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ISSUES ON DEMARND

Juan Jose Echavarvria S.

INTRODUCTION

The main purpose of this paper is to explore some
issues on demand and industrial growth. Was demand
an important factor in the explanation of economic
growth?. Most of the Latin American economic
literature assigns great importance to the
evolution of commodities -prices and quantities-,
and presumably the idea behind is that larger
exports bring additiconal demand into the eCOonomy
creating incentives for additional production.
There is also the complementary idea that higher
commodity exports '—total exports in general- will
bring foreign exchange into the economy which in
turrn is required when purchases of capital goods

and raw materials are required.



The first Section of this Chapter explores one
issue which has originated important discussions
among colombian historians and which is central for
the following Sections. How segmented were the
markets?. If those firms located in Medellin
(Bogota) sold all their production in Medellin or
in Anticgulia, we should give more weight to
policies which created demand in Antiogquia. The
main conclusion of the Section is that, even at the
beginning of our period, firms were selling at
least 50% of their production in other departments,
~and not only in the neighboring ones—. This could
be predicted even if we did not have information of
the size of the regional markets. As shown in the
same Section, the market of Antiocguia was even
comparable with that one of Cundinamarca, and even
less with the "natural"”™ market surrounding Bogota.
As a first conclusion, then, what is relevant for

us is the national market, even since the 20s._



A

Section II is related with savings and investment
in Colombia. It shows, basically, that the
evolution of the current deficit was an important
factor in stabilizing total savings, mainly because
the foreign sector —-foreign savings— was highly
unstable in the period. But it also shows that
private savings were much more stable than both
public and foreign savings. Thevy were also more
important. But the private sector was also more
important in relation to investment. In this area,
what the statistics show is that the government did
not played an stabilizing role, both private and

public investment moving with the cycle.



Section III tries to study possible relations
between demand and production, and shows two
important aspects of production: first, that most
variables related with production (GNP. aggregated
industrial production and sectorial industrial
production) tend to move together?!. Second, it also
shows that the sum of the current account and the
fiscal deficit predicts well the evolution of
production -—-at the different levels—, the only
possible exception being the production of tobacco.
Because high power money is closely associated in

our countries with the corrected current account

N

and with the corrected public deficit, we also
observe a close association between money supply
and production. This last issue, however, reeds
future work: it is necessary to give empirical
meaning to the relation mentioned before? Also, we
will analyze the line of causality between money

and production with some standard time series

methodologies available .

1 gyt those first results could hide. the fact that indusirial growth was much higher than the
erage for the whole economy and that should be explained.
2 gpa R. Barrc " ", im H.Gjomez {et.al), (Eds), f.ectu
Barca, Bogotd,  Fedesarrolle; also,  J.J. Echavarriid, “Co! shig 1970-85. MHanzgement and
oMo 200, Qverseas  Development

5wl e Mewriedea W

Consequences -of Two large External Shecks® Workina Paoe
institute, july, 1987

3 Dpifferent papers in the book edited by K.Brunner on the Depression of the 30s bring that
analysis iniﬂ the ' discussion. See K. Brumner (Ed), The Grest  Depression
Rewvisited, Boston, 1981, See in particular the papers by Brunner, Teain and Roberts




Finally, Section IV discusses more deeply and
carefully the issue of the fiscal deficits. There
is an extensive literature trying to analvyze the
fiscal stance of the government. Deficits are
produced automatically during depressions mainly
because the close vrelation between taxes and
national income. They should be compared at a given

level of employment if something meaningful is
to be said on government policy. There are other
possible corrections to the deficit advocated this
days when "ultra-rationality” of the consumer seems
to be assumed?. We discuss some additional
corrections for the effects of inflation and

devaluation of the exchange rate.

4 W.HBuiter, “Measurement of the public sector deficit and its iseplications for policy
evaluation and design”, TMF Stal ¥ Pagers, jue, 1983



,i.I. REGIONAL OR NATIONAL MARKETS.

Were firms wusing the national market since the
"beginnings” of the industrialization process?.
What was the size of the lifferent regional
markets?. Those are the two questions we want to
address in this Section. The discussion on those
topics 1is related, first, with the issue of
accumulation of the capital required to create the
first industrial plants. Ceteris paribus, the
vicher the region, the more likely some people will
accumulated the reguired money. Second, it is
related to the issue of demand. If Antioguia’s
mar ket was much larger than other "natural” markets
of the country, it is easier to understand why

Antioguia’s industry was born earlier.

Third, the size of the market is important in our
discussion of economic policy. If markets were very
segmented we should assign more weight to policies
with larger relative impact on that particular
region we are interested in —e.g. Antioquia, or

Cundinamarca—.



Oon the first issue -required capital- Safford and
Lopez Toro® seem to assume that both conditions,
the distribution of income (1) and the size of the
market (2) were conducive to capital accumulation.
According to Safford , Antioguia had but 2% of the
population and 40% or more of exports of the
country at the end of the colonial period.
Moreover, seing gold —-money— a large proportion of
Antioguia’s exports, it vielded a a wage, price and
profit structure conducive to the formation of
large holdings of wealth. On coffee, the census of
1932 showed that Antioguia produced —and exported-

46 _9% of the total for the country. Safford and

()

Lopez Toro seem also to believe that the size of
the market was larger in Antiogquia, hoth in

absolute and per—-capita terms.

McGreevy brings some interesting points to the
discussion. He accepts the thesis of the larger
size of Antioquias market, and he gquotes the
results of the Lebret mission which showed that

Antioquia had the largest income per capita.

5 F.Safford “Significacijon de los Anticquencs en el desarvolle Econdmico Colombiano™,
Arviaric Colombiare de ] Al v d tera, V19670,
pp.49-4; 4. Lopez Teroy MI oy e AnTIoguia en el
Siglo XTX, begotje, CEDE, Universidad de los Andes, 1970..
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Fortunately, on the issue fo demand and the size of
the markets, we have the information provided by
T.Hoffman to the American Government. The author
did a very specific work, trving to see uwhere the
american exporters could sell which goods, and in
which markets, in Colombia®. The main results are

shown in Table 1

& W.T1. Hoffman ‘“Harketing Arees in Colosbia”, US.Department of Commerce, Bureau of Foreign and
Dogestic Comerce, frilerrat tonal Refersnce Servico, SEPT, 1945
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Hoffman considers 5 important ‘“natural” regional
markets in Colombia, with transport costs and
geographical divisions determining each market. One
important aspect of Table 1 is that the Antioguia’s
Market corresponded only to the department of
Antioquia, while the "Bogota Market” included the
departments of Bovyaca, Cundinamarca, Huila,
Santander, Tolima, the Intendencia of Meta and the
Comisaria of Caqueta It is also clear from the
Table that the "Bogota"” market was larger than the
Antioquia’s market for all variables of Table 1
except for "gold production” and "electric pouwer ™,
not the best two variables if we want to consider
purchasing capacity. Even when compared only with
the department of Cundinamarca, it is «clear that
there are not very important differences, being
Antioquia’s market smaller even for such variables
as miles of highways and railwavys, number of
automoviles, trucks and telephones; also in "total
imports ", but this wvariable is likely to present
many problems?”. Electrical Pouwer, the other
variable for which Antiocguia has a clear leading is
more related with the development of industry that
directly with demand. Number of industrial
establishments and Capital Invested in Industry are

alsoc more related with industrial production than

7. Imports to Bogota are imports that are later on
distributed to the whole country.
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with demand as such. The results are even less
impressive for Antioguia when we compare variables

in per—-capita terms.

As a first conclusion from the analysis, it is
clear that Antiogquia’s market was not as important
as has been generally said, at least not during our
period of analysis. Of course, that does not mean
that some variables like gold exports were not
important for capital accumulation in sohe hands;
but looking just at demand for manufactured
products, it is <clear that the Cundinamarca’s
market was much more important. How to explain,
‘then, that the production in Medellin was so
dvnamic 1in relative terms, being even larger than

production in Bogota?.

The explanation is relatively simply . The
importance of the different markets is one of the
relevant aspects but not the most important one,
since firms sold their goods in a national market,

not in the regions only.
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A study done by the Contraloria General de la
Republica in 1923 shows that the textile firms sold
nearly 55% of total production outside Antioquia
(50% for Coltejer). The figures for firms in other
sectors were: Coltabaco: 50%; Beer and Beverages:
49%: in Cement there was no plant in Antiogquia at

that time.

But we have more information available on the

topic. According to Propaganda Commercial, in 1922

Coltabaco had plants in Bogota and Medellin,
Barranquilla and Manizales, and distribution
agencies in cali. Textiles de Bello (Cia.
Antioguena de Tejidos) had ‘“agencies” in Bogota,
manizales and cali, Rosellon had agencies 1in
Bogota, Girardot, Honda, Cali and Manizales;

Coltejer had agencies in "all the important pla:zas
del pais”. In the Sector of Chocolates, Chocolate
Cruz Roja, later Nacional de Chocolates, had "10
plants in the principal colombian cities” and some

similar was announced by Vidriera de Caldas in the

glass sector.



-
13

To finish with this issue, in Antioguia Industrial,

y

1

s,

131, it savys that Fabricatb operates in tHe
markets of Antiogquia, Caldas, Valle, Tolima, Huila,
Cundinamarca, Bovaca, Santander del Norte vy del
Sur, Bolivar and Magdalena. Textiles de Bello
announced that its products were consumed in larger
amounts in the Departments of Antioquiu, Caldas,
Cundinamarca, Bovaca, valle and Cauca. Coltejer
worked with the markets of Antioguia, Caldas,
Cundinamarca, Bolivar, Santander del Sur, Tolima.
In beer, Cerveceria Union sold products in
Antioquia, part of Santander del Sur, and Caldas?®.
In Chocolates, Nacional de Chocolates had
sucursales in Medellin, Bogota, Barrangquilla,
‘Bucaramanga, Cali, Manizales, Armenia, Pereira,
Ibague, Salamina, Rionegro and Sonson; and agencies
in Jerico, Yarumal s Libano, Fresno, Tunjia,

Chiquinguira and Socorro.

8 Tt is worth noticing that this is the only case in Antioguia i which the firs does mot sell
in Bogota or Cundinasarca. That area beloriged to Bavaria and Gerpania.
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Even in metalmechanics we have something 1like a
national market instead of a regional one. Talleres
Apolo sold in “"Antioguia =and other departments”
Cia.Colombiana de Tabaco worked 1in the whole
country : Vidriera de Caldas specially in
Antioguia, Caldas, Tolima, Santander and la Costa
Atlantica. In processed food, and this is the only

o far, Noel sold biscuits in

]

case we have
Antioguia, Caldas, Tolima, Santander del HNorte ¥

del Sur, Magdalena, Atlantico v Bolivar.

There is noc doubt, after all that informaticn
available that firms operated in a national market
since very early in the process of
industrialization. That also means that 1in this
papers is not advisable to give more importance to
regional wariables than to "national” variables
when studving demand ovr macroeconomic policy in

general._
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I. SAVINGS AND INVESTMENT IN COLOMBIA.

A. GOVERNMENT SAVINGS AS A STABILIZING ELEMENT.

An important role played by economic policy could
be that one associated with savings and investment.
Government savings coule either increase total
savings needed for long run accumulation, or move
in the opposite direction of private savings
stabilizing total savings. A similar analysis could

be done with public investment.

Graph 1 presents the evolution of savings and
investment in colombia. The first part of the Graph
brings the evolution of private savings, public
savings® and Foreign Savings'™. The figures are

percentages of GNP.

9 Sgov={(T-G-TR) where in this case government expenditure
includes both current expenditure and investment.

1t sfor=—CA where CA: Current aAccount of the Balance of
Payments.



Gl

Gl

o4

&Z

Sy

aZ

) 2>
.Ir.\. /
SLHOJM ONY SLH0dX3
"SONAYS NS 304

St

bl

243
ey St

% b Aftming e

/

NI v\

ﬁ”

S

SN _/m

L

~

¥ JRIRORT R &

FR .

SINAYS

ddd 40 %

0G-5Z6L VIEWIT0D NI INFAWISTHNI ONV SONIAYS

T Hdvdd

5l



16

First thing we should notice is that private
savings is always much larger than either public
savings (Sgov) or Foreign Savings (Sfor). Also,
there is a negative long run trend for private
savings, at least if we take as our base vyears

1928/29.

As should be expected, foreign savings were the
most wunstable of the three (coefficient of
variation -CV- of 0.17 for 1925-50), with large
drops {(surpluses in the current account) in 192&-29
and during the second world war, and less in 1935-
39, and peaks during the depression and in the
vears previous to the war, when foreign exchange

was very scarce in the country.
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The behavior of foreign savings is partially due to
the evolution of exports and imports, and also to
the evolution of the other items of the current
account, mainly transport costs and the service of
the foreign debt. The third part of the Graphic
shows the evolution of exports and imports. It
indicates, first, that the economy was highly open
in 1925-50. The relation between exports and GNP
was always larger than 20% (30% in 1929/30), and
the relation between imports and GNP representing
132 of GNP on average for the periocd. Both
variables decrease through time however, and the
relations are much lower in 1945-50 than in 1925-
30. Exports decrease slowly through time, imports
decrease abruptly between 1229 and 1931, and remain
low -—with high wvariations-— in the following

decades.



The most important role played by public savings

was to compensate the large oscillations in foreign

savings'? making total savings more stable. But we
must recognize that it was not very well
sinchronized or that it worked all the time. At

best, the compensatory element was present in the
first part of the 30s and during the War. But it
was not important in the second half of the 20s or
in the vyears previous to the War, when current
account of the balance of payments also presented

large oscillations.

In relation with investment, public and private
investment moved together between 1925 and 1941/42,
reinforcing each other. However, after those vears
private investment increased dramatically and
public investment remained fairly constant. As to
the levels, we should say that both, savings and
investment presented very large levels 1in the
period, compared with future decades. More than 50%
of income was invested in 1928/29 and in 1%46/50.
Even in those yvears of relatively low dyrnamism
(e.g. the first part of the 30s), ratios were

alwavys superior to 25%.

11 The coefficient of wvariations —-CV—- 1is &.50 for Sfor,
and 0.90 for Sfor+Sgov.



B. THE COMPONENTS OF PUBLIC SAVINGS.

raph 2 shows the evolution of government
expenditures and revenues both for the central
government and for the "consolidated” —includes
Departments and Municipalities, a more appropriate
rname could be “kational”-. We should have worked
only with this "Consolidated" figures, but they are
"pbudget"” figures which do no correspond, ex—post,
with the real figures observed after additions are
made both to expenditures and to revenues. That is
why we also bring the variables for the Central

Government.

Public savings decreased during the depression
vears due mainly to the behavior of government
current expenditure, since total revenues remained
relatively stable as a proportion of National
Income Transfers are also included in Public
savings and their evolution is similar to
Government current expenditures with peaks in the

depression vears.
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Finally, we must notice that the composition of
taxes changed markedly during the period. The
importance of indirect taxes present a negative
long run trend, direct taxes were nan existent
before the reforms of 1935, they are equivalent to

indirect taxes in the final vears of our period.
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II. SOURCES OF DEMAND.

In this section we want to investigate the
influence of the different sources of demand on
aggregate and sectorial production. Demand could
come form the external sector (higher exports or
lower imports), or from the public sector
{Government Expenditures (+). ~Current and

Tnvestment—-, Transfers (+) and Taxes {(—)._

Chu (197%) shows, using Chenervy’s methodology con
sources of demand, that import substitution was the
main source of growth in the period. The other two
sources, domestic and foreign —exports— were not as
important. But that does not help wus too much 1in
answering our questions on economic policy. We are
mainly interested in the effect of government

expenditures and taxes on demand and growth.



In this section we want to look at the relations
between those variables without using any implicit
model of growth. The latin american tradition will
give importance to the evolution of commodities in
economic grouwth, and the methodology proposed
should through some light on the effect of demand
policies. The results should only be taken as
preliminary since more robust conclusions need a

formal model of growth.

Table 2 presents correlations between some of the

variables we want to analyze, and helps us a

n

a
first approximation to the analysis of their
evolution. Table ji presents more fTormal results

based in regression analysis.

A. CORRELATION AMONG VARIABLES.

variables (1)-(11), (20)-(22) of Table 2 are
generally associated with economic policy —-or its
absence— and growth : public expenditures -
consolidated and current— and taxes, the amount of
pesos paid domestically to buy the <coffee crop;
variables related to the external sector ; money

supply; and relative prices.



TABLE 2

mmmammmmmmmmmmrmﬂ.mm

--------------------

-----------------

--------------------

'
----------

s
lllllllllllllllll

uuuuuuuuuuuu

s "
-----------------

3 g
-----------------

REds

--------------------

+ 00

llllllllllllllllllllll

----------------------

1] s s ovd & 0 o) 2 e e v e e oa o] s

-----------------

llllllllllllllllllllll

-------------------

---------------------

T PPPPPIPPPINY ‘?2‘”"9

© s
AR

289093 3
iy
o§§§3, E}vgss,s;_s_s i

¥ 5 1]
L

.81 rec — 001

gaf: -~

1~tailed Sdgd



on the other hand, we have different categories of
production: GNP, Total Industrial Production,
Intermediate and Final Industrial Goods. We also
have production for the specific sectors we are
dealing with: beverages, tobacco, textiles, cement.
Statistics for the sector of processed food were
not as complete though we should include them later

Ofr -

The first important conclusion from our Table i
is that there is a close correlation between almost
all the statistics related with production. Thus,
looking at Column 12, we see that coefficients are
highly significant (%%, meaning a significance
level of 0.001) for rvows (13)-(19). Even for
Tobacco, the sector which growth is less associated
with GNP growth, the correspondent correlation
coefficient is higher than 0.8. What this means is
that years of Iarge GNP growth were also years of
large industrial growth Unfortunately, it could
alsc mean that in order to explain industrial
growth we have also to explain global growth in the

colombian economy .



30
(..‘.‘. 4

We must also say, however, that the correlation is
not so close once we consider, first, that the sub-
period of highest industrial growth was 1932-38
when GNP was not growing fast; on the other side,
GNP grew fast in the 20s, when industry did not
grow at all. Another point worth of mentioning is
that the rates of growth of industry and of the
economy as a whole are significantly different: in
per—-capita terms, the whole economy grews at an
annual rate of 1.6% a vyear, industry at a rate -

per—capita- of 6% a vear.

1. Fiscal Variables.

Public revenues (&) are closely associated with
almost any of the variables of production, but the
"sign" 1is the opposite of what we should expect
from the demand side. On other words, taxes should
play a negative role on production because they
decrease dispossable income. The result obtained
indicates that taxes are closely associated with

GNP and GNP with production. Thus, when GNP grouws

industry and taxes grow.



Aggregate industrial production is not related to
any of our policy variables on demand Also, there
are no important relations for the more
dissagregated levels of production, the only
exception being tobacco and cement production which

are related with the (Current) Deficit'®.

2. The External Sector.

Neither exports nor imports are associated with any
other variable considered in Table 2. The only
exception will be the positive relation between
aggregated imports and tobacco production. Again,
the sign is opposite of what should be expected.
Neither was the evolution of the current account -
negatively associated with the evolution of
imports- an important factor in the explanation of
industrial or aggregated growth. Finally, the
results do not improve when we consider domestic

coffee sales as a proxy for demand.

12 A1]1 variables are in constant Col ¢ of 1950 and in per-
capita terms. Also, each variable was in index form, with
1935 as 100.



But the evolution of real money supply was closely
associated with production both aggregate and
industrial. This, again, indicates that we have to
go deeper in our study of the causes of demand,
since, by definition, high power money is closely
identified with both, the current account and the
fiscal deficit!® Also, it is wvery likely that

‘causality” runs from fiscal deficits and current

account towards money than the opposite.

13 See J.J Echavarria 3.3, "Colombia 1970-85. Management and Consequences of Tuo large External
Shocks" Kor ki ing Faper Neooo 200, Overseas Development Institute, july, 1967



As a first conclusion, then, the results observed
by studying simplé correlations between variables
were rather poor and do not lead to simple
hypothesis on growth, neither on fiscal policies
nor on the foreign sector. If there is any relation
between demand and growth it will be associated to
the variables which determine money supply in the
less developed countries, mainly the <(corrected)
fiscal deficit and the <corrected) current account.
It could be that, or simply that money supply was
important in the determination of aggregate demand.
This opens the docr to a large debate into which we
will not go now. For future research, however, we
should explore the relatiocn between money, the
current account and the fiscal deficits as in
Echavarria (1956) for the Colombian economy 1in
1970-85. Also, it is important to establish how
"endogenous" was money creation in the period, and
for that there are standard statistical exercises

which shouia pe expiored scon.

B. REGRESSIONS AND CAUSALITY.



Even though we do not have a formal model of the
economy which takes account of the different

iterations among variables, there are at least tuwo

problems involved with the description of
correlation coefficients. First, regression
analysis is more pouwerful when we consider

causality because it fixes the other wvariables when
asking for the effect of one of them on growth.
Second, and this is a very important problem we
have to face in this kind of analysis, simultaneity
is always present and the parameters of ordinary

least squares are biased.

Téble 3 presents the regressions results trying to
determine the influence of "demand" on production.
As "proxies” for demand we considered two
variables: a. ‘The sum of the Current Deficit and
the Current Account of the Balance of Payments; b.
The sum of the Total Deficit -includes public
investment- and the Current Account. Relative
prices were also included in some regressions. As
dependent variables we considered GNP, Manufactured

Goods —total and final—-, and sectorial production:

beverages and beer, cement, tobacco and textiles.



We run two type of regressions: simple Ordinary
Least Square regressions and —with Instrumental
Variables. Autocorrelation was always corrected,
and that means that the instruments utilized were
the lagged -1 vyear—- dependent and independent
variables in the case of Instrumental Variables, 1in

order to avoid possible biases.

Regressions (33)-(36¢) are useful to start our
analysis, because the dependent variable is "Total
Manufactured Goods". The results indicate that our
demand variables predict well what happened with
production, with both methodologies of regression
(R2=0.96; R2 adj=0_.%¢& for regression (33); the ;t"
coefficients are significant at the 1% level in
both 0LS and IV methodologies; R2 and R2 adi are
not included in the regressions estimated with IVs

because they do not mean anything).

Regressions (33)-(36) also show that relative
prices do not predict well industrial production,
but there are so much problems involved with that
variable that we should not put too much attention

to it now*®.

“ The relative prices used in that case were those of
Textiles vs Food, based on the importance of textiles in the
whole manufactured sector. In the case of cement and tobacco
we used the relative prices of cement and tobacco. Other
prices could be important also, and that is why we do not
want to put too much attention into that variable in this



As we saw in the analysis of correlation of last
Section, there is a <close correlation between the
different kinds of production, and we should expect
that if our "proxy" for demand predicts well what
happened with industrial production, it should also
predict well other variables related with

production in Table 3.

Thus, "demand" also predicts well the evolution of
“Final Goods" -regressions (25)-(32), both for OLS
and for 1IVs. The other important point we should
observe is that the total deficit 1is a better
"proxy" of demand that the “current” deficit. This
result is also encouraging since public investment
also represents demand for industrial good. The

signs" are alsoc correct!®.

Considering now the different sub-sectors:

"Demand” 1is important for cement, textiles and

beer; much less for tobacco.

exercise which is Jjust preliminary as we said before. Thus,
the relative price of domestic vs international price could
be also important.

15 They are negative for the total deficit and positive
for the current deficit Jjust because the figures used for
all the series were index numbers (1935=100) . In the case of
the total deficit the base vear, 1335, was negative.



III. CROWDING OUT

It was clear from the last Section that demand had
an important influence on aggregate growth in
general and on industrial growth in particular. The
variable used as a "proxy" for demand, the sum of
the current account and the public deficit
predicted rather well the evolution of industrial

production.



Of course, government deficits are not the only way
in which fiscal policy affects aggregate demand.
Changes in the tax rates that provide incentives or
disincentives to different kinds of spending have
been and can continue to be at least as important.
But we did not consider thosz fiscal incentives in
order to focus on the direct demand effects of
government expenditure and taxes. But there could
be further effects not considered in our variables
of the last Section. 1In particular, though the
present yvear industrial production could be growing
with demand, future growth could be hampered as an
effect of lower private investment. We are talking
here, of course, of new ideas on the so called
“crowding out" effect. More specifically, the paper
examines whether the pouwer of such policies 1is
reduced or eliminated by the way in which consumers
react to the policies themselves or to the

resulting change in government debt.



The early kevnesian analysis was based on the
extreme assumption that fiscal policies affect
consumption only through their impact on current
disposable income. This view implied powerful and
predictable effects of tax reductions, transfers
and deficit-financed government spending. This idea
has been modified in two important ways. First, it
is now recognized that the extent of the fiscal
stimulus is limited by the monetary feed backs
through interest rates, reduced real money balances
and changes in portfolio composition-v It is
unlikely that domestic interest rates were
completely determined internally, but some effect
should be present. Second, it is widely recognized
today that one of the crucial parameters 1in
determining the effect of a fiscal or monetary
policy is how consumer see that pdlicy : transitory
or permanent. Finally, there is a new-old argument
on crowding out which considers debt and taxes to
be equivalent. Friedman has said, for example, a
that the fiscal burden should not be measured by
the amount of taxes society pavys, but by the
amount and size of fiscal expenditure. The extra-
resources needed to finance the deficit are going
to be paid by someone someday. This hypothesis
could be labelled the ‘"pre-ricardian” hypothesis
which basically says that debt and taxes are

equivalent in terms of aggregate demand. Of course,



there could be other kinds of crowding out when we

are 1in an open economy.

Formally, we could present the discussion on

‘crowding out" in the following terms:!¢

From the basic identity :

Sp"‘Sg“‘Sf:I (l)

where:

I- Private Investment

Ss:- Private Savings

Public Sector Sawvings (T-Gc—-TR)

o

T: Public Revenues

Gec: Current Expenditure
TR: Transfers

Sf- Foreign Savings (-CA)

CA: Current Account of the Balance of pPaymentst?

16 Sea W.H. Buiter, "Measurement of the public sector deficit and its implications for policy
evaluation and design”, IMF Staff Papers, june, 1933
17 The demonstration is straightforward:

From C+I+G+X-M=L4Sp+{T-TR)
we have: I=(T-G-TR}+Sp+(M-X)



From formula (1) there are three alternatives when
government expenditures (G) increase or, even more
general, when when S decreases:

a. Conventional Crowding—-0Out: I decreases

Higher government expenditures increase the

interest rate and decrease private investment.

b. Monetary Approach Crowding Out: Sf increases.

The whole effect of government deficits is felt of

changes in the international reserves of the
country.
c.keynesian traditional approach: S increases

because national income also 1lncreases

Higher government expenditures imply reductions in

private consumption for a constant level of national
income. Multiplier effects and second round income
effects could imply, however, that aggregate

consumption turns out to be larger than before the

expansion in government expenditure.



d. Finally, the "pre—-ricardian” crowding out: Se
increases even for a constant level of national

income.

The consumer will see the larger government

expenditure as futuure taxes and will automatically

reduce consumption since the present value of his
disposable income has decreased.

The results of Table 4!®* seem to show that the last
type of crowding out was not important 1in our

period, since consumption —and savings-— did not

change as a result of larger government
expenditures -—-lower taxes—, except through the
traditional keynesian mechanism of income
variations. only permanent dispo incoms had  an

important effect on consumption!’.

18 pased on M. Feldstein, ‘“Government Deficit an Aggregate Damand”, Jowirmal —of
More tary Eoonomics, jan, 1982, pp.1-20

19 e still have to work more on the empirical estimations of the consuaption function since the
R= are still very low, and the variables used for wealth are not significant. We should also try
year to year income, not only permanent, since Cuddington (1986), for example, found very important
transitory effects on consumption for the period 1950-85. See J.T.Cuddiagton, “Commodity Boonms,
Macroeconomic Stabilization and Trade Reform in Colombia” {mimeo), 1936
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The results of Table 4! seem to show that the last
type aof crawding out was not important in our
period, since consumptian —-and savings— did not
change as a result of larger government expenditures
-lower taxes—, except through the traditiocnal
keynesian mechanism aof income variations. Only

permanent dispossable income had an important effect on

caonsumption?'?,

What else could we say on the relation between Sg,
Sp, S¢f and 17?2. The results the regressians between
the variables just mentioned are really pocr. The
only significant correlation present is that ane
between private investment and the current account
aof the balance of pay ments, indicating that
investment was constrained by the availability of

fareign exchange in the periad.

18 paced on M. Feldstein, ‘“Government Deficit an Aggregate Damand”, Jourmal of
Monetary Economics, jan, 1982, pp.1-20

19 Yo still have to work more on the empirical estimations of the consuaption function sisce the
Rz are still very low, and the variables used for wealth are not significant. We should also try year
to year income, not only persanent, since Cuddington (1984), for example, found very isportant
transitory effects on consuaption for the periad 1950-B5. BSee J.T.Cuddington, °“Cossodity Booes,
Macroecongmic Stahilization and Tr.de Refors in Cnloabia® (mimec), 1986



TABLE 4

EFFECTS OF GOVERNMENT EXPENDITURE, TRANSFERS AND TAXES ON PRIVATE CONSUMPTION

PRIVATE CONSUKPTION

Vs
Constant Yd Yo 6 T TR 1 W2 K2 P2 adj.R2 D¥
(1) -10.92 0.91 -0.25 0.42  -0.09 0.20 0.72 2.00
(0.4) (1.0} 0.1) 0.6 (0.1)  (0.4)
0.9 0.4 0.9 0.3 0.9 0.7
2y -0.9 1.2 -0.3 0.4 0.0 0.1 -0.1 0.8 0.6 2.0
(0.0) (2.2 (0.5)  (0.6)  (0.0)  (0.4) (0.6)
1.0 0.0 0.6 0.6 1.0 0.7 0.6
(3) 122 1.3 -0.8 0.3 0.2 0.1 0.7 1.9
(0.2) (L.7)  (0.7) (0.4)  (0.3)  (0.D)
0.9 0.1 0.5 0.7 0.8 0.9
(4) 1.6 1.3 -0.8 0.3 0.2 0.0 0.0 0.7 0.¢& 2.0
(0.2) (2.3) (0.8) 0.4y  (0.4) {0.2) (0.2)
0.9 0.0 0.5 0.7 0.7 0.9 0.8
3y ~-15.4 0.9 -0.3 0.3 0.0 0.2 0.7 2.0
(0.1)  (0.8) 0.2)  (0.6)  (0.0) (0:4)
0.9 0.4 0.9 0.5 1.0 0.7
(6) -1.6 {1 -0.4 0.4 0.0 0.1 -0.1 0.8 0.6 2.1
(0.1) (2.1 (0:3)  (0.6)  (0.1) (0.5 (0.6)
0.9 ol 0.6 0.6 0.9 0.6 0.5
(N 9.8 1.2 -0.8 0.4 0.2 0.1 0.7 1.5
(0.1) (1.4)  (0.8)  (0.4)  (0.4) (0.2)
0.9 0.2 0.4 0.7 0.7 0.9
(8) 7-0 1.3 -0.8 0.3 0.2 0.1 0.0 0.8 0.6 2.0
(0.1) (2.5)  (0.9)  (0.4)  (0.3) (0.2)  (0.3)
0.9 0.0 0.4 0.7 0.7 0.8 0.8

{4» Proxy for Disposable Income -see below-

In. National Income

jo Total Governsent Expenditure. Includes Public Investaent. Includes Deparments and Municipalities
f+ Total Revenves. Includes non Tax revenues. It also includes Departeents and Mumicipalities

[Re Public Transfers.

I« First Proxy for Real Wealth. Wi=Public Doaestic Debt

42. Second Proxy for Wealth. W2=Public Domestic. Debt+Private Sector Deposits in the Central Rank

Sources. lable

Notes and Methodology.
Every variable is real-C$ of 1950- and per-capita. Also, it has been converted to an index with base 1935
All regressions were run using Instrusental Variables to aveid probless of sisultaneity



What else could we say on the relation betuween 3g,
Sp, Sf and i7. The results the regressions between
the variables just mentioned are really poor. The
only significant correlation present 1is that one
between private investment and the current account
of the balance of pay ments, indicating that
investment was constrained by the availability of

foreign exchange in the period.

We must conclude this Section saying that there are
no additional ‘“crowding out” effects which could
change the results of the previous Section on the
influence on deficits (and the external sector) on

production and growth.



IV. CORRECTING THE DEFICIT.

A. BUDGET LEGISLATION AND PROCEDURE®".

The colombian budget system in the period was based
in The original Kemmerer’s budget law of 1923, on
its revision (also by Kemmerer) of 1931, on several
changes but mainly those of 1945 and, finally, on
Decree No. 164 of january 24, 1350.

The two Kemmerer Missions tried to assure a
balanced budget: the executive, when submitting his
budget to Congress, must tie expenditures to

estimated revenues —-borrowing excluded-.

2 Bgased on L.Currie, The Rasis of a Development Program
For Colombia, IBRD, Jchn Haokine Press, 19511951, pp.267-270



It was clear in both reforms -1%23 and 1931- that a
balance budget should be assured. Accordingly, it
was provided that the Executive when submitting his
budget to Congress must hold expenditures within
the limits of estimated revenue, other than
borrowing. Throughout the following discussion, the
term "revenue" is defined to include tax vyield,
fees, proceeds from public enterprises, etc, but to
exclude borrowing. Only expenditures on public
services which were self-liquidating (in tne sense
of allowing a fee income sufficient to serSrvice
the debt incurred) were exempted from this rule.
Next, it was provided that revenues -—-except for new
sources— should be estimated to equal the average
vield fo the three preceding vears. this was to
prevent willful overestimation of vyield. In order
to prevent the budgetary balance from being upset
by congress, the law forbade congress to increase
expenditures above the proposed total without also
providing for new revenue. Congress was, however,
to be permitted to change expenditure items within
the limits of the proposed total. In order to
assure that the budgetary balance should not be
upset in the process of budget execution, the law
provided that the administration may not make
expenditures in ex cess of those provided in the

budget .



As may be expected, these over rigid rules were not
adhered to and had to be amended. Kemmerer’s
revision of 1931 aimed at introducing some
flexibility. The new law permitted the government
to make additional expenditures in excess of
appropriations if this appeared necessary while
Congress was not in session. Such additional
expenditures, however, were subiject to »the
limitations that new provisions for revenue must be
made at the same time. With unfortunate lack of
clarity the Act referred to the requirement for new
revenue as "nuevo ingreso" without making it clear

whether the term "ingreso"” was to include borrowing
or only revenues as defined above. While the former
interpretation came to be adopted, it is evident
that the narrow interpretation of revenue was
Kemmerers’'s intention in the 1931 aAct. It did not
in any way relax the basic requirement that the
Government should present a balanced budget.
Indeed, the 1923 provision that strictly self-
liquidating public works might be loan finances was

dropped in the 1331 law. Nor was there any

relaxation of the estimating formula.
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A further liberalization was introduced by the law
of 19244 which abandoned the rigid formula for yield
estimating. The government was was then free to
base estimates upon its appraisal of economic
conditions, as long as there was an adequate
explanation of the estimate. Congress, similarly,
assumed the right to revise such estimates.
Notwithstanding these adjustments, budget law and
practice remained highly unsatisfactory if budget
balances were going to be achieved. Notwithstanding
the seemingly clear and still applicable
requirement of the 1931 law that proposed
expenditures should not exceed estimated revenues,
the administration has consistently included
provision for loan finance as well as revenues the
budget proposal. Also, in contradiction to the
intent of the 1931 Act, the Executive showed an
increasing tendency to undertake additional (extra-
budgetary) expenditures on the basis of loan
finance. Much of this tendency to resort to
additional credit, in turn, may be traced to the
provision of the law which holds that congress may
shift expenditure items but not increase the total.
To circumvent this provision, Congress adopted the
practice of substituting non-essential expenditure
items for essential items propocsead by the
government. As a result, the government had to

undertake these essential expenditures, which had



been dropped from the budget, as the basis of
special credit. In recent vyears additional
expenditures of this kind rose to nearly 40X% of
appropriations, this resulting in a sever
distortion of the whole budgeting process. The
liberalization of the estimating procedure provided
for 1in the 1945 law also led to abuse on the part
cf Congress. Congress frequently raised yvield
estimates without justification, merely to permit
raising the overall level of appropriation within
the limitations imposed by the law.. Recently, the
general rule that the proposed budget must be

balanced has been dropped..

From that quotation from the Informe Currie, it was
clear that though Kemmerer tried to impose sever
restrictions on the budget, the rule was always
viclated ex—post. Fiscal Balance was the doctrine
21, but government expenditures were always
required. Rich people did not want to pay taxes and

chronic deficits were present®?

21 fstehan Jaramille, in his Tratachy. . or Public Fimarces (p. 10}, srites :En
la economia privada el individuo debe proponerse amoldar sus gastos a sus entradas; y en la econonia
public el Estado debe, por lo general, acomodar las entradas del Tesors a los gastos mecesariss. ....
ut balance is always the rule. See £. Jaramillo, Tratadln oo Haciends Piblica, 4th
ed.

22 0n the history of colombian taxes and revenues see M. Deas, “The Fiscal Probless of
Nineteenth-Century Colombia”, Juwirral of Latin Americarn Studies, 18, 2, pp.287
328 and J. Bernal, “Las Finanzas dal Sector Pjublico Central en los Ajnos Veinte y Treinta en
Colombia®, (Irowrirrtura Focwrdmi coa, jine, 199



B. CORRECTING THE DEFICIT

In the final chapter of his book on the period
1919-193% A.Lewis considers that economic policy
was completely inefficient in the United States and
England. whaf must be explained, the author argues,
is how the capitalist system stagnated for more
than 10 vears -until the end of the Second World

War—- despite the huge fiscal deficits observed.

C_.Brown (19) showed that the deficits observed were
due not to expansionary economic policy but to
antomatic forces operating in the economy. In
particular, if taxes responded to income, as they
did, and income was decreasing abruptly, it was
only logical to expect automatic deficits during
depression vears. Taking that factor on account,
Brown showed that, instead of being expansionary,
economic policies were contractionary during the
depression?. The alternative proposed by Brown was
to evaluate the change 1in the budget surplus
(deficits) occurring at an income level

corresponding to full employment.

23 See A.Blinder and R.Solow, "Analytical Foundations of Fiscal Policy®, in Blinder et.al, The
Eoonomics of Public Finarces, Washington, The Brookings Institution, 1974



Sometimes, and that is our case in this Section, uwe

are interested in the discretionary policy followed

by the government, and not in the fiscal deficit
(superavit) as such, a combination of discretionary
ard  automatic elements. We regquire some of deciding
whether a given fiscal <change 1is exerting an
expansiocnary or contractionary influence and
whether such influence can be categorized as strong

or weak.
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The results presentec in T
and 4 pretend to through light on the difficult
issue of fiscal stance. Table 5 presents a first
approximation to revenues and expenditures
elasticities using data for the 25 vyears of the
period. Works done elsewhere on this issue are much
more sophisticated. on the one hand, they try to
measure "high employment" income starting from a
measure of unemployment and of the unemployment
rate which will correspond to the high employment
level estimated. Second, on measuring elasticities
many studies work with complete and sophisticated

models for the whole economy?.

Tne 1irst vvuiumns of Table 5 bring long run
elasticities for government expenditures, both
current and investment. We also included (G2) an
estimate for the long run elasticities for the
national government —includes departments and
municipalities— which basically tries to correct

the data for the departments and municipalities?.

25 OFCD calculates long run elasticities from the INTERLINK model with its separate sub-nodels
for the different countries. Other studies on tax elasticities require much more information than what
was available for our pericd.

26 The problem with the data for the departments and asunicipalities, both for government
expenditures and revenues, is that they are budget data, nmeaning that "gastos™ and "ingresos”
extraordinarios are not included. It is clear from the data on the central governsent that those
extraordinary expenditures and taxes were very important, mainly in the years of the depression of
the 30s. Thus G2 and T2 in Table 5 assume that the relation between ordinary and extraordinary
expenditures and taxes is similar for the central government and for the departments and
minicipalities.
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GRAPH 4
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Long run income elasticity of expenditure
oscillates between 0.3 and 0.5 for national
expenditures, though figures are much higher for
the central government. The results on taxes also
seem relatively plausible, oscillating between 0.7
and 1. However this aggregate figure is the
combination of a very high income elasticity for
income —-direct in general- taxes and a low income

elasticity for indirect taxes.

Using those elasticities we estimated the high

employment deficits or superavits presented in Graph

3. The two Graphs on the left present a comparison
between both estimates. The other two Graphs also
corrects for inflation and the devaluation of the

real exchange vate.
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Since figures for the <central government are much
more reliable than for the aggregate, we should
start with the lower side of the two graphs on the
left. The results indicate, basically, that most of
the wvariations observed in the deficits(-) or
superavits (+) were due to automatic movements of G
and T. In fact, if income would have been stable
all the time, deficits would have been
substantially lower than observed, which agrees
with what we Jjust said in the sense that fiscal
balance was the goal of most policy makers of the
period. Oscillations in the budget were not so much
due to fiscal policy as to muvements in aggregate

income.

There is a seconq important point related with our
initial results on the subject. If we construct an
index with the relation between DhC and DaC?. uee
will get very different results from other authors

with important contributions in the atrea.

Ocampo, for example, considers that there were
three sub-periods in the years of the Depression in
Colombia. An initial period which he «calls of
orthodox management, previous to 19231; an heterodox

period following that vyear.

27 (DaC/DhC) it will be large when a truly expansionary policy was folloued.
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Ouy results, however, indicate that the large
deficits observed after 1231 were mainly due to the

cycle. From the ration (DaC/DhC)} we could say:

-they were only two short periods for which
economic policy was not <closely associated with a
balanced "high employment” budget: 1927-1922 (very
expansionary), and 1945-46 (very contractionist).
Actual —-observed- deficits and superavits were more
associated with automatic movements during the

cycle that with anvything else.

—-The pattern observed is just opposite tc what
Ocampo describes. From an expansionary policy in

l Ex

)

27-25 we go into more and more restrictive

[u)

policies vear by veavr starting in 1230. If there

was any compensatory policy it was followed in

~There 1is no important change in policies in 1232,
and that invalidates both Ocampo’s comments on the
subject but also Urrutia’s who considers that the
War with Peru meant keynesianism before Keynes in

our country.



-The figures for the consolidated or national
government do not present the large differences ue
observed in the case of the central government and
that is something we have to analyze deeper in the

near future.

Graph 4 brings together the observed deficit (Da),
and the corrected deficits: (Dhpe) and {(Dape) now
including corrections for high employment, prices
and exchange rate. The Graph in the top includes
Departments and Municipalities, the Graph in the

bottom is only for the Central Government.

—our new results confirm the previous ones in the
sense that the corrected deficits were much lower
than the  observed ones, and that the most
expansionary policies were followed during the 20s,

not during the 30s as an antyciclical mechanism.
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