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FOREWORD

1 The Committeeon Commodities, at itsfourteenth on, inNovember 1990, decided that priority
should be given to the study of theimpact of market conditionsin importing and exporting countrieswith
regard to diversfication, including government policies, structura adjustment, formsand methodsof trading,
and technicd assstance.’ The Standing Committee on Commodities, at itsfirst sesson, in October 1992,
decided, inthe samevein, that nationa experiencesin horizonta and vertica diverdfication, including the
possibilitiesfor crop subgtitution, should be analysed, and that an examination should be made of the best
ways of achieving diversification, taking into account competitiveness, market trends and opportunitie:

2. In accordance with these mandates, a number of country studies are being undertaken, in
Cameroon, Colombia, Fiji, Senegal, Solomon Islands and the United Republic of Tanzania. The
experience of these countriesin the diversification of their commodity exports (including increased
processing and diversification into commodity-rel ated marketing activities) as well as the conditions
influencing thisare andysed. These conditionsfdl in two broad areas: the macroeconomic and internaiond
environment (including market access conditions), and the commodity-specific supporting framework (in
terms of services supplied by thegovernment or otherwise, infrastructure, market promotion support, etc.).

3. The gpproach atemptsto identify the key factorsthat gave rise to commodity export diverdfication,
or prevented the exploitation of diversification possibilities. It includesquestionsasto which werethe
important factorsthat led to and facilitated the establishment of new export-oriented productive activities,
what were the problems these new activities encountered, and, if they were overcome how wasthis done;
or, if they were not overcome, were there gaps in the supporting environment, and, in particular,
government policies. No attempt ismade to decide whether macroeconomic policy ismoreimportant than
microeconomic policy, or viceversa; or whether cheap creditsare more useful for an exporting company
than good market information networks. Rather, an attempt is made to describe which package of
conditionsisnecessary to makeexport diversification viable, and which package of policy measures seems
to enhance the chances of export diversification efforts.

4. Thegoa of these studiesisnot to formulate specific policy recommendationsfor the countries
under study. Rather, itistodraw conclusionsonthesortsof policiesthat would facilitate diversification,
the support servicesthat are absolutely necessary to enablelocal entrepreneursto make use of existing
possibilities, and the ways in which a country can reap greater benefits from the marketing of its
commodities. Atthepresent time, many countriesarein the processof policy reform; and diversification
of exportsisusualy one of the envisaged outcomes. However, the resources availableto stimulate such
diversification are scarce, and in genera countries donot have theinformation necessary to determine how
thelr resources can be used optimally. These studies will, it is hoped, support the process of policy
formulation in developing countriesin this area

! TD/B/C.1/L.96, 21 November 1990, para. 12.

2 "Establishment of the work programme of the Standing Committee" (TD/B/CN.1/8), 3 February
1993.



SUMMARY AND CONCLUSIONS

5. Colombiaseconomy hastraditionally been rather aclosed one. It till is- but an"openingup” is
aready perceptible. Whereas Colombia's per capitaexportsin the early 1980s equalled one third of the
averagefor Latin American countries, by thelate 1980sthis proportion had increased to two thirds. In
value terms, its exports doubled during the past decade, with most of their growth taking placein the
second half of the 1980s. Thisgrowth was based on products other than coffee, Colombiastraditional
main export, and the share of coffeein exports more than halved. However, asfuel exports, virtually
absent at the beginning of the decade, have now outstripped exports from the coffee sector, Colombiawas
more dependent on its four main exports in 1990 than it wasin 1981.

6. Theeconomy'sexport diversification should be evaluated in termsof theincreasein therange of
products exported and in non-traditional exports. In both respects, Colombiahasdone quitewdl. From
1986 (when economic policy wasliberaized) to 1990, awiderange of products- commodities, inraw or
processed form, and manufactures - which were formerly not exported found their placein thelist of
significant export products, and non-traditional exports more than tripled in volume.

7. Among the primary commodities that increased consderably in export importance during the 1980s
werecrudeoil, cod, flowers, fishery products, and fruit and vegetables. Crude oil and coal exportswere
devel oped through large-scal einvestmentsfinanced to agreat extent by transnational companiesor by
foreign lending. Consequently, much of the export proceeds from this sector are lost through debt
reimbursement, profit repatriation, etc. The strong expansion of flower exports- Colombiaisnow the
world's second largest flower exporter - was made possible by the capacity of theloca private sector to
investimportant sumsin the devel opment of thisexportitem. For fishery productsand fruit and vegetables,
acombination of locd private capita and government support made the development of exports possible.

8. There has been a strong expansion in Colombian exports of processed commodities as well.
Again, amgjor part of thistrade was devel oped during the 1980s. The exportsof most of the products
involved - among others leather and leather goods, white sugar and citric acid - were devel oped by
domestic private enterprises; only inthe devel opment of ferronicke production hasthe Government played
amajor role.

9. Marketing of commoditiesisto alarge extent in Colombian hands. Salesoperationsof the State
coa and fuel enterprises arewell devel oped, as are the operations of coffee exporters - this has been an
important factor in Colombiasincreasing share of the world market in these sectors. Enterprisesin the
bananaand flower sectors havediversified vertically into distribution networksin the USA and EC, and
into worldwide marketing operations. Foreigninvolvement in marketing issubstantia for afew processed
commoditiesonly - ferronickel and, to some extent, coffee extracts. Intheir case, theinvolvement of
transnationals in marketing has been essential for securing market access.



10.  Thediverdfication of the economy has helped to create employment and to increase export
earnings. Moreover, export-related commodity diversification has had important linkage effects. For
example, theinfrastructure created primarily for flower exports has played asgnificant rolein making fruit
exportspossible. Backward linkages have resulted in the crestion of companies producing, for example,
packaging materials, and art and graphicsfirms - essential for further diversification into brand name
products. Divergfication hasdso had learning effects, creeting both the managerid and the marketing skills
needed for entering into yet other activities.

11.  Thisdivergfication hastaken placein an environment that has not been dtogether conduciveto an
expans on of export-oriented production. A lack of financial resourcesand the underdevel opment of the
domestic capital market limits both the ability of the Government to finance support services such as
researchingtitutes, market i dentification services, and minera prospecting, and the capacity of theprivate
sector to finance large-scae projects. The setting of prioritieswas thus essentia for an optima use of such
financia capacitiesasexisted. Moreover, theinward-looking policy of the past meant that the Colombian
economy was not well structured for arapid reorientation towards exports. road, railway and waterway
infragtructure are domestically oriented, and ports are poorly organized; most industries arelocated inland,
far from segports; Colombian entrepreneurs have not yet had timeto build up the skills and organizationd
structure necessary for exporting; and support structures, such as speciaized export houses or experienced
export consultants, are still rare.

12. Government policies have been important for the diversification of commodity exports.
Diversification out of coffee has been along-term goa of Colombian economic policy, dating from the
1940s. Earmarking of the necessary fundswas an important aspect of thispolicy. The association of
coffeeproducersdrew upitsfirst five-year diversfication planin 1960, funnelling resourcesfrom coffee
into the development of other products. In the 1980s, the fuel sector was also taxed to finance the
development of other mineral exports. Taxeson importswere used to fund alarge-scale programme of
government support to the export sector. The resourcesfrom atax on mgor exports and import taxes
were used, among other purposes, to finance research and devel opment on alternative production and
export possibilities; to support the adaptation of existing production facilities to the requirements of the
world market; to finance processing factories; to make subsidized creditsavail ableto non-traditional export
sectors; to provideother financia rebates, intheform of import tax exemptions and domestic tax rebates,
to non-traditiona export sectors; toidentify potentia marketsand fund promotion campaigns, and to creste
export marketing companies. A number of export industries created during the 1980s, such as silk
production, shrimp farming and passion fruit production, werethedirect result of thisgovernment support.
The Government adapted its support to the needs of each sector: for example, when anti-dumping actions
taken by the United Statesbecame the main obstacle for flower exports, lawsuitsto counter these anti-
dumping actions were financed out of the government-administered Diversification Fund.

13. But ared expansion of exportsonly took place after macroeconomic policy changed inthemid-
1980s. Whilethe macroeconomic adjustment has caused problems because of its speed, leaving littletime
for enterprisesto adapt, and policy has not dways been as predictable as exporters would wish, itsgenerd
effects have been to support the export structure - partly because macroeconomic policy is now



determined in close cooperation with the various associations of exporters. The Colombian pesois kept
at alevel that ensuresthe competitiveness of Colombian exports; exporters have accessto theimportsthey
need for efficient production; theliberalization of investments has madeit possibleto tap both foreign
finance and know-how; and infrastructure policies are hel ping to overcome the transport barriers of the
past. Theemphasisingovernment support hasshifted from aseriesof discretionary measuresonthe output
side (export subsidies; marketing support) to the provision of support at the beginning of the production
chain, among other things, to manpower training, technology devel opment and the rel ocation of industry
closer to seaports.

14.  Thediversfication of Colombiascommodity exports seemsto have been theresult of fivefactors:

- the existence of arelatively well developed private sector, having at its disposal awell trained
labour force with many of the specific skills necessary for adapting to export-oriented activities

- asupportive macroeconomic environment from the mid-1980s onward, with government policies
often decided in cooperation with the private sector;

- agenerd framework of government support services that enabled private entrepreneursto initiate
new exports, and, that, during the early 1980s, protected specific export sectors against a poor
macroeconomic environment by compensatory subsidies;

- thewillingnessof the Government to undertake specific, focused activitiesto support new export
sectors at critical moments;

- access to foreign capital, technology and marketing know-how.

15. However, government policy can be till further improved. Policy changes may have taken place
too quickly, not allowing enough timefor the private sector to adapt, and without agovernment 'safety net'
to ensure that, to the extent possible, exporters can make the transformation from domestically-oriented
production to production for export. Moreover, exporters suffer from the credit squeeze and the difficulty
of exchanging dollarsinto pesos, which arearesult of monetary policy. Theseeementsof economic policy
need attention in order to ward off negative consequences, especidly for smaller companiesthat areless
able to adapt to changing conditions than larger enterprises.
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THE DEVELOPMENT OF DIVERSIFICATION POTENTIAL,
AND DIVERSIFICATION EXPERIENCE

16.  Colombia, with apopulation of 34 million and a gross domestic product of US$ 40 billion (in
1989), isone of Latin Americaslarger economies. It wasalso traditionally arather closed economy,
oriented at import subgtitution rather than open to the international market, with, in the early 1980s, per
capita exports of just alittle over one third the average for Latin American countries (seetable 1).

Tablel
Per capita exports
(US$)
Average Colombia Brazil Chile Mexico Peru Venezuela
Latin America
1981 318 112 191 345 283 183 1,312
1989 277 184 232 639 260 163 661
Source: Based on datain UNCTAD, Commodity Yearbook and Handbook on International Trade and
Development Statistics, 1991.

17.  The1980sshowed thefirst sgnsof change, however, with Colombiabeginning to strengtheniits
linkswith the international economy. Whereas exportsin most of Latin Americacontracted, in Colombia
they expanded, at arate second only those of Chile. Exports are still relatively low, but are bound to
expand further when the investments and policy changes of the 1980s start to bear fruit. 1n Colombias
current economic programme, export-oriented activities, especially non-traditional ones, receive high
priority. But there have been difficultiesin the shift from import substitution to different export orientation.
Colombia's policies, problems and results in effecting the shift, which are discussed in the following
chapters, may prove of relevance to other countries wishing to restructure their economies.

A. Export experience

18. Exports of goods account for about two thirds of Colombias officia foreign exchange earnings,
exports of servicesfor onefifth, and capital transfersfor theremainder. These capital transfers do not
include those related to the export of illicit drugs, which areillega and therefore unreported. Estimateson
the amount of foreign currency repatriated of by drug traffickers vary between USS$ 2.8 billion and US$
3.5 hillionfor theearly 1990s, equd to hdf of the earnings of officia exportsof goods (and two and ahalf
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times asmuch asthe export revenues from coffeg).® Taking into account the fact that a certain proportion
of exportsof emeraldsand gold isaso unregistered, the officia figuresthat are used in thisreport therefore
reflect only a part of Colombia's export experience.

19. Colombiasregistered exportsincreased very rapidly during the 1970s, from US$ 0.7 billionin
1970to US$ 3.3 hillionin 1979. Coffee exports more than quadrupled during that period, to reach US$
2 billionin 1979. After peaking in 1980, ayear with exceptionally high coffee prices, exports then
remained fairly stablein the early 1980s, but showed astrong growth in 1986 when coffee priceswere
agana avery highlevel (seegraph 1). When coffee pricesfel againin 1987, fuelstook over asan engine
of export growth. The period after 1986 a so shows a strong growth by manufactured exports, and by
exportsof agricultura productsother than coffee. Overdl, exports continueto increase, and Colombias
current account shows agrowing surplus. In effect, the surplus on Colombia's current account, coupled
withthe supply of dollarsobtained by illegd exports, has started to become aproblem for the Government:
as they push the exchange rate up, and therefore threaten the viability of regular export activities.

Graph1

Colombian exports by commodity group, 1970-1990

Source: UNCTAD and INCOMEX data. Minerals include gemstones and gold; manufactures include cotton

3 It is estimated that afurther US$ 1.2 hillion is invested abroad annually. See"Colombia: resilient, but
for how much longer ?*, Latin American Economy & Business, January 1993.
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B. Commodity-related diversification experience

20.  Theshareof coffeein Colombiasexport earningswas very high until the late 1960s (when coffee
accounted for about 61 per cent of exports). Dependency on coffee remained high during the 1970s, and
until 1986 coffee continued to account for morethan half of export earnings (seegraph 2). By 1990, this
percentage had declined to aslittle as 20 per cent, and since 1989 fud exports have been larger than coffee
exports.

Graph 2

Composition of Colombian exports: traditional and non-traditional exports
as per centages of total exports, 1970-1990

21. Colombia's declining dependency onitstraditional main export should not hide the fact that, in
relative terms, it became more dependent on afew commodities only during the 1980s. Asgraph 2 shows,
the share of coffee, fuels, gold and bananas in total exports was higher in 1990 than in 1981.

22.  Thus, Colombias diversification experienceis visible only when absolute export figures are
considered. Graph 3 shows the growth of non-traditional exports during the 1980s. 1n 1990, non-
traditional exportsweremorethantwiceashighasin 1981, andtripletheir level in 1986.* Table 2 tracks

4 The strong growth of textile exports is somewhat misleading. A large part of Colombia's clothing
exports is produced by ‘assembly' factories, that do not use the cotton and cotton yarn produced in
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therecord of growth for Colombias commodity exports, and, again, the growth of non-traditiona exports
isevident, including the introduction of commodities that were previoudy not exported, such as cocoa,
white sugar and passion fruit juice.

Graph 3

Thegrowth of non-traditional exports, 1981-1990
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23.  Colombiasdiversificationwasnot limited to theexport sector. In effect, export diversificationis
an expression of both the diversfication of the domestic economy, and of agrowing export orientation of
sectorstraditionaly oriented towardsthe domestic market. Asisevident from table 3, both the mining and
manufacturing sectors clearly became more export oriented during the 1980s. 1n the manufacturing sector,
exportsin 1989 were equa to one sixth of production, compared to one ninthin 1980. Inthe case of the

Colombia, but cloth imported from the United States, which is cut according to patterns designed in the
United States, and then re-exported there. Some Colombian clothing enterprises have

started to integrate backwards, though, and more Colombian materials are now being used, mainly for the
production of smply designed clothing. See"Industry profile/Colombian textiles: tackling US protectionism”,
Latin American Economy & Business, January 1992.
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mining sector, whileitssharein GDP more than doubled, its sharein exportsincreased morethan fivefold.
The gpparent decline in the export orientation of the agricultura sector isto alarge extent the result of the
baseyear chosen, ayear when pricesof agricultura exportswerevery high. 1n 1981, agricultural exports
were equal to only one third of agricultural production.
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Table2

Main registered commodity exports, 1970, 1975, 1981, 1984, 1987, 1990

(mn US$, f.0.b. value)

1970 1975 1981 1984 1987 1990
Coffee:
- beans 467.0 672.0 1,423.26 1,764.50 1,650.65 1,414.72
- extracts N.A. N.A. 38.57 37.22 51.19 58.14
Fuels:
- crude oils 64.1 - - - 942.36 1,539.69
- fueloils 12.1 98.3 32.32 445.16 334.64 354.58
- coal - - 6.26 33.81 245,54 536.95
- briquettes - - 3.12 4.03 6.35 7.78
- gasoil - - - - 12.93 27.77
- other fuels - - - - 49.07 27.27
Gold N.A. N.A. 239.00 245.00 384.00 374.00
Bananas 18.1 31.6 122.43 197.92 210.33 317.98
Ferronickel - - - 62.36 75.90 146.31
Sugar:
- raw 14.0 95.1 76.88 37.07 15.83 126.59
- white - - - - 5.23 13.85
- confectionery N.A. N.A. 4.27 254 3.73 6.10
- citric acids - - 3.80 5.04 7.61 7.92
Precious stones 3.5 12.7 63.88 24.48 57.41 111.50
Flowers: 1.0 19.3 105.95
- carnations 60.76 64.16 71.08 50.56
- roses 13.45 23.33 38.07 38.68
- pompons 20.08 25.68 33.06 6.07
- chrysanthemums N.A. N.A. N.A.
- other fresh flowers 15.31 20.13 31.62 27.24
Fisheries: 4.7 11.6
- frozen fish 1.14 1.75 4.79 32.00
- frozen prawns 14.79 14.45 11.16 11.25
- other frozen crustaceans 2.93 24.40 43.38 68.03
Cotton 34.6 76.1
- raw 93.42 48.10 46.70 46.61
-yan 17.76 11.53 11.75 8.30
- cotton fabrics 29.47 27.13 42.01 32.55
Cement: 33 11.9
- Portland 28.92 9.45 19.20 25.58
- clinkers 1.34 8.38 11.63 14.41
Cocoa:
- beans - - 0.13 8.24 16.24 11.50
- butter - - 5.52 7.26 11.16 11.14
- chocolate - - N.A. 7.08 2.34 N.A.
Hides & Leather: 6.7 16.5
- hides & skins 0.63 1.18 9.01 10.01
- bovine leather 2.65 7.34 9.99 19.98
- leather handbags 9.80 4.18 10.94 16.65
- leather shoes 14.94 15.67 19.72 69.27
- other leather products 19.03 8.74 43.20 63.49
Rice - 22.9 9.34 - - 18.85
Bovine meat 21.8 56.8 25.71 10.07 21.64 13.01
Passion fruit juice - - - - 8.76 10.73
Tobacco 7.2 12.8 19.12 19.13 15.10 19.28
Platinum - - - 8.90 10.44 14.00
TOTAL NET EXPORTS 735.6 1.465.2 2.930.29 3,848.97 4,939.58 6.855.65

Source: INCOMEX data, based on Colombian National Administrative Statistics Department (DANE) Customs documents. Total exports adjusted fd
exports. N.A.: data not available.




15

Table3

Therole of different sectorsin GDP and exportsand their
export orientation, 1980 and 1989.

Sharein Sharein Exportsrelative to
Sector GDP exports gross production &/
1980 1989 1980 1989 | 1980 ] 1989 |

Agriculture 19.4 18.0 77.2 40.8 65 42
coffee 3.5 N.A. 59.8 214 69 b/ 86
Mining 2.3 6.4 7.2 39.9 51 115
crude ail 0.2 2.4 0.6 28.5 - 41
coal 0.1 0.7 0.1 7.9 5 80
gold 0.8 1.0 41 54 51 ¢/ 85
Manufacturing d/ 23.3 21.1 15.6 19.3 11 17

Sources: Ministry of Mines and Energy, Estadisticas minero-energeticas 1940-1990, Bogota, 1990; ECLAC,
Satistical Yearbook for Latin America and the Caribbean, Santiago de Chile, 1990; INCOMEX data.

a Estimates, based on gross values for agriculture, mining and manufacturing, and volume figures for the
separate commodities. The figureis higher than 100 per cent for mining in 1989 because of the high volume of
mining imports (gross domestic production = consumption + investments + exports - imports).

b/ Domestic consumption amounted to 11 per cent of production, the rest was added to stocks.

¢/ Until the mid-1980s, gold was not considered an export commodity, but as away to boost the Central Bank's
reserves. A major part of production was therefore retained within the country.

d/ Ferronickel production and exports are included in 'Manufacturing'.

24.  Atthesametimethat it diversifieditsexports, Colombiaa so diversified themarket for itscoffee
exports (seetable4). Nevertheless, itsdependency on only afew clientsfor all other main commodities
remains remarkably high.

C. Thebenefits of commodity diversification

25.  Commodity diversification has had benefitsfor Colombiaother than making the economy less
dependent on the vagaries of the coffee market. For one thing, commaodity export diversification has
created an important number of jobs and increased export earnings. After 25 yearsin operation, by the
late 1980s, the diversification programme of the coffee association (Federacafe) in the coffee producing
zones had resulted in the creation of 628,000 jobs and in additiona exportsworth US$ 306 million ayear.®
The flower sector, which appeared in the 1960s, had by 1991 generated 40,000 direct jobs (of which 70
per cent are held by women), and 25,000 indirect jobs.

5 "Ladiversificacion en la economia cafeteray el desarrollo nacional”, (Diversification of the coffee
economy and national development) Nueva Frontera, Special document, "25 afios diversificando las zonas
cafeteras’, (25 years diversifying the coffee areas) June 1988.
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Table4

Market diversification for main commodity exports

Percentage distribution "

Commaodity Country of destination
Coffee beans Western Germany 36.3 30.5 322 321
USA 18.9 239 20.2 18.3
Japan 45 5.2 6.7 7.3
Netherlands 8.8 6.1 5.7 55
Eastern Germany 1.4 - 23 4.6
Sweden 55 4.8 44 42
Ten main clients 88.6 86.5 82.2 82.8
Fifteen main clients 96.0 95.1 92.1 92.3
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Coffee extracts United Kingdom 21.9 10.1 4.1 233
Japan 16.4 39.8 18.0 22.3
USA 25.7 22.2 12.0 15.2
Western Germany 19.3 49 6.0 8.2
USSR - - - 7.1
France 1.8 3.5 14 3.6
Crude ail USA 74.1 80.6
Chile - - 6.6 55
Puerto Rico 6.2 4.7
Bituminous coal United Kingdom - 4.3 17.8
France - 115 14.7
Denmark - - 27.1 14.6
Netherlands - 5.8 134
USA 10.6 10.2 6.2
Puerto Rico 38.6 3.8 1.8
Precious stones Japan 57.3 924 90.7 79.9
USA 35.3 4.5 7.4 13.1
Raw sugar USA 81.5 82.0 88.3 89.7
Venezuela - 125 - 75
USSR 7.4 0.3 11.7 -

Source: INCOMEX data, based on Colombian National Administrative Statistics Department (DANE) Customs documents.
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26. Moreover, export-oriented commodity
diversification hashad important linkage effects. The
infrastructure created for diversification activitiescan
aso be used for other activities - the improvement of
airport facilities to facilitate flower exports, for
instance, has also helped exports of fruit. Backward
linkages are strong - to take again the case of the
flower industry, the demand for inputs hasresulted in
the establishment of companies for the supply of
plastics, cardboard, fertilizers and refrigeration
equipment, and in the creation of art and graphics
firms, and hasfurthermore stimul ated the devel opment
of transport companies and freight forwarders.
Diversification also haslearning effects, creating both
the managerid and marketing skills necessary to enter
into yet other activities (see Box 1).

27.  Commodity export diversification has not
occurred at the cost of selling the country's national
resources to foreign transnationals; most of
Colombia's industry and agriculture remains in
domestic hands. In primary production, the only
substantia foreigninvolvementisinthecrudeoil and
cod sectors, with alarge number of transnationals (the
largest being Shell, Occidental Oil and British
Petroleum) active in crude oil exploration and
exploitation, and Exxon, viaits subsidiary Intercor,
activein cod exploration and exports. However, in
most casesforeign interestsin these sectorsareinthe
form of joint ventureswith Colombian state companies,
Outside the fuels sector, foreign participationin the

BOX

THE LEARNING EFFECTS OF EXPORT
EXPERIENCE

The skills necessary for exporting have to be
learned. And there is no method as effective as
actually trying to export. Once an exporter has
learned, for a certain product, how to organize his
contacts with a foreign market, he is often able to use
this experience for the export of other, new products.

Several experiences in Colombia show how
exporters are able to build on their existing
production and export know-how to enter into new
fields.  Private banana exporters, organized in
companies such as BANACOL, PROBAN and
Turbana, have developed an extensive knowledge of
fruit markets, and have used this to develop impor-
tant exports of fresh fruits such as mangoes, melons
and strawberries; in the Magdalena region, the main
banana producing zone, these fruit now occupy 4,000
ha, compared to 12,000 ha for bananas. Flower
exporters as well are diversifying into fruit, using, like
banana exporters, their knowledge of export logistics
and of how to find importers to develop new markets
for products that they can grow under glass, such as
artichokes, strawberries and asparagus.

The coffee sector, which has aso tried to build
on its exports to develop new activities, has had more
problems. Not only is the fruit market completely
different from that of coffee but it suffers from alack
of infrastructure such as cold storage or means of
transport; banana and flower exporters could profit
from the facilities already created for traditional
exports. In severa cases, such as the promotion of
silk production and exports, exporters had to rely on

primary sector israre- the only two magjor cases seemto bein the flower sector, where an Argentinefirm
owns Floramerica, Colombiaslargest flower producer and exporter, and in the production of raw silk,
where Republic of Koreafirmsare heavily involved. Even the marketing of primary commoditiesistoa
large extent in Colombian hands (see section B.).

28. In commodity processing and the marketing of these processed products foreign involvement is

stronger. The production and marketing of ferronicke, instant coffee, and canned pinegpplesaredl partly
controlled by foreign companies (see chapter 1V, sections B and C).

D. Bottlenecksfor commodity export
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diversification

29. Colombias bottlenecks for commodity export diversfication sem partly from the limitsimposed
by its scarce financial resources and partly from economic policy decisonstaken inthe 1970s. Natural
resourceavailability isnot area bottleneck: the country'sminera and agricultural resourcebaseisvas, and
theclimateissufficiently varied enough from oneregion to another to allow awide gamut of productsto
be grown.®

30. However, scarce financial resources limit the extent to which production possibilities can be
identified and exploited. The government servicesresponsible for land evaluation, crop research and
minera prospecting have aways suffered from alack of means. In agriculture, landis poorly developed
outside the coffee zone, and even if aproduction possibility isidentified, afollow-up mechanisntoredize
itislacking. Inthe coffeezone, land evauationiswel developed, thanksto funding by the Diversfication
Fund (see chapter 111, section B.1). The Fund also finances pilot projectsin its zone of operation’;
elsawherein Colombia, only theformer government export promotion agency, Proexpo, which had very
limited means, was ableto finance pilot projects. Part of Proexpo’'s mandate wasto identify and elaborate
export possibilities even when domestic production was not well devel oped or nonexistent, and was
prepared to support such anew sector until it had grown up or was shown to be afailure. This potentia
for along-term commitment has been realized fairly successfully in a number of cases.

3L In the minerals sector, alack of fundsfor prospecting isamgor problem, given the size of the
country and the difficulty of theterrain. Nevertheless, the responsible agency, Ingeominas, has produced
a sizeable number of regional maps of mining potential (often as subcontracting agency for private
investors), and undertakes physica and hydrological prefeasibility studieswhen certain mineral resources
are deemed potentially attractive.

32.  Technologicd levelsin most sectors of the economy are still quitelow. Although importance of
technology for theinternational competitiveness of acountry hasincreased, and an active government policy
to stimulate research and development and to facilitate access to foreign technologies is necessary,
resources to pursue such a policy are scarce.

33.  Colombias capital market isunderdeveloped. Financefor both investment and working capita
can bedifficult to obtain and expensive. For many projects, the domestic financia market issmply too
small, and accessto foreign capital isnecessary. For working capital credits, theinflow of capital from
abroad hindersaccessto credit for domestic entrepreneurs, asthe government triesto limit the growth of
the domestic money supply by credit rationing (which hits hardest companiesthat cannot give guarantees-

6 See, for minerals, H.R. Ensminger, "The minera industry of Colombia', US Bureau of Mines,
Minerals Yearbook, 1987.

! See, for instance, "Colombia se alista para entrar al mapamundi de lafruticultura’, (Colombia gets
ready to join the world's fruit growers), Nueva Frontera, January 1990.
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mainly smaller enterprises in new sectors) and by keeping interest rates high.

34.  Addedto thisisthe genera problem of setting up new export activities; this requiresinitial
investmentsin several activities, al of which are very expensive. "Piggy-backing” on activities aready
undertaken by othersisdifficult when oneisthefirg to enter acertain market, and for private entrepreneurs
the costs of market identification, developing or adapting technology, and training personnel can be

prohibitive.

35.  Theproblemsfor the export sector have
been compounded by the inward-looking
economic policy that was adopted in the early
1970s. One result of this is that Colombias
infrastructure and location of industry are till very
internally oriented. Most industries are located
near the main towns, inland and far from segports.
Road, railway and waterway infrastructure
connecting the main townswith the portsis poor,
and over the last two decades existing facilities
weredlowed to deteriorate. The regulationsthat
were introduced to control air and rail traffic and
the operation of the ports reflected thisinward-
looking orientation, and were thus not very
supportive of the competitiveness of export
transactions. There were some exceptions, e.g.
theinfrastructurefor theflower industry (see Box
1), but the role of the Government in these has
been minimal.

36.  Another result of theinward-looking policy
of the past isthat Colombian entrepreneurshave

BOX 1

THE GENESISOF THE TRANSPORT
INFRASTRUCTURE NECESSARY
FOR FLOWER EXPORTS

When flowers exports from Colombia started,
exporters could only use passenger airplanes. But as the
sector expanded, capacity problems quickly appeared.
Flower exporters were, however, aready well organized,
and were able, through their association, to begin
chartering aircraft. This resulted in a large reduction in
transport costs, which made flower exports even more at-
tractive. The supply of flowers thus increased, it became
an interesting market for airline companies and some
started to offer charter services. Competition among these
companies for the lucrative flower market was strong, and
they soon began to make efforts to attract flower
exporters by better services; as, for instance, when, one by
one, they built their own cold storage rooms at the
airports.  Transport infrastructure for flower exports is
now very good, without any major investments by the
government, and without the producers having been forced
to pay for the whole infrastructure themselves. However,
without the cooperation of the exporters in the initial
phase the whole process of infrastructure improvements
would never have taken place.

not yet had the opportunity to build up the skillsand the organi zational structure necessary for exporting.
For example, exports of many non-traditional productsare still small, and Colombian entrepreneursare
not yet ableto offer quantitiesthat areinteresting for international buyers (a problem which limitsthe
development of an independent textile sector in particular).? Colombian entrepreneurs often lack the
necessary international contacts;® havelittle knowledge of how to organizethelogisticsof exports; do not
yet havetherequisite bargaining power and skillsto penetrate new marketseffectively (countrieslike Japan

8 The Colombian Chamber of Commerce created an international trade company in 1991 to enable
small companies to combine their export suppliesin order to attain larger export volumes.

o For example, palm oil producers, until recently, did not know how to set about finding clients
abroad. They set up ajoint marketing company in 1991 to overcome this problem.
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require negotiation techniques that are quite different from those commonly used in the United States and
Europe- Colombiastraditional main markets); and so far do not know how to convinceforeign partners
totransfer technology and skills, including marketing know-how. Support structures, such asspecidized
export houses or experienced export consultants, are rare, and this forces most companiesto rely on
themselvesinstead of being able to delegate export devel opment to more experienced enterprises.

37. Many of these problems are being overcome. With the improvement of Colombia's political
climate, and the perception abroad of this climate (which often hampered Colombia's exports in that
Colombian exporters were seen astoo vulnerable to terrorist attacks, which were apt to disturb the flow
of goods and thus hinder the just-in-time production process of theimporter), aswell asthe possibilities
created by technological advances,™® Colombia's export potential should increase.

E. Illicit drugsand export diversification

38. It hasbeen often argued that for more than adecade, illicit drugs have been one of Colombia's
major foreign exchange earners. Initialy the drugs sector was based on cocaine, but lately it has started
to diversify into the more capital-intensive production of heroine.

39. Most of theraw materia sfor these drugs - cocaand papaver plants- are not grown in Colombia,
but in neighbouring countries, most of the primary processing of cocaleaves, to produce coca paste which
ismuch lessbulky and therefore easier to transport, also takes place in those countries.™ Virtually all
production is by small-scalefarmers, each cultivating on average about two hectares; in Colombia, farm
employment for some 61,000 peopleiscrested inthisway. The cocaplantisanided crop for these smal
farmers: the first harvest can take place six months after planting; four to six consecutive harvest are
possible; and much family labour isrequired. The processing of cocaleavesor paste, or in some cases
only the logistics of commercialization, are arranged in Colombia.*?

0 A technological innovation that may have alarge impact on Colombian flower and fruit exports to

Europe is the recent introduction of so-called Freshtainers, containers which provide total control of
temperature and humidity. Whereas before exports of this kind to Europe had to be sent by plane, these
containers have made it possible to export by sea, at alower cost, thus freeing scarce airfreight capacity (see
"Colombian flower power booms', Financial Times, 19 September 1991).

1 In 1992, in Colombia, coca was cultivated on around 25,000 hectares, compared to 200,000 hain
Peru, and 50,000 hain Bolivia; another 15,000 ha was used for the cultivation of papaver, which is hardly
grown in Peru and Bolivia. See F. Hurtado Pascual, 1992.

2|t is reported that the domestic value added of cocaine only accounts for a minor part of its final
sales price. The Colombian f.0.b. price for cocaine is normally within a price range of US$ 1,500 to US$
2,000 per kg (of which farmers receive around 40 per cent), compared to the United States c.i.f. price of
$14,000 to $18,000, and a retail value of $60,000 to $120,000. For a description of coca processing and
value added in the industry, see F.E. Thoumi, 1992.
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40. It appearsthat this hasresulted in mgor foreign exchangeinflowsinto the Colombian economy.
It has been suggested that apart of drug earnings hasbeeninvested inland and property construction and
part has been invested abroad. In 1987, an estimated 250,000 people, or 3 per cent of the workforce,
wereemployed in drug-trade rel ated activities; ™ up to 1.7 per cent of Colombia'sdomestic product could
be directly based on the drug trade.** A recent report by the Universidad Naciona de Colombiaclaims
that the drug trade alows Colombiato import and invest more than other Latin American countries,™
athough most of Colombiasexportsof non-traditiond productswereinitiated before drug exportsbecame
important.

41.  Atthesametime, Colombiasregular exportswereaffected. Theviolenceengendered by thebattle
for drug money hasled to the deeth of anumber of competent businessmen and paliticians, and has created
problems of image for the country in the eyes of someimporters and potentia foreign investors. Colombian
exports are often exposed to more scrutiny, and therefore more delayed, than exports of other countries.
Drug-rel ated violence has caused the Government to devote asubstantial level of resourcesto military
purposes. The production and processing of drugs has resulted in deforestation and the pollution of many
rivers, causing major environmental problems in some regions.*®

42.  Adtivitiesto promote crop substitution in cocaand papaver growing zones face serious problems.
Firgly, they arecostly and difficult, because most of these zonesarefairly inaccessibleand often affected
by guerrillaactivity. If thefarmers who produce drugs are driven out of these zones, they can easily move
crop production to other mountainous regionsthat are difficult of access- alarge part of Colombias|and
surfacefdlsinthiscategory.'” Therefore, force needsto be combined with more positiveinterventions (see
Box I11). Drug production will bedifficult to stop aslong asits economic rationale remains, that isaslong
aspricesfor illicit drugsin the devel oped countries maintain their present high level. Perhapseven more
importantly, asismentioned above, amgor part of Colombiasillicit drug activitiesinvolve processing and

13 "Colombia: resilient, but for how much longer", Latin American Economy & Business, January 1993.
This should be compared to 600-700,000 jobs generated in Bolivia (with 6.5 million inhabitants), and 900,000
jobs in Peru (with 21 million inhabitants). According to Colombias director of agrarian reform, drug
syndicates have bought one third of the country's best agricultural land (Tom Quinn, "Colombia - still under
siege”, Time, 1 March 1993.

14 According to the country's President, Cesar Gaviria (Time, 1 March 1993).
*  Thisstudy was reported in Time, 1 March 1993.
% Thoumi, op. cit..

" Colombia has some 7.5 million hectares of land situated at a height of between 2,000 and 3,000
metres, the ideal level for coca and papaver production; most of thisland is difficult of access, and at present
less than half a per cent isused for illicit drug cultivation. Coca processing as well can easily be moved from
one region to another, asit isarelatively cheap, technically simple operation (see Thoumi op. cit.).
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marketing foreign-grownraw materials.®®* Consequently, evenif crop substitution activitiesin Colombia
would reduce the amount of coca and papaver grown locally, additiona efforts would be needed to put

an end to marketing and distribution.

8 The amount of money earned by Colombian drug gangs is estimated to have been US$ 4 to 4.7
billion ayear in the beginning of the 1990s (L atin American Economy & Business, January 1993; Thoumi,
op. cit.). A large part of the money is not repatriated to Colombia, but invested abroad. These drug earnings
can be compared to the f.0.b. value of the exports of cocaine produced from Colombian-grown coca leaves,
which is only about US$ 240 million (assuming an f.o.b. price of US$ 2,000/tonne).
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BOX I

HOW TO PROMOTE CROP SUBSTITUTION IN THE ANDEAN REGION

As is well-known, the fight against drugs should be fought at different levels - primary production,
processing, marketing, and final consumption. A research project recently undertaken by the International
Trade Centre UNCTAD/GATT, for the United Nations Drug Control Programme, throws some light on how
farmers could be stimulated to substitute coca leaves by other crops.

The project set out to identify potential agricultural crops, for both the domestic and the export market,
which could replace coca leaf production in Bolivia, Colombia, Ecuador and Peru. It did this by taking into
account the circumstances under which those producing coca leaves live, the prices they receive for coca,
and the prices that they could receive for other possible crops with due regard to international market
conditions and transport costs.

The project found that, in the current situation of very low international prices for most commodities,
no single crop could effectively compete with coca. Coffee, the main crop grown in the same mountainous
regions as coca, even engenders losses when labour time is fully taken into account. An intensification of
production does not change this: for the major substitute crops, it would only increase real losses, while,
for coca, intensification is a profit-making proposition.

Rather, the project proposes to build on the magjor disadvantage of coca production, namely its high
labour intensity. It found that awell planned production mix would allow farming familiesto optimize the use
of their labour time and thus increase their total income; this would provide sufficient incentive to stop
producing coca. Such a production mix should include crops for self-consumption, for the domestic market
and for export.

Cocais mainly cultivated in isolated regions, by farmerswith little experience in producing for an exigent
market. Therefore, amgjor effort is needed to make alternative crops marketable, by putting into place agood
physical infrastructure and by setting up a proper organizationa framework for farm exports. In Peru, for
instance, it was found that small farmers, once organized and brought into contact with export companies,
could readily access the export market.

The investments required to provide the necessary preconditions for successful crop substitution are
high for the countries in question, but low compared to the costs of cocaine use to the economies where
consumption iswidespread. Thisislinked to the fact that farmers get only aminor part, 1-5 per cent, of the
final price that consumers pay for their cocaine. The ITC UNCTAD/GATT project estimates that total costs
to restrict coca production strictly in the four countries it covers would be US$ 10 billion, spread out over
10 years; such an investment would create |egitimate exports of US$ 250 million ayear.

Sources: F. Hurtado Pascual, International Trade Centre UNCTAD/GATT, 1992 and 1993.
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Chapter 11

ECONOMIC POLICY ENVIRONMENT
A. Introduction: economic orientations during the 1980s

43. During the 1970s, the economic model followed by Colombian policy makerswasgrowth through
import substitution, with heavy protection for domestic industries and little attention paid to exports. On
the early 1980s, problemsbuilt up. The balance of payments became more and more negative, exhausting
international reserves. The Government reacted by imposing quantitative restrictions on imports.
Expans onary government policies had resulted in alargefisca deficit, which, after 1982, wasfinanced for
themogt part by printing money. Thisresulted in afast growth of inflation and aggravated the overva uation
of the peso. The competitiveness of Colombian exports on the international market was considerably
eroded. Economic growth fell to a historic low and savings and investment declined.

44, In 1984, Colombiaimplemented amajor economic adjustment programme, for whichit received
substantial international support (in 1985, externa credits provided 90 per cent of the financing needs of
the public sector). The main elementsin the programme were the reduction of the fiscal deficit, the
devaluation of the peso and a reduction inimport controls. Economic performance indeed started to
improve during the second half of the 1980s.*

45.  The 1985-1986 trade reform programme did not essentially ater the inward orientation of
production incentives, rather, it terminated the protectionist policies of the early 1980s. Import liberdization
mainly concerned non-competing inputs for locally manufactured goods. Only after 1986 did the
Government really open up the economy. Since then, a series of measures have been taken in rapid
succession with fast liberalization beginning in late 1990, and in 1991 a new economic programme was
adopted, called the 'Apertura ("opening” of the Colombian economy to world market competition).
Among other things, import taxesarebeing rapidly reduced, import licences abolished and export subsidies
eliminated, foreign investment is being made easier, and red tape has been reduced.

46.  The'Apertura does not imply that the Government has ceased to support the private sector.

However, the modalities are clearly different at present:

@ Support will basically beat thefirst stage, instead of theend, of theproduction chain; it will chiefly
concern manpower development (mainly at avery specidized leve for which foreign support will
be indispensable), and technology (improving the links between existing research institutes and
private enterprises, and stimulating R and D activities of these enterprises themselves).

¥ See Jose Antonio Ocampo and Eduardo L ora, Sabilization and adjustment policies and programmes,
country study: Colombia (WIDER, Helsinki, 1987).
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(b) Government support for aparticular enterprise/sector will betemporary (1 to 4 years), not for an
indeterminate length. The Government will providelong-term capital only as minority participation
in aproject and for aclearly limited period.

(© Government support will be automatic, following genera rules, and no longer discretionary onthe
basis of case-to-case decisions by government officials.

(d) Actua government interventioninthe production stagewill consist mainly of promoting certain
actionsby enterprises, not of directly intervening to ensurethat enterprises undertakethese actions.
For instance, the Government will stimulate the private sector to adhere to international quality
norms and will try to makeit clear to private enterprises that developed country markets have a
preference for environmentally "clean™ products.

47.  Government policy isaso formulated in such away that distortionsfrom the past are addressed:
specid incentives are created to promote arelocation of industries towards the segports and to raise the
technological level of small and medium-scale industries.

B. Infrastructureand transport policies

48. For much of the 1980s, infrastructure and transport policiestended to be dirigiste, but in 1990 they
started changing along the same lines as macroeconomic policy, i.e. instead of direct government
intervention the Government merdly ensuresthat the necessary conditions exit for the development of the
private sector.

49.  These changes can be seen in both port and railway policy. The State railway company,
Ferrocarril, has been broken up, with the Government remaining responsible for the maintenance of the
railway lines, but the private sector assuming respongbility for the operation of therolling stock. Similarly,
the Government is privatizing the ports: for every port two companies are formed, with the Government
maintaining control over the physical harbour facilitiesand the private sector responsiblefor loading and
unloading operations.

50.  Transport regulationsareaso being adapted. New port regulationsmakeit possblefor companies
that own their own loading facilities also to handlethird parties |oading, which will help exportersto cope
with the often completely congested government-controlled loading facilities® Labour regulations, which
now add considerably to loading and unloading costs, are dso being changed. The obligation on exporters
from and importersto Colombiato use Colombian vessalsfor at least haf of the quantity transported has
been abolished; shipsfrom countriesthat alow Colombiato compete are now freeto competefor transport

2 In the past, several companies, confronted with problems in government-controlled ports, invested

in their own port infrastructure: Carbocol and Ecopetrol have their own ports, and a large number of other
companies (such as Carbones de Caribes, the main private coal exporter, and enterprises exporting cement,
petroleum, banana, sugar, sted products and petrochemical products) have their own loading facilities. Until
recently, when these companies rented their loading facilities to others, they had to pay to the port authorities
the equivalent of what the loading would have cost at the government-controlled loading facilities.
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to and from Colombia. Inroad trangport, some further regulatory changes may be necessary; for example,
the potentia of the Venezuelan market can still not befully exploited because of regulationsthat require
local means of trangport to be used in both Colombiaand Venezuela, that is, goods have to be loaded from
one truck into another after passing the frontier.

51. Inair transport aswell thereareimportant changes. Air transport used to be monopolized by some
large Colombian companies, but in 1991 an "open sky" agreement wasSgned with Venezuela. Thishelps
Colombian fruit and flower exporters considerably, as Venezuela has too heavy an import load and not
enough volume for exports, the opposite problemto that of Colombia. To give an example: demand for
air transport to the EC is about 1,000 tonnes a week, mainly flowers and fruit and some textiles.
Availability is only 500-600 tonnes. With the additional offer of airfreight space from Venezuela,
Colombian exporterswill beableto takefull advantage of thetariff concessions offered to their flower and
fruit sectors by the EC.

C. Investment policy

52. In linewith decisions taken in the Andean Group, Colombia has gradually liberalized its policy
towardsprivateinvestment since 1987. While, before 1987, foreign companieswere required to become
nationa or mixed enterprises, since that year most sectors of the economy (except those linked to nationd
security) have been fully opened to foreign interests. The provisons of the new investment legidation alow,
among other things, for 100 per cent foreign ownership, equal treatment for foreign and Colombian
investors, and a profit remittance of up to 25 per cent (higher in the mining sector). This new attitude
towardsforeign investment isal so reflected in the Government'sinvestment promotion activities. For
instance, inthe case of identified mining possibilities, the Ministry of Minesoffersthe project tothe private
sector, both domestic and foreign. When Colombian enterprisesareinterested, they aredlowed totry to
identify foreign joint venture partners in order to gain access to capital or expertise.

53.  Asareault, foreigninvestment inflowspeaked in 1988 and 1989, with mgor new investmentsin
thecoa mining sector inparticular. Thefud sector and the manufacturing sector also profited considerably
fromthisnew investment policy. Investment in agriculture, on the other hand, isvery limited, lessthan one
per cent of total foreign investment.

54.  Further liberaization followed. Upto 1991, contract negotiationswith foreigninvestorswere
discretionary, and there were no generd ruleson the concessions (theleve of allowable profit repatriation,
etc.) that could be offered. Such general rules have now been drawn up as part of the Apertura, and
becamelaw in 1991. Thenew regulations are based on equad treatment of foreign and nationd enterprises,
and aso equd treatment across economic sectors, with the exceptions of coa and nickel mining and of fuel
exploration, for which conditions are somewhat more favourable.”

2 See"Régimen legal delainversién extranjera en Colombia (Legal regime for foreign intestment in
Colombia)", Colombia Exporta, June 1991.
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D. Exchangerate policy

55. Since 1984, the nomind exchange rate of the Colombian peso is adjusted daily by the authorities,
under asystem linked to abasket of foreign currencies. Before this system was adopted, the adjustment
of the peso was more haphazard. During the 1970s and part of the 1980s the Colombian peso was
overvalued by 30 to 40 per cent, which made exportsrather unattractive. Thiswastheresult of ahigh
domestic inflation rate, but the difference between domestic and world market inflation was not
compensated by alower exchange rate for the peso.

56. By late 1984, however, the pace of the daily mini-devaluations started to accelerate at arate
grester thanthedomesticand foreigninflation differentia, making exportsmuch moreattractive. Fromlate
1984 to late 1986, the real exchange rate was devalued by 39 per cent. Sincethen, policy hasbeen to
maintain the real exchangerate at the level attained in late 1986 (as graph 3 shows, exports of non-
traditional commodities began to grow from 1986 onwards). Thisisonly one of the palicy gods, though:
other goalsinclude maintaining Colombias|eve of foreign exchange reserves and keeping Colombia's
overd| baanceof paymentsstable. Thelatter goa resulted in a4 per cent appreciation in 1990, which was
reversed againin 1991 after pressurefrom exporters. Overdl, thegod of retaining export competitiveness
seemsto play amajor role in exchange rate policy.

E. Monetary policy

57. Sincelate 1986, monetary policy hasbeen used mainly to control the baance of payments, or more
gpecificaly, toretain purchasing power parity with Colombiasmain export clients. Thishasbecomemore
of aproblem since 1991. Inthepast, exporterswere obliged to remit the receipts of their exportswithin
acetantimelimit. Since 1991, however, exporters may keep accountsin foreign currencies, and convert
these to pesos when they want. Thisimplies that the Central Bank has less control on the timing of
currency conversons and thus has more problemsto keep domesticinflationin check. Additionaly, direct
measures to control the balance of payments such as export subsidies or import taxes are being abolished.
Credit policy isone of thedirect policies|eft: in timesof high foreign exchangeinflows (the present Stuation
inthe Colombian economy), the Central Bank can give, for instance, cheap creditsto enterprisesthat want
toimport capital goods, thus upgrading thetechnological level of the company, and reducing theamount
of domestic currency intheeconomy. The other mainingtrument of monetary policy isintervention onthe
foreign exchange markets: massive purchases or sales are made to reach the desired exchange rate.

58.  Thisuse of monetary policy to control the balance of payments can prejudice exports. As
mentioned, the main issue in Colombia's balance-of-payments account is the large inflow of foreign
exchange, which puts pressure on the peso. However, areva uation would make exportsless competitive.
To absorb the extramoney supply, the Central Bank needsto follow adeflationary policy, which means
that short-term credits can at timesbe very difficult to obtain, and companiesget into liquidity problems.
Exportersnormally only recelvetherece ptsof their sdlesafter afairly long time; nevertheless, they need
money to bridge the waiting period so thisblock on short-term finance has hit them hard. 1n 1991, the
decision wastaken that exporterswould only be ableto obtain short-term loansby sdlling their "long-term”
titlesto the Central Bank at aconsiderablediscount. Thisamountsto animplicit devauation for companies
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withalow level of liquidity, inall likelihood smaller companies activein the export of non-traditional
commodities.

F. Policiesfor improving market access

59.  Colombia, like the great majority of developing countries, is confronted with market access
problemsfor most of itsexport products, including primary commodities. Import barriersare dtill inforce
inthelargest industria countriesfor coffee, tobacco and bananas. For flowers, Colombian exportersare
regularly confronted with anti-dumping duties in their main market, the United States of America.
Phytosanitary restrictionslimit the export potential of products such as pinegpples. In addition, for severd
of its export products (such as meat and sugar) Colombia s affected by the subsidies given in major
industria country exporters. Non-traditiona exportssuch astextiles, clothing, footwear and legther articles
are subject to high tariff and non-tariff barriers? Nevertheless, exporters do not consider theseto bethe
main barrier to an expansion of exports (domestic factors are thought to be more important), and in recent
years market access hasimproved in severa respects.

60. Sincethelate 1960s, Colombiahashad preferentia agreementswith anumber of other countries
inLatin America. Despitethis, until the mid-1980s, Colombias trade with these countries did not expand
faster than its total merchandise trade. However, the process of regional economic integration has
accelerated considerably in the past few years and islikely to provide new opportunities. Within the
framework of the Latin American Integration Association, Colombia has signed several bilateral
cooperation agreements and others are being negotiated. These bilatera agreementsinclude preference
marginsfor tariffsaswell astota dimination of leviesfor some products. 1n the Andean Pact (with Bolivig,
Ecuador, Peru and Venezuela), which has been in force since 1969, good progress was made towards
liberdizationin 1989. Negotiationsin the Andean Pact resultedin 1990in the decisonto set up acustoms
union among the largest members by 1993, and acomplete customs union by 1995.%2 In the Group of
Three, with Mexico and V enezuda, Colombiahas drawn up liberdization schemes embodying largetariff
reductions for along lists of products.** In February 1993, afree trade agreement was signed with
Venezuela and a number of Central American states.

61.  Theimpact of such regiond integration efforts can be consderable, asis shown by the experience
of Colombian sugar exports. Colombiaistraditionally araw sugar exporter to theworld market. When
tariff barrierswithin the Andean Pact were reduced and then abolished, alarge market for white sugar was
opened up. Exportsof white sugar dmost tripled from 1989/90 to 1990/91, and then tripled again the year
after, whileraw sugar exports to the world market virtually disappeared. Asthe main market access

2 GATT, op.cit., pp. 41 and 183-184.

Z  Ministry of Economic Development, Reglas de juego para la Apertura (Rules of the game for the
Opening), Bogota, 1991, p. 23.

% The Group of Threeis set to become the Group of Four with the inclusion of Ecuador. It isintended
to liberalize most trade between these four countries by 1994.
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obstaclesthat remain in force concern agriculturd products (except sugar, wherethereislittle competition
between the countries), regional integration schemes should especialy benefit the manufacturing sector
(including commodity processing), and to some extent the fuels sector.

62. Market accessisimproving at an international level aswell. For instance, in 1990, the EEC
decided to givetariff concessionsto Colombian exportsfor four years as part of aprogrammeto combat
theexport of illegd drugs. The United States of Americahasasmilar programme: in November 1989 the
Government announced the Andean I nitiative, which cons sted of anumber of unilateral concessionsfor
aperiod of 10 yearsto support the economies of Colombia, Peru and Bolivia. 1t would cover lessthan
haf of Colombias exports, while most Colombian exports are still threstened by the probableloss of thelr
Generalized System of Preferencesstatusin 1993. Of interest for thelonger termisthe Enterprisefor the
AmericasInitiative, launched by the United Statesof Americain 1990, withtheaim of cresting afreetrade
zonein the mediumterm. The process envisaged isone of aseriesof bilateral negotiations between the
United States of Americaand firstly Mexico, then Chile; Colombiaisnot apriority in thisrespect for the
United States Government.

G. Theimplications of the Colombian economic policy environment
for commodity export diversification

63. During the 1970sand thefirst half of the 1980s, the Colombian economic policy environment
tended to discourage commodity export diversification, owing to the high rate of inflation, the overvalued
exchange rate, regulationsthat hindered efficient exports, and the lack of appropriate policiesinthe area
of infrastructure and transport. On the other hand, import substitution was encouraged. The export
diversification that took place was mainly possible because specific sectors were shielded by the
Government from thisgenerally discouraging macro-environment, aswill be discussed particularly in
chapter 111. However, asthetablesin chapter | indicate, the success of export diversification during this
period was rather limited.

64.  Sincethepolicy changesof 1984-1986, Colombias economic policy environment has been rather
favourablefor exports, and commodity export diversfication hastaken place at amuch faster pace. The
continuing dialogue between the Government and the well-organized private sector ensures that the
macroeconomic decisionstaken are, asfar aspossible, in keegping with the interests of the export sector.
Colombia's Association of Exportersand its Chamber of Commerce are consulted on all mgjor economic
policy decisions, and, at the sectoral level, the associations of sugar, cocoaand coffee exportershavea
considerableinfluence, extending sofar that the Government appointstheleadersof theseassociationsas
its representatives in international commodity negotiations.

65. Naturdly, exportershave some problemswith particular aspects of genera economic policy. To
the extent that policy changesresult inimproved opportunitiesin the short run, the private sector isnot well
prepared to profit from these; for 30 years, the Colombian market was protected, and now has difficulty
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in adapting.”® Their short-term problemsare therefore likely to weigh more heavily. Exportersobjectin
particular to the credit squeeze and difficulties experienced in exchanging dollarsinto pesos, which area
result of monetary policy (hecessarily so because of theinflow of foreign exchange- largdly related to drug
exports), and the sometimes rapid abolition of subsidies. These dements of economic policy arelikdy to
have negative consequences, especidly for smaler companies which are less able to adapt to changing
conditions than larger ones, partly because they lack financial reserves of their own.

66.  Atthesectora level, exportsof non-traditional products seem to have benefited most from the
policy changes of themid-1980s. Inthe past, only afew large sectors managed to overcomethe barriers
imposed by macroeconomic policy. Infrasiructurewaswell developed only for thecoffee, fuel and banana
sectors, and for the two largest coal export companies. However, recent changesin infrastructure and
trangport policies have facilitated exports of, among other things sugar, flowers, fruit, clothing and leather
goods.® Improvementsinregional market accessare of particular interest for exporters of manufactures,
coa and some food products such as sugar.”” Steps taken to improve access to the markets of the EC
and United States, on the other hand, have mainly benefited the flower and fruit exporters, and the
exporters of products such as clothing and leather. The liberalization of investment policies has been of
most benefit to thefud, mining and manufacturing sectors. 1t has ensured that Colombiawill remainalarge
fuel exporter until well into the next century, and that coal exports will continue to expand. Foreign
investment inthemanuf acturing sector should aso hel p Colombiato reach thetechnologica levelsrequired
to participate in international trade in these goods.

% One expression of this is that Colombian entrepreneurs make less than full use of the tariff

concessions given by the EC and United States as well as those arising from regional economic free trade
programmes.

% Animprovement of the railway infrastructure benefits the export of bulk goods, specifically, sugar,
coal, cement, coffee and paper. Better functioning of the ports also mainly stimulates the export of bulk
goods, although when containers become easier to use through the improvement of port operations, other
export commodities will also profit. The "open-sky" arrangement is mainly of importance for exporters of
high value products like fruits, vegetables, clothing and leather goods.

Z For example, the association of sugar exporters signed a contract with Venezuelan refinersin 1991,
whereby Colombia supplies the raw sugar, and both countries (in a fifty-fifty joint venture) sell this and
refined sugar in the frontier area; similar deals are being negotiated with Peruvian and Mexican refiners.
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Chapter 111

GOVERNMENT POLICIESFOR HORIZONTAL DIVERSIFICATION,
AND HORIZONTAL DIVERSIFICATION EXPERIENCE

A. Policy formulation

67. Diversification, asalong-term objective, has been part of the economic programmes of all the
Governmentsin power sincethe 1940s. The goa has aways been very general - to move away from
overdependence on coffee, and the question of which specific sectors should be supported has been | eft
moreto tactica decisonsthan to strategic guiddines. Specific policies have been formulated to support
divergfication - these have been more or less effective, depending not only on the policies themselves but
a so on the macroeconomic environment in which they were being applied. The specific policiesfor
horizontal commodity diversification, and the concomitant development of non-traditional commodity
sectors, will bediscussedinthischapter. Vertical diversification, and policiesspecifictothis, are discussed
in chapter V.

B. Poalicy experience

68.  Thediversfication-specific policy measures discussed in this section include the earmarking of
finance; the creation of specific support structures; the adaptation of genera regulation and pricing policy
to stimulate diversification; the provision of financia incentives; and the provision of credit on favourable
terms.

1 Theearmarking of fundsfor diverdfication: the Diverdfication Fund of the coffee sector

69. Colombiahas consderable experience in the use of eearmarked diversification funds. Themain
primary commodity industriesaretaxed, directly or indirectly, to financediversification. Thisisthecase
for the coffee sector, the fuel sector, and the coal sector.

70.  Tosupport theagro-industria and manufacturing sectors, including companies envisaging export-
oriented commodity processing, there are two specia funding agencies. The largest isthe Industrial
Promotion Institute (Instituto de Fomento Industria, IFI). Intheareaof primary commodities, IFl has
invested in coa exploration, gold mining, and fisheries (shrimp and fish).? The second organizationisthe
Export Development Fund (Fondo de Promoaci én de Exportaciones), which hasinvested in cod (it hasa
38 per cent share in Carbocol, Colombias largest coal exporter), and the international bananatrade

28

Reglas de Juego para la Apertura, op. cit., annexes 1A, 1B.
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(through its participation in Comunbana).?®

71.  The Colombian coffeesector was organized at an early stage: its association, Federacafe, was
crested in 1927. It was soon confronted with the need to make arrangements to avoid an oversupply of
coffee: during the early 1940s, it was cut off from the European market and it was necessary to ingtall an
export quota. A National Coffee Fund was created to finance thispolicy. Diversfication out of coffee
became an explicit god in 1943, when Federacafe decided it was necessary to promote exports other than
coffee. 1n 1960, Federacafe'sfirst five-year Diversification Programme was drawn up. To finance this
programme, the Fund for Development and Diversification was crested in 1963. It was financed by taxes
on coffeeexports, other contributionsfrom coffee producers, direct support from the Government, and
large loans from the World Bank and other donors.

72.  Thegodsof this programme wereto identify viable aternativesto coffee, to determine waysto
reduce therisks of farmers entirely dependent on coffee, and to find crops that would make use of the
availablelabour supply outsdethe pesk times of the coffee season. Thesesamegodsremainedinthelater
programmes, a present, the sxth- fiveyear Diversification Programme, 1991-1995, isunder way. Inthese
Programmes, the economic possibilities of different coffee zones were identified as afunction of soil
characterigtics, climate, distance from urban markets and ports, and human resource availabilities. The
promotion of new products then took place through research and devel opment, extension work, specid
credit programmes,® subsidized input supply, and the creation of priceinformation networksfor fruit,
vegetablesand roots and tubers (including price forecastsfor the seasonto come, to dlow farmersto make
better investment decisions), and, after theinitia phase, the creation of commercialization networksaswell.
Large investments were also made in the improvement of infrastructure.

73. Products such assugar, cocoa, ceredls, livestock, poultry, fish, wood, rubber, honey, bananas,
other fruit vegetables and ornamental plants have been promoted. Through the Diversification Fund the
development of over 15,000 haof high-yielding cocoa plantations has been financed - 15 per cent of the
total surface under cocoa in Colombia. Morethan a100 agro-industrial enterprisesreceived financial
support (up to three quarters of total investments). These included companies that process fruit,
vegetables, milk, leather, sugar, wood and silk. Inthe case of the sugar sector, for instance, support from
the Divergfication Fundincluded soil studies, ground leveling, technica assstanceto sugar canegrowers,
co-financing of severa sugar factories (among others, Colombiasfourth largest sugar factory), and the co-
financing of severd factoriesfor the production of confectionery. The promoation activitiesin the fruit sector
aredescribed inBox IV. A large number of cooperativeswere set up, aswell asan export company. As
can be seenfrom Box V, the Diversification Fund was a so used to finance part of the costs of market

2 |bid, annex 2.

% Credit conditions are very favourable compared to those in many other countries. For instance, for
farmers wishing to enter into a new activity, up to 90 per cent of total costs (including working capital) can
be financed at a strongly subsidized rate, and with arelatively long pay-back period (seven years, after atwo-
year grace period). See"El crédito para diversificacion” (Credit for diversification), Nueva Frontera, January
1990.



BOX IV

THE PROMOTION OF FRUIT
EXPORTSBY THE ASSOCIATION OF
COFFEE EXPORTERS

In the fifth Diversification Programme,
1984-1989, fruits was identified as a major
area for future export-oriented growth. After
intensive market studies, a number of kinds of
fruit, both those known on western markets
(such as oranges, pineapples and mangoes) and
those hardly known (such as pitaya and
passionfruit) were chosen for active
promotion.

Over one quarter of the total resources of
the Diversification Fund for this period was
used to finance the development of some
15,000 ha of new fruit production. An effort
was made to place Colombia firmly on the
market, with exports through Comercafé (In-
ternationa Marketing Company for the
Export of Coffee Products), a company cre-
ated by Federacafé.

In the late 1980s, several projects for the
processing of fruit were also partly financed by
the Diversification Fund: a company to
produce passionfruit juice, a hitherto unknown
export for Colombia, with exports now valuing
over US$ 10 million a year; and a company to

BOXV

WHO PAYSTHE BILL FOR PENETRATING
A NEW MARKET ?

The difficulties faced in penetrating a new market are often
underestimated. Having small exports is often not a problem; but
once one acquires a larger market share, competitors, including
competing producers in the importing country, start to react. A
typical reaction of United States producers on competition with
foreign suppliers is recourse to the law: anti-dumping and
compensatory rights suits to ensure that the foreign supplier gets hit
with an additional tax and thus becomes less competitive.

These kinds of lawsuits have been a maor problem for
Colombian flower exporters who depend strongly on the United
States market. Without government support they would in all
likelihood not have been able to overcome the legal pressure from
United States producers.

To counteract protectionist tendencies, the Colombian
association of flower exporters, Asocolflores, retains a permanent
lobbying representative in Washington, who aso represents
exporters in lawsuits. Between 1982 and 1991, there have been 17
anti-dumping and compensatory rights suits against Colombian
exporters, which have cogt, in lawyers fees alone, US$ 3.5 million.
The cost of representation in Washington is paid for by the
producers themselves, but the legal costs have until 1992 been paid
out of the Diversification Fund. In this way, Colombian flower
exporters avoided anti-dumping margins until 1986; and when in
1986 such a margin was put in place, the lobbying activities of
Asocolflores resulted in a change of the methodology used in

penetration by flower exports. Most of these diversfication activitiestook place during the second haf of
the 1980s.

74.  The present five-year Diversification Programme has three main elements:*

- Thefurther promotion of non-traditiona crops, and of livestock and poultry holdings, 90 per cent
of total investment under the Diversification Programme is destined for these activities;

- Commercidization activities: these havebeen given ardaively largeplaceinthisFive-Y ear Plan.
In November 1990, Federacafe created for this purpose the Fund for Investment and
Commercidization, to participate in commercidization activities undertaken by groups of producers
in the coffee zones, to undertake research into packaging and handling techniques necessary for
exports, and to help producersin identifying foreign clients;

- Agro-industry, oriented towards the production of fruit pulp and juices, meat, milk and wood

% Federacafe, VI Plan Quinquenal de Diversificacion Cafetera (Sixth Five-Y ear Coffee Diversification
Plan), internal note, 3 July 1991.
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products; over 60 enterprises are to be set up.
The budget for thisfive-year plan is around US$ 400 million.
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75. It has become more urgent to undertake this programme in the present situation of oversupply and
low pricesin the world coffee market. 1n 1992, a plan was adopted to take 30,000 ha out of coffee
production during 1993, and 100,000 hawithin the next few years - this represents about 10 per cent of
land now under coffee. Regiona coffee committees have undertaken not to promote new sowings of
coffee or themodernization of plantations. In these conditions, diversification becomestheonly way for
coffee farmers to improve their living conditions.

2. Support structures

76.  Theprivate sector, to be ableto diversify, needs accessto certain services such asthe following:
servicesto aert entrepreneursto market possibilities, product adaptation support, insurance, banking,
repairs, consultancies, market information networksand market promotion. These servicescan besupplied
in part by the private sector, but it often seesno interest indoing so - asisespecialy the casein countries
with an economy that is anot yet fully developed. The Government will then have to provide them.

77. Inanumber of respectsthe Colombian private sector issufficiently devel oped to provideitself with
anumber of support services, such asrepairs, telecommunications and, to a certain extent, R and D
(athough they have concentrated on product devel opment rather than pure research). In most other aress,
however, the role of the Government has been very important. In Colombia, the main government
organization providing support to export-oriented activitieswas, until late 1991, the Fondo de Promocion
de Exportaciones de Colombia (Proexpo). Most of the support services provided by Proexpo were
absorbed by anew Ministry of Foreign Trade on 1 January 1992, while Proexpo'srolein providing export
credits has been taken over by anew Bank for Foreign Trade (Bancoldex).*

78. Proexpo had an activerole. It did not wait for requestsfor support from the private sector, but
anticipated that sector's needs, and played animportant rolein making it aware of export possibilities. It
operated export promotion officesin over adozen countries. Proexpo'stota budget in 1991 was over half
abillion dollars financed from import taxes and loans from the World Bank and other international
organizations.® Most of these funds were used for Proexpo's credit programme (see section 5).

79. Government policy, asregards support structures, hasbeen most highly devel oped in the area of
export market promotion. Thiswas, for along time, one of Proexpo's principal activities. Among its
activities were:®

- direct support to exporters, through subsidizing the participation of private enterprisesintradefairs

% The exact distribution of labour is not clear. Bancoldex' mandate covers commercial promotion of
exports: including provision of information services and establishment of contacts between exporters and
potential buyers. In order to do this, Bancoldex maintains the foreign trade bureaus which Proexpo used to
manage.

®¥  Reglas de Juego para la Apertura, op. cit., pp. 14-15.

% See Proexpo, "Servicios de promocion externa de PROEXPQ", Bogota, 1990.
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abroad, financing foreign sales missions of Colombian entrepreneurs, and arranging visits of
potential foreign buyersto Colombia;

- provison of market information: gathering information on productsand digtributing thisinformation
among potential suppliersin Colombia; identifying possible markets for products offered by
Colombian enterprises; and doing general market studies on non-traditional markets,

- support to generic promotion campaigns, e.g. for Colombian fruit.*

80. Inthe case of export insurance, the Government'spossibilitieswerelimited. Proexpowasableto
give export insurance, contracting it out with a private company, but its exposure ceilings did not permit it
todothisonalargescae. TheBank for Foreign Tradeisto strengthen activitiesin thisarea: part of its
mandateis"to establish or become a partner of ingtitutions offering export credit insurance or hirethemto
provide such services; or to finance such institutions or those they serve."*

81.  Thefunctioning of servicesto identify diversification opportunitieswasdiscussed in chapter |,
section D. In general, the private sector isinformed of various production potentials, be they in the
agricultural or the mining sector.

82.  Themain government organization active in the area of product adaptation was again Proexpo,
supporting export-oriented companiesthat had problemsin their production, quality control procedures
or packaging. Inthisrespect, Proexpo could organize study missionsabroad for loca producers, recruit
foreign specialists to advise domestic producers, import improved seed varieties, and do studies on
improved cultivation techniques. Sectorsinwhich Proexpo has been activeinclude cotton, whereit started
anumber of pilot projectsto counteract theeffects of 30 years of technologica stagnation; shrimp farming,
whereit financed the acquiring of the expertiseto makethisactivity successful; the promation of Colombian
flowers on the Japanese market by identifying the new harvesting and trestment techniques that would be
necessary to meet Japanese market exigencies and bringing in Japanese experts to teach these to
Colombian producers, fruit and vegetables, in which Proexpo, together with the Ministry of Agriculture,
is cooperating with the United States Department of Agriculture to overcome problemsin the area of
physosanitary requirements.

83. Support activitiesin the area of market information include seminarsto make entrepreneurs aware
of thepossibilitiesof theworld market (whichisnecessary, asyearsof internally oriented growth have
created an attitude among private enterprises that is not very dynamic) and the creation of market
information networks. Most of these activities are the work of the Chamber of Commerce and Proexpo
(now the Bank and the Ministry of Foreign Trade), although, as mentioned above, Federacafe hasalso
financed the creation of amarket information network for fruit. The Chamber of Commercein particular

% Generic promotion campaigns for flowers seem to be mainly financed by the private sector; e.g.,
in 1992, the Colombian Flower Council supported the promotion activities of the American Floral Marketing
Council with agift of US$ 300,000.

% Carlos Caballero Argéez, "From PROEXPO to the Bank of Foreign Trade", Colombia Exporta,
December 1991.
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hasmadeamaor effort to ensurethat enterprises become more export-oriented. It organizes seminars
on, among other topics, how to profit from international market possibilities and how to adapt to the
requirements of international trade. It operatesamarket information network, in cooperation with the
Chambers of Commerce of other countriesand it has set up aexport marketing company to facilitate the
exports of small and medium-sized companies.*

84. Quality control isnot theresponsbility of agovernment department, unlikethe situationin some
other countries. The supreme body for trade policy, the Foreign Trade Council, hasamandateto establish
standards concerning quality, packaging, marking and other requirements aimed at ensuring the best
conditions for the marketing of Colombian products abroad,® but it has chosen to limit itsrole to the
distribution of information on internationa normsto Colombian companies, and when there are problems,
to help them to overcome these. Although exportsare prejudiced by frequent problemswith the quality
supplied, especially by smaler enterprises (which damages Colombiasimage abroad), no sanctionsare
taken against companies that ignore international quality standards.

3. Pricing policy

85.  Pricingpolicy hasnot been particularly important for Colombiasdiversfication. Pricecontrolsdid
exist; pricesfor main consumer goods such as cered's and sugar were kept low, and anumber of domestic
industrieswere protected against forelgn competition by keeping domestic priceshigh. Diversification has
only been agoal in one case. From the late 1970s on, the Government, by adjusting consumer prices,
shifted domestic demand away from exportable productslikefue oil and kerosene towards more abundant
sources of energy, such as natural gas, hydroelectric power, and coal .*

4, Financial incentives
86. Financia incentives have been an important tool for the promotion of commodity export

diversfication. During the 1980s, the most important meanswere aschemefor reimbursement of indirect
taxes (Certificados de Reembolso Tributario - CERT),* and the Plan VVall o, aprogrammeto provide

8 Chamber of Commerce of Bogota, Servicios de Promocion Commercial y Posibilidades de

Cooperacién (Trade Promotion Services and Possibilities of Cooperation), Bogota, October 1991.

¥ GATT, Trade policy review - Colombia 1990, Geneva, 1990, p. 16.

% (Ministry of Mines and Energy), Memoria al Congreso Nacional, Anexo histérico (Report to the

National Congress, Annex on past developments), Bogota, 1990, p. 156.

4 Other financia incentives, such as direct export subsidies, foreign exchange retention schemes

(which allow exportersto retain part of their foreign exchange earnings) or parallel exchange rates, have been
of no relevance in Colombia since 1980. Differential exchange rates, used to tax the coffee

sector, were in existence until 1967, and a similar system, using exchange certificates but again taxing the
coffee sector, was used between 1977 and 1980. Non-traditional exports received preferential exchange rates
during much of the 1960 and 1970s.
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exporters with access to duty-free imported inputs. In effect, these incentives, together with subsidized
credits, were seen asaway to compensate the export sector for disadvantages resulting from the import-
substitution oriented character of macro-policies. AsPresident Gaviriaof Colombiastated in late 1990:
"Thismechanismdid not resultin an export modd, but rather in an exporting enclaveinsertedinageneraly
hostile environment, and surviving on the basis of transfers and preferential treatment."*

87.  Thetax reimbursement certificate (CERT) isused to compensate exportersof all products other
than coffee, cocoa, raw cattle hides, ferronickel or petroleum and petroleum productsfor indirect taxes
paid. Thiscertificate can be used to pay nationa taxes of any kind. The CERT programme replaced in
1983 asimilar schemeintroduced inthe 1960s. CERT ispaid onthef.o.b. vaue of exportsfor exporters
not receiving duty-freeimportsunder the Plan Valgo; those receiving duty-freeimportsonly obtained a
CERT for their domestic value added.

88.  CERT ratesareestablished by product and arenot directly related toindirect taxespaid. Initidly,
manufactured exports were favoured, but snce agenera scaing back of the programmetook placein the
early 1990sseveral non-traditional exportsfall under relatively high CERT rates. After thisscaling back,
the CERT has been retained, at alower leve, soldly for most non-traditiona products, and for some tradi-
tional productswhen exported to non-traditional markets (for instance, drawbacksfor sugar and bananas
have only been abolished for exportsto the United States). Thisfinancia incentivefor exportsto new
marketsisgenera: exportsto Asian countriesget aCERT 50 per cent higher than thenormal onefor the
relevant commodity, while exportsto most Latin American countries are entitled to onethat is 30 per cent
higher. In general, CERT rates are higher for the more processed forms of a commaodity.*

89.  Sincethemid-1950s, theimport content of certain exports, mainly manufactured goods, has been
exempted from import duties. Thiswas systematized under the Plan Valgo, introduced in 1959. During
the 1980s most exports other than coffee, raw cattle hides, gold, gemstones, crude oil and fuel products
weredigiblefor import duty drawbacks. 1naddition, exporterswho were approved by INCOMEX were
freed from arange of other obligations, such as some bureaucratic procedures, licences, and customs or
consular fees. Some non-traditional sectorsdid not receive any duty drawbacks, for variousreasons. For
example, the flower sector voluntarily gave up export subsidies, subsidized credits and duty drawbacksin
the early 1980s as aresult of pressure from the United States of America*®

0. Import duty drawback levels were abolished in 1991. One way in which this has been

4 Quoted in Carlos Caballero Argéez, "Economic opening and export policy”, Colombia Exporta,
March 1991.

“2  See Proexpo, "CERT", Boletin del Exportador, No. 33-34, 1991.

“ In theory, enterprises only needed to give up these advantages for the part of their production that
they exported to the United States. In practice, however, regulations made in that country make it impossible
for companiesto receive any financial support if they do not want their exports to the United States to be hit
with extra taxes.
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compensated isastreamlining of proceduresfor export-linked imports. Since 1987, import licencesfor
capital goods and spare parts have been granted amost automatically. Thisispartly the result of United
Statespressure, partly alogica eement in Colombia's new macroeconomic policy (seechapter |1, section
A).

5. Credit policies

91.  Whencreditisscarce, the existence of specia credit linesto promote non-traditional sectorscan
haveastrong influence on diversification, and, indeed, accessto credit - ageneral problemin Colombia
For instance, sugar producers complain that limited accessto credit hasresulted in lower automati zation
of the sugar industries, outdated technologies, and lack of meansto invest in, for instance, water treatment
plants.

92. Redl interest ratesin Colombiaare higher than in surrounding countries, and obtaining loans can
bedifficult. Tocombat the problem of highinterest rates, creditsfor selected, non-traditional activitiesused
to be subsidized, with alarger subsidy for smal firmsand pilot projectsthan for largefirms. This practice
was discontinued in 1990. Asaway to reduce the problems of accessto credit, several specid credit lines
have been set up and are still operationa.* The main ones are:

- investment credits, to finance investmentsin the production, quality control, preservation and
marketing of exportablegoods. The credit amount isfixed in accordance with the share of exports
in total sales of the project, and can reach 90 per cent of total investment costsif the share of
exportsis over 50 per cent;

- credit termisfive years; and

- work| ng capital credits of two kinds:

pre-shipment credit to finance the working capitd of firms producing or marketing export
goods. Credit terms vary between six months and a year;

* post-shipment credit to finance the credit granted by the exporter to hisforeign buyers.
Thiscredit can cover up to 100 per cent of the credit granted by exporters. It hasaterm
of one year for consumer goods and five years for capital goods.

93.  Additiondly, therewere credit linesamed a quality management; design, packaging and training
programmes; export promotion such as pre-investment studies, market studies and advertisement; etc..

94.  Thesecredit lineswere administered by Proexpo until 1991, and since then by the new Bank of
Foreign Trade "Banco Colombiano de Comercio Exterior” (Bancoldex). Thereare credit linesfor most
export sectors, with theexception of coffeebeans, coffee products, unprocessed | eather, gold, gemstones,
crudeail and oil products.® Conditionsto be met for obtaining these creditsarerather severe. For every
peso lent, the equivaent of several pesos have to be returned to the country within alimited period of

“  GATT. op.cit., pp. 144-145,

% See Proexpo, (Preshipment credit line - regulations), Circular P-SDC-002, 19 April 1991.
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time.* Inaddition, lending chargesfor loans denominated in pesosare very high (inlate 1992 they stood
at some 42 per cent on an annualized basis); for this reason, large companies with access to the
international banking system (and thus lending in other currencies) are far more privileged than to smaler
Ones.

C. Diversification experience - major developments

95. Colombia has added a
cons derable number of new primary BOX VI
commodities to its exports, and
expanded the exportsof formerly mi-

SHRIMP FARMING

nor ones. Among the commodities Shrimp farming is a fast growing export sector. For years exports of
. .. shrimp caught at sea have been a significant source of foreign exchange,

that havethusincreasedin |mportmce but possibilities for expansion in this area are limited. Compared to this,

during the 1980s are crude oil; coal; the potential for shrimp farming is large.

pl atinum; f|0W€fS; shri mps (Sae Box A number of isolated shrimp farming attempts were undertaken in the

VI1)¥; lobsters; tuna; and avariety of 1970s, with little success. After the government's export promotion fund,

fruits and vegetabl s Proexpo, began to support this activity things changed.  Proexpo

promoted and financed the building of more than 90 per cent of the
country's shrimp farms and hatcheries, organized study trips for Colombian

96 Colombia used to export businessmen and experts, and financed the acquisition of foreign expertise
’ i . and technologies. The Government continues to back this sector in the
crude oil from the 1920s until 1976, adaptation of up-to-date processing technologies: before export, frozen

when growing internal demand
overtook stagnating production. The
Colombian Government reacted by opening up the sector to foreigninvolvement in exploration and by im-
proving domestic pricesfor fuels. Thisstarted to pay off by 1980 and in 1986 amgjor new ail field was
brought into exploitation. Since then, Colombia has become a crude oil exporter again.*®

97.  Thedevelopment of this sector has relied on close cooperation between the Government and
foreign transnationals. Mot of the new developmentstook placeinjoint ventures between the State ail
company, Ecopetrol, and one of adozen transnational s (with Shell, Occidental Oil and BP asthe most
important).® Inthesejoint ventures, the duration of foreigninvolvement isclearly limited, with theforeign

% This ranges from 1.4 times the amount lent for loans for strawberry production, to ten times the

amount for the sugar industry. The difference reflects the normal speed of turnover of working capital in
these industries.

4 Colombia Exporta, March 1989.
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See Ministry of Mines and Energy, Memoriaa Congreso Nacional, Anexo Histérico, op. cit., Bogota,

1990. On the other hand, the country is a large importer of refined products, mostly petrol. Ecopetrol is
preparing to build a new refinery which will make the country mostly self-sufficient in oil products.

“ In early 1993, less than one quarter of Colombia's crude oil production (91,000 barrels/day out of

a total of 434,000 barrels/day) originated from fields wholly owned by Ecopetrol. Almost 300,000
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partner usualy losngitsshareafter 20 years. Thedevelopment of thefuel sector ishighly capitd intensive
and, without foreign investment, the Colombian Government would have had to borrow considerablesums
abroad. Naturdly, theforeigninvolvement impliesthat part of the benefits of theincreasein oil exportsis
lost as profit repatriation.®

98. Domestic fuel consumption continuesto riseand, at present levelsof production, Colombiawill
become a net importer again by the end of the century. However, exploration continues and some
important new oilfields have been discovered in recent years. When these fields become operational,
Colombiawill be able to maintain its crude oil exports at levels similar to or higher than current levels

99. Inthelate 1980s, there were 35 different minerals exploited in over 7,000 mines. Most of these
minerasaredestined for theloca market. Until the recent past, thiswasa so the casefor themain minerd,
cod. Only from 1985 on did cod exportsbecomeimportant. The development of thelargest deposit, El
Cerrgon, was started in 1976 asa US$3 billion joint venture between a State company, Carbocol, and
an Exxon subsidiary, Intercor (later, Ecopetrol aso took alarge ownership share, in order to raise the
necessary additional development capital without selling out to foreign investors). While the small and
medium-sized coal mines export about one fifth of their production, practically all of El Cerrejon's
production isexported.® Asin the case of the crude il sector, development was expensive, and alarge
part of the gross export proceedsis lost through profit repatriation (see Box VII).

barrels/day came from joint ventures between Ecopetrol and foreign companies, with the balance produced
in concessions fully owned by foreign companies. Eighty-five per cent of Colombia's known oil reserves
have been discovered by foreign companies. See C. Brogan, "Colombia - Casanare oilfields prepare for start-
up”, Petroleum Economist, July 1993.

% Ecopetrol's President estimated in early 1993 that foreign oil companies, even on the assumption of
alow oail price of US$ 18, would make a net profit of US$ 2.65 a barrel on every barrel they produced in
Colombia. Thiswould imply atotal net profit for foreign oil companies of over US$ 300 million yearly. (The
Government and Ecopetrol obtain US$ 10.35 a barrel; the remainder goes to exploration, development,
production and transportation costs.) See C. Brogan, op. cCit..

5t "Colombia: more discoveries', Latin American Economy & Business, March 1992, and " Colombia:
a bit of a boom", idem, August 1992; "Colombia: more gushers’, idem, July 1993. The newly discovered
field are expected to become operationa by 1996, allowing Colombiato strengthen its position as an exporter.

52 | dem.
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BOX VII

NET FOREIGN EXCHANGE INCOME FROM THE COAL SECTOR

Developments in the energy sector tend to be very expensive. The internal capital market of countries such as
Colombia is not large enough to generate the necessary resources, so it is necessary to rely on foreign sources, be it as
investors or lenders. This implies heavy lending abroad: Carbocol, Colombia's main coal company, accounted in 1990 for
10 per cent of Colombia's external debt, Ecopetrol, the State oil company, for another 15 per cent. Moreover, the develop-
ment and operation of production in this sector is often complicated in terms of the machinery and installation of spare
parts, and qualified people for certain jobs are not always available domestically. The result of these two factors is that a
large part of the gross foreign exchange revenues from the energy sector leaves the country again in payment for production-
related costs. As an indication, the currency flows linked to Colombia's coal sector are as follows:

Net currency earnings from the coal sector, 1986-1989 ($US mn)

1986 1987 1988 1989
Gross export earnings 201 263 311 600
Related imports 138 169 53 39
Related service payments 15 19 6 19
Profit repatriation 94 121 150 168
L ong-term debt repayments 11 31 80 100
Net proceeds - 57 - 77 22 274
Source: Based on Ministry of Mines and Energy, Memoriaa Congreso Nacional; Anexo historico (Report to the National
Congress; Annex on past developments), Bogota, 1990, p. 135. Note that repayments of short-term debt are not included.

The situation in the fuel sector is not very different. These figures indicate that in terms of net export earnings, coffee
has not yet lost its predominance. Of course, coffee production also requires some imports, mainly fertilizers and pesticides,
but these do not account for a major part of production costs. As an illustration: in the flower sector, imports of chemicals
in 1991 were valued at about one eighth of the gross earnings from flower exports.

100. Smal-scale private coa producers obtain support from a specia promotion fund, the Fondo
Naciona de Carbon, whichisfinanced by a5 per cent tax on production (therefore, most of theincome
of thisfund comes from the large-scale Carbocol coa mining). Exploration aswell asinfrastructure
development are financed from thisfund. Additionaly, Carbocol promotesthe regular usage, month by
month, of cod by dectrica ingtalations, which helpsto provide asecure market outlet for smal-scae cod
miners.

101. Gold exploitation was, until 1974, mainly in the hands of aforeign transnationd, the Internationd
Mining Co. Inthat year, IMC wassold to nationa privateinterests. Shortly afterwards, gold pricesrose
strongly, and as a result Colombian gold production, both by this private company and by small,
independent miners, increased rapidly. The Government reacted by paying more attention to this sector.
Among other companies, Ecopetrol invested, together with the Government, in the exploration for gold.
In 1988 the Government also set up apromotion fund for precious metalsfor small and medium-scale
producers (who account for virtually all precious metal production).



44

102. Emerddminingwas, at least officidly, agovernment monopoly until 1968. Then, the Government
decided to create a State enterprise, Mineral co (which now coversall minerals) to explore, exploit and
manage the country'semerald depositsin cooperation with the private sector. Therearenow 17 emerad
mines, and alarge number of illegal small-scale operations. It is estimated that nearly half amillion
Colombians maketheir living in the emerad sector, from exploration and extraction to transformation,
marketing and exporting, making this sector one of the country'slargest employers. The Government tries
to promotethe sector by, in particular, improving the export marketing system so that producersget afarer
share of the final price.

103. Hower productionin Colombiawas started on asmall scaleduring theearly 1970s, when private
entrepreneursinvested in the adaptation of cultivation techniques and the necessary infrastructure. The
quality of theflowersgrown around Bogotawas such that it attracted the interest of foreign buyers. This
simulated other investorsto becomeinvolved. Boththe volumeand variety of flowersexported increased
deadily. FHower exportsare now thefifth largest source of export revenues and some 20 different species
areexported. Marketsarebeing diversified aswell: in 1991, 15 per cent of Colombian flower exports
went to Europe compared to 7 per cent the year before, mainly asaresult of areduction of EC tariffson
Colombian exports.

104. The success of the flower sector is due to a number of factors:

- geographica and physical conditionsthat arevery favourable. Theclimatearound Bogota(lying
a aheight of some 2,000 m) ismoderate, the number of hours of sunshineis high, and production
Ispossible all year round;

- the availability of cheap labour, mainly women. By repressing labour union activity, the flower
sector has managed to keep wage costs low;>

- the availability of thetechnicd skills necessary to adapt foreign techniquesto locd circumstances.
Most of this has been done without foreign support. The expertise gained by Colombian
entrepreneursin this area has now become an exportable commodity: they have becomeinvolved
in joint ventures for flower exportsin Mexico, Central America and Ecuador;

- the existence of adynamic enterprise sector, with money to spare and awillingnessto take risks,
not only in launching the activity but aso in constantly experimenting with aview to diversfying
production. Thislast dement isnecessary to keep up with market demand, which often changes
rapidly.

105. Theinvolvement of the Government in the flower sector has been limited, but may have come at
crucial moments. Initialy, the Government subsidized flower exports (see section B.5); and has
continuously supported export promotion, including effortsto secure market access (seefor instance Box
V).

% See"Colombias flower industry grows up", Latin American Economic Bulletin, May 1992.
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106.  Fruit and vegetable exports have profited from strong support by the Government. Promoted by
public assistance, 25 new tropical fruit export companies were created in 1988 alone.> Government
support included subsdies, support to promotion campaigns, and investment in fruit marketing information
networksand fruit marketing companies (in particular through the coffeediversfication fund - seeBox 1V).

107.  Other export sectors have not really grown, despite government efforts. For example, amajor
credit line of 150 million pesos was set up by the Banco de la Republicain the late 1980s to support
investment in precious stone mining. Thiscredit line, however, has not been used because the private
enterprises concerned cannot provide the necessary guarantees. Several minor sectors in which the
Government showed interest, financing research and development, proved not to be viable - e.g. the
breeding of frogsin the Amazon areato supply the gourmet market for frog legs was found not to be
feasiblefor environmenta reasonsand, for somefruit, no viable production techniquescould be identified,
despite years of experiment.

D. Marketing experience

108. Themarketing of unprocessad primary commodities has, in genera, proved to bewithin thereach
of Colombian exporters (seetable 5). Only for some small non-traditional exports have there been
problems. For example, pam oil exporters have had serious problemsin finding clientsand in the case of
tunaexports, cooperation with atransnational (Star-Kist) became necessary to obtain marketing access.™

109. Thefact that the marketing of primary commoditiesis mainly in the hands of Colombian companies
does not necessarily imply that these companiesfully absorb the margins of international trade. 1n most
cases commodities are sold on a spot basis and f.0.b.: beyond the country's ports, and the Colombian
exporter has no share in marketing margins. Notable exceptions are the banana and flower sectors (see
Box VI11), and Carbocol's coal exportswhichtake place mainly throughlong-term contracts. Sometimes
thef.o.b. sdle of commoditiesis awell-consdered economic decison - asin the cases of Federacafeé'sand
Ecopetrol's exports. Until 1993, Federacafe owned, indirectly, a coffee fleet, but considered that to
maintain the competitiveness of Colombian coffee it had to expose its national fleet to international
competition. Ecopetrol has decided to stay out of fudl transport because of the financid riskslinked to oil
spills.® But in other cases, as, for instance, sugar exports, which are aimost entirely sold by tender to

% GATT, Trade policy review - Colombia, Geneva, 1990, p. 154.

% Early in 1992, the United States banned tuna imports from a number of countries, including
Colombia, because these countries are fishing tunain such away that too many dolphins are killed. This cuts
the Colombian tunaindustry off from its main market. Moreover, Colombia's fisheries industry is threatened
by growing pollution of coastal waters.

% One of the other two oil exporters, Occidental Qil, sells, like Ecopetrol, only spot, f.0.b.. Shell sells
mainly under long-term contracts and arranges the transport itself.
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international trade houses, Colombian exporters are looking for ways of increasing their involvement.

Table5

The marketing organization of main primary commodity exports, 1989-1990

Commodity Export marketing structure

Coffee About half of the value of exports passes through Federacafe, the association of coffee
producers, and about half through private traders. Of these, the largest, a Colombian
company, had a share of 9 per cent of exportsin 1989 (the same company also controlled 60
per cent of Colombia's tobacco exports).

One of the other two large exporters is owned by a German coffee company.

Crude oil About 53 per cent of exports are by Ecopetrol, the rest by Shell and Occidental Oil.

Coal Half of the exports of the Cerrején Mine (90 per cent of total exports) are by Carbocol, the
other half by Intercor (EXXON). To avoid competition, they agreed to supply different
markets. The remaining 10 per cent is divided among a number of private exporters.

Bananas All exports are through cooperatives, which took over production when, in the 1970s, the
American banana transnational s withdrew from production. Thelargest is UNIBAN, which
accounted for 52 per cent of Colombia's banana exportsin 1989; two others, PROBAN and
BANACOL, accounted for 17 and 13 per cent respectively.

Gold Exports of gold were amonopoly of the Central Bank until 1991.

Flowers There are around 350 companies exporting flowers, the largest of which accounts for about 7
per cent of Colombia's flower exports (this is also the only large foreign-owned flower
company, part of an Argentine consortium). This fragmentation of the export sector is
entirely different from the situation in the other main flower exporting countries, where
exports are highly centralized.

Cocoa Around 15 private traders, al of which, except one small company, are in Colombian hands,
export over 90 per cent of cocoa beans; the remainder is exported by atrading company set
up by the cooperatives of cocoafarmers. Concentration is high: one trader accounted for 30
per cent of exportsin 1989, two others for 23 and 16 per cent respectively.

Emeralds There isamultitude of small private exporters, and one export cooperative, the Federacion
Naciona de Productoresy Exportadores de Esmeraldas. The Government is considering the
creation of anational export-oriented emerald exchange.

Sugar Some 90 per cent of exports are sold through a sugar trade company, CIAMSA, set up by the
mills that are members of the Colombian sugar producer association. The remaining 10 per
cent is sold by the sugar mills themselves.

Source: Based on interviews.
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BOX VIII

DIVERSIFICATION INTO MARKETING

Both the banana and flower sectors offer examples of exporting companies that have taken over some
distribution activities within the countries to which they export.

A banana company created in 1969, UNIBAN, created a subsidiary, Turbana, to handle its banana
imports and marketing in the United States, as a way to get around the control of the three large United
States banana companies. Turbana has since become the world's fourth largest fruit trader. Colombia's
two other large banana export companies, Proban and Banacol, have also increased their control over in-
ternational marketing. These companies now trade, apart from fruit and bananas from Colombia, bananas
from Ecuador, Costa Rica, Nicaragua, Venezuela and Peru.

The five largest flower exporters have also diversified into providing marketing services and, since

E. Conclusion

110. Table 6 below givesan overview of the specific sectora policies of the Government and of the
involvement of domestic and foreign private sectorsin the diversification of primary commodity exports
away from coffee. Ascan be seen, therole of the Government has been dominant or substantial in the
cases of crudeail, coal and fruit, whilein two other sectors, flowers and fisheries, it has given important
support at crucial moments. Likefruit, flowersand fisheries, other sectorshavea so profited their period
of initid growth fromthe general supporting framework for non-traditional exports: tax reimbursements,
preferential exchangerates during ashort period of the 1960s, import duty drawbacks and preferential
credits. Inaddition, the Government hasin many cases promoted the devel opment of these sectors by
financing R and D and extension activities, often through the Diversification Fund.

111. Theroleof the private sector was predominant or important, however, for al exports other than
crude oil and coal. In many cases, the private sector took the initiative and itsinitiatives were then
supported by the Government. A dynamic entrepreneuria sector thus seemsto be an essentia ingredient
for successful export diversification.

112. Foreigninvestorsplayed amagjor part in the development of the capitd-intensive and know-how
intensive crude oil and coal sectors. In other sectors, know-how can, in general, be acquired by
Colombian interests, sometimes with government support, but in most cases through private initiative.
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Table 6

Therole of the Government, domestic private sector and foreign investorsin the development of selected primary commodity exports

Role of the Government

Role of the domestic private sector

Role of foreign investors

Crude oil Dominant role. All ail isexploited in joint ventures between the No role of significance. Largerole. Transnationals provided amajor
Government and foreign transnationals. part of exploration and exploitation finance,

and technical expertise.

Coal Largerole. The major coa producing company is a government- Small, albeit increasing, role. Largerole. Transnationals provided amajor
transnational joint venture. Small private producers also receive part of exploitation finance, and technical
government support. expertise.

Gold Minor role. The Government has undertaken some limited gold Largerole. Most gold mining isin theinformal Minor role. Foreign companies were the
exploration activities, and created a fund for small and medium- sector, by small, independent miners. initia investorsin the gold sector, but their
scale producers. production remained low.

Bananas Minor supporting role. The Government has asmall sharein a Largerole. Banana companies are mainly in private Minor role. Banana plantations were set up
banana marketing company. hands or cooperatives, which have undertaken their by foreign transnationals, but the sector was

expansion programme mainly by their own efforts. developed strongly only after Colombian
domestic interests took over.

Raw sugar Supporting role. The Government has invested on aminor scale Dominant role. Colombia's sugar sector ismainly set No role of significance.
in sugar cane milling and refining, and provided support to the up by and in the hands of the domestic private sector
development of the sector through the Diversification Fund.

Flowers Important supporting role. The Government intervened at key Dominant role. Colombia's flower sector has mainly Minor role. A few foreign companies invested
moments, for market promotion and to protect existing markets been developed by local private entrepreneurs. in the Colombian flower sector.
against protectionist measures.

Fisheries Important supporting role. The Government invested in the Largerole. Most of the actual production is by Minor role. One transnational provides
creation of fisheries and shrimp companies, and financed the private companies. marketing support for frozen tuna.
acquiring of expertise to make shrimp farming successful.

Fruits Largerole, especialy through the Diversification Fund, which Largerole, in the case of fruit exports promoted by No role of significance.
financed market studies and a major part of research and the banana companies, and in the case of some minor
development and extension activitiesin the fruit sector, and was fruit exports (such as strawberries) initiated by
used to provide specia credits and create commercialization private flower growers.
companies. Also, support to generic promotion campaigns.

Cocoa Supporting role, including through the Diversification Fund. Dominant role. The cocoa sector has mainly been Minor role.

developed by the Colombian private sector.

Source: UNCTAD secretariat. Products are ranked in order of size of exportsin 1990. Only activities of direct relevance to the promotion of the different sectors are included.
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Chapter 1V

GOVERNMENT POLICIESSPECIFIC TO VERTICAL DIVERSIFICATION
AND THEIR RESULTS

A. Policiesfor vertical diversification

113. Colombiahas never had aspecific policy to promote domestic pre-export transformation of raw
materials. Theprocessing of commoditiesisseen asjust another economic activity that may or may not
be worth while supporting. Thereareno specid facilities such astax benefits, or preferential accessto
risk capitd for pre-export processng. Therewasaspecid credit line for transformation activities, under
the administration of the government export promotion agency, Proexpo, but no use has been made of
it. Government activity was mainly limited to participation in some specific commodity processing
projects: the petrochemical industry, the production of ferronickel and silk production.

1 The earmarking of fundsfor vertical diversification

114.  Although the Government hasinvested directly in some processing industries, in particular
petrochemicals, nofundshave been specificaly earmarked and used for vertica diversfication. However,
IFl, the main funding agency for the promotion of industrial and other export-oriented activities has
financed, among these, part of the development of Colombiasferronicke industry, and hasalso invested
in cement production, textiles and agro-industry (slk production, shrimp farming, citric acid production,
and the production of printing materids from sugarcane bagasse).> The other large government funding
agency, the Fondo de Promocion de Exportaciones, has invested in sugar cane milling and refining.”®

115.  In1992 anew fund was cregated, the Fondo de M odernizaci dn Econdmica, receiving itsresources
froma6 per cent tax onimports. Thesefundsareto be used to pay someremaining financia incentives
(see chapter 11, section B.5), and to support the modernization of the industry sector (including
commodity process ng and the upgrading of thequality of entrepreneurship). Becausefinancia incentives
will gradually be scaled back, an increasing part of the funds will be used for industry conversion.

2. Diver sification-specific regulation

116. Marketing regulation can have considerable consequencesfor diversification, especially into
processing. The caseof Indonesia, which has considerably strengthened its exports of processed wood
through the ban of raw timber exportsiswell known. Severa other countries havetried to do the same,
withmoreor lesssuccess. InColombia, the Foreign Trade Council, the supreme body dedling with trade
policy, isempowered to establish the degree of working or processing which specific products must have

% Reglas de Juego para la Apertura, op. cit., Annexes 1A, 1B.

% |dem, annex 2.
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in order to be exported.® In practice, however, regulation has not been used as a means to promote
commodity processing. Anexport quotadid exist until 1991 for essentid products such as sugar, cotton
and rice (with corresponding company-level export quotas), but thiswasbasicdly to protect processors
producing for the domestic market against a shortage of supply of raw materials. The levels of export
quotasingenera (except for cotton) exceeded exportable quantities. Now, only an export ban onwood
for ecological reasonsisin force.

117. Inthecaseof cotton, until 1991 the Government used to set not only an obligatory domestic sdes
guota (for salesto the textiles sector), but also prices. From the early 1970sto 1988 there were two
different cotton prices, onefixed pricefor cotton used in domestically-oriented textiles production, and
avariable price, linked to world market prices, for cotton used in exported textiles.® In 1988, the
Government decided to shift to one, government-determined price. Asdomestic cotton priceswere
below internationd pricesinmost years, thispricing policy discouraged Colombian cotton growersand
favoured textile producers, giving them a comparative advantage over foreign competitors.®

3. Financial incentives

118.  Processed commoditiesreceive much the sametreatment, intermsof financial incentives, as
primary commodities. Only in afew cases were financial incentives specifically used to promote
processing. One specia casewasthat of leather products; there were no import duty drawbacks for
hides and |leather whereas such drawbacks existed for exports of |eather products.

B. Vertical diversification experience

119. Thelist of processed commoditiesexported by Colombiainthelate 1980s haslittlein common
with that of the beginning of the decade. During the 1980s, and especidly the second half of the decade,
many non-traditiona processed commodities began to be exported (seetable 7). Most of these activities
have been developed by private initiative, without much government support.

120. Foreign participation in commodity processing is not limited to involvement in ferronickel.
Transnational companies (Nestlé and Mitsubishi) areinvolved inor control the production of coffee
extracts (see Box 1X); silk (see Box X);% citric acid; and canned pineapple. In all these cases, the
processing factorieswere set up with the explicit goa of servicing theinternational market. During the
1970s, TNCsaso becameinvolved in anumber of domestically-oriented processing industries, which
were promoted by the Government aspart of itsimport-substitution policy: namely paper, milk powder,

% |dem.

&  The share of cotton used for export-oriented production of textiles was, until 1987, fixed at 37.5 per
cent by the Government; in 1987 it was reduced to 25 per cent.

& G. Castro Guerrero, Perspectivas del cultivo de algodén en Colombia (Prospects for cotton
cultivation in Colombia), Confederacion Colombiana del Algoddn, Conalgoddn, Bogota, August 1990.

€ "Sericulturein Colombia', Colombia Exporta, Proexpo, Year IX, No. 30, June 1991.
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BOX IX
DEVELOPING NEW OUTLETSFOR COFFEE

Japan is traditionally a teadrinking nation.
Brazilian and Colombian exporters understood that to
replace tea by coffee could prove rather difficult.
Instead, they decided to create a new market, for
tinned, cooled coffee, which would not compete with
tea but with soft drinks, and would be sold mainly
through vending machines. In Colombia, private
exporters set up a joint venture with Mitsubishi
(which has access to the distribution networks), and
a promotion campaign was started. This new product
proved a direct hit, alowing Colombian coffee
exporters to tap an important new market. The
Japanese canned coffee business is now worth some
US$ 5 bhillion, and an expansion into other Asian

BOX X
THE INTRODUCTION OF SILK PRODUCTION

In 1970, as part of its diversification programme,
Federacafe started a study on the cultivation of
silkworms.  With financing from the Diversification
Fund, a small pilot plant was set up in 1985, which
began exporting on a small scale soon afterwards. A
visit by the President of Colombia to the Republic of
Korea in 1987 resulted in a joint venture with a Korean
enterprise for the production of raw silk thread. This
was soon followed by two other Korean enterprises,
while a number of Colombian silkworm breeders also set
up their own processing plants. The Colombian
Government promotes production by financing all
technical assistance to silkworm breeders and by
providing cheap credit. When al these projects are
operétive (expected by 1993), Colombia will be one of

121.  Colombian private enterprisesdominatein the processing of leather, cotton yarn, cement, white
sugar, cocoaand some of the minor products (athough transnationd s are involved aswell - for instance,
Nestlé has a small cocoa processing operation). In most cases, processing was set up to supply the
domestic market, and |ater expanded to exports. Only inthe case of leather (see Box X1) canitredly
be argued that the Government has played an important part in encouraging exports.

BOX Xl

THE PROMOTION OF THE EXPORT OF LEATHER PRODUCTS

Leather products have long been considered to have a large export potential, and this sector has therefore
received considerable government support. As leather accounts for half the costs of manufactured leather products,
this support was targeted both at the improvement of the production of hides and skins, and at the manufacturing of
leather and |eather products. Moreover, export marketing is complicated, and thus received specific attention.

With support from the EC, the government export promotion agency, Proexpo, has worked on improving
quality and raising productivity at al levels of production. They also brought small and medium-sized producers
(responsible for over half of production) into contact with foreign clients. All exporters profited from the targeted
credits.

The government support has been successful. Leather products have been one of Colombia's fast growing export
sectors.  Exports from this sector increased from $ 47 mn in 1981 to $ 93 mn in 1987, and to $ 179 mn in 1990.
Some new export products, such as leather dog toys (now valued as over $ 9 mn in exports) have been developed from

8 ECLAC, Las empresastransnacionales en € desarrollo Colombiano (Transnational corporationsin
Colombias development), Santiago de Chile, 1986, p. 14. The 10 main transnationals accounted for around
10 per cent of total manufactured production in Colombiain the early 1980s.
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Table7

Exports of major processed commodities

Value US$
Product (a) million 1990 Remarks
Fueldils 355 Exports are mainly to the US market, because the nickel and asphaltite contents are too high for the Europt
market. Prospects for expansion are very limited.
Leather & Leather 179 See Box IX.
products *
Ferronickel * 146 Produced by a Billiton-Government joint venture and exported by Billiton. Studies are under way on the

further transformation of the ferronickel. A plan to double the capacity of the nickel smelter was abandoneg
early 1993 because of low world market prices.

n

Coffee extracts 58 Federacafe has a factory producing some 4 million tonnes of soluble freeze-dried coffee and some 2 million
tonnes of frozen coffee extracts. The private sector has two such factories (of which oneis ajoint venture w{th
Mitsubishi, see Box IX), and one factory producing 6 million tonnes of soluble coffee made by evaporation,|
partly owned by Nestlé. Exports are only asmall part of production, in the case of all of these factories.

Cotton yarn 41 Production and exports are stagnating. The technological level of the sector has been allowed to deteriorate]
and fabrics vis avisthe world market. Moreover, domestic textile processors need an increasing quantity of yarn and

fabrics for their production (and have even started importing these products since 1990); a decline of yarn afjd
fabrics exports can therefore be expected, while textile exports will increase.

Some 32,216 MT of cotton were also exported in the form of textiles; at international market prices, this
amount of cotton would have a value of approximately US$ 61 million.

Cement 40 While more than 80 per cent of production is still for the domestic market, exports of cement have almost
doubled in volume in the 1980s, with three factoriesin the North of the country becoming mainly export

oriented. Exports are expected to expand, with investments in port facilities being made by these three privite
factories, and sales efforts undertaken in non-traditional markets.

Gasoils 28 Exports of surplus production with strong year-to-year fluctuations.

White sugar * 14 This sugar is of alower quality than the white sugar normally traded internationally. All is exported to
regional markets. Further expansion is expected.

Cocoa butter* 11 Exports are only a small and declining part of total production.

Passionfruit juice * 11 First factory set up by Federacafe, with exports starting in 1986. 1n 1990, Colombia had become the world'{
second largest exporter, after Brazil, with plans for a strong further expansion of exports.

Citric acid * 8 Factory set up by sugar refineries in cooperation with a US company.

Briquettes * 8 An expansion is expected. The State coal mining enterprise, Carbocol, is setting up atest facility for the

production of briquettes to replace the use of firewood, especially by industrial installations (such as sugar
mills). It is hoped to expand production, and supply other Latin American countries such as Brazil and Haiff.

Confectionery 6 Exports are only a small part of total production.

Silk N.A. Created in the mid-1980s. Most production isin joint ventures with Korean companies and is strongly
export oriented.

Molasses N.A. Exports of this by-product of sugar are only asmall part of total production. The bulk is used domestically fpr
the production of animal food.

Chocolate* N.A. Exports are only asmall and declining part of total production, due to fast growing local demand.

Petrol N.A. Export of occasional surpluses.

Cfangled r*wearts 2 Created in the early 1980s. Four canning plants are now active, and export 90 per cent of their production.

of palm

Canned pineapple * N.A. Produced and exported by Chiquita.

Canned asparagus * N.A.

Source: UNCTAD secretariat, based on alarge variety of sources.
al Exports of products indicated with an asterisk were initiated during the 1980s.
N.A. Datanot available.
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C. Comparative analysis of diversification experience

122. Table8gives, for afew commodities, an impression of the extent of commodity processingin
Colombiacompared to that in other countries. Several productsthat can be exported inraw or processed
form are not included - ferronickd because the datafor an international comparison are lacking; cotton
because alarge proportion of cotton clothing exports are produced from imported materials; and cocoa
because the Colombian cocoaindustry is primarily domestically oriented, and exports of cocoa butter and
chocolate consist only of occasional surpluses.

Table 8

The extent of commodity processing in Colombia: An International Comparison

=t
'

Value of aproduct's exports in processed form relative to the value of its exports in unprocessed form (average 199
Product 1989)
| Colombia | Other countries
Coffee extracts/ 0.04 Brazil 0.12; Céte d'lvoire 0.23; Nicaragua 0.07
coffee beans
Fuel products/ crude oil 0.37 Ecuador 0.15; Malaysia 0.11; Mexico 0.06; Nigeria 0.02; Peru 13.76; Venezuela 0.71
White sugar/raw sugar 0.09 Argentina 0.06; Brazil 0.97; Cuba 0.06; Dominican Republic 0.01; Guatemala 0.00;
Mexico 0.07
Source: Calculations based on UN COMTRADE data base.

123. Pre-export processing of coffee seems rather low in comparison to some other countries.
However, the potentid for further domestic processing of coffeeisrather limited. Investment costsarevery
high, dueto the capita and knowledge-intensive production techniques usedin coffee processing; too high
for Colombian investorsor, for that matter, the Colombian capital market. Moreover, thereisalimited
market for processed pure Colombian coffee, as distinct from beans, which means that it would be
necessary toimport coffeefrom other countriesfor blending. Other technical factors (such asthe shorter
shelf lifeof ground coffee ascompared to coffeebeans) aso hinder further processing. Findly, therewould
be marketing problems (see section D).

124. Exportsof fud productsarerdatively low compared to those of nelghbouring Venezudaand Perul.
Therearea so persistent importsof refined petroleum, due to ashortage in domestic refining capacity.
However, the investments necessary to enhance processing in the fuel sector are enormous, and it is
doubtful whether they would be economically justified.

125. Insugar, the degreeof pre-export processing isnot exceptionally low. Nevertheless, the sugar
sector istrying to upgrade its sugar exports, and to sell semi-refined sugar, especialy to the regional
market. For thispurposeit isentering into cooperation projects with the sugar industry in neighbouring
countries.

D. Marketing experience
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126. Marketing processed commoditiesis much more complicated than marketing unprocessed ones,
because the markets are more segmented, with more scope for market power, and astrong brand name
differentiation for consumer goods. There are serious market access problemsfor those trying to penetrate
thesemarketswithout the support of established companies. 1n Colombia, theimportanceof transnationals
to secure market access can be seen from the fact that foreign companies are important in or dominate the
export tradein severa processed commodities, including ferronickel, coffeeextracts, silk, citricacid and
canned pineapple (seetable 7).

127.  Mitsubishi accountsfor about one quarter of exports of coffee extracts, therest being in the hands
of domestic enterprises. About 15 per cent of the coffee produced in Colombiais processed domesticaly.
Exports used to be asecondary activity for most coffee processing plants. However, subsdiesto domestic
coffee sales were reduced from 1987 on and completely eliminated in November 1990. Asaresult
domestic demand declined by 30 per cent between 1988 and 1990. Therethusisan increasing pressure
oningtant coffeefactoriesto export. Marketing problemswill makethisvery difficult. Strong brand names
aready dominatein many markets, and the costs of entering marketsare high. For example, theright to
put a product on the shelves of a United States supermarket chain costs some US$ 5 million. An
expansion of ingtant coffee exportswill only be possible by giving up some of the profits of marketing; that
is, coffeewill not be exported under a Colombian brand name, but under the name of theimporter (asis
aready the casefor exportsto the EC). Colombiais making an effort to actively promote its exports of
instant, freeze dried, extract, semi-processed and roasted grounded coffee. A ban prohibiting the export
of semi-processed coffee origindly destined for the domestic market waslifted and projects are under way
to Sart processing decaffeinated coffee. Nevertheless, it has proved difficult, to expand exports and these
have beeninsufficient to compensatefor the declinein domestic demand. Inthefirst half of 1991, coffee
processing was down 27 per cent compared to the first half of 1990.%

128. Inferronickd, the Government entered ajoint venturewith Billiton and, until thiscompany sold its
shares, Hanna Mining, to secure its access to the international market. The market for ferronickel is
strongly concentrated and it is difficult for an outsider to penetrateit. Infact, thelendersfor the project,
including the World Bank, demanded to be shown saes contracts before they werewilling to deblock their
loans. Billitonisnow solely responsible for marketing, and is not even obliged to inform its Colombian
partner of the pricesit receives.®

& "Colombia: the gains start to show", Latin American Economy & Business, November 1991; José
Gemell, "Colombia: aiming for new highs', Coffee & Cocoa International, No. 3, 1991.

& Billiton now pays its partner a price based on the prices quoted on the London Metal Exchange
(LME), after deducting a sales commission, while Colombia exports a higher quality of nickel than the quality
that acts as areference for the LME contract.
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E. Conclusion

129. Astable9shows, therolesof the government and of foreign transnationasin the devel opment of
processed commodities for export have been substantial, much more so than for primary commodities.
The domestic private sector has played no part at al, or only aminor one, in the development of the
petroleum products, ferronicke and silk sectors. Thisisto alarge extent dueto thefinancid requirements
for the development of these sectors. On the other hand, privateinvestors havetaken theinitiativein the
development of smaller-scale activities, in particular textiles and leather products. Therole of the
Government in these cases has largely been limited to providing a support framework.

130. Inthecasesof coffeeextractsand citric acid, theinvestmentsrequired for setting up afactory were
50 largethat thiswas only possible with accessto important sources of finance. Inthe caseof citric acid,
much of thesefunds camefrom the Government and aforeign investor, while the remainder were provided
by relatively well-capitalized sugar factories. These sugar factories were also able to finance the
congtruction of white sugar factoriesthemsalves. For coffee extracts, the cooperative coffee sector was
also well-capitalized, as were some of the large private coffee growers and exporters. This made the
investment in four coffeefactories possible. Inthe case of sugar and coffee extracts, thefact that amgjor
share of production was destined for the domestic market, not for exports, provided investorswith the
necessary security.
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Table9

Therole of the government, domestic private sector and foreign investors

in the development of exports of selected processed commodities

Role of government

Role of domestic private sector

Role of foreign investors

Petroleum Major. The petrochemical industry is controlled by No role of significance. No role of significance.
products Ecopetrol, the State oil company.
Ferronickel Major. The sole ferronickel producing company is Norole. Major role. Billiton has provided a

a Government-Billiton joint venture.

major part of investment capital and
expertise, and is still responsible for
marketing.

Cotton textiles

Supporting role, ensuring, among others things,
cheap inputs to textile producers.

Major role. A large part of textile production is
relatively small scale and, to alarge extent, owned
by Colombian private investors.

Minor role. Some foreign companies
invested in textile factories during the
1960s and 1970s.

Hides and |leather

Strongly supporting role, including through

Major role. The production of leather productsis

No role of significance.

products programmes specifically targeted at this sector. relatively small scale, and mainly owned by
Colombian private investors.
Coffee extracts Supporting role. Major role. All coffee plants are set up by Important role. Mitsubishi and Nestlé
Federacafe or the private sector. both have coffee processing interests.
White sugar Supporting role. There are no specific government Major role. Most of the investments in white sugar No role of significance.
support measures for white sugar exports, but production have been made by private investors,
negotiations for regional free trade have helped to with small investments by the Diversification Fund.
open up avery important market to private
exporters, allowing them virtually to replace exports
of raw sugar by those of white sugar.
Citric acid Important role, providing part of the necessary Large role, taking the initiative for the set up of a Major role. Colombiascitric acid plant

investment capital.

citric acid plant, and carrying part of the necessary
investment.

was set up as ajoint venture with aUS
company.
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Major role. The Diversification Fund was used to
finance a pilot project for silk production.

Minor role. Private investors only entered the
sector after several plants had already been set up
by the Government together with foreign investors.

Major role. Several Korean enterprises
initiated large-scale silk productionin
Colombia.

Source: UNCTAD secretariat. Products are ranked in order of size of exportsin 1990. Only activities of direct relevance to the promotion of the different sectors are

included.
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