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and economic stability. At the end of the 1990s these events proved too much of a
burden for the country — with the consequence that economic performance suffered the
first negative growth in 70 years (see figure 12).

Nonetheless, the country has found new political alternatives to restore the people’s
confidence, and has regained momentum in its economic activity. However, big
challenges have piled up for the future. Within a real GDP growth range above 4 per
cent, the country, broadly speaking, is economically and fiscally viable. At a real GDP
growth rate below 3 per cent, it enters the ‘twilight zone’, where many negative
dynamics conspire against economic and fiscal stability. This is why international crises
like the one unfolding since 2008 pose considerable challenges for these type of
economies. Finally, social demands need to be met for both the poor and working
classes, in order to avoid the events that occurred in Venezuela, Bolivia and Ecuador in
the last decade — whereby middle- class income and wealth were slowly eroded and
extreme political alternatives gained the favor of the voters.

Anna Karenina in the tropics

In the last decade there has been a debate on the fundamental determinants of long-run
growth. At least four intellectual trends have fought for supremacy. The first, which has
been championed by Nobel Prize-winning economist Robert Lucas?!, supports the
primacy of technological diffusion, learning-by-doing and international catch-up. This
version gives paramount importance to technological progress and its diffusion across
borders.”? A second stream of literature defends the primacy of typically capitalistic
institutions, like the rule of law, the enforcement of property rights, restrictions on
excessive executive power and the pre-eminence of a system of checks and balances
that promotes entrepreneurship and risk-taking.”® A third branch of academic literature
stresses geography as the key determinant of long-run growth, via the influence of
initial endowments of natural resources, climate and diseases, and environmental
challenges faced by countries and continents (which would, for instance, greatly
differentiate the Eurasian area from Africa and Latin America).?* Finally, a fourth group
of researchers emphasize trade and economic integration.?

Rodrik and his colleagues empirically evaluated the merits of three of these four
approaches. Their conclusion was that ‘institutions rule’ and are basically the crucial
determinant of long-run growth.?® Personally, | consider that the critical issue is not
which of the determinants of long-run growth dominates the other, but how each of
them could deter economic progress at different moments in time. Indeed, in different
historical circumstances the ‘binding constraint’ of growth could shift among these four
alternatives. The form in which the four ‘deep determinants’ of long-run development
exchange their supremacy across time would determine a nation’s advance or
stagnation. A constructive way of thinking about their interplay comes from Jared
Diamond, who proposes what he calls the ‘Anna Karenina Principle’®’. This dictum
revolves around circumstances in which several conditions have to be met

*! Lucas 2002

2 See also Mokyr

2 see North 1990; Acemoglu et al. 2001
** see Sachs 2001; Diamond 1997

% Frankel and Romer 1999

*® Rodrik et al. 2004

%’ Diamond 1997
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simultaneously.”® In the current context, the principle would be: ‘Prosperous nations are
all alike, while every non-prosperous country is non-prosperous in its own way’. I think
this is a constructive way of considering the discussion about the four determinants of
long-run growth surveyed above.

Analyzing some of the facts of Colombian history, the ‘Anna Karenina method” would
lead us to evaluate which of the four indispensable conditions of growth — technological
diffusion, capitalistic institutions (including an effective, viable political system),
overcoming geographical challenges, and openness to trade — were not met at different
moments in time. Table 2 is an attempt to identify the periods in which each of those
constraints could have been in place as the most important obstacle to growth. In other
words, the table presents a narrative of non-prosperity in Colombia.

Table 2: Constraints to long-term growth in Colombia, 1830-2006
Unmet condition Period Why it constrained growth and its
reform
Capitalistic institutions 1830-1900  Endless fighting stopped owing to power-
sharing reforms in 1905-1910
Geographic challenges 1830-1920  Scant infrastructure kept regions isolated
from each other and from the world; key
events for overcoming this:
Railroads between 1880 and 1930
Airplane communication after 1920
Cable communication after 1915
Roads network after 1920
Technological diffusion 1830-1920  Coffee exports allowed imports of capital

goods after 1920
Openness to trade 1930-1965 Import-substitution industrialization
1976-1991 imposed high and cumbersome tariff
system

Imposition of import restrictions for
combating inflation ended a period of

openness
Technological diffusion 1930-1965 Endemic shortage of foreign exchange
1950-2008 impeded imports of capital goods

Multinationals came to Colombia to
supply domestic market and not to export.
Low production scale and technological
sophistication

%8 The first sentence of the novel Anna Karenina by Leon Tolstoy is ‘Happy families are all alike; every
unhappy family is unhappy in its own way.” Diamond 1997 (p.157) uses it to explain the domestication of
big mammals: ‘Domesticable animals are all alike; every undomesticable animal is undomesticable in its
own way.’
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Period

1950-
1966

1966-
1976

1976-
1981

1982-
1986

Commercial Policy

Import-substitution
industrialisation: reduced
exposure to fluctuations
in primary commodity
prices via increased
industrialisation.

Export promotion: a
change of regime in
Latin America first
implemented by
Colombia.

Unilateral and regional
integration measures that
sought to develop
industry through
exchange rate incentives
and a combination of tax
discounts, tax returns and
credit facilities. A tax
rebate scheme, Plan
Vallejo, was one of the
primary measures

A substantial coffee price
boom and an increase in
petro-dollar capital flows
slowed the export
diversification process
and encouraged imports.

The Latin American debt
crisis did not affect
Colombia as much as
other countries due to
lower levels of external
debt. However a severe
balance of payments
crisis developed, and was
confronted with tighter
trade barriers, including a
counter trade scheme.

Exchange Rate
Regime
Fixed exchange rate
with drastic discrete
devaluations.

Crawling peg exchange
rate scheme - a system
of frequent mini-
devaluations aimed at
maintaining real
exchange rate
competitiveness and
thus promoting exports
(Decree Law 444,
1967). The central bank
was granted a foreign
exchange monopoly.

Mini-devaluations
decelerated and a real
appreciation took place
which affected trade.

In 1985 a significant
devaluation was sought
to confront the balance
of payments crisis. The
policy was successful in
balancing external
accounts.

The peso depreciated
by 50% in one year
without any major
change in the rate of
inflation.

29

Appendix: Timeline of economic policies in Colombia, 1950-2008

Table Al: Timeline of economic policies in Colombia, 1950-2008

Monetary and

Fiscal Stance
Economic reforms
aimed at maintaining
one digit inflation
and reducing
unemployment and
government
expenses.
Inflation rose from
one digit levels
before April 1971 to
more than 20% at
March 1973.
Inflation fluctuated
between 20% and
30% over the next
25 years - an
extraordinary case of
the stability of a
moderately high
inflation rate.

A significant
increase in Public
expenditure,
principally in the
mining and power
generation sectors. A
fiscal imbalance was
created.

Financial sector
regulation reforms
were introduced —
deposit insurance,
establishment of a
guarantee fund and
re-privatisation of
nationalised banks.
Colombia is the only
major Latin
American country
which did not have
to reschedule its
external debt during



the debt crisis.

Table Al: Timeline of economic policies in Colombia, 1950-2008 (continued)

Period

1986-
1990

1991-
1994

1995-
1998

1999-
2008

Commercial Policy

A trade liberalisation
process began. Trade
levels benefited from a
coffee, coal and oil
export boom — as well as
that of illegal exports.

Internationalisation - the
reduction and elimination
of non-trade barriers and
export subsidies.
Average tariffs*® and
tariff dispersion were
lowered, several regional
integration agreements
were signed (most
importantly the G-3
agreement with
Venezuela and Mexico)
and foreign investment
was liberalised.

As with all emerging
economies, Colombia
received important
capital inflows. Short
term capital inflow
controls were enacted.
Substantial increase in oil
exports.

Imports decreased
significantly, while
exports were enhanced

Exchange Rate
Regime

The crawling peg
scheme was aimed at
maintaining
competitiveness along
the lines of Purchasing
Power Parity (PPP)
with a basket of foreign
currencies.

Adoption of an
exchange rate band
regime, whose slope

was set along PPP lines.

However, there was a
real appreciation which
triggered imports of
consumer goods.

Exchange rate
turbulence triggered by
a contagion of the
international crisis in
the emerging markets,
as well as political and
monetary policy
factors.

Introduction of a
Flexible Exchange Rate
regime.

Monetary and

Fiscal Stance
Fiscal reform is
passed. Fiscal
adjustment is
focussed on cutting
public investment,
increasing Central
Government
revenue29 and
reducing the Central
Government deficit
significantly.
Market-oriented
financial sector
reform:
simplification of
foreign capital entry
and exit regulations,
adoption of an
almost universal
banking scheme,
reduction of
intermediation taxes,
tighter regulation, re-
privatisation of
financial institutions.
New Central Bank
Law provided
greater autonomy to
monetary authorities.

Inflation targeting
adopted. Increase in
capital inflows.
Excessive fiscal
expenditure and
borrowing.

Adjustment program
with IMF. Pension
and regional

% This was achieved principally via the 1983 tax reform, which imposed VAT on most goods.
** These fell from 34% in 1990 to 12% in 1991.
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by an increase in oil price transfers reforms.

levels. Free trade with Plan Colombia and

Venezuela became Seguridad

critical for manufacture Democratica

sales. increased the
Defense budget.
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Table A2: Leadership, catalysts and constraints in three phases of Colombian economic development

Phase

Content of reform

Leadership

Catalysts

Constraints

1966-1981

The mid-1960s saw the
introduction of a new model,
which promoted exports, but
maintained the distortionary
regulations and lobbyism of
import-substitution.

Urban areas grew, the domestic
markets increased and a new
working class developed.

The government encouraged
currency stability through mini-
devaluations, and the financial
system developed, providing
better conditions for savings and
credits.

The President and the
Coffee Growers Federation
led the reforms and
economic policy design,
thereby ensuring that the
coffee growers benefited
from the changes made.

Import-substitution failed
because firms in the cities
were located far away from
ports; prices of imported
inputs increased; small plants
constrained the exploitation
of economies of scale; low
exposure to international
competition technological
advance; and poor education
system. At the same time,
there was a dilemma between
an agrarian reform aimed at
distributing land to peasants,
and emigration flows to
urban areas attracted by
higher productivity and
employment opportunities.
There were three significant
devaluations in 1963, 1966
and 1968.

Coffee exporters resisted
through the National
Federation of Coffee
Growers lobbyism aimed
at avoiding nominal
appreciation. Powerful
urban industrial
confederations also played
an important role in
maintaining the
burdensome import-
substitution regulation that
distorted prices and
quantities (quotas, directed
credit). The central bank
distorted quantities via
money creation for
specific sectors.
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Table A2: Leadership, catalysts and constraints in three phases of Colombian economic development (continued)

Phase Content of reform Leadership Catalyst Constraints

1982-1995 Opening up of the economy. Reforms were led by the  In the mid-1980s, the Latin The housing market boom
Capital controls were relaxed. President, partly inspired  American debt crisis closed created a strong confederation
Significant oil wells were by the Washington access to external funds and of mortgage financial
discovered. A new constitution Consensus. Accordingto  the government lost control of institutions which resisted
was written, which created a new  Steiner and Edwards its fiscal accounts. financial sector reforms.
system of regional transfers that (2008), multilateral Dependence on natural
decentralized public expenditure.  corporations played a key resources for attracting foreign
There were pension, labor and role. investment. Worsening of
financial reforms. The central violence and conflict situation.
bank gained independence.

1996-2008 The economy was opened still The reforms were led by ~ The first half of the 1990s The biggest constraint during

further. Oil and manufactured and
agribusiness exports increased.
An adjustment programme with
the IMF led to fiscal and financial
reform. Plan Colombia (a US
backed security strategy) and
Uribe’s Seguridad Democratica
increased the defense budget. The
conflict’s intensity decreased and
the government recovered an
important part of the national
territory. Pension, labour, tax and
regional transfers reforms were
enacted.

presidents Pastrana
(1998-2002) and Uribe
(2002-present). During
this period the consensus
for fiscal discipline and
structural reforms
regained importance. This
gave technocrats a key
role, especially in the
Finance, Economic
Planning and Defense
ministries.

were years of financial
largesse for households, firms
and the government. By 1996
it became clear that the
indebtedness levels were too
high; there was a real state
price bubble, mortgages
hiked; the peso became
unsustainably strong; and
government’s deficit widened.

this period was low growth,
accompanied by high
unemployment. At the same
time, the armed conflict
threatened the financial and
security situation. Business
associations inhibited the scope
of tax reforms. The unions did
the same with labor and
pension reforms; and mayors
and governors with regional
transfers reform.
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