the hypothesis of nonstationarity for the error term

in the following relationship:

lw = -6.4958 + 0.3871 1lp - 0.348B8 1R
R2=0.5973 "CRDW = 0.2954 DF=-1.9190 ADF=-1.0124
If we consider that the equilibrium relationship holds in

differencesirather than in levels. and carry out the CR, we

obtain
dlw = -0.1884 + 1.1370 dlp - 0.1515 d1B

. R2=0.1169 CRDW=0.6886 DF=-3.2644 ADF=3.3588

This result exhibits a R2 far too low to allow for the rejection

0of the non CI hypothesis.

Therefore, we conclude that although at the .annual level the
behaviour of nominal wages can be explained in terms of the
evolution of prices, this not is.possible at the quarterly'level.
This result is consi=tent with the institutional arrangement of

mainly annual wage bargaining and setting in the Colombian case

115/,

4.3.4.4. The Price-Wages Gystem.

We now conasider two acspects of the ralationship between price

n

and wages formation. First. concerning the relative importance
of the influence o©of prices upon wages vis a vis that of wagES
upon prices, price expectations in the wége egquation have higher
coefficients than wages in the price equation 118/, Second.
regarding the existence of a simultaneous relationship in an
economatric sense,  the 'comparison of the resuits ot the

eatimations with 25L3 and those obta‘ned with 33LS {Table 4.3. -
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9.) does not support the hypothesis of simultaneity.

4.4. PRODUCTIVITY STAGNATION

We now focus on the determinants of the stagnation of
productivity growth considered in gection 4.2. After analfzing
this stagnation in terms of the factors governing productivity
considered in section 4.1.3.,_we concentrate on the technological

gap.
4.4.1. EXPLAINING THE STAGNATION OF PRODUCTIVITY GROWTH

According to the model of the dynamism of productivity summarized
in equations [4.1.8] and {4.1.15] this is determined by static
increasing returns, and dynamic increasing returns expressed by
investment activity and the inherited stock of capital. Looking
at the stagnation of productivity growth_in 1972-78 in terms of
these factors, investment activity fell in 1971 and 1974-76, and
demand problems contributed from 1975 to 1977. The development
of complementarities and other dynamic effects was inhibited by
the abandonment of the IS strategy, and the failure to

incorporate new technologies in the seventies 117/,

We complement this description of the association of these
factors in the 1972-78 period with structural evidence from
estimations of the productivity'function {4.1.15]1 1183/, In
a previous estimation for the period 1958-80 (Chica. 1984), we
use a different specification with k (K/L) 112, jinstead of K-
1. and I instead of I-1:
inB = 0.519 + 0.189 1In k + 0.744 1n u - 0.0181 1n I
(0.286) (1.683) °~  (4.231) (-0.3%4)  R2=0.918

Extending the period until 1982, and using the new specification
we now obtain 12oy
Inf3 =-4.946 + 0.446 1ln u + 0O.148 1n K-1 + 0.1276 1n I-1
(-3.714)  (1.810) {1.122) (Z.420)
| FEDES ARRO1LLG
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R=0.938 DW=1.73 CORC

It appears that static increasing returns, expressed in u, have
a greater influence than technical. progress embodied in I, and
that the influence of dynamic increasing returns is not
significant 121/, The influence of u is also stregsed by its
high correlation with total factor productivity obtained by the

standard exercise 122/
4.4.3. THE TECHNOLOGICAL GAP

The worsening of the technological gap in Colombian manufacturing
during the seventies lies behind the stagnation of productivity
growth of the period. The introduction of the new tecnologies of
the seventies in Colombian industry lagged behind during this
decade 123/, Although new technologies were introduced in the
late seventies ‘and early eighties 124/, in pgeneral the
adoption of_new technologies was limited to specific points in
production lines integrated with traditional processes 126/,
With regard to the factors affecting the adoption of new
technologies in Colombian industry, on the supply side oligopoly
and protection 128/, as well as integration of productive
processes in non-specialized piants 127/ militated agéinst
this incorporation. On the demand side structural ihsufficiency
relative to the capacity of the available technology generating
scale economies, and cyclical instability slowed further the

adoption of new technologies 128/
4.5 CONCLUSION

We started our analysis of the deterioration of profitability
conditions of industrial growth by attributing the fall in the
rate of profit from 1972 onwards to the combination of the
stagnation of productivity growth up to 1978, the erosion of the
profit margin from 1975 onwards. and the decrease in the levels
of capacity utilization from 1974, After shoﬁing that this

decrease, as well as the 1978-79 expansion in utilization, was
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mainly determined by the behaviour of demand, we considered the
determinants of the erosion of the margin and the stagnation of

productivity growth.

During the early seventies manufacturing firms managed to protect
their margins in the face of ihcreasing input costs, in spite of
the stagnation of productivity growth. This was made possible by
the eposion of wage resistance and the sluggishness of workers-
inflationary expectations, as well as to the experience of the
pre—1974- demand expansion. During the middle-seventies this
situation started to change. After 1976 firms found it impossible
to continue passing on cost increases in the same way. The
prolongation of the poor demand conditions of 1974-75 (by the
policy of adjustment to the coffee boom) combined with the
recovery of wage resistance and the adjustment of workers®
inflationary expectations to bfing about thié change. As for wage
resistance, the modification of the conditions of wage settling
was completed by the workers” reaction to.the 1977 food prices
rise, which took place against the background of increasing
sociél unrest. In this way, by 1978 the underconsumptionisp phase
of 1973-75 process was reversed into a profit squeeze. Meanwhile,
after the short-li?ed recovery of 1978-79 demand conditions
deteriorated again,  their harmful_effect on firms fransmition
capacity being reinforced bﬁ the continuation of the wage
resistance recovery and the liberalizatibn of imports.

Econometric evidence supports this intgfpretation with respect
to both the general aﬁd specific hypotheses. Thesa general
hypothesis, i.e. those which assert the presence of the
structures in the formation of pfices and wages assumed by the
working of the deécribed mechanisms, are the determining role
{respectively) of cost pressures and inflationary expectations -
(as opposed to demand) in this formation. Specific hypoﬁheses,
i.e. those related to thésé mechanisms associated with the
erosion of the margin, which also receive statistical support,
are the fall in the coefficients measuring the reaction of prices

to costs in the price equation, and the increase in the
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irnnflationary expectations coefficient in the wage equation.
Similarly, the econometric investigation of inflationary
expectations in this equation points to the prolonged period

required by their adjustment.

In this way, the econometric evidence points 'to the need for
factors other than cost pressures in order to account for the
evolution of prices during the period of the margin
deterioration. However, this evidence does not support a pivotal
role for demand within these factors.. On the wage side,
consistently with the above bargaining interpretation, wage
resistance seems to have a greater influence on wage inflation
than unemployment.

With regard to the stagnation of productivity growth, we
considered the contribution of the fall in capacity utilization
and in investment activity, and obtained econometric support for
the influence of these two factors. A third factor introduced was
the weakening of the dynamic effects of the development of
complementatities and- thé incorporation of technical change
implied by halting of these processes. However, the influence of
the indicator we use to capture these effects, i.e. the capital
stock previously accumulated, -did not receive econometric

support.

APPENDIX

A.4-1. CORE INFLATION

The transition due the expectational adjustment is illustrated
by Figure 4.1.1 where @ = a (pe/p) and. p = @ @, with ag>0 and
Qa>0 only at exceptionally high levels of demand (and Qa< at low
levels), so that normally there is Keynesian unemployment (i.e.-
due to demand restriction). As Pe approaches p. the real wage
claim diverges from the real offer {(0/p shifts upwards getting
closer to a) aggravating the distributional conflict 128/
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A.4-2. INFLATiON AND INCOME DISTRIBUTION IN THE PWS.

We consider the distributional impact of increases in the cost
of raw materials. We abstract from the loss of income vis-a-vis
the suppliers of raw .materials, i.e. the deterioration in
profitability due to the fall in the share of value added in
production (i.e. y in m=myut) in the adjustment process. We
consider three points related to the behaviour of the share of
profits in industrial income (m in m=myut) in the face of
increases in the cost of raw materials 130,

-

1. In the PWS without pa and pr, i.e.

Wt = QPr-o P = m°(lwe_A+arc_i) . With m =(1+u)
an increase in r deteriorates m in the adjustment process but the
system returns to equilibrium m¥. Consider the case ozAz=1. We
have: :

Wt = m al@c-g+m aare-o Pt T malpt-z+m are-1
In equilibrium:

wxk :ram‘ar*/(l-am‘i) P*¥ = mar¥/(l-am’1)
and the share of wages in income (n=1-m} is n¥z@*] /p¥-arx, i.e.

n¥ = am“1/(m " (1l-gl)-1
which is independent of r. However. during the ‘adjustment process
capitalists are worse off. Solving_the differenpe equations for

wr and px, we have

(a/b1)Abi* + {a/bz)Bbzt + p¥
Abit + Bbzt + w¥

Wt
s

with bi.2 = £ (am~1)rr2, Solving for the constants A and B with
plausible initial conditions and parameters, and simulating the
Ampact of an increase in r gives the . dynamics of m and n
illustrated in Figure 4.1.2-A 131,

2. The introduction of a pa and Pr. i.e.

We = GPt-o Pt = M {lwe-A+arc-d} pr = Spe+(1-5)pa

~implies that an increase in r deteriorates n¥ . because now w
 reaction to p is-weighted by 6. When a=i=z1- '

we = m labwe-2 + m adarec-o + (1—5)pa~1
Pt = m l=8pe-o + m l=x(1-8)pa-2 + arc-1

In equilibrium:

wk
p¥*

(m Bar+(1-8)pa*] /(1-m-1ad) -
[m'1={1~6}p5*+mar*} S (1- m 1e8)

i
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and then
n¥ = {[{m 8ar+(1-86)pax]l} / fm'l;[(l-ﬁ)pa*+ar*6] - r¥{(m"a-1)}
which is not indepeﬁdent of r. Fof the increase in m¥ we have
dp*/dr <0 iff [(p*-ar*)l(dw*/dr)J—{w*l[(dp*/dr)Fa]} < 0
which is the case for plausible equiiibrium prices and parameters
132/, However when (as in section 3.1.1.) Pa=r the equilibrium
distribution is again independent of r: '

nx = {1[m"8a+(1-6)1} / {h‘;a(l—55+mfa]—a}

The dynamic of.the system is given by

Wt
Pt

(a/b1)Abit + (a/bz)Bbat + p
. Abit + Bbzt + wx

with bi.2 = £ (am’18)1/2.

3. The lag structure does not affect the equilibrium
distribution, although it affects the length of the period of
adjustment. From the definition of the steady state nx it is
clear that the this is independent of the lag structure 133/,
To illustrate the effect of the lag structure on the adjustment
we compare the model in point 1 with one in which A=1 but o=2-:

Wt = apt-2 P = m (lwe-1+are-1)
We have:
Wt = mTalec—3+m aarc-z Pt = m'alpt-z+m”are—1

The equilibrium w* and p* are the same:
w¥ = gm ar¥/{l-am”1) PX¥ = mar*/{l-am”1)
However, the dynamic of the system is now given by

we= a[A1b®~2 + A2(t-2)bT-2 + As(t-2)2bc-2]
pe= Ai1bt + Aztbt + Azt2bt

The repeated rocot of the characteristic equation of the
homogeneous system is b=(am”1)2-3. Solving for the constants Aa,
Az, and Az with the initial conditions and parameters used in
point 1, and simulating the impact of an increase in r gives the
" dynamics of m and n illustrated in Figure 4.1.2-B. Consistently
with the inverse relationship between the number of lags and the
rate of inflation, the higher the number of lags the longer the
adjustment process. :

A.4.3. TABLES.
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V7L Rl dage Beaetsd file fatigs
Racgia
1998 4.3 R 16,74 3.3t §.13%
1§59 4,4 1.4 19.44 §.50 4760
19a8 5.]8 10b] 0. 48 18,85 0.3:%
981 3.5 1.75 2.5 20,28 ¢.B4
1382 6.03 1.95 W L 0365
1963 8.2 1.0 YA 3.48 8.7%5
1944 5.40 .13 .85 P LI 5
1943 8.5 It 5.2 3518 0.793
1644 AL H .48 22,45 758
147 b.47 1.3 2i.4] 2.7 0,750
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i%74 8.4 2.3 HRY 10,84 9,834
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NOTES OF CHAPTER 4

1. In the sense of net output or value added as opposed to
(gross) output. .

2. There are still two possibilities of treating carital costs
and indirect taxes as claims on value added. In the Kaleckian
view expressed in eguation [4.1.2] below, although the ex ante
price rule is set consideing the need to cover these items, they
are not included as costs whose variations instantaneous and
automatically modify the price rule. Godley (1986) includes rates
of indirect taxation (t) and interest (i) in the pPrice rule, say
P={1l+t)(1+i)(1+u)(Wl+ar), i.e. firms® ability to transmit
increments in taxes andgd interests into prices is assumed.

3. With income (wvalue added)=W+lI=Q-R. If we leave aside fixed
costa, profits I = @-W-R becomes, according to our pPrice equation

0= (1+u)(wl + arlg - (wl + ar)g
where W: wages

R:costs of raw materials

Q:quantity produced

4. Section 4.1.2.2. considers the evolution of the profit margin
in the face of the dynamics of prices and wages brought about by
wage resistance. -

9. We add * to emphasize the equilibrium character of the profit
margin in this equation.

6. See section 4.1.2.1. for the normal price hypothesis and
section 4.1.1.3. for the concept of static increasing returns.

7. Using W/b = (u*/u)(W/bX).

8. The mark up refers to the ex ante price rule i.e. the
percentage addition to prime costs which firma Plan to obtain and
obtaind only if costs remain at planned levels. The rrofit margin
is the ex post ratio of profits to output corresponding to the
effective percentage addition, which diverges from the planned
if the firm faces costs surprises. '

9. As is illustrated in
Y - We : We W/p

Y Y b~(r/p)(a/l)
Y =T mmme = 1 - (r/p) a

In particular, in the absence of raw materials the evolution of
m is determined by that of the real cost of labour vis-a-vis
productivity; in the absence of technical change (modifying a)
the evolution of y depends on that of the real cost of raw
materials.
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10. Similarly, we have B = yut/u’, with 8 labour productivity
in terms of aggregate value rer worker.

11. In the short period, when no-technical change altering b* has
taken place,

de/dL 0 iff d(q/L)/dL

ANV
AN Y
O

1Z2. Stemming from plant size or intersectoral complementarities,
maturity of the productive apparatus, - learning by the 1labour
force and complementarities between human and physical capital.

13. Sections 1.2. and 4.2. discuss the exceptional character of
the supply regime.

14. Given Tt=bx/k, capital productivity introduces within the
determinants of profitability the characteristics of the
technology expressed in labour productivity at full capacity
(bx=qg*/L*) and capital intensity (k=K/Lx). : '

15. The FCH states that industrial prices, as opposed to those

of primary products, are set by the addition of a mark-up over
costs in form relatively independent of demand (Kalecki. 1954).

In turn, the HPN asserts that pPrices move with long-run costs,

not changing with variations in demand or costs seen as limited-
to the short-run (Godley, Nordhaus. 1872). Hall & Hitch (1839)

conclude . from their survey of british firms that prices are
fixed by adding a percentage to prime costs to cover overheads
conventionally extended to allow for profits. Further econometric
evidence in favour of the impact of cost movements as opposed to
the insignificance of demand in the determination of prices in
the British industry is found in Neild (1963), Godley, Nordhaus
(1872), and Coutts, Godley,  Nordhaus (1978). For the North
American industry, which has a lower degree of concentration than
Colombian, numerous studies since Means (1872) have corroborated
forms of FCH-NPH (see: Cagan. 1874, and Nordhaus. 1974).

Confirmation of these hypothesis for the Italian, Mexican, and
Colombian manufacturing sectors is found in Sylos Labini (1980),

Ros (1980) and Chica (1983), respectively. For a survey of
econometric studies at the aggregate level (as distinct from
those of case studies at the firm level) emphasizing the
consistency of their results in this direction see Sawyer
(1985).

16. Firms operate with constant prime costs due to spare capacity
strategy, which allows them to face sudden demand expansions
without any market share loss (Steindl. 1976).

17. According to Kalecki the growth capacity of a firm depends
on the profits it can generate directly (retained profits) and
indirectly (its borrowing capacity depending on its internal
funds). Steindl develops the Kaleckian link between demand for
investment funds and profit margins stressing how, in a
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competitive context, an increase in the profit margin raises the
rate of accumulation in the industry.

18. Unit direct costs do not depend on the level of output, are
less differentiated than overhead costs, and their changes affect
all firms (Sylos Labini. 1979). For empirical evidence see Okun
(1981).

19. In the relevant range (where the average variable cost is
constant) they become equal.

20. Ample empirical support suggests decreasing average total
cost. Surveys of the literature on cost conditions and economies
of scale are found in chapter 2 of Hay and Morris (1979) and
chapter 4 of Sawyer (1985). For estimates of cost conditions,
while the long run statistical cost curves show the predominance
of the L shaped pattern of long run average costs, short run
studies indicate a pattern of constant marginal cost and
declining average cost (Johnston. 1960)}. The extension of the
relevant range is also substantiated by the widely extended
application of the concept of relevant .range in managerial
practice. Dorward (1987) refers to evidence . on  accounting
management showing how, as a result of uncertainty about costs
variations, direct costs for decision-making are considered to
‘behave linearly and little interest is shown in marginal costing.

21. These are exemplified by Mean’s administered prices (Means.
1972) and by the kinked demand analyses. As in the latter, in the
repeated game analysis the tacit collusion enforced through a non
cooperative mechanism is destroyed by price cutting. This
deviation from the equilibrium outcome is deterred by the
conjuncture of the punishment initiating a Bertrand process as
a result of which all players are worse off. With regard to the
weakness of this approach in determining a unique solution, the
fact that a multiplicity of mark-ups are rational conjectures or
equilibrium outcomes (Saburian. 1986; Tirole. 1989) .indicates
the need to consider additional factors (such as market
conditions and growth strategies of firms) in order to reduce the
set of rational outcomes.

- 22. According to Okun’s (1881) clientele market strategy, the
insensitivity of prices to demand movements is the result of
firms efforts to buil a clientele by means of the continuity of
their offers; by keseping their price tags they give priority to
long-run growth of s=ales over cyclical increases in margins
(which could generate unpredictable reactions in clients), and
economize transaction and information costs. Similarly, in the
menu costs explanation of price rigidities, prices do not
continuously adjust due to the costs of corresponding decisions
and the consequent sending of catalogues, changing of price tags,
and advertising (Tirole. 1989).

23. The recent Neo Keynesian literature rprovides a strong
argument by emphasizing how small menu costs in a world of
imperfect competition can give rise to the responses in the level
of output to oscillations of demand posed by Keynesian theory.
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In this recent recast of the Keynesian view that changes in
demand have real effects because nominal wages and prices are
rigid, the real effects of nominal demand shocks can be large due
to the costs of price adjustmernt, i.e. because optimizing agents
choose to create nominal rigidities . (Ball et all 1988). As
mentioned in section 3.1.1.1. (referring to Blanchard Kiyotaki,
1987) prices setters refuse to incur the small costs of reducing
the business cycle through more flexible prices because the
private incentives are small (the profit loss from non-adjustment
is second order); consequently, rigidities are magnified at the
aggregate level by the infrequency of individual adjustments
stemming from menu costs. As Ball et all (1988) stress, imperfect
competition plays a crucial role in these Newkeynesian models:
it is crucial for private costs of nominal rigidity to be second
order and, thus, for small menu costs to cause rigidity; and it
is also crucial for demand determination of output with firms
setting prices and then meeting demand, so that if demand rises
firms are happy to sell more without adjusting their prices
because these prices exceed marginal cost.

24. In the managerial approach, the departure from profit
maximization stems from the separation of ownership and control
and the believe that managers have different objectives than

those of the shareholders. In Baumol (1959) managers® objective
 is the maximization of sales subject to minimum profits, and in
Marrris (1964) is to maximize the growth of sales subject to the
avoidance of takeover. A good survey of the managerial theories
of the firm (including a formal comparison of theories based on
growth and profit maximization) is found in chapter 7 of Sawyer
({1879).

25. This 1is assumed by Steindl’s built-in reserve capacity
argument implying that the firm will not necessarily choose the
plant which currently gives the lowest cost, but rather the one
which allowes the greatest flexibility.

26. In the pervasive conditions (in manufacturing) of increasing
returns and imperfect competition price competition for sales
growth requires the minimization (maximization) of costs
(profits), and; by the same token, this cost reduction is
achieved by an increasing sales.

27. The firms® problem is to maximize the growth of its sales
subject to the restrictions imposed by the cpportunity frontier
(which expresses the need to reduce the profit margin in order
to increase the level of demand in the face of competition)}, and
by the finance frontier (which expresses the need to increase the
margin to finance growth in sales). :

28. Here we concentrate on the product market side of Kalecki~ s
degree of monopoly, leaving the labour market side for the next
section. .

29. Moving to the industry level from profit maximization at the
firm level, in the case of equal.marginal and average variable
cost and no fixed costs, we have my = Ha/e , where H (=Z312) is
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the Herfindahl index of concentration. At the industry level the
margin 1s determined by the degrees of concentration (H) and
collusion (a), and by the elasticity of demand (€), which are
factors involved in Kalecki s degree of monopoly (Cowling, 1982).

30. In the former the margin is inversely related to the degrees
to which the firms ™ competitors shadow its price variation; in
Salop’s model of spatial competition the profit margin increases
with entry cost (and consumer- s Lransportation cost) and
decreases with the number of firms (which is inversely related
to entry costs under the assumed zero profits condition).

31. In the former the profit margin of the industry is reduced
as a result of the effort of technological leaders tow grow at
the expense of marginal competitors;: in the latter the capacity
accumulated by successful firms allows them to keep the margin
as low as necessary to deter entry.

32. There is an argument in favour of a Ereater elasticity of
prices responding to cost changes than to demand changes; under
conditions of oligopolistic agreements, the former are more
acceptable because they are more uniformly perceived by firms in
the industry (Okun. 1983).

33. The symmetry in the influence of the independent variables,
unemployment -and inflationary expectations, on wages growth in
the EAPC and in the BPC manifests itself in the observational
equivalence which hinders the corroboration of the econometric
superiority of one approach over the other.

34. The contrast between the former and the interpretation of the
‘'latter is not as clear as the contrast between the bargaining
approach and the natural rate interpretation of the Phillips
curve. The natural rate analysis as application of the walrasian
determination of prices by excess demand reguires perfect
foresight, absence of monetary illusion, and symmetry in the
basic relationship. Further, the very existence of such a natural
rate is questioned by K-S characterization of the adjustments
in manufacturing: if quantities rather than prices respond to
demand changes, U may be reduced without increasing the rate of
inflation; if demand and supply are related in a Kaleckian
manner, with a reduction in wages deteriorating the former, such
a reduction may be ineffective in curbing unemployment.

35. From an analytical viewpoint, the role of aggregate demand
in determining the demand for labour, with equilibrium in the
labour market affected not only by the real wage but also by’
effective demand (Sargan.19), calls into ‘question the mapping
from the excess demand for labour to U assumed by the labour
market disequilibrium approach (Sawyer. 1982). From an empirical
viewpoint the frequently found absence of a significant negative
relationship w-U (Arestis. 1988. Desai. 1982, Henry. 1982.
Lawson. 1887) suggest the superiority of a bilateral monopoly
approach over an excess demand one (Sargan.19 ).
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36. The formalization of the dynamics of wages as the addition
of a disequilibrium dynamics to a long-run trend in real wages
(Sargan.19) is consistent with the compensation which workers
obtain for the deterioration of the real wage brought about by
price inflation in the pervasive context. of institutionalized
indexation.

37. As implied by Kalecki’s questioning of the effect of
unemployment on growth in wages (Desai.1982). The instability of
Phillips relationship (which has been found to apply to some
economies in some periods) calls into question the concept of an
unique Nairu.

38. Additionally, it calls into- question Friedman-s long-run
vertical Phillips curve, i.e. it opens the possibility of a long-
run trade off as emphasized in the analysis of Layard Nickel
(1985), and Sawyer (1982). As for the ambiguity in the
interpretation of the coefficient, its closeness to 1 suggests
8trong bargaining capability of the workers and/or absence of
monetary illusion (Pesaran. 1984).

39. The term for the wage gap may consist of a variety of
" specifications including the deviation of the real wage from its
trend (Arestis. 1986. Lawson. 1987), the gap between the desired
and the effective share of wages (Taylor. 1885), and the level
of productivity (Khan. 1980)

40. The price egquation has been introduced either as part of a
simultaneous system together with the wage equation (Samuelson
. & Solow), or implicit in this equation as reduced form of . a PWS

(Sargan). See Desai (1985) for a survey of the different
treatments of the wages-prices system within the framework of the
EAPC.

41. A recent discussion of unemployment in Britain (Layard,
Nickel.1985) considers the problem in terms of deviations from
~an equilibrium between the feasible real wage implicit in the
price equation and the target real wage implicit in the wage
equation. Thus, if workers® claims exceed the real wage
consistent with conditions of technology, unemployment, and
labour supply, this disequilibrium ‘express itself in a reduction
of aggregate demand bringing those claims into line with
equilibrium. Interesting econometric results are the lack of
influence of productivity upon prices, and the spread of wage
adjustments over two years (behind prices).

42 . Robinson’s inflation barrier refers to.the pProcess resulting
from workers’ reaction to'attempts by capitalists to increase the
profit margin beyvond what is allowed by the balance of power
‘implicit in the degree of monopoly (Nicolini. 1984).

43. In a system in which the only cost included in prices is
wages and the only vapiable affecting wages is expected prices.
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44. This particular case of wages lagging behind prices longer
than viceversa, reflects the institutional arrangement allowing
firms to fix prices unilaterally while wages are determined
collectively by capitalists and workers. Here, as in the
Modigliani & Padoa Schioppa model, firms obtain the margin they
require and unions reaction against this margin translates into
~inflation. Rowthorn®s aspiration gap and Bacha & Lopez dynamic
model of wage indexation considered below are alternative ways
of expressing that institutional arrangement.

45. At which p and ¢ remain constant {(W=aQW and p=afp), i.e.
there is no core inflation.

46. Conversely, lags provide a way out of indetermination for
fixed a and Q for aQ#1 when A=71=0, without each side foregoing
the rule expressed in these coefficients.

47. A rise of p in
a = p{a~-e/p)
implies-a rise of - -7 B

: a in @ = p +a . By the same token, if
productivity growth stagnates so that (with constant By -

=-b=0, the distributional conflict is agravated.

48. In general solving pt = Quee-1 and.@t = apr-o we have

Pt = po(a)t/A+c , and Wt = Wo(aQ)ts/A+e. Therefore,
whatever the lag structure, if maintained, the real wage remains
at its initial level (0/p)e = 0o/pP-. Appendix A.4.2. considers
this problem in terms of the impact of a once for all change in
the cost of raw materials, and shows that the equilibrium
distribution of income is independent from the lag structure.:
Similarly, during the adjusment process as long as firms manage
to compensate for the increases in @ and the reductions in o by
reducing X, distributional shares remain unaffected (Tarling &%
Wilkinson. 1985).

49. Section 3.1.1. considers the other side of the double- sided
relationship inflation-distribution focusing on the
contractionary effect of an increase in the markup. The final
effect upon demand crucially depends on the inflationary dynamics
which follow, with the effectiveness of workers® reactions
playing a decisive role in determining the dynamics of inflation
and the impact on demand and distribution. Meanwhile, the
intensification of the distributive conflict caused by demand
increases results in an acceleration of the rate of inflation.
‘This can be seen as either a displacement beyond the equilibrium
proint in which the claims .of capitalists and workers are
consistent  (Modigliani & ‘'Padoa-Schioppa. Sawyer}, or an
aggravation of the aspiration gap brought about by demand effects
(Rowthorn).

50. Bacha & Lopez consider the case where the wage policy imposes
compulsory wage settlements of fixed periodicity, so that the
real wage is restored by being reset in accordance with past
inflation. From
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¢ = hp + (1-h) p-1, with h=1-1/2n (n the number of
readjustments per period), it follows that the average real wage
(for the representative worker whose settlements coincide with
the extremes of the period) is given by

o w = v¥/(l+p)i-h with v¥ being the
integration conatant (interpreted as workers® target real wage
under price stability) (Bacha & Lopez. 1988).

51. A relatively well-established stylized fact about the
industrial economies is the rigidity of prices, and to a lesser
extent wages and real wages, throughout the demand cycle
(Blanchard & Fisher. 1989). However, theoretical analyses
emphasize the role of demand in the determination of the profit
margin: demand operates in the PWS through both the price and
wage function with opposite effects on the real wage in each case
(Rowthorn. 1977). (At low levels of utilization, increases in the
level of output can be consistent with higher feasible real. wage
for firms: Sawyer 1982). '

52. Kalecki’s anticyclical degree of monopoly is the result of
the combination of the effect through wages with an effect
through prices which is the oppposite to the one congidered here.

53. This introduces a third- party into the conflict between
capitalist - and workers, i.e. either food or primary inputs
producers or foreign suppliers.

. 52. This operates via its composition effect on the retail price
on which unions base their claims.

55. This result emphasized by Kalecki in his analysis of the
impact of increases in the price of raw materials on income
distribution, depends on the stringent assumption of wage
passivity (see Appendix A-4.2).

56. Increases in unanticipated inflation are given by:

Apv = yplAA] = yp[(AuAu+A1481d)+(AcAt+ArAf))

where: Y: number of bargains per year . :
p: reaction coefficient to the gap between the share
of profits negotiated in the wage settlement and that

targeted by firms
A: aspiration gap )

The two terms in brackets express the factors aggravating the
aspiration gap. The first represents the Demand Effect, the
influence of capacity utilization on the firms- push and of
demand for labour (1d) on the workers- push. The second refers
to the Burden effect, the influence of taxes {t) and imports
cogts (f). :

57. In Aln = (Ale-Alpr) + (Alpr-Alp) - Alb the first term
in brackets is the growth in the real wage in terms of wage
Zoods; the second term is the excess of wage goods inflation over
manufactures inflation; the third is the growth in productivity.



234

58. Assuming rational expectations in the steady state. and
simplifying Desai’s numerator by collapsing some terms into z,
we have: In* = { Z-bU+a(1-8)dlpa} / [1-ad]

where the denominator expresses crucial conditions for the
strugegle for income shares.

59. From
(1+p) = du /{(1+p)

and du/{(1+n)=(du/ulm (with m=p/l+p), we have
{ 1L +u )= muy

assuming

3 3 >

|53 = Vul + VW + Ver
and defining v =vm.

60. An AE scheme can be considered a particular form of an AR of
which an ARIMA is a generalization, in the same way that 'a time
series model is in certain circumstances one of the particular
possibilities posited by a RE scheme as used by the agent for
"predictions. The AE hypothesis asserts that the agent revises
(linearly) his expectations each period according to his error
in the previous period:

A€ AC A ~C
P - P = 8 (p -P )
t t-1 t-1 t-1-
or
he » he
P = ©p + (1 -98)p
t t-1 t-1

e .
N
where p stands for expectations for t formed at t-1. Extending

t
this mechanism in the past:

P R . 2.
= @8 + 1 -8 + {1 -8 + ... 1
P, ST Pis Pi_3

which clearly is an AR scheme with strong restrictions on the
waighing parameters of previous periods. Naturally, one
generalizations to avoid these restrictions (besides the
utilization of an Almon method in the identification of the AR
schemes) iz the use of an ARIMA {p,d,q) model (where p and q are
the order of the AR an MA processes, respectively, and d the
number of times the difference operator is applied until the
representation ARMA (p,q) is appropiate). Then: ‘
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e . n- -
; = dp + ... +dp +€+0c + ... + 8¢
t 1 t-1 , p t-p t 1 t-1 q t-g

61. In the same way that the critique of the AE scheme focuses
on its neglect of all information other than past prices, from
a RE viewpoint an ARIMA scheme restricts the agent to a time
series model thereby excluding both alternative specifications
and additional current information. :

p
t (1 - (1-69L] ¢-1
so that the wage eguation becomes
o :
A -
W = a + bU + ¢ ——memomoo . P+ €
t t t [ 1- (1-8)L] ¢-1 t
- and therefore

W = all-(1-6)] + b[1-(1-6)LIU + c6 5  + (126)W + [1-(1-8)L]¢
t t t-1 -1
t . o

where it is apparent how the error term follows a AR(1) process.
In the case of the RE scheme the benefit of utilizing a complete
macroeconomic model (in comparison to simpler schemes) for the
estimation of a wage equation may not be great enough to justify
the (additional) cost of its estimation (Ormerod. 1982). As for
analytical problems, in addition to the previously mentioned of
the restricted character .of the information set used, the AE
scheme produces a biased prediction when the rate of change of
prices exhibits a trend such that inflation will be overestimated
(underestimated) whenever is increasing (decreasing). In turn the
RE faces the difficulty of the learning by the agent of the true
model: unless the agent is assumed to have a priori knowledge of
the functioning of the economy there is no ‘guarantee that the
learning process would not get stuck at an incorrect model
(Pesaran. 1984).

63. We have: .

@ S A @ S A t-1 . s .

cO I (1-9) p - = eBb E (1-8) p + cB T (1-8) p
5=0 t-s-1 s=t t-s-1 = s=0 t-s-1

LI 5% - £ A

= ¢B{1-8) Z (1-8) p + cB X (1-6) p
s=t t~a-1 3=0 t-s-1

@ S A t t-1 8

0 [ S (1-8) p 1(1-8) + ¢8 T  (1-8) p

$a0 0-5-1 30 €-3-1

it
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€4. The relevance of the assumption of workers” knowledge of the
correct model in the Colombian case is tlearly gquestionable.

65. Three elements are usually considered when input requirements
rise less rapidly than output as output increases: first, falling
unit costs up to full capacity for a given plant capacity;
second, falling unit cost with larger size plants operating at
full capacity; third, falling unit costs stemming from capital
accumulation. Although the second element is usually looked at
in a static sense, we subsume it in the dynamic aspect, linking
movements. to larger plant size to the capital accumulation
process. In this direction it is worth refering the evidence of
Pratten (1971) for British industry, and to a lesser extent of
Bain (1958) for North American industry, suggesting that the’
minimum efficient scale of plants is substantial.

66. Decreasing costs imply for u<l that e€=u/u‘<1.
Then d(u/u”)/du > 0 , i.e. du/u>du’/u’, which (for given given
Q* and L*) implies (dQ/du)/Q > (dL/du)/L.

67. We have d({Tk}/dK>0 iff (d7v/dK)k+{dk/dK)T > O.

The derivative in the first brackets is positive inf the elasticity
of Q% with respect to K is more than 1; the derivative in the
second brackets is positive if the elasticity of L* with respect to
K is less than one. Thus db*/dK>0 expresses a technological
transformation increasing the efficiency of labour through a
combination of a capital augmenting change and a capital
intensification process. Generally speaking these two conditions
are not (simultaneously) necessary; the proportional increase in Lx*
times T must simply not outweigh the proportional increase in Q%
times k. However, the two conditions are likely to be fulfilled by
the technological transformations accompanving the process of
capital accumulation.

68. The approach to the analysis of productivity growth
concentrating exclusively on the influence of k is limited to the
‘particular conditions of full capacity utilization. On the other
hand, its analysis refers either to movements between technigues on
the same isogquant within a given technology, or movements towards
a technique belonging to a superior technology and, then implying
a shift of the isoquant towards the origin. Thus, in the first case
the relationship is tautological given that Q/L must increase with
Q constant if K/L rises; in the second case simply asserts that the
‘technical progress is not only capital augmenting but also has a
labour augmenting component.. Therefore, beyond the definitiocnal
content about the evolution of k, the implication on the evolution
of 7 is simply that technical change is not purely “capital
augmenting”

69. Berndt & Fuss (1986) show that a substantial part of the
decline in productivity growth during the seventies is due to the
use of a long-term equilibrium framework instead of a short-run
equilibrium (in which variation in the utilization of guasifixed
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inputs is allowed for). Hulten (1986) shows how the growth rate of
real short-run average cost can be decomposed in one multifactor
productivity growth term, and a capacity utilization effect.

70. They are dynamic and aggregate in that they are determined by
the history of the capital accumulation process, and by the
externalities and intersectoral forward and backward linkages
arising within the productive apparatus.

71. See Thirlwall (1983) and Mc Combie (1983) on Kaldof‘s Laws;
Michl (1985) on Verdoorn”s Law: and Bairam (1987) for literature on
Kaldor (1966).

72. See Roemer 198%9a, 1989b for surveys on these developments.

73. Furthermore, the lag in I considers (Sylos, Labini. 1984) that
I.can have a negative impact upon productivity in the period of its
implementation as a result of the disturbance in the productive
process through the introduction.of new machinery.

74. As in the previous section the margin is my=u/(l+u), so that
dmy/du > 0, although u does not refer to the ex-ante price rule
but to the ex post margin over variable costs. This is consistent
with n/i+u = I/Q, and u = O/VC.

75. This is consistent with Kalecki's rather than Godley’s
interpretation of the relation between the mark up and these
charges.

76. Different results for the evolution of u° are obtained
according the assumption made for the growth of ba. We assume
this is half that of b1 because this assumption implies the
evolution of the price-cost-dynamics margin most similar to that
of the production accounting margin. In any case, although both
margins follow a similar trend there are differences in s=ome
vears. In addition to problems with the data there are two
sources of divergence between these two indicators: firstly, in
the estimation of the price-cost~dynamics margin we use 3 instead
of b; secondly, this indicator excludes general costs considered
by the production accounting indicator.

77. L is a measure of labour which does not take due
consideration of differences in productivity of different types
of labour; to overcome this limitation, we-introduce a a measure,
Le, which weights direct and indirect employment by their
respective share of wages.

78. Concerning the deflation of these indexes, there are strong
grounds for analysing the rate of profit and the margin in
current terms: these are the relevant for entrepreneurs and
deflating excludes the effect of changes in relative prices.
Meanwhile, this exclusion is important in the analysis of the
dynamics of productivity when aiming to isolate the effects of
changes in factors utilization as a result of substitution and
technical change. However, the deflation procedure is beset by
problems implied by the choice of deflators, and assumptios on
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inflation accountig are required to deflate the capital stock and
value added. Although the latter in real terms should be obtained
as a residual of production and material costs deflated by their
respective indexes, the poor quality of the deflators for this
costs required that we use two alternative sets of indicators:
one deflating value added by the same index as production (which
in the case of the margin is aproximately the same as rerforming
the analysis in current terms); and the other agssumes that wvalue
added in real terms grows at the same rate as production in real
terms. '

79. The profit rate followed a long run decreasing trend through
five stages: first, a rising phase up to 1963; second, from 1964
to 1967 it fell to the level of the fifties with severe drops in
1864 and 1966; third, from 1967 to 1971 it recovered to achieve
its highest 1level in the course of a rising phase which
concentrated in 1868-69; fourth, it oscilated from 1971 to 1974
falling in 1973 and rising in 1874; fifth, since 1975 it dropped
in the course of a decreasing phase up to 1983 including a severe
drop up to 1978 and a brief recovery in 197%9.

80. Two stages are observed in the development of the margin: the
first one ending in 1974, contains the same three initial phases
as the rate of profit; the descending second phase after 1975
inciudes fall up to 1978 which deepened substantially after the
peak of 1979. As for the evolution of the various indicators
obtained using different deflation methods and with the price-
cost-dynamics margin, although they show the same general
behaviour, the following differences are observed: in 1975 and
1980 the various production accounting indexes fell, while the
price-cost-dynamics index rose; in 1977 the production accounting
index deflated assuming real value added grew at the same rate
as real production increased, while the pPrice-cost-dynamics and
the other production accounting indexes decreased; and in 1981

the froduction accounting index deflated assuming real value
added grew at the same rate as real production rose while the

_price-cost-dynamics index fell.

81. Considering the index consistent with the rate of profits and
the margin (i.e. in current terms), we can observe three phases
in the evolution of productivity. Between two rising phases, the
first up to 1971 and the second from 1978 onwards, a descending
phase implied that productivity only recovered its 1971 level as
late as 1977. If we consider the index with real VA growing like
real output the increasing phase starts in 1977 and the 13971
level is recovered in 1979. If we consider the index with real
VA cobtained as residual the increasing phase starts in 13976 and
the 1871 level is recovered in 1578. As for the differeces with
the alternative measures obtained with Ie {instead of L} and b
(i.e. with Q instead of VA), although the general evolution is
quite similar, the following differences are observed: both
productivity obtained with Lw (instead of L) and b (i.e. with
Q instead of VA) fell in 1969 and increased in 1970 after a far
higher increase in 1968; b fell in 1963 and 1966 and increased
in 1366 and 1980. :
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82. Four phases are observed in the evolution of utilization:
rising until 1962; descending between 1962-66; rising between
1967-73; and descending after 1974, the deepening after the 1979
peak.

B83. Focusing on annual behaviour in the critical period 1872-78:
the 1972 profit rate fall is explained by the decline in
productivity and the profit margin, while the 1975 profit rate
fall is explained by decreases in all three elements including
utilization; the 1378 fall is explained by the margin decrease,
while that of 1982 is explained by the margin and utilization
declines. The increase in the margin in 1974 determined a
characteristically Kaleckian process from 1973 to 1975 in which
the rate of profit fell far more than the margin as a result of
the decline in both productivity and capacity utilization.

84. By showing that, as a stylized fact, the level of output in
Colombian manufacturing has been demand rather than supply
constrained, we now provide an empirical justification for the
fixed-price elastic-supply framework which underlies our
analysis. ' -

85. Substantial capacity subutilization prevailed from 1958 to
1961, from 1963 to 1970, from 1875 to 1977 and from 1980 to 1982,
and full utilization occured in 1962, 1973, and 1979. Meanwhile
from the analysis of the foreign exchange and credit restrictions
in section 2.2. it follows, that the first one binds only in the
1863-67 period. and the second in 1958-61, 1972 and 1981-82.
Additionally, consideration of GDP growth suggests effective
demand problems in 1958,1960,1963,1965 to 1987, 1975 to 1977 and
1380 to 1982. Therefore, the prevalence of capacity
subutilization in these years can be explained as follows: from
1958 to 1961 due to credit and demand restrictions, from 1963 to
1367 due to the demand and foreign exchange restrictions, from
1975 to 1977 due to demand restrictions; from 1980 to 1982 also
due to demand restriction, the credit restriction contributing
in 1981 and 1982. Of course, the convergence of demand and supply
constraints is noet surprising since foreign .exchange solvency
reflects external incomes, and the foreign exchange restriction
motivates contractionary aggregate demand policies.

86. The only exception to the limitation of the credit
restriction also to the preceding period was 1972. Nevertheless
the fact that the industrial sector grew at the same rate as GNP
(7.8%) suggests that this restriction was no more constraining

demand. ’ :

87. The role of demand has been emphasized by studies on the
determinants of capacity utilization (e.g. Currie. 19 ). and
factors limiting the level of output (e.g. Sarmiento. 19
refering results of the Fedesarrcilo Entreprenesurs Survey).
Similarly, a disequilibrium model estimated by Bourgiuncn and
Leibovich concludes that the economy as a whole operated with
excess supply in 1858-80, 1362-865, 1967, 1975-77. and 1379-80.
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88. With regard to material costs we observe the following: 1)
The increase in the share of material costs from 1972 was due to
successive rises of raw materials in 1973 to 1975, industrial
costs in 1977 to 1979, and energy from 1978 cenwards. 2) The
modest magnitude of that increase is explained by the fact that
the biggest of these rises, i.e. .that of raw materials, was
reversed by 19789, while the impact of industrial costs and energy
is moderated by their low weight in the cost structure. As for
the items of value added (abstracting now from the increases in
indirect taxes and interest) the following is observed: 1) The
contribution of general costs to the fall in the share of profits
in net value added was more important than that of labour
earnings in that they show a more important and consistent
increasing trend. 2) Wage pressure concentrated in 1978 and 1982
and was preceded by a substantial deterioration in the share of
labour earnings up to 1975. Thus, due to its strong fluctuations
(falling in 1974 and jumping in 1978) an increasing trend in the
share of labour earnings becomes apparent only from 1976
onwards. '

83. We consider the evolution of the price indexes included in
the price equation from two complementary approaches. The first
focuses on the vyearly dynamism of pPrices versus costs by
congidering differences in their inflation rates. This difference
(see Table 4.3-4-A) shows deteriorations in 'price reactions to
cost increases: in 1973 vis-a-vis imported inputs; in 1976 vis-a-
vis energy and domestic raw materials; in 1977 vis-a-vis raw
materials and in 1878 vis-a-vis wages; and in 1981 and 1982 vis~
a-vis energy and wages. The second approach stresses the
accumulated effect by considering the ratioc of their indexes.
This ratio (see table 4.3.-4-B) shows that the increase in prices
was slightly less than that of costs during the periocd, although
the only cost with accumulated inflation substantially higher
that that of prices is energy.

S0. The sum of the coefficients that measure the elasticity of
prices fell below one from the sixties to the seventies {Chica.
1983 b). This suggests that the price reaction to cost movements
suffered a greater inertia in the seventies, and could no longer
be explained exclusively by these movements. Reyes (1584)
attributes the decrease to imports imports liberalization.
Fedesarollo s (1985) quarterly analysis confirms the instability
of 1973-72. but finds that elasticities add up to one in the
scventies.

91. The growth of the share of wages in value added is quite
mnoderate in the long run (0.7% per annun from 1858 according to
Guterman. 1984). . : : :

82. Rates of growth of real product wage and productivity show:
1) Boeth wage and productivity continuously grew until the
beginning of the seventies, the latter growing at a faster rate.
2) While wage began to stagnate in 1971-72. decreased until 1874
and reached 1in 1978 a level higher than that 1in 1971,
productivity began to stagnate in 1971. decreased until 1975 and
reached in 1977 a level higher than that in 1271. 3) Although
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wages grew faster than productivity from 1970 to 1982, the latter
reached a higher rate of growth extending the period up to 1985.
4) Therefore, although wage dynamics exert rressure on the margin
in the 19739-82 period, productivity growth allowed the subsequent
recovery of the margin in spite of continued wage pressure.

93. These concepts assume a determination of nominal salaries in
institutional terms according to which workers bargain.to obtain
their real target wage, i.e. considering inflationary
expectations. Two elements influence the result of this push: on
the one hand, workers® power to obtain in the bargaining process
a nominal wage which, given these expectations, guarantees that
the target real wage is achieved: on the other hand, the degree
of accuracy of their expectations in forecasting the inflationary
process. A measure of that power,.and therefore of the effect of
both political and economic factors involved is the wage
resistance coefficient, which is a measure of workers” reaction
to anticipated inflation (ex-ante in character like the markup
targeted by firms). Meanwhile, the achievement coefficient
differs from both thias ex-ante concept and the product real wage
(the ex-post concept analogous to the profit margin for the
workers) in that it involves both bargaining weakness and
prediction errors in accounting for the divergence between the
real wage and workers- target.

94. To provide a background for our analysis of the seventies,
we stress that the wage resistance coefficient peaked in 1968
(after significant increases in 1963 and after 1966), and the
institutional conditions of wage bargaining subsequently
deteriorated. This weakened bargaining position combined with
inflation underestimation to erode this ccefficient from 1974 to
1977. Conversely, both the adjustment of inflationary
expectations to the seventies levels and the effect of social
unrest on wage poliecy accounted for the recovery of the wage
coefficients from 1978 onwards.

95. This suggests a rigidity in the adjustment of expectations
requiring four years to be completed, i.e. this supports the
adoption of the simple.expectational scheme {averaging the last
four years) included in the wage equation.

96. A similar mechanism explains the decrease in the real wage
in 1879,

97. This combination coincided with the long term decreasing
trend in investment, in accordance with the long-term 1link
betwesn the margin and demand via investment plans and the firm's -
internal generation of funds. )

98. Causality may have run from an increase in the mark up to a
deterioration of demand in 1373-75, and from a reduction in the
former in'1976—78 to a recovery of the latter in 1978. Kaleckian
mechanisms, with the margin moving inversely to demand may have
compounded the effects of the export crisis in 1974-75 and the
coffee boom in- 1978 contributed to this process, via the effect
on demand of a deterioration and subsequent recovery of the
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purchasing power of workers. In ~particular, in 18973-75 an
increase in the margin greater than that in the rate of profit
combined with the 1974 fall utilization. Conversely, from a
longer perspective, the 1972-77 fall of the rate of profit far
exceeded that in the margin with capacity utilization decreasing
considerably.

99. Although  this -decreasing tendency appears moderate
considering the entire after 1958, it was substantial after 1972,
Looking at downward deviations of the margin from this trend
during this period in relation to demand conditions (given by
capacity utilization) and cost pressures

o L illustrates .

how the combination of these pressures with the
deterioration of demand conditions causes decreases in the
margin. Although they must have been compounded by demand (or
other supply factors such us wage settling arrengements) cost
pressures appear to have been crucial in 1876-78, given
pressures from the cost of energy and domestic raw materials in
1976, from the latter in 1977, and from labour costs and energy
in 1878. Conversely, the contribution ¢of demand deterioration
appears particularly clear in 1980, and that of both cost
pressures and demand deterioration in 1981-82.

100. Perhaps explained by a projection of the recent experience
of high demand and cost pressures.

101. The rigidity of expectations based on projections of past
experience vis-a-vis current events played a crucial role in the
movements of the margin. On the workers® side sluggishness in
their inflationary expectations gave firms room to protect the
margin in the face of input cost increases up to 1975. On the
firms® side, the experience of the 1974-75 demand fall and
stagnation in spite of the boom in 1977 may have contributed to
their inability to take advantage of the 1978 demand expansion.

i02. In terms of the elements m.and y, the fall in the share of
profits in income compounded the previous decline in the share
of income in output.

103. Although the nominal rate of interest increased
substantially in 1972 and 1875, 1industrial price inflation
postponed the . increase of the real rate until 1978 when this
inflation abated. Similarly the increase in the rate of interest
up to 1981, resulting from the interest rate liberalization,
triggered an abrupt increase in the real rate of interest,
particularly in 1982 when price inflatién abated again. The
effect of these processes on the net profit margin (and the
profit rate) was compounded by the expansion of firms-® debt.

104. The redistributive mechanism arising from the reaction of
wages to agricultural prices has been repeteadly illustrated in
neostructuralist. models for the colombian ecconomy. For example,
in Lora & Ocampo’s (19886) gimulation model, the indexztion of
wages to agricultural prices brings about a transfer of rescurces
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from urban capitalists to rural rentiers, in conditions of
. demand restrictions for the adjustment of industrial prices to
rising wages. |

105. ‘Although estimations in logs show higher elasticities, we
exclude them because the series are I{1). The spurious regression
- problem does not affect the estimation in rates of growth because
these are stationary series. : : '

106. Here arises the same problem we. noted for the income
variables in the demand functions, i.e. labour costs are
strongly correlated with the lagged dependent variable, so they
show a more important influence than imported inputs only when
lagged prices are excluded and autocorrelation correction methods
" are used. .

107. A negative sign of utilization (obtained in the estimation
in 1logs) can be interpreted as expressing the short run
increasing returns effect which prevails at substantial excess
capacity.

108. The interpretation of the considerable elasticity to export
prices as expressing a strong influence of international prices
is called into question by the fact that the index used is the
retail index for manufactured exports, which is clearly affected
by supply conditions. :

108. In the estimation in "logs a change towards the expected
negative sign of productivity takes rlace.

110. A more detailed examination of the results of the quarterly
estimations shows: 1) For current costs, the only with consistent
influence is domestic inputs, with imported inputs and energy
being statistically significant only when Ml and utilization,
respectively, are introduced (regressions 2 and 3). 2) When
lagged two quarters wages have a stronger influence (regression
4) than without any lag {although neither is statistically
significant), and they do not show the expected positive sign
when lagged otherwise. 3) The only lagged -cost which has a
statistically significant influence is imported inputs, which
also has its highest weight when lagged two quarters (regressions
4 and 8); a significant negative coefficient for this cost lagged
four quarters (regressions 4 an 8) is also observed. 4) Neither
productivity nor demand variables (capacity utilization, ‘the
deviation of GNP from its trend and M1} are statistically
significant, although the negative sign for capacity utiliza;ion
can be interpreted as expressing a short run increasing returns
effect (regressions 1 to 3}.

111. The indicators of the labour market disequilibrium have a
weaker influence compared to both expectations and wage
resistance variables.
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112. A first test to choose the inflationary expectations to be
introduced in the wage equation included the following schemes:
the two versions of the AE with the parameter © going from 0.2
to 0.8; and two types of simplistic schemes (which we call SE)
averaging from 2 to 5 of the previous rates of inflation with
either equal or backwards decreasing weights. Series with the
closer .correlation with growth of both wages and prices were
chosen. On the other hand, in the quarterly case, the ARIMA
approximation to a RE scheme was introduced directly into the
wage equation. The fact that this pre-selection process entailed
the use of the AE with weighing coefficients of 0.2 and 0.4, and
SE including up to 5 lags, points to an inelasticity in
expectational adjustment to changes in the pace of inflation. The
hypothesis- of expectational regidity is also upheld by the
regresssion results. The AEC2 (AE corrected for autocorrelation
with a coefficient of 0.2) performs better (regressions 5 to 10)
than both AEC4 (AEC with 0.4) and the two SE"s included (SES5D and
SE5S standing for 5 lags with decreasing and equal weights,
respectively). The fact that the decreasing weights scheme does
not perform better than the simple scheme points in the same
direction.

113. A negative relationship is implied by defining the wage gap
as the ratio of the actual real wage to the desired one. Both
this index and productivity have a statistically significant
influence with the expected sign, the former remarkably strong.
However, this influence and, to a lesser extent, that of
productivity and inflationary expectations are weakened by the
introduction of the lagged dependent variable.

114. The influence of inflationary expectations is weaker than
in the annual case. It approaches significance only for GSE
including 3 years (regressions 1 and 3}, while the ARIMA approach
to RE performs worse than the other selected series (regression
23 to 26). The preselection Process gives opposite results to the
annual case, pointing to the inclusion of ME including 2 and 3
lags (instead of 5) and AE with 0O coefficients of 0.8 and 0.6
(instead of 0.2). :

115. This may also reflect problems of quality of information and
dynamic specification.

116. This is clear in the annual case. In the quarterly case,
neither wages in the price equation nor price expectations in the
wage equation are significant. As for the problem of lags,
comparing the two quarterly estimations, while the highest
coefficient for wages in the price equation is obtained when
lagged two gquarters, the highest coefficient for price
expectations is the simple average of three periods. Combined
with the fact that the expectations variables are built with past
observations, this Suggests that wages lag behind priceg longer
than prices behind wages, consistent with the institutional
arrangement of price setting and wages settling in the Colombian
economy.



245

117. The former process foregoes complementarities arising from
the development of a KG sector: the latter foregoes learning by
doing and human capital complementarities stemming from the
incorporation of new techniques.

118. Two problems affect these results. First, as with the
investment function, the relation loses its stability when the
observations for the eighties are included. Secondly., the results
could be weaken by dynamic specification problems also sugested
by the fact that we did not manage to apply the 2SEG method due
to problems in the estimation of the cointegrating vector.

113. In general, previosus studies on this problem have focused
exclusively on the influece of k. According to Sandoval (1982)
k and Q show a significant influence on b; Chica (1983) finds a
positive intersectoral correlation which suggests that sectors
with more intensive capital processes are more productive;
Sarmiento (1984) refers to a similar result, adding that these
sectors use more a qualified labour force {(complementarity which
we include in our dynamic scale economies); Guterman (1984)
emphasizes the importance of factor substitution in the influence
of k upon productivity growth. ' ‘

120. Productivity was adjusted to exclude indirect taxes from
value added in the numerator of B.

121. Although K- is the only variable which maintains its
influence when the period. is extended up to 1385, problems of
instability in the relationship and dynamic specification affect
this estimation: the coefficients of the other variables fall and
the autocorrelation problems remain severe in spite of various
correction methods.

122. Graphic 4.4-1 illustrates the correlation between rates of
growth of u and the residual of value added not attributed to
growth in factors use (which reaches a R2=0.65). This shows the
importance of static increasing returns overlooked by the
analysis of productivity growth until recently. Additionally it
indicates the inappropriateness of labeling this residual
technical progress as is common in the traditional metholology
(e.g. Echavarria 1990 for colombian manufacturing).

123. Until the 1980s Colombian manufacturing virtually postponed
the introducticn of the automatizing electro mechanic and micro
electronic technigues, which contrast with the basic industrial
process adapted in the sixties.

124. This is related to the relative dynamization of investment
in the early eighties and in the importation of rcapital goods
considered in section 3.4.2. (see Cubillos 1985). In some sectors
systems of process control were improved, and in others
automatization was increased. As for the determinants of this
incorporation, competitive pressures and the availability of new
technologies (e.g. injecting machines in the plastic industry)
operated on the supply side. On the demand side we have import
substitution, new quality requirements (e.g. imposed by the
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printing industry to the paper sector) and demand expansions
(e.g. parts for electric appliances). The competitive pressure
factor reflects Steindl“s argument on the ability of
technological progress as an ‘“exogenous” factor to bring
investment activity out of the vicious circle "deterioration of
demand and profitability conditions-deterioration of investment

dynamic”. In such situations, when the deterioration of demand
and profitability conditions can to some extent be attributed to
competitiveness erosion, investment incorporating new

technologies works as a last resort subsistence device, occuring
not only despite but also as a reaction to that deterioration.
The textiles and graphic arts sectors exemplify efforts to
recover or exXxpand markets through the incorporation of new
technologies.

125. Except some cases of generalized changes in plants and
global processes: traditional processes .were removed in the
cement and plastics (i.e. injection) sectors: new control systems
for continuous processes for larger production volumes were
indtroduced in the paper sector. In most cases a restricted
substitution took place within old processes, e.g. micro
electronic innovations are introduced in one particular stage of
the productive line. ’ :

126. Steindl "s opposition between the concentration process, when
innovations take place as part of the oligopolistic effort to
exclude the most .inefficient firms, and the stage when the
concentration process has been completed and competitive
pressures for innovating disapear, applies to the contrast
between the sugar industry (where recent technical changes
introduced by the big sugar mills have increased the gap between
small and large firms) and the higly monopolistic tobacco sector.
The asociation of innovative processes with competitive instead
of monopolistic conditiens is also exemplified by the
incorporation of new technologies by medium and small enterprises
of the graphic arts, metalmechanic and textile sectors as
distinct from big enterprises in these sectors.

127. The contrast between the rigidity of the vertically
integrated big firms of the textile sector and the flexible
specialization of the small firms of the graphic arts sector is
a case in point. In the latter case, the incorporation of new
technologies has been linked to specialization by plants in
specific parts of the production process.

128. Scale is an obstacle for the introduction .of technical

changes when these require both continuity of high producticn
volumes, e.g. foods, beverages, wood, glass, some metallic
products, and some processes of the metalmechanic and transport
equipment industries (such as the assembling and painting process
in the latter). Meanwhile, demand reaches the level of minimum
scale only on rare ocassions linked to specific investment
projects in the case of agricultural machinery, steel structures.

and equipment for the petroleum sector.
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129. As seen in the Figure if demand is such that firms operate
in either the range of increasing or decreasing returns, the
conflict worsens with Q increasing as a result of falls in b
and/or rises in u. '

130. I am grateful to P Gonzalez, B Rowthorn, and H Samiei for
comments on this matter.

131. m falls in the shock period because price reation is lagged
until next rperiod; when m starts recovering. Two sets of
parameters were used for the simulations. The set used in the
figures, i.e. '
wo=6, p0=10, aro=4.33, art=5, a=0.6. u=0.2, 1=0.66
gives: m¥=0.30, n*=0.70, y¥=0.56. The alternative set, i.e.
wo=6, p0=5.91 , aro=3.64, are=4, a@=0.96, u=0.25, 1=0.17
gives: m*¥=0.55, nx=0.45, y*=0.38. o

132. This is equivalent to p aS-w” < adarl - w'I'/m , with
w'=[m Sar+(1-8)pak] p'={m le(1-5)pa¥+mar*] I'=(i- m“€ e« &)
Condition which is fulfilled for the parameters used in point 1.

133. This is so for the one far all changes in r method of
analysis used. o )
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CONCLUSION

We tackled the task of explaining‘the stagnation of Colombian
manufacturing in terms of the deterioration of the conditions of
industrial accumulation. We showed the mechanisms stressed by our
post-Keynesian Structuralist framework at work in the
deterioration of financial, demand and profitability conditioﬁs.
The results of thé estimation of the flexible accelerator and
profits-finance model of investment support the influence of
demand (via capacity utilization) and profitability (via tﬁe rate
of profits) upon investment activity. Similarly, these results.
suggest that excess demand for credit and foreign exchange impair

this activity.

Deterioration of financial conditions was shown to result from‘
the combination of financial reform, the stabilization policy
which foliowed Colombia’s coffee export boom, and the consequent
financial distortions. The "reform with stabilization" phase up
to 1978 affected credit liquidity for manufacturing both from the
view point of cost of credit and of the availability of long-term
finance for fixed investment. This was followed by the
“"liberalization and collapse” phase bringing about the ekplosion
of the interest rate, and the erosion of firms® financial
positions culminating with the 1982 crisis. The detéridration of
credit 1liquidity coincided with a transformation of firms®
financial structure towards a reduction of equity in relation to
loan capital. This discrepancy between credit availability for
manufacturing and the modifiéation- of the firms”~ method of
finance was accompanied by the transformation of their assets
structure substituting current for long term assets. Thus, the
combination of all these processes revealed to Qhat extent
fiﬁancial developments in the seventies contributed to the

erosion of conditions of irivestment activity in manufacturing.

The deterioration of conditions of demand ig explained by the
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inability of domestic demand to cdmpensate for the reversal of
the import substitution process, and_the decline of manufactured
exports. Stagnation of domestie demand was linked to: 1) changes
in the distribution of income favouring social groups with lower
propensities to consume manufaétures; 2) the limits imposed by
contractionary policies on the demand effect of the income
éXpansion associated with the coffee exports boom: and 3) the’
implications of the increase in the priée of food. On the foreign
trade front, although the evidence of a generalized competitive
effect' of the import expansion is not conclusive, both
~econometric analysis and specific sectoral evidence point to the
plausibility of such an effect in some sectors. As for the
factors contributing to this expansion. income expansion and
Iiberalization of imports appear to have a more ‘decisive
influence than the movement in relative .prices, the
liberalization becoming particularly important in the early
eighties. With regard to the export-deterioration, its impact was
especially-damaging in some sectors. with textiles standing out.
as in the case of import expanzion. Slowdowns in international
trade appear to have been the cruciai factor in eéxport
deterioration, complemented by erasion of the real exchange rate.
Although the evidence on the contribution of the subsidies
element of the effective exchange rate is not conclusive. it
seems that the devaluation lag —bﬁilt up since the middle
seventies weakened the competitive stance of Colombian
manufactures in the stagnant foreign markets of the early

eighties.

The deterioration of rrofitability is shown to result from =
squeeze of firms~ pricing mark-ups and stagnation of rroductivity
growth% Fbom the middle seventies the deterioration of demand was
‘compounded by_therrecovery of wage'resistance and the adjustment
wf workers® inflationary expectations to prevent firms from
continuing to protect their profit margins in the féce of
increasing cost inflation. The demand slowdown which followed the
197€8-79 expansion complemented the new wage-settling conditions

and the liberalization of imports to leepen the gross margin
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erosion 1in the early eighties. Consequently, the impaired
capacity of firms to pass on cost pressures combined with an
explosion.in financial costs to generate the collapse of the net
profit margin which took place during this period. As for the
stagnation of productivity growth, it is explained by the fall
in capacity utilization and investment activity. The contribution
of weakening dynamic scale economies did not receive similar

econometric support.

In this way, the crisis of industrial accumulation is explained
by a cOmbihation of coﬁjunctural and structural factérs related
to the:evolution of the Colombian economy, and to economic policy
implemented during the period. Some of these factors operated
through demand mechanisms and some of them through supply
mechanisms. A succession of conjunctural elements compounded
structural factors on the demand side. The conjunctural elements
included: ‘the deterioration of the real consumption wage
resulting from wages lagging behind industrial prices in 1973-75
and food prices in 1977; the poor export performance of 1974-75
and 1981-82 linked to the external crises of those years; various
elements of the Dutch disease syndrome such as the shift of
workers”™ purchasing power towards food in 1977; and the
liberalization of imports since 1978. The underlying structural
demand factors included the exhaustion of the IS strategy, and
the narrowness of the internal market arising from the highly
unequal income distribution and the stagnation of agricultural

supply.

On the supply side the conjunctural factors included cost
inflationary pressures, particularly in 1976-78, and the
financial crisis at the beginning of the eighties. The structural
factors included the stagnation of productivity and the
consequent erosion of competitiveness. as well as the lack of
financial resources implied by the financial adjustments of the

seventies.

Two conclusions emerge from the analysis above. The first
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concerns the crucial role of the interaction of demand-supply and
endogenous-exogenous factors in the deterioration of conditions
of industrial accumulation. The basic fact which stands out is
a succession of conjunctural exogenous demand factors at work in
the context of a structural deterioration of productivity growth
due to endogenons supply factors. Further, two interrelated
processes indicate the complementary role dfrthe two type of
factors. On the one hénd, the deterioration Qf productivity
growth is traced back to a lack of innovative investment related
to the stagnation of demand. On the other hand, the‘competitiﬁe
weakness of the sector reveals the inability of entrepreneurs to
adjust to the new requirements prosed by the neoliberal policy,

and by the new macroeconcmic and external situatiohs;

The second conclusion relates to the role of a particularly
important exogenous factor, economic policy. We have considered
a succession of short-term policies including: a policy of
adjustment to the coffee boom which greatly limited the benefits
of the consequent expansion for the sector: and a policy of
public deficit finance and compensation for its inflationary
impact which affected the demand and financial conditions of
manufacturing. These dperatéd against the background of long-term
policies, such as financial and commercial -liberalization,
reversing the previous industrialist emphasis of economic policy.
More precisely, as was stressed when considering the context of
the industrial crisis, the neoliberal-monetarist digregard for
long—§erm development problems fit the need to handle the new

conjunctural'problems.

Finally, the discussion of the interaction of the policy and
entrepreneurial activity considered points to the
inappropriatensss of  focusing on one of these factors in
.isolation from the other. The interaction of poliéy‘failure and
poor entrepreneurship accounts for the sector’'s inability to
adjust to the new conjuncture in the Post-ISI context. However,
the emphasis of this study on the role of eXogenousa factors

stresses the crucial role of economic rolicy, thereby
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counterbalahcing the current neoliberal one-sided consideration
of the entrepreneurial factor. The need for policies aimed at
maintening a favourable macroeconomic environment stands beside
the need for specific sectoral policies to support the
manufacturing sector in the restructuring process of the
subsequent period. Indeed, it is difficult to see how this
processes can be successfully completed without a reconstitution
of the conditions of investment activity supported actively by
government policy. In particulér, the absence of government
initiatives in the technological, financial and export marketing
areas would leave the sector in a weak position to achieve the

competitiveness requirements of the new export oriented strategy.
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