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PRESENTATION, SUMMARY AND CONCLUSIONS

REVIEW OF INFLATION TO MARCH 2002

K At the end of the first quarter of 2002, annual consumer inflation stood at 5.9%, down by
1.9 percentage points on a year earlier and by 1.7 points on December 2001. It was the lowest
annual inflation for any March since 1962, having fallen continuously and ever faster in recent
months, after a period of relative stability between February and November last year.

¥ It was also the first time this year that annual inflation stood below the 6% inflation
target set for 2002.

¥ The first quarter saw annual inflation falling in all the major groups of the Consumer
Price Index basket, but mainly in food, transport and communications. In the case of food, this
was thanks to a good supply of staples, such as potatoes, and to a milder retention phase in
cattle breeding. In transport, lower world oil prices from the second quarter of last year up to
February this year, together with low devaluation, made it possible to stabilize domestic fuel
prices in the first quarter.

¥ The alternate classification of the CPI basket shows that annual inflation fell by similar
significant rates in both tradables and nontradables over the first quarter. In March, annual
inflation was dlightly lower in tradable s (5.8%) than in nontradables (6.0%), tradables having
benefited from the peso's nominal appreciation against the dollar and from lower international
inflation.

¥ Core inflation maintained its downward trend over the first quarter. The measures of
coreinflation (non-food CPI, inflation nucleus, and CPI excluding food staples, fuel and utilities)
averaged 5.6% at the end of the quarter, 1.1 percentage points lower than in December 2001
and 2.3 points lower than in March 2001. The indicator registering the biggest drop relative to
December was the inflation nucleus (1.4 percentage points), followed by non-food CPI (1.1
points) and the CPI excluding food staples, fuel and utilities (0.7 points). In March, all three
core-inflation indicators were either on or below the 6% inflation target for 2002.

K Annual producer inflation was only 3.6% in the first quarter, 3.3 percentage points lower
than in December 2001. The annual figure for March was the lowest for any month since
reliable statistics began to be kept for producer inflation (1970). Moreover, annual inflation in
final consumption, the component of the Producer Price Index (PPl) most resembling the CPI,
stood at 4.3% in March, afall of 4.2 percentage points relative to December 2001.



¥ Breakdown of the PPI by origin shows slower first-quarter price growth, at annual rate,
bothin locally produced and consumed goods and in imports; similarly, breakdown by industrial
activity shows pricesrising more slowly in all groups of the basket, particularly in manufactured
and farm goods.

K There are several reasons for the first-quarter fall in inflation. First, inflation expectations
continued to fall sharply, as evidenced by lower core inflation and smaller price adjustmentsin
several traditionally indexed items, such as utilities and education. Thisis partly attributable to
increasing credibility of a monetary policy consistent both with the inflation targets set by the
Banco delaRepublica's Board of Directors and with the long-term objective of price stabilization.
Second, slower nominal deval uation of the peso sincethemiddle of |ast year and lower international
inflation together restrained price risesin tradable goods. Third, ample spare capacity, indicating
weak aggregate demand, has kept economic growth from generating inflationary pressure. And,
lastly, arelatively large food supply in recent months has substantially reduced food prices.

¥ As some of these factors should continue to exist over the rest of the year, no surge in
inflation is expected to jeopardize meeting the 6% target. But food-price behavior will most
probably be less favorable in the second half of the year. Today's relatively low prices for
potatoes and other staples, combined with the productivity effects of the expected Nifio climatic
condition, may affect food supply during the rest of year, raising food prices substantialy. In
addition, prices for beef and beef substitutes will rise further as supply decreases in the course
of the current retention stage in cattle breeding. Lastly, inflationary pressure began to increase
again at the end of the first quarter because of the rise in world oil prices, which is likely to
continue over the rest of the year, causing domestic fuel and transport prices to go up.

K On the basis of first-quarter figures, the Bank's forecast for inflation by the end of 2002
has been revised down from the rate predicted last December. The central path of the Bank's
forecast now shows annual inflation averaging 5.0% in the fourth quarter of this year, down
from 5.8% predicted three months ago. The latest forecast has an upward-biased risk balance
because food and fuel prices and higher devaluation may create inflationary pressures. The
combination of forecasts, using the structural models employed by the Economic Studies Division,
gives a 5.6% inflation rate for December, which too is lower than the 6.4% projected by this
method three months earlier.

¥ On figures to March, the Bank's forecasts continue to show core inflation decreasing
over the rest of the year. According to the central path, core inflation as measured by non-food
CPI will average 3.8% in the fourth quarter of 2002, and 3.5% in the fourth quarter of 2003.

K The few indicators available on real activity suggest that the economy continued to grow
over the first quarter, albeit slowly. This view is based on such indicators as electricity demand
up to March, and construction loans made in the first quarter. Household consumption seems to
have been the main driving force behind first-quarter growth, to judge by the satisfactory behavior
of new car sales to March, credit-card sales to March, beverage sales by the industry, and
consumer imports to January. Investment growth was probably weaker than last year mainly



because of the impact of the central government's fiscal-adjustment program, but should still
have been positive thanks to investment in housing. Exports were not a major growth item in
the first quarter, for sales to Venezuela slowed and nontraditional exports to the United States
encountered difficulties.

K Asregards growth over the rest of the year, anumber of conditions exist that are conducive
to it, including low interest rates, higher employment levels, arising flow of remittances from
abroad, and higher oil prices. These circumstances make it possible to expect positive growth
during the coming quarters. But there are also large sources of uncertainty. In particular, doubts
have arisen about approval of the Andean trade preference scheme in the near future. They are
essential to revival of the industrial sector, given the poor outlook for sales to Venezuela. And it
is still not clear whether the structural reforms needed for long-term adjustment of the country's
public finances will be implemented in full and in good time, particularly in view of the change
of government on August 7. These uncertainties and the current situation of public order may
lead consumers and investors to postpone some of their spending. The recent deterioration of
business and consumer expectations is a bad sign in this respect.

B¢ The rate of growth expected for 2002 should not cause any significant inflationary
pressures, for the economy continuesto operate below potential. Thisisindicated by Fedesarrollo's
data to February, which show capacity utilization running lower than a year earlier. In fact, the
considerable investment effort made by business in 2001, reflected by a high volume of capital
goods imports, may have left the economy with ample productive capacity to meet large risesin
demand without putting price stability at risk.

B¢ Falling inflation allowed the Board of Directors to reduce the Bank's intervention interest
rates twice in the first quarter, by a total of 125 basis points in all rates except the Lombard
contraction rate, which was cut by a total of 100 points. At the end of March, the Bank's rates
stood as follows. Lombard expansion rate 11.0%, auction expansion rate 7.25%, auction
contraction rate 6.25%, and Lombard contraction rate 5.25%.

B¢ The Board also provided permanent liquidity during the first quarter by exercising reser-
ve-building options amounting to $101.5 million.

B¢ The interbank interest rate fell in the first quarter in line with the Bank's rate cuts, to
7.6% in March. The other market rates also declined in nominal terms, substantially in the case
of consumer loans and credit card rates and less so in the case of Treasury and preferential
loans and the DTF deposit rate.

B¢ The Board of Directors set a new reference line for the monetary base at the beginning of
March. The new line implicitly envisages a 14.4% average annual growth in the monetary base
over 2002.

Y In Marc, the monetary based stayed within the levels contemplated by the new reference
line. At the end of the month, the monetary base's 20- and 45-day moving averages were very
close to their respective reference lines. The broader measure of liquidity, M3, grew more



slowly in the first quarter of this year than in the previous three months. This trend break
resulted from a decline in CDs too strong to be offset by increases in current accounts, cash
holdings and Treasury Repos.

K In the first quarter, the financial system's gross nominal loan portfolio maintained the
slow pace of growth (about 2.0%) registered at the end of last year, but the rate of change
varied for the different types of loans. The nominal consumer portfolio expanded by annual
rates of 11.3% to February, while commercial loans grew by only 2.8%, and the mortgage
portfolio continued to shrink. The overall portfolio grew slowly despite ample liquidity provided
to the market by the Banco de la Republica, because of the real sector's low demand for
credit, and also because the financial system seems to regard public-debt securities as a more
suitable investment option in the present circumstances.

K The peso displayed a revaluationary trend over the first quarter of 2002, a development
not fully anticipated by the market. At the end of March, the exchange rate stood at 2,261 pesos
to the dollar, representing a revaluation of 2.1% relative to the same period in 2001 and of 1.3%
relative to December. The drop in the exchange rate is partly explained by lower net private-
capital outflows, higher inflows of remittances from Colombiansliving abroad, and the dissaving
of oil earnings (Oil Savings and Stabilization Fund) authorized by law.

¥ Inflation in March was lower than predicted by the Banco de la Republica or expected by
the market. It led to forecasts for the end of the year being revised downward, so that meeting
this year's 6% inflation target is now highly feasible. The March result also bodes well for
reducing inflation further in 2003 and for achieving the Board of Directors long-term inflation
target of 3%. An analysis of the country's real economic activity confirms that internal demand
has revived moderately, while review of the international context indicates a weakening of
external demand for Colombia's nontraditional exports.

K In view of the foregoing and with the aim of facilitating economic growth, the Board of
Directors of the Banco de la Republica decided to cut the Bank's intervention rates by one
percentage point (100 basis points) effective from April 15, 2002. They now stand as follows:
Lombard expansion rate 10.00%, auction expansion rate 6.25%, auction contraction rate 5.25%,
and Lombard contraction rate 4.25%. Thus, the Bank's total rate cuts so far this year come to
225 hasis points, a steeper drop than the 170 basis-point fall in inflation over this period.

K Furthermore, pursuant to its policy of maintaining a reasonable ratio of international
reserves to short-term foreign-debt payments, the Board of Directors, decided to set the amount
for the auction of reserve-building optionsin May at $100 million.
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PRICE INDICES

A. CONSUMER PRICE INDEX

1. Overall behavior

Annual consumer-price inflation was 5.9% at the
end of the first quarter of 2002, down by 1.9
percentage points on March 2001 (7.8%) and by
1.7 points on December 2001 (7.6%) (Figure 1
and Table 1). This was the lowest March result
since 1962, and made it the first time this year that
annual inflation was running below the Board of
Directors' 6% target for 2002.

As can be seen from Figure 1, inflation hovered
around 8.0% for much of last year, then began to
fall again in the fourth quarter. Its fall became
considerably steeper in February and March this
year, a development not fully anticipated by the
market, to judge from private analysts forecasts and
the Banco de la Republica's expectations survey
conducted in January.

Accumulated first-quarter inflation was 2.8% this
year, 1.7 percentage points lower than last year
(4.5%) and the lowest since 1970. But it is high in
relation to the 6% target and indicates continued
operation of the indexation mechanisms that have
existed in Colombia for three decades and usually
comeinto play early in the year, concentrating much
of the year's inflation in the first few months.

Even so, itisworth noting that thisyear'sfirst-quarter
result compares favorably with last year's in terms
of target meeting. First-quarter inflation last year

FIGURE 1
CONSUMER PRICE INDEX
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Source: National Statistics Agency (DANE). Calculations by Banco de la
Republica.



TABLE 1

INFLATION INDICATORS
(ANNUAL PERCENTAGE CHANGE)

Mar. 2001 Dec. 2001 Mar. 2002
CPI 78 76 59
Food 71 105 72
Housing 42 43 38
Clothing B85 26 22
Health care 111 109 93
Education 82 102 93
Culture and entertainment 111 71 7.0
Transport 152 89 58
Diverse expenditures 93 76 6.7
Il.  Coreinflation ¥ 78 6.7 56
Non-food CPI 81 65 53
Nucleus? 86 74 60
CPI excl. primary food-stuffs. fuel & utilities 69 6.1 54
. PPI 109 69 36

By economic use or destination

Intermediate consumption 124 58 29

Final consumption 88 85 43

Capital goods 102 57 24

Building materials 144 74 50
By origin

Domestically produced and consumed 104 7.7 44

Imports 125 46 08

Exports¥ 28 (7.9 (7.2)
By industrial activity (ISIC)

Farming, forestry & fishing 42 76 24

Mining 270 3 17

Manufacturing 124 70 39

¥ The average of the three core-inflation indicators calculated by the Banco de la Republica.

2 CPI excluding 20% of the weight of items showing the greatest price volatility between January 1990 and April 1999.

¥ Total PPI does not include exports. It is calculated from the weighted sum of domestically produced and consumed goods and imports.
Sources: Economic Studies Division (SGEE) of the Banco de la Republica, and DANE's PPl and CPI Lists.

represented 56% of the 8% target for 2001and 59%
of actual inflation for 2001, whereas this year it
represents 47% of the 6% target for 2002.

Asin the case of headline inflation, the first quarter
saw an improvement in the three indicators of core
inflation: non-food CPI, inflation nucleus, and CPI
excluding food staples, fuel and utilities. The three
indicators averaged 5.6% in March, 1.1 percentage
points lower than in December and 2.2 points |lower
than in March 2001. The biggest first-quarter drop

was in the inflation nucleus (1.4 percentage points),
followed by non-food CPI (1.2 points), and CPI
excluding food staples, fuel and utilities (0.7 points).
In March, all three core-inflation indicators were
either on or below this year's target, and only the
inflation nucleus stood higher than headlineinflation
(Table 1 and Figure 2).

Three factors are largely responsible for the first-
quarter drop in core inflation. Thefirst has been the
application for the past two years of a monetary



FIGURE 2
HEADLINE AND CORE INFLATION
(ANNUAL % CHANGE)

TABLE 2
CONSUMER PRICE INDEX, TOTAL AND BY CITY

(ANNUAL % CHANGE)
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Source: DANE. Calculations by Banco de la Republica.

policy consistent both with the Board of Directors
inflation targets and with the aim of achieving price
stability in the long term. One outcome of this has
been alarge reduction in inflation expectations over
recent months, as evidenced by lower and fewer
price adjustments in highly indexed items such as
utilities, transport, and professional health-care
services. The second factor has been a combination
of ample spare capacity in most sectors of production
and low growth in demand. Lastly, lower
devaluation, beginning towards the end of last year
and growing steeper this year, has meant smaller
price adjustmentsin tradable goods. As explained in
various other parts of this Report, since these three
circumstances are likely to persist for the rest of the
year, core inflation is not expected to pick up and
might, in fact, continue to decline.

In the 12 months to March, consumer inflation was
highest in the city of Monteria (8.9%), (Table 2)
followed by Cali (7.2%) and Cucuta (7.1%),
and lowest in Manizales (4.9%), Pasto (4.9%), and
Bogota (5.2%). All the cities included in the
Consumer Price Index registered lower annual
inflation in March this year than in December 2001,
with Cucuta showing the biggest drop (3.4
percentage points), followed by Pasto (3.2 points)
and Cartagena (2.9 points).

Mar.2001 Dec.2001 Mar.2002
Total 78 76 59
Bogota o 71 82
Medellin 73 71 6.1
Cdi 76 83 72
Barranquilla 88 92 69
Bucaramanga o 84 6.7
Manizales 80 72 49
Pasto 88 81 49
Pereira 81 70 56
Cucuta 95 105 71
Monteria 88 101 89
Neiva 85 95 69
Cartagena 88 92 6.3
Villavicencio 72 81 57

Source: DANE's Lists. Calculations by Banco de la Republica,
SGEE.

2. Behavior of main CPI components

Thefirst quarter of 2002 saw annual inflation falling
in all CPl groups except in the group of
entertainment, culture and recreation, which showed
no clear tendency. In clothing, transport and
education, the fall in inflation started in the middle
of last year and simply became steeper early this
year. In contrast, the first-quarter drop in health-
care and food inflation was a break with an inertial
price rise that had persisted over the second half of
2001. (Table 1 and Figure 3).

The biggest first-quarter drop in annual inflation
occurred inthefood group, with theratefalling from
10.5% in December to 7.2% in March. The
December Report had actually predicted a first-
quarter fall in food inflation but not as big as this,
which resulted from highly satisfactory price
movements in fruit and root crops, especially
potatoes. Potato prices usually rise sharply at the
beginning of the year but did not thisyear, registering
one of the lowest relative prices in recent years.



FIGURE 3
CONSUMER INFLATION, BY CPI GROUP
(ANNUAL % CHANGE)
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The large decrease in food inflation is even more
surprising since prices for beef and beef substitutes
have been high because of the current retention stage
in Colombian cattle breeding.!

Food prices are unlikely to stay stable over the rest
of the year, and everything pointsto their becoming
a source of inflationary pressure in the second half.
Low prices for staple crops early this year might
discourage planting in the coming months, resulting
in price rises in the second half of the year that
could push up consumer inflation. The risk is
increased by the possible occurrence of the Nifio
climatic condition in the second half of 2002, given
its upward impact on prices. The Nifio, besides

1 Meat prices rose sharply in the first quarter, but the increases
were smaller than in the first quarter of 2001 and therefore
technically helped to reduce food inflation. They were,
nevertheless, historically high.

5.0 1 1 1 1
Dec-00 Mar-01 Jun-01 Sep-01 Dec-01

Mar-02

Health care — — Education Total

5.0 I I I I

Dec-00 Mar-01 Jun-01 Sep-01

— — Food

Dec-01 Mar-02

——— Entertainment Total

reducing supply by lowering crop productivity,? cau-
ses farmers to reduce their areas under cultivation
to avoidlosses. Lastly, the price of beef will continue
to put pressure on food inflation, because the cattle-
retention stage is expected to last over the rest of
the year.

Annual inflation in education declined by almost one
percentage point over the first quarter but, at 9.3%,
it was still higher than headline inflation in 2001.
Given that education prices are subject to regulation,
their annual rate of increase may continue to drop
further until it is close to last year's inflation, as
required by law.

2 TheHydrology, Meteorology and Environmenta Studies|nstitute
(IDEAM) estimates that the Nifio tends to reduce the yields of
the country's main crops by 4% to 5%. ( "Efectos naturales y
socioeconémicos del fendmeno El Nifio en Colombia’, in
IDEAM's monthly publication Informe de condiciones ambien-
talesen Colombia, No. 190, March 2002.)



Other groups registering large drops in annual
inflation were utilities, medicines, and public
transport (including fuel). It isworth noting that last
year utilities were among the biggest contributors
to overall inflation, partly as a result of the
dismantling of consumer subsidies. Dismantling has
continued this year but more gradually. Moreover,
utility rates are becoming less strongly indexed
because, in authorizing price rises, regulators are
now known to take into account the Banco de la
Republica's inflation targets and the current year's
inflation movements, rather than just the previous
year's inflation as they used to do until not long

ago.

Transport and fuel inflation has been declining since
the middle of 2001, thanks to lower world oil prices
and exchange-rate stability. But this trend may
reverse in the coming months because of rising
international fuel prices and expected increases in
domestic prices over the rest of the year. In fact,
the government has already announced a 4.0% in
crease in the domestic price of gasoline from April.

By individual items, the biggest contributorsto higher
inflation in the first quarter of 2002 were services
and certain food items. Banking services, with a
January to March price increase of 5.8%, accounted
for 7.3% of accumulated inflation in thefirst quarter,
while bus fares rose by 6.8% and contributed 6.0%.
The item designated as "other fresh fruit" surged by
16.5%, accounting for 4.9% of first-quarter inflation,
while a 5.4% price rise in milk and a 2.9% rise in
restaurant lunches together contributed alittle under
10.0% (Table 3).

3.Alternateclassification: tradableand
nontradable goods

In the first quarter of this year, tradables inflation
resumed the downward trend briefly interrupted
in the previous quarter, and now fell faster than
overall inflation, down to 5.8% by the end of March
(Figure 4). In the 12 months to March, declining
tradables prices accounted for 87.5% of the drop
in consumer inflation.

TABLE 3
GREATEST CONTRIBUTORS TO FIRST-QUARTER

CONSUMER INFLATION, 2002

Item First-quarter Contribution
pricechange toinflation
Puntos Porcentaje

Total 28 28 100.0
Banking services 58 02 78
Busfares. 6.8 02 6.0
Other fresh fruit 165 01 49
Milk 54 01 49
Lunches 29 01 47
Other 23 20 721

Source: DANE's Lists. Calculations by Banco de la Republica,
SGEE.

FIGURE 4
CONSUMER TRADABLES AND NONTRADABLES
INFLATION
(ANNUAL % CHANGE)
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Source: DANE. Calculations by Banco de |a Republica.

The weakening of inflationary pressure from
tradables over the first quarter was connected with
devaluation running at very low rates since mid-
2001, which has allowed companies to defer price
adjustments over a much longer period without
sacrificing profits. But lower tradables inflation was
also part of adownward trend in international prices.
Severa indicators, including implicit import prices
(Figure 5), indicate a fall in international pricesin
recent years, which probably became steeper in the
second half of 2001 owing to weak world demand
and lower energy prices.



Tradables inflation may continue to decrease in the
short term, because international prices are not
expected to rebound appreciably in the medium term,
given the present state of world demand (see
Chapter 111 for greater details), and because
devaluation is expected to remain moderate.

Nontradables inflation, too, decreased in the first
quarter, down to 6.0% at the end of March. Asin
2001, it was lower than overall inflation thanks to
very weak annual growth in rents (an indexed item)
and lower price rises in flexible items (root crops,
fruit and vegetables) (Figure 6). The CPI basket's
tradable items exhibited two patterns of behavior:
indexed and flexible items slowed the rate inflation,
while cyclicals accelerated it.

FIGURE 5

IMPLICIT IMPORT PRICE INDEX
(DECEMBER 1997 = 100)
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FIGURE 6
CONSUMER TRADABLES INFLATION
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B. PRODUCER PRICE INDEX

In March 2002, annual producer inflation was 3.6%,
the lowest rate for any month since 1970, when
reliable statistics on this indicator first began to be
compiled. Producer inflation in March was 3.3
percentage points lower than three months earlier
(6.9%) and 7.3 points lower than a year earlier
(10.9%) (Table 1 and Figure 7). Moreover, annual

FIGURE 7
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(% CHANGE)

First quarter of every year

1994 1996 1998

12 months to March

L
2000

1998

1990 1992 1994 1996 2002

Annual inflation
(In every month from 2000:12 to 2002:3)

11.0

9.0

50

3.0
Dec-00

Mar-01 Jun-01 Sep-01 Dec-01 Mar-02

Source: Banco de la Reptblica, SGEE.



inflation in final consumption, the PPl component
closest to the CPI basket, stood at 4.3% in March,
4.2 percentage points lower than in December 2001.

This behavior of final-consumption PPl confirms
the large drop in consumer inflation over the first
quarter. Falling producer inflation will makeit easier
to reduce consumer inflation in the coming months,
for it precludes inflationary pressure from
production costs.

Breakdown of the PPI by origin of goods shows
that the first-quarter fall in annual producer inflation
largely resulted from satisfactory behavior of import
prices, which rose by barely 0.8% compared with
4.6% in December, at annual rate, thanks once more
to minimal devaluation prevailing in the past few
quarters and to lower international prices.

Domestically produced and consumed goods also
registered a big decrease in annual inflation, their

rate falling from 7.7% in December to 4.4% in
March. This makesit clear that the drop in inflation
occurred across all producer prices, as in the case
of consumer prices, and that it resulted from a
number of factors such as weak pressure from
demand, lower expectations and good harvests, and
not just from satisfactory behavior of the exchange
rate and world prices.

Breakdown of the PPI by economic activity shows
that, here too, all sectors contributed to the first-
quarter drop in producer inflation, but most
particularly manufacturing and farming. Annual
inflation in manufactured goods fell from 7.0% in
December t0 3.9% in March, and in farming, forestry
and fishing products from 7.6% to 2.4%. Lastly,
annual variationinmining pricessurged froma1.3%
contraction in December to a 7% expansion in
March, thanksto a4.7% rise in mining pricesin the
month of March.

PRICE ADJUSTMENTS IN COLOMBIA: CHARACTERISTIC

FEATURES

(1999).5

Economic literature abroad and in Colombia contains few studies that throw light on the
characteristics of consumer-price adjustments. Internationally, the subject has been treated by
Kashyap (1995)," Tommasi (1993),2 Lach and Tsiddon (1992)° and Cecchetti (1986),* among
others. In Colombia, there was until recently only one such study, by Jaramillo and Cerquera

A new study, published in the December 2001 issue of the Revista del Banco de la Republica,®
takes up this line of investigation with the aim of identifying and analyzing various aspects of
microeconomic price adjustment and behavior in Colombia. The study made use of daily price
information covering a period of about ten years (1989-1999), provided by one of the major
supermarket chains in Bogotd, on a set of 209 products. The basket of goods ranges from primary
food-stuffs, including root crops, vegetables and fruit, to processed products, notably oils and
fats, meat, dairy produce, grains, toiletries and housecleaning items. The basket's wide range of
contents represents 30% of DANE's overall CPl basket and 67% of the CPI basket excluding services.

The study analyzed price-adjustment behavior in Colombia using statistics on such factors as
average price, adjustment size, and downward adjustment inflexibility. Some of the study's main

findings are reviewed below as answers to various questions.
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DETERMINANTS OF INFLATION

A. MONETARY AGGREGATES, INTEREST
AND EXCHANGE RATES

1. Monetary-policy measures

The Bank's Board of Directors maintained a loose
monetary policy over the first quarter, based on its
assessment of expected price behavior, economic
activity and the international setting. The Board
reduced theintervention ratestwiceinthefirst quarter:
on January 18it cut all ratesby 50 basis points, except
for a 25-point cut in the Lombard contraction rate;
and on March 15 it lowered them all by 75 basis
points. Thus, at the end of March the intervention
rates stood asfollows: Lombard expansion rate 11.0%,
Lombard contraction rate 5.25%, auction expansion
rate 7.25%, and auction contraction rate 6.25% (Table
4). The Board's pre-set amounts for one-day Repo
expansion and contraction operations were large and,

with demand averaging 54.8% and 26.1%
respectively, underused (Table 5). The Bank also
provided permanent liquidity through reserve-building
options amounting to 232.6 billion pesos, equivalent
to 101.5 million of dollars (Table 6).

On December 14 last year, the Board fixed a
reference line for the monetary base in 2002.3 But
in the first two months of this year demand for cash
grew considerably faster than implicitly envisaged
in the reference line, causing the base to expand
faster than expected. The Board therefore adopted
anew reference line for 2002 on March 1. The new
estimate, which incorporates changes in cash
demand, contemplates a growth of 14.5% in the
monetary base by the end of the year and an avera-
ge growth of 14.4% for the year.

3 Thisreference line envisaged a growth of 12.4% in the monetary
base by the end of 2002, and a 10.6% growth on average.

TABLE 4

BANCO DE LA REPﬁLlCAIS INTERVENTION RATES

Rate 14 de Dec. 18 de Jan. 18 de Feb. 15deMar. First-quarter
cuts

(basis points)
Lombard expansion 12.25 1175 11.75 11.00 125
Auction expansion 850 800 800 725 125
Auction contraction 750 700 700 6.25 125
Lombard contraction 6.25 6.00 6.00 5725 100

Source: Banco de la Republica.



TABLE 5
ONE-DAY EXPANSION AND CONTRACTION REPOS:

DAILY AVERAGES
(BILLIONS OF PESOS)

Expansion Contraction
Pre-set amount Use % used Pre-set amount Use % used
January 565 24 520 1.300 298 229
February 920 433 470 1.050 256 243
March 1,019 648 635 529 19 376
First-quarter daily average 8% 458 549 90 21 261

Source: Banco delaRepublica.

TABLE 6 FIGURE 8

RESERVE-BUILDING OPERATIONS MONETARY BASE AND REFERENCE LINE
(BILLIONS OF PESOS)

A RAAR 20-DAY DAILY MOVING AVERAGE
Millionsof Billions Exchange

dollars of rate 11,500

pesos pesog/dollar

11,200 |

10,900
January 2 2715 630 22912 10.600 |
January 15 25 517 2297.3
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9,400
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Total first quarter 1015 2326 Actual base Reference line

Source: Banco delaRepublica
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The monetary aggregates behavior is reviewed 10300 |
below by examining movements in the monetary MED |;
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By the end of March, the monetary base's 20-day
and 45-day moving averageswerevery closeto those
of the new reference line,* exceeding them by 0.6%

and 0.1% respectively (Figure 8). Between 4 Thisisthereferencelineadopted by the Board on March 1, 2002.

Source: Banco de la Replblica, SGEE.
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December and March, the pace of growth of the
monetary base accelerated (from11.1% to 16.4%),
as aresult of faster expansion in both cash holdings
(from 15.5% to 19.1%) and reserves (from 1.6% to
10.7%) (Figure 9).

M1 money supply

The M1 money supply expanded sharply over the
first quarter, breaking the downward trend displayed
since November 2000, partly because of higher cash
growth but mostly because of strong recovery in
checking accounts, whose growth surged from 4.1%
in December to 12.5% in March (Figure 10).

FIGURE 9
MONETARY BASE AND ITS USES

(ANNUAL % CHANGE IN MONTHLY AVERAGE)
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FIGURE 10
M1 AND ITS COMPONENTS

(ANNUAL % CHANGE IN MONTHLY AVERAGE)
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M1's faster expansion may be connected with the
opportunity cost of holding liquid assetsbeing lower,
given the low rates of interest, plus lower inflation,
and higher transaction costs arising from the
transaction levy.

M3

Unlike M1, the broader measure of money supply
(M3) weakened considerably in the first quarter,
reversing the rising trend it had shown all through
2001. Growth in M3's average balance dropped
from 10.6% in December to 7.3% in March (Figu-
re 11).

M3's weakening stemmed largely from slower
expansion in CDs and savings accounts (Figure 12),
which in turn may be explained by lower demand
for these instruments because of low rates of interest
and the high transaction costs involved in their
management. This lower demand may, to some
extent, be the counterpart of a greater preference
shown in recent months for liquidity.

From the standpoint of supply, slower growth in
CDs and savings accounts may have resulted from
adisinclination on the part of financia intermediaries
to capture funds, since there was ample liquidity in
the market and portfolio growth was slow.

FIGURE 11
M3 AND LIABILITIES SUBJECT TO RESERVE (LSR)

(ANNUAL % CHANGE IN MONTHLY AVERAGE)
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FIGURE 12
LIABILITIES SUBJECT TO RESERVE (LSR), BY MAIN

COMPONENTS
(ANNUAL % CHANGE IN MONTHLY AVERAGE)

FIGURE 13
LIQUIDITY PERCEPTIONS
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The greater availability of liquidity in the market in
recent quarters is borne out by the findings of the
Bank's January 2002 expectations survey. Liquidity
was considered to be high by 54.3% of respondents,
a larger percentage than in the preceding surveys.
And 64.2% of respondents did not expect it to
change much in the following six months (Figure
13), as compared with 56.8% in the October survey.

L oan portfolio and credit

In March, the gross nominal local-currency loan
portfolio® showed much the same slow growth as it
had at the end of last year, registering an average
annual rate of 1.7% for the first quarter. Breakdown
of the portfolio into the mortgage banks' balance
and the rest of the system's balance shows that no
major changes occurred in the behavior of these
two either (Figure 14).

The overall portfolio's scant growth is partly
explained by the statistical effect of loan removals
from the balance sheets of financial intermediaries.®

5  Thissection refersto the average monthly balance of the gross
nominal local-currency portfolio, excluding the National
Energy Financing Company (FEN).

6 Theseremovalswere brought about by the liquidation of anumber
of financial entities, the writing-down of unproductive assets,
reductions by reason of property received in payment,
securitization and sale of loansto institutions outside the system,
and recal culations of mortgage loans.
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Source: Banco de la Republica, expectations surveys.

FIGURE 14
GROSS NOMINAL LOCAL-CURRENCY LOAN BALANCE
OF FINANCIAL SYSTEM EXCLUDING FEN
(ANNUAL % CHANGE IN MONTHLY AVERAGE)
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The gross nominal portfolio as adjusted for these
removals’ shows a 3.9% annual growth in February
2002 (Figure 15).

Figures to February reveal no significant changes
in the individual behavior of the different loan
portfolios (commercial, consumer, mortgage) (Fi-
gure 16). Thus, growth in consumer loans, having
continuously accelerated last year, was a
satisfactory 11.3% in February, much asit had been
at the end of 2001, while the commercial portfolio's

7 The adjusted portfolio is the gross portfolio as it would have
been without those loan removals.

FIGURE 15
ADJUSTED GROSS NOMINAL LOCAL-CURRENCY

LOAN BALANCE, EXCLUDING FEN
(ANNUAL % CHANGE IN MONTHLY AVERAGE)
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FIGURE 16
GROSS NOMINAL LOCAL-CURRENCY LOAN PORTFOLIO

BY TYPE OF LOAN, EXCLUDING FEN
(ANNUAL % CHANGE)
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2.8% expansion in February and the mortgage
portfolio's -3.5% variation were also similar to the
rates registered two months before. It is important
to point out that, as a result of falling inflation,
such stable nominal growth has meant higher real
growth.

Though overall portfolio has showed poor growth
in recent months, there are signs that its quality has
got better. In effect, the loan quality indicator®
improved from 11.6% in January 2001 to 9.8% in
December. There has also been a surge in the
coverage indicator,® with provisions amounting to
73.9% of the overdue balance last December, up
from 49.9% in January last year (Figure 17).

8 Quality indicator = Overdue balance / Gross balance.

¢ Coverageindicator = Loan provisions/ Overdue balance.

FIGURE 17

LOAN-PORTFOLIO INDICATORS
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The financial intermediaries’ improved situation
suggests that favorable conditions now exist for
the system to reactivate lending and allow greater
portfolio expansion. Demand for credit, however, has
been restrained by various factors, including feelings
of uncertainty among investors and consumers.
Moreover, the high yield and security of public-debt
paper issued by the central government has made
new lending less attractive to intermediaries.

Lastly, according to the Bank's January 2002
expectations survey, the percentage of respondents
considering credit availability to be high at the time
was 45.7%, an improvement on the preceding
surveys. As regards credit availability over the
following six months, 66.7% expected it to remain
the same asin January, while 9.9% thought it would
be lower (Figure 18).

FIGURE 18

CREDIT-AVAILABILITY PERCEPTIONS
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3.Interest rates

The nominal interbank rate continued to fall during
the first quarter of 2002, as a result of cuts in the
Banco de la Republicasintervention rates. In March,
the average interbank rate was 7.6%, its lowest level
since January 2000, and down by 0.9 percentage
points on December 2001 (Figure 19). Despite the
significant drop in the nomina rate, the real rate rose
because the decrease in inflation was larger. The rea
interbank rate wasl.3% in March, 0.7 percentage
points higher than in December (Figure 20).

The financial system's nominal interest rates also
decreased over the first three months of this year.

FIGURE 19
BANCO DE LA REPULICA'S INTERBANK

AND INTERVENTION RATES
(PERCENTAJE)
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FIGURE 20
REAL INTERBANK RATE
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The average deposit rate, as measured by the DTF
rate, stood at 10.6% at the end of March, 0.8
percentage pointslower than in December. But, from
January to March, the DTF rate decreased by much
lessthan theinterbank rate or the Bank'sintervention
rates. So the difference between the DTF and the
interbank rate has widened, to about 300 basis points,
far bigger than the long-term differential estimated
at 200 basis points®® (Figure 21). This suggests that
the DFT could drop lower in the coming months,
even without any further changes in the interbank
rate or the Bank's intervention rates.

FIGURE 21
DIFFERENTIAL BETWEEN 90-DAY DTF RATE
AND AVERAGE INTERBANK RATE
(PERCENTAJE)
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The DTF'sdeclining trend had a positive influence
on lending rates, which fell too, and more steeply.
Consumer |oans showed the biggest ratedrop (1.9
percentage points), followed by credit cards
(1.5 points), and preferential and Treasury loans
(1.2 points) (Figure 22). With these reductions,
the average lending rate as calculated by the Ban-
co de la Republica (BdR lending rate) declined
over the first quarter to 15.6%, and this BdR ave-
rage rate excluding Treasury loans fell t018.5%
(Figure 23).

10 Asestimated by the Economic Studies Division.
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Over the first quarter, inflation decreased by more
than nominal interest rates, causing all ex post rea
rates to rise. In real terms, the DTF rate went up
from 3.5% in December to 4.4% in March, while
the BdR lending rate rose by 1.0 percentage points
t0 9.2%, and this BdR rate excluding Treasury loans
by 1.2 points to 11.9% (Figure 24).

No large rises are expected in short-term (up to one
year) deposit rates in the coming months. In fact,
the yield curve of the basic deposit rate calculated
by the Banking Superintendency (TBS) suggests a
continuation of the falling trend. In March, TBS
ratesfor all maturitiesstood at historically low levels:
7.2% for the shorter maturities and 11.3% for the
longest. In addition, the curve's slope in March was
much the same as it had been in the preceding three
quarters, reinforcing the idea that the market does
not expect deposit rates to rise in the near future
(Figure 25).
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Figure 26 shows the evolution of the yield curve of
Treasury securities (TES) in the secondary market
over the past four months. The short-term and long-
term rates present two quite different patterns of
behavior. Interest rates for the shorter maturities (2
and 3 years) continued the downward trend
displayed in the preceding months: in March the
two-year rate was 0.4 percentage points lower than
in December and the three-year rate 0.6 points|ower.
In contrast, interest rose on Treasury paper with a
maturity of 5 or more years, reversing a downward
trend that had lasted for some time. Demand for
long-term TES decreased in March, causing the
interest rate to rise, and it may conceivably have

FIGURE 25
YIELD CURVES OF BASIC DEPOSIT RATE
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FIGURE 26
SECONDARY-MARKET TREASURY YIELD CURVES
(PERCENTAJE)
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been the outcome of greater uncertainty generated
by various circumstances, such as the breaking-off
of the peace talks, doubts about the sustainability
of the public debt, and a possible downgrading of
Colombia by some foreign risk-rating agencies.

The Bank's latest quarterly survey, conducted in
January, showsthat interest rates were still expected
to remain relatively stable. It is worth noting that
expected rates proved to be much higher than ac-
tual rates in March. In other words, the market did
not anticipate the recent fall in interest rates.
Specifically, in January the expected rate for March
was 11.5%, 0.9 percentage points higher than the
actual rate (Figure 27).

FIGURE 27
ACTUAL AND EXPECTED DTF RATES
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as the external reference rate, and the DTF deposit
rate as the domestic one.

Figure 28 compares expected external yield with
actual return on domestic investments (as measured
by the DTF rate). For the first two months of this
year, the difference between the two was not great,
but in March domestic interest was running far above
the expected external yield, which ended the quarter
at 7.7%, some 4.8 percentage points lower than in
December. This drop was mainly caused by lower
devaluation expectations: in March, expected
devaluation was 6.2%, down by 4.7 percentage
points on December.

FIGURE 28
ACTUAL DOMESTIC RETURN

AND EXPECTED EXTERNAL YIELD
(PERCENTAJE)
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4. Yield differentials

This section discusses the differential between
external and domesticyields. External yieldisdefined
as the return that local investors expect to obtain if
they decide to invest in dollar-denominated assets;
it is estimated on the basis of an external interest
rate of reference and expected devaluation. The
expected rate of devaluation used for this purpose
is the rate implicitly envisaged in the financial
system's forward (80- to 100-day) dollar sales
contracts. The 90-day CD rate in New York is used
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5. Nominal exchangerate

The first quarter of this year saw the peso rising
against the dollar. The exchange rate at the end of
March stood at 2,261.2 pesos to the dollar, down
from 2,291.2 pesos three months earlier, giving an
annual revaluation of 2.1% and a first-quarter
revaluation of 1.3% (Figures 29 and 30).

It is noteworthy that the peso's appreciation early
this year was unexpected, as can be gathered from
anaysts and rating agencies forecasts made at the



FIGURE 29
MARKET EXCHANGE RATE

(PESOS/DOLLAR)
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end of last year and from the Bank's January
expectations survey. According to the survey, the
exchange rate was expected to reach 2,330.5 pesos
to the dollar by the end of March. The actua rate
was 69.3 pesos lower.

The nominal exchange rate's behavior in the first
quarter of 2002 was largely the outcome of a sur-
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Sources: Banco de la Republica and Banking Superintendency.

ge in the supply of foreign currency. Analysis of
current-account flows in those three months shows
that this surge was produced by higher net income
from non-financial servicesand transfers: they rose
by a total of $434.4 million relative to the first
quarter of last year, to $859.2 million in March
(Table 7).

TABLE 7

BALANCE OF FOREING EXCHANGE TRANSACTIONS
(MILLIONS OF DOLLARS)

January-Mar ch

2001-2002 variation

2001 2002 Absolute Relative %

Current account (3933 (46.5) 346.8 (88.2)
A. Trade balance (493.0) (531.5) (38.5) 78

Exports 7279 656.6 (7.3 9.9

Imports 1,220.9 1,188.1 (829 27)
B. Services and transfers balance 1128 4954 3826

Financial services (31L9) (363.8) (519 166

Non-financial services 324.2 528.3 2041 630

Non-regul ated market 306.4 2482 (582 (19.0

Transfers 100.6 3309 2303 2289
C. Purchase of oil and natural gas (131) (10.4) 27 (20.6)

Sources: Banco de la Republica.
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The peso's unexpected revaluation may have
triggered, and been intensified by, some portfolio-
management mechanisms of certain major
participantsin the exchange market, such as pension-
fund administration companies (AFPs) and financial
intermediaries. As can be seen from Figure 31,
the financial system's own cash position widened
over the first quarter. Moreover, a Banking
Superintendency measure limiting unhedged
exposure of the AFPs foreign-currency investment
portfolio has forced these companies to make
forward sales of foreign-currency balances in the
spot market.

FIGURE 31
FINANCIAL SYSTEM'S OWN CASH POSITION,

AND MARKET EXCHANGE RATE
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The latest information suggests that devaluation
expectations are lower than in the fourth quarter of
2001. Thisisindicated by a higher premium on the
Bank's auctions of options for purchase of foreign
currency (Figure 32), by the full take up of the pre-
set amounts for these operations in February and
March, and by a lower devaluation implicitly
envisaged in forward contracts.

Today, both analysts and market operators agree that,
in the long term, economic and other factors might
causethe exchangerateto return to its deval uationary
trend. In the short-term, however, the persistence of
a number of circumstances might give the peso a
certain degree of stability. These circumstances
include: almost complete prefinancing of public
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FIGURE 32
PREMIUM ON RESERVE-BUILDING PUT-OPTIOS
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spending for this year; higher remittances from
Colombians working abroad; lower import demand
because of the economic slowdown; and higher oil
prices. In addition, ayield differential now runningin
favor of domestic rates, and a greater availahility of
foreign capital for other emerging countries now that
Argentinais out of the market may aso help to keep
the peso stable in the short term.

Lastly, the Bank's January survey shows that the
exchange rate is expected to run at 2,370.3 pesosto
the dollar in June, 2,415.9 pesos in September, and
2,455.4 pesosin December, with annual devaluation
rates of 3.1%, 3.6% and 7.2% respectively (Figure 33).

FIGURE 33
ACTUAL AND EXPECTED EXCHANGE RATES
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6. Real exchangerate

The real exchange rate, as measured by the RERI-1
index (1994 = 100), which is based on Colombias
Producer Price Index and those of its 20 trading
partners, averaged 109.6 in March, its lowest level
since June 1999, giving a 5.1% real revaluation for
thefirst quarter and areal annual revaluation of 8.2%.
Using the RERI-3 index (1994 = 100), which is based
on Consumer Price Indices, gives ared revaluation
of 6.8% for the first quarter and a real annual
revaluation of 8.0% (Figures 34 and 35).

The real exchange rate is determined by the ratio of
an internal factor to an external factor, each

FIGURE 34
REAL EXCHANGE RATE INDICES
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FIGURE 35
REAL ANNUAL DEVALUATION RATE
RERI-1 AND RERI-3 (1994 = 100)

determined by the respective devaluation inflation
ratio. Since January, both theinternal and the external
components have been causing the peso to
appreciate in real terms. Inflation has been lower
than devaluation in countries that are Colombia's
major trading partners, while in Colombia itself
inflation has run higher than the peso's nominal
appreciation (see Chapter 111).

7. Asset prices

A description follows of two variables that indicate
the price behavior of certain assets in Colombia.
The first is the Colombia Stock Exchange General
Index (IGBC), an aggregate measure of price
movements in the market's most representative
shares, using abasket of shares periodically selected
on the basis of their rotation and frequency.

The IGBC index was relatively stable over the first
quarter of 2002, because there were few investors
and trading volumeswerelow. At 12.3%, theindex's
annualized first-quarter valuation gain waslower than
the 22.2% gain in the fourth quarter, but still higher
than that of any other financial asset. Behind this
behavior lie such factors as the peso's appreciation
against the dollar, stability in the fixed-income
securities market, and highly volatile share prices
because first-quarter company results and dividend
decisions were expected to be mixed. (Figure 36)

FIGURE 36
COLOMBIA STOCK EXCHANGE GENERAL INDEX
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Another asset-price indicator in Colombia is the
National Planning Department's housing-priceindex
for Bogota and Medellin, prepared on a monthly
basis since 1994. Figure 37 shows inflation in
housing prices in Medellin and Bogota. In January,
the latest month for which information is available,
housing pricesfell nominally in both cities: in Bogo-
ta for the second month running, and in Medellin
for the eighth month running. At annual rate,
Bogota's -0.9% variation and Medellin's -2.0%
variation in housing prices in January were
respectively 8.3 and 9.4 percentage points below
consumer inflation in January.

FIGURE 37

HOUSING-PRICE INFLATION:BOGOTA, MEDELLIN
(PERCENTAJE)
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8. Monetary Conditions I ndicator

According to the Monetary Conditions Indicator
(MCI), in the first quarter of 2002 the Board
continued to pursue a policy of monitory easing,
conducive to reactivation of the economy. The MCI
for aggregate demand remained below the base-
period level (1998:01 = 100) over the first quarter,
largely thanks to lower interest rates, but the
offsetting effect of the peso's revaluation kept it at
much the same levelsasin the previoustwo quarters
(Figure 38).
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FIGURE 38
MONETARY CONDITIONS INDICATOR
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B. SUPPLY AND DEMAND

1. General consider ations

At 1.6%, growth for 2001 was below the
government's official target of 2.4% and also
below the 2.7% rate for 2000. Several factors
were responsible for this mediocre performance.
First, everything seems to suggest that the tax
reform introduced in 2001 affected disposable
income more than expected, affecting household
consumption. Moreover, the US economy's
worse-than-expected performance meant a
weakening of US demand for Colombian
manufactured exports. Furthermore, major supply
shocks at the beginning of 2001, including the
strike at Bavaria (a big beverage producer) and
attacks against the Caro Limon-Covefias pipeline,
adversely affected industrial output and oil
production. Lastly, persisting negative factors,
such as high unemployment, unfavorable terms
of trade (including, in particular, low coffee and
oil prices), and large external debt-servicing outlays
reduced disposal income and affected household
and government consumption.



Nevertheless, as anticipated in the December 2001
Inflation Report, the economy showed some signs
of recovery inthefourth quarter. It grew by an annual
rate of 1.7%, up from 1.0% in the third quarter,
thanks to improvement in government and
household consumption, which offset weaker growth
in external demand and in investment.

Growth in 2002 could be driven by internal demand,
particularly by household consumption. Somefactors
that should help to strengthen consumption are: lower
interest rates, exchange-rate stability, better terms of
trade (especialy oil prices), and a possible increase
in household income through higher remittancesfrom
abroad. Moreover, disposable income this year will
not be under the impact of atax reform.

However, meeting the government's projected
growth target of 2.5% may conceivably be impeded
by such negative factors as deterioration of foreign
and local investors' perception of the country's
economic outlook (because of the break-up of the
peacetalksand the high level of public debt), political
and economic developments in Venezuela, and the
persistence of a high rate of unemployment.

2. Consumption

As anticipated in the previous Report, overall
consumption picked up significantly in the fourth
quarter of 2001 (Table 8), in clear contrast to its
slowdown in the preceding nine months. The
recovery occurred in both household and
government consumption.

TABLE 8

DEMAND VIEW OF GDP GROWTH
(ANNUAL % CHANGE)

2000 (p) 2001 (p)
| I 11 IV Full year | I 111 1V Full year
Grossdomestic product 226 362 332 178 274 181 177 098 167 156
Total imports 191 734 1368 11.72 862 1135 2044 816 466 1094
Total final supply 221 414 476 319 357 319 445 206 214 29%
Final consumption 347 315 286 054 249 117 100 099 217 133
HouseholdsY 261 342 465 391 365 191 120 043 185 134
Nondurables” 6.00 383 416 139 382 055 (048 (244 012 (057
Semidurables? 375 1423 2056 2319 1528 7.00 557 385 246 464
Services? 020 12 241 256 160 262 232 261 312 267
Durables? 323 783 6.47 613 590 417 230 216 6.56 382
Government 5.9 236 (2080 (825 (0.74) 089 041 262 314 130
Gross capital formation (722) 1485 2224 2048 1179 1231 2045 440 274 964
Grossfixed capital formation (1483)  (3.77) 443 1361 (0.84) 606 1337 1253 1242 1116
Machinery & equipment (418) 1717 0.02 046 310 475 (2199 970 924 519
Transport equipment (1067) (278 1316 1965 422 1674 3423 1834 1024 1944
Buildings (157 1200 721 1800 865 3068 3344 4585 3781 3695
Civil works (2849) (1694) (0.37) 714 (1110 716 10.88 826 1729 1102
Subtotal: final domestic demand 190 458 530 303 370 266 362 148 226 250
Total exports 385 179 198 404 292 6.00 891 511 152 532
Total final demand 221 414 476 319 357 319 445 206 214 29%
(p) Provisional.

¥ Includes purchases by Colombian residents made abroad but not those made in Colombia by non-residents.

? Final consumption in Colombia by resident households.
Source: DANE.
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Household consumption

The fourth-quarter recovery in household
consumption resulted partly from arisein disposable
income thanks to a 25.0% increase (relative to the
third quarter) in remittances from Colombian
workers abroad, and the fact that the government
implemented a salary increase ordered by the
Constitutional Court in early 2001 and also paid the
December bonus earlier than usual. Moreover,
reduction of the Banco delaRepublica'sintervention
rates by 150 basis points in the fourth quarter,
together with asimilar reduction in the third quarter,
brought down households financial-liabilities costs,
stimulating the purchase of items usually bought on
credit, such as durable consumer goods (mostly new
vehicles).

Private consumption in the fourth quarter wasdriven
not only by the rise in durable-goods purchases but
also by higher consumption of services, and by ac-
tual expansion in nondurable goods after contractions
inthe second and third quarters (Table 8). According
to DANE's January monthly retail sample,
consumption rose over awide range of goodsin the
fourth quarter, with positive growth in13 out of the
sample's 16 groups of merchandise, and particularly
fast expansionin salesof vehicles, furniture, electrical
appliances and footwear (Table 9).

Disposable income is expected to have recovered
further in the first quarter of 2002 and strengthened
growth in private consumption, thanks in part to a
rise in real incomes produced by inflation falling
below expected rates (see the box in Chapter V).
In addition, the Bank's first-quarter rate cuts of 125
basis points must have again reduced financial-
liability costs for households and stimulated pur-
chasing on credit. There are also signs that
households are making an early start on the process
of replacing durable consumer goods. The consumer
boom that started in the early 1990s ended more
than five years ago, so that many of these goods
are coming to the end of their useful life, especially
electrical appliances, and to some extent cars (dura-
ble-goods cycle).
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TABLE 9
ACTUAL SALES, BY GROUP OF MERCHANDISE

(ANNUAL % CHANGE)

2001 (p)

| Il I} \Y)
Total excluding fuel 19 42 34 51
Total excl. fuel & vehicles 31 37 29 42
Food and beverages 16 16 12 09
Liquor & cigarettes 17 32 43 36
Clothing & textiles 54 41 19 40
Footwear & |eather goods 96 6.1 57 108
Medicines 25 (26) (26) (38
Toiletries (31) (0.6) 07 45
Furniture & electrical
appliances 69 26 52 100
Household articles 32 181 143 130
Housecleaning products 17 83 192 106
Officefurniture &
equipment 96 340 533 329
Books & stationery 71 189 124 113
Hardware & glass (24) 48 03 22
Spare parts 05 12 0.8) (39
Vehicles (1720 125 129 234
Lubricants (06) 43 126 (56)
Other 46 164 181 135
(p) Provisional.

Sources: DANE's lists. Calculations by Banco de la Republica,
SGEE.

The perception of satisfactory consumption behavior
so far this year is borne out by some first-quarter
figures on commerce. Sales of new cars (domestic
and imported) within Colombia grew by an
annualized rate of 20.6%, much as they had in the
previous quarter (Figure 39). Likewise, at 7.4%, red
growth in credit-card sales and advances not only
accelerated but also turned positive for thefirst time
in five quarters (Figure 40); it is worth noting that
this strong upturn came from recovery in both
advances and sales. For their part, financial entities
reported a fair improvement in consumer-loan
disbursements. Lastly, faster cash growth may be
indicative of an expansion in sales in the first
quarter.t

1 See the section on Monetary Aggregates for further details.



FIGURE 39
QUARTERLY VEHICLE SALES,

EXCLUDING EXPORTS

FIGURE 41
CONSUMER-GOODS IMPORTS,
LATEST 12 MONTHS
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FIGURE 40
CREDIT CARD PURCHASES AND ADVANCES
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Another satisfactory development was a 16.8%
annual expansion in consumer imports in the 12
months to January, a growth trend maintained since
the middle of last year (Figure 41). Imports of
consumer durables expanded at a faster pace
(27.6%) than nondurables (11.0%).

Private consumption isexpected to continue growing
over therest of 2002 thanksto such favorablefactors
aslow interest rates, lower household indebtedness,
and a decline in unemployment. It is not yet clear,
however, whether public-order developments in
February have had a permanent or temporary effect
on consumer confidence and whether or not they
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FIGURE 42
CONSUMER- CONFIDENCE INDEX
(PERCENTAGE)

-20.5

Nov-01 Dec-01 Jan-02 Feb-02 Mar-02

Source: Fedesarrollo.

will affect decision-making by consumers.
Fedesarrollo's new consumer-confidence indicator,
published on amonthly basis since November 2001,
fell in March. A permanent decline would mean
greater discouragement among consumers, which
would probably end up affecting consumption and
eventually the whole economy (Figure 42).

Gover nment consumption

Growth in government consumption accelerated in
the fourth quarter of 2001 (Table 8). Thisis partly
attributableto last year's policy of reducing payment
arrears, whereby settlement of payments due in
2001 was accelerated and some overdue accounts



were paid. The fourth quarter also saw the
government complying with the retroactive pay rise
for public employees ordered by the Constitutional
Couirt.

As regards the first quarter of 2002 and the rest of
the year, the adjustments scheduled in the 2002
Financial Plan®? are expected to reduce government
consumption. In nominal terms, the Plan provides
for a 4.0% increase in personal-service payments, a
10.0% increase in total transfers, and a 3.0%
decrease in general expenditures.

3. Investment

Total investment, measured as gross capital
formation, grew at a slower pace again in the fourth
quarter after its slowdown in the third. But this loss
of pace is not explained by the behavior of the item
investment less inventory accumulation (gross fixed
capital formation), since this item expanded in the
last quarter at an annualized rate of over 10.0%,
similar to its growth rates in the previous quarters
(Table 8). Hence, the slowdown in total investment
must have been caused by destocking. Thisisjust a
deduction, however, for DANE has yet to release
explicit dataon this aggregate.

A possible destocking would send conflicting signals
about the outlook for investment. If destocking was
not intentional, it may have resulted from a pick-up
in demand, which would augur well for investment
and growth. But if it wasin fact intentional, it may
indicate greater doubt among businessmen about the
future of demand, which would mean cuts in
production and investment.

Privateinvestment

Gross fixed capital formation connected with
private-sector investment spending (on machinery
and equipment, transport equipment, and buildings)
expanded strongly again in the fourth quarter (Figu-
re 8). Factors such as the upturn in construction

122002 Financial Plan. Document No. 17, dated December 21, 2001,
prepared by Fiscal Policy Council Advisors.
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and higher spending on Bogotd's massive transport
system were behind this buoyancy.

The rest of private investment spending was also
dynamic. Companies made large investments in
machinery and equipment over the second half of
2001, as indicated by the big increase in this item
over that period. A good part of this spending by
companies may have gone to make the equipment
replacements they had been unable to afford in the
previous years (Table 8). The rest must have been
invested in expanding production capacity and
improving the competitivity of their productive
processes.

Investment spending by companies is expected to
be less dynamic in 2002 than it was in the second
half of last year. Some indicators appear to suggest
that firms have "over-invested", or simply that
demand for their products has been below
expectations. For example, as discussed in greater
detail below, in February Fedesarrollo's capacity-
utilization indicator stood below itsaready low level
a year earlier. The same was true of ANDI's
indicator. Moreover, this year neither investments
under Plan Colombianor those for Bogotd's massive
transport system will be of the same magnitude as
they were last year.

The recent behavior of capital-goods imports may
be a sign that growth in private investment was
aready slowing in thefirst quarter. Annual variation
in imports of industrial capital-goods decreased
substantially in January, as their level fell for the
second month in arow. January also brought slower
annual growth in imports of transport equipment,
which stayed at much the same value as in
December 2001.

Investment in buildings is expected to be the most
dynamic component of gross fixed capital formation
in 2002. It registered high rates of growth in 2001
and, to judge by various sectoral indicators, should
not change its growth tendency over this year. In
fact, construction spending may have actually grown
at afaster pace in the first quarter of 2002.



According to ICAV (building and loan association),
loans to house builders surged by a real annual
rate of 141.5% in the first quarter, a considerable
acceleration on 57.7% in the fourth quarter of
2001 (Figure 43). Approvals of house-building
licenses rose by 54.5% over January and February,
with licenses for non-social housing increasing
faster than those for social housing: 67.5% against
38.8%.

As regards the rest of the year, positive demand
shocks (such as approval of the Andean trade
preference system) may conceivably occur that could
lead to acceleration of private investment spending,
especially in equipment and machinery.

Publicinvestment

Investment in public worksrose steeply inthefourth
quarter of 2001 (Table 8), reflecting both an
increase in public spending and the policy of
speeding up budget execution so as to reduce
payment arrears.

But outlays on public works are expected to
contract this year, because the 2002 Financial Plan
calls for a drastic (70.0% nominal) reduction in
the central government's investment spending, and
also because local governments are not expected
to make any large investments in infrastructure. In
the case of Bogot4, the city administration's failure
to obtain approval for a tax reform and for
decapitalization of Codensa (el ectricity distributor)
is a serious setback for financing this year's
investment projects included in the Land
Development Plan.

4. External demand

As predicted in the previous Report, export growth
continued to lose pace in the fourth quarter (Table
8), mainly because of a decline in oil exports.
Nontraditionals, too, weakened further because
the decline in US demand was not fully offset by
higher nontraditional exports to Venezuela and
Ecuador.
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Data to February indicate that the declining trend
in total exports continued into the first quarter of
this year, with 12-month accumulated exports
showing a 6.4% contraction in February (Figure
44). Nontraditionals remained at about the same
levels as in November 2001, which translated into
a slower rate of annual growth for their 12-month
accumulated value (Figure 45).

Figures to February also show that nontraditional
industrial exports to the United States have been
falling (Figure 46). Their decline is attributable to
both the US economy's downturn and delay in
approval of the Andean trade preference system.

Nontraditional industrial exports to Venezuela
stagnated in value from December to February (Fi-
gure 47), and some preliminary figures point to a
strong decline in their growth in March (exports of
new vehicles were about 65% of their February
level).

Exports are not expected to be good in 2002.
Traditional exportswill probably continue to shrink
as oil production declines through depletion. Nor
do coffee exports have much chance of recovery,
because low prices are likely to discourage supply.
Satisfactory behavior of coal exportswill not make
up for all those these sources of lower export
growth.

Nontraditional exports are expected to be less
buoyant than last year, for the growth trend of
exports to the United Statesis not likely to change
until the Andean Trade Preference Act has been
renewed and the US economy's recovery has
become stronger. Exports of nontraditionals to Ve-
nezuela are likely to shrink because of the difficult
political and economic situation there.

In contrast, nontraditional exports to Ecuador are
expected to expand robustly all through this year,
though at rates below last year's (Figure 48).



FIGURE 43
LOANS TO HOUSE BUILDERS
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FIGURE 44
TOTAL EXPORTS,
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FIGURE 45
NONTRADITIONAL EXPORTS,
LATEST 12 MONTHS
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FIGURE 46
NONTRADITIONAL INDUSTRIAL EXPORTS TO US
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FIGURE 47
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5. Supply

Most sectors of economic activity registered faster
annual growth in the fourth quarter of 2001 than in
the previoustwo quarters. Recovery was particularly
strong in construction: at 10.9%, the rate of annual
growth was far higher than at any time in the past
four years. Farming and commerce, too, showed
good recovery. These three sectors, together with
personal services, accounted for faster GDP growth
in the fourth quarter (Table 10). Unfortunately, a
contraction in mining and quarrying caused by lower
oil production, and the manufacturing sector's poor
performance kept GDP from expanding even faster.

At the time of this writing, DANE had still not
released figures on industry and commerce. For this
reason, thefollowing review isonly based on surveys
conducted by trade associations and private research
centers, rather than on official figures.

There are signs that sectors such as commerce and
construction continued to expand over the first
quarter of this year. Energy demand rose by 2.6%,
suggesting that urban activity in general suffered no
major deterioration (Figure 49).

In February, ANDI's Joint Industrial Opinion Survey
pointed to a recovery-or at least a slower rate of
contraction-inindustrial output, largely because early
thisyear there was no supply shock like the Bavaria
strike that had affected industrial production in the
first quarter of 2001 (Figure 50). The survey also
reports upturns in some other important industrial
sectors, such as the food industry (8.5% over
January and February), which may indicate a rise
in domestic demand.

Slower deterioration in industrial output is also
suggested by imports of intermediate goods for
industry. Although 12-month accumulated imports

TABLE 10

QUARTERLY GDP, BY SECTOR - SEASONALLY ADJUSTED SERIES
(ANNUAL % CHANGE)

Sector 2000 (pr) 2001 (pr)

| Il 111 IV Full year | I 111 1V Full year
Farming, forestry, hunting & fishing 160 733 3% 734 503 412 026 (033) 208 151
Mining and quarrying (527) (1181 (1257) (1055 (10.04) (768)  (369) 192 (639 (409
Electricity, gasand & water 293 075 (056) (025 070 100 278 276 112 19
Manufacturing 1033 1182 1214 49 973 257 085 (336) (29 (0.76)
Construction (1395) (4398 049 842 (289 (349 (0020 48 1087 317
Commerce, repairs, restaurants &
hotels 613 1204 1331 1041 1046 410 178 0.26 216 205
Transport, warehousing &
communications 214 233 281 165 223 322 457 290 321 347
Financial, insurance and real-estate
firms 050 167 256  (013) 115 038 080 03 084 019
Social, community & personal
services 389 138 (171) (666) (092 (019 077 241 291 147
Gross Domestic Product 226 362 332 178 274 181 177 098 167 156
(pr) Preliminary.
Source: DANE.
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FIGURE 49

QUARTERLY ENERGY DEMAND

FIGURE 51
INTERMEDIATE INDUSTRIAL GOODS IMPORTS,
LATEST 12 MONTHS
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FIGURE 50
REAL INDUSTRIAL PRODUCTION INDEX
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contracted in value by an annual rate 1.7% in
January, in volume they have been expanding since
November, at an ever increasing annual rate, which
stood at 3.6% in January (figure 51).

It is difficult to say which sectors will be driving
growth over the rest of the year, and more difficult
still to predict whether industry will actually recover.
The findings of Fedesarrollo's Business Opinion
Survey in February seem to suggest that the breaking-
off of the peace talks affected industrial performan-
ce. Moreover, non-exporting manufacturersreported
a sharp fall in orders and arise in inventories. If
undesired inventory accumulation continues, it will
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affect industrial activity in the coming months
(Figures 52, 53 and 54). In contrast, exporting
companiesreported asmaller decreasein thevolume
of orders, and despite the decrease, which was
expected because of weakening external demand,
they managed to keep inventory levels stable and
increased their productive activity.

Aswasto be expected, the breaking-off of the peace
talks caused manufacturersto reduce their economic
and production expectations; this was reflected by
asignificant declinein the business-climate indicator
estimated from Fedesarrollo's survey (Figure 55).
The March survey's expectations results should be
similar to the February survey's.

At the moment there is no knowing whether the
deterioration in businessmen's expectations is
temporary or permanent, much less how it is going
to affect their decisions on production and
investment. In addition, there is great uncertainty
about the final outcome of eventsin Venezuela and
their effect on Colombia's nontraditional exports.
Lastly, approval of the Andean trade preference
system could provide a positive shock to industrial
output and expectations, but it is still unclear when
it is going to be approved, and uncertain what
products are going to benefit from tariff
exemptions.



FIGURE 52
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FIGURE 55
BUSINESS CLIMATE
(BALANCES)
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FIGURE 53
CURRENT INVENTORY LEVEL
(BALANCES)
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FIGURE 54
PRODUCTIVE ACTIVITY
(BALANCES)
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Thereisless uncertainty about private construction,
for judging by the building licensesreferred to above
construction will remain buoyant for much of the
rest of thisyear. Moreover, theavailability of subsidy
funds for social housing will ensure continued
growth of this subsector. Commerce and farming
are also expected to expand this year. In contrast,
declining oil production is seen as causing a large
contraction again in mining and quarrying.

C. WAGES AND EMPLOYMENT

1. Industrial pay

In December 2001, nominal industrial pay rises
continued the declining trend started in 2000. In
the 12 months to December, they averaged 8.1% a
year for al workers (employees + wage earners),
a fall of 5.2 percentage points on a year earlier.
This fall was 1.1 percentage points bigger than the
drop in inflation over the same period, which meant
adeclinein real pay rises.

Industrial workers' benefitsalso continued to rissmore
slowly. In 2001, they grew by 6.4% for all workers,
afal of 2.9 percentage points on 2000 (9.3%).

Smaller rises in industrial pay and benefits have
brought growth in total remuneration (pay plus
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benefits) more into line with inflation and the Banco
de la Republicas target (Figure 56). In effect, the
7.4% increase in total remuneration last year was
much the same astherate of inflation (7.6%), whereas
in 2000 remuneration had risen by 11.6%, which was
2.8 percentage points higher than inflation that year.

Last year's more moderate nominal pay rises,
combined with an industrial wage earners'
productivity close to the year before's, resulted in
nominal labor costs per unit of output (unit labor
costs) rising by a rate close to inflation. Thus, in
real terms, unit labor costs in December 2001 were
no higher than a year earlier (Figure 57). Since pay

FIGURE 57
REAL UNIT LABOR COSTS,
INDUSTRIAL WAGE EARNERS
(INDEX)

rises have begun to fall into line with the Bank's
inflation targets, and productivity islikely to continue
to show some growth either as a result of recent
investments or through personnel cuts, unit labor
costs will probably remain low this year and not
exert any inflationary pressure

2. Employment

Unemployment for the 13 major urban areas was
18.8% in February, 1.2 percentage pointslower than
on ayear earlier (Figure 58). For the country as a
whole, it was 16.4%, a decrease of 0.9 points on
February 2001.

The drop in unemployment for the 13 cities came
from a decrease in labor supply. The global
participation rate was 1.7 percentage points lower
than in February 2001, which amply offset the 0.6
percentage-point fall in the employment rate (Figu-
res 59 and 60).

Growth in the labor supply, as measured by the
global participation rate, has been one of the cau-
ses of rising unemployment in recent years. The
sharp fall inlabor supply early thisyear ispuzzling,
and may be transitory-but this still remains to be
seen. If labor supply continues to fall, however, a
possible explanation would be that household
incomes haveimproved (through higher remittances

FIGURE 58
UNEMPLOYMENT RATE, 13 CITIES
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FIGURE 59
GLOBAL PARTICIPATION RATE, 13 CITIES
(NEW METHODOLOGY)

FIGURE 61
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FIGURE 60
EMPLOYMENT RATE, 13 CITIES
(NEW METHODOLOGY)
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from abroad or higher and more stable income for
the head of the household), thereby reducing the
pressure or need for finding employment. A less
optimistic explanation would be that high levels of
unemployment have discouraged job-seeking
by under-employed or underpaid people (for
example, pensioners or students looking for part-
time work).

DANE's monthly manufacturing sample of
December 2001 pointed to a continued decline in
industrial employment, with part-time jobs stagnating
and full-time ones still falling (Figures 61 and 62).
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FIGURE 62
PERMANENT INDUSTRIAL EMPLOYMENT INDEX
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Temporary employment began to weaken in the
second half of last year, when, according to DANE's
monthly manufacturing samples, industrial output
started to deteriorate (Figure 50).

In 2002, further recovery in labor-intensive sectors
such as construction and commerce should raise the
level and possibly therate of employment. Thisview
is supported by the Bank's January expectations
survey, which found 18.5% of respondents planning
to hire more people in the following three months
and another 13.6% expecting to do so within six
months (Figures 63 and 64).
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FIGURE 64
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It is worth noting that, for the first time since the
surveys were started in April 2000, the percentage
of respondents planning to hire more people rose
from one survey to the next. Specifically, it rose by
8.4 percentage points from October to January for
the three-month time horizon, and by 4.7 points for
the 6-month horizon.

3. Pay settlements

The minimum legal wage was raised by 8.0% for
2002. Thisincrease is two percentage points higher
than expected inflation for 2002 and 0.4 points higher
than actual inflation in 2001. Though substantially
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lower than last year's 10.0% rise, it is still above the
Bank's inflation target for this year.

Table 11 presents figures from the Ministry of La-
bor and Socia Security on one- and two-year pay
settlements.

The upper part of Table 11 shows, by pay-rise level,
the percentages of workers covered by one-year pay
settlements negotiated in the first three months of
this year. The one-year pay rise was in the lower
range, 6.5%-8.0%, for 28.7% of these workers, a
much larger proportion than the 0.3% who had
received a pay increase in this range in the first
quarter of 2001.

In contrast, the percentage of workers getting a pay
increase in the next higher range, 8.0%-10.0%,
plunged by 38.5 percentage points, from 76.6% in
the first quarter of last year to 38.1% in the same
period this year. The foregoing may mean that the
Bank'sinflation targets have gained credibility. And
it implies at the same time that there will be less
inflationary pressure from labor costsin the coming
months.

The bottom part of Table 11 shows, by pay-rise
level, the percentages of workers receiving two-year
pay increases negotiated between January and
March this year. Almost half of these workers are

TABLE 11

PAY SETTLEMENTS: JANUARY-MARCH 2002
% OF BENEFICIARIES BY PAY-RISE LEVEL

One-year rises

<65 [6.5-8.0] [8.0-10.0] [10.0-12.0]
33 28.7 381 29.9
Two-year rises
<65 [66-11.0] CPl [IPC+05PC+25 MLW Other
26 117 349 445 0.6 5.6

MLW: Minimum legal wage.
Source: Ministry of Labor and Social Security.



concentrated in a range between CPI+0.5% and
CPI+2.5%. Their proportion is very close to what
it was in the first quarter of 2001 (42.5%). The
two-year rise was equal to CPI for another 34.9%
of workers, a slightly lower proportion than last
year's 32.6%. And only 2.6%-the same proportion
as last year-saw their wages rising by less than
6.5%.

The Bank's January expectations survey reveas a
reduction in expected pay increases (Figure 65).
Respondents expect wages to rise by 7.2% in 2003.
It is important to point out that expected pay rises
have been systematically revised down since the
beginning of last year.

FIGURE 65
EXPECTED AVERAGE PAY RISES
FOR 2002 AND 2003
(PERCENTAGE)
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D. CAPACITY UTILIZATION AND
OUTPUT GAP

Both of the capacity-utilization indicators referred
to in this Report showed utilization running below
the average historical level for February.

According to Fedesarrollo's indicator, capacity
utilization in the period December 2001-February
2002 was 4.3 percentage points below the average
for these same months in the past ten years.
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Similarly, in February ANDI's indicator stood 3.6
percentage points below the February average for
the past seven years (Figure 66).

Lower capacity utilization appearsto have stemmed
from corporate over-investment, as explained in the
section on Private Investment. Last year, the private
sector made asignificant investment effort, reflected
in a large rise in total investment for the second
year running, and a strong flow of capital-goods
imports. This process not only enlarged the
economy's installed capacity, but probably also
raised the productivity growth of the different factors
of production. But, sincethisgreater corporate effort
to expand productive capacity was not accompanied
by recovery in demand, it translated into an increase
inidleinstalled capacity.

The output gap, as estimated on the basis of supply
of productive factors (production approach),
confirms the existence of ample spare capacity in
the economy as a whole. The output gap currently
stands at 3.2% of GDP and is predicted to remain
at this level for the rest of the year, assuming the
economy grows by about 2.5% (Figure 67),

No inflationary pressure is therefore expected from
demand this year, at least as far as industrial goods
are concerned.



FIGURE 67
OUTPUT GAP:

(BILLIONS OF 1994 PESOS)

Billions of 1994 pesos
21.0

(Gap: % of GDP)

|
A

0.0

N _—r TS~

-
S
L

——

15.0 = = = = -6.0
19941V 19951V 1996 IV 1997 IV 1998 IV 1999 IV 2000 IV 2001 IV 2002 1V

Actual GDP Potential GDP

— — Output gap

Sources: ANDI and Fedesarrollo.

E. FISCAL POLICY

At the end of the first quarter of 2002, the central
government's cash operations showed a deficit of
431 billion pesos, equivalent to 0.2% of annual GDP
(Table 12). Although these operations give an idea
of the government's fiscal situation, it is important
to note that the deficit they show reflects only
revenue and expenditure flowsthrough the Treasury.
The fiscal deficit as measured on the entirety of the
government's receipts and outlays has not yet been
officially released.

Relative to the first quarter of 2001, revenues
decreased by 3.6% and expenditures by 9.6%. The
fastest falling revenue items were the gasoline tax,
external VAT and income tax. The fall in the case of
the gasoline tax came from reduction of the rate,
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andinthe case of the external VAT from aweakening
of imports and the peso's revaluation in the first
quarter. Income-tax behavior was affected by alow
level of economic activity in 2001, a number of
adjustments to the tax calendar, and the long Easter
weekend.®?

On the side of expenditures, interest payments rose
by 2.9%, while operating costs declined by 12.1%
and investment by 23.9%. Among operating costs,
general expenses shrank by 27.4% and transfers by
15.3%. Transfers decreased because a change of
method in calculating municipal allocations caused
payments due in the first quarter to be brought
forward to December. Shrinkage of general expenses
is largely attributable to Law 617 of 2000, which
limits their average growth to 50% of the inflation
target, except for those expenses connected with
health care and the armed forces.

The deficit was mostly financed from domestic
loans. Net foreign borrowing showed a negative ba-
lance of 790 hillion pesos, with disbursements of
41 billion and amortizations of 831 billion. Domestic
borrowing amounted to 2,672 billion pesos, resulting
from disbursements of 4,471 billion, against
amortizationsl,799 billion. Domestic credit included,
notably, placement of "TES B" Treasury paper
amounting to 4,246 billion pesos during the first
quarter, 2,353 billion through auctions, 1,517 billion
as agreed investments, and 375 billion as forced
investments.

3 Tax revenues deposited in banks were not transferred to the
Treasury until the month of April because of the long Easter
weekend and displacements of tax dates by an average of two
days.



TABLE 12
CENTRAL GOVERNMENT

FIRST-QUARTER CASH BALANCES
(BILLIONS OF PESOS)

2001 2002 Annual % change
2002/2001

Total revenues(A+B) 8,033.0 7,741.0 (36)

A. Taxrevenues 5,994.0 5,796.0 33
Incometax 2,335.0 2162.0 (7.4)

Internal VAT 1,867.0 1,935.0 36

External VAT 707.0 646.0 (86)

Customs 4470 4530 13

Gasolinetax 2700 2380 (119
Financial-transactions levy 356.0 3530 (0.8)

Other 120 90 (25.0)

B. Other revenues (*) 2,039.0 19450 (4.6)

Il.  Total expenditures(A+B+C) 9,037.0 8,172.0 (9.6)
A. Interest payments 2,254.0 2,319.0 29
External 828.0 947.0 144

Domestic 1,426.0 1,3720 (38)

B. Operating costs 5,881.0 5167.0 (12.1)
Personal services 14280 14550 19

General expenditures 4920 3570 (27.4)

Transfers 3,961.0 3,355.0 15.3)

C. Investment 902.0 686.0 (239

Il.  Cashdeficit or surplus(l-11) (1,004.0) (431.0) (57.1)
IV.  Financing (A+B+C+D) 1,004.0 431.0 (57.2)
A. Netexterna credit 1,408.0 (790.0) (156.1)
Disbursements 1,720.0 410 (97.6)
Amortizations 3120 831.0 166.3

B. Net domestic credit 498.0 2,672.0 4365
Disbursements 4,056.0 44710 102

Amortizations 3558.0 1,799.0 (49.4)

C. Asset sales 181.0 00 (100.0)

D. Other (3,091.0) (2,313.0) (25.2)

V.  Deficit aspercentage of GDP (0.5 0.2 -

(*) Includes 1,228 billion pesos of profits produced by the Banco de la Replblica's operations.
Source: National Treasury Office.s
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1

INTERNATIONAL CONTEXT

A. OVERVIEW

The US economy performed better than expected in
the fourth quarter of 2001, expanding at a faster rate
(the highest in 2001) rather than shrinking, contrary
to the previous Report's prediction (Table 13).

The economy of the euro area showed slight signs
of weakening at the end of last year, as predicted,
but is expected to return to its growth path in the
first quarter of thisyear, asthe world economy grows
stronger too. In contrast, the economy of Japan was

still submerged inlong-lasting recession, and no trend
change is expected in the short term.

Recently perceived productivity gains, particularly
in the United States, and ample spare capacity
suggest that expected higher growth is unlikely to
generate significant inflationary pressuresin any of
the major economies, so that interest rates should
remain low for the better part of the year, allowing
stronger recovery.

Improvement in theinternational setting isexpected
to benefit Latin America. But economic
developments in individual Latin American

TABLE 13
ACTUAL AND FORECAST GROWTH (*)

FOR COLOMBIA'S MAIN TRADING PARTNERS

2001 2002 2003
Dec/ 01 For ecasts Mar/ 02 For ecasts
World
United States 12 07 23 34
Euro area il5 20 14 29
Japan (0.4) (10 (1.0 08
LatinAmerica
Argentina 3.7) (2.1) (10.0) a(15.0) 0.0a3.0
Braxzil 15 20 25 35
Chile 28 30 30 6.0
Ecuador 52 38 31 6.0
Mexico 0.3 12 17 49
Peru 02 37 37 5.0
Venezuela 27 18 (0.8) 13
Colombia 15 24 25 33

(*) IMF forecasts, March 2002.

a7



countries will continue to be strongly influenced
by internal (political) factors and by how exposed
their markets are to the seriously troubled
economies of the region.

In an international context in which other (equity)
investments do not seem very attractive because of
both over-valuation (particularly inthe US) and lack
of balance-sheet transparency (as in Enron), low
interest rates might lead to higher capital outflows
toLatin Americaor at least to its sounder economies.
And, with Argentina-a major user of foreign capi-
tal-out of the market, more funds are available for
the region's other economies.

On the basis of economic-growth forecasts for
Colombia'smain trading partners, discussed in detail
bel ow, the country'sforeign tradeis expected to show
a 1.6% weighted overall expansion by volume in
2002, up from 1.4% predicted in the previous
Inflation Report, and compared with 2.2% in 2001.
The possible impact of external variables on
Colombia's inflation and growth is considered in
greater detail in Chapter 1V.

1. United Sates

The US economy started to recover in the fourth
guarter of 2001, with real GDP growing by an
annualized quarterly rate of 1.7%, the highest for
the year (Figure 68), thanks to a 10.2% increase
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in public spending on investment and consumption.
Private consumption, driven mainly by demand for
durable goods (39.4%), continued to show signs
of strength, rising by an annualized quarterly rate
of 6.1%, the highest since the second quarter of
1998.

It is notable that consumer confidence did not
deteriorate irretrievably at any time last year. In
effect, the September-11 terrorist attacks and
uncertainty over the economy's resilience were
transitory shocks that were already beginning to
disappear by the end of the year (Figure 69).

Technically speaking, last year the US economy did
not go into recession, commonly defined as at least
two consecutive quarters of contraction. The US
economy contracted only in the third quarter. Its
growth for the year as a whole was 1.2%, higher
than the 1.0% rate predicted three months ago, but
the lowest full-year growth since the recession of
1991.

And contrary to predictionsin the December Report,
no discernible risk factors point to a slowdown in
the first quarter of 2002. In fact, most indicators
suggest that the economy continued to grow stronger.
Various international analysts expect an annualized
quarterly growth of about 4.5%, far higher than the
0.5% forecast at the end of December.

FIGURE 69
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The better outlook for first-quarter growth in parti-
cular, and for the year as a whole is based, among
other things, on the strength shown by private-sec-
tor consumer spending, productivity gains,
satisfactory labor-market figures and the end of the
cycle of destocking.

Early figures available on first-quarter household
consumer spending suggest that it was higher than
the forecast made at the end of December, reflecting
the positive effect of low interest rates, fiscal stimuli,
and the successful US military campaign in
Afghanistan. Actua retail sales grew by an annual
rate of 5.9% in February. In March, the consumer
confidence index stood at 110, its highest level in
six months, and the index of expectations about the
economy's future behavior was at 109.3, its highest
point since September 2000.

The pick-up in consumer confidence is partly
attributableto abetter labor situation, which showed
signs of stabilization in the first quarter. The
unemployment rate was 5.7% in March, 0.2
percentage points lower than in December, while
labor productivity rose by 5.3%, itsbiggest rise since
mid-2000 (Figure 70).

In addition, private demand may be boosted by fis-
cal policy. Inearly March, the US Congress approved
a further fiscal-stimulus package of $51 hillion for

FIGURE 70
USA, LABOR PRODUCTIVITY
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2002 and $43 billion 2003, which included extension
of unemployment benefits, higher investment
spending, and reimbursementsto firmsincurring net
operating losses. Thisnew package and the previous
stimulus plan together amount to some $132 hillion.
It is estimated that the net effect of these measures
on the economy could stimulate economic activity,
contributing over one percentage point to real GDP
growth.

As regards supply, on the basis of various indices,
including inventory behavior, industrial production
can be expected to show sustained recovery over
the whole of this year. The US economy went
through a strong destocking phase in 2001, but in
January and February inventories were already
beginning to show positive growth, while industrial
orders rose by 1.6% in January. These recent
developments have begun to stimulate industrial
production, to the point that it showed a monthly
growth of 0.2% in January and 0.4% in February,
the first positive reports since September 2000.

In January and February, annual headline inflation
leveled off at 1.1%, the lowest rate since June 1953,
whilecoreinflation fell steadily relativeto December,
running at 2.6% and 2.5% respectively (Figure 71).
Inacontext of price stability, given thelarge reported
gains in labor productivity, and existing spare
capacity-capacity utilization was 74.8% in February,
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still below the historical average (Figure 72)-, inflation
is not expected to pick up significantly on the side
of costs over 2002, even taking into account the
better outlook for economic growth.

In the first quarter of the year, in view of the
economy's incipient recovery and good inflation
results, the Fed decided to keep itsintervention rate
unchanged at 1.75% (Figure 73), and no further
cuts are expected in the coming months. On the
contrary, the Fed is expected to start applying amore
contractionary monetary policy, as unemployment
continues to fall and economic recovery becomes
stronger. Variousinternational analysts see the Fed's

FIGURE 72
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intervention rate being raised initially by 25 basis
pointstowardsthe end of June and eventually ending
the year at around 3.0%.

Assuming these predictions are correct, the US
economy should grow by about 2.7% in 2002 and
faster in 2003. This new forecast for 2002 is
considerably higher that the 0.7% predicted three
months ago, when the US economy's prospects for
recovery were less bright and there was greater
uncertainty.

2. Theeuroarea

Unlike the US economy, which touched bottom in
the third quarter of 2001 and rebounded in the
fourth, the euro economy did not contract until
the fourth quarter (Figure 68). Itsreal GDP fell by
an annualized quarterly rate of 0.7%, largely
because of stagnating domestic demand. In effect,
consumption grew by an annualized quarterly rate
of 0.4%, while investment sank for thefifth quarter
running, this time by 3.2%. The 12 euro-area
countries grew by 1.5% in 2001, as predicted in
the last Inflation Report.

Weak domestic demand was not however the only
reason for this poor growth in 2001. These countries
currently face anumber of institutional rigiditiesthat
do not allow the economy to adjust quickly to the
different internal and external shocks. In the first
place, the European Central Bank (BCE), anxious
to gain credibility by stabilizing inflation around 2%,
confronted the dilemma of economic growth or
inflation control by showing itself reluctant to redu-
ceitsinterest rate drastically, even with the economy
showing signs of deterioration. Moreover, the
Stabilization Pact between the 12 countries imposes
strict fiscal targets, preventing individual
governments from stimulating their economies
through tax cuts and higher public spending, as the
United States has done.

Though variousindicators suggest that the region's
economic growth reached a trough in the forth
quarter of 2001, negative factors persist that make



its performance in 2002 uncertain. The most
important one is discouragement among
consumers. In several countries, the consumer-
confidence indicator remained negative in the first
quarter, and its behavior was reflected in poor sa-
les: real growth in sales was barely 0.7% in
January. Unemployment has remained stable at
8.4% since last November and is not expected to
decline, for there is little prospect of job creation.
Infact, according to the BCE, unemployment might
even go up because of the euro area's mismatch of
supply and demand, generating greater uncertainty
about consumption.

All the same, the euro economy is still expected to
have expanded in the first quarter and should do so
over the rest of the year. This expectation is
supported by the satisfactory behavior of other
indicators, particularly those of the industrial sec-
tor. In March, the manufacturing sector's salesindex,
PMI, was over 50 for the third month in a row,
indicating an upturn in the sector. And all business-
confidenceindicatorswere up in March, particularly
the IFO survey's current-conditionsindicator, which
brokethe declining trend it had been displaying since
October. Moreover, the US economy's recovery and
the weakening shown by the euro should boost the
region's growth through higher exports.

International analysts anticipate that positive factors
will outweigh negative ones. This fact, the world
economic upturn and the euro's recent devaluation
(Figure 74) are grounds for expecting the euro-area
economy to grow by 1.4% in 2002, a lower rate
than predicted three months ago. For 2003, analysts
forecast a 2.9% growth.

The BCE met its 2% inflation target in December
2001, as anticipated in the precious Report, only to
see inflation rise sharply early this year, t0 2.7% in
January and 2.4% in February (Figure 75). The BCE
and various analysts consider these results
unsatisfactory but not disturbing, in that they were
probably caused by transitory price rises, mostly in
non-processed foodstuffs and energy.
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In effect, capacity-utilization indicators suggest that
there is ample room for output to expand without
generating inflationary pressure. In March, the
Eurosat regional indicator stood at 80.8, its lowest
level since the first quarter of 1997 and still below
the historical average.

Inflation is presently expected to stabilize at around
2.0% before the end of the year, thanks to lower
inflation expectations and the existence of spare

capacity.

The latest growth and inflation results led the
European Central Bank on March 7 to leave its



intervention rate unchanged at 3.25% (Figure 76).
Asin the case of the United States, no new cuts are
currently expected. Several international analysts
think the European monetary authority might deci-
de to keep the rate at its present level until the end
of the third quarter, then start raising it, up to about
4.0% by 2003.

3. Japan

Japan's economy continued to be the hardest hit of
the developed economies, shrinking in the last three
months of 2001 for the third quarter running, this
time by an annualized quarterly rate of 4.5% (Figu-
re 68). Over the year as a whole, the Japanese
economy contracted by 0.4%, itslargest contraction
since 1998.

Most indicators suggest that domestic demand was
still depressed over the first quarter of 2002. Indus-
trial output, orders and capacity utilization not only
continued below their historical levels but sank
deeper. The consumer-confidence index fell again
in January, reflecting lower household income and
higher unemployment. In February unemployment
rose by 0.2 percentage points to 5.4%, an al-time
high for the series.

Depressed credit demand and the fall in share-price
indices do not bode well for revival of internal
demand, at least in the short term. Besides, the
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financial system continues in poor health, causing
serious doubts about its capacity to sustain an
economic recovery. High levels of bad debts and
the elimination of insurance cover for term deposits
have created further apprehensions among savers
and lenders and raised ending rates.

Despite the bleak situation described above, exports
improved in January and February, apparently for
two reasons. economic upturn in the United States
and some Asian countries; and the yen's recent
depreciation (Figure 77). If this promising export
trend continues, Japan's economic contraction might
ease alittle.

The long decline in domestic demand continues to
be reflected in falling prices.

Despite devaluation of the yen, both headline and
coreinflation were still negative early thisyear, with
overall consumer inflation running at -1.4% in
January and -1.6% in February, while core inflation
hovered around -0.8% (Figure 78). International
analysts anticipate that expected devaluation of the
yen and higher fuel prices may help to check
deflation. But, since there is little prospect of
recovery in economic activity, and wages are
deteriorating and expectations are negative, Japan's
economy will most probably continue on a
deflationary spiral.
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Lastly, another factor darkening the outlook for the
Japanese economy is delay in the structural reforms
announced by the Koizumi administration. The
government has submitted atax reform to Congress
that includes lower taxes on corporate investment
in capital goods and private investment in equities.
But international analysts do not expect it to be
approved and doubt it will prove effective, because
of its negative effects on tax revenues.

In view of the situation described above, the Bank
of Japan kept itsintervention rate at 0% and tried to
provide the economy with ampleliquidity by leaving
its monetary target unchanged at 15 trillion yen.
Giventhelittle effect these measures have produced,
international analysts suggest that the Bank of Japan
should adopt a more proactive policy and set a
positiveinflation target to reduce existing defl ationary
expectations.

Japan's economy is now seen as contracting by 1.0%
thisyear, astronger contraction than predicted three
months ago, despite better external conditions and
the possible boost to exports from the yen's
devaluation.

4, LatinAmerica

Latin America's growth prospects are now generally
better than was forecast last December. Expected
recovery in the US economy and recent increases
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in the price of oil and other export commodities
(discussed in Section B) are major factors of
improvement in the short-term outlook for some of
the region’'s economies.

Moreover, the Argentine crisis has removed a major
user of foreign capital from the market. This could
make more funds available in the medium term for
those countries of the region that manage to exhibit
relatively stable economic and political conditions.
Besides, capital flowsto the region might be attracted
by higher returns currently available in emerging
markets, or prompted by loss of appeal of
developed-market investments particularly because
of doubtsabout major firms' financial positions, their
lack of balance-sheet transparency, and their me-
diocre performance in recent months.

Economic prospects are mixed for the region's
countries taken individualy. Thus, Mexico, Brazil,
Ecuador, Chile and Peru are expected to display better
macroeconomic performances, while the outlook is
bleak for Venezuela and especially Argentina (Table
13). It should be pointed out however that growth
for the region as awhole will continue to be strongly
influenced by individual countries' internal factors. It
is therefore important that markets should continue
to make a distinction between the state of affairsin
Argentinaand Venezuelaand the situation in the other
economies.

Brazil's economy grew by 1.5% in 2001. Though
Brazil managed to weather the Argentine crisis (Figu-
re 79), keeping exports buoyant, it saw domestic
demand significantly weakened by a number of
internal factors, including political uncertainty, high
interest rates, low credit levelsand nation-wide power
rationing. This partly accounts for its low growth in
2001, down by 2.9 percentage points on 2000.

Brazil till faces a number of factors constituting
big risks to its macroeconomic performance (a
presidential election, thecrisisin Argentinaand higher
oil prices), but international analysts are agreed that
its economy may grow faster this year for several
reasons.
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Inthefirst place, the fiscal discipline maintained up
to now, the exchange rate's recently acquired
stability, and the end of electricity rationing have
begun to produce a positive effect on growth, as
suggested by several indicators. In effect, the
unemployment rate has dropped, industrial output
has been rising continuously, and consumer-
sentiment indices have turned up, reaching last
May's levels.

Secondly, though inflation is till far above the cen-
tral bank's latest target range (4.0% - 4.5%), it has
been falling since January and could lead to a gra-
dual reduction ininterest ratesin the coming months,
thereby giving afurther boost to the economy. Lastly,
the export sector is expected to continue to perform
well, thanksto the global economic upturn. If it does,
Brazil's economy may expand by about 2.2% in
2002 and more strongly in 2003.

Thecritical economic and political situation besetting
Argentina since the middle of last year grew worse
over the first quarter of this year. The government
of President Duhalde has decreed a new package of
economic measures, including "pesofication” of the
economy, fiscal discipline, and afloating exchange-
rate system, but international analysts doubt whether
the measures will prove effective or sustainable. In
addition, the inflation rate has accelerated, the risk
spread on the country's sovereign debt has
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worsened, and local and foreign investors have
become distrustful. It is therefore impossible to
expect any recovery, at least in the short term, and
international analysts see Argentina's economy
contracting strongly this year, possibly by about
10.0%, according to their consensus.

Venezuela's economy grew by 2.7% in 2001, one
of the highest rates in all Latin America. Despite
this and the recent rise in the price of oil, the
economic and political situation in Venezuela has
deteriorated significantly in the past few months.
Thelevel of economic activity is currently expected
to fall during this year, mainly because of the
country's serious political problems and its
macroeconomic imbalances (Table 13).

As anticipated in the previous Report, the political
crisisled to afall-off in capital inflows to Venezue-
la, which resulted in exchange-rate instability. This
in turn produced a sharp drop in international reser-
ves, and caused the central bank of Venezuela to
replace the exchange-band regime for a system of
free floating exchange rate on February 12. Though
international analyststhought thiswastheright thing
to do, the measure soon led to a substantial increase
ininterest rates and inflation expectations, provoking
further social discontent.

The above devel opments, together with commercial
and fiscal imbalances, have caused Venezuela's
external rating to be lowered and the spread on its
sovereign debt to be widened. Its spread is now
second only to Argentina's among emerging
countries. Lastly, other developments, including
imposition of a financial-transaction levy effective
from March 16, extension of VAT coverage, and a
crisis in the state-owned oil company (PDVSA),
haveincreased social unrest and restrained domestic
demand.

Recession therefore appears to be imminent in Ve-
nezuela. On average, the economy is forecast to
contract by 1.6% this year, a downward revision of
3.4 percentage points of the growth forecast made
only three months ago. Poor economic growth in



Venezuelais particularly critical to Colombia, given
the two countries' close trading links.

Ecuador's economy continued on a path of recovery
in 2001, growing by 5.5%, and is forecast to expand
by about 4.0% this year.

It is not expected to encounter any major obstacles
in future months, for several reasons. First, the oil
sector should continue to be a powerful engine of
growth, thanks to higher oil prices and investment
inafurther stretch of the national pipeline. Second,
the US economy's upturn is expected to increase
US-bound exports. Third, interest rates continued
to fall, while credit expanded, largely driven by
revival of private investment. Lastly, with
dollarization, inflation has been falling so fast that
it is expected to be down to aimost 12.0% by the
end of 2002, despite the elimination of some
subsidies.

The Ecuadorian government's biggest challenge
now is to make sure of the IMF agreement for
2002, which, among other things, calls for public-
spending cuts of almost 2.0% of GDP, the creation
of an oil stabilization fund, and signing of the Fis-
cal Responsihility Law, which requires the country
to reach a 4.5% primary surplus before its debt-
to-GDP ratio exceeds 40.0%. But, with the
presidential election approaching, Congress is not
expected by international analysts to approve the
public-spending reduction, complicating mattersfor
the agreement.

Argentina aside, the region's worst-hit economy in
2001 was Mexico (Table 13). But now, in view of
the US economy's early recovery and the recent
rise in oil prices, international analysts expect an
economic upturnin Mexico, particularly in the second
half of this year.

Three factors lend support to the improved outlook
for growth in Mexico. First, given Mexico's close
trading ties with the United States, the export sector
is expected to expand at a good pace, becoming
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firmly established as the engine of economic
growth.* Second, therisein oil prices might allow a
higher level of public spending than originally
planned, which would give a further boost to
economic growth. Lastly, thanks to implementation
of sound macroeconomic policies, prices are
expected to remain relatively stable in 2002, even
as economic growth gathers pace. For this same
reason, the exchange rate and the spread on
sovereign debt should also remain stable. The cen-
tral bank could then apply arelatively loose monetary
policy. If all this comes to pass, Mexico's economy
would grow by about 1.7% in 2002 and at a faster
pace in 2003.

B. COMMODITY PRICES

The prices of major commodities displayed an
upward trend over the first quarter of 2002. The
Economist's overall commodity price index rose by
6.6% between December and March but was till
1.0% lower than a year earlier (Figure 80).

¥ Mexico's finance ministry estimates that a one percentage-point
increasein the GDP of the United States causes Mexico's GDPto
go up by almost 0.75%.
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Industrials were largely responsible for this rise.
Having fallen sharply last year because of the world
economic slowdown, they are now going up again,
thanks to the US upturn. At the end of March they
stood 11.3% higher than in December.

According to various analysts, if demand goes on
improving, commodity pricesmay continuetherising
trend shown in the first quarter and could end the
year higher than in December 2001.

This Report resumes the practice of earlier Reports
of presenting the price index for Colombia's main
commodity exports. The index incorporates price
information on coffee, ail, ferronickel, sugar, coal
and bananas, which on average make up 51.0% of
the country's total exports (Figure 81).

Last year the index fell by 13.3%, chiefly because
of steep drops in the price of coffee (-29.4%) and
0il (-14.6%). On projections from several export
associations and international analysts, the index is
forecast to fall by a further 2.9% this year because
average pricesfor coffee, oil and sugar are expected
to decrease.

Though the price of oil was expected to rebound
fromitsyear-endlevel, the average currently forecast
for this year ($25 a barrel) is lower than last year's
posted average ($25.9). As for sugar, in a context

FIGURE 81
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of very weak growth in demand, the production
increases predicted for Brazil and Thailand arelikely
to translate into lower prices. In the case of coffee,
with inventories still high in consuming countries,
no price recovery is expected in the short term.

1. Oil

Effective from January 1, OPEC's daily production
was cut by 1.5 million barrels and that of a group of
non-OPEC producer countries™ by 460,000 barrels,
in an effort to boost the price of crude, which had
fallen in the fourth quarter of 2001. But high oil
stocks kept the price around its year-end levels
during January and February, despite the production
cuts. Not until March did the price of crude begin
to show sustained growth, rising to peaks not seen
since September 2001 (Figure 82).

The recent recovery in oil prices may be attributed
to three factors: signs of upturn in the US economy;
uncertainty generated by tensionsinthe Middle East;
and, to alesser extent, the producing countries' cuts
in production. For OPEC, however, it has been
essentially the outcome of awar premium, and this
is why its member countries together with Russia,
Norway and Oman decided to extend the cuts started
on January 1 to the second quarter of the year.

15 Russia, Norway, Oman, Mexico and Angola.

16 Theprice of oil rose by 17.6% between February and March.
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Consequently, price movements over the rest of the
year will depend to agreat extent on developmentsin
the Middle East conflict and on how fast stocks
decrease, particularly in the United States. Extension
of the productions cuts, combined with the US upturn,
will most probably lower inventory levels, and so
maintain upward pressure on prices. If these
predictions are correct, the price of crude could
oscillate around $26 a barrel in the coming months
and end the year higher than in December 2001. The
average pricefor thisyear isforecast to be $25, which
is higher than the $23 predicted three months ago,
but still lower than last year's average of $25.9.

The prices of forward sales contracts on the New York
stock exchange bear out the above predictions of oil-
price tendencies. They rose significantly between
January and March, suggesting that the market was
expected to be less well supplied over the rest of the
year. At the end of March, the price of one-year
forward sales contracts stood at $24.4 abarrel, higher
than three months earlier ($20.8) (Figure 83).

2. Coffee

Though the world price of coffee picked up alittle
at the end of March, this year's first-quarter avera-
ge (66.6 cents a pound) stood 13.4% lower than
last year's. For some analysts the pick-up was the
outcome of seasonal conditions, rather than a sign
of sustained recovery (Figure 84).
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The prices of forward sales contracts signed in
March support this view. At the end of March, 12-
month contracts were being made for 62.1 cents a
pound, a higher price than in December (56.4 cents)
but lower than actual prices today (Figure 85).

As explained in previous Reports, the sharp fall in
world coffee prices over the past two years has been
caused by overstocking in consuming countries,
particularly the United States, and by expanding
supply from Brazil and Vietnam. Coffee supply is
still not expected to decline in the short term, so the
price is again forecast to average around 70 cents a
pound this year.
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INFLATION FORECASTS

This chapter presents inflation forecasts for the rest
of 2002 and for 2003, together with the main
assumptions on which they were calculated by the
Bank's Economic Studies Division. A discussion is
also provided of the major risks that the Board of
Directors' s inflation-reducing policy will face this
year and next.

A. FORECASTING ASSUMPTIONS

As discussed fully in the preceding chapters, the
first quarter has brought new internal and external
developments that have a bearing on the outlook
for inflation in the next seven quarters. For this
reason, a number of important changes have been
made to the inflation-forecasting assumptions.

Ontheexternal front, given the US economy's better
prospects compared with three months ago, its
expected growth for 2002 has been raised by two
percentage points to 2.7%, and for 2003 to 3.5%.

The US economy's performance affects the
Colombian economy's through three main channels.
Thefirst isdemand, which actsthrough both exports
and the terms of trade. Since a large part of
Colombia's exports goes to the US market, achange
in the growth of the US tends to affect our export
volumes, especially of industrial goods, and thisin
turnimpingesdirectly onindustrial activity and GDP.
Moreover, as the US is the biggest world market,
its economic performance affects other foreign
markets important to Colombia and influences the
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prices of our export products, such as oil and coffee,
thereby producing animpact on the country'sincome
and spending.

Interest rates are another channel, for variations in
US interest rates affect net capital flows to Colom-
biaand lead to movementsin therate of devaluation,
domestic interest rates, growth and prices. Lastly,
variations in US economic growth are accompanied
by changesin USinflation, which eventually affects
the prices of tradablesin Colombiaand the country's
inflationin general.

Forecasting for this Report assumes that there is
very littlerisk of USinterest ratesrising substantially
this year, and not much likelihood of US inflation
doing so either. Both these assumptions are fully
supported in Chapter 111. So demand is assumed to
be the only channel through which US economic
performance may affect Colombia's in the next
several quarters. Higher US growth is expected to
reduce the falls occurring in the volume of
nontraditional exportsto the United States since the
second half of 2001. Similarly, higher US demand
will stop further deterioration of the terms of trade,
thereby reducing contraction in the dollar value of
traditional exports, especidly ail.

In short, higher growth in the US is expected to
have a positive net impact on economic growth in
Colombia without leading to higher inflationary
pressure, at least in 2002. The models used by the
Economic Studies Division, which partly capture
some of the mechanisms of transmission described
above, predict that a 1% rise this year in US GDP
could generate a 0.12% rise in Colombia's GDP.



Ancther external development inthefirst quarter was
that Venezuela's growth prospects altered relative to
predictions reported in the December Report. Based
on various factors, including political ones, the Ve-
nezuelaeconomy isnow expected to deteriorate more
strongly, causing slower growth in Colombia's
nontraditional industrial exports this country and in
the Colombian economy as awhole.

Internally, as in the previous Report, growth this
year is still expected to be driven by private
consumption and private investment, because
interest rates are expected to be low, the exchange
rate relatively stable and construction in a state of
recovery. A further reason is that in the previous
guarters household debt declined in real terms and
employment went up. Exports, however, will now
be affected by lower expected demand in Venezue-
la, as mentioned above, in addition to still feeling, at
least for the first half of this year, the effect on US-
bound exports of slow US growth in 2001 and of
uncertainty and delay regarding approval of the
Andean trade preference scheme.

Moreover, growth in the short term may receive a
negative impact from the fact that the large public-
spending cuts required to meet the targets of the
financial adjustment program are now even larger
than originally envisaged. Furthermore, the breakdown
of peace talks with armed insurgent groups, recent
public-order events, and news reports on the size of
the country's public debt may have reduced investor
and consumer confidence, thereby affecting prospects
for growth in the coming quarters.

Despite the above considerations, this Report's
conclusion is that it is feasible for the economy to
expand this year, albeit at a slow pace, and to
improve on this pace in 2003. It should be pointed
out, however, that these forecasts come with ahigher
degree of uncertainty.

In the coming quarters, therefore, demand pressure
should not be so strong as to jeopardize this year's
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6% inflation target. This view is reinforced by
indicators pointing to an increase in the economy's
productive capacity last year, asevidenced by alarge
expansion in imports of capital goods, revival of
private investment in 2000 and 2001, and a
continuing rise in labor supply to judge from the
high rate of global participation. This evidence
suggests that actual GDP continues to be lower than
potential GDP and very likely to remain so for the
rest of the year.

Forecasting for this Report is also based on the
assumption of a significant drop in expected
inflation for both this year and the long term.
Expectations have usually been a strong
determinant of inflation in Colombia, where afair
proportion of wage and price agreements are
automatically indexed to past inflation. Inflationin
highly indexed goods such as utilities, education
and rent has decreased significantly in recent years,
especially inthefirst quarter of thisyear, suggesting
that expectations have been losing ground as a
determinant of inflation.

Moreover, the fact that the Banco de la Republica
has consistently met its inflation target has raised
the credibility of monetary policy. It has aso caused
abreak in expectationstendencies. Thisisevidenced
by the findings of the Bank's January survey, which
clearly show that, for the first time in the history of
these surveys, respondents expect inflation in the
following quarters to be lower than the year before
and falling (Figure 86). This break in expectations
tendencies has brought further fallsininflation, with
no detriment to growth.

The exchange rate is still assumed to remain
relatively stable in 2002, among other reasons
because the government has access to foreign funds
to meet its financing needs for this year, remittances
from abroad are on the rise, and slower growth in
imports will offset the loss of pace in exports,
precluding any significant current-account imbal ances
in the balance of payments.
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B. RISKsS

As was the case three months ago, the main risks
to meeting this year's 6% inflation target are
connected with supply. The most important one is
still the possibility of the Nifio climatic condition
emerging in the second half of this year and
extending well into 2003. According to the experts,
weather conditions in the Pacific in March were
continuing to evolve towardsthe Nifio's emergence,
making it more likely this year. But there is still
doubt about its degree of intensity, though most
experts think it will most probably be moderate to
low.

As explained in previous Reports, the Nifio is
usually attended by food-price increases, caused
by a reduction in supply both because producers
plant less knowing weather conditions are going
to be bad and because the decrease in rainfall
reduces crop productivity and volumes. In the
present circumstances, the Nifio's undesired price
repercussions might be reinforced by the fact that,
in the past six months, relative prices for food crops
in general, and for potatoes and some other crops
with a heavy weight in the consumer basket in par-
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ticular, have been very low, discouraging their
planting. Moreover, the retention cycle of cattle-
breeding is still expected to last until the end of this
year, so beef supply will continue to be limited and
prices high.

All the abovefactorspoint to big food-priceincreases
inthe second half of the year, bigger than anticipated
three months ago, because thistimefood prices have
been projected assuming a 75% probability of the
Nifio occurring and doing so with moderateintensity,
whereas in December the probability assigned to its
occurrence was much lower, 25%.

The central path of the food satellite model
forecasts an average food inflation of 8.0% for the
fourth quarter of 2002 (Figure 87), up from 7.0%
projected three months ago. As in the previous
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Report, the central path comes with an upward-
biased risk balance. This bias is justified because
thereis still apossibility of astrong-intensity Nifio
occurring, with even less favorable repercussions
on price stability.

Lastly, this Report takes into account a new source
of inflationary pressure, which is connected with
the recent rise in world oil prices and was not
envisaged in December. The international price
currently forecast for the rest of the year (Chapter
[11) is three dollars higher than that predicted three
months ago. If this current forecast proves correct,
the increase will eventually be passed on to the
domestic price of fuel and, through production costs,
to al other prices in the economy. And, since the
price of fuel is an important benchmark price for
consumers and producers, its increase might raise
inflation expectations. According to exercises
conducted by the Economic Studies Division,
leaving aside the expectations channel, a one-time
10% increase in the domestic price of gasoline tends
to raise consumer inflation by about 1% in ayear at
the latest.

B. INFLATION FORECASTS

The forecasts of fourth-quarter headline and core
inflation for this year and of fourth-quarter core
inflation for next year are significantly lower than
those presented in the December Report. They
suggest itishighly probablethat thisyear's 6% target
will be met and very possible that inflation will
continue to fall in 2003 in a manner consistent with
meeting the Board of Director's long-term inflation
objective of 3%.

Figure 88 shows the central path and risk balance
of core inflation (non-food CPI) projected by the
Bank's model. Core inflation is forecast to average
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FIGURE 88
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3.8% in the fourth quarter of 2002 and 3.5% in the
fourth quarter of 2003. These forecasts are
respectively 1.5 and 1.0 percentage pointslower than
those presented in the previous Report. Their
downward revision is significant and reflects a 0.6
percentage-point overestimation of average first-
quarter core inflation projected on the basis of ac-
tual figures registered up to December 2001.

The Bank's forecasting suggests that core inflation
may continue to fall sharply in each one of the three
remaining quarters of this year and may stabilize
around 3.5% all through 2003.



The fall in projected core inflation for 2002 is FeURE 89
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pOi nts) . Source: Banco de la Repblica.
The central path of theforecast for headlineinflation Period

also has an upward-biased risk balance, intended to
represent the major risksthat the possible occurrence
of the Nifio may causeto food inflation and headline

. . . . Mar-02 6.7 6.7 6.7 67 67
inflation in the coming months. &
Jun-02 50 54 59 61 67
Sep-02 46 52 60 63 72
Dic-02 37 45 54 58 70

LOCAL AND FOREIGN ANALYSTS' FORECASTS FOR MAIN

MACROECONMIC YARIABLES

The latest forecasts by local and foreign analysts for Colombia's main macroeconomic varia-
bles in 2002 and 2003 are reviewed below. Local analysts were aware of the official figure for

inflation in the first quarter of 2002 at the time of presenting their forecasts.

FORECASTS FOR 2002

Table 1 shows forecasts for 2002 in detail. The biggest change to local analysts' predictions
reported in December is in inflation. The average of their inflation forecasts for 2002 has come
down from 6.9% to 6.6%, after release of official figures for the first quarter of this year. It is
noteworthy that two of the five local analysts are forecasting inflation rates close or equal to this
year's 6% target, which implies that the Bank's inflation targets have gained credibility. Indeed,
this is the first time since these quarterly Inflation Reports first began to be prepared that local

analysts expect inflation to be on or below target.
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