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Colombia—MPR Shows Complicated Balance in High
Inflation vs Weakening Economy

e The monetary policy report showed a complicated balance between still upside
risks on inflation and an economic downturn.

On Monday, the central bank staff released the Monetary Policy Report (MPR), updating
their assessment of the current macroeconomic scenario and the balance of risks for the
monetary policy horizon.

Regarding the international backdrop, the staff highlighted that inflation pressures had
eased. However, inflation is expected to remain above central banks’ targets, resulting in
an upward revision to the staff’s international rates forecasts. On the other hand, staff
remarked that global financial conditions have improved, contributing to a reduction in
Colombia’s risk premium—though they also said uncertainty remains high.

As for the domestic picture, higher-than-expected inflation by the end of 2022 saw staff
revise their inflation forecast path higher. They now expect inflation to close 2023 at 8.7%
and between 3.5% and 3.8% at end-2024 (chart 1). On the activity front, Colombia’s GDP
expansion in 2022 was revised from 7.9% to 8.0%. However, the outlook for 2023 is more
pessimistic, as the latest MPR projects 0.2% growth vs the previous expectation of 0.50%.
The negative revision reflects the effect of tighter financial conditions, which are expected
to significantly mute domestic demand. With this weaker growth profile, the output gap
should have closed by end-2023 (chart 2). BanRep’s staff reiterated that uncertainty is
very high, however, risks are tilted to the upside on inflation and to the downside in
economic activity.

All'in all, BanRep said that the monetary policy rate path to achieve the inflation target by
the end of 2024 is on average higher than currently expected by the economist
consensus, which points to a monetary policy rate reaching 13%, and closing 2023 around
10.5%. This highlights that the staff recommendation is probably more hawkishly tilted
than what was finally delivered by the board in last Friday’s announcement.

Our take on the Monetary Policy Report is that the central bank staff is more willing to
recommend higher rates that would produce a strong economic deceleration—resulting
in a faster convergence of inflation towards target. However, we feel that the staff’s
projection of a strong deceleration is one key piece of information that prevented the
board from being more aggressive with its rate hike last week.
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Projections*
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*Monetary Policy Reports (Jul 22-Oct 2022)
Sources: Scotiabank Economics, BanRep.

*Monetary Policy Reports (Oct 21-Jul 22)
Sources: Scotiabank Economics, BanRep.
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In any case, Governor Villar said explicitly that the board is in a data-dependent mode and that cChart3

they leave the door open to further rate hikes, if needed. We expect a final move of 25bps in

Colombia: BanRep Staff's Real Rate
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The expected inflation path was revised significantly to the upside. The staff stressed that Sources: Scotiabank Economics, BanRep.
the FX depreciation and indexation effects led to the upward revision. By the end of 2023, inflation is expected at 8.71%. However, it is
worth noting that the staff expects inflation to peak in Q1-2023 due to the high statistical base effects of food inflation. By the end of
2024, inflation is expected to close a 3.5%, within the 2-4% target range, which is compatible with the reduction of the positive output
gap. We affirm our expectation of a peak in inflation in Q1-2023, and our inflation forecast of 8.8% by the end of 2023; however, we
believe that indexation effects will make it difficult for inflation to reach the target by the end of 2024 and our projection points to

5.03% inflation in December 2024.

Economic activity: BanRep staff anticipate GDP growth of 8.0% for 2022 (slightly above the previous forecast of 7.9%). The staff
highlighted that Colombia started a phase of slower economic growth. Consumption is expected to increase mildly in Q4-2022, which
signals a reduction in savings. On a negative note, imports suggest weaker investment activity. That said, in parallel with moderating
activity, a reduction in the external deficit is also expected. Ahead of 2023, the staff projects a 0.2% expansion amid high financing
costs in the context of a global slowdown. Private demand is expected to continue moderating domestically, while investment will also
lose momentum. In 2024, growth is expected to accelerate to a 1% expansion, which is still very low compared to the long-term growth
rate of ~3-3.5%.

The 2022 current account deficit is estimated at 6.3% of GDP (higher than the previous estimate of 5.7% of GDP), but is expected to
narrow to 3.9% of GDP in 2023 because of a strong economic deceleration which would be reflected in lower imports. The main risk for
this scenario is lower than expected commodity prices. Still, BanRep’s staff said that Colombia would maintain enough access to
international finance.

Allin all, the staff estimate that the economy shows a positive output gap, which would become negative in 2023. However, as the
inflation gap will still be high, there is room for taking the rate to a more contractive stance and maintaining this for a longer time.

Key points about the press conference (Wednesday, February 1)

During the press conference on Wednesday, February 1, BanRep’s Chief Economist, Hernando Vargas, said that downside revision in
the GDP growth expectation for 2023 involves: statistical base effect as in 2022 GDP growth was revised to the upside, further
moderation in the private consumption and investments, and a more challenging economic environment. Additionally, despite the
MPR, they said that risks are tilted to the downside; in the press conference, he also recognized that estimations about the output gap
have shown by the time that excess of capacities has not been as high as previously estimated.

Chief Econ Vargas also said that although a GDP expansion of 0.2% in 2023 could imply some q/q GDP contractions it should not be
qualified as a recession. Instead, it should be considered as a healthy deceleration in which households are reducing their financial
burden, maintaining still a high level of economic activity.

During the press conference, Chief Vargas also said that the household savings had decreased significantly in the previous year, while
the financial burden was high. That said, he highlighted is contributing to incentivizing a deleveraging in the economy. He also
remarked that the financial system is robust and has strong liquidity and solvency indicators.
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« Regarding inflation, Chief Vargas said that inflation projection in the policy horizon (for 2024 at 3.5%) assumes that inflation above the
target is not altering the credibility of the inflation target or the degree of indexation in prices. Our interpretation of this line is that
probably the staff is assuming weaker indexation effects in the medium term, which poses a significant upside risk in the staff’s
projection. Either way, as inflation is reaching a ceiling, we don’t think this potential upside risk to conduct to a higher terminal rate.
Instead, it would lead to a long period of stability with higher rates.
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