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Evolution of Inflation
and Monetary Policy
Decisions

During the second quarter of 2018, inflation and inflation expec-
tations, as well as several of the core inflation indicators, tended
to stabilize and stood close to the 3.0% target. In that period, the
economy’s growth would have been low, although improving, with
a spare capacity that would have widened vis-a-vis 2017.

In June, the annual variation in the consumer price
index (CPI) and the average of the core inflation
indicators were 3.2% and 3.3%, respectively, fig-
ures similar to those registered in April (Graph A).
Food, as well as those goods and services most af-
fected by the increase in gasoline prices and by
the exchange rate, were the groups that made the
largest contribution to the increase of inflation.
This behavior was offset by the slower pace of
the CPIl increase for non-tradable goods excluding
food and regulated items, which has been slowing
down since the beginning of the year. In the sec-

Jun-12 Jun-13 Jun-14 Jun-15 Jun-16

——O0bserved inflation Target inflation

Sources: DANE and Banco de la Repiblica.

Jun-17 Jun-18

ond quarter of 2018, inflation expectations showed
no significant changes and remained somewhat
above the target. Analysts’ expectations point to
3.4% and 3.3% inflation figures in December 2018
and 2019, respectively. Those embedded in public debt bonds to two,
three, and five years are within a range between 3.0% and 3.4%.

-===.Range +/- 1 pp

The behavior of inflation and its expectations took place in the
context of a negative output gap, with a dynamic domestic de-
mand that would have recovered in the second quarter, but that
still exhibits low increases. The indicators of retail sales, consum-
er confidence, and imports of consumer goods in US dollars sug-
gest that household spending in the second quarter would have
been more dynamic than in the first. On the other hand, estimates
of imports of capital goods in constant pesos indicate that they
would have registered a lessnegative annual growth rate than the
one observed in the first three months of the year.

With this, the Central Bank’s technical staff considers that eco-
nomic growth in the second quarter (seasonally adjusted and
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Introduction

corrected for working days) would be around 2.6%. This estimate
assumes that the strong growth in public consumption recorded
in the first three months of the year would have been transitory
and that it would moderate in the second quarter. Also, that in-
vestment in civil works will fall less than at the beginning of the
year. The contribution of net exports to growth would have been
lower. A better dynamics of absorption would have taken place in
an environment of recovery in the terms of trade and with a cur-
rent account deficit that would have widened in US dollars and as
a share of GDP. The latter estimate suggests that the closure of the
external imbalance would have been slower than projected.

Calculations indicate that the real policy interest rate and that for
commercial credit, mortgages, and consumer credit (except cred-
it cards) are at levels below their averages for the past 10 years.
This takes place within a context in which the reductions in the
policy rate would have been completely transmitted to the rates
of commercial credit and mortgages, while the transmission to the
consumption rates has not yet been completed.

For the rest of the year, the new figures and forecasts of economic
activity in the United States, the euro zone, and some countries in
the region suggest that external demand will continue to increase,
but at a rate somewhat lower than expected one quarter ago. The
futures market at six and twelve-month horizons indicates that
the oil price will decrease, but to levels still way higher than a year
ago. Should this materialize, the terms of trade would remain at
current levels and, together with the dynamics expected from the
country’s trading partners, would continue to favor the recovery of
external income.

It is likely that the cost of external financing will continue to in-
crease, as has occurred since mid-last year, as a result of the ex-
pected normalization of monetary policy in the United States and
in other developed economies. In addition, with the country’s
external imbalance not yet completely corrected, there is a risk
that other factors that exert upward pressures on the country risk
measures and on the exchange rate become strong, such as an
unexpected increase in global interest rates or in the risk premia
of emerging markets, or a reversal of international oil prices.

Growth of the economy in the second half of the year is expected
to be similar to the figure estimated for the first half (2.7%), al-
though with a more homogeneous sectoral behavior. The increase
in total consumption would be somewhat lower, with a more dy-
namic household spending and a lower increase of public con-
sumption. Investment would grow, but at a low rate. Domestic de-
mand would continue to recover slowly, and the contribution of
net exports would be low, but positive. With this, the technical
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Introduction

staff maintained its 2.7% growth projection for 2018. Our calcula-
tions suggest that the spare capacity will be somewhat wider in
2018 than in 2017.

The monetary policy actions taken so far and the spare capacity of
the economy should contribute to the convergence of inflation to
3.0%. However, there are risks that might slow down this process sig-
nificantly. One of them is a more pronounced increase in the price
of food than projected for the rest of the year. It has not been ruled
out that some regulatory changes and other supply shocks (e.g., the
increase in garbage collection rates) may generate increases in the
prices of public utilities and maintain the annual variation of the CPI
for regulated items high in the second half of 2018. There is also the
risk of a stronger-than-expected depreciation of the peso that
would be passed-through to domestic prices.

Based on this information, the Board of Directors considered the
following factors in its decision:

. Uncertainty about the pace of recovery of economic activity.
On the one hand, it is projected that spare capacity would
expand in 2018. On the other, if the price of oil remains at cur-
rent levels for an extended period or the increasing trend in
confidence persists, the dynamics of aggregate demand could
be greater than expected. Uncertainty in this regard is high.

. The stability of inflation and its expectations above the tar-
get, and some risks that could push the inflation upwards
and delay its convergence to 3.0%. Among them, a stron-

ger-than-expected depreciation of the peso

Chart B

Banco de la Republica’s Benchmark Interest Rate and the
Interbank Interest Rate (IIR)
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a/ The figures pertain to data from working days. The last figure corresponds to August
2, 2018.
Sources: Superintendencia Financiera de Colombia and Banco de la Repiblica

that would be passedthrough to domestic
prices. Once again, uncertainty about these
scenarios is high.

In this environment, after assessing the situation
of the economy and the risk balance in its meet-
ings in June and July 2018, the Board deemed
appropriate to maintain the benchmark interest
rate at 4.25% (Graph B).

The Board of Directors will continue to carefully
monitor the behavior of inflation and the pro-
jections of economic activity and inflation in the
country, alongside the international situation.
Monetary policy will depend on the new infor-
mation available.

Juan José Echavarria
Governor
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The International
Situation and Balance

of Payments

This Report shows slightly less GDP growth for the country’s trading
partners, but some acceleration is expected in 2018 compared to 2017.

The forecast for the international price of oil was revised upwards.

The country’s current account deficit, as a percentage of GDP, is expected
to continue to adjust during 2018, although slower than had been forecast
last quarter.

Aslightincrease in external deficit, in dollars, is anticipated in the baseline
forecast scenario for 2019.

11 The International Situation

One of the most relevant events for Colombia on the international front in
recent months has been the persistence of international oil prices at levels
above USD 70 per barrel, and the favorable effect this has on the country’s
terms of trade. Another important occurrence was the increase in the per-
ception of risk in emerging markets, which has had a significant impact on
the countries that are perceived as being the most vulnerable. Even so, there
were no significant changes in global financial conditions, which remained fa-
vorable. Likewise, Colombia’s trading partners have continued to recover eco-
nomic growth so far in 2018.

Accordingly, the baseline forecast scenario outlined below assumes somewhat
less external demand than was forecast in the last edition of this Report. How-
ever, it is expected to accelerate in 2018, compared to the previous year, and to
be significantly higher than in 2016. As for oil, higher prices are forecast once
again for 2018, but they would decline by 2019 due to an expected increase in

15



The International Situation and Balance of Payments

Chart 1.1

Indicators of Annual Headline Inflation in the United States

and the Euro Zone
(Annual change)
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world supply. In addition, the normalization of monetary policy in the
advanced economies is expected to continue gradually, with moder-
ate effects on the cost of Colombia’s foreign financing.

111 Real Activity, Inflation and Monetary Policy

New information available points to the fact that the US economy
remains on a path of solid growth. At the statistical close of this Re-
port, it was known that second-quarter growth for real gross domestic
product (GDP) in the United States was 4.1%, annualized quarter (a.q.).
This figure represents an acceleration with respect to the increase ob-
served in the first quarter (2.2% a.q.), which was consistent with mar-
ket expectations. The latest data confirm a strengthening of economic
activity, with a strong labor market and greater household confidence
and income, which have favored consumption. This behavior, added
to the substantial fiscal stimulus associated with the reduction in tax-
es, is pushing output above its potential, which could exacerbate in-
flationary pressures in the future.

In the euro area, growth in output during the first quarter was 0.4%
with respect to the previous period and 2.5% compared to the same
quarter one year ago. This represents a slight deceleration,' which
would be explained primarily by a weak external sector and by tem-
porary supply shocks. The data available for the second quarter point
to a recovery during the remainder of the year.

Inflation in the developed economies has increased in recent months,
mainly due to the rise in fuel prices. In the United States, the annu-
al change in prices during June was 2.9%, which is higher than the
2.4% recorded in March 2018. Annual inflation in
the euro area went from 1.3% in March t0 2.0% in
June (Chart 1.1). The values for core inflation in
these economies in June show no major changes
with respect to the previous quarter, being 2.3%
and 0.9%, respectively. The current economic
momentum and the good results for the labor

20 V\/ ..................................................................... market in these economies are expected to bring

upward pressure to bear on wages and prices,
which will likely to be evident in the coming
months

11.2 Commodity Prices
With respect to the prices of the commodities

Colombia exports, the persistence of oil prices
at relatively high levels is particularly important.

....... 2%

1 The economic growth in the euro area during the fourth quarter of 2017, with re-
spect to the same period of the previous year, was 2.8%.



Chart 1.2

International Oil Prices (Brent and WTI)
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Chart 1.3
Terms of Trade Index
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Chart 1.4

Interest Rates on 10-Year Sovereign Bonds for Several Advanced

Economies
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The International Situation and Balance of Payments

During the course of the year up to the second
quarter, the average for the Brent reference re-
mained at USD 71.12 per barrel (Chart 1.2). This is
higher than the average observed in 2017 (USD
54.79 per barrel) and exceeds the average fore-
castin the last edition of the Inflation Report. The
increase during recent months is a consequence
of geopolitical factors and supply restrictions.

As a result, the country’s terms of trade have
improved over what was observed the previ-
ous year, although they remain below the levels
registered prior to 2014 (Chart 1.3). On the other
hand, the prices of imported goods have risen
slightly, in line with international inflation.

121.3 Financial Markets

Monetary policy in some of the advanced econ-
omies has continued to normalize so far this
year, in line with expectations. This is the case
in the United States, where the Fed made two
25 bp interest rate hikes, one at its meeting
in March and the other at its meeting in June.
These increases were transmitted, in advance,
to long-term US treasury bonds, particularly
the ten-year bonds. The yields on these secu-
rities increased significantly between January
and May, reaching over 3%. However, this per-
formance has become more moderate in recent
months (Chart 1.4).

Additionally, in recent months there has been a
sudden increase in the perception of sovereign
risk towards emerging economies by interna-
tional markets, which has had a considerable im-
pact on countries such as Argentina and Turkey,
given their high debt levels. This situation led to
a reduction in capital flows to these economies
during the second quarter and up to mid-July.
Added to this is the announcement and estab-
lishment of several protectionist trade measures
by the United States. This sparked a sharp re-
sponse from that country’s trading partners,
which also involved some correction in the pric-
es of certain assets.

17
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As for the volatility of financial markets, the increase recorded in Feb-
ruary was due mainly to a change in market expectations concerning
the rate of normalization in monetary policy in the advanced econ-
omies, after foreseeing a further acceleration in wage growth.? How-
ever, the wage figures were not as high and were in line with what
was expected. Therefore, a correction in the behavior of the volatility
indicators was observed in recent months, when they remained below
their historical averages (Chart 1.5).

The currencies of several emerging market economies have depreci-
ated significantly with respect to the US dollar, and there has been
an outflow of capital (especially from Asian economies). The effect in
most Latin American economies has also been one of moderate de-
preciation in their currencies; however, in recent months, the Argen-

Chart 1.5
Financial Volatility Indexes
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tine peso and the Brazilian real depreciated sharply, mainly because
of political uncertainty and the less-friendly external environment,
due to tighter global financial conditions (Chart 1.6 and Chart 1.7).

2 This was after the US Department of Labor published its Jobs Report on February
2, 2018.
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Chart 1.6
Five-year Credit Default Swaps (CDS) for Several Latin American Countries
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Chart 1.7
Exchange Rate Index for Several Latin American Countries
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1.1.4 Forecasts by Banco de la Republica’s Technical staff

Considering all the information at hand, the economic growth fore-
cast for Colombia’s trading partners in 2018 as a whole showed little
change with respect to what was predicted in the March edition of the
Inflation Report. In the baseline forecast scenario, consumption and
investment would continue to be the driving force of growth in the ad-
vanced economies. In the emerging countries, moderation is expect-
ed, with outlooks that vary among countries. This is due to the more
favorable prices for commodities that will benefit the countries that
export them. Also, due to the growing commercial tensions involving
China and the increase in the perception of risk in some economies.

Consequently, growth in the economies of the country’s trading part-
ners (weighted by non-traditional trade) is forecast at 2.4% for 2018
and 2.6% for 2019 (Chart 1.8). These figures represent an acceleration
compared to 2017, when the growth figure was 2.0%. The following
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Chart1.8
Average Growth of Colombia’s Trading Partners
(Non-traditional trade weighted)
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were the revisions of the individual forecasts of
the baseline scenario with respect to the previ-
ous edition of this Report (Table 1.).

«  For China, the forecast for GDP growth in
2018 and 2019 was revised upwards, since
recent data has been higher than expected.
Nonetheless, a lower expansion is forecast
for 2019. This is consistent with the conver-
sion of the economy from one driven by ex-
ports to one supported by consumption.

«  Forthe euro area, the economic growth fore-
cast was revised downwards, because the
observed data have been weaker than ex-
pected, especially for Germany and France.
Added to this is the unfavorable situation in
Italy due to political uncertainty. Neverthe-
less, the economy is expected to continue

Table 11

recovering during the rest of the year, thanks to growth in do-
mestic demand and the slow normalization of monetary policy
by the European Central Bank (ECB).

In Latin America, Chile’s economic growth forecast was revised
upwards for 2018 and 2019, due to the better results observed in
the latest indicators. A strong global demand for copper coupled

Growth Forecasts for Colombia’s Trading Partners

Growth Forecasts for Colombia’s Trading

Partners

Main partners

Forecasts for 2018 Forecasts for 2019

Scenario Scenario

Maximum
forecast

Baseline
forecast

Minimum
forecast

Maximum
forecast

Baseline
forecast

Minimum
forecast

United States a/ 2.3 21 2.8 3.2 14 2.4 3.4
Euro Area 2.5 2.0 2.2 2.7 1.0 2.0 2.6
Venezuela b/ -14.0 -10.0 -7.0 -4.0 -7.0 -4.0 -1.0
Ecuador 3.0 0.5 1.8 3.0 0.0 1.5 3.0
China 6.9 6.2 6.6 6.8 5.6 6.4 7.0
Other partners

Brazil 1.0 1.6 21 2.6 1.0 2.7 3.5
Peru 2.5 2.7 3.5 4.0 2.0 3.8 43
Mexico 2.0 1.5 2.2 3.0 1.0 2.3 3.5
Chile 1.5 2.8 3.5 3.8 2.0 3.3 4.0
Total trading partners (non-traditional 20 18 24 3.0 14 26 34

trade-weighted)

a/ The figure for GDP growth in the United States during the second quarter was published on July 27. This information was part of the set of data used by the Board of Directors of Banco
de la Republica for its decision on July 27. However, the forecasts presented here do not incorporate this new information.

b/ The 2017 figure for Venezuela is an estimate.
Source: Bloomberg; calculations and projections by Banco de la Repdblica.

20



The International Situation and Balance of Payments

with a domestic demand favored by a more relaxed monetary
policy and an improvement in labor market conditions would
boost the economy. In contrast, the growth forecasts for Bra-
zil, Peru and Venezuela were reduced. In the first case, this was
due to the effects of strikes, political uncertainty and tighten-
ing of financial conditions; in the case of Peru, it was because,
although data for the first quarter were good, they were lower
than expected. Added to this is the latent risk of a revival of po-
litical uncertainty. Finally, in Venezuela, the downward revision
of the forecast reflects the drastic slump in economic activity,
including the decline in oil production, despite the hike in oil
prices.

The baseline forecast scenario described here contemplates an increase
in inflation in advanced economies during 2018, given demand factors
and higher prices for some commodities, particularly oil.

In this environment, two additional hikes in the Fed’s policy interest rate
are expected during the remainder of 2018, coupled with the two previ-
ous ones at the March and June meetings. Consequently, by the end of
2018, this rate would stand within a range between 2.25% to 2.50%. How-
ever, even after the adjustments, it would still be historically low. Add-
ed to this would be the balance sheet reduction program, which would
continue to be fulfilled pursuant to what was announced. On the other
hand, no increases are expected in the ECB's policy rate during 2018. This
means monetary policy in the world’s major economies would continue
to be loose, which would favor growth.

The baseline scenario considers no significant effects on economic
growth stemming from the recent restrictions on international trade im-
plemented by the United States and its trading partners. At the moment,
they affect a very small proportion of this growth. On the other hand,
this scenario does not contemplate the negative effects associated with
the financial stress some emerging economies have experienced in re-
cent weeks. The assumption is that, despite the gradual normalization of
monetary policy in the advanced economies, the trend in financial con-
ditions remains favorable, with isolated pressures determined by vulner-
abilities in some economies.

Regarding raw materials, the forecast for oil prices in the baseline
scenario increased for 2018 (Table 1.2), given the persistence of the
level observed in recent months. Consequently, the expectation in
this Report is an average price of USD 71 per barrel (Brent benchmark)
for 2018 and USD 67 for 2019. This implies a drop during the remain-
der of 2018, from the high levels reached in recent weeks. The factors
that would contribute to this decline are: 1) an increase in supply
in response to high prices, which would be concentrated in the sec-
ond half of the year, especially in the United States, and 2) a gradual

The baseline
scenario considers
two additional
increases in

the Fed's policy
rate during the
remainder of 2018.

This report
anticipates an
average price of
USD 71 per barrel
(Brent reference) in
2018 and USD 67 in
2019.
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Table 1.2
Benchmark Price Forecasts for Colombia’s Commodity Exports

Forecasts for 2018

Scenario

Minimum Baseline | Maximum

forecast forecast forecast
Brent crude (dollars per barrel) 54.79 68 7 76
Coal (dollars per ton) 70.32 75 79 86
[(;zluor:gl))ian coffee (ex dock) (dollars per 152 13 14 15
Gold¥ (dollars per troy ounce) 1,258 1,400 1,320 1,200

Forecasts for 2019

Minimum
forecast

57
60

1.2

1,600

Scenario

Baseline
forecast

67
75

1.45

1,300

Maximum
forecast

77
85

1.8

1,100

a/ This is assumed to be a haven value, because the price of gold increases when there is more uncertainty (a pessimistic scenario).
Sources: Bloomberg; calculations by Banco de la Repiblica.

erosion of the agreements reached by the Organization of Petroleum
Exporting Countries (OPEC).

The following are the main downside risks to the international situa-
tion considered in on this Report.

. An increase in the cost of external financing: if the monetary
stimulus is withdrawn faster than expected, the cost of financing
could increase for emerging economies and, particularly for Co-
lombia, beyond what is contemplated in the baseline scenario.

. Intensification of financial stress in emerging economies: The re-
cent episodes of financial stress in some emerging economies
could worsen, resulting in negative effects on global economic
activity and possible contagion.

. An escalation in protectionist trade policies between the United
States and its trading partners: The resurgence of these mea-
sures might have a significant negative effect on international
trade and global economic growth.

. More persistent and accentuated political and commercial risks:
Again, several events could negatively affect the growth of Co-
lombia’s trading partners: 1) failure to renegotiate the North
American Free Trade Agreement (NAFTA); 2) adverse news re-
lated to the Brexit negotiation, and 3) a build-up in political
tension in several advanced and emerging economies.

1.2 Balance of Payments
1.2.1 Results for the First Quarter of 2018

Between January and March 2018, the current account in the country’s
balance of payments registered a deficit of USD 2,831 m, which is low-
er in dollars than a year ago, when it was USD 3,424 m. As a share of
GDP, this comes to 3.5%, implying a reduction of 1.1 percentage points
(pp) compared to the 4.7% observed in the first quarter of 2017.
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The current account deficit, in dollars, declined during the first quar-
ter of 2018 by USD 593 m compared to the same period in 2017. This
was explained by a lower trade deficit in goods and services, which
fell by USD 803 m, and by larger current transfers, which increased by
USD 201 m, thereby making it possible to more than offset the USD 411
m increase in net outlays of primary income. The results for the cur-
rent account in the first quarter of 2018 show that the lower external
deficit was explained by nearly a 12% growth in income, which exceed-
ed the 6% increase in expenses. It should be noted that the increase
in income was mostly explained to the improvement in the country’s
terms of trade, given the increase in export prices.

The lower goods trade deficit was thanks to USD 891m in export growth
(9.7%), which mostly offset the rise in imports (USD242m, 2.2%). The
increase in external sales occurred in an environment of higher com-
modity prices, especially oil and coal. External sales of industrial prod-
ucts also registered higher levels than a year ago (+ 16.7%), consistent
with the increase in growth of Colombia’s main trading partners. On
the other hand, the rise in external purchases was mostly driven by
the growth in imports of input and capital goods for industry.

The deficit in the service account was down in the first quarter by
USD 154 m compared to the same period in 2017. On the exports side,
it is worth noting the increase in revenue from travels, as well as the
sale of other services. The added expenditures that stand out with
respect to imports include those associated with insurance and finan-
cial services, payments for business and transportation services, and
expenses incurred by Colombian travelers abroad.

On the other hand, net outlays for primary income were USD 411 m
during 2018 to March. This is attributed, on the one hand, to higher
profits of firms in oil and mining sectors that have foreign investment
in the country and, on the other, to higher interest payments associ-
ated with foreign loans and debt securities.

Net current transfers increased annually by 14.2%, thanks mainly to
the growth in worker remittances. The most important were from the
ones sent from the United States, Spain and several Latin American
countries.

As for external financing, the first quarter of 2018 saw USD 2,580 m
in net inflows of capital. This is less than those of a year ago, which
came to USD 3,122 m. During this period, net direct investment was
USD 1,022 m, down by 42.7% due to the increased outflow of Colom-
bian investment abroad and reduced inflows of foreign direct invest-
ment (FDI). Foreign direct investment received during this period was
distributed as follows, according to economic activity: mining and oil
(40.5%), financial and business services (18.4%), commerce and hotels
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The net inflows of
capital observed

in the financial
account during the
first quarter were
lower than those of
a year ago.

An increase in the
current account
deficit is forecast for
the second quarter
of 2018 compared to
the same period

in 2017.
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(13.9%), transport and communications (13.3%), manufacturing indus-
try (8.0%), and other sectors (5.9%).

In terms of foreign portfolio investment, the country received USD 185
m in inflows and established USD 1,904 m in financial assets abroad.
The funds received from the purchase of TES by foreign investors, off-
set amortization payments made during the first quarter of the year
on long-term debt securities.

As for other capital flows, the country registered USD 2,166 m in net in-
flows during the first quarter, mainly from loans acquired with foreign
commercial banks and multilateral institutions. During the period un-
der analysis, international reserves on balance of payments transac-
tions increased by USD 137 m, due to the net return on the portfolio.
As of March 2018, Colombia’s net international reserves amounted
USD 47,608 m; for June, this figure was USD 47,491 m.

1.2.2 Forecasts

1.2.2.1 Estimate for the Second Quarter of 2018

Figures from the external balance for the second quarter of 2018 sug-
gest its adjustment would be somewhat slower than expected. Based
on the information at hand, this Report forecasts an increase in the
deficit in the current account for the second quarter of 2018 compared
to the same period in 2017, both in dollars and in proportion to GDP.
This would have been near 3.7% in terms of GDP, which is higher than
the 3.2% for the same period a year ago. Regarding foreign trade in
goods, the available data show total exports in dollars increased by
USD 1,276 m (20.6%) during the April-May period compared to the pre-
vious year (Figure 1.9), mainly due to the increase in the export value
of oil and its derivatives, industrial goods and coal. Imports free on
board (FOB) * were up by USD 943 m during that period (12.7% in annu-
al terms), due to the generalized increase in different product groups
(Chart 110) (See the shaded section on page 25).

3 Unlike the measurement of the balance of payments, which takes the FOB val-
ue of imports into account, the calculation of GDP based on national accounts
considers the cost, insurance and freight (CIF) of imports. CIF imports totaled
USD $8,752 m during the two-month period from April to May. This represents an
annual increase of 12.8%.
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Exports and Imports of
Goods in Dollars for the
Two-month Period from
April to May 2018

In the two-month period from April to May 2018, to-
tal exports rose 20.6% in annual terms (Chart 1.9),
supported by growth in the three types of goods.
Mining exports contributed the most to the total
variation (14.7 pp), followed by non-traditional ex-
ports (5.3 pp). The recovery in agricultural exports is
a high point; they were up by 5.3%, after contracting
during the first quarter of the year.

Higher international prices for export mining goods
continue to boost sales in this sector! The export
value of coal and oil rose by 15.5% and 29.4%, re-
spectively, compared to the same two months in
2017. The elevated growth in exports related to oil
refining was an important aspect, contributing 3.0
pp to the variation during the period (Table A).

1 The price index for mining exports rose by 32% in the April-May
2018 period compared to the same period in 2017. The growth
in the index during the February-March period was 20.6%.
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Non-traditional exports continued to exhibit good
levels, growing 19.7% in the two-month period and
thereby exceeding the annual figure of 16.4%, regis-
tered in the first quarter of 2018 (Chart A). External
sales of goods of this type increased to all destina-
tions, with the exception of Peru. The best annu-
al performance was observed in external sales to
Ecuador (35.4%) and to the other ALADI countries
(29.3%).2 The growth in exports to the United States,
the country’s main trading partner, has been great-
er than was observed in previous months, register-
ing an increase of 11.4% in annual terms during the
period under study. Exports to Venezuela continued
to post positive growth rates (Chart B).

With respect to traditional agricultural exports,
external sales of flowers and bananas recovered,
growing by 254% and 11%, respectively, while

2 Latin American Integration Association (ALADI), without Vene-
zuela, Ecuador, Peru and Mexico.
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Table A

Dollar-denominated Exports and Imports of Goods in the Two-month Period from April to May 2018 (FOB)

(Percentage)

Items with important contributions to the annual change

Items Annual change in

the item
Total exports 20.6
o Crude oil 29.4
Mining products 24.5 o
Coal, lignite and peat 155
Chemical products 24.2
Non-metallic minerals and base metals 35.7
Remaining exports®/ 197
(Non-traditional) : o EeuEE 354
To the other ALADI countries 29.3
To the remaining destinations 17.7
Flowers 24.5
Agricultural products 5.3 Bananas 11
Coffee -3.7
Total imports 12.7
) Capital goods for industry 19.7
Capital goods 101 ) )
Construction materials 26.0
. Raw materials for industry 25.7
Intermediate goods 121 . .
Raw materials for agriculture 11.8
Durable goods 21.2
Consumer goods 17.8
Non-durable goods 13.9

a/ This group does not include petroleum or derivatives thereof, nor coal, nickel-iron, gold, coffee, bananas or flowers. It does include other mining and agricultural

products. The majority are manufacturing exports.
Source: DANE; calculations by Banco de la Republica.

coffee exports were down by 3.7% in annual terms.
The total variation in exports with respect to this
group of goods is explained by an increase pf 13.9%
in export quantities, which was partially offset by a
7.6% decline in the price index.

As for FOB imports, growth was reported in all
groups of goods, with an annual increase of 12.7%
in total imports, which is a higher rate of expansion
than was observed in the first quarter of the year
(Chart 110). The largest contribution was from the
group of intermediate goods (5.5 pp), driven main-
ly by added momentum in external purchases of
raw materials for industry (25.7%) and agriculture
(11.8%) (Chart C).

Within the group of capital goods, which expanded
by 101% during the two-month period in question,
the category comprised of capital goods for industry
contributed the most (3.7 pp), followed by construc-
tion materials (0)., 7 pp). Imports of transport equip-
ment continued to decline, having fallen by 11.4%.

In terms of consumer goods, imports of non-dura-
bles rose 21.2%, supported by purchases of food-
stuffs and pharmaceutical products. On the other
hand, external purchases of durable goods grew by
13.9%, signifying a recovery that is explained largely
by the increase in the item that includes machinery
and appliances for domestic use and private trans-
portation vehicles.
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Chart A Chart B
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On the other hand, the deficit in non-factor services and factor in-
come is expected to be greater during the second quarter than what
was registered for the same period a year ago. The deficit in factor in-
come is driven by the profits of companies with FDI that operate in the
mining and energy sector. Moreover, the payment of interest on loans
and debt securities is expected to continue to be an important source
of pressure on the current deficit, as it has been since 2017. Also, there
is an estimated additional impact on service imports due to the World
Cup and its effect on the spending by Colombian travelers abroad, as
well as higher freight payments as a result of imports growth and the
increase in fuel prices.
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As for capital flows, it is estimated that FDI would have been higher
during the second quarter of 2018 than it was during the same peri-
od a year ago, thanks to the resources received by companies in the
mining and oil sector, given the improved outlook for international
prices. On the other hand, the figures available on capital flows from
the foreign exchange balance show an annual increase in foreign in-
vestment resources from the private sector portfolio between April
and June.* Added to this would be the resources from foreign loans by
multilateral banks, especially those obtained by the government and
other entities in the public sector.

1.2.2.2 Forecasts for 2018 and 2019

The forecast exercises done for this Report indicate the current ac-
count deficit in terms of GDP would decline in 2018, but would cease
to adjust in 2019. In the most probable scenario, the current deficit
for 2018 would be around USD 11,151 m; this comes to 3.2% of GDP in a
range between 2.9% and 3.5% (Table 1.3).

It is estimated the trade balance in goods for 2018 as a whole would
continue to show a deficit, but less so than in 2017, largely because
of more exports of oil and industrial goods. The increase in external
sales would be driven mainly by the behavior of international prices
for crude oil and the effect of the recovery in external demand on
Colombian manufactured goods.

As for imports of goods, 10.8% annual growth is expected for all of
2018, continuing with the recovery observed in 2017. This is a result
of the added economic activity forecast for this year, which should
encourage imports by all sectors, in general, and the increased ac-
quisition of capital goods by the mining-energy and transport sector.

In terms of factor income, net outflows are expected increase in 2018,
due to a rise in the profits of foreign companies operating in the min-
ing and energy sector, which is consistent with the higher prices for
exports. The profits of companies that operate in other sectors are ex-
pected to improve as well, in line with the anticipated increase in eco-
nomic growth. Added to this would be the higher interest payments
on foreign borrowing, given the greater debt level and the increase in
foreign interest rates.

The deficit in services estimated for 2018 is on par with those of the
previous year. Expenses would increase, mainly, due to the higher cost
of foreign travel for Colombians and, to a lesser extent, the increase

4  Although the capital flows registered in the foreign exchange balance do not cor-
respond exactly to what is recorded in the balance of payments, given that the
former refer to the entry and exit of foreign currency, they give some idea of the
trend.
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Table 1.3
Balance of Payments

The International Situation and Balance of Payments

Annual Flows (Millions of US dollars)

I N N T T e

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+E)
Percentage of GDP
A. Direct investment (ji-i)
i. Foreign investment in Colombia (FDI)
ii. Colombian investment abroad

B. Portfolio investment

C. Other investment (loans, other lending and

derivatives thereof)
D. Reserve assets

Errors and omissions (E & O)

19,762 -18,549 12,025 10,437 11,151 11,833
5.2 63 42 32 B2 B2
11,862 -18,252 12,676 -8,942 7,562 -9,306
-12,521 -5,727 -5,227 -8,089 -10,882 -10,593
4,622 5,430 5,878 6,594 7,293 8,066
-19,292 -18,250 -12,683 -9,831 11,151 11,833
51 6.2 -4.5 31 3.2 32
12,268 -7,505 -9,332 -10,235 -8,653 -8,976
16,167 1,723 13,850 13,924 12,756 13,369
3,899 4,218 4,517 3,690 4103 4,392
11,565 -9,166 -4,839 1,597 219 -844
104 1,994 1,323 1,455 -2,867 2,974

4,437 415 165 545 587 961
470 299 -659 606 0 0

(pr.) preliminary
(proj.): projected

Observation: The results presented in this table follow the recommendations outlined in the sixth edition of the Balance of Payments Manual proposed by the IMF. For additional infor-
mation and changes in methodology, see http://www.banrep.gov.co/balanza-pagos

Source: Banco de la Republica

in freight expenses and the growth in oil technical services, given
the rise in international oil prices. Meanwhile, revenues would rise,
mainly from tourism, which would be favored by the improvement in
growth worldwide.

Finally, the forecast suggests there will be more net income from
transfers, particularly because of the momentum observed in the
world economy (see Section 1.1 of this chapter).

As for capital flows, direct investment in 2018 should continue to be
the main item in terms of foreign capital inflows. Also, more loans (net
disbursements) are expected to be contracted with multilaterals and
foreign banks, in contrast to the net amortizations in 2017. With regard
to portfolio investments, the baseline scenario for 2018 assumes less
bond placement by the public sector and more momentum in the TES
market from foreigner investors.

Prices for Colombia’s major commodity exports are expected to de-
cline slightly by 2019, while the increase in exports of goods would be
due to the momentum in external sales of industrial products. The
positive path toward import growth is expected to continue, in line
with a more dynamic economy. The foregoing would imply a larger
trade deficit in goods compared to the forecast for 2018. Less of a
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deficit in non-factor services and a slightly lower level of factor in-
come are expected as well. Accordingly, the current account deficit
forecast for 2019 in the baseline scenario comes to USD 11,833 m (3.2%
of GDP) (Table 1.3).

As for financing, 2019 is expected to see an increase in FDI and other
investment flows, while foreigners would continue to purchase TES.
The emission of bonds by the government and public entities is ex-
pected to decline, as well as portfolio outflows by the private sector.
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Domestic Growth:
Current Situation and
Short-term Outlook

Economic growth accelerated in the first quarter of 2018.

Public consumption displayed important momentum, while investment
contracted.

Available information for the second quarter suggests economic activity
would have slowed slightly compared to the result for the first quarter.

21 GDP Performance during the First Quarter of 2018

The latest GDP figures showed the pace of expansion in the Colombian econo-
my accelerated during the first quarter compared to the records at the end of
2017, both in the original series and in the seasonally and calendar adjusted
series. In fact, annual growth in the original GDP series for the fourth quarter
of 2017 was 1.8%, and went to 2.2% for the first three months of 2018. The an-
nual change in the adjusted series was 2.8% for the same period (Chart 2.1).
This figure, which is comparable to the forecast exercise done by Banco de la
Republica’s technical staff, coincided with the ceiling of the interval outlined
in the previous Inflation Report (between 1.8% and 2.8%, with 2.3% being the
most likely figure). The growth between quarters was 0.7%, which corresponds
to an annualized figure of 2.8%.
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Although economic recovery was observed in the  Chart21 .
fi d h d at Gross Domestic Product

rst quarter compared to what was on record a (Seasonally adjusted and corrected for calendar effects)
the end of last year, growth was less balanced

(Billions of 2015 pesos) (Annual change)
than the one forecast by Banco de la Repiblica’'s 20 | 10,0
technical staff. This was the result of a positive 90
shock in the case of public consumption and a 80
negative one for investment. 180 ;Z

160 r 5.0
Several external and internal factors contribut- 40
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bian economy. In principle, and as mentioned in 1o 20
Chapter 1 of this Report, the fact that external | | | | L -
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exports, which grew at an annual rate of 1.3%. GDP seasonally adjusted and corrected for calendar effects (2015 base year)

——Annual change (Right axis)

This outcome contrasts with the reductions ob-

served during the second half of last year (-1.0%

and -4.4% in the third and fourth quarter of 2017,

respectively). Imports, on the other hand, declined at an annual rate
of 2.5%, completing their second consecutive quarter of negative
growth rates (Table 2.1). In this way, net external demand contributed
positively to GDP growth.

Source: DANE; calculations by Banco de la Repiblica.

With respect to domestic factors, in addition to the demand shocks
mentioned already, such as the drop in inflation and its convergence
towards levels close to the long-term target of 3.0%, the significant
recovery in household confidence between January and March of
2018 and the advances witnessed in terms of the reductions in Ban-
co de la Republica’s intervention rate being transmitted to market
rates would have favored the performance of private consumption.
Moreover, the negative effect of the value-added tax hike at the be-
ginning of 2017, which affected the expansion in this component of
spending, especially during the first half of last year, would have

Table 2.1
Real Annual GDP Growth, by Type of Expenditure (Seasonally adjusted and corrected for calendar effects. 2015 base year)

2017 2017 2018
1 Qtr. 11 Qtr. 11l Qtr. IV Qtr. Full year 1 Qtr.
1.8 2.4 2.6 2.2 2.2 3.3

Total consumption

Household consumption 13 1.8 2.3 17 1.8 2.3

Final government consumption 23 44 4.5 4.8 4.0 7.2
Gross capital formation 1.5 0.9 -1.3 1.3 0.6 -5.6
51?,2;?;ignc§mand (consumption + 1.8 21 17 2.0 19 13
Total exports -1.9 4.5 -1.0 ~b.4 -0.7 13
Total imports -0.2 3.8 01 -2.6 0.3 -2.5
GDP 0.8 1.9 3.0 1.4 1.8 2.8

Source: DANE; calculations by Banco de la Repiblica
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dissipated during that period. On the other hand, there was an im-
portant acceleration in public-sector consumption, which would
have been related largely to the temporary increase in national
central government (NCG) spending in a context marked by entry
into force of the Assurances Act, a population census, and elections
for public office. In addition, regional and local governments en-
tered their third legislative year, a period normally associated with
an increase in the extent of budget spending. However, the growth
of total consumption in its seasonally and calendar adjusted series
accelerated compared to the end of 2017, when it went from an in-
crease of 2.2% in that period to 3.3% during the first three months of
the year (Table 2.1).

In contrast to what was observed for consumption, gross capital for-
mation (GCF) contracted sharply at the start of 2018: 5.6% compared to
the same quarter of 2017 (Table 2.1). According to the GDP data in the
new series with 2015 as the base year, this figure is the worst on record
for this GDP component on the last five-years. The figures on eco-
nomic performance in the first quarter, published recently by DANE,
do not allow for a detailed analysis of the components of investment.
Consequently, it is hard to ascertain which subcomponent of gross
fixed capital formation suffered the largest setback. However, and as
explained below, an analysis of GDP in the construction sector (a mir-
ror of investment in this type of capital goods) suggests the drop in
GCF would have been related to major reductions in the construction
of civil works and buildings.

It should be noted that DANE did not publish a disaggregated se-
ries for the components of domestic demand, but the sum of total
consumption and investment showed low growth, although better
than the aggregate for 2017. This limits possibilities for a more dis-
aggregated analysis of the behavior of the Colombian economy, and
makes the forecasts more uncertain. As explained already, hetero-
geneity within this indicator was broad: while total consumption
accelerated, GCF dropped sharply. However, improvement in GDP
performance was clear. This would have delayed effects on other
sectors in the economy, as suggested by the recent behavior of the
job market (see the shaded section on page 34), which shows slight
signs of recovery.

As for the different branches of the economy, the sectors with the
highest growth rates during the first three months of the year were
financial and insurance activities (8.4%) and the sector that includes
government administration and defense, education, health and social
services (7.0%). On the contrary, there were significant reductions in
construction (-7.9%) and mining (-3.9%), while commerce, agriculture
and industry posted moderate growth (Table 2.2).
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Labor Market Performance during the

Second Quarter of 2018

The information up to May 2018 indicates the unem-
ployment rate (UR) deteriorated with respect to the
national total and remained stable in the thirteen
major metropolitan areas, compared to the figures on
record for the same period in 2017 (Chart A). However,
a look at the seasonally adjusted series (moving quar-
ter) shows no deterioration with respect to what was
observed in the first quarter of 2018: the national UR
averaged 9.5% between April and May, remaining un-
changed compared to the average for the first quarter
of 2018, while the UR for the thirteen major metropol-
itan areas was 10.6% between April and May, a slight-
ly lower percentage than the one observed between
January and March (10.7%) (Chart B).

The few changes there were in the UR in the thir-
teen metropolitan areas are explained by the fact
that the momentum in the employment rate (ER)
and that of the overall participation rate (OPR)
have been similar for several quarters (Chart C).
In other words, labor supply and demand have
moved in parallel. Both rates fell from mid-2016
up to the end of 2017. However, this trend was in-
terrupted during the course of 2018 to date, when
both increased in similar proportions.

In terms of employment, the seasonally adjusted
figures in recent months indicate the number of
employed persons has increased, annually and in
the margin, both for the national aggregate and
the thirteen major metropolitan areas. During the
moving quarter ended at May, the employment
rate was up by 0.5% annually in the national total
and by 1.4% in the thirteen major metropolitan ar-
eas (Chart D, panels A and B). During this period,
the increase in the number of employed persons
in the national total was determined, mainly, by
the growth in urban employment.

The indicators of employment quality deterio-
rated slightly during April and May in the thir-
teen metropolitan areas. Although the number
of salaried workers and formal employees’ rose

1 According to the definition used by DANE, which is based on
resolutions adopted by the United Nations International La-
bor Organization (ILO), employers and workers in companies
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marginally with respect to the figures for the pre-
vious quarter, the increases in non-salaried em-
ployment and in informal employment were more

with up to five workers, unpaid family workers, unpaid workers in
other household companies or businesses, domestic workers, day
laborers or unskilled farm workers, and independent laborers who
work in establishments of up to five people, with the exception
of independent professionals, are regarded as informal workers
(DANE, 2009).



pronounced. In annual terms, the growth rate for
salaried employment was 0.7% during the moving
quarter ended at May, while that of non-salaried
employment was 2.1% (Chart E). During this same
period, the annual changes in formal and infor-
mal employment were -0.1% and 3.0%, respective-
ly (Chart F).

Likewise, subtle signs of recovery in the labor
market are beginning to be evident. The marginal

Chart C
Overall Participation Rate and Employment Rate
(Thirteen major metropolitan areas, seasonally adjusted)
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increases in the OPR and the ER in the thirteen ma-
jor metropolitan areas, coupled with the increase
in the number of employed persons, both nation-
ally and in the urban area, are indicators of slight
improvements in the labor market. However, more
positive marginal and annual changes are observed
in lower quality employment than in salaried and
formal employment. Yet, the prospects for econom-
ic recovery during the coming quarters should con-
tribute to good momentum in the labor market.
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Chart E

Employment, by Type of Occupation

(Thirteen major metropolitan areas, seasonally adjusted
quarterly moving average)

(Thousands of persons)

Chart F

Employment, by Formality

(Thirteen major metropolitan areas, seasonally adjusted
quarterly moving average)
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The moderation in annual growth in the agricultural sector during the
first quarter was due to lower growth in permanent and temporary
crops (3.6%) and livestock (4.3%). The decline in coffee production
contributed to the slowdown in the first branch (-5.5%) and is ex-
plained largely by of the adverse weather conditions for this crop,
witnessed during the second half of 2017. This impact was offset, in
part, by the fact that forestry and fishing posted smaller reductions
than those observed at the end of the previous year.

Mining, on the other hand, fell sharply during the first three months
of the year, mostly explained by the lack of growth in oil production
during that period and a steep decline in coal production (-81%). Al-
though this outcome occurred in a particular context where problems
with law and order in February affected the country’s oil infrastruc-
ture, it is important to point out that oil production has remained
stable at around 850 thousand barrels per day (tbd) since mid-2016,
despite the decline in levels of investment in long-term projects, as
a result of the dramatic plunge in international prices observed in
mid-2014.

In contrast, the manufacturing industry as a whole reported better
performance than what was observed throughout 2017, halting its
decline and growing 1.5% during the first quarter of 2018. Excluding
oil refining, industrial manufacturing was up by 11%. The highlights
in this positive performance include meat processing and preserva-
tion (8.9%), the production of milling products (7.2%) and beverage
production (3.2%). Despite this favorable outcome, a survey done by
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Table 2.2
Real Annual GDP Growth by Branch of Economic Activity
(Seasonally adjusted and corrected for calendar effects, 2015 base year)

2016 2017 2017 2018
Full Year 1 Qtr. 11 Qtr. 111 Qtr. IV Qtr. Full Year 1 Qtr.

Agriculture, forestry, hunting and fishing -0.2 11.2
Mining and quarrying -3.0 -6.9 -1.7 -5.2
Manufacturing industry 2.8 -2.2 2.7 -1.3
Electricity, gas and water -0.0 -0.7 1.0 1.5
Construction 3.0 -0.6 -0.8 34

Buildings 5.4 -1.7 -4.0 -9.4

Civil works -3.2 10.6 5.3 9.3

Specialized construction activities 5.3 -4.7 -6 -3.8
ﬁ;)dn;irggrce, repairs, transportation and 19 05 11 20
Information and communications -0.8 -2.6 0.7 0.8
Financial and insurance activities 6.6 1.9 9.5 5.2
Real estate activities 33 3. 2.8 2.6
zzgilz/ei;sécs)nal, scientific and technical 23 58 36 36
/;Ettzf/tilt?ésentertamment and recreational 55 61 55 10
Subtotal -value added 2.0 0.9 1.8 1.9
Taxes minus subsidies 1.2 1.9 4.0 9.0
GDP 2.0 0.8 19 3.0
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the National Association of Colombian Business Owners (ANDI) shows
they still perceive demand (both domestic and foreign) as the main
problem facing the manufacturing industry, followed by the cost of
raw materials. Both these phenomena would have reduced the ex-
pected positive effect of accumulated depreciation of the exchange
rate on the dynamic of this sector.

The branch associated with government administration and defense,
education and health, which accounts for a large share of GDP (14.7%),
posted sizeable growth in the first quarter (7.0%). This is consistent
with the acceleration observed in government consumption. As for
other sectors related to services, the real estate sector is particularly
prominent, with a share of GDP equal to 8.9% and 2.8% growth during
the January-March period. On the other hand, the sector that includes
financial and insurance activities continued to expand at an import-
ant rate during the first quarter (8.4%), higher than was observed on
average for 2017 (6.9%).

37



Domestic Growth: Current Situation and Short-term Outlook

Finally, as mentioned before, construction industry experienced a ma-
jor setback due to the sharp slowdown in the construction of build-
ings (-9.2%) and civil works (-8.2%). In the first case, according to the
figures on square meters of on-going constructions from the building
census published by DANE, the drop occurred both in the residential
line (-19.2%) and in non-residential construction (- 7.1%). On the other
hand, delays in the construction of several so-called fourth genera-
tion highways (4G) contributed to the poor performance in civil works.
The setbacks were caused by delays in financial closure that have af-
fected investments in these projects. As a result, the item comprised
of specialized activities for construction also declined considerably
(-8.2%)

2.2 GDP in the Second Quarter of 2018

The technical staff’s forecast for the second quarter assumes that the
negative effect of the demand shock on GCF, which was identified in
the first quarter, would have continued throughout the second. It also
presumes the positive effect of the shock to government consump-
tion would have largely dissipated in these last three months. Togeth-
er with the results for the short-term indicators that were available
between April and June, makes it possible to predict a slight slow-
down in GDP growth (seasonally adjusted and corrected for calen-
dar effects) compared to what was observed in the first quarter. The
fact that there is no longer available a higher decomposition of GDP
on the expenditure side, coupled with the uncertainty related to the
change in the base year and the possible revision of GDP growth fig-
ures (mainly associated with a consolidation phase of the methodolo-
gy used to adjust for seasonal and calendar effects), expose the fore-
cast to a great deal of uncertainty. This being the case, the technical
staff estimates the Colombian economy would have expanded by 2.6%
annually during the second quarter, in the absence of calendar and
seasonal effects. It is important to note this forecast implies higher
growth in the original GDP series than the 2.2% for the first quarter.

The behavior of GDP in the second quarter would have occurred in
a macroeconomic context characterized by the good performance
of external growth fundamentals. In principle, and as mentioned in
Chapter 1 of this Report, economic performance of Colombia’s major
trading partners continued to gain momentum, which meant an in-
crease in external demand. The prices of the country’s main export
commodities rose as well, which would have translated into an in-
crease in terms of trade. Moreover, capital that would have been used
to finance the expansion in domestic demand continued to enter the
country during the second quarter, despite the recent hikes in the risk
premiums of most emerging countries and the increases in the cost
of external financing.
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There was a
significant decline in
construction during
the first quarter.

Second-quarter GDP
growth is expected
to be slightly less
than it was in the
first quarter.



Chart 2.2

Domestic Growth: Current Situation and Short-term Outlook

As for the domestic fundamentals, inflation stabilized very near its
long-term target of 3.0%. Likewise, transmission of the reduction in
Banco de la Republica’s intervention rate to market rates continued.
The cumulative effects of a looser monetary stance would have con-
tributed to the changes in disposable household income and might
have alleviated, in some way, the financial burden of net debtors.
There was also an important recovery in confidence, marked primarily
by a better outlook for future conditions in the Colombian economy,
as will be discussed later.

Given this context, the technical staff’s forecast contemplates an in-
crease in domestic demand (measured as the sum of total consump-
tion, plus total investment) during the second quarter. In particular,
the expectation is for better performance in private consumption and
lower decline in investment. External demand,
on the other hand, would have contributed posi-
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Chart 2.4

Monthly Retail Trade Survey (Automotive retail trade, seasonally
adjusted and corrected for calendar effects)
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2001 (Chart 2.5). Moreover, with figures up to May,
the seasonally adjusted sales balance from Ban-
co de la Republica’s Monthly Survey of Econom-
ic Expectations (EMEE) also suggests the rate of
growth in private consumption would have ac-
celerated between April and May 2018.
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That being said, the figures available for the second quarter of 2018
suggests the growth in GCF would have been negative, although less
so than what was observed for this GDP item during the first three
months of the year. When the figures published by DANE on imports of
capital goods, in dollars, are converted to constant pesos, along with
those released by DIAN on foreign trade, one sees the investment in
capital goods would be driven more by spending on industrial ma-
chinery than on transportation equipment (Chart 2.6, panels A and B,
respectively).

The baseline forecast in this Report contemplates poor performance
for GCF in the construction sector during the second quarter. Specifi-
cally, a new decline is anticipated for investment in building construc-
tion. The indicators of economic activity for this subsector continued
to show mediocre performance. The non-residential and upper-in-
come housing segment continues to experience supply surpluses and
low momentum in demand. The forecast also contemplates sluggish
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B. Imports of transportation equipment, in constant pesos
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investment in civil works at levels similar to those registered a year
ago. This means the shock observed in the first quarter would only
dissipate fully as of the second half of the year, insofar as the delays
in financial closure that have affected investment in infrastructure
projects involving the so-called fourth-generation highways (4G) are

overcome.

The second quarter, in terms of foreign trade, is expected to see an
increase in real exports, driven primarily by sales of non-traditional
goods and services. Imports, on the other hand, would be down again
(although less so than during the first quarter). This would be related
to poor performance by much of the investment. These results are
derived from the figures on foreign trade in dollars published by DANE

and DIAN, which are kept in constant pesos and
with appropriate deflators used in both cases.

As to the different branches of the economy,
the indicators at hand suggest economic per-
formance during the second quarter of 2018 was
mixed. They also point to slightly less growth in
GDP than what was registered in the first three
months of the year.

The figures for the agricultural sector show
mixed results. On the one hand, according to
the National Federation of Coffee Growers, cof-
fee production came to 1,087,000 bags in June,
representing an annual increase of 3.6% (Chart
2.7). This figure, which implies 13.2% growth
during the second quarter, implies an improve-
ment compared to the first quarter, when coffee

Chart 2.7
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production suffered an annual decline of 5.5%.
However, figures such as those in the DANE Na-
tional Mechanized Rice Farming Survey, which
reported a contraction of 23.1% during the first
half of the year in the amount of area sown in
the Llanos region, suggest the increase in other
crops during the second quarter would not be as
encouraging.

The indicators for mining point to some recovery
in the sector. Average oil production during the
second quarter (865 tbd) rose by 1.2% annually
and surpassed the figure for the first quarter (847
tbd), which showed almost no growth in annual
terms (Chart 2.8). The decline in coal produc-
tion, which was substantial in the first quarter,
is expected to come to a halt during the second,
possibly because of the recent upswing in inter-
national prices for this product, which rose by
nearly 7% annually during the April-June period
(its growth in the first quarter was 6.7% annually).

The figures for the manufacturing industry point
to higher growth during the second quarter. Ac-
cording to the DANE Monthly Manufacturing Sur-
vey, the total for the sector rose 2.9% in May.
When oil refining is excluded, the rest of the sec-
tor grew by 4.2%. For the two-month April - May
aggregate, total industrial production, adjusted
seasonally and for calendar effects, grew by 4.9%.
This is an upswing compared to the average for
the first quarter (1.6%). The trend component of
this series also suggests a recovery in the sector
(Figure 2.9).

Chart 2.8
Oil Production
(Monthly and annual growth)

(Thousands of barrels per day) (Annual percentage change)

1,100 300
1,050 25.0
1,000 20.0
950 15.0
900 10.0
850 5.0
800 0.0
750 -5.0
700 -10.0
650 -15.0
600 N n L  -20.0
Jun-10 Jun-12 Jun-14 Jun-16 Jun-18
Level ——Growth (Right axis)

Source: Agencia Nacional de Hidrocarburos (ANH); calculations by Banco de la Repiblica

Chart 2.9
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Additionally, the Fedesarrollo Business Opinion Survey for the indus-
trial sector, with information up to June, shows favorable trends in
both the indicator for orders and the stock indicator. With this, indus-
trial confidence during the second quarter continued to strengthen.

As for construction, additional deterioration is expected, although it
would be less pronounced than in the first quarter. This is due mainly
to the fact that the poor performance registered for civil works should
being to turn around, thanks to financial closure for some of the 4G
projects. On the other hand, building construction would continue to
go through hard times, as shown by the indicators related to this ac-
tivity. Home building licenses declined in May (-5.3%), as did cement
production and deliveries (-1.5% and -1.6%, in that order). Moreover,

42



Domestic Growth: Current Situation and Short-term Outlook

inventories of housing, offices and business premises, especially in
certain cities and for certain income levels, remain high.

On the other hand, growth in government administration and de-
fense, education and health is expected to be much less than in the
first quarter. As mentioned earlier, in the counterpart of this sector
in spending the positive shock over government consumption is ex-
pected to dissipate. Financial and insurance activities would continue
to exhibit good momentum, although their growth, in annual terms,
would be less than what was observed during the first three months
of the year, given a relatively high base of comparison in the second
quarter of 2017. The forecast for the information and communications
sector, which grew significantly during the first quarter of the year,
is less growth in the April-June period given the income figures for
the telecommunications sector, which were obtained from the DANE
Monthly Services Survey.

Given all these figures, the technical staff estimates GDP growth, sea-
sonally adjusted and corrected for calendar effects, would have been
between 2.0% and 3.0%, with 2.6% being the most likely figure. The
breadth of the forecast range is consistent with the uncertainty relat-
ed to the performance of government consumption and civil works,
and the assumptions in the different balance of payments scenarios
for that period. It should be noted there is a significant margin of
error in this forecast, since the coming months could see DANE re-
viewing the historical GDP series and the share of its different com-
ponents, while consolidating the new base for the national accounts
(see shaded section on page 44).

Additional
deterioration

is expected in
construction during
the second quarter.
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The New Base Year for National Accounts: 2015

When DANE published the GDP growth figures for
the first quarter of the year, it introduced a new
base for the national accounts. First of all, in terms
of the change in methodology, the base year for
this data is 2015 and the structural year is 2014, as
opposed to the base year for the previous version,
which was 2005. Secondly, from standpoint of pro-
duction, the productive sectors were reconstruct-
ed, going from nine major branches of activity to
twelve. Their respective share of total production,
as of the first quarter of 2018, is shown in Table A.

Table A
Sector Proportion of GDP
(First quarter of 2018)

Proportion
(percentage)

Agriculture, forestry, hunting and

fishing e
Mining and quarrying 51
Manufacturing industry 11.5
Electricity, gas and water 3.2
Construction 6.3
Commerce, repairs, transportation and 175
lodging :
Information and communications 2.7
Financial and insurance activities 5.2
Real estate activities 91
Professional, scientific and technical 72
activities :
Government administration and 136
defense, education and health ’
Artistic, entertainment and

! A 2.3
recreational activities
Subtotal: aggregate value 90.7
Taxes minus subsidies 9.3
GDP 100.0

Observation: The portions are calculated with the original GDP series at current
prices.
Source: DANE; calculations by Banco de la Repiblica.

As for expenditure, although the figures published
at the time do not allow us to examine how do-
mestic demand breaks down, they make possible
to know the share of the major components of de-
mand, with some detail for consumption. These
proportions are listed in Table B.

Based on the output figures disclosed for the first
quarter, with the new 2015 base year, DANE pub-
lishes, in addition to the original series, a season-
ally and calendar adjusted GDP data series. This
adjustment allows for comparisons between con-
secutive quarters that are not comparable in the
original data due to the effect of working days. It is
important to note that, from now on, the technical
staff will monitor growth of the product series that
is seasonally adjusted and corrected for business
days, considering that, when estimating and re-
moving the statistical noise of the calendar effect,
this allows for a better analysis of changes in the
state of the economy.

Table B
Portions of the Spending Components in GDP
(First quarter of 2018)

Proportion
(percentage)
Total consumption 83.0

Household consumption 69.3

Final government

consumption 138
Gross capital formation 21.2
Total exports 15.0
Total imports 19.2
GDP 100.0

Observation: The portions are calculated with the original GDP series at current prices.

Source: DANE; calculations by Banco de la Repiblica.



Box 1

A Historical Decom-
position of the Con-
sumer Confidence
Index in Colombia

Camilo Cardenas Hurtado
Maria Alejandra Hernandez Montes*

The Consumer Confidence Index (CCl), published by Fed-
esarrollo, summarizes the perception and expectations
of consumers with regard to the country’s economic
conditions and those of households, as well as the will-
ingness of individuals to spend on durable goods, such
as furniture, appliances, vehicles, and even longer-term
decisions, such as the purchase of a home. This indica-
tor aims to closely monitor the behavior of demand and
to register changes in the preferences and consumption
habits of Colombian families. The CCl is monthly, in terms
of its frequency, and is calculated as the average of the
balances of five questions' in the Consumer Opinion Sur-
vey (EOC in Spanish). Two complementary indicators are
also constructed on the basis of these questions: the
Household Economic Conditions Index (ICE in Spanish)
and the Consumer Expectations Index (IEC in Spanish).

The CCI plays an important role in the decision-making
process of the economic authorities. Banco de la Republi-
ca’s technical staff and its Board of Directors follow this
indicator because, given the frequency with which it is
published and its high correlation with the dynamics of
private consumption, it provides relevant information

* The authors are, respectively, specialized professional and professional
in statistics within the Department of Monetary Policy and Economic
Information. The contents of this box constitute a summarized and pre-
liminary version of a working document by the authors entitled “Under-
standing Consumer Confidence Indexes in Colombia: A Structural FAVAR
Analysis”. The opinions and results presented herein are not binding on
Banco de la Republica or its Board of Directors.

1 The balance is defined as the percentage of positive responses minus
the percentage of negative responses. Its range goes from -100% to +
100%. The questions on which the CCl is constructed deal with percep-
tions and expectations concerning the household (questions 1 and 2),
the country (questions 3 and 5), and the willingness to purchase du-
rable goods (question 11), as identified by the household head who is
surveyed. For further details on the EOC methodology, consult https://
www.fedesarrollo.org.co/encuestas/consumidor-eoc
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that can be used to analyze the state of economic activ-
ity. In fact, studies such as those by Carroll et al. (1994)
and Ludvigson (2004), and Julio and Grajales (2011) for
the Colombian case, show the confidence index helps to
predict growth in the gross domestic product (GDP) and
its components, with household consumption being the
most relevant one. The coefficients of contemporaneous
correlation between the EOC indexes and the annual rate
of growth in private consumption are 84.0%, 80.6% and
80.5% for the CCl, the IEC and ICE, in that order, taking into
account the figures for the first quarter of 2018 (Chart B1.1).

Chart B1.1
Consumer Confidence Index and Growth in Household
Consumption
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1. The Macroeconomic Environment and
Recent Performance of the CCl

In the most recent four-year period, the Colombian
economy faced a variety of shocks that severely and per-
sistently affected its equilibrium. The most relevant one
was the unwinding of the international price of oil in mid-
2014. As explained in previous editions of the Inflation
Report, this plunge had macroeconomic consequences
that included 1) a significant drop in terms of trade; 2) a
deterioration in the dynamics of disposable income; 3)
a sharp depreciation of the exchange rate and, through
the effects of the second round, 4) the appearance of in-
flationary pressures on tradable goods, which impaired
the purchasing power of Colombian families. The drop in
the price of oil and its secondary effects on the economy
were compounded by those derived from the impact El
Nino weather had on food prices throughout 2015. This
implied an additional increase in the cost of the con-
sumer basket of goods and services.

In the context described above, the momentum in the
CCl was consistent with the cycle of economic activity.
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Therefore, it fell sharply as of the third quarter of 2014,
before bottoming out towards the end of 2016. Since
then, it has shown a tendency to recover, even in times
of political uncertainty and in the presence of shocks
associated with the announcement and subsequent im-
plementation of the latest tax reform. The recovery in
household confidence occurred in a scenario that was
marked by an orderly adjustment in the Colombian
economy at levels consistent with lower terms of trade,
but also by partial reversal of some of the shocks and the
convergence of the pace of economic activity towards its
potential level and inflation towards its the long-term
target of 3%.

The rise in the CCl was more noticeable in recent months,
propelled largely by the expectations component of the
indicator (Chart B1.2). The country’s economic authori-
ties and its market analysts have taken this as a sign of
economic recovery and as an indication of acceleration
in the rate of growth in private consumption in the short
term.

That being said, one can wonder about the reasons for
the recent recovery in household confidence. This re-
bound would have different implications for the design
of economic policy, depending on if it originates with
an improvement in its fundamentals, or if it obeys new
or isolated events unrelated to its determinants. It is,
therefore, important to pinpoint what these fundamen-
tal variables are and how they have influenced the be-
havior of consumer confidence in Colombia.

To that end, this box identifies some of the variables that
are recognized in the international literature as deter-
minants of consumer confidence. Then, a historical de-
composition of the structural shocks to the fundamen-
tals that determine movement in the CCl is developed
by means of an econometric exercise. The results of the

Chart B1.2

empirical exercise suggest the recent recovery in the CCl
was due to fundamental factors, as well as to confidence
shocks unrelated to its determinants. This allows us to
conclude that, even in the absence of positive confi-
dence shocks not explained by its fundamentals, the CCI
would have registered a positive trend.

2. Fundamentals of the Behavior of
Household Confidence

The literature on what decides consumer confidence
identifies variables that can be categorized into differ-
ent groups. In principle, Souleles (2004) and Ramalho et
al. (2011) find a short-term relationship between a coun-
try’s economic performance (and the phase of the cycle)
and consumer confidence, which complements the role
of the population’s demographic features and events of
an electoral and/or political nature. The results obtained
by Lahiri and Zhao (2016) point in the same direction; in
addition to the aforementioned variables, these authors
also underscore the importance of how each household
interprets and perceives its financial situation and the
cost of living. In this same vein, variables such as the
country’s financial situation, real household income, the
unemployment rate, inflation expectations and the per-
ception of the government’s economic policy explain the
behavior of consumer confidence.

Other authors, such as Mueller (1966), Ward (1999), and
Ozerkek and Celik (2010), have found that consumer con-
fidence closely follows what happens in the country and
at home in terms of the job market, income and wealth
in real terms, and the tax burden and tax levies. In par-
ticular, these studies show how the household head
being unemployed significantly affects consumer ex-
pectations with regard to economic conditions, and how
increases in stock prices and government spending have

Indexes of Consumer Confidence (CCl), Consumer Expectations (CEI) and Economic Conditions (ECI)
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a positive and a negative effect on consumer sentiment,
in that order.

The effect of news and political events on the extent of
consumer confidence has been studied as well. Mass
media news is identified as a key determinant of trust
(Mueller, 1966), and may even have an asymmetric effect:
consumers seem to be more sensitive to negative events
than to positive ones (Lahiri and Zhao, 2016). Also, it has
been reported that the tone with which economic news
is presented has a significant short-term impact on this
variable (Alsem et al., 2008). Similarly, Throop (1992) finds
that consumer confidence can move separately from its
determinants when an important political or economic
event occurs.

Similarly, De Boef and Kellstedt (2004) show that, after con-
trolling for economic performance, the way citizens perceive
the ability of governments to manage the economy affects
confidence in both the near and long term. Events such as
wars, elections and the extent of political approval of the
current government also explain several of the changes in
confidence.

3. Description and Results of the
Econometric Exercise

For this paper and according to the international lit-
erature, 78 economic series were classified into six (6)
groups of variables, each one related to a particular
determinant of consumer confidence. The first group
is constructed with indicators of the international eco-
nomic environment, and we refer to it as the “external
context”. The second contains variables associated with
the country’s economic situation in general, as well as
several indicators of economic activity and government
spending. It is called the “domestic context”. The third
group, “labor conditions”, summarizes the conditions in
the Colombian job market: employment and unemploy-
ment rates, quality of employment, and income and real
wages. The fourth group, “financial conditions”, includes
different interest rates, amounts disbursed, and indica-
tors of household loan quality. The fifth group, “taxes”,
is comprised of figures on the collection of direct and
indirect taxes that affect Colombian consumers. The
sixth group is related to the “cost of living”; it consists
of different indexes with respect to consumer prices and
inflation expectations.

Additionally, it is assumed the changes in confidence
that are not explained by these determinants are caused
by isolated shocks, referred to as “the rest”. They do not
depend on what happens to the fundamental variables
and could be related to political events, issues concern-
ing law and order, and news, among other factors.

Then, the main components were analyzed to construct
a representative series for each of the groups of deter-
minant variables. As is customary, the first factor (main
component) of each group was extracted. It summarizes
the behavior of all the variables included in the group.

A structural factor-augmented vector autoregressive
(SFAVAR) model was estimated to decompose the chang-
es in the CCl between those explained by its fundamen-
tals and those not related to the behavior of its deter-
minants. The tendency was eliminated from all series of
the system of equations. This allows the variables to be
stationary and the system to be stable, as confirmed by
the results of the unit root and augmented Dickey-Fuller
tests applied to the series.

Then, through an exercise of historical decomposition
of shocks (Burbidge and Harrison, 1985), in which the
Cholesky factorization is used as an identification strat-
egy, series of structural errors in the system of equa-
tions were obtained. . With these series, the CCl can be
decomposed as the accumulated sum of shocks to its
fundamental factors (Chart B1.3). For more details on the
econometric methodology used in this case, see, for ex-
ample, Amisano and Giannini (1997); and Bernanke et al.
(2005).

The results of the historical decomposition of CCl shocks
are robust and consistent with what was observed for
the Colombian economy in the most recent decade. For
example, one sees how household confidence was bat-
tered by deterioration in the fundamentals of the “exter-
nal context” between 2009 and 2011, as a result of the in-
ternational financial crisis at the end of 2008. During that
period, a negative contribution from the fundamentals

Chart B1.3
Historical Decomposition of Structural Shocks to the Consumer
Confidence Index
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of “financial conditions” and “domestic context” was
recorded as well, in an environment marked by a slow-
down in the Colombian economy.

The five years after the financial crisis were a time when
good performance by the fundamentals of the “exter-
nal context” helped to consolidate the CCl on positive
ground, particularly due to high international prices for
the raw materials Colombia exports. The “domestic con-
text” and “working conditions” also contributed during
that period.

The decomposition of shocks also shows how the CCl
was affected between 2015 and 2016 by the behavior
of the determinants of the “external context”, given the
strong shock to terms of trade in mid-2014 and its sec-
ond-round effects on the economy. In this sense, the
shocks to the “domestic context” also contributed to the
deterioration in household confidence during that peri-
od. Moreover, the shocks to the prices in the consumer
basket of goods and services derived from the effects of
El Nino weather and accumulated depreciation caused
the “cost of living” group to affect household confidence
levels between the start of 2016 and the middle of 2017.
Added to this are the declines related to the shocks that
are not explained by the behavior of the CCl fundamen-
tals. The slumps in confidence during the early months
of 2016 and 2017 are a particular case in point. These
shocks could have been related to the announcement
and subsequent entry into force of the latest tax reform.
In this respect, one sees how the fundamentals of the
“taxes” group negatively affected consumer confidence
throughout 2017. During that period, there was an in-
crease in VAT and direct taxes.

So far in 2018, most of the fundamentals of household
confidence have performed positively in a context where
the contribution to the increase in the CClI from the
shocks associated with isolated events, unrelated to the
performance of its determinants, has been especially
high. This reflects the fact that consumers have been es-
pecially influenced in recent months by news or events
that are not related to the behavior of the fundamental
variables of the CCI. It should be noted that better con-
ditions for the fundamentals of the “external context”
since the beginning of 2017 enabled the CCl to register
favorable performance, as did those of the “internal
context” since the end of last year, the assimilation of
the VAT shock by Colombian households in 2018, and the
convergence of inflation at stable levels near the long
term target of 3.0% set by Banco de la Republica. This
occurred even when discounting the effect of the shocks
not explained by the CCl determinants (Chart B1.4).

These results allow for the presumption that the recent
increases in the CCl are the result of a combination of

48

Chart B1.4

Consumer Confidence Index: Observed and Counterfactual Levels
in Absence of Shocks Not Explained by their Fundamentals
(Series with no quadratic trend)
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better performance from its fundamentals, on the one
hand, and positive contributions from shocks associated
with events unrelated to the determinants of confidence,
on the other. Furthermore, the evidence derived from
the empirical exercise suggests that, even without the
positive shock that is not explained by its fundamentals,
the CCl would have recovered and would have registered
high levels anyway.
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Recent Developments
in Inflation

Annual consumer inflation approached its target and stabilized at around
3.2% during the second quarter, a slightly higher level than expected.

Something similar was observed in the average for the core inflation
indicators; its level showed no significant changes between April and
June.

So far this year, the decline and stabilization in annual consumer
inflation reflects the absence of pressure from domestic demand and
the exchange rate.

As expected, foodstuffs brought upward pressures on inflation during the
second quarter. These were largely offset by declines in other baskets in
the consumer price index.

Annual consumer inflation behaved two ways throughout the first half of 2018.
It dropped significantly in the first quarter, having gone from 4.09% in Decem-
ber 2017 to 314% in March, which was the lowest level on record since Septem-
ber 2014. Then, in the second quarter, it showed no significant changes, ending
at 3.20% in June (Figure 3.1 and Table 3.1). This figure is somewhat higher than
was expected last quarter.

Annual inflation has been within a range of 2% to 4% since last January and has
only slightly exceeded the 3.0% target set by the Board of Directors of Banco
de la Repiblica (BDBR). In the future, this proximity to the long-term target for
annual inflation should help to keep expectations anchored to the target and
reduce inflationary inertia, all of which facilitates managing monetary policy.
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Table 3.1

Consumer Inflation Indicators

(At June 2018)
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Recent Developments in Inflation

As mentioned in the previous edition of this Re-
port, the decline in annual inflation during the
first three months of 2018 was associated with
the disappearance of the upward pressures ex-
erted on the CPI by the higher indirect taxes de-
creed in early 2017 as part of the most recent tax
reform. So far this year, what little pressure there
was to depreciate the exchange rate favored the
stability of inflation at levels close to its target,
particularly by allowing the annual change in
the tradable CPI to remain at low levels during
the second quarter. Depreciation of the peso
between April and June may have had repercus-
sions on some price hikes for food and regulated
items, as indicated below, but these have been
rather limited.

5.01 4.05 3.80 3.85 3.81
3.79 1.80 1.51 1.58 1.83
5.49 4.76 4.59 4.57 4.27
5.86 6.01 5.65 5.79 5.82
1.92 0.98 1.52 1.50 1.74
5.84 73 8.98 7.75 8.47
-0.91 -2.01 -1.59 -1.15 -0.91
5.21 3.32 3.40 312 313
5.01 4.05 3.80 3.85 3.81
4.87 4.04 3.72 3.79 3.58
4.02 2.99 2.77 2.80 2.71
4.76 3.49 3.27 3.29 3.23
4.66 3.64 3.39 3.43 3.33

Source: DANE; calculations by Banco de la Republica
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In addition, recent months have seen the persistence of weak de-
mand and growth below its potential. This has tempered increases in
a wide range of prices, including those in the non-tradable segment
of the basic basket of goods and services. Regulated prices exerted
some downward pressure during the second quarter, although it was
less than expected and could be reversed in the coming months, as
indicated in Chapter 4 of this Report.

In the last few months, food has been the only item to bring upward
pressure to bear on annual consumer inflation. This effect has more
to do with a very low statistical base of comparison in the same peri-
od the year before than with restrictions on the agricultural supply. In
fact, the indicator of food supply was high during the second quarter,
favored by good rainfall.

Non-labor costs could have exerted some upward

pressure on consumer inflation during the last few ggf‘g;grigm
months, mainly because of the increase in interna-  (annual change)
tional fuel prices. However, this pressure was lim- (Percentage)
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3.1 Core Inflation

Core inflation continued to decline during the second quarter, al-
though to a lesser extent than was observed during the first three
months of this year. In fact, the average of the four core inflation in-
dicators monitored regularly by Banco de la Republica fell in June
(3.33%) compared to March (3.64%) and December (4.66%). The figure
for June was the lowest since January 2015 and was near the long-term
target for inflation (3.0%) (Table 3.).

When analyzing the various indicators of core  chart3s
inflation, one sees all of them were down with  Core Inflation Indicators
respect to the level observed three months ago.  (ecentage)
Likewise, as of April, they were all within the 80

range of 2% to 4% (Chart 3.4). The CPI exclud- 70
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indicator that declined the most between March T o Tedch
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ing food and regulated items went from 3.49% in

MarCh tO 323% in June Source: DANE; calculations by Banco de la Republica

The drop in the non-food CPI during the first half of the year was led by
the tradable and non-tradable components. However, more recently,
between April and June, its decline is explained by the non-tradable
component and by regulated prices.

After falling during the first quarter, the annual change in tradables
excluding food and regulated items remained stable in the second
quarter at levels below 3.0%. As explained in the previous edition of
this Report, the sharp decline at the beginning of the year was caused
by the disappearance of the upward effect generated by the increase
in the value added tax, which was part of the latest tax reform. This
was coupled with weak demand and appreciation of the peso in those
months, particularly during the second half of 2017. Consequently,
this variable went from 3.79% in December to 1.51% in April, then rose
slightly in June (1.83%) (Table 3.1, Chart 3.5)

The increase in tradables during the last two months was concentrated
in a few items, such as air fares and telephone service. It is possible
these increases were affected by the moderate depreciation of the peso
observed in April and May. However, other factors could have played an
equally relevant role. Such is the case with the increase in international
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Chart 3.5
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year, even in the second quarter (Table 3.1, Chart
3.5). It went from 5.49% in December 2017 to
e guner uns 4.76% in March and 4.27% in June. This downward
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dexed items are a case in point (comprised prin-
cipally by education and health services), which
went from 6.96% in December to 610% in March
and 5.76% in June. Yet, despite the decline, their
levels remain high in relation to the target, sug-
gesting the persistence of indexing at rates well
above 3.0% and, ultimately, the existence of sig-
vaa W\, nificant inflationary inertia (Figure 3.6).

—_— T T ———y — -—\
N g Among the non-tradables, the CPI for rentals also

continued to post annual downward adjustments

-2.0

-4.0
Jun-12 Jun-13 Jun-14 Jun-15

in the second quarter, although they were more
moderate than those observed during early 2018,

jun-16 Jun-7 -1 having gone from 4.28% in December to 3.91% in

—Rent ——Indexed items Items affected by the exchange rate All others Ma I’Ch, and 3.61% at the close of the first half of the

Source: DANE; calculations by Banco de la Repiblica
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year. This behavior comes at a time when there is

a plentiful supply of real estate for rent, especial-

ly in the upper income strata, which tends to have
an impact on the rate of adjustments in rental prices.

The limited price increases in this item and in the other non-trad-
ables also can be attributed to weak domestic demand and the dis-
appearance, in the first months of the year, of the upward pressure
from indirect taxes. In every case, the increase was lower than that
observed in the tradable segment of the CPI. Also, the sharp rise in
the price of soccer tickets at the start of the year was reversed by the
end of 2018. The hike in this item helped to put annual inflation above
the ceiling of the target range (2% to 4%) (See Box 2, pg.57).

The influence the regulated CPI had on the behavior of inflation so far
this year has been less clear than it was for previous baskets of goods
and services, because its annual change during this period was marked
by a high degree of volatility (Table 3.1 and Chart 3.7). According, it went
from 5.86% in December to 6.01% in March, and then declined to 5.82%



Chart 3.7
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in June. At any rate, the adjustments are still high,
preventing a sharper decline in annual consumer
inflation.

An analysis of the main regulated components
shows no clear trend in any of them during the first
[«f\/\/\/ half of 2018 (Chart 3.7). The transport segment is

5o b r\/\\/\,-—-/\/\-\,\‘/\“v‘ a case in point; its annual adjustment went from

4.92% in December to 6.63% in March, before fall-
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00 \/\/\/\f ‘ ‘ ‘ ‘ ing to 4.93% in June. It should be noted that the
50 full increase in the price of taxi service has yet to

affect this subgroup, since implementation of the
e e s new technology for charging fares is still pending.
The same happened with public utilities (5.39% in
December, 4.88% in March and 5.73% in June) and
fuels (9.94%, 7.86% and 8.47% in the same periods).

Sanitation fees in Bogota are expected to in-
crease in the coming months, as mentioned in Chapter 4. This is ac-
cording to announcements by the Mayor’s Office, and it could impact
the CPI. In addition, the upward pressures on water rates continue,
given the added investment made to expand the geographic coverage
of this services throughout the country. There was a similar situation
in the case of electricity rates, due to the new regulatory framework
for this service, which implies adjustments in the distribution charge,
some of which would already have begun to take effect.

In any case, what happened with domestic fuel prices is the factor

that can have the greatest direct and indirect impact on consumer

inflation. At the beginning of the year, the annual change in this item

decreased, thanks to disappearance of the upward shock from the

green carbon tax (135 pesos per gallon of gasoline) that was levied

as part of the tax reform at the beginning of 2017. However, increases
were observed in this indicator as of May (6.49%
in May and 8.47% in June), thanks to rising in-
ternational oil prices and an upward, although
slight, adjustment in the dollar price since April.
Going forward, there is a great deal uncertainty
about how domestic fuel prices will evolve, as
discussed in Chapter 4 of this Report

3.2 Food Inflation

Annual food inflation fell between December
(1.92%) and March (0.98%), then rose during the

-1.0
Jun-12 Jun-13 Jun-14 Jun-15

Source: DANE; calculations by Banco de la Repiblica

second quarter of the year and ended June at
1.74% (Table 3.1 and Chart 3.8). The increase in
annual food inflation was anticipated in previous

Jun-16 Jun-17 Jun-18
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edition of this Report, although the level ob-
served in June was somewhat higher than what
was forecast.

After the upward pressure from the last bout of
El Nino weather was overcome, having pushed
the annual adjustment in food prices to its high-
est figure in mid-2016 (15.71%), the food supply
behaved very favorably, even in the first two
quarters of 2018. Good weather conditions and
institutional policies have allowed for an expan-
sion in the amount of area sown with crops and
for good performance in terms of supply.

Even so, the CPI for perishable foods tended
to rise during the second quarter (from 7.13%
in March to 8.47% in June). This is explained, in

Chart 3.9
Food CPI by Groups
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most instances, by a very low statistical base of comparison in the
first half of 2017. For some products, such as fruits, the annual adjust-
ment has increased. This may be the effect of very low prices in pre-
vious quarters that discouraged the supply in those instances, which
would be part of the normal production cycle. However, for the bulk of
products, there are no signs of supply problems, as suggested by the
high indicators of food supply at the supply centers in the last three

months.

The annual change in prices for processed foods also rose in the sec-
ond quarter, after falling during the first three months of the year (Fig-
ure 3.9). This sub-basket would have been affected in recent months
by the increase in international prices for some imported foods. Add-
ed to this was the depreciation of the peso between April and June.
Finally, away-from-home meals have exerted downward pressure on
food inflation so far this year, falling from 5.21% in December to 3.32%
in March and to 313% in June. It is possible these prices are incorpo-
rating, to some extent, the reduction in inflationary inertia and the

weak demand.
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Box 2
Soccer and Inflation

Edgar Caicedo Garcia
Andrea Salazar Diaz*

The playoffs of the Colombian soccer championship last
year in December’ generated an unexpected increase in
the entertainment component of the Consumer Price
Index (CPI), which includes soccer tickets, among other
items.2 In this short analysis, we will assess the inflation-
ary impact of soccer and then discuss its measurement
in the CPI, taking advantage of the fact that the National
Bureau of Statistics (DANE) is scheduled to implement a
new CPI methodology as of next year.

Annual consumer inflation was 4.09% at the end of 2017,
exceeding the long-term target of 3.0%, set by the Board
of Directors of Banco de la Repiblica (BDR). Several fac-
tors brought upward pressures to bear on inflation last
year, the most prominent ones being the increase in in-
direct taxes (VAT and carbon tax), as a result of the lat-
est tax reform, and the rebound in annual food inflation,
which was due more to an unfavorable base of statistical
comparison than to a limited food supply. The airline
strike at the end of 2017, plus price increases for several
regulated goods and services (fuels and transportation),
also contributed to the rise in inflation. Ultimately, at
the end of the year, soccer proved to be the protagonist,
generating upward pressure on the CPI.

Market expectations several quarters ago with respect
to inflation was not met because of the aforementioned
inflationary pressures. Analysts had forecast inflation
under 4.0% for 2017. In the end, annual inflation was
4.09% by the end of that year, exceeding the long-term
inflation target (3.0%).

* The authors are, respectively, lead professional and a student intern
within the Programming and Inflation Department at Banco de la
Republica de Colombia. The opinions and results presented in this sec-
tion are not binding on Banco de la Republica or its Board of Directors.

1 Since 2002, the Colombian soccer tournament has been divided into
two segments: the open tournament and the closing tournament. The
open tournament is played during the first half of the year, while the
closing tournament is played in the second half of each calendar year.

2 In this respect, see DANE (2017). “Metodologia general del “Indice de
precios al consumidor (IPC)”; available at: www.dane.gov.co/files/inves-
tigaciones/fichas/precios-y-costos/DSO-IPC-MET-001-V5.pdf, p. 21.
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Without going into a deep analysis as to which of the
aforementioned factors contributed most to the failure
to meet the target for inflation, we only want to point out
how the boost the CPI received from entertainment-re-
lated related services (including soccer) at the end of
last year led to a rise in inflation above 4.0%.

The Colombian professional soccer playoffs in mid-De-
cember of 2017, which were part of the closing tourna-
ment that year and involved two teams with the most
important fan base in the nation’s capital, generated
a monthly increase of 18.13% in the CPI for entertain-
ment-related services (the component that includes
soccer). This adjustment is much higher than the one
observed a year ago (1.34%). The increase in the price of
tickets for the playoffs in the 2017 closing tournament
led to an annual change of 23.4% in this item, which is
much higher than what was observed twelve months
earlier (6.86%), when the final playoffs in Colombia soc-
cer featured a team from the nation’s capital and a team
from the city of Ibagué 3(Table B2.1).

1. What was the inflationary impact of the
final Colombian soccer playoffs in 2017?

To answer this question, one must assume the 1813%
monthly increase in December 2017 in spending on “en-
tertainment-related services” was due entirely to soccer.
The statistical evidence shows a great deal of volatility in
the CPI for entertainment-related services, which include
soccer, during the months when there are soccer playoffs.
Also, it is important to point out that the largest monthly
adjustments in the CPI for entertainment-related services
occurred when teams from the major cities faced each
other in the final playoffs (Table B2.1, Column 3).

There are three ways to estimate the bullish impact of
soccer on annual consumer inflation. The first is to cal-
culate headline inflation excluding soccer. The second is
to work out its contribution to annual inflation. The third
is to calculate annual inflation for 2017 with a regular rise
in ticket prices for the national playoffs. The following
are the results of these estimates.*

Headline inflation excluding soccer. This calculation is
obtained by subtracting the CPI for entertainment-relat-
ed services (soccer) from the total CPl. The new index

3 Bogota is the city that carries the most weight in the CPI (42.47%). Con-
sequently, a soccer final featuring two teams from the nation’s capital
implies a major change in the total CPI.

4 Due to limited space, the formulas for calculating the three estimates
of the inflationary impact of soccer are not included herein. For more
information in this respect, see Section 2.2.3 entitled “Metodologia de
calculo del IPC” (pp. 31-37) in Metodologia del indice de precios al con-
sumidor, DANE (2009).
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Table B21

Final Playoffs in Colombian Professional Soccer and Inflation

Monthly change
in services
related to

entertainment
in the final
playoffs of
the final
tournament

Final Playoffs

Ameérica de Cali vs.

AU Independiente de Medellin e/

2002 Indepe.ndlente de Medellin vs. 078
Deportivo Pasto

2003 Deportes Tolima vs. Deportivo 010
Cali

2004 Junior vs. Atlético Nacional 1.69

2005 Deportivo Cali vs. Real 130
Cartagena

2006 Cucz‘uta Deportivo vs. Deportes 051
Tolima

2007 Atlético Nacional vs. La Equidad 0.39
América de Cali vs.

AU Independiente Medellin S
Independiente Medellin vs.

2009 ptietico Huila 140

2010 OnFe Caldas vs. Deportes 615
Tolima

2011 Junior vs. Once Caldas 6.74

2012 Mlllonaflos vs. Independiente 10.03
Medellin

2013 Atl(_atlco Nacional vs. Deportivo 428
Cali

2014 Santa Fjs vs. Independiente 20.38
Medellin

2015 Atlético Nacional vs. Junior 3.22

2016 Santa Fe vs. Deportes Tolima 1.34

2017 Millonarios vs. Santa Fe 1813

Annual
inflation

()

7.65

6.99

6.49

4.86

4.48
5.69

7.67

2.00

3.7
373

2.44

1.94

3.66

6.77
5.75
4.09

Inflation

excluding

services Inflation range and :

related to target Dif. (1-2)

entertainment

()
7.64 8.00 8.00 0.01
6.97 6.00 6.00 0.02
6.47 5.00-6.00 5.50 0.02
5.46 5.00-6.00 5.50 0.04
4.83 4.50-5.50 5.00 0.03
4.54 4.00-5.00 4.50 -0.06
5.67 3.50-4.50 4.00 0.02
7.76 3.50-4.50 4.00 -0.09
1.99 4.50-5.50 5.00 0.01
312 2.00-4.00 3.00 0.05
3.70 2.00-4.00 3.00 0.03
2.36 2.00-4.00 3.00 0.08
1.92 2.00-4.00 3.00 0.02
3.59 2.00-4.00 3.00 0.07
6.79 2.00-4.00 3.00 -0.02
5.74 2.00-4.00 3.00 0.01
3.98 2.00-4.00 3.00 01

Sources: DANE and Banco de la Republica

resulting from this exercise allows us to estimate total
annual inflation without soccer. As illustrated in Col-
umn 5 of Table 1, annual inflation without soccer in 2017
would have been 3.98%; that is, 11 basis points (bp) less
than the official figure for inflation published by DANE
(4.09%). Therefore, having two teams from the capital
classify for the final soccer playoffs at the end of last
year led to an increase in total annual inflation from
3.98% to 4.09%.

The contribution of soccer to inflation. This calculation
is obtained by multiplying three components: the annu-
al change in the CPI for entertainment-related services
(soccer) at December 2017, the weight of soccer in the
CPI, and the proportion of the soccer CPI with respect to
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the total CPI twelve months ago. Hence, soccer’s contri-
bution to annual consumer inflation in 2017 was 13 bp. As
a result, due to soccer, inflation last year did not end at
3.96%, but at 4.09%.

Inflation in 2017 with different teams in the final play-
offs. An alternative is to assume the increase in the com-
ponent for entertainment, culture and leisure (which
includes soccer) in December 2017 was equal to what it
was in December 2016 (6.86%) and not the one actually
on record (23.4%). In other words, it is suggested the fi-
nal tournament in December 2017 would have been less
inflationary without one of the two teams from the na-
tion’s capital. The playoffs between Santa Fe and Toli-
ma in December 2016 are an example. The result shows



consumer inflation would have been 4.00% at the end of
the year and not 4.09%.

The conclusion derived from these estimates is that annual
consumer inflation was above 4.0% at the end of 2017, partly
because of the way soccer ticket prices are captured in the
CPI. As Banco de la Republica has emphasized, any deviation
in inflation from its target can have macroeconomic costs.
One example is the cost in terms of controlling inflation by
the central bank due to a loss of credibility, whose function-
al mission is to maintain the purchasing power of domestic
currency. The rise in inflation also worsens inflation expec-
tations and leads to higher indexing because many items in
the economy adjust to past inflation, either directly or indi-
rectly. Such is the case with wages, public utilities, real es-
tate leases, transportation rates, educational services, taxes
and commercial contracts, among others. Inflationary iner-
tia also is accentuated and makes this phenomenon more
persistent.

2. Some Methodological Considerations for
Calculating Soccer in the CPI

As noted, the CPI for entertainment-related services (af-
fected by soccer) is highly seasonal at mid-year and at
the end, when the finals of the Colombian soccer cham-
pionship are played. This effect can be either less or
quite pronounced, depending on the teams that reach
the finals. In particular, the price of soccer tickets lends
an upward bias (of at least 7.0 bp) to consumer inflation
when the teams from the major cities reach the final,
as verified in 2012 (Millonarios- Medellin), 2014 (Santa
Fe-Medellin) and 2017 (Millonarios-Santa Fe).

To reduce this bias and its effects, soccer should be
treated the same as goods and services that change in
quality. Any final playoff, in any sport, is a differentiated
product, with added intrinsic value. In this case, the rec-
ommendation of the IMF (2006) is very clear: “[...] it is im-
portant to ensure that the quality of goods and services
for which prices are collected does not change during
the process [..].”> This recommendation is intended to
encourage national bureaus of statistics to collect prices
of identical products and to avoid heterogeneous prod-
ucts. In this sense, a soccer final is a differentiated prod-
uct with a significant increase in quality. The CPI manual
published by the IMF outlines several techniques that
can be used to correct price hikes that stem from an in-
crease in quality, ® one of which should be considered so
that an unforeseen event such as soccer does not have
the inflationary impact described in this box.

5! See the International Monetary Fund (2006). Manual del indice de pre-
cios al consumidor, teoria y practica, 31-35.

6 In this respect, see Chapter 7, ibidem.

Soccer and Inflation
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Box 3

The CPI for Upper
Income School Tuition
and Admission

Fees: Biases and an
Alternative Calculation

Carlos A. Huertas
Isleny J. Carranza*

In February 2018, the annual change in the CPI for school
tuition and admission fees was 8.4% and 7.4%, respec-
tively. These figures exceeded annual inflation on the
same month (3.4%) and surpassed the average increase
in wages in the Colombian economy! It is difficult to ex-
plain such a large increase, especially in the absence of
inflationary pressures, as illustrated by the slack in the
job market and the excess amount of installed capac-
ity in the economy throughout 2017 and during 2018 to
date. Also, according to DANE, about 44% of the sample
is comprised of public schools, where education is free
of charge. Therefore, if the increase in tuition at public
schools was zero (or very low), the average increase in tu-
ition at private schools could have reached double digits.

The annual rise in the CPI for tuition also is inconsistent
with the regulation that limits increases in fees for private
education. For 2018, the National Ministry of Education set
the base increase at 4% for private schools that offer pre-
school, basic and secondary education. Those with better
results in terms of quality may make additional hikes, but
the total increase may not exceed 7.8% (the base and max-
imum increases for 2017 were 6.77% and 8.97%, respective-
ly). The only exception to this upper limit is the first course
offered by a school; it is classified as subject to regulated
or supervised freedom,? a grade level for which the institu-
tion can set the price freely. This adjustment in the fee for

b The authors are, respectively, Director of the Programming and Inflation
Department and Professional in the Statistics Section. The opinions
and results presented in this section are not binding on Banco de la
Republica or its Board of Directors.

1 In that month, the increase in the minimum wage was 5.9%., as opposed
10 5.3% in industry, 6% in commerce and 51% in housing.

2 As per Article 202, Law 115 of 1994, schools may be classified in one
of three regimes: regulated freedom, supervised freedom or the con-
trolled regime, according to the scores they obtain in quality assess-
ments. See Ministry of Education Resolution 18066 of 2017.
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that first year will be called an “admission cost”, since the
school can increase the value of the fee or tuition by much
more than what is allowed for the other grades.? Therefore,
at a school classified in this group, one feasibly can find
major differences between the costs of tuition for students
who are only one year apart in school.

Therefore, it will be argued in this box that increases in ad-
mission costs are a possible source of bias when calculating
the CPI for school tuition, because the DANE methodology al-
lows adjustments in admission costs from several years back
to be included in the current calculation of the CPI for school
tuition. As this bias would be found in highly rated and more
expensive schools, only the CPI calculation for high-income
fees will be referred to this box. The respective methodol-
ogy is described in Point 1. The origin of the measurement
bias is explained in the following section, and an alternative
method is proposed that could reduce it. Moreover, the two
methods are compared to a sample that contains the value
of school tuition and admission fees for the children of Ban-
co de la Republica’s employees in Bogota. It is important to
clarify that, because it uses a small and non-representative
sample, this work does not intend to measure the extent of
the bias in the calculation of the CPI associated with the cost
of admission. It simply is intended to identify it. The conclu-
sions are presented in the last section.

1. Methodology for calculating the CPI for
High Income School Tuition

To calculate this index,* DANE takes four groups into ac-
count: 1) preschool, 2) primary, 3) middle school and &) high
school. Then, for each one (j = 1,...,4), it surveys a broad
sample of schools, asking what they charge in tuition for a
particular course or grade level, so as to compare it to the
price of the tuition paid for the same course or grade level
the year before (P? ' )°. In the next step, the geometric av-
erage of these annual changes is calculated for each group
(/)¢ and, finally, a weighted arithmetic average of the geo-
metric averages for all the groups is calculated (7). This
last variation is what DANE uses to index the tuition index.®

3 Schools do it, for example, to finance investments, increase profits, im-
prove quality, etc.

4 The CPI for enrollment fees is calculated the same way.

5 For example, the value of tuition for the sixth grade in February 2018
versus the value for the same grade in February 2017.

6  This paper does not contain these weighted averages, since they are
flexible and DANE does not publish them.

- B e .

7 T=3' w, (@-1) donde T ="{|TT;., 1", s With w;= weighted aver-
age for group j, n= number of schools, m =number of courses or grade
levels in the group j, P/* = tuition for course or grade level i offered by

school K, and what is in group j.

8 IPCrwsin=[PCr™™ x(1+7)
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The reason for calculating the annual increase in the tui-
tion for the same course is to elude changes in the quality
of the service. This is because the CPl must measure the
increase in consumer spending to maintain the same lev-
el of utility and, therefore, changes in quality could imply
greater utility. However, as will be explained, this variation
could be overestimating the increase in tuition because,
for a school with “regulated or supervised freedom,” in-
creases in admission costs several years back may be in-
cluded when calculating the CPI for current tuition.

2. Average Annual Change in Fees at a School
with “Regulated or Supervised Freedom”

To indicate the price level of tuition at each school for
a current year (7), we assume a typical school with regu-
lated freedom that offers twelve grade levels: kindergar-
ten (i=0), first (i=1), ..., tenth (i=10), eleventh (i=11). For
the grade levels other than kindergarten, the school will
adjust the tuition annually, up to a maximum percent-
age (d) set by the Ministry of Education. In these cases,
when a student passes from one grade level (i-1) to the
next one (i), the new tuition (P/) will be the value of the
previous tuition () adjusted by two rates of increase:
changes in costs (z)and change in the quality of service
(a'), where (I+z)(I+a' ) <, . As inferred from the nota-
tion, it will be assumed the adjustment in tuition due to
changes in quality (¢’) would not vary with time.

Kindergarten is the exception to the foregoing. At this
level, the school is free to set tuition (P’) and may in-
crease its value annually by a percentage beyond what
is allowed for other grade levels. Consequently, the vari-
ation in tuition between P’ and P? will be (I+z)(/+e?),
where e’is the increase due to the “cost of admission”
to school in year z Since ¢/ is set freely by the school
and there are parents who accept it, there may be a case
where (/+xz) (I+e) > 6. The general formula will be the
following.

pi=

t

P x(1+m)x(1+e?), i=0
(1)

Pit x(1+z)x(1+a), i=1,2,...,11

Where P!~ the value of tuition for grade level i in year ¢,
(=1,2,...,11), =, = the annual increase in school costs in year
t; e/ = the increase in tuition for kindergarten (0) in year ¢
due to the cost of school admission, and &' = the increase
due to changes in the quality of instruction in grade i.

It should be noted that the value of tuition P/ also can be
expressed as the tuition the student began to pay when
enrolling in the school, P.%, adjusted by all the changes
in costs and in quality that were accumulated until the

student reached grade level j, as follows.

=P X[, (147, )(1+a7™) i=1,2,..,11 (2)

2.1 Annual Change in the Tuition CPI for a
School, according to DANE

To calculate the CPI for tuition, DANE compares the value
of the tuition paid by a “representative student” for grade
level (i) to the amount another “representative student”
paid for the same grade (i) the year before, both at the
same school.® Since it is the same grade level that is being
compared, this annual change should be free of biases
originating with a change in quality. This is verified when
calculating the annual change using (2) and (1):

P! POXTT! (147 . )1+a7H!
A ! T e R G I ©
P,',I PBH XH;:1 (1+ﬂlj)(1+alﬂ+l)

Indeed, as shown in (3), the annual change in DANE's
methodology does not depend on <. Rather, it depends
on the change in the cost of admission (¢/,) that exist-
ed between the two “representative student” years ago.
As illustrated in Chart B3, this annual change compares
two students who will always have a difference of one
year in seniority and, consequently, there will always be
a difference in the cost of tuition, which is equal to the
increase in the cost of admission (¢’,). Accordingly, the
methodology has two types of bias: 1) the bias from an
annual change (i) that will be present when the change
in tuition for the current year is being calculated; and 2)
the extent of a delayed or lagging admission cost, which
- as indicated - can be so high that it can go beyond the
increases permitted for the current year (I+xz) x (I +e) > 0.

As shown in equation (4), when calculating the annual
average (geometric) variation in all courses for year ¢
(w”)using the DANE methodology, the aforementioned
biases are also averaged:

11
pi
—=DYy __ t
(wp)= I | P
=0 1

2.2 Alternative Methodology for Calculating
the Annual Change

11

I/IZ 1
_ (147 )% H [(1+er )] 4)

=0

The alternative methodology consists of calculating the an-
nual change in the value of tuition when a student moves
from one grade (or course level) (i~1) to the next (i). This
proposal is argued as follows:

9  As an example, note the annual increase in tuition paid for the ninth
grade between 2017 and 2018. For this comparison, one student is iden-
tified who is in the ninth grade in 2018, and another with similar charac-
teristics, who attended the same grade in 2017. This last student should
be in the tenth grade in 2018.
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Chart B3.1
Example of Calculating the Annual Change in Tuition without
Changes in Quality
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+  There may be parents for whom the utility function does
not change if their child remains in the school they have
chosen. In other words, they know and accept the fact
that the tuition can change considerably as their child
progresses in school from one grade to another, since
the quality of the service can improve® If this assump-
tion is valid, to keep the family’s satisfaction constant,
the variation in the CPI for tuition would have to take
into account all the items; that is, it also would have to
include the costs associated with changes in the quality
of service within the same school.

«  Even if there are major changes in quality from one
course or grade level to another, so as to imply a
variation in the utility function for the parents, these
courses could be detected and could be excluded
from the sample, or the value of tuition without the
costs associated with this change in quality could be
requested. In fact, as will be illustrated, by segment-
ing the sample between preschool, primary, middle
school and high school, most of these changes in
quality would be controlled already.

- The same student can be tracked for several years.
If the student fails a year or leaves school, it would
be easy to change the student for another one in the
same course.

+  Aswill be seen, this annual change does not depend
on the cost of admission and has no lags.

Even so, one must accept that this alternative method-
ology may still have a bias, which is not easy to measure,

10  For example, due to the right to use laboratories or have access to ex-
change courses, international baccalaureate programs, etc.

11 Forinstance, at some schools that offer an international baccalaureate
degree, the costs associated with this certification are charged when
a student progresses from the tenth to the eleventh grade. Therefore,
one possibility is to exclude the step from the tenth to the eleventh
grade from the sample, or to request information on the value of the
tuition (or enrollment) without the international baccalaureate costs.
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given the change in the quality of education offered
when a student progresses to the next course or grade
level, which may produce even a higher result than the
one obtained with the DANE methodology (Chart B3.2).
As shown in equation (5), this change in quality is pres-
ent when the annual change is calculated with (1). Sim-
ilarly, the (geometric) average of the annual changes in
tuition with this alternative methodology (z) also av-
erages quality changes (equation 6).

P A
ﬁ:(lm)x(lm'), i=12,...,11 (5)
-1

11

S op |
(ﬁg):H[If_j = (> [ Jrasan™ (6)

1 i=1

2.3 Calculation of the Annual Change
according to the DANE Methodology and
the Alternative

In this box, we used a database that contains the name of
the school and the values of the tuition and other educa-
tional costs charged to the children of Banco de la Republi-
ca’'s employees. The information is annual, in terms of its
frequency, and it is available for the years between 2004
and 2018. With this base, it was possible to extract informa-
tion on six schools in Bogota that offer preschool, elemen-
tary, and middle and high school education, and where it
was possible to find continuous information on students
who stayed throughout the period covered by the sample.
According to the Colombian Institute for the Evaluation of
Education (ICFES), these schools have decidedly superior
rankings. They are classified as “regulated or supervised,’
and could be part of the CPI for high-income tuition or en-
rollment fees in the city of Bogota.

Chart B3.2
Example of Calculating the Annual Change in Tuition When the
Only Change in Quality is between the Eighth and the Ninth Grade
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Given the aforementioned sample, the results of the an-
nual changes were the following.



The CPI for Upper Income School Tuition and Admission Fees: Biases and an Alternative Calculation

a. Inall the schools, there was evidence of a change in
quality when proceeding from one course or grade
level to another. The first change is when the stu-
dent goes from preschool to primary education,
where the tuition and admission fees are less. The
second change occurs when the student progresses
from middle school to high school (from the ninth
to the tenth grade), a time where there is a sizeable
increase in tuition (and registration), more so than the
one registered in the other courses and surpassed only
by the increases in the admission costs. In this context,
the classification done by DANE when calculating the
CPI for education would help to control this bias.

b. If we exclude the courses or grade levels when the
change in quality was significant, the increase in the
average cost for admission surpasses or equals the
increases in the other courses. As shown in Table
B3.1, the most relevant differences occurred in 2008
and 2009 (the results are consistent with the calcu-
lation for tuition or registration).

c. As shown in charts B3.3 and R3.4 and in Table B3.1,
with information from the sample, the alternative
methodology always shows lower average annual
changes than the DANE (7”>7%) methodology. This
provides indications that the bias for admission
costs far exceeds the biases for changes in quality.”?
The same charts show the annual changes with the
alternate methodology (done with the sample) also
are lower than the annual changes in the CPI for
high-income tuition and fees for the city of Bogota.

Table B3.1

3. Conclusions

This box shows evidence of upward biases in the cal-
culation of the CPI for high-income school fees and tu-
ition. The reason for this bias is the so-called cost of
admission, defined as the increase by a school (with
regulated or supervised freedom) in the tuition charged
for the first grade of preschool education. Generally, this
registration or admission cost is much higher than the
increase applied to the tuition charged for the other
courses. When calculating the average annual change
in a school’s tuition, it was found the DANE methodol-
ogy gives too much weight to these admission costs, by
allowing all such costs that were applied several years
back to be included. An alternative method proposed in
this box could help reduce that bias.

It is important to clarify that the empirical exercises
shown in this box are not representative in sample terms
and, accordingly, they cannot be used to assess the size
of the measurement bias due to the cost of admission.
They simply serve as evidence to illustrate the existence
of that bias and to explain the difference between the
two methodologies: that of DANE and the alternative
proposal.

Average of the Annual Changes in the First Grade Compared to the All Other Grades

Annual Increase in Admission Fees

All other grades

Annual Increase in Tuition

All other grades

. . All other grades a . All other grades
a/ al
First grade (;l::;';zt)'b"’de (DANE method)?’ First grade (alternatlxcel method) | 1)\ NE method)®”
2008 23.9 6.3 81 239 6.2 8.1
2009 43.4 7.4 16.2 25.0 7.3 16.3
2010 13.0 6.1 16.8 13.0 6.0 15.1
201 5.5 5.6 10.0 5.5 5.5 10.2
2012 121 5.2 9.4 121 41 8.2
2013 9.9 4.7 10.5 10.0 4.9 11.7
2014 3.5 3.5 8.9 3.5 3.5 7.6
2017 9.6 8.6 16.7 9.6 8.6 12.3

a / Its value is a function of the adjustment for entry or admission costs and inflation (1 + mit) x (1 + et). A simple arithmetic average is used to estimate it.
b / The calculation of the annual changes in the other courses is that described in section 1 of this box.

¢ / In the alternative method, a correction is made for changes in quality.
Sources: Banco de la Republica; authors' calculations

12 As expected, this difference is greater when the possible quality chang-
es found in point a. are excluded in the alternative methodology.
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Chart B3.3

Annual Changes in the CPI for Upper-income Tuition in Bogota
and Comparison to the Two Methods (DANE and the Alternative
Method), According to the Sample®
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Chart B3.4

Annual Changes in the CPI for Upper-income Admissions in Bogota
and Comparison to the Two Methods (DANE and the Alternative
Method), According to the Sample®
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Medium-term
Forecasts

The technical staff maintained the growth forecast for 2018. However, this
expansion is expected to be less balanced than what was anticipated in
the previous edition of this Report.

A slight increase in annual consumer inflation during the second half of
2018 is still foreseen in this Report.

Inflation will fall again towards 2019, converging at 3% by the end of that
year.

41 Economic Growth for 2018

Given the data available at June, Banco de la Republica’s technical staff still
expects higher GDP growth in 2018 compared to what was observed in 2017.
However, it would be less balanced than was anticipated in the March edition
of the Inflation Report, which means external demand would play a more rel-
evant role in economic activity, while domestic demand would contribute less
than expected. This forecast assumes the demand shocks observed in the first
quarter would have some effect on the momentum in absorption (particularly
with respect to investment) during the remainder of 2018.

Accordingly, in this Report, the technical staff kept the GDP growth forecast
for 2018 at 2.7% (as opposed to 1.8% in 2017), which is still below what could
be the economy’s long-term potential growth (3.3%), with low and high growth
scenarios (2.0% and 3.2%, respectively). This range is somewhat narrower than
the 2.0% to 3.5% range outlined a quarter ago. As usual, the floor and ceiling
of the forecast range are consistent with the balance of payments scenarios
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The forecast for
growth during 2018
was kept at 2.7% in
this Report.

External demand
is expected to
make more of a
contribution to
growth by 2018,
compared to what
was observed last
year.
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presented in Chapter 1 of this Report. The forecast is concentrated
slightly towards the upper part of the range, reflecting the fact that
some upward risks have occurred throughout the year, as will be ex-
plained in detail later. However, there is still a great deal of uncer-
tainty concerning the downside risks, and the possibility that some
of them could materialize in the second half of the year cannot be
ruled out.

The medium-term forecast outlined in this Report contemplates an
external context that will continue to be favorable for GDP growth in
2018. As discussed in Chapter 1, the global economy would grow more
in 2018 than during the previous year, as is evident in the case of
the United States and several of the Latin American economies. This
suggests there will be more of a contribution from external demand,
compared to what was observed last year.

Also, given the recent performance of international prices for Colom-
bia’s commodity exports, the technical staff raised its forecasts for
the average level of terms of trade in 2018. In addition to the positive
effects of the second round on the momentum in national income,
the increase in oil prices would give a further boost to exploration
and development activities in the sector, which could contribute to
the production and export of crude oil.

All of this points to a positive contribution to GDP growth in 2018 from real
exports. Higher international prices and more external demand should im-
prove the performance of sales abroad, for both basic and non-traditional
goods. In the case of exports of services, particularly in the tourism sector,
the forecast also is for better performance than in previous periods.

The increase in growth worldwide and the process to normalize the mon-
etary policy stance in the advanced economies allow for the presump-
tion that there will be a moderate increase in foreign interest rates rele-
vant to Colombia. This is important to point out. However, the balance of
payments forecasts outlined in Chapter 1 assume the Colombian econo-
my would continue to enjoy relatively ample sources of foreign financing
during 2018, and the rate of capital inflows would remain stable through-
out the year. These resources would be destined for the expansion in the
demand.

With regard to the domestic context, the technical staff foresees a
boost in absorption stemming from the recent recovery in confidence
on the part of consumers and local entrepreneurs, as well as consoli-
dation of the transmission of the expansive monetary policy in recent
quarters to interest rates in the market. Moreover, the positive effects
of the last tax reform in terms of stimulus to corporate investment
should begin to be felt, especially during the second half of the year.
On the other hand, controlled inflation and a path of convergence
towards levels near its long-term target of 3.0% should contribute to



the purchasing power of household income and, consequently, to the
growth in private consumption.

The combination of all these factors lends confidence to the expec-
tation that domestic demand will accelerate compared to 2017. How-
ever, given the investment shock observed in the first three months
of the year (associated, as mentioned already, with the performance
of civil works and building construction), the growth in domestic de-
mand would be somewhat less than was contemplated by the techni-
cal staff in the previous edition of the Inflation Report.

As for the different components of expenditure, the forecast for
GDP growth assumes a slowdown in government consumption com-
pared to what was registered in the first three months of the year.
This meant the expansion predicted for this item in 2018, compared
to what the technical staff expected a quarter ago, had to be revised
downward. The new assumption is similar to the one outlined in the
Medium-term Fiscal Framework (MFMP), and would be in line with the
anticipated adjustment in the NCG fiscal accounts to comply with the
deficit permitted under the fiscal rule. In this sense, further budget
spending by regional and local governments would be more than off-
set by the adjustment in NCG expenditure (as a percentage of GDP) in
the areas of operation and investment.

On the other hand, private consumption in 2018 as a whole would con-
tinue the trend toward recovery that began last year. As mentioned,
the increase in confidence and expectations of an improvement in
the country’s economic conditions, coupled with controlled inflation
in an environment of low interest rates, will help this GDP item to
grow more during the remainder of 2018 than it did in the first three
months of the year. Added to this is the fact that overcoming the neg-
ative shock derived from the increase in VAT at the beginning of 2017
should favor the momentum in private consumption. However, private
consumption would end the year with growth still below its historical
average, since the high financial burden of households and the recent
stagnation in the job market could limit the possibilities for growth
in this item.

Gross fixed capital formation would experience slight setbacks in the
aggregate for 2018. This forecast contemplates no growth in the civ-
il-works component and a decline in investment in the construction
of buildings. In the case of civil works, the shock witnessed during the
first three months of the year would only dissipate fully as of the sec-
ond half of 2018, provided the delays in financial closures that have
affected investments in a number of infrastructure projects, such
as the Ruta del Sol and several fourth generation highways (4G), are
overcome. As for building construction, the technical staff expects the
slow momentum in demand to continue and anticipates that a large

Medium-term Forecasts

Private

consumption would
continue to recover.

The expectation
is for no growth in
civil works during
in all of 2018, and
a contraction

in building
construction.
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External demand
will contribute
positively to the
country’s economic
growth.

Mining production
will recover in 2018
and 2019, mainly
due to the oil sector.
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part of the supply surplus in non-residential buildings will be main-
tained, which would delay the recovery of this sector.

Consequently, the poor performance of GCF in the construction sector
would not be offset entirely by the performance anticipated for in-
vestment in capital goods. Growth in this subcomponent of GDP would
slowly gain momentum during the second half of the year, as higher
international prices for oil encourage investment in the oil sector and
the reduction in the corporate tax, contemplated in the tax reform
(via elimination of the wealth tax, the reduction in income tax, and
the VAT refund on machinery purchases, among others), stimulates
expenditure on goods of this type.

With regard to the foreign trade accounts, and as mentioned already,
external demand is expected to contribute positively to GDP growth.
The improvement in international conditions suggests external sales
would be marked by better performances for exports of non-tradi-
tional goods and services. Imports, on the other hand, would see pos-
itive but low growth. This would be mainly the result of less-than-ex-
pected performance for a large part of the investment.

From a sectoral standpoint, despite the uncertainty about how do-
mestic demand will perform during 2018, the tradable productive ap-
paratus is expected to be stimulated by added growth for our trading
partners and the competitive level of the exchange rate. This would
help to consolidate the gradual adjustment in growth the Colombian
economy has experienced in recent years

As for agricultural production, growth during the current year is ex-
pected to be positive, but not as much as it was in 2017. This estimate
is based on less growth in crops, with harvests that could be affected
by less favorable climate conditions during the rest of the year, as
some international agencies are forecasting. At the same time, the
manufacturing industry would begin to grow again in 2018, thanks to
the improvement in momentum forecast for our trading partners that
buy goods of industrial origin, in an environment marked by a favor-
able exchange rate for the sector.

Gross domestic product in mining is expected to contract during 2018,
although less so than in the two previous years. The decline in this sec-
tor would be explained, largely, by the moderate reduction anticipated
for coal production during 2018 as a whole, even though the second
quarter is expected to see better results. A modest upswing in oil pro-
duction is expected; this would be a consequence of the low growth
observed during the first two quarters of the year. By 2019, somewhat
higher oil prices and the development of more investment projects in
the mining and energy sector would allow mining to expand.
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Finally, although civil works are expected to recover considerably
during the second half of the year, this sector is not expected to see
major growth during 2018, given the delays caused by the lack of finan-
cial closure in the case of several G4 highway projects. Completion of
these closures during the remainder of the current year should allow
for positive growth in the construction of civil works during 2019.

The most feasible baseline forecast for GDP expansion in 2018 (2.7%)
and the forecast range, which includes low and high scenarios, are
within the bands of the fan chart for economic growth derived from
the medium and long- term model used by the Technical Management
Office. On this occasion, the intervals remain wide and, as illustrated
in charts 4.1 and 4.2, the biases are on the down side. Table 4.1 shows
the probability of economic growth falling between 2.0% and 3.0% in
2018 is near 70%.

Chart 4.2
Fan Chart of Annual Growth in Quarterly GDP
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Table 41
Probability Ranges in the Fan Chart of Annual GDP Growth (Percentage)

<-1.0 0.00 0.00

-1.0 - 0.0 0.00 0.00
0.0 -1.0 0.06 0.15
1.0-2.0 9.24 3.33
20-3.0 70.03 21.90
3.0-4.0 20.64 441

> 4.0 0.04 30.49
Between 3 & 5 20.68 70.23
Between 2 & 4 90.67 66.02
Between 1.5 & 3 78.24 24.54

Source: Calculations by Banco de la Republica
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In the domestic context, the most important downside risk is that do-
mestic demand will be weaker than anticipated, thanks to less-than-ex-
pected performance on the part of civil works and government expen-
diture, and a slowdown in building construction that would be more
than predicted. It is important to point out that construction has sig-
nificant productive ties to other branches of economic activity and is a
major generator of employment. So, any weakening in this sector that
is beyond what is anticipated has indirect effects that could be import-
ant, but are not considered in the baseline forecast. As for the inter-
national context, the main downside risk deals with higher costs for
external financing than those contemplated in the baseline scenario.
The main upward risk is associated with the recovery in consumer con-
fidence observed recently. Its effect on the central path of GDP growth
(via preferences) might be underestimated. Furthermore, the possibil-
ity that international oil prices might remain at current levels and the
average for the year might be higher than that contemplated in the
baseline scenario cannot be ruled out.

Another no less important aspect of uncertainty concerns the revision
of the GDP series, given the new base year for the national accounts,
which is 2015. Although this risk was not incorporated into the fan chart
and does not affect the forecasts presented here by the technical staff,
either upward or downward, it can become an additional source of
forecast error (see the shaded section in Chapter 2, page 44).

4.2 Inflation

The medium and long-term outlook for consumer inflation described
in this Report is much the same as it was last quarter. The forecast
path for the remainder of this year rose slightly compared to the one
outlined in March, both for annual inflation and core inflation. How-
ever, by 2019, the opposite is anticipated.

A slight increase in headline inflation is expected during the rest of
the year and up to the beginning of 2019, which would reverse slowly
in the following quarters, ending that year at the 3.0% long-term tar-
get set by the BDBR. Core inflation also would converge toward this
figure in the second half of 2019, although it would exhibit a more
stable path near current levels during the next three quarters.

According to the new forecast exercise, inflation as forecast in the
baseline scenario would continue to be influenced by some moderate
pressures, both upwards and downwards, which tend to offset each
other and become diluted over time. This would ensure inflation does
not stray far from the target and ends up converging fully with it in
the medium term. However, as will be mentioned, this scenario faces
risks (especially on the up side), some of which are increasingly likely
to occur and, if so, can divert inflation from the current central path.
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In general, the factors that determine long-term inflation showed lit-
tle change on this occasion. Perhaps the most important one con-
cerns the increase in the forecast for the price of oil for the remainder
of this year and in 2019 (see Chapter 1). This modification has both
upward and downward effects on inflation forecasts. In the first case,
it may imply higher regulated prices, particularly for fuel. By the same
token, it can have an impact on production and transport costs. This
ends up influencing a wide range of prices in the consumer basket of
goods and services. However, on the other hand, it generates disinfla-
tionary pressures, insofar as it favors appreciation of the peso.

This Report also anticipates a somewhat more pronounced normal-
ization of monetary policy in the advanced economies than previous-
ly expected, which translates into an external interest rate path that
increases a bit faster, although still from very low levels. In the current
baseline forecast path, this higher rate generates pressure to depreci-
ate the peso, thereby affecting consumer inflation. It should be noted
that low foreign interest rates in recent years have provided access
to cheap and ample sources of external financing. Since mid-2016,
this has had an impact on the stability of the exchange rate and has
meant, in turn, low pressure on inflation, allowing particularly for a
substantial reduction in tradable inflation.

In the current forecast exercise, the tendency towards peso depreci-
ation due to a higher external interest rate is more than offset by the
opposite pressure caused by higher oil prices. Accordingly, the new
central path is accompanied by a less depreciated exchange rate in
the forecast horizon, compared to the one in the March edition of this
Report. In principle, this translates into lower pressure on inflation
during the next eight quarters. However, the increase in the oil-price
forecast also implies upward pressures on costs and regulated prices
that are offsetting the downward effects of less depreciation. Conse-
quently, in this Report, the change in the assumption for the price of
oil, coupled with the forecast for the external interest rate, is having a
predominantly neutral effect on consumer inflation throughout most
of the forecast horizon.

In the current forecast path, demand-pulled pressures on consumer
prices should remain low for the next eight quarters. As outlined in
the previous section of this chapter, the GDP forecast for this year
remained unchanged, with a growth rate that was higher than in 2017,
but still would remain below the economy’s potential or non-infla-
tionary rate. The recovery in growth is expected to continue during
2019 and, although the expectation is for an expansion rate that is
somewhat above the potential growth rate, it would not be enough
to eliminate surplus productive capacity. One indication of these sur-
pluses at present is the existence of important inventories of new
housing that is still unoccupied. This should limit rent hikes for sev-
eral quarters and, hence, increases in the non-tradable CPI.

Medium-term Forecasts

The higher external

interest rate
contemplated in
this Report affects
consumer inflation.

Demand-pulled
pressures on
consumer prices
will continue to be
scarce throughout
the next eight
quarters.
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The forecasts for growth on the job front also ensure a comfortable
labor market in the next six quarters, which should lead to moderate
wage hikes that are more consistent with the target than in the recent
past, especially considering that inflation will not deviate much from
3.0%. Accordingly, labor-cost price pressures in the central path of the
current forecast are ruled out for the medium term.

The decline in inflation in recent quarters to levels near the target
should go hand in hand with a lesser role for the country’s index-
ing mechanisms and a reduction in inflationary inertia. This will be
evident especially at the beginning of 2019, when major price revi-
sions for traditionally indexed services are carried out. Education and
health are two examples.

Chart 4.3

Along with the above, the path of the baseline Annual Headline Inflation Forecasts by Banks and Brokerage Firms

forecast also assumes inflation expectations
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la Repiblica’'s Monthly Survey of Expectations
among Financial Market Operators. According to
the version of the survey conducted at the be-
ginning of July, the anticipated rate of inflation 30
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tions for December 2019 and at twelve and twen- 1.0
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The quarterly survey conducted by Banco de la Republica at the be-
ginning of July, which targeted employers, unions and academics, did
not vary significantly compared to the one in April. In this instance,
the expectation for inflation in December of this year was 3.52% (Chart
4.4), On the other hand, the most recent expectations derived from
TES (break even inflation) were 3.0%, 3.2% and 3.4% at horizons of two,
three and five years, respectively. These values are marginally higher
than the measurements taken three months ago and, so far this year,
they have fluctuated in a range between 3.0% and 3.5% (Figure 4.5).

The regulated CPI is one element that will drive inflation for the re-
mainder of 2018 and all of 2019. In addition to the forecast for larger
hikes in domestic fuel prices, due to higher oil prices(as explained
already), several public utilities also are expected to see adjustments
above those considered three months ago. Water rates are a case in
point, with larger increases now being foreseen to support the ex-
pansion in coverage. The rise in electricity rates will be due to the
recent change in the regulatory framework for this public utility. As for
waste collection and sanitation services, rate hikes are anticipated for
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Chart 4.4 Chart 4.5
Observed Annual Headline Inflation and Inflation Expectations (at Annual Headline Inflation Expectations Derived from TES
three, six, nine, twelve and twenty-four months) (At two, three, five and ten years)

(Monthly average)?/
(Percentage)
90 . (Percentage)
6.0
8.0
Observed Expectations 55
70
5.0
6.0
45

50
4.0

Medium-term Forecasts

Jun-18

40 & VAN
fo3 351 87 8 R 35 -
= A 7l
30 1 32 target 30 I j Ve
. — \/"V M
20 25
10 . . . . ) 20 ) ) )
Mar-16 Dec-16 Sep-17 Jun-18 Mar-19 Dec-19 Aug-20 Jun-13 Jun-14 Jun-15 Jun-16 Jun-17
—— Observed Jul-18 survey —2 years 3 years ——5 years
—— Jul-17 survey 4— Apr-18 survey 10 years -=-=: Range +/- 1 pp and inflation target
Sources: DANE and Banco de la Repiblica (Quarterly Survey of Expectations) a/ Nelson & Siegel Method

Sources: Banco de la Republica

Bogota, as mentioned earlier, which is something that was not includ-
ed in the March forecast.

In the end, consumer inflation during the next three quarters would
be subject to upward pressures from food prices. These increases,
which were anticipated in earlier editions of this Report, would con-
form to the cyclical behavior of agricultural supply, the growth of
which should tend to become more moderate towards the end of the
year and at the beginning of 2019 in response to the relatively low
price levels for agricultural goods at present. The recent hikes in the
prices of agricultural products imported by Colombia also would con-
tribute to these increases.

Given all these considerations, the forecast in the Report is for a rise
in total annual consumer inflation during the remainder of the year,
mainly due to increases in the annual change in food prices. However,
this hike, which would extend up to the beginning of 2019, would be
moderate and would imply a figure near around 3.5% by the end of the
year. As for the rest of 2019, inflation should decline gradually, thanks
largely to lower food prices, ending the year at a rate very near 3.0%.

Core inflation (measured as the CPI without food or regulated items)
during the rest of this year and in early 2019 would stay at a level sim-
ilar to the current one, and then fall to 3.0% in the second half of the
year as well. Core inflation and headline inflation are not converging
on the target faster, because the annual change in the regulated CPI
would continue to be relatively high during most of the forecast peri-
od, for the aforementioned reasons.
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Chart 4.6
Fan Chart of Annual Headline Inflation
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4.3 Balance of Risks

The balance of risks for total consumer inflation and inflation ex-
cluding food and regulated items is shown in fan charts 4.6 and 4.7.
In the case of this Report, a fan chart was estimated for headline
inflation with upward biases that are slightly more pronounced than
those identified in the biases outlined in the March 2018 Inflation
Report. As usual, the balance of risks was constructed based on the
central path of the forecast for total annual inflation and inflation
in food and regulated items, both derived from the PATACON model.
The risks taken into account when constructing the fan chart are
discussed below.

Chart 4.7
Fan Chart of Annual Inflation Excluding Food and Regulated Items
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The following are the main upside risks:

Higher-than-expected external financing costs: The encouraging fig-
ures related to economic growth and the relatively expansive mon-
etary policy rates in many of the advanced economies, coupled with
the high and sustained level of international oil prices, have begun
generate some inflationary pressures in these economies. Given this
situation, the baseline forecast scenario outlined in this Report in-
corporates the normalization of monetary policy in these countries,
particularly in the United States. However, the pressures could be
greater than initially expected, which could prompt the Fed to raise
interest rates faster than is anticipated in the path of the baseline
forecast. This would have an impact on prices of the currencies of
emerging economies, including Colombia, which possibly would lead
to depreciation and affect consumer inflation via pass-through of the
exchange rate to prices.

Variations in food prices above those projected in the path of the
baseline forecast: As mentioned in the inflation reports since the
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third quarter of 2017, following the decline in food price adjustments
observed since mid-2016, the changes in food prices during several
quarters have been less than usual and lower than expected.

In this edition of the Inflation Report, the baseline forecast path for
the price of these goods incorporates a sustained but moderate in-
crease in its annual change up to the first quarter of 2019, which as-
sumes weather conditions in the next year and a half will be adequate.
However, lately several weather agencies have detected an increased
likelihood that the coming months could see a drier climate than nor-
mal or even a bout of EL Nino weather. Although these warnings are
no guarantee these phenomena will materialize, their eventual occur-
rence could reduce the amount of area sown and lower productivity,
resulting in a higher consumer price increase than is forecast. More-
over, the exchange rate, which appreciated, on average, in 2017 and
throughout 2018, reducing the cost of imported food and input, could
depreciate at a faster rate than is contemplated in the baseline fore-
cast path. This would be due to the reasons explained above.

In addition, food supplies are now at historically high levels and pric-
es are relatively low. This could lead to a reduction in the food sup-
ply that is typical of the usual cycle of agricultural production, where
producers decide to reduce the amount of area sown with crops when
there is an abundance of produce and prices are low.

In this scenario, the annual changes in the CPI basket of foods can
produce larger increases than those anticipated in the baseline fore-
cast path. In the past, there have been sharper breaks in the trends in
these prices than is implicit in the current forecast path, and it is im-
portant to keep this in mind. Accordingly, food and headline inflation
could be higher than anticipated in this Report, especially during the
remainder of this year and in the first half of 2019.

A regulated price path that exceeds the estimate: The path of the cur-
rent forecast contemplates a slowdown in regulated prices for next
year. This would be due, mainly, to current developments in headline
inflation and the fact that the international price of oil is not expect-
ed to exert additional upward pressure on gasoline.

However, regulations were recently put in place that will affect the
consumer prices of electricity and water. In the first case, this is be-
cause the regulatory framework applicable to electricity rates was
modified, leading to an increase in distribution costs. In the case of
water, it is because of the expansion ordered in the coverage of this
service. Nevertheless, there is no rule or regulation on when these
additional costs are to be passed on to the consumer. Consequent-
ly, although this situation has been incorporated into the baseline
scenario already, and given the current uncertain scenario for oil
prices, the price increases for regulated goods and services may be
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underestimated at some points in the baseline forecast path. If so,
larger future adjustments in regulated prices could lend an upward
bias to headline inflation.

If any of the upward risks mentioned so far were to materialize, the
performance of headline inflation would be affected not only directly,
but also indirectly and permanently, through the impact these events
can have on expectations and the activation of indexing mechanisms.

The main downside risk considered in this Report is less growth in
domestic demand than what is assumed by the baseline forecast path.
After the drop observed in civil works so far in 2018, the remainder of
the year is expected to see a recovery in this demand. However, given
the delays and financing problems these projects have encountered,
especially the highway projects, there is a risk of performance be-
ing less than forecast. On the other hand, the momentum in building
construction could remain poor throughout the year, considering the
large inventories of unsold homes (for medium and high income buy-
ers), offices and commercial premises. Given this scenario, worse than
expected performance in these sectors would seriously affect domes-
tic demand, placing it below what was estimated in the baseline fore-
cast outlined in this Report, particularly considering the productive
chains and the role these activities have in generating employment
throughout the economy.

In line with the set of risks discussed above, the fan chart suggests
the probability of headline inflation falling below 4.0% in 2018 re-
mained at 77.0%. This figure was reduced to 71.9% for 2019 (tables 4.2
and 4.3). The balance of risks for the end of 2018 maintains most of
the risks outlined in the previous edition of this Report. Moreover, it
is relevant to note that a specific bias associated with the price of oil
was not applied when plotting the fan chart in this Report, as it was
in the previous edition. However, the range of uncertainty associated
with oil prices has widened.

The extent of the forecast density function shown in Figure 4.8, ac-
cording to the shaded area, only includes 90% of it. The results, like
the baseline forecast, suppose an active monetary policy in which the
policy interest rate set by Banco de la Republica is adjusted to guar-
antee the target is met.
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Table 4.2

Estimated Probability of Annual Headline Inflation between 2.0% and 4.0% by December
2018
(Percentage)

September 2017 Report
December 2017 Report
March 2018 Report
June 2018 Report

47.6
53.3
7.4
76.0

Source: Calculations by Banco de la Republica

Table 4.3

Probability Ranges in the Fan Chart of Annual Headline

Inflation

(Percentage)

Between 2 & 4

<2.0
2.0-25
25-3.0
3.0-35
3.5-4.0

>4.0

1.0
5.0
15.8
27.7
274
23.0
76.0

191
12.0
14.0
141
127
28.2
52.8

Source: Calculations by Banco de la Republica

Chart 4.8

Cross-section of the Fan Chart of Annual Headline Inflation for
December 2018

(Density Function)
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Annex

Annex

Macroeconomic forecasts
by local and external
analysts

This annex contains a summary of the latest
forecasts by local and external analysts on the
main economic variables for 2018 and 2019. At
the time they were consulted, the analysts had
access to data up to 23 June 2018.

Table A1
Forecasts for 2018

Real GDP

Growth CPI Inflation

(Percentage)

Local analysts

Alianza valores?/ 3. 3.5
ANIF 2.3 33
Banco de Bogota?/ 2.5 33
Bancolombia®/ 2.6 3.4
BBVA Colombia® 2.6 3.3
BTG Pactual® 2.5 3.4
Corficolombiana 2.6 33
Corredores Davivienda® ¢/ 2.7 35
Credicorp Capital®/ 2.3 31
Davivienda® 2.7 3.5
Fedesarrollo®/ 2.4 34
ItaG®/ 2.5 3.2
Ultraserfinco® ¢/ 2.5 34
Average 2.6 33

External analysts

Citibank-Colombia®/ 2.5 33
Deutsche Bank 2.8 34
Goldman Sachs 2.7 31
JP Morgan 29 3.6
Average 2.7 3.4

Nominal
exchange rate
End of

Forecasts for 2018

On average, the local analysts expect 2.6% of GDP
growth, which is higher than the estimate in the
Inflation Report for last quarter (2.4%). On the
other hand, the external institutions that were
consulted forecast 2.7% average GDP growth,
which is equal to what was estimated in the In-
flation Report for the previous quarter.

As for prices, the local analysts estimate 3.3%
inflation, which is higher than the rate noted in
the previous Report, while the external analysts
expect inflation to be 3.4% by the end of the year.

Unemployment
rate in thirteen
cities
(Percentage)

Fiscal deficit
(Percentage of
GDP)

Nominal TDR
(Percentage)

3,000 4.1 31 9.3

n.d. 4.2 2.2 10.0
2,850 X 31 n.d.
2,960 4.7 31 9.9
2,880 4.6 31 10.0
3,020 n.d. 31 9.4
2,900 4.5 2.4 9.5
2,920 4.5 31 10.2
2,900 X 2.2 10.8
2,920 4.5 31 10.2

n.d. n.d. 31 n.d.
2,890 4.2 31 9.4
2,890 4.5 3.2 9.5
2,921 Lb 29 9.8
2,835 Lb 3.6 9.6

n.d. n.d. 2.5 9.4
2,700 n.d. 31 n.d.
2,925 n.d. 31 n.d.
2,820 Lb 31 9.5

a/ The deficit forecast is for the national government (CNG).
b/ Formerly Corpbanca, up to June 2017.

¢/ Formerly Corredores Asociados

d/ Formerly Correval

e/ Formerly Ultrabursatiles

n.a.: No available

Source: Banco de la Repablica (electronic survey)
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Table A2
Forecasts for 2019

Real GDP CPI Nominal
growth inflation exchange
rate

(Percentage) End of

Local analysts

Alianza Valores 4.0 3,200
ANIF 3.0 3.5 n.d.
Banco de Bogota 3.0 3.0 2,875
Bancolombia 32 31 2,970
BBVA Colombia 33 3.0 2,900
BGT Pactual 3.0 3.2 3,070
Corficolombiana 33 3.5 2,900
Credicorp Capital®/ 33 33 2,800
Davivienda 32 3.6 n.d.
Fedesarrollo 2.8 3.2 n.d.
Itat®/ 3.2 3.0 2,930
Ultraserfinco?/ 2.8 3.2 2,900
Average 3.3 2,949

External analysts

Citibank-Colombia 31 3.0 2,850
Deutsche Bank 3.6 34 n.d.
Goldman Sachs 3.3 3.0 2,650
JP Morgan 34 35 n.d.
Average 3.2 2,750

a/ Formerly Corpbanca, up to June 2017.

b/ Formerly Corredores Asociados

¢/ Formerly Correval

d/ Formerly Ultrabursatiles

n.a.: not available.

Source: Banco de la Repablica (electronic survey).

Annex

Both forecasts are within the 2.0% to 4.0% range
around the target set for 2018 by the Board of
Directors of Banco de la Republica (BDBR), but
they are above the long-term target for inflation
(3.0%).

In terms of the exchange rate, the local analysts
expect the market exchange rate (MEM) to end
the year at an average value of COP 2,921. The es-
timate in the survey for the previous Report was
COP 2,929. The external analysts forecast a MEM
near COP 2,820 by the end of the year.

The local analysts are forecasting 4.4%, on av-
erage, for the rate on fixed-term deposits (DTF).
They also anticipate unemployment at 9.8%.

Forecasts for 2019

For 2019, the local analysts expect 3.1% economic
growth, while the external analysts are forecast-
ing 3.4%. With respect to inflation, the local an-
alysts expect it to be 3.3%; the external analysts
anticipate 3.2%. As for the nominal exchange
rate, the local analysts expect COP 2,949, on av-
erage, while the average forecast by the external
analysts is COP 2,750 .
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