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3. COLOMBIA
A. INTRODUCTORY NOTE

This study covercuthe period from/197i to 1973 inciasiveo

The period étarts in 1971 becaase that year marked a spurt in the
1nflat10nary process, after several years 1n whlch pr1ce movements had
been moderate. For the same reason, from that date onwards the governmen:
author1t1es attached 1ncreas1ng prlorlty to the 1mplementat10n of a
large group of stablllzatlon measurese _

In 1972 and 1973, 1nflat10n accelerated ow1ng to the effects on
demand and prices of the rapld expan31on of the external sector, which
necessitated the adoptlon of new measures aimed at m1t1gat1ng the
growing inflationary pressures.that were making themselves felt.

It was not considered advisable to extend 'the coverage of the study
to include 1974, because the change in the administration which took-
place in the middle of the year and a significant modification of the
country's external situation led to the introduction of important
changes in the anti-inflationary policy in force. Thus, the inclusion
of developments in 1974 would.have affected the unified approach to the
study and it would have been -necessary to rectify the analytical method

used.
B. MAIN FEATURES OF THE TREND OF THE. COLOMBIAN EGONOMY

During the period 1971-1973, Colombia's economy was marked by the
. simultaneous appearance of a number of significant external and internal
factors of a general naturé, which were:largely\respona@ble for the
development descrlbed below° .

~ In the first place, and partlcularly in 1972 and 1973, tho country
was strongly affected" by the ‘demand and prlce levels der1v1ng from the

rapid and persistent expansion of the economy and of world trade.

3

/At the
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At the same time, and for a number of reasons that will be analysed
below, the country's productive system demonstrated a fair degree of
flexibility in its reaction torexternal ihcenfiveso

Secondly, the combination of two mutually complementary factors
was particularly important from the domestic standpoint. On the one
hand, the management of governmg#t functions throughout the period
under consideration was in the‘hahds of the same political administration.
On the other, a National Development Plan - generally know as '"The four
Strategies“é@/ - Was introduced which‘defined and‘gavevconsistency,to
the economic policy measures app;ieﬁ during thq three—year period.

The significance of these externai aﬁd‘internal factors cannot
be underestimated éihce it was thej fhatvgave the economic policy of

the period its relative unity, consistency,and,homogeneity°

-1l Growth trends

'

In the eafly“1970s, the Colombian'ecbhoﬁy g£éﬁ‘more rapidly
than during the period 1965-1970 and during the 1950s and 1960s in
general. The average growth fate of thé‘gfoss domestic p:odqct; for
example, was 6.5 per cent in 1970-1973 - and over 7 per cent in
1972-1973 - compared with 5.8 per cent in 1965-1970 (see table 1).
ECLA estimates indicate that, between 1970 and 1973, Colombia's
per capita gross domestic product rose from about 509 dollars to
559 dollars (at constant 1970 prices).33/ This growth rate
(3.2 per cent per year) is about BO.per.cent higher than that of the
period 1965~1970 and twice that of the 1960s; it therefore represents

a substantial change in the country's rate of economic expansion.

}g/ These four strategies relate to: (a) urban development and housing;
(b) rural incomes and agricultural productivity; (c) exports:
(a) distribution of income.

Lo

33/ During the same»period,Athg average per capita gross domestic
product for Latin Amebrica as a whole (19 countries) is estimated
to have risen from 639 to 717 dollars at 1970 prices.

/Table 1
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Table 1

COLGBIA: TOTAL SUPPLY AND DEMAND

(Millions of .pesos at 1970 prices)

Annual growth rate

' (percentages)
1970 . p - - : - - -

1965+ 1970- . N
1970 1973 ‘1.970 B 1971 1972 973
Total supply = - ©151 2304 0 643 0 546 Be2 “ 5.5 a6 6.8
Grogs domestic product : SO T ‘ R o
{at market prices) 1305908 .. 5.8 645 - 646 - 5.5 . . 6.8 73
Importé ’ 20 639|6 10.6 . -001 N 1807 . 501‘" -8_.6 303
Totel demand 151230k 643 56 B2 55 b6 68
Exports ' 18558 52 943 “2.5 5.0 134 945

Gross- domestie: . A ' '

investment 28 130.3 8.1 6.1 - 15.2 97 ~0+9 10.0
Gross fixed investment 25 850.3 9.0 . 6i2 131 . . 69 | 1.8 10,0
Total consumption 104 584,3 641 BB 8.6 hk 4.6 5¢5
Genera,l govewnent . 9 96156 - 609 * 3t8 : 1’4‘.0 ’ 2306» -114'06 518
Private o 62207 60 W9 8.0 2.4 700 S

Source: ECLA, on the basis of official:statistioss ...~

/At the
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At the same time, the growth of the population has shown little change,
remaining at about 3.2 per cent annually since the 1950s, = a fairly
high figure in Latin American termsoéﬁ/ At the end of 1973, the total
population of the country was about 24 million.

(a) Overall supply and demand

The table illustrating overall supply and demand shows that this
somewhat faster growth rate coincides with a fairly rapid expansion of
exports which, at constant prices, registered an annual average increase
of 9.3 per cent during the period 1970-1973, as opposed to 5.2 per cent
in 1965-1970." As will be.éeen below, theiexpdff figufes expressed in
dollars at current prices show more clearly the fundamental change that
took place~ffomil970 onwards.

Another striking feature of global demand was the increase in the
rate of investment from 1970 onwards. In terms of the gross do@estic
product, the fixed gross investment coefficient rose from“l?xpgr ceht
in. 1965 to 19.6 per cent in 1971-1973; capital formation, howeQer@v
continued to be below the level of the first bart of the 19605,‘When
the coefficient was close to 20 per cent (sce table 2).35/ loreover,
this increase bears no relation to the increase in total public
investment during the same period; according‘to the éaléulétibns'of
the World Bank, #he coefficieﬁt for fhe latter rése from under 7 per cent
of‘the gross domestic product in 1965 to approximately 12 per cent
during the three years 1971-1973.36/ T S

3h./ It should be noted that the targets set in the International
Developricnt Strategy for the variables referred to are: about
3.5 per cent annually for the gross per capita product and at
least 6 per cent annually for the overall product, allowing for
an annual demographic growth rate of 2.5 per cent. Consequently,
the figures for Colombia during the period 1971-1973 are close to
the established targets,’ save ‘in respect of the increase in
population. -

35/  See ECLA, Tendencias y estructuras de la economia de Colombia en
el Gltimo decenio (E/CN.12/915), 8 September 1971, pp. 21 and 22.

2§/ IBRD, Economic position_and prospects of Colombia, Report No.
‘ 138~c0 (15 May 1973), page 17.

/Table 2
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Table 2
COLOMBIA: STRUCTURE OF TOTAL SUPPLY AND DEMAND

(Peroeﬁt_g.g‘ es)

Average o Averege’
1965 1969~ 1970 , 1973 . . 1971~
Total supply 11246 Cas0 1158 123.0 114.0
Grosé domestic prbduct‘ v 7 ) v
(at market prices) : 1 100.0° 10040 100.0 100,40 100.0
Imports . : 1246 15,0 . . 15,8 . - 1340 o 140
Total demand 11246 115.0 . 115.8 11340 - 114.0
Exports 146 o 148 - e A2 T 1543 14,8
Gross domestic investment 192 208 25 2143 21.5
Gross fixed investment * * 17,0 19.3 190 1946 15.6
Totel consumpsion . - . 7848 , 7948 - .- 8041 <7 76l R /XY
General government 72 74 76 7 77

Private 71.6 7240 © 7245 6943 70.0

Source: ECLA, on the basis of official statistics.

/Total consumption
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Total consumption and its components fluctuated during the period
1971-1973, as a result of which their average growth rates, and
especially that of consumption of the general government, were lower
than in 1965-1970. '

(b) The sectoral structure of the product and employment

An analysis of the sectbral strﬁctﬁré”of fhébgross domestic
product during 1971-1973 shows that the acceleration of the overall
growth rate coincided with, and was a consequence of, the fairly balanced
development of the various productive sectors, with the sole exception
of mining and quarrying whose share of the product declined.
Consequently, although sectoral growth rates varied, given the increase
in the overall product they were for the most part more or less
consistent with the development requirements of a country such as
Colombia (see tables 3 and 4). ‘

The contribution of the agricultural-sector to the gross domestic
product increased somewhat more slowly in 1970-1973 than in 1965=-1970.
Nevertheless, the average growth rate for the last three years
(4.3 per cent) was greater than the target set in the International
Development Strategy and even compared favourably with the sector's
usual rate of development in Latin American countries. Although it
declined, the share of agriculture in the gross domestic product in
1971-1973 was still fairly high (27.8 per cent).

In 1970-1973, the manufacturing sector was more dynamic and stable
than in the period 1965=1970 (an annual growth rate of 9.2 per cent
in the former period compared with 6.4 per cent in the latter). As a
result; the industrial growth rate in the last three years was higher

than the 8 per cent minimum target set in the Strategy.37/

37/ Unfortunately, no industrial production indexes providing greater
- details regarding the growth of Colombia's manufacturing sector,
particularly construction, are available in the country. However,
some partial indicators show that, between 1970 and 1973, the
consumption of electrical energy for industrial purposes rose by
15 per cent annually while the production of cement went up by
5 per cent annually and that of sugar by 7 per cent. (Source: DANE).

/Table 3
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Table 3

COLGMBIA: GROSS DOMESTIC PROUCT BY SECTCR OF ECONOMIC ACTIVITY

(Milliens of pesos at 1970 prices)

Aanual growth rate {peroentages)

70 ;ggf’ 1;?‘ 1970 1971 1972 1973

Agrioulture 34 880.5 48 U3 543 245 545 .8
Mining ' 2 U457.7 1.5 49 -25 46 -640 o2
lanufeoturing 20 976;7 ) 9e2 847 749 10.0 9.8
Cons trustion 6 281.i 12.3 6.6 349 741 1.8 11.1
Subtotal goods' 6l 526.6 5,8 A 5.8 5.9 bt 6e2 6.9
Eleotriolty, ges and vater 17879 85 . 125 101 100 137 139
Transport and communications 8 861.1 646 6u7 10,8 balt 703 645
Subtotal basic services : 10 669.0 69 12 10.7 2.0 8alt 2.8
Commerce and finance 20 521,42 646 8.7 7.1 743 9.1 946
Ownership of dwellings 6 88649 5.8 6.3 5e3 7e1 569 640
Government 8 283.5 heg - 5.6 945 6.8 4e2 5.8
Other services 9 069,7 L 743 6.0 Tt 79 6s7
Subtotal other services W 76103 5.8 7s5 750 722 1s5 78
T w006y B G5 &b B5 &8 7a2

Source: ECLA, on the basis of official statisties.

/Table 4
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Table 4

(Percentages)

Agriculture

Mining

Manufacturing

. Construction
Subtotal goods

Eleotrici"ty, gas and water

Transport ‘and oomxiuiilica.tions'

Subtoté.l basic services

Commerce and finance
Ovmership of dwellings
Government
Other services

Subtotal other services

Total

_ Average Average
1965 1966~ 1970 1973 1971~
1970 1973

0l e g9y 29.1 72 27.8
2.5 2.2 240 1.5 1.6
16.9 T 12 17.5 18.8 18.4
3¢9 5.1 5e2 542 542
143 S L4 1.5 1.8 1.7
70 702 7.4 74 745
164 - 16,8 ¢ 1741 18.1 17.8
567 5.8+ 57 5¢7 " 5.8
702 69 6.9 67 648
C8o gy 746 747 747
100,0 100.0 - - - * 100,0 -100.0 . 200.0

Source: ECLA, on”the basis of

officlal statistics, - -

/As already
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As already pointed out, a notable feature of the trend of the
other sectors producing goods and baslc serv1ces durlng the period
vl970-1973 was the absolute decline 1n the contrlbutlon of mlnlng and
quarrylng to the gross domestlc product, owing mainly to a drop in the
proouctlon of c¢crude petroleum from 1971 onwards= Moreover, the growth
rate of construction was unsatlsfactory compared with that of l965—l970r
‘especlally conslderlng the emphasls placed on its prom0u10n in tne
Natlonal DevelOpment Plan. Only in 1973 was there any real slgns of
" revival. F1nally, the two basic services sectors (electrlclty, gas,
water and san1tary serv1ces, and transport and communlcatlons) expanded
.more rapldly in 1970—1973 than in l965—l970°

‘With regard to the services sectors, the rate of expanslon was in
every case greater in 1970-1973 .than in:the previous period. Altogether.
their share of the gross domestic product rose from 2%7.2 per cent in
1966-1970 to 38.1 per cent in 1971-1973.

Seen from the standpoint‘of.employment of the labour force, there
are other structural characteristics of the sectoral composition of
the product that should be taken into account.

In the first place, although more:or less recent information on
the‘countrj's employment situation is fairly scarce, unemployment would
seem to be a serious problem. It should be.borne.in mind that the
average rate of visible urban unemployment at the end of the -1960s was
reckoned tonbe around 10 per cent, and in general even higher in, the
larger cities of Colombia, .excluding Bogoti. This situation would.
not appear to have 1mproved or changed to any great extent during .the
period 197l~l973 38/ The fundamental reason for this trend towards
unemployment is that the urban labour force is increasing by over
5 per cent annually, and is obviously not all being absorbed ‘into new
employment opportunities in the cities. v

Secondly, and” related to the prev1ous polnt the proportion of the
J?populatlon employed in agrlculture contlnued to. decllne,falrly
urap1dly (from 42 per cent of the total in 1969 to about 38 per cent in

38/ . Seée ILO, Hac1a el pleno empleo, un programa para Colombia (Geneva.
’ k 1970) ECLA, OEocltn’ ppo 29-32. and ‘Ilorld Bank’ OE.Cito, pnso

/1973);
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1973);2/ in fact, the absolute number of agricultural workers

remained at virtually the same level or increased only very slightly.
At the same time, considering the moderate increase in their share of
the gross domestic product and certain figures for their capacity to
absorb employment during the 19605,59/ the industrial sectors and
sectors providing basic services are unlikely to have increased their
relative share of total employment to any extenteﬁi/ The combination
of these two factors led, on the one hand, to the appearance of serious
employment problems in ourban areas, and, on the other, to an increasing
need for new employment opportunities in the services sectors, thereby

emphasizing a trend which was already very much apparent in the 1960s.

2. The external seétor

The main features of the external sector during the period
1971-1973 were as follows. In the first place, the combined effect of
interngl and external factors, including the constant use of policy
measures, brought about a substantial expansion and diversification
of exports of goods; although there was in any case an increase in the
unit value of exports‘(as much as 39 per cent between 1971 and 1973)
there was also a substantial increase in the volume exported.

- Secondly, the value of imports. at current prices was on average
43 per cent higher during the three-year period than in 1966~1970,
owing mainly to the application of rather liberal importation policies
in 1971 and 1973. Because of the constant and increasing upward trend
o the unit value of impgrts, however, the comparable increase at constant

prices was 20 per cent.

39/ Estimatos based on information siupplied by DANE.
4o/ See ECLA, op.cit., pp. 12-16
%1/  According to the Plan of the Four Strategies, the genera®ion of

new employment opportunities should result from the rapid growth of

construction and minor (non~traditional) exports. In the first
case, the point has already been made that there was only any real
increase in the sector's activity in 1973; as regards exports,
the development of this sector will be examined below, although
no data are available on its impact on employment.

/Third, the
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Third, the considerable improvement between 1971 and 1973 in the
goods trade balance was mainly responsible for ‘the reduction in the
balance-of-payment deficit on current account, which dropped from
449 million dollars to 57 million dollars.

Fourth, together with this sharp drop in the deficit on current
account « and for accounting purposes, therefore, the lesser,peqd for
transfers of external savings to the country ~ the country's external
financing policy enabled about 360 million dollars per year of medium
and long-term non-compensatory external loans to be used durlng the
three~year period under conslderatlona ’ ’ "

Finally, the comblnatlon of thls trend in the def1c1t on current
account and of the use of external loans enabled the country's gross
foreign exchange reserves to rise from about 200 million dollars at the

‘end of 1971 to over 530 million dollars at the end of 1973 (see table
54 6 and 7). ,

A further factor of a general nature that affected the external
sector was the exchange system that was applied during the period.
Following the policy introduced in 1967, a pr1nc1pal or un1f1ed exchange
rate valid for the various forelgn trade operatlons was applled
throughout the period 1971=1973%. At the same tlme, the unlfled rate
of exchange was subject to moderate and perlodlc devaluatlons (mlnl—
devaluations) which made it possible to keep the real value of the dollar
fairly constant in terms of Colombian pesos, allowance being made of
course for domestic inflation in the United States. Table 8 shows
that, between 1969 and 1973, the real value of the dollar in pesos did
not vary by more than 5 per cent.

An exéeption to this general rule was the existence of two
special rates. One of these was used for exports of coffee and the
other for the payment of purchases of crude petroleum for refining in
the country.

The rate of exchange for coffee was also subject to
mini-devaluations but throughout the period it stood at 80 per cent of
the principzl rate in peso terms. In other words, exports of coffee

were subject to a proportional tax of 20 per cent.
Tahle/5
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Table 5

COLOMBIA: TREND CF EXPORTS AND IMPORTS (F GOODS

Average Average
1966w 1970 1971 1972 1973 1971~
1970 1973
1. Exports of goods (FOB, in '
millions of dellars) 63242 78840 75540 95846 1 33441 1 015.9
2¢ Exports of goods (in millions of v
dollars, 1970=100) 80.2 10040 95,8 12146 16943 12849
3¢ Unit value index of exports of
goods (1970=100) 8548 100,0 /9040 980 12540 1043
L Constant value index of experts
of goods (2:3x100) (1970=100) 9345 100.0 106.4 12441 13544 12260
5e¢ Imports of goods (FC(B, in
millions of dollars) 63346 80240 878.0 81341 1 02249 9047
6e Imports of goods (in millions of
dollars, 1970=100) 9940 100,0 10945 1014 12745 11248
7+ Unit value index of imports of o
goods {1970=100) 9640 10040 1040 11040 13040 11447
84 Constant value index of imperts . ‘
of goods (6¢7x100) (1970=100) : 8243 10040 105.3 9242 58,1 9845

Source: ECLA, on the basis of officlal statistilcs.

/Table 6
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Table 6

COLOBIA: BALANCE OF PAYMENTS

(Millions of dollars)

-

Current account
Exports of goods and services
Goods FOB
Services .
Imports of goods and services
Goods FOB
Services
Net external investment: income
Profits
Interests
Net private transfer payment
Balanoe on current aoccount

Capital account
" Net ‘external finanding (a+b¥s+d+e)
a) Net éxternal non-oompensatory
capital
Direct investment
Long- and medium~term loans
Amortization payments
Short-term liabilities
Ofioial transfer payments
b) Domestic non-oompensatory
capltel or assets
¢) Errors and omissions
d) Allocation of SDRs
o) Net compensatory financing
(inorease -)

[ —

Average a ‘ Average
1966~ igro 171" 1972 1973 1971~
1970 1973

80646 - 1000,0  984.0 1 198.4 1626.0 -1 269.5

632.2 788.0 75540 95846 1 334.1 .1 015.9
1744 212.0 122940 239.8 29149 253.6
903.4 1 149,0 1 260.0 1 216.8 1 487.1 1 321.3
63346 80240 878.0 813.1 1 022.9 90k.7
269.8 347.0 382.0 4o3.7 L6k, 2 46,5
~125,6. °  <180.0 - <1760 ~197.7 -207 o1t ~193.7
=5546 ~91.0 <71.0 ~6945 6745 ~69.3
~70.0 ~89.0 -105.0 ~128.2 . . «139.9 -1ak.h
1.0 ~1.0 3.0 10.9 . 1240 8.6

- -2214 ~330.0  =l49.0, 2052 ~5645 -236.9

Togi M T T 35040 uﬁ9;6‘ 265;2 T 5645 236.9
266.8 Los5.0 383.0 28142 1935 285.9
45,8 43,0 43.0 184 264 29.3
225.4 308,0 290.0 20,2 369.1 35940

~90,6 12140 ~1hl,0 ~165.0 ~16243 =157.1
5948 13840 163.0 -16.3 -6743 26.5
26.4 3740 31.0 2349 2746 27.5
~946 ~3640 -12.0 ~2349 ~3947 =25.2
~5.4 -18,0 5540 83.6 3845 55.0

4,0 21.0 17.0 18.5 0.0 11.8
~34.6 ~42.0 6.0 ~15k,2 ~135.8 -94.7

Source: ECLA, on the basis of official statistics.
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Table 7

COLMMBIA: FOREIGN EXCHANGE RESERVES

(i4llions of dollars at current prices)

1) Totel foreign exchange
reserves at the end
of the period

2) Imports of goods and
.services .

3) Imports of goods and
gervices (monthly
average) )

4) Number of months of
imports financed out
of forelgn exchange
reserves

1567 1968 1969 1970

1971 1972

1973

1965 1966

96 % 83 173 221 206 1203 325 534

655 - 867 66 866 939 119 1260 12063 1 541.6
5helt 7243 58,0 72,2 78.3 95.8 105,0 100,5 12845
1.8 1.1 1.4 2.4 2.8 242 19 342 Le2

Source: IMF, International Financial Statistics, September 1972 and Ausust 1974.

/Table &



- 217 -

Table 3§

COLQMBIA: TREND OF THE "REALY VALUE OF THE PRINCIPAL ENCHANGE RATE

(5)
(3) ) (1): (4)x100
(2) 1 21311: . ‘(_2):(3)5:_100 Trend o;‘
(1) Implioit dmﬁlat Ratio the "real
Principal deflator ' er th:’ " ‘between value of
exchange of the ° osa the the prin-
rate gross g:is 1 implicit oipal
Year (pesos domestis naz-o:: 4 deflators. . . exchange
' per product it‘ th of Coloz rate
dollar - of Colom Unit ; bia and (base
“annusl bia .Siat: “the United year,1970)
average) (1970 = a "Os" .States .. {pesos per
100) zo)— (1970 = dollar =
' 100) - " annual
average)
1969 17.37 9047 98 95.7 18.15
1970 18.50 ' 100.0 1000 100.0 18450
1971 20,02 111.6 10k.7 ' 10645 18.95
1972 2194 12640 107.9 116.8 18.78
1973 23469 155.1 118.7 1307 18.13

Source: Banco de la Repliblica of Colombia and Department of Commerce of the United States,

Statistical Abstract 1973.
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In the case of petroleum, a fixed rate of exchange was applied
which was not subJect to moderate and perlodlc devaluatlons. In the
middle of 1971 the rate was raised from 9 to 20 pesos per déllar
-~ similar to the principal rate - and remained at this level up to
and inCluding 197%. Consequently, the gap between the rate of 20 pesos
per dollar and the principal rate of exchange came progressively greater.

(a) Exports of goods

Uith regard to exports, the policy measures applied allowed for
separate treatment 6f coffee sales and minor or non-traditional exports,
In the case of coffee, the policy throughout the period under

consideration was designed to control the quantity of the product
produced and exported in view of its important role in the national
economy, the large share of Colombian exports in the international
coffee market, the movement of prices and the terms of the International
Coffee Agreement. In addition, the coffee~producing .countries signed

an international azreement in 1973 which led to the retention of 10 per
cent of the volume of their sales in order to reduce world supplye.

The volume of coffee exported by Colombia between 1968 and 1973
was fairly . stable, fluctuating around 6,500,000 60~kilo bags. As regards
prices, on the other hand, the situation was reversed: the average
annual price per pound in New York, which had not varied sreatly from
L5 United States cents from 1965 to 1969, fluctuated widely in 1970,
1971, 1972 and 1973, in vhich latter year it reached a peak of 72.4 cents.
Naturally, this fluctuation was reflected in the value of exports in
current prices (see table 9).

The promotion of minor or non-traditional exports was one of the
four strategies of the National Development Plan; what happened in
practice was that a policy which had been applied since 1967 was
maintained and strengthened. Briefly speaking, non-traditional exports
were stimulated mainly by the following measures: (i) maintenance of

a rate of exchange with a constant "real? value, as mentioned above;

/Table 9
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v Table .9
COLOMBIA: EXPCRTS OF COFFZE

Average ‘ ‘ ‘ v ) Average
1965- 1970 1971 " 1972 1973 1971~
1969 : ‘ 1973
1) Exports of 60-kilo 7 o
bags ‘ 6 071 347 6 506 278 ‘6 569 251 6 528 000 6 769 000 6 622 097
2} Price per pound
in New York = o
(US cents) 45.09 56,42 49,27 55,70 72035 5914
3) Value of exports of
unroasted coffee . . ) v L ) .
{nillions of dollars) 33840 Y 39947 l30,Lt 600,0g/ 47647

Source: Banco de la Reptblica of Colonbia and FEDECAFE,
&/ Esticates ) I : :

/(ii) issuc
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(ii) issuc of certificates of drawback (CAT) which, in several

cases, vcpresented as much as 15 per cent of the value exported;h2’
(iii) the Lreferential ‘granting of fairly cheap bank credit (with
negative rcal rates of interest); and (iv) the possibility of
importing ecuipment and intermediate goods- required for the production
of minor expcris without import control or customs duties. A stucy
conducted by the International Monetary Fund calculated that the
exchange subsidy on exports of manufactures resulting from the
combined asplication of measures (ii), (iii) and (iv) represented

30 per cent.43/ v

It is not easy to make an accurate estimate of the real effect
of the policy measures referred to above ﬂﬁ/ and of the generally
favourable climate of recent years for all minor exports, but there
can be no doubt that they expanded very rapidly and that they were
further encouraged by the development of the Andean Common Market anc,
in general, by the large demand and high prices in the world markets.
In the casc of several export lines, particularly manufactures, tho
existence of production capacity which was not being utilized owing
to the inacequacy of domestic demand was also an important factor.

For certain exports of food products, the substantial increase
in international prices, which established a price differential in
favour of exports as opposed to domestic sales, was decisive. Typical
examples were meat, leather and cotton. This situation also led to an
increase in the domestic price of these products, to temporary
shortages on the national market and to the adoption of provisional
measures Iorbidding their export. This aspect is dealt with in

greater cetail below.

ié/ During the three~year pediod, this percentage changed and,
moreover, showed some tendency to vary according to the
characteristics of the merchandise exported. There was also
soite fluctuation in the redemption period of the GAT.

43/  Sec, IBRD, op.cit., p. 27.

Ly / An analysis of this kind has been carried out by Carlos F. Diaz
Alejandro in Las exportaciones menores colombianas, FEDESARRCT.LO,
January 1973.

/A look
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» A look at the composition of exports of goods shows that, between
1966-1970 and 1971-1973, the combined share of coffee and crude
petroleum dropped from 71.6. per cent to 53 per cent while that of
non-traditional products rose from: 23.4 per cent to 47 per ceant
(seevtable 10). This sharp increase was attributable to certain major
products,. particularly cotton, sugar, meat, emeralds,yorns and
textiles, metal manufactures and machinery, electrical equipment, furs
and leather, and chemical and pharmaceutical products.

(b)  Imports of zoods

The policy umeasures. implemented during the three-year period had
o decisive influence on importss Basically, they involved the use of
exchange and tariff instruments, lists of permitted or prohibited
imports, prior deposits and monthly foreign exchange budgets.

By and largze, the import policy was more or less liberal - in its
application of the various instruments - according to the treand of
exports, the country's import capacity and fhe level of foreign exchange
reserves. Logically enough, it was found that the nieasures adopted
took some time to affect the values and volumes imported. This delay
was about six months and, in certain cases, close to a year.

- The growth in imports of goods between 1970 aand 1971 thus
responded to a gradual liberalization of the policy applied as a result
of the favourable trend of the foreign currency inflow.between 1966
and 1970. Similarly, the drop in exports in 1971 led to the adoption
of more restrictive measures which, the following year, caused a
reduction in the volune imported. Finally, the improvement in the
foreign exchange situation which began to take place at the beginning
of 1972 brought about a progressive liberalization of import controls,hs5
which made possible a substantial increase in the valpe imported in
1973 and, to a lesser extent, in the corresponding volune, owing to

the effect of the higher uanit value of imports that.year (see table 5).

L5/  The provisions acdopted were: (a) progressive increase in the
monthly volume of import registration accepted by the lionetary
Board (from 75 million to a 120 million dollars); (b) increase in
the number of kinds of merchandise whose importation was permitted;
(¢) reduction of customs tariff; (d) reduction of prior deposits
for import purposes.
/Between 1965
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Between 1965 and 1959, there had been similar variations in the import
policy and in the value of imports brought into the country.

As regards the structure of imports of goods, between 1966-1970
and 1971-1973 there was a considerable increase in the relative share
of imports of consumer goods and to lesser degrée, of raw materials.

By contrast, there was a marlked reduction in the share of capital goods
in the total (see table 11). '

(c) Other aspects of the trend of the external sector

In view of the aforementioned reduction in the deficit on curreat
account between 1971 and 1973, the generation of:balance-of—payments
surpluses in 1972 andal973 ~ 154 million dollars and 136 million dollars,
respectively - was largely attributable to the net inflow of resources
deriving from the use of medium- and long-term foreign loans in greater
volume than in previous years (see table 6).

Colombia has managed to device an external financing strotegy
based on the permanent operation of an EQNEES consultant group,'headed
by the WOrld‘Bank, and on the continuous and satisfactory formulation
of investment projects which the international financiél institutions
and industrialized countries are keen to finance with loans granted on
softer terms than private credits. This factor has also helped to
improve the external debt-servicing sitﬁation - owing to the more
favourable compdsition of the debt - with the result that the increase
in the resources needed for the payment of amortization and interest
on the debt has been moderate and compatible with the trend of
exports.i6/

The balance-~of~-payments figures show that 420 million dollars in
medium~- and loang-term loans were utilized in 1972, the corresponding
estinate for 1973 being 370 million dollars. It was also found that
about 70 per~cent of these amounts was used to finance the total

investment of the public sector. 47/

46/ See IBRD, Annual Report, 1974, table 6.

ﬂZ/ Including the national government and decentralized institutions,
as well as direct and indirect investment. See CIAP, op.cit.,
table IV-VI. .

/Tablc 10
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Table 10

COLAiBIA: COMPOSITION OF EXPORTS OF 'GCODS

{Percentages)

Average ; . . Averags
1966~ 1970 1971 1972 1973 1971~
1970 ' ’ 1973
1. Coffee 61.9' 627 54.9 4745 Y74 4943
2e Crude petroleu.m : 9.7 8.0 7.0 3.’4 2.0 3-7
3. Non-traditional exports 284 ’ 29.3 38.1 b9l 5046 .0
Source: ECLA, on the basis of offleial statistics.
~ Table 11
COLCMBIA: CONPOSITION OF IMPORTS OF GOODS
(Peroentages)
Average ' ‘ Average
1966- 1970 1971 1972 1973 1971~
1970 1973
1. Consimer goods = 8.8 10,7 7 10.4 1244 14,1 1243
Non-durable - 4.0 5¢6 4.9 548 €6 . 548
Durable v 47 5e1 545 646 745 6e5
2e Raw materia.ls g./ . 4512 1414.7 ,48.9 ,45.7 ‘48.'-!» ]48.0
3¢ Capital goods . 45.3 4349 4040 39'.'5’ 3601 3845
4. Miscellaneous b/ 06 047 0.7 14 1.4 1.2
Source: ECLA, on the basis of official stetistics.
g/ Including construction material,
b/ Inocluding fuels.
/C. TIZ
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C. THE RECENT INFLATIONA *Y PROCESS

1. Baékground

Following the foﬁr-year pefibé 1967 to 1970 durinz which domestic
price increases in the Colombian economy were below 9 per cent per
year, the rate of inflation rose to adproximately 14 per cent in
1971 and 1972, and to around 25 per cent in 1973.ﬂ§/ This acceleration
in the rate at which prices increased contrasts with the pattern of
the prev1ous two decades, which shows a "'current’ rate of inflation
of less than 10 per cent per year upward variations in this trend
taking place only in a few of the years (1957, 1963, 1965 and 1966)
and being linked with substantial devaluations of the peso following
fairly long periods with a pegged rate of exchange. In other words,
the inflationary '"tradition'! of the country was relatively limited,
in contrast with the turn inflation tool in other countries of the
region, while furthermore, the occasional upward variations which
took place in the past seem to have had causes different from those
of recent years, particularly as regards the problem of the exchange
rate. ! '

Similarly, as in other developing nations with a per capita
income similar to that of Colombia, the item "food" exercises a very
étrong influence on the evolution of domestic prices, and this is
reflected in the high weighting given to this item in the price
indexes.ﬁg/ Moreover, the variations in food prices -~ particularly
those of staple foods - are those that have the clearest and most.

immediate effect on consumers as a whole.

43/  The figures refer to changes from December to December in the
consumer price index. This index, which is considered to be a
good indicator of inflationary trends, treats the situations of
salaried employees and wage-earners separately, the calculations
being made for seven cities (Bogoté, lledellin, Cali, Barranquilla,
Bucaramanga, Manizales and Pasto) (see table 12).

&2/ In the national consumer price index for the country,the weighting
of the item "food" is approximately 4O per cent for salaried
employees and approximately 50 per cent for wage-earners.

/‘I‘able 12
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Table 12

COLOIBIA: TREND OF CONSUMER PRICES

Average
1965~ . 1970 1971 C 1972 1973
1969
l. National consumer
Index {December to December, percentage
va.ria.tions)y
a) Salaried employses - total 1042b/ 7.2 12.6 14,1 2201
b) Wage-earners - total 948¢/ 643 1,7 4.0 25.1
¢) Salaried employees - foodstuffs 946 5e0 15,0 16.2 3046
.d) Vage-earners - foodstuffs : 10.2 3.6 . 7.1 16,0 3145
2. Ngtional consumer
Index (average to average, 1970 = 100) ‘ »
e) Salaried employses - total: 93.2y 100.0 110.9 125.5 15042
b) Wage-earners - total. o S937d4/ 10040 -~ 111.8 12743 - 15542
o) Salaried employees - foodstuffs - gkeld/ 100.0 . 112.6 12940 16443

d) Wage-carners - foodstuffs 9474/ 100,0 1126 130.0 16745

Source: Departamento Administrativo Nacional de Estadfstica’ (DANE) and the National Planning
Department.
g/ Includes the following sities weibhted dit‘t‘erently' Bogoté, Medellfn Cali, Barranquilla,
"~ Buoaramangs, Manizales and Pasto.
b/ Variations wers 7.6% in 1967, 6.7% in 1968 and 8, 5% in 1969,
8/ Variations were 7.0% in 1967, 6.4% in 1968 end 8, 7% in 1969.
4/ Index value in 1969.

/Over the
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Over the three-year period 1971-1973 it was observed that food
pricesvinéreased more rapidly thén thése fér ofher goods and services.
Thus, between 1970 and 1973 the relative consumer prices of foodstuffs
“increased by approximately 20 per cent compared with other items in
the index (housing, clothing and miscellaneous items).50/ A similar
trend can be seen in respect of wholesale prices, if agricultural
‘prices are compared with thoselfbr manufacturing industry and mining
(see table 13). | |

Other notable relative price changes occurred between 1970 and
1973. With the exception of coffee, 51/ domestic vholesale prices for
. export products showed a marked upward trend, which coincided with
“that recorded by the unit values for exports mentioned earlier. On
the other hand, the price indexeévfor capital goods and building
materials- shoved relatively marked-downturns; in both cases the drop
was approximately 20 per cent with:réspect to agricultural prices,
and 13 per cent with respect .to the general index. 52/

In the light of the foregoing it can be seen, put briefly, that
in the period under studj the acceleration’in the growth rate of prices
coincided with significant changes in the pricing system which, on the
one hand, favoured agricultural and exporting activities, with the
exception of coffee, and on the other operated to the detriment of
manufacturing industry, especially of some branches of production such

as building materials.

See table 12 and figures for items for the consumer index
published by DANE and the Bank of the Republic,

This upward trend was particularly strong in 1973, when the
item in question showed an increase of 39 per cent, while the
variation in the total wholesale price index amounted to 28 per
cent.

52/ See table 13.

£ &
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Table 13

COLOMBIA: TREND OF OTHER PRICE INDIXES

1969 1970 1971 1972 1973
1. Index of general wholesalé prices
(e.vera.ge to averags, 1970 = 100)
a) Total. - : - . 100,0-. . 111.5 131.9 = 168.7
b) heocording to sconomic end use . , : ’
1. Capital goods , - 100,0 1o7.8 12L.8 14640
11, Raw materisls and intermediate ‘ ’
products ' - '100,0 - 108,1 12746  170.8
111, Consumer goods - 100.0 211742 139.8 173.9
o) By branch of sconomic astivity N '
i. Agrioulture, forestry, hunting
and fishing . : - ©100.0 113.4 13647 0 18240
i1, lining S - . 1000 11243 126.9 14849
111, Manufacturing industry - 10040 ©109.5 126.0 155.2
2. Index of general wholesale prises A »
(everage to average 1970 = 100)
a) Total : : - 100,00 11,5 131.9 16847
b) By origin of artiole .
1. Products consumed - 100.0 112,6 - 1341 o 170.6
iie Imports - ‘ - ©100.0 ©10%.8 128.4 164.1
iii, Exports = = . - 100.0 . 1028 t126.1 - 171.7
~ iv. Exports (excluding coffee) = - 100.0 . 111.0 13348 . 186.1
3¢ Index of prices for building materials .
in Bogotd (average to average ‘ ‘
1970 = 100) - 90,0 100,0 10944 12249 - 1477
Yo Coffes
&) Average price in peses in the ‘ ‘ ' S
oountry (1970 = 100) ) 7543 100.0 ... 95.5 115.0 . 148,.6
b) Average price for conversion of
dollars earned on exports

(1970 = 100) o 7245 100.0: 9247 126 - 16240

Source: Banco de la 'Repﬁblioa. and the National Pla.mding 'Depértment.

/2. Tactors
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2. TFTactors which influenced the acceleration of the
inflationary process

In examining the intensity of annual price movements, two stages
in the’inflafibnary ﬁfbééss stand out: 1971 and 1972 on the one hand,
and 1973 on the other. However, examination of the elements which
intervened in the process leads to a further subdivision: thus, the
origins of price trends in 1971 seem to differ from those in 1972 and
1973. This makes it desirable to examine what occurred in the first
Year separately from that which occurred in the last two.

(a) The 1271 experience

Consumer food prices, which had increased by less than 5 per
cent during 1970 in terms of the average for both salaried employees
and wage earners, rose by more than 15 per cent in 1971. This
substantial change in the rate of srowth exercised a decisive influence
on the overall acceleration of inflation, which rose from 7 per cent
in the first year to approximately 14 per cent in the second.éﬁ/
Information_available on the performance of the agricultural
sector during the year shoﬁs that prevailing climatic conditions
- particularly the extremely heavy rainfall in the early part of 1971 -
caused a considerable drop in agricultural production, especially in
some crop-farming items. Official figures put‘thé ioss of potential
production at approximately 100 million dollars, so that the overall
growth of the contribution of agriculture to the gross domestic product
was only 2.5 per cent, or approximately half the rate recorded in the
previous 5 years. Apart from coffee, the agricultural products which
suffered most in the first half of 1971 were cotton, non-irrigéted rice,
beans, potatoes and soya, the shortfalls compared with a similar period

for the previous year being between 10 and 30 ver cent.5h/

53/ See table 12. The approximate variations for both salaried
employees and wage earners for the period December to December
are taken together.

54/  See, CIAP, op. cit., CIAP/591, p. 21 et seqq., and table AE-1.

/A month
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A month by month analysis of theLéonsumer price index shows
that the change in the rate of inflatidh took place in the early part
of the year and that, moreover, fhé riées in the prices of agricultural
products which were in extremely short supply exercised considerable.
influence on the process.55/ Other foods and other components of
the index (clothing and miscellaneous items) continued .to increase at
d pace similar'to that of the previous year.

In addition, the unexpectedness and the unprecedented size of
shortfalls in certain products prevented the timely application of
import and domestic policy measures to control, even partially, the
supply and prices of the articles in short supply.

Another factor which had a considerable impact on the price
increases was thé exchange rate, in spite of the fact that,.as already
stated, a mini~devaluation policy had been followed since 1967. This
impact was caused by éhe fixing in June 1971 of a . new rate of exchange
of 20 pesos to ‘the dollar, applicable to nurchases of crude péfrgleum
for domestic refining.

Since September 1965 the rates had beén fixed at 9 pesos per
dollar, so this big difference fapidly had an effect on the prices of
fuels and lubricants,‘and this was transferred, with varying intensity,
to a range of goods ana services whose inputs consisted to a significant
proportion of petroleum productseéﬁy

Examination of the trends of other variables which are of
significance for the inflationary process suggests that during 1971,
or in the immediately preceding months, no other factors were present
which could have had an important impact on the evolution of prices.
This general impression can be confirmed by examining the diffeféntv

indicators shown in table 14.

55/ For example, between September 1970 and September 1971 the prices
of beans rose by 70 per cent and those of vegetable fat by
70 per cent See DANE, Doletin Mensual de Estadistica,
November 1971, p. 72.

56/ This even had an important impact on the cost of dwellings as
calculated in the consumer price index, because of the weighting
of fuels and services in this group. See DANE, Boletin Mensual
de Estadistica, November 1971, p. 68.

/Table 14
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Table 1Y
COLQABIA: RELATIONSHIP BETWEEN PRICE CHANGES AND SOME IMPORTANT VARIABLES

(Percentage variation)

1969 1970 1971 1972 1373

le National consumer price index (December to

December)
&) Salaried employees - total 845 7e2 12.6 1.1 22.1
b) Vage-earners - total 8.7 6.3 4.7 14,0 25.1
2+ Index of unit value for imports of goods
(average to average) 2.1 30 L0 5.8 18.2
3« Index of unit value for exports of goods ) )
(average to average) -l.2 2364 ~1040 849 2745
4. Main exchenge rate (average to everage) 6.0 . - 6.5 8e2 946 " 840
baeUnit value of imports by rate of
exchange (2xlt)(average to average) 8.2 947 12.5 16.0 2747
5b,Unit value of exports by rate of ; ;
exchange (3xlt) (average to average) Ly 314 ~2.6 19.4 3747
6. Money-total means of payment
{at year-end) 2243 15.5 = 11,9 27 el 30,7
7« Total Central Government expenditure b/ 1847 25.8 1946 2643 1346
8. Total Central Government expenditure
(as percentage of GDP at market prices) 9.1t 10.0 1042 10.7 9e2

8a.Central Government investment (as

percentage of GDP at market prices) 3¢9 L2 349 4,5 3¢5
9+ Current Income of Central Government 1649 2Ly 20 .6 11.6 2lt,8
10. Current Inoome of Central Government o

(as percentage of GDP at market prices) 846 92 9t 847 8.2
11, Central Government Deficit (as '

percentage of GDP at market pirices) _ 0.7 049. 0s8 2.0 140
12+ Investment and ocurrent expenditure of ‘

whole public sector 15.9 2241 27«3 1942 16498/

13« Investment and current expenditure of vhole :
public gector (as percentage of GDP at

market prices) 240 - 24,8 2649 26.6 23e58/
13%.¢Investment of whole public sector (as -
percentage of GDP at merket prices) ' 9.8 11.5 1247 123 10.90/
1k, lieninal wages
a) Hinimum wages - - - 30,04/ -
b) Industrial vages 14,8 1540
¢) Weighted nominal wage 34 9.9 - 6.6 10.6

i,

Source: Items to 5:' EC!A, on the basis of official statistics; 6, 7, 9, 11; 0¥, IFS August 19743
12 and 13a: World Bank, op.oit., Report NO 138-C0, Teble II.2; 8, 10, 11, 13: GDP at current
market prices, see Table 16; lla: CIAP opscits, CIAP/591, Table AE-3; 14b: FEDESARROLLO,

Coyuntura Eoonfmios April 1973 and 1974; and lldc: DANE, Boletfn iiensual, April 1974, p. 118,
&/ As dofined by IMF,

b/ Current expenditure plus investment. :
o/ Estimates, : '

4/ About 30% from April; not adjusted since 1969, when it was adjustod by epproximately 20% ofter
remeining unchanged for 6 yeors.

/As regards
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As regards the external sector, there was a drop.of 10 per cent
in the unit value of exports of goods, mainly as a result of the
reduction in coffee prices, and there were no substantial increases
on the international markets for any of the main products-exported
by the country.

The unit value of imports of goods increased by 4 -per cent,
compared with an increase inm the principal rate of exchange of 0.2 per
cent. The average increase in the cost of imports, expressed in
terms .of national currency, was therefore 12.5 per cent. This figure,
although somewhat higher than that for previous years, is relatively
moderate and does not seem to provide an explanation for variations
of real importance, from the cost side, in the rate of increase of-

. prices.

Although the available information on the evolution of wages is
both limited and incomplete, the data are not indicative of any
significant inflationary pressures coming from this area. The weighted
nominal wage 57/ increased by 6.6 per cent, which would imply a drop,
compared with 1970, of approximately 4 per cent in real wages. Furthermore
the minimum urban and rural wages‘gé/ were not adjusted during 1971,
in spite of the fact that the last increase had been awarded in
August 1969.

From the point of view of other possible inflationary pressures,
particularly those stemming from changes in a few of the principal.
financial variables, these did not seém to have any further relations

with the change of the rate of price increases.

57/.}'Calculat°a by DAND on the basis of data provided by the
"~ Instituto Colombiano de Seguros Sociales (ICsSS). 1In June 1973
this 1nst1tut10n had a membership of 1,173,000.

2§/ These wages are fixed by decrees passed by the Government on
the basis of studies prepared by the National Wages Courncil.
There is no legal obligation to change them every year, and the
-records . show that since 1950 they have been adJusted at intervals
‘varying between one and &ix years.'“

/Thus, during
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Thus, during 1971 the gquantity of money increased by 11.9 per
cent whereas in the previous year the increase was 15.5 per centzgg/
these moderate and decreasing figures may be contrasted, for example,
with the increase of 22.3 per cent recorded in 1969. ,

Nor were treasury operations one of the causes of inflation,
since the rate of expansion of the national government's current
income was faster than that of total expenditure, with the result
that the Government deficit ég/ fell from 0.9 per cent of the gross
domestic product in 1970 to 0.8 per cent in 1971. 1In addition, it
was observed that the whole of this deficit was covered by using
foreing loans, which did not have the effect of expanding the monetary
mass owing to the overall situation of the balance of payments.

As a result of this, there was a drop in the country's internationa:l
reserves between the end of 1970 and 1971.61/ ‘

It may be noted, it is true, that the anti-inflationary trend
of fiscal policy coincided with a considerable expansion in central
. sovernment expenditure -~ particularly current expenditure - and also
in consolidated public sector expenditure, so that between 1970 and
1971 the share of these two variables égy in the GDP increased and
thus maintained a trend that had been observed since the end of the
1960s. Notwithstanding, however, the simultaneous presence of the
-.factors referred to - among which the deficit on current account in
the balance of payments played a leading part - hélped to offset to
some extent the possible disequilibria that could have been generated

by public sector monetary operations.

59/ The 1970 increase in the means of payment is also taken into
account because in some interpretations of the variations in
prices it is recognized that delays of up to six months could
take place before the effect of the increase in the quantity of
money on prices is felt.

60/ Defined as the difference between total expenditure and current
income. See table 1k.

61/ See tables 14, 15, and 16, and also tables 6 and 7.

62/ See table 1k. The government investment coefficient fell from
4,2 per cent in 1970 to 3.9 per cent in 1971, whereas that of
public sector investment rose from 11.5 per cent at the end of
the first year to 12.7 per cent in the second.

/Table 15:
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(b) Trends in 1972 and 1973

The elements identified earlier which excercised some influence

on the acceleration of prices in 1971 ceased, to a great extent, to
have any effect either on the rate of inflation in 1972, or on the
stepping up of the rate in 1973. During those two years, as has
been pointed out, there was a tendency towards relatively balanced
development in the various productive activities and, more specifically
in agriculture, which grew at a satisfactory average rate of-more
than 5 per cent.6%/ In general, normal conditions prevailed as regards
production and supply, and there was a marked improvement in the growth
rate of the GDP.

The basic explanation of the inflationary trend in the two-year
period 1972-1973 rested on developments in the external sector and
the various impacts this had on some basic variables and situations.
The .impact impinged, on the one hand, on the government monetary position,
as well as on the liquid resources in the hands of exporters and, on
the other, on the extent of the influence of increased unit values
for imports and exports on domestic costs and prices. To these two
combined forces, which acted in the same direction, other supplementary
factors were added, a notable one being the drop in imports in 1972.

(i) TFinancial over-expansion. The evolution of the means of

payment showed clear signs of over-expansion, for they increased by
27.1 per cent in 1972 and by 30.7 per cent in 1973 (see table 1h).
These figures are much higher than those recorded in 1970~1971.

The behaviour of the public finances was the main factor which
affected developments in the monetary field, as a result. of the defieit
financing by the national government (and by the public sector), the
measures taken to cover it and the balance-of-payments situation

during these years.

éé/ Orly some temporary problems in connexion with shortfalls in
the production of certain foods were obsorved. In this respect,
the most noteworthy case was that of potatoes, during the
first half of 1973.

/In 1972,
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In 1972, a substantial increase in government expenditure
(particularly in investment), which vas not accompanled by 51mllar
growth in current income, resulted in a def1c1t of approx1mately
3,700 million pesos (2 per cent of the GDP) - three times the figure
for 1971. 1In 1973, there was a sharp drop in the relative increase
in government expenditure - in current values, investment remsined
practioally at a sﬁandstill - and in spite of the fact tnat current
income grew at a lower rate than the nominal GDP, the deficit was
reduced to 2,400 million pesos (1 per cent of the GDP).

These deficits were financed through the use of net external
credits, no use being made of domestic borrowing in the two-year
period as a whole. Tnus; in l972 the national government used external
loans in the amount of some.lBO million dollars; whereas'in the following
year the figure for oomparable operations was approximately 130 million.
These figures may be compared with those for the period 1970-1971,
when the average amount used was 1n the region of 70 millidn dollars
per year (see table 15). o ' »

In addition, estimates for the whole public sector indicate that
net foreign resources used also doubled béetween l970~l97l and 1972-1973
(from an annual average of abprox1mately 140 mllllon dollars to oné of
some 300 million). - " '

While the national government and the public seéctor were increasing
their dependence on external credit, the balance-of-payments situation
changed significantly, as reflected in the drop referred to in the
~deficit on current account. The result of this was, roughly, that
jforeign credit inﬁl972-l973 - which was more than 300 million dollars
conpared with the 140 million dollars for 1970-1971 - was put to better
use by the ﬁublic sector, and went in its entirety to swell the
international reserves of the country (see table 7).

The monetary figures show that this increase in international
reserves was the main factor behind the accelerated expansion aof the
quantity of money, and they also show that 1n l972 and 1973 total
domestic credit increased at a rate almost 1denr1cal :to.that recorded
in 1969-1971. As regards the components of domestic credit, only the
loans granted to public institutions showed a higher average rate of

growth (see table 16).
/Another factor
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Another factor which exercised some influence on the evolution
of the quantity of money was the cdevelopment shown by the monetefy
absorption factors, as they are usually called. Thus, a moderating
influence was exercised by the rapid increase of quasi-money resulting
from the introduction of the system of readjustable savings and loans
for housing.6h/

Another aspect of the phenomenon of financial over-expansion
to be taken into account is the rapid and substantial increase experience
in those years in the spending power of the exporting sectors. In
this respect, a special featiure of-Colombian exports.is . .that they
are supplied by a large number of small national enterprises or
economic units which pay a relatively low rate of taxation. A substantia:
portion of non-traditional exports and, to a lesser extent, coffee
exports share this feature. Should exports increase, such a situation
could lead to an increase in domestic demand - particularly for consumer
goods - which may be more intense and sudden in Colombia than in those
countries where the export sector is cornered by-a small group of
enterprises which are-subject to higher rates of taxation and have to
exercise a greater degree of restraint-in their-outlay, and/or in-
casés of total .or partial government ownership of a major proportion
of exporting enterprises. :

‘Such ‘a’ situation, together with the substantial increases in
exports of goods which took place in 1972 and--1973 (27 and 39 pér cent
in dollars at current prices, respectively, and 39 and 50 per cent in
their equiwvalent. in Colombian pesos), leads to the assumption that

demand pressures stemming :from the increased capacity of exporting

- 6L/ The system, introduced in liay 1972, operates on the basis of
units of constant purchasing power (UPAC), which are subject
to daily readjustment in accordance .with the estimated change
in consumer prices. Towards the end of 1973,'UPAC deposits
amounted to the equlvalent of 4,500 mllllon pesos (this figure

A correspondéd to 11 per cent of the quantlty of money) However,

T by that date 3,400 million had already been spent on the

' constructlon of houses, so the net absorptlon effect of the systen
must have -been a good deal smaller.

/houses to



houses to incur greater expenditure may have had a considerable impact
on- the acceleration of the inflationary process under study.

(ii) External pressures on domestic prices. The most direct

effects of external inflation (or "imported’ inflation, as it is
frequently called) on domestic prices were more marked in 1973, and
were of special importance in the acceleration of inflation in that
year, adding yet another dimension to the problem of financial over-
expansion already examined. In 1972, the impact of these factors
was not as strong.

It has also been observed that the increases in the international
prices of commodities in the world market spread to the domestic
econony through imports and, moreover, through their effects on the
national prices of goods exported by Colombia.

As regards imports and exports, the price increases which had
the greatest relative impact were related to the trade in agricultural
products, more particularly foodstuffs. This is so for two main
reasons. First, because these were the commodities which experienced
comparatively higher increases in international prices.éi/ Secondly,
because - as already stated - foodstuffs have the highest weighting
in Colombian price indexes, and particularly in the consumer price
indexes. N A

This relatively faster rate of growth of prices for agricultural
nroducts was also noted in the Colombian price structure in 1973,
maintaining a trend which had begun in 1970. Thus, this feature was
present both in consumer prices (foodstuffs) and in wholesale prices
(agricultural commodities and others) (see tables 12 and 13).

In addition, one of the qualities of the Colombian economy which

ought to be borne in mind when studying the impact of imported inflation

éj/ In this connexion, it should be remembered that, on average,
between 1972 and 1973 the international prices in dollars for
agricultural food and non-food products on the world market
increased by approximately 50 per cent, whereas the comparable
rise for all commodities traded internationally was 20 per cent.
See United Nations, Monthly Bulletin of Statistics, September 197%,
pr. XIV and XV, ‘ :

/on the
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on the economy is its relative openness and:flexibility in foreign
trade operations.éé/ In practice, this means that the government
lays down general guidelines for the operation of the external sector: .
but; save in exceptional cases, participates.only:to a.limited extent
in fixinr quanfities, and particularly prices, for the various goods
which are imported and_exported, A :

7 Therefore, the effects éf external inflation tended to be imported
withjsome'ease and speed, and in very. few instances was any attenpt
made to isolate to any significant extent the domestic price situation
from that prevailing in international markets. This was so in spite
of the fact‘fhat there were certain important elements which could
have helpéd in any.attgmpt to ensure such isolation: first, the
favourable balance-of-payments situation which existed from 1972 onwards
~and its further improvement in 1973, secondly, the fact that the
country is self—sufficient in_theamajority,of foodstuffs consumed,
and thirdly, the relatively balanced and satisfactory growth of the:

GDP recorded in 1973 and in the previous year.

- The inflationary impact transmitted through imports. First
evidence of the greater inflationary impact which'the import trade '
had in 1973 is provided by the average variation in the-dollar unit
value of imporis, which increased in that year by 18 per cent, or,
in other words, more thau ‘three times as much 'as in 1972.° However,
the lower relative growth in the rate of exchange in 1973 causéd

tue,unlt value of imports in national currency to rise by 28 per
cent, or less than twice as much.as in 1972 (see table 1k). ' In-any

event, this higher rate of increase in ‘the unit value of -imports, in
terms of national currency, may have meant an additional inflationary
impact in 1973 of up to three percentage points over the 1972-figure.£7/

66/ To this should be added a factor of no small importanée, namely,
the possmb111ty,~often put into practice, of indulging in
contraband trade with neighbouring countries, particularly over
the extensive frontlers which this country shares with Venezuela
and Ecuador.

67/  This calculatlon is based on 1972 estimates prepared by FEDESARROLLO.
See Coyuntura Econdmica, Volume II, No L4, pp.2- 3. g

/In addition
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In addition to this general trend, the case of wheat and, to
a lesser extent, that of maize deserve special consideration. As
can be seen from table 17, during 1973 substantial quantities of
these two products were imported, particularly wheatoéé/ The average
prices in dollars paid by Colombia for wheat increased by 113 per
cent while those for maize increased by 95 per cent, representing
increases of 130 and 110 per cent respectively in terms of national
currency. At the same time the domestic price of wheat rose by
approximately 70 per cent and that of maize by 80 per cent, so that,
in view of the widespread consumption of these products, this may
have had an inflationary impact - and may have caused a cutback in
the basic consumption of the country - not fully reflected in the more
general calculations presehted earlier.

Similarly, the difference between the variation in the international
price of wheat and the domestic price resulted 'in losses for the
Instituto de Mercadeo Agropecuario (IDEMA).69/  This form of subsidy
- which was intended to be temporary - was financed by loans granted
to IDEMA by the Bank of the DNlepublic. It is estimated that these
funds brought about an additional expansion of the quantify of money
of approximately 2 per cent.70/

Lastly, it is worth commenting_on events in the field of edible
0ils. Although the country imported a limited quantity of inputs for
the manufacture of this product in 1973, the sharp rise in the
international price of soya and other oil seeds was a factor which
exercised a decisive influence on the increase of approximately 75 per

cent in its price on the domestic market during the yvear.

This cereal is the only Agrlcultural product traditionally
imported by Colombia in significant quantltles.

This is a decentralized official institution which markets both
national and imported agricultural products.

See table 16. It is thought that in 1973 the cost of the subsidy
may have exceeded 500 million pesos, notwithstanding the fact
that domestic reserves of the cereal built up at the end of 1972
made it possible for 1973 imports to be lower than usual (see
table 17).

rq o o
I

- /Table 17
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Table 17

COLOMBIA: PRODUCTION, DMPCRTS, AND PRICE FLUCTUATIONS

OF SELECTED AGRICULTURAL PRODUCTS,

. 1972/1973

s

(thousands of tons) (thousands of tons) (thousands of tons)
R Peroent. _
age Estinate
Percent
= price of
Produ Prod Produg o a‘iee veria = poroent-
odug -~ prle .
o = Imports :Z e Imports :: e Tuports P s tion in ege. variz
" o on vari dollars tion in
tion in
dollars per ex~ domestic
change prices
" ‘prate’
1. Barley 112 €8 106 12 9l 15 - -
2+ Beans 45 6 L - 46 - - - -
3. Malze 915 7 872 21 82k 9k 95 110 80
L, Sorghum 219 - - 238 21 398 37 103 119 -
5. Soya 83 23 102 - 99 m 15%/ 2000/ -
6. Wheat g 385 79 e 9l 2lig 113 130 70
Source: ECLA, on the basis of DANE and National Planning Department statistics.
_e/ Variation between 1971 and 1973.
/= The.



- 242 -

- The effect of the price increases of export products. The

sharp increase in international prices for agricultural products

also exercises obvious inflationary pressures on the Colombian cconomy,
because of the relative openness and flexibility of tﬁe.foreign trade
operations of the country. Thus, when a price differential is
established in favour of the export sales of a large proportion of
national production, domestic prices tend to rise on a par with
international ones, thus countering the attraction of the foreign
market vis-i-vis the domestic one and avoiding the generation of
internal problems of short supply.

This trend was strengthened for two additional reasons. Firstlyy
since a high pronortion of the country's exports consists of products
of agricultural origin, national exporters are quite familiar with
the international markets for those products, and the opportunities
open o them for expanding agricultural exports significartly and
prompily afe excellent. Secondly, no important economic policy measures
were adopted during the year, nor in earlier periods, to reduce the
price differential which was building up in favour of foreign sales.

In 1973 thé dollar unit value'éfiexﬁéfté of goods increased
by 27.5 per cent which, taken together with theé variation in the
main rate of exchauge, grve an increase of 37.7 per cent in the unit
value expressed in terms of national currency. This latter figure
was double the increase of the previous year and provides one of the
first indications of the inflationary pressure stemming from this
area. ‘

Furthermore, if coffee is excluded from the cal~ulation of the
unit value of exports in terms of notional currency, it can be seen
that in 1973 the increase was approximately 50 rer cent in contrast
to a comparable change of less than 10 per cent in 1972. This sharp
change of pace had a most powerful impact on the domestic prices of
certain agricultural products.

In this connexion, reference may be made to some opposite examples
of the way prices developed in 1972 and 1973. Firstly, the wholesale

prices of meat increased by approximately 45 per cent, the increase

/beinz even
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being even higher for quality'meaté.-'Secdndly, increases in domestic
prices for other export products such as tobacco,Zl/ were higher
than 40 per cent. Lastly, as regards cotton, prices for the inland
crop increased by 40 per cent during the year, and it was agreed that
part of the coastal crop would be purchased at international prices,
which increased by_moreithan 100 perwcept between 1972 and 1973.72/

(iii) Salaries and wages. 1In geperal, the available information

does not seem- -to indicate that the eVolutfon of salaries and wages
was an important factor in the 1nf1at10n whlch took place in the
two-year period 1972:1973, and, in partlcular, in the acceleration
. “which occurred in the second of these years.;

In April 1972, minimum urban and rural‘wages were adJusted by
an average of approx1mately 30 per cent - the flrst increase since
August 1969. However, in 1972 the welghted nom1na1 wage increased
by only 10.6 ner cent, which would mean a further droy in real wages
of more than 3 per cent compared with 1971 (see table 1k4).

"~ On thebother hand, some data whlch 1t was p0551b1e to collect 73/

;on the evolutlon of 1ndustr1a1 wages 1n 1972 and 1973 show 'that the
nominal 1ncreases in the manufacturlng sector - whlch is probably one
of the productive act1v1t1es where condltlons are more favourable to
- wage adjustments - amounted to 14 8 per cent in 1972 and 15 ‘per cent
in 1973, These. flﬂures 1mp1y that rea1 wages in industry showed
practically. no change 1n 1972, whlle they decreased by ‘mére than 5 per
cent in 1973. v - ' co

71/ = See DANE, Boletin liensual de Estadistica, September 1974,
paze 02.

72/  See TFEDBSARROLLO, Coyuntura Econbuica, April 1974, page 55.

73/  Calculated by the Fundacidn para la Educacidn Superior y el
Desarrollo (FEDESARROLLO) on the basis of direct surveys carried

out in 50 industrial enterprises. See Coyuntura Econbmica,
April 1973 and 1974.

/D. MAIN
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D. MAIN FEATURES OF ANTI-INFLATIONARY POLICY

1. General remarks

The emphasis laid on anti-inflationary policy in the three-year
period 1971-1973 was of course closely llnked to the trends followed
by price indexes and to the interpretations. placed on the main factors
that affected the inflationary process, especially as the foreign
trade situation fluctuated. This meant, in practice, that concern
for the problem of inflation grew steadily throughout the period
and that an ever-higher priority was accorded to the formulation and
implementation of stabilization measures. Influence in this direction
was also exerted by the fact - to which attention has already been
drawn - that the acceleration of price movements in 1971 was due, in
essence, to temporary supply difficulties in respect of certain |
agricultural commodities.

Accordingly, the analysis of anti-inflationary policy presented
in this section relates to what took place ih 1972 and 1973, with
enphasis on the latter year. Nevertheless, when it seems advisable,
several features of the policy pursued in 1971 or in some of the
preceding years are taken into consideration.

It should be noted that the gathering momentum of the inflationary
process and the increasing priority assigned t6 measures for coping
with it did not lead to the formulation of a_single anti-inflationary
programme as such, in which the action to be taken in thé various
fields of econonic policy was established on a global basis and
with some degree of precision. Thus, what is observable during the
period is, in the main, the gradual emergence of several stabilization
measures which were enacted and co-ordinated as time- went by,
primarily in the light of the course followed by Colombia's foreign

trade.

/What, then,
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Whaf, thén, were the main objectives, explicit or undeclared,
of the stabilization measures applied?

The paramount aim was, of course, to keep the rate of inflation
within "reasonable" limits, which implied adhering fairly closely to
the rate at which prices had risen in 1967-1970, and, specifically;
ensuring that orice increases did not exceed 10 per cent per annum.7k4/

Concurrently, steps were taken to make stabilization policy
compafible with the pursuit of other objectives. Outstanding among
these were the growth of the domestic product at an annual rate of not
less than 7 per cent and a gradual improvement in the existing state
of affairs in respect of urban employment, rural levels of living and
income distribution. - o

This definition of multiple objectives, although relatively
general, should be assessed at its true value, inasmuch as it
significantly influenced the authorities' choice of alternative
stabilization policies. For example, it may be said at the outset

hat the measures applied were invariably prompted by the intention
of mitigating the inflatibnafy“process dr’keéping it within reasonable
or "functional’ bounds, and not by -any idea of-abruptly curbing or

completely eliminating the upward pressures that made themselves felt.

2. Stabilization measures

Following much the same arrangement as for. the interpretativé
analysis of the latest inflationary trends, the sfudy and evaluation
of stabilization-policy can be based on classification of the measures
acopted.in two broad and, of course,.interdependentﬁgroups, Thus, on
the one hand, it:will be worth while to take a look at‘what happened
in the monetary and financial fields, while, on the other, the acfion

talien in the supplies, prices.and income area will be reviewed.

.Zﬁ/ Some government officials have subsequently stated, however (in
the course of 1974), that at the present time, in view of the
worldwide spread and intensification of inflation, this target
may be too ambitious. They think that in the new conditions
prevailing -~ which were already largely present in 1973 - an
annual rise in prices of 15 per cent or a little over would be

admissible.
/As a
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As a result of this-.classification by functions rather than
by types of measures, relevant aspects of certain policies may be
considered under the heads defined; one of the clearest cases in
point is foreign trade policy, with reference to the handling of
international reserves in the one context, and to regulations
primarily relating to exchange rates in the other.

(a) The monetary-financial field

‘In the stabilization policy of the period paramount importance
was assigned to the handling of monetary-financial variables, and
especially to the control of the annual increase in the money supply.
An attempt was made to programme the evolution of the means of
payment and of other financial assets on lines which in turn would
allow the liquidity of the economy to expand as far as was compatible
with the anti-inflationary and development objectives already defined.

In quantitative terms, the basic target was to confine the
annual rate of expansion of the means of payment to approximately
17 per cent. According to Planning Department experts, this
increase was felt to be compatible with an annual growth rate of .

7 per cent for the gross domestic product, and a price rise not
‘exceeding 10 per cent per annum.

There are a number of justifications for the preponderance
of such an aim by which the authoritieé were largely swayed in
deciding ﬁpon their programmes of action.

In the first plaée,'decisive'weight was carried by the fact
that the primarily "monetaristic" explanation of price variations
appeared reasonable to a significant group of government technical
experts. Furthermore, the managemenf of monetary policy had a
certain amount of tradition behind it, and institutional éonditions
in its favour - in particular the existence‘and co-ordinated operation
of the Monetary Board (Junta Monetaria) and the Banco de la Repfliblica.

Secondly, the assignment of priérity to monetary-financial policy
stemmed from a somewhat cautious evaluation of the possibilities of
using other forms of economic pglicy; including, for example, more

direct and generalized State action through fiscal policy and/or income

/and price
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and price policies. This approach implied, from other standpoints,
that the end in view was to. regulate price movements without bringing
ab&ut;'at*the same time, changes in the system of prices for goods .
and services and for the factors of production 'that were.significantly
different from those determined by market forces.

Lastly, an evaluation of:the probabilities -that an essentially
monetary policy will be successful in controlling inflation may be
based on another consideration. Price increases had quickened their
pace, but without going too far or getting completely out of hand;
and this suggests that the comparative absence of automatic adjustability
mechanisms in the Colombian economic system detracts .from the. .
self-propelling power of the inflationary process. ‘In Colombia, for
example; Wages,’taxes and rentals are not automatically adjustable;
and it may be added that only on the exchange front and in parts of
the machinery for tapping savings are some procedures found which
do display the characteristic of adjustability. Undoubtedly, the
fewer the mechanisms: which set up a direct and automatic chain reaction
among thé various price movements that may be taking place,-the-
greater the possibility of making relatively easy and effective use of
monetary instruments. ,

However, notwithstanding the precision with which the ceiling
for the increase of the means of payment was set, and the grounds
there were for according priority to the monetary-financial variables
and assuming their potential efficacy, a study of the measures adopted
reveals that the dction taken to control the actual sources. of the
expansion of tlie' money supply was relatively limited in scope and.
drive. In contrast, most of the measures enacted were designed to
reduce ‘the multiplier effect on the means of payment of an increase
in the direct issue of currency.

(i) Measures relating to fiscal policy and management of

international reserves. It will be recalled that the factor which ,

decisively expedited the growth of the money supply between 1972 and

1973 was the size of the government deficit and the way in which it

was financed through external credits, at a time when foreign-trade
‘ /trends had
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trends had brought about a substantial reduction of the balance-of-
payments deficit on current account. This led to an increase in-
international reserves and a parallel and equivalent expansion of the
direct issue of national currency printed by the Banco de la Repfiblica,
since in practice, that institution absorbed the National Government's
and the publlc sector's sales of foreign exchange deriving from the

use of external credits.

.In other W6rds; the possibility of controlling the expansion of
the means of payment at the source depended essentially upon the
measures relating to fiscal policy and to the manipulation of
international reserves which could feésibly be put into effect.

Faced with this situation, fiscal policy did little to reduce the

government deficit and/or to change the method of financing it, which
wouid have been the best way of lessening dependence on foreign credit.

Thus, in the first place, no really 1mportant moves were made
- particul arly in the field of taxation - to raise or maintain the
share of the government's current income in the gross domestic
product; on the contrary, between 1971 and.l973 the proportion it
represented substantially declined, although the improvement in the
economic growth rate and especially in foreign trade might have '
facilitated a possible increése in taxation. Secondly, whére public
expenditure was‘concerned; only in 1973 was some check imposea on
its rapid rate of growth, mainly thrdugh'severe restriction of fiscal
and public investment., ” .

Nor did any new provisions for dealing with the probiem emerge
in other areas of fiscal pdlicy. With regard to inflows of capital
in national currency, it has previously been shown that no net
internal borrowing took‘pléce during the period. At the same time,
in order to tap capital resources, the government continued to issue
bonds of the traditional non-adjustable type, which became less and
less attractive as the rate of inflation rose and as other competing
instruments came to the fore, in particular the Constant Purchasing
Power Units (Unldades de Poder Adquisitivo Constante - UPAC), which,
in contrast were adjustable. )

/As far
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-As far as capital inflows in foreign currency were concerned,
not only was the preceding years' rate of net external borrowing
doubled, but also foreign commercial loans were contracted on a
considerable scale (over 60 million dollars yearly in 1972 and 1973).

Lese were usec almost in their entirety. to finance expenditure in
national currency.

Concomitantly, the policy applied in respect of management of -

international reserves was unsuccessful, or insufficiently energetic,

in slowing down the rate of accumulation of reserves and/or mitigating
its monetary eifects. _ : : ,

A5 has already been noted, it was only in 1973 that the gradual
liveralization of import regulations, started in 1972, was stepped up
and began to show results. In contrast, between 1971 and 1972 total
imports of- goods cecreased in.absolute termns by over 60 million dollars,
in centradiction with the anti-inflationary measures that were being
talzen. It may be added that in 1972 reserves would not have: increased
as they did by 120 million dollars if in that year: imports in terms
of dollars at current prices had exceeded the 1971 figure by 5 per cent.

In the field of exports, the possibilities for action posed a
more complex.gquestion, because - naturally enough - it was very
.difficult, and hardly advisable for the authorities; to launch a
nrogramme -of reduction of export incentives, at a time when the
original basic problem largely derived from public-sector financing, .
and when such a reduction would have been at variance with the export

.promotion strategy that had been pursued for several yearé paét. -
Accordingly, until the end of 1973 no major changes were 1ntroduced

in the system of. 1ncent1ves,_“/ The sole exceptlon was that the practice
of granting advances’ to exporters was done away with; and even so, this
measure was oflset ov the allocation of addltlonal resources to the

Export. Promotion Fuad (Fondo de Promoc1on de Exportac1ones - PROEXPO)

75/ It is true that other measures were adopted which did affect
exports, such as, for example, the establishment of certain
prohibitions and of export quotas. They will be discussed later,
however, inasmuch as they were more directly prompted by price
and supply problens.

/An additional
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An additional point of interest is that a conceptual alternative
which was not mooted or which never took concrete shape, might . have
been adopted for the purpose of cushioning or rather regulating the
inmediate impact of expanding exports on liquidity. When exporters
are profiting by increasingly favourable circumstances - inasmuch as
they are simultaneously receiving the benefits deriving not only from
larger export volumes and rising international prices but also from
the continuance of the incentives they enjoy -, it would seem fairly
logical that in certain cases there should be some curtailment of the
liquidity of the national currency resources they obtain from the
sale of their foreign exchange earnings. In other words, certain
onerational formulae might be established which would provide, for
example, for a proportion of the foreign exchange liquidated by
exporters to be paid for not in money but in government securities
of some sort, with specific terms in respect of redemption periods,
adjustability and interest rates.?76/ ,

To pass on to other questions related to reserves policy, it may
be noted that during the period the monetary authorities were not
empowered 'to influence the public sector's rate of external borrowing,
even where coummercial loans were concerned. On the other hand, they
did take action with regard to foreign credits obtained by.therprivate
sector; so much so, that in 1973 the Monetary Board suspended the

authorization of private persons to contract external loans. 77/

Zé/ It seems out of place in the present report to go into much detail
on this point, but it may be suggested that the proportion not
" payable in money could be increased monthly or quarterly in-
accordance with the gradual expansion - for the country as a whole
or, alternatively, for some exporters of staple exports - of the
monthly or quarterly amount of export earnings.

77/ See Banco de la Repfiblica, Informe Anual del Gerente a la
Junta Directiva (Annual Report of the Manager to the Board
of Governors), 1973, p. 46.

/(ii) Monetary
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(ii) lonetary and savings policy measures. Essentially, it fell

to monetary and savings policy to abate the multiplier effect on the
means of payment produced by the central bank's direct issue of
currency. It should be borne in mind that in 1972 and 1973 this issue
increased relatively fast (by 22.% per cent and 30.7 per cent,
respectively, as compared with less than 10 per cent in 1970 and 1971).
{See table 16,)

' From the data available it can be seen that the. task in question
was successfully nerformed in 1973. In 1971 and 1972, as well as in
1970, the percentage increases in the means of payment .were about. -
one-fourth higher than the corresponding increases in the direct . issue,
whereas in 1973 the changes in these two variables were the same in
relative terms. From a different point of view, the (marginal)
multiplier of the Banco de la RepQblica issue decreased from 1.37 in
1971 to 1.16 in 1973.78/

In the achievement of this reduction decisive weight was carried
by the monetary nolicy measures brought into force in the course of 1973.
Ailong the main provisions adopted, mention may be made of the following:

- During the year two increases in the Bank's legal cash
veserves were zmproved, with the result that the average rate for the
system rose froi 31.5 per cent in 1972 to 36.1 per cent . in 1973379,

& The policy of fixing ceilings, at gquarterly intervals, for
the growth of banlk credits, which had been initiated early in 1972, was
continued. The ceiling was set at 15 per cent for the whole of the year,
and was virtually conformed to in the case of crédits subject to control.
The more rapid growth of other bank loans that were not directly
controllable, lhowever, boosted internal credit to the private sector

by about 20 per cent; -

70/ To make this calculation the absolute variations in the money
supply are related with those of the Banco de la Repliblica issue.

79/ See Banco de la Replblica, op.cit., p. 157. Incidentally, between
1970 and 1972 the average rate in question had dropped from
35 per cent to 31.5 per cent. In other words, the trend it
followed had been counterproductive in. view of the speeding=-up
of the inflationary process which took place over that period.

/(c) A
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~ A new system of prepayments was established for import
operations, under which importers were obliged to deposit 35 per cent
of the national currency equivalent of the value of the goods to be
imported. In practice, this mechanism completely cancelled out the
expansionist effect produced by the gradual suppression of the system
of prior import deposits which had begun a-couple of years before;

~ Mwo acdditional provisions were adopted, which were described
earlier. On the one hand, external borrowing on the part of private
persons was suspended - and steps were even taken to encourage the
return of loans already brought into the country ~ and, on the other
hend, advances were no longer granted to exporters.

No other significant changes were introduced in monetary policy.
For example, the bank system continued to extend its credits at nominal
and relatively stable rates of interest, which worked out as negative
after the effect of inflation had been discounted.§9/ This meant,
in effect, that demand for credit swelled, and became increasingly hard
to meet with efficacy, as the higher rate at which prices rose enhanced
the attractions of obtaining and using bank loans.

Savings policy underwent a reform which has already been discussed.

The monetary adjiustment mechanism was introduced with the establishment
of a savings and loan system for housing purposes and of the UPAC,
whereby large sums were channelled into the said system.. A high
proportion of these resources was used during the same period for the
financing of urban construction.

The rest of the machinery for tapping savings, however, continued
to operate on the basis of traditional-type instruments, with
negative real interest rates - despite the raising of some of the nominal
rates - with no clauses providing for monetary adjustment or automatic
ad justability, and with a low degree of short-ternm liquidity. Even the
Banco de la Re»Gblica itself held no securities of which the terhs wére

such as to facilitate the transaction of open-market operafions.

80/ Throughout the whole of the period 1970-1973, the Banco de
la ReplGblica's rocdiscount rate was 14 .per cent per aannum; and not
until the beginning of 1974 was it raised to 16 per cent.

/In short,
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In short, savings policy as a whole probably made but a modest
contribution to the task of slowing down the rate of expansion of the
means - of payment. Even the resourcesethat were channelled into the
savings and loan system for housing purposes may to some- extent have
reflected a reorientation of financial savings rather than a net
addition to them.

(b) - Policies for dealing with supply, price and income problems

The economic policy measures adopted to deal with problems in
this area may be subdivided under three heads: (i) exchange policy;
(ii) supplies and prices policy; (iii) income policy..

(i) Exchange policy. Here the anti-inflationary role played by

exchange measures proper should be considered since other aspects of
foreign: trade policy will be examined!inyconjunction‘with}supplies and
prices policy. o | ; 4

A key feature of exchange policy derived from the application of
a system of periodic 'mini-devaluations', discounting the internal
inflation in the United States, which enabled the ireal" peso value
of the principal exchange rate to be ltept relatively stable between
1970-1973. Inceed, between 1971 and 1973 this value depreciated by
little more thean 4.per cent, which reflects a certain deliberately
- programmed slowness of pace in the average devaluations in 1972-1973
(see table 8); ) .

. It was decided that the policy of "mlnl-devaluatlons" 1n1t1ated
in 1967 should be maintained, since this course was thought to be
consistent with the '"functionalist" conception of anti-inflationary
strategy and with other development policy. objectives, especially in.
the fields of allocation of resources and export promotion. Moreover,
Colombia's own experience in.the operation of;exchangefrates,with
pegged foreign currency values afforded additional evidence of the
risks of possible exchange ”exp1031ons" and of other undesgirable

secondary effects which may be. pre01p1tated by a policy of thlS type.

/It was
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It was also considered that by discounting the internal
inflation in the United States §i/ it would be poésible to offset,
at least in part, the pressure on domestic prices exerted by the
increase in the unit value of imports in terms of dollars. The
pace of this increase, however, far outstripped that of inflation
in the United States, 32/ especially in 1973, in consequence of
two additional facts. In the first place, more than one-third of
Colombia's imports come from industrialized countries whose currencies
have undergone revaluations in relation to the dollar since 1971; and
this must have led to a more than average increase in the dollar price
of the goods imported. Secondly, although it has not been possible to
verify the point in the present study, Colombian imports from the dollar
area probably showed price increases higher than those reflected, on
average, in the rate of inflation in the United States economy.

Another exchange meéasure which may have had net anti-inflationary
effects in 1972 and 1973 - reversing the 1971 position - was the
stabilization of the petroleum exchange rate, which was held firm at
20 pesos to the dollar. -

- Nevertheless, this policy generates several problems which cast
some doubt on its advisability. For example, it involves subsidizing
domestic consumption of petroleum and its derivatives, notwithstanding
that in recent years domestic production of crude oil has been
rapidly declining, and it is forecast that in 1974 or 1975 the country
will become a net importer of petroleum. Moreover, a fixed exchange
rate is at variance with a flexible exchange policy, and is bound, in
the long run, as the peso values of the principal exchange rate and the
petroleum rate move farther apart, to lead to '"maxi-devaluations" of the

exchange rate applied to imports of crude oil to be refined in Colombia.

5}/ The implicit deflator of the gross domestic product of the

- United States increased by 4.7 per cent in 1971; by 3.1 per cent
in 1972; and by approximately 10 per cent in 1973; in all,
that is, by 18.7 per cent between 1970 and 1973.

82/ The unit value of imports in dollars rose by 30 per cent between
1970 and 1973 and 18.2 per cent in the year 1973 taken by itself.

/As regards
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As regaris other measures that affected import flows and costs,
mention has already been made of the progressive liberalization which
‘began in 1972 and led to a substantial ‘increase in the current value of
imports in 1973. ‘

As a complementary measure, to bring down the domeSfic price of
iuported goods curing 1972 and especially in the course of 1973, the
customs tariffs for several import products were reduced. This
reduction, however, was selective and' limited - and, therefore, must
have had only a restricted anti-inflationary effect - because the
average level of. the Colombian customs tariff is relatively low 53/
(about 40 per cent) and, fuitliermore, because no significant duties
were payable on imported foods.

Likewise with the aim of making imports cheaper, throughout the
period 1971-1973 the system of prior import deposits was gradually
being abolished. In 1973;'however,‘aé'noted above, the conéern aroused
by the rapid. expansion of the means of payment led to thé'éetting-up’
of the import prepayment mechanism. In global terms, therefore, at
least in 1973, this line.of action must have done virtually nothing to
lower the cost of imports.§ﬁ/ Accordingly, the case under’ review
clearly exemplifies the mutually contradictory effects that ‘may be
produced by the adoption of measures pertaining to different ‘branches
of economic .policy, in this instance to monetary policy and to foreign
trade policy. ' '

(ii) Supnlies and prices policy. The anti-inflationary policy

pursued . did not include the more or less generalized ‘adoption of

various forms of direct control of domestic prices. In this connexion

gé/ - Especially in comparison with the tariff in force in other
countries signatories to the Cartagena Agreement. .

Sh/ At the end of 1972 the amount represented by prior import deposits
was about 2,400 million pesos, while by the end of 1973 the
cumulative total of prior deposits and prepayments was
approximately 3,000 million (500 million in deposits and
2,500 million in prepayments).

/it should



- 256 -

it should be reseated that the keynotes of the stabilization programme
were, on the one hand, the control and scheduling of the growth of
vmonetafy and financial variables, and, on the other, the promotion of
the normal development of production and supplies, for which purpose
the cofrect and flexible operation of the price mechanism was of

vital importance. »

But, within this general context, during the period considered,
and espnecially in 1973, a number of more direct measures of supplies
and prices policy were brought into operation.

In the first place, in those cases in which domestic production-
of certain foods fell short of requirements, the State undertook
- through the Agricultural Marketing Institute (Instituto de Mercadeo
Agricola - IDELA) - the importing and marketing of the volumes needed
to satisfy demand. 1In 1973, for example, besides importing about
50 million dollars' worth of wheat - a product traditionally in short
supply in Colombhia -, the authorities allocdted a similar sum to imports
of maize, barley, soya bean and cocoa, in view of the sudden
contradictions that took place in domestic production of:those
commodities.

Although between 1972 and 1973 world market dollar prices of
these agriéultural commodities rose, on an average, by about 100 per cent,
it was only in the case of wheat - owing to the large scale on which
it was importecd and the diffused effect that an increase in wheat
prices produces - that the decision was . taken to subsidize domestic
wireat briCeé, overtly although partially, a step which, as has been
shown, caused IDEMA heavy operational losses. In other cases, the
authorities preferred to allow domestic prices greater freedom of
movement, taking advantage of the fact that imports were equivalent
to a relatively low proportion of domestic production.

Secondly; in face of the répid Boom in the world pricéé of certain
agricultural coumodities exported by Colombia but widely consumed at
home, the aim of the policy ad0pted was to prevent domestic prices of

these goods from rising suddenly in the same proportion as world prices,

/and/or
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and/or to forestall the generation of internal.shortage problems. Thus,
the upward trend of the domestic prices of a few selected products was
regulated fairly flexibly, by limiting the volumes exported. The most
representati#e examples of this tendency were constituted by the
neasures adopted in 1973 to establish beef export quotas, and by the
total suspension of sugar sales abroad. '

" In any event, this is a complex field, in which the Colombian
authorities themselves, rather than taking final decisions, settled
for ad hoc solutions to the various problems arising. Thusy -in
practice the principles of freedom to export and of flexibility in
respect of prices and production were counterpoised by more immediate
needs to safeguard domestic supplies and to.smooth out sudden violent.
usswings in the »rices of agricultural commodities with a high incidence
on the population's basic consumption.§§/“

An alternative measure, which was not adopted but which was

discussed by sone sectors in Colombia, might have served the purpose
of reducing the »nrice differential in favour of exports - besides
‘producing other secondary effects =~ when world prices rose  steeply.

It could have consisted in the establishment of export duties at

85/ On this subject, the following opinion has been expressed:

"It is reesonable that exports of goods which are in.short supply
in a. given country, and in some cases in the world, should be
prohibitec, especially where the goods concerned,” on account of
their high costs,: or because of natural disadvantages, or for

. .. any other reason, are unfitted to compete on the world market
either today or in the foreseeable future. 'There are more than
sufficient grounds. for applying this norm to subsidized
domestic consumer goods or goods whose processing is significantly
dependent upon these, since in such cases the subsidy would
become more burdensome without implyipg immediate or even remote
benefits for export policy. Of course, with exceptions where’
advisable, the general principle.of freedom to export should

 continue to prevail, since its application has produced very

_ satisfactory results. This is particularly true of articles
whose incidence on vital consumption is not great.''  See
Benco de la Repfiblica, op. cit., p. 6l.

/rates varying
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at rates varying in accordance with the levels reached by international
prices,§§/ A policy of this type may, of course, have undesirable
secondary effects - such as, for example, increased contraband in
dutiable goods =, but from the standpoints of the more efficient
overation of the economiec system and of equitable taxation, its
application may be advisable, especially when a favourable balance-of=-
payments position malkes it permissible to run certain risks, and when,
at the same time, it is necessary to augment the savings generated by
tiie government.

Only the government authorities, however, can evaluate as a whole
the merits and cemerits of the adoption of provisions such as that
suggested.§2/ Turthermore, any application of differential export
taxes should be co-ordinated - and might even conflict - with other
alternative measures, in particular with the possible mechanism
(suggested above) for programming the liquidity of export earnings in
accordance with the periodic fluctuations in their amount.

Thirdly, another important line of action in respect of prices
and supplies pertained to IDEMA's normal function of marketing a number
of agricultural commodities. This function included the establishment
of support prices, at which the Institution regularly bought
considerable quantities of agricultural commodities, and which were
altered periodically as internal and external pircumstances rendered
it advisahle. |

‘ Fourthly, it should be p01nted out that the domestlc price of
coffee was also subject to internal regulation, as agreed upon between
the Government and the National Coffee-Growers' Federation (Federacidn

Nacional de Cafeteros). Thus, it was raised periodically, while at

Od, A variant of this formula may consist in the progressive

' elimination of export subsidies. In Colombia, however, the
so-called Certificates of Drawback (Certificado de Abono Tributario
- CAT) are of virtually no importance for-exports of agricultural
commodities as such; generally speaklng, they are subsidies that
have beel v1gorously operative in the case of exports of
manufactured goods.

g;/ Similarly, instead of resorting to taxation, some governments may
prefer a nanagement of exchange policy based definitely on
differential rates. Argentina's experience in recent years has
largely reflected the application of this principle.

/the sane
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the same time this measure was co-ordinated - in the light of changes
in the world marlket situation - with variations in other components-
of coffee policy. Betwéen the beginning of 1971 and the beginning of
197% the dollar price of coffee on the world market rose by about
LS per cent, while the variation in the domestic price in natiomnal.
curreéncy was approximately 50 per cent.§§/A

+Tt is worth while to add that the wholeé coffee policy pursued
reduced the potential anti-stabilization effects that might have -been
produced by this export activity, especially:in contrast with what
happened in the case of a substantial proportion of non-traditional
exports. .

In addition to tlhie fixing of the internal sales price, coffee

was subject to other provisions, among which the following may be
rientioned: (a) the regular stipulation of a reference price which
closely followed world market coffee quotations; (b) the application
of a special exchange rate for the liquidation of export earnings.
which, as indicated above, was about 20 per cent lower than the
principal exchange ratey and (¢) regulation of the ‘quantities that
could be exported, through the periodic adjustment of the 'coffee
retention quotai’s Between mid-1972 and mid-1973 - which was the period
when world coffee prices soared mdst rapidly - .the proportion of: the
quantity exported which was handed over by exporters to the National
Coffee-Growers' Federation expanded from 23 per cent to 35 per cent.
This led to a substantial increase in the stocks of coffee maintained
in Colombia by the National Coffee ‘Fund (Fondo Nacional del Café).

-+dlo illustrate the joint effect -of the measures described, it is
worth noting that according to World Bank estimates, between 1972 and
1973 the coffeer~producers' net relative share in the world market Bales

price of coffee dropped .from 40 per cent -to 33 per cent.§2/

88/  See Banco de la Republlca, op- cit., pp. 71-73-

39/  See International’ Bank for Reconstructlon and’ Development (IBRD)

ODoCite, De 20. : .

/Lastly, with
i ) .
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Lastly, with regard to price controls for other products,
especially manufactures, the functions fulfilled by the Office of the
Superintendent of Production and Prices (Superintendencia de Produccibn
y Precios) deserve special mention. This agency was empowered
throughout the period to monitor price trends, which in practice implied
that after price increases had taken place studies could be undertaken
and action initiated on the basis of their findings, with the aim of
reconsidering the increases in question and/or deciding upon certain
civil sanctions. Unfortunately, it is not easy to asses how far the
application of such measures proved efficacious.

(iii) Income policy. As far as wage policy was concerned, free.

negotiation between employers and workers was the general rule. To
begin with, as already noted, during the period under study there was no
system of annual adjustment linked to price variations which covered
broad sectors of the population. Not until 1992 was an increase in.
minimum urban and rural wages decided upon, on the lines and with the
effects reviewed above.

Moreover, in the private sector the participation of the trade
union organizations in wage negotiations.was relatively small. It is
estimated that about 30 per cent of the working population was grouped in
trade ﬁnions-and operated on the basis of discussion of lists of wage :
petitions. For the rest of the workers, much of the process of
negotiating wage increases is still split up among small units, which
often have little information and scanty power to secure wage adjustments
that keep pace with the rise in prices.

Nor did any systems of periodic and automatic increases operate in
the case of public-sector employees. What has been ascertained, however,
is that in 1972 and 1973 their salaries were raised through several
piecemeal decisions, by a yearly average of a little over 10 per cent,
which must have implied that in real terms their remunerations were
reduced.

In other fields of incoﬁe péligy, né‘specific anti-inflationary
measures'are known to have been adopted. -For example, no significant
provisions were brought into force to control the growth of the profits of
entérpfises (apart from the above-mentioned operation of the Office of the

Superintendent of Production and Prices) and that of rentals.
./ke COSTA RICA
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‘4, COSTA RICA
A. INTRODUCTORY NOTE

-As far as the different .forms and degress of inflation in
Latln America in recent years are concerned, the case of Costa Rica is
both interesting and illustrative. Its inflationary problem has very
particular features, as regards its emergence and evolution and latter
increase in pace.

The contrast between the long period. of stability which’
characterized Costa Rica in the past, and the inflation of recent years
constitutes one of the most outstanding peculiarities. The .level and

structure of the external trade of the country and the inflationary
pressures imported combined with other factors of inflation to give
rise to a very singular process. . ; ,

Lastly, the.features of .its economic, political and social systenms
make up a picture .in which inflation acquires fairly heterodox
implications. It may be recalled that this is a country with a very
homogenous population and whose peasants, generally speaking, are not
1iving at subsistence level. The education and health indexes are
the highest in the region and income distribution does not show the
same degree of disparity as the majority of Latin American countries.
The lack of armed forces not only affects the assigning of public

Arééoufcéé,‘but also contributes to:a fair measure of -generosity in

social development. .
B. RECENT ECONOMIC TRENDS

‘Generally speaking, the economic activity of Costa R1ca has shown
considerable fluctuations over the last three years. It may be seen
from different indicators that the éYclidal‘m6VéﬁéhtS‘whlch have been
typical of this economy would appear to be continuing to functiop. It
should be meﬁtioned,that,this‘typé:ofwyafiatibh“is not reproduced

simultaneously in all the macro-economic variables; some action taken by

/the State,
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the State, and some phenomena affecting the country's external sector,
have changed the characteristic uniformity of the cycles.

An overall analysis shows that the dynamism present in the economy
ol Costa Rica in the 1960s may basically be attributed to such factors
as its entry into the Central Aﬁerican Common Market, the evolution of
world markets in certain agricultural products, the growth of public
spending and the inflow of foreign capital. The combined action of
these factors produced a frank expansion of the economy, despite the
low price of coffee and the agricultural problems caused by the
eruptions of the Irazf volcano.90/

The explanation of the drop in growth rates in the three-year
period 1971-1973 would appear to lie in modifications of the above-
mentioﬁed factors and in their different arrangement. An examination
of each of them shows its direct connexion with the external sector,
which explains the great vulnerability of the economy to fluctuations
in the international markets. It is thus possible to see from the
analysis of the external sector the conditions and restrictions which
affect economic activity in Costa Rica. It would therefore seem
apprd?riate to”beginﬁthe"description of the ecdnbmy as a whole during
the three-year éeriod 1971-1973 by pointing out the main movements in
external trade and in Costa Rica's international financial relations.
Once the most important events in this field have been identified, the

evolution of total‘supply and demand and the structure of the product

will be described. The description of the most importént phenomena
in this context will be useful for the subsequent interpretation of

inflation in Costa Rica and the economic policy actions connected with it.

-l. The external sector

The influence of this sector in the economy of Costa Rica is
doubly important. It consists of a core of activities - directly

involving a significant share of the functions of production and

i .
i

90/ See Planning Office, National Development .Plan of Costa Rica,
Volume 1, "Diagnosis", 1973.

/distribution. Unlike



distribution. Unlike other countrles, it is ‘not a mere suppller and
receiver of forelgn exchange, the 'structure of its exports, in which
agricultural items predominate, indicates a basic feature of this
economy. The high‘export and import coefficients of Costa Rica reflect
a very close link between the performance of the external sector and
general economic activity. ’

On the other hahd, the fluctuations in export prices and the
persistent increase in import.prices have severely affected the current
movements of exterhal trade. The.fluctuations of the former and the
increases in the latter took on the guise of delicate situations in the
balance of payments, which, in view of the importance of the external
sector, weighed considerably in a large part of economic activity.

(a) Export performance

Before going on to describe the evolution of exports and their
basic components 1t should be made very clear that products of
agricultural orlgln are of basic 1mportance 1n thelr makeup. Three~
quarters of the value of exports originates in this sector, and e#ports
of coffee and.bananas:'account for more than half. Although exports of
industrial products reveal an increasing share in the whole (26.5 per cent
in 1973), the: predomlnance of agrlcultural products 15 a feature of the
structure whlch it will be necessary to keep in mind botH in' the
analysis of the economy as a whole and in the descrlptlon of 1nflatlon
in Costa R1ca (see table 1). .

The current value of exports of goods underwent significant
variations ln?the three-year period 1971‘1973- In fact, after recording
a drop of 2;6tper cent in 1971 compared with ‘the previous year, it
showed annual.increases of 24.7 per cent in 1972 and 20.8 per cent in
1973 (see table 1). These fluctuations are a result of very uneven
variations fn the export values of the different products; it may be
noted that while there are items which underwent increases of
121.6 per cent in the three-year period described (cocoa, for example),
there are others like coffee, which only increased by 28.6 per cent.
Variations of thls magnltude necessarily subject export activities, and
those of the economy as a whole, to ups and downs Wthh affect rates
of growth.
' - ‘ /Table 1
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The variations in the current values of ekports may be explained
by movements of consideration in nrices and quantities. It may be-
seeﬁ ?fom table 2 that different inde¥es showed relatively unfavourable
changes: anart from the -fact that there was a érop of 5 per cent in
prices in 1971, the vclume increased by a mere 3 per cent,‘with”the'
result that there vas a subsequent reduction in the value exporived,

hese events vere of great imyortance for the droj in the rate o%
general economic activity as frem 1971. In 1972 and 197; the'indexes

'

shot- asynchronlsms vhich 1revenued a more v1g~rous growth of the. value
)orued iJhen, as in 1972, the volume increased 51gn1f1canuly,
wrices rose more slouly; conversely, wien it was the prices which“*

undervent s1gn1f1cant 1ncreaseo, as 1n 1973,: Lhe vvlume vent up less

rapidly.
Table 2
COSTA RIC.: INDEXES OF PRICES, QUANTUM AND VALUZS

OF EX “TS OF GOODS

(Base 197o~1oo)

,.1971‘u u1”197a,u_,_ 1973 197k
Price index -~ v - 95 - 100 120 . 1L3
Quantum index - 103 119 12k 129
Export value index o7 11¢ 148 . 184

A B e B W LR e S B iRk e R B B8 Ed A e e B SRAE R S AR A 6 B L el M LR A . S AN

§§H£EE: ECLA estimates on the basis of official data.

Detalled analy51s of the main e:port products shcws more clearly
ow variations in internatiinal prices and in the quantities exported
affected the economy of Costa Rica. Tables 3 and 4 contain the

B

above-mentioned information.

/Table 3
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Table 3

COSTA RICA; EVOLUIION OF THE AGRICULTURAL QUANTUM EXPORTED

Peroentage
Product 1970 1971 1972 1973 variations
1973-1970
Coffee {thousands .
of quintals) 1 500 1 390 1871 1 585 5.7
Banana (thousands
of bunches) 29 41k 32 859 38 599 Yo 112 43,2
Iivestock and meat
(thousands of kilos) 17 475 18 617 26 13L 21 763 24,6
Sugaf- (thousands ' .
of quintals) 1 465 1 807 1 683 2 438 6644
Cocoa (thousands of
quintals) 71 77 132 103 5.1
Source: Direccidn General de Estadfsticas y Censos and Banco Central de Costa Rica,
Tabiie 4
COSTA RICA: EVOLUTION OF PRICES OF AGRICULTURAL EXPORTS
(Dolla.i's at ourrent prices)
Product 1970 1971 192 1973
Coffes (per
quintal) 48,66 42,67 41,60 5931
Banana {per
bunch ) 2.27 1495 2,15 2422
Meat (per
kilo) 1,03 1,10 1,16 1.50
Sugar (per
quintal) 6.93 7.15 ' 7.78 5459
Coeoa (per
quintal 27.30 19,93 22,67 42,44

Source: Direccifn General de Estadfstica y Censos and Banco Central de Costa Rioa.

/Since coffee
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Since coffee and banaznas are the most“important.products, not
cnly in expofts but also in general prcducticn, the variaticns which
they underﬁeht in the last three years vere factors which determined
the ev:luticn of the economy. The guantum of coffee exported underwvent

éonsidefable changes - a drop of 7.4 per cent in 1971, an appreciable
‘fecovery of 3.6 ver cent in 1972, and a further decline of 15.3 per cent
in 1973, Furthermore, in 1971 tlhe price of a quintal of coffee dropped
'byAlaeh ner cent and in 1672, when producticn reached a maximum,
thie price dropped to a minimum.91/  The sudden price increase in 1973
coincided with a drop in the production of coffee. In short,\price
and cquantity both played a recessive rgie in 1971 aand put up a
¢Dmpensatary nerformance in the next‘two‘years,.with a reduction in
the variations in export values.

is regards bananas, the sustained growth of tie cuantuil exnorted
vas récorded at an annual average rate cof arcund 13 per cent. Banana
srices, hovever, ghoved an adpreciable decline in 1571 (16 per cent),
and the recovery of the next two years did not bring the price back
up %5 1970 levels. ) | |
N The significance of the year 1971, a very critical nericd which
had a decisive influence on the economic performance of the country
at a later date should not be lost sight of. 24 large part cf tae loss
of dynamism of the economy of Costa Rica is due to the related
c-nsequences of this decline, from the effects of which an »open
econonmy could hardly escape. .

As far as exporis of meat and Sugar are ccncerned, it should
be menticned that a nersistent increase in vrices was not alvays
accomnanied by similar incréases in the quanta exporied. Livestock
and meat sii.ved a cecrease of l7 ner cent in 1973, and sugar a decline
of 7 per cent in 1972, further aggravated by a drop of 22 per cent in
nrice the following yeétr°
91/ As vill be understood, tlhe increase in pfadﬁcticn did not éffect

orice changes, because of the small slare cf Costa Rican supply
in the world market.

/Mention should
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Mention should be made of the increase in the export values Qf
industrial products; these increased by 68 per cent between 1970 and
1673, which meant that their shiare increased fron 23 to 26.5 per cent
in that period. Despite this increased diversification, h.owever, the
importance of export nroducts of agricultural origin which are affected
by the variations in prices and quantities has a decisive influence on
the country's vulnerable external sector, and explains to a large ex?ent
the above-mentioned loss of dynamism in eccnomic activities, which will
be described in more detail below.

(b) The

-—

berformance of imports

It is worth repeating that the econdmy of Costa Rica is strongly
conditicned by imported su»nnlies. The impurt coefficient which reached
values of between 36 and 38 ser cent during the three-year period
1971-1973 is an indicator which needs n- further comment. In an economy
as open as this the evolution of the actual materizl flows of immorts
and their financial counterparts have a considerable influence.

The current value of imvorts showed sharp» increases in the first
years cf the 1970s (see table 5). Tie figures for 1673 and 1S74 are
particularly striliing, when the grouth rate was 18.5 and 50.0 per cent,
respectively. The werformance of the components; howvever, indicates
that these increases in values ave lergely due to the increase in the
Prices of imported nroducts and only a very small proporiion can be
atiributed to increases in the quantities imported, excent in 1974,

In fact, the increase in the pace of the price rises is patent:

3 ver cent in 1971, 3 per cent in 1972, 15 per cent in 1973 and

31 pmer cent in 1974; on tiae other nand, the quantum, following an
increase =f 7 per cent in 1971, decreased by around 1 ver cent in 1972,
shoved a slight increase of around 3 »er cent in 1973, and rose by

15 per cent in 197%. 1In other words, the financial counternarts in tle
ferm of payments abroad have increased much Lore rajidly than the actual
physical entry -f foreign producis. Once again, the external sector,
and this time thrbugh imports, is showing its influence and its adverse
effects on the ecunomy of Costa Rica.

/Table 5
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Table. 5.

COSTA RICA: INDEXES OF BRIGCES, QUANTUM AND VALUES OF
IMPORTS..OF GQODS .

e e - (Base.s,1970=100) . . e it i e

S Ty
Price index 103 11l 128 168
Quantunm index  ° ° 1oyt 0 1o 109 125
Value index " 110 -118 --1hko 210

Source. . BCLA estimates on the basis of sfficial data.

Aﬁfﬁnél&sis of thétstrp§turé'bfviﬁ§ﬁrts confirms the T§regbi?g1
considera'{:icns° Thie important influencerf rav materials and canital
g . ds gﬁd tﬁeir iﬁ§reaéihg"shé£é ipktbtai_imports may b& seen in-table 6.
Imnporis of.consumer .gcrds, hovever,. show fluctuations with a slight.
tendency to increase and a relatively decreasing share in the total,”
although they dc in any case represent fairly considerable levels.
Industry and construction are the sectors which mest depend on imported
sunnlies, and also have a significant share in im»norts of capital goods,
vhile the transpert sector is also included here with high abs~lute
levels vhich tend to increase.

The features mentioned would appear to be enough tc¢ confirm that
any change in imnort flows affects the base of the system of production
and rigorously conditions the su»nply of final consumer products. In
viev of the internaticnal situation as regards price increases, it may
be weinted out that inflatisn in Costa Rica is closely linked tc the
riovements »roduced in the external sector, mainly in imperts. The
rising vDrices <f imvoeris mean higher production costs, vhile the slow

grouth «f the quantum explains the economy's loss of dynamisie.

/Table 6
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Table 6

COSTA RICA: STRUCTURE OF IMPORTS OF GOODS

(CIF_values in millions of dollars
ot current prices)

1970 1971 1972 1973
Raw moterial for industry and mining 102.2 - 1154 128.3 170.9
Row materiul for agriculture 92 9.0 , el 11.9
Construction materiul 17.3 16,8 15.2 18.3
Fuels und lubricunts 6.3 6.9 745 12. 4
Totul inputs 135.0 (U246) 1hbel (M1.2) 260.4 (43.1) 2135 (47.1)
Capit.l goods for industry und mining  25.7 25. 4 26.7 " b2 4
Copitul goeds for wgriculture 642 9.0 94 10.7
Capital goods for construction 10.2 13.1 4.6 13.5
Capit.l goods for tr.nsport 2342 3047 3646 3601
Other ¢ .pitul goods ' 13. 4 15.7 2045 21.6
Totuld eupitul goods ZQ-_Z (24 9) 939 (26.9) l%_e_ (28.9) L2_’4_cj (2744)
Nonedurable consumer goods 697 741 71e9 ‘ 7649
Consumer durcbles - . 33.3 T 3746 : 32.6 38.5 ,
Tot:1 consumer goods 103,0 (32.5) 111.7 (31.9) 1045 (28.0) 115.4 (25.5)
Totul imports 316.7 (100.0) 3497 (100,0) 372.7 (100.0) 1453.2 {100.0)

Source: Direcsidn general de Estadfstica y Gensos and Banco Centrul de Coste Ricae

/(c) The
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(c)  Ihe balance of naymenls

The analysis of the current account brings out the size cf the
deficits in the trade balance -(see table-7). In fact, the deficits
reccrded between 19 71 and 1973 were much higher than those of the
'previcus five-yéar pericd and their size accounts for most of tge,
. equally large deficits in the current account. A

Although the trade deficit cn goods and services declined to
a sié;ificaﬁé extent during the last twc years, especially ccmpared
withuthe deficit eof 107 millicn é¢ullars recorded in 1971, the increcse
in the »ayments of profits and interest on foreign capital expanded
appreciably. It may be ncted that in 1973 -this item tripled as:
compéred with the value reccrded for 1970. The two imbalances thus
ccmbinéd to wroduce & deficit in the current accrunt exceeding
100 millisn dollears during the three-year perinsd under analysis
(see table 7). A crmparative ewaminetion of the deficit averages for
the period 1971~1973, vhich double those of the five-rear period
15661970, ‘shuws clearly the deterioration in the external sector in
Costa Rica.  This cone indicator is sufficient to show, once more, that
one of the main pr@blems of the'cdun%ry's eccnomy originates in the
external seettr. In this context it may be recalled that Costa Rica
does not préduce petruleun and Llau increased import COSLS =f this
commodity will have adverse repercussicns on the trade oalancec It is
estimated that the cost of netrcleum imports for 197b nlll amount to
60 million dollars (more_than twice the nrepaid value in 1973), with
easily ¢oreseen conseouences on domestic ccsts of nroduction and
distribution. Since the input in cuestion is w1dely usedy this u111
have repercussions cn a large part of &conomic aCL1v1ty and certainly
cn the level of living of the population. If recent trends in the
wrice increases of other immorted products are included, it vill be
agreed taat the prospects of disequilibria in external trade are not

particularly encouraging. Dxports of industrial products and the

/Table 7
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Table 7
COSTA RICA: BALANCE OF PAYMENTS

(Millions of dollars)

Average Average
1966-1970 1970 1971 1972 1973 19711973
Current gccount l
Exports of goods and services 21043 280,1 283.8 346,.3 4165 34649
Goods FOB 17349 231.0 224,6 278,8 3415 281,.6
Services 36,4 L9l 5942 67.5 7540 67.2
Imports of goods and services 25k4,8 34645 390,7 418.0 491,3 433.3
Goods FOB A 20746 286.8 31643 337.1 3993 3509
Services ‘ h7.2 5947 74l 8049 92,0 82,4
Payments of profits and interest on foreign '
capital (net) =16,1 ~136 ~14,6 =347 =lt140 =301
Profits 8.0 348 -3l =21,0 =244 ~16.3
Interest -8.1 -9.8 "11.2 "13.7 "1606 "1308
Net private transfer payment : " Y41 ER 3¢5 4,0 346 3.7
Balance of current account “5645 7646 ~118.0  ~102,4  -112.2  =11049
Capital account
Net external financing (a+bec+dre) 5645 7646 118.0 102.4 112.2 110.9
(a) Non compensatory foreign funds (net) 6loht 791 128,0 10643 98,7 111.0
Direct investment ) 17.1 2644 22,0 25.8 26.8 24,9
Long and medium-term loans _ 4,6 ho,2 6844 ol b 12,4 94,7
Amortizatioms w2349 1942 -30e6 38,3 - " =58.0 42,3
Short-term 1iabilities 22,7 2742 64,3 21,8 940 31.7
Official trensfer payments 3.9 2.5 3.9 2,6  =0.5 2.0
(b) National non-compensatory funds or assets =941 -5e9 -19.8 ~4642 -38.0 “34.7
(¢) Errors and omissions 6.9 =95 2043 38.9 61.3 Lo,2
(a) Allocaﬂon of special drawing rights 0.8 b2 Folt 3e7 040 2.4
(e) Net compensatory financing (- incresse) 6.5 8.7 «13.9 ~0,3 =99 -8,0

Source: ECLA on the basis of official statistics,

/promising trend
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promising trend in the prices of ccffee, sugar, cocca and meat
apparently do not seem able to offset higher import costs. Estimates
hased on data for the first half of 1974 suggest that theré 1vill be
increzsing deficits in the current account cf the balance of nayments.

The analysis of the canital account draws attention ©o the
extracrdinary increase in long and medium-term loans (see table 7).
These *rinled in 1973 compared with 1970, in ansver to a sustained trend
in the intermediate years. Amortizations alsc shou large increases
and are clearly growing in volume, given the latest debt levels and
will thus constitute a factor absorbing considerable quantities of
foreign exchange.

At the end -f 1973.the external debt amsunted o 440 million
d-21lars,92/ viich is moderate ccmpared with the value of exports.
However, it cculd bec:me a serious proolem if the &ef1c1us in the
current acccunt and the recent trends cbserved in the annual state of
indebtdness are maintained. |

Direct foreign investment also shovs a tendency to incfeaée
(see table 7). The average for 1971-1973 was 46 per cent up on the

ive-year pericd 1966-1970, reaching 26,8 million doellars in 1973.

The magnitude of transfers ¢i foreign exchahge'abrOad fof the »nurposes
of foctor remuneration had already drawn at%entibno Reni ances of
profitsy viich in 1972 and 1973 nearly trinled those of the nrevious
five-year period, vere very clcsé to balancing direct investment during
those years. If the trend in the inflou of non-comoensatnry capital is
maintained, the impact of profits on forelgn 1nve5unent cn the deficit
of the curreni account will be increasingly greater°

The magniiude of the figures in the item errors and omiséioné
is noteverthy (see table 7). In 1973 this figure vas 61.2 million dollars.
more than half net external financing in that year.: A minute .
investigation cf the structure of this figure could maké é distinct

L T T U VP

92/ Central Bank <f Costa Rica. The external public debt accounts.
for 228 million dollars, and the extermal private debt for
152 million.

/difference in
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difference in the balances of the other accounis. It is possible that
no small part of this total is related t- illegal exports and imporis,
or experts and imports not subject to official control.

The movements of accounts described above, especially the
increase in indebtedness and the inflow of direct investment, not
enly financed the deficits of the current account during the
three-year period but also meant that tie country increased its
internaticnal reserves between 1971 and 1973. Of particular importance
vere tle increases in reserves in 1971 to 13.% million dollars and in
1973 to 9.0 million dcllars. It is estimated that tntal net
international reserves at the end of 1973 amounted to 42.4 million dollars
As a pcint of reference, it may be noted that this amount is more than
double that for 196 and almost seven times that for 1970.93/ Despite
these increases, howvever, the 1973 level was only sufficient to finance
cne menth's imperts. Generally speaking, the level is considered to
be adequate vhen it is ecuivalent to three op four month's imports;
hovever, this is vinly a reference comparis.n, which in some cases may
not be very meaningful.

To conclude tihe descrintion of the most immortant features of
the external sector as far as inflationary »ressures are concerned,
it is tc be nuted that the impact of {he terms of trade has been adverse
in recent years (see table 5). If 1970 is taken as the vear of reference,
it may be seen that in tlie last three years rather considerable losses
vere recorded in trade. In fact, the accumulated loss of the last
three years is of the crder of 1.3 million dollars at 1970 prices.
If this Tigure is updated %o dollars at 1973 prices, it would more
than cever the deficit for the current account in that year. These
figures are thus not insignificant and it is easy to forecast that
they may increase significantly in 1974, in view of tlhe trends of

import prices.

93/ Socurce: International M- ‘netary Fund, Internatisnal Financisl
Statistics, Il vember 1974,
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. Table 8

’

COSTA RICA: INDICATORS OF EXTERNAL TRADE
(Millions of dollars at 1970 nsrices)

TIW B B RV R L S m S8 % 8 A s e MR A L ek R T B CRk Remem MR K R & & B 8 L. 3 B G Bea K e G e Eom b S oA A s

1971 1972 1973
Purchasing pover of exports 275.5 310. 4" 331.3
Lxpert quantum - . - -298.1, . 3hk8.5 361.9
Effects < the terms of trade i |
with reference to 1970 -22.6 -38.1 -30.6
Incex of terms of trade - I LR f‘ L
(l??O:lOO) . ! ’ 9202 90=l 9307

i e T R T

Scurce: LECLA estimabes‘on the basis of official‘data°

e

2. [The eveclutisn ¢f total supnly and demand

¢

The state of these main-variables of supply and demaﬁd/shows
up clearly the loss of dynamism manifest in the economy of Costa Rica.
The real growth recorded in the three~year deriod 1671-1973 is a frank
ccntrast to tqau of the pericd 1£66-1970 (see tabie‘9) As regards
supnly, both the product and imporis grew much more slowly; A ccmparison
of the annual rates for both periods showed that the growtn of the
vroduct declined from 6.9 ner cent to 4.) per cenu annually, while
imports slm11arly sloved their gruwtn rate from lO l per cent to
5.5 ner cent annually betveen the two periods considered. This decline
in the above- menticned rates con5b1tutes one of the-factors which should
be taken into accounu in a descr1n51on of inflation in Costa Rica. It
should, ho vever be nocinted out that 1970, the perlod ¢f reference in
the evolutlon‘of the last three years, was an excepticnal year as far
as imports are concerned; the real growth rate recorded by this variable
vas 25.5 per cent. In any casé, tae drop in the annual rates in the
last three years, both in imports and in the product show a ioss of
dynamism vhich can only be attributed,“to a lesSer‘extent, to the

achievements of 1970.

/Table 9
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Taking the structure of overall supply, the growing share of
imnorts to the detriment. of the gross domestic product may be cbserved

(see table 10). ‘lhether the twq-year_pericd 1969-1970 cr a more distant

- period,-such as 1965, as taken as refereince, the relatively greater ..

importance of imports in the last three years is outstanding. The

import coefficient, which attained 31.6 per cent in 1965, reached

33.3 per cent in 1971, ﬁhiie the averzge for the period 1971-1973 was

of the order of 3G6.7 per cent. Ilowever slow the evolutiuvn of the

o

econony mway have been in recent times, this change in the share of

external sunnlies is extremely significant.and constitutes another . -

"element vhich slould be borne in mind vhen the re-emergence of

“inflation in Coste Rice as from 1973 is described.

Obviously, in the analysis' ¥ demand, the rates observed are

1,

rather "slcver for the last three 'years than in thae {ive year neriod

1969-1970 (see table 9). Mest of -the components had much lover growth

‘rates; vhile in-the veri:zd 1066-1970 the annual rate of exports was :

“13.8 er cent, the rate -of grouth of investment 5.7 per cenf®,:and the

rate of consumption 6.5 ner cent, in the lest three years, these rates’
in the same order vere 8.1 per cent; =0.6 ner-cent, and 3.8 per-cent.
Only fixed capital public investment shiowed an increase in dynamiém'

in the latter period, when it increased Ifrom an annual rate of -
2.7 per cent in the previous {ive-year pericd to an annual rate of
10.3 per cent in the last three years, with 1971 cutstanding for its
high grouth rate (21 ner cent, following the 11 per cent recorded the
previous year). This fact should alsc be recalled when the ajpearance
of inflationary pressures in Costa Rica is interpretec.

Prom the point of view of the structure of total demand significant
changes may be observed (see table 10). If the 1973 structure is
compared with that of the tvwo-year verivd 1969-1970 and, better still,
wvith a more distant period such as 1965, it may be observed that the
most important chenges vere in exports and consumption. The export

ccefficient increased in the »eriods under consideration frem

/Table 10
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Table 10

COSTA RICA: STRUCTURE OF TOTAL SUPPLY AND DEMAND s/

(Percentages)

Total supply

Gross domestic product:

Imports

Total demend
Exports
Gross domestic invegtment
Gross fixed investment
Publio
Private
Total consumption
General government

Private

131.6 133,8 13644 1383 13643 135.6 136.7
100,0 100,0 100,0 100,0 100,0 100,0 10040
3146 33.8 3644 3843 3643 356 3647
131.6 133.8 13644 13843 13643 135.6 13647
21.6 2849 294k 3040 339" 33,0 - 3243
25,7 2243 24,3 2347 20,6 21,0 2.8
22.8 21,4 22,2 2340 22,8 2342 23,0
5e2 be2 b3 L9 He9 5l 5¢0
17.6 1743 1749 18,1 17.9 18,1 18,0
“Ble3 82.6 82.7 8l, 6 81.8 81,6 8246
1345 13.8 139 14e5 14,7 1540 14e7
7048 6848 6848 " 7041 67.1 6646 6749

Source: Table 9.

2/ 1970 prices.

/21.6 per cent
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21.6 per cent in 1665 teo 23.9 per cent in 1969-1970, culminating
in 33 pér cent in 1973. Cn the other hand, anSumption, especially
private consumption, shoved a decline in its share (see table 10).

It is vorth pausing on the analysis of consumptibn and, in
particular, on inveétment. The movements of these variables reflect
crucial ontlons in the alchatlon of res>urces. It is obvious thet
efforts made to maintain the grouth rate of fixed canlual formation
wvere offset, from the dcmestic point of view, by a reduction in the
share of consumption, accomoan¢ed by cons1derable external financing,
as will be seen below.

The c.efficient <f Tixed capital investment in tﬁe economy of
Costa Rica reaches considerable levels. It in fact fluctuated wifhin
a narrow belt around 23 per cent and if the trend in uhe structure of
investment manifested un to 1972 is maintained, by n» mezns insifnificant
industrial base will be c.nsolidated. Furthermore, the Naticnal
Development Plan of Costa Rica assigns special priority to the inclusion
of resources vhich have still not been exploited and their subsequent
processing. 9t/ ' R

In the overall analysis of gross domeSLlc 1nvesrmen a clear
diferentiation should be made betwveen w1au has Lahen nlace in gross
fixed investment and in invent.ry variaticas. Investment in fixed
capital goods shows fluctuations, but reveals a grcuth sunerior to
that of the product during the three-year period, and reccrds annual
rates well above those ¢f consumpnticn.

As regards inventory variationé a. characteristic fact may be
observed. In 1070 the value of inventory veriations accounted for
22 per cent of gross fixed investment while in 1971 it accounted for
15 »er cent, but in 1972 it barelv exceeded 1 per cent and in 1973

did not reach 2 per cent This violent drcH in inventories made u»

94/  Summary of the National Development Plan of Costa Rica 1.974-1978.
The chapter on the strategy and overall plan observed that the
inclusicn of resources without tlheir processing is not desirable
since this would lead to the re-establishment of the classic
international division 5f labeur in which Costa Rica would continue
to figure as an exporter of primary productis. ' '

/in 1971
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in 1971 the difference between the growth of consumption (0.3 per cent)
and that of the product (4 ner cent): in 1972 it was to be explained
by the extraordinary growth ¢f exports (18.3 wer cent), since
consumption practically did not increase during that year (see table 9).
It is useful tc mention that the gfeater nart of investment is
private sector investument while only around one-fifth is »ublic sector
investment (see table id). It shuould, however, be mentioned that
between 1970 and 1973 the share of public investment in capital
formation increased appreciably: from 19.6 per cent it rocse to
2 per cent, which is the more significant if it is borne in mind that
the growth rate of total investment in tae las®t three years did not
decline as much as that of the other commonents. Furthermore, the
data in colones at current prices given in table 11 indicates still
more pronounced changes towards an increasing public share in
investment.95/ The most significant detail in this information
indicates the type of investment which each sector prefers to make.
It may thus be seen that private initiative was mainly concentrated
in acquiring machinery and equipment, while state activity directed
its pricrities towerds c:instruction. In fized capital formation as a
whoie, in viev of the size of invesiment in each sector, machinery
and equipment increased more ranidly than consiruction (see table 12).
Another aspect cf great interes: in “he study of the accumulation
process in the econcmy of Costa Rica concerns the destination of
investment by sectiors »f econonic activity.
The structure and trends cf investnent, are generally speaking,
adequate reflections of the changes in the structiure of sroductica.
In the case of the econcmy of Costa Rica, unuistakable signs of
transformaticn in the structure of production may be observed, judging
by the distribution of investment in the dif{ferent sectors in. 1671

and 1972 (see table 13). Industry, ‘ranspor:, ownership of dwellings

95/ This data differs from that of table 9 because thce current values
involve variations in prices and varticularly in excuange rates
which the conversion to real values attempts to eliminate.

/Table 11
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Table 11

CCSTA RICA: PUBLIC AND FRIVATE INVESTMENT

(Millions of coloneg at ourrent prices)

1971

1970 Peroentage Percentage 1972 Peroentage

Fixed publis investment 287.6 22.7 Lo8.2 2529 56243 2 YY
(&) Construction 228.1 18.0 30“’-2 19.3 MBOCB RS 2349
(b) Machinery and equipment 61.5 4,7 104,0 6.6 132,0 7.3
Fixed private investment 98042 773 1170.3 Zhel 1 237, , 66.8
(2) Construction 40846 3242 g8 2845 3850 2.k
(b) Machinery and equipment 57146 45,1 72045 15,6 8526 ' H7.h4
Total fixed investment 1 267,8 10040 1 578.5 100.0 1 800.0 "100,0
Source: Banco Central de Costa Rica.

Note: No data is available for 1973.

Table 12 .

CCSTA RICA: STRUCTURE OF INVESTMENT

(M111ions of colones at curpent prices)

Investment in cmstruction

Investment in machinery and
equipment

Total investment

1970 Percentage 1971 Percentage 1972 - Pereentage

63647 50.1 7540 47,8 B15.4 45,9

633.1 49.9 8245 5242 98k,.6 5te7
1 269,8 100.0 1 578.5 10040 1 800,0 100.0

Source: Banco Central de Costa Rica,

/Tchle 13
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Teble 13
COSTA RICA: FIXED CAPITAL IXNVESTMENT BY SECTORS

(14114ons of colones at current rrices)

Seoctor - 1970 Pe:;:ni 1971 Pe:;:ni 1972 Pe:;:n_'g
Agrioulture 19140 15.0 19646 - 1245 15749 847
Industry 24546 1943 25142 1549 307 45 17.1
Construction g/ - 81.2 T6d 11644 74 k2.2 8.0
Electricity ‘ 791 6e2 142.5 940 17242 946
Transport 19047 1540 23242 1447 30H,1 1649
Trade 8641 648 | 93.0 549 8846 49
Banking 2l.8 240 16.6 1.0 2749 1.5
Ownership of dwellings 17340 1346 4842 15.7 22141 1243
Services 4648 347 51.6 343 5345 3.0
General government 151.4 1240 23042 14.6 32540 18.0
Total 1 2697 10040 1 57845 10040 1 800.0 100,0

Sourse: Banoco Central de Costa Ricas

&/ Machinery and construotion equipmente

/and general
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and general government were the activities vihich most‘benefited, From
the point of view of increases in allocations cfbresources in the period
1071-1972, of note are the electricity sector which grew by 118 per cent,
constructicn which increased by 75 per cent, transpert with 60 per cent,
and general goverament whose growth rate was 115 per cent. Althéugh
thesé increases are for current values, they are not without meaniag,
since it was in that period that inflationary »Hressures begén to apnear,
as vill be seen beiouogé/ In contrast to the iacreases mentioned the
dro»n in investment in the égricultural sector is of note (see table 13).

‘ The above data and the volume of investment in the industry and
transport sector are, as has been said, clear indicaticn of the
transi~rmation of the typical agricultural export model which
characterized the econnmy ¢f Costa Rica in the past. The
industrialization process vhich gathered impulse in “he second half of
last decade, would seem to be continuing, although at a Slcuéf.rate.

Lastly, it is also interesting in analyéing iﬁvestment to

xamine the preferences of the foreign »Hrivate enterprise as regards
in which sectors it nlaces its investiment. The data given in table 14
enables it to be concluded that agricultural and industrial activity
atiracted a major share o foreign investment, since the export
capacity and the rate of econrmic viability of these sectors offer
distinct advantages for fureign capital. It should also be mentioned
that between 1970 and 1973 foreign canital increased by 33.3 per cent,

althrugh it still has n»t reached 10 per cent of total investment.

5. The »roduct and its sectoral structure

The annual grovth rates of the gross domestic vproduct during
the pericd 1971-1977 vere, as nas already been said, 4 »er cent in 19071,
5 per cent in 1972, and 3 »er cent in 1973, i.e., rather less tlhan tae
rates recorded in the »ericd 1966-1970, the anaual average rate ~f which

vas estimated at about 7 per cent. It should not be lost sight of that

96/ The increases in uvihiclesale Hrices were approximately 6.7 per cent
in 1971 and 5.4 »ner cent in 1972.

/Table 14
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Table 14

(i1i11ions of dollors et current prices)

a/

Per

Sector 970 Pe:;:”ﬁ 1971 Pe:;:@- 1972 Pe:;:@ 1973 °ag°:ni
Agriculture 1;:; 6140 10.0 45 .5 | 2242 8547 23.8 6746
Industry 6el 230 549 2648 4,0 15.4 12.8 3644
Transport ~0.5 =240 340 13.6 042 0.8 ~042 ~046
Services 0.5 2.0 047 32 042 0.8 042 046
Trade 1.0 4.0 -1l ~5.0 ~047 ~247 ~2.7 -7 47
Others b/ 362 1240 345 1549 - - 1.3 37

Total 264 100.0 2240 100.0 2549 10050 3542 10040

Source: Banco Central de Costa Ricas

Prelininery estimates.

2/ Data recorled in the bolance of payments.
b/ Includes ths finonoe sector.

/the per
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s

the per capita ~nrcduct for Cogta Lica is relatively high among the
develcping countries. In fact, different estimates for 1973 situate
this indicator at levels of over 800 dollars.97/. L

An analysis of sect oral nerformance during the three-year
pericd 1971-1973 enables it to be demcnstratsd that the luss of dynamism
reflected in the growih rate of the pfoduéﬁ is'the'résult‘of slov
growtll in all sectors, with the exception of construction. -This is,
therefore, a fairly widely generalized'pheanenon in the ecqnomic
activity of Cesta Rica, contraéting ﬁith the considerable dynamism
observed in the last decode, where the manufaptqring anﬂ, tc a lesser
extent, the agricultural $ectof vere oftimpértance (éeegtable 15).

The sectoral grovwth rates vitih the excepticn already mehtioned,
are, generally speaking, significantly lower than those ¢f the
five-year neriod 1965-1970; of special importance is the dro§ in the
rate of grouth of the agricultural sector, because of its influence on
external trade, its canacity to absorb‘empioyment and its direct
relaticnship vith inflationary pressures. = |

It shculd be noted that the lover grbuth‘rate of ecoﬁémic?
activity was not merely limiteé to the production 6f gcods, but that
there were also appreciably lover rates in tﬁe vroductian of services.
It is common to observe in other countries tha t the secforslproéucing
services take longer to shov the crises which éppear at the basé of
the econ~mic system. In tae case of Ccstg‘Riqa, as has already beén
mentioned, econonic activity_in‘génerai is closely 1inke§ to external
trade, s that the nrobléms Qf the latter are directly and immediately

o~

disseminated throughout ms SL of the system of production.

L I

97/ The per capnita pro ducﬁ in dollars fluctuates to a 51gn1f1can»
sttent denending on the exc1ange rates used for the converS1on.

PR - /Table!l5
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On account of the slow growth in the sectors, the structure of
the product sufferedﬁno modifications of im?ortance in recent years
(see table 16). The increased share of the manufacturing industry
should however, be noted, although the change which may be observed
in -thé averages of the 1ast two years and the perlod 1965-1970 is
little more than 1 _per cent. Exports by this sector to the Central
American marhet explaln this increase, deSplte the adverse effect of
the price increase of its imported inputs; it may be observed that
its share increased in each of the last’ three years although only to
a small extent. ‘ '

In descrlolng the evolutlon of the economy of Costa Rica in the
last three Jears, only the phenomena of most 51gn1flcance and use for
the interpretation of inflation in the country were analysed. In view
of this partlcular angle of 1nterest, the most outstundlng events were
selected and the considerations with resnect to them were examlned in

this perSpectlve. There was no attempt to make an appraisal of the
econonic process, nor even an exhaustive description. The analysis
of inflation, which follows, requires this general frame of reference,

to be borne in mind.

/Table 16
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Table 16
- OSTA RICA: STRUCTURE CF GDP BY BRANCH CF ECCNOMIC ACTIVITY&/
(Percentages)
1965 1222-;5; o WO gz 13 lg;'ii;’j;B

Agriculture 28v.>o 2646 25.6. . 2547 2541 2.5-.'0 2—5’-3
Mining b/ 040 040 040 0.0 0.0 00 00
Manufacturing industry 1449 1642 1647 1740 17,1 17.6 17.3
Construction 546 5.0' 540 542 563 543 543

Subtotal goods 8.5 - .8 L7 43 4840 4746 48,0 4748
Electricity, gas, woter and

sewage 1.7 1.9 2.0 241 242 242 242
‘Transport and soixmunications Yl 445 L6 46 4.6 4.6 4.6

Subtotal basic services 6.2 643 6.5 (¥4 6.8 6.8 6.8
Trade end finance 1540 1546 1645 1647 1649 16.8 16.8
Ownership of dwellings 847 7.8 743 742 T 7. 740 76l
Government 11.8 1243 1243 1244 1246 12;5 1245
Other services 10,3 10.3 10.1 949 9.8 947 9.8

Subtotal other sarviees 45,8 45,9 46.1 4642 46t 46,0 4642

Totul gross domestic product 100.0 100.0 100,0 10040 10040 100.0 10040
Soursce: LCLA estima;-es, on the basic of official data.
2/ 1970 prices.
b/ Hining and querrying ere included in menufacturing industry.

/C. APPEARANCE
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C. APPEARANCE AND ACCELERATION OF INFLATION

One of %“he main features of the Costa Rican economy has been the
relative stability of domestic prices, and it is within this context
that the performance of its production agents evolved. In the whole
period 1964-1970, for example, the consumer price index rose by
12.6 per cent (2 per cent annually). Clearly, there were no inflation
problems and, more important still, problems ofvﬁhis tind do not seem.
to have been latent or kept under control by a direct policy of
restraint. In view of the characteristics of its population, the
distribution of income and the fates of economic growth during this
decade, it is hard to believe that there were hidden inflationary
pressures as occurrec in other countries, where long periods of
relative stability were sometimes achieved by curbing the growth of
consunpiion of broad sectors of the population. On the whole, the
steadilyAincreasing demands of the social and productive process found
a response in flexible supply, in which imports played a decisive role.
The prices situation changed radically in the 1970s. Already in
1970 and 1971 there were unusually large price increases, at rates which
accelerated considerably in 1973 and 197hk. The purpose'éf these pages
is none other than to ideﬁtify the most important characteristics of
the emergence, spread and acceleration of the inflatioﬁary processs.
v In this connexion, two observations are necessary. Iirst, given
the Ffact that this is a recent phenomenon and in view of Jits ‘
characteristics, atteantion has been centred nainly on identifying the
inflationary factors and considering them in order of importaﬁce;

his is not intended téybe a complete study. There are still some
unlktnown factors, particularly as regarcs the expectations of producers
and consumers and their conduct vis-a-vis a process which is beéinning
to affect them severely. The collection of relevant data and the choice
and adaptation of a new set of analytical instruments will entail

additional efforts in order to further clarify the problei.

/lioreover, it



loreover, it must be pointed out that this is a partial attempt,
since it excludes any analysis of the political process, which would
no doubt have supplied additional criteria. Government action in this
field, and the action of economic and political groups, make up a frame
of reference which lies outside the scope of economic analysis. A
task of that magnitude, however, apart from concentrating efforts which
would have exceeded the scope of this study, requires information which
is not generally compiled and for which the only substitute can be the

most important day-to-day political developments.

1. The general context

In order to interpret the inflation which has recently affected
Costa Rica it is necessary to identify the salient features of overall
economic development and, in particular, the evolution of the external
sector, which was attempted in the previous chapter.

Some facts which should be recalled here are the loss of dynamism
of economic activity in the last three years, the public sector's
increasing share in capital formation and the continuous nature of the
industrialization process. Moreovef, from the standpoint of the
external sector, an important feature was the considerable rise in
import prices and the fluctuations in volume and prices of the
traditionzl export commodities. The effects of these movements, as
described above, were reflected in sharp and persistent balance of
payments deficits on current account, which is especlally important
because of their significant impact on a major part of economic activity.
As will be seen below, it is in the external sector that many of the
factors which have disrupted the basic equilibria and have led to
changes in the system and rises in the level of domestic prices may be

Tound.

/2. Indicators
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2. Indicators of levels of inilation

For an indication of the trend of inflation, among the price
indicators generally chosen are consumer and wholesale price -indexes .
and the implicit’ deflator of the product.98/  Information has been
collected on these indexes as a first criterion, which provides orders .
of magnitude of the price trends in Costa Rica. Table 17 shpws the
vafiations‘in these indexes. ' N '”m

The three indicators show that in the period 1966-1969 price
jncreases were Ffairly small. In 1957-1969 the wholesale price index,
apparently the most sensitive of the three, rose by less hanIB per cenf
annually, thus indicating virtual price stabilify.gg/ If this rate
is compared with the movements of prices in other Latin American
countries during this period, including those described as stable, the

foregoing observation does not seem exaggerated. 100/

E@V The implicit deflator of the product is generally defined as the
harmonic mecn of sectoral price indexes and is interpreted as an
indicator of the general level of prices in the economy. It
represents the ratio of the product at current prices to the
product at constant prices.

99/ The evolution of this index is shown in a study presented by
lir. Otto Kikut, Alternate Director of the National Plenaing Office
(OFIPLAN), at the Seminar on Economic Policy held under the
sponsorship of the National Planning Office of Costa Rica in
October 1974,

100/ The following annual rates of price increases for the same period
in other countries of the region are useful for referezce purposes:
29 per cent in Argentina, 5.4 per cent in Bolivia, L2 per cent in
Brazil, 3.4 per cent in Mexico and 6.7 per cent in Peru. '

/Table 17
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Table 17
COSTA RICA: FRICE INDEXES

Implicit deflator of

Wholesele price 1ndéx a/ Retail price index b/ - .
~ =~ the gross product o/
Period "
Bese Percentage Base Peroentage lZa.se ] Percgntage
1966100 annual 1964=100 annual 1967-1969 anr.u§1
variation . ‘ variation =100 variation
1966 10040 - 9945 - 9749 -
1967 10343 343 10047 1.2 984 065
1968 108.4 b9 10k.8 41 9943 Ce9
1969 113.0 ) 107.6 247 101.9 246
1970 12040 642 112.6 4.6 10747 547
1971 128.0 647 116.1 3.1 113.0 49
1972 13540 5ot 1234 4.6 119.6 548
1973 157.0 164 13247 Se3 ses ese

Source: g/ Bunco Centrul de Costu Ricu.
Y/ Nationul Plunning Office.

_g{ Internationn) Bunk for Reconstruction nnd Development, Cconomic Report of Costa Rica,

15 Murch 1974, vol. II.

/In contrast



In contrast with this historical background of price stability,
as already mentioned, the first few years of the 1970s show significant
changes. The {irst iﬁfiécfion point was reached in 1970: the three
indexes chosen show appreciably nlvner rates than in the immediately
'precedlnm perloqs, thus marking the staru of 1aflat10ngry pressures in
Costa Rica. The other important milestone was in 1973, when the growth
rates of the two 1ndexes available tripled the annual rate of the
period 1966-1972. Available data for the first half of 1974 indicate
ail acceleration which leaves no robm for doubt regarding the persistence
of the pressures on prices,\constituting what can already be termed the
recent inflationary probess‘in Costa Rica (see table 10). A rate of
increase_in prices of 26 per cent over fhe past six months,is a clear

sign that the inflationary pressures evident in 1973 are gaining

momentun.
Table 16
COSTA RICA: RECENT DOHESTIC PRICE TRENDS
Peri Variation in the wholesale Variation in the
eriod . . . . .
- brice index ~ retail price index a/
December 1972 o , . . Lo
June 1973 9.3 6.9
June 1973 o D -
December 1973 15.7 , 3.5
December 1973 ‘ ‘ ‘ . ‘
June 1974 25.0 - 18.1
June 1973 o ' '
June 1974 45.3 - 28.2

Source: DBanco Central de Costa Rica, 3Boletin ES»adlSthO Mensual; and
estimates of the United Nations Advisory Group in OFIPLAV

a/ This index is no longer published officially because it is not
regarded as truly representative. The wholesale price index is
considered to be the most appropriate indicator for e551matlag
prlce variations.

/3. Disparities
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3. Disparities in price increases

It is interesting to note the uneven increase in wholesale prices
according to the origin of the products. The sample.of this index
contains domestic and imported products, and the variations in both
are useful for elucidating and studying the origins of inflation in
Costa Rica (see table 19).

It will be noted that between 1971 and 1973 imported goods
experienced appreciably higher price increases. If prices in June 1974
are compared with»the average for 1973, the components show a similar
growth (42 and 43 per cent). When an attempt is made to explain the
ceuses of Costa Rican inflation, its first effects and subsequent
spread, it will be useful to revert to this point.

A breakdown of this index by types of products also reflects
disparities which help to discover other useful characteristics in
diagnosing inflation. Table 20 contains a breakdown by groups of
products.

The various groups of products show very uneven rates of increase.
Obviously, the most spectacular rise was in fuel and electricity, i.e.,
one-and-a~half times the general index. Products of animal origin and
miscellaneous products, mainly clothing, recorded the lowest rates.

The effect of import prices is clear at the two extremes; the different
import contents of the two groups and their respective prices are
clearly reflected in the domestic prices. If consideration is given
only to the last six months, the uneven rates of acceleration are seen
to persist, and beverages and other foodstuffs, with a high import
contént, are included among the most dynamic groups.

It seems idle to go any further into a description of the
inflationary situation in Costa Rica. The information given is
sufficient to icdentify the period in which prices started to rise, the
magnitude of the increases, their acceleration and disparities.
Obviously it would have been more illuminating to analyse a larger
group of price indicators, but a broader coverage would yield only

marginal benefits and would not change the essence of this description.

/Table 19



Table 19

' COSTA RICA: COMPONENTS (F THE VHOLLSALE PRICE INDEX

(Bese: 1966=100)

Percentage
Percentage
varistion
1971 1972 1973 variation June 1974
19711973 1971=June
’ 1974
Average general index of )
domestia goods 13142 13748 15844 2047 22449 A
Lverage general index of : : )
imported goods 118.1 12649 54,1 3045 22143 87
General index 12840 13540 1570 2247 22347 7448

Source: Banco Central de Costa Rica.

/Table 20
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D. THE FACTORS OF INILATION

Contrary to what happens in other countries, especially those
characterized by long-established inflationary processes, inflation
in Costa Rica does not appear to have its main root in structural
origins. Although obvious structural trailts may be identified in the
external sector, especially if it is recalled that bananas and coffee,
with their traditional fluctuations in prices, continued to be decisive
in the structure of exports, and that there is heavy dependence on
imported supplies, this is not the case from the point of view of the
function of production, the nature of the ownership system or in the
perspective of the -accumulation process. To put it in other terms; the
whole panorama of structural inadequacies typical of other countries.
is not repeated here. The high rates of growth and capital formation
recorded in the 1950s and the price stability which accompanied them and
characterized the economy, suggest a situation in which economic growth
was accompanied by a satisfactory degree of balance in the parts and
variables of the system. he price rises of recent tlmes, nowever,:
obviously indicate the presence of maladjustments in th;s coherent
state of affairs. | - -

To describe inflation in Costa Rica, two momeants must be
distinguished in its evolution - the initiél impulses, aand the
speeding-up of the process. Each of tﬁese moments appear to fit in
witlh one of two types of inflationary Iactors - those known as
conjunctural factors and structural factors. As w111 ‘be seen below, _
the moments and factors referred to may be clearly recoga1zed in the two
sub-periods into which the inflationary process is divided.

A reflexion of a general nature i aay, however, be included at thls
point. In other countries, the orivins of the per51°tent prlce rises
were generally to be found ian the base of the economic systen, and
stemmed from structural disequilibria: existing ecounomic phenomena
explained the rapid dissemination and viruleuce of tlhe inflation, and
the interaction of the two types of disequilibria made up the classic

pattern of inflation. he analysis of inflation in Costa Rica, both in

/its initial
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its initial stage and in its re-emergence, suggests the possibility that
the reproduction sequence of the inflation may have taken the reverse
road: the price rises made theif appearance basically motivated by
donestic and external economié phenomena connected with the situatioh,
while the structural features proper, especially as regards dependence
on imported supplies, would explain the propagation of the phenomenon.
The above considerations tend to give State action as regards
economic policy considerable manoeuvring space in steering the economic
system. This is not the case in other countriés, exhausted by
generalized structural problems, where economic policy decisions only

marginally modify the operation of economic activity.

1. nglation in 1970-1971

The data on the annual movements of prices showed a first change
of pace at the beginning of the 1970s. The rate of increase in the
period 1965~1969 was about 4 per cent; in 1970 this rose to 6.2 per cent
and in 1971 to 6.7 per cent.10l/ Although these amounts may seem small,
it is to be noted that they signify an increase of more than 50 per
cent compared with the rate of the previous five years; they obviously
constitute the beginning of recent inflation in Costa Rica. It would
seem clear that these increases are directly related to the increase
in the liguidity of the economy and its loss of dynamism. In the first
part of the present document the dron in the growth.rates of the
product in theée majority of the branches of economic activity was
described. Consequently, other conjunctural variables require to be
analysed since, as expected, they would appear to explain to a
considerable exteat the first advances of inflation. Table 21 suns
up the monetary balance of Costa Rica, the outstanding features of
which are variations in the monetary flows which coincide exactly with

the increases in prices.

101/ Rates from the wholesale price index (see table 17).
/Table 21
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The changes in monetary resources are notable for their
magnitudes It may be seen that money showed an increase of 8.3 per
cent in 1970 and 28.0 per cent in 1971; quasi-money similarly
recorded appreciable increases: 12.5 per cent in. 1970 and 90.2 per
cent in 1971. Although long-term indebtedness declined in 1970, it
increased by 70.4 per cent in 1971.

As regards the factors of expansion, the increasés in domestic
credit at a rate of 12 ber centvand 3h.1 per cent in the first two
Years of the present decade indicates an appreciable increase in the
liquidity of the econom;c_system. The private sector figures as the
wain beneficiary of the increase in money. During iQ?O; the increase
in the credit granted tb it by the financial syétem was 18.9 per cent,
while this increase was 33.5 per cent in 1971; this meant that its
share in the absorption of credit excééded 80 ﬁer cent of the total.
The absolute figures of these volumes of credit nearly doubled the
amounts of fixed capital investment which the ﬁrivate sector made
during those years. |

The structure of credits to the »nrivate sector has cleafv
inflationary implications. While in the five-year period 1966-1970
nearly 90 per cent of this type of credit was devoted to financing
industrial and agricultural activities, this pércentage dropped to
54 per cent in 1971, giving way to persqnal type and service credits
which reached increasingly large proportions.;gg/‘ it is not difficult
to see that this variation in the structure of the credit goes
egainst the flexibility of supply and.ggneratés demand effects which
put pressure on prices. The disparities observed in the price
increases of different items may have a complementary explanation in
terms of the product most in demand for the socio-economic groups

benefiting from the credit policy.

¢

102/ Inter-American Committee on the Alliance for Progress (CIAP),
Sub~-Committee on Costa Rica (18-22 September 1972), document
prepared by the secretariat, p. Li.

' /Although the
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Although the iancreased liqgidity of the economic system teanded
to originate in the credit to che private sector, the liquidity which
took 1ts origins from the'pdblic sector did not cease to be important.
If 1lscal performance is examined,. the remarkable increase in the
budget deficit during 1971 stands out (see table 22). In fact, the
deficit in 1971 was tw1ce that for 1970, and amounted to 216 million
colones, more than 40 per cent of which was financed with domestic
credit. The magnitude of this budgetary imbalance may be expleined by
a slow increase in incomes (3.1 per cent) vis~3~-vis the significant
expaﬁsion of current expenditure (18.1 per cent) and capital

xvenditure (36 per cent). Consequently, fiscal performance in 1971
offered an additional boost to inflatioaary pressures, particularly if
the increases in mohey are related to the magnitude of the deficit in
the two-year period under onulysis. These appreciations coincide with
those which emerge from the analysis of the amounts of CfedlL granted
to the Government and other official institutions by the ;11ance
system (see table 21).

The other element which affected the expansion of the monetary
system wes the performance of international reserves. The decline
noted in 1970 contraSced with the. extraordinary growta of 1971, which
increased 70 oer cent conpared with 1969 and 311 per cent compared with
1970. The incressed liquidity apparent iz the economy of Costa Rica
found a major cause in the growth already meantioned, the magnitude
of whiclhi in 1971 accounted for over Lo per cent of the increase in

he money supply in 1971 (see table 21).

/Table 22
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fable 22
COSTA RICA: FISCAL SITUATION OF THE PUSLIC SECTQR

(Millions of colones at current prices)

1969 1970 A::::I 1971 A’:::‘l

Current incoms of Central

Government 719 883 2248 910 3.1
Current expenditure ef Central ‘

Government 605 769 12,3 908 18.1
Savings in current ascoumt 4 114 - 2 -
Savings of rest of publie A

sector © 133 191 - 262 -
Total public savings 167 305 - 264 -
Capital expenditure 352 361 245 491 3640
Amortization of the debt 115 139 2049 151 846
Gross deficit 298 195 3k 46 %8 9348
Finance 298 195 -34.6 378 9348

Exctornal eredit 83 Wh . 10946 216 2l

Donestic oredit 215 21 ~9043 162 6714

Source: CIAP, Sub=Committee on Costa Rica (18-22 Septeuber 1972), documert prepared by
the Sécretariat, table II-12,

/The description
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The desdfiption in the foregoing pages of the main novements of
the financial variables leaves no doubts as regards the imbact of
internal inflationafy factors when inflation began in Costa Rica.
Although during 1970 tle influence of some factors was parclally
countered by others, in 1971 it is clearly io be noted tnau tne" all
point in the same direction. he policy of re-activating the economy
by granting increasing credits to the Government, to official
institutions and, principally, to the private sector, did not have
further violent repercussions on the level of prices, basically
because imports increased by 7.1 per cent in real terms while stocks
declined to a significant extent. - Both variations constituteavfactors
of flexibility in the supply of goods which in fact made it possible
to mitigate thé“éffect of the inflation. It is also necessary to take

into account a further element which played its part mcalnst inflation
during the period under analysis. The behaviour of consumers and
produéers was deeply rooted in the period of stability which
previously characterized Costa Ricz. Expansions like those observed
in 1970 and more particularly in 1971, in countries whose agents are
‘accustOmed to defend themselves against inflation, would probably have
had greater effect on prices.

Up to this point an attempt has been made to describe the nain
features of the first period of inflation in Costa Rica: conjunctural
imbalances which later: combined with structural factors and mariced
the beginniﬁg of inflationary pressures which are nowvhitting the
economy of Costa Rica harder. The analysis of the main economic
policy measures, particularly in exchange, which have certainly played
o role of some importance, has deliberately been left for tae last

chapter.

2. Inflation duriqg_the period 1972-1975

The brealz-up of the basic stable aspects of the economic system,
which was described in the analysis of the period when the first
inflationary pressures emerged, does not seem to have improved in the

yvears which followed, despite the Goverament's efforts. In 1973 a

/group‘of
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group of new inflationary factors originating in the performance of
the external sector appeared in this area which was in itself fertile
ground for new price increases. The international marlkets showed
unexpected price movements and influenced decisively the economy of
Costa Rica. A description of the evolution of prices since 1972 to
the present day requires the previous identification of the main
factors of inflation which originate in the external sector, and their
effects on economic activity.

(a) Imported inflation

The important increases in the prices of a large number of
commodities involved in international trade first affects importing
countries tharougih the rise in prices of products from abroad, with
clear repercussions on domestic prices. Although these repercussions
vary according to whether the imports are of final _oods or inputs,
their multiplier effects on domestic prices are obvious. The increases
in the costs of production and distribution constitute a direct
response to this type of movement of external origin, and the effect
of their manifestation is usually the unleashing of price rises in
other procducts, including preducts which have nothinz to do with
external trade. The situation of international prices, however, does
not only affect the levels of domestic prices through imports;
increases in export prices, although they have an unquestionably
favourable effect on the balance of payment, may give rise to
inflationary pressures. Any unusual growth in the value of exports
generates liguidity in national currency which does not always find
an irnmediate response in increases in total supply; nor do imports,
and even less production,‘react as rapidly as the increases in demand
appear in the marliet. On the other hand, the structures of these two
types of variation do not always coincide, and this produces
maladjustments which may affect the system and the level of prices.

An increese of any size in export prices mey also have inflationary
effects when external market prices attract a growing share of
production, causing shortages in the domestic market;‘this is the case

of activities destined for export or aimed at satisfying the

/requiremecnts of



requirements of the Comestic market. It should be recalled that in
countries where it has been attemptedvto rectify this situation oy
fixing export quotas in order to safeguard national supply, heavy
flows of illegal trade have appeared and aggravated the problems of
scarcity.

Increases of any size in international reserves, especially those
which originate in conJunctural movenents of export prices or inflows
of foreign finance, also tend to have inflationary effects. Spending
capa01ty on investment producing this type of surplus ‘does not always
stand at the same level as the consumer‘" spending capacitye.

Lastly, it should be added that the behaviour of the ag ents of
the soc1o-econom1c system, in tae case of manifest 1nflatlon and even
more so in an international sltuatloa of price rises, constitutes a
factor of inflation which is by no means to be desrised. In their
haste to defend themselves and on occasion to profit from the inflation
itself, they act in such a way that they promote new price increases.
In such cases, the importer groups, when they introduce ciriteria for
the cost of replacing imported merchandise in -setting their selling
priees, become in turn agents for the import of inflation.

(b) TFactors of iaflation

The main feature of uhe re-emergence of 1nflau10a in Costa Rica
lies in the simultaneous pre sence of three factors of 1n11atlon. the
slow growth of production, the per ~sistent 1nc¢euse in tne llquldlty
of the system and the violent impact of 1mported 1;nlau10no

The growth rates of sectoral production descrlbed 1a the first
part malke unnecessary any comment oin the loss of aanmlsm 4in economic
activity; it is, however, wofth repeating that the slow growth of
agriculture is one ol the most slgnlflcant ;acts. ' k '

As regards increases in llquldltv the pers1stent increase of
thie factors of monetary expans sion maJ be oaservedu Credit grew by
17.5 per cent in 1972 and 10.2 per cent in 197 sinilarly, '
international reserves showed growth rates which also si"nified a
considerable monetary. expansion, when they 1ncreased by 9. l per cent

in 1972 and 46.2 per cent in 1973 (see teble 21).‘ ,
These increases
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These increases in the factors of expanéion may partly be
explained by the growing deficit in the budget, as may be seen from

table 23.

Table 23

FINANCING OF BUDGETARY EXPENDITURE

(11illions of colones at current prices)

01971 1972 . 1973
Total expenditure 1 250.7 1 433,54 1 892.3
Current income 90G. 1t 1 040.3% . 1 386.6
Deficit Zh2.3 393.1 505.7
Financing
With external credit 106.9 175.2 198.2
With domestic credit 174.0 232.3 302.5
With other resources A “lho b L9

Source: Hinistry of Finance of Costa Rica.

The budgetary deficit shows appreciable increases, especially in
1973 (over 28 per cent) and it is financed for the most part by
domestic credits.

The increases in credits to the private sector may be explained
by an important transformation in the finance system stemming from
the operation of new financial institutions, as will be seen when
the main economic policy measures are described. o ‘

As from 1972 and especially in 1973, the external sector of
Costa Rica underwent a fundamental change as regards prices. Import
prices in this period showed unexpected increases (8 per cent in 1972
and 15 per cent in 1973) compared with an annual 3 per cent during
the period 1965-1971. This sudden increasé, together with the large

share of imports in the couniry's econony, affected domestic prices
?

/as a
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ds a matter of course. 1In fact, a5 has already been observed,
inflation speeded up afuer 1973 and its heavy dependence on imported
supplies:lessened the possibilities of cushioning the effects ofl
imported inflation. -
The 1nd1cators uummarlzed below show clearly how the three
actors of inflation already neatloaed behaVed compatibly with the

speeding-up of inflation (see table 24).

" Table 2L

COSTA RICA: INDICATORS OF INFLATION

(Percent age variations)

Monetary - Growth of Inport price Wholesale price
expansion the product index . index
1972 17 5.0 o 85 S5k
1973 . 13 | 3.9 - 15% 16.4

Source:“ Tables 2, 12, 17 and 21.

Taking the analysis of inflation during the period in more detail,
it may be seen that the indicators of inflation for 1972 give evidence“
of certain asynchronisms which have no convincing explanation (see
table 17). On the;one hand, the speeds of .growth of the three
indicators mentioned do not coincide. Both the retail price index
and the deflator implicit in the product show increases greater than
tlose recorded the previous year, while tie wholesale price index
shows a slower raté than in 1971. Attempts to reduce increases in’
monetary expansion would seem to have been successful in mitigating
the rise in prices (see table 21), despite:the extremely small
increase in the quantum imported (1.1 per cent in 1972).

As has already been secen, the events of 1973 were very different.
In this year the different xactors of inflation acted in the sane »
direction, forming an extremely clear picture in which the perfornances

of these sectors were mutually complementary. There is no doubt that

N
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the initial impulse for the re-emergence of vnrice increases came from
imported inflation. Heavy dependence on imported inputs and final
goods was a very vulnerable flank of the Costa Rican economy, and paved
the way to the spread of the initial impetus. It is not easy to say
what share the different factors analysed have in the process of
inflation, since reciprocal interaction reproduces price increases
the origin of which it is difficult to identify. Without recourse to
simplifying expedients, it is difficult to nmake a strictly accurate
dissection ol the situation. Ilowever, during this last period the
reasons given above tend to assign imported inflation a more decisive
influence, and this opinion is confirmed by the detailed analysis of
the price increases given below.

(¢) The evolution of inflation

Tables 25 and 26 contain detailed information on the variations
in wholesalg‘prices during the two-half-year periods of 1973, and
this makes possible a more authentic identification of the recent
process of inflation. The items which show the largest price increase
during that period and which, in view of their weighting within the
whole, have a strong influence on wholesale price movements have been
selected.

The data given in table 25, which refer to the first half of 1973,
indicate the important influence of the price increases in agricultural
commodities, such as meat, fresh Iruit and vegetables and, following
these in order of importance, the price of construction materials and
various paper productis. As regards meat and hides, which carry great
weight in the economy of the country and in the general level of
prices, the importance of the changes in their export prices should
be underlined. The international price of beef rose during the first
haelf of 1973 by approximately 65 per ceant. This increase, of course,
had a favourable effect on the balance of payments, but at the same
time produced increases in domestic prices. It 1s usual for Dproducers,
faced with differently priced markets, to direct their sales so as to
nmalie maximum profits. If.it is also borne in mind that exchange
modifications were a further stimulus to. exports, the pressure on
domestic prices had of a necessity to find their expression by
materializing in increases like those described (see table 25).

/Table 25
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Table 25

COSTA RICA: VARIATIONS CF WHOLESALE FRICES DURING THE FIRST HALF OF 1973

(Peroentages)
T Variation
" betwsen eighting at Inpact on
Iten December 31 December the general
1972 and 1972 index
June 1973
Hleat 27«9 7 o5 241
Vegstables 1942 5e5 1.0
Fresh fruit 31.8 10458/ 343
Textile products 15,4 1.1 02
Hides 2143 0.7 0.1
Construction materials 1240 1343 1.6
Fertilizers 12.9 1.9 042
Clothing 945 T Ol
Footwear 948 1M 0dl
Artioles for the household 947 1.4 Oel
Various paper products 15.0 ‘340 o
Group of sbove ‘itens 18.7 50.7: 945
Remaining items in the index b/. -0 4943 =042
General index 9.3 100.0 943

Source: CFIPLAN, estimates of the United Nations Advisory Croupe

_a:/ The high welghting of this item does not fail to be remarkables
p_/ There is a small difference in the estimete compared with the source used.
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Table 26
COSTA RICA: VARIATIONS IN WHOLESALE FRICES DURING THE SECOND HALF F 1373

(Percentages )

Variation

between Weighting at Impact on

Item ‘ June 1973 30 June the general
and December 1973 index

1973

Vegetables 3544 6.0 2.1
Alecholic beverages 18.5 347 . 047
Other foodstuffs 5343 640 342
Textiles and wool yarn 20843 0.3 0.6
Textiles and cotton yarn 2340 3.8 049
Jute and hemp . 2540 03 : 0e1
Hides 19.0 0.8 0e2
Construction materials . 15.2 13.6 240
Fértilizers 2547 20 0.5
Various peper products 2046 342 0e7
Group of ebove items 27 .6 39.7 11.0
Rest of items in the index . 749 6043 / Loy
General indsx oo 1547 100,0 1547

Source: (PIPLAN, estimates of the United Nations Advisory Group.

Among other
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Among other items where price rises cannot be attributed to
seasonal variations, mention may be made of construction matérialé,r"
fertilizers and various paper products. In such cases, the v
modifications in domestic prices are basically to be explained by
price increases in imported inputs and final products, to which should
be added the modifications in the exchange rate which will be analysed
at a later stage. ' S ‘

Lastly, fresh fruit and vegetables showed surprising increases.

Ia the case of the former there is a distinct problem with middlemen
who take profit margins wiich are unreasonably excessive; the

differences between producer prices and wholesale distribution prices
are considerable. - o ' ‘

As regards vegetables, the representative product is the bean,
which is a basic element of the diet, four-fiffhé of which is'importea.

he price of importing this product underwent excessive increases: the
cost of importing one ton increased from 270 to 970 dollars between
the besinning of 1973 and April 197kL. '

The influence of the external sector in the increase of démestic‘i
prices in the first half of 1973 is therefore clear.’ It is, howe?er,
useful to point out once again that these novements of external origin
were accompanied by significant increases in the liquidity of the
Costa llican econony. | r '

It may be seen once again in table 26, which sums up the ‘main
srice rises during the second half of X973, that extérnal inflation
cohtinued to have a decisive influence. Vegetables, other foodstuffs,
textile products, fertilizers and various paper products are clesely
linked to some form of external supply and thus subjéct’to
international veriations in their prices.  Construction materials,
experiended the effect of external prices, and also faced a growing
comestic demand, which ot times ceaused prciblens of shortage and gave

inpulse to the increasing trend.

- /3. Inflation -
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Je. Inflation in th

‘the first half of 1574

Data available for the first half of 1974 show clearly that the
inflationary process is becoming stronger. he half-yearly rate
recorded for the wholésale price index is 26 per cenf, well above
previous half-yearly &ariations (see table 18).

It would appear that the inflationary factors of importance
during 1973 continued in full force during this period, since monetary
expansion recorded a rate of increase of the order of 9 per cent and
import prices increased by 31 per cent in 1974, according to data from
the International Monetary Fund, International Financial Statistics,
November 1974,

Some preliminary estimates of the current value of imports;during

the first half of 1974, which fluctuated around 300 million collars

- nearly 50 per cent up on imports for the same period in 1972 - show
clearly the impact of import prices, while the quantum imported, using
the same estinmates, shows no significant increase.l03/ |

The products which underwent the largest increases during this
period confirm the above considerations (see table 27). The most
important increases are, of course, in fuels, fertilizers, electricity
and electrical articles for domestic use, soap, wax, insecticides and
fungicides; important increases are also to be seen in milk products,
sugar, bread, cereals, etc.

Although 15 items showed rises of over 20 per cent during the
half-year, the most serious effects were concentrated in fuels,
construction materials and sugar, bread and others. In that the price
increases were 85.5 per cent for fuels, 256.5 per cent for construction
materizls and sugar and 35.6 for bread and others, their impact on the
structure and level of prices was considerable. The extraordinary
increase in the price of an input as extensively uséd as fuel causes
very widespread and sometimes multiple repercussions in the price
structure of an economy. Price increases in construction materials
also have a great dissemination capacity. Price increases in sugar and
bread are no less important, these two products being very closely linked
to the cost of living. From this angle, the Government's intention to
maintain the purchasing power of wages and pressures from the trade union

sectors became part of the group of elements which affected prices.

103/ Preliminary estimates of OFIPLAN. /Table 27



Table 27

COSTA RICA: VARIATION IN WHOLESALE PRICES DURING THE FIRST HAIF F 1974

(Percentages)
Varia:b-i;;:- - . o

. ) between Welghting at Impact on‘

Item o . Degember . ~..31 December © the genersl
o ‘ 1973 and : 1974 v index

June 1974 - '

Fuel ’ 85.45 39 343
Eleotricity 3648 2.1 A 0.8
Milk products . . 98 L %2 . 1e2
lieat - ‘ 18y 8a2 : 1k
vI~Tanufa,otm-e'd produsts of enimed origin 20.1} o © 1.8 . Oal
Cersals A ! ‘ 2943 346 - Ll
Dried fruits - h 2345 2.3 . 05
Suger, bread and others | 3546 , 8.0 2.8
Cotton febrics B 29 ko 12
Construction materials B 26.5 . 1345 .. 36
Fertilizers ' ( s7 242 1.2
Inseoticides and fungicides | v '3‘-}.1-} ‘ L. 07 042
Soap and wax _ | ¥ 33 LM
ien's olothing ' 21.6 o ha 049,
Llectrical articles for domestic use 32.7 12 Ol
Group of shove items 31.6 6241 . 19.6
Rest of items in the index ‘ ].6.9 3749 . © Gl
General index | 2640 10040 2640

Source: CFIFLAN, United Nations idvisory Croup.
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The rise in wholesale prices between June 1973 and June 1974
amounted to 45,83 per cent, and this could indicate the magnitude of the
‘ aﬁnual growth of wholesale prices during this past year. If recent
trends should have continued during the second half df.1974, the increasc
in these prices could exceed the rate recorded between June 1973 and
June 1974, It is not easy to estimate this, since it depends on
phenomena of eiternal origin and on the economic policy measures which

could be introduced.

L, The peculiarity of inflation in Costa Rica

The description and analysis of the above pointsvegable,inflation
in Costa Rica to be qualified as a very special, and iphsqmé aspects a
typical phenomenon. External inflation which determines the formation o:
domestic prices has direct repercussions on the base of economic system
and filters into the rest of the economic sphere in some very curious
forms. When it does not suffer the direct impﬁct‘of import prices, it
shows the indirect effects of the variations in export prices, which
latterly also take the form of pressures on domestic prices. An example
to illustrate this is that of milk products, which underwent a price rise
of 38.1 per cent in the first half of 1974: international prices providec
the incentive for livestock activity to produce beef, to the detriment of
the production of milk and its products.

‘The basic elements of a price, when the system is stable, are given
basically by the cost of production, the cost of distribution, taxes and
the different profit margins in the various cases of intermediation
between the producer and the consumer. The prafit margins are in turn
mainly a function of the supply and demand relationship of the product.
In situations of manifest inflation, as in Costa Rica, these components
undergo pressures both from costs and from demand. External inflation,
as has been seen, increased the cost of imported inputs and final
products on first impact, and this may be cualified as a case of
inflation of costs of external origin; as has already been said, the
high import coefficients of Costa Rica make the country very vulnerable
to this type of inflation. This feature of the structure of the economy
meant that the first impact was propagated and reproduced fairly freely
in economic activity. The increase in import prices meant heavy deficits

in the current account, while the inflow of external finance made
/increased imports
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increased imports possible and signifieé disequililiria in the nonetary
system which in turn gave rise to new inflationary pressures.

The different factors of inflatibh succeeded each other in time
and finally as from mid 1973 made up a process in which the inflationary
pressures were receiﬁihg internal and external stimuli, while their
dissemination in the .economic system was made easier by the structural

disequilibria already described.
E. INFLATION AND MAIN ECONOMIC POLICY MEASURE

The purpose of the previous chapters was to exam1ne the most
important economic phenomena connected with the 1nterpretatlon of the‘
recent inflationary process in Costa Rica. Government measures affecting
variations in domestic prices have.been expressly excluded from this
interpretation, since it would have'been difficult to examine economic
policy measures simultaneously with the factors of inflation. Now that
the lattef,have been identified, it is easier to evaluate the effact of
the princifal measures and instruments, which shed additional and
invaluable light on the subject.

It must be clearly understood from the outset that during the
period under review théfélwas no anti-inflationary policy of the kind
adopted bv‘other countries long affected by inflation, in which it is
even possible to identify different attempts based on a variety of
strategies. In the case of Costa Rlca, 1nflat10n was a2 new phenomenon
and the measures put into effect by the Government over the last three-~
year period were the result of pragmatic decisions rather than of an
integral conception of stabilization policies. Moreover, the principal
measures had other objectives, but inflation in some degree distorted
the expected results, and thus triggered a different type of inflationary
pressures.

1. Public sector financing policy

The figures on total budget expenditure shown in table 28 indicate
a trend towards the strengthening of the public sector's position. The
growth of public investment at a rate of 36 per cent in the last three-
year period confirms this view. The implementation of this policy was
financed with funds from abroad and with domestic resources.
/Table 28



Table 28

COST4 RICAs TOTAL BUDGET EXPENDITURE AND FINANCING

(Millions of colones at current prices)

Budget expenditure
Administration expenditurse

Legislature
Bxecutive
Judiciary
Elections tribunal

Current and capital transfers

Debt service payments

Investment in semi-public enterprises
Floating debt

Loans to publie institutions

Adjustments 13th month and o¢ther
Total expenditure

Current income

Deficit

Financing of the deficit
With external credit
With domestic eredit
Other resources

1971 19728/ 1973
1 24249 1 409.3 1 86544
9718.2 853.0 1 023.6
155 1746 1946
649.8 77240 905 .1
45.5 5247 6145
. 7"+ . 1807 36.}4
| 31443 32640 460.2
18849 21k.5 28749
- - 69,2
- - 1240
2149 8.8 1245
7.8 241 2649
1 25049 1 4334 1 89243
508 4 1 04043 1 386.6
34243 3931 50547
10649 . 17542 198.2
17440 23243 302.6
814 144 449

Source: Ministry of Finonee of Costa Rica,

3/ Some minor discrepancies in 1972 derive from the preliminary data availible,

/The nost
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The most 1mnortant measure from the standpolnt of publlc
sector flnan01ng and as an instrument for guldlng the economic
process was undoubtedly the tax reform of March 1972. }9&/
pr1nc1pa1 changes 1ntroduced at that time relate to the general
sales tax and selective taxes on consumptlon, and to taxes on 1ncome
of prlvate nersons and enterprlses. _ _

With respcct to the tax on transactlons in goods anG services,
a distinction was made between the general sales tax and the selectlve
taxes on goocs accordlng to the extent to whlch they were consldered
to be essentlal oroducts° A general rate of 5 per cent was
‘ establlshea on the price of transactlons - a slngle rate payable
at one stage only - and a suoplementary group of rates ranglng from
10 to 50 per cent, also payable in one stage, for a snec1f1c list
of produets, The Executive was authorlzed to alter the content
of this list and the respectlve rates, s0 that this 1nstrument_
would have the required flexibility.l05/

As regards personal income tax, the main feature of the reform
is that thc rates are more progressive, although bigger deductions
are made for dependants. The o0ld scale comprising 30 income strata,
with rates ranging from 1 to 30 per cent, was converted into a scale
of 12 strata, the rates ranging from 5 to 50 per cent. In the same
spirit, the minimum income for professlonals, whlch was assumed to
be 10,000 colones annually, was raised in accordance with.a scale
extendlng fron Lo, OOO colones for profes51ona1s with studies of four
years' duration to 70,000 colones for surgeons.

The reform of taxes on profits of enterprlsesyalso introduced
more progressive rates; four strata were established with rates

ranging from 5 to 4O per cent. As regards taxes on profits

104/ Banco Central de Costa Rica "Ley de Reforma Trlbutarla”, Memorla
Anual, 1972, vol. 3. . ‘ - _

105/ Banco Central de Costa’ Rica, "Ley de impuesto sobre ventas y
‘ ley Ce consolldac16n de impuestos, selectlvos al consumo”* op.cit.

/remitted abroad,



- 318 -

remitted abroad, on the whole, the rates were increased, and other
single taxes were levied.l06/ | '

These reforms had a significant effect on the amount and
structure of governmert income: table 29 shows the amounts collected
in respect of the principal items.

A particularly striking fact in the analysis of inflation in
Costa Rica is the extraordinary increase in indifect taxes on
consumption. These taxes rose by over 400 per cent between 1971 and
1973, which raised their share in indirect taxes from 6.2 periéent to
21.4 per cent over those years. The transfer of these taxesvto
prices was legally authorized,107/ so that their effect on price levels
was an additional factor of inflation; especiaily if it is considered
that the increased tax collections financed mbre public spending,
with all its implications in terms of the gfowth of demand for‘goods

and services.

106/ The following items are identified:
(a) Public entertainment: the rate was raised from 5 to
to 10 per cent; ,
(b) News service, records, etc.: the rate was fixed at 20 per cent;
(¢) Fees paid to members of boards of directors and ‘for technical ..
services and royalties: 20 per cent; ‘
(d) Dividends and shares: fixed at 15 per cent;
(e) Interest on loans: fixed at 10 per cent; .
(f) Income from films for cinema, television, etc.: raised from
5 to 10 per cent.
Source: Inter-American Committee on the Alliance for Progress
(CIAP), Sub-Committee on Costa Rica, report mentioned
previously.

107/ Tax Reform Law, chapter VIII, article 18. Price control: the
Department of Internal Trade of the Ministry of Industry and Trade
shall ensure that prices of goods not subject to selective ’
consumer taxes are not adjusted as a result of the promulgation
of this Law, and also that the prices of goods liable to tax are
not increased unduly owing to the levying of these taxes.

/Table 29
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Table 29
COSTA RICA: COMPOSITION (F TAX REVENUE

" (i21ions of colones at surrent frices)

Percentage

g gz . - 1973 vertebion

1971-1973

Tex revenue o ' o B6e2 934.5 - 1 2542 51.8

" Direot taxes o 19043 22747 3095 . - 6246

Ihoguie tex ' ' 1018248 213.0  291a 592

| ~ Other direct texes I R 2 RN L B 184 1'-}5.3

Indireot taxes ‘ - 63509 . 706.8 gy 8.6
Texes on cigarettes end 4 S

-alocholic beversges .- - . 79 8540 9949 2548

Taxes on consumption ; 39."1 121.9‘ ) 20148 H12.2

Texes on sales 11546 131.5 - 16043 3847

Taxes on gasoline cdnsu:z;p'tion S . 56;’9 6245 6846 2066

Import texes =~ - = s 19240 1594 . 1968 25

Export taxes ' L SR ¥ 546 - 647 39.6

' Taxes on coffes R . 293 2742 €748 7 131H4

| Stemp tax . 1 129 . 173 5549

Economic stebilization tax e 6247 504k . ‘6’+’-8 “ 343

Other indirect texes ~ =~ . - Wy . 5044 ., 607 3548

Souroce: Ministry of Finance of Costa Riocase.

/It will
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It will be recalled that the years 1972 and 1973, in particular,
showed rising deficits, and‘the financing 6f.these deficits, with
external resources or domestic credit, led in one way or another to
an increase in the money in circulation (see table 28). Capital
expenditure, which‘expanded significantly, was not generally reflected
in increases in the supply of'goods and services which might have
counteracted the pressures on prices. The maturity periods and rate
of investment generated demand effects, and only marginally produced
some indirect flexibility of supply. As may be observed, the higher
taxes, which had already had some inflationary impact, financed an
appreciable expansion of budget expenditure, which also affected price

levels.

2. Private sector financing

As regards the financing of the public sector, it is useful to
note that the establishment of a group of financial institutions in
September 1972 marked an important change in the general system of
finaneing. Up to that time it Had been the exclusive prerogative of
State banks to tap savings deposits and grant loans to enterprises
and private persons; since then this right has been accorded to other
financial intermediaries” éngaged in the following activities:19§/
provision of funds, working capital and generél financing for
activities performed by other enterprises, associations or physical
persons; and purchase of shares, bonds, securities and other financial
or credit instruments or securities issued by other enterprises or
associations. Physical persons engaged in these activities were also
included in this category of financial associations. The boom
experienced by these institutions, which tapped an increasing amount
of savings, is accounted for by the fact that they paid higher interest
rates than the banks. They supplied operating capital to industrial

and commercial enterprises, which in their turn were able to give

108/ "Ley de regulacidn de sociedades financieras de inversién y
de crédito especial de carécter no bancario', La Gaceta, N2 180,
22 September 1972.

/credit to
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credit to their clients, particularly for the purchase of durable
consumer goods. This mechanism has obviously affected prices, both
from the standpoint of the higher cost of money and. from that of its
faster circulation and the consequent increase -in the propensity to
consume which is generally the result of consumer credit.

In discussing the increases in -liquidity in the economic
system, it was noted that the private sector was the main:beneficiary
of the credit granted, since it obtained a consistently high proportion
of it (see table 21). The figures for the monetary balance :show that
the policy of providing financial backing for private activitiesy
basically those connected with exports of manufactures, has been the

Government's constant concern in the .period under review.

3. Foreign exchange policy

The balance of payments p081t10n in 1969 and 1970 was the cause
of s1gn1f1cant reductions in 1nternat10na1 reserves (65 per cent in
1969 and 63 per cent in 1970) Since progectlons for 1971 alse
indicated an unsatlsfactorv s1tuat10n w1th regard to foreign trade,
the Government decided to modlfy its forelgn exchange policy.

As from the middle of June 1971, the Costa Rican monetary
authorities 1ntroduced modlflcatlons 1nvolv1ng the establlshment of
a dual system of forelgn exchange. ;QQ/ An off1c1a1 market was '
establlshed for essent1al transactlons for economlc development
purposes, with a rate of 6. 65 colones to the dollar, and a free market
for other operatlons° A month 1ater a system of exchange surcharges
was introduced whereby 1mports were grouped in three categorles
according to how far they were considered as essent1a1 goodsu'.The
first category of products was exempt wh11e the other two were 11ab1e
to surcharges of 15 and 30 per cent. As in the prev1ous case, the
d1st1nct10n was based on the nature of the 1mports in relatlon to

development aims.

109/ See Banco Central de Costa Plca,d”Expos1c1on sobre medidas
adoptadas para corregir el problema de la balanza de pagos',
Memoria anual, 1971, vol. 3.

/Although the
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Although the dual and foreign exchange surcharge systems
enabled a certain control to be exercised over the use of foreign
exchange, they did not have the desired results since 6£hér items
were gradually added to the preferentiél impoft list and operations
on thé official market amounted to about 90 per cent of the total.
The main reason for enlarging the list was the difficulty of placing
exports in the Central American market, in view of the rise in
production costs as a result of the exchange surcharges.

At the beginning of 1972, Costa Rica returned to the dual
exchange system, but the preferential list continued to have a decisive
effect, since almost 80 per cent of the value of transactions was
carried out on the official market. Since by the middle of 1972 the
position with regard to‘the balance of payments and international
reserves had not shown much improvemenf, in October of that year the
preferential list was drastically cut down, only 85 items of the
Central American Standard Customs Nomenclature (NAUCA) remaining out
of the 450 on the previous preferential list.

These new restrictions in obtaining foreign exchange on the
official market made imports more expensive, which raised the
production costs of export industries relying on imported inputs.

To offset the higher production costs and ensure that much exporters'
possibilities of competing on the Central American market were not
jeopardized, they were authorized to liquidate on the free market

50 per cent of the foreign exchange obtained from exports. This
benefit was also accorded to exporters of non-traditional agricultural
and fisheries products. The free market rate of exchange was

8.60 colones to the dollar, or 30 per cent higher than the rate on
the official market. Although the list of 85 items was increased,
operations on the official market came to represent 22 per cent of
total imports, a proportion which rose to 30 per cent in 1973 when
new import items were introduced in this market.

The concession of liquidating on the free market 50 per cent

of the foreign exchange obtained from non-traditional industrial and

/agricultural exports
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agricultural ekporfs was also extended to the independent banana
producers, up to 39 per ¢cent of their total sales abroad.

The polioy of discrimination in the useé of foreign exhange slowed
the growth of imports during the first half of 1973, an additional: -
factor being the increased prices, mainly of raW'materials'foffindustry
and, of coursé, fuels.

From the angle of interpreting the inflationary process, the
exchange policy adopted in the three-year period concerned - whether
through the dual foreign exchange market or foreign exchange surchages
has in different ways made certain imports more expensive. It is even
likely, from this point of view, that the efforts to solve the
balance of payments-problem have given additional impetus to the
rise in production costs. A wide range-of imported inputs, besides:
becoming more expensive in terms of foreign exchange owing to external
inflation, underwent further increases in national currency owing to
the rise in the exchange rate. The combination of these effects
exerted pressure on domestic prices on the cost side.

1Furthermore, the reduction in the amount of money in circulation
which is attributable to the sales of foreign exchange at higher
exchange rates, was more than offset by the increases in liquidity -
resulting from bank credit to the private and public sectors and
the inflow of forelgn cap1tal, wh1ch also meant increases in the
money in circulation. In addltlon, the poss1b111ty OL a magor part
of the value of exports being 11qu1dated on the free market at a rate
of 8.60 colones to the dollar meant s1gn1f1cant surpluses on ‘that "
market, whlle the offlclal market in view of 1ts exchange rate of
6.65 colones to the dollar, recorded a constant deficit. The Central
Bank was compelled to purchase foreign exchange resultlng from ‘the
surplus on the free market to cover the def1c1t recorded by the
official marketa The monetary expanslon involved in this operatlon

amounted to 87 8 and 193 7 mllllon colones in 1972 and 1973,
respectively. 10/ ‘ ' ' : :

110/ Data supplied by the Banco Central de Costa Rica.

Costa Rica's



Costa Rica's foreign exchange policy should be evaluated within
the general context of external inflation, in terms of the increasing
liquidity which its economy experienced and taking into account that
‘the rate of growth of most bf the sectors of production declined.

‘The exchange mechanism has not, of course, been the decisive factor
of the inflationary pressures. The adjustménts in the exchange rates
took place throughout a period in which other inflationary factors
were fully in operétibn énd did no more than join forces with the
other sources generating inflation. waever, the maintenance of the
exchange rate from 1973 onwards in thé‘face of increasing domestic
inflation undoubtedly lessened the effect of imported inflation.

The foreign exchange poiicy described above, owing to its
“Tlexib{lity and the appearance of the external factors indicated,
does not seem to have had the desired impact on the balance of
payments. The trends of imports of»non-essential consumer goods
have not changed, despite the increase in pfices, On the whole, the
inflationary processes stimulated a sometimes regressive redistribution
of income owing to the differiﬁg capacity of the factors of production
to transfer their increasing costs to the consumer and to benefit

from the growth of demaﬁd for their products.

L, Prices and wages policy .

In a country which until a short while ago recorded constant
indexes of stability, it would be difficult to find price policies
which do not respect the basic equilibria of the economic systéfn°
The appearance of inflation in the last few years encountered a
public apparatus which was not accustomed to this type of concern.
Nevertheless, at the first signs of inflation, government action in
connexion with prices had two basic¢ aims: first, to control prices
of essential goods in order to safeguard the level of living of the
population and, secondly, to guarantee the possibilities of competition
of non~traditional exports in the Central American market.

As regards the first point, it is only in the lést fewlyears,
and basically as a result of tax reform, that the government decisions

have had a more direct influence on the fixing of prices. In the

/face of
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face of thé new situation of changing costs and prices, the first
gévernment méasures were aimed at containing speculation. It was

not easy, however, to enter into a territory where there had formerly
been no need for drastic action. The capacity for -exercising the
necessarj control in this field was gradually formed. The Department
of Internal Trade of the Ministry of Industry and Trade which is the
agency mainly'respdﬁsible for implementing the prices policy, has
redoubléd its éfforfs in terms of studies, costs and control programmes
designed to improve fhé efficiency of this important aspect of
general economic\policy and give it a more organic structure.

v One of the instrﬁments used to guarantée competitive prices

of non—traditibnal exports, as mentioned previously, was the exchange
rate. The’éoncé;sionibf liguidating 50 per cent of the foreign
exchange obtéined from these activities at a higher exchange rate on
the free market was an important palliative in the face of the

rising pfide of inputé and distribution costs.

Much the samebobsérVations‘as those made on the prices policy
are applicable to the wages policy:- the price stability during the
past decade and the rapid growth of economic activity did not confer
on this aspect the iifélly'dfgeht character which recent inflation
has given it. A report of the Ministry of Labour and Social
Security ;;;/ comments on the lack of any wages and employment policy,
and points 6ut fhat the institutiénal'structure of the States does
not permit any pianned action in this respect. However, tlie wages
policy found ékpreééioﬁvmaiﬁly7in”the establishment of minimum wages,
which in some‘dégreé pfoviaes a frame of reference for determining
the wages of other categories of labour. There is a system in force
in Costa Rica for.fhe establishment of minimum wages for the

private sector, with the exception of workers in the banana companies.ll

111/ Antecedentes para una politica nacional de salarios en
Costa Rica, June 1974.

112/ "All workers shall have a right to a periodically readjusted minim
wage for a normal working day, which will ensure their livelihood
and well-being. It shall always be an equal wage for equal work
under equal conditions of efficiency. All matters related to the
establishment of minimum wages shall be the responsibility of the
technical body designated by law' (Political Constitution of 1949,

article 57). /A National
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A National Wages Council, which is a permanent technical body, is
responsible for establishing minimum wages for each branch of economic
activity: agriculture; mining and quarrying; manufacturing and
processing industry; trade; transport, storage and communications;
services; and other activities. The National Wages Council is
composed of nine members with equal representation of  the State,
employers and workers. The main criteria underlying the establishment
of minimum wages are, first, to ensure for the worker and his family
adequate food; housing and -clothing, education for his children and
any other needs established for the minimum level of families with

the lowest purchasing-power.llé/ Secondly, the payment capacity of
the various activities is considered and their profit-making capacity
safeguarded. In view of the conditions of price stability prevailing
in Costa Rica, it was stipulated that the minimum wages should,
generally speaking, be reviewed every two years.

The establishment of minimum wages is important not only insofar
as the wages themselves are concerned, but also because the variations
in the minimum wage is taken as a point of reference for setfling
other levels of remuneration.

The wages policy in the public sector, where the workers are
covered by the civil service system, is based on the Law on Wages in
the Public-Administration.;lﬂ/ There are two mechanisms in this law
for raising wages: on the basis of seniority and in terms of increases
in the price index, provided it rises by at least 4 per cent annually.

Lastly, both individual and collective contracts may be freely
entered into, provided the parties do not fix wages below the
established minimum.

It is clear from the above account that mechanisms exist for
maintaining the purchasing power of wages. When the price increases
were small, these adjustment mechanisms usually served their purpose.

In the three years 1971-1973, however, in the face of substantial

113/ Ibid. .
114/ Law N2 2166 of 9 October 1957.

/increases in
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increases in the level of domestic prices and the loss of dynamism
of economic act1v1ty, it 1s possible that the general 1ncreases, at
least for a large sector of wage- earners, dld not ‘manage to maintain
the purcha51ng power of labour remunerat10n° '

- Table 30 shows the minimum wages by sector of ‘economic
act1v1ty. As can be seen, there is considerable disparity between
the increases in the minimum wages for the various activities,” and
between the wages in absolute terms. In view of the price increases
in 1973 and the early months of 1974, in April of the latter year the
Government decreed an extraordinary adjustmenf”bf‘all“minimum wages,
in accordance with the scale shown in table 31, before the expiry of
the previous wage scale on 1 October. B

‘The redistributive nature of this adjustment, which establishes
higher rates for the lower‘wage levels, has basically benefited the
agricultural worker. This adjustment has had repercu551oqs on freely
contractad wages; the workérs organized in trade ‘unions nave based
their petitions on the hlghest percentage adaustment in ‘the minimum
wages. Moreover, the Government granted an across-the-board
adjustmént of 200 colones a month for all workers in the public
sector. : ' R

Despite the Government's plausible alms of maintaining the
purcha51ng povwer of wages and ba51cally of the 1owest 1ncomes, the
recrudescence of 1nflat10n seems to be affectlng the wage-earners'
purchasing power. A report of the Integrated Working Groups for the
restructuring of the Central American Common Market states that the
level of wages in the lowest income sectors is not keeping pace with
the increase in the prices of mass consumption goods. It further
states that between May 1973 and May 1974 the cost of the basic basket
for a family with a weekly income of 100 colones increased by 63 per
cent, and that for families earning 200 colones weekly by L3 per cent.
These two income strata comprise 65 per cent of the total Costa Rican
labour force. To judge from these data, the prices and wages policy
would seem to be one of the most delicate areas in the economic

policy field.

/Table 30
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Table 30

COSTA RICA: MINTMUM WAGES BY SECTOR F ECONCMIC ACTIVITY

(Colones at ourrent prices per day) .

Agriculture

Coffee (worker)

Bahanas {worker)

Toe-oream faotories (worker)
Bakeries (boker)

© Textile factory (weaver)

Shoe factories (cutter)

Shirt factory (cutter)

Printing offices (typemsetter)
Sosp factory (worker)

Eleotrical workshop (skilled worker)
Construotion (skilled worker)
Commercial ectivities (assistant) -
Public transport (driver)

Laundries ({verious cccupations)

1970~ 1972« Percentage

1972 1974 variation
12.00 12490 745
18.50 20480 124
12.40 ) 1641
20470 23480 15.0
15400 17425 1540
16.15 204140 2643
16,10 18 05 121
38450 41.20 740
13460 15425 1241
25490 28450 10,0
27475 28450 247
15.80 13.70 1240
21420 23420 9alt
14480 17400 1449

Source: Ministry of Lcbour and Socisl Seourity, Wages Offices
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Table 31

COSTA RICA: ADJUSTMENT OF MINIMUM JAGES, APRIL 1974

Minimum daily wages' ig?g:i;:ii
12.80 to 15.00 - - 41,0
15.10 to 17.50 o B ' 35.0
17.60 to 20.00 ' S ‘ ~ 30.0
20.10 to 25.00 ' ' ' a -+ 85.0
25.10 to 30.00 o ‘ 20.0
30.10 to 35.00 ' S 15.0
35.10 to 96.20 - : ' : 10.0

96,30 and over ‘ ' o -

‘Source:  Ministry of Labour and.Social Security, Planning,
Programming and Statistical Department.

The:concéption éhd implemehtation of a wages'?olicy which will
benefit the broad masses and ét the same time will not create
inflationary pressufeé‘is hampered at bresent‘by two important
obstacles. First, the persistenée of imported inflation on whose
effects State action, in the casé of Costa Rica; has less fbom for
manoeuvre and, secondly, the slow growth‘of ﬁroduction, which shows
no'signs of any significant improvement.- To achieve consistency
between the production and financial spheres, while respecting the
purchasing power of wages within the context described in this
study, constitutes a serious challenge in terms of the conception

and implementation of an overall economic policy..
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5, ECUADOR
A. INTRODUCTORY NOTE

The review presented in this document of developments and
policies connected with inflation in Ecuador covérs a comparatively
short period from about 1968 to 1973 and, iﬁ some instances, up to
and including 1974 where sufficient data were available. This is
because inflation is a recent development in Ecuador, which began
to acquire some importance only in the late 1960s.

The domestic price distortions became definitely serious
however, at the end of 1972 and in 1973-197L, when the Ecuadorian
economy started to receive the full impact deriving from its newly
assumed status as a petroleum-exporting country.

This resulted, on the one hand, in a very substantial increase
in Ecuador's exports, international reserves and capacity to import
and, on the other hand, in making its écohomy more sensitive to
international market price fluctuations, which were intensified in
those years. .

Therefore, stabilization policies gradually took shape in what
was, for various reasons, virtually an unknown context to the
government officials concerned. In fact, the stabilization measures
were determined and adjusted on the spot in the course of 1973 and
1974, This circumstance was os far as possible taken into account

in preparing the present study.
B. SALIENT FEATURES OF ECONOMIC TRENDS IN ECUADOR

During the period 1971-1973 and, as far as is known, in 1974
the development of the Ecuadorian economy was influenced by a number
‘of predominant factors. '

First, in mid-1972 the country started to export petroleum in
significant quantities - which within a short time had reached over
200,000 barrels a day - as the culmination of the process initiated
in 1967-1968 with the discovery of oil reservoirs, which in its turn
led from 1969-1970 onwards to substantial direct investment by

foreign companies.

/The operation
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The operatlon and, prevlously, the installation of this new
m1n1ng ‘activity had various far-reachlng effects on the whole economy,
which it is difficult to specify and examine brlefly in: summarized
form. It seems evident, however, that the most important repercussions
made themselves felt in the acceleration of the overall growth rate,
in the expans1on of external sector and publlc sector act1v1t1es,
and in different effects on prlce movements° o

Secondly, the ex1stence of two closely llnked S1tuat10ns
cont1nued to be observed durlng the period under revlew, - On the one
hand, the trend recorded by the agrlcultural sector was far from
dynamlc, whlch resulted 1n low rates of growth for agrlcultural
productlon, On the other hand over the same perlod examined there
was no eloquent decrease in the high proportlon of the economlcallv
active populatlon - estlmated at 53 per cent of the total - whlch is
'excluded from the market for manufactures and whlch mahes up what
is normally called the marglnal population of the countryu_ié/

- Thlrdly, it is worth notlng the increasing slgnlflcance
progreSSlvely acquired by the 1nflatlonary process, which culminated
'in 1973 and the first part of 1974 in perlodlcal rates of price
'1ncreases far higher than ever recorded before in Ecuador, and even
similar to the parallel rates observed in other Lat1n American .
countr1es with a Utradltlon" of 1nflatlon° L

The creatlon of this problem, the study of 1ts orlglns and the
review of the anti- 1nflatlonarv policies formulated and put into
practlce - together w1th the relatlon between these aspects and the
domlnatlng factors mentloned above - constltute the central theme
of this document.» | . o "

Lastly, it is 1nterest1ng to note that during the perlod under
review, specifically in February 1972, a change took place in the

country's political administration. The main economic policy

115/ See CIAP, SltuaclonJ principales groblemas y perspectivas del
desarrollo economico y social del Ecuador (CIAP/635),
19 October 1973, p. 17.

/guidelines of



guidelines of the new administration were established in the Integrated
Plan for Change and Development (Plan Integral de Transformacidn y
Desarrollo) 1973-1977.

1. Growth trends

Between 1970 and 1973 the rate of growth of the Ecuadorian
economy ~ in terms of the growth of the gross domestic product -
showed a rising trend, averagingv7.8 per cent annually, which meant
a considerable acceleration over the rate of 5.5 per cent recorded
in the period 1965-1970. The_1973 rate of 13.1 per cent and the
12 per cent reached in 1979 were outstanding (see table 1).

In view of the fact that since the middle of the 1960s the
population growth rate<had,rémained steady at around 3.4 per cent
annually, this acceleration was even more evident in the trend shown
by the per capita GDP (2 per cent in 1965-1970 and 4.3 per cent in
1970-1973). According to ECLA estimates, Ecuador's population
- which ét the end of 1973 was arbund 6.8 million - obtained for thét
year a GDP amounting to some 490 dollars, per head‘comﬁared with about
Lo0O dollars in 1970, both values in termé of cbnstant 1970 pricesollé/
(a) Total supply and demand |

A study of the total supply and demand situation reveals thaf,
in the years 1970-1973, dynamic growth coincidedeith a rapid
expansion of exports. These increased, in terms of constant prices,
at an average rate of 21.2 per cent, or nine times the rate recorded
in 1965-1970. As a result of this trend; the ratio of exports to |
the GDP rose from 15 per cent in 1970 to 21.3 per cent in 1973,
which is undoubtedly a substantial change demonstrating the new

outward-looking approach of the Ecuadorian economy (see table 2).

116/ It is estimated that the average per capita GDP for Latin
America as a whole (19 countries) amounted, in dollars at
1970 prices, to 639 in 1970 and 717 .in 1973. In other words,
the value for Ecuador represented 63 per cent of the Latin
American average in 1970, and 63 per cent in 1973.

/Table 1
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.Table

(Millions of sueres ot 1970 gr‘:}oes)

Tota;i ‘s
Gross domestioc product
(at merket prioces)
Imports
Total ;i:emand
Exports
Gross doméstio imrestxﬁen'i;
Gross fixed mestmér'xt
Publio A
Private
To+al consumption ’
Generol government

Priva.té

Anrual growth rate (peroentages )

770 i;ég/ _ ig;?)/ ‘ ;370 197 1972 1973 .
W &% o B0 M2 b &3 L2
37 338 5.5 . 748 749 242 Bolt 13,1
7 629 11,9 . 93 30e7 17.7 ~2.5 138
W 067 &4 S0 2 4.8 0 83 132
5 590 2.5 - 2.2 19,8 8e3 257 3068
B1s 182 1.8 W0 154 Bl <6
7463 1945 -046 47,7 12,6 7.6 542
1 857 et 1041 9a2 24,9 ~18,0 30.4
5606 k4 b7 673 8.5 =37 . 167
o 5M8 G2 U3 .36 22,8 Wl 62
25 855 o4 53 5.5 -3.0 3.8 15,8

Sournc: FCLA, on the basis of official stetistios.
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Table 2
ECUADOR: STRUCTURE OF TOTAL SUPPLY AND DEMAND

(Berocentages; at 1970 prices)

Average ] A Average

1965 1969= 1970 1973 1971~

1970 . 1973

Total supply 11542 118,7 1204 A21.3 1212
Gross domestis product 100,0 10040 100,0 100,0 100,0
Imports . 1502 18,7 26.14 21,3 219
Totel demand - Aloe2 118.7 1204 221.3 A21.2
Exports 17,3 14.8 15,0 2143 18,7
Gross domestic imvestment 124 . 1943 21.9 18,5 21.k4
Gross fixed investment 10.7 17,4 20,0 15.7 18.6
Publie ha1 o9 560 5¢3 5¢3
Private 6.6 12,5 15,0 1044 13.3
Total consumption 85,5 .6 B83.6 Bi.6 Bi.8
General government S 12,6 14,6 . 143 17.1 17.5
Private 7249 7040 6943 - é45 Ehalt

_5_03!‘_?_3_3 ECLA, on the basis of official statistics.
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Another 1mportant aspect was the: trend of the 1nvestment rate.'
Up to the middle of the 1960s the ratio of gross flxed 1nvestment to
the GDP declined steadily to values of around~11 per cent 1n :
1965-1966, compared with an average for Latin America of about
13 per cent. _ e

In 1967 this ratio started to rise rapldly and steadlly,
reaching a peal of 22 per cent in 1971, Investment in 011 nroductlon
activities was mainly responsible for this. 1ncrease,‘1n fact, in 1971
it represented over one-third of the country's total flxed capltal )
formation. 117/

In 1972 and 1973 the investment made by 011 companles fell off
abruptlv upon completlon of the necessary fa0111t1es for puttlng 1nto
operatlon thé o0il reservoirs so far exploited, so that the flxed t i
investment coefficient dropped to 15.7 per cent in 197)-'_It’shqu1d
be noted that the fixéd investment levels of the mid-1960s were not
regained, because'between that date and 1973 thevpublic secter and
the domestic prlvate sector doubled their levels of capltal formatlon,
in terms of constant prices, while the GDP grew by about 50 per cent 118,

Total consumptlon and its components increased more rapldly
in the period 1970-1973 than in 1965-1970, especially in the case of
general government consumption. | . N .

Import trends were affected 51gn1flcantlv by the purchase of
materials and equlpment necessary for the oil companies 1nvestments,
This factor mainly accounts for the-high growth rates of imports \
recorded in 1970 and 1971 and the decline observed in 1972 (see k
table 1). \ -

(b) Sectoral structure of the product and employment
The accelerated growth of the GDP coincided with a fairly

balanced development of the various production activities. Apart
from mining, whose contribution to the GDP rose at an average annual . -

rate of 81 per cent, other sectors - manufaeturing, transport and

112/' See Central Bank of Eenador, {emoria 1973, table 1-5.a -_ﬂ,
118/ 1Ipid., table 1-5.b. o » o

/communications, and,
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communications, and, in general services - grew at rates compatible
with this acceleration. In contrast, agriculture, construction and,
consequently, electricity, gas, water and sanitary services, recorded
unsatisfactory rates of growth, lower even than the population growth
rate (see table 3).

Between 1970 and 1973,~agriculture grew at an average rate of
barely 1 per cent annually, which was only slightly higher than the
rate recorded between 1965 and 1970 (0.8 per cent). Thus the
situation of evident stagnation in agricultural activity continued,
and has been especially manifest since the mid-1960s. In this
respect, it should be recalled that in ‘the years 1960-1965 this
- sector's contribution to the product increased by about 3 per cent
annually, comparea‘with approximately 4 per cent annually in the
1950s5.119/ ' The trends describeq above caused the share of agriculture
in the GDP to drop far more rapidly (from 33.3 per cent inl1965 to
22.3 per cent in 1973) than normally happens in the development
process of countries with per capita income levels similar to
Ecuador's (see table 4).

- It seems clear that the basic problem consists in the typically
‘low levels of productivity in the agricultural sector in general.
This in its turn is a result, among other factors, of the prevailing
system of land tenure - under which the latifundio-minifundio system
5till exists - of ‘the scant capital formation in the sector, of the
abundant unskilled manpower engaged in agriculture, and of the
shortcomings of the prices, marketing and other policies affecting
this activity.1l20/

119/ See ECLA Tendencias y estructuras de la economia del Lcuador
en el ultlmo decenio (E/CN.12/926), 9 March 1972, table 1.

120/ See, for example, Situacidn, principales problemas y perspec-
tivas del desarrollo econdmico y social del Ecuador, op.cit.,
pp. 121 et seqq.; and FAO/IDB Mission, Estudio del sector agro-
pecuario del Ecuador, identificacidn de Areas prioritarias:de
inversidn, 1973.
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Table 3-

_ECUADOR: GROSS DOMESTIC PRODUCT AT FACTOR COST, - .. .
BY SECTOR OF EGONOMIC ACTIVITY

(MAllions of sucres at 1970 prices)

Annual growth rate

1970 1970/ 197y 1970 1971 1972 1973

1965 - 1970.

Agriculture : 8936 0.6 1.0 - 07 03 2.6 0ol
Mining ‘ "533 3.3 81.4 © 92 ~20,6 157.7 1792
Mamufaoturing : 5 693 6.3 81 7.6 6.9 8.9 - 8.6
Construction 2 073 17.2 249 25,0 34t bo2 9.8

Subtotel goods _ 17.235 40 82 5Z 2:3 Z2 L0
Electricity, gas, water and ' oo

sanitary services ' 418 10,6 3.3 * 13.0 10.0 ©060 "~ " 0s2

Trensport and communications 2 091 7.8 8,1 - 105 5e2 11,9 7.4

Subtotsl basio servises 2.509 83 Z4 109 &0 . 2.8 ba2
Commerce and finance : 5 555 U7 - 8.0 7.0 8.4 " 640 946
Ownership of dewllings - 2 019 503 749 9.1 12,3 645 Sel
Government g‘/ - - - - - - -
Migoellaneous services s 5 921 8s2 5¢0 8.8 9.8 - 71 19,8

Subtotal -9ther services 13 bos 63 - &2 8.1 b6 c b 1 2:0

Source: ECLA, on the basis of offioclal statistics.
__; Government inocluded in miscellaneous services,
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Table 4

ECUADOR: STRUCTURE OF GROSS DOMESTIC PRODUCT AT FACTOR COST,
BY SECTOR OF ECONOMIC ACTIVITY

(Percentages; at 1970 prices)

.‘,\vemge . . Aven.‘ge
1965 - 1969~ . 1970 1973 1971~
' . N 1970 . 1973
Agriculture . . - 33.3 27,7 2649 2243 24,3, -
Mining , - 1.8 1.6 1.6 7.7 42
Manufaoturing . 1642 17.1 17,1 17.4 17.6
Construction 346 5¢8 6e2 5¢5 5.7
Sibsetel goods e 2w 8 20 ke
Electrioclty, gas, water and ,
sanitary services 1.0 i .2 L3 1.1 ‘le2
Transport and communications 546 642 - 643 6t 65
Subtotal basic servises 6.6 14 Zs6 5 LI
Commerce and finanoe i 17.1 » 16.7 16,7 17,0 17.2
Ownership of dwallings . 640 640, 641 6.1 ‘ 6t -
Gevernment 'a/ - - . - - -
Misoellaneous services a/ 15,4 17.7. 17.8 16,5 16,8
Subtotal other services 38.5 o hot ho.6 396 - Lo,4

Scurce: ECIA, on the basis of official statistics.
Govermment inocluded in miscellansous servioes,
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Taken together, the goods producing sectors kept their share
in the GDP comparatively stable between the years 1969-1970 and
19721-1973. The decline recorded by agriculture and, on a lesser
scale, by construction were offset by a sharp rise in the share of
mining, and a slight increase in that of manufacturing. o

' The sectors producing services and basic services, analysed
on a global basis, also retained their share in the GDP with no
major.changes between 1969-1970 and 1971-1973. The purely service
activities, which generate around 40 per cent of the GDP, continued
to represent a fairly high proportion of the product, considering
the per capita income levels in Tcuador and the coefficients observed
in other countries of the region.121/ ‘ |

\'hen, in addltlon, the sectoral composition of the product 1s
examined from the stanopolnt of the alstrlbutlon of manpower, other
structural features are observable whlch are wortnwhllevtaklng 1nto
account. B o » o

First available data on the seetorél‘conposition of‘{he labodr
force indicate that from the mld 1960s to the years 1971 1972 there
were very slight varlatlons in the relative absorptloa of manpower( 7
by the different economlc activities. Thus, for example, agrlculﬁure
continued to employ about 56 per cent of the laoour force and
manufacturing reduced its share of around 1# per cent to about
13.4 per cent. 122/

These trends, considered‘simulﬁéheously with the evoiution of
the GDP and its sectoral etructure, accentuated the disparities noted
between the average labour produotivity in egricdlture and that
recorded in the rest of the economy, wvhich already at the beginning
of the 1970s stood at a ratio of 1 to k4. Similorly, the rapid

economic development in 1972-1974 must have even further widened the

gap.1l23/

121/ See ECLA, Trends and structure of the Latin American economy
(E/CN. 12/084) L March 1971, table 25.

22 Estimates based on data supplied by the Planning Board of Ecuador

122/
to missions of the International lMonetary Fund.
123/ See Situacidn, principales problemas y perspectivas del desarrollo

econdmico y social del Lcuador, op.cit., pp. 0 et seqq.
/Secondly, some
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Secondly, some data on open unemployment trends indicate that
the average unemployment rate after reaching a peak of 10 per cent
in 1968 apparently descended to around { per cent in 1972-1972. This
was still a relatively high rate - particularly in the towns - and
was higher, for example, than that recorded in the first half of the
1960s. Of course, the degree of open.unemployment in the towns
depended essentially on the level and persistence of the disguised

unemployment situation in the country.

2. The external sector

(a) General aspects

The préduction and export of petroleum had a decisive effect
on the balance of payments in thé”thfee yeafs 1971-1973%,

In the first pléce, the exports initiated in August 1972 meant
an income of‘approximétely 60vmillion dollars in 1972 and 270 million
in 1973, the latter figuré representing over 47 per cent of total
exports of goods in that year.

Secondly, in the years 1971 and 1972 the investments made by
0il companies in IZcuador averaged more than 120 million dollars
annually. Deductlng the direct imports effected by those same
companies - wh1ch amounted to some 70 million dollars annuallv -
the investments generated a net annual income of approximately
50 million dollars, or more than one-fifth of the normal level of
exports at the beginning of the 1970s (see table 5).

Another salient featurg of the external seétor’s developnment
was the change experienced between 1971 and 1972-1973 in the overall

balance of payments position.
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Table §

ECU:DOR: BALANCE OF PAYMENTS

(Millions of do llars)

Average - . Average
1966~ 1970 1971 1972 1973 1971~
1970 ‘ 1973

Current acaount _ ) :

Exports of goods and services , 22,1 258,0 26948 35440 61340 412,3
Goods FOB - ' 2054 23443 24249 32342 5741 380.1
Services . . : 18.8 . 23.7 26 9 3008 3809 ‘ 32,2

Imports of goods and services 2740 5.5 45947 4738 62745 520,3
Goods FOB ' " 20347 26642 36047 36645 491.9 Lo6al4
Services' o : : 7043 10943. 9940 10743 135.6 11440

Net ¢xternal investment income =269 -29¢2 -3547 45,6  ~100.4 ~6046
Profits ~1946 1942 -25,2 -34e8 =93l =51,0
Intorest R . <73 ~10,0 ~1045 . =11,3 7400 T =946

Net private transfer peyments ' 51 75 77 €e3 1648 1043

Balance on current account 7147 «13942 =217 49 ‘ ~159.1 ~98.1 =158 4

Capital account , S '

Net extorual finanoing (atbtotdte) 7147 13942 21749 1591 9841 158 ot
(a) Net external nonecompensatory g’ T - I

capital . 719 118,.0 193.1 245.9 108.8 182.6
Direot investment P8 0 8846 162.1 19,8 5U4e3 122.1
Ilong~ and medium~term loans b2,1 4942 . 49,0 ¢ 111.7 60s3 - 7347

Avortization payments . =l740 =27 oli c=2948 - <2843 ~3347 =30 6.
Short-term 1iabilities 12 -1.8 3.8 303 Bolt 445
Official transfer payments 748 7 9l L 8.0 Gelt 2145 * 1340

{(b) Domestic non-compensatory sapital ‘ v L
or assets ~0k g7 ~302 =545 ~104 -6l

(s) Errors and omtssiona’ . Co T 24y 1642 0 =548 1744 19642 3509
(d) Allocation of SDRs 0.8 be2 345 348 10,0 2.4
{(e) Net ocompensatory movemsnts ' » »
{(inorease «) ~Falt ~34¢9 3043  «102,5 =9645 ~5642

Source: ECLA, on the basis of official statistios.

/Ia 1971
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In 1971 the stagnation of exports and a sharp upturn in imports
produced a large current account deficit (218 million dollars).l2k/
The income on capital account - notwithistanding the increase recorded
in foreign investment - was not enough to cover the current account
deficit, so that a net sum of 30 million dollars had to -be used of
the international reserves. :

In the years 1972 and 1973, on the other hand, the balance of
payments showed surpluses of around 100 million dollars annually.

The rapid growth of exports and a delayed increase in imports, which
was only manifest in 1973, reduced the current account deficit by

60 million dollars annually‘compared with the figure for 1971

(from 218 million dollars in 1971 to 98 million in 1973). The income
on capital account wés bolstered iﬁ its turn in 1972 by a bigger
influx of long- and medium-term loans, and in 1973 by a strong

inflow of unidenfified privaté external resources which are included
in the balance of payments under the head of errors and omissions
(see table 5).

Between end-1970 and end-1971, the level of gross international
reserves dropped from 83 to 65 million dollars, the latter figure
covering the equivalent of less than two months' imports. In 1972,
on the other hand, the level rose to 143 million dollars and the
following year to 241 million, the 1973 value being sufficient to
finance imports for about 5 months. In other wqrds, there was a
fairly rapid and substantial increase in the country's international

reserves (see table 6).

124/ This was the culmination of a trend begun in 1966-1967
towards a progressive deterioration of the country's trade
balance and current account.

/Table 6
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- Table 6

ECUADOR: INTERNATIONAL ROSERVES

(Millions of dollars at current prices)

[N

1969 1970 1971 1972 1973 i;éz

(1) International reserves v - )
(totals at end of ‘ ‘
“period) 65.0 83.2 64.7 1h3.4 2k1.1 LhLL.L

(2) impoitswof goods - o ' :
and services 281.5 375.5 U459.7 L73.8 627.5 -

(3) Imports of goods
and services.

(monthly average) 23,5 :31°3 0 38.3  39.5 52.3 -

(4) Number of months
of imports financed

by international -
reserves 2.8 2.7 1.7 3.6 b6 _

Source: IMF, International Financial Statistics, September 1972
and November 1974.

/(i) The
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(1) The exchange system. Since November 1971 a dual system

of exchonge has operated in Ecuador, with an official and a free
market.125’ The official exchahge rate was established at

25 pesos to the dollar in August 1970 and remained'unchanged up to
and inclucding 1974, in line with the country's traditional policy
of not making periodiczl adjustments in the exchangé parity and
of adjusting it only at intervals of a certain number of years.

During the period 1971-1973 the value of the free dollar
came closcr and closer to that of the official dollar, as the’stroné
inflow of foreign exchange on the free market led the Central Bank
to establish a permanent purchasing power, at a rate similar to the
official, in order to absorb the foreign exchange surpluées generated
in that marlet.

The preveoiling exchange system meant - if the internal price
variations in Scuador and the United States are taken into account -
that the real value of the Ecuadorian currency decreased by 1l per
cent between 1971 and 1973, owing to the faster incrcase in its

domestic prices (see table 7).

125/ Betwecen August 1970 and November 1971 the free market was
elinincted on a tewporary basis only, and a single controlled
marizet was established.
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An additional feature of the prevailing exchange system during
the period under review was the large-scale levying of taxes on
ad valorem exports. These were designed, in particular, to generate
fiscal revenue and to take the place of other possible forms of
domestic taxes which did not already exist. Notable among the export
taxes were those levied on bananas (31.4 per cent), coffee (26.5 per
cent), cocoa (25 per cent) and sugar (23.75 per cent).126/ The
revenue obtained from all these export taxes in 1971 represented
about one-tenth of the total current income of the central
government. It should also be noted that a 15 per cent tax on
petroleum exports was established in August 1972.

As regards import taxes, Ecuador's customs tariff provides
average protection of 40 per cent and includes duties ranging, in
general, from 30 to 50 per cent, the latter rate being levied on
products with é lesser degree of processing. The existence of
several development laws and special contracts, however, made it
necessary to grant a great many exemptions, so that over ohe-third
of the imports were not liable to customs duties. In any case, import
taxes in 1971 accounted for about 30 per cent of the central

government's total current income.l2?7/
Lastly, with the purpose of establishing an additional control

of imports, a system was adopted of classifying them in two schedules:
those on schedule I were considered as essential and semi-essential
products, and those on schedule II as less essential and luxury itens.
About one-fifth of total imports in the period 1971-1973 were

products on schedule II, subject, on the one hand, to the payment

126/ Several of these rates were raised 10 to 15 percentage points
as a result of the devaluation in 1970, but from 1973 onwards
various pressures were created aimed at reducing the additional
charges established. See Situacidn, principales problemas y
perspectivas del desarrollo econdmico y social del Ecuador,

op.cit., table VI-O.
127/ Ibid., pp. 264 et seqq.

/of relatively
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of relatively higher customs duties (including a 20 per cent surcharge)
and, on the other hand, to the requirement :in force up to the
beginning of 1973 of mahlng prior import depos1ts°

(b) Exports of goods...

In terms of current values, exports of goods increased by 33 per
cent in 1972 and by 78 per cent in 1973, while exports in 1973 were
145 per cent higher than in 1970. Up to 1972, the whole increment
over 1970 was the result of a larger volume of exports (38 per cent),
while between 1972 and 1973 there were simulfaneous increases ih the
quantity exported and the unit value, each of about 3k perrcehﬁ.>
Excluding petroleum and petroleum products, however, the increase
in unit value in 1973 was 22 per cent (see table 8).

Petroleum exports alone accounted for rates of increase in
total exports of 24 per cent in 1972 and 67 per cent in 1975; or
about four-fifths of the total increase between 1971.and 1973.

}n 1973 the volume of petroleum output averaged 210,000 barrels
a day;‘ér approxinately 75 million barrels a yeaf. Of this total, a
little over 71 million barrels were exported at an.average price pf‘
about 3.70 dollars a barrel.

As regards the trend of other exports, a significant feature,
particularly ;n 1973, was the increase of 57 per cent in coffee.
exporté,‘in response to improved world pricesrand also an increase
in the volume exported. On the other hand, fhe export flows of
‘cocoa and sugar remained at the same levels. '

. An average of 20 mllllon dollars' worth of marine products was
exported annually during the three years 1971-1973, although up to and

including 1970 this item was virtually unimportant.

/Table 8
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Table 8

ECUADOR: TRENDS OF EXPORTS AND IMPORTS OF GOODS

(1) Exports ef goods (FOB, millions
of dollars)

(2) Exports of goods (millions of
dollars, 1970 = 100)

(3) Index of unit valus of exports
of goods (1970 = 100)

(32) Index of unit value of exports
of goeds, excluding petroleum
arnd petroloum products

(4) Incex of constant valus of
experts of goods | (2)/(3) * 100]
(1970 = 100)

(5) Impcrts of goods (FOB, millions
of collars)

(6) Imports of goods (millions of
dollars, 1970 = 100)

(7) Index of unit value of imports
of goods (1970 = 100)

(8) Index of eonstant value of
imperts of goods [ (6)/(7) ¢ 100]
(1970 = 100)

Average Average
1966~ 1970 1971 1972 - - 1973 1971~
1970 1973
205.4 234,3 24249 3232 57k .1 38041

8747 100,0 103,.7 137 «9 245,0 16242
9248 100,0 9640 9949 13440 110,40
9248 100,0 9640 99.6 120,2 10543
5 10040 10841 13840 182.8 1.5
20347 26642 36047 366,5 491,.9 Lo
7645 100.0 13545 13747 184.8 15246
9640 100,0 10440 109.9 12749 11349
7947 10040  130.3  125.3 1445 1340

Source: ECLA, on the basis of officlal statisties.

/The share
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The share of total exports represented by bananas, traditionally
Ecuador's main export commodity,l§§/ shrank progressiveély to 23 per
cent in 1973, althoﬁgh their current value rose b& 18 per cent
between 1970 and 1973. As régards the trend in world banana prices,
the average price in 1973 (7.5 cents per pound) was equal -to the
average for 1970 and similar to that recorded at the beginning of
the 1950s.129/ | |

Other changes which took place in "the structure of exports
in 1971-1973 were also due to the increase in the share of petroleum
and the decline in that of other export items (see table 9),
| Nevertheless,'OYer and above the observations about the share
acquired by exports of mariné'prodﬁéts, it is interesting to note
that exports of a number of items increased by over 50 per cent
in value between 1970 and 1973, reaching a total of 40 million
dollars. These items include a wide range of manufactured and
semi-manufactured products. “

(¢)  Imports of goods
Between 1966~-1970 and 1?71—1973 the current value of imports-

of goods doubled, rising from an annual average of 200 million to -

400 million dollars. Since during the same period, however, the
unit value of imports rose 19 per cent, the increase in terus of
constant prices is estimated at 68 per cent (see table &),

Within the general fairly accelerated growth trend of nearly
all import items, some salient features are worth considering (see

table 10).

123/ At the beginning of the 1960s, exports of bananas represented
60 per cent of the country's total exports, and at the
beginning of the 1970s their share was still over 50 per cent.

129/ 1In fact, bananas are among the basic commodities which have
suffered the sharpest cuts in terms of constant purchasing
power on the world markets. See ZCLA, LEconomic Survey of
Latin America, 1973, Part One.
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Table 9
ECUADOR: STRUCTURE OF EXPORTS OF GOODS
(Percentages)
Average Average
1966- 1970 1971 1972 1973 1971~
1970 1973
Petroleum 0.1 0.4 0.6 18.9 47.4 29.6
Bananas 53.0 51.8  50.4  L40.5 @ 23.1 33.8
Coffee 18.2 22.6 15.0 13.2 11.4 12.7
Cocoa 12.7 10.0  10.1 7.2 L.7 6.5
Sugar 4,0 3.6 5.5 5.3 2.1 3.7
Marine products - - 6.0 6.9 L. 5.3
Miscellaneous 12.0 1.6 12.2 8.6 7.2 | 8.h
statistics.

Source: ECLA, on the basis of official

-/Table 10
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Table 10

ECUADOR: STRUCTURE'OF‘IMPORTS OF GOCDS

(Percentages)

Average ’ S ‘ v ‘Averaée
1966- 1970 1971 1972 1973 1971~

| 1970 | , 1973

(1) :Consumer goods 14.6 A0 b1 4.8 T 2.4 13.6
~(a) Durable 5.2 5.1 k.o 3.8 3.6 - 3.0
(b) Non-durable 9.4 3.9  10.1 11.0 C.8 9.8

(2) Rew materials a/ 42,5 b1.1 . k2.4 42,5 43,1 45.0
(3) Fuels 6.7 7.6 7.6 7.0 4.5 6.0
(4) Capital goods  36.0 37.0 . 35.0  35.3  35.1 35.3
(5) Miscellaneous 0.2 0.3 0.1 0.4 0.0 - 0.1

Source: ECLA, on the basis of official statlstlcs.

a/ Includlng COnstructlon materials.

First, up to and 1nclud1ng 1972, and partlcularly up to 1971,
substantlal purchases were made of materlals and equlnment necessary for
the 1nstallatlon of the new oil productlon act1v1t1es in &cuador. In 1977
these purchases may be estimated at over 80 million aollaru, declining tc
less thua 60 million in 1972, and to approx1matelv 30 m11110n in 1973.

S-f;.ily, the perlod 1971 -1973 marked a rapld growth of imports of
food and similar items and of raw materlal 1nputs for the food industry.
In terms of current values, these 1mports rose from 37 nllllon dollars ir
1970 to 97 mllllon in 197,, i e,, bv 163 per cent vhile the 1ncrease in
total 1mports was 85 per cent° .

Lastly, between 1966-1970 and 1971-1973 imports of capital goods
retalned théir share in the total at around 35 per cent, while the share

of duraole -consumer goods and fuels aecllned espe01ally that of fuels

in 1973

/C. THE
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C. THE RECENT INFLATIONARY PROCESS

1. Background

Ecuacor is one of the countries of Latin America where
inflation and the éécompanying preoccupation with combatting it
constitute a relatively new phenomenon. During the 1950s, the
annual average rate of increase in prices fluctuated around 1 per
cent, while during the 1960s - up to 1968 inclusive - although
higher it continued to be moderate, reaching an annual 3.5 per cent.

Only from 1969 onwards did annual price rises of more than
5 per cent begin to éppear: this is the lowest figure usually
considered to be indicative of the appearancé of inflationary
distortions of any importance.

However, since 1966-1967 food prices had been registering
annual increases of more than 5 per cent, and were thus increasing
more rapicly than domestic prices oh average. Between 1965 and
1969 the prices of the food and beverages section of the Quito
consumer price index increased at an annual average rate of
7 per cent, while the comparable annual increase in the housing
and clothing sections was approximately 2.5 per cent. Thus, between
the two years considered the relative price of food increased by
18 per cent. 130/

In 1970 the.rate of inflation continued to increase, rising -
to over 8 ner cent but then dropping slightly to around 7 per cent
in 1971 and 1972. 1In 1973, however, the inflation rate accelerated
sharply to over 20 per cent. This increase continued to be in

evidence cduring the early months of 1974, with the result that

130/ See Instituto Nacional de Estadistica (INE), Indice de precios
T al consumidor (consumer price index). In addition to the monthly
calculation of changes in the Quito index, the INE also
brepares consumer price indexes for the cities of Guayaquil and
Cuenca. 1In order to simplify our analysis, preference will
be given to the price series for Quito in the present report.
However, no wholesale price series were available to complement
the analysis.

/between April
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between Aprii‘i973 and Apfil‘i974, the pfiee increase for the year
was clese on 30 per cent. After reaching this relative peak,
however, there was a drop in July 1974 and throughout the second
half of the year in general, so that the annual rate of inflation
‘decllned to slightly over 20 per cent - similar to that recorded
‘at the end of 1973 131/ (sec table 11).. |
As in the period 1965-1969, food prices 1ncreased between
1969 and 1973 at a faster rate than those of the other goods and
services consicered in the price indexes, particularly in 1972 and
1973. "Thus, in the city of Quito, priceS’in the food and beverages
section increased by 11 per cent during 1972 31 per cent in 1973 and
L5 per cent between April 1973 and April 1974, ‘
Between 1969 and - 1973 fooa prices lncreased by 10 per cent o
with resnect to the housing and clothlng sectlons. Thls 1nereese;a
on top of the 13 per cent rise which took place between 1965 and
1969, meant that betwéen 1965 and- 1973 the total increase 1n the
relative prlceS of foodstuffs was 30 per cent, which obv1ously meant
a substantlal.aeyapee in ﬁhelr position.

2. Factors which influenced the speeding
up of inflation

As we have already seen, the country's §aSt‘inflaFiog eﬁowsj'
two stages or levels in the acceleration of the growth rate.of prices.
The first stage covered 1969 and 1970, although its immediate origins
went as far back as 1966-1967. The second stage was observed in
1973 and - according to the partial data available - in the first
months of 1974, following some deceleration of inflation in 1971 and

1972,

131/ In order to identify these changes in the rate, the figures used
cover tle period from one month of one year to the same month
in the next year, since this is a more sensitive method for
short periods than making estimates on the basis of averages,

/Table 11
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Table 11
ECUADOR: TRENDS IN CONSUMER PRICES

Avere April July

age § ‘1973 to  1973%0
0 1
1966e 197 . 1971 1972 93 April July
1969 . 1974 1974
1, Consumer price index a/ - Quite
v (percentage , o .
{(a) General - " vapiations 5e9 B8e3 6.8 649 20450/ 2946 214
{v) Food end beverages . Decenber to 8.5 540 643 10,7 31.1 45,0 28,2
Deceuber)
2, Consumer prioewin'dvex a/ ~ Quito
: (percentage
(2) Seneral variations 4.6 5.1 LIRS 7.9 12.9 - -
(b) Food ond beverages avorage to 649 343 6e5 11.1 2043 - -
average) » ’ '
3+ Consumer price index &/ - Quito
{(a) Gersral (averai; to 9520/ 100,0  108,4 117.0 132.1 - -
average
b) P d b : 964 00,0 106 118 42 - -
(b) Food and beverages 1970 = 100) 9648/ 1 10645 o3 o3
4. Consumer price index a/ - Guayequil
. (percentage x
(a) Genaral variations 3.9 12,5 5.1 5¢4 15460/ =~ -
{b) Pood and beverages December to '5-1' 949 646 4.8 2047 - -
December)

Source: Instituto Nasional de Estadfstioa. (INE), Consumer price indexe

a/ Of femilies with low and medium inoomess ‘

_/ If a weighting of LO per cent is ettributed to Quito and 60 per cemt to Guayaquil, the average rate
is 1746 per cent.

o/ Value of the index in 1963.

/Examination of
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Examination of the factors which influenced the evolution of
prices during the two stages identified\shéwé that some common
elements were present in both, together with others which were
different; the. intensity of their effects also varied.

OQutstanding among these common elements, w1thout any doubt,
was the performance of the ,agricultural oector, both because of
its intrinsic importance and because of 1ts llnks with other
economic variables. This, then, is one,of the structural factors
of inflation which has been most investigated; and the following
section is devoted to analysing the phenomenoha:vThe'next two
sections review the accessofy elemerts in infiation which appeared,
first during the acceleration of 1969 1970 and then in the
re-acceleration of 1973-197k.

(a)  The problem of agriculture R
The slow growth of the égricultufal sector, analyscd above, is

even more obvious when the trend of per capita agricultural output

is taken into account. Durlng the 19505, this increased by
approximately 1 per cent annua;ly, dropped sllp4uly between 1960 and
1965 and decreased by around 2.5 per cent annually between 1965 and
1973. - This neant that in absolute and COhsfant:terms, the per capita
agricultural »iroduct in 1973 was aréund 18 per cent less than-.in 1965.
' Naturally, enough, this substantial reduction in per capita:
agricultural output was a factor of great inflationary potential and
significance, particularly iﬁya_country like Ecuador, where food
accounts for 60 per cent or more of the expenditure of low- and
medium-income families.‘ The extent to whlch ‘this inflationary potential
materidlized in actual pressures of varylng 1nteq51ty on domestic.
food prices, .and 1nd1rectly,op the prices of other goods and services,
depended in its turn on several elements. These include the evolution
of overall demand and demand for agricultural products and the
evolution of imports of food and similar products aimed at reinforcing
domestic supplies. The price relations existing between the prices
of imported »~roducts and the prices of locally-produced products were
also of consequence, as were the policy measures adopted as regards

marketing and the fixing of food prices. .
/As regards
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As regards the evolution of local demand for foodstuffs, it
was observed that this increased at progressively high rates as the
economy's rate of development accelerated. Taking the annual rate
of increase of the population as 3.4 per cent and an income foodstuffs
elasticity of between 0.5 and 0.6, it may be estimated that between
1965 and 1970 the increase in domestic demand for foodstuffs was over
L per cent annually, while in 1970-1973 the comparable rate was
approximately 6 per cent, and in 1973 in particular the increase was
more than 7 per cent.l132/

In keeping with thié trend, and in contrast to the annual
variationz in agricultural output, the rate of increase of the demand
for foodstuffs exceeded the annual increase in domestic food output
by around 3 -er cent in 1965—1970, 5 per cent in 1970-1973 and 7 per
cent in 1973 considered separateiy. The inflatiornary importance of
this excess Cemand was particularly noteworthy, in view of its
magnitude, persistence and continuing increaée.

During the period 1966—1970 imports of food and similar products
and inputs for food manufactures fluctuated without major variation
around 35-37 willion doilars, i.e., they did not offset the inadequate
increase in the domestic output of‘agricultural products with respect
to the increese in the demand for them.

Later, imports of food and other related items, expressed at
constant 1970 prices, increased by around 40 per cent in 1971,
remained stable in 1972 and again increased by around 40 per cent
in 1973. It is estimated that during the period 1970-1973 these
imports increased the local supply of foodstuffs by about 3 per cent
annually over the levels provided by domestic output, so that the
annual 5 per cent excess demand already referred to was reduced to
less than half. In 1973, however, the shortfall would appear to

have been greater than 3 per cent of agricultural output.

-

132/ See CIAP, opecit., table IV-6.

/In other
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In other words, taking into account the strengthening of
domestic supnly achieved through larger . imports, agricultural output
showed an annual deficit of around 3 per cent during the whole period
1966 to 1973, in the light of the evolution of demand.

In addition to these overall quantitative ‘trends which
influenced the process of inflation thére were also, of course,
partial disequilibria in the levels of specific food products and
groups of products. Mention may be made, for example, of the
1nadequate donestlc supply of rice and potatoes between 1972 and
1974, , ' o
 As fegards the ratio of the domeétio brices of food products
to their international prices; it was obsefted, generally speaking,
that the prices in Ecuador were, and still aré, distinctly lower
than international prices, by as‘much as 50'peftcent; Thus, with
the increase in imports of food broduots;.the'relative expensiveness
of such impofts becane increasingly giariné; This situation got
even worse in 1973 and in the first part of 1974, when sizeable
imports of foocstuffs coincided with 1arge and contlnulng increases
in the 1nternatlona1 prices of these products.

‘ The inf latlonary pressures stemmlng from this dlfference in
prices manifeoted themselves in the form of government subsidies
granted in reuaect of 1mports of food effected and marketed by public
1nst1tutlone, malnly the Banco Nacional de Fomento (BNF), but also,
as from 197; 1974 the Empresa Nacional de Almacenamiento y
Comerclallzaclon de Productos Agropecuarlos (ENAC) and the Bmpresa
de Productos Vitales (EMPROVIT). It was thus frequent for 1mported
Moroducts to be sold in the country below cost price, the losses so
created belng financed by credits granted by the Central Bank to
the above mentioned institutions. |

Moreovet, since the Goverament flxes and controls the retail
prices of a large number of foodstuffs, it took the opportunity
during the period under review, and particularly in 1973-1974 to

increase the »rices of several food products by varying amounts.

/This was
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This was particularly the case when imports of such products from
abroad increased considerably and made the price difference of the
imported procucts bigger and more evident.

These and other aspects of the inflationary impact of the
agricultural »roblem will be referred to again later, in the
examination of the evolution of other variables of the economic
system.

(b)  The inflationary situation of 1969-1970: other explanatory
factors

As already noted, ffom 1969 onwards the increases in domestic
prices began to be significant and to warrant genuine concern, although
food prices had already been showing increases of some magnitude
since the mid-1960s. o

Later, during the period 1968-1970, some other inflationary
elements appeared in the economic situation in addition to the basic
and longer-standing pressures deriving.from the élow growth of the
supply of agricultural commodities. These eiemeﬁté consisted of a -
more rapid increase in overall demand, and of considerable independent
increases in the cost of some economic variables.

(i) The activation of overall demand. As from 1968, there was

an increase in the growth rate of real demand for several simultaneous
reasons. |

The most noteworthy of these was the performance of gross
domestic capital formation, which is analysed below. Its resurgence,
which began in 1967, speeded up in 1969 and 1970, when investment
in current values increased by 24.5 per cent and 53.4 per cent
respectively (see table 12). Although it is true that during this
neriod the imported element of investment would appear to have grown,
the increase in capital formation in national currency was in any
case substantial, apd it is this which most directly influences the

progress of domestic demand.

/Table 12
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Table 12 o X o
ECUADOR: RELATIONS BETWEEN PRICE MOVEMENTS AND SOME IMPORTANT VARIMBIES

(Percsntage veriations)

1968 1969 1970 17l 1972 1973

1. Consumer price index ~ Quito (December Yoo
. .

| e ‘ . . 20
to0 December) 6.5 8e3 6.8 649 o5

~

24 Index of unit value ¢f imports of

goods 040 3.2 240 Lo . 54 164
3¢ Index of unit value of exports of ’ ‘

goods . D ~55. 548 949 1440 Y1 3lel
4 Exchange rate y  (Awerage to 2,3 O 13.1 1846 1.1 4l
5¢ Unit value of imports by exchange sverage) -

rate (2 . u‘) i 243 306 150’4 2343 6'9 " 113 )
6« Unit value of experts by exchange | ‘ : -

rete (3 e 4t) A ~343 662 2443 1349 542 2842

7e Morey remunerations

(a) Average monthly wage of workers in menufec=

turing industry | B8 216 69 12,9 185 7e28/
(o) Averags monthly salary of employees in T - '
menufecturing industry 5l L3 5.6 10,1 8¢9 1328/

8. Azrioultural output

(a) Conmtribution 4o GDP of the agrisulture,

forestry, hunting and fishing sector ~le3 0.5 Ce7 0e3 246 Okt .
(b) Comtribution +to per ocapita GDP : TN ~2,8 =247 =340 =047 =248
9. Per capita GDP (at market prices) 262 1okt 4e3  ~l.2 L9 Jelt

10, Jaruary - total means of peyment b/ (at end of year) 1845 1343 245 1l 2146 3047
11, Total central government expenditure (at ourrent

prices) 2540 110 2543 1740 L 2947
12+ Total central government expenditurse (as perecentage : ‘ '

of GDP at market prices) 1345 13¢5 ;1#.2 1.2 123 . 1245
13 Current central governmsnt income {at current ‘ '

prices) _ , ~3e6 1543 2642 19,0 247 Ube7
14, Current central governmemt incoms (as percentage :

of GDP at merket prices) 962 945 1040 1042 10.6 12,2
15. Total defioit of central government (as percentage

of GDP at market prises) Le3 4,0 Le2 L0 1.7 043
164 Gross domestio oapital formation (at current

prices) 1549 245 53.4 284 4o 11,0

Sourge: Items 1 to 6 and 10 to 15: ECL4, on the basis of officlal s‘bétistics; 7: INE, Estadfsticas del
trabajo; 8, 9 and 162 Banoo Central del Eocuader, Memoria 19373.

&/ Variations betwsen. the first quarters of 1972 end 1973.
b/ According to IMF definition,
/During the
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During the period 1968-1970, iargely in keeping with the
evolution of investment, the per capifa GDP increased at a much
higher rate than in previous years, and the growth rate of demand
for foodstuffs gradually increased accordingly, as we have already
. Seen.

- Secbndly, if the performance of the monetary variables is
analysed, it will be seen that the rate of growth of the money
supply was much higher during the period 1968-1970 than in the
nreceding years, more exactly during thre three-year period
1964-1967. * Thus, during the first-mentioned period, the annual
average increase in themeans of payment was 19 per cent, compared
"with a rate of only 9 per cent in the earlier period, which was
.similar to the rate observed during the early years of the 1960s

(see table 13). '

Naturally, this change in the growth rate of the quantity of
money was of particulé;‘importance in an economy which was, generally

speaking, not much "monetized"133/ and which was also little accustomed
to variations in the means of payments of 10 per cent or more per
year. DMoreover, during the period 1968-1970 the contrast between
the rate of increase of the quantity of mdney and the average
increase of the GDP was substantial, since the latter came to an
annual average of only 6 per cent.

It may also be observed that 1968 marked the beginning of a
new stage in the economy of Ecuador, characterized by frequent
sizeable imbalances between the growth rate of real variables and
that of financial variables. Previous to this date, the usual
situation was a relative balance between the evolution of these

two groups of variables.

133/ The GDP/money ratio' is approximately 7 to 1, compared with
ratios of around 5 to 1 frequently found in other countries of
the region. '

/Table 13
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A more detailed examination of monetary trends shows that the
nore rapid increase in the means of payment was originally due,
especially in 1965 and 1969, to a large increase in the ‘domestic
credit granted to the Government (87 per cent in 1968 and 63 per
cent in 1969). This expansion was aimed at financing'the total
deficit of the central government, which during those years amounted
to around 1,200 million sucres per period, or more than 4 per cent
of the GDP (see tables 12, 13 and 14). The excessive volume of
the deficit originated in 1968, when total Government expenditure
increased by 25 per cent, while its current income decreased by
around 4 per cent.

- It is worth notlng that the lack of elasticity in the
Government's current income system, especially as regards income
from taxes on domestic act1v1t1es? has been and continues to be a
structural feature of the economy of Ecuador. It appears both in
connexion with taxes and with the tariffs of the public enterprises.
in addltlon, there is a high degree of spec1f1c1ty as regards tax
yields, in that various percentages of the resources entering the
Treasury have already been legally allocated in advance to specific
functions.

In 1970 the growth of domestic credit to the Government
contlnued to be substantial, and the Government continued to run
a total deficit of more than 4 per cent of the GDP, but the balance-
of-payments situation was such as to give an increase of 18 million
dollars in the country's international reserves. This increase
- due in particular to the flow of foreign investment already
mentioned - caused a considerable expansion in the supply of money,
unlike the situation in 1968 and 1969.

| During the entire three-year period 1968-1970 placements in
the private sector increased at relatively high rates. Thus, between
1967 and 1970 the average annual rate of growth was 16 per cent,
while between 1964 and 1967 the rate had been only about 6 per cent.

/Table 1k
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(ii) The "independent" increases in prices. The main element
ol D

of inflation here was the 39 per cent devaluation of the sucre }éﬂ/
decided upon in August 1970 following a period of nearly a decade
during which the exchange rate remained stable. This devaluation
more or less coincided with the percentage increase experienced in
domestic prices dufing‘the peried in which the ekchéhge rate remained
unchanged. ) ,

The abo&ermeﬁtioﬁed devaluation‘naturally caused several
inflationary effects, but where it was most intensely felt was in
the local prices for iﬁported goods and goods produced in Ecuador
but with a high import component. '

In the case of exported goods, inflationary repercussions on
the country were lessened to some extent owing to the export tax
increases of iOyand 15 per cent‘decided upon at the same time as
the devaluation. In practice, however, the effect of this adjustment
was considerably reduced because in 1970  the unit value of exports
increased by 10 per cent, which was a relatlvely big 1ncrease compared
with the trends of prev1ous years.

As far as the evolution of wages and éalaries is concerned,
the data which it has been possible to collect afe scanty and
partial.&éé/‘ltjmay be deduced from these data, however, that from
the point of vievw of labour earnings, the inflationary pressure of
greatest impprténce occurred in 1969, when the averagé remuneration
of workers in manufacturing increased by more than 21 per cent
compared:witl the previous period. In 1968 and 1970, however, the
comparéble iﬁcreases were approximately 9 per cent and 7 per cent

respectiﬁely (see table 12).

P

134/ The official parity of the dollar increased from 18.18 to
25.25 sucres (seller). .

léé/ These Lata correspond to indexes of the average monthly
remuneration, in sucres at current prices, o7 worle.s and
salaried workers (taken separately) who work in menufacturing
industry and in mining and quarrying. The indices are
calculated by the Instituto Nacional de Estadistica (INE).

/(c) The
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(¢) The spceding un of inflation in 1973-1974: sdme'of the
main elenents which provoked it

In 1971 and to a lesser extent in 1972 the rate of inflation

dropped because several factors which had fostered the significant

price movements of earlier years were no  longer present. Thus, the
growth rate of overall demand declined on the one hand, while on

the other the external sector did not have a destabilizing influence,
Since the exchange rate remained stable and the unit values of imports
and exports did not undergo increases of any great consideration

(see table. 12). _ . | .

As frqon the end of 1972 ~this situation was completely changed
and inflation received a new impetus, which took on particular force
during 1973 and the first part of 1974. The evolution of the external
sector was of particular importance in this process, although other
complementary aspects were also significant. It is therefore worth
examining these two groups of causes, always bearing in mind the
general and continuing influence of -agriculture on the distortions
caused by inflation. ‘ _ - N

(i) Dvolution of the external sector., As already stated, as

from mid 1972 the country's position as am exporter.of petroleum-hac

a decisive influence on the development of its external sector. It
may be recalled that exports;of‘godds increased from an . average annual
level of 240 million dollars in 1970-1971 to 320 million in 1972,
570 million in 1973 and over 1,200 million dollars. in 197k. Imports
of goods, for their part, which amounted to an annual average of -
around 310 million dollars, in 1970-1971, increased to 370 million
in 1972, 490 million in 1973 and around 900 million in 197k.

At the same time, and especially in 1973 and the first part of
1974, there were 1mportant variations 1n the unit values of 1mports
and exports, which also caused noteworthy repeicu551ons.:

Influences on the trend of overall demand. The_expahsive
tendency'df overall demand frbm fhe end of 1972, as a conSequence of

the external sector trends, was manlfested in three maln ways.

In the flrst place, taklng the. most generlc 1nd1cator available,

the increasing rate of growth of the GDP is worthy of note. Already
| /in 1972,
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in 1972, the increase in the per capita GDP was nearly 5 per cent:
- compared with a decline of 1.2 per cent in’1971 - while’in‘l973
and 1974 the annual average‘increése'was around 8 per cent.

It is not necessary to‘expatiate further on the importance of
this increase in the GDP growth rate and the inflationary pressures
which arose from it, since a deséription has already been given of
the effect produced on the demand for foodstuffs. However, attention
should be given to the basié change, of a more general nature, which
vas felt\throughout the system of production and sﬁpply when an economy
which was "accustomed” to am annual growth of around 2 per cent in
the pef dapita GDP found its rate of growth more than quadrupled.

Secondly, there was a rapid growth in the Government's current
income - a rise of 47 per cent in 1973, with an estimated larger
increase in 1974 - due in particular to the increase in foreign
currency earnings coming frdm the participation revenue and taxes
connected with the development of petroleum. At the same time tax
revenue in national currency also rose considerably as a result, of
the taxes on the growing imports. This did not occur Qith other
current domgstic income, however, because of the lack of elasticity
of the systen which has already béen commeﬂted upon. |

This relative ébundance of current incomé,Athough it made it
possible to bring the total debt of the central government dbwn to
practically insignifiCanﬁ figures, led at the same time to an expansion
of Government expenditure which fended to be fﬁrther intensified during
1974, when tle Fondo Nacional de Desarrollo (FONAﬁE)}éé/ come into full
operation. In 1973, then, total central government expenditure at

current prices increased by 30 per cent, while public investment

136/ This agency, which is made up of the ministers and other high
officials from the economic sector and is presided over by the
Minister of Finance, operates independently of the budget. It
receives the earnings from petroleum in excess of the reference
price of 7.30 dollars per barrel and is aimed at financing only
new investment projects not included in the budget. It is
estimated that during 1974 more than 150 milliom dollars entered
FONADE: i.e., rather more than the total public investment in 1973.

/increased by
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increased by 50 ner cent. _2_/ It is estimated that the two percentage
increases may well have been higher in 1974 than in 1973. :

Apart from the direct expansive effect of the increase in-
public activity, another important factor was the fact that the
Government, because of the inadequacy of its current income in
national currency, had to resort to selling foreign currency to the
Central Ban!: to finance its increased expenditure. In other words,
the form of financing the fiscal year had clear repercussions on the
rnonetary systen. ' ' . 7

A third notable factor was the trend recorded in the means of
payment. In 1971, these increased by 1l.4 per cent, while in 1972
they increased by 21.6 per cent, and in 1973 by 30.7 per cent. The
rate of increase in the first months of 197#'was equivaient to an
annual growth of more than 30 per cent in the supply of'mdney.'

An examination of the monetary series shows that the accumulation
of international reserves was the only factor behind this development
since the total domestic credit ‘in the system remained practlcally
stable between the end of 1971 and 1973. The repayment ‘of the
Treasury's cdebts with the‘Central“BénkAhad a decisive influence in
the latter connexion, because domestic credit to the private sector’u
increased by 10 per cent in 1972 and 20 per cent in 1973 (see table 13).

It should be added that in 1972 and 1973 the net purchases of
foreign exchange by the monetary system amounted to a total of eround
200 million dollars.  This figure coincides approximately with the
increase in internctional reserves reflected in the balance of payments
and with the robable net sales of dollars by the Government to the
Central Bank. The links existing between the operations on the
external accounts, the fiscal accounts and the monetary variables
were thus clecr (sée tables 6, 13 and 14).

More direct pressures on prices and costs. The first more

direct influence of trends in the external sector on domestic prices
was connectel with the growing degree of openness in the economy of

iLcuador and the consequent increase in its import and export COfolClent~

———

137/ See table 12 and Banco Centrai‘del Ecuador, Memoria 1973,
op.Ccit., table l=5a.

/In the
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In the case of foodstuffs, in particular, this fact made the
price differcnce of imported commodities increasingly more evident
and significant. This introduced additional elements - quite apart
from the slow increase in agricultural output - which impelled
agricultural producers to press for and obtain an improvement in
real prices.

Secondly, this process was accompanied by a large increase
in the unit value of imports of goods, which rose on average by
over 16 per cent in 1973. Furthermore, the increase in the internationzal
dollar prices of the agricultural commodities imported by Ecuador
cannot have been less than 50 per cent on average, to judge by
available data on this subject.l138/

Despite government action involving the partially subsidized
import and marl:eting of agricultural commodities, some selected
examples shouv the local inflationary impact of the increase in the
international »rices of some foodstuffs imported by Ecuador.

Thus, in the case of wheat, the increase of over 100 per cent
observed in 1973 in the dollar price of this product led to an increase
of nearly 60 »er cent in the price of bread in Quito between the end
of 1972 and of 1973, while the 150 per cent increase in the international
prices of soya beans in 1973 was a direct cause of the rise of over
50 per cent in local prices of o0il and vegetable fat during that year.

As far as the repercussions of the change in the unit value of
exports are concerned, it has already been mentioned that in 1973 this
value increascd by 22 per cent, without taking into account petroleum
and petroleun products. From the structure of the country's exports,
it may be deduced that this increase basically reflected increases
in the international prices of sugar, cocoa and coffee, since the unit
value of banznas did not change.

In the three cases identified, the domestic prices of the
commodities or procducts in question rose in 1973 by amounts.

fluctuating around 50 per cent.

——

133/ See United Nations, Monthly Bulletin of Statistics, September
1974, and Banco Central del Ecuador, Memoria 1973, op.cit.

/Lastly, as



- 369 =

Lastly, as regards the domestic prices of petroleum and
petroleum products, it should be noted that the price increases at
the international level had little influence on domestic prices -
because the Government decided to keep fuel prices stable. Agreements
were therefore reached with .the petroleum companies to regulate sales
procedures for fuels in Ecuador.

(ii) Other inflationary factors. Among possible additional

pressures on costs was the fact that the exchange rate fixed in
August_1970 was not modified during 1973 and 1974. It may be noted,
however, that between 1971 and 1973 the "real' value of the exchange
rate droppec, so that no .inflationary -pressure came from this
direction (see table 7).

Moreover, the trend of wages did not appear to have been an .
important inflationary factor either, at least in 1973. Between
the first quarters of 1972 and. 1973,139/ the nominal remuneration
of workers in manufacturing increased by 7.2 per cent, compared
with increases of 12.9 per cent in 1971 and 18:.5 in 1972 (see table 12).

At the same time it should be mentioned-that the basic wage
readjustments granted by the Government were relatively moderate.

Thus, in March 1974 the Wages Commission fixed a compensatory
adjustment of 250 sucres (10 dollars) per month for workers
receiving monthly wages of between one thousand and five thousand
sucres. It has been estimated that on average this was equivalent
to a readjustment of 10 per cent, i.e., around one-third of the rise
in prices during the 1l2-month period preceding the grant of the
readjustment. ‘

Naturally enough, the above information only gives an idea of
the increases in remunerations in some sectors of the working
population obviously not related with the active development of the
external sector and other related activities. The qualitative data
on this which it was pcssible to collect directly in Ecuador showed .

that the remunerations and recadjustments in the petroleum sector

Ny WV

139/ No more recent data was available.

/and other
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and other import, trading and construction activities connected with
the sector were substantially higher than in the rest of the economy.

This brought about inflationary pressures not reflected in
the available wage indexes, which influenced costs both directly
(and also in terms of a rather limited demonstration effect) and
through the actual demand exercised by the workers in the sectors
already described,

In broader terms, the entire incorporations of the petréleum
industry and the various related activities into the economy of
Ecuador signified a rapid and intensive expansion of the most
"modern" part of the system. Meanﬁhile, however, there was no
outstanding progress in the most "primitive'" part of the apparatus
of production, which continued to employ more than 50 per cent of
the economically active population. |

Clearly, as the characteristic dual nature of the country's
system of production became more extensive and more pronounced,
substantial additional inflationary pressures which are difficﬁlt
to quantify were let loose.

Thus, as the income receivers belonging to the modern sector
became relatively more numerous and mofe significanf in terms of their
level of spending - particularly in some geographical areas - the
fact that they were prepared to pay higher real prices to obtain the
goods and services they required began to acquire greater importance,
particularly when there were problems of inadequate supply of some
goods. In other words, there was a tendency for corrections to be
generated in a system of prices which, generally speaking; was
consistent with low levels of productivity and per capita income.

Phenomena like that described, or similar to it, are Of‘course
inherent in development processes. Even so, they assumed particular
importance in the recent evolution of the Ecuadorian economy because,
on the one hand, the modernization of part of the economy was relatively
widespread and very rapid, while the state of stagnation ahd low
productivity per worker im the rest of it was deep-rooted and

generalized.
/D. PRINCIPAL
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D. PRINCIPAL ASPECTS OF ANTI- INFLA”IONA\Y POLICY

1. Bacliground

In reviewing tie anti-inflationéfj policy introduced by the
Ecuadorian authorities one should not lose sight of some questions
of a general nature whose impact on-the bases, and on the framework
in which the policy was to be carried out, was considerable.

First, it'should Ye stressed that inflatioan is relatively new_to
the country and that, likewise, experienée in the formulation and
application of stabilizing-measﬁres-is*also limited and of recent date.

Secondly, the conditions which gave rise to the acceleration of

inflation during 1973-~1974 were also new, for the present world
inflationary process, its intensity.and the varied and far-reaching
impact that it has on the peripheral economies have resulted in =a
situation hardly familiar to these economies, and even less so to
Ecuador. ' '

1ally, LBeuador's notable opening towards the exterior,

nitiated in 1972 with the launching of its petroleum exports, resulted
- almost paradoxically and notwithstanding other beneficial effects -
in the impact of external inflation being transmitted with great
intensity throughout the country. - 4 furtaer contributory factor was
the low flexibility of domestic supply - particularly of agricultural
products - resulting from an economy in which relatively primitive

forms of production coatiunued to predominate.

Furthermore, it is worth pointiang out that the graating of
nriority to and the application of anti~infleationary measures began,
in practice, only in 1973 and coincided with the acceleration of
infletion in that year, at the very time that the destabilizing effects
provolzed by the developuents mentioned in the external sector wvere
hoving their maximum impact. Similarly, although the anti-inflationary
measures adopted were far-reaching in scope, they did not provide
o framewor: for a stabilization programme as such, in which the actions
to be talken in the various fields of economic policy could fiad
comprehensive and precise expression.

/Bearing the
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Bearing the foregoing in mind, this section will make =z separate
examination of the policies implemented, emphasis being placed on
events which took place in 1973 and, when possible, during the first
part of 197k,

First, the actions taken with a view to tackling some structiural
causes of inflation will be examined, followed by a review of measures
aimed rather at .dealing with the conjunctural factors which arose

during the period under study.

2. Basic policies

(a)  Agricultural policy

Recoghizing the seriousness of the problem caused by the limited
growth of food productibn,‘the goverament authorities gave top
priority to the programme for the agricultural sector, which was
incorporated in the Plan Integral de Transformacidn y Desarrollo,
1973-1977.140/ This programme laid down a number of quite detailed
targets and measures aimed at achieving, during the period of the plan,
an annual average growth rate of 5.3 per cent in the agricultural
product, i.e., a rate five times higher than that.récorded between
1965 and 1972. | _

Ofbgourse, in this document it is not feasible, for several
reasons, to evaluate the degree to which the various measures envisaged
in the programme mentioned contributed and are continuing to coatribute
to the gradual elimination of the causes of inflexibility in
agricultural production. This task is beyond the scope of the study
and, moreover, the agricultural programme covered a much longer period
which, in general, did not coincide with the period of accelerated
inflation referred to above.

Notwithstanding the foregoing, however, examination of the price
aspect of agricultural policy - an aspect more directly linked with

the subject dealt with in this report - reveals some important points.

150/ The plan for the agricultural sector is divided into & principal
sub-programmes: (a) agrarian reform; (b) settlement; (c) the
marketing of agricultural products, and (d) production.

/(i) Price
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(i) Price controls. It should be borae in mind that during

the period under study a scheme aimed at fixing and controlling the
price of a considerable number of foodstuffs (among others, millk,

rice, sugar, coffee, several types of meat) was in operation and was
being strengthened. Thus, in addltlon to actlon in %the marketing of
natlonhl and imported products already taken by the public institutions
referred to, a Price Control Board was set up in April 1973 and given
wide powers to supervise the enforcement of controlled prices.

It is difficult to judge the results obtalned through the price
control mechanisms, but it may be noted that some Suvdles carrlec out
by international institutions suggest that durlng 1973 the prices of
controlled foodstulfs increased by much less tnan those of non-conxrolle<
goods. In several cases the control of prices was made p0851ole
because domestic supply was. strengthened by sv051a1zed inports and/or
restricted exports, or because temporary shortages of some articles
were accepted.

From another point of view, prlce control produced some
contradictory effects. First, on some occasions, when there was a b1b
difference with respect to the 1nternatlonal prices, it was neceusary
to approve remarkably high increases in fixed prices. This provoked
several adverse consequences - shortages in supplies and disincentives
to productien -~ which could have been avoided if smaller price
adjustments had been authorized earlier.

Non-controlled foodstufls, for thelr part, experlenced conslderabl<
rises in prices which undermined the efforts and progress made in
containing inflation through price control.

In addition, the distortions which arose between the prices of
controlled products and those which were not controlled had som
secondary effects. . On the one hand, there was a tendency ©o intensify
the production of non-controlled foodstuifs - to the.detrimenﬁ of
controlled foodstuffs - and to sell controlled foodstuffs illegally in
the country, or in neighbouring countries, at prices higher than those

stipulated by the authorities. On the other, there were occasions

/wnen the
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when the product concerned was not marketed in its original form,
but processed and sold in other forms whicl were exempt from price
control.lhl/ v

Lastly, the control of prices of some foodstuffs must have had
‘negative repercussions on one of the basic objectives of the growth
policy (and hence the anti-inflationary policy) of the country, because
it failed to provide adequate price incentives to stimulate the
production of several food items. Of course, this contradiction was
even more marked in those cases where stricter controls were applied.

(ii) Other complementary measures. The agricultural policy

also had limitations in other fields which were unfavourable to growth
and anti-inflationary objectives. The best example of this was the
absence of supporting price programmes and of programmes to provide
complementary marketing facilities.

For all practical purposes the only supporting price programme
eifectively applied was that for wheat, and evean in this case it was
only in operation for a few months of the year. TFor other basic food
procducts, such as rice and maize, no such programies were in operation
nor was suitable storage space available for temporary stocks of
these goods. |

As a result of this there were sharp and unnecessary fluctuations
in the prices of some foodstuffs, since imbalances were created in the
course of the year between the supply and demand for the product,
while at the same time large portions of some harvests were lost,
thus adversely affecting the growth possibilities of the agricultural
sector.

(b) Fiscal policy

The greater the current income earned by the central goverument
from the levying of taxes in the petroleum sector, the more marked
was the situation mentioned earlier whereby the central government

incoue in foreign curroncy was increasing rapidly, whereas income in

141/ This occurred specifically in the case of milly, a considerable
part of the production of which was diverted to the manufacture
of cheese which was exported as well as being sold in the country.

/national currency
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national currency was increasing ét a slowef pace. At the same time,
he relatively rapid increase ia government”expenditure forced the
Central Ban't to liquidate foreign oxchange holdings to neet such
expenditure, .}' » ' o

Two fundamental traits of the fiscal structﬁre, ﬁhich‘were not
changed during the period under study, influenced this ﬁrend. |

On the oune hand, no important measures were adopted to
strengthen the share in tax income of taxes levied on domestic _
activity. -Outstanding in this respect is the limited influence waich
personal income tax and urban and rural property taxes continued to
havel.1h2/ |

Although the need to,make important changes in these taxes was
recognized,143/ aid such changes would have helped, moreover, to
improve the elasticity of the éystem and to obtain other posifive
economic effects, in practice progress made in putting them into |
effect was limited. ' i ‘ A

On the other.hand, although it is true that there was some
partial progress in the field, the systenm of earmarking government
income for a number of specific predetermined expenditures continued,
thereby standing in the way of a more flexible fiscal system, more in
line with an anti-inflationary strategys

he  foregoing is further coupowided by the fact that the rising
0il income was also affected in different ways by specific allocations,
so that a new element was introduced into the automatic income-
expenditure relation. Of course, the inflationary potential of such
a situation tended to be still greater when, on accouat of the
balance-of-payments and the monetary account situations, income in

foreipgn currency was used to finance expenditure in national currency.

142/ In 1972-1973 the yield from these taxes amduntéd to less than
20 per cent of total curreant income (2 per cent of the GDP). -

143/ See CIAP, op. cit., CIAP/635, pages 227 et seqq.
| /It may
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It may be noted also that the role played by the State in
attracting domestic funds through the sale of goverament bouds was
relatively moderate. The sums involved in this type of operation
anounted to approximately 500 million sucres per year (20 million
dollars). Furthermore, no substantial changes were made in the
terms of issue of public boads in order to improve their real yield,
and the nominal rates of interest earned lagged behind the iuflation
rate.

As regerds the policy followed %o countrol and chaunel government

xpenditure, the substantial increases in 1973 aad 1974 in total
goverament expenditure and the public investment thus made possible
are worthy of note. Ia general, although expenditure policy was
xpansive, the informatlicn available indicates that %he growth in
current expenditure was subject to greater restricticns than that of

iavestnent.

3. Complementary policies

(a) lionetary policy

The measures adbpted by the monetary authority were dictated
principally by the need to curb the rate of growth in the money supply,
since the direct issues by the Central Baak had grown rapidly, spurred
o1 by the purchases of international reserves which the institution
had to make. Nevertheless, during the period 1972-1974 no overall
quantitative targets were set or anndunced for the annual variation
in the means of paymeats.

In 1972 and 1973 the relative increase in the direct issue were
39 and 30 per cent respectively, while the comparable iacreases in
the means of payment amounted to approximately 22 per ceat and
31 per cent. In other words, in 1972 a gréater degree of success was
achieved in the proposed task (see table 13).

Of particuler note among the provisioans introduced was the »
application of "portfolio growth ceilings" which limited the expansion

of the total placements of the benking system to 3 per cent per quarter.

/During 1973
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During 1973, this measure does not seem to have been very
effective, for the portfolio holdings subject to the growth ceiling
increased by approximately 22 per cent: i.e.,: they almost douoled |
their growth figure for the previous year.144/

Another measure aimed at reducing the multiplier effect of the
direct issues by the Central Bank was a modification of the system of
ninimum legal cash requirements. Thus, through regulétions adopted
in June and December of 1973, it was stipulated thet the legal cash
requirements for banks must actually be held in cash. The aim, of
course, was to make this instrument of monetary policy more restrictive.
- It should be noted that it was not p0551ble to obtain aaequ e
information on changes in liquidity ratios during the period under
study. However, it is felt that the way they were handled and the
continued increase in these ratios was not a major element in the
ronetary policy followed.

From 1973, Oﬁwards, the Central Baﬁ; began to carry out open
narizet operatidns, and through the placing of short~ferm Stabilization
Bonds it managed to withdraw substantial sums of money from
circulation., Thus, in the first year of operations,'it tapped off
400 million sucres = a fi”ﬁre equal to one-fourth of the increase in
cuasi~money recorded in 1973 and not much lower then the figure for the
sale of government bonds referred to previously.

Ia addition to these quantitative-monetary poliey guidelines,
some complementary qualitative aspects are ‘worthy of note. '

On. the one hand, the system of funds set aside for speclal
development applications was strengthened and widened, with the purpose
of intensifying the selective credit control policy being carried out
by the Central Baulk. Of special importance in this connexion is the
volume of funds channelled through the National Development Bank, an
institution which received an extra 700 million sucres in credit from

the banking system between the end of 1972 and of 1973. This figure

14k/ See Banco Central del Ecuadof,-Memoria 1973, pages 63 and following.

/corresponded to
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correspdnded to approximately 40 per cent of the expansion in bank
placements for the year, and a fair share of this sum was used to
finance the imports of foodstuffs effected by the National Developmenx
Bank.

On the other hand, there were no important changes in interest
rate policy. The banking system continued granting credits at nominal
raves of interest, which were maintained without variation during the
period 1972~1974. These rates became increasingly negative, in real
terms, as inflation accelerated. An indication in this respect is
the fact that the discount rate of the Central Bank remained steady up
to and including 1974 at § per cent per year, after having risea in
1970 from 5 to O per cent.

(b)  International reserves manag gement policy

It is not surprising that the international reserves in the
hands of the monetary authority increase rapidly when the exports of
a couniry grow, in a relatively short period, at the pace and to the
extent they did in Ecuador. For this reason, the main objective in
circumstances like those of the years 1972-1974 would normally be to
achieve both a relatively gradual and coniinuous increase in reserves
and a reduction in the intensity of the monetary impact of the
accunulation of reserves.

As regards the first aspect, total reserves amounted to
65 million dollars at the end of 1971, reached a relative maximum of
Lhh million by mid-1974, and then diminished after this date.145/ 1In
other words, in the space of two and a half years the level of reserves

increased seven~fold (see tadble 6),

145/ Between August and December 197L reserves fluctuated around
approximately )00 million dollars.

/Within this
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Within this trend, the most rapid increases took place during
1972 and in the first half of 1974.. In both cases, but particularly
in 1972, the import policy d&id not manage (and %o some extent did not
even endeavour) to bring about a more rapid rise in imports. Thus,
the measures for the liberalization of imports which were introduced
during 1972 did not have any effect in that year, and in prgctiqe the
inports of goods in 1972, while almost equal to those of 1971 af
current values, were 4 per cent lower at constant values.

In the first part of 1974 the situation was different, because
the strong and unforeseen increase in the price of petroleunm whichl
took place towards the end of 1973 and early in 1974 prevented-the
flow of imports from following more closely the month by month trends
in exports. However, the new import liberalization measures introduced
towards the end of 1973 and in the early montis of 1974 resultedikin
1974 in the high level of 900 million dollars of imports, a good deal
rore than half of this amount being imported during the second half
of the year.: o

From another standpoint, it may be borne in mind that so rapid
an increase in the importis of the .country could have stemmed from an
increase in the quota of capital goods due to the needs of the
imported compoiient of new investment projects. This possibility was
restricted, however, by the fact that there was a scarcity of projects 
and, moreove¥, a greater generation of ‘domestic savings would also
have been required to finance-the greater investment which, o
theoretically, could have been made. - '

" In the field of exports, the policy for. handling interqational
reserves was subject, in the main, to the use the Government made of
the foreign exchange provided by its share in the petroleun industry.
As stated earlier, the greater the Government's need to sell foreign
currency to the Central Bank to meet its expenditure in national
currency, the more intense and direct were the repercussions on the

monetary supply.

/(c) Exéhange
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(c) Exchange policy

The pelicy of a pegged rate of exchange which was followed and
the drop in the real value of the dollar exchange rate winichh took
place, as mentioned earlier, between 1971 and 1973 and continued during
1974, acted as an anti~-inflationary factor.

Thus, for example, between 1971 and 1973 the unit dollar value
of imports of goods increased by approximately 23 per cent, whereas
the average real value of tue rate of exchange fell by 1l per ceant.

In this way the iaflationary effect which changes in import prices
night have caused was reduced, for it would have been much greater if
the real value of the dollar in sucres had been kept constant through
periodic devaluations.}ﬂé/

An alternative exchange policy which was considered znd discussed
by the goverament authorities and by international agencies consisted
of the revaluation of the sucre. By this means the reduction in the
real value of the rate of exchange would have been greater, as would
the anti-inflationary effect on imports as well as on the domestic
prlces of exported goods, while the monetary 51tuatlon would also have
been improved by the. growth in reserves.

Apart from the anti-inflationary aspect, other grounds for the
proposed revaluation included the low cost of petroleum production and
the relative abundance of foreign exchange in the country.

Finally, however, it was decided not to revalue tiie sucre, since
it was felt that the need to plan the medlum term and long~tern
development of the country on the right lines and to promote the

xport of non-traditional products must be taken into account, as well as
the need to ensure more lasting equilibrium in the balance of payments.
Purtnermore, it was felt that as a possible anti-inflationary measure

it was full of risks, and that it was preferable to have recourse to

the use of other economic policies.

146/ It should be remembered that in calculating this "'real® value,
domestic inflation in both Ecuador and the United States was talken
into account (see table 7).

/Considering another
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Considering another aspect of exchange policy,lit is interesting
to note that in 1973 and particularly. in. 1974, with the aim of reducing.
the domestic price of imports, customs tariffs for a 1argevnumber of
imports were reduced.. In this connexion, note should be taken of
the reduction from 20 or more per cent to zero of the fariff'On
agricultural inputs and implements. The reductions approved for
several industrial inputs and products were also considerable.

In spite of the foregoing, however, in the case of foodstuffs
the reduction in customs tariffs had little anti-inflatioggry'impact,
owing to the fact that the duties on such items were already quite
insignificant. ’ ‘ 7

In keeping with this target of cheaper imports -~ gnd also to
liberalize their inflow - the system of prior depoéits was abolished
in 1973. At the end of 1972 the accumulated balance of these deposits
amounted to 1,150 million sucres: quite a large figure, when it is
considered that it was equivalent to 15 per cent of the money supplye.

Of course, the abolition of the measure referred to had a bad
effect as regards wonetary expansion, for it contributed to the
acceleration experienced in the growth of the means of payments in 1973.

As far as exchange measures aimed at making foreign sales of
national products less attractive by raising their prices were
concerned, no new provisions of particular importance were introduced
during the period under review. Indeed, as already mentioned,
several measures were being proposed in 1973 aimed at reducing the
export surtax, introduced at the same time as the 1970 devaluation,
on bananas, coffee, cocoa and sugar. llore specific information is
not available on the turn events have taken in this respect.

(d) Wages and salaries policy

In the private sector, free bargaining between employers and
workers was the general rule,‘withipnly,limited participation by

trade unionse. R '

/During the
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During the period under study no annual adjustment system
linked to price movemenfs was in operation for really substantial
sectors of the population. Only at the beginning of 1974 was an
adjustment in minimum wages approved, under‘the arrangements and
with the effects mentioned previously. o

It is interesting to note, furthermore, that the active
population working in the most “primitivé” sedtor of the economy
were practically left out of the provisions adopted on wages.éﬂZ/

Public servants were not given periodic or automatic
readjustments either, but they did receive the compensatory bonus
granted ia March 1974,

Finally, it should be noted that the wages and salary policy
failed to fix any more or less definite targets regarding the

evolution which the real income of workers should follow.

147/ Howéver, it is possible that inflation affected this sector of
the population to a lesser extent, since the majority of them
practise a system of production whereby they supply their own
needse. '

/6. URUGUAY



- 383 -

6. URUGUAY
A. INTRODUCTORY NOTE

The rev1ew contalned in-this document of develepments and
policies in connexion with inflation in Uruguay has been structured
differently from the rest of the ceuntry,studles‘lncluded in the
present chapter, in view of the special featuresﬂqf Uruguay'é
experience. S ‘

Thus, the first part of this study deals with fhe dévelapment
of the inflationary process since its beginnings in the mid-1950s,
in order to identify the links existing between the stagnétion of
the eccnomy ancd the creation of -basic inflationary pressures, ané to
analyse the zole played by‘thevpropagating-mechaniéms in the’spread
and multiplication of those pressures.. . _ 4 o

For various reasons, the period covered in the flrst part of
the study extends up to and ‘including 1971, since it is can51dered
that this year closes an important phase in the course .of 1nflat10n
in Uruguay.

The seconc bart examines events in- the three years 19?2 1974
taking into account that this more recent experience called for
special consiceration, in view of the:general lines §f this'chapter

of the Econonic Survey.

Moreover, 1972 was the logical point of departure for the |
sub-period censldered because that year marked a change in ther
position of the government authorities regarding the problem of
inflation and the need to adopt stabilization programmes to curbfit,l
and bécauée'from thét'year onwards the impact_af'imported inflation

began to make itself felt in Uruguay.

/D:  LONGER-ZERH
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B. LONGER-TERM PROSPECTS: STAGNATION AND INFLATION

1. Background

Inflation in Uruguay has its own particular features which
distinguish it from inflation iﬁ other countries of the region.

Thus, in addition to being a fairly longstanding, continuing and
virulent process, its main feature has been the clear association
existing between economic stagnatlon and the creatlon of pressures
which are a threat to price stability. ‘

Concurrently with the arresting of growth, the start of the
inflationary »rocess may be placed almost exactly in 1957, when the
rate of price increases, which had fluctuated around 6 to 7 per cent
annually over the whole period 1939-1956, rose to about 20 per cent
annually. Since 1957 there have been succeééive periods'of
acceleration and deceleration of the rate of price increases,;ﬁﬁ/
in keeping with the evolution of some basic variables and of the
economic ané stabilization policies put iﬁto practice, but the strong
inflationary trend of the country's economy and the great difficulty
or impossibility of achie?ing relative price stability for several
consecutive ycars predominated. H ?

The characteristics and roots of the complex phenomenon of
Uruguay's econonic stagnatlon have been studied in depth in a number
of studies undertaken by national and 1nternat10na1 institutions. 149/
In view of its nature and scope, however, the present study does not
seem to be the place to consider this aspect; it is more important here
to identify the main links between ‘lack of growth and inflationary

pressures.

-——

148/ See table 1. Roughly, the periods of acceleration were 1957-1959,
1962-1967 and 1970-1974, while the rate of inflation decreased
in 1960-1962 and 1968- 1970°

iﬂg/ See, for example, Investment and Economic Development Committee
(CIDZ) - which in 1967 became the Planning and Budget Office -
Estucio eccondmico del Uruguay - evoluciones y perspectivas,
Monteveeeo, 1963; and Plan Nacional de Desarrollo FEcondmico Yy
Social 1965~1974, Montevideo, 1965; and OAS, Lvaluacibn del Plan
Nacional de Desarrollo Econdmico y Social de la Replblica Oriental
del Uru*uay 1965-1974, Washington, D.C., 1967.

/Table 1
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In any case, in order to have in view some of th¢ magnitudes
identifying fhe size of the problem ofvstagnation, thé trend of some
representative indicators may be observed (see table 2: figures have.
been compiled for several years of the period 1950-1974).

Although the annual populafion growth rate was reduced from
1.5 per cent at the beginning of the 1950s to 1.2 per cent so far
in the 1970s, tne per capita gross domestic product reached a peak
value of 960 collars (at 1970 prices) in 1956, 10 years later it
had dropped to below 900 dollars, and up to and including 1974 it
fluctuated around this flgure.ISO/

As regaris the goods produclng sector, two outstandlng facts
are that the per capita agricultural production reached at the
beginning of the 1950s has not 51nce been exceeded 151/ and that
per capita nanufacturing productlon reached its peak in 1956, when_
it was more than 10 per cent higher than the flgure recorded in
1973-1974. . »

The trend of external variables indicates that;it was not
until 1973 that exports of goods expressed in dollars at current
prices exceeced the value of exports. in 1950-%951, while over the
whole period 1957 to 1968 export levéls were about 40 per cent
(or 100 million dollars annually) lower than those recorded at the
beginning of the 1950s. B T

The trend of~imports was Similér to that of exports, although
the biggest reduction occurred in the period 1964-1968, when the value

of imports of goods was 4O per cent lower than in the early 1950s.

- .

150/ While between 1956 and 1974 Uruguay's per capita gross domestic
: product fell by about 8 per cent, the average value for Latin
America rose by over 60 per cent.

lél/ On the whole, the growth of livestock productlon has been slower
~and less subject to annual fluctuations than crop production,

but it still accounts for nearly 70 per cent of total agricultural
output.

/Table 2
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The course of the unit value of exports - which reflects the
international »rices of goods exported by Ufﬁguay, mainly meat and
wool - played = decisive role in the evolution of the external sector.
Thus, the favourable situation in the first half of the 1950s as
regards worlc. prices of these commodities did not occur again until
20 years later,152/ when world inflation spurted. Because of the
impact of inflation on the unit value of Uruguay's imports, however,
the terms of trade failed to regain in 1973 the levels recorded in
1950-1951 anc in 1974 they reverted to a level comparable with that
registered in 1970,

The trend of capital formation was consistent with that of‘the
economy in general and the availabilify of foreign exchange for
imports. The rate of investment in relation to the gross domestic
product, which had reached around 20 per cent at the beginning of the
1950s, ceclinec steadily from then onwards to levels of 15 per cent
in the early 1960s and 10 per cent in the middle of that decade.
Subsequently, the investment coefficient recovered slightly, remaining
at around 1l w»er cent.

Among other circumstances, this reduction in the investment
rate took place concurrently with an absolute decrease in domestic
saving, particularly that'generated by the public sector. In fact,
since the end of the 1950s, the Treaéﬁry and the public sector have
frequently shown deficits or very small surpluses on current account.
Over the past 15 years, private saving has remained at or below the
levels reached before 1960.

152/ The inde:: of the unit value of exports (in dollars at current
prices), with base year 1970 = 100, reached 135 in 1950-195k,
fluctuated around 100 throughout the period 1958-1970, and
soareC to an average of over 190 in 1973-1974.

/2. Origins
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2. Crigins of inflation: structural factors and
Propagatlng mecnanlsms

A study of the factors contrlbutlng to 1nf1at10n in Uruguay
and of the re1atlonsh1ps between the growth and inflationary processes
sheds light on some basic and more lasting features of the problem
under review and, in particular, makes it poes;ble to dlstlngulsh
between those usually called structural £acfere and those identified
as propageting factore of the basic diSeéluilibria° R

On this question, the Economic Survey of almost 10 years ago 155,

contains several observatlons which are still relevant today.
On the one hand, it was stated that:

"The various analyses of Uruguay 5 economy show the structural
background of the present situation, which seems to be
attributable to two basic factors. Firstly, the relative

- stagnation - and recently the recession - of agricultural
production, which has ceased to fulfil its two traditional
functions: to provide food and inputs for the domestic market
and to create an exportable surplus that would make it possible
to import the supplementary capital goods,vprlmary products
and consumner goods required if the national system is to
develon »nroperly. The general result of this trend has been
the lowv growth rate of the domestic product, which, allowing
for pooulation growth, shrank in absolute terms by about
12 per ccnt between 1957 and 1965.

This circumstance is at variance with the second basic
factor: social resistance to a decline in real income,
a phenouienon which takes a highly individual form in Uruguay,
which has a well-integrated and hlghly organized society.
The ponulation is thus flghtlng a rearguard action with a wide
range of devices and instruments that enable each group to
defend its own interests with some measure of success."154/

In addition, the. unfavourable course of agricultural procduction
coincided with a 51tuat;on where the relative prices for agriculture
were actually guite encouraging for‘the sector. Thus, for example,

a series covering real agriculturél prices7calculated on the basis of

1935-1937 = iOO shows. that throughout the post-war period up to and

B A ——— . . 8. 2

15J/ See ECI A, Bconomic Survey of Latin America, 1965 (United Nations
publication, Sales No.: 671l.Ge1), pages 43-45,

154/ See Economic Survey of Latin America, 1965, op.cit., page hh.

e

/including 1963
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including 19637 the index values fluctuated around 140.155/ 1In

other words, the evolution of the agricultural sector acted as a

structural factor of inflation, both because of the slow growth of

production and hecause of the pressures it brought to bear on the

general level of prices with the improvement in its relative

position.

In connexion with the propagating mechanisms, on the other

hand, the 1965 sSconomic Survey affirms that:

"One such. factor derives from the most vulnerable point of
Uruguay's nresent  economy -~ its trade balance. The inadequacy
of the agricultural sector has led to persistent disequilibrium
in Uruguay's external accounts, which in turn has prompted
periocical devaluations of the national currency, both as a
response (usually belated) to the basic maladjustment and as
a means of curbing the demand for imports by raising their
relative »rices.

Devaluation, which has raised the official rate of the dollar
from a nroximately 11 pesos in 1961 to nearly 60 at the end of
1965, is another 'propagating" factor of inflation, inasmuch as
the consequent adjustment of the prices of imported goods provoke
a defencive reaction on the part of those affected by such changes,
changes, whether wage-earners, who in the face of these price
increases will try to obtain wage adjustments, or entrepreneurs,
who will try to meet the higher cost of their imported inputs
by raicing the prices of their products. Simultaneously or
successively, these two mechanisms of the inflationary spiral
have set in motion the mechanisms involved in the fiscal and
monetary sectors. The government machine, which in Uruguay
employs a sizable proportion of the labour force, has had to
satisfy to a greater or lesser extent the petitions of its
active or retired personnel, and for that purpose it has had
to raisc taxes or resort to financing. by the currency issuing
institution. It is worthwhile noting the contradiction
underlying public sector decisions on devaluation. On the one
hand, c¢evaluation opens the way to obtaining funds from
additional export or import charges or from the credit expansion
made »ocgible by the increase in the value of the reserves.

On the other hand, devaluation has the effects alluded to above,
with the resulting increase in expenditure. This contradiction
has also occurred or is occurring in other countries beset by the
same ty»ne of problems, but it is especially significant, perhaps,
in Uruguay because of the scale of employment in the public sector
and its high level or organization.

- e s

See Evaluacidén del Plan Nacional de Desarrollo Economlco y Social
de la Aegﬁsllca Oriental del Uruguay 1965-197k, op.cit., page 26C.

The rocs. - nrice serics was obtained by deflating the agricultural
price index by a representative index of general price trends.

Jmus, the
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Thus, the various factors of fiscal disequilibrium - from
the stanipoint of both receipts (increases in taxes or currency
issues) and expenditure (increases in wages and in transfers
to other public sector agencies) - constitute the thirad
important mechanism responsible for the spread of inflation.

To use a simplified approach, the above-mentioned factors
might be said to affect a fourth determinant of inflation
- the monetary sector. It is a well-known fact that,
theoretically at least, it is this sector which gives way to
or resists the pressures that originate from various sources
and require an increase in the. money supply to meet the hlgher
levels of nominal income and consequently of prlces.’15

It was also noted that in the course of the inflationary
Nrocess ‘the structural factors gradually lose part of their original
51gn1f1cance, aartlcularly in the more accelerated bursts of
inflation, while the more 1mmed1ate or propagating mechanisms acqulre
more importance. ’

With a view to illustrafing the Behayiour 6f the pronagating
mechanisms in the neriod 1955-1974 and its relationship with price
trends, several indicators which have been considered useful for
the purpose are oresentea in table 1. Some main conclusions may be
drawn from t1eoe flguresa

First, it is not easy to establlsh well defined causal llnl
or the order of 1mportance of the various pronagatlng mechanims
and the seouence in which they onerated 51nce thls is a circular
nrocess of interaction which, in addltlon, is constantly changing.

Secondly, the devaluations of the Uruguayan peso, according
to their frequency and intensity, seem to have constituted the most
active and direct of" all the propagatlng mechanlsms, which tends to
confirm a hynotneses put forward in the above-mentioned Economic
Survey. Moreover, the periods of decline in the rate of price
increases (1959 1962 and 1968-1970) followed periods in which drastic
devaluatlons in one or several consecutlve years had made it possible
temporarily to wmanage the economy with fewer financial and material
pressures and with a slower rate of devaluation of the national

currencys

-

156/ See Dconomic Survey of Latin America, 1965, op.cit., page Ll

/Thirdly, wage
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Thirdly, wage adjustments were primarily a defensive mechanisnm
in response to nrice variations. In this respect, the series on
wages and salories in manufacturing EQZ/ reveals that the nominal
wvage adjustuents lagged at least a year behind the changes in the
rate of inflation. Thus, during spurts of inflation there were
significant cecreases in real wages and salaries, which were usually
compensated for, often only in part, when adjustments were obtained
to offset former price increases, or the rate of increase in pfices
slackened, or both.153/

Fourthly, the behaviour of the monetary mechanism was different
before and after 1968. DBefore that year it was a passive rather
than an active factor, which gave way to the pressures originating
outside it, and the periodical percentage variations in the money
supply were consistently lower than those recorded in prices. This
trend contributed to the decrease in the liquidity coefficient
(money supply/gross domestic product) from values of over 15 per
cent in 1950-1959 to less than 10 per cent in 1967-1968. This trend
was reversed after 1960 and the liquidity coefficient rose to levels
of around 13 ser cent in the last few years.

Lastly, the government finances have generally been an element
contributing to financial and price instability, first because there

have frequently been fiscal - and public - deficits 159/ which have

s - aa =

}22/ The Statistics and Census Department also calculates wage and
salary indexes for other sectors, but the manufacturing series
was used here, since the available data cover a longer period
and it has been subject to less frequent changes in the method
of preparation.

;2@/ Although the limitations of the real wage and salary series
are recognized, it may be noted in terms of broad trends that
the relevant index, with base year 1957 = 100, dropped to
below 90 in 1959, recovered to about 100 in 1962, fell again
to less than 90 in 1963, recovered slightly up to 1971 and
droppec. to around 80 in 1974. This point will be dealt with
again later. ’ '

159/ Fiscal cdeficits are defined as the difference between total
expenditure (current and capital) and current income.

/been covered,
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been coverel, to a great extent, with issues by the monetary
authorities and, secdndly, beéausekthe size of the deficits has-
fluctuated widely. o “

Some available data suggest that in 1956~ 195? +the fiscal
deficit began to have some relative ;mportance upon reaching 2 per
cent of the gross domestic preduct.;ég/ In subsequent. years up to
and including 1961, the deficit was maintained or reduced, but started
to rise in 1962 and‘by 1965 it was‘over 3.5 per cent of the gross
domestic »roduct. From that year until l974,jthe deficit decreased
in one year and increased again in the next - except in 1973 - the
highest relative values being recofded in 1967, 1969, 1971 in
particular, cnd 1974 (see table 1). |

Two suﬁ“lenentary obser&ations on the size of the fiscal
deficit and its fluctuations are callea for here° As regards its
origin, a preuonlnatlng role was played by the greater or lesser
annual revenue obtained from export taxes, whlchvlncreased,
substantially in periods wheh the devaluations were most drastic.ié}/

As regarcCs financing the deficit, there was an obvious link
between the greater fiscal disequilibria and %he higher rates of
increase in the money supply. Thls was partly due to the fact that
other sources of financing to cover the oeflclt such as external
loans and the sale of government bonds - as distinct from direct
issues by the monetary authorities - were of little relative

importance’ and had a small range of compensatory flexibility.

-——tn

760/ See Eyﬂlv cidn del Plan Nacional de Desarrollo Zconduico vy
Social ce la Rewnfiblica Oriental del Urugp§1719o5 =197k,
op.Cit., page 51k,

161/ Frequeatly, in those periods, there was the twofold effect of
higher revenue resulting from the devaluation itself and that
resu1t1;; from the rise in export taxes:

/3. Stabilization
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3. Stabilization efforts up to 1971

(a) Qggggiggg? prior to 1963-1971

Within the context of this long history of inflation, as‘fhe
annual price increases became more violent and the adverse economlc
and social effects of the problem snowballed and spread more
importance and U;lOflty were attached to the framing and implementation
of anti-inflotionary policies, which became brogre551vely more
complex and more difficult to define.

Thus, '"at the outset, when inflationary pressures had but a
iocderate anc somewhat intermittent effect on prices, the remedies
actopted were niecemeal and sporadic so far as the range of instruments
used was concerned. Various expedients to curb the demand for |
imports were combined with others aimed at steppihg up exportable_
surpluses (for xample, by endeavoﬁringlto reduce domestic
consumption), while at the same time, or at other stages, more
importance was attached to tlghtenlng the money supply or to
increasing »nublic revenue'l, 162/

At a later date, other more integrated stabilization systems
were formulated; in some instahces these were applied in their
entirety, but not in others, or only to a partial extent. Among the
latter was what was known as the Annual Prdgramme (referring to 1965),
the anti~inflationary project which formed part of the National
Development Plan 1965—i974, preﬁared by CIDE. This »nrogramme
constituted the beginning of a rather longer-term stabilization plan
- consistent with the development plan - and favoured o Hgradualist"
approach to containing inflation. It also defined a group of measures
and institutional arrangements aimed at simultaneously getting ric
of the structural factors and the propagating mechanisms whiclh were
causing inflation.

Among the measures considered, mention should be made of the
proposal to draw up a Social Agreement between the Government, the

entrepreneurs and the wage workers, which would allow a vneriodic

o

162/ See Economic Survey of Latin America, 1965, qgfcit;, page 45,

/definition and
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definition anc co-ordination of the general norms which should
govern wage nolicies and some basic prices and the remuneration
of the capital factor.

For various -reasons, particularly of a political nature, the
Annual Programme and subsequent programmes, and the Development
Plan were imnlemented to only a small extent. However, many of the
ideas and lines of action proposed in them materialized as specific
measures in later years.l63/

It shoull also be borne'in mind thaf up to 1966 inclusive,
the anti-inflationary policies introduced were affected by the
restrictive terms of reference and the institutional limitations
which characterized the power of the Government of Uruguay.

This situation underwent a basic change in March 1967, with
the beginning of the administration of a new Government, eclected
in November 1965, and the adoption at the same time of constitutional
reforms introducing a presidential system and granting the Government
hroader teris of reference and powers.

During 1967 and the first half of 1963, however, the rate of
inflation increased, particularly as a result of the violent fiscal
and monetary shock of the readjustment of over 100 per cent in.
»nublic sector salaries,ééﬂ/ which came into force at the beginning
of 1967, anc hecause of the repercussions from an external trade
situation in which low export levels and sharp devaluations of the
local currency coincided (see tables 1 and 2).

At the same time as the rate of growth of prices-increased,
the opinion wes gaining consensus in Government circles that it was

essential to introcduce an energetic stabilization programme which

163/ Notable examples ‘of these which may be mentioned were the
' creation of the Central Bank in 1967, and the Planning and
udget (ffice and the priority given as from this .date, to the
svbstantive and financial programming of the econony and also
to the co-ordination between the two.

164/ For coustitutional reasons, the 1966 readjustment had not
been granted, since it was just previous to the elections.

/would enable
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would enable the increasingly imminent risl: of hyperinflation to
be avoided. Finally, in June 1968 - in circumstances in which it
was estimatec that if the price trends of the.first half of the year
were to continue throughout the year a possible annual rate of growth
of prices of not less than 200 per cent would be reached - the
Government cCecided to go forward with an anti-inflationary policy,
clearly differentiated from those which had been applied previously.
(v)  The stapilization policy 1968-1971

The strategy followed as from the second half of 1968, was

aimed at bringing inflation to an abrupt halt, i.e., the type of
stabilization usually known as shock treatment, as onposed to the
gradualist apnproach, was selected.

(i) The nrogramme and its results. A central element of the

policy Was the orices, wages and iﬁcpmes freeze - to their June 1960
levels - which was brought into force as from July of that year.

In order to make the freéze effective, a system of almost total
centralization was established for determining prices and wages, while
wreviously existing machinery was done away with, principally such
machinery as was outside the direct radius of action of the Government.
Thus, the trinartite wages councils disappeared together with the
freedom to fix vholesale and retail prices for the main products
handled in the economy of Uruguay. In order to carry out these new
functions, a Procductivity, Prices and Income Commission (COPRIN),
was set up, where, despite tripartite representation, it was the
Government vhich carried the decisive weight in the making of decisions.

With the creation of COPRIN - and the ample powers granted
it - the State took control of practically all the prices, merchandise
and factors of the economy, in both the public and private sectors.

The fixing, control and very occasionally the revision of prices and
wvages, rangel from the most general and relatively most important
cases to other more specific cases which were less important to thre

functioning of the production andkmarketing system.

/A second
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A second hasic element of the stabilization nolicy followed
consisted in maintaining a fixed rate of exXchange (of 250 pesos to
the dollar) annlicabdle to commercial and financial operations with
the exterior, while at the same time existing controls for regulating
the inflow anc outflow of foreign exchange in the coumercial and
financial marizets were tightened up.165/

The maintenance of a fixed exchange rate was consicered
feasible for a relatively long period, because the authorities were
of the opinion that the sizeable devaluations agreed upon towards
the end of 1967 and in the second quarter of 1968 had led to a
sossible over mricing of foreign exchange, which was a situation
which had not mace its apnearance in the country for a long time.
This over-pricing in turn would enable incentives to be apolied to
agricultural Hrocduction and exports and fiscal financed to be
reinforced, - through increased yields from withholdings - especially
if the prices and wages freeze decreed were successful.

Lastly, by means of the careful manipulation of fiscal and
monetary instruments, it was hoped to maintain a reasonable balance
between the evolution of financial and substantive variables, so
that a situation of an overgrowth of liquidity would not be
' produced, particularly in an economy where prices and wages ought
to remain stabilized.

The measures indicated and other secondary measures which it
does not see: necessary to review in the present document, were
applied cduring a period of approximately three years which lasted
till the second half:of 1971. | '

PUPRPIRPAIIF SIS IS WY SIPASP R N S

%éi/ Zven so, the so~called "parallel” market continued to function,
although in a limited and illegal form.

/Without going
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Without going into detailed considerations of the probable
repercussions of the anti-inflationary strategy on growth and its
structure and on income distribution,iéé/ it seems obvious that
this strategy succeeded in containing the growth of prices, especially
in the second half of 1963 and in 1969.

In fact, the consumer price index, which had increased by
136 per cent between December 1966 and December 1967 and by
63.7 per cent between December 1967 and June 1963, increased by only
1.6 per cent between June and December 1963, and by 14.5 per cent
during 1969. The rate of inflation in 1970 reached 20.9 per cent
and 35.7 per cent in 1971 (see table 1).167/

(ii) The breakdown of the programme. Time passed, and

RPN

especially in 1971, the numerous pressures generated were eating
away at the base of the anti-inflationary programme. This was
basically in response to the fact that the traditional propagation
mechanisms of inflation in Uruguay were regaining strength, combined
in 1971 with an adverse economic situation and increasing operational
complications in the implementation of the stabilization programme.

In the first place, it should be observed in connexion with
these propagation mechanisms, that there was a progressive accumulation
of various eleuents which made it increasingly difficult to maintain
the rate of exchange established in June 1963. Iocal prices continued
to rise, although to a moderate extent, and the over-pricing ol foreign

currency recorCed in mid-1968 disappeared; it became increasingly

166/ Betwecn 1967 and 1971 the gross domestic product increased
by arount 3 ner cent annually. DReal wages in industry - and
the average for the economy as a whole -~ remained at stable
levels throughout the whole period 1967-1971. See, Banco
Central cel Uruguay, Indicadores de la actividad econémicq:
finahciera, published monthly.

167/ The wholcsale price index for national products recorded a
trenc very similar to that of consumer »prices. The variations
in the vihwolesale index were: 124.7 »er cent in 1967; 63.7 per
cent in the first part of 1963 and 1.4 per cent in the second
~half; 7.7 wer cent in 1969, 17.9 in 1970 and 40 per cent in 1971.
See Bonco Central del Uruguay, Op.cit.
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wmore complicated to contain the demand for. imports, in a situation

in which there was at one and the same tlme a sizeable decrease in
‘local prices of inmported articles and . a significaat 1ncrease in

overall demand, in real and financial terms; local e“porters,
pafﬁicularly of meat, wool and hides, began to accumulate stocks and
postponed selling abroad as they waited for a more favourable

-..exchange rate,&é&/ while in 1970 and 1971 equilibrium was achievgd in
the balance of payments fbllowing.a decrease of approximately

30 million dollars per year in net international reserves (see table 3).

In respoﬁée:to these tensions, the peso was devalued frowm 250 to
370 pesos to the dollar, in the last quarter of 1971, and this gave a
renewed impulse to a propagation mechanism which had remained
inactive for more than three years.

Secondly, money sﬁpply —‘at times under pressure mainly Irom the
growthﬁof credit to the public sector (in 1969 and 1971) and at others,
from the increase in placements in the private sector (in 1970)

' grew more rapidly than prices and economic activity with the result
that the liquidity coefficient increased steadily and significantly
between 1968 and 1971 (from 9 per cent to 1k per cent; see table l).

Al%hough it may be argued that this increase in liquidity was
to be expected since inflationary expectations were slumping, it is
also true that it made for greater dynamism - perhaps too great - in
total demand, ‘including imports, and also determined a relatively
la rger uupplv>01 financial resources, which was a potential risk,
should other factors tend to destroy price stability, as was the case
in 1971.

160/ Or sold a percentaze of their goods outside legal chaunnels within
the country and/or in boarder countries.
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Table 3
URUGUAY: BALANCE OF PAYMENTS

(Millions of dollars)

Average
1966-1970 1971 1972 1973 1974
Current accoumt
Exports of goods and services : 25046 252,7 310,8 4og,8 TSR
Goods FOB ‘ 19045 196.8 242,0 32746 37041
Services 60,1 5549 6848 8202 933
Imports of goods and services 23347 30249 27943 36643 56644
Goods FOB } 15745 2030 178.7 248,6 lng,7
Services 7642 9949 10046 117.7 146,7
Net external invesiment income -25.2 =216 «~2345 =251 ~=3%5
Profits : T mle0 0.0 040 0.0 0,0
Interest -22,2 -21.6 =235 =251 =39+5
Net private transfer payments . «0e2 «0e6 =0¢2 «042 «0g0
Balance on current account -645 72,4 7.8 18,2 -142,5
Capital account
Net external financing (a+bscsd+e) 645 72,4 748 -18.2 1k42,5
(a) Met exteimal non-compensatory capital 2643 83.1 6948 7
Direct investment 0.0 040 0.0 0e0
Long-and medium~term loans C 21,1 5740 5949 31.6
Amortization rayments : #1448 ~19¢3 -25,1 =li7,2
Short-term 1iabilities 10.5 3645 23.1 o 7 8543
official transfer reyments 945 849 11.8 1940
(b) Domestic non-compercatory capitel or assets ~046 =246 0,6 2547
(¢) Errors and omissions 1646 44,8 5648 ~82, 4
(d) Allocation of SDR units 1.8 7.4 8.1 0.0
(e) Net compensatory financing (-increase) ol 2943 «2944 Lo.5 5742

Source: ECLA, on the basis of official statistics.

/Thirdly, in
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Thirdly, in 1971 the fiscal situation deteriorated notably
because total Government expenditure increased by around 60 per cent
while the increase in current earnings:was 2k per cent (see table 4).
The increase in expenditure basically reflected the large increase in
public sector wages in that years The slow growth of current incomes
was influenced by the fact that the yield from withholdings was
adversely affected by the stability of the exchanée rate and by the
decrease in exports. ' ' '

As o result ofithis developnent, the fiscal deficit iuncreased
its percentage of the gross domestic product, from 1.6 per ceat to
5.6 per cent, and had to be financed almost.entirely by diréct issues
by the Central Bank‘in:favour of the Government. In 1971, fiscal
activities were thus of g}eatLimborfanée as a factor”of monetary growth,
in a situation in which the increase in the quantity of moneijhich
had been 15 perjcent in 1970 Was 5l‘pér cent in the foiloWing year
(see tables 1 and 5).

In the fourth place, the rolé of wage readjustments as a
propagation mechanism was not of outstanding importance, except as
elready noted for fiscal returns in 1971. It should be recalled that
real wages in the pfivate sector, more exactly .in industry, remained
relatively stable between 1967 and 1971. |

As far as circumstantial factors were concerned, it should be
recalled that 1971 marked the end of a Government and a vear of
presicdential elections. In the circumstances, the outgoing: Government
implemented the stabilization programme which it had set for itself,
rather less energetically than in previous years.

Lastly, in connexion with the increasing operational complexity
of centralizing wage and price control, in the ccurse of time the
worl: of COPRIN became unquestionably more complicated and overloaded,
putting a drag on the efficient functioning of the stabilizestion system.
A Tactor which affected this was the increase in the number of requests
for the review of prices and wages which reached COPRIN, and the fact
clready commented upon, that the field in which this institution was
empowered to act and exercise control was very wide and very diverse.

/Table L
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C. THE PERIOD 1972-1974: REACTIVATION OF THE OVEMENT
OF PRICES AND INMPORTED INFLATION

1. The general setting

The evolutioh of inflation and the econony in;Uruguay during
the period 1972-1974 has sone main fea?ures.

The first aspect of note is the rapid reactivation of inflation,
after the brealdown of the stabilization policy brought in during the
three-year period 1968-1971 had become more pronounced at the end of
1971.

In any case, after annual price increases of around 100 per cent
were reached in 1972, the rate of inflation remained about this level
in 1973 and 1974, with no indications of any later increase or,
conversely, any decrease in its rate (see table 6, whiclii gives data
on trends in consuﬁer and wholesale prices).

Secondly, during the last three-year period, not only was the
strategy applied in the pfevious period abandoned as far as
stabilization policies and measures are concerned, but a scheme of
action different to that 6f 1963-1971 progressively tool shape.

The shock treatment alternative which had been followed was
replaced by another system characterized by the flexibility of its
Price mechanism and the functional nature of movements in the level
and system of prices. The rates of inflation considered acceptable
by the authorities largely took second place to other economic policy
priorities, especially as regards the direction and requirements of
growth.

In the third place, to the endogenous factors which affected the
existence and duration of disequilibria in domestic prices, was added
an exogenous influence as from 1972 - imported inflation -~ which has
remained in existence to the present time and which acquired nore force

with time.

/Table 6
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It should be noted that the rebound of inflation from abroad
found the process of penetration assisted by the intensive increase
in international prices; by the fact that the country was undergoing
a process of domestic inflation of some consideration; and by the
policy being followed of bringing national and international prices
up to the same level, especially in circumstances in which food prices
in the world market had increased substantially.

Lastly, another outstanding feature of the period 1972-1974 was
the re-emergence of the old tendency for the Uruguayan economy to
stagnate following a brief interruption of this trend, as has already
been observed, in the years immediately preceding this period,
especially during 19635-1970.

In fact the data given in tables 7 to 10 show that between 1971
and 1974 the gross domestic product showed an annual avefage growth
rate of 0.5 per cent, i.e., the annual per. capita product decreased
by 0.7 per cent.

It may also be seen from an examination of the trend of the
sectors of economic activity that the gross domestic- product generated
by agriculture remained static, measured in absolute values, between
1971 and 1974, and that industry grew during the same period at a
slower rate than the population. Only construction continued to
develop at a speed similar to that of previous years, at an aanual
rate of around 4 per cent.(see table 9).

As regards the evolution of total supply and demand in this
general setting of stagnation, the further drop in the investment
coefficient during 1972-1974, following its recovery in 1968-1971,

is of note.

2. Internal factors of inflation

In the reactivation of inflation which tool: place as from late
1971, the role of the propagation mechanisms wes again decisive.
However, it is noteworthy that owing to special conditions some of
these propagation mechanisms vroved to bhe more persistent or more

intensive than in previous periods, or showed both these characteristicse.
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Table 7

URUGUAYs TOT AL SUPPLY AND DELAND

(Thousands of millions of pesos at 1970 prices)

1971; © 1970 1974= 1974

0
17 o e g TE WMy
Total EUPEIY - : - 688.7 680.7 3e2 ' 0e3 =240 -2.1" 1c8 205
Inports ' 7646 6501 1248  ~l 1046 =11a9  9a4 842
Gross domestis product . 61241 615;6 23 045 ~140 =143 .l 1,0 1.9
Total demend o 688 68047 302 0,3 =240 =24 18 245
Exports ' 7146 Bi6  =3.0 2,9 =17l 1068 =949 849
Gross domstic investrent : ' 7040 6l 40 7 42 543 : 7.7 ‘-12-0 =340 ~0e5
Gross fixed investment “‘ 68.5 ;-. 7-1 oo ' 246 :-1709 =l o6 see
Total consumption 54741 552.1 347 0.8 ~le3 =245 3.8 242
General government 92.1 83.2' 547 =140 =648 =640 3e4 ~043
Private )4'5’409 468.9 3e3 1.1 042 ~1le9 349 246

Sources ECLa, on the basis of official statistiocs,

a/ Preliminery figuress
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Table 8

URUGUAY ¢ STRUCTURE OF TOT AL SUPPLY 4D DEI-DsNDE/

(Peroent_a_ge s) :

Average
1965 1969- 1970 1971 1972 1973 1974
1970
-Total supply 1y 111.8 112.5 1113 110.1 110.9 11146
Gross domestic preduct 100,0 1000 100,0 100.0 10040 100,0 100,0
Imports : 747 11,8 12.5 11,3 1041 10,9 11.6
Total demand 10747 111,58 11245 11143 110.1 110,9 1116
Exports 1542 11.8 1.y 948 11,0 9.8 1045
Gross domestic investment 9.1 11.1 114 1244 11,1 10,7 1044
Gross fixed investment - 8.9 11,1 1142 11,6 946 el -
Total consumption ' 8314 6848 8944 89.1 8840 904 904
General government . 12,8 14,6 15,0 12 1345 1348 1345
Private . 70.6 7)4 «2 7)4 .LI- 7)4 o9 7’4.5 76.6 77 o2

Source: ECLA, estimates based on official statistios.

a/ &t 1970 prices.
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Table 9

URUGUAY# GROSS DOFESTIC PRODUCT,
BY SECTOR OF ECONOMIC ACTIVITY

(ML1lions of pesos at 1970 prices)

Agriculture
Memufaoturing
Construotion

Subtotal goods

Eleotricity, gas, water and sanitary
servioces

Trensport ard communicatiens

Spbtotg._l basic gservices

Commerce and finance
Ownership of dwellings
Government ..
Mscsllaneeus services -

_Subtotal other servi_ees

Total gross domestie product )

oy T TE wn w7
67 164 66 600 2.8 Ol =142 =34 3.1 . 0.8
o 0 - - - - - -
. 128 760 129 995 24 160 «1,8  =0e3  =Odd . 346
20 182 . 24 o8y Y43 4.1 Se8 505 =240 - Sl
216 106 - 220 679- 2.7 10 <049 =047 - 045 - 343
7 919 8749 5.0 147 5.1 bu‘.zﬁ 5e2 i
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&/ Preliminary figures.

ECLA, on the basis of officlal statisticse
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Table 10

URUGUAY: STRUCTUKE OF GROSS DOMESTIC PRODUCT,
BY SECTOR OF ECONCHIC ACTIVITY

(Percentages)

Average
1965 1966~ 1970 1971 1972 1973 1974
1970
hgriculture 1243 1242 1246 1246 12,3 1246 : . 1245
Mining 040 040 0.0 040 040 040 040
Menufacturing 24,0 2l442 24,2 24,0 2443 2349 2l ol
Construetion N 3 347 3.8 4o he3. be2 he5
Subtotel goods 398 ‘ 3949 Y0.6 .. hOJ7 - 40,9 407 - Ll
Electricity, gas, water and sanitary |
servioes ‘ . 1.3 Lot 145 1.6 IR ¥y N W | 1.6
Trensport and commnications ) 95 Bu9 8.6 849 85  BM4 8.6
Subtotal basic services , . 10.8 1043 10,0 1045 10,1 1042 1042
Commerce and financs 184 1649 1742 1647 1642 1642 1643
Ownership of dvellings 543 | 543 5e2 543 5 Selt l
Government o 13.1 1542 okt 1te3 o5 Ik 3149
Miscellansous services -12.14 ‘ 12,6 1245 1245 12.8 1248 f
Subtotal ether services _ Bz 5040 4943 4847 48.9 48.8 48,2
Tota} £ross domestie. prgduct o 1oo‘.o - 100.0 10040 10040 100,40 100,0 10040

Source: FECL4 estimates based on official statisticse

a/ &b 1970 prices,

/In the
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In the first place, during the last few years an edeavour was
nade to channel inflation along_correctiveilines; the main aim being
to make sure of relatively better prices for exports and agricultural
products on‘a systematic basis. With this in view, two mechanisms-
or guidelines of great importance for the operation of the system
were introduced. o ‘ 3 \

One of these was the introduction, early in 1972, of the exchange
‘procedure which consists in periodically determining minidevaluations
of the national currency. Thus, after the two maxidevaluations adopted
at the end of 1971 and the beginning of 1972 (which raised the import
dollar quotation from ZSQ to SQO-pesos},’movements of the exchange
rate continued to take,place at intervals. »

Another was the acceptancev- or rather the pursuit - of an
improvement in the relative prices of agricultural preducts.i Influence
in that‘direption'was exerted by exchange poligy itself; by a more
liveral épppoach to the determination of agricultural prices, to which
end the number of food,products subject to official price-fixing was
considerablyvrestricted;;and byytﬁe exposure‘of;domestic-industry to
externel coﬁpetition, in consequence of the elimination of quantitative
import controls. ‘ ‘ |

In line with th1s orleatatlon, between the end of 1970 and the
year 1972, wholesale prices of agrlcultural commodities, in relat;on
to those of manufactures,‘rose by about 45 per cent, thus becoming a
najor factor in the propagation of inflation. Subsequently, once the
overall annual growth rate of prices had attained 100 per cent, during
the years 1973 and‘l974 prices of manufactures increased faster than
those of agriculturalrproducts (see again tables 1 and 6).

Secondly, the role played by the monetary system as a propagating
mechanisn reflected, in reality, contradictory lines of conduct.
Generally speeslng, in the three-year perlod 19’72-19’7’—L the percentage

variations 1n the money supply were smaller than thqse in. prlces,

/which led
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which led.to a gradual reductioh of the liquidity coefficient of the
economy and, up to a point, relegated the monetary instrument to a
mainly passive funétion.éég/

‘ On specific occasioné, however, the authorities endeavoured to
prevent the decrease in the liquidity coefficient, which was
exercising a moderating influence on inflationary trends, from being
carried too far and consequently producing depressive effects. TFor
example, action was taken to that end at the beginning of the last
quarter of 1973, when the contractionist monetary programme that had
been applied during the rest of the year was adjusted and expanded
with the aim of adapting fhe growth of the money supply to the needs
of the econony.

Thirdly, wage adjustments did not play a very active part as a
nechanism of inflationary propagation. During the period 1972-1974,
they fell short of price increases. Thus, between 1971 and 1974 the
index of real wages in manufacturing industry showed a decrease of
about 10 ?er cent (see again table 1). The average index of wages in
the economy as a whole declined in = similar proportion.l70/

Lastly,‘the action of the fiscal sector as a factor of
propagation - especially on account of its linkage with nonetary
expansion - was particularly important in the vear 197hk. Since current
expenditure increased faster than current income,éZé/ the total
Central Goverument deficit rose by over 250 per cent, and, in order
to finance it, the monetary authorities had to guintuple the volume
of resources that they had earmarked for the purpose in 1973

(see again table 4).

}ég/ It is worthwhile, however, to bear in mind an earlier remark to
the effect that the reduction noted is consonant with increases
in expectations of inflation and in the speed of circulation of
the means of payments.

izg/ See the Central Bank of Uruguay, Indicadores de la actividad
econdmico-financiera, March 1975.  The nominal series are
deflated by the consumer price index.

171/ Compensatory wage and pension adjustments covered by the national
exchequer, and a slower increase than had been expected in revenue
from export taxes largely account for this trend.

/3. Imported




3. Imported inflation

Imported inflation was brought into Uruguay in a context which
allowed its repercussions to spread through the internal econony
intensively and with ease, combining with the expansionist pressures

generated on the domestic side.
- Indeed, when‘thebexfernallimpact vegan to make itself felt, .
the reacceleration of inflation had already gained impetus on its
.own account, and, complementarily, the economic policy which gradually
took shape durlno the period aimed more and more unequivocally at
approximatiag- 1nternal to 1nternatlonal prices. Naturally, this
approxlmatlon,pould bghmost ragldly achieved in the case of
agricultural products, with the ensuing inflationary effects. On the
other hand, it was necessarily a slower business where manufactufesw
were concerned, despite the fact that in thelr case’ the resultlng ‘
drepercu551ons m1 sat vltlmately have pfoved antl—lnflatlonary, in view
of the high relatlve costs of domestic 1ndustry.

In accordance with the classification suggested in the analysis
of inflation in Latin America made elsewhere in the present study, the
direct influence of imported inflation will first be considered, and
its indirect repercussions will then be examined.

_(a) . Direct effects

In 1972 the incrggsg in the unit value of exports of goods, in
terns of dollars at current prices, was already substantial, amounting
to 30 per cent (see table 11). Basically, given the structure of
Uruguay's exports, this,variation derived from the rise in the world
markef price of beef,;which in that year exceeded 30 per cent, and
had been as much as about 80 per cent between 1970 and 1972
(see table 12). | l

/Table 11
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Table 11
URUGUAY: TRENDS IN SELECTED FOREIGN TRADE INDICATCRS

Average

1966-1970 1971 1972 1973 1974

(1) Exports of goods (FOB, millions of dollars) 190.5 196.8 242,0 32746 370.1
(2) Exports of goods (milliens of dollars,

1970 = 100) 85.0 87.8 108,0 146,0 165.1
(3) Index of unit value of exports of goods

(1970 = 100) 936 101.0 S 13140 19040 203.7
(4) Index of constant value of exports of goods

(1970 = 100) (2:3 x 100) 90,8 86,9 ' B2.4 7648 81.1
(5) Imports of goods (FOB, millions of dollars) 15745 20340 178.7 . 248,6 19,7
(6) Imports of goods (millions of dollars,

1970 = 100) o 7746 100,0 88,0 1224 20647
(7) Index of wnit value of :unports of goods

(1970 = 100) 954k 106,0 110.9 13340 20845
(8) Index of cmstant value of imports of goods ‘

(1970 = 100) (6 s 7 x 100) 8143 9l4e3 VR 9240 9941
(9) International reserves (millimns of dollars, , . : '

at close of period) 17540 181.0 1980 232,0 17040e/

Source: ECLA estimates, on the ba.sis of official sta.tist:.cs.
a./ Corresponding to month of Ootober,

Table 12
URUGUAY: FERCENTAGE CQPOSITIGN OF EXPORTS OF GOODS

Average

1969-1570 1971 1972 1973 197ke/
Wool 20.8 21.6 15.’4‘ 17-7 ' 506
Meat and meat products 34,6 . 33,6 48,1 3942 25,4
Live enimals 1.1 1.4 0e9 Oplt -
Hides and bristles 11.1 10,4 10,7 840 243
Yarns and textiles 145 12,2 1247 To15.4 23
Unprocessed agricultural products 4e5 68 0e6 Sed " 35
Processed agricultural products 645 4e7 5e2 32 1948
Mineral products 1.8 1.5 ' 046 160 5l
Miscellaneous 540 748 548 9e7 36.0b/
Total 100,0 1000 100.0 1000 10040

Source: ECLA, on the basis of official statistics and date supplied by the Organization of American States
(0as).

&/ Exports effected in January-August 1974,

b/ Corresponding to chemical products (22,3 milliem dollars) end products of miscellaneous industries (80,6
million dollars).

/This movement
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This movement was paralleled by the.upswing in the average
domestic price of beefl, which, having already increased by over
75 per cent in 197%, soared by an additional 130 per-cent, approximately,
in 1972 (see table 13). Price variations_éuch as these in the case of
a product like meat are of special significance in Uruguay, where mneat
consunmption is of high relative importance in the structure of diet.
Furthermore, as regards supplies of proteins, meat substitutes are
relatively scarce and costly, and, likewise, their price trends
closely follow those of-meat. |

In 1973 the direct effects of imported inflation grew broader
and more marlked, since, on the one hand, the unit value of exports in
terms of dollars increased by 45 per cent - that is, even more
rapidly than in 1972 - and, on the other hand, tlie index of import
prices rose by 20 per cent, which meant that the rate recorded in the
nreceding years was approximately quadrupled.

Among staple export products, world meat prices rose by 70 per
cent, while those of wdol doubled.. In Both éases, the higher
quotations were reflected in domestic price trends, a2lthough- these

were to some extent offset by the export texes known as "detracciomes',

whlch, 1n terms of ‘national currency, were perloalcally and
smgnlflcantly ralsed during the year. This subject w111 be reverted
to at a later stage. B ‘

The rise in the unlt value of 1mports was essentlally due to
substantial increases - ranging as a rule from 30 per cent to 50 per
cent - in the prices of several agricultural commodities of which
Uruguay is an 1mporter. for example, wheat, maize, sugar, coffee and
tea. The domestic prices of -these zoods tended to reflect the upward
moveuent of world prices, as well as the devaluations affecting the
exchange rate. L \ » o

Probebly one of the most represéhtative cases in pdiht was that
of wheat; domestic prices of wheat flour shot up in 1972 and 1973 at

an canual rate of about 140 per cent.

/Table 13
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Table 13

URUGUAY: VARIATINS IN CCNSUMER PRICES OF SELECTED GOODS

(&nnvel retes)

Beef
Rice

Wheat flour

Edible oil

1971 1972 1973
75¢5 128.9 108,14
2.5 10749 12349
7.1 13963 135.0
18.0 64,5 151.9

‘Sources: Consumer Price Index prepared by the Depar
of Uruguay.
a/ December to December. ‘

Table LU

- URUGUAY:. FERCENTAGE CQPCSITION OF IMPORTS
OF GOODS, BY MAJOR ECONGMIC GROUPS

tment of Statisties axid Censuses

Consumer gocds

Raw materials

Cmstmétion materials

" Fuels
Capltal goods

Miscellaneous

Total

Avere.ge

19691970 1971 1972 1973 1974a/

8,0 8.8 6.5 741 645
51,0 5143 59e2 62,5 515
2.0 2,0 1.3 2,1 2,0
13.7 14,5 20,k 1943 32.1
2l,6 21,9 11,2 843 73
0u7 1.5 1.4 o.7' 0ab
100,0 100,0 100.0 100,0 100.0

Source: ECLA estimates, on the basis of officlal statistics.

2/ Imports effected in January-August 197k,

/In 197k,
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In 1974, the direct effects of imported inflation were
intensified, but in contrast to what had happened in the previous
years, the pressure deriving from worid prices of exports decreésed,
and that originating in the external prices of imports was stepped up.

The unit value of exports of goods rose by‘only 7 per cent,
owing to an interruption of the upward trend of world prices of,wool
and meat. Moreover, difficulties in exporting meat, in particuier
to Buropean Economic Community (EEC) countries, left largevsurpluses
. for disposal which had to be sold to Brazil or marketed at home.

H In coatrast, the average uuit value of imports increased in
1974 by 57 per cent, which gives a flrst rough 1dea of the inflationary
pressure introduced through this channel.v .

In the case of certain proaucts, however, the pressure e: erted
on domestic prices far exceeded the average. The most obvious
instances were afforded by netroleuu and netroleum products, of which
the country is not a producer, and whlch showed prlce 1ncrements of
approximately 200 per cent or over; and by some agricultural and
industrial raw materials whose international prices rapidly 1ncreesed
(see table 1h). | , - | _

Similarly, prlces of manufactures and capltal goods - espe01ally
those expressed in terms of dollars - were pushed up by the effects of
world inflation on the corresponding international- guotations.

(v) Indirect diffusion: some repercussions

One of the indirect effects observable in 1973 resulted from
the expansion of the monetary authorities' international reserves.
Thanks to the thriving growth of exports, in particular, between
the end of 1972 and the close of 1973 gross reserves climbed from
198 to 232 million dollars (see again table 1l). ‘

Although the series compiled on the evolution of the means of
payment give no separate ‘indication of tlhie monetary eifect of the
variation in net internationzal reserves, it can be deduced from
table 5 that in 1973, for the first time in many years, this variation
acted as an expansionist_faetor. The money supply increased by
74.5 per cent, and quasiQmoney:by 70 per cent;iwhile'the growth rate
of total domestic credit was 51 per cent (see again table 5).

/The effect



The effect in question ceased in 197k, when a loss of reserves
occurred; and the relative increase in doumestic credit (86 per cent)
was greater than the increment in the money supply (62 per cent).

} ‘ Another 1nd1rect repercussion of some importance also made
1tue1f felt in 1973, when the Uruguayan exporters' capacity for
spending increased rgpldly and substantially, inasmuch as the value
bf their exports rose by 35 per cent in terms of dollars at current
prices. ,
bhe_expansioﬁist effect of this trend was lessened, however, by
the fact that the revenue obtained by the Government in 1973 from

export taxes (‘'detracciones') exceeded its 1972 level by the national

currency equivalent of about 20 million dollars.l172/ Thus, the net
returns accruing to meat and wool exporters - discounting export
taxes - increased from about 120 million dollars in 1972 to
140 million in 1973, while the gross value of the exports in question
rose from aBout 150 million in the first of these years to 190 nillion
in the second.

Although exports of hides were also subject to the export tax

("detracciones") régime, the data available were insufficient for the

preparation of an estimate similar to that made for meat and wool.

L. Additional aspects of anti-inflationary policy

During the period 1972-1974, the formulation and‘implementation
of stabilization measures was subordinated, as has already been
pointed out, to certain basic lines of actioh laid down by overall
economic policy, which were pursued w1th gradually increasing vigour
as time went by.

It should be borne in mind that before the effects of imported
inflation began to make themselves felt, the strategy determined on

had implied acceptance of a functional modicum of inflation, while

;zg/ According to approximate estimates, the yield of these taxes on
exports of meat and wool amounted to the national curreicy
equivalent of 30 million dollars in 1972 and 50 million in 1973.

/at the
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at the sanme tlme, by virtue of the flex1b111ty ‘of the prlce mechanlsm,
internal prices for domestic productlon were to be progre551vely
equalized with the corresponding external prlces.

‘Moreover, the decision taken with regard’to imported inflation
itself and its internal repercussions was that its "internalization
should be tolerated - with a few miﬁor and'temporary exceptions that
may have occurred - both in relatlon to domestlc prlces of gooé%
exported by Uruguay and 1n respect of internal prices of 1mported goods
or domestically-produced goods using inputs from abroad.

Accordlngly, the various types of economlc pollcy that may be
differentiated evolved along llnes con51stent w1th the\"eqeral
orientations described. o ‘

Exchange policy operated on the besis of ‘the existence of two

markets, one commercial and the other financial.

In the former, which is the more important, since it comprises
export and import operations, fhe System applied was one of periodic
minidevaluations of the national currency, which closeiy followed
internal price trends. Only in the eérly months of l97#, for
reasons not clearly identified, was the rate of devaluation slower
than that of internal 1nflatloa, but a radlcal change too place in
this respect in the second half of the yedr. 173/

Uruguay also opted for the progressive liberalization pf ifs
inport tradé;'fo which end certain restribtions apd béns on imports
were eliminated. At thé same time customs duties were'gradually
reduced, altnough in tlls last direction the authorltles acted with
caution. In 1973 and 197L4 the result of the application of these
" measures was a rapid rate of increase of imports of gbods.

The financial market - wiiose operations were subject to certain
limitations and which mobilized relatively small quaantities of

resources - was broadened and liberalized in September 1974, when

173/ DBetween December 1973 and June 1974 the national-currency value
of the dollar increased by 20 per centy whereas between June
and December 1974, the comparable increase amounted to
41 per cent.

/the determination
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the determination of foreign currency quotations was left to the
free play of supply and demand. From the time of this reform
onwards, the so-called 'parallel’ market diminished greatly in size.

Fiscalﬁpoliqz was aimed at reducing the inflationary

epercu551ons of the Government's financial operations. With this
end in view, various measures were adopted during the period under
study, with the aim of restricting the growth rate of fiscal

expenditure, strengthening mechanisms for tapping the sources of
current income and financing the sector's deficit by means of
non-inflationary expedients.

Nevertheless, the evolLtlon of government finances continued
to show counsidercble fluctuatlons, according to whether the Government
had to grant larger or smaller compensatory. wage adjustment to its
employees, and/or, in view of the weakness of the system of taxation
on internal activity, according to the variations in the yield of
export taxes and import duties brougnt about by export and import
trends. In any case, throughout the whole period under study the
fiscal sector generated deficits on current account.

In 1974, when the fiscal situation notably deteriorated, for the
reasons set forth above, investment acted as a factor of adjustment,
since it was frozen, in nominal values, at the same level as in 1973.

At all events, when the total fiscal deficit increased rapidly
- as happened in 1974 - the only feasible form of financing it in
significant amounts continued to be an issue of currency by the
monetary authorities. There were two reasons for this: on the one
hand, external credit played little part in the structure of capital
inflows,éZﬁ/ and, on the other hand, it was impracticable for the

sale of officiel securities to mount spectaculzrly from one year to

174/ This state of affairs, was, due, inter a11a, to the low relative
level of public iavestment in Uruguay (in 1974 it amounted to
‘about 33 million pesos, i.e., the equivalent of less than
30 million dollars).

/the next.
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the next.iZé/ Nevertheless, measures were adopted, particularly
in 197k, with the aim of ensuring positive returns on such documents
in real terms. |
Sigiificant progress was made in the financing of autonomous
institutions. Through a realistic policy in relation to public
utility tariffs, which were periodically adjusted, the negative rate
of savings usually shown by such bodies was successfully eliminated,
and they even succeded in gemnerating an increasing surplus on current
account, which, in the last two years, seems to have financed
approximately half theirfinvestmEnt;lzé/ o

lionetary policy operated on the basis of flexible annual

programmes, wiichh were revised severzl times in the course of each
year, and were designed to make the increases in the money supply
compatible with the estimated - and also the actual - variations in
prices znd in economic activity.

Generally bpesliing, monetary policy played a passive role, in
the sense that no attempt was made to resort to a major restriction
of the rate of expansion of the means of payment as a decisivéb |
weapon in the battle against inflation. '

The policy inn question might rather be said to have been
concerned mainly with ensuring that the increases in the money supply
which were considered acceptable should be compatible with the
fluctuations of demand for greater credit resources on the part of
the public and private sectors.

Lastly, with regard to price and wage policies, some indication

has already been given of the principal lines followed, especially in

respect of prices.

175/ To give some idea of the position, it should be noted that in
1974, sales of Treasury bonds amounted to 20,000 million pesos,
while the monetary authorities' issue of currency reached
100,000 wnillion (see again table 4).

1765/ See Inter~American Committee on the Alliance for Progress (CIAP),

T El Esfuerzo interno v las necesidades de financiamiento externo
para el desarrollo del Uruguay, CIAP/504, 1973, Vol. I; and
International Banl: for Reconstruction and Development (IBRD),
"Beonomic memorandum of Uruguay", August 1974.

/In relation
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In relation to instruments influencing prices, it should be
recalled that in the course of the three-year period the previously-
established mechanisms for the centralization and control of commodity
and factor prices were gradually eliminated, giving place to a régime
of increasing freedom in pricing and the assignuent of greater relative
importance to internal and external competition in the operation of
fhe economic system.

' The wage policy applied was based on the granting of adjustments
every six months, the aim of which was to ensure that during each
nalf-year real wages should be maintained a2t much the same level. as

ia the immediately preceding period. o

Subsecuently, towards the end of 1974, this formula was replaced
by a non-periodic system of wage adjustments designed to relate
average real wages to their 1958 levels for the various sectors.

In any cese, the result of these wage policy variants.depended,
once the nominal adjustments had been granted, upon whether the rate
of inflation increased or decreased during the period over which the

new wage was in force.

/Part Two
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