q—
©
i
N
N
1
=
99
<)




ISSN - 2711 - 1164

April 2023

MONETARY
POLICY
REPORT

* Presented by the technical staff
to the Board of Directors for its
meeting on 28 April 2023.

Banco de la Republica
Bogota, D. C. (Colombia)




Office of the Deputy Technical Governor
Hernando Vargas
Deputy Technical Governor

Office for Monetary Policy and Economic Information (*)
Juan José Ospina
Chief Officer

Programming and Inflation Department
Carlos Huertas
Director

Inflation Section
Adolfo Leon Cobo
Head

Edgar Caicedo Garcia
Juan Pablo Cote Baron
Nicolas Martinez Cortés
Franky Galeano Ramirez
Karen Pulido Mahecha
Sergio Restrepo Angel

Macroeconomic Programming Section
Aardn Garavito Acosta
Head

Luis Hernan Calderon Lopez
Johanna Barbosa Buitrago
Viviana Alfonso Corredor
Marlon Salazar Silva

Dario Perdomo Sanchez

Advisors and Associate Researcher with the Programming and Inflation Department
Celina Gaitan Maldonado
Head

Andrea Salazar Diaz
Nicol Rodriguez Rodriguez
Tatiana Mora Arbelaez

Macroeconomic Modeling Department
Franz Hamann Salcedo
Director

Macroeconomic Modeling Department
Julian Pérez
Director

Jose Vicente Romero Chamorro
Sebastian Garcia Andrade
Marcela De Castro Valderrama
Sara Naranjo Saldarriaga

Juan Andrés Rincon Galvis
Jonathan Munoz Martinez

Consultant and Researchers associated with the Macro-Economic Models Department i
Alexander Guarin eQU|pafeS
Head SELLO DE EQUIDAD LABORAL

Juan Camilo Méndez Vizcaino
Santiago Forero Alvarado
Anderson Grajales Olarte

(*) José David Pulido, leading economist at the Office For Monetary Policy and Economic Information;
Eliana Gonzalez, head of the Statistics Section; Deicy Cristiano, Julian Cardenas, Isleny Carranza,
and Ramon Hernandez, analysts at the Statistics Section; Jesis Bejarano, Director of the Applied
Macroeconomic Analysis Department; Steven Zapata, David Lopez, and Manuela Quintero, analysts
of the Fiscal and Sector Analysis Group; Camilo Gonzalez, Advisor to the Financial Office; and Juan
David Bonilla Pérez, Maria Corina Hernandez Linares, Federico Meneses Serrato, Joseph Yesid Palomino
Velandia, Valeria Ramirez Sanchez, Juan Sebastian Mayorga Guayacan, and Nicolle Valentina Herrera
Pinto, student interns, also participated in the making of this Report.

Edited in Bogota D.C., Colombia
Suggestions and comments: +57 (1) 343 1011 / atencionalciudadano@banrep.gov.co



Monetary Policy in Colombia

Banco delaRepliblica(the Central Bank of Colombia) is required by the Constitution
to maintain the purchasing power of Colombia’s currency in coordination with
general economic policy’. In order to fulfill this mandate, Banco de la Republica's
Board of Directors (hereafter BDBR) has adopted a flexible inflation-targeting
scheme, by which monetary policy actions (MP) seek to lead inflation to a specific
target and achieve maximum levels of sustainable output and employment.

The flexibility of this scheme allows the BDBR to maintain an adequate balance
between reaching its inflation target and smoothing output and employment
fluctuations around their sustainable growth paths. The BDBR has set a 3%
inflation target based on annual change in the consumer price index (CPI). In
the short term, inflation may be affected by factors outside of monetary policy
control, such as changes in food prices due to climate-related phenomena. To
factor in this reality, the BDBR has also set a +1 percentage point range outside its
inflation target (i.e., 3.0 + 1 pp). This range does not represent a monetary policy
target, but rather reflects the fact that inflation can fluctuate around the target
and will not always be equal to 3%.

The main instrument used by the BDBR uses to control is the policy interest rate
(overnight repo rate, or benchmark interest rate). Given that monetary policy
actions take time to have their full effect on the economy and inflation? the BDBR
assesses the inflation forecast and inflation expectations vis-a-vis the inflation
target, as well as the current situation and outlook of the economy, in order to
determine their value.

The BDBR meets once a month, producing monetary policy decisions in eight of
its meetings (January, March, April, June, July, September, October, and December).
In principle, no such decisions are made in the BDBR’s four remaining meetings
(February, May, August, and November):. At the end of the meetings in which
monetary policy decisions are produced, a press release is published and a press
conference held by the Governor of the Central Bank and the Minister of Finance.
The minutes of the meeting describing the positions that led the BDBR to its
decision are published on the following business day. Additionally, the Monetary
Policy Report (MPR)*, produced by the Central Bank’s technical staff, is published
in January, April, July, and October, together with the minutes. On the Wednesday
of the week following the Board meeting, the Governor clarifies concerns about
the minutes, and the Bank’s Deputy Technical Governor presents the MPR. This
dissemination scheme® seeks to deliver relevant and up-to-date information to
contribute to better decision-making by the agents of the economy.

1 Political Constitution of Colombia (1991), Article 373 and Decision C-481/99 of the Constitutional
Court.

2 For further details, see M. Jalil and L. Mahadeva (2010). “Transmission Mechanisms of Monetary
Policy in Colombia”, Universidad Externado de Colombia, Faculty of Finance, Government, and
International Relations, ed. 1, vol. 1, no. 69, October.

3 A Board Member may request an extraordinary meeting at any time to make MP decisions.

4  Formerly known as the Inflation Report.

5  The current communication scheme was approved by the BDBR in its August 2019 meeting
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a/ This graph presents the forecast probability distribution on an eight-quarter
time horizon. Density characterizes the prospective balance of risks with areas of
30%, 60%, and 90% probability surrounding the central forecast (mode), through a
combination of densities from the Patacon and the 4GM monetary policy models.
b/ The probability distribution corresponds to the forecast exercise from the April
report.

Source: DANE - calculations and projections by Banco de la Republica.

1.1 Macroeconomic Summary

The current macroeconomic outlook requires a contractio-
nary monetary policy stance to bring inflation to the target
and contribute towards adjusting aggregate demand to levels
compatible with the economy’s productive capacity and with
a sustainable external position. The economic growth obser-
ved in the last quarter of 2022, together with economic activity
indicators at the beginning of this year, suggest that the eco-
nomy would have continued to decelerate due to lower do-
mestic demand. Nevertheless, the estimated excess demand
remains significant, reflected in an output level that exceeds
the economy’s sustainable productive capacity and a high
current account deficit. Regarding inflation, the external and
domestic supply shocks that had placed upward pressure on
prices and production costs continued to diminish during the
first quarter. Despite this, inflation did not decline as expected
in the January report due to a less pronounced annual dece-
leration in food prices, higher increases in the regulated items
group, indexation to the minimum wage and to the high infla-
tion of 2022, and greater aggregate exchange rate pressures
on prices. These exchange rate pressures have recently eased,
partly because of lower expectations of interest rate increa-
ses in the United States. The technical staff’s inflation forecast
for 2023 increased mainly because of the expected behavior
of fuel prices, shifting further away from the target. Inflation
expectations have risen for the end of this year, and two-year-
ahead expectations have stabilized, yet remain above 3.0% for
both horizons. This macroeconomic setting of excess demand
and high inflation, with forecasts and expectations above the
target, requires a contractionary monetary policy stance to
ensure convergence to the inflation target within the forecast
horizon and the achievement of sustainable output levels.

The accumulated monetary policy measures and the obser-
ved amelioration of certain shocks that have placed upward
pressure on prices will help inflation begin to decline from
the second quarter of 2023, moving close to the target by
2024 (Graph 1.1). During the first quarter of this year, supply
and external and internal cost shocks that affected the eco-
nomy continued to subside, which was reflected in the annual
deceleration of food prices and the producer price index (PPI).
Despite this, inflation did not slow down as expected in the
January report, increasing from 131% in December to 13.3% in
March due to a less pronounced slowdown in perishable food
prices, higher increases in fuel and utility prices, and grea-
ter aggregate exchange rate pressures on prices. For 2023, the
new inflation forecast path shifted up, particularly owing to
the higher expected fuel prices. However, inflation is antici-
pated to decline as of the second quarter of 2023, as food pri-
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a/ This graph presents the forecast probability distribution on an eight-quarter time
horizon. Density characterizes the prospective balance of risks with areas of 30%,
60%, and 90% probability surrounding the central forecast (mode), through a com-
bination of densities from the Patacon and the 4GM monetary policy models.

b/ The probability distribution corresponds to the forecast exercise from the April
report.

Source: DANE - calculations and projections by Banco de la Republica.

Graph 1.3
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a/ This graph presents the forecast probability distribution on an eight-quar-
ter time horizon. Density characterizes the prospective balance of risks with
areas of 30%, 60%, and 90% probability surrounding the central forecast (mode),
through a combination of densities from the Patacon and the 4GM monetary
policy models.

b/ Seasonally adjusted and corrected for calendar effects.

¢/ The probability distribution corresponds to the forecast exercise from the
April report.

Source: DANE, calculations and projections by Banco de la Republica.
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ce increases lessen. Lower expected exchange rate pressures
and further curbing of international costs and prices would
contribute to an annual deceleration of the consumer price
index (CPI1) for goods. Moreover, tighter domestic and external
financial conditions would help reduce excess demand over
the forecast horizon and lower inflation. Consequently, by the
end of 2023, total and core inflation excluding food and regu-
lated items would approach 9.5% and 8.9%, respectively, and
by December 2024 would reach values of approximately 3.4%
and 3.9% (Graphs 1.1 and 1.2). These forecasts are highly un-
certain, especially concerning the future behavior of interna-
tional financial conditions, the depreciation of the Colombian
peso, the pace of domestic demand adjustments, the degree
of indexation of nominal contracts and decisions taken regar-
ding domestic fuel and electricity prices.

In 2023, economic activity would continue to decelerate, rea-
ching levels that are more compatible with the economy'’s
productive capacity and helping reduce demand pressures on
prices (Graph 1.3). At the end of 2022, economic activity conti-
nued its annual slowdown and gross domestic product (GDP)
posted a year-on-year growth of 2.9% in the fourth quarter,
which is lower than the figure estimated in the January report
(41%), but at levels consistent with the initial estimate given
the historical data revisions. For the first quarter of 2023, the
new economic activity measures suggest that annual econo-
mic growth would have been similar to that of the previous
quarter (3.0%), with real domestic demand comparable to that
recorded at yearend 2022. The level of private consumption
would have remained stable, with a quarterly drop in spen-
ding on durable and semi-durable goods, which would have
been offset by services consumption. Higher general and per-
sonnel expenses would produce an increase in public con-
sumption levels. The actual and estimated decline in imports
of machinery and equipment would exceed the improvement
expected in housing investment and, consequently, the level
of gross fixed capital formation would fall. The trade deficit
would have narrowed due to a decline in imports against an
expected increase in exports. For the remainder of the year,
consumption is expected to decline from its current high le-
vels, partly as a result of tight financial conditions. The latter,
coupled with local uncertainty, would also affect investment,
which would remain at lower levels than those seen before
the pandemic. In real terms, the trade deficit would narrow
due to lower projected domestic demand. It is worth mentio-
ning that the downward revision of the 2022-GDP level, a more
paced slowdown in early 2023, and the expectation of a more
tempered economic slowdown implied an upward adjustment
in the output forecast for the entire year. Hence, the econo-
mic growth for both 2023 and 2024 would be 1.0% (Graph 1.3).
Excess demand (as measured by the output gap) would fade
toward the end of 2023 and could turn negative in 2024 (Gra-
ph 1.4). These estimates continue to be subject to a high de-
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a/ The historical output gap estimate is calculated as the difference between
observed GDP (four-quarter accumulation) and potential GDP (trend; four-quar-
ter accumulation) based on the 4GM model.

b/ This graph presents the forecast probability distribution on an eight-quar-
ter time horizon. Density characterizes the prospective balance of risks with
areas of 30%, 60%, and 90% probability surrounding the central forecast (mode),
through a combination of densities from the Patacon and the 4GM monetary
policy models.

c/ The probability distribution corresponds to the forecast exercise from the
April report.

Source: DANE, calculations and projections by Banco de la Republica.
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gree of uncertainty associated with global political tensions,
rising international interest rates and their effects on exter-
nal demand, and changes in the country’s external financing
conditions. Domestically, uncertainty about the economic and
fiscal effects of the reforms announced for this year (pension,
health, labor), and future measures regarding hydrocarbon
production may affect risk premiums, the exchange rate, in-
vestment, and the country’s economic activity.

In 2023, the current account deficit would narrow, mainly re-
flecting lower domestic demand. In 2022, the country’s high
external imbalance (6.2% of GDP) was mainly explained by the
growth in domestic demand and profit remittances from fo-
reign companies. By 2023, the adjustment in domestic demand
would be seen in a reduced current account deficit, which
would fall to 41%, primarily because of lower imports and de-
creased profits sent abroad by companies with foreign direct
investment (FDI). Despite the expected substantial correction
of the external imbalance, it would remain high as a percenta-
ge of GDP, and the Colombian economy would continue to be
vulnerable if the external situation deteriorates significantly.

Despite recent improvements in risk indicators, external fi-
nancial conditions are expected to remain tight. In the Uni-
ted States and the European Union, central banks once again
increased their policy interest rates to address high inflation
levels. This has occurred in an environment where risks to the
stability of the financial system in the United States and Eu-
rope could limit increases in monetary policy rates in these
economies, even though the actual and projected inflation
rates continue to exceed their targets. The new information
available suggests that the Federal Reserve (Fed) would make
an additional increase in the interest rate, and then maintain
it within a range between 5.0% and 5.25% for the remainder of
the year. Contemplating the greater likelihood of an early end
to the Fed’s upward interest rate adjustments, risk premiums
have fallen and the US dollar has depreciated. The Brent oil
prices, which had dropped in March, recently returned to abo-
ve USD 80 per barrel and are expected to remain largely steady
for the remainder of 2023. The steeper cost of global financing,
the loss of real income due to high global inflation levels and
the enduring war in Ukraine, among other factors, would con-
tinue to impact the global economy and suggest a slowdown
in external demand that is relevant for the country. Uncertain-
ty about external forecasts and their impact on the country
remains high, given the unpredictable evolution of the war in
Ukraine, geopolitical tensions, and external financial condi-
tions, among others.

1.2 Monetary Policy Decision
In its March and April of 2023 meetings, Banco de la Repibli-

ca’s Board of Directors (BDBR), decided to continue the mo-
netary policy tightening process. In March, the BDBR decided

M
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Graph1s A / unanimously to raise the monetary policy interest rate by 25
xvoelit@ré’aﬁg;'cy interest rate, interbank rate and BB basis points (bps), and in its April meeting, by a majority vote

increase it by 25 bps. Therefore, the rate stands at 13.25% (Gra-
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Sources: Office of the Financial Superintendent of Colombia and Banco de la
Republica.
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2. Macroeconomic Forecast and Risk Analysis

Graph 21
Real GDP, main trade partners.
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Graph 2.2

Total inflation, select main trading partners
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2.1 International Outlook
2.1.1 Foreign Demand

The technical staff maintains its assumption of a slowdown
in external demand for Colombia, although at a more gradual
pace than foreseen in the previous report (Graph 21). Along
with said slowdown, high global uncertainty and the persis-
tence of factors such as Russia’s invasion of Ukraine, geopoli-
tical and trade tensions, inflation rates above the targets, and
relatively high monetary policy interest rates would also occur
(Graph 2.2). In addition to the recent risk of financial instability
in the United States and some European countries. The Inter-
national Monetary Fund (IMF)' projects a slowdown in world
economic growth to 2.8% in 2023, which would be expected to
recover slightly to 3.0% in 2024 (Graph 2.3). As for the coun-
try’s trading partners, a slowdown in average growth to 1.6%
is assumed for 2023, which is higher than the 1.2% stated in
the January report, mainly due to the economic activity seen
in the first quarter of the year in the United States and some
countries in the region. Despite the energy crisis, the eurozone
economies are performing better than anticipated, which to-
gether with China’s elimination of Covid-19 restrictions would
also benefit Colombia’s external demand. However, it is worth
noting that the reduction in inflation could be slower than an-
ticipated, and global monetary policy could remain restrictive
for a longer period, leading to a modest expansion of external

B. Core Inflation
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Source: Bloomberg.

1 International Monetary Fund. 2023. World Economic Outlook: A Rocky Re-
covery. Washington, DC. April.
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Macroeconomic Forecast and Risk Analysis

Graph 2.3
Global economic growth
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Graph 2.4
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demand for Colombia of 1.9% in 2024, which is lower than the
2.0% stated in the previous report.

For 2023, a reduction in economic growth would be expected
in the major advanced economies. However, China’s growth is
expected to increase, which would benefit the global dyna-
mic. In the United States, a GDP growth rate of 1.0% would be
expected for 2023, which is lower than the economy’s poten-
tial and the previous year's growth rate (2.1%). This assumption
includes a weak economic performance in the second half of
the year, amid the tightening of monetary policy (Graph 2.4,
panel A), a decline in investment, and an impact on the in-
ternal financial conditions amid the recent financial stability
risks. On the other hand, the eurozone would also be expec-
ted to experience a significant economic slowdown, falling to
0.6% in 2023. This would occur in an environment of additional
adjustments to monetary policy, gradual withdrawal of fiscal
support, and continuing risks in the natural gas supply (Graph
2.4, panel B). In the first quarter of 2023, the Chinese economy
grew by 4.5% annually, and the expectation is that it would
continue to recover, reaching 5.2% by year-end 2023. This up-
turn would be explained by the easing of health restrictions
and by new government stimulus,? yet would be limited by a
weakened real estate sector, heightened geopolitical tensions
with the United States, and the slowdown in growth in advan-
ced economies.®

Monetary policy interest rate, select main trading partners

A. Developed Economies
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Source: Bloomberg.

2 In March 2023, the People’s Bank of China (PBOC) cut the reserve require-
ment rate by 25 bps in order to stimulate private consumption.

3 At the close of this report, preliminary figures showed that in the first
quarter of 2023, the US GDP grew by 1.6% annually. The eurozone would
be expected to have grown by 1.3% in annual terms.



Table 21
Economic Growth among Major Trade Partners®/

Main 2021 2022 2023 2024
partners (pr) (proj) (proj) (proj)
59 21 1.0 1.0

United States

Eurozone 53 35 0.6 13
China 8.4 3.0 5.2 5.0
Ecuador 4.2 29 24 23
Brazil 5.0 29 0.9 1.6
Peru 13.6 27 2.0 2.6
Mexico 4.7 31 14 17
Chile 1.7 2.4 -0.7 21
All trade

partners®/ 71 3.0 1.6 19

(pre): preliminary, (proj): projected
a/ Projections based on contribution of non-traditional trade.

Sources: Bloomberg, Focus Economics, statistics offices and central banks (obser-

ved data); Banco de la Republica (projections and calculations).
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Macroeconomic Forecast and Risk Analysis

For 2023, low economic growth would be expected for the
main trading partners of the region* (1.5%) (Table 21). In
2023, the slowdown in these economies would occur in an
environment of tight internal and external financial condi-
tions, lower year-on-year growth in advanced countries, and
high global uncertainty. Some of these countries would con-
tinue to endure political and social uncertainty, while limi-
ted fiscal space would continue to impact the performance of
their economic activity. However, prospects for private con-
sumption have improved in some of these countries and they
would benefit from China’s expected economic performance
improvement.

2.1.2 International Prices

For 2023 and 2024, a reduction in oil prices would be expec-
ted compared to the 2022 average, although they would re-
main relatively high (Graph 2.5). In the first quarter of 2023,
oil prices showed increased volatility with an average Brent
price of USD 82 per barrel (bl). In particular, the sharp price
drop recorded in March occurred amid concerns about glo-
bal financial stability. For the forecast horizon, the expected
reduction in crude prices compared to 2022 would occur in a
backdrop of a sharp slowdown in advanced economies and
a fear of recession in the United States. This is compounded
by Russia’s cap on oil prices and the redirection of its ex-
ports, particularly to Asia, the increase in oil production in
non-OPEC countries, better gas supply in Europe and a re-
latively strong dollar. However, the oil price would be pus-
hed up by the economic recovery of China and outstanding
growth in India and other Asian countries, larger cuts in oil
extraction by OPEC+ and expectations of lower oil production
in Russia. This explains the assumption of a relatively high oil
price compared to pre-pandemic levels, averaging Brent pri-
ces of around USD 86 per barrel (bl) in 2023 and USD 83 bl in
2024. This implies some downward revision compared to the
previous report (USD 87 bl in 2023 and USD 84 bl in 2024). In
general, uncertainty surrounding the evolution of this price is
high, primarily due to the multiple shocks affecting this mar-
ket. In this environment, in 2023, the country’s terms of trade
for goods would present annual decreases, which would be
associated with lower prices for the country’s main exported
products (oil, coal, and coffee), and would be partially offset
by a moderation in the dollar price of imports as a result of
normalization in global supply chains (Graph 2.6) and lower
global demand pressures.

4 Is the average trade-weighted real GDP of Ecuador, Brazil, Chile, Mexico,
and Peru.
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Graph 2.6
Global Supply Chain Pressure Index®
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Sources: Gianluca Benigno, Julian di Giovanni, Jan J. J. Groen, and Adam I. Noble,
“A New Barometer of Global Supply Chain Pressures” Federal Reserve Bank of New
York Liberty Street Economics.

Graph 2.7
Assumed U.S. Federal Reserve quarterly interest rate
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In 2023, global inflation would be expected to decrease, yet
remain above the target of most central banks. According to
the IMF's April report, after reaching its peak in 2022 (8.7%),
the average annual total global inflation would fall to 7.0%
and 4.9% in 2023 and 2024, respectively. The moderation in
inflation is occurring within a setting of lower commodity pri-
ces and the normalization of global supply chains (Graph 2.6).
However, these values represent an upward revision from the
IMF's January report. In the United States, annual headline
inflation continued to moderate in March and stood at 5.0%
compared to 6.0% in February (Graph 2.2). However, the annual
core inflation increased in March, reaching 5.6% after the 5.5%
reported for the previous month.> On the other hand, annual
headline inflation for the eurozone decreased in March, stan-
ding at 6.9% compared to 8.5% in February, while the annual
core inflation increased to a historical high of 5.7% from 5.6%
in the previous month (Graph 2.2). Finally, market expectations
suggest that headline inflation would continue to temper in
these countries, though it would be expected to remain above
their 2.0% target at the end of this year.®

21.3 International Financial Developments

For 2023, the assumption of the policy interest rate in the Uni-
ted States remained unchanged. For 2024, reductions with a
terminal rate between 3.75% and 4.0% are expected, which is
25 basis points higher than the previous report (Graph 2.7).
In February and March, the Federal Open Market Committee
(FOMC) increased the policy interest rate by 25 basis points at
each meeting, bringing it to between 4.75% and 5.0% by the
end of the first quarter, in line with the technical staff's ex-
pectations in the January report. This occurred in a context
of a tight labor market and emerging financial stability risks
that would have moderated expectations of increases in the
policy interest rate. Additionally, inflation - although reduced-
remains elevated, with persistent upward pressures on its core
component. Going forward, an increase of 25 basis points is
still expected at the May meeting, which would place the rate
between 5.0% and 5.25% by yearend 2023. This assumption is
aligned with FOMC forecasts and different market surveys.” In
contrast, futures markets have exhibited high volatility amid
recent events associated with the banking system and sug-

5  Lower fuel prices in March contributed to lower total annual inflation,
while services prices continued to push core inflation upward.

6  In March, consumer inflation expectations stood at 4.7% and 2.8% for
one and three years, higher than expected in the February survey (New
York Federal Reserve). In the euro zone, the median harmonized headline
inflation would stand at 3.2% and 2.2% for the last quarter of 2023 and
2024, respectively (March European Central Bank survey).

7  According to the FOMC's March projections, the median policy rate for the
end of 2023 and 2024 stands at 5.1 percent and 4.3 percent (up from 4.1
percent previously), respectively.



Graph 2.8
U.S. bank deposits and financial conditions for select
advanced economies
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gest lower rates starting from the last quarter of 2023%. For
2024, reductions are assumed that would bring the interest
rate to a range between 3.75% and 4.0% by the end of the year,
which implies a 25-basis point upward revision compared to
the previous report. On the other hand, at its March meeting,
the European Central Bank (ECB) increased its benchmark in-
terest rates by 50 basis points to control inflation. Additionally,
according to market surveys, further increases would occur in
the coming months.

In March 2023, international financial conditions deteriora-
ted compared to the first two months of the year. After the
collapse experienced by some banks in the United States in
March and the financial difficulties affecting major banks in
Europe towards the end of that month, international markets
showed a strong risk aversion and concern about the sound-
ness of the banking system in advanced economies. Similarly,
the world’s major stock markets recorded significant monthly
declines, in particular regarding financial services companies’
equity indices. In addition, volatility indicators in advanced
economies (Vix, Vstoxx and Move) increased significantly com-
pared to February, and deposits in US banks declined (Graph
2.8, panel A). Also, the yield curve in the United States conti-
nued to suggest a possible economic recession as it remai-
ned inverted despite a slope decrease recorded for March;
consequently, international financial conditions deteriorated
for that period (Graph 2.8, panel B). However, following the
implementation of a new liquidity support program by the
Federal Reserve, as well as the backing of the Swiss Natio-
nal Bank in UBS’s acquisition of Credit Suisse, the turmoil in
the banking market decreased during the last few weeks. The
effect of recent international financial events on Colombia’s
financial conditions is uncertain, as short-term risk premiums
may increase while in the medium term, they may decrease if
central banks in advanced economies respond with a loose
monetary policy to unfavorable domestic credit conditions. In
this context, trade balance data for Colombia indicates out-
flows of foreign portfolio investments worth USD 661 million
during the first quarter of 2023. This contrasts with portfolio
investment inflows reported by the Institute of International
Finance (IIF) in emerging economies worth USD 96.9 billion
during the same period. These flows were mainly directed
toward Asian countries (USD 55.4 billion) and Latin America
(USD 29.0 billion).

8  Atthe beginning of March, expectations that the Fed would accelerate the
pace of its benchmark rate hike to control inflation were high. Following
the emergence of financial stability risks, the futures market began to
signal reductions in the policy interest rate for this year.

9  The ECB's survey average anticipates that the interest rate for main re-

financing operations (MROs) would increase from 3.5% in March 2023 to
4.25% by year-end.
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Graph 2.9
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Similar to the previous report, it is assumed that the forecast
horizon for Colombia will continue to show a risk premium
above its historical average and pre-pandemic level (Graph
2.9). Due to high volatility and concerns about financial sta-
bility in advanced economies, risk premiums in several emer-
ging economies increased in March compared to the values
recorded in the first two months of the year (Graph 210, panel
A). In the case of Colombia, the five-year Credit Default Swap
(CDS) average increased from 275 basis points in February to
305 in March, peaking at 352. However, despite high volatility
and concerns in international markets, exchange rates in the
region remained relatively stable in March. As of April 25th,
risk premiums for emerging economies have moderated, and
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gher than its historical average due to external uncertainty
factors such as concerns about a possible credit contraction
in the United States and global financial stability, geopoliti-
cal uncertainty, and possible additional interest rate hikes in
advanced economies, among others. Domestic factors such as
the relatively high level of public debt to GDP ratio, ambiguity
surrounding local economic policy and a credit rating for fo-
reign currency debt that remains below investment grade also
contribute to this premium. Considering the above, the tech-
nical staff would expect a risk premium similar to that of the
January report, which would average 285 basis points in 2023.
An average reduction up to 275 basis points would be expec-
ted for 2024, in line with the expected resolution of adverse
events in international financial markets and the reduction of
the country’s macroeconomic imbalances.

Graph 210

Behavior of nominal exchange rate and risk premium for select Latin American countries
A. Five-year credit default swaps B. Nominal exchange rate
(Basis points) (Index, December 2019=100)
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Graph 2.1
Quarterly RER inflationary gap®
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2.2 Macroeconomic Projections™
2.21 Inflation

The decline in annual consumer inflation has been postponed
to the second quarter of 2023, moment from which it would
converge towards the target within the forecast horizon part-
ly as a result of the cumulative effort of monetary policy. For
2023 and most of 2024, inflation was revised upwards princi-
pally because of a greater expected adjustment in fuel prices.
In addition, there were other unforeseen supply shocks, in-
dexation to high inflation rates, higher cumulative exchange
rate pressures and a wider output gap in 2023, among others.
Throughout the forecast horizon, inflation would exceed the
target, especially due to indexation effects and the necessary
increase in domestic fuel prices. Despite this, headline infla-
tion would be expected to decrease and adopt a convergen-
ce path towards 3.0% starting in the second quarter of 2023.
This is a result of exchange rate pressures that would gradua-
lly subside, as suggested by the inflationary gap in the real
exchange rate (Graph 2.11). This would be accompanied by a
gradual decrease in international prices and costs, the dece-
leration of the Producer Price Index and the exhaustion of ex-
cess demand, in an environment where monetary policy has
adopted a stance aimed at bringing inflation to levels close to
3.0% by the end of 2024. Additionally, an increase in agricultu-
ral supply would be expected as climate conditions normalize,
the incentives for planting driven by high prices at the end
of 2022 bear fruit and bottlenecks resulting from roadblocks
subside. Based on the above, it would be expected that, by the
end of 2023, annual headline inflation will stand at approxi-
mately 9.5% and that it will continue to decrease during 2024,
reaching a figure close to 3.5% by the end of the year (Graph
2.12).

The core inflation rate would be expected to gradually de-
crease as of the third quarter of this year as a result of tem-
pering in demand growth and the convergence of inflation
expectations towards the target. The path for core inflation,
measured through the CPI (excluding food and regulated
items) was revised slightly upward, especially for 2023, mainly
as a result of a wider output gap for much of this year and
the indirect effects of higher fuel prices, as explained below.
A further increase in core inflation would be expected in the
second quarter; however, as the year progresses, the monetary
policy measures implemented will help to gradually alleviate
some of the upward pressures resulting from excess demand
and high inflation expectations, allowing for a reversal of the
upward trend and a convergence path towards 3.0% from the
second half of the year. This would also be aided by the gra-
dual lessening of pressures from the exchange rate, interna-

10 Results assume an active monetary policy wherein Banco de la Republi-
ca’s benchmark interest rate is adjusted to ensure compliance with the
inflation target.
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Graph 213
CPI excluding food and regulated items
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tional prices and costs, as well as the dilution of the upward
effects associated with changes in indirect taxes and VAT-free
days. On the goods sub-basket side, the effects of changes
in VAT implemented last year" would dissipate in the second
half of the year. This would allow the annual variation of this
CPI sub-basket to significantly break its current trend from
the third quarter, aided by the gradual reduction of the afo-
rementioned external, exchange rate and demand pressures.
Meanwhile, the annual variation of the CPI for services would
be expected to face some upward short-term pressures stem-
ming from disruptions in transport supply due to recent diffi-
culties experienced by some airlines. Coupled with the signifi-
cant weight of indexation factors and the upward shock earlier
this year resulting from the full reinstatement of indirect taxes
on some services™ this sub-basket would only start to decrea-
se from late 2023. Its reduction would be the result of the gra-
dual alleviation of excess demand, inflation expectations, and
costs of some services such as food away from home. Therefo-
re, core inflation of around 8.9% would be expected by the end
of 2023. For 2024, this indicator should maintain a convergence
path toward the target, aided by the reversal of the shocks
that have affected it, the elimination of excess demand, an in-
dexation at lower inflation rates and the anchoring of inflation
expectations to the target resulting from monetary policy ac-
tions. By the end of that year, core inflation would be forecast
to close at 3.9% (Graph 2.13).

The path for the annual variation of the CPI for food has been
revised upward for yearend 2023 and for 2024, although it
would continue to exhibit a decreasing trend insofar as su-
pply shocks continue to be overcome and exchange rate pres-
sures ease. The substantial decrease in the annual adjustment
of food prices projected throughout the horizon responds, in
part, to the role that decreased international prices and costs,
the dissipation of the exchange rate shock, and the recovery
of domestic supply of perishable foods would play. The latter,
thanks to the normalization of climatic conditions and the high
internal prices observed in recent months should stimulate
investment in the sector. In this context, it would be expec-
ted that the CPI of perishable foods experience a significant
decrease in the second quarter of this year and subsequently
show increases at much lower rates than those observed in
2022. Additionally, the CPI of processed foods should conti-
nue to increase, although at a lesser pace than that of the last
two years. Thanks to the above, in both cases, more moderate
annual variations are expected in the coming quarters. These
forecasts assume normal climatic conditions throughout the

11 These changes correspond to (1) a reinstatement of VAT on toiletries and
personal hygiene products as of July 2022; and (2) the last VAT-free day
in June 2022. Due to the design of the collection of information by DANE,
these changes in the VAT were reflected in the CPI for September 2022.
Thus, their effect on the annual adjustment figures will remain for ano-
ther twelve months.

12 Full reinstatement of VAT on airline tickets and tourism-related services,
and excise tax on food away from home.
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horizon. That is, they do not include the possible impact that a
weak or moderate El Nino phenomenon could have at the end
of this year and the beginning of the next, which has a high
probability of occurrence according to some climate agencies.
Considering the above, it would be expected that the annual
variation of CPI of food for 2023 will close near 6.4% and in
2024 at around 0.4% (Graph 2.14).

CPI for regulated items would continue to be subject to signi-
ficant indexation pressures and would depend largely on the
authorities’ decisions on fuel prices. The annual adjustment
of the CPI for this sub-basket would remain high during 2023,
close to 15.0%, and above the expectations set in January’s
report, largely because of a higher path of observed and ex-
pected adjustments in fuel prices and some public services.
However, the annual variation of the CPI for regulated items
and services would decrease significantly in 2024, driven by
a lessening of indexation pressures and a moderation in fuel
adjustments, in an environment where upward exchange rate
pressures and other costs that affect the tariffs of some pu-
blic services are absent. For fuel prices, increases would be
expected throughout the forecast horizon above those antici-
pated in the previous report, taking into account that the mo-
difications observed at the beginning of the year exceeded
the technical staff’s projections. These higher prices would
also have an indirect upward impact via higher transporta-
tion costs primarily on the food and other items sub-bas-
kets. Thus, the annual variation of the CPI for regulated items
and services would be expected to reach its peak during the
second quarter of 2023 and, from there, reverse direction
towards a declining trend that would lead it approximately
to 14.5% by yearend. This trend would subsequently conti-
nue throughout 2024, allowing for a year-end closure of 4.5%
(Graph 2.15).

The various measures of inflation expectations at all hori-
zons continue to be above the target. Compared to January
figures, expectations for the end of 2023 increased, while
those for the end of 2024 did not change and one, two and
five-year ahead inflation expectations fell or remained un-
changed. The latter is a positive sign for re-anchoring expec-
tations and the convergence of inflation towards the target.
The expectations of economic analysts obtained from the
monthly survey conducted by Banco de la Repiblica between
April 10 and 12 (Graph 2.16) suggest a median headline infla-
tion rate of 9.3% (8.6% in the January survey) and 9.4% for
inflation excluding food (8.0% in the January survey) by the
end of 2023. By yearend 2024, according to the survey results,
these measures would drop to 5.0% (the same as indicated
in the January survey) and 4.7% (4.6% in the January survey),
respectively. Additionally, in the current survey, expectations
for one- and two-year ahead headline inflation fell compa-
red to the January survey from 7.7% to 7.0% and from 4.5% to
4.0%, respectively. For a five-year horizon, they remain stable
at 3.4%. Moreover, with information to April 21, the expecta-
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Graph 216
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tions based on public debt bonds (breakeven-inflation, BEI)
adjusted by the inflation and liquidity risk premiums,* show
two-, three- and five-year ahead inflation expectations of
7.4%, 6.8%, and 5.8%, respectively (8.2%, 7.5%, and 6.3%, res-
pectively, in April's report)™.

2.2.2 Economic Activity

Available figures for the first quarter would have confirmed
a slowdown of the Colombian economy on a year-on-year
basis, although less pronounced than anticipated in the pre-
vious report. Despite the slowdown, GDP would have grown
in the first quarter and the levels of economic activity would
continue to be high. For this period, the available sectoral
indicators, including the Economic Tracking Index (ISE) as of
February (Graph 2.17), suggest that the GDP would have grown
at an annual rate of 3.0%, like the rate observed in the fourth
quarter of 2022, but considerably lower than that observed
during the rest of that year (Graph 2.18). Despite the above,
the new forecast is higher than that contemplated in the
January report (1.8%) and would imply a leveled expansion
of the GDP (with a quarterly annualized growth rate of 2.7%).
On the supply side, where most information is available to
date, tertiary activities would have continued to show the
highest activity, mainly because of the positive performance
of financial and insurance, information and communication
activities, and the high levels maintained by art and enter-
tainment. Additionally, the agricultural sector would have a
greater dynamic on account of the recovery of coffee pro-
duction and livestock farming. Conversely, the manufacturing
sector would have contributed to a slowdown of secondary
activities.

Domestic demand would have continued to slow down, parti-
cularly due to the weakening of investment. In the first quar-
ter, the annual growth of domestic expenditure would have
moderated (2.0%) with a limited quarterly increase (0.3%). The
expected decline in investment levels would explain much of
the domestic demand’s loss of momentum. Machinery and
equipment investment fell during this first quarter, especia-
lly in the transportation category, according to preliminary in-

13 Inflation expectations net of premiums are calculated as the differen-
ce between nominal and real rates excluding risk based on public debt
markets at multiple terms (Abrahams et al., 2015; Espinosa et al., 2015).
Consequently, the so-called inflationary risk premium is derived by sub-
tracting the premium by term on the TES in UVR from the premium on the
TES curve in pesos. The differences between these term premiums can re-
flect uncertainty over future inflation, however it can also be influenced
by friction in particular markets, such as the preference of some agents
to invest in certain types of bonds. Meanwhile, the liquidity component
is calculated as the difference between the liquidity premium from the
TES curve in pesos and the premium from the TES curve in UVR. As a re-
sult, total BEI calculated with this methodology can be disaggregated by
expected inflation, the inflationary risk premium, and a liquidity compo-
nent.

14 These figures correspond to the calculation made in April for January ra-
tes.
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formation from capital goods imports in March. In contrast,
construction investment (other buildings and structures, and
housing) would have shown some progress in this period, pri-
marily in the civil works subcomponent, which would be as-
sociated with increased execution of investment projects by
local and regional governments.

Total consumption would also have decelerated, largely due
to a moderation of private consumption growth, despite con-
tinuing to display relatively high levels at the beginning of the
year. First-quarter expansion of private consumption would
have occurred at a lower annual rate than that observed du-
ring 2022. Service consumption would have continued to re-
port the highest dynamics, while the consumption of goods,
particularly durable goods, would have been reporting set-
backs. Available indicators support them, including tertiary
ISE, retail sales, consumer credit disbursements and consu-
mer goods imports (Graph 2.19). The expected deceleration
of household consumption would occur within a context of
low confidence levels and the depletion of savings amassed
during the pandemic, in addition to tighter credit conditions
than in 2022 partly because of monetary policy adjustments.
Regarding first-quarter public consumption, some recovery is
expected following the sharp drop reported by DANE in the
second half of last year. This recovery implies an increase in
the levels of expenditure by regional and local governments.
Given the above, total consumption in the first quarter would
have decelerated in terms of annual variations.

A moderate expansion of exports coupled with a correction
of imports towards more long-term sustainable levels would
have allowed net external demand to positively contribute
to the quarterly annual growth. A slight increase in exports
for the first quarter would be associated with external sales
of manufacturing and services, especially for non-resident
tourism. This latter subcomponent would benefit from the
depreciation of the peso. However, export growth would be
limited by external sales of basic goods. This is suggested by
the export volume figures observed in February (Graph 2.19),
which show declines in coal and coffee exports. The higher co-
ffee production observed at the beginning of the year should
translate into increased external sales toward the second
quarter of 2023. On the import side, a further decline in import
volumes is expected, mainly due to lower purchases of capi-
tal goods, as suggested by preliminary DIAN figures for March
(Graph 2.20). Thus, imports would present an annual decline
largely due to the deceleration of domestic demand, particu-
larly private consumption and investment in machinery and
equipment. Considering the abovementioned, a drop in the
trade deficit in constant pesos is expected compared to yea-
rend 2022, as well as a positive contribution to annual GDP
variation for the first time in two years.

The downward revision of the 2022 GDP level and a more gra-
dual slowdown during 2023 drove an upward adjustment in
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Graph 2.20
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the growth forecast for the whole year. The economy would
be expected to continue its slowdown in terms of annual va-
riations, with quarterly setbacks in economic activity starting
in the second quarter of 2023. In this way, the Colombian eco-
nomy would enter a phase of moderation after having reached
relatively high levels in 2022. This would occur in a backdrop
of tight internal and external financial conditions, relatively
low consumer and business confidence, and high—albeit de-
clining—inflation, as previously noted. These circumstances
would lead to a minimal expansion of private consumption
throughout the year, without ruling out negative annual and
quarterly variations in some quarters. On the contrary, slight-
ly higher levels of public consumption are expected versus
2022, consistent with the National Government’s Financial
Plan. Investments would be expected to fall both in annual
and quarterly terms throughout the year, especially due to
investment in machinery and equipment, concluding the high
levels observed in 2022 will not be repeated. Housing invest-
ment levels could also see a contraction given the high su-
pply and financing costs for households and businesses. This
lower performance would be partially offset by investments
made by local and regional administrations during their last
year in office. On the international front, a scant increase in
exports would be expected for the whole of 2023, partly as a
result of the economic slowdown anticipated for the coun-
try's main trading partners, as stated in the first part of this
chapter. Given the above and considering the lower basis for
comparison for 2022 resulting from the latest figures revised
by DANE, GDP growth for the whole of 2023 is forecast at 1.0%,
higher than the figure published in the January report (0.2%)
(Graph 2.21).

The adjustment of the economy would extend into 2024, with
GDP growth rates below long-term levels, which would con-
tribute to the convergence of inflation to its target. By 2024,
the baseline forecast scenario assumes that the shocks from
international commodity prices and global supply chain pro-
blems, as well as the consequences of the conflict in Ukraine,
would have been largely overcome. Thus, greater dynamism
is expected in terms of trading partner economic growth
which would boost Colombian exports. However, on the do-
mestic front, the economic adjustment process should con-
tinue with scant growth in private consumption and invest-
ment. Although a gradual recovery in spending is expected as
inflation declines and financial conditions begin to ease, the
effect of these more favorable circumstances would be felt
beyond the forecast horizon. With all this, a growth rate of
1.0% is projected for the Colombian economy for all of 2024
(Graph 2.22).

In 2023, the Colombian economy would continue to show sig-
nificant excess demand. This positive output gap would de-
crease throughout the year due to the projected restraint of
domestic demand, then reach negative levels, thus contri-
buting to the convergence of inflation to its target. In 2022,
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the high GDP growth, driven by vigorous domestic demand,
improvements in the labor market, along with core inflation
that surprised on the upside with annual variations above
the target, suggest that the Colombian economy would have
operated above its productive capacity, as suggested by the
current estimated output gap. For 2022, a similar annual posi-
tive output gap is estimated (2.4%), to that mentioned in the
January report (2.5%) with an annual potential output growth
that would have reached 4.0%. For 2023, it would be expec-
ted that these excesses of demand would gradually dissipate,
consistent with tight internal and external financial conditions
leading to an annual contraction of domestic demand. Howe-
ver, upward revisions for 2023 in both headline and core infla-
tion as well as in the GDP’s projected annual growth, among
other factors, imply a slower closure of the output gap with
slightly higher levels than those considered in the previous
report. Thus, the central forecast scenario of this report inclu-
des an annual output gap that would be close to 0.3% by the
end of 2023, which would then enter into negative territory
and reach -1.3% by the end of 2024 (Graph 2.23). These estima-
tes would be consistent with potential output level increases
and annual rate growths of 31% in 2023 and 2.6% in 2024. It
should be noted that these estimates are surrounded by great
uncertainty due to the internal and external risks mentioned
in other sections of this report.

Considering recent labor market behavior and economic ac-
tivity forecasts, it is estimated that the national unemploy-
ment rate would remain stable during 2023 at 11.0%, ranging
from 9.8% to 12.2%. The information provided by the DANE's
Integrated Household Survey (GEIH) and administrative re-
cords shows a slight growth in the labor market in annual
terms, although monthly levels remain relatively stable. This
slowdown in employment is more noticeable in the salaried
segment and confirmed by other sources of information such
as pension-dependent contributors and affiliates to occu-
pational hazards and family compensation funds. It is also
consistent with the relative stability shown in job vacancies
and hiring expectations. Based on the aforementioned, the
national unemployment rate for the rolling quarter that en-
ded in February was 11.0%.” However, unemployment figures
for February reported the lowest values in five years, partly
due to improved employment dynamics in rural areas. Based
on this situation and the macroeconomic scenario foreseen
in this report, the technical staff estimates that the national
unemployment rate would remain relatively stable throu-
ghout 2023. Hence, the yearly average would range between
9.8% and 12.2%, with a most likely value of 11.0%. In urban
areas, the yearly average would range between 10.3% and
12.7%, with a most likely value of 11.5%. These forecasts as well
as non-accelerating inflation rate of unemployment (NAIRU)
estimates suggest that the urban unemployment gap remains

15 See Chapter 3 of this report for additional information.
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Graph 2.24
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in negative territory yet would close over the year® This indi-
cates that while the labor market remains tight, this situation
would gradually correct itself during the year. Consequently,
inflationary pressures from salary cost dynamics associated
with the labor market would ease, although regulatory-re-
lated pressures would persist, particularly due to minimum
wage adjustments.

2.2.3 Balance of Payments

A current account deficit of 41% of GDP is projected for 2023,
lower than the 6.2% observed a year ago (Graph 2.24).” The
lower trade deficit of goods and services would play a signifi-
cant role in correcting the deficit. The aforementioned is pri-
marily a result of the economic slowdown and domestic de-
mand adjustment, which would thus reflect in lower import
levels, coupled with the impact of lower prices of imported
commodities and freight costs for merchandise transport as
global supply chains return to normal. Favorable dynamics in
tourism services exports are expected to continue surpassing
pre-pandemic levels. However, the correction of the trade de-
ficit would be constrained by the reduction in international
prices of key export products such as oil, coal, and coffee, as
well as the slowdown in external demand. This would be com-
pounded by the relatively low production levels of the main
export commodities, given the supply disruptions observed in
recent years® Lower net outflows in the primary income ba-
lance would also contribute to the annual adjustment of the
current account deficit, where the effect of reduced profits of
companies with foreign capital would dominate despite the
expected increase in interest payments on debt by non-resi-
dents. Finally, regarding the current flows associated with se-
condary income, a relatively high surplus is expected to re-
main. This is because in 2023 worker remittances are expected
to increase, in line with the increase in Colombian migration
abroad and tight labor markets in several countries where Co-
lombian migrants reside. From the perspective of savings and
investment aggregates, the reduction of the current account
deficit would be compatible with the smaller imbalance of the
public sector and an adjustment of private sector consump-
tion and investment. Overall, the uncertainty about current
account forecasts and its components is high due to multi-

16 See April 2023 Labor Market Report.

17 Forthe fourth quarter of 2022, the current deficit represented 6.1% of GDP,
explained by high net factor income outflows and the trade imbalance.
For the first quarter of 2023, the current account deficit is expected close
at 4.5% of GDP, which represents a correction compared to the previous
year.

18 In the case of coal, some mines have closed, resulting in a fall in produc-
tion and exploitation. As for oil, in 2020 international prices fell signifi-
cantly, affecting production and investment in the sector, and as a result,
pre-pandemic extraction levels have not recovered. With regard to coffee,
production has declined in the midst of climate-related issues and within
a context of high agricultural supply costs.
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ple shocks affecting the global economy, risks to the country’s
growth and the volatility of international financial markets.

In 2023, lower external financing needs are expected due to
the reduced current account deficit. This report assumes that
the country would continue to have access to different sources
of financing under an environment of high international inte-
rest rates and financial market volatility. Under this assump-
tion, the financing of the current account deficit would con-
tinue to be largely supported by FDI. However, a decrease in
capital inflows is expected owing to the economic slowdown,
lower commodity prices and a high base for comparison given
the large investment operations carried out in 2022. Private
external borrowing would also continue to bring in resources.
On the other hand, net capital inflows to the public sector
would decrease in line with the expected lower fiscal deficit
for this year.

2.2.4 Monetary Policy and Interest Rates expected by Analysts

The median analyst expectations for the second-quarter po-
licy rate is 13%, decreasing to 12.3% by the end of the year
(Graph 2.25). The median response to Banco de la Republica’s
monthly survey of analyst expectations carried out at the be-
ginning of April suggests that the policy interest rate during the
second quarter of 2023 would stand at 13.0% and would begin
to decline during the fourth quarter of the year, ending that
quarter at 12.3% (Graph 2.25). Analysts anticipate significant
reductions in the policy interest rate during 2024, projecting
an average of 7.7% during the fourth quarter of 2024 and 6.8%
at the beginning of 2025. In comparison, the technical staff
would expect the policy interest rate to behave in a manner
consistent with the gradual convergence of the inflation to the
target, which is on average higher than what was anticipated
by the market in the April 2023 survey. It is worth mentioning
that the respondents also expect higher growth and inflation
rates than those forecasted by the technical staff. The forecast
horizon continues to be characterized by high levels of uncer-
tainty around the speed at which external and internal shocks
affecting inflation will dissolve, the speed at which excess de-
mand will be corrected, and the external financial conditions
that could increase or reduce inflationary pressures stemming
from the exchange rate.

2.3 Balance of Macroeconomic Risks

Several of the upward inflationary risks have materialized
and been incorporated into the central scenario, resulting in
higher projected inflation despite a more balanced risk en-
vironment. Compared to the previous report, several of the
shocks that have affected prices have been incorporated into
the central inflation scenario, which implies a higher projec-
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tion by yearend 2023. In the predictive densities (PD)™ exercise carried out in this
report, uncertainty remains high, and several risk factors are incorporated into the
macroeconomic scenario, including uncertainty about the external context of the
economy, the pace of adjustment of domestic demand, the speed at which supply
shocks dissipate, and the future evolution of fuel prices (given external factors and
local administrative decisions affecting such prices).

Uncertainty surrounding the external outlook remains significant, particularly
concerning the factors that determine the financing conditions of emerging eco-
nomies. In this context, the predictive density exercise incorporates high levels of
uncertainty about the Fed'’s interest rate amid risks of more persistent inflationary
pressures, concerns about financial stability, and the possibility of a slowdown in
the United States. In turn, the risk premium (five-year CDS) maintains an upward
bias especially because of local factors in a backdrop of persisting significant ma-
croeconomic imbalances. Finally, there remains a moderate negative bias on global
economic activity insofar as important geopolitical conflicts continue, as well as
risks of further global trade fragmentation and increases in social and political
tensions in the region. Considering the above, inflationary pressures from the ex-
change rate would be expected to have significant uncertainty and an upward bias
in the forecast horizon.

The DP exercise includes an upward bias in headline inflation for 2023, which is ac-
centuated in 2024. However, the materialization of risks has led to a more balan-
ced outlook (Graphs 2.26 and 2.27). This report considers that the volatility of the
external environment and its consequences on exchange rate pressures continues
to generate significant uncertainty and an upward bias on the goods, regulated
items and food baskets. Additionally, there are still certain specific risks that affect
the uncertainty and inflation biases over the projection horizon. In particular, the
DP exercise incorporates risks related to the effects on the prices of rents as the
housing supply decreases, greater adjustments in the price of fuels and some pu-
blic utility tariffs, as well as air and land transportation fares.

Risks to economic activity forecasts would be relatively balanced in 2023 with a
downside bias for 2024 (Graph 2.28), although high uncertainty remains regarding
the speed at which consumption would slow down. The predictive density exer-
cise incorporates the new GDP growth path which assumes a more balanced risk
profile than in the previous report. However, the speed at which economic activity,
particularly consumption, would slow down remains an important source of uncer-
tainty in the forecasts. For 2024, the predictive density exercise considers risks that
generate downward biases in GDP growth and the output gap (Graph 2.29). Among
the most noteworthy factors that affect this result is the upward bias in the cost
of external financing originating from a less favorable behavior of risk premiums
(CDS) than expected, as well as the possibility of lower global economic activity. In
this context, the predictive density for GDP growth and the output gap continues
with a high level of uncertainty and a downward bias in 2024.

In summary, the balance of risks is characterized by a significant level of uncer-
tainty for inflation in 2023. For 2024, there remains a downside bias for GDP grow-
th and an upside bias for inflation. In this context, there is a 90% probability that
headline inflation would lie between 7.8% and 11.5% by yearend 2023 and between

19 Technical details on the construction of the risk balance through the predictive density exercise
can be found in the paper “Caracterizacion y comunicacion del balance de riesgos de los pronosti-
cos macroeconémicos: un enfoque de densidad predictiva para Colombia” (Méndez-Vizcaino et al.,
2021) and in Box 1 of the July 2021 Monetary Policy Report.
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Graph 2.27
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Source: DANE; calculations and projections by Banco de la Repiblica.

0.9% and 6.5% at the end of 2024. Meanwhile, core inflation, with the same degree
of certainty, would be between 7.3% and 10.8% at the end of 2023, and between
1.6% and 6.4% in the fourth quarter of 2024. The probabilities of headline and core
inflation being below 4.0% during the fourth quarter of 2024 are 57% and 50%, res-
pectively, similar to those estimated in the January report. As for economic activity,
there is a 90% probability that annual GDP growth would be in a range between
-11% and 3.0% for 2023 and between -1.8% and 3.7% for 2024.
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Graph 2.28
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3. Current Economic Situation
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3.1 Inflation and Price Behavior

During the first quarter, annual consumer inflation remained
relatively stable and slightly above 13% against a backdrop
of decreasing external inflationary pressures, but with still
persistent upward local pressures. Annual inflation ended the
first quarter of the year at 13.3%, higher than forecast in the
previous report (Graph 3.1). Annual core inflation (CPI exclu-
ding food and regulated items) continued the ascending path
it had been following since the beginning of 2021, climbing
from 9.5% in December 2022 to 10.5% in March 2023. In the year
to date, consumer inflation was affected by inflation-indexed
prices of goods, services and regulated items to the obser-
ved inflation rate, along with some indirect tax reinstatement
which took place early in the year. The demand and exchan-
ge rate pressures also encouraged the marked price adjust-
ments, as indicated by the positive output and real exchange
rate gaps referred to further on. External pressures continued
to subside early in the year, as suggested by falling interna-
tional commodity and goods prices and declining inflation in
the United States and other countries (see Chapter 2 of this
report). The aforementioned, along with improved weather
conditions, has been reflected in a deceleration in the rate
of food price increases, with its annual variation beginning to
drop as of February. These same factors influenced producer
inflation, which in March was below the rate witnessed in De-
cember, reaching 12.5% and 19.2% respectively, a fall that was
also aided by a favorable base of comparison. Within the PPI
basket, the drop in both the local component (from 20.5% in
December to 12.5% in March) and the imported component
(from 16.4% to 12.7%, respectively) contributed to a fall in pro-
ducer inflation (Graph 3.2).

During the first quarter, annual growth in the CPI for goods
remained relatively stable and disrupted the upward path it
had been following since the beginning of last year. In fact,
the ascending momentum of goods decelerated between De-
cember (15.0%) and March (15.1%) (Graph 3.3). Nevertheless,
the annual rate of change in goods remained high, largely due
to idiosyncratic factors including an enduring positive output
gap and a particularly strong demand for means of transpor-
tation (vehicles, motorcycles and bicycles). Additionally, there
are upward pressures resulting from the indirect tax reinsta-
tement (on toiletries, hygiene and some medical products) as
of mid-2022, an event that implicates a rise in prices that in
annual terms will last until the middle of this year. The cumu-
lative exchange rate depreciation from previous quarters also
augments this, as suggested by the positive real exchange rate
gap of the second quarter (Graph 3.3).
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Graph 3.4
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The annual change in the CPI for services continued to rise
during the first quarter because of the indexation of certain
prices to the high inflation seen in 2022 and the significant
adjustment of the minimum wage. This upward trend resulted
in an annual change in services that reached 8.7% in March.
During the first quarter, the CPI for services was largely dri-
ven by the escalation of rent prices, which in March recorded
an annual change of 4.5% (Graph 3.4). Another sub-basket
that heightened the CPI for services was the sub-set “others”,
which in March registered an annual change of 8.6%. Most no-
table in this sub-set were more expensive prices for vehicle
insurance and higher education in general. In the former, the
increase was primarily derived from higher automobile prices
and, in the latter, from the role of indexation to the higher
wages and 2022 inflation mentioned before. Furthermore, the
price of airline tickets and tourism, in general, increased due
to the post-pandemic reinstatement of the VAT on these ser-
vices. Annual changes in the CPI for food away from home be-
gan to level off at around 19.0% during the first quarter, after
exhibiting a marked upward trend as of the second quarter of
2021. The recent stability seen in food away from home may
be the result of a slowing in food price changes, as explained
further on.

During the first quarter, the annual change in the CPI for re-
gulated items accelerated significantly, mainly due to adjust-
ments in domestic fuel prices. The annual change in the CPI
for regulated items increased between December (11.8%) and
March (14.7%), mainly owing to a revision in the price of regular
gasoline, which increased during the first quarter by more than
COP 1,000 and spurred the annual percentage change thereof
from 10.7% in December 2022 to 18.7% in March 2023 (Graph 3.5,
panel A). As explained in previous reports, this price increase is
an adjustment resulting from the Government’s policy aiming
to correct the deficit of the Fuel Price Stabilization Fund (Fon-
do de Estabilizacion de los Precios de los Combustibles, FEPC)
by closing the gap between the spot price of gasoline and its
international benchmark. These greater fuel costs, higher in-
flation, and minimum wage increases significantly intensified
the annual adjustments to regulated transportation compo-
nents between December (6.8%) and March (11.6%). Moreover,
public utilities continued to register high annual adjustments,
slightly above 17% in the first quarter. Finally, both basic edu-
cation (9.9%) and the “others” group (12.1%) also contributed
to increasing the CPI of regulated items between January and
March, as a result of their indexation to higher inflation and
wages (Graph 3.5, panel B).

The increases in food prices began to taper off during the first
quarter owing to more favorable international conditions. Be-
tween December (27.8%) and March (21.8%), the annual change
in the CPI for food fell for the first time since the first quar-
ter of 2021, with slowdowns especially in the perishable foods
segment (Graph 3.6). International prices and costs continued
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to fall in the first quarter, in contrast to the steep increases ex-
perienced during the same period of the previous year when
the conflict in Ukraine began, which considerably heightened
food prices in Colombia. The gradual abatement of this shock
became apparent at the beginning of 2023 and has translated
into a decline in annual perishable and processed foods chan-
ges, which also enjoyed a favorable base of comparison. The
fall in the annual change during the first quarter was partially
offset by still unfavorable weather conditions that provoked,
among other factors, supply problems in certain regions of
the country due to the closure of several roads, including the
Pan-American Highway, which was the most detrimental. Other
factors that have prevented a greater drop in the CPI for food
were the cumulative exchange rate depreciation, higher labor
costs, and domestic supply problems for milk, beef, tuber and
plantain products.

3.2 Growth and Domestic Demand

In the fourth quarter, annual GDP growth moderated signi-
ficantly due to a slowdown in domestic demand. In this pe-
riod, the economic activity posted a year-on-year growth of
2.9%, continuing the downward trend prevailing since early
2022 (Graph 3.7). This is lower than the figure estimated in
the January report (41%), largely due to an upward revision in
historical data. In quarterly terms, GDP growth was moderate
(2.7% quarterly annualized, according to seasonally adjusted
data corrected for calendar effects). Consequently, the Colom-
bian economy for the whole of 2022 grew by 7.5%, reaching
levels that surpassed by 10.7% those seen in 2019 (see Box 2).
These results occurred in a domestic setting of high inflation
and rising loan interest rates, as well as tighter international
financial conditions and the economic slowdown of Colom-
bia’s trading partners. These factors, in the aggregate, began
to translate into a more moderate domestic demand as of the
third quarter, continuing into the fourth quarter, with exports
contributing less to growth (Graph 3.8). On the supply side, ter-
tiary activities maintained a positive growth momentum, whi-
le the agricultural sector, mining and construction registered
year-on-year contractions.

Consumption grew at a slower pace, which in turn dimini-
shed the annual growth of domestic demand. In this quarter,
domestic demand grew by 4.6%, annually, the first negative
quarterly rate (-1.6%) since the second quarter of 2020. This
slowdown was primarily due to a significantly lower quar-
ter-on-quarter decrease in total consumption, which ex-
panded annually by only 2.0% in this period. In household
spending, the durable and semi-durable goods segments con-
tracted in both annual and quarterly terms, while non-durable
goods and services grew marginally, although decreasing in
annual terms. The slowdown in private consumption occurred
against a backdrop of high real interest rates, low confidence
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levels and the depletion of household savings accumulated
during the pandemic, which supported a good part of the con-
sumption recovery seen in 2021 and 2022. Additionally, during
the fourth quarter, public consumption recorded a significant
annual and quarterly drop (4.8% and 51%, respectively), partly
attributed to lower reimbursements to healthcare providers
for services and medicines, as well as lower purchases of Co-
vid-19 vaccines.

Total investment also decelerated, but continued its dou-
ble-digit annual growth, reaching new highs. During the four-
th quarter, gross capital formation increased quarter-on-quar-
ter, although the annual growth leveled off significantly (Graph
3.10). The quarterly improvement was the result of increased
investment in machinery and equipment, a segment that per-
formed better than expected, expanding in the quarter by
6.2%, and by 31.3% on an annual basis. Construction invest-
ment, however, showed only modest performance, with de-
creases in both the housing component and in other buildings
and structures. For the former, although annual growth was
relatively low (3.6%), it continued to surpass pre-pandemic
levels (see Box 1). The latter saw an annual decline (-8.3%),
mainly associated with weak spending on civil works that con-
tinued throughout the year.

In the fourth quarter, there was a significant decline in im-
ports in real COP, while exports continued to gradually increa-
se. The slowdown in domestic demand, specially seen in lower
consumption levels, translated into a considerable quarterly
drop in imports during the fourth quarter (-5.3%), and althou-
gh annual growth remained high (10.1%), it moderated versus
previous quarters. This fall in imports was largely explained
by lower purchases of capital goods and durable consumer
goods. In contrast, exports kept levels close to those of the
third quarter, driven mainly by external sales of manufactured
goods and services. Nevertheless, this growth was offset by
declines in exports of basic goods, such as coal and coffee.
Accordingly, the trade deficit in constant pesos for the fourth
quarter was slightly smaller than in the third quarter (Graph
3.11), although its contribution to annual GDP change remai-
ned negative.

On the supply side, except for art and entertainment acti-
vities, all GDP components exhibited a slowdown in annual
growth. In the fourth quarter of 2022, tertiary activities conti-
nued to be the most dynamic, with an annual increase of 4.3%.
This behavior was mainly explained by the solid performance
of the arts and entertainment sector (40.2%), given the boom
in online gaming and sports betting. Likewise, the financial
and insurance sector (8.4%), and information and communica-
tions activities (6.3%) also continued to show momentum. Se-
condary activities, on the other hand, only grew by 1.6%, given
a significant annual decline in the civil works segment and a
slowdown in the annual growth of the manufacturing industry.
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The primary sector continued to show a negative growth trend
(-3.2%), given the poor performance of agricultural activities
that were adversely affected by negative weather conditions,
among other factors, which mainly impacted coffee as well
as some other crops. The primary sector was also affected
by very low growth in coal and oil extraction, sectors whose
fourth-quarter results were markedly below pre-pandemic le-
vels (Graph 3.12). It should be noted that although most of the
productive sectors registered annual growth, it was below the
levels observed in previous quarters.

3.3 Labor Market?®

The most recent labor market information shows that an-
nual employment growth continues to moderate yet remains
at relatively stable levels. In the rolling three-month period
ending in February, the results of the Integrated Household
Survey (GEIH) show an annual growth for employment of 3.6%,
which equals 768,000 new jobs. Employment in recent months
has remained stable,” with employment in rural areas showing
signs of recovery after the fall experienced in the second
half of 2022, while employment in urban areas has stopped
growing. Expressly, between January and February, the change
in average employment in rural and urban areas was 0.9% and
0.1%, respectively (Graph 3.13). On a sector breakdown, annual
employment growth for the rolling three-month period ending
February was driven mostly by the positive performance in the
commerce and lodging, transportation and communications,
and manufacturing sectors, which together contributed 2.3 pts
to the total annual change in employment. On the other hand,
finance and construction showed annual contractions, while
the public administration, health and education sectors, as
well as the agricultural sector, remained stable.

In recent months, there have been contrasting behavior in
employment by occupation. In February, rolling three-mon-
th data showed the salaried segment drove national aggre-
gate employment, mainly through the private employment
component.? However, in this period, compared to January,
salaried employment remained stable, while non-salaried
employment grew by 1.4% (Graph 3.14). Other sources of infor-
mation on salaried and formal employment, such as pension
contributions in the Comprehensive Contribution Settlement
System (PILA) and the records of affiliates to family compensa-

20 For a more detailed analysis of the labor market, we invite you to consult
Banco de la Repiblica’s Labor Market Report, available at https://www.
banrep.gov.co/es/reporte-mercado-laboral

21 In line with employment behavior, average total national employment
remains stable (56.5%); the employment rate for rural areas grew (55.4%),
while remaining constant in urban areas (57.6%).

22 In February, rolling quarter data show that salaried employment grew by
7.2% and non-salaried by 0.5%.
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tion funds (CCF), confirm that salaried employment remained
static. The growth of non-salaried and informal employment,
together with the leveling off in the formal segment, has led
to an increase in informal employment in recent months. For
the rolling quarter ending in February, this national indicator
stood at 57.4%, remaining at historic low levels.

The national aggregate unemployment rate corrected in Fe-
bruary the slight increases registered in recent months. In Fe-
bruary, the rolling quarter national unemployment rate stood
at 11.0%, reversing the upward trend it had been following sin-
ce October 2022. By geography, this correction primarily arose
from a reversal in the rural unemployment rate, which stood
at 10.4% (Graph 3.15). The urban unemployment rate remained
relatively stable (11.5%) but with significant differences among
the main cities. Those that presented the largest drops in an-
nual unemployment rates were Tunja (-5.2 pts), Santa Marta
(-4.9 pts) and Popayan (-4.9 pts); in contrast, the most signi-
ficant increases were registered in Quibdo (71 pts), Ibagué
(4.9 pts, Armenia (4.6 pts) and Riohacha (2.1 pts). As regards to
unemployment by gender, the indicator for women was more
stable than for men, the latter group having registered increa-
ses in unemployment over the fourth quarter of 2022, which
were reversed in February. Consequently, during that month
the gender gap, after several months of correction, widened
once more and stood at 5 pts, a similar level to that seen be-
fore the pandemic.

Formal labor demand indicators have remained stable, which,
together with the behavior of unemployment, suggests that
the labor market is contracting. The job vacancy indexes ob-
tained from the January classified ads and hiring derived from
the GEIH and PILA figures to January and December, respecti-
vely, ceased the falloffs observed in the last months of 2022.
On the other hand, the job vacancies index computed from the
Public Employment Service (PES), available to December, con-
tinued to narrow. The mixed behavior of the job vacancy in-
dexes suggests relatively stable job creation. This is confirmed
by the hiring expectations in Banco de la Repiblica’s monthly
Survey of Economic Expectations (EMEE), which by the four-
th quarter of 2022 shows a similar quarter-on-quarter equili-
brium between those planning to increase and those planning
to decrease their workforce in the short term. The behavior of
urban unemployment rates and relatively high levels of job
vacancy rates suggests, according to a Beveridge curve? (Gra-
ph 3.16), a tighter labor market that is consequently inflicting
inflationary pressures.

The labor market continues to be tight and, therefore, would
still be generating inflationary pressures. However, the recent

23 The Beveridge curve is a graphical representation of the relationship be-
tween unemployment and the job vacancy rate.
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Table 31
Average monthly interest rates
(Percentage)

I P 7 2o e
Interbank
Policy rate 175 2.70 6.00 11.48 1276
'Orllt;r:iagw; 179 273 606 1147 1262
BBI overnight 177 272 602 1146 1263
BBI 1-month 193 296 677 1181 1290
BBI 3-months 227 336 778 12M 13.02
BRI 6-months 276 397 871 1233  13.02
BRI 12-months 9.78 12.20 12.53
Deposits
Savings 097 119 283 572 710
DTF 90-days 205 308 772 1342 13.31
CDT* 180-days 245 371 840 1558  13.99
CDT 360-days 316 510 1075 17.08 1452
CDT > 360-days 368 714 1437 1915 14.59
Credit
Preferential 498 600 10.82 1857 18.53
Ordinary 734 818 1262 1927  20.69
Egﬂsﬁn ‘;bgjrchases 9.06 940 1201 1722 1858
E‘Jtr’cnhcashe(;usmg 1098 1155 1368 1700 1715
Sg;i%’:]fétl?;n” 1709 1751  23.08 3123 3460
SSﬁ;%l;wlstaign 123 1165 13.83 1945  19.99
Credit card 2349 2447 2802 39.01 4118

*CDT (term deposit certificates)
Sources: Office of the Financial Superintendent of Colombia, calculations by Banco
de la Republica.
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stability of vacancies and hiring expectations would suggest
that the tightness could begin to ease during 2023. Finally, as
of January, labor income information from the household sur-
vey shows that nominal income continues an upward annual
path, but at a slower pace than observed inflation for the sa-
laried segment, which has a more rigid nominal income. Thus,
the median real income of salaried workers fell annually by
2.4% versus that for non-salaried workers, which increased by
6.3%.

3.4 Financial and Monetary Markets

In the first quarter, the slowdown in lending became more
marked and the upward trend in interest rates on deposits
and some types of loans came to a halt (Table 3.1). This be-
havior occurred in an environment of somewhat tighter inter-
national and domestic financial conditions, but lower expec-
tations of significant adjustments in monetary policy interest
rates. Also, country risk premiums remained at high levels,
with an upward trend in loan portfolio delinquency and in-
creased criteria for grant loans by financial entities in Colom-
bia. Up to February, increases in interest rates continued in
the monetary, deposits and loan markets, with some recording
decreases in March. Loan institutions recorded profits similar
to those observed a year ago and maintain higher solvency
levels than those required under regulations.

Credit in national currency was less dynamic, primarily in con-
sumer loans (Graph 3.17). The moderation of consumer credit,
which had been observed since yearend 2022, continued du-
ring the first three months of the year and also affected other
credit modalities. This slowdown has occurred in an environ-
ment of high credit interest rates, an increased debt and fi-
nancial burden on agents, deteriorating delinquency indica-
tors, and more onerous requirements by financial institutions
to grant loans. In March, the annual growth of the loan portfo-
lio in Colombian pesos was 13.4% (2.2% in real terms)*, 3.4 pts
lower than that observed in December. This behavior was led
by the consumer loan portfolio, which between December and
March recorded a slight drop in its level and a deceleration
in its annual growth from 19.0% to 12.8% (1.3% in real terms).
Loans for house purchases recorded a slower deceleration,
from 13.9% to 12.0% (0.4% in real terms), especially affected by
the lower activity in the public housing segment (VIS) loans. As
regards to commercial loans, these increased by 14.2% year-
on-year in March (3.4%, in real terms), lower than the 16.4%
figure registered in December. Commercial loans in USD gran-
ted by domestic banks recorded a slight recovery, exhibiting
an annual growth in March of 4.7%, while bond placements in
the domestic market fell by 5.4%. Finally, microcredit presen-

24 Deflated by CPI excluding food.
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ted a slight increase in annual growth, escalating from 14.4%
to 14.6% (2.9%, in real terms) between December and March,
respectively.

In March, the upward trend in nominal and real interest rates
on term deposits and some loans halted (Table 31). In the first
quarter, the BDBR lessened the scale of monetary policy rate
increases (MPR) (75 bps in January and 25 bps in March), which
stood at 13.0% in March. In the money market, (the interbank
rate, TIB, and bank benchmark index IBR), interest rates with
terms of less than six months have adjusted to the same level
as the MPR, while the twelve-month IBRs were on average 60
bps lower in March. This behavior suggests expectations that
the MPR will stabilize in the coming months with possible de-
creases as of the last quarter of the year. Regarding deposits,
interest rates on savings increased and reached 7.1%, while in-
terest rates on term deposit certificates (CDTs), the only source
of deposits that grew since last year, decreased in March and
were below those seen in December 2022. The lower costs of
funds captured through CDTs are believed to have contributed
to the drop in some lending rates. In effect, interest rates for
ordinary and preferential commercial loans decreased mon-
th-on-month in March versus February for the purchase of so-
cial interest housing and payroll loans. Additionally, in March,
interest rate increases for consumer loans, for the purchase of
non-social interest housing and for credit cards moderated. In
real terms, the levels of commercial and consumer interest ra-
tes decreased, but remain above the average computed since
2003, while the rate for home purchases decreased and conti-
nued below its average (Graph 3.18).

Credit institutions show suitable levels of solvency and pro-
fits that have slowed down.. The information to January 2023
shows core and total capital adequacy ratios at 14.5% and
18.2%, respectively, a significant margin with respect to the
required minimums of 4.5% and 9.0%. The profits reported
as of December (COP 16.2 t) were very near those of the pre-
vious year (COP 16.1 t), but lower than calculated in mid-2022
(COP 20.5 t). These profits were recorded after covering the
materialization of credit risks, particularly consumer credit,
whose delinquency rates increased between December 2021
and January 2023 from 4.5% to 5.9%. In January, microcredit
recorded delinquency increases of 49 bps, the home purcha-
se loan portfolio of 28 bps and commercial loans of 22 bps
(Graph 3.19). In turn, the results of financial stress exercises?
computed with information up to December 2022, which si-
mulate extreme macroeconomic scenarios, continue to reveal
that the institutions’ equity would be able to assimilate the

25 Over a cumulative twelve-month window.

26 See the “Sensitivity Exercises” sections included in the Financial Stability
Reports published by Banco de la Repiblica https://www.banrep.gov.co/
en/financial-stability-report .
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Box 1
The Housing Market in Colombia, recent Developments
and Outlook

Nicol Rodriguez
Corina Hernandez*

Over the last two years, the real estate market in Colombia has shown a dynamism, re-
flected in historically high levels of housing starts, sales and launches. This has brought
about an increase in housing investment, particularly as of the third quarter of 2022,
which contributed to the recovery of overall investment in the Colombian economy
after the Covid-19 crisis. This was generated, in part, by the expansionary fiscal and
monetary policy measures implemented to stimulate the recovery of economic activity
in the country.

However, in recent months the housing market has been registering signs that forewarn
a change in housing investment trends going forward in light of a significant drop in
sales and indications of a slowdown in future supply. The above, against a backdrop
of moderating factors that drove the positive market performance of previous years,
lower confidence levels and greater household debt, a steep increase of construction
costs, higher financing costs and, in general, a macroeconomic adjustment process that
the Colombian economy requires for inflation to return to its target and for the product
and the external balance to reach sustainable levels.

1. The Housing Market, 2020-2022

From the second half of 2020 to mid-2022, the market for new homes showed significant
increases in sales, driven by factors related to the recovery of economic activity after
the pandemic. Consequently, influences such as the ample supply of subsidies, loose
financial conditions, and the availability of household savings that at yearend 2020 and
during 2021 helped finance pent-up demand, would explain a significant part of the
high housing market dynamic. In 2021, sales reached an all-time high of 238,000 units,
which exceeded 2019 figures by approximately 37%. This result was driven by both the
social interest housing (VIS) and non-social interest housing segments (non-VIS).

Subsidies for housing purchases have been one of the most significant influences on
positive sales performance. Under the 2020 Compromiso por Colombia (Commitment
for Colombia) reactivation plan, the Mi Casa Ya (My House Now) program was expanded
so that low-income households could purchase housing. As a result of this policy, 2021
and 2022 saw a significant upsurge in the number of subsidies allocated,' from around
30,000 in 2019 to more than 65,000 in said period. In the case of the non-VIS segment,
the subsidies from the Mortgage Portfolio Reserve Stabilization Fund (FRECH)? program,
provided until 2022, would have been the main accelerant that buoyed the increase in
the number of finished home sales. This was compounded by loose financial condi-
tions, with interest rates for home purchases that reached a historic low in mid-2021,

* The authors are members of Banco de la Replblica’s Programming and Inflation Department. The views and
opinions expressed herein do not necessarily reflect those of the Bank or its Board of Directors.

1 On May 2020, within the economic reactivation plan, the availability of 200,000 subsidies was announced for
2020 and 2022: 100,000 for VIS and 100,000 for non-VIS. According to figures from the Ministry of Housing, City
and Territory (MinVivienda), in 2020 and 2021 the number of subsidies allocated through the Mi Casa Ya program
increased by over 100% versus the number provided in 2019.

2 This subsidy was granted to buyers of new housing with a pre-approved mortgage loan or housing lease. The

subsidy provides coverage over the agreed interest rate for homes whose price does not exceed 500 monthly
minimum wages in force (SMMLV).
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Graph R11
Value-added housing construction®
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a/ Seasonally adjusted and corrected for calendar effects.
Sources: DANE, calculations by the authors.

Graph R1.2
Home sales by segment #/
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Sources: Camacol, calculations by the authors.
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reflecting an expansive monetary policy and wide availability of
credit for this mechanism.

The housing supply would have responded to the improved sales
scenario, both in the VIS segment through the greater supply of
new homes, as well as in the non-VIS segment from inventory
buildup over the previous years and the boost in new project
launches. The growth in the new VIS supply was observed in the
historic high starts and launches seen during the first half of 2022,
which recorded levels of up to 30% above those seen before the
pandemic. Furthermore, in the non-VIS segment, inventory buil-
dup recorded since 2015,® together with the recovery of launches
and project initiations, supported the increase in sales during
2021. It is worth noting that the supply response occurred in an
environment of rising construction costs. According to residential
figures in the DANE’s building construction cost index (ICOCED),
costs showed notable adjustments, from annual increases of 5.3%
in April 2021 to values nearing 10% by mid-2022.

The housing market’s positive performance would have enabled
housing investment levels, in 2022, to exceed pre-pandemic le-
vels. In particular, in the fourth quarter of that year, this com-
ponent of demand registered annual growth of 12.8% and 3.6%
versus the same period in 2019 and 2021, respectively (Graph R1.1).
Besides, housing sales and supply behavior would have found a
relative market equilibrium, which was reflected by an absence
of significant increases during 2021% in the real prices of new® and
existing® housing. This was compounded by the regulatory limit
imposed on sales prices of the VIS’ segment, which recorded the
greatest sales volumes.

2. Recent Slowdown in the Housing Market

From the second half of 2022, certain real estate market indica-
tors began pointing to a possible cooling of housing investment
going forward. Indeed, since August 2022, sales recorded annual
reductions which have accentuated in recent months (Graph R1.2)
in both the VIS and non-VIS segments. The latter has occurred
against a backdrop of increased household financial burden and
debt, lower confidence levels and higher levels of country and
exchange rate risk. This along with upward adjustments in the
monetary policy interest rate in an environment of high inflation,
an increase in construction costs that may have been passed on
to selling prices, and strong aggregate demand dynamics prima-
rily in goods and services consumption.

The downward trend in sales would be related to a downturn in
the factors that propelled the market between 2021 and mid-2022.

3 The housing construction sector recorded a healthy activity during the beginning
of the last decade, leveraged on high international oil prices and the increase in
national income. When the price of crude dropped in 2013, sales of this asset con-
tracted significantly and the sector, particularly the non-VIS segment, showed high
inventory buildup rates through the following years. The latter would also have led
to a significant decline of new supply indicators.

4  The DANE's new housing price index (IPVN for its Spanish acronym) is used as
benchmark.

5 Banco de la Republica’s used housing price index (IPVU for its Spanish acronym) is
used as a benchmark.

6  See “Box 1: Recent Housing Market Performance” in the April 2022 Monetary Policy
Report by Banco de la Republica.

7 The sales price of a VIS unit can range between 130 and 150 minimum monthly wag-
es in force (SMMLV).
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Graph R1.3
Factors affecting housing demand

A. Number of subsidies assigned through the Mi Casa Ya program
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B. Interest rate for home purchases by segment
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a/ The weighted average by interest rate value of the disbursements in pesos and
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b/ The weighted average by interest rate value of the disbursements in pesos and
in UVR to purchase VIS homes. Additionally, the data are smoothed over a 4-week
rolling average.

¢/ The simple average between VIS and non-VIS purchase interest rates.

Sources: Office of the Financial Superintendent of Colombia, calculations by the
authors.
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Primarily, uncertainty surrounding the continuity of some of the
housing subsidy programs coupled with the termination of others
would have dampened the households’ purchase intent. Particu-
larly in the case of the VIS segment, the anticipated depletion
of the Mi Casa Ya program subsidies by 2022 and changes an-
nounced in the requirements for access® would explain, to a large
extent, the drop in sales! (Graph R1.3, panel A). In the non-VIS
segment, the end of the FRECH program in 2022 would have re-
duced their incentives to purchase housing. In addition, with the
Colombian economy facing an environment of high inflation and
excess demand, monetary policy adjustments have involved in-
terest rate increases' to guarantee the convergence of inflation
to its target in the medium term. In turn, this necessary correc-
tion of the monetary policy interest rate has been reflected in
higher borrowing costs for home purchases,? which could have
affected households’ home purchase decisions, resulting in the
consequent delay thereof (Graph R1.3, panel B). Likewise, higher
borrowing costs would imply an increase in the financial burden
of households, limiting their borrowing capacity for home pur-
chases.

Sales in the non-VIS segment could also be affected by the re-
cent increase in the preference for foreign assets by residents
and non-residents ®, in an environment of greater perception of
country risk, which has been echoed in an increase in the risk pre-
mium for Colombia (measured through the five-year CDS). This is
a result of the perception of housing as an investment asset that
may affect portfolio reallocation decisions in the face of changing
market conditions. Furthermore, the approved tax reform would
result in fewer incentives to purchase housing, by reducing the
tax deduction ceiling for housing interest payments and tax be-
nefits for voluntary contributions to pension plans and AFC ac-
counts (savings accounts to encourage housing investments).
This was compounded by more restrictive financial conditions in
loans for home purchases, amidst an increase in the loan quality

8 According to the Ministry of Housing, as of September 2022, 65,000 subsidies were
allocated: 41,800 were funded within the current year and 23,000 additional subsi-
dies had to be supported with the 2023 budget. See: https://minvivienda.gov.co/
sala-de-prensa/comunicado-mi- casa-ya

9 Under the new government, the Mi Casa Ya program would focus on the most vul-
nerable households in rural areas of the country. According to Decree 490 of April 4,
2023, those seeking a subsidy for the down payment of up to thirty SMMLV and the
interest rate of up to 5 pts, must meet the following requirements: 1) they must not
be homeowners in the national territory; 2)they must not have been beneficiaries of
any subsidy to acquire housing; and 3) their Sisbén IV classification musts be A1 to
D20. The above conditions would result in altering the allocation of demand, priori-
tizing the country’s rural areas of the country, which would give rise to a transition
period as supply for the new beneficiaries is generated.

10 In the second week of April 2023, the MinVivienda enabled the first disbursement
of new subsidies for 2023, in contrast with 2022, when close to 19,000 subsidies had
already been allocated by March of that year.

11 Since September 2021, the Board of Directors of Banco de la Repiblica has increa-
sed the monetary policy rate from an all-time low of 1.75% to 13.25% by April 2023.

12 Borrowing costs have reached 18-year record highs.

13 In 2022 and so far in 2023 to March, Colombian investment (both direct and through
securities) in foreign assets has increased significantly, while in 2018 and 2019, by
contrast, capital inflows were the norm.

14 The tax reform reduced the deduction ceiling from 5,040 UVT (tax value units) to
1,210 UVT for interest payments on housing, AFC and AVC contributions and depen-
dents, among others.
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delinquency indicator® In addition, the possible influence of the recent emigration
phenomenon on housing demand cannot be ruled out

Along with lower sales of new homes, indicators of future supply are also on the decli-
ne. Figures up to March 2023, show that housing launches presented significant annual
contractions versus their mid-2022 historical highs. Regarding housing starts, the non-
VIS segment registered negative annual variations since mid-2022, which explains the
total market decline (Graph R1.4), while the VIS segment has remained stable, registe-
ring high levels supported by previous years’ sales. This has taken place in a scenario
wherein construction costs remain high, with annual increases of close to 14% in recent
months according to the residential ICOCED (Graph R1.5, panel A). This could have led
some builders to halt construction or postpone delivery dates. In addition, the increase
in housing construction interest rates, which reached levels of around 18% in March
2023, would also be curbing the pace of future supply in the sector (Chart R1.5, panel
B) within a scenario of falling sales and little room for passing on construction costs to
housing prices.

The market contraction has been evident in the longer placement times of the availa-
ble supply. Both in the VIS and non-VIS segments, the rotation pace exceeds the levels
observed throughout 2019, despite a slowdown in the production of new supply at the
margin. In the case of VIS, the above is exacerbated by the increase in rescissions,”
which would be contributing to a buildup of inventories in said segment and could lead
to a rethinking of investment plans for future supply production (postponement and/
or partial cancellation of projects). In this context of lesser housing demand pressu-
res, marginal supply adjustments and high inflation, annual increases in real new and
used housing prices slowed in early 2022 and moved into negative territory by yearend
(Graph R1.6). Specifically, in the fourth quarter of 2022, new house prices fell in annual
terms by 11%' and existing house prices by 3.0%.

Graph R1.4
Home supply launches, starts and inventory by segment
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a/ Cumulative twelve-month of project units that began sales in 13 regions.

b/ Cumulative twelve-months of project units that began construction in 13 regions.

c/ Twelve-month average of project units or stages available on the market to be sold in 13 regions.
Sources: Camacol, calculations by the authors.

15 The delinquency quality indicator (DQI) is the percentage of past-due loans (loans more than 30 days past due)
in the total loan portfolio, indicative of loan quality.

16  In 2022, there was a net population outflow of more than 500,000 Colombians from the national territory.

17 According to figures from La Galeria Inmobiliaria, housing rescissions accounted for more than 20% and 25% of
gross home sales in 2022 and so far in 2023 through March, respectively. In 2019 and 2020 this indicator measured
between 15% and 18%. On the supply side, the rescissions could originate from loan portfolio purging or cost
issues and, on the demand side, from difficulties in financial closings due to lack of loan repayment capacity or
access to subsidies. Demand factors are more prevalent in recent months.

18  According to DANE's IPVN (Price Index of New Homes), deflated by CPI excluding food.
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Graph R1.5
Factors affecting housing supply

A. Residential construction costs index (ICOCED) and select
components (annual changes)

B. Interest rate for housing construction by segment
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Graph R1.6
Real home prices in Colombia
(Annual changes)
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Note: Information to March 31, 2023
a/ The weighted average by interest rate value of the disbursements in pesos and
in UVR to purchase non-VIS homes. Additionally, the data are smoothed over a

4-week rolling average.
b/ The weighted average by interest rate value of the disbursements in pesos and

in UVR to purchase VIS homes. Additionally, the data are smoothed over a 4-week

rolling average.
¢/ The simple average between VIS and non-VIS purchase interest rates.
Sources: Office of the Financial Superintendent of Colombia, calculations by the

authors.

In summary, the sector’s recent weakening could be explained by
multiple factors, such as lower public incentives and subsidies,
higher levels of country risk, low confidence indices, tighter fi-
nancial conditions, and higher financing and construction costs,
among others. Going forward, the recovery in housing sales would
be partly determined by the forthcoming definition of housing
subsidy policies, particularly the resources allocated to the Mi
Casa Ya program and their targeting. In addition, future dynamics
of inflation and financial conditions for housing acquisition, as
well as economic activity and employment, would also play a role.
To the extent that inflation diminishes and financial conditions
become more favorable for home buyers, demand for this asset
would show more promising circumstances to support its reco-
very. The improvement of the macroeconomic imbalances facing
the country (high inflation, excess demand, and high public debt
and external deficit) would contribute to reducing the country’s
risk levels, improve confidence levels, lower long-term credit in-
terest rates and, in general, provide better financing conditions
for the construction and purchase of housing.
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Box 2
Assessment of Macroeconomic Forecasting Errors in
2022

Sara Naranjo Saldarriaga
Nicolas Moreno Arias
Alexander Guarin Lopez*

After the Covid-19 pandemic, the Colombian economy in 2022 continued its strong re-
covery and expanded by 7.5% for the year, in an environment of significant inflation
increases and high international and domestic uncertainty.

The economic growth and inflation escalations, particularly the magnitude thereof,
were the result of successive shocks throughout the year which Banco de la Repibli-
ca’s technical staff (TS-Banrep) identified and subsequently included when updating
its forecasts in the 2022 reports. These shocks were primarily related to problems in
the global and local supply of food, raw materials and goods;' greater exchange rate
pressures stemming, in part, from tighter-than-expected external financial conditions?
and higher sovereign risk premiums reflecting greater domestic uncertainty; and strong
domestic demand dynamics.

In this box we use the 4GM model, one of Banco de la Replblica’s central forecasting
models,® to interpret and compare the narratives of the shocks implicit in the forecast
errors. These errors are measured as the difference between the observed macroeco-
nomic variable data at yearend 2022, and the corresponding forecasts made by the
TS-Banrep in January of the same year. This analysis is similar to the one described in
De Castro-Valderrama et al. (2021) and is part of Banco de la Republica’s annual internal
evaluation of its forecasting process. The exercise is presented below for the annual
headline inflation, inflation excluding food and regulated items, and for GDP growth.

1. Headline Inflation and Inflation Excluding Food and Regulated Items

Forecast errors in headline inflation and inflation excluding food and regulated items
(Graph R2.1) during 2022 were high and reflected the unanticipated shocks that affected
prices throughout the year.

Forecast errors in the basket excluding food and regulated items are explained mainly
by unfavorable supply shocks, which are largely reflected in indexation to higher head-
line inflation values and a stronger-than-expected increase in the prices of tourism
services and food away from home.* The latter showed a surprising increase, in line
with the rapid escalation in food prices. Likewise, there were also greater demand and
exchange rate pressures evinced resulting from persistently worsening external finan-
cial conditions than those foreseen by the TS-Banrep in January 2022.

* The authors are members of Banco de la Replblica’s Macroeconomic Modeling Department. The views and opi-
nions expressed herein do not necessarily reflect those of the Bank or its Board of Directors.

1 Fallout from disruptions to global supply chains remained at the forefront in 2022 and exacerbated with Russia’s
invasion of Ukraine.

2 These tighter external financial conditions were a byproduct of a tighter monetary policy stance in the United
States, increased risk perceptions for emerging markets, global geopolitical conflicts and fears of a global econo-
mic slowdown.

3 See https://repositorio.banrep.gov.co/handle/20.500.12134/9812

4 Although wages were not among the main drivers of the inflationary surge observed in 2022 (Pulido et al., 2023),
a fraction of the supply shocks to goods and services involved higher than expected labor costs.
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Graph R2.1
Inflation forecasting error in 2022
(Percentage points)
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Source: Calculations by the authors.

In addition to the shocks that boosted prices of the basket exclu-
ding food and regulated items, headline inflation was affected by
negative food-basket-related factors (Graph R2.1, panel A), such
as persisting supply chain disruptions and global supply constra-
ints, as well as the increase in international prices due to Russia’s
invasion of Ukraine. These factors were accompanied by domes-
tic supply problems, adverse weather conditions in the second
half of the year, and higher-than-expected increases in gasoline
prices, which affected both the baskets of regulated items and
food. The basket of regulated items was also influenced by the
unexpected increases in the CPI and PPI because of the indexa-
tion to these prices of certain utilities (see Box 1 of the January
2023 Report). It should be noted that, in both headline and core
inflation, the shocks affecting the exchange rate and the strength
of domestic demand became increasingly more significant as the
year progressed, although supply shocks accounted for a larger
share of the forecast errors.

2. GDP Growth

After the economic recovery in 2021, largely driven by the positi-
ve performance of private consumption, TS-Banrep expected de-
mand to moderate in 2022, thereby significantly slowing the grow-
th rate of the economy. This was partly due to the expectation
of less favorable external conditions among high global inflation
and a monetary policy tightening in the world’s main economies,
a very uncertain international environment, elevated energy pri-
ces, and the prospect of a global economic slowdown. However,
local economic activity continued on an upward trend, reaching
high output levels and exceeding its sustainable productive ca-
pacity.

However, local economic activity continued on an upward trend,
reaching high output levels and exceeding its sustainable pro-
ductive capacity.



Graph R2.2

Error in GDP growth forecasting in 2022
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Assessment of Macroeconomic Forecasting Errors in 2022

Graph R2.2 shows the economic growth forecast errors in
2022, both in terms of the annual growth of quarterly GDP and
four-quarter accumulated GDP (panels A and B, respectively). The
errors in the economic activity forecasts were mostly due to ag-
gregate demand activity surprises, which were gradually included
in the forecasts made throughout the year. This dynamic was re-
lated to higher-than-expected consumer credit growth, reduced
savings, an expansionary fiscal policy and the effects of repressed
demand after the pandemic, all this despite a monetary policy
tightening instigated by the strong inflationary pressures expe-
rienced in 2022.

Additionally, the GDP growth forecast errors were due to a greater
national income, on account of better oil prices in the first half of
2022, as well as the depreciation of the peso during the second
half of the year. The latter had positive effects on the export sec-
tor, contributing to improved GDP performance.
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Annex

Annex 1
Macroeconomic projections from local and foreign analysts?/®/

Total CPI Monthly Variation (average) 0.87

CPI excluding foods Monthly Variation (average) 0.85 n. a. n. a. n.a. n.a.
Total CPI Annual Variation (average), end of period 12.93¢/ 9.49 7.03 519 4.41
CPI excluding foods Annual Variation (average), end of period 11.35¢/ 9.19 6.97 4.94 412
Nominal exchange rate Pesos per dollar, end of period 4,530 4,649 4,563 4,550 4,480
Policy rate Percentage, end of period 13.00 11.25 9.50 7.00 6.25

Units 2023 | 11-2023 III- 1IV-2023 1-2024 | 11-2024 11- V- 2024
2024 2024

Annual variation,

original series n-a.
Unemployment ]I:r'r;‘éf{;;'“es’ average 198 122 17 1.9 n.a. 13 121 17 15 n.d.  na
IBR (90 days) Effective annual rate, n.a. 127 12.0 10.9 n.a. 9.5 8.8 8.0 7.4 n. d. 6.3
end of period
(Fll\lsgg;dlljeﬁut Percentage of GDP n.a. n.a. n.a. n.a. 43 n.a. n.a. n.a. n.a. 4.0 n.a.
Current Account oo oo of GDP n.a. n.a. n.a. n.a. [ n.a. n.a. n.a. n.a. 4. n.a.
Deficit/ g

n. a.: Not available.

n. r.: Not relevant given that data is already observed.

a/ Starting with the April 2023 Banco de la Repdblica’s Monthly Survey of Economic Analyst Expectations, the survey excluded the question related to the DTF.

b/ Corresponds to the median response from Banco de la Repiblica’s Monthly Survey of Economic Analyst Expectations, except for the total CPI and CPI excluding foods, which correspond
to averages.

c/ Data calculated based on the results of the Banco de la Repiblica's Monthly Survey of Economic Analyst Expectations (EME).

d/ Positive values represent deficit and negative values represent surplus.

Sources: Banco de la Republica Monthly Survey of Economic Analyst Expectations, conducted in April 2023.
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Annex 2

Main macroeconomic forecasting variables

Exogenous variables

External */
GDP of trading partners ®/
Oil price (Brent benchmark)
Federal funds effective rate (Fed)
5-year Credit Default Swap for Colombia
Internal
Neutral real interest rate for Colombia
Potential GDP for Colombia (trend)

Endogenous variables

Prices

Total CPI
CPI excluding food </
CPI for goods (excluding food and regulated items)
CPI for services (excluding food and regulated items)
CPI for regulated items
CPI for food ¢/
CPI for perishable food
CPI for processed food
Core inflation indicators ¢/
CPI excluding food
Core CPI 15
CPI excluding food and regulated items
Average of all core inflation indicators
Representative market exchange rate (TMR)
Real exchange rate Inflationary gap of the

Economic activity

Gross domestic product (sats)*
Final consumption expense
Household final consumption expenditure
General government final consumption expenditure
Gross capital formation
Gross fixed capital formation
Housing
Other buildings and structures
Machinery and equipment
Cultivated biological resources
Intellectual property products
Domestic demand
Exports
Imports
Product gap
Short-term indicators
Real production of manufacturing industry
Retail trade sales, excluding fuels or vehicles
Coffee production
Oil production

Labor market#/

Total national
Unemployment rate
Occupancy Rate
Overall participation rate
Thirteen cities and metropolitan areas
Unemployment rate
Occupancy Rate
Overall participation rate

Balance of payments "/

Current account (A + B + C)
Percentage of GDP
A. Goods and services
B. Primary income (factor income)
C. Secondary income (current transfers)
Financial account (A + B + C + D)
Percentage of GDP
A. Foreign investment (ii - i)
i. Foreign Investment in Colombia (FDI)
ii. Colombian abroad
B. Portfolio investment
C. Other investment (loans, other credits and
derivatives)
D. Reserve assets
Errors and omissions (E&O)

Interest rates

Policy interest rate //

Policy rate expected by analysts*/
IBR* overnight

Commercial interest rate !/
Consumer interest rate ™/
Mortgage interest rate "/

Note: values in bold are forecasts or assumptions.

sats: seasonally adjusted time series, modified to eliminate the effect of seasonal and calendar influences.

Percentage, annual var., seasonally adjusted
Dollars per barrel, average of the period
Percentage, average for the period

Basis points, average for the period

Percentage, average for the period
Percentage, annual change

Percentage, annual change, end of period
Percentage, annual change, end of period
Percentage, annual change, end of period
Percentage, annual change, end of period
Percentage, annual change, end of period
Percentage, annual change, end of period
Percentage, annual change, end of period
Percentage, annual change, end of period

Percentage, annual change, end of period
Percentage, annual change, end of period
Percentage, annual change, end of period
Percentage, annual change, end of period
Pesos per dollar, average for the period
Percentage, average for the period

Percentage, annual change, sats
Percentage, annual change, sats
Percentage, annual change, sats
Percentage, annual change, sats
Percentage, annual change, sats
Percentage, annual change, sats
Percentage, annual change, sats
Percentage, annual change, sats
Percentage, annual change, sats
Percentage, annual change, sats
Percentage, annual change, sats
Percentage, annual change, sats
Percentage, annual change, sats
Percentage, annual change, sats
Percentage

Percentage, var. annual, seasonally adjusted
Percentage, var. annual, seasonally adjusted
Percentage, var. annual, cum. for period
Percentage, annual var., period average

Percentage, seasonally adjusted, period average
Percentage, seasonally adjusted, period average
Percentage, seasonally adjusted, period average

Percentage, seasonally adjusted, period average
Percentage, seasonally adjusted, period average
Percentage, seasonally adjusted, period average

Millions of dollars
Percentage, nominal terms
Millions of dollars
Millions of dollars
Millions of dollars
Millions of dollars
Percentage, nominal terms
Millions of dollars
Millions of dollars
Millions of dollars
Millions of dollars
Millions of dollars

Millions of dollars
Millions of dollars

Percentage, period average
Percentage, period average
Percentage, period average
Percentage, period average
Percentage, period average
Percentage, period average

a/ Quarterly data in bold are assumptions based on the annual forecast of each variable.
b/ Calculated with the main trading partners (excluding Venezuela) weighted by their share of trade.
¢/ Calculations by Banco de la Republica; excluding the CPI item weight for food and non-alcoholic beverages. Consult Gonzalez, E.; Hernandez, R.; Caicedo, E.; Martinez-Cortés, N.; Grajales, A.; Romero, J. (2020). “Nueva clasificacion

del Banrep de la canasta del IPC y revision de las medidas de inflacion basica en Colombia”, Borradores de Economia, No. 122, Banco de la Repiblica, available at: https://investiga.banrep.gov.co/es/be-1122.
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3.8
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6.77

7.27

4.64
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13.08
26.03
9.62

5.25
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613
675
101
69.6

-18,702
-6.3

4.7

17.2
11.0

5.75

591
5.26
5.63
6.65
-6.63
10.74

5.51

9.5
60.5
66.9

10.3

68.8

12,587
b
13,451
-5,312
6,177
12,339
b
-9,341
13,858
4,517
-4,945

1,781

165
247
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7
12.8
19.2
124

4.09

9.7
60.0
66.4

11.0

67.9

9,924
32
-8,762
-8,046
6,883
-9,625
31
10,011
13,701
3,690
-1,800

1,641

545
299

6.10

6.1
111
19.4
1.6

318

862
-8,831
1,187

1,087
435
43

17.9
10.6

3.80

218
345
4.81
5.80
8.66
5.04

3.45

10.9
64.8
3

66.4

14,808
-4.6
14,146
9,717
9,055
-13,298
-41
10,836
13,989
3153
2%

-5,820
3,333

1,509
425
43

16.5
10.4

1.61

0.63
129
0.73
4.80
2.49
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15.0
101

5.62

3.31

218

710
17.23
2442
15.32

3.44
442
2.49
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RI5

1.0
13.6
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12.6
17.3
40.2

24.2
-0.9

13.4
15.9
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-09
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12.0
45
-5.8

138
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152

63.5

17,981
-5.7
20,032
-8,723
10,775
-16,513
5.2
-6,201
9,381
3181
-4,595

-6,371
654

1,468
191
19

14.3
91
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15.04
7.41
177
27.81
36.44
2533

9.99
11.55
9.51
10.35
4,257
6.5

1.2
63.6

1.4
581
65.5

21,446

-16,579
17,209
12,342

-20,460

-13,327
17,048
3,720
265

7,969
571

986
7.20

7.2
133

129

1.6
86
4.95
285

22
31

9.46

1452
639

8.87
5.4

1.0

03

1.0

1.5

-14,685
-4

-12,653
-14,360
12,328

1272

19
83
4.56
275

23
2.6

3.45

453
037

3.87

1.0

923

d/ Calculations by Banco de la Repablica; equal to the CPI item weight of Food and non-alcoholic beverages produced by DANE (does not include the subclasses corresponding to meals outside the home). See Gonzalez, E.; Her-

nandez, R. et al, Ibid.

e/ Calculations by Banco de la Repablica. See Gonzalez, E.; Hernandez, R; Caicedo, E.; Martinez-Cortés, N.; Grajales, A; Romero, J. (2020). "Nueva clasificacion del Banrep de la canasta del IPC y revision de las medidas de inflacion

basica en Colombia”, Borradores de Economia, No. 122, Banco de la Republica, available at: https://investiga.banrep.gov.co/es/be-1122.

/ The historical gap estimate is calculated based on the difference between observed GDP (cumulative 4 quarters) and potential GDP (trend; cumulative 4 quarters) resulting from the 4GM model; in the forecast it is calculated
from the difference between the technical staff's estimate of GDP (cumulative 4 quarters) and potential GDP (trend; cumulative 4 quarters) resulting from the 4GM model.
g/ Rates are calculated based on seasonally adjusted annual populations.
h/ The results presented herein follow the recommendations of the sixth balance of payments manual proposed by the International Monetary Fund (IMF). See additional information and methodological changes at: http://www.

banrep.gov/co/balanza-pagos.
i/ Results for 2021 and 2022 are preliminary.

j/ Corresponds to the average annual monetary policy interest rate calculated with the working days of the series.
k/ These projections are calculated as the average of the interest rate that would be in effect in each year according to the median of the monthly responses to the Monthly Survey of Economic Analyst Expectations (EME) conduc-

ted by Banco de la Repablica in April 2023.

1/ Weighted average of interest rates on ordinary, treasury and preferential loans.

m/ Does not include loans granted through credit cards.
n/ Corresponds to the weighted average of interest rate of the disbursements in COP and UVR (real value unit for its Spanish acronym) for the acquisition of NON-VIS housing.

49



Annex

Annex 2 (continued)
Main macroeconomic forecasting variables

Exogenous variables

External */
GDP of trading partners®/ Percentage, annual quarter variation, seasonally adjusted 22 34 11 11 0.7 32 1.5 17
Oil price (Brent benchmark) Dollars per barrel, average of the period 67 75 76 69 64 68 62 62
Federal funds effective rate (Fed) Percentage, average for the period 1.45 1.74 1.92 222 240 240 220 1.65
5-year Credit Default Swap for Colombia Basis points, average for the period 99 113 110 132 121 104 90 83
Internal
Neutral real interest rate for Colombia Percentage, average for the period
Potential GDP for Colombia (trend) Percentage, annual change

Endogenous variables

Prices
Total CPI Percentage, annual change, end of period 314 3.20 3.23 318 3.21 3.43 3.82 3.80
CPI excluding food </ Percentage, annual change, end of period 3.97 3.73 3.67 3.51 3.27 3.22 337 3.45
CPI for goods (excluding food and regulated items) Percentage, annual change, end of period 1.67 139 1.39 1.40 1.09 1.60 1.83 218
CPI for services (excluding food and regulated items) Percentage, annual change, end of period 4.09 3.79 3.60 313 3.01 310 3.37 3.45
CPI for regulated items Percentage, annual change, end of period 6.28 6.21 6.35 6.65 6.33 5.24 5.03 4.81
CPI for food ¢/ Percentage, annual change, end of period -0.06 111 1.47 1.87 3.24 4.96 6.49 5.80
CPI for perishable food Percentage, annual change, end of period 713 8.47 9.51 8.88 9.98 15.46 17.50 8.66
CPI for processed food Percentage, annual change, end of period -2.01 -0.91 -0.72 -0.08 1.43 218 3.57 5.04
Core inflation indicators /
CPI excluding food Percentage, annual change, end of period 3.97 3.73 3.67 3.51 3.27 3.22 3.37 3.45
Core CPI 15 Percentage, annual change, end of period 3.45 3.24 319 3.22 3.24 3.34 3.66 3.78
CPI excluding food and regulated items Percentage, annual change, end of period 3.28 2.99 2.87 2.57 2.41 2.65 2.92 310
Average of all core inflation indicators Percentage, annual change, end of period 3.57 332 3.24 310 2.97 3.07 332 3.44
Representative market exchange rate (TMR) Pesos per dollar, average for the period 2,860 2,839 2,961 3,160 3,135 3,242 3,337 3,413
Real exchange rate Inflationary gap Percentage, average for the period -33 -3.8 -0.4 4.5 23 32 4.0 4.8
Economic activity
Gross domestic product (sats)* Percentage, annual change, sats 22 22 2.8 3.0 31 3.4 3.0 3.2
Final consumption expense Percentage, annual change, sats 3.8 4.0 4.0 41 33 4.2 4.7 5.0
Household final consumption expenditure Percentage, annual change, sats 33 35 32 2.9 2.9 3.6 4.4 5.4
General government final consumption expenditure Percentage, annual change, sats 6.6 7.0 7.8 7.9 6.5 5.6 4.8 43
Gross capital formation Percentage, annual change, sats -6.2 17 1.4 9.9 8.4 25 5.3 -3.9
Gross fixed capital formation Percentage, annual change, sats -2.0 2.8 1.4 1.8 T4 41 21 4.2
Housing Percentage, annual change, sats -9.0 0.3 5.7 2.7 -6.2 -7.6 -8.4 -13.4
Other buildings and structures Percentage, annual change, sats -6.6 -1.2 -4.9 1.4 131 -1.0 0.7 -6.6
Machinery and equipment Percentage, annual change, sats 9.0 13.3 6.9 5.7 15.2 19.4 11.2 3.6
Cultivated biological resources Percentage, annual change, sats -10.8 -6.6 37 23 5.5 9.8 14.8 19
Intellectual property products Percentage, annual change, sats 2.7 2.6 0.5 0.4 0.0 -1.3 -1.5 01
Domestic demand Percentage, annual change, sats 1.6 3.6 3.7 5.0 4.5 4.0 4.7 3.0
Exports Percentage, annual change, sats 0.2 =21 1.5 29 5.0 8.8 2.0 =32
Imports Percentage, annual change, sats -1.6 4.7 572 15.2 11.6 8.8 10.8 -1.0
Product gap” Percentage -0.6 -0.6 -0.5 -0.4 -0.2 0.0 0.2 03
Short-term indicators
Real production of manufacturing industry Percentage, var. annual, seasonally adjusted 2.4 27 3.8 2.8 11 2.4 0.7 0.9
Retail trade sales, excluding fuels or vehicles Percentage, var. annual, seasonally adjusted 4.7 6.3 4.8 6.0 6.3 72 9.5 9.3
Coffee production Percentage, var. annual, cum. for period -5.8 131 -13.8 -6.6 -1.9 6.6 4.9 241
0il production Percentage, annual var., period average 0.4 1.0 11 2.6 5.4 3.2 1.4 -0.2

Labor market ¢

Total national

Unemployment rate Percentage, seasonally adjusted, period average 9.7 9.9 9.7 10.5 10.8 10.6 111 11.0
Occupancy Rate Percentage, seasonally adjusted, period average 59.2 59.5 59.5 58.4 58.3 57.7 57.3 57.5
Overall participation rate Percentage, seasonally adjusted, period average 65.6 66.0 65.9 65.2 65.4 64.6 64.5 64.5
Thirteen cities and metropolitan areas
Unemployment rate Percentage, seasonally adjusted, period average 11 11.0 10.8 11.6 1.7 M4 1.4 1.6
Occupancy Rate Percentage, seasonally adjusted, period average 59.7 59.9 60.0 58.9 58.7 58.8 58.7 58.7
Overall participation rate Percentage, seasonally adjusted, period average 671 67.3 67.4 66.6 66.6 66.4 66.3 66.4
Balance of payments "'/
Current account (A + B + C) Millions of dollars -3,023 -3,471  -3,406  -4]141 -3,821 -3,218  -4,302  -3,466
Percentage of GDP Percentage, nominal terms -3.7 -4 -4.0 -5.0 -4.8 -4 5 -4.2
A. Goods and services Millions of dollars -1,840  -2,557  -2,672  -3,487 -3137  -2,997 -4,405 -3,606
B. Primary income (factor income) Millions of dollars -2,922  -2,784  -2,769  -2,967 -2,616 -2,502 -2,301 -2,298
C. Secondary income (current transfers) Millions of dollars 1,739 1,870 2,035 2,313 1,932 2,281 2,404 2,438
Financial account (A + B + C + D) Millions of dollars -2,876  -2,719  -3,487 -3,872 -3,520 -3,333 -3,740  -2,706
Percentage of GDP Percentage, nominal terms 315 -33 -4 -4.7 ~bty 4.2 -4.6 -33
A Furelgn investment (ji - i) Millions of dollars -910 -2,273 -2,375 -615 -2,652  -3,626 -1,678  -2,880
i. Foreign Investment in Colombia (FDI) Millions of dollars 1,982 3,773 2,704 2,839 3,39 4,090 3,163 3,342
ii. Colombian abroad Millions of dollars 1,072 1,500 330 2,224 741 465 1,485 462
B. Portfolio investment Millions of dollars 1,715 350 482 -1,684  -1,382 -282 137 1,551
C. Other investment (loans, other credits and derivatives) Millions of dollars -3,817 -945 -1,763  -2,305  -1,836 48 -2,453 1,579
D. Reserve assets Millions of dollars 137 150 169 732 2351 526 254 202
Errors and omissions (E&O Millions of dollars 146 752 -81 270 301 -115 562 760
Interest rates
Policy interest rate/ Percentage, period average 4.58 4.33 4.25 425 4.25 425 4.25 4.25
Policy rate expected by analysts*/ Percentage, period average
IBR* overnight Percentage, period average 4.6 43 4.3 43 4.3 43 4.3 43
Commercial interest rate Percentage, period average 9.4 9.4 9.3 9.0 91 9.0 8.9 8.5
Consumer interest rate ™ Percentage, period average 18.7 17.9 18.0 17.3 18.0 17.2 16.0 15.5
Mortgage interest rate " Percentage, period average 10.8 10.6 10.5 10.4 10.4 10.5 10.4 10.4

Note: values in bold are forecasts or assumptions.

sats: seasonally adjusted time series, modified to eliminate the effect of seasonal and calendar influences.

a/ Quarterly data in bold are assumptions based on the annual forecast of each variable.

b/ Calculated with the main trading partners (excluding Venezuela) weighted by their share of trade.

¢/ Calculations by Banco de la Republica; excluding the CPI item weight for food and non-alcoholic beverages. Consult Gonzalez, E.; Hernandez, R;; Caicedo, E.; Martinez-Cortés, N.; Grajales, A.; Romero, . (2020). “Nueva clasificacion
del Banrep de la canasta del IPC y revision de las medidas de inflacion basica en Colombia”, Borradores de Economia, No. 122, Banco de la Repiiblica, available at: https://investiga.banrep.gov.co/es/be-1122.

d/ Calculations by Banco de la Repiblica; equal to the CPI item weight of Food and non-alcoholic beverages produced by DANE (does not include the subclasses corresponding to meals outside the home). See Gonzalez, E.; Her-
nandez, R. et al, Ibid.

e/ Calculations by Banco de la Repiblica. See Gonzalez, E.; Hernandez, R; Caicedo, E.; Martinez-Cortés, N.; Grajales, A; Romero, J. (2020). "Nueva clasificacion del Banrep de la canasta del IPC y revision de las medidas de inflacion
basica en Colombia”, Borradores de Economia, No. 122, Banco de la Repiblica, available at: https://investiga.banrep.gov.co/es/be-1122.

/ The historical gap estimate is calculated based on the difference between observed GDP (cumulative 4 quarters) and potential GDP (trend; cumulative 4 quarters) resulting from the 4GM model; in the forecast it is calculated
from the difference between the technical staff's estimate of GDP (cumulative 4 quarters) and potential GDP (trend; cumulative 4 quarters) resulting from the 4GM model.

g/ Rates are calculated based on seasonally adjusted annual populations.

h/ The results presented herein follow the recommendations of the sixth balance of payments manual proposed by the International Monetary Fund (IMF). See additional information and methodological changes at: http://www.
banrep.gov/co/balanza-pagos.

i/ Results for 2021 and 2022 are preliminary.

j/ Corresponds to the average annual monetary policy interest rate calculated with the working days of the series.

k/ These projections are calculated as the average of the interest rate that would be in effect in each year according to the median of the monthly responses to the Monthly Survey of Economic Analyst Expectations (EME) conduc-
ted by Banco de la Repablica in April 2023.

1/ Weighted average of interest rates on ordinary, treasury and preferential loans.

m/ Does not include loans granted through credit cards.

n/ Corresponds to the weighted average of interest rate of the disbursements in COP and UVR (real value unit for its Spanish acronym) for the acquisition of NON-VIS housing.
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Annex

Annex 3
Predictive densities for other relevant macroeconomic forecasting
variables

Graph A31 Graph A3.3
Quarterly assumptions of 12-month growth of trading U.S. Federal Reserve quarterly interest rate assumption,
partners based on annual projections, predictive density / predictive density ?/
(Annual change) (Percentage)
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a/ The graph displays the probability distribution and its most likely path on a/ The graph displays the probability distribution and its most likely path on

an eight-quarter forecast horizon. Densities characterize the balance of poten- an eight-quarter forecast horizon. Densities characterize the balance of poten-
tial risks with areas of 30%, 60% and 90% probability around the central forecast tial risks with areas of 30%, 60% and 90% probability around the central forecast
(mode). (mode).
Sources: Bloomberg, statistics bureaus, central banks; calculations and projections Source: Federal Reserve Bank of Louis, calculations and projections by Banco de
by Banco de la Republica. la Republica.
Graph A3.2 Graph A3.4
Quarterly oil price assumption, predictive density 2/ Colombia's quarterly risk premium (CDS) assumption,
predictive density 2/*/
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a/ The graph displays the probability distribution and its most likely path on a/ Five-year credit default swaps

an eight-quarter forecast horizon. Densities characterize the balance of poten- b/ The graph displays the probability distribution and its most likely trajectory
tial risks with areas of 30%, 60% and 90% probability around the central forecast on an eight-quarter forecast horizon. Densities characterize the balance of poten-
(mode). tial risks with areas of 30%, 60% and 90% probability around the central forecast
Source: Bloomberg, calculations and projections by Banco de la Repablica. (mode), using a combination of densities from the Patacon and 4GM models.

Source: Bloomberg, calculations and projections by Banco de la Repablica.
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Annex

Annex 3 (continued)

Predictive densities for other relevant macroeconomic forecasting
variables

Graph A3.5
CPI for foods, predictive density 2/
(Annual change, end-of-period)
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a/ The graph displays the probability distribution and its most likely trajectory
on an eight-quarter forecast horizon. Densities characterize the balance of poten-
tial risks with areas of 30%, 60% and 90% probability around the central forecast
(mode), using a combination of densities from the Patacon and 4GM models.
Source: Banco de la Republica.

Graph A3.6
CPI for regulated items, predictive density /
(Annual change, end-of-period)
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a/ The graph displays the probability distribution and its most likely trajectory
on an eight-quarter forecast horizon. Densities characterize the balance of poten-
tial risks with areas of 30%, 60% and 90% probability around the central forecast
(mode), using a combination of densities from the Patacon and 4GM models.
Source: Banco de la Repiblica.
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