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THE INFLATION TARGETING
STRATEGY IN COLOMBIA

OBJECTIVES

Monetary policy in Colombia is based on inflation targeting, which is intended prima-
rily to keep inflation low and to ensure stable output growth near its long-term trend.
Accordingly, the objectives of monetary policy combine the goal of price stability with
maximum sustainable growth in output and employment. In this respect, monetary
policy complies with the constitution and contributes to the well-being of the Colom-
bian population.

HORIZON AND IMPLEMENTATION

The Board of Directors of Banco de la Republica (the Central Bank of Colombia)
(BDBR) sets quantitative inflation targets for the current year and the next. BDBR
policy initiatives are designed to meet each year’s target and to provide for long-term
inflation at around 3.0%. The annual change in the consumer price index (CPI) is the
inflation measurement used.

THE DECISION-MAKING PROCESS

Monetary-policy decisions are based on an analysis of the current state of the
economy and its prospects for the future, and on an assessment of the forecast for
inflation in light of the targets. If the assessment suggests, with enough certainty, that
inflation will deviate from its target under current monetary-policy conditions and
within the time horizon where the policy operates and that deviation is not due to
temporary shocks, the BDBR modifies its policy stance. For the most part, this is done



by changing the benchmark interest rate (charged by Banco de la Reptblica on short-
term liquidity operations).

COMMUNICATION AND TRANSPARENCY

Decisions on monetary policy are announced after meetings of the Board of Direc-
tors. This is done in a press bulletin posted immediately on Banco de la Republica’s
website (www.banrep.gov.co).

Inflation reports are published quarterly and intended to lend transparency to the
Board’s decisions. They also contribute to a better understanding of monetary policy
and help to enhance its credibility. Specifically, these reports: i) let the public know
how the Board of Directors and the Technical Governor of the Bank view recent and
anticipated changes in inflation and its short- and mid-term determinants; ii) explain
the implications of those determinants for monetary-policy management within the
scope of inflation targeting; iii) describe the context and analysis justifying monetary-
policy decisions made during the quarter; and iv) provide information that helps
agents in the economy to form their own expectations about future developments
with respect to inflation and growth in output.
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Graph A
Total Consumer Inflation

(percentage)
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DEVELOPMENTS IN INFLATION
AND DECISIONS ON MONETARY
POLICY

In March, annual consumer inflation was 7.98% and the four measures of
core inflation averaged 6.29% (Graph A). The rise in inflation during the
first quarter, which was higher than expected, can be attributed to the sharp
hike in food prices, the partial pass-through of nominal depreciation to
consumer prices and raw material costs, and the activation of indexation
mechanisms for certain items in the family basket of goods and services,
such as education, health care and some public utilities. Analysts expect
inflation at one and two years to reach 4.5% and 3.8% respectively, while
inflation expectations estimated from government debt bonds at two, three
and five years are between 4.4% and 4.8%.

Although so far in this century the pass-through of peso depreciation to
consumer prices has been limited, the exchange rate is high and could con-
tinue to have a lagged impact on prices for imported goods and services.
Likewise, lower food supplies are expected up until the second quarter of
2016, when the weather is expected to return to normal. In this context,
although both shocks are temporary, they still can exert upward pressures
on inflation and its expectations, and continue to
activate undesirable indexation mechanisms.

With respect to worldwide economic activity,
several of Colombia’s trading partners, mainly
the commodity-producing economies, have ex-
perienced weaker than expected growth. As such,
the momentum in foreign demand for our export
products is likely to be weak in 2016 and lower
than its 2015 level.

In the United States, it is now more likely that
the tightening in monetary policy will occur more
slowly. The US dollar has depreciated in an envi-

mar-09  mar-10  mar-11 mar-12 mar-13

= Observed inflation Target inflation

Sources: DANE and Banco de la Republica.

mar-14  mar15  mar-16 ronment of improving global liquidity conditions,
----- Target range increases in oil prices and some reductions of risk
premia for the emerging market economies. There
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is a great deal of uncertainty on the future behavior of oil prices. In this
context, although the deterioration in the terms of trade and national rev-
enue has subdued somewhat, it is uncertain how long these improvements
will continue in the remainder of the year.

Colombia’s foreign trade and its financial account reflect the effects of a
weak external demand, lower oil prices, and a higher exchange rate. Ex-
ports in dollars declined 32.0% y/y during the first quarter of 2016, mainly
due to the drop in foreign sales of mining and energy products (-54.0%
y/y). The value of imports fell 26.0% y/y during the first two months of the
year. The current account deficit is expected to decline to about USD 16
billion during 2016, given the projected drop in imports of goods and ser-
vices and the estimated reduction in profits remitted by foreign companies.

Domestically speaking, the figures for the first quarter of 2016 indicate
household consumption would have grown at a pace similar to that on re-
cord at the end 0f 2015, while investment would have slowed. The real drop
in imports would have exceeded the decline in export volumes. On the
supply side, the indicators for industry, retail sales and coffee production
suggest favorable performance, while those for mining signal deterioration.

Given all these factors, the technical staff at Banco de la Republica antici-
pates economic growth will likely amount to 2.5% in the first quarter of
2016, within a range of 2.8% to 3.2%. The forecast range of 1.8% to 3.2%
for all of 2016 was maintained, and the most probable figure was reduced
from 2.7% to 2.5%. As for inflation, the projections developed by the tech-
nical staff, which takes into account an active monetary policy, suggest
inflation will decline in the second half of the year and end 2016 at around
6.0%, before converging towards the target range in 2017.

In short, the new data indicate the Colombian economy continues to ad-
just in an orderly manner to the strong shocks registered since mid-2014.
The risk of an excessive slowdown in domestic demand remains moderate,
while expenditure continues to exceed the national income, which is re-
flected in a high current account deficit. Inflation and inflation expectations
have been affected and have been pushed to high levels by peso deprecia-
tion, more intense El Niflo weather and the activation of certain indexation
mechanisms.

In this environment, the response from monetary policy must consider that
these price shocks are transitory. It also must be oriented to ensure that in-
flation converges to the target range of 3.0% + 1 percentage point in 2017.
As a result, the Board of Directors has taken steps to prevent the reaction
of inflation and inflation expectations from being more pronounced and
prolonged than the size and duration of these shocks. Therefore, the Board
felt it was appropriate to raise the reference interest rate by 25 basis points
in each of the first three months of the year and by 50 basis points in April.



Graph B

Banco de la Republica’s Benchmark Interest Rate and the
Interbank Interest Rate (IIR)
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The increase in the reference rate and its effect
on growth in domestic demand, coupled with real
devaluation of the peso, also contribute to an or-
derly correction of the country’s external imbal-
ance (Graph B).

José Dario Uribe
Governor and General Manager
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The figures available
for the first quarter
of 2016 confirm

the weakness of
economic growth
on the part of
Colombia’s major
trading partners.

|. THE EXTERNAL SITUATION AND
THE BALANCE OF PAYMENTS

Forecasts for Colombia’s trading partners’ growth for all of 2016 were
reduced again in this report, largely due to further deterioration in
the economic situation of the Latin American countries.

The average oil price forecast for 2016 remained at USD 35 per barrel.
Despite recent increases, the perception is that the downside risks
dominate. Therefore, further declines during the remainder of the
year are expected.

Since mid-February, there has been less risk aversion in international
financial markets. This favored a drop in Colombia’s risk premium
and appreciation of the peso against the dollar.

The current account deficit as a proportion of GDP increased from 5.2%
in 2014 to 6.5% in 2015. However, in dollars, it declined by USD
668 m. A correction in the deficit, both in dollars and in proportion
to GDP is expected for 2016.

A.  THE INTERNATIONAL SITUATION

1. Non-financial Activity, Inflation and Monetary Policy

The figures at hand for the first quarter of 2016 confirm weak econom-
ic growth in Colombia’s major trading partners. This, in turn, remains
an obstacle to the country’s exports. This sluggishness has been more
pronounced in the emerging economies that are net exporters of com-
modities, especially those in Latin America, which presented historically
low rates of expansion or even contractions in their output. On the other
hand, the United States and the euro zone grew at a modest pace.

In the case of the United States, the initial estimate of gross domestic
product (GDP) for the first quarter showed it slowed to 0.5% annualized
quarterly (a.q.), compared to 1.4% a.q. three months earlier (Graph 1).
With respect to the different components of demand, weaker consumption
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Graph 1
Real GDP in the United States
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Graph 2
Unemployment and Job Creation Rates in the United
States
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was salient, having gone from 2.5% a.q. growth
at the end of 2015 to 1.9% a.q. at present. This
represents less momentum than was forecast in
previous edition of this report. Furthermore, net
exports and non-residential investment decel-
erated, since they continue to be affected by a
strong dollar, weakness in external demand, and
global economic and financial uncertainty. The
only items that showed an improvement com-
pared to the fourth quarter of 2016 were resi-
dential investment (having gone from 10.1% to
14.9% a.q. growth) and, to a lesser extent, gov-
ernment spending (which went from 0.3 % 1.2%
a.q. growth).

Despite the slowdown in non-financial activity
in the United States, the job market continued
to recover at favorable rates. Job creation has
remained dynamic. In fact, nonfarm payrolls in-
creased at an average monthly rate of approxi-
mately 209,000 new jobs during the first quarter,
bringing the unemployment rate down to 5.0%
(Graph 2) and close to what analysts and mem-
bers of the Federal Reserve (Fed) regard as the
long-term equilibrium level for the US economy.
Other indicators monitored by the Fed, such as
long-term unemployment' and the underemploy-
ment rate,? also continued to improve.

Inflation in the United States showed a rebound
in the first quarter compared to what was ob-
served three months earlier, mainly due to a

lower base of comparison for the cost fuel. Even so, inflation is still low
(0.9% in March) and a long ways from the Fed’s goal (2.0%). Excluding
food and energy annual inflation showed a slightly upward trend reaching

2.2% (Graph 3).

In this context, the Federal Open Market Committee (FOMC) left its
policy rate steady in the 0.25% to 0.50% range, at its meetings in March
and April, after increasing it at the end of last year. Moreover, recent

1 The number of people who have not found a job in more than 27 weeks, as a proportion of the total

number of unemployed.

2 The total number of unemployed persons, employees with part-time jobs who indicate they want
full-time work, plus those outside the labor supply who would be willing to work if they found a job
(marginally linked to the job market), as a proportion of the labor force and those marginally linked to

the job market.
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Graph 3
Annual Indicators of Total and Core Inflation in the United
States
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Graph 4
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Graph 5
Indicators of Total and Core Inflation in Europe
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events, namely the uncertainty around the global
economic and financial situation, and the slow
convergence of inflation in the United States;
suggest that the normalization of monetary pol-
icy would be more gradual than anticipated in
late 2015.

In the euro area, preliminary GDP figures for the
first quarter of 2016 show some improvement
over what was observed at the end of last year,
although the economy continued to grow slow-
ly. Quarterly growth for this period was 0.6%,
which compares favorably to 0.3% observed
three months before (Graph 4). While it is still
not known how GDP performed, by components,
the available figures on non-financial activity
and consumer and business confidence suggest
that the expansion would have been driven by
domestic demand, particularly consumption and
non-residential investment. Domestic spending
would have offset the weakness in net exports,
which were affected by a lower external demand.

With regard to price changes in the euro area,
March’s total inflation was slightly lower than
the rate observed at the end of 2015 and stood
at 0.0%. Low fuel prices and slow growth in de-
mand explain this behavior. Meanwhile, core in-
flation remained relatively stable at around 1.0%
(Graph 5), which is below the target set by the
European Central Bank (ECB) (slightly under
2.0%).

Due to low inflation and the limited demand-
side pressure on prices, the ECB decided at its
meeting in March to adopt an even more ex-
pansionary monetary stance. Accordingly, it re-
duced its policy rate by 5 basis points (bps) to
0.0%, lowered the rate on deposits (from -0.3%
to -0.4%), and increased in the amount of pur-
chases in its quantitative easing program, in ad-
dition to including some corporate bonds. It also
announced a new round of targeted long-term
refinancing operations (TLTRO) in an effort to
stimulate the supply of credit in the region.
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Graph 6
Annual Real GDP Growth in China
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Graph 7
Annual Growth in Monthly Economic Activity Indexes for
Several Latin American Economies

(percentage)
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Graph 8
Annual Inflation in Several Latin American Economies
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Meanwhile, the bulk of the emerging countries
continue to exhibit less growth than in previous
years. In the case of China, annual GDP growth
in the first quarter declined slightly compared to
the rate observed at the end of 2015, having gone
from 6.8% to 6.7% (Graph 6). This is largely the
result of milder expansion in fixed asset invest-
ment and in industrial production during January
and February, despite a rebound in these indica-
tors during March. The increase in retail sales
stabilized at rates similar to those seen at the end
of last year. It is worth noting that the Chinese
government and the country’s central bank an-
nounced several stimulus measures during the
first quarter, which are intended to avoid a more
pronounced slowdown in economic activity.

In Latin America, the indicators of non-finan-
cial activity for the first two months of the year
show mixed performance among the countries,
although many still are affected by the sharp
decline in their terms of trade (Graph 7). Peru
experienced a recovery compared to the low
growth rates of the previous year, due mainly
to important increases in mining. In Chile and
Mexico, the sluggishness observed since early
2014 persists, while Brazil’s economy continues
to contract sharply. This downturn has not been
helped by the country’s difficult political situa-
tion, which has had an adverse impact on con-
sumer and business confidence. Although there
are no recent figures for Ecuador and Venezu-
ela, there is every indication that the recession
is worsening in 2016, considering their terms of
trade remain low and access to external financ-
ing has become more expensive.

By March, the inflation figures for Latin Ameri-
can economies show some reductions versus
those observed in the first two months of the
year, although most remain at high levels (Graph
8). Inflation in Brazil, Chile and Peru continued
above the target ranges in those countries. Mex-
ico is the exception; it still is in the lower part
of its target range for inflation. In this environ-
ment, the reference interest rates in Mexico and



Graph 9

Terms of Trade Index (Trade Method & PPI)
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Peru were raised during the first quarter of the year, while the monetary
authorities in Brazil and Chile left theirs unchanged.

2.  Commodity Prices

The prices of Colombia’s main export products have increased since mid-
February, after falling to minimum values at the beginning of the year.
Consequently, March terms of trade data (according to the producer price
index method) show some improvement, but are still at low levels relative
to those on record in recent years (Graph 9).

On a product basis, the average price of oil (Brent reference) went from
USD 32.0 and USD 33.8 per barrel in January and February to USD 39.8
in March and USD 42.9 in April (Graph 10, with figures up to April 27).
This increase was explained largely by lower risk
aversion in financial markets, the depreciation of
the dollar against most of the world’s currencies,
and fewer prospects of a much sharper slowdown
in global demand following the stimulus mea-
sures announced by the central banks of the de-

(OPEC), which would be temporary. In addition,
in April a possible agreement between several
oil-exporting countries to freeze production at

150 veloped countries and the government of China.

Added to this is the slight drop in oil production
160 in the United States and the disruptions that oc-
140 J\ curred in some of the member countries of the
. Organization of Petroleum Exporting Countries
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Source: Banco de la Repdblica.

Graph 10

International Oil Prices (Brent and WTI)
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Saudi Arabia, Venezuela and Qatar). Ultimately,
no agreement was reached, given Iran’s refusal to
take part in the strategy, but the situation did push
prices higher. However, it is worth noting that,
despite the improvements in recent months, the
price of oil remains below the average for 2015
as a whole.

In the case of prices for nickel and other in-
dustrial-use metals that are exported by several
of Colombia’s trading partners, there also have

been some increases since mid-February, after
: -/( the plunge in January to a record low for the last

five years. The rise was explained largely by the

L
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Source: Datastream.
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s octds  aprl6 expectation that the monetary stimulus in China
Wi and in the major developed economies would
help to curb the decline in global growth, thereby
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Graph 11
International Food Prices
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supporting the demand for products of this type. Even so, prices for these
commodities are low compared to what they were in recent years.

The international price of coffee also improved somewhat in the last two
months, given the considerable likelihood that the global coffee supply is
being affected by climate-shocks in several pro-
ducing countries. Nevertheless, coffee prices have
not reached high levels and are still below the av-
erage for the previous year.
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As for international food prices, the index of the
Food and Agriculture Organization of the United
1 40.0 Nations (FAO) continued to show significant an-
nual declines in the first quarter, despite a slight
rise in March and April (Graph 11). The minor in-
creases observed during those months are primar-
H 200 ily the result of a lower risk aversion in financial
markets and a weaker dollar. Since Colombia is
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3. Financial Markets

[20

The first quarter was characterized by abrupt changes in the financial in-
dicators and in the exchange rates for the major currencies. There was a
considerable increase in global risk aversion during the first part of this
period. However, that trend reversed since mid-February, when the volatil-
ity indicators declined sharply before stabilizing at relatively low levels in
March and April (Graph 12).

It is important to point out that there is a great deal of uncertainty about
the reasons for this movement, since no major changes in economic and
financial fundamentals are perceived to have occurred that would justify it.
However, leading analysts suggest that turbulence earlier this year would
have come partly from new fears about the global economic situation,
especially that of China, given the outflow of capital from that country
and the deterioration in its indicators of non-financial activity, particularly
those related to the Chinese manufacturing sector. In addition, the sharp
drop in commodity prices during this period sparked fears about the finan-
cial health of commodity-producing companies and countries, which were
affected the most by the turbulence witnessed in the early months of year.

The decline in risk aversion observed since mid-February would be associ-
ated, in part, with the stimulus measures announced by the central banks
of several developed economies and by the Chinese government, coupled
with the prospect of a slower than expected return to normal for monetary
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policy in the United States. These circumstances
helped calm fears about the risk of global eco-
nomic activity unwinding sharply. Added to this
is the fact that the recovery in prices for raw ma-
terials somewhat raised the income of commodi-
ty- producing countries and companies, reducing
the perception of their financial risk.

Amidst this context, the major international stock
indicators recovered at the end of the first quar-
ter and in April from the low levels seen in early
2016 (Graph 13). In addition, the sharp dollar ap-
preciation against most of the world’s currencies
between January and February was reversed in
the last few months, although the dollar is still
relatively strong compared to recent years values
(Graph 14). Meanwhile, the rates on long-term
sovereign bonds of the United States and those
of the major countries in the euro area remained
low.

In Latin America, the reduction in global finan-
cial volatility observed since mid-February re-
sulted in a drop in risk premia (Graph 15) and
caused Latin American currencies to appreciate
against the dollar (Graph 16). In Colombia, five-
year credit default swaps (CDS) reached their
peak value for the year on February 11, when
they registered 326.4 bp, only to decline by more
than 100 bp to 219.0 bp by the end of April. The
Colombian peso appreciated 17.0% between its
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4.  Forecasts by the Technical Staff at Banco
de la Republica

Colombia’s trading partners growth forecasts for
2016 were revised downwards in this report, com-
pared to the previous edition. This is due mainly
to the expectation of less momentum in the com-
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in 2015 (1.1%) (Table 1). Although a recovery is
expected for 2017 compared to this year, our trad-
ing partners would continue to experience very

little growth versus what was observed in the last
decade (Graph 17).

Most of this downward revision obeyed to the fact
that Latin America’s economic performance in
2016 would be weaker than anticipated in the pre-
vious editions of the Inflation Report, especially
for Colombia’s neighboring countries. Venezuela
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is a case in point; its forecast was revised from

-5.0% to -7.0% as a result of the adverse impact of

low oil prices on its fiscal and external accounts,
coupled with evidence of continuing shortages of numerous consumer
goods and raw materials, and problems with its supply of energy.

Peru ———Chile

For Ecuador, the estimate for growth in 2016 as a whole was revised down-
ward by two percentage points (pp) to -2.5%. This is the result of the fis-
cal consolidation needed for the country to adjust to the sharp shock to its
terms of trade, to the increased difficulty in securing external financing
after the drop in its foreign income, and to the fact that its exports are less
competitive because of a strong dollar. Added to all these factors is the
negative impact of the earthquake that hit the country in early April.

In Brazil, the contraction would be greater than anticipated in the previous
edition of this report, due to the fiscal adjustment the country must make,
the deterioration in employment and disposable household income, and the
growing political uncertainty, with its adverse impact on business, investor



Table 1
Growth Forecasts for Colombia’s Trading Partners

Forecasts for 2016

Growth forecasts for
Colombia’s trading partners AU
&P Minimum
forecast
Main partners
United States 2.4 1.5
Euro Area 1.6 0.8
Venezuela (5.7) (10.0)
Ecuador 0.3 (5.0)
China 6.9 5.8
Other partners
Brazil (3.8) 4.7)
Peru 3.3 2.5
Mexico 2.5 2.2
Chile 2.1 0.8
Total trading partners (non- 11 ©0.7)
traditional trade-weighted) : '
Developed countries” 1.9
Emerging and developing
. 4.0
countries?
Total worldwide? 3.1

Scenario

Central
forecast

2.2

0.5

1.9

4.1

3.2

Forecasts for 2017

Scenario
Maximum Minimum Central Maximum
forecast forecast forecast forecast

2.5 1.8 2.5 2.8
2.0 0.4 1.6 2.0
(4.0) (7.0) (4.0) (1.0)
(0.5) (4.0) (2.0) 0.0
6.8 5.6 6.2 6.6
(2.3) (1.0) 0.7 2.0
4.0 3.0 4.0 5.0
2.6 2.0 2.8 3.3
2.4 1.5 2.5 3.5
14 (0.3) 1.1 2.1

2.0

4.6

3.5

a/ IMF forecasts at April 2016

Source: International Monetary Fund (IMF) and calculations by Banco de la Reptiblica

and consumer confidence. Consequently, the forecast for 2016 was re-
duced from -2.5% to -3.5%.

In Chile and Mexico, the low momentum compared to average growth on

Graph 17
Average Growth of Colombia’s Trading Partners (Non-
traditional trade weighted)
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record for the last decade is expected to continue,
as the economies of these countries adjust to the
severe shock to their terms of trade and the de-
cline in external demand. In Peru, some recovery
is anticipated with respect to the figures on record
for the last two years, thanks to more of a contri-
bution from the mining and fishing sectors.

Meanwhile, in the United States, the 2016 growth
forecast was revised downward because house-
hold consumption during the first quarter was less
dynamic than the leading market analysts’ expec-
tations and by the technical staff at Banco de la
Republica. Even so, US households are expected
to be the main driver of economic growth, since
the fundamental factors in this type of spending
are still at favorable levels. This also should give
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This report assumes
the Fed will raise

its benchmark rate
during the remainder
of the year, but more
gradually than was
anticipated three
months ago.

The main risk to

the central forecast
comes from a

more pronounced
slowdown in the
emerging economies.
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an additional boost to residential investment. These two items are expected
to offset the weakness in net exports and non-residential investment, which
would continue to be affected by weaker external demand, a stronger dol-
lar, and global economic and financial uncertainty.

In this context, the US job market is expected to continue to recover, but
more gradually than it has in the last few years, and the convergence of
inflation to the target is expected to be slow. So, the Fed would continue
raise its reference rate, but more gradually than anticipated in the Decem-
ber edition of the Inflation Report and according FOMC members’ pro-
jections presented at their March meeting. This policy change is expected
to pass-through to market rates in an orderly fashion.

Economic recovery in the euro area would continue slowly, as forecast-
ed in the last edition of the Inflation Report. In a low inflation scenario
and limited demand-side inflationary pressures, the ECB would main-
tain highly expansionary monetary policy. This will favor the recovery
of confidence and restore the credit channel; it also should boost private
consumption and investment. However, exports outside the European
Union are expected to subtract from the region’s growth, given the weak-
ness in global demand.

China is expected to continue fostering an economy supported more by
private consumption. Thus, there should be less of an increase in exports
and investment during 2016 compared to the high rates of growth wit-
nessed in previous years, while the rise in demand for commodities is
expected to be more moderate. Even so, the stimulus measures adopted
by the government of China and its central bank would favor a softer
landing.

This central forecast continues to present significant downside risks. The
main one comes from further deterioration in the Latin American econo-
mies or a sharper slowdown in China. In Latin America, this situation
would be prompted by another drop in the region’s terms of trade, by a
larger than expected adverse effect on national income, or by an addi-
tional decline in confidence as a result of increased political uncertainty.
In the case of China, this would occur if the monetary and fiscal measures
adopted to stimulate growth are not effective, or because financial stabil-
ity being compromised due to the high levels of borrowing and imbal-
ances accumulated by the country’s financial system in recent years.

In addition, the high indebtedness in some emerging countries, coupled
with deterioration in their economic situation, higher foreign interest
rates and the depreciation of their currencies, could undermine investor
confidence, further reducing capital flows to these markets. This could
lead to serious liquidity and solvency problems that eventually would
negatively affect their growth.



As for risks in developed economies, uncertainty associated with politi-
cal factors in the United States or in the euro area might increase, with
potentially adverse effects on investment decisions. Nor can we rule out a
disorderly reaction in the financial markets to normalization of monetary
policy by the Fed, or that negative interest rates in the euro area might
cause problems with financial stability that would disrupt the credit chan-
nel once again.

With regard to prices for Colombia’s leading commodity exports, this
edition of the Inflation Report contemplates levels below those observed
in March, but similar to those observed on average for the first quarter
(Table 2).

Table 2
Benchmark Price Forecasts for Colombia’s Commodity Exports

Forecasts for 2016 Forecasts for 2017
Major products 2015 Scenario Scenario
Minimum Central Maximum | Minimum Central Maximum

forecast forecast forecast forecast forecast forecast
Colombian coffee (ex dock; dollars per pound) 1.51 1.30 1.50 1.70 1.30 1.60 1.90
Brent crude (dollars per barrel) 52.9 27.0 35.0 46.0 25.0 40.0 55.0
Coal (dollars per ton) 60.1 35 50 60 30 52 65
Nickel on the London exchange (dollars per ton) 11,877 7,364 8,908 10,392 7,364 10,392 13,362
Gold* (dollars per troy ounce) 1,160 1,400 1,200 1,000 1,500 1,200 1,000

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

In the particular case of oil, the average price for 2016 is expected to be
around USD 35 per barrel. When this figure was defined, it was consid-
ered unlikely that the levels reached in recent weeks (USD 45 per barrel)
could hold for the rest of the year. This because there is still evidence of
a glut of crude on the world market, which would tend to push down the
price in the coming quarters. On the one hand, the anticipated cutback in
production from unconventional deposits in North America would occur
more slowly than forecasted in previous edition of this report. In fact,
some leading analysts believe prices at the current levels would allow
those producers to continue to operate or to start operating wells that
were not profitable at the prices prevalent earlier this year. Added to this
is the fact that the OPEC members are expected to continue increasing
their production. Iran is likely to attempt raising its production to what
it was before the sanctions, and crude production that was interrupted
temporarily in several OPEC countries in recent months is expected to
start up again. An agreement to restrict production is considered unlikely.
Also, inventories are historically high and there is little additional stor-
age capacity, which would slow any attempt to restore balance to this
market.
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The current account
deficit declined by
USD 668 m in 2015,
but increased from
5.2% to 6.5% as a
percentage of GDP.
due to the effect
sharp depreciation
had on GDP in
dollars.

The external balance
in 2075 was
characterized by an
important increase
in the trade deficit,
which was offset by
reductions in net
outlays for services
and factor income.
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B. BALANCE OF PAYMENTS
1. Outcome in 2015

The current account in the country’s balance of payments for 2015 showed
a deficit of USD 18.925 b, which was USD 668 m less compared to the
deficit the year before. As a portion of GDP, the deficit is 6.5%, which im-
plies an additional 1.3 percentage points compared to the situation in 2014.
This increase is explained by the reduction in current GDP in dollars, due
to 37.2% average depreciation of the peso against the dollar between 2014
and 2015.

The external balance, in dollars, had a sizeable increase in the trade deficit
in goods throughout the year (USD 9.396 b). This occurred in an envi-
ronment where raw material prices continued to drop, thereby affecting
demand from some of Colombia’s major trading partners. Total exports
in dollars were down 33.0% annually during 2015, while total imports in
dollars declined by 15.3%. Although the balance of services continued to
show a deficit (-USD 3.981 b), it was USD 2.701 b less than the year be-
fore. Service exports amounted to USD 7.265 b, with 5.7% annual growth,
driven especially by more revenue from travel. It is important to point out
that current revenue from services is concentrated in the item comprised of
travel and transportation, which accounts for about 80.0% of these exports.
Moreover, service imports during the same period registered an annual de-
cline of 17.0% (USD 2.312 b), mainly due to fewer expenditures for busi-
ness services, transport, insurance and travel.

The factor income balance also showed a deficit in 2015 (-USD 5.989 b),
but it was USD 6.650 b less (-52.6%) than the year before. This was mainly
the result of an annual decline in expenses, given the reductions in foreign
remittances of profits earned by companies with foreign direct investment
(FDI) in the mining and non-tradable sectors. In the case of the latter, this
was due partly to depreciation. On the other hand, net income from current
transfers increased by USD 713 m compared to the year before.

Net inflows of capital in 2015 came to USD 19.617 b, which is USD 4.656
b less than the year before, when they amounted to USD 24.273 b. This
was associated, in particular, with reduced flows of net direct investment
(USD 4.536 b), given significantly less investment in mining and industry
(with an annual decline of 43.0%) and in the transport sector and commu-
nications. However, mining-energy activity continued to be the primary
recipient of FDI, receiving 30.0% of the total inflow in 2015, followed by
manufacturing (20.0%), financial and business services (17.0%), trade and
hotels (15.0%), and other sectors (18.0%).

Additionally, 2015 saw fewer resources from portfolio investment flows
(-USD 1.968 m) compared to the year before, when a restructuring of
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public debt ratios in the JP Morgan Emerging Markets Bond Index favored
Colombian securities. This was offset chiefly by added revenue from other
investments (loans and deposits), with USD 3.567 b in net flows or USD
3.105 b more than in 2014. Finally, in terms of financial derivatives for
currency forwards and options, there were USD 1.526 b in net outflows,
while variations in the international reserves of Banco de la Republica
came to USD 415 m.

2. Forecasts

The trade balance for goods in the first quarter of 2016 is expected to show
a lower deficit than in the first quarter of 2015, since foreign purchases in
dollars are expected to contract sharply. This should more than offset the
downturn observed in foreign sales as a result of the drop in oil prices during
the early months of the year. Available information on foreign trade in goods
during January-February seems to confirm this projection. In that period, to-
tal exports in dollars fell by USD 1.880 b (31.1%) compared to the previous
year (Graph 18), affected by lower international commodity prices and by a
reduction in the export value of industrial goods. On the other hand, imports
FOB (free on board),’ in dollars, were down by USD 2.414 b (26.7% in an-
nual terms) (Graph 19) (see the shaded section on pg. 28).

feb.13 jun.13 oct.13 feb.14 jun.14 oct.14 feb.15 jun.15 oct.15 feb.16

Total exports

Sources: DANE; calculations by Banco de la Republica

Annual percentage change (right scale)
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Total imports (FOB)

Sources: DANE; calculations by Banco de la Reptiblica

Annual percentage change (right scale)

Unlike the balance-of-payments measurement, which takes into account imports FOB (free on board),

GDP calculated according to the national accounts considers imports CIF, which include freight and
insurance. The average total value of the latter, in dollars, came to US 3.492 b in January and February

2016, which amounts to an annual reduction of 26.3%.
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EXPORTS AND IMPORTS IN DOLLARS SO FAR
DURING THE FIRST QUARTER OF 2016

Total exports fell 31.1% during the two-month peri-
od from January to February 2016 compared to the
previous year, given fewer foreign sales in all product
groups. One of the predominant factors during this
period was the significant decline in mining exports
(-42.8%). The sharpest reductions in this group were
in crude oil (-54.4%) and refined petroleum products
(-14.8%), largely due to the drop in oil prices (which
contracted 38.3% annually during this period).

Industrial exports' during the same months were down
10.7% annually (Graph A), affected mainly by fewer
exports of chemicals, vehicles and leather. The most
affected destination was Ecuador, which saw an annual
drop of 38.1% in industrial exports during these two
months, while sales to Asia and Venezuela declined
by 5.4% and 0.4%, respectively (Graph B). In contrast,
sales to the European Union and the United States
rose 21.4% and 12.1%, respectively.

Agricultural exports were down 23.2% annually during
this period, with declines in sales of coffee, bananas
and flowers (36.1%, 11.3% and 0.8%, respectively).

As for imports, the FOB value in dollars dropped
26.7% annually during these two months, given the
reduced foreign purchases in all product groups. For-
eign purchases of consumer goods fell 19.1% annually
due to contractions in durable goods (28.3%) and non-
durables (11.5%). Imports of durable goods were influ-
enced the most by fewer imports of vehicles (-27.3%)
and appliances for domestic use (-38.1%), while non-
durables were affected largely by fewer imports of food
products (-9.8%) and pharmaceutical products and toi-
letries (-12.8%). Imports of intermediate goods were
down 14.7%, mainly because of the decline in imports
of raw materials for industry (-16.7%). Purchases of
capital goods were down by 42.1%, given the drop
in imports of transport equipment (-66.9%), capital
goods for industry (-24.7%) and agriculture (-25.0%),
and building materials (-16.0%). (Graph C).

1 These exports do not include oil or derivatives thereof, coal,
ferronickel, gold, coffee, bananas or flowers, and they represent
35.4% of total exports during the period in question. Exports
from the industrial manufacturing sector accounted for 94.7%
of this group.
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Further reductions in
the current account
deficit during the
first quarter of

2016 are expected,
particularly because
of the plunge in
imports observed so
far this year.

A current account
deficit equal to
-5.9% of GDP is the
most likely scenario
for 2016. This
implies a reduction
to levels at around
USD 16 b.

It is estimated that the reduction in the trade deficit during the first
quarter would be accompanied by a lower deficit in the balance of ser-
vices. This would be due to the positive effects of the exchange rate on
these exports and the decline in imports linked to freight and tourism
services.

The factor income balance also is expected to continue to adjust during
the first three months of the year. Specifically, a further reduction in net
outflows of factor income is anticipated, primarily as a result of lower
profits in the mining sector, which continues to be undermined by low
prices for oil and raw materials. Reduced net outflows are expected for
factor income in other sectors as well, given the impact of depreciation
on earnings measured in dollars. In addition, net income from transfers
would be higher than during the same period last year. This is consistent
with a rise in workers’ remittances, which were up by an annual rate of
12.6% in March.

In terms of financing, FDI flows to the mining-energy sector during the
first quarter of 2016 would be lower than those observed in the same pe-
riod last year, and would continue to decline relative to the final quarters
of 2015, given the price outlook for this sector. More resources for the
other branches are expected in the first quarter compared to the previous
year, thanks to revenue from the sale of ISAGEN.

The available figures from the exchange balance on capital flows so far
this year* suggest a slowdown in foreign exchange balance entering the
local market, compared to the flows recorded a year ago. This situation
has been offset partly by more resources from foreign loans obtained by
the non-financial public sector.

As in the previous edition of this report, alternative forecasts for the
2016 balance of payments varying on the terms and availability of ex-
ternal financing for the local economy were considered. Given their
uncertainty, these elements determine the extent of the forecast range
for the current account deficit. These scenarios are built on the central
assumptions for the external environment that were outlined in the pre-
vious section and with different estimates on the financial account and
domestic growth.

Accordingly, the current account deficit for all of 2016 is estimated at
5.9% of GDP in the most likely baseline scenario (Table 3). Likewise,
taking into account the maximum and minimum scenarios expected for

4 Although the capital flows registered in the foreign exchange balance do not coincide exactly with
what is entered in the balance of payments, since they refer to the inflow and outflow of foreign ex-
change, they do offer some idea of the trend.
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Table 3
Balance of Payments
Annual Flows (Millions of US dollars)

2012 2013 2014 (pr) | 2015 (pr) | 2016 (proj.)
Current account (A+B+C) (11,132) (12,326) (19,593) (18,925) (15,948)
Percentage of GDP 3.0) 3.2) (5.2) (6.5) (5.9)
A. Goods and services (861) (2,762) (11,313) (18,007) (15,984)
B. Primary income (factor income) (14,851) (14,157) (12,638) (5,989) (5,084)
C. Secondary income (current transfers) 4,579 4,594 4,358 5,071 5,119
Financial account (A+B+C+D) (11,754) (11,845) (19,836) (19,201) (15,948)
Percentage of GDP 3.2) 3.1) (5.2) (6.6) (5.9)
A. Direct investment (ii-i) (15,646) (8,557) (12,426) (7,890) (10,659)
i. Foreign investment in Colombia (FDI) 15,039 16,209 16,325 12,108 13,659
ii. Colombian investment abroad (606) 7,652 3,899 4,218 3,000
B. Portfolio investment (5,690) (6,978) (11,654) (9,686) (1,534)
C. Other investment (loans, other types of credit and derivatives) 4,176 (3,257) (193) (2,041) (4,328)
D. Reserve assets 5,406 6,946 4,437 415 573
Errors and omissions (E & O) (622) 480 (243) (276) 0

(pr.) preliminary; (proj.): projected

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

Source: Banco de la Repablica
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the external variables (see Section A of this chapter), the deficit is expect-
ed to be somewhere between -5.3% to -6.4% of GDP. In the case of the
central scenario, the previous figure implies a reduction in the deficit to-
wards levels near USD 16.000 b. The projected balance of payments for
2016 is consistent with a scenario of less growth in domestic demand and
a larger contribution to GDP from net exports. In this sense, the central
scenario assumes there will be an adjustment in the trade deficit during
the year, given the expected reduction in imports, a lower deficit in the
services balance and factor income, and an additional contribution from
current transfers, given the increase in worker remittances observed in
recent months.

Foreign sales performance in 2016 will be affected by the lower forecast
for the prices of all major export products. This is offset only in part by
the recovery in oil exports, now that Reficar will be operating at full ca-
pacity by mid-year. As mentioned in the previous section, in the case of
oil, the average price for reference Brent is estimated at USD 35 per bar-
rel. A reduction of approximately 5.0% is forecasted for all other exports,
mainly due to the slowdown in growth experienced by the country’s trad-
ing partners, mainly Venezuela and Ecuador.’ As a result, in the central

5 It should be noted that the annual changes in export volumes for commodities are estimated in line
with the forecasts for growth in their production (oil -8.0%, coal -1.0%, ferronickel 5.0% and coffee
0%).



Capital flows are
expected to be

less in 2016 than

in 2015. This is
particularly the
result of a cutback in
resources allocated
for portfolio
investment.

Net direct
investment in
2016 is expected
to be higher than

a year ago, thanks
to the influx of
proceeds from the
sale of ISAGEN and
less Colombian
investment abroad.

scenario, exports of major products would decline in dollars by about
29.0%, while the drop in total exports would come to 19.1%.

On the other hand, imports in dollars would shrink by around 15.0%
annually, as opposed to what was observed in 2015. This performance
would be associated with several factors; namely, 1) a sizeable reduction
in foreign purchases of consumer durables and capital goods, due to the
less momentum in domestic demand (see chapters II and IV in this re-
port); 2) the substitution of fuel imports when Reficar begins operating,
and 3) additional price reductions on imported items, especially interme-
diate goods.

As for trade in services, a decline in the deficit is forecasted for 2016,
above and beyond what was observed in 2015, thanks to the effects of
depreciation on the net balance of certain services, such as business ser-
vices and tourism, and the anticipated reduction in prices for imported
services, such as freight (consistent with the projection on how trade will
perform). Net factor income outflows are expected to decline as well, due
to fewer profits remitted from the mining-energy sector and the others, as
was the case in the first quarter.

In terms of financing the deficit, capital flows in 2016 are expected to
be less, as a whole, than those registered in 2015. Foreign portfolio in-
vestment, in particular, is forecasted to decline, given the improvement
in economic conditions for the advanced economies compared to the
emerging markets, and the continued normalization of monetary policy
in the United States. Specifically, bonds placed on the international mar-
ket by both the public and private sectors are expected to generate fewer
resources, as is also the case with flows of foreign portfolio investment to
the local market (government debt and equity). This situation would be
offset partially by added net inflows of direct investment and resources
from foreign borrowing.

Net direct investment is expected to outpace that of last year. This would
be the result of increased flows to sectors other than mining and energy,
thanks to the momentum anticipated in the building of infrastructure and
resources from the sale of Isagén. In addition, Colombian investment
abroad is expected to be less than it was in 2015. This would compensate
for the expected reduction in FDI resources for the oil and mining sec-
tors, due to the low prices forecasted for those commodities.

More resources from foreign loans would be explained by the increase
in the national government’s debt with multilateral banks and by other
loans contracted by the rest of the non-financial public sector. The so-
called fourth generation infrastructure projects (4G) also will require
some resources from additional foreign borrowing.
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The forecast range for the current account deficit in 2016 is determined
by the uncertainty surrounding the terms and availability of financing, as
well as the sensitivity of some capital flows to the mining-energy sector
prospects and economic activity in general.
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Box 1

DEVELOPMENTS IN COLOMBIA'S BALANCE OF NON-FACTOR SERVICES

Celina Gaitan Maldonado
and Rocio Mora Quinones*

The external balance of non-factor services is a compo-
nent of the balance of payments that does not receive
a great deal of attention from market analysts. How-
ever, developments in the accounts that make up this
balance, and the relative importance they have gained
in recent years when it comes to prospects for adjust-
ing the external imbalance in the Colombian economy,
justify analyzing them in more detail.

The balance of services records the difference be-
tween what the Colombian economy earns and
spends on this item with the rest of the world. Twelve
cross-border activities are classified in this category.
They include the services provided through different
means of transport (air, maritime and others) in con-
junction with foreign trade (freight) and travel services
(passengers); transactions derived from the provision
of travel services, such as accommodation, food and
recreation, among others; business services (technical
assistance, administrative services, customer service,
etc.); and financial services, insurance and pensions,
among others."

1. 2000-2014 Period

During the last decade, Colombia registered a growing
deficit in dollars in its balance of non-factor services
(Graph B1.1). In 2004, this deficit came to USD 1,.798
b as a result of USD 2.453 b in revenue from exports of
services and USD 4.251 b in expenditure on imported
services. A decade later, by the end of 2014, the deficit
in the balance of services had increased to USD 6.682
b, when revenue came to USD 6.876 b as opposed
to USD 13.558 b in expenditure. In both cases, these
amounts were triple what they had been a decade ear-
lier. During this same period, the balance of services

*  Ms. Gaitdn is a specialized professional with the Programming
and Inflation Department and Ms. Mora is an expert profes-
sional with the Technical and Economic Data Department at
Banco de la Republica. Their opinions, as expressed in this arti-
cle, imply no commitment on the part of Banco de la Reptiblica
or its Board of Directors.

1  See “Balanza de pagos de Colombia. Metodologia y fuentes de
informacién”. Available in www.banrep.gov.co/economia/pli/
Metodologia_Balanza_Pagos.pdf
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as a portion of GDP did not change substantially and
fluctuated at around 1.5%.

The way trade in services performed during the last
decade is explained by several phenomena, which
are described in this section. As for income, the larg-
est increases were in the area of travel services. This
item includes sales of tourist and business services
in Colombia to non-residents (other than tickets for
transportation) (Graph B1.2). The value of these ex-
ports averaged around USD 1 b in the early years
of the previous decade, reaching USD 3.825 b by
the end of 2014. This amounts to more than 12.0%

Graph B1.2
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average annual growth during the last decade. A por-
tion of this performance is explained by aspects such
as the significant improvement in the perception
of security in Colombia during that period, which
stimulated a larger influx of tourists, business people
and investors, and the migratory wave of the late
nineties, which led a significant number of Colom-
bians to settle abroad and then visit the country as
non-residents.

Another highlight is the evolution of revenue from
transport services and other business services. The
respective average annual increases in these services
during the last decade came to 10.4% and 19.8% at
the close of 2014. In the case of transport, this devel-
opment is linked closely to the performance of travel
services (as described above), which bolstered reve-
nue from air transport passenger services. At the same
time, business services were propelled, in part, by the
increase in demand for consulting services (mainly tax
and legal) on the part of non-resident users who were
attracted by business opportunities in the country.

In the group of imports, the most significant increas-
es were also in foreign purchases of travel services,
transportation and business services (Graph B1.3).
In the first case, the outlays for these services went
from slightly over USD 1 b in 2004 to USD 4.678 b
at the end of 2014. This rise was associated mainly
with the effect of appreciation on the peso value of
tourist packages purchased by Colombians abroad. In
other words, the wealth effect that caused Colombian
income to appreciate in dollars (32.7% cumulative
appreciation between 2004 and 2014) made foreign
destinations more attractive and boosted these im-
ports as a result. Added to this was the expansionary
phase of the economic cycle (4.8% average annual
growth between 2004 and 2014); coupled with the

Graph B1.3
Annual Imports by Type of Services (2000-2015)
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effect of appreciation, it stimulated Colombian pur-
chases of tourism services and business travel abroad.

Transport services were bolstered not only by the per-
formance of foreign trade in the last decade, which
raised the demand for freight services, but also by the
increase in purchases of air passenger transport ser-
vices associated with the travel services phenomenon
mentioned earlier. The rising cost of transport services
was another element, linked closely to the price of oil,
which meant the value of these services rose during
the boom in oil prices. All these factors combined led
to 7.6 % annual average growth in transport services
between 2005 and 2014 (Graph B1.4).

In the case of business services, foreign purchases in-
creased at an average annual rate of 19.6% during the
period in question, going from nearly USD 600 m in
2005 to USD 2.725 b by the end of 2014. This per-
formance was associated with the rise in demand for
imported technical services to develop oil and mining
activities, amidst the mining-energy boom in the Co-
lombian economy during that time. The demand for
management consulting services increased as well (ac-
counting, tax and legal services, mainly) and stemmed
from companies with foreign direct investment (FDI)
that have come to Colombia. Colombian branches of
an important number of companies belonging to ma-
jor multinational groups carry out consulting contracts
they establish with their parent companies abroad,
generating an outflow for such services in Colombia.

The other factors that boosted imported services in the
last decade deal with rising expenses for the use of in-
tellectual and industrial property, and royalties for the
use of brands. This expansion is associated with the
rise in FDI registered during the period, as well as the
increase foreign payments for insurance, specifically in

Graph B1.4
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terms of reinsurance for the large investments made in
Colombia during the economic boom.

2. The Outcome in 2015 and Forecasts for 2016

Most of the factors that explain the evolution in the
country’s external balance of services during the last
decade have reversed as of late 2014, thereby chang-
ing the trend in the services deficit observed since
2004. The sharp drop in prices for oil and other com-
modities, as of mid-2014, and the impact this had
on variables such as the exchange rate, foreign trade,
economic growth and investment, had an important
effect, mainly on imported services and, to a lesser
extent, on exports. As a result, the deficit in the bal-
ance of services fell by USD 2.701 b between 2014
and 2015. This is explained by 5.7% annual growth
of exports (USD 390 m) and, above all, by an annual
contraction of 17.0% in imports (USD 2.312 b).

Given their share, the services that contributed the
most to the drop in imports were those related to busi-
ness (-30.2%), transport (-16.6%) and travel (-7.6%)
(Graph B1.5). On the export side (Graph B1.6), the
major contribution came from foreign sales of travel
services (11.0% annually). Exports of other services,
such as those associated with business and communi-
cations, also grew during 2015, but made an smaller
contribution. Given the 33.0% annual decline in ex-
ports of goods over the last year and the growth in
exports of services, the latter increased from less than
11.0% of total exports in 2014 to 16.0% by the end
of 2015, raising the relative importance of this source
of foreign exchange for the country.

In the central scenario for the balance of payments
outlined in Chapter I of this report, the deficit is ex-
pected to continue to decline during 2016 and pos-
sibly in the years thereafter. This would be due to the
delayed effect depreciation can have on decisions
regarding consumption, particularly those related to
tourism services. Also, the improvements in Colom-
bia’s external competitiveness, due to the adjustment
in relative prices, build interest in investment in sec-
tors with good potential for being service exporters,
which means an increase in revenue associated with
these sectors. This is particularly relevant, not only in
activities related to tourism, but also in those associ-
ated with other business services, such as health and
customer service platforms.
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Graph B1.6
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[l. DOMESTIC GROWTH: THE
CURRENT SITUATION AND
SHORT-TERM OUTLOOK

Annual GDP growth during the fourth quarter was 3.3%, which was at
the top of the forecast range outlined in the previous edition of the
Inflation Report. Accordingly, the increase for the entire year came

to 3.1%.

There were no major changes in GDP growth throughout the year. Howe-
ver, domestic demand slowed gradually, suggesting the economy
continued to adjust in an orderly manner.

During the first three months of 2016, the Colombian economy would
have expanded at a slower pace than in the fourth quarter of 2015.
The timing of the Easter holiday partly explains this performance, but
its effect likely will be reversed in the following quarter.

A.  GDP DURING THE FOURTH QUARTER AND ALL OF 2015
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According to the latest national account figures
published by the National Bureau of Statistics
(DANE), the Colombian economy grew 3.3%
during the fourth quarter of 2015 (Graph 20), a
similar pace to that of for the third quarter. This
figure was at the top of the forecast range outlined
by the technical staff at Banco de la Republica
in the previous edition of the Inflation Report
(between 2.6% and 3.6%, with 3.1% being the
midpoint). As such, growth during the entire year
came to 3.1%, as opposed to 2.0% in 2014. This
is 10 basis points (bps) above the figure of 1.0%
estimated by the technical staff one quarter ear-
lier (between 2.8% and 3.2%, with 3.0% being
the most likely figure). It is important to point
out that the GDP growth figures for 2014 were
revised downwards, from 4.6% to 4.4%.



The momentum in GDP was relatively uniform during 2015, with growth
at around 3.0% each quarter. However, domestic demand did show signs of
slowing throughout the year, thus continuing with the orderly adjustment
of the economy that has been observed since mid-2014. This reflects lower
terms of trade, as well as the impact the general increase in prices in the
economy and nominal depreciation of the peso against the dollar have had
on the spending capacity of households and businesses. The slowdown in
the Colombian economy also occurred in a context of less growth for our
major trading partners.

The slackening in domestic demand was mainly the result of lower growth
in investment, which is the item that registered the largest adjustments in
2015. One aspect of this aggregate that stands out is the drop in the tradable
component of gross capital formation, particularly investment in machin-
ery for industry and transport equipment. The setback in these two items
concentrated during the second half of the year. The non-tradable compo-
nent (construction of buildings and civil works) also slowed, but continued
to contribute positively to GDP growth (Table 4).

Both components of consumption (private and public) also slowed
with respect to 2014, though less than investment. As part of private

Table 4
Real Annual GDP Growth, by Type of Expenditure

2014 2015 2015
| Full year | 1 Qtr. Il Qtr. 111 Qtr. IV Qtr. Full year

Total consumption 4.3 4.1 3.7 4.4 3.6 3.9
Household consumption 4.2 4.4 3.8 43 3.0 3.8
Non-durable goods 3.2 4.4 4.1 4.6 3.4 4.1
Semi-durable goods 3.1 5.7 2.8 5.6 4.5 4.6
Durable goods 13.5 5.1 1.4 (4.8) (8.4) (2.0)
Services 4.7 4.4 4.2 4.5 3.7 4.2

End government consumption 4.7 1.9 2.2 3.3 4.0 2.8
Gross capital formation 11.6 6.5 0.8 3.4 0.2 2.6
Gross fixed capital formation 9.8 7.3 3.6 0.5 (0.0) 2.8
Agriculture, forestry, hunting and fishing 1.5 (5.4) (3.0 0.2 2.7 (1.5)
Machinery and equipment 7.1 0.6 (2.0) (0.3) (5.3) (1.8)
Transport equipment 10.0 41.3 6.0 3.1 (5.1 9.4
Construction and buildings 7.7 2.3 10.1 (8.2) 8.0 2.7

Civil works 14.0 3.7 7.2 7.6 2.5 5.2
Services 11.0 1.9 4.6 (3.3) 0.7 0.9
Domestic demand 6.0 4.4 3.1 4.2 2.6 3.6
Total exports (1.3) 4.1 (0.2) (5.2) (1.0) 0.7)
Total imports 7.8 12.3 0.7) 7.4 (2.9) 3.9
GDP 4.4 2.7 3.1 3.2 3.3 3.1

Sources: DANE; calculations by Banco de la Repdblica
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was below the
averages registered
since 2000.

consumption, expenditure on durables registered the most adjustments.
This has been the result largely of the effect of accumulated depreciation
in the nominal exchange rate and its pass-through to prices for durable
goods. The other components of private consumption performed well,
although with some deceleration in the final quarter of the year.

Net external demand (exports minus imports) contributed negatively to
GDP growth in 2015. Exports were down slightly in the aggregate for
the year, due to reduced foreign sales of mining products. This momen-
tum worsened towards the final quarter of 2015. Added to this is the
mediocre performance of non-traditional exports, which seem to have
been affected by low external demand linked to the tough times for our
major trading partners, and the limited response from export industries
to accumulated depreciation of the exchange rate. It is possible that weak
external demand, coupled with the higher cost of imported raw mate-
rials (due to peso depreciation), has prevented companies from taking
advantage of the gains in competitiveness derived from a more favorable
exchange rate.

Imports also slowed in 2015, registering less growth than in 2014 and at
a more sluggish pace than was predicted in earlier versions of this report.
The momentum in this item throughout the year was consistent with that
observed for the GDP components on the expenditure side, with import-
ed goods accounting for the largest share; that is, durable consumption
and investment in capital goods for industry and in transportation equip-
ment. On the supply side, the most dynamic branches during the year as a
whole were construction, retail sales and financial services, while growth
in the manufacturing industry and mining was below the averages on
record since 2000 (2.8% and 3.8%, respectively) (Table 5). Nevertheless,
the second half of the year saw a shift in favor of tradable production
(e.g., industry and agriculture) that is consistent with what was expected
following the sharp depreciation of the peso against the dollar.

The momentum in the construction sector (3.9%) is explained by good
performance for civil works (5.4%), although the growth in building con-
struction during the year as a whole was limited (2.1%). This reflects the
decline in non-residential building construction during the second half
of the year. As for civil works, it worth noting that road construction and
other engineering works were the component that fueled the momentum
in the sector. Payments made by local governments explain much of this
subsector’s contribution to growth of the Colombian economy.

Retail grew more than the economy as a whole. However, sales slowed
sharply towards the end of the year, particularly vehicle sales, which
were down 13.0% in 2015. In contrast, tourism seems to have been fa-
vored by peso depreciation: GDP for hotels and restaurants accelerated
compared to 2014 and expanded by 5.5%. This was consistent with the



Table 5

Real Annual GDP Growth, by Branch of Economic

Sector

Agriculture, forestry, hunting and fishing
Mining and quarrying
Manufacturing industry
Electricity, gas and water
Construction
Buildings
Civil works
Retail, repairs, restaurants and hotels
Transport, storage and communication

Financial, real estate and corporate
services

Social, community and personal services
Subtotal —aggregate value
Taxes minus subsidies

GDP

2014 2015 2015
| Full year | | Qtr. Il Qtr. 111 Qtr. IV Qtr. Full Qtr
3.1 1.8 2.5 4.3 4.8 3.3
(1.1) 0.2 4.2 (0.3) (1.4) 0.6
0.7 (1.8) 0.2) 3.2 4.0 1.2
3.4 2.2 1.5 4.0 4.0 2.9
10.5 3.1 8.2 0.4 4.3 3.9
8.1 2.1 8.9 (8.2) 6.8 2.1
13.4 3.6 7.4 7.7 2.9 5.4
5.1 4.9 3.6 4.6 3.6 4.1
4.7 2.8 0.4 2.0 0.5 1.4
5.7 4.9 3.8 4.2 4.2 4.3
5.2 2.7 2.5 3.2 3.4 2.9
4.3 2.6 3.0 3.0 3.2 3.0
5.6 4.1 4.0 4.5 3.5 4.0
4.4 2.7 3.1 3.2 3.3 3.1

Sources: DANE; calculations by Banco de la Republica

hotel occupancy rate, which surpassed 62% during the year-end season,
according to information from the Hotel and Tourism Association of Co-
lombia (Cotelco). The Civil Aeronautics Board (Aerocivil) reported an
increase of 10.1% in the number of passengers for domestic travel and
10.7% for international flights. In addition, information from the Min-
istry of Commerce, Industry and Tourism shows travel by land was up
as well. During December 2015, 4,414,285 vehicles passed through the
country’s highway toll gates. This represents an annual increase of 8.8%.

GDP for financial, real estate and business services continued to rise at a
relatively high rate (4.3% during the year). Given its share of GDP (19.6%)),
this sector remained one of those that contributed the most to economic
growth, as it has for several years.

The mining and manufacturing sectors have faced several negative supply
shocks so far this year. In mining, oil facilities were threatened by problems
with law an order, and there were difficulties in transporting coal and oil
output, all of which affected the sector’s performance. Production was up
1.5% during the year in the case of oil and down 3.5% for coal. Closure of
the Reficar Refinery during much of the year led to a significant downturn
in the production of petroleum products; their share of manufacturing GDP
had been close to 12%. Excluding oil refining, industry rose 1.6% dur-
ing the year and accelerated in the second half, with around 3.1% annual
growth versus 0% in the first six months.
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(Graph 21).

dectldectsdects B.  GDP IN THE FIRST QUARTER OF 2016
—Non-tradable GDP

The available indicators on performance of the

economy in the first quarter of 2016 suggest
GDP would have increased at a slower pace during this period than in
the final quarter of 2015. At the beginning of the year, the Colombian
economy continued to adjust slowly to the new realities regarding the
exchange rate and terms of trade. The forecasts outlined in this report
point to domestic demand that would be affected by less investment in
capital goods, while consumption would have continued to slow in an
orderly fashion. A look at the components of the latter shows a rate of
growth in household consumption that is similar to what was observed
last quarter. This is due to less of a pronounced decline in durable goods,
which would have been offset by additional slowdowns in the other com-
ponents of private consumption. As for government consumption, slug-
gishness consistent with the fiscal adjustments that have been announced
and implemented by the central government is expected. On the other
hand, exports and imports, in real terms, would have declined faster than
during the fourth quarter of 2015.

It is important to point out that the first quarter of 2016 had fewer working
days. This is because the Easter holiday was in March and not in April, as
happened in 2015. On previous occasions, the timing of this holiday had
an adverse but temporary impact on sector performance, particularly for
industry, as summarized by Parra and Pirajan (2013).° In that document,
the authors estimate the impact of the Easter holiday on GDP growth is
close to 40 basis points. In the second quarter, with a higher number of
working days, this effect should be reversed, leading to an improvement
in the performance of these indicators, particularly during April.

6 See the Inflation Report, June 2013, Box 1 “Calendar Effects on Economic Activity in Colombia.”
For information on the methodology, see Borradores de Economia, no. 820 and no. 888, 2015.
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At any rate, there is a great deal of uncertainty about how the economy
performed in these first three months, especially since the various eco-
nomic indicators show mixed results. The “strong indicators”, those pro-
duced by DANE that serve as input for estimating GDP, suggest economic
performance in the first quarter was good; while the auxiliary indicators,
which are obtained from other sources, paint a less promising picture.

In fact, the DANE monthly retail trade survey (MRTS) showed 5.4%
annual growth in total sales by February. This is higher than the figure
on record for the first two months of the year (4.3%) and represents an
acceleration compared to the fourth quarter of 2015, when these sales
were down 0.4% (Graph 22). Discounting vehicle sales, the remaining
items increased 6.9% from the same month last year (Graph 23). For the
two months, growth was 6.1%. In this case, the
data also suggest a build-up in the momentum in
monthly retail sales compared to the figure at the
end of 2015.
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Graph 24
New Vehicle Registrations
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Graph 25
Consumer Confidence Index and Quarterly Average
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Graph 26
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confidence index (CCI) is a case in point. With
the information up to March, it again revealed
historically low levels (Graph 25). The average
for the quarter was the lowest since records have
been kept, suggesting a slowdown in household
consumption during that period. However, the
correlation between these two series has weak-
ened in recent quarters. Banco de la Republi-
ca’s monthly survey of economic expectations
(MSEE) in February also indicates the annual
increase in private consumption slowed during
the first quarter of the year, versus what was ob-
served during the fourth quarter of 2015.

The recent behavior of the job market also points
to an increase in the likelihood of a slowdown in
private consumption. Signs of deterioration in
working conditions in Colombia were observed
during the first quarter of 2016. By the moving
quarter ended in March, the unemployment rate
(UR) in all geographic domains had increased
with respect to the same period last year, except
in the rural areas, where there were no changes
(Graph 26). During that moving quarter, the un-
employment rate was 10.7% nationwide, 5.9%
in the rural areas, 11.9% in the country’s munic-
ipal seats and 11.5% in the thirteen major met-
ropolitan areas. When discounting the seasonal
effect, we still see an upward trend in the UR
nationwide and in the thirteen major municipal
areas (Graph 27).

This was explained by a slowdown in employ-
ment (measured by the employment to working
age population ratio, ER) and an increase in
participation (according to the global partici-
pation rate, GPR) (Graph 28). The slowdown
in employment is evident when analyzing the
behavior of the number of employed, which
only increased 0.9% annually nationwide dur-
ing the quarter ending in March and 0.5% in
the thirteen major metropolitan areas (Graph
29 , Sections A and B). This growth is still
positive, thanks to the behavior of salaried em-
ployment, which rose 1.4% annually during the
same period, while non-salaried employment
declined by 0.5%. As with total occupation, the
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Graph 28

seasonally-adjusted series show several months
of stagnation in the level of salaried employ-
ment (Graph 30).

In terms of disposable household income, the
increase in consumer loans (nominal) between
January and March came to 11.5%, which is less
than at the end of last year (11.8%). Also, the
cost of access to this type of lending rose, as in-
terest rates increased in nominal terms, broaden-
ing the margin.

On gross capital formation, the available fig-
ures on imports of capital goods (recorded in
constant pesos) and the registration records

Global Participation Rate (GPR) and Employment Rate (ER)
(Seasonally adjusted, the thirteen major metropolitan areas)
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Number of Employed and Annual Variation
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Graph 30

Employment, by Type of Occupation

(Thirteen major metropolitan areas, seasonally adjusted
moving quarter)
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Graph 31

Imports of Capital Goods for Industry and Transport
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for working vehicles point to less investment
spending on machinery and equipment, and on
transport equipment during the first quarter of
2016 (Graph 31). Low international prices for
the commodities Colombia exports and a further
depreciation of the nominal exchange rate would
continue to affect investment decisions, both in
the mining sector and in other branches of the
economy. In the case of civil works, a decline
is anticipated, partly due to a high base of com-
parison for the same period of 2015. In contrast,
investment in building construction is expected
to perform well, especially construction in the
residential sector.

In terms of foreign trade, the figures published
by DANE and by the National Tax and Customs
Authority (DIAN) on exports in dollars indicate
major setbacks, even when these same figures
are expressed in real pesos. This situation would
be due mainly to poor performance in sales of
mining products. Something similar would have
happened in the case of imports. The figures in
dollars also contracted sharply in January and
February. When converting them to constant pe-
sos, the reductions are significant as well, even
more so than in the case of exports. The largest
adjustments occurred in capital goods and con-
sumer durables, which would be consistent with
the way tradable domestic demand is expected
to have behaved during the first quarter.

As for the different branches of industry, the
indicators at hand suggest an uneven economic
performance in the first quarter of 2016, which
points to a slowdown in growth compared to the

fourth quarter of 2015. The best news comes from agriculture, commerce
and manufacturing. Mining, in contrast, has not performed well. The fig-
ures for construction show mixed results.

According to the National Federation of Coffee Growers, although the
increase in coffee production declined from 24.5% in the fourth quarter
of 2015 to 9.6% in the first three months of 2016, the sector continued
to perform well, above what was anticipated three months ago and better
than the economy as a whole (Graph 32).
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Graph 32
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Graph 33

Total Real Industrial Production
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The slaughter of livestock has continued to in-
crease, although at a modest rate (1.9% for the
two months from January to February). However,
it is still uncertain what impact El Nifio weather
will have on this subsector of the economy.

Performance in industrial manufacturing has
been favorable, likely due to the reopening of
Reficar and the effect accumulated depreciation
has had on the tradable sectors, such as those
producing clothing, textiles and leather goods.
According to the DANE Monthly Manufacturing
Survey (MMS), this sector grew 8.2% overall in
February and, if oil refining is excluded, growth
in the other manufacturing industries comes to
5.7%. So far this year, manufacturing overall
would have expanded by 7.9%, as opposed to
5.0% without oil refining. The trend component
of both series shows a significant increase and
confirms the recovery in industrial manufactur-
ing (Graph 33). Yet, the situation is still far from
uniform, and some sectors associated with sugar
processing and the manufacture of vehicles and
engines have registered important declines.

In this regard, the Fedesarrollo business opinion
survey for the industrial sector, with information
up to March, showed further improvements in
both orders and inventories, suggesting the re-
covery would continue. Expectations for three
months out have improved as well, but in an en-
vironment where the volatility indicator is high
and makes it impossible to ratify any clear trend.
In summary, industrial confidence improved

during the first three months compared to what it was a year earlier. Moreover,
according to the Business Opinion Survey conducted by the National Business
Association of Colombia (ANDI), the use of installed capacity is at levels close
to its historical average, and the business climate is better. The exchange rate, raw
material costs and less demand are the main problems cited by the industrialists
who were polled for the ANDI survey.

According to figures released by the Colombian Mining Association (ACM), coal
production during the year up to February stood at 13.1 million tons, which im-
plies an annual contraction of around 7.0%. However, the outlook for the sector is
more troubling when considering that coal exports fell 10.5% during March. This
is based on the figures for export volumes published by DANE.
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Graph 34
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Oil production also continued to decline at the
beginning of the year, at an increasing pace and
reaching levels under one million barrels per day:
951 thousand barrels per day (tbd) compared to
993 tbd the quarter before. The annual contrac-
tion in the sector during the first three months of
the year came to 7.4%. By March, with at 916
tbd, production was down 10.3% with respect to
the same month a year ago and 4.2% compared to
the month before (Graph 34).

The indicators for construction show mixed per-
formance. Cement production and sales were up
5.8% and 3.6%, respectively, as shown by figures
up to February. In contrast, building permits were
down 23.3%. Although the statistics on concrete

show 3.2% growth overall, there are some internal disparities. For exam-
ple, concrete for buildings and homes is growing (11.4% and 4.7%, re-
spectively), but has contracted sharply for civil works and other types of
construction (-9.9% and -7.3%).

All these factors seem to indicate annual GDP growth in the first quarter
of 2016 would be less than what it was in the final quarter of 2015. Ac-
cordingly, growth is expected to have been between 1.8% and 3.2%, with
2.5% being the most likely figure. The breadth of the forecast range is con-
sistent with the uncertainty surrounding the performance of government
consumption and civil works, among other factors.
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[1l. RECENT DEVELOPMENTS IN
INFLATION

At the end of the first quarter of 2016, annual consumer inflation conti-
nued to trend upward, exceeding the forecasts outlined in the pre-
vious edition of the Inflation Report.

The average of the core inflation indicators also continued to rise during
that quarter, remaining above the target set by the Board of Directors
of Banco de la Republica.

The current bout of El Nifio weather, coupled with the accumulated de-
preciation of the exchange rate and increased indexation explain the
bulk of the price hikes witnessed so far this year.

Consumer prices during the first quarter of the year remained subject to
considerable upward pressures. Annual inflation in the consumer price in-
dex (CPI) was 7.98% by the end of March; that is, 121 basis points above
the rate posted in December 2015 (Graph 35 and Table 6). This time, as
was the case several quarters earlier, the outcome for inflation exceeded
predictions of market analysts and those of the
technical staff at Banco de la Republica.

The hikes in consumer prices during the first three
months of 2016 were widespread, with swell-
ing annual changes in all the major groups that
make up the CPI basket (tradables, non-tradables,
regulated items and food). As in the previous two
quarters, the price increases on this occasion came
from two main sources: 1) significant accumulat-
ed depreciation of the peso against the dollar as of
mid-2014, which rose to 80.67% for the average
in February 2016, and 2) the climate shock caused
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= Observed inflation Target inflation

Sources: DANE and Banco de la Repdblica.

mar-14 mar-15  mar-16 by El Nifio, which has been one of the most in-
""" Target range tense phenomena of its type in last five decades.
While depreciation directly affected prices for
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Table 6
Consumer Inflation Indicators
(At March 2016)

Description
Total
Excluding food
Tradables
Non-tradables
Regulated items
Food
Perishables
Processed
Meals outside the home
Core inflation indicators
Non-food
Core 20

CPI excluding perishable foods, fuel and

public utilities

Inflation excluding food and regulated items

Average of all the indicators

Weighed Dec-15 Jan-16 Feb-16 Mar-16
100.00 6.77 7.45 7.59 7.98
71.79 5.17 5.54 5.88 6.20
26.00 7.09 7.39 6.97 7.38
30.52 4.21 4.46 4.86 4.83
15.26 4.28 5.02 6.35 7.24
28.21 10.85 12.26 11.86 12.35
3.88 26.03 31.31 27.42 27.09
16.26 9.62 10.22 10.26 10.83
8.07 5.95 6.78 7.09 7.53
5.17 5.54 5.88 6.20
5.22 5.56 6.25 6.48
5.93 6.13 6.41 6.57
5.42 5.69 5.75 5.91
5.43 5.73 6.07 6.29

Sources: DANE; calculations by Banco de la Reptiblica
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tradable goods and services and had an indirect impact on non-tradable
costs, El Nifo has affected mainly perishable foods and energy prices.

Consumer prices in 2016 also began to feel the second-round effects as-
sociated with the increase in inflation last year, due to the activation of
several indexation mechanisms. This has been the case with a number of
services related to education and health, among other items.

In contrast, demand does not seem to have been an inflationary factor so far
in 2016. As noted in Chapter IV of this report, the estimates of the output
gap indicate it stayed near zero in 2015 and during the first months of 2016.
Even so, the lower spending growth during those quarters does not seem to
have diminished the upward pressures mentioned earlier.

Since the beginning of 2015, the shocks caused by the exchange rate and
the weather have passed through to consumer prices largely via costs.
This has continued so far in 2016. In the case of non-labor costs, despite
some moderation in the early months of the year, the adjustments are still
significant, judging by the behavior of the producer price index (PPI) for
domestic supply (the imported PPI, plus the PPI for goods produced and
consumed internally). Its annual variation was 8.6% by March, which is
slightly lower than in December 2015 (9.6%) (Graph 36). The decline
in the first three months of the year (from 18.0% in December to 11.5%
in March) is due to the imported component, thanks to appreciation of
the peso since mid-February. In contrast, the PPI for goods produced and
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consumed rose from 6.0% in December to 7.3%
in March, mainly because of pressure from the
agricultural PPI, which has been affected by El
Nifio weather, among others factors.

As for labor costs, the recent momentum in wage
adjustments, given the data at February and
March, may signal rising inflationary pressures.
Although these adjustments exceed the inflation
target by quite a bit, they are still at rates below
than the hike in the minimum wage (the situation
observed in industry is an exception). Wages in
heavy construction and home building are a case
in point, having increased at an annual rate of
nearly 4.7% in March, while wages in commerce
went from a 5.6% increase by February to 5.9% in
March. Those in industry rose from 6.1% to 8.9%
(Graph 37).

A.  CORE INFLATION

Core inflation so far this year, which is measured
as the average of the four indicators tracked by
Banco de la Republica, continued the upward
trend witnessed since the fourth quarter of 2014.
This average rate of inflation increased to 6.29%
in March, from 5.43% last December (Table 6).
In fact, all the core inflation indicators were up
during the first quarter. The largest hike was in
the CPI for basic foods, fuel and utilities (6.57%);
the lowest was in the CPI excluding food and
regulated items (5.91%). The Core 20 CPI stood

at 6.48% and the CPI excluding food was 6.20% (Table 6, Graph 38).

The expansion in the annual change in the non-food CPI during the first
quarter of 2016 is explained mostly by regulated items, but there also
were significant upward pressures on the tradable and non-tradable seg-
ments (Table 6, graphs 39 and 40). Inflation in the regulated component
went from 4.28% in December to 7.24% in March, accentuating the up-
ward trend observed in 2015. Accordingly, slightly more than 37.0% of
the increase in annual inflation during the first quarter originated in that

group.

Although the price increases in the consumer basket were generalized,
the main ones focused on public utilities. The annual inflation in this item
by March (14.0%) far exceeded the December figure (9.7%). Two factors
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Graph 38
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Graph 39
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influenced this behavior: the first one concerns
El Nifio weather and other supply shocks that
have prompted sizeable rake hikes for gas and
energy; the second is due to the activation of
mechanisms for indexation to both the CPI and
the PPI, plus accumulated depreciation of the
peso.

Gas prices have been affected by bottlenecks in
transport and by the high demand placed on the
plants producing thermal energy. These facili-
ties have had to make up for less hydroelectric
power being generated because water reservoirs
are low due to lack of rain as a result of El Nifio.
This situation has affected electricity rates,
which also have been influenced by peso depre-
ciation, as well as higher costs because of in-
dexation to the CPI and the PPI, and less power
being generated at the start of this year when the
Guatapé¢ hydroelectric plant went off-line.

The rate hikes for water, sewage and garbage
collection, particularly in March (and prob-
ably again in April) are due to the activation
of indexation mechanisms. This effect operates
whenever 3 pp of inflation accumulate as of the
most recent rate hike, which happened during
the fourth quarter of last year. A new increase
in these rates at the end of the year is possible
if consumer inflation accumulates another 3.0%.

The regulated CPI for transportation (urban
public transportation) rose as well, but the in-
crease was more moderate, having gone from
3.3% in December to 4.5% in March. This rise
reflects the increase in fares for public transpor-
tation in Bogota and Cali during the first quarter
of this year. In the case of fuel, prices declined
during the first three months and the annual
change remained in negative territory, but it did
increase from -7.3% in December to -4.7% in
March (Graph 41). This is explained by a very
low base of comparison for the same period in
2015, when the Colombian government decided
to reduce the price of gasoline by 300 pesos,
considering the drop in international fuel prices
at the time.
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Tradables (excluding food and regulated items)
were the other main contributor to the rise in
non-food inflation during the first quarter. By
March, the annual change in this indicator was
7.4% compared to 7.1% in December, with this
group being responsible for 5.3% of the rise in
total inflation during the period. Accumulated
depreciation, which began in July 2014 and last-
ed until mid-February 2016, explains the bulk of
the build-up in these prices, which nevertheless
has not been as intense as it was during the sec-
ond half of 2015.

mar-14 mar-15 mar-16

~Fuel  —Transportation In this regard, between July 2014 and March

2016, the Colombian peso deprecated 69.3%

against the dollar (bilateral exchange rate) and
49.8% against a basket of currencies of different countries, weighted ac-
cording to their participation in Colombian trade (multilateral exchange
rate). This is an important factor to bear in mind. During the same period,
the cumulative increase in the tradable CPI excluding food and regulated
items came to 10.7%. Based on that figure, the elasticity of these prices
to the exchange rate is estimated at 15.0% in the case of the bilateral ex-
change rate and 21.5% in the case of the multilateral rate. These values
are even lower than those observed during the episode of depreciation
that occurred between April 2002 and September 2003 (32.0% bilateral
and 46.3% multilateral), but higher than those observed between March
and September 2006, and between June 2008 and July 2009.

The change in the non-tradable CPI excluding food and regulated prices
rose from 4.2% in December to 4.8% in March, unlike what happened
in the fourth quarter of 2015 (Table 6 and Graph 39). This is the highest
level for that group since mid-2009. The price increase, which was gener-
alized in this CPI sub-basket, can be attributed largely to the activation of
various indexation mechanisms; however, it also was due to peso depre-
ciation and increased costs, including the minimum wage hike.

The annual change in the CPI for goods and services that are most prone
to indexation (health and education, among others) increased from 4.7%
in December to 5.9% in March. However, in the case of rentals (a price
usually indexed to past inflation), the increases were scant and the annual
variation stood at 3.9% in March, which is quite near the December fig-
ure. This performance could be explained by an ample supply of housing,
especially in the more expensive segments of the market, given the fact
that demand would have weakened. However, there is very little evidence
in this respect and price indexation in these cases can lag more than ex-
pected. On the other hand, the items most affected by the exchange rate

51|



Graph 42
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varied 5.8% annually by March compared to 5.2% in December, which
also is more of an increase than the quarter before.

Given the absence of demand-pulled pressures, some of the other factors
that can explain the growing increases in prices for non-tradables, apart
from indexation and depreciation, are the hikes in non-wage costs men-
tioned initially. The rise in inflation expectations in recent quarters points
in the same direction

B. FOOD INFLATION

The food CPI continued to fuel annual consumer
inflation during the first three months of 2016,
as it has for several quarters. By March, the an-
nual change in this sub-index was 12.4%, as
opposed to 10.9% in December. This outcome
beats the forecasts by Banco de la Republica’s
technical staff (Graph 42).

The rise in food prices as of mid-2015 and at
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Sources: DANE; calculations by Banco de la Repiiblica
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the beginning of this year is associated with the
mar-14  mar-15  mar-16 negative impact of the current bout of El Nifio
weather. International meteorological agencies
consider it to be one of the most intense in his-
tory. This phenomenon, which has led to considerably less rainfall, has
reduced the country’s agricultural supply by affecting farm productivity
and the cattle sector, and by postponing decisions on planting new crops.
El Nifio has sparked major increases, especially in the prices of perish-
able foods (vegetables, fruits and tubers): the annual change in the re-
spective CPI stood at 27.1% in March, compared to an already high rate
by December (26. 0%).

Although climate shock is the most important factor in explaining the
sharp increases in the food CPI, it has not been the only source of up-
ward pressure. During 2015 and in 2016 to date, these prices also were
affected by accumulated depreciation of the peso. Added to this is the
rise in international food prices witnessed so far this year, all of which
has pushed up prices for processed foods, a large percentage of which
are imported or have a high percentage of imported input. The annual
change in this item was 10.8% by March, surpassing the increase by
last December, which came to 9.6%. Particularly noticeable within this
group was the upward momentum in prices for fats, oils, cereals, sugar
and milk. In addition, the annual change in the CPI for meals outside
the home (7.5%) rose again during the first three months of this year,



Gragh 43 . affected by higher food prices, rate hikes for
(F/(\)r?nuglP Ic’ha\r/uggoups public utilities, and the increase in the mini-

mum wage (Table 6 and Graph 43).
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ELASTICITIES IN EXCHANGE RATE PASS-THROUGH TO PRICES

Edgar Caicedo G.
Paola Andrea Jaramillo C.
Nicolds Martinez C. *

Monetary policy in Colombia is governed by an infla-
tion targeting scheme designed to keep the rate of in-
flation low and stable. For this reason, it is important
to measure and understand how prices in the economy
respond to fluctuations in the exchange rate, an effect
known in economic literature as pass-through (PT). An-
nual consumer inflation trended sharply upward during
2015 and in 2016 to date, reaching in 7.98% by March
2016. This was due to a variety of variables, one of
which is the considerable extent to which the peso has
depreciated against the dollar since July 2014. This trend
peaked in February 2016, when the monthly average
exchange rate was COP 3,357.5 per dollar.

The purpose of this box is to show how the various price
indicators in Colombia have evolved during the different
periods of depreciation since the year 2000 and to draw
a comparison. Based on the information obtained, the
authors offer an approximation of the degree to which the
bilateral exchange rate (with the dollar US) and the mul-
tilateral rate (calculated with the currencies of our main
trading partners) have passed through to several indexes;
namely, the prices of imports goods (IP), the imported
producer price index (imported PPI) and the consumer
price index for tradables (tradable CPI). It is important to
point out that the PT calculated for this article is limited
and quite simple, as it is not intended to be a precise es-
timate of the lag in the time it takes the exchange rate to
pass through to prices, nor is it controlled by the state of
the economy or intended to identify the degree of asym-
metry between periods of depreciation and appreciation.

The method used by the authors to estimate the degree of
PT consists of calculating a simple elasticity between the
accumulated change in each price indicator and the bi-
lateral or multilateral exchange rate for the four deprecia-
tion periods that have occurred since 2000 (Graph B2.1).
The initial value for each series is the first month of each
phase of depreciation, and the final month is the ceiling
reached by the exchange rate and by each price variable
that is taken into account. It is important to clarify that the

Mr. Caicedo is a senior economist in inflation and Ms. Jaramillo
and Mr. Martinez are student interns. They all work with the
Programming and Inflation Department at Banco de la Republi-
ca. Their opinions imply no commitment on the part of Banco
de la Republica or its Board of Directors.
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Graph B2.1
Periods of RMR Depreciation in Colombia (monthly
average) (2000-2016)
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Sources: Financial Superintendence of Colombia and calculations by Banco de la Reptblica

peak of the exchange rate in each phase of depreciation
does not necessarily coincide with the ceiling of the price
variable being compared. The tradable CPI is a case in
point; its maximum value invariably was reached several
months after the ceiling for the exchange rate, given the
lag with which PT operates.

1. Prices of Imported Goods (IP)!

As shown in Graph B2.2, the changes in prices for im-
ported goods adjusted quickly and without delay to
fluctuations in the representative market rate of ex-
change (TRM) during all the periods studied. The bi-
lateral exchange rate elasticity of import prices in April
2002-March 2003, when it was highest, closed at 68.8%.
In contrast, during June 2008-February 2009, at its low-
est, it was 33.4%. In the current period of depreciation,
elasticity (40.2%) is higher than in the third period, but
lower than during the first (Graph B2.3).

1 The terms of trade index is defined as the ratio of the export
price index (PX) to the import price index (IP). This last price
variable was used, as it offers the advantage of having broad
coverage because it includes a high percentage of the transac-
tions that are carried out. For further details see, “Metodologia
de calculo de los indices de precios de exportaciones, importa-
ciones y términos de intercambio segn los indices de precios
del productor (IPP)”. Available in: http://www.banrep.gov.co/
sites/default/files/paginas/Nota_metodologica_terminos_inter-
cambio_comercio_exterior.pdf



Graph B2.2
RMR: Prices of Imported Goods
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Graph B2.3
Elasticity” RMR: Prices of Imported Goods
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The pass-through of the multilateral exchange rate to
import prices has been greater than the pass-through
calculated with the bilateral exchange rate in the de-
preciation periods from April 2002 to March 2003
(98.42%), June 2008 to February 2009 (55.41%) and
July 2014 to February 2016 (55.43%). Between March
2006 and June 2006, the elasticity of the multilateral
exchange rate (49.0%) and the bilateral exchange rate
(49.3%) tended to be similar (Table B2.1).

2 Imported PPI

As with import prices, the pass-through of changes in the
bilateral exchange rate to changes in the imported PPI
was the highest during the episode of depreciation be-
tween April 2002 and March 2003 (72.3%). The lowest
occurred during the episode from June 2008 to March

2009 (32.9%). In the current depreciation period up to
February 2016, elasticity stands at 38.0% (Graph B2.5).
It should be noted that, in general, both the bilateral
and multilateral elasticities of the prices of imported
goods are close to those of the imported PPI. This last
index also adjusts quickly to changes in the RMR, with
no significant lag (Table B2.1).

3. Tradable CPI

As with the other price indicators studied, the degree of
pass-through to the tradable CPI is higher in the case of
the multilateral exchange rate than what was observed
with the bilateral exchange rate during the periods in
question, except for the episode of depreciation between
March and June 2006, when the elasticities were similar.

During the period with the highest elasticity of bilateral
exchange rate pass-through to prices for consumer trad-
ables (2002-2003), once the RMR reached its peak in
March 2003 (COP 2959.01), the response from the trad-
able CPI extends for more than a year, up until June 2004
(Craph B2.6). This is important to note.

In the current episode of depreciation, the elasticity
of the tradable CPI to fluctuations in the bilateral ex-
change rate came to 15.0%. This is far less than the
level observed for the period from April 2002 to June
2004, when it was highest (55.2%). However, it sur-
passed the extent observed between June 2008 and
April 2009, when it was lowest (7.5%) and is some-
what less than the elasticity of 17.6% calculated for the
depreciation period in 2006 (Graph B2.7).

The main findings were the following:

* The pass-through of exchange rate fluctuations to
prices for imported goods and the imported PPI is
greater than pass-through to the tradable CPI. This
suggests that the longer the marketing chain, the more
exchange rate pass-through to prices tends to dilute.

* Inthe case of the index of import prices obtained from
terms of trade and the imported PP, fluctuations in
the exchange rate tend to pass through immediately.
This does not happen with the tradable CPI, which
tends to adjusts with a lag of one quarter or more.

* Ingeneral, bilateral exchange rate pass-through was
observed as being less than multilateral exchange
rate pass-through. The only exception was the epi-
sode of depreciation that occurred between March
and June 2006, when the figures were similar.

* The extent of pass-through is different in each epi-
sode of depreciation, and this depends on the in-
tensity and duration of peso depreciation and the
state of the economy.
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Table B2.1
Pass-through Coefficients (Bilateral and Multilateral)

Exchange Rate (ER) Prices (P)
Bilateral ERY Multilateral ERY Irljwrliof)ert]entjjéxo?(;s Imported PPI ‘ Tradable CPI

Apr-02 2,263.11 127.08 88.30 84.55 72.07
Mar-03 2,959.01 154.38 106.97 103.34
Jun-04 84.31
Accumulated change (percentage)” 30.75a, 21.48 a, 21.14 22.22 16.98
Flasticity Bilateral ER p/a, 68.76 72.27 55.24

Multilateral ER p/a, 98.42 103.45 79.06
Mar-06 2,262.36 126.99 102.29 98.52 88.24
Jun-06 2,542.24 142.80 108.53 104.54
Sep-06 90.17
Accumulated change (percentage)” 12.37 b, 12.45 b, 6.10 6.11 2.18

N Bilateral ER p/b, 49.33 49.39 17.61

Elasticity

Muiltilateral ERp/bz 49.02 49.08 17.50
Jun-08 1,712.28 103.34 88.12 86.77 97.70
Feb-09 2,513.74 132.50 101.90 99.99
Mar-09 100.14
Apr-09 101.13
Accumulated change (percentage)® 46.81 ¢, 28.22 ¢, 15.64 15.41 3.52
Flasticity Bilateral ER p/c, 33.41 32.92 7.52

Multilateral ER p/c, 55.41 54.59 12.47
Jul-14 1,858.40 92.88 92.25 91.87 106.85
Feb-16 3,357.50 147.22 12217 120.05
Mar-16 119.74
Accumulated change (percentage)” 80.67 d, 58.50 d, 32.43 30.67 12.06

Bilateral ER p/d, 40.20 38.03 14.95

Multilateral ER p/d, 55.43 52.43 20.62

a/ Pertains to the change from the start of the initial period of devaluation up to the maximum value registered for the RMR (monthly average) and the index of each inflation indicator.
b/ Pertains to the representative market rate of exchange (RMR) (Colombian peso/US dollar).

¢/ Pertains to the average nominal exchange rate for the Colombian peso (non-traditional trade weighted) with respect to the currencies of Colombia’s major trading partners.

Sources: : Financial Superintendence of Colombia and DANE; calculations by Banco de la Repiblica.
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Graph B2.4
RMR — Imported PPI
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a/ The change from the start of the period of depreciation up to the maximum value regis-
tered for the RMR and the imported PPI.

Sources: Financial Superintendence of Colombia and DANE; calculations by Banco de
la Repiiblica

Graph B2.5
Elasticity¥ RMR-Imported PPI
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Graph B2.6
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Graph B2.7
Elasticity” RMR-Tradable CPI
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The risks
contemplated

in the past have
materialized,
particularly those
related to less growth
for our major trading
partners and the
region.
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V.  MEDIUM-TERM
FORECASTS

The growth forecast for 2016 was reduced to 2.5%, within a range of
1.5% to 3.2%. There is a great deal of uncertainty about growth, and
the risks are tilted to the downside, mainly due to the performance
of our trading partners.

The central forecast for annual consumer inflation in the next eight quar-
ters was raised in this report, compared to the previous edition.

The inflationary shock would persist longer than previously anticipated.
This is due to the effect of El Nino weather, which has been more
intense than anticipated, and to the significant amount of indexation
that has occurred.

A.  ECONOMIC GROWTH IN 2016

The most likely forecast for GDP growth this year was revised downward
in this report compared to the forecast published last quarter. According
to the information available for the current year, some of the risks consid-
ered in the last report have materialized, particularly those related to less
growth for our major trading partners and the region. This deterioration oc-
curred along with terms of trade that would be lower than in 2015, and an
exchange rate that will continue to depreciate more than last year. Added
to this is higher-than-expected consumer inflation and adjustments in mon-
etary and fiscal policies that are aimed at a less expansionary stance, all in
an environment of considerable uncertainty.

The major changes in assumptions about the external situation, compared
to the previous edition of the Inflation Report, are related a lower growth
forecast for our major trading partners. As explained in Chapter I of this
report, worse performance is in the region, especially in the case of Ven-
ezuela, Brazil and Ecuador. This would weaken external demand for Co-
lombian goods and services even more than was forecasted in the previous



The additional
setback forecast

for terms of trade

in 2016 is bound

to have an impact
public spending and
investment.

Domestic demand
in 2076 will
increase at lower
rates than those
witnessed last year.

report; especially in the case of those classified as non-traditional exports.
Moreover, the possibility of the risk associated with these countries spread-
ing to the external vulnerability indicators of other countries in the region,
including Colombia, cannot be ruled out. In contrast, the normalization of
monetary policy in the United States is expected to occur more slowly than
anticipated in earlier versions of this report. However, this would not imply
challenges to external financing for the Colombian economy beyond those
that were contemplated last quarter and originate with increases in the cost
of financing.

The prospect of lower prices for Colombia’s main commodity exports is
maintained in this report. Implicit in the forecasts presented herein for the
most likely scenario is an international price for oil at around USD 35 per
barrel in 2016. Price declines for coal and ferronickel also are expected. As
explained in Chapter I, although this would be less than the level observed
in March and the first weeks of April, the fundamentals of the oil market
suggest there is a high risk that the prices posted recently will not hold in
short and medium term.

All this assumes a setback in terms of trade for the year, although less than
the 2015 decline. The effect this would have on available national income
would impact government spending and the performance of investment in
the mining-sector. The latter is suggested by recent announcements by a
number of companies in the sector indicating they plan to reduce produc-
tion and operations.

Accordingly, domestic demand in 2016 would not live up to the growth
rates observed during the past year. Specifically, gross fixed capital forma-
tion is not expected to perform well, partly because of the cutbacks an-
ticipated by firms in the mining sector. The forecasts developed by Banco
de la Republica’s technical staff and outlined in this report also assume
the adjustment in the Colombian economy would occur mainly through
private investment, which accounts for a large share of imported goods. In
this sense, accumulated depreciation of the nominal exchange rate and the
pass-through of interest rate hikes to the market would affect spending on
capital goods and transport equipment more than was forecasted earlier.

In the case of spending on investment in construction, which is probably
less import-intensive, positive growth is expected, above the other of items
that make up gross fixed capital formation. In principle, building construc-
tion should receive a boost from the residential side, associated with con-
solidation of the second version of national government’s proposed Plan
to Improve Productivity and Employment (PIPE 2.0), and from the subsi-
dized interest rate for new home purchases. The construction of civil works
in 2016 would continue to be fueled by spending on a number of strate-
gic projects for roads and airport facilities that already are underway in
different parts of the country, in addition to initial payments on contracts
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awarded for work associated with the start-up of infrastructure projects
that are part of the so-called fourth-generation concession program (4G).
Even so, it is estimated that the increase in this component of GDP would
be slightly less than it was in 2015

A slowdown in private consumption also is expected. Growth in this sector
is tempered by several factors. The first relates to the rise in the level of
consumer prices, which tends to diminish the purchasing power of house-
hold income in Colombia, even though the second half of the year is ex-
pected to see some reduction in inflation (as explained in Section B of this
chapter). Added to this is the effect of the recent interest rate hikes, which
discourage demand for credit on the part of consumers. Moreover, this
report anticipates a less dynamic job market and an unemployment rate
that could continue to rise, which would bring additional pressure to bear
on disposable household income in real terms.

With respect to government spending, as outlined in earlier editions of this
report, the probability that the central government will strengthen the fiscal
adjustment it has undertaken and thus the actual effects this would have,
remains unchanged,

Foreign trade is expected to show some annual declines. To begin with,
traditional exports (in real terms) would be affected by planned reductions
in oil and coal production, as announced by a number of companies in
the mining sector. There would be no significant growth in coffee exports,
partly because of the high base of comparison for 2015. Secondly, non-
traditional exports would face barriers to expansion, partly because of the
prospect of poor performance on the part of our trading partners. Estimates
show the gains in competitiveness derived from accumulated depreciation
of the exchange rate, would not be reflected entirely in non-traditional ex-
port performance, largely because this production would be used to satisfy
domestic demand. Consequently, a certain degree of import substitution
for domestic products is anticipated for 2016. Fewer imports are also an-
ticipated, due to the way domestic demand for tradables is expected to
behave; namely, consumer durables, and investment in machinery for in-
dustry and in transportation equipment.

On the supply side, accumulated depreciation of the peso is expected to
bolster performance in numerous branches of the economy that produce
tradables, especially through import substitution, although export services
also will be of some importance.

Industry should see more growth in 2016 than in 2015. The reopening of
the Cartagena Refinery (Reficar) is expected to bolster GDP growth sig-
nificantly with respect to petroleum derivatives, which account for near
12.0% of total industrial GDP. In the central scenario for growth, their
impact could be around 5.2 pp for industrial GDP and 0.6 pp for total GDP.
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see 7.0% to 8.0%
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A significant recovery in the non-refining industry is expected during 2016
given the effect of accumulated depreciation on the competitiveness of do-
mestic products, insofar as it intensifies the import substitution process. In
addition, the major investments made by the sector in previous years also
ensure some room in terms of production capacity, as suggested by the uti-
lization rate for installed capacity published by Fedesarrollo. This makes
feasible an annual expansion in manufacturing production between 7.0%
and 8.0% for the year as a whole.

Growth in the agricultural sector is expected to be moderate. In the case
of coffee, it would be less than in 2015, given the effect of a high base of
comparison, although productivity gains due to the renovation of coffee
plantations and investments made in previous years will make it possible to
maintain production at historically high levels (between 14 and 15 million
60-kilo sacks). For other agricultural products and for the group comprised
of live animals and animal products, a slowdown with a downside risk is
anticipated, due to the impact El Nifio weather might have on the agricul-
tural supply and on the slaughter of livestock, especially during the first
half of the year.

The construction sector will continue to be a driving force of economic
growth. As mentioned already, the start-up of first contracts awarded for
the 4G concession projects will maintain the momentum in civil works
construction in the Colombian economy. In addition, local governments
are expected to use the royalties they receive to continue to make payments
for the construction and maintenance of roads and other engineering proj-
ects, which also would contribute to the increase in civil works. As for the
construction of buildings, a moderate expansion supported by the govern-
ment programs mentioned above is expected.

For mining, a major decline in growth in the sector is anticipated. Com-
pared to the last edition of this quarterly report, the assumption for oil
production has been lowered from of 955 to 921 mbd, on average, for all of
2016. This represents an annual decline of nearly 8.0%. The reduction in
the forecast is due to the poor performance observed during the first quarter,
when production dropped 7.4%, and to recent announcements by Ecopetrol
and several private companies indicating they are reducing the amount of
investment in extraction. Coal production also is expected to drop sharply,
given low international prices. Accordingly, the mining sector is expected
to perform poorly in 2016, a long way from the double-digit growth rates
observed during the mining boom at the end of the last decade.

Based on the foregoing, the projection for output growth in the most likely
scenario is around 2.5% for 2016 (Graphs 44 and 45), within a forecast
range of 1.5% to 3.2% (Table 7). This range remains wide and biased to-
wards the bottom, reflecting the risk of a further slowdown in GDP during
the current year.
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Graph 44
Fan Chart of Annual GDP Growth
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Graph 45

Fan Chart of Annual Growth in Quarterly GDP
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The main downside risks are associated with the
possibility of even less growth for Colombia’s
trading partners, which would have an added im-
pact on non-traditional exports in the next two
years. One of the downside risks in 2016 would
be associated with the execution of civil works,
including the 4G concession projects, since the
payment schedule for these initiatives has been af-
fected in the past. A similar situation could occur
with public consumption. Another downside risk
in the medium term would be the likely impact
an eventual tax reform would have on disposable
household income and household spending.

The main upside risk is related to the momentum
in private consumption and investment. In a pos-
sible scenario where the recent recovery in oil
prices, which has shown figures above the cen-
tral forecast (USD 35 per barrel, on average, for
2016), there would be less deterioration in nation-
al revenue, which means the Colombian economy
could enjoy even better access to international
financing. By the same token, the pass-through
of devaluation to tradable production could in-
crease, thereby encouraging more import substi-
tution that is contemplated in the central forecast.

According to the projections for economic
growth, the output gap estimation suggests that it
would have been positive in 2014 and negative in

2015 and 2016. For 2016, the models show a less negative value than the
estimate published in the December report. This is due to a lower estimate
of potential growth than last quarter. The likelihood of a negative output

Probability Ranges in the Fan Chart of Annual GDP Crowth

Table 7

(Percentage)
Range
<3.0
3.0-4.0
4.0-5.0
5.0-6.0

Between 3 and 5
Between 2 and 4

Between 1.5 and 3

2016 2017
82.6 53.3
15.8 27.1
1.5 14.2
0.0 4.5
17.3 41.2
54.4 57.8
56.0 41.7

Source: Calculations by Banco de la Repiiblica
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Graph 46
Fan Chart of the Output Gap
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gap in 2016 decreased slightly from the previous
edition of this report, reaching 90.0% (Graph 46).
(percentage)
As for the labor market gap, the models suggest
Projection 1 the unemployment rate in 2015 would have been
very near its level consistent with stable infla-
tion (NAIRU). With respect to the calculations

-1.0

-2.0

-3.0

-4.0
2013 2014

Sources: DANE; calculations by Banco de la Repdblica

last quarter, there is now a greater risk of the UR
increasing in 2016 and being above its NAIRU.
As shown in chapter II of this report, the upward
trend in the UR seems to be evidence in favor of
the forecast signaling a positive gap in the job
market towards the end of the year.

2015 2016

The results for the output gap and NAIRU indicate

that inflationary pressures originating in a slack
job market would have been low and would remain so in 2016. However,
the increase in the minimum wage would imply upward pressure on infla-
tion, insofar as it constitutes an additional indexation mechanism.

B. INFLATION
1. Forecasts

The central forecast for inflation, obtained with the models used by Banco
de la Republica’s technical staff, was again revised upward in this report,
compared to the forecast outlined last quarter. Inflationary inertia and the
shocks associated with the weather would have more of an upward impact
in the shot- and medium term than was estimated previously.

As mentioned in Chapter III, domestic consumer prices so far this year re-
mained subject to upward shocks stemming from depreciation of the peso
and El Nifio weather, as predicted in previous reports. However, the impact
of these phenomena in recent months has been more intense than anticipat-
ed. Moreover, inflation inertia in some prices, partly related to the existence
of various indexation mechanisms, would have been stronger than contem-
plated in the forecasts. Partly because of these circumstances, inflation by
March was higher than the projection published in the December edition
of this report.

El Nifio weather and indexation are likely to continue to bring upward pres-
sure to bear on consumer prices at different horizons. The estimate in this
report indicates these effects will be stronger than previously expected,
which explains the upward revision in the central forecast.
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A number of meteorological agencies reported recently that El Nifio weath-
er should fade between the second and third quarters of the year, as noted
in the last two editions of this report. However, they also confirmed the
severity of the current episode, which may be one of the most intense on
record. As a result, its effect on prices so far this year might have been un-
derestimated, and its influence might continue to be felt for several months
and be more severe than was expected in the beginning, both for food and
energy. Apparently, in the case of short-cycle crops, the delay in planting
has been significant, which would mean it will take time to restore the sup-
ply of staple foods, even several months after rainfall levels have returned
to normal (as seemed to be the case in April, when this report was written).

The same meteorological agencies indicate there is an increased the like-
lihood of La Nifia weather by the end of the year. This phenomenon, as
opposed to El Nifio, usually entails higher than average rainfall. So, it typi-
cally does not have a significant impact on the country’s agricultural sup-
ply, which is why no shock in this respect is contemplated in the current
forecast for inflation. Also, it is not yet known with enough certainty how
intense La Nifia will be.

The central forecast for inflation suggests a rise in inflation inertia, which
explains part of the increase in the forecasts for the next eight quarters, as
outlined in this report. Inflationary inertia may be related to the activation
of indexation mechanisms, which are still part of many contracts for price
and wages in Colombia. In the case of consumer prices, indexation became
more pronounced earlier this year, as expected, given the high rate of infla-
tion at the end of last year. However, this phenomenon tended to be more
pronounced than initially expected, and would have manifest itself in price
increases, not only for non-tradable goods and services, but also in the case
of tradables. In fact, Banco de Republica’s models suggest that, in the case
of this second sub-basket, price adjustments usually present a significant
degree of inertia.

The increase in inflation inertia also is linked to the fact that expectations
remained high with respect to the target, even though expectations did not
rose above early January figures in all cases, and even declined in some in-
stances. According to Banco de la Republica’s monthly survey of financial
market analysts, conducted early in April, their expectations for inflation
by December of this year increased and are now at 6.03%, as opposed to
4.83% reported in early January. For horizons at twelve and twenty-four
months, expectations also increased, but much less so, having gone from
4.50% to 4.54% in the first case and from 3.68% to 3.81% in the second
(Graph 47).

Banco de la Republica’s quarterly survey of the business community also
showed significantly higher short- and medium-term expectations for in-
flation. As an example, the report obtained in April indicates inflation is



Graph 47
Annual Inflation Forecasts by Banks and Brokerage Firms
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Graph 49

TES-derived Inflation Expectations
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expected to be 5.89% in twelve months, while the
figure in January was 5.35% (Graph 48).

On the contrary, in the case of expectations de-
rived from TES rates, some declines were ob-
served last quarter, but the figures are still high
compared to the target of 3.0%. At horizons of
two, three and five years, the expectation for infla-
tion, based on estimates at the beginning of April,
is 4.76%, 4.57% and 4.40%. In January, these
rates were 4.91%, 4.73% and 4.66%, respectively
(Graph 49).

Wage costs will bring upward inflationary pres-
sure in the future, increasing the persistence of the
inflationary shock. Wage adjustments at the be-
ginning of this year suggest there is a process of
indexation, albeit incomplete, with respect to in-
flation late last year, at least in salaries other than
the minimum wage. Less economic growth in
2016 (see section A in this chapter) would mean a
less dynamic job market, which could result in an
increase in the unemployment rate, beyond what
has been observed already. This could partially
curb wage adjustments in 2016, but perhaps not
enough to ensure they are compatible with the tar-
get range (from 2.0% to 4.0%). To the extent that
inflation may end this year well above 3.0%, the
situation in 2017 could be similar.

On the other hand, growth in 2016, below its po-
tential or non-inflationary level, points to a nega-
tive output gap, which would suggest the absence
of demand-pulled inflationary pressures this year
and most likely during the next. However, the size
of the estimated gap offers no expectation of sig-
nificant disinflationary pressures that might com-
pensate the upward pressures that are anticipated
on other fronts, at least for the remainder of 2016.

There were no substantial changes in the prog-
nosis for depreciation, even though it accelerated
considerably during the first month and a half of
2016. However, this trend quickly reversed in the
weeks thereafter, so the direct impact of this short
episode on prices would be very limited. As ex-
plained in Chapter I, there has been little change
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in the average for the price of oil and other commodities so far in 2016.
Although the forecasts for growth of our trading partners during the cur-
rent year and the next were revised downward, as were the projections for
export volumes of oil and other commodities, the forecast for imports also
declined, considering that lower growth is anticipated for the Colombian
economy (see Section A in this chapter). So, the forecast for the current
account deficit and aggregate capital flows did not change substantially, all
of which leads to a path for the exchange rate that is very similar to what
was anticipated in the last quarterly report.

Therefore, at least directly, accumulated depreciation of the peso is not
exerting added pressure on consumer inflation versus the estimate three
months ago, although it will continue to pass through to the extent an-
ticipated already. Yet, indirectly, accumulated depreciation will continue
to have an important impact on prices, via the different indexation mecha-
nisms that have been mentioned and perhaps more so than was estimated
in previous reports. The expectation is that the direct and indirect effects
will begin to give way at the end of 2016 and especially in 2017.

The forecasts for all the baskets that contribute to inflation, as calculated in
this report (food, regulated items, tradables and non-tradables), increased
with respect to those in the December edition. In the case of food and regu-
lated items (via electricity rates, mainly), this occurred partly because the
impact of El Nifio is expected to be more severe than was forecasted earli-
er. Furthermore, in these two baskets, as with tradables and non-tradables,
the increase also reflects the important role of indexation. One example, in
the case of regulated items, is the possible gain in public utility rates later
this year. According to forecasts, they would accumulate 3 pp more infla-
tion over the next three quarters. Thus, two annual increases, rather than
one, which has been typical for at least the last six years, would be added.

The CPI for tradables, food, regulated items (especially rates for natural
gas) and, to some extent, for non-tradables (see Chapter III) will continue
to be affected by pass-through of accumulated peso depreciation. The ex-
tent of that pass-through in the coming quarters is expected to be similar
to what it was last year. However, as mentioned later in this report, there is
the risk that it would be greater and more prolonged than usual.

Considering all these factors, the forecast in this report indicates annual
consumer inflation would peak between the second and third quarters of
the year, putting off this turning point for about three months with respect
to the prediction in the previous report. Annual inflation would begin to
ease up between July and September. This would occur slowly at first, but
be more pronounced by the end of the year and in early 2017. Inflation next
year would be within the target range, although invariably above 3.0%,
and its convergence to this amount is forecast in this report as being slower
than what was anticipated in the previous report.



Graph 50

Fan Chart of Total Inflation
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The behavior and rate of total inflation is linked closely to the annual
change in the food CPI, especially prices for perishables, which should
decline significantly or increase very little later this year and in early 2017,
with annual adjustments well below 3.0%. Non-food inflation, on the con-
trary, would decline far more slowly and remain above the target range
throughout 2017.

It is important to point out that adjustments in monetary policy will help
inflation to converge towards the target, especially when it comes to an-
choring expectations and enabling sustainable growth in keeping with the
new economic reality, which is characterized by lower terms of trade than
in the past. This would occur at a horizon of more than one year, consider-
ing it takes four to six quarters for monetary policy adjustments to have an
impact on inflation

2. The Risk Balance

The risk balance estimated for total consumer inflation and non-food infla-
tion, as shown in fan charts 50 and 51 in this report, is biased slightly to
the downside for 2016 and throughout much of 2017. As explained earlier,
the central forecast for inflation outlined in this report is higher than it was
in the December edition, and fewer downside risks are perceived now than
before.

It is important to remember that the central path, around which the fan
chart presented in this document was constructed, has an implicit interna-
tional oil price of USD 35 (per barrel of Brent reference), for the reasons
outlined in previous chapters. This price is lower than those observed from
late February up to the time this report was written because there is a risk
their average level for the year will end up being higher. If this happens, the

Graph 51
Fan Chart of Non-food Inflation
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risks that would weigh on inflation are mixed. On the one hand, higher oil
prices would tend to be accompanied by a less depreciated exchange rate
and, therefore, would result in lower inflation. In turn, one would expect
higher international prices for others commodities (especially agricultural
products) and increased momentum in domestic demand to bring some
upward pressure to bear on certain prices.

Taking into account the aforesaid, the following are the main downside
risks considered in this report.

Less global demand than is anticipated in the central forecast: Although
the central forecast for inflation in 2016 assumes less growth for our trad-
ing partners, as explained in Chapter I, the risks weighing on this variable
are still to the downside. This considers the dangers that still face a num-
ber of emerging economies, such as China, where the problems associ-
ated with financial stability, weak performance in terms of the country’s
trade balance, and the transition to an economy that is more dependent on
consumption than exports and investment might be underestimated. In the
case of Latin America, countries like Ecuador are expected to see a drop
0f'-2.5% in 2016 and -2.0% in 2017. This projection was estimated before
the shock of the earthquake and is much than what is expected some inter-
national agencies such as the International Monetary Fund (about -4.5%
for 2016 and -4.3% for 2017). The situation with respect to Venezuela
would be similar. Moreover, in the case of the United States, the latest
information, which was not contemplated in the central forecast, points to
consumption being less dynamic than expected. If confirmed, this would
lead to a substantial revision of the forecast for growth this year. Added to
this outlook is the increased uncertainty in the political arena, both in the
United States and in other countries. If some or a number of these risks
were to materialize for Colombia, they could lead to weaker external de-
mand and less investor and consumer confidence, with a negative impact
on domestic demand, which would tend to exert downward pressure on
consumer inflation.

A sharper unwinding of prices for perishable foods. The fact that El Nifo
weather has begun to subside means a phase of falling prices for perish-
ables is expected, especially in the second half of 2016 and at the beginning
of 2017. For the remainder of 2016, this phase could be more pronounced
than anticipated in the central forecast, provided the response to higher
prices for the agricultural supply is stronger than expected. Besides elimi-
nating a good deal of pressure on overall inflation, this would help it to
converge faster towards the target, especially if it is accompanied by a
favorable response to inflation expectations and there is a decline in the
impact of indexation.
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The following are the main upside risks considered in this report.

Added pass-through of depreciation to tradable inflation The peso had
depreciated considerably by March. Much of that depreciation appar-
ently is permanent, unlike what happened in the other three episodes of
significant depreciation that have occurred since 2000. Inasmuch as the
historical series do not reflect similar situations, it is possible the models
currently being used by Banco de la Republica are underestimating the
degree of pass-through to consumer prices that is contemplated in the
central forecast. It also is possible that businessmen absorbed some of
that pass-through during 2015, thanks to the large profit margins accumu-
lated during the period of peso appreciation, when consumer prices fell
slightly. However, by 2016, these margins could be exhausted, in which
case businessmen would be prompted to pass through to consumer prices
all the dollar gains registered since last year. In other words, even without
further increases in the exchange rate, the high levels at present will be
reflected in a higher CPI for tradables and the total CPI. This suggests a
delayed response from inflation that was not captured by the short- and
medium-term models.

More of an impact on consumer prices from wage hikes The minimum
wage was increased by 7.0% in 2016, which is similar to the hike in infla-
tion at the end of 2015 and well above target for inflation set by Banco de
la Republica. There might be a similar situation in 2017, since inflation
in 2016 very likely will be above 3.0%. Given its importance to the job
market, as a reference price, the minimum wage increase this year would
begin to generate higher increases in other wages in the economy, as sug-
gested by the figures on industry, construction and commerce. The central
forecast does not fully capture this situation and might be underestimat-
ing the impact of these wage adjustments on consumer prices, especially
towards 2017. In this sense, eventual wage indexation could slow the
convergence of inflation to its target with respect to what is forecast in
this report.

Considering the aforesaid and after weighing the different risks that are
reflected in the fan chart, the likelihood that total inflation will be within
the target rate in 2016 is estimated at 0.23%. This probability increases to
49.0% in 2017 (Table 8). It is worth noting that the extent of the density
of the forecasts shown in graphs 50 and 51, according to the shaded area,
only includes 90.0% of it. These results, like the central forecast, assume
there will be an active monetary policy with the policy rate and the inter-
bank rate (TIB) being adjusted to ensure the target is met.
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Table 8
Probability Ranges in the Fan Chart of Total Inflation

(Percentage)

Range 2016 2017

<20 0.0 2.1

2.0-2.5 0.0 4.3

2.5-3.0 0.0 9.2

3.0-3.5 0.0 15.4

3.5-4.0 0.2 19.7

> 4.0 99.8 49.3

Between 2 and 4 0.2 48.6

Source: Calculations by Banco de la Repiblica.
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BOX 3

THE CORE INFLATION INDICATOR

Joao Hernandez and Leonardo Barreto*

Recent developments in inflation in Colombia (de-
fined as the change in the consumer price index: CPI)
were influenced by the simultaneous presence of two
different shocks. On the one hand, there is a group of
widespread and lasting shocks that affect a large num-
ber of products. The drop in international oil prices
and lower foreign interest rates are two examples. On
the other hand, some items have felt the impact of
specific, short-term shocks, such as prices for unpro-
cessed foods.

The effects on the CPI reflect two different realities:
the first implies a change in the phenomenon of in-
flation and in macroeconomic conditions (macro-in-
flation), while the specific shocks are associated with
changes in relative prices and with conditions in their
respective markets.

The objective of a central bank is to stabilize macro-
inflation without distorting the efficient adjustment in
relative prices. For this reason, it is essential for the
monetary authority to correctly identify these two
types of shocks.

One possible way to detect macro-inflation is with
core inflation, which usually is measured by exclud-
ing a subset of goods that make up the CPI basket.
Another way of approaching core inflation is to use a
dynamic stochastic general equilibrium model to de-
termine the different sources of price fluctuations in
the economy, differentiating between specific shocks
and generalized shocks.

A model for a closed economy is used in this analysis. It
is calibrated and estimated to replicate the momentum
in the main macroeconomic variables of the Colombi-
an economy. The model consists of four equations that
describe the momentum in surplus demand for goods
in the economy, the monetary policy decision taken
by the central bank, inflation excluding unprocessed
foods, and unprocessed food inflation.

The authors are experts who work with the Macroeconomic
Model Department at Banco de la Reptblica. The comments
and opinions in this section are solely their responsibility and
imply no commitment on the part of Banco de la Repdblica or
its Board of Directors.

Graph B3.1
Supply Shock, Core Inflation and Non-processed Food
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The Phillips curve, in particular, relates surplus de-
mand for goods to inflation excluding unprocessed
foods. Additionally, this curve contains elements that
are exogenous to the model and have a direct and
temporary effect on inflation excluding unprocessed
foods. These elements are represented by a supply
shock. Graph B3.1 shows the contribution of the sup-
ply shock to the performance of inflation excluding
unprocessed foods.

It is important to highlight the effect this shock had on
inflation during 2015. Thus, core inflation calculated
with the model is inflation that subtracts the contem-
porary supply shocks from inflation excluding unpro-
cessed food, as it sterilizes the latter from any kind
movement that is not considered, either from excess
demand or inflation expectations.

Graph B3.2 shows a comparison between the pro-
posed measure of core inflation and the average of the
four measures of core inflation, based on the exclu-
sion of goods, observed and calculated by Banco de
la Repdblica. As one can see, according to the model
used, it is possible that some of the measures of core
inflation now being used are overestimating actual
macro-inflation.
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Graph B3.2
Core Inflation with the Model and Other Measures of Core
Inflation
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V. RISKS TO MACROECONOMIC
STABILITY

Recent weeks have seen less deterioration in some of the external va-
riables that are relevant for the country. However, it is uncertain
whether this improvement will continue during the remainder of the
year. In addition, external demand remains weak and the decline in
national income is still significant.

The latest figures point to a continued slowdown in borrowing and home
prices.

The country’s macroeconomic stability requires an adjustment in spen-
ding that is consistent with the drop in national income.

The decline observed since mid-2014 in some of the external variables that
are relevant for the country slowed in recent weeks. Specifically, the inter-
national price of oil recovered the ground it lost in the early months of 2016,
the peso gained strength, and measures of the risk premium declined. The
emerging economies again received foreign portfolio flows (according to the
International Finance Institute), as was also the case in Colombia.” Likewise,
it is now estimated that the increase in the cost of global financing may occur
at a slower pace than was predicted in the previous report. This is because
monetary policy in the United States might return to normal more slowly
than was expected three months ago. Also, the stance adopted by other cen-
tral banks in developed economies is still quite expansionary.

Despite higher prices for oil and improvements in the overall outlook for
the cost of financing, the registered and projected decline in revenue from
foreign trade remains significant. Indeed, the price of crude oil is still be-
low the average on record for 2015, and less oil production is anticipated
for this year. Similarly, as noted in Chapter I, external demand remains
weak and, therefore, the dollar value of exports other than commodities

7 According to the exchange balance, around USD 1,166 m had come into the country by April 15, 2016.
While these capital flows refer only to the entry and exit of foreign currency, and do not correspond ex-
actly to what is recorded in the balance of payments, they do provide information about the trend.
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is likely to be less in 2016. In addition, Colombia’s terms of trade remain
low and are well below the average observed for the last ten years.

With respect to the sources and cost of external funding, international li-
quidity is expected to remain plentiful, but the country risk premium is still
high compared to the average for 2015. Therefore, deterioration of financ-
ing conditions cannot be ruled out. In this regard, the rating agencies is-
sued several indications during the first quarter about the country’s external
vulnerability, the urgency of taking steps to reduce its fiscal deficit in the
short term, and the need to increase the capital of financial institutions.® Yet,
despite these comments, new inflows of foreign capital for portfolio invest-
ment have been observed, as has a decline in investment in oil and mining.
In this context, the Colombian economy likely will continue to have enough
external financing to cover the current account deficit, but with more vola-
tile capital, such as that directed towards portfolio investment. And, this
funding would be more costly than in recent years.

Although the Colombian economy continues to adjust to the external
shocks in an orderly manner, spending still exceeds income, as illustrated
by the large current account deficit (both observed and projected). This
deficit would remain at record highs, even if oil prices continue at the
current levels for the remainder of the year. Likewise, if agents perceive
the increase in oil prices as permanent and it turns out to be temporary,
this would delay the required adjustment in spending and increase the risk
of future abrupt corrections in the level of output in response to less and
more costly external financing.

This chapter looks at the current account deficit, the real exchange rate,
indebtedness and housing prices, which are the variables citied in the litera-
ture as being key to identifying potential sources of vulnerability. An aggre-
gate indicator — the macroeconomic imbalance index (MII) — is included as
well. It combines all the imbalances estimated for these variables.’

A.  THE CURRENT ACCOUNT AND THE REAL EXCHANGE RATE

Achieving a smooth and orderly adjustment in the current account is one
of the challenges Colombia faces in the coming years. As mentioned in
Chapter I of this report, the current account deficit closed at 6.5% of GDP

8 The press releases are available at: https://www.standardandpoors.com/es_LA/delegate/getPDF?arti
cleld=1579255&type=NEWS&sub Type=RATING ACTION https://www.standardandpoors.com/
es_LA/delegate/getPDF?articleld=1579623&type=NEWS&sub Type=RATING ACTION, https:/
www.moodys.com/research/Moodys-lowers-Banco-de-Bogotas-standalone-assessmentdowngrades-
its-subordinated--PR 345114, https://www.fitchratings.com/site/fitch-home/pressrelease?id=1003557.

9 See Arteaga, Huertas y Olarte (2012). “Indice de desbalance macroeconémico,” Borradores de
Economia, no. 744, Banco de la Republica.
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Main Items in the Balance of Payments
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in 2015, which is more than the deficit observed
in 2014 (5.2% of GDP). This increase is due to
the effect of peso depreciation against the dollar
(37.2% in nominal terms), which reduced GDP
when expressed in that currency. In terms of lev-
els, the external imbalance was USD 668 m less
than in 2014 (Graph 52). The deficit and peso
depreciation placed the country’s international
investment position at USD -128.548 b, which
is equivalent to -44.0% of GDP (compared to
-31.0% of GDP in 2014).

On the financing side, there was less direct and
portfolio investment in 2015, coupled with an in-
crease in loans (other investment). Excluding the
accumulation of international reserves by Ban-
co de la Republica and compared to 2014, the
funding the country received declined by USD
4,656 m. Yet, despite this significant drop in fi-
nancing, Colombia has not been confronted with
a sudden stop in capital flows.

Nominal and real depreciation of the peso in
2015 was accelerated and sizeable. Compared to
the currencies of country’s major trading part-
ners, the Colombian peso weakened 13.7% in
real terms, if the PPI is used as a deflator (RERI-
PPI), and 22.5% if the CPI (RERI-CPI) is used.
Against our major competitors in terms of cof-
fee, bananas, flowers and textiles in the United
States, the peso depreciated 19.3% in real terms
(RERI-C) (Graph 53)." This trend towards de-
preciation continued during the first two months
of 2016, but the peso gained strength in March,
in real terms, and returned to levels similar to
those witnessed in the third quarter of 2015.

Despite the sharp depreciation of the peso, the
records for 2015 show the external balance be-
gan a slow correction process, which should in-
crease in the years ahead. The current account

10 Capital inflows increased significantly due to the restructuring of
public debt ratios in the JP Morgan emerging markets bond index.

11 Values calculated as the percentage change in the average RERI in
2015 as opposed to the average in 2014.
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deficit is expected to close out 2016 at 5.9% of GDP. This is the most
likely scenario and implies a reduction of almost USD 3 billion, mainly
because of fewer imports of goods and, to a lesser extent, a decline in the
amount of profits remitted abroad (Graph 52). On the financing side, a
reduction in foreign portfolio investment is anticipated, as is an increase
in other investment (loans and others).

This forecast for the balance of payments includes, as temporary elements,
several changes witnessed in external conditions in recent weeks. Specifi-
cally, oil prices have increased (to an average of USD $45 per barrel for
benchmark Brent) and risk premiums have declined, while the peso has
gained strength (in nominal and real terms). In addition, the Federal Re-
serve has signaled its intention to normalize US monetary policy more
slowly than expected, and Colombia - like other emerging markets — is
receiving capital resources again for portfolio investment.

While the decline in national income has slowed, it is uncertain if this im-
provement will continue throughout the remainder of the year. Moreover,
external demand remains weak and the country’s terms of trade are still the
lowest they have been in the last 10 years (Graph 54). Even if international
liquidity remains plentiful, the deterioration in external revenue compared
to what it was in past years, coupled with the Colombian economy’s in-
creased debt position and the weak demand from our trading partners,
should make access to external financing less favorable than in the past.

Graph 54
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For the sake of the country’s macroeconomic
stability, spending must be adjusted in a way
that is consistent with the decline in national
revenue and conducive to an orderly correction
in the current account deficit. If an adjustment
in spending is postponed for an extended period
of time, the country would accumulate more and
more foreign liabilities, and would be more vul-
nerable to adverse shocks.

B.  INDEBTEDNESS

The trends registered in the second half of 2015
for the different components of private sector
borrowing continued during the first quarter of

2016. On the one hand, loans in foreign currency to companies fell (bank
loans declined, while direct foreign borrowing slowed), bond placement
was at a standstill, and somewhat more growth was registered in the
banking portfolio in domestic currency. On the other, consumer lending
to households slowed gradually, while the mortgage portfolio continued
to increase by between 14.0% and 15.0% (Graph 55).
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While several indicators presented in the previous chapters suggest the
momentum in the economy during the first quarter was similar to what
was observed in the latter part of 2015, the March edition of the Survey
on Credit in Colombia shows financial intermediaries perceived less de-
mand for loans of all types. The mortgage portfolio was the exception,
with subsidized interest rates available to some segments for the purchase
of new homes.'? The same survey also showed intermediaries expect con-
ditions for granting new loans to be tougher in the short term. This is

Graph 55
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consistent with a less favorable economic envi-
ronment than in the past and with a historically
high level of indebtedness, both for families and
businesses. In addition, the rating agencies have
issued a call to banks and the financial system in
general concerning the impact peso depreciation
has had on the capital of some entities, the make-
up of their capital and the effect current macro-
economic conditions can have on their balance
sheets. This should lead to some moderation in
lending policy.

In terms of the demand for credit, the Quarterly
Survey of Economic Expectations conducted
by Banco de la Republica indicates those sur-
veyed (businessmen, academics, consultants and
members of labor unions) perceive a significant
decline in the current availability of credit and
expect this situation to continue during the next
six months (Graph 56).

In addition to affecting the investment plans of
some companies, the slowdown in the amount of
growth forecast for domestic demand, could re-
duce willingness to contract more financing and
the ability to access it. The deterioration in the
job market in recent months, the decline in con-
sumer confidence and rising inflation are nega-
tive factors that can continue to have an impact
on the demand for household credit. Also, the fi-
nancial burden on families can increase, insofar
as the policy rate hike is passed through to lend-
ing rates.

12 Specifically, the My House Now Program covers low-income housing (LIH) priced between 70 and
135 times the minimum monthly wage and non-LIH priced at 135 to 335 times the minimum monthly

wage.

77|



Graph 56
Perception of Current Availability of Credit and in the Next
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Graph 57
Home Prices in Colombia (Relative to the CPI)
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C. HOME PRICES

The price indexes for new homes have slowed in
the past two years and this trend continued up to
the fourth quarter of 2015. The index calculated by
DANE (NHPI-DANE) saw an annual change of
0.5% relative to the CPI, the DNP index (VNPI-
DNP) 0.9%, and Banco de la Republica (NHPI-
BR) - 0.9% (-2.6% for the quarter from December
2015 to February 2016). In contrast, the price index
for existing homes accelerated, with a variation of
8.1% above the CPI (Graph 57).

On the financing side, there were reductions in di-
rect and portfolio investment in 2015, and an in-
crease in loans (other investments). Excluding the
accumulation of international reserves by Banco
de la Republica and compared to 201413, the
amount of funding the country received declined
by USD 4,656 m. Yet, despite this significant re-
duction, the Colombia has not been confronted
with a sudden stop in capital flows, as illustrated
by the metric presented in Box 4.

The remainder of 2016 can expect to see the
moderate growth in property prices continue. As
mentioned in previous chapters, the economy
must follow a process of adjustment, which may
have a negative impact on the job market and on
conditions for access to financing by families, in
spite of government stimulus for home purchases.
Similarly, the observed and forecast increase in
interest rates and agents’ possible preference for
foreign assets may have a negative effect on the
housing market.

D. THE MACROECONOMIC IMBALANCE
INDEX (MII)

According to the information presented in the
previous sections, the figures at hand point to a
moderate adjustment in the current account defi-
cit during 2016 (although it still will be high), less
real depreciation than in 2015, and somewhat of a
slowdown in borrowing and in home prices.



HOW HOME PRICES HAVE EVOLVED IN SEVERAL LATIN AMERICAN COUNTRIES

According to the IME" more countries saw home pric-
es rise during 2015 (in real terms) than those where
home prices declined. As for the countries in the Latin
American region, home prices increased in Chile, Peru
and Colombia, although at lesser rate than in previous
years (Graph A). Home prices in Chile rose 4.4% in real
terms, according to the Chilean Chamber of Construc-
tion; in Peru, they were up by 4.8%, according to the
Central Bank of Peru (following respective increases of
10.7% and 9.3%, on average, in 2014). In Brazil, how-
ever, the trend data published by that country’s central
bank show seven months of declines in nominal terms
(-3.2% in December 2015), and eighteen months in
real terms (relative to the CPI).

Peru and Chile, like Colombia, have maintained posi-
tive increases in output in recent years and low un-
employment rates, despite the serious shock to their
terms of trade and the decline in consumer confidence
(which was less pronounced in the case of Peru). Also,
mortgage interest rates in these three countries have
not increased, in real terms. In Chile, however, it is
possible that part of the rise in prices observed last
year was due to the value added tax (VAT) on real
estate sales, which took effect in January 2016.% Ac-
cording to statistics from the Chilean Chamber of
Construction, new home sales in the Greater Santiago
market accelerated sharply in 2015 (up 26.8% for the
year compared to -6.7% in 2014), particularly during
the second six months. In Brazil, however, the drop in
output and the deterioration in the job market have
been considerable, and the housing market has seen
home sales decline (in units), in addition to a correc-
tion in prices.

1 See Global Housing Watch, April 2016 http://www.imf. org/
external/research/housing/report/pdf/0416.pdf

2 The tax reform bill passed in 2014 introduced a valued added
tax (VAT) on real estate sales as of 1 January 2016, provided
they are made by a so-called regular seller; that is, by a person
or entity engaged in the real estate business.

Graph A
Home Price Indexes for Several Latin American Countries
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In this scenario, the estimates developed by Banco
de la Republica indicate the accumulated imbal-
ances in the economy would continue to adjust,
smoother than compared to what was calculated
for 2015 (Graph 58), given the anticipated mod-
eration in credit growth and the amount of real de-
preciation forecast for 2016 as a whole. The high
current account deficit and historically high home
prices would help to keep up the value of the MII
(Graph 59).

The latest forecasts by domestic and foreign ana-
lysts for the major economic variables in 2016 and
2017 are summarized in this section. At the time
they were consulted, the analysts had access to data
up to April 26, 2016.



SUDDEN STOPS IN CAPITAL FLOWS: THE COLOMBIAN CASE

Viviana Alejandra Alfonso
and Adrian Martinez Osorio *

1. Introduction

In an ever more globalized world, capital flows emerge
as a viable alternative for investors who are seeking
higher yields and for economies that are short on sav-
ings and looking for resources to finance their current
expenditure or investments.’

Capital flows depend on international financial condi-
tions, such as foreign interest rates and risk perception,
as well as the characteristics of the recipient econo-
mies.? For that reason, although a country’s financing
needs might not change, inflows of capital from abroad
can stop suddenly, with serious consequences for ag-
gregate demand, employment and the financial stability
of companies, the government and households.*> This
phenomenon is referred to in the specialized literature
as a sudden stop.

For the past fourteen years, the Colombian econo-
my has seen its current account deficit increase from
around 1.0% of GDP to 6.5% in 2015. This indicates
the country is spending more money than it has in terms
of disposable national revenue and has resorted to for-
eign savings to finance this external imbalance.

*  The authors are experts who work with the Technical and Eco-
nomic Information Department at Banco de la Repdblica. The
comments and opinions expressed in this section are solely
their responsibility and imply no commitment on the part of
Banco de la Republica or its Board of Directors.

1 Lane and Milesi-Ferrati (2007) argue that financial integration
had grown seven-fold, from 45.0% in 1970 to 300% in 2004,
as a result of an increased in the debtor and creditor positions
of countries.

2 These phenomena are referred to in the literature on capital
flows as push factors, which that arise arising from the global
supply of capital, and pull factors, which emerge from the host
economy. See Dornbush et al. (1995), Calvo and Reinhart
(2000) and Calvo, Izquierdo and Mejia (2004).

3 According to Cavallo et al. (2013), the sudden stops originat-
ing with reduced inflows of foreign capital are associated with
contractions in real GDP that are between 1.5% and 3.3%.

The boom in capital flows occurred at a time when
there was a clear trend toward peso appreciation, both
in nominal and real terms, followed by depreciation
of the peso* in a context of lower international prices
for raw materials, expectations that the Federal Re-
serve would raise its policy rate in the United States,
and slower economic growth in Latin America and Co-
lombia. All of this shows potential external vulnerability.
Thus, if the current account deficit is not corrected and
flows of external financing come to a sudden stop, this
would imply a sharp reduction in aggregate demand,
which would affect economic growth.

This section presents an adaptation of the method pro-
posed by Cavallo et al. (2013) to identify sudden stops
in foreign capital flows and the results for the Colom-
bian case in the period from 1996 to 2015.

2. Method for Identifying Sudden Stops

Liability flows in the financial account of the balance of
payments, attributed to foreign direct investment (FDI),
portfolio investment (PI) and other investment (Ol), are
regarded as Inflows of foreign capital. Asset flows from
direct investment (DI), Pl and Ol are regarded as out-
flows of domestic capital. Net capital flows are under-
stood as the difference between liability and asset flows
in the financial account of the balance of payments
(inflow-outflow).

According to the foregoing, and as suggested by Cavallo
et al. (2013), sudden stops can be caused by differ-
ent kinds of behavior (see the attachment for details);
namely,

Reductions in inflows of foreign capital to the host
country or increases in outflows of foreign capital
invested previously in the host country.

4 According to the literature, a crisis caused by a sudden stop in
capital flows is preceded by gradual and profound appreciation
of the nominal and real exchange rate, subsequent deprecia-
tion of the nominal exchange rate that is passed through to the
real exchange rate and prices, deterioration in the debtor posi-
tion of the economies in question, and a boom in capital flows.
See Dornbusch et al. (1995) and Reinhart and Reinhart (2008).
For the Colombian case, during the boom period for financial
flows (2004-2012), the nominal exchange rate appreciated
25.6%; it depreciated 67.8% between 2013 and 2015.
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An increase in outflows of capital from national
residents for investment abroad or reductions
in inflows of capital they have invested in other
countries.

A reduction in net capital flows resulting from less
inflow of foreign capital and more outflows of capi-
tal from residents.

Our identification of episodes of sudden stops takes into
account the method proposed by Cavallo et al. (2013):

1. The quarterly figures are accumulated to avoid sea-
sonality. Accordingly, each figure includes observations
from the last four quarters:

3
F=2

Where j refers to asset, liability and/or net flows; F, . is
the value of the accumulated flow and X, is the value
of the flow (gross or net) as it appears in the financial
account in the balance of payments.

2. The annual change in each series is calculated:
A Ft,j = Ft_ Ft—4

3. The average and the standard deviation A F, ; are cal-
culated for each of the series.

4. A sudden stop is identified pursuant to the algorithm
described in Calvo, Izquierdo and Mejia (2004):

a. Start: when the annual change in each accumu-
lated flow is lower (higher) than the average, minus
(plus) a standard deviation for liability (asset) flows.

b. Confirmation: when the annual change in each
accumulated flow (AFU) is (higher) lower than the
average, minus (plus) two standard deviations for
liability (asset) flows.

c. End: when the annual change in each accumu-
lated flow returns to the average, minus (plus) a
standard deviation for the liability (asset) flows.

The period examined in this section covers the years
from 1996 through 2015 and is based on the capital
flows registered in the financial account of the balance
of payments. Specific operations that bias the average
calculations® are excluded, so as to identify the occur-
rence of sudden stops in Colombia.

5  Outflows of Colombian capital associated with the sale of com-
panies in the real sector (2005), the acquisition of pension funds
in Latin America (2011), and acquisitions made by the financial
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It is important to point out that the Colombian econo-
my has undergone major changes in the structure and
level of its productive activities during the past twenty
years. The extent of capital flows in recent years has
been much higher than at the beginning of the period
in question. These flows increased fourfold between
1996 and 2014, while outflows of Colombian capital
in 2014 were six times higher than in 1996. A similar
pattern is observed in the flow of the country’s foreign
trade, which increased fivefold during the same pe-
riod. In addition, Colombia’s financial system is now
more solid than it was in the late twentieth century,
and monetary policy is managed very differently than
it was in the 1990s.

This being the case, assuming that annual changes in
capital flows at the beginning and end of the series are
equivalent ignores the transformation of the Colombian
economy and does not appear to be the most suitable
approach to our analysis. Accordingly, if the method
proposed by Cavallo et al. (2013) were to be applied,
the results would be biased, because they do not con-
sider the existence of a trend in the data, which is
characteristic of a growing economy. Thus, for a more
appropriate scale, each detail in the series identifies the
flow of capital for the quarter expressed as a percentage
of the trend in GDP. The scale of capital flows is con-
structed based on the trend in GDP and not its level,
so as to offset the effect of existing valuation when ex-
pressing nominal GDP in dollars.

Specifically, each quarterly detail from the financial ac-
count in balance of payments Xt, j is divided by the
value of the trend in nominal GDP in dollars in quarter
t. Then, the quarterly data are accumulated and the
aforementioned method is followed identically.

3. Results: Sudden Stops in Colombia

Graph B4.1 shows the changes in capital flows (asset,
liability and net) for the Colombian case, calculated
as outlined in the previous section. The shaded areas
pertain to episodes of a sudden stop, according to the
proposed method.

The panel in Graph B4.1 shows a sudden surge in out-
flows of capital that began in the second quarter of
2006 and ended in the fourth quarter of that same year.
It pertains to an increase in the constitution of foreign
assets on the part of pension funds. Since that year, for-
eign investments made by these entities have increased

sector in Central and South America (2013) are eliminated in
the case of asset flows. The payment of a particular external debt
operation (2013) is excluded in the case of liability flows.



Graph B4.1
Sudden Stops in Capital Flows: Results Scaled by Size of the
Economy

A. Annual Change in Asset Flows
(Percentage of trend GDP)

020 1
015
010 F
005 F
0.00
005 F

-0.10

IVQt.  IVQtr. IV Qtr. VQr.  IVQr. VQt.  IVQr.
1997 2000 2003 2006 2009 2012 2015

———Capital flows Sudden stops

Standard deviation Two standard deviations

B. Annual Change in Liability Flows

(Percentage of trend GDP)
0.30
0.20
0.10
0.00

-0.10

-0.20

-0.30

-0.40

-0.50

-0.60

IVQtr. IV Qtr. IV Qtr. IV Qtr. IV Qtr. IV Qtr. IV Qtr.

1997 2000 2003 2006 2009 2012 2015
—Capital flows Sudden stops

Standard deviation Two standard deviations

C. Annual Change in Net Flows
(Percentage of trend GDP)
0.30
0.20
0.10
0.00
-0.10
-0.20
-0.30
-0.40
-0.50 L
IVQtr. IV Qtr. IV Qtr. IV Qtr. IV Qtr. IV Qtr. IV Qtr.
1997 2000 2003 2006 2009 2012 2015
———Capital flows Sudden stops

Standard deviation Two standard deviations

a/ The gaps are calculated as the difference between the observed value and the estimated
long-term value. In the case of the RER, its negative is presented. This means positive gaps,
in all cases, indicate imbalances.
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steadily to the point where they account for nearly
35.0% of all Colombian assets in the rest of the world.

Panel B shows the results for liability capital flows. There
is a sudden stop in foreign capital inflows beginning in
the final quarter of 1997 and lasting up to the third
quarter of 2000. It coincides with the financial crisis the
country faced during 1998-1999, which was the most
severe on record. Accordingly, the decline in liability
capital flows at the end of the nineties can be regarded
as a sharp contraction, given the characteristics of the
Colombian economy during that period.

Although inflows of foreign capital declined because of
reduced inflows of FDI and portfolio investment dur-
ing 2015, the reductions have not been pronounced
enough, at least so far, to be able to say that gross liabili-
ty flows in the financial account came to a sudden stop.

Lastly, Panel C shows two important facts. First, the re-
duction in liability capital flows in the late nineties was
sharp enough to affect net capital flows and to cause
them to stop suddenly. Secondly, the decline in for-
mation of assets abroad partly offset the reduction in
inflows of foreign capital during 2015, since the con-
traction in net capital flows is less than the contraction
in gross liability flows.

4. Conclusions

It is important to monitor the behavior of financial flows
in and out of the country, be they asset, liability or net
flows, so as to identify warning signs that allow for a
timely reaction to any tightening in external funding.
A sudden stop in foreign capital flows for an economy
with a current account deficit, such as Colombia, can
prompt sharp adjustments in aggregate demand, in em-
ployment and in the financial stability of companies,
the government and households.

In applying the method suggested by Cavallo et al.
(2013) to the Colombian case, and taking into account
the size of the economy, we have identified a surge in
outflows of Colombian capital during 2006 and a sud-
den stop in gross liability flows in 1998-2000 that was
strong enough to provoke a sudden stop in net flows
during the same period, which is also consistent with
the momentum in growth and employment.

Moreover, although inflows of foreign capital declined
in 2015 because of reduced inflows for FDI and port-
folio investment, these cutbacks have not been pro-
nounced enough, at least so far, to classify as a sudden
stop in capital.
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Attachment

Pursuant to the considerations in Cavallo et al. (2013)
on the importance of reviewing capital flows in gross
and net terms, seven types of possible sudden stops can
be defined (Table B4.1).

Table B4.1
Types of Sudden Stops

Liability Flows
Sudden stop

Sudden stop

No changes

Slight reduction

Liability Flows
Sudden stop
Increase

Increase

A. Episodes that affect net flows

Sudden increase

No changes —>

Sudden increase

Slight increase

B. Episodes that do not affect net flows

Asset Flows
Reduction
Sudden increase

Reduction

Net
Sudden stop
Sudden stop
Sudden stop
Sudden stop

Net
Slight reduction
Slight reduction
Slight reduction

< < < <

Source: Based on Cavallo et al. (2013).
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ATTACHMENT

MACROECONOMIC FORECASTS BY DOMESTIC
AND FOREIGN ANALYSTS

1. Forecasts for 2016

The domestic analysts expect 2.49% economic growth, on average. This is 8
basis points less than was estimated in the Inflation Report for the previous
quarter. The foreign analysts who were consulted are forecasting 2.30% GDP
growth, on average.

As for prices, the domestic analysts estimate inflation at 6.09% and for-
eign analysts expect it to be 5.80% by the end of the year. Both forecasts
are outside the target range set by the Board of Directors of Banco de la

Reptiblica (JDBR) for 2016 (between 2.0% and 4.0%).
Table A1
Forecasts for 2016

Real GDP . i

e CPI Inflation Nominal 'Nommal Fiscal deficit Unf}mploymgnt
Growth fixed-term Rate in the Thirteen
exchange rate (Percentage of

deposit rate Major Metropolitan

(Percentage) end of: (Percentage) s Areas (Percentage)
Domestic Analysts
Alianza Valores” 2.00 7.12 3,600 7.00 3.90 13.20
ANIF 2.50 6.20 nd 7.20 3.40 9.20
Banco de Bogota 3.00 5.80 3,050 7.32 3.60 9.50
Bancolombia 2.60 5.40 3,250 7.24 3.60 10.30
BBVA Colombia¥ 2.00 6.20 3,100 7.67 3.90 10.00
BTG Pactual 2.30 5.88 3,260 n.d. 3.60 9.80
Corficolombiana 2.70 5.30 2,750 6.50 3.60 9.30
Corpbanca® 2.50 6.30 3,025 7.32 3.40 11.20
Corredores Davivienda® ¢ 2.60 6.80 3,100 6.75 3.60 9.89
Credicorp Capital 2.30 5.30 2,900 6.50 3.10 10.30
Davivienda¥ 2.60 6.80 3,100 6.75 3.60 9.89
Fedesarrollo 2.50 6.00 n.d 7.75 4.00 n.d.
Ultraserfinco® 2.80 6.10 2,950 6.70 n.d 9.58
Average 2.49 6.09 3,099 7.06 3.53 10.18
Foreign Analysts
Citi 2.40 5.00 2,900 6.80 3.60 10.00
Deutsche Bank 2.40 6.20 3,253 n.d. 4.00 9.70
Goldman Sachs 2.20 5.40 3,600 n.d. 3.80 n.d.
JP Morgan 2.20 6.60 3,100 n.d. 3.60 n.d.
Average 2.30 5.80 3,213 6.80 3.75 9.85

n.d. Not available

a/ The projected deficit pertains to the national government.
b/ Formerly Banco Santander

¢/ Formerly Corredores Asociados

d/ Formerly Correval

e/ Formerly Ultrabursétiles

Source: Banco de la Republica (electronic survey)
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Table A2

Forecasts for 2017

Domestic Analysts

Alianza Valores

ANIF

Banco de Bogota

Bancolombia
BBVA Colombia
BGT Pactual
Corficolombiana
Corpbanca

Corredores
Davivienda ¥

Credicorp
Capital

Davivienda
Fedesarrollo
Ultraserfinco ¢
Average
Foreign Analysts
Citi
Deutsche Bank
Goldman Sachs
JP Morgan

Average

Real GDP .
Growth CPI Inflation
(Percentage)
2.50 5.30
3.40 4.00
3.50 3.50
2.90 3.16
3.00 4.10
3.10 3.70
3.20 3.70
3.70 4.08
3.70 4.00
3.20 3.30
3.70 4.00
3.00 4.00
3.20 4.17
3.24 3.92
3.00 3.70
3.10 4.00
2.70 3.50
3.20 n.d
3.00 3.73

Nominal
Exchange
Rate End of:

3,800
n.d.
3,100
3,140
2,800
3,350
2,500
2,930

n.d.

2,600

n. d.
n. d.
2,850
3,008

2,900
n. d.
3,660
3,200
3,253

n.d. Not available

a/ Formerly Banco Santander

b/ Formerly Corredores Asociados

¢/ Formerly Correval

Source: Banco de la Republica (electronic survey)
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In terms of the exchange rate, the domestic analysts
expect the representative market rate (RMR) to end
the year at COP 3,098.64, on average, versus COP
3,146.27 estimated in the survey referred to in the
previous report. The foreign analysts anticipate the
RMR to be near COP 3,213.25 by the end of the
year.

Regarding the interest rate on fixed-term deposits
(DTF), the domestic analysts expect it to average
7.06%, which is 112 bp higher than was estimat-
ed in edition of this report for the previous quarter.
They also anticipate the unemployment rate will be
10.18%.

2. Forecasts for 2017

The domestic analysts forecast 3.24% economic
growth in 2017, while the foreign analysts are ex-
pecting 3.00%. With regard to inflation, the domes-
tic and foreign analysts are forecasting 3.92% and
3.73%, respectively. As for the nominal exchange
rate, the Colombian banks are expecting COP
3,007.78, on average, while the foreign banks are
forecasting an average of COP 3,253.33.
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