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Economic program. The authorities’ program for 2003-04 seeks to reduce the economy’s
vulnerability and promote faster economic growth. Key policies include raising the public
sector’s primary surplus to reduce the public debt, which reached 58 percent of GDP at end-
2002, and structural reforms focused on strengthening medium-term fiscal sustainability and
improving financial supervision, thereby creating conditions for sustained growth.

Stand-By Arrangement. A two-year arrangement was approved on January 15, 2003 in the
amount of SDR 1,548 million (100 percent of quota on an annual basis). The first review was
completed in June 2003. Colombia has no outstanding credit from the Fund (Appendix I).

Performance under the program has been strong. All quantitative performance criteria
and all structural reforms through September were met. The submission of the revised budget
code (a structural performance criterion for end-October) has been delayed until end-2003.
The public expenditure freeze and pension reform proposed in the national referendum have
not been approved, and the authorities have developed alternative fiscal measures.

Discussions. A staff team visited Bogot4d duning November 4-14, 2003 and held many
meetings, including with Mr. Alberto Carrasquitla {minister of finance), Mr. Miguel Urrutia
(the general manager of the Banco de la Repiblica), the Board of Directors of the Banco de
la Repiiblica, and Mr. Santiago Montenegro {(director of the national planning department).
The staff team compnised R. Rennhack (Head), B. Fritz-Krockow, A. Espejo, H. Hirschhofer
(all WHD) and . Wiegand (PDR). R. Steiner (OED) attended all meetings.

Letter of Intent. In the attached letter, the authorities are requesting: (i) the completion of
the second review, on the basis of the policies proposed; (ii) a waiver for the nonobservance
of the structural performance criterion; and (iii) a waiver of the applicability of the
performance criteria for end-December 2003. The staff supports the authorities’ requests.
Upon completion of this review, Colombia could draw a total SDR 774 million, although the
authorities will continue to treat the arrangement as precautionary.
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EXECUTIVE SUMMARY

Economic performance in 2003 is likely to be favorable. Real economic growth is
expected to reach almost 3 percent, while inflation is likely to fall to 6.2 percent, virtually in
line with the program target of 5.9 percent. The external current account deficit is projected
to reach 2.2 percent of GDP, somewhat less than anticipated in the program.

Economic policies for the year are broadly on track. Fiscal policy through September was
in line with the program and, in late October, President Uribe announced measures to keep
fiscal policy under control following the unfavorable outcome of the national referendum,
which included an expenditure freeze and pension reform. The central bank took steps to
contain inflationary pressures early in the year. All but one of the structural reforms has
proceeded as scheduled. However, the submission of the revised budget code to Congress (a
structural performance criterion for end-October) was delayed to December 16, 2003.

The authorities remain fully committed to preserving the program’s macroeconomic
framework. The program anticipates a continued improvement in economic performance,
with a pick up in growth and a continued decline in inflation. The external current account
deficit is projected to rise moderately, and net international reserves will hold steady.

The program proposes a slight increase in the fiscal deficit targets to 2.8 percent of
GDP in 2003 and 2.5 percent of GDP in 2004. These targets are designed to keep fiscal
policy on a sustainable path, as the primary surplus of the nonfinancial public sector would
improve significantly from 0.4 percent of GDP in 2002 to 2.4 percent of GDP in 2004.

Monetary policy will target a decline in inflation to 5 percent in 2004, The financial
program provides room to prepay a limited amount of the government’s external debt.

The planned structural reforms will proceed as envisaged. In addition, the program
incorporates a new timetable for reforming the budget code as well as a new 1nitiative to
begin to strengthen the system of fiscal decentralization and additional steps on pension
reform.

Risks to the program remain significant. President Uribe now faces a different political
landscape and will need to devote significant etfort to maintain a political consensus {or the
program. The constitutional court may play a more activist role in economic policy. The
security situation remains fragile. The external environment poses some risk as international
interest rates might rise in the near future.

The staff supports the authorities’ request to complete the second review. It also
supports their requests for a waiver of the nonobservance of the structural performance
criterion and of the applicability of the performance criteria for end-December 2003.



I. DEVELOPMENTS IN 2003

1. The economic outturn for the year is likely to be very favorable:

. In the first three quarters, real GDP grew by about 3%, percent year-on-year led by
strong growth in construction, manufacturing and financial services (Figure 1}. Real
investment rose significantly, while real private consumption expanded slowly. Urban
unemployment declined to 15.4 percent in October (16.1 percent a year earlier).
Based on this outturn, the authorities raised their official growth projection for 2003
to 2.8 percent, from 2 percent in the program (Table 1).

. Inflation is expected to decline to 6.2 percent during 2003, slightly above the program
target of 5.9 percent (Table 2). Monthly inflation has fallen sharply since April,
because of falling food prices in recent months and a broadly stable currency since
early this year.

. The external current account deficit is projected to reach 2.2 percent of GDP 1n 2003,
slightly below the program target of 2.3 percent of GDP (Table 3). Exports are
expected to increase by 7 percent—in spite of the collapse of exports to Venezuela---
on the strength of higher oil and coal prices and the significant real effective
exchange rate depreciation since mid-2002. Imports are projected to grow by
8-9 percent, reflecting strong growth in capital goods imports. Net international
reserves are projected to decline by US$100 million during 2003, a somewhat better
performance than the adjusted program target.!

2. Economic policies for the year are broadly on track:

. The combined public sector (CPS) deficit through September amounted to 1.4 percent
of annual GDP, compared with the program target of 1.5 percent of GDP (Tables 4
and 5). On October 25, the vote on the national referendum took place, and none of
the proposed reforms, including the expenditure freeze and pension reform, has been

' In March-July 2003, the Banco de la Republica sold US$338 million through the options
mechanisms established in 1999. The net international reserve target is to be adjusted
downward by up to US$2 billion of foreign exchange sold through these mechanisms.



Figure 1. Colombia: Selected Indicators
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Share of income of?
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Poorest 20 percent of the population (%) 3.0
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Under-5 mortality rate (per 1,000 live births), 2001 23

Sources: Central Bank of Colombia; National Department of Statistics (DANE); JP Morgan;

and UNDP Human Development Indicators 2003.



approved, because of an insufficient voter turnout.” At end-October, President Uribe
announced alternative measures to keep fiscal policy under control.

. The Banco de 1a Repiblica raised its main refinancing interest rate by a total of 200
basis points in January and April to 7.25 percent, and—within the parameters of the
program—intervened in the foreign exchange market in March—July to contain the
expected currency depreciation, which was threatening to spillover into inflation
expectations. Since midyear, the central bank has left its policy interest rate
unchanged, in view of the slowdown in monthly inflation, the continued high
unemployment as well as the calm market reaction following the referendum. On
December 9, the central bank purchased US$100 million (about % of the daily
volume in the foreign exchange market) in the foreign exchange market, citing
concerns about the recent currency appreciation.

. Almost all structural reforms have proceeded as scheduled (Memorandum of
Economic Policies, Table 2). The Fiscal Responsibility Law was approved by
Congress in June, the decree on military pensions was issued in July, and the reform
of the public health system is underway. Moreover, the government restructured the
state petroleum and telecommunications companies—positive steps beyond the
reforms planned in the program. However, the submission of the reform of the budget
code (a structural performance criterion for October 2003) was delayed until mid-
December 2003.

. The authorities continue to strengthen financial supervision, while banking system
profitability and capital adequacy have improved further (Tables 6 and 7). However,
mortgages still account for much of the weak loan portfolio of the banking system,
and the weak banks are still under restructuring plans monitored by the bank
superintendency (Figure 2).

3. Markets have remained calm. Asset prices had shown increasing volatility in the
runup to the referendum vote. However, since late October, the currency has appreciated
moderately, while the country risk premium has remained in the range of 430 to 470 basis
points.

? Approval of each measure required a minimum of almost 6.3 total votes (25 percent of the
electorate) and a simple majority of the votes cast. All reforms received at least 80 percent of
the votes cast, but none received the minimum number of votes. Final results have been
delayed to resolve disputes over votes, but it is expected that at best only a few of the reforms
will be approved.
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11. PoLICY DISCUSSIONS

4. The authorities remain committed to preserving the program’s macreeconomic
framework. The program for 2004 anticipates a continued improvement in economic
performance, with real GDP rising by over 3 percent, inflation falling to 5% percent, and net
international reserves holding steady. The external current account deficit is projected to rise
to 2.5 percent of GDP in 2004, which is expected to be fully financed with capital inflows.

Macroeconomic Framework: Main Elements 2002-04

2003 2004
2002 Prog. Rev, Prog. Rev.

(Annual percentage change)

Real GDP 1.7 2.0 28 33 33
CPI (end of period) 7.0 5.9 6.2 5.0 5.5
(In percent of GDP)

External current account deficit (-) -2.0 -2.3 -2.2 -2.4 -2.5
NEPS primary balance 0.4 2.7 1.9 27 2.4
Combined public sector deficit (-) -3.6 -2.5 -2.8 -2.1 -2.5
Total public debt 58.4 54.9 55.6 53.5 56.2

{In billions of U.S. dollars)

Net international reserves 10.5 10.5 10.4 10.8 104

A. Fiscal Policy

5. The program proposes a slight increase in program targets for the CPS deficit to
2.8 percent of GDP in 2003 and 2.5 percent of GDP in 2004. These targets wouid still
keep fiscal policy on a sustainable path, as the primary surplus of the nonfinancial public
sector would improve from 0.4 percent of GDP in 2002 to 2.4 percent of GDP in 2004,
Moreover, in line with the recently approved Fiscal Responsibility Law, the government
intends to announce by June 2004 that the primary surplus would rise to 3 percent of GDP in
2005, which is consistent with reducing public debt to 40-45 percent of GDP by 2010.
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6. For 2003, the authorities will reach the proposed fiscal target by controlling
expenditure. The rejection of the expenditure

freeze proposed in the referendum would have Fiscal Adjustrment in 2003

raised the CPS deficit to 3.2 percent of GDP in {In percent of GDP)

the absence of corrective measures.” After the

.. CPS deficit wio measures 3.2

referendum vote, the authorities scaled back
lanned increases in spending on man Program target 25
p p & Y Effect of referendum 0.7

investment projects, yielding expenditure
savings of 0.4 percent of GDP. The authorities  |Expenditure culs 04
had a contingency plan to issue a decree to
freeze government wages above a certain
threshold {(about US$45C a month), which would have lowered the wage bill by 0.3 percent
of GDP. However, in early November the constitutional court ruled that public wages had to
rise by at least half the rate of inflation, making it impossible to carry out this contingency
measure, and it was not possible to keep the CPS deficit in line with the original program
target.

Revised target 28

7. For 2004, the authorities intend to reduce the CPS deficit further through both
revenue and expenditure measures.

Fiscal adjustment in 2004

. Without corrective measures, the CPS deficit (In percent of GDP)
would have reached 3.7 percent of GDP in CPS deficit w/o measures 37
2004. The approved 2004 budget included Original program target 2.4
additional military spending and costs of Structural reform costs, 0.4

restructuring two public enterprises and the higher military spending

. . Effect of referendum 1.2
public health service, Also, the outcome of . - o5
the referendum would have raised current ax package :
spending further. Expenditure 0.7
Revised program target 2.5
o In December 2003, Congress approved a tax package designed to raise revenues by

0.5 percent of GDP in 2004, The government had proposed to increase tax revenues
by 0.7 percent of GDP by raising VAT and income tax revenues, which were
intended to encourage savings and investment. However, congress wanted a more
progressive tax package and rejected any increase in the VAT, After a lengthy debate,
a compromise was approved that is expected to yield 0.5 percent of GDP of
additional revenues. The measures include:

3 The 2003 budget included a temporary expenditure freeze on most current primary
spending. Following the referendum result, this temporary freeze was lifted retroactively to
the beginning of 2003.
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» Keeping the top income tax rate at 38.5 percent,” with a credit for 30 percent of
reinvested profits.

»  Maintaining a tax of 0.3 percent on individual net worth above a certain
threshold.’

» Increasing the financial transactions tax rate from 0.3 percent to 0.4 percent.

» Avoiding any change in the tax rates or base of VAT revenues, However,
congress accepted the government’s proposal to introduce a rebate of
2 percentage points for credit and debit card transactions and to lower withholding
of these tax payments, which will slightly lower VAT collections.

» Improving tax administration by enhancing the government’s power to settle
disputes and raising penalties for tax evasion.

» The staff encouraged the authorities to limit the loopholes (the credit for
reinvested profits and the VAT rebate), as these would erode revenues over time.

» The authorities announced that they will trim expenditure by 0.7 percent of GDP by
curtailing public investment (0.4 percent of GDP} and redirecting some the transfers
to territorial entities to build up their pension funds (0.3 percent of GDP).

8. With these fiscal targets, public debt is expected to decline to 56 percent of GDP
by end-2004. The authorities are planning to secure net external financing of 1.6 percent of
GDP in 2004, reflecting disbursements of US$1.2 billion from multilateral lenders as well as
US$1.2 billion of international bond issues. In 2004 the authoritics want to rely on external
funding to limit the possibility for crowding out, especially in the first half of the year.
However, over the medium term they intend to increase the share of domestic debt to

60 percent of total debt by 2010 to reduce the effect of exchange rate and international
interest rate risks on the value of public debt.

B. Monetary and Exchange Rate Policy

9. Monetary policy will continue to be conducted within the inflation targeting
framework. The Banco de 1a Repiiblica‘s inflation target for 2004 of 5 % percent takes into

* The 2002 tax reform raised the top income tax rate to this level for one year.
3 In August 2002, Congress approved a one-time net worth tax for 2003.

% The 2004 budget approved by Congress in Qctober includes estimated revenues of
0.4 percent of GDP arising from a one-time tax amnesty. The program projections exclude
these potential revenues and their related spending.
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account the effect of the elimination of gasoline subsidies and higher prices for public
services. The Bank also announced that it would lower inflation to a range of 3% to

5% percent in 2005. The authorities reiterated their commitment to take the necessary policy
actions to reach the inflation target, and noted that—with the decline in inflation in recent
months-—the Banco de la Republica’s main refinancing rate has become positive in real
terms. They agreed that price pressures might become more prominent over the next year or
two, as the gap between actual and potential output is expected to narrow considerably.’

10. The staff noted that the public discussion of inflation focused largely on recent
economic trends, making it more difficult to take policy decisions based on the outlook
for inflation. The staff suggested that the central bank consider sharing more information
about its own inflation mode! with the public, which could help shift the discussions towards
the outlook for inflationary pressures.

11. The program holds net international reserves steady in 2004, The authonties
proposed a limited use of reserves to prepay some of the government’s external debt, in order
to lower the government’s net interest costs, As aresuli, it was agreed that the interest
accumulated on international reserves (about US$300 million a year) could be available for
this purpose. With this revised target, net international reserves would remain at

110120 percent of short-term debt on a remaining maturity basis. The mission cautioned
that more significant declines in net international reserves would most likely drive up the
country risk premium and offset any potential benefits of prepaying external debt.

12.  The staff raised concerns about political pressures on the Banco de la Repiblica.
The government had publicly urged the central bank to take several actions, including most
recently the proposal fo use international reserves. The mission noted that, while the current
legal framework provided for central bank independence, this pressure limited the central
bank’s scope to make decisions independently. The authorities observed that the current legal
framework allowed the government and the central bank to maintain a close coordination,
which had helped to implement a monetary policy under which the country reduced inflation
while growth recovered.

C. Financial Sector

13.  The authorities are continuing to strengthen financial supervision. The draft
budget code submitted to Congress in December contains a provision to give full budgetary
autonomy to the financial superintendency. The implementation of the risk classification and
loan provisioning in line with the Basle II accord is proceeding gradually. Banks are
currently submitting their internal risk control systems for assessment to the superintendency,

" In its June 2003 inflation report, the Banco de la Republica projected that the output gap
would fall to 1 percent in 2004.
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and m 2004, the new models and regulatory provisions will be applied on a test basis.
Beginning 2005, selected banks will be allowed fo use the new approach.

14.  The government’s ownership stake in two intervened banks—Bancafé and
Granahorrar—is being scaled back. Private investors are currently bidding for 55 percent
of the capital of Bancafé, and the sale is most likely to be completed in early January 2004.
The government plans to sell its remaining ownership stake in Bancafé to employees and
other investors during 2004. The financial restructuring agency is reviewing the options for
restructuring Granahorrar, with a view to bringing it to the point of sale by September 2004,
as envisaged in the program.

15. Several mortgage banks continune to experience difficulties. The authorities
continue to monitor the weak institutions through restructuring plans. An FSAP follow-up
mission is scheduled to visit Bogota in 2004, and will review the adequacy of this approach.

D. External Sector Outlook

16. In 2004, the external current account deficit is projected to widen, as the trade
balance moves into a small deficit. Exports are projected to rise moderately, as strong
growth in nontraditional exports more than compensates for the effect of falling petroleum
exports. Imports are projected to grow by broadly in line with the economy. With regard to
capital inflows, net public sector borrowing is expected to reach about 1% percent of GDP,
while net inflows to the private sector would amount to about %4 percent of GDP. Total
external debt is projected to remain slightly below 50 percent of GDP.

17. The outlook for growth and sustainability over the medium term remains
favorable (Table 8). In the basecline scenario, real growth is expected to rise moderately,
while annual inflation declines to 3 percent. Interest rates are assumed to average about

6 percent in real terms, in line with international interest rates adjusted for currency
depreciation and a country nisk premium of about 450500 basis points. The primary surplus
of the nonfinancial public sector would need to range from 3 to 3 percent of GDP to reduce
public debt to less than 45 percent of GDP by 2010. With this fiscal policy stance, the
external current account deficit would rise to over 3 percent of GDP in 200607, as oil
exports decline, and then improve to less than 2 percent of GDP, as new oil exports come on
stream. Total external debt would decline from about 50 percent of GDP in 2004 to around
40 percent of GDP by 2010.

18. This medium-term debt profile remains sensitive to the effect of different
assumptions. Currency fluctuations have a significant impact on both public and external
debt. A hypothetical 30 percent real exchange rate depreciation would raise public debt to
62 percent of GDP and external debt to 52 percent of GDP by 2010 (Tables 9 and 10). If
interest rates were to rise by 300400 basis points in 2003-04 compared to the baseline,
public debt would rise to 57 percent of GDP.
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19. Colombia would be able to repay the Fund, if all the purchases were made under
the arrangement. Fund credit would peak at only 3 percent of GDP in 2004. Debt service
would peak at 5.5 percent of exports of goods and nonfactor services in 2007 (Table 11).

20.  The authorities are proposing to accept the obligations of Article VIII. A
bilateral payments agreements with China was phased out in mid-2003 and the tax on inward
remittances was eliminated in December 2003. Consistently with Colombia’s obligations
under the WTQ, the subsidies under the export rebate system have been eliminated, although
the enabling legislation remains in place. The government intends to remove the tax on
outward remittances by 2005. It is undertaking conversations with Fund staff to identify
whether the foreign exchange regime for hydrocarbons exporters gives rise to an exchange
restriction.

E. Structural Issues

21.  The planned structural reforms—other than reforming the budget code—will
proceed as envisaged, in order to lay the basis for sustained economic growth. In
particular, efforts will continue to strengthen the financial position of the public health
system and to modernize the public sector.

22. The program incorporates a new timetable for reforming the budget code, which
was to be approved by Congress by end-2003. The revised code will scale back provisions
for revenue earmarking, limit the government’s ability to approve budgetary commitments
for future years, and restrict spending from commitments made in previous years. The
authorities have agreed to secure congressional approval of the revised budget code during
2004 as a condition for completing the fourth review under the program. The 2005 budget
will include a presentation of spending according to a standard international classification
system—which is one element of the budget code reform designed to improve the evaluation
of expenditure. This measure will be a structural performance criterion for July 2004.

23.  The program includes steps to develop a plan to strengthen Colombia’s system
of fiscal decentralization. Currently, the central government shares revenues with territorial
entities but the allocation of respensibility for expenditures is unclear, leading to a
duplication of spending in several areas. With an input from FAD technical assistance, an
interagency committee (CONPES) will develop a strategy by September 2004 for improving
the current system.

24, The authorities also intend to take additional steps on pension reform. By March
2004, they plan to propose a constitutional reform to congress that will scale back the
generous benefits of the special pension regimes.” They also intend to recover in 2004

¥ A separate paper will be circulated to the Board for approval on a lapse-of-time basis of the
authorities’ request to accept the obligations of Article VIIL

? The referendum included a measure to eliminate all special pension regimes by 2008.
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pension contributions that some workers had transferred to private pension funds before they
were permitted under the law.

25.  The program also includes a plan to prepare monthly data on the position of the
nonfinancial public sector. Currently this information is available only quarterly and with a
long delay, which hampers the government’s ability to monitor the stance of fiscal policy.

1. PROGRAM MONITORING

26.  All performance criteria and structural benchmarks through end-September 2003
have been observed. Access under the arrangement remains appropriate (Table 12). Upon
completion of this review, an amount of SDR 96.7 miilion will be made available, and the
authorities would be eligible for a cumulative purchase of SDR 774 million under the
arrangement (Table 13).

27. Program conditionality is being amended at this review as follows:

* The target for the CPS deficit in 2003 is being raised to 2.8 percent of GDP, from
2.5 percent of GDP.

. The indicative targets for December 2003 for inflation, net international reserves, net
disbursements of short-term external debt and of medium- and long-term external
debt by the public sector are being converted into performance criteria.

. Performance criteria for March 2004 and June 2004 and indicative targets for
September and December 2004 are being established for the CPS deficit, inflation,
net international reserves, and net disbursements of short-term external debt and of

~ medium- and long-term external debt of the public sector.

. The third review under the arrangement is to be completed by May 2004. This review
will ensure that policies remain consistent with achieving the program’s objectives
and will set performance criteria for September and December 2004. The timing of
the review will also allow for a discussion of the fiscal outlook for 2005.

. The fourth review under the arrangement is to be completed by November 2004,
Congressional approval of the revised budget code is a condition for the completion
of this review,

. The authorities are requesting a waiver of the nonobservance of structural
performance criterion for the submission of the revised budget code to Congress,
which was to be completed by end-October 2003 and was submitted to Congress on
December 16, 2003.

. The authorities are also requesting a waiver of the applicability of the performance
criteria for end-December 2003, because the information for this test date will not be
available at the time of the Board discussion.
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. The amounts of purchases and the availability dates for the remaining purchases
under the SBA are proposed to stay the same, with a slight modification of the
condition for purchase related to the performance criteria for June 2004.

28. Risks to the program remain significant. President Uribe continues to enjoy
approval ratings of 70-80 percent, even after the vote on the referendum. Since late October,
however, the major political parties have presented more challenges to the government’s
legislattve proposals, and President Uribe will probably have to show more flexibility to gain
political support for his initiatives, especially with regard to fiscal policy. Also, based on
recent experience, the constitutional court could reverse some of the government’s economic
policies. The sccurity situation is perceived to be improving, but remains fragile. A further
deterioration in Venezuela would probably have little additional economic effects on
Colombia, as most of the effects have already occurred. The external environment poses
some risk, as monetary policy in the United States could tighten or Colombia’s risk premium
could widen if fiscal policy weakens.

IV. STAFF APPRAISAL

29.  In 2003, the authorities’ program made good progress towards creating the
conditions for faster sustained growth over the medium term. The implementation of
strong economic policies helped strengthen confidence and restore access to international
capital markets. In turn, this contributed to a pick up in real economic growth, a decline in
inflation, and a stronger external position.

30. Economic policies for 2004 aim to preserve the program’s macroeconomic
framework. Real economic growth is expected to rise further, inflation is targeted to remain
on a downward trend, and the external position is projected to remain comfortable. The calm
market reaction since late October reflects in part confidence in the authorities’ commitment
to strong economic policies.

31.  Fiscal policy is expected to stay on a sustainable path. The revised fiscal target for
2004, as well as the anthorities’ intentions for 2005, show that fiscal policy is being directed
towards reducing public debt significantly by 2010. The fiscal target for 2004 is to be
achieved through expenditure restraint, as well as the revenue strengthening approved by
Congress in December 2003, Nonetheless, there are some concerns about the tax package
approved by congress. It is particularly unfortunate that the package resorts to an increase in
the financial transactions tax, which is a distortion that can limit the development of financial
markets. Moreover, the credit for a share of reinvested profits and the VAT rebate will
complicate tax administration and could erode the revenue base over time. Having said this,
the revenue effort is a welcome step towards improving the country’s fiscal position. In the
coming year, the staff urges that the authorities consider measures that broaden and simplify
many of the existing taxes, with a view to achieving a more durable strengthening of
revenue, and the staff will be prepared to extend further technical assistance toward this end.
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32.  The central bank has been successful in achieving its inflation target. It is
committed to taking the actions necessary to meet its targets for further declines in inflation
in 2004 and beyond. However, looking ahead, it is likely to face challenges in reaching these
targets, as demand pressures may become more prominent. The central bank’s foreign
exchange intervention during 2003 helped preserve stability without resisting market trends,
and as a result, export competitiveness benefited from the sizable real depreciation since mid-
2002. Continued exchange rate flexibility is essential to allow the economy to adjust to shifts
in world markets.

33.  The proposed target for net international reserves will maintain an adequate
reserve cushion. Tt will also facilitate the prepayment of some of the government’s external
debt. Nonetheless, it will be important to resist pressures for larger debt prepayments
financed with reserves. The best way to limit the public sector’s net interest payments is to
maintain strong fiscal and monetary policies, which keep interest rates and public debt low.

34,  The health of the financial system continues to improve. Granting budgetary
autonomy to the financial superintendency is an important step forward. The adoption of new
risk classification and loan provisioning standards in line with Basle II may prove
advantageous, but a cautious transition to the new system is warranted. It will be important to
complete the process of selling the government’s ownership in the two intervened banks and
to closely monitor the mortgage bank still experiencing difficulties.

35.  The prospects for sustained growth over the medium term remain favorable,
provided the authorities maintain a strong fiscal policy and advance structural reforms.
In particular, three reforms—the revision of the budget code, rationalizing the system of
fiscal decentralization, and strengthening the pension system—are essential to moderate the
growth of public expenditure and achieve fiscal sustainability. A new budget code will allow
for a more transparent and effective management of expenditure, and it will be important to
approve this reform during 2004. A better system of fiscal decentralization can remove
unnecessary revenue transfers and avoid duplication in spending by different levels of
government. Further pension reform will keep net pension costs under control. With a strong
fiscal policy, the external position will remain comfortable, with manageable current account
deficits and continued access to international capital markets. If economic policies weaken,
confidence can reverse quickly, harming the country’s growth prospects.

36. The staff welcomes the authorities’ proposal to accept the obligations of

Article VIIL During 2003, they have eliminated two exchange restrictions, and the export
rebate system has been consistent with Article VIII and Colombia’s obligations to the WTO.
The authorities plan to remove the tax on outward remittances in the next few years and are
discussing with Fund staff whether the regime for hydrocarbons exporters gives rise te an
exchange restriction.

37.  The staff supports the authorities’ request for the completion of the second
review, While the risks to the program remain significant, the authorities have reiterated their
firm commitment to achieving the objectives of the program in 2004. In particular, the CPS
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deficit will continue to decline in relation to GDP, even following the outcome of the
referendum. The staff supports the authorities’ request for a waiver of the nonobservance of
the structural performance criterion, which was completed with a brief delay, and their
request for a waiver of the applicability of the performance criteria for end-December 2003,
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Table 1. Colombia: Selected Economic and Financial Indicators

2003 2004
1999 2000 2001 2002 Prog. Proj. Prog. Proj.
(Percentage changes, unless otherwise indicated)

MNatienal income and prices
Real GDP 4.2 29 1.4 1.7 2.0 2.8 33 33
GDP deflator 2.6 121 6.0 6.3 74 76 50 5.7
Consumer prices (average) 10.9 92 80 6.3 6.9 70 53 3.7
Consumer prices (end of period) 92 8.7 76 70 5.9 62 5.0 55
External sector {on the hasis of U.S. dollars)
Exports {f.o.b.) 4.9 13.2 -6.1 -3.8 -1.4 6.8 49 3.9
Imports (fo.b.) -26.3 81 10.6 -1.6 -0.9 8.4 47 7.1
Export volume 1.4 1.2 1.4 -54 -5.6 2.1 80 4.9
import volume <22.4 1.7 12.4 -1.6 -5.9 12 -1.3 2.6
Terms of trade (deterioration -} 838 11.5 -6.0 1.8 -0.9 1.9 -8.4 -5.2
Real effective exchange rate (depreciation -) -6.4 1.4 24 -13.9
Central administration
Revenue 8.1 257 208 10.1 148 12.8 4.1 9.3
Expenditure 1/ 20.0 11.9 16.7 12.6 34 8.5 2.0 7.9
Money and credit 2/
Broad money 84 1.2 5.8 5.2 74 9.3 7.0 10.2
Credit to the private sector 3/ -2.0 -7.6 2.0 48 8.1 1.0 9.7 10.8
interest rate (90-day time deposits, percent per year)

Nominal 15.8 13.4 11.5 77

Real 6.0 4.2 36 0.7

{In percent of GDP)

Central administeation balance 1/ =14 5.7 -5.7 -6.3 -4.4 -5.2 -39 -4.8
Nonfinancial public sector balance 1/ -6.4 -3.5 -3.5 -42 223 -3.1 222 2.6
Public sector savings 1/ 32 4.5 50 40 4.6 43 50 4.8
Public scctor balance 1/ -3.5 =14 =32 -36 -2.5 23 =21 225

Foreign financing 1.1 1.6 2.3 0.6 2.1 1.9 09 1.6

Domestic financing 4/ 3.7 12 0.9 3.1 0.5 1.0 1.3 1.0

Privatization 0.7 0.3 0.0 -0.1 -0.1 -0.1 0.1 -0.1
Public debt 3/6/ 39.8 45.1 49.6 58.4 34.9 56.3 53.5 56.4
Gross domestic investment 12.9 13.7 151 152 15.0 163 152 167
Gross national savings 13.7 14.5 13.6 13.2 12.7 141 12.8 142
Current account {deftcit -} 0.8 0.8 -1.5 -2.0 =23 22 2.4 2.5
External debt 7/ 454 46.1 476 52.8 52.0 482 499 47.9

Of which : public sector 7/ 25.0 263 286 322 326 302 316 310
Tota)] short-term external debt to reserves 107.0 87.6 98.0 90.7 751 76.3

(In percent of exports of goads, services, and income)

Externaf debt service 7/ 50.6 50.1 50.1 64.0 60.3 60.6 47.8 46.3

Of which : public sector 22.3 217 282 37.1 347 33.0 263 236
Interest payments 7/ 16.8 15.9 16.2 16.9 172 16.3 16.9 15.9

U which : public sector 8.5 8.9 10.4 113 122 114 11.9 11.2

{In millions of U.S. dollars)

Overall balance of payments -313 8§70 1217 138 -2 -289 285 0
Gross official reserves 6/ 8,103 9006 10,245 10,838 10,787 10,527 11,082 10,527
Net offictal reserves (in months

of imports of poods and services) 6.7 68 8.0 79 81 72 §3 7.1

Sources: Colombian authorities; and Fund staff estimates and projections.

1/ Includes floating debt defined as unpaid bills plus outstanding budgetary commitments.
2/ All annual changes in forcign currency slocks valued at constant exchange rate,
3/ The figures for 1999-2002 have been adjusied for loan write-cffs resulting from the mortgage debt reduction and

bank rrestructuring programs.

4/ Includes the quast-fiscal balance of Banco de la Republica, sales of assets, phone licenses, and statistical discrepancy.

3/ Includes bonds issued to recapitalize financial inslitutions.
&/ Assuming no purchases under the current SBA atrangement.

7 Includes short-term debt.
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Table 2. Colombia: Performance Criteria 1/

Performance 2003
Criteria Performance Criteria
Dec. 31, 2002 March 31 June 30 Sept. 30 Dec. 31

Cumulative Flows from Beginning of Calendar Year
{In billions of Colombian pesos)

Overall batance of the combined public sector

Floor -8,350 -1,590 -3,240 -3,315 -6,375
Cutturn -7,371 -1,209 -1,900 -3,245
Margin (+} or shortfall (-} 979 381 1,340 T

Inflation Rate 2/
{12-month inflation rate}

Inflation - Consultation band

Upper limit 8.0 8.1 8.3 8.1 7.9
Target 6.0 6.1 6.3 0.1 59
Lower limit 4.0 4.1 43 4.1 3.9
Outturn 7.0 1.0 7.2 7.1

{In millions of U.S. dollars}

Net international reserves of the Banco

de la Republica
Floor 10,300 10,215 3/ 10,075 4/ 10,074 5/ 10,540
Outturn 10,507 10,316 10,211 10,331
Margin (+) or shortfal! () 207 101 136 257

Cumulative Net Disbursement from Beginning of Calendar Year
{In millions of U.8. dollars)

Net disbursement of medium- and long-term
external debt by the public sector

Ceiling 1,100 650 1,250 1,850 1,850
Outturn 274 298 266 820
Margtn (+) or shortfali {-) 826 352 984 1,030

Change in the outstanding stock of short-
term external debt of the public sector

Ceiling 375 300 200 200 100
Outturn 108 226 207 133
Margin (+) or shortfall (-) 267 526 497 333

Sources: Ministry of Finance; Banco de la Republica; and Fund staff estimates.

1/ Definitions of concepts and adjustments to the performance ctiteria are explained in the technical memorandurn of
understanding attached to the staff report for Colombia’s request for a Stand-by Arrangement (EBS/02/210).
2/ Deviations from the quarterly path for inflation will trigger consultations with the Fund, as set out in the technical
memorandum of understanding,
3/ The target for March has been adjusted by US$145 million to account for the effect of foreign exchange intervention.
4/ The tatget for June has been adjusted by US$343 million to account for the effect of foreign exchange intervention.
5/ The target for September has been adjusted by US$338 million to account for the effect of foreign exchange intervention.
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2003 2004
1999 2000 2001 2002 Prog. Proj. Prog. Rev.
(It millions of U.S. dollars)
Corrent account balance 671 626 -1,251 -1,639 -1,753 -1,677 -1,832 -2,017
Trade balance 1,775 2,531 503 223 159 44 150 -382
Exports, fo.b. 12,037 13,620 12,7172 12,302 12,129 13,139 12,719 13,649
Coffee 1,324 1,069 164 772 77 847 381 942
Peiroleun prodnets 1,757 4,569 3,285 3,275 3,265 3,633 2.502 3,001
Non-traditignal 5,279 6,200 6,613 5,287 6,133 6,250 7.037 6,953
Other 1.678 1,782 2,110 1,968 1,953 2,408 2,299 2,754
Imports, Co.b. 10,262 11,090 12,269 12,077 11,971 13,095 12,529 14,03]
Services (net) 1204 1,276 1,424 -1,458 -1,451 1,474 -t,493 5517
Exporis 1,540 2,044 2,180 1,837 1,913 1,965
lmporis 3,144 3,320 3,604 3315 3,387 3,483
Income (net) -1,35% -2,298 -2,593 -2,812 -2,777 -3,01% -2,778 -2,933
Interest (net) -1,661 -1,663 -1,738 -1,905 -1.960 -2,094 -1,918 2,014
Of which
Public sector 759 -880 -1,087 1,262 -1,380 -1,445 1,456 21,428
Oiher Income (net) 306 634 -B55 =508 -Blo -925 -860 -919
Current ransfers (net) 1,455 1,669 2,263 2,400 2,316 2,773 2,248 2,813
Financial aceount balance -535 -16 2,390 1,295 1,751 1,175 2,128 2,017
Public sector (net} 901 458 1,441 3al 1,316 1,041 723 1,356
Nonfinancial public sector 1,235 1,258 1,911 485 1,543 1,394 736 1,710
Medium- and long-term {net) 1,995 1,663 3,464 -1,098 R84 1,055 500 1,399
Disbursements 3,719 3238 5,743 2,462 3,953 4,212 2,618 3,346
Amortization 1,724 1,575 2,380 3,560 3,069 3,157 2,118 1,947
Other long-term flows -3 -40 -35 -3¢ O -26 0 -26
Short term 1/ =737 -365 -1,517 1,613 659 365 236 337
Of which
Change in public assets 612 -259 -1,539 1,563 659 460 236 317
Financial public sector <333 -800 470 -124 227 353 -13 2358
Private sector {net) -1,437 -474 949 934 435 134 1,404 661
Nonfinancial private sector (net) -T1 -68 1,006 1,338 526 118 1,262 405
Direct investment 1,392 1,973 2,493 1171 1,474 991 1,519 1,182
OF which : Privatization 0 465 0 0 0 0 0 0
Leasing finance 208 -109 =211 -153 -142 -404 -88 313
Long-tem loans -193 -479 126 -970 -636 -796 0 -322
Short term 2/ -1,47% -1,453 -1,401 1,288 -16% 328 -l69 -141
Financial private sector (net) -1,385 -406 -57 -402 -91 17 142 256
Net errors and omissions -430 260 78 482 V] 213 1 0
Changes in GTR -315 870 1,217 13% -2 -289 195 0
Changes in NIR, program def. ¥/ 687 1,182 525 -2 -83 295 ]
(in percent of GDP)
Current account balance 0.8 0.7 -L5 -2.0 223 222 -2.4 -2.5
(In months of imports of goods and services)
Gross international reserves 4/ 6.7 6.8 8.0 7.9 B.1 7.2 8.3 7.1

Sources: Banco de la Republica; and Fund staff estimates and projections.

1/ Includes movements of short-term assets owned by the public sector abroad.

2/ Includes net portfolio investment.

3/ In contrast to the traditional concept, foreign currency liabilities of the central bank to residents are exciuded (among other things).

A complete definiiion is given i the Technical Memorandum of Understanding.

4/ Not ineluding Fund purchases vnder the standby arrangement.
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Table 4. Colombia: Operations of the Combined Public Sector

{Tu percein of GDF)Y

2603 2004
1559 2000 2001 2002 Prog. i/ Rew Prog. |/ Rev,
Total revenue 274 28.0 29.6 20.6 30.3 ana 193 am
Current revenue 7.4 280 29.% 29.6 30.3 n3 193 0.4
Tax revenue 2/ 16.9 17.3 19.2 19.2 2038 129 20.6 2001
Nomlax revenug 10.5 10.7 0.4 10.4 9.4 104 8.8 10.0
Propeny meone 1.0 1.0 13 0.9 0.9 [.2 0.8 0.g
Operating surplus of public enterprises 4.0 4.2 4.2 4.0 4.4 4.7 3.7 4.4
Cf whick : Eeopetrol 24 kE) 25 3 2.5 30 1.8 7
Other 55 3.5 48 5.4 4.1 4.5 3 4.7
Total cxpendifure and net lending 2f 133 3.5 353 337 JZ.8 334 31.5 327
Current expenditure 24.5 136 49 255 5.6 25.4 244 153
Wages and salaries 7.7 7.2 7.5 7.5 71 T4 6.4 74
Gaods and services 3/ 37 33 3.3 34 3.2 ER 31 34
[nterest 3 4.4 5.0 4.5 5.2 5.1 4.9 50
External 1.4 1.6 3 21 24 23 23 22
Domestic 23 2.8 2.8 24 2.8 ¥ 2. 248
Transfers to private sector 9.2 2.0 9.8 9.7 1.2 10.3 10.0 13
O witich: from social security RIR] 5.5 6.5 6.7 7 R 70 7.2
Other 4/ 0.2 -3 -0.9 032 0.1 -1.0 0. -1.4)
Capital expenditure 17 7.9 8.3 8.1 71 1.9 7.1 7.4
Fixed capital formation 4/ R.6 7.8 82 7% Tl T8 70 3
Transfers 0.1 0.1 iN | 0.2 0.0 0.1 4.1 a1
Net lending 1 0.0 0.t 0.1 a1 o 0.0 oy
Statistical discrepancy 0.5 0.0 0.2 0.1 0.0 -0.1 0.0 0.0
Nonfinaneial public sector balance -6.4 -3.5 -3.5 -4.2 -2.5 -3 -2 -6
Cuasi-fiscal balance (BR cash profits) 04 0.5 0.7 0.8 v.d 0.6 0.3 03
Fouafin balance (.3 0.0 .2 0.3 ‘N | 0.2 0.3 0.z
Net cast of financial restructuring 5/ [H] 0.4 -7 -te -0.5 -0.4 -6 -0.4
Overall balance -5.5 -3.4 -3.2 -0 -2.5 -8 -1l -5
Overall financing 5.5 34 32 36 1. 2.8 1.1 15
Foreign, net 1.1 1.6 23 (b 2.1 1.9 0.9 1.6
Of whick
Changes in assets held abroad (-increase) -1.0 -G.1 -1.9 1.9 0.9 0.6 0.3 03
Domestic, net 3.7 1.2 0.9 EN| 0.5 1.0 1.2 0.9
Financial system 6/ 22 -0.5 -1.1 -14 -14 -0.6 0.0 -1.0
Bonds 7/ 0.9 2.3 28 3.9 1.9 2.6 1.2 1.7
Change in floating debt and acerual adjusiments 0.6 -0.6 -0.7 0.7 -0.1 -1.0 0.0 0.2
Privatization {including concessions) 8/ 0.7 0.3 0.0 0.1 0.1 -0.1 -0.1 -01
Memorandum items
NIPS savings 2% 4.4 4.7 4.1 4.6 4.8 a0 4.8
WEPS primary balance 2.6 0.9 1.5 0.4 2.7 1.9 2.7 24
01l stabilizalion lund {deposits in FAEP) 0.4 4.9 0.2 0.2 0.2 0.2 -0.3 -0.3
Military expenditure 3.2 3.2 3. 3.6 4.2 4.5 4.2 4.8

Sources: Minisiry of Finance; Banco de la Repuhlica; and Fund staff estimates.

1/ SBA fiscal figures at the conmletion of the first review in June 2003

2/ Expenditure reported on commitments basis.

3/ From year 2000 includes the unpaid bills of the Social Sccurity [nstitute (IS5},

4; Includes adjustments to put spending on commitment basis and the change in unpaid bills of selected nonfinuncial public enterprises.

5/ Interest payments on public banks restructuring bonds and mortgage debt relief related costs.

&/ Includes changes m public sector loans and deposits in the financial system.

7/ Includes changes in holdings of public securities by banks and nonbanks.

2 Inchades nonrecurrent fees from telecommumications licensing,
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Table 5. Colombia: Operations of the Central Administration

(In percent of GDP)
2003 2004

1999 2000 2001 2002 Prog. 1/ Rev. Prog. 1/ Rev.
Total revenue 12.0 13.0 14.7 5.0 15.7 15.5 15.1 157
Current revenue 12.0 13.0 14.7 15.0 15.7 15.5 151 15.7
Tax revenue 10,0 11.2 13.2 13.4 14.4 14.0 13.8 14.2
Net income tax and profits 4.2 4.3 5.3 5.9 6.1 538 5.7 59
Goods and services 4.9 53 3.9 57 6.5 6.5 6.3 6.4
Value-added tax 4.4 4.8 5.3 3.3 6.0 6.0 5.8 5.9
Gasoline tax 0.5 0.5 0.6 0.5 0.5 0.5 0.5 0.5
[nternational trade 0.9 1.0 1.1 1.0 1.0 1.0 1.1 1.0
Financial transaction tax 0.0 0.6 0.8 0.7 0.7 0.7 0.7 0.9
Stamp and other taxes 0.0 0.0 0.0 0.0 0.0 0.0 0.0 .0
Nontax revenue and transfers 1.9 1.8 15 1.6 1.4 1.5 1.3 1.5
Property income 0.3 0.5 03 0.3 0.2 0.4 03 03
Other 1.6 1.3 1.2 1.3 1.1 1.1 1.0 1.2
Total expenditure and net lending 19.4 18.8 20.4 214 20.2 20.6 19.0 20.5
Current expenditure 15.0 153 15.8 17.6 16.9 17.3 16.0 179
Wages and salaries 29 2.9 3.0 30 2.7 29 22 3.0
Goods and services 1.3 1.3 1.5 1.6 P4 1.9 1.4 2.1
interest z.1 3.0 3.5 3.5 4.1 4.1 4.2 4.3
External 10 12 1.6 1.7 2.0 1.9 2.0 20
Domestic 1.1 1.8 1.9 1.7 2.1 22 2.2 24
Other expenditure 2/ 0.2 -0.1 -0.9 0.6 -0.1 -1.0 0.0 -1.0
Current transfers 3/ 8.5 8.2 8.6 8.9 8.7 94 8.3 95
Capital expenditure 3.8 3.0 3.8 3.1 27 2.8 2.6 2.3
Fixed capital formation 2/ 1.6 1.¢ 1.3 1.3 0.9 0.9 na 0.4
Capital transfers 2.3 2.1 2.5 1.8 1.8 1.9 1.7 1.9
Net lending 0.3 05 0.8 0.6 0.6 0.5 04 0.3
Overall balance -7.4 5.7 5.7 -6.3 -4.4 -5.2 -39 -4,8

Memorandum items
Primary Balance -5.3 =27 2.2 -2.9 -0.3 -1.1 0.3 -0.5
Transfers to local governments 5.0 4.6 5.4 5.1 5.2 5.2 52 5.3

Sources: Ministry of Finance; Banca de la Repiblica; and Fund staff estimates.

t/ SBA fiscal figures at the completion of the first review in June 2003.
2/ Includes adjustments to put spending on cornmitment basis.
3/ Includes interest payment to the rest of the nonfinancial public sector.
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Table 6. Colombia: Monetary Indicators

2003 2004
1999 2000 2001 2002 Prog. 1/ Rev, Prog. Rev.
(Billions of Colombian pesos, unless otherwise stated)
Central bank
Net inlemational reserves 2/ 14,941 19,470 23,320 30,301 32,404 30,545 34301 332,342
billions of 1iS§ 81 9.0 10.2 10.504 10.5 10.5 10,8 1.5
Met domestic assets -5,202 -3,760 11,672 -16,194 -17.,493 -14.167 ~1#,098 -14,9488
Net credit to public sector 2,013 2,790 1.641 2,403 1.548 2,704 1,308 2424
Nt eredit to tinancial system 3,661 2,695 2,006 3.230 901 5,351 1.264 5,031
Otler -l13,876 -14,245 -15.319 -21,826 -19.941 -22,222 =20,730 -22,443
Monetary base 9740 10,710 11,648 14,147 14,612 16,378 16,102 17,354
Of which: currency in circuiation 6,037 7276 #2349 9,993 10,563 11,546 11,408 12,728
Banking system
Net foreign assets 27 7,597 13,455 18,303 24,649 25,684 27,809 27,108 29,601
lhons of LSS 4.1 6.0 8.0 8.6 83 %.6 8.5 90
et domestic assels 46,754 41,532 40,530 37,352 37.959 39938 40,983 45,103
Nel eredit o public seclar 8,249 8,031 8,006 10,641 16,674 11,0606 18,385 10,827
Credit to private scotor 49,515 45,261 46,049 48,379 54.987 53,723 60,329 59,554
Orther net -11.010 11,761 -13.505 -21.669 S33.703 0 -24,833 S37.731 -35.276
Broad meney 3/ 54,351 54,087 58,853 62,001 63043 07,767 08,082 74,706
(Anmual percentage chiange)
Credit to public sectar, nct 62.6 -2.4 -0.3 32.9 5.2 4.0 10.3 232
Credit to privale sector -3 -8.6 1.7 31 &1 1.0 a7 10.8
Currency LN 2.5 14.8 9.7 57 15.5 B.O 10.2
Mounetary buse 40.7 10.0 838 211 57 16.1 3.0 6.4
Broad meney 3/ 84 L2 7.0 53 7.4 93 7.0 2
{Percent of GDP}
Credit to public sectos, net 5.4 4.6 43 53 1.5 49 7.7 4.4
Credit to private scctor 2.7 259 24,5 239 24.8 240 25.1 24.3
Currency 4.0 4.2 4.4 1.9 4.8 5.1 4.7 3.2
Monetary base 0.4 .1 6.2 7.0 6.7 73 .7 71
Broad money 3/ 359 314 313 306 28.7 30.2 28.3 30.5
{Amnual percestaye change)
Central bank inflation target 4/ 5.0 10.0 8.0 6.0 5.9 5.9 35
Congumer price index 5.2 2.8 7.6 7.0 5.9 6.2 .
Exchange rate at.3 19.0 2.8 25.0 12 1.2
{In hillions of Colombian pesos, wunless otherwise stated)
Financial system 5/
Met assets in foreign currency 6/ -387 -4435 373 G50
bithons of US$ -0.2 0.2 0.2 4.2
percent of GDP 0.3 -0.3 0.2 03
Foreign currency assets to total assets (percent) 6/ 10.9 8.9 8.2 8.7
Foreign carrency credit to total credit (percent) 6/ 13.2 13.1 11.0 16
Foreign currency deposits to total deposils (percent) 6/ 0.5 0.4 05 0.4
Memorandum item
Broad money/net infernational reserves 3.6 2.8 2.5 2.0 2.5 22 2.5 2.3

Sources: Banco de la Repiiblica; and Fund staf? esthnates.

1/ Historic data series were revised during 2003,

2/ Assets on and liabilities to nonresident enlitics. Net international reserves include liabilities in foreign currency to resident entities. Exclude valuation

cffect.

3 Currency in efreulation plus deposit liahilities of the private sector.
4/ 2003 tarpet was revised upward by (1.4 percentage points in accaunt of the first round cffect of the VAT reform.

5/ Bankmg system excluding the central bank.
& Regulation limits net foreign liahilities to 5 percent and net foreign assets to 20 percent of regulatory capital.
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Table 7. Colombia: Banking System Indicators

1999 2000 2001 2002 2003 1/
(In miltions of Colombian pesos, unless otherwise stated)

Total system 2/
Assets 80,046 80,390 84,244 89,185 93,063
Investment portfolio 12,066 17,165 22,163 25,070 26,471
Loan portfolio 48,469 44,301 44,098 46,436 48 723

of which non-performing loans 6,919 5,211 4,640 4,386 4,047
Capital 8.823 9,101 9,417 9,824 10.812
Operational margin 3/ -1,366 -174 1,558 2,393 2,571
Net results -2,59% -1,574 506 1,349 1,820

(Annnal percent change)

Assets 0.8 6.4 4.8 5.9 7.2
Loan portfolio 7.7 2.5 9.0 5.3 8.3

Of which: nonperforming loans 216 -24.7 -11.0 -5.5 -12.7

(Percent)
Financiaf ratios
Total system 2/
Net interest margin to assets 3.0 3s 3.0 3.3 3.9
Gross interest margin to assets 79 8.3 84 8.7 9.8
Operational margin to assets 3/ -1.7 -0.2 1.8 27 37
Return on equity -290.5 -17.3 54 13.7 224
Cash to assets 7.2 6.7 6.2 6.3 6.0
Investment portfolio to total assets 15.1 214 26.3 28.1 284
Nonperforming loans to total loans 4/ 13.6 1.0 9.7 8.7 7.7
Loan-loss provisions to nonperforming loans 36.8 56.6 77.5 86.5 91.4
Capital to assets 5/ 11.0 11.3 11.2 11.0 11.6
Mortgage banks
Net interest margin to assets 3.6 5.5 3.7 4.4 53
Return on equity -28.0 -13 -0.4 8.8 20.3
Cash to assets 5.0 5.3 5.7 6.4 4.8
Investment portfolio to total assets 8.5 17.1 20.8 243 26.8
Nenperforming loans to total loans 4/ 221 22.0 238 24.1 219
Loan-loss provisions to nonperforming loans 16.0 27.4 449 50.5 55.6
Capital to assels 5/ 7.0 83 8.6 8.8 9.5
(In percent of private sector investment portfolio, unless otherwise indicated)

Memorandum items
Capital adequacy banks excl. mortgage banks 11.1 12.2 12.4 12.0 12.6
Capital adequacy mortgage banks 8.2 3.1 12,3 12.1 13.7
Private scctor investment portlolio (percent of GDP) 15.0 230 284 377

Banks 41.3 42.6 41.5 328

Insurance companies 9.0 6.5 6.8 3.6

Mutual funds 35 3.0 19.1 31.0

Pension funds 27.6 28.6 294 28.1

Investrment funds 18.1 19.4 3.1 2.6

Source: Superintendencia Bancaria.

1/ Data to September 2003.

2/ Excluding credit unions and public sector special institutions (IOE).
3/ Gross inlerest margin plus net provisions and administrative cost before depreciation and amortization.
4/ Nonperforming based on past-due period (30 days).

5/ Not risk weighted.
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Table 8. Colombia: External Debt Sustainability Framework - Baseline Scenaria

2002 2003 2004 2003 2006 2007 2008 2009 2010
L Output and Prices
(Annual percentage changes)
Real GDP 1.6 23 33 3.7 3.9 4.0 4.0 4.0 4.0
Consumer prices
End of period 7.0 6.2 5.5 4.5 3.5 3.0 10 30 3.0
Perind average 6.3 7.0 8.7 5.0 7 33 3.0 3.0 in
{In percent of GDP, unless indicated atherwise)
1I. Saving and Invesiment
Gross national saving 127 14.1 14.2 14.0 140 14.0 145 153 16.1
Private sector 8.7 9.1 9.3 9.0 2.2 8.3 81 8.2 %4
Public sector 4.0 5.1 4.9 5.0 57 57 6.3 71 72
Gross domestic investment 147 163 16.7 16.7 16.9 17.2 17.4 17.7 17.9
Private sector 7.1 8.4 9.3 9.7 9.7 9.8 9.8 9.9 9.5
Public sector capital expenditure 7.6 79 74 7.0 72 7.4 7.6 73 8.0
External current account balance -2.0 -2.2 =15 -7 -9 -3.2 -2.9 -2.4 -1.8
Private sector 1.6 0.7 .0 0.7 -1.4 -1.5 -1.6 -1.7 -1.0
Public sector 3.6 2.8 2.5 2.0 -1.5 -1.7 -1.3 0.7 -0.8
111 Nonfinancial and Consolidated Public Sector
Nonfinancizl public sector
Revenue 29.6 30.2 30z 300 297 294 295 299 298
Expenditure 337 333 32.9 321 313 YN ng 30.6 30.6
Current expenditure 26.0 253 255 251 24.1 237 233 228 22,6
Capital expenditure 1.6 79 7.4 7.0 7.2 7.4 7.6 7.8 3.0
Primary balance 0.5 1.9 24 ip 35 i3 i3 3.1 2.9
Overall balance -4.2 231 -2.8 -2.0 -1.6 -1.7 -1.4 0.7 08
Combined public sector balance -3.6 -2.8 2.5 =20 -5 -1.7 -1.3 -0.7 0.8
Extemnal financing 0.6 1.9 1.6 1.5 0.6 0.6 0.2 -0.5 0.5
Domestic (inancing 31 1.0 1.0 0.4 0.9 1.1 1.5 1.2 13
Privatization .1 -0.1 0.1 0.0 0.0 0.0 0.0 0.0 0.0
1¥. Financial System
Yelocity (GDP / broad money) 33 3.3 33 3.2 34 34 34 34 14
Real grawth in private sector credit 1.2 3.8 4.9 4.0 -2.5 6.9 6.7 58 5.7
V. Balance of Payments
External current agcount balance -2.0 -2.2 2.5 =27 -2.9 -3.2 2.8 2.4 -1.8
Of which: trade balance a.3 0.1 0.5 -0.8 -0.4 0.2 0.9 1.4 2.1
Exports 15.2 16.9 16.7 16.7 16.6 16.7 17.3 17.6 18.4
imports 14.9 16.9 172 17.5 17.0 16.5 16.3 16.2 163
Capital and financial account balance 1.6 1.5 2.5 2.7 35 3.5 31 2.7 2.0
Public sector 0.4 1.3 1.7 1.1 0.6 0.6 -0.2 -0.5 -0.5
Private sector 1.2 0.2 0.8 1.3 29 2.9 3.2 31 2.6
Overall balance n2 -0.4 0.0 0.0 0.6 0.4 0.1 0.3 0.3
Yi. Debt

Tatal external debt 52.8 48.2 479 47.3 46.7 45.8 44.5 43.0 41.0
Public debt a2z 30.2 31.0 314 30.2 28.9 27.1 25.0 23.0
Private debt 2008 17.9 16.9 16.0 16.5 16.8 17.5 18.0 18.0
Total public debt 58.6 35.0 56.2 557 534 51.5 49.5 46.9 44.6
Domestic debt 26.4 254 25.2 24.2 23.2 22.6 22.4 2149 216
External debt 32.2 30.2 310 34 30.2 28.9 27.1 254 23.0

Sources: Colombian authorities; and Fund staif estimates.
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Table 9. Colombia: External Debt Sustainabitity Framework, 2002-2010

{In percent of GDP, unless otherwise indicated)

Prel. Projections
20802 2003 2004 2005 2006 2007 2008 2009 2010
1. Bascline Medium-Term Projections
External debt 518 48.2 47.% 47.5 46.7 45.8 44.5 434 41.0
Change in externat detn 52 -4.5 0.3 0.4 -0.8 -9 -1.2 -l.6 -2.0
Identified extermal debi-crearing flows 34 -39 -1.8 -1.6 -1.7 1.4 -3 -0 -5
Current account deficit, excluding interest payments -1.2 -1.1 -0.8 -0.9 0.9 -8 -1.0 -1 -1.6
Net nondebt creating capital inflows (negative) -7 -13 -1.5 -15 -1.5 -1.6 1.6 1.6 -1.6
Automatic debt dynamics 1/ 6.2 -1.5 4 08 07 1.0 L1 0.7 0.7
Restdual, including change in gross foreign assets 1.8 -0.7 1.2 1.5 1.0 0.6 03 0.3 0.5
Key macroeconpmic and external agsumptions
Real GDP growth (in percent) 1.6 28 33 a7 3e 4.0 40 4.0 40
Nominal exchange rate appreciation
{U'S3 value of local currency, change in percent} -20.0 -1.1 =56 -1.4 -0.9 -09 -39 09
GDP deflater in USS (change in percent) -15.2 64 0.2 22 2.4 2.1 24 21
Nominal external interest rate (in percent) 2/ 6.4 6.8 7.0 B6 9.2 .2 8.4 8.4
Growth of exports (LSS werms, m prreent) 53 63 3.7 34 54 1.6 6.7 107
Growth of imports (US3 terms, in percent) 1.1 108 8.7 kR 3l 5.0 5.0 71
L. Stress Tesis for External Debt Ratio
Real GDP growth, nominal interest rate, dollar deflator, noniuerest
current aceount, and nondebi inflows are at historical average
in 2003-10 52.8 482 46.8 45.1 44.1 425 413 40.0 386
Nominal interest rate is at historical average plus two standard deviations
in 2003 and 2004 52.8 48.2 48.6 48.7 479 470 458 443 423
Real GDP growth is at historical average minus twao standard deviations
m 2003 and 2004 52.8 452 512 546 338 5312 a2l 507 48 3
Naninterest current account 18 at historical average minus two standard
deviations in 2003 and 2004 52.8 48.2 555 628 62.2 a7 68 39.5 57.8
Combination of 2-4 using one standard deviation shocks 528 482 54.4 60.9 50.3 587 58.8 51.5 557
Dne time 30 percent nominal depreciation in 2003 528 482 565 362 556 54.8 538 52.4 50.6
Statistics for key varlables Average Standard Average Standard
1991-2001 Deviation 2002-10 Deviation
Current account deficit, excluding interest payments 0.0 3.0 -0 .3
Net non-debt creating capital inflows 23 11 Lo a.1
Nominal external interest rate (in percent) 74 0s g3 o8
Real GDP growth (in percent) 2.6 27 3.8 0.3

Source: Fund seaff projections.

I/ Depends on external interest rates, domestic GDP deflator, real GDP growth, cxehange rate changes, and the share of dowmestic-currency denominated debt in total external

debt.
2/ Nominal effective interest rate on alf external debt.
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Tahble 10. Colambia: Public Sector Debt Sustainability Framework, 20022010

(In pereent of GDP, unléss otherwize mdicated)

Prel. FProjections
w02 2003 2004 2005 2006 007 2008 2000 2010

1. Baseline Medium-Term Projections

Puhlic sector debt 14 58.0 550 0.2 58.7 53.4 51.5 49.5 46.9 44.6
Of which : foreigh-cutrency denommated 32z 302 1.0 34 02 3.9 7.1 25.0 23.0
Change i public sectar debt 8.2 2.9 2.2 3.5 -2.3 -9 =240 -6 -1.3
Identified debt-creating flows (447112} 7.5 <22 0.4 0.8 -1.9 -7 -1.8 -L3 -20
Primary deficit -5 -1 -2.4 =30 =35 =33 -3.3 =31 -9
Revenue and grants 29.6 30.2 0.2 30.0 29.7 20.4 9.5 29.9 29.8
Primary {nonmterest) expenditure 282 28.2 279 1 26.2 26.1 26.2 2637 289
Automatic debt dynarscs 2/ 1 -0.2 21 21 1.3 1.6 1.8 Q9 g
Contribution from interest rate/growth differential 3/ 0.9 0.6 03 0.4 11 1.3 1.3 0.6 0.6
Of which contribution from real intercst tate L7 0.9 2.0 23 3 3.3 3z 25 2.3
Of which eontribution from real GDFP growth 0.8 .15 -1.7 -1.9 20 -2.0 -1.9 -1.B -7
Conribution from exchange rate deprecintion 4/ 7.2 0.4 1.8 1.7 05 03 03 Q2 a2
Other identitied debt-creating fows -0l 0.1 01 0.0 o0 0.0 0.0 0.0 0.0
Privatization recepts {negative) L -0.1 -1 0.0 0.0 0.0 0 0.0 0.0
Recognition of implict or contingent Habilitics 0.0 0.0 0.0 0.0 L] 0.0 L] 0.0 0.0
Other (specify, ¢.5. bank recapitalization) 0.0 Q.0 0.0 0.0 0.0 0.0 o.n 0.0 0.0
Residual, mchuding asset changes {2-3) 14 o7 05 0.3 0.3 0.3 -03 0.3 -03
Fublic sector debi-to-revenue ratio 1/ 167.7 184.3 1844 124.0 1785 166.2 135.3 148.2
'
Key Macroeconomic and Fisea) Assumptinos
Real GDF growth (in percent) L& z8 13 3.7 19 4.0 4.0 4.4 4.0
Average nominal interest rate on public debt {in percent) 6/ 98 9.0 9.8 9.7 9.8 101 9.9 8.3 a5
Average 1eal interest rate (nomial rate mimus change in GDP deflator, i percent] 37 L9 4.1 4.7 6.1 6.8 6.9 5.3 3.5
Nominal appreciation (increase in US dollar value of local curreney, i percent) -20.0 <11 -6 -5.4 -1.4 0.9 0.5 0.9 0.9
Inflation rate (GD'P deflater, in percent) 8.1 7.6 57 50 3.7 11 3.0 3.0 30
Growth of real primary spernding (detlated by GDP deflator, in percent} 4.8 0.4 2.1 o7 0.6 s 43 a2 48
11 Stress Tosts for Public Debt Ratlo
1. Historical average real growth, real interest rate, and primary balance 58.6 536 £6.8 51.9 710 %62 552 54.3 53.3
2. Real interest rate shack (two standard deviation) 58.6 ise 611 66.3 64.4 62.7 5.8 58.2 S5.8
3. Real GDP growth shock {two standard deviation) 58.6 3586 5407 60.1 59.1 574 54.9 5.4 49.9
4. Primary balance shock {two standard deviation) sRo 556 58.2 53.2 62.2 605 LE ] LR 512
§. Combination of 3-4 using one standard deviation shacks 5B.6 556 63.1 0.6 69.2 67.7 65.7 63.3 61,0
6. Ome time 30 percent real depreciation in 2003 7/ 8.6 558 0.6 K] 69.2 67.7 657 613 41.0
Slalistics for Key Variables {past 10 years} Histerical Srandard Average
Average Deviation Z003-10
Primary deficit 0.7 1.8 -2.9
Reul GDP growth (in percent) 2.7 3.0 27
Nominal intergst rate (in percent} 6/ 18.6 4.8 9.5
Real miercst rate {in pereent) 1.8 6.3 5.2
Inflation rate (GDP deflator, in percent) 16.8 5.6 4.3
Revenue to GDF rario 26.3 1.4 298

1/ Indicnte covernge of public sectar, e.g., general government ar nonfinancizl public sector. Also whether net or gross debt is used,

2/ Derived as [{r - a{l+g} - g + ae(14+1))/{1+g+n+gn)) times previous period debt ratio, with r = interest rate; #t = growih rate of GDP deflator; g = real GDP growth rate;
u = share af lorgign-currency denominated debt; and £ = nominal exchange rate depreciation (measured by merease i local currency value of U.S. dallar).

3/ The real intetest rate contribution is derived from the denominator in foctrote 2/ as - w (1 +g) and the real grawth contrbution a3 -g,

4/ The exchange rate coneribution is derived from the numerator in fostnere 24 as me(I-r).

5/ Defined as public sector deficit, plus smertization of medium and long-term public sectar debt, plus short-term deld st end of previous period.

6/ Derived as nominal interest expenditure divided by previous period deht stock,

7/ Real depreciation is defined as nominal depreciation (measured by pereentape fall in dollar vaiue of local currency) minus domestic mflation (bascd on GDF deflator).
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Table 11. Colombia: Indicators of Capacity to Repay the Fund, 2004-09 1/

2004 2005 2006 2007 2008 2009
Fund repurchases and charges
In millions of SDRs 27 33 34 467 792 342
In millions of U.8. dollars 37 46 46 644 1092 472
In percent of exports of goods and NFS 0.2 03 0.3 37 59 2.4
In percent of GDP 0.0 0.1 0.1 0.7 11 0.4
In percent of quota 35 4.3 4.3 60.3 102.3 44.2
In percent of overall debt service 03 0.4 0.3 44 6.8 29
In percent of gross foreign reserves 04 0.4 04 5.8 9.0 4.0
Fund eredit outstanding
In millions of SDRs 1,548 1,548 1,548 1,113 339 0
In millions of U.S. dollars 2,132 2,134 2,136 1,535 467 0
[n percent of exports of goods and NFS 13.7 13.5 13.0 8.9 25 0.0
[n percent of GDP 2.6 2.0 24 1.6 0.5 0.0
In percent of quata 200.0 200.0 200.0 143.7 437 0.0
In percent of overall debt service I8.0 17.5 15.9 10.5 29 0.0
In percent of gross foreign reserves 20.2 19.9 19.5 13.7 4.1 0.0
(In millions of U.S. dollars; unless otherwise stated)
Memorandum items
Exports of goods and NFS 15,615 15,851 16,391 17,268 18,581 19,827
Quota (millions of SDRs) 774 774 T4 714 174 774
GDP 81,316 82,803 87,683 93,096 98,823 104914
U.S. dollar per SDR (WEOQ projection) 1.377 1.379 1.380 1.379 1.379 1.379
Public sector external debt 25,088 26,191 26,603 27,149 26,937 26,382
Overall external debt service 11,877 12,157 13,434 14,555 15,947 16,368
Overall external debt 35042 40,196 41,854 43,618 44 989 46,043
Gross foreign reserves 10,546 10,723 10,956 11,188 11,412 11,691

Source: Fund staff estimates.

t/ Projections assume ali upcoming scheduled purchases under the Stand-By Arrangement are made.
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Table 12. Colombia: External Financing Requirements and Sources, 1999-2004

Proj.
1999 2000 2001 2002 2003 2004
(Tn millions of U.S. dollars}
1. Gross financing requirements 8,028 8,911 10,361 11,849 11,801 10,795
External current account deficit -671 -626 1,251 1,639 1,677 2,017
Debt amortization 9,014 8,667 7,893 10,072 10,413 8,778
Medium and long term debt 5,036 5,727 5,379 7.022 6,921 4,966
Public sector 2,093 2,127 2,823 3,820 3,384 2,034
Private sector 2,943 3,601 2,556 3,202 3,537 2,931
Short-term debt 1/ 3978 2,940 2,514 3,050 3,492 3,812
Public sectar 976 672 199 320 429 172
Private sector 3,002 2,267 2,315 2,730 3,063 31,641
Gross reserves accumulation =315 870 1,217 138 -289 0
2. Available financing 8,028 8,911 10,361 11,849 11,801 10,795
Foreign direct investment {net) 1,392 1,973 2,493 1,171 991 1,182
Medium and long-term debt disbursements 5,698 5,645 7,884 4,183 6,218 5,324
Public sector 3,719 3,238 5,743 2462 4,212 3,346
of which : multilaterals 856 2404 1,160
Private sector 1,980 2,407 2,141 1,720 2,007 1,978
Public sector use of external assets -612 -259 -1,539 1,563 460 337
Short-term debt 2/ 2,940 2,514 3,050 3492 3,812 4,079
Public sector 672 199 320 429 172 172
Private sector 2,267 2,315 2,730 3,063 3,641 3,907
Other capital flows {net) 3/ -1,390 -963 -1,527 1,440 320 -128
Exceptional financing and arrears 0 ¢ 0 0 0 0
of which. IMF 4/ 0 & 0 0 0 0
3. Financing gap 0 ] 0 0 Q 0
{In stocks)

Memorandum items
Gross international reserves 8,103 9,006 10,245 10,844 10,527 10,527
Net international reserves {traditional concept) 5/ 8,102 9,004 10,192 10,841 10,522 10,522
Net international reserves (program definition) 6/ 8,113 8,800 9,982, 10,507 10,424 10,424

Sources: Banco de la Republica; and Fund staff esiimates.

1/ Original maturity of less than 1 year. Stock at the end of the previous period.

2/ Original maturity of less than 1 year. Stock at the end of the current period.

3/ Includes all other net financial flows, and errors and omissions.

4/ Assumes no purchases under the Stand-by Arrangement.

5/ The traditional balance of payments concept of net international reserves, which excludes central bank short term forei an
liabilities and liabilities to the Fund.

6/ Tn contrast to the traditional concept, foreign currency liabilities of the central bank to residents are excluded (among other
things). A complete definition is given in the Technical Memorandum of Understanding,



Table 13. Colombia: Schedule of Purchases Under the SBA, 2002-2004

Amount
Date {In millions of SDR )  {In percent of quota) Conditions
193.50 25.0 Board approval.
February 15, 2003 193.50 25.0 Completion of first review and observance of end-December 2002 performance
criteria.
May 15, 2003 193.50 25.0 Observance of end-March 2003 performance criteria.
July 31, 2003 96.30 12.5 Observance of end-June 2003 performance criteria.
November 15, 2003 96.70 12.5 Observance of end-September 2003 performance criteria and completion of
second review.
February 15, 2004 193.50 25.0 Observance of end-December 2003 performance criteria.
May 15, 2004 193.50 25.0 Observance of end-March 2004 performance criteria and completion of third
review.
August 15, 2004 193.50 25.0 Observance of end-June 2004 performance criteria and end-July 2004 structural
performance criterion.
November 15, 2004 193.50 25.0 Observance of end-September 2004 performance criteria and completion of fourth
review.
Total 1,548.00 200.0

Source: Fund staff estimates.

_‘[E...
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CoLOoMBIA: FUND RELATIONS
(As of October 31, 2003)
L Membership Status:

Joined: December 27, 1945
Status: Article XIV

II. General Resources Account: SDR Million % Quota
Quota 774.00 100.00
Fund holdings of currency 488.20 63.08
Reserve position in Fund 285.80 36.93

III. SDR Department: SDR Million % Allocation
Net cumulative allocation 114.27 100.00
Holdings 114.28 100.01

IV.  Outstanding Purchases and Loans: None

V. Latest Financial Arrangements:
Type Approval Expiration = Amount Approved Amount Drawn
Date Date (SDR Million) (SDR Million)
SBA Jan. 15,2003  Jan. 14, 2005 1,548.00 (.00
EFF Dec. 20, 1999  Dec. 19, 2002 1,957.00 0.00

VI.  Projected Obligations to Fund: None
VII. Safeguards Assessments:

Under the safeguards policy, Colombia is subject to a safeguards assessment with respect to
its current Stand-By Arrangement with the Fund. Staff concluded a safeguards assessment
mission on April 10, 2003 and the final report was approved by management on May 14. The
assessment noted no significant vulnerabilities. The Banco de la Republica already has strong
financial control environment and complies with most of the International Accounting
Standards (IAS). The BRC intends to fully adopt IAS to the extent that these do not conflict
with established accounting regulations and the law. The Banco de la Reptiblica has adopted
as a more permanent feature the requirement for an annual external audit conducted by an
external audit firm, with international experience and exposure.



-33 -

VIII. Exchange Rate Arrangement:

In September 1999 the Banco de la Republica eliminated the exchange rate band, and floated
the peso. Multiple currency practices still exist arising from taxes on profit remittances from
direct investment in Colombia and on foreign exchange earnings from personal services and
transfers, but the government submitted legislation to Congress to eliminate the tax on
inward remittances.

IX. Last Article IV consultation:

The 2002 Article IV consultation was concluded by the Executive Board on January 15,
2003. A two-year Stand-By Arrangement with Colombia was approved by the Executive
Board on January 15, 2003.

X. FSAP participation:

The Executive Board discussed the Financial Sector Stability Assessment (FOSSE)
(FO/DIS/99/172) when 1t approved the Extended Fund Facility (December 20, 1999),

XI. Recent Technical Assistance:

Dept. Purpose Time of Delivery
FAD ROCS Assessment March 2002
MAE/LEG  Assessment of exchange restricions July 2002

MAE Assessment of the banking system September 2002
SAT Follow-up on government finance statistics November 2002
FAD Advice on the reform of the budget code March 2003

FAD Expenditure Management Assessment March 2003

X1I. Resident Representative: None.

XIII. Fourth Amendment: Colombia has accepted the Amendment to the Articles of
Agreement in May 2002,
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COLOMBIA: WORLD BANK RELATIONS!

The World Bank and Colombia’s Development Strategy

Colombia’s National Development Plan is built on four pillars: (1) provide security to all
Colombians; (11) foster sustainable economic growth and employment generation under
macroeconomic and price stability; (iii) build a more equitable society; and (iv) increase the
transparency and efficiency of the State. The World Bank Group’s (Wag’s) strategy seeks to
support Colombia’s quest for development and peace. The Country Assistance Strategy
(CASS) envisages a maximum lending program for BIRD of about US$1.8 billion for the
remainder of FY 2004 to FY 2006. Between 50--60 percent of the lending program would
consist of fast-disbursing operations.

The World Bank Program for FY 2004-06

In 2004, the BIRD will continue the preparation of a series of adjustment loans to support
fiscal adjustment, financial sector adjustment, the labor and social sector reform and
environmental management, It will have an investment operation to support the peace and
development efforts. The WAG will also support an anticorruption program and a broad
program of initiatives in the infrastructure sector, covering water supply, wastewater and
sanitation management, national urban transportation and an urban upgrading strategy. [IRC’s
focus will be on supporting new forms of public-private partnership. MEGA will focus on
the provision of political risk guarantees for private sector investments; hands-on technical
assistance for investment promotion intermediaries; and the dissemination of information on
investment opportunities in Colombia.

The BIRD would also provide support for the government’s strategy to enhance equity in
coverage, quality and efficiency in the education sector. In the health sector, the BIRD will
have in 2004 a health investment operation to support hospital restructuring. In rural
development, the World Bank will support the development of an institutional platform to
enable the transition to a more competitive sector, as well as enhancing the knowledge and
innovation system for competitiveness.

Bank-Fund Collaboration in Specific Areas

The WAG is helping Colombia implement its reform agenda in the following areas of Bank-
Fund collaboration:

s Fiscal adjustment, notably reforming the tax system, strengthening tax administration,
implementing a fiscal responsibility law, and reforming the public sector.

Reform of the pension and social security systems.

Foster financial sector and capital market developments.

Broaden and deepen the scope of Colombia’s anticorruption program.

Combat money laundering.

! Prepared by World Bank staff. Questions may be addressed to Ms. Keta Ruiz, Senior
Country Officer, at (202) 473-0137 or kruiz@worldbank.org.
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Operations Portfolio {BIRD/IDA and grants)

As of December 4, 2003
{in millions on U.S. dollars)

Closed Projects 153
Active Projects 22
IBRD/IDA *
Total Disbursed {Active) 416.1
of which has been repaid 36.6
Total Disbursed {Closed) 9,286.3
of which has been repaid 8,103.7
Total Disbursed {Active + Closed) 9,702.4
of which has been repaid 81403
Total Undisbursed (Active) 649.4
Total Undisbursed (Closed) a.1
Total Undisbursed (Active + Closed) 649.5
Loan Information (IBRD)
As of September 30, 2003
(In millions of U.S. dollars})
Fiscal Year* 2001 2002 2003 2004
Total Disbursements 264 369 9438
248
Repayment Amount 225 243 223 77
Net Disbursements 39 126 725 170
* Fiscal Year: July i—June 30.
IFC Operations
(as of September 30, 2003)
(In millions of 1J.S. dollars)
Loans Equity (+Quasi) Participation Total
Total commitments 170.7 172.6 166.6 509.9
Total undisbursed 49.9 8.3 7.1 65.3
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COLOMBIA: RELATIONS WITH THE INTER-AMERICAN DEVELOPMENT BANK!

(As of December 8, 2003)
I. Background and Objectives

In September 2003, the IADB Board of Directors approved the Bank’s strategy for Colombia
for the period 2003-2006. The strategy identifies three overarching objectives that constitute
the frame of reference for Bank activities: (i) lay the foundations for economic revival and
jump-starting growth; (11) foster social progress and make sure socliety’s most vulnerable are
protected; and (ii1) strengthen governance and further modernization of the State.

To help reinvigorate the economy the Bank will: (1) foster competitiveness and (i1) support
agricultural development and natural resources management. To foster social progress and
ensure that society’s most vulnerable are protected, Bank’s actions will improve:

(1) social protection systems, to leave low-income groups less vulnerable, and (ii) the
coverage, quality, and efficiency of essential social services, including employment avenues.
In the governance and modernization of the State sphere the Bank will support:

(i) national public sector reform, {ii} local management capacity building, (ii1) initiatives to
foster transparency and combat corruption, and (iv) judicial branch reform.

From the Bank’s standpoint, two constraints for the strategy’s viability are the country’s
fiscal deficit and the escalating armed conflict. Both constraints have implications for the size
of the lending program, the mix of lending and nonlending products, and prospects for
achieving the strategy objectives.

II. LENDING

As of November 30, 2003 the country’s portfolio consists of 29 loans an amount equivalent
to US$2.6 billion. These resources are distributed among 27 investment loans

(US$990.0 million), a policy-based loan {US$400,0 million) and an emergency loan
(US$1,25 billion). In addition, the country portfolio with Colombia includes 31 non-
reimbursable technical cooperation (US$24,4 million) and four small projects

(US$1.5 million). Through the Muitilateral Investment Fund (MIF), which finances private
sector investment projects, Colombia has 21 non-reimbursable operations (US$18.6 million).

! Prepared by IADB staff, Questions may be addressed to Mr. Javier Leén, Country Officer,
at {202) 623-1769 or javierl@tadb.org.



-37 -

In 2003 five loans for US$1,886.03 million will be approved. These operations include a social
emergency program (US$ 1.25 billion). According with the last Programming Mission Report on
November 2003, the Bank would approve in 2004 six investment loans by US$ 343.3 million
and a policy-based loan, whose amount is not already defined. The lending program for 2004 will
support the government strategy in areas such as rural household, vaccination, transport, public
services, environmental investment, privatization, and national public sector reform.

COLOMBIA: FINANCIAL RELATIONS WITH THE
INTER-AMERICAN DEVELOPMENT BANK
(As of November 30, 2003)

I. IDB OPERATIONS
{In millions of U.S. dollars)

Undisbursed
Commitments Disbursements amounts
Agricultural and rural development 125.1 90.7 343
Public sector management 359.5 166.3 193.2
Social Investment 2,019.2 1,156.7 862.5
Water supply and sewerage and 49.4 25.0 244
mfrastructure
Natural resource management 36.9 26.9 10.0
Urban development 50.2 30.0 20.0
Grand total 2,640.3 1,495.6 1,144.7
I1. TDB LOAN TRANSACTIONS
(In miitions of U.S. dollars)

1996 1997 1998 1999 2000 2001 2002 2003
Gross 2627 2716 4129 9524 241.2 7853 1518 1,518.2
disbursement
Amortization,
interest and
contributions 4672 5792 369.1 4458 4732 4082 8194  960.7
Net cash flow 2045 -307.6 438 5066 2320 377.1 -667.6 5575

(*) Projections.

Source: JADB.
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Bogota, Colombia
December 24, 2003

Mr. Horst Kohler

Managing Director
International Monetary Fund
Washington, D.C. 20431

Dear Mr. Kshler:

The government remains fully committed to promoting faster sustainable and equitable
economic growth through the implementation of its economic program for 2003-04, which is
being supported by the two-year Stand-By Arrangement (SBA) approved by the Fund in
January 2003.

We are requesting the completion of the second review under the program. We are adopting
policies that will achieve the program’s objectives for the remainder of 2003 and 2004, and
are proposing quantitative performance criteria for end-December 2003, end-March and end-
June 2004 (with indicative targets for the remainder of 2004) and structural reforms for 2004.
These policies are explained in detail in the attached Memorandum of Economic Policies
(MEP) and Technical Memorandum of Understanding (TMU). All quantitative performance
criteria through September 2003 have been observed, and all but one of the structural reforms
have been implemented on schedule. In the area of budget reform, we had planned to submit
the bill to reform the Budget Code by end-October 2003, which is a structural performance
criterion, However, we have needed more time to ensure that the proposed reform is as
strong as possiblie. We submitted this bill to Congress on December 16, 2003, and on this
basis, we are requesting a waiver for the nonobservance of this structural performance
criterion, We are also requesting a waiver of the applicability of the performance criteria for
end-December 2003.

We are proposing to have two additional reviews under the program, the third to be
completed by May 2004 and the fourth by November 2004. In the third review, we will reach
understandings on quantitative performance criteria for September and December 2004,
while in the fourth review, we will ensure that the program policies remain on track. The
government will continue to treat the SBA as precautionary and will maintain a close policy
dialogue with the Fund.

Sincerely yours,
/s/ /s/
Alberto Carrasquilla Miguel Urrutia
Minister of Finance General Manager

and Public Credit Bank of the Republic
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Memorandum of Economic Policies

1. INTRODUCTION

1. The government of President Alvaro Uribe took office in August 2002 in the midst of
a deteriorating fiscal positton, domestic security concerns, and difficulties in accessing
international capital markets. The government’s program sought to support an increase in
real economic growth to 2 percent in 2003 and to over 3 percent in 2004, while continuing to
reduce inflation gradually. Net international reserves were expected to rise by about

US$300 million a year, The combined public sector (CPS) deficit was targeted to decline to
2%, percent of GDP in 2003 and 2.1 percent of GDP in 2004 in order to arrest the increase in
public debt, which reached 58.4 percent of GDP by end-2002'%, and set public debt in
relation to GDP on a downward path. Our policy initiatives also included structural reforms
to resolve institutional issues that undermine the sustainability of the fiscal position, to
improve the quality of social programs, and to continue to strengthen the financial system,

2. All quantitative performance criteria through end-September 2003 were observed,
and all structural reforms, except for the submission of the revised budget code, have
proceeded on schedule (Tables 1 and 2). Moreover, the economic outlook is favorable:

¢ Real GDP is projected to increase by 2.8 percent, faster than expected, led by
increased output in construction, manufacturing, and financial services on the supply
side and durable goods consumption and private investment on the demand side.

¢ Inflation is likely to decline to close to 6 percent by end year, in line with the program
target of 5.9 percent, reflecting in large part the decisions by the Banco de la
Republica to raise its policy interest rate and to conduct foreign exchange
intervention. As a result, net international reserves are expected to decline by
US$250 million, in line with the adjusted program target.

¢ The external current account deficit is projected to reach 2.2 percent of GDP,
somewhat less than expected. Exports have performed well, in spite of the difficulties
with Venezuela, because of the real effective exchange rate depreciation since mid-
2002 and higher oil and coal exports.

II. POLICIES FOR THE REMAINDER OF 2003 AND 2004

3. In the national referendum, the government had included a temporary expenditure
freeze and additional pension reforms to help place fiscal policy on a sustainable path. In the
October 25 vote on the referendum, these two proposals, as well as all other proposals,

2 Includes debt of the financial public sector, in line with the program definitions.
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received 5% to 6 million votes, an overwhelming majority of the votes cast. Nonetheless, the
preliminary results suggest that many of the proposals may not have received the required
minimum number of votes. The negative outturn for the expenditure freeze means that—
without corrective measures—the CPS deficit would have risen to 3% percent of GDP in
2003 and to 3.7 percent of GDP in 2004.

4. The government is fully committed to keeping fiscal policy on a sustainable path.
Because of this commitment, our program continues to aim at a further pick up in real
economic growth to 3.3 percent in 2004, while targeting a further decline in inflation. With
more rapid economic growth and the secular decline in oil exports, the external current
account deficit is projected to rise to 2.5 percent of GDP, which 1s expected to be fully
financed by net capital inflows.

5. The government intends to limit the CPS deficit to 2.8 percent of GDP in 2003 and to
2.5 percent of GDP in 2004, targets only slightly higher than those envisaged in the original
program (Table 1). With these fiscal targets, the primary surplus of the nonfinancial public
sector is projected to increase from 0.4 percent of GDP in 2002 to about 2% percent of GDP
in 2004, while public debt is projected to decline to about 56 percent of GDP by end-2004.
To compensate for the rejection of the expenditure freeze that had been proposed in the
referendum, the government moved quickly to develop a fiscal plan that paid close attention
to the need to have all sectors contribute to this effort. This plan includes measures to trim
expenditure in 2003 and 2004 and to secure congressional approval of a tax package for 2004
and beyond. The package proposes to:

» Keep the top income tax rate at 38.5 percent, with a credit for a certain percentage of
reinvested profits.

» Establish a tax of 0.3 percent on individuals® net worth above a certain threshold;
» Increase the financial transactions tax rate from 0.3 percent to 0.4 percent.

» Strengthen tax administration by enhancing the authorities’ powers to negotiate and
settle disputed tax arrears and penalties and increase some penalties for tax evasion.

» There is no change in the structure of the VAT. However, there will be a rebate of
2 percentage points for credit and debit card transactions, which is intended to
improve tax administration.

In 2004, the growth in expenditure will be restrained by redirecting territorial transfers to
fund the temtorial pension fund (FONPET) and by controlling spending on goods and
services and investment.

6. In 2004, the CPS deficit will be financed largely from external sources to ensure that
the private sector has sufficient financial resources. The government may seek additicnal
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commercial external financing for liability management purposes or to pre-finance 2005
financing requirements. The public sector’s external borrowing will remain in line with the
performance criteria and indicative targets presented in the TMU. Over the next few years,
the government intends to increase its reliance on domestic financing to reduce the sensitivity
of public debt to external factors.

7. Looking beyond 2004, we intend to continue to strengthen the fiscal position through
the term of this government. In line with the recently approved Fiscal Responsibility Law,
the government intends to announce by June 2004 that the primary surplus for the
nonfinancial public sector will reach 3 percent of GDP for 2005, which will place fiscal
policy on a path to reduce public debt to 4045 percent of GDP by 2010.

8. The Banco de 1a Republica will continue to conduct monetary policy within a
framework of inflation targeting and a floating exchange rate. Since its inception, this
approach has succeeded in reducing inflation, and has benefited from the current institutional
arrangement for central bank independence. Looking forward, the Banco de la Republica has
set an inflation target for 2004 of 5.5 percent and it will take the actions necessary to achieve
this target. The quarterly path of inflation in 2004 is identified in Table 1. It intends to reduce
inflation further to 3.5 to 5.5 percent in 2005, in line with its medium-term objective of
lowering inflation to 3 percent. Consistent with the floating exchange rate system, the Banco
de 1a Repuiblica is targeting no change in its net international reserves.

9. The implementation of the structural reforms will continue {o proceed as envisaged in
the December 2002 MEP (Table 2), with the following changes:

e Reform of the Budget Code. The revised budget code is designed to strengthen the
institutional framework for managing public spending. The government intends to
secure congressional approval of the revised code during 2004 and agrees that it will
not request completion of the fourth review until the key elements of this reform have
been approved. As a first step towards strengthening budgeting procedures, the 2005
budget that is submitted to congress in July 2004 will include a presentation of
expenditure according to a more transparent classification framework, as well as a
presentation of expenditure according to the existing classification system and this
action will be a structural performance criterion.

e Pension reform. In November 2003, the government submitted Iegislation to address
the concerns raised by the constitutional court with regard to the pension reform
approved in December 2002, By March 2004, the government will submit to congress
constitutional reform to deal with the issues raised in the referendum in relation with
special pension regimes. The government will evaluate the situation of people
registered as contributors to both the public and private regimes (multiafiliados), and
the contributions to private funds of those that were not yet eligible to transfer away
from the public system will be returned to 1SS.
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o Strengthening fiscal decentralization. The government has requested technical
assistance from the Fund’s Fiscal Affairs Department to prepare a report on the
system of fiscal deceniralization, with a view to developing options for reform.
CONPES will prepare a report by September 2004 that presents a strategy for
increasing the effectiveness of the current system.

o Statistical data on public sector financing. The government will publish a document
by June 2004 to recommend a statistical reporting system of the public sector
financing with the objective of obtaining monthly estimates of the below—the-line
fiscal deficit with a minimum reasonable delay.

o Improving transparency of inflation targeting framework. The Banco de la Reptiblica
will continue to improve the communication of its inflation targeting framework, with
a view to helping markets develop a medium-term focus on inflation.

10.  The government is prepared to accept the obligations under Article VIII of the Fund’s
Articles of Agreement. The bilateral payments arrangement with China was eliminated in
June 2003, and the rate on the CERTs (the system of export subsidies) has been set at zero
for several years, in line with Colombia’s obligations to the WTO. The tax on inward
remittances has been removed in the context of the tax legislation approved in December
2003. The government intends to eliminate the taxes on outward remittances by 2005. The
central bank is undertaking conversations with Fund staff in order to identify whether the
foreign exchange regime for hydrocarbons exporters gives rise to an exchange restriction.

11.  The Banco de la Repiiblica now requires its annual external audit to be conducted by
an auditing firm with international experience and exposure, as recommended by the
safeguards assessment.
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Table 1. Colombia: Performance Criteria 1/

ANNEX |

Performance 2004
Criteria Performance Criteria Indicative Targets
Dec. 31, 2003 Mar. 31 Jun. 30 Sepl. 30 Dee. 31
Cunulative flows from beginning of calendar year
(In billions of Colombian pasos)
(verall balance of the combined public sector
Floor -0,375 -1,200 -1,650 -1,850 -6,100
Outturn
Margin (+) or shortfall (-)
Inflation rate 2/
{12-month inflation rate)
Inflation - Consultation band
Upper limit 79 8.0 8.0 N 7.5
Target 59 6.0 6.0 57 55
Lower limit 39 4.0 4.0 3.7 35
Outrn
(In millions of LS. dollars)
Net international reserves of the Banco
de la Republica
Floor 140,540 10,240 10,300 10,400 10,540
Culturn
Margin () or shorlfall (-}
Cumulative net disbursement from beginning of calendar year
{In millions of U.S. dollars)
Net disbursement of medium- and long-term
external debt by the peblic sector
Ceiting 1,850 800 1,300 1,750 1,800
Cuturn
Margin (+) or shortfall (-)
Change in the outstanding stock of short-
term external debt of the public sector
Ceiling 100 200 200 200 200
Culturn

Margin (+) or shortfall {-)

Sources: Ministry of Finanee; Banco de la Republics; and Fund staff estimates.

1/ Definitions of concepts and adjustinents to the performance eriteria are explained in the technical memorandum of understanding

atlached to the staff report for Colombia’s request for a Stand-by Arrangement (EBS/02/210).

2/ Deviations from the quarterly path for inflation will frigger consultations with the Fund, as set out in the technical memorandum

ol understanding.
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ANNEX 1I

Table 2. Colombia: Structural Performance Criteria and Benchmarks Under the SBA'

Structaral Performance Criteria

October 31, Submitting to congress a revision of the Budget Code (Ley Orgénica del Was structural
2003 Presupuesto). This revision will give the Ministry of Finance greater control over | performance criterion for
the expenditure level and budget execution with the purpose of achieving more end-October 2003.
transparency and higher budgetary flexibility. Specific measures will include
{a) the adoption of budget classification according to int-ernational standards that | Done Dec. 16, 2063.
fits into the context of Colombia’s legal frameweork; (b} a requirement to include | Waiver requested,
in the annual budget law information on tax expenditures, quasifiscal activities,
subsidies, contingent fiscal liabilities, medium-term fiscal projections, and a
fiscal sustainability analysis; (c) the establishment of a mid-year budget report to
congress.
July 37, 2004 The 2005 budget submitted to congress will include a presentation of expenditure
according to a standard international classification system.
Prior to Congressional approval of the changes to the Budget Code. The revision will () | Was structural benchmark

completion of
JSourth review

adopt a budget classification according to international standards that fits into
the confext of Colombia’s legal framework; (b) require that the annual budget
law include information on tax expenditures, quasifiscal activities, subsidies,
contingent fiscal liabilities, medium-term fiscal projections, and a fiscal
sustainability analysis; (¢) establish a mid-year budget report to congress,

(d) gradually phase out most revenue earmarking not mandated by the
constitution by subjecting these earmarking provisions to explicit sunset
provisions; (e), limit the budgef carry over by eliminaiing the “reserva
presupuestal ¥ and () limit the power of the goverament to make spending
commitments for future vears on projects not authorized under the Development
Plan.

to be completed by end-
2003,

Structural Benchmarks

December 31, | Issuance of a decree to eliminate existing vacancies in the public service with Done October 2002
2002 immediate effect, and also to close vacancies created by retiring staff.

March 31, Approval by CONPES (Consejo Nacional de Politica Econémica y Social) of the | Done March 2003
2003 Social Security Institute’s financial sustainability plan for its health service. The

plan will clearly identify the fiscal effect of each of its elements and be consistent
with eliminating the deficit of the ISS health system by 2007.

June 30, 2003

Congressional approval of the Fiscal Responsibility Law.

Presentation to congress of a revision of Law 80 to improve management of
government contracts. The objective is to curb corruption in government
procurement, improve transparency in public contracting, promote e-
procurement, and design and implement a standard methodology specifying
bidding terms and conditions for typical contracts.

Implementation of a reform of the special pension regime for teachers that
reduces the actuarial deficit of the regime for teachers at least in a proportion
similar to that proposed by the government for the special regime.

Done June 2003

Done July 2002

Congress approved law in
May 2003.

July 31, 2003 Implement reform of special pension regime for the military that will make the Done July 2003
regime more equitable.
December 31, | CONPES to finalize a plan to streamline the management of government Done October 2003

2003

property under which an asset management unit will be set up to define and
implement a management plan based on consolidated inventorics and develop a
program for inventory assessment.
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Congressional approval of the modifications of Law 80 to improve management
of government contracts.

Bring Bancafe to point of sale.

March 31,
2004

Completion of a CONPES document to strengthen the government's legal
defense service to take effect by 2005.

Done November 2003,

Structural Benchmarks

June 30, 2004

The government will issne a plan to improve the statistical reporting sysiem for
the financing of the nonfinancial public sector deficit.

A financial evaluation of ISS health will be underiaken, in order to derermine
wheither additional actions beyond those established in Decree 1750 of June
2003 qre required.

September 30,
2004

Full implernentation of CONPES plan to eliminate the deficit of the ISS health
system by 2007,

Implementation of the plan to strengthen the governments’ legal defense
SCrvices.

Restructure and bring Granahorrar to the point of sale.

CONPES will approve a strategy for strengthening the current system of fiscal
decentralization.

! New or revised measures or dates arc presented in italics.
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COLOMBIA—TECHNICAL MEMORANDUM OF UNDERSTANDING (TMU)

1. This memorandum sets out specific performance criteria for December 31, 2003 and
March 31, 2004, and the structural performance criteria and structural benchmarks for the
remaining period of the program. This TMU supplements the TMU of December 2, 2002,
which presents all the definitions of the variables used to monitor performance under the
program.

I. FISCAL TARGETS

A. Performance Criterion on the Overall Deficit of the
Combined Public Sector

Ceiling
(In billions of Colombian pesos)

Overall deficit of the combined public sector
from January 1, 2003 to December 31, 2003 (performance criterion) -6,375

Overall deficit of the combined public sector
from January I, 2004 to:

March 31, 2004 (performance criterion) -1,200
June 30, 2004 (performance criterion) -1,650
September 30, 2004 (indicative target ) -1,850
December 31, 2004 (indicative target) -6,100
2. The overall balance of the combined public sector (CPS) will remain as defined in

the TMU of December 2, 2002 with the following change. With regard to Caja Agraria, the
CPS deficit will include the severance payments and interest costs of closing Caja Agraria.

3. Adjustment

() The quarterly ceilings on the combined public sector deficit will be adjusted
upward (larger deficit), and the ceiling on net disbursements of medium- and long-term
external debt of the public sector (see below) will be adjusted upward by the full amount of
any concessional loan disbursements beyond what is currently envisaged under the program,
up to a maximum of 0.5 percent of GDP or US$400 million for 2004 as a whole, in support
of the government’s domestic security program “Seguridad Democratica.” A loan will be
considered concessional if it has at least a 35 percent grant element at the time of loan
approval using the commercial interest reference rate (CIRR) as discount rate.
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(i)  The cumulative quarterly ceilings on the combined public sector deficit will
be adjusted downward by 130 percent of the revenue (gross deposits) of the petroleum
stabilization fund (FAEP), as currently defined in the law, in excess of the baseline set out in
the table below.

B. Baseline Assumption for Oil Stabilization Fund Revenue (FAEP)

Revenue
(In millions of U.S. dollars)

From January 1, 2004 to March 31, 2004 0
From January I, 2004 to June 30, 2004 0]
From January 1, 2004 to September 30, 2004 0
From January 1, 2004 to December 31, 2004 0
II. Monetary Targets
4. Reflecting the BR’s inflation targeting framework for monetary policy, quarterly

targets for 2003 and 2004 have been established for the 12-month rate of consumer price
inflation, measured by the Indice de precios al consumidor (IPC) compiled by the
Departamento Administrativo Nacional de Estadisticas (DANE). The authorities will
complete consultations with the Fund (Executive Board) on the proposed policy response
before requesting purchases from the Fund in the event that the observed quarterly inflation
were to deviate from the programmed quarterly baseline target by 2 percentage points or
more, as set out in the table below. In the event that the actual inflation deviates significantly
from the programmed target within the 2 percentage points margin in any calendar quarter,
the BR staft will report to the IMF staff on the reasons for the deviation and the policy
response adopted, if any. The BR will provide Fund staff with monthly information and
analysis of inflationary developments and forecasts, and keep the staff informed of all policy
actions taken to achieve the inflation objectives of the program.

A. Performance Criterion on Inflation’

Inflation
{12-Month Percentage Change)

December 31, 2003 (performance criterion) 5.9
March 31, 2004 (performance criterion) 6.0
Tune 30, 2004 (performance criterion)) 6.0
Septemnber 30, 2004 (indicative target ) 5.7
December 31, 2004 (indicative target) 5.5

 These performance criteria trigger consultations with the Fund, as noted above.
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III. EXTERNAL TARGETS

A, Performance Criterion on NIR of the BR!

Target
(In millions of U.S. dollars)

Outstanding stock as of:

December 31, 2003 (performance criterion) 10,540
March 31, 2003 (performance criterion) 10,240
June 30, 2003 (performance criterion) 10,300
September 30, 2003 (indicative target ) 10,400
December 31, 2003 (indicative target ) 10,540

"' These performance criteria and indicative targets are explaincd in the Annex to the TMUL

5. Adjustment. The quarterly NIR targets may be adjusted downward byuptoa
cumulative amount of US$2.0 billion in 2003 and 2004 of foreign exchange sales to help
secure orderly foreign currency market conditions in the event of exogenous disturbances in
the foreign currency market and consistent with transparent rules used by the central bank for
foreign exchange intervention. In the event that NIR declincs by US$1.0 billion during any
30-day period, the authorities will complete consultations with the Fund (Executive Board})
on the proposed policy response before requesting purchases from the Fund.

B. Performance Criterion on the Net Disbursement of Medium- and Long-Term
External Debt of the Public Sector’

Ceiling
(In millions of U.S. doilars)

Cunuiative net disbursement of external debt by the public
sector from January 1, 2003 to December 31, 2003 (performance criterion) 1,850

Cumulative net disbursement of external debt by the public
sector from January 1, 2004 to:

March 31, 2004 (performance criterion) 800

June 30, 2004 (performance criterion) 1,300
September 30, 2004 (indicative target) 1,750
December 31, 2004 (indicative target) 1,800

" These performance criteria and indicative targets are explained in the Annex to the TMU.
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C. Performance Criterion on Net Disbursement of Short-Term
External Debt of the Public Sector!

Ceiling
{In millicns of U.S. dollars)

Cumulative net disbursement of short-term external debt of the public
sector from Jamuary 1, 2003 to December 31, 2003 (performance criterion) 100

Cumulative net disbursement of short-term external debt of the public
sector from January 1, 2004 to:

March 31, 2004 (performance criterion) 200
June 30, 2004 (performance criterion ) 200
September 30, 2004 (indicative target) 200
December 31, 2004 (indicative target) 200

"These performance criteria and indicative targets are explained in the Annex to the TMU.

IV. STRUCTURAL PERFORMANCE CRITERIA

0. These are described in the Table 2 of the Memorandum of Economic Policies.
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Colombia: External Program Targets
(In millions ol U.8. dollars, cumulative from the beginning of the vear)
2004
March June Sepl. Dec.

1. Net accumulation of long-term external debt 1/

Target 840 1,300 1,600 1,600
Projection 433 840 1,408 1,381
Margin 367 460 192 219
Met long-term financing o6 1,217 1,522 1,363
Nonfinancial public sector 593 1,210 1,537 1,399
Diishursements 1,366 2,307 2,977 3,346
Central government 1,250 2,156 2,588 2,869
Decentralized entities 116 151 389 477
Amortization 773 1,007 1,440 1,947
Central government 636 B44 1,077 1,377
Decentralized entities 137 253 363 570
Financial public scotor 13 7 -15 -6
Disbursements 34 49 49 51
Amortization 21 42 64 87
Net change in foreign currency assets -173 -376 -114 18
Nonfinancial public sector 146 -57 205 337
Central government 32 -185 13 22
Decentralized entities 64 128 192 255
Financial public sector 319 =319 -39 -39
Memorandum items

Net accumumulation of long-term external debt by

Ceniral government 696 1,127 1,524 1,574
Decentralized entitics 43 25 217 162
Financial public sector =306 =312 =334 <155
2. Net accumulation of short-term external debt 1/

Target 200 200 200 200
Projection 0 ] )] 0
Margin 200 200 200 200
Net short-term financing 0

Nontinancial public sector (net) 4 0 0 0
Central government 1] 4] 0 0
Decentralized entitics 4] 4] 0 0
Financial public sector (net}) i) 0 0 0
Net change in dollar assets held by foreigners 1] 0 0 0
3. 8tock of net reserves (IMF defitition) 2/

Targer 3/ 16,256 10,300 10,400 10,540
Projection 10,172 10,257 10,341 10,424
Change in reserves due to forex infervention in 2003 -138 -238 -238 -238
Margin 160 195 179 122
Gross reserves 10,273 10,359 10,443 10,527
Short-term liabilities (traditienal definition) 5 5 5 5
Short-term liabilities (IMF definition) 102 102 102 103

1/ Ceiling.
2/ Floor.



Statement by Roberto Steiner, Alternate Executive Director for Colombia
January 12, 2004

On behalf of my authorities, I would like to thank Management and staff for their continued
support of the efforts that the Colombian government has been undertaking since it took
office in August, 2002. Recent developments have been positive, the program is on track, and
there are reasons to believe that the economy will strengthen further in 2004, although staff
highlights some important downside risks.

Macroeconomic indicators evolved favorably in 2003. Growth, which was originally
expected to reach 2 percent, is now believed to surpass 3 percent. As a result, the rate of
unemployment declined to 13.3 percent in November. CPI inflation was 6.5 percent, the
lowest in 40 years and only slightly higher than the central bank’s target. The debt to GDP
ratio, although still high, declined 3 percentage points, while net intemational reserves
surpassed seven months of imports of goods and services and 100 percent of short-term
external debt,

All end-September quantitative performance criteria have been met, and we anticipate this
will also be the case when end-December information becomes available. Targets for the
fiscal deficit have been revised upward slightly to compensate for the fact that the
expenditure freeze contemplated in a national referendum did not receive sufficient support
and for higher than anticipated military expenditure. The revised targets are consistent with a
further reduction in the debt burden. While progress has also been achieved on the structural
front, a waiver is being requested for a two-month delay in the submission to Congress of
legislation to reform the budget code.

1. Fiscal policy and debt sustainability

Since 1999, Colombia has focused on reducing its fiscal deficit and debt burden. Several
elements are involved in these efforts, including increasing tax revenue, improving tax
administration, debt management operations, reforming state institutions, overhauling the
pension system, enacting a fiscal responsibility law, and improving the budgetary procedure.

The fiscal program for 2003 had two basic pillars, an increase in revenue emanating from a
2002 tax reform and savings of 0.8 percent of GDP from the expenditure freeze in the
referendum. For 2004, the expenditure freeze would deliver savings of 1.4 percent of GDP.
The referendum, voted on October 25, was not favorable to the government. Although all
provisions were supported by over 80 percent of voters, in all but one question the total
number of votes fell just short of the required threshold.

A. Compensating for the referendum

The government moved swiftly to ensure that fiscal sustainability would not be jeopardized
by the failure to approve the referendum. For 2003, a reduction in investment was the main



compensatory measure. For 2004 and beyond, the government proposed a combination of
expenditure control and increased taxes. It submitted to Congress a tax bill centered on
enhancing savings, promoting investment, and improving resource allocation. Its centerpiece
was an increase in the VAT rate from 16 to 17 percent, a broadening of the VAT base, and an
increase in the highest marginal tax rate on income to 38.5 percent. Unfortunately, the reform
approved in December does not alter the VAT. Instead, it increases the financial transaction
tax to 0.4 percent and establishes a 0.3 percent temporary tax on wealth.

The staff is critical of certain elements of the reform. Shortly, and after consulting with key
economic and political actors, my authorities will decide whether to present to Congress a
proposal aimed primarily at improving the quality of the tax code. At this stage, the
government has stated that the shortfall in revenue in the recent reform--0.3 percent of GDP--
will be compensated with reductions in expenditure. The approved tax reform and
expenditure restraint make the 2004 fiscal target attainable. With GDP expected to increase
3.3 percent, the debt burden should remain at around 56 percent of GDP in 2004, and decline
gradually thereafter. In the context of the fiscal responsibility law, the government intends to
announce that the 2005 budget will be consistent with an overall primary surplus of 3 percent
of GDP. This target, if sustained, should deliver a debt ratio of 44 percent of GDP by 2010.

B. Debt management

Colombia not only managed to observe a reduction in its debt burden in 2003, it also made
good use of ample liquidity in international and local markets and undertook important
liability management operations. These operations lengthened the maturity of debt, reduced
the rate of interest, and substituted debt indexed to the exchange rate for debt in pesos.
Operations undertaken since 2002 have re-profiled $1.6 billion of external amortizations due
in 2003-05. Now only 6.2 percent of external public debt is due in 2004. Domestic debt
represents 47 percent of total public debt. Most of it is issued in pesos, with a small
proportion indexed to inflation and a negligible part to the exchange rate.

The government is merging two directorates at the Ministry of Finance, Treasury and Public
Credit. The former has been in charge of issuing securities with maturities under one year,
the latter securities at longer maturities. Deficient coordination has resulted in a fragmented
yield curve. In addition, since the market maker scheme has concentrated on the long-end of
the yield curve, liquidity for short-term bonds is scant. Furthermore, there will now be much
better coordination between cash flows and spending needs.

C. Structural reforms in the fiscal front

Colombia has put in place an important reform of the pension system, a labor reform, a fiscal
responsibility law, and various measures streamlining state institutions. Draft legislation
submitted to Congress makes the budget more transparent and flexible, and limits the use of
revenue ear-marking, budget carry-over, and future spending commitments. Following a
reform of the general pension regime in 2002, the government proposed the elimination,
through the referendum, of all remaining privileged public pension systems. It will now study



options to achieve the same purpose through ordinary legislation. In order to ensure a better
use of resources, the government will identify options to reform the decentralization regime.

2, Inflation, monetary and exchange rate policy

In 2003, inflation was 6.5 percent, slightly above target. Two hikes in interest rates during
the first semester and a stable exchange rate played a key role in delivering this outcome.
Annual inflation was running below 6.2 percent in November, but a strike in the transport
sector brought about a 1.25 percent hike in food prices in December alone. For 2004, the
central bank has established an inflation range of 5 - 6 percent, and for 2005 has announced a
3 Y - 5 % percent range. This year two issues could have an effect on monetary policy. First,
if the output gap is narrowing, there would be less scope for further declines in inflation.
However, there 1s uncertainty about the size of the narrowing of the gap, as the high rate of
investment observed in 2003 should have a positive impact on potential GDP. Second, if
investor confidence were to deteriorate, a weakening of the peso could ensue. My authorities
are committed to adopting the required policy actions to meet the inflation target in the
context of a floating exchange rate regime with pre-determined rules of intervention.

Concerns regarding the inflation targeting framework or political pressures on the central
bank have to be assessed in the context of a relatively successful experience with inflation
targeting. Since the inception of inflation targeting in the mid 1990s, the target has been
missed only twice, and in both cases by less than one percentage point. Staff points out that
key actors do not appear to use sophisticated models to forecast inflation. Expectation
surveys do in fact suggest that most agents seem to form their expectations in a static
manner, with the latest data on annual inflation the preferred choice for expectations one year
ahead. With shocks that temporarily increase inflation, this expectations formation
mechanism can make matters unnecessarily complicated for the central bank. My authorities
agree with staff that it would be appropriate to share with the public more information
regarding the central bank’s inflation model. However, they believe their model requires
refinements, and for that purpose are requesting, through staff, technical assistance from the
central bank of the Czech Republic as a follow-up to very valuable advice received in 2003.

Colombia’s 1991 Constitution granted independence to the central bank, to be exercised
while maintaining close coordinatton with the government. To that effect, the Minister of
Finance is a member of the board of the bank. This arrangement has worked well, and
coordination has not prevented the bank from choosing the required instruments to achieve
its mandate of a low rate of inflation. Since the bank became independent, the government
has never requested central bank credit. Recently, there has been a tendency for the peso to
strengthen. In no way impinging on the prerogatives of the central bank, the government has
voiced its concern that a strong currency could slow down the economy. On the issue of
reserves, the Ministry of Finance requested the central bank to undertake a study to
determine whether the level of NIR was excessive or not. The result of the study is that there
is no clear evidence of excess NIR. This means that in 2004 reserves could remain at their
2003 level and the return on reserves, projected at $320 million, could eventually be used to
retire debt. '



3. The financial sector

The financial sector has improved consistently following a well-contained crisis that erupted
in 1999. In 2003, and for the first time in five years, credit to the private sector increased in
real terms. In the process, NPLs continued to decline, provisions increased and profitability
returned to close to pre-crisis levels. Still, problems remain in two mortgage banks. Tight
regulation and supervision, in addition to the on-going recovery of the housing market,
should alleviate those problems in the coming months.

The government has decided to privatize two banks, Bancafé and Granahorrar. In the first
case, the process has advanced swiftly, with several potential buyers well-advanced in their
due-diligence processes. The government expects to receive bids before the end of the
month. With regard to Granahorrar, it should be brought to the point of sale before the end of
September. It 1s worth noting that the draft legislation to review the budget code grants
budgetary independence to the bank supervisory agency.

4. Upside risks

There are upside risks to the program, which could mitigate the negative ones identified by
staff. On the one hand, Colombia and the United States are starting negotiations that should
soon lead to a free trade agreement. The importance of the US market for Colombia is
surpassed in Latin America only by the cases of Mexico and Venezuela. The recent solid
performance of the US economy has allowed Colombian exports to grow, in spite of the
contraction in Venezuela, Colombia’s second export market. Colombia has made good use of
preferential treatment granted by the United States under the Andean Trade Preference Act,
and a bilateral agreement would make most of those benefits permanent.,

Another upside risk is improved security. Under President Uribe’s democratic security
program kidnappings and terrorist attacks are down, traffic in national roads has accelerated,
and hotel occupancy rates have been impressive. Recently, a high-ranking member of the
FARC guerrilla movement was apprehended in Ecuador, boosting the moral of the military
and suggesting that the government seems to have the upper-hand in its fight against terror.
Furthermore, the fact that for the first time ever a candidate from the left was elected major
of Bogota, home to one in seven Colombians, shows that parties in the left can gain power
through the democratic process, without resorting to the use of violence. This should also
enhance support for the President’s security strategy, even if it might somewhat complicate
his relationship with Congress.

More trade and investment associated with a free-trade agreement with the United States,
enhanced security, a supportive international environment, and continued commitment to
macroeconomic stability, are all positive elements that should foster growth and generate
employment, thereby mitigating the adverse risks to the program raised in the staff report.
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IMF Completes Second Review of Colombia's Stand-By Arrangement,
Approves US$5145 Million Disbursement and Grants Waivers

The Executive Board of the International Monetary Fund (IMF) today completed the second
review of Colombia’s performance under a two-year SDR 1.5 billion (about US$2.2 billion)
Stand-By Arrangement that was approved in January 13, 2003 (see Press Release No. 03/04).
This decision entitles Colombia to the release of a further SDR 96.7 million (about US$145
million), which brings the total amount disbursed under the program to SDR 774 million (about
US$1.2 billion). The Colombian authorities have treated the arrangement as precautionary and
not made any drawings.

In completing the review, the Executive Board approved Colombia’s request to waive the
nonobservance of the structural performance criterion on the submission to congress of a revised
budget code before the end of October 2003, Draft legislation on reforming the budget code was
subsequently submitted to congress before the end of December 2003. The Executive Board also
approved Colombia’s request to waive the applicability of the performance criteria for the end of
December 2003 due to the unavailability of the information at the time of the Board’s discussion.

Following the Executive Board's discussion on Colombia, Anne Krueger, First Deputy Managing
Director and Acting Chair, said:

“The government of Colombia has made commendable progress in carrying out a strong
economic reform program aimed at faster economic growth and improved social equity.

This program has begun to deliver encouraging results, with strong growth in investment and
economic activity and a significant decline in unemployment.

“Economic policies in 2003 were broadly on track. The overall public sector deficit is expected
to have declined, reflecting both revenue measures and firm control over expenditures.

The monetary policy conducted by the Banco de la Republica has contributed to lower inflation.
All quantitative performance criteria for end-September 2003 were observed, and it is expected
that the performance criteria for end-December will also have been observed. Structural reforms
proceeded largely as scheduled.

“Economic policies for 2004 aim to support a further pick up in economic growth and a
continued decline in inflation. The government and congress have put in place revenue and
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expenditure measures designed to lower the overall public sector deficit to two and one half
percent of GDP in 2004. Moreover, the authorities intend to announce a further strengthening of
the primary surplus for 2005, with a view to achieving a significant reduction in public debt as a
share of GDP by 2010. Monetary policy will continue to be conducted in the context of the
inflation targeting framework, together with a flexible exchange rate.

“Colombia's economic reform program and the government’s firm intention to maintain the pace
of structural reform have helped reduce the risks to the economic outlook. Firm implementation
of the program will, nevertheless, remain necessary to lay the basis for sustained growth and
improved equity. In particular, the adoption of the revised budget code, the rationalization of
Colombia’s system of fiscal decentralization and further strengthening of the pension system will
be critical to moderate the growth of public expenditure and preserve fiscal sustainability. In
addition, steps to broaden the revenue base and simplify many of the existing taxes would
contribute to achieving a durable strengthening of public revenues.”



	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	
	

