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PRESENTATION, SUMMARY AND CONCLUSIONS

REVIEW OF INFLATION TO MARCH 2001

¥ Annual inflation in the Consumer Price Index was 7.8% at the end of the first quarter of
2001, down by 0.3 percentage points on February (8.1%), and by 1.9 points on March 2000 (9.7%).
It wasthe lowest annual ratein any March since 1969 (6.2%), inflation having fallen steadily from
9.0% last October.

B¢ Lower annual inflation in March resulted from slower price increases in food, housing,
education, and diverse expenditures. The housing group included, notably, aslower risein utility
chargesin March than in February, and aminimal increase (0.7%) in housing occupation expenses.
In contrast, inflation accel erated in health care, entertainment, and transport but remained rel atively
steady in clothing.

B¢ The Consumer Price Index rose by 1.5% in March, driven mainly, asin recent months, by
meat and dairy products and fuel prices. Busfaresand gasand fuel pricestogether accounted for
morethan 20% of inflation in March, while beef and milk contributed alittle over 9%. The price of
meat is expected to keep on rising in real terms all year long because the cattle-raising cycleis
currently going through a holding-back stage that is sure to reduce supply. Lastly, potato prices,
whichusually risein March, fell thisyear.

¥ Economic classification of the CPI basket shows tradables continuing to register a higher
annual pricerise (8.2%) than nontradables (7.4%), partly because of arelatively high devaluationin
the previous 12 months. Lower inflation in nontradables was largely caused by slower growth in
housing rents. In March, however, tradables as well as nontradables registered decreasing price
growth.

B¢ The four measures of coreinflation (non-food CPI, inflation nucleus, trimmed mean, and
asymmetric mean) averaged 7.8% at the end of thefirst quarter, 0.4 percentage pointslower thanin
February. Leaving out themost volatileindicator (asymmetric mean) givesan average coreinflation
of 8.3%, much the sameasin February (8.2%). Out of thefour indicators, only theinflation nucleus
ran higher in March than in February.

B¢ Producer inflation, measured as annual risein the Producer Price Index, stood at 10.9% in
March, 0.4 percentage points lower than in February (11.4%) and 2.8 points lower than a year
earlier (13.7%). The breakdown by origin attributes this 12-month fall in producer inflation to
imports, their price growth having declined from 18.7% in March 2000 to 12.5% ayear later. The
breakdown by industrial activity attributesit essentially to slower growth in agricultural prices:
from 18.4% in March 2000 to 4.2% ayear later.



Y This Report presents for the first time the results of a standard model of transmission
mechanisms, capabl e of forecasting inflation and growth simultaneously and also incorporating a
policy rule. Oninformationto March, the model forecasts an annual inflation of 8.2% by thefourth
quarter of thisyear and of 4.2% by the end of 2002. Thisforecasting assumesthat interbank interest
ratesin the second quarter will be much the same asthe Banco dela Republicas current intervention
rates. Themain forecasts are accompanied by arisk balance with an upward biasresulting from the
expected distribution of shocksin food prices and in devaluation. In thisconnection, lower-
than-expected oil prices and oil-export volumes might produce current-account shocksin the
course of the year, which could accel erate deval uation and hence adversely affect prices.

Y Coreinflation, asthe average of the three morereliableindicators, isforecast to be 7.2% by
December 2001, some 0.7 percentage points higher than was forecast last December. Astheavera-
ge of all four indicators, however, it is expected to be 6.7%, or 0.3 percentage points |lower than
forecast in the previous Report.

Y Availableindicators of real activity do not provide a clear picture of the present state
of the economy. Itistruethat key indicators such asindustrial output or retail sales slowed
inthefirst quarter of thisyear relativeto ayear earlier. Butitisalso truethat slower growth
was in good measure caused by supply factors, such as the strike at Bavaria (a beverage
producer) and reduced oil production. Moreover, imports, nontraditional exports, and other
variables continued to improve in the first quarter, as did overall employment and, to alesser
extent, industrial employment, power consumption, and anumber of variables connected with
construction. Likewise, Fedesarrollo's survey figuresto February reveal no significant trend
breaksin such indicators as stocks and orders. So, if the effects of the above supply shocks
are excluded, thereisasyet no conclusive evidence of an actual slowdown inthefirst quarter
or of an impending one in the coming months. Growth over the first half of the year can
therefore still be expected to be consistent with an annual rate not much below the
government's forecast. Since production levels are still low in several sectors and the
estimated GDP gap islarge, such growth should not generate any major inflationary pressures
from demand over the next few months.

Y At the end of March the monetary base's 20-month and 45-month averages exceeded the
referenceline's corresponding averages by 5.3% and 5.4% respectively. Deviation by the monetary
basefrom itsreferenceline over thefirst quarter is explained by agreater demand for cash than
isenvisaged in thereference line; this cash growth resulted from the transaction levy being raised
and has produced no inflationary impact™. The Banco de |la Republica's Board of Directorsis
presently considering necessary correctionsto the monetary base'sreferenceline. Thefinancial
system's overall |oan portfolio continued to shrink up to March in both real and nominal terms,
exclusively because of mortgage-loan behavior, for the non-mortgage portfolio continued to grow
to March, showing an expansionin real termsfor thefirst time since November 1998.

Y Asregardsinterest rates, the nominal deposit ratefell in March for the second monthin a
row, to 13.0%, down by 0.3 percentage points on February. Lending rates for common,
preferential, and Treasury loans changed little from December 2000 to March, remaining far

A preliminary reference line was submitted for consideration by the Board of Directors on March 9th. By the end of the month
themonetary base's 20-month and 45-month moving averageswere both dightly under thisnew line (1.0% and 0.5% respectively).



below rates for consumer loans and credit cards. At the end of March, the average lending rate
including preferential loanswas 19.0%, the same asin December. Over the same period thereal
deposit rate rose by 0.6 percentage points, to 4.8%, and the real lending rate (including preferential
loans) edged up by 1.1 points, to 10.4%. The nominal interbank rate averaged 10.8% in March,
1.4 percentage pointslower than in December 2000 and 0.5 pointslower than in February. The
interbank rate's March decline corresponded to amid-month cut of 50 basis pointsin intervention
rates.

FH In early March the Board of Directors, taking into account satisfactory price-index behavior
in the first two months of the year and forecasts for 2001 and 2002, and in view of the aim to
promote growth in output and employment, decided to cut all the Banco de la Republica's
intervention rates by 50 basis points. Accordingly, the Lombard expansion and contraction rates
were set at 15.5% and 8.0% respectively, and the auction expansion and contraction rates at 11.5%
and 10.5% respectively.

FH Figuresfor March showed inflation continuing on adownward trend. Review of forecasts
regarding inflation behavior during thisyear and next suggests that the 8% target for 20001 and the
6% target for 2002 can be reached with the current monetary stance, provided that the exchange
rate remains reasonably stable. Technical analysesalso indicate that the Banco de laRepuiblica's
present structure of intervention interest rates will be conducive to strengthening the economy's
recovery. The Board of Directorsdid not therefore feel any further changes needed to be madeto
the Bank's structure of intervention rates. This decision should also help to contain capital flight
from Colombia, such flight being particularly detrimental in today's situation of international
turbulence. Asstated inthe Board of Directors Report to Congress, the country's economy requires
astrong injection of investment to stimulate aggregate demand, expand production capacity, and
boost economic recovery.
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PRICE INDICES

A. CONSUMER PRICE INDEX

1. Overall performance

Inflation measured as annual change in the
Consumer Price Index (CPI) stood at 7.8% in March
2001, down by 1.9 percentage points on a year
earlier (9.7%) and by 0.9 points on December 2000
(8.7%) (Figurel and Table 1). Thiswasthelowest
annual inflationin any March since 1969, when the
rate was 6.2%. First-quarter growth inthe CPI ran
at 4.5% this year, 0.9 percentage points less than
what it waslast year (5.4%), while monthly growth
was 1.5% in March, 0.2 percentage points less than
in March 2000 (1.7%).

Coreinflation as the average of four measures (non-
food CPI, inflation nucleus, trimmed mean, and
asymmetric mean)! cameto 7.8%in March, adrop of
0.4 percentage points relative to February and of 0.2
points relative to December 2000. Leaving out the
asymmetric mean because of itsvolatility, showsthat
coreinflation asthe average of three measures (8.3%)
remained much the same asin February (8.2%) and 0.3
percentage pointslower thanin December (8.6%).

Theonly core-inflation indicator to show growth was
theinflation nucleus, rising from 8.1% in February
t0 8.6% in March and thus above headline inflation
for the second month in a row. This growth is
attributable to a number of food itemsincluded in

1 For amore detailed description of these core-inflation measures
see Notes 3-6 of Table 1.

FIGURE 1
CONSUMER PRICE INDEX

(PERCENTAGE CHANGE TO MARCH)
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TABLE 1

INFLATION INDICATORS
(% CHANGE TO MARCH)

Monthly January-March Annual
1999 2000 2001 1999 2000 2001 1999 2000 2001
I. CH 09 17 15 49 54 45 135 97 78
Food 03 20 16 64 74 71 17 85 71
Housing 09 10 03 22 22 16 140 59 42
Clothing 03 02 03 14 07 07 71 25 35
Health care 34 20 24 63 42 50 186 129 11
Education 05 21 17 103 76 6,3 138 96 82
Entertainment, culture, recreation 12 07 13 38 48 42 n.d. 34 111
Transport 10 19 27 61 66 56 142 192 152
Diverse expenditures 28 38 15 74 104 48 217 195 93
Il. Coreinflation 1/ 12 16 14 43 46 34 140 84 78
Non-food CPI 2/ 12 16 14 43 46 34 143 102 81
Nucleus 3/ 141 87 86
Trimmed mean 4/ 140 81 82
Asymmetric mean 5/ 135 6,6 6.2
111.PPI 02 14 10 38 47 46 94 137 109
By economic use or destination
Intermediate consumption (0,5) 10 12 20 27 41 6,6 131 124
Final consumption 04 20 08 59 75 55 123 140 88
Capital goods 13 09 10 32 40 35 19 16,7 102
Building materials 17 11 05 58 29 43 126 111 144
By origin
Domestically produced and consumed (0,2) 15 10 42 51 50 95 126 104
Imported (X)) 07 10 10 33 34 93 187 125
Exported 6/ (1.6 05 01 (5. 55 20 43 409 28
By industrial activity (1SIC)
Farming, forestry, fishing 29 35 12 32 93 75 25 184 42
Mining 15 00 @7 33 44 42 62 X6 270
Manufacturing 07 08 11 40 35 39 126 121 124

n.a. Not available.

1/ The average of the four core-inflation indicators calculated by the Banco de la RepUblica.

2/ CPI excluding all food-group items.

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

4/ The weighted mean trimmed by 5% in each tail, calculated by the CPI-60 methodology. See Luis Fernando Melo et a. Un andlisis de las
medidas de inflacion bésica para Colombia, mimeo 1997, Banco de la Republica.

5/ The asymmetric mean trimmed by 15% in the left tail and 13% in the right tail, calculated by the CPI-60 methodology.

6/ The total PPI does not include exported goods. It is calculated from the weighted sum of domestically produced and consumed goods and
imported goods.

Sources: Economic Studies Division (SGEE) of the Banco de la RepUblica, PPl and CPI Lists and DANE.



the inflation nucleus that are not normally very

FIGURE 2
volatile but whose prices have recently been climbing HEADLINE AND CORE INFLATION
. 1998:6 - 2001:3
significantly at annual rates: sugar (32.2%), (ANNUAL PERCENTAGE CHANGE)

pasteurized milk (14.9%), powdered milk for infants
(12.9%), chicken (12.4%), dry rice (10.4), and
others. Apart from the nucleus, another indicator
outpacing headline inflationin March was the non-
food CPI (8.1%) (Table 1 and Figure 2).
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TABLE 2

CONSUMER PRICE INDEX, TOTAL AND BY CITY
(PERCENTAGE CHANGE TO MARCH)

Monthly January-Marc Annual

1999 2000 2001 1999 2000 2001 1999 2000 2001
Total 0,9 17 15 4,9 54 45 135 9,7 7,8
Bogota 0,9 19 1,6 5,4 57 4,6 13,6 9,5 7,7
Medellin 0,9 17 15 52 5,6 4,3 13,8 10,4 73
Cdi 1,0 13 15 3,6 45 4,1 12,9 85 7,6
Barranquilla 0,3 1,0 13 4,2 4,2 4,9 12,2 9,7 8.8
Bucaramanga 0,9 2,6 1,2 4,9 6,5 4,7 11,7 11,8 7,7
Manizales 12 1.6 15 5,2 5,0 4.8 14,3 10,1 8,0
Pasto 19 2,7 0,9 4,9 6,3 4,6 17,5 124 8,8
Pereira 13 1,4 0,7 4,6 44 3,6 12,8 10,2 8,1
Clcuta 0,9 13 1.6 44 6,0 5,0 134 1,7 9,5
Monteria 15 15 1,8 55 55 4,6 14,1 8,7 8.8
Neiva 12 12 15 4,7 5,2 52 12,0 9,4 85
Cartagena 11 12 19 55 54 5,6 13,7 78 8,8
Villavicencio 12 18 13 52 5,6 51 11,0 84 7,2

Source: DANE's Lists. Calculations by Banco delaRepublica, SGEE.
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2. Behavior of main components

Over thefirst quarter, the CPI groups with higher-
than-average inflation for the quarter were food
(7.1%), education (6.3%), transport (5.6%), and
health care (5.0%). Thefood group saw price sur-
ges in potatoes (63.9%) and sweet tomatoes
(43.5%). Theeducation group was affected by price
rises in exercise books (8.7%) and in fees for
higher and specialized education (7.5%). The
highest increases in transport and health care
occurred in bus fares (9.7%) and the 'other drugs'
item (8.7%) respectively.

The items that contributed most to first-quarter
inflation were farm produce and some services.
Potatoes accounted for 16.0% of accumulated
inflation over the first three months of the year and
milk and meat for 8.5%, while bus fares and
residential phone chargeswere responsiblefor 8.8%
(Table3).

Meat pricesclimbed by 5.0% over thefirst quarter. The
National Cattlemen's Federation attributes this
significant rise to several causes. First, the seasonal
pattern of the seriesusually involvesaconsiderablerise

in cattle pricesin February and March of atypical year.
Second, anincrease in illegal meat exports to Vene-
zuela, stimulated by higher prices there in recent
months, pushed up the price of meat inthe Colombian
citiesof Clcutaand Bucaramanga. Lastly, the cattle-
raising cycleis presently in the holding-back stage.
From mid-1998 to mid-1999 therewasafall inthered
price per kilo of cattle on the hoof, reflecting the
clearance stage; this stage seemsto have ended by 2000,
resulting in adlight rise in the real price of cattle on
the hoof. The holding-back stageisexpectedto bein
full swing in 2001 and should push real pricesup, with
the nominal price of meat likely to rise by more than
15%.

Although food prices picked up strongly in the first
three months of the year, they did so at aslower pace
than last year, largely because amore moderaterisein
the price of potatoes made up for the climbin meat and
milk prices.

Inthe 12 monthsto March, prices grew by morethan
overdl inflationintransport, health care, culture and
recreation, diverse expenditures, and education
(Table 1). The highest growth occurred in the

TABLE 3
GREATEST CONTRIBUTORS TO FIRST-QUARTER

CONSUMER INFLATION, 2001

Item Weight Variation Contribution
Points Percentaje
Total 100,0 4,5 4,5 100,0
Potatoes 1,0 63,9 0,7 15,9
Bus fares 1,9 9,7 0,2 5,0
Milk 2,3 8,2 0,2 4,5
Beef 4,0 51 0,2 4,0
Residential phone charges 1,4 8,6 0,2 3,8
Other 89,5 3,4 3,0 66,8

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



transport group (15.2%), caused by sharply rising

FIGURE 3
fuel prices (30.9%, and in and air fares (20.4%). In CPI TRADABLES AND NONTRADABLES
1998:6 - 2001:3
health care the 11.1% rise was mainly produced by (ANNUAL PERCENTAGE CHANGE)

drugsand related items (15.3%). Itisworth noting
that health care was the only CPI group with ahigher
12-month inflation in March than last December e
(10.3%). Inthe amusement, culture and recreation
group (11.1%), the strongest expansion was in
newspaper prices (21.0%). In diverse expenditures
(9.3%, the biggest impact came from oral-hygiene

16,0 |-
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articles (19.4%), while the education group (8.2%) o

saw the biggest surgein the price of exercise books " -
(30.0%). Lastly, in March, as in December, 12- s Deeox Wm0 Dec9® w00 Decoo
month inflation was lowest in clothing (3.5%), R e T
hOUSi ng (42%), and fOOd (71%) Source: DANE. Calculations by Banco de la Republica.

3. Alternateclassification: inflation speeding or

. 2 Tradables: textiles, footwear, tobacco, beverages, cereals, dair
slowing groups e /

produce, cooking fats, drugs, vehicles, electrical appliances,
etc.
Table 4 presents an alternate breakdown of the CPI

3 Indexeditems: rent, fuel, utilities, education, transport, and other

basket to identify factors that accel erated inflation. items.
Thisclassification divides the basket into tradabl es? . N )
Flexibleitems: root crops, plantains, vegetables, legumes, and
and nontradables, with the latter further divided into fruit.
indexed,® flexible* and cyclical® items. Figure 3 5 Cyclical items; meat, and meat products.

TABLE 4
CONSUMER PRICE INDEX, 2000-2001

(To MARCH)

Item 12-month Contribution Contribn.to
change tochange infln. reducn. (*)

2000 2001 2000 2001 2001-2000
Points
Tota 9,7 7,8 9,7 7.8 (1,9
Tradables 11,6 8,2 55 4,0 (1,5)
Nontradables 8,0 74 4,2 3,8 (0,4)
Indexed 9,0 7,8 3,6 31 (0,5)
Flexibles 4,3 4.2 0,3 0,3 (0,0

Cyclicals 5,7 9,8 0,3 0,4 0,2

(*) Each item's contribution to inflation reduction is the difference between its contributions to inflation in 2000 and 2001. Any apparent lack of
consistency between figures is caused by rounding.
Sources: DANE's Lists. Calculations by Banco de la Republica, SGEE.
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showsthat annual price growth intradables continued
to outpace headline inflation over the first quarter,
inan unbroken trend that started in early 1999.

As explained in previous Reports, this trend is
probably connected with the peso's strong
devaluation in the past two years. Inflation in
tradables did however fall inthefirst quarter (from
an annual rate of 10.2% in December to 8.2% in
Marc)and had been doing so during last year,
registering adecline of 3.4 percentage pointsin the
12 months to March. that accounted for 80.0% of
the drop in annual consumer inflation over this
period.

Annual inflation in nontradables edged down by 0.4
percentage points in the first quarter, to 7.4% in
March, running below headline inflation over the
whole quarter for the same reasons asin 2000: very
slow growth in housing rents, and lower inflationary
pressure from farm produce (root crops, fruit and
vegetables) (Figure4).

In the 12 months to March price growth in
nontradabl es declined by 0.6%, causing a 20% fall
ininflation over that period. Among nontradables,
indexed items hel ped to slow down inflation whereas
cyclicals helped to speed it up.

FIGURE 4
PRICE EVOLUTION OF TRADABLES AND
NONTRADABLES
1998:6 -2001:3
(ANNUAL PERCENTAGE CHANGE)

Jun-98 Dec-98 Jun-99 Dec-99 Jun-00 Dec-00

Total —+— Tradables Indexed Flexibles

------- Cyclicals

Source: DANE. Calculations by Banco de la Republica.

B. PRODUCER PRICE INDEX

General behavior

The Producer Price Index (PPI) registered a12-month
growth of 10.9% in March, much the same as in
December (11.0%) but 2.8 percentage points lower

FIGURE 5

PRODUCER PRICE INDEX
(PERCENTAGE CHANGE TO MARCH)
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thanin March 2000 (13.7%). Itsfirst-quarter risethis
year was4.6%, a'so similar tolast year's (4.7%), while
its monthly growth in March was 1.0%, down from
1.4% ayear earlier (Table 1 and Figure5).

Breakdown of producer inflation by origin of goods
showsal12.5% riseinimport pricesinthe 12 months
to March, the same rate as in December but
considerably lower than in March 2000 (18.7%)
(Table 1). Theimport items with the steepest price
riseswere ethyl alcohol (44.3%) and metal products
for structural use (38.5%). Domestically produced
and consumed goods ended the first quarter witha12-
month inflation of 10.4%, much the same rate asin
December (10.6%) but lower than a year earlier
(12.6%).

14

PPI breakdown by 1SIC economic activity shows
that in March of this year the highest 12-month
inflation wasin mining, 27.0%. Thisrate of mining
inflation was much the same as in December
(27.3%) but lower thanin March 2000 (32.6%); it
was caused by sharp price rises in natural gas
(57.3%) and crude oil (38.6%). Manufacturing
pricesincreased by 12.4% in the 12 monthsto the
end of the first quarter, a similar rate to those
registered three and twelve months earlier. Inthis
group the strongest price growth wasin starch and
starch products (76.9%) and in primary forms of
synthetic rubber (38.2%). Lastly, the farming,
fishing and forestry group displayed thelowest 12-
month inflation in March 2001: 4.2%, down from
18.4% ayear earlier.



DETERMINANTS OF INFLATION

A. MONETARY AGGREGATES, INTEREST
AND EXCHANGE RATES

1. Monetary-policy measures

Over the first quarter, monetary-base demand
exceeded the levels contemplated in the reference
line, largely because cash demand grew faster than
was envisaged in theline. Thisunexpected expansion
in cash demand was connected with the financial-
transactionslevy.

When the reference line for 2001 was designed, no
changein the levy was expected from the impending
tax reform. Intheevent, thelevy wasraised fromtwo
tothree per thousand and affected demand for different
kinds of deposits and cash during the first quarter,
altering the expected behavior of monetary-base
demand. TheBank'sBoard of Directorsconsidered that
this situation caused no inflationary impact, for it
reflected a permanent reduction in the speed of
circulation of money®.

At the beginning of January the Board modified the
Lombard rates by lowering the expansion rate from
17.0%to 16.0% and raising the contraction rate from
7.0% to 8.5%, to reduce potential interest-rate

6 OnMarch 9 anew, preliminary reference line was submitted
for consideration by the Board, and by the end of the
month the 20-month and 45-month moving averages
stood slightly below this new line (1.0% and 0.5%
respectively).

volatility intheinterbank market. The one-day ave-
rage REPO limit was set at 957 billion pesos in
January, 560 billion in February, and 448 billionin
March; the respective utilization levels reached
84.0%, 71.0% and 52.0%. Moreover, a200-billion-
peso auction for one-day contraction operationswas
opened in March. Inview of the satisfactory trend
ininflation, the Board also decided in March to cut
al the Bank'sintervention rates by half apoint. Thus
the Lombard expansion and contraction rates dropped
respectively to 15.5% and 8.0%, and the auction
expansion and contraction ratesto 11.5% and 10.5%
respectively.

At the beginning of the year the Bank's Board of
Directors also made a number of institutional
changes concerning the operation of monetary
policy. Under the new arrangement, the Committee
for Monetary and Exchange I ntervention (CIMC) was
authorized by the Board to determine each month the
level of primary liquidity consistent with projected
monetary-base demand and sources of supply.
Likewise, the Board set up an I ntervention Operating
Committee (COI) charged with modifying liquidity
levelswhen supply sourcesvaried significantly from
initial projections.

2. Monetary and credit aggr egates

The behavior of the monetary aggregatesis analyzed
bel ow by examining movementsin the monetary base,
M1 money supply, broad money M3, and thefinancial
system'sloan balance.



Monetary base

On March 30th the monetary base amounted to 8,819
billion pesos, with a 12-month growth rate of 23.6%,
and with the base's 20-month and 45-month moving
averages exceeding the reference line's by 5.3% and
5.4% respectively (Figure 6). These deviationsfrom
the reference line resulted from the average cash ba-
lance growing at afaster pacein March (27.8% annual
rate) than wasimplicitly envisagedinthereferenceline
(15.7%), a persistent situation throughout the first
quarter.

The monetary base's average balance expanded by
20.8% inthe 12 monthsto March, up by 3.6 percentage
points on the rate to December. Breakdown of the
monetary baseinto itsuses showstheriseto have come

FIGURE 6
MONETARY BASE AND REFERENCE LINE

(BILLIONS OF PESOS)
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from stronger growth between December and March
in both cash (from 26.7% to 27.8%) and reserves (from
0.7%t0 7.9%)(Figure 7).

M 1 money supply

The M1 balance on March 30th stood at 13,854
billion pesos, with a 12-month growth of 17.5% and
afirst-quarter variation of -17.4%. Annual growth
in M 1's average balance plummeted from 32.0%in
December to 17.8% in March, owing to asharp fall
in current- account expansion (from 36.5% to
10.3%) and despite faster growth in cash holdings
asindicated above (Figure 8).

M3

M 3, the broader measure of money supply, showed a
balance of 61,493 billion pesos on March 30th, with
a12-month growth rate of 5.8% (Figure 9). Annual
growth in M3'saverage balance was higher in March
(5.9%) than in December (3.0%), as a result of
greater expansion both in liabilities subject to re-
serves (3.9% up from 0.6% in December) and in cash
holdings. The rising trend in such liabilities was
itself largely caused by faster growth in CDs and
slower contraction in savings accounts and bonds. It
isworth noting that positive growth in CDs over the
first quarter seemsto beatrend break inthisseries,
which had been contracting since February 2000.
(Figures10 and 11).

FIGURE 7
MONETARY BASE AND ITS USES

(ANNUAL % CHANGE IN MONTHLY AVERAGE)
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FIGURE 8
M1 AND ITS COMPONENTS

(ANNUAL % CHANGE IN MONTHLY AVERAGE)

FIGURE 11
LIABILITIES SUBJECT TO RESERVE (LSR)
AND THEIR COMPONENTS
(ANNUAL 9% CHANGE IN MONTHLY AVERAGE)
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FIGURE 9
M3 BROAD MONEY
(MONTHLY BALANCE, BILLIONS OF PESOS)
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FIGURE 10

M3 AND LIABILITIES SUBJECT TO RESERVE (LSR)
(ANNUAL 9% CHANGE IN MONTHLY AVERAGE)
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The average M3 multiplier rose from 6.121 to 6.767
between December and March, recovering ground lost
over the fourth quarter of 2000. This behavior was
connected with adecline in both the cash ratio (from
0.126 to 0.113) and the reserve ratio (from 0.058 to
0.052) (Figure 12).

Credit

Thefinancia system'soverall net balance of local- and
foreign- currency loans amounted to 45,656 billion
pesos on March 30th, with an annual contraction of -
4.9% and afirst-quarter shrinkage of -1.0%. Annual
contraction in local-currency loans was -3.7%; in
foreign-currency loans -17.4%; and in the dollar
equivalent of foreign-currency loans-30.3%.

Theaverage gross nominal balance of local-currency
loansheld by al financial intermediariesshrank at a
lower annual ratein March (-2.9%) than in December
(-7.1%). Leaving out the mortgage banksreveal sthat
the balance held by the rest of the system grew at a
faster pace: 9.3%, up from 6.8%. The balance held by
the mortgage banks contracted more slowly: by -
18.4%, compared with -23.5% in December (Figure
13).

Inreal terms, there was weaker contractionin March
compared with December in the grosslocal-currency
|oan balance of both thefinancial system asawhole



FIGURE 12
M3 MULTIPLIER
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FIGURE 13
GROSS NOMINAL LOCAL-CURRENCY LOAN BALANCE
FINANCIAL SYSTEM EXCLUDING FEN
(ANNUAL % CHANGE IN MONTHLY AVERAGE)
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FIGURE 14
GROSS REAL LOCAL-CURRENCY LOAN BALANCE
FINANCIAL SYSTEM EXCLUDING FEN
(ANNUAL % CHANGE IN MONTHLY AVERAGE)
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FIGURE 15
TOTAL NET LOCAL-CURRENCY LOAN BALANCE
BY TYPE OF INTERMEDIARY
(ANNUAL 9% CHANGE IN MONTHLY AVERAGE)
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Sources: Banco de la Republica and Banking Superintendency.

(-9.9%, down from -14.5%) and the mortgage banks
(-24.3%, down from -29.6%), while the balance of the
financial system excluding mortgage banks actually
increased (by 1.4%) for the first time since October
1998 (Figure 14).

A breakdown by groups of financial intermediaries
reveals higher annual growthin March compared with
December in the average non-mortgage loan balance
of both privateinstitutions (8.6%, up from 5.9%) and
state-owned entities (5.0%, up from 1.2%). Over the
same period private mortgage banksregistered slower
contraction in their loan balance (-6.7& , down from -
14-4%). In contrast, state-owned mortgage banks saw
their loan balance shrinking more rapidly, asin the past
several months. (Figure 15)

Itisimportant to point out that the portfolio behavior
described above can be partly explained by the
statistical effect of loan removals from the financial
intermediaries balance sheets. Theseremovalswere
brought about by the liquidation of a number of
financia entities, the writing-down of unproductive
assets, reductions by reason of property received in
payment, portfolio securitizations and sales to
institutions outside the system, and recal cul ations of
mortgageloans. Table5 presents an estimation of the
portfolio'sbehavior if such removalshad not taken pla-
ce. Inthisway abetter ideais obtained of the perfor-



mance of new |oans extended by thefinancia system.
In contrast to the gross portfolio, this corrected
portfolio has been expanding in nominal terms since
January 2000, at annual ratesranging between 3.1% and
7.0%. On the basis of these figures, the gross local-
currency portfolio would have shown a 2.5% annual
growth in February, higher than in December and
January (Table5).

Lastly, Figure 16 showsannual variationsin disburs-
ements by the entirefinancial system, by typeof loan,
excluding credit-card and interbank loans. Annual
growth in consumer-loan’ disbursementsslackened in
the first quarter of this year (9.5%) relative to the
fourth quarter of 2000 (10.8%). Over the same period
common-loan disbursements declined sharply in
growth (from 43.2% to 5.2%), while disbursements
of preferential loans shrank moreslowly (from-32.7%
t0-15.4%). Treasury loans? expanded by O.4% inthe
first quarter, after acontraction of 23% in the previous
quarter.

3. Interest rates

At the end of March 2001 the average DTF deposit
rate stood at 13.0% (O.3 percentage pointslower than
in December), whilethe averagelending rate reported
by the Banking Superintendency ran at 31.7% (2.3
points up on December), and the lending rate
including preferential loans was 19.9%° (having
remained stable over the first quarter) (Figure 17).
The difference between the Banking Superint-
endency'slending rate and the DTF deposit rate was
18.7 percentage points, up by 2.6 points on December
and again the highest since 1986 (Figure 18). Over
the past el ghteen months the gap between lending and
deposit rates has run parallel with the ex-post

7 Consumer loans are made for amounts of up to 300 times the
monthly minimum wage, while common loans are for higher
amounts.

8  Both Treasury and preferential loans are for corporate clients.
Treasury loans are made for up to 30 days, preferential loans for
longer periods.

®  For greater information on calculation of thisrate, seethe Board of
Directors March 2001 Report to Congress.

FIGURE 16

LOAN DISBURSEMENTS, BY TYPE OF LOAN
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FIGURE 17
LENDING AND DEPOSIT RATES

(ANNUAL EFFECTIVE RATE)
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intermediation spread calculated by the Banking
Association, which has been rising almost without a
break since January 2000. On the latest information



TABLE 5

FINANCIAL SYSTEM'S ADJUSTED GROSS LOCAL-CURRENCY LOAN PORTFOLIO 1/
(MILLIONS OF PESOS)

Period Gross Change Loans Change Law 546 Corrected gross Change
portfolio 2/ % removed 3/ % treasury paper portfolio %
M/N M/N
@ (©) © ©
1998 Dec. 46.734.905 4.169.482 50.904.387
1999 Jan. 46.739.081 4573703 51.312.784
Feb. 46.710.313 4.734.359 51.444.672
Mar. 46.931.283 5.024.443 51.955.725
Apr. 46511564 5.028.112 51.539.676
May. 46.625.671 5.243.263 51.868.934
Jun. 47.106.731 5.454.880 52.561.611
Jul. 46.496.683 6.055.746 52.552.429
Aug. 45.900.959 6.220.077 52.121.036
Sep. 46.814.400 6.358.948 53173.348
Oct. 46.343.487 6.453.982 52.797.468
Nov. 47.190.023 6.491.439 53681.462
Dec. 47230673 11 7.231.853 734 54.462.526 7,0
2000 Jan. 46.107.279 14 7.530.062 64,6 53637.341 45
Feb. 45.444.189 27) 7.608.283 60,7 183.984 53.241.456 35
Mar. 44.908.963 423 7.842.072 56,1 1.009.811 53.760.845 35
Apr. 45.047.163 (32 7.735471 538 1424.182 54.206.815 52
May. 44.330.299 49) 8533174 62,7 1.554.655 54.418.128 49
Jun. 44.405.167 57) 8.549.994 56,7 1.606.548 54.561.709 38
Jul. 44.396.256 (45) 8.358.096 380 1.888.354 54.642.705 40
Aug. 43.866.250 44 8411.890 352 1.875.198 54.153.338 39
Sep. 44.313.825 53 8.800.999 384 1.865.097 54.979.921 34
Oct. 4/ 43.722.653 57) 10.274.021 592 1.859.460 55.856.139 58
Nov. 43.725.868 73 10.179.676 568 1.888.0%4 55.793.637 39
Dec. 44.026.625 68) 10.229.230 414 1.879.428 56.135.283 31
2001 Jan. 43.641.763 53 10.150433 A8 1873579 55.665.780 38
Feb. 43594.076 42 10.085.970 326 1.939.551 55.619.598 45

(d) = (&) + (b) + (0).
Note: The loans-removed series was revised in january 2000 on new data from the BCH (State-Owned Mortgage Bank). Moreover, on december 7,
2000 Coopcentral, a high-grade Cooperative, bought loans held in administration for 3,255 million pesos.
1/ The information contained here is provisional because some items are cal culated on estimates, since financial intermediaries are continually updating
their financial statements.
2/ Starting from march 2000 the gross portfolio includes the liquidation balances of the BCH provided by the Banking Superintendency.
3/ Portfolio adjustments were made on the following criteria:
-Mortgage-debt relief does not include the financial system's accounts receivable from the government.
-The 1999 loan-administration portfolio held by fogafin (state financial guarantee fund) is not included, because account 821905 was opened by the
banking superintendency at the end of 1999 and has not been reprocessed backward in time.
-The loans of entities under liquidation figuring in the gross portfolio calculated by sgee are included.
-Write-downs in respect of property received in payment are not included.
4/ Fogafin has been authorized by government decree 1814 dated september 18, 2000 to provide capital for public-law corporations principally
engaged in acquiring, administering and disposing of unproductive assets owned by establishments of this nature. Fogafin has therefore created an
entity for this purpose, Called Central de Inversiones (CISA), which carried out the following operation in october:
Bancafé sold loans worth 1,153,000 million pesos, receiving payment for them in Fogafin bonds, but will continue to administer the loans itself. In
october Bancafé also sold loans worth 33,600 million pesos to the national coffee fund, for cash, and in november it sold loans worth 34,000 million
to Finagro.
Source: Banco de la Republica, calculations by SGEE, on balances provided by the Banking Superintendency and information obtained through
telephone surveys.
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FIGURE 18 available, the ex-post spread was 7.8% in January of

LENDING AND DEPOSIT RATE DIFFERENTIAL thisyear (Figure 19).
AND ITS HISTORICAL AVERAGE
(PERCENTAGE)

Theinterbank rate remained more or less stable around
11.0% over the whole quarter. But after the Board
had reduced the Banco de la Repulicasintervention
rates on March 12th, the average interbank rate
dropped by about 50 basis pointsin the last two weeks
of March (Figure 20).
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increased from 19.0% to 22.2%. Over the same

period thereal lending rate calculated by taking into

FIGURE 19 account preferential loans went up from 9.3% to

Ex-PosT e cenonae, | MARGIN 10.4% (Figure 21). Thereal interbank rate averaged
2.8%in March.

75 | o Figure 22 shows how the yield curve of the Banking
Superintendency's basic rate (TBS) for different
maturities evolved over the past 12 months. Although
interest ratesfor low maturities (30 to 90 days) fell,
those for longer maturities (for example, ayear) did

not and were running at about 14.0% by the end of
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FIGURE 20
INTERBANK RATE AND INTERVENTION BANDS
(PERCENTAGE)

Jan-00 Feb-00 Mar-00 May-00 Jun-00 Jul-00 Aug-00 Oct-00 Nov-00 Jan-01 Feb-01 Mar-01

Interbank rate e Lombard contraction raten
———— Min. auction expansionrate ~ emeeeeeees Lombard expansion rate
Max. auction contraction rate(*)

(*) Contraction auctions at this rate have a 14-day period.
Sources: Banco de la Republica and Banking Superintendency.

21



FIGURE 21
REAL DEPOSIT AND LENDING RATES,

FINANCIAL SYSTEM
(PERCENTAGE)
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FIGURE 22
BASIC DEPOSIT RATE (TBS) FOR DIFFERENT
MATURITIES, DETERMINED BY BANKING
SUPERINTENDENCY
(PERCENTAGE)
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FIGURE 23
90-DAY TBS PROJECTIONS
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past 12 months. The 90-day spot curve (thick line)
showsthat thisrate hasremained stable at around 13.0%
over the past six months.

The pointson theforward curves (thin lines) represent
agents' expectations of the 90-day rate currently (the
first point), in 30 days (second point), and so on up to
360 days. Theforward curvessuggest that the market
continues to expect the 90-day rate to rise further in
thevery short term, up to 15.0%, but fall back to about
13.5% inthe medium term (six months).

4. Yield differentials

This section deals with the differential between
external and domestic yields. External yield is
defined as the return that local investors expect to
obtainif they decidetoinvestin dollar-denominated
assets. It is estimated on the basis of an external
interest rate of reference and devaluation expec-
tations. The devaluation expectations used for this
purpose are those implicitly contained in the
financial system'sforward (80- to 100- day) dollar
sales contracts. Starting from this Report the external
referenceratewill bethe 90-day CD ratein New York.
The DTF deposit rate is used as the domestic rate of
reference.

Figure 24 compares expected external yield with the
rate of return on domestic investments (as measured
by theDTF). Over thefirst quarter, whilethe domestic
yield remained very closeto 13.0%, expected external
yield fell by about one percentage point because of
lower deva uation expectationsand afall intheexterna
reference rate. As a result, the domestic rate was
dightly higher (0.5 percentage points) than the expected
external rate in March, reversing the trend of the
previoustwo months.

5. Nominal exchangerate

Thenominal exchangerate stood at 2,311 pesosto the
dollar at the end of March, as against 2,230 pesos at
theend of last year, giving a12-month deval uation of
18.4% and afirst-quarter devaluation of 3.7% (Figures
25 and 26).



FIGURE 24
DOMESTIC AND EXPECTED EXTERNAL YIELDS:
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FIGURE 25
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FIGURE 26
NOMINAL DEVALUATION
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A good part (2.4%)of this first-quarter devaluation
occurred in March, especially in the second half of
themonth. Thedollar wasmore stablein January and
for most of February, because of foreign-exchange
supply from the Treasury, which allowed option
holdersto exercisetheir options and the Banco dela
Republicato buy dollarsin an amount of $149 million.
In March there was the usual sharp risein foreign-
exchange demand from the real sector, for import
payments and for foreign companiesto remit profits
to their parent companies abroad. ThisMarch there
was also greater-than-expected demand from some
financial intermediaries, especially pension funds,
keen on buying Colombian public-debt bonds abroad.
This extra demand, plus the fact that the Treasury
reduced the supply of foreign exchange because of
high peso liquidity, set thedollar oncemoreon arising
trendin March.

6. Real exchangerate

Thered exchangerate, asmeasured by the RERI-1 index
(1994 = 100), which isbased on Colombia's Producer
Pricelndex and those of its 20 trading partners, averaged
120.5inMarch, giving an annual devaluation of 9.3%
and afirst-quarter deval uation of 0.6%. But using the
RERI-3 index (1994 = 100), which is based on
Consumer Price Indices, gives a 10.8% annual
devauationto March and afirst-quarter deval uation of
0.8%. (Figures 27 and 28).

This minimal real devaluation for the first quarter
contrastswith the nominal rate and isexplained by the
effect of cross devaluations between the various
currenciesincluded inthe RERI-1 and RERI-3indices,
particularly the euro's devaluation against the dollar.
Thepeso'sreal deval uation against thedollar wasonly
1.2% inthefirst quarter.

7. Asset prices

A description follows of a number of variables that
indicate the price behavior of certain assets in Co-
lombia. Thefirstisthe Bogota Stock Exchange Index
(1BB), a weighted price index of the shares of 20
Colombian companies having registered the largest



FIGURE 27
REAL EXCHANGE RATE INDICES
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FIGURE 28
REAL DEVALUATION
RERI-1 AND RERI-3 (1994 = 100)
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FIGURE 29
BOGOTA STOCK EXCHANGE INDEX
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FiIGURE 30
HOUSING-PRICE INFLATION IN BOGOTA AND
MEDELLIN AND CPI INFLATION
(PERCENTAGE)
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trading by volume and value on the Bogota Stock
Exchangein the preceding 48 fortnights. Theweight
of each of the 20 shares making up the Index depends
on the volume and value of its trading and is
recal culated every fortnight.

After falling during most of 2000, the Index picked up
strongly this year, rising from 713 last December to
808 in March, equivalent to a 13.3% growth over the
first quarter (Figure 29).

Another variablethat providesinformation on asset-
price behavior isthe National Planning Department's
housing-price index for Bogota and Medellin,
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calculated on amonthly basissince 1994.%° Figure 30
shows inflation in housing prices for Bogota and
Medellin, together with consumer-price inflation.
Housing-priceinflationinthetwo citieshasrun below
CPl inflation since the second half of 1995, indicating
that thereal value of housing in the two cities began
to fall steadily from that point on, the fall being
greater in Bogota than in Medellin. In the case of
Bogotathistrend began to reverse at the end of 2000,

10 Information on housing prices is gathered by the National

Planning Department from the review La Guia, which provides
data on intended purchase and sale transactions of new and
used housing.



and by February housing priceswere growing by 8.8%,
faster than consumer inflation. But in Medellin
housing prices have not yet picked up and were still
shrinking slightly in February.

8. Monetary Conditions Indicator (MCI)

Over the first quarter of this year the Monetary
Conditions Indicator for demand was well within
the parameters indicating that monetary-policy
management was loose relative to the base period
chosenfor constructing the Indicator (1998:1).1* This
behavior wasacontinuation of atrend that beganinmid-
1999 and persisted throughout 2000. The Indicator's
positioninthefirst quarter of thisyear isexplained by
the effect of low real interest ratesin the previoustwo
quarters and by the relative effect of real devaluation
inthefirst quarter of thisyear (Figure 31).

B. SUPPLY AND DEMAND

Economic datafor theend of last year and thebeginning
of thisyear suggest that the economy may havelost a
little momentum rel ativeto previoustrends and to the
performance expected by analystsand the government.
But the causes of this slower growth and the real
sector's present state of health arestill unclear. Onthe
one hand, slower growth in recent months appears so
far to have been largely caused by transitory supply
problemsrather than by afurther weakening in demand.
On the other hand, a number of internal and external
developments not entirely foreseen in the previous
Inflation Report have arisen thisyear that may impair
investor and consumer confidence, thereby affecting
economic performance in the coming months and
makingit lesslikely for the government's 3.8% growth
forecast to be reached. These new developments
include notably: the US economy's considerable loss

1 Starting from this Report the base year used in calculating the
Monetary Conditions Indicator has been changed from 1994:4 to
1998:1, because the latter seems to present more suitable
characteristics for the purpose, including the presence of aneutral
output gap. A more detailed explanation of this change will soon
be published by the Banco de la Republica.
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FIGURE 31
MONETARY CONDITIONS INDICATOR (MCI)
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of dynamism; economic slowdowns in Europe and
Japan; steep fallsin coffee pricesand lower pricesfor
some other export commodities, because of declining
world demand; and internal security problemsthat have
limited the chances of exporting oil and damaged the
country's power generating capacity.

1. General consider ations

According tothe National StatisticsAgency (DANE),
theannual rate of GDP growth inthefourth quarter of
2000 was 2.0%, lower than in the previous three
quarters, and below the third-quarter's seasonally
adjusted rate (Table 6). GDPgrowth for theyear asa
whole reached 2.8%, a good rate considering the
economy'sstrong contractionin 1999, but onethat fell
short of the government's 3.0% projection.

Growth in 2000 turned out lower than expected by
the government and some analysts, essentially
because of an unexpected slowdown in the fourth
quarter largely produced by two supply shocks. The
first shock involved afall in oil production mainly
caused by public-order problemsand resulting in a
6.5% contraction in mining and quarrying, rather than
the 3.5% shrinkage originally forecast on the basis
of natural depletion of the biggest fields!?. Public-

2 According to forecasting by the National Planning Department.



TABLE 6
QUARTERLY GROSS DOMESTIC PRODUCT, BY SECTOR

1994 CONSTANT PRICES, SEASONALLY ADJUSTED SERIES
(ANNUAL PERCENTAGE CHANGE)

2000 (pr)
I I 111 IV Afio Completo
GDP 25 35 32 20 28
Farming, forestry, hunting & fishing 26 74 38 72 52
Mining and quarrying (0,4) (7,9) 82 (6,5) (5,8)
Electricity, gasand & water 41 19 18 31 27
Manufacturing 84 14 130 6,1 97
Construction 92 (2,6) 20 48 a5
Commerce, repairs, restaurants & hotels 41 72 6,2 34 52
Transport, warehousing & communications 35 41 39 32 37
Financial, insurance, real-estate & bus.-serv. Entities (1,5 0,1 14 04 00
Social, community & personal services 12 1,2 2,9 23) @
Imputed banking services (14.0) (94 (26) (28) (7.7)
Subtotal added value 27 35 30 22 29

(pr) preliminary
Source: DANE.

order problems had already hindered crude
production and transport in the third quarter and did
so again in the first months of this year, almost
brining oil productioninthe Cafio Liménfieldto a
standstill. The other supply shock camefrom astrike
at the country'slargest beverage maker, which caused
this sector to contract by about 4.0% in the fourth
guarter of 2000 relative to the same period in 1999.
Partly because of this, the manufacturing industry
registered an annual growth of only 7.7% in the
fourth-quarter, considerably lower than in the first
guarter of theyear.

The standstill in beverage production affected
economic growth early thisyear in twoimportant ways,
on account of this subsector's big share (7.9%) of in-
dustrial output and itscloselinkswith other production
activitieswithin or outside the manufacturing industry.
It did so directly, by reducing output levels
significantly: theindustrial sector excluding beverages
grew at an annual rate of 8.7% over thefourth quarter
of 2000. And indirectly, by itsmultiplier effect, which
not only constrained the industrial sector through
lower demand for inputs, but also held back other
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sectors crucial to GDP, such as commerce and
transport. According to very preliminary estimates
from the Ministry of Finance, the direct and indirect
impacts of labor conflict in the beverage industry
together slowed growth in last December'sindustrial
output alone by 3.5 percentage points.

Besidesthese problems, other factorsmay havelimited
fourth-quarter growth in 2000, namely, aslowdownin
public-sector activity and a further weakening of the
financial sector. No other major industrial sectorsor
branchesregistered any clear declinein growth trends,
and in fact some sectors such as construction showed
promising signsof recovery by growing at higher-than-
expected rates.

Statistical information available in early 2001
continued to give ambiguous signals. To February,
sectors such asindustry and commerce, though still
growing, were clearly less dynamic than expected.
According to data from DANE'S Monthly
Manufacturing Samples, industrial output excluding
unthreshed coffee grew at an annual rate of 2.9% over
January and February, far below last year's rate of



expansion, and al so bel ow the conservative estimates
made afew months earlier by taking into account the
statistical effect of comparison with a broader base
in 2000 (Figure 32). As regards commerce, retail
sales shrank by 1.3% by over thefirst two months of
2001, a poorer performance than last December's
aready weak result.

Supply problems in the oil and beverage sectors
apparently continue to be the main cause of slower
growth. According to Finance-Ministry estimates, in-
dustrial growth fell againin January and February, by
2.7 and 2.6 percentage points respectively, owing to
the beverage sector's semi-paraysis. Over the same
period, difficulties faced by the sugar industry in
obtaining inputs forced it to reduce the pace of
production and were partly responsible for the food
industry's mediocre performance.

Other recently released indicators of the real sector
show no trend changes, suggesting that economic
recovery continues on several fronts. Monthly
electricity consumptionisacasein point: it increased
at an annual averagerate of 2.0% over thefirst quarter,
faster than its average growth last year (Figure 33).
Similarly, nontraditional exports, especially industria
ones, continue to show buoyancy. Industrial exports
expanded at an annual rate of 11.3% over thefirst two
months of thisyear, asignificant rise considering that
it came on top of last year's already high growth rate
(Figure 34). By destination, industrial exportsto Ecua-
dor soared (by over 70.0%), fast recovering ground lost
over the two previous years on account of Ecuador's
economic crisis. Industrial exportsto Venezuelaalso
grew at aconsiderable pace over January and February
(21.0% for the current year to date), as did exportsto
theUSmarket. Yet, inthecaseof Venezuda, the United
States and some other countries such as Germany, a
deceleration in exports from certain subsectors such
astextiles, chemicals and transport egquipment might
besignaling atrend break.

Import figures to January do not give any clear
indication of aforthcoming economic downturn either.
Total importsgrew at an annud rate of 13.5%in January,

FIGURE 32
REAL INDUSTRIAL PRODUCTION INDEX,

To FEBRUARY 2001
(ANNUAL % CHANGE, JANUARY TO DATE)
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FIGURE 33
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with expansions occurring in al the three main groups
(consumer, intermediate, and capital goods), as
indicated below. Moreover, bothindustrial and overall
employment figuresimproved in thefirst two months
of thisyear compared with the same period last year.
Likewise, several construction-sector indicatorssuch
as building licenses and transactions continued to
improve, suggesting actual growthinthesector in early
2001.

Lastly, according to Fedesarrollo's Business Opinion
Survey, industrial output is not expected to change
notably in the coming months. Although the orders
indicator wasdlightly lower in January and February than
in previous months, thismay be partly attributableto
seasonal factors, for the levels still remained high.
Seasonal factors may have also been responsible for
an edging up thisyear in the stocks indicator (Figure
35). Expectations about the economy in six months
time are the only indicator that seems to have
deteriorated in February, for as yet unclear reasons.
Their behavior accounts for afalling off in the busi-
ness climate in February, though thisindicator too is
still at one of its highest levels of the past eighteen
months (Figure 36).

For most GDP components, therefore, annual growth
over the first quarter is not expected to differ much
from fourth-quarter levels, although the supply
problemsreferred to abovewill have agreater impact
this year than they did at the end of last year. Inthis
connection, termination of the beverage-industry strike
at the end of February should improve industry and
commerce results in March relative to January and
February.

The economy isexpected to beableto continue growing
in the coming months, among other reasons because
interest rates are still relatively low, and a so because
lower inflation till allowsthe monetary authoritiesto
maintain aloose policy stancewith respect to liquidity.
What isnot clear at the moment, though, iswhether the
economy canimproveon last year's performance and
grow at the forecast rate of 3.8%, in view of the
following unfavorable devel opments of recent months:
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FIGURE 35

BUSINESS OPINION SURVEY
(BALANCES - TO FEBRUARY 2001)
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FIGURE 36
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(To FEBRUARY 2001)
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¥H The US economy isslowing down at afaster pace
than was expected afew months ago. This situation
tends to affect economic performance in Colombia
mainly through deterioration of the terms of trade.
Therearedready symptomsof this, including afurther
weakening of coffee pricesand steep fallsexpectedin
the price of nickel (about 20% in 2001) and other
products, which partly account for nontraditional
exports' shrinking value in dollars in January and
February (see Chapter V). Nontraditionals, however,
still represent arelatively small share of Colombian
exportsto the USmarket, so that lower demand in that
market will affect GDPonly marginally provided it does
not last overlong.



M4 It hasalso becomeclear in recent monthsthat internal
security problemsmay greatly affect the economy this
year, as is evident from the virtual paralysis of oil
production at the Cafio Limén field and its effectson
exports. Thereisalso anincreasing risk of an energy
crisisbecause of continual terrorist attacks against the
country's power-transmission infrastructure. As the
energy crisis of 1991 showed, such a situation can
easily lead to arecession, particularly if the economy
isaready lessthan strong, asisthe casetoday.

¥ Uncertainty continuesto run high among investors,
asevidenced by weaker business expectations about the
state of the economy in six months' time, referred to
aboveof. Consumer confidenceisalsowaning, tojudge
by the poor sales of durable consumer goods such as
carsand by declining consumer loans. Faster economic
growth will depend on improving consumption and
investment, because nontraditional exports can hardly
dothejob, giventheir till low shareof overall demand.

MK Lastly, emerging markets, such as Colombia's, may
have become less attractive on account of the risks
currently presented by the economies of Argentinaand

Turkey. Net capital flowsto Colombiamay therefore
diminish, making it necessary for the public and private
sectors to reduce their budgets of expenditure. The
peso's constant deval uation thisyear might beasign of
thisdevel opment.

2. Consumption

Final consumption was lower than expected in the
fourth quarter of last year, practicaly stalling relative
to the same period in 1999, according to DANE'sfigu-
res(Table7). Lossof dynamism in consumption was
aready discernibleinthethird quarter of 2000, when
the rate of growth waswell below what it had beenin
thefirst half of theyear. At thetime, thisdeclinewas
ascribed to much dower growth in public consumption,
which had become necessary to meet the
macroeconomic program' fiscal targets. Fourth-quarter
stagnation in consumption can a so be partly explained
by thisfactor. Low rates of real growth, however, in
suchindicators as credit-card sales and the retail -sales
index suggest that declining private consumption, too,
may have been a cause of stagnation in final
consumption.

TABLE 7
FINAL SUPPLY AND DEMAND

1994 CONSTANT PRICES, SEASONALLY ADJUSTED SERIES
(ANNUAL PERCENTAGE CHANGE)

Item 2000-(p)
| Mont. Il Mont. Il Mont. IV Mont.  Full Mont.

GDP 249 350 318 205 280
Total imports 816 912 648 (0,34) 571
Total final supply 336 434 369 166 325
Final consumption 237 224 105 (0,03) 140
Gross capital formation 865 2014 17,01 456 12,30
Subtotal final domestic demand 328 461 325 063 292
Total exports 376 290 598 722 498
Total final demand 336 434 369 166 325
(p) Provisional.

Source: DANE.
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Littleinformationisavailableon consumptionin early
2001. Credit-card sales point to continued but slower
growthin private consumption. In February credit-card
sales showed an 8.3% expansion relative to January
2000, which means areal growth of only about 0.3%
(Figure 37). Retail salespoint to the same conclusion
too. Retail sales, excluding fuel, grew at an annual rate
of 2.4%in January, dightly lower thantheir rateduring
the better part of last year (Figure 38).

Aspointed out in previous Reports, final consumption
cannot be expected to show much stronger growth for
most of thisyear than it has shown recently. Today's
high rates of unemployment and still high levels of

FIGURE 37
CREDIT-CARD SALES, ENTIRE SYSTEM

To FEBRUARY 2001
(ANNUAL NOMINAL % CHANGE)
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FIGURE 38
RETAIL SALES EXCLUDING FUEL
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household debt make asignificant pick-upin private
consumption unlikely. Much the same can be said about
public consumption, in view of the macroeconomic
program that isbeing pursued.

Nevertheless, higher employment in January and
February and an improvement in consumer-goods
importsin January augur well for consumer demand
behaving in away compatible with arate of economic
growth ranging between 3.0% and 4.0%. Imports of
consumer durables expanded at an annual rate of 38.5
% in January, much faster than in previous months.
Nondurable consumer imports grew by 11.8%, afar
higher rate than last year, when they remained
practically stagnant (Figure 39).

3. Investment

Total investment, like consumption, slowed in the
fourth quarter of last year relative to the previous
guarters. DANE'sfigures show investment growing at
anannud rate of 4.6% inthefourth quarter, downfrom
morethan 15.0% in both the second and the third.

Sinceinvestment levelsare still much lower thanin
the mid-1990s, their decline at the end of |ast year
is worrying and may reflect a recurring lack of
investor confidence that reduces the chances of
economic growth. Asin the case of consumption,
however, lower publicinvestment may have played a
large part in making overall investment less buoyant
at the end of 2000.

Despite the foregoing, here too the figures for
January justify remaining optimistic, in this case
because of the behavior of such investment
indicators as intermediate and capital goods
imports. In January imports of intermediate goods
continued to grow in value at agood pace (11.2%
annual rate), while imports of capital goods
registered a considerable expansion (15.4%) (Fi-
gure 40). Asmentioned in previous Reports, capi-
tal-goods imports had continued to shrink last year,
apparently owing to falling prices, for they did in
fact grow involume. On datato January, they expan-
ded in both value and volume.



FIGURE 39
CONSUMER-GOODS IMPORTS

To JANUARY 2001
(% CHANGE, JANUARY TO DATE)

FIGURE 41
NOMINAL MANUFACTURING PAY
To FEBRUARY 2001
(PERCENTAGE 1 2-MONTH CHANGE)
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FIGURE 40
CAPITAL & INTERMEDIATE GOODS IMPORTS
To JANUARY 2001
(ANNUAL % CHANGE, JANUARY TO DATE)
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FIGURE 42
REAL MANUFACTURING PAY
TiI FEBRUARY 2001
(ANNUAL 9% CHANGE IN 12-MONTHS' ACCUMULATED)
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C. WAGES AND EMLOYMENT

1. Industrial pay

The declining trend in industrial-pay risesthat lasted
al through 2000 continued into the first two months
of 2001, at a still significant pace. For while the 12-
month average nominal pay for all wage earners and
employeesroseat an annud rate of 13.4% inthefourth
quarter, it did so at a rate of 12.7% in the first two
months of thisyear (Figure 41). The declineismore
marked in the sector'snominal pay increasesin January
and February thisyear, which averaged only 10.7%. As
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pay-riselevelsearly inthe year tend to set the pacefor
the rest of the year, nominal industrial pay can be
expected to rise at rates close to or under 11.0%
throughout 2001, thus hel ping to meet inflation targets
for thisyear and next year.

Despite steadily falling inflation over the first
quarter, thedrop in the rate of nominal pay increase
was big enough to reduce the rate of real pay
increase in industry. In February the 12-month
average of the real pay index for wage earners
and employeesrose at an annual rate of 3.1%, signif-
icantly lower than the 3.9% registered in December
(Figure42).



Although lower pay rises can be expected to reduce
inflationary pressures from this source al through
2001, they only provide partial information about the
importance of thischannel of transmission. Aspointed
out in previous Reports, acomplementary and in some
cases more accurate picture can be obtained of the
effect of wage pressures on prices by analyzing unit
labor costs, which take into account salary variations
adjusted for changesin labor productivity (implicitin
this case).

According to figures from DANE's Monthly
Manufacturing Samples, industry'snominal unit labor
cost increased at an average annual rate of 9.2% from
December 2000 to February 2001 (Figure 43). This
wasthefirst increase sincethe end of 1999 and resulted
statistically from a larger number of workers being
hired over that period relative to therisein production,
with aconsequent fall inimplicit productivity.

Nevertheless, the rise in unit labor costsis still com-
patible with this year's inflation target of 8.0%. But
recent trends may be signaling that the period of low
inflationary pressures from labor costs is coming to
an end, asanticipated in the previous I nflation Report.
Asstated also in that Report, nominal unit labor costs
arelikely torisefaster in 2001 than they did in 2000,
for itisunlikely that industry will manageto maintain
the (implicit) productivity gains of the past two years,

FIGURE 43
NOMINAL UNIT LABOR COST

INDUSTRIAL WAGE EARNERS TO FEBRUARY 2001
(ANNUAL CHANGE)

40,0

35,0

25,0

20,0

15,0 7

10,0

50

0,0

-5,0

Jan-95 Jan-96 Jan-97 Jan-98 Jan-99 Jan-00 Jan-01

SOURCE: DANE, Monthly Manufacturing Sample.

32

partly because meager investment in recent years must
have curbed the pace of technol ogical renewal.

2. Employment

At the beginning of this year DANE replaced the
quarterly National Household Survey, the source of
unemployment data for the major urban areas, by the
Continual Household Survey, which introduces a
broader methodol ogy providing information on urban
and rural unemployment on amonthly, quarterly or half-
yearly basis, depending on the coverage. The new
methodol ogy estimates unemployment for the country's
13 largest cities at 20.5% in January and 19.6% in
February, each being three percentage pointshigher than
in the same month last year. Unemployment for the
country asawholewas 16.4%in January.

Asinthe case of the seven cities joblessrate estimated
by the old methodol ogy, rising unemployment for the
13 citiesresulted largely from aconsiderableincrease
inthelabor supply, asevidenced by a5 percentage-point
pick-upintheoveral participation ratein the 12 months
to February. Thismeant that the economically active
population grew by 10.0% last year, a substantia
expansion considering that the working-age population
grew by only 2.4% over the same period, according to
estimatesby DANE.

Rising unemployment has overshadowed the recovery
registered in employment over the past 12 months
according toinformation from DANE. Some 439,000
new jobswere created inthe 13 largest citiesin the 12
monthsto February of thisyear, giving a6.6% increase
and raising the occupation rate by two percentage points
over thesameperiod, to 52.2%. Thesefiguresconfirm
theupward trend in employment identified last year by
DANE using the old methodol ogy.

Figuresonindustrial employment also confirmtherising
trend perceived by DANE in overall employment. Inthe
first two monthsof thisyear industrial employment was
up 1.9% on the same period last year, adightly higher
growth thanin thefourth quarter of 2000. Thisindicator
had started picking up in mid-2000, largely thanksto a
strong recovery in temporary employment, which



continued over January and February thisyear at arate CGURE 44

of 20.9%. At the same time, however, permanent MONTHLY INDUSTRIAL EMPLOYMENT INDEX
employment continued to shrink, indicating perhaps, To FEsRUARY 2001

among other things, still high levels of uncertainty

among businessmen about the strength and duration
of therecovery, which led them to try and make their
labor costs as flexible as possible by reducing the
number of their permanent employees (Figure 44). LA
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3. Pay settlements
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Table 8 presentsfigures on one-year and two-year pay
settlements established in collective bargaining 7 D7 mor Decos tumes  Decos 100 Deeoo
agreements reported to the Ministry of Labor and So- Pommem e TR
cial Security. The top part of the table shows the Soures: DANE.

percentages of workersfrom public- and private-sector
companies covered by one-year pay settlements

Total

negotiatedinthefirst quarter of 2001. A large proportion TABLE 8
. PAY SETTLEMENTS: JANUARY-MARCH 2001
Of Workas (370%) mreaj to aone-year pay nse Of % OF BENEFICIARIES BY PAY-RISE LEVEL

8.75%, this being therate of inflation at the end of last
year, while an even higher proportion (47.3%) obtained
increases ranging between 8.9% and 11.0%, and only One-year negotiated rises
7.1% saw their earningsrising by morethan 11%.

<8,75 8,75 [8,9-11,0] >11,0
8,6 37,0 473 71
Asregardstwo-year pay settlementsreached inthefirst

quarter of thisyear, the bottom part of Table 8 shows Two-year negotiated rises
that for alarge mgjority of workers (59.7%) pay rises
are to keep pace with CPI inflation, while for 28.4%
the rate of increase will range between CPI+0.2 and
CPI+2.0, with only 8.5% of workershaving agreed to a Source: Miimiciry of 1abor sl social security.
rise of under 10.0%

<100 [10,0-150] IPC  [IPC+02-IPC+20] SML
85 16 59,7 284 17

FIGURE 45
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In February, Fedesarrollo'sand ANDI'sindicatorsof in-
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In contrast, ANDI'sindicator did fall in January and
February relative to the same monthslast year. Inthis
case, however, thefiguresare not entirely comparable
because the beverage-sector strike played amajor part
inthesefallsby causing zero capacity utilizationinthe
companies affected.

Current levels of capacity utilization continue to be
moderate compared with the decade's averages or with
years of growth closeto long-term ones[sic]. Much
the same can be said about industrial output, whose
accumulated level for the first two months of 2001
amounted to 92.0% of the same months' average for
thefirst seven years of the 1990s. There appearsto be
scope thereforefor industry to grow without creating
any great inflationary pressure, at |east for the rest of
thefirst half of the year.

E. FISCAL SITUATION

At the end of 2000 the consolidated public-sector
deficit stood at 5,861 billion pesos, equivaent to 3.4%
of annual GDP. Thisresult meetsthetermsof theIMF
agreement and is lower than the 1999 deficit by over

2.0% of GDP™. Aspointed out inthe December 2000
Report, the good performance of the country's public
finances in 2000 is associated with progress in the
government's fiscal-adjustment process, and with
buoyancy intheoil sector stemming fromrisingworld
crudeprices(Table9).

The central government's finances showed a deficit
of 5.8% of GDP, down by 1.7% of GDPon thefigure
for 1999. Improvement in the government's fiscal
situation can belargely ascribed to last year's 19.8%
growth in revenues, which resulted from economic
reactivation and efforts by the Tax and Customs
Administration (DIAN) to reduce tax evasion and
elusion. Excluding the smaller taxes, the biggest
increases in tax revenues came from import taxes
(29.4%), and from income tax and internal VAT
(20.3%) (Table 10).

On the expenditure side, interest on debt expanded
by 31.9%, operating expenses by 9.2%, and
investment by 18.8%. Slow growth in operating
outlays is attributable to a rise of barely 0.6% in
transfers to the country's administrative divisions

13 Thedeficit target set with the IMF is 6,480 billion pesos.

TABLE 9

CONSOLIDATED PUBLIC-SECTOR FISCAL BALANCE

Billions of pesos

per centageof GDP

1999 2000 Difference 1999 2000 Difference

I.  Nonfinancial public sector (A +B) (9.346) (6.057) (3.289) (6,15) (3,50 (2,64)

A. Central government (11.450) (10.080) (1.370) (7,53) (5,83) (1,70)

B.All other 2.104 4.023 (1.919) 1,38 233 (0,94)
1. BancodelaRepublicasquasifiscal balance 608 877 (269) 0,40 051 (0,11)
I1l.  Fogafinbalance 828 30 798 0,54 (0,02) 0,53
IV.  Financial restructuring costs (20) (666) 656 (0,01) (0,39) 0,38
V. Adjustments (351) (45) (306) (0,23 (0,03) (0,20)
VI. Consolidated public-sector

deficit (1 + 11+ 111 +1V +V) (8.271) (5.861) (2.410) (5,44) (3,39) (2,05)

Source: Fiscal Policy Council (CONFIS).
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TABLE 10

CENTRAL GOVERNMENT
(BILLIONS OF PESO)

1999 2000 Change %
2000 / 1999

l. Total revenues (A +B) 18.926,1 226799 198
A. Tax revenues 16.067,7 19.637,0 22
Incometax & internal VAT 11.144,0 134090 203

Customs & external VAT 3.308,0 4.279,0 204
Financial-transactions levy 830,7 1.037,0 17,7

Gasoline 707,0 8330 178

Other 280 790 1821

B. Nontax and other revenues 28589 30429 64

Il. Gastostotales(A+B+C+D)1/ 291171 329409 131
A. Interest payments 50255 6.630,2 319

B. Operating costs 208754 22.799,7 92

C. Investment outlays 22547 2.679,0 188

D. Netloans 91,5 8320 (135)

Ill.  Cashdeficit or surplus (1 -11) (10.190,5) (10.261,0) 07
IV.  Adjustments (1.260,0) 181,0 (1244
V.  Total deficit or surplus (111 +1V) (11.450,5) (10.080,0) (120
VI.  Financing(A +B +C) 114505 10.080,0 (120
A. Netexterna credit 3.244,0 3.675,0 133

B. Net domestic credit 5.713,0 6.638,0 162

C. Privatizations and other 24935 (2330) (109,3)

VII. Deficit aspercentageof GDP (7,5 (5,8 (22,6)

1/ Does not include financial restructuring costs.
Source: CONFIS.

during 2000. Expansionininvestment spending was
mainly connected with appropriations for
reconstruction of the earthquake-damaged coffee
growing region and the low-income housing program,
the two together representing about 25.0% of total
capital outlaysin 2000. Net loanstotaled 832 hillion
pesos, including notably credit operations through
the Special Foreign Debt Account (CEDE),
amounting to 503 billion.

The government's deficit was largely financed from
foreign and domestic loans, the net drawdowns
amounting to 3,675 and 6,638 billion pesos
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respectively. Domestic disbursementstotaled 12,006
billion pesos, of which 11,380 hillion came from
placements of Treasury paper and 626 billion from
other kinds of securities including subscriptions of
Debt Reducing Certificates and Peace Bonds. Lastly,
it should be noted that the transfer of profitsfromthe
Banco de la Republica's operations amounted to 516
billion pesos, and proceeds from the sale of Carbocol
to 748 hillion.

Asregards the fiscal results for the first quarter of
2001, only execution of the government's current
revenues can be highlighted, having climbed to 6,068



TABELE 11

CENTRAL GOVERNMENT CURRENT REVENUES
(BILLIONS OF PESOS)

Actual Change % Budgeted Difference
Jan.-March 2001/2000 Jan.-March  Actual - Budgeted
2000 2001 2001
Current revenues (A + B + C+ D) 5.328 6.068 139 6.369 (301
A. Internal taxes 3875 4.202 84 4518 (316)
Incometax 2186 2335 68 2403 (68)
VAT 1.689 1.867 105 2115 (248
B. External taxes 920 1154 54 1237 ®3
Customs 397 447 126 511 ()
VAT 523 o7 352 726 (29
C. Other taxes 445 434 570 63
Gasolinetax 185 210 459 229 4
Stamp tax 6 12 100,0 8 4
Financial transactions levy 253 356 40,7 3B 3
Gold and silver tax 1 0 (100,0) 0 0
D. Other current revenues 8 4 (15,9 i\ 0

Source: National Treasury Directorate

billion pesos, with a 13.9% growth relative to the
same period last year. Among income items,
revenues from income tax and domestic VAT rose by
8.4% and import-tax recei pts by 25.4%, whileincome
from the gasoline tax and the financial -transaction
levy surged by 45.9% and 40.7% respectively. Slow

growth (6.8%) in income-tax receipts may be
associated with their exceptional expansion in the
first quarter of 2000, which resulted from a
reduction in the number of daysbankswere allowed
to hold on to tax payments before transferring them
tothe Treasury's account (Table 11).
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MEASURES OF EXPECTATIONS

Section A of this chapter presents the main findings
of the Expectations Survey conducted in January
2001. Respondentswere provided with information
available at the end of 2000 on the exchange rate,
inflation, interest rates, monetary situation and GDP
growth. Section B discussesforecasts by local and
foreign analysts and investment banks regarding the
behavior of the chief macroeconomic variablesin
2001.

A. MAIN FINDINGS

1. Inflation

The survey'sfirst question was about the credibility
of the 8.0% inflation target set for this year. Some
46.9% of respondents believed that the target would
be met, whereas 53.1% thought it would not (Figure
46). It is worth noting that in the very first
Expectations Survey, conducted last year in April, only
33.3% of respondents believed the 10.0% target for
2000 would be met. Sothisyear'starget may be said
to be more crediblethan last year's, which wasin fact
easily attained by the end of 2000.

Thegroupsof respondents believing most strongly that
thisyear's 8.0% target would be met were the transport
and communications sector (68.2%), followed by
academicsand consultants (58.0%). Themost skeptical
were labor unions, with only 11% of this group
considering thetarget attainable.

Inall, however, respondentsdid not expect inflationto
deviate strongly over thisyear from the end-2000 level
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FIGURE 46
CREDIBILITY OF 8.0% INFLATION

TARGET FOR 2001

Will be met
46,9%

Will not be met
53,1%

(8.7%), predicting that it would run at 8.9% by theend
of 2001, within arange of 9.4% and 8.4% (Figure 47).

Actual inflation in March was 7.8%, not only lower
than the January Survey's expected average of 8.7%
(withinarange of 9.1% and 8.2%), but even below the
lower limit of thisrange.

Once again the unions were the group expecting the
highest inflation by the end of 2001 (an averagerate
of 9.2%), and the transport and communi cations sec-
tor the group that expected the lowest (8.6%).

The continuing trend of falling inflation hasresulted
ininflation expectations being revised down (Figu-
re48). Whilethethree Surveys conducted |ast year
produced upward sloping paths for expected
inflation, the latest Survey shows that inflationis
not expected to pick up but to flatten out instead at
around 8.8%.
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Figure 49 showsthat, in January, respondentswho did
not believe the 2001 target would be met expected
inflation to run at 9.5% by the end of theyear, whereas
those believing it would be met expected a rate of
8.2%.

2. Payrises

Figure 50 displays expected pay rises for the current
year and the following one, as reported in the
expectations surveys carried out between April 2000
and January 2001. In January, pay risesfor thisyear
were expected to average 9.6% (up from 9.1% in the
July survey and 9.4% inthe October survey), whilethe
expected averagerisefor 2002 was 9.1%.

The sectors expecting the biggest rises were retail
chains (10.2% for 2001, 9.8% for 2002), and industry
and mining (9.6% for 2001, 9.1% for 2001); those
expecting the lowest were unions and academics and
consultants (9.1%).

3. Perceptionsof liquidity and credit
availability

The percentage of respondents considering that the
level of liquidity was high in the economy fell from
50.6% in October to 44.4% in January; the percentage
considering it was low remained the same, at 34.6%
(Figure51). Asregardsliquidity in six months' time,
57% of those polled in January expected it to remain

Jun-97 Dec-97 Jun-98 Dec-98 Jun-99 Dec-99 Jun-00 Dec-00 Jun-01 Dec-01

Actual rate —+— Apr./00 Survey Jul./00 Survey

...... Oct./00 Survey Jan./01 Survey
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FIGURE 51

FIGURE 52
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unchanged from its October level, while 20% thought
itwouldfall, and 23% saw it asrising (Figure51). The
lowest perception of current liquidity was expressed
by unions (78% low, 22% high), and the lowest
perception of liquidity in six months' time by the
transport and communi cati ons sector.

In January, the current level of credit availability was
considered high by 39.5% of respondentsand low by
50.6%, compared with 27.2% (high) and 65.4% (low)
last October, which might suggest that perceptionsin
thisregard have begun toimprove (Figure52). Credit
availability in six months timewas expected by 55.6%
of respondents to remain at January's current level,
while28.4% saw it asrising and 13.6% thought it would
fall (Figure52).

Heretoo, unions had the lowest perceptions, with only
11.0% considering credit availability was high in
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(a)
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January, as against 89.0% who though it waslow. As
regards future credit availability, academics and
consultants showed the highest percentage of
respondents(44.4%) believing it would increase.

4. Interest and exchangerates

In January, respondents continued to expect interest
rates to rise by about 1.1 percentage points over the
year, with the DTF deposit rate averaging 14.4% by
December 2001 (Figure 53). The DTF rate stood at
13.0%in March, 0.6 percentage pointsbelow the March
rate expected in the January survey ( Figure 53).

The biggest interest-rate rise by the end of 2001 was
expected by retail chains (14.9%), and the lowest by
unions (13.4%).

In January, the exchange rate was expected, on average,
to end theyear at 2,460 pesosto the dollar, signifying
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an annual nominal devaluation of about 10.3%. At the
end of March the actual rate was 2,310 to the dollar,
running at the upper limit of the range predicted in
January (Figure54).

Expectations about future movement in the nominal
exchangerate were much the samein January thisyear
as in October 2000. For instance, the expected rate
for September 2001 was 2,405 pesos to the dollar in
January, compared with 2,401 pesos in the October
survey (Figure55).

Thebiggest nominal devaluation for thisyear (10.9%)
was expected by the sector of mining and industry, and
thelowest (6.2%) by unions.
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5. Growth and employment

In January, expected GDP growth for 2001 averaged
3.3%, within arange of 2,8% and 3.7%, very similar to
the figures reported in the October survey. January's
growth expectations for 2002 averaged 3.8%, with a
3.3% minimum and a4.2% maximum (Figure 56). Itis
to be noted that in April 2000, some 9.0% of
respondents expected the GDPto contract; by October
their number had dropped to 1.3%, and in the latest
survey no one expected a GDP contractionin 2001.

Thefastest growth for thisyear (3.4%) was expected
by retail chains, and theslowest (3.2%) by labor unions.



Figure 57 illustrates expectations about workforce
variationswithin threeto six months, and six months
toayear. Between October 2000 and January 2001,
although the percentage of respondents expecting a
workforce expansion within three to six monthsfell
from 14.8% to 13.9%, the percentage expecting it
within asomewhat longer period rosefrom 13.6% to
19.0%. Most respondents (64.6%), however, continue
to expect the workforce to remain unchanged in the
near future.

The largest workforce expansion in the short and
medium term is expected by retail chains and the
transport and communi cati ons sector.

B. FORECASTS OF MAIN MACROECONOMIC
VARIABLES BY LOCAL AND FOREIGN
ANALYSTS

Table 12 presents forecasts of Colombia's main
macroeconomic variables for 2001, made by a
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number of local and foreign analysts in the first
quarter of theyear.

Local analysts expect areal GDP growth of 2.9%
for 2001, somewhat lower than the 3.2% average
expected by foreign analysts. Compared with their
respective forecasts of three months ago, the local
figure has remai ned unchanged, while theforeign one
has come down.

On average, inflation is forecast by local analysts to
run at 9.4%, down from 9.8% predicted by them three
months ago, but higher than the foreign analysts
forecast of 9.0%, which too isdown on the latter'sfi-
gure of three months ago.

Inthepast three months, both local and foreign analyst
have rai sed their expectationsof deval uation, theformer
now forecasting an exchangerate of 2,410 pesostothe
dollar by theend of 2001 (adeval uation of 8.1%), and
thelatter predicting an exchangerate of 2,436 pesos (a
devaluation of 9.3%).

Neither local nor foreign observers presently expect
any big pick-upinthe DTF deposit rate over thisyear,
most forecasts placing it in the range of 14.0% to
15.0%. The fiscal deficit for 2001 is forecast by
foreign anayststo run at 3.4% of GDP, not too far from
local predictions.

Foreign analystsreckon that the current-account deficit
this year will be 1.7% of GDP, only 0.2 percentage
pointslower than the mean of the two forecasts made
by local observers.

Analysts forecast no decline in the jobless rate.
Though very few observers have made projections
about unemployment for 2001, those who have done
so expect it to range between 18.0% and 19.1%.



TABLE 12

FORECASTS OF MAIN MACROECONOMIC VARIABLES FOR 2001

Forecast Real GDP CPl Nominal Nominal Deficit Unemplo-
date growth Inflation exchangerate depositrate (% of GDP) yment
% % (yearend) (yearend) Fiscal Currt.acct %

Local analysts

RevistaDinero 1/ 9-Abr-01 2,6 98 2.500 15,0 2/ 3,23/ 19 185

Javier Ferndndez Riva4/  28-Feb-01 28 9,6 2.391 144 191

Suvalor-Corfinsura5/ 26-Ene-01 34 94 2.407 154 28

ANIF 6/ 8-Feb-01 28 79 2.407 14,0 33 18

Fedesarrollo 7/ Ene-01 30 11,0 2.345 16,0 2/ >17,0
Average 29 94 2410 14,6 19 189
Foreign analysts

WEFA 8/ Mar-01 35 82 2435 52 17 18,0

Goldman Sachs 9/ 31-Mar-01 25 9,0 2.350-2.450 14,5-15,0 32 09

IDEA globa 9/ 31-Mar-01 38 8,0 2410 2,7 1,6

J. P.Morgan 9/ 31-Mar-01 30 8,0 45 14

ABNAmroBank 9/ 31-Mar-01 35 95 2475 30 22

SdomoénSmithBaney9/  31-Mar-01 33 10,0 2.430 30 13

Deutsche Bank 9/ 31-Mar-01 29 938 2.450 33 33

Morgan Stanley 9/ 31-Mar-01 30 95 2415 28 0,7

Merrill Lynch 9/ 31-Mar-01 34 93 29 22
Average 32 9,0 2.436 34 17 18,0

1/ Revista Dinero, April 9, 2001, No. 130.

2/ Average for the year.
3/ IMF methodol ogy.

4/ Seminar on Economic and Financial Outlook., February 28, 2001.
5/ " Colombia2001: Macroeconomic forecasts," January 26, 2001
6/ ANIF-Fedesarrollo Seminar, February 8, 2001.
7/ " Outlook for 2001", January 2001.
8/ Latin America Monthly Monitor, March 2001.

9/ Cémo nos ven afuera? Report by the Banco de la Republica's Monetary and Reserve Department (SMR), March 31, 2001
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INTERNATIONAL CONTEXT

A. GENERAL ASPECTS

Although world economic growth for 2000 rose to
around 5.0%, clear signs of a slowdown began to
emerge in the fourth quarter. Growth forecasts for
2001 made at the end of 2000 have therefore been
revised down. Theworld economy isnow expected to
grow at aslower pacethisyear asaresult of economic
dowdownintheUS, stock-market fragility worldwide,
and wesknessin the Japanese economy. For thisreason
and in view of lower prices for oil and major
commodities, inflation can be expected not to be the
main causefor concernthisyear.

Central banks have not been slow to respond to the past
two quarters' signs of economic cooling. Hence the
US monetary authority's substantial easing of policy
after ahighly restrictive stancein 2000, and itsreliance
on thischangeto reactivate the economy by the second
half of theyear. If thisstrategy producesthe expected
results, global growth thisyear may hover around 3.0%
(Table 13).

On economic-growth projectionsfor Colombiasmain
trading partners, discussed in greater detail below, the
country's foreign trade is expected to show a 2.2%
weighted overall expansion by volumefor 2001, down
from 3.0% predicted in the previous quarter.

1. United Sates

Real GDP growth in the United States was 5.0% for
2000. Despitethissatisfactory result, thefear referred
tointhe previous Report of apossiblerecessioninthe
first half of 2001 persists today, heightened by poor
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growth in the final quarter of 2000 and also by the
negative performance this year of several leading
indicators (Figure 58).

In effect, annualized quarterly growth over thelast three
months of 2000 was 1.0%, the lowest since the first
quarter of 1997. It was driven by an expansion, at
annualized quarterly rate, of 2.8% in household
consumption and 2.9% in government spending, both
lower than the previousquarters averages. Thisgrowth
wasin contrast to afourth-quarter contraction of 6.4%
inexportsand 4.1% in overall investment, at annualized
quarterly rate. Lastly, importsplunged froma17.0%
expansioninthethird quarter to a-1.2% contractionin
thefourth, at annualized quarterly rate.

TABLE 13
ACTUAL AND FORECAST GROWTH

FOR COLOMBIA'S MAIN TRADING PARTNERS

2000 2001(*)
United States 50 14
Japan 1,7 11
European Union 33 26
Argentina 0,2 16
Brazl 42 38
Chile 54 51
Ecuador 23 37
Mexico 69 34
Peru 38 15
Venezuela 32 39

(*) Forecasts to December.
Sources: Deutsche Bank and The Economist
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Itisobviousfrom early economicindicatorsavailable
for thefirst quarter of 2001 that the US economy's state
of health continuesto be shaky. According to the Fe-
deral Reserve Board's March 17th report?4, most Fed
districts showed a modest slow growth over the first
two monthsof thisyear, withamarginal risein consumer
spending resulting mainly from the usual large end-of -
winter sales. Car sales remained steady relative to
December and were thus lower than in the first two
months of 2000. The Fed also pointed to aslowdown
in manufacturing and an annual decline of about 0.6%
in industrial output over January and February. Itis
important to notethat this contraction caused capacity
utilizationtofall by 0.7%, down to 79.4% in February,
itslowest level since February 1992.

Unemployment in the United States edged up from
4.0% in December to 4.3% in March. AlthoughtheUS
labor market continuesto betight, thereare clear signs
in more than half the Fed districtsthat it isloosening.
There is aso evidence suggesting that demand for
workers has declined in the manufacturing,

4 Information obtained from the Beige Book, a Fed publication
summarizing the US economy's behavior on economic information
from the Fed's 12 districts: Boston, New York, Philadelphia,
Cleveland, Richmond, Atlanta, Chicago, St. Louis, Minneapalis,
Kansas City, Dallas and San Francisco.
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construction and technology sectors. Likewise,
employers reported lower wage pressure in the first
months of the year.

Not all indicatorswere negative, however, which makes
it difficult to know at this point whether the US
economy is shrinking or just growing at avery slow
pace. |n effect, the consumer-confidence index was
12.9 points up in March relative to its level in
February. Thispick-up wassurprising, though, given
the present fragility of the stock market and its
acknowledged influence on consumer spending.
Various international analysts therefore regard it as
an isolated devel opment that does not foreshadow a
medium-term trend break, particularly in view of the
poor results disclosed in thefirst quarterly corporate
earnings reports.

The consume-price index edged up by 0.3% in
February, a favorable development considering the
previous months' results. It brought annual inflation
to 3.5% and core inflation to an annual rate of 2.8%.
This lower inflation, together with low inflation
expectations and lower capacity utilization, suggests
a controlled inflation rate during much of the year,
providing ample scope for monetary-policy changes
by the Fed (Figure 59).

The Fed reacted swiftly to the past two quarters' poor
growth results by focusing its monetary policy so
far this year on sharply reducing the interest rate.
Thus, after threefirst-quarter reductions, each of 50
basis points (bp), the interest rate stood at 5.0% in
March.

The intervention rate of interest is now lower than it
was beforelast year'sincreases. Figure 60 illustrates
the Fed's monetary policy since December 1999. As
can be seen, the interest rate rose by 100 bp over the
first haf of last year, then remained stable over the entire
second half, before plunging by 150 bp in the first
guarter of thisyear. The Fed'smeasuresthisyear have
therefore clearly tried to reverse completely any
contractionary effect produced by its restrictive
monetary policy of early last year.
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TheUS economy ispresently still expected to perform
better in the second half of this year, helped by the
Fed's lower inflationary bias and by the Bush
administration's planned tax cutsfor thisand coming
years. If things turn out as predicted, the economy
should grow by 1.4% in 2001 and at afaster pacein
2002. This new growth forecast for 2001 is a
downward revision of the approximately 3.0%
prediction made three months ago.

2. European Union

The 15 countries of the European Union showed areal
GDPgrowth of 3.3% for 2000, significantly higher than
for 1999, largely owing to a5.3% expansion in gross
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fixed capital formation. Moreover, their exportsrose
by 10.9% and their imports by 10.0% relative to 1999,
resulting in apositive externa balance. Theonly flaw
was, once more, slower growth (2.7%) in household
consumption.

Despite some signs of aslowdown in thefirst quarter
of 2001, thereissitill littlerisk of arecession. The 15
countries' industrial-output index showed a 1.9%
contraction in January, while Germany's business-
climateindex in February was downto 94.9 points, its
lowest level snceMay 2000. Theeconomic slowdown
inthe United States and Japan could reducetheregion's
growth by loweringitsexports. Nevertheless, tax cuts
inFrance, Germany, Italy and other European countries,
together with already depressed commodity prices,
should help to diminish the adverse effects of acooling
world economy and prevent theregionfromgoinginto
recession.

The euro declined once more against the dollar over
the first quarter of 2001, after remaining relatively
stableat theend of last year. Most international analysts
now expect it to reach parity with the dollar by theend
of 2001, for two reasons: rapidly falling US interest
rates, and weakening corporate profits in the United
States. With interest ratesfalling faster in the United
Statesthan in the European Union, capital inflowsinto
Europe are expected to increase, raising the value of
the euro. Similarly, declining US corporate profits
should give an even greater boost to capital outflows
to other markets, including the European market (Fi-
gure61).

Inflation in the euro arearose at an annual rate of 2.4%
in January and 2.6% in February of thisyear (Figure
62). Althoughtheseratesarewell abovethe European
Central Bank's2.0% target, and therewas considerable
concern about inflation a month or two ago, some
members of the BCE's Board have displayed alower
inflationary bias, laying greater stress, in their recent
statements, on the possible consequences of world
economic cooling for the region's economy. One may
therefore safely hazard aguessthat at the BCE's next
meeting theinterest ratewill belowered by at least 25
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basis points, in an attempt to boost the economy and
counteract thefall in export demand in thefirst half of
theyear (Figure 63).

Ladtly, the European Union isexpected to grow by 2.6%
in 2001, thanksentirely to astronger domestic demand
resulting from lower taxes, higher expected growthin
both real wages and employment, and greater private
investment.

3. Japan

The Japanese economy expanded by 1.7% in 2000,
mainly driven by government spending and private
investment. Yet this modest recovery seemsto have
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been checked in the first months of this year by
economic dowdown intheUnited Statesand East Asia,
with aconsequent declinein Japan's net exportsinthe
first quarter of 2001.

Japan's prospects of economic growth are also being
affected by other risks, which may end up hampering
the country's macroeconomic management. First,
corporate profits stagnated over thefirst quarter. This
could depress household incomes and undo the weak
first-quarter recovery in consumptionthat isevidenced
by slight improvements in consumer confidence, car
sales, and travel spending. Second, stock levelshave
risen sharply thisyear, which may bethefactor behind
thedowdownintheindustrial sector. Lastly, according
to the business-climate index, expectations continue
to below, registering aMarch level similar to that of
1997; and thereis al so a perception that the structural
reformsto thefinancial system havefailed to produced
the expected results.

At annual rates, headline inflation continued to be
minimal in both January and February, while core
inflation remained negative (Figure 64), despitean ever
rising trend inimport prices caused by depreciation of
theyen (Figure 61).

To curb the deflationary trend, the Central Bank of Japan
has decided to changeits monetary-policy strategy by
using amonetary aggregate, instead of theinterest rate,
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asthe policy target. Accordingly, itintendsto supply
banks and the economy in genera with al theliquidity
required to reach apositiverate of inflation. 1t should
be noted that Japan'sinterest rate hovered around 0.15%
during thefirst quarter. The Central Bank hasexplicitly
stated that this measure is intended to reactivate the
economy, while stressing at the sametimethe urgency
of adopting structural reforms, particularly to the
financial system.

For the abovereasons, international analystsreckonthat
Japan's prospects of growth in 2001 are modest and
expect it to achieve arate of around 1.1%, down from
the 3.4% forecast last December.

4, Latin America

The economies of Latin America started to show
positive growth again in 2000 after almost two years
of contraction. And up to a few months ago even
stronger growth was expected in 2001 for many of the
region's countries, but the sharp slowdowninthe US
economy, combined with lower export commodity
prices, has caused growth forecaststo berevised down.
Other negativefactorsinclude recent developmentsin
Argentina'seconomic and palitical crises, and political
uncertainty in several countries of theregion.

Itisimportant to point out that the slowdownintheUS
affects each country in different ways. Thus, while
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fallingimportsin the Unites States affect all countries
of theregion adversaly, thelowering of theinterest rate
by the Fed comesasarelief, particularly for Argentina
and Brazil. Consequently, the net effect of the US
dowdown might be neutral for Brazil, but Mexico will
probably suffer, while Argentina could benefit from
lower interest rates.

Argentina's economic and political crisis has led the
government to cut spending, and to impose new taxes
on financial transaction to increase revenues.
Consumer spending issureto deteriorate. Thefavora-
ble effect of the Fed's interest-rate cut and a calmer
climate created by the government's new stabilization
program may together allow Argentina to expect a
positive growth of 1.6%in 2001. It should be pointed
out that most international analystsstill do not consider
devaluation apossihility.

IntheAndean region, Venezuelagrew by 3.2% in 2000.
Itsgrowth was driven by oil exports and government
spending, while expansion in private investment
remained very weak. Public spendingisexpectedtobe
the engine of economic growth againin 2001, with real
GDPrising by about 3.9%. Ecuador beganto show signs
of recovery in 2000 thanksto dollarization, achieving
areal growth of 2.3% for the year. Despite political
factors that interfere with the strengthening of its
recovery, Ecuador's economy is expected to grow by
about 3.7% in 2001, thanks to privatizations, greater
price stability, and investor confidence.

B. COMMODITY PRICES

Over the first quarter of 2001 the prices of magjor
commodities continued on the downward trend they had
shown for much of last year. The Economist'soverall
commodities price index fell by 2.9% between
December and March, ending March 5.3% lower thana
year earlier.

The first-quarter fall in world commodity prices
occurred mostly in products for industrial use. The



Economist'sindustrialsindex declined by 5.1% from
December to March, registering aMarch level 9.1%
lower than 12 monthsbefore, whilethefood-priceindex
fell by about 1.2% over the same period, ending the
guarter 2.3% lower thanin March 2000 (Figure 65).

The price behavior of Colombia's main commodity
exports can be analyzed with the help of an index
incorporating price information on coffee, oil,
ferronickel, sugar, coal, and bananas (Figure 66).
These products account, on average, for 51.% of the
country's exports. The index rose steeply last year,
reflecting the sharp rise in the price of oil and an
improvement in the price of sugar. On the basis of
forecasts by the IMF and projections by exporters
associations, the index is forecast to fall by 12.4%
this year with respect to its level in 2000, despite a
16.7% surge expected in the price of sugar. Price
falls are expected for the index's other products,
particularly oil and ferronickel, on account of the
slowdown inworld economic growth.

1. Oil

Last year'sincreasesin oil-production, and thedropin
demand caused by both the US economy's cooling and
theend of winter, resulted in an oversupply on theworld
oil market in the first months of this year. OPEC,
foreseeing a possible price fall stemming from this
oversupply®, hasreduced daily crude production twice
so far this year, the first time by 1.5 million barrels
from February 1st, and the second time by amillion
barrels from April 1st. OPEC's announcements,
however, produced only atemporary pricepick-upin
February, andin March the price of oil began oncemore
to decline, ending the quarter at $26.4 abarrel, one of
itslowest levelsin the past 12 months (Figure 67).

Despite OPEC's production cuts in the first quarter
of thisyear, the price of crudeis expected to be lower

15 Under the band mechanism established by OPEC, crude prices
should remain between $22 and $28 abarrel for OPEC's basket
of crudeoils. Intermsof the USWest Texas Intermediate (WTI)
indicator, this price range is approximately equivalent to $25 -
$30abarrel.
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FIGURE 65
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FIGURE 66
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FIGURE 67
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at the end of 2001 than a year earlier, averaging
between $25 and $26 a barrel, as predicted in the
previous Report. But that is not to rule out the
possibility of evenlower pricesin the second half of
theyear, if world demand weakens morethan expected,
the US economy slows at afaster pace, or non-OPEC
membersand Irag®® raisetheir oil production by more
than projected.

Moreover, some analysts believe that OPEC members
have begun to disregard production quotas, to take
advantage of high pricesand raisetheir market shares.
In effect, the data suggest that the 1.5 million-barrel
reduction effective from February 1st was not adhered
to and theactua production cut cameto about amillion
barrelsaday. Thisfact becomes another determinant
of price behavior over therest of the year, because if
OPEC members continue to disregard production
quotas crude prices could drop lower than expected.

Theriseinthe priceof dil in January and its subsequent
fall in February and March wasreflected in the price
behavior of forward sal es contracts on the New York
Stock Exchange (Figure 68). Forward sales prices
climbed in January, indicating uncertainty about the
availability of crude, but declined inthefollowing two
months, on expectations of awell-supplied market.
On March 30th prices of one-, six- and twelve-month
forward contracts were $26.3, $26.2 ad $25.0
respectively, well below prices two months earlier
($32.2, $27.5 and $25.4). Thus, six- and twelve-
month contracts suggest that the market expects oil
prices to be lower this year than they were for the
better part of 2000.

2. Coffee

The world price of coffee continued to fall over the
first quarter of 2001, prolonging last year's declining
trend. Despite application of the "Coffee Retention
Plan", the price of Colombian coffeein thefirst week
of January averaged 71.4 centsapound, thelowest in

16 Irag'sproduction capacity isestimated at 2.8 million barrelsaday, or
about 4.0% of world oil production.
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FIGURE 68
WTI OIL FORWARD SALES PRICES
NEW YORK STOCK EXCHANGE
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FIGURE 69
COLOMBIAN ARABICA COFFEE PRICE
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FIGUurRE 70
ARABICA COFFEE FORWARD SALES PRICES
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recent years (Figure 69). Thesamebehavior wasshown
by forward sales prices (Figure 70). Thefall inworld
coffee pricessince January 2000 islargely attributable
to mounting coffee stocks in consumer countries,
particularly the United States.

The Retention Plan'” adopted by the Association of
Coffee Producing Countries'® has so far had no effect
on world supply, and coffee stocks continued to be
high in consumer countries at the end of the first
guarter. The Planisstill being applied, though, and
Colombiahasfixed itswithholding quotaat 1.8 million
bags for this year’®. Asthe Association's measures
have failed to reduce oversupply in the market, the
price of coffeeisunlikely to pick up over the rest of
the year and is expected to average about 75 cents a
pound in 2001.

C. FINANCIAL OUTLOOK

In the first quarter of 2001 the financial outlook for
L atin Americacontinued to be strongly influenced by
expectations about the US economy. A slowdownin
theUnited Statesisusually bad newsfor LatinAmerica,
for it affects the region's exports. But it is also
generally accompanied by an interest-rate cut by the
Fed, which benefits the region by reducing the cost of
its borrowings and by making it more attractive to
foreign capital.

17 Under the Plan, coffee exports are to be reduced by 20% if the price
drops below 95 cents a pound.

18 Theratified membersof theAssociation areBrazil, Colombia, Costa
Rica, El Salvador, India, Indonesia, Venezuela, Angola, Ivory Coast,
Kenya, Tanzania, Togo, Uganda and the Democratic Republic of
Congo.

19 Colombia's coffee exports this year are expected to amount to 10
millionbags.
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So far this year markets seem to have attached
greater weight to the positive aspects associated
with interest-rate cuts. Thisissuggested by lower
spreads on 10- and 30-year sovereign debt for all
countries of the region except Argentinaand Brazil.
In the medium term, however, these lower spreads
can only be sustained if the US economy's slower
growth does not seriously affect demand for exports
from Latin American countries and badly weaken
their growth.

Apart from the US economy's behavior, another factor
still posing arisk for theregion'sfinancial outlook for
the coming months is the behavior of Argentinas
economy, because of the contagion effect that amassive
capital flight from Argentinacould have on emerging
markets.

Onessign of investors' apprehension about Argenti-
naisasurge of 175.3 basis pointsin its sovereign-
debt spread over the first quarter of 2001.
Similarly, the recent devaluation of Brazil's
currency, the real, raised the spread on 10-year
Brazilian debt from 798.1 basis points in early
January to 834.5 points at the end of March. The
fact that foreign investors are constantly
monitoring Argentina's and Brazil's economic
results may heighten uncertainty about the region
and itsvulnerability.

Lastly, spreads on Colombias sovereign debt behaved
strikingly well over thefirst quarter of 2001, (Figures
71 and 72), falling by 145.1 basis points on 10-year
debt and by 103.8 points on 30-year debt.

This development may have resulted from the
government's resumption of negotiationswith guerri-
llagroups, amovethat improved theforeign and national
investors' perceptions of the country.



FIGURE 71 FIGURE 72
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V

INFLATION FORECASTS

A. FORECASTS FOR 2001 AND 2001,
USING THE TRANSMISSION MECHA-
NISM MODEL AND OTHER MODELS

Theinflation forecasts for 2001 and 2002 contained
in this section are based on price information
available up to March. ThisReport presents, for the
first time, forecasts made by using a small-scale
macroeconomic model called the "transmission-
mechanism model," described in greater detail inthe
box set out further below. This model has the
advantage of predicting simultaneously the behavior
of key macroeconomic variables such asinflation and
economic growth. Moreover, its predictions depend
on an interest-rate path that is endogenous to the
inflation forecast's deviations from the target.
Furthermore, with this methodology, expected
supply shocks can beincorporated into prices more
easily than with the old methodology. Thissection
also refers to projections made by using previous
Reports' forecasting models.

The assumptionsfor this Report'sforecasting do not
differ greatly from the December Report's. Thus, the
devaluation incorporated into the models assumes a
relatively stablereal exchangerate for thisyear and
the next. Price growth for imported goods continues
to be consistent with thisdeval uation and with a3.0%
externa inflation. Similarly, the monetary aggregates
are assumed to grow thisyear at arate consistent with
the monetary base's reference line set by the Bank's
Board of Directors. This growth also takes into
account the probable effect on cash demand of the
higher rate of financial-transaction levy applied from
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the beginning of thisyear. The monetary aggregates
growth in 2002 is assumed to bein line with a6.0%
inflation target.

In addition to the above assumptions, the basic
scenario for forecasting inflation and growth
envisaged four supply shockslikely to affect consumer
inflation in the course of this year. The first shock
includesthe effects of dismantling utilities subsidies,
and of higher energy-transmission costs caused by
public-order problems. It is assumed that these
developmentswill raise the utilities consumer-price
index for (water supply, sewerage, el ectricity and gas)
by about 19% over thisyear.

A second shock is connected with the domestic price
of fuel. Thisistied totheworld price of oil, which
is currently expected to average $25 dollars a
barrel?°in 2001 and to fall by 11% from thislevel in
2002. But since the domestic price in Colombia
tends to be fixed with along lag behind the world
price, the expected reduction in the latter will not
be fully felt in the domestic price until the second
half of thisyear. Over thefirst half, therefore, the
domestic price will continue to be affected by the
high oil prices of last year and early 2001. Interms
of domestic fuel pricesfor consumers, the foregoing
isassumed to translateinto a 12.0% increase by the
end of thisyear.

In the third place, the impact of a 1.2% import-tariff
rise introduced by the tax reform early this year was

2 Thisistheprice of West Texas Intermediate, which isthereference

pricefor crude oil from Colombia's Cusianafield.



taken into account. Thisshock wasmodeled through
import pricesand was estimated to produceaminimal
effect (less than 1.0%) on consumer prices both this
year and next.

Lastly, the basic scenario envisaged asupply shock in
farm produce, caused by weather conditions. Togeta
clearer picture of theimpact of this shock, the central
model's forecasting was supplemented by a satellite
model of food prices. Thelatter takesinto account the
fact that food pricesin Colombiaare strongly affected
by rainfall, and that their medium-term fluctuationstra-
ceaso-called " cobweb pattern." Thatisto say, aperiod
of high pricesisfollowed by aperiod of low pricesand
vice versa, according as the price level boosts or
depressessupply. Thefull cycle (high-low-high prices)
has been found to stretch over eight quarters in Co-
lombia, which meansthat aperiod of low pricescan be
expected to be followed by one of high prices after a
lag of four quarters.

The satellite model in question predicts that food
prices will increase over the second quarter (9.5%)
and thethird (by 10.8%), then start falling againin the
fourth quarter, ending the year with an annual variation
of 8.0%. Thisbehavior isattributablein parttoamild
drought in January and February, which should reduce
food supply toward the middle of the year, causing
food prices to rise. Second- and third-quarter
predictionsrelied on rain forecastsfrom IDEAM, an
environmental agency, which indicated that rainfall
during that part of the year would be in line with
historical averages.

Figure 73 presents the central food-inflation forecast
together withitsuncertainty level andrisk balance. The
risk balance takes into account risks pertaining to the
current situation, especially uncertainty about the
weather forecast. In Figure 73 therisk balance hasan
upward biasbecausethe satellite model's central vision
isdlightly abovethe central vision of thetransmission-
mechanismmodel, and a so because amild drought may
haveagreater effect on food pricesthan isanticipated
by the central scenario.
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FIGURE 73
FOOD-INFLATION FORECASTS FOR 2001 AND 2002

(CENTRAL SCENARIO AND RISK BALANCE)
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Source: Banco de |la Republica.

In addition to the shocks described above, the central
scenario for forecasting inflation using the
transmission-mechanism model takesinto account the
effects of the Constitutional Court's decisions on
wage indexation. Inclusion of these effects causes
inflation to rise by 0.2% over 2001 and by 0.4% over
2002 with respect to the scenario excluding the
Court'sdecisions.

Taking into account the above assumptions and
shocks, the transmission-mechanism model
forecasts aconsumer inflation of 8.2% for 2001 and
4.5% for 2002. Coreinflation (excluding food) is
predicted to be 7.4% this year and 5.3% next year.
To judge by these forecasts, therefore, this year's
8.0% inflation target and next year's 6.0% target are
still feasible. The central forecast suggests that
consumer inflation may rise over the next two
quarters, mainly because of the anticipated increase
infood prices, but also because of the expected price
behavior of oil and utilities. But it shouldfall during
the fourth quarter.

Figures 74 and 75 show the central forecasts and risk
balances of consumer and coreinflation. Therisk ba-
lance of headlineinflation has an upward bias because
of uncertainty surrounding the forecasts of food prices
and devaluation.



FIGURE 74
CONSUMER-INFLATION FORECASTS FOR

2001 AND 2002
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FIGURE 75
FORECASTS OF NON-FOOD INFLATION FOR

2001 AND 2002
(CENTRAL SCENARIO AND RISK BALANCE)
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The inflation targets' feasibility is supported by
findings of the combined-forecasting method, which
predicts a 6.8% inflation for this year, lower than
predicted in the previous quarter's Inflation Report.
As described in earlier Reports, the combined-
forecasting methods pools individual forecasts
obtained from different time-series and structural
models and has proved to be a good predictor of
inflation over aone-year horizon.
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B. RISKS FOR 2001

Inflation forecasting for 2001 based on information up
to March continuesto augur well for meeting thetarget,
as did the forecasting presented three months ago,
though some risks identified at that time have
intensified sincethen.

Themost seriousrisk today may involve ahigher-than-
expected devaluation. Asstated above, theinflation
forecasts reported here are consistent with anominal
devaluation that ensuresreal exchange-rate stability.
Present circumstances, however, may complicatethis
scenario. They arise notably from uncertainty about
the future performance of emerging countries
including Colombia, in view of the US economy's
dowdown and Argentina'seconomic plight. Inthecase
of Colombia, adverse effects on capital flows might
makeit necessary to have ahigher real exchangerate
of equilibrium. This would entail a higher-than-
envisaged nomina devaluation and put further pressure
on domestic prices.

In addition, there is still uncertainty about food
prices. These might pick up in the coming months
because of the normal course of their cycleand asa
result of climatic conditions. Part of the pick-up
should come from the price of meat, which hasabig
weight (4.0%) in the consumer basket. Asmentioned
in Chapter |, such factors as external demand and the
holding-back stage of the cattle-raising cycle may
cause meat prices to rise by more than consumer
inflation.

The risk of high world fuel prices in 2001 appears
smaller today than at thetime of the December Report,
to judge by the price drops registered since mid-
February. Thisisafavorable development that may
help to slow inflation in the second half of the year.



THE TRANSMISSION-MECHANISM MODEL AND

INFLATION OBJECTIVE

|. Short-term inflation control

Inflation is a long-term monetary development, but in the short term it is largely determined by
the state of the business cycle, and by some shocks. In the case of Colombia's economy, the main
shocks include periods of drought and their impact on food prices, the inflation target's movement,

terms-of-trade shocks, and country-risk changes.

Interest rates need to be suitably managed to counteract the effects of such shocks on inflation
and neutralize the differences they cause between recorded inflation and the inflation target.
Interest-rate changes affect inflation through different channels, which the Bank can formalize in

an inflation-objective model or transmission-mechanism model.

II. Transmission mechanisms of monetary policy

In Colombia the transmission mechanisms of monetary policy include the aggregate-demand
channel, the direct and indirect exchange-rate channels, the expectations channel, and the costs

channel.

The aggregate-demand channel is the causality chain formed by the real interest rate - output
gap - inflation. The nexus between the real interest rate and inflation is given by an aggregate-
demand curve; the nexus between the output gap and inflation is established by the Phillips

curve.

The direct exchange-rate channel is the nexus between interest rates, exchange rate, and inflation.
The effect of the interest rate on the exchange rate is given by the open-parity ratio. The impact
of the exchange rate on inflation is known as "pass-through" and is produced in two stages: first,
the effect of the nominal exchange rate on import inflation; second, the effect of import inflation

on overall inflation.

The indirect exchange-rate channel is the effect of the real exchange rate on the output gap
through the aggregate-demand equation, and the effect of output on inflation through the Phillips

curve.

The expectations channel works on the principle that lower expectations of future inflation can
cause current inflation to fall. It is brought into play by including inflation expectations in the

Phillips curve.
Lastly, since in the long term the price of goods can be broken down into their production

costs, the cost-inflation channel is the long-term effect that wages and import prices have on

inflation.
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[1l. The transmission-mechanism model

The transmission-mechanism model tries to capture these channels and the Colombian economy's
particular shocks. It is being continually upgraded to include updated estimates and incorporate
specific fransmission mechanisms and specific shocks. The model presently consists of eight
estimated-behavior equations, plus four calibrated-behavior equations and some identities and
definitions. In addition to the central model there are a humber of satellite models intended to
delve deeper into the effects of some shocks on inflation so as to provide fuller information for
central-model forecasting. There are presently three satellite models. Two of these study food
inflation in greater depth, the first one by changing the central-model specification to a model
with a food-inflation equation, and the second by disaggregating food inflation into its main
monthly components. The third model captures the effect of public-sector wage indexation on

inflation.

The different equations of the transmission-mechanism model include notably the following: (1)

Phillips curve, (2) aggregate demand, and (3) interest-rate rule:!
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where 7T, is inflation, mN is non-food inflation, ]'[t* is the inflation target mhik‘t is the core- (non-
food) inflation forecast for k periods ahead, Y; isthe output gap, r[iR is food inflation relative to
overall inflation, X; is the real exchange-rate variation defined as HM IR, ( HM being the price
of imports and P, the CPI), i isthe nominal interest rate, 7, is the terms of trade, T; is the long-

term real equilibrium rate of interest, and is the long term of the Phillips curve defined as
z =R -0,7logU, —-0,3log HM where U, =W, L, /Y, is the unit labor cost, W, being the homi-

nal wage, L; employment, and Y; output.

The Phillips-curve equation has three characteristics: it is raised by expectations, it is superneutral,
and it is neutral. It is raised by expectations in that it takes into account inflation expectations in
determining inflation. The property of superneutrality is important in a model for Colombia,
because it allows the model to go from one inflation rate to another with the same long-term
solution for real variables. And it is neutral in that the long-term price index is broken down into
production costs: wages and import prices. This property allows the model to have the same
long-term real-variables solution for different price levels. Although the model is superneutral
and neutral in the long term, it is not neutral in the short term because monetary policy has real
effects and needs to have them in order for the transmission channels of monetary policy to
operate. The model therefore has classical features in the long term and Keynesian ones in the

short term.
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In the aggregate-demand equation or IS curve, the output gap is persistent to some extent and is

determined by the real interest rate and the real exchange rate.

Equation (3) is the forecasting rule for determining the interest rate. This rule holds that the
nominal interest rate is equal to the long-term real interest rate plus CPI inflation, plus a correction
for imbalance between the core- (non-food) inflation forecast and the target. The interest-rate
path derived from this rule is not a policy prescription, rather it is intended to simulate, on avera-

ge, the behavior of a central bank that is following an inflation-objective strategy.

Where inflation is characterized by food-supply shocks, as in Colombia, the combination of overall
and non-food inflation contained in forecast rule (3) reduces variability in the real interest rate

and in other real variables such as the output gap.

IV. Inflation forecast

The inflation forecast, consisting of a central vision, a degree of uncertainty, and a risk balance,

is illustrated in Figures 73, 74 and 75 of Chapter V.

A. Central vision

The central vision is the forecast obtained from the transmission-mechanism model on information

produced during the quarter and summarized in the Inflation Report.

The model projects a continuing decline in core inflation, because output is below the potential
level and despite the recent introduction of indexation in public-sector salaries. For the short
term, especially the second and third quarters of 2001, the model projects a transitory rise in
inflation resulting from the effect of the first-quarter's mild drought on food inflation. By the end of
2001 the projected food-inflation shock no longer has a significant effect on overall inflation,
with the central forecast coming to 8.2%. The model also forecasts that by the end of 2002
overall inflation will have dropped down to 4.5%, because of both the disappearance of the

transitory food-inflation shock, and the so-called cobweb-theory effect.

B. Degree of uncertainty

The degree of uncertainty gives an idea of the forecast's accuracy in a manner analogous to a
confidence range, except that it is structured in several bands, each of them (if symmetrical)
indicating a 10% probability. It is obtained through stochastic simulations using the transmission-

mechanism model.

Stochastic simulation predicts, with a 90% probability, that by the end of 2001 core inflation will
range between 5.7% and 10.6% and overall inflation between 5.8% and 11.9%.

C. Risk balance

The risk balance is the degree of asymmetry in the forecast's probability distribution around the

central vision. The risk balance incorporates into forecasting by the central model information
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from satellite models that analyze more fully the effects of a given shock or subjective assessments
of the monetary authority on its perceptions of possible movements in future inflation. If the
balance shows an upward asymmetry, the central vision is the probability-distribution mode and

the mode is below the mean.

The present Report's inflation forecasting assumed no degree of asymmetry in the case of core
inflation. But in the case of headline and food inflation it assumed an upwardly asymmetric
probability distribution, because one of the satellite models produced higher food-inflation
forecasts than the central model, and it was considered that a moderate drought might perhaps

have much the same effect as a stronger drought on food inflation.

References:

Javier Gémez and Juan Manuel Julio (2000), "Transmission Mechanisms and Inflation Targeting:
The Case of Colombia's Disinflation," Borradores Semanales de Economia, Banco de la Repibli-

ca, No. 168, Bogotd.

Javier gémez et al. (2001), "Transmission Mechanisms and Inflation Targeting: The March 2001

Inflation Forecast," Mimeo, Banco de la Repdblica.

1 No specific coefficients are reported here, because they change as the equations are updated, but a detailed
description of each equation can be found in Gomez and Julio (2000), and an updating of the model in Gémez
etal. (2001).

58



This report has been prepared
by the Economic Studies Division
of the Banco de Republica.

Editing and diagramming by the Economic Publications
Section of the Department of Institutional Communication.
Translated by Fereshteh Ebrahimzadeh
in April, 2001

59




