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ABSTRACT .

INFLATION
AT JUNE AND
THE OUTLOOK

Consumer inflation declined dightly to 3.9 %in June, mainly because of thedropinfood
inflation. Thereductioninconsumer inflation during the second quarter isexplained by
supply factors: lower pricesfor anumber of perishablefoodsand thedeclineininflationin
regulated goods/utilities.

Theriseintheexchangeratesince April hasyet to bereflected fully inthe consumer price
index (CP1). Depreciation usually affectsconsumer inflation whit athree-monthslag, which
means theimpact would not begin to be evident until July. However, there already has
been anincreasein producer inflation. If it continues, thiswould imply pressure on costs.
Ontheother hand, non-tradableinflation without food and regul ated goods/utilitieshas
been stablefor the past year. This suggeststheincreasein demand isnot reflected in
higher inflationary pressures, or that these have been neutraized by declining inflationary
expectationsthat are consistent with the inflation target for 2006 and the rangeto be
defined for 2007.

Thewage hikes observed during theyear to date exceed current inflation and the target.
However, the unit labor cost measured for industry isdown as aresult of important
increasesin labor productivity, which wereevident in other urban sectorsaswell. Monetary
policy decisionsnecessitate determining if theseimprovementsin productivity aredueto
cyclical factorsor temporary or permanent supply factors. Thereisstill not enough
information inthisrespect, and the behavior of thedifferent indicatorswill haveto be
assessed further.

Inthisreport, theanaysisof the macro economy and its prospectsfor thefutureisnot
radically different fromthat inrecent editions.

. Inred terms, the Centrd Bank’ sinterest rateandinterest on depositswiththefinancid
sysemremainat historicaly low levels.

. Useof installed capacity isat itshistoric average values and measurements of the
output gap suggest level snear zero, even considering the uncertainty surrounding
theseestimates.
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. Expectationsof inflation for 2006 and 2007 continueto be cons stent withthe Bank’s
inflationtargets.

. Externd conditionsremainfavorable: externd demand and termsof trade contributed
totheriseinexportsandtheincreasein nationd income. Highvolaility onthefinancid
and stock marketsand theincreasein risk perception during the second quarter did
nothing to changethisstuation, but did affect some capitd flows, especidly theshort-
termvariety. Asof late, thefinancial and stock market indicators have seen some
recovery and lessvolatility, whilethe country-risk premium hasdeclined.

. Household and business confidenceremainshigh, inkeeping withwhat thesurveys
show. Under these circumstances, the economy continuesto grow, supported by
domestic demand, which hasincreased by an annual rate of 8%. Themainitemsin
thisrespect are the accel eration in household consumption and the high rate of
investment.

. Giventheseconditions, theBoard of Directorsof Banco delaRepublica(BDBR) hassaid
the Colombian economy requiresno monetary incentiveto continueto operate satisfactorily.
Infact, thereareseverd reasonswhy themonetary incentivewill haveto bereduced gradudly
to lower inflationin thedirection of thelong-term god.

. If real interest ratesremain low and external and domestic factors continueto favor
anincreasein gpending, themomentumin aggregate demand woul d continue, making
it harder inthefutureto lower inflationin non-tradable goods and services.

i If part of therisein external interest ratesor inthe country-risk premiumsislasting,
the samewill apply to aportion of theincreasein thereal exchangerate, and the
relative price of tradable goodswill tend to increase. Thismeanstradableinflation
will havelessof animpact than beforeonloweringinflation.

. Credit accelerated, although therewasno changeinreal lending rates, someeven
declined. Thisincreased momentum probably has broadened the current impact of
themonetary incentive on aggregate demand.

i Atitsmeetingson April 28 and June 20, the BDBR ruled anincreaseinintervention rates
based on these considerations. No changesto thiseffect were adopted at theMay 26 and
July 27 meetings. These decisionsconsider thefact that monetary policy operateswitha
relaively longlag. Thismeanstherequired adjustments must bemadewel | inadvanceso as
not to jeopardizefuturetargetsfor inflation and the credibility of the policy itsalf.

. Thesedecisionsalsoratify thegradual nature of the changesin the stance of Colombia’'s
monetary policy. Given the uncertainty under which monetary policy operates, agradual
approach to decisionsmakesit possibleto include new information that helpsto redefine
theBDBR' sperception of important macroeconomic agpectssuch aschangesin productivity,
useof installed capacity, theextent of competitionin different marketsand the movement of
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internationa capital markets. Theseelementsarecrucial toamacroeconomicdiagnos's, but
aresurrounded by agreat deal of uncertainty. A gradual approach to adjustmentsinthe
stance of monetary policy also avoids excessive volatility in interest rates, output and
employment. However, it isimportant to recognizethat agradual approachispossibledue
tothepositivetrendininflationary expectationsandthecredibility acquired by thecountry’s
monetary policy.

Board of Directors
Banco delaRepublica
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. THE CURRENT
ECONOMIC SITUATION

Exter nal conditionsremain favor ablefor Colombia, despitefinancial

volatility. Themomentum inworld demand continues, coupled with
high terms of trade. At thetimethisreport waswritten, therewasa
tendency towardslessvolatility.

Thedropinstock and TESpricesdid not includeother assetssuch as

real estate. Hous ng prices continued to riseat amoderate pace and
the pricesof other domestic assets had recovered by the end of the
quarter.

TheColombian economy experienced solid growth duringthefir s half

of 2006. Theriseindomesticdemandfar outpaced thehistoricaverage,
withamagor increasein household consumption. Creditisplayinga
more important role and some interest rates are lower, despite the
increasein the Central Bank’ srates.

Consumer inflation was down again in the second quarter, mainly

because of supply factor s. Thereduction wasdueto regul ated goods/
utilitiesand staplefoods. Depreci ation continued to havealimitedimpact
on the CPI, but was important for producer prices. There were no
magjor demand-pull pressures.

A. THE EXTERNAL CONTEXT

Theexternal panoramain recent monthswas characterized by agreat deal of
volatility onthefinancial markets associated withincreasesininflation and
with expectationsof higher interest ratesin severd of thedeve oped economies.
However, thissituation did not overshadow the good performance of the
world economy. Itsgrowth during thefirst haf of theyear wasconsstent with
what was anticipated in the previousreport.

Theincrease in the economy worldwide was|ead by the United States,

with 5.6% growth (annualized quarterly) during thefirst three months of
2006, although thelatest indicators suggest thistendency isnear the breaking

13



GRAPH 1

ANNUALIZED QUARTERLY GDP GROWTH
IN THE UNITED STATES, THE EURO ZONE AND JAPAN

(Percentage)

8.0

6.0

4.0

20

0.0

-2.0
1 Qtr. 04 11 Qtr.04 1 Qtr. 05 111 Qtr.05 1 Qtr. 06
. United States |:| European Union |:| Japan

Source: Datastream.

PRICE OF OIL (WTI) ON THE NEW YORK STOCK EXCHANGE
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point*. Levelsextent of employment andindustrial
production remained favorable, whileother figures
such asthoseonretail salesand thetrade balance
suggested lessgrowth in consumption (Graph 1).
Althoughhousing pricesremained high, homesades
dowed. Thissuggeststhepossibility that thehousing
market will wind down, which analystsregard as
extremely crucial to the country’ seconomic per-
formance.

Other devel oped economies, such asthe Euro
zone and Japan, saw positive momentum, which
indicates they appear to be on a path towards
sustained growth. First-quarter growthwas2.4%
inthe Euro zone (annualized quarterly) and nearly
3% in Japan. Theimprovement in thejob market
and in household consumption, particularly in
Japan, hasbecomeincreasingly important (Graph
1).

Theemerging economiesand especially thosein
Asia, such as China, continued to exhibit an
upward tendency. For example, the Chinese
economy saw more than 11% growth in the
second quarter. Two of Colombia smajor trading
partners. Ecuador and particularly Venezuela,
experienced asimilar situation, thanksto high ail
prices.

Commodity prices remained high due to the
strength of world demand and some supply
problems. Oil isthe clearest example. It climbed
to US$76 abarrel in recent days, asaresult of

political instability inthe Middle East (Graph 2). Therisein commodity
pricesa so extendsto metals, including those exported by Colombia, such
as gold and nickel (which saw respective increases of 13% and 35%
between thefirst and second quarters). In general, pricesfor Colombia' s
basic export items ended the quarter close to their historic levels and
abovethe predictionsin previousreports.

1 The preliminary figure for second-quarter growth in the United States was announced at the
time this report was being written. It is 2.5% (annualized quarterly), which is below what the
market expected and implied a negative contribution to residential investment and public
spending. The respective annual growth rate was 3.5%, which is still above that economy's

potential growth.



Althoughtheexterna context continuestofavor the
region’ seconomies, strong economic growthand
high commodity prices have begun to exert
inflationary pressure on the devel oped economies,
raising fearsof asharp reductionin international
liquidity. Thesituation of greatest concernwith
respect toinflationisinthe United States, where
coreinflation hasbeen climbing sinceMarchand
has been above the “implicit goals’ set by that
country’ smonetary authorities?(Grgph 3). Although
still moderate in the Euro zone and Japan, these
pressuresare growing.

Theseupswingsininflation prompted monetary
authorities to raise interest rates more than the
market had anticipated. Thereferenceratewent to
5.25%inthe United Statesand 2.75%inthe Euro
zone. Moving quicker than expected, the Central
Bank of Japan uppeditsreferencerateby 25 basis
points (bp), after maintainingit at near zerolevels
for dmogt six years(Graph 4). Theseexpectations
of higher interest rates were reflected in more
volatility in shares, bonds and exchange rates
throughout theworld, demonstrating an increased
aversiontorisk.

Thevolatility infinancia marketshad animportant
impact onthe L atin American economies, particu-
larly in Colombiawhereit was more pronounced
therethanin other partsof theregion. FromMay
to mid-June, the Colombian peso devaluated by
9%. Thisismorethanin Brazil (3%), Chile (4.5%)
and Argentina (0.6%) (Graph 5)3. Stocks
experienced asmilar situation. In Colombia, they
plummeted by 25.3% during the same period, far
more than in the aforementioned economies.
However, itisimportant to point out that, asof 2004,
stock pricesin Colombiarose much higher than
thosein other Latin Americamarkets.

2 Coreinflation in July was 2.7% as opposed to the figure in
March (2.1%), with 4.3% total inflation compared to 3.4%.

8 By mid-June, pressure on the Colombian peso and region's
other currencies was less evident and a new trend towards
appreciation had begun to emerge.

ANNUAL CONSUMER INFLATION
IN THE UNITED STATES
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MONETARY POLICY RATE IN THE UNITED STATES,
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The second quarter saw
anextraordinaryrisein
volatility on the
financial markets...

B. FINANCIAL VARIABLES

Asindicated earlier, the second quarter saw an extraordinary riseinvolatility
on thefinancial markets, along with more expectationsof external interest
rate hikes, astrong tendency towards peso depreciation, ariseininterest on
government bonds(TES) and asharp dropin stock prices. Also, thegrowth
inmonetary aggregates accel erated in recent months, asdid the amount of
credit extended by thefinancia system. Thissituation was coupled with an
increase of 50 bpin Banco delaRepublica sintervention rate: thefirst since
April 2003.

1. TheExchangeRate

Up to the end of thefirst quarter of 2006, |ow external interest rates
and the favorabl e external context allowed surplusliquidity to continue
to be channeled towards the emerging economies, hel ping the currencies
of those countriesto appreciate (including the Colombian peso) and
lowering their country-risk premiums. Thissituation changed during the
second quarter, with theincreased likelihood that that interest rateswould
rise. In responseto this new circumstance, portfolio capital declined
and domestic agents increased their capital outflows, all of which
weakened the exchangerrate.

Consequently, by the end of June 2006, the nominal rate of exchange
was $2,633 pesos per dollar. Thismeant 15.4% devaluation during the
year to June and an increase of $388 pesos compared to the lowest
rate, which was registered in early March (Graph 6). Other Latin
American economies also saw their exchange
ratesincrease during the second quarter; namely,

REPRESENTATIVE MARKET RATE OF EXCHANGE

(Pesos per Dollar)

Brazil, Mexico, Chileand Argentina, but with
lessdepreciation than in Colombia. Sofar this
year, the Colombian peso has devaluated in real

3,000

2900

2,800 [

2,700 [

2,600 [

2500

2400 [

2300 [

terms with respect to the country’s trading
partners, including both the developed
economies (9.4%) and the developing
economies (9.6%).

2. PublicDebt (TES)

For severd years, therehasbeen aclosecorrelation

2,200

Source: Banco de la Republica.

Dec-00 Jun-01 Dec-01 Jun-02 Dec-02Jun-03 Dec-03Jun-04 Dec-04 Jun-05 Dec-05 Jun-06 betweer] the exchange rate and TES prl ces and

interest rates. Recent months have been no



exception. Depreciationintheexchangerateand
theriseinvolatility ontheworld' sfinancia markets,
TES INTEREST RATE"

coupled with lessappetitefor risk asof late March, ON THE SECONDARY MARKET
translated intoamajor dropin TES pricesand a
subsequent rise in the interest on these bonds
(Graph 7).

(Percentage)
15.0

13.0
Initidly, theincreasewasonly in mediumand long-
term rates, coinciding with higher country-risk o
premiumsand agreater perception of risk onworld
financia markets, which sharpenedtheyield curve.

9.0

However, with the rate changes made by Banco 0

delaRepublica (25 bp on April 28and againon

June 20), plus the anticipation of further hikes, 50

short-term rates also reacted upward, re- B v S
establishing the slope of theyield curve, but at a Dot t 2y 27, 200

h|gha‘ ratela/d . Source: SEN, Banco de la Republica.

Although the recent momentum in TESisassociated with theexternd factors
mentioned aready, and with thechangeinthe stance of monetary policy, the
extensiveriseininterest rates—morethan 300 bpinthelongest-term rates—
also reflectsacorrectioninwhat might have been an excessive pricerisethe
year before. Ineffect, thereductioninrateswas continuousasof May 2004
and added nearly 700 bptothosefor thelongest terms. Althoughlow external
ratesand the confidencereiningin the marketswere contributing factors, this
also seemsto have been theresult of extensiveleveraging possibilitiesfor
domestic market agents.

TESratesbeganto declineagain in recent weeks, but moderately so, and till
amidst congderablevaldility (Graph 7). Thistendency, dso observedin other
local assetsandin most of the emerging economies, coincided with statements
by the Federd Reserve Bank (Fed) suggesting thereduced likelihood of further
interest-rate hikesinthat country.

3. Pricesof Other Assets : Stocksand Real Estate

Aswith TES, the Colombian stock market al so devaluated sharply and
experienced considerablevolatility during the second quarter. Between
March and June of thisyear, the General Colombian Stock Exchange
Index (IGBC in Spanish) dropped by 31%. In fact, the Colombian stock

exchange experienced the biggest price slideworldwide. However, by ...however, the past
thelast week of Juneand early July, thistendency had reversed itself and month has seen prices
the | GBC saw another major priceincrease, but not enough compared to for domestic assets
thelevelsin March. recover substantially.



January figures suggest housing prices continued to riseslowly, asthey
havefor the past two years. Apparently, Colombian real estate nationwide
hasyet to experiencethe sort of sharp priceincrease witnessed for stocks
and TES as of mid-2004, although this might have happened to some
extent in afew specific markets such as urban housing for high-income
households.

4. Monetary Aggregates

Oneimplication of thehigh volatility in TES and stock priceshasbeenan
increasein market risk. Thisisparticularly important to financial brokers,
whose exposureto TESisnow considerable* and might have affected the
behavior of bank assetsand liabilities.

With respect toliabilitiesin thefinancial system, the entire second quarter
saw evidence of accelerated growth in the supply of fundsfor credit
(or, from the standpoint of savers, an increasein demand for deposits).
One reason might be that companies and households have not only
replaced TES and stocks with assetsin foreign currency, but also with
liabilities subject to reserve requirements (LSRR), such as savings
accounts and term deposits (CDs), among others. Graph 8 illustrates
the accelerationin M3 and L SRR during the preceding months, although
their nominal growth ratesat the start of the year were already relatively
high.

Besidesthe additional growth in LSRR, there has been even more of a
step up in cash. Although this may be due to
changesin agents portfolios, it might al'so signal
an acceleration in consumer spending. Until the

MONETARY AGGREGATES

ANNUAL RATES OF GROWTH
IN THE MONTHLY AVERAGE

(Percentage)

end of the nineties, the tendency in cash was
associated with consumption. However, this
correlation disappeared with the shift in demand
for money at the start of this decade, partly

34.0

28.0

220

16.0

10.0

40

because of the tax on financial transactions.
However, thefact that thistax has been stablein
recent years may have opened the way for a
reappearance of thiscorrelation (Graph 9).

—LSRR

Source: Banco de la Republica.

Jun-02 Dec-02 Jun-03 Dec-03 Jun-04 Dec-04 Jun-05 Dec-05 Jun-06

4 Figures for May 2006 show 32.0% of all TES were held by the
financial system. This is equivalent to $26.4 trillion pesos.
Including pension and severance funds, the share is 52.6% or
$44.4 trillion.

M3



Asto assetsinthefinancial system, indications
suggest that banks haveincreased their supply of
credit to mitigate the higher market risk resulting
fromthedevauationin TES. Credit establishments
increased their |oan portfolios considerably more
during the second quarter than in the first,
coinciding with a sizeable reduction in other
investments(Tablel).

Thesubstantia growthin creditincludesportfolios
of every type, but particularly consumer loansand
recovery on mortgages. Growth with respect to
thelatter isin positiveterrain, but still very low
(Graph 10). Even so, thetotal portfolio and the
portfolio directed to househol ds (consumer credit,
plusmortgageloans) isstill along waysfromthe
historic highs, when measuredinrelation to gross
domestic product (GDP).

Therecent tendininterest ratessupportstheidea
that the acceleration in credit during the second
quarter ismoretheresult of anincreasein supply
onthepart of financid establishmentsthanashiftin
demand. Lending rateson household loans(con-
sumer and credit card) continued to decline
substantialy during May and June, inbothrea and
nominal terms. Lessof areduction alsowasseen
intherateson ordinary credit (Grgph 11). However,

REAL ANNUAL GROWTH IN CASH
AND IN RETAIL SALES
(TENDENTIAL COMPONENTS OF THE SERIES)

(Percentage)
25.0

CREDIT ESTABLISHMENTS
SELECTED MONTHLY FLows
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The total portfolio, as a
portion of GDP,
remainsat relatively
low levels.

itisimportant to point out that the reduction in the usury rate might have
contributed to thisdownturn aswell.

Thedeclinein most lending rates contrastswith theriseintheinterbank rate
and interest on deposits, including therate on fixed-term deposits (DTFin
Spanish). Aswasexpected, theincreasein Banco delaRepublica’ sinter-
ventionratesin April and June (25 bp on both occasions) wastransferred
quickly totheinterbank rate; transfer to the DTF began wheniit increased
by 30 bp at the start of July. Inother words, the relationship between both
thesenominal ratesisbeing re-established after several years of apparent
detachment.

C. ECONOMIC ACTIVITY AND EMPLOYMENT
1. Firg-quarter Growthin 2006

TheNational Department of Statistics(DANE) reported 5.2% real growth
in GDP for the first quarter of 2006. This was consistent with what a
number of analysts had predicted and quite close to Banco de la
Republica sprojections. The current growth phase of the economic cycle
has continued for 14 quarters, considering that average quarterly growth
sincethe end of 2002 is4.6% and has been characterized by more of an
increase in domestic demand than in output (Graph 12). However, given
the figures available at March, the current account in the balance of
payments has not yet to show the signs of deterioration that are evident
when examining the figuresin constant pesos (real net external demand
reached —5.0% of GDP)>®. Part of thisdiscrepancy could be explained by
the effect higher terms of trade had on national revenue.

Theforceof domestic demand largely explainsthe
growthin GDPduring thefirst quarter of 2006 and

DOMESTIC DEMAND AND GDP

(Percentage)
12.0

confirmswhat wasanticipated by the consumer and
investor confidenceindicators. The contribution of
household consumptionto GDPisahighpoint (Table

10.0

8.0

20

0.0

. \/\/M

2), especidly consumption of durablegoods, which
was up by an annual rate of 18% thisquarter, and
had increased by 20.5%, on average, sincethe start
of 2004. Theonly unsatisfactory outcome continued

1QIr.03  1IQr.03  1Qt. 04
— GDP

Source: DANE. Calculations by Banco de la Repblica.
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to be consumption of non-durables (3.6%inthefirst quarter, 3.2%inthetwo
yearsbefore).

Therewasareal increase of 26.8% in gross capital formation, with major
growthinall itemsexcept for home and building construction, which was
down by 1.2%. Thereasonsfor thisslump are not clear, considering the
positivetrendsin the variabl esassociated with home construction, particu-
larly the terms on mortgage loansand credit for builders, theincreasein
building permits and the number of worksin progress. Halted workswas
the only indicator that suggests some deterioration in the sector, based on
theconstruction censusfor seven citieswith an annual increase of 7.5%, the
first since early 2000.

Imports mirrored the force of investment and were up by 23.1%inreal
terms. According to estimates by Banco delaRepublica, real imports of
capital goodsregistered an increase of 25% during thefirst quarter, while
imports of intermediate goods rose by 17.7%. On the other hand, real
importsof consumer goodsincreased at an annual rate of 24% during the
same period, accel erating compared to the pace they exhibited in previous
years (an average of 10% since 2004). Nonethel ess, their share of total
importswasstill lessthan 20%.

TABLE 2

GROWTH AND CONTRIBUTION TO GDP PER TYPE OF EXPENSE
(PERCENTAGE)

| Quarter of 2006

Per centage Contribution
to Growth of Growth

End Consumption 4.6 3.7
Household 5.0 3.1
Government 3.2 0.6
Gross Capital Formation 26.8 5.2
Gross Fixed Capital Formation (GFCF) 14.7 2.7
GFCF without Civil Works 14.0 21
Civil Works 17.8 0.6
Variation in stock 287.4 25
Domestic Demand 8.8 8.9
Total Exports 6.6 1.3
Total Imports 23.1 (5.0)
GDP 5.2 5.2

Source: DANE. Calculations by Banco de la Repblica.
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Growth during thefirst
quarter was propelled

by the non-tradable
sectors....

...while consumer

confidence continued to

grow.

Conditions on the job

22

market are still
improving.

Therewasareal rise of 3.2% in public spending, which contributed only
0.6% to GDP growth. Thelimited increasein thisitem during thefirst
guarter compared to the government’ sgoal sfor the year (approximately
6% real growth) might be associated with the impact of the Electoral
AssurancesAct on government contracting during theperiod. Anincrease
in public spending within what was budgeted would have allowed for 5.8%
GDP growth during thefirst quarter and, consequently, moreof arisein
domestic demand and in the production of non-durables.

Total exportssaw areal increase of 6.6% and continued to benefit from
favorable external conditions. Traditional exportswere not asdynamic as
non-traditional exports, mainly because of the shortcomingsin coffeeand
ferronickel exports. In March, the figures on foreign trade showed
tremendous growth in non-traditional exportsto VVenezuelaand the United
States. Theincreasein exportsto Ecuador ismuch slower and isleaning
towards standstill, after having peaked in the last quarter of 2005.

Growth at the sector level during thefirst quarter of 2006 was propelled
more by non-tradablesthan tradables (Table 3). Thisis consistent with
thefavorabletrend in domestic demand and its determining factors, and
with the way the exchange rate performed.

The main factors in the tradable sectors include the drop in coffee
production (-14.2%) dueto weather problemsin 2005 and the growthin
manufacturing (7.3%). The latter is explained, in part, by three more
working days (the effect of the Easter holiday).

Another important factor with respect to tradablesistherecent stability in
crudeoil production, whichincreased abit in thetwo previous quarters,
even though adeclinein production was anticipated afew yearsback. In
this case, high international oil prices have made it more profitableto
produce heavy crudes (which are less profitable) and prompted more
explorationin Colombia.

Growth in the non-tradabl e sectorswas responsible for nearly 70% of
the increase during thefirst quarter of 2006. The construction of civil
workswasup, thanksto thetel ecommuni cations sectorsand several major
highway projectsbeing devel oped by government agenciesat theterrito-
rial level.

Energy generation, commerce, financial services, real estate agencies, bu-
siness servicesand restaurants grew at agood pace, backed by industrial
growth, abundant liquidity, good conditions on thejob market and consu-
mer confidence. According to the Fedesarrollo Index, consumer confi-
dencerosethroughout thefirst quarter.



SECTOR GROWTH AND CONTRIBUTION TO GDP

(PERCENTAGE)
| Qtr. 2006
Per centage Contribution
to Growth of Growth

Agriculture, forestry, hunting and fishing 0.8 0.1
Mining and quarrying 1.7 0.1
Electricity, gas and water 3.2 0.1
Manufacturing industry 7.3 1.1
Construction 5.7 0.3

Buildings (1.2) 0.0

Civil works 17.8 0.3
Commerce, repairs, restaurants and hotels 8.4 1.0
Transport, storage and communications 9.7 0.8
Financial establishments, insurance, real estate agencies

and business services 6.5 11
Social, community and personal services 2.9 0.5
Financial brokerage services measured indirectly 13.6 (0.6)
Subtotal: Aggregate value 4.8 4.5
GDP 5.2 5.2
Taxes minus subsidies 10.3 0.7
Net FBMI financial services & 4.2 0.5
Tradables 4.4 1.7
Non-tradables 5.7 35

a/ FBMI: financial brokerage services measured indirectly.

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

Source: DANE. Calculations by Banco de la Repblica.

2. Employment

JoB CREATION

Availableindicators show asteady improvement

(Thousands of personsin 13 cities, three-month moving average)

in conditions on thejob market. The number of 600
employed inthethirteen mgjor citiesrose by 4.3% 500
during the second quarter of 2006, whichisasign 400
therate of economic growth isbeing maintained. 300
In June, the unemployment rate declined by 1.3 200
percentage points (pp) compared to the rate in 100
June 2005. Throughout mogt of thefirst Sx months 0
of the year, the increase in employment was -100
sustained by formal jobs (as opposed to unde- -200
remployment) (Graphs 13 and 14). However, un- 300

Feb-04 Jun-04 Oct-04 Feb-05 Jun-05 Oct-05 Feb-06 Jun-06

del’emp| Oyment rose during Ma.y and June, . Underemployed D Not Underemployed —— Employed
particularly outsidethethirteen ma or metropolitan

Source: DANE. Calculations by Banco de la Repblica.
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areas’. Although thefiguresaretoo limited for a

UNEMPLOYMENT RATE

(THREE-MONTH MOVING AVERAGE)

conclusive explanation, the fact that this
phenomenonwasseenmainly inthesmall citiesand
rural areascould be due, in part, to more demand

20.0

18.0

16.0

14.0

120

10.0

179

for labor associated with temporary agricultura
activitiesand/or with other seasona demandssuch
asrecreation and tourism.

All considered, thefiguresfor thefirst sx months
support the hypothesisin thelast report in the
sensethat thejob market iscontinuing to adjust.
The declinein unemployment has occurred on
par with astandstill inthe global participation

Jun-02

Source: DANE-CHS.
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Wun04 Dec04 Mn05 DecO5 06 rate (GPR). This suggests there has been no

Urban

increase in thelabor supply inrelative terms.
Onthe supply side, employment isup and the
rate of hourly underemployment dropped by 1.5
pp in June of thisyear compared to the same month in 2005.

D. DETERMINANTS OF INFLATION
1. TheExchangeRate

Consumer pricesin Colombiaare usually affected by avariationin the
exchange rate (Box 1). For example, during the last major episode of
exchange-rateinstability, which occurred between 2002 and 2003, one
of the results of 30% depreciation was an approximate 2 pp accel eration
inconsumer inflation. Normally, transmission to the CPI takes about three
months. Thisiscontrary to the effect on the producer priceindex (PPI),
which tendsto beimmediate’.

Consequently, alarge portion of the depreciation registeredinthe second
guarter would have been transferred to producer pricesin recent months,
but would not have had much effect on consumer prices. Theimpactin
thisrespect would begin only asof thethird quarter. Thisbeing the case,
during the second quarter, the CPI continued to benefit from thefavora-
ble effects of exchange stability in previous quarters, with small price
variationsfor tradable goods (or those affected by the exchangerate) and

& Although the June underemployment rate for the thirteen major cities showed no change with
respect to the same month the year before (31.4%), it was up by 3.9 pp nationwide (34.4% at
June 2006).

7 It is partly because producer prices for numerous imported goods are expressed in dollars and
converted into pesos at the representative market rate (RMR) in effect at the time.



with an annual rate of inflation in the sub-basket that waswell bel ow the The impact of

targets set by the Central Bank. depreciation on
inflation depends on

Inthefuture, several particular featuresof the current Situation that can alter how permanent the

theextent of exchange-ratetransmission will haveto betaken into account: increasein the exchange
rateis.

. First of adl, theextent of transmission can vary during the economic
cycle. Unlike what happened in 2002-2003, the economy is now
experiencing solid growth. Inthiscontext, companiesarelikely to be
quicker about passing on thefull increasein theexchangerateto prices,
becausetherisk of losing customersislow.

. Secondly, many imported raw materia shaveincreased substantialy in
priceand these hikeswill tend to be passed onto thelocal producer or
consumer, magnifying theeffect of depreciation.

. Anoppositesituationiscresated by thefact that the Colombian economy
isnow moreinvolved withtheworld market. Thismeanslocad companies
face more competition on the domestic market and arelessableto set
prices. With globalization and involvement in theworld market by
countrieswith an abundant supply of manpower, the production costs
and pricesof many manufactured goodsimported by Colombiahave
been reduced.

. Findly, to determinetheimpact oninflation, it isimportant to consider
not only the magnitude of depreciation but also itsduration, and how
permanent theincreaseintheexchangerateis. A short hikesuch asthe
onethat seemsto be underway, given the change since mid-July, can
have much lessof animpact on pricesthan alonger one, asoccurredin
2002.

2. EXp&taIionS EXPECTATIONS OF ANNUAL INFLATION ON A MONTHLY
BASIS: BANKS AND STOCKBROKERS

Expectations of inflation remained relevant to (Percentage)
lowering inflation in Colombia. During the second o
quarter, thevarious measurementsused by Banco 65

delaRepublicashowed adownward tendency and
werestuated inthelower portion of thetarget range
set by theBank. Thosepolled for the July survey of 55
expectationsanticipate4.2% inflation by December
(Graph 15) and expect it toremain thereuntil July

6.0

5.0

2007. Slightly lessoptimistic, but with an equally 45

favorabletendency, werethefindingsof theBank’s 0 e
qumer|y e)(p&ta] on survey | n Aprl | , Whl Ch p0| ntto Oct-03 Jan-04 Apr-04 Jul-04 Oct-04 Jan-05 Apr-05 Jul-05 Oct-05 Jan-06 Apr-06 Jul-06
4.6% inflation by December and 4.5% by March Source: Banco de I Repiblica
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MONTHLY INFLATION EXPECTATIONS
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PERCENTAGE OF INFLATION TARGET CREDIBILITY:
2001 TO 2006
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2007 (Graph 16). It isimportant to bear in mind
that thefindingsof thislast survey areusudly higher
than the other measurementsand the actud figures.

Inadditionto thefavorabletrend in expectations,
theinflationtarget continuesto beregarded ashighly
credible. Thevast mgority of those polled for the
quarterly survey in April (90.1%) believethe 2006
target isfeasible (Graph 17). Thisisthe highest
percentagefor themonth of April sncedatabecame
available(Graph 17).

These expectations may have offset certain
inflationary pressures that might have begun to
emerge with respect to costsor because of therapid
growthindemand. They asomay havehelpedto
restrain wage hikes, despitethe upward signal that
could have comefromthisyear’ sincreaseinthe
minimum legal wage, which exceeded theinflation
target by three pp.

3.  SurplusCapacity and Demand-pull
Inflationary Pressures

Thestrong growthin demand during the past three
yearshashbeen accompanied by aconstant increase
in the economy’s potential supply. This has
prevented the surplus production capacity inherited
from the crisis at the end of the nineties from
disappearing quickly. The productivity gains
detected in several production sectors also
contributed to thissituation. Even so, asnoted in

previouseditionsof thisreport, the growth in demand hasbeen high, witha
tendency to exceed productive capacity, whichiswhy these surpluseshave

been slow to disappear.

Thistendency probably continued during thefirst half of 2006, asevidenced
by the wide range of indicators concerning use of productive-capacity
(Graph 18) and by estimates of the output gap devel oped with different
methods. Ananalyssof thisinformation suggestssurplusproductive capacity
isnow lessthan what was estimated at the beginning of theyear andin
2005. Thisconclusonispossible, evenwith theszeablegrowthininvestment
during the previousyear andinthefirst half of 2006.
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The view in this report is that factor use and
productive capacity, in general, would be

USE OF INSTALLED CAPACITY:

approaching a threshold as of which an FEDESARROLLO SURVEY
accel erated increasein demand resultsin pressure (SEASONALLY ADJUSTED SERIES)
on prices. Accordingly, the assumptionisthat (Percentage)
the output gap has closed during 2006 and might 800
even be marginally above zero, given DANE’s .
recent upward revision of thegrowth figuresfor //\f\.J\ M
2005 (Graph 19) 72,0 7 W \vJ"\ J‘V
It is, however, important to bear in mind that 080 \[“/ 1
various measurements of core and non-tradable o0
inflation continueto reflect considerable stability,
or have declined during the year to date. This 600
. . . Jun-82 Jun-86 Jun-90 Jun-94 Jun-98 Jun-02 Jun-06
suggeststhat inflationary pressuresattributed to — UCI Fedesarrollo — HistoricAverage Average up o 1998

demand are being contained or are very limited.
Low inflationary expectations might have been

Source: Fedesarrollo.

animportant contributing factor in thisrespect,
but the recently detected apparent accel eration OUTPUT GAP

inlabor productivity gainsin varioussectors, such

asindustry and commerce, might also beexerting LR A oo

aninfluence, aswill beexplained later. Also, the

forceof globalization may haved owed pricehikes =0 A m

in both the tradabl e and non-tradabl e sectors by L /] [\v
reducing production costs and increasing 0 V

competition for local companies.
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Source: Banco de la Republica.

4. Costs

Second-quarter depreciation and priceincreases TOTAL AND IMPORTED PPI INFLATION

for anumber of raw materials purchased on the (Percentage) (Percentage)
world market have affected producer prices, 160 %0
especially intheimported PPI, and could spell 140 00
upward pressure on costs. In effect, after a 120

historic low in March of thisyear (1.5%), total 100 150
producer inflation rose sharply during monthsthat 80 100
followed and was 4.8% in June. Theincreasein 60

theimported PPl waseven higher: 4.7%in June a0 °°
(Graph 20). 20 00
Pricesfor petroleum, itsby-productsand possible 0 om0t anz  amee omoe omes omee
substituteswere among the external prices most Tora PP T mponed PR (fight scale)
I’eSpOI’IS bl efOI’ h| gha pI’OdUCGI’ | nﬂ a[I on and COSS. Source: Banco de la Reptiblica
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High prices for oil and

its by-products have
pushed up costs and
producer inflation.

Productivity has
increased in both the
tradable and non-
tradable sectors.

Thislast group includesvarious products of agricultural or agro-industrial
origin, suchascorn, sugar caneand sugar. Until notlong ago, thelink between
their price cycleand fuel waslimited. However, asaresult of technological
progressand thelimited supply of crudeail, they arebeginning to beregarded
asanimportant energy aternative. Asidefrom energy, priceincreaseshave
been reported for metals, including gold, given the surgein demand dueto
sronggrowthinAsia

Inthe case of petroleum, itsby-productsand metals, the price hikes appear
to betheresult of apermanent adjustment based on new market conditions.
Thisposesanew situation for the Colombian economy, whichwill haveto be
trandated into higher production costs. Astodepreciation, itislessclearif it
will have asustained impact on costs, volatility and the downward revisions
observed snceduly.

5.  Wagesand Productivity

The pattern of productivity isakey variablefor analyzing non-inflationary
growth and surplusproduction capacity intheeconomy. Asnotedin previous
reports, the only way to obtainindicatorsof thismeasurement isindirectly,
through other variables. Consequently, based onthe strategy definedinthe
September 2005 I nflation Report, thefollowing isthetrendin output per
hour worked, asthe best indicator of work productivity.

Based on the national accounts, the continuous
home surveys(CHS) and assuming anincrease of

URBAN OUTPUT

PER

HOUR WORKED ¥

(1994 pesos)
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6.0%inurban GDPduring thefirst half of theyear,
without government services?, it isestimated that
productivity per worker at the urbanlevel (Y/L)
would haveincreased by 1.5%inthefirst half of

| Quarter: GDP = 6.0%; hours = 3.4%

3.8%

o 5% — theyear and that |abor productivity (Y/H) wasup
/ 1 by 2.5% (where H is the total number of hours
worked) (Graph 21).

Therehavebeenlabor-productivity gainsinboththe
tradable and non-tradable sectors. Inthecaseof in-
dustrial manufacturing, therate of growthin output

I half,01 | half,02 | half,03

I half,04 I half,05 I half,06 D/

----- Annual average

8  This assumption is consistent with the growth forecast for the

al GDP without government services, agriculture and mining. second quarter, which is outlined in Chapter Il of this report.
b/ a projection by Banco de la Republica.

Source:

Banco de la Republica.
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per hour worked hasincreased, leaving behind the
temporary reduction seeninthesecond half of 2005
OUTPUT PER HOUR WORKED IN INDUSTRY

and noted inthe March edition of thisreport. On (TENDENTIAL COMPONENT)
the other hand, the growth in sales per worker in
theretall traded so acce erated throughout theyeer,
indicating headway in the sector’ s productivity 120
(Graph 22). 115

1.10

125

The added gains in labor productivity and the
moderateindugtrid wagehikeshavehad aninfluence
onthestability of the nominal unit cost of labor.

1.05

1.00

Based on figures available in April, the annual 0%

increase was only 0.6%. In recent months, wage 090 - s

h| k$|n n0n-tr8dab|eSGC'[OI’SSUCh ascongructlon Apr-01 Oct-01 Apr-02 Oct-02 Apr-03 Oct-03 Apr-04 Oct-04 Apr-05 Oct-05 Apr-06
and commerce have been moderate as well. Source: DANE. Monthly Manufacturing Sample.

Consequently, labor costs should have generated

nomgor inflationary pressureduring thefirst haf of = ==

theyeer_ ANNUAL CONSUMER INFLATION
L. X (Percentage)

Nonetheless, decisions on monetary policy 75

necessitate identifying whether or not these 70

improvementsin productivity aredueto cyclical
factorsor totemporary or permanent supply factors.
Thedataavailableisgtill insufficient in thisrespect,
andthe patterninthevariousindicatorswill haveto
beevauatedfurther.
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Source: DANE. Calculations by Banco de la Reptblica.
E. INFLATION AT JUNE

CORE INFLATION INDICATORS

Consumer inflation dropped to 3.9% during the

first half of 2006 (as opposed to 4.9% in e
December and 4.1%in March. Thisisbelow the '
bottom of therange of the target set by the Bank 80

for the current year (Graph 23). Thefavorable
patternin total inflation also wasevident in the

7.0

measurementsof coreinflation: CPI without food 60

was 3.6% at June (Graph 24), whichiswell below 50

the bottom of the target range. The other two

indicatorsof coreinflation (nucleus 20 and CPI o

without staples, fuel and public utilities) have 30 —

declined on par with non-food inflation, despite B B e A B %
afew recent increases. Inall, thethreeindicators —— CPl without staples, fuel or public utilties

averaged 3.6% at June. Source: DANE. Calculations by Banco de la Reptiblica
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ANNUAL FoOD INFLATION
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ANNUAL INFLATION IN REGULATED GOODS/UTILITIES
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Although coreinflationindicatorsfor thefirst half
of theyear were good, the bulk of their reduction
and most of thedeclineintota inflationwasdueto
supply factorswith apossibletemporary effect.
Thiscould have had apositiveimpact on two CPI
sub-baskets: food and regul ated goods/services.

Food inflation decreased to 4.7% (Graph 25) in
June, compared to 6.5% in December, thanksto
the slow adjustment in the price of perishables.
The supply of perishables was boosted by an
increasein theamount of areaunder cultivation
and by favorablerains. Processed foods did not
perform aswell as perishables. Their pricesten-
ded to increase faster than during the previous
year, due to rising international prices and
depreciationin theexchangerate.

Onthe other hand, theincreasein Junefor prices
on regulated goods/utilities (fuel, transport and
public utilities) was only equivalent to an annual
rate of 3.7% (as opposed to 6.6% in December
and 4.2%inMarch). Thisisthelowest risesince
1982 (Graph 26) for a sub-basket that hasall but
declined steadily since September 2003 (Graph
26).

As part of regulated goods/utilities, the CPI for
publictransportation CPI (themost important one
in the group) isthe component that has donethe
most to lower inflation. By June, public
transportation rateshad increased at an annual rate
of just 3.1%. In several urban areas, including
Bogot4, theserate hikes have been postponed for

up to 18 months, even though fuel prices soared during the same period.
Public utilities were a contributing factor aswell (2.9% at June). Their
good performance was coupled with new regul ations on water introduced
at the start of the year and with an abundance of rainfall. Thishelped to
lower the price of hydroel ectric energy, whichisthe main source of energy
inColombia. Thethird component (fuel) haskept priceincreasesrelatively
high. These, inturn, exerted an upward effect oninflation, particularly during
the second quarter. Even so, the hikesin domestic gasoline priceshaveyet
toreflect theentirerisein externa pricesandintheexchangerate.

Thefirst half of theyear saw no mgjor changesin the pace of priceincreases
with respect to the “rest” of the CPlI components (tradables and non-



tradableswithout food or regulated goodg/utilities).
As aresult, tradable inflation without food or
regulated goodg/utilitieswas 2.2% at June, afigu-
resmilar to theonein December and only dightly
abovethefigureat March (Graph 27). Inflationin
this group does not appear to reflect the recent
surgeintheexchangerate, and thesmall increase
witnessed in recent monthsmay beduetotheeffect
of higher pricesfor preciousmetalssuch asgold
and silver and their impact on the CPI for
merchandisesuch asjewelry.

Inflation in non-tradables (without food and
regulated goodg/utilities) fluctuated within arange
of 4.4%1t04.6% during thelast six months. This
wassimilar to the pattern observedin the second
half of 2005 (Graph 28). The behavior of the CPI
for rentals, as part of this sub-basket, was an
important factor, having grown morethan expected
at the start of the year, even though these hikes
declined during the second quarter (Graph 29).
Thispattern may be associated with thereduction
ininterest rateson homeloans, which has sparked
increased competition among banks to extend
mortgage loans. Lower interest ratesmakeit less
attractive to rent a home than to buy, thereby
reducing the demand for services of this type.
Addedtothisistheextensive supply of real estate
originating with therecovery in construction during
previousyears.

GRAPH 27
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THE IMPACT OF THE EXCHANGE RATE ON PRICES
Edgar Caicedo G.

Recent peso depreciation has sparked new concern about how it might affect
consumer prices'. Therefore, this article is intended as a review of domestic and
international literature on how and to what extent the exchange rate can affect
price dynamics.

What does theory say about the impact of the exchange rate on prices?

In Anglo-Saxon economic literature, the response of domestic prices to changes
in the exchange rate is referred to as the pass-through effect (hereinafter PT) or
transmission of the exchange rate to prices. One of the principal approaches,
known as the unitary price law, indicates the prices of an item - measured in the
same currency - is the same in any country, regardless of where the item might
be produced or sold?. Consequently, the PT in a small and open economy would
be equal to 100%, which means exchange rate pass-through to prices would be
complete. Other approaches consider the effects of depreciation on production
costs and on demand.

How big is the PT in Colombia and how far does it lag?

There have been a number of studies in Colombia that quantify the PT calculation
by estimating the direct association between the exchange rate and the CPI, or
indirectly through the impact of import prices on the CPI (Table B1.1). In the
mid-nineties, using a static approach with an input-product matrix, Leibovich and
Caicedo (1996) concluded that an increase in the exchange rate equivalent to
10% was transformed into an acceleration of 1% in consumer inflation. Later
studies, such as those by Rincén (2000) and Rowland (2003) with different
econometric techniques, concluded that 80% to 84% of peso devaluation with
respect to the dollar is transferred in the long run to producer prices on imported
goods, 28% to 61% to producer prices as a whole, and between 8% and 15% to

An inflation expert who works with the Inflation Section of the Programming and Inflation Department in the Economic
Studies Division. The opinions expressed in this article are the sole responsibility of the author and do not necessarily reflect
those of Banco de la Republica or its Board of Directors.

The peso lost 13.8% of its value with respect to the dollar between March 1 and July 18, 2006.

This law applies under the assumption of a perfect arbitrage and mobility of goods at domestic and international level, without
measuring the differences in homogeneity and substitutability of products with the rest of the world.
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TABLE R1,1
COMPARISON OF SEVERAL PASS-THROUGH STUDIES IN COLOMBIA

Authors Long-term Pass-Through ¥ Period Analyzed
Imported Prices Total PPI Total CPI

Leibovich and Caicedo (1996) 10.0% n.a.
Rincén (2000) 84.0% 61%" 11.0% 1980-1998
Rolawd (2003 ) 80.0% 28% 8%-15% 1983:01 - 2002:10
Banco de la Repdblica Economic

Models Department (2003) 4.0% - 5.5% 1984 - 2002
Rosas (2004) 50% - 100% 9 1991:01 - 2002:09
Rincén, Caicedo and Rodriguez (2005) 10% - 80% 9/ 1995:01 - 2002:11
Deutsche Bank (2006) 4.4%

a/ The pass-through coefficients are the percentage of exchange rate devaluation transmitted to price inflation.
b/ On export prices.

¢/ On core inflation.

d/ PT range for the different industrial sub-sectors analyzed.

n.a. Not applicable.

consumer prices. Other studies that directly calculated the total CPI response to
an exchange rate shock (DMM-BR, 2003 and Deutche Bank, 2006) also found
long-term effects between 4% and 6%”.

According to the aforementioned literature, the effect of depreciation on consumer
inflation in Colombia is limited and incomplete. The reasons are varied and include
the existence of imperfect competition and substitutability among tradable goods,
the heterogeneity of goods, the different ways agents perceive the transmission
of depreciation and, above all, the relatively low participation of marketable or
tradable sectors in the Colombian consumer basket (35%).

The speed with which pass-through occurs depends on the basket of goods in
question. With the PPI, especially imported goods, PT is almost immediate. For
the CPI, various studies coincide in that full pass-through can take up to a year, but
important effects begin to be felt after a quarter, especially on the tradable CPI.

Has the pass-through effect declined in Colombia?
According to the BR-EMD study (2003), the two previous decades saw a decline

in imported inflation PT on core inflation in Colombia from 8.6% in the mid-
eighties to levels between 4% and 5% at the end of 2002. On the other hand,

g Sector estimates such as those by Rosas (2004) and Rincén et al. (203) found a broad range of PT coefficients that go from 0%

to 100%.




the study by Rincén et al. (2005) found the PT for various industrial sectors can
be less during periods when inflation is low and the exchange rate is flexible.
These are precisely the conditions found during the last seven years.

How do we compare to the rest of the world?

The recent study by Deutsche Bank (2006) shows Colombia is the country with
the least exchange rate pass-through to consumer prices (Table 1.2). It also found
PT in the Latin American economies has declined to levels found in the developed
countries (G7). Argentina is the exception, with a PT coefficient similar to those
of the emerging economies in Europe, the Middle East and Africa. Except in
Mexico and Argentina, where pass-through occurs after one year, in the other
countries of the region it is complete within twelve months. Even so, consumer
prices respond faster to an exchange-rate shock in Latin America than in other
regions. According to the study by Edwards (2006), the drastic drop in PT in
Latin America is due to decontrol of foreign exchange and the use of inflation
targeting schemes.

Does the PT differ according to the type of exchange shock and the phase of
the economic cycle?

There is little evidence of how the impact of sharp depreciation in the exchange
rate varies compared to appreciation®. A recent study in the United States showed

TABLE B1.2
PASS-THROUGH INTERNATIONAL COMPARISON

(PERCENTAGE)

Country 1 month 3 months 12 months
Argentina = 13.1 23.9
Brazil 1.1 6.3 9.7
Chile = 5.5 5.3
Colombia 1.1 3.1 4.4
Mexico 3.5 7.5 13.6
Latin America average 1.0 7.1 11.4
Latin America average without Argentina 1.4 5.6 8.3
Latin America since 2000 10.0 20.0 69.0
Group of Seven (G7) without EE.UU. n,a, 2.0 11.0
EMEA 10.0 17.0 25.0

Source: Deutsche Bank (2006).

4

There are no studies in Colombia on the possibility of asymmetries in exchange rate pass-through.
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depreciation has more of an impact than appreciation on prices in the economy
(Ye, Zyren, Shore and Burdette, 2005). In contrast, Mendoza (2004) concludes
the PT in Venezuela is greater when the currency appreciates than when it does
not. In the case of Peru, the PT of considerable depreciation is 8% to 10% greater
than with limited depreciation (Winkelried, 2003).

Finally, the PT in Peru doubles when changes in the exchange rate occur in a
context of economic growth, as opposed to a recession. A finding common to
many economies is that the PT also tends to be greater when inflation is high,
than when it is low (Mendoza, 2004).
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II. MACROECONOMIC
PERSPECTIVES

TheColombian economy should continueto bepropelled by afavorable

external context during theremainder of theyear and in 2007.
M oderate cooling in the United Statesis expected and would be of fset
by increased momentumin other devel oped economiesand Asia.

Proj ectionson the balance of paymentsindicate stable il production

and revenuein thenext few year s. The current account deficit will be
financed easily withforeigndirectinvestment.

Thebasescenarioin thisreport contemplateslittie pressuretowards

depreciation inthecoming quarters. Theexchangerateisunlikey to
remain at thelevelsobserved in May and June, but neither isit expected
toreturntothelow levelsseen at the start of the year.

No major changesin the pace of economic growth are anticipated for

thisyear and thenext. Theremight beadight dowdowninthe second
quarter, dueto temporary events. Thecredit channel isexpectedto play
amoreimportant roleinthefuture.

The economic climate points to a slight acceleration in inflation,

particularly during 2007. Theinflation target for 2006 will likely be
met. However, surpluscapacity eventualy will be depleted, heightening
therisk of inflation. Fuel and transportation probably will generate
pressuresthat could become permanent if they filter into expectations
andwages.

A. EXTERNAL CONTEXT, BALANCE OF PAYMENTS
AND EXCHANGE RATE

1. General Aspects

The prospectsfor world economic growth during thesecond half of thisyear
andthenext remainfavorable. Lessof anincreaseinthe USeconomy isnot
expected to serioudly effect world growth, whichwill beboosted by further
momentum in the Euro zone, Japan and China. On the other hand, the
expectationsof growthfor Colombiagstrading partnersintheregion are better
than they were three monthsago.

37



Thedowdowningrowthinthe United Stateseconomy would beparticularly
evident in 2007 (2.8% as opposed to 3.0% anti ci pated three months ago).
Thiswould beduetothehikesininterest rateduring thelast two years. There
will belessof anincreasein household consumption, thanksto cooling of the
housing market and higher interest rates. Growthwill continueto belead by
investment (Table4).

Thegrowth predictionsfor the Euro zone and Japan in 2006 are 2.2% and
2.9%, respectively, with an equally favorabletendency for 2007. Thisismore
thaninthefivepreviousyears(Table4). Inboth cases, theincreasewill be
lead by investment and consumption, whichisgaining force. Domesticdemand
would compensatefor thereductionin external demand resulting fromacooler
USeconomy.

Asfor the emerging economies, expectations of growth have increased
substantially compared to what they were three monthsago. The Chinese
economy is expected to expand by 9.6% in 2006 and by 8.9% in 2007.
Growth will continue to be spearheaded by investment, even though an
increasi ng improvement in consumptionisexpected. Although thecountry’ s
monetary authoritieshavetaken stepsto control investment in certain sectors
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GROWTH FORECASTS FOR COLOMBIA'S MAIN TRADING PARTNERS
(PERCENTAGE)

Actual Forecast fora
2005

2006 at: 2007 at:

Apr-06 Jul-06 Apr-06 Jul-06

Principal Partners

United States 3.6 3.3 3.4 3.0 2.8
Ecuador 3.9 3.2 3.2 3.0 3.1
\enezuela 9.4 6.8 7.9 4.6 5.3

Other Partners

Euro zone 14 21 2.2 2.0 21
Japan 2.7 2.9 2.9 21 22
China 9.3 9.1 9.6 8.7 8.9
Peru 6.1 4.9 55 4.6 4.9
Mexico 3.1 3.6 4.1 34 34
Chile 5.9 5.6 54 5.2 5.3
Argentina 8.9 7.1 7.6 4.5 5.3
Brazil 25 34 3.6 3.7 3.6
Bolivia 3.7 3.1 3.1 3.1 3.1
Developed economies 3.1 3.1 3.2 2.8 2.7
Developing economies 6.3 5.2 5.8 4.1 4.5
Total Trading Partners 4.8 3.9 4.0 3.2 3.1

Source: Datastream - Consensus. Calculations by Banco de la Republica.



and highreal estate prices, the anticipated impact on growthwill still bequite
limited.

Inthecaseof Venezuda, our maintrading partner intheregion, theexpectations
are better than they were three months ago, thanksto higher oil prices. This
report listsasubstantial increasein the growth forecast for 2006 and 2007,
whichisup from 6.8% and 4.6%, respectively, to 7.9% and 5.3%. However,
growth in Ecuador’ s economy will remain at around 3% because of less
investment, which hasbeen affected by palitica ingability. Giventheforegoing,
inour bas ¢ scenario, theamount of growth anticipated for our trading partners,
according to theestimated balance of payments, is4.0%in 2006 and 3.1%in
2007 (Table 4).

Thecurrent Stuationwith respect toinflationinthe United Statesisone of the
maost complexinrecent years. Ontheonehand, inflationary pressureoriginaing
with high pricesfor raw materia sremainsafactor andisevenincreasngat a
timewhen theeconomy isgrowing at relative high rates, despite somesignsof
aslowdown, and when indications of higher inflationary expectationsare
beginningto emerge. On the other, theindicators show productivity appears
to have continued to expand agood pace, suggesting that potential non-
inflationary growthisdtill sgnificant.

Thetendency among andystshasbeen toincreasetheir inflationforecastsfor
the United States, given therecent upswing in prices, thenew hikesin prices
for raw materid sand theinertiathat comeswith economic growth. Accordingly,
theanalysts' consensusforecasts®, whicharepart of our basic scenario, rose
from 2.9% to 3.5% for 2006 in the case of total inflation, and from 2.4%to
2.7%for coreinflation. For 2007, theforecast increased from 2.3%1t0 2.7%
for tota inflation and from 2.4%to 2.6%for coreinflation.

Thisoutlook isassociated with anincrease of 25t0 50 bp ininterest rates,
which placesthem somewhere between 5.5% and 5.75% by the end of 2006.
Thisismorethan anticipated three months ago (5.25%). However, wetil
believethe Fed' sresponse will depend on new information with respect to
bothinflation and growth.

Inthe case of the Euro zoneand Japan, theforecastsfor interest ratesare up
aswdll, although marginally so, and are expected to end theyear at 3.25% at

0.5%, respectively.

Theforecastsfor commodity priceshaveincreased asaresult of strong
growth worldwide and low surplus production capacity for certain primary
goods. The Economist Intelligence Unit estimates oil will be US$71.62

®  JP Morgan, Deutsche Bank, Goldman Sachs, Credit Suisse and Dresdener Kleinwort W., among
others.
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a barrel in 2006 and US$67.56 in 2007, which is US$10 more than the
forecaststhreemonthsago. Intheshort term, continuousgeopolitica problems
continueto exert pressureon prices. Thecurrent war intheMiddleEastisa
caseinpoint.

The pricesforecast for commodities (without energy) are much higher as
well, particularly inthe case of metals. According to the World Commodity
Forecast (WCF), priceswill be up by 21.1% in 2006; the step up forecast
three months ago was 5.0%, with adrop (1.2%in 2007; 9.4% previoudly).
This should be an incentive to production in the years ahead; however,
whether or not thisisthe casewill be clear only asof 2008 (Graph 30). For
thelong term, strong growth in several Asian countries, such asChinaand
India, might keep up pricesfor oil and other commoditiesin high nucleuses.
Onthisbasis, the pricesfor Colombia smajor exports have increased for
the base scenario of thisreport, compared to what they werethree months

ago (Table5).

Although the base scenario for the external

ToTAL COMMODITY PRICE INDEX, . . .

WITHOUT OIL (WCF) context remainsfavorable, thefinancial markets
could becomehighly volatilein themonthsahead,
given reining uncertainty and less liquidity
worldwide. The crucial part of the external
wo T \’\,\ context for the countriesin theregion, including
200 N Colombia, will be strong world growth, which
o ] makes pricesfor our productslessvulnerable.
Better termsof tradewill continueto boost foreign
600 | 1 direct investment, especially investment to tap

200 | 1 natural resources.
200

(Percentage)

160.0

800

0.0
Sep-96 Sep-98 Sep-00 Sep-02 Sep-04 Sep-06 Sep-08
WCF —— April 2006 Forecast = July 2006 Forecast

Source: The Economist Intelligence Unit.

INTERNATIONAL PRICES

Average Projection for 2006 Projection for 2007
2003 2004 2005 Current ¥ Previous®  Current ¥ Previous?
Coffee (ex-dock) (dollars/pound) 0.7 0.8 11 12 11 1.0 1.0
Oil (dollars/barrel) 29.0 37.3 49.8 59.0 53.5 61.8 52.9
Coal (dollars/ton) 28.2 36.1 47.9 47.9 47.5 50.2 48.8
Ferronickel (dollars/pound) 14 2.3 24 24 24 2.2 2.2
Gold (dollars/troy ounce) 362.5 409.3 445.0 560.2 560.2 590.2 590.2

al Balance of payments estimated in July 2006.
b/ Balance of payments estimated in April 2006.
Source: Banco de la Republica.
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Therefore, evenwiththe persistenceof high volatility onfinancia markets, the
exchangerateisnot expected to remain at thelevelsobserved in May and
June. Theadjustment since July verifiesthistendency. Ontheother hand, it
alsoisunlikely the exchangeratewill return to the levelswitnessed at the
beginning of theyear. Indl, it isimportant to emphasi zethat any exchange-
rateforecast issurrounded by agreat dedl of uncertainty, eventheshort-term
forecasts.

2. Balanceof PaymentsProspectsfor 2006 and theMedium Term

The current account deficit estimated for 2006isUS$1,589 million (1.2% of
GDP asopposed to 1.6%1n 2005), basically dueto lessof adeficit infactor
income (down from 4.5%1t0 4.% of GDP) and in non-factor services(from
1.7%t0 1.4%). Thiswould morethan compensatefor asmaller merchandise
trade surplus, whichisexpected to drop from US$1,595 min 2005 (1.3% of
GDP) to US$1,050 m (0.8% of GDP) (Table 6). Theimprovement in factor
incomeisdueto lessinterest paid by the government, because of theway it
hasmanageditsliabilities.

Thede€ficitinthe current account isexpected to befinanced with resources
from net foreign direct investment®, which should remain dynamicintheail,

© This takes into account US$1,162 million (m) in resources scheduled to originate with the
privatization of Telecom, ISA, Granbanco, Ecogas, Propal, and Monémeros Colombo
Venezolanos, among other companies.

BALANCE OF PAYMENTS FORECAST FOR COLOMBIA

Millions of Dollars

Percentage of GDP

2004 2005 (pr) 2006 (proj) 2004 2005 (pr) 2006 (proj)

I. Current Account (938) (1,978) (1,589) (1.0) (1.6) (1.2)

A. Goods and non-factor services (333) (505) (768) (0.3) (0.4) (0.6)

1. Goods 1,346 1,595 1,050 1.4 13 0.8

2. Non-factor services (1,679) (2,100) (1,818) (1.7) (1.7) (1.4)

B. Factor income (4,332) (5,562) (5,181) (4.4) (4.5) (4.0)

C. Transfers 3,727 4,089 4,360 3.8 3.3 34
1. Capital and Financial Account, and Change

in Gross International Reserves 6,021 5,435 1,153 6.2 4.4 0.9

A. Net direct investment 2,975 5,754 3,952 3.0 4.7 3.1

B.Other capital movements & 3,046 (319) (2,799) 3.1 (0.3) (2.2)

(proj) Projected.
(pr) Preliminary.
al Includes operations in the public and private sectors, errors and omissions, plus the variation in gross international reserves.
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coal and manufactured goodssectors. Theflow of direct foreigninvestment
would partialy offset outflowsof private capital. Theforecastsin thisreport
assumetherewill beno additional capital outflowsduring the second half of
theyesar.

Findly, the Bank”smid-term projections show the current account deficitin
thebalance of paymentswill continueto averagearound 2.5% of GDPduring
the next fiveyears, given the gradual reductionintermsof trade, growing
world demand (2.8% per year) and approximately 4% economic growthin
Colombia. Thisforecast dsotakesinto account the possiblechangein sources
of externd financing.

Inthisscenario, revenuefrom exportsof ail, itsby-productsand coal should
remainrelatively stableat around 4.5% and 2.2% of GDP, respectively. This
projectionisbased on no declinein crude oil production during the period
andoninternationa pricesthat should remainrelatively high.

B. THE DOMESTIC CONTEXT
1. TheGDP Short-term Forecast

Avallablefiguresfor domestic demand show themomentuminearlier quarters
has continued during theyear to date. In June 2006, indicatorsof consumer
confidence, consumption expectations and economic conditionsweretill on
theriseand reflected level sabovethoseregistered during the sameperiod the
year before (Graph 31).

In additionto the confidenceindicatorsfor housshold

FEDESARROLLO CONSUMER
SURVEY INDEXES

50.C

consumption, there also are signs that private
investment should continueto grow at agood pace.
Thefiguresannounced by DANEin May andthose
provided in June (preliminary) by the National
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Department of Customsand Revenue(DIAN) show
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goods. Coupledwiththe portfolio data, investor
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confidence, the continued improvement in
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context, thissuggestsgrowth in domestic demand
will remainthedriving forceof GDPgrowth.
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Source: Fedesarrollo.
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Consmption expectations Despite the continuance of good domestic and
externa conditionsfor growth, the central scenario
inthisreport forecastsan increase of 3.7%in GDP



during the second quarter of 2006 dueto several supply shocks(Table7).
Thepoor coffeeharves, in particular, isexpected to have somewhat of negative
impact ongrowth. Thesamecanbesaid of thestrikeagainst thecoa company
Drummond, the heavy rainsthat jeopardized harvestsfor some perishables,
and the fewer number of working daysin the second quarter of the year
(three), together with the effect of the Electoral Assurances Act on some
government servicesand thepossibleimpact of financid volatility onbrokerage
sarvicesinthefinancia system.

Thesamecentrd scenario dsoindicatesthe paceof growthwill recover during
thethird quarter of 2006, with an increase of 5.2% compared to the same
quarter in 2005. The prediction isthat coal exportswill bereinstated entirely
during that period and therewill beamoderate drop in coffee production,
although output for the 2005/2006 coffee year isexpected to be down by
nearly 6.0%, on average.

Public spending islikely to increase sharply during the third quarter and
generally throughout the second half of the year, the reason being that this
demand was curbed during thefirst sx monthsof theyear by the Electoral

REAL ANNUAL GDP GROWTH BY SECTORS
(PERCENTAGE)
2005 2006
| Qtr. Il Qtr. @ Il Qtr. @
Agriculture and livestock, forestry, hunting and fishing 2.9 0.8 12 25
Mining and quarries 3.0 17 (4.6) 6.7
Electricity, gas and water 3.2 3.2 12 3.1
Industrial manufacturing 3.9 7.3 2.8 3.6
Construction 11.9 5.7 11.2 3.9
Buildings 4.3 (1.2) 2.4 2.2
Civil works 28.1 17.8 30.0 6.8
Commerce, repairs, restaurants and hotels 9.4 8.4 6.4 6.3
Transportation, storage and communication 5.1 9.7 5.8 5.1
Financial establishments, insurance companies, real estate
agencies and business services 35 6.5 (2.9) (0.4)
Social, community and personal services 4.0 2.9 19 9.1
Financial brokerage measured indirectly 8.5 13.6 (17.6) (7.2)
Subtotal: aggregate value 4.6 4.8 3.1 5.0
GDP 5.2 5.2 3.7 5.2
Taxes, minus subsidies 13.3 10.3 11.6 8.3
Net financial services -FBMI / 1.9 4.2 2.3 2.0
Tradables 4.0 4.4 2.9 4.4
Non-tradables 6.0 5.7 4.1 5.7
al Projection.

b/ FBMI: financial brokerage services measured indirectly.
¢/ Agriculture and livestock, mining, manufacturing, air and water transport services, including those of a complementary and auxiliary nature, and certain private services for businesses are regarded
as tradable sectors.
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ANNUAL GROWTH IN THE INDUSTRIAL PRODUCTION

AssurancesAct. Consequently, thethirdand fourth

quarterswould haveto witnessanincrease of dmost

INDEX (IPI) OF THE DANE MONTHLY MANUFACTURING 10.0%in public spending to comply with the budget
SAMPLE
for 2006.
16
E 1203 Inview of theforegoing, the non-tradabl e sectors

10

AN oNv o o

should expand by 4.9%, on average, between the
second and third quarters, while growth in the

» 1 tradable sectors would be only 3.7%. However,
I ] when these projectionswere made, therewasno

information availableonindustria growthin May

(12% according to the DANE monthly
manufacturing sample), which turned out to bemore

May-03 Nov-03 May-04 Nov-04

Source: DANE-MMM. Calculations by Banco de la Republica.

44

_Mayl'z";omthP‘l’;Ojage May-00 than predicted. According to Banco de la

Republica scdculaions, witharevisonfor working
days and seasonality, growth in the tendential
component of industriad manufacturing might exceed 4.0% (Graph 32), which
would surpasstheforecasts contempl ated inthe central scenario of thisreport.

2. GDP For ecast for 2006 and 2007

Theexterna context and the various elementsin the domestic context that
support theshort-term central forecast for GDP guaranteegood growth during
2006, which is aready expected to be 4.8% for the year as a whole.
Household consumption should climb to 5.3%, accd erating compared to 2005
and making animportant contributionto growth (Table8). Tota investment
will continueto boost growth, even though the annual variationsanticipated
for the second half of 2006 are expected to belessdynamicthaninthefirst
half of theyear. Thegrowth forecast for grossfixed capital formation (GFCF),
without civil works, is12.7%, according to what has been budgeted by the
government. Thisbeingthe case, theend of theyear should seealevel of
investment near 24% of GDP, whichiswell abovethehigtoric average (17.4%).

In 2007, the economy isexpected to continueto grow at agood pace, with
nomaor shocks. Theprimary externa fundamentals, particularly highterms

of trade and solid external demand, should allow for 4.3% to 5.2% GDP
growth.

C. INFLATION FORECASTS
1. Forecasts

Theinflation forecastsbased onthe Bank’ scentral mode (TMM) areshown
inTable9. They weredevel oped according to theassumptionsoutlinedinthe



two preceding sections. Asusual, theresultsof themodel contemplatean
interest ratethat adjustsitself endogenoudly to ensurethelong-terminflation
targetsaremet. Therefore, when interpreting arate of thistype, itisimportant
to bear inmind that changesin the stance of monetary policy haveasignificant
impact oninflation only after atimehorizon of morethanthreequarters.

Accordingtothe TMM centra path, no mgor changesininflation areexpected
during the second half of 2006, with respect tothelevel sregistered at June.

REAL ANNUAL GDP GROWTH BY TYPE OF EXPENDITURE
(PERCENTAGE)
2004 2005 2006 ¥
End Consumption 3.8 4.7 5.5
Households 4.0 4.7 5.3
Government 3.3 4.8 6.2
Gross Capital Formation 14.5 25.2 15.2
Gross Fixed Capital Formation (GFCF) 13.6 19.4 11.5
GFCF without Civil Works 23.4 17.7 11.2
Civil Works (18.8) 28.1 12.7
Domestic Demand 5.6 8.4 7.5
Total Exports 11.3 6.3 4.8
Total Imports 15.8 22.6 17.2
GDP 4.8 5.2 4.8
a/ Projection by Banco de la Replblica.
Source: DANE. Calculations by Banco de la Repblica.
CENTRAL MODEL FORECASTS
Total Food Non-food inflation Output
inflation inflation Gap
Total Non-tradables Tradables Regulated
Jun-06 3.9 4.7 3.6 4.6 22 3.8 0.3
Sep-06 3.9 4.2 3.8 4.6 25 4.2 0.6
Dec-06 3.9 3.9 4.0 4.7 2.6 5.1 0.9
Mar-07 4.6 4.3 4.7 4.8 35 6.0 1.0
Jun-07 4.5 4.0 4.7 4.9 3.3 6.2 0.8
Sep-07 4.1 3.7 4.3 4.8 2.9 5.8 0.6
Dec-07 4.0 4.0 4.0 4.7 25 5.6 0.4
Mar-08 4.1 4.1 4.1 4.7 2.3 6.4 0.1
Jun-08 4.1 4.1 4.1 4.6 2.6 6.3 (0.1)

Source: Banco de la Republica.
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mid-term.

Total inflation should stay near the bottom of thetarget rangeasaresult of a
declineinfood inflation, whichwould offset adight risein non-food inflation.
Thus, theseforecastsrule out mgor reductionsininflation during the second
half of theyear, contrary to what occurred during thefirst six months. They
alsosgnal abreak inthedownward trendin non-food inflation, whichwould
have hit bottom at mid-year.

For alonger time horizon, the model again envisagesan upward tendency
for total and non-food inflation, at least while the changesin monetary
policy endogenous to the forecast begin to take effect. Even when
compared to theresults published for the March report, the new fore-
castssuggest dightly higher inflationary pressureswithinamid-term horizon
(fromthreeto six quarters). One example would be therisein the non-
food inflation forecast at March 2007, whichisup from 4.3% in thelast
report to 4.7% herein.

Theincrease in mid-term forecasts is explaines by the exchange-rate
depreciation during the second quarter, which was underestimated in the
Marchreport. When included inthemodel, that episode added nearly
100 bp to the annual rate of tradableinflation anticipated for thefirst half
of 2007 (excluding non-regulated foods). Asusual, this outcome obeys
to the direct impact of the increase in the exchange rate and itsindirect
effect through theimpact oninflationary expectationsandinertia.

However, the anticipated increasein inflation ismoderate compared to
the situation during other episodes of depreciation: no morethan 40 bp
on non-food inflation and evenlessontota inflation, even after considering
thelikely increasesin pricesfor imported foods. Thisis possible because
the recent weakening in the peso would be largely temporary. Hence,
pressure towards depreciation would be much lessin the second half of
thisyear and in 2007, aswas explained earlier in this chapter.

Nevertheless, with themodel, tradableinflation isdetermined not only by
the exchangerate, but also by the course of expectations, by past infla-
tionand by growthin demand with respect to avail able productive capacity.
Inthelong run, these factors cause it to converge towards the targets,
evenif theexchangerateremainsstable. Inview of thisfact, the current
forecasts also reflect an underlying upward trend for tradable inflation
associated withitscurrently low level compared to the Bank’ slong-term
targets and with the continued force of domestic demand anticipated for
thecoming quarters.

Together with therevised forecastsfor tradableinflation, thisreport also
envisionsasdlightincreasefor inflation in regulated goods/utilities during
2007. The TMM still expectsan upward tendency in thisindicator during
thenext four quarters, for severa reasons. The most important one concerns
high fuel priceson today’ sworld market and the extreme likelihood that



they will remain at the current levelsfor quite sometime. Thiswould Inflation in regulated
necessitate an increase in domestic prices during the remainder of 2006 goods/utilitiesis

and in 2007, above and beyond the inflation targets, to close the gap that expected toincrease. ..
now existswith respect to international prices. Therecent increasesin

external prices and depreciation during the second quarter make this

scenario even morefeasible.

By the sametoken, fuel-price hikesthat exceed thetargetsarelikely to
have an effect on the price of public transportation in Colombia, particu-
larly because trangportation rates do not seemto reflect the mgjor increases
accumulated in recent years. Within the sub-basket of regulated goods/
utilities, fuel and public transportation account respectively for 11% and
50% of thetotal CPI, which meanstheir tendency largely determinesthe
behavior of pricesinthisgroup.

Another reason to expect more of anincreasein pricesfor regulated goods/
utilitiesisthe currently low annual rate of inflation for thissub-basket. So
far thisyear, there hasbeen very little changein public utility rates (the
annual increase at June was 2.9%). These minimal adjustments were
possiblethanksto special circumstances, such asabundant rainfall, which
lowered the prices of energy on the exchange. Thissituationisnot likely
torepeat itself in 2007. Consequently, for the next 18 months, it isprudent
to anticipateincreasesthat are closer to the goalsthan isnow the case.

Asto the three components of the non-food CPI, only non-tradables—
with the closest link to demand- have aslightly lower forecast in this
report, compared to theforecast in March. Thisisbecausetheresultsin
thefirst half of the year tended to belessthan anticipated. Even so, with
the assumptions for growth (4.8% in 2006 and around 4.7% in 2007)
and the actual size of the gap (0.5% on average for 2006) non-tradable
inflation isexpected to increase during 2007, asindicated in earlier reports.
Convergencetowardsthelong-term targetsfor inflation would begin only
asof thethird quarter in 2007, once the changesin monetary policy begin
to have animpact.

Although the changein non-tradabl e inflation depends primarily onthe
anticipated growth in demand compared to the increasein potential or
non-inflationary output, there are other factorsthat affect theseforecasts.
The course of expectationsand past inflation are the most important ones,
consderingtheinertiastill shown by inflationin Colombia Thus, temporary
price hikesdueto supply shocks (infoodsor in regulated goods/utilities),
or to short increases in the exchange rate have a permanent effect on
inflation through these channels. In the current situation, thisimpliesthat

actual depreciation during the second quarter, plusactual and anticipated ... tradable inflation is
increasesin fuel and transportation prices, a so affect the upward tendency expected to move higher
in the forecast for non-tradables. The exchange rate can have adirect in 2007.
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and wages.

influence on non-tradables as well (via costs or prices of tradable
substitutes).

Thefood CPI forecasts show lessinflation during the second half of 2006.
Thistendency takesinto account two factorsthat exert upward pressure
onfood prices, namely, depreciation in the exchange rate and higher in-
ternational prices (for sugar, cerealsand edible oils) during theyear to
date and those anticipated for the next two quarters. Althoughitisdifficult
to determinetheindividual importance of thesetwo factors, the assumption
inthisreport isthat morelasting pressurewould originate with high external
pricesand the possibility of new increases, asexplained at the beginning
of thischapter. Depreciation during the second quarter also would exert
an upward effect during the second half of the year; however, it would be
moderateif the peso again recovers part of itsvalue, asisexpected.

Thereduction in food inflation during the second half of 2006 would
originate primarily with pricesfor unprocessed or staplefoods. Although
thistendency iscontradictory, given the pressures mentioned earlier, its
explanation lieswith the currently high relative pricesfor staplefoods,
dueto the constant increases observed since early 2004. Inthe past, a
quick drop in food prices has been preceded by periods when prices
wererelatively high and provided astrong incentiveto supply. Thisisthe
seguence of eventsbeing detected by the model's, with the added ingredient
that amplerainfall during the second quarter would further increase the
productivity of cropsand, hence, the supply inthe coming months.

In summary, the forecastsin thisreport indicate the possibility of some
inflationary pressure at mid-term, if domestic credit and demand continue
to grow as expected, and particularly if the increase beginsto exceed
growthintheeconomy’ sproductive capacity andin productivity. According
tothemodéd, thissituation would begin to be evident at some point between
theremainder of 2006 and the start of 2007. Although actual depreciation
of the exchange rate would have acertain upward impact on prices, it
would belimited, since the remainder of thisyear and 2007 are expected
to seeareturnto stability in the exchangerate, with less of atendency
towards depreciation compared to the situation in May and June. The
high forecast for external priceswould have amore permanent effect on
futureinflation. Thisisparticularly trueof fuel prices, giventheir effect on
transportation and the impact they can have on expectations and wage
bargaining. Finally, staple food prices are expected to be influenced by
short-term downward pressure attributed to reasons associated with their
production cycle.



2. Risks

Thefan chart (Graph 33) showsthecentra path of thetotal inflation forecast
and the probability of its distribution, which illustrates the uncertainty
surrounding thisprojection. The primary risk factorsthat can steer inflation
away from its central or most probable forecast are considered when
cdculaingthisdigribution.

Thefollowing arethe main factorsthat could result in aninflation forecast
superior to the central scenario.

. M ore growth during the second quarter than contemplatedin thebase
scenario: thisrisk is supported by the positive trend in industrial
productionfor May, whichwasnot fully included intheforecasts. Also,
theeffect of the supply shocksanticipated during the second quarter
might be less than envisioned in the base scenario, given the latest
indicatorsfor severa sectors. On the demand side, consumer confi-
dence at June remained on therise and, by May, imports of capital
goodshad climbed morethan expected. Findly, theanecdotd evidence
collected at the consultative committee meetings held by the Board of
Directorswith members of the business community indicatestheir
perception of current economic conditionsismorefavorablethan it
waslast year.

. Moredepreciation transmitted to consumer inflation than contempl ated
in theforecast, inasmuch asthe economy isin agrowth stage. The

& In addition, the possibility of an upward revision of first-quarter growth figures by DANE is not

ruled out.

PROBABILITY DISTRIBUTION OF THE INFLATION
FORECAST (FAN CHART)

ACCUMULATED PROBABILITY OF ACTUAL
CONSUMER INFLATION WITHIN
THE INDICATED RANGE

(Percentage) (Percentage)
6.0 6.0

Inflation Probability (%)
55 55 ranges

2006 2007 2008
50 . 50 (%)
Sp. Dec Ma. Jun. Sgp. Dec Ma. Jun.

45 g 45
4.0 40 Above 5.5 00 00 02 08 05 05 08 1.2

Below5.5 100.0 100.0 99.8 99.2 99.5 99.5 99.2 98.8
35 1 35 Below5.0 100.0 100.0 91.5 88.6 94.9 95.6 94.2 93.2
30 g 30 Below4.5 100.0 99.5 40.2 49.9 754 79.2 76.9 76.3
o5 5 Below 4.0 77.7 57.6 2.4 10.0 384 46.7 46.5 48.2
' ) Below 3.5 00 09 00 05 9.2 16.1 184 2138
20 . . . 20 Below 3.0 00 00 00 00 09 28 44 6.6

11 Qtr. 04 11 Qtr. 05 11 Qtr. 06 11 Qtr. 07 11 Qtr. 08

Source: Calculations by Banco de la Republica.
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Certainrisksto

inflation originate with

higher costs,

particularly because of .
their impact on food

prices

extent of thistransmission can vary withtheeconomic cycle, whichis
not detected by the central moddl.

Higher oil pricesinthefuture, given the geopolitical risksweighing
on this market. The result would be increased pressure on
domestic fuel costs, on transportation faresand oninflationin
generdl.

Higher frequency of wage hikesthat exceed thetargetsfor infla-
tion dueto atighter labor market. The recent, more-than-expected
risein employment, theincreased rate of work factor utilization,
and good prospects for growth would rai se the demand for |abor
faster than in past years. In contrast to thisrisk, the labor supply
might not expand as quickly in the mid-term, especially among
workerswho are not household heads. Thiswould be the result
of morefamily income and job stability.

Higher prices for processed and staple foods, due to pressure
from costs that were not fully contemplated in the base scenario.
Theseincreases would be the result of higher pricesfor imported
raw materialsor tradables (cereals, edibleails, sugar, and fertilizers)
associated with higher fuel pricesand with ahigher exchangerage.

Thepossiblefirst and second round effects of an extensionin the
value-added tax (VAT) to include anumber of family market-bas-
ket itemsthat have been exempt up to now, plustheimpact of an
increasein existing rates. None of these events have beenincluded
inthe central path of the forecast. Moreover, experience shows
that changesin VAT are quick to affect the CPI and considerably
so, and can influence the creation of expectations, thereby having
amore lasting impact on inflation.

Thelast factor underscoresarisk common to anumber of transitory
supply shocks (such asincreasesin the price of staplefoodsand
regulated goods/utilities). It isthe possibility of transmission to
inflation through anincrease in inflationary expectations. In this
case, itstransitional nature becomes|essimportant in terms of
inflationary processes and monetary-policy implications.

Thefollowing are the moreimportant factors that would explain less
inflation than in the base scenario.

The effects of a possible
extension in VAT also .
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poserisks.

The beneficial impact compliance with theinflation target has on
expectations and on the price-formation process for 2007.



. More gainsin productivity than contemplated in the calculation
for potential GDP and the gap: the growth in investment and the
sharp risein imports of capital goods can encourage technical
change and favor growth in productivity. By the same token,
increased competition from imports of consumer goods can spark
gainsin productivity by acting asa* disciplinary mechanism” for
the market.

i The negative impact on exports and growth that would result
from failureto extend the tariff advantages provided under the
Andean Trade Promotion and Drug Eradication Act (ATPDEA)
and Venezuela' s departure from the Andean Community of
Nations (CAN). Although these events could al so speed the
pace of depreciation, with an upward impact on prices, the
downward effects due to less demand should prevail.

i The effect recent financial volatility could have onreal activity,
and specifically on domestic demand. The drop in stock and
TES prices could lower the collateral value (wealth) households
and businesses use to leverage loans for spending?. As to
companies, the financial volatility also could imply fewer
financing and investment possibilities, by discouraging stock
and bond issues.

Finally, developmentsin the external context and especially the situation
inthe United States pose amajor risk with an uncertain effect oninflation,
because of their variousimplications. Controlling inflation in the United
States might require more changesininterest ratesthan those anticipated
inthisreport and/or amore abrupt landing for that economy. If so, world
demand could be hurt if other magjor economiesfail to offset the dowdown.
Our terms of trade would be affected, aswould the economic growth of
varioustrading partners.

Inview of theforegoing, therisk analysisindicatesthat, with an active
monetary policy, inflationislikely to end the current year below the ceiling
of thetarget range announced by the BDBR. Thefan chart shows42.4%
probability that inflation will be between 4.0% and 5.0% at the end of
2006. Thereiseven ahigh probability (57.6%) that it will be lessthan
4%.

2 If this is to be important, the assets in question must account for a relevant share of wealth,
which does not appear to be the case with Colombian households. According to severa estimates
developed by Banco de la Republica, stocks account for only 1% of household assets. The
amount of TES (including pension and severance funds) in the hands of private individuals is low
(no more than 17%). These estimates show the bulk of the wealth would be in housing

Thegainsin

productivity could be

greater than those
envisioned in this
report.

It ishighly probable
that inflation will end
2006 below the ceiling

of the target range.
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Much of thedistribution in 2007 will be concentrated in the 4.0%-to-5.0%
range (48.9%). Also, thelikelihood that inflation will bewithin theannounced
range (3%104.5%) ishigh (76.4%) and ismorethan it wasthree monthsago
(62.4%). Theseresultsassumean active monetary policy that tendsto beless
accommodating than the current one.



INFLATION AND BUYING POWER AMONG
THE LOW-INCOME POPULATION IN COLOMBIA

Alejandro Reyes

Consumer inflation was 3.9% at June. However, this rate differs according to the
income bracket of the population. At June, inflation in the low-income bracket
was 3.3%, as opposed to 4.5% in the middle-income bracket and 4.3% in the
upper income bracket (Graph B2.1).

GRAPH B2.1

CONSUMER INFLATION BY INCOME BRACKET
(ANNUAL VARIATION)

(Percentage)
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Source: DANE. Calculations by Banco de la Repiblica.

What explains these differences and how have they changed?

The differences are due to the fact that the items in the basket are of different
importance to each income group. For example, food represents 41% for those
in the low-income bracket, as opposed to 15% for the high-income bracket (Table
B2.1). This makes changes in the price index for the entire basket different for
each group. If food inflation accelerates, that increase will be reflected more in
inflation for the low-income brackets than in inflation for the high-income brackets.

These differences are not always the same. Sometimes one bracket experiences
higher inflation than another, and vice versa. During the year to date, inflation for
the middle-income bracket has been higher than the rest, because this group has
been affected the most by rising fuel prices and because inflation in rentals has been

* An expert with the Inflation Section of the Programming and Inflation Department in the Economic Studies Unit. The opinions

expressed in this article are solely the responsibility of the author and do not necessarily reflect those of Banco de la
Repdblica or its Board of Directors.
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TABLE B2.1
CONSUMER SPENDING BASKET

Income

Low Medium High
Food 41.42 30.18 14.70
Housing 28.31 29.12 31.37
Clothing 7.29 7.92 5.78
Health 4.26 4.06 3.39
Education 3.57 5.30 4.95
Entertainment, culture and recreation 2.25 3.77 4.69
Transport and telecommunications 7.29 12.17 23.67
Other expenses 5.60 7.48 11.46

a/ Percentage of spending with respect to total expenditure.
Source: DANE. Calculations by Banco de la Repiblica.

higher than in the upper and lower brackets. On the other hand, inflation for the low-
income bracket has declined during 2006, thanks to the drop in food inflation and
the slightincreases in public transportation fares, which are more important to consumers
in this group than to those in the middle and upper income brackets.

Past years have seen more of an increase in inflation in the low-income brackets.
This is mainly because of the tendency in prices for regulated goods/utilities and
particularly the elimination of subsidies that were more important to the spending
basket for this group. However, although inflation in regulated goods/utilities might
have increased, this segment of the population has benefited considerably from
the decline in total inflation. As illustrated in Graph B2.2, the real minimum wage
provided for by law in the nineties — deflated with the consumer price index at
the low-income level — lost buying power. However, since the year 2000, it has
recovered considerably as a result of major hikes in the nominal minimum wage,
accompanied by declining inflation rates.

GRAPH B2.2
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a/ The wage was deflated by the average annual CPI for the low-income bracket.
Source: DANE and Banco de la Reptblica. Calculations by Banco de la Repiiblica.
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ATTACHMENT

MACROECONOMIC PROJECTIONS
BY DOMESTIC AND FOREIGN ANALYSTS

The following are the latest projections by domestic and foreign analysts concerning
the main variables of the Colombian economy in 2006 and 2007. They were
developed with information available at June 2006.

I. Projections for 2006

Table A1 shows the predictions for 2006. On average, the domestic analysts
expect 4.8% economic growth, which is 34 bp more than the forecast during the
previous quarter. The foreign analysts anticipate 4.7% (4 bp more). Apparently,
expectations continue to improve. This would be consistent with the good
performance displayed by industry, the acceleration in credit and the fact that
Fedesarrollo’s consumer confidence index in June reached a new historic high.
This indicates growth could continue at a good pace, backed by private
consumption.

TABLE Al
PROJECTIONS FOR 2006

Real GDP CPI Nominal Nominal Fiscal Unemployment
Growth inflation exchange TDR deficit rate
(Percentage) (Percentage) rate (Percentage) (GDP (13 cities)
(end of) percentage) (Percentage)
Domestic Analysts
Revista Dinero 4.5 4.4 2,600 6.8 1.3 11.5
Corredores Asociados 4.8 4.2 2,450 6.5 1.6 9.5
BBVA Ganadero 4.8 4.2 2,400 6.8 1.5 n.a.
Bancolombia and Suvalor 4.8 4.2 2,660 6.8 1.0 11.5
Corficolombiana-Corfivalle 5.0 4.5 2,647 7.4 1.2 12.0
Fedesarrollo 4.7 4.5 2,450 7.0 1.8 10.7
Average 4.8 4.3 2,535 6.9 1.4 11.0
Foreign Analysts

C. S. First Boston 5.3 4.5 2,550 6.7 1.0 11.4
Bear Stearns 5.2 4.2 2,250 6.8 0.1) 10.0
Merrill Lynch 4.2 4.6 2,350 7.7 1.5 n.a.
JP Morgan Chase 4.5 4.3 2,400 6.8 1.0 n.a.
Economist Intelligence Unit 4.8 4.2 2,551 6.5 1.3 11.1
Deutsche Bank 4.2 4.1 2,440 7.3 1.0 11.6
Average 4.7 4.3 2,424 7.0 1.0 11.0

n.a. Not available.
Source: Dinero.
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The domestic analysts reduced their 2006 inflation forecast by 2 bp; the foreign
analysts lowered theirs by 4 bp. Both placed inflation at 4.3%. As has been the
case for the past seven quarters, all the analysts are confident the inflation target
will be met (between 4% and 5% for 2006), and eleven of the twelve predict it
will be slightly below the middle of the range.

With respect to the exchange rate, the domestic analysts raised their forecasts by
Col$200 (to Col$2,535); the foreign analysis increased theirs by Col$91 (to
Col$2,424). . In other words, the former expect 10% appreciation in foreign
exchange and the latter, 6%, on average, compared to the price at the end of
2005. Therefore, the maximum appreciation anticipated by these analysts is 14%
and the minimum, -1.5%. This is the first time in 18 months the forecasts have
been revised upward, probably influenced by the volatility of the markets in the
second quarter. In contrast, downward revisions can be expected hereinafter,
following the sizeable reduction in aversion to risk on international markets, as
mirrored by a build-up in the Latin American currencies

The analysts expect interest on term deposits (DTF in Spanish) to be 7% by the
end of 2006. This might denote expectations of additional rate hikes by the
BDBR during the remainder of the year. Also, the consolidated deficit is expected
to be around 1.2%, which is 20 bp below what it was last quarter (70 bp less than
two quarters ago) and slightly less than the CONFIS projection (2% for the
consolidated public sector). Finally, the forecast for unemployment in 13 cities
was adjusted downward to 11%. This amounts to an average reduction of 20 bp.

Il. Projections for 2007

The domestic analysts expect 4.4% growth in 2007; the foreign analysts anticipate
4.3% (Table A2). The domestic analysts predict inflation will be 4.1% and the
foreign analysts, 4.3%, which is near the ceiling of the target range set by the
Board of Directors for that year (3% to 4.5%). As to the exchange rate, 2.3%
average annual devaluation is anticipated; this is compared to the forecasts for
the end of 2006. Therefore, by the end of 2007, the representative market rate
(TRM in Spanish) would be Col$2,535, which is similar to what it was in July
2002.

When compared to the end of 2005, these forecasts imply 11% accrued nominal
peso devaluation between 2006 and 2007. On average, 76% of this devaluation
is expected to occur in 2006 and the other 24% in 2007 (although two analysts
expect the exchange rate to appreciate next year, while another anticipates some
appreciation in 2006).
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TABLE A2
PROJECTIONS FOR 2007

Real GDP CPI Nominal
Growth Inflation Exchange Rate
(Percentage) (Percentage) (end of)
Domestic Analysts
Revista Dinero 4.1 4.3 2,782
Corredores Asociados 4.5 4.0 2,400
BBVA Ganadero 4.6 3.9 2,472
Bancolombia and Suvalor 4.4 4.0 2,424
Corficolombiana-Corfivalle 4.4 4.5 2,820
Fedesarrollo 4.5 4.0 2,500
Average 4.4 4.1 2,566
Foreign Analysts
C. S. First Boston 4.8 4.5 2,570
Bear Stearns 5.0 4.0 2,332
Merrill Lynch 3.6 5.0 2,475
JP Morgan Chase 4.0 4.5 2,450
Economist Intelligence Unit 4.4 3.9 2,655
Deutsche Bank 4.2 4.0 2,536
Average 4.3 4.3 2,503

Source: Dinero.
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MONETARY PoOLICY DECISIONS
IN THE LAST THREE MONTHS

Background Information: The March 2006 Inflation Report

Economic growth remained good during the first quarter of 2006, propelled
largely by domestic demand. Expectations of consumer spending continued to
rise at a fast pace and consumer credit was dynamic. The same can be said of
private investment; for the most part, its growth was reflected in imports of
capital goods and in industrial production of machinery and equipment. Good
prices for several major export products have allowed for more accelerated growth
in national income than in production. Besides the rise in domestic demand, a
dynamic world economy in the first quarter increased beyond expectations.

The exchange rate and TES interest rates have been climbing since early March,
due to higher interest rates expected in the United States and in other developed
countries. Nevertheless, the central scenario in the March edition of the Inflation
Report assumed that part of this tendency towards peso depreciation was
temporary. This was because of high prices for exported raw material, the strong
increase in demand worldwide, and the stability of FDI flows would have helped
the Colombian economy, and other emerging economies, to adjust more easily to
a situation with less international liquidity. However, it was acknowledged that
changes in the exchange rate were subject to a great deal of uncertainty. Depending
on their magnitude and duration, the short- and mid-term inflation forecasts
might have to be revised upward

With a currently dynamic world economy and a favorable external context, the
BDBR decided the Colombian economy did not require the same monetary
incentive to maintain its growth, which rests on a solid foundation explained by
domestic and external elements that should remain in play during the coming
quarters. This fact, coupled with the changes in interest rates on domestic and
international financial markets, necessitates a change in the country’s monetary
policy to help maintain the force of output and employment in the future, in an
atmosphere of low and stable inflation.

Based on these considerations, the Board of Directors decided at a meeting on
April 28, 2006 to raise its money market intervention rates by 25 bp. This increased
the base expansion-auction rate from 6% to 6.25%.
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Monetary Policy Decisions in the Second Quarter of 2006

The most important development in the external context during the second quarter
was the growing expectation of further interest rate hikes by the Fed and by
other developed economies. The result was a shift in portfolios towards investments
in foreign currency and implied considerable exchange-rate movement in the
regional economies. These factors also raised interest rates on government bonds
and the country-risk premium on the sovereign debt. These variations were
particularly important in Colombia. Between March and June, the interest rates
on short-term TES (maturing in March 2007 and April 2008) registered approximate
increases of 200 bp to 250 bp, while the long-term rate was up by 300 bp. At the
same time, the exchange rate was Col$2,633 at the end of June. This is equivalent
to 15.4% depreciation during the year to date and an increase of Col$388 pesos
compared to the lowest price, which was registered at the beginning of March.

In this context of high volatility, the BDBR decided not to change its monetary
stance and to wait for new information that might suggest how the financial
markets, the exchange rate and prices on domestic assets would behave. This
decision was reached at the Board’s meeting on May 20. On six occasions
during the second quarter, increases in the exchange rate during short periods
activated the automatic auction of call options to control volatility. Accordingly,
Banco de la Republica’s intervention in the exchange market during this period
implied the sale of US$944.3 m in foreign currency (Table A).

Although, given the reduction in international liquidity, peso depreciation came
as no surprise, particularly compared to the levels during the first quarter, an
assessment of the external context showed no deterioration in the fundamental

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

2005 2006

January February March April May June July Accumulated
Jan-jul
Purchases 4,658.4 454.7 6559 86.1 0.0 0.0 0.0 180.0 1,376.7
Put Options 0.0 0.0 0.0 0.0 0.0 0.0 0.0 180.0 180.0
To accumulate international reserves 0.0 0.0 0.0 0.0 0.0 00 00 0.0 0.0
To control volatility 0.0 0.0 0.0 0.0 0.0 0.0 0.0 180.0 180.0
Discretionary Intervention 4,658.4 454.7 655.9 86.1 0.0 00 00 0.0 1,196.7
Sales 3,250.0 600.0 400.0 0.0 168.5 608.0 167.8 0.0 1,944.3
Call Options 0.0 0.0 0.0 0.0 168.5 608.0 167.8 0.0 944.3
To control volatility 0.0 0.0 0.0 0.0 168.5 608.0 167.8 0.0 944.3
National Government 3,250.0 600.0 400.0 0.0 0.0 0.0 0.0 0.0 1,000.0
Net Purchases 1,408.4 (145.3) 255.9 86.1 (168.5)(608.0) (167.8) 180.0 (567.6)

Source: Banco de la Repdiblica.



factors of the Colombian economy that would explain a larger adjustment than
the one observed in other economies of the region at that point in time. For this
reason and based on projections for the balance of payments, the central
macroeconomic forecasts developed by the technical team for May and June
assume a partial reversal of the exchange rate with respect to the actual levels
during those months. However, the uncertainty surrounding future changes in
this variable and the persistence of shocks made it necessary to consider various
alternative scenarios in which the exchange rate increased more and/or remained
high for a longer period of time, in order to assess its implications on the required
stance of monetary policy.

Other elements of the macroeconomic scenario were not substantially different
from those presented in the March edition of this report:

*  The Bank’s interest rates and the deposit rates in the financial system
remained at historically low levels, in real terms.

*  The use of installed capacity was at historic average levels and measurements
of the output gap remained near zero, although there was a great deal of
uncertainty surrounding this last estimate.

*  Expectations of inflation in 2006 and 2007 continued to be in line with the
inflation targets.

*  External demand and terms of trade continued to favor export growth and
an increase in national income, while household and business confidence
remained high, according to the results of the surveys. In this context the
economy retained its momentum, with growth based largely on domestic
demand, which was up by an annual rate of more than 8%. Household
consumption ad investments were the high points in this respect.

Consideration given to the possible negative portfolio effects associated with the
depreciation in TES and stocks did not change the growth forecast for the Colombian
economy in 2006, at least not fundamentally. Existing indicators and the expectation
surveys indicated as much, having shown no significant negative impact on economic
growth or agent confidence. Moreover, asset prices underwent an upward change
at the end of the quarter, following the reductions during the previous months.

Under these circumstances, the reasons given in the March report for reducing
the monetary incentive and making it compatible with long-term price stability
are still valid.

*  To the extent that real interest rates remain low and external and domestic
factors continue to favor more spending, aggregate demand could continue
to grow at a rate that would make it difficult to lower inflation in non-
tradable goods and services, especially if limitations in productive capacity
were to become evident. Several estimates of the output gap suggest this
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could occur in the near future. However, as indicated earlier, these estimates
are highly uncertain.

*  Onthe other hand, if part of the rise in external interest rates or risk premiums
were to last, some of the increase in the real exchange rate would as well,
and the relative price of tradables would increase. To this extent, tradable
inflation would do less to reduce inflation than during the last two years.

*  Recentdepreciation implied higher domestic prices (after a certain lag), through
its direct impact on tradable prices and on the growth in net exports. This
would be different from depreciation originating with a current account shock
(e.g. terms of trade or external demand), where the shock itself would offset
the inflationary effect of depreciation by slowing down economic activity.

*  The accelerated growth in credit witnessed in recent months probably
enhanced the effect of the existing monetary incentive on aggregate demand.
The increased supply of bank credit, in response to more market risk, would
have been a contributing factor. This hypothesis was consistent with the
trend in prices and quantities on that market, which showed declining interest
rates on loans (in real and nominal terms), coupled with an increase in the
loan approval and disbursement rate, especially for ordinary and consumer
loans, and a recovery in mortgage loans.

Based on these considerations, the BDBR decided, at its meeting on June 20, to
add 25 bp to its intervention interest rates, for a total increase of 50 bp during the
year to date. This placed the interest rate for expansion auctions at 6.5% (Table
B). These decisions take into account the relatively long lag in monetary-policy
transmission. In other words, changes in the stance of monetary policy must be
made far in advance, so as not to jeopardize future inflation targets or the credibility
of the policy itself.

Finally, at its meeting on July 27, the Board of Directors agreed not to change its
interest rates. This decision took into account that an analysis of the financial
situation and the inflation forecasts, including the partial reversal predicted for
the exchange rate, allowed for a cautious approach to lowering the monetary
incentive. In effect, given the climate of uncertainty in which monetary policy
operates, the gradual nature of these decisions makes it possible to include new
information that helps the Board of Directors to enhance its perception of important
macroeconomic aspects, such as changes in productivity, use of installed capacity,
the extent of competition in different markets, and movement on international
capital markets. These elements, which are central to a macroeconomic diagnosis,
are also the subject of considerable uncertainty. Gradual adjustments in monetary
stance also minimize costs derived from changes in interest rates and help to
avoid sharp adjustments in the future that often lead to a loss of growth in output
and employment. Finally, it is important to bear in mind that this gradual approach
is possible thanks to the positive trend in inflationary expectations and the credibility
acquired by the country’s monetary policy.



TABLE B
MODIFICACIONES DE LAS TASAS DE INTERVENCION DEL BANCO DE LA REPUBLICA

(PORCENTAJE)
Date ¥ Contraction Expansion

Lombard Auction Auction Lombard

2001 17 Dec. 6.25 7.50 8.50 12.25
2002 21 Jan. 6.00 7.00 8.00 11.75
18 Mar. 5.25 6.25 7.25 11.00

15 Apr. 4.25 5.25 6.25 10.00

20 May 3.75 4.75 5.75 9.50

17 Jun. 3.25 4.25 5.25 9.00

2003 20 Jan. 4.25 5.25 6.25 10.00
29 Apr. 5.25 6.25 7.25 11.00

23 Feb. 5.00 6.00 7.00 10.75

2004 23 Mar. 4.75 5.75 6.75 10.50
20 Dec. 4.50 5.50 6.50 10.25

22 Dec. n.a. n.a. 6.50 10.25

2005 19 Sep. n.a. n.a. 6.00 9.75
2006 02 May n.a. n.a. 6.25 10.00
21 Jun. n.a. n.a. 6.50 7.50

n.a. Not applicable. The Bank suspended all monetary contraction operations (auction and Lombard) as of 22 December 2004.
(*) The working day immediately after the decision by the BDBR.

Source: Banco de la Repdiblica.
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