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ABSTRACT .

INFLATION
AT SEPTEMBER
AND THE OUTLOOK

Consumer inflation during the year to September was coherent with the goal set for
2005 by the Board of Directors of Banco de la Republica (BDBR). The annual
variation in prices at September was 5%, which is the middle of the target range
(between 4.5% and 5.5%). The various core inflation indicators were between
4.0% and 4.6%.

The third quarter saw a surgein prices for severa major itemsin the family basket of
goods and services. For example, the annual change in food prices went from 6.1%
in June to 6.4% in September. Public utility rates and rental prices increased from
respective annual rates of 7.9% and 4.0% to 8.8% and 4.3% during the same period.

Nevertheless, this change in prices still appears to be isolated and limited. In the
case of food inflation, the models predict a decline in the first quarter of 2006. On
the other hand, the long-term upward trend in annual inflation in the price of rentals
was curbed in August 2004 and is now slightly below 4.5%. Asto public utilities,
therisein annual inflation is associated primarily with water rates. Thisis explained
by the basis for comparison, due to the reductions that took place in July and
August 2004.

Externa conditions continued to be favorable for the Colombian economy. The country’s
trading partners experienced a good rate of growth, terms of trade remained high, and the
country-risk premium stayed & alow leve.

In this context, the year to date has seen the consolidation of an economic growth cyclein
Colombiathat isfueled by domestic demand, which rose by 5.9% on averagein thelast ten
quarters. Gross domestic product (GDP) increased by 4.6% during the first half of 2005
(4.2% on average in the lagt ten quarters). The strength of investments warrants specia
mention. They accounted for 22% of GDPin 2005, whichisthe highest rate snce 1995 and
exceeds the historic average (18%).

The course of inflation in the next four to eght quarters will be determined primarily by the
trend in the exchange rate and the output gap, expectations of inflation, and the presence or
absence of inflationary pressures generated by costs and wages.
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Thereisagreat deal of uncertainty surrounding these variables, either becausethey are
unobservable (e.g. the output gap and expectations of inflation), because available
information is piecemeal (e.g. costs and wages), or because they depend on an external
situation that is changing and difficult to predict. Therefore, trying to determine how
these variables will behave in the future and considering aternative scenariosis funda-
mental to setting policy and identifying risks.

. The external outlook for 2006 suggests better terms of trade than those predicted in
earlier reports. No significant reductions in capital flows to the emerging economies
and Latin Americain particular are anticipated, despite the gradual risein interest rates
ruled by the U.S. Federal Reserve Bank (Fed). These circumstances should be reflected
less pressure towards depreciation of the average exchange rate during in 2006, as
opposed to the forecast in earlier reports.

d The Colombian economy should continue to grow during 2006 at the same rate asin
2005. Thisprediction isbased on severd circumstances. Oneisthefact that real interest
rates have been low with respect to their historic averages. Another is the favorable
outlook for the external context and the increase in employment, investment and
productivity.

. Although thereis dill agreat ded of uncertainty about the actua size of the output gep and
how fadt it iscdosing, an andysis by the BR technicd team, which isinduded in this report,
points to evidence that the gap is narrower than what was estimated in earlier reports.

d Therefore, the main risk to inflation in the future would come from possible demand-
pull pressure. However, this could be mitigated by severa factors, namely, a hedthy
growth in productivity and a sizeable increase in the rate of investment, especidly in
machinery and equipment. Moreover, the information that is available shows no evidence
of inflationary pressures originating with the trend in costs or wages.

. The expectations of inflation at one year continued to decline and are dightly below the
top of the 2006 target range for inflation set by the BDBR (between 3% and 5%).
However, temporary food supply shocks (or more demand) have increased the risk of
inflationary expectations being influenced at times when wages and various price
agreements are being negotiated for the economy. This highlights the importance of
understanding that the negative shocks to inflation anticipated for the end of the year
are temporary and inflation should continue to fal in the near future.

. In point of fact, the new short-term forecast for consumer inflation at December 2005
i55.1%. Thisismorethan what was anticipated in the last report (4.7%) and isexplained
by an increase in the food inflation forecast (from 5.4% to 6.8%), plusahigher inflation
forecast for non-tradables (up from 4.5% to 4.8%). Total inflation is expected to decli-
ne to 4.5% by March 2006, owing to a quick decline in food inflation. However, it is
important to emphasize the high degree of uncertainty associated with the food fore-
casts, even in the short term.
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. At its meeting on 28 October 2005, the BDBR took these factors into account and agreed
to leave the interest rate on expansion repos at 6%.

. Furthermore, based on an assessment of the exchange stuation and the forecasts for the

baance of payments, the BDBR decided to continue its discretiond intervention in the
exchange market.

Board of Directors
Banco de laRepublica



18

painiind o EET

e nal gl o il
f

SoE g ;’J:".-’-.?Z{i =i .&E’“

1.31..

AT




INFLATION

REPORT

By the
Programming and Inflation Department
Division of Economic Studies




TECHNICAL MANAGEMENT
Hernando Vargas
M anager

DIVISION OF ECONOMIC STUDIES
Jorge Hernén Toro
Deputy Manager

PROGRAMMING AND INFLATION DEPARTMENT
Juan Mauricio Ramirez
Director

INFLATION SECTION (%)
Adolfo Ledn Cobo
Section Chief

Edgar Caicedo

Luisa Fernanda Charry
Luz Adriana Flérez
Mario Nigrinis

Algandro Reyes

José Luis Torres

Andrés Mauricio Velasco

(*) Thisreport was prepared with the help of Gloria Alonso, Macroeconomic Programming
Section Chief, Franz Hamann, Director of the Macroeconomic Models Department, Martha
Lopez, Luis Fernando Melo, Norberto Rodriguez and Julidn Pérez.



I. THE ECONOMIC
SITUATION AT
SEPTEMBER 2005

The Colombian economy is still in a growth phase and inflation has been

In accordance with
the predictionsin
earlier reports, the
world economy
continued to grow at
a favorable pace
during the year to
date.

coherent with the target for 2005.

Theworld economy continued to grow at abrisk pace during thethird quarter,
athough higher oil pricesin recent months have elevated therisk of apossble
dowdown in growth and a build-up in inflationary pressures. The externa
Stuation remained favorablefor the emerging economies. The Lain American
economies, in particular, continued to be propelled by growing external demand
and higher pricesfor certain commodities. These same factors, coupled with
an influx of foreign capita, upheld the tendency towards exchange rate
gpprecidion in various countries throughout the region.

Inthis context, the Colombian economy continued to expand and the pace of
economic activity accelerated. Figures released by the Nationa Bureau of
Statistics (DANE) on GDP growth in the second quarter surpassed even the
most optimistic expectations. Private domestic demand continues to fuel the
Colombian economy, thanks to gross fixed capita formation and household
consumption.

According to severa technica assessments, the output gap is narrower
than the estimates published in earlier reports. However, therea so isevidence
on the side of increased potentia and non-inflationary GDP growth, which
suggests the gap might sill be negative, despite more momentum in the
€conomy.

The outcome for inflation a September was cons stent with the prediction in
thelast report. Food inflation wasthe only exception; it exceeded theforecast.
However, the various core inflation indicators do not suggest the presence of
demand-pull inflationary pressures.

A. THE EXTERNAL CONTEXT AND THE EXCHANGE
RATE

In accordance with the predictions in earlier reports, the world economy
continued to grow at a favorable pace during the year to date, athough less

13



Although the figures
are good, the
situation for the
world economy is not
asclear asitwasa
few months back.

s0 than in 2004. As happened the year before, it was mainly the U.S. and the
Chinese economiesthat fuded this growth, although Japan and the Euro zone
made more of a contribution. Y et, the unexpected jump in ail prices during
September raised the risks facing world growth and inflation in the medium
and long term.

Asfar asthe U.S. economy is concerned, the most notable event in recent
months was associated with the negative supply shock experienced as a
result of the hurricanes that hit the southern part of the country. The U.S.
economy was expanding at a good pace prior to the hurricanes. Growth
was 3.3% in the second quarter (annualized quarterly), dightly down from
thefirst-quarter rate (3.8%). The expansion of the U.S. economy continued
to be supported by domestic demand, which was sustained primarily by
high home prices and low interest rates. Exports aso contributed to this
growth, but less so (Graph 1).

The latest indicators denote a dowdown in growth, probably as a result
of the natural disasters mentioned earlier. The consumer confidence index
was 86.6 in September (after climbing to 106.2 in June). The annual
increase in industrial production was 2% (as opposed to 3.7% in June)
and employment was down by 8,000 jobs (following an increase of
146,000 in June). Even so, third-quarter growth was 3.8% (annualized
guarterly). This was more than expected and can be attributed to the
force of consumption.

In Japan, the economy appears to be back on track and moving towards
more sustainable growth. GDP growth in the second quarter was 3.3%
(annualized quarter). Thisis less of an increase than in the first quarter
(5.7%), but better than the recurrent negative figures exhibited in earlier
periods. Domestic demand is behind this new recovery phase, but parti-

cularly private investment. This growth also has

allowed for a certain amount of job-market
ANNUALIZED QUARTERLY GDP GROWTH recovery, which has given added stability to the
IN THE UNITED STATES, THE EURO ZONE AND JAPAN new cycle (Graph 1).
(Percentage)

9.0

7.0

5.0

3.0

10

-1.0

-3.0

The momentum in the Euro zone was favorable
as well. However, unlike the United States and
Japan, the pace of economic growth was far
more moderate. The economy grew by 1.2% in
the second quarter (annualized quarterly), down
dightly from the rate observed in the first quarter
(1.5%), and was propelled mainly by therisein
investment. Although the Euro zone' s monetary
authorities maintained alax monetary policy, with

11 Qtr. 03 IV Qtr. 03
. United States

Source: Datastream.
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low interest rates to encourage spending, con-
sumption showed no improvement. Apparently,

this is due, in part, to the negative impact the
hike in fuel prices has had on real consumer
income (Graph 1).

OIL AND GASOLINE PRICES

OIL (WTI) - NEW YORK STOCK EXCHANGE

(Dollars/Barrel)
75.0

Although the figures are good, the situation for
the world economy is not as clear asit was afew
months back. The additional rise in oil pricesin
recent months, due to damage inflicted on ail fa-
cilitiesduring the hurricane season, has heightened
the risk of possibly less growth and more

70.0

65.0

inflationary pressures at the global leve. The price 400

of oil was up to US$70 a barrel in September. 50

This is a higtoric high (in nomind terms). That 200 -y
same month, the price of gasoline in the United Mar0s May0 X0 Sep 08 Now0s S Mar03 May-05 W05 Sepet
States was above US$3.00 per gallon, following

an increase of 65% during the last week of REGULAR GASOLINE

August. However, prices have tended to decline (US. CentGellon)

in recent weeks (Graph 2). 220

280

Several developed economies already have
begun to fed the effect of higher oil prices on 240
inflation. This is particularly true in the United
States, where the last few months saw a sharp
risein total consumer inflation (from 2.5%in June 160
to 4.7% in September), Even so, this pressure
has yet to be transferred to core inflation, which
dropped dlightly. This is according to the latest w0l Nwor 5 Va0 mMass M Sp
figures (from 2.1% to 2.0% between June and
September) (Graph 3). On the other hand, labor
costs have increased, although slowly (2.5%
annualized quarterly, for the second quarter),

200

120

Source: Bloomberg and Datastream.

while productivity has continued to grow at pace ANNUAL INFLATION
dightly above the historic average for the last 25

years, but less than the rate observed in recent (Poreent3e)

periods (Graph 4). :

Higher oil prices and increased labor costs are Z:

regarded as evidence of morerisk to inflation. Since 30

July, the Fed has continued a policy of measured 25

increases in its reference rate; that is, adjusments 20

of 25 basis points (bp) per month (September and 15

October) to 3.75% (Graph 5). The markets had 1o

05

Sep-02 Mar-03 Sep-03 Mar-04 Sep-04 Mar-05 Sep-0t
Total Béasica

Source: Datastream.



ANNUAL GROWTH
IN U.S. PRODUCTIVITY

(Percentage)

Jun-81  Jun-84  Jun-87 Jun-90  Jun-93  Jun-96 Jun-99 Jun-02  Jun-0f
----- 1980-1995 average —— 1995-2005 average

Source: Bureau of Labor Statistics.

FED INTEREST RATE CHANGES

(Percentage)

Sep-95 Sep-97 Sep-99 Sep-01 Sep-03 Sep-05

Source: Datastream.

INTEREST ON U.S.
TREASURY BONDsS

(Percentage)

5.20

4.20

3.20

P )
220 Nid

Source: Datastream.
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speculated the Fed might move away from its rate
adjustment policy, dueto the negative demand shock
in September. However, concern about eventual
inflationary pressure in the future seems to be the

top priority.

The decision by the Fed and a possible rise in
inflationary expectations pushed long-tern
interest rates up, after more than a year of
reductions. In early September, U.S. Treasury
Bond rates were up by 50 bp from their lowest
level and thistrend continued until early October
(Graph 6).

The continued strength of the U.S. economy and
higher interest ratesin the United Stateswith respect
to the Euro Zone and Japan continued to provoke
devauation of the euro and the yen (Greph 7). This
Stuation has not made it easy to correct the current
account deficit in the United States. However, the
U.S. trade balance has been somewhat stable
throughout the year, largely because of the rise in
exports (Graph 8).

The situation confronting the developed
economies continued to be favorable for the
emerging economies. The Chinese economy is
growing more than expected (9.4% in the third

NOMINAL EXCHANGE RATE IN JAPAN
AND THE EURO ZONE

(January 2004 Index = 100)

108

106

104

102

100

98

96

94

92

90
Mar-04 Jun-04 Sep-04 Dec-04 Mar-05 Jun-05 Sep-05

----- Japan —— Euro Zone
(¥/ USS) (€/USS)

Source: Datastream.



quarter) and the Latin American economies
remained stimulated by a growing external

demand and higher prices for certain

commodities, mainly oil. (Trillionsof dollars)
-35.0 :

UNITED STATES TRADE BALANCE

The economic outlook for severd of Colombia's 200
major trading partners continued to improve. The
most relevant case in point is Venezuela, where
second-quarter growth was high (11.2%), largely 500 |
because of soaring oil prices. The Ecuadorian
economy is an exception in this respect, having

-450 |

-550 |

grown far less than anticipated. Due to a hdt in ail 600 |

production (because of a strike) and a recent 650

increaein p0||t|cd uncerta'nty’ its mnd_qua’te' Aug-03 Nov-03 Feb-04 May-04 Aug04 Nov-04 Feb-05 May-05 Aug-Of
grO\Nth was low (29(%)) Source: U.S. Department of Commerce.

The strong growth witnessed in the Latin
American countries, coupled with progress
towards structural reform and a reduction or

COUNTRY-RISK PREMIUM
EMBI + LATIN AMERICAN COUNTRIES

change in the make-up of the public debt in (Basispoints)
several of these countries, remained a source 620
of attraction for foreign capital. This situation 570
continued to propel the demand for borrowing 520
by the region’s economies, allowing for an0
additional reductionsin country-risk premiums, a0
at least until mid-September (Graph 9). 370
Similarly, the influx of capital and the rise in 320
income from exports maintained the tendency 270

towards exchange rate appreciation in various 220
countries (Graph 10).

Mar-04 Jun-04 Sep-04 Dec-04 Mar-05 Jun-05 Sep-05
—— Colombia --—- EMBI+

Source: Bloomberg.

EXCHANGE RATES OF SEVERAL LATIN AMERICAN
CURRENCIES AGAINST THE DOLLAR

B. THE INTERNAL SITUATION

(January 2004 Index = 100)
115

1. GrowthintheFirst Quarter

110

105

According to the latest official figures on
economic growth, the Colombian economy stayed
in an expansionary phase during the second
quarter of 2005 and the pace of economic activity
tended to accelerate. Thisis signaled by 5.3%
annual growth, as measured by DANE for that

100

95

90

85

80

75

period, which was much higher thantheincreasse B
reported for the first quarter of 2005 (3.9%) (BRLLSS) (CHALSS) (ARSUSS) 09
(Gl‘aph 11) Source: Datastream.



The Colombian
economy stayed in an
expansionary phase
during the second
quarter of 2005 and
the pace of economic
activity tended to
accelerate.

Part of the acceleration in growth can be attributed to more working daysin
April 2005 compared to the same month in 2004 (since Easter Week was
cdebrated in March). Yet, even without this factor, there was an important
increase in the pace of growth, which extended to most production sectors
and to agood portion of the spending components.

Since January 2005, DANE has upwardly revised historic growth figures on
various occasions. In the last of these revisons, the growth rate for the first
half of 2005 was increased from 3.6% to 3.9%, and from 4.0% to 4.3% for
2003.

Although the forecasts developed by Banco de la Republica and by many
andydts envisaged accd eration in the economy during the second quarter of
2005, DANE measurements surpassed even the
most optimistic expectations. In the case of the

REAL ANNUAL
GDP GROWTH

Bank’ sforecast, most of theerror in terms of supply
isexplained by underestimation of the GDP for so-
cid, persond and community services and the GDP

(Percentage) for commerce. As to spending, the forecast error
17 530 centered on underestimates of government and
460 463 i i household consumption.
4.00 3.86
- Thelatest figuresrdeased by DANE rdify thegrowth
260 trendsidentified in the previousreport. At the second

quarter, the Colombian economy continued to be
bolstered by private domestic demand, mainly gross
fixed capitd formation (without civil works) and
household consumption (Table 1). Onthisoccasion,

| Qtr. 03 111 Qtr. 03 | Qtr. 04 111 Qtr. 04 | Qtr. 05
Source: DANE Calculations by Banco de la Replblica
GDP PER TYPE OF EXPENSE
2004 | Qtr. Il Qtr. 2005 | Half 2005
2005
Percentage Contribution Percentage Contribution
of Growth of Growth of Growth to Growth
Final Consumption 3.9 3.6 6.0 4.9 4.8 4.0
Household 4.1 3.7 5.3 3.3 4.5 2.8
Government 3.3 34 8.0 1.6 5.7 1.2
Gross Capital Formation 12.6 16.0 24.7 4.5 20.4 3.7
Gross Fixed Capital Formation (GFCF) 13.3 175 22.0 3.6 19.8 3.2
GFCF without Civil Works 225 12.8 25.3 3.4 19.0 2.6
Civil Works (19.1) 46.9 5.4 0.1 24.0 0.6
Domestic Demand 5.4 5.8 9.4 9.4 7.6 7.7
Total Exports 9.9 13.0 7.8 15 10.3 1.9
Total Imports 17.3 22.7 285 5.6 25.7 5.0
Gross Domestic Product 4.0 3.9 5.3 5.3 4.6 4.6

Source: DANE. Calculations by Banco de la Republica.
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as opposed to previous quarters, the increase in public consumption aso
played an important role.

In addition to showing 5.3% growth in household consumption in the second
quarter, DANE upwardly revised thefirgt-quarter figure from 3.2% to 3.7%.
This item has been expected to take off for severd months, given the broad
internd liquidity reflected inredl interest ratesthat are below historic averages,
aswdl as better employment conditions and the steady risein consumer con-
fidence indicators, among other pogitive factors.

The good momentum in household consumption during the second quarter
was observed for dl items, but particularly for the consumption of services
and non-durable goods. This contrasts with the Stuation in 2004 and the first
quarter of 2005 when durables and semi-durables were mainly what fueled
the growth in household consumption.

Real government consumption rose by 8.0% during the second quarter, which
isthe highest increasefor thisitem since the fourth quarter of 1999. According
to DANE, loca and regiond adminisirationswere responsiblefor most of the
rise (aswas centra government consumption, but less o). These adminigrations
made 19% more nomind outlaysthan in the second quarter of 2004. Thiscan
be attributed to an upward adjustment, given the low levelsin 2004 and the
resources available to regiona government adminigtrations.

Investment was il vigorous by the second quarter. The annua increase in
gross fixed capital formation (GFCF) was 22%, thus completing eight
consecutive quarters with two-digit growth rates and a tendency towards
accderation. Therisein investment in machinery and equipment (49.5%) and
in trangport equipment (29.7%) was a high point and reflects much of the
growth in imports of capitd goods (an annud rate of 63% in dallars by the
second quarter). GFCF in condruction and buildings
was up 8.4% and regained nearly dl the ground lost

The Colombian
economy continued
to be bolstered by
private domestic
demand, mainly gross
fixed capital
formation and
household
consumption.

in the first qua‘ta‘ ('23(%))1 while GFCF in civil ANNUAL GROWTH IN REAL DOMESTIC DEMAND

works saw an increase of 5.4%. This was much
. . (Percentage)
less than expected, considering the sharp recovery 50

during the first quarter of the year and the fact that
itsleve iswdl below the declineregistered the year
before. 50 |

100 ¢

0.0

In short, domestic demand continued to be more
dynamic than GDP (Grgph 12). Thiswasevidentin 50 t
the second-quarter figures, which showed 9.4%
annua growth, a rate not seen mid-1994. An

-100

approximate breakdown of demand according to B e o o

1Qtr. 1Qtr. 1Qtr. 1Qtr. 1Qtr. 1Qtr. 1Qr. 1Qtr.

origin showsthe private component (household con- 9 e % o © o 0 03 04 05
sumption and GFCF without civil works) roseat an e, Domestic Demand
a’lnud I‘ate Of 990/0, Wh”e the pUbI'C Commrmt Source: DANE. Calculations by Banco de la Republica.



NET EXTERNAL DEMAND - NATIONAL ACCOUNTS

(Trillions of 1994 pesos) (Percentage of GDP,

1.0 6.0
4.0

0.5
20
0.0 M7 0.0
-2.0

-0.5
-4.0
-10 - -6.0
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-15
-10.0
-20 -12.0

1Qtr95  1Qtr.97 1Qr.99 1Qtr01 1Qtr.03 |Qtr.05
. Net external demand —— Percentage of GDP

Source: DANE. Calculations by Banco de la Republica.

NON-TRADITIONAL INDUSTRIAL EXPORTS
(ACCUMULATED IN 12 MONTHS)

(Millions of dollars) (Percentage,
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Source: DANE. Calculations by Banco de la Republica

NON-TRADITIONAL INDUSTRIAL EXPORTS
TO THE UNITED STATES
(ACCUMULATED IN 12 MONTHS)

(Millions of dollars) (Percentage
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20.0

100

0.0

-10.0

Jul-01 Jan-02  Jul-02 Jan-03 Jul-03 Jan-04 Jul-04 Jan-05  Jul-05
. Exports — Growth (right axis)

Source: DANE. Calculations by Banco de la Republica.
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(government consumption and GFCF with civil
works) was up by 7.7%.

Concurrent with the acceleration in domestic
demand, net external demand (exports minus
imports in constant pesos) remained in the red
during the second quarter and even more so
(Graph 13). Thisoccurred along with amajor rise
in exports (7.8% in constant pesos). However, it
was insufficient to offset the sharp increase in
imports, which accelerated in real terms compared
to the first quarter of the year (from 22.7% to
28.5%).

The figures at July 2005 show the increase in
external demand, particularly in Venezuela and
other destinationsin the region, continued to add
to the growth of non-traditional exports (Graph
14). Even s0, other markets for Colombian in-
dustrial goods, such as the United States and
Ecuador, appear to be at a standstill (Graph 15),
possibly because of more international
competition. Sectors such astextiles and apparel,
leather and chemica substances (industrial and
agricultura input) would be the ones primarily
affected by this competition. They reported a
dowdown intheir export activity during the course
of the year to July. The diagnosisisless clear for
other branches of industry that face similar
conditions, such as tobacco, petroleum by-
products, glass, ceramic tile and porcelain
products.

However, indudtrial imports as a whole displayed
good performanceat July. Interms of sectors, foreign
sdes of trangport equipment and materid, iron and
stedl products, plastic products, non-ferrous metal
products, furniture and accessories, anong others,
were the most prominent.

As to traditional exports (Graph 16), relatively
high prices continued to be the chief factor
behind their surge during the year to July. Oil is
acasein point and isthe sector where production
volume remained unchanged. However, oil



exportsrosein vaue dueto currently high prices.
The increases in volume have been particularly
important in the case of coffee and coal,
although July saw a drop in the amount of coal
exported from Colombia.

Thefiguresat August show imports continued to
grow at an annual rate of almost 28% (the
cumulativefigurefor 12 months). In general, per-
formance with respect to al types of goods and
different destinations has been strong. Imports
of capital goods increased at an annual rate of
39%, particularly those for construction (45%)
and industry (39%). Consumer durables are
another dynamic item, registering a32.8% risein
imports accumulated in the 12 months up to
August (Graph 17).

Two factorsare behind the surgeinimports. Oneis
the sharp growth in domestic demand, particularly
for investment (inindustrial machinery and transport
equipment) and household consumption. The other
factor isappreciation of the exchangerate. Thereis
no doubt that part of the increase in foreign
purchasesclearly isdueto alower exchangerate, *
which made imported raw materials and consumer
durables less expensive.

2. Growth in the Tradable Sectors

Gross domestic product in the tradable sectors
(agriculturellivestock, industry and mining, among
others) experienced adowdown in recent quarters,
registering arate of growth well below the average
for the economy as a whole. During the second
quarter in particular annua growth in thisaggregate
was estimated at 2.5%, down from thefirst quarter
of theyear (3.1%) and from theratefor al of 2004
(3.3%). (Graph 18).

1 Inarecent study on Colombia, theratio of total import
eladticities to GDP and the real exchange rate was
found to be 3.7 to 1. In other words, imports respond
more to an increase in economic activity and lessto
fluctuationsin the real exchange rate. See Hernandez,
Juan Nicolés (2005), Mimeograph, Banco de la
Republica
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ANNUAL GROWTH IN REAL TRADABLE GDP

(Percentage)
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Source: DANE. Calculations by Banco de la Republica.
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For sometime now, the growth in tradables has been
influenced sharply by the trend in the manufacturing
sector, which lost agreat ded of momentum during
the first half of the year. Thisis according to officia
figures released by DANE. The increase in
manufacturing dowed from 4.7% in 2004 to just
1.9%inthefirg half of 2005 . The other two sectors
- agriculture/livestock and mining - have registered
better performance this year than in 2004. The
agriculture/livestock sector in particular benefited
from a good coffee season, which ends in
September. Mining has grown as a result of cod
production.

Although the extent of industrial growth in the
second quarter was significant (4.7%), it is
explained largely by the increase in working days
(three more) compared to the same period in
2004. This was due to the change in the Easter
week calendar. The positivefigure for the second
guarter offsets the opposite phenomenon in the
first quarter of 2005, which was predicted in
earlier reports.

In general, the trend in production shows indus-
trial performance has been moderate since mid-
2004. Moreover, an analysis by subsectors shows
extremely varied performance. An industrial
growth assessment based on information about
production, job creation, exports and imports
shows that, by the end of the second quarter, 11
out of 27 sectors - largely manufacturers of inter-
mediate and capital goods - registered solid
growth based on domestic and foreign sales
(Graph 19). Severa of these branches produce
raw materias for construction or finished goods
for the building industry (furniture and fixtures,
ceramic products, tile and porcelain, non-ferrous
minerals, iron and steel). This suggests that some

2 Thetrendinindustrial growth reported by DANE for 2005
contrasts sharply with the trend reported by the National
Association of Industrialists (ANDI). According to ANDI,
industry has grown at an annual rate of slightly more than
7% during 2005 (to August) and shows no outright signs of
a slowdown.



of the incentive to industry originates with the demand for construction,
housing and buildings.

The same study showed 10 sectors with mediocre performance. In several
cases, this even implied recent cutbacks in production. These sectors, for
the most part, produce finished consumer goods such as food without
beverages, tobacco products, wearing apparel, leather goods, footwear,
shoe parts, and wood products. This group also includes some producers
of raw materias, such as chemica substances (input for the agriculture/
livestock and industrial sectors) and other chemical products (generally for
household consumption).

In several cases, the loss of momentum in these sectors is associated with
therisein Chinese exports, which may have begun to displace certain products
in the domestic market and in certain foreign markets (Box 1). Textiles,
wearing apparel, leather goods and footwear are some examples. As a
whole, they account for 9.2% of total industrial production in the DANE
samples.

Moreover, there is the possbly that real exchange appreciation might have
had a negative impact on the rate of production for a number of industria
activities. Box 2 containsthe findings of arecent survey contracted by Banco
delaRepublicawith Fedesarrollo. Fifty-one percent of theindustria companies
in the sample claim to have been jeopardized by exchange rate appreciation
sincelate 2003, 28% said the net impact had been positive, and 22% classified
it as neutra. The sectors that were affected the most by appreciation would
be those producing intermediate and capitd goods. Surprisingly, consumer
goods industries gppear to have been less vulnerable.

There can be problems in measuring indudtria activity aswell. According to
the satistical exercises by DANE (Bulletin on the Monthly Manufacturing
Sample, August 2005), the estimated vaueof indusdtria productionisextremely
sendtive to the use of different price indexes, particularly to incluson or
exclusion of the producer priceindex (PP1) for exports asadeflator of indus-
trid production destined for international markets. With the current method,
dl indugtrid activity isdeflated by the PPl for products produced and consumed
domedtically.

3. Growth in the Non-tradable Sectors

Mogt of the momentum in the economy during the second quarter and in the
aggregate for the firgt haf of 2005 originated with the non-tradable sectors:

8 For amoredetailed explanation, see Alonso, G.; Ramirez, J.M. (2005), Mimeograph, Bando
de laReplblica

Fifty-one percent of
the industrial
companiesin the
sample claimto have
been jeopardized by
the extent of
appreciation in the
exchange rate.

Most of the
momentum in the
economy during the
second quarter andin
the aggregate for the
first half of 2005
originated with the
non-tradable sectors.
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electricity, gas and water; construction; commerce, restaurants and hotels;
financia establishments and red estate services, and community, socid and
persona services (Graph 20). Commerce and government services were
conspicuous for their contribution to economic growth (Table 2). Between

ANNUAL REAL GDP GROWTH IN NON-TRADABLES

(Percentage)
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them, they accounted for almost 43% of the
Increasein the second quarter (excluding payment
of the indirect taxes generated and added to
GDP).

Rea growth in the commercia sector (10.2%
during the second quarter) was the highest it has
been since 1994. The same was true of GDP for
government services, with an increase (8.0%) not
Seen since late 1999.

Construction isanother key branch, especialy the
private segment (housing and buildings). It
recovered from adump during the first quarter of
2005 (-2.4%) and increased at ared rate of nearly

11 Qtr. 02 1V Qtr. 02 11 Qtr. 03 1V Qtr. 03 11Qtr.04 IV Qtr.04 11 Qtr. 05 9.OOA) durl ng the mnd qua—tef. The moma']tum
Source: DANE. Calculations by Banco de la Republica.
REAL GDP GROWTH BY SECTORS
(PERCENTAGE)
2004 | Qtr. Il Qtr. 2005 | Half 2005
2005
Annual Contribution Annual Contribution
of Growth to Growth of Growth to Growth
Agriculture, forestry, hunting and fishing 2.5 3.2 2.8 0.4 3.0 0.4
Mining and quarrying 2.2 5.0 1.7 0.1 3.3 0.2
Electricity, gas and water 25 0.8 4.2 0.1 25 0.1
Manufacturing industry 4.7 (0.9) 4.7 0.7 1.9 0.3
Construction 9.7 10.7 7.8 0.4 9.2 0.5
Buildings 30.4 (2.4) 8.9 0.3 3.0 0.1
Civil works (19.3) 47.6 5.4 0.1 24.2 0.4
Commerce, repairs, restaurants and hotels 5.9 7.7 10.2 11 9.0 1.0
Transport, storage and communication 5.0 3.5 5.6 0.5 4.5 0.4
Financial establishments, insurance,
real estate and company services 4.3 (2.5) 9.8 1.6 3.4 0.6
Social, community and personal services 2.7 2.8 6.3 1.2 4.5 0.9
Financial brokerage services
measured indirectly 12.1 (13.7) 51.6 1.7 11.4 0.5
Subtotal: Aggregate value 3.8 3.3 4.7 4.4 4.0 3.8
Taxes minus subsidies 7.1 12.0 12.9 0.9 12.5 0.9
Gross Domestic Product 4.0 3.9 5.3 5.3 4.6 4.6

Source: DANE. Calculations by Banco de la Republica.
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in private congtruction was offset by civil works,
which grew less than expected (5.4%).

MONETARY AGGREGATES, ANNUAL GROWTH
IN THE MONTHLY AVERAGE

A breskdown of the growth in non-tradable sectors

between public and private shows a balanced oo
Increasein thisaggregate during the second quarter:

the public component grew by 6.7% and the private, »0

by 6.8%. Government services and construction of 200

civil works are the components of the public non-
tradable sectors. The other non-tradable sectors
make up the private component. 100

Sep-00 Mar-01 Sep-01 Mar-02 Sep-02 Mar-03 Sep-03 Mar-04 Sep-04 Mar-05 Sep-0%

C. MONETARY AGGREGATES, — Bae Mz
CREDIT AND INTEREST RATES

Source: Banking Superintendent. Calculations by Banco de la Reptiblica.

1. Monetary Aggregates

GROSS PORTFOLIO (LOCAL CURRENCY)

The monetary aggregates continued to exhibit two-
digit annua growth ratesin recent months, but with
mixed tendenciesthat reflected more of anincrease (% annual growt)
in primary liquidity than in the broader aggregates
(Graph 21).

35.0

25.0

The annua increase in base money at September
was 24.7%, having accelerated in relation to the
pace at June (18.7%). The bulk of that surge 50
occurred in September and was concentrated - :
more in bank reserves than in cash. However, the N el

15.0

increase in the broader monetary aggregate (M3) 150
fell dightly from 18.9% in June to 18.1% in Sep-ot .__“ff"/;fm:de';‘)’igag“gaf'03 Sepoa Mot Sepod M S
September, due to less growth in public M3. As — Commercial without IF! Total

part of the M3 aggregate, liabilities subject to re-
serve requirements (LSRR) continued to be
redirected towards saving accounts rather than
certificates of deposit, as has been the case since mid-2003 (Graph 22).

Source: Banking Superintendent. Calculations by Banco de la RepUblica.

Asindicated in the June report, the trends in the monetary indicators seem
to berelated to the changein brokers' portfoliosin favor of domestic assets.
Besdesthefavorable externd conditionsthat have generated an expectation
of appreciation, these trends have been encouraged by inflation, which is
low and in line with the BDBR target. They aso have been affected by an
increasein the prices of assetsand by asignificant and gradually accelerating
rise in domestic spending. All these factors, coupled with the reduction in
domestic interest rates, likely have increased the demand for real monetary
bal ances.
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Asto the different
types of credit,
annual growth in
consumer loans and
microcredit remained
high (38.5%) and
tended to accelerate.

To stisfy the growing demand for money during the course of the year to
September, Banco de la Republica made discretiond purchases of foreign
currency (Col$8.2 trillion) and definitive TES purchases (Col$3.5 trillion).
These ba ances have been offset, and then some, by thesde of foreign currency
to the government (Col$4.5 trillion), by government deposits with Banco de
la Republica (Col$6.2 trillion) and by the sdle of TES (Col$2 trillion). Asa
result of these operations, the monetary basein September was gpproximately
Col$1.7 trillion pesos|essthan in December 2004 (Table 3), but morethanin
September 2004, as noted earlier.

In June, the Board of Directors of Banco de la Republica agreed on a new
blueprint for supplying primary liquidity. In essence, the Nationa Tressury
and the Finance Ministry have agreed to deposit the government’ s resources
with Banco de la Republica, which will be solely respongible for supplying
liquidity to the economy through monetary expansion and contraction
operations. Thisisan attempt to enhancethe correl ation between theincrease
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SOURCES OF BASE MONEY
(BILLIONS OF PESOS)

Description Annual Variation Year to date
2003 2004 Sep-04  Sep-05
I. Gobierno 914 (236) (2,496) (6,232)
Profits transferred v 830 803 803 0
Pesos 830 803 803 0
Dollars 0 0 0
Deposits with the Banco de la Republica 83 (1,039) (3,299) (6,232)
Il. TES Regulation 568 (2,524) (1,661) 1,236
Definitive purchases 893 1,023 635 3,533
Definitive sales (2,972) (1,773)  (2,000)
Maturity (325) (575) (522) (298)
IIl.Repos 1,492 (1,058) (1,355) (689)
Expansion 2/ 1,386 (1,086) (1,321) (689)
Contraction 106 28 (34) 0
IV.Foreign Exchange (703) 6,194 3,136 3,688
Put options (703) 4,183 3,758 0
Discretional intervention 0 3,264 4 8,230
Sale of foreign exchange to the government 0 (1,252) (626) (4,543)
V. Others % 239 272 160 315
Total variation in base money 2,510 2,647 (2,216) (1,683)
Base money balance 16,615 19,262 14,399 17,579

1/ Col$1,483 million in profits were transferred to the government in 2003, with Col$651 billion (US$220 million) of this amount in
foreign currency. This means there was no expansionary effect. Similarly, in 2005, all profits turned over to the government (Col$454
billion or US$195.9 million) werein dollars.

2/ Includes one-day, overnight and medium-term repos.

3/ Among other factors, thisincludes, the monetary impact of the P& L, TES A maturities, portfolio recovery and investments by Banco
de laRepublica.

Source: Banco de la Repulica.



In monetary aggregates, anticipated GDP growth and inflation targeting. At a
meseting on 19 August 2004, the Board of Directors decided the liquidity
required by the economy at year's end will be provided in line with
discretionary exchange intervention *

2. Credit

Inkeeping with thetrend in financid savings (M3), thenomina grossportfolio
in pesos at September was up by an annua rate of 13.2%, which is less
thanthefigurea June 2005 (14.3%). Annua growth
in consumer loans and microcredit remained high

(38.5%) and tended to accelerate. The commercial
portfolio rose by 8.8% in September, which is -
milar to the rate in the previous quarter. However, gg:;‘fT'PEA;ESC‘jg;C;:N%TN':?"'F'”A”C'AL
the mortgage portfolio declined in annud terms (- EXCLUDING BAVARIA
2.7%), dthough a a much dower pace than at the
beginning of the year (Graph 22). In September, e
the portfolio in foreign currency showed an annua 100
increase of 33.6%, as opposed to 38.2% in August 600
and 33.8% in June 2005 500
40.0
As indicated in earlier reports, the relatively 300
limited increase in commercia loans might be 200
because companies are looking for aternatives 100
other than bank loansto satisfy their credit needs. 00
Although bank loans are still the main source of 100
. . 1995 1997 1999 2001 2003
company financi ng, recent quarters have seen a M Financial liabilites ~ [ Bonds [ suppliers  [H Reinvestment of profits

recomposition of corporate ligbilities in favor of
other sources, such as credit from suppliers and
placement of bonds and paper on the stock

market. Therealsoisevidenceto suggest that more
profits are being reinvested (Graph 23).

Source: Banking Superintendent. Calculations by Banco de la Republica

CONSUMER LOAN PORTFOLIO AS A PERCENTAGE OF GDP

Y et, despite the recovery in credit, the past year

(Percentage)
has seen only adight risein indicators of financial 100 h
depth, which are gtill along way from the highs
registered in the second haf of the nineties (Graph 80

24). This conclusion aso applies to the consumer
portfolio, which is growing fast, as noted earlier.
Consequently, there still may be plenty of room
for credit to continue to recover and to leverage
economic growth.

6.0

4.0

20 IIIIIIIIIIIIIIIIIIIII
1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005

4 TheBoardof Directorsreiterated thisposition at itsmeeting
on 2 9 October.

Source: Banking Superintendent. Calculations by Banco de la Republica.
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INTERVENTION AND INTERBANK RATES (¥)
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REAL TES INTEREST RATES
ON THE SECONDARY MARKET (*)
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Source: Banking Superintendent. Calculations by Banco de la Reptblica.
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3. Interest Rates

Aswas expected, the decision by the BDBR on
16 September to lower itsreference rates by 50
bp led to a drop in the interbank rate (IIR).
Initially this was more than a 50-point decline,
but the rate was revised upward, in part, during
that same month. By mid-October, it was 5.7%
as opposed to 6.3% prior to the decision (Graph
25).

In September, dl interest rates, both lending and
deposit, weredown and at levelsbelow those of the
second quarter, reflecting in part the 50 bp reduction
in officid interest rates (Gragph 26)°. For example,
the average monthly DTF was lower in September
(6.8%) with respect to August (7.0%) and June
(7.2%). Therates on al types of credit were down
(consumer, ordinary and treasury loans). The rates
on credit card and preferentid |oans were the only
exceptions, and rose dightly. In red terms, interest
rates remained stable or dropped with respect to
August and June.

4, Market for the Domestic Public Debt
and Other Assets

The interest rate on treasury bonds (TES) of all
maturities continued to fall during the third
quarter. Despite some expansion and more
volatility at the beginning of October, these
increases were slight and appeared to be
temporary. At the writing of this report, rates
were falling again (Graph 27).

5 For an anaysis of how intervention rates affect interest
rates on the market, see Huertas C.; Jalil, M. Olarte, S;;
Romero, J.V. (2005). “ Algunas consideraciones sobred canal
decréditoy latransmision de tasas deinterés en Colombia,”
SGEE, Banco dela Republica, August.



The downward trend in the third quarter was
associated with favorable external conditions (as
TES YIELD CURVE

has been the case since last year). The drop in ON THE SECONDARY MARKET (SEN)
inflation in July and August, and indications of

healthy domestic growth also influenced this e
trend. The instability observed at the end of '
September and the start of October probably 0
can be explained by the behavior of externd 1o
interest rates (especialy those on U.S. Treasury 100
bonds) and by the perception of possible 00

inflationary pressures in the United States. The
rise in domestic rates coincided with a small
increase in the country-risk premiums for Co-
lombia and the other emerging economies. 60

1 year (May-06) 2 years (Mar-07)5 years (Feb -10)7 years (Apr-12)9 years (Sep-14)
— Jun-05 — Ju-05 e Aug-05 e Sep-0t

8.0
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These changesin interest rates slowly flattened
the yield curve during the course of the third
quarter. In other words, the dips in the short-

Source: Bloomberg.

term areas of the curve have been less
pronounced than those spanning the long term

(Graph 28). Thedifferencein rates between TES o aey, e CorommaN STOCK

2014 and TES 2006 fell from 439 bp in Juneto BASE: 3 JULY 2001 = 1000

254 bp in September. Prior to August and for

more than a year, this trend was smilar to the 7,000

pattern in U.S. Treasury bonds. However, the 6000
yield curve in the United States climbed during
last two months, which was not the casein Co-
lombia.

5,000

4,000

3,000

With respect to other assets, stock prices 2,000

(GICSE) became more volatile recently, but oo . . . . .
remained at historically high levels (Graph 29). " varos Sp03  Ma04 S04 Ma05  Sep05
Annual GICSE appreciation in pesos dropped (*) Data at 20 October 2005

Source: Colombian Stock Exchange.

during September (to 97%) as opposed to
August (136%), but is ill quite high and above
the level observed in the previous quarter (69%
at June). GICSE behavior continues to reflect recent company sales and
mergers, in addition to healthy profits in the banking system, and an
improvement in the basics of the Colombian economy.

Judging by information from the National Department of Planning (DNP),
new home prices continued to climb, but a a very dow annua growth rate
that has been declining since 2004 (Graph 30). The DNP indicator on new
home pricesshows4.3% annud growth (at April of thisyear), whilethe DANE
indicator registered a 2.8% increase (at June 2005).
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CHANGES IN NEwW HOME PRICES
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D. LABOR FACTOR UTILISATION
INTENSIVENESS AND
THE LABOR MARKET

1. Labor Utilisation in 2005

For the purpose of this report, labor utilisation is
based on the indicator of output per worker, which
is obtained with information from the nationa
accounts and the continuous household survey
(CHS). Government services at nationa and urban
level are not included in the calculations®. These
same sources were used to calculate labor
productivity, which isestimated astheratio of output
to hours worked.

According to the estimates on worker output (Graph
31), labor intensveness has increased as of 2004.
This trend continued during the course of 2005 to
date and is expected to hold true for the second half
of theyear.

As andyzed in Box 3, the increase in output per
worker (or labor intensiveness) may be associated
with two factors. The fird is a possble increase in
the productivity of labor, in which case growth in
production would belesslikely to trandateinto higher
costs for companies and, hence, added inflationary
pressures.

According to the national accounts and the
household surveys, urban output per hour of work”
has been on the rise since 2004, suggesting added
productivity (Graph 32). The annud increase in
output per hour of work was 0.1% during the first
haf of the year and is expected to be up during the
second half, inasmuch as GDP growth should
accelerate to some degree (See Chapter 11). Also,

6 Qutput per urban worker is defined as the GDP without
agriculture, mining and government services. It takes into
account the employed population in 13 cities, with the
exception of government manual workers and employees.

7 Calculated with figureson thetotal number of hoursworked
by employed workersin the 13 cities, excluding government
manual laborers and employees.



an anticipated rise in employment amilar to the one seen in the firg haf of A number of sectoral

2005 isfeasible. indicators suggest
increasesin
Other sectord indicators dso suggest increases in the productivity of labor. productivity ...

Informetion available a July for the manufacturing industry showed an annud
increase of 3.5% in output per hour of work. Part of the growth in productivity
(inindustry and other sectors) could be explained by an increase in the capita/
labor ratio, given the sharp rise in invesment in machinery and equipment in
recent years. Neverthdess, it is important to remember that productivity aso
has aprocydica component that moves pari-passu with the use of capacity?

The second factor that could be associated with the expansion in output per
worker in 2004 and 2005 is the increase in the number of hours worked.
According to the continuous home surveys, thetotal number of hoursworked
so far in 2005 is 5% more than during the same period in 2004° .

Thiscircumstance is associated, in practice, with more of ademand for labor
on the part of companies. Eventudly, it could spdl higher labor costs and
possibleinflationary pressures. Thishingeson the Stuation inthe labor market,

particularly on the extent of surplus labor, given the growing demand for ... part of therisein
manpower. productivity (in
industry and other
In this respect, the information suggests there is dill a broad labor market. sectors) could be
Theindications pertain to the trend in wages and the unit cost of labor, aswell explained by an
as the pattern of unemployment with respect to the NAIRU estimates (non- increase in the
accderating inflation rate of usemployment), and the trend in regular hours capital/labor ratio...
and overtime,

. The pace of wage adjustmentsin commerce and industry declined with
respect to the figure in the June report. In April of this year, nomind
wages in these sectors were being adjusted at respective annua rates
of 9.1% and 8.8%. These adjustments eased at July 2005, and are
now increasing a annud rates of 6.0% and 6.1% (Graph 33). Asto
wages in the congtruction sector, no substantial change was observed
with respect to the Stuation three months ago (Graph 33). The wage
indicator for skilled workers continued to change at rates above those
for the average worker. At thislevel and for this sector, the foregoing
could indicate the labor market is now more adjusted. In industry, the
growth in labor productivity and the moderate change in wages for

...given the sharprise
8 Some studies for Colombia point to a bias in the measurement of industrial productivity, 9 P

given the market power, growing returnsto scale, and changesin the use of installed capacity. In nvestment in
See Ramirez, J. M. et al. (1998). “Reformas comerciales, margenes de beneficios y machinery and
productividad en laindustria colombiana,” in Planeacién y Desarrollo, Vol. XXIX, No. 3, equipment in recent
July-September.

years.

9 Thisincrease hasnot been mirrored in employment, which suggeststhat the average number
of work hours per worker has increased as well.
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NOMINAL WAGE IN THE RETAIL SECTOR
AND FOR INDUSTRIAL MANUAL LABORERS

(Annual percentage change)

14.0

120

10.0

8.0

6.0

4.0

20

0.0 L L L L L L L L L L
Jul-00 Jan-01 Jul-01 Jan-02 Jul-02 Jan-03 Jul-03 Jan-04 Jul-04 Jan-05 Jul-Ot

— Commerce Industry
WAGE INDEX FOR HEAVY CONSTRUCTION (*)

(Annual percentage change)
10.0

8.0

6.0

4.0

20 | ’ .

0.0

Aug-00 Feb-01 Aug-01 Feb-02 Aug-02 Feb-03 Aug-03 Feb-04 Aug-04 Febe-05 Aug-05

—— Employees ... Manual Laborers

(*) Manual laborers: foreman, worker, journeyman and machinist. Employees:
managing engineer, assistant engineer, supply supervisor, accountant and security guard.
Source: MMCP, MMM y ICCP - DANE.
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manua laborerswasmirrored in areductionin
the unit cost of labor per hour of work,
measured in real terms. This cost had
experienced an annud reduction of 2.4%at July
and 1.8% for the year to date (Graph 34).

Asto thefigures on employment, information
from the continuous household surveys at
August indicatesthe urban labor market isnot
asloose asit was two years ago. The unem-
ployment rate was 3.4 percentage pointsless
than in August 2003 and 1.4 percentage points
lessthan in August 2004° . At the sametime,
there has been adeclinein the relative supply
of labor, as evidenced by the 2.1 percentage
point reductionin thegloba participation rate
with respect to the same month in 2003 1,
Even s0, the unemployment rate is il above
the NAIRU or the unemployment rate with
no acceeration in inflation, as caculated by
Banco delaRepublica(Graph 35). Thiswould
suggest the labor market can continueto dedl
with an increase in demand, without exerting
pressure on wages and prices.

Apparently, the increase in the number of
hours of work reported by the CHS was due
primarily to regular work hours rather than
overtime. Althoughthe CHSmakesno explicit
distinction between these hours, other
information from an underemployment
measurement that is part of the same survey
provides some indication in this respect.
Specifically, the rate of underemployment
attributed to a shortage of work hours
dropped by 1.4 percentage points in June
2005 with respect to the same month in 2004
(from 13.1% to 11.7%"?) (Graph 36). This

10

11

The decline pertains to the three-month moving average for
the 13 cities. Specific figures for the same period show the
rate of unemployment was down from 17.1% in August
2003 to 13.8% in August 2005 (3.3 percentage points).
This decline pertains to the order-three moving average for
the 13 cities. Specific data for the same period shows a
declineinthegloba participation rate (GPR) from 65.9%in
August 2003 to 63.0% in August 2005.



would indicate that more employees
expanded their workday towards normal
levels, which supportstheideathat thegrowth
in hours of work is more the result of regular (Percentage)
hours than overtime. 200

UNEMPLOYMENT RATE AND NAIRU

18.0
16.0

. Therefore, most of the demand for |abor has 140
been satisfied by anincreasein regular hours, 120
confirming thet the labor market Hill has a 100
szeable reserve of workers to employ. On 80

6.0

the other hand, anincreasein overtimewould
mean this reserve is not large and it is more

4.0
2.0

economica for companies to pay overtime 00 e
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Note: This pertains to the average annual rate of unemployment in seven cities. The
figure for 2005 is the prediction by Banco de la Republica. During the course of the year
to September, average unemployment for the seven cities was 14.2%.

Inshort, theindicationsarethat theincreasein output Source: DANE and Banco de la Reptiblica.

during thelast two years may have been accompanied

by arisein labor productivity. Indirect caculations,

such as output per hour of work in the urban area,
and sectord indicators, such as the unit cost of labor URBAN UNDEREMPLOYMENT

per hour of work in industry, support this clam.

Unfortunatdy, thereare no indicatorsfor the economy (Percentage)

asawhole concerning the compensation paid towage 150
earners as ashare of output 2.

14.0

The conclusonsderived from theforegoing andyss
should beregarded with caution, Sncethe supporting

13.0

figuresusualy are subject toamgor revison. Also, 120

some of the information used is extremdy partia

and/or is from samples that are not necessarily 110

representetive of the variables used. Therefore, the : :
findingsmay not be precise or readily generdizable. o0 Aug-02 Fet;-OS Auglj-OS Fet;-04 A‘uglg-04 Feb:-:-OS Auc;-OS

Source: DANE Continuous Household Survey.

E. INFLATION AT SEPTEMBER
AND ITS DETERMINANTS

1. Consumer Inflation

Tota consumer inflation was 5% at September (Graph 37). Thisis the mid-
point in the target range set by the Bank. The pattern of consumer inflationin

12 This pertains to the three-month moving average for 13 cities.

33 In Colombia, DANE has atwo-year backlog in publishing the GDP calculation on income,
together with the National Accounts.
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ANNUAL CONSUMER INFLATION
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the third quarter was up dightly for the food index
and the non-food aggregeate, but particularly for the
former.

Non-food inflationis4.4% (Graph 37). Thisisbe ow
thetarget range, but dightly abovethefigurefor June
(4.3%). The increase was concentrated in rentals
and public utilities.

Generdly speaking, the outcome for inflation at
September was cons stent with the prediction in the
Junereport (4.9%totd inflation a September). Food
was responsible for the discrepancy between the
forecast and the actud figure; the prediction (6%)
being lessthan thefact (6.4%) (Graph 38). Assuch,
sronger upward pressure on consumer inflation in
thethird quarter came mainly from these prices Non-
food inflation was forecast at 4.4%, according to
what was observed.

A bregkdown of the consumer price index (CPI)
for processed and perishable foods shows a
downturn in processed food inflation, which was 5%
at September 2005. The opposite was true of
perishables; they registered 11.7% inflation at
September 2005 (Graph 39).

Inflation in staple foods has been atypicd during
2005. Traditiondly, there is an abundant supply in
the second half of year, which means lower prices
or only small increases. However, as of July 2005,
there have been maor hikesin the prices of certain
perishable foods such as potatoes, apparently
because of aless than ample supply.

Based on the models used by the Bank, earlier
reports predicted annua food inflation would peak
in June, then decline to 5.4% in December.
However, the latest figures suggest that food
inflation could continue to rise throughout the
remainder of theyear and peak at the end of 2005.
If s0, the anticipated reduction would be delayed
until early 2006.

With respect to core or underlyinginflation, theave-
rage of the three mogt reliable indicators (nucleus
20, non-food CPI and CPI without staple foods,



fud and public utilities) was up dightly during the
quarter and had risen to 4.4% by September, after
being 4.3% in June. Even 0, the three indicators

CORE INFLATION INDICATORS

were dill very near the bottom of the target range (Annual change)
(Graph 40). :Z
A breakdown of non-food inflation between Zz
tradables and non-tradables showed that low core 65
inflation continuesto be attributed mainly to tradable 60
inflation, which hasdeclined steadily sincelate 2003, 55
congstent with appreciation of the exchange rate. 50

45

However, the latest figures show a standdtill in this
trend. Tradable inflation (without food) was 2.8% a5 e,
at September, which is very close to the figure a 03 Sep-03 Dec03 Mar-04 In04 Sep04 Dec-04 Ma-05 Jun-05 Sep-0f
\]Jne (29(%)) (Gra)h 41) —— Nucleus 20 —— Non-food CPI

4.0

----- CIP without food, fuel and public utilities

Source: DANE. Calculations by Banco de la Reptblica.

Tradables have declined by 167 bp during the year
to date and the pattern of their reduction was less
from one quarter to the next: 95 bp in thefirst, 60
bp in the second and only 13 bp in the third. The NON-FOOD TRADABLE CPI
indications are that this trend is proportional (AnNoAL crANeS)
strongly related to stability of the exchange rate, (Percentage)

which has been around Col$2,300 for several
months.

9.0

7.0

The trends are not much different when regulated
prices are excluded from the basket of non-food
tradables. Annud inflation in this sub-basket was
2.0% at September as opposed to 2.1% at June
(Graph 41). Moreover, thefind figuresfor thethird

quarter confirmed the forecasts outlined in the 10

1 1 1 1 1 1 1 1 1
prallous rmort Jun-03 Sep-03 Dec-03 Ma-04 Jun-04 Sep-04 Dec-04 Mar-05 Jun-05 Sep-05
—— Non-food tradable inflation

5.0

3.0

Tradable inflation excluding food and regulated goods and service

On the other hand, non-tradable inflation without

food declined until July, only to be followed by a

sharp rebound in August and September. Annud inflation in this sub-basket
was 5.5% at September, which is an increase of 33 bp with respect to the
Junefigure.

Source: DANE. Calculations by Banco de la RepUblica.

The bulk of the upsurge was due to inflation in public services, as suggested
by the less pronounced increase in the sub-basket that excludes these items.
In effect, non-tradabl e inflation without food or regulated goods and services
was 4.6% at September, as opposed to 4.5% at June (Graph 42). The actua
figures were a bit above what the Bank had predicted.
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An unexpected increase in rentals also fueled
non-tradable inflation. As shown in Graph 43,
annua inflation in rentals came to a standstill at
mid-2004, ending the slow but steady rise that
began in 2001. During 2005, the series has been
more unstable than usud; it has shown no definite
pattern and isdightly below 4.5%. Consequently,
what happened in September could be the result
of an isolated upsurge that implies no change in
trend.

On the other hand, therise in public utility rates
is explained by a statistical situation attributed
to an extremely low basis of comparison in
August and September of last year'4 . However,
discounting this circumstance, inflation in public
utilities exhibited adownward trend at mid-term
because of rate adjustments (primarily for
electricity) that were far lower than in previous
years (Graph 44).

Lastly, inflation in regulated goods and services,
like total CPI, continued to be influenced by the
fud price hikes resulting from high oil priceson the
international market. Items such as air and land
transport have been affected by these increases.

2. Deter minants of I nflation

Four basic factors determined the pattern of
inflation in Colombia during the past year. These
are the exchange rate, expectations of inflation,
the output gap and wage costs. As indicated on
earlier occasions, these factors are related to the
principal channels for monetary policy
transmission.

1 In August 2004, Bogota and other cities were authorized to
lower thefixed rate for water and sewage, inasmuch asitems
not chargeabl e to the customer were being included. Because
there were no reductions of thistypein August 2005 (they
were one-time only), annual inflation increased again.



Up until the report last June, it was clear that the
decline in inflation during the four preceding
quarters was due partly to appreciation of the

OUTPUT GAP

exchange rate, which allowed for a steady decli- (Percentage of potential GDP)
neto extremely low level of tradableinflation. The 60
reduction in expectations of inflation, thanks to 40

compliance with previous targets and moderate

20
wageincreasesin the context of arelatively loose oo \m ya
o \/

labor market, a so contributed to this deflationary

-2.0

pressure.
-4.0
At the same time, although the economy accu- 60
mulated severa quarters of acceptable growth, 0
there were no Signs of derna‘]d-pull inf|ati0nary an9l  Jn9  Jn95  Jn97  Jn-99  Jun0l  Jun-03  Jun-0
pressure. In fact, estimates of the output gap, Source: Banco de la Repiblica

which were based on the growth figures avail able
at the time, suggested the economy still had surplus productive capacity,
with a negative but closing output gap.
The most relevant

Roughly speaking, the figures for inflation and the other macroeconomic changein light of
variables prior to the third quarter support the previous assessment on third-quarter data
the role now being played by the channelsfor monetary-policy transmisson. concerns demand-
However, the new information suggests certain changesin the determinants pull pressures and the
of inflation, which are indicated as follows. output gap.

Demand-pull Pressures and the Output Gap. Perhaps the most
relevant change in light of third-quarter data concerns demand-pull
pressures and the output gap. The output gap was re-estimated for the
purpose of thisreport and the results show it is narrower than the estimates
in earlier reports. Although the new figure keeps the gap in negative terrain,
its average value for 2005 is now -0.6% and not -1.4% as was estimated
previously (Graph 45).

There were severd reasons for the change in the size of the gap:

. The firgt concerns the historic growth figures revised by DANE, as
noted in Section B of thischapter. Theincreasein thefiguresfor growth
in 2003 and the first quarter of the year reduce the estimated gap.

. The second and perhaps the most important reason is the high rate of

growth observed in the second quarter of thisyear. Previous estimates The output gap was
of the gap assumed 4.5% to 5% growth during that period, but the re-estimated for the
result was above 5%. As noted in Chapter 2 of this report, better purpose of this report
economic performance during thefirst Sx months of theyear raised the and the results show
forecadts for the second half. it isnarrower than

the estimatesin
earlier reports.
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Therealsois °
evidence in favor of
more growth in
potential and non-
inflationary GDP
than predicted
initially. This
supportsthe idea
that the gap might
still be in negative

terrain, despite the .
increased force of
economic growth.

Thirdly, information hasemerged in thelast two quartersto suggest that
the surplus production capacity in sectors such asindudtry isalmog, if
not dready, athing of the past. For example, the Fedesarrollo estimate
on use of ingtaled capacity (UIC) in recent quarters has been equa to
or very near its historic average (Graph 46). And, the ANDI estimate
of UIC in recent months was above the historic averages. Another
variable associated with the gap; namely, the perception of demand in
terms of the problem for expanding industrid production, isat very low
levels

However, there dso is evidence in favor of more growth in potentia
and non-inflationary GDP than predicted initidly. Thissupportstheidea
that the gap might ftill bein negativeterrain, despite theincreased force
of economic growth. Various productivity indicators, such as those
presented in the previous section, have accelerated in recent quarters,
following a long standdtill or even a setback during the economic
recession that began at the end of the nineties. Also, the momentum in
investment during thelast three years has been quite sgnificant, so much
S0 that the investment rate is beginning to exceed its higtoric average.
Thefocusof investment has been on capita goods (imported machinery
and equipment) for production sectors such as industry,

telecommunications and data processing, more than housing. Not only
does this dlow for a certain amount of confidence about a mgor ex-

pansion in the productive capacity of the economy, it dso pointsto the
adoption of certain technologicd innovationsthat arelikely to dlow for
gregter productivity.

As indicated in the previous section, non-tradable inflation has declined
throughout most of 2005, corroborating the absence of demand-pull inflationary
pressures up to now. However, closure of the gap as estimated in this report

does suggest the potentid for future demand-pull
pressure is greater today than was indicated in

USE OF INSTALLED CAPACITY
(TENDENTIAL COMPONENT)

(Percentage)
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previous reports. The fact that core and non-
tradableinflation ceased to declinein recent months
could be the firgt indication of this.
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The Exchange Rate: Accumulated exchange-rate
appreciation allowed for another reduction in
tradableinflation during thethird quarter and helped
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Banco de la Republica. However, there is every
indication that downward pressure is about to run
out. Thiswasto be expected, given theinterruption
in nomina appreciation several quarters back.
Should this Situation continue, the exchange channdl
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will cease to help lower inflation in the mid-term
(as of 2006).



Expectations. Recent monthshave seenacontinued
decline in expectations, as suggested by severa of
the indicators used by the Bank (Graph 47). By
September and early October, the rate of inflation
anticipated by the markets for the end of 2005 was
compatible with the target range. Nor were there
any subgtantid changesin expectaionsat 12 months,
due to the growing rise in inflation.

Labor Costs: As anayzed in Section D of this
chapter, the available indicators suggest that wage
adjustments continued to be very low, even less o
than at the gart of the year. Although bottlenecks
could emerge in certain markets for skilled labor,
these Situations do not appear to be generdized up
to now. The indicators of employment and hours
worked also point to further improvement in
conditionson thejob market, but perhaps not enough
to eiminate the surplus supply thet il exists or to

EXPECTATIONS OF INFLATION DERIVED
FROM TES CONTRACTS AT FIXED
AND VARIABLE RATES (¥)
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Source: SEN, Banco de la Republica.

prompt higher wage increases than are compatible with the inflation targets.
Findly, there is evidence of gainsin labor productivity that might have offset

some of the pressure from cogts.
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How HAS THE MANUFACTURING INDUSTRY
BEEN AFFECTED BY APPRECIATION?

Mario Nigrinis Ospina
Andrés Velasco Martinez’

Appreciation of the exchange rate has had different and even opposite repercussions
on the manufacturing industry. While 50% of the companies regard the new impact as
unfavorable, 28% view it as positive and 22% say it has had no effect.

These findings are from a special model of the Fedesarrollo business opinion poll
contracted by Banco de la Republica to assess the impact of exchange rate appreciation
on industry during the past two years’. The poll was conducted in August with 340
companies in different parts of the country. The results have a 5% relative margin of
error.

When the companies are classified as exporters and non-exporters, 65.6% of those
that direct a portion of their production to foreign sales and 24.3% of the non-exporting
companies said the net effect of exchange rate appreciation has been unfavorable (Table
B1.1). However, 46.1% of the non-exporting companies believe it has been favorable.

With respect to the exporting companies that saw the trend in the exchange rate as
unfavorable, 70.8% said the biggest negative effect was on the margin of profits for

TABLE B1.1
IN TERMS OF NET IMPACT, HOW HAS THE PERFORMANCE OF YOUR COMPANY BEEN AFFECTED BY
VARIATIONS IN THE EXCHANGE RATE DURING THE LAST TWO YEARS?

National Exporters Non CUODE
total Exporters
Total X<30% 30%<X<50% 50%<X Consumer Intermediate Capital Constr.
Favorably 27.5 17.2 24 10.3 2.4 46.1 33 21.3 17.4 27.3
Not at all 21.6 17.2 21.7 5.1 14.6 29.6 21 21.3 17.4 36.4
Unfavorably 509 65.6 54.3 84.6 82.9 24.3 46 57.5 65.2 36.4

Source: Fedesarrollo Business Opinion Poll.

The authors are experts who work with the Programming and Inflation Department at Banco de la Republica. The
opinions expressed herein are solely those of the authors and imply no commitment on the part of Banco de la
Repdublica or its Board of Directors.

The average rate of exchange went from Col$2,867 per dollar to Col$2,306 between August 2003 and August

2005. This is equivalent to 19.6% appreciation during a period of two years. In real terms, average appreciation of
the exchange rate between 2003 and 2005 was 15.7%.
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exports, while 17.5% said that export volume suffered the most. These findings
vary according to export intensity: 24.3% of the companies that export less than
30% of their production said less volume was the main problem, while 61.4% pointed
to the reduction in the profit margin on exports. In the export-intensive category?,
8.8% of the companies said the main problem was the decline in export volume,
while 85.3% expressed concern over the loss of profits on their external operations
(Table B1.2).

Non-exporting companies that considered the net effect of exchange rate appreciation
on their performance as unfavorable cited increased competition as the biggest
repercussion. The replies from these companies focused on a reduction in the volume
of domestic sales (28.6%), a reduction in prices for the products they sell (21.4%) and a
decline in profit margin (17.9%).

On the other hand, the companies that believe appreciation of the exchange rate has
had a favorable impact on their business (27.5% nationwide) cited a reduction in the
cost of raw materials (61.8%) and a decline in the cost of imported machinery and
equipment (24.7%) as the main benefits. A breakdown shows exporting companies
afford less importance to these benefits (58.3% and 22.2%, respectively) and regard the
reduction in the cost of foreign debt service as important (13.9%).

TABLE B1.2
IN TERMS OF NET IMPACT, HOW HAS THE PERFORMANCE OF YOUR COMPANY BEEN AFFECTED BY
VARIATIONS IN THE EXCHANGE RATE DURING THE LAST TWO YEARS?

National Exporters Non CUODE
total Exporters
Total Less 30%-50% Above Consumer Intermediate Capital Constr.
than 30% 50%

Reduction in the volume

of exports 164 175 243 12.1 8.8 10.7 12.3 28.3 10.0 125

of domestic sales 7.3 2.9 2.9 3.0 2.9 28.6 6.2 10.9 6.7 0.0
Reduction in the margin

of profit on exports 624 708 614 75.8 85.3 21.4 69.1 45.7 63.3 875

of profit on production
for the domestic
market 5.5 2.9 2.9 6.1 0.0 17.9 2.5 8.7 10.0 0.0
Reduction in domestic
prices for their

products 7.9 5.1 7.1 3.0 2.9 21.4 8.6 6.5 10.0 0.0
Other 0.6 0.7 1.4 0.0 0.0 0.0 1.2 0.0 0.0 0.0
Total 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0

Source: Fedesarrollo Business Opinion Poll, August 2005.

2 Companies that export more than 50% of their production.




As to use or economic destination, the companies producing capital goods complained
the most about an unfavorable net impact from the exchange rate (65.2%), followed by
producers of raw materials (57.5%), consumer goods (46.0%) and items for construction
(36.4%). All the companies surveyed mentioned the decline in profit margin on exports
as the main problem. In this group, the companies that produce items for construction
have been affected the most (87.5% as opposed to 69.1% of those producing consumer
goods, 63.3% of those producing capital goods and 45.7% of those producing raw
materials). Interestingly, 33% of the companies that manufacture capital goods believe
the net effect of appreciation has been favorable. This is the highest percentage among
the different types of industries.

How have companies reacted to revaluation?

The main reaction from companies that believe the net effect of exchange rate
appreciation has been unfavorable is to reduce their labor costs (21.0%) and to increase
the use of imported input (20.3%) (Table B1.3). The use of exchange hedging mechanisms
(11.6%) and the search for new markets do not appear to be among the first options
companies turn to as a major strategy.

In the case of non-exporting companies that have been negatively affected by exchange
rate appreciation during the last two years, their main strategy for dealing with this

TABLE B1.3
WHAT IS YOUR MAIN STRATEGY FOR DEALING WITH THE UNFAVORABLE NET IMPACT EXCHANGE RATE
VARIATIONS DURING THE LAST TWO YEARS HAVE HAD ON THE PERFORMANCE OF YOUR COMPANY?

National Exporters Non CUODE
total Exporters
Total Less 30%-50% Above Consumerintermediate Capital Constr.
than 30% 50%
Reduce labor costs 226 21.0 19.7 21.2 23.5 30.8 18.8 19.6 36.7 25.0

Investment in machinery

and equipment 11.0 8.0 7.0 12.1 5.9 26.9 7.5 17.4 13.3 0.0

More use of imported

input 17.7 203 239 12.1 20.6 3.8 21.3 15.2 13.3 125

Other measures to

increase productivity

productividad 18.3 18.1 16.9 21.2 17.6 19.2 18.8 239 13.3 0.0
Search for new export

markets 9.8 10.1 9.9 6.1 14.7 7.7 10.0 10.9 6.7 12.5
Produce a lesser number

of products 1.8 1.4 2.8 0.0 0.0 3.8 3.8 0.0 0.0 0.0
Use of exchange hedging

mechanisms 9.8 11.6 7.0 18.2 14.7 0.0 11.3 6.5 6.7 25.0
None 4.9 5.8 5.6 9.1 2.9 0.0 5.0 4.3 0.0 25.0
Others 4.3 3.6 7.0 0.0 0.0 7.7 3.8 2.2 10.0 0.0
Total 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0 100.0

Source: Fedesarrollo Business Opinion Poll, August 2005.
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How Is TRADE WITH CHINA AFFECTING Us?*
Gloria Alonso Masmela™

During the course of the year to July, Colombian imports totaled US$10,869 million
and rose at an annual rate of 24% in relation to the same period in 2004. Thirty-one
percent of these purchases involve products made in North America, 30% are of Latin
American origin, and those manufactured in China account for 7% of the total'. In
2003, this share was 4.8%, which means Chinese imports have increased by nearly
50% a year (Table B2.1).

Nearly all imports from China are manufactured goods. The last two years have seen a
major increase in products from the chemical industry (50% per year, on average), metallic
goods, machinery and equipment (64%), and products from the textile and leather
industries (43%) (Table B2.2).

On the other hand, total sales of Colombian products to China rose by 66% during the
year to June. The most dynamic of these were ferrous nickel exports, which account for
70% of all items exported to that country (Table B2.3). As a whole, the trade deficit with
China has grown by nearly US$200 m in the past year, and is US$622 m for the year to

June (Table B2.4).

What is the impact on national production?

There is evidence to suggest that Chinese exports have had a negative effect on the textile
and garment sectors, and on the leather and footwear sector, where Chinese imports
between 2001 and 2003 accounted for more than 50% of all imports in the sector.

Textile and garment imports have grown considerably (17% during the year to July), as
has the share of items manufactured in China (from 18% in 2003 to 26% in 2005).
Furthermore, Chinese competition in other markets is growing steadily. For example,
Chinese exports to the United States of the main garments Colombia sells to that market
rose by 116% between January and July with respect to the same period in 2004 (Table
B2.5). This increase may be associated with elimination of the Multifiber Agreement in

A more detail analysis about this topic can be found in the Editorial Note of Revista del Banco de la Repiblica, in
the august of 2005 edition.

The author oversees the Macroeconomic Programming Section of the Programming and Inflation Department at
Banco de la Reptblica. The opinions expressed herein are solely those of the author and imply no commitment
on the part of Banco de la Repdblica or its Board of Directors.

The analysis changes considerably when based on information by country of purchase.
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the United States, which imposed quotas on exports of textiles and garments to that
country.

In other cases, the evidence is not so clear. For example, although China’s share of
imports of metal products and machinery and equipment doubled with respect to 2003,
it remains relatively low (only 10% of the total).

A simple measure of revealed competitiveness (relative trade balance-RTB) with the
rest of the world (including China) was constructed to evaluate the possible impact of
Chinese imports on the competitiveness of these industrial sectors. This was the measure
used to determine their impact during the last two years.

The indicator is defined as:
BCRi =(E-M)W/(E+ M)W

Where: E represents the exports of producti to the rest of the world and M represents the
imports of product i from the rest of the world. The value of this indicator should vary
between -1 (complete competitive disadvantage) and 1 (complete competitive advantage).

The results show the degree of competitiveness has remained relatively stable since
2004 in many sectors where Chinese imports have considerable penetration (Table
TABLE B2.1

TOTAL IMPORTS BY COUNTRY OF ORIGIN AND ECONOMIC ZONE
(MILLIONS OF DOLLARS FOB)

2003 2004 Jul-05 % Annual Percentual Structure
Change
2003 2004 2005
2004 Jul-05

America 7,734.2 9,430.5 6,641.2 21.9 28.5 59.4 60.3 61.1
North America 1/ 4,173.4 4,918.1 3,412.7 17.8 25.3 32.0 31.5 31.4
Latin America 3,547.4 4,502.6 3,208.5 26.9 31.5 27.2 28.8 29.5
Aladi 3,451.6 4,390.8 3,081.5 27.2 29.7 26.5 28.1 28.4
Andean Community 1,446.9 1,825.6 1,152.1 26.2 16.9 11.1 11.7 10.6
Rest of Aladi 2,004.7 2,565.1 1,929.4 28.0 38.7 15.4 16.4 17.8
Rest of Latin America 40.0 47.0 47.0 17.5 88.0 0.2 0.2 0.3
Europe 2,269.4 2,463.6 1,718.6 8.6 26.2 17.4 15.8 15.8
EEC 1,868.2 1,922.1 1,235.2 2.9 16.4 14.3 12.3 11.4
EFTA 336.0 424.8 373.7 26.4 60.0 2.6 2.7 3.4
Asia 2,157.2 2,774.3 1,915.2 28.6 31.2 16.6 17.8 17.6
Japan 605.9 600.8 357.2 (0.8) 7.7 4.7 3.8 3.3
China 631.1 968.8 738.1 53.5 53.7 4.8 6.2 6.8
Middle East 83.9 111.7 63.8 33.2 9.1 0.6 0.7 0.6
Others 836.3 1,093.1 756.2 30.7 28.3 6.4 7.0 7.0
Africa 68.3 67.2 48.8 (1.6) 42.8 0.5 0.4 04
Oceania 44.9 36.0 14.3 (19.9) (38.3) 0.3 0.2 0.1
Other Countries 755.6 857.3 530.0 13.4 19.4 5.8 5.5 4.9
Total 13,029.7 15,628.9 10,868.1 19.9 28.0 100.0 100.0 100.0

1/ Includes the United States, Canada and Puerto Rico.
Source: DANE and DIAN.










However, in sectors such as those producing garments and leather goods, the BCR
indicator has declined significantly in relation to 2004. The indicator of competitiveness
in certain subsectors of the metallic products group and in the machinery and equipment
sector has dropped sharply as well, particularly during the past year.

Gross production has lost momentum during 2005 in a number of sectors. This is
particularly true of the textile, garment and leather industries, possibly because of the
growth in Chinese exports to Colombia and to other markets. Part of this increase may
have been aggravated by real appreciation of the peso against the currencies of competitor
countries.

Moreover, the imports of these sectors account for a significant share of the domestic
market. In some cases, they come to 50% of apparent domestic consumption (gross
production + imports - exports). Certain textile fibers are a case in point. In the garment
sector, the proportion is 21% and in leather and leather goods, 35% (Table B2.7). Hence,
the growing share of imports from China may have affected domestic sales in these
sectors.

Imports also account for a high proportion of domestic sales in other areas where there
has been a sharp increase in the purchase of goods manufactured in China. For example,
foreign purchases represent more than 50% of apparent domestic consumption in the
chemical sector. However, China’s share in these cases is still marginal or less important
and, as such, the loss of force in national production (as occurred with chemicals) would
not be related to competition with China. In the case of metallic products and machinery
and equipment, more disaggregated assessments may be needed to pinpoint the
segments where national production would actually compete with products imported
from China, as seems to be the case with certain subsectors in the manufacture of
electrical machinery.

TABLE B2.6
INDICATOR OF COMPETITIVENESS FOR SEVERAL INDUSTRIAL SECTORS (*)

ClIU Description Figures at June

2003 2004 2005
Yarn. thread. weaves and textile manufacturing (0.19) (0.08) (0.05)
Garments 0.85 0.85 0.81
Tanned hides and leather apparel 0.52 0.56 0.44
Paper and publishing industries 0.00 0.02 (0.03)
Chemicals (0.45) (0.43) (0.46)
Metallic products. machinery and equipment (0.78) (0.70) (0.76)

(*) Relative trade balance = (X-M)/(X+M).
Source: DIAN and DANE. Calculations by Banco de la Repuiblica.
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THE CORRELATION BETWEEN PRODUCTIVITY, WAGES AND INFLATION¥*
Mario Nigrinis™

Output per worker is one measurement of intensity in use of the work factor. This
measurement can increase with a rise in productivity or because workers have extend
their workday (generally through overtime).

When the increase in output per worker is attributed to productivity, the marginal cost
curve of the economy moves (outward). As a result, production grows without any change
in the price of goods. In the factor market, there would be a wage increase (although, in
the case of imperfect competition, this change is not necessarily one to one with the
change in productivity). However, it would have no impact on the unit cost of labor,
since it would be offset by the increased productivity of labor. This is an expansionary
phase in the economic cycle where the increase in wages causes no inflationary pressure.

On the other hand, if the increase in output per worker is due to more hours worked,
this can eventually translate into an indicator of inflationary pressure, depending on
conditions in the labor market. Considering the costs involved in making adjustments
and laying off workers, the work factor is generally not flexible. For this reason, when
companies see their orders increase, their first move is to adjust production through the
use of overtime. This raises their marginal costs and lowers their profit margins. If the
new level of orders continues, companies have an incentive to raise their demand for
labor. If the labor market is broad, they will have no problem taking on new employees
and will reduce the use of overtime, lower their marginal costs and recover their profit
margins. In this case, no increase in wages is expected, the unit cost of labor remains
constant and there are no inflationary pressures. However, if the labor market is tight,
companies will find it difficult to hire additional workers and will continue to rely on
overtime to fill their orders. This will imply higher wages, which will not be offset by
gains in productivity. The unit cost of labor increases, resulting in inflationary pressures.

Some references of this Topic are: Woodford M.; Rotemberg, J. (1999). "The Cyclical Behavior of Prices and Costs",
in NBER, working paper, No. 6909, and different Bank of England inflation reports.

The author is an expert who works with the Special Affairs Section of the Programming and Inflation Department
at Banco de la Repiblica. The opinions expressed herein are solely those of the author and imply no commitment
on the part of Banco de la Reptblica or its Board of Directors.
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[I.MACROECONOMIC
PERSPECTIVES

The forecasts for economic growth in 2005 and 2006 have improved
with respect to previous reports. The probability of demand-pull

The prospects for
world growth during
the remainder of the
year and in 2006 are

favorable.

inflationary pressuresin 2006 is greater.

The progpects for world growth during the remainder of the year and in 2006
arefavorable. However, the hikein il prices poses morerisk to growth and
especidly to inflation. The drength of the world economy and the rise in
inflationary expectationsindicate the policy on raising externd interest ratesis
likely to continue. Even 0, no dradtic cutback in internationd liquidity is
anticipated.

In this context, the externd outlook will reman favorable for the emerging
economies and for Latin Americain particular. This Stuation will be reflected
in high terms of trade, dynamic world demand and externd capita flows to
the emerging economies. Under these conditions, it is reasonable to expect
the Colombian economy to retain its momentum of the last two years and
perhaps to see less depreciation of the average exchange rate during 2006
with respect to predictionsin earlier reports.

The forecast for Colombian economic growth in 2005 was raised on the
badis of avalable information. During the remainder of the year and in 2006,
growth should be fueled by domestic demand, with mgor increases in
household consumption and investment.

Asoaf thisreport, thelikelihood of demand-pull inflationary pressuresincreassing
as of 2006 is thought to be much greater. However, there are other factors
that could offset some of this pressure. On the one hand, the forecasts point
to low and declining tradable inflation. On the other, food inflation that year
should dedlinesubstantialy. Nevertheless, thislagt factor isparticularly uncertain
and forecast errorstend to be quite high.

A. THE EXTERNAL CONTEXT AND THE EXCHANGE RATE
1. General Conditions

The prospectsfor world growth during the remainder of 2005 and in or 2006
are favorable, dthough less than in 2004. The U.S. and Chinese economies
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will continue to lead economic growth in 2006. Growth in the Euro zone and
Japan is expected to be moderate. The possibility of even higher oil pricesis
the chief risk to world economic growth and inflation.

The outlook for U.S. economic growth remains promising (3.5% in 2005
and 3.3% in 2006) (Table 4). Despite the momentary drop caused by the
outcome of the hurricane season, the increase in public spending during
the reconstruction phase should compensate for the temporary lump in
demand and production. Increased production, businessfinancia strength
and higher corporate benefits are the factors that will propel growth in
2006. On the other hand, the rise in oil pricesisthe main risk and could
have even more of an impact on household consumption and inflation than
it has up to now.

There are favorable prospects for Japanese economic growth, but far
less so than for the United States. Domestic demand should continue to
be the force behind economic growth at the end of this year and in 2006.
Expectations for the Euro zone are far less than those for the U.S. and
Japanese economies. Despite some improvement during 2005, economic
growth in the Euro zone is still weak. The increase in world demand next
year should continue to favor European exports and a rise in both

GROWTH FORECAST FOR COLOMBIA'S MAIN TRADING PARTNERS

(PERCENTAGE)

Actual Forecast for 2005 at: Forecast for 2006 at:
2004
Jul-05 Oct-05 Jul-06 Oct-06
Principal Partners
United States 4.4 35 35 3.3 3.3
Ecuador 6.9 3.3 2.9 3.2 3.0
Venezuela 17.3 6.0 8.0 4.3 5.5
Other Partners
Euro zone 1.8 1.2 1.2 2.0 2.0
Japan 2.6 1.3 2.0 1.5 1.8
China 9.5 8.9 9.1 8.1 8.1
Peru 5.1 5.0 5.5 4.4 4.6
Mexico 4.4 3.6 3.1 35 3.4
Chile 6.1 5.8 6.1 5.2 5.5
Argentina 9.0 6.7 7.4 4.1 4.5
Brazil 5.2 3.1 3.3 35 35
Bolivia 3.6 34 3.3 3.3 3.1
Developed countries 3.9 3.0 3.0 3.0 3.0
Developing countries 10.7 4.9 5.6 4.0 45
Total Trading Partners (*) 5.8 3.8 4.3 3.6 35

(*) Balance of payments calculation, according to non-traditional exports.

Source: Datastream-Concensus.
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investment and consumption. However, a heavy tax burden, labor
congtraints and alack of structural reforms make it difficult to predict any
major medium or long-term growth for theindustrialized economiesin the
Euro zone (Table 4).

Growth continues to be good in the Asian countries, propelled largely by the
Chinese economy, which is expected to increase by 9.1% in 2005 and 8.1%
in 2006. (Table4). Asmentioned in thelast report, the moderate appreciation
ruled by Chinese authorities (three months ago) has been interpreted as the
onset of gradud flexibility in the exchange rate. However, no mgor changes
on thisfront are anticipated during the res of the year.

Earlier reports contained no indication of an important impact on world
economic growth and inflation in 2006 due to high ail prices. This scenario
was based on the assumption that there would be no addition increasesin the
price of crude, (and, in fact, predicted a downward revision), which has not
been the case. The forecadts for ail prices are up again. According to the
International Energy Agency (IEA), the price of West Texas Intermediate
(WTI) isexpected to be around US$64 a barrdl for the reminder of the year
and in 2006 (as opposed to US$58 forecast three months ago). These
predictionsare based on strong world demand, aweak supply from countries
outside the Organization of Petroleum Exporting Countries (OPEC) (such as
Mexico and Russa), and low surplus capacity in the OPEC countries. There
aso are continuing geopoalitica risks, such as the insurgency in Irag and the
potentia for problemsin countries such asNigeriaand Venezuda, dl of which

The forecasts for ail
prices are up again...

elevate risks on the crude oil market. ... the same as the
prices of other
However, commodity price forecasts, without petroleum, have improved commodities
compared to what they were three months ago. Strong external demand, exported by
especidly from China, has kept raw material prices relatively high (In- Colombia.
dustrial Raw Materials), particularly metal
prices. According to theEconomist Intelligence
Unit, the World Commaodity Index will be up by
21% in 2005’ WhICh iS above What was COMMODITY PRICE INDEX, WITHOUT PETROLEUM

(WCF)

anticipated three months ago. (-1.9%), followed

by a moderate drop in 2006 (-2.2%), which is 1300
less than the forecast three months ago (-3.6%)
(Graph 48).

120.0

1100

Higher oil prices have raised the risk to growth
and particularly the risk to inflation. Although

100.0

inflationary pressures have been moderate up to 00

now, the United States and other countries have 800

begun to see an increase in expectations of

inflation, as reflected in the recent rise in long- O e e o
term interest rates. June 2005 forecast

Source: Economist Intelligence Unit.
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The strength of the
world economy and
theincreasein
expectations of
inflation indicate the
policy on higher
external interest
ratesislikely to
continue.

Despite higher
external interest
rates, no drastic

cutback in
international
liquidity is expected.
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The grength of theworld economy and theincreasein expectationsof inflation
indicate the policy on higher externd interest ratesislikdly to continue. In this
context, the Federal Reserve would maintain its policy of measured rate
increases, placing thereferencerate at 4.25% by the end of 2005 and 4.75%
in 2006. This exceeds the prediction in the last report (4.0%).

Despite higher externd interest rates, no drastic cutback in internationd liquidity
is expected. There are two reasons why. Fird, the changes in interest rates
have been moderate and consstent with what the markets expect (barring
any excessve inflationary pressures in the United States). Secondly, the
abundance of internationd liquidity is explained by a consderable degree of
surplus world savings originating in China, Jgpan, the oil-exporting countries
and even Europe. These surpluses appear to betheresult of structurd factors
that are unlikely to disappear any time soon (i.e. high rates of savings, the
export biasin Chinaand low rates of investment in Southeast Asia, Japan and
the oil-exporting countries)*s.

Theforegoing rules out the possibility of any mgor outflow of cagpitd fromthe
emerging economies during the remainder of 2005 and in 2006, including
those of Latin America. However, the rise in externa rates could be
accompanied by a moderate upswing in country-risk premiums for Latin
America

In this context, the external outlook for the Latin American countries,
particularly Colombia, will continue to be favorable. Terms of trade will
remain high, especialy for oil-exporting countries such as Colombia.
World growth will alow for an increase in exports, and the flow of ca-
pital into the region will continue. Although there are significant risks,
the region (including Colombia) is now less vulnerable to an abrupt halt
in capital flows.

The growth forecast for Colombia strading partners (weighed on the basis of
non-traditiona exports) is 4.3% for 2005 (as opposed to 3.8% in the last
report) and 3.5% for 2006 (Table 4). The prospects for growth are up,
epecidly for Venezuda, due to higher ail prices. However, less growth is
expected in Ecuador because of the dump in ail production and the country’s
socid and political problems. In addition, thefact that these economiesare so
dependent on oil makes the prospect of sustainable long-term growth more
uncertain.

Even 0, there are till mgor risks. As mentioned earlier, additional and
unforeseen hikes in the price of oil, due to an excessvely dynamic world
demand or negative supply shocks, probably would mean higher inflation and
further increases in externd interest rates, thereby dowing world economic

15 The Economist, September 24, 2005.



growth. The impact on the emerging economies possbly would be fdt in the For oil-exporting

formof lesscapita flowsandlessgrowthin exports. However, for oil-exporting countries such as
countries such as Colombia, the effect is less clear and might be neutra (or Colombia, the effect
even positive). islessclear and
might be neutral (or
Growth of the world economy in 2006 will continue to exhibit important even positive).

meacroeconomic imbalances. The posshilities for adjusment are limited (the
fiscd and current account deficitsin the United States could increasein 2005
dueto the effects of the hurricanesand higher ail prices). Thisspdlsuncertainty
about just how sharp an adjustment the world economy will have to contend
with and when it will begin. However, the surplus savings provide some
assurance that the adjustment could come later and be gradud. Even o, the
possibility of asharp change exigts, especidly because correctionsinthe U.S.
imbal ances have been postponed.

A large part of the growth in household consumption in the United Statesis
founded on the red estate boom. However, this boom could crumble in the
face of amgor interest rate hike, which would have a destabilizing effect on
economic growth in the United States and worldwide.

Findly, it is impossble to rule out increased uncertainty in Latin America
associated with the new cycle of eections, as has been the case on other
occasions. However, the external outlook and the improvement in
meacroeconomic basics could help to reieve some of this uncertainty.

2. Balance of Payments Forecastsfor Colombia

The pricesof Colombia smain exportshaveimproved asaresult of the growth
expected in externd demand next year and the higher forecasts for oil prices
(Table 5). The current account deficit for 2005 is expected to be 1.0% of

INTERNATIONAL PRICES
Average Projection for 2005 Projection for 2006
2004
Current v Previous 2 Current v Previous z
Coffee (ex-dock) (dollars/pound) 0.9 1.2 1.2 11 11
Oil (dollarg/barrel) 37.3 47.9 43.9 54.4 43.9
Coal (dollars/ton) 36.1 47.9 44.5 47.9 44.5
Nickel (dollars/pound) 2.3 2.6 2.6 2.3 23
Gold (dollarg/troy ounce) 409.3 433.8 423.1 452.7 423.6

1/ Estimated balance of payments at September 2005.
2/ Estimated balance of payments at June 2005.
Source: Banco de la Republica.
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The forecast for
economic growth in
2005 was raised on

the basis of available
information.

GRAPH 49

GDP and average appreciation is forecast at 11.5%, which means the
representative market exchange rate (TRM) will be smilar to its current
levels.

The balance of payments forecast for 2006 hinges on the assumptions
surrounding capitd flows and terms of trade. Assuming the external context
isfavorable, termsof trade should be high and Colombiawould continue to
receive an inflow of capital, as would other emerging economies. The flow
of foreign direct investment (FDI) is expected to be similar (in net terms) to
the amount in 2005, and new externa borrowing by the public sector should
be podtive (unlike 2005). This scenario, as awhole, would result in less of
atendency towards average depreciation of the exchange rate in 2006 than
was anticipated in earlier reports.

B. THE DOMESTIC CONTEXT
1. TheEconomy in the Second Half of 2005

The prospects for economic growth during the remainder of 2005 are
positive. In fact, on the basis of available information, the growth forecast
for 2005 was raised from 4.0% and 4.2% to a range between 4.5% and
4.7%. Accordingly, the figure for the first six months of the year (4.5%)
could increase dightly during the second haf. The leading indicator of
economic activity accelerated between the second and third quarters of
2005, and sowed during the fourth quarter (Graph 49)*°

Growth will continue to be propelled by domestic demand, primarily
household consumption, which is expected to accelerate in the second
half of 2005. Broad liquidity and the possibility
of household financing (as reflected by conside-

LEADING INDICATOR OF ECONOMIC ACTIVITY

AND GDP GROWTH

(Leading Indicator)
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rable momentum in consumer credit) should
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rage of the three indexes in that survey (con-
wmptlon’ Condltlonsand exp&talons) wggegs ANNUAL GROWTH IN HOUSEHOLD CONSUMPTION

that household consumption will increase during AND CONSUMPTION INDEXES - FEDESARROLLO
the third quarter of the year (Graph 50).
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On the other hand, the increase in general go-
vernment consumption will continue to play a 50
role in good GDP growth. At present, 5%
growth is expected for the year (3% in the
previous report). This is backed mainly by the
comfortable financial position of regiona and 20
local governments.
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. urce: iesarrollo. culos Banco de la Republica.

Somewhat of a slowdown in the construction of
civil worksis predicted, while the most dynamic investments will continue
to focus on the purchase of machinery and equipment and transport

equipment.

The present report anticipates a loss of export momentum during the
second half of the year, as indicated by the Bank’s projection models.
Less annua growth in non-traditional exports aso would be explained
by a high base of comparison with respect to sales made in the second
half of 2004 to countries such as Venezuela and possibly to the effect of
real appreciation of the exchange rate during the last two years. In
addition, several industrial sectors are expected to face increased inter-
national competition from the Asian countries. And, certain traditional
exports could see real minor reductions in the last six months of 2005,
because of a high base of comparison. Coffee is an example.

Inview of the foregoing, red export growth would amount to 7.7% in 2005,
while imports would increase by nearly 25.0%. This implies a negative
contribution to economic growth in 2005 on the part of net external demand
(Table 6).

The non-tradable sectorswill remain the driving force of growth. The second
haf of the year is expected to see building and home congtruction accelerate,

aong with commerce and transport (Graph 51 and Table 7). On the other Growth will continue
hand, the tradable sectors will be influenced by a dowdown in mining and to be propelled by
agriculturelivestock. The former will forfeit some of its momentum because domestic demand.
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REAL GDP FORECASTS BY TYPE OF EXPENDITURE

(PERCENTAGE)

2004 2005 2006

1 Qtr. 11 Qtr. 11l Qtr. IVQtr. | Half Il Half Afio
Final Consumption 3.9 3.6 6.0 5.2 4.8 4.8 5.0 4.9 5.2
Household 4.1 3.7 5.3 5.4 5.4 4.5 5.4 5.0 5.3
Government 3.3 3.4 8.0 4.8 2.9 5.7 3.8 4.8 5.0
Gross Capital Formation 12.6 16.0 24.7 32.8 17.0 20.4 24.4 22.6 21.7
Gross fixed capital formation (GFCF) 13.3 17.5 22.0 15.4 8.7 19.8 11.9 15.6 14.6
GFCF without civil works 22.5 12.8 25.3 16.3 11.7 19.0 13.9 16.3 15.8
Civil works (19.1) 46.9 5.4 10.3 (5.8) 24.0 1.6 11.7 8.0
Domestic Demand 5.4 5.8 9.4 10.5 7.3 7.6 8.9 8.2 8.8
Total Exports 9,9 13,0 7,8 6,2 4,5 10,3 53 7,7 0,1
Total Imports 17,3 22,7 28,5 29,5 18,5 25,7 23,8 24,6 18,8
Gross Domestic Product 4,0 3,9 53 54 4,1 4,6 4,8 4,7 4,5

Source: DANE. Calculations and projections by Banco de la Republica.

of the norma dowdown in ail production, which is

- = not likely to be offset by the increase in coa
NON-TRADABLE GDP production. The rate of growth in agriculture and
(Percentage) livestock should ease somewnhat, primarily because
coffee in the last quarter faces a higher base of
o8 comparison that coincideswith the start of the 2005/

o 2006 coffee year (Table 7).

46 47 45

B .. Bl _ Industrial manufacturing is the main source of
g uncertainty in thetradable sectorsasawhole, having
m N | exhibited ambivaent signs during the second half of
2005. Interms of the DANE monthly manufacturing
sample, accumulated growth between July and

1Qr.02 HIQr.02 1Qr.03 HIQ.03 1Q.04 HIQr.04 |Qtr.05 IIQtr.05 Auguﬂ (28%) accderated nghﬂy with respect to
the first six months (1.9%). The forecast for indus-
tria growth in the second hdf of the year is 3.5%
(Grgph 52 and Table 7).

Source: DANE. Calculations by Banco de la Republica.

2. Prospectsfor 2006

Severd fundamentd factors point to continued economic growth similar to
the pace observed during the last two years. This is due to better externd
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REAL GDP FORECASTS BY SECTOR
(PERCENTAGE)

2004 2005
1Qtr. 11Qtr. 111Qtr. 1V Qtr. | Half |l Half Year
Agriculture, hunting, forestry and fishing 25 3.2 2.8 3.2 2.6 3.0 29 3.0
Mining and quarrying 2.2 5.0 17 4.2 (0.2) 3.3 1.9 2.6
Electricity. gas and water 2.5 0.8 4.2 35 3.0 2.5 3.2 29
Industrial manufacturing 4.7 (0.9) 4.7 3.3 3.7 1.9 3.5 2.7
Construction 9.7 10.7 7.8 5.9 14 9.2 3.6 6.2
Buildings 304  (2.4) 8.9 4.0 5.0 3.0 45 3.8
Civil works (19.3) 47.6 5.4 10.3 (5.8) 24.2 1.6 11.8
Commerce, repairs restaurants and hotels 5.9 7.7 10.2 10.2 8.6 9.0 9.4 9.2
Transport, storage and communication 5.0 35 5.6 6.2 5.7 4.5 6.0 5.2
Financial establishments insurance, real estate
and company services 4.3 (2.5) 9.8 2.6 1.7 3.4 2.2 2.8
Social. community and personal services 2.7 2.8 6.3 4.8 2.9 45 3.8 4.2
Financial brokerage services, measured indirectly 12.1  (13.7) 51.6 4.1 0.0 11.4 2.1 6.5
Vaue added subtotal 3.8 3.3 4.7 4.7 3.6 4.0 4.2 4.1
Taxes minus subsidies 7.1 12.0 12.9 15.3 11.0 12.5 13.1 12.8
Gross Domestic Product 4.0 3.9 5.3 5.4 4.1 4.6 4.8 4.7
Source: DANE. Calculations and projections by Banco de la Republica.
conditionsanticipated for 2006, asopposed to thepredictionin earlier reports,
and the vigor of domestic demand.
Asindicated earlier, the terms of trade forecast for Colombiain 2006 were
raised in relation to those regigtered in the firgt half
of this year. Moreover, world demand should

continue to grow a a good pace, risk premiums
should stay relatively low (and could even increase
with respect to current levels) and no outflows of
capital are anticipated.

Barring any magjor liquidity or financia condraint,
growth will be fuded by domestic demand, more
so than in 2004 and 2005, due to important
increases in household consumption and
investment (Table 6). In contrast, exports are not
expected to make much of a contribution. They
should increase at rates below those for GDP, due
to less growth of the country’ s trading partnersin
2006 (compared to growth in 2005) and the trend
in the real exchange rate. The predictions on

TRADABLE GDP
(ANNUAL GROWTH)

(Percentage)

-1.0

1Qtr.02 111Qtr.02 1Qtr.03 111 Qtr.03 1Qtr.04 111 Qtr.04 1Qtr.05 Il Qtr.05

Source: DANE. Calculations by Banco de la RepUblica.
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Therisk of higher
inflation has
increased in the
United Sates....

...and will prompt
the Fed to raise
interest rates to
4.75% in 2006.

However, no
fundamental change
in the flow of capital

to Colombiais
anticipated.
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growth in government consumption and civil worksin 2006 are 5% and 8%,
respectively.

C. INFLATION FORECASTS
1. External Assumptions

The third quarter saw changes in the world economic outlook with
respect to forecast in the June report. The most important change was
the additional and unexpected jump in the oil prices from US$58 to
US$64 a barrel.

The new forecasts necessitate acknowledging the increased risk of higher
global inflation and less growth. These effects would be felt primarily in
the developed economies, which depend heavily on oil imports, and in
the emerging countries that do not produce oil.

Asto internationa financia terms, the increased risk of inflation surely
would lead to interest rates in excess of those foreseen in the June report.
The markets have begun to raise their forecasts on this front. In this
report, the short-term rate anticipated for the United States in 2006
was raised to 4.75%, which is 75 bp above the last prediction.

Should these increases accelerate the rise in long-term interest rates,
the flow of financing to emerging countries might be jeopardized if the
markets have not discounted those adjustments. However, despite the
new obstacles in the offing for world growth, the opinion at the writing
of thisreport is that we have yet to reach the breaking point in external
conditions, at least as far as Colombia is concerned. In fact, the fore-
castson terms of trade for Colombiain 2006 have increased with respect
to the last report.

Probably the greatest uncertainty concerns available international
financing for Colombia and other emerging countries. Nevertheless, the
changes anticipated in interest rates would place them within amoderate
range, historically speaking. Furthermore, the Colombian government is
virtualy financed with foreign currency for the coming year. The only
pending disbursements are multilateral, which are considered safe
Sources.

On the other hand, asindicated in previous chapters, surplusworld sa-
vings of a structural nature would be the force behind capital flows.
These would not disappear easily, even with the increase in rates.
Although the macroeconomic imbalances in the United States continue
to pose arisk, and real estate prices in that country could wind down,
no sharp change on these fronts is expected, at least in 2006.



Assuch, theforecastsin thisreport are for net foreign investment in 2006
smilar to what was expected for al of 2005. Although high in comparison
with net foreign investment in the last five or Six years, it is less than the
record figures seen in the latter half of the nineties. As a whole, these
factors point to less pressure for depreciation of the exchange rate in
2006 than was anticipated three months ago.

2. Domestic Assumptions

An important domestic change noted in this report concerns the higher
forecasts for growth in the second half of 2005 and in 2006. The current
inflation forecasts assume 4.7% growth in 2005. Thisimplies 4.8% growth
in the second half of the year, up dightly from what was measured by
DANE for the first six months (4.6%).

No major changesin these domestic and external conditions are envisaged
for 2006. The factors that pose the most risk originate on the external
front. However, as argued in the previous section, their net impact should
not be negative and 4.5% growth is expected next year. Domestic demand
would be the primary driving force of growth during the remainder of
2005 and in 2006.

A major difference between this report and the one in June concerns the
role of private consumption in the coming quarters. The previous fore-
casts in this respect were conservative, given a poor historic record as of
late. However, the upswing in the second quarter, accompanied by
additional improvements in labor conditions and favorable lending terms
make it feasible to expect more of an increase in this segment of demand.

Thanks to the improvement in current and predicted growth, the output
gap is much narrower with respect to the estimates in earlier reports,
which reiterated the tremendous uncertainty surrounding thisindicator and
noted the risks were towards less of a gap. According to the analysisin
Section E, Chapter | herein, these risks materialized with a sharp
acceleration in growth during the second quarter and with increasesin the
forecasts for 2005 and 2006, among other factors.

3. I nflation Forecasts

As is customary, the inflation forecasts in this report are based on the
transmission mechanism model (TMM). Also, as on other occasions, short-
term inflation forecasts were used for the first two quarters. These are
obtained with various satellite models that have more prediction power
for short-term horizors.

Less pressure for
exchangerate
depreciationis
forecast for 2006.

The assumption used
in the inflation
forecastsis 4.7%
growth in 2005 and
4.5% in 2006.

Private consumption
will play a more
important rolein the
coming quarters.

With respect to the
estimatesin earlier
reports, the output
gap has narrowed.
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Inflation at
December 2005
should be within the
target range set by
the BDBR.

Readers are to be reminded, as always, that the model’s medium and
short-term forecasts take into account an endogenous interest rate. In
other words, these are the rates obtained when the monetary policy
serves to guarantee the long-term inflation target, which is 3% in the
Colombian case (the middle of the 2% to 4% range). Also, the central
model is calibrated so changes in the stance of monetary policy will
have the greatest possible effect on inflation within a six-quarter horizon.
The impact of monetary policy changes is not a great in horizons of
three months or less, although these adjustments can effect expectations
of inflation.

The main results of the model are summarized in Table 8. . According to
the short-term satellite models, total consumer inflation would be 5.2%
at December 2005, which is consistent with the BDBR target range
(between 4.5% and 5.5%). However, thisis assuming amajor changein
the specific inflation forecast with respect to the one in the previous
report (4.7%). Contrary to what was anticipated in June, the current
forecast also contemplates a growing trend in total inflation, at least in
the short term.

The fundamental reason for this change is the new pattern envisaged for
annua food inflation as a result of the trend in perishables between July
and September. The models used by the Bank now anticipate a slight
increase in annual inflation for this group (perishables and non-
perishables) throughout the rest of the year. The rate should be 6.8% at
December. This contrasts with the downward trend suggested in earlier

CENTRAL MODEL FORECASTS (TMM)

(PERCENTAGE)

Total Food Non-Food Non-food Inflation Output

Consumer Inflation Inflation Gap

Inflation Non-tradables Tradables Regulated
Sep-05 5.0 6.3 4.4 4.6 2.0 8.9 (0.5)
Dec-05 5.2 6.7 4.5 4.7 21 8.9 (0.4)
Mar-06 4.6 4.6 4.6 5.0 2.0 8.3 (0.2)
Jun-06 4.3 4.0 4.5 5.0 1.8 7.9 0.2
Sep-06 4.0 3.3 4.3 4.8 14 9.2 0.3
Dec-06 3.7 35 3.9 4.6 11 8.8 0.4
Mar-07 4.2 4.7 4.1 4.6 1.7 8.4 0.3
Jun-07 4.0 4.1 4.0 45 1.9 7.7 0.2
Sep-07 4.0 4.0 4.0 4.4 22 7.4 0.0

Source: Banco de la Republica.
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reports. However, adverse surprisesin complying with the target cannot Theincreasein the

be ruled out, since these prices are extremely volatile. inflation forecast

during 2005 is
Nevertheless, theincreasein food inflation should betemporary. Accordingly, explained by higher
the breek in the trend in annud food inflation, which was expected as of food inflation...

September or October 2005, would be postponed until the first quarter of
2006 (See Chapter 1).

In contrast, there were no maor changes in the forecasts for non-food
inflation a December 2005. The prediction is 4.5% at present, which is

dightly more than it was three months ago (4.4%). The bulk of the change ..whichislikely to
isexplained by an increase in non-tradable inflation to 4.8%, as opposed to be temporary and to
4.5% in the previous report. This being the case, the remainder of the year declinein thefirst

IS expected to see no sgnificant changes in non-food inflation (one of the quarter of 2006.
three core inflation indicators). It should end 2005 near the bottom of the

target range.

Given an active monetary policy, the TMM forecadts declining inflation for
2006. The central path of the TMM predicts 3.4% for December 2006,
which isless than the forecast in the last report (4.1%) (Table 8). The lower
forecast and the declinein totd inflation are due entirely to turnaround in food
inflation as of the first quarter. In generd, al the models used by the Bank,
including the TMM, indicated this break would come, due to raivey high
prices for perishable foods in 2005.

From the stlandpoint of the country’ smonetary policy, themost rdevant inflation
iscoreinflation. In our case, this pertainsto non-food inflation. Asit did three
months ago, the centrad modd predicts annud inflation will decline throughout
theyear and isshould be 3.9% at December. Thisisdown from the prediction
in the June report (4.2%) (Table 8).

According to the channelsfor monetary policy transmission, the downward
trend in non-food inflation envisaged for next year rests on the anticipated
behavior of the exchange rate and itsimpact on tradableinflation (excluding
regulated goods and services). The annud rate of inflation forecast for
this sub-basket is just 1.1% at December 2006, which is less than the
figure in the last report (Table 8). This reduced forecast is due to less
anticipated pressurefor depreciation in 2006, asanalyzed in earlier sections

of this report.

Given an active
However, the lower forecasts for non-food inflation involve an increase in monetary policy, the
non-tradable inflation (excluding regulated goods and services). On this TMM forecasts
occasion, inflation for this sub-group is expected to be 4.6% at December declining inflation
2006, following an earlier prediction of 4.3%. More importantly, the trend for 2006...
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however, the non-
food inflation
forecasts have

increased dueto less

of an output gap,

which should bein
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positive terrain by
early next year.

described by the TMM central path is now growing, even though earlier
forecasts anticipated just the opposite.

With respect to regulated goods and services, the forecasts for 2006
are higher because of fuel and transportation prices. As indicated in
earlier sections of this report, the anticipated price of oil in 2006 was
higher with respect to the price used in the June report. These increases
will necessarily be reflected in higher adjustments in domestic prices
during 2006, and probably in 2007. When regul ated goods and services
are added to the basket of tradables and non-tradables, the inflation
forecasts for the expanded baskets at December 2006 are 2.3% and
5.3%, respectively

The reduction in the output gap envisaged for this year and the next
explains the changes in non-tradable inflation. As noted in Chapter I, a
new estimate of the average output gap in 2005 (-0.6%) was obtained
with the latest figures on economic activity (as opposed to -1.4% in the
previous report). For the third and fourth quarters of 2005, this level
would denote a gap of -0.5% and -0.4%, respectively (Table 8).

Based on these numbers, the TMM now predicts the gap will narrow
faster in the medium and long-term than was foreseen in the June report.
In fact, as of the first half of next year, it should be in positive terrain,
which was not the case in previous fiscal years. The average for 2006
would be 0.14%. Three months ago, the estimate was -0.7%. This
reduction is coherent with the good pace of economic growth anticipated
for next year.

Hence, there are several opposing forces at play with respect to non-
food inflation in 2006.

. Thanks to less pressure for exchange rate depreciation, the main
downward trends will come - as they have up to now - from the
price of tradables.

. Likewise, theinflation expectations measured by surveys and those
obtained with the central model tend to decline for next year. This
will help to lower tradable inflation and to ow the increase in
non-tradable inflation.

. On the other hand, demand will exert upward pressure because
of the narrower output gap estimated for 2005 and the forecast
for 2006. This being the case, non-tradable inflation will tend to
rise throughout the year and remain high in relation to the long-
term target for 2007. Thisis perhaps the most important changein
the inflation forecasts on this occasion. Prior to the June report,



non-tradable inflation was expected to remain stable or to drop The likelihood of

dightly. demand-pull
inflationary
. International fuel prices now exert more pressure on non-food pressuresin the years
inflation for 2006 and 2007. ahead has increased
substantially.

In short, theforecast in thisreport isfor asubstantia increaseinthelikelihood
of demand-pull inflationary pressures in the years ahead, given the rise in
actual and projected economic growth. Added to this are the increases in
predictions on fudl and transport within two-year horizons.

Under normal circumstances, these two circumstances would be enough to
push up the long-term trend in inflation and to raise the forecasts. Of dl the
determinantsof inflation, demand-pull pressureistheonemod likdly toinfluence
long-term trends. However, the exercise shows there are two factors that
offset these upward pressures, at least on totd inflation. Thefirstisalow and
declining rate of tradable inflation. The second is a consderable reduction in
food inflation. Thereisagreat ded of uncertainty concerning thelatter and the
forecast errors are usudly high.

Low tradable

4. Risk Balance inflation and a drop

in food inflation
Graph 53 shows the centrd path of the total consumer inflation forecast and during 2006 could
its probebility digribution, whichillusratesthe degree of uncertainty surrounding offset this.

this prediction. Its congtruction takes into account the main factors that might
explain asgnificant deviation in thefina results, compared to those presented
in the centra forecast.

In generd, therisk is towards higher inflation than the forecast in the centra
scenario. There are severa reasons why.

. Itisvery possblethat growth in domestic demand during the remainder
of 2005 will exceed what isenvisaged in the central path of theforecadt.
Thiswould imply anarrower output gap in 2005 than the one anticipated
in the report, meaning that demand-pull inflationary pressures might be
underestimated in the current path.

. The pattern of non-tradable inflation (excluding food and regulated
goods and sarvices) is influenced considerably by inflation in rentds,
which isafactor the modd might not capture gppropriately. Inasmuch
as there are saverd indications that rental inflation may be on the rise

andthat itsinertiaishigh, the best approachisto givethe centrd forecast In general, theriskis
an upward bias. towards higher
inflation than the
. Giventherecent trend, food prices could change beyond what isforeseen forecast in the
in the central scenario. central scenario.
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The risk with respect
to the exchange rate
Istowards less
depreciation than
was contemplated in
the base scenario.

Expectations of
inflation may be

Inthe central forecast scenario, the downward trend in tradableinflation
is explained largely by the prospect of limited pressure towards
depreciation in 2006. The output gap hasllittle to do with it. However,
if for some reason themode does not fully capture the effect of demand-
pull pressures, the forecast might be overly optimidtic.

On the contrary, in severd aternative scenarios of the balance of
payments model, the risks to the exchange rate are towards less
pressure for depreciation that what was contemplated in the base
scenario. In this case, tradable inflation would be less that what is
predicted inthe central path, particularly in horizonsbeyond one yesar.

The expectations of inflation might exceed those used to develop the
forecadt, particularly if inflation at the end of 2005 is near or above
the BDBR target range. Aswe have seen, therearerisksin thisdirection
because of food inflation.

Given the foregoing results, the inflation target for 2005 is likdy to be met
(Graph 53). However, it is now more conceivable that inflation will be
somewhere in the upper part of the target range, due to the risk weighing on
food infletion.

In the medium-term, the probability of downward inflation remains high,
athough less so than the prediction in the June report. Although the centra
path placestota inflation below 4% for the end of 2006 (3.7%), thelikelihood

higher if food that it actually will be below that rate is relatively limited (only 37%).
inflation is high at Consequently, in thisreport, the risk balance has a sharp upward bias (given
the end of 2005.
PROBABILITY DISTRIBUTION OF THE INFLATION ACCUMULATED PROBABILITY OF ACTUAL
FORECAST (FAN CHART) CONSUMER INFLATION IN THE RANGE
INDICATED
(Percentage) (Percentage)
8.0 8.0
Inflation Probability (%)
7.0 7.0 2005 2006 2007

6.0

5.0

4.0

3.0

20 ! ! !

Dec.

6.0 Mar. Jun. Sep. Dec. Mar. Jun. Sep.

Above6.0 0.0 0.2 14 25 43 96 59 51
Below6.0 100.0 998 986 975 957 904 941 949
Below 5.5 945 962 925 917 895 795 862 875
Below 5.0 290 724 740 786 780 622 722 744
Below 4.5 01 153 388 556 602 393 520 549
Below 4.0 0.0 00 35 251 369 148 278 313
Below 3.5 0.0 00 00 25 122 20 76 104

5.0

4.0
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1 20
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Source: Calculations by Banco de la Republica
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the low prediction for food inflation and the considerable uncertainty
surrounding this forecast and the output gep estimate).

Itisimportant to remind our readersthat these forecasts were obtained under
an active monetary policy. In other words, intervention rates are adjusted to
ensure long-term compliance with theinflation target. Asto adjusmentsinthe
rates forecast by the modd, the fact that they are quite low with respect to
historic averages continuesto be taken into account. Also, onthisoccasion, it

Is assumed the economy is growing faster than what was envisaged in the In the forecasts, the
previous report, a a time when the GDP would be neer its potentia long- interest ratesare
term level and there is less surplus production capacity. As aresult, there is adjusted to ensure
more risk of demand-pull inflationary pressures to sway inflation from its theinflation target is
targets. met.
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SEVERAL FEATURES OF THE CHANGE IN DEMAND
IN THE COLOMBIAN ECONOMY DURING THE LAST DECADE

Andrés Mauricio Velasco *

The Colombian economy is going through an expansionary phase and 2005 likely will
be the third consecutive year to see growth above 4.0%. Given projected growth for
2005, several variables will, for the first time, be similar to those of the mid-nineties.
Consumption per capita is a case in point. Its highest level was in 1997 (Graph B4.1).

GRAPH B4.1
CONSUMPTION PER CAPITA
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Source: DANE and DNP. Calculations by Banco de la Repiblica.

Graphs B4.2 and B4.4 show some of the principal changes in the Colombian economy
since 1990 with regard to the structure of demand. One of the most significant is the
decline in household consumption as a share of GDP, coupled with the growing
importance of public consumption (Graph B4.2). For the most part, this reflects the
increase in the size of the State, as a result of mandates originating with the 1991
Constitution. The largest primary public spending hikes between 1991 and 2003
involved transfers to the territories and pensions.

On the other hand, the rate of investment as a share of GDP has recovered steadily
following the collapse in 1999. In fact, it could be as high as 22% in 2005, which is well
above the historic average (18%). However, the upswing in investment is different than

The author is an inflation expert with the Inflation Section of the Programming and Inflation Department at Banco
de la Republica. The opinions expressed herein are his alone and imply no commitment on the part of Banco de
la Republica or its Board of Directors.
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it was in the mid-nineties. Most investment is now in machinery and equipment and,
to a lesser extent, in construction, which was the strongest item during the investment
boom in the nineties (Graph B4.3). The growing importance of machinery and
equipment in the current boom could have positive implications from the standpoint
of technological change being incorporated into capital and the growth in productivity.

The current surge in the Colombian economy also is characterized by less of a current
account deficit that what was generated, on average, during the boom in the nineties
(Graph B4.4). This is explained by the increase in remittances, better terms of trade and
a higher rate of exports than in the nineties. These factors offset part of the increase in
imports (as a share of GDP) (Graph B4.5).

GRAPH B4.2
CONSUMPTION PER CAPITA
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Source: DANE and DNP. Calculations by Banco de la Republica.

GRAPH B4.3
GROSS FIXED CAPITAL FORMATION (GFCF)
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ATTACHMENT

MACROECONOMIC PROJECTIONS BY LOCAL
AND FOREIGN ANALYSTS

The following are the latest projections by local and foreign analysts on the country’s
macroeconomic variables for 2005 and 2006. These projections were developed with
information available at September 2005.

I. Projections for 2005

Table A1 contains the forecasts for 2005. On average, local analysts forecast 4.2% growth,
which is an increase of 30 bp (with respect to the prediction last quarter). The foreign
analysts raised theirs by 67 bp to 4.3%. None of the nine analysts lowered their forecasts.
This suggests they all were more optimistic after seeing the figure for second-quarter
growth (5.3% annual), which was a surprise to the market.

In terms of inflation, the local analysts took 10 bp off their forecast, placing it at 5.0%
(the average reduction during the past year is 10 bp per quarter). The foreign analysts
raised theirs by 18 bp to 5.1% (the same as two quarters ago). Since annual inflation at
September was 5.0%, these forecasts assume that inflation will remain at that level for

TABLE A1l
PROJECTIONS FOR 2005

Real GDP CPI Nominal Nominal Deficit Unemployment
Growth Inflation exchange TDR (% of GDP) Rate
(%) (%) rate (%) (13 cities)
(end of) Fiscal Current (%)
(CPS) Account
Local analysts
Revista Dinero 4.0 5.3 2,300 7.2 1.6 n.a. 12.6
Suvalor-Corfinsura 4.2 4.8 2,316 5.9 1.6 n.a. 12.5
Corfivalle 4.0 4.9 2,306 6.5 1.9 n.a. 13.0
ANIF 4.2 5.0 2,340 7.1 1.6 n.a. 12.5
Fedesarrollo 4.4 5.0 2,294 7.0 1.7 n.a. 11.1
Average 4.2 5.0 2,311 6.7 1.7 n.a. 12.3
Foreign Analysts
CS First Boston 4.4 5.3 2,315 6.5 1.6 0.5 12.0
IDEA Global 4.3 5.0 2,310 7.0 1.9 0.8 11.8
J. P. Morgan Chase 4.2 5.0 2,350 7.2 2.0 0.0 14.0
Deutsche Bank 4.2 5.2 2,300 6.5 1.2 1.4 n.a.
Average 4.3 5.1 2,319 6.8 1.7 0.7 12.6

n.a. Not available
Source: Dinero and Consensus Forecast, January 2005.
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the rest of the year. As was the case a year ago, all the analysts believe the target will be
met. Their forecasts are slightly above the middle of the range set by the BDBR for the
end of 2005 (between 4.5% and 5.5%).

As to the exchange rate, all the analysts lowered their forecasts by Col$80, on average
(having done so during the course of the year by an average of Col$70 per quarter).
They now anticipate foreign exchange to appreciate by 3.2% in 2005 with respect to
the final price at the end of 2004 (maximum anticipated appreciation is 4.17% and the
minimum is 1.69%). One quarter ago, only one analyst thought appreciation was
possible. This suggests the duration and magnitude of appreciation continue to surprise
analysts and they are incorporating that surprise gradually into their forecasts.

With respect to the TDR, all the analysts lowered their forecasts. The forecasts by local
analysts averaged 6.7% and those by foreign analysts, 6.8% (during the year, both local
and foreign analysts lowered their forecasts by 43 bp per quarter, on average). This
implies, on average, that analysts expect the term deposit rate at the end of the year to
be 100 bp less than at the close of 2004. They anticipate a fiscal deficit on the order of
1.7%; that is, 80 bp below the forecast nine months ago. As to the current account
deficit, there are no new figures from the local analysts (0.9% one quarter ago). The
foreign analysts are predicting 0.7% (as opposed to 1.4% last quarter). Finally, the local
analysts lowered their forecast on unemployment in 13 cities by 100 bp to 12.3%; the
foreign analysts left theirs at 12.6%.

Il. Projections for 2006

Table A2 contains the forecasts for 2006. With respect to growth, the local analysts
forecast 4.1% and the foreign analysts, 3.8% (3.9% and 3.7%, respectively, since the
beginning of 2005). The local analysts expect 4.6% inflation and the foreign analysts,
4.7% (4.7% and 5.1% one quarter ago). As to the exchange rate, they anticipate 4.1%
average annual devaluation with respect to the forecasts for the end of 2005 (5.1% one
quarter ago and 6.9% two quarters ago). Consequently, the analysts expect the
representative market rate to be Col$2,410 by the end of 2006 (Col$2,513 one quarter
ago and Col$2,643 two quarters ago). This is similar to the rate in June 2002.

These forecasts imply 0.8% devaluation of the peso in 2006 with respect to the levels
observed at the end of 2004 (5.2% one quarter ago and 11% two quarters ago). Unlike
the forecasts in the first two quarters of the year, there is no longer any difference in the
distribution of this devaluation. All the analysts anticipate appreciation in 2005 and
depreciation in 2006 (at the start of the year, they all expected depreciation in 2005
and 2006). Again, despite exchange intervention, this suggests that appreciation has
been far more lasting and stronger than what these analysts expected at the beginning
of the year.
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MONETARY PoOLICY DECISIONS
IN THE LAST THREE MONTHS

Background Information: Inflation Report - June 2005

At June, the situation with respect to inflation confirmed the principal trends seen
throughout the year: a reduction in core inflation and expectations of inflation, and the
likelihood that the inflation target for 2005 will be met (between 4.5% and 5.5%). On
the other hand, the economy entered its third consecutive year of growth at around
4%, fueled largely by investments and exports.

The Board of Directors evaluated the pattern exhibited by the primary
determinants of inflation (i.e. inflationary expectations, costs and wages, the
exchange rate and the output gap) and their possible development over the next
six to eight quarters, which is the period covered by the current monetary policy.
The results of the central forecast model were added to this analysis. They indicate
the 2005 target for inflation likely will be met (perhaps even in the lower part of
the range) and inflation in 2006 will decline towards the announced range (3% to
5%). Given low depreciation in 2006, this was consistent with maintaining a short-
term interest rate (IIR) at around 6.3%. In the mid-term and the long-term, the
model showed monetary policy will have to abandon its expansionary stance and
return to a neutral position.

Based on this analysis, the Board of Directors decided to leave the interest rate on
expansion repos at 6.5% and agreed not to reopen the expansion windows or the
contraction auctions for short-term liquidity. Given the assessment of the exchange
situation, plus the balance of payments projections and the information on foreign
direct investment flows (FDI), the Board of Directors decided the Bank would continue
to intervene in the exchange market at its discretion. This is intended to adjust the
market gradually and to avoid any excessive appreciation of the exchange rate. In pursuit
of this policy, Banco de la Republica purchased US$841.3 million (m) in the second
quarter of the year, bringing the total amount of discretionary purchases between January
and June to US$1,615 m.

Monetary Policy Decisions in the Third Quarter of 2005

The monthly inflation report presented to the Board of Directors in September showed
no major changes in the short-term projections for inflation or in the estimated output
gap with respect to the macroeconomic forecast in the Inflation Report for the second
quarter. However, there were significant differences in the exchange rate.
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®*  There was evidence of a more accentuated trend towards appreciation than
expected. The representative market rate went from an average of Col$2,340.6
in April-June 2005 to an average of Col$2,311.7 in July-September, and the Bank
expanded its intervention in the exchange market (average daily purchases
increased from US$15 m in April-June to US$33 m in July-August).

®*  The projected balance of payments for 2005 and 2006 shows less of a tendency
towards depreciation in the exchange rate, primarily because of the increase in
export commodity prices and FDI flows.

According to the projections based on the transmission mechanism model (TMM), if
there were no major variation in the exchange rate prior to the first half of 2006, short-
term interest rates could be somewhat lower in the fourth quarter of 2005, even if the
reduction were only temporary.

This scenario faced two risks that operated in different directions. On the one hand,
the output gap, which is an unobserved variable, might have been narrower than the
assumption in the basic scenario (-1.3% at September). In this case, rates could not be
lowered and, in fact, would have to be raised in the near future. The other risk was that
appreciation might be more pronounced and probably longer lasting than expected,
due to continued high terms of trade, abundant flows of capital and low risk premiums
in relation to historic levels. In this case, the transmission mechanism model (TMM)
showed that a larger reduction in interest rates in the fourth quarter of 2005 was possible.
The rates would remain low in 2006 and begin to increase in 2007.

In this context, there were two policy alternatives. One was to keep interest rates at
the same level, if appreciation was thought to be a temporary phenomenon and the
output gap was not regarded as being overly negative. The other was to allow some
reduction in rates if the tendency towards depreciation of the peso was considered to
be more prolonged. In this last case, the Bank would face the risk of a narrower
output gap than the one estimated at the time. Therefore, if rates were reduced, the
continuity of that policy would be subject to a revision of the macroeconomic forecast
in the Inflation Report and to the addition of new information, especially on economic
activity.

At a meeting on 16 September 2005, the Board of Directors decided to lower the
intervention rate by 50 bp (half a percentage point) on the basis of these factors. (Table
A). This placed the minimum expansion auction rate at 6.0%. The Board of Directors
also reiterated its commitment to continued intervention in the exchange market and
reached an agreement with the national government to sell no less than US$3 billion
in international reserves. The details and dates of these operations were to be announced
later.

For the September edition of the Inflation Report, there were two important changes
that affected the inflation forecast. On the one hand, inflation at September was higher
than expected. Secondly, there was evidence of a narrower output gap than the one
estimated in earlier reports.



TABLE A
THE LATEST CHANGES IN BANCO DE LA REPUBLICA'S INTERVENTION RATES

(PERCENTAGE)
Date Contraction Expansion
Lombard Auction Auction Lombard
2001 Dec. 17 6.25 7.50 8.50 12.25
2002 Jan. 21 6.00 7.00 8.00 11.75
Mar. 18 5.25 6.25 7.25 11.00
Apr. 15 4.25 5.25 6.25 10.00
May. 20 3.75 4.75 5.75 9.50
Jun. 17 3.25 4.25 5.25 9.00
2003 Jan. 20 4.25 5.25 6.25 10.00
Apr. 29 5.25 6.25 7.25 11.00
2004 Feb. 23 5.00 6.00 7.00 10.75
Mar. 23 4.75 5.75 6.75 10.50
Dec. 20 4.50 5.50 6.50 10.25
Dec. 22 n.a. n.a. 6.50 10.25
2005 Sep. 19 n.a. n.a. 6.00 9.75

n. a. Not applicable. Monetary contraction operations (auction and Lombard) have been suspended since 22 December 2004.
(*) The working day immediately after the decision by the Board of Directors.
Source: Banco de la Repblica.

The upsurge in inflation at September was related to price increases for certain major
items in the basket of goods and services. These include staple foods, public utilities
and rentals. However, the increase was considered in line with the target for 2005
(between 4.5% and 5.5%), and monetary authorities felt it is premature to speak of an
upward trend in core inflation and particularly in non-tradable inflation. However, the
new inflation figures raised the forecasts for short-term inflation (three and six months),
especially food inflation.

The new information concerning the output gap originated on three fronts:

®*  GDP growth in the second quarter of the year was more than expected. The
economy expanded by 5.3% (the highest rate since 1989), while the rise in
domestic demand was 9.4% (the highest since 1994).

*  DANE raised the economic growth figure for 2003 from 4.12% to 4.27%, mainly
because of a larger than expected increase in mining and quarrying.

* A principal components exercise was done on a set of indicators of economic
activity, capacity utilization figures and information from different surveys. The
results of this exercise showed the output gap clearly has narrowed, particularly
since 2003.

Moreover, the macroeconomic analysis indicated it was feasible to expect the good
pace of GDP growth to continue during the next four to six quarters:
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®*  Ontheone hand, the external outlook suggested better terms of trade and larger
inflows of capital during 2006 (especially FDI) in contrast with the predictions in
earlier reports. Contributing to this is the fact that the government’s external
financing needs for 2006 are virtually covered. As a whole, these circumstances
were mirrored in less of a trend towards appreciation of the exchange rate in
2006 and possibly a larger current account deficit.

®*  Onthe other hand, the momentum in domestic demand is expected to continue
during 2006, thanks to a gradual improvement in employment, the continued
rise in investment, and the anticipated growth in public spending. Although based
on partial information, different indicators pointed to improvements in the
productivity of labor and in total factor productivity.

Based on these elements and recognizing the profound uncertainty surrounding the
actual size of the output gap and the pace at which it might be closing, the technical
team felt there was evidence of a narrower output gap than the one estimated in
earlier reports. In this context, the main risk to inflation during the next six to eight
quarters would come from possible demand-pull pressures, given better economic
performance and the expectation that it will continue to improve. Even so, it was felt
there were factors that could mitigate these pressures, such as the growth in productivity
and the sizeable increase in the pace of investment, particularly in machinery and
equipment.

The sensitivity scenarios for this variable were assessed in an explicit attempt to include
the uncertainty surrounding the size of the gap. The sensitivity scenarios for the
exchange rate were evaluated as well. This is another variable with a highly uncertain
forecast.

The different scenarios showed the intervention interest rate could not be reduced
further (given the reduction one month earlier). On the contrary, apart from the
assumptions on the size of the output gap and how the exchange rate would behave
in the future, monetary policy would have to abandon its expansionary stance for a
neutral position in the medium and long-term in order to keep inflation from
accelerating.

The analysis also showed inflation would be fueled by demand-pull pressures or by
an upsurge in tradable inflation, if the output gap were positive or if a reversal of
capital flows were to fuel accelerated depreciation in the exchange rate. In these
cases, earlier and larger increases in interest rates would be needed than those required
if the gap were still negative or if the peso were to continue to appreciate during the
coming year.

In this context, the Board of Directors agreed at a meeting on 28 October 2005 to keep
the interest rate on expansion repos at 6% (Table A). It also reiterated its decision to
continue the Bank’s discretional intervention in the exchange market and agreed that
the supply of liquidity required by the economy at the end of the year would be provided
in keeping with this type of intervention.



Pursuant to its policy on exchange market intervention, Banco de la Republica made
US$1,935 m in discretional purchases of foreign currency during the third quarter of the
year, for a total of US$3,550 m discretional purchases between January and September
(Table B). This exceeds all foreign exchange purchased by the Bank in 2004 (US$2,905 m).

TABLE B
FOREIGN EXCHANGE PURCHASE-SALE OPTIONS
BANCO DE LA REPUBLICA
(MILLIONS OF DOLLARS)

2004 2005

Jan. Feb. Mar. Apr. May Jun. Jul. Aug. Sep. Jan.to

Sep. (*)
Purchases 2,905 268 335 170 408 151 282 225 1,000 710 3,550
Put Options 1,580 0 0 0 0 0 0 0 0 0 0

To accumulate international

reserves 1,400 0 0 0 0 0 0 0 0 0 0
To control volatility 180 0 0 0 0 0 0 0 0 0 0
Discretional Intervention 1,325 268 335 170 408 151 282 225 1,000 710 3,550
Sales 500 0 250 1,000 0 0 0 0 0 700 1,950
National Government 500 0 250 1,000 0 0 0 0 0 700 1,950
Net Purchases 2,405 268 85 (830) 408 151 282 225 1,000 10 1,600

(*) Accumulated between January and September 2005.
Source: Banco de la Repdiblica.

79



	Abstract
	I. The Economic Situation at September 2005
	A. The External Context and the Exhange Rate
	B. The Internal Situation
	C. Monetary Aggregates, Credit and Interest Rates
	D. Labor Factor Utilisation Intensiveness and the Labor Market 
	E. Inflation at September and its Determinants
	Box 1:How Has the Manufacturing Industry Been Affected by Appreciation?
	Box 2: How Is Trade With China Affecting Us?*
	Box 3: The Correlation Between Productivity, Wages and Inflation*

	II.Macroeconomic Perspectives
	A. The External Context and the Exchange Rate
	B. The Domestic Context 
	C. Inflation Forecasts
	Box 4: Several Features of the Change in Demand in the Colombian Economy during the Last Decade

	Macroeconomic Projections by Local and Foreign Analysts
	Monetary Policy Decisions in the Last Three Months



