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.



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.
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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).
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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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