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Monetary Policy in Colombia

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

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

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

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

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

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

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

4  Formerly known as the Inflation Report.

5  The current communication scheme was approved by the BDBR in its August 2019 meeting
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Consumer Price Index 2/®/
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a/ This graph presents the forecast probability distribution on an eight-quarter
time horizon. Density characterizes the prospective balance of risks with areas of
30%, 60%, and 90% probability surrounding the central forecast (mode), through a
combination of densities from the Patacon and the 4GM monetary policy models.
b/ The probability distribution corresponds to the forecast exercise from the
January report.

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

Graph 1.2
CPI excluding food and regulated items /%
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a/ This graph presents the forecast probability distribution on an eight-quarter time
horizon. Density characterizes the prospective balance of risks with areas of 30%,
60%, and 90% probability surrounding the central forecast (mode), through a com-
bination of densities from the Patacon and the 4GM monetary policy models.

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

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

1.1 Macroeconomic Summary

In December, headline inflation (13.1%) and the average of the
core inflation measures (10.3%) continued to trend upward,
posting higher rates than those estimated by the Central
Bank’s technical staff and surpassing the market average. In-
flation expectations for all terms exceeded the 3.0% target.
In that month, every major group in the Consumer Price Index
(CPI1) registered higher-than-estimated increases, and the di-
ffusion indicators continued to show generalized price hikes.
Accumulated exchange rate pressures on prices, indexation
to high inflation rates, and several food supply shocks would
explain, in part, the acceleration in inflation. All of this is in
a context of significant surplus demand, a tight labor market,
and inflation expectations at different terms that exceed the
3.0% target. Compared to the October edition of the Monetary
Policy Report, the forecast path for headline and core infla-
tion (excluding food and regulated items: EFR) increased (Gra-
phs 11 and 1.2), reflecting heightened accumulated exchange
rate pressures, price indexation to a higher inflation rate (CPI
and the producer price index: PPI), and the rise in labor costs
attributed to a larger-than-estimated adjustment in the mi-
nimum wage. Nevertheless, headline inflation is expected to
begin to ease by early 2023, although from a higher level than
had been estimated in October. This would be supported ini-
tially by the slowdown forecast for the food CPI due to a high
base of comparison, the end anticipated for the shocks that
have affected the prices of these products, and the estimated
improvement in external and domestic supply in this sector.
In turn, the deterioration in real household income because
of high inflation and the end of the effects of pent-up de-
mand, plus tighter external and domestic financial conditions
would contribute to diluting surplus demand in 2023 and re-
ducing inflation. By the end of 2023, both headline and core
(EFR) inflation would reach 8.7% and would be 3.5% and 3.8%,
respectively, by December 2024. These forecasts are subject
to a great deal of uncertainty, especially concerning the futu-
re behavior of international financial conditions, the evolu-
tion of the exchange rate, the pace of adjustment in domestic
demand, the extent of indexation of nominal contracts, and
the decisions taken regarding the domestic price of fuel and
electricity.

In the third quarter, economic activity surprised again on the
upside and the growth projection for 2022 rose to 8.0% (pre-
viously 7.9%). However, it declined to 0.2% for 2023 (previous-
ly 0.5%). With this, surplus demand continues to be signifi-
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Graph 1.3
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a/ This graph presents the forecast probability distribution on an eight-quar-
ter time horizon. Density characterizes the prospective balance of risks with
areas of 30%, 60%, and 90% probability surrounding the central forecast (mode),
through a combination of densities from the Patacon and the 4GM monetary
policy models.

b/ Seasonally adjusted and corrected for calendar effects.

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

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

Graph 1.4
Output gap 2/*/</ - Predictive Densities
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a/ The historical output gap estimate is calculated as the difference between
observed GDP (four-quarter accumulation) and potential GDP (trend; four-quar-
ter accumulation) based on the 4GM model.

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

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

Source: DANE, calculations and projections by Banco de la Republica.
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cant and is still expected to weaken during the current year.
Annual economic growth in the third quarter (7.1 % SCA)' was
higher than estimated in October (6.4 % SCA), given stronger
domestic demand specifically because of higher-than-expec-
ted investment. Private consumption fell from the high level
witnessed a quarter earlier and net exports registered a more
negative contribution than anticipated. For the fourth quarter,
economic activity indicators suggest that gross domestic pro-
duct (GDP) would have remained high and at a level similar to
that observed in the third quarter, with an annual variation of
41%. Domestic demand would have slowed in annual terms,
although at levels that would have remained above those for
output, mainly because of considerable private consumption.
Investment would have declined slightly to a value like the
average observed in 2019. The real trade deficit would have
decreased due to a drop in imports that was more pronounced
than the estimated decline in exports. On the forecast horizon,
consumption is expected to decline from current elevated le-
vels, partly because of tighter domestic financial conditions
and a deterioration in real income due to high inflation. In-
vestment would also weaken and return to levels below tho-
se seen before the pandemic. In real terms, the trade deficit
would narrow due to a lower momentum projection for do-
mestic demand and higher cumulative real depreciation. In
sum, economic growth for all of 2022, 2023, and 2024 would
stand at 8.0%, 0.2% and 1.0%, respectively (Graph 1.3). Surplus
demand remains high (as measured by the output gap) and is
expected to decline in 2023 and could turn negative in 2024
(Graph 1.4). Although the macroeconomic forecast includes
a marked slowdown in the economy, an even greater adjust-
ment in domestic absorption cannot be ruled out due to the
cumulative effects of tighter external and domestic financial
conditions, among other reasons. These estimates continue to
be subject to a high degree of uncertainty, which is associated
with factors such as global political tensions, changes in inter-
national interest rates and their effects on external demand,
global risk aversion, the effects of the approved tax reform,
the possible impact of reforms announced for this year (pen-
sion, health, and labor reforms, among others), and future me-
asures regarding hydrocarbon production.

In 2022, the current account deficit would have been high (6.3
% of GDP), but it would be corrected significantly in 2023 (to
3.9 % of GDP) given the expected slowdown in domestic de-
mand. Despite favorable terms of trade, the high external im-
balance that would occur during 2022 would be largely due to
domestic demand growth, cost pressures associated with high
freight rates, higher external debt service payments, and good
performance in terms of the profits of foreign companies.? By
2023, the adjustment in domestic demand would be reflected

1 Seasonally and calendar adjusted.

2 Inthe current account aggregate, the pressures for a higher external defi-
cit come from those companies with FDI that are focused on the domestic
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in a smaller current account deficit especially due to fewer imports, a global mode-
ration in prices and cost pressures, and a reduction in profits remitted abroad by
companies with foreign direct investment (FDI) focused on the local market. Despi-
te this anticipated correction in the external imbalance, its level as a percentage of
GDP would remain high in the context of tight financial conditions.

In the world’s main economies, inflation forecasts and expectations point to a
reduction by 2023, but at levels that still exceed their central banks’ targets. The
path anticipated for the Federal Reserve (Fed) interest rate increased and the fo-
recast for global growth continues to be moderate. In the fourth quarter of 2022,
logistics costs and international prices for some foods, oil and energy declined
from elevated levels, bringing downward pressure to bear on global inflation.
Meanwhile, the higher cost of financing, the loss of real income due to high levels
of global inflation, and the persistence of the war in Ukraine, among other factors,
have contributed to the reduction in global economic growth forecasts. In the Uni-
ted States, inflation turned out to be lower than estimated and the members of
the Federal Open Market Committee (FOMC) reduced the growth forecast for 2023.
Nevertheless, the actual level of inflation in that country, its forecasts, and expec-
tations exceed the target. Also, the labor market remains tight, and fiscal policy is
still expansionary. In this environment, the Fed raised the expected path for policy
interest rates and, with this, the market average estimates higher levels for 2023
than those forecast in October. In the region’s emerging economies, country risk
premia declined during the quarter and the currencies of those countries appre-
ciated against the US dollar. Considering all the above, for the current year, the
Central Bank’s technical staff increased the path estimated for the Fed’s interest
rate, reduced the forecast for growth in the country’s external demand, lowered the
expected path of oil prices, and kept the country’s risk premium assumption high,
but at somewhat lower levels than those anticipated in the previous Monetary
Policy Report. Moreover, accumulated inflationary pressures originating from the
behavior of the exchange rate would continue to be important.

External financial conditions facing the economy have improved recently and
could be associated with a more favorable international context for the Colom-
bian economy. So far this year, there has been a reduction in long-term bond in-
terest rates in the markets of developed countries and an increase in the prices of
risky assets, such as stocks. This would be associated with a faster-than-expected
reduction in inflation in the United States and Europe, which would allow for a less
restrictive course for monetary policy in those regions. In this context, the risks of
a global recession have been reduced and the global appetite for risk has increa-
sed. Consequently, the risk premium continues to decline, the Colombian peso has
appreciated significantly, and TES interest rates have decreased. Should this trend
consolidate, exchange rate inflationary pressures could be less than what was in-
corporated into the macroeconomic forecast. Uncertainty about external forecasts
and their impact on the country remains high, given the unpredictable course of
the war in Ukraine, geopolitical tensions, local uncertainty, and the extensive fi-
nancing needs of the Colombian government and the economy.

High inflation with forecasts and expectations above 3.0%, coupled with surplus
demand and a tight labor market are compatible with a contractionary stance on
monetary policy that is conducive to the macroeconomic adjustment needed to
mitigate the risk of de-anchoring inflation expectations and to ensure that in-

market. In contrast, profits in the mining and energy sectors are more than offset by the external
revenue they generate through exports.

M
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Graph 1.5
Monetary policy interest rate, interbank rate and BBI?/
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flation converges to the target. Compared to the forecasts in
the October edition of the Monetary Policy Report, domestic
demand has been more dynamic, with a higher observed level
of output exceeding the productive capacity of the economy.
In this context of surplus demand, headline and core inflation
continued to trend upward and posted surprising increases.
Observed and expected international interest rates increased,
the country’s risk premia lessened (but remains at high levels),
and accumulated exchange rate pressures are still significant.
The technical staff’s inflation forecast for 2023 increased and
inflation expectations remain well above 3.0%. All in all, the
risk of inflation expectations becoming unanchored persists,
which would accentuate the generalized indexation process
and push inflation even further away from the target. This ma-
croeconomic context requires consolidating a contractionary
monetary policy stance that aims to meet the inflation target
within the forecast horizon and bring the economy’s output to
levels closer to its potential.

1.2 Monetary Policy Decision

At its meetings in December 2022 and January 2023, Banco de
la Repiblica’s Board of Directors (BDBR) agreed to continue
the process of normalizing monetary policy. In December, the
BDBR decided by a majority vote to increase the monetary po-
licy interest rate by 100 basis points (bps) and in its January
meeting by 75 bps, bringing it to 12.75% (Graph 1.5).
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2. Macroeconomic Forecasts and Risk Analysis

Graph 2.1 Real GDP, main trade partners
(Annualized change, projections according to full-year

assumption)
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Table 21

Economic growth forecast of main trade partners ®/

Main 2021 2022 2023 2024
Partners (pre) (proj) (proj) (proj)
59 2.0 0.6 1.2

United States
Eurozone
China
Ecuador
Brazil

Peru

Mexico

Chile

WA trade
partners ®/

53
81
4.2
5.0
13.6
4.7
1.7

71

— January report

33
3.0
29
31
27
3.0
25

3.0

-0.2
4.6
20
0.6
23
12
-1.0

1.2

14
49
23
17
2.8
1.8
23

2.0

(pre): preliminary, (proj): projected

a/ Weighted average based on trade contribution.

Sources: Bloomberg, Focus Economics, national statistics offices, and central
banks (observed data), calculations and projections by Banco de la Repiblica.

2.1 International Outlook
211 Foreign Demand

In 2023, the country’s relevant foreign demand would de-
celerate significantly (Graph 21), against a backdrop where
most of our trading partners would continue with inflation
above their targets (Graph 2.2), a restrictive monetary policy,
and relatively high international interest rates and high glo-
bal uncertainty. This amid the continuance of various shocks,
such as Russia’s invasion of Ukraine and the energy crisis in
Europe. Consequently, the outlook for international trade and
world economic growth has deteriorated,’ although multila-
teral organizations do not yet foresee a central scenario of
a global economic recession. For 2023, the growth assump-
tion for the country’s trading partners has been revised down
(1.2% versus 1.4% in the previous report) and anticipates a
slowdown, in contrast to the 3.0%* growth estimated for 2022.
Finally, the forecast anticipates a 2.0% growth for 2024, lower
than the historical average for this indicator® (Table 2.1). Fur-
thermore, the considerable uncertainty around this assump-
tion and the international economic environment as a whole
is of note, particularly due to the potential effects of China's
lifting of COVID-related restrictions and the likelihood that
inflation in developed countries may be easing faster than
expected.

A sharp slowdown in the U.S. economy is expected for 2023.
After the surprise on the upside for growth in the third quar-
ter of 2022, real GDP in the United States is expected to de-
celerate to some extent during the last quarter of the year?
Looking ahead, it is anticipated that private consumption dy-
namics will continue to be affected by inflation that, despite
its slowdown, is anticipated will remain high, accompanied by
deteriorating financial conditions and household confidence
that remains relatively low. This coupled with the weakening
of the real estate and construction sectors, as well as setbacks

3 Inits January report, the World Bank revised down its global econom-
ic growth forecast for 2023 from 3.4% to 2.2%. In addition, for this year,
the Bank considers world trade volumes would grow by 1.6%, lower than
those projected in the previous report (4.3 %).

4  Higher estimate than the October report assumption (2.5%).

5 The historical average annual growth rate of trading partners between
2001 and 2021 was 2.8%.

6  For the third quarter of 2022, U.S. real GDP grew by 3.2% quarterly annu-
alized (g.a.) after two consecutive contractions, (-1.6% in the first quarter
and -0.6% in the second quarter). At the close of this report, according
to preliminary Graphs the GDP of the United States expanded by 2.9%
quarterly annualized in the fourth quarter of 2022.

13



Macroeconomic Forecast and Risk Analysis

Graph2.2 . . in industrial production. These factors would be partially off-
Totalinflation, selected main trading partners set by a tighter labor market. In addition, the eurozone’s GDP
A. Headline Inflation for the third quarter decelerated (1.2% quarterly annualized,

g.a.), although at a lesser pace than expected by the market.
In the fourth quarter of 2022, economic activity would have
contracted on a quarterly basis for this set of countries. The
weakening of economic activity in the eurozone is expected
ool AN to continue in the future given the pressures from the energy
ool ‘ crisis, high uncertainty, high inflation (Graph 2.2), low confi-

\ dence among economic agents, a global economic slowdown
and tightening of monetary policy (Graph 2.3, panel A). Hence,
taking into account the third quarter results and the estimate
for the fourth quarter, the growth assumption for the United
States and the eurozone was revised upward for the whole
of 2022, but a slowdown in the United States and a modera-
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percentase) report, partly attributed to the negative impact of the Covid-19
60+ restrictions.? For 2023, this country’s economic activity would

improve as a result of the easing of the pandemic-related res-
trictions and extensive government stimulus measures. Ne-
vertheless, its growth would continue to be affected by lower
0oy demand for its exports, the weakening of its real estate sector
and potential further impacts on economic activity due to new
virus outbreaks.
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In 2023, a slowdown in growth (1.3%) is expected for Latin
America’s main trading partners™ following the 2.9% esti-
Doe._‘%WMarf‘ZOJunf‘ZOSepiZODecfZOMariZWJuni21 Sep‘fZW Dec‘—zwar‘—zzjun‘—zzSep‘—zzoec‘—zz mated for 2022. In the third quarter of 2022, the economic

20F

— United States chile Brazil activity of Latin America’s main trading partners was higher
- furorone e e than expected, with the exception of Peru. Taking into ac-
Source: Bloomberg. count the above and the fourth quarter estimates, the real

GDP growth forecast was revised upward for Brazil, Chi-
le, Ecuador and, to a greater extent, Mexico for the whole
of 2022. However, the economies of the region continue to
face high inflation (Graph 2.2), although for some countries
this indicator could have peaked in 2022. In turn, the con-
tractionary stance of monetary policy (Graph 2.3, panel B)
would have an impact on the momentum of these econo-
mies, although in some cases this policy is expected to begin
to temper over the course of 2023. Moreover, political, and
social uncertainty in some countries will continue to affect
domestic demand. Externally, a deceleration is expected in a
situation of lower and more volatile international commodi-

7  In December 2022, the unemployment rate decreased (3.5%) and there
were surprises on the upside in job creation.

8 In particular, the European Central Bank foresees a slight contraction in
its central scenario for early 2023.

9  For Q4 2022, China's real GDP slowed (2.9%) due to supply disruptions and
weakening domestic demand along with a surge of Covid-19 flare-ups.

10 This corresponds to the average trade-weighted real GDP for Ecuador,
Brazil, Chile, Mexico, and Peru.
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Graph 2.3
Monetary policy interest rate, selected main trading partners
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ty prices and a slowdown in global economic growth. Conse-
quently, economic growth for Peru, Mexico and, particularly
Chile - where a sharp economic contraction is expected - was
revised down for 2023; in the case of Brazil and Ecuador, the
predicted slowdown remains at comparable rates to those
forecast in the previous report.

2.1.2 International Prices

The oil price forecast was revised down from the previous
report, with lower average prices expected in 2023 and 2024
versus 2022 (Graph 2.4). In the fourth quarter of 2022, the
average Brent crude oil benchmark price was close to USD 89
per barrel (bl), lower than the Graph projected by the techni-
cal staff in the October report. However, thus far this year to
January 20, this indicator stood at around USD 83 per barrel.
This decline in oil prices has occurred in a scenario of impro-
ved gas supplies and a milder European winter, the impact
of the pandemic on China’s economy, the rerouting of Rus-
sian oil exports and a relatively strong US dollar (Graph 2.5,
panel A), as well as the implementation of an oil price cap
on Russia crude exports by the G7 and Australia. The abo-
ve, together with the expectation of lower global economic
growth, a more restrictive monetary policy by the Fed and
increased oil production by several countries, " explains the
anticipated lower oil average Brent benchmark price of close
to USD 87/bl in 2023 and USD 84/bl in 2024. This assumption
remains relatively high and above the pre-pandemic level,
given the current scenario of continued production cuts by
the Organization of the Petroleum Exporting Countries and its
allies (OPEC+), low inventory levels (Graph 2.5, panel B), res-
trained sector reaction despite high international prices and
the abrupt elimination of the harsh Covid-related restrictions
in China. In general, uncertainty about the future course of oil
prices remains high due to the manifold shocks affecting this
market. In turn, a moderate annual decrease in the terms of
trade is expected for 2023, as the lower prices of the primary
goods exported by the country (oil, coal and coffee) would
be partially offset by a drop in imports priced in US dollars
as global supply chains regularize (Graph 2.6) and global de-
mand pressures decrease.

By 2023, global inflation is expected to moderate from the
high levels seen in 2022 amid weakening demand, tighter mo-
netary policy, lower commodity prices and the tempering of
global supply shocks. According to the World Bank, ™global
headline CPI inflation would have peaked at 7.6% in 2022. In
particular, inflation was above target in practically all coun-
tries that have adopted an inflation-targeting regime. By

11 Countries that would increase their production include the United States,
Norway, Brazil, Canada, and Guyana, among others.

12 World Bank. 2023. Global Economic Prospects, January 2023.
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Graph 2.5
Global oil and other liquid fuels market
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Graph 2.6
Global Supply Chain Pressure Index ®/
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2023 and 2024, global CPI headline inflation would moderate
to 5.2% and 3.2%, respectively, yet remain above the average
2.3% experienced in the five pre-pandemic years (2015-2019).
According to this agency, although a decrease in headline in-
flation is expected during the current year, there are signs
that higher core inflation could persist. In December, headli-
ne and core annual inflation in the United States declined to
6.5% and 5.7%, respectively, versus the 71% and 6.0% levels
seen in November (Graph 2.2). Lower energy prices and lower
inflationary pressures on goods contributed to the decrease
in annual headline inflation. Nevertheless, the services com-
ponent, particularly housing costs® and food prices, is pla-
cing upward pressure on inflation. For its part, this month the
annual headline inflation in the eurozone fell to 9.2% from
the 10.1% recorded in November, while core inflation increa-
sed to 5.2% from the 5.0% seen in the previous month (Gra-
ph 2.2). Forward-looking market expectations for the United
States and the eurozone suggest that headline inflation will
continue to diminish, although inflation will remain above its
target (2.0%) for the current year.

2.1.3 International financial developments

For 2023, the monetary policy interest rate in the United Sta-
tes was adjusted up and additional increases are expected
during the first part of the year (Graph 2.7). For 2024, inte-
rest rate reductions are anticipated, which would place it at
between 3.50% and 3.75% by the end of the year. At its De-
cember 13-14 meeting, the Federal Open Market Committee
(FOMC) reduced its pace of increases and raised the target
range for the federal funds rate to 50 bp, placing it between
4.25% and 4.50%, in line with the technical staff’s expectation
in the previous report. At the same time, the FOMC indicated
that it would continue to monitor money market conditions
as it continues with its balance sheet reduction. This has oc-
curred within a context of a tight labor market and a mo-
deration in inflation and its expectations, although inflation
remains at levels above its target. Simultaneously, for the end
of 2023 and 2024, the median of the new FOMC projections
considers a higher monetary policy interest rate relative to
that forecast in September For 2023, market and futures sur-
vey-based™ estimates related to the monetary policy interest
rate show a steeper benchmark interest rate path than that
contemplated in the October report. In view of the above, the

13 Housing-related services increased in annual terms, climbing from 7.1% in
November to 7.5% in December, while all other services remained at 6.4%.

14 For yearend 2023, the forecast median climbed to 5.1% from 4.6% in Sep-
tember; for yearend 2024, the modification was from 3.9% to 4.1%.

15 The median of the New York Federal Reserve’s surveys of both prima-
ry dealers (SPD) and market participants (SMP) increased from 3.88% in
September to 4.88% December for the last quarters of 2023 and from
2.63% in September to 3.25% and 3.13% in December for the last quarters
of 2024.
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Graph 2.8

U.S. Treasury bonds and risk indicators for select developed

economies
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assumption for the United States’ monetary policy interest
rate was revised up for the current year. Specifically, increases
of 25 basis points are expected in each of the following three
meetings, placing the rate between 5.00% and 5.25% in May,
and remaining unchanged until the fourth quarter of 2023. As
of the first quarter of 2024, reductions would begin to bring
the interest rate to a range of 3.50% to 3.75% by yearend as
inflation approaches its target. On the other hand, in Decem-
ber, the European Central Bank (ECB) increased its benchmark
interest rates by 50 bps, restraining its degree of increases.
According to market expectations, there will be additional in-
creases in its benchmark rates in the coming months® In ge-
neral, the central banks of several countries would maintain
or tighten their monetary policy, seeking to steer inflation to
its target.

During the fourth quarter of 2022, international financial con-
ditions remained tight. On the one hand, the average interest
rates of long-term public debt securities in developed eco-
nomies increased in comparison with the previous quarter
(Graph 2.8, panel A). In addition, the yield curve in the United
States remained inverted and reached its steepest negative
slope in recent quarters (2 months and 10 years). The average
liquidity of the U.S. public debt market was significantly lower
than in the previous quarter. Likewise, at the close of 2022, the
world’s main securities exchanges and debt markets recorded
their worst performance in years.” For Colombia, local foreign
exchange cash balance data point to foreign investments por-
tfolio outflows in the fourth quarter of the year of USD 343 mi-
llion (m). This is in contrast to inflows of USD 965 m recorded
during the third quarter of the year, and investment portfolio
inflows registered in emerging economies totaling USD 48,600
m during the fourth quarter of 2022, the highest recorded du-
ring the year®

The forecast horizon assumes a slightly lower risk premium
for Colombia than that of the October report. Nevertheless,
it would remain above its historical average (Graph 2.9). Du-
ring the last two months of 2022, volatility indicators in de-
veloped countries (Vix and Vstoxx) declined from the highs
reached in October (Graph 2.8, panel B). The same was true
for risk premiums in several emerging countries (Graph 210,

16 The median responses of the survey conducted by the ECB anticipates
that the main refinancing operations (MRO) rate would rise from 2.50% in
December 2022 to 3.25% by the end of 2023; the deposit facility rate (DFR)
from 2.00% to 2.75%, respectively; and the marginal lending facility (MLF)
rate from 2.75% to 3.50% in the same horizon.

17 According to the MSCI Indexes in USD, between 31 December 2021 and
30 December 2022, the securities market in China fell by 24%, those of
emerging countries by 22%, in the United States by 21%, those of Europe
by 20% and Japan’s by 19%. For the same period, the J.P. Morgan Emerg-
ing Markets Bond Index Global Diversified (EMBIGD) recorded the biggest
drop since its creation in 1994 (-21.6%).

18  According to Institute of International Finance (IIF) data.
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Graph 2.9
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panel A). In the case of Colombia, the average five-year cre-
dit default swap (CDS) went from 352 bps in October (a thir-
teen-year high) to 276 bps in December. However, the country
risk premium remained above its historical average and above
what was observed before the pandemic, averaging 314 bps in
the fourth quarter of 2022 (lower than the 346 bps expected
by the technical staff in the October report). Likewise, the US
dollar's global strength tempered during the last two months
of last year, although this trend was less evident for the Co-
lombian peso. (Graph 2.0, panel B). The high levels at which
Colombia’s risk premium remains are observed against a bac-
kdrop of global factors including high geopolitical uncertain-
ty, the expectation of additional interest rate increases in ad-
vanced economies, the possibility of a resurgence of Covid-19
after the reopening of the Chinese economy, and fears of a
global economic recession. This is in addition to idiosyncratic
aspects including the fiscal and current account deficit and
public debt levels, local uncertainty and a foreign currency
credit rating that remains below investment grade. Given the
above, a slightly lower risk premium is assumed with respect
to the October report, which would average 289 bps in 2023,
with an expected decrease in 2024 to average 272 bps that
year, consistent with an improvement in the international fi-
nancial situation and the expected reduction of the country’s
macroeconomic imbalances.

Recently, the international financial conditions the economy
is facing have improved and could be associated with more
favorable international conditions. So far this year, a reduc-
tion in long-term bond interest rates in advanced countries’
markets and an increase in the prices of risky assets, such as
stock, has been observed. This could be associated with a fas-
ter-than-expected inflation decrease in the United States and
Europe, which could allow for a less restrictive monetary poli-
cy path in those regions. In this context, global recession risks
have moderated, and the global risk appetite has increased.
Consequently, in recent weeks the Colombian peso has appre-
ciated significantly, and TES interest rates have dropped. As of
January 24, 2023, the risk premium (CDS) continued to decrea-
se and reached 261 bps, while the Colombian peso showed a
tendency to appreciate.?’ Should this trend materialize, infla-
tionary pressures from the exchange rate could be lower than
those included in the macroeconomic outlook.

19 According to J.P. Morgan Emerging Market Currency Index (EMCI), emerg-
ing economies’ currencies appreciated 21 % in November and 2.7% in
December with respect to their average value recorded in October. In con-
trast, the Colombian peso depreciated monthly by nearly 4% in Novem-
ber, while it appreciated by nearly 3% in December.

20 Between January 1 and January 23, 2023, the USD:COP market exchange
rate fell by COP 259, reflecting an 5.4% appreciation of the Colombian
peso in that period.
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2.2 Macroeconomic projections?'
2.2.1 Inflation

In this report, the projection for consumer inflation over the
forecast horizon was revised sharply upward, although it is
still expected to remain on a path of gradual convergence
towards the target as of the first quarter of 2023, partly as
a result of monetary policy tightening. Upward inflation sur-

Graph 211 . . Ny .
Quarterly RER inflationary gap * prises in the fourth quarter, higher cumulative exchange rate
(Annual change, end-of-period) pressures by yearend 2022, and indexation to higher inflation

levels were the main factors that led to an increase in the infla-
tion path for all of 2023 and part of 2024. For the current year,
significant cumulative exchange rate pressures are expected
to remain, higher than previously seen, although they should
gradually ease, as suggested by the real exchange rate infla-
tion gap (Graph 2.11). The expected decline in inflation should
also contribute towards a gradual decline in international pri-
ces and costs, a phenomenon that began in the last months of
2022 and should continue in 2023. This will be accompanied by
an expected increase in agricultural supply as various supply
ch Db et Db et Ducb| b Picbv] - shocks that occurred in the fourth quarter of 2022 dissipate,
October report — January report the weather normalizes, incentives stemming from the high
a/ The real exchange rate (RER) inflationary gap captures inflationary pressures prices of the previous year come into force and bottlenecks in
caused by the exchange rate. Positive values imply upward inflation pressures. The the production chains of some sectors resu[ting from the road
gap is calculated as the deviation in the real exchange rate relative to a non-infla- . . .
tionary trend estimate under the 4GM monetary policy model. blockades experience In mid-2021 are overcome. As the year
Source: Banco de la Repiblica. .
progresses, the aforementioned downward pressures would
be reinforced by a gradual reduction of excess demand in an
environment of contractionary monetary policy. All this would
allow total annual inflation to fall to 8.7% by the end of 2023,
and to register 3.5% by the end of 2024 (Graph 2.12).
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Core inflation should gradually decline over the forecast
horizon as supply shocks abate and through the expected
effects of monetary policy tightening. However, it would con-
tinue on a steeper path than that anticipated in the previous
report, given the significant weight of indexation and accumu-
lated depreciation. These factors, together with the surprises
registered in several sub-baskets, would result in deferring

Graph 212 the decline of core inflation to the second half of 2023 (Graph
Consumer Price Index (CPI) .

(Annual change, end-of-period) 213). A large share of the goods and some services that have
ercontage significant weights in the consumer sub-basket (such as food
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automobile insurance, among others) would continue to face
direct or indirect (through costs) upward pressures associa-
ted with a higher accumulated depreciation than those con-
sidered in the previous report. These pressures occur within
a framework where the output gap will continue to be po-
sitive. As the year progresses, exchange rate pressures will
ameliorate and the output gap will close, which, together
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October report — January report 21 Projections assume active monetary policy wherein Banco de la Repibli-
ca’s monetary policy interest rate is adjusted to guarantee compliance
Source: DANE, calculations and projections by Banco de la Repiblica. with the inflation target.
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Graph 213
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with the expected decrease in external prices and costs, will
allow the upward trend of core inflation to recede. Within this
sub-basket, the annual change in the CPI for services would
only begin to decline at the end of 2023 and would follow a
steeper path than expected in the previous report, given the
index weighting and the increase in the minimum wage, the
latter being somewhat higher than that foreseen in the Octo-
ber report. Added to this is the upward shock expected at the
beginning of the year resulting from the full reinstatement
of indirect taxes on airline tickets, services associated with
tourism and food away from home. The path of the annual
change in the CPI for goods was revised upward due to accu-
mulated depreciation; however, it is expected to decline as of
the start of the year as exchange rate pressures should begin
to ease and the shocks associated with the reversal of indi-
rect taxes and VAT-free days, which twelve months ago caused
considerable increases in this sub-basket, should fade. Given
the above, core inflation (without food or regulated items) at
the end of 2023 is expected to fall to 8.7%. By 2024, this indi-
cator should continue the desired convergence path towards
the target, assisted by the complete reversal of supply shoc-
ks, the total decrease of excess demand and the re-anchoring
of inflation expectations to the target, largely due to the role
of monetary policy. By the end of the year, core inflation is
forecast at 3.8%.

The path for the annual variation of the CPI for food was re-
vised up given the upward surprises observed at the end of
2022. However, it is still expected to decline as of the first
quarter of 2023 as supply and exchange rate shocks are over-
come. The higher accumulated depreciation of the Colombian
peso and impacts on certain food supplies, partly due to pro-
longed excess rainfall, support the higher projected path for
the annual change in the CPI for food. This report estimates
that during the first quarter of 2023, these prices will continue
to be affected by weather-related supply shocks. Additiona-
lly, the minimum wage adjustment was above that forecast in
the previous report. Nevertheless, a substantial decline is still
expected for the CPI for food indicator throughout the year,
particularly owing to the role played by lower international
prices and costs, the dilution of exchange rate shocks and
the recovery of the domestic supply of perishable foodstuffs.
The latter should occur as weather conditions stabilize and
the high domestic prices that have been observed during the
past few months encourage investment in the sector. Conse-
quently, it is expected that the annual change in the IPC for
food at yearend 2023 will be 5.7% and at yearend 2024 0.3%
(Graph 2.14).

Changes in the CPI for regulated items would continue to be
contingent on significant upward pressures due to the 2023
indexation and would largely depend on the authorities’ de-
cisions regarding fuel and electricity prices. The forecast for
annual CPI changes for this sub-basket was revised up for the
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first three quarters of 2023 due to higher upward pressures
from the high levels reached by the CPI, the PPI, the exchange
rate and the international prices of some raw materials by the
end of 2022, all of which affect the tariff formulas for public
utilities and other regulated items. Furthermore, after assimi-
lating the January COP 400 increase in the price of gasoline,
the CPI for fuels would continue with adjustments very similar
to those foreseen in the previous report. Regarding the CPI for
electricity, the expected adjustments take into account the ta-
riff agreements between the Government and several service
providers. Because exchange rate pressures would ease in the
medium term, the international price of oil would remain sta-
ble and consumer inflation would begin to ease, the forecast
for 2024 anticipates a significant drop in the annual change
of the CPI for regulated items. Thus, annual changes of this
sub-basket would continue to rise until the first three months
of 2023 (14.0%) but, as the second quarter of the year, would
begin to decline to end 2023 at 11.5%, and yearend 2024 at 5.3%
(Graph 215).

Compared to October’s figures, one-year ahead inflation ex-
pectations increased once again, while two-year ahead ex-
pectations remained steady, and longer-term expectations
derived from breakeven inflation (BEI) decreased. Neverthe-
less, they remain well above the target for all time horizons.
The expectations of economic analysts, obtained from the
monthly survey conducted by Banco de la Republica between
January 6 and 12 (Graph 2.16), suggest a year-end total median
inflation expectation for 2023 of 8.6% (6.7% in the October sur-
vey) and 8.0% for inflation expectations excluding food (6.3%
in the October survey). By the end of 2024, according to the
survey results, these values would drop to 5.0% and 4.6%, res-
pectively. Moreover, in said survey, the two-year ahead infla-
tion expectation remained at 4.5%, while the five-year ahead
inflation expectation increased slightly to 3.4% (3.1% in the Oc-
tober survey). Additionally, with information to January 20, the
expectations based on public debt bonds (breakeven inflation,
BEI), adjusted by the inflation and liquidity® risk premiums,
show two-, three- and five-year ahead inflation expectations
of 8.2%, 7.5% and 6.4%, respectively (8.3%, 7.7% and 6.6%, res-
pectively, in October).

22 Inflation expectations net of inflationary and liquidity risk premiums are
calculated as the difference between nominal and real rates excluding
risk based on public debt markets at multiple terms (Abrahams et al,,
2015; Espinosa et al., 2015). Consequently, the so-called inflationary risk
premium is derived by subtracting the premium by term on the TES in
UVR from the premium on the TES curve in pesos. The differences be-
tween these term premiums can reflect uncertainty over future inflation,
however it can also be influenced by friction in particular markets, such
as the preference of some agents to invest in certain types of bonds.
Meanwhile, the liquidity component is calculated as the difference be-
tween the liquidity premium from the TES curve in pesos and the premi-
um from the TES curve in UVR. As a result, total BEI calculated with this
methodology can be disaggregated by expected inflation, the inflationary
risk premium, and a liquidity component.
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Graph 217
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2.2.2 Economic activity

Available economic activity indicators suggest that by yea-
rend 2022, the Colombian economy would have entered a
slower growth phase, in line with a more sustainable long-
term GDP path. This would occur after the economy reached
surprising and historically high GDP levels during the third
quarter, as explained in Chapter 3 of this report. For the four-
th quarter of this year, available indicators suggest that eco-
nomic activity would have shown a moderate growth rate,
consistent with less favorable internal and external market
environments resulting from inflation increases, a more res-
trictive monetary policy, a decline in business and consumer
confidence, moderate credit growth and a slowdown in the
economies of our trading partners. In this context, an annual
GDP growth of 41% is expected (Graph 2.17) (similar to the
4.2% forecast in the October Report), which would imply a sig-
nificant tempering of the rate of expansion compared to that
observed in previous quarters, and levels of economic activity
that would remain very similar to those recorded in the third
quarter, with a quarterly growth (seasonally and calendar ad-
justed series) of -0.2%. On the supply side, which has the most
updated information, arts and entertainment, information
and communications, and construction would be the most
dynamic sectors, while agricultural and livestock activities
would continue to perform poorly, with lower levels than tho-
se observed a year ago. It should be noted that, although the
macroeconomic forecast includes a marked slowdown in the
economy, an even greater adjustment in domestic absorption
cannot be ruled out. This is due to the cumulative effects of
tighter external and internal fiscal conditions, among other
reasons.

In the fourth quarter, total consumption is expected to ex-
pand slightly as a result of a moderation in household spen-
ding. After recording a fall in the third quarter from the very
high levels reached in the second quarter, private consump-
tion is expected to have stabilized in the last months of the
year, as suggested by various indicators. Thus, for this report,
quarterly growth for private consumption of close to 0% is ex-
pected, which despite the figure implies a significant annual
growth, given the continued escalation of the already high le-
vels of spending. In particular, consumption of services would
have remained dynamic, with a slight increase between quar-
ters but with a slight slowdown as compared to previous pe-
riods. Consumption of goods, on the other hand, would have
shown a decline as compared to the third quarter, with a focus
on the durable and semi-durable segments. All the above is
apparent in the figures such as the economic monitor indica-
tor (ISE), retail sales, commercial bank transactions, consumer
goods imports, vehicle registrations, and consumer credit dis-
bursements. In general, the moderation of household spen-
ding would be the result of the depletion of surplus savings
accumulated during the pandemic, a contractionary monetary
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policy by yearend 2022, the deterioration of consumer confi-
dence and the absence of additional stimuli such as VAT-free
days, among other factors. On the other hand, public spending
would have continued to grow on a quarterly basis, largely dri-
ven by salary expenses associated with public hiring and by
an increase in spending on education (as a result of the return
to face-to-face classes). Given the above, total consumption is
expected to increase by 4.3% in annual terms and by 0.4% in
quarterly terms.

For the final months of the year, investment levels are expec-
ted to decline following the high levels reached in previous
quarters. This decline would primarily have affected invest-
ments in machinery and equipment, as suggested by preli-
minary import figures as of December, which point to lower
spending on transportation equipment. It should be noted
that, despite this reduction, the amounts of these investments
would have remained elevated and not very far from the histo-
rical highs observed in previous quarters. The level of invest-
ment in construction is expected to somewhat improve over
those observed in the third quarter, mainly as a result of civil
works, despite still reporting levels far below those before the
pandemic. Housing investment should remain at the relatively
high levels reported for the previous quarter. Thus, notwiths-
tanding quarterly decrease, the gross fixed capital formation
would have continued to show a double-digit annual growth
rate.

The slight growth of consumption and the decrease in invest-
ment would lead to a moderation in domestic demand quar-
terly growth. In contrast with the significant dynamism obser-
ved since the middle of last year, domestic demand would not
have grown in quarterly terms. This suggests that the economy
is entering a growth pace more in line with both its long-term
sustainable values and inflation converging towards target. In
any case, as is the case with other GDP components, the high
levels of domestic demand achieved in the third quarter gua-
rantee significant annual growth, which would remain higher
than the average of aggregate economic activity.

The slowdown in domestic demand would have led to a re-
duction in imports in constant Colombian pesos, which would
have subsequently allowed for a certain degree of correction
in the trade deficit. Preliminary figures as of December suggest
that the decline in imports in the fourth quarter was mainly
the result of a decrease in the purchase of raw materials and
capital goods (Graph 2.18). Thus, the import levels would have
been close to those recorded in the second quarter, which in
any case continue to be high and significantly above those re-
corded during the pre-pandemic period. Concerning exports,
the figures observed as of November point to a slight fall in
this component, although less than that of imports (Chart
2.19). This behavior would be explained by a decline in the
international sales of ferronickel, coffee, coal and oil. Some
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Graph 219
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moderation in the performance of non-traditional exports is
also expected for the end of the year. In contrast, exports of
services would have continued to show significant dynamism,
driven by non-resident tourism. As a result of the above, the
external deficit in constant pesos would have shown a certain
degree of correction, and thus its contribution to the annual
variation of GDP would have been less negative.

Given the above, this report forecasts GDP growth of 8.0 %
for the entire year, a figure similar to that estimated in the
previous report (7.9%) (Graph 2.20). This correction would be
mainly the result of the surprise growth recorded for the third
quarter of 2022, which would have been instigated by a better
domestic demand dynamic than expected in the October re-
port, in particular the boost in housing investment. With this
growth, total GDP for 2022 would be close to 11% above that of
2019. These levels of economic activity have been buoyed by
significant increases in macroeconomic imbalances, including
the widening of the external deficit. In addition, significant
disparities remain in terms of supply growth, with productive
sectors such as construction and mining still reporting perfor-
mances below pre-pandemic levels.

For the current year and 2024, the Colombian economy will
experience relatively low expansion rates, which will allow it
to gradually reduce excess demand and move towards levels
more compatible with meeting long-term inflation targets.
The central forecast scenario contemplates less comfortable
external conditions for the present and coming year, with high
financing costs and a high country-risk premium. In addition,
trading partner growth in 2023 would be less than that con-
templated in past reports, given high external inflation and
a more restrictive global monetary policy. Nevertheless, it is
assumed that the Colombian economy would continue to gain
access to external financing. On the domestic front, this is re-
flected in more restrictive financial conditions, coupled with
lower consumer confidence in a high inflation environment
and less attractive growth prospects. These factors would all
lead to a drop in total consumption levels, mainly for the first
semester of 2023, and stunted growth for the rest of the fore-
cast horizon. Investment would also lose much of its current
dynamism, with small setbacks throughout 2023, yet maintai-
ning higher levels than those estimated in the previous re-
port. In 2023, the civil works component would represent a
positive contribution to investment, primarily driven by ad-
vances made in local and regional government programs. Gi-
ven the above, a significant slowdown in economic growth is
still expected as compared to that observed in 2021 and 2022.
Thus, a 0.2% GDP growth is forecasted for 2023 with a slight
upturn for 2024, with a 1.0% growth (compared to the 0.5%
and 1.3% contemplated in the October report, respectively)
(Graph 2.21). It is worth noting that there is still substantial
uncertainty surrounding these estimates due to internal and
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external risks that may affect the fundamental factors implicit
therein.

Given the recent behavior of the labor market and the econo-
mic activity forecasts contemplated in this report, the unem-
ployment rate is expected to increase during 2023, averaging
11.3% (in a range between 9.8% and 12.9%). The information
provided by the General Integrated Household Survey (GEIH)
shows a labor market that registers steady employment
growth. However, in recent months, no change has been ob-
served in employment, which corresponds to very different
dynamics in urban and rural employment levels; the former
has continued to report growth, while the latter has shown a
contraction. Furthermore, in terms of employment positions,
the non-salaried segment has contracted in recent months,
while the salaried segment continues to grow. However, other
sources of information on salaried and formal employment,
including those recorded for PILA pension contributors and
family compensation fund affiliates, indicate a more modera-
te expansion and signs of stabilization. Other labor demand
indicators such as the job openings rate show a rapid margin
contraction, despite remaining at a high level. The domestic
seasonally adjusted aggregate unemployment rate (UR) has
remained stable during the last few months, as a result of con-
tractions in the urban workforce and a slight increase in rural
areas, consistent with employment behavior. Based on infor-
mation up to November, in a moving quarter, the domestic
aggregate UR averaged 10.8% (see Chapter 3). Based on these
dynamics and the macroeconomic scenario foreseen in this
report, the technical staff estimated that the unemployment
rate will continue to rise during 2023. In particular, the annual
domestic aggregate could average between 9.8% and 12.9%,
with 11.3% as the most likely value. In urban areas, the annual
average could fall between 9.4% and 12.5%, with 11% as the
most likely value. These estimates suggest a negative urban
unemployment gap, which would imply a tighter labor market
that could be generating inflationary pressures. However, the
easing of these pressures is expected for early 2023, given the
economic slowdown anticipated (see the January 2023 Labor
Market report).

Strong GDP growth in 2022, particularly in private consump-
tion, accompanied by increases in inflation, results in an es-
timated positive output gap, which consequently indicates
that the economy is operating under a shortage scenario.
This shortage is expected to disappear by yearend 2023 and
the gap is expected to be in negative territory by 2024 (Graph
2.22). GDP behavior, domestic demand, and the labor market
as well as the upward surprises in headline inflation and the
various core inflation indicators suggest that the Colombian
economy is operating above its productive capacity. Thus, for
2022, this report’s forecast scenario envisages a positive an-
nual output gap of 2.5%, slightly higher than that estimated
in the October report (2.3%), with potential annual output
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Graph 2.23
Annual current account 2%/
(Four-quarter cumulative)

(GDP Percentage)
-1.0

2.0
30
4.0
5.0

-6.0

-7.0
2020 2021 2022 2023

90% 60% 30% = October report — January report

a/ The graph displays the probability distribution and its most likely path for 2022
and 2023. Densities characterize the balance of potential risks with areas of 30%,
60% and 90% probability around the central forecast (mode), using primarily as
reference the densities from the Patacon model.

b/ The probability distribution is derived from the forecasting exercise of the
January report.

Source: Banco de la Republica.

26

growing by 4.3%. By 2023, shortages are expected to gradua-
lly disappear, in line with tighter external financial conditions,
an estimated correction in domestic demand, an expected fis-
cal adjustment and a contractionary monetary policy. Conse-
quently, the annual output gap is estimated at close to zero
by yearend 2023, before falling into negative territory (-1.4%)
during 2024. These estimates would be consistent with poten-
tial output registering slight increases in its levels and growing
at annual rates of 2.8% and 2.4%, in 2023 and 2024 respectively.
It should be noted that these estimates are surrounded by
considerable uncertainty due to the internal and external risks
mentioned in other sections of this report.

2.2.3 Balance of payments

The current account deficit for 2022 is estimated at 6.3% of
GDP (USD 21,366 m), a higher figure than the 5.7% observed
in 2021 (Graph 2.23).2 In 2022 the external imbalance is con-
siderable and may primarily be the result of an increase in
domestic demand, international prices and costs pressures,
higher external debt servicing expenditures and the positive
results obtained by foreign companies.?* In particular, higher
consumption could explain the boom in imported goods and
services, the dynamics of which were also driven by higher in-
ternational prices of producer goods, such as inputs for indus-
try and agriculture, and fuels. The rise in foreign debt interests
and high international freight rates also drove the external
deficit upwards. In turn, high export prices, the increase in the
number of arrivals of international tourists, and an increase
in external demand for non-traditional goods, together with
historically high workers’ remittances, would have mitigated
the expansion of the current deficit. It should be noted that
in 2022, the quantities of the main traditional goods exported
did not grow significantly, and exports in effect fell in certain
cases, such as coffee, thus limiting export growth. Finally, the
estimated deficit for 2022 was revised up from the October re-
port (6.0% of GDP).

23 For the first three quarters of 2022, the current deficit represented 6.4%
of GDP. High net factor income outflows and trade disbursements may
explain this result. For the fourth quarter, a current account deficit of
close to 5.9% of GDP is expected, which represents a correction compared
to what has been observed so far this year. The lower deficit at the end
of 2022 would be due to the effect of a deceleration in economic activity
regarding current expenditures and an increase in income from remit-
tances.

24 Inthe current account aggregate, the pressures for a larger external defi-
cit arise from those companies with FDI focusing on the domestic market.
In contrast, the profits of the mining and energy sectors are more than
offset by the external revenues they generate through exports.
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In 2023, the current account deficit would be reduced to 3.9% of GDP (USD 13,595
m), in line with the expected domestic demand adjustments (Graph 2.23). Restraint
is expected regarding economic activity, in particular, the adjustment of total con-
sumption from 2022 levels would be reflected in the reduction of the country’s ex-
ternal outflows, especially imports and the profits of foreign companies operating
in the local market. There would also be a resultant decrease in external outlays
due to the reduction in international prices of raw materials, which would affect the
generation of profits in the extractive sectors, such as mining and oil, and would
reduce the nominal value of imports of inputs and fuels. Moreover, lower payments
for the transportation of goods and positive performance of international tourism
would contribute to the correction of the external imbalance. On the other hand,
the current deficit estimate for 2023 considers some dynamics that would limit
a more pronounced annual correction. Specifically, a fall in traditional exports is
envisaged, given lower prices and relatively low production levels of the main raw
materials (such as oil, coal and coffee), higher foreign debt interest, a deceleration
in trading partner growth, and a fall in income from workers’ remittances given the
expected downturn of the labor market in the countries where migrants reside. The
estimated balance of payments incorporates a moderate annual reduction in the
terms of trade in 2023 as a result of a greater decrease in the prices of exported
products compared to imported products. From a macroeconomic balance outlook
on savings and investment, the adjustment of the current account deficit would be
consistent with the reduction of the fiscal imbalance. It should be noted that un-
certainty surrounding local and global financial and economic conditions remains
high, which implies enduring risks in external account forecasts.

In 2023 the country would retain access to external financing, albeit under ti-
ghter financial conditions and high volatility in capital markets. In 2022, the in-
crease in international benchmark interest rates and the higher perception of
local risk resulted in higher borrowing costs, conditions that would continue
throughout this year, particularly due to expected increases in external interest
rates. However, forecasts indicate that capital flows would continue to finance
the country’s external imbalance. In particular, FDI would continue to finance a
significant portion of the current deficit. However, the levels seen in 2022% are
not expected to continue in 2023 due to the slowing pace of economic activi-
ty, the expected decrease in hydrocarbon prices and the high baseline resulting
from one-off operations that occurred during the first quarter of 2022.2° As for the
remaining capital flows associated with the private sector, during 2022 capital in-
flows from external indebtedness were observed, which were subsequently offset
in part by the incorporation of foreign assets by residents. By 2023, the private
sector is expected to increase its net foreign assets in instruments other than
FDI. Furthermore, the public sector, which in 2022 increased its foreign liabilities
to obtain financing, would continue to contribute to foreign funding during 2023,
albeit at a slower pace, as indicated by the outlooks for the reduction of the
country’s fiscal deficit.

2.2.4 Monetary policy and interest rates expected by analysts

The median analyst expectation for policy rates is 12.7% for the first quarter of
2023 (median of 13% for the meeting of January) and 11.2 % for the final quarter

25 In 2022, the increase in FDI was associated with economic growth, high oil and coal prices, and
one-time capital inflows for the acquisition of Colombian companies.

26  In particular, capital inflows for the purchase of Nutresa and Grupo Sura shares were obtained in
the first quarter of 2022 and were accounted for as FDI and private sector external indebtedness.
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Graph 2.24
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of the year (Graph 2.24). According to Banco de la Repibli-
ca’s monthly survey of analyst expectations carried out at the
beginning of January, the median responses suggest that the
current policy interest rate during the first quarter of 2023
would stand at 12.7%, would reach a maximum of 13% in the
second quarter of the year, and would close 2023 at 11.2%. For
the last quarter of 2024, analysts estimate an average rate
of 6.7%. In the forecast horizon contemplated in this report,
cumulative exchange rate pressures, a positive output gap in
2023 and the persistent supply shocks that have affected in-
flation result in a higher inflation path forecast than in the
previous report, which is consistent with the increases in po-
licy rates established by Banco de la Repiiblica’s Board of Di-
rectors. These increases and the future path of interest rates
are also consistent with a gradual convergence of inflation
toward its monetary policy target. It is worth noting that the
analysts’ inflation forecast for the end of 2024 is higher than
that of the technical staff. Accordingly, the technical staff ex-
pects an interest rate path that is higher on average (eight
quarters of the forecast horizon) than that expected by the
market in the January 2023 survey.

2.3 Balance of macroeconomic risks

Although several of the upside risks to inflation have materia-
lized and have been factored into forecast paths, uncertainty
associated with idiosyncratic factors facing the Colombian
economy persists. This report reflects the continued high le-
vels of uncertainty surrounding several factors that have affec-
ted inflation estimates. Indexation to higher inflation rates,
higher degrees of indexation, the risk of an increase in some
regulated product prices (fuels and public services) and food,
given the recent shocks that could affect agricultural supply,
are some of the factors worth noting. Additionally, there are
short-term downward biases in economic activity and uncer-
tainty about the speed and intensity at which the Colombian
economy would decelerate.

Risks stemming from changes in international financial con-
ditions, commodity prices and global economic activity are at
the core of external uncertainty in the predictive density (PD)
exercise,” although to a lesser extent than in the previous re-
port. The balance of risks considered in the forecast horizon
includes factors including high uncertainty regarding the Fed'’s
interest rate decisions, the probability of lower oil prices than
those contemplated in the central scenario, a high-risk pre-
mium volatility and the possible weakening of global econo-
mic activity during 2023. These factors generate upward biases

27  Technical details on the construction of the balance of risks through
the exercise of predictive densities can be found in the paper “Charac-
terization and communication of the balance of risks of macroeconomic
forecasts: a predictive density approach for Colombia” (Méndez-Vizcaino
et al., 2021) and in Box 1 of the July 2021 Monetary Policy Report.
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in the uncertainty intervals of inflation paths, and downward biases in terms of
economic activity. However, given the observed drop in inflation in the United Sta-
tes and the recent improvements in Colombia’s financial conditions, these risks are

now more balanced.

The PD exercise includes high levels of uncertainty and an upward bias in inflation;
however, the materialization of risks has led to a more even-keeled balance than
in the October report. Uncertainty surrounding the effects of indexation on items
such as food away from home prices and rents is expected to remain high and with
a positive bias, particularly in a scenario in which the output gap is positive and
may close over the course of 2023. On the other hand, the possibility that exchange
rate pressures resulting from external conditions will continue to affect the basket
of goods remains. Substantial uncertainty continues to affect food basket infla-
tion, with an upward bias, the risk factors of which are associated with exchange
rate pressures and supply shocks. The regulated products basket assumes risks
associated with greater adjustments in fuel prices and some utility rates. Given
the above, the projected PD for headline inflation in the forecast horizon shows an
upward bias (Graphs 2.25 and 2.26).
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Graph 2.27
GDP, four-quarter cumulative, predictive density /.°/
(Annual change)

The PD exercise captures downward biases in economic activity resulting from ti-
ghter local financial conditions amid high uncertainty surrounding a consumption
slowdown. In the risk assessment there are several factors that continue to gene-
rate downward biases in both GDP growth (Graph 2.27) and the output gap (Graph
2.28). Included in these factors are those associated with a stronger adjustment
in domestic demand, tighter local financial conditions needed to bring inflation
closer to its target, the possibility of a slowdown in global economic activity and
escalating geopolitical tensions. In this context, for 2023 and 2024, the risk to the
annual output gap forecast has a negative bias.

In summary, the balance of macroeconomic risks is characterized by a high level
of uncertainty, with a downward GDP growth bias for 2023, as well as an upward
inflation bias over the forecast horizon. Considering the above, there is a 90% pro-
bability that headline inflation would lie between 6.0% and 12.8% by yearend 2023
and between 0.8% and 6.95% by yearend 2024. Core inflation would stand between
6.7% and 11.3% by the end of 2023 and between 1.4% and 6.9% by the fourth quarter
of 2024, with the same degree of certainty. The probability that headline and core
inflation will place below 4% during the fourth quarter of 2024 is 53% and 48%, res-
pectively. Regarding economic activity, estimated GDP growth is between -2.5% and
2.2% for 2023 and between -1.9% and 4.1% for 2024, with a 90% probability.
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3. Current Economic Situation

Graph 31
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Graph 3.2
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3.1 Inflation and Price Behavior

During the fourth quarter, annual inflation continued its
upward trend, surpassing expectations from previous re-
ports, mainly driven by the exchange rate and supply shocks.
The year-end figure for 2022 closed at 13.12%, higher than that
of September (11.44%) (Chart 3.1), and the highest for any De-
cember since 1998. All main sub-baskets registered increases
in their annual variations, while core inflation (excluding food
and regulated items) also recorded an upward trend, closing
at 9.51%. The exchange rate pressures that emerged during the
second semester of 2022, originating from the significant de-
preciation of the Colombian peso against the US dollar, beca-
me apparent and started to transfer to a wide range of goods
and services, including food. These pressures surpassed cer-
tain reductions that began to be evinced in certain internatio-
nal prices and costs. The exchange rate pressures were rein-
forced by a demand that, despite initial moderation, remained
at very high levels, exceeding the economy’s productive capa-
city, thus resulting in a positive output gap. Likewise, price ad-
justments occurred under inflation expectations that remai-
ned well above target, which further contributed to upward
pressure on prices.

During the fourth quarter, the CPI for goods registered a sha-
rp increase, attributable largely to the depreciation of the
peso against the dollar. The annual variation in the CPI for
goods continued to follow the positive trend observed since
the beginning of the year, increasing from 11.6 % in September
to 15.0 % in December (Graph 3.2). This upward dynamic may
be explained by the transference of the significant deprecia-
tion of the peso over the second half of the year to domestic
prices. This depreciation would be overcompensating for the
slower growth rate of international prices and costs, whose
downward dynamic, however, has been lower than expected
due to continued adverse external factors, such as the war in
Ukraine. In addition, the demand for durable consumer pro-
ducts, especially means of transportation (vehicles, motorcy-
cles, bicycles), has been strong. Moreover, in 2021, three VAT-
free days took place during the fourth quarter?® which implied
a lower statistical comparison base and caused prices to re-
bound in this segment of the household basket during this
period.

The CPI for services continued its upward trend during the
yearend, boosted by robust private consumption, high in-

28 Three VAT-free days were scheduled for 2021: October 28, November 19,
and December 3.
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Graph 3.3

CPI for services excluding food and regulated items, and its
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dexation, and strong wage increases. In December, the an-
nual price adjustment reached 7.4%, which is higher than the
figure observed in September (5.9%) (Chart 3.3). Rent, which
tends to incorporate prior inflation increases at a slow pace,
registered the lowest annual growth rate in December at 3.6%
(Chart 3.3). Food away from home (FAH) was the main driver
of the increase in the services sub-basket, which by the end
of the fourth quarter recorded an annual variation of 19.1%, a
figure that surprised once again to the upside. The significant
cumulative growth in 2022 in the prices of food, public ser-
vices, and the minimum wage has contributed to the strong
and persistent upward trend of the food away from home
component.

Despite the government’s announcement of a reduction in
electricity tariffs, the annual variation of the CPI for regula-
ted services continued to increase over the last three mon-
ths of the year. In December, this figure stood at 11.8%, which
represents a higher rate than that observed in September
(11.5%) (Graph 3.4, panel A). Notably, the CPI for public ser-
vices was the only component of the CPI for regulated items
that exhibited a fall in its annual growth rate between Sep-
tember (19.0%) and December (17.7%), a trend that reflects
the significant reduction in electricity tariffs resulting from
the implementation of the Pacto por la Justicia Tarifaria (Pact
for Fair Rates) signed in September (see Box 1 of this report).
However, tariffs for water and gas continued to increase du-
ring the period, reflecting higher consumer inflation (in the
case of water), high domestic fuel prices, and the cumula-
tive depreciation of the exchange rate (in the case of gas).
In addition, fuels assimilated the increases decreed by the
government for domestic gasoline prices aimed at reducing
the gap with international prices. As a result, by yearend, this
component recorded an annual increase of 10.7%, which is
higher than the September figure (6.8%). Prices for the remai-
ning items in the regulated products basket (education and
others) remained stable during the fourth quarter of the year
(Graph 3.4, Panel A and B).

During the fourth quarter, food prices experienced significant
upward pressure due to supply, costs, and weather shocks, in
addition to exchange rate pressures. The annual variation in
food prices increased from 26.6% in September to 27.8% in De-
cember (Chart 3.5). The increase in prices was observed in both
perishable and processed foods, with the former experiencing
an increase of 36.4 % and 25.3% respectively each December.
During the last months of 2022, food prices saw significant and
widespread increases across all food classes that added to the
increases of previous quarters due to a combination of both
domestic and external shocks. Domestically, prices were affec-
ted by the aggregated depreciation throughout the year, the
delayed effect of the road blockade in mid-2021 (See Box 1 IMP
October 2022), excess rainfall caused by the La Nifia pheno-
menon, and an increase in exports, among others. Externally,
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the ongoing war in Ukraine and disruptions in global logistics
and transport chains have contributed to high food and agro-
chemical prices, despite a recent decrease. Additionally, food
sovereignty policies and extreme droughts in some countries
have limited the global supply and flow of food.

During the last months of the year, the increase in produ-
cer inflation came to a halt due to the domestic component.
The annual change in December’s domestic supply PPl was
19.4%, which is lower than what was observed in September
and December 2021 (21.4% and 18.6% respectively). Such le-
vels, which are close to or above 20%, have not been obser-
ved since 1992 (see Graph 3.6). The contraction in producer
inflation in the fourth quarter was mainly due to the local
component of the PPI, which moderated its annual growth
from 23.3% in September to 20.5% in December. Meanwhile,
the annual price adjustment of the imported segment of the
PPI (16.8%) remained unchanged from September. Within the
local component, there were lower price adjustments across
the agricultural, mining, and industrial sectors. Specifically,
there were lower adjustments in the prices of citrus, cassava,
coffee, fossil fuels extraction, and metallurgical products.
Despite the lower growth rate of producer inflation in the
last months of 2022, it still maintains a very high level. This
can be explained by external factors, such as the increase in
the price of energy products and raw materials for agroin-
dustry caused by Russia’s invasion of Ukraine, the produc-
tion contraction in China, limitations on international trade
by some exporting countries, and droughts in some regions
of the world. Additionally, various idiosyncratic shocks have
contributed to maintaining high producer inflation. These in-
clude adverse agricultural cycles, excessive rainfall, higher
agricultural exports (fruit and beef), and even persistent
damage to agricultural production resulting from last year’s
road blockades.

3.2 Growth and domestic demand

In the third quarter, the economy continued to display a ro-
bust growth momentum, surpassing the forecast of the pre-
vious report. The original series of the Colombian economy
grew annually by 7.0%, while the seasonally and calendar-ad-
justed series increased by 7.1%, which was higher than the
6.4% annual growth anticipated in the October report. This
implied an expansion of 6.4% in annualized quarterly terms.
As a result, the Colombian economy reached high GDP levels
that were 11.2% above those observed in the fourth quarter
of 2019 (Graph 3.7). Growth was driven by domestic demand,
supported by a labor market that continued to generate em-
ployment gains and credit that expanded at positive real ra-
tes. However, external financial conditions were tighter and
the slowdown in trading partners’ economies was reflected in
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Graph 3.8
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a lower contribution of exports to GDP growth. On the supply
side, arts and entertainment activities, commerce, and ma-
nufacturing continued to show a strong pace of growth. The
agricultural and livestock sector was the only one to register
declines.

Third-quarter growth can be explained by the good perfor-
mance of domestic demand, mainly driven by investment. Do-
mestic demand grew at an annual rate of 9.7% and a quarterly
rate of 21%. The most dynamic component, gross fixed capital
formation, increased significantly in this period and accelera-
ted its annual and quarterly growth (Graph 3.8), which placed it
above the levels observed before the pandemic shock (Graph
3.9). The fastest growing segment of gross fixed capital forma-
tion between quarters was investment in housing, which regis-
tered a quarterly leap (24.9%) and year-on-year growth (15.3%)
much higher than expected. This performance was explained
by the completion of a significant number of residential wor-
ks, mainly associated with public housing (VIS). Investment in
machinery and equipment also increased in quarterly terms,
presenting annual growth rates above 20% for the third con-
secutive quarter, with transportation equipment expenditure
being the most dynamic component. However, investment in
other buildings and structures had the most modest perfor-
mance, still lagging considerably behind pre-pandemic levels
and showing no sign of recovery.

Final consumption experienced a quarter-on-quarter decline,
although levels remain high. The decline in final consumption
was primarily driven by private consumption, which contrac-
ted by 2.2% compared to the second quarter. Despite this, the
annual growth rate (7.8%) continued to outperform the ave-
rage economic activity (Graph 3.10). Within private consump-
tion, the most significant decline was observed in non-durable
goods, while the durable segment remained stable, and servi-
ces continued to increase quarter-on-quarter. Factors influen-
cing the deceleration of private consumption include higher
interest rates and inflation, which may have eroded household
purchasing power. Additionally, it should be noted that dura-
ble and semi-durable consumption had reached exceptiona-
lly high levels in previous quarters due to the VAT-free days
incentives. Without these incentives during the third quarter,
such expenditures would likely have normalized. Regarding
public consumption, this demand component remained at
elevated levels compared to the previous quarter, primarily
due to the favorable performance of bonuses, fees, and gene-
ral expenses.

The external deficit in constant pesos further expanded be-
yond the levels observed in previous quarters, due to a sig-
nificant increase in imports and a modest performance of
exports. The dynamism of domestic demand, particularly in-
vestment, led to a notable increase in imports during the third
quarter (23.2% annually and 4.5% quarterly). The main driver
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behind this growth were imports of capital goods. Conversely,
exports contracted quarterly by 1.8% although they continued
to expand at a significant annual rate (14.4%). The decrease
in this component would have been mainly explained by the
sale of basic goods to foreign markets. In contrast, the most
dynamic sectors were once again non-traditional exports and
services, especially non-resident tourism. Given the above, a
larger trade deficit in constant pesos was recorded in the third
quarter compared to the first semester of the year (Graph 3.11),
reaching historically high values, while its contribution to the
annual GDP change remained negative.

Except for the agricultural sector, major supply activities re-
corded positive annual growth, with notable results in art and
entertainment activities, and building construction. During
the third quarter of 2022, secondary activities (manufacturing
and construction) recorded better-than-expected results than
those stated in the October report. The manufacturing indus-
try maintained its solid growth pattern, as observed since mid-
2021, and construction also showed improvement, driven by
increased residential construction mainly in the public hou-
sing segment. However, construction levels remained signifi-
cantly lower than those in the fourth quarter of 2019. Tertiary
activity performance (services), in particular art and entertain-
ment activities, is worth noting, with an annual growth of 37%
driven by the strong dynamics of gambling and online gaming,
as well as the boost from large-scale concerts and local fes-
tivals held during that period. The trade, transportation, and
lodging sector also recorded quarterly gains, primarily driven
by transportation activities associated with domestic and in-
ternational air travel. On the other hand, the lodging and food
services sector experienced a quarterly setback but remained
32% higher than before the pandemic (Graph 3.12). In contrast,
primary activities (agriculture and mining) underperformed
expectations, mainly due to the adverse effects of negative
weather conditions on coffee production and coal extraction.

3.3 Labor market?®

Recent labor market information shows growing year-on-
year employment dynamics, despite the relatively stable le-
vels observed in recent months. In the rolling quarter ending
in November, the results of the Integrated Household Survey
(GEIH) show annual employment growth of 7.1%, which equals
1.5 million new jobs. However, in recent months, employment
has remained stable, as employment growth in urban areas
is offset by contractions in rural areas. Specifically, between
October and November, changes in employment in both areas
were 0.4% and -1% respectively (Graph 3.13). Annual employ-

80.0 90.0 100.0 110.0 120.0 130.0 140.0 150.0 160.0
(Percentage)

a/ Seasonally and calendar adjusted
Sources: DANE, calculations by Banco de la Republica.

29 For a more detailed analysis of the labor market, we invite you to consult
Banco de la Republica’s Labor Market report, available at https://www.
banrep.gov.co/es/reporte-mercado-laboral
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Graph 313
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ment change by sector in November was primarily driven by
strong performances in trade and lodging, manufacturing, and
recreation and other services, which collectively contributed
5.1 percentage points to the total annual employment chan-
ge for said month. Alternatively, the agricultural sector expe-
rienced recent employment contractions mainly in the annual
agricultural crop group, possibly due to the effects of the La
Nifa phenomenon, which explains the lower employment dy-
namics in rural areas.

Non-salaried employment has slowed down, while sala-
ried employment continues to grow. In November, rolling
three-month data showed divergent behaviors in the national
aggregate between the salaried and non-salaried segments,
with annual growth rates of 11.3% and 3.5%, respectively. An-
nual employment behavior has moderated between October
and November 2022, with an increase of 0.6% for the salaried
segment, while the non-salaried segment contracted by 11%
(Graph 3.4). Other sources of information on salaried and for-
mal employment, such as pension contributions in the Com-
prehensive Contribution Settlement System (PILA) and the
records of affiliates to family compensation funds (CCF), also
indicate an expansion of the salaried employment sector, al-
beit at a more moderate pace, and a possibility of it leveling
off. The growth of salaried and formal employment, along with
the slowdown in the informal segment, has driven the recent
decline in the informality rate. For the rolling quarter ending
in November, this national indicator stood at 58.1%, remaining
at historic low levels.

The national unemployment rate has tended towards sta-
bilization. In November, the rolling three-month unemploy-
ment series reached 10.8%, with an annual contraction of 1.9
percentage points. However, in recent months, its level has
leveled off as a result of offsetting the divergent dynamics
between rural and urban areas. Additionally, given the lower
demand for rural labor, recent increases have been obser-
ved in the corresponding unemployment rate, which reached
10.6% in the last month. In contrast, the urban unemployment
rate continued to drop, standing at 11%, as a result of better
labor demand dynamics and an overall stable participation
rate (Graph 3.5). The cities that presented the largest drops
in annual unemployment rates were Tunja (-5.5 percentage
points) and Medellin (-4.4 percentage points), while the most
significant increases were recorded in Quibdo (3.8 percentage
points), Ibagué (2.4 percentage points), Armenia (0.9 percenta-
ge points), Riohacha (0.3 percentage points), and Cicuta (0.2
percentage points). As regards to unemployment by gender,
the 2022 indicator for women reported better forces at work
than for men. Consequently, the gender gap continued to na-
rrow in recent months, standing at 5 percentage points in No-
vember, a lower level than that observed immediately before
the pandemic.
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Demand indicators continue to show a tight labor market des-
pite the appearance of factors that suggest an easing during
2023. The job vacancy indexes obtained from different sour-
ces, including classified ads and hiring data from the GEIH and
PILA figures, remain high, although a rapid contraction would
have been observed in recent months. The job vacancies in-
dex computed from the Public Employment Service (PES) for
October and November, decreased by 5% and 7%, respectively.
This is consistent with the hiring expectations in Banco de la
Republica’s monthly Survey of Economic Expectations (EMEE),
which indicates that, as of the third quarter of 2022, organi-
zations would be tapering off their short-term plans to make
changes to their workforce. The difference between those who
expect to increase their workforce and those who would not
stands at 2.3% after recording historically high levels of clo-
se to 20% at the beginning of 2022. The recent drop in urban
unemployment rates and relatively high levels of job vacancy
rates suggests, according to a Beveridge curve® (Graph 3.16), a
tighter labor market that is consequently inflicting inflationary
pressures. However, recent job vacancy behaviors and hiring
expectations suggest that this could begin to ease during 2023.
Labor income information from the household survey (GEIH)
shows that nominal income for the salaried segment conti-
nues on an upward path at a similar rate to that of the 2022
minimum wage. Meanwhile, labor income for non-salaried
workers reported a quicker upturn for the year. Consequently,
the median real income of salaried workers fell annually by
3.4% and that for non-salaried workers by 6.3%, respectively.

3.4 Financial and money market

The transfer of increases in the monetary policy interest rate
(MPR) to market interest rates continued during the last quar-
ter of 2022. Loan dynamics showed more measured behavior
yet continue to show significant increases. The contractionary
monetary policy needed to drive inflation to its 3% target has
resulted in higher money market, savings, and loan interest
rates. This, in an environment with tighter external financial
conditions, higher country risk premiums, strong aggregate
demand dynamics exceeding the economy’s productive capa-
city, and the deterioration of the current loan portfolio and
delinquency indicators. In turn, annual loan portfolio growth
has slowed due to consumer loan behavior which continues
to record increases well above inflation. On the other hand,
sound solvency indicators were reported by credit institu-
tions, in addition to posting profits, adequate risk coverage,
and proving stress test resilience.

Interbank, deposit, and loan interest rates continue on an
upward trend within an environment of monetary policy rate

30 The Beveridge curve is a graphical representation of the relationship be-
tween unemployment and the job vacancy rate.
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Table 31

Average monthly interest rates

(Percentage)

Interbank

Policy rate

Interbank
overnight

BBI overnight
BBI 1-month
BBI 3-months
BBI 6-months
BBI 12-months
Deposits
Savings

DTF 90-days
CDT* 180-days
CDT 360-days
CDT > 360-days
Credit
Preferential
Ordinary

Non-public
housing purchases

Public housing
purchases

Personal loan
consumption

Payroll loan
consumption

Credit card

1.75

1.79

1.77
1.93
2.27
2.76

0.97
2.05
2.45
316
3.68

4.98
7.34

9.06

10.98

17.09

11.23

23.49

273

2.72
2.96
3.36
3.96

119
3.08
3.7
510
714

6.00
818

9.40

11.55

17.51

11.65

24.47

6.00

6.06

6.02
6.77
7.78
8.71
9.78

2.82

7.72

8.40
10.75
14.37

10.82
12.62

12.01

13.68

23.08

13.83

28.02

9.05 11.48
9.07 11.47
9.05 11.46
9.74 11.81
10.61 1210
11.25 12.32
11.81 12.20
4.43 5.72
10.99 13.42
12.54  15.58
14.80  17.08
17.01 19.15
14.86  18.57
16.10 19.27
14.63 177
14.89 16.74
2726 3123
16.86  19.45
3249 39.01

*CDT (term deposit certificates)
Sources: Office of the Financial Superintendent of Colombia, calculations by Banco

de la Republica.
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(MPR) adjustments, higher country risk premiums, and dete-
riorating loan delinquency indicators (see Box 2). Between
September 2021 and December 2022, the MPR increased from
1.75% t0 12.0%. During this period, the inter-bank rate (TIB) and
bank benchmark index (BBI) for maturities equal to or less
than three months increased and by December had reached
levels similar to the MPR. In the case of longer maturities (six
to twelve months), IBBs remained above the MPR, partly due
to expectations of further monetary policy adjustments, al-
though to a lesser extent than in previous reports. The higher
balance of savings deposits can be explained by term deposit
certificate (CDTs) behavior, which has experienced interest rate
increases above those of the MPR, particularly for longer ter-
ms. The increase in the cost of funds, the rise in country risk
premiums, and the deterioration in delinquency indicators for
new loans, among other factors, have driven the increases in
loan interest rates. During the monetary policy adjustment pe-
riod, interest rate hikes for credit cards, automatic payroll de-
duction consumer loans, and ordinary and preferential com-
mercial loans have exceeded the increases in the MPR. As has
been customary in previous periods, the transfer of changes in
the MPR to housing loan interest rates has been slower than
that of other loan sectors (Table 3.1). In real terms, loan inte-
rest rates (excluding housing loans) stand above the historical
average computed since 2003 (Graph 3.17).

By yearend 2022, the annual consumer loan growth tapered
off, but it keeps showing significant nominal and real increa-
ses. Outstanding housing loans exhibited relatively stable
growth, close to inflation, while commercial loans ramped
up. In the fourth quarter of 2022, annual consumer loans ta-
pered off, reaching 19.0% in December (8.2% in real terms),
a decrease of 3.8 percentage points compared to September
figures (Graph 3.8). This decrease was driven by a 14% quar-
ter-on-quarter decline in disbursements and a 22% year-on-
year contraction. Throughout 2022, terms were shortened for
this type of loan, and automatic deduction payroll loans be-
came more relevant.® Other household debt, portfolio and
mortgage loans, remained relatively stable during the quarter,
recording an annual growth of 13.9%.2 Meanwhile, household
debt-to-income indicators stand at historically high levels (see
Box 2). Outstanding domestic commercial loans ramped up
during the quarter, with an annual growth rate of 16.4% (5.8%
in real terms), or 1.1 percentage points above that of Septem-
ber. Based on disbursement data, company demand for fun-
ding continues to focus on loans with short-term maturities,
particularly on preferential loans. These operations would re-
flect financing needs arising from increasing production costs.

31 As of December 2022, the over five-year consumer loan portfolio repre-
sented 55% of this group (46% a year earlier) and payroll loans represent-
ed 74% (57% a year earlier).

32 In 2022 non-public housing represented 71% of home purchase loans
against 79% in 2021.
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Current Economic Situation

Other funding sources available to companies, including loans
granted by foreign banks and bond issuances, have decrea-
sed.® Meanwhile, annual microcredit growth stood at close to
14.4%, centered primarily on disbursements agreed for terms
longer than one year

Credit institutions maintain high solvency adequacy ratios,
profits have stabilized, delinquency is covered, and they show
resilience in adverse scenarios. As of October 2022, basic sol-
vency and risk-based solvency indicators stood at 14.2% and
17.9%, respectively, representing a wide margin compared to
the minimum requirements (4.5% and 9.0%, respectively). The
twelve-month profit amount (COP 18.6 billion) exceeded the
previous year's figure by 38%, though lower than those cal-
culated for mid-year (COP 20.5 billion). This decrease resul-
ted from the dilution effect of extraordinary income associa-
ted with capital investments by the entities. Throughout the
year, the delinquency rate for consumer loans increased from
4.5% to 51%, but defaults are covered at a rate of 144% (Gra-
ph 3.19). For other loan categories, delinquency continued its
downward trend. Finally, the most recent results of financial
stress exercises,** which simulate extreme macroeconomic
scenarios, suggest that the institutions’ equity would be able
to absorb the shocks and meet the capital adequacy ratios
required to continue operating.

33 Compared to 2021, the loan portfolio in US dollars for the final quarter of
the year recorded a decrease of 7.0%, while bond issuance decreased by
3.0%.

34  Seethe “Sensitivity Exercises” sections included in the Financial Stability

Reports published by Banco de la Repiblica https://www.banrep.gov.co/
en/financial-stability-report

39



Monetary Policy Report | January 2023

Box 1

Electricity Rates: Recent Developments and Indexation

Graph B11

Edgar Caicedo Garcia
_Pablo Montealegre Moreno
Alex Fernando Pérez Libreros*

According to the World Bank, the increase in energy prices over the past two years has
been the steepest since the 1973 oil crisis, and the rise in international food and fertili-
zer prices has been the sharpest since 2008. This has occurred against a backdrop of a
global energy crisis mainly resulting from Russia’s invasion of Ukraine to a degree that
the widespread rise in energy prices has been even more pronounced than the recent
surge in world food prices (Graph R1.1). Global energy prices are estimated to have risen
by nearly 50% in 2022, before dropping in 2023 and 2024

In Colombia, the price of electricity has also increased significantly. In the months be-
fore the pandemic and until April 2021, this indicator did not show a defined tendency
and kept oscillating at a figure close to the inflation target. However, from May 2021, it
began an upward climb as of its annual rate adjustment, reaching its recent peak in
October of last year (28.53%), a figure not seen since November 2000 (28.40%). In the
last two months of 2022, owing to the adjustment of the regulatory rate structure an-
nounced by the Government, the CPI for energy curbed its growth, closing 2022 at 22.4
% (Graph R1.2).

The energy market is highly complex, as is the fixing of rates in each of the stages requi-
red to bring the service to the end user. The purpose of this Box is to describe some of
these determinants that partly explain the recent price dynamics, to identify the stages
where price indexation plays a key role, and to summarize the measures implemented

by the sector’s authorities at the end of 2022.

Messrs Caicedo and Montealegre are analysts at Banco de la Repiblica’s Programming and Inflation Department
and Mr. Perez works at in the Bank’s Cali branch. The views and opinions expressed herein do not necessarily
reflect those of the Bank or its Board of Directors.

1 See: https://www.worldbank.org/en/news/press-release/2022/04/26/food-and-energy-price-shocks-from- ukraine-war

Headline inflation, food, and energy as of December 2022
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Graph B1.2

Electricity price vs. PPl and CPI
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Electricity Rates: Recent Developments and Indexation

1. General developments in the electricity market and rate regu-
lation

In 1994, the Colombian Congress passed Laws 142 and 143 that
defined the regulatory framework for structuring and developing
the electric power market among the agents involved in the four
primary sector activities: generation, transmission, distribution,
and commercialization. Subsequently, through Energy and Gas
Regulatory Commission (CREG) Resolution 131 of 1998, electric
energy service users were classified as regulated or unregulated.
The regulated market, comprising the majority of consumers,
consists of industrial, commercial, and residential users whose
energy demands total less than 55 MWh/month. In 2007, the CREG
approved the general rate formula (Resolution 119), whereby the
electricity retailers (includes utilities) determine the costs and
prices for the provision of services to regulated users in the Na-
tional Interconnected System (SIN). The unregulated market is a
free market comprised of industry and non-industry users whose
energy demand exceeds or equals 55 MWh/month. Unlike the re-
gulated market, in the non-regulated market, the price of energy
is freely agreed upon through negotiations between the consu-
mer and the supplier.

Regulated market rates are determined based on the unit cost of
service (UC):

UC($/kWh)=G+T+D+C+L+R

Where UC is the unit cost of providing the service ($/kWh); G is the
generation cost, namely the cost of producing the energy (con-
tracts indexed to the PPl and CPI, and energy purchases on the
exchange); T is the cost of transporting the energy to the power
plants (updated with the PPI); D is the cost of distributing it to the
end user (updated with the IPP and the ADD);2 C is the commercia-
lization cost of buying and selling energy (updated monthly with
the CPI);? L is the energy losses for providing the service;* and R is
the costs that restrict the energy transmission capacity.®

In addition, in the case of households, a specific value is added
or subtracted from the unit cost of the service according to the
socioeconomic strata of said household. Users in strata 1, 2, and
3 receive a subsidy over their subsistence consumption® of 60%,
50%, and 15%, respectively. Strata 4 pays the unit cost of the ser-
vice, while users in strata 5 and 6, together with commercial and

2 The electricity service distribution areas (ADD for its Spanish acronym) structure
unified the fees for the use of the local and regional networks, which led to vari-
ability in user rates. For those that paid higher fees than the uniform ADD their fees
decreased; while those who had lower fees than those established for the ADD saw
rate hikes.

3 Is the sales margin resulting from the cost of buying from the generators and sell-
ing the energy, which includes billing, meter readings, and customer service costs,
among others.

4 Losses in this context includes both technical and non-technical losses. The former
are those generated through the provision of the service due to losses in the trans-
mission of energy to the end user. Non-technical losses are energy losses resulting
from illegal connections to the transmission lines, defaults, etc.

5 Restrictions correspond to costs generated by technical conditions of the network
(obsolescence), which limit the capacity to transport energy, increasing the unit cost
of providing the service.

6 Subsistence consumption was defined by the Mining and Energy Planning Unit's
Resolution UPME 0355/2004 as up to 130 kWh/month for users located at an altitude
above 1,000 meters above sea level and up to 173 kWh/month for users located
below 1,000 meters above sea level.
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industrial users, pay a 20 % surcharge on their electricity costs to cover the subsidies
granted to users in the lower-income strata.

2. Recent developments in electricity service rates

By December 2022, the electricity generated in Colombia was mostly hydroelectric (76.9
%), and to a lesser extent thermal (14.2 %) while other sources represented 8.9 %. In this
month, the daily useful volume of water in reservoirs averaged 79.04%.” This value tends
to fluctuate in periods with less rainfall, for example during the EL Nifo phenomenon, a
meteorological event that reduces the level of reservoirs and hydraulic generation and
is offset with greater thermal generation that has higher production cost and thus in-
creases energy rates. The current La Nina event has been favoring hydroelectric power
generation and limiting the increase of energy prices, as present-day rates would be
higher if we were experiencing a period of low rainfall or an EL Nino phenomenon.

Despite the favorable condition of the reservoirs, most contracts for the sale of elec-
tricity from generators to retailers are indexed to the PPI of internal supply, which
underwent an annual adjustment as of December 2022 of 19.4%. As described above,
the generation rate factor is not the only one indexed to the PPI, as transportation and
distribution are also updated monthly with this indicator. Consequently, these pricing
factors have been contributing significantly to the marked annual change of the CPI
for electricity in recent months. Similarly, the commercialization component, which is
tied to the CPI, has been reflecting in its behavior the high consumer inflation, which in
December stood at 131%.

In addition to the indexation of most of the components that determine the unit cost
of the electric energy service, in 2020, in response to the economic crisis resulting from
the Covid-related pandemic, the sector authorities established a rate option (CREG Re-
solution 012) that deferred the programmed rate increases until the end of the public
health emergency, which officially ended in June 2022. Accordingly, as of the following
month, the adjustments that were not applied during the pandemic began to be inclu-
ded in the energy service charges.® According to information from the Public Services
Superintendence, Bogota would be caught up regarding this deferment, while Medellin
and, in general, the cities of the Atlantic Coast show delays in its implementation.’

In addition to the above, international prices of fossil fuels (gas, coal, and oil) began
to rise sharply in mid-2020 and, although they curbed their growth in the second half
of 2022, currently stand at historically high levels. This drives up the cost of thermal
energy generation, which, as previously mentioned, represents more than 10% of total
electricity generation in the country. Additionally, investments to expand coverage and
improve networks in some cities, as well as to transform the energy matrix to clean
energy (wind and solar), are compensated within the unit cost of service and conse-
quently drive up electricity rates.

It should be noted that the cities of the Atlantic Coast have the highest electricity unit
cost in the entire country. In general, the annual change at yearend 2022 in electricity
services for these cities was double the national average. This growth trend observed
for the Caribbean region is related to additional regional factors including the instabi-
lity of the electricity grid, which increases the unit cost. Also, according to estimates by
the Colombian Association of Electric Energy Distributors (Asocodis), technical losses
(due to network obsolescence), and non-technical losses (due to illegal connections
and payment defaults) are higher than those of the rest of the country® Additionally,
the increase in electricity rates has been higher in the north of the country, partly due
to the implementation of CREG Resolution 010 of 2020, which established a special
transitional rate regime in which the percentage of losses recognized in the rates that

7 Monthly Executive Report on the Colombian Electricity Market, Derivex, December 2022.

8  With information to August, it was estimated that close to COP 3.5 trillion remained outstanding. See CREG Reso-
lution 701-019 of 13 September 2002.

9  See: https://www.superservicios.gov.co/sites/default/files/inline-files/informacion_tarifaria_de_energia_prin-
cipales_comercializadores_integrados_al_operador_de_red_diciembre_2020__0 %20 %281 %29.xlsx

10 See: https://www.larepublica.co/empresas/air-e-y-afinia-son-las-empresas-con-el-mayor-indice-de-perdida-
de-energia-por-hurto-3297960
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can be assumed by the users in the Caribbean region is 281%," and 12.5% for the rest
of the country”?

3. Recent Adjustments in Rate Regulation and Their Effects During Recent Months

In mid-September 2022, the Ministry of Mines and Energy announced a national agree-
ment to lower electricity prices, called the Pacto por la justicia Tarifaria (Pact for Fair
Rates). This strategy includes a series of regulations, among which the following stand
out: lower service prices for electricity consumers, the renegotiation of bilateral con-
tracts between retailers and generators at lower prices, the oversight of these agree-
ments, and the continuation of dialogues with all the stakeholders in the chain to
protect consumers.

Within the portfolio of regulations that this national agreement contains to decrease
electricity prices is CREG Resolution 101-029 of September 16, 2022, which aims to tem-
porarily allow changes (between October and December 2022) to the terms of the con-
tracts entered into by retailers in the energy market, the fees for use of the networks
and the payment terms stipulated for these contracts. The purpose of the above was to
provide greater financial flexibility to the commercialization companies (retailers) wi-
thout compromising the provision of services. Previously, the retailers had a maximum
payment period of thirty calendar days, while the new payment period for deferred
amounts would be eighteen months as of January 2023. The retailers will be able to
defer up to 20% of their financial obligations for transactions in the wholesale energy

market and fees for the use of the national transmission network.

Furthermore, CREG Resolution 101-028 of September 16, 2022 (which will be effective
for five months) seeks to optimize the operations of thermoelectric plants according to
their number of units and power. These changes are expected to help reduce costs for

the restrictions component of the UC rate formula.

Within the new regulations defined by Resolution 101-027 of September 16, 2022, the
CREG established that the monthly variation the retailer may apply on the rate will be
capped at the CPI of the prior month and the minimum may be equal to or less than
0%. Before this regulation, this component had a floor of 0.6% of the monthly variation
(equal to a 7.2% annual adjustment). This allows for the possibility that rate increases
may be smaller and may even result in a decrease in rates. Additionally, this same
resolution modified the indexers that updated transmission and distribution charges
as of 2021. This change also seeks to reduce the base on which these rate components
are calculated, so that they are computed on a lower value. Consequently, as of January
2021, these rate components will no longer be indexed to the PPl and will be recalcu-
lated between December 2020 and September 2022 with the lower of the CPI, the PPI,
or an index proposed by the sector’s agents. Finally, CREG Resolution 101-031 of Sep-
tember 30, 2022, which amended Resolution 101-027, stipulates that as of January 2023,
the retailers integrated with the network operators (distributors) that have accepted
the agreement may increase their rates between December 2022 and September 2023
up to a +0.3 percentage-point monthly variation of the CPI. Those who did not accept
the agreement will be able to increase rates only according to the monthly variation of
the CPI.

As a result of the Colombian authorities’ decisions to reduce electricity rates, the CPI
for this service fell over the last two months of 2022. In November, information collec-
ted by the National Administrative Department of Statistics, DANE, shows that electri-
city rates nationally would have fallen by 1.14%, while in December they would have

contracted by an additional 0.85%.

11 Isthe average percentage of losses recognized in the rates authorized for the two companies pro-
viding service on the Atlantic Coast, Air-e and Afinia (29% and 27.2%, respectively).

12 Amylkar Acosta, September 18, 2022, ‘;Qué hacemos con la hiperinflacion de las tarifas de ener-

gia?”, Digital magazine Razon Piblica. Accessed at: https://razonpublica.com/hacemos-la-hiperin-
flacion-las-tarifas-energia/
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Box 2

Indicators of Household Indebtedness

Graph B21
Debt-to-annualized adjusted net disposable income ratio of
households
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Note: The graph presents the ratio of debt to gross adjusted household disposable
income (DTI: debt-to-income ratio). Income comes from national accounts by ins-
titutional sector data published by the DANE. The four measures of indebtedness
presented are:

1. Gray line: household debt with credit institutions supervised by the Office of the
Financial Superintendent of Colombia, savings and credit cooperatives, employee
funds and the Colombian Securitization Office.

2. Orange line: household debt from financial account balances published by
Banco de la Republica. In addition to what is included in the gray line, this line
includes microcredits and commercial loans for natural persons, and obligations
with other financial institutions. The series presents volatility because it switched
in 2015 from an annual frequency before to quarterly.

3. Yellow line: Consumption credit with credit institutions

4. Blue line: housing loans with credit institutions

Sources: Office of the Financial Superintendent of Colombia, Superintendence of
Solidarity Economy, calculations by Banco de la Republica.

Graph B2.2
Annualized flow of gross household savings and its
components
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Juan Sebastian Marino*

Within a backdrop of a significant rise in household indebted-
ness, inflation continuing above the target for a prolonged period,
a resulting increase in the lending interest rates, and an expected
economic slowdown in 2023, it is important to monitor the finan-
cial capability of households to face this macroeconomic scena-
rio. This variable has been analyzed in the last three issues of
Banco de la Republica’s Financial Stability Report,' as well as in
a complementary special report thereof.? The purpose of this Box
is to update some of the analyses presented in these documents
with more current information, considering indicators of house-
hold indebtedness, savings, and financial burden, as well as the
most recent delinquency results of household obligations to the
financial system.

Graph R2.1 illustrates the debt-to-annualized net disposable in-
come’® ratio of households. This indicator measures household
leverage to the Colombian financial system. As can be seen in this
graph, the four indicators have exhibited an upward trend during
the last twenty years, reaching historic highs at the beginning of
2022. Although the indicators have fallen slightly since then, hou-
sehold debt as a percentage of income remains at relatively high
levels. High indebtedness could imply an increase in the financial
burden of households and, therefore, increase their likelihood of
default.

Graph R2.2 shows the dynamics of the annualized flow* of gross
household savings and its causes (gross disposable income and
final consumption expenditure). As can be observed, since records
have been kept and until 2021, households were net savers for the
Colombian economy; namely, the flow of their income exceeded
the flow of their expenditures. During the pandemic, partly as a
precautionary measure, households increased their savings to
historic highs, and then decreased these drastically as the eco-
nomy reopened, reaching a negative value in early 2022. Although
savings turned positive in the most recent measurement, they re-
main at low levels compared to their historic levels. Lower savings
reduce households’ capacity to respond to negative shocks to the
economy.

In order to evaluate the capability of households to meet their
financial obligations, Banco de la Repiblica, through its Recent

* The authors are members of Banco de la Republica’s Financial Stability Department.

1 For more information, please see Box 2: Recent behavior of household’s financial
position in the Financial Stability Report for the second semester of 2022, avail-
able in its Spanish version at: https://repositorio.banrep.gov.co/bitstream/han-
dle/20.500.12134/10568/ reporte-estabilidad-financiera-segundo-semestre-2022.pdf

2 For more information, please see the household’'s financial position informa-
tion in the Financial Stability Report for the second semester of 2022, available
in its Spanish version at: https://repositorio.banrep.gov.co/bitstream/han-
dle/20.500.12134/10568/reporte-estabilidad-financiera-segundo-semestre-2022.pdf

3 This income includes social transfers in kind received by households.

4 Cumulative for the last four quarters.



Graph B2.3
Average financial burden of households accessing new
credits
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Note: The dotted lines show the historical average of the financial burden repor-
ted by each type of credit institution.

Sources: Survey of the Credit Situation in Colombia, December 2022 (available only
in Spanish); calculations by Banco de la Repablica.

Graph B2.4
NPL of consumption credit vintages

(Percentage)

90 -
80 |
70 |
60 |
50 |
40 |

30

—&— Average 2021 — 31/01/2022 28/02/2022
31/03/2022 30/04/2022 — 31/05/2022
30/06/2022 — 31/07/2022 — 31/08/2022

Sources: Office of the Financial Superintendent of Colombia.

Indicators of Household Indebtedness

Performance of Credit in Colombia® (available only in Spanish),
asks credit institutions information on the average financial bur-
den® of debtors that have acquired new loans granted in the most
recent quarter. As can be seen in Graph R2.3, the indicator shows
relatively high values for the three types of credit institutions ver-
sus its historical average. This is consistent with the increase in
loan interest rates and the high levels of indebtedness described
above.

Finally, to evaluate the materialization of household credit risk in
the recent past, Graph R2.4 illustrates the non-performing loans
indicator (NPL) of recent consumer credit vintages.” Specifically,
each line of the graph presents the NPL of loans initiated at a
given point in time for a number of months after their origination
(horizontal axis). The above allows us to evaluate the progression
of delinquency over time for the loans analyzed. As can be obser-
ved, those loans granted more recently initiated show an increa-
se in delinquency compared to those granted in the first months
of 2022, as well as compared to the average of loans disbursed
in 2021, and even compared to those of previous years that pre-
sented greater materializations of credit risk. The above behavior
has been mainly driven by the unspecified use and credit card
segments.

In conclusion, the economic reactivation observed after the pan-
demic has occurred within a backdrop of accelerated domestic
demand, high indicators of household indebtedness, and a de-
cline in household savings. Likewise, higher debt and loan in-
terest rates have resulted in a more excessive financial burden.
These dynamics have occurred together with increases in delin-
quencies of the loans granted throughout 2022. All of the above
reduces households’ capacity to respond to negative shocks in
economic activity. The Office of the Financial Superintendent of
Colombia has reacted to the deteriorating consumer loan portfo-
lio by requiring additional provisions® from credit institutions for
this modality. Likewise, the significant and timely increase in the
monetary policy interest rate has transferred into the rates for
new loans, which contributes to preventing excessive increases
in household leverage within a setting of economic deceleration
and a process of disinflation over the next two years.

5 https://www.banrep.gov.co/en/blog/recent-performance-credit-colom-
bia-only-spanish

6  Financial burden is defined as the percentage of disposable income des-
tined to the payment of installments of loans held by households.

7 The NPL is defined as the percentage of loans that are more than 30 days
past due in the total loan portfolio.

8 In response to the recent rapid growth of the consumer loan portfolio,
the SFC issued External Circular 026 of 2022, which provides instructions
for the creation of risk provisions on the consumer loan portfolio to face
the possible materialization of risks. For the above, the term adjustment
factor to create individual provisions was modified and the possibility
of making additional general provisions was added. For more informa-
tion, see Chapter 4 of the Financial Stability Report for the second half of
2022, available only in its Spanish version at: https://repositorio.banrep.
gov.co/bitstream/handle/20.500.12134/10568 /reporte-estabilidad-finan-
ciera-segundo-semestre-2022.pdf.
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Annex

Annex 1
Macroeconomic Forecasts by Local and Foreign Analysts 2/

T —— e

Headline CPI Monthly variation (average) 1.61

CPI excluding food Monthly variation (average) 1.31 n. d. n.d. n.d. n.d.
Headline CPI Annual variation (average), end of period 13.06¢/ 8.63 7.86 5.05 4,59
CPI excluding food Annual variation (average), end of period 10.10¢/ 7.97 7.37 4.63 4.22
Nominal exchange rate COP per USD, end of period 4.765 4.718 4.700 4.600 4.560
Monetary policy rate Percentage, end of period 13.00 10.00 9.50 6.00 5.50

Units 2022 | 1-2023 | 11-2023 | 111-20: 2023 | 1-2024 | 11-2024 | 11I-2024
2022 2023

Annual change, original

n.d

series

Unemployment  |irteencities, quarterly o0y qq, 12 1.0 108 nd 17 12 1.0 n.d.
average

IBR (90 days) Effective annual rate, na.  nd 130 124 1.0 100 n.d. 83 7.4 6.7 6.0
end of period

DTF BACEOT CITEL (i, na.  nd 14 134 123 107 nd 92 81 72 6.3
end of period

(F(';S,jg; BeﬁC|t Share of GDP n.d. n.d. n.d. n.d. n.d. n.d. 43 n.d. n.d. n.d. n.d.

DlrecF ﬁccount Share of GDP n. d. n. d. n.d. n. d. n. d. n. d. 5.0 n. d. n.d. n.d. n.d.

Deficit ¢/

n/a: not available or relevant

a/ As of the July 2020 Monetary Policy Report, the survey of local and foreign macroeconomic analysts was suspended, and the data provided here are the results of the Monthly Survey of
Economic Analyst

Expectations (EME for its Spanish acronym) conducted by Banco de la Repiiblica.

b/ Is the response median to Banco de la Repiiblica’s Monthly Survey of Economic Analyst Expectations, except for the CPI and CPI excluding food, which are the response average.

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

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

Sources: Banco de la Repiblica Monthly Survey of Economic Analyst Expectations, conducted in January 20.
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Annex 2

Main macroeconomic forecasting variables

Exogenous variables

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

Endogenous variables

Prices

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

Economic activity

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

Labor market#/

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

Balance of payments "/

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

Interest rates

Policy interest rate //

Policy rate expected by analysts*/
IBR* overnight

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

Note: values in bold are forecasts or assumptions.

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

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

Basis points, average for the period

Percentage, average for the period
Percentage, annual change

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

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

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

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

Percentage, annual var,, period average
Percentage, annual var,, period average
Percentage, annual var, period average

Percentage, annual var., period average
Percentage, annual var, period average
Percentage, annual var., period average

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

Millions of dollars
Millions of dollars

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

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

del Banrep de la canasta del IPC y revision de las medidas de inflacion basica en Colombia”, Borradores de Economia, No. 122, Banco de la Repiiblica, available at: https://investiga.banrep.gov.co/es/be-1122.
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19.4
1.6

318

862
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345
4.81
5.80
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3.45
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-4.6
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-41
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13,989
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-5,820
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16.5
10.4
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4.80
2.49
5.43
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17.23
2442
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13.8
531
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15.2
53.8
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17,997
5.7
20,048
-8,723
10,775
-16,513
5.3
-6,201
9,381
3181
-4,595

-6,371
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19
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91
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15.04
7.41
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27.81
36.44
2533

9.99
11.55
9.51
10.35
4,257
6.6

1.2

1.2

-21,366
-6.3
-16,919
-16,845
12,398
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7.2
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1.2
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4.96
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22
28

8n
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1.0

13,595
3.9
-10,149

14,724
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1238

3.50

530
029

377

1.0

817

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

nandez, R. et al, Ibid.

e/ Calculations by Banco de la Republica. See Gonzalez, E.; Hernandez, R. et al, Ibid.
f/ The historical gap estimate is calculated based on the difference between observed GDP (cumulative 4 quarters) and potential GDP (trend; cumulative 4 quarters) resulting from the 4GM model; in the forecast it is calculated
from the difference between the technical staff's estimate of GDP (cumulative 4 quarters) and potential GDP (trend; cumulative 4 quarters) resulting from the 4GM model.
g/ Rates are calculated based on seasonally adjusted annual populations.
h/ The results presented follow the recommendations of the sixth edition of the Balance of Payments and International Investment Position Manual (BPM6). See additional information and method changes at http://www.banrep.

gov.co/ balance-payments.
i/ Results for 2020 and 2021 are preliminary.

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

by Banco de la Repiblica in January 2023.

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

m/ Does not include loans granted through credit cards.

n/ Corresponds to the weighted average of interest rate of the disbursements in COP and UVR (real value unit for its Spanish acronym) for the acquisition of NON-VIS housing (housing that is not social interest housing).
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Annex

Annex 2 (continuation)

Main macroeconomic forecasting variables

Exogenous variables

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

Endogenous variables

Prices

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

Economic activity

Gross domestic product (sats)*
Final consumption expense
Household final consumption expenditure
General government final consumption expenditure
Formacion bruta de capital
Gross capital formation
Housing
Other buildings and structures
Machinery and equipment
Cultivated biological resources
Intellectual property products
Domestic demand
Exports
Imports
Product gap”
Short-term indicators
Real production of manufacturing industry
Retail trade sales, excluding fuels or vehicles
Coffee production
0il production

Labor market ¢

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

Balance of payments "'/

Current account (A + B + C)
Percentage of GDP
A. Goods and services
B. Primary income (factor income)
C. Secondary income (current transfers)
Financial account (A + B + C + D)
Percentage of GDP
A. Foreign investment (ji - i)
i. Foreign Investment in Colombia (FDI)
ii. Colombian abroad
B. Portfolio investment
C. Other investment (loans, other credits and derivatives)
D. Reserve assets
Errors and omissions (E&0)

Interest rates

Policy interest rate

Policy rate expected by analysts*/
IBR* overnight

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

Note: values in bold are forecasts or assumptions.

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

Basis points, average for the period

Percentage, average for the period
Percentage, annual change

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

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

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

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

Percentage, annual var., period average
Percentage, annual var., period average
Percentage, annual var., period average

Percentage, annual var,, period average
Percentage, annual var., period average
Percentage, annual var., period average

Millions of dollars
Percentage, nominal terms

Millions of dollars
Millions of dollars
Percentage nominal terms

Mllllons of dollars
Millions of dollars
Millions of dollars

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

sats: seasonally adjusted time series, modified to eliminate the effect of seasonal and calendar influences.
a/ Quarterly data in bold are assumptions based on the annual forecast of each variable.

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

¢/ Calculations by Banco de la Republica; excluding the CPI item weight for food and non-alcoholic beverages. Consult Gonzalez, E.; Hernandez, R.; Caicedo, E.; Martinez-Cortés, N.; Grajales, A;; Romero, J. (2020). “Nueva clasifica-

cion del Banrep de la canasta del IPC y revision de las medidas de inflacion basica en Colombia”, Borradores de Economia, No. 122, Banco de la Republica, available at: https://investiga.banrep.gov.co/es/be-1122.
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1,500
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6.35
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3.67
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3.24
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60.0
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-4.0
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2,035
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482
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169
-81

4.3

18.0
10.5

318
3.51
1.40
313
6.65
1.87
8.88
-0.08

3.51
3.22
2.57
310
3,160
4.5

10.5
58.4
65.2

T3

58.9
66.6

4.3

17.3
10.4

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

Hernandez, R. et al, Ibid.

e/ Calculations by Banco de la Republica. See Gonzalez, E.; Hernandez, R. et al, Ibid.
f/ The historical gap estimate is calculated based on the difference between observed GDP (cumulative 4 quarters) and potential GDP (trend; cumulative 4 quarters) resulting from the 4GM model; in the forecast it is calculated

from the difference between the technical staff's estimate of GDP (cumulative 4 quarters) and potential GDP (trend; cumulative 4 quarters) resulting from the 4GM model.
g/ Rates are calculated based on seasonally adjusted annual populations.

h/ The results presented follow the recommendations of the sixth edition of the Balance of Payments and International Investment Position Manual (BPM6). See additional information and method changes at http://www.

banrep.gov.co/ balance-payments.
i/ Results for 2020 and 2021 are preliminary.

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

conducted by Banco de la Repiblica in January 2023.

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

m/ Does not include loans granted through credit cards.

n/ Corresponds to the weighted average of interest rate of the disbursements in COP and UVR (real value unit for its Spanish acronym) for the acquisition of NON-VIS housing (housing that is not social interest housing).
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Annex

Annex 3

Predictive densities for other relevant macroeconomic forecasting

variables

Graph A31
Quarterly assumptions of 12-month growth of trading
partners based on annual projections, predictive density /

(Annual change)
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a/ The graph displays the probability distribution and its most likely path on an
eight-quarter forecast horizon. Densities characterize the balance of potential ris-

ks with areas of 30%, 60% and 90% probability around the central forecast (mode).
Source: calculations and projections by Banco de la Repiblica.

Graph A3.2
Quarterly oil price assumption, predictive density 2/

(USD per barrel)
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a/ The graph displays the probability distribution and its most likely path on an
eight-quarter forecast horizon. Densities characterize the balance of potential ris-
ks with areas of 30%, 60% and 90% probability around the central forecast (mode).
Source: Bloomberg, calculations and projections by Banco de la Repablica.
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Graph A3.3
U.S. Federal Reserve quarterly interest rate assumption,
predictive density ?/

(Percentage)
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a/ The graph displays the probability distribution and its most likely path on an
eight-quarter forecast horizon. Densities characterize the balance of potential ris-
ks with areas of 30%, 60% and 90% probability around the central forecast (mode).
Source: Federal Reserve Bank of St. Louis, calculations and projections by Banco
de la Republica.

Graph A3.4
Colombia's quarterly risk premium (CDS) assumption,
predictive density 2/ ®/
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a/ Five-year credit default swaps

b/ The graph displays the probability distribution and its most likely path on an
eight-quarter forecast horizon. Densities characterize the balance of potential ris-
ks with areas of 30%, 60% and 90% probability around the central forecast (mode).
Source: Bloomberg, calculations and projections by Banco de la Repablica.



Annex 3 (continuation)

Predictive densities for other relevant macroeconomic forecasting

variables

Graph A3.5
CPI for foods, predictive density ?/
(Annual change, end-of-period)

(Percentage)
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a/ The graph displays the probability distribution and its most likely path for 2022
and 2023. Densities characterize the balance of potential risks with areas of 30%,
60% and 90% probability around the central forecast (mode), using primarily as
reference the densities from the Patacon model.

Source: calculations and projections by Banco de la Repiblica.

Graph A3.6
CPI for regulated items, predictive density @/
(Annual change, end-of-period)

(Percentage)
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a/ The graph displays the probability distribution and its most likely path for 2022
and 2023. Densities characterize the balance of potential risks with areas of 30%,
60% and 90% probability around the central forecast (mode), using primarily as
reference the densities from the Patacon model.

Source: calculations and projections by Banco de la Repiblica.
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