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THE INFLATION TARGETING
STRATEGY IN COLOMBIA

OBJECTIVES

Monetary policy in Colombiaisbased oninflation targeting, whichisintended
primarily to keep inflation low and to ensure the stability of long-term growth
in output. Monetary policy objectives, therefore, combinethe goal of price
stability with maximum sustainable growth in output and employment. In
thisway, monetary policy complieswith the constitution and contributesto
thewell being of the Colombian population.

HORIZON AND IMPLEMENTATION

The Board of Directors of Banco de la Republica (BDBR) defines
guantitativeinflation targetsfor the year in progress and the next. BDBR
policy initiatives are designed to meet each year’ starget and to place long-
term inflation at around 3%. The annual variation in the consumer price
index (CPI) istheinflation measurement used.

THE DECISION-MAKING PROCESS

Monetary policy decisions are based on an analysis of the current state of
the economy and its prospects for the future and on an assessment of the
forecast for inflation compared to thetargets. If the assessment suggests
with enough certainty that, under current monetary-policy conditions, infla-
tion will deviate from its target during the course of that policy, and the
deviation would not be caused by temporary shocks, the BDBR modifies
the stance of itspolicy. Thisisdone primarily through changesin theinter-
ventioninterest rate (charged by Banco delaRepublicaon short-term liquidity
operations).



COMMUNICATION AND TRANSPARENCY

Monetary policy decisions are made at meetings of the Board of Directors
and announced immediately thereafter through a press bulletin posted on
the Bank’ swebsite (www.banrep.gov.co). Theinflation reportsare published
quarterly and lend transparency to the Board'sdecisions. They a so contribute
to a better understanding of monetary policy and add to its credibility.
Specifically, they i) let the public know how the Board of Directorsand the
Technical Governor of the Bank view recent and anticipated changesin
inflation and its short and medium-term determinants; ii) explain what those
determinantsimply for monetary-policy management within the scope of
inflation targeting; iii) describethe context and analysisjustifying monetary-
policy decisions during the quarter; and iv) provideinformation that hel ps
economic agentsto form their own expectations about prospectsfor infla-
tion and growth in output.
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ASSESSMENT
OF INFLATION AND
PoOLICY DECISIONS

INFLATION SUMMARY

In December, annual consumer inflation was 4.48% (as opposed to 4.58% in September).
Thisis at the center of the target range for 2006. Although the growth in inflation at
December was consistent with expectations, the risein non-food consumer prices (CPI)
and other coreinflation indicators, which averaged 4.52%, was a surprise.

Theincreasein non-food inflation isexplained primarily by non-tradable goodsand services,
excluding food and regul ated items. Tradabl e inflation remained stable, consistent with
thetrend in the exchangerate.

Consumer inflation for the year as awhole declined from 4.86% in 2005 to 4.48% in
2006, primarily due to less of an increase in prices for perishable foods and tradable
goods. In the case of tradables, the reduction was attributed to an adjustment in long-
distancetelephonerates. Non-tradabl e inflation, excluding food and regul ated items, went
from 4.57%t0 4.75%.

Third-quarter GDP growth (7.7%) surpassed expectations. Most of theincreasewasin
private GDP, which was up by 8.7%. The rise in domestic demand (9.7%) was due
largely to further growthin household consumption and investments, especially in machinery
and equipment (19.3% during the quarter) and in construction and buildings (24.5%).
Total exports continued to perform well and accelerated in real terms.

Theforecastsfor growth during 2007 arerevised upward in thisreport. Domestic demand
should continueto rise at avigorous pace, given the momentum in private consumption
and investment. Compared to 2006, more of anincreasein public consumption isexpected.
Accordingly, economic growth during 2007 should be somewhere between 4.4% and
6.6%.

External conditions are expected to continue to favor good economic performancein
Colombiathroughout 2007. A slight declinein demand on the part of our trading partners
isanticipated (with respect to 2006), but terms of trade should remain high, although not



at the level seenin recent years. Risk perception on the financial markets would stay
relatively low, thanksto ampleliquidity in theinternational context. Given thisscenario,
the United States Federal Reserve Bank (Fed) isnot expected to raise interest rates.

Thequick expansionin credit continues. The peso loan portfolio inthefinancia systemisup
by 34.9% and consumer loans, by 48.3%. Some of thisperformanceisduetotheincreasein
credit supply crested when credit ingtitutionsshifted aportion of their portfoliosfrominvestments
in TEStoloans. Infact, between March and December 2006, they reduced their TES hol-
dingsby nearly $4.2 trillion pesos.

Part of the Bank’sinterest rate hikes (150 basi s points (bp) between April and December)
were passed through to the market rates. Interest rates on time certificates of deposit at
different maturitiesroseby 87 bp, on average, during that period. Redl lending rateson preferred
and treasury loansincreased, but the others are down (ordinary, consumer and credit card
loans).

PoLicy DECISIONS

Thefollowing arethe ma or changeswith respect to theinflation analysisin the September
report:

. Evidence of acceleration in aggregate demand emerged, raising the growth forecasts
for 2006 and 2007.

. Thelatethird-quarter reduction in non-tradableinflation without food and regul ated
itemswasreversed at theend of 2006. Asaresult, non-tradableinflation without food
and regulated itemsfinished the year at 4.75%, which ismorethanin 2005 (4.57%).
Theaveragefor coreinflation went from 4.25% in September to 4.51% in December,
continuing itsupward trend.

. The peso continued to appreciate, raising the exchangerate from $2,400 per dollar in
September to $2,238 at the end of December.

. Inflation was 4.48% in 2006, which isslightly below the forecast published in the
September edition of thisreport (4.6%). In other words, theinflation target was met at
the center of the 2006 range (between 4% and 5%).

These el ements, onthewhole, imply anincreased risk of inflationary pressure compared to
the pressure discussed in the September report. Thisisdueto thefollowing reasons:

. The next few quarters are expected to see no significant slowdown in the growth of
aggregate demand. External conditionsremain favorable, real domesticinterest rates



arehistorically low, and credit continuesto grow at afast pace, particularly consumer
loans.

. The calculation on rate of installed capacity useis highly uncertain. However,
different methods suggest it continues to increase compared to the estimates
published in the September inflation report. This meansthe margin that existed
previously with respect to the rate of use consistent with price stability continues
todecline.

. Although compliance with theinflation target for the third year in arow increases
the credibility of the 2007 target, total inflation anticipated during thefirst half of
the year could have a negative impact on inflationary expectations. In fact, the
forecastsindicateit will be above 4.5% during that period (the top of the target
rangefor theyear). Thiswould be dueto food prices (affected by El Nifio weather)
and pricesfor regulated items (because of thelow levels compared to 2006). These
effectsare temporary and would tend to be reversed during the second half of the
year. However, if transmitted to inflationary expectations, they could haveamore
permanent impact.

. Although movement in the exchange rateisahighly uncertain variable, tradable
inflation isnot expected to make afurther contribution to reducing total inflation.

Giventhiscontext, the BDBR decided to continue to reduce the Bank’smonetary incentive
by adding 25 bp to theintervention interest rate on three occasions: in October, December
and January. Thelast of theseincreases placed the base rate for expansion auctions at
7.75%.

The decision to continue the monetary standardization process ratifies the Board's
commitment to adopting the measures required to ensure that inflation convergestowards
itslong-term target. The gradual elimination of monetary incentives does not affect the
Colombian economy’s capacity for growth in terms of its potential. On the contrary, it
lends continuity and sustainability to the economy.

There arerisks associated with the external context that can raise the exchange rate and
the country-risk premium. These could originate with expectations of additional rate hikes
by the Fed, more of adownturnin commaodity prices, or areduction in capital flowsto the
emerging economies, which could heighten therisk of inflation, given theimpact of peso
depreciation on tradabl e inflation and possibly on expectations of inflation. Some of these
events could have a negativeimpact on economic growth in Colombia (aswould bethe
case with adrop in terms of trade), thus reducing potential demand-pull inflationary
pressures. The country’smonetary authority must consider theserisksand identify their
possible effect on inflation forecasts.

The early months of 2007 are expected to see astrong influx of foreign exchange from
the sale of public-sector assets. Thismonetization could unnecessarily and temporarily



aggravate interest rate volatility and the prices of other assets. Therefore, the Board of
Directorsfelt it was appropriate to announce itsintention to intervene in the exchange
market on amass scale. In any case, thiswill be donein away that does not movethe

Bank’sinterest rate away from alevel that is compatible with achieving the inflation
targetsfor 2007 and 2008.

Board of Directors, Banco delaRepublica
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I. THE CURRENT
ECONOMIC SITUATION

Domestic growth surpassed expectations. The sector indicators herald strong

growth in the fourth quarter and allow for higher estimates of GDP growth
in 2006.

The force of private consumption during the second half of the year was

surprising and contributed to a sharp increase in loans. The momentum in
investments would have raised their share, as a percentage of GDP, to
historic highs in 2006.

The external context remained favorable. The world economy enjoyed plenty

of liquidity. This allowed for a major influx of capital, particularly in the
form of foreign direct investment. Some trading partners experienced more
growth than was forecast.

The credit channel would have been reestablished entirely. The sale of

investments was an important source of funds for banks. In this context,
only aportion of the Bank’sinterest rate hikes were passed on to the market
rates. The interest rates on consumer loans declined.

Inflation dropped with respect to 2005 and the target was met for the third

year in arow. Thisgradually lowered expectations of inflation and enhanced
the credibility of the country’s monetary policy. By the end of the year, the
rise in non-tradable inflation without food or regulated items was more
than had been anticipated in the September report.

A. EXTERNAL CONTEXT

World economic growth during the second half of theyear wasmoremoderate,
duetolessgrowthinthe United Statesand in other developed economies. On
the contrary, the emerging economies continued to perform extremely well.
The slowdown in economic growth in the United States and the unexpected
declinein pricesfor raw materials curbed the upward tendency ininflationin
that country. Given thiscontext, therewere no interest rate hikes.

Growth in the United States economy slowed during the second half of the

year. It was 2.0% in the third quarter (annualized quarterly), because of
deceleration in the housing market and the automotive sector (Graph 1). Inthe

15



GRAPH 1

fourth quarter, the indicators were mixed; the

primary industrial indicators continued to weaken,

ANNUALIZED QUARTERLY GDP GROWTH:

UNITED STATES, THE EURO ZONE AND JAPAN although less so than in previous quarters, while

(percentage)
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some of thefiguresfor consumption, thejob market
and housing picked up, possibly because of themild
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4.0
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wintert,

The euro zone and Japan grew less during the
second half of 2006 than at the beginning of the
year. In the third quarter, economic growth was
2.1% in Europe and 0.84% in Japan. The sharp
sowdown in the pace of Japanese economic growth
isexplained by thelimited increasein consumption;

M1 Qtr. 04 1Qt. 05
M United States

Source: Datastream.
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however, thissituation isexpected to be temporary,
1Qtr. 06 111 Qtr. 06

B Euro Zone O Japan given excellent terms for financing and an

improvement inthejob market. Thelatest indicators

of business confidence, industrial production and

household expectationsfor both economiesare still
relatively favorable.

The emerging economies continued to see strong growth during the fourth
guarter. Theincrease in the Chinese economy was 10.4%, which slightly
exceedsthethird-quarter figure. The slowdown in economic growth in the
United States and the policies adopted by that country’s monetary authority
to control growth in certain sectors have yet to exert a major impact on
economy. Moreover, the performance of the Latin American economies,
particularly Colombia’smajor trading partners, continued to be highly favo-
rable, with growth rates similar to those seen during thefirst half of the
year. Inthethird quarter, gross domestic product (GDP) was up by 10.4%
in Venezuelaand by 4.6% in Ecuador.

During thefinal months of 2006, inflation in the devel oped economiesten-
dedto slow inlinewith the decel eration in economic growth and thedropin
pricesfor certain raw materials. Nonetheless, coreinflation in the United
States at December (2.6% annual) was still above what the monetary
authority regards asitsimplicit targets (Graph 2)2. Also, wage hikes and

1 Thepreiminary figurefor US economic growth in thefourth quarter (3.5%) was announced
at the time this report was being written and exceeds the market's expectations. Residential
investment continued to decline, and there was no growth in other types of investment. The
increase in consumption was good, surpassing the forecasts. Economic growth for theentire
year would have been 3.4%.

2 Theimplicit consumption deflater in the United States was 2.2% in December and slowed
abit as of mid-year. The United States Federal Reserve Bank followsthisindicator closely.
It is as important to monetary-policy decisions as the CPI.



considerable use of installed capacity are still a
maj or source of concern. Asfor the euro zone and
. . ANNUAL CONSUMER INFLATION
Japan, there was less inflationary pressure, IN THE UNITED STATUS
although therisksfor thefuture are still there.
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case; its economy was downgraded in recent
weeks by Standard and Poor’sand Fitch, after its
risk premium rose by 500 basis points (bp)
compared to thelevelsobserved in November 2006.

B. FINANCIAL VARIABLES
1. TheExchange Rate

The behavior of the exchange rate in 2006 was
characterized by high volatility inthe market. This
also was true of the other Latin American
economies, reflecting the uncertainty international
investors faced with the unexpected changesin
international interest rates (Graph 5 and 6).

At the start of 2006, the peso looked asthough it
would continue to gain strength, following the
tendency observed since 2003 and demonstrating
international investors preferencefor domestic debt
securities from emerging markets. The reduction
in the spread on the external debt of various
countriesin the region was amanifestation of that
tendency (Graph 7). However, it reversed sharply
in the second quarter of the year, when the risk of
external interest rate hikesincreased, prompting
outflows of private capital from the country and
fewer portfolio inflows. The foregoing translated
into ageneralized increasein country-risk premiums
throughout the region, with increases of nearly 70
bp in the emerging markets index for Colombia
(EMBI in Spanish) between January and June. In
June, the dollar wasthe highest it had been during
the entire year (Col$2,634); average devaluation
on that datewas closeto 4.0% (Table 1).

Asthreats of further interest rate hikes by the Fed
were dispelled and good conditionsin the world
economy became evident, particularly in the
emerging economies (high termsof trade and strong
demand worldwide), the risk perception on inter-
national markets declined. Theincreased demand
for bondsfrom emerging economiesisareflection
of that decline, asisthe generalized reductionin
EMBIs. Added to the news about sales of state-



REAL AND NOMINAL EXCHANGE RATE IN 200

Nominal Exchange Rate

Real Exchange Rate

Average End of Average Annual Index Annual Variation
Variation (%) (%)

2004 2,626.2 2,389.8 (14.1) 122.7 (9.7)

2005 2,320.8 2,284.2 (5.5) 118.9 (3.1)

2006 2,358.0 2,238.8 1.6 118.8 0.0
January-March 2,264.1 2,290.0 (3.8) 118.1 (0.6)
April-June 2,431.5 2,633.1 3.9 125.6 6.6
July-September 2,433.4 2,394.3 5.4 126.1 6.5
October-December 2,305.4 2,238.8 0.9 119.9 0.5

Source: Banco de la Replblica.

owned companies in Colombia and the growing increase in foreign
investment, this moved the expectations of these agents towards peso
appreciation, particularly during the last two months of the year. Between
July and December, the exchange rate dropped by Col$394, closing out the

year at $2,239 per dollar.

The average rate of exchange in 2006 was $2,358 per dollar, with 1.6%
annual average nominal devaluation. However, in real terms, there wereno
variationsin the exchange-rate indicator at the close of the year (Graph 6

and Tablel).

2. Monetary Aggregates and Credit

Monetary aggregates continued to grow at ahigh
rateduring thefinal monthsof 2006, althoughlesssp
than in the third quarter. The expansion in these
aggregates accelerated sharply at the start of the
second quarter of 2006, probably because of an
increasein the supply of depositsfrom households
and companiesthat reduced their stock and govern-
ment bond positions given the devaluation in stocks
and bondsduring that quarter (Graph 8).

Base money increased by $4.2 trillion (t) in 2006,
primarily dueto repo expans on operationswith Ban-
codelaRepublica($2.6t) and cash withdrawal sby
the government ($1.2 t). The Bank made no
discretional purchasesof foreign exchangeduring the

MONETARY AGGREGATES,
MONTHLY AVERAGE
ANNUAL GROWTH RATE

(percentage)
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Source: Banco de la Republica
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last ninemonths of the year, although US$190 million (m) inforeign currency
were purchased through put optionsto control volatility, al during thefourth
quarter of 2006.

Contrary to therestrained growth in base money and, to alesser extent, in
M 3, cash continued to increase sharply during thefinal months of 2006, when
it was up by nearly 30%. The momentum in the demand for cash could bethe
result of several factors, such asthe growing uncertainty generated by the
extreme volatility in financial assets at mid-year and the acceleration in
economic activity, particularly private consumption, during thethird and fourth
quarters. Growth in the purchase/sale of luxury homes could be another
reason for the rising demand for cash.

Credit continued to grow at an accelerated pace
during thethird and fourth quarters of 2006. By the

GROss PoRTFoOLIO L/C:
ANNUAL GROWTH RATE

(percentage)

50.0

end of the year, the annual increase in credit was
35%innominal terms. Thisexpansion appliestoal
types of loans, including mortgage loans, which
registered an annualized monthly increase of nearly

400 |
300
w0 | F
100 [

0.0

20% by theend of the year (equival ent to 9% annual
growth) (Graph 9).

Asthesefigures show, thegrowthin credit during
thefourth quarter continued to exceed theincrease
inmonetary aggregatesby awidemargin. Thiswas

-10.0

particularly true of thegrowth in liabilities subject
to reserve requirements (LSR). Part of the gap

-20.0
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Total Commercial =~ ===

Source: Office of the National Superintendent of Financial Institutions. Calculations by

Banco de la Republica

Consumer and Micro-credit Mortgage Loans

(16% increasein L SR compared to 35% in loans)
was covered with disinvestments by Iending
institutions (especially in TES). They reduced their
TESholdings by nearly $4.2 t between March and
December 2006. Thisrepresents gpproximately 22%

of the growth in the financial system’stotal loan

TES HOLDINGS OF CREDIT INSTITUTIONS pOf'th”O during thesame perlod (Graph 10)

(percentage of the gross portfolio)
50.0

Themomentumin credit during 2006 ledto asizeable

450
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350 ¢
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200
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100 r

50

0.0

increase in the financial-depth indicators (loan
portfolio/GDP) for consumer and commercial loans.
By the end of the year, they were near the highs
registered during the last ten years (Graph 11, Pa-
nel A). However, in the case of the mortgage loan
portfolio, the extent of financial depth at year’send
wasstill quitelow. For thisreason, in historic terms,
there is relatively limited depth in broader

Dec-04  Decs05  Dec06 measurements such asthe househol d portfolio (con-

Dec-00 Dec-01 Dec-02
sumer + mortgageloans) and thetotal |oan portfolio
goe:rﬂcti:igflce of the National Superintendent of Financial Institutions and Banco de la (Gl‘aph 11, Panel B)
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The strong growth in credit throughout the year
implied no deterioration inloan portfolio quality. In
fact, the percentage of non-performingloansasa

GROSs PORTFOLIO/GDP

shareof al loansinthefinancial systemwasless PANEL A
than 3% in November. Thisiswell below thelevels (percentage)
registered at the start of the current decade (10%). 200

16.0

12.0

8.0
4.0 w

0.0

3. Interest Rates

1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006

Consumer Commercial

TheBoard of Directors (BRBD) raised theBank’s
intervention interest rate on two occasionsduring PANEL B
thefourth quarter, by atotal of 50 bp. Inall, ever
sincethe Bank began itshikesinApril, theserates
have increased by 150 bp, placing the expansion
auction rate at 7.50% by December®. The market
rates reflected these increases partialy and in a
mixed way. The passthrough to term deposit rates
(CDs) wasonly 50%. For example, the DTF (CD
at 90 days) registered an increase of 74 bp during

(percentage)

40.0

35.0

30.0

25.0

20.0

15.0

the period fromApril to December, mostly between 100
the second and third quarters. Inthefourth quarter, 50
theincreases were much less, closing out the year 0.0 U
1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005 2006

at 675% (BOX 1) . Total Mortgage Loans y Consumer = Mortgage Loans

. . . . . Note: The ﬁgur&e are qua(terly. ) ] . o
COﬂSI deﬂ ng a” depos t_takl ng in theform Of CDS g{;lug&itioor::lis cé;r:(r:\g (lj\éaligogaelpusblfipcea?ntendent of Financial Institutions and DANE.
at various maturities, the increase in rates was
slightly higher: 87 bp on average (Graph 12). The

biggest adjustment in CD rateswasfor 360 daysor
more, with increases of 200 bp between April and

CD CURVE: APRIL AND DECEMBER 2006

December. Similarly, theincreasein ratesfor other 2.0
maturitieswas more pronounced in the second and 80
third quarters, than at the end of the year. o

6.0
5.0

4.0

3.0 /

8 Atitsmeeting inlate January 2007, the Board of Directors

ruled another 25 bp increasein the Bank'sintervention rates, 20

placing the expansion auctionrate at 7.75%. A moredetailed at30 atds at 60 at 90 at120 at180 at360
explanation of that decision can befound at the start of this BAt A6 69 9Ll RIS I8I3S9 Beyond
report, in section on inflation situation analysis and policy AI::'I“b“”‘ e

decisions.

Source: Banco de la Replblica
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LENDING RATE
PANEL A
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Source: SEN - Banco de la Republica
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The lending rates show mixed movement,
suggesting different degrees of response to the
change in the Bank’s stance or the presence of
additional influences. Asto interest on treasury
and preferential loans, the passthrough appearsto
have been significant: the averageincreasein these
rates between April and December was 189 bp and
150 bp, respectively, and continued throughout the
entire second half of theyear. Incontrast, therates
on consumer and credit card lending declined
substantially, even during thefourth quarter (Graph
13). Withthelevelsreached in December, all real
rates, both lending and deposit, remained low
compared to their historic averages (Graph 13).

In the public domestic debt market, TES rates
dropped dightly during thefourth quarter, especialy
on the long-term bonds. Broadly speaking, the
behavior of TES throughout the year was linked
closely torisk perceptionin foreign markets. In par-
ticular, the rise in rates at mid-year was due to
growing uncertainty about the Fed's monetary
policy. Likewise, the increase in Banco de la
Republica sinterventionratesinApril, coupled with
expectations of further hikes, produced arisein
TES rates, particularly for those with short and
medium-term maturities.

Inthethird and fourth quarters, aclearer external
outlook and good domestic newsfavored agradual
declineininterest rates, especially on long-term
securities (Graph 14). Up until December, the
correction waspartial and theyield curve, although
not as steep asin early 2006, was up by morethan
200 bp.

4, Stock Market

During thelast quarter, stock pricestended to return
where they were at the start of the year (Graph



15). Aswith TES, stock prices and the exchange rate have reflected changes
in the demand for domestic assets. Therecent recovery istied to agrowing
demand for domestic assets and atendency towards appreciation during
thelast five months of the year. A healthy domestic economy, with growth
figures that surpassed the market’'s expectations and indications that
company sales and earnings continue to be satisfactory, also could have
contributed to therecovery.

CHANGES IN THE BANK'S INTERVENTION
RATE DURING 2006
(PERCENTAGE)

May 2 6.25 Oct 2 7.00
June 21 6.50 Oct 30 7.25
C. EcCONOMIC ACTIVITY August 22  6.75 Dec 18  7.50

AND EMPLOYMENT

Source: Banco de la Replblica

1.  Third-quarter Growthin 2006

The third-quarter GDP figures released by the CoLomBIAN StocK
Nationa Bureau of Statistics(DANE) showed more MARKET INDEX

economic growth that was forecast by different
analystsand by Banco delaRepublica. Theannual
GDP growth rate during that period was 7.7%.
There had not been an increase of that magnitude

(Base: July 3, 2001 = 100)

12,000

11,000 |-

sincethe end of 1994 (Graph 16). 1000y
9,000
A real annual increase of 6.5% in household con- 8.000 -
sumption, alevel not seen since the mid-nineties, 7000 |
was an important contribution to that growth. 6000 -
Although growth during the third quarter was 5000 ‘ ‘ ‘ ‘ ‘ ‘
distributed e\/enly arnong thedifferent typeS of con- Dec-05 Feb-06 Apr-06 Jun-06 Aug-06 Oct-06 Dec-06
sumption, the accel eration in non-durabl e goods Source: Colombian Stock Market.

consumption was a high point. This item has

- :
increased at relatively good rates: 4.5% and 3.6% = -

in 2004 and 2005, respective]y’ and 4]_%’ on ave- REAL ANNUAL GROWTH IN QUARTERLY GDP
rage, during thefirst half of 2006. However, the S

increase during thethird quarter of 2006 was close oo

t06.5% (Tabl e 2) 8.0

The accel eration in non-durable goods consumption 6.0

has been accompanied by more growth in retail >0

4.0

sales of food and beverages (according to the
Monthly Retail Trade Sample (MRTS) conducted

3.0

2.0

by DANE) and by asubstantial riseinimports of o
consumer non-durabl es, which went from an ave- 0.0
. . . 1Qtr. 02 1Qtr. 03 1Qtr. 04 1Qtr. 05 1Qtr. 06
rage annual Increase Of 22% In d0| Iars durl ng the 111 Qtr. 02 111 Qtr. 03 111 Qtr. 04 111 Qtr. 05 111 Qtr. 06
first half of the year to more than 30% in the
Note: The figures from 2005 to 2006-111 are preliminary.
SeCOHd Source: DANE. Calculations by Banco de la Republica.
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Economic growth in the
third quarter was 7.7%,

surpassing what the

analysts had forecast.

Public and private

investment continued to

propel the economy.

Domestic demand rose
by around 10% in the
second quarter, with a
growing contribution
from consumption and
investment in housing
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and civil works.

Growth in the other consumer items remained high. The annual increasein
durableswas nearly 20%, semi-durables, 10.3% and services consumption,
around 4.0%. Because household consumption istheleast volatile item of
spending, its added growth indicates the coming quarters could see a
continuation of the momentum in the economy.

The accel eration in consumption would be explained by several factors;
namely, househol dsfind themsel vesin agood economic situation, confiden-
ceishigh (asthe Fedesarrollo Consumer Survey shows), better terms of
trade have had an impact, remittances from abroad are up, and conditions
with respect to loans and liquidity remain positive. In addition to private
consumption, the economy continued to be bolstered by asharp risein
investment, both public and private, which was up by nearly 25% in the
third quarter of 2006. Thisisdightly below theratein thefirst six months of
theyear (30.4% on average).

The third quarter saw a 20% increase in gross fixed capital formation
(GFCF), without civil works (which isakinto privateinvestment). Thefigu-
ressinceApril suggest some shift in composition, namely an accelerationin
investment in construction and buildings (from 3% to 25%) accompanied by
aslowdown in GFCF in machinery and equipment (from 30% to 20%).
Even so, itisstill ahighrate.

Aggregate public spending contributed | ess than one percentage point (1
pp) to the third-quarter increase during 2006. Government consumption
rose by only 1.2%, while the growth ininvestment in civil works cameto
13.3%. Thisimpliesaslowdown with respect to 2005 and thefirst half of
2006 (with respective annual increases of 28.2% and 25.6%). In short,
during the third quarter of 2006, domestic demand continued to increase
at rates close to 10%, with agrowing contribution from household con-
sumption and a shift from private investment in machinery and equipment
to construction. Aggregate public spending continued to makeonly alimited
contribution.

Exportsin constant pesosrose sharply during thethird quarter of 2006 (Table
2).According to several estimates, non-traditional exportssaw areal increase
of nearly 12% during that quarter, while the estimated increase in traditional
exportswas 7.2%, thanksto sales of coal and coffee.

Despite the good momentum in exports, net external demand stayed in
negativeterrain. Broadly speaking, intermediate and capital goods accounted
for the bulk of all imports (79.6%), although imports of consumer goods
accelerated sharply in 2006, asindicated earlier. During the year to Nov-
ember, consumer goodsimports experienced the most growth, with a34%
increasein dollars as opposed to 21% and 22% for imports of intermediate
and capital goods.



ANNUAL GROWTH AND CONTRIBUTION TO GDP BY TYPE OF SPENDING

2004 2005 (pr) 2006 (pr) 111 Qtr. 06
I trim Il Qtr. Growth Contribution
End Consumption 4.8 4.8 4.6 4.5 5.3 4.3
Household Consumption 6.0 4.7 5.1 5.5 6.5 4.1
Non-durable goods 4.5 3.6 3.7 4.4 6.4 1.6
Semi-durable goods 9.1 5.8 4.8 7.3 10.3 0.7
Services 4.2 3.2 4.6 4.1 3.8 1.0
Durable goods 21.8 19.3 18.6 17.0 22.3 1.0
Other household consumption (29.7) (11.0) 43.0 15.4 248.0 (0.2)
Government consumption 1.1 4.8 2.9 1.4 1.2 0.2
Gross capital formation 15.6 25.7 27.6 33.2 24.9 6.0
Gross fixed capital formation (GFCF) 15.0 18.8 16.2 22.5 20.4 4.2
GFCF without civil works 22.0 16.7 15.8 20.2 22.1 3.6
Agriculture, livestock, forestry,
hunting and fishing 1.1 (1.3) 4.7 3.6 3.4 0.0
Machinery & equipment 15.8 35.3 30.8 19.8 19.3 1.3
Transport equipment 18.4 20.7 30.8 16.8 32.0 0.6
Construction & buildings 31.5 3.4 0.4 23.6 24.5 1.6
Other GFCF 7.0 2.5 6.5 6.8 5.8 0.0
GFCF civil works (7.9) 28.2 17.9 33.3 13.6 0.6
Variation in inventories 28.0 158.3 389.7 132.2 52.2 1.8
Domestic demand 6.6 8.5 8.9 10.3 9.7 10.3
Total exports 10.0 5.6 7.2 1.2 10.5 2.0
Total imports 19.8 21.7 23.2 20.7 18.5 4.6
Gross domestic product 4.9 5.3 5.5 6.1 7.7 7.7
(pr) Preliminary

Source: DANE. Calculations by Banco de la Republica

A look at GDP growth on the supply side shows good performance in
manufacturing and commerce. Together with home construction, these
sectors contributed the most to economic growth in thethird quarter (Table
3). After lagging behind in growth, the agriculture and livestock sector
displayed excellent momentum in the third quarter, with areal increase of
5.9%, propelled largely by the production of coffee, live animalsand animal
products.

The aggregate (Graph 17) shows good momentum in the tradabl e sectors,
with an all-time high of 9.5%, despitereal revaluation in the exchangerate
during thelast few years. Thisisexplained by good external conditionsfor
traditional products (mining and agro-coffee), aswell asnon-traditional items
(industry and services), and by the demand placed on industrial production

due to more consumption and investment. The non-tradabl e sectors also GDP in the tradable
benefited from the increase in domestic demand and were up by 6.6%. sectors showed record
Within this group, the most dynamic sectors were commerce, private growth in the third
construction and transport. quarter (9.5%).
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GROWTH AND CONTRIBUTION TO GDP, BY TYPE OF SPENDING

2004 2005 (pr) 2006 (pr) 111 Qtr. 06
I Qtr. Il Qtr. Growth Contribution

Agriculture, forestry, hunting

& fishing 2.0 3.0 0.9 (0.3) 5.9 0.8
Mining & quarrying 2.7 3.0 2.2 (3.5) 3.3 0.2
Electricity, gas & water 2.8 3.2 2.9 0.9 3.5 0.1
Industrial manufacturing 7.2 3.9 7.6 6.5 13.3 1.9
Construction 12.4 12.1 7.2 26.9 19.0 1.1

Buildings 29.4 3.6 0.6 23.2 22.6 0.8

Civil works (10.0) 28.2 17.9 33.3 13.6 0.3
Commerce, repairs, restaurants

& hotels 7.6 9.4 8.9 9.0 11.5 1.3
Transport, storage &

communications 6.2 5.1 10.1 10.2 7.5 0.6
Financial institutions, insurance, real

estate agencies & business services 4.8 3.6 6.9 (6.9) 2.4 0.4
Social, community & personal

Services 1.4 4.0 2.7 1.9 1.5 0.3
Financial brokerage services measured

indirectly 10.3 8.4 14.9 (40.2) (0.6) (0.0)
Subtotal: aggregate value 4.5 4.7 5.1 5.6 7.3 6.8
Taxes minus subsidies 10.6 12.8 10.0 11.7 12.0 0.9
GDP 4.9 5.3 5.5 6.1 7.7 7.7

Source: DANE. Calculations by Banco de la Replblica.

ANNUAL GDP GROWTH IN TRADABLES
AND NON-TRADABLES

(percentage)

10.0

8.0

6.0

2. Employment
4.0
Severd indicatorssignal continued adjustmentsin
the job market. The sector figures show more
growth in employment, while the DANE home

2.0

0.0

20 surveysindicate the number of participantsin the
1 02 o 02' Qur. 03 . 031 Qur 04 o 04““ 05 o rar.06 oo |abor market has declined. Information from the
III Qtr. I Qtr. 111 Qtr. I Qtr. 05 III Qtr. 06 . .
B Tradables ] Non-tradables Comprehensive Home Survey (CHS) for the period
from September to November 2006 showsamajor

Note: The figures from 2005 to 2006-111 are preliminary.

Source: DANE. Calculations by Banco de la Repiblica reduction in the global participation rate (GPR).
This phenomenon is nationwide, but particularly

prevalent inthe dispersed rural areawhere the GPR isdown by more than

6 pp compared to 2005 (Graph 18). This finding coincides with the
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introduction of changesintheway information for

the Home Surveysis collected*.

GLOBAL PARTICIPATION RATE
FOR SEPTEMBER, OCTOBER

A lower GPR implies|ess of alabor supply and AND NOVEMBER
can betheresult of more household income, which (percentage)
enables secondary membersto withdraw from the 80.0
job market (bethey employed or unemployed) and
to dedicate themsel vesto other activities such as 700
study, domestic choresor caring for other members
of the househol d. wo | |l

59.8] e kad 60.6
For the same period, the CHS also shows amajor v " =
drop in the employment rate (ER) at the general .
level, but anincreasein the dispersed rural area e ‘ ‘ ‘
(Graph 19). This would confirm that less 13 areas Municipal seats Rest Nationwide
participation in thejob market can be attributed to 2003 0 2008 0 2003 0 2006
the withdrawal of persons who were employed, Source: DANE National Horme Survey.
implying areduction inthat number. However, other
indicators developed by DANE, such as the
Monthly Manufacturing Sample (MM S) show
increases in the number of employed (5.6% in AVERAGE EMPLOYMENT RATE
industry and 5.7% in commerce) during the same ron SNif,EN; BER; OCTOBER
period (September-November 2006).

(percentage)

Asindicated earlier, the GPR and OR reductions 700
reported by the GHS coincided with changesin
the survey. Consequently, it isimpossibleto deter- 60.0
mineif thefluctuationsreflect the actual situation o — - —
inthejob market or if, on the contrary, they can be s00 | 524 o 539 542
attributed to the changes made by DANE. If the 67 e
reduction inthelabor supply during the second half 400
of 2006 is confirmed, the job market would have
narrowed faster than expected, given the growing 200 ‘ ] ‘
demand for labor in sectors such ascommerce and 13 areas Municipal seats Rest Nationwide
|ndustry Il 2003 O 2004 [ 2005 [ 2006

Source: DANE National Home Survey.

4 DANE enlarged the household sample from 40,500 to 62,.500 interviews as of the second
half of 2006 to maintain the quality of the job market statistics. This was accomplished
through the use of hand-held computers as opposed to paper forms, the idea being to
increase the proportion of direct interviews from 40% to 85%.
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ANNUAL CONSUMER INFLATION

D. INFLATION
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Inflation ended 2006 in
the middle of the target
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AT DECEMBER

1. General Aspects

Annual consumer inflation in the fourth quarter
displaced a definite tendency. It was 4.5% by
December, whichisslightly less than the figure
registered in September (4.6%) and the one
observed ayear earlier (4.9%). Asaresult, infla-
tion ended 2006 in the middle of thetarget range,
thereby completing three consecutive years of
strict compliance with the BDBR targets (Graph

CPI

range.

Dec03  Dec04  Dec05  Dec-06 20). Theoutcomefor December wasin linewith

Target Range

theforecast in the September report, but surpassed

the forecasts published in reports at the beginning

of theyear. For the most part, the principal forecast
errorswerein food inflation, which tended to be underestimated. There
were fewer discrepanciesfor the CPl without food.

Two factors helped to lower inflation in 2006. One was the decline in
inflationary expectations due to the increased credibility of the Bank’s
monetary policy. Thefact that theinflation targetsfor the last three years
have been met and inflation has declined since 1991 has helped to align
expectations with the targets set by the Bank. Secondly, afavorable supply
of perishablefoodslowered annual inflation in this sub-basket with respect
to 2005.

These two factors offset the upward pressuresthat originated with therise
in commodity prices. Asamatter of fact, an assortment of external factors,
such as higher international pricesfor hydrocarbons, metals and certain
foods, played amajor rolein theway inflation behaved during 2006. The
high price of oil had adirect impact on the CPI through fuels (gasoline and
gas) and public transportation. Indirect effects on the prices of processed
and imported foods were observed as well, due to the higher cost of raw
materials (fertilizers and pesticides) and the external price of various
agricultural products.

2. Corelnflation

Thereductionin total inflation during 2006 was accompanied by aslight
declinein non-food inflation, which was 3.95% in December as opposed to
4.1% during the same month in 2005 (Graph 21). This being the case, core
inflation completed 18 months below the target ranges established by the



Bank (Box 2). The same was not true of the core
inflation indicators. The average for the three
indicators used (nucleus 20, non-food CPI and CPI
without staplefoods, fuel and public utilities) was
4.5% in December 2006, whichis50 bp morethan
in 2005 (Graph 21).

In general, the second half of the year witnessed
an upward bias in the three core inflation
indicators, although less so in the case of the non-
food CPI. Infact, thedispersionin measurements
became more pronounced in the final months of
theyear, making it difficult to interpret theresults
and particularly to determinethereal tendency in
coreinflation. A fourth indicator that was cal cul ated
recently (non-food CPI excluding regulated items)
showed added stability throughout the year®.

3. Inflationin Tradables,
Non-tradables and Regulated Items

For the inflation report, non-food CPI is broken
down into three sub-baskets: tradables, non-
tradables and regulated items. According to that
classification, the reduction in non-food inflation
was possible thanks to the behavior of tradables
and regulated items. Non-tradable inflation, in
contrast, experienced adlight increase during 2006.

Asof February 2004, tradable inflation has done
much to keep inflation in linewith the targets. In
2006, it ended theyear at 1.7%. Thisisahistoric
low and 50 bp lessthan in 2005 (Graph 22), rounding

ANNUAL VARIATION IN CORE
INFLATION INDICATORS
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ANNUAL VARIATION IN TRADABLE CPI
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out 32 months below the target range. However, even though inflation at
the end of 2006 was less than at the end of 2005, it surged several times
throughout the year, mainly because of temporary depreciation in the
exchange rate during the second quarter. Most of this pressure had
disappeared by the end of the year and tradabl e inflation again showed a
slight downward biasthat wasreinforced by aone-timereduction in long-

distance telephonerates.

5 BancodelaRepublicaisintheprocess of reviewing and evaluating itstraditional indicators

of coreinflation.
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Non-tradable inflation at year’s end was 4.75%,
whichis 18 bp morethan thefinal figurefor 2005
NON-TRADABLE CPIl (EXCLUDING FOOD AND

REGULATED ITEMS) ANNUAL VARIATION (Graph 23). Theincrease was concentrated in the
fourth quarter and compl etely wiped out the third-
quarter reduction. Non-tradable inflation has
fluctuated around 4.5% since March 2004, helping

(percentage)

11.0

10.0 —_—

o0 | to meet the country’s inflation targets.
o | _ | Nonethel ess, by the end of 2006, the indicator was
0 | | in the upper half of the target range for the first

time. Given the historic persistence of the series
at around 4.5%, it could be far more difficult for
non-tradableinflation to continueto help meet the

6.0

5.0

4.0

o ‘ ‘ ‘ ‘ ‘ ‘ targets, particularly considering the objective of
Dec-99 Dec-00 Dec-01 Dec-02 Dec-03 Dec-04 Dec-05 Dec-06 mOVI ng | nfl atl on tOW&rdS ItS | Ong_term | evel S
Non-tradables Inflation Target Target Range
(between 2% and 4%).
Source: DANE. Calculations by Banco de la RepUblica.
Theincreasein non-tradables during the year was
due to rentals, which were up by 4.5% in
BREAKDOWN OF NON-TRADABLE CPI (EXCLUDING .. . . .
FOOD AND REGULATED ITEMS) ANNUAL VARIATION December. Thisis 34 bp aboveinflationin 2005
(Graph 24). The other component of non-tradable
(pereeniage) inflation ended 2006 at 5.05%, which is near the

12.0

level registered in 2005. Both indicators have
fluctuated around those percentages for nearly
three years, without exhibiting a clear tendency.
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Annual inflation in regulated itemswas 6.1% by
December, whichislessthan the figure for 2005
20 | ] (Graph 25). The prices for these items were
: ‘ ‘ ‘ ‘ ‘ influenced by arange of shocks throughout the
Dec99  Dec-00  Dec:0l  Dec:02  Dec03  Dec04  Dec05  Dec-06 year, which made the annual inflation serieshighly
o e pen e e volatile. Annual inflation in thissub-basket dropped

4.0

0.0

Sourcer DANE. Calculations by Banco de la Repblica sharply during thefirst six months of 2006, dueto
reductionsin some public utility rates and to other
factors that were largely reversed during the
REGULATED GOODS AND SERVICES CPI .
ANNUAL VARIATION second half of theyear. Generally speaking, the
(percentage) changesin pricesfor regulated items surpassthe

25.0

long-term targets for the decade. This is due
largely to the removal of state subsidiesto public
utilitiesand fuel, and to theincrease in internatio-
nal fuel prices. Nonetheless, ever since October
2003, the inclination has been downward and
annual inflation in this sub-basket has moved
gradually towards the targets set by Banco de la
Republica.
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Source: DANE. Calculations by Banco de la Republica.
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4, Food I nflation

Food inflation was the CPlI component that did
the most to lower inflation in 2006. By the end of
December, it was 5.7%, which is 90 bp less than
ayear earlier (Graph 26). Fundamentally, the
reduction wasdueto lessinflation in perishables.
Processed food inflation rose steadily as of
March, largely because of the exchange rate
during the second half of the year and higher in-
ternational pricesfor arange of foods (Graph 27).
The price of sugar, cane and similar agricultural
products used to produce plant fuelsrose sharply
in 2006. Finally, itisimportant to note that food
inflation has exceeded the Bank’s target range
for 30 monthsin arow.

E. DETERMINANTS
OF INFLATION

1. Surpluslinstalled Capacity
and Demand Pressur es

Theincrease in aggregate demand as of 2004 has
allowed for aconsiderable recovery ininstalled
capacity utilization indicators. During the two
previous quarters, with the acceleration in
economic growth, these indicators for industry
were near the historic high achieved in the mid-
nineties (Graph 28). In spite of thisand the fact
that the strength of growth during thethird quarter
was surprising, the present report indicates no
substantial change with respect to the estimate
of surplus production capacity in the economy.
Specifically, the various indicators used by the
Bank suggest the economy in 2006 operated, on
average, somewhat beyond its productive capacity
and at alevel dlightly above what was anticipated
in the September report.

Foop CPIl, ANNUAL VARIATION
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Recent years would have There are three reasons that justify this situation. First, the estimates of
seen important gainsin labor productivity and total factor productivity point to major gainsin this
productivity. area during the last two years, even discounting the cyclical component
that ischaracteristic of theway thisvariable performs. Secondly, itisclear
the economy recently experienced amajor investment effort that transl ates
into high rates of investment. Third, the trend non-tradable CPI during
2006, excluding food and regul ated items, was consistent with the target set
by the BDBR. Although annual inflation in this sub-basket surged
unexpectedly in last quarter, the figures available at December were still
not enough to regard these movements asabreak in the trend due to demand-
pulledinflationary pressures. Inthissense, therelative stability of non-tradable
inflation at around 4.5% (the center of the target range for 2006) indicates
the economy was operating near its productive capacity throughout most of
the year. Also, these pressures might have been latent, and the positive
behavior of inflationary expectations might have kept them from surfacing
in2006.

All of these factors support the ideathat some of the recent accelerationin
growth can be assimilated by the economy without having an undesirable
impact on prices. Consequently, for thisreport, aconfidenceinterval between
-0.7% and +2.0% was estimated for the output gap, with aslight increase
compared to the range established for the September report (between -
0.8% and +1.8%). The specific estimate of the gap compatible with the
new rangeis+0.6% as opposed to +0.5% in thelast report. However, these
measurements are averagesfor al of 2006. Considering the strong growth
during the second half of the year, they imply positive and larger output
gapsinthethird and fourth quarters. In other words, by the end of 2006, the
economy is likely to be operating at a higher level with respect to its
productive capacity than what these average figures suggest.

2.  Expectations

Thereisevery indication that inflationary expectations played an important
roleinlowering inflation during 2006, and particularly in price stability for
non-tradabl es, despite strong economic growth. Therange of measurements
taken throughout the year showed a downward bias that largely stayed
below 4.5% (the center of target range). In the final two months of 2006
and in January 2007, expectations appeared to remain in check, despitethe
rise in inflation. Banco de la Republica’s monthly survey of financial
operators and stock brokers showed they anticipate 4.2% inflation by the

The economy can end of 2007, which iswithin the target range set by the BDBR (between
assimilate part of the 3.5% and 4.5%) (Graph 29).
recent accelerationin
growth without an Therecent stability ininflationary expectations might be an indication that
undesirable effect on monetary policy and futureinflation targets have acquired more credibility.
prices. Thisisgood newsfor inflationin Colombia, asit reducesthe effort required
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of the monetary authority to comply with its

mandate. Nonetheless, the emergence of

. . . INFLATIONARY EXPECTATIONS EACH YEAR AT
expectationsstill appearsto depend heavily on past DECEMBER: BANKS AND STOCK BROKERS
inflation. Therefore, any increaseininflation, even
if only temporary, can have apermanent impact by
raising expectations. Inthissense, if inflation stays
above 4.5% during thefirst half of theyear, asthe 60
forecastsindicate, expectations could increase and
do lessto lower inflation towardsthetarget.
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fats), aswell asin agricultural input (fertilizersand ANNUAL PRODUCER INFLATION
insecticides) and transport services, among others. (percentage)

Pressure also was brought to bear on producer 140

pricesinindustry and construction, dueto higher o

external pricesfor metals and the domestic price
of cement.
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Althoughtherisein pricesfor raw materialswas 60
felt mainly during the early quarters of 2006, some 40
of the hikesremained during thefourth quarter, par-
ticularly those originating with agricultural products

such as coffeeand corn. The price of other items " Dot Jn0s Do Jn0d Decod fm0s  Dects Jumo6  Decs
increased aswell. Wood and wood by-productsare
two examples. However, the reasons for these
increases are still unclear and warrant follow-up.

2.0

Source: Banco de la Republica

Therisein the price of raw materials wasreflected mainly in the producer
price index (PPI). In March, part of the increase in annual PPI inflation
from 2% to more than 5% was due to these pressures (Graph 30), which
were added to the effect of temporary depreciation in the exchange rate.
During thefourth quarter, producer inflation remained stable at around 5.3%,
increasing slightly at the end of the year dueto the upsurgein coffee, wood
and certain fuel prices, asmentioned earlier.

Transmission of theincreasein the price of raw materialsto the PPl wasless
intense and occurred essentially through pricesfor public transportation and
processed foods. These effects continued throughout the second half of the
year, including thefinal months of 2006, and filtered down, in part, to the core
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The wage hikes would
have been offset by the

34

improvement in
productivity.

Tradable inflation,
excluding food and
regulated items,
remained below the
target thanks to the
behavior of the
exchangerate.

inflation indicators (particularly nucleus 20 and CPI without staple foods,
public utilitiesand fuels). Generally speaking, the growth in productivity
could have reduced the impact of these cost pressures on both the PPl and
the CPI.

The behavior of wages during 2006 was mixed. In sectors such as
construction, the wage hikes were moderate compared to past years. As
DANE reported, throughout most of 2006, the increase in nominal wage
costsin this sector would have been |ess than 6%. In the case of industry,
the nominal increases would have been larger (around 9%), but with a
downward biastowards the end of the year. In contrast, the pace of wage
hikes in commerce tended to accelerate throughout 2006 and was
approximately 10% by October.

In spite of significant wage hikes in a number of sectors, it is unclear if
there labor costs exerted inflationary pressure in 2006, given the
improvementsin productivity mentioned earlier. Accordingly, the nominal
increases in the unit cost of labor in industry and commerce would have
been small and in keeping with theinflation target for 2006. Thesefindings,
which were observed throughout the year, are supported by the available
figuresfor the fourth quarter (Table 3).

4.  The Exchange Rate

Thetendency towards peso appreciation during thelast three years and the
dropininflationary expectationsdid the most to lower inflationin Colombia.
Due to the performance of the exchange rate, the growth in the CPI for
tradables (excluding food and regul ated items) has been well bel ow target
since 2004, even inthe midst of several sporadic episodes of high exchange
voldtility.

In 2006, the extent to whichinflation (CPI and PPI) mirrored the movement
in the exchange rate and the lagsin pass-through were not all that different
from what the models suggested, particularly in the case of temporary
depreciation during the second quarter of theyear. Inthe case of producer
prices, the reaction was quick, aswould be expected, and occurred through
the PPI for imports (Graph 31). Asto the CPI, there was aone-quarter lag
in the effect of depreciation on prices, which occurred through the CPI for
tradables and was slight at best, because it was a short episode.



Aswas expected, the pace of these priceincreases
declined towardsthe end of the year, consistent with
appreciation as of July. However, thedrop in the
exchange rate had yet to translate into reductions
per se in the PPl or the CPI. This shows the
asymmetry that existsin exchangerate pass-through
to prices. With respect to thel atter, the evidence
for Colombia suggests that prices tied to the
exchange rate tend to be far more responsive to
increasesthan to reductions. And, even in times of
appreciation, they canincrease, athough much more
dowly. Thisisparticularly true of consumer prices,
inasmuch as producer prices have experienced
reductionsin the past (for example, producer infla-
tion wasin negativeterrain during 2005).

ANNUAL INFLATION IN THE PPl FOR IMPORTED GOODS

(percentage)
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II. THE MACROECONOMIC
OUTLOOK

The Colombian economy began the year with solid growth. The favorable

outlook for external conditions, couple with an ample supply of credit and
high consumer and investor confidence, indicate that growth in 2007 is
likely to be similar to what it was in 2005 and 2006.

Terms of trade and growth registered by the country’s principal trading

partnerswould remain relatively high, bolstering exports. No abrupt drop
in the price of ail is expected in 2007.

There would be no major interruption in the flow of capital, based on direct

foreign investment as an important source of funds. In that context, the
exchange rate will remain stable.

Inflation during the first half of the year would exceed the target, due to

food prices and those for regulated items. The effect would be temporary
and, at the end of the year, total inflation would be within the target range
for 2007 (3.5% to 4.5%).

Strong economic growth would raise pressure on productive capacity and the

risk of inflation. In 2007, non-tradabl e inflation isnot expected to contribute
as much to meeting the targets as in past years.

A. THE EXTERNAL CONTEXT

The outlook for the world economy in 2007 has not changed much sincethe
September report. Theforecast continuesto indicate solid economic growth
worldwide, despite more moderate growth in the United States. On this
occasion, more than in past years, much of the leadership in economic
growth will fall to the emerging economies, with less participation by the
euro zone and Japan.

With the exception of afew marginal adjustments, the forecastsfor growth
in the devel oped economies were not changed in this report compared to
the predictions three months ago. In the United States, growth in 2007 is



still expected to be lessthan it was ayear earlier (2.5%) (Table 4). The For 2007, inflationary

significant inventory build-up in sectors such as housing, vehicles and pressuresin the United
machinery, coupled with the standstill in housing prices and the impact this Satus are expected to

has on household consumption, will imply restrained growth, at least until easein linewith more
mid-2007. moderate growth...

For the euro zone and Japanese economies, growth in 2007 would fluctuate
around 2.2% and 2.0%, respectively. Excellent financial conditions, positive
investment performance and improvementsin the job market are factors
that should support an increase in demand in both regions. However,
economic growth inthe euro zoneisnot uniform, and the limited momentum
in countries such as France and Italy could cancel out the considerable
growth that has begun to be seen in Germany. Furthermore, the Japanese
government’sdecision to adopt atighter fiscal policy could have anegative
impact on consumption.

Asfor the United States, thisreport continuesto consider themost likely scenario
asonewheretheinflationary pressures seenin 2006 would ease slowly during
the courseof 2007. ThedowdowninU.S. economic growth isregarded aspart
of thisprocess. Accordingly, by theend of theyear, coreconsumer inflationis

GROWTH FORECASTS FOR THE MAJOR TRADING PARTNERS
(PERCENTAGE)
Actual Rate in Forecasts for
2005
2006 at: 2007 at:
Oct-06 Jan-07 Oct-06 Jan-07
Major Trading Partners
United States 3.2 3.5 3.3 2.6 2.5
Ecuador 3.9 3.6 4.5 3.4 3.9
Venezuela 9.4 8.7 9.8 6.2 6.9
Other Partners
Euro Zone 1.4 2.2 2.6 2.1 2.2
Japan 2.7 2.8 2.4 2.2 2.0
China 9.3 10.4 10.5 9.1 9.5
Peru 6.1 6.3 7.2 5.3 5.9
Mexico 3.1 4.5 4.7 3.4 3.9
Chile 5.9 5.0 4.3 5.3 5.2
Argentina 8.9 7.8 8.4 5.9 7.2
Brazil 2.5 3.2 2.8 3.5 3.4
Bolivia 3.7 3.4 4.1 3.1 3.8
Developed countries 3.1 3.2 3.2 2.5 2.3
Developing countries 6.3 6.2 7.1 5.0 5.4
Total trading partners @ 5.1 4.7 4.9 3.4 4.1

al aance of payments calculated according to non-traditional exports.
Source: Datastream-Consensus.
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... in that environment,

the Fed would not

changeitsinterest rates.

Most of the drop in ail
prices at the end of the
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year would be
temporary.

expected to be 2.3% and inflation measured with the consumption defl ator
— core PCE (personal consumption expenditures) inflation — is expected
to be 2%°. Therefore, at the end of 2007, the monetary authority probably
will leaveitsinterest ratesat 5.25%. A reduction in rates during the second
half of the year is now less likely than when the September report was
written, because of the positive surprises with respect to fourth-quarter
growth in 2006. Any changein the Fed’s stance will depend on how infla-
tion and economic growth behave in the months ahead.

Inflation in the euro zone and Japan would remain low, alowing the authorities
in those countriesto continue their gradual interest rate hikes (50 and 75
additional bp, respectively, during the year).

The good momentum in the emerging economies during 2006 allowed for
anincreasein the growth forecastsfor thisyear. For Chinaand India, the
respective estimates are 9.5% and 7.7%, which is more than was antici pated
three months ago. In the case of the Latin American economies, the fore-
castsare up aswell, although they continue to suggest lessgrowth thanin
2006. Theforecastsfor Venezuelaand Ecuador are 6.9% and 3.9%, in that
order, although risks such asthose related to the announcement of structural
changesin the ownership of large companies and the intention to reform
the constitution cannot beruled out. All of this could heighten investor and
consumer uncertainty. Also, there arethe usual risks associated with changes
inthe priceof ail, if it drops more than expected and permanently.

Given all of the above, the growth forecast for Colombia' s major trading
partnersisstill relatively favorable. The estimate in thisreport is 4.1%,
which is more than the forecast in the September report (3.4%) but less
than the estimate for 2006 (4.9%).

The context described above assumes that most of thedropin oil pricesat
the end of 2006 and the start of 2007 will be temporary. Geopolitical risks
and the supply restrictions decided by the Organization of Oil Exporting
Countries (OPEC)’ are expected to keep pricesrelatively high, although
not at the peak levels observed in mid-2006. Accordingly, theforecast for

6  Core PCE is an indicator that is carefully monitored by the Fed and could be the most
important reference in ng compliance with its implicit target for inflation (between
1% and 2%).

7 OPEC's effectiveness in controlling prices during 2007 would continue to be important,
inasmuch as several mgjor oil producing countrieswill bejoining the organization. Angolais
acasein point and is schedul ed to become amember in January 2007. Sudan has announced
it wantsto join aswell (The Economist Intelligence Unit).



West Texas Intermediate (WTI) isUS$57 abarrel in 2007. Thisis more
than the price during the first weeks of January, but lessthan the estimate
three monthsago (US$62). Even so, anincreasein supply from non-OPEC
member countries and further and more efficient substitution in oil con-
sumption could generate some downward pressure.

Pricesfor other commodities are expected to remain relatively favorable,
despite the anticipated slowdown in world demand. According to The
Economist Intelligence Unit (EIU), commodity priceswithout energy would
increase by 1.2% in 2007, with adrop of 8.2% forecast for 2008 (Graph
32). These analysts expect some supply shocks, especially for metals, which
could keep prices high, particularly at mid-2007. Based on these forecasts,
one can imaginethat pricesfor some of Colombia’sleading exportswould
tend to belessin 2007 and would be slightly lower than the forecast in the
September report. Oil isacasein point, contrary to coffee and gold, since
their prospects haveimproved (Table5). In this context, the external sector
would continue to favor economic growth in Co-
lombia, asit hasin recent years.

The price of ail is
expected to average
US$57 a barrel in 2007.

PRICE INDEX FOR ALL COMMODITIES WITHOUT OIL

Thecentral scenariofor theexterna context described (WCF)

above presents several risks that deserve mention “

and arerel ated to the positive recent newsabout U.S.
economic growth. Although these signs could bethe
result of temporary shocks associated with mild
winter inthe United States, they might beanindication
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TABLE 5

INTERNATIONAL PRICES

Average Current Forecast &
2004 2005 2006 2007 2008
Café (ex dock) (dollars/pound) 0.8 1.2 1.2 1.2 1.2
Oil (dollars/barrel) 37.3 49.8 56.3 48.9 51.9
Coal (dollars/ton) 36.1 47.8 47.8 46.1 42.1
Ferronickel (dollars/pound) 2.3 2.4 3.1 2.6 2.1
Gold (Dollars/troy ounce) 409.3 445.0 610.2 670.3 705.3

al Estimated balance of payments at January 2007.
Source: Banco de la Replblica.
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There till isa great
deal of uncertainty

about how the United

States economy will
performin 2007.

The pace of growth in
Colombian exportsis
expected to slow during

2007...

... and no change in the
flow of private capital

40

into the country is
anticipated.

by the Fed. This scenario, which has begun to gain acceptance among
market analyst, would have repercussionsfor the emerging economies and
particularly for Colombia. Therepercussionsare difficult to determine, but
couldinclude higher external interest rates and more dynamic export markets
in the short term, perhaps with higher commodity prices, but with arisk of
lessgrowth and lower pricesinthelong run.

However, there are those who say the good figures currently seen inthe
United States are nothing more than the temporary effect of lower oil prices
and mild winter weather. In fact, they predict the economy isheaded for a
sharper slowdown than the one estimated by the market consensus, in which
case the Fed would haveto lower itsinterest rates sooner than isforecast
in our base scenario. Although that risk is becoming less pronounced, it
cannot be ruled out entirely, at least until the strength of the economic
indicatorsis confirmed.

For the most part, there is still agreat deal of uncertainty about how the
United States economy will performin early 2007. Therefore, itisdifficult
to predict what action that country’s monetary authoritieswill take during
theyear. The behavior of inflation and the growth in the US economy will
have to be watched closely, asthey are the two most important variablesin
the Fed’s decisions. Under these circumstances, some slowdown in the
growth of traditional and non-traditional exportsisanticipated with respect
to 2006, given theimpact of international prices, especialy for oil, coupled
with the prospect of |ess economic growth on the part of Colombia s major
trading partners. Furthermore, good economic growth in Colombiawould
continueto propel theriseinimports. Both these factorswill expand this
year’s current account deficit.

Due to economic growth, coupled with the business expansion plans
underway since last year and the news of corporate mergers and the sale
of Colombian companies, thereisevery reason to believe that capital flows
associated with direct foreign investment (DFI) will continue throughout
2007, although not to the extent seen in previous years. Barring an abrupt
change in interest rates in the United States, or external shocks of any
other type, no significant interruptionsin the tendency of private capital
flowsto Colombia, apart from DFI, are expected.

Within abroader range of time (2008 and thereafter), one can expect the
tendency towards appreciation to reverseitself, particularly if commodity
pricesdrop or if thereisadded uncertainty about the Fed’s plansfor interest
rates.



B. THE DOMESTIC CONTEXT

1. Short-term GDP Forecast

CHANGE IN THE REAL ANNUAL
GDP GROWTH FORECAST

The growth forecasts for the year wereraised in FoRr iggﬁAii/Tgv?EEN JANUARY /05
responseto thethird-quarter figurefor GDP. These
went from 4.0% at the beginning of 2005 to (percentage)
between 4.0% and 4.5% in January, and are now 7.0
between 6.0% and 7.0%, excluding the fourth- 65
quarter figures (Graph 33). 6.0

55
The force of domestic demand would have 50
continued to consolidate at the end of 2006 and s
during 2007 to date, as the primary source of o
Colombian economic growth. The momentum in is
household consumption, bolstered by therisein .

household income, amp| econditionsfor loansand Jan-05  Apr-05  Jul-05 Oct-05 Jan-06 Apr-06 Jul-06 Oct-06 Jan-07
H HH H H Fal anco de la Republica
liquidity, and the confidencein the economy, could ract Banco dela Repibl

have hel ped to further accelerate GDP growth Source: a Latin American Consensus Forecast and Banco de la Repablica.

during the fourth quarter. In the absence of any
relevant negative supply shock, GDP could have seen areal increase of
more than 8.0% during that period.

Thisbeing the case, the range of economic growth in 2006 would be between
6.5% and 7.1% (compared to 5.5% and 6.5% in the September report).
Table 6 showsthe demand-side forecastsfor the middle of that range. They
assume a good deal of growth in every item of household consumption
towardsthe end of 2006. This perception isconfirmed by the National Bureau
of Revenue (DIAN) and by DANE, given the statistics onimports of items
for household consumption, the sharp risein consumer loans, the reports by
the Colombian Trade A ssociation (Fenalco) on record salesin December,
theinformation from DANE on retail trade, and consumer confidence, which
remainsat an all-time high, according to the Fedesarrollo survey.

Theincrease in household consumption during the last three years dispels
any doubt about the position of the economy in the cycle. According to

estimates by Banco de laRepublica, real per capitaconsumption at mid- In 2006, growth would
2005 would have surpassed the maximum level sreached in thefirst half of be between 6.5% and
the nineties (Graph 34). 7.1%.
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REAL ANNUAL GDP GROWTH BY TYPE OF SPENDING

(PERCENTAGE)
2004 2005 ¥ 2006 o/
End Consumption 4.8 4.8 4.9
Households 6.0 4.7 5.9
Government 1.1 4.8 1.7
Gross Capital Formation 15.6 25.7 28.6
Gross fixed capital formation (GFCF) 15.0 18.8 20.0
GFCF without civil Works 22.0 16.7 20.9
Civil Works (7.9) 28.2 16.4
Domestic Demand 6.6 8.5 9.9
Total Exports 10.0 5.6 8.0
Total Imports 19.8 21.7 21.1
GDP 4.9 5.3 6.8
a/ Preliminary
b/ Projection.
Source: DANE. Calculations by Banco de la RepUblica.
The fourth quarter is not expected to see amajor

surge in public-sector consumption, which has
increased relatively littlethroughout 2006. The per-
(Millions oF 1994 pesos) formance of this aggregate suggests that growth
e in central and | ocal-government consumption would
have been offset by asharp drop in social security
consumption.

PER CAPITAL HOUSEHOLD CONSUMPTION *

1.35

1.25

s p ] The rise in total investment during the fourth
quarter could be around 30%, bolstered more by
the increase in home building than in previous

1.05

0% r 1 quarters. By the end of 2006, the growth in
085 e investment in civil workswould have been similar

1978 1980 1982 1984 1986 1988 1990 1992 1994 1996 1998 2000 2002 2004 2(:)(/)6 to What WaS reported |n pl'eVIOUS qual'terS and
a/ Banco de la Republica inter-census population estimates, with data from DANE. COUId amount to an annua] rate Of al most 16%.
Soure. DANE. DNP and Barco de I Repiica Thiswould round out five years of growth in total

investment well abovetheincreasein GDP (19.4%
on average, as opposed to 4.6% for GDP), including arecord high of 26%
with respect to investment as apercentage of GDP (Graph 35).
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Exportsin the fourth quarter are expected to be
positive. According to the forecasts, traditional
exportsat constant prices could increase by nearly
14%, bol stered by sales of coffeeand cod, contrary
tothereal declinein exportsof oil and petroleum
derivatives. Non-traditional exportswill continue
to propel economic growth, with areal increase of
12%.

However, net external demand will remain in
negativeterrain dueto the strong growth inimports
of consumer and capital goods. Importsasawhole
are expected to see areal increase of 20% during
thefourth quarter of 2006.

A look at GDP onthe supply side showsthat fourth-
quarter growth will be fueled by industrial
production, which was up by more than 17% in
October-November. This is according to the
DANE Monthly Manufacturing Sample (Graph 36).

Thelatest industrial bulletin showsthat, in Nov-
ember, only seven of the 47 sectors monitored
experienced adeclineinreal production. During
the year (to November), only two activities
registered areal decline: printing and oil refining
(Table7).

Real growth in agricultureisexpected to return to
above4.0% in thefourth quarter, primarily dueto
alow basisof comparison for the 2006 coffee crop
with respect to 2005. The tradabl e sectors, for the
most part, could increase as they did in the third
quarter, when they were up by nearly 9.5%.

TOTAL INVESTMENT
AS A PERCENTAGE OF GDP
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25.7 263
26.0 H
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Source: DNP and DANE. Calculations by Banco de la Republica

ANNUAL GROWTH IN THE INDUSTRIAL
PRODUCTION INDEX
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A possible acceleration in the fourth quarter would be explained by the non-
tradable sectors. This aggregate could grow, even above 7.5%, led by
commerce and home construction. Theincreasein DANE'sMMCM and
in building permits (17% and 34%, respectively, during October-November)

(Graph 37) confirmthis.
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REAL ANNUAL GDP GROWTH BY SECTOR

(PERCENTAGE)
2004 2005 & 2006 Y/

Agriculture, forestry, hunting and fishing 2.0 3.0 2.6
Mining and quarrying 2.7 3.0 0.8
Electricity, gas and water 2.8 3.2 2.9
Manufacturing industry 7.2 3.9 10.9
Construction 12.4 12.1 17.9

Buildings 29.4 3.6 18.9

Civil Works (10.0) 28.2 16.4
Commerce, repairs, restaurants and hotels 7.6 9.4 10.5
Transport, storage and communication 6.2 5.1 9.2
Financial establishments, insurance, real estate
and company services 4.8 3.6 1.6
Social, community and personal services 1.4 4.0 1.8
Financial brokerage services measured

indirectly 10.3 8.4 (6.0)
Subtotal: Aggregate value 4.5 4.7 6.4
GDP 4.9 5.3 6.8
Taxes minus subsidies 10.6 12.8 12.3
Net FBSMI ¢ 3.1 2.0 4.6
Tradables 5.0 4.1 7.3
Non-tradables 4.8 6.0 6.6
a/ Preliminary
b/ Projection.

¢/ FBSMI: financial brokerage services measured indirectly

d/ Agriculture and livestock, mining, manufacturing, air and water transport services (complementary and auxiliary), and certain private
services for companies are classified as tradable sectors.

Source: DANE. Calculations by Banco de la Republica.

ANNUAL GROWTH IN TRADABLE
AND NON-TRADABLE GDP

(percentage)
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2. GDP Forecast for 2007

The GDP simulation exercisesfor 2007, which were
conducted with amulti-sector general equilibrium
model and mainly on the basis of assumptionsfor
the balance of payments, show that growth thisyear
could be as high asit wasin previous years. In
comparison to the growth range forecast three
months ago (between 4.3% and 5.7%), the new
forecasts are more optimistic and suggest an
increase in GDP between 4.5% and 6.5%. This
forecast isbased on severa principal assumptions.
Theseinclude an increase of 1.0% in total factor
productivity, a2.5% increasein the price of coffee,
adrop of 13.2% in the price of oil and 4.2% in



other mining products (coal, ferronickel and gold).

The exportable coffee supply would increase by
0.5% and therest of mining by 16.4%, while real

REAL ANNUAL GDP GROWTH

exogenous production of oil and petroleum (percentage)
derivativeswould decline by 1.0%. 80
7.5 7.1
The assumption for external inflation is 2.6%, and Z: 63
our major trading partners are expected to register 60 65
3.5% to 4.1% economic growth. Remittancesin 55
dollarswould be up by about 6.0%. The scenario 50 is
with more GDP growth is associated with larger 3
external capital flows (Graph 38). In 2007, this ::
growth implies aslowdown with respect to 2006, 10

whichisconsistent with lessgrowth ininvestment, 2003 2004 2005 (pr) 2006 (proy) 2007 (proj)
particularly the slowdown in investmentin 77 Minimom Mo
machinery and equi pment. Asto this point, there sl | N

WOUId be some deCI inein ImpOI‘tS (partlcularly Source: DANE. Calculations by Banco de la Republica.

imports of intermediate and capital goods).

Househol d consumption would be up by about 6.5% and public consumption,
by 3.0%; thereal increase in exports would be somewhere between 4.0%
and 6.0%. Asto branches of economic activity, the central GDPforecast
contemplates a 7% increase in the manufacturing sector and 9% for
construction and commerce.

C. INFLATION FORECASTS
1. Forecasts

The inflation forecast developed by the Bank for a two year period is
presented in this section. As is customary, forecasts of this type are
calculated on the basis of an active monetary policy that allowsfor gradual
convergencetowardsthelong-termtarget for inflation (around 3%). Taking
into account the analysisin previous sections of thisreport, it ispossibleto
say that the outlook for inflation in 2007 will be determined largely by the
continued force of aggregate demand. At present, domestic demand has
increased far more than was anticipated in earlier reports; the forecasts
had to berevised asaresult.

Therefore, thelikelihood of demand-pulled inflationary pressurethe coming The strong growth in
quartersisnow greater than was outlined in previousreports. The available demand increased the
figuresindicate that aggregate demand could be up by nearly 9.8% at theend likelihood of

of 2006, following considerable growth during thethree previousquarters. This inflationary pressuresin
being the case, the economy would have been operating slightly above its 2007.
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Given the growth
anticipated during

2007, surplus productive
capacity in the economy
likely will continue to

decline.

In 2007, the exchange
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rate will continue to
reduce inflationary
pressures.

productive capacity at the end of the year. Given the growth expected in
2007, these surpluses are likely to continue, or increase, even when taking
into account asizeablerisein productivity and expanding the estimatesto
includeinvestments made during previous years. However, it isimportant
to remember these estimates are highly uncertain.

The existence of surpluseswith respect to productive capacity use does not
necessarily increase core or non-tradable inflation. Growth in these types
of inflation depends on arange of factors above and beyond anincreasein
demand, such as the extent of competition in the market, changes in
expectations and the credibility of monetary policy.

Itisimportant to point out that non-tradabl e inflation, excluding food and
regulated items, was up during the final months of 2006 (undoing the
reductions seen during thethird quarter). Infact, it reached the upper portion
of the target range (4.5%) for the first time during the current decade.
Moreover, the upward trend in coreinflation indicators during the last few
monthsalsoisacause for concern, although part of it could be dueto high
external prices for raw materials (fuels and agricultural raw materials).
These areidentified herein astemporary supply shocks.

Fuel pricesare another factor that will affect inflationin 2007, asthey didin
2006. In the base scenario for thisreport, theinternational priceof oil (WTI)
is expected to average US$57 during 2007. Thisislessthan in 2006, but
abovethereference values used to cal cul ate the domestic pricein Colom-
bia. Therefore, fuel price hikes are expected to exceed the target range for
inflation in 2007 (between 3.5% and 4.5%) and would pass through to the
price of public transport.

According to Banco delaRepublica sforecasts, asharp drop ininflationary
pressurethisyear will be attributed again to the exchange rate and itsimpact
on the CPI for tradables. The downturn in the exchange rate during the
second half of 2006, stronger than anticipated in earlier reports, alowsusto
expect only limited increasesin the price of tradables at the start of 2007
and annual tradable inflation below the target range set by the BDBR.
Moreover, according to the Bank’s forecasts, there should be relative
exchange stability throughout much of the year, which would help to keep
tradableinflation under control. Nevertheless, in alonger timeframe (late
2007 and 2008), atrend towards depreciation with upward effects on the
tradable CPI is expected.

The present report still anticipates several temporary price shocksin 2007.
Thefirst involvesthe possibleimpact of El Nifio weather, which has been



confirmed by meteorologists already. According to the experts, the current
episode of El Nifioismoderate and would affect different parts of the country
during the first quarter of the year, before disappearing in the second®.
Althoughitisdifficult to know exactly what impact it will have on the supply
of staplefoods, somereduction isexpected between March and June, with
an upward effect on prices. What usually happensin these circumstancesis
that prices drop during the second half of the year, as soon asthe weather
returnsto normal. Consequently, the effects on inflation are temporary and
arereversed during the same year.

A second shock would occur when the value added tax (VAT) takes effect.
This levy was approved at the end of last year; however, a number of
estimates suggest that its direct and indirect impact on consumer inflation
would be minimal, either because the end goods and services subject to the
new rate havelittle weight in the consumer basket or because theinterme-
diate goods affected by the change in VAT are not overly important in
productive chains.

A third, although less certain, upward pressure could originate with external
pricesfor anumber of imported goods, especially those of agricultural origin.
Thiswasamajor source of inflationary pressurein 2006 and could bein
2007, if high oil prices continueto raisethe price of biofuels. En 2006, these
hikeswere passed through to inflation viafood prices: the same could happen
in 2007. It should be noted that changesin the price for processed foodsin
Colombiahave exceeded theinflation targetsfor quite sometime. Thisraises
therisk that they might continue to generate inflationary pressurein the
future.

Astotheroleinflationary expectationswill play, the availableindicators
suggest they arein line with the target for 2007. However, abit of asurge
during thefirst half of the year is expected, due to temporary price shocks.
For thisreason, therole played by lower inflation might not be asimportant
in 2007 asit wasin 2006. Ultimately, itslong-term devel opment will depend
on whether inflation in food and regulated items actually declines, asis
forecast for the second half of theyear (Table 8). The credibility of monetary
policy and the signal stransmitted to agentsin the economy through decisions
by the monetary authority are also factorsin thisrespect.

Table8 showstheforecast for inflation devel oped with the Bank’scentral model,
using the base scenario assumptions described in earlier sectionsof thisreport.
Therearefour aspectsthat areimportant to mention. To beginwith, the fore-

8 Seereportsby the United States National Oceanic and Atmospheric Administration (NOAA/
National Weather Services) at http://www.nws.noaa.gov.

Someupward pressure
on food prices can be
expected, but it would

betemporary

The change in VAT will
have only a minimum
effect on inflation in

2007.
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CENTRAL MODEL (TMM) FORECASTS

Total Food Non-food Inflation Output
Inflation Inflation Gap
Total Non-tradable  Tradable Regulated
Goods & Services
Dec-06 4.5 5.8 3.9 4.7 1.7 6.0 1.0
Mar-07 4.6 5.9 4.1 4.8 1.7 6.8 1.2
Jun-07 4.7 6.2 4.1 4.9 1.4 7.2 1.3
Sep-07 4.0 4.8 3.7 5.1 1.1 5.4 1.1
Dec-07 4.0 4.7 3.7 4.6 1.5 5.9 0.9
Mar-08 4.2 5.0 3.9 4.6 1.9 6.5 0.5
Jun-08 4.0 4.1 3.9 4.5 2.3 6.0 0.2
Sep-08 3.9 3.9 3.9 4.5 2.7 5.0 (0.0)
Dec-08 3.8 3.8 3.8 4.3 3.0 4.1 (0.3)

Source: Banco de la Republica

The forecasts for non-

regulated items continue
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tradable inflation
excluding food and

to exceed the target
range for 2007.

castsfor non-tradableinflation excluding food and regulated items are still
abovethetarget range for 2007 and are somewhat higher than thosein the
September report. Inflation in this basket of items should decline during
2008 in responseto theinterest rate hikes applied in 2006 (and those that
would occur throughout 2007); but this would be a gradual process.
Therefore, the forecasts suggest that prices would face some upward
pressure during much of 2007, owing to the strong growth predicted for
demand. Asto thisyear, the economy would be operating with apositive
output gap and with some surplusin use of productive capacity, which would
disappear gradually.

Secondly, thefirst half of 2007 isexpected to see more of an annual variation
inthe CPI for regulated items, given alow basis of comparison. The same
period in 2006 witnessed rate reductions for some public utilities, dueto a
changein regulationsthat would not be repeated thisyear. Moreover, the
forecasts contempl ate increases of 6% to 8% in fuel and public transport
pricesduring the entire year, which would keep inflation in this sub-basket
abovetarget for quite sometime. A gradual convergence towardsthelong-
term targetsfor inflation during abroader time period is expected

The food inflation forecast for 2007 is higher in this report than in the
September edition. An upsurge during first half of the year isstill expected.
It should reverseitself during the second half, although not enough to allow
food inflation to end 2007 within thetarget range. Thesefiguresdo not fully
contempl ate theimpact moderate El Nifio weather conditions (such asthose
already confirmed) could have on staple food prices. Accordingly, the path
outlined in thisreport might underestimate food inflation to some extent,
particularly during thefirst half of the year. However, even with El Nifio



weather, theincreases at mid-year would be temporary and perishablefood
prices would tend to decline during the fourth quarter. Moreover, it is
important to remember that food inflation forecasts are highly uncertain.
The modelsunderestimated inflation in thisitem during previous quarters.

Asinthe September report, tradabl e inflation excluding food and regul ated
itemsisexpected to remain below the target range, offsetting the upward
pressure seen in the other components. Therefore, meeting thetarget in
2007 would depend on the limited inflationary pressure expected from the
exchange rate during the year and on lower inflation in food and regulated
itemsthroughout the second half. However, it isimportant to note that the
monetary policy measures adopted last year are helping to control non-
tradableinflation and to anchor inflationary expectations.

Inview of the above, the Bank’s central model predicts non-food inflation
will bewithin thetarget rangefor all of 2007 and will declinedlightly at the
end of theyear (Table 8). Total consumer inflation isexpected to riseduring
thefirst six months of 2007, mainly because of food-price shocks and the
statistical noisein public utility rates. These hikeswould disappear inthe
second half of theyear, allowing total inflation to fall within thetarget range.

2. Risks

Although the central forecast isregarded asthe most likely, itisahighly
uncertain prediction. For thisreason, afan chart was prepared to show its
probability distribution (Graph 39). In calculating that distribution, we
consider therisk factorsthat could resultin avery different level of infla-
tion than the central forecast. We also look at the historic standard deviation
of forecasts produced with the TMM. Thefollowing are some of thefactors
that could lead to ahigher rate of inflation than the one contemplated in the
central scenario.

. Anincrease in domestic demand beyond what is contemplated in the
central forecast of the base scenario. The central forecast assumes
that private consumption will increase during 2007 at arate similar to
theonein 2006. However, anincreasein therate of private spending
cannot be ruled out, inasmuch as consumer confidenceis high and
there is an ample supply of credit. The recent trend in imports of
consumer goods is also afactor. By the same token, the assumed
growth in public spending isregarded as conservative and could be

In 2007, tradable
inflation would stay

below the target range.

More-than-expected

growth in demand is an

upward risk for
inflation.
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PROBABILITY DISTRIBUTION ACCUMULATED PROBABILITY OF ACTUAL
OF THE INFLATION FORECAST (FAN CHART) CONSUMER INFLATION WITHIN
HE INDICATED RANGE

(percentage) (percentage)

6.0 6.0

Inflation Probability (%)

5.5 55 Ranges
December 2007 December 2008

5.0 5.0 (%)
45 45 above 5.5 0.8 21

below 5.5 99.2 97.9
4.0 4.0

below 5.0 94.8 91.6
3.5 3.5

below 4.5 79.3 75.8
3.0 H 4 30
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IV Qtr. 04 IV Qtr. 05 IV Qtr. 06 IV Qtr. 07 IV Qtr. 08

Source: Calculations by Banco de la Republica.

underestimated, given the positive way tax coll ections have performed.
These factors, as a whole, could result in domestic demand that
outweighsthe economy’s productive capacity; they a so could generate
moreinflationary pressure.

. Theforecasts do not include the impact El Nifio weather could have
on the supply of food or food prices. Consequently, food inflation
might end up being higher than the central forecast, at |east for part
of the year. If the anticipated hikes translate into increased
expectations of inflation, their impact can be permanent and will
influencelong-terminflation and monetary policy.

Thefollowing arethe principal factorsthat could placeinflation below the
central forecast:

. The exchange rate dropped recently to less than what it wasin the
second half of 2006. If thisdownward trend continues, tradableinfla-
tion could be less than the central forecast. By the same token, a
tendency towards appreciation could have a favorable effect on
inflationary expectations. This, in turn, would help to achieve the

targets.
The price hikes for fuel . Theincreasein pricesfor fuel and transportation could belessthan
and transportation what is contemplated in the base scenario, given therelatively low
might be overestimated exchangeratein recent months and the price of oil on theinternatio-

in this report. nal market.



Given all these factors, there appears to be an upward bias in the risks
surrounding the central forecast, particularly for 2008. Even so, thelikelihood
of meeting the target announced for 2007 ishigh (59%). It isimportant to
point out that the central inflation forecast is based on the assumption that
monetary policy isin linewith achieving the target in the medium term and
long term.
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INTEREST RATE PASS-THROUGH
IN COLOMBIA

Yanneth Rocio Betancourt G.
Edgar Caicedo G.”

The Board of Directors of Banco de la Repdblica (BDBR) raised the intervention
interest rate (repo expansion rate) on six occasions between April and December
2006, for a total increase of 150 basis points. Although these policy rate changes
were passed through entirely to the interbank rate (TIB in Spanish),’ other market
rates were slower to react.

The interbank interest rate is set by Banco de la Republica according to the Infla-
tion Report and must be consistent with the target for inflation. The intervention
rate is what the Bank charges on the repo and reverse repo transactions it conducts
daily with institutions in the financial system.? Because credit institutions often turn
to the Bank for liquidity quotas, the stance of monetary policy is transmitted through
the rate it charges on those operations. This is the liquidity cost banks face, and
market rates should respond to it. The purpose of this article is to analyze, on the
basis of theory and empirical evidence, how interest rates in the market respond to
changes in Banco de la Republica’s policy rate.

I Theory and Empirical Evidence

To ensure price stability, a central bank must know exactly to what extent and how
long it takes a change in its policy instruments to influence inflation. Five channels
for monetary policy transmission are identified in economic literature. They include
the interest rate channel, the credit channel, the asset price channel, the exchange
rate channel and the expectation channel.’ Differentiating between these
transmission channels is justified if it allows for a better understanding of the speed
and extent to which each contributes to the effectiveness of the policy. Because the
first link in the monetary policy mechanism is transmission of the policy rate to

Yanneth Rocio Betancourt is an assistant with the Technical Division. Edgar Caicedo is an expert with the Inflation
Section of the Programming and Inflation Department. The opinions expressed in this article are their responsibility
and imply no commitment on the part of Banco de la Reptblica or its Board of Directors.

The TIB has increased by 148 basis points since April 2006.

All reverse monetary transactions were suspended in January 2005.

See the Bank for International Settlements (1998) for a review of the importance of transmission mechanisms in
emerging economies.
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interest rates in the market,* knowing if this transmission is complete is extremely
important to the strategy of the policy. Incomplete transmission can seriously hamper
its effectiveness (Egert. et al. 2006).

A number of studies found that changes in a central bank'’s policy rate are not passed
through entirely to the interest rates that are most important to decisions on
company and household spending (e.g. De Bondt. 2005; Berstein and Fuentes.
2003). This rigidity has been explained by the different characteristics of the financial
structure, among other factors (e. g. Cottarelli y Kourelis, 1994)° For example, in
the case of the United States, Hannan and Berger (1991) found that banks in more
concentrated markets are more rigid in their interest rates, as are small banks, and
that deposit rates are less accommodating to upward incentives. According to Kot
(2004) in a study done for the consumer credit market, the more competitive the
market, the faster and more complete the rate change in response to a policy rate
change. For the euro zone, De Bondt (2005) found that pass-through is complete
for rates with less than three months maturity and incomplete for rates with longer
maturity. He also found that credit risk explains the difference in the speed of change
in deposit and lending rates.

In the Colombian case, empirical studies show a stable long-term relationship
between the policy rate and market rates (Julio. 2001), as well as incomplete pass-
through to short-term interest rates (Huertas et al.. 2005).¢ According to the authors,
this is explained by a loss of effectiveness in the credit channel. With a disaggregated
estimate for the banking system, Amaya (2006) found that lending rates react more
quickly to changes in the intervention rate,” and that banks react in different ways
and with different degrees of intensity to a change in policy, depending on their
characteristics (such as size®). In a recent study, Betancourt et al. (2006) found the
relation between the policy rate and market rates can be complex and is not one to
one. This is because changes in the policy rate can have a direct impact on interest

At an initial stage of the pass-through process, the policy rate influences short and long-term market rates. These, in
turn, affect deposit and lending rates through a variety of factors such as the cost of funding for banks and the
existence of government bonds as a substitute for loans.

See Ahumanda and Fuentes (2004) for a review of the literature on the banking industry and monetary policy.

Using descriptive statistics, Huertas et al. (2005) estimated that a 1% change in the policy rate implied a short-term
change of 0.26% in the rate on 90-day certificates of deposit (DTF in Colombia) and a long-term change of 0.6%.
In contrast, the authors used VAR models to estimate the impact of the interbank rate on the DTE.

The maximum response to a policy rate change is 4.4 months for lending rates and 6.1 for deposit rates.
The big banks, compared to others, react more strongly in the deposit market than in the credit market.
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rates in the market and an indirect effect through changes in other macroeconomic
variables (income, depreciation, inflation and expectations), while economic shocks
impact market rates directly, without a change in the policy rate.’

1. The Situation in Colombia

As mentioned already, interest rate pass-through in Colombia is incomplete and

inconsistent. Between April and December 2006, the reaction of deposit rates was less

than the policy rate change, although the pass-through to rates on installment certificates
of deposit was mixed. The response of lending rates was more complex: treasury and

prime or preferred rates increased as much or more than the policy rate, while consu-
mer and credit card rates declined (Graph B1.1).

The large sell-off of domestic government bonds (TES) held by financial institutions is
one possible explanation for this mixed response. It may have enabled banks to fund
their credit and reserve needs without having to raise their deposit rates in a proportion
similar to the increase in the intervention rate. Also, the supply of certain types of loans

increased with the banks’ shift away from TES, lowering some lending rates (consumer,

commercial and credit card).™. This change in market rates could reflect the hypothesis
that commercial banks adjust only a portion of all the rates during each period and to
a different extent, depending on various factors. The result is imperfect policy rate pass-
through (Kobayashi. 2005).

Il. Conclusions

With this evidence, it is possible to conclude that interest rate pass-through is a complex

process where other variables, aside from the policy rate, influence the actions banks

take, the conditions prevailing in loan and deposit markets and, therefore, the decision
on interest rates in the financial market. If a central bank is to minimize the risk of not

meeting the inflation target and to avoid excessive volatility in interest rates and output,
it must take these considerations into account when deciding on policy rates.

Other studies, such as those by Arango et al. (2006), Melo and Becerra (2006) and Roland (2006), examine interest
rate pass-through from different angles, such as the interest rate payment profile.

Banks reduced their exposure to TES by more than $5 trillion pesos between March and December 2006; the
outstanding portfolio balance was up by more than $23 trillion pesos during the same period.
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GRAPH B1.1
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Source: National Office of the Superintendent of Financial Institutions and Banco de la Repdblica.
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MEETING INFLATION
TARGETS IN COLOMBIA

Alejandro Reyes G.”

The 1991 Constitution gave Banco de la Republica responsibility for maintaining the
purchasing power of Colombian currency and ensuring stable output and employment.
In pursuit of that mandate, the Bank has set a declining operational target for inflation
since 1991. During the first eight years, that target was combined with others for exchange
and monetary aggregate management. As of 1999, when the exchange-band system was
modified, the Board of Directors of Banco de la Republica (BDBR) explicitly adopted
inflation targeting as the strategy for monetary policy management. Based on that strategy,
the Bank defines compliance with each year’s inflation targets and their gradual
convergence towards the long-term goal (in the 2%-to-4% range) as the monetary policy
objective.

At this time, the inflation target is set for the annual variation in the Consumer Price Index
(CPI) at December, calculated by the National Bureau of Statistics (DANE). Initially, specific
targets were established for the end of each year. However, as of 2003, the Board of
Directors has defined target ranges. In doing so, it is acknowledging the volatility of the
CPI in Colombia, given the importance and frequency of temporary price shocks. These
are associated mainly with prices for food and regulated items. Also, in addition to the
target for the coming year, the BDBR announces the range within which the two-year
inflation target will be set.

The pattern of inflation throughout the last two decades reflects the usefulness of this
strategy: consumer inflation has experienced a steady decline since 1990, interrupted
only in 1997 (Graph B3.1). Moreover, the targets have been met on a number of occasions
and with increasing frequency, particularly in the last three years (2004, 2005 and 2006).
On other occasions, as in 2002 and 2003, the target was missed by only a narrow margin
and because of temporary shocks (external and in food supply). These were explained by
the monetary authority in due course. In all, during 64% of the months since 1999, the
economy has been below the inflation target (with respect to the central point in 1999-
2003 and the top of the target range in 2004 - 2006) (Table B2).

As part of the inflation targeting strategy, the announcement of targets gives the economy

a nominal anchor to guide the course of expectations and the adoption of price and

The author is a specialist with the Inflation Section of the Programming and Inflation Department. The opinions
expressed in this article are solely his responsibility and imply no commitment on the part of Banco de la Republica
or its Board of Directors.
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GRAPH B2.1

ANNUAL CONSUMER INFLATION EACH YEAR AT DECEMBER

(percentage)
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INFLATION TARGETS AND ACTUAL INFLATION

1996 1998 2000 2002

TABLE B2

2006

Inflation Target

Actual Inflation

Bottom of the Range Middle Top of the Range Total Without Food
Dec-91 n,a, 22.0 n.a. 26.8 27.6
Dec-92 n.a. 22.0 n.a. 25.1 23.8
Dec-93 n.a. 22.0 n.a. 22.6 26.8
Dec-94 n.a. 19.0 n.a. 22.6 22.4
Dec-95 n.a. 18.0 n.a. 19.5 21.0
Dec-96 n.a. 17.0 n.a. 21.6 23.2
Dec-97 n.a. 18.0 n.a. 17.7 18.2
Dec-98 n.a. 16.0 n.a. 16.7 17.1
Dec-99 n.a. 15.0 n.a. 9.2 10.0
Dec-00 n.a. 10.0 n.a. 8.8 9.3
Dec-01 n.a. 8.0 n.a. 7.6 6.5
Dec-02 n.a. 6.0 n.a. 7.0 5.4
Dec-03 5.0 5.5 6.0 6.5 7.0
Dec-04 5.0 5.5 6.0 5.5 5.5
Dec-05 4.5 5.0 5.5 4.9 4.1
Dec-06 4.0 4.5 5.0 4.5 3.9

n.a. Not applicable

Source: DANE and Banco de la Repiblica.

wage agreements. In this sense, the positive effects of compliance with inflation targets
in Colombia are evident not only in the downward inflation trend described earlier, but
also in the way expectations have behaved during the current decade.

The Bank now has two surveys of inflationary expectations: a monthly survey of banks
and stock brokers and a quarterly survey based on a representative sample of different
segments of the population (banks, labor unions, businessmen and academics, among
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others). The monthly survey, initiated in 2003, shows expectations have followed the
targets, even ignoring certain increases in inflation that ultimately proved to be temporary.
In fact, those interviewed for the surveys done in December 2006 and January 2007
anticipated 4.16% inflation at 12 months. This is within the target range set by the
Bank for 2007 (3.4% to 4.5%), even despite the rise at the end of 2006.

As to a more long-term trend, the quarterly survey shows expectations have declined
since 2000 on par with the reduction in inflation and the targets (Graph B2.2). A mo-
dule of the same survey that contains a question about the likelihood of the target
being met shows a steady increase since 2003. It was 92% in the latest survey available,
which exceeds every percentage registered in the last two years (Graph B2.3).

GRAPH B2.2
EXPECTATIONS OF INFLATION AT ONE YEAR (QUARTERLY SURVEY)

(Annual variation: %)
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GRAPH B2.3
PROBABILITY OF MEETING THE INFLATION TARGET
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On the whole, compliance with the targets and the steady downward trend in infla-
tion, coupled with the policy decisions made by the monetary authority, have sparked
growing confidence among the agents in the economy and enhanced the credibility of
the country’s monetary policy. This, in turn, has reduced the cost of continuing the
disinflation process and guaranteeing price stability in the Colombian economy.
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MEASUREMENT AND CHANGE
IN LABOR PRODUCTIVITY IN COLOMBIAN INDUSTRY
AND ITS EFFECT ON COSTS

Mario Nigrinis’

Productivity is an important variable in analyzing what determines inflation.
Increases in productivity are associated with a reduction in the marginal costs
incurred by companies. This reduces the odds that companies will raise their prices
and thus the appearance of inflationary pressures, if such hikes become generalized.
Arise in real wages does not necessarily affect a company’s labor costs (which could
prompt inflationary pressures), provided it is offset by positive variations in
productivity.

Because productivity is a variable that cannot be observed directly, it must be
measured indirectly through a combination of other indicators. In its inflation reports,
Banco de la Republica uses output per hour worked in industry as an appropriate
indicator of labor productivity in that branch of the economy. According to economic
literature, one particular feature of such measurements is their close correlation to
variations in output.” As indicated in previous reports, this characteristic can lead
to mistaken conclusions about the behavior of productivity and the existence of
inflationary pressures during the course of the economic cycle.

One way to avoid this problem is to filter the productivity series. The annual variation
in the industrial production index, calculated without the seasonal and irregular
component, is shown in Graph B3.1, along with the original increase in output per
hour worked (unfiltered) and a new productivity indicator constructed with the
Hodrick and Prescott filter. While the correlation between growth in industrial
production and the unfiltered indicator of productivity is 98.2%, the correlation
with filtered productivity declines to 62.8%.

Three episodes of the economic cycle can be identified in the productivity series by
levels (Graph B3.2). The first is from 1990 to 1994, when the rise in industrial
production (15.2%) was accompanied by an increase in labor productivity (13.9%).
The second period, from 1995 to 2002, saw production and productivity decline

The author is an inflation expert who works with the Special Affairs Section of the Programming and Inflation
Department. The opinions expressed in this article are his responsibility alone and imply no commitment on the
part of Banco de la Repdblica or its Board of Directors.

See Argia M. Sbordone (1997) "Interpreting the Procyclical Productivity of Manufacturing Sectors: External Effects
or Labor Hoarding?", Journal of Money. Credit and Banking, Vol. 29. No. 1. pp. 26-45.
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GRAPH B3.1
GROWTH IN OUTPUT AND INDUSTRIAL PRODUCTIVITY

(percentage)
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GRAPH B3.2
OUTPUT PER HOUR WORKED IN INDUSTRY
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(5.9% and 1.7%, respectively). The third, beginning in 2003, has seen an important
recovery in industrial production, 7.1% on average, and strong growth in productivity
(averaging 6.8% per year). As a result, it has now surpassed the levels registered in
the past. A look at the series also shows the increase in industrial production during
1995-1997 (4.1% and 2.5% respectively) was not accompanied by an increase in
productivity, which may be why it did not last long.

Finally, using a filtered productivity series to calculate the unit labor cost (ULC: the
ratio of wages to labor productivity), this indicator was found to be virtually stable
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between 1992 and 1998 (Graph B3.3). Accordingly, the reduction in inflation during
that period (from 25.1% to 16.7%) was not accompanied by a reduction in indus-
trial labor costs. This contrasts with the current decade, which has seen an important
decline the rate of nominal ULC hikes. Therefore, taking into account the nominal
wage increases observed in industry during these years, which average 8.3% a year,
productivity must have made a significant contribution to the estimated reduction in
costs.

GRAPH B3.3
NOMINAL UNIT COST PER HOUR WORKED IN INDUSTRY

(Annual variation (%))
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ATTACHMENT

MACROECONOMIC PROJECTIONS BY DOMESTIC
AND FOREIGN ANALYSTS

The following are the latest projections by domestic and foreign analysts on the main
variables of the Colombian economy in 2007 and 2008. When consulted, the
contributing analysts had access to data at December 2006.

I Projections for 2007

The forecasts for 2007 are shown in Table A1. On average, the domestic analysts expect
5.3% economic growth, which is 56 bp more than the forecast last quarter. The foreign
analysts anticipate 5.1% (50 bp more). Expectations improved once again, reflecting
the positive situation described by the economic indicators for supply and demand, the
healthy increase in credit, and the fact that Fedesarrollo’s consumer confidence index
remains near an all-time high. This means we can expect good growth in private con-
sumption.

TABLE Al
PROJECTIONS FOR 2007

Real GDP Cpl Nominal Nominal Fiscal Deficit Unemployment
Growth Inflation exchange DTF (percentage Rate
(percentage) (percentage) rate (percentage) of GDP) (percentage

for 13 cities)

Domestic Analysts

Corredores Asociados 5.5 4.5 2,285 7.5 (2.0) 11.5
BBVA Ganadero 6.2 3.6 n.a. n.a. n.a. n.a.
Bancolombia-Suvalor 5.1 4.1 2,194 7.3 (1.0) 10.8
Corficolombiana-Corfivalle 5.0 4.2 2,480 7.8 (1.7) n.a.
Banco de Bogotad 5.1 4.3 n.a. n.a. A, n.a.
Fedesarrollo 5.2 4.0 2,285 n.a. (1.8) n.a.
Citibank-Colombia 5.5 4.2 2,300 7.4 (1.5) 10.0
Alianza Valores 5.2 3.8 2,069 7.6 (1.3) 11.5
Banco Santander 5.0 4.0 2,310 7.7 (1.3) 9.5
Average 5.3 4.1 2,275 7.6 (1.5) 10.7

External Analysts

CS First Boston 5.4 4.5 2,430 n.a. (1.7) n.a.
J. P. Morgan Chase 5.0 4.4 2,400 n.a. (1.5) n.a.
Goldman Sachs 5.0 4.4 2,380 n.a. (1.0) n.a.
Deutsche Bank 4.9 4.0 2,338 n.a. (1.2) n.a.
Average 5.1 4.3 2,387 n.a. (1.4) n.a.

n.a. Not available.
Sources: Banco de la Republica, base on data from the analysts.
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As to inflation, the domestic analysts lowered their forecast by 258 bp to 4.1%; the
foreign analysts kept theirs at 4.3%. Both figures are within the target range for the year
(3.5% to 4.5%).

The domestic analysts lowered their forecasts for the exchange rate by Col$205, on
average (to Col$2,275); the foreign analysis reduced theirs by Col$134 (to Col$2,387).
In other words, on average, the domestic analysts expect foreign exchange to depreciate
by 1.6% and the foreign analysts, by 6.2%, compared to the price at the end of 2006
(the maximum expected depreciation is 9.7% and the minimum is -8.21%). In keeping
with the situation during the last seven quarters, the forecasts were revised downward
once again. That change probably was influenced by the sharp drop in the exchange
rate during the fourth quarter of 2006, which offset the entire second-quarter increase.
This occurred along with a sharp drop in risk aversion on world markets, renewed by
less inflation in the United States and Europe, and accompanied by market growth that
surpassed expectations.

On average, the analysts anticipate interest on term deposits (DTF in Spanish) to be
7.6% by the end of the year. Compared to the DTF at the end of 2006, this would imply
an increase of 80 bp and a level similar to the interbank rate, following recent hikes in
Banco de la Republica’s interest rates. The consolidated fiscal deficit is expected to be
around 1.5% of GDP which is slightly above the CONFIS projection (1.3% for the
consolidated public sector). Finally, the forecast for unemployment in 13 cities is 10.7%.
This could suggest, contrary to last quarter, that analysts do not expect the recent
increases in DANE’s measurements to continue in the coming months.

Il Projections for 2008

For 2008, the domestic analysts expect 4.6% growth and the foreign analysts, 4.5%
(Table A2). Both groups anticipate 3.7% inflation. This is inside the range (3% to 4%)
within which the target for 2008 will be set. As to the exchange rate, annual devaluation
is expected to average 2.9% compared to the forecasts for the end of 2007. This would
place the representative market rate (TRM in Spanish) at Col$2,430 by the end of 2008,
which is similar to what it was in July 2006 and July 2002. These forecasts imply 7.9%
accumulated peso devaluation between 2007 and 2008, compared to the end of 2006.
On average, the analysts expect 44% of this devaluation to occur in 2007 and the other
56% in 2008.
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TABLE A2
PROJECTIONS FOR 2008

Real GDP CPI Nominal Exchange
Growth Inflation Rate
(percentage) (percentage) (end of 2008)
Domestic Analysts
Corredores Asociados 4.5 4.0 2,330
BBVA Ganadero 5.0 3.1 n,d,
Bancolombia-Suvalor 4.5 3.5 2,227
Corficolombiana-Corfivalle 4.5 4.0 2,554
Banco de Bogota 4.5 3.9 n,d,
Fedesarrollo 4.8 3.5 2,350
Citibank-Colombia 4.5 3.5 2,450
Alianza Valores n,d, n,d, n,d,
Banco Santander 4.8 3.7 2,350
Average 4.6 3.7 2,377
Foreign Analysts

CS First Boston 5.0 4.0 2,479
J. P Morgan Chase 4.7 3.8 2,500
Goldman Sachs 4.0 3.8 2,500
Deutsche Bank 4.1 3.6 2,456
Average 4.5 3.8 2,484

n.a. Not available.
Sources: Banco de la Repiblica, based on data provide by the analysts.
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