ABSTRACT .

INFLATION AT DECEMBER
AND THE OUTLOOK

Consumer inflation was 4.85% in 2005. Thisiswithin thetarget rangefor annual inflation
(4.5% to 5.5%) and 65 basis points (bp) below inflation in 2004. The drop in non-food
inflation, which offset theriseinfood inflation, explainsthe reduction with respect to 2004.
The other core inflation indicators were down as well. Within the Consumer Price Index
(CP1), both tradable and non-tradableinflation declined.

Thebulk of thereduction in annual inflation occurred during thefirst haf of theyear. Inthe
second half, it remained stable despiteatemporary risein food inflation, which reversed itsalf
in November and December.

External conditions continued to be favorable for the Colombian economy. The country’s
trading partnersreported good growth. Moreover, termsof traderemained high and interna-
tiond liquidity kept the country-risk coefficientsdown. Inthiscontext, the Colombian economy
should havegrown by dmaost 5%in 2005. Domestic demand wasthedriving force of economic
growth. The acceleration in household consumption, coupled with continued growth in
investments, both public and private, were the high pointsin thisrespect. The Colombian
economy now has completed three consecutive years of growth above 4%.

According to variousindicators, the use of production capacity continued to rise during the
third and fourth quartersof 2005. Also, most of theseindicatorsare back at their long-term
levelsor dightly above. This suggests there was increasingly less surplus capacity in the

economy.

No magjor changesin global economic growth trendsareanticipated for 2006. A moderaterise
ininterest ratestheworld over isexpected, and international commodity pricesshould remain
high. Inthis context, favorable conditionsfor growth above 4.5% during 2006 continueto
persist. Thelow level of real interest rates compared to historical averagescontributestothis
outcome, asdoesgrowth in productivity and continued confidence on the part of economic
agents.

Thetrend in coreinflation during the next four to e ght quarterswill be determined primarily
by changesinthe exchangerate, the existence of surpluscapacity, inflationary expectations
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and the presence or absence of inflationary pressureson costsand wages. Thefollowing are
the principal tendencies anticipated inthisrespect:

d No increasein tradableinflation isanticipated for 2006, although conditions might be
differentin 2007.

i In 2006, surplus production capacity should contribute lessto containing demand-pull
inflationary pressuresthanin earlier years.

. Surveysshow that inflationary expectationsare more cons stent with thetarget thanin
past years. Thisfavorsinflation performance.

d Recent wage hikes, including ahigher minimum wage, could beginto exert pressureon
costs, athough thiswill depend on the extent and continuity of gainsin productivity.

i During 2006, inflationin regul ated goods and utilitiesisexpected to be similar to what
it wasat theend of 2005 (around 6%).

. With respect to food inflation, theforecasts show asignificant decline as of thefirst quarter of
2006 compared to late 2005 (6.5%). Thisconfirmsthetemporary nature of thefood-price
shocksobservedinthefinal quarter of 2005. However, these predictionsare highly uncertain,
particularly intermsof how big the changeswill be, even in the short-term.

i Cons dering thesefactorsand the extremelikeihood that the 2006 inflation target will bemet,
the Board of Directorsof Banco delaRepublica(BDBR) agreed to leave theinterest rate on
expansion reposat 6%. Thisdecision wastaken at aBDBR meeting on January 27, 2006.
Furthermore, based on an assessment of the exchange situation and bal ance-of-payment
projections, the Board of Directors agreed to continueitsdiscretionary interventioninthe
exchange market.

Board of Directors
Banco delaRepublica
(Central Bank of Colombia)
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