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ABSTRACT .

INFLATION AT MARCH
AND THE OUTLOOK

In March, annual inflation was 4.1%. Thisisless than in December 2005 (4.9%), mainly
because of favorablein pricesfor regulated goods and utilities. During the same period, the
annual increasein theseitemsdeclined from 6.7% to 4.2%. Thedrop in regulated inflation
was associated with thetrend in public transportation faresand public utility rates.

Thereductionininflation aso contributed to lower food inflation (which wasdown from 6.6%
t0 5.2%) and the minor adjustmentsin pricesfor tradable goods (food and regul ated items not
included). Inflationin non-tradable goods and services (food and regul ated items not incl uded)
stayed between 4.5% and 4.6%, alevel maintained since last June. As part of this group,
inflation in rentals had climbed to 4.7% by March, as opposed to 4.1% in December 2005.

Theworld economy began theyear on amoreforceful note than anticipated. The momentum
inworldwide demand, coupled with some supply problems, pushed pricesfor raw materials
—especially oil and metals— higher than wasforecast in thelast quarterly inflation report.
More pressure on prices has added to thelikelihood of further monetary policy adjustments,
not only inthe United States, but also in Japan and the euro zone. Asaresult, the exchange
marketsin Colombiaand Latin Americahave been morevolatileand local currencieshave
tended to depreciate.

In the case of Colombia, the representative market nominal exchangerate (TRM: Spanish
acronym) climbed from aminimum of COP$2,246in Marchto COP$2,374 on April 27, which
isequivalent to 5.7% nominal depreciation. Thistendency prompted asharp riseininterest
rates on treasury bonds (TES: Spanish acronym) since March, especially on thelong-term
bonds. It till isdifficult to know if therecent volatility on the TES market signalsachangein
tendency toward alarger share of dollar denominated assetsininvestors' portfolios. If so, the
forecast for the exchange rate would haveto beraised and, withiit, theforecast for inflation
intradable goods. A changeinthisdirectioniscontemplated in thisedition of thelnflation
Report, and the inflation forecaststakeinto account an average exchangeratein 2006 that is
dightly abovethe prediction published inthelast report.



I RESUMEN I

i The Colombian economy grew by 5.1% in 2005 and by 4.6%, on average, inthelast three
years. Firgt-quarter indicators of supply and demand suggest the economy continuesto expand,
perhaps at even faster rates than those forecast in thelast edition of thisreport. The growth
inretail sales, consumer credit and consumer confidence pointsto acontinued sharprisein
consumer expectationsfor spending. Thesameistrue of privateinvestment. Theincreasein
thisitemisreflected inimportsof capital goodsand inindustria production of machinery and
equipment in general. Moreover, favorable pricesfor some of the country’ s major exports
have allowed for asituation where national income hasgrown faster than production.

d Monetary policy has contributed to the growth in aggregate demand by keeping real interest
ratesbel ow their neutral level. Since February, therate on fixed-term deposits (DTF: Spanish
acronym) has converged with theinterbank rate (T1B: Spanish acronym) and isnow closeto
6% in nominal terms, while broad monetary aggregates, such asM 3, continueto grow faster
than nominal gross domestic product (GDP). These conditions, coupled with alarger supply
of credit, including mortgageloans, reinforcethe expansi onary effect of the country’ smonetary

palicy.

. Without jeopardizing theinflationtargets, thisexpans onary biashasbeen thedigtinctivefeature
of Colombia smonetary policy during the current decade. However, the Board of Directorsat
Banco delaRepublica(BDBR) believes|ess monetary stimulusisnow needed, aseconomic
growth rests on a solid foundation explained by domestic and external variables that will
remainin effect during the coming quarters. Under these conditions, the country’ smonetary
policy must guarantee sustainable growth in output and employment, whilethe economy moves
gradually towards price stability on asurefooting, which isthe ultimate goal of any inflation-
targeting strategy.

. Moreover, asmentioned in several earlier reports, the country’ smonetary policy operates
with arelatively long variablelag. Accordingly, changesin its stance must be madewell in
advance, so asnot to jeopardizefutureinflation targets or the credibility of the policy itself.

. Given these consideration and the recent trend in domestic and internationa financial markets,
the Board of Directors decided to raise the Bank’ sintervention interest rates by 25 basis
points (bp) on April 28, 2006. The goal isto keep future growth in output and employment
within an environment of low and stableinflation. Accordingly, the baseratefor expansion
auctionswent from 6% to 6.25%.

Board of Directors
Banco delaRepublica
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The decline in inflation
seemsto be a question
of supply factors and
accumulated
appreciation in the
exchangerate. rather
than weak demand,

|I. CURRENT ECONOMIC
SITUATION

Inflation dropped sharply at the start of the year within a context

mar ked by strong economic growth,

Recent months witnessed increased nervousnesson external financial markets
dueto growing expectationsabout international interest rates. Thisresultedin
amoderate weakening of the Colombian peso and other currencies. However,
external conditions continued to favor good domestic economic performance.
Infact, termsof traderemain high and haveincreased beyond what wasforecast
inthe December edition of thisreport. Something similar occurred with the
growth of our major trading partners. Although new highsinoil priceselevated
therisk of higher inflationin the United Statesand other countries, thisrisk had
yet to materializeby March.

The latest figures show persistently strong economic growth in Colombia
throughout 2005, surpassing al expectationsand reaching expansion rates near
5%, which exceedsthehistoric averages. All indicationsarethat thistendency
has continued so far thisyear. The dight dowdown at theend of 2005 appears
to have beentemporary. Domestic demand istill thedriving force of economic
growth, with investment leading theway, dthough private consumptionisgaining
ground.

Annua consumer inflationin Colombiafel sharply during thefirst three months
of theyear toapoint near thebottom of thetarget rangefor 2006. Thisreduction,
which was even more pronounced for coreinflation, cannot be explained by
insufficient growth in demand. It seemsto be more aquestion of supply factors,
accumulated appreciation in theexchangerate, and lessinflationary expectations.
Much of the decline was due to the highly favorable behavior of pricesfor
regul ated goodsand utilities, tradablesand food. Non-tradableinflation remained
stable.

A. EXTERNAL CONTEXT AND THE EXCHANGE RATE

1. General Aspects

TheU.S. economy began theyear with strong growth. According to preliminary
figures, the increase in the first three months came to 4.8% (annualized



quarterly). Thisiswell above the fourth-quarter figure for 2005 (1.6%). It
also confirms that the slowdown at the end of last year was the result of
temporary factors associated with less government spending and weak
household consumption, especially with respect to durable goods (Graph 1).

According to the variousindicators available at March, good performance
at the start of the year was evident at several levels. The consumer confi-
denceindex continued to rise, boosting aready strong private consumption.
Onthesupply side, industrial production showed an annual increase of 3%,
whichissimilar totheratein previous months. Job market indicators continued
to improve as well, with unemployment at 4.7%. Thisis below various
estimates of the non accel eration inflation rate of unemployment (NAIRU)

(5.2% according to the U.S. Congressional Budget

Office, CBO). On average, morethan 200,000 jobs

have been created so far thisyear (the averagein

ANNUALIZED QUARTERLY GDP GROWTH 2005 was 160,000 per month).

IN THE UNITED STATES, THE EURO ZONE AND JAPAN
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account the upsurge in March 2006 (Graph 2).
However, prices appear to have stabilized and even
dropped abit. Other indicators, such as mortgage
applications and the number of building licenses
have also been moderate.
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both consumption and investment, added to an externa demand that dsoremains
favorable. Thisoutcome wasinfluenced by anumber of factors, particularly
strong job-market recovery following years of duggishness. Higher corporate
earnings and good business conditions in 2005 were contributing factors as
well. Thesetendencies persisted during the early months of 2006, assignaled
by the latest indicators of consumer and business confidence, which kept

improving.

The situation in the euro zoneis not asfavorable asin the United States and
Japan, but ispromising all thesame. Growth in thefourth quarter, athough less
thaninthethird, remained favorable (1.2% annualized quarterly), thuscompleting
afull year of uninterrupted expansion (Graph 1). Asin Japan, the momentum
came not only from external demand but from domestic demand aswell, with
investment leading theway. Nevertheless, consumption remained at astandstill,
which means domestic demand as a percentage of overall growth stayed
moderate.

By thefirst quarter of 2006, theindicatorssignaled highly favorable prospects
supported largely by the momentum in Germany. Thishasadded to confidence
inasustained recovery. According to thelatest surveys, consumer confidence
inthat country continuestoimprove, asdo prospectsfor arecovery inthejob
market and businessin general.

2. Raw Material Prices, Inflation and I nter est Rates

Theworld economy remains positive, despite high fuel pricesand the additiond
increases observed in the first three months of thisyear. The upsurgein il
priceswas dueto mounting geopolitical tensions(the
war in Irag, protestsin Nigeria and Iran's nuclear

Recent months saw new
increasesin pricesfor
oil and metals.

ambitions). At the end of the first quarter and the

begl nni ng of the second, oil wasUS$70 abarrel (fOI' METALS PRICE INDEX

West Texas Intermediate, WTI). ThisisUS$7 more

300

than wasforecast in the December report.
Together with higher pricesfor oil, recent monthsaso =
witnessed aconsiderable hikein the price of metals. 200
In March, the metal price index was the highest it

has been in the last thirty years (Graph 3). Some 150
analysts suggest this could be more the result of
speculation than anything else.

100

50

D@Ite the foregOI ng Stuatlon and grong growth Mar-79 Mar-82 Mar-85 Mar-88 Mar-91 Mar-94 Mar-97 Mar-00 Mar-03 Mar-06

worldwide, the current indicatorsof coreinflationin Source: Datastream.



the United State and in other devel oped economies are still quite moderate.
Thefiguresat March show coreinflation inthe United States economy was
being contained. At March, total inflation was 2.4% and coreinflation was
only 2.1%, alevel that has not changed for over ayear (Graph 4). Intheeuro
zone, total inflation at March was 2.2%, while coreinflation had declined to
1.2%. Datafor Japan show inflationis positivefor thefirst time since 1998,
although approaching zero.

Aswas pointed out in previousreports, much of theinflationary pressurein
the United States gppearsto have been contained, thanksto gainsin productivity.

Although productivity did see negative growth in thefourth quarter, because
of the sharp drop in gross domestic product (GDP) during those months, this

ANNUAL CONSUMER INFLATION
IN THE UNITED STATES
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was atemporary phenomenon and the significant
expansion witnessed at the start of the year should
have hel ped productivity to recover. By thefourth
quarter of 2005, annual growth in productivity was
2.5%. Thisissimilar to the average for 1995-2005
(2.7%), but high compared to the historic average
(Graph5).

Besidesproductivity, another factor that could have
had abearing on low inflationary pressurein the
United States and the other developed countriesis
globalization and alarger share of theworld market

occupied by manufactured goods and services
exported from countrieslike Chinaand India. On

the one hand, thismight haveincreased competition

on domestic markets, bringing price rises to a
standstill. On the other, the dynamic incursion of

countrieswith alarge supply of labor haslowered

the price of many manufactured goods for quite
sometimeand, morerecently, the price of numerous
services associated with new information
technologies'. Growing participationinworld trade
hasmadeit easier for these disinflationary influences
to be transferred to prices in the developed

€Conomies.

Favorableinflation performance allowed the major
centra banksto continueto raisetheir referencerate

1 Morgan Stanley (2006). Fixed Income Research: Latin America
Economics Report, March.



gradudly, aspredictedinearlier editionsof thisreport.
The United States Federal Reserve Bank (the Fed)

MONETARY PoOLICY RATE IN THE UNITED STATES

raised its reference rate by 50 basis points (bp) in AND THE EURO ZONE

thefirst quarter of 2006, placingitat 4.75%inMarch.

The European Central Bank ordered another 25 bp e

incresseinitsrate (2.5%), following the adjustment a5

in December (Graph 6). In addition, the Central Bank 40

of Japan announced the elimination of its monetary e

policy under the"quantitative easing” regime. This oo .\
addstothelikelihood of anincreaseininterest rates o | ] ]
at theend of theyear. T

The measures adopted by monetary authorities O a2 S0r Ma0d Set3 Maor Sp0r M5 S05 M0
in Europe and Japan took the markets by surprise, — Ewozone United States

given the speed at which they occurred. Coupled Source: European Central Bank and Datastream.

with stronger world growth, particularly in the

United States, this pushed up long-term interest < “

rates. In some cases, they were as high as in INTEREST RATE ON UNITED STATES
. . . . TREASURY BONDsS

mid-2004, which has been the maximum in recent

years. However, the slope of the yield curve (Percentage)

5.80

remained inverted, as had been the case since
the year before. Although therisein internatio-
nal policy rates should imply achange in long-
term rates, ample surplus savings continue to 420
restrain any such hikes (Graph 7).
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NOMINAL EXCHANGE RATE: JAPAN AND THE EURO ZONE
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European and Japanese counterparts, which
would explain the relative strength of the U.S.
dollar in spite of the country's growing external
deficit (Graph 10).

3.  Emerging Economies

The emerging economies continued to exhibit
strong growth during thefirst quarter of 2006. The
Asian countriesareacasein point, led by China
and India. These economies continued on apath
towards sustained growth and have shown even
more momentum in recent months. Growthinthe
Chinese economy came to 9.9% by the fourth
quarter of 2005, thanksto external demand and
investment, as has become customary in recent
years. However, consumption hasbegunto play a
moreimportant role. Among other reasons, thisis
dueto the devel opment of social programsfor ru-
ral areas. Preliminary figuresfor thefirst quarter
of 2006 suggest growth would have been slightly
above 10%.

AstotheLatin American economies, theforce of
growth remains favorable. Therisein pricesfor
certain commodities, such as metals and oil,
coupled with growing world demand, has continued
to boost regional expansion.

Colombia's major trading partners experienced
higher-than-expected growth in thefourth quarter.
The Venezuelan economy was up by 10.2% as a
result of increased public and private consumption

and investment. Economic growth in Ecuador has been far more moderate,
but has been sustained by oil pricesand private consumption.

The exchange rate in anumber of countries became more volatilein the
last few months and there are signs of atrend towards depreciation in some
cases. The change of mood in the marketsistied to the hikesin internatio-
nal interest rates and to prospects of further changesin the monetary policies
of the central banksin the devel oped economies. However, arecent increase
in political uncertainty during amajor election period in several countries
cannot beruled out. At any rate, the adjustment in the exchange rates seems
to be temporary and does not signal abreak in the trends observed during
thelast 18 months (Graph 11).



Having appreciated sincelate 2003, the Colombian
peso (COP) also was weaker as of March. This
Situation continued until April, dongwith highvolatility.
During April, theexchangerate was up by morethan
COP$100 per dollar and roseto COP$2,376. Thisis
similar to theratein January 2005 and 4.3% above
therate at December of that year (Graph 12).

B. DOMESTIC SITUATION

1.  GrowthduringtheFourth
Quarter of 2005

Annual growth by the fourth quarter of 2005 was
3.7%, which is less than the rate for the previous
quarters(5.6%). With publication of thefourth-quarter
GDP, the National Bureau of Statistics (DANE)
ingtituted achangein theway it had measured GDP
since 2003. Accordingly, growth that year declined
from 4.1%to 3.9%, while growth in 2004 increased
from 4.0%1t04.8%. Growthinthefirst threequarters
of 2005 was adjusted upward by 0.5%, on average
(Tablel).

Thechangein GDPfiguresisexplained primarily by
the adjustment in real industrial manufacturing
growth. The gross product deflator for that sector
wasrevised as of 19902

Althoughthe December edition of thenflation Report
anticipated less growth during the fourth quarter of
2005, thefigure published by DANE waslower than
expected. However, this outcome (due mainly to

2 DANE deflates the nominal production data from the monthly
manufacturing sample using Banco de la Republica's producer
price index (PPI) for produced and consumed goods. Technical
analysts recommended using a deflator that also includes the
PPl for exported goods. See Ramirez, Gutiérrez and Hernandez
(2006). "Cdaculo de IPI adicionando al deflactor la evolucién
de los precios de las exportaciones," Universidad del Rosario,
Bogota.
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REAL GDP GROWTH

(PERCENTAGE)
Before Now Difference
2003 4.1 3.9 (0.2)
| Quarter 4.7 4.5 (0.2)
Il Quarter 2.6 3.8 1.2
111 Quarter 4.4 4.7 0.3
IV Quarter 4.7 2.4 (2.2)
2004 4.0 4.8 0.8
| Quarter 4.1 4.9 0.8
Il Quarter 4.9 5.2 0.3
111 Quarter 2.8 3.6 0.8
IV Quarter 4.2 5.4 1.2
2005 n.a. 51 n.a.
| Quarter 3.9 4.4 0.4
Il Quarter 5.6 6.0 0.4
111 Quarter 5.7 6.4 0.7
IV Quarter n.a 3.7 n.a

Source: DANE, calculations by Banco de la Reptblica
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supply factors) does not changethediagnosisinthe
December report concerning the positive state of
theeconomy. Asinthefourth quarter, the Colombian
GDP has experienced episodes of partial Sowdown
in the past (e.g. in 2003-1V and 2004-111), also
because of supply factors that had a temporary
impact (Graph 13).

At the sector level, the slower pace of growthinthe
fourth quarter isassociated with thedeclinein coffee
production, aslowdown in government services, and
closure of therefinery in Barrancabermeja.

Coffeeproductionfell by 8.6%inreal termsduring
thelast quarter of 2005, partly because of astatistical
effect associated with thelarge coffee crop in 2004-

2005. Figures on coffee production in 2005-2006 show far lessgrowth, possibly
dueto weather that prevented the crop from flowering asusual .

On the other hand, spending by public administrations was distributed
differently throughout the year, in contrast with previous periods. Historicaly,
most government spending occurs in the last quarter of the year. Among
other reasons, thisisassociated with additionsto the budget at the end of the



year. However, there were no additionsto the budget in 2005 and spending
was concentrated in the second quarter (when government serviceswere up
by 8.0% in real terms). The increase in the fourth quarter was only 2.5%
(Graph 14).

Closure of therefinery in Barrancabermejafor maintenance during Nov-
ember and December 2005 was another supply

factor that contributed to less growth during the
fourth quarter. In addition to slowing industrial

expanSI on, thecl OSJI'ealg) affa:ted tax COl | ections DISTRIBUTION OF PUBLIC SPENDING BY YEAR (%)
onvariousindirect levies. Asaresult, thiselement (Percentage of spending i each quarter)

of GDP was down by 4.8 percentage points (pp) %8 ;

with respect to the amount collected in thefourth 256 2004 0

quarter of 2004. -
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Thefourth-quarter figures also showed growthin
industrial manufacturing continued to lose ground,

25.0

asit had since the last quarter of 2004. Eight of 248
the country's 27 industrial sectors exhibited 246
unfavorable production tendencies at the end of

24.4 i
2005; namely, beverages, tobacco, wearing Qr.  HQE mQr VQr 1Qw QW  HQw VO

apparel, footwear and parts thereof, paper
products, printing and publishing, refinery products
and iron products and accessories. As awhole,

Source:  DANE, calculations by Banco de la Republica.

these sectors account for 30% of all industry. On
the other hand, some of them have ahigh rate of
. . . USE OF INSTALLED CAPACITY
installed capacity use (ICU), according to BY INDUSTRIAL MANUFACTURING SECTORS
measurements by Fedesarrollo. Thisisthe case
of electrical apparatus, where ICU is at an all- g i (Percentese) ,
time high (80.6%), and metallic minerals, which i E
had an ICU rate of 82.3% during the past year Basic metal products
(Graph 15). Precis'oninst;[i(wz:z =
Leather, footwear, etc. —
Some of the industrial sectors that have not e s =
performed well might have been affected by real Vehicles ——
appreciation and by international competitionin Cokezfe;’;ﬁ:ﬁi —'—F
their domestic market and in certain foreign Furniture and others [ ———
markets (e.g. Chinain the United States market).  Metalic products —
Tobacco manufacturing, footwear and printing and e —
publishing are sectors that could have been Ch:;;jn Zrof;: —
affected by the movement in exportsand imports. A stm —————
Wood products —_‘
Broadly speaking, there was more buoyancy in ool o —
the capital-intensive sectors at the end of 2005 Todl | , , , ,
(e.g. thoserelated to construction) and in natural - 0.0 200 400 600 800 1000
[ 2004 2005

Source: Fedesarrollo, calculations by Banco de la Republica.



REAL ANNUAL GDP GROWTH IN THE TRADABLE
AND NON-TRADABLE SECTORS

(Percentage)
8.0

11Qtr.02 1V Qtr.02 11 Qtr.03 IV Qtr.03 1l Qtr.04 IV Qtr. 04 11 Qtr. 05 IV Qtr. 0%
] Tradable O Non-tradable

Source: DANE, calculations by Banco de la Reptblica

REAL ANNUAL GROWTH IN HOUSEHOLD
AND GOVERNMENT CONSUMPTION

HouseEHOLD CONSUMPTION

(Annual variation in percentage)
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Source: DANE, calculations by Banco de la Reptblica
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resource intensive sectors. On the contrary,
unskilled labor-intensive sectors of industry have
lost ground, as has been the case since the early
nineties.

Growth in thelast quarter of 2005 was propelled
mainly by non-tradabl e sectors such asconstruction,
commerce, land transportation, and social,
community and personal services (Graph 16).

Asto spending, the strength of domestic demand
continued to drive the economy, with anearly 8.0%
increasein thefourth quarter of 2005. Therewere
important increases in household consumption
(4.8%) and in almost every item of investment
(23.5%). However, because of less growth inthe
fourth quarter, the annual variationswere below
thosein the three previous quarters.

Asto consumption, public administrations spent
2.5% more, which is consistent with the expansion
in government services, whiletherisein household
consumption went from 5.3% to 4.8% between the
third and fourth quarters (Graph 17).

With respect to household consumption, the
increase in non-durable goods consumption dipped
slightly during the fourth quarter (from 4.6% to
3.5%), asdid services (from 3.5%to 2.8%), while
consumption of semi-durables remained stable
(5.3%). Durable goods consumption accel erated
from 17.2% in the third quarter of 2005 to 18.1%
inthefourth.

Investment continued to grow during the fourth
quarter. Theitemsregistering the largest increase
were gross fixed capital formation (GFCF) in
machinery and equipment (25.9%) and civil works
(22.9%). Therewasan increase of 13.8% in gross
fixed capital formation without civil works.
However, despite the large rise in investment, it
was less than during the three previous quarters
(30.8% on averagein thefirst nine months of 2005)
(Graph 18).



Theloss of momentum in GFCF in machinery and
equipment with respect to earlier quarters is

REAL ANNUAL GROWTH IN GROSsS PRIVATE FIXED

explained by less of an increaseinimportsof ca- CAPITAL FORMATION
pital goods (which were down from 50% growth
in dollars in the third quarter to 19.4% in the oo
fourth). Theincreasein home construction slowed 50 |
dueto fewer building permitsissued in thethird 0 -
quarter of 2005. 20 -
150 +
Net external demand stayed negative throughout 50 -
the fourth quarter of 2005. Thiswas dueto the 50 -
strength of imports, which were up by 18.9%in 150 ¢
real terms, and to a 1.5% reduction in total B o monon vomor Tor s 1onos o s vor o
exports. Although much of thedrop in exportsis B agriculure Machinery and Equipment [ Transport Equipment
explained by the real reduction in coffee exports 9 sutdings o rousing 1 i ks
(7.9%), traditional exports as awhole increased Source: DANE, caleuiations by Banco de [a Repiblica
by 4.9% due to additional exports of oil (8.6%),

coal (8.9%) and ferronickel (25.6%) (Graph 19).
Although non-traditional exports, indollars, rose

REAL GROWTH IN TRADITIONAL EXPORTS

by 15.1% during the fourth quarter of 2005, the (Percentage)
various non-traditional exportsreported by DANE %00
show areal drop on the order of 4.8% in constant 100
pesos (Graph 20).
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2. Economic Perfor mancein 2005

-20.0

The5.1% growth rate reported by DANE for 2005

. o 400
Surpassed mOSt expeCtatlonS Predlctl OnS Were NQtr.04 11Qtr.04 IVQtr.04 1Qtr.05 11 Qtr.05 111 Qtr.05 1V Qtr.05
around 4.5%, on average. Growth last year, asinthe M oi O cofree O coa B nNickel
tWO pre\/l ous years, COntI nuaj to beneflt from afa' Source: DANE, calculations by Banco de la Reptblica
vorable external context and better domestic

.
conditions.

REAL GROWTH IN TRADITIONAL, NON-TRADITIONAL
AND TOTAL EXPORTS

Asmentioned in earlier editions of thisreport, the

rate of economic growth experienced by thecountry's (Percentage)
major trading partners, coupled with good terms of 0o
trade, boosted external demand and gave Colombians %o T
more privateincome. Added tothisistheincreasein 200 -
capital flowsduring 2005, particularly foreign direct 100 -
investment (FDI), which cameto US$5,569 million 00
(m) innet termsat the end of theyear. Thisis87% 00 |
morethanin 2004. .

-30.0
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. Totals D Traditional Exports D Non-traditional Exports

Source: DANE, calculations by Banco de la Reptblica
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REAL ANNUAL GROWTH IN DOMESTIC DEMAND

(Percentage)
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Unlike previousyears, remittancesfrom abroad no longer account for the bulk
of growthin householdincome. Theincrease of 6.5%in dollars (from US$3,100
mto US$3,300 m) was offset by nominal peso appreciation.

At the domestic level, 2005 was characterized as a year of substantial
improvements in the job market. On average, nearly 500,000 jobs were
created nationwide. Given adrop of 0.9% inthe global participation rate,
thislowered average unemployment from 13.6% in 2004 to 11.8% in 2005.

The past year also saw major improvements in
labor productivity and consumer and investor con-

fidence. Coupled with loose monetary and fiscal
policies, thesefactorsallowed for areal increase
of 9.2% in domestic demand. A rise of this

magnitude had not been seen since 1994 and has
occurred only three times in the last 30 years
(Graph 21).

I . I N1 | | I [ Household consumption wasthe item of domestic
L demand that contributed the most to growth in

1 2005. The momentum in durable-goods con-
sumption was a highpoint in this respect, having
increased by 19.4%, on average. The same can

197¢

1981 1983 1985 1987 198¢ 1991 1992 1995 1997 199¢ 2001 200 200% besald Of %m|_durab|egoods Conwmptlon, WhICh

Source: DANE and DNP, calculations by Banco de la RepUblica was Up by 59%
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Grossfixed capital formation, with the exception
of civil works, was the second largest contributor to growth in 2005.
GFCF in machinery and equipment registered the largest increase in
real terms (36.4%), followed by GFCF in transport equipment (23.5%).
Investments of thistype are linked to the growth in imports of capital
goods, which climbed to US$7,700 m in 2005 and accounted for 35.7%
of total imports.

During 2005, GFCF in home and building construction was up by 5.5%in
real terms, equating the levels observed prior to the crisis at the end of
the nineties. The only investment item to experience areal declinein 2005
was agriculture and livestock (-1.1%). All things considered, peso
appreciation and investor confidence are two of the reasons behind the
current growth in private investment (GFCF without civil works). This
aggregate was up by 18.3% in 2005, even after 23.2% real growth in
2004 and 16.4% in 2003.

Thanks to areal increase of 27.8%, GFCF in civil works achieved an
important measure of recovery in 2005. Thisplacesinvestment in civil works
at 2003 levels, after the drop of 18.8% suffered in 2004.



Investment accounted for 22.3% of GDPin 2005 (inreal terms), thereby
compl eting three consecutive years during which thisratio exceeded the
historic average of 17.4% (Graph 22). Even so, it hasyet to reach the highs
registered in 1994 and 1995, when the rate of investment was above 25%.

Unlike domestic demand, which accounted for 9.3% of GDP growth, external
demand remained negative dueto an increase of 4.6% in exportsand 25.2%
inimports. Thereal growthin exportswas propelled by traditional and non-
traditional items, which were up by 6.9% and 3.4%, respectively (Table 2).

TOTAL INVESTMENT AS A PERCENTAGE OF GDP

30.0

C. MONETARY AGGREGATES, 250 |
CREDIT AND INTEREST RATES

200 |

1. Monetary Aggregates 150 |

100 H

TheBoard of Directorsdid not changeitsmonetary

stance during the first quarter of 2006. Asaresullt, 501
intervention rates remained stable and the Bank 0o U |
conti nued to | ntervene | n the exchange market a WI || 1977 1979 1981 1983 1985 1987 1989 1991 1993 1995 1997 1999 2001 2003 200%

--- 1997-2005 Average

itsdiscretion. Coupled withitsexpanson repos, these

Source: DANE and DNP, calculations by Banco de la Republica.

GROWTH AND CONTRIBUTION TO GDP PER TYPE OF EXPENSE
(PERCENTAGE)
2005
Per centage Contribution
of Growth to Growth
End Consumption 4.9 4.0
Household 4.9 3.0
Government 4.8 1.0
Gross Capital Formation 29.0 5.3
Gross Fixed Capital Formation (GFCF) 19.8 3.4
GFCF without Civil Works 18.3 2.6
Civil Works 27.0 0.8
Domestic Demand 9.2 9.3
Total Exports 4.6 0.9
Total Imports 25.2 (5.2)
GDP 51 51

Source: DANE, calculations by Banco de la Reptblica
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continued to bethe primary mechanismsused to con-
trol liquidity intheeconomy.

MONETARY AGGREGATES, ANNUAL RATES
OF GROWTH IN THE MONTHLY AVERAGE

P Thelast three months saw less annual growthin

300 monetary aggregates. For example, theincrease
in M3 went from 17.2% in December to 14%in

March (Graph 23). The same can be said of all

the aggregates, dueto reduced growthinliabilities
subject to reserve requirements (PSE: Spanish
acronym), particularly the more liquid ones
(checking and savings accounts). This situation
also had an indirect effect on the monetary base,

viaamajor slowdown in bankers reserves.

26.0

220

18.0

14.0

10.0

6.0

Mar-02 Sep-02 Mar-03 Sep-03 Mar-04 Sep-04 Mar-05 Sep-05 Mar-06

B — e M3 When private M3 is separated from public M3,

we see the trend at the start of the year is

explained by the first of these aggregates. The

slowdown in M3 is maintained, even when the

repos auctioned by the National Treasury (TGN:
Spanish acronym)?® are discounted.

Source: Banco de la Republica.

M3/GDP

(Percentage) Wesaker spending does not appear to beresponsible
“o for the recent trend in monetary aggregates. As
mentioned in earlier sectionsof thisreport, thereal
indicatorsavailable so far thisyear suggest there
issgnificant moment in thisvariable. Furthermore,
the annual growth rates for all the aggregates
continue to bewell above the forecast for nomi-
nal annual GDP growth. By March of thisyear,
anindicator of financial depth like M3/GDProse

40.0

36.0

320

28.0

24.0

200 - - - . . . up to its historical tendency for thefirst timein
IQtr.78 1Qtr.82 1Qtr.86 1Qtr.90 [1Qtr.94 1Qtr.98 1Qtr.02 |Qtr.06 Severa.l years (Graph 24) ] ACCOI’dI ngly, |t |S
Source: Banco de Ia Repdblica and DANE. reasonable to expect some restraint in the pace

of M3 growth and that of other aggregates,
without thisindicating aslowdown in the economy.

2. Credit

Astotheentire portfolio held by thefinancial system, thefirst three months
of the year saw an important accel eration, which was partly reversed in

8 The Finance Ministry and Banco de |la Republica suspended TGN repo auctions with the financial
system in June 2005. This was done in response to a recommendation by an international
mission from the World Bank.
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March. At theend of the quarter, annual growth in the portfolio denominated
inlocal currency (14.3%) was higher than it had been three months earlier
(12.5%).

In recent years, other sources of productive-sector funding not includedin
the measurement of thefinancial system's portfolio analyzed inthe Inflation
Report have gained force in Colombia. The main ones are leasing and
commercial bondsissued by companiesand sold to the financial system.

Thetrend in both these sources of non-credit financing is mixed. Leasing
has been up by more than 35% since December 2003. Following asudden
expansion in 2003, the increase in company bonds purchased by banks has
been negative, especially as of late 2005. When leasing and bonds are
included in the financial system's portfolio, we see that broad financing
offered by thefinancial system rosefaster as of late 2004 than the portfolio
alone, and continued to do so during thefirst quarter (broad financing was
up by 15.1%in March) (Graph 25). L easing has become extremely important
and now accountsfor nearly 8% of the financing

extended to the productive sector through the

financial system.
GROSsS PORTFoOLIO
(o)

Another growing trend in recent months is the
(Percentage)

extent to which companiesin the productive sec-

19.0

tor have substituted bank loans for alternative
sources of funding. As illustrated in Table 3,
company bondsand commercial paper gained con-
siderable ground in 2003, 2004 and 2005, as did

17.0

15.0

13.0

11.0

the practice of investing back profits. Theincrease 00
in the rate at which profits are plowed back into 70
companiesis particularly noteworthy. 50

3.0

1.0

----- Without leasing

Mar-02 Sep-02 Mar-03 Sep-03 Mar-04 Sep-04 Mar-05 Sep-05 Mar-06
— Withleasing = Portfolio, leasing and bonds

Source:  Superintendent of Financial Institutions in Colombia, calculations by Banco de la

Republica.

SOURCES OF FINANCING FROM NON-FINANCIAL ENTITIES
AS A PERCENTAGE OF THE AGGREGATEO

Description 2002 2003 2004 2005

Total Financial Liabilities 62.8 56.6 56.4 28.9
Other Sources of Financing 37.2 43.4 43.6 711
Total Bonds and Commercial Paper  17.5 29.3 38.7 34.3
Suppliers 9.8 10.9 13.8 10.9
Plowing Back Profits 9.9 3.2 (8.9) 25.9

Source: Superintendent of Financial Institutions in Colombia, calculations by Banco de la Replblica.

25



The consumer and microcredit portfolios continue to attract attention, having
expanded in March at anominal rate of 41.6%, asawhole. The commercial credit
portfolio (10.1%) hasincreased at rates similar to those registered since March
2004.

The securitized mortgage portfolio remainsin negative terrain (-2.4%). However,
it is expected to recover considerably during the coming monthsin response to
programs being implemented by financial entitiesto garner the unsatisfied demand
for mortgage loans.

3. Interest Rates

NOMINAL INTEREST RATES Interest on home loans went from 18% at

(Percentage)
12.0

December 2005 to 16.3% at March, dueto more
competition in this market. At the start of April,

11.0

10.0

9.0

8.0

7.0

6.0

5.0

4.0

several finance companieswere offering effective
annual rates of about 12%.

Nominal interest on other types of credit also
declined inthefirst quarter of theyear. Thisispar-
ticularly true of interest on term deposits (DTF:
Spanish acronym), which went from 6.3% at
December to 6.0% at March (Graph 26),

* * * * completely closing the gap between the DTF and

Mar-02 Sep-02 Mar-03 Sep-03 Mar-04 Sep-04 Mar-05 Sep-05 Mar-06

— Interbank

_____ OTE theinterbank rate. Nomind rateson consumer loans
and credit cardsal so continued to declinein recent

Source: Superintendent of Financia Ingtitutions Colombia, calculations by Banco de la Republica
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months.

Thetrend in therate on fixed-term deposits (DTF) in recent quarters, and its currently
low level, aredue, in part, to less competition in the market for certificates of deposit
(CD). The movement towards a more consolidated financial system seemsto have
made brokerslessinterested in CDsasaway of attracting resources. Added to thisis
the high cost brokersassume when trading and managing this paper (because of relatively
high reserverequirements, high deposit insurance, the mandatory investmentsassociated
with this CDs and the transaction tax, among other costs).

Because of the sizeablereduction ininflation (Graph 27), the drop in nominal market
rateswas not mirrored inthereal rates. Even so, current lending and deposit rates are
still well below their historic averagesin Colombia. Astothereal DTF, theaverage has
been above 5%, whilethereal rate at present is 1.8%.

Interest on the public debt approached historic lows mid-way through thefirst quarter,
especially on medium-term and long-term securities (6.2% on securities maturing in



REAL INTEREST RATES BY TYPE OF PLACEMENT

(Percentage) (Percentage)
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Source:  Superintendent of Financial Institutions Colombia, calculations by Banco de la Reptblica.

NOMINAL TES INTEREST RATES
ON THE SECONDARY MARKET (*)

August 2008 and 7.1% on those maturing in (Percentage)
September 2014 and July 2020). Fewer inflationary 160
expectations, among other factors, favored this 140

tendency. As of that moment, rates began to
rebound, mainly asaresult of depreciationin the
exchange rate and, ultimately, due to the fear of 100
additional external interest-rate hikes (Graph 28). 80
Thismovement did not affect the short-term rates,
which stayed at around 6%, consistent withthe DTF

12.0

6.0

and theinterbank rates (T1B: Spanish acronym). 40 - - - - : - - -
Apr-04  Jul-04 Oct-04 Jan-05 Apr-05 Jl-05 Oct-05 Jan-06 Apr-06
- 25-ul-06 - 22-Aug-08 — 12-Feb-10
.- 26-Apr-12 12-Sep-14 24-Jul-20

(*) Data at 12 April 2006.
Source: SEN, Banco de la Republica.

4. Prices of Other Assets

The Colombian stock market has been extremely B )
volatile since February 2006 and no specific trend

hasbeen defined asyet (Graph 29). Thevolatility is (Base: 3 July 2001 = 1000)
explained by high pricesat theend of 2005, theusual 12000

profit taking in February, and growing uncertainty
about the course of exchange and interest rates.
However, inthelast 12 months, the Colombian Stock 8000
Exchange Index (IGBC in Spanish) has seen
increasesin value above 100%.
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According to information available at January, new

2,000

homepricesin Bogotaand Meddllin continued to dis- ADrOA  X04 OCtO4 Jn05 Apr05 05 OCt05 06  Apr06
play historically moderate annual growth rates (6% ) Datat 12 Apr 2006
and 7.9% respectively). Thisisconsistent with the Source: Colombian Siook Exchange.
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limited number of mortgage|oans being extended by the finance sector in Co-
lombia. Internationa evidence showsit isnatural for housing pricesand home
mortgagesto bemutualy reinforcing®.

D. WORK FACTOR UTILIZATION
AND THE LABOR MARKET

The pattern of productivity isakey variable used to assess non-inflationary
growth and surplus productive capacity in the economy. Asnoted in previous
reports, indicatorsof thismeasurement can beobtained only indirectly and through
other variables. Therefore, based on the strategy defined in the September

URBAN OUTPUT PER WORKER (*)

(Millions of 1994 COP)
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2005 Growth
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(*) GDP without government services, agriculture and mining. Projection by Banco de la
Republica.
Source: DANE, calculations by Banco de la Reptblica
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Republica.
Source: DANE, calculations by Banco de la Reptblica
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2005 Inflation Report, thefollowing isthe pattern of
output per hour worked, as the proper indicator of
work productivity.

1. Recent Developments in Output
per Worker and Productivity in Colombia

Output per worker nationwide and inthe urban area
was cal culated with information from the national
accounts (CN for the acronym in Spanish) and the
continuous house surveys (ECH for theacronymin
Spanish)®. Graph 30 containsinformation up to the
second quarter of 2005. Giventhelatest growth update
by DANE, work factor intensity hasincreased inthe
last two years. Output per worker was up by 3.9%
between 2003 and 2004, and by 1.6% between 2004
and 2005. Before DANE revised thefigures, growth
in 2004 wasless (3.2%).

CN and ECH data show theincrease in output per
worker can be explained by the rise in labor
productivity. Urban output per hour worked (Graph
31) wasup by 3.6%in 2004 and 0.9%in 2005, which

4 See Banco de Esparia (2006). "The Interaction between House
Prices and Loans for House Purchase. The Spanish Case",
Background Paper No. 0605.

5 Output per worker nationwide is defined as GDP without government
sarvices, divided by the working population nationwide, with the
exception of government employees and manual laborers.  Output
per worker in the urban area, excluding agricultural, mining and
quarry production, and government services, is calculated by dividing
the working population in 13 cities, with the exception of
government employees and manua |aborers.



is dlightly less than what was anticipated in the
December edition of thisreport (1.2% for 2005).

OUTPUT PER HOUR WORKED: CONSTRUCTION

Asto sectors, non-tradables saw increasesin labor (1994 COP)
productivity. Cal cul ations based on available data R I e
show labor productivity wasup by 6.2%incommerce 55,000 |
and by 2.0% in construction (Graphs 32 and 33). 52000 |
The December edition of thisreport showed that in- 49000 1
dustria manufacturing productivity had been declining 46000 |
since June 2005. However, the data revised by oo |
DANE, with figures for February 2006, seem to '
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34). Thisisexplained by the recent accelerationin Source: DANE, calculations by Banco de la Republica
industrial production (up by 5.9% so far thisyear),
which again exceedstheincreasein hoursworked
(Graph 35). OUTPUT PER HOUR WORKED IN INDUSTRY
(Tendential Component)
Having risenin mid-2005, the unit |abor cost stabilized 125
again in recent months (Graph 36), thanks to the 120
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2. Labor Market

REAL UNIT COST OF LABOR PER HOUR

WORKED IN INDUSTRY Availabledatasuggest thelabor market hasadjusted
in recent quarters. This conclusion is based on the

(Tendential Component) .

130 followi ng.

125

o Information from the ECH in March 2006
shows conditions on the urban job market have
improved substantially in recent years. Unemploy-
ment was down by 3.0 pp compared to March 2004
and by 1.7 pp compared to the same month in 2005.

120

115

110

105

0T ' \‘:,I ;"' Also, there has been arelative decline in the labor
% r H 1 supply, asindicated by adrop of 1.2 pp in the global
% —_— rate of participation compared to theratein March
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----- Actual —— Tendential Component 2m4

Source: DANE. Monthly Manufacturing Sample.

. The new unemployment rate is close to the

NAIRU estimated by the Bank, indicating tightening
inthejob market and increasesin the demand for labor might bereflected
inwage hikes.

. Theincreasein the number of hoursworked (5.0%), asreported by the
ECH for 2005 as awhole, is one of the highest in recent history and
exceeds growth in employment during the same period (4.3%). As
mentioned earlier, this phenomenon, which suggestsmoreintensive use
of labor, hasalimit. If industria production continuesto expand at the
current pace, businessmen will haveto hiremoreworkers. This, inturn
will imply more demand for labor, which would narrow thejob market
even further.

. Finally, therate of underemployment dueto alocked of hoursworked

declined from 10.9% to 10.3% (for the three-month moving average)
between March 2005 and March 2006.

E. INFLATION AT MARCH AND ITS DETERMINANTS
1. Consumer Inflation

Consumer inflation was4.1% in March (Graph 37). Thisisbelow themiddle of
thetarget range set by the Bank and 75 bp lessthan the percentage reported in

Consumer inflation was December 2005. Thereduction involved food and non-food inflation.
4.1% in March, which is
below the middle of the Thefigure at March confirmsthe forecasts in the December report (4.1%).
target range. However, a rundown of the consumer price index (CPl) shows major
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discrepancies between the forecasts and the even-
tual outcome. Non-food inflationwas3.6%inMarch;

that is, 50 bp less than expected. In contrast, food

ANNUAL CONSUMER INFLATION

inflation ended the quarter at 5.2%, or 90 bp above (Percentage)
theforecast. °
75
There aretwo reasons why non-food inflation was 0
overestimated. One is the size of the reduction in 65
inflationinregulated goodsand utilitiesduringtheearly &0
part of theyear, which was not entirely anticipated. 55
A downturnininflationinthisgroup had been observed 50
sincelast year, but became far more pronouncedin a5
2006. The other reason was the pattern in tradable 40 ‘ ‘ ‘ ‘ ‘ ;
goals. Contrary to the prediction in thelast report, Mg Sp03 Madt S04 MalS  Sp® Maoe

tradableinflation declined.

Source: DANE. Calculations by Banco de la Repblica.
Astofood, theforecast error isexplained by higher-
than-expected increasesin the price of perishables.
With respect to other foods, inflation continued to de-
cIineasanticipated. CORE INFLATION INDICATOR

(ANNUAL VARIATION)

(Percentage)
9.0

2.  Corelnflation (Non-food CPI

and Other Indicators) 80
Coreinflationfel sharply during thefirst threemonths *
of theyear. At March, theaverage of thethree most 60
reliableindicators (non-food, nucleus 20 and without
staplefoods, fuel and public utilities) was 3.5%. This

5.0

is52 bp below thefigurein December (Graph 38). 40
Inflation at March was at a historic low. In fact, it 30 ‘ ‘ ‘ ‘ ‘ ‘ ‘ ‘
was below thetarget rangefor thisyear (4% to 5%). Ma-02 Sep02 Ma-03 Sep03 Ma-04 Sep04 Ma-05 Sep05 Ma-06

—— Non-food CPI —— Nucleus 20

Thispattern, inturn, hasbeenaccompaniedbyless
dispersoninthevariousindicators. Theserangefrom
3 4% inflation without staples, fud and public utilities
to 3.6% non-food inflation.

CPI without staples, fuel or public utilities

Source: DANE. Calculations by Banco de la Repblica.

Although the declinein coreinflation and non-food inflation in particular is
something the country has experienced for nearly two years, thedrop at the
start of 2006 wasdueto dlightly different factors. By way of illustration, itis
important to compare what happened inthefirst quarter of 2006 with respect to
the same period the year before. Thisisan appropriate exercise, since price
changesin Colombiaare seasona and concentrated largely at the start of every
year.
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Table4 showsthetrend in non-food inflation during thefirst quarter of 2005
and 2006. Whilethe decline registered in 2005 was dueto tradables and non-
tradables, thereductionin 2006 isexplained mostly by regulated goodsand, toa
lesser degree, by tradables. Thedrop in non-tradabl einflation, which played an
important rolein 2005, hasmade a most no contributionthisyear.

REDUCTION IN NON-FOOD INFLATION, BY COMPONENTS
(BASIS POINTS)

| Qtr. 2005 | Qtr. 2006

Reduction Contribution Reduction Contribution

in Annual to Reduction in Annual to Reduction

Inflation Inflation
Tradable CPI (99) 37) (19) (7
Non-tradable CPI (52) (23) 5 3
Regulated CPI (72) (10) (249) (45)
Non-food CPI (70) (50)

Source: DANE, calculations by Banco de la Reptblica

Assuch, therecent trendin coreinflationislinked to asupply shock associated
with the pattern in regul ated goodg/utilities. In effect, annual inflationinthese
items spiraled downward in recent monthsfrom 6.7% in December to 4.2%in
March (Graph 39).

Although the three components of regul ated goods/utilities declined, and behaved
more favorably than expected, the sharp reductionin
adjustments in public transportation rates was

REGULATED CPI
(ANNUAL VARIATION)

(Percentage)
16.0

somewhat of an unexpected, considering the large
accumulated increasein fud prices. Thiswasbecause
thecity of Bogotadid not raise public transportation
ratesat the start of theyear, asit usually does. Less

14.0

120

10.0

8.0

6.0

4.0

of anincreaseinfud prices, thanksto theintroduction
of bio-gasolineon the market, wasacontributing fac-
tor aswell.

Thetrendin public utilitieswasinlinewiththe Bank's
prediction. The new rate regulationstook effect in
February, substantially reducing thevariabletariff in
Bogotéaand in several others cities, and helping to
lower annud inflationin thisgroup.

Mar-03 Sep-03 Mar-04

Source: DANE, calculations by Banco de la Reptblica
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Sofar, itisnot cear if thesmall adjustmentsin regulated pricescan be maintained
indefinitely. Fuel priceswill continueto bethe primary cause of priceincreases
during the remainder of 2006 and in 2007. Over thelast year and ahalf, the
hikesinfuel pricesweretransferred dowly to domestic prices. Thiswasdueto
different reasons, one being the exchangerate.

However, thisreatively favorablestuation from thestandpoint of inflation might
not last. On one hand, as mentioned in earlier sections of thisreport, the fact
that international oil prices have risen more than anticipated could force an
increasein the domestic reference price. On the other, the tendency towards
appreciation of theexchangerateisnot asclear asit waslast year. Therefore,
the coming quarters might see readjustmentsin domestic fuel pricesabovethe
rate of inflation, or even higher than those registered so far thisyear. If this
happens, it could forcean increasein public transportation rates, perhapsat the
beginning of next year and particularly in Bogota

Asto public utilities, arepetition of therate reductions observed at the start of
theyear isunlikely. Utility prices probably will continueto adjust at rates near
theinflationtarget or near theincurred inflation. For that reason, thefirst half of
2007 could seean upsurgeintheannual inflationfor thisgroup, merely because
of statistical effects.

Tradables (without food and regulated goods/utilities) aso helped to lower the
coreinflation at the beginning of the year. In March, inflation for thisgroup
declined dightly to 2%, asopposed to 2.2% in December (Graph 40). Although
significant, thisisasmall reduction compared to thosein 2005, especialy at the
start of that year (Table4). In other words, tradables continued to hel p reduce
coreinflationandto keep it below target. However, thiscontribution wasnot as
important in the early months of 2006 asit wasat theend of 2004 andin early
2005. Infact, compared to June of last year, the drop in tradabl e inflation has
been minimal (from 2.1%to 2%).

Aswasto beexpa:taj’ thedeflationary influence of TRADABLE CPI, WITHOUT FOOD AND REGULATED
tradables has dwindled with lessappreciationinthe 3&3« fl’i/:l\j:;'l;;fzm
exchangerate. However, there are other factorsthat
might have offset theimpact of lessappreciation. One (Percentage)
isthefavorabletrend ininternational pricesfor the 90
goods Colombia imports. Another is increased
competition from foreign goods sold on the domestic 70
market. Both these phenomenaare associated with
increased globalization and amore open economy. 50
Thiswould explain the overestimate in the Bank's
forecast in the December report (2.5% was 30
10

L L
Mar-03 Sep-03 Mar-04

Sep-04 Mar-05 Sep-05 Mar-06

Source: DANE, calculations by Banco de la Reptblica
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NON-TRADABLE CPI, WITHOUT FOOD AND REGULATED
GOODS AND UTILITIES

(Percentage)
55

Mar-03 Sep-02 Mar-04 Sep-04 Mar-05 Sep-0t Mar-06

Source: DANE, calculations by Banco de la Reptblica

ANNUAL RENTAL INFLATION AND THE REMAINING
NON-TRADABLES
(Percentage)

Mar-03 Sep-03 Mar-04 Sep-04 Mar-05 Sep-05 Mar-06
— Rentals - Remaining Non-tradables

Source: DANE-Continuous Household Survey.

Foob CPI
(ANNUAL VARIATION)

(Percentage)

Mar-03 Sep-03 Mar-04 Sep-04 Mar-05 Sep-05 Mar-06

Source: DANE, calculations by Banco de la Reptblica
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anticipated for March). Thesefactors could continue
inthe short term, limiting adjustmentsin the price of
tradables.

Contrary tothesituation with regulated goods/utilities
and tradables, non-tradable inflation (without
regul ated goods/utilities and food) did nothing to
lower coreinflation during thefirst quarter of 2006.
In fact, non-tradable inflation has been stable for
nearly ayear. It was 4.6% in March (Graph 41),
whichisvery closeto therate in mid-2005 and at
the end of that year.

Therecent developmentsin thisgroup aretheresult
of two opposite forces in 2006: rentals
(approximately 20% of CPI) and the "remaining"
non-tradable goods and services (approximately 17%
of CPI). Astorentals, 2006 has been accompanied
by unusually sharp increases. Monthly inflationin
February wasthe highest since April 1999, elevating
the annual adjustmentsin thisgroup from4.1%in
December to 4.7% in March (Graph 42). This
increase was even higher than the oneimplicitin
the Bank's forecasts.

Offsetting the upward patternin rentals, inflationin
the "remaining" non-tradable goods and services
declined from 5% in December to 4.5% in March
(Graph 42). Thiswas largely because of minimal
changes or even reductions in prices for certain
goods and servicesin the entertainment, cultureand
recreation subgroup. As to these and other non-
tradables, consumers might be trying to take
advantage of low prices by using tradablesinstead
of non-tradables.

3. Food I nflation

Annual food inflation fell by 133 bp between
December 2005 and March 2006, ending the quarter
at 5.2% (Graph 43). Even so, the prices for an
assortment of perishable or staplefoodswere adjusted



more than anticipated. This prevented more of a
reductioninfood inflation. Infact, annuad inflationin

this subgroup remained high, despite some decline AL STAPLE AND PROCESSED

during 2006 (13.2% at March) (Graph 44). Poor

weather (too much rain) had anegative effect on the e e
shipment of perishablesand on certain crops. This
negative shock might be overcomein the second half 80 1=
of theyear, when perishable prices are expected to 70 1 100
belower. 50
6.0

0.0
On the contrary, processed-food inflation continued 50 o
tofall during 2006, maintai ning thelong-term pattern o | ‘
that begun in September 2001. By March, processed- ' N
food inflation was 3.2%, or 154 bp less than in 30 : : ) s0
December 2005 (Graph 44). This is explained E s s

primarily by lower international pricesfor certain
foods and by accumul ated exchange appreciation.

Source: DANE-Continuous Household Survey.

F. CHANNELS DETERMINING INFLATION IN 2006
1. ExchangeRateand International Competition

Aswasthe case throughout 2005, the accumul ated effect of the exchange
rate appreciation during thefirst quarter of 2006 remained the primary fac-
tor behind thereductionin coreinflation and itsrelatively low level with
respect to the target for this year. A stronger peso at the start of 2006
probably curbed the usual risein the price of tradables at the start of the
year.

Also, thelower exchange ratein 2005 might have toned down the increase
in prices at the start of the year with respect to regulated goods and
services such asfuel and transportation, partially offsetting the effects of
higher international oil prices. Even so, the slowdown in appreciation as
of late 2005, and the growing volatility of the exchangerate at the start of
the year, explain why it has done lessto lower inflation during 2006 than
in 2005. Annual inflation in tradableswas down by 19 bp inthefirst quarter
of this year, as opposed to a drop of 99 bp during the same quarter in
2005.

On the other hand, China'sinvolvement in international trade, with low la-

bor costs, might be aconstraint to higher pricesfor goods exposed to inter-
national competition. The same can be said of globalization. Moreover,
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relatively less expensive tradables may have encouraged tradable con-
sumption asasubstitute for non-tradable consumption.

2.  Expectations

The positivetrend ininflationary expectations since late 2005 and during the
course of 2006 helped to rein in price hikes at the start of the year. Thisis
evidenced by price changesin sectorsthat are usually highly indexed, such as
education and health. By March, inflation inthese sectorswas declining. The
sability in non-tradabl einflation could be explained the sameway. Non-tradable

VARIATIONS IN INFLATION FORECASTS
AT DECEMBER EACH YEAR:
BANKS AND STOCK BROKERS

(Percentage)
6.5

6.0

55

5.0

45

4.0

Source: Banco de la Republica.
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USE OF INSTALLED CAPACITY

(Percentage)
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----- Actual —— Seasonally adjusted —— 1981-1985 average

Source: Fedesarrollo.
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inflation saw no increase during thefirst quarter of
thisyear, despite good economic growth.

Themonthly survey of expectationsamong banksand
stockbrokersshowed that their expectationsof inflation
are in line with the target range announced by the
BDBR (Graph45). The Bank'squarterly survey points
inthe samedirection, suggesting considerable confi-
dence that the inflation target will be met. In fact,
82% of thoseinterviewed for the January survey were
confident thiswould bethe case.

3. Surplusinstalled Capacity
and Pressures Exerted by Demand

A detalled andysisof dl avalableindicatorsof ingalled
capacity and pressure exerted by demand in the
Colombian economy indicatesthat surplusinstalled
capacity isbecoming moreand more uncommon. One
example is the use of installed capacity (UIC) in
industry. According to Fedesarrollo, UIC at the start
of the year exceeded the historic average of the se-
ries(Graph 46).

Indicatorssuch asUIC by the National Association
of Indugtridists (ANDI) and ingtalled capacity relative
to demand measured in the Fedesarrollo survey also
lean in this direction. Following the methodology
adopted as of the September edition of the Inflation
Report, thisinformation pointsto an output gap near
zero at the start of 2006 (Graph 47).



Several monthsof stability in non-tradableinflation
(discounting supply phenomena) anditsconvergence

with thetarget showstheincreasein demand played

OUTPUT GAP

aneutral roleininflationary pressure. Consequently, (Percentage of potential GDP)
the output gap continued to close and is now o0
approaching zero. On the other hand, in productive 40
sectorsoperating above historiclevels, growthinfac- 20
tor productivity probably allowsthemto adjustto an oo /N N
increasedemand for their products, without exerting o \/
added pressure on prices. '
-4.0
-6.0
-8.0

Dec-91 Dec-93 Dec-95 Dec-97 Dec-99 Dec-01 Dec-03 Dec-0t

Source: Banco de la Republica.

4.  Costs and Wages

Asindicated by the changesin the PPI, which saw an annual increase of 1.45%
by the end of March, no additional non-labor cost pressures are evident.
Nonetheless, pricesfor basic raw materials such asfuel, cement and metals
haverisenin recent months. Increasesin theimported PPl cannot beruled out
either, giventhedepreciation witnessedin March and early April.

Astolabor costs, the figures suggest wages arerising faster than last year and
at ratesin excessof theinflation target. The minimum wage hike (closeto 7%)
supportsthisclaim, asdo theincreases provided for in collective bargaining
agreements (mostly between 5% and 7%) and the near 10% adjustmentsin
wagesfor skilled workersin sectors such as construction (Table5).

BARGAINED WAGES (SOCIAL WELFARE MINISTRY)
(PERCENTAGE)

Percentage of Beneficiaries per Wage Increase L evel

Less than 5% From 5% to 6% From 6% to 7% More than 7%

2005
January-May 2 64 20 14
January-November 1 47 38 13
2006
January 13 19 58 10

Source: Social Protection Ministry, calculations by Banco de la Replblica.
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These cost pressures have not produced agenerali zed increase in indicators of
coreinflation for the consumer. There arethree possiblereasonswhy. Oneis
theincreasein competition on marketsfor goods and services, which would
mean companies are using their margins to absorb higher costs. Secondly,
transferring higher costs to the end price can take time. Thisis a sign of
phenomena such as menu costs or uncertainty about whether the force of
demand will continue. Finally, asmentioned earlier, productivity gainsmakeit
possibleto absorb an increasein demand without having to rai se prices.



Several increasesin
external interest rates
are expected....

...but should not cause
a substantial change
capital flows to
Colombia.

I[I. MACROECONOMIC
PERSPECTIVES

The economy will continue to grow at a solid pace in 2006,

making any major reduction of inflation unlikely.

Theforecasts for world economic growth are higher than in the last report.
The strength of world demand has boosted predictions on the price of raw
materias, particularly oil and metals. Although thisraisesfearsof inflationin
the devel oped countrieswith respect to 2006 and 2007, itisunlikely totrandate
into excessive hikes in core inflation indicators. The competitive effects
associated with globaization, the gainsin productivity and the changesmadein
the stance of monetary policy should contain the pressures brought to bear on
prices, particularly inthe United States.

Although the central banksin the devel oped economies are expected toraise
their interest ratesin the coming months, thereisno anticipation of major changes
inlong-terminterest ratesthat would substantially modify capital flowstowards
theemerging economies. Consequently, theexternal context islikely toremain
favorablefor emerging economiesand for Colombiain particular. Higher export
pricesfor raw materias, plusgood growth in world demand, will alow these
economiesto adjust to the anticipated declineininternational liquidity, at no
major expense.

Inthe case of Colombia, positive external and domestic factorsof afundamen-
tal nature continue to make this an attractive country for direct foreign and
long-term capital investment. Coupled with high investor and consumer confi-
dence, growing employment and ampletermsfor credit, thisguaranteesagood
rate of growthin 2006 (around 5%).

No additiona reductionsin consumer inflation areexpected during theremainder
of theyear, dthoughthetarget isstill likely to bemet. Annual coreinflationwill
remain low in 2006, thanksto accumulated appreciation and itsimpact onthe
priceof tradables. Someincreasein non-tradableinflation cannot beruled out,
due to the strength of domestic demand. Also, high fuel prices could boost
inflation inregulated goodg/utilities.
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A. EXTERNAL CONTEXT AND THE EXCHANGE RATE
1. General Aspects

Whether or not the main external indicators see achange during the remainder
of the year will depend on how the United States economy responds to the
Fed'stighter monetary policy. Most analysts expect abit of adowdown inthe
pace of U.S. economic growth, following the strong momentum registered at
the start of theyear. A dowdown in the economy during the second half of the
year iscongdered likdly, but still would allow for 3.3% growth during dl of 2006
and 3.0%in 2007 (Table6).

Theseforecasts, which are based on the assumption that growth will bedightly
lessthan last year, are very much akin to thosein the December report. Slight
cooling would be dueto the continuous hikesin short-term interest rates seen
over aperiod of several quartersand their influencein pushing up long-term
rates. Long-term rates could continueto increase at bit longer, even without
major changesin the Fed'sreferencerate, which would reestablish part of the
dopeof theyield curve.
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GROWTH FORECAST FOR COLOMBIA'S MAIN TRADING PARTNERS
(PERCENTAGE)

Actual Forecast for
2005
2006 at: 2007 at:
Apr-06
Jan-06 Apr-06
Principal Partners
United States 35 34 3.3 3.0
Ecuador 2.8 3.3 3.2 3.0
Venezuela 9.4 6.4 6.8 4.6
Other Partners
Euro zone 14 2.1 2.1 2.0
Japan 2.7 2.0 29 21
China 9.3 8.5 9.1 8.7
Peru 6.1 4.8 49 4.6
Mexico 3.1 35 3.6 3.4
Chile 5.9 5.5 5.6 5.2
Argentina 8.9 5.9 7.1 4.5
Brazil 25 3.4 3.4 3.7
Bolivia 3.7 3.4 3.1 3.1
Developed economies 3.2 3.1 3.1 2.8
Developing economies 6.3 5.0 5.2 4.1
Total Trading Partners (*) 4.8 35 3.9 3.2

(*) Balance of payments calculated according to non-traditional exports.
Source: Datastream-Consensus.



Higher interest rates should dampen the risein household consumption, and a Higher interest ratesin

tighter monetary policy would completethetask of directing output towardsa the United States would
sustainablelong-term path. The anticipated 9 owdown in consumption would place their economy on
beoffsat, in part, by stronginvestment and continued growth in public spending, a path towards sustained
plusadded job-market recovery. growth.

The price of housing isone channel that could be decisive towards cooling
private consumption inthe United States. A standstill or moderate declinein
housing priceswould have anegative impact on thewealth of U.S. consumers,
causing themto adjust their levels of consumption. On the other hand, higher
interest rateswould reduce the amount of income available to households by
increasing their mortgage payments. This also would affect private con-
sumption.

Asmentioned in thefirst chapter of thisreport, astandstill in housing prices
has been observed and mortgage rates are up, all of which suggests these
two determinants of inflation are behaving as anticipated. Even so, itistill
possible that amoderate cooling in the housing market would haveaminimal
effect on private consumption. This report forecasts a soft landing in the
housing sector, not an abrupt or sharp one, aswasthe case on other occasions.

Prospectsfor the other devel oped economies haveimproved compared to
the December edition of thisreport and to their performancein 2005. Thisis
particularly truein the case of Japan, where 2.9% GDP growth isexpected in
2006 and 2.1% in 2007. Three months ago, the forecast for 2006 was only
2% (Table6).

Therecent tendency towardsarecovery in private consumptionin Japanis
expected to consolidatein the months ahead. Thiswasnot asclear in previous
reports. Added to thismomentum istheforce of private investment backed
by recovery of the financial system. Although external demand has been
extremely important, apossibly stronger yen and lesseconomic activity inthe
United States are expected to cause a bit of a slowdown in the growth of
industrial exports. At any rate, China'sdemand will continueto increase.

Asto the euro zone, the recent recovery inreal indicatorsin Germany has
improved the prospectsfor regional growth. Even so, it isexpected to below
in comparison to most of theregional economies. Thisisattributed, in part, to
the persistence of structural rigidities in various countries, which pose a
constraint to their growth. Asin Japan, Europe also is expected to see a
rebound in private consumption, athough investment should be the dominant
driving forcein 2006, boosted by high corporate benefits. Thereareexpectations
of further recovery in the job market aswell. However, reformsthat allow
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for morejob-market flexibility arerequired, if thistendency isto be maintainec’.
The forecast for growth in the region is 2.1% in 2006 and 2.0% in 2007.
These predictions represent no change with respect to the December
report, but do imply an improvement compared to the outcome for 2005
(Table6).

The better conditions anticipated for the devel oped economieswould help
to boost growth in the emerging economies, compared to what was
contemplated in the December edition of thisreport. There has been a
major increasein the growth forecastsfor the Asian economies. Following
arecent revision of China's GDP for 2005, 9.1% growth is expected in
2006 and 8.7% in 2007. This would be coupled with positive growth
anticipated in India(7.9% in 2006 and 7.3%in 2007). Therefore, growth
in Asia, excluding Japan, would be 7.7% in 2006, following 7.5% last year”.

As in Japan and the euro zone, private consumption in several Asian
countriesis expected to gain ground compared to the rest of the demand.
Werethisto happen, it would represent an important change in the type of
growth that has characterized Chinaand other economiesin recent years,
where consumption has stayed behind, allowing for high rates of savings.
On the other hand, in the case of China®, moderate appreciation of the
yuan against the dollar is expected, similar to what occurred in 2005.

The strength of world demand, particularly in the Asian economies, would
appear to signal new hikesin the price of raw materials. Up until three
months ago, it wasfelt these prices probably would remain high, but stable,
throughout 2006, ending the year at levels similar to those in 2005.
However, the predictions have increased in the wake of recent events.
For example, The Economist Intelligence Unit (EIU) hasraised itsfore-
casts compared to what was anticipated three months ago. According to

the World Commodity Forecast (WCF), theindex

of commodity priceswithout energy would be up

CoMMODITY PRICE INDEX,
WITHOUT OIL (WCF)

130.0

by 5.0% in 2006, compared to the 2.1% drop
forecast in the December report (Graph 48). Much
of this correction isduetherisein metal prices
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throughout the year.

Oil pricesarelikely to remain high. Excluding the
priceincreasein the days prior to the publication

& Franceis acase in point. A reform to reduce unemployment
among the young was encouraged but not accepted.

7 Credit Suisse, "Emerging Markets," Economics Daily, pg. 9,

Dec-95 Jun-97 Dec-98 Jun-00 Dec-01 Jun-03 Dec-04 Jun-06 Dec-07 March 28, 2006.

— December 2005 Forecast o April 2006 Forecast 8 In an attempt to cool the economy a bit, Chinese authorities
raised the reference interest rate from 5.58% to 5.85% on
Source: Economist Intelligence Unit. April 27.
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of thisreport, the EIU expectsthe WTI reference priceto average US$61.10 For 2006, it would not
abarrel in 2006 and US$56.55 abarrel in 2007°. Thisexceedsthe prediction represent atroubling rise
in the December report. in U.S inflation.

Although higher pricesfor raw materialswill exert pressure on production
coststheworld over, the devel oped economies are expected to continue to
absorb them without any dramatic effect on coreinflationindicators. Inthe
case of the United States, thiswould be partly theresult of atighter monetary
policy and how it influences spending Moreover, the productivity gainsthat
have been decisive to price stability will continue to make an important
contribution, but less so.

However, the existence of latent inflationary pressuresin the United States,
dueto theincreased use of resources, cannot beruled out. Use of installed
capacity for the urban economy isslightly abovethe historic average (81%).
These pressures, coupled with those exerted by costs, could complicatethe
outlook for inflationin the future. However, thisisregarded as more of a
risk scenario than afact.

Added to therisk of futureinflationary pressuresisthe closure of the gap
between supply and demand on the labor market. However, since 1990, the
U.S. economy has seen no clear relationship between atight labor market
and coreinflation'® (Graph 49).

Consequently, for the central scenario of thisreport, inflation isexpected to
respond to atighter monetary policy. According to the Consensus Forecast,
averagetotal inflation for 2006 would be 2.9% in the United States, 2.0%in
the euro zone and 0.4% in Japan. Core inflation would be 2.4% '*in the
United States, whichisdlightly abovethe averageregistered for 2005 (2.2%).

In view of the foregoing, the Fed is expected to

announced an increase of 25 bp in its reference
rate at its next meeting in May. Although some LABOR MARKET AND CORE INFLATION
analysts believe the Fed might go even higher (none IN THE UNITED STATES

(Percentage) (Percentage)
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®  According to J.P. Morgan, Lehman Brothers and Deutsche 40 20

Bank, the WTI reference price is expected to be US$61.45 a
barrel in 2006 and $54.6 a barrel in 2007. This forecast is 20
based on information at March 2006.

1 The foregoing could be the result of a major increase in 00 V\/
productivity, world globalization and the growing credibility

of monetary policy. Deutsche Bank, "Conudrum Unraveling" -2.0 20
March 2006. Dec-80 Dec85 Dec-90 Dec-95 Dec-00 Dec05

“ According to JP. Morgan, Deutsche Bank and DKW-Dresdener 777 Core PCE ~ Unemployment minus NAIRU ()
Kleinwort W.

0.0

Source: Bureau of Labor Statistics and Congressional Budget Office (CBO).
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Uncertainty about the
level of external interest
rateshasgrown...

...but good external
conditions make it
unlikely the peso will
continue to lose ground.
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but afew predict over 5.5%), thereisno denying the fact that uncertainty
over how long these hikeswill continueis morethan it was three months
ago. Thisisbecausethereislittle evidence concerning theimpact of atighter
monetary policy. Ontheother hand, therisein long-term interest ratescould
take the edge off the increase in short-term rates by making the monetary
policy more effective.

In the case of Japan, interest on loanswould rise faster than predicted three
monthsago (although equally moderate), given good economic performance
and the pattern of inflation. Theeuro zone could continueto seegradual increases
similar to those made already, ending the year with a policy rate of 3% to
3.25%, provided growth continues at agood pace.

Higher interest ratesin Japan and the euro zone would imply awesker dollar,
particularly during the second half of 2006. Coupled with alarger external
demand (Japan and China, among other Asian countries) and less domestic
demand, this could have astabilizing effect and/or reduce the current account
deficitintheU.S. economy.

2. Latin America

Thebetter outlook for world growth, including the Asian economies, will imply
more growth inthe Latin American countries. The main effect will befeltin
the form of higher prices for export products such as metals and energy.
Added tothisisthefavorabletrend in external demand, which will continue
to propel theregion's non-traditional exports.

Inthisreport, the forecast for growth of Colombia's mgjor trading partners
has been raised to 3.9% for 2006 and 3.2% for 2007 (Table 6). For Venezue-
la, theforecast is6.8% growth in 2006 (it was 6.4% in the December report),
and 4.6%1n 2007. The predictionsfor Ecuador arelessoptimistic: 3.2% and
3.0% for 2006 and 2007, respectively. Broadly speaking, both these countries
would continueto benefit from high oil revenues, allowing themto support a
great deal of government spending consistent with the electoral cycle. Even
S0, therearerisk factorsrelated to political uncertainty, especialy in Ecuador.

Thankstoimproved external conditions, thisreport forecastsbetter terms of
trade for Colombiaduring therest of 2006 and in 2007, compared to the last
edition. Gold isexpected to be US$560.2 an ounce and oil US$53.5 abarrel.
Coffee, coal and ferronickel pricesalso are expected to berelatively high
(Table7).

Good external conditions for the Latin American economies, including the
Colombian economy, makeit unlikely that regiona currencieswill continueto
weeken, eventhoughtheyield soread will belessfavorablefor loca investments.



However, thisdoes not mean rates of exchange, even for the Colombian peso,
will necessarily returnto thelevel s observed at the beginning of theyear.

No deteriorationin termsand conditionsfor financing intheregion isexpected.
Accordingtothelnstitute of International Finance, Latin Americawill receive
US$38.5trillion (t) in private net flows during 2006, with more foreign direct
investment (US$41 t) and adeparture of US$3.5t from theinvestment portfolio.
These forecasts do not rule out the possibility of less net short-term capital
inflowsdueto therecent hikesin external interest rates (Table 8).

INTERNATIONAL PRICES
Average Projection for 2006 Projection for 2007
2003 2004 2005 Current 1 Previous2  Current 11 Previous 2
Coffee (ex-dock) (dollars/pound) 0.7 0.8 11 11 11 1.0 11
Oil (dollars/barrel) 29.0 37.3 49.8 53.5 52.7 52.9 52.9
Coal (dollars/ton) 28.2 36.1 47.9 47.5 47.0 48.8 47.6
Ferronickel (dollars/pound) 14 2.3 24 24 21 2.2 19
Gold (dollars/troy ounce) 362.5 409.3 445.0 560.2 500.2 590.2 530.2
1/ Estimated balance of payments at April 2006.
2/ Estimated balance of payments at January 2006.
Source: Banco de la Republica.
FOREIGN FINANCING: LATIN AMERICA
(BILLIONS OF DOLLARS)
2003 2004 2005 (e) 2006 (proj.)
Current Account Balance 111 20.6 31.5 8.3
Net external financing
Net private flows 30.7 29.0 44.1 38.5
Net active investments 27.6 39.3 45.6 37.4
Net direct investment 30.3 44.7 40.9 41.0
Net portfolio investment (2.7) (5.4) 4.7 (3.5)
Net private credit 3.2 (10.3) (1.5) 1.0
Commercial banks (12.7) (13.5) (5.0) 0.7
Non-bank 15.8 3.2 3.4 0.3
Net official flows (0.7) (9.5) (30.0) (9.0)
Resident loans (7.8) (17.7) (22.5) (8.7)
Reserves((-)=increments) (33.4) (22.5) (23.0) (0.3)

(e) Estimate.
(Proj.) Projection.
Source: Institute of International Finance, Inc. 2006.
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M acroeconomic conditionsin most L atin American

LATIN AMERICAN FOREIGN DEBT
AND CURRENT ACCOUNT BALANCE

(Percentage of GDP)

countries continued to pick up in recent months. For
exampl e, the year began with no deteriorationinthe
externd balance, despitetheriseinimports. According
to anumber of forecasts, the current account balan-
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ce should improvefromaround 0.9% of GDPin 2005
to 0.6% of GDP in 2006 (Graph 50). On the other
hand, thelatest projectionson Latin Americasexternd
debt in 2006 (according to World Economic Outl ook,
IMF) indicateit will amount to 33% of GDP, whichis
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20 14% less than the proportion in 2003 (47%). The
=0 improvement in fundamental swill lessen the effect
40 of the current political cycle compared to previous
-50 penods_

----- External debt —— Current account balance (right scale)

(*) Projected.
Source: World Economic Outlook.

Growthin Colombia
during 2006 would be
between 4.5% and
5.0%, driven mainly by
private consumption.
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B. THE DOMESTIC CONTEXT
1. Growth in 2006

Availableinformation on 2006 suggests favorable conditionsfor growth will
continue. In addition to good prospectsfor external demand and high terms
of trade, asanalyzed in the previous section, other factorswill continueto
have apositiveimpact. Among others, theseinclude low interest rates, ample
availability of credit, improved conditionsonthelabor market, and increased
public spending.

Domestic demand will continue to be decisive to growth during 2006, as
wasthe casein 2005 and 2004. However, the impetus will originate more
with private consumption than with investment. Conditions areright for
household consumption to continue to expand, not only because consumer
confidenceis high and credit is abundant and cheap, but also because the
employment situation hasimproved, both in numbersand quality. Thislends
added stability to family income.

Astothislast point, the projectionson real available privateincome (RAPI)
indicate an almost 5% increase in 2006. Besides good output, anumber of
other elementswill make apositive contributionto RAPI, such asremittances
and other current transfers, high terms of trade, and larger net transfers
from social security (see Panel 1).

In general, the forecast exercises suggest 4.5% to 5.0% GDP growth in
2006, with ahigh degree of reliability. The central scenariointhisreportis



based on 4.8% predicted growth, although the biases accompanying this Government investment
projection are considered in therisk balance presented | ater. also will be decisive to
growth in 20086.

One of the general assumptions used in the GDP central forecast scenario

isasizeableincreasein total factor productivity, even above the historic

average. Othersinclude an increase in terms of trade above the already

high levels registered in 2005, coupled with 3.9% growth in the case of

Colombia's principal trading partnersand 3.6% for therest of theworld, as

indicated in the analysis of the external context.

Asto the export sectors, the central scenario for 2006 assumes a drop of
almost 2.0%in crudeoil production, 8.5% in coal production and 2.0% less
coffee production. The public sector is expected to continue to make an
important contribution to economic growth, through accelerationin general
government consumption at an annual rate of 6.5%.

Government investment also will be an important factor, thanks a number
of projectsfor civil works. At the national level, Plan 2,500 for highway
construction will continueto beimplemented. At theregional level, work
will continue on the construction of masstransit systemsand on other projects
outlined in the four-year devel opment plans. Theincreaseininvestment in
civil works-primarily government investment- isexpected to be about 10.0%
during all of 2006.

According to the forecast modelss, private domestic demand could expand
at areal rate of nearly 7.0% during 2006, whichisconsistent with the growth
inreal available private income (Graph 51). The central scenario suggests
adlight acceleration in household consumption from 4.9% in 2005 to 5.2%
in 2006. However, given thefiguresregistered at the start of the year and
the strong growth anticipated in consumer credit,

an even larger increaseis possible. [ GraPH 51 |
. . G R A P

At thislevel of expenditure, the boost would come ch%V:qTEH( QAPIE)A:N o PRivATE o

mainly from the consumption of non-durable and DOMESTIC DEMAND

semi-durable goods. At the end of 2005, this con- (Percentage)

sumption continued to expand slower than the pace 120

of economic growth. A minor sowdownin durable
goods consumption is expected. Consumer confi-
dence is one of the factors that would allow 80
household consumption to accelerate in 2006. It 60
has seen an important surge during the year to date,

suggesting 5.5% growth for the aggregate in the T
first quarter of the year (Graph 52). 20 | ﬂ
0.0 L L L ' L
2000

2001 2002 2003 2004 2005 2006
] RAPI O Private domestic demand

10.0

Source: DANE, calculations and estimates by Banco de la Republica.
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ANNUAL GROWTH IN HOUSEHOLD CONSUMPTION AND
THE FEDESARROLLO CONSUMER INDEX

(Index) (Percentage)
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----- Consumer index average (*) = Household consumption (right scale)
(*) Average of the consumer confidence index (CCl), the consumer expectation index (CEI)
and the index of economic conditions (IEC).

Source: Fedesarrollo, calculations by Banco de la Republica.

Themodelsindicate privateinvestment (without ci-
vil works) will increase by about 10.0% in 2006.
Theitemswith the most growth will continueto be
grossfixed capital formation (GFCF) in machinery
and equipment, and transport equipment (10.3%).
Thisincrease should lead to an equivalent risein
imports of capital goods and transport equi pment.
The projections also show 8.0% real acceleration
ininvestment in construction and buildings during
2006. The construction industry would benefit from
lower interest rates on mortgage loans.

Contrary to domestic demand, net external demand
isexpected to make no positive contribution to GDP
in 2006. Thisis because export growth islikely to
be offset by arise in imports, aswas the case in
2005. An4.8% increaseintotal exports, in constant
pesos, is expected for 2006, including a3.7%rise
intraditional exportsand 5.4% more non-traditional

exports. However, thiscentral scenario does not takeinto account the possible
effect of Vlenezuela's departure from the Andean Community of Nations
(CAN). With respect to total imports, the forecast isfor 13% real growth
propelled by durable goods consumption, plusinvestment in machinery and
equipment, aswell asinvestment in transport equipment (Table 9).

REAL GDP GROWTH FORECASTS BY TYPE OF SPENDING

(PERCENTAGE)

2004 2005 2006

End Consumption 3.9 4.9 5.5
Household 4.2 4.9 5.2
Government 3.3 4.8 6.5
Gross Capital Formation 14.8 29.0 111
Gross Fixed Capital Formation (GFCF) 13.4 19.8 10.5
GFCF without Civil Works 23.2 18.3 10.5

Civil Works (18.8) 27.0 10.2
Domestic Demand 5.7 9.2 6.7
Total Exports 114 4.6 4.8
Total Imports 16.9 25.2 13.3
GDP 4.8 51 4.8

Source: DANE, calculations by Banco de la Reptblica
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2.  GDP GrowthintheFirst Half of 2006 Anincrease of 5.5% is
forecast for thefirst

GDP should be up by 4.7%, on average, in the first six months of 2006. quarter of 2006.

However, thisincreasewill bedistributed inahighly irregular way throughout

the period, given the existence of three more working daysthan in thefirst

quarter (partly because Holy Week isin March and not in April, aswasthe

casein 2005). Accordingly, 5.5% growth is expected for the first quarter,

as opposed to just 4.0% for the second (Table 10).

The forecasts point to a 4.1% increase in tradable sectors as a whole
(primarily agriculture and livestock, mining and industry). The following
tendencies are anticipated in the various sectors (Table 10).

. Thedrop expected in coffee production asaresult of the weather will
influence agriculture and livestock in the first six months. Therefore,
growthinthissector would be extremely limited, possibly 0.6% and 1.8%
in thefirst and second quarters, respectively. A moderate increase in
livestock, especialy hog farming, alsoisanticipated for this sector.

REAL GDP GROWTH BY SECTORS

(PERCENTAGE)
2004 2005 2006

I Qtr. Il Qtr. Y ear
Agriculture, forestry, hunting and fishing 4.2 21 0.6 1.8 2.3
Mining and quarrying 3.0 3.0 6.4 3.0 2.6
EElectricity, gas and water 2.7 3.2 6.0 25 2.9
Manufacturing industry 7.0 4.0 7.2 2.9 3.4
Construction 10.6 12.6 12.1 10.4 8.7
Buildings 33.1 5.4 13.4 6.8 7.9
Civil works (18.8) 27.9 10.0 18.0 10.2
Commerce, repairs, restaurants and hotels 6.1 9.2 8.7 6.9 6.9
Transport, storage and communications 5.4 5.1 4.2 35 4.1

Financial establishments, insurance, real estate
and company services 4.5 35 3.7 2.8 3.1
Social, community and personal services 2.7 4.0 3.7 3.7 6.0
Financial brokerage services measured indirectly 11.9 8.5 5.3 5.3 5.3
Subtotal: Aggregate value 4.6 4.5 5.1 3.7 4.4
GDP 4.8 51 5.5 4.0 4.8
Taxes minus subsidies 7.4 13.3 10.5 7.8 9.4
Net SIFMI (*) financial services 2.3 19 3.2 19 24
Tradables 5.3 3.7 5.2 2.9 3.6
Non-tradables 4.4 6.0 5.6 4.7 5.5

(*) Financial brokerage services measured indirectly
Source: DANE, calculations by Banco de la Reptblica
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ANNUAL IPI AND IPI ADJUSTED FOR

d Theindicators available for mining show a
good start totheyear. Infact, growth could exceed

WORKING DAYS AND SEASONALITY (*) (%) 6% for the first six months as a whole. This is

(Percentage)
16.0

suggested by the volume of oil, coal and ferronickel
exports, which had increased by 14.2%, 35.1% and

120
80
40 f

0.0

3.2% at March.

i According to February data, industrial
manufacturing is growing at an annual rate of
5.9%, which ismuch morethan at the end of 2005.

-4.0

Because there are three additional working days
in March, an increase of more than 7.0% can be
expected inthefirst quarter. Inthe second quarter,

-80
Feb-03  Aug03 Feb-04 Aug-04

—— Actud IPI

(*) IPI: Real industrial production index based on the DANE monthly manufacturing sample.

Source: DANE, calculations by Banco de la Reptblica
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o0 Aw0s  res and probably for the remainder of the year, indus-
----- Corrected IP! trial growth will not be as satisfactory for the
opposite reason. There are three fewer working
daysin the second quarter, asis also the casein
thelatter half of theyear. Accordingly, theforecast
pointsto 3.5% growth for the entire year (Graph 53).

The non-tradable aggregate isexpected to be up by 5.1% during thefirst half of
2006 (Table 10). The most dynamic sectors will continue to be civil-works
construction, which isexpected to grow by 14% on average during thefirst six
months of theyear, home construction (10.2%) and commerce (7.8%).

C. INFLATION FORECASTS
1. External Assumptions

One of the main economic eventsin recent monthsisthe new tendency in
the exchange rate. Between March and early April, the Colombian peso
weakened with respect to the dollar, reversing an 18-month tendency towards
appreciation. At the time thisreport was written, the exchange rate was
almost Col$2,370 per dollar, which is 4.5% more than in December and
1.4% abovethe average for 2005.

Earlier reports predicted relative exchange rate stability throughout 2006,
with moderate pressure towards deprecation. However, depreciationin recent
months has surpassed all forecasts. As explained in previous sections of
thisreport, the new tendency in the exchangerate and its added volatility
are associated with expected hikesin external interest rates, not only inthe
United States, but also in Europe and Japan. On the other hand, recent
depreciation has not been exclusive to Colombia, although it might have hit
the country harder.



Despite recent trends, the perception in this report is that most of the
pressure towards depreciation istemporary and will ease off in the coming
months. This does not mean average depreciation during the remainder of
the year will comply with the forecast in the December report, or that the
exchangerate will return to the minimum levels observed in February. In
fact, the forecasts discussed later in this report assume an average rate of
exchangein 2006 that is slightly above the onein December, but consistent
with agradual return to exchange stability.

Themovement in recent monthsisunderstood asacorrection in the exchange
rate dueto expectations of additional cut backsininternational liquidity that
were not foreseen initially by the markets. However, asargued earlier in
thisreport, those reductions and theinterest rate hikes would not be consi-
derable and would beintended to guarantee the stability of inflation in the
United States and Europe. Thiswould be accomplished within the context
of solid growthinworld demand and historically high pricesfor raw materials
and fuel.

Accordingly, the outlook in thisreport isthat the Fed will raiseitsreference
rateto 5.25%. Thisis coherent with what external analysts expect andis
not asignificant change from the prediction in December (5%). Theselevels
arestill considered sufficient to guarantee the stability of inflation in the
United States, at least with respect to coreinflation, which does not include
fuel prices.

The economy in the United States and in other devel oped countries should
continueto assimilate the high price of raw materialswith no major shocks
to coreinflation. However, therisks are mounting in thisrespect, giventhe
recent surgein oil prices. Accordingly, the coreinflation forecast for the
United Statesin 2006 is 2.4%, asit wasin thelast report.

Generally speaking, the external context for the Colombian economy remains
favorable, despite therecent external interest rate hikes. Itisthisexternal
soundness that |eads us to believe the exchange volatility seen in recent
monthsisonly temporary. The following are the main factors supporting
this continued optimism about the external context.

i High and increasing terms of trade for Colombia. So far thisyear, a
variety of Colombia's export commodities have enjoyed rising prices,
even more so than predicted in this report. The forecasts for
commodity pricesduring therest of theyear and in 2007 increased as
well. Oil isaprime example. It isnow expected to average US$64.6
and US$66.4 a barrel (for WTI) in 2006 and 2007, as opposed to
US$63.5 and US$64.1 forecast in the December report.

The inflation forecasts

assume the Fed will

raiseitsratesto 5.25%

in 2006.
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Lainversion en o World economic growth should remain sound in the coming quarters.

vivienda puede ser un However, the prediction in thisreport isslightly more favorable than
protagonista del in the December edition. The extent of growth anticipated for
crecimiento en 2006 y Colombia's major trading partnersis now 3.9%, as opposed to 3.5%
2007, in December. Although the U.S. economy should cool abit inthe

second half of the year, due to a tighter monetary policy, the
deceleration is expected to be moderate and should not affect
Colombian export performance.

i The considerable amount of oil revenue Venezuela and Ecuador
will receive thisyear and the next guarantees a strong demand for
Colombian exports. Venezuela, in particular, started the year with
high growth indicators. This means 2006 will be more favorable
than was predicted initially. The projectionsin thisreport do not
consider the impact of Venezuela's withdrawal from the Andean
Community of Nations (CAN).

d Expectations of external interest-rate hikes might reduce short-term
capital flows by diminishing the profitability differential. However,
solid external factors and the reduced vulnerability of theregion's
economies -Colombiaincluded (because of morereserves, lessfis-
cal deficit, etc)- will continue to encourage the flow of long-term

capital.

2. Domestic Assumptions

Thevigor of domestic growth continuesto be surprising. Thefinal figure
for 2005 (5.1%) was slightly above the prediction in the December report
(4.9%). Thelow result inthefinal quarter appearsto have been aquestion
of temporary supply shocks.

Inlight of theforegoing, and considering the positive way variousindicators
performed at the start of the year and the improvement in external
fundamentals, the forecast in thisreport is 4.8% growth for 2006. It was
4.5% in the December edition. Growth is expected to be even higher in the
first quarter (5.5%) dueto factors such as more working days, the strong
momentum in commerce and good performance by anumber of traditional
exports (coal and ferronickel). The second quarter is expected to see more
moderate growth (4%).
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The increase in growth is supported by a more dynamic rate of private
consumption and the strength of private investment, which would makeit
possible to keep the investment-GDP ratio at historic highs. Asto con-
sumption, conditions areright for growth to continue or even accelerate,
thanksto better credit facilitiesand lower interest on consumer loans. The
continued improvement witnessed in the labor market in recent monthsand
the increase in the real minimum wage this year will provide additional
incentives.

Asfor investments, one factor that could be crucial thisyear isthe probable
recovery in mortgage loans. This is due to the fact that financial
intermediariesintend to earmark more funds for this purpose and to the
substantial rate reductions announced already. Investment in housingis,
therefore, likely to play aleading rolein economic growth during 2006 and
2007.

Further expansionimpliesadded use of productive capacity in the economy,
aswill continueto bethe case. So far, productive capacity hasgrown at a
good pace because of sound investment during thelast few years, including
2005. Coupled with evidence of productivity gainsin avariety of productive
sectors, even in the non-tradable sectors, this has allowed for growth in
excess of the historic average for the past two years, without creating
inflationary pressure.

However, several indicators of use of productive capacity are already at
"normal” levels. Asof that point, thelikelihood of demand-pull inflationary
pressure increases. In practical terms, this means the output gap is near
zero, asindicated in the December edition of thisreport. More growthin
2005 and what is expected for the first quarter produced only amarginal
change in the estimated indicator, which would have been -0.12% in 2005
(asopposed to -0.2% in December).

3. Inflation For ecasts
a. Short-term

Asmentionedinthefirst chapter of thisreport, non-food inflation waslessthan
expected, although total consumer inflation at March was consistent with the
forecast. Thiswasduelargely to good performance by regulated utilities, but
alsotolow inflationintradables.

Inview of the above, the Bank's single-equation modelstended to lower the
short-term forecast (STF) for non-food inflation at June 2006 (Table 11). On
thisoccasion, annua non-food inflation isexpected to be 3.7%. The prediction

Several indicators of
use of productive
capacity already areon
par with their historic
averages.

The short-termforecasts
for inflation declined ...
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CENTRAL MODEL FORECASTS (MMT)

Total Food Non-food Inflation Output
Inflation Inflation gap
Total Non-tradable Tradable Regulated

Mar-06 4.1 5.2 3.6 4.6 2.0 4.2 (0.1)
Jun-06 3.9 4.4 3.7 4.7 2.1 4.2 0.0
Sep-06 3.8 4.2 3.7 4.7 2.1 4.1 0.2
Dec-06 3.9 4.1 3.8 4.8 1.8 5.1 0.2
Mar-07 4.4 4.5 4.3 5.0 25 5.8 0.2
Jun-07 4.3 4.4 4.3 5.0 2.7 5.5 0.1
Sep-07 4.1 39 4.1 4.7 2.7 5.7 0.0
Dec-07 4.1 4.0 4.1 4.6 2.9 5.4 (0.1)
Mar-08 4.2 4.1 4.2 4.4 3.0 6.5 (0.2)

Source: Banco de la Republica.

additional reduction in

...however, an

core inflation (without

food) in the next six

monthsis not expected.
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in December was 4.3%. As part of the non-food CIP, the June forecasts for
inflationin regulated goods/utilities (fud, urban transportation and public utilities)
were lowered from 6.0% to 4.2%, which issimilar to the March figure. The
forecast for tradable inflation (without food and regul ated goods/utilities) also
wasreduced substantially; inthiscase, from 2.5%to 2.0% (34% of thelower
non-foodinflation forecast).

Ontheother hand, there have been no major changesin the projectionson non-
tradableinflation (without food and regulated goods/utilities). Theforecastin
thisreport is4.7% at June (Table 11), which is slightly less than anticipated
earlier (4.9%). With the new figure for June, non-tradable inflation should
experienceamarginal increaseinthe monthsahead, compared to theforecast
inMarch (4.6%) and the average for the second half of 2005 (4.5%).

With respect to the short-term forecast at September (Table 11), the outcome
for non-food inflation would remain at levels similar to those in the second
quarter (3.7%). Ingenerd, thevarious components of non-food CPI are expected
to remain stable during the next two quarters, ruling out an additional reduction
inannud inflation likethe one observed at the start of theyear. Thisisbecause
the bulk of the price hikeshave occurred already. Inthe six preceding years,
nearly 60% of non-food inflation occurred in the first quarter, which isthe
period when most adjustmentsin inflation took place.

Asfor food, the STF should continueto declinein the coming quarters, backed
by an anticipated reductionin the price of various stablesand perishablefoods
(Table11). Theresultsat March surpassed those predicted in December because



of thesurgeinthe price of several perishableitems. Consequently, 40to 50 bp
were added to theforecastsfor the next two quarters. It goeswithout saying
that thereisagreat deal of uncertainty surrounding the outcome of thesemodels.

The higher food-inflation forecast for the short term tended to be offset by
alower prediction for non-food inflation. Asaresult, there are no major
changesin the headline CPI estimate compared to the last edition of this
report (Table 11). During the next two quarters of 2006, aslight declinein
consumer inflation to 3.8% by September is expected (compared to 3.9%
forecast three months ago).

b.  TheMediumand Long Term

With an active monetary policy, the transmission mechanismsmodel (TMM)
lowered theforecastsfor headlineinflation in the next eight quarters. The
projection at December 2006 declined from 4% to 3.9%, and from 4.4%to
4.1% for the end of 2007. Even so, the central path of the TMM shows no
downward medium- or long-term trend. M oreover, thefiguresfor early 2008
indicateadlight riseto 4.2% (Table 11).

The most relevant changesin the forecasts concerned non-food inflation,
even though the long-term tendencies did not change. An increase is
expected at the end of 2006 and particularly in 2007. The new central path
of the TMM shows 3.8% annual non-food inflation at December 2006 and
4.1% at December 2007, in addition to new hikes at the beginning of 2008.
In the December report, the results for the end of 2006 and 2005 were
4.1% and 4.4%, respectively (Table 11).

The tendencies in the non-food CPI aggregates were similar to those
described in the December report, but with some changesin magnitude.
Themost important modificationinvolvesinflation in regulated utilities, where
sizeable increases are expected, although more moderate than those
predicted earlier.

In the medium term, certain regulated utility rates would be subject to
inflationary pressurescreated by highinternational fuel prices. Asmentioned
already, this phenomenon isnot expected to reverseitself in the next two
years, which impliesincreasesin the domestic prices of gasoline similar or
abovethose observed in thelast quarter (7% on average). These hikes, in
turn, would push public transportation rates above the inflation targets for
2006 and the years ahead™.

2 The target range set for this year by the Board of Directors is between 4% and 5%. For 2007,
the Board announced the middle of the target would be between 3.0% and 4.5%.

Mid-termincreasesin
inflation in regulated

utilitiesare still
expected.
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Recent depreciationin
the exchange rate would
be temporary and would

exert no upward pressure

The TMM continues to
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on consumer prices.

show arisein non-
tradable inflation.

Asto public utilities, the next two years should see no price hikesin excess
of thetarget for inflation, which meansthey could increasefromtheir current
level (2.9%) to around 4%. Also, 2007 isnot likely to see arepeat of the
rate reductionsinstituted at the start of thisyear. Therefore, the upswingin
annual inflation in public utilitieswould be concentrated in the first quarter
of theyear.

Consequently, inflation in regulated goods/utilitiesis expected to accel erate
in excess of thetarget for thisyear and particularly in 2007. The specific
forecasts for the end of 2006 and 2007 are 5.1% and 5.4% (Table 11).
These arefavorable compared to thoselisted in the December report (6.6%
and 7.0%, respectively).

Another important but less extensive change involves tradable inflation
(without food or regulated goods/utilities). For thisreport, the TMM shows
alower path than in December, ending the year at 1.8% as opposed to the
forecast three months ago (2.3%). Anincreaseto 2.9% isstill anticipated
for the end of 2007, which isslightly below the previousforecast (3.1%).
These results assume that much of the recent depreciation in the exchange
rate would be temporary and would exert no upward pressure on consumer
prices.

Therewould be no major changesin the outcome for annual non-tradable
inflation (without food or regul ated goodd/utilities). The TMM continuesto
show arisein that variable between late 2006 and the first half of 2007,
placing it temporarily above the range announced by the Board of Directors.
The forecasts for the end of this year and the next are 4.8% and 4.6%
(Table 11), virtually the same as in the last report (4.8% and 4.7%,
respectively).

Thetendency that describes non-tradableinflation in thelong-term path of
the TMM isdue, fundamentally, to the current and anticipated momentum
in domestic demand and itsimpact on the size of the output gap. Although
the economy's productive capacity has been expanding at a good pace,
demand isgrowing even faster, adding to thelikelihood of an emergence of
inflationary pressureinthefuture.

Asmentioned earlier, the stability of non-tradableinflation during aperiod
of several quarters can be explained by declining expectationsand by an
increasein competition among companies, since the economy ismore exposed
to theworld market. Neverthel ess, these beneficial effects on pricestend
to dilute over time, allowing demand-pull pressureto emerge.

The TMM forecastsindicate food inflation will play apositiverole at the
end of 2006, when it is expected to be near the bottom of the target range
(4.1% as opposed to 3.8% in the previous report). The predictions on food



are higher for first quarter of 2007, due to the normal agricultural-supply
cycle.

Generally speaking, the TMM central path indicates that some of the lower
inflation observed at the start of the year because of regulated goods and
utilities would be temporary. Coupled with the increase in non-tradable
inflation associated with closure of the output gap and with slightly higher
tradableinflation, thiswould raise non-food inflation in thefirst half of 2007.
During the next two years, inflation will be determined by:

i Littleor noinflationary pressurefromtheexchangerate. Even so, because
of theway exchangerateis expected to perform, tradables probably will
do lesstoreduceinflation.

i A dynamic domestic demand now and in the near future, which could
exert pressureon consumer inflationin 2007, particularly on non-tradable
inflation.

i Inflation expectations consi stent with the targets

d Cost-pull pressure originating with high fuel prices, which would mean
higher inflationin regulated goodg/utilitiestowardsthe end of 2006 andin
2007.

It should be noted that the TMM forecasts listed earlier were obtained
under an active monetary policy. The results contemplate a less
accommodating policy stance than the current one. The forecasts assume
thispolicy iscoherent with theinflation targets.

4, Risk Assessment

Thefan chart (Graph 54) showing the most likely forecast (TMM central
path) illustratesthe uncertainty surrounding thisexercise. It takesinto account
the historic uncertainty of the variables that have the most impact on the
inflation forecast. Also considered isthe qualitative position of thetechnical
team concerning the probabl e bias associated with the forecast for those
variables.

Ingeneral, itisfelt thereare current risksthat create aslightly upward bias

intheinflation forecast, especially for 2007 (Graph 54). Thisbeing the case, Inflation likely will end
thereisa65% probability that inflation at December 2007 will be abovethe 2006 within the target
central path (4.1%). On the other hand, with an active monetary policy, the range announced by the
analysisshowsinflation likely will end 2006 within thetarget range announced Board of Directors.

by the Board of Directors. Asfor 2007, the chance of inflation being within
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PROBABILITY DISTRIBUTION OF THE INFLATION ACCUMULATED PROSPECT OF CONSUMER
INFLATION WITHIN THE INDICATED
RANGE
(Percentage)
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Inflation Prospect (%)
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2006 2007 2008
6.0 (%)
Jun. Sp. Dec Ma. Jun. Sep. Dec Ma.
5.5
50 Above5.5 0.0 0.0 0.0 32 65 39 47 76

5.0

4.5

4.0

35

3.0

Below5.5 100.0 100.0 100.0 96.8 93.5 96.1 95.3 92.4
Below 5.0 100.0 100.0 99.5 82.0 77.6 85.6 84.8 79.4
40 Below 45 100.0 98.9 91.1 46.2 47.8 63.4 63.8 57.2
Below 40 66.7 65.8 51.6 8.4 148 320 349 298
Below 3.5 0.0 1.7 47 02 14 75 105 9.1

4.5

35

Source: Calculations by Banco de la Republica.
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that range (3% to 4.5%) ishigh (62.4%) and exceedsthe prediction in the
December report (Graph 54).

Thefollowing arethe key risksthat could steer the forecast away from the
central path.

. M ore depreciation than contemplated in the central forecast. This
could materidizeif international liquidity declinesmorethan predicted
inthisreport, dueto theinflationary pressure now facing theworld
economy (as a result of strong growth and high prices for raw
materials). The reduction in the profitability differential in recent
months, compared to investmentsin pesos does not help stability of
theexchangerate, particularly if uncertainty about the external context
increases.

i Growing domestic demand, mainly therisein private consumption,
might be higher than anticipated in the base scenario. Thelatest figu-
res on consumer confidence and retail sales point in that direction.
Thefull impact recent reductionsin interest on consumer credit and
mortgage loans could have on household spending is not contempl ated
inthe central forecast.

d The inflationary expectations used in the central path might be
underestimated, considering how the exchange rate has behaved in
recent months.

d Wageincreasesin excess of theinflation target are another factor.
Asillustrated earlier in thisreport, formal-sector wages could increase



at ahigher rate than last year and might be several points abovethe
inflation target for 2006 and the range announced for 2007.

It should be noted that some of therisks contempl ated in the December report
wereincluded inthe current forecast for the central path. The most important
arelessinflation in regulated utilities, aslightly higher exchange rate and
more growth. However, this risk assessment does not consider the
conseguences of Venezuela'swithdrawal from the Andean Community of
Nations (CAN).
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REAL AVAILABLE PRIVATE INCOME
Andrés Mauricio Velasco M.

Available private income is crucial to private spending, particularly household
consumption. In economies where a large number of agents face restrictions to credit, it
is an even more relevant variable. Private demand also depends on consumer and
investor confidence, agents' wealth (correlated to their permanent income), their
creditworthiness and liquidity in the economy.

There is nearly a two-year lag in the figures published by DANE on institutional agents'
income. So, for a more current analysis of the changes in this variable and in the state of
private spending and how it might behave in the future, the inflation team at Banco de
la Republica estimates available private income according to the standard methods
outlined in literature’.

Private income is defined as the total flow of resources the people of a country have to
spend on consumption, investments and transfers to third parties. The contributions
households and companies make to social security should be deduced from this
calculation. However, it should include the income agents receive from social security
and net transfers, being them from the government or from any part of the world (e.g.
net remittances from workers in other countries). Transfers among agents in the private
sector are not part of the equation, as they represent transactions within the private
sector. Direct and indirect taxes paid to the government (central, regional and local)
also should be deducted from private income.

An assessment of the buying power of real available private income should take into
account the variation in terms of trade. It is a well-known fact that a portion of private
spending is in foreign currency?, and that part of this sector's income originates with
exports of national output. A change in terms of trade (the ratio of export prices over
import prices) alters the private sector's ability to pay foreign currency. This, in turn,
modifies the buying power of its income. The effect of terms of trade (Tl : Spanish acronym)
can be calculated as * TI = (X/P,)) - (X/P,), with X as exports in current dollars and P,,
and P, as the price of imports and exports in dollars.

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

See Chapter 5 in Eduardo Lora's Técnicas de medicion econémica. Metodologia y aplicaciones en Colombia (Third Edition),
Editorial Alfaomega, Bogotd, 2005.

US dollar spending on the purchase of durable consumer goods and spending on investment in capital goods and transport
equipment is particularly important in Colombia.
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To calculate real available private income, all flows in US dollars must be converted
into constant pesos using the proper deflators. The average representative market rate
of exchange was used for the exercise in this section. Net current transfers were deflated
with the PPI for imports, while national flows were deflated with the total CPI. Equation
1 summarizes the calculation of real available private income (IPDR: Spanish acronym):

(1) IPDR=PIB—Tx+ Transf,_+ Transf_.+Tl.

with GDP as real gross domestic product, Tx as direct and indirect taxes, including
wealth tax, the "democratic security" tax and taxes on financial transactions, deflated
with the CPI or with the deflator implicit in the taxes associated with production. Transf,
are net transfers to social security in real pesos; that is, pension, professional risk or
health benefits, minus the contributions to these social services deflated with the CPI.
Transf_ . are net current transfers and net factor income from abroad, converted into
constant pesos at the average representative market exchange rate and the PPI for
imports. Tl is the impact of terms of trade.

The changes registered in the current decade in the variables that comprise IPDR (except
GDP) are shown in Graph B1.1, along with the projections for 2006. Table B1.1 illustrates
how each of these components has contributed to IPDR growth. The relative stability
in terms of trade between 2005 and 2006 would provoke no further increase in IPDR,
while the rise in GDP and net transfers from social security and the rest of the world
would continue to add to its growth4. On the other hand, the increase in real available
private income (without the Tl effect) is up from 4.0% in 2005 to 4.7% in 2006.

3

4

See New Zealand's Official Statistics Agency: http://stats.govt.nz/default.htm.

US$53.5 per barrel of oil (WTI), on average, and coffee at US$1.06 per pound were the rates used to calculate the Tl effect
in 2006. Both could be higher, in which case the Tl effect would increase.
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MONETARY POLICY UNDER UNCERTAINTY

Mario Nigrinis’
Monetary authorities must deal with various sources of uncertainty when making
decisions. For example, DANE revises GDP growth periodically. The measure of the
output gap is affected by this revision, as is the perception of surplus installed capacity
in the economy. Other example is the momentum in the exchange rate, which is
determined by highly uncertain and volatile factors such as capital flows and the price
of the country's exports. The equilibrium exchange rate can be affected by shocks to
these fundamental factors, which would influence the anticipated course of inflation
and require a change in monetary policy. Generally speaking, uncertainty makes the
optimal behavior of monetary activity different from what it would be in an ideal scenario
where the variables are deterministic.

Optimal Monetary Policy

To understand how uncertainty effects the decisions taken by monetary authorities, we
first must define what constitutes an optimal monetary policy. A monetary policy is
designed to achieve a low and stable rate of inflation. However, there is no single method
for doing so. Therefore, the way a monetary policy is managed must be optimal in terms
of society's well being. When the Board of Directors rules on the intervention interest
rate, it considers deviation of the inflation forecast from the target and how its decision
will effect the fluctuations in output around its non-inflationary level and volatility of
the interest rate. These variables "condense" into a function economists call loss of well
being (Equation 1). Therefore, an effective monetary policy is one that allows inflation
targets to be met, while minimizing their impact on society's well being (W)).

(1) \M =1 p(pt -p )P+ y(yt -~y )+l i(it B it-l)z

where | .|yl represent the importance monetary authorities assign to
deviations in inflation, output and interest rate volatility, in that order. p* is
the inflation target, and y" is the output level for stable inflation.

When using quadratic functions of this type, society's well being is affected by the
absolute deviations of these variables from the desired level. For example, failure

*

The author is an expert who works with the Special Studies Unit of the Department of Macroeconomic Programming and
Inflation at Banco de la Republica. The opinions expressed in this section are his alone and imply no commitment on the part
of Banco de la Republica or its Board of Directors.
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to meet the inflation target by one pp has the same negative effect as one pp over
compliance. By the same token, the costs for society increase exponentially as the
deviations grow".

Optimal Monetary Policy under Uncertainty

According to international literature, the following are primary sources of uncertainty
facing monetary authorities.

a.  The state of the economy?

b.  The nature of the shocks affecting inflation’
The true value of the parameters of the central bank's policy projection and simulation
models

d.  Length of the monetary policy transmission lag*.

As to uncertainty about the parameters of the models®, several studies have found that
optimal monetary policy, in the case of expected deviations in inflation from the established
target, consist of moderate and persistent variations in the interest rate. In economic theory,
this outcome is known as Brainard's conservatism®, a principle that contrasts with optimal
monetary policy when there is no uncertainty. In this case, the central bank's optimal reaction
is to adjust its interest rate aggressively in order to correct immediately any deviation in
inflation from the target.

With an optimal monetary policy, the effects of uncertainty on the state of the economy
are reflected in the interest-rate rule monetary authorities follow7 (Equation 2). Specifically,
it would influence the way monetary authorities respond to anticipated deviations in inflation
with respect to the target and the deviation in output from its non-inflationary level.

(2) it = gp(pte- p’) + gy(yt -y)+ g it»l

In terms of well being, the cost of a two pp deviation from the inflation target is twice as much as a deviation of one pp.

The state of the economy refers to measurements of economic activity such as the output gap, the rate of unemployment or
the use of installed capacity.

As to the nature of the shocks, these can be temporary or permanent, real or nominal, supply-side or demand-side.

According to estimates in studies on Colombia, the maximum effect of monetary policy on inflation occurs within a period of
six quarters.

See Ben Martin (1999). "Caution and Gradualism in Monetary Policy under Uncertainty," in Background Paper No. 105, Bank
of England. Marc Giannoni (2006). "Robust Optimal Policy in a Forward-looking Model with Parameter and Shock Uncertainty,"
Background Document, NBER, No. 11942.

See W. Brainard (1967). "Uncertainty and the Effectiveness of Policy," in American Economic Review, papers and proceedings,
Vol.57, pp. 411-425.

There are different types of rules. In this case, Equation 2 corresponds to a reaction function based on the Taylor rule.
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with p” as the inflation target and y" as the output level of stable inflation. On the
other hand, g and g, pertain respectively to the degree in which the policy
interest rate reacts to inflation-forecast deviations from the target, and to the
deviations in output from its non-inflationary level. g is the smoothing parameter
of the interest rate in the policy rule.

According to international literature®, when there is uncertainty about the state of the economy,
an optimal monetary policy assigns less value to deviations in the variables (the g coefficients in
Equation 2) than in the case of certainty. Therefore, interest-rate changes would be moderate.

In the event of uncertainty about lags in monetary policy transmission, studies done at the
international level’ show a moderate policy rule that responds to mid-term deviations from the
inflation target is optimal for well being. In this context, a policy rule that responds to deviations
from the inflation target within a lesser time period' is not able to minimize the volatility in
output. In other words, if monetary authorities fail to act with enough foresight, the inflation
target may not be lost, but a slowdown in growth to accomplish the goal would be induced.

In conclusion, an optimal monetary policy under uncertainty involves a gradual and persistent
adjustment in rates to comply with the target for inflation, provided monetary authorities act
with due anticipation. Also, in terms of well being, it is costly to reduce the period of time for
aresponse to anticipated deviations in inflation from the target, as this implies a stronger reaction
from interest rates, which ends up having more of an impact on the short-term rate of growth
in output.

8  See F. Smets (1998). "Output Gap Uncertainty: Does it Matter for the Taylor Rule?" New Zealand Reserve Bank, Monetary
Policy under Uncertainty Workshop. A. Drew and b. Hunt (1998). "the Effects of Potential Output Uncertainty on the
Performance of Simple Policy Rules," New Zealand Reserve Bank, Monetary Policy under Uncertainty Workshop.

9  SeeY. Ha (2000). "Uncertainty about the Length of the Monetary Policy Transmission Lag: Implications for Monetary Policy,"
New Zealand Reserve Bank, See the series of documents for discussion.

10 In this case, it is possible to consider a situation where monetary authorities wait for inflation to rise before adjusting the
intervention interest rate.
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reached an all-time high could have exerted an influence as well, which indicates good growth
could continue. Italso means the market continues to be surprised by the outcome of economic
activity and, given recent trends, could keep doing so.

Local analysts reduced their inflation forecast by 24 bp, while foreign analysts lowered theirs by
40 bp. Both placed inflation at 4.4%. Because annual inflation in April 2006 was 4.1%, these
forecasts assume the remainder of the year would see a slight increase in inflation. As has been
the case for the last six quarters, all the analysts believe the inflation target will be met (between
4% and 5% for 2006). However, on this occasion, most of their predictions are slightly below
the middle of the target range. This probably is because of good inflation performance at the
beginning of the year and the fact that the Board of Directors is expected to raise interest rates
during the remainder of 2006.

With respect to the exchange rate, the analysts reduced their forecasts by COP$36, on average
(to COP$2,332). In other words, they expect the Colombian peso to depreciate at an average
rate of 2% compared to the price at the end of 2005 (maximum anticipated depreciation is
6.3%; the minimum is -1.5%). It is important to point out that, for the last year and a half, the
forecasts have been revised downward by an average of Col$76 per quarter. This begs the
question as to whether or not performance of the exchange rate since April, when it increased
from COP$2,290 to around COP$2,380, will reverse this tendency.

As to interest on term deposits (DTF in Spanish), both local and foreign analysts expect the
current levels to increase. However, most of them lowered their predictions for the end of the
year (compared to those last quarter). The average forecast is 6.6% by the local analysts and
7.0% by the foreign analysts (for the past 18 months, both the local and foreign analysts lowered
their predictions for 2006 by 32 bp per quarter). Analysts may have regarded the drop in
inflation during the first part of the year as an indication that smaller rate increases were required
than last quarter. None of them expect additional reductions in the DTF (it is down by 40 bp
this year in relation to the end of 2005 and is now at 6%). On average, they anticipate an
increase of 80 bp during the remainder of 2006. This would be in line with the additional 25
bp increase ruled by the Board of Directors at its last meeting. A fiscal deficit on the order of
1.4% is expected. This is 50 bp below the forecast last quarter and in keeping with the CONFIS
projection (2% for the consolidated public sector). The forecast for unemployment in 13 cities
was adjusted downward to 11.1%. This amounts to an average reduction of 11 bp.

Il. Projections for 2007

Local analysts expect 4% growth in 2007; the foreign analysts anticipate 4.3% (Table A2). Local
analysts predict 4.1% inflation and the foreign analysts, 4.4%, which is near the top of the
target range set by the Board of Directors for 2007 (3% to 4.5%). As to the exchange rate, 4.2%
average annual devaluation is anticipated compared to the forecasts for the end of 2006. In
other words, by the end of 2007, the representative market rate (TRM in Spanish) would be
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MONETARY POLICY DECISIONS IN
THE LAST THREE MONTHS

Background Information: The December 2005 Inflation Report

The performance of the items in the family market basket that led to 4.85% inflation
last year was examined in the December report. This rate was within the target range
for 2005 (4.5% to 5.5%) and 65 bp below actual inflation in 2004. As explained in that
report, less consumer inflation in 2005 was possible thanks to a drop in non-food
inflation from 5.5% at December 2004 to 4.1% at December 2005, which offset the
116 bp rise in food inflation. The December report showed the reduction in annual
non-food inflation primarily involved tradables and regulated utilities. Annual inflation
in non-tradables was down, but not as much.

As to the general state of the economy, the December 2005 edition of the Inflation
Report confirmed acceleration in economic growth due to a favorable external context
and better domestic conditions. The former was reflected in strong export growth, favored
by better terms of trade and good economic growth of the country's major trading
partners. Better domestic conditions, on the other hand, originated with increased
consumer and investor confidence, an improvement in employment and productivity,
and loose monetary and fiscal policies. Given these circumstances, the economic-growth
forecast in the December report was 4.9% for 2005. In the end, it was close to the figure
released by DANE in early April (5.1%).

As a result of the sharp increase in economic growth during 2005, the quarterly report
in December pointed out that use of productive capacity continued to rise during the
third and fourth quarters of 2005. In fact, the extent of surplus installed capacity declined
substantially throughout the year. However, the same report also indicated that the
high rate of investment in 2005 and previous years, coupled with the increase in
productivity, probably expanded the capacity of the productive apparatus to respond
to increases in demand. However, it did note that the acceleration in growth seemed to
have offset that effect. Accordingly, in the December report, the indication was that
additional closure of the output gap during the last quarter of 2005 placed it at -0.2%.
The estimate announced in the September 2005 edition was -0.6%.

Based on these conditions, plus the excellent outcome for inflation in 2005 and strong
economic growth, the Board of Directors decided to leave the intervention rate at 6%
(Table A) and to continue the discretionary intervention scheme initiated in the last
quarter of 2004 (Table B). At a BDBR meeting on November 18, the inflation target for
2006 was set at 4% to 5%, with 4.5% being the specific target for legal purposes. The
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TABLE A
CHANGES IN BANCO DE LA REPUBLICA'S INTERVENTION RATES

(PERCENTAGE)
Date (*) Contraction Expansion
Lombard Auction Auction Lombard
2001 Dec. 17 6.25 7.50 8.50 12.25
2002 Jan. 21 6.00 7.00 8.00 11.75
Mar. 18 5.25 6.25 7.25 11.00
Apr. 15 4.25 5.25 6.25 10.00
May 20 3.75 4.75 5.75 9.50
Jun. 17 3.25 4.25 5.25 9.00
2003 Jan. 20 4.25 5.25 6.25 10.00
Apr. 29 5.25 6.25 7.25 11.00
Feb. 23 5.00 6.00 7.00 10.75
2004 Mar. 23 4.75 5.75 6.75 10.50
Dec. 20 4.50 5.50 6.50 10.25
Dec. 22 n.a. n.a. 6.50 10.25
2005 Sep. 19 n.a. n.a. 6.00 9.75
2006 May 02 n.a. n.a. 6.25 10.00

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

Source: Banco de la Repdiblica.

Board also agreed the target for 2007 will be between 3% and 4.5%, so as to continue
moving towards the long-term target of 3% inflation.

Monetary Policy Decisions in the First Quarter of 2006

Annual inflation in consumer prices continued to decline during the first quarter of
2006 and was 4.1% at the end of March 2006. This reduction involved food inflation
(from 6.6% to 6.2%) and non-food inflation (from 4.1% to 3.6%). The drop in non-food
inflation beyond what was predicted at the start of the year was due primarily to the
favorable behavior of prices for regulated goods and utilities (fuel, public transportation
and public utilities). Low price increases for tradables also contributed to this outcome,
but less so.

The economy kept growing at a good pace, bolstered mainly by domestic demand,
which continued to expand rapidly, thanks to the force of private consumption and
investment. Portfolio growth accelerated, particularly in terms of commercial and
consumer credit, while the mortgage portfolio showed clear signs of recovery. In addition



to the rise in domestic demand, there is a dynamic world economy that exhibited first-
quarter growth beyond what was predicted.

At meetings to examine the reports on inflation in January and February, the Board of
Directors decided to leave the intervention rate at 6% until more data on the direction
of the economy and the behavior of inflation could be compiled. Later, when it was
announced that industrial production had increased by 5.9% in the first two months of
the year, the first-quarter GDP growth forecast for this sector was raised to 7.2%. The
previous estimate was 5%. Also, given the momentum in domestic demand, the forecast
for domestic spending in the first quarter was raised from 6.7%, as announced in the
previous report, to 8.2%.

The representative market exchange rate (TRM: Spanish acronym) and the interest rate
on treasury bonds (TES: Spanish acronym) began to climb as of early March and in the
first weeks of April. For example, the nominal rates on TES maturing in 2020 were
above 8%. The TRM depreciated by 6% compared to its low on March 1 (COP$2,246).
Both these events were evidence of uncertainty and nervousness in the market, mainly
because of external events and expectations about the possibility of higher interest
rates on US Treasury Bonds. Although it still is difficult to determine if the coming months
will see a continuation towards further depreciation, tradable inflation could begin to
rise if this tendency were to consolidate. However, this scenario is not part of the central
inflation forecast, which assumes the exchange rate will decline with respect to last
month, even though it would be above the levels registered during the first part of the
year.

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

2004 2005 2006

I Qtr.

Purchases 2,905 4,658 1,197
Put Options 1,580 0 0

To accumulate international reserves 1,400 0 0

To control volatility 180 0 0
Discretionary Intervention 1,325 4,658 1,197
Sales 500 3,250 1,000
National Government 500 3,250 1,000
Net Purchases 2,405 1,408 197

Source: Banco de la Repdiblica.
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Various estimates of the central forecast model were developed with available data.
Based on different scenarios, they showed it was essential to reduce the monetary impulse
of the economy, mainly to prevent future inflationary pressure that might jeopardize
the mid-term inflation target and convergence towards low and stable inflation in the
long-term (between 2% and 4%).

Besides the results of the model, there are several other reasons for recommending an
increase in official intervention interest rates.

. Currently low real interest rates are one example. The rate on term deposits (DTF:
Spanish acronym) is 2%. This is well below the rate that would produce a neutral
effect from monetary policy, even assuming this rate has declined because of a
stronger economy in Colombia, the recovery in confidence, and progress towards
better conditions for security.

*  As illustrated in this report, the sources of economic growth in Colombia are
varied and will likely continue in the coming quarters. (i) Strong world demand
and high terms of trade, probably better that the assumptions in the central scenario
of this report, are a reflection of external conditions. (i) Consumer and company
optimism has manifest itself in a momentum that would allow the rate of investment
in 2006, as a share of GDP, to approach the highs observed in the nineties. (iii)
The credit channel has clearly been re-established and is particularly important in
the case of consumer loans. A significant increase in mortgage loans is expected
as well.

. Under these conditions, the Colombian economy requires no monetary stimulus
to maintain its momentum. The challenge to monetary policy is to find a stance
that contributes to a sustained increase in output and employment, while the
economy moves gradually towards price stability.

*  Asindicated in several reports, the monetary-policy transmission lag is relatively
long. This means changes in the stance of monetary policy must be made well
before inflationary pressures emerge or unsustainable developments occur in
aggregate spending, so as not to jeopardize its credibility.

On the other hand, various studies derived from international theory and empirical
evidence underscore the benefits to be gained from a gradual adjustment in the stance
of monetary policy, by minimizing the costs derived from variations in interest rates and
avoiding sudden adjustments in the future. In effect, adjustments of this type cause
volatility in inflation, the exchange rate and output, which can be avoided if monetary
authorities act in time. The result of excessive volatility in these variables is a loss of
growth, output and employment.



In this context, and consistent with the monetary-policy goal of increasing economic
growth without jeopardizing the inflation target, the Board of Directors, after a detailed
look at the inflation report for the first quarter of 2006, decided to raise the official
intervention interest rate by 25 bp. This elevated the base rate for expansion auctions

from 6% to 6.25%.
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