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PREFACE

This treatise reflects the growing recognition that there

is far too little theoretical analysis in contemporary studies of

underdeveloped areas, while at the same time according some credence

to the view that there is too little reality in current analytical

theory. Hopefully, the following represents one small step towards

the desired balance.

The platform for this attempt is the Colombian economy during

the 1950's. Yet any historical study that attempts to be both manage-

able and unified must be organized around some focus. The focus of

this study is on the growth of national Income and the supply of

money in Colombia. The unifying agent is the theoretical model

developed in the latter chapters of the study. Thus, the entire

treatise is based on reasoning from the particular to the general.

The author's obligations in this undertaking are manifold.

The names of all of those who lent material assistance are too

numerous to list. However, the following must be singled out for

their patient reading of the manuscript and constructive criticism:

Professors R. W. Bradbury, E L. Jackson, H. Kantor and A. Ramirez,

all of the University of Florida. in addition, the author is greatly

in debt to Professors C. C. Curtis and R. L. A. Sterba who have read

and criticized all or part of the theoretical aspects of the study.

As is customary, however, the author accepts complete responsibility

for the errors which remain.
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The author wishes to express special acknowledgement to the

many Colombians who lent much of their time and gave freely of their

hospitality to the author and his family during their stay in Colombia,

In particular, four fine friends must be mentioned by name:

Professors Anacleto Apodaca, Jose' Miguel Bernal, Albert H. Plores and

Reynaldo Escarpeta, all of the Universidad del Valle, Cali. The

author expresses appreciation to Douglas Pajak for his drafting of

the illustrations.

A National Defense Education Act fellowsblp enabled the

author to devote his full attention to this project; and a grant from

the Caribbean Area Research Program at the University of Florida was

of substantial assistance.

The author's obligation to his wife is iraneasurable . She

not only typed every draft of the manuscript but did so patiently

and in good humor. Equally amazing was her ability to tolerate,

sustain and encourage her husband through the many months spent in

the preparation of this study. Without her complete cooperation the

task of writing this study would have been impossible.
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CHAPTER I

INTRODUCTION

This study Is am attcnpt to blend two things: tha first is

aa exaninatioa of sone of the nain aggregative facts of the Colombiaa

economy during the decade of the fifties; the second is the construc-

tion of a nodel that gives insight to these facts.

The plan of the work is fairly strl^htforward. In Chapters

II, III and IV we shall center our attention on the growth of national

iacone, with special recognition of the role played by Investnent

denaad; on the rapid expansion of the noney supply; and on some of

the nost significant economic aspects of the Colombian banking system

and monetary and credit policies pursued during the decade.

Chapters V and VI construct and apply to the Colombian economy

a theoretical model in the Keynesian tradition in order to demonstrate

the interrelated aspects of Investment demand, savings supply, the

demand for money, and the supply of money. The intention will be

to construct a framework of some value for explaining, and possibly

predicting, experiences in other underdeveloped countries similar

to those of Colombia while, at the same time, relating the theoretical

construct to the Colombian situation between 1950 and 1960.

Of the three appendixes that follow the main body of the study,

the first concerns some technical aspects of the computation of the

official Colombian wholesale price index and presents a method designed



to verify its reliability. The second appendix describes and examines

the Colombian system of national income accounting, and the third

contains the method employed in order to approximate the supply of

money by isolating four primary determinants of the money supply.

At the very outset, it will not be amiss to indicate the

relative magnitude of the variables under study. Thus, Columns 1,

2 and 4 of Table 1-1 Indicate that between 1950 and 1960 the level

of national income rose by 219 per cent, the supply of money by 290

per cent, and the general level of wholesale prices by only 119

per cent. With two exceptions, there were no years during the decade

when all of these three variables did not Increase.

The ratio of national Income to the supply of money, conmonly

called the income velocity of money, exhibited a marked tendency to

decline during the decade of the fifties, as shown in Column 3 of

Table 1-1. Thus, during the period the quantity of money which the

public wished to hold Increased far more rapidly than income. The

generally increasing liquidity of the Colombian economy, as reflected

in the declining velocity of money, served to prevent an even more

2
rapid increase in the price level and the level of national income.

^See APPENDIX A.

2
Since an Increasing price level is an Index of Inflation,

it is generally thought to be undersirable . However, a rapidly rising

level of national Income may also be an indication of inflation. This

is because national income is conceptually the quantity of output

of goods and services times the price level at .-fhich these goods and

services are sold. Consequently, national income may conceivably
rise only in response to rising prices, and, therefore, merely in-

dicate inflation and not a growth of output. This is a particular

danger under conditions of relative supply inelasticity such as existed

in Colombia.



TABLE 1-1

INDEXES OP C0L(»IB1AN NATIONAL INCC»1E , MONEY SUPPLY,
VniOLESALE PRICES, AND REAL CASH BALANCES

AND INCOME VELOCITY, 1950-1960^



As with the declining velocity of money, the increasing level

of real cash balances, or the ratio of the money supply to the level

of v;holesale prices, shown in Column 5 of Table 1-1, also reflected

the generally increasing liquidity of the Colombian economy during

the period under study.

It is clear from these brief statements that the Colombian

economy which emerged from the disruptions of the Second World War

and the immediate post-war period produced a variety of distinguishing

features -- moderate inflation, a rapid increase in the supply of

money, a significant growth in the level of national income -- admixed

with the rise of large government budgets.

Yet the end of the decade of the fifties appears to form a

discernable line of demarcation between the years 1950 to 1960 and

the first third of the 1960's.

While the eleven years since the mid-century point witnessed

the rise of large government budgets in Colombia, government expendi-

tures did not show a tendency to consistently exceed revenues. Indeed,

a majority of the eleven years were years of budgetary surplus. The

opposite has been true since I960. Not only has there been a govern-

ment deficit in every year since 1960, but the size of each annual

deficit has been a multiple of the largest deficit incurred during

the decade of the fifties.

•'see Chapter II,



Similarly, the rate of increase of the money supply, quite

rapid during the 1950*8, has tended to rise slightly since 1960.

Perhaps of more iiiq>ortance, however, has been the significant

rise in the rate of inflation since 19o0. While the level of whole-

sale prices rose only 119 per cent during the eleven years 1950 to

1960, from 1960 to April of 1964 this index rose by a further 116

per cent. Similarly, the cost of living index rose by 161.3 per cent

from 1960 to April, 1964 while during the entire period 1950 to 1960

this index rose by only 94 per cent.

These factors in general and the increasing tempo of inflation

in particular tend to suggest that our analysis be confined to the

period 1950 to 1360, a period of moderate inflation.



CHAPTER II

NATIONAL INCOME

2-1 Introduction

Whether measured In real or money terms, conceived of as In-

come or product, net or gross, or expressed on a total or a per capita

basis, the performance of the Colombian economy between 1950 and 1960

must be viewed as the result of competing and, in some cases, con-

tradictory forces.

On the negative side there were posed a series of obstacles

to economic development. In Colombia, as in most of Latin America,

these factors exerted strong restrictive pressures throughout the

period under study. Six of the most serious obstacles to growth may

be mentioned, while some will require further comment at a later point.

These six impediments were, first, an inadequate knowledge and use

of natural resources; second, a deficiency of Investment In the infra-

structure and for productive purposes-, third, a lack of diversification

of production; fourth, the vulnerability of the internal economy due

to excessive dependence upon the export sector; fifth, the lack of a

large entrepreneurial class and of the corporate form of enterprise;

and sixth, certain prevailing institutions which tended to create

economic bottlenecks, such as the land-tenure system, an inadequate



credit structure, the absence of a stable and competent public ad-

ministration, political instability, and, in sone areas, the lack of

a homogeneous culture.

In spite of these impediments, however, the decade of the

fifties was an encouraging one for the Colombian economy, involving

a mitigation of many of the obstacles to its growth, progressive

industrialization, and far-reaching, radical changes in the basic

economic structure. The structural changes themselves may prove to

be of far greater importance to the future development of the economy

than the growth of real income which occurred during the same period.

The most significant national Income concepts and their cor-

responding values for the years 1^50 to 1960 are summarized in Table

2
2-1. Prom this table it can be seen that the most comprehensive

measure of national income, Gross National Product at market prices,

grew by over 236 per cent if measured in current pesos and by almost

50 per cent if measured in pesos of a constant value. On the other

hand. National Income measured in current pesos rose by almost 220

per cent, and by slightly over 53 per cent if measured in constant

pesos

.

U.S., Congress, Joint Economic Committee, Subcommittee on
Inter-American Economic Relationships, Hearings, Economic Developments
in South America, Appendix C , 87th Congress, 2nd Session, 1^60, pp.
133-135.

2
See APPENDIX B for a brief discussion of the structure of

the National accounts as they now exist In Colombia. The concepts
contained in Table 2-1 conform to this method.



TABLE 2-1

SELECTED NATIONAL INCOME ACCOUNTS IN CURRENT PESOS AND IN

CONSTANT PESOS OF 1958, 1950-1960^

(in millions of pesos)

Year H50 1951 1952 1953

Gross
National Current Pesos 7,777.5 8,843.1 9,570.1 10,b47.7

Product
at Market Constant Pesos

Prices of 1958 15.037.7 15.127.1 16,097.6 17.562.0

Gross
Domestic Current Pesos 7,860.5 8,940.9 9,650.9 10,734.7

Product
at Market Constant Pesos

Prices of 1958 14,688.8 15,146.6 16,102.0 17,081.0

Gross
Domestic Current Pesos 7,400.5 8,345.2 9,003.4 10,006.6

Product
at Factor Constant Pesos

Cost of 1958 13,754.2 14,177.3 15,070.3 15,940.8

Net
Domestic Current Pesos 6,919.9 7,755.6 8,356.4 9,299.0

Product
at Factor Constant Pesos

Cost of 1958 12,561.5 12,812.7 13,631.2 14,351.0

Net Current Pesos 6,836.9 7,657.8 8,275.6 9,212.0

National
Product U50 = 100 100.0 112.0 121.0 134.7

or

National Constant Pesos

Income of 1958 12,260.8 12,539.8 13,395.8 14,088.3

at Factor
Cost 1950 = 100 100.0 102.3 109.3 114.9

^ Sniirro : "Cuentas Nacionales, 1950-1961" (Departamento

de Investigaciones Economicas, Banco de la Republica), pp. 1-3, 12-17,

(Mimeographed.) For method of calculation, see APPENDIX B.



TABLE 2-1- -Extension

1954 1955 1956 1957 1958 1959 1960

12.679.7 13,153.6 14,708.0 17,500.1 20,267.4 23,150.9 26,162.2

19,459.3 19,540.8 20,321.4 20,384.6 20,267.4 21,592.2 22,412.4

12.758.8 13,249.8 14,862.8 17,810.6 20,682.5 23,472.1 26,417.6

18.262.3 18,976.1 19,745.7 20,186.2 20,682.5 22,128.6 23,041.8

11.808.4 12,254.4 13,875.5 16,739.9 19,311.0 21,943.6 24,744.2

16,994.1 17,675.6 18,407.6 18,842.2 19,311.0 20,627.6 21,442.6

11,014.1 11,342.2 12,813.2 15,107.0 lb, 874.

4

19,402.7 22,077.4

15,278.3 15,786.2 16,438.6 16,672.7 16,874.4 18,294.9 19,116.8

10.935.0 11,246.0 12,658.4 14,796.5 16,459.3 19,081.5 21,822.0

159.9 164.5 185.1 216.4 240.7 279.1 319.2

15.055.1 15,579.7 16,193.2 16,272.1 16,459.3 17,956.9 18,861.8

122.8 127.1 132.1 132.7 134.2 146.5 153.8



TABLE 2-2

GROWTH OP NATIONAL INCOME AT FACTOR
COST MEASURED IN CONSTANT PESOS, 1950-1960

10

Year

National
Income
in

Constant
Pesos
of 1958
(in Millions
of Pesos)

(1)

National
Income
in

Constant
Pesos
of 1958:

Annual
Percentage
Increase

(2)

Per Capita
National
Income
in

Constant
Pesos
of 1958^

(in pesos)

(3)

Per Capita
National
Income
in

Constant
Pesos
of 1958:

Annua

1

Percentage
Increase

(4)

1950
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The annual growth of real National Income, or National Income

measured in constant pesos, is shown in Table 2-2, both by total and

as a per capita measurement. The annual average rate of growth of

real National Income between 1950 and 1J60 without consideration of

the growing population was 4.4 per cent, while on a per capita basis

the rate of growth averaged 1.9 per cent.

The latter measurement of real growth may, at first glance,

seem disappointly low. Growth of real per capita National Income

probably does most accurately gauge the state of economic welfare and

the rising standard of living which the population is able to maintain.

Yet as a measure of the strength and output of the economy

as a whole such a concept may contain a serious shortcoming. Real

per capita income may rise only very slowly due to an abnormal popu-

lation expansion. This appears to have been the case in Colombia

where, during the decade of the 1950' s, population expanded by a

fantastic 33 per cent. As a result, the per capita measurement seems

to contain an untoward bias against the performance of the Colombian

economy.

2-2 Structural ChanRe: The Composition of Output and Investment

The trend of industrialization and structural change in the

domestic economy began many years prior to the beginning of the period

under examination in this study and was maintained during this period.

The most obvious evidence of this factor was indicated by the changing

composition of the output of the economy, shown in Tables 2-3 and 2-4.
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While these tables are not directly comparable because of slightly

differing bases of total value, they clearly argue that the structure

of the economy has been undergoing significant and widespread change.

TABLE 2-3

PERCENTAGE COKPOSITION OP THE VALUE OP PRODUCTION
OP GOODS AND SERVICES, MEASURED IN CONSTANT PESOS

OF 1950, BY ECON(»aC ACTIVITIES,
1J25, 1945, 1953^

(in per cent)

Year 1925 1945 1953

Agriculture and Livestock
Mining
Manufacturing
Artisan Industry
Construction
Transport
Energy, Communication,

Public Utilities
Government
Trade, Finance, Services
Personal Income from Rentals
Total Value of Production

38.8 47.0 36.9
1.5
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TABLE 2-

A

PERCENTAGE COMPOSITION OP THE VALUE OF
GROSS DOMESTIC PRODUCT AT FACTOR COST,

MEASURED IN CONSTANT PESOS OF 1958,

BY ECONOMIC ACTIVITIES, 1950-1960^

(in per cent)

Year
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TABLE 2-4 -- Extension

1955
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The opposite trend existed In several economic activities

associated with economic development, the growth of more highly

productive economic activity, and a decreasing reliance on export

activities and raw material production. The Importance of manufac-

turing industry Is, In this connection, most relevant. This type

of activity grew to represent nearly 17 per cent of the value of

all output by 19bO, with a significant Increase in the period 1930

to I960.

Other similar types of activity related to development and

structural change also grew In relative importance. Most significant

in the period before 1J50 was the growth of the transport, trade,

finance and service sectors, while after 1950 the growth of construc-

tion activity was highly important.

Concommitant with the changing relative importance of rural

traditional economic activities and the newer more productive activities

vas a similar pattern of change in the conqjosltion of fixed investment

and in the distribution of the economically-active population. These

changes are reflected in Tables 2-5 through 2-8.

The composition of fixed investment is of strategic importance.

While the total amount of fixed investment (measured in constant pesos

of 1950) increased by 81.8 per cent from the period 1925-29 to the

1945-53 period and by 51.9 per cent (measured in constant pesos of

1958) from 1950 to 1960, the distribution of these gains was not evenly

allocated by economic activity. For example, between 1925 and 1953

investment in agricultural machinery and equipment grew by only 4.6

per cent while investment in Industrial machinery and equipment rose
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TABLE 2-5

PERCENTAGE COMPOSITI(W OF THE VALUE OP
FIXED GROSS INVESTMENT, MEASURED IN

CONSTANT PESOS OP 1950,
BY TYPE OF INVESTMENT, 1 925- 1953^

(in per cent)

36.4
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These same growth patterns continued throughout the olaeteen-

fifties. Most of the investment in machinery and equipment and in

building has come to be in the areas of industry, commerce, trans-

portation, or in public utilities. Government policies pursued

throughout this period have tended to accentuate and foster this

trend. Several of these policies will be discussed at a later point

in this chapter.

2-3 Structural Change: The Pattern of gmployment and the Foreign
Trade Sector

During the same period, beginning in the years after World

War I and continuing until the present time, the pattern of employment

reflected a similar decreasing emphasis on agricultural output and

production for export in favor of employment in Industry, construction,

and the services. As shown in Table 2-7, the percentage of population

engaged in the traditional agricultural sector has considerably de-

creased, while the reverse is most notably apparent in manufacturing

and artisan industry. These same trends continued from 1950 to 1960

with the share of active population employed in industry reaching

15.8 per cent by 1960 (see Table 2-8), an all-time high.

Yet another strain which shaped the performance of the economy

during the decade of the fifties was the relationship between the

value of Colombian exports of goods and services and the Gross National

Product. As can be seen in Table 2-9, such a relationship expressed

as a ratio of the former to the latter shows no marked change of a
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TABLE 2-7

PERCENTAGE DISTRIBUTION OF ACTIVE POPULATION, BY ECONOMIC
ACTIVITIES, 1925, 1945, 1953*

(in per cent)

Year 1925 1945 1953

Agriculture
Mining

(a) Mining Proper
(b) Artisan Mining

Manufacturing
Artisan Industry
Construction
Transport, Communications,

Energy
Trade and Finance
Government
Services
Total Active Population

68.5 59.9 53.8
1.6
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dollars and the latter in teirms of constant pesos. This ratio more

realistically reflects the trend of the capacity of the Colombian

economy to import from abroad. Table 2-9 clearly indicates the rising

capacity to import prior to mid- 1954 and the drastic decline following

the break in the New York price for coffee. The decline in this

ratio indicates a long-run trend operating since 1955 to reduce the

relative contribution of export income to Gross National Product.

Related to this declining ratio has been the failure of the

Colombian economy to diversify its export sector. Much official and

private concern has been expressed in Colombia indicating recognition

of this problem. But no structural reform of the export sector,

tending to reduce its dependence upon coffee sales abroad, was forth-

coming. Coffee exports, valued in terms of current United States

dollars, varied between 83 per cent and 71 per cent of the value of

4
all exports between 1950 and 1960.

A recent study surveyed and ranked 76 countries according to

the dependence which each country placed on its three exports of

highest value (in 1957). In this survey Colombia ranked second (below

Venesuela), with coffee responsible for 77 per cent, petroleum 13

per cent and bananas 5 per cent of all exports. The three commodities

together accounted for 95 per cent of all Colombian exports in 1957.

4 *
Departamento Administrative Nacional de Estadistica, Anuario

de Comercio Exterior (Annual editions, 1959, 1960) (Bogota': Multilith
Bstadinal, 1960, 1961).

^Joseph D. Cappock, International Economic Instability (New York:

McGraw-Hill, 1962), pp. 98-102.
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This situation was remarkably similar to the period 1925-29 when the

three most important exports were the same as those of 1957, and the

percentage contribution of each commodity to total export value was:

70.9 per cent, 14.2 per cent, and 6.1 per cent.

In summary, the basic sources of national Income were gradually

being "disassociated from the external sector, which little by little

lost some of its importance as a motive force in Colombia's economy."

When exports accounted for more than 30 per cent of the gross product

in Colombia (1937) the most important expansionist factor in the

internal economy was the external sector. But the relative importance

of exports has greatly diminished since the inter-war period, due to

Q

the greater relative growth of production for domestic consumption.

The growth of production for home consumption was accomplished

by progressing industrialization , a second outstanding feature of the

Colombian economy. In addition to legislation for tariff protection,

special foreign exchange regulations, and general encouragement by

government, industry largely escaped the impact of the social and

political unrest that adversely affected agricultural production and

other rural economic activities. On the contrary, migration from rural

United Nations, Analyses and Pro lections ... , p. 32.

^Economic Commission for Latin America, "Colombia's Economic

Policy in a Year of Balance of Payments Disequilibrium," Economic

Bulletin for Latin America, I (January, 1956), 54.

^Ibid.. 57.
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to urban areas gave industry the two- fold impetus of a larger avail-

able labor force and a rising demand for manufactured goods.

However, the failure of the economy to diversify its export

sector was to have notable effects on the growth rate and continuing

industrialization of the internal sector. These effects, propitiated

by the progressive decline in the New York coffee price beginning in

the latter half of 1934, began to expert appreciable deflationary

tendencies in the internal sector by 1936.

The accelerated growth prior to 1936 was accompanied (until

mid- 1934) by a rising purchasing power of exports as a consequence of

a favorable trend in the terms of trade. This trend permitted the

rapid and persistent expansion of imports of capital goods required

to sustain an investment coefficient between 20 and 23 per cent of

evailable goods and services during the period 1945-54. But with

the reversal of the trend in the terms of trade, resulting from the

combination of a declining price for coffee in the United States market

and Colombia's excessive reliance upon this commodity for export

earnings, the capacity to import drastically declined from the level

attained in 1954.

9
United Nations, Economic Commission for Latin America,

Economic Survey of Latin America; 1934 (B/CM. 12/362/Rev. 1, July,

1935) (Hew York, 1955), p. 154.

Economic Commission for Latin America, "Colombia's Economic
Policy " 56.

United Nations, Economic Commission for Latin America,
Economic Survey of Latin America: 1955 (B/CN. 12/42 1 /Rev. 1, May,

1956) (New York, 1956), p. 15.
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The declining capacity to Import after 195A contrasted with

a general fiscal and monetary policy directed at maintaining domestic

aggregate demand. The latter had the natural effect of maintaining

and even stimulating pressures in favor of Imported consumption and

investment goods. The intractability of imports in the face of the

declining capacity to import was largely responsible for the balance

of payments crisis which plagued Colombia in 1955 and 1956.

2-4 Economic Policies to Mid-195A

In the remainder of this chapter we shall examine some of the

most significant monetary and fiscal policies operative in Colombia

between 1950 and 1960 which contributed to the growth of income and

to the pattern of structural change. We shall center our attention

on the effects which these policies had on the main sectors of the

economy -- consumption and Investment expenditures and the foreign

balance of trade.

To some extent the policies by which monetary and fiscal

authorities influenced aggregate expenditures between 1950 and I960

were inconsistent and contradictory. This was especially true during

1953 and 1954, the great boom years for coffee exports, when Colombian

coffee generated unprecedented export earnings.

On the one hand there was a partial anti- inflationary policy

instituted by the Banco de la Republica. This took the form of in-

creasing required cash reserves during the period 1952-1954, shortening

12
the term for rediscounts, and implementing general credit restrictions.

^^United Nations, Economic Survey of Latin America; 1954 . p. 154.
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These restrictive measures were supplemented by a moderately

compensatory policy vis-a-vis incomes earned from the export of coffee.

It had been official policy since the devaluation of 1951 to require

the surrender of foreign exchange earned through coffee exports

(i.e.. United States dollars) to the Colombian exchange authorities.

This foreign exchange was then converted into pesos at an effective

rate lower than any of the other three principal buying rates, ^ re-

sulting in a discriminatory (and compensatory) effective exchange

rate.l^

IXiring the first half of 1954, when coffee incomes rose to

their highest level, the government imposed further measures on this

form of income designed to absorb some of the rising Inflationary

potential. These measures were two-fold. First the official surrender

price for coffee exports was increased four times between January and

July, 1954 (from US $86.50 per 70 kilogram bag to a high of US $128

13
International Monetary Fund, Third Annual and Fourth Annual

Report: ExchanRe Restrictions (Washington: International Monetary
Fund, 1952, 1953).

14
The original provision, promulgated on March 20, 1951,

following the official devaluation of the peso from PS. $1.95 = US $1
to PS. $2.50, allowed 25 per cent of the exchange proceeds from coffee
exports to be converted at PS $2.50 and the balance of these earnings
at PS. $1.95. On October 29 of the same year this regulation was al-

tered so as to permit 40 per cent of coffee earnings to be converted
at PS. $2.50 and provision was made for this percentage to be increased
progressively by l^ per cent each month until the PS. $2.50 rate be-

came applicable to the total proceeds (International Monetary Fund,

Third Annual Report . . . p. 71). See below, Table 2-11, Column (5)
for the effective coffee exchange rate in pesos per dollar prevailing
from 1952 to 1958.
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per bag). Against the dollar surrender value the discriminatory

coffee exchange rate was applied.

Second, on March 31 of 1954 a coffee export tax of 50 per cent

was established on the difference between the official surrender

price per bag and a base price equivalent to US $105 per bag (later

raised to US $115). However, it could be argued that the special

tax was imposed too late because the peak dollar price for coffee had

already been reached during the month of March.

These policies -- freezing the coffee exchange rate, mani-

pulating the surrender value, and varying the special tax -- all were

designed to dampen the full inflationary impact of the rapidly climbing

New York price for coffee. Yet the coffee policy was partially self-

defeating and not nearly as financially restrictive as it appeared.

Part of the proceeds of the 'coffee differential" and special

coffee tax accrued to the Pondo Nacional del Cafe" (National Coffee

Pund) . (The Pund received all of the proceeds from the special coffee

tax in 1954.) The Pund was required, in turn, to deposit 85 per cent

of its receipts in the Banco Cafetero. These parts of coffee income

were, therefore, not by any means frozen; they helped to finance rural

investment as well as the accumulation of coffee inventories in the

15
crop year 1954/55.

^^nited Nations, Economic Commission for Latin America,
Economic Survey of Latin America; 1957 (E/CN. 12/489/Rev. 1, 1959)
(New York, 1959), p. 159.
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Also during this period of time a fiscal policy of budgetary

deficit was partially negating the restrictive policies. In both 1953

and 1954 the national government ran a budgetary deficit, with that

of 1954 exceeding by more than three times the deficit of the pre-

ceding year. ° These deficits were financed by the Banco de la

Rep(iblica, thus contributing to the increase of money in circulation.

In fact, there was a persistent and rapid expansion of the money

supply during every year of this period, except 1951.^ The expanding

money supply, of course, had the natural effect of stimulating in-

ternal purchasing power and aggregate demand.

In addition to the inconsistent nature of these monetary and

fiscal policies relative to total demand, these policies also had an

effect on the distribution of aggregate demand between consumption

and investment. The special treatment of coffee income tended to re-

duce consumption demand (by the coffee growers and exporters) and to

stimulate investment demand through the activities of the Banco Cafetero,

Similarly, the budget deficits incurred during this period did not

serve to increase "government consumption," but rather provided a

means of financing government and quasi-public investment programs.

The result of the changed structure of aggregate demand is reflected

in Table 2-10. As a share of Gross National Product at market prices.

The Colombian national government incurred a deficit of 30
million pesos in 1953 and 109 million in 1954. The latter deficit
was approximately 10 per cent of all national government expenditure
Csee, International Monetary Fund, International Financial Statistics .

(1953-1955)]].

^^See Chapter IH.
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private consumption reached its lowest level -- 70.8 per cent -- in

1934, while investment expenditures were notably rising.

2-5 Economic Policies after Mid- 1954

The coffee boom, however, began to subside by late Spring of

1954, and the level of coffee export earnings (in dollar terms) de-

clined. As a result, during the second half of 1954 the Colombian

government began to initiate a series of fiscal and monetary policies

designed to maintain the internal purchasing power of the coffee sector

and to neutralize, by means of credit and public expenditures, the

18
deflationary effects of declining export earnings.

Two particular policies were appropriately reversed after the

decline in coffee earnings began in 1954. These policies were the

countercyclical management of coffee incomes and the Import restrictions

placed on consumption imports.

The total value of current Imports had begun to rise precipi-

tously by 1953 in response to rising export earnings. By February,

1954 the government eliminated the prohibited list of Imports. A large

percentage of the increased Imports during the 1953-54 period were

durable and semi-durable consumption goods, a fact that some Colombian

19
economists felt was an undesirable use of foreign exchange. However,

^°Economic Commission for Latin America, "Colombia's Economic
Policy..., 58.

^'cf. Dulcy Garces Molina, Meroorfa. Primer Congreso Wacional

de Economistas . Document No. 20: Proceso Historico del Problema
Cambiario en Colombia (Bogota: Sociedad Colombiana de Economistas,

1958), pp. 5-6.
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the apparent official Intention was to absorb part of the rising coffee

incomes, so as to reduce internal inflationary pressures.

As the coffee market changed in the course of 1954 the volume

of imports grew menacing, and it became official policy to inhibit

them. The new restrictions initiated in late 1954 were measures

adopted primarily to reduce imports of luxury and other consumption

iuqports. Investment imports were largely uneffected.

Thus, the effect of the new exchange regulations was to divert

an increasing share of total consumption demand into the domestic

market. The diversion of this consumption demand naturally served

to stimulate domestic demand for investment goods. This fact, plus

the special treatment allowed investment goods imports in the foreign

exchange market, tended to maintain the higher relative importance

of investment as a percentage of Gross National Product.

Countercyclical management of coffee income required a reversal

of the existing policy after mid- 1954. Initial government action took

the form of reducing the coffee surrender price and temporarily eli-

minating the special 50 per cent export tax on coffee. This took place

20
in mid-October, 1954. More direct action followed in February, 1955,

when the "coffee differential" was entirely eliminated. This meant

that the PS $2.50 rate of exchange thereafter applied to all coffee

exports

.

20
International Monetary Fund, Sixth Annual Report; Exchange

Restrictions (Washington: International Monetary Fund, 1955), p. 98.
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(The 1955 exchange regulations also created a broad free ex-

change market where foreign exchange earnings on most exports -- not

including coffee -- could be converted at a rate higher than that pre-

vailing in the official market. The creation of this new rate -- the

"fluctuating free market rate" -- was virtually equivalent to a de-

valuation. By December 31, 1935 the official buying rate for dollars,

which applied to exports of coffee, petroleum and a few other goods,

was still PS $2.50, while the fluctuating free rate had depreciated

to PS $4.15.)21

The actual level of income generated in the coffee sector,

which is one of the most important sectors in the Colombian economy,

is significantly dependent upon the effective coffee exchange rate,

as well as world market coffee prices and the volume of exports.

Table 2-11 illustrates the determination of this income.

As a result of the elimination of the "coffee differential"

in 1955, the average effective coffee exchange rate for the year was

higher than in 1954. This increase in the effective exchange rate

largely balanced the effect of the decline in dollar export values,

and the peso value of legal exports of coffee showed only a small de-

cline in 1955.

21
International Monetary Fund, Seventh Annual Report: Exchange

Restrictions (Washington: International Monetary Fund, 1956), p. 83.
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TABLE 2-11

FACTORS INFLUENCING THE PESO VALUE OF COFFEE EXPORTS

AND THE INTERNAL INCOME OF THE COFFEE SECTOR,
1952-1958*
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TABLE 2-11 -- Extension

Estimated
Export
Price
(P.O.B..
Pesos per
70 kg. Bag)

((2) X (5))

(6)

Estimated
Export
Value
(Millions
of Pesos)

((3) X (b))

(7)

Rough
Allowance
for Investment
in Inventories
and Contraband
(Millions of

Pesos)

(8)

Total
Income of

Coffee Sector
(Millions of

Pesos)

(9)

186
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This year also marked the beginning of large scale illegal

coffee exports because of the rise in the "free market" exchange

rate. With the free market" rate over PS $4.00 while the official

rate, applicable to legal exports of coffee, remained pegged at PS

$2.50, it became increasingly profitable to avoid the surrender of

United States dollars at the official rate.

The Colombian government continued to maintain the purchasing

power of the coffee sector of the economy throughout the balance of

the decade. This is clearly reflected in the rising effective ex-

change rates applicable to coffee export income. The continuous rise

in this rate was effected not only through adjustment in the official

exchange rate itself, but also by the permanent elimination of the

special coffee tax and by adjusting the coffee surrender price to the

fluctuations in world coffee prices.

In response to a temporary strengthening of the world coffee

market in 1956 the surrender price was slightly raised from the low

level it had reached during 1955. However, a small percentage of the

surrender value was now allowed to be converted into pesos at a rate

23higher than the official rate of PS $2.50. Therefore, the restrictive

effects of the increased surrender price were negated and the effective

exchange rate for coffee exports continued to rise.

22
United Nations, Economic Survey of Latin America; 1957 . p.

156.

23
International Monetary Fund, Eighth Annual Report; Exchange

Restrictions (Washington: International Monetary Fund, 1957), p. 88.
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During the following years, world co£fee prices continued to

weaken, the coffee surrender price was regularly lowered: once in

1957, four times in 1958, and once in 1959.

The Pederaclon Nacional de Cafeteros (National Federation of

Coffee Producers), a semi-official organization, lent further support

towards maintaining coffee incomes. The Federation initially began

to support internal coffee prices in the latter part of 1954 by buying

from domestic coffee producers at quotations based on the previous

high export prices.

The Federation made heavier purchases in the domestic market

during the first half of 1955, when there was a strong contraction of

coffee exports, drawing upon the Fondo Nacional del Cafe", which it

administers, and on credit from the Banco de la Republica. During

the latter half of 1955, however, a considerable proportion of the

legal coffee exports came out of the Federation's inventories, so that

the peso incomes actually reaching the coffee growers and producers

24
was not notably higher in 1955 than in 1952 or 1953.

The Federation continued to support the coffee market and to

maintain the internal purchasing power of the coffee sector in 1957.

Continuous support of the coffee market by inventory purchases becaaie

impractical, however, by 1958. During that year a new coffee policy

was adopted under which exporters of coffee were required to deliver

to the National Federation of Coffee Growers, without compensation,

24
United Nations, Economic Survey of Latin America: 1957 .

p. 156.
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a quantity of coffee equivalent to 15 per cent of excelso coffee in-

25
tended for export.

This new policy was not apparently designed to reduce the

purchasing power of the domestic coffee sector because, at the same

time that the new tax in kind was instituted, the minimum surrender

price for coffee exports was also reduced. Furthermore, the minimum

surrender price was subsequently reduced three more times during the

some year.

When New York coffee prices began to recede in mid-195A and

dollar export earnings began to decline, the Colombian government, as

we have seen, initiated a series of counter-deflationary policies de-

signed to maintain domestic income at a high level. In some cases,

however, the inflationary policies appropriate after mid-1954 were

already in existence prior to the middle of that year (at which time

they were contrary to deflationary needs of the time).

Monetary expansion had been very rapid prior to mld-1954.

It continued through the balance of the year, through 1955, and through-

out the remainder of the decade without Interruption. However, the

rate of growth of the money supply in the post- 1954 period never again

attained the rate of expansion achieved from 1951 to 1954. Further

discussion of the money supply and monetary policy will be postponed

until the following chapter.

25
International Monetary Fund, Tenth Annual Report: Exchange

Restrictions (Washington: International Monetary Fund, 1959), p. 92.
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Fiscal policy had also been expansionary prior to iiitd-1954

and budget deficits had occurred in both 1953 and 1954. This policy

was continued and intensified in the two years after 1954. In fact,

the size of the budget deficit increased with each year from 1953

to 1956.

The budget deficits of these four years are significant, how-

ever, for reasons aside from their absolute size. In addition to any

official considerations stemming from the desire to maintain private

domestic purchasing power, these deficits should be viewed in the con-

text of a general and longstanding policy of industrialization. The

expenditure pattern which underlay the budgetary deficits during these

years dictates this conclusion.

From 1953 to 1960 government expenditures were increasingly

dominated by investment in fixed capital goods and public works. This

is reflected in the allocation of total expenditures by government

ministries. During the years of deficit, 1953 to 1956, the entire in-

crease in total expenditures by the national government was absorbed

by two ministries -- the Ministry of Development and the Ministry of

26
Public Works. (Expenditures by the latter ministry rose by three

hundred per cent from 1952 to 1956, at which time they accounted for

approximately one- third of all government expenditures.) Even though

the national budget again showed a surplus in 1957, 1958 and 1959, the

Ministries of Development and of Public Works continued to absord a

26
Departamento Admlnistrativo Nacional de EstadiTstica, Anuario

General de Estadfstica. Colombia , (Annual editions, 1952 to 1960)
(Bogotal Multilith Estadinal, 1954-1962).
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higher percentage of total expenditures than in the years prior to

1953. Investment expenditures remained high through the balance of

the decade.

The emphasis on direct public investment by the national

government was parallelled by its' encouragement of private investment.

This policy, as has already been noted, was implemented primarily

through special treatment of capital and investment goods imports in

the foreign exchange market.

We have seen that restrictions on the free importation of luxury

and consumption goods were implemented shortly after the reversal of

the coffee export market in mid- 1954. As a result, the composition

of Colombia's imports began to radically shift in favor of investmentt

and capital goods, especially in 1955 and 1956.

These variations in the structure of imports, together with

other measures to stimulate private investment, the generally ex-

pansionist monetary and fiscal policies described above, and the growing

volume of direct government investment, contributed greatly to the

maintenance of the high volume of investment characteristic of the

years 1953 to 1956. The relative success of these measures is re-

flected in the sharp increase in gross capital formation as a per-

centage of Gross National Product between 1953 and 1956 (see Table

2-10).

2-6 Economic Policies and the Balance of Payments

However, a further consequence of these policies was less en-

couraging. The high rate of public expenditures and investment.
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compensatory treatment of coffee incomes, special exchange provisions

for capital goods Imports, and inflationary monetary and fiscal poli-

cies in general had, since 1934, tended to counteract the deflationary

influence of external conditions. As a result there was continued

pressure on the demand for imports long after the decline in Colombia's

capacity to import.

As a result, 1953 to 1956 were years of deficit in the balance

of payments, as well as of deficit in the national budget. We have

seen that a generally lenient policy towards all imports prevailed in

1953 and the first half of 1954, designed to reduce domestic inflationary

pressures. The large deficits which occurred after mid- 1954 to 1956

were "essentially due to the fact that imports did not decline for

over two years after the coffee boom began to subside in 1954.
"

In Colombia movements of gold and foreign exchange reserves

have been the traditional method of covering such negative balances.

However, by 1956 these reserves, largely utilized to cover the deficit

in 1955, fell too low to continue financing the deficit. As an alter-

native, trade debts were accumulated. By the end of 1956 trade arrears

totaled over US $200 million, representing US $60 million more than

28
the country's aggregate gold and foreign exchange holdings.'"

^''united Nations, Economic Survey of Latin America; 1957 .

p. 151.

^®United Nations, Economic Commission for Latin America,

Economic Survey of Utin America: 1956 (E/CN. 12/427/Rev. 1, 1957)

(New York, 1957), pp. 42-44.
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For these reasons, plus Colombia's faltering credit abroad

and the depreciating value of its peso in the international money

market, the government instituted a severe austerity program by the

end of 1956. Consequently the value of investment purchases from

abroad began to decline in the second half of 1957, the rate of

capital formation in the economy slackened, and the rate of real

growth began to decline.

2-7 Conclusion

In this chapter we have attempted to demonstrate and examine

the fact of continuing structural change and industrialization in

Colombia during the decade of the 1950's. For that reason, it was

necessary to explore some of the most important economic policies

which affected the demand for consumption goods and the demand for

investment goods. The analysis of these two types of demand will

form the basis of our discussion of the investment- demand and savings

supply schedules in Chapter VI.

The growth of income, both real and monetary, was necessarily

affected and, to some degree, shaped by the degree of monetary expansion

and the monetary and credit policies which prevailed in Colombia during

the decade under study. The following two chapters will attempt to

describe and analyze this expansion and some of the most important

financial policies of the period.



CHAPTER III

THE SUPPLY 07 MONEY

3-1 Types of Banking Institutions and Bank Deposits

Several types of 'banking institutions," in the broadest

sense, existed in Colombia during the decade of the fifties. These

institutions may be grouped into four general categories: Colombia's

central bank, the Banco de la Republica; the commercial baiks, both

national and foreign; the savings banks, strictly limited in their

operations to the accumulation and subsequent investment of private

savings accounts; and, the various specialized credit institutions,

usually publicly-owned and semi-autonomous entities formed to meet

the credit needs of those economic sectors not adequately served

by the commercial banking system (e.g., agriculture, livestock,

coffee)

.

The Banco de la Republica, organized under Law 25 of 1923,

was granted a legal monopoly on banknote issuance. The hand-to-hand

money in circulation is composed almost exclusively of these banknotes,

The remainder of the money in circulation is composed of small amounts

of treasury money -- national banknotes, silver certificates, silver

coins, and copper-nickel coins.

^Ley 25 de 1923, in: Carlos Julio Angel (ed.), LegislacTon

Bancaria Colomblana (Bogota: Editorial Minerva, 1959), p. 12.

42
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The total stock of moaey In circulation is the sum of all

hand-to-hand money in circulation plus one or more of the various

types of bank deposits which exist in Colombia. These types of

deposits were originally defined in Law 43 of 1923, the companion-

piece to the central bank legislation.

All types of bank deposits were divided, by Law 45, into

three categories: term (depositos a termino); demand (depositos

exigibles); and, savings deposits (depositos de ahorros). The first

type of account was defined as a deposit withdrawable only after 31

days and upon which interest is paid to the depositor.

The second type, demand deposits, may be withdrawn within 30

2
days of deposit and is non- interest-bearing. However, of great legal

and economic importance is the subdivision of "demand deposits" in

general into two categories. The most important of these is the sight

(a la vista) or current account (cuenta corriente) deposit, which is

virtually equivalent to what is consnonly known as a checking deposit.

The other type of demand deposit is the order (a la orden) deposit,

which is not withdrawable by check but is freely available to the

depositor at any time.

In some respects, savings deposits, the third type of deposit,

are very similar to term deposits insofar as they are interest-

bearing and, at the discretion of the Directors of the central bank,

may not be withdrawn without prior notice. In fact, however, these

similarities can be misleading because savings deposits are legally

distinct from all other types of bank deposits in several important aspects,

^Ley 45 de 1923, in: Angel, p. 23.
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Orlglaally, only chartered savings banks were able Co mainCaia

savings deposits. Prior to 1949 the Caja Colomblana de Ahorros, a

government- ovmed autonomous Institution, had a near monopoly on savings

deposits. In 1950, however, commercial banks were permitted to open

and expand special savings departments. The growth of savings accounts

maintained in commercial banks during the 1950 's was very rapid.

Whether deposited in the savings banks or in the special savings

sections of the commercial banks, all funds accumulated in the form

of savings accounts were required by law to be invested in certain

specified documents. This mandatory investment has been almost en-

tirely in governmental debt and in mortgage bonds, particularly in

those of the government-owned Banco Central Hipotecario.

3-2 Alternative Money Supply Concepts

The multiplicity of the types of bank deposits in Colombia

poses the very interesting question of which type or types of deposits

to include, with the amount of hand-to-hand currency in circulation,

in the computation of the stock of money.

The possibility exists that one or more of the relatively

"Inactive" types of bank deposits may displace the holding of checking

deposits to satisfy the store-of-value function of money. The newly-

created 'inactive" deposits do not purchase any goods or services,

but in satisfying the store-of-value function they do serve to diminish

the demand for money used in exchange and, therefore, to Increase the
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velocity of circulation. "The liquidity preference demand for money

that Keynes developed Implies the existence of money assets that are

not necessarily exchange media. "^

In terms of the types of bank deposits which exist in Colombia,

the problem is whether or not to include checking deposits only;

checking plus order deposits; checking, order, term, and savings

deposits. Table 3-1 summarises the various possibilities in terms

of four hypothetical stocks of money. Several relevant observations

may be made on the data presented in this table. First is the obvious

quantitative importance of money and bills outside banks plus checking

deposits. That is to say, order, term, and savings deposits are all

quite small relative to amounts of money, bills, and checking deposits

outstanding.

Possibly of more significance, however, are the growth rates

demonstrated by each hypothetical money stock. Table 3-1 indicates

that the rates of growth of each money stock concept were greater

the more inclusive the concept of the money stock. The rates of

growth for all concepts were, however, remarkably similar. Undoubtedly,

a great deal of this similarity may be accounted for by the quanti-

tative dominance of one money stock: money, bills, and checking

3
-'Richard H. Timberlake, Jr. "The Stock of Money and Money Sub-

stitutes, ' The_SouthernJ|conoml£_Joi^ XXX (January, 1964), 253.
Some preliminary research was done by the author to examine the pos-
sible inclusion of non-monetary financial assets (e.g., policy re-
serves of life insurance companies, government securities held by non-
bank investors, etc.) in the stock of money. Unfortunately, it was
discovered that data concerning these types of assets are either
completely lacking or insufficient for the formation of any conclusions.
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TABLE 3-1

POUR ALTERNATIVE STOCKS OF MONEY, 1950-1960*

Year 1950 1951 1952 1953

Money and Bills Outside Banks Plus
Checking Deposits of Public in all
Banks in Millions of Pesos'' 970.7 959.1 1185.5 1363.9

(1)

Column (1) 1950 - 100 100.0 98.8 122.1 140.5

(2)

ColuBin (1) plus Order Deposits in

all Banks in Millions of Pesos'^ 1074.2 1129.7 1312.8 1492.8

(3)

Column (3) 1950 = 100 100.0 105.2 122.2 139.0

(4)

Column (3) Plus Term Deposits in

all Banks in Millions of Pesos^ 1118.5 1183.8 1378.4 1583.3

(5)

Column (5) 1950 - 100 100.0 105.8 123.2 141.6

(6)

Column (3) Plus Savings Deposits in

all Banks in Millions of Pesos'^ 1222.2 1303.0 1535.6 1772.3

(7)

Column (7) 1950 = 100 100.0 106.6 125.6 145.0

(8)

^Source ; Revista del Banco de la Republica (1950-1961).

Does not Include Official Deposits in the Banco de la

Republica or the check float. Annual averages of 12 months.

'^Order, Term, and Savings Deposits are annual averages based
on January, April, July, and October, equally weighted.



47

TABLE 3-1 -- Extension

1954 1955 1956 1957 1958 1959 1960

1664.4 1808.5 2131.7 2594.1 3024.5 3536.3 3786.1

171.5 186.3 219.6 267.2 311.6 364.3 390.0

1824.3 2051.2 2630.5 3099.4 3358.4 3884.5 4267.2

169.8 191.0 244.9 288.5 312.6 361.6 397.2

1948.2 2198.4 2832.1 3292.3 3512.2 4016.6 4480.3

174.2 196.5 253.2 294.3 314.0 359.1 400.6

2181.7 2487.2 3170.8 3692.2 3985.9 4564.9 5094.8

178.5 203.5 259.4 302.1 326.1 373.5 416.9
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deposits. This helps to account for the fact that while the rates of

growth of each money stock concept were very similar, the rates of

growth of each type of deposit were not equally similar.

The growth of order deposits between 1950 and 1960 was highly

uneven, being positive in five years, negative in two years, and

without change in three years. Term deposits grew at a more even

rate, at least until 1956. Prom that year until 1959 these deposits

actually declined, but began to increase again in 1960. The most

constant, and also the most rapid, rate of growth of all types of

deposits was that of savings deposits. Undoubtedly, this was caused

by the expansion of bank facilities legally permitted to accept this

form of deposit. The rate of growth of checking deposits was, after

1951, almost parallel to the growth of savings accounts. The net in-

creases in the amounts maintained in each type of deposit between 1950

and 1960 were as follows: for checking accounts, 384 per cent; order

deposits, 365 per cent; term deposits, 381 per cent; and, for savings

deposits 493 per cent.

Clearly, the overall growth rates of each type of deposit

were far more similar than were the year-to-year changes in these

accounts

.

3-3 The Money Supply

On balance, it appears that very little would be lost or gained

by the inclusion of order, term, or savings deposits in the stock of

money. Therefore, we shall restrict oar attention in the remainder
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of this study to the orthodox definition of the stock of money: money

and bills outside banks plus the total checking deposits of the public

in all banks.

Table 3-2 illustrates in a more detailed manner the growth

of the stock of money between 1950 and 1960. This table, computed on

the basis of the stock of money at the end of each year, shows that

the rate of increase of checking deposits exceeded the rate of growth

of currency expansion during the years 1950 to 195A, and that the

amount of money and bills in circulation actually declined during

1950, the only year in which either component of the money stock did

not increase.

IXiring 1955 both currency and checking deposits grew at the

same rate, but in 1956 and 1957 the rate of increase of the former

exceeded that of the latter, the reverse of the situation between

1950 and 1954. The last three years of the period under study saw

both currency and checking deposits expanding at approximately the

same rate. The increase in each component of the money supply from

the beginning of 1950 to the end of 1960 -- 478 per cent for checking

deposits and 230 per cent for money and bills outside banks -- re-

flects the greater number of years in which checking deposits increased

more rapidly than did currency in circulation.

3-4 The Determinants of the Money Supply

A more interesting and meaningful discussion of the rapid

expansion of the money supply in Colombia may be achieved through an
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TABLE 3-2

COMPOSITI(W OF THE MONEY STOCK AT END OP YEAR,
1949 - 1960*

(la millions of pesos)
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TABLE 3-2 -- Extension

Total Checking Total
Vault Money Deposits Checking Checking
Cash and Bills o£ Public Deposits Deposits
In all outside In the of Public of Public Money
Banks Banks Banco de la In Other In all Banks Supply

(3) + (5) (3) + (6) Republlca Banks (8) + (9) (7) + (10)

(6) (7) (8) (9) (10) (11)

25.9
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examiaation of the relative qaantitative importance of the most signi-

ficant determinants of the money supply. These determinants were (1)

the level of international reserves; (2) the amount of Treasury

currency in circulation; (3) the "net effect of the Banco de la

Republica,' the Colombian central bank; and (4) the "net effect of

other banking institutions." "Other banking institutions" include

all commercial banks, both foreign and national; the Banco Cafetero;

the Banco Ganadero; the Caja de Credit© Agrario, Industrial Minera;

the Caja Colombiana de Ahorros prior to its absorption by the Caja

Agraria in November, 1955; the Banco Prendario Nacional prior to

December, 1957 at which time it was absorbed by the Banco Popular;

the Banco Popular; and the various small, privately-owned savings

banks.

In the case of the latter two categories -- "net effect

of the Banco de la Republica" and "net effect of other banking in-

stitutions" -- "net effect" has been defined as the sum of credit plus

other assets minus non-monetary liabilities. Credit, other assets,

and non-monetary liabilities were determined by a compilation of the

relevant balance sheet items of the Banco de la Republica and of the

other banking institutions mentioned above.

See APPENDIX C. This method of arriving at the deter-

minants of the money supply closely parallels a similar analysis of

the Colombian money stock during 1960, 1961 and the first part of 1962,

in: Jorge Ruiz Lara and Martha Fernandez R. , La Expansion Monetaria

de 1960 a Marzo de 1962 ("Centro de Estudios Sobre Desarrollo Economico,'

Monograffa No. 15, Bogota': Unlversidad de Los Andes, 1962), pp. 1-5

and 34-37.
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It can be seen that the supply of money in circulation can be

closely approximated, as in Table 3-3, by aggregating the four major

determinants of the money supply. Table 3-4 presents the same data

as that contained in Table 3-3, with the data converted into the

form of index numbers.

It will be useful to summarize the most significant character-

istics of these determinants of the Colombian money supply as an in-

troduction to the discussion in Chapter IV of money and credit policies

from 1950 to 1960.

Excluding Treasury currency, which was not influenced by

fluctuations in the level of international reserves or by the volume

of credit, the remaining three categories reflect the sources of

monetary expansion. Of these three groupings, one is related to the

external sector -- international reserves -- and two reflect the

Internal sources of the growth of the money supply.

As indicated in Tables 3-3 and 3-4, there was no decrease in

the total money supply in 1950 corresponding to the decline in inter-

national reserves during that year. IXirlng the following four years

both the level of international reserves and the total money supply

grew rapidly. However, it Is significant that the rate of increase

of the former exceeded that of the latter, an indication that the of-

ficial policy designed to dampen the inflationary effects of rising

coffee export prices met with some degree of success.

During 1955 the slight decline in the total supply of money

was largely due to the declining level of international reserves.
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TABLE 3-3

THE DETERMINANTS OF THE MONEY SUPPLY

ON DECEMBER 31, 1949-1960*

(in millions of pesos)

Year
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TABLE 3-3 -- Extension

1954 1955 1956 1957 1958 1959 1960

525.7 297.5 360.3 389.4 425.8 560.9 423.6

345.2



5b
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although the net effect of the Banco de la Republica was moderately

deflationary in this year also.

That year, however, was the last in which the level of inter-

national reserves decisively affected the growth of the money supply.

Prom 1956 through 1960 the total supply of money was apparently only

slightly influenced by the level of international reserves: the latter

expanded more rapidly than the former in 1956, 1957 and 1958. In

1959 there was a sharp increase in the level of international reserves

but no noticeable change in the rate of growth of the total money

supply from the preceding three years. Total money supply continued

to grow at this same rate in 1960 although the level of international

reserves fell sharply.

Thus, particularly in the years since 1955, we are able to see

the monetary consequences of the government policies, discussed in

the previous chapter, which attempted to isolate the internal economy

from fluctuations occurring in the external sector.

The direction of change of the net effect of the Banco de la

Republica closely parallels the direction of change in the level of

international reserves from the end of 1949 through 1959. Nineteen

fifty three was the only notable exception to this rule, when the

level of international reserves was rising rapidly while the net effect

of the Banco de la Republica was deflationary. This is illustrative

of a significant difference between these two influences over the

supply of money.
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V«/hile it is true that the directions of change of the level

of international reserves and of the net effect of the Banco de la

Republica were generally the same until 1960, the rate of growth of

the latter was considerably less than the rate of increase of the

former from the end of 1950 to the end of 1954. The slower growth

rate of the net effect of the Banco de la Republica was, apparently,

in response to the official policy aimed at reducing the inflationary

effects of the rising level of International reserves. This largely

explains why the rate of growth of the total money supply during these

years was less than the rate of increase of international reserves.

(Unfortunately, the countercyclical policy Influencing the Banco de

la Republica did not extend to the other banking institutions. The

net effect of these institutions was strongly expansionary during

this period.)

During 1955 the rate of decrease in the net effect of the

Banco de la Republica was considerably less than that denonstrated by

the level of international reserves, a further countercyclical adjust-

ment which helps to explain why total money supply contracted only

slightly while the level of international reserves declined drastically.

Between 1958 and 1960 the net effect of the Banco de la Repub-

lica and the level of international reserves tended to become increasingly

independent of each other. The former increased sharply in 1958 while

the rate of increase of the latter was very moderate. In 1959 these

trends were reversed. In 1960, for the first time since 1953, these
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two monetary determinants moved in opposite directions: the level

of international reserves declined sharply while the net effect of

the Banco de la Republica increased at a rate exceeding that of 1939.

In 1956 and 1957 the total supply of money and the net effect

of the Banco de la Republica increased at a very moderate rate. How-

ever, within the accounts of the Banco de la Republica an important

new factor developed in 1937. During this year credit of the Banco

de la Republica rose by almost 100 per cent. However, the net

effect of the central bank increased by only 3.5 per cent. This was

due to the fact that non-monetary liabilities grew 147 per cent.

The growth of non-monetary liabilities during this year was

caused primarily by the increase in order deposits of Juridical

entitles and other official entities, and other official deposits,

which together rose from less than PS $21 million at the end of

1956 to over PS $366 million at the end of 1957. The hugh increase

in these deposits was, in turn, apparently caused by the accumulation

in the central bank of large amounts of cash deposits which were re-

quired as a prerequisite for the registration of imports. (In 1937

these "prior cash deposits" were equal to 100 per cent of the peso

value of the imported good.)

As shown in Table 3-5, central bank loans and discounts to the

national government and other official entitles varied between zero

^The original purpose of the prior import deposit "has normally
been to discourage imports by increasing their cost as importers are

forced to obtain additional financing to make the deposits. But the

system also has the effect of temporarily absorbing liquidity...."
[jugene A. Bimbaum and Moeen A. Qureshi, "Advance Deposit Requirements
for Imports," International Mtonetary Fund Staff Papers . VIII (November,

1960), 116J
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and 22.6 per cent of all Banco de la Republlca lotins and discounts.

On the other hand, central bank investment in documents of public debt

absorbed between 38 per cent (in 1958) and 82 per cent (in 1953) of

all Banco de la Republica credit. The years in which this type of

investment accounted for the greatest share of all central bank

credit, from 1953 to 1956, were also years of budgetary deficit. The

rate of increase in investment in public debt was very uneven from

1950 to 1960, but the years of greatest increase were the same years

in which this type of investment absorbed the greatest share of all

central bank credit.

There was no marked expansionary consequence in the net effect

of the Banco de la Republica during these years, however, with the

exception of 1954, because of the fact that loans and discounts of

the Banco de la Republica remained low. During 1957 these loans and

discounts began to expand rapidly, mainly to private borrowers. As

a consequence, investment in public debt began to decline as a per-

centage of all Banco de la Republica credit. There was no quantitative

decline in this type of investment in 1957. As we have seen, the net

effect of the Banco de la Republica was not notably expansionary during

this year due to the sharp rise in non-monetary liabilities of the

central bank.

The rate of increase exhibited by the net effect of other banking

institutions between 1950 and 1960 was almost constant, as was the rate

of growth of the total money supply. However, the former grew far more
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rapidly than the latter, so that the net effect of other banking in-

stitutions came to progressively domloate, in a quantitative sense,

the total money supply.

During the entire decade there was little or no correspondence

between the net effect, credit, other assets or non-monetary liabilities

of other banking institutions and the level of international reserves.

The net effect of other banking institutions was entirely

responsible for the increase in the total supply of money in 1950,

during which time both international reserves and the net effect of

the Banco de la Republica were contracting. An expansionary net effect

of other banking institutions also largely offset declining international

reserves in 1955 and 1960.

Quantitatively, the amount of total loans extended by other

banking institutions was the greatest expansionary factor contributing

to the growth in the net effect of these institutions in 1950, 1955,

and 1960. Also during these same three years the percentage of all

central bank loans and discounts absorbed by other banking institutions

sharply increased. Table 3-5 indicates that these loans and discounts

rose from 71.1 per cent of all Banco de la Republica loans and discounts

in 1949 to 81.9 per cent by the end of 1950, from 62.3 per cent in

December, 1954, to 79.8 per cent at the end of 1955, and from 41.2

per cent in 1959 to 47.9 per cent in 1960.

The relationship between loans and credit extended by other

banking institutions and the loan and discount operations of the
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central bank is a significant factor to be considered in the following

chapter.

This synopsis of the Colombian monetary expansion between 1950

and 1960 lays a suitable and necessary background for an examination

of some of the salient features of the banking system in Colombia

and for an analysis of the credit and monetary policies pursued during

the decade.



CH/IPTER IV

THE BANKING SYSTEM AND MONETARY AND CREDIT POLICIES

4-1 The Structure of the BapktnR System

We have seen that the Colombian banking system is essentially

composed of four distinct types of institutions: the central bank,

the commercial bank, the savings banks, and the specialized credit

institutions. But perhaps the most striking feature of this system

during the decade of the fifties was the multiplicity of official

policies and legislative acts which regulated the financial institutions.

Moreover, these agencies, policies, and acts were often con-

tradictory and incompatible with each other. This phenomenon is, in

itself, not unusual and, for example, exists to some extent in the

United States: "Legislation at one time will reflect predominantly

a given point of view; at another, a quite different one. In the end,

Institutions and legislative regulations have emerged which are funda-

mently (jsic^ inconsistent."^ An understanding of the operation of

these inconsistent elements is basic to a grasp of the Colombian

monetary and credit experiences during the 1950'8.

^Lloyd W. Mints, Monetary Policy for a Competitive Society
(New York: McGraw-Hill, 1950), p. 183.

64
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While the structure of the commercial banks Is similar to

that of the United Kingdom or Canada, the organization of the central

bank and Its relation to the commercial banks are modeled after the

Federal Reserve System In the United States. However, the growing

importance of the specialized, semi-autonomous credit institutions

appears to be essentially an Indigeneous phenomenon.

In Colombia, the administration of public finances originates

in the decisions of the Minister of Finances. This office wields

final authority in the determination of the national budget, import

and export policies, the flow of bank credit, the selection of in-

vestments, the capital market, and the policies of the financial

3
institutions

.

Subordinate to the Minister of Finance is the Banco de la

Republica, which administers his policy. This line of authority is

insured by the fact that the Minister of Finance is a member of the

Board of Directors of the central bank and possesses veto powers

over the acts of this board.

2
International Bank for Reconstruction and Development, The

Basis of a Development Program for Colombia (Washington: International
Bank for Reconstruction and Development, 1950), p. 295. This publi-
cation is more popularly known as The Currie Report , after the head
of the I.B.R.O. Mission.

*^IC has been alledged, however, that in actual practice the
"Minister of Finance makes his final decisions through a system of
provisional estimates designed to cleverly elude the multiple con-
tradictory forces of the soliciting bodies that surround him. ' [jorge
Child, Memorfa. Primer Congreso Nacional de Economistas: Organizacfon
de las Finanzas Publicas (Bogota': Sociedad Colomblana de Economistas,

1958), p. 1 .J
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The contradictory aspects of the Colonbian banking systtu,

and the somewhat confused monetary and credit policies which resulted,

may be viewed as the product of a hybrid banking philosophy which

has attempted to blend three or four basically Incompatible elements.

These key elements are, In the order in which they will be

discussed: the gold exchange standard, an element of automatlcity,

or automatic control over the supply of money; the structure of the

Board of Directors of the Banco de la Republica, exercising dis-

cretionary powers over the money supply and credit policies; the

Banking Laws of 1923, reflecting the influence of the "real bills

doctrine" and an element of supposed, but not actual automatlcity;

and the recent growth of specialized credit institutions, representing

the fullest expression of official, selective control.

4-2 The Gold Exchange Standard

For many years previous to the period under study and through-

out this period, the Colombian banking system has operated under the

gold exchange standard. Adoption of the gold exchange standard, in

the first instance, gives the central bank permission to hold foreign

exchange instead of gold as legal reserves against its notes in

circulation.^ Thus, the Colombian central bank must maintain a minimum

of 25 per cent in gold holdings (including its gold contribution to

^United Nations, International Currency Experience (United

Hations Series of League of Nations Publications,) United Nations,

1947, (first published in 1944: League of Nations, 1944. II. A. 4),

p. 20.
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the International Monetary Fund) and deposits in foreign banks as a

reserve against its banknotes in circulation.

Such a system of international exchange and reserves represents

an attempt to legislate an automatic control over the quantity of money

in circulation in the domestic economy. The intention is to establish

a direct relationship between circulating currency, the level of

central bank reserves, and the balance of payments. With this done,

discretionary influences over the supply of money are reduced to a

minimum, and all but eliminated if the monetary authorities apply the

so-called "rules of the game."

The data indicate that, from the end of 1949 to the end of

1934, the Banco de la Republica maintained actual reserves considerably

above the required reserves of 23 per cent against its banknotes in

circulation. In fact, these reserves never fell below 37 per cent

during this period, and reached almost 37 per cent in 1934. Therefore,

the central bank was in a position to freely expand the amount of

circulating currency, if it so chose, between 1930 and 1954.

With the drastic decline in international reserves in 1933 the

reserve requirement began to be felt as a restrictive factor on currency

expansion. However, legislation was subsequently implemented to virtu-

ally eliminate the minimum legal reserve requirement as a restraining

factor on banknote expansion.

This legislation actually Included two separate acts. Initially,

toward the end of 1936, the legal reserves of gold and foreign exchange

were revalued from PS $1.93 to the U.S. dollar to PS $2.30, thus in-

flating the value of the reserve in terms of domestic pesos.
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This action proved Insufficient and, therefore, in 1957 special

legislation was again passed. The 1937 legislation permitted the

central bank to allow its legal reserve to decline below 25 per cent

of its banknotes in circulation, "if necessary." The legislation was

timely, for by May of 1958 the legal reserves of the Banco de la

Repdblica had fallen to 23.38 per cent of its bills in circulation.

Although rising somewhat in 1958 and 1959, the reserve ratio had

declined to 21. 7A per cent by December, 1960.

Thus, the raison d' etre of the gold exchange standard and

the principle of central bank fractional reserves composed of foreign

exchange was, to a large extent, subverted by the acts of 1956 and

1957. Clearly, these special emergency measures serve as strong

evidence that, by the decade of the fifties, Colombian monetary poli-

cies had incorporated the principle of discretionary control. These

policies were not to be deferred by the operation of those automatic

forces inherent in a gold or gold exchange standard. Yet an awareness

of this principle did not extend to the point of repealing the gold

exchange standard, nor, apparently, to the contradiction which it

posed to the principle of discretionary monetary policies.

4-3 Discretionary Powers and the Policies of the Central Bank

The Board of Directors, or Junta Directiva, of the Banco de

la Republlca has full authority over the policies and operations of

the central bank. The Board consists of ten members: the Minister

^Revista del Banco de la Republlca . (1957-1961).
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of Finance who, as previously mentioned, has veto powers over the

actions taken by the Board; two directors appointed by the government;

four directors elected by the national and foreign banks as shareholders

of the central bank; one director named by the Agriculturalists' Society

(Socledades de Agricultores) and Livestock Associations (Asociaciones

de Ganaderos); one director named by the Chamber of Commerce; and the

director of the Federation of Coffee Growers.

The Board of Directors, In its legal form and Intent, is quite

similar to the Board of Governors of the Federal Reserve System In

the United States. Indeed, the Banco de la Republica Itself was estab-

lished as a direct result of the Kemmerer mission to Colombia in the

early 1920' s, and the 'Kemmerer legislation" of 1923 was modeled after

the Federal Reserve System of the United States. Thus, as is true in

the United States, the governing board of the banking system represents

the principle of discretionary powers.

During the period from 1950 to 1960 the two most significant

discretionary powers wielded by the Board of Directors over the supply

of money in circulation, i.e., the quantity of money, banknotes, and

checking deposits, were its control over the discount policies and

techniques of the central bank and its authority to vary the required

cash reserves against specific types of bank deposits.

"The Board membership, as prescribed in Decree 2051 of 2051

of 1951, consisted of only nine members. [Julio Angel (ed.), LeRls -

lacTon Bancaria Colomblana (Bogota: Editorial Minerva, 1959), pp. 282-

283^. This was subsequently changed to ten when the shareholding

banks were allowed a fourth representative.
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Discount policy may be defined as "the varying of the terms,

and of the conditions in the broadest sense, under which the market

may have temporary access to central bank credit through discounts

of selected short-term assets or through secured advances.'

The discount rate itself has been characterized by two signi-

ficant aspects: first, the low level at which it has been maintained

and, secondly, the remarkable stability of the rate.

The intention of the central bank to maintain an artifically

low discount rate is Illustrated by its initial actions in 1923. At

the time of the founding of the Banco de la Republica in that year

the market rate of interest was fluctuating between 12 and 15 per cent.

Accordingly, so as not to upset the financial market, the Bank insti-

tuted a discount rate of 12 per cent on commercial loan rediscounts,

the only paper then eligible. Less than a year later the central bank

Q
had reduced this to 7 per cent, and by July, 1933 to 4 per cent.° This

action was taken without regard to market forces, but was simply de-

signed to provide cheap credit for short-term commercial operations.

A similar policy apparently still prevails. The ordinary com-

mercial discount rate which existed during the 1950 's was never lower

than 4 per cent nor higher than 5 per cent, except for a short period

Peter G. Pouaek, Poreign Central Banking; The Instruments
of Monetary Policy (New York: Federal Reserve Bank of New York, 1957),

p. 13.

o
°G. Botero de los Rios, "Breve Exegesis de las Punciones Mone-

tarias del Banco de la Republica," Revista del Banco de la Republica .

XXXVI (August, 1963), 1007.
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during 1956 when a small percentage of these discounts were eligible

at 3 per cent. As we shall see at a later point in this chapter,

these rates do not seem to reflect the forces existing in the market.

As mentioned above, by July, 1933 the ordinary commercial dis-

count rate had declined to 4 per cent. This rate was maintained with-

out change until 195b . At that time an experiment was attempted

which set a discount rate of 3 per cent on commercial loans granted

by the banks at 5 per cent interest; a 4 per cent discount rate on 75

per cent of the discount quota of each individual bank; and, a rate

of 5 per cent on the remainder of each bank's discount quota. In 1957

the special 3 per cent rate was eliminated, the discount rate of 5

per cent applied to 40 per cent of each bank's discount quota, and

the remaining 60 per cent of the quota was eligible at 4 per cent.

In 1959 this structure was simplified by discounting all eligible

commercial loans at 5 per cent.

The ordinary commercial discount rate, however, was not the

only discount rate which existed in Colombia during the period under

study. As is common in many countries, Colombia maintained a structure

of differential discount rates established on the basis of the dif-

ferent kinds of paper eligible for rediscount. In addition to the

"basic" 90-day commercial loan rate, a 3 per cent rate existed through-

out the fifties for loans made against agricultural products in bonded

warehouses.

An additional rate of three and one half per cent was estab-

lished in 1957 on paper representing medlum-tenn loans (i.e., less than
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150 days) for certain agriculture and cattle operations, extended in

1959 to include loans to industry. This rate however, applied only

to loans made at 5 per cent, or less. Interest.

In 1958, discount loans were extended to cover an entirely

different type of operation: long-term development loans to agriculture

and cattle firms, later extended to include some types of rural con-

struction. The eligibility of these types of loans, ranging 1 to 5

years in maturity depending upon the use of the loan, marked a true

exception to the rules under which the Banco de la Republica had

operated since its founding in 1923.

We shall discuss these rules and the philosophy of the Banking

Laws of 1923 more explicitly at a later point in this chapter. For

the present it is only necessary to note that the eligibility of

these long-term loans for discount at the central bank was an unprece-

dented action; the the discount rate which was applied was one point

less than the ordinary commercial loan rate; and that the commercial

banks were directly forbidden to charge more than 7 per cent interest

on this type of loan. Due to the apparent reluctance of the coiranercial

banks to grant this type of loan further legislation was enacted in

1959, which required all commercial banks to extend this type of credit

equivalent to not less than 15 per cent of its demand and term deposits.

^Revista del Banco de la Republica . (1957-1961).

^^Decreto Extraordinario 198 de 1957, in: Angel, p. 360.

^^Ley 26 de 1959, in: Angel, p. 392.
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This differential discount rate structure was, of course, a

form of selective credit control. However, the most significant aspect

of the discount rate techniques employed by the Directors of the

Banco de la Republica has been the effect of the discount rate on

the general level of interest rates in Colombia. Ordinary commercial

loans, in order to be eligible for discount at the central bank .

could not be made at more than 2 points above the existing discount

rate . We have already seen that the commercial loan discount rates

in effect during the period 1950 to 1960 were quite low in an absolute

sense, either 4 or 5 per cent or, for a short time in 1956, 3 per cent.

This meant, therefore, that eligible commercial loans could not be

made at more than 5 to 7 per cent interest .

The other types of loans, eligible for preferential discount

rates, were similarly controlled. As we have seen, 6 per cent was the

maximum allowed for 150-day agriculture and cattle loans, while banks

could charge no more than 7 per cent interest on the long-term develop-

ment loans.

Since early 1952 the central bank has directly intervened to

set maximum limits which banks were permitted to pay on eligible types

of deposits. As we have seen in Chapter III, banks could pay Interest

on term and savings deposits only, and were specifically forbidden

to pay interest on either type of demand deposit. These interest rates

were also characterized by their rigidity -- once set in April of 1952,

they remained unchanged for the balance of the decade -- and their ab-

normally low level. These rates of interest were structured according

to the length of time which the deposit remained in the bank, rising
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from an annual rate of 1 per cent for deposits remaining in the bank

for a minimum of three months to a legal maximum of A per cent a year

12on deposits of over two years.

It will be useful to compare the interest rates charged and

paid by Colombian banking institutions with an estimation of the

"market" interest rate, or the rate of interest which the market

factors would tend to produce were they permitted to do so. Since

no such interest rate actually existed in Colombia during the period

under study, the "market" rate of interest may be imputed by calcu-

lating dividend yields in the stock market and estimated yields of

Colombian bond issues. The results are shown in Tables 4-1 and 4-2.

The bond yields shown in Table 4-1 clearly fall into two categories.

Bonds of the public or quasi-public entities generally produced a

lower yield than bonds of the private entities. Such low yields were

made possible because only a relatively small part of these bond

issues were held on a voluntary basis. If the various banking and

financial institutions were not required by law to hold these bonds,

undoubtedly yields would be much higher. The bond issues of the pri-

vate entities and the Antioquia issue were not affected by these holding

requirements. Therefore, the much higher yields of these bonds are

fairly illustrative of the unregulated rate of interest in the bond

market.

^^Acuerdo de 18 de Abril de 1952, in: Angel, p. 289.
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The dividend yields obtained in Che stock market were, in

most cases, similar to the yields on the bond Issues without holding

requirements. The dividend yields, as shown in Table 4-2, are actu-

ally an understatement of the real rate of return due to the valuation

of stock dividends, when declared, at par value rather than market

value.

Prom the data contained in Tables 4-1 and 4-2, it appears

that market factors tended towards a rate of interest of 10, 12 or

even 14 per cent. The full extent of the disequilibrating influence

of the central bank interest rate policies may be seen by comparing

the imputed "market" rates of interest to the rates of interest which

the central bank tended to maintain through the use of its discretion^

ary powers.

In addition to its discretionary powers over discount and

Interest rates, the Board of Directors of the central bank have had,

since 1949, the discretionary authority to vary the reserve require-

ments of the banking institutions. As in the United States, there

were legal limits set on the level of these reserves: between 10 and

30 per cent against demand deposits and between 5 and 20 per cent

l3
against term deposits. Within these limits, however. Directors of

the Banco de la Republica wielded discretionary powers.

1 "i

^-'Hon-shareholdlng banks, of only very minor importance in

Colombia, were required to maintain 100 per cent reserves against
deposits; see Decreto Extraordinario 756 de 1951, in: Angel, p. 277.
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In both preference and in actual practice, the Directors of

the central bank have preferred manipulation of the reserve require-

ment rather than changes in the discount rate as a means of influencing

14
credit and monetary conditions. Thus, while the basic discount rate

remained almost stationary between 1950 and 1960, the level of re-

quired reserves of commercial banks against demand deposits was

changed no less than 34 times during this period, while reserves

against time deposits were altered on 22 different occasions.

In addition to its discretionary powers over the level of

these required reserves, the Directors of the central bank also were

endowed with the authority to impose special "marginal" reserve re-

quirements. These "marginal' or supplementary reserve requirements

were applied against increases in deposits on current account.

In Colombia, where export and import operations are of con-

siderable importance to the entire economy,

"variations in primary reserve requirements, and in the Im-

position and removal of supplementary requirements against in-

creases in deposits, were at first mainly intended to offset

the effects of gold and foreign exchange gains or losses upon

the money supply. More recently, however, reserve ratio changes

were used in a more positive manner, and requirements were

tightened on several occasions in order to help curb domestic

inflationary pressures by restraining bank credit expansion. '

14 "

cf: Editorial, ' Revista del Banco de la Republica . XXIV

(September, 1951), 900

15
Revista del Banco de la Republica (1950-1961)

16
Fousek, p. 51.
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Thus, with the rising coffee earnings prior to 1955, for

example, the regular reserve requirements were slowly rising -- from

12 per cent in early 1951 to a high of 22^ per cent in April, 1955 --

while supplemental reserve requirements were in effect during most

of 1952, the better part of 1954, and during the middle of 1955.

Again from the middle of July, 1957 until May, 1960 marginal reserve

requirements were used to supplement increased regular reserve re-

quirements to reduce domestic inflationary pressures.

Without considering seasonal fluctuations, the data indicate

that commercial bank reserve balances increased steadily from 1950

to 1960. Amounting to about PS $90 million in December of 1949, these

reserves had grown to PS $644 million in July, 1960. In addition,

despite attempts to restrain bank credit expansion, the commercial

banks were able to maintain a fairly safe cushion of excess reserves

until early 1958. By March of that year, however, the combination

of rising reserve requirements and high marginal reserve requirements

had all but erased commercial bank excess reserves. Indeed, until

the end of 1960, except for seasonal fluctuations, the commercial

banks were operating with only minimal excess reserves and, on

several occasions between middle 1958 and middle 1960, reserves

actually declined below the minimum level required.

As we have seen in Chapter III, the money supply expanded

rapidly and at a nearly constant rate during the entire period 1950

to 1960. Similarly total loans outstanding of the commercial banks

^^Revista del Banco de la Republica (1950-1961).
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grew throughout the same period, from PS $469 million in December,

1949 to over PS $2453 at the end of 1960. The rates of growth in

both cases were not altered during the last two and one half years

of this period during which time commercial bank excess reserves

were practically non-existent .

To a large extent the failure to effectively restrain money

and credit expansion is to be explained through the discount quota

system which existed in Colombia during this period. This quota

system allowed commercial banks to discount eligible paper at the

Banco de la Republica up to a certain percentage of each bank's

capital and legal reserve. The board of Directors of the central bank

were invested with the discretionary power to adjust the commercial

bank discount quota within the legal limits set by law.

As we have seen, the level of legal reserves maintained by

the connaercial banking system rose steadily from 1950 to 1960. With

these rising reserves the discount quota of the commercial banks

automatically would rise. The Directors of the central bank could,

however, at their discretion merely lower the discount quota as a

percentage of reserves and capital when these increased, thus off-

setting the one expansionary factor with a parallel deflationary

factor. In fact, the opposite occurred. In the face of an auto-

matically rising discount quota due to rising reserves, the discount

quota was further increased by raising the quota as a percentaae of

18Decreto Extraordinario 756 de 1951, in: Angel, p. 276.
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reserves and capital . While at the beginning of the period under study

each commercial bank was entitled to discount paper up to an amount

equal to 120 per cent of its capital and reserves, by June, 1960

these banks were able to discount paper equivalent to 370 per cent

of capital and reserves.

These contradictory policies were quite notable, for example,

during the period from the middle of 1958 to the end of 1960. We have

seen how the Directors of the central bank raised the level of re-

quired reserves during this period in an attempt to reduce the ability

of the commercial banks to extend loans. However, during the same

period of time the discount quota of the commercial banks actually

rose from 250 per cent to 370 per cent of capital and reserves,

thereby increasing the capacity of the commercial banks to extend

loans . not to mention the automatic increase in the discount quota

due to rising reserves and capital.

In this way, the existing monetary policies were working at

cross purposes and tended to produce contradictory effects. As a net

result, the commercial banks were in a position, throughout most of

the 1950' s, to freely expand their loans, thus adding to the money

supply.

In sum, it may be said that the discretionary powers of the

Board of Directors of the Banco de la Republica between 1950 and 1960

did not appear to be exercised with a single-minded intent. The

artifically low interest rates which the central bank Directors were

able to create through its discount policies insured a steady and
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strong pressure from borrowers on the credit capacity of the commercial

banks. The reserve requirements and marginal reserve requirements

generally tended towards contracting the loan capacity of the com-

mercial banks. And, finally, the system of discount quotas success-

fully circumvented the restrictive effects of the system of required

reserves, thereby permitting the commercial banks to freely acconmo-

date the demands of the public to borrow. As a result, the level of

commercial bank loans outstanding rose rapidly and continuously.

4-4 The Commercial Loan Doctrine

The principle of discretionary authority, upon which the

powers of the Board of Directors of the Banco de la Republica to

influence the money and credit market rested, was in contradiction

to the philosophy of the banking system as embodied in its founding

legislation, the Banking Laws of 1923.

The philosophy of this legislation, which continues to define

the broad legal authorities of banking institutions in Colombia, v;as

the principle of automatlcity . The intent of the rules laid down

was to insure an automatic regulation of the supply of money sufficient

to meet the money and credit needs of the country without deliberate

interference from the monetary authorities, or, in other words, with-

out the use of discretionary powers.

The implementation of this philosophy rested in the provision

of Banking Law 25 that the central bank could not make loans, discounts,

or investments in documents, bonds, or bills of exchange maturing in

more than ninety days, except for paper fully covered by agricultural
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produce or livestock, in which case the maturity could be up to six

months; and, that under no circumstances could the central bank

purchase or discount documents which were to be used for permanent

19
investment. Moreover, the commercial banks were forbidden to

grant loans of more than one-year maturity and were excluded from

investments in industrial enterprises or real estate.

This governing principle -- that the restriction of bank

lending to short-term, bona-fide commercial loans would assure the

proper volume of credit -- has been proven fallacious by the develop-

ments in Colombia.

The commercial loan, or real bills," doctrine assumes that

the demand for such loans, and hence the supply of eligible paper,

will adjust itself to the current volume of production and thus match

each peso of credit with a peso of available goods. ^^ Unfortunately,

however, there is no force within the banking system which tends to

automatically adjust the volume of bank loans at any one time to

the requirements of monetary stability.

"The essential error in this real-bills doctrine is the con-
tention that basing the money on the money value of some kind
of economic good will limit its quantity. When it is proposed
that the quantity of money be made to depend upon the value of
some commodity, the unsoundness of the proposal has usually been
recognized; but for some very strange reason it has not been so
frequently understood that money which is related in quantity
to the money value of some kind of credit instrument arising
out of business transactions suffers from precisely the same
shortcoming. '22

19
Bernardo Rueda Vargas, A Statement of the Laws of Colombia

(Washington: Pan American Union, 1^61), pp. 221-222.

International Bank, p. 303,

Ibid .

22Mint8, p. 178.

Ibid
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In an inflationary environment prices will be driven up by

several producers or merchants bidding for the same available re-

sources, goods, or commodities. In the process, the extention of

commercial bank loans to meet the competitive demands for credit

adds to the inflationary pressures, even though these banks remain

23wholly within the rule that only eligible loans should be granted.

It appears, therefore. In light of the monetary expansion

In Colombia between 1950 and 19bO, that the rigid restrictions Imposed

by the Banking Laws of 1923 were of little or no merit as a means

of automatic credit control. However, these regulations did tend

to develop a complete separation of the commercial banking system

from the process of capital formation. 24

In the course of their development in Colombia, the commercial

banks have always been managed as any other capitalistic Industry

whose principle incentive Is profit and whose raw material is the

25
supply of credit. The central bank, particularly through its

discount policies, has made the short-term loan the most profitable

and has oriented the commercial banking system toward short-term

credit operations, while discouraging longer-term credit by excluding

these loans from rediscount priviledges. The only notable exception

to this rule, as noted earlier, was the creation of a special discount

rate in 1957 for which certain types of long-term obligations were

eligible.

2-^ International Bank, p. 303.

^^ Ibid .. p. 304.

^^Antonio Garcia, 'La Reforma Bancarla y el Control Selectlvo
del Credito en Colombia," El Trlmestre Econ^mlco . XVIII (July-September,

1951), p. 460.
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These conclusions may be illustrated by the data contained

in Table 4-3. It can be seen that the distribution of commercial

bank loans and discounts remained very nearly unchanged from 1932 to

1960. The small increase in loans destined to agriculture and the

cattle industry is largely explained by the favorable treatment

which these types of obligations received at the central discount

window.

The term structure of commercial bank loans is equally re-

vealing. In 1953, fully 90 per cent of all commercial loans were

short-term, while one-tenth of one per cent were long-term. At the

end of the decade short-term loans continued to absorb over four-

fifths of all commercial bank credit and long-term loans accounted

Oil

for about four per cent of all commercial credit.

4-5 The Specialized Credit Institutions

A significant change, however, was occurring in the Colombian

credit system during these years. While the social role of the com-

mercial banking system continued to be oriented along the lines dis-

cussed above and the distribution of commercial bank credit remained

almost unchanged, longer-term development- type loans were becoming

Increasingly available. These funds had their origin with the specialised

credit institutions that were gaining increasing prominence in Colombia

during the 1950 's.

26
Revista del Banco de la Republica (1950-1961).
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The growth of these institutions was reflected in the declining

share of all bank loans and discounts originating with the commercial

banks. While commercial bank loans and discounts accounted for over

81 per cent of all loans and discounts granted by all banking institu-

tions, excepting the Banco de la Republica, at the end of 1949, this

share had declined to 68 per cent by the end of 1960.

This trend had similar important effects in the term structure

of total bank credit. While commercial banks continued to allot 80

to 90 per cent of their credit to short-term obligations, by the end

of 1960 medium and long-terra credit amounted to over 42 per cent of

all credit granted by all banking institutions, excepting the central

bank.

The growth and activities of these specialized credit institu-

tions merit full and detailed study. Unfortunately, however, due to

the essential limitations of space we must confine ourselves to a

brief discussion of the role and Importance of these institutions.

With the exception of the savings banks, which might also be

regarded as a specialized credit institution, these institutions were

usually formed as a means of providing medium and long-term credit to

various sectors in the economy which were not adequately served in

their credit needs by the commercial banking system. Their subsequent

27Calculated from Departamento Administrativo Nacional de

Estadfstica, Anuario General de Estadistica. Colombia . (Annual editions,
1952 to 1960) (Bogota": Multilith Estadinal, 1954-1962).
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growth reflected an increasing awareness of the necessity to foster

certain activities calculated to further the process of economic

28
development in Colombia.

The most important of these credit institutions were grouped

around three areas of activity. These were, in agricultural and

livestock development, the Caja de Credito Agrarlo, IndustrTal and

Minero -- the largest savings bank in Colombia; the Banco Agricola

Hipotecarlo, which merged with the Caja Agrarla in 1953; the Banco

Ganadero; the Banco Cafetero y de Exportaclones; the Instltuto de

Colonlzacibn e Inmlgracion; the Instltuto de Fomento Algodonero, and

several others. In industrial and energy development the Instltuto

de Fomento IndustrTal, the Banco Popular, and the Instltuto de

Aprovechamlento de Aguas y Fomento Electrlco were most significant.

The institutions involved in the development of construction, housing,

and municipal works were the Banco Central Hipotecarlo, the Instltuto

de Credito Territorial, the Instituto de Fomento Municipal, and the

Banco Hipotecarlo Popular.

The remarkable growth of these Institutions during the decade

of the fifties presented serious problems which arose in connection

with obtaining the finances necessary to allow them to conduct the

credit operations for which they were created. These entitles re-

ceived the bulk of their resources principally from allocations under

United Nations, Department of Economic and Social Affairs,
Economic Commission for Latin America, Analyses and Projections of
Economic Development. III. The Economic Development of Colombia
(E/CN.12/365/Rev. 1, November, 1956) (Geneva, 1957), p. 117.
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the national budget, investments in bond issues by public and private

29
financial institutions, and from the Banco de la Republica.

In our examination of the expansion and sources of the money

supply in Chapter III we saw that investment in documents of public

debt by the Banco de la Republica expanded from PS $141.4 million at

30
the end of 1949 to about PS $750 million by the end of 1960. The

bulk of the central bank's long-term credit contribution to the

specialized credit institutions is contained in these statistics.

Unfortunately, it is difficult to estimate the exact percentage

of all central bank investment in documents of public debt that was

absorbed by the specialized credit Institutions. However, it may

be said that most central bank investment in the specialized credit

institutions was funnelled into the Banco Central Hipotecario, and

that at the end of December, 1960 this amounted to over PS $111 million,

or about 13 per cent of all central bank investment in documents of

public debt.-*^

Central bank loans and discounts to the specialized credit

Institutions have been, at least since 1957, on a larger scale. Table

3-3 illustrates the amount of Banco de la Republica loans and discounts

to the national government and other official entities. It may be seen

that the amount of this credit remained very moderate until 1957, at

which time it suddenly expanded to over PS $300 million and remained

^^ Ibid .. p. 120.

30
See Table 3-3.

31
Banco de la Republica, XXXIX Informe Anual del Gerente a la

Junta Directiva, Primera Parte , (Bogota': Banco de la Republica, 1963),

p. 113.
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at this very high level through the end of 1960. It is significant

that the national government absorbed none of this financing after

1957. From 1957 to 1960 all of these loans and discounts were

granted to other official entities, which were mainly the specialized

credit institutions.

Thus, although legislation was passed obliging certain private

individuals and private corporations, all savings institutions and

all conunercial banks to subscribe to the bonds and/or shares of the

specialized credit institutions, this form of financing proved in-

sufficient. Recourse to the use of long-term investment credit and

short-term loans and discounts of the Banco de la Republica was

therefore necessary. In these ways the burgeoning growth of the

specialized credit institutions added to the growth of the supply of

money.

4-6 Summary and Conclusion

Several conclusions concerning the rapid and persistent growth

of the supply of money between 1950 and 1960 may be drawn from the

preceding discussion. In general, commercial and central banking

operations tended to facilitate easy credit on a short-term basis.

The contradictory policies of the Banco de la Republica meant that

while reserve requirements were being tightened, in an attempt to re-

duce the growth of the money supply, central bank rediscount and loan

policies were working in the opposite direction. The expansionary ef-

fects of these policies were considerably enhanced by the rising re-

discount quotas.
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Horeover, the gold exchange reserve reqiiirement against Banco

de la Republica banknotes was reduced and then temporarily suspended

at the very time when the restricting effects were beginning to be

felt.

In addition, the general level of market interest rates was

kept rigid and artifically low through the central bank policies and

other legislation which directly linked these rates to the central

bank rediscount rates. These policies insured a continuously strong

pressure on the loan capacity of the coimiercial banks by private

borrowers seeking credit at abnormally low interest costs.

The rising amounts of short-term credit outstanding, however,

did not in any way help to provide the financial resources required

by the specialized credit institutions. Thus, these institutions

oftentimes were financed in ways which, in lieu of offsetting reductions

in short-term commercial credit, added momentum to the growth in the

supply of money and to the rising cost of living.

The Colombian monetary and credit experiences during the 1950*3

followed from the basic contradictions in the monetary system. This

may be viewed as an unfortunate mixture of automatic controls, dis-

cretionary powers, and fallacious banking principles, as described

in this chapter.

At a more elemental level, however, these experiences result

from a confused idea of what the monetary system should do. Its founding

legislation oriented the central bank and the banking system towards

the conmercial and trade needs of the 1920' s. Today the perspective
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has changed and the desire Co develop and industrialize is foremost.

Pleceraeal and isolated attempts have been made, but the banking

system as an integrated apparatus has not yet adjusted its philosophy

to the new needs

.

The description and analysis of the expansion of the money

supply and of Colombian monetary and credit policies discussed in

this and the previous chapter must now be more closely integrated

with the earlier discussion of Income growth. This integration, or

unification, requires the development of a theoretical construct.

In the following two chapters we shall attempt to develop

such a theoretical model and to apply it to the Colombian economy of

the 1950's. This model will be used to provide an analytical framework

for understanding the interrelationship between the growth of income,

the expansion of the money supply, and the monetary and credit policies

discussed in the preceding parts of this study.



CHAPTER V

MONET AND INCOME: A THEORETICAL APPROACH

5-1 Introdactlon

In earlier chapters we have examined and described the expansion

of the money supply and the growth of national income in Colombia be-

tween 1950 and 1960. On the one hand we have seen that, as national

income has grown the supply of money has also grown, but at a more

rapid rate during most of the period under study. Thus, a major

characteristic of the period has been a declining ratio of income to

money, or a declining Income velocity of money.

In this chapter we shall develop a theoretical apparatus in

order to explore the interrelated aspects of national income and the

supply of money. In the following chapter we shall examine the

theoretical equilibrium of this model and attempt to integrate it

with our empirical knowledge of Colombian money and income expansion.

The model which we shall construct is a variation on certain

aspects of the Keynesian system.

5-2 The Keynesian Analysis and the Underdeveloped Economies; A Word
of Caution

It has frequently been argued that the Keynesian Analysis is,

in fact, insufficiently general and, in its common form, largely

93
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Inapplicable to the underdeveloped oatlons. To a large extent this

criticism Is true.

Musgrave has put the problem quite succinctly:

While the C + I side of the basic Keyneslan Identity C + I - Y
proved far superior as a tool of analysis to the VM side of the
traditional equation of exchange VM = OP, the same cannot be
said for the replacement of OP by Y. Rather, this detracted
attention from the important fact that changes In expenditures
may result in changes in price level as well as output.

Classical Keynes ianisn lays overriding importance on output

changes and hence on increments in real income and on the elimination

of Involuntary unemployment. In this system, an Initial does of new

investment (private or public) is financed either by the creation of

new money or the activation of Idle savings. The new Investment will

have multiplied effects on the level of real income, determined by

the size of the multiplier: AY = kAl, where the multiplier k is

equal to the reciprocal of the marginal propensity to save and 1 - ^

is the marginal propensity to consume. Since A Y is the increment in

real Income, it will Increase by some multiple of the increase in

Investment, A I.

The new investment serves to activate money balances, given

a constant stock of money. But the new Investment might be "financed"

by the creation of new money, in the absence of sufficient voluntary

saving. This is the possibility moat relevant to the underdeveloped

countries, including Colombia. In such a case, the real saving equal

Richard A. Musgrave, The Theory of Public Finance (New York:
McGraw-Hill, 1959), p. 423.
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Co the level of new investment is derived from temporarily depressing

the consumption function via an increase in prices, i.e., inflation,

sometimes called "forced savings." With the rise in real income,

the propensity to consume rises again to its normal level. With

rising real income voluntary saving increases, alleviating the

need for further money creation as a method of investment financing.

In this highly schmetized version of the Kaynesian multiplier,

it is apparent that there are actually several multipliers at work

in the system, and that a relative identity between them is assumed.

These multipliers relate the increment of money investment to the

increment of money income, the increment in real investment to the

increment in real income, the increment in investment output to the

increment in total output, and the increment of employment in invest-

2
ment industries to the increment in total employment.

While the intensity of these multipliers will be different,

with the money investment -- money income multiplier probably strongest,

"there is no doubt that all the multipliers mentioned above must be

positive and moving in the same direction if the Keynesian thesis is

3
to apply in practice." This implies, then, that the multiplier

principle works only if the following assumptions hold true:

V. K. R. V. Rao, Investment, Income and the Multiplier in

an Underdeveloped Economy," The Economics of Underdevelopment , edited
by A. N. Agarwala and S. P Singh (New York: Oxford University Press,

1963), p. 211.

^Ibid .. p. 212.
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(1) Involuntary unemployment is widespread.

(2) The supply curve of output is price elastic at low
levels of production, becoming perfectly inelastic
only at high levels of output.

(3) Excess capacity in the consumption- goods industries
exists.

(4) There is a comparatively elastic supply of working
capital required for increased output.

Unfortunately, these assumptions are not realistic in the

case of most underdeveloped countries. In others, including Colombia,

some of the assumptions may hold to a very limited extent while the

others are almost completely without factual support.

One or two of these assumptions require special explanation.

Probably the most controversial and least understood pertains to the

type of unemployment which exists in the underdeveloped countries.

Clearly, the "involuntary unemployment" discussed by Keynes is not

relevant. His definition relates to an industrial economy where the

unemployed labor force leaves behind it a large, idle industrial

capacity. Here, after a fall in real wages, the aggregate demand for

labor increases and actual employment rises. Without the excess

capacity, however, lower real wages could do little to increase aggre-

gate demand for labor.

Joan Robinson has offered the term "disguised unemployment."

This is also a cyclical type of unemployment and refers to the

4
Ibid.

John Maynard Keynes, The General Theory of Employment. Interest
and Money (New York: Harcourt, Brace and Company, 1936), p. 15.
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"adoption of inferior occupations by dismissed workers." This form

of unemployment is, however, only a variation on Keynes' definition.

It pertains when aggregate demand declines and the unemployed

workers are driven to taking "inferior" employment due to the ab-

sence of any other means available which would enable them to live,

e.g., unemployment compensation.

In an underdeveloped economy with a large agricultural sector

end a notable shortage of capital, the typical form of unemployment

may best be called "structual," or "hidden." This term is applied

not to Keynes' or Robinson' s employed worker, but to the worker

whose marginal productivity in his current occupation is zero.

Some deny the existence of this type of unemployment: "I

know of no evidence for any poor country anywhere that would even

suggest that a transfer of some small fraction, say 5 per cent of the

existing labor force out of agriculture, with other things equal,

could be made without reducing production.' But the force of

observation and the bulk of authority argue the contrary,^ and today

"Joan Robinson, Essays in the Theory of Employment (2nd
edition; London: Oxford-Basil Blackwell, 19A7), p. 62.

'Theodore W. Schultz, 'Latin American Economic Policy Lessons,"
American Economic Review. Papers and Proceedings . XL7I (May, 195fc),

426-427.

o
°cf. Alfredo Navarrete Jr. and Ifigenia M. De Navarrete, "Under-

employment in Underdeveloped Economies, " International Economic Papers .

No. 3, 236; Celso Furtado, "Capital Formation and Economic Development,"
International Economic Papers . No. 4, 129-131; Raul Prebisch, Inter-
national Trade and Payments in an Era of Coexistence -- Commercial Policy
in the Underdeveloped Countries, ' American Economic Review . XLIX (May,

1959), 234-260. The idea of structural unemployment may be found ex-
plicitly or implicitly in all the works of Raul Prebisch and of the
United Nations Economic Commission for Latin America.
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few economists would care to argue that the removal of one son's labor

would appreciably diminish the output of his family's coffee finca, when

his family numbers ten or twelve and the finca is five acres in size.

This type of unemployment, however, does not necessarily in-

dicate a faulty combination of existing factors, but may be a symptom

instead of a relative scarcity of one, viz. capital. "One factor --

labor -- is squandered because another -- capital -- is deficient. ''^

The above discussion touches upon another assumption of the

Keynesian multiplier -- the elasticities of the supply curves. The

underdeveloped countries have, almost without exception, dominantly

agrarian economies. Perhaps the most notable feature of the short-run

supply curve for agricultural products is it's relative price inelasti-

city. This fact plus the land tenure and distribution systems, the

shortage of agricultural credit, ignorance of market prices, trans-

portation difficulties, and labor and capital immobility have tended

to create an aggregate supply or output situation in the underdeveloped

economies which is considerably less price sensitive than aggregate

supply conditions in the industrialized economies.

9
In Colombia, according to the 1951 Census, 32 per cent of all

rural properties were 5 acres and under. QSee Robert C. Beyer, "Land
Distribution and Tenure in Colombia, ' Journal of Inter-American Studies .

Ill (April, 1961) 283. Zl More recent figures claim that there are now
1.8 million farm families in Colombia living on a total of 7.5 million
cultivated acres, or an average of 4 acres each. QSee Sidney Lens,
'Roadblocks to Reform in Latin America," The Progressive . 27 (November,
1963) 19.1]

10
Furtado, 130.

'-^cf. Simon Rottenberg, "Incentives and Economic Growth Chaaging
Roles and Public Policies -- Incentives in Underdeveloped Economies,"
American Economic Review. Papers and Proceedings . L (Hay, 1960), 74.
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These points serve to announce to any theoretician some of the

limitations of the Keynesian analysis when applied to an underdeveloped

economy. What we hope to accomplish is an application of its useful

aspects to a specific area of inquiry -- money supply expansion, growth

of money income and the income velocity of money. What cannot be done

with this analysis, when applied to an underdeveloped economy, is to

explain in a realistic way the expansion of real income, output and

employment . In effect, the replacement of OP by Y in the Keynesian

analysis becomes a critical failing if and when price increases instead

12of output growth become significant.

One further point needs to be added. We have seen that the

multiplier relating investment in money terms to income in money terms

works in the underdeveloped countries; and, that the multipliers relating

real investment to real income, investment output to total output, and

employment in capital goods industries to total employment either do

not work or work only very weakly in the underdeveloped countries. Yet

in many underdeveloped countries a situation exists similar to that in

Colombia where both money income and real income have increased, with

the former having grown much more rapidly than the latter.

Growth of both money income and real income occurred because

some of the above four Keynesian assumptions have held true; because

the real investment-real income, output and employment multipliers

have exerted some effect. How this works out may be viewed from the

standpoint of labor. Keynes' involuntary unemployment implies an elastic

12
Musgrave, p. 423.



100

supply of labor at the going wage. Full employment implies the opposite.

If structural unemployment is typical, the situation approaches Keynes'

meaning of full employment, i.e., an inelastic supply of labor.

As with Krynes ' employment assumption, it would be equally

difficult to demonstrate that his other assumptions are completely

true or completely false. In this way the value of the multipliers

lose their preciseness.

In the remainder of this chapter we shall explain and attempt

certain modifications of the Keynesian investment- demand, savings

supply, liquidity preference, and money supply schedules. In the

following chapter we shall draw certain conclusions with regard to the

equilibrium conditions imposed by these schedules and the failure

of the Colombian economy to meet these conditions.

5-3 The Investment Function

In the development of the investment and savings functions

which follows we shall make the same distinction that Keynes did. The

investment and savings functions are in 'real" terms, while the sub-

sequent analysis of liquidity preferences and money supply will be drawn

in "money" terms. The following will elaborate on this distinction,

which is crucial to Keynesian analysis.

The "marginal efficiency of capital" schedule is an "investment-

demand" schedule for real capital assets not yet in existence. These

schedules, which we shall treat as identical, refer to the new creation

of capital goods. The "marginal efficiency' of a type of capital good
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Is defined by Keynes as "the relation between the prospective yield of

a capital asset and its supply price or replacement cost, i.e., the

relation between the prospective yield of one more unit of that type

of capital and the cost of producing that unit...."^-'

Thus at the very outset, with his use of the adjective "pro-

spective" to modify "yield," Keynes introduces the role of expectations

into his analysis of investment demand. These expectations are largely

a matter of subjective speculation. We can easily see the importance

of this psychological element for, with known supply costs and production

functions, the entire concept of marginal efficiency of capital rests

upon expectations of prospective yields.

The investment- demand schedule developed from Keynes' definition

of the marginal efficiency of capital symbolizes the relationship of

the marginal efficiency of capital to the volume of investment. Letting

r stand for the marginal efficiency of capital, r = f (I), where I is

the volume of investment.

The slope of the investment- demand schedule, as shown in

Figure 5-1, reflects the underlying fact of diminishing marginal pro-

ductivity, i.e., "each successive increment of investment will yield

lower and lower returns. Therefore, the marginal efficiency of capi-

tal will also fall as investment proceeds.

^^Keynes, p. 135.

*^^Alvin H. Hansen, Monetary Theory and Fiscal Policy (New York:
McGraw-Hill, 1949), p. 57. The reader will note that we have consistently
adopted the symbols of Hansen rather than those used by Keynes himself,
believing that Hansen's have by now become more familar to most econo-
mists than the original ones.

^^Alvin H. Hansen, Business Cycles and National Income (New York:

W. W. Norton and Co., 1951), p. 126.
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Relative to the prevailing market rate of interest, 1, the

negative slope of this schedule indicates that at a lower interest rate

/
T- SCHCOULE

I

PIG. 5-1: THE INVESTMENT- DEMAND SCHEDULE

the amount of investment which can profitably be undertaken is greater

than at a higher interest rate. The level of the schedule is determined

by the state of business expectations or the prospective yield of an

additional unit of the capital good.

The supply cost of the capital good, the expectations of future

yields, and the technology, labor and market conditions, and other fac-

tors which contribute to the determination of the slope and level of

the investment-demand schedule all change through time. Because of this,

the slope and level of the investment-demand schedule itself will change

through time, and, therefore, any given investment- demand schedule refers

only to a given instant of time. In other words, the analysis which

follows will be one of comparative statics.
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The Investment- demand schedule summarizes the various levels

of Investment volume possible in a given time period, given all the

determinants of the marginal efficiency of capital. In order to deter-

mine the actual volume of investment undertaken the rate of interest

in the money market must also be known. However, the money rate of

interest is determined in the financial market by variables expressed

in monetary units. The interrelationship between the marginal efficiency

of capital, the money rate of interest and the volume of investment is

exceedingly complex and forms the basis of our later arguments.

For the present it is safe to say that the volume of Invest-

ment will tend to expand as long as the marginal efficiency of capital

is above the interest rate; and that, as the economy approaches equili-

brium, the marginal efficiency of capital tends to equal the interest

rate. However, the investment- demand schedule derived in the above

manner refers only to autonomous investment. Therefore, it is incom-

plete to argue, as Hansen does, that, given this investment- demand

schedule, the volume of investment is a function of the interest rate:

I = I(i). In fact, aggregate investment will be the sum of autonomous

Investment, government investment, and "induced' private investment.

We shall define "induced" private investment as determined by

changes in the level of income. Therefore, in order to reflect the com-

bined influences of the interest rate and the income level on the volume

of all private investment, both autonomous and induced private invest-

ment must be illustrated by the use of a family of schedules.

lbHansen, Monetary Theory and Fiscal Policy , pp. 57-58.
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Hansen himself admits that what is needed is "perhaps a family

of investment-demand schedules, one for each level of income, ''^' but

he makes no further use of the idea. Probably the overriding objection

to the actual use of income as a co-determinant with the interest

rate of investment volume is "the fitful and irregular" effect which

changing levels of income would have on the marginal efficiency of

capital.

At a later point we shall present some arguments concerning

income effects on the volume of private investment, and we shall

similarly postpone a discussion of government investment demand. For

the present it is only necessary to note that induced private and

government investment demand must be added to the autonomous private

investment- demand schedule to obtain an aggregate schedule of invest-

ment demand

.

Since autonomous Investment is a function of the interest rate

and induced investment a function of changes in the level of real in-

come, a family of investment- demand schedules is required in order to

reflect these two determinants of the volume of investment. Figure

5-2 illustrates five possible investment- demand schedules corresponding

to five possible or hypothetical levels of real income.

However, it is important to note the following implication of

the analysis: with the physical production characteristics, supply

costs and expectations of the prospective yield all fixed in a given

^^Alvin H. Hansen, A Guide to Keynes (New York: McGraw-Hill,

1953), p. 143.
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Instant of time, the family of investment-demand schedules does not

portray actual shifts in the level of income and investment, but rather

an array of hypothetical income- investment levels which would result

were income to expand . The family of schedules, therefore, is indica-

tive of an income- investment expansion path with the determinants of

autonomous investment held constant.

J ^,,Ki>li,^j^<'i''^s

/

PIG. 5-2: A PAhttLY OP INVESTMENT- DEMAND SCHEDULES

In sum, the figure merely demonstrates the fact that the volume

of investment, in any instant of time, is a function of the level of

income as well as the interest rate.

5-4 The Savings Supply Punction

In real terms, any level of investment must be matched by a

similar level of real savings. In the "supply schedule of funds"

available for investment in real capital goods the savings are "real"

in the sense that they represent foregone consumption of real goods

and services. The savings supply schedule is derived from the con-

sumption function.
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Adopting the Keynes Ian- Pigou Ian terminology, money savings

are equal to that part of current income which is not consumed. 'In-

come is income whether it springs from the spending of funds borrowed

from banks or from the spending of 'prior' income; and saving from

such income is saving whether or not bank credit played a role in

18
the process of income creation." Hence, the savings schedule

reflects the savings out of a current level of income which may be

a result itself of expanded bank credit.

The schedule of real savings refers to a given level of real

income after the multiplier process has worked itself out. As a result,

while actual savings must always equal actual investment, whatever

the momentary marginal propensity to consume and whatever the income

level, actual savings may not hold a normal relation to actual in-

vestment. The level of real savings may have been made available

19
only by depressing the consumption function below its normal level.

The inflationary process accomplishes this feat.

The savings supply for investment funds may be viewed, as in

Figure 3-3, as a family of schedules which demonstrates the neoclassi-

cal idea that savings are a function of the interest rate and the

Keynesian idea that they are a function of the level of income. In

our presentation, as with the investment-demand schedule, the family

1 fl

Ibid . . p. 142. At this point, Hansen cites Pigou: A. C. Pigou,
Employment and Equilibrium (2nd ed.; London: Macmillan and Co., 194))
p. 30.

19
Hansen, Monetary Theory and Fiscal Policy , p. 222.
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of savings curves refers to the various levels of real savings corres-

ponding to various hypothetical levels of income that might exist at

2 4i^'^A'^A>iy^^s^s

t5>^//i/^^

PIG. 5-3: A FAMILY OP SAVINGS SUPPLY SCHEDULES

one instant of time, given the consumption function. Therefore, the

entire family of curves refers to a given insteuit of time.

5-5 The IS Curve

With the derivation of the investment-demand and savings

supply schedules, the prerequisites exist for the development of the

"Hicksian IS curve." The IS curve demonstrates the relation between

real income and the interest rate which must be maintained if real

savings are to equal real investment. In fact, the IS curve is a

series of points which represent the savings- investment equilibrium.

The IS curve is constructed by plotting the family of invest-

ment-demand curves against the family of savings supply schedules --

IlYi against SiYi, I2Y2 against S2Y2, etc. The analysis may be best
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understood by remembering that the expectations and other factors, which

underlie the investment-demand schedule, and the consumption function,

which underlies the savings supply schedule, exist at one point in time.

Therefore, the product of the two schedules, the IS curve, also refers

to one time period. The IS curve may not be construed as representing

the income- interest rate relationship with changes in the level of

income over time . Rather, IS indicates the course of possible income-

interest rate relationships, with savings and investment in equili-

brium, which exists at one moment in time.

While only one IS curve may exist in a given period of time,

its slope and level must reflect the slopes and levels of the underlying

investment-demand and savings supply schedules. The latter may relate

to each other in four theorical patterns, thereby producing four dis-

tinct IS curves, any one of which may be representative of the actual

investment- savings relationship.

In Figure 3-4 the investment-demand and savings supply schedules

are plotted against each other in order to derive the four investment-

savings relationships. In the first instance. Case 1, the investment-

demand schedule is fixed and does not vary with different levels of

income, although the savings supply schedules do reflect various income

levels. This case is often the only possibility actually recognized

and developed in discussions utilizing the investment -demand and savings

supply schedules. Indeed, the distinct danger exists that all other

possibilities may be forgotten, or even denied.
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Cases 2, 3 and 4 are, however, extentions of the same logic

used to develop the first case. The difference is only that in these

C/PSEJ C4^S£ Z

IS

C/PS£3

iK^,y,^jys^4y4^sy6

-^ ^^^^^y.^sHn-'^s

2 c/:^s£ 4

^^4>^^^4r^/^>^

/s l^

FIG. 5-4: THE FOUR POSSIBLE RELATIONSHIPS BETWEEN THE IN-

VESTMENT-DEMAND AND SAVINGS SUPPLY SCHEDULES
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three cases the income effect on investment is explicitly recognized.

Again, it must be borne in mind that neither the family of savings or

investment- demand curves indicate actual changes in the level of income,

savings and investment through time. Rather, the families of curves

serve to illustrate the expansion paths of income, and that the

actual level of income which does exist at that point will directly

Influence, in conjunction with the interest rate, the actual level

of savings and investment.

If the investment- demand schedule is fixed, as in Case 1, the

effect of changes in the level of income on the volume of investment

may only be shown by actual changes in the level of income. Hansen,

whose analysis is along these lines (i.e.. Case 1), is only permitted

to demonstrate income effects by moving through time , a device which

we feel violates the nature of the schedules, based as they are on

fixed conditions.

Four types of IS curves may be derived from the four cases de-

scribed. These four curves are developed, as shown in Figure 5-5, by

connecting the points of equality between savings and investment at

various income levels, as shown in Figure 5-4, and placing income on

the horizontal axis. Given the IS curve, we can determine the level

of real income for each rate of interest.

On purely theoretical grounds, it is Impossible to determine

the slope of the IS curve in this type of analysis. Hansen's analysis,

for example, permits the determination of the IS slope only because

he has developed his analysis strictly in terms of one of the four
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posgibilities, i.e., Case 1. The negative-sloping IS which results

from this line of reasoning is relevant mainly when there is a great

C/?S£ I
/

y
^ C/PS£J

IS IS

y

MS£2
^

^ C/?S£ 4
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PIG. 5-5: THE FOUR POSSIBLE HICKSIAS IS CURVES
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deal of involuntary unemployment, and therefore, is basically a product

of "the sort of Slump Economics with which Mr. Keynes is largely con-

cerned.

Hicks, in recognizing the possibility of a negative-sloping,

a positive-sloping and a horizontal IS curve, attributed the IS slope

mainly to the state of marginal efficiency of capital expectations.

These, in turn, he felt to be heavily influenced by the level of

21
money wages and hence also by the degree of unemployment.

We shall argue in the following chapter, on inductive rather

than purely deductive grounds, that a developing country would tend

to demonstrate the situation characterized in Case 2 in Figures 5-4

and 5-5 above, i.e., a positive-sloping IS curve. We shall also attempt

to extend the analysis in order to show actual savings, investment,

and income changes throuRh time .

5-6 Liquidity Preference Analysis

Ue have thus far developed the IS curve as representing a series

of points where real savings equal actual investment, determined by

the levels and slopes of the investment- demand and savings supply

20"John R. Hicks, "Mr. Keynes and the 'Classics'; A Suggested
Interpretation, ' Readings in the Theory of Income Distribution , edited
by American Economic Association (Homewood, Illinois: Richard D. Irwin,
194b), p. 473. The presentation of the interrelationship between in-
vestment, savings, the interest rate, and the level of income with the
use of the IS curve has continued to be a standard theoretical practice,
although this tool was first developed in Hicks' 1937 article. See
Hansen's Monetary Theory and Fiscal Policy and his A Guide to Keynes .

21lbid.
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schedules. Given the IS curve for one point in time, various levels

of real income are uniquely related to various rates of interest in

the financial market. It is basic to Keynesian analysis that the

interest rate is determined in the financial market by the interaction

of the liquidity preference and money supply schedules.

The variables which operate in the financial, or money market

are expressed in money units. We have seen that the real factors in

the determination of Investment and savings may also be expressed

in monetary units, but there is an important distinction. In the

latter case, the money units are merely units of measurement expressing

the underlying real values, and convertibility between the monetary

and the real might be made by the use of the wage-unit or constant-

value dollars. On the other hand, the monetary units used to express

value in the determination of the interest rate are purely "nominal"

in the sense that they may be expressed only in terms of current-

value dollars.

At the outset it is essential to note that the determination

of the Interest rate should be based on a theory of stocks rather

than flows, de Scitovszky has pointed out that the flow approach is

applicable when stocks, or inventories, are negligible and independent

of prices, but that neither condition applies to the supply of and

22demand for money and earning assets. The interest rate, therefoi

is not the allocating mechanism between the supply and demand for

22
Tibor de Scitovszky, '5^ Study of Interest and Capital,"

Economica . New Series, VII (August, 1940), 293-317.
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credit flows, rather the allocating mechanism between the holdings

23
of stocks of earning and non-eamlng assets. "

The Keyneslan analysis of the Interest rate proceeds on the

basis of a series of decisions (made in the aggregate sense). First

Is the initial choice to divide current income into consumption and

savings. Once this is done, "people have yet another choice to make

between holding the accumulated savings in the form of cash and

24
holding them In the form of non- liquid assets."

In order to analyze the factors influential in the latter

decision, Keynes was led into an analysis of the motives for holding

non<- interest-earning cash, as opposed to less liquid but interest-

earning financial assets. Thus, the Keyneslan approach becomes a

liquidity preference theory of interest. The analysis proceeds to

answer the question of why people prefer to hold money In the form

of "hoards."

Keynes himself suggested three different reasons why people

demand money to hold. These three motives are the now familiar trans-

actions, speculative, and precautionary motives. We shall survey each

of these motives. Then we must devise a money supply schedule which

serves to satisfy the total demand for money to hold.

23'Lawrence R. Klein, The Keyneslan Revolution (Paperbacks Edi-
tion; New York: Macmillan and Co., 1961), p. 123.

Kenneth K. Kurihara, Monetary Theory and Public Policy
(New York: W. W. Norton and Co., 1950), p. 108.

25
'^Hansen, A Guide to Keynes , p. 126.
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5-7 The Tranaactions. Precautionary and Speculative Hottves and the
Velocity of Honey

As a first approximation to the total demand for money, we let

the transactions demand for money be a function of the level of income

expressed in money units of nominal value. Figure 5-6 illustrates

this function, called the Lx function. Lt indicates the desired

volume of transactions cash balances at various levels of money income.
26

/.J-
/~(y//CT/OA/

PIG. 5-6: THE Lx FUNCTION

The assumption that the demand for money for transactions pur-

poses is a linear function of the level of income is a realistic assump-

tion in view of the definitional motive behind such a demand: to satisfy

'the need of cash for the current transaction of personal and business

27
exchanges." Since the amount of money demanded to satisfy these needs

28
is "mainly a function of the volume of payments which must be met,"

26

27

28

Hansen, Monetary Theory and Fiscal Policy , p. 61.

Keynes, p. 170.

Hansen, A Guide to Keynes , p. 129.
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the transactions demand for money will be highly interest- inelastic,

29
except at very high interest rates.

The desired volume of transactions balances, Lj, Is in some

way related to the actual volume of money available for this purpose,

M-j. Under circumstances which permit the actual volume of trans-

actions cash to adjust freely to the desired volume, we may say that

Lx = Mj. Given the assumptions that the transactions demand for

money is a linear function of the level of money income and the

actual volume of transactions money is equal to the demand for it,

it follows that the velocity. V. of transactions money is constant.

This should not be confused with the velocity of the total money

supply , which may very well rise along with the level of money income

during an expansionary phase of the business cycle. However, we must

first introduce the other Keynesian motives for demanding money before

we can fully discuss the interrelated aspects of the velocity of the

total money supply and the velocity of transactions balances.

The second and third motives to demand money, called by Keynes

the precautionary and the speculative motives, combine with the trans-

actions motive to create the total demand for money. Grouped together,

the precautionary and the speculative motives have come to be widely

regarded as forming the basis of the "liquidity preference proper," .

or the liquidity preference demand for liquid assets. "-^^ Honey held

^^See fn. 38, p. 121.

-""cf . Henry A. Latane, "Portfolio Balance -- The Demand for
Money, Bonds and Stock, ' The Southern Economic Journal . XXIX (October,
1962), 71.
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to satisfy these motives may be defined as "idle" money, meaning

that it Is held but not spent and, therefore, it demonstrates a zero

velocity. Conceptually, when money that is held to satisfy either

the precautionary or the speculative motives is actually spent, it,

ipso facto , becomes transactions money with a positive velocity.

The original concept of the precautionary motive, as defined

by Keynes, consisted of two types of money demand. First, to pro-

vide for contingencies requiring sudden expenditure and for unforeseen

31opportunities of advantageous purchases," and secondly, the demand

to hold an asset of which the value is fixed in terms of money to

32meet a subsequent liability fixed in terms of money...."

Recently the precautionary motive has drawn considerable at-

33tentlon, primarily in an attempt to explain the post-war rise in

income velocity in the U.S. Unfortunately, as of this writing too

little is known about the sensitivity of the precautionary motive to

make any realistic assumption relating it to the size of total wealth,

total assets, or the level of income in an underdeveloped economy such

^^ Keynes, p. 196.

^^ Ibid .

^•^cf. Milton Friedman and Anna J. Schwartz, A Monetary History
of the United States, 18b7-1960 (Princeton: University Press, 1963);
William J. Frazer Jr., "The Financial Structure of Manufacturing Cor-
poration and the Demand for Money -- Some Empirical Findings, ' The
Journal of Political Economy . LXXII (April, 19b4); William J. Frazer
Jr., "Monetary Analysis and the Postwar Rise in the Velocity of Money
in the U.S., ' (to be published in Schweizerlsche Zeitschrift fur
Volkswirtschaf t und Statistik ) .
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34
as Colombia. We must, therefore, yield to the theoretical limita-

tions imposed upon us, and continue to group the precautionary motive

with the speculative. In doing this we rely upon the common ground

shared by both, i.e., that money held to satisfy either motive is

inactive, having a velocity of zero.

The speculative demand for money is a demand to hold idle

balances, sometimes called 'asset balances " or "asset money. " Keynes'

theoretical postulation of a demand for money simply to hold consti-

tuted a distinct break with orthodoxy and the 'orthodox world. ' The

factors behind this demand are fear and uncertainties of what the

future holds, while "the orthodox theory, on the other hand, is con-

cerned with a simplified world .. .where doubt and fluctuations of con-

fidence are ruled out....' The possession of actual cash serves

to assuage our fears of the future while also permitting us to take

advantage of fluctuations in the prices of goods or in the value of

money or like uncertainties of the future.

The essence of the speculative (and, as we have defined it,

the precautionary) demand for money is its continuous response to

34
Frazer has noted, on the basis of a large sample of U.S. manu-

facturing firms, that the effect of increasing firm size is to reduce
bank indebtedness as a percentage of assets and therefore to weaken
the precautionary motive for holding cash relative to other assets...."
(See Frazer, "The Financial Structure..., ' 182-183). This conclusion,
based as it is on increasing firm size in the U S. and the existence
of a highly-developed market in a wide range of non-monetary financial
securities, is of little relevancy to the situation in the underdeveloped
economies

.

35
John Maynard Keynes' chapter in The Lessons of Honetary

Experience , ed. A. D. Gayer (Rinehard and Company, 1937), p. 151,
quoted in Hansen, A Guide to Keynes , p. 127.
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36
gradual changes in the rate of interest.... " The asset demand for

money, Ll, is a function of the interest rate, Ll = LL(i)> decreasing

as the interest rate rises and increasing as the interest rate

declines

.

Several non- competing explanations for the shape of this

function are available. For one, the higher the rate of interest

the greater is the pecuniary reward for parting with money balances.

Another is that as the rate of interest approaches zero the greater

is the risk of a decline in the value of bonds and other fixed- income

assets, and, therefore, the greater the demand for money as a means

37
of avoiding possible losses on capital account.

This last point, in particular, tends to flatten out the slope

of the Ll function, causing it to become completely inelastic with

respect to the interest rate at a low enough rate of interest. (As

the Ll function becomes highly inelastic relative to the interest

rate the basis is laid for the famous "liquidity trap ' which is

apparent in the total demand for money curve.)

The Ll function, illustrated in Figure 5-7, is a schedule of

the desired amount of asset, or idle, balances at various levels of

the interest rate, i.

•'"Keynes, The General Theory , p. 197.

37William J. Frazer Jr., Some Comments on Professor Ritter's
Interpretation of Keynes and Changes in Income Velocity," Schweizerische
Zeitschrift fur Volkswirtschaf t und Statiatik . 99th year (1963) 70-71.
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The slope and level of the Ll function, or the schedule of

the liquidity preferences demand for liquid assets, is determined by

^ Ll /^UA/cr/OA/

4
FIG. 5-7: THE Ll FUNCTION

the state of expectations as they bear upon the speculative and pre-

cautionary motives, loosely put, the degree of 'fear and uncertainty;"

a constant total, money supply; the assumption of a constant velocity

of transactions balances; and, the absolute level of the interest rate

in the money market. The analysis is, therefore, static and applicable

to a single point in time.

We may now examine the interrelationship between the velocity

of money held to satisfy the transactions demand and the velocity of

the total money supply. Given the slope and level of the Ll function

as drawn under the above conditions, a constant velocity of trans-

actions balances implies that, as the level of money income rises and

the amount of money demanded to satisfy this demand proportionally

increases, there must be a continuous transfer of money out of
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asset, or idle, balances into transactions balances. Such a transfer

will occur as the interest rate is bid up, symbolized by a leftward

and upward movement along the Ll function.

As long as money is available from the asset sphere to satisfy

the rising transactions demand the velocity of transactions money

38
will not rise. However, the velocity of the total money supply

will rise, due to the increasing proportion of all ejcisting money

that is actively used and the decreasing proportion of all money

that is held in asset, or idle, balances.

5-8 The Consolidated Demand Schedule for Money

We have now set forth the theory prerequisite to the develop-

ment of a total demand schedule for money. This may be done by con-

solidating the demand schedule for transactions money, Lx, and the

demand schedule for speculative (and precautionary) balances, Lj^.

Such a total liquidity preference function, L, is drawn with reference

to a single point in time, with expectations as they bear on the specu-

lative demand for money fixed.

The L schedule is also typically drawn in the context of a

fixed total money supply while allowing the income level to vary . We

^°Under conditions of a fixed money supply, the increasing
transactions demand will eventually exhaust the existing amount of
idle balances. At this point, if transactions demand continues to

increase it could only be satisfied by a more intensive utilization'
of the existing supply of money, i.e., a higher velocity of transactions
balances. But transactions velocity will not automatically rise; it

will do so only under the stimulus of a rate of interest higher than
the rate necessary to absorb all idle, or asset, balances. Hence, it
may be said that the transactions demand for money becomes interest-
elastic only at a very high rate of interest.
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We believe that this is an unnecessary theoretical condition which

needlessly prevents the analysis from approximating reality. An

alternative approach, which has wide implications vis-a-vis the LM

curve and the IS - LM equilibrium, is to conceive of a series of L

functions, one for each level of income and each drawn with a fixed

money supply, but with a different money supply corresponding to each

level of income .

As with the investment-demand and savings supply schedules,

a family of L functions is required representing all hypothetical

income levels which might exist at a given point in time. Figure

3-8 illustrates five possible consolidated demand schedules for money

corresponding to five possible income levels. Of course, since the

analysis is static, only one of the possible Income levels and its

corresponding L schedule will actually exist at one point in time.

2
i,y, i^y, Li^sL^y^ l^v^

PIG. 5-8: THE CONSOLIDATED L SCHEDULE
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Because the analysis is static we may posit the state of ex-

pectations as they bear on the speculative and precautionary motives

for holding money as fixed. With these expectations given, the Ll,

or asset demand for money is entirely a function of the interest rate,

Ll = LL(i)- This demand for money may, therefore, be assumed indepen-

dent of the income level which exists at the given time.

Under these conditions, the only demand for money which is

influenced by the level of income is the demand arising to satisfy

the transactions motive. Every rise in income increases the trans-

actions demand for money. It follows that the total demand schedule

for money, L, will shift rightward at higher income levels in direct

response to increasing transactions demand . The asset demand for

money is not a consideration in determining the rightward shifts in

the L function .

It follows that as the L function shifts rightward, reflecting

a higher transactions demand consistent with a higher income level (and

a new money supply), the slope and level of each successive L function

must be identical.

This is distinctly different from the orthodox case, when

the several L functions, pertaining to various income levels, are all

drawn with respect to a single, fixed money supply. Under these cir-

cumstances, the greater level of income is satisfied only by transferring

money balances from the asset sphere to the transactions sphere.

39
cf . Hansen, A Guide to Keynes , p. 145, and Hansen, Monetary

Theory and Fiscal Policy , p. t)

.
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Therefore, the L schedules change their slope at different income

levels because at a higher level of income a greater share of the

total supply of money is absorbed by the transactions demand.

5-9 The LM Curve

As we have seen, the investment-demand and savings supply

schedules establish a relationship (expressed by the IS curve) between

the level of real income and the interest rate. The consolidated

demand schedule for money, L, in conjunction with the money supply,

M, serves to establish a similar relationship, expressed by the LM

curve. However, an important distinction between the two must be made.

While the IS curve relates the interest rate to a specific level of

real income, the LM curve expresses a series of relationships between

the rate of interest and the level of money income.

The value of our approach to the development of the consolidated

demand schedule for money may now become apparent. The analysis, as

shown in Figure 5-9, may be best understood by regarding all the LY

curves as alternative possibilities which exist at one point in time.

Therefore, liquidity preference expectations concerning the future are

fixed and the various LY curves reflect only the greater transactions

demand for money consistent with greater levels of money income. There-

fore, were income at any given level, e.g., Yj^, Y2, Y3, Y^ or Y5 , a

specific consolidated demand schedule for money would also pertain --

LlYl, L2Y2. L3Y3. L4Y4 or L5Y5.
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Since the analysis does not consider the money supply constant

over a range of possible income levels, it follows that at any given

C/?S£ I C/7S£ ^

4>;'^7>^4;^^^^^y^

Af,y^ M^Y. MiVj Ai^y^ M^y,- l,A1

C/PS£ 4

yf7,y, /y/^Y./>ij)^/i^^}4/i^^v^ /,/(Y /^/^4>;/^^j^4^/^^/jr /,/tf

FIG. 5-9: THE POUR POSSIBLE RELATIONSHIPS BETWEEN
THE CONSOLIDATED DEMAND SCHEDULE FOR MONEY

AND THE TOTAL MONEY SUPPLY
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point in time, were income at any given level, a specific money supply

would also pertain, e.g., MiYi, M2Y2, M3Y3, M4Y4 or M5Y5. What level

of money supply would correspond to the various income levels possible

at one given time will be determined by the monetary system, institu-

tions, and policies existing at that time. Therefore, these deter-

minants of the money supply are considered fixed.

Under these conditions, the money supply curves might relate

to the possible LY curves in several ways. To simplify, we consider

three theoretical possibilities, shown In Figure 5-9. This figure

also illustrates the orthodox development, shown as Case 1, where

money supply is fixed regardless of the income level.

Cases 2, 3 and 4 illustrate three theoretical possibilities

indicated by our analysis. Case 2 is representative of a situation

characterized by strong money supply expansion. In this instance the

money supply would expand, in the face of expanding income, by an amount

greater than the increasing transactions demand, thereby tending to

force the interest rate downward. Case 4 shows the opposite possibi-

lity, which would follow were the given fiscal and monetary policies,

monetary institutions, and monetary system conducive to a stringent

or tight money situation. Money supply would still tend to expand but

only by such a moderate amount as to force the transfer of money balances

out of idle balances into active, i.e., transactions balances. This

process is accompanied by a rising interest rate, which serves to effect

the transfer. Case 3 illustrates the middle-ground between loose and

tight money expansion. It may be called a symetrical expansion because
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the expanding money supply is exactly equivalent to the growing trans-

actions demand. For this reason the interest rate is unaffected.

Pour types of LM curves may be developed from the four cases

discussed. These four curves, illustrated in Figure 5-10, are ob-

tained by connecting the points of equality between the consolidated

demand schedules for money and the actual supply of money at various

possible income levels, as determined in Figure 5-9 above. Income

is then shifted onto the horizontal axis.

The several LM curves which result from this process demon-

strates the possibility that at a given time, with liquidity preference

expectations fixed and the monetary and fiscal policies, monetary

system, and financial institutions fixed, the rate of interest may

vary directly, inversely or not at all with the level of income.

These possibilities follow from the upward- sloping, the downward-

sloping, and the horizontal IH curves.

The only LM curve usually examined in the literature on the

subject is positive-sloping, and is developed with the technique shown

by Case 1 in Figures 5-9 and 5-10 (i.e., a fixed money supply regardless

of Income level). Clearly, the orthodox treatment presents only one

of several possibilities. Yet so widespread is the notion that LM

slopes upward- to- the- right that, as with the negative-sloping IS curve,

the danger exists that any other possibility may be forgotten, or even

denied.

A qualification of our development of the LM curve must now be

made. It is entirely possible that even in terms of static analysis,
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with fixed monetary and fiscal policies, given monetary legislation,

etc., and with liquidity preference expectations fixed, the supply of

C/?S£ 1
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PIG. 5-10: THE POUR POSSIBLE LM CURVES
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money-demand for money relationship might be a combination of Cases

2, 3 and 4. This would be notably true when higher levels of income

would be accompanied by strong inflationary pressures. Under these

circumstances it is likely that, in Cases 2 and 3 in Figure 5-10,

the LM curve would demonstrate a positive slope at a sufficiently

high level of money income; and in Case A, the IH curve would, at a

high level of money income, become increasingly interest-elastic.

This phenomenon is shown by the dotted curves in Figure 5-10.

Indeed, as we shall see in the following chapter, if the IS

curve does in fact have a positive slope the LM curve must have an

even greater positive slope at some point in order for a stable IS = LM

equilibrium to exist.



CHAPTER VI

MONEY AND INCOME IN COLOMBIA: A DESCRIPTIVE AND
THEORETICAL INTEGRATION

6-1 Introduction

A good deal of descriptive and statistical data has been set

forth in Chapters I through IV testifying to the rising price level,

the expanding money supply, the monetary and credit policies, the

growing real and money Income, and declining Income velocity of

money characteristic of the Colombian economy during the decade of

the fifties. In the previous chapter we have been intent upon

developing a theoretical model which would serve to explain the Inter-

relatioashlp of these factors.

In this chapter we shall attempt to integrate the inductive

information contained in the first four chapters with the deductive

model developed in the previous chapter.

6-2 The IS and LM Equilibrium

From the economic model developed in the previous chapter we

may construct a point of theoretical equilibrium by bringing together

the IS curve and the LM curve. At the point of intersection between

these curves the rate of interest, as determined by the investment

and savings functions, or, the investpient rate of interest , is equal

130
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to the rate of Interest determined by the consolidated demand schedules

for money and the money supply schedules, or, the money rate of interest .

At this point it will also be true that money income, or income ex-

pressed in current dollars, will be equal to real income, or income

expressed in constant dollars, and that the single rate of interest

will relate to the single level of income in such a way that (a) in-

vestment and savings are in equilibrium, with actual savings equalling

desired savings, and (b) the total demand for money is in equilibrium

with the supply of money, with the desired amount of money equal to

the actual supply of money.

It is usually said, therefore, that the intersection of the

IS curve with the LM curve is the equilibrium point for the model.

However, only if the LM curve has a positive slope and the IS curve

a negative slope will mere intersection of the two curves produce a

stable equilibrium point. But as we have shown in the previous chapter,

the IS curve may have a positive slope and the LM curve a negative slope.

If the IS carve does in fact have a positive slope, its inter-

section with the Ul curve is not sufficient to define a stable equili-

brium. Another condition necessary for stable equilibrium is that

the LM curve slope upward- to- the- right, at some income level, so as

to intercept the IS curve from below. That is, at some point on the

income axis and regardless of its slope closer to the interest axis,

the LM curve must demonstrate a greater interest-elasticity than the

IS carve so as to intercept IS from below.
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This point may be demonstrated, as in Figure 6-1, by drawing

the IS curve sloping upward- to-the-rlght . The usual definition of

equilibrium, where IS = LM, occurs at four points -- A, B, C and D.

However, only point D is a stable equilibrium point.

u

PIG. 6-1: THE IS-LM EQUILIBRIUM

Points A, B and C are unstable equilibrium points because any-

where to the left of a, b or c the money rate of interest exceeds the

investment rate of interest and, therefore. Investment would shrink

and income would cumulatively decline. Anywhere to the right of a,

b or c but to the left of d is also unstable because the investment

rate of interest exceeds the money rate of Interest. This would tend

to produce an expansion of investment and, with it, of income. Any-

where to the right of d would tend to produce a decline In income be-

cause the money rate exceeds the investment, reducing Income. This

process would continue to shrink income, but only back to d, where the
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Boney rate of interest would have declined to the point where it again

is equal to the investment rate of interest. Therefore, it may be con-

cluded that the only stable equilibrium point is D, where the equili-

brium level of both money and real income is Od and the equilibrium

level of both the money and the investment rate of interest is Oe.

6-3 The Slope of the IS Carve in Colombia

On inductive rather than purely deductive grounds, we are led

to argue in terms of our static analysis, that the forces were present

in Colombia during the decade of the fifties which tended to produce

a positive- 8 loping IS curve. There are, in fact, several arguments

for this position, related to both the demand for and supply of capital,

On the investment-demand side, there were several pecularitles

relevant to the Colombian experience between 1950 and 1960. Three of

these factors tended to exert their influence through their effect

on marginal efficiency of capital expectations, and a fourth factor

which directly effected the investment-demand schedule.

The factors which tended to react upon the investment-demand

schedule through marginal efficiency of capital expectations were the

growing domestic market and rising purchasing power of the people as

real income rose, the anticipation of a rising price level, and the

artificially- low level at which interest rate costs were maintained

during the period.

These three factors constitute specific income effects on

marginal efficiency of capital expectations. Yet it is not necessary
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to argue that these effects exist only as income grows through time .

On the contrary, these income effects may all be implicit in the

given marginal efficiency of capital expectations as they exist at

one instant of time .

What we claim is that, for all intents and purposes, income

effects on these expectations need not necessarily arise from an

actual growth of income. The family of investment-demand schedules,

existing with respect to a single time point, must reflect these income

effects on the marginal efficiency of capital expectations.

In addition to the autonomous and induced private investment

which resulted from these effects on marginal efficiency of capital

expectations, aggregate investment demand was supplemented by strong

government demand on available real resources during most of the

period under study. 1 Therefore, the level of the aggregate investment-

demand schedules was considerably higher than they would have been

without government investment.

The argument in favor of an upward-sloping IS curve is still

incomplete, however, because the IS curve is a product of both the

This type of investment was discussed in Chapter II It

of^^c ^1 ri°'^u
°'" '*'^'' ''^""" "°"^ °f ^*»i« investment consistedof Social Overhead Capital" - 'usually defined as comprising thosebasic services without which primary, secondary and tertiary productive

RrL;;i<'^L''T°'
^""^^i°°" CAlbert Hirschman. The Strategy ofEconomic Development (New Haven: Yale University Press. 1958 ) ; p. 831-- the 8lo£e of the investment-demand schedules would also tend toChange, since the shapes of the production functions themselves wouldoe altered. This phenomenon, however, could only occur through time

d^inH ."^'i'' 'f^^^^'^'' ^^ ^^« «l°Pe of the family of investment-demand schedules which exists at one instant of tine.
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investment-demand and savings supply schedules. As we have seen, the

supply of savings, or "supply of capital," is primarily a function

of the consumption function.

In almost all underdeveloped countries the consumption

function is at a very high level. "The basic trouble is that the

presence or the mere knowledge of new goods and new methods of con-

2sumption tends to raise the general propensity to consume." This is

the famous "demonstration effect ' popularized by Duesenberry, with

earlier antecedents in Veblen.

In addition to the demonstration effect, the abnormally- low

interest rates paid on term and savings deposits in Colombia undoubtedly

served to reduce the level of real savings below the amount that would

have been forthcoming if interest rates had been allowed to rise to

a more realistic level.

The consumption function which resulted from these two factors

must be reflected in the family of savings supply schedules. The

effect may be illustrated by drawing the individual savings supply

schedules at closely-spaced intervals relative to higher possible income

levels

.

It is true that an increase in real savings is often forced

into existence by inflationary methods. As we have seen, this result

may be achieved by depressing the consumption function below its normal

level. The IS curve, however, is drawn with reference to investment

2
Ragnar Nurkse, Problems of Capital Formation in Underdeveloped

Countries (New York: Oxford University Press, I9bl), p. 62.
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and savings equllibrlmp . not mere equality. This equilibrium implies

actual savings equal actual investment as determined by the normal

3propensities to consume and save. Therefore, we may not accept the

possibility that "forced savings' directly shift the savings supply

schedule rightward by a distance greater than that dictated by the

Dormal propensities to save and consume.

The sum of these points concerning marginal efficiency of

capital expectations, the investment-demand schedules, the consumption

function and the savings supply schedules serve to strongly argue

that conditions existed in Colombia which tended to produce a positive-

sloping IS curve.

Theoretically, for such a slope to pertain it is only necessary

that the individual investment-demand schedules exist at more widely-

spaced intervals than the individual savings supply schedules, rela-

tive to higher hypothetical income levels. This is the situation

illustrated by Case 2 in Figures 5-4 and 5-5 in the previous chapter.

6-4 The Savings and Investment Functions and the IS Curves Under
Dynamic Conditions

The analysis thus far developed has been static, and applies

only to conditions as they exist at one point in time. The static

nature of the analysis follows from the assumptions of a given consump-

tion function (although the level of savings was allowed to vary with

respect to several possible income levels); fixed expectations as they

'Alvin H Hansen, Monetary Theory and Fiscal Policy (New York:
McGraw-Hill, 1949), pp. 72-73.
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bear oq the marginal efficiency of capital (although the level of

investment was allowed to vary with various levels of income); given

monetary and fiscal policies, a given monetary system, and given

financial institutions (although the money supply was permitted to

vary with different income levels); and, fixed expectations as they

bear on the demand for money (although the consolidated demand

schedule for money was allowed to vary with respect to the level of

income, reflecting a varying transactions demand for money balances).

In order to allow the model to explain the role of investment-

demand in the growth of national income, and the Importance of money

supply expansion and declining income velocity of money accompanied

by price inflation over a decade of time , it is necessary to relax

the above assumptions which limit the analysis to an instant of time.

In the remainder of this chapter we shall, therefore, attempt to

approximate the movement of the key functions through time, in the

light of known, empirical data.

The difficulties inherent in purely deductive analysis become

overwhelming with movement through time. Dynamic analysis may not

make use of the same assumptions which are appropriate to static

analysis. With movement through time, the consumption function, ex-

pectations as they bear on the marginal efficiency of capital and

liquidity preference, monetary policies, and financial institutions

may change. It follows that the level and slope of the investment-

demand schedules, the savings supply schedules, the total demand for

money schedules, the money supply schedules and, therefore, the level

and slope of both the IS and LM curves may change over time.
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This does not, however, imply an indeterminate situation. We

must explicitly recognize the necessity to supplement deductive analysis

with inductive knowledge. From such a combination certain valid con-

clusions may be drawn concerning the movement of each of the four

schedules through time.

We have seen in the previous chapter that the investment-demand

schedule relates the volume of investment to the marginal efficiency

of capital, and that the marginal efficiency of capital is a computa-

tion balancing known supply costs against prospective yields on new

investment, while the savings supply schedule relates the volume of

real savings to the consumption function. The IS curve itself, of

course, relates the investment -demand schedules to the savings supply

schedules

.

In the immediately preceding section of this chapter several

reasons were propounded which served to argue that the investisent and

savings environment in Colombia tended to generate a positively-sloping

IS curve. It is our belief that these same arguments can, in large

part, be applied to investment and savings determinants through time .

The prime determinant of the savings supply schedules, the con-

sumption function, is, as we have seen, largely a matter of the demon-

stration effect and the rising aspirations to consume on the part of

the people of an underdeveloped country. Since these effects, which

are largely of psychological origin, are likely to exert continuous

and steady pressure on consumption demand, the consumption function

was probably at a relatively high level in Colombia throughout the

entire decade under study.
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The Import restrictions which were implemented in Colombia

at various times during the 1950's, as discussed in Chapter II, present

a complicating factor in the analysis. These restrictions were com-

posed of quantitative restrictions, import surcharges, advance deposits,

multiple exchange rates and other miscellaneous tools, and were usually

designed to prohibit certain consumption imports, primarily luxury goods.

However, the net effect of these import restrictions on the level

(though not on the composition) of the consumption function was prob-

ably nil, because the largest share of consumption demand which is

denied access to foreign luxury imports will usually be spent on

4available domestically-produced goods. We must conclude, therefore,

that the normal propensity to consume remained high even in the face

of widespread import restrictions.

The growth of national income in Colombia during the decade

under study was also accompanied by strong investment demand. The

slowly increasing real income and the expanding domestic market, the

moderate rate of price level inflation and the anticipation of this

inflation all tended to strengthen and reinforce marginal efficiency

of capital expectations. These ebullient expectations influenced the

investment- demand schedule, causing a continuous shifting rightward

and upward through time. Moreover, rising investment demand due to

optimistic expectations was strongly supplemented by quantitatively

large government investment demand.

^George Soule, David Efron and Norman T. Ness, Latin America
in the Future World (New York: Farrar and Rinehart, Inc., 1945), p. 157.
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All this is not to argue that the components of the marginal

efficiency of capital operated to consistently shift the investment-

demand schedules rightward and upward. In fact, certain atypical

factors did appear from time to time, affecting either supply costs

or prospective yields. The most notable example in the period under

study was the general austerity program in effect during the latter

part of the decade- This policy, directed primarily at the country's

balance of payments deficit, served to severely restrict the importa-

tion of some needed capital goods and raw materials, and to drive up

the supply costs of others. Additionally, the program created an

air of uncertainty concerning all future investment possibilities

and plans which apparently served to dampen investment.

The resulting affect on the IS curve through time is implicit

in the schedules of investment and savings. As we have argued under

the conditions described, the slope of the IS curve was positive in

terms of our static analysis. There is no evidence to suggest that

this slope was altered by movement through time, except during atypical

time periods when the general circumstances described did not obtain.

Since each IS curve refers to a single point in time, we conclude that

the typical conditions which existed in Colombia during the decade of

the fifties tended to create a series of positively-sloping IS curves

which shifted upward and rightward through time with the growth of

actual real income.
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6-5 The Supply and Demand for Money Under Dynamic Conditions

The two determinants of the LM curve, the supply of money

and the consolidated demand schedule for money, must also be considered

in the dynamic sense.

The actual supply of money is, as we have seen in the pre-

vious chapter, dependent upon the banking system and legislation,

monetary policies, etc. in effect. Obviously, these determinants

are susceptible to change with the passage of time.

However, as we have seen in Chapter III, the expansion of

the means of payment in circulation in Colombia has been markedly

even and continuous during the 1950's. The growth of the money

supply in Colombia has, in fact, been more rapid than that of any

other significant economic variable, e.g., real income, money income,

etc.^

Part of this growth may be explained by a monetary authority

and by monetary policies which have been extremely permissive vis-a-vis

credit and loans for commercial purposes. This problem which we exam-

ined at some length in Chapter IV, occurs, as in many underdeveloped

countries, where the monetary authorities and the central bank still

-*rhe problem of an apparently limitless growth in the supply of
money is one of the most discussed problems in Colombia (and in all

of Latin America), cf: Dulcy Garces Molina, MemorTa. Primer Congreso
Nacional de Economistas . Document No. 20: Proceso Historico del Prob -

lema Cambiario en Colombia (Bogota*: Sociedad Colombiana de Economistas,
1958), pp. 1-4; Sociedad Colombiana de Economistas, MemorTa. Primer
Congreso Nacional de Economistas . A Report Prepared by the First National
Congress of Economists (Bogota": Sociedad Colombiana de Economistas,

1958), p. 4; Giges, "Quinta ReuniTbn de Tecnicos de los Bancos Centrales,"
Economia Colombia . 13 (June, 1957), 573-576.
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perceive their proper role to be largely one of providing a money

supply elastic to commercial needs. This passive role also frequently

extends to the financing of governmental debt by means of increasing

the money supply.

The actual money supply together with the total demand

schedule for money determines the level and slope of the LM curve.

The consolidated demand schedule for money, L, is probably

the most volatile, statistically ambiguous of the four determinants

discussed. While the demand to satisfy the transactions motive is

a stable function of the level of money income, the same cannot be

said of the asset demand for money. Such demand is based primarily

upon uncertainties and expectations with regard to the future level

of the interest rate (speculative motive) and future business con-

tingencies (precautionary motive).

Thus, the asset demand for money rests essentially on the

psychological condition of the public. The term was, in fact, designed

to convey only a demand for money, not the actual amount of cash-

holding for asset purposes.

Clearly, the demand for money is subject to strong fluctuations

through time. The convenience of assuming liquidity preference expec-

tations constant, as done in static analysis, is inappropriate to a

dynamic situation. Yet the speculatlve-precuatlonary demand for money

is absolutely essential to the analysis; and the analysis of this demand

^ Kenneth K. Kurihara, Monetary Theory and Public Policy (New York:
W. W. Norton and Co., 1950), p. 106.
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for money, In conjunction with the supply of money, is central to the

theoretical discussion of income expansion that follows. Fortunately

we can approximate the course of the asset demand for money through

the decade of the fifties with the use of velocity of money calculations,

This shall become apparent as the analysis proceeds.

6-6 The IS and LM Sguilibrium Under Dynamic Conditions and the

Wicksellian Inflationary Gap

Thus far we have demonstrated that the equilibrium rate of

interest and the equilibrium level of income will be determined where

the IS and the LM curves Intercept, with IJH cutting IS from below.

But, in dyneimic terms such equilibrium must be regarded as no more

stable than the least stable of the four schedules which determine

IS and I2i. Moreover, there is no essential reason for assuming that

the economy ever actually attains such an equilibrium nor, that if

such a point were reached, that the equilibrium condition would per-

tain for more than an instant of time.

In point of fact, in any analysis of an economy where price

Inflation has been practically a way of life, such as in Colombia and

others like Chile, Brazil, Paraguay and Boliva to a greater or lesser

degree, attention must center on the lack of such equilibrium because

such equilibrium implies price level stability .

Secular inflation will result when the Investment rate of in-

terest, or the marginal efficiency of capital rate of interest, which

lies on the IS curve, remains persistently above the money rate of

Interest, lying on the LM curve.
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The critical relationship between the investment rate of inter-

est and the money rate of interest is part and parcel of the Wickselllan

theory of interest and prices. Wicksell argued that investment is

determined by the rate of interest in comparison to the earnings on

an investment, so that 'expansion will take place when their i.e.,

durable capital goods earnings increase or when the rate of interest

falls, so that their capital value now exceeds their cost of repro-

duction. ' Hansen has remarked that this particular statement strikes

very close to Keynes own formulation of the marginal efficiency of

capital and the determinants of investment.

Therefore, earnings on investment, or the capital value of

the investment good, serve to generate a form of an interest rate,

called by Wicksell the 'natural " or the "normal " rate. This rate

was defined by Wicksell as a theoretical concept "away from which our

deviations are imagined to originate .. .and cannot be though of as so

q
much percent." In general, this rate 'depends on the efficiency

of production, on the available amount of fixed and liquid capital,

on the supply of labor and land, in short on all the thousand and one

things which determine the current economic position of a community."

Knut Wicksell, Interest and Prices , trans. R. P. Kahn
(London: Macmillan and Co., 1:^36), p. 134.

gAlvin H. Hansen, Business Cycles and National Income
(New York: W. W. Norton and Co., 1951), p. 325.

^Wicksell, p. 100. In point of fact, as Wicksell defined them,
the natural' rate and the "normal" rate are not identical. Yet the
distinction between the two is somewhat muddled and no operational
difference is apparent. See text p. 14b.

^°Ibid., p. 106.
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A concept very similar to this was developed by Cassel, and

was called by him "the real rate of interest of the capital market. "^^

Indeed, we may equate Wickaell's "natural" rate to the investment rate

of interest or the marginal efficiency of capital rate, as used

throughout this study.

This real, natural, or investment rate of interest must be

set against what Wicksell simply calls the rate of interest, or

Cassel 's "bank rate," or what we have called the money rate of inter-

est. In any case, the reference is to the interest rate (or average

of several rates) which prevails in the money market.

"If, for any reason," Wicksell vTites, "the average rate of

interest Qmoney rate^ is set and maintained below the normal level

Qnvestment rate], no matter how small the gap, prices will rise

1 2
and will go on rising." If the position of the interest rates is

reversed, "prices will fall continuously and without limit.

The mechanism may be briefly summarized. If the banks and

other lenders of credit lend at a money rate of interest which is below

the investment rate, entrepreneurs will in the first instance obtain

an excessive profit. These profits will inevitably induce them to ex-

tend their operations in order to exploit their favored position. The

Gustav Cassel, "The Rate of Interest, the Bank Rate, and the

Stabilization of Prices," Readings in Monetary Theory , edited by

American Economic Association (Homewood, Illinois: Richard D. Irwin,

1951), p. 328.

^^Wicksell, p. 120.

Ibid.
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number of people becoming entrepreneurs will grow. Finally, "as a

consequence, the demand for services, raw materials, and goods in

,,14
general will be increased, and the prices of conmodities must rise.

The upward pressure on prices, following in the wake of

strong investment demand, will proceed as long as the money rate is

below the investment rate.

The stability of prices was one of Wicksell's prime concerns.

This fact is reflected in his definitions of the "normal" and the

"natural" rates of interest. The former is 'that rate which, having

regard to the situation in the market, would be necessary for the

maintenance of a constant level of prices," while the current

value of the natural rate of Interest Is that "certain rate of

interest on loans which is neutral in respect to commodity prices."

Hence, a prevailing money rate which is either higher or lower from

that which corresponds to the natural, or Investment, rate of in-

terest is evidence that "the economic equilibrium of the system is

ipso facto disturbed."

Consequently, it Is easy to agree with Brunner and Meltzer

that "central to the view that money matters' is the hypothesis that

differences between the demand for and supply of money .. .clearly

^^Ibid., pp. 105-106.

^^
Ibid . . p. 100.

^^
Ibid .. p. 102.

^^Ibid., p. 105.
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indicate the direction of change in money income. Between them,

the consolidated demand schedule for money and the actual supply

schedule for money determine the LM curve.

Yet as we have seen, equally central to the analysis are

the investment-demand and savings supply schedules, which act as

co-determinants (with the demand for and supply of money) of the

direction of change in money income. These schedules determine the

IS curve.

From Wicksell's analysis we know that the relationship be-

tween the money rate of interest and the natural, or investment, rate

of interest will determine the course of change in money income. A

long period of inflation is consistent, in this analysis, with a

situation where the investment rate of interest tends to persistently

remain above the money rate of interest. From the analysis developed

in this paper, we see that these rates of interest must lie upon the

IS and LM curves respectively. These curves, therefore, provide us

with the tools to examine more closely the Wicksellian inflationary

gap-

We have seen that a theoretically stable equilibrium exists

where IS - LM, with LM Intercepting IS from below. This equilibrium

is consistent with stability of the price level. The developments in

Colombia between 1930 and 1960, where inflation was persistent and

continuous, clearly indicate that this equilibrium condition did not

^°Karl Brunner and Allan H. Meltzer, Predicting Velocity:
Implications for Theory and Policy,' Journal of Finance . XVIII (May,

1963), 322.
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obtain. By this we do not wish to Imply that a theoretical IS ^ Ul

equilibrium did not exist , but merely that it was not attained.

Two alternatives present themselves. First, is the theoretical

possibility that no IS = LM equilibrium existed. This would occur in

a situation where the IS curve slopes upward- to- the- right while the

LM curve maintains an interest-inelastic elope. Under these circum-

stances, which might exist £or one point in time or continuously

through time, the U4 curve never Intercepts the IS curve from beneath

and, therefore, no stable equilibrium is possible.

A second possibility is more reasonable. As discussed above

in Chapter V, it is realistic to assume that, were price Inflation

sufficiently rapid, the monetary authorities would eventually curtail

money supply expansion. The effect of this response would be to force

a positive slope on the IH curve somewhere quite far to the right ott

the income axis. In such a case a theoretical IS = LM equilibrium

would exist.

Under these circumstances, the failure to attain an IS = Ut

equilibrium, and thereby achieve price stability, is to be explained

by the fact that, with movement through time, the IS and LM curves were

continually shifting. This follows because the conditions which serve

to determine each IS and IM curve exist for only a moment in time.

The significant fact would appear to be not the existence of a

theoretical equilibrium, but rather that the IS and LM curves were

shifting with the passage of time before such equilibrium was reached.

Such is the nature of a dynamic situation.
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6-7 The LM Curves Under Dynamic Condltiona and the Wicksellian
Inflationary Gap

We have argued in this chapter that, under the circumstances

indicated, the IS curve referring to a single point in time would

possess a positive slope. Similarly, we argued that a series of IS

curves. Illustrative of movement through time and determined by the

particular aspects of the investment-demand and savings supply schedules

in Colombia would tend to maintain this slope while shifting upward

and rightward in response to factors affecting the underlying invest-

ment-demand and savings supply schedules.

In this case, the Wicksellian inflationary gap would tend to

persist and grow cumulatively larger unless the corresponding LM

19curves simultaneously shifted upward and rightward. Several insti-

tutional restraints operated in Colombia to slow or prevent the LM

curves from adjusting in such a way so as to attain equilibrium.

These restraints operated through the money supply schedule.

Therefore, factors affecting the consolidated demand for money schedule

will be Ignored for the present, although they have a critical role

to play as we shall see.

19
'^'Wicksell makes essentially the same point, the difference being

that our analysis is conducted In terms of the IS and LM curves, while
he argues in terms of the investment rate of interest and the money
rate of interest which lie on these two curves respectively: "The
essential point is that the maintenance of a constant level of prices
depends, other things remaining equal, on the maintenance of a certain
rate of interest on loans Qmoney rate^], and that a permanent discrepancy
between the actual Qinvestment^ rate and this rate exerts a progressive
and cumulative influence on prices." (Wicksell, pp. 120-121.)
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One factor operating to prevent an upward shift of the LM curve

is a rapidly expanding money supply. In Colombia we have seen that

this has occurred throughout the fifties and several reasons for the

expansion. The direct result of this expansion, in lieu of counter-

pressures steaming from an increasing demand for money, was to force

a highly interest- inelastic slope upon the lH curves through time,

and to prevent the curves from shifting upward. Since the money

rate of interest lies on the LM curve, the consequence is the

persistence of an abnormally low money rate of interest.

Another factor of considerable operational significance may

be viewed as a contributive factor to the money supply expansion.

Both tend to generate the same results. Suppose, for any reason,

that the IS curve shifts upward and the investment rate of interest

rises. To maintain an equilibrium condition it would be necessary

that the LM curve simultaneously shift upward and the money rate of

interest rise. However, there exists, at least in a complex monetary

system, no connection between the two rates other than variations in

20
the price level caused by the difference between them. This link

is elastic, tending to delay Interest rate adjustments:

An increase in the real [^Investments rate does not there-
ixe immediately cause a corresponding rise in the bank's
Qmoney^ rates, but the latter remain unchanged for a time
and with them the loan rates between individuals. The money
rate therefore becomes abnormally low in relation to the

20
Knut Wicksell, Lectures on Political Economy . Vol. II,:

Money , edited by Lionel Robbins (New York: Macmillan Company, 1935),
p. 206.
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real capital rate, and this naturally has just the same
effect as if the money rate had been spontaneously re-
duced with an unchanged Interest on capital -- which
seldom happens.

Hence, the upward adjustment is delayed; the investment rate

remains for a time above the money rate; there is excessive investment

accompanied by a run on credit, and an inflationary pressure on the

stability of prices. If the individual banks do not counter this

pressure by raising their interest rates, the price rise continues.

The Colombian monetary policies greatly exacerbated the dif-

ficulties of the adjustment process throughout the decade of the

fifties. As we have seen in Chapter IV, on a great many types of

loans the interest rate charged by the banks was actually fixed by

law and remained constant over long periods of time .

This Is not an unusual phenomenon in underdeveloped countries,

where the greatest concern is for development, and price-stability

considerations are almost an afterthought. Cheap money is also often-

times a highly-charged political issue. Similarly, easy commercial

credit has frequently been a traditional monetary policy supported

by many highly-placed individuals who stand to gain in a personal

Eianner.

Clearly, under the dynamic conditions supposed, the investment,

or marginal efficiency of capital, rate of interest will very likely

tend to persistently remain above the money rate of interest through

21
Ibid.
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time. It follows that the economy normally operates under inflationary

conditions stemming from a persistant inflationary gap of the Uickselliaa

variety

.

This theoretical apparatus presents, we hope, one explanation

of the hyper- inflationary process -- where the IS and IM curves, and

hence the investment and money rates of interest tend to diverge pro-

gressively and cuaanulatively with the passage of tioie.

The analysis also presents a sound logical alternative when

hyper- inflation does not obtain, such as in Colombia through the

fifties. Given the analysis thus far developed, moderate inflation

is to be explained by the fact that the IS and LM curves did not tend

to progressively diverge through time, but instead tended to maintain

a limited inflationary gap .

The inflationary gap will tend to be reduced to the extent

that the LM curves through time shift upward and rightward . This

shifting process has the direct result of closing the distance be-

tween the IS and the IM. curves, between the current investment rate

and the current money rate of interest.

It must be noted that mere rightward shifts of the LM curves

could only close the inflationary gap if these curves also became

highly interest-elastic at some distance to the right on the income

axis. This would strongly imply some degree of monetary stringency.

Yet the common situation in Colombia was for the rising investment

demand to be financed by new money creation, which is characteristic

of the Wlcksellian inflationary gap. Thus, the possibility is slim
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that in the process of shifting rightward the IX curves also became

sufficiently interest-elastic to insure equilibrium.

Hence, the LM curves must have shifted upward as well as

rightward over time in order to close the inflationary gap, or more

precisely, since the IS curves were also shifting upward and rightward,

in order to maintain an inflationary gap of only modest dimensions.

fe-8 The Demand for Money and the Velocity of Money

Under the conditions thus far stated -- the IS curves shifting

upward and rightward through time and the money supply schedules

tending to delay and/or prevent compensating adjustments by the cor-

responding LK curves -- the inflationary gap will be kept in reasonable

bounds only when the consolidated demand schedules for money adjust

in such a way so as to override the effects of the money supply

schedules and force the LM curves to shift upward as well as rightward

through time .

In point of fact, we know that this is exactly what did occur

in Colombia during most of the period under study. The process whereby

the LM curves shifted upward . as well as rightward, through time

nay be proven to be equivalent to a declining velocity of money, and

as we have seen in Chapter I, the velocity of money did decline in

Colombia from 1951 to 1959.

The proof of this identity may be shown by recalling the three

motives to demand and hold money. The global concept called "the velo-

city of money" may be viewed as largely determined by these motives:
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the speculative, precautionary and transactions nrativee. These three

motives may be distinguished In the following way: balances held for

transactions purposes contain all active money; at an earlier point

in this study we allowed that the velocity of these balances remained

largely constant. The balances held to satisfy the speculative and

precautionary demands for money we have lumped together; these balances

contain all idle money. The terms active and idle refer to the in-

tensity of utilization of these balances. While transactions balances

have a positive velocity, the speculative-precautionary balances have

a velocity of zero.

Since only money held for transactions purposes has a positive

velocity, which remains fairly constant, and all money held for

asset purposes has a zero velocity, the fact that velocity declined

indicates that the relative size of the latter, or idle, balances

increased. Stated otherwise, the declining velocity of money was

empirical evidence that (a) transactions balances as a percentage of

all money balances decreased, and (b) the asset balances as a percentage

of all money balances increased .

With the continuous rise In money income in Colombia during

the 1950 's, there was, of course, an increasing demand for money to

satisfy the transactions motive. This would occur even without any

output increase, reflecting merely an increasing demand for money in

22order to conduct the same amount of business at higher prices. Were

22Sidney Weintraub takes important notice of the effect of in-

flation on the transactions demand: "In an age of inflation the rise
of prices as a source of transactions demand can hardly be underesti -

££l£d«' QClassical Kavnesiaaism. Monetary Theory and the Price Level
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liquidity preference expectations as they bear on the demand for money

to hold as an asset assumed constant, the consolidated demand schedule

for money would shift rlghtward, but not upward , with higher money

income. This conclusion is consistent with our construction of the

consolidated demand schedule for money in the previous chapter.

Clearly, however, with rising money income, accompanied by

rising real income, price inflation, and an expanding supply of money,

neither liquidity preference expectations as they bear on the asset

demand for money nor the asset demand for money itself could have

remained constant. In the working out, since the velocity of money

declined we know that these balances increased in relative importance.

Our thesis that the relative importance of asset money balances

Increased in Colombia during an inflationary period appears to contra-

dict the usual assumption that these balances will decline during an

Inflationary period {"a flight from money") because of the cost attached

to the holding of money balances due to the declining value of money.

Clearly, however, this cost of holding money must be set against the

benefits of being in a liquid position during a price inflation.

Increased uncertainties during an inflationary period are

axiomatic, and some of these uncertainties serve to create additional

23
Incentives for liquidity, the effects of which will fall directly

(Philadelphia: Chilton Company, 1961), p. 21.21 Unfortunately, Welntraub
concludes that the entire IS-LM construct must be discarded, "for it

omits entirely the phenomenon of changing price levels." F Ibtd .~| Hope-
fully, our presentation overcomes this objection to the standard formu-
lation of IS-LM.

^^Graeme S. Dorrance, "The Effect of Inflation on Economic Develop-

ment," International Monetary Fund Staff Papers . I (March, 1963), 4.
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on the speculative and precautionary motives to hold money. Some of

these new uncertainties result in an intensification of the "illiqui-

dity risk -- that is, the risk of not being able to withdraw from a

commitment, once enterred into, should the owner wish to change the

24
disposition of his assets subsequently." Similarly related is the

greater desire for liquidity accompanying price inflation because

the latter frequently entails changing and unforeseen profit opportunities.

In Colombia during the decade of the fifties, the evidence of

a declining velocity of money merely indicates that the positive

benefits of holding increased amounts of asset money were felt to

outweigh and over-balance the negative effects or costs which accom-

panied the holding of idle money.

We have already shown in the preceding chapter that an increase

in asset balances is consistent with an upward shift in the consoli-

dated demand for money, just as an increase in transactions balances

is consistent with a rightward shift in the total demand schedule

for money.

In sum, therefore, the effects of rising income on the trans-

actions demand for money must be added together with the changing de-

mand for asset money. Specifically, the increasing transactions demand

Tlicholas Kaldor, "Economic Growth and the Problem of Inflation,

Part II," Economica, New Series, XXVI (November, 1959), 288.

25
A. S. Shaalan, The Impact of Inflation on the Composition

of Private Domestic Investment," International Monetary Fund Staff Papers ,

IX (June, 1962), 245.

25
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will create a rightward shifting effect and the increasing asset de-

mand will prompt upward shifts. The net result will be a process

shifting the consolidated demand schedule upward and rightward

through time. The declining velocity of money in Colombia was a

result of this shifting process.

The relationship between the money rate of interest and the

velocity of money may seem a bit paradoxical. The usual expectation

would be to find these two variables moving in the same direction .

But this expectation has its source in what is actually a special

case -- where the speculative-precautionary demand for money is

shifting leftward. In this study of the Colombian economy we have

tried to focus attention on some of the pecularities of a developing

country. In so doing we examined the logical alternative where the

money rate of interest and the velocity of money were moving in

opposite directions.

cf. Lawrence S. Ritter, "The Structure of Financial Markets,
Income Velocity, and the Effectiveness of Monetary Policy," Schweizerische
Zeitschrift fur Volkswirtschaf t und Statistik (September, 1962), 282.



CHAPTER VII

SUMMARY AND CONCLUSION

In this study of the Colombian ecoaomy during the decade of

the I950's we have concentrated our attention on two main aggregative

facts: the growth of income and the expansion of the money supply.

Furthermore, in the last two chapters we have attempted to construct

a model of the Colombian economy during these years in order to lend

insight and to unify the descriptive aspects of the study.

Thus, a major thesis of Chapter II was the continuing trend

of structural change and industrialization in Colombia. This fact,

plus our examination of some of the most important economic policies

which tended to sustain both a strong consumption demand and a

strong demand for investment goods, formed the basis for our theoreti-

cal discussion of the investment-demand and savings supply schedules

in Chapter VI.

Similarly, our ex£iminatlon, in Chapters III and IV, of the

rapid expansion of the money supply between 1950 and 1960, and of the

banking system and monetary and credit policies which generated this

expansion, served to lay the basis for our hypothesis in Chapter VI

concerning the money supply schedules.

158
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The ratio of national income to the money supply, or the income

velocity of money, was briefly mentioned in Chapter I as a measure

of the general liquidity of the Colombian economy. The fact that this

ratio declined from 1951 to 1959 served to support our contention in

Chapter VI that the demand for money, or liquidity preference,

schedules shifted upward and rightward through time.

The results of this study, therefore, lend themselves to a

brief summarization in theoretical terms.

We have attempted to demonstrate in this study that the direc-

tion of change of money income in Colombia during the decade of the

fifties may be considered a function of an inflationary gap. This

gap resulted primarily from strong investment demand in combination

x^ith a weak supply of real savings, which produced a series of IS

curves shifting upward and rightward through time.

In addition, there was a continuously expanding supply of

money in Colombia which tended to flatten out the LM curve and prevent

a stable IS '^ LM equilibrium. Fortunately, during this decade the

transactions and asset demands for money were also increasing, with

the latter absorbing a relatively greater share of the existing money

supply. This factor is indicated by a declining velocity of money.

Accordingly, the LM curves tended to shift upward and rightward

with the IS curves. By this fortunate oonbination of factors the in-

flationary gap was kept to moderate proportions in Colombia during

the decade examined.



/lPPENDIX a

The purpose of this appendix is to determine whether or not

the official Colombian price indexes, particularly the wholesale-price

index, accurately indicated the degree of price inflation in Colombia

between 1950 and 1960.

The official wholesale-price index is a base-year weighted

index of price relatives calculated by the Colombian central bank,

the Banco de la Republica. The items are grouped according to the

Standard International Trade Classification (S.I.T.C.). <ind the

weights are rough estimates of the value of consumption in 1952, i.e.,

value of production plus imports minus exports.

The index itself contains nine classifications: food products,

beverages and tobacco, non- combustible raw materials, fuels and lubri-

cants, animal and vegetable oils and fats, chemical products, manu-

factured goods, machinery and transport equipment, and miscellaneous

manufactured goods The weights allocated to each classification are:

57.28, 7.06, 2.79. 3.39, 0.75, 2.69, 13.64, 6.10, and 3.30. The nine

component sections of the wholesale-price index for the years 1950

to 1960 are reproduced in Table A-1.

Each of these nine major classifications is, in turn, composed

of numerous sub-classifications, appropriately weighted. These sub-

classifications contain the individual goods surveyed -- a total of

160
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TABLE A-1

OFFICIAL WHOLESALE PRICE INDEX BY
MAJOR CLASSIFICATION, 1950-1960"^

(1950 = 100)
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TABLE A-1 Extension

Fuels
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269 -- which are weighted in accordance with an estimated value of

consumption in 1952.

The prices of each commodity relate to the middle of the

month. They are mailed to the Banco de la Republica by approximately

2580 manufacturers, wholesalers and distributors in 10 major cities.

There are two other Colombian wholesale-price indexes. The

first is published in the Monthly Bulletin of Statistics as a "General

Index" and in the International Monetary Fund's International Financial

Statistics as a "Home and Import Goods Index." It refers to imports

and domestically-produced goods for domestic consumption. This index

may be found in Table A-2. The second, also published in the I.F.S.,

is an index of "Home Goods" only. This index was initiated in 1952.

The accuracy of the official wholesale-price index in stating

actual wholesale prices in Colombia may be best evaluated by the

creation of an implicit index of wholesale prices. The implicit index

may then be compared to the official index. This type of index may

be created by comparing a time series of the peso-values of production

(adjusted for foreign trade) in the economy, in index-number form, to

For a completely detailed breakdown of the official wholesale-
price index by major and minor classifications and by individual commod-
ity, see Banco de la Republica, XXXVIII v XXXIX Informe Anual del
Gercnte a la Junta Directiva, Segunda Parte . (Bogota": Talleres
Gr£ficos, 1963), pp. 244-247.

^United Nations, Statistical Office, Supplement to the Monthly
Bulletin of Statistics. Third Issue (New York: 1954), and United
Nations, Statistical Office, Supplement to the Monthly Bulletin of
Statistics. Fourth Issue . (New York: 1959).
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TABLE A-

2

GENERAL OR HOME AND IMPORT GOODS
WHOLESALE PRICE INDEX, 1950- 1960*

(1950 - 100)

General
And Home
And Import

Year Goods

1950 100.0

1951 108.0

1952 106.8

1953 113.6

1954 121.6

1955 122.7

1956 133.0

1957 164.8

1958 193.2

1959 212.5

1960 220.5

^Annual indexes are averages of four quarters. Orijlnal base

years 1953 = 100 and 1958 =» 100. Source : International Monetary Fund,

International Financial Statistics (1950-1961).

a time series of the volume of production (adjusted for foreign trade)

in the economy, also in the form of index numbers. A division of

the value indexes by the volume indexes will yield an implicit price

index.''

The creation of an implicit price index with this method rests

on the price-quantity side of the Equation of Exchange, MV = ?Q.

Taking PQ to represent the value of the goods and commodities included

in the sample and Q to represent the quantity or volume of the same

^Thls methodology was developed, with excellent results in

a study of the German economy by John J. Klein, "German Money and

Prices, 1932-1944," Studies in the Quantity Theory of Money , edited

by Milton Friedman, (Chicago: The University of Chicago Press, 1956),

pp. 121-159.
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goods and comiDodities , by dividing the first by the second a price

index may be derived. Symbollically , it may be stated

LJL^ = P.
Q

P represents the implicit price index.

A composite value index representing P x Q and a composite

volume index representing the quantity, Q, of the same goods included

in the value index must be derived.

The only reliable and comprehensive series of production volumes

and values are those of the National Manufacturing Industry (Industrie

Manufacturera Naclonal). These statistics include the value in cur-

rent pesos of all industrial activity and the volume of production in

physical units (grams, kilograms, etc.).

This series o£ data begins with 1953. In that year a thorough

industrial census was taken without discrimination according to size

of output or number of employees. Since that time, except for 1954,

an industrial survey has been made during every year. These surveys

have had various minimum cut-off points, e.g., in 1960 only those firms

employing 5 or more workers or with an output of PS $24,000 ^approxi-

mately U.S. $2,400]] or more were included. Even so, these surveys

have consistently included 10,000 to 11,500 firms.

BoletTn Mensual de EstadTstica . Ano XII, Nuinero 151 (Octubre,
1963). For a detailed description of the 1953 census and the 1955,
1956, 1957, 1958 and 1959 surveys, see Banco de la Republica, Departa-
mento de Investigaciones Econoinicas, Conceptos, Definiciones y Metodo -

logTa de las Cuentas Nacionales de Colombia. 1950 - 1961 . (Bogota:
Banco de la Republica, 1963), pp. 103-111.
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Value and volume data of industrial output do exist prior to

1953. However, the validity of these early statistics is dubious.

Most certainly they differ widely from the 1953 and subsequent series

in grouping of items, calculation of weights and scope of coverage.

Therefore, it was decided not to try to link these data with the later

series

.

Fortunately, the scope of the data contained in the industrial

series since 1953 is quite large. Since the purpose of this section

is to compare the official wholesale-price index to the implicit

price index generated from the value and volume information, it is

essential that the industrial series contain at least those commodities

included in the official wholesale-price index. Actually, approximately

900 different types of goods are contained in the industrial series.

However, the scope of the two series are not widely dissimilar because

the categories of goods contained in the official index are more

broadly defined than those of the industrial series.

Based on the industrial series, the production value of all

goods was first put into index number form, by category and by grand

total. Nineteen hundred and fifty three was taken to be 100 because

it is both the first year in the series and because the 1953 data is

based on a complete industrial census. The index numbers refer to

gross value of production at production source minus additions to

inventory or plus decreases in inventory. The results of this process

are given in Table A-3.



TABLE A-

3

PRODUCTION VALUE BY CATEGORY OP GOOD
AND POR ALL GOODS, 1953, 1955-1960^
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TABLE A-3 -- Continued

169

CLOTHING GOODS

Year

Gross
Production
Value''

(1)

Change
In

Inventory*^

(2)

Gross
Production
Value
+ or -

Change
in

Inventory

(3)

Column

(3)

1953 = 100

(4)

1953
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TABLE A-3 -- Continued

PRINTING, ENGRAVING, ETC.

Gross
Production
Value
+ or -

Gross Change Change Column
Production in in (3)

Year Value^ Inventory*^ Inventory^ 1953 = 100

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

1953



171

TABLE A- 3 -- Continued
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TABLE A-3 -- Continued

BASIC METAL INDUSTRY

Gross
Production
Value
+ or -

Gross Change Change Column
Production in in (3)

Year Value^ Inventory'^ Inventory** 1953 = 100

(I) (2) (3) (4)

1953
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Next, a series representing the volume of production was

generated. The goods and commodities included and the categories de-

veloped are identical to those in the value of production series.

The original production volume statistics, as determined in the 1953

census and subsequent surveys, were gathered and stated in terms of

physical units (grams, kilograms, etc.) However, the Banco de la

Republica has grouped these data and placed them in the form of index

numbers. The method of weighting each good within the 20 categories

was the base-year method, weights pertaining to the total value added

in the production of each type of good. Table A-4 contains the

results thus obtained. These index numbers were derived from unweighted,

or simple arithmetic averaging of all categories. Only within each

category have the individual items been weighted.

A method of weighting each category of goods was then

developed. The weights used in the official wholesale-price index could

not be used because the grouping of goods into various categories is

completely distinct from those groups of goods so far used in developing

the implicit price index.

The method of establishing the weights used in the calcula-

tion of the implicit price index was to assign to each economic sector

the same weight as the contribution of each sector to total value of

production in 1953, i.e., base-year value weighting. "Value of production"

p. 63.

'Banco de la Republica, Conceptos. Definiciones y MetodoloRTa .
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TABLE A-4

PRODUCTION VOLUME BY CATBGORY OF GOOD
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is to be understood as gross production minus additions to inventory

or plus decreases in inventory.^ The weights developed in this manner

may be found in Table A- 5.

From the three series now developed in this section an implicit

index of Colombian prices at the wholesale level may be derived. Both

a production value and a production volume series, appropriately weighted,

by category of goods and for all goods has been constructed. These are

contained in Tables A-6 and A-7. Dividing the value series for all

goods by the volume series for all goods yields an implicit price

index for all goods, shown in Table A-8.

Table A-8 shows that the value of all production increased

more rapidly than the volume of all production. This means that the

price level rose during the period. However, after converting the

official wholesale-price index onto a base-year of 1953, it is apparent

that the official index does not understate the rise in prices when

viewing the period 1953 to 1960 as a whole. In fact, the price rise

was slightly overstated in relation to the implicit price index.

Prior to 1956, however, there was a notable discrepancy between

the two series which may have arisen either from inaccuracies in the

data used to compute the implicit price index or from errors in the

official index. In any case, the two indexes indicate closely parallel

upward trends since 1950. This is strong evidence supporting the

^This method of weighting the data contained in the production

value and production volume tables assumes that the ratio of the volume

of production of each category of goods to volume of all goods is the

same as the ratio of the value of each category of goods to the value

of all goods.
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TABLE A-

5

WEIGHTS APPLICABLE TO THE IMPLICIT
PRICE INDEX^

Foodstuffs 41.08
Beverages 12.40
Tobacco 2.42
Textiles 14.34
Clothing Goods 6.41
Wood, Cork and Wooden Furniture 1.66
Paper and Paper Products 81
Printing, Engraving, etc 1.87
Leather and Leather Products 1.87
Rubber Products 1.62
Chemicals 4.38
Petroleum and Coal Products 2.30
Non-Metallic Minerals 4,13
Basic Metal Industry 52

Mechanical, Metallurgical and Diverse Industries 4. 19

All Production 100.00

'For method of computation see text.
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TABLE A- 6

WEIGHTED PRODUCTION VALUE BY CATEGORY OF GOOD AND
FOR ALL GOODS, 1953, 1955-1960^

(1953 = 100)

Year



179



180

TABLE A- 7

WEIGHTED PRODUCTION VOLUME BY CATEGORY OF GOOD AND
FOR ALL GOODS, 1953, 1955-1960^

(1953 = 100)

Year
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TABLE A-

8

PRODUCTION VALUE AND PRODUCTION VOLUME
INDEXES FOR ALL GOODS, THE IMPLICIT PRICE
INDEX, AND THE OFFICIAL WHOLESALE PRICE

INDEX, 1953, 1955-1960^

(1953 = 100)
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accuracy of the official wholesale-price index in portraying actual

wholesale price levels in Colombia since 1936.

The implicit price index may be assumed to reflect the price

movements of numerous types of goods which are not included in the

official wholesale-price index. Goods characterized by an artifically-

constrained supply, decreasing quality, and new goods not included in

the official index are all partly reflected in the implicit price

index

.

We may now describe the official Consumer Price Index and

draw a brief comparison between it and the official wholesale-price

index

.

The consumer price index, originally called the cost of living

index, first made its appearance in Colombia in 1937. At this time

the only index which was computed applied to a wage-earners' family

in Bogota composed of five persons. (The term "wage-earner" or

"obrero" refers to non-salaried workers as opposed to salaried em-

ployees, called "empleados .") The index was based on a family living

study conducted in Bogota' in September, 1936.

The index contained 38 items, weighted as follows: food, 65.7;

housing, water and light, 16.2; fuel, 5.8; clothing, 5.4; miscellaneous,

6.9. Two hundred and njne stores were surveyed weekly which were situ-

ated in those areas of the city where they would be patronized by working

class families, plus clothing data from 16 stores in the central market

area of Bogota' and rental data from 375 wage-earners' dwellings. As

late as 1953, although the number of items in the index had been
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increased to 33, the percentage weights remained Identical to those

of the 1937 index, based on the 1936 survey.

Prior to 1933, six more similar indexes had been designed:

1938, Medellin, "obreros"; 1940, Bogota', "empleados"; 1945, Bacaramanga,

"obreros"; 1946, Barranquilla, "obreros"; 1947, Manizales, "obreros";

1948, Call, "obreros."

In 1953 the consumer price index was thoroughly revised, al-

though the new index retains the Laspeyres' formula which had been

used in the computation of the previous indexes. The revisions of

1933 are still in effect.

The Bogota wage-earners", or "obrero," index now pertains to

a family of three persons. The weights are derived from a household

budget survey conducted in August, 1933 among 212 families in Bogota

by the Oepartamento Administrativo Nacional de EstadiTstica. The number

of items in each group and their corresponding weights are as follows:

food, 32 items, 48.8 per cent; housing, 21 items, 21.8 per cent;

clothing, 21 items, 12.2 per cent; miscellaneous, 33 items, 17.2 per cent.

Prices are collected twice a month from stores in residential areas

and commercial centers.

Since the 1953 reforms consumer price indexes have been computed

for seven major Colombian cities and for both salaried and non-salaried

The information in this section was gathered from the following
sources: United Nations, Statistical Office, Monthly Bulletin of Sta -

tistics. 1948 Supplement ; United Nations, Statistical Office, Supple -

ment to the Monthly Bulletin of Statistics, Fourth Issue (New York:

1959) BoletTn Mensual de Estadfstica . Ano IV Nomero 46 (Bnero, 1935);
BoletTn Mensual de Estadfstica. Ano VI, Numero 38 (Enero, 1956).
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workers. Also added were national indexes, for both types of workers,

based on the indexes of the seven cities. However, since index numbers

under this new system first appeared in 1934, they must be linked to

earlier series to obtain a complete series for the decade of the

1950's.

Unfortunately, national indexes did not exist prior to 1954,

thus precluding a national series for the decade. For this reason the

roost frequently seen consumer price index is actually the Bogota non-

salaried workers' index, although this qualification is not usually

o
made explicit when used in non-Colombian sources. Table A-9 summarizes

the Bogota' non-salaried workers' (or wage-earners') index, as well

as those of two other major Colombian cities for purposes of comparison.

Although a national index for consumer prices does not exist

prior to 1934, we may use the two national indexes since 1934, and

compare them to the official wholesale-price index since 1934. This

comparison is made in Table A- 10. Prom the comparison made in Table

A-10, it is clear that the official wholesale-price index has tended

to rise slightly more rapidly, at least since 1954, than the consumer

price indexes.

Under conditions of relative monetary stability the index of

consumer prices would normally tend to rise gradually relative to

wholesale prices. This relationship is due, in part, to the fact that

a consumer price index contains a greater proportion of services and

®cf. United Nations, Statistical Office, Monthly Bulletin of

Statistics (1930-1961).
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TABLE A-

9

CONSUMER PRICE INDEX FOR NON- SALARIED
WORKERS IN THREE MAJOR CITIES, 1950-1960

(1950 =• 100)

1950
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TABLE A- 10

NATIONAL CONSUMER PRICE INDEX FOR SALARIED
AND NON- SALARIED WORKERS, AND OFFICIAL

WHOLESALE PRICE INDEX, 1954-1960
(1954 = 100)
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a period of secularly-rising prices. Price rises are often very sluggish

in certain economic sectors -- particularly services, rents and public

utilities -- which are important in the consumer index but excluded

from the wholesale index, or included with a much lower weight.

Thus, in an indirect fashion we have another verification of

the official wholesale-price index. The greater increase in the

wholesale-price index relative to the consumer price index is what

we should expect, given the nature of index numbers and the context

of secular inflation.

The greater sensitivity of the wholesale price index is an

important advantage over the consumer price index. Other advantages

of the wholesale index over the consumer index, which have prompted us

to use it exclusively in this study, are its greater continuity and

definiteness in the specification of the goods prices; the predominance

of working-class budgets as the basis of the reail indexes; the lack

of any national consumer price index prior to 1954; and the lack of

data at the retail level with which to compute an implicit price index.

See R. G. Hawtrey, "Money and Index-Numbers,"
Readings in Monetary Theory , edited by American Economic Association
(Homewood, Illinois: Richard D. Irwin, 1951), pp. 129-155, for an
excellent survey of the intent and purposes of price indexes, as well
as the relative advantages of each type.
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In 1963 the first Integrated and coisprehenelve system of

national income accounting in Colombia was completed. The accounts

themselves span the years 1950 to 1961, and mark a considerable ad-

9
vance over earlier national income data. The new system should

prove to be a valuable tool in the hands of Colombian policymakers.

The main concepts used in the 1963 national accounts require

some explanation. The system may be best explained by beginning with

the broadest concept of income and descending to the narrowest.

The most inclusive Income concept is Gross National Product

(G.N. P.) at market prices (Producto Nacional Bruto a precios de mercado).

Banco de la Republica, Departamento de Invest igaciones Econo-
micas, Conceptos. Definiciones v Metodologra de las Cuentas Wacionales
de Colombia. 1950-1961 (Bogot£: Banco de la Republica, 1963); and
"Cuentas Nacionales, 1950-1961" (Departamento de Investigaciones
Economicas, Banco de la Republica) (Mimeographed.)

Earlier Colombian national income data, while being neither
as comprehensive nor as internally consistent as the new accounts,
were invariably expressed in terms of constant pesos, and usually in
constant pesos of the year in which the data was published. Hence,
the process of obtaining income expressed in terms of current pesos
instead of constant pesos was exceedingly difficult, and made more so
by the failure to make public the conversion factors applied in revising
the data each year. The usual result was that several different esti-
mates of national income were in print simultaneously, and the student
was confronted with conflicting statistics all purporting to be the
level of Colombian national income. Ccf. International Monetary Fund,
International Financial Statistics (1950-1961); United Nations,
Statistic Office, Monthly Bulletin of Statistics (1950-1961) .J
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This concept, however, has not achieved wide popularity. Some reluc-

tance on the part of students and government offices to use this

measure may stem from the fact that, while it is the broadest concept,

it is not the largest In terms of peso-value.

The most common aggregative income measure, adopted almost

universally by students of the Colombian economy and widely used

throughout Latin America, is Gross Domestic Product (G.D.P.) at market

prices (Producto Interno Bruto) . This measure is obtained by subtracting

from G.N. P. an account called "Net Income of Factors of Production Re-

ceived from the Rest of the World." This account is composed of in-

come of Colombians earned abroad minus income of foreigners earned in

Colombia, which may be viewed as the total of income earned by foreign

suppliers of factors of production used in Colombia plus income re-

ceipts of foreigners living in Colombia. In practice, this account

is dominated by income generated from foreign capital invested in

Colombia (e.g., interest, dividends, and branch profits).

Because income payments to foreigners exceeded foreign incomes

earned by Colombians in every year from 1950 to 19bl, the net correction

between G.N. P. and G.D.P. has consistently been negative. Since this

correction factor is subtracted from C.N. P. to obtain G.D.P., it

follows that G.D.P. exceeded G.N. P. by this amount.

The new system of income accounts differentiates the concept

of Gross Domestic Product into the traditional sectors of national

income accounting, with slight modifications: consumption, separated

into public and private; investment, considered as the sum of gross
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capital formation and Inventory change; and the foreign sector, exports

minus imports. Unfortunately, in this system of accounts, government

investment is given only as a percentage of all investment and inventory

change

.

In moving from Gross Domestic Product at market prices to the

next more restrictive income concept it is necessary to subtract in-

direct taxes and add government subsidies. This yields Gross Domestic

Product at factor coat (Producto Interno Bruto al costo de factores).

From G.D.P. at factor cost an allowance for capital consumption is

subtracted to obtain Net Domestic Product (N.D.P.) at factor cost

(Producto Interno Neto al costo de factores).

The last concept is Net National Product (N.N. P.) at factor

cost (Producto Nacional Neto al costo de factores), which is also

known in the accounts as National Income (Ingreso Nacional). This

concept is equal to Net Domestic Product plus Net Income of Factors

of Production Received From the Rest of the World. Since this factor

has been, as we have seen, consistently of a negative value, N.D.P.

has always been larger than N.N. P. by this amount.

Thus it is clear that the significant difference between the

"Domestic" and the "National" concepts of aggregative income and

product lies in the exclusion or inclusion of the net adjustment for

foreign incomes.

The last significant aspect of the new national accounts to

require special comment is the derivation and presentation of four

special accounts which express income in "Real" terms, or in terms of
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pesos of constant value. Real and constant-peso values are regarded

in these accounts as synonymous.

The first real income concept contained in the accounts is

Gross Domestic Real Product (G.D.R.P.) at market prices (Producto

Interno Bruto Real a precios de mercado), expressed in terms of 1J58

pesos. This is equivalent to G.O.P. concept discussed above except

for the conversion of all values to 1958 pesos.

Of more interest, however, is Gross Domestic Real Income

(G. D.R.I.) (Ingreso Bruto Interno Real). This concept has no counter-

part in the income accounts expressed in current-value pesos. This

account is the sum of G.D.R.P. at market prices plus the "terms of

trade effect" (Ganancia o Perdida Por VariacTon De La RelacTon De

Intercambio) . As constructed, this correction factor is equal to

the gain or loss resulting from changes in the terms of trade relative

to the base year (1958). It has been calculated so as to equal the

product of the value of export goods and services, expressed in values

of the base year, and the change in the terms of trade (letting the

terms of trade equal 100 in the base year) . The terms of trade are

derived as the ratio of the unit value index of exports to the unit

value index of imports. The sign of this account is positive in every

year prior to 1958 and negative in every year since 1958, reflecting

the inflation of current-peso values prior to 1958 and the deflation

of these values after the base year.

The pattern used in the development of the real income concepts

returns to the precedent set in the current-peso accounts after the
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inclusion of the terms of trade factor. Gross National Real Product

(G.N.R.P.) at market prices (Producto Bruto Nacional Real a precios

de mercado) is equal to Gross Domestic Real Product at market prices

in constant pesos, plus or minus the terms of trade effect, plus Net

Income of Factors of Production Received From the Rest of the World,

also expressed in pesos of 1958.

The last real income concept contained in the new accounts is

Gross Domestic Real Product at factor cost , which is equal to G.D.R.P.

at market prices minus the adjusted value of Indirect Taxes plus the

adjusted value of Subsidies. (This is, it will be remembered, the

same method used in the current-peso value accounts.)

From G.D.R.P. at factor cost it is possible to independently

derive Real National Income, expressed in pesos of 1938. This may be

readily done by subtracting from G.D.R.P. at factor cost an allowance

for capital consumption and adding the net adjustment for foreign

incomes earned, both expressed in constant pesos.



APPENDIX C

TABLE C-1
THE DETERMINANTS OF THE MONEY SUPPLY,

ON DECEMBER 31, 1949-1960^
(in millions of pesos)

1949

INTERNATIONAL RESERVES^ 233.0
BANCO DE LA REPUBLICA 258.8
Credit 302.6

Loans and Discounts 161.2
Shareholding Banks 132.7
Non-shareholding Banks 40.9
Private Borrowers 21.7
National Government and
Other Official Entities 48.8

Minus : Loans and Discounts
in Banco de la Republica'^ 82.9

Investment in Documents of
Public Debt 141.4

Other Assets^ 126.7
Minus : Non-monetary Liabilities 170.5

Order Deposits of Non-shareholding Banks 8.0
Order Deposits of Juridical Entities and other

Official Entities, and Other Official
Deposits® 14.7

Various Credits^ 18.5
Capital and Reserves^ 33.4
Other Liabilities'^ 95.9

OTHER BANKING INSTITUTIONS^ 402.1
Credit 762.8

Total LoansJ 576.4
Various Debts Outstanding 21.0
Investments 165.4

Other Assets'^ 156.1
Minus : Non-monetary Liabilities 516.8

Order Deposits
Term Deposits
Savings Deposits
Capital and Reserves""

Other Liabilities"
TREASURY CURRENCY

TOTAL STOCK OP MONEY

U4
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TABLE C-1 -- Extent ion

1950
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TABLE C-1 -- Continued

1955

INTERNATIONAL RESERVES t- 297.5
BANCO DE LA REPUBLICA 316.

4

Credit 571.5
Loans and Discounts 145 .7

Shareholding Banks 541.7
Non- shareholding Banks 9.5
Private Borrowers 65.2
National Government and

Other Official Entities 75.0
Minus : Loans and Discounts

in Banco de la Republica'^ 545.7
Investment in Documents of

Public Debt 425.8
Other Assets'* 157.5
Minus : Non-monetary Liabilities 412.6

Order Deposits of Non-shareholding Banks 20.6
Order Deposits of Juridical Entities and other

Official Entities, and Other Official
Deposits^ 27.9

Various Credits^ 110.5
Capital and Reserves* 87.0
Other Liabilities^ 166.6

OTHER BANKING INSTITUTIONS ^ 1386.9
Credit 2562.4

Total Loans J 1892.6
Various Debts Outstanding 323.5
Investments 346.3

Other Assets

k

600.2
Minus : Non-monetary Liabilities 1775.7

Order Deposits ^

Term Deposits
Savings Deposits
Capital and Reserves'^
Other Liabilities"

TREASURY CURRENCY

TOTAL STOCK OF MONEY
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TABLE C-1 -- Extention

1956
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TABLE C-1
Notes to APPBHDIX C

Source : Revlsta del Banco de la Republlca (1950-1961).

^Gold reserves; deposits of the central bank In banks abroad;
and gold contribation to the International Money Fund.

Obtained from the combined balance sheets of "other
banking institutions."

*X;ontributions of the International Bank for Reconstruc-
tion and Development, the International Honetary Fund and the
International Financial Corporation to the central bank; various
debts; bank buildings; silver backing of the silver certificates;
and other assets.

®"Order deposits of juridical entities and other official
entities" was obtained by adding the "demand deposits of juri-
dical entities and other official entities" Cthe sum of order
and checking deposits^] plus "order deposits of the national
government," and from this total subtracting "demand deposits
of the national government and other official entities subject
to check." "Other official deposits" include amortization
funds of Treasury Bonds, checks of the director of the central
bank, gold certificates, exchange certificates, import and ex-

port deposits.

Dividends, pending drafts, other accounts of the national
government.

*Paid capital and reserve fund.

Amortization fund of the external debt, national coffee fund,

silver certificates in circulation, other liabilities.

"Other banking institutions" include all commercial banks,
both national and foreign; the Banco Cafetero; the Banco Popular;
the Banco Ganadero; the Caja de Credito Agrario, IndustrTal y
Minera; the Caja Colombiana de Ahorros prior to its absorbtion by
the Caja Agraria in November, 1955; the Banco Prendario Nacional prior
to its absorbtion by the Banco Popular in December, 1957; and the
small private savings banks.

^Including loans discountable, non-discountable and discounted
at the central bank.
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Other assets" Inclade deposits in other banks of the

country; bank buildings, furnishings; interest; non-paid capital;
capital of agencies and branches; exchange operations; share of

the central bank; and other miscellaneous assets. This account
also serves as a correction item. Therefore, in addition to

"other assets," this item also contains the sum of the "deposits in

the Banco de la Republica" of "other banking institutions," as

recorded by the balance sheets of these institutions, minus the sum
of the "deposits of shareholding banks in the Banco de la Republica"
and "deposits of non-shareholding banks in the Banco de la Republic,"
as recorded in the balance sheets of the Banco de la Republica.

^"Order deposits of other banking institutions" was obtained
as the sum of all demand deposits in the commercial banks and in all
other banking institutions maintaining demand deposits, minus the

total amount of checking deposits in all banks other than the

Banco de la Republica.

"'^Includes capital for the special savings sections.

"Reserve funds, exchange operations. Also includes Indus-
trial Bonds (Banco Popular), and Bonds outstanding in the hands of

other banking entities (Caja Agraria and Banco Ganadero)

.
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