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The inflationary global phenomenon raised the question of the true nature of
the underlying inflation dynamic, we propose a strategy to provide an answer

©
Q

U

Extract information about the dynamic of the underlying (core) inflation by
estimating trend inflation.

Understanding inflation dynamics, in particular under severe distortions, is
important for the economy. Core inflation is usually understood as a guide of
the true underlying inflation. However, it may also include some noise that fogs
its signal. For this reason, in this document we aim to find a measure with
fewer disturbances.

We follow the strategy through trimmed means developed by BBVA Research
Spain and adapt it to the Colombian data. The trimmed mean is a statistical
measure of central tendency. It calculates the mean by discarding a given
proportion of the CPI basket both at the upper and lower end of the sample.
We then find the optimal trimmed mean that better fits the data through a
simple RMSE.



For the development of the project the following steps were taken into
account

DETAILS

Data collection: the baskets of 2008 and 2018 were merged joining the inflation indexes of 188
products (maintaining the weights present in each basket).

Data adjustment: the 188 series were seasonally adjusted. Five products were dropped as
there was no matches between 2008 and 2018 baskets for those items (they represent 0.5%).

Application of the methodology: the methodology used by BBVA Research Spain was
adapted for colombian data and replicated.

Results: we obtained an optimum trimmed mean close to the median, in line with the
results found by Michael F. and Stephen G. and by the BBVA Research Spain team.
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Methodology

** Data from 2009 until 2022 with a monthly *ﬁ The groups in the total basked are
frequency is included in the analysis. The organized according to their monthly
series are seasonally adjusted. variation and weight.
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Methodology

. The frequency of the weighted inflation of the
basket is calculated.

Source: BBVA Research

. All the possible combinations for the
trimmed means are calculated (both
symmetrical and asymmetrical), obtaining
2601 combinations.

the grey sections are the percentage of each tail removed in the calculation of each
trimmed mean.



Methodology

’ The adjustment of each trimmed mean is
evaluated against the headline monthly
inflation n-months ahead and we calculate
the RMSE for each trimmed mean.

Optimum trimmed means

Headline
Inflation
Source: BBVA Research
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From the trimmed means with the lowest
RMSE, we use the Diebold-Mariano test
to select the best trimmed mean. The
one with the highest accuracy to
anticipate the trend of inflation.
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The optimal trimmed mean has an upward trend, though it is below both core
and headline inflation, suggesting a part of the current inflation is transitory

OPTIMAL TRIMMED MEAN, CONFIDENCE INTERVALS, HEADLINE AND CORE INFLATIONS
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The underlying inflation is significantly lower than headline and core inflation,
though it signals structural inflation is still trending upward

MAIN CONCLUSIONS

== |n periods of extreme inflation uncertainty increases, increasing the width of confidence intervals.
Three periods of higher uncertainty are identified: 2016 and 2022 with high inflation and 2020 with low
inflation. In this periods the distribution of inflation results also show an important upward skewness of
the confidence intervals. This result may be explained by price stickiness or strong price indexing.

! The optimal trimmed mean shows a lower variance than the official core (without food) inflation.
However, it does respond to periods of extreme inflation.

For the latest data, the optimal trimmed mean remains below both the official core (without food)
() inflation and headline inflation, suggesting that part of the inflationary phenomenon is transitory.

Nonetheless, it exhibits an upward trend that suggests that inflation maintains a certain structural

acceleration that has not yet slowed down and its turning point has not yet been achieved.
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Disclaimer

This document, prepared by the BBVA Research Department, is informative in nature and contains data, opinions or estimates as at the date of its publication. These arise from the
department's own research or are based on sources believed to be reliable and have not been independently verified by BBVA. BBVA therefore offers no express or implicit guarantee
regarding its accuracy, completeness or correctness.

Any estimates contained in this document have been made in accordance with generally accepted methods and are to be taken as such, i.e. as forecasts or projections. Past trends for
economic variables, whether positive or negative, are no guarantee of future trends.

This document and its contents are subject to change without prior notice, depending on variables such as the economic context or market fluctuations. BBVA is not responsible for updating
this content or for giving notice of such changes.

BBVA accepts no liability for any direct or indirect loss that may result from the use of this document or its contents.

Neither this document nor its contents constitute an offer, invitation or request to acquire, disinvest or obtain any interest in assets or financial instruments, nor can they form the basis for
any kind of contract, undertaking or decision.

The content of this communication or message does not constitute a professional recommendation to make investments under the terms of Article 2.40.1.1.2 of Decree 2555 of 2010 or the
regulations that modify, replace or supplement it.

With particular regard to investment in financial assets that could be related to the economic variables referred to in this document, readers should note that under no circumstances should
investment decisions be made based on the contents of this document; and that any persons or entities who may potentially offer them investment products are legally obliged to provide all
the information they need to make such decisions.

The content of this document is protected by intellectual property laws. Reproduction, transformation, distribution, public communication, making available, extraction, reuse, forwarding or
use of any nature by any means or process is prohibited, except in cases where it is legally permitted or expressly authorised by BBVA on its website www.bbvaresearch.com.
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