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31 July 2001
Bogota D. C. (Colombia)

Honorable Chairman and Members of the
Third Sanding Constitutional Committees of
the Senate and House of Representatives
Bogota, Colombia

Dear Srs:

Pursuant to Article 5 of Law 31/1992, the Board of Directors of the Banco de la
Republica hereby submits to the Congress of the Republic of Colombia a report on the
macroeconomic results of the year 2001 to date, together with a description of the goals
adopted by the Board of Directors for the current year and the prospects for the different
macroeconomic variables. The last section of the report contains information on the
composition of international reserves and forecasts for the financial position of the Banco de
la Republica during the year 2001.

Sncerely,

ol Ui

~——

Miguel UrrutiaMontoya
Governor, Banco delaRepublica



INTRODUCTION

The following report, presented to the Colombian Congress, offers a detailed look at recent
economic performance and macroeconomic policy implemented during the year 2001 to date.
Annual inflation, measured by the consumer priceindex (CPI), declined gradually in the first six
months of the year due to the monetary policy applied up until then and the existence of unused
installed capacity in various sectors of the economy. With respect to the balance of payments,
the current account showed a deficit in the first quarter of 2001, following equilibrium in the
year 2000. Thiswas dueto considerable growth in imports, the downturnin oil export volumes,
and lower pricesfor coffee on the international market. Unemployment continued to be the most
serious problem in the Colombian economy, in spite of having declined slightly during the year
to date. On the other hand, following the drop in product registered in 1999, the economy
recovered during the year 2000 and regi stered moderate growth rates. Economic activity continued
to increase throughout the first quarter of 2001, although not as dynamically. Thiswasdue, in
part, to factors associated with supply, such asthe strike in the beverage industry and the slump
inoil production, and, in part, to factorsrelated to domestic demand sparked by uncertainty over
the future of the economy and the persistence of high unemployment. The slowdown in the
Colombian economy is not entirely different from the situation in anumber of Latin American
countries. This suggeststhe presence of shocks common to the region's economies, as discussed
indetail in Chapter 111 of thisreport.

Thesimilarity between performance of the Colombian economy throughout the nineties and that
of the Latin Americacountriesasawholeisillustrated in Chapter |11. Capital flowstotheLatin
American countries are particularly important to explaining the so-called "Latin American
economic cycle." Their presence limits the extent to which national authorities are able to
implement counter-cyclical policies, particularly if there have been serious imbalancesin the
economy for sometime.

Asiscustomary, the report offers a detailed description of the macroeconomic policy applied
during thefirst half of 2001 with respect to monetary, exchange, financial and fiscal matters.
A coherent macroeconomic policy has helped the economy to recover and contributed to lower
inflation. Decisions on monetary policy wereintended to aid economic growth and to make sure
the inflation target would be met. There has al so been important progress towards lowering the
fiscal deficit. This, in turn, has boosted the confidence of domestic and international investors
alike. The major indicators in the financial system point to a substantial improvement in the
sector.



The fifth section of the report outlines macroeconomic prospects for 2001, specifically in terms
of inflation, the balance of payments, economic growth and the fiscal deficit. The gradual decline
in inflation continues to be the result of a carefully implemented monetary policy. Accordingly,
the Board is confident the target of 8% inflation for 2001 will be met. As to the balance of
payments, the current account deficit is expected to be 3.0% of GDP in the year 2001, thanks to
a decline of 6.5% in goods exports and a 12.1% increase in goods imports. The weak growth in
product observed in the first quarter of 2001 prompted the government to revise its projections
for the year as a whole. The new projections point to 2.4% economic growth. The consolidated
public sector deficit will be around 2.8% of GDP by the end of the year, with a variation close to
0.6% of GDP in relation to the size of the deficit during the year 2000.

Thereport endswith adescription of international reservesand thefinancial position of the Banco de
laRepublica.



RECENT MACROECONOMIC PERFORMANCE

Following the downturn in product observed in 1999,
the Colombian economy recovered during 2000 and
registered positive but moderate growth rates.
However, this increase has slowed since the fourth
quarter of last year, as has been the case in anumber
of Latin American countries, suggesting shocks
common to the region's economies.

The economic dowdown observed in Colombiaduring
thefirst quarter of 2001 was dueto factors associated
with supply, such asthe strikein the beverage industry
and the slump in oil production brought on primarily
by attacks on il facilities, and to factors associated
with domestic demand sparked by uncertainty over the
future of the economy and the persistence of high
unemployment.

On the other hand, annual inflation, measured by the
consumer priceindex, declined gradually during the
first six months of the year, thanks to the monetary
policy applied up until then and the exi stence of unused
installed capacity in various sectors of the economy.
Thisiscoherent with thetarget of 8% inflation set by
the Board of Directors of the Bank for 2001.

Following equilibrium in 2000, the balance of
payments showed acurrent account deficit inthefirst
quarter of 2001. Thiswas dueto highimport growth,
lower volumes for oil exports, and falling coffee
prices on the international market. The trend in the
major macroeconomic variablesduring theyear to date
isoutlined in the following section.

A. INFLATION RESULTS AND BASsIC

TRENDS

1. General Consider ations

Annual inflation at June was 7.9%, according to the
CPI. This figure marks four consecutive months of
annual consumer inflation equal to or bel ow thetarget
of 8% set by Board of Directors of the Banco de la
Republicafor 2001. Throughout the first half of this
year, annual inflation continued the downward trend
observed in the second half of 2000 and was 1.8
percentage points below the level registered for the
same period in 2000. In contrast with the second
half of 2000, when less pressure from food prices
wascrucial tolowering inflation, thedeclinein prices
during the course of 2001 was due moreto a positive
trend in the cost of housing, culture and recreation,
transportation and miscellaneous expenses than to
good performance in food prices.

Aswas the case during 2000, the gradual declinein
inflation during this period, in keeping with the target,
was al so theresult of acarefully managed monetary
policy, as suggested by the level of basic inflation.
During the course of 2001 to date, basic annual
inflation, calculated as the average of the two most
reliableindicators obtained by the Banco dela Repu-
blica(coreinflation and CPI without food), registered
aslow drop to 7.9% at June, the lowest in history for
these series. Specifically, basic inflation, measured
by the CPI without food, was 7.7% at June; core



inflation measured on the nucleus was 8.2% (Figu-
res 1 and 2)1. Asexplained in previous reports, core
inflation isthe component of consumer inflation that
excludes price variations associated with shocksin
supply and, therefore, can be attributed to the position
inherent in the country's monetary policy.

According to surveys on expectations conducted
regularly by the Banco delaRepublica, thedeclinein
inflation during the course of 2001 has been
accompanied by additional reductionsintheinflation
expectations of economic agents. The survey in
January showed inflation was expected to be 8.9% by
the end of the year; the one in April showed 8.5%
anticipated inflation. Inflation expectations declined
throughout 2000, hel ping to accomplish theinflation
target for that year (Figure 3). This reflects the
increased credibility of the Bank'santi-inflation policy
which, if maintained, will significantly reduce the cost
of lowering inflation.

2. The Consumer Pricelndex (CPI)

The course of consumer inflation in early 2001 was
in keeping with the predictions presented by the Bank
initstwo previous reportsto Congress. Considering
past inflation and inflation expectationsfor 2001, the
year to date has seen rather sizable adjustments in
pricesfor many items, such as education, health and
public utilities. Therewere also important adjustments
in food prices, especially for basic foods, dueto the
seasonal declinein commodity supply.

Inflation in Colombia has a strong seasonal
component, with the first half of the year being the
time when most prices change. For this reason, the
coming months can be expected to see fewer and less
sizable price variations, and more moderate changes
inthe CPI. Thisallows for optimism with respect to
inflation performancein the current year.

1 The other two indicators usually included in this report (the
asymmetric mean and the trimmed mean) have been far too
variablein recent monthsto qualify as coreinflation indicators.
Therefore, they will not be included in the next report to
Congress.
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Annual inflation at June, measured by the CPI, was
6.2%, having been 7.0% during the same period in
2000. Asnoted earlier, lesspricevariationin the year
to June haslowered annual inflation.

Astoitems, thetrend ininflation was particularly fa-
vorablefor housing, culture and recreation, transport
and miscell aneous expenses, which registered less of



utility rates, which was occasioned by factors such
asthe elimination of consumer subsidies. However,
recent months have seen aslowdown in theincrease
in public utility rates, as confirmed by the annual
changein prices for thisitem at June 2001 (18.6%)
compared with December (25.0%) and June 2000
(25.1%) (Figure 4).
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at June was 16.3%, which is well below the rates

observed in December (30.3%) and June (29.6%) of
a price change than was observed during the same last year.
period the year before. (Table 1).

Therewasalso asubstantial dlowdown in price changes
A highlight between January and June was the low for "miscellaneous expenses'. The annual variation in
increase in housing prices (annual variations of two prices for these items was 15.2% at December 2000
and three percent). Thiswasdueto virtually norisein and only 9.7% at June. This is attributed to financia
rents, and more than offset the sizable hikein public services (handling fees for debit and credit cards,

Changein year todate Changein entireyear
At Jun/2000 At Jun/2001 Jun/2000 Dec/2000 Mar/2001 Jun/2001
Total 70 6.2 97 87 78 79
Food 79 90 99 74 71 85
Housing 36 25 52 49 42 38
Clothing 17 19 28 36 35 37
Health 72 75 112 103 111 107
Education 79 90 97 94 82 106
Culture and recreation 60 57 30 117 111 113
Transport 10.7 75 184 162 152 129
Miscellaneous expenses 124 70 174 152 93 97

Source: DANE.
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among others), which registered an annual increase of
8.4% as opposed to 22.2% in December 2000.

Two itemsregistering lessthan positive price perfor-
mance in first five months of 2001 were education
and health. Expectations for this year point to a
variation in the price of education closeto last year's
rate of inflation and not far from the target of 8%.
Among other reasons, this is due to regulations on
the price of education, which tend to link changesto
therate of inflation for the previous year. Given the
weakness anticipated for internal demand thisyear and
thedeclinein availablefamily income, mgjor increases
inthisareawere unlikely.

Nonetheless, annual inflation in education at June
was 10.6%, which iswell above the inflation target
and surpassed previous-year inflation in the sector
(9.4%). (Table 1). Considering an accumulated
increase in prices of 9.0% during the first half of
the year, and the price adjustments expected in
the third quarter, which coincides with the start of
the academic year at calendar B schools, inflation
in education will exceed 8% thisyear and islikely
to surpass last year's adjustment in price.
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Asto health, theannual variation in pricesrosedlightly
at the end of 2000, after having declined throughout
theyear (Table 1). Thiswasdue primarily toincreased
inflationary pressure exerted by health services
(check-ups, hospitalization, etc.), which saw a con-
siderabledrop in pricesthroughout the year asaresult
of weak demand. The new upswing in these prices
signals a more dynamic demand in the sector.

Deval uation, which normally has considerableimpact
oninflation in health because of the price of medici-
ne, continues to explain the fast pace at which the
price of medicine has changed during the year to
date. No additional inflationary pressurewas observed
in the first half of the year, as indicated by the fact
that the annual variation in medicine prices at June
(13.7%) was below that registered at the end of last
year. Thisissurprising, given the important pace of
devaluation in the first four months of the year and
might imply the possibility of additional increasesin
the price of medicine during the coming months.

The annual variation in food prices experienced an
upturninApril of thisyear, after declining in the 10
previous months. The last report to Congress
anticipated some acceleration in annual inflation for
thisitem during the first half of the year, duein part
to the excellent trend in food prices during the last
guarter of 2000, which would have been difficult to
repeat. With the exception of ahighly favorablefigu-
re for June (-0.6%), price adjustments in recent
months surpassthose anticipated originaly. Theannua
variationinfood pricesat Junewas 8.5%, whichisan
increase of one percentage point compared with the
variation observed at December.

There are two important aspects of thetrend in food
prices during the year to date. As usual, the first
guarter saw a magjor increase in the price of most
commodities, particularly tubers, which have consi-
derable bearing on the cost of living. Theseincreases,
including a 63.9% rise in potato prices between
December and March, began to reverse gradually



as of April. For example, the price of potatoes has
fallen by almost 20.0% in the last three months. At
the end of June, its variation for the year to date
was 30.2% and the price was below that of the
same month in 2000 (Figure 5).

Food pricesin thefirst five months of the year were
influenced primarily by the substantial increasein beef
prices. At June, the variation in beef prices for the
year to date was 22.5%, with most of this increase
occurringinthelast three months (Figure 5). Although
seasonal factors contributed to the upswing, asdid a
shortage of rain in early 2001, which affected the
quality of grassand delayed effortsto fatten the herd,
there are also a number of long-term factorsrelated
tothecattle-raising cycle.

Cattle ranching in Colombia involves a five-year
cycle, on average, including aliquidation stageand a
holdback stage. The last segment of liquidation,
during which slaughter exceeds calving, occurred
between 1993 and 1999. It was a particularly long
stage in the history of the series, probably because
of problemswith law and order in the cattle regions
and the standstill in the demand for beef, which
slowed investment in the sector.

The end of the sacrifice stage and the onset of
holdback, expected as of mid-2000, appearsto have
begun in earnest in early 2001. During holdback,
rancherstry to replenish their herds by reducing the
number of cattle slaughtered in proportion to
number of calves born. This diminishesthe supply
of meat and raises prices, aswas the case in recent
months. Added to this situation are expectations of
an upswing in beef exports, inasmuch as northern
Colombia was declared free of hoof-and-mouth
disease. Moreover, beef pricesin Venezuelaare high.
Thisbolsterslivestock exportsfrom border regions.
These last two factors may have aggravated the
rising trend in beef prices during the current
holdback stage, which makesit impossibleto rule
out additional increasesin the price of this product
during the months ahead.
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3. The Producer Price Index

Annual inflation measured according to the producer
priceindex (PPI), was 10.2% at June, which isinfe-
rior to the rate observed in December 2000 (11.0%)
and well below that registered at June 2000 (15.6%).
The last six months have seen a slight downturn in
producer inflation, which gained forced with a
reduction of almost one percentage point in June
occasioned by the highly favorabletrendin pricesfor
imported goods, asindicated | ater.

Nonetheless, some inflationary pressure on
producer prices for specific items was observed in
these six months. As with the CPI, most of the
adjustmentsin the PPl pertain to cattle and beef. An
analysis of the PPl by economic destination shows
theincreasein cattle pricesto belargely responsible
for the acceleration in annual price variations for
farm products as of December. Added to thissituation
isthe annual changein pricesfor other agricultural
items such as vegetables, fruits and parchment
coffee. This, asawhole, explainsthe higher annual
variation in the agricultural PPl at June (9.8%) in
comparison with the ratein December 2000 (6.0%)
(Figure 6).
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In the first half of the year, the rise in prices for
agricultural goods was partially offset by the
positive trend in the PPl for industrial goods and
mining products. The annual variation in industrial
prices at June was 10.0%, which was less than in
December 2000 (11.9%) and well below the variation
observed by June of that year (15.9%) (Figure 6).

Thedowdownininflationintheindustrial and mining
sector during the year to date was largely the result of
adrop in coffee threshing prices, which are tied to
the international price of coffee and account for a
sizable share of the PPI. This compensated for the
larger increase in prices on several other industrial
items, such as automobiles, compared with the year
2000. Theannual variationinthe PPI for importsfell
noticeably in June, thanksto adeclinein the price of
certain fuels.

Asto changesin producer pricesby origin, theindex
of goods produced and consumed in the country
pushed producer inflation up from 10.6% annual
growth at December 2000 to 11.1% at June 2001. This
was dueto amajor changein the price of agricultural
goods such aslivestock, beef and parchment coffee,
as mentioned earlier, and compensated for less
inflation in the price of manufa-ctured goods. The
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larger variation in prices for goods produced and
consumed in the country did not lead to a major
increasein producer inflation during thefirst half of
2001, thanks to the positive trend in import prices.
Their annual variation went from 12.5% at December
to 7.6% at June 2001 (Figure 7).

The slowdown in import prices seems surprising at
first glance, considering the extent to which the peso
devaluated during the past year and the accelerated
speed of devaluationin early 2001. To alarge degree,
andinarelatively short period of time (two quarters),
pricesfor these goodstended to reflect movement in
the exchangerate. However, during the past 18 months,
thetransmission of devaluation toimport inflation and
to overall inflation has been low because prices in
foreign currency for most imported goods have
declined, asillustrated in Figure 8. Thisisdueto a
slowdown in demand worldwide, led by lessgrowthin
the United States economy and by devaluation of the
euro, the yen and other currencies of countriesfrom
which Colombiaimports, such asBrazil. Inthecase
of automobiles, which have not experienced this
reduction, adjustmentsin peso prices have been more
frequent. Furthermore, revaluation in June of thisyear
allowed for significant, additional reductionsin the
pace at which peso prices for certain imports
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changed, so much so that annual inflation for
imported goods fell by 3.1 percentage pointsin the
last month alone (Figure 7).

B. ECONOMIC ACTIVITY AND
EMPLOYMENT

1. Economic Activity

Growth in the Colombian economy was positive
throughout the year 2000, following six quarters of
consecutive decline. Annual economic growthin each
quarter of the previous year was 2.4%, 3.4%, 3.2%
and 2.3%, respectively. In other words, expansion
during the year asawholewas 2.8%, which isclose
to the government'starget of 3.0%. According tothe
latest figures from the National Bureau of Statistics
(DANE), economic growthinthefirst quarter of 2001,
compared with the same quarter the year before, was
1.67% (Figure9).

Economic growth has been close on the heels of
private economic activity. This meansthat economic
recovery has been generated, as a whole, by more
expansion in the private sector and not by increased
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public spending (Figure 10). Nevertheless, growth
in the private sector during the first quarter of 2001
was less than in the three previous quarters. More
of an increase in the private sector would have led
to greater expansion of the economy overall.

Less of anincreasein private production during the
first quarter of 2001 wasdue, in part, to supply shocks
stemming from the strike in the beverage industry,
attacks on the nation's oil facilities and the drop in
international investment in the oil sector. According
tothe Ministry of Financeand Public Credit, had these
events not occurred, gross domestic product (GDP)
overal would have grown by amost 2.2%. Theimpact
of these shocksis calculated as an approximate |0ss
of 0.5 percentage pointsin GDPgrowth (Figure 11).
Not counting the effects of supply shocks, economic
growthinthefirst quarter of 2001 wassimilar to that
of the same period the year before.

As to sectors (Table 2), the first quarter of 2001 saw
a considerable slowdown in industrial growth
compared with 2000. An annual cutback of 10.8% in
beverage production (because of the strike in this sec-
tor), negative growth in the wood industry (-9.9%)
owing to problems with the supply of raw materials,
and a slowdown in industries such as petroleum by-
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products (-3.2%), foodstuffs (-3.0%), meat and fish
(-3.0%) and sugar (-0.5%) are some of the more
important reasons for this situation. Nevertheless,
industry as awhole registered an annual increase of
2.2%inthefirst quarter of theyear, primarily because
of growth in the production of transport equipment
(31.6%), leather (28.1%), tobacco (16.8%), paper
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and cardboard (13.7%), machinery and equipment
(10.2%), and rubber products (8.4%).

Therate of growthin agriculturewas 3.4% inthefirst
guarter of theyear. Thisexceedsthe rate observed for
the same period the year before, but is below ave-
rage economic growth for the year 2000 (5.2%).

TABLE 2
GROSS DOMESTIC PRODUCT (GDP) BY BRANCH OF ECONOMIC ACTIVITY (1994=100)

ANNUAL PERCENTAGE GROWTH
(UNSEASONALIZED SERIES)

Areaof economic activity 2000 (e) 2001(e)
| I I} \Y) Total |

GDP 24 34 32 23 28 17
Agriculture. forestry. hunting and fishing 19 75 35 79 52 34
Mining and quarrying (0.9 (7.3 (7.5 (5.8 (54) (4.0
Electrical power. gasand water 36 17 10 29 23 18
Manufacturing industry 86 15 130 64 98 22
Construction (6.7) 1.8 03 51 (1.0) (34
Commerce. repairs. restaurants and hotels 39 73 62 30 51 31
Transport. storage and communications 34 40 39 32 36 26
Financial establishments. insurance. real estate and business services  (1.3) (0.0) 11 (0.7) (03) 10
Servicios sociales. comunales y personales 06 21 1.1) (1.6) (1.0) 04

(e) estimate



Farm sector performance, positive as of last year,
isthe primary reason for theincreasein agricultural
output. Coffee production rose by 20.5% in the first
quarter of the year, despite the crisis generated by
the sharp drop in prices. The same period saw an
increase of 3.4% in other farm products, but
livestock and animal products fell by 1.5% after
registering positive growth the year before.

Items such as commerce and transport , which aretied
tothetrend in marketable supply, registered respec-
tive increases of 3.1% and 2.6% during the first
quarter of theyear. Thisisbelow thevariation observed
during 2000 (5.1% and 3.6%, respectively).

The positivetrend in building construction, which rose
by 9.0% in thefirst quarter, was offset by adeclinein
civil engineering works (-12.7% annual growth),
particularly those associated with government
contracts and facilities for the oil industry. The
construction sector felt the effect this situation and
declined by 3.4% inthefirst quarter of the year, after
two consecutive quarters of positive growth.

Attacksonthe Cafio Limon-Covefias Qil Pipeline, which
madeit impossibleto pump and export 100,000 barrels
of ail per day throughout most of the quarter, coupled
with natural depletion of the country'sprincipal oil fields,
have produced negative annual growth rates for the
mining sector since thefourth quarter of 1999.

As to demand, the change in GDP during the first
quarter of 2001 showed growth rates for end
consumption and grossfixed capital formation simi-
lar to those of the previous year and growth in total
imports, in real terms, superior to theincreasein to-
tal exports (Table 3).

Therisein end consumption during thefirst quarter
of theyear (1.2%) islargely explained by anincrease
of 1.9% in household consumption, which was below
the increase observed for 2000 as a whole (2.6%).
This was offset by less of a decline in government
spending (-0.8%) compared with the entire 12
months of 2000 (-2.0%).
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Civil works are the investment item reflecting the
least growth, having declined by 12.7% in the first
quarter of the year. Investment in transport
equipment, machinery and equi pment, and building
construction increased at respectiverates of 39.1%,
15.1% and 9.9%, thereby offsetting the negative
effect of less investment in civil works.
Consequently, the annual increase in gross fixed
capital formation during the first quarter of 2001
(3.8%) was similar to that registered for the year
2000 asawhole.

2. Employment and Wages

According to the latest continuous home survey
(ECH) by DANE, the unemployment rate (ratio of
the number of unemployed to the economically acti-
ve population) declined from 20.5% to 18.1%
between January and May 2001 inthe 13 metropolitan
areas and from 16.4% to 14.3% nationwide (Figure
12)2. However, unemployment in the 13 metropolitan
areas experienced a slight rebound of 0.3 percentage
points between April and May.

2 The 13 cities and their metropolitan areas are Bogota D.C.,
Barranquilla, Cali, Medellin, Bucaramanga, Manizales, Pasto,
Pereira, Clcuta, |bagué, Monteria, Cartagenaand Villavicencio.
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Branch of economicactivity 2000 (e) 2001(e)
I Il v Total |
End consumption 24 22 11 (0.0 10 12
Household 27 39 26 13 26 19
Non-durables 37 41 23 (11 22 02
Semi-durables 48 82 75 81 72 51
Utilities 13 19 19 11 15 22
Durables 112 201 103 12 130 87
Government 13 (2.2 (3.3 (3.8 (2.0) (0.8)
Gross capital formation 87 201 170 46 153 72
Grossfixed capital formation 1.2 49 6.7 52 38 38
Machinery and equipment 107 149 198 107 139 151
Transport equipment 6.8 289 9.9 (15.7) 12 01
Buildings (16.1) (1L5) 109 72 (3.2 99
Civil works (2.0 43 4.2 45 06 (12.7)
Variation ininventory n.c. n.c. n.c. n.c. n.c. n.c.
Endinternal demand 33 46 33 06 29 21
Total exports 38 29 60 72 53 6.6
Total imports 82 91 65 0.3 58 92
Gross domestic product (GDP) 24 34 32 23 28 17
(e) Estimate
n.c. not computable
Source: DANE

The decline in unemployment was due more to a
reduction in the economically active population
(EAP) and less to an increase in the employed
population. As Figure 13 illustrates, the global
participation rate (GPR = ratio of the economically
active population (EAP) to the working age
population) declined from 64.8% to 62.8% in the
first five months of this year in the 13 cities and
from 63.4% to 59.1% nationwide®. The employment
rate (ER) remained near 51.0% in the 13 cities, and
declined from 52.9% to 50.6% between January and
May 2001 for the nation as a whole (Figure 14).
Unemployment in Bogot4, Medellin, Bucaramanga,
Manizales and their metropolitan areas was above
20.0% in the first quarter of the year. It waslessin
Cali, Barranquilla, Pasto and the surrounding areas®.

16

Industrial employment, according to the DANE
monthly manufacturing sample (MMS), rose by 2.2%
in the first quarter of 2001 compared with the same
periodin 2000, thanksto less of adeclinein permanent
employment and anincreasein temporary employment.
According to the same survey, the downward trend in
wage increases, which had been observed for some

3 In 2000, DANE revised and updated the methodology of its
national home survey (ENH), now known asthe continuoushome
survey (ECH), to include new concepts for measuring
employment and unemployment, among others variables.
Moreover, the survey is now monthly. In January 2001, ECH
figures on theworking age popul ation (PET) began to be estimated
on the basis of the 1993 census and not according to projections
on the total population (PT). Therefore, as of that date, the
figures are not comparabl e.

4 Calculated by the Banco de la Republica Economics Research
Division.



time, was interrupted by wage hikes in December of
last year: 12.1% for workersand 14.8% for employees.
This was a considerable increase, inasmuch as
unemployment was 19.7% and inflation 8.7%.

Wage increases during the first quarter of 2001
were below averageincreasesfor the previousyear.
Even so, they continued to be high with respect to

FIGURE 13
GLOBAL PARTICIPATION RATE
NATIONAL TOTAL AND 13 METROPOLITAN AREAS
(PERCENTAGE)
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—— 13 Cities National Total

Source: DANE, ECH.

FicUuRrE 14
EMPLOYMENT RATE
NATIONAL TOTAL AND 13 METROPOLITAN AREAS
(PERCENTAGE)

theinflation target set by the Banco de la Republi-
ca for the current year (8%) and the public's
expectation with respect to inflation, which takes
that target into account (Figure 15). This nominal
wageincrease, coupled with the declineininflation,
led to a real wage increase of 1.4% in the first
qguarter of 2001 for the group of the people
employed in industry  (Figure 16).

FIGURE 15
NOMINAL WAGE - MANUFACTURING INDUSTRY

(PERCENTAGE CHANGES IN THE ENTIRE YEAR)
(FIGURES AT MAY 2001)
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FIGURE 16
REAL WAGE - MANUFACTURING INDUSTRY
(ANNUAL PERCENTAGE CHANGES, 12 MONTH ACCUMULATED)
(FIGURES TO MAY 2001)
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2000 2001 Differencel Qtr.
1Qtr.  11Qtr. 111 Qtr. IVQtr. Total | Qtr. 2001-2000

I. CURRENT ACCOUNT (24) (26) 58 33 41  (736) (712)
Income 4,261 4,319 4,656 4,692 17,929 4,150 (112)
Outlays 4,284 4,345 4,598 4,660 17,888 4,886 601
A. Nonfactor goods and services 265 237 446 320 1,268 (289) (554)
1. Goods 542 545 767 689 2,543 33 (509)
Exports 3,238 3313 3534 3,534 13,620 3,091 (147)
Imports 2,696 2,768 2,768 2,845 11,077 3,058 362
2. Nonfactor services (277) (308) (321) (369) (1,275) (322) (45)
Exports 465 476 519 558 2,018 486 21
Imports 742 784 840 927 3,293 807 65
B. Factor income (605)  (558)  (707) (609) (2,479)  (769) (164)
Income 202 198 210 240 850 205 3
Outlays 807 756 917 849 3,329 973 166
C. Current transfers 316 295 319 322 1,252 322 5
Income 356 332 393 360 1,441 369 13
Outlays 40 37 74 39 189 47 7
I1. CAPITAL AND FINANCIAL ACCOUNT 171 89 185 682 1,127 619 448
A. Financialaccount 171 89 185 682 1,127 619 448
1. Long-Term Financial Flows 534 (110) 923 766 2,112 909 375
a. Assets 70 153 6 76 306 25 (45)
i. Colombian direct investment abroad 70 153 6 76 306 25 (45)
ii. Loans 1/ 0 0 0 0 0 0 0
iii. Other assets 0 0 0 0 0 0 0
b. Liabilities 604 43 929 841 2,418 934 330
i. Foreign direct investment in Colombia 396 575 853 791 2,615 394 (3)
ii. Loans 1/ 208 (532) 77 50 (197) 540 332
Public sector 589 (108) 340 369 1,189 552 (37)
Private sector (381)  (424)  (263) (318)  (1,387) (12) 369
iii. Other liabilities 0 0 0 0 0 0 0
Public sector 0 0 0 0 0 0 0
Private sector 0 0 0 0 0 0 0
c.  Other long-term financial movement 0 0 0 0 0 0 0
2. Short-term Financial Flows (363) 200 (738) (83) (985) (290) 73
a Assets (29) 84 686 513 1,263 359 378
i. Portfolio investments 138 300 336 250 1,025 440 302
Public sector 81  (166) (6) 191 100 101 20
Private sector 57 466 343 59 925 339 282
ii. Loans 1/ (158)  (217) 349 262 238 (81) 76
Public sector (71) 44 (32) 2 (61) 14 85
Private sector (87)  (260) 381 264 299 (95) (9
b. Liabilities (382) 283 (52) 429 278 69 451
i. Portfolio investments 23 5) (6) 5 17 5 (19)
Public sector 0 4 (4) 0 0 0 0
Private sector 23 9) ) 5 17 5 (19)
ii. Loans I/ (405) 288 (46) 424 261 64 469
Public sector (419) 67  (130) 9 (473) (16) 403
Private sector 13 222 84 415 734 80 67
B. Specia Capital Flows 0 0 0 0 0 0 0
I1l. NET ERRORS AND OMISSIONS 67 39 74 477) (298) 428 361
IV. CHANGE IN GROSSINTERNATIONAL RESERVES 2/ 214 102 316 238 870 310 96
V. GROSS INTERNATIONAL RESERVES 8,257 8,355 8,596 9,006 9,006 9,285 1,028
VI. NET INTERNATIONAL RESERVES 8,255 8,355 8,595 9,004 9,004 9,283 1,028
VII. CHANGE IN NET INTERNATIONAL RESERVES 215 102 316 236 869 310 95

1/ Includes portfolio investment, leasing, direct loans and commercial credit.

2/ According to the balance-of-payments methodol ogy.
Source: Banco de la Replblica.
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C. BALANCE OF PAYMENTS

At theend of thefirst quarter of 2001, the balance of
payments showed acurrent account deficit of US$736
million (3.7% of quarterly GDP). Thiswas US$712
million more than the deficit registered for the same
period in 2000. The capital and financial account
registered US$619 millionin net receiptsor US$448
million more than in the first quarter of 2000. This
movement increased gross international reserves by
US$310 million to abalance of US$9,285 million at
the end of the quarter (Table 4)5.

1. Current Account

Growth in the current account deficit during the
first quarter of 2001 is explained primarily by less
of surplus in the goods account, which dropped
from US$542 million in the first quarter of 2000 to
US$33 million between January and March 2001.

5  The accumulation of reservesisthe sum of the current account
plus the capital account plus errors and omissions. The latter came
toUS$428 millioninthefirst quarter.

This decline is attributed to less income from oil
and coffee exports (US$309 million and US$47
million, representing respective annual reductions
of 26.8% and 21.2% in the quarter) and increased
outlays for imports (US$362 million, which is
equivalent to 13.4% annual growth in the quarter).

Table 5 summarizes the trend in exports, by product,
during thefirst quarter of 20015, The country registered
US$844 million in hydrocarbon exports, mainly
because of a reduction in the volume of crude sold
internationally, which declined from 398 thousand
barrels per day (MBD) in January - March 2000 to
331 MBD during the same period thisyear (equivalent
to a drop of 21.8%). The export price of crude
suffered an annual decline of 7.3%, from US$28.09
per barrel inthefirst quarter of 2000 to US$ 26.03 per
barrel in January-March 2001. Coffee receiptsfell by
US$47 million, from US$223 millionin January-March

8 Thefigurefor import growth listed in Table 4 differsfrom therate
mentioned herein by 13.4%, as it does not include specia trade
operations. The sameistrue of exports. Inthetable on the balan-
ce of payments, goods exports include these operations; Table 5
does not.

January-March Variation
2000 2001 Absolute %
Total exports 3122 2978 (144) (4.6)
Traditional exports 1,701 1,391 (309) (18.2)
Coffee 223 176 @7 (212
Cod 239 274 A 144
Ferronickel 66 3 8 116
Qil and by-products 1,153 84 (309) (26.8)
Gold 0 0 0 -
Emeradds 19 24 5 256
Non-traditional exports 1422 1,587 166 17
Agricultural sector 310 318 8 25
Industrial sector 1,063 1224 162 152
Mining sector 49 26 4 (7.2

(pr) Preliminary estimate
Source: DANE and Banco de la Republica.
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2000 to US$176 million during the same period in
2001. Thiswasdueto low international prices, which
dropped by 37.5% during this period and offset the
34.3% risein export volume. Non-traditional exports
increased by 11.7% between January and March 2001
compared with the same period in 2000. Industrial
exports grew the most (15.2%) during the same
period and accounted for 41% of total exports and
77% of non-traditional ones. Mining exports, on the
other hand, fell by 7.2%.

Animportant aspect wasthe reductionin total exports
to the United States and Japan. These dropped by
14.2% and 36.5%, respectively, in relation to the
same period in 2000. Also of significance was the

increase in non-traditional exportsto Venezuelaand
Ecuador between January and March 2001: 28.3%
and 88.3%, respectively, compared with the first
guarter of the previous year (Table 6).

Theriseinimportsduring thefirst quarter of theyear
wastheresult of anincrease in the purchase of capi-
tal goods, the dollar value of which rose by 21.0%
thanks to more imports of transport equipment and
capital goods for industry. Imports of consumer
goods, mainly durables, rose by 17.8%. Imports
of intermediate goods registered 7.0% growth
because of additional purchases for industry and
agriculture. These were offset, in part, by the drop

in imports of fuel and lubricants (Table 7).

United Venezuela  Ecuador Japan Germany Mexico Others Total
States

Totals (14.2) 215 876 (36.5) 9.8 6.2 (45) (4.6)
Non-traditionalexports 6.4 283 83.3 (8.4) 8.7 24.2 (2.4) 11.7
Agricultural Sector 107 150 1,379.7 263 131 (16.5) (133) 25
Industrial Sector 65 294 855 (15.0) 22 24.6 0.2 152
Food. beverages and tobacco (5.6) 386 573 (13.9) (6.0) 67.2 34 119
Yarn and fabric (334) (52) 103.1 na (15.9) (32.7) (8.6) (45)
Clothing 250 50 286.6 n.a (6.4) 39.7 (18.2) 145
Plastic and rubber products (21.9) 27 105.0 na 638 107.2 (4.0) 137
Leather and leather goods 299 265 1,038.9 (84.8) (6.3) (185) 469 399
Wood and wood products (8.9) 835 151.6 n.a (47.3) (11.5) 55.2 24.7
Graphic arts and publishing 789 58.6 174 103 5,543.3 343 217 36.2
Chemical industry (25.5) 385 404 na 97.2 37.6 12 29
Non-metallic minerals (1.5) 61.1 56.6 n.a (18.3) 33 (3.7 6.0
Common metals 43 37.3 91.8 1,308.9 135.6 394 04 182
Machinery and equipment 407.1 479 489 (78.0) (85.7) 440 295 722
Transport material 174.1 6.3 1,707.8 n.a n.a 472.4 (75.4) 145
Optical. cinema and other apparatus  (16.6) 113.0 104.6 (100.0) 67.3 (733) (245)  (10.4)
Other industries 32 1235 2493 na 451 (17.3) (14.2) 400
Mining sector 1/ (11.5) 04 1595 (93.8) 96 (47.2) 255 (7.2)

n. a. Not applicable
1/ Not including emeralds
Source: DANE and Banco de la Republica
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TABLE 7

IMPORTS, ACCORDING TO ECONOMIC DESTINATION (PR)

January-March Variationn
2000 2001 Absolute %
Total imports 2,616 2977 61 138
Consumer goods 451 531 2] 178
Non-durables 315 39 2 77
Durables 136 192 5% 410
I ntermediategoods 1,250 1,338 8 70
Fuel and lubricants ] 43 (35 (44.9)
For agriculture [¢] 17 2 261
For industry 1,079 1,178 ] 92
Capital goods 916 1,108 193 210
Construction materials 20 3 3 71
For agriculture 5 6 1 01
For industry 55 637 224 148
Transport equipment 317 423 106 336

(pr) Preliminary
Source: DANE and DIAN

Between January and March of this year, terms
of trade declined by 7.4%, on average, compared
with the same period in 2000 (Figure 17). This
was the result of a slowdown in growth of the
PPI for export goods, due to the drop in export
pricesfor traditional products, with the exception
of coal (Table 8).

The current account is also affected by "factor
income," whichincludesnet interest paymentsonthe
external debt and remittance of profitsand dividends
on net foreign investment. Thisitem showed adeficit
of US$769 million in the first quarter of 2001 or
US$164 million more than the deficit observed in
January-March 2000, thanks to an additional
US$156 millionin foreign remittance of profitsand
dividends.

The balance of nonfactor services, which include
net receiptsfrom travel, transport and other services
(communications, insurance, financial, etc.),
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registered aUS$322 million deficit in January-March
2001; current transfers showed US$322 million in
net income during the same period.

FIGURE 17

EVOLUTION IN TERMS OF TRADE 1/
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1/ Measured by means of the PPI (PPl exports/ PPl imports) * 100.
Source: Banco de la Republica



Prices Var. %

2000 2001

Coffee (USH/pound ex-dock) 120 075 (375

Qil (USH/barrel) 2809 2603 (73
Coa (USH/ton) 26.00 27.93 75
Ferronickel (US$/ pound) 183 134 (26.7)
Gold (US$/ troy ounce) 29088  263.71 9.3
Emeralds (USH/carat) 12,51 12.24 (2.1

Source: Preliminary balances of the Latin American and Caribbean
economies -2000, ECLAC.

2. Capital Account

The capital and financial account registered US$619
million in net income during the first quarter of
2001, as opposed to US$448 miillion for the same
period the year before. Essentially, thiswastheresult
of an increase of US$375 million in long-term
external flows and a reduction of US$73 million
short-term capital disbursementsin comparison with
the previousyear.

Asto long-term flows, foreign direct investment in
Colombia (US$394 million) was similar to thelevel
observed the year before. A highlight in terms of
private debt flows was the reduction in net outflow
of resources, which declined from US$381 million
in thefirst quarter of 2000 to practically nil (US$12
million) during the same period in 2001. On the other
hand, net borrowing in the public sector remained high,
despite a US$37 million reduction from US$589
million in January-March 2000 to US$552 million
in the first quarter of 2001.

The decline in short-term capital outflows was
primarily due to performance of the public sector
Net flows in the private sector were more negative
between January and March 2001 than during the same
monthsin 2000, mainly because of aUS$282 million
increasein portfolio investment abroad in comparison
with theyear before. A good portion of thisinvestment
was made through private pension funds.

The most recent figure on public and private external
borrowingisfor April (Table9)". Asillustrated, the
|atter cameto US$34,905 million. Thisisanincrease
of US$820 million with respect to March 2000,
thanks primarily to an additional US$714 millionin
public borrowing.

3. Changein International Reserves

Movement in goods, servicesand capital during the
first quarter of 2001 led to an accumulation of
US$310 millionin grossinternational reserves. The
reserve balance was US$9,285 million, which is
equivalent to 9.1 months of goods imports, 5.8
months of imports of goods and services, and 1.05
times the value of private and public debt
amortization in one year.

This last indicator has become more important to
determining the payment capacity of international re-
serves and, therefore, to limiting the market's
vulnerability to international flows. According to a
study by the International Monetary Fund (IMF), its
value should be at |east one (1.0) &.

7 Not including leasing or securitization by Ecopetrol.

8 Bussier and Mulder (1999). "External Vulnerability in Emerging
Market Economies: How High Liquidity Can Offset Weak
Fundamentals and the Effects of Contagion,” IMF, July.



TABLE 9

BALANCE OF THE COLOMBIAN EXTERNAL DEBT /
(MILLIONS OF DOLLARS)

Year Montlhy Private Sector 2/ Public Sector Total
Short-term Long-term  Subtotal Short-term Long-term Subtotal Balance3/
1999 Oct. 2,315 11,793 14,108 47 17,917 18,665 32,772
Nov. 2,370 11,670 14,039 785 18,640 19,425 33,464
Dec. 2,317 11,555 13,872 672 19,081 19,753 33,625
2000 (p) Jan 2,318 11,358 13,676 360 18,980 19,340 33,016
Feb. 2,380 11,284 13,664 306 19,317 19,624 33,288
Mar. 2,331 11,216 13,546 254 19,499 19,752 33,299
Apr. 2,453 11,147 13,599 229 19,272 19,502 33,101
May. 2,600 11,044 13,645 311 19,288 19,599 33,243
Jun. 2,552 10,867 13,419 320 19,404 19,725 33,144
dul. 2,598 10,770 13,368 248 19,496 19,744 33,113
Aug. 2,553 10,750 13,303 218 19,617 19,835 33,138
Sep. 2,636 10,661 13,297 190 19,607 19,797 33,095
Oct 2,679 10,504 13,183 186 19,921 20,108 33,291
Nov. 2,815 10,440 13,256 172 20,081 20,253 33,509
Dec. 3,051 10,451 13,502 199 20,051 20,250 33,752
2001 (pr) Jan. 3,055 10,404 13,459 203 20,284 20,487 33,946
Feb. 3,042 10,407 13,449 194 20,403 20,596 34,046
Mar. 3,095 10,431 13,526 183 20,376 20,559 34,085
Apr. 3,222 10,410 13,632 147 21,126 21,273 34,905

(p) Provisional

(pr) Preliminary

1/ Does not include leasing or securitization by Ecopetrol.

2/ The figures appearing in this bulletin may differ from those reported in the quarterly bulletin on the external debt and balance of payments, due to
areview of private external debt statistics conducted by the International Exchange Department (DCIN).

3/ Statistics calculated with monthly closing. These do not necessarily coincide with those presented with the weekly cut-off.

Source: Banco de la Republica, SGEE and DCIN.
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11

THE LATIN AMERICAN ECONOMIC CYCLE
AND COUNTER-CYCLICAL POLICIES

Recent performance of the Colombian economy is
somewhat similar to that of other Latin American
countries, which have al so experienced slowdownsin
recent quartersand whereofficial and privateforecasts
for product growth during 2001 have been revised
downward. However, these similarities are not new.
They were present throughout the nineties and
originated with factors common to devel opment of the
region's economies (Calvo, 2001)°.

The present chapter explains how capital inflowsin
these countries have been important to the pattern of
Latin American growth and how their fluctuations
contribute to what can be called the "economic cycle
of LatinAmerica." Without ignoring the benefitsto be
gained from these inflows, it is also maintained that
their presence imposes restrictions on the ability of
national authoritiesto apply counter-cyclical policies.
This phenomenon is more pronounced in economies
withimbal ancesthat have accumulated for prolonged
periods or with serious structural weaknesses such as,
for example, afinancial system that is fragile or in-
flexible to an extent that makes it difficult to correct
fiscal imbalances.

A. THE EcoNOMIC CYCLE IN LATIN
AMERICA DURING THE NINETIES

TheLatin American countrieswitnessed mgjor structural
changesin their economiesduring the nineties. Trade
was opened up and financial and capital marketswere
deregulated, all of which helped to attract foreign ca-
pital flows, increase exports, integrate the region
economically and restrain inflation®.

24

Figure 18 shows annual GDP growth in a sample
of Latin American countries and the average for
the region during the nineties. As illustrated, the
economic cycle in Colombiawas highly similar to
that of Latin America as awhole, but with sharper
upswings and recessions, particularly thislast one.
All these countries have experienced the growth,
slowdown, recession and recovery that characterized
the decade. The questionis: Why do countries with
different domestic policies generally behave the
sameintermsof their economic cycle? Part of the answer
isthat external factorsinfluencetheir behavior. In other
words, the Latin American economies share the
external shocks that prevent their economic cycles
from being different from the average cycle in the
region,

Inthe eighties, asaresult of the external debt crisisthat
marked the start of the so-called "lost" decade, the flow
of foreign capita to Latin Americawas limited at best.
However, foreign capital began to return to the region
in the early nineties. On that occasion, the volume of
capital compared with the size of the economy was
significant2, For example, between 1991 and 1994, net
capital inflows in Latin America accounted for nearly

9 Calvo, G etal.(2001). "Growth and External Financingin Latin
America," Mimeograph, IDB, Research Department.

10 For further details, see Ocampo J.A. (2001). Una década de luces

y sombras: América Latina y el Caribe en los afios noventa,

ECLAC.

11

SeeCalvo, G Et al. (2001) Op Cit.

12

SeeAgosin M. and French-DavisR. (1996). "Managing Capital
Inflows in Latin America," in The Tobin Tax: Coping with
Financial \olatility, edited by M. ul Hag, |. Kaul and |. Grunberg,
Oxford.
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6.0% of GDP, on average, as opposed to
approximately 3.75% of GDP in the seventies and
less than 1.0% in the eighties'.

The new influx of capital was due, in part, to
developmentsin thefinancial markets, to the positive
expectations of international investorswith respect to
the emerging economies, and to the trend in interest

3 See Gavin, M., Hausmann, R. and Leiderman, L. (1996) "The
Macroeconomics of Capital Flowsto LatinAmerica," in Volatile
Capital Flows: Taming their Impact on Latin America, edited
by Hausmann, R. and Rojas-Suarez, L. 1DB.
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rates worldwide. Consequently, an important part of
what determined the influx of capital depended on
factorsthat were entirely exogenousto the economies
of Latin America.

Figure 19 shows the close relationship between the
volume of net capital flow and growth of the Latin
American countries. Asillustrated, during the nineties,
thisrelationship was positivein most Latin American
countries, with significant rates of correlation between
GDPand foreign capital. As such, the entry of capital
helped the region to devel op during thefirst half of the
nineties. In effect, between 1991 and 1994, it grew by
nearly 4.0%, on average (Figure 18).

A sizableinflux of capital allows countriesto finance
large current account deficits without having to use
international reserves. Asaresult, economiesare able
to invest resources in amounts superior to national
savings. Net capital incomeis, therefore, associated
with high current account deficits, large investments
and low levels of saving. Figure 20 showsthe Latin
American economiesincurred huge current account
deficits during 1993-1994, close to 3.0% of GDP,
on average, financed largely with outside resources.
In most countries, theselarge deficitswere generally
accompanied by an appreciation in real exchange
rates.

Capital inflowsaffect economies by reducing domestic
interest rates, raising the price of assets (Table 10),
and elevating debt in the public and private sectors. This
last factor made for afragile financial system, which
wasevident even beforethereversal of theseflowsto
theregion. Under these circumstances, influxes of ca-
pital make the economy morevulnerableto areduction
in capital flows.

Fiscal deficitsincreased considerably ascapita flows
were channeled more towards consumption than
investment (Figure 21). In addition, the weakness of
certain macroeconomic fundamentals, the large
current account deficits and wesk domestic saving made
the L atin American countrieseven morevulnerabletothe
unexpected interruption in the flow of foreign capital.
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FIGURE 19

THE CONNECTION BETWEEN NET CAPITAL FLOW AND GDP IN LATIN AMERICA (1990-1999)
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This was precisely the case at the end of the
nineties. Whilethe crisisin Mexico (1994) and the
one in Asia (1997) had a local impact and some
repercussion worldwide, the Russian crisis had
enormous global repercussions, causing serious ca-
pital flight in Latin America. The so-called Tequila
crisis, which began in Mexico, had an important
effect on Argentinabut not on the rest of the world*.
Similarly, theAsian crisis, which beganin Thailand

14 According to Calvo and Reinhart (1996), Col ombiawas one of
the Latin American countries relatively unaffected by the
Mexican crisis.
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and spread throughout Asia, had no serious
repercussions on capital flows to Latin America,
although it did have a negative effect on terms of
trade (Table 11). Surprisingly, the Russian crisis had
more of a negative impact on capital flows to the
emerging countries. Thiswas dueto the behavior of
foreign investors and to short-comings in the
international capital market.

The Russian crisis of 1998 seriously interrupted the
flow of foreign capital to Latin America (Figure 22)
and coincided with a decline in certain domestic



Country 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2/
LatinAmerica 49.0 51.0 77.4 76.2 62.5 725 90.6 56.0 81.0 74.7
Argentina 700 50.7 849 636 69.1 821 %.3 689 913 686
Brazil 202 200 382 640 408 64.9 783 449 630 665
Chile 46.7 524 67.8 %8 930 770 796 557 714 64.8
Colombia 455 620 816 1035 71 805 99 564 443 251
Mexico 835 1062 1560 911 665 773 1141 695 1203 1041
Peru n.d. 326 439 66.8 731 736 838 505 611 439
Venezuela 128.0 733 656 478 327 w7 B3 449 378 486

n.d. Not available
1/ end of month values, global index
2/ a mid-december.

Source: eclac, based on figures from the international financial cooperation

macroeconomic factors throughout most of the
region, aggravating the consequences of thisexternal
shock. The speed at which the "contagion" spread
was due to the fact that foreign investors decided to
treat all of Latin Americaequally and to interrupt ca-
pital flows to every economy in the region.

One of the primary consequences of the Russian cri-
sis was a considerable increase in Latin American
external debt margins (Figure 23) and, as aresult,
the restriction on access to external financing for
these countries. I1n addition to the unexpected flight
of capital from the region, the crisis in so-called
emerging marketsimpaired terms of trade, whichfell
by 6.0%, on average, in 1998 (Table 11)*. This
substantially reduced the value of Latin American
exports, sending countriesthat were heavily in debt
into arecession. Investment turned negative, savings
declined, the price of assets fell, financial sectors
were plunged into crisis, and unemployment rose
(Figure 24)*°. Growth of the region's economy as a

15 TheLatin American countriesthat experienced the sharpest decline
intermsof tradewere Chile (-11.7%), Colombia(-8.2%), Ecuador (-
11.0%), Peru (-13.1%) and Venezudla(-27.9%).
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whole dropped from 5.2% in 1997 to 2.3% in 1998
and 0.3% in 1999 (Figure 18).

Colombiawas not an isolated casein Latin America.
This negative external shock had a similar effect on
every economy intheregion. However, macroeconomic
imbal ancesin Colombiamadethe country particularly
vulnerableto changesintheinternational environment®”.
Asaresult, the external shock brought down pricesfor
thecountry'sprimary exports, made external borrowing
moreexpensive and reduced capita inflows, dl of which
raised domestic interest rates and caused aslowdown
inthe economy.

The recovery phase in Latin America began during
the third quarter of 1999, in synchronized fashion, in
every country of the region. Besides the adjustment

% According to Calvo et al. (2001), the slowdown-recession that
began inthethird quarter of 1997 implied achangein thetendency
of product growth rates. This was a highly synchronized
circumstance and affected the seven largest economies in the
region, without exception.

7 Among others, these changesincluded the current account decli-

neregistered in the balance of payments, which madethe economy
vulnerableto any changein market conditions, and thefiscal deficit,
which tended to displace the private economy through higher
interest rates.
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TABLE 11

TERMS OF EXCHANGE IN LATIN AMERICA
(INDEX 1995=100)

Country 1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 (*)
LatinAmerica 94.5 94.6 94.3 98.9 100.0 101.4 103.5 97.5 97.8 101.5
Argentina 1039 100.7 1048 1056  100.0 1085 1089 1039 985 1047
Brzsil 712 742 799 915 100.0 101.0 106.8 104.6 A4 875
Chile 835 812 742 841 100.0 80.7 830 733 735 749
Colombia N1 874 910 1049  100.0 103.7 1044 %8 1026 1189
Ecuador 121.7 1163 1064 1089 100.0 109.6 1119 96 106.2 1214
Mexico 1024 1050 1049 1033  100.0 102.8 1040 1004 1023 1049
Peru 868 950 8.1 9%.7 1000 %5 103.2 897 833 825
Venezudla 116.0 1080 1019 101.0 100.0 115.6 1108 799 106.5 1534
(*) Preliminary.

Source: CEPAL.

policies adopted by most of these nations, externa
factors such as growth of the United States economy
and reactivation of the Asian economies played an
important role in the region's economic recovery. Co-
lombia has not been an exception in this respect’®.
Product and investment showed positive growth during
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theyear 2000, and important adjustmentswere obtained
in the current account balance and in fiscal accounts.
For example, the current account deficit declined from

18 For adetailed explanation of the adjustment program carried out
in Colombia, see the March 2000 Report to Congress by the
Board of Directors.
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5.3% of GDP in 1998 to 0.05% of GDP in 2000,
while the consolidated public sector deficit was
reduced from 5.4% in 1999 to 3.4% in 2000.
Nevertheless, as mentioned in the last report to
Congress, unemployment has been on the rise since
1995 and continues to be the main problem in the
Colombian economy.

The pace of recovery in Latin Americaslowed in the
second quarter of 2000 and is not expected to improve
during 2001. Thisisduetothedowdownintheworld
economy, asreflected inlessthan expected growth for
the United States, continuation of the crisisin Japan,
and disruptions in the international capital market
because of economic problemsinArgentinaand Turkey.
These external factors are compromising Latin
American growth againthisyear (Table 12)%.

19 For additional details, see Calvo et al. (2001).
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2000 2001 2002
World V/ 4.1 2.3 3.0
United States 50 19 30
European Union 33 25 27
Japan 17 09 15
LatinAmerica2/ 4.0 2.6 3.7
Argentina -05 16 45
Brazil 45 29 38
Chile 55 40 50
Ecuador 19 35 36
Mexico 69 30 13
Peru 31 09 25
Venezuela 32 44 35

1/ Forecasts developed in June 2001 and published by
WWW.CONSENSUSECoNomics.com.
2/ Source of forecasts: |dea Global, June 2001.

In conclusion, lifting controls on foreign capital has
enormous advantages for the emerging countriesand
facilitates increased economic growth. However, the
benefits of larger capital inflows must be
complemented with firm fiscal and financial policies
to offer international investorsastable macroeconomic
environment in which long-term commitments are
attractive.

Thefact that most L atin American economiesfollowed
a pattern similar to the regional average during the
nineties, suggeststhat animportant part of the economic
cycleinthesecountriesisdueto externa factors, which
could not be offset by counter-cyclical
macroeconomic policies®.

2 SeeUribe, J. D. (2001), “Laseconomiasy su dificultad paraadop-
tar politicas macroeconémicas anticiclicas," Reportes del Emi-
sor, July No. 26.



B. COUNTER-CYCLICAL POLICIES IN
EMERGING COUNTRIES AND THE
COLOMBIAN CASE

Initsupward phase, the economic cyclein emerging
countries is marked by a current account deficit, an
influx of external savingsthat allowsfor investmentin
excess of domestic savings, and higher economic
growth rates. Theincreased availability of foreign credit
isreflected inlower costsfor external borrowing. This
is a common trend throughout Latin America and
in other emerging countries. When the situation in
international financial markets is turbulent, capital
moves to safer markets in the developed countries.
Capital outflow coincideswith the downward phase of
the cycle, a time when all emerging countries are
treated equally and growth in external credit is
generalized.

Economic cycles of the magnitude observedin Latin
Americain the nineties are difficult to manage. At
first glance, the solution would seem to be aquestion
of applying counter-cyclical policies on the fiscal
or monetary fronts. Policies of this sort are possible
in the developed countries. When faced with a
cutback in demand, these countries reduce interest
rates or adopt expansive fiscal policies. However, in
the emerging countries, counter-cyclical policiesare
not a trouble-free alternative. Because these
economies are extremely sensitive to sharp
fluctuations in capital flows, the convenience and
effectiveness of such policies resides with their
impact on flows of thistype, which isdetermined by
imbalances accumulated in the past or by serious
structural weaknesses.

For example, acountry with ahistory of high fiscal or
external deficit, or with high level sof public or externa
borrowing, will find it difficult to implement counter-
cyclical policies, asthey might affect perceptions on
the sustainability of public finances and the foreign
balance and, therefore, provoke a drastic cutback in
capital flows.
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Counter-cyclical policies can create other problems
for emerging countries. A reduction in interest rates,
which can spark depreciation of the exchangeratein
a floating system, jeopardizes compliance with the
inflation target and aggravatesthe financial weakness
of agentswho are exposed to the risk of devaluation.
Therefore, in a situation where the economy is vul-
nerable to shocks or fall outs in capital flows,
experimenting with counter-cyclical policiescanlead
to a turnabout in macroeconomic policy; that is, to
even more pro-cyclical policies.

Uncertain and unstable macroeconomic situations of
this nature are characterized by volatile interest and
exchangerates, and by ashortage of external financing.
Thesefactorsdo even moreto aggravate problemswith
sustaining the public and external deficit.

In fact, most Latin American countries adopted pro-
cyclical fiscal policiesduring the nineties. According
to the information in this chapter, during periods of
expansion, governmentsincrease their consumption
and investment, generating greater fiscal deficitsasa
result. Onthe contrary, intimesof crisis, governments
are forced to undertake fiscal adjustment programs
as a way to generate confidence and credibility in
international markets.

At present, theinternational economic situationisone
of slowdown and uncertainty. The slowdown includes
both the devel oped countries and emerging markets.
The uncertainty is associated primarily with
circumstancesin Argentinaand Turkey.

This environment diminishes possibilities for
emerging countries to carry out counter-cyclical
policies.

In spite of these limitations, fiscal and balance-of-
payment adjustments make room for adopting
counter-cyclical policies. Colombia and Chile are
examples. Inacontext of weak aggregate demand, the
Board of Directors of the Banco de la Republica
adopted a looser monetary policy as of 1999, but
without compromising theinflation target. Thiswas



possible thanks to the existence of unused installed
capacity in various sectors of the economy and to the
program agreed onwith the IMF. Thelatter isdesigned
to correct the fiscal deficit and to provide for
structural reforms that will guarantee the long-term
viability of public finances. This has facilitated the
country'saccessto international capital marketsin the
last two year.

Consequently, the Banco de la Republicalowered its
intervention rate on 15 occasions between December
1998 and March 2001, at times placing rea interest
rates on transactionsin monetary expansion auctions
at levelsnear zero?.

In addition, reserverequirementswerereduced, on ave-
rage, from 8.7% at the end of 1997 to 5.8% at theend
of 1998, where they have remained ever since. This
freed an important volume of bank reserves and
improved the cash position of the banking system.

On the other hand, conditions to support liquidity in
thefinancial system were made moreflexiblein 1999,
thereby reducing therisk of illiquidity and facilitating
accessto exceptional resourcesfrom Banco delaRe-
publica. A more open monetary policy is evident in
growth of the monetary base, which rosefrom -16.5%
in December 1998 to 13.2% in June 2001%.

21 Seethe section on monetary policy (Chapter V).

2 Part of the increase in the monetary base is, however, the result
of apolicy designed to satisfy increases in demand on the base,
due to introduction of the tax on financial transactions and its
subsequent modification. Given their nature, these changes in
monetary base demand are not inflationary.
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Chile has implemented a counter-cyclical policy as
well. The country'smacroeconomic situationishighly
resistant to shocksin the international economy. For
years, central government finances showed asurplus,
the current account deficit was moderate, and externa
debt marginswere low in comparison with the rest of
LatinAmerica Thissolidfinancial situation hasenabled
the country to deal with theinternational crisisthrough
a more counter-cyclical monetary policy. In effect,
during the current year, the interest rate according to
monetary policy hasdeclined in real termsfrom 5.0%
to 3.75%%.

Therefore, emerging countriesthat may some day be
in a position to adopt counter-cyclical policies will
have to reinforce their macr oeconomic foundation
by improving their public debt and balance-of -payment
indicators and by lowering inflation. This requires
policiesthat guarantee macroeconomic stability. It aso
impliesthedesign of acautiousregulatory framework
for thefinancial system.

Although most Latin American countries are
recovering from the crisis, the recession at the end
of the nineties had high economic and social costs.
As anayzed in Panel 1, income distribution in most
of the countries worsened and poverty increased.
Accordingly, one of the biggest challengesto economic
policy isto place the economy on a path of sustained
growth that encourages employment and reduces
poverty.

% |n Colombia, theinterbank deposit rate, in real terms, was 3.2%
in 2001.



The Colombian economy has not been immune to the economic cycle in Latin America.
Consequently, its social indicators would be expected to follow the pattern set by the region as a
whole. Problems within inequitable income distribution have been observed and known for
decades. As noted by ECLAC, the inequity characterizing the Latin American countries is a result

of the economic and social structures prevailing throughout the region.!

Due to these structures, income distribution in Latin America is among the most inequitable in the
world (Table 1). Latin America has some of the highest Gini coefficients, on average, in comparison
with other regions. 2 While inequality in the Middle East and Africa has declined notably, and has
remained relatively constant in the developed countries, it is persistently high in Latin America,

having declined only slightly in the seventies to the point where it has stayed ever since.

Income distribution in Latin America in the eighties was aggravated by the debt crisis. Some
progress in towards betfter income distribution and less poverty was observed in the first half of
the nineties, thanks to structural reforms and rapid economic growth during that period. However,
the recession experienced by most countries at the end of the decade has impaired the region's

social indicators.

The trend differs considerably from one country to another. In some countries, such as El Salva-
dor, Honduras and Peru, income distribution has gotten better. Despite extreme inequality, their
situation in this respect improved during the nineties. Costa Rica and Uruguay have reached
levels similar to those of the developed countries. However, according to Morley (2000), 75% of
the total population in Latin America is located in countries where income distribution is extremely
inequitable, even though there are signs of improvement. These countries include Argentina,

Brazil, Chile and Mexico, the largest economies in the region, where inequality in income

TABLE 1
GINI COEFFICIENTS, AVERAGE BY REGION AND DECADE

Region Sixties Seventies Eighties Nineties 1/
Eastern europe 025 025 025 029
Southern asia 0.36 034 035 032
Oecd & high income countries 035 035 033 034
Far east and the pacific 037 040 039 038
Middle east and northern africa 041 042 041 038
Africa south of the sahara 050 048 044 047
Latin america 0.53 0.49 0.50 0.49

1/ average for the first half of the decade.
Source: klaus deininger & lyn squire, "a new data set measuring income inequality,” world bank economic review, vol. 10, no. 3
(1996).
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distribution increased in the eighties and has remained high since 1990. In Colombia and Vene-
zuela, the level of inequality rose during the nineties. It is also high in Bolivia, Ecuador and

Paraguay, which began to report statistics only recently.

Historically, Colombia has been one of the Latin American countries where income is most
concentrated. Early studies on the topic showed a high concentration of income in Colombia
during the fifties and sixties, due to lack of education and poor distribution of land ownership.*
Nevertheless, there was considerable progress in the seventies and eighties. In effect, between
1971 and 1988, the Gini coefficient for the national total declined from 0.53 to 0.45, implying a

notable improvement in income distribution®.

However, in the nineties, the Gini coefficient was 0.56, on average, exceeding the coefficient for
Latin America (0.52). This indicator declined in Colombia to 0.54 between 1993 and 1996,
before reaching to 0.57 in the year 2000 (Figure 1). The deterioration in income distribution was
evidenced by the fact that the poorest 40.0% of the population reduced its share of the country's
total income from 9.8% to 8.7% between 1991 and 2000 (Table 2).

As to poverty indicators, the indigence line and the poverty line improved substantially at the
start of the decade.” The portion of the Colombian population living in abject poverty declined
from 20.4% to 17.9% between 1991 and 1998. The population living below the poverty line
declined by 3.5 percentage between 1991 and 1997, from 53.8% to 50.3% (Figure 2). However,
less favorable conditions in the national and international economy at the end of the nineties
pushed the unemployment rate up and reversed the decline in poverty. 8 In fact, poverty at the
end of the nineties was above what it had been at the start of the decade. In 2000, it was
estimated that 23.4% of the population was below the indigence line and 59.8% was below the

poverty line.®

FIGURE 1
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TABLE 2
SHARE OF TOTAL NATIONAL INCOME (*¥) CORRESPONDING TO EACH QUINTILE OF THE POPULATION

Year Quintilel Quintile2 Quintile3 Quintile4 Quintile5
1991 30 68 108 174 620
1993 25 6.0 100 166 649
1996 26 6.7 109 182 616
1997 26 68 14 191 60.1
1998 26 65 106 177 626
1999 25 6.6 110 185 616
2000 24 6.3 105 182 62.7
Average 2.6 6.5 10.7 18.0 62.2

(*) based on the income of the spending unit (all members of the household who perceive an income, with the exception of domestic
service and pensioners). Each quintile represents 20% of the population. Quintile 1 is the poorest; quintile 5, the wealthiest.
Source: dnp-uds-diogs calculations based on the dane national home survey for september. Information supplied by the dnp social
mission.

Chocé, Cauca and Narifio were the departments with the largest population below the poverty
and indigence lines in the year 2000, followed by the various departments on the Caribbean
Coast, Boyacd, Caquetd and Tolima. Although Bogotd has the fewest people below the poverty
line and one of the lowest percentages of people below the indigence line, it is the place where
these indicators increased the most between 1997 and 2000. This was due to the arrival of large

numbers of displaced people (Table 3).

Figures on income distribution and poverty are based on the family income data in the home
surveys. This information does not include subsidies or services provided by the state. An increase
in social spending by the state may, therefore, improve the well being of the poorest groups
without raising their share of total income. Hence, it can reduce the deficit of unsatisfied basic

needs without generating any improvement in income distribution.

The nineties witnessed important progress in social conditions measured by the indicator of
unsatisfied basic needs (UBN).'® The poor declined from 37.2% of the population in 1993 to
22.9% in 2000, and the population living in abject poverty declined by more than eight
percentage points during the same period (Table 4). Generally speaking, coverage of all basic
needs has improved in recent years, primarily as concerns access to services. In the year 2000,
Bogota had the lowest indicator of UBN with respect to poverty and indigence, while the
departments on the Pacific coast, except for Valle, and those on the Caribbean coast had the
highest (Table 5).
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TABLE 3
NATIONAL AND DEPARTMENTAL POPULATION BELOW THE INDIGENCE AND POVERTY LINES 2000

(PERCENTAGES)

Departaments Poverty line Indigenceline

1997 1999 2000 1997 1999 2000
Total 50.3 56.3 59.8 18.1 19.6 234
Bogota R4 463 496 6.1 132 149
Antioquia 505 578 504 143 178 200
Atlantico 470 579 66.7 117 16.1 281
Bolivar 626 599 658 237 232 319
Boyaca 615 626 65.6 305 282 292
Caldas 549 539 61.3 16.7 153 207
Cagueta 575 599 69.2 153 193 287
Cauca 644 733 772 303 398 397
Cesar 559 537 614 184 135 164
Choco 705 780 780 448 46.7 474
Cordoba 708 726 694 411 371 36.7
Cundinamarca 435 509 590 150 168 281
Huila 533 625 624 241 219 268
LaGugira 500 502 56.6 256 188 236
Magdalena 589 626 595 241 170 184
Meta 386 524 555 101 159 175
Narifio 67.1 77 a7 382 368 406
N. Santander 586 582 530 235 182 202
Quindio 471 508 506 131 118 115
Risarada 452 511 582 160 180 232
Santander 4.2 549 57.7 185 216 231
Sucre 66.0 640 674 282 178 266
Tolima 60.7 573 664 260 217 310
Vdle 429 476 523 94 139 158

Source: DNP-uds-diogs calculations based on the dane national home survey for september.
Information supplied by the dnp Social mission.

TABLE 4
INDICATOR OF UNSATISFIED BASIC NEEDsS (UBN)
(PERCENTAGE OF THE TOTAL POPULATION NATIONWIDE)

Year Poverty Indigence Housing Services Overcrowding School non Economic
(1UBNI) (Moreof 1UBN) attendance dependence
1993 372 149 116 105 154 80 128
1996 26.0 89 86 55 111 40 90
1997 259 86 80 54 113 42 89
1998 26.0 82 6.6 47 111 47 100
1999 249 73 6.7 40 112 39 88
2000 (*) 29 65 6.7 36 102 32 76

(*) corresponds to he latest dnp-usd-diogs calculations by the dnp social mission.
Source: dnp-uds-diogs calculations based on the 1993 dane census and the national home survey for september. Published in
coyuntura econémica e indicadores sociales, dnp, july 2000.
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TABLE 5
NATIONAL AND DEPARTMENTAL POPULATION WITH UBN AND LIVING IN ABJECT POVERTY

1997 - 2000
(PERCENTAGES)

Departaments UBN, poverty UBN, abj ect poverty

1997 1999 2000 1997 1999 2000
Total 259 24.9 229 8.6 7.3 6.5
Bogota 130 124 124 25 24 13
Antioguia 235 24 183 72 60 52
Atlantico 208 195 230 65 a7 71
Bolivar 431 375 b2 24 169 130
Boyaca 46 280 245 95 84 47
Caldas 216 204 154 49 29 36
Cagueta 420 275 22 160 77 6.6
Cauca 3R2 403 289 107 159 113
Cesar 355 321 363 172 101 132
Cordoba 535 290 41 256 29 181
Cundinamarca 218 230 234 5.7 32 51
Choco 291 649 606 143 232 176
Huila 241 266 286 72 80 6.6
LaGugjira 42 317 326 172 177 17
Magdalena 409 406 340 17.7 153 163
Meta 25 %7 262 72 6.0 75
Narifio 395 340 326 147 92 9.8
N. Santander 271 20 192 86 57 32
Quindio 200 211 181 a7 64 34
Risaralda 149 151 16.7 20 8BS 40
Santander 184 203 208 54 36 41
Sucre 488 4.2 398 218 186 150
Tolima 299 289 273 92 82 87
Vle 157 171 157 25 26 26

Source: dnp-uds-diogs calculations based on the dane national home survey for september.
Information supplied by the dnp social mission.

According to other social indicators, such as the infant mortality rate, life expectancy at birth,
illiteracy and the fertility rate, living conditions for the Colombian population have improved
considerably in recent years. Furthermore, Colombia's social indicators surpass the average in
Latin America. According to figures released by ECLAC, the infant mortality rate in Colombia
declined from 48.4 in 1980 - 1985 to 30.0 in the five years between 1995 and 2000, and was

below the regional average (Table 6).

Life expectancy in Colombia increased from 67 to 71 years between the first half of the eighties
and the second half of the nineties, and was near the average for the Latin American countries

(Table 7).
Latin America has also made significant headway towards combating illiteracy, which was

reduced by almost 50.0% in the last two decades. However, despite important progress in this

respect, Colombia continues to lag behind other countries. This indicator declined by 47.4%
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TABLE 6
INFANT MORTALITY RATES 1/
(PER 1,000 LIVE BIRTHS 2/)

Country 1980-1985 1985-1990
Total Males Females Total Males Females
Argentina R2 %5 288 271 300 241
Bolivia 109.2 116.0 1020 0.1 9.0 840
Brezil 644 715 570 550 620 477
Chile 237 258 216 184 199 16.7
Ecuador 684 75 611 571 635 505
Mexico 470 529 409 05 430 359
Peru 816 879 7.1 630 a7 610
Venezuela 336 376 24 269 303 234
Average 56.5 61.8 51.0 47.1 51.7 42.2
Total 3/ 58.3 63.7 51.8 48.6 53.4 42.9
Country 1990-1995 1995-2000
Total Males Females Total Males Females

Argentina 243 270 215 218 245 190
Bolivia 7.1 792 708 65.6 700 610
Brazil 472 540 400 422 485 356
Chile 140 152 128 128 138 116
Ecuador 297 554 437 456 508 401
Mexico 340 362 316 310 30 289
Peru 555 618 488 450 50.1 396
Venezuela 232 262 201 209 236 182
Average 39.8 43.8 35.5 35.0 38.7 311
Total 3/ 40.8 44.9 35.7 36.1 39.9 315

1/ Deaths in the 0-to-1 age group per 1,000 live births.

2/ Rates implicit in the population projections.

3/ Does not include the countries of the english-speaking caribbean.

Source: Anuario estadistica de América Latina y €l caribe, United Nations, Eclac, 2000.

as opposed to an almost 55.0% reduction, on average, in countries such as Ecuador, Bolivia

and Venezuela (Table 8).

The fertility rate is lower in Colombia than in most countries of the region. As of the eighties, it has

displayed the same downward trend as the average for Latin America (Table 9).

In short, although there has been important progress towards creating better living conditions for
the people of Latin America, and the Colombian population in particular, the rise in informal jobs
and unemployment originating with the economic recession at the end of the nineties had a negative

impact on what was accomplished in the early nineties in terms of reducing poverty and inequality.
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TABLE 7
LIFE EXPECTANCY AT BIRTH
(YEARS, AVERAGE)

Country 1980-1985 1985-1990
Total Males Females Total Males Females
Argentina 702 668 737 710 67.6 746
Boalivia 537 519 556 56.8 551 586
Brezil 634 602 66.7 64.9 614 636
Chile 70.7 674 742 727 69.6 759
Ecuador 645 625 66.7 67.1 64.7 695
Mexico 67.7 644 712 69.8 668 730
Venezuela 688 659 718 705 67.7 735
Average 65.7 62.8 68.8 67.6 64.6 70.7
Country 1990-1995 1995-2000
Total Males Females Total Males Females
Argentina 721 686 w7 731 69.7 768
Bolivia 593 57.7 610 614 598 632
Brazil 664 62.7 704 67.9 641 719
Chile 744 715 774 752 723 783
Ecuador 688 664 714 69.9 67.3 725
Mexico 715 635 745 724 695 755
Venezuela 718 690 A7 728 700 7
Average 69.1 66.1 72.3 70.4 67.5 73.5
Source: Anuario estadistica de américa latina y el caribe, United Nations, Eclac, 2000.
TABLE 8
ILLITERATE POPULATION AGE 15 AND OVER, BY GENDER
(PERCENTAGE OF THE POPULATION AGE 15 AND OVER)
Country Both sexes Males Females
1980 1990 2000 1980 1990 2000 1980 1990 2000
Argentina 60 42 31 5.7 41 31 64 44 31
Boalivia 309 216 144 199 129 79 413 29 206
Brazil 254 183 147 237 179 149 2712 188 146
Chile 85 60 43 79 56 41 91 64 45
Ecuador 181 116 81 144 95 64 218 138 98
Mexico 170 123 90 138 96 69 202 150 109
Venezuela 151 99 70 133 91 6.7 169 108 73
Average 171 11.9 8.6 142 10.0 7.3 199 138 9.9

Source: Anuario estadistica de américa latina y el caribe, Uunited Nations, Eclac, 2000.
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TABLE 9
OVERALL FERTILITY RATE
(NUMBER OF CHILDREN)

Country 1980-1985 1985-1990 1990-1995 1995-2000
Argentina 32 30 28 26
Boalivia 53 50 48 44
Brazil 36 30 25 23
Chile 27 27 25 24
Ecuador a7 40 35 31
Mexico 42 36 31 28
Venezuela 40 36 33 30
Average 3.9 35 3.2 2.9

Source: Anuario estadistica de américa latina y el caribe, United Nations, Eclac, 2000.

10

See Ocampo, José, A. (2000). "Equidad, desarrollo y ciudadania," Eclac, August 2000.

The Gini coefficient is an index used to measure inequality. It is based on the assumption that, if income is
distributed fairly, each member of the population would have the same share of income (equal distribution). This
index measures the gap between actual distribution and equal distribution. The value of the coefficient rangesfrom
0to 1. The higher the value, the greater the concentration.

Morley, Samuel (2000). "Ladistribucion del ingreso enAmérical atinay el Caribe," ECLAC.

For amore detail ed description of the trend inincome distribution during 1970s, 1980s and 1990s, see " Distribucién
del ingreso y la pobreza en Colombia. Evolucion reciente” in Revista del Banco de la Republica (Journal of the
Banco delaRepublica), Editorial Notes, August 1993.

See"Distribucién del ingresoy lapobrezaen Colombia. Evolucién Reciente” in Revistadel Banco dela Republica
(Journal of the Banco delaRepublica), Editorial Notes, August 1993, Chart 1.

Bulletin No. 26, "Coyuntura econémica e indicadores sociales," National Department of Planning (DNP), July
2000.

The poverty line is calculated on the basis of household income, assuming that the shortage of other goods and
servicesis proportional to the shortage of food. See Bulletin No. 26, " Coyuntura econémica e indicadores socia-
les," National Department of Planning (DNP), June 2000.

The indigence line is calculated on the value of a standard food basket that meets the minimum requirements.
Conseguently, a household lacking the income to purchase this basket for all its membersis considered to bein a
state of indigence or abject poverty. For amore detailed definition of theseindicators, see Bulletin No. 26, " Coyun-
turaeconémicaeindicadores sociales." DNP, July 2000.

For further details on recent unemployment problems, see the March 2001 Report to Congress by the Board of
Directors.

Information provided by the DNP Social Mission.

This method is used to measure the percentage of the population with at least one unsatisfied basic need. A
household is considered poor if it does not have proper housing with adequate water and sanitation facilities, if it
is subject to critical overcrowding, if it is highly dependent economically, or if it has at least one child between
seven and 11 years who does not attend some type of educational establishment. Householdsin a state of misery
are those with two or more unsatisfied basic needs. For details, see Bulletin No. 26, "Coyuntura econémica e
indicadores sociales." DNP, July 2000.
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MACROECONOMIC POLICY

A coherent macroeconomic policy has helped the
country to recover economically and has reduced
inflation. Decisionson monetary policy areintended to
make sure the inflation target is met and to boost
economic growth. For its part, monetary policy has
helpedtolower interest ratesand to providefor adequate
liquidity inthe economy. There has also been progress
towards reducing the fiscal deficit. This, in turn, has
bol stered confidencein the nation'seconomy on the part
of domestic and international investors. The principa
indicators of the financial system point to an
improvement inthat sector aswell.

A. MONETARY POLICY

Pursuant to the mandate granted to the Board of
Directors of the Banco de laRepublica (BDBC) by
the constitution, monetary policy in Colombia is
designed to achieve increasingly lower targets for
annual inflation, while encouraging a recovery in
economic growth and aggregate demand. This has
been possible thanks to the existence of surplus
installed capacity in various sectors of the economy,
to efforts aimed at correcting public and external
imbalances, and to the adoption of structural reforms.
With thisinmind, the BDBC has developed astrategy
that combines elements of the scheme for target
inflation with reference values for monetary
aggregates. Therefore, the approach taken by
monetary policy isdecided according to an evaluation
of inflationary pressures, prospectsfor inflation and
the trend in other macroeconomic variables,
especially monetary aggregates and the monetary
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base. In this respect, an important element of the
current monetary strategy isto develop areference
course for this aggregate, as a guide to supplying
liquidity to the economy, one that is founded on
target inflation and the premise of economic growth,
and contempl ates anti cipated shocksin the demand
for currency.

1. How Monetary policy operates

The Board of Directors defines the band for
intervention rates on the Bank's open market
transactions (OMT), based on a periodic evaluation
of the situation with respect to inflation. The Bank
offers primary liquidity at these rates, establishing
quotasfor daily expansion and contraction auctions.
These quotas are set in light of the anticipated trend
in supply and demand for liquidity, according to the
reference linefor the monetary base and estimates of
the demand for reserves by the financial system to
meet itsreserve requirements.

Theband applying to thereference intervention rates
used by the Banco dela Republicato apply monetary
policy fluctuates between: i) the maximum rate at
which the Bank iswilling to supply resourcesto the
economy in any amount, known as the Lombard
expansion rate (expansion window); ii) the minimum
rate at which liquidity is supplied to the market
through expansion auctions; iii) the maximum rate
at which the Bank is willing to receive resources
from the market through contraction auctions; and
iv) the minimum rate at which resources are accepted
from the market in unlimited amounts. Thelatter is
known asthe Lombard contraction rate (contraction
window).



The Board of Directors, in Internal Resolution No. 1
of 18 January 2000, introduced several changesand
specified the way net liquidity requirements in the
economy are to be met. The Monetary Intervention
and Exchange Committee (CIM C) was made directly
responsible for setting expansion and contraction
guotas in keeping with the reference line for the
monetary base?.

At the sametime, the Internal Operating Committee
(COl) was created expressly for the purpose of
overseeing compliancewith the new supply of liquidity
defined by the CIMC. It is authorized to modify
liquidity quotas set by the CIMC, but only in the
event of changes not foreseen in the projections on
monetary base supply®. Consequently, the COI has
apassive monetary function. Exercise of its powers
does not alter the focus of monetary policy?®.

Monetary policy decisionsare, therefore, supported by
a mechanism that makes it easier to interpret and
separate the short and long-term shocksthat influence
supply and demand with respect to the monetary base.
Accordingly, there should be no substantial fluctuations
in the short-term interbank rate, which should remain
at a level coherent with the targets established for
inflation.

2 The members of the CIMC include the Minister of Finance and
Public Credit or his delegate, the Governor of the Banco de la
Replblica, and all regular members of the Board of Directors of
the Banco delaRepublica.

% TheCOl iscomprised of the Technical Director of theBanco dela
Replblica, the Director of Economic Research and the Director
of Monetary Matters and Reserves.

The scheme described aboveis reinforced and supplemented by
constantly updating estimates of cash and reserves on the basis
of actual figures. The econometric model s used to estimate short-
term cash demand, which are updated with actual figures and
estimates of the demand for bank reserves based on liabilities
subject to the reserve requirement two weeks earlier, allow for a
more precise estimate of demand than that implied by thereference
line.

% Prior to this operational change, the Board of Directors set
expansion and contraction quotas directly and authorized the
Monetary Intervention and Exchange Committee (CIMC) to
modify them in the event of significant deviations from
projections.
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Thetrend in inflation, coupled with accomplishment
of the target for 2001 and stability of the interbank
interest ratein thefirst half of theyear, isanindication
that the new operational schemefor applying monetary
policy in Colombia has achieved its purpose (Figure
25). Nevertheless, thiswasnot easy. At the beginning
of 2001, the Board of Directors faced shocks in the
demand placed on the monetary base dueto variations
inthetax onfinancial transactions.

a. Revision of thereferencelinefor the
monetary base

Asapreliminary measure, anew referencelinefor the
monetary base in 2001 was adopted in March of this
year by the Board of Directors. The new estimate
includes changesin the demand for cash, which were
brought on by an increase in the financial transaction
tax to three per thousand at the beginning of the year,
and corrected the M3 estimate, since the initial
assumption of the constant speed of thisaggregatewas
not being metZ.

A rulingissued in mid-March exemptswithdrawal s of
up to $3.9 million pesos a month from certain types
of savings accountswith savings and |oan associations
fromthetax onfinancial transactions (3 x 1000). This
influenced thetrend in cash in the hands of the public,
as well as the monetary base, and explains why, in
recent months, both these aggregates have been bel ow
thelevel estimated in the reference line adopted last
March. Thisfactor, coupled with the revised figures
and the course anticipated for M3, prompted a new
estimate of the reference line for the monetary base,
which was approved by the Board of Director on 28
June 2001. Thisline, illustrated in figure 26, shows
16.9% average annual growth and 8.1% at year end.
TheBoard of Directors constantly examinesthetrend
indemand on themonetary base and eval uateswhether
or not the reference line is coherent with the target
for inflation.

27 Asaresult of the revision, it was estimated that the base, M3
and cash would grow by 17.6%, 5.3% and 24.2%, respectively,
on average for the year, and 6.9%, 7.8% and 14.2% by year's
end.
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b. Developments concerning intervention in
the  money market

Throughout most of 2001, expansion auctions have
been held at the minimum expansion rate and only on
extremely isolated occas ons hasthe short-term auction
rate been above thisfloor. Window transactions have
been sporadic and in marginal amounts (Figure 27).
The general mechanism used by the Banco delaRe-
publicato supply liquidity allowed for ahighly stable

—#— Contraction Auction 14D

Contraction Window
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interbank rate, which fluctuated between the
maximum contraction auction rate and the minimum
expansion auction rate (Figure 25).

2. Monetary aggr egates

Thetrend in monetary aggregatesref|ected the Board's
decision on quotas and intervention rates, as described
herein.

a. Monetary base

As of February 2001, annual growth in the average
monthly monetary base dropped from ahigh of 24.1%
in January to 15.4% in June. The hike in January, as
opposed to 17.1% in December 2000, was the result
of arisein the demand for cash brought on by the
increase in the financial transaction tax from two to
three per thousand.

Annual growth in cash went from 26.7% in December
2000t0 32.7% in January 2001. After certain excep-
tions to this tax were established in March, the
increase inthe demand for cash slowed t0 19.9%in
June.

Thetrendin the demand for reserves at the beginning
of the year showed a large surplus of reservesin the
financia system. Thiswas associated with the caution



exercised by credit companiesin managing their bank
reserves in response to extension of the tax on cash
withdrawalsby financia agentsfrom deposit accounts
withthe Banco delaRepUblica. Theexcessin reserves
declined recently, perhaps because, as of April, the
Banco delaRepublicahasalowed thefinancia system
to extend intraday REPOs and to cover shortagesinits
deposit accountswith the Bank through semiautomatic
REPO transactions.

Annual growth inthemonetary base at thelast week of
June was 13.2%, which is $297 billion below the
revised referenceline. Thisisexplained fundamentally
by less demand for cash, the average annual growth of
which declined from 24.1% in May to 19.9% in June
(Table 13).

b. Money supply (M1)

During theyear to date, the annual increasein average
monthly M1 dropped from 32.1% in December 2000
t013.8%in May and 10.2% in June. Thisisexplained
by adeclinein annual current account growth, which
went from an average of 36.7% in December 2000 to
6.1%inMay and 2.7% in June. | n other words, the pace
of current account growth began to return to normal
once thetax reform in December 2000 did away with
the levy on financial transactionsinvolving transfers
between accounts held by the same customer (Figure
28).

c. Extended monetary aggr egate (M 3)

Annual growth in the average monthly extended
monetary aggregate (M 3) recovered substantially in
thefirst half of theyear, whenit increased from arate
of 2.8%in January to around 6.0% between February
and June (Figure 29). Thistendency would appear to
indicate that some of the factors responsible for
keeping this element down in the year 2000, as
discussed at length inthelast report, are beginning to
be overcome. Among others, theseinclude the decli-
nein the financial margin between assetsin foreign
and domestic currency and less growth in the net
supply of public debt securities (TES) offered by the
government and, consequently, agreater channeling
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of resources towards the financial sector. In effect,
asillustrated in Table 14, annual growthin TES aspart
of the financial portfolio of the economy declined
from 41.8% to 24.3%, while annual growth in the
commercial bank portfolio rose from 4.3% at
December 2000 to 7.0% at June 2001. Although
pressure exerted by TES on structure of thefinancial
portfolio in the economy has eased, their growth
remains high and probably has prevented more
expansionin M3 and credit.



Monetary base Cash Reserve

2000 2001 Var % 2000 2001 Var % 2000 2001 Var %
5-Jan. 8,091 10,157 255 5,420 7,100 310 2,670 3,058 145
12-Jan. 8,045 9,895 230 5,085 6,780 333 2,960 3,116 53
19-Jan. 7,620 9,669 269 4,896 6,627 354 2,725 3,042 11.7
26-Jan. 7,817 9,517 217 4,881 6,473 326 2,935 3,043 37
2-Feb. 7,639 9,724 27.3 5,064 6,670 317 2,575 3,054 18.6
9-Feb. 7,599 9,460 245 4,857 6,499 338 2,743 2,960 79
16-Feb. 7,765 9,359 205 4,792 6,384 332 2,972 2,976 01
23-Feb. 7,704 9,488 232 4,719 6,176 309 2,985 3,312 10.9
2-Mar. 7,676 9,013 174 5,010 6,493 296 2,666 2,520 (5.5)
9-Mar. 7,535 9,236 226 4,860 6,345 305 2,675 2,891 81
16-Mar. 7,640 9,177 201 4,878 6,267 285 2,762 2,910 54
23-Mar. 7,797 9,268 18.9 4,719 6,104 294 3,078 3,164 28
30-Mar. 7,132 8,819 236 4,922 6,263 273 2,210 2,556 15.6
6-Apr. 7,821 9,364 19.7 5,017 6,448 285 2,803 2,916 4.0
13-Apr. 7,812 9,668 238 4,939 6,380 292 2,873 3,289 145
20-Apr. 8,167 8,917 92 4,959 6,105 231 3,208 2,812 (12.3)
27-Apr. 7,436 9,045 216 4,912 6,167 256 2,524 2,877 14.0
4-May. 7,931 9,124 15.0 5,095 6,422 26.1 2,836 2,702 4.7)
11-May. 7,769 9,386 20.8 4,995 6,289 259 2,774 3,097 11.6
18-May. 8,058 9,095 12.9 4,945 6,181 250 3,113 2,914 (6.4)
25-May. 7,519 9,116 21.2 4,962 6,162 242 2,556 2,954 155
1-Jun. 8,003 9,433 17.9 5,352 6,413 19.8 2,651 3,021 139
8-Jun. 8,002 9,409 17.6 5,240 6,354 213 2,762 3,055 10.6
15-Jun. 8,264 9,521 15.2 5,312 6,381 201 2,952 3,141 6.4
22-Jun. 7,963 9,221 158 5,227 6,296 205 2,736 2,925 6.9
29-Jun. 8,369 9,477 13.2 5,517 6,506 17.9 2,852 2,971 42
Average 7,814 9,368 20.0 5,022 6,396 275 2,792 2,972 6.8

Source: Banco de la RepUblica.
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In spite of the foregoing, one of the factors to
influence slow M3 growth during this period wasthe
tendency on the part of the non-financial private sec-
tor to increase its holdings in foreign assets.
According to the balance of payments, foreign
portfolio investments by this sector are estimated as
having increased by US$338 million during thefirst
quarter of 2001.

In short, although the M 3 aggregate has seen some
growth, itisimportant that agents maintain confidence
in the process to reorganize the financial sector and
trust the public sector to do more in terms of fiscal
adjustment. To the extent that the government
managesto cut back onitsneed for internal financing
by reducing the deficit and to obtain adequate



Balanceat Balanceat Annual Variation
Dec-30 Jun-29 December June

2000 2001 % %

I. Total credit 48,368 48,073 (86) 27
Commercia banks 22,620 23102 43 7.0
Mortgage banks 16,217 15634 (23.6) (14.6)
Financial entities 7,964 7,764 (23 ()]
Commercial finance companies 1,319 1,326 9.7) 4.7)
Cooperatives ) @ 348 654
Companiesin liquidation 174 174 (52.3) (289

Il. Total financial portfolio 2/ 91,137 93,558 122 120
A. Financial sector 62,817 63,310 25 7.0
Extended money supply - M3 62,276 62,838 28 71
Money supply - M1 16,721 14,107 305 109
Quasimoney 39,458 42,755 (34) 6.2

Other liabilities subject to the reserve requirement 3/ 3,691 3,869 80 364

Bonds 2,128 1,852 (26.7) (252)
Commercia banks 218 B (26.8) (59.9

Mortgage banks 1,211 1,134 (25.2) (15.3)

Financial entities 501 491 (16.4) (17.6)

Commercial finance companies 197 128 (49.1) (56.8)

Restricted deposits 278 25 (52.2) (34.1)

Bankers acceptancesin circulation [59) ) (14.7) (18.1)
Assessable electrical sector securities % 0 (86.0) (99.8)

Fen savings securities 430 436 685 636

Other financial assets 4/ 1 1 00 00

B. Public sector 28,320 30,248 418 243
TES 19,457 20,635 162 157

TESb denominatedin f/c 2,050 2,002 313 283
TESBUVR 4973 5,538 1999 640
TES|aw 546 of 19995/ 1,839 2,071 315
Securities to support the coffee sector 2 2 (85.2) (0.0)

1/ Includes the portfolio in d/c and f/c with the public and private sectors.

2/ includes financial assets held by the public and the private sector.

3/ includes deposits in escrow, sight deposits, repos with non-financial entities, and mortgage bonds.

4/ includes ter, exchange certificates and bank bonds

5/ tes issued by the government and delivered to mortgage companies as payment for portfolio reliquidations.

Source: banco de la replblica and the banking superintendent.

financing abroad, acquisition of public debt
instruments, which now account for animportant share
of financial and private sector portfolios, will cease
to be as attractive and accessible an aternative. This
will help to channel the private sector's demand for
financial assetsto thefinancial system and to reorient
the structure of the financial system's assets in the
direction of credit.
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3. Interest rates

Asexplainedin Section 1, themonetary policy adopted
by the Board of Directors has a direct impact on
interbank interest ratesand an indirect effect oninterest
on deposits, TES and credit. Nominal interest on 90-
day timedeposits (DTF) hasdeclined by 0.6 percentage
points during the course of the year, from 13.3% in



December 2000 to 12.7% at June 2001%. The real
deposit rate rose by 0.3 percentage points during the
same period and was 4.4% at June. Thisincrease obeys
thefact that thedropininflation rateswas greater than
the reduction in the rate on time deposits (Figure 30).

In June 2001, nominal and real investment rates on
one-year TESwere 12.9% and 4.6%, respectively (Fi-
gure 31). Their trend during the course of the year
wassimilar to that registered for timedeposits (DTF),
declining by 0.3 percentage pointsin nominal terms
and increasing by 0.5 percentage points, discounting
inflation. Asillustrated in Figure 32, the difference
between the nominal cut-off ratein auctions of one-
year TESandthe DTF rate, which wasthree percentage
points at June 2000, declined to lessthan onein the
2001 auctions. A comparison between therate on one-
year TES and therate on fixed-yield commercial paper
with the same maturity, such as a 360-day time
certificate of deposit (TCD), showsthe annual yield
onthelatter was above the annual rate on public debt
securities. Thiscontrastswith the situation throughout
most of last year.

The downward trend in interest on TES was true for
longer terms as well. Three-year TES issued by the
government in Junewere marketed at 15.0%, on avera-
ge, compared with 16.0% in December of last year.
Five-year TESwere marketed at 15.9%, whichwasaso
below the rate observed in December 2000 (17.0%)
(Figure 33)

There is an important difference in lending rates,
depending on the type of risk involved for the
intermediary. Ordinary and consumer credit, which
registered interest rates of 23.9% and 33.9% at June
2001, involved ahigher risk premium than interest on
treasury and preferred credit, which showed respecti-
veratesof 15.2% and 17.1%. Thetrend in interest on
loansisalso different, according to the type of credit.
In the first half of the year, ordinary and consumer
rates increased by 0.4 and 3.5 percentage points,

% The weighted average monthly rate based on the amount
deposited with thefinancial systemin 90-day time certificates of
deposit.
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respectively, while the cost of preferred loans
declined by 1.5 percentage points and that of treasury
loans by 0.8 percentage points (Figure 34). An
analysis of the recent trend in interest spreads is
presented in the section on the position of the
financial system.

B. THE FOREIGN EXCHANGE MARKET
AND FOREIGN EXCHANGE POLICY

The representative market rate (TRM) closed at
Col$2,298.90 on 30 June 2001. This implies 7.5%
annual devaluation and 3.1%intheyear to date. The
TRM rose between January and April, slowed its
upward trend at mid-May, and remained stable
throughout June. The monthly averageincreased from
Col$2,186.20 in December 2000 to Col$2.305.70in
June (Figures 35 and 36).

1. Theforeign exchange mar ket

Thebehavior of the exchange rate can be explained by
analyzing the sources of foreign currency income or
outlays on the exchange market.

Table 15 contains an estimate of surplus demand (the
minus sign denotes net supply) for foreign currency
on the exchange market by the main economic agents
during the course of the year to June®. Net demand
for foreign currency during this period originated
primarily with the productive sector in an amount
(US$341 million) superior to that observed during the
same period the year before (US$ 251 million). On
the other hand, the main supplier of foreign currency
was the Treasury, which sold US$846 million, an
amount far above that registered in the first half of
2000. The extent of the supply of foreign currency
made available by the Treasury was not only sufficient
to meet the demand in the productive sector, it also

2 The sum of net demand for foreign currency on the part of the
various economic agentsisequal to zero in each period, reflecting
the fact that the exchange market must be balanced.
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FIGURE 36

ANNUAL NOMINAL DEVALUATION:
1999-2001

FIGURE 37
MONTHLY VARIATION IN AVERAGE TCRM
AND THE PARTICULAR CASH POSITION
OF THE FINANCIAL SYSTEM
(2000-2001)
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TABLE 15

NET DEMAND FOR FOREIGN CURRENCY BY THE PRINCIPAL ECONOMIC AGENTS
(MILLIONS OF DOLLARS)

2000 2001
Jun. Jan. Feb. Mar. Apr. May. Jun. Accum.
Jun.
A. Productive sector 2505 525 1419 (115) (34.2) 189.9 22 3409
B. Monthly variationin
financial sector PCP 1/ (2193 160.0 (80.2) 115 1191 %6 (11.7) 2953
C. Treasury (117.2) (2925) (1310 00 (85.0) (3165) (205 (8455)
D. Intervention-Banco
delaRepublica 86.0 800 69.3 00 00 300 300 209.3

1/ Particular cash position - Banking Superintendent
Source: Banco de la Republica

enable the financial sector to accumulate US$295
million inits particular cash position and the Banco
delaRepublicato purchase US$209 million through
options auctioned monthly.

Figure 37 showsthe trend in net demand for foreign
currency in the financial sector (particular cash
position-PCP), together with the changeinthe avera-
ge monthly TRM. It isinteresting to see the close,
positive relationship between these two variables,
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which suggeststhat, in the short term, the exchange
rate responds significantly to the behavior of exchange
market intermediaries. During the year to date, the
TRM tended to depreciate with an increasein the PCP
of exchange market intermediaries (IMC), asoccurred
in January, March and April. In February and May,
the pace of TRM depreciation slowed and, in
June, the tendency was towards considerable
appreciation, coinciding with less accumulation or
slowdown in the financial sector PCP.



Abrupt changes in the demand for foreign currency
in the financial system aretied to expectations of
devaluation or appreciation. For example, the
following factors contributed to the shift in
expectation from deval uation to appreciation during
May and June: i) the increase in sales of foreign
currency by the National Treasury, which amounted
to US$316 millionin May; ii) the announcement that
resources to finance all the government's foreign
currency needs during the year 2001 have been
secured; iii) the Bank's approval of arequest fromthe
government to earmark resources for the year 2002;
iv) congressional approval of thetransfer reform bill;
and v) stepstaken by the Banking Superintendent to
limit the extent to which the foreign currency
investment portfolio of mandatory private pension and
severance fundsis exposed to exchange risk. These
funds have been obliged to sell part of their portfolio
under a futures agreement, which constitutes an
additional factor of TRM appreciation.

2. Sale of foreign currency to the Banco dela
Republica: Use of sale options

Asreiterated in previousreports, the Banco delaRe-
publicaintervenes in the exchange market for two,
well-defined purposes; namely, to accumulate
international reservesand to control excess exchange
ratevolatility. It doesnot interveneto defineaparti-
cular exchangerate. Asto thefirst goal, the Board of
Directors continued with auctions of foreign currency
sale optionsto accumulate international reserves, in
keeping with the 2001 macroeconomic program. As
to the second, the Banco de la Republica has yet to
intervene, sincethere has been no excessvolatility in
the exchangerate.

Interms of optionsfor accumulating reserves (Table
16), the monthly quota was reduced from US$100
million in the January 2001 auctions to US$75
million in February, US$50 million in March and
April, and US$30 million in the months of May and
June, asthere was|ess need to accumul ate reserves™.
In each month of 2001, all auctioned quotas were
approved. These rights were not exercised by the
market in March and April. In January and February,
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they were exercised in part: US$80 million and
US$69 million, respectively. Theoptionsin May and
Junewereexercisedinfull.

The closing premiums at which the exchange market
has been willing to exercise options for sale to the
Banco delaRepublicafluctuated between $1,860 per
US$1,000in January and $9,550in June, with asteady
increase as of February. The premium for the June
auction wasthe highest ever. Thisfact, coupled with
full exercise of all assigned options, denotesachange
inthe course of expectationsfor deva uation asof May,
oncethe government announced itsintention to continue
to play an activerolein the supply of foreign currency
on the domestic exchange market.

3. Theexchangebalance

Table 17 showstheorigin of foreign currency movement
from a different perspective, by examining
devel opmentsin the domestic exchange balance during
the year to date. This balance includes all foreign
currency transactions conducted through authorized
exchange market intermediaries and the Banco de la
Republica®™.

The exchange balance registered a current account
outlay of US$845 million at June, which is US$89
million lessthan during the same period in 2000. The
increasein remittancesfor imports (US$2,446 million
as opposed to US$2,175 million during the same
period the year before) was more than offset by the
increase in foreign currency remitted for exports,
which rose from US$1,357 million to US$1,412
million, and by the trend in the balance of services.
Animportant aspect of thislast itemistheincomein
foreign currency originating with transfers from
Colombians abroad, which are estimated at

% The Banco de la Republica employs various indicators used
internationally to estimate the level of international reserves
considered prudent for the country.

31 According to Board of Directors Resolution 8 of 2000, authorized
exchange market intermediaries include banks and finance
corporations, commercial finance companies, finance
cooperatives, Bancoldex, FEN, stock brokers and exchange
bureaus that meet the respective requirements, as set forth in the
resolution.



Auction Amount Quota Premium Quota
date 1/ Presented Approved Mnimum Maximum Closing exer cised
(Peso/thousands of dollars)

2000 Feb. 2040 800 800 100 3,0200 2100 120
Mar. 368.0 800 800 1300 4,100.0 1,600.0 00

Apr. 607.5 100.0 1000 101.0 4,800.0 3,000.0 740

May. 3%4.0 550 1000 2300 5,000.0 600.0 00

Jun. 4930 100.0 1000 500 4,500.0 2,2500 00

dul. 474.0 100.0 1000 500 5,100.0 3,000.0 155

Aug. 368.0 100.0 1000 2000 6,100.0 3,650.0 00

Sep. 522.0 09 1000 2200 6,957.0 3,500.0 171

Oct. 4345 100.0 1000 2200 7,000.0 45100 1000

Nov. 511.0 100.0 1000 50 75350 6,350.0 1000

Dec. 4428 100.0 1000 2100 5,160.0 3,560.0 00

2001 Jan. 2870 100.0 1000 3200 41100 1,860.0 800
Feb. 405.7 750 750 2120 7,100.0 5,560.0 69.3

Mar. 2594 500 500 500.0 7,566.0 3,800.0 00

Apr. 2405 500 500 3120 5,570.0 3,000.0 00

May. 790 300 300 1.290.0 5,560.0 35100 300

Jun. 1230 300 300 3.960.0 10,000.0 9,550.0 300

Note: the amount approved at the auction on april 28 was reduced from us$100 million to us$55 million because one institution failed to pay the

premium.
1/ the auction is held the last working day of the previous month.
Source: Banco de la Republica

approximately US$945 million for the first half of
the year®,

The exchange bal ance showed aforeign currency deficit
of US$309 millioninthe private capital account, which
is US$135 million more than the balance registered
during the same period the year before. Asindicated in
Table 17, thedownturn in private sector accountswas
primarily the result of increased foreign drafts for
Colombian investment abroad, which came to
US$1,007 millionduring theyear to June. Thetrend
inforeign currency investmentsby private pension and
severance funds during this period is an important

%2 Colombianstransferred US$283 millionin foreign currency to the
country from abroad, and US$662 million in transactions were
conducted and declared through exchange bureaus.
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aspect. According to exchange declarationsfiled with
the Banco delaRepublica, net investmentsin foreign
currency by these funds amounted to US$659 million
by June, whichis65.4% of total investment registered
inthe exchange balance.

Net external borrowing in the private sector during the
first half of the year remained negative by US$309
million. However, thiswas bel ow the amount reported
the year before, mainly because of |ess amortization.
Foreign investment in Colombia, which came to
US$1,216 million, wasan important source of foreign
currency for the exchange market during the first six
months of the year.

The exchange balance showed US$1,172 millionin
net income in official capital between January and



2000 2001
Accum. Jan. Feb. Mar. Apr. May. Jun. Accum.
Jun. Jun.
I. CURRENT ACCOUNT (934.6) (108.5) (208.4) (78.0) (144.4) (46.7) (259.1) (845.2)
Trade balance (817.9) (207.6) (206.4) (79.3) (175.9) (223.3) (1415)  (1.034.1)
Reimbursement for
merchandise exports 1,357.1 206.3 198.9 322.2 208.6 242.4 233.6 1,412.0
Drafts for imports 2,175.0 413.9 405.3 401.5 384.5 465.7 375.2 2,446.1
Balance of services (116.6) 99.1 (2.0) 1.4 315 1765  (117.5) 188.9
Net yield on international
reserves 105.6 39.9 70.2 31.0 29.7 55.0 10.8 236.8
Other net yields (222.2) 59.2 (72.3) (29.7) 1.8 1215  (128.4) (47.8)
Il. CAPITALACCOUNT 1,137.2 588.2 175 130.8 531.0 92.5 (114.3) 866.8
Private capital (173.9) (69.2) (122.5) (119.4) 139.1 (260.4) 123.0 (309.4)
Net external debt (780.1) (85.5) (106.4) (62.3) 76 (72.2) 10.0 (308.8)
Outlays 255.1 17.6 25.8 58.9 125.1 38.8 119.5 385.8
Amortization 1,035.2 103.2 132.2 121.2 117.6 111.1 109.4 694.7
Hedged transactions (4.3 (2.1) 0.8 (2.1) 0.1 (1.9 0.5 (4.6)
Net foreign investment 294.0 24.4 (37.9) 196 1375 (63.3) 1285 209.0
Foreigninvestment in Colombia 997.8 175.7 189.9 107.9 358.0 141.7 243.0 1,216.2
Colombian investment abroad  (703.9) (151.3) (227.8) (88.3) (220.5) (205.0) (114.4)  (1,007.2)
Special transactions 3165 (6.0) 20.9 (74.6) (6.0) (123.0) (16.2) (204.9)
Officia capital 852.1 586.0 (130.0) 241.3 540.0 160.1 (225.4) 11721
Net external debt (611.5) 299.4 96.8 164.1 675.4 604.6 (43.7) 1,796.6
Outlays 381.5 366.5 193.9 203.2 1,138.5 641.7 686.2 3,230.1
Amortization 993.0 67.1 97.1 39.2 463.1 37.1 729.9 1,433.5
Financial investments (4.6) 0.0 (1.9 0.5 (9.8) (6.3 45 (12.9)
Special operations 1,468.2 286.7 (224.9) 76.7 (125.6) (438.2) (186.2) (611.6)
Banco de la Republica (8.9) 4.6 2.0 22.7 (20.5) (4.9 0.3 4.1
Changein F/C liquidity 468.0 66.7 268.0 (13.7) (127.6) 197.6 (12.2) 3788
1. Exercise of options
Banco de la Republica 86.0 80.0 69.3 0.0 0.0 30.0 30.0 209.3
2. Recovery external lines of credit
Banco de laReptiblica 411 0.1 0.1 0.4 89 12 (25.2) (14.5)
3. Others 1/ 340.9 (13.3) 198.6 (14.1) (136.5) 166.4 (17.1) 184.0
I11.VARIATION IN INTERNATIONAL
CASH RESERVES(I +11) 202.7 479.7 (190.9) 52.8 386.6 45.7 (373.4) 400.5

1/ Variation in foreign currency liquidity in the financial system.
Source: Banco de la Replblica, exchange balance
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June. This is US$320 million more than the figure
observed for the same period the year before®.

At the end of May 2001, the non-financial sector
registered a current account balance abroad of
US$5,844 million, or US$732 million morethaninthe
second quarter of 2000 and US$376 million morethan
the level observed in December 2000. The growth in
thisbalancewasdue, in part, to external credit outlays
for the national government that have yet to be
monetized. Thisavailability of foreign currency outside
the country affected the exchange rate as of May, by
being considered apotentia supply of foreign currency.
It also hel ped to temper growth inthe nomina exchange
rate and generated reval uation expectations.

Thetrend in the exchange rate during the second half
of the year will be determined by the difference
between profitability at home and abroad. This
difference has declined, mainly dueto the combined
effect of less expectation of devaluation and the
reduction ininterest rates set by monetary authorities
inthe United States.

4. The Real exchangerate

Thetrend in exchange market and inflation indicators
has had apositiveimpact on the competitiveness of the
external sector of the Colombian economy. Moderate
nomina devaluation in recent years, coupled with
declining inflation rates, have been good for exports.
Traditionaly, thereal exchangerateindex (ITCR), based
on the equival ence of buying power, has been used as
an indicator of relative prices to measure changes in
the competitiveness of domestic goods™.

Figure 38 illustrates the upward trend in the real
exchangerateindex (ITCR) asof June 1997, calculated
with the consumer price index (ITCR-CPI) and the

3 Access to the international capital market has benefited from
less of a margin on the country's external debt, which dropped
from 796 basis pointsin December 2000 to 443 basis points at the
end of June 2001.

% A TCRindicator is calculated as well, based on the record of
tradable and non-tradabl e pricesin the domestic economy.
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producer price index (ITCR-PPI). Between that date
and June 2001, these two indicators showed respecti-
vereal devaluation rates of 42.6% and 34.2%. Between
December 2000 and June 2001, therewasno significant
change in the ITCR-CPI (0.04%). The ITCR-PPI, on
theother hand, showed 1.5% redl revaluation, primarily
because growth in producer pricesin Colombiaduring
theyear to date (6.84%) exceeded nominal devaluation
during the same period (5.46%)%.

C. CONDITION OF THE FINANCIAL
SYSTEM

In 2001, the financia system continued on the path to
recovery initiated the year before. The profitability of
financid activity hasbeenahighlightinthisrespect. The
ex post spread, or brokering margin, stabilized at levels
near 9.0%, breaking thetrend observed in 2000. Credit
grew at afaster pace, especially with respect to the non-
mortgage portfolio, and performance remained good
in terms of outlays on ordinary and consumer credit.

%5 Measured as the variation between the average nominal rates in
June 2001 and December 2000.



1. The financial system continues to gain
strength

Theprimary indicatorsfor thefinancial system reflect
adefiniteimprovement during the course of 2001.

a. Solvency®

By April 2001, theindicator of solvency for thefinancia
system asawholewassimilar tothat of the year before
(around 14.0%). Solvency of the publicfinancia system
increased from 15.3% to 17.9% (Figure 39A), which
iswell above the minimum capital requirement in Co-
lombia (9.0% of risk-weighted assets). Thisisprimarily
the result of progress towards putting Bancafe on a
sound footing. Bancafe continued to €liminate doubtful
transactionsfromits balance sheet, with an eyetowards
privatization. These effortswerereflected in abetter
level of solvency for the banking system (Figure 39B).
Infact, with 8.2% of all assetsin the banking system,
Bancafe is now the second largest bank in terms of
assets.

b. Profitability

L osses reported by the Colombian financial system
during theyear to date declined considerably. All groups
of organizations registered major improvements. The
system accumulated $224 billion in profits between
January and April 2001(Figure 40), basically by
reducing administrative costs and expenditure on net
provisionsfor recovery®. The private sector accounts
for 71.3% of these profits, being the sector to recover
the most provisions ($325 hillion).

Asset profitability for the system asawholewent from
-2.0% at December 2000 to -0.91% in April 2001.
Asset profitability was-0.52 in the private sector and
-2.37% in the public sector (Figure 41)%.

% Risk-weighted equity/assets.

% Financial intermediaries are in the process of recovering
unproductive assets, either directly or through entities that
manage assets of this type. When of these assets are recovered,
expenditure for their provision requirement isless.

% Asset profitability ismeasured astheratio of assets accumulated
in the last 12 months to average assets.
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c. Asset quality

The overdue portfolio/gross portfolio ratio remains
at around 11.0% (Figure 42), fundamentally because
this indicator is high for specialized mortgage
ingtitutions as a whole (22.0% in April 2001). The
quality of the portfolio in the public financial sector
improved, as indicated by the variation from 20.2%
in December 2000 to 17.5% in April 2001. In the
private financial sector, it stayed at around 10.0%.

The percentage of unproductive assets remained near
4.0% for the financial system as a whole. Banks
reduced their share of unproductive assetsto almost
half the percentage registered in December 2000;
thatis, from 0.9%t0 0.5% in April 2001 (Figure 43).
Thiswas due, in part, to steps taken by Bancafein
April 2001 to clean up its portfolio and, in part, to
recovery of provisionsinthe non-mortgage financial
sector.

2. Interest rate spreads

The last report to congress contained a brief
comparative analysis of ex anteand ex post spreadsin
the Colombian financial system. During the year 2000,
thefirst grew considerably, whilethe latter increased
only dlightly. The result was an approximate 7.0%
differencein spread at December 2000.
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As illustrated in Figure 44A, if the interest rate on
preferred loansisincluded in cal culating the lending
rate, the ex ante spread was 8.5% in December 2000,
aspart of an upward trend that continued to June 2001.
Thisisexplained by therecovery in ordinary credit (to
small businesses) and in consumer credit (to house-
holds, etc.), which have above-average interest rates,
and by smaller outlays on preferred loans (to large
businesses) compared with the year before. The
upswing in ordinary and consumer credit helped to
place the ex ante spread at levels similar to those
observed at the end of 1998.



(A)
EX ANTE
(DIFFERENCE BETWEEN THE LOAN AND DEPOSIT RATE)

12.0

8.0

6.0
Dec-98

Jun-99 Dec-99 Dec-00 Jun-01

(B)
Ex PosTt
(BASED ON THE BALANCES AND P & G OF INTERMEDIARIES)

Jun-00

10.0

9.0 L

8.0 L

7.0 L

6.0 L L L L L L L L
Dec-99 Feb-00 Apr-00 Jun-00 Aug-00 Oct-00 Dec-00 Feb-01 Apr-01

Source: Banking Superintendent and the Banco de la Republica.

Figure 44B shows the trend in the ex post spread
calculated according to the financial statements of
creditingtitutions®. Asillustrated, that spread remained
at around 9.0% in the first four months of 2001,
halting the upward trend of the past year®.

3 The ex post spread is calculated as follows, based on the
financial statements of intermediaries. The average return on
lending iscalculated astheratio of financial incomereceivedin
thelast 12 monthsin the form of interest and discounts on the
loan portfolio (including the adjustment for currency
devaluation) to the total balance of the gross loan portfolio.
The average cost of deposits and receivables is calculated as
the ratio of financial outlays paid in the last 12 months on
deposits and receivables (including the adjustment for currency
devaluation) to the balance of current account deposits, sim-
ple deposits, time certificates of deposit, CDATS, savings
deposits and savings certificates

% For a detailed analysis of the trend in ex post spreads, see
Michael Hanna, Ana Maria Loboguerrero, Adriana L épez and
Santiago Mufioz - SGMR (June 2001). "Medicién y evolucion
de los Méargenes de intermediacion financiera para el caso co-
lombiano, 1996 - 2001."
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3. Credit in the financial system

Growthintheloan portfolio increased, especially with
respect to non-mortgage loans. The non-mortgage
credit balance has seen positive annual growth since
February 2001 and was 1.7% by April. Thedownward
trend in the mortgage loan portfolio up to December
2000 was aso reversed, athough growth remained
negative (-11.8% in April 2001).

Annual growth of credit inthe privatefinancial sector
was2.7% at April 2001. Non-mortgageloansincreased
by 4.7% and mortgage loans declined by 3.6% (Figure
45A). Incontragt, the public financial sector saw major
reductionsinthe balance of itsloan portfolio; mortgage
loans dropped by 30.5% and non-mortgage loans by
16.7% (Figure 45B).

The negative growth in loan portfolio balances
continues to be affected by efforts on the part of
financial intermediaries to clean up their assets. One
of the most important transactions of thistypeprior to
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May 2001 occurred in April when Bancafé eliminated
$350 billion from its portfolio, in the final stage of
preparations for privatization. Mortgage loans
accounted for nearly 45.0% of this amount. Table 18
showstheadjusted gross portfolio seriesresulting from
these operationsprior toApril. Inthat month, theflow
of credit in domestic currency should have increased
by 3.7%. as opposed to a drop of 3.3%, because the
portfolio withdrawn from the balances sheets cameto
$10,440 billion at April 2001. Accordingly , the flow
of credit to the economy began to respond, although
slowly, to therecovery experienced by the product as
of last year.

Real credit in other countrieswas also slow to respond
to the rebound in economic activity, especially after a
recession®. Thereare several explanationsfor thisfact.
In terms of credit supply, resources may not be
available or lending agencies may not bein aposition
to loan. This, however, does not appear to be the
case in Colombia. As to the demand for credit,

4 Seethe July 2000 Report to Congress.

households and companies are at first reluctant to
increase spending and borrowing. They and prefer
to use part of their income to reduce their debt.

The Banco de laRepublicasurveyed the chairmen of
Colombias commercial banks and those of several
finance corporations and commercial finance
companies to determine if the drop in credit is due
moreto limited supply than weak demand®.

The questions were designed to discover possible
signs of a "credit squeeze" in the economy. i) The
financial system has a special preference for debt
instruments that are highly liquid and low in risk. ii)
The financial system findsit particularly difficult to
identify good customers. iii) Loans are accepted o
rejected more on the basis of the customer's credit
record than on the financial features of the project.
iv) Requirements for access to credit have increased
for the customer. v) The customer's willingness to
pay higher interest rates or to receive a shorter loan

42 Banco delaRepublica, Technical Department, SGMR and SGEE
(April 2001).

Balances (billions of pesos) Annual variations%
Dec-98 Dec-99 Dec-00 Apr-01 Dec-99 Dec-00 Apr-01
A. Gross portfolio 467349 472307 440266 435507 11 (69 (33
B. Loanswithdrawn from the balance sheet 4,1695 72319 10,266.1 104402 734 420 350
Assets received as payment 16238 2.160.7 21713 21282 31 05 (6.4)
Portfolio written of f 13691 28401 4520.1 42503 1074 592 30.7
Managed portfolio 930.0 12713 25658 30409 36.7 101.8 1505
Loansto liquidated entities (CajaAgraria) 00 7098 7098 7098 00 00 00
Securitization and sales 2466 2500 291 3110 14 196 84
C. TESlaw 546 (reduction in mortgage portfolio) 00 00 18794 22311 00 00 56.7
D. Adjusted balance (a) + (b) + (c) 536815 544625 561721 562220 15 31 37

Source: Banco de la Republica, SGEE.
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does not influence the decision of the lending agency
with respect to credit. vi) The country's financial
intermediaries have decided to reduce their assets.

Thefollowing arethe principa resultsof thesurvey. To
beginwith, 77.0% of thoseinterviewed said anincrease
in economic activity would change the trend in credit.
The other 23.0% cited factors such aslegal stahility, the
3x1000tax onfinancial transactions, and capitalization
of themortgage sector. Secondly, in attempting to deal
withthecrisis, thefinancia sector has concentrated on
capitalizing ingtitutionsand stepping up effortsto collect
on loans. Policies that call for reducing loans and
eliminating poor customersare not considered important
indealing with the crisis. When asked what they would
do with resources from surplus short-term liquidity,
65.7% said they would extend sometype of credit tothe
productive sector, 14.3% would purchase government
bonds, and 8.6% would make loans to other financial
entities. Therefore, it ispossibleto concludethat limited
economic activity and aperception of highfinancial and
ingtitutiond risk arethe primary factorsbehind therecent
trendin credit. Housing, agricultureand small business
appear to be the sectors most affected by this
phenomenon.

D. FISCAL POLICY

At the close of the first quarter of 2001, the
consolidated public sector had accumulated a deficit
of $855 hillion, whichisequivalent to 0.5% of annual
GDP. This is within the terms of the country's
agreement with the International Monetary Fund (IMF),
which setsthetarget for the deficit in the same period
at $1,000 billion. Asillustrated in Table 19, fiscal per-
formance in the public sector includes central
government balances, the rest of the non-financial
public sector, Fogafin, the cost of financial
reorganization, and the balance reported by the Ban-
co de la Republica®.

Thefiscal situation in the non-financial public sector
during the first quarter of 2000 experienced a decli-
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ne equal to approximately 1.0% of GDP. This was
the result of alarger central government deficit and
lessof asurplusintherest of the non-financial public
sector. The reduction in the socia security surplus
and the decline in resources channeled to the Oil
Savingsand Stabilization Fund (FAEP) are examples.

The central government showed aquarterly deficit of
$1,899 billion, which isequivalent to 1.0% of annual
GDP. Compared with the same period in the previous
year, incomerose by 12.6% and expensesby 14.8%. A
highlight was the increase in revenue from gasoline
taxes, thefinancial transaction tax and theexternal VAT.
These collections rose by 45.9%, 40.7% and 35.4%,
respectively. The sizable increase in gasoline tax
collections stems from the fact that contributions for
decentralization and from hydrocarbons began to be
recorded under thisitem as of the year 2001*. Thetax
on financial transactionswasincreased by one point,
and tax authorities (DIAN) made an effort to exercise
more control over thetax base (Table 20).

Incometax, internal VAT and customsrevenuedid not
meet thetargets set by DIAN, having increased by only
3.0%, 16.5% and 20.4% respectively. Thes ow growth
inincometax isassociated with difficultiesin applying
the tax reform and with problems of comparison
generated by areduction inthenumber of daysbanksare
allowedto hold tax collectionsbeforetransferring them
to the General Treasury Account.®®. Problems with
implementing thereform wereparticularly importantin
terms of the benefits established for auditing and
portfolio recovery. In thisrespect, the government fell
$300 hillion short of the quarterly targets.

VAT collections suffered from the decision to postpone
the general rate increase stipulated in the tax reform
(from 15% to 16%) until the end of January. This

4 Although thecost of realigning thefinancial systemispresented
as aseparate item, it was funded by the central government.

4 Up until the year 2000, revenue from hydrocarbons was part of
non-tax income and the contribution for decentralization was
entered under the heading of special funds.

4 Anadditiona $600 billion were collected during thefirst quarter of
2000 on account of thislimit being reduced from 21 to 14 days.



Billions of pesos

Percentage of PIB

2000 2001 2000 2001
Electricity 2380 2280 01 01
Carbocol 650 00 00 00
FA.EP 410.0 2380 02 01
Ecopetrol 607.0 7010 04 04
Telecom (100.0) (112.0) 0.1 0.1
Other entities 1/ (95.0) (67.0) 0.1 (0.0
Social security 4820 129.0 03 01
Regional and local entities 308.0 (156.0) 02 (0.2)
National coffeefund (1.0 280 (0.0) 00
1. Sub-total: rest of the public sector 1,914.0 939.0 11 05
2. National gover nment (1,044.0) (1,899.0) (0.6) (1.0
A. Total non-financial public sector (spnf) (1+2) 870.0 (910.0) 05 (0.5
B. Cash losses and profits - Banco de la Republica 226.0 4520 01 02
C. Cash losses and profits - Fogafin (171.0) 64.0 (0.2) 0.0
D. Cost of reorganizing the financial sector (163.0) (442.0) (0.3) 0.2
E Adjustments (220 (18.9) (0.0 (0.0
FE  Total sector publicoconsolidado(A+B +C +D + E) 740.0 (854.9) 04 (0.5

1/ Includes Epm and Emcali
Source: confis.

implied a sacrifice of resources®. Revenue from
customs duties and external VAT was $113 billion
below the government's goal, due to an increase in
imports of duty-free items such as defense materia
and certain capital goods.

Thecentral government made $8,991 billion in payments
during thequarter; that is, 14.8% morethan inthesame
period theyear before. Astoitems, paymentsfor interest
increased by 11.5%, operations by 16.5% and
investment by 13.5%. Payments for personal services
rose by 26.2%, general expenses by 101.4% and
transfers by 7.7%. The increase in persona services
isassociated with payment of the budget lag produced
in the year 2000 due to wages. The rise in genera

% The delay was the result of arequest from withholding agents
who asked DIAN for more time to relabel price tags with the
new rate.
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expenses was due to an increase of $206 billion in
payments on military equipment during the quarter.

The central government financed itsdeficit with credit
and with earnings transferred by the Banco de la Re-
publica. Net external borrowing cameto $1,685 hillion,
asaresult of $1,936 billion in disbursementsand $251
billion in amortization. With $3,957 billion in
disbursements and $3,275 billion in amortization, net
interna borrowing increased by $682 billion. The Banco
delaRepublicatransferred $1,452 billion in earnings,
with $181 hillion corresponding to the sale of assets.
Moreover, $3,931 hillionin TESwere sold during the
quarter: $2,688 billion through agreed or forced
investments and $1,243 billion through auctions.

Therest of the non-financia public sector registered a
first-quarter fiscal surplus equivalent to 0.5% of GDP,
thanks to the favorable trend in Ecopetrol and FAEP
finances. The surplusreported by Ecoptrol inthefirst



TABLE 20
EFFECTIVE CENTRAL GOVERNMENT OPERATIONS

FIRST SEMESTER
(BILLIONS OF PESOS)

2000 2001 Annual
growth

I.  Total revenue(A+B+C+D) 5,845.0 6,581.0 126

A. Taxrevenue 5,240.0 6,043.0 153

Incometax 2,186.0 22520 30

Internal vat 1,689.0 1,967.0 165

External vat 523.0 708.0 B4

Customs 397.0 4780 204

Gastax 185.0 2700 459

Tax on financial transactions 2530 356.0 40.7

Others 70 120 714

B. Non-tax revenue 282.0 2250 (202

C. Specia funds 720 540 (25.0

D. Capital resources 251.0 259.0 32

Financial yields 1340 1830 366

Financial surpluses 280 610 1179

Others 890 150 (831)

Il. Total expenses(A + B+ C +D) 7,830.0 8,991.0 148
A. Interest1.889.0 2,107.0 115

External 557.0 7530 3H2

Internal 13320 1,354.0 17

B. Operating costs 5,303.0 6,141.0 158

Personal services 916.0 1,156.0 262

General expenses 2770 558.0 1014

Transfers 41100 44270 77

C. Investment 4890 555.0 135

D. Netloan 149.0 188.0 262

Il.  Adjustments 941.0 5110 (45.7)

IV. Cashdeficit (-) or surplus(+) (I -1l +111) 1/ (1,044.0) (1,899.0) 819

V. Financing(A+B+C+D) 1,044.0 1,899.0 819

A. Netexterna credit 1,526.0 1,685.0 104

Outlays 2,351.0 19360 @7

Amortization 825.0 2510 (69.6)

B. Netinternal credit 2,098.0 682.0 (67.5)

Outlays 3916.0 3957.0 10

Amortization 1,8180 3,275.0 801

C. Banco delaRepublicaearnings 516.0 1,452.0 1814

D. Others (3,096.0) (1,920.0) (38.0)

VI. Deficit asapercentageof GDP (0.6) (2.0) 635

1/ Not including the cost of restructuring the financial sector
Source: Confis.
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quarter is partially the result of reduced payments and
moreincomefrom national sales, which roseby 24.2%.
Compared with the first quarter of 2000, the rest of
the non-financia public sector showed a decline in
surplus equivalent to 0.6% of GDP. This was due to
deterioration in the finances of the social security
system and the public sector at regional andloca level.

E. PROGRESS IN THE ADJUSTMENT
PROGRAM

Asiswidely known, the Colombian government and
the IMF agreed to a macroeconomic program based
on maintaining monetary discipline, on restructuring
the financial system, on reducing the fiscal deficit,
and on apolicy of external borrowing in keeping with
the macroeconomic adjustment process. Quarterly
performance criteria for a series of variables were
established to accomplish these objectives and to
guarantee compliance with the program. The

quarterly goal s set for 2001 concern ) net international
reserves (RIN), 11) inflation measured according to
the accumulated CPI in the last 12 months, iii) the
overall balancein the consolidated public sector, and
iv) net disbursements on the short, medium and long-
term external debt in the public sector. Asillustrated
in Table 21, all the goals of the macroeconomic
agreement were met during the first half of 2001%.
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Days before the end of the first half of the year, the government
feareditwould beshort of dollarsto meet the net external borrowing
target established in the program with the IMF. Accordingly, asa
precaution, it requested asal e of foreign currency by the Banco de
la Republica, on the last working day of June, with the
understanding that the bank would repurchase this currency on
thefirst working day of July. Being conscious of how important it
was for the country to comply with all the goals set forth in the
program agreed on with the IMF, the Board of Directors approved
the sale of dollars to the Colombian Treasury at the TRM on the
day of thetransaction, under the condition that the Treasury would
sell the same amount of dollars back to Bank on the next working
day (also at the TRM). Inthisway, thetransaction was conducted
at market rates and accounts were affected only from one day to
thenext. Later, whenthefina figureswere available, it became
clear that the government could have met thisgoal without having
to purchase foreign currency from the Banco de la Republica
Consequently, the Board of Directors decided to reverse the
operation. Thisisan entirely acceptable and common international
practiceingood value' transactions. Theoperationimplied almost
no administrative cost.

March 2001 June 2001

Description FMI Goal Actual Difference FMI Goal Actual Difference

(a) (b) (c) (a) (b) ()
Rinfloor 8,900 9,077 177 8,980 9,203 223
Target inflation 870 781 (0.89) 890 793 (0.97)
Ceiling applying to the global deficitin
the consolidated public sector as
of january 1, 2001 (in billions of pesos) 1,000 85 (145) 2,600 n.d. n.d.
Ceiling applying to accumul ated net disbursements
on the medium and long-term external debt in the
public sector as of january 1, 2001
deenero de 2001 (En millones de délares) 1/ 460 437 (23 1,210 n.d. n.d.
Techo a los desembol sos netos acumulados
de deuda externa de corto plazo del sector
publico desde el 1 de enero de 2001
(inmillions of dollars) 1/ 0 0 (80) 0 n.d. n.d.

() + (b) - (3)
n.d. Not available

1/ net disbursements on the medium and long-term external debt in the public sector came to us$552 million. However, taking into account the clause
according to which surplus external financing with this span (us$115 million) can be deducted from asset accumulation abroad, the end amount is

us$437 million, as indicated in the table.
Source: Banco de la Republica.
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THE MACROECONOMIC OUTLOOK FOR 2001

The following are projections for the major
macroeconomic variables, inflation, the balance of
payments, growth and the fiscal deficit in the year
2001. Given the gradual decline in inflation, the
Board of Directors is confident the target of 8%
inflation for 2001 and 6% for 2002 will be met. The
current account deficit in 2001 is expected to be
3.0% of GDP, owing to a 6.0% decline in goods
exportsand a 12.1% increase in goods imports. On
the other hand, weak growth in product during the
first quarter of 2001 prompted the government to
reviseitsforecastsfor theyear asawhole. The new
projections point to 2.4% economic growth and a
consolidated public sector deficit close to 2.8% of
GDP by the end of the year, with an adjustment
approaching 0.6% of GDP compared with the actual
size of the deficit in the year 2000.

A. THE OUTLOOK FOR INFLATION

The various projection models applied by the Ban-
co de la Republica, with figures at June, indicate
the target of 8% inflation will likely be met. This
optimistic outlook is also based on the trend in core
inflation during thefirst six months of the year, which
was close to 8%, on minor changes in the price of
important itemsin the consumer market basket, such
ashomerental and clothing, and on prospectsfor good
harvestsin the months ahead. Meeting theinflation
target for thisyear will makeit even morefeasibleto
comply with thetarget of 6% announced by the Board
of Directors for 2002.
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Nevertheless, circumstances that could affect price
stability inthecoming monthswill haveto bemonitored
closely. The greatest risk stems from recent anxiety
on international markets, especially in Latin America,
over theweak externa situationinArgentinaand Brazil.
Until now, thisuncertainty has had littleimpact on the
Colombian economy. However, the country is not
exempt from acontagiouseffect. If thiswereto happen,
the resulting step up in devaluation could make it
difficult to meet inflation targets.

The trend in certain foods could also be a source of
uncertainty. Meat and meat substitutes are a case in
point, They could exert upward pressure on consumer
prices, given their important to the CPI basket, if the
supply restrictions mentioned earlier continue and if
there are negative surprisesin the weather. However,
thelikelihood of the latter declined recently, judging
from weather forecasts for the rest of the year.

B. THE OUTLOOK FOR ECONOMIC
GROWTH

Weak economic growth in the first quarter of 2001
prompted the government to revise its forecasts for
2001. The new projections point to an increase of
2.4%%, which is consistent with the target of 8%
inflation. It alsoisin keeping with the situation posed

48 Thefigure of 2.4% appearsin the Compes document dated July
26, 2001. However, this rate could change, depending on the
situation with respect to law and order, the trend in consumption
and private investment, exports, and the course of international
economic conditions, particularly in Argentina.



by extremely low international pricesfor coffee, oil
pricesbel ow what they werelast year, growthin non-
traditional exports similar to the first quarter of the
year, and a fragile international economic
environment.

A analysis of trends in the various sectors of the
economy offersamoredetailed view of what the rest
of the year could hold in store (Table 22)%°.
Agricultural growth is expected to remain positive,
due to available credit and good yields on crops
associated with exports. Palm oil and flowersaretwo
examples. However, thisgrowth could be affected by
low international pricesfor coffee and by theimpact
of adverse weather conditions on harvests and milk
production.

Mining continues to suffer the effects of less oil
production due to the natural depletion of oil reser-
ves and to persistent attacks on oil facilities.

The slowdown in the industrial sectors, which was
evident in the first months of the year, will be
overcomeif household consumption recoversand in-
dustrial exports continue the upward trend observed
in 2000.

Growth inthe construction sector would beled by buil-
ding congtruction, which has devel oped favorably during
theyear to date. However, thereductionin civil works,
dueto cutbacksin government investment, could slow
recovery of the sector.

On the other hand, the recent behavior of several
economic indicators other than those referring to
national accounts does not denote the likelihood of
major changesin the pace of economic growth.

Theindicator of energy demand roseby 1.06%in June
compared with the same period the year before,
implying average growth during the year to date above
what wasregistered in 2000 (Figure 46).

4 According to figures in the Compes document dated July 26,
2001.
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2000 2001
(Proj.)
Agriculture, forestry, hunting and fishing 52 36
Mining and quarrying (5.8 (28)
Electrical power. gasand water 27 22
Manufacturing industry 97 34
Construction a5) 32
Commerce. repairs. restaurants
and hotels 52 41
Transport. storage and communications 37 29
Financial services 00 12
Social. community and personal
services 1y (©4
Public administration services (19 (10)
Total PIB 28 24

(ProJ.) Projected

Source: for the year 2000: dane. For 2001: conpes document, july
26, 2001 - "balance macroeconémico a junio de 2001 y perspectivas
para 2002," (macroeconomic balance at june 2001 and the outlook
for 2002), DNP.

The indicator of nominal sales financed with credit
cards has also been favorable for the year to date.
Annual growth in credit card use was 15.1% at April,
the highest in the first months of 2001. Despite less of
an increase in May (6.6%), the trend in this indicator
is still more positive than in 2000 (Figure 47).

The Business Opinion Poll (EOE) conducted by
Fedesarrollo shows stock and orders have declined
since the beginning of theyear. Thistrend hasyet to
change, asevidenced by thefiguresfor May (Figure
48) and the preliminary results for June. Short and
medium-term expectations among businessmen have
also suffered a setback since January of this year,
prompting a drop in the business climate indicator.
However, thistrend registered achangein May (Fi-
gure 49), which would have continued in June.



FIGURE 46
ANNUAL GROWTH IN MONTHLY ENERGY

CONSUMPTION (MUTB/DAY)
(PERCENTAGE)
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Source: ISA, Calculations by the Banco de la Republica.

FIGURE 47
TOTAL CREDIT CARD SALES AND ADVANCES
AT MAY 2001
(GROWTH RATES)

FIGURE 48
BUSINESS OPINION POLL

(BALANCES - FIGURES AT MAY 2001)
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Source: SGEE, based on figures from the Fedesarrollo Business Opinion
Poll (EOE).

FIGURE 49
BUSINESS CLIMATE
(PERCENTAGES - FIGURES AT MAY 2000)
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Following a slight downturn in April and May,
automobile sales, which are another indicator of
economic activity, recovered in June, thanks to
5.6% growth compared with the same month in 2000
(Figure 50).

Growth in product during 2001 will ultimately be
subject to changes in the economic conditions of
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-30.0
Sep-96 Mar-97 Sep-97 Mar-98 Sep-98 Mar-99 Sep-99 Mar-00 Sep-00 Mar-01

Source: Banco de la Republica, SGEE, based on EOE figures from
Fedesarrollo.

Colombia's major trading partners (the United States,
Venezuela and the Andean Community) and to
variationsininternational pricesfor oil and coffee.

Theinternational economy shows signs of weakening.
Recent figures on growth of the world's three major
economies confirm fears of a global economic
slowdown, which have existed since the beginning of
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theyear. The United States economy grew by 2.5%
during the first quarter of 2001. This is the lowest
ratein thelast four years. However, expectations of
improved US economic performance during the
second half of the year have increased as aresult of
several factors, namely, lessinflationary biason the
part of the Federal Reserve Bank and its active policy
of reducing interest rates, the Bush Administration's
plan for ascheduled tax cut thisyear and during next
10 years, and thetrend in household consumption. If
these forecasts are confirmed, the US economy
should grow by almost 1.9% in 2001 as awhole and
by 3.0% in 2002.

Economic growth inthe Latin American countriesfa-
cesanumber of domestic risks, including the critical
situation in Argentina and its possible contagious
effect on theregion. The energy crisisin Brazil and
political problems throughout the region are also
important factorsin thisrespect. Onthe external front,
lower prices for basic exports and the slowdown in
the United States economy continue to threaten good
performance of the region's economy. The Latin
American economies are expected to grow by 2.6%,
on average, during 2001.
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C. THE OUTLOOK FOR THE BALANCE OF
PAYMENTS

Themost recent projection on the balance of payments
(Table 23) showsacurrent account deficit of US$2,394
million for 2001, whichiseguivaent to 3.0% of GDP.

Financing for this deficit will be met with US$2,619
millionin anticipated capital receipts(3.2% of GDP).
The current account estimate for the balance of
payments contempl atesan annual drop of 6.0%ingoods
exports, due to less income from petroleum and
petroleum by-products, coffee, ferronickel and gold.
Thiswill be offset in part by increased exports of coal
and non-traditional products®. Theannual increasein
goods imports is estimated at 12.1% and includes
imports projected within the scope of Plan Colombia,
which would amount to US$560 millionin the year®.
Without thislast item, the value of importsintheyear
2001 would increase by 7.0%.

Theprojectionfor thecapital and financia account does
not consider revenue from privatization®. Long-term
capital flows should grow asaresult of more medium
and long-term net external borrowing by the public sec-
tor, whichisexpected to increase by US$2,848 million
in 2001. Adding the projection on long-term net
external indebtedness in the private sector would
increase the total balance of the debt by US$2,567
millionto US$38,865 million at the end of the year®:.
It isimportant to point out the central government's
success in obtaining resources on the international
market. During theyear to June, US$3,344 millionin
external bonds were sold, in addition to a US$339
million bond issue in October of last year, which
correspondsto the 2001 period.

%0 Included in special commercial transactions.

. bid.

%2 This considersonly the US$80 million in proceeds paid to the
national treasury in January 2001 for the privatization of Carbocol
in2000.

% Includes leasing and securitization transactions.



Millionsof dollars asa% of GDP

1999 2000 2001 1999 2000 2001

(pr.) (pr.) (proj.) (pr.) (pr)  (proj)

I. CURRENT ACCOUNT 98 41 (2,394) 0.12 0.05 (2.96)

Income 15,957 17,929 17,589 18.83 22.06 21.79

Outlays 15,858 17,888 19,983 18.71 22.00 24.75

A. Nonfactor goods and services 506 1,268 (867) 0.60 1.56 (1.07)

1. Goods 1,775 2,543 380 2.09 3.13 0.47

Exports 12,030 13,620 12,800 14.19 16.75 15.85

Imports 10,255 11,077 12,421 12.10 13,63 15.38

2. Nonfactor services (1,269) (1,275) (1,246) (1.50) (1.57) (1.54)

Exportaciones 1,865 2,018 2,004 2.20 2.48 2.48

Importaciones 3,133 3,293 3,250 3.70 4.05 4.03

B. Factor income (1,460) (2,479) (3,278) (1.72) (3.05) (4.06)

Income 791 850 846 0.93 1.05 1.05

Outlays 2,251 3,329 4,124 2.66 4.10 5.11

C. Current transfers 1,052 1,252 1,751 1.24 1.54 2.17

Income 1,271 1,441 1,938 1.50 177 2.40

Outlays 219 189 188 0.26 0.23 0.23

II. CAPITAL AND FINANCIAL ACCOUNT 17 1,127 2,619 0.02 1.39 3.24

A. Financial account 17 1,127 2,619 0.02 1.39 3.24

1. Long-term financial flows 2,262 2,112 3,627 2.67 2.60 4.49

a Assets 121 306 304 0.14 0.38 0.38

i.  Colombian direct investment abroad 116 306 304 0.14 0.38 0.38

ii. Loans 1/ 6 0 0 0.01 0.00 0.00

iii. Other assets 0 0 0 0.00 0.00 0.00

b. Liabilities 2,383 2,418 3,930 2.81 2.97 4.87

i. Foreign direct investment in Colombia 1,326 2,615 1,364 1.56 3.22 1.69

ii. Loans 1/ 1,057 (197) 2,567 1.25 (0.24) 3.18

Public sector 1,766 1,189 2,848 2.08 1.46 3.53

Private sector (709) (1,387) (282) (0.84) (1.71) (0.35)

iii. Other liabilities 0 0 0 0.00 0.00 0.00

Public sector 0 0 0 0.00 0.00 0.00

Private sector 0 0 0 0.00 0.00 0.00

c. Other long-term financial movement 0 0 0 0.00 0.00 0.00

2. Short-term financial flows (2,245) (985) (1,008) (2.65) (1.21) (1.25)

a Assets 1,512 1,263 1,474 1.78 1.55 1.83

i. Portfolio investments 1,420 1,025 1,339 1.68 1.26 1.66

Public sector 586 100 774 0.69 0.12 0.96

Private sector 834 925 565 0.98 114 0.70

ii. Loans 1/ 93 238 135 0.11 0.29 0.17

Public sector (61) (61) 0 (0.07) (0.07) 0.00

Private sector 153 299 135 0.18 0.37 0.17

b. Liabilities (733) 278 467 (0.86) 0.34 0.58

i. Portfolio investments (23) 17 150 (0.03) 0.02 0.19

Public sector 4 0 80 0.00 0.00 0.10

Private sector (27) 17 70 (0.03) 0.02 0.09

ii. Loanl/ (710) 261 317 (0.84) 0.32 0.39

Public sector (306) (473) 14 (0.36) (0.58) 0.02

Private sector (404) 734 302 (0.48) 0.90 0.37

B. Special capital flows 0 0 0 0.00 0.00 0.00

I1l. NET ERRORS AND OMISSIONS (434) (298) 428 (0.51) (0.37) 0.53

IV. CHANGE IN GROSS INTERNATIONAL RESERVES 2/ (319) 870 653 (0.38) 1.07 0.81

V. GROSS INTERNATIONAL RESERVES 8,103 9,006 9,591 9.56 11.08 11.88

VI. NET INTERNATIONAL RESERVES 8,101 9,004 9,589 9.56 11.08 11.88
Months of goods imports 9,5 98 9,3
Months of imports of goods and services 6,2 6,1 5,8
Nominal gdp in millions of dollars 84,752 81,290 80,739

VII.CHANGE IN NET INTERNATIONAL RESERVES (320) 869 653 (0.38) 1.07 0.81

(pr.) Preliminary

(proj.) Projection

Assumptions: export prices: coffee us$0.8/pound(exdock); oil us$26.6/barrel; growth in goods imports 12.2% (7.0% without plan Colombia).
1/ includes portfolio investment, leasing, direct loans and commercial credit

2/ according to the balance-of-payments methodol ogy.

Source: Banco de la Republica
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As aresult, the country would accumulate US$653
millionin grossinternational reservesduring 2001, for
abalance of US$9,591 million at the end of December.
This equals 9.3 months of goods imports and 5.8
months of imports of goods and services.

D. THE FISCAL OUTLOOK

The fiscal projections and targets presented in the
March Report to Congressremain in effect for 2001.
The report indicated the consolidated public sector
deficit would be closeto 2.8% of GDP by the end of
the year, with an adjustment close to 0.6% of GDP
compared with the size of thedeficit in 2000. Asnoted
in the same report, the central government's deficit
might be slightly above 4.0% of GDP; therest of the
non-financia public sector would accumulate asurplus
closeto 1.6% of GDP (Table 24).

Thetrend in central government financeswill depend
largely on how successful the authorities are in
applying the tax reform approved at the end of last
year and the reforms adopted with respect to spending.
According to the current projection, revenue would
grow by more than 25.0% and expenses by 14.6%.
Official figures point to a 30.0% increase in tax
collections, including additional revenue derived from
thetax reform, which isestimated at 1.2% of annual
GDP. Expenseswould increase by 13.5% for interest,
15.1% for operation and 20.6% for investment. The
net loan is charted at $752 billion, with $420 billion
for loans to cover debt service incurred by Urra,
Emcali and the Empresadel Metro de Medellin.

As to financing, projections point to the use of
external and domestic credit resourcesin net amounts
of $4,113 billion and $4,474 billion, respectively. TES
B are the primary domestic debt instruments, with
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sales estimated at $11,900 billion. The government
conducted avoluntary internal debt swapin June, via
auction, intheamount of $5.6 trillion. Thistransaction
eased pressure on the national budget and improved
the profile of public borrowing, inasmuch asthe ave-
rage life of the central government's external debt
portfolio increased from 3.4 to 4.5 years.

Effortsto restructure the government'sinternal debt
consisted of swapping TES that are due to mature
between 2001 and 2005 for securitiesredeemablein
2004, 2006 and 2011. Threeand five-year government
securitieswereissued at afixed interest rate, and 10-
year securities at afloating rate.

From a fiscal standpoint, the debt swap spelled
important relief for government finances, by reducing
the need for domestic credit in the years ahead. In
2001, 2002 and 2003, paymentsto retire the debt will
decline by $875 billion, $2,820 billion and $1,140
billion, respectively. In terms of the economy as a
whole, theinternal debt swap represents|ess pressure
from the public sector on aggregate savings, which
should help to lower interest rates and make more
room for privateinvestment.

In closing, it is important to mention the recent
approval of legidation that modifiesthe way transfers
to the territories are calculated. This reform
guarantees stability in resources for health and
education. It also allows for more flexibility in
managing the national budget, inasmuch as positive
changes in current government revenue are not
translated into spending on transfers.

The amount transferred annually between 2002 and
2008 will be pegged, in essence, to the trend in
inflation and will be determined by actual growth
in prices and respective real increases of 2.0 and
2.5 pointsfor the 2002-2005 and 2006-2008 periods.



TABLE 24

CONSOLIDATED PUBLIC SECTOR
DEFICIT (-) OR SURPLUS (1)

Billions of pesos Percentage of GDP
Item 1999 2000 2001 1999 2000 2001
(proj.) (proj.)

Electricity (412.0) 2379 3780 03 01 02
Carbocol 266.0 179.3 00 02 01 00
FAEP 533.0 16224 642.0 04 10 03
Ecopetrol 808.0 12722 570.0 05 07 03
Telecom (70.0) (412 410 (0.0) (0.0) 00
Other entities 2800 339.1 616.0 02 02 03
Social security 12540 8089 687.0 08 05 04
Regional and local entities (512.0) (170.7) 344.0 0.3 0.1) 02
National coffeefund (430 (274.6) (205.0) (0.0 02 0.3)
1. Sub-total -rest of thepublic sector 2,104.0 4,0233 30730 14 24 16
2. National government (11,450.0) (10,080.0) (8,202.0) (7.5 (59) 4.2
A. Total non-financial public

sector (SPNF) (1+2) (9,346.0) (6,056.7) (5,029.0) 6.2 (36) (26)
B. Cash losses and profits

Banco delaRepublica 608.0 877.0 995.0 04 05 05
C. Cash losses and profits - Fogafin 8280 300 1940 05 00 01
D. Cost of restructuring the financial sector (20.0) (666.0) (1,672.0) (0.0) (0.4) (0.9

Statistical discrepancy (351.0) (4.0 00 0.2 0.0 00
F. Total consolidated public

sector (A+B+C+D+E) (8,271.0) (5,819.7) (5,512.0) (54) 34 (28

(proj.) Projection
Source: Confis.
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VI

INTERNATIONAL RESERVES AND THE FINANCIAL
POSITION OF THE BANCO DE LA REPUBLICA

A. INTERNATIONAL RESERVES

1. Theinternational reser ve balance

Colombia had US$9,270.4 million in net
international reservesat June 2001. Thisrepresents
an increase of US$266.3 million during the year to
date**. The bulk of these reserves correspond to
financial investments held abroad (US$8,136.1
million). The others are distributed as follows:
US$621.8 million in the country'sreserve position
with the International Monetary Fund and the Latin
American Reserve Fund, US$134.3 million in special
drawing rights (SDR), US$266.9 million in demand
deposits and cash, and US$116.5 million in gold,
Andean pesos and positive balancesfrom international
agreements. Short-term external liabilities came to
US$5.2 million (Table 25).

2. Criteriafor managinginternational reserves

Security, liquidity and profitability arethethreecriteria
defined by the Banco de la Republica for managing
international reserves. Accordingly, and to ensurethe
country's external liabilities are met, reserves are
invested in financial assets with a broad secondary
market. A portion are kept as working capital as a
guarantee of immediate availability.

During the current year, the bank has continued its
policy of appointinginternational financial institutions

% Total international reserves or gross reserves minus the external
short-term liabilities of the Banco delaRepublica. Thelatter are
comprised of sight liabilities in foreign currency with non-
resident agents.
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to manage part of the country's international reser-
ves. These organizations are subjected to arigorous
sel ection process based on their experiencein the bu-
siness, the size of the funds they manage, and the
extent of their capability for management and risk
control. They have improved the profitability of
international reserves through specialized mana-
gement, and have supported devel opment of the bank's
owninternal capacity for management. A number of
central banks use similar delegation schemesto alow
first-rate institutions to manage a portion of their
external assets. Thisenablesthem to benefit from the
specialized expertise these firms haveto offer,

In the year 2000, the portion of Colombia's
international reserves managed by Barclays Global
Investorsregistered ayield of 6.46%, as opposed to
7.08% on the portion managed by JP Morgan
Investment Management and 6.80% on the portion
delegated to Goldman Sachs Asset Management.
These percentages compare favorably with 6.29%
yield on the reference portfolio, which is used to
measure the performance of these asset managersand
to evaluate direct management by the bank itself®e.
During the course of the year to June, the yields on
these portfolios were 1.61%, 1.21% and 1.40%,
respectively. Theyield on the reference portfolio was
1.18%. International asset managersare ableto obtain
higher yields than those on the reference portfolio,

% This scheme has been adopted by several Latin American

countries, such asArgentina, Brazil and Chile.
% The reference portfolio is comprised of assets denominated in
US dollars (80%), euros (15%) and yen (5%). These assets are
invested in acombination of money market instruments at three
months (25%) and one to five-year government bonds (75%),
with two years average duration for the portfolio asawhole.



Description June Share Dicember Share June Share
2000 % 2000 % 2001 (p) %
Cash 616 07 300 03 266.9 29
Vault 604 07 285 03 211 02
Demand deposits 1/ 12 00 15 00 2458 27
Investments 74074 837 8,083.2 89.8 8,136.1 878
Managed directly 4,626.1 554 5,173.0 575 5,184.6 559
Delegated management 2,7813 333 29102 323 29515 318
God A9 11 894 10 836 10
Vault 00 00 00 00 00 00
Custody A9 11 894 10 836 10
I nter national monetary fund 517.7 6.2 508.1 56 490.3 53
Specia drawing rights 1355 16 1357 15 134.3 14
Reserve position 3822 46 3724 41 356.0 38
Latin american reservefund 270.0 32 285.8 32 2858 31
Contributions 250.0 30 265.8 30 2658 29
Andean pesos 200 02 200 02 200 02
I nternational agreements 38 00 97 01 79 01
Total grossreserves 83554 100.0 9,006.1 100.0 9,275.6 100.1
Short-term liabilities 27 00 20 00 52 01
International agreements 00 00 00 00 00 00
Foreign banks 00 00 00 00 00 00
Latin american reservefund-LARF 00 00 00 00 00 00
Amounts payable for investment purchase 03 00 00 00 00 00
Liability accrual and valuation 24 00 20 00 52 01
Total net reserves 83527 100.0 9,004.1 100.0 9,2704 100.0

1/ among other items, demand deposits include reversal of the transaction with the national treasury on 29 june 2001. See footnote 47 in chapter iv of

this report.
Source: Banco de la Republica

because portions of their portfolios are invested in
specialized management assets different from those
of the index used as a reference by the Banco de la
Replblica.

TheBanco delaRepublicadirectly managed aportfolio
of US$5,430 million (64.8% of the total). The other
35.2% (US$2,952 million) was managed by Barclays
Global Investors, Morgan Investment Management and
Goldman SachsAsset Management®”.

57 Includes demand deposits.
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To make sure the portfolio is in keeping with the
country'sexternal operations, its currency distribution
at Junewasasfollows: 82.9%in USdollars, 14.0%in
euros, 3.1% in Japanese yen and 0.01% in other
currencies®. Although this investment policy
occasionally resultsin unexpected earningsor outlays,
due to changes in the exchange rates for different
currenciesvis-a-visthe dollar, it does allow for aba-
lance between international reserves and the make-up
of the country'sexternal payments.
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Such as Canadian dollars, Swedish kronors and pounds sterling.



3. Safety, liquidity and portfolio yield

Asto theinvestment portfolio, including the portion
managed directly by the bank and that managed by other
institutions, 69.8% isinvested in securitiesissued by
sovereign governments and 30.2% in banking
institutions. The credit risk of theseinvestmentsisas
follows, according to their rating by specialized agen-
cies: 75.8%AAA, 8.3%AA-, 7.3% AA, 7.1%AA+,
1.4% A+ and 0.1% A®*. To ensure immediate
availability of foreign currency, the Banco delaRe-
publica maintains a stock of working capital in the
form of financial assetswithimmediateliquidity. The
balance of working capital was US$375.5 million at
June 2001.

TheBanco delaRepublicaobtained US$105.8 million
in net yield on the investment portfolio of reservesin
thefirst six months of 2001: US$236.8 millionin cash
revenues and -US$131 million in losses recorded as
accrua and appraisd of international reservesat market
prices. During the year to June, US$140.6 millionin
losseswereregistered as appraisal dueto depreciation
of the euro and the yen with respect to the dollar.
However, theselosses have been compensated, in part,
by thetrend in foreign interest rates. The downturnin
theserates hastranslated into arecovery inthe market
value of theinvestment portfolio.

B. FINANCIAL POSITION

Resultsin 2001

TheBanco delaRepublicareported $29,590.2 hillionin
assets on June 30 of thisyear; that is, $441.3 hillion
morethan at December 2000 (Table 26). Thisincrease
isdue primary to appreciation in international reser-
ves ($1,696 billion) and contributions with
international organizations ($210.4 billion). These
factors were partly offset by adecline in the balance

% Standard & Poors, Moody's and IBCA.

71

of repurchaseagreement and liquidity support transactions
($765.3 hillion) and the reductionininvestments ($672.6
billion) and the portfolio ($102.3 billion).

The bank showed $14,294.7 billion in liabilities on
the same date, with an increase of $473.2 hillion in
thefirst half of the year, and $15,295.9 billion in net
worth, which is $31.9 billion less that in December
2000. The seasonal reduction in the monetary base
($1,233.4 hillion), the increase in deposits by the
Colombian Treasury ($1,559.2 billion) and the rise
in the peso value of liabilities with international
organizations ($116.7 billion) wereimportant aspects
of thechangeinliabilities. The variation in net worth
is explained by a larger exchange adjustment
stemming from appreciation in the peso value of
international reserves ($1,062.2 billion). Thiswas offset
by the dedine in accrued profitsin March, when $1,452.8
billion in profits were trandferred to the government.

The Banco de la Republica earned $358.6 billionin
profits during the first half of the year as aresult of
$687.2 billion in total income and $328.5 hillion in
disbursements (Table 27). Interest and yields ($527.9
billion), including those on international reserves
($242.3 hillion), and TES acquired through monetary
expansion transactions ($168.3 billion) werethemain
components of these earnings. Other items of
importance include the exchange difference
originating with the appreciation of assetsin foreign
currency other than international reserves ($58.0
billion), commissions ($43.1 billion) and other
operational income ($49.6 billion). The latter is
attributed basically to the recovery of provisionsfrom
theloan portfaolio.

Theprincipal disbursements, in order of importance,
include $92.6 billion in payment of reserve deposits,
$76.2 billion in personnel expenses, $33.2 billion
attributed to the exchange difference resulting from
an increasein the peso value of liabilitiesin foreign
currency, $30.6 billion for pension provisions, $23.1
billion in general expenses, $19.7 billion in non-
operational expenses, and $15.8 billionin provisions,



Dicember, 1999 Dicember, 2000 June, 2001 (*)
Balance Share Balance Share Balance Share
% % %

Assets 245424 1000 29,1492 1000 295905 1000
Gross international reserves 151705 618 19,6899 675 21,3862 723
Contributions with internationa organizations 20596 84 22686 78 24790 84
Investments 239%5 98 32487 111 25761 87
Consolidated public debt 3200 16 3088 11 2230 08
Public securitiesin keeping with monetary regulations  2,0055 82 23980 82 19707 6.7
Public bank bonds - fogafin and others 00 5418 19 R4 13
Loan portfolio 3926 16 3239 11 2217 07
National government-public sector 40 00 37 00 36 00
Banks 248 01 60 00 41 00
Financia corporations 790 03 141 05 1469 05
Other loans 1/ 3331 16 239 08 1026 03
Less provisions 1033 04 78 03 %6 01
Repurchase agreements - temporary liquidity support 28923 118 17290 59 9%B37 33
Accounts receivable 558 02 64.3 02 789 03
Other net assets 1576.0 64 18249 6.3 1,8349 64
Liabilitiesand net worth 245205 99 20,1492 1000 29,5905 1000
Liabilities 12,7704 520 138215 474 14,2947 483
Foreign currency liabilitiesaffectinginternational reserves 4.3 00 43 00 19 00
Monetary base 9,739.6 397 10,7104 36.7 94770 320
Notesin circulation 74576 304 86986 298 17,7776 263
Treasury coins 3194 13 4.2 12 330 11

Bank reserve requirement deposits 16487 6.7 13628 47 11191 38
Current account deposits rest of financia sector 3139 13 3049 10 224 08

Other deposits 1427 06 775 03 519 02
National government - national treasury 834 03 2537 09 18129 6.1
International agency liabilities 1,7799 73 18538 64 19705 6.7
External credit liabilities 2180 09 2076 07 1980 07
Securitiesregulating domestic and exchangeliquidity 1474 06 27 01 09 01
Reverse REPOS and central bank bonds 461 02 209 01 246 01

Foreign currency funding certificates& dep. Res. 597 1006 04 69 00 54 00

Others 07 00 09 00 09 00
Accounts payable RB7 02 314 01 51.2 02
Other liabilities 6164 25 64.1 22 6903 23
Total net worth 11,7591 479 15327.7 52.6 15,2959 517
Capita 127 01 127 00 127 00
Reserves 3601 15 459 12 3212 11
Capital surplus 10,557.7 430 13242 455 14,3243 484
Special exchange account liquidation 4535 18 4535 16 4535 15
Exchange adjustment: 1993 and thereafter & surplus 10,0882 1.1 12619.7 433 136819 462

Others 16.0 01 1810 06 1889 06
Appreciation 3209 13 2191 10 2191 09
Results 507.8 21 14359 49 3586 12
Previous year profits/losses 00 00 00 00 00 00
Current year profits/losses 507.8 21 14359 49 3B86 12

(*) Figures subject to revision.
1/ includes the portfolio corresponding to the seizure of charged assets for default on liquidity quota credit.
Source: Banco de la Replblica

72



Performance Performance

Jan-Jun, 2000 Jan-Jun, 2001 1/
Flow share Flow share
% %

I. Total income 8775 100.0 687.2 1000

1 Operatingincome 854.6 974 679.5 99

Interest and yield 6404 730 5279 768

Net international reserves 3250 370 242.3 353

External credit lines 120 14 75 11

Tes"A" appreciation at market prices 133 15 197 29

TES appreciation through monetary expansion transactions 146.0 166 168.3 245

Appreciation public bank capitalization bonds 166 19 284 41

Temporary purchase of securities and quotas 8L1 92 22 42

Others 463 53 325 47

Commissions 348 40 431 6.3

Banking services and trusts 2.2 33 01 57

Foreign currency management 49 06 40 06

Others 07 01 00 00

Exchange difference 1304 149 530 84

Issue of coins and precious metals 16 02 04 01

Securities redeemed in advance 217 25 05 01

Ohers 5.7 29 496 72

2. Non-operational income 29 26 7 11

Il. Total disbursements 3445 100.0 3285 1000

1 Operating disbursements 3335 %8 308.8 1.0

Interest and yield 109.2 3L7 1035 315

Float in deposit accounts 66.3 192 R6 282

Temporary sale of securities b4 103 58 18

External credit lines and exchangeable securities 75 22 51 15

Commissions and fees 96 28 86 26

Exchangedifference 630 183 332 101

International organizations 2.7 60 57 17

External credit lines 289 84 120 36

Others 133 39 155 47

Cost of currency issue 28 08 86 26

Personnel expenses 741 215 762 232

Retirement pensions 196 57 06 93

General expenses 234 68 231 70

Taxes 10 03 15 05

Insurance 17 05 26 08

Cultural expenses 19 06 21 06

Provisions. depreciation and amortization 203 59 158 48

Other operating expenses 70 20 30 09

2 Non-operational disbursements 110 32 197 60
Ill. Fiscal year profit/loss.

including depreciation 5330 1547 3586 109.2

1/ Figures subject to revision
2/ projections
Source: Banco de la RepUblica
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Variation Performance Projection Variation
Jan-Jun Jan-Dec, 2000 Jan-Dec, 2001 Jan-Dec
2001-2000 Flow Share Flow Share 2001-2000
Absolute % % % Absolute %
(190.3) (21.7) 209038 100.0 15346 100.0 (556.2) (26.6)
(175.2) (205) 2,055.8 <8B3 15244 993 (531.4) (25.8)
(112.5) (17.6) 1,7339 &9 1,255.8 818 (478.1) (27.6)
(82.8) (25.5) 1,086.1 519 79%.3 519 (289.8) (26.7)
4.5) (37.6) 217 10 132 09 (85) (39.2)
64 480 464 22 346 23 (11.8) (25.4)
23 152 3110 149 2839 185 (27.2) (87
18 711 482 23 373 24 (109) (226)
(519) (64.0) 147.3 70 094 32 (97.9) (66.5)
(138) (29.8) 732 35 411 27 (322) (438)
83 237 73 37 843 55 70 91
99 338 654 31 744 48 90 138
(10 (19.6) 110 05 99 06 1y (10.0)
(0.6) (96.4) 09 00 00 00 (0.9 (100.0)
(72.4) (55.5) 1700 81 109.0 71 (61.0) (359)
(L) (72.9) 28 01 208 14 180 632.1
(212 (97.9) 25 11 05 00 (22.0) (97.8)
239 R29 493 24 540 35 47 95
(152) (66.3) %0 17 102 07 (24.8) (70.8)
(16.0) (4.6) 654.9 100.0 7122 1000 573 87
(247) (7.4) 642.2 %81 686.0 %3 438 638
(5.7) (52) 2191 R5 2023 284 (16.8) 7.7
263 398 1255 192 176.1 247 506 403
(296) (835) 714 109 149 21 (56.5) (79.2)
(24) (322 22 34 113 16 (109 (49.2)
(11) (11.2) 178 27 146 21 (32 (17.8)
(29.7) (47.2) 774 118 879 123 105 136
(14.9) (722) 271 41 138 19 (133 (49.2)
(17.0) (58.6) A7 53 241 34 (10.6) (30.6)
22 16.2 155 24 500 70 345 221.8
58 206.8 177 27 343 48 16.6 9B6
21 29 150.6 230 160.7 26 101 6.7
111 56.5 525 80 756 106 231 440
(0.3) (L) 488 75 536 75 47 97
05 500 20 03 37 05 17 80
09 529 41 06 54 08 13 317
01 76 6.0 09 58 08 0.2 (37
(45) (222) 317 48 %38 50 41 131
(4.0 (57.5) 145 22 6.3 09 82 (56.5)
87 9.7 127 19 262 37 135 106.6
(174.3) (327 14359 2193 8225 1155 (6135) (427
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depreciation and amortization. Personnel expenses
showed an annual increase of 2.9%, while general
expenses declined by 1.1% compared with the same
period the year before.

Approximately $822 billion in profits are anticipated
for the year asawhole, based on $1,534.6 billionin
income and $712.2 billion in disbursements. Earnings
estimated for the year originate primarily with the
projected yield on international reserves ($796
billion). Thisdoesnot, however, include the possible
impact of changes in exchange rates and interest on
thereserve portfolio between June and December. In
thefirst half of the year, these factors accounted for
US$131 million less in the gross dollar yield on
international reserves, which came to US$236.8

75

million. Accordingly, the projection is subject to
uncertainty over the future of exchange rates and
international interest rates.

The Banco de la Republica anticipates an increase of
8.7% in disbursements compared with the year 2000.
The following are the major items in this respect: i)
$202.3 hillionfor interest and yield, ii) $160.7 billion
for personnel expenses, iii) $87.9 billionin exchange
differences, iv) $75.6 billion for retirement pensions,
and v) $53.6 billion to cover general expenses. With
6.7% annual growth, personnel expenses are an
important factor. There is an entry of $109 billion to
offset disbursements for exchange differences.
Accordingly, the net effect on theincome statement is
positive.



The payment system consists of a set of instruments, measures, standards and procedures used
by economic agents to transfer funds and to make payments, whether associated with low-value
goods and services or high-value financial transactions. The payment system is a fundamental
component of the financial system and its primary function is to ensure efficient circulation of
currency inside a country and internationally. Therefore, it is a crucial element of the infrastructure

that supports economic activity in a market economy.

There is increased international awareness of the importance of a properly designed payment
system as being crucial to the strength and efficiency of the financial market, particularly a system

that is supervised and monitored regularly.

This subject is of particular interest to central banks because the problems of financial institutions
in crisis first come to light in the payment system. Eventually, this can transmit one institution's
instability to another (systemic risk). A payment system that is properly designed and regulated
can help to contain these effects; a poorly designed system will only aggravate them. In this
sense, the objective of central banks in to reduce credit, liquidity, systemic, legal, operational

and other types of risk.

The measures adopted by central banks to implement monetary policy are carried out within the
payment system. The effectiveness of monetary policy depends, therefore, on the measures through
which policy signals are transmitted. This, in turn, requires a payment system that is efficient and
reliable, since alterations in the system produce unexpected and undesirable changes in the
speed of currency and the demand on bank reserves (balances in the accounts that financial
institutions maintain with the central bank). The demand on bank reserves also depends on the
design and features of the payment system, particularly the mechanisms adopted for settlement
(final payment), be they multilateral or bilateral, net or gross, deferred or in real-time; on the
policies central banks adopt to provide the payment system with liquidity (intraday, overnight or
longer terms); and on the ways and means available to deal with the shortages and defaults of
institutions in crisis, which ultimately influence the central bank's course of action as a lender of last

resort and its approach to implementing monetary policy.

The effectiveness of mechanisms for transferring money helps to make the productive sector of
the economy and financial markets more productive and contributes to the supply of new banking

services for the entire community.

These considerations, coupled with the fact that market forces alone may not be enough to provide
for efficiency and reliability, explain why central banks in almost every country are involved with
the payment system to some extent, in order to fulfill their mandate to safeguard the stability of
the financial system and to maintain confidence in domestic currency. Part of their job, in this
respect, can be to provide a number of direct services for clearing and setftling payments, in

addition to overseeing the system.
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As of the early nineties, the Banco de la RepUblica has made an important contribution to
modernizing and reinforcing Colombia's payment system from an operational, regulatory and
institutional standpoint. It does so by rendering electronic services designed to facilitate transactions
for financial intermediaries and the capital market, and to make them safer, more efficient and
economical. In this sense, the fundamental objective is to support the private sector in a way that

enhances the efficiency and competitiveness of the productive apparatus in general.

Efforts during the first half of the nineties focused on replacing physical documents for payment
(checks) with new payment instruments and means of channeling orders and instructions

electronically for high and low-value interbank transactions and trading in government securities.

The Central Securities Depository (DCV) was established by the Banco de la Repiblica in 1992 to
managed securities issued or administered by the bank itself and securities (other than shares)
constituting forced or substitute investments on the part of institutions supervised by the Banking
Superintendent. The impact of the DCV has been considerable in terms of helping to develop,
modernize and advance the capital market in Colombia, and particularly the market for
government bonds and securities. The fact that the DCV is connected automatically to the deposit
accounts system has made it possible, from the beginning, to apply the principle of delivery
versus payment in trading on DCV managed securities, and real-time gross settlement of these

transactions as of 1998.

The electronic accounts deposit system of the Banco de la Repiblica (SEBRA) was implemented
in 1993 to transfer funds and to conduct large-value interbank transactions electronically. It is
available to a wide range of public and private institutions that do business with the Banco de
la Reptblica (more than 150 credit establishments, capital market intermediaries and
institutional investors, as well and the National Treasury Department and the Social Security
Institute). The system is used for monetary policy transactions, payments by the Treasury
Department, interbank money market transactions, fund settlement transactions involving
securities deposited with the DCV and others, and to settle the balances of clearing house

systems. Account coverage is nation-wide.

As of July 1998, all operations conducted through this system must adhere to the principle of
real-time gross settlement (LBTR). In other words, the system automatically checks the payer's
balance, on line, and if there are insufficient funds in the account, the payment order is rejected.
This mechanism ensures immediate completion of the transaction and offers considerable security
to those involved, in addition to preventing credit risks and the propagation of systemic risk. At
present, only certain developed countries and a limited humber of developing countries have

taken this important step in the design of their payment systems. 1

SEBRA was established as a vehicle for on-line connection with the Banco de la Reptblica, in real
time. It is a remote entry portal to electronic applications that allows financial institutions and
brokers to communicate with the Bank for quick, safe and efficient transactions without the need

for instructions on paper.
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The second stage of the Bank's plan to modernize the payment system was initiated in the latter
half of the nineties. The goal was to enhance development and transparency in the government
bond and securities market, in modernizing clearings, in implementing electronic systems for
low-value payments, and in international exchange transactions. Accordingly, in 1998, the Ban-

co de la RepUblica placed four new electronic systems in operation:

a) The Electronic Trading System (SEN) for secondary market transactions in government bonds
and securities. Interconnected with the DCV and the accounts deposit system of the Banco de la

Republica, it is used for delivery-versus-payment transactions.

b) The Electronic Check Clearing System (CEDEC) is an automated settlement facility to transmit
clearing information electronically. It operates according to a series of net multilateral positions,
automatically settling the value of documents presented for collection against the drawing

accounts banks maintain with the Banco de la Republica, all on the same date.

c) The National Clearing House Interbank Payment System (CENIT) is an automated clearing
and settlement facility based on multilateral netting of electronic transfers, both debit and credit,
which are settled automatically for authorized institutions against drawing accounts maintained

with the Banco de la Repuiblica.

d) The International Transactions System (SOI) is used to process operations involving international

agreements, drafts and repayments, and transactions with international organizations

The results of these efforts are evident. Financial institutions and capital market intermediaries
now recognize that transferring funds electronically through SEBRA is the safest, most opportune
and efficient way to settle interbank and security market obligations. As a result, the use of checks
for this purpose is becoming more and more limited, and is restricted basically to low-value
operations. However, even in this area, checks are losing ground to electronic payment systems

(ACH, debit cards, audio response systems, etc.)

The number of transactions channeled through SEBRA to transfer funds and to settle trading through
the DCV increased from 157 thousand in 1996 to 545 thousand in 2000, and rose by almost
50% in the first four months of 2001 compared with the same period in 2000. The value of these
transactions increased from $291 billion in 1996 to $1,154 billion in 2000. So far in 2001, it
has exceeded the amount transferred in the first four months of 2000 by nearly 20%. As to the
DCYV, the capital balance of deposited securities (Which includes TES and other national
government bonds, Finagro TDA and Fogafin bonds) rose from $1.3 billion in 1994 to $9.1
billion in 1996 and $38.1 billion in 2000. Moreover, the average monthly value of transactions
with government bonds traded through SEN has grown exponentially from less than $0.5 billion
in 1999 to 1.2 billion in 2000 and to more than $4 billion in the course of 2001.

As mentioned earlier, there has been a considerable reduction in the use of checks. In 1996,
approximately 280 million checks were issued for a total of $644 billion; 130 million were
issued in 2000 for nearly $443 billion. One hundred million of these checks (77%), valued at
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close to $340 billion, where cleared through the interbank payment system of the Banco de la

Republica; the rest were cleared within credit institutions.

The use of electronic payment instruments for low-value transactions in the Colombian market
continues to be limited, basically because they have been incorporated slowly into the portfolio
of services offered by banks, although they have obviously gained a relative share of the market
compared with checks. Even though the number of transactions conducted through the
Colombian ACH (privately owned) and CENIT (owned by the Banco de la Republica) increased
from less than one million in 1998 to nearly three million in 2000, other mechanisms of this
type, such as debit and credit cards, the use of automatic teller machines (ATM), POS (sales
points), etc. Are at a standstill in terms of transactions since 1998 and have declined sharply in

terms of real value.

This is explained by the tax on financial transactions (currently 3 x 1000), which is one reason for
the rapid increase in the demand for cash in recent years (as is the decline in nominal interest
rates). The cash/GDP ratio was 3.5% in the three year period from 1990 to 1992, 3.4% in 1993-
1995 and 3.3% in 1996-1998. It rose to 4.0% in 1999 and 4.2% in 2000.

In summary, the Banco de la Republica has clearly helped to develop and modernize the
payment system in Colombia. This has facilitated monetary policy implementation, stabilized
the demand for mediums of payment, and is an important contribution to the strength of the
financial system and the public's trust in currency. It has also enhanced the efficiency and
productivity of the financial system and given it the potential to render new services to its
customers and to the general public, all of which should add to the competitiveness of the

sector and reduce interest rate spreads.

1/ Although the real-time gross settlement mechanism has been decisive to reducing risks for the
other party and to limiting the propagation of systemic risk, it is highly demanding in terms of
managing intraday liquidity. To improve the way this mechanisms operates, the Banco de la
RepUblica made several major adjustments in its policy on the payment system. For example,
intfraday REPOs were introduced at the end of 1998 and the Bank revised the sequence of its
operations to provide more liquidity to the system and to improve the cash position with which
financial institutions and capital market agents start the day. The inter-connection between the
high-value payment system and other settlement and clearing facilities is also an important

feature in this respect.

1 Although the real-time gross settlement mechanism has been decisive to reducing risks for the other party and to
limiting the propagation of systemicrisk, it ishighly demanding in terms of managing intraday liquidity. Toimprove
the way this mechanisms operates, the Banco de la Reptblica made several major adjustmentsin its policy on the
payment system. For example, intraday REPOs were introduced at the end of 1998 and the Bank revised the
sequence of its operations to provide more liquidity to the system and to improve the cash position with which
financial institutions and capital market agents start the day. The inter-connection between the high-val ue payment
system and other settlement and clearing facilities is also an important feature in this respect.
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The role of the Banco de la Republica, as set forth in Article 371 of the Colombian Constitution,
is to regulate currency, international exchange and credit, to issue legal tender, to manage the
country's international reserves, to be a lender of last resort and a banker to credit institutions,
and to serve as the government's fiscal agent. According to Law 31/1992, which indicates how
these duties are to be performed, the Banco de la Republica shall continue its cultural activities,

as conducted nationwide prior to adoption of the 1991 Constitution.

The organizational structure of the Banco de la RepGblica responds to these duties in the

following way.

As the monetary, exchange and credit authority, the Board of Directors fulfills its function with
the support of several divisions within the Bank; namely those dedicated to economic studies,
monetary matters and reserves. These divisions prepare the technical studies on which the
Board bases its decisions. They also research long-term and short-term trends in the nation's
economy. The Bank is well known for its efforts to develop a team of highly regarded

economists trained in Colombia and abroad.

As the issuer of legal tender, the Banco de la Repiblica has a mint in Ibagué and a plant in
Bogota where paper currency is printed. The various forms of currency circulated in Co-
lombia are produced at these installations. The quality of the paper currency and coins
fabricated in Colombia is recognized internationally. In fact, the Banco de la Repudblica
has produced currency for other countries, such as Ecuador and Costa Rica. In its capacity
as the central bank, it is also responsible for guaranteeing the circulation of legal tender
throughout the country. This it does primarily through its branches in Colombia's major
cities. A cash center is currently being established in Bogota to offer the benefits of
advanced technology and increased security measures to the currency printing plant and

the treasury of the Bank.

As a manager of international reserves, the Banco de la RepUblica has a special department
to administer the country's international reserves. International agencies specialized in asset
management are appointed to fulfill a portion of this responsibility, in strict compliance with

guidelines established to this effect by the Bank.

As a lender of last resort, the Banco de la RepUblica has a department to monitor the perfor-
mance of credit institutions in general and those with liquidity problems that might require the

support of the Bank.
As the banker to banks, the Banco de la RepUblica has developed a number of electronic

systems to expedite interbank operations. For example, there is the case of the Electronic

Trading System (SEN), which facilitates government debt transactions, the Electronic Check
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Clearing System (CEDEC) for interbank payment of checks, and the National Electronic
Interbank Payment System (CENIT) to expedite the bank's transactions with third parties. The
Central Securities Depository (DCV) is a fundamental tool for managing the country's public
debt. The work of the Bank in this respect is crucial to guaranteeing Colombia' payment

system and its transactions abroad.

As a provider of cultural services, the Banco de la RepUblica continues to operate the Gold
Museum in Bogota, the Luis-Angel Arango Library and the Coin Museum, which is housed at
the Casa de Moneda. It also sponsors art exhibits organized in conjunction with the donation
last year by Colombian artist Fernando Botero and exhibits of the Bank's permanent collection.

Cultural activities outside Bogota center on libraries, concert halls and the Gold Museum.
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