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1.1 Macroeconomic summary

Economic recovery has consistently outperformed the technical staff’s expectations following a steep decline in
activity in the second quarter of 2020. At the same time, total and core inflation rates have fallen and remain at low
levels, suggesting that a significant element of the reactivation of Colombia’s economy has been related to recovery in
potential GDP. This would support the technical staff’s diagnosis of weak aggregate demand and ample excess
capacity. The most recently available data on 2020 growth suggests a contraction in economic activity of 6.8%, lower than
estimates from January’s Monetary Policy Report (-7.2%). High-frequency indicators suggest that economic performance was
significantly more dynamic than expected in January, despite mobility restrictions and quarantine measures. This has also come
amid declines in total and core inflation, the latter of which was below January projections if controlling for certain relative price
changes. This suggests that the unexpected strength of recent growth contains elements of demand, and that excess capacity,
while significant, could be lower than previously estimated. Nevertheless, uncertainty over the measurement of excess capacity
continues to be unusually high and marked both by variations in the way different economic sectors and spending components
have been affected by the pandemic, and by uneven price behavior. The size of excess capacity, and in particular the evolution
of the pandemic in forthcoming quarters, constitute substantial risks to the macroeconomic forecast presented in this report.

Despite the unexpected strength of the recovery, the technical staff continues to project ample excess capacity that is
expected to remain on the forecast horizon, alongside core inflation that will likely remain below the target. Domestic
demand remains below 2019 levels amid unusually significant uncertainty over the size of excess capacity in the economy. High
national unemployment (14.6% for February 2021) reflects a loose labor market, while observed total and core inflation continue
to be below 2%. Inflationary pressures from the exchange rate are expected to continue to be low, with relatively little pass-
through on inflation. This would be compatible with a negative output gap. Excess productive capacity and the expectation of
core inflation below the 3% target on the forecast horizon provide a basis for an expansive monetary policy posture.

The technical staff’s assessment of certain shocks and their expected effects on the economy, as well as the presence
of several sources of uncertainty and related assumptions about their potential macroeconomic impacts, remain a
feature of this report. The coronavirus pandemic, in particular, continues to affect the public health environment, and the
reopening of Colombia’s economy remains incomplete. The technical staff’'s assessment is that the COVID-19 shock has
affected both aggregate demand and supply, but that the impact on demand has been deeper and more persistent. Given this
persistence, the central forecast accounts for a gradual tightening of the output gap in the absence of new waves of contagion,
and as vaccination campaigns progress. The central forecast continues to include an expected increase of total and core
inflation rates in the second quarter of 2021, alongside the lapse of the temporary price relief measures put in place in 2020.
Additional COVID-19 outbreaks (of uncertain duration and intensity) represent a significant risk factor that could affect these
projections. Additionally, the forecast continues to include an upward trend in sovereign risk premiums, reflected by higher levels
of public debt that in the wake of the pandemic are likely to persist on the forecast horizon, even in the context of a fiscal
adjustment. At the same time, the projection accounts for the shortterm effects on private domestic demand from a fiscal
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adjustment along the lines of the one currently being proposed by the national government. This would be compatible with a
gradual recovery of private domestic demand in 2022. The size and characteristics of the fiscal adjustment that is ultimately
implemented, as well as the corresponding market response, represent another source of forecast uncertainty.

Newly available information offers evidence of the potential for significant changes to the macroeconomic scenario,
though without altering the general diagnosis described above. The most recent data on inflation, growth, fiscal policy, and
international financial conditions suggests a more dynamic economy than previously expected. However, a third wave of the
pandemic has delayed the re-opening of Colombia’s economy and brought with it a deceleration in economic activity. Detailed
descriptions of these considerations and subsequent changes to the macroeconomic forecast are presented below.

The expected annual decline in GDP (-0.3%) in the first quarter of 2021 appears to have been less pronounced than
projected in January (-4.8%). Partial closures in January to address a second wave of COVID-19 appear to have had a less
significant negative impact on the economy than previously estimated. This is reflected in figures related to mobility, energy
demand, industry and retail sales, foreign trade, commercial transactions from selected banks, and the national statistics
agency’s (DANE) economic tracking indicator (ISE). Output is now expected to have declined annually in the first quarter by
0.3%. Private consumption likely continued to recover, registering levels somewhat above those from the previous year, while
public consumption likely increased significantly. While a recovery in investment in both housing and in other buildings and
structures is expected, overall investment levels in this case likely continued to be low, and gross fixed capital formation is
expected to continue to show significant annual declines. Imports likely recovered to again outpace exports, though both are
expected to register significant annual declines.

Economic activity that outpaced projections, an increase in oil prices and other export products, and an expected
increase in public spending this year account for the upward revision to the 2021 growth forecast (from 4.6% with a
range between 2% and 6% in January, to 6.0% with a range between 3% and 7% in April). As a result, the output gap is
expected to be smaller and to tighten more rapidly than projected in the previous report, though it is still expected to
remain in negative territory on the forecast horizon. Wide forecast intervals reflect the fact that the future evolution of
the COVID-19 pandemic remains a significant source of uncertainty on these projections. The delay in the recovery of
economic activity as a result of the resurgence of COVID-19 in the first quarter appears to have been less significant than
projected in the January report. The central forecast scenario expects this improved performance to continue in 2021 alongside
increased consumer and business confidence. Low real interest rates and an active credit supply would also support this
dynamic, and the overall conditions would be expected to spur a recovery in consumption and investment. Increased growth in
public spending and public works based on the national government’s spending plan (Plan Financiero del Gobierno) are other
factors to consider. Additionally, an expected recovery in global demand and higher projected prices for oil and coffee would
further contribute to improved external revenues and would favor investment, in particular in the oil sector. Given the above, the
technical staff's 2021 growth forecast has been revised upward from 4.6% in January (range from 2% to 6%) to 6.0% in April
(range from 3% to 7%). These projections account for the potential for the third wave of COVID-19 to have a larger and more
persistent effect on the economy than the previous wave, while also supposing that there will not be any additional significant
waves of the pandemic and that mobility restrictions will be relaxed as a result. Economic growth in 2022 is expected to be 3%,
with a range between 1% and 5%. This figure would be lower than projected in the January report (3.6% with a range between
2% and 6%), due to a higher base of comparison given the upward revision to expected GDP in 2021. This forecast also takes
into account the likely effects on private demand of a fiscal adjustment of the size currently being proposed by the national
government, and which would come into effect in 2022. Excess in productive capacity is now expected to be lower than
estimated in January but continues to be significant and affected by high levels of uncertainty, as reflected in the wide forecast
intervals. The possibility of new waves of the virus (of uncertain intensity and duration) represents a significant downward risk to
projected GDP growth, and is signaled by the lower limits of the ranges provided in this report.

Inflation (1.51%) and inflation excluding food and regulated items (0.94%) declined in March compared to December,
continuing below the 3% target. The decline in inflation in this period was below projections, explained in large part by
unanticipated increases in the costs of certain foods (3.92%) and regulated items (1.52%). An increase in international food and
shipping prices, increased foreign demand for beef, and specific upward pressures on perishable food supplies appear to
explain a lower-than-expected deceleration in the consumer price index (CPI) for foods. An unexpected increase in regulated
items prices came amid unanticipated increases in international fuel prices, on some utilities rates, and for regulated education
prices. The decline in annual inflation excluding food and regulated items between December and March was in line with
projections from January, though this included downward pressure from a significant reduction in telecommunications rates due
to the imminent entry of a new operator. When controlling for the effects of this relative price change, inflation excluding food and
regulated items exceeds levels forecast in the previous report. Within this indicator of core inflation, the CPI for goods (1.05%)
accelerated due to a reversion of the effects of the VAT-free day in November, which was largely accounted for in February, and
possibly by the transmission of a recent depreciation of the peso on domestic prices for certain items (electric and household
appliances). For their part, services prices decelerated and showed the lowest rate of annual growth (0.89%) among the large
consumer baskets in the CPI. Within the services basket, the annual change in rental prices continued to decline, while those
services that continue to experience the most significant restrictions on returning to normal operations (tourism, cinemas,
nightlife, etc.) continued to register significant price declines. As previously mentioned, telephone rates also fell significantly due
to increased competition in the market.

Total inflation is expected to continue to be affected by ample excesses in productive capacity for the remainder of



2021 and 2022, though less so than projected in January. As a result, convergence to the inflation target is now
expected to be somewhat faster than estimated in the previous report, assuming the absence of significant additional
outbreaks of COVID-19. The technical staff’s year-end inflation projections for 2021 and 2022 have increased, suggesting
figures around 3% due largely to variation in food and regulated items prices. The projection for inflation excluding food and
regulated items also increased, but remains below 3%. Price relief measures on indirect taxes implemented in 2020 are
expected to lapse in the second quarter of 2021, generating a one-off effect on prices and temporarily affecting inflation
excluding food and regulated items. However, indexation to low levels of past inflation, weak demand, and ample excess
productive capacity are expected to keep core inflation below the target, near 2.3% at the end of 2021 (previously 2.1%). The
reversion in 2021 of the effects of some price relief measures on utility rates from 2020 should lead to an increase in the CPI for
regulated items in the second half of this year. Annual price changes are now expected to be higher than estimated in the
January report due to an increased expected path for fuel prices and unanticipated increases in regulated education prices. The
projection for the CPI for foods has increased compared to the previous report, taking into account certain factors that were not
anticipated in January (a less favorable agricultural cycle, increased pressure from international prices, and transport costs).
Given the above, year-end annual inflation for 2021 and 2022 is now expected to be 3% and 2.8%, respectively, which would be
above projections from January (2.3% and 2,7%). For its part, expected inflation based on analyst surveys suggests year-end
inflation in 2021 and 2022 of 2.8% and 3.1%, respectively. There remains significant uncertainty surrounding the inflation
forecasts included in this report due to several factors: 1) the evolution of the pandemic; 2) the difficulty in evaluating the size
and persistence of excess productive capacity; 3) the timing and manner in which price relief measures will lapse; and 4) the
future behavior of food prices.

Projected 2021 growth in foreign demand (4.4% to 5.2%) and the supposed average oil price (USD 53 to USD 61 per
Brent benchmark barrel) were both revised upward. An increase in long-term international interest rates has been
reflected in a depreciation of the peso and could result in relatively tighter external financial conditions for emerging
market economies, including Colombia. Average growth among Colombia’s trade partners was greater than expected in the
fourth quarter of 2020. This, together with a sizable fiscal stimulus approved in the United States and the onset of a massive
global vaccination campaign, largely explains the projected increase in foreign demand growth in 2021. The resilience of the
goods market in the face of global crisis and an expected normalization in international trade are additional factors. These
considerations and the expected continuation of a gradual reduction of mobility restrictions abroad suggest that Colombia’s trade
partners could grow on average by 5.2% in 2021 and around 3.4% in 2022. The improved prospects for global economic growth
have led to an increase in current and expected oil prices. Production interruptions due to a heavy winter, reduced inventories,
and increased supply restrictions instituted by producing countries have also contributed to the increase. Meanwhile, market
forecasts and recent Federal Reserve pronouncements suggest that the benchmark interest rate in the U.S. will remain stable
for the next two years. Nevertheless, a significant increase in public spending in the country has fostered expectations for
greater growth and inflation, as well as increased uncertainty over the moment in which a normalization of monetary policy might
begin. This has been reflected in an increase in long-term interest rates. In this context, emerging market economies in the
region, including Colombia, have registered increases in sovereign risk premiums and long-term domestic interest rates, and a
depreciation of local currencies against the dollar. Recent outbreaks of COVID-19 in several of these economies; limits on
vaccine supply and the slow pace of immunization campaigns in some countries; a significant increase in public debt; and
tensions between the United States and China, among other factors, all add to a high level of uncertainty surrounding interest
rate spreads, external financing conditions, and the future performance of risk premiums. The impact that this environment could
have on the exchange rate and on domestic financing conditions represent risks to the macroeconomic and monetary policy
forecasts.

Domestic financial conditions continue to favor recovery in economic activity. The transmission of reductions to the
policy interest rate on credit rates has been significant. The banking portfolio continues to recover amid circumstances that
have affected both the supply and demand for loans, and in which some credit risks have materialized. Preferential and ordinary
commercial interest rates have fallen to a similar degree as the benchmark interest rate. As is generally the case, this
transmission has come at a slower pace for consumer credit rates, and has been further delayed in the case of mortgage rates.
Commercial credit levels stabilized above pre-pandemic levels in March, following an increase resulting from significant liquidity
requirements for businesses in the second quarter of 2020. The consumer credit portfolio continued to recover and has now
surpassed February 2020 levels, though overall growth in the portfolio remains low. At the same time, portfolio projections and
default indicators have increased, and credit establishment earnings have come down. Despite this, credit disbursements
continue to recover and solvency indicators remain well above regulatory minimums.

1.2 Monetary policy decision
In its meetings in March and April the BDBR left the benchmark interest rate unchanged at 1.75%.
Boxes

e Box 1 - The Transmission of Changes in the Monetary Policy Interest Rate (MPR) to CreditInstitutions’ Interest Rates (Cl)

Isleny Carranza, Deicy Cristiano Botia, Eliana Gonzéalez and Carlos Huertas
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o Box 2 - Analysis of Macroeconomic Expectations implicit in Financial Market Instruments

Hernando Vargas, Alexander Guarin, Anderson Grajales-Olarte and Jonathan Mufoz
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