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REGULATI ON, DEREGULATI ON AND MODERNI ZATI ON | N COLOMVBI A

by Rudol f Hormmes !

A Historical Perspective of Regulation

In Colonbia, the role of the state in regulating nmonopolistic or
oligopolistic activity has been of benign neglect. The governments have been
traditionally nore active in regulating the financi al markets and in controlling
the activities of managers and |arge shareholders of publicly-held stock
corporations than in regul ati ng economc or nmarket power by the private or state-
owned conpani es. Mreover, the goal of state intervention traditionally has been
to foster economc activity through tariff protection of the private sector, or
t hrough the distribution of subsidies to the productive sector, and not to check
its devel opnent through regul ati on of nonopolies or oligopolies.

The Col onbian constitution of 1886, which was revoked in 1991,
aut hori zed the state intervention in the production, utilization and consunption
of public and private goods to rationalize and plan the econony, in order t o
reach "integral developnent”. This w de constitutional authorization had to be
regul ated by a |l aw before it could be applicable. The | egal devel opment was very
slow 1In 1936, President Al fonso Lopez “capped off his reform programwth a

series of anendnents to the constitution (....) whi ch specifically increased the

!, This chapter was sponsored by the Ofice of the Chief Econom st of the
I nter- Anerican Devel opnment Bank. The author worked as a consultant for thi s
of fi ce when the chapter was prepared. U piano Ayal a, Armando Montenegro and Luis
Al varo Sanchez reviewed the first draft and offered very hel pful comrents and
suggestions. Mises Nai mand Joseph Tul chin revised the second draft and nade
val uabl e suggestions to i nprove substance and editing.



powers of the state in economc matters, spelling out -in ternms that inevitable
brought to mind the Mexican Constitution of 1917- the doctrine that property
rights nust be linmted by social rights and obligations.” ?

In this reformst environnent, a 1936 l|law was approved that
prohi bited the participation of bank directors in the boards of directors of
other, non-financial corporations (Ley 16/1936). In 1959, taking advantage of the
denocratic nood that followed the fall of the Rojas Pinilla dictatorship,
reform st mnister Hernando Agudelo Villa sponsored and obtained a nor e
conprehensive |aw (Ley 55/1959). It was inspired in the philosophy of the
existing anti-trust legislation of the United States which, working under the
assunption of an econony based on free enterprise and economc freedom atte npted
to regul ate nonopoly, oligopoly and nmarket power for the first tine in Col onbi a.

This | aw defined and regul ated unfair conpetition, restrictions t o
trade, collusion to interfere with trade, price fixing and other practices that
hi nder conpetition. The |law al so attenpted to contr ol firns that have a dom nant
position in their nmarkets and to regul ate nergers and acquisitions, requiring a
previ ous governnent authorization for the such actions; it also prohibited the
ownership of distributors by nenbers of the nanagenent of corporations or by
their famlies. This rule was a reaction to the textile manufacturers practice
to grant regional dealerships to famly nenbers or favored associates of
managenent, which increased its econonmic and political power and extended i t
t hrough regional networks. It is not clear whether it was intended to prohibit
nmonopol i es or the dom nant market position of firnms or sinply to regul ate them
At any rate it gives considerable freedom of action to governnent because i t
states that firns that have a sizable proportion of the production, distribution
or consunption of a good or service, which allows them to influence the
conditions of the market, will be subject to government control. The nature of

the control is not specified, but it clearly allows for extensive regulation

2 David Bushnell, The Mking of Mdern Colonbia (Berkeley: University of
California Press, 1993). 189




This |l aw al so enpowered the governnent to investigate violations to
the regi me through various superintendencies and the Mnistry of Industry. In
t heory, consuner-citizens or conpetitors can take |egal action against nmonopolies
under the |law, because it authorizes the same agencies to accept denunciations
of violations of the law But in practical terns, consuners or citizens have a
very low |ikelihood of succeeding because the authorities are required to act
only when these denunciations conme with sufficient evidence of the violation,
which would limt considerably the capacity of the public to take effective
actions.?

VWil e the governnent of Col onbia has had |egal capacity t o
regul ate nonopolies or domnant firns and to prevent practices leading to the
obstruction of conpetition it has done very little in the decades since the | aw
was issued. In 1993, it reinforced the |legal capacity of the Superintendency of
Industry and trade to act on behalf of the consuners but even after these ch anges
no known action has taken place. Cearly, this indicates that there is |ack of
interest of the Col onbian authorities to control and regul ate nonopolistic and
oligopolistic activity. This indifference with the regul ation of econom c power
stems from the nature of the political coalition that rules Col onbia. Th e
constituency of government in econonmic matters traditionally have been the
different business interests that are represented by pressure groups and
associ ations and not the public at large. There is no strong consuner |obby in
Col onbi a, nor an inportant populist party. The left is splintered and has not
pursued activist goals --such as the pronotion of anti-nonopoly regulation - - and
sanme business interests for their electoral survival. As a result of this, any
initiative that is taken in favor of a greater control of economc groups carries
the risk of affecting the source of canpaign contri butions of the politicians of
political conditions prevail that give governnment an opportunity to act nore the

Gaviria admnistration the opportunity to carry out reforms that woul d have been

3 Suescun Mel o, Jorge, Moopolios y Concentracion Econdmica, Asociacion
Bancaria, Bogota, 1977.




very unlikely under nornmal political conditions. 4
Something simlar, although with a greater degree of government

i nvol venent has occurred with respect to the regulation of securities and
corporate practices, particularly in the fields of disclosure, stockholder
protection, insider trading, utilizing the corporation for the private benefit
of large stockholders, the mnmanagenent or directors. Although the existing
| egislation permtted government regulation and int ervention in these areas, not
all admnistrations have been eager to strengthen or, even, develop the
institutions responsible for devel oping regulation and for the enforcenment of
existing rules. During a brief period (1982-86), the Conisi6n de Val ores was very
active and played a role i n preventing abuses against mnority stockhol ders and
mutual fund investors. These have been the exceptions rather than the rule. The
entities responsible for supervision and enforcenent have largely formal
functions and enforce conpliance to bureaucratic norns, but do not have the power
to effectively control; and unless they obtain presidential support, they rarely
have the power to stand up to the influential econom c groups they are suposed
to supervise.?®

The origin of the Col onbian | egislation dealing with the regul ation
of monopolistic or oligopolistic activities or with the regul ation of security
markets and corporate practices is probably closer to the tradition of the United
States and England than to the Spanish tradition, which leans in favor of

concessi ons, nonopolies and licences to the privileged. The formal organi zation

4 For a brief description of the alignment of political power in Col onbia, as
related to econom c policy-meking see Urrutia, Mguel “On the Absence of Eco nomc
Populism in Colonbia”, in Dornbusch, Rudiger and Sebastian Edwards, The
Macr oeconomi ¢ of Populismin Latin Anerica (Chicago, The University of Chicago
Press, 1991) 369-386. A description of the political barriers to change i n
Col onbi a may be found in Homres, Rudolf, “Social Security Reforms. A Case Study
of Political and Financial Viability.” Paper presented at the Second Hem spheric
Conference on Social Security, Pension Reforns and Capital Markets Devel opnent,
I nter-Anerican Devel opnent Bank, Institute of the Anmericas. Wshington, June
1995.

5 Rudolf Honmes, Gabriel Silva, “La Soci edad Anéni ma en Col onbia: Un Analisis
Hi stoérico,”Estrategia, No. 44, Bogota, May 1981, pp.13-109.



of the laws and the judicial systemin which they are i nbedded operates formally
according to the continental tradition - Spanish, French and Italian. These | egal
traditions do not mix very well with the Angl o-saxon concepts and instruments of
anti-trust |egislation because many of the concepts--specially those that require
review by a judge or a supervisor-- and are conceived to operate in a comon | aw
environment do not travel smoothly to a statutory system Under this judiciary
system and |l egal environnment, it is usually necessary that violations of the
existing regulation be described in full detail for it to be enforceable. But
t hese descriptions are often inconplete or |eave |arge | oopholes. On the other
hand, if too rmuch discretion is granted to the supervisor or to the judge, their
decisions can be easily challenged, or they thenselves can be challenged
politically --through the media or in Congress-- by the business interest they
have affected. The result is either inaction or a political and | egal quagmre
that requires a very strong political will of the executive or of the judiciary
to confront the econom c power of would be transgressors.

Covernnents, even when they have the ideol ogical commtnent to pronot e
this type of control on nonopolistic or oligopolistic activities, may not have
the power to do it. In the case of Colonbia, it is likely, though, that the main
reason why regulation of this sort has not progressed is that governnments have
been interested in sonething else - the pronotion of industrial activity - which
stands at cross purposes with the objectives of regulation of oligopolies and
nmonopol ies. After all, it does not make much sense to try to pronote conpet ition
t hrough the enforcement of anti-trust legislation, when in the office next door
in the same mnistry, they are trying to keep conpetitors out of the country and
to protect donestic production with high tariffs and quantitative barriers.

The scarce interest of the Colonbian authorities in anti-trust
activities must also be analyzed from the perspective of the historical
devel opment of industry. In Colonbia, following the rapid growmh of coffee
production in the late nineteenth century and early twentieth century, industry

al so developed, mainly as a result of donestic or i mm grant entrepreneurship and



| ocal capital. Bavaria, today's |arge beer dom nant firmwas founded by Gernman
immgrants in the late nineteenth century. As early as 1905, the Colonbian
government was using the concept of infant-industry protection to foster the
devel opment of nodern textile manufacturing and flour mlling through high
tariffs for the final product and very low tariffs for its inputs. Wth thi s
i nducenent and that of the growi ng market fostered by expandi ng cof fee exports,
Col ombian factories that performed only the last stages of the production
processes sprung up in many cities, especially in Antioquia where gold mning had
created an entrepreneurial class with capital to invest.® Qher industries
followed the lead of textiles and were organized either through joint stock
ownership or through the nmerger of existing, smaller firns. Industry | eaders such
as Naci onal de Chocol ates or Col onbi ana de Tabacos got started this way. ’
Perhaps the nost illustrative exanpl e of Col onbian enterprises is the
case of Cenentos Argos (Col onbia s |argest conglonerate in the cenent industry).
It was started during the twenties through the entr epreneurship of two engineers
who had been educated abroad. They cane back fromtheir studies with the idea and
raised capital in Antioquia, nostly through famly connections to create a joint
stock corporation. This corporation grew quickly with the surge of public works
and the urbani zation of the country in the twenties, thirties and forties. Its
savings was invested as seed capital to start other joint stock cement producing
corporations, with different partners in different regions, or to acquire stock
of other Antioquia based corporations that would, in turn, invest in the stock
of Argos. The result is one of Colonbia's largest, nost diversified, profitable
and better managed congl omerates- the Suranericana Group. 8 It was started and
grew through donestic capital market financing and with |ocal managenent and

owner shi p.

6 Bushnell, David. op.cit. 174-80
7 Rudolf Homres, G Silva, op. CGt., pp. 13-18.

8 EM Velez y MF. Velasquez, “Estructura y Funcionamento del Gupo
Suranericana,” Termas Econdm cos (1981).




During the thirties and forties, Colonbian industry got a series of

bi g pushes that hel ped and accelerated its devel opnent: There was the wave o f
fresh foreign entrepreneurship pushed out of Europe by the Spanish Gvil War and
by fascism Jew sh inmgrants canme from Europe and the Mediterranean countries.
They and other inmgrants settled in the country, started small consumer goods
i ndustries, capital goods producers and new nodes of trade and finance - bot h
supermarkets and consuner credit can be traced to these european inmgrants.
Industry also flourished during those years because, as a reaction to the world
econom ¢ depression and to its own donestic economic and financial crisis, the
Col onbi an governnent deval ued the currency, inposed capital and inport controls
and increased tariffs.?®

Later, during World War 11, not only entrepreneurship was called for,
but al so resourceful ness and i ndi genous technol ogi cal devel opment, because nany
of the inputs and intermedi ate goods that came from abroad had to be substituted
by local goods. Finally, during the fifties and sixties and well into the
seventies, the country enbraced enthusiastically an inport substitution strategy,
forcefully conplenented with subsidized credit and governnent intervention i n
favor of industry. Foreign investnent in consuner goods industries may be seen
as an immedi ate consequence of the inport substitution strategy. In other
sectors, such as oil or mning, the foreign investnent foll owed natural reso urces
and has had very little bearing in the industrial devel opnent of Col onbi a.

In banking, the foreign investors were very active and were very
i nportant for the devel opment of financial practices and institutions. However,
of the | arge banks that have played a role in the recent history of the financial
sector, only one - the Banco Conercial Antioqueno- stens from a foreign-owned
bank. Al other major banks, with the exception of CITIBANK, that joined the
country once again in 1990, have donestic owners.

In agricul ture, t he i nf anmous hi story of Uni t ed Frui t

9 Bushnell, op. cit., p. 184.



not wi t hst andi ng, ° there has not been traditionally large foreign investnent in
Col ombi a. The sane can be said for the transportation sector which devel ope d
primarily with [ocal entrepreneurs and capital, with the exception of AVI ANCA,
the largest air carrier that was started by a group of discharged young Luft waffe
pilots, with some foreign capital. During Wrld War 11, these stocks wer e
acquired by PanAm and sold in the early seventies to the present Col onbian
owners.

In the area of public services, there was initially sone foreign and
| ocal private investnent. All the major ports were started by private investors,
the electricity and tel ephone services in large cities were private at first, as
wel | as the water supply. Mdst of these private compani es were |ocally owned and
run, but there were exceptions: The Barranquilla public services conpany was
originally owned by Arerican capital and continued to be managed by an American
many years after it had been nationalized. Simlarly, the original Bogota phone
conpany was owned by Anericans.

During the thirties and forties, when Colonbian firms did not
continue to have access to international sources of credit, their investnent
capacity was severely curtailed. This, together with the growmth of cities and
their inability to supply services to the urban poor created the conditions for
the gradual take-over by the public sector. This process culmnated in the
fifties and sixties when the nmultilateral financial institutions --unable to |end
to the private sector for infrastructure investment-- collaborated with the
governments in nationalizing the public service firns and organizing the
central i zed public nonopolies that subsist today. Curiously, they now pronot e
their privatization.

To finish this introductory section, it is worth keeping in mnd the

10 The bad reputation of United Fruit stens fromt he 1928 banana strike. After
a three-nonth strike, “matters cane to a head on Decenber 6, when in the town of
Cienega soldiers fires into a mass of strikers, killing...”about sixty peopl e
(Bushnel I .1993. p. 179). This incident was elevated to literature in one chapter
of Gabriel Garcia Maquez's One Hundred Years of Solitude.



early steps of Col ombian industry and the way it grew, through
congl onerati zation, fusions and acquisitions, nostly under conditions of
protection of the donmestic market and government intervention in favor of
i ndustrial developnent. This environment was not conducive to the application
of legislation that attenpted to regul ate nmonopoly or oligopoly, much less t o
regul ate econom c power. But the strategy paid off handsonely during the initial
stages: Col onbi an industry grew 830% during the period between 1929 and 1957 .
Thereafter, it continued to grow at very rapid rates, until it started to sl ow
down in the seventies and the eighties because the inport-substitution nodel ran
out of steam
The Modern Private Sector

The origins of the nodern private sector devel opnent can be traced to the
expansi on of coffee production and coffee exports during the first decades of
this century. In 1924, coffee represented already eighty percent of Colonbian
exports, which were six tines the value of exports at the turn of the century.
By 1930, Col onbi a was the second world exporter of coffee, a position that i t has

mai ntai ned until the present time.

Public and Private Spheres of Influence. In general, the industrial
devel opnment was a private affair. Nevert hel ess, the governnent intervened
directly inits developnent. 1In the early forties, following a Latin Anerican

fad that al so had an expression in fascist Italy and fal angist Spain, it created
the Instituto de Fomento I ndustrial (IFl), a public sector devel opment bank and
hol di ng conpany with the purpose of investing in strategic industries that would
be a key for the industrial devel opment and woul d not be devel oped i ndependently
by the private sector; and to channel credit, nostly subsidized, to the
i ndustrial sector. |Fl created the caustic soda production plant of Alcalis de
Col ombi a, took over the salt production nonopoly of the state and started a

nunber of ambitious and nmostly ill conceived invest nents that have either failed

11 Bushnell,op.cit., p.169



or produced substantial |osses. The financial support for most of these projects
came during the sixties and until the late eighties, fromthe reserves of the
soci al security systemthat were |lost and had to be repl enished by the centra

government intervention was introduced: Paz del Rio, the Col onbian integrated
steel firm was created with capital forcefully collected from Col onbian tax -
payers in lieu of taxes. A portion of their income tax that had to be subsc ribed
in stock of Paz del Rio, which becane this way a privatel y-owned, publicly run
nmonopol y. For a nunber of years, the market value of these shares was negli gible
and was acquired by astute investors that gained control of the conpany. This
schene was utilized later to capitalize Banco Ganadero, with the sane results.

Q1 and Mning. In sharp contrast with the industrial sector, mning has

been predom nantly a joint public and private sector endeavor. Except for
artisan coal mning and gold panhandling, all other mning activities are either
licensed by the governnent, that has control of natural resources, or jointl y
owned by public and private enterprises. In the early fifties, under a very
conservative regine, the oil industry was nationali zed and ECOPETROL was created
as a state nmonopoly to explore and develop this resource. As a result of this,
i nvestnent in exploration and oil production fell sharply, and Colonbia, in the
early seventies, ceased to be an oil-exporting country. As a result of this, it
was necessary to liberalize the regine and allow private firns to explore and
produce oil under a much cel ebrated, successful but already obsolete joint -
production contract (contrato de asociacion), the private firmis given the right
to explore in a given field, bearing all the costs and risks of exploration. If
oil is found, ECOPETROL reinburses the private associate for fifty percent of the
explorati on costs and enters an association to produce oil on a fifty-fifty
basi s. Fol lowing the early success of the joint-production contract, it was
agreenent between EXXON Coal and CARBOCOL, a public Col onbi an conpany created ad
hoc for this purpose. A simlar contract was used to devel op the nickel Cerro
Mat oso project with the participation of IFI as the Col onbi an counterpart.

In these two projects, the joint-production contract has failed



because the public sector has had to invest very large suns in projects that have
been |l ess investnments is that international prices did not turn out as high as
t hey had been expected in the early seventies or early eighties but rather they
were about half the expected level. Additionally, due to the high forecasts, the
proj ect designers and constructors incurred in costs that probably could hav e
been avoided if expectations would have been | ess rosy. The conbination of rock-
bottom prices and conspi cuous investnent did away with profits. This led to a
reassessnment of the joint-production strategy in non-oil mning projects.
Starting in the late eighties, new mning investnent by the private sector was
al |l oned and encouraged under the old concession or |icensing schene which pl aces
all costs and risks on the private investors and limts the governnent role to
collect royalties and taxes. This also is applicable to emeralds and precious
net al s.

Coffee. The devel opment of commercial agriculture was also in the
private realm although with some peculiar Colonbian twsts. The nost
interesting is the National Federation of Coffee Gowers (FEDECAFE), a private
non-profit organi zation that was created in the early twenties as a | obbyi ng and
support organization for coffee producers.

Inthe early forties, the government created the National Coffee Fund
as a public price stabilization fund and established a coffee board (Comt é
Naci onal de Cafeteros) with equal representation of government and privat e
menbers but endowing the Mnister of Finance with veto power for the key
deci sions to determ ne coffee support prices, to regulate the nmarketing of the
product domestically and abroad, to dictate policies leading to changes i n
production or accunul ation of stocks and to decide how to spend the usually vast
resources of the Fund. These resources cane fromt hree sources until 1991: from
an export tax, fromthe “retention”in noney or stocks of a proportion of the
yearly crop, and from the profits of the direct exports of FEDECAFE. Thi s
arrangenent has worked fairly well despite sonme financial setbacks and the

naggi ng questi on of whether the control of such vast resources does or does not



give too much power to the managenent of FEDECAFE;, and whether or not the
resources have been spend and invested wi sely.

In macroecononmic terns, the Fund and the coffee board have been
successful because Col onbi a has managed to de-link the real exchange rate largely
has been de-linked from fluctuations of the international coffee prices,
sheltering exporters of other sectors fromthe effect of these fluctuations.
This was achieved by regulating donestic coffee prices and collecting the
di f ference between them and international prices during the boomyears and by
snoot hi ng the down-fall with resources collected for the coffee fund during the
upturn. Thus, the income of producers was stabilized and the real exchange rate
was prevented fromappreciating to the full extend that it would have apprec i ated
in the absence of regulation and the stabilizing nmechani sm

The managenment of the Fund was entrusted to FEDECAFE which also
became an exporter of coffee, with a de-facto nonopoly of 50 percent of the
exports. The remaining fifty percent is allocated to exporters selected and
approved by this same organization, with the ensuing risks of croyism and
concentration of economc and political power anong a few individuals or firnmns.

Thi s schenme continues al nost intact to this day. The managenent of
public funds has rendered the federation, the |eaders of the coffee producer s
political institutions and the chosen exporters a very powerful pressure group
that also has a high degree of control over the assets of the Fund. These have
been invested partially in coffee stocks, but also in a nunber of organizations
t hat have economc and political clout: the Flota Mercante G ancol onbi ana, the
Col onbi an nmerchant marine flag carrier; Banco cafetero, one of the |argest
Col ombi an banks; CONCASA, a large savings and |loan corporation; Agricola de
Seguros, an insurance conpany; ACES, an airline; and several other mnor
conpani es, plus investnments in nost of the regional private devel opnment banks.

Agriculture. Oher agricultural sub-sectors have not beconme as

intertwined with the public sector as coffee but are constantly seeking

arrangenents to secure subsidies and rents fromthe government. This has cone



i nvari ably under the guise of support prices for conmercial agricultural goods
by the state marketing institute IDEMA in the form of subsidized credit or high
protection frominports. The non-commercial, peasant agriculture has |acked
political representation, has no effective | obby capacity and has not obtai ned
any significant benefits from the state despite the fact that mpbst subsidy
prograns and “agricul tural devel opnent”schenmes are supposed to be directed t o the
peasants and smal |l farmers.

Fi nance. Another area that has been the object of heavy intervention
by the public sector has been the financial sector. Until the enactnment of the
new constitution, in 1991, the governnent, through the President, was authorized
to intervene in the financial sector on matters related to the protection of
private financial savings. This enabled the government to regulate all financial
activities through presidential decrees. Additionally, the market was regul ated
by the Monetary Board, the Banco de |la Republica (central bank), and the bank
superintendent. The constitution of 1991 concentrated all regul atory power on
the government and on the central bank --an autononous authority in matter s
related to credit, nonetary policy and forei gn exchange policy and nmanagenent.
The institutional regulatory power was retained by the government as well as al
precautionary regulation of the financial system

In addition to its regulatory role, the governnent has been a banker
since the nineteen thirties and forties. It created and still owns the Banc o
Central H potecario (BHC) -a nortgage bank; the Caja Agraria -a commercial bank
specializing in agricultural credit and an agricultural insurance conpany; |FI,
and the Banco Popular - a comercial bank run by the governnent that was
originally created as a popul ar consunmer bank that woul d increase access of the
public to durable consumer goods but is sinply a nediocre publicly-owned
commer ci al bank.

Furthernore, in the early eighties, Colonbia suffered a major banking
crisis caused by a conbination of fraudul ent managenment of some institutions and

the effects of the international credit crunch for Latin Anerica in the aftermath



of a coffee boom during which credit had expanded significantly and banking
standards had been | oosened. The crisis forced the nationalization of Banco de
Col onbi a and the intervention of Banco de Bogota, t he | argest private banks; and
the acquisition by the Fondo de Garantias de Instit uci ones Fi nanci eras (FOGAFIN)
of a nunber of other mediumsized and snall financi al institutions that were run
by FOGAFIN as private institutions under public trust until they were sold or
i qui dat ed.

I ndustrial Devel opnent. Although protectionismplayed a role as an

initial inducement for the creation of industry, it only generated a precarious
i ndustrial devel opnent until the big pull cane fromthe expansion of the domestic
market. This expansion was due alnbst entirely to the successful devel opnent of
the coffee sector which was facilitated posible by large public investnent i n
rail roads and by private transportation devel opnent . After 1930,
i ndustrialization took off. The share of manufactur ing sector as a proportion of
GDP grew fromless than 8% in the first half of the thirties to 10%in the s econd
half and to 15% by the end of the 40s. It continued grow ng vigorously during the
fifties and less rapidly through the sixties and seventies when it reached a
share of 22% of CGDP, but it |ost dynam sm thereafter. In fact, the share of
manufacturing in GDP has been constant since 1980 (Figure 1).

Production in the manufacturing sector was initially concentrated in food
processi ng, tobacco and wooden products whi ch accounted for 77% of manufacturing
val ue added in the late twenties. Wth time, other sectors such as beverage
production, textiles, clothing, other |ight manufacturing and cenent gained a
greater share in the conposition of manufacturing value added as well as nor e
sophi sticated subsectors such as paper products, chemcals, rubber, netal
manuf actures and nachinery. In the late seventies, the three groups of products
reached even shares of the manufacturing val ue added, which they have maintai ned
until today (figure 2). Clearly, technol ogical devel opment and rapid growth of
hi gh val ue-added industries is absent in the history of industrialized

devel oprent i n Col onbi a.



The devel opnent of the manufacturing sector in Col onbia had speci al
characteristics: In contrast to other countries in the region it maintained a
relatively conservative structure --low risk, low technology and noderat e
i nvestnent-- concentrating in |light manufacturing and consuner products, w thout
maki ng an all out effort to produce internmediate or capital goods. This is due
in part to the relatively less inportant role that the public sector played as
a direct investor in manufacturing production, and to the strategy of inpor t
substitution in a small economny.

The expansion of industry did not take place at the expense of
agriculture. It is remarkable that during the year s of rapid industrial grow h,
the commercial agriculture developed also very rapidly as a private sector
activity. According to Ccanpo, the agricultural sector has naintained a
relatively high share of GDP when conpared with countries of simlar size and
devel opnment. ! However, the share of agriculture is much lower than that of
ot her conparabl e and more dynam c countries such as |Indonesia and Thail and.

I ndustrialization, fostered by an inport substitution scheme, did not
contribute to a dynam c devel opment of export industries. Exports were 24
percent of GDP in the last half of the twenties and this share was graduall y
reduced to 16 percent in the md and late sixties and to 14 percent in the early
eighties. The mixed strategy of inport substitution cum export promnotion of CDP
and exports did not begin to gain ground again until the trade regime began to
be liberalized in the late eighties (Figure 3). The well known story of the
Asian tigers points to a different path in which exports gain an increasing share
of GDP. However, exports have diversified substantially, making the econony rmuch
nore resilient to external shocks (Figure 4).

Patterns of Concentration.

The concentration of the industrial sector has been substantial since

12 Ccanpo, José Antonio, “La Internacionalizacion de |a Economia Col onbiana,”in
J.A Ccanpo, Colonbia ante |a Economia Mindial, (Bogota, Tercer Mundo Editores,
1993), pp. 19-65.




its beginnings and has increased over tinme. In a very thorough analysis of the
Col onbi an industrial sector, Kristin Hallberg shows that the proportion of
i ndustries at a four-digit level “with highly and moderately concentrated mnarket
structures has increased over time, with a corresponding decrease in the
proportion of industries with |less concentrated market structure.” ®* |In 1968,
the share of total manufacturing production corresponding to noderately and
hi ghly concentrated industries was 47.2% in 1984, the share of these same
i ndustries had grown to 65.3% (Table 1). Moreover, a greater degree of
concentration is shown in capital goods industries (Table 2) --where the
noderately and highly concentrated industries have a share of 85.1% of
production, and in internedi ate goods where the share amounts to 78% --than in
consuner goods where the share of subsectors subject to noderate conpetition and
strong competition is 53.5% and has grown since 1968. The internediate and
capital goods industries have enjoyed a significant |y | ower degree of protection
from external conpetition than the consuner goods sectors. This would suggest
that there may be a positive relationship between industry concentration and
degree of openness to the foreign conpetition and t he tendency of sectors facing
i nternational conpetition to require larger firms t o conpete. However, Hallberg
did not find any pattern or clear association between the degrees of internal and
external conpetition. For exanple, she found that sone highly concentrated
sectors such as beer and non-alcoholic beverages and non concentrated - -
conpetitive-- sectors such as paper containers, knitting mlls or bakery pro ducts
were equal ly subject to very little external conpetition.

TABLE 1

Concentration of Production, 1968 and 1984

13 Colonbia: Industrial Conpetition and Performance, a Wrld Bank Country Study,
(Washington, D.C., Wrld Bank, 1990), p. 45. Notice that in this study the
concentration scale goes from highly concentrated to conpetitive. This may
create semanti c confusion since conpetitive subsect ors in this context are those
that are |l ess concentrated, not necessarily the nore efficient.

14 1bid., pp. 56-62.



1968 1984
No. i ndustri es % No. i ndustri es %
H ghly 16 18.0 19 26. 4
Concentr at ed
Moder at el y 26 29.2 28 38.9
Concentr at ed
Moder at el y 28 31.5 22 30.6
Conpetitive
Conpetitive 19 21. 4 3 4.2
TOTAL 89 100.0 72 100.0
Sour ce: M sas (1988). The total nunber of four-digit industries refers to

t he nunber anal yzed in each of the two years. The definitions of
the concentration categories are:

H ghly concentr at ed: 75 < CR4 # 100
Moder at el y concentr at ed: 50 < CR4 # 75
Moderatel y conpetitive: 25 < CR4 # 50
Conpetitive: 0 <CR4 # 25
Not e: Taken from Col onbi a. Industrial Conpetition and Performance
TABLE 2

Concentration by Type of Industry, 1968 and 1984
(as % of industries anal yzed)

Consuner Goods I nt er medi at e Goods Capi tal Goods
1968 1984 1968 1984 1968 1984
H ghly 15.1 20.6 35.3 39.0 10.9 8.9
Concentrat ed
Mbder at el y 20.9 26.0 13.6 39.0 13.4 76.2
Concentrat ed
Mbder at el y 46. 8 31.7 36.4 22.0 41.8 14.9
Conpetitive
Competitive 17.2 21.8 14.7 0.0 33.9 0.0
TOTAL 100.0 100.0 100.0 100.0 100.0 100.0
Sour ce: M sas (1988).
Not e: Taken from Col onbi a. Industrial Conpetition and Performance

Anot her very interesting finding of the sane study is the
rel ati onship between the price cost margins and the growm h of productivity

with the degrees of internal and external conpetition. It was found that




industries in markets facing greater conpetition, be it domestic or

i nternational, showed | ower price cost margins than firnms in | ess conpetitive
markets. In the same way, subsectors with nore conpetition showed hi gher
rates of total factor productivity growh than sectors facing |ess
conpetition.®® Cearly, all these findings are argunents in favor of opening
up the econony and they were in fact the main argunents for doing so in 1990-
1991.

Omership and Conglonerates. The patterns of ownership of

Col onbi an firnms are al so very concentrated, and have beconme nore concentrated
over time. Gni coefficients calculated for the distribution of ownership of
firms listed in the stock exchange show that concentration increased
substantially between 1973 and the early eighties, * when several of the
principal firms in the stock exchange were taken over by congl onerates.

In many devel opi ng countries, “a significant part of the domestic
and privately owned industrial sector, and particularly the activities which
use relatively nodern and capital -i ntensive techniques is organized in a
special institutional pattern. Followi ng the Latin Arerican term we nay cal
this structure the ‘group’, although this pattern of econom c organi zation is
al so common, with different names, in Asia and Africa.” ¥ Likewi se, in
Col onbi a, the feature that dom nates is the group or conglonerate. Since the
early thirties, firms have attenpted to integrate horizontally to corner
specific markets and establish nonopolies - |ike the beer nonopoly or the
cenent oligopoly, for exanple-and, at the sane tinme, they have integrated
vertically to establish barriers to entry for prospective new conpetitors.

During the decades of inport-substitution growh strategi es and

15 lbid., pp. 65-67
16 lbid., p. 55.
17 Leff, Nathaniel, “Industrial Organization and Entrepreneurship in the

Devel opi ng Countries: The Econom ¢ G oups”, Econom c Devel opment and Cul tural
Change; 26(4), July 1978, pp. 661-75



i ntervention of the government in the economny to protect specific industries
and to pronote others, it became profitable for conglonerates to extend into
the financial sector to capture the rents provided by governnent through
subsidi zed credit and into the nedia to acquire political control. In this
way, the nodern Col onbi an congl onerate typically owns a “cash-cow'in a | ow
conpetition sector, not subject to external conpetition, and protects entry
into this market by vertical integration up- and down-stream Furthernore, it
owns a bank or a large financial institution and has access to the nedia
t hrough direct ownership of a media channel or through heavy advertising in
i ndependent nedia. The clearest exanples of this pattern are the
Sant odomi ngo, Suramericana and Ardil a congl onerates and t he FEDECAFE gr oup
whi ch are anong the four or five dom nant econom c organi zations in
Col onbi a. ®® Typically, these conglonerates generated liquid resources far in
excess of their cash requirenments for the expansion of their core activities,
whi ch produce for a snall protected donmestic market and not for exportation
Bavari a and Postobon are the exanples of cash cows generating the liquidity
that the group utilized to finance other acquisitions in the age of inport
substitution and capital controls. The linmted extent of the market and the
practical prohibition of expansion abroad that remained the rule for several
decades facilitated or forced the channeling of funds initially to vertica
and horizontal integration through nergers and acquisitions, and later into
di versification of the congl onerate.

The managenent strategies vary fromone conglonerate to the
others. For exanple, the Santodom ngo and Ardil a congl onerat es managenent

directly involved in the managenent of the different firns. Al though both

18 Colonbia: Private Sector Assessnent, Draft Report No. 13113-CO, (Washi ngton
Worl d Bank, August 1994), Annex II.

19 During the late eighties Bavaria maintained very large idle cash deposits in
t he Col onmbi an central bank, while AVI ANCA was obtai ning subsidi zed credit from
the sane bank. Post obon boasted not to need any credit to finance its
acquisitions of other soft-drink bottlers. This changes after the opening of the
econony when both groups started to expand into other activities.



groups are nmanaged as if they were wholly-owned, the core firmof the

Sant odomi ngo congl onerate is an open stock corporation with thousands of snal
st ockhol ders, while the Postobdn equivalent of the Ardila group is a famly-
owned corporation. Suramericana firnms are all open stock corporations and are
run nore independently by professional nmanagers that collectively conprise the
managenent committee of the conglomerate. Although it also has a centralized
managenent that sets the objectives for the whole group and establishes
constraints for the individual firnms, the managers have i ndependence and are
accountable for results to the stockholders in a traditional way.

It is possible that congl onerates in Col onrbi a have been economcally
inefficient since they did not always seek econonm es of scale or scope and
some of their investments woul d probably not be able to subsist in a nore
conpetitive environment or if government enforced the existing regulations for
protection of minority shareholders. This is so because sone of the groups
t hat manage the congl onerates can and may use the financial power of the core
conpanies to enlarge their own enpires at the expense of the snaller
sharehol ders. For exanple, it is not clear whether the group of stockhol ders
that have the controlling interest in a stock corporation can legally use its
cash flowor its credit-worthiness to finance the acquisition of other
conpani es by the controlling stockholders; or if they can sell goods or
services to the conpany in | ess-than-conpetitive conditions. These practices
have been common in the formation of the conglonerates and are still used as
| evers for their expansion. Mre stringent application of existing |aws and
regul ati ons woul d prevent their utilization and probably slow this process. ¥

G ven the present character of Col onbian politics and the public opinion

20 The Superintendencia de Val ores and the Superintendencia de Soci edades are
responsi ble for the protection of small stockhol ders. However, they are fairly
ineffective in pursuing this goal. For exanple, the Santodom ngo group has used
Bavaria as collateral for |oans to other group conpanies that do not have the
sane sharehol ders and has sold stock of other group companies to Bavaria w thout
eliciting any intervention by these agencies in defense of the interest of t hird-
party stockhol ders.



i nfl uence of conglonerates, it is not very likely that in the near future,
governments woul d i ntroduce nore effective anti-trust |egislation, preventing
the creation of barriers to entry through vertical integration and the rent-
seeki ng and augnentation of political power through accumul ati on of econom c
power .
Recent Refornms and their |Inpact on Conpetition

Al t hough congl onerates cast a | arge shadow over Col onbi an
politics, there are tinmes when the political atnosphere is nore favorable to
reforns because the attention of the country is focused in different problens,
or because the political forces are re-aligning and the popul ar constituency
has a chance to express its desire for change. This happened during the 1990-
1994 Gaviria adm nistration, particularly during its first two years. The
country had experienced a political shock after the confrontation of the
Medel lin drug organi zation with the authorities, that |aunched an
unprecedented period of terrorism and the assassination of severa
presidential candidates, including the |eading |liberal candidate Luis Carlos
Gal an who had opposed the Mafia barons many years before other politicians
deenmed it necessary to follow suit. This crisis, |like nost crises opened
avenues for reformthat were cleverly used by Gaviria and his team Their
reforns spanned a wi de range of activities: The constitution was changed for
the first time after hundred and five years; trade was |iberalize; price
controls were renoved; a financial sector reformwas approved by Congress; the
exchange control systemwas |iberalized and revanped; obstacles to foreign
i nvestment were conpletely renoved; the regulatory franework was noderni zed
and some of the supervisory agencies were given nore teeth. The governnent
initiated a reformof the state, opening up investnment in public services to
the private sector, as well as in tel ecomunications and ports, and a nodest
privatization programwas initiated. A sunmary of the principal reforms wll
be provided in the followi ng sections. A nore extensive description of the

mai n | egal changes is contained in the Annex, at the end of this chapter



Apertura.
In 1990, Col onbia had the highest tariffs in the region and, together

wi th Ecuador, it had the | east open econony of the Andean countries.
Accordingly, fromthe point of view of fostering conpetition, the nost
i nportant reformundertaken by the Col onbi an governnent is what is called the
"apertura"or opening of the econony to foreign trade and foreign investnent.
These refornms were inplenmented by the Gaviria admnistrati on between 1990 and
1991, although a very timd action in the sane direction had been started by
t he preceding Barco adm ni stration

The foreign trade reformstarted in 1990 was much nore anbiti ous
and straight-forward. During the first four nmonths of the Gaviria
adm ni stration, quantitative restrictions were practically elimnated. This
i nvol ved noving froman environment of quantitative input restrictions such as
i mport quotas, inport licenses and lists of products of forbidden inportation
to free trade. At the sane time, the reduction of inport tariffs was
accel erated. After a hesitant start, they were cut froman average of 36.8
percent in 1990 to 12 percent in 1991. The average effective protection was
reduced from75%in 1989 to 34%in 1991 and to 21%in 1992. Al though sone
tariffs have been increased due to political pressures or in response to price
fluctuations in international nmarkets, the tariff structure has renained
| argely unal tered since 1991, %

The reaction of private sector to “apertura” as well as to the
trade integration with Venezuel a and Ecuador was general ly favorabl e anong
i ndustrialists who rose to the challenge of investing in new plant and
equi pnent, changed their production structures and have generally increased

| abor productivity year after year followi ng the 1991 changes. 1In the

21 Luis Alfonso Torres, “La Reforma del Réginen de Conmercio y la Apertur a
Econdém ca,” in Oga Lucia Acosta and |srael Fainboim eds., Las Refornas
Econénicas del Gobierno del Presidente Gaviria: Una Visidén desde Adentro,
(Bogota, Mnisterio de Hacienda, 1994), pp. 61-76.




agricultural sector the response was |argely negative and the governnent had
to back-pedal sone of the changes in 1993, when the |low international prices
of agricultural goods such as rice and cotton increased the conpetition of
foreign products in these markets.

As tinme el apses, policies such as the use of reference
international prices for sone products, or the intensification of anti-dunping
suits and the use of safeguard clauses in international trade agreenents are
begi nning to underm ne the initial opening of the econony that was achieved in
1991. This drift to higher protectionismis a natural process because there
are no strong consuner |obbies in Colonbia and all the pressure is in the
direction of nore protection. However, this is not exclusively a Col onbi an
trait, it occurs everywhere, even in countries where consuners are organi zed.
Unfortunately the rules of collective choice are biased in favor of
protectioni smsince few benefit fromit substantially while nost pay a snal
amount for it. The disproportionate difference between individual benefits
and coll ective costs works in favor of active and powerful associations of
producers, not of consumners.

The consequences of the “apertura” on the market structure of the
productive sectors is not yet clear. As a result of the “apertura”, there
were no i mredi ate business failures or significant plant closing. Wat has
been noticeable is a shift fromthe use of donestic raw materials to inported
i nternedi ate goods and much hi gher private investnment. Additionally, |abor
productivity in the manufacturing sector has increased and consequently,
enpl oyment in this sector is growi ng well bel ow out put.

The congl onerat es have been expandi ng inside the country and
abroad, branching out to other industries and seeking econom es of scale and
scope. Although their core industries have not been affected by foreign
conpetition, internal competition has becone nore intensive in the beer and
soft-drink markets, for exanple. |In those areas where conglonerate interests

were affected - foreign conpetition through different means. Overall,



“apertura” has been a shot in the armof the industrial sector, introducing
much needed dynam sm and increasing the potential of foreign conpetition and
thus the need to invest and update technology and trading patterns. |If

anyt hing, the apertura will probably force consolidation -nmergers, strategic
associ ations- and nore concentration internally, but it will also render nore
conpetitive firms.

Constitutional Reformand Derived Legislation. The constitutiona

reformof 1991 laid new ground rules for the relationship between the state
and the private sector and between firns. It established that the economc
activity is limted by the public interest, that free conpetitionis a

uni versal right and that the state is responsible for inpeding restrictions to
econom ¢ freedom

Additionally, the new constitution, follow ng the 1936 tradition
aut hori zed the state to intervene in the general direction of the econony and
in all sectors to "pronote productivity and conpetitiveness" --which may be a
contradi ctory nmandate in some cases--, to foster rationality in the use of
resources and to protect the environnent and the quality of life
Furthernore, it prohibited the creation of |egal monopolies but kept alive
state nmonopolies such as |iquor production or ganbling.

The constitution defined banking, insurance and all other
financial services, including the exchanges, as activities of public interest
that cannot be entered w thout express authorization of the state and directed
the governnent to regul ate these activities.

No initiative has been presented to Congress leading to the | ega
devel opnment of the articles of the constitution that deal with the regul ati on
of monopolies or oligopolies, and there is a very high probability that such a
| egi sl ation woul d be effectively bl ocked by the | obbies of the congl onerates
that operate in highly concentrated markets. In fact, the constitutiona
Assenbly attenpted to draft articles dealing with the concentration of

econom ¢ power and its political consequences; this was bl ocked successfully



by the congl onerate | obbies. Neverthel ess, the constitution |left a small door
open for reformthat would |l ead to increase the capacity of the state to

regul ate oligopolies and nmonopol i es because it authorized the government to
restructure the governnment agencies to nake them consistent with the new
constitution.? The governnent used this authorization to restructure the
Superintendency of Industry and Commerce, giving it new powers to increase the
applicability of the existing legislation to regul ate nmonopoly and ol i gopoly
and to intervene in cases of abuse of dom nant position or obstruction of
conpetition (Decreto 2153/1992). Additionally, the nornms defined when and how
t he Superintendency can act in cases of nergers and acquisitions.

Wth its new charter, the Superintendency could act very
forcefully to promote conpetition and to check viol ations of existing nornms,
with a wide field of action in the industrial and commercial sectors and
follow ng up conplaints in the public services sectors. However, during the
first two years of operation under the new charter, the Superintendency did
not act on any case dealing with restriction of conpetition, free trade or
abuse of the dom nant position and it would be a wonder if it did. The firns
t hat operate under extreme nonopolistic conditions, or even those that operate
in oligopolistic markets in Col onbia, either operate very |arge conmuni cation
net wor ks spanni ng radi o and TV stations throughout Col onbia, or have strong
influence in the nedia through their advertising expenditure. Under these
conditions, aspiring civil servants will very rarely risk, wthout the support
of higher echelons in the governnent, the social and political costs of
confronting the econom c power of their would-be victim As a result; even
wi th an enhanced charter, the Superintendency is as pertaining to the contro
of monopolies or oligopolies. This will remain w thout change until the
hi gher governnent decides to act. When this will take place, it will be

equi pped with sufficient legal tools for the task.

22 Articulo 20 Trangtorio, 1bid., p.152



Price Controls. Traditionally, the Col onbi an governnent actually
hel ped the leading firms in various nmarkets to set non-conpetitive prices or
to obtain above normal profits through the nechani snms of price control that
were in operation before the Gaviria adm nistration and were | argely abolished
by 1994. In the past, the governnent set the prices of beer, soft drinks,
tires, transportation equi prent, paper, nedicines and nunerous other articles.
This was done in coordination with the private sector through el aborate
negoti ati ons that included revisions that often surpassed inflation; and
prices were set above the costs of the nost inefficient producer. The result
was that prices of “controlled’products often increased nore than those of
“free” products, that the prices set by the governnent generated | arge rents
for the nore efficient producers, and that in conbination with externa
protection, severely taxed the Col onbi an consuner.

The Gaviria adm nistration |iberated nost of these prices and
opened the markets to foreign conpetition as an instrument of price control
Very rapidly, the prices of tradeable goods such as tires and paper began to
decrease in real and relative terns. Qhers, such as beer or soft drinks
continued to grow with inflation, but not above.

Fi nancial Sector Reform the governnment sought to liberalize the

financial sector in 1990 but nmet with fierce opposition by the managenent of
the central bank that used all its considerable prestige and political power
to prevent a full liberalization. A conprom se solution was drafted into a
new statute for the financial sector that allowed greater conpetition in the
sector, permtted foreign owership of banks and brought down many of the pre-
existing barriers to entrance. The new regul ati on al so hel ped to increase
transparency and created nore effective rules to pronote disclosure of the
real financial situation of banks and financial institutions. Despite this
progress, the new systemcontinues to i nduce market segmentation and to
prevent conpetition, although to a | esser degree.

After the 1991 constitution was approved, the governnent had to go



to Congress for a new |law that regulated the intervention of the governnent in
the financial markets. It created new opportunities for conpetition in the
sector and brought down even nore the barriers to entry, just stopping shy of
aut hori zi ng uni versal banki ng.

Al t hough these | aws introduced nore freedom and potentially nore
conpetition in the financial markets, and although the quality of government
i ntervention and supervision has inproved substantially as a result of the
reforns, the sector remmins over-regul ated and segnented. Financia
institutions still show very |arge margins and only two new banks has been
created since 1990, although a number of financial institutions including
financi al cooperatives have transformed i nto comrerci al banks.

The Requlation of Public Services. According to the constitution

the state is responsible for the efficient provision of public services.
Fol I owi ng the prescriptions of the new constitution, all basic services were
re-regul ated (Law 142/1994). Special comm ssions were created for energy,
t el ecommuni cati ons, water supply and sewage that are responsible to foster
conpetition in their sectors, inhibit practices that are restrictive to
conpetition, set guidelines for tariffs, including caps or nmaxi mumrates of
return, regulate |icenses, and oversee costs. %

The reformof the public services regulation -including the
deregul ation of transportation and the privatization of ports 2 and the
aut hori zation of private investors to participate in the provision of public
services- was ained at increasing conpetition, elimnating the pre-existing

public sector nonopolies and increasing the capacity of the governnent to

23 Acosta and Feinboim op. cit., 127-132.

24 The Col onbi an Departamento Naci onal de Pl aneaci 6n estimated that Col onbi an
firms paid an over-cost of about 10 percent of the border price of inports and
exports due to port, transportation and infraestructure deficiencies. The
deregulation of transportation has brought tariffs down considerably and
somet hing simlar has happened to port tariffs. This will pronote conpetition
not only in those services, but also by renoving inplicit trade barriers inb edded
in the inefficiencies of ports and transportation.



control and monitor practices by the dominant firnms in each sub-sector. The
nost significant innovation of this legislation is that anybody can organi ze
and operate firms to supply public services, within the existing | egal
constraints. In the past, this had been reserved exclusively for public
enterpri ses.

The new regul atory franmework for the provision and distribution of
public services authorizes governnent intervention to pronote free conpetition
and to suppress the “abuse of a domi nant position in the market” by private
and public enterprises. It covers the whole real mof public services rangi ng
fromwater supply, |ocal garbage disposal to street cleaning and
t el ecommuni cati ons.

Central and | ocal governments are forced to grant operating
licenses and to allow private firns to build and operate the networks that are
required for their business. Governnents cannot grant nonopolies or speci al
privileges to any supplier of public services that are not available to others
under the same conditions. These firnms, public or private, nust avoid
privileges or unjustified discrimnation and nust abstain fromany practice
that would restrict conpetition or constitute “di sl oyal conpetition.” These
practi ces consist of setting tariffs bel ow operating costs, collusion
agreenents and abuses of a dom nant position is also defined as inposing
conditions on the buyers that would affect their freedomto operate a business
or unduly limt the liability of the supplier.

This | aw al so obligates the owners of networks to give access to
all suppliers, at the same prices, to deliver the services to consuners. The
enforcenment of these laws is the responsibility of the Superintendency of
Public Services. This agency is enmpowered to supervise public service
suppliers and distributors and to ascertain that their operations conply with
the new regulations. It can inpose fines, suspend the operation of a supplier
or directly intervene the managenent of the firns when violations occur. The

regul atory conmi ssions have the responsibility for regul ating the supply of



public services and to pronote conpetition between suppliers when it is
econom cally desirable in terns of efficiency and quality of the services
provided. They are authorized to regulate tariffs, issue quality norns,
provi de standards pertaining to the supply and distribution contracts of
public services and encourage systens that increase the efficiency or quality
of services or |lower the supply costs. They have been enpowered to order
mergers of suppliers, or to divide the firns into i ndependent components when
these actions contribute to pronote conpetition or to increase efficiency.
They regul ate the access of suppliers to networks and the conditions of
utilization of networks. They can also regulate the nature and size of the
subsi dies that have to be provided by the government to | owincone famlies;
and they can adopt policies to pronote the diversification of ownership of
public service conpanies and can regul ate the equity conposition of those
firms to avoid excessive concentration of ownership. The comm ssions nmay al so
act as arbiters in conflicts between suppliers or between them and the users.
They must define the rules for the participation of the private sector and for
the relationships between firnms in the sectors that are regulated by them

Havi ng been issued at the end of the Gaviria admnistration, nost
of these | aws have not been exposed to the test of tine. And it will probably
take a long time before there is real conpetition in the public services
because private investnment is still timd and the authorities not quite sure
how to deal with it. But, at any rate, it is now possible to devel op nost
public services without having to wait for the state to gather enough
resources to do it; and in the future it will be possible that the I oca
public utilities can be privately run. This was inpossible even in the late
ei ghti es.

Privatization. The opening of the public services sector to

private conpanies is the nost inportant step undertaken by the governnent in
favor of privatization. This will increase the participation of the private

sector in activities that had been nonopolized by the state, it will increase



conpetition and hopefully it will increase the quality of public services.
However, private foreign and domestic investrment will not flow freely to these
sectors until the majority of the supply and distribution facilities will be
privati zed.

The governnent took very serious steps to privatize the banking
sector that had been substantially nationalized during the first half of the
eighties. It sold initially two small banks and a medi um bank to private
i nvestors, began to privatize Banco Cafetero and sold Banco de Col onbi a and
the public share of Banco Ganadero and CORPAVI to private Col onbi an and
foreign investors. This changed significantly the structure of ownership of
t he Col ombi an financial sector because the private sector now owns nore than
50% of the conbined equity of financial institutions, while in 1990, the
public sector owned the majority. The governnent also plans to privatize
Banco Popul ar and Banco Central Hipotecario so that 60% of the sector would be
in private hands. |Fl, the |argest devel opment finance conmpany has not been
schedul ed for privatization and continues to invest in dubious projects while
it offers for sale, simultaneously, its shares of equally dubi ous conpani es
that it acquired in the past.

Q her privatizations have been nunmerous but not inportant, partly
because the Col ombi an government had not followed the | ead of other countries
in the continent where governments owned an inportant share of the industrial
and mning sector; and partly because the inportant hol di ngs -- TELECOM and
ECOPETROL--are not for sale. Apart fromthese two conpanies, the |ist of
public firms and assets that would be sold is not very large: IFl and its
i nvestments, CARBOCCL (coal), inmportant assets in the electrical sector that
i nclude a hydroel ectric generation facility, a thernoelectric plant and the
governments shares in | SA (electric generation and national grid).

CARBOCCL and two of the electrical generation plants have been
restructured and can be sold when the decision is taken. [1SAis being

reorgani zed into two conpanies - the national distribution grid and the



generation plants. The government plans to sell stock of the generation
conpany to the private sector. Qher assets to be privatized include IFl’s
portfolio of investnments - basically shares in PROPAL and Mononer os Col onbo-
Venezol anos, stocks owned by ECOPETRCOL in compani es that are al so owned by the
private sector (TERPEL and PROM GAS) and the Flota Mercante G ancol onbi ana. #
G ven the financial needs of the Col onbi an governnent, the poor state of
infrastructure in the country and the existing plans to substantially increase
the public spending in education, health and social services, this assets wll
be privatized if the private sector want them The privatization of TELECOM
probably will never take place and Col onbi ans have not even started di scussing
whet her or not they want to privatize ECOPETROL.

Tel ecommuni cations. Tel ecommunications in Col onbia had not

devel oped at the pace required by private sector developnent. 1In part, this
was due to the state nonopoly of tel ephone services and to the constraints
i nposed on investnent by this type of ownership, since the public conpanies
were prevented fromincreasing their investnent either because they did not
have access to capital or because the adjustnment progranms of the public sector
precl uded such investnent. During the first two years of the Gaviria
adm ni stration, a plan was devel oped to privatize the state nonopoly - TELECOV
mai nt ai ni ng the nmonopoly it enjoys in domestic and international |ong-distance
services for a period of 10 years. The governnent did not wish to grant a
per manent nonopoly license to the private sector but it was thought at that
time that a tenporary nonopoly concession would bring up the price paid by the
private sector.

Any form of privatization of TELECOM was opposed by the firms
uni on. When it was announced that the governnent woul d seek Congressiona
aut hori zation to sell the conpany the union went on strike and interrupted

conmuni cations isolating Colonbia fromthe rest of the world and creating




havoc in internal comunications. Not being able to stop the strike or to
operate an alternative comunications system the governnent had to w thdraw
this proposal and change strategy. The new strategy entail ed opening the
val ue added, |ong distance and cel | ul ar phone services to private investnent
and all ow a gradual fade-out of TELECOM This strategy has begun to show
results. The cellular phone service was licensed to six conpanies for fees
exceeding one billion dollars and is operating in the main cities. The
private sector has been able to develop private comunication services that
have upgraded the quality of services avail able and woul d underm ne the
strength of TELECOM s union in the case of an eventual future confrontation
Donesti c | ong-di stance operation can be licensed to private operators at any
time, if the governnent gives the go-ahead, and international |ong-distance
services can also be granted in the new | egal environnent created by the
public services law. Moreover, the opposition of the unions is not as strong
as in the past, nor their power. |In fact, they were although they opposed it,
they did not use their technical capacity to obstruct conmunications and to
prevent in this manner the passing of the |aw.
The Political Environment of Regul ation

so far, this chapter has provided an overvi ew of what has happened
in Colonbia in terns of regulation and control of nonopolies and oligopolies
and of what is happening after the 1990 - 1994 reformperiod. The bottomline
is that there is enough legislation to deal with nmonopolies and oligopolies
and insufficient action on the part of the government, the political parties,
the leftist intellectuals or even the populist factions of the ruling parties;
nor are there relevant civil organi zati ons such as consumer advocacy groups
t hat have taken the defense of consuners, nor groups of consuners that have
taken cl ass actions agai nst nonopolists for any violation of their consumer
rights. This generalized indifference can be attributed to a nunber of
reasons: Insufficient political developnent in the sense that the individuals

do not regard the state as a vehicle for safeguarding their interests and do



not sue or appeal to the supervisory agencies in defense of their rights.
I nsufficient independence of the bureaucracy fromthe political process and,
nmore inportantly, fromthe economc interests and power centers. Governnents
had not perceived that by not pronoting conpetition, they were fostering
techni cal stagnation and facilitating the |aziness of private investors.
Moreover, the political parties, drawing resources fromthe private sector to
finance their electoral canpaigns, have surrendered nuch of the politica
power to the financiers and are unable to pronote or even back actions that
woul d not receive full endorsenment by the |arge private econom c groups.

For these reasons, if one were to single out the policy or set of
rel ated policies that have contributed nost to pronote conpetition and the
noder ni zati on and international competitiveness of the Col onbi an productive
sectors, that policy, w thout doubt, would be the liberalization of trade. It
had i medi ate and prof ound consequences over private investnment, market
organi zati on and productivity. It shook up the econom c groups and awakened
them fromthe inaction induced by protected markets and private non-aggression
agreenents that were possible in a closed econony. It set themto compete to
position thenselves in the new markets opened up by deregul ati on and
privatization. There is also renewed conmpetition in the markets that had been
protected by the pre-existing gentlenen agreenents, as has been the case in
the beer and soft-drink markets in Colonmbia. Al the other reformefforts of
the Barco and Gaviria administrations will probably induce changes in the
organi zati on of several sectors that would result in a nore conpetitive
busi ness environment in the future, but their effects are not as swift as
those of the “apertura.” However, the other legal reforns have cut very deep
and the charges can be | abel ed al nost revol utionary, at |east on paper. The
| egal framework is now adequate for the application of pro-conpetition
pol i ci es.

Additionally, the country showed that it has the political will to

change - which was an elenment that was in doubt until the Gaviria years - and



that the econom c groups, although very powerful, can be effectively
out maneuvered if the government displays good politics and good i deas.
Further reformw |l need |l ess |egislative action and nore, nuch nore,
admi ni strative and real action

VWhat happened at the begi nning of the Gaviria adm nistration that nmade
it possible for the government to obtain far-reaching reformlegislation so
swiftly? Gaviria cane to power fortuitously --a dark horse that appeared in
the presidential race after Galan’s assassination-- and did not owe his
candi dacy or the presidency to the backing of econom c groups, nor to the
traditional factions in the liberal party who had endorsed other candidates in
the primary el ections. When he prepared his econonic and political platforns
for the final election he already was virtually president and was the
undi sputed | eader of the liberal party--the traditionalists jockeying for
positions, particularly those who had not supported himin the primary
election. 1In these conditions, the candidate’s team of advisors had tinme to
prepare a w de-ragi ng government program and draft reform proposals which were
di scussed and cleared with Gaviria well in advance of his election. After he
was el ected he sought consensus in the technocratic establishnent ad built
bridges with the politicians.

In his inaugural speech he announced and outlined his main policies,
whi ch al ready had been devel oped and very rapidly went to Congress as part of
an anbitious package of reforns. Traditionally, the first nonths of a
presidential termenjoy what is called a “honeynoon” with Congress; this tine
it was heightened by the fact that the | eading liberal political barons had
opposed Gaviria and wanted to mend fences. Congress al so was pressured
because the el ectorate had overwhel mingly voted for the convocation of a
constitutional assenbly--a conpeting |egislative body-- to change the
Constitution. Congress decided then to show that it could work efficiently
and set out to work on the reform programw th unprecedent ed ent husi asm and

di sci pline.



Meanwhi l e, the rest of the country had its attention focused on the
“apertura” program and the dispute going on w thin governnment about the speed
at which this program should be applied, on the election of the constitutiona
assenbly and on the twin wars against the Medellin cartel that was bonbing the
cities and the guerrillas that were bonbing the oil pipelines. The tax reform
that was bei ng processed along with the reform package concentrated the
attention of |obbyists and the press and the | abor reformobtained all the
backi ng of the private sector and distracted the attention of the |abor
nmovenents. The rest of the legislative agenda was not in the main stream of
consci ousness of the public nor did it figure in the priority list of the
private sector. For exanple, the Federation of Coffee G owers becane aware
that the National Coffee Fund regine that had been practically unaltered for
fifty years was being changed in Congress, only the norning after it had been
voted in the Senate comm ssion of economic affairs. After that day, they had
two of their nore skilled senior vice-presidents sitting in the discussions
full tine to nonitor the progress of the law and steer its contents. But the
mai n obj ecti ve had al ready been acconplished: Congress had dared to change a
Col onbi an totem --the foreign exchange regi me and the chapters dealing with
t he nechani snms of the coffee board and stabilization fund-- w thout a previous
nod by the coffee growers organi zation. Despite the announcenents made by
Gaviria during his inaugural speech in which he outlined all the reforns he
i ntended to pursue, the private sector and the public did not expect that all
of them woul d be presented at once and much | ess that Congress woul d attenpt
to pass themall in one session. This explains why the pressure groups were
ill-prepared for the legislative “blietzkrieg” engi neered by government and
why their intervention was del ayed and | argely ineffective.

Sone Et hical Considerations Around Economnic Liberalization

The tax reformof 1990 contained a tax jubileumfor returning capita

flight and the reform of the exchange regine |egalized the tenure of foreign

assets by Col onbi an residents, which had been outlawed by the 1967 foreign



exchange reginme of the Carlos Lleras adm nistration. The fact was that nost
Col onbi ans who could afford it had assets abroad and that violations of the
foreign exchange reginme did not carry any social sanction. Moreover, a very
active parallel exchange market was openly operated and tolerated. The
paral |l el exchange rate carried a small premiumor a small discount over the
official rate.?® These were nornmally of the order of one to five percent,
except for the 1983-1984 when the official exchange rate was fourteen percent
| ower than the black market rate. At some point during this period, the
differential was as high as thirty percent. That year was characterized by a
confidence crisis, a financial crisis and a nmassive change of |and property
between the old | anded proprietors and the new rich, some of them presumably
connected to drug organizations. ¥

The |l egislation of a free exchange and all owi ng Col onbi ans to bring back
their foreign assets w thout being penalized cleared the way for introducing
new neasures to control noney | aundering whi ch had been inpossible to
inmplenent in the old regime. Under the pre-existing foreign exchange regine,
it was inpossible to ascertain who was violating the law just for their own
portfolio precautionary reasons and who was a noney | aunderer. Under the new
systemit could be assumed that if the assets were not registered for tax
pur poses, taking advantage of the tax jubileum they could be investigated.
To make this nore effective, an agreenent was negoti ated between t he Col onbi an
and U.S. tax authorities regarding the exchange of information about Col onmbi an
and U. S. taxpayers and Congress authorized government to sign this agreenent
in exchange for the tax jubileum Before the | egal change of regine, the
Col onbi an authorities had been reluctant to pursue an agreenent of this nature
because many prom nent Col onbi an names woul d cone out, linked to a socially

accepted and condoned but illegal behavior --dodging the exchange controls.

26 Urrutia, Mguel. op.cit. Table 11.1 p. 371

27 Homres, Rudolf. “Capital Flight: Colonbia” in Capital Flight: The Problem and
Policy Responses. Institute for International Econom cs, Washington D.C. 1986




The liberalization al so made it possible to apply the standard internationa
controls of nmoney | aundering and to hold banks operating in Col onbia |egally
responsi ble for reporting any unusual or suspicious nmovenents of funds. 1In
this way, deregul ation of capital flows enhanced the opportunities to

i npl enent nore strict controls to nmoney | aunderi ng.

Concl usi on

This brings into account the question of what kind of policies are the
best suited for a small denocratic small country like Colonbia. As in the
case of Denmark, Sweden or the Netherlands, local firns nust develop into
large enterprises to be able to conmpete in the world markets. At the sane
time, the preservation of denocracy requires that the political involvenent of
bi g busi ness be checked because it may |ead to the excessive concentration of
political power.

In this context, the “apertura” has shown al ready sone positive results.
Mai nt ai ni ng an open econony will ensure that donestic nonopolies invest in
their core business and expand it to capture econonies of scale and scope.
This will probably induce direct foreign investnment of Col onbian firns abroad
and an expansi on of exports in the nediumto Iong run, because the firnms wll
have to acquire “world size” to conpete in an open nmarket. This requires a
fairly open capital account that permts this type of reverse foreign
i nvestment without the interference of governnent, or a bureaucratic nentality
that would allow these flows even with a restrictive forei gn exchange regi ne.
In the past, the capital account was closed and the bureaucratic nmentality was
opposed to Col onmbi an direct investment abroad. This brought about three
undesi rabl e consequences: Foreign investment by Col onbian firnms was limted to
those that had the political clout to obtain the |licenses; and even in those
cases, it was severely restricted. Al other firnms had to do it illegally or
could not do it at all. As a consequence, many Col onbi an busi ness coul d not

conpet e advant ageously in foreign markets unless they broke the law. This was



exenplified by the flower exporters whose investnent in warehouses and
di stribution channels was inpeded by the central bank bureaucracy.

In the case of large enterprises |like those in the beverage and bee
sector that generate autononously |arge cash surpluses, or the cenent sector
that al so generates | arge cash flows as a consequence of growh of housing and
construction, the firms were prevented frominvesting the resources abroad in
the same core business and this contributed to speeding up the concentration
and the strengthening of conglonerates of the private sector, since it had to
find outlets for the cash flow, greatly augnented by the preferenti al
subsidi zed credit that flowed fromthe central bank through the financial
sector to the firns that could offer the best collateral

In an open econony, the firnms will do what conmes nost naturally which is
to expand the core business internationally or to increase the scope of the
core production. Both phenonena are taking place in Colonbia at the present
time, but congl onerates continue to grow and will continue as long as the
largest firns or groups have privil eged access to financial resources and the
stock market prices remain fairly depressed and not conpetitive. 1In this
respect, the role of the government beyond fostering conpetition in the goods
mar ket s, should focus on pronoting conpetition in the financial and capita
markets and | eaves firnms alone in their decisions regarding size and vertica
or horizontal integration

In the public services sectors, the problemis that the nmonopoly is of
the state. Take for exanple the electrical sector: One public firmowns the
national grid and the |argest capacity of hydroelectric generating power. The
same firmhas a regulatory role and sets the rules for dispatching energy and
for acquiring it fromhydroel ectric or other sources. |If one conpares this
with a nmore liberal environnent in which the generating capacity is
diversified in private hands, the grid is a highly regulated private firmthat
acquires energy at market prices, dispatching according to legally set rules,

and the regulation is by an i ndependent governnment comm ssion. Undoubtedly



nmore private investnment (and nore conpetition) are expected to flowinto the
second nodel than into the first. This exanple was selected to nake a point:
the regul ations are in place to permt private investnment in the public sector
services, and there is already sonme investnent, but true competition and
dynamic investnent will follow only when the government reduces its

partici pati on and dom nance by selling existing assets and effectively
privatizing the electrical sector. The sane holds true for banking, gas

di stribution and production, transportation, telecommunications and all other
public services. 1In other words, greater privatization of public services in
Colonbia is a necessary condition to pronote private investnent and
conpetition.

The agenda for a woul d-be pronpter of conpetitiveness in the Col onbi an
markets if fairly clear-cut: there is a first stage of conpetition enhancenent
that does not require excessive political courage and will not encounter
unsust ai nabl e opposition. This enconpasses maintai ning an open trade policy,
privatization of public services, allow ng Col onbi an foreign direct investment
to grow abroad and encouraging foreign direct investnent into the country.
This, in turn, is achieved nmaintaining stable rules, giving foreign investors
the sanme treatnment given to domestic investors, and deregul ating foreign
i nvest ment --which has al ready been done-- and offering stabl e nacroecononic
and political conditions. Furthernore, legislation is required to bring down
barriers to entry into different sectors and to permt private investnent in
sectors where public investnment dom nates. A |lot of progress has already been
done in Colonmbia on all these fronts. Additionally, a workable set of rules
has been devised and has been in place for many years that permt regul ation
of monopoly and oligopoly by the central governnent superintendencies and by
the regul atory comm ssions. These powers, in the case of anti-trust actions
have been greatly augnented for the Superintendency of |ndustry and Commrerce
and for the Superintendency of Banks.

The second stage of the process, which requires great political skills



and power to inplenment, is to control the behavior of oligopolies in the
donestic market. The objective of such a policy cannot be to prevent or
hi nder the growth of firns, because size will be required to face
i nternational conpetition abroad and donestically, but rather, to regulate the
activities of leading firms in the donmestic markets so that they do not hinder
the growth and devel opnent of conpetitor corporations in terns of services and
size, do not conspire to fix prices or to segment markets, and do not erect
i nsurnountabl e barriers to the entry of newfirnms into their markets. This
woul d require a government decision to go ahead with the policy and the
mai nt enance of a consistent course during several adm nistrations. A policy
of this nature woul d necessarily have a constituency that has been absent in
Colonbia in the twentieth century. This would be akin to the grass-roots
novenent that led to the anti-trust legislation of the late nineteenth century
inthe United States or to the political coalition that made possible in the
same country the strengthening of the Cayton Act, or the functioning of the
Federal Trade Commi ssion and the Securities and Exchange Commi ssion in the
thirties. Until political conditions arise, the existing legislation wll
probably Iie dormant as a testinmony to the countervailing power of Col onbi an
econom ¢ congl omerates. Roughly the same can be observed in the case of
security and exchange regul ations for a stock nmarket that does not really
exist, while failure of disclosure is w despread and nanagenent and dom nant
st ockhol der groups have been fairly free to use corporate power, credit and
cash flows for their in the comrercial code, waiting for a governnent that has
the will and the political power to bring themto life. This would
undoubtedly require also a reformof the rules that regulate the financing of
political canpaigns and public officials.

A third, and much hi gher stage of reform smdealing with the control of
econom ¢ power woul d respond to the question of how nmuch econom ¢ power is too
much. One is rem nded that Standard O | was broken into several comnpanies,

not only because it was too big, but because it had so much political power



that it threatened the public interest. This is very pertinent in the case of
Col onbi a where the public interest lies precisely in preserving some form of
denocracy and pronoting a pluralist society. The dom nation of politics by
congl orer at es weaken denocracy and creates the conditions for the devel opment
of capitalismunder nore authoritarian nmodes of governnment whi ch woul d have
busi ness as their sole constituency and could lead to latter- day nutations of
fascismor to mlitarism One does not have to go to far back in Latin
American history to observe the consequences of these type of governments and
of their corporatist econom c structure.

In Col onbi a, one group, very often a single person, controls banks and
conmuni cations nmedia, in addition to the productive and commercial activities.
This concentration of power is not well suited to a denpcratic society,
however, under the present political and econom c conditions of Col onbia,
given the state of awareness of the mddle-class it is hard to envision a
government that would be willing to tackle this problem

Probably, it would be wiser to start with nore nodest goals such as
devel opi ng the bureaucraci es that would be responsible for the application of
the anti-trust legislation, the rules of securities and exchange and the
conmerci al code. Strengthening these bureaucraci es and backing their
activities in a setting of noderate reformgoals, directed at stemni ng the
m suse of the market power of nonopolies, oligopolies and congl omerates will
pr obabl y achi eve nmuch nore than over-reaching. The problemis nore politica
than econom c, and therefore it is difficult to predict the future course of
events. A good cause for hope is to observe that these problens have been
solved in sonme other countries with econonm c and political devel opment, but

not al ways and not everywhere.

ANNEX
The Regul atory and Structural Reforms of The Gaviria Adm nistration

1990 - 1994



Apertura. In 1990, Col ombia had the highest tariffs in the regi on and,
one of the | east open econom es of the Andean countries, despite a trade
reformeffort that had been undertaken by the Barco adm nistration. During
the | ast year of that administration, a gradualist five-year trade
liberalization programwas initiated. The Barco reformwas to have three
steps: (a) the liberalization of trade for goods that did not conpete with
donestic products, which involved nmoving those tariff itenms fromthe
restricted inport to the free trade list; (b) a two-year sub-programinvol ving
the gradual substitution of quantitative restrictions would be conpletely
elimnated, a three-year period of tariff reduction would ensue. During the
first two years of the program the governnment woul d have auctioned i nport
licenses for the itens that were on the restricted list, to determ ne an
initial level of protection. The goal of the programwas to reduce tariffs to
an average level of 25% Additionally, in order to prevent a huge initia
current account deficit, nomi nal devaluation was accelerated to record |evels
during 1990, achieving a real devaluation of nearly 17%for the whol e year
This policy was enbraced by the Gaviria admnistration and contributed to a
record inflation rate of 32.4 percent in 1990 and to also a record junp in the
val ue of non-traditional exports which increased nore than 30 percent, in
dol lar termnms in 1991

The foreign trade reformstarted in 1990 was nmuch nore anbitious and
straight-forward than the Barco experinent. During the first four nonths of
the Gaviria adm nistration, quantitative restrictions were practically
elimnated. This involved noving froman environment of quantitative input
restrictions such as inmport quotas, inport licenses and lists of products of
forbidden inmportation, to free trade. At the sane tinme, the reduction of
import tariffs was accel erated.

Initially, due to the pressures of the nore conservative nenbers of
government that represented the point of view of several business sectors, a

four year reduction programwas initiated and announced, which would have



brought average tariffs down to 12% by the end of 1993. This gradualism
proved to be inpractical because inmporters and investors took a “wait-and-see”
attitude that resulted in a very large current account surplus and a
correspondi ng increase in the level of international reserves and the noney
base. The liberalization programwas accelerated during the first seven
mont hs of 1991. As a result, tariffs were drastically reduced froman average
of 38.6%in 1990 to less than 12%in 1991 where they have remai ned.

Constitutional Reformand Derived Legislation. The constitutiona

reformof 1991 established (a) that economic activities and private
initiatives are free, limted only by the “conmmon” good; (b) that nobody can
i npose licensing or other requirenents w thout |egal authorization; © that
free conpetition is a universal right that presupposes responsibilities and
obligations for enterprises; and (d) that the state, nandated by the law, is
constitutionally responsible for inpeding restrictions to econonic freedom and
control ling abuses of the domi nant position of firns or individuals in the
donestic market. %8

Additionally, the new constitution directly authorized the state to
intervene in the general direction of the econony and to “pronpte productivity
and competitiveness.” It also established that the |aw can nmandate the
government to intervene “in the exploitation of natural resources, the use of
the soil, the production, distribution, utilization and consunption of goods
and in the public and private services, to rationalize the econony with the
pur pose of obtaining an inprovenment in the quality of life of the popul ation
the equitable distribution of opportunities and the benefits of devel opnent
and the conservation of the environnent.” * Furthernore, it prohibits the
creation of |egal nonopolies, excepting the old Spanish revenue raising

nmonopol i es such as |iquor production or ganbling; but it limts these to those

28 Article 333, Constitucidn Politica de Col onbia, (Bogota, Presidencia de |la
Republica, 1991), p. 129.

29 Article 334, lbid., p. 130



establ i shed with purposes of public interest, and according to the law 3

Financial Sector Reform  The deregul ati on of the Col onbi an fi nanci al

sector was started in 1990 with a new | aw that enconpassed the regul atory
environment for financial institutions in Colonbia (Ley 45/1990). This |aw
pernmitted conpl ete ownership of Col onbi an banks by foreign stockhol ders

i ncl udi ng banks, which has been forbidden since 1975, and renoved the existing
barriers to foreign investnent in the financial sector. It also reformed the
system of specialized banking that was the normin Col onbia since 1923 and
noved towards universal banking by allow ng finance corporations to offer

savi ngs accounts and by permtting financial institutions to own specialized
financial service institutions - |ike brokerage, leasing or factoring. They

t hensel ves had been prevented from supplyi ng these sane services under the
previously existing systemand are not allowed to provide themdirectly under
the new law. Al though, this | aw sought to reduce the segnentation of the

mar ket i nduced by the specialized banking system and by over-regul ation of the
financial sector, it fell short of instituting universal banking because of
the strong opposition to liberalization fromthe Col onbi an central bank and
the nore conservative elenents of the political sector. As a consequence, the
new system continues to induce market segnmentation and to prevent conpetition
but it helped to increase transparency by regul ati ng the discl osure of
information by financial institutions, albeit at a | ower |evel.

Additionally, it established clearly the requirenents for |icensing new
institutions and the mnimum capital requirenments for each type of new
financial institution. These innovations |owered considerably the barriers of
entrance in the financial sector because the bank superintendent had
previously had the autonomy to grant or deny |icenses, choosing often to deny
them wi t hout expl anation

After the new constitution was approved, this |egislation was

30 Article 336, Ibid., p. 130.



conpl ement ed by another |aw (Ley 35/1993) that established the rules for the
i ntervention of government in the financial sector. This |aw devel ops the
constitutional authorization to the government to intervene in the financial
markets or financial institutions to protect the investors and users of the
system to seek adequate |evels of capitalization of the financia
institutions, to pronote conpetition and to foster transparency. It also
rul es that governnent should specify maxi mumlevels of credit or of risk
exposure per borrower and provide | ending guidelines that would hel p prevent
credit discrimnation

The | aw al so contributed to bring down the barriers to conpetition by
al | owi ng the nortgage corporations (corporaciones de ahorro y vivienda) to
create or acquire financial service conpanies and by authorizing these
institutions and the comercial finance conpanies to participate in the
foreign exchange market. This nmarket had been reserved previously for the
conmer ci al banks and the finance corporations which were the only institutions
allowed to buy, hold and sell foreign exchange on a commerci al basis.

Ref orm of the Superintendency of Industry and Commerce. Under the new

charter, the Superintendency was given the follow ng functions: (a) To watch
for the observance of the laws and regul ations that deal with the pronotion of
conpetition and with restrictive conrercial practices; (b) to foll ow up

conpl aints dealing with market conmpetition and to process those cases in which
the action of the Superintendency would increase the efficiency of production
those that would insure that consumers have freedom of choice or better access
to markets; those that would increase the participation of firns in the

mar ket s; and those fostering variety in prices and quality of goods and
services. It was enpowered to give fines and other penalties to firms that
restrict trade or did not conply with guidelines issued by the agency; and to
act at the request of the public service regul atory comm ssions when public or
private firnms obstruct free conpetition or when they violate the regul ati ons

pertaining to tariffs, collections, trade or client relations. It was al so



required to watch the observance of regul ati ons dealing with consuner
protection and to accept conplaints in those matters when they are not of the
jurisdiction of other agencies. In those cases, the Superintendency can
establish responsibilities and issue instructions that nust be obeyed. To
achi eve this mandate, the Superintendency was authorized to visit firns, to
obtain all the relevant information and to interrogate under oath anybody
whose testinmony may "result useful™ in the exercise of its functions. In
addition to the functions of the agency, the sane decree defined very
specifically what acts, conducts, or agreenents affected free conpetition
singl ed out which ones are contrary to free trade and conpetition, and
specified what is the “abuse of dom nant position” in a market. It also
delimted the power of the Superintendency to intervene in the case of nergers
and acquisitions (it cannot act when the parties can denonstrate that
efficiency gains can be derived fromthe transaction or a reduction of cost
woul d ensue that could not be achi eved by other neans).

It was al so determ ned that the Superintendency could act in all cases
on its own accord or when a conmplaint is filed. In this case, it is authorized
to conduct a prelimnary inquiry to determne if there is cause to proceed.
VWhen a process is concluded, the investigators would i nformthe Superintendent
who, in turn, would informthe subject of the investigation. He or it can
i nhibit the process by altering the behavior that woul d otherw se be
puni shabl e by fines anounting to 300 tines the nonthly m ni mum sal ary. These
provi sions were designed to fill sone of the gaps that were left open in the
1959 law that rendered it inapplicable. The objective was only partially
acconplished due to the restrictions inposed by the | egal and constitutiona
aut hori zations. For exanple, the Superintendency cannot act in the
communi cati ons and nedia sector on its own accord, and it is confined to
follow up conplaints that are filed with it. Consequently, even though it is
wi dely known that there are violations to the existing rules of conpetition in

television, it cannot act until there is an independent conpl aint.



The Requl ation of Public Services. The regulatory law for the electrica

sector (Law 143/1994) determines that the state is responsible, in relation to
the provision of electricity services, to pronote free conpetition in the
activities of the sector; to prevent unfair conpetition or abuse of the
dom nant position in the sector; to protect the users; and to regulate the
ci rcunstances in which natural nonopolies arise and free conpetition is unable
to guarantee the efficient provision of services at the | owest possible
econom ¢ cost. The | aw guarantees that private or m xed ownership -public and
private- enterprises are free to develop their activities in the context of
free conpetition, regulated by the government.

The | aw created a comm ssion for energy and gas regul ati on conposed by
ei ght menbers, three of which represent the mnistries of Mnes and Energy,
Fi nance and Pl anni ng, and five menbers appointed by the President for a four-
year period. This conmm ssion has the responsibility to regul ate the energy
sector with the basic objective of supplying electricity and gas at the
| owest cost possible, utilizing the avail abl e resources and providing
opportune and quality service to the users. Al this is to be achieved in the
context of free conpetition and the conmi ssion has a mandate to pronote and
create the conditions for freer conpetition. The law al so rules that
electricity generation is allowed for all econonic agents and that they can
sell this electricity freely at market rates. The owners of the nationa
networks are required to interconnect suppliers and users at pre-established
and regul ated tariffs. The abuse of dom nant position or the violation of the
nornms of free conpetition in the energy markets are clearly defined and the
penalties for these violations are defined as well, ranging from warning by
the authorities to fines and adm ni strative actions such as ordering the
di sm ssal of managenent or tenporary takeover of the nmanagenent by the
government. The | aw contains al so provisions to foster conpetition and to
puni sh unl awful conducts interfering with this purpose and to inpose strict

penalties in those instances.



Transportation. |In air transportation, deregulation was al so

i npl enented. Increased conpetition in the airline sector has changed
significantly the market structure of the service. The |eading conpany -

AVI ANCA- decreased its share of augnmented international flights from56%in
1990 to 35%in 1993 and the share of the donmestic nmarket from49%to 38% As
a consequence, the company had to invest in fleet renewal and upgradi ng of
services what it had not invested in nmany years. It has also drastically
reduced its personnel from 7000 in 1990 to just over 4000 in 1993. 3

Land transportati on has al so benefited fromthe apertura. Before 1990,
the governnent allotted inport |licenses of transportation equi pment with the
i dea of protecting the existing shipping conmpani es from excessive conpetition
After 1990, trucks and all transportati on equi pmrent can be freely inported.
As a result, shipping tariffs decreased 50%in real terns between 1990 and
1993.

The railway sector was one of the first sectors to be deregulated in
Colonbia, in the last year of the Barco presidency. The al nost extinct
nmonopoly -Ferrocarril es Nacional es- was di ssol ved and two new compani es were
created: a public conpany that is responsible for the upgradi ng, expansion
mai nt enance of the rail network and regulation of tariffs, and a private
conpany that would run the trains. So far, the reformhas failed to produce
results.

The deregul ati on of the shipping sector has been very drastic. The
Fl ota Mercante Grancol onbi ana, a public shipping firmjointly owned by the
Nat i onal Cof fee Fund of Col onbia and the governnment of Ecuador had virtua
nmonopol y based on the “flag reserve” which reserved 50% of the foreign
shi pping to domestic carriers. Since other donestic shipping |ines were very
small, this firmpractically dom nated the market, offering poor service at

hi gh non-conpetitive tariffs. Beginning in 1989, the governnent started a

31 Colonbia. Private Sector Assessnment. (Washington, Wbrld Bank Draft, August
1994), p. 62.




gradual deregul ation programthat was accelerated in 1991 when it aboli shed
the quota and allowed free entrance of foreign ships to Col onbian ports,
excepting those fromcountries that do not grant reciprocal treatnent to
Col onbi an carriers. The share of the narket of the Col onbian |ine was
drastically reduced and it was forced to restructure. This brought down
prices significantly and increased the supply and quality of services. %

Port Requlation. The ports had been strictly a public sector activity

until 1991. In that year a |law was issued that permitted the |iquidation of
the national port company and all owed private sector investnent and nanagenent
in the operation of the Col onbian ports; it created al so a new Superi nt endency
of Transportation and Public Wrks that oversees the port activities,

regul ates tariffs and intervenes to secure |and where new facilities have to
be build and the private negotiations are stalled (Ley 1/1991). This

| egi sl ati on was conpl emented in 1992 by a decree (Decreto 2171/1992), which
restructured the Mnistry of Transportation and its agencies. These norns

aut hori zed the government to |ease or sell the existing facilities to

i ndependent port conpanies that can be partially or wholly owned by the
private sector. As a result of the new regul ati ons, Col onbi an ports are now
managed with private sector participation, new private ports have been

constructed and tariffs have decreased substantially.




