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INFLATION STRATEGY AND ITS
OBJECTIVE IN COLOMBIA

OBJECTIVES

Monetary policy in Colombia is based on inflation targeting, which is
intended primarily to keep inflation low and to ensure stable long-term
growth in output. Therefore, monetary policy objectives combine the goal
of price stability with maximum sustainable growth in output and
employment. In doing so, monetary policy complies with the constitution
and contributes to the well being of the Colombian population.

HORIZON AND IMPLEMENTATION

The Board of Directors of Banco de la Republica (BDBR) defines
quantitative inflation targets for the current year and the next. BDBR policy
initiatives are designed to meet each year’s target and to provide for long-
term inflation at around 3%. The annual variation in the consumer price
index (CPI) is the inflation measurement used.

THE DECISION-MAKING PROCESS

Monetary policy decisions are based on an analysis of the current state of
the economy and its prospects for the future and on an assessment of the
inflation forecast compared to the targets. If the assessment suggests, with
enough certainty, that inflation will deviate from its target under current
monetary-policy conditions, and that said deviation would not be due to
temporary shocks, the BDBR modifies its policy stance. This is done



primarily by changing the intervention interest rate (charged by Banco de
la Republica on short-term liquidity operations).

COMMUNICATION AND TRANSPARENCY

Decisions on monetary policy are made at meetings of the Board of
Directors and announced immediately thereafter, in a press bulletin posted
on the Bank’s website (www.banrep.gov.co). The inflation reports are
published quarterly and lend transparency to the Board’s decisions. They
also contribute to a better understanding of monetary policy and add to its
credibility. Specifically, they i) let the public know how the Board of Directors
and the Technical Governor of the Bank view recent and anticipated changes

in inflation and its short and medium-term determinants; ii) explain the
implications of those determinants for monetary-policy management, within
the scope of inflation targeting; iii) describe the context and analysis justifying
monetary-policy decisions taken during the quarter; and iv) provide
information that helps economic agents to form their own expectations
about future developments in for inflation and growth in output.
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ASSESSMENT OF INFLATION
AND POLICY DECISIONS

INFLATION SUMMARY

Annual consumer inflation began to decline again during the second quarter of 2007, aswasforecest.
By June, it was 6.0%, whichissimilar to theratein March and 22 basi s points (bp) below the high
point registered inApril. Annual inflation had increased steadily between October 2006 and April of
thisyear, propelledlargely by higher food pricesand by major adjustmentsin fuel pricesand faresfor
public transportation. However, as expected, some of these pressures began to subside in May,
alowingfor thereductionininflation.

Thevariouscoreinflation indicators, which usually filter temporary price shocks, also showed a
break intrend as of May. They had climbed almost continuously since mid-2006, exceeding the
target range set by the Board of Directors of Banco delaRepublica(JDBR) for thisyear. However,
annua non-food inflation was 4.4% in June, which marksareturn to thetarget range.

Thedeclineininflation during recent monthswasdue primarily to favorable devel opmentsin perishable
food prices and to amore moderate, although less of achange in the price of various tradables.
Pricesfor certain goods and regulated services also saw relatively low adjustmentsin thelast two
months.

The recent food price trends, which were anticipated by the BDBR in severa bulletins and
interventions, aretheresult the climate returning to normal after El Nifio westher in late 2006 and
early 2007. At thetime, El Nifio caused sharp but temporary hikesin the price of most perishable
foods. Thispartly explainsthe strong surgeininflation at March. Thedeclineintradableinflation
between March and Juneis associated with peso appreciation as of mid-2006. However, giventhe
extent of appreciation (14.8% year to date), thereaction of tradableinflation to the exchangerate
dillislimited.

In general, the outcome for inflation up to June coincides with the forecast published in the last
edition of thisquarterly report. Even so, total inflation at Juneremained high: 1.5 bp abovethecelling



of thetarget rangefor 2007. At the sametime, annual inflationin non-tradables, excluding food and
regulated prices, was 5.1%, which is more than in March (4.9%) and December (4.8%). This
indicatesthat most of the pressure on pricesidentified in previousreports had an effect and could
continue, to some extent, throughout the remainder of the year. The following facts support this
statement:

Despitethe declineinfood inflation, processed food prices continued to rise, mainly because
of higher meat prices. At thispoint intime, threefactors could continue to exert pressureon
food inflation; namely, strong domestic demand, an increasein food exportsto Venezuela,
and high external pricesfor input used to produce bio-fuels. Consequently, itismorelikely
that the shock in food priceswitnessed up to March could extend during the second half of
theyear.

Although inflation expectationsfor the end of the year declined in recent months, on par
withthebreak in pricetrends, they arestill high (5% for the end of the year) and exceed the
target for thisyear and the target range announced for 2008 (between 3% and 4%).

Inflation in the producer priceindex has dropped sharply in recent months, mainly dueto
accumul ated peso appreciation. Nonethel ess, that declineisnot likely to bereflected quickly
or to any great degreein the consumer priceindex (CPI), partly because of the significant
differencesin methodology and coverage that exist between the PPl and the CPI. These
differencesare duelargely to the fact that the producer priceindex (PPl) does not include
services; the CPI does, which givesthe tradable component in thefirst of these basketsfar
moreweight. Moreover, there areindications of asizeableincreasein mark upsduring the
year to date. Thisdevel opment, which could berelated to increased domestic and Venezuelan
demand, would prevent thereduction in producer inflation from trandating entirely into less
consumer inflation, at |east while demand continuesto grow at the present rate.

Economic growth isaboveits historic average, surpassing the market’s expectations and
those of Banco de la Republica. In thefirst quarter, growth was 8%, led once again by
domestic demand (11%), including private consumption. Thefiguresavailableat June suggest
thistrend in the economy continued throughout the second quarter, with no clear signs of
moderation. Asaresult, the growth forecast for 2007 had to beincreased to arate similar
to the one observed last year.

That forecast isjustified, since most of the factors behind the recent growth are still in
effect. Suchisthe casewithrea interest rates, which remainlow in historic terms; domestic
demand, which continuesto be extremely dynamic; highly favorableterms of trade; and
credit, which continued to grow at nominal rates on the order of 30%. Pricesfor assets
such ashousing and stocks haveincreased aswell, and can reinforce the growth in spending.



10.

The past month saw abuild-up inthe pass-through of policy interest ratesto market lending and
deposit rates. Even so, theimpact on real lending and deposit ratesduring the period from April
2006 to June of thisyear remainslimited, particularly with respect to ordinary and consumer
loans. Therehasbeen more of anincreaseinreal ratesfor preferred and treasury loans, which
arenow dightly abovetheir historic averages. Therateonterm deposits(DTFin Spanish) isglill
bel ow theinterbank rate (T1B in Spanish), showing that passthroughisnot complete.

Thedifferent|oan segmentscontinued to grow subgtantidly, athough certaintypes, such asordinary
and consumer |oans, witnessed abit of ad owdown. However, thesetwo typesof credit aretill
growing at ahighrate: 44.2% for consumer |loansand 25.1% for commercia credit. Thesameis
trueof theannuaized monthly growthin credit (exd uding the seasonal component and thestatistical
noiseinthe series), which aso showsagreat deal of momentum: 38% for consumer loansand
18%for ordinary loans. Thiscd culaion, whichisthemos aptin showing apossiblebresk intrend,
suggeststhat theincreasein certain typesof credit would be declining. However, thiswould be
happening dowly and fromvery highlevels. Moreover, it would beoffset in part by themortgage
portfolio, whichtended to accel erate during the second quarter.

Most indicators suggest the growth in aggregate demand during the first half of the year
surpassed the economy’ s productive capacity. InApril and May, all theindicatorsof installed
capacity usewereat historically high levels, despite considerableinvestment in machinery
and equipment during the last two years. At any rate, it isimportant to point out that the
growing trend in thoseindicatorsduring recent quarterswasinterrupted in thelast few months
and some of them even declined dightly.

Given the higher forecasts for growth, aggregate demand might continue to exceed the
economy’ s productive capacity during the remainder of the year, and the gap between these
two variables could becomeabit wider.

Availablefigureson wagesand productivity suggest that, up to now, the movement inthese
variablesremainsaligned. However, theincreasein employment has accel erated during the
last few monthsin sectors such asindustry, commerce and construction, particularly inthe
country’smajor urban aress.

Finally, the exchange rate continuesto be shrouded by agreat deal of uncertainty, perhaps
even morethan wasindicated inthe March report. Thisistheresult of increased expectations
about international interest rates associated with therecent risein risk perception. Even so,
developmentsin the balance of payments show termsof trade are more favorabl e than those
envisaged earlier. They also signal good growth for trading partnersand significant capital
flows, particularly for direct foreigninvestment. Asawhole, thesefactorspoint to arelatively
stable exchange rate during the rest of the year, similar to what was forecast in the March
report. Accordingly, thisvariableisnot expected to exert strong inflationary pressure.



PoLicy DECISIONS
The BDBR adopted measureson avariety of fronts during thefirst four monthsof the year.
d Interventioninterest rateswereincreased by 75 bp, which placed them at 8.5% in April.

. Auctionsof interest-bearing non-reserve depositsat 7 and 14 dayswere activated asof April
2 The BDBR theninitiated auctionsof 30, 60 and 90 day deposits. It a so authorized unlimited
deposit-taking at seven daysin theform of interest-bearing depositsthat do not constitute
reservesheld by Banco delaRepublica.

o At ameeting on May 6, 2007, it imposed anon-remunerative marginal reserveratio, with
different ratesfor current and savings accounts, certificates of deposit maturinginlessthan
18 months, and similar deposits.

d Theprivate externa debt deposit stipulated in External Resolution 08/ 2000 wasreinstated. It
comesto 40% of the disbursed amount, liquidated at the representative market rate of exchange
(TRM in Spanish) on thedate theloanisfurnished.

d Finally, theleveraged position of derivative operationsby market intermediarieswaslimited to
500% of their technical capital.

To supplement the reserve measures adopted in May, the BDBR unified theratioson June 15 for
current and savings accounts. Thiswasdonein recognition of thefact that, at present, thesefinancia
assetshave similar characteristicsin termsof liquidity. The ordinary reserve requirement for those
depositswas unified at 8.3% and the marginal requirement, at 27%. The base date for calculating
themarginal requirement (May 7, 2007) was not changed.

Between January and April, the BDBR continued its discretional exchange market intervention to
reduce peso appreciation. Thistype of intervention was suspended in May.

Asexplained at thetime, all decisionsmadein connection with theinterest rateshikesare intended
to reinforcetheir impact. Theinterest-bearing non-reserve deposits, in particular, increasethe banks
capacity to offset the monetary effects of exchange market intervention. The measuresdealing with
reserve requirements are designed to lessen the growth in credit and aggregate demand, directly
supplementing thejob of therates. The external borrowing measuresareintended to limit the entry
of short-term capital.

These measures began to show someresults as of May. Net short-term capital inflow, which had
increased considerably during thefirst four monthsof the year, dropped off sharply with adoption of
the measures on foreign borrowing. In addition, pass-through of the Bank’srepo rateto market rates



gained speed in the last two month, possibly due, in part, to the measures on marginal reserve
requirements.

Considering these facts and the persistence of inflation pressure on variousfronts, the BDBR felt
therisksweighing on long-term price stability during the second quarter and up to July were till
important and warranted action to reinforce the measures adopted earlier. Specifically, theBDBR
took thefollowing factorsinto account:

Consumer inflation was abovethe established targets.

Non-tradableinflation had continued torise.

The growth forecasts had increased substantially in recent months.

Tradableinflation had yet to fully reflect appreciationinthe exchangerate.
Inflationisquitelikely to end the year above the target range, asindicated in the forecasts
devel oped by the Bank’ stechnical team, which are presented in thisreport.

a bk~ w b

Consequently, the BDBR continued to lower itsmonetary stimulusin recent monthsby raising the
Bank’sintervention interest rates, which wereincreased by 25 basi s pointson three occasions (May,
Juneand July), placing therepo auction rate at 9.25% by the end of July (Graph).

INTERVENTION INTEREST RATE
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Source: Banco de la Replblica

The BDBR hasnot exercised discretional intervention in the exchange market sinceMay, nor hasit
made permanent acquisitionsor salesof TES. However, during this period, Banco delaRepublica
didinterveneto control volatility onvariousoccas ons, through put and call operations, aswascustomary
inthe past.

The BDBR believesthe normalization of monetary conditions since the second quarter of 2006 has
begunto affect the growth in credit and monetary aggregates. Similarly, theincreasein reporatesis



expected to have more of animpact on market ratesin the monthsahead, which also could contribute
tothe shiftinthe make-up of financia institution assetstowards TES and other portfolioinvestments.
All of thisshould mean that economic activity, and particularly domestic demand, will grow at amore
sustainableratethat isconsistent with thelong-term target for inflation (3%).

Board of Directors
Banco delaRepublica
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l. RECENT
DEVELOPMENTS
IN INFLATION

Asexpected, consumer inflation recommenced adownward trend inthe

second quarter. Thiswas true for total and core inflation. Even so, the
leve ishigh.

The perishable-food supply shock at the start of the year began to reverse,

accounting for much of thedownturnininflation. However, the strength
of domestic and external demand continuesto bring pressureto bear on
prices.

GDP growth was up (8%) at the start of the year, more than expected.

Domestic demand continuesto |ead theincrease.

Availablefiguressuggest that use of productive capacity remained extremely

high during the second quarter. Thiswould have generated demand-pulled
inflation pressure. Oneindication, inthisrespect, istherisein non-tradable
inflation, excluding food and regul ated prices.

Inflation expectationsfor theend of 2007 arelessthan in recent months, but

still exceed thetargets.

A. RECENT DEVELOPMENTS IN INFLATION

Total consumer inflation began to decline again during the second quarter
of 2007, ending June at 6.04%. Thisis 22 basis points (bp) below the latest
peak, which wasinApril. Even so, thefigurefor Juneisstill 154 bp above
the target range set for 2007 by the Board of Directors of Banco de la
Republica(JDBR) (Graph 1). Therecent inflation slowdown wasforecast
in earlier reportsand, as noted, was due mainly to lessfood inflation. The

17



GRAPH 1

ANNUAL CONSUMER INFLATION

reduction in coreinflation, including the non-food
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A number of supply and demand factorsthat explain

the rebound in inflation during early 2007 were
identified in thelast report. Themain onesarei) El
Nifiowesther during thefirst quarter of 2007; ii) higher
commodity pricesas of mid-2006, bolstered by the
sharp increaseinworld demand and the boominbio-
fuds: iii) strong growthin domestic demand; andiv)
the hefty increasein exportsto Venezuela(particul ar-

CPI

core inflation

indicators declined

during the second

guarter, but was still

18

above the target
range.

ly foods).
Target Range
Some of thesefactorswereless predominant between
May and June, allowing for areduction in consumer
inflation. Thegradua returnto norma wegther isresponsiblefor themost important
contribution, permitting the supply of perishablefoodsto spring back. This, inturn,
has lowered prices for these foods. Other factors, such as exchange rate
appreciation and the government’ srestriction on exportsof cattle on the hoof to
Venezuelaseem to have helped aswell. In the case of appreciation, itsimpact
would havebeenfeltintheform of lower increasesin certain public utility rates,
suchasthosefor resdentia naturd gasand e ectricity, and moremoderate gasoline
pricehikes, aswell asstabilizationin pricesfor savera imported foods, offsetting
theexternal pricehikes.

Contrary to what happened last quarter, when thefigurefor inflation waswell
abovetheforecastsand took the marketsby surprise, theoutcomeonthisoccasion
was closer to expectations. In the case of Banco de la Republica's forecasts,
total inflation at Junewas near the predictioninthe March report. Theforecast
errorswereminor inthe case of non-food CPI and itscomponents(Table 1).

During theyear to June, food continued to account for most of thebuild-upintotal
inflation (82%); the non-food CPI accounted for less than 20%. Most of the
upward pressurewithin thissecond group camefrom regul ated goodsand services
and the non-tradable CPI. The contribution from tradableswas practically nil
(0.3%) (Table2).

1. Corelnflation

The coreinflation indicators monitored by Banco de laRepublicaaveraged
5.1%inJune, thesameasin March. Thisaverage stayed below total inflation



FORECASTS AT JUNE 2007 ACCORDING TO THE INFLATION REPORT FOR:

Sep-06 Dec-06 Mar-07 Observed at Jun-07
Total inflation 4.7 4.7 6.0 6.0
Food 5.6 6.2 10.0 9.7
Without food 4.4 4.1 4.3 4.4
Tradables 2.2 1.4 1.5 1.8
Non-tradables 4.6 4.9 5.2 5.1
Regulated prices 7.6 7.2 7.8 7.4
Source: Banco de la Republica
INFLATION BREAKDOWN, BY UPWARD PRESSURE
Description Weight Annual Growth Share of Build-up
Year to Date
Dec-06 Mar-07 Jun-07
At March At June
Total 100.00 4.48 5.78 6.03 100.00 100.00
Non-food 70.49 3.95 4.38 4.38 22.64 18.15
Tradables 24.67 1.71 1.97 1.76 4.37 0.31
Non-tradables 36.77 4.75 4.93 5.12 4.54 7.64
Regulated prices 9.04 6.12 7.48 7.40 13.72 10.20
Food 29.51 5.68 8.90 9.69 77.36 81.85
El Nifio weather 7.15 2.79 9.45 7.06 44.25 24.89
International prices 5.35 9.62 11.04 9.22 6.47 (0.63)
Domestic demand 9.52 5.83 7.74 8.56 13.71 15.99
External demand (Venezuela) 7.48 5.81 8.08 14.57 12.94 41.60

Source: DANE, Banco de la Republica's calculations.

during the second quarter, but was above the
ceiling for target inflation in 2007.

Aswith total inflation, the upward trend in core
inflation that began in April 2006, when the
indicatorsaveraged an al-timelow of 3.5%, ended
in May and June. All the coreinflation indicators
experienced asimilar break in trend (Graph 2).
Non-food inflation was 4.4% in June, which isthe
sameasin March, but lessthan thefigurefor April
2007 (4.5%) and within the target range for the

year.

ANNUAL CORE INFLATION INDICATORS
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ANNUAL INFLATION IN REGULATED PRICES
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2. Food I nflation

The reduction in non-food and other coreinfla-
tionindicators, particularly during May and June,
was possible thanks to the favorabl e performan-
ce of regulated prices and tradables without food
and regulated prices (Graphs 3 and 4). The
downturnin regulated prices was concentrated
in several public utilities, such as natural gasand
electricity for residential use, which could have
benefited from peso appreciation and the recent
declinein producer inflation, aswill be explained
later.

As to tradables without food and regulated
prices, peso appreciation also would have
influenced the relatively low price hikes
witnessed during the last two months, most of
which include price reductions for goods such
as home electrical appliances and automobiles.
Nevertheless, given the extent of appreciation
(14.8% year to date), there has been no
significant reaction from tradableinflation. This
recent development reinforcesthe findings of a
number of studieson Colombia, which show that
pass through of the exchange rate to consumer
pricesis quite low (between 4% and 15%), and
takes nearly one year to complete.® Given this
minimum response from tradabl e goods, other
phenomena that reduce the impact of the
exchangerate are probably in play, such asthefor-
ce of domestic and external demand.

Annua food inflation at the end of the second quarter (9.7%) was higher than
inMarch (8.,9%). However, thereweredight reductionsinfood inflation during
May and June, interrupting the sharp upward trend observed since December
2006. Thebreak in that trend was possi ble because price hikesfor anumber of

o See Edgar Caicedo, Box 1: "The Impact of the Exchange Rate on Prices," Inflation Report, June
2006, Banco de la Republica, pp. 32-36.
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perishablesweresmall and supply has begun to reect

favorably, now that rainshavereturned to normd after
El Nifio (Graph 5).

ANNUAL FoOD INFLATION

(percentage)

12.0 35.0

Accordingly, thetemporary price shock during the

first quarter of 2007 beganto easeasof May, alowing 100
for thedropinfood inflation. Even so, thereduction
was not substantial and was concentrated only in
perishables. Processed foodswere not affected, and 60
inflationintheir pricescontinued to riseduring May

and June, although not as quickly as at the start of

the year. Much of the second-quarter increase in 7 02 Deci02 a0 D03 04 D04 05 D05 un 06 Do 00 07
prices for perishablesis explained by the surge in

meat prices (Graph 6). It isimportant to point out
that processed foods account for 23.9% of the bas-
ket of consumer goods and services in Colombia;

perishablefoodsaccount for 5.7%.

ANNUAL PROCESSED FOOD INFLATION
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Thisbeing the case, thefood-priceinflation pressures

(percentage)

that werementioned inthe March edition of thisreport 220

persisted during the second quarter. In particular, T::

domestic and external demand continued to affect 160

processed food prices, and highinternational prices 140

kept peso gppreciation from having moreof animpact 120

onimportedfoods. Giventheforecasts presented later 1:2 '

in this report for domestic/ external demand and 60 st\

external prices, these pressures are expected to be 40

prolonged during the coming quarters, preventing a Y Deets 0t Dectd 05 Decds tdo Dot w7

Processed Food

Perishables, without meat Meat

faster declineinfoodinflation.
Source: DANE, Banco de la Replblica's calculations.

Asmentioned intheMarch edition of thisreport, high

food inflation isnot aphenomenon exclusiveto Colombia. Many devel oped and

emerging economies now facethe same problem. Higher food pricesinthose

countriesa soincluded atemporary component associ ated with theimpact of El

Nifio. However, in most of them, the rise in food prices seems to be more

permanent, dueto growing pressurefrom theincreasein world demand for bio-

fuels(bio-diesd and ethanal). Thanksto thissurge, international pricesfor palm

and sunflower seed hit record highsduring the second quarter, while others, such

ascorn, soybeansand sugar prices, remained well abovetheir historic averages.

Alook at theincreasein food inflation so far thisyear, by causes, showsthat
higher meat pricesassociated with more demand in Colombiaand Venezuela, is
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A number of the

inflationary pressures
identified in March
continued during the

second quarter....

....however, the

upward effects of El

Ni
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fio weather began
to subside.

the most important factor, followed by the effect of El Nifio weather. Interna-
tional food pricesexerted no pressurein the past six months, probably because
therisein external priceswas offset by peso appreciation.

B. FACTORS THAT DETERMINE INFLATION
1. Shocks: El Nifio and Regulated Prices

Thereisevery indication that the upward pressure on prices caused by El Nifio
began to ease d owly during the second quarter, and probably will continueto do
so during thethird quarter, but with moreforce.

Themost severeimpact of El Nifio weather wason perishablefoods, specificaly
between February and April. It was estimated initially that adverse climatic
conditions(lessrain) would continue throughout the second quarter, whichwould
prolong their effect until June. However, El Nifio weather began to disappear in
April, aleviating pricesasof May (slightly earlier than expected). By June,
pricesfor perishables such asfruits and vegetabl es began to decline and those
for other products such astubers and potatoestended to stabilize.

Asinthepast, theeffectsof El Nifio westher aretemporary and should disappear
entirely during the next three months (or perhapsabit more). Thisbeganto be
obviousinthelast few months. While El Nifio wasthe primary reasonsfor the
riseinannual inflation during thefirst quarter, inthe second, it contributed toits
decline. Inflation, sofar thisyear, reflectsthat situation. El Nifio accounted for
only 24% of the build-up inaccumulated inflation at June, asopposed to 44% at
March. Thispercentageislikely to bemuch lower inthethird quarter (Table2).
At the sametime, more permanent pressure on foods, such asthat originating
with domestic and external demand, has gained ground and will continueto do
sointhemonths ahead.

Regulated pricesfor goodsand services (el ectricity, water and natural gasfor
residentia use, fuel and public transportation) remain subject to pressure derived
from high il priceson theinternational market and theimpact they havehad on
the domestic price of gasolineand diesel. Consequently, for several quarters,
inflationin thissub-group has stayed well above averageinflation and theinfla-
tiontargets. Theprice hikesso far thisyear inthe case of public transportation
have been particularly high. At any rate, increasesin gasolineand natural gas
pricesin recent months have been somewhat more moderate, apparently due
to the effect of exchange rate appreciation, which prevented pressureon this
front frombuilding.



2.  Aggregate Demand

Thegrowth phaseduring thesecond half of 2006 continued throughout thefirst quarter
of 2007, led by theforceof publicand privateinvestment, coupled with household
consumption. According tothelatest figuresfromtheNationa Bureau of Stigtics
(DANE), grossdomestic product (P B) wasup by 8% during thet period (Graph 7),
adding tothreequartersof growth above 7%. DANE revised the 2006 fourth-quarter
growth figureupward from 8% (reported at 8.4% threemonthsago).

Domestic demand (11.0%) continued to fuel economic growth during thefirst

quarter of 2007, making for atotal of 13 quarters

with growth abovetheincreasein GDP (Graph 8).
Household consumption, whichwasup by 7.3%, and
total investment, with an increase of 32%, are the

REAL ANNUAL GDP GROWTH

components that contributed the most to the (percentage)
momentum in domestic demand. Asaresult of go- >0
vernment consumption, there were no additional jz
pressures, since this aggregate declined by 0.6%, oo
pursuant to the deficit targets set by the central go- o
vernment (Table 3). 40
3.0
Most of the contribution to GDP growth in the first 20
quarter of 2007 came from total investment (7.1 ;Z
percentage points [pp]). Investment in transport TQu02  1Qwo3  1Qwo04  TQw0S  1Qwo06 Qw07

111 Qtr. 02 111 Qtr. 03 111 Qtr. 04 111 Qtr. 05 111 Qtr. 06

equipment wasthemaost dynamic (48.3%), followed by
grossfixed capital formation (GFCF) in civil works
(39.6%). GFCF in machinery and equipment saw

Source: DANE, Banco de la Republica's calculations.

substantial growth as well (26.9%), as did home
congruction (20%). Theperformanceof investmentin REAL ANNUAL GROWTH IN GDP
the agricultureand livestock sector wastheleast favo- AND DOMESTIC DEMAND
rable(1.7%), giventheway supply inthesector behaved percentage)
during the period. On the whole, investment as a 120
percentage of GDPwas 25.9%, ahigtoricaly highrate 100
surpassed only during certain quartersin 1994 and 1995. <o
6.0
The positive trend in investment in machinery and o | /
equipment, and in transport equipment wasreflected , /\/\
intheforceof capital goodsimports, which rose by 0 /
23.4% in dollars during the first quarter of 2007. "
However, thisgrowthislessthan what wasreported O one tomos tonor  tonos  tomos  tomor
last year. Total imports had increased 21.8%, inred it Qur. 02 GIE }?"- 03 MQu.04 D“‘fttOSD eman:“ Qu. 06

terms, by March 2007.

Source: DANE, Banco de la Republica's calculations.
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REAL ANNUAL GDP GROWTH BY TYPE OF EXPENDITURE
AND CONTRIBUTION TO GROWTH

(PERCENTAGE)

1V Qtr. 06 I Qtr. 07  Contribution
End consumption 6.8 5.4 4.5
Households 7.9 7.3 4.6
Government 3.1 (0.6) (0.2)
Gross capital formation 23.3 31.8 7.1
Gross fixed capital formation (GFCF) 16.7 28.6 5.8
GFCF without civil works 18.8 25.7 4.1
Civil works 8.8 39.6 1.7
Change in inventory 105.2 64.3 1.3
Domestic demand 10.4 11.0 11.3
Domestic demand without Inventory change 8.8 10.0 10.5
Total exports 12.4 9.4 1.9
Total imports 19.7 21.8 5.5
GDP 8.4 8.0 8.0

Source: DANE, Banco de la Republica's calculations.

Househol d consumption was the second item that contributed substantially to
GDP(4.6 pp). Itscomponentswereextremely solid, for themost part. However,
consumer durables, with an annual increase of 17.6%, and semi-durables, with
16%, wereahigh point. Non-durablegoods consumption, including itemssuch as
food, beverages, public utilities, pharmaceutical products and household

TOTAL TRADITIONAL AND NON-TRADITIONAL
EXPORTS IN DOLLARS

(ANNUAL INCREASES

LAST 12 MONTHS)

(percentage)
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400 |
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0.0 . .
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-10.0

-200

-30.0
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Totales Traditional Non-traditional

Source: DANE.
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mai ntenance, among others, wasup by 6.4%, whichis
morethan theincreasein 2006. Thegrowthinservices
(primarily homerentals, socid, community and perso-
nal services) and commercewas above 4%.

Tota exports, in real pesos, were up by 9.4% in the
first quarter of 2007, which isless than the fourth-
quarter ratein 2006. With figuresindollars, theincrease
cameto 13.8%, with non-treditiond exportsbeingmore
important (19.2%) than traditiona exports (11.2%)
(Graph9). Cod andferronicke led traditiond exports,
having increased at accumulated 12-month annua
growth ratesof 15.4% and 51.5%, respectively. The
good coffeecropand highinternationd pricesfor coffee
allowed coffee exportsto recover significantly (8.9%
12-month accumulated figure). Oil did not performas
well and registered moderate growth (5%).



By destination, exports to Venezuela, in dollars,
remained especidly strongin termsof most products, EXPORTS TO VENEZUELA,

but particularly food (Graph 10). After having dedlined (ANNUAL GROWTH IK THE LAsT 12 MoKTHS)

slowly during four quarters, exports to Ecuador

bounced back in recent months. However, by April,

(percentage)

350.0

their growth rate was slow, possibly because of a 3000 |

weeker Ecuadorian economy. TheUnited Stateswas, 2500 |

perhaps, the country’sonly major trading partner that 2000

performed poorly. Inthelast few months, thevalue 100

of exportsto that country hasdeclined, particularly in IZZZ | /\ |
sectorssuch astextiles, clothing, lesther and bananas. o ;“\\ ‘ X~
TheUnited Statesmarket iswhere Colombian exports 500 |

probably face the most competition, and peso 41000

appreciation could be undermining sales to that O P

country. At any rate, the poor outcomefor exportsto
the United States seemsto be offset by salesto the
other destinations (excluding Venezuelaand Ecua-

Source: DANE, Banco de la RepUblica's calculations.

dor), which have gained strength for several months
and, inApril, wereup by 27.5%, indollars. ANNUAL TRADABLE
AND NON-TRADABLE GDP GROWTH
Onthesupply side, thetradable sectors? (8.5%) were (percentage)
the most dynamic, although the non-tradabl e sectors® o
also performed well (7.65%) (Graph 11). Growthin 9.0

thetradable sectorsremainshigh, butisdlightly less o | . L
than during thelast two quarters. The strong demand
inVenezuelacontinuesto benefit thetradabl e sectors,

5.0

dueto high international pricesfor certain exports 30

and the strong momentum in construction, which 10 ﬂ W

requires resources from the tradabl e sectors (glass o T T

and cement, among others). The pOSS! b|e negative 1Qtr. 02 1Qtr. 03 1Qtr. 04 1Qtr. 05 1Qtr. 06 1Qtr. 07
. . . . IIT Qtr. 02 11 Qtr. 03 111 Qtr. 04 III Qtr. 05 III Qtr. 06
impact of appreciation hasyet to bereflectedin glo- B Tradables [ Non-tradables

ba or sector production figures, dthoughit might have
deviated some salesto Venezuel g, to the detriment
of thoseto other destinations.

Source: DANE, Banco de la Republica's calculations.

2 The tradable sectors include agriculture and livestock; forestry, hunting and fishing; mining and
quarries; industrial manufacturing; water, air, supplementary and auxiliary transport services;
and company services, except financial and real estate.

3 The non-tradable sectors include electricity, urban natural gas and water; construction; commerce,
repairs, restaurants and hotels; land transportation services; postal services and
telecommunications; financial brokerage and related services; real estate and home rental services;
social, community and personal services.
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The productive
capacity utilization
indicators remain
historically high.

Although growth in the non-tradabl e sectorswas|essthanin tradable GDP, it
was significant and picked up considerably during thefirst quarter of theyear.
Thiswasdueto the sharp increasein construction GDP (both civil worksand
buildings), which offset the reduction in government services.

At amore detailed level, industry was the sector that contributed the most to
annua growth, with 2.2 pp; construction accounted for 1.6 pp (Table4). Therole
of agriculture and social, communal and persona services was minor. The
contribution fromagricultureisexplained, in part, by theeffect of El Nifio, which
had a seriousimpact on milk and vegetable production. Therea so wasasharp
dropinillicit crops(-9.3%). Thelimited growthin socia, communa and persona
serviceswasdue primarily to the declinein government services(-0.7%).

3. SurplusProductive Capacity

Theindicatorsavailablefor thefirst half of 2007 suggest that surplusproductive
capacity continuesto decline on par with the high rate of economic growth.
Despite some minor declines during the second quarter, installed capacity
utilization (1CU) for industry, measured by Fedesarrollo (Graph), and ICU
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REAL ANNUAL SECTOR GDP GROWTH

(PERCENTAGE)
1V Qtr. 06 | Qtr. 07  Contribution

Agriculture, forestry, hunting and fishing 3.3 1.7 0.2
Mining and quarries 1.3 (0.9) (0.0)
Electricity, gas and water 4.9 3.9 0.1
Manufacturing industry 16.6 14.6 2.2
Construction 10.0 28.3 1.6

Buildings 10.8 20.1 0.7

Civil works 8.9 39.6 0.9
Commerce, repairs, restaurants & hotels 13.8 11.2 1.3
Transport, storage & communication 12.1 9.8 0.8
Financial, insurance, rea estate and

company-service establishments 3.8 4.9 0.8
Social, communal and personal services 2.9 0.2 0.0
Financial brokerage, measured indirectly 7.9 8.0 0.3
Aggregate sub-total 7.7 7.3 6.7
GDP 8.4 8.0 8.0
Tradables? 10.3 8.5 3.2
Non-tradables 7.2 7.7 4.8

al It is assumed the tradable sectors are agriculture, mining and manufacturing; air, water, complementary and auxiliary transport
services; and certain private services for companies.
Source: DANE, Banco de la Republica's calculations.



measured by the National Association of Industridists
(ANDI), which aretwo key indicators, remained at

INSTALLED CAPACITY COMPARED

historically high levels. Inthe past, these coincided TO EXPECTED DEMAND

with positive and prominent output gaps and with (Batance)

demand-pulled inflation pressure. Other indicators, 00 ————————————————

such as the one that measures productive capacity 100 |

availableto satisfy increased demand, a so pointedin 200 \ y /VAN’\‘ N JI‘

that direction. 300 \,,\\/'J"w\" Wi |
400 |

-50.0

Giventhefirg-quarter growthfigures, and consdering
thedataon investment, employment and intensity of
factor utilization, the various methodsthe Bank uses

-60.0
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to estimate the output gap show it could be between Apr8l  Apr8S  Apr89  Apr93  Apr97  Apr0l  Apr0S
+1’3% and +3,90A) dUI'I ng 2m7’ on a\/a‘we. It |Sm0$ Apr-83 Apr-87 Apr-91 Apr-95 Apr-99 Apr-03 Apr-07
likely +2.6%. Thisisprovidedthat growth during 2007 oter The sries s seceorcly arjuster

is close to what it was last year (Graph 13).
Accordingly, if the current rate continues, these
methodssuggest the output gap woul d keep expanding
thisyear. They also indicate the output gap in 2006
would have been 1.36%, whichisslightly morethan “;“;”“"“g“
the estimateinthe March report (+0,6%).

THE OUTPUT GAP

2.0
1.0
Based on availableinformation, itispossibletoinfer 00
that factor use is on the rise and, if these trends 10
continue, the demand-pulled inflation pressuresthat 20
wereidentifiedinthelast report could continueduring

the remainder of 2007. Thisis consistent with the

-3.0

-4.0

-5.0

surgeinthevarious coreinflation measurementsas 60
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food and regulated prices, since November 2006. (proj) Projected.

Source: Banco de la Republica

TheBank’s methodstakeinto account the sizeableinvestment effort in Colom-
biaduring thelast two years. The exercise used to separate growth according
tothevariousproductivefactorsshowsthat, despite moreinvestment, theintensity
of capital use hasincreased and would tend to expand even more during 2007.
The same method showsthat, even though the problemislesscritical withthe
work factor, therisein employment anticipated for 2007 should reducethe gap
inthat market by raising work factor intensity.

Theforegoing estimates consider thefact that growth intotal factor productivity

hasincreased at aratethat exceedsitsaverage growth since 1980. However,
asthisreport shows, the productivity gainshave not been enoughto contain the
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A. NOMINAL RETAIL
AND INDUSTRIAL WAGE INDEX

(Annual Variation — Cyclical and Tendential Component)
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increasein coreand non-tradableinflation sofar this
year.

4. Wage Costsand the Labor Market

Theavailableindicatorsshow that, sofar thisyear,
wage cost variations for companies have been
dightly lessthan those observed throughout 2006.
The wage adjustmentsin industry and commerce
were more moderate during thefirst months of the
year. By April, they came to 5.0% and 7.1%,
respectively. According to availablefiguresfor the
construction sector at June, wage adjustmentsfor
workersand employeeswere around 6.0% (Graph
14).

Employment datataken from the Comprehensive
Household Survey (GEIH in Spanish) nationwide
do not suggest a tight job market at this point in
time. However, other sector indicators show an
important recovery in urban employment. For
example, according to the April edition of the
Monthly Manufacturing Sample (MMS), industry
hired 4.5% moreworkers. The Retail Trade Sample
(RTS) points to an increase of 5.9% in the total
number of employees in that sector. This marks
nearly two yearsin arow that employment in both
these sectors hasincreased at this pace. Datafrom
the Socia Protection Ministry show that membership
infamily subsidy entitieswas up by 1.8% during

thefirst quarter of theyear, compared to the number of workersregisteredin
December 2006. The same occurred with the number of active affiliatesin

the pension system.

In all, the data on wages and employment do not suggest the presence of
wage-cost pressures up to June. Thisisexplained, in part, by thefact that the
job market remained loose. However, it islikely to tighten towards the mid-
term, if theincreasein employment during thefirst part of the year continues,
along with added use of overtimein industrial manufacturing (annual 2.9%
increaseat April 2007) and considering projected GDPgrowth, especially for
labor-intensive sectors such as construction and commerce.
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For thisreason, the possibility that more demand for labor might create labor-
cost inflation pressurein the months ahead cannot beruled out. Thisisparticu-
larly likely if thelabor supply declinesinrelativeterms, as happened recently,
judging fromthedipsin theglobal employment rate (GER).

Wage cost pressure continues, but isrestricted partly by labor productivity gains
in sectors such as industry and commerce. The various productivity
measurements continueto report gains, even after the adjustment madefor the
cyclical component of the series. Another factor that could have curbed higher
wage hikesand has prevented the job market from tightening even faster isthe
declineintherelative priceof capital, thanksto peso appreciation, tax incentives
for investment, and the fact that manufactured goodsworl dwide have become
less expensive. This phenomenon might have

bol stered the substitution of capital for labor, curbing

It isunclear if the
drop in producer
inflation will pass
through to consumer
inflation in the short-
term.

growthinthedemand for labor.

PPl BY DIVISIONS

(ANNUAL VARIATION)

(percentage)

5. Other Costs
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Judging by the producer price index (PPI) and so | \
other indicators, raw material costs do not appear 70 b
to have exerted much pressure on prices so far 60 | \/
thisyear. Annual inflation measured by total PPI 50
has declined since the start of 2007 and was only 40
4.1% at June. The role of accumulated peso 30
appreciation in thistrend has been important in 20
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terms of lower pricesfor imported raw materials.
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The annual Varl atlon |n Importw PPI WaS-1802% Source: Banco de la Repiblica, prior to December 2006, and DANE as of December 2006.

Banco de la Republica's calculations.

at June. A cheaper dollar, compared to the peso,

would have offset the increase in external prices for a number of raw
materials. Cereals, oils and oil seeds are some examples. In the case of
raw materials and other costs of domestic origin, the pace of price changes
remained stable (at around 3.2%), after having fallen at the start of the
year (Graph 15).

Despitethedrop in producer inflation and little indication of cost pressure,
it isunclear asto whether thiswill spell less consumer inflation in the
short or mid-term. First of all, thisisbecause public utilities, which weigh
heavily on the consumer basket of goods and services, are not measured
in the PPI. Secondly, there are indications that the force of demand is
acting asan incentive for companiesto raisetheir mark ups. Thisprevents
lower costs from translating into lower pricesfor consumers.
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INFLATION EXPECTATIONS AT DECEMBER EACH YEAR:
BANKS AND BROKERAGE FIRMS
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Source: Banco de la Replblica.

6. Inflation Expectations

After increasing sharply at the start of theyear, in-
flation expectationseased abit during May and June,
consstent withthe bresk inthe price series. Generdly
speaking, the various surveys show that economic
agents expect a gradual reduction in inflation
throughout the year, but not enough to placeit within
thetarget range set by the BDBR.

For example, themonthly survey of financial market
operatorsand analysts conducted at the beginning of
July showsthey expect inflation to be around 5% by
December 2007. Thisisbetter thaninApril and May,
when inflation was expected to be 5.2% (Graph 16).

The broadest quarterly survey, which gauges the opinion of companies and
[abor unions, among others, pointsto lessfavorable performance, withinflation
expected to be 5.6% by the end of the year. Neverthel ess, those surveyedin
this case al so expect inflation to continue on adownward trend that should
extend to thefirst half of 2008.
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[I. FINANCIAL
MARKETS

I nflation pressuresin anumber of countriescanincreaseinternationa interest
rate; however, they should not restrict world liquidity to any great degree.
Theseforecastsdo not consider the effect of therecent increaseinfinancial
market volatility.

Thegrowthin credit sowed somewhat last quarter, although thistrend did
not include the mortgage |l oan portfolio, which accelerated. Moreover, the
increasein credit still far exceedsnominal GDP growth.

Pass-through of the Bank’s interest rate to lending and deposit rates
picked up during thelast two months, but isnot compl ete. Interest rates
arenow similar to the averagefor the decade.

The speed of pass-through to interest rates is expected to increase in
the coming months, sincethefinancial systemisexpected toliquidate
fewer TES and given the impact of the recent change in reserve
requirements. Both thesefactors should help to Slow the growth in credit
aswell.

A. THE INTERNATIONAL CONTEXT

During the second quarter of the year, positive news about world economic
growth, coupled with high commodity prices, especialy for oil, raised therisk of
inflation pressures. Consequently, many of the developed and developing
economiesare moving towardstighter monetary policies. Theresult hasbeen
anincreaseinlong-terminterest ratesin anumber of countries(Graph 17).

Inadditiontotheriseininterest ratesworldwide, thelast few weeks brought
news of asubstantial deterioration in the sub-prime mortgage market in the
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INTEREST RATES ON 10-YEAR
GOVERNMENT BONDS
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United States. Nervousness about the possibility
of contagion from that sector to the rest of the
financial market and the economy in general has
raised risk aversion. This, inturn, has made various
financial indicators morevolatile, including stock
prices (Graph 18).

Other indicators, such asthe country-risk premiums
of the emerging economies, high yield US bonds,
and VIX (US stock market volatility index) also
increased recently (Graph 19, panelsA and B). In
July, when thisreport wasbeing written, Colombia's
risk premium was affected to some degree,
registering 70 bp increases.

Astoforeign exchange marketsin theregion, the
tendency towards appreciation against the dollar
continued or increased throughout much of the
second quarter, particularly in the case of Brazil,
Colombiaand Chile (Graph 20). However, in July,
thevolatility of financial instruments seemsto have
spread to currencies, some of which weakened
against the dollar. Even so, those trends have not
been strong, possibly because macroeconomic

United States Japan Euro Zone
Source: Datastream.
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conditionsinthese countriesremained stable, thanks

to good terms of trade.

NOMINAL EXCHANGE RATE OF DIFFERENT LATIN
AMERICAN CURRENCIES AGAINST THE DOLLAR

Regardless of the foregoing, theincreasein risk (February 15, 2006 Index = 100)
aversion could build and generate more pressure, 120
not only on risk premiums but also on the Latin s
American currencies, including the Colombian 1o
peso. The degree of uncertainty and risk weighing 105
on external financial conditions has increased o Wi
compared to the situation reflected in the March 2o \M\W\
report. ] ‘
85
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Source: Datastream.

In April 2007, twelve months after onset of the

change in monetary policy, the pass-through of policy rates waslagging.
Real lending and deposit rates at the start of the second quarter wereless
than the historic averages seen since 1990 and barely bordered the averages
in the current decade. For thisreason, the BDBR decided in the last three
monthsto continueits policy of gradual intervention rate hikesand to adjust
some of the reserve-ratio measures adopted at the beginning of May.

Monetary policy hasyet to have asignificant impact on credit. At June,
annual growth in thetotal loan portfolio completed more than six months
above 30%. Thishasdonelittleto curb economic growth. Thelimited impact
of monetary policy isdue, in part, to thefact that this variable was affected
by a supply shock in 2006 and early 2007, fueled with resourcesfrom the
rebalancing of credit institution assets and an abundance of deposits
originating with agents’ increased preference for fixed income.

Even so, there was more of areaction from the credit channel in May and
June, when all interest rates showed a stronger responseto the policy rate
hikes, and credit slowed somewhat. These tendencies might build; however,
thereisstill agreat deal of uncertainty in thisrespect.

1. Monetary Aggregates
At June, the impact of

Thenarrowest definition of monetary aggregates, especialy cash, suggeststhe monetary policy on
increasein preferencefor liquidity during thelast three quarters has declined credit and interest
among agentsin the economy. Since September 2006, the annual increasein rateswas still partial.
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cash dropped from 30% to 12%, means of payment
(M1) from 26%to 11%, and base money from 29.5%
t016.6% (Graph 21).

ANNUAL GROWTH IN MONETARY AGGREGATES

(percentage)
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The broader monetary aggregate (M 3) showed more
of apreferencefor deposits between April 2006 and
May 2007. Regardless of thedowdownincash, M3
went from 13.9% to 20.5%, due to certificates of
deposit (CD) and savings accounts. As a resullt,
liabilities subject to reserve requirements (L SRR)*
climbedfrom 13.1%t0 21.1% betweenApril 2006 and
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M3 Cash M dedlined: theannud varigioninM3wasdownto 17.7%
andthat of LSRR, t0 18.6%. Inreal terms, al of this
meant approximately 11.5% moreresourcesavailable
from depositsin the last two years, which isalmost
twicethe pace of economic activity (Graph 22).

30.0

25.0

20.0

15.0

10.0

5.0

Base Money

Source: National Office of the Superintendent of Financial Institutions. Banco la RepUblica's
calculations.

ANNUAL LSRR GROWTH

(percentage) As mentioned in the last report, there were two
20 periods since March 2006 when the LSRR
accelerated:

20.0

17.0

o Thefirst (March - August 2006) originated
when agents® decided to reducetheir variable

14.0

YA\

oo \/\J/\\/\/ 1 incomepositionin pesos(stocksand TES). The
80 | ] goal was to find shelter in domestic fixed
o ‘ ‘ ‘ ‘ ‘ ‘ ‘ income and external assets, given expectations

Jun-05  Sep-05 Dec-05 Mar-06 Jun-06 Sep-06 Dec-06 Mar-07 Jun-07 of external interest rate hikes. This caused
o e e R devaluation of domestic government bonds, a
zt;ru(iea:ﬂl;lsgonal Office of the Superintendent of Financia Institutions. Banco la Replblica's drop in Shal’e pn ceson the StOCk eXChange,
and peso depreciation, aprocess that fed on

itself for afew months.

o The second (February —May 2007) witnessed another increasein agents
preference for domestic assets, given expectations of peso appreciation
associated with anincreaseinforeign capital inflows. Added to thiswas
thereductionintheamount of domestic government bondsduring February,
which also meant ashiftinagents portfoliostowardsdeposits.

4 All deposits are now liabilities subject to reserve requirements. Between 2000 and 2004, they
aso included restricted deposits, which accounted for 0.5%, on average, and as much as 1.23%
in November 1999.

5 Most likely concentrated in households and companies.
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Theincreased demand for LSRR in past quarters, particularly the demand for Credit growth was

savingsdeposits, trand ated into an abundance of resourcesfor credit indtitutions. high, despite the
slowdown in May and
The coming monthswill seeagreat deal of uncertainty about how LSRR will June.

perform. Thefollowing are some of the major reasonswhy:

o The deposit market was affected by the national government’s net
withdrawal of $5trillion (t) pesosbetween May and June 2007, toincrease
thefundsit hasavailablein Banco delaRepublica. Inview of thisfact,
itishoped the government will againinject resourcesinto the Colombian
economy cons stent with thetraditiona savingscycleduring thefirst the
year, and in draws during the second, but concentrated chiefly at the end
of theyear when the seasonal demand for liquidity ishigher.

. The pricesof variableincome securities and government bonds gained
stability, implying less market risk and making investment in LSRR
relatively lessattractive.

° Finally, expectationsof peso appreciation werelower thanin past months.

2. Credit

Annual loan portfolio growthin thefinancia system remained high throughout
the second quarter, despite being more moderatein May and June. At June, the
increase in the total loan portfolio® (in domestic and foreign currency) was
29.5%in nomina terms, whichisdightly below therateat March (31.2%). As
totypeof credit, the consumer and commercial loan

portfolios’ registered respectiveincreases of 44.2% GRAPH 23
and 25.1% compared t0 46.9% and 28.0%in March. ANNUAL TOTAL GROSS LOAN PORTFOLIO GROWTH
Growthinthemortgagel oan portfolio picked up speed (percentage)

between March (13.5%) and June (17.3%), 50.0

prolonging the upward trend witnessed since the 400

fourth quarter of 2006 (Graph 23). 300 |

200 \—//\
A look at theuseand source credit flow inthefinancid wo | A e /
system hel psto better understand what happened to f‘/h\ ‘

0.0 L L L L L L L L
credit in May and June, particularly by separating " W

-20.0
Jun-02 Dec-02 Jun-03 Dec-03 Jun-04 Dec-04 Jun-05 Dec-05 Jun-06 Dec-06 Jun-07
Total

6 Includes consumer, commercial and adjusted mortgage loans.
The latter is the sum of the outstanding mortgage portfolio,
plus securitizations.

Consumer and Micro-credit

Commercial Adjusted Mortgage

. : Source: National Office of the Superintendent of Financial Institutions. Banco la Repdblica's
7 Consumer aggregate, plus micro-credit. calculations.




In May and June,
there were no major
TES redemptions by
the financial system.

themonetary policy normdlization periodinto twointervas: thelast two months
andtherest of the period (April 2006 —April 2007) (Table5).

Thefigures presented here contain three interesting facts: i) credit activity in
the last two months, including leasing, is similar to what it was during the
interval uptoApril 2007, with average monthly increases of Col$2.3tin both
periods; ii) LSRR dropped Col$0.8t dueto the declinein depositsduring May
and June, asaresult of thetransfer of escrow depositsto the National Treasury,
andiii) theinvestment redemption strategy applied in 2006 and early 2007 was
discontinued inApril; accordingly, financid institutionsincreased their TES hol-
dingsin May and June (Col$0.71t).

3. Interest Rates

The BDBR'sdecision to normalize monetary policy asof April 2006 ledto an
increase of 300 bp intheinterest rate on repo auctions between that month and
June2007. Thischangeismirrored entirdly intheinterbank rate (T1B in Spanish),
but islagging with respect to other interest rates.

Even s, in the last month and a half, nominal interest rates tended to react
more strongly to the policy rate hikes. Theaveragenominal rate on certificates

36

PRINCIPLE USES AND SOURCES
OF CREDIT INSTITUTION'S RESOURCES

Accumulated Flows

Apr-06 to Apr-07 May-07 to Jun-07
Assets
Own cash position 237.7 921.3
Bank reserve 1,761.7 986.3
Net portfolio 25,203.5 4,286.6
Investments (11,633.1) 949.4
Leasing portfolio 2,751.0 418.3
Other net assets (1,661.4) (348.6)
Total 16,659.4 7,213.3
Liabilities
Net OMA (8,730.7) 8,026.7
LSRR 25,390.1 (813.3)
Total 16,659.4 7,213.3
Memorandum item
Tes B in the financial syst. - nominal value (6,686.5) 714.2

Source: National Office of the Superintendent of Financia Institutions. Banco la Republica's calculations.



of deposit was 8.35% in June, as opposed to 7.8% in March. The bulk of the
increase during the second quarter occurred in June (56 bp). The accumul ated
increasesinceApril 2006 comesto 220 bp. (Table6).

The cumulative repo-rate adjustment contributed to theincreasein thenomina
CD rateat June, asdid the reduced abundance of resourcesdueto thetransfers
totheNational Treasury. Theincreased share of corporate (or Treasury) deposits
reflectsthissituation; it was up from 32% of total depositsin CDsat May to
47.5% at June (Table6).

Theaveragelending rate? was 15.3%, compared to 13.9%in March, and has
accumulated 240 bp sinceApril 2006 (Table6).

8  Calculated by Banco de la Replblica, it includes the commercial, mortgage, preferred, consumer
and treasure loan portfolios (the latter with less weight).

Market rates
increased more
rapidly in May and
June than in previous
months.

NOMINAL INTEREST RATE

Deposit Rates Apr-06 Dec-06 Mar-07 May-07 Jun-07 Variation
Monthly  Apr-06
to Jun-07
Ordinary Savings 3.60 3.92 4.42 4.63 4.32 (0.30) 0.72
CDs 6.15 6.98 7.80 7.79 8.35 0.56 2.20
At 30 days 2.99 3.50 3.62 4.59 4.99 0.40 1.99
From 31 to 44 days 3.89 4.00 4.38 4.86 7.36 2.50 3.47
At 45 days 3.01 5.30 4.35 4.50 4.65 0.15 1.64
From 46 to 59 4.80 4.10 5.88 3.31 5.03 1.71 0.23
At 60 days 4.10 4.16 4.58 5.24 4.85 (0.39) 0.75
From 61 to 89 days 5.69 6.87 7.97 8.25 8.66 0.41 2.97
At 90 days - DTF (fixed deposit) 5.93 6.75 7.52 7.61 8.02 0.41 2.09
From 91 to 119 days 6.30 7.32 8.13 8.45 8.77 0.32 2.48
At 120 days 6.31 7.22 7.31 7.82 7.83 0.01 1.53
From 121 to 179 days 6.67 7.45 8.25 8.52 8.69 0.17 2.02
At 180 days 6.51 7.18 7.44 7.63 7.70 0.06 1.19
From 181 to 359 days 6.83 7.68 8.19 8.19 8.61 0.43 1.78
At 360 days 7.00 7.64 8.20 7.43 8.21 0.78 1.21
Above 360 days 7.20 8.47 9.46 9.62 9.89 0.27 2.69
CD deposits via office network 6.08 6.63 7.03 7.14 7.45 0.31 1.37
CD deposits via treas. network 6.34 7.87 8.82 8.94 9.35 0.40 3.01
Lending Rates
BR lending rate 12.94 13.04 13.92 14.83 15.33 0.51 2.40
Consumer 21.14 19.57 18.52 21.19 21.85 0.66 0.71
Ordinary 15.36 14.24 15.37 16.45 16.88 0.43 1.51
Mortgage 13.88 13.02 13.80 14.68 15.21 0.53 1.32
Preferred 8.73 10.22 11.22 11.71 12.29 0.58 3.57
Treasury 7.68 9.58 10.54 11.36 11.77 0.41 4.09

Source: National Office of the Superintendent of Financia Institutions. Banco la Republica's calculations.
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CONSUMER, CREDIT CARD AND USURY RATE

(percentage)

35.0

There are two additional facts to bear in mind with respect to the nominal
lending rates.

i) All interest rateswere up in June, particularly those on credit card, con-
sumer and home building loans. With respect to the Juneincrease, itis
important to recognize theimpact therisein the usury rate could have
had on consumer and credit card loans (Graph 24).

i)  Accumulated policy rate pass-through remains disperse, with more
influence on the shortest term credit (treasury, 409 bp and preferred, 357
bp), followed at a distance by ordinary loans (151 bp) and consumer
credit (71 bp) (Table6). A large volume of resourcesare concentrated in
the ordinary and consumer loan portfolios, which have benefited

considerably from the credit supply shock.

The pass-through to real rates has been slower, but
did pick upin May and June, partly because of less
inflation. During the past 15 months, CD rateshave

30.0

25.0

20.0

15.0

increased by only 127 bp, and savingsrates declined
by 13 bp. The average lending rate rose by 140 bp
during the same period. Thisincludeseverything from
a307 bpincreaseintreasury loansto a27 bp decline
ininterest rateson consumer loans (Table 7). Pass-
throughinthe caseof ordinary loanshasbeen limited,
and negative with respect to mortgages (for home
purchase).

Jun-02

Jun-03

Consumer

Jun-04

Jun-05 Jun-06 Jun-07

Usury

Credit Card

At June, real lending and deposit rates charged by

Source: National Office of the Superintendent of Financial Institutions. Banco la Republica's

calculations.
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creditingtitutionsweresmilar tothosein effect during

April 2006, when the monetary policy stance began
to change. Theselevelsareclose, or even bel ow, the averages observed during
the current decade, which has been characterized by aloose monetary policy
intended to support economic activity.

For example, thereal ex post interest rate on consumer loansisstill below the
averagefor 2001-2007, whilered interest rateson ordinary loansare barely up
to their average for the current decade. Real interest rates on preferred and
treasury loans are the only onesthat are above average for the same period
(Graph 25).

Giventhoselevels, it wasdifficult for real ratesin the second quarter to offer a
clear signal, ontheir own, that would reinin aggregate spending. Therefore, to



REAL INTEREST RATE ON NON-FooD CPI

Apr-06 Dec-06 Mar-07 May-07 Jun-07 Variation
Monthly  Apr-06
to Jun-07
Deposit rates
Ordinary savings 0.07 (0.03) 0.04 0.10 (0.06) (0.16) (0.13)
CD 2.54 2.92 3.28 3.13 3.80 0.67 1.27
DTF 0.00 0.00 3.02 0.00 0.00 0.00 0.00
Lending rates
Banco de la Republica lending rate 9.09 8.75 9.15 9.86 10.49 0.63 1.40
Consumer 17.01 15.03 13.55 15.95 16.74 0.79 (0.28)
Ordinary 11.44 9.91 10.53 11.42 11.97 0.55 0.53
Mortgage 10.01 8.72 9.03 9.72 10.37 0.65 0.37
Preferred 5.02 6.04 6.55 6.88 7.58 0.70 2.55
Treasury 4.02 5.41 5.91 6.55 7.08 0.53 3.06
Banco de la Republica
Policy Rate 2.39 3.28 3.53 3.90 4.29 0.39 1.90

Source: National Office of the Superintendent of Financial Institutions. Banco la Republica's calculations.

REAL INTEREST RATEs #

ORDINARY LOANS

TREASURY LOANS
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At June, real interest accelerateinterest rate pass-through, the BDBR adopted severa decisionson

rates were not high reserverequirementsat itsmeetingson May 6 and June 15. Thekey detailsare
compared to their outlined in Table 8. Concerning those measures, thefollowing should betaken
averages during the into account: i) the changein the marginal reserveratio appliestoincreasesin
present decade. depositswith respect to the balance on May 7, 2007; ii) the marginal reserve

requirement took effect on May 8, but with atemporary ratio of 12.5% for
savingsuntil July 10, 2007; and iii) unification of the ordinary reserveratiofor
sight depositsand savings accountstook effect on July 11, 2007.

Inthe coming months, threefactorswill reinforcethepolicy interest rate hikes:

d Theupdatein usury rates,® whichwill alow for higher interest rateson
consumer and credit card loans.

d Theonset of anti-cyclical provisions'®in July, when the Superintendent
of Financia Ingtitutions stipul ated areference model for thecommercial
loan portfolio; although initial estimates suggest the impact will be
moderate at best.

° Themargina reserverequirement for deposits, asof May, and itsimpact
on curbing credit, which will depend on how credit institutions adapt
management of their assets and liabilities (this effect will beginto be
evident asof July).

ORDINARY AND MARGINAL RESERVE REQUIREMENTS
(PERCENTAGE)
Ordinary Reserve Ratio Marginal Reserve Ratio
Previous Current & Previous Current @
Current accounts & other demand deposits 13.0 8.3 27.0
Savings accounts 6.0 8.3 27.0
Certificates of deposit 2.5 2.5 5.0

al EReserve ratios modified by virtue of BDBR external resolutions No. 3 of May 6, 2007 and No. 7 of June 15, 2007.
Source: Banco de la Republica.

At June, the usury rate was 25.1% for consumer and ordinary loans, and 33.9% for micro-credit.

1 External Circular 035 issued in October 2006 by the National Office of the Superintendent of
Financial Institutions.
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[1I. THE

MACROECONOMIC
OUTLOOK

The baseline scenario for thisreport assumes the external context will

befavorablefor Colombia, thanksto high termsof trade and abundant
externa capital resources. However, theincreaseinrisk aversion observed
in recent weeks makes these forecasts more uncertain.

Theforecast for growth during 2007 isup, and theincreasethisyear isnow

expectedto besimilar towhat it wasin 2006. Theseresultsare compatible
with more moderate growth during the second half of the year, which
would makeit easi er to accomplish thelong-term targetsfor inflation.

Inflation will continueto declineduring the second half of theyear andin

2008, mainly because of better pricesfor perishablefoods. Even so, non-
tradableinflation will remain high for sometime, given thedemand-pulled
inflation pressure observed up to now. The exchangerateis not expected
to causeinflationtoincrease.

The policy on interest rate hikes is expected to help to reduce demand-

pulled pressurein the coming quarters, and will havethemost impactin
2008. At present, the extent of inflation expectations remains arisk to
future price stability.

A. THE INTERNATIONAL CONTEXT

Sofar thisyear, theworld economy hasgrown faster than the market expected.
The increased momentum in the euro zone and other emerging economies,
such as China, hasmadeit necessary to raisetheir forecastsfor the remainder
of theyear. At the sametime, theforce of global demand has added to the price
of most raw materials, or kept them extremely high. Itisin this context that

inflation pressures have emerged many countries, leading to increasesin current
and expected interest rates.
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Recent months have
seen inflation
pressures emerged in
various countries,
causing interest rates
to increase.

The coming quartersare expected to see continued growth in the United States
economy, which would favor world economic growth. After aweak startin
2007, the US economy beganto show signsof strength during the second quarter,
when growth was 3.4% as a result of the momentum in non-residential
investment, government spending and external demand. Thisrecovery should
continue during the remainder of theyear, but would be gradual because of the
problemsthat still exist in the housing sector, which wasdown again during the
second quarter.

Accordingly, GDPinthe United Statesisexpected be up by 2.1%in 2007 and
2.9%in 2008 (Table9). Theeconomy will continueto befueled by household
consumption, which isexpected to show acceptable growth during thosetwo
years, although slightly lessthan in 2006, dueto the weal th effect associated
with lower housing prices and to high gasoline prices. Theincreasein con-
sumption will be accompanied by strong external demand and by relatively
dynamic non-residentia investment.

The euro zone and Japan performed well during the first quarter (2.4% and
3.3% economic growth, respectively). Therest of theyear isexpected to see

GROWTH FORECASTS FOR COLOMBIA'S MAJOR TRADING PARTNERS #

(PERCENTAGE)

Actual Forecasts for
2006
2007, at: 2008, at:
Jul-07 Apr-07 Jul-07 Apr-07

Major Trading Partners

United States 3.3 2.1 2.4 2.9 3.0

Euro Zone 2.7 2.7 2.3 2.3 2.1

Ecuador 4.5 3.3 3.4 3.0 3.2

Venezuela 10.3 7.0 6.8 3.8 3.5
Other Partners

Japan 2.4 2.3 2.1 2.2 2.2

China 10.5 10.4 9.7 9.8 9.6

Peru 7.2 7.0 6.6 5.9 5.7

Mexico 4.7 3.1 3.4 3.6 3.7

Chile 4.3 5.7 5.1 5.2 5.0

Argentina 8.4 7.6 7.5 5.8 5.6

Brazil 2.8 4.2 3.6 4.2 3.7

Bolivia 4.1 4.5 4.6 4.1 4.1
Developed Countries 3.2 2.2 2.4 2.8 2.8
Developing Countries 7.3 5.5 5.4 4.0 3.9
Total Trading Partners 4.7 4.1 4.1 4.0 3.9

al Baance of payments calculated according to non-traditional exports.

Source: Datastream-Consensus.
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very littlechangein that trend. I n the case of the European economy, thegrowth
forecasts have been raised with respect to three months ago, and are now
2.7%for 2007 and 2.3% for 2008. Theforecastsfor Japan remained unchanged
at 2.3% for this year and 2.2% for the next (Table 9). Both economies are
expected to performwell interms of investment, consumption and exports, as
they havefor several quarters.

Strong world demand so far this year, coupled with higher forecastsfor the
second half of 2007 and 2008, hasraised pressure on oil and other commodity
prices. Theoil situationiscomplicated by production problems (in Nigeriaand
Iran, dongwith the political crisisin Palestine) and the cutbacksordered by the
Organization of Oil Exporting Countries (OPEC) at
the start of this year, al of which raised pricesto
above US$70 per barrel, which is more than was

anticipated inthe March report (Graph 26). Inview z " LWP\';;i = SS<TV;Z:(> CenANGE
of thesefactors, the priceforecastsin thisreport are
higher. For example, West Texas I ntermediate (WTI) (Doltars/barrel)
is expected to be US$66 per barrel in 2007 and v
US$67.8in 2008. "
70
The forecasts for commodity prices (excluding 6
energy) also improved significantly compared to 60
expectations three months ago. According to The 55
Economist Inteligence Unit (E1U), commodity prices 50
would be up by 11.1% in 2007, as opposed to 6.1% 45 ‘ ‘ ‘ ‘ ‘ ‘ ‘
forecast in the March report. All the forecasts still U0 Oer03 a0 APEO0 kG0 Oer00 QT Apr0T 07
include asdlight drop in 2008, but from avery high Sources Bloomberg.
level (Graph 27).

GRAPH 27

Theforecastsfor Colombia s main exportsin 2007

ToTAL COMMODITY PRICE INDEX,

and 2008 are considerably higher thanintheMarch WITHOUT OIL (WCF)
report, especialy for coal, ferronickel and oil. The o
predictionsfor coffeeare not asfavorable; yet, they 160

could beunderestimated abit, given recent newsabout 150
an eventual cutback inworld coffee supply during 0
the next few quarters (Table 10).

S
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Strong demand in most countries, coupled with high 100
commodity prices, hasraised therisk of inflationina :z
number of devel oped and emerging economies. The 70

Sep-95 Sep-97 Sep-99 Sep-01 Sep-03 Sep-05 Sep-07 Sep-09
June 2007 Forecast April 2007 Forecast

downwardtrend in US coreinflation continues, butis
not very pronounced, apparently not enough for the

Source: The Economist Intelligence Unit.
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INTERNATIONAL PRICES

2005 2006 Current Forecast ¥ Previous Forecast /

2007 2008 2007 2008

Coffee (ex dock) (dollars/pound) 1.2 1.2 1.2 0.9 1.2 0.9
Oil (dollars/barrel) 49.8 58.3 54.1 61.4 51.3 47.9
Coal (dollars/ton) 47.8 48.0 51.5 49.1 48.8 45.9
Ferronickel (dollars/pound) 2.4 3.6 6.6 4.3 6.1 4.7
Gold (dollars/troy ounce) 445.0 604.6 655.3 690.3 690.3 725.3

al Estimated balance of payments at July 2007
b/ Estimated balance of payments at April 2007
Source: Banco de la Republica
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monetary authority. Asaresult, the United States Federal Reserve Bank (the
Fed) isexpected to holditsinterest rates at 5.25% for the rest 2007.

Pressure on pricesin Europe could pose more acausefor concern if the build-
up in coreinflation observed in recent months continues. To keep thisfrom
happening, the European Central Bank would have to make additional
adjustmentsinitsintervention interest rates (whichwere4%in July). Japanis
aspecial caseand, although coreinflation hasnot increased, gradual rate hikes
cannot beruled out, since the monetary authority needsto control any future
pressure on prices.

In addition to these economies, other countries such as Canada, the United
Kingdom and Chile have begun to tighten their monetary policiesto control
upwardinflation pressures. The same phenomenon al so hasbegun to be evident
ineconomiesthat have enjoyed strong growth for anumber of years, with low
inflation. Chinaisthe most obviousexample. It saw aworrisome rebound in
inflation during recent months, on par with the build-up in economic growth.
Thisgrowth surprised the markets, duetoits strength during the second quarter
(11.9%), and thereisnoindicationit will help to ease pressureon pricesinthe
future, inasmuch as the forecasts continue to be extremely high (10.4% for
2007 and 9.8% for 2008). Consequently, China'smonetary authoritiesarelikely
to make further adjustmentsin their monetary policy andto alow theyuanto
appreciatefurther.

Despite expectations of higher interest rates, the outlook for the emerging
economiesin Latin Americaremainspromising. Termsof trade have stayed at
historically highlevels, and thedemand for Latin American exportshasgrown
considerably, all of which hasenabled those economiesto avoid accumulating a
large external imbalance. Growth has surpassed all expectations. Asaresult,



the forecasts for the rest of 2007 and all of 2008 were raised, especially for This report forecasts
Brazil, Chileand Peru. no changes in capital
flows to Colombia...

Theforecast for growth in Venezueladuring 2007 wasincreased somewhat,

compared to the March report (from 6.8% to 7%). During the remainder of the

year and in 2008, the markets expect to see less GDP growth in Venezuela.

However, theseforecasts could be overly pessimistic, if oil pricescontinueto

rise. Asto Ecuador, itseconomic growth remains extremely moderate, and no
changeinthistrendisexpected during therest of theyear or in 2008.

Giventheforegoing, the basdline scenariofor thisreport issmilar totheonefor
theMarch report. In essence, it assumesinternational interest rateswill increase
and liquidity will decline somewhat, particularly during 2008. However, these
hikes are still expected to be moderate and part of areturn to normal in the
world monetary situation, rather than part of asharp liquidity squeeze. Therefore,
the remainder of the year and 2008 are expected to see no radical changein
capital flowsfor Colombiaor the other emerging economies.

The baseline scenario presentstwo key risksthat add to uncertainty about the
current forecasts:

1 Current mortgage problemsin the United States could extend to other
segments of the financial market and to the productive sector. If this
happens, risk aversion probably would increase sharply. Economic per-
formanceinthe United States could be affected asaresult, and eventudly
undermineterms of trade for the emerging economies and the flow of
capital to those economies. However, the likelihood of this risk
materializing isnot substantial, as problem loans still account for only
small part of the US economy.

2. Inflation in the United States could exceed the Fed’simplicit targets,
pressured by high pricesfor oil and other raw materials, by high capacity
use, and by ajob market that remainstight. Under these conditions, the
monetary authority isliketo adjust interest rates further, which could
limit accessto external resourcesfor the emerging economies.

B. DOMESTIC GROWTH
... however, recent

The growth figurefor the second quarter had yet to be announced at thetime events have added to
thisreport waswritten, but isexpected to be slightly lessthan during thefirst uncertainty in the
quarter. This prediction isbased on the various indicators avail able to date. external context.
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Consequently, in the baseline scenario, GDP growth is forecast at 5.8% to
7.7%for al of 2007 (Graph 28), with 6.6% asthe mid-point (Table 11). Thisis
much higher than theforecast in the March report, which was between 5.0%
and 6.5%. The bias towards added growth is explained by more public and
private investment and by more external demand, particularly in Venezuela.
Theforecast for growth takesinto account the adjustment in public spending
announced by the government for 2007.

Broadly speaking, the various spending components are expected to continue
to perform well throughout 2007, although some

moderation during the second half of the year is
REAL ANNUAL GDP GROWTH expected. Thiswould be consistent with the current
(percentage) monetary-policy strategy.
9.0
0 77 Asto househol d consumption, datafrom the Fede-
Zz | Y » sarrollo Consumer Confidence Index suggest less
w | ' growth during the coming months (Graph 29). The
w0 | salesfiguresregistered inthe DANE Retail Survey
00 f also point inthat direction. Even so, thisvariableis
20T expected to increase by 6.6% during 2007, on the
o whole, whichisstill extremely good (Table 11) and
. 2001 ‘ 2002 ‘ 2003 ‘ 2004 ‘ 2005 ‘ 2006 ‘2007 (proj) similar tothe grovvth register edin 2006.

Actual GDP Minimum Maximum

(proi) projected. [nvestment will continueto be animportant motor of

Source: DANE, Banco de la Reptblicas calculations.

growth during theremainder of 2007. Theway imports

REAL GDP GROWTH BY TYPE OF SPENDING

(PERCENTAGE)
2003 2004 2005 2006 2007 (proj)

End consumption 1.7 4.8 4.9 5.5 5.5
Households 2.4 6.0 5.0 6.6 6.6
Government (0.3) 1.1 4.3 2.1 1.8
Gross capital formation 14.7 15.6 18.7 26.9 23.2
Gross fixed capital formation (GFCF) 15.4 15.0 18.9 18.2 21.8
GFCF without civil works 15.9 22.0 16.7 18.5 22.0
Civil works 14.0 (7.9) 28.7 17.2 21.3
Domestic demand 3.7 6.6 7.4 9.8 9.6
Total exports 5.7 10.0 7.0 7.8 10.0
Total imports 4.7 19.8 19.9 20.8 21.0
GDP 3.9 4.9 4.7 6.8 6.6

(proj) Projected.
Source: DANE, Banco de la Republica's calculations.
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of capita goodshavebehaved sofar thisyear suggests
asmuchinthecaseof privateinvestment (Graph 30).
As to public investment, the start of various
infrastructure projectsguarantees solid growth during
therest of theyear. Onthewhole, grossfixed capita
formation (GFCF) isexpected toincrease by 21.8%
thisyear, whichismorethan in 2006 (18.2%).

Thefavorableinvestment cycleislinked to thefact
that capital goods have become less expensive
because of appreciation, thelow internationa prices
associ ated with these goods, and tax exemptionson
reinvested profits. Moreover, agood portion of the
growth in capital goodsimportsisdirected towards
Colombia sexport sector, allowing for anincreasein
productive capacity to supply external demand.

With a considerable increase in investment and
household consumption, one would expect to see
equally important growthinimports. A 21%risein
importsisanticipated for 2007, continuing thetrend
begunin 2004 (Table 11). Ontheother hand, thestrong
momentum in world demand, particularly in Vene-
zuela (which has grown by amost 20%), should
continue, suggesting that Colombian exports will
performwell inthe coming quarters. Even so, peso
appreciation could affect the performance of exports
to certain countries, especially the United Statesand
Ecuador. Theincreaseintotal exportsduring 2007,
asawhole, is expected to be 10%, which is more
thanin 2006 (7.8%) (Table 11).

C. BALANCE OF PAYMENTS

GRAPH 29

HouseHOLD CONSUMPTION
AND THE FEDESARROLLO CONSUMER SURVEY
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(IEC).

Source: Fedesarrollo; Banco de la Replblica's calculations.

GRAPH 30

CAPITAL GOODS IMPORTS
(12 MONTH ACCUMULATION)
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The current account deficitin 2007 isforecast at US$6.610 m (4.0% of annual
GDP), which impliesacorrection in the external imbal ance compared to the
deficit registered inthefirst quarter of theyear (4.6% of quarterly GDP). This
improvement assumes|essgrowth inimports during the second half of theyear,
associated with expectations of |essmomentum in private consumption dueto
theriseininterest rates. Moreover, export earningsduring the coming quarters
are expected to surpassthose reported for thefirst quarter of 2007, giventhe
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GDP.

forecasts for total
and core inflation
increased.

steady increase in international commodity prices and added demand for
Colombian productsin Venezuda

Astothecapitad account, internationa investor confidencein good performance of
the Colombian economy for theassumption that theinflux of resourcesfromabroad,
in the form of foreign direct investment (FDI), will continue to be the primary
sourceof financing, inamountsthat could exceed thoseof 2006. Thecurrent account
deficit asowill befinanced with flowsfrom both the public and private sectors.

Finally, itisimportant to point out that the effects of the measures adopted by
Banco delaRepublicaand the government to dissuadethe entry of speculative
capital (short-term) will continue to be felt during the second half of 2007.
Inflows of short-term capital increased in recent months, attracted by the
differencein externa-domesticyield. However, asof May, they declined sharply.
Consequently, the projected inflow of private capital for the entireyear, without
FDI, isUS$2,060 m; the amount registered at March was US$1,864 m.

D. INFLATION FORECASTS
1. Forecasts

Banco delaRepublica sinflation projection for an eight-quarter horizonis
presented in this section. Asis customary, the forecasts pertain to those of a
basdline scenario that featuresthe assumptionsoutlined in the preceding sections,
aswell asan activemonetary policy that allowsinflation to converge towards
itslong-term target (around 3%).

Thenew forecastsin thisreport, which arefor therest of 2007 and all of 2008, are
the higher than thoseintheMarch report. Theincreasesaffect four of thefive CPI
sub-baskets, but areparticularly sgnificant inthe case of food and thenon-tradable
index, excluding food and regul ated prices. Specifically, thefood inflation forecast
for December 2007 went from 7.0% to 7.7%; for the non-tradable CP, it rose
from4.9%t05.4%. Non-food tradabl einflation, exd uding regul ated prices, increased
aswell, butlessso. Giventheseresults, thenon-foodinflation forecast for December
is4.3%, whichiswithinthetarget range (3.5%1t04.5%). However, theforecast for
totd inflation continuesto top thetarget range (Table 12).

Thefollowing arethereasonsfor theincreasein theforecasts:

1.  Therewill bemorepressureontheeconomy’s productive capacity during
theremainder of the year, compared to what was anticipated in earlier



CENTRAL MODEL FORECASTS (TMM) ¥

(PERCENTAGE)
Total Food Non-food Inflation Output
Inflation Inflation Gap
Total Non-tradables Tradables Regulated

Mar-07 5.8 8.9 4.4 4.9 2.0 7.5 2.9
Jun-07 6.1 9.7 4.4 5.1 1.8 7.5 2.6
Sep-07 5.3 8.2 4.0 5.5 1.3 5.3 2.4
Dec-07 5.3 7.7 4.3 5.4 1.7 5.7 2.3
Mar-08 4.6 5.3 4.2 5.5 1.7 5.8 1.9
Jun-08 4.2 4.1 4.3 5.6 1.8 6.2 1.4
Sep-08 4.2 4.1 4.3 5.6 2.0 5.5 0.8
Dec-08 4.1 4.2 4.1 5.2 2.2 4.8 0.3
Mar-09 4.0 4.1 4.0 5.0 2.5 4.2 (0.2)
Jun-09 3.9 3.9 3.9 4.7 2.8 3.5 (0.5)

al These forecasts are based on a monetary policy designed to ensure the long-term targets for inflation are met.
Source: Banco de la Replblica.

reports. Thisisdueto amajor increasein the growth estimatesfor 2007,
asmirrored by ahigher estimated output gap. For the most part, these
changestranglated into higher non-food tradabl e inflation, excluding
regulated prices; however, they also arehaving animpact oninflationin
other CPI segments (such as processed foods).

2. Internationd food priceforecagtsarehigher. Thereisa sotheadded influence
of externd demand, especidly demand originatingin Venezuela. Boththese
factorshaveledto anincreaseintheforecastsfor processed foods.

3. Contrary to expectations, theimpact of accumul ated appreciation at the
end of 2006 and so far thisyear hasyet to be reflected in aproportional
declineintradableinflation, excluding food and regul ated prices. The
constant underestimation of thisvariable hasrai sed the 2007 inflation
forecaststo some extent.

Animportant feature of the new forecastsisthe assumption of amore prolonged
increasein processed food inflation compared to earlier reports. Thisisbecause
processed food pricesshould continueto beexposed to externa (Venezuel an) and
domestic demand-pulled pressuresand to highinternational pricesfor sometime.

Even so, these pressures should ease gradually during 2008, in responseto the The current forecasts

interest rateadjustment. Thiswould lower food inflationtolevelsnearer thetargets. point to a more
prolonged rise in

Ontheother hand, now that El Nifioisover, perishablefood inflation isexpected processed food

to return to below 5% during thethird quarter. Thisissimilar to thetrend forecast prices.
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inthelast two reports. Even so, the anticipated disinflation in perishablefoods
playslessof aroleintheforecastsfor total inflation, given the added weight of
pressure derived from demand and external prices.

Onthewhole, theforecasts show annud inflationwill dip during thethird quarter
of theyear, but remain stable during thefourth. Thisisbecausefourth-quarter
inflation last year wasvery low (mainly because of regul ated prices), which
reducesthelikelihood of adropinannual inflation during the sameperiod this
year.

In 2008, inflation isexpected to continue to move gradually towardsitslong-
termtargets, thankslargdly tofood inflation. However, the declinewill bed ower
than contempl ated inthe March report, dueto undeviating inflation pressures
on food and on non-tradables, as noted earlier. In the case of food, this
development does not assume added increasesin external prices.

Thenon-tradableinflation forecast for 2008, excluding food and regul ated prices,
ishigher inthe present report. Thisisattributed to more growth anticipated for
2007 and thewider output gap that would result. Asindicated in earlier sections
of thisreport, growthin aggregate demand has surpassed its productive capacity
for several quarters, allowing demand-pulled pressuresto emerge despite the
changeininterest rates. Theincreasein projected growth addsto thelikelihood
that these pressureswill be more prolonged than was contemplated initially.

Theforecastsfor 2008 show that non-tradableinflation, excluding food and
regulated prices, will exceed the BDBR target rangefor that year (from 3%to
4%). Non-tradableinflation is expected to peak between the end of thisyear
and early 2008, and should beginto declinetowardsthe second haf of theyear.
However, that implies more moderate domestic growth in the second half of
2007 and during 2008, in response to the changesin the interest rates, and
would alow the output gap to closegradually asof September. Variousestimates
devel oped by Banco delaRepublicashow the maximum response from non-
tradableinflationtointerest rate changes occurring in aperiod of approximately
SiX quarters.

According to the baseline scenario forecastsin thisreport, consumer inflation
during 2008 will continue to benefit from low exchange-rate pressure. This
meansthat tradableinflation, excluding food and regul ated prices, will stay well
bel ow thelong-term target throughout the year.

Ontheother hand, someof the pressuresassociated with highinternational fuel
priceswill persist and will continueto be manifest in theform of readjustments



in domestic fuel pricesabove 5%. The primary effect on consumer inflation No additional hikesin
will befelt in public transportation rates. Thisreport forecasts no additional external fuel prices
hikesin external fuel pricesduring the remainder of 2007 or in 2008. are forecast.

Consequently, for 2008, inflation excluding food and regul ated priceswill stay a
bit above 4%, with adlight tendency to decline towards the end of the year.
Implicitintheseresultsisare atively quick interest rate pass-through compared
to thelast 15 months, and more than was contempl ated in the March report.

2. Risks

The central scenario outlined in the preceding sectionsimpliesrisksin both
directions:

Theupwardsrisks:

. Aggregate demand could grow more than anticipated. Thisisthe chief
upward risk, asisthe effect it would have on demand-pulled inflation.
Thisrisk isbased on the strong growth in credit, which continuesdespite
adowdowninMay and June, and therelatively low level of red interest
rates. Added to thisare other factors, such asthe considerable amount
of public investment forecast for the remainder of the year. These
circumstances could keep growth in spending above the economy’s

productive capacity.

d Inflation expectationsremain high (5%) in relation to the 2007 target and
arelikely to stay that way during therest of theyear, given theforecasts
forinflation. Thiscould haverepercuss onsfor wageand pricenegotiations
that do not consider the Bank’s targets and could speed up the wage
hikesthat usually are decided at the end of the year. All of thiswould
delay convergencetowardsthelong-termtarget for inflation.

° Although wages do not appear to be a source of inflation pressure, at
least up to now, they could bein the near future, since the growth labor
supply isvery dow, assuggested by thedeclinein the globa employment
rate (GER) during the last few months. Thisrisk could increaseif the
nationwide demand for |abor growsasit aready hasin specific sectors,
such asindustry and commerce.

High inflation
i Food pricesare not exempt from pressure during the second half of the expectations are a
year. Further increasesin international prices could be one source of risk for 2008.
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Services.

pressure, given theforce of demand worldwide and theincreased demand
for bio-fuels. Severa pricesthat werenot included in our forecastswere
higher in June. Another source of pressure could be the cattle cycle,
which should be about to enter a new retention phase. The resulting
declinein supply would bring more pressureto bear onthe price of medt,
whichisavery important item in the CPI basket.

Downward risks,

° The second half of 2007 could seemore of areduction in perishablefood
prices than is contemplated in the baseline scenario, give their sharp
surge at the beginning of theyear. Previous experience showsthereisa
close correlation between the extent of price hikes associated with El
Nifio weather and the extent of subsequent price reductions.

o Themode smight be underestimating the speed of theeconomy’ sresponse
totheinterest rate changes. If thisis coupled with a certain amount of
risk dueto an eventua overestimation of theoutput gep, giventheincrease
ininvestment in recent years, the forecasts contemplated in the baseline
scenario for baskets such asthe non-tradable CPI excluding food and
regulated pricesmight be high.

Thenewsof problemsinthe US mortgage market and the possibility they could
spill over into other credit and asset marketsin the United Statesand in other
devel oped economieswas announced at the timethisreport was being written.
Risk perception in financial marketsincreased asaresult, threatening to alter
expectationsfor world growth. Thisnew situation wasnot included intherisk
balance outlined earlier. However, the consequences for Colombiacould be
extremely diverse and point in different directionswith respect totheinflation
forecasts. Tentatively speaking, these events make those forecasts more
uncertain.

Graph 13 shows the condensed risk balance in a fan chart, along with the
probability table. Theresultsimply amonetary policy that isadjusted to ensure
thelong-termtargetsfor inflation are met.

In general, thefan chart showsan even risk balance, but with ahigher degree
of related uncertainty. Uncertainty also has increased because of DANE'’s
revision of the CPI basket, which will take effect next year. Undoubtedly, this
meansthe addition of new goods and servicesto the CPI, and could alter the
way itssub-baskets are weighted. Those modifications could produce changes
—upward or downward—intheinflation measurement, and should beinterpreted,
inpart, astemporary shocks.



ACCUMULATED PROBABILITY OF ACTUAL
CONSUMER INFLATION WITHIN
THE INDICATED RANGE

PROBABILITY DISTRIBUTION
OF THE INFLATION FORECAST (FAN CHART)
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a These forecasts are based on a monetary policy designed to make sure the long-term inflation targets are met.
Source: Banco de la Replblica.
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WHAT HAPPENS IF A CENTRAL BANK RESPONDS TO THE TREND
IN THE OUTPUT GAP INSTEAD OF THE LEVEL OF THE OUTPUT GAP
AND INFLATION?

Andrés Gonzélez
Juan David Prada
Diego Rodriguez’

The purpose of this article is to determine the effect of using the trend in the output
gap, rather than the magnitude of that gap, as an economic performance indicator to
determine a central bank's interest rate. The question is posed in light of recent
developments in several real and financial variables that appear to indicate a slowdown
in the economy. However, they also show that current production exceeds its long-
term level.

To arrive at an answer, the volatility of the output gap and the deviation of inflation
from its target are compared, using a dynamic stochastic general equilibrium model in
which the monetary authority follows one of two rules. With the first rule, the central
bank sets its interest rate according to the recent level of the output gap and the deviation
of inflation from its target. With the second, it follows the behavior of inflation, as with
the first rule, but responds to variations in the output gap, rather than its level.

The following equations describe the general equilibrium model used for this article:

(1) x=px,+0-p)Ex,  -Bl-Emx.,)+¢

t°t xt
(2) n-t = pnn-t—1 + (1 - prr) Etn-t+1+ KXt + gm

Where x, is the level of the output gap, which is the difference between actual output
and the long-term level; i is the nominal interest rate gap, understood as the difference
between the actual nominal interest rate and its long-term level; 7 is the deviation of
inflation from the target, or the inflation gap; and £« . and £, x, ., are inflation deviation
and output gap expectations, given the data up to t.

The authors work with the Macroeconomic Models Department of the Economic Studies Division. Mr. Gonzalez is the
chief of that department.
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Equation (1) represents the IS-curve of the economy, according to which the output gap is
a function of its past level, the real interest rate gap’ and future gap expectations. Equation
(2) is a hybrid Phillips curve that shows how deviations of inflation from its target are
keyed to past deviation, inflation expectations and the output gap level. Equations (1)
and (2), together with the nominal interest rate determination rule used by the monetary
authority, determine the equilibrium level for output, inflation and the interest rate.

In general, the policy rules reflect the central bank's intention to stabilize the economy;
that is, to ensure stable growth compatible with the inflation target. Accordingly, one of
interest-rate-setting rules applied most often to characterize a central bank's perfor-
mance in a macroeconomic model is:

B i =pigt Yt YXtE,
Rule (3) shows the central bank's interest rate is keyed to the actual difference between
inflation and its target; that is, the inflation gap, and the output gap level. The term

"interest rate lag" signifies the gradual rate-adjustment policy followed by a monetary
authority, which also is concerned with financial stability.

In the model defined by (1), (2) and (3), when the output gap is positive and inflation is
above target, the central bank responds by raising its interest rate. The result is less
aggregate demand and, therefore, a decline in output consistent with less of a gap
(equation (1)), which leads to less pressure on inflation (equation (2)).

Although this is one of the rules used most often in macroeconomic models, other versions
can be considered. One possible variation, which is particularly relevant in the current
situation, is to consider a central bank that responds not to the level of the output gap but
to the trend in that gap. In other words, the central bank follows a rule such as:

(4) it =P it-1 T YT wz(xt'xt-1) TE
Therefore, with the model given by (1), (2) and (4), when inflation is above target and
the variation in the output gap is sufficiently negative, the monetary authority would

respond by holding the rate, or even lowering it.? Likewise, if inflation is at its long-term
level and the gap is at its maximum or minimum point, the monetary authority would

1

2

The real interest rate gap is defined asr, =i - Ex .

Output would have to evolve from an increase at rates above those of potential output to an increase at rates equal to or
less than those of potential output if there is to be a change in the trend of an output gap that already is positive.
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leave its interest rate unchanged. Hence,
changes in interest rates would abide by
the behavior of inflation and signs of
change in the gap.

This article offers a comparison of how
inflation and output are affected by
application of the rules defined in (3)
and (4), based on a forecast exercise for
the period from March 2007 through
September 2010. In that exercise, the
parameters in (3) and (4) are assumed
to be equal, which means the monetary
authority would react similarly under
both rules to deviations of inflation from
the target and to gap indicators. This
assumption is consistent with our
ultimate objective, which is to determi-
ne what would happen if the focus were
on the trend in the output gap instead
of its level, with no variation in the
relative weights.?

The inflation paths, nominal interest rate
and output gap implicit in the forecast
model used by Banco de la Republica
(TMM) are applied to initiate the
forecast. As illustrated in Graph B1, the
last rate for the output gaps and infla-

An alternative exercise was done in which parameters
(3) and (4) were calculated. They minimize the loss
function of a central bank, given by:

J
L= ﬁ’[ézz+:+xt2+:+izz+::|

i=0

According to the results of the exercise and pursuant to
rule (4), the central bank should react more to inflation
and less to changes in the output gap. In addition, the
interest rate paths derived from this exercise with the
two rules are similar to the one shown in Graph B1 for
the rule in (3).

GRAPH B1
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56



tion is positive, while the one for the nominal interest rate gap is negative. Given these
initial conditions, the forecast based on the model defined in (1) and (2) can be expected
to show interest rate hikes under both rules.

The results of the forecast exercise are shown in Graph B1. The blue line represents the
inflation, output and interest rate gaps under rule (3). The results for rule (4) are
represented by the doted line. According to a comparison between the two lines, when
the central bank follows rule (4), the increase in interest rates is less but more prolonged
than with rule (3). Moreover, if the central bank follows rule (4), it would have to raise
the interest rate more often.

Similarly, when the central bank follows rule (4), the decline in the output gap is less
and remains outside its equilibrium level during a greater number of periods. This rule
requires a larger drop in product from the potential level before returning to its long-
term level. Finally, when the central bank follows rule (4), the difference in inflation
with respect to the target increases to a greater degree, inflation begins to decline one
period later, and more periods are necessary to reach long-term equilibrium.

In short, when the central bank follows an interest-rate fixing rule that responds to
variations in the output gap, instead of a rule that responds to the output gap level,
deviations of inflation, output and the nominal interest rate with respect to their long-
term values are larger. Likewise, when a rule that responds to variations in the output
gap is followed, the return to long-term levels is more prolonged and requires more
sacrifices in terms of output than when the central bank follows a rule that responds to
the level of the gap.
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ATTACHMENT

MACROECONOMIC FORECASTS BY DOMESTIC
AND FOREIGN ANALYSTS

The following are the latest forecasts by domestic and foreign analysts concerning
the main variables of the Colombian economy for 2007 and 2008. When consulted,
the contributing analysts had access to data at June 2007.

I Projections for 2007
The forecasts for 2007 are shown in Table A1. On average, the domestic analysts
expect 6.1% economic growth, which is 0.6 percentage points (pp) more than the

TABLE Al
PROJECTIONS FOR 2007

Real GDP cpl Nominal Nominal Fiscal Deficit Unemployment
Growth Inflation  exchange rate DTF (% of GDP) Rate
(%) (%) (end of) (%) (% for
13 cities)
Domestic Analysts
Alianza Valores 5.2 5.1 1,969 7.6 0.5 11.5
Anif 6.0 5.3 n.a. n.a. 0.9 n.a.
Banco de Bogota 6.3 5.4 2,050 9.1 0.5 10.4
Banco Santander 6.4 5.0 2,160 8.1 0.9 11.4
Bancolombia-Suvalor 6.6 4.9 2,058 8.8 0.3 10.8
BBVA Ganadero 5.9 5.1 2,062 9.3 0.9 11.0
Corficolombiana-Corfivalle 5.9 4.5 2,330 9.2 n.a. n.a.
Corredores Asociados 5.5 4.8 1,800 8.2 1.0 10.8
Correval 6.4 5.2 2,100 8.8 0.8 11.5
Fedesarrollo 5.9 5.0 2,050 9.0 0.9 11.4
Porvenir AFP 6.5 5.5 n.a. n.a. 1.3 n.a.
Promotora Bursatil 6.7 5.1 1,883 8.9 1.3 10.2
Serfinco 6.0 5.1 2,300 9.0 1.8 10.0
Skandia AFP 6.2 5.0 2,050 8.8 0.9 n.a.
Average 6.1 5.1 2,068 8.7 0.8 10.9
Foreign Analysts
Bear Stearns 6.9 4.9 1,950 9.0 0.0 9.5
Citi Bank 6.7 5.0 2,100 8.7 1.3 10.0
CS First Boston 6.9 5.1 1,950 n.a. 0.0 9.5
Deutsche Bank 5.7 5.5 2,287 8.4 0.0 10.7
Goldman Sachs 6.0 5.0 2,000 8.3 0.8 n.a.
IDEA Global 5.9 4.5 2,061 n.a. 1.3 11.1
J.P. Morgan Chase 6.8 5.7 2,000 9.3 0.9 12.0
Average 6.4 5.1 2,050 8.7 0.6 10.5

n.a. notavailable.
Source: Dinero magazine and Banco de la Repuiblica, based on data provided electronically.
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forecast last quarter. The foreign analysts anticipate 6.4% (68 pp more). As in the
last report, expectations have improved, reflecting the positive situation described
by the economic indicators for supply and demand, the strong increase in credit,
and the fact that Fedesarrollo’s consumer confidence index remains near an all-
time high.

The domestic analysts raised their inflation forecast by 36 bp, while the foreign
analysts increased theirs by 48 bp. This placed both forecasts at 5.1%, which is
above the target range for the year (3.5% to 4.5%).

As has been the case for the last two years, the forecasts for the exchange rate
(pesos per dollar) were revised downward once again. The domestic analysts lowered
their forecast by Col$123, on average (to Col$2,068); the foreign analysis reduced
theirs by Col$242 (to Col$2,050). In other words, the domestic analysts expect
8.3% appreciation in foreign exchange by the end of the year; the foreign analysts
expect 9.3%. Maximum expected depreciation is 3.9% (Col$2,330); the minimum
is -24.4% (Col$1,800 per dollar). These forecasts reflect the huge uncertainty in the
market about how this variable will develop.

With respect to interest on term deposits (DTF in Spanish), the domestic analysts
raised their forecast by 60 bp and expect 8.7% by the end of the year. This implies
an increase of nearly 30 bp above the current level during the rest of the year. On
average, they expect the consolidated fiscal deficit to be around 0.7% of GDP, which
is slightly below the latest projection by the Ministry of Finance and Public Credit
(0.9% for the consolidated public sector). The forecast for unemployment in 13
cities is 10.7% (100 bp less than what analysts anticipated last quarter). This might
suggest they do not expect the increases in DANE measurements during past quarters
to continue in the future.

I1. Projections for 2008

Both the domestic and foreign analysts anticipate 5.1% growth in 2008 (Table A2).
The average expectation for inflation is 4.1%, which exceeds the target range (3%
to 4%) announced by the BDBR for next year. As to the exchange rate, the domestic
analysts anticipate 6.9% annual devaluation (compared to the forecasts for the end
of 2007); the foreign analysts expect 4.8%. This would place the representative
market rate (TRM in Spanish) at Col$2,220 by the end of 2008, according to the
domestic analysts, and at Col$2,154 according to the foreign analysts.
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TABLE A2
PROJECTIONS FOR 2008

Real GDP CPI1 Nominal
Growth Inflation Exchange Rate
(%) (%) (end of)
Analistas locales

Alianza Valores 4.3 4.2 2,082
Anif 5.3 4.3 n.a.

Banco de Bogotd 5.2 4.3 2,200
Banco Santander 5.2 4.5 2,290
Bancolombia-Suvalor 5.3 3.9 2,180
BBVA Ganadero 4.8 3.8 2,168
Corficolombiana-Corfivalle 5.5 4.2 2,390
Corredores Asociados 5.0 4.0 2,050
Correval n.a. n.a. n.a.

Fedesarrollo 5.4 4.5 2,155
Porvenir AFP 5.5 4.2 n.a.

Promotora Bursatil 5.3 4.3 2,260
Serfinco 5.0 4.0 2,450
Skandia AFP 5.0 4.2 2,194
Average 5.1 4.2 2,220

Analistas externos

Bear Stearns 5.5 4.2 2,000
Citi Bank 5.3 3.8 2,300
CS First Boston 5.5 4.0 2,000
Deutsche Bank 5.0 3.6 2,439
Goldman Sachs 4.5 4.5 2,120
IDEA Global 4.7 4.2 2,142
J.P. Morgan Chase 5.5 4.4 2,075
Average 5.1 4.1 2,154

n.a. not available
Source: Dinero magazine and Banco de la Repblica, based on data provided electronically.
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