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The first round of Colombia’s Presidential election will be held on Sunday 29 May. The
election could lead to the victory of Gustavo Petro as the country’s first leftist president or
to the continuation of the current economic model under Federico Gutierrez. In this issue of
Infocus, Joaquin Thul looks at Colombia’s economic context and the main proposals from

the two leading candidates.

On Sunday 29 May, Colombia will hold presidential elections.
These may lead to the triumph of Gustavo Petro, from Pacto
Historico, as the country’s first leftist president or to the
continuation of the current economic model if Federico
Gutierrez, from the conservative coalition Equipo por Colombia,
wins. In the last week, Rodolfo Hernandez, a right-wing
businessman with no prior experience in politics, has also
joined the race.

In Colombia, if no candidate receives more than 50% of the
votes, the top two candidates go to a ballot. If required, the
second round is scheduled for 19 June. Recent polls have
shown that Petro and Gutierrez would receive 40% and 27% of
votes respectively, closely followed by Hernandez with 21%, see
Figure 1. This means it is unlikely that any candidate will win in
the first round.

Last year both Chile and Peru elected left-wing leaders,
increasing uncertainty in the region as both presidents, Boric
and Castillo respectively, promised to deliver strong political
change. However, months after the election not enough
progress has been made on implementing new policies.

This year'’s election has also been labelled as an election for
change. Soaring inflation, the inability of previous governments
to tackle deep social problems, poverty, unemployment and the
repercussions of the Covid pandemic are prominent in voters’
minds and have led to a demand for political renovation.
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The results from the Congressional elections last March

added an extra layer of complexity. Congress is now

highly fragmented. Petro’s Pacto Historico has the largest
representation, but only 18% of votes in the Senate and 15% of
the votes in the Lower House. In the event of a victory for Petro
he will need the support from minority parties to govern. This
resembles the situation in Peru where President Castillo has
little support in Congress and faces strong opposition from
other parties to pass legislation. In Colombia, both Petro and
Gutierrez have experience in politics and despite their strong
rhetoric, both would be less inclined to implement significant
changes to an economy that is expected to grow strongly in
2022.

A positive economic context

The economic backdrop in Colombia is positive. After a pick-up
in GDP of 10.6% in 2021, the IMF expects Colombia to grow by
5.8% in 2022, the highest in the region and more than double
the average of 2.3% GDP growth expected for South America.
Growth in 2022Q1 was strong, at 4% quarter-on-quarter.

This was attributed to solid domestic demand, see Figure 2.
However, high inflation, which surpassed 9% year-on-year and
the tightening in monetary policy carried out by Banrep, the
Colombian central bank, will slow growth in the second half of
this year.

The increase in commodity prices, particularly the rise in crude

oil prices, has been positive for Colombia. The share of oil

2. Domestic demand outpacing GDP growth
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exports in total exports increased from 32% in previous quarters
to 40% in March. With the price of oil expected to remain
elevated, commodity exports will continue to strengthen.

The outlook for public finances has also improved. Colombia
ended 2021 with a primary fiscal deficit of just under 4% of
GDP, slightly below the 4.4% deficit in 2020 at the start of

the Covid pandemic. In the second half of 2021 the current
government passed a fiscal consolidation plan which included
tax adjustments aimed at increasing fiscal revenue and changed
the fiscal rule to include a limit to net debt of 71% of GDP and a
provision to maintain a primary balance of at least 1.8% of GDP
if the net debt limit is breached.? The IMF expects Colombia’s
primary deficit to reach 1.7% of GDP in 2022, which is slightly
above the 1.2% average deficit registered on the five years prior
to the pandemic.

Last month the IMF also approved a two-year arrangement

of USD 9.8 billion for Colombia under the Flexible Credit Line
(FCL) facility.? This agreement will improve market confidence
and, together with the country’s international reserve position
of approximately USD 60 billion, will provide some insurance
against external downside risks.

Tightening conditions and softening demand

Growth in 2022Q1 was mostly driven by strong domestic
demand which contributed to a recovery in the services sector,
while agriculture production was weak. However, rising inflation
and a tightening of financial conditions by the central bank are
expected to reduce household consumption and decelerate
demand in the coming quarters.

Headline CPI inflation in April reached 9.2% year-on-year, the
highest level since 2000, while core CPI inflation hit 5.5% over

4. Main policy proposals from the two leading candidates
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the same period. These are above the target range of 2%-4%
set by Banrep. The central bank recently raised interest rates
by 100bps to 6%, emphasising the risks of a de-anchoring of

inflation expectations.

Banrep has increased rates by 300bps so far in 2022 and 425bps
since the rate hiking cycle began in October 2021. With inflation
still to peak, the central bank will likely continue tightening
monetary policy in the coming months. Some board members
have suggested raising the interest rate by 150bps at their
meeting in late June. Therefore, the expected tightening of
financial conditions by the central bank will weigh on growth in
the second half of the year.

Uncertainty on policies

While the economic backdrop is relatively upbeat, there is
uncertainty arising from the different policy proposals of the
two frontrunner candidates, as shown in Figure 4.

Sector Gustavo Petro Federico Gutierrez

E Promote use of renewable energy sources by ending oil
nergy exploration projects.
Pension reform to extend scope of pension benefits.

Promote projects to explore productions of blue
hydrogen to transition away from oil.

Increase pension subsidies.

Modernise public health system with investment in new
technologies.

Implement fiscal austerity and promote efficiency of
public spending.

Reduce primary school dropout rate to 2.5%.

? The fiscal rule in Colombia was put in place in 2011 and sets yearly spending ceilings to reduce the procyclicality of fiscal policy associated with the revenue
generated from commodity exports. The rule was suspended in 2020 and most of 2021 to give the government more fiscal space to meet needs arising from

the Covid pandemic.

3 The FCL was established in 2009 and allows countries with strong fundamentals, institutional policy framework and solid track records to draw on the credit
line at any time. The advantage of drawings under the FCL is that they are not phased or tied to conditionality, as other IMF programs.
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Regarding energy policy, Gutierrez intends to continue most

of the policies implemented by recent governments and
promote projects to explore the production of blue hydrogen in
Colombia to reduce dependency on fossil fuels. Petro also aims
to promote renewable energy sources and he intends to not
renew existing contracts for oil exploration in Colombia. This
has sparked fears among investors and doubts from centrist
voters who view this approach as too radical.

Both candidates agree on the need for a pensions reform, an
improvement of the tax system and a modernization of the
healthcare system. However, they differ on their approach

to fiscal spending. Petro wants to promote tax reform to
implement a more progressive tax system. In contrast, Gutierrez
wants to promote fiscal austerity and more efficiency in public
spending. He aims to reduce gross debt to 60% of GDP from
65%, aiming to recover the country’s investment grade status
which was lost in July 2021.

The uncertainty generated by the election seems not to have
affected domestic asset prices. Equities had a strong start to
the year, with the MSCI Colombia index up 5.7% year-to-date,
in line with returns in Brazil and Peru. Colombian 10-year
government bond yields currently trade at 11.5%. However,

in contrast to Brazil and Mexico where parts of the yield
curve have inverted, the domestic yield curve remains steep,
highlighting a healthier economic scenario (see Figure 5). The
Colombian peso has not reacted to the uncertainty over the
elections. It has depreciated by 2.4% against the US dollar so far
in 2022, which is in line with the average depreciation of Latin
American currencies this year.
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Conclusion

We do not expect an outright winner to emerge from the first
round of the Presidential elections on Sunday 29 May, with a
second round needed in June. The choice for Colombians is
between: Gutierrez, a more market-friendly candidate who
would favour a continuation of the existing economic model;
Petro, a left-wing candidate with an ambitious agenda for
radical change; and Hernandez, a right-wing businessman who
has captured the conservative vote. Regardless of the winner,
the ability to govern will be constrained by the fragmented
Congress and the resulting need to seek alliances to pass
legislation. The new President will inherit an economy in a solid
position despite the rising cost of living and, as in many other
emerging markets, a slowing of economic activity.

Risks to growth are tilted to the downside. Uncertainty over

the continuity of current economic policies remains high and
the ability of the central bank to control inflation and anchor
expectations will be tested. Additionally, the new administration
will face challenges to consolidate fiscal accounts and reduce
debt while maintaining social spending for lower income
households. Overall, we maintain a positive view on Colombia
which would benefit from a continuation in orthodox economic
policies to contain inflation and promote growth.
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