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INFLATION STRATEGY
AND OBJECTIVES IN COLOMBIA

OBJECTIVES

Monetary policy in Colombiaisbased oninflation targeting, whichisintended
primarily to keep inflation low and to ensure stablelong-term growth in output.
Accordingly, monetary policy objectivescombinethegod of pricestability with
maximum sustainable growth in output and employment. Inthisway, monetary
policy complieswith the country’s constitution and contributesto thewell being
of the Colombian population.

HORIZON AND IMPLEMENTATION

TheBoard of Directorsof Banco delaRepublica(BDBR) definesquantitative
inflation targetsfor the current year and thenext. BDBR policy initiativesare
designed to meet each year’ starget and to provide for long-terminflation at
around 3%. Theannual variation inthe consumer priceindex (CPI) istheinfla:
tion measurement used.

THE DECISION-MAKING PROCESS

Monetary policy decisionsare based on an analysis of the current state of the
economy and its prospectsfor the future and on an assessment of theinflation
forecast compared to theinflation targets. |If the assessment suggests, with
enough certainty, that inflation will deviate from its target under current
monetary-policy conditions, and that said deviation would not bedueto temporary
shocks, theBDBR modifiesits policy stance. It doesso primarily by changing



theinterventioninterest rate (charged by Banco delaRepublicaon short-term
liquidity operations).

COMMUNICATION AND TRANSPARENCY

Decisionson monetary policy are made at meetings of the Board of Directors
and announced immediately thereafter, in apressbulletin posted onthe Bank’s
website (www.banrep.gov.co). Theinflation reportsare published quarterly
and lend transparency to the Board’sdecisions. They a so contributeto abetter
understanding of monetary policy and add toitscredibility. Specificaly, they)
let the public know how the Board of Directorsand the Technical Governor of
the Bank view recent and anticipated changesin inflation and its short and
medium-term determinants; ii) explain theimplications of those determinants
for monetary-policy management, within the scope of inflation targeting; iii)
describethe context and analysisjustifying monetary-policy decisionstaken
during the quarter; and iv) provideinformation that hel ps economic agentsto
formtheir own expectations about progpectsfor inflation and growthin output.
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ASSESSMENT OF INFLATION
AND
PoOLICY DECISIONS

Therateof growth in domestic demand remained high during thefirst quarter, similar towhat it was
at theend of 2006. Theexterna context continued to favor good externa demand, capital inflows
and hightermsof trade. Thesefactorspoint to good growth in grossdomestic product (GDP) during
2007 and additiona pressure on the economy’s productive capacity.

TheBoard of Directorsof Banco delaRepublica(BDBR) hasraised itsinterventioninterest rate by
250 basispoints (bp) sinceApril 2006, as precaution against the emergence of inflationary pressure
ondemand. A partial pass-through of the Bank’sinterest rate hike to the deposit rate and to severa
lending ratesin the financial system wasevident at the end of thefirst quarter. The pace of loan
portfolio growth remained high, but has slowed somewhat in recent months. Theimpact of the
cumulativeintervention interest rate hikeson credit, growth in aggregate demand and inflation, par-
ticularly inflation in non-tradable goods and services, is expected to be more evident during the
second half of theyear.

Therisein consumer inflation during thefirst quarter was morethan expected, mainly because of
changesin the price of food and certain regul ated goods and services. Although part of the recent
increasein food prices should abate during the second half of the year, the inflation forecastsfor
2007 are up and thelikelihood of meeting theinflation target for thisyear islessthan the estimate
published in the January edition of thisreport. However, non-food inflation should be near the
center of thetarget range (between 3.5% and 4.5%) by the end of the year.

SUMMARY OF THE INFLATION SITUATION

Annual consumer inflation was5.8% in March, whichismorethan at the end of 2006 (4.5%). The
market was surprised by the outcomefor inflation in recent months, which surpassed the estimates
published in previousreports. Asto the Bank’s projections, most of theforecast errorsdealt with

food. Non-food inflation behaved asexpected.

Theriseininflationisexplained mainly by thetrend in food and regul ated prices:



d Themaininflation shock so far thisyear originated with El Nifio weather and itseffect on
food prices. Nearly 45% of the build-upintotal inflation during thefirst quarter and 80% of
theincreasein March arerelated to theimpact of El Nifio.

d Theescalationininternational pricesfor agricultural productswas propelled by theriseinoil
and fuel prices, given theincreased demand for bio-fuels. Thisexerted upward pressureon
domestic pricesas of mid-2006, particularly inthe case of processed foods, which saw an
increasein inflation from 5.8% at December to 8.5% at March.

. Food prices, particularly for meat, have been seriously affected by the boomin legal and
illegal salesto Venezuela. They began to rise at the beginning of the year, coinciding with
sharp priceincreases and the reports of food shortagesin Venezuela

d Theincreaseininflationin regulated pricessofar thisyear isrelated totheriseinfuel prices
throughout 2006 (10.4%) and theimpact thishad on transport prices, which experienced an
increaseininflation risefrom 6.6% in December to 7.7% in March.

Therise in non-food inflation from 3.9% in December to 4.4% in March was due primarily to
regulated priceinflation. Non-food inflation, excluding regulated prices, went from 3.4%to 3.8%
during that period. However, other coreinflationindicatorswere up aswell, and the average of the
three most commonly used indi cators (nucleus 20, non-food CPI, and CPI excluding staplefoods,
transportation and public utilities) was5.1%in March, having been 4.5% in December.

Aspart of non-food inflation, excluding regulated prices, inflation in non-tradable goods and services
went from 4.7% in December to 4.9%in March. Therisein non-tradabl einflation since September
2006 (when it reached 4.2%) and itsdeviation from theinflation targetsis probably associated with
the strong growth in demand and the declinein the economy’s surplus productive capacity.

Thefollowing is predicted with respect to the emergence of shocks and how they might affect
inflationinthefuture:

. Inflation pressureon food, asaresult of El Nifio weather, istemporary and should disappear
during the second half of theyear. However, theinflation pressure generated by exportsto
Venezuelaisexpected to continue throughout 2007. The pressure associated with internatio-
nal oil and bio-fuel priceswill depend on how world demand respondsto the high pricesfor
products such ascorn, sugar and vegetable oil, among others. Asawhole, thefood inflation
forecast for the end of the year hasincreased from 5.8% inthelast quarterly report to 6.5%
inthisreport.

. Inflationin regulated pricesisexpected to decline during the second half of theyear to 6% by
December, whichissimilar totheforecast published in thelast edition of thisreport.



d Giventhesharpriseinfood pricessofar thisyear, annual food inflation isexpected to decline
substantially during 2008, at |east during thefirst six months and provided no major shocks
occur.

Tradable and non-tradableinflation (excluding food and regul ated prices) during the next four to
eight quarterswill depend primarily on: i) the momentum in aggregate demand and changesin
surplusproductive capacity; ii) theway inflation expectationsdevel op; iii) how the exchangerate
behaves, andiv) wage hikes compared tolabor productivity gains:

d IN 2006, domestic demand (including inventory changes) was up by 9.9%, bolstered principally
by investment in machinery and equipment. Growth in household consumption accelerated
during thelast six monthsof theyear, going from 5.5% to 8.0%. The GDPgrowth forecasts
for 2007 are between 5% and 6.5%, with anincreasein domestic demand of about 8%, inthe
middleof the GDP growth range (5.8%). Household consumption, as part of domestic demand,
should increase even more.

d Despiteaconsiderablerisein investment, the various measurements of productive capacity
showed historically high level sfor the second half of 2006 and for the year to date. Based on
theway anumber of indicators have behaved, it isestimated that demand-pulled inflationary
pressure on productive capacity hasincreased and should continueto do so for theremainder
of theyear. Nonetheless, theimpact of previousinterest rate hikeson demand isexpected to
be more evident during the second half of the year.

o According to variousindicators, inflation expectationsrose during thefirst quarter, dong with
thesurgeininflation. Moreover, the survey of expectations conducted quarterly by Banco de
laRepublicashowsthe credibility of theinflation target for 2007 islow (26%), much lessthan
at the start of the year (85%).

d Thereisagreat deal of uncertainty surrounding the exchangerate forecast. However,
trendsin the balance of payments show higher international pricesfor commoditiesand
larger private capital flows, primarily foreign direct investment (FDI), compared to the
forecastsin the December quarterly report. Thesefactors, asawhole, would resultina
lower average rate of exchange than the one predicted in the December report.
Consequently, by the end of theyear, tradabl e inflation would be somewhat lessthanitis
NOW.

d Availablefigureson wagesand productivity suggest that, up to now, theincreasesin these
variables have been aligned, which meanslittle probability of inflationary pressure on wage
costs. Nonetheless, thisoutcome should be viewed with caution, inasmuch as productivity
hasanimportant cyclical component and therearenoindicatorsavailablefor economic activities
other than industry and commerce. For the remainder of the year and given the projected



growthin GDPand itsimpact on the demand for work, thelabor market could tighten, without
ruling out the appearance of mid-term inflation pressure on labor costs.

How coreinflation behavesin the coming quartersalso will depend on theimpact of the policies
adopted inApril 2006, which occasioned acumulative hike of 250 bpintheinterventioninterest rate
by April 2007. Theseincreases have passed through, in part, to other interest ratesin the economy.
SinceMarch 2006, theterm deposit rate (DTF in Spanish) hasincreased by 156 bp, the average CD
rate, by 178 bp, and therateson CDsover 360 days, by 230 bp or more. Ratesfor short-term credit
such astreasury or preferred |loansare up by 200 bp or more.

Even so, thereis evidence that the extent to which monetary intervention interest rate hikeshave
passed through to other ratesin the economy and to the demand for credit has been affected by a
shiftinbank portfoliosfrom TESto loansand by agrowing preferencefor depositswith thefinancial

system. Thelatter tendsto raisetheamount of fundsavailablefor bank loans. Thisishappeninginan
economy that continuesto grow quickly and sustainsagents’ confidenceto loan and borrow money.

PoLicy DECISIONS

Macroeconomic dataavailablefor thefirst quarter confirmed the accel eration in economic activity
and aggregate demand as of thelast quarter of 2006. It a so rai sed prospectsfor economic growth
in 2007, above what was anticipated at the start of the year, and showed unexpected increasesin
inflation.

Althoughthebuild-upininflationisexplained primarily by supply factorsand exogenous shocksto
monetary policy, those shocks could trand ate into added inflation expectationsand further pressure
on pricesand wages. Themore prolonged the shocks over the course of time, themorelikely thisis
to occur, asisanticipated in the case of inflation pressures derived from exportsto Venezuela and
possibly frominternationa pricesfor certain agricultural productsassociated with bio-fuel production.
If inflation expectationsincrease, moreeffort will berequired intermsof monetary policy tomaintain
convergence towardsthelong-term target for inflation.

Another current risk to monetary policy isthepossibility of excessivegrowthin demand compared to
theincreasein productive capacity. Inthiscase, non-tradable inflation could swell even more,
jeopardizing price stability and causing problemswith respect to convergence towardsthelong-term
target for inflation. Furthermore, the external deficit might grow to levelsthat threaten future
macroeconomic stability.

Considering these el ementsand the foregoing assessment of the macroeconomic context, theBDBR
decided to continueto reduce the monetary stimulusby increasing the Bank’ sintervention interest
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rates. Asaresult of that decision, those rateswereincreased by 25 bp at each BDBR meetingin
February, March and April 2007 (Graph), bringing the baseinterest ratefor repo auctionsto 8.5% by
theend of April.

TheBDBR continued itsdiscretiond interventioninthe exchange market during thefirst four months
of theyear to curb peso appreciation and itsimpact on the productive sector and macroeconomic
stability. Inpursuit of that policy, Banco dela Republicapurchased US$4,527.4 million (m)in
foreign currency by April (Table).

OnApril 2, 2007, the BDBR activated auctionsfor interest-bearing non-reserve depositsat 7 and 14

BANCO DE LA REPUBLICA FOREIGN CURRENCY PURCHASE/SALE OPERATIONS
(MILLIONS OF DOLLARS)

Item 2006 2007
Acumulado
Jan-Dic January February March  April Accumulated

Jan-Apr
Purchases 1,780.5 1,001.6 1,022.9 1,836.7 666.2 4,527.4
Put options 583.8 0.0 0.0 0.0 0.0 0.0
To accumulate international reserves 0.0 0.0 0.0 0.0 0.0 0.0
To control volatility 583.8 0.0 0.0 0.0 0.0 0.0
Discretional Intervention 1,196.7 1,001.6 1,022.9 1,836.7 666.2 4,527.4
Sales 1,944.3 0.0 0.0 0.0 0.0 0.0
Call options 944.3 0.0 0.0 0.0 0.0 0.0
To control volatility 944.3 0.0 0.0 0.0 0.0 0.0
National Government 1,000.0 0.0 0.0 0.0 0.0 0.0
Net Purchases (163.8) 1,001.6 1,022.9 1,836.7 666.2 4,527.4

Source: Banco de la Replblica.



daystoincreasethe Bank’s capacity to offset the effects of monetary intervention. Later, it activated
deposit auctions at 30, 60 and 90 days. The amount of these auctions will be defined in away
intended to keep the market’s short-terminterest ratesin linewith the Bank’ sintervention interest
rate. Thebaseratefor reverserepo auctionswas set 10 bp bel ow the one-day repo rate.

Moreover, unlimited seven-day deposits, intheform of interest-bearing depositsthat do not congtitute
reservesheld by the Bank, will be authorized at aL.ombard contraction rate equivalent to the base
ratefor interest-bearing deposit auctions, minus 100 basispoints. The Lombard contraction rateis
now 7.40%.

To supplement itsinterest rate hikes, the BDBR introduced other measuresto curb thegrowthin
credit and aggregate demand. At ameeting on May 6, 2007, itimposed anon-remunerativemargina
reserve requirement for domestic currency liabilitiesthat exceed thelevel registeredonMay 7. The

following percentagesapply:
. 27% for checking accountsand other checkable deposits
° 12.5% for savings accountsand similar deposits

. 5% for certificatesof deposit under 18 monthsand similar time deposits.

Theforeign debt deposit stipulated in External Resolution 08/ 2000 was reinstated to prevent the
interest rate hikes and the new reserve requirementsfrom leading to aninflux of short-term capital.
The deposit is held for six months and equals 40% of the disbursed amount, calculated at the
representative market rate of exchange (TRM in Spanish) on the datetheloan isfurnished.

Finally, the leveraged position of derivative operations carried out by foreign exchange market
intermediarieswas|imited to 500% of their technical capital. Inthiscase, thegoal istoreducethe
risk toforeign exchangebrokersby restricting their possibilitiesto hedge positionsvialeveraging. It
also supplementsthe requirement calling for an external debt deposit.

Board of Directors, Banco delaRepublica
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l. RECENT
DEVELOPMENTS IN
INFLATION

Duringthefirst quarter, consumer inflation increased more than expected,

mainly because of changesin pricesfor food and certain regulated goods
and services. Food inflation hasbeen affected largely by El Nifio wegther,
theincreasein exportsto Venezuela, and higher international pricesfor
foodstuffs associated with bio-fuel production.

Non-food inflation, excluding regulated prices, went from 3.4% to 3.8%

during the period from December 2006 to March 2007. Withinthisgroup,
inflation in non-tradabl e goods and services has been on therise, probably
inresponseto greater demand and | ess surplus productive capacity inthe
€conomy.

Domestic demand continued to swell duringthefirst quarter, aswasthe

case at the end of 2006. New information suggests that surplus
productive capacity continued to decline and the economy would have
faced more surplusdemand in recent quartersthan wasestimated initialy.

I nflation expectationsrose during thefirst quarter, according to the results of

varioussurveys.

A. RECENT DEVELOPMENTS IN INFLATION

Annual consumer inflation gained speed during thefirst quarter of 2007 and
was5.8% by March. Thisis 110 basis points (bp) morethan in December 2006
and tops the range set for 2007 (between 3.5% and 4.5%) (Graph 1). The
upward trend in annual consumer inflationisnow almost oneyear oldandis
duelargely to the behavior of pricesfor food and regulated goods/services.
However, pricesfor certain tradable and non-tradable goods and services are
also acontributing factor.

17



GRAPH 1

TABLE 1

ANNUAL CONSUMER INFLATION
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Theriseininflation during thefirst quarter surprised
the markets and exceeded the baseline scenario fo-
recastsintheinflation reportsfor previousquarters.
However, thoseforecastsdid not include theimpact
of supply shocks, which were highly uncertain at the
time, such asan additional increaseininternational
food prices and El Nifio weather. These effects,
particularly El Nifio weether, aretaken into account
for therisk baancesin the September and December
reports, which indicate they could generate upward
inflation pressures.

With respect to the baseline scenario for the
December report, theforecast errorsdealt primarily
with foods and, to a lesser extent, with regulated

prices. On the contrary, by March, tradable and non-tradabl e inflation had
behaved smilarly towhat themodelspredicted. Infact, thetradable and non-
tradableinflation increasereflected in the Bank’ sforecastsfor several quarters
isvery muchinlinewithwhat hasoccurred (Table 1).

Higher inflation sofar thisyear isdueto severa factors, someof which originate
with temporary supply shocks caused by theweather (El Nifio). In addition to
these pressures, there are othersthat originate outside monetary policy. They
have a more persistent impact and were present throughout 2006. High oil

1 For example, in the March 2006 edition of the Inflation Report, the forecast for non-tradable
inflation at March 2007, excluding food and regulated prices, was 5% (as opposed to an actual
rate of 4.93%). The forecast for tradable inflation, excluding food and regulated prices, was
2.55% (compared to 1.97%). Naturally, this last forecast was based on a higher exchange rate
than the one registered since the third quarter of 2006.

ACTUAL AND FORECAST INFLATION FOR MARCH 2007

Forecast in Actual Forecast Minus
December 2006 Rate Actual Rate

Total inflation 4.60 5.78 (1.18)
Non-food inflation 4.10 4.38 (0.28)
Non-tradables 4.80 4.93 (0.13)
Tradables 1.70 1.97 (0.27)
Regulated prices 6.80 7.48 (0.68)

Food inflation 5.90 8.90 (3.00)

Source: DANE, Banco de la Republica calculations.
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pricesontheinternational market and their impact on awidearray of domestic
prices, ranging from transport to food, are one example. Added tothisisthe
growth in domestic demand and the sharp increasein external demand, particu-
larly inVenezuela

Asin past years, exchange-rate appreciation during 2007 continued to offset
someof theupward pressuresoriginating on other fronts. Consequently, infla-
tionin tradable goods and services stayed well bel ow averageinflation during
theearly months of the year, despite someincreases compared to theminimum
levelsregistered in 2006.

1. Corelnflation

Annual coreinflation rose during thefirst quarter,

although not asmuch astotal inflation. Theaverage CORE INFLATION INDICATORS

ANNUAL CHANGE

of thethree core inflation indicators monitored by
Banco delaRepublica(the non-food consumer price

(percentage)

11.0

index (CPI), nucleus 20 and the CPI without staple 100
foods, fuel and public utilities) went from 4.5%in 90
December 2006 to 5.1% in March 2007. Non-food 80
inflation was 4.4% by March, whichis43 bp more 7.0
than in December (Graph 2). Aswasthe case with o0
total inflation, core inflation has risen almost
continuoudy since mid-2006.
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particularly high. Thisconclusonisbased onthebroad
dispersoninthevariousindicatorsused to estimate coreinflation (Graph 2). For
example, andternativeindicator that excludesdll foodsand regulated pricesfrom
the CPI showsafar moremoderate surgeduring thelast two quarters, compared
tothetraditiona measurements, and was 3.6%in March, whichisstill below the
center of thetarget rangefor 2007. In contrast, nucleus 20 was 5.5%.2

For the purpose of thisreport, non-food inflation isbroken down into three sub-
baskets: tradables, non-tradables and regulated prices. According to that

2 Banco de la Replblica is conducting a study to update and replace the core inflation indicators.
The goal, in this respect, is to improve its capacity to identify demand-pulled inflationary
pressures and/or those originating with a build-up in inflation expectations.
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classification, 60% of therisein non-food inflation during thefirst quarter is
explained by higher inflation in regulated prices. The same group also
contributed to nearly 14% of the build-up in consumer inflation during that
period (Table 2 and Graph 3). Regulated pricesduring thefirst quarter were
affected by shocks related to high oil prices and their impact on public
transportation fares and gas prices, aswell asan increase in annual infla-
tionin public utilities (water) dueto alow base of comparison during the
same period in 2006.

Annual tradableinflation was up slightly during the first three months of
the year (26 bp), despite appreciation in the exchangerate. With infla-
tion well below the total (1.97% at March 2007), this basket (mostly
imported) helped to keep inflation on target from early 2004 until last
year. Moreover, peso appreciation and sizeable one-time reductionsin
certain rates (e.g. for long-distance telephone calls) have contributed to
lessinflation in thisgroup (Graph 4).

Thenon-tradablegroup, excluding food and regul ated prices, dsowasresponsible
for apogtive, dthough small contributiontothedowdownininflation sofar this
year (Table2). However, withthelevel in March, non-tradableinflationisnow
abovethetarget rangefor 2007 (Graph 5). Thisindicator, whichusudly performs
inlinewiththe status of domestic demand, hasbeen ontherise sincethefourth
quarter of 2006. Theincrease coincideswiththebuild-upin private consumption
andwithasubstantia declinein surplusproductive capacity, according to different
estimates by the Bank.

CONSUMER PRICE INDEX AT MARCH 2007

Description Weight Annual Growth Share of
Build-up for
Dec-06 Jan-07 Feb-07 Mar-07 Year to Date (%)
Total 100.0 4.5 4.7 5.2 5.8 100.0
Non-food 70.5 3.9 4.2 4.3 4.4 22.6
Tradables 24.7 1.7 2.0 1.9 2.0 4.4
Non-tradables 36.8 4.7 5.0 5.0 4.9 4.5
Regulated prices 9.0 6.1 6.4 7.2 7.5 13.7
Food 29.5 5.7 5.8 7.3 8.9 77.4

Source: DANE, Banco de la RepUblica calculations.
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A breskdown of non-tradableinflationinto rentalsand
“others’ showsthelast two quartershave been parti-

REGULATED CPI

cularly important for the second sub-group: pricesfor ANNUAL CHANGE
services such as education, recreation, culture and (peroentage)
entertalnment have exerted upward pressureonthis 250

sub-basket. However, rentals have performed
relatively well, especidly at thestart of 2007: annual
inflationinthisitenwas3.8% at March, whichisless 0
thantheannual rateat December. A larger supply of 100
new homesfor sale, due to the construction boom,
might explainthisrel atively benign behavior.
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2. Food Inflation

TRADABLE CPIl EXCLUDING FOOD AND REGULATED
PRICES, ANNUAL CHANGE

Nearly 80% of theincreaseinannual inflation sofar

thisyear was concentrated in thefood group (Table (percentage)
2). Annual food inflation rose by morethan 300 bp "
during thelast threemonths, reaching 8.9%in March. e
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year before. Themajor pressure originating thisyear

8.0

6.0

is the decline in rainfall associated with El Nifio o
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increasesin the price of many staplefoods (tubers,
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Source: DANE, Banco de la Republica calculations.
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The more permanent pressures originate with the 65

increaseinfood exportsto Venezuela, high externa
prices, thepriceof beef, and the strength of domestic
demand (Box 1). Thegrowthin salesto Venezuela
(bothlegal andillegal) seemsto have had the most
impact on prices. Salesto Venezuelawould have
increased at the start of theyear, coinciding with the
high price hikes and reports of shortagesin Vene-
zuela. Apparently, meat is one of the products 30
affected the most.
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Highinternational food pricesa so have been an upward factor of importance.
Thesepressures, which aretied in with the surgein bio-fuels, emerged midway
through 2006, but intensified during thefourth quarter of that year and at the
start of 2007 asaresult of sharp hikesinexternal pricesfor corn, other cereals
and oil seeds. Theeffect of theseincreasesiscomplex and usually extendsto
awiderangeof foodsthat areused asinput. Thisphenomenonisnot exclusive

to Colombiaand isfound in anumber of devel oped

FooD INFLATION BREAKDOWN
ANNUAL CHANGE

(percentage)

14.0

and emerging economies. Itisthe main cause of the
upsurgein inflation, together with thehigh pricesfor
energy andfuel (Box 1).
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{ 300 higher inflationin thefood group, athoughthebuild-
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10.0 early months of 2007 (Graph 6). Processed food
inflation, ontheother hand, hasbeen ontherisesince
the second quarter of 2006, fueled by the surgein
J 100 international food prices, particularly for imported
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goodssuch ascereds, oilsand flour.

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

The primary shock to inflation so far thisyear comesfrom El Nifio weather and
itsimpact onfood, especialy perishables. According to some estimates, nearly
45% of the build-up intotal inflation during thefirst quarter (and 80% of the
increase during March) would have been linked to El Nifio. Thebulk of the
shock isregarded astemporary, and itsimpact isexpected to disappear during
the second half of the year.

Theriseininternational pricesfor oil and fuel since mid-2006 has brought
upward pressure to bear on domestic prices. Imported foods (cereals, oils
and sugar, among others) have felt the brunt of this pressure, which has
continued and was reinforced at the start of 2007. Consequently, it is
estimated that nearly 7% of the build-up in total inflation throughout the
first quarter can be attributed to this phenomenon. Theincrease in meat
prices associated with the cattle-raising cycle and more exportsto Vene-
zuelaisanother factor and could account for 13% of the gain ininflation
during the same period.



Theadded inflationinregulated prices sofar thisyear might also berelated to
a shock that was partly anticipated in earlier editions of this report and is
associated, to some degree, with higher fuel pricesduring 2006 (10.4%) and
their impact on the price of transport, which registered 6.6% inflation in
December and 7.7%in March. Regulated priceinflation accountsfor 14% of
total inflation during theyear to date.

2. Aggregate Demand

Thelatest figures released by the National Bureau of Statistics (DANE)
show acurrent annual increase of 7.8% in GDP during the second half of
2006, following 5.7% GDP growth inthefirst six months. Thisbuild-up
raised the growth rate for the entire year to 6.8%, which is at the center of
therange forecast by Banco delaRepublicainitslast inflation report. The
expansion in GDP during 2006 adds to that of the three previous years,
when GDP growth rateswere near or above 4.0% (the Colombian economy
has grown 5.1% ayear, on average, during the past four years). Investment
continued to fuel GDP growth throughout 2006, particularly investment in
machinery and equipment, although home building began to account for a
larger share in the second half of the year. During that same period,
household consumption picked up speed and increased at an annual rate of
8.0%, following 5.5% growth inthefirst six months. Asaresult, household
demand became the item that contributed the most to growthin 2006. On
the whole, domestic demand (including variationsin inventory) was up by
9.9% during 2006, accelerating in the second half of the year, when it rose
by 10.3%.

In addition to the surgein domestic demand, the second half of theyear also saw
abuild-up in exports, thanksto coa and coffee production, aswell as strong
demand from Venezuel a, which energized salesof non-traditiona products. Redl
exportswereup by 11.0%inthelatter haf of 2006, compared to anincrease of
4.9%inthefirst haf (Table 3). Even so, net externd demand remained innegative
terrain, giventhe sharp increaseinimports (21.3% during 2006). Net external
demand inthefourth quarter showed adeficit equivaent to 8.6% of GDP.

Thebuild-up in household consumption has been aslow processthat beganin
2003. Concentrated initiadly in durable goods, it expanded | ater to include semi-
durables. Non-durable consumer goods and serviceswasthelast segment to
recover. With fourth-quarter figuresfor 2006, dl theitems showed substantial
growth: non-durableswereup by 7.2%, semi-durables 13.7%, services 4.0%
and durables 21.9%.

23



GDP GROWTH BY TYPE OF EXPENDITURE

(PERCENTAGE)

2004 2005 2006
I Qtr. Il Qtr. I Qtr. 1V Qtr. Total
End Consumption 4.8 4.9 4.7 4.7 6.0 7.2 5.6
Household 6.0 5.0 5.3 5.7 7.5 8.3 6.7
Government 1.1 4.3 2.8 1.3 1.2 3.3 2.1
Gross Capital Formation 15.6 18.7 26.0 34.2 24.0 24.2 26.9
Gross fixed capital formation (GFCF) 15.0 18.9 14.8 21.9 19.5 15.8 18.0
GFCF without civil works 22.0 16.7 14.2 19.4 21.0 17.3 18.1
Civil works (7.9) 28.7 17.2 33.4 13.6 10.0 17.7
Inventory variation 28.0 13.8 (2,614.3) 400.6 73.2 145.9 206.3
Domestic demand 6.6 7.4 8.6 10.3 9.8 10.8 9.9
Domestic demand without inventory variation 6.5 7.3 6.5 7.9 8.7 8.9 8.0
Total Exports 10.0 7.0 8.4 1.4 12.4 9.5 7.8
Total Imports 19.8 19.9 23.3 20.9 20.4 20.7 21.3
GDP 4.9 4.7 5.4 6.1 7.7 8.0 6.8

Source: DANE, Banco de la Republica calculations.
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Total investment continued to grow at a fast pace
throughout 2006 (26.9%). Thanksto that momentum,
investment as a share of GDP increased to 21.8%.
Thisexceedsthehistoric average (16.1%), butistill
below the high registered in 1994 (22.3%) (Graph 7).

Investment contributed 5.6 percentage points(pp) to
the growth in 2006, with 63.7% of that amount
attributed to the increase in gross fixed capital
formation (GFCF). GFCF in machinery/equipment
and home building, with respective annual increases
of 23.7% and 12.3%, weretheitemsthat contributed
themost to GDP,

Onthesupply side, themaost dynamic sectorsin 2006

wereindustry, construction, commerce, transport and telecommunications. The
first half of the year witnessed similar growth between tradables and non-
tradables, at an annual rate of 5.7%, on average. Thetradable sectors, particu-
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RECENT EXPORTS TO VENEZUELA

Trade between Venezuela and Colombia is
usually subject to shocks that make exports extremely
volatile. For example, Venezuela accounted for 14.6%
of all Colombian exports in 2002 and barely 5% in
October 2003, because the borders where closed. This
episode was gradually overcome in late 2003 and
exports to Venezuela began to regain a great deal of
importance for Colombia. The share of Colombian
exports destined for Venezuela stabilized at the end of
2004 and stayed at around 10.4% until late 2006, when
it began to increase again. By January 2007, exports to
Venezuela accounted for 11.4% and exhibited strong
momentum (Craph A).

In dollars, Colombian exports to Venezuela have
broken records in recent quarters and are growing faster
than exports to other destinations. While total
Colombian exports registered a 14.3% increase by
January 2007 (in the 12-month accumulated figure),
those to Venezuela had increased by 32.5%, offsetting
the slowdown in growth in exports to the United States
and Ecuador. Most exports to Venezuela are industrial
and have increased considerably in recent months
(30.5% in the 12-month accumulated figure at January
2007) (Graph B). In the industrial export category, there
has been a major increase in processed food exports
(20.6% at January), with a large build-up since the
beginning of last year (Graph C).

Agricultural exports account for less of a share,
but have rebounded sharply in recent months,
registering an increase of 46% at January (in the 12-
month accumulated figure), following -5% in June 2006
(Craph D). Beef is the most dynamic item in the group,
having expanded at a rate of 82.4% by January to the
equivalent of US$38.5 m (12-month accumulated fi-
gure). These figures take into account only legal beef
exports. However, there are indications that illegal
exports of beef and other products have increased as
well.

The substantial growth in Venezuelan demand
has fueled this surge in Colombian exports, which has
been reinforced by shortages of certain foods in Vene-
zuela and major price increases. Because Colombian
supply is limited in terms of satisfying both markets, there
have begun to be signs of inflationary pressure on certain
items in Colombia. The rise in beef prices is one
example.

A. PERCENTAGE OF TOTAL
COLOMBIAN EXPORTS DESTINED
FOR VENEZUELA
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larly industry and agriculture, registered amajor build-up from 6.9%to 14.7%
and from 1.0% to 5.2%, respectively, in the second half of 2006 (Graph 8).

.
Performancein the non-tradabl e sectorswas stabl e,

ANNUAL CDP GROWTH IN TRADABLES with growth at around 6.3%. The construction sector

wasoneof thedriving forcesof the economy in 2006,
athoughits annual growth appearsto havedowedin
thefourth quarter because of ahigh baseof comparison
during the sameperiodin 2005 (Table4).

(percentage)
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3. SurplusProductive Capacity

4.0

20 Previous reports indicated the economy was

operating dightly aboveitsproductive capacity. The

0.0
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IV Qir. 02 IV Qir. 03 IV Qir. 04 IV Qir. 05 1V Qir. 06 estimatein the December report placed the avera-
M Tradables © Non-iradables ge output gap (actual GDP minus potential GDP)
Source: DANE, Banco de la Repdiblica calculations for 2006 inthe-0.7% to +2.0% range, with +0.6%
GDP GROWTH BY SUPPLY
(PERCENTAGE)
2004 2005 2006
I Qtr. Il Qtr. I Qtr. 1V Qtr. Total
Agriculture, forestry, hunting and fishing 2.0 1.9 1.4 0.7 6.5 4.0 3.1
Mining and quarries 2.7 2.1 2.9 (3.1) 1.4 1.2 0.6
Electricity, gas and water 2.8 5.0 2.9 0.8 3.5 4.8 3.0
Industrial manufacturing 7.2 3.9 7.4 6.4 13.1 16.3 10.8
Construction 12.4 11.8 5.5 25.8 17.9 8.9 14.4
Buildings 29.4 3.5 (2.0) 21.5 20.9 8.1 12.1
Civil works (10.0) 27.3 17.4 33.1 13.5 10.0 17.8
Commerce, repairs, restaurants and hotels 7.6 7.2 8.9 9.2 12.2 12.3 10.7
Transport, storage and communication 6.2 4.7 9.6 9.6 7.5 11.0 9.4
Financia establ. Insurance, redl estate and company services 4.8 3.6 6.8 (6.9) 2.5 3.6 1.4
Social, community and personal services 1.4 3.9 2.6 1.8 1.5 3.0 2.2
Financial brokerage measured indirectly 10.3 8.4 14.7 (39.1) (0.9) 7.8 (6.7)
Subtotal: aggregate value 4.5 4.2 5.1 5.6 7.3 7.4 6.3
GDP 4.9 4.7 5.4 6.1 7.7 8.0 6.8
Taxes minus subsidies 10.6 11.5 10.0 11.3 12.9 15.5 12.5
Net financial brokerage services measured indirectly 3.1 2.1 4.6 5.9 3.7 2.3 4.1
Tradables 5.0 3.5 4.9 5.6 9.5 10.3 7.6
Non-tradables 4.8 5.5 5.8 6.3 6.6 6.6 6.3

Source: DANE, Banco de la RepUblica calculations.
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being the most probablelevel (Graph 9). New figu- GRAPH 9
resavailablefor late 2006 and early 2007 suggest
that surplus productive capacity continued to decli-
ne and the economy would have faced demand 1o

surplusesdightly abovethoseestimatedinitialy. For 20 |

example, the Fedesarrollo survey in February L0 \/\ /
continued to show that expected demand was high 0.0 =
inrelationtoinstaled capacity (Graph 10). Thesame
survey again reported historically high levelswith

respect to use of installed capacity, once the
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4.  Wage Costsand Productivity Source: Fedesarrollo.

So far this year, the wage hikes in commerce,

industry and construction have been similar or less than those throughout
2006 (Graph 11). The productivity indicatorsavailablefor industry (output
per worker and output per hour worked, including an adjustment for use of
installed capacity) and for commerce (sales per employee and salesper square
meter) have increased throughout the year. Accordingly, the wage hikes
would have been offset by the gainsin productivity, thusavoiding inflationary
pressures originating with wage costs. Nevertheless, these results must be
interpreted with caution, asthe figuresfor wages and productivity havetheir
shortcomings and there are no indicatorsfor economic activities other than
industry and commerce.
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Surveys conducted by the National Association of Industrialists (ANDI) and
Banco de la Republicashow the business community, in general, hasyet to
encounter problemsin hiring new employees, nor doesit expect its profitsto
suffer in the coming months because of foreseen wage hikes (Graph 12). This
suggeststhelabor market remainsloose. However, relative labor shortages
could have occurred in specific areas of activity or in certain sesgments of the
job market, as wasthe case in the coffee sector, which reported problemsin
hiring workersto harvest the crop at the start of the year.

A. HEAVY CONSTRUCTION B. NOMINAL RETAIL WAGE
WAGE INDEX AND INDUSTRIAL WAGE
(Annual Change) (Annual change — cyclical and tendential component)
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Employees ——— Manual Workers Commerce Industry
Source: ICCP-DANE Workers: foreman, manual worker, journeyman and operator. Employees: Source: DANE-MMCP.
chief engineer, assistant engineer, warehouse personnel, accountant and watchman.
A. DOES YOUR COMPANY HAVE PROBLEMS B. WILL THE WAGE HIKES ANTICIPATED
FINDING EMPLOYEES OR MANUAL FOR THE NEXT 12 MONTHS AFFECT
LABORERS? YOUR PROFITS? (BALANCE %)
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a/ Those who replied: more than in the last 12 months, minus those who replied: less than in the last 12 months.
Source: Banco de |la Republica Expectation Survey.
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For the rest of the year, and considering projected
GDPgrowth anditsimpact on the demand for labor,

ANNUAL GROWTH IN THE CoOST

one can expect thelabor market to tighten gradualy, OF DOMESTIC RAW MATERIALS
without ruling out the appearance of mid-term percentage
inflationary pressure dueto wage costs. 80
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by higher international prices, these costs began to
exhibit adight downward trend as of the second half
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March, having been 7.2% in July 2006 (Graph 13). MATERIALS AND ANNUAL DEVALUATION
Theannual cost indicator for imported raw materias (pereentage) (pereentage)
declined evenmore; it was3.1%in March, asopposed 7.1 150
t0 6.1% in June 2006 (Graph 14). Thisphenomenon : : 100
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largely reflectswhat happened with the PPI, which

peaked in mid-2006, then began to declinedightly. At March 2007, total PP
was4.85%, following 5.97% at September 2006.2 1n January 2007, Banco de
laRepublicastopped estimating the producer priceindex (IPP); DANE now
calculates it monthly, does a series of updates on the sample and gathers
information (see DANE for moreinformation on the changesin methodol ogy).

8 Banco de la Republica and DANE agreed the latter would take charge of calculating and collecting
PPI data as of January 2007. As part of this process, DANE updated and enlarged the sample,
and made several improvements and necessary adjustments.
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6. Inflation Expectations

ACTUAL AND EXPECTED INFLATION

AT ;'; REE :'ﬁo':'::s The range of inflation expectation indicators rose
(ANNUAL INFLATION) during the first quarter, in both the monthly and
percenage) quarterly surveys. According to thoseinterviewed, the
65 likelihood of theinflation target being metin 2007 is
60 | ] only 26%. Thisiswell below their expectationsat the
s | ] start of theyear (85%). Inflation expectationsat one
‘0 and ten years, measured on the basis of break-even

/ inflation (BI),* rose by nearly 80 bp during thefirst

45 f = <
f‘k quarter of theyear® (Graph 15).
4.0 . h . , \

~7/

3.5
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Mar-05 Sep-05 Mar-06 Sep-06 Mar-07 Sep-07 Mar-08
Survey, Apr-07 Survey, Apr-06 Survey, Jul-06
Survey, Apr-06 —— Survey, Jan-07 4 The Bl is the difference between the zero-coupon curve for
fixed-rate TES and UVR-TES at a specific maturity.
Source: DANE, Banco de la Republica calculations. 5 The Bl at one year is up by 91 bp so far this year.

WHAT IS HAPPENING TO FOOD INFLATION?
By: Edgar Caicedo G."

Annual food inflation was the biggest surprise in terms of consumer prices at the end of
the first quarter of 2007. It went from 5.7% in December to 8.9% in March, reaching
levels not seen since the second quarter of 2003.

A variety of factors related to supply and demand contributed to the build-up in food
inflation during the last few months. On the demand side, the most important ones
include an unusual increase in food exports to Venezuela, more domestic demand,
and higher international prices for a variety of foods associated with bio-fuel production.
On the supply side, the most important factors are El Nifio weather and beef prices.

Legal and illegal exports to Venezuela have exerted a great deal of pressure on agricultural
prices in Colombia. The controversial agrarian reform in Venezuela (intended to replace

The author is an inflation expert with the Inflation Section of the Programming and Inflation Department. The opinions
expressed in this article are solely his responsibility and imply no commitment on the part of Banco de la Republica or its
Board of Directors.
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imports with goods produced by farm cooperatives), the lack of agricultural investment
incentives, as well as price controls, and the delay in obtaining foreign currency for
imports' has led to a food shortage that is unprecedented in recent Venezuelan history.?
As a result of that shortage, Colombian food exports to Venezuela have soared (38% in
2006y 137% in January 2007, in annual terms). At the same time, demand in Colom-
bia is up, registering 10% average growth in the last five quarters.

Considerable local and world demand for so-called energy farming is another source of
pressure on agricultural prices. The upward trend in food prices is not exclusive to
Colombia; a number of countries have been affected by derivative demands for bio-
fuel production.* * (Graph B1). In Colombia, prices for foods used to produce bio-fuel
have grown sharply. Sugar is one example; inflation in its consumer price has been high
in the last 15 months (25%). In the future, the direct impact of energy farming on

GRAPH B1
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The Foreign Currency Management Board (CADIVI) was created by the Venezuelan government at the start of 2003 to
exercise fiscal control over foreign exchange. CADIVI supplies dollars, at the official exchange rate, to importers or others
who need them and comply with a range of tax and labor requirements, among others.

A survey conducted in March 2007 by the Venezuelan firm Datandlisis shows a shortage of at least nine foods: sugar, meat,
powdered milk, chicken, eggs, rice, corn meal, sardines and legumes.

The best known bio-fuels are sugarcane, corn, manioc and beets, which are used to produce ethanol, and palm oil, soybeans
and sunflower, used to produce bio-diesel.

For example, world ethanol production would have increased by 15% in 2006 and by more than 100% in the last decade.
Colombia produced 27 million liters of ethanol in 2006 and 266 million in 2006. See Carolina Gil, "Biocombustibles:
¢Oportunidad en el agro?" Revista Carta Financiera, No.137, March/April 2007, ANIF, Colombia.
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consumer inflation and the effect it could have on food supply will have to be taken
into account.

The Institute for Environmental and Meteorological Studies (IDEAM) and the National
Oceanic and Atmospheric Administration (NOAA) say El Nifio weather continued during
the last two quarters, peaking in January and February of this year. Its negative impact
on farming could lead to a 5% reduction in agricultural output, according to a recent
study by the Ministry of Agriculture.” In all, the effects of El Nifo on food inflation are
expected to reverse during the second half of 2007, without influencing the outcome
for the year.

Beef poses another supply factor. Up to now, the recent increase in the liquidation of
cattle has prevented meat prices from going even higher.® The significant growth in exports
of cattle on the hoof and sides of beef to Venezuela, both legal and illegal,” has fueled
meat prices in Colombia’s domestic market for several months. In fact, the annual increase
in these prices went from 6.3% at December 2006 to 10.5% at March 2007. However,
the coming months could feasibly see the start of a repopulation of females in the
Colombian cattle industry, initiating a retention phase, which usually lasts two years, on
average.® In this case, because Venezuelan demand is not expected to decline in the
short term, meat prices could become an important inflation factor, at least for the
remainder of 2007. Moreover, the cattle retention phase could begin early, if the Ministry
of Agriculture’s ban on the slaughter of female cattle proves to be effective.’

What is the most important factor in food inflation?

Estimates developed by the Programming and Inflation Department at Banco de la
Republica suggest El Niflo weather was responsible for nearly half of the rise in total
inflation during the year to date (44.2%). The other factors—international prices,

See "Plan de prevencién y mitigacion de efectos del Fenémeno de El Nifo en el sector agropecuario," Ministry of Agriculture,
Bogotd, Colombia, 2006.

Ranchers believe that indications of the start of a new cattle retention phase last year were mistaken. On the contrary, a high
number of females have been liquidated since the second half of 2006. See Fedegan, Revista Carta de Fedegan, no. 98, pg.
108, Bogota, Colombia, 2006.

Given the volume of exports and smuggling to Venezuela, the Colombian government limited exports of cattle on the hoof
by setting an annual quota of 20,000 head of male cattle and 7,000 head of female cattle. See Commerce Ministry Decree
357 of February 9, 2007 and Decree 4464 of December 15, 2006.

See Carlos Felipe Jaramillo and Edgar Caicedo, "La dinamica del ciclo ganadero colombiano", Boletin de Estadistica del DANE,
no. 529, April 1997, Bogota, Colombia.

Due to the increase in the number of female cattle slaughtered during the last three years, the Colombian government
implemented a nationwide ban on the slaughter of female cattle that are suitable for breeding (Ministry of Agriculture
Decree 00031 of February 6, 2007).
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Venezuelan demand, domestic demand and meat prices— account for 33.2% of the
increase. The difference (22.6%) is attributed to non-food prices. Foods, as a whole,
explain more than 80% of the growth in inflation during the first three months of the
year, with El Nifio being the prime factor (Table B1).

What can we expect during the remainder of the year and what are the risks?

According to the forecast models used by the Bank, the price increases for the different
variables that explain the build-up in food inflation should slow substantially in the
second half of the year. Meat would be the only exception. Most of the impact on
inflation from El Nifo is expected to reverse in the second half of the year. However, the
effect of domestic and external demand and international prices could continue a bit
longer, although some relief cannot be ruled out on account of external prices in the
second half of the year.

Finally, the main risk to monetary policy objectives is that these shocks will translate
into more inflation expectations and added price and wage pressures. Obviously, the
longer the shocks last, the more likely this is to happen, as could be the case with
inflation pressures derived from Venezuelan demand and high international prices
because of bio-fuel production. The more inflation expectations increase, the more
monetary policy must try to keep inflation converging towards its long-term target.

TABLE B1
BREAKDOWN OF THE CHANGE IN THE CONSUMER PRICE INDEX

Description Weight Annual Growth Share of

the Build-up

Dec-06 Jan-07 Feb-07 Mar-07 to date (%)
Total 100.0 4.5 4.7 5.2 5.8 100.0
Without food 70.5 3.9 4.2 4.3 4.4 22.6
Food 29.5 5.7 5.8 7.3 8.9 77.4
Because of El Nifo 7.2 2.8 1.6 4.6 9.4 44.2

Because of other factors (international prices,

demand and meat prices) 22.4 6.8 7.4 8.4 8.7 33.2

Source: DANE, Banco de la Republica calculations.
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[I. FINANCIAL
MARKETS

Thetrendininternational interest rateshashel ped to sustain broad external
liquidity and low risk aversion among foreign investors, who have
contributed to historically low country-risk premiums.

Thefirst quarter of theyear continued to seeagreat deal of credit activity,
especialy consumer loansand micro-credit, favored by fewer TESholdings
in bank portfolios and more private-sector savings and certificates of

deposit.

Theend of thefirst quarter witnessed a partial pass-through of the Bank’s
interest rate hikesto deposit rates and to somelending ratesin thefinancia
system. Thispass-through picked up speedinthefirst quarter, compared
to previousquarters.

In the second half of the year, the effects of the cumulative increase in

intervention interest rates on credit, growth in aggregate demand, and
inflation are expected to be more evident.

A. THE EXTERNAL CONTEXT

Theinterest rate hikesin the major devel oped economies have been gradual,
despite the upswing in world inflation due to pressure from fuel pricesand
international prices for a number of farm products. In the case of the US
economy, the monetary policy rate has not changed since the second half of
2006, whilethe euro zone and Japan increased their referenceratesby 25 bpto

3.75% and 0. 5%, respectively (Graph 16).
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GRAPH 19

ANNUAL GROWTH
IN MONETARY AGGREGATES

(percentage)

30.0

250 |
20.0 \

15.0

10.0

5.0

Sep-02 Mar-03 Sep-03 Mar-04 Sep-04 Mar-05 Sep-05 Mar-06 Sep-06 Mar-07
Base Money Ml M3

Source: Banco de la Replblica.

GRAPH 20

CASH
ANNUALIZED MONTHLY VARIATION
(percentage) (percentage)

50.0 150

40.0
110

30.0
N 1 70

. /S~
20.0 \/ 7 .

10.0

0.0 . . . . . . , \// -10

-10.0 -50
Dec-04 Mar-05 Jun-05 Sep-05 Dec-05 Mar-06 Jun-06 Sep-06 Dec-06 Mar-07

Seasonally Adjusted

Actual (right scale)

Source: Banco de la Replblica.

GRAPH 21

LIABILITIES SUBJECT TO RESERVE REQUIREMENTS
(LSRR)

(percentage)

50.0

40.0

30.0

WA I
A /\’VAV Y J/\w \lM\/”k\/“ V]
WA e

Mar-02 Sep-02 Mar-03 Sep-03 Mar-04 Sep-04 Mar-05 Sep-05 Mar-06 Sep-06 Mar-07
——— LSRR Seasonally adjusted LSRR

Source: Banco de la RepUblica.

36

The build-upin basemoney during the quarter isdue
to the demand for bank reserves, and is considered
temporary. It isrelated to theincreasein depositswith
Banco delaRepublica, aspart of the commitments
assumed by credit institutionsin the purchase of go-
vernment-owned institutions (particularly Bancafé).
The annualized (and seasonally adjusted) monthly
increase in the cash demand slowed dramatically
during the second half of 2006, from 40% at Juneto
amost 0% at December. Currently, itsannud variation
1S6.7% (Graph 20). Inview of theforegoing, itis
feasibleto expect less of anincreasein base money
during the coming months.®

Given thetrend in cash, the build-up in M3 comes
from liabilities subject to reserve requirements
(LSRR), which registered an annudized monthly rate
of more than 28% at March. However, with the
seasonally adjusted series, the growth has stabilized
a around 15% since October of last year, whichis 10
pp lessthan at June 2006 (Graph 21).

Ordinary savingsdeposits have been the determinants
of LSRR during thelast two quarters, contributing
63.5%, followed by CDs(22.4%) and other deposits’
(11.1%). Moreover, depositsfrom the private sec-
tor, asashare of LSRR, arebecoming moreimportant
and, sofar thisyear, account for 80% of thetotal.

Thetrendinthe seasondly-adjusted monthly seriesfor
the different types of deposits indicates they have
dowed in recent months and that ordinary savings
depositsshould continueto account for agrowing share
of depogitsfromingtitutions. Their averageannualized
variation during the quarter is25%, compared to 6.5%
for CDsand 7.2% for other deposits Graph 22).

6 In the exchange market, the impact Banco de la Republica's
purchase of foreign currency has on base money is sterilized
through a variety of means, the last of which (interest-bearing
deposit auctions) was initiated on April 2.

7 Checking accounts, demand deposits, fixed-term savings deposit
certificates, bonds, fiduciary deposits and others.



2. Credit

SAVINGS, CDS AND OTHER LSRR

A large amount of loans continue to be placed, ANNUALIZED MONTHLY VARIATION
especially consumer loansand micro-credit, which (percentage)
were up by an annual rate of 47.0% at March, o

contributing to anincrease of 31.3%inthetota loan 300 |
portfolio (Graph 23). As mentioned earlier, an
important part of thisdevelopmentisduetothepolicy
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the composition of their holdings by reducing 00
investments, principaly ingovernment bonds(TES).
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effect on deposit and lending ratesreported by credit

institutions hasbeen lessand varied.

CONSUMER LOAN PORTFOLIO RISK INDICATOR

(percentage)

All deposit rates have reacted to the short-termrate
hikes (Table 5). In the case of ordinary savings
deposdits, theincreaseis 78 bp. Howevey, it probably
does not reflect the real change, asit refersto the
ratesbeing offered by brokersand not those actua ly
negotiated with clients.

11.0

10.5
10.0
9.5
9.0
8.5
8.0
7.5
7.0
6.5

o | ] Asto certificatesof deposit (CDs), thetotal weighted
5.5 ——— rate was up by 178 bp, thanks to a more uniform
Feb-02 Aug-02 Feb-03 Aug-03 Feb-04 Aug-04 Feb-05 Aug-05 Feb-06 Aug-06 Feb-07 . i L.

increasewith fewer lagsfor maturitiesabove 60 days,

and the increased share of deposits at more than

oneyear (Graph 26). Thetreasuriesof institutions

also areknown to bemoreinvolved in acquiring CDsand, according to recent
figures, they now account for almost 50% of al new CDs

Source: Banco de la Replblica.

Theresponse by lending rates has been slower and lessconsistent. It beganin
thetreasury loan portfolio and in preferred loans one quarter after thereference

DEPOSIT RATES

M ar-06 Jun-06 Sep-06 Dec-06 Feb-07 Mar-07 Variation:
Mar-07-Mar-06
Ordinary savings & 3.64 3.73 3.95 3.92 4.08 4.42 0.78
Total CD 6.15 6.29 6.91 7.07 7.17 7.93 1.78
At 30 days 2.99 3.65 3.49 3.50 3.48 3.62 0.63
From 31 to 44 days 3.89 3.72 6.13 4.00 5.78 4.38 0.49
At 45 days 3.01 3.89 6.36 5.30 5.41 4.35 1.34
From 46 to 59 days 4.80 4.10 5.72 4.10 4.14 5.88 1.08
At 60 days 4.10 3.97 3.89 4.16 5.21 4.58 0.49
From 61 to 89 days 5.69 6.72 6.76 6.87 7.72 7.97 2.28
At 90 days DTF 5.98 6.22 6.41 6.74 6.81 7.54 1.56
From 91 to 119 days 6.30 6.75 7.09 7.32 7.65 8.13 1.83
At 120 days 6.31 6.37 7.09 7.22 7.18 7.31 1.00
From 121 to 179 days 6.67 7.01 7.38 7.45 8.04 8.25 1.58
At 180 days ¥ 6.51 6.65 6.91 7.18 7.10 7.44 0.93
From 181 to 359 days 6.83 6.94 7.41 7.68 7.84 8.19 1.36
At 360 days ¥ 7.00 6.10 7.42 7.64 7.95 8.20 1.19
Beyond 360 days 7.20 4.78 8.88 8.47 8.63 9.53 2.33
CD deposits through office network 6.08 6.04 6.28 6.63 6.76 7.02 0.95
CD deposits through treasury network 6.34 6.87 7.78 7.87 8.34 8.93 2.60

a/ The rate offered by institutions as opposed to the rates reported for CDs, which are negotiated.
Source: Banco de la Replblica.
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rate hike, in respective amounts of 245 bp and 231
bp for the entire period. Therate on ordinary loans
continued to declineuntil December 2006, but isnow
up by 113 bp. Asto themortgageloan portfolio, the
ratefor thecongtruction linedeclined up to September
and hasincreased by 184 bp sincethen. Theratefor
the purchase line declined up to December and has
risendightly (38 bp) thisyear (Table6).

Theincreasein deposit and lending rateswas parti-
cularly strong during March, despite the volume of
resourcesingtitutionshad at their disposal, giventhe
reduction in TES investments and the increase in

CD DISTRIBUTION

(Accumulated share)
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liabilitiessubject to reserverequirements. Thismight et fe o M7
suggest aquicker policy-rate passthrough. However, Source: Banco de la Replblica
interest on deposits, inrea terms, remainslow with
respect to historic averages.
Interest rates on credit card loans, as with those on consumer loans and
overdrafts, show apermanent declineassociated with thereductionintheusury
rate (Graph 27). Accordingly, the usury rate hike ruled by Superintendent of
Financial Institutionsin the second quarter of 2007 isexpected to passthrough
tointerest ratesontheseloans.’® The outcomefor interest ratescould confirm
the speed upin policy rate pass-though.
©  The usury rate on consumer loans changed from 20.75% to 25.12%.
LENDING RATES
Mar-06 Jun-06 Sep-06 Dec-06 Feb-07 Mar-07 Variation:
Mar-07-Mar-06

Consumer 22.25 20.07 19.38 19.57 19.02 18.52 (3.73)
Preferred 8.91 8.86 9.60 10.22 10.52 11.22 2.31
Ordinary 15.63 14.47 15.49 14.24 14.44 15.37 (0.27)
Treasury 8.09 8.03 8.72 9.58 10.21 10.54 2.45
Overdraft 24.18 22.42 21.64 21.52 19.48 19.46 (4.72)
Credit Card 25.00 22.33 21.80 21.94 20.18 20.15 (4.84)
Housing

Construction 12.52 11.11 10.84 11.25 12.00 12.71 0.19

Purchase 16.36 14.67 14.00 13.90 14.00 14.28 (2.09)
Interbank Rate (TIB) 5.99 6.34 6.72 7.36 7.78 8.00 2.01
Repo Auction 6.00 6.34 6.75 7.36 7.79 8.06 2.06

Source: Banco de la Replblica.
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Asto the public debt, the secondary trading rates for fixed-rate TES of all
maturities reflect a shift similar to the policy rate change (Graph 28). Itis
important to bear in mind themajor adjustmentsin TEStrading ratesduring the
second quarter of 2006, which were dueto the uncertainty reigning oninterna
tional marketswith respect to monetary policy decisionsinthe United States.
After that, they adjusted downward and, since December, have moved along
with therate hikesruled by the Board of Directorsof Banco delaRepublica

(BDBR).

MONTHLY AVERAGE
INTEREST RATES

(percentage)
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TES TRADING RATE,
BY QUARTERS
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[II. THE
MACROECONOMIC
OUTLOOK

Theconditionsfavoring world economic growth areexpected to continue.

Onceagain, theexpansionwill beled by euro zone, aong with Japan and
emerging economiessuch asChinaand India. Theprimary risk in 2007,
athough not considered likely up to now, isamore pronounced s owdown
ineconomic growthinthe United States.

Theexternal context continued to benefit from the positive performance

of external demand, capital inflowsand high termsof trade. All these
factors, coupled with household and corporate confidence, point to good
GDPgrowthin 2007.

Thecentral scenarioforecast for inflation showsan additiond, but temporary

increaseintotd inflation upto mid-2007. Asof thethird quarter, inflation
will, once again, adopt a downward trend that would be sustained
throughout 2008 and alow for convergence toward thelong-term target
for inflation (3%).

Accordingtotheforecasts, annual non-tradableinflation would tend to

increase gradually during the next two quarters, primarily because of
soaring demand and less surplus productive capacity. Inthefourth quarter
and thereafter, demand-pulled inflationary pressuresare expected to ease
gradually in responseto the policy measures adopted by the BDBR.

A. THE INTERNATIONAL CONTEXT

The baseline scenario of theforecast still envisagesfavorable conditionsfor
world economic growth. The euro zone is expected to continue to lead the
expans on, aong with Japan and emerging economiessuch asChinaand India,
aswasthe casein 2006. Slightly less growth is anticipated for the United
Stateseconomy, compared to theforecast inthe December edition of thisreport
and with respect to 2006. However, fears about more of aslowdown in that
economy haveincreased, added to therisk of higher inflation.
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United States economic growth dowed towardsthe end of 2006 and was 2.5%
by thefourth quarter of that year (annualized quarterly), asopposed to an annual
rate of 3.3%. Thelatest indicators show the downward trend in US growth
continued during thefirst quarter of 2007.1* However, arecovery isexpected
by the end of the year and would continue during 2008. Thisbeing the case,
the estimate is for 2.0% to 2.5% growth (2.4% according to
ConsensusForecast) for 2007 and 3.0% in 2008 (Table 7).

Positive performance with respect to household incomein the United States
would maintainthegrowthin consumption. Moreover, non-residentia investment
isexpected to continueto respond to the strong corporate gainsand to favora-
ble domestic and external demand. However, itisimportant to remember that
thed owdown inthe housing market does not appear to be over. Onthecontrary,

1 The preliminary figure for US economic growth in the first quarter of the year was known at the
time this report was written. It was 1.3%, which is less than the market's estimate (1.8%).
Residential investment continued to act as a strong deterrent to growth, coupled with less
momentum in public spending and a drop in exports. Nonetheless, the pace of household
consumption remained high (3.8%).
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GROWTH FORECASTS FOR COLOMBIA'S MAJOR TRADING PARTNERS A/
(PERCENTAGE)

Actual Forecasts for
2006

2007. at: 2008. at:

Apr-07 Jan-07 Apr-07 Jan-07

Major Partners

United States 3.3 2.4 2.5 3.0 3.0
Ecuador 4.5 3.4 3.9 3.2 3.3
Venezuela 10.3 6.8 6.9 3.5 4.6
Other Partners
Euro Zone 2.7 2.3 2.2 2.1 2.1
Japan 2.4 2.1 2.0 2.2 2.3
China 10.5 9.7 9.5 9.6 9.4
Peru 7.2 6.6 5.9 5.7 5.3
Mexico 4.7 3.4 3.9 3.7 3.7
Chile 4.3 5.1 5.2 5.0 5.0
Argentina 8.4 7.5 7.2 5.6 5.6
Brazil 2.8 3.6 3.4 3.7 3.6
Bolivia 4.1 4.6 3.8 4.1 3.8
Developed countries 3.2 2.4 2.3 2.8 2.8
Developing countries 7.3 5.4 5.5 3.9 4.3
Total Trading Partners & 4.7 4.1 4.1 3.9 3.7

a/ Balance of payments calculated according to non-traditional exports.
Source: Datastream-Consensus.



news has cometo light of further defaults on sub-prime mortgages,*? which
wouldincreassefearsof further deteriorationinthat sector, with mgor implications
for growth in the other sectors of the US economy.

Threeispromising newsabout the euro zone and Japan. Thepaceof growthin
thefourth quarter of 2006 was good (3.6% and 5.5%, respectively), and would
have continued during theyear to date. Theforecastsfor thetwo yearshave
improved asaresult, compared to what was expected three monthsago (Table
7). Investment, which rose sharply during 2006 in both these economies, should
maintainitsmomentumin 2007 and 2008. Even so, household consumptionis
expected to play more of aleading rolein both years. Theroleof net external
demand could be less, given appreciation of the euro against the US dollar,
coupled with lessgrowth inthe United States economy.

Therisk of higher worldinflation hasincreased, particularly because of what might
happeninthe United Stateseconomy. Coreinflationinthat country during January
and February wasmorethanwhat themarket expected, but showed somerestraint
inMarch (2.5%). In February, it was2.7%. For our central scenario, we continue
to estimate areductionin US coreinflation, athough at adower pacethan was
projected threemonthsago. Therefore, weexpect themonetary authority to make
no changesin itsinterest rates during the better part of thisyear. Although the
financid market isruling out adropininterest ratesfor theend of theyear, thiswill
depend on how inflation and growth behavein the coming months.

Inthecaseof theeuro zoneand Japan, themarketsexpect ther interest ratesto dimb
gradually. Therespectiveestimatesfor theend of theyear are4.25% and 1.0%.

Inthe baseline scenario of thisreport, the emerging economies, especialy those
inAsa, are expected to experience more growth during 2007 compared to the
forecastinthelast edition of thisreport. Chinaisacasein point, with 11.1%
growth during thefirst quarter of 2007, whichismorethanin earlier quarters.
The Chinese economy isexpected to grow by 9.7%in 2007 and 9.6%in 2008.
Thisexpansionwill continueto beled by good performanceininvestment and
the upward momentum in exports.

With respect to the L atin American economiesand particularly Colombiasmajor
trading partners, the proj ections show no significant change compared to what
wasforecast threemonthsago. The Venezuelan economy isexpected to grow
by 6.8% in 2007 and 3.5% in 2008; the projectionsfor Ecuador werelowered a

L The sub-prime market is for high-risk mortgage loans, which account for nearly 10% of all
mortgages in the United States economy.
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PRICE OF OIL (WTI)
ON THE NEW YORK EXCHANGE
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bit, giventhed owdownregisteredinthefina quarter
of 2006.2* Nevertheless, itsgrowth will remainfa-
vorable: 3.4%thisyear and 3.2% in 2008.

Good growth in theworld economy so far thisyear,
coupled withwesther factorsand severa geopolitical
problems curbed the drop in commodity prices
witnessed since the start of the year. In fact, they
haverebounded. Thiswas particularly evidentin
the case of oil, whichwas US$66 abarrel at theend
of March, well abovethe priceat the end of January
(US$55) and equal to the averagefor 2006 (Graph
29). Asaresult, theprojectionsfor oil aredightly
higher in this report compared to what was
anticipated three monthsago. Theestimatein our
baseline scenario isUS$60 dollarsabarrel for 2007,
on average. The production cuts ordered by the
Organization of Petroleum Exporting Countries
(OPEC), coupled with thesefactors, haveraised the
risk of higher prices.

The projections on commodity prices, excluding
energy, asoimproved compared to thoselast quarter.
In addition to the increase in world demand,
production problemsfor certain items(copper, zinc,
tinand lead) will keep priceshigh until at least the
middle of the year. According to The Economist
Intelligence Unit (EIU), commodity prices, without
energy, will beup by 6.1% thisyear, which exceeds
the prediction in the December report (1.2%).

However, adropin prices (8.3%) isexpected during 2008 asaresult of more

world supply (Graph 30).

Inview of theforegoing, the predictionisthat pricesfor Colombia smaor exports
will behigh during 2007, dightly abovethoseforecast in the December report. In
the case of oil and cod , theforecastswere 5% and 6% higher (Table 8).

Thebasdine scenario described abovefacesrisksthat could haveincreased during
thecourseof 2007. Themainone, whichisnot considered especialy probable, isa

B The slowdown in growth was the result of a drop in oil production, due to strikes and sagging
investment in the petroleum sector.
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INTERNATIONAL PRICES

2005 2006 Current Projection @ Previous Projection P/
2007 2008 2007 2008
Coffee (ex dock) (dollars/pound) 1.2 1.2 1.2 1.2 1.2 1.2
Qil (dollarg/barrel) 49.8 58.3 51.3 51.9 48.9 51.9
Coal (dollars/ton) 47.8 48.0 48.8 42.1 46.1 42.1
Ferronickel (dollars/pound) 2.4 3.6 6.1 2.1 2.6 2.1
Gold (dollars/troy ounce) 445.0 604.6 690.3 705.3 670.3 705.3

a/ Baance of payments estimated at April 2007.
b/ Balance of payments estimated at January 2007.
Source: Banco de la Replblica.

sharper dowdown in US economic growth during 2007. It would imply amore
rapid reduction in the benchmark interest rate set by the United States Federal
Reserve Bank (the Fed) than what iscontempl ated in the basdline scenario, which
a sowould meanlower pricesfor Colombian commodity exports. Nevertheless,
the pricereductionswould bedight, SncelessgrowthintheUSeconomy would be
offset by growth inthe euro zone and Japan and by the growth of other emerging
economies. Inshort, globa demand would not suffer to any great extent.

Consequently, the end result should mean no substantial change in terms of
tradefor Colombiaor inthegrowth of itstrading partnersasawhole. Although,
Colombian exportsto the United States obviously would be affected.

A second risk, also not considered very likely, isthat of aslowdown in the
United States, coupled with ahigher coreinflation rate, which would assume
potential GDP growth in that country equal to 2.5% or less compared to a
current estimate on the order of 3%. Inthat casethe monetary authority could
postpone arate reduction until 2008 or evenraiseratesdightly, increasing the
country-risk premiumsof the emerging economies. However, high commodity
prices could offset some of that occurrence.

B. DOMESTIC GROWTH

Giventhefigurefor inflation at March, the baseline scenario for this report
anticipates no changeinthegrowth trendsfor thefirst quarter of 2007. Inthe
case of private consumption, the sharp increasein credit and the way the con-
sumer confidenceindicator have behaved suggest the pace of growth observed
during the second half of 2006 will continue during thefirst sx monthsof 2007.
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REAL ANNUAL GROWTH IN HOUSEHOLD
CONSUMPTION AND THE FEDESARROLLO
CONSUMER INDEX
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Available information also points to a strong
momentum in privateinvestment during thefirst half
of the year, similar to what it was last year. The
performance of capital goodsimportsat February,
which wereup by an annual rate of more than 30%,
isanindication of this, asisthe performance of raw
materials. The increase in building permits by
February and the trend in mortgage loan
disbursementsalso point in that direction and foresee
sharp growthinresidential investment.

M oreover, the baseline scenario contemplates con-
siderable growth in total exports in dollars,
spearheaded by traditional exports. Theincrease
in non-traditional exportswill belessthanit was
inthe recent past, dueto the slowdown witnessed
in thefirst two months of the year, especially in
exports to the United States and Ecuador.
However, exports to Venezuela and other
destinationswould continueto grow significantly,
aswas the case up to February.

Inview of theforegoing, the GDP growth projection
inthe baseline scenarioisbetween 6.2% and 7.3%
for thefirst haf of theyear, fudedlargely by household
consumption, investment in machinery and equipment,
and homeand building congtruction. Projected GDP
growth for theyear is between 5.0% and 6.5%; the
forecast in the last quarterly edition of this report
was between 4.5% and 6.5% (Graph 32).

Specifically, for the mid-point of therange (5.8%),
household consumption and grosscapital formation
in construction are expected to pick up speed

compared to 2006 (Table 9). At the same time, gross capital formation in
machinery and equipment isexpected to be less dynamic. Domestic demand,
onthewhole, should be up by 8.2%in 2007, whichisad owdown compared to
2006 (9.9%). Onthe supply side, private construction, commerce and industry
arelikely to bethe most dynamic sectors.

Asthesefigureindicate, theforecastsin the base scenario assume growth will
be more moderate as of the second half of theyear. Thiswould be dueto the
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GDP GROWTH, BY TYPE OF EXPENDITURE

(PERCENTAGE)
2004 2005 2006 2007 (proj)
End consumption 4.8 4.9 5.6 6.3
Household 6.0 5.0 6.7 7.5
Government 1.1 4.3 2.1 2.5
Gross capital formation 15.6 18.7 26.9 14.6
Gross fixed capital formation (GFCF) 15.0 18.9 18.0 13.9
GFCF without civil works 22.0 16.7 18.1 14.8
Civil works (7.9) 28.7 17.7 10.0
Variation in inventory 28.0 13.8 206.3 20.5
Domestic demand 6.6 7.4 9.9 8.2
Domestic demand without inventory variation 6.5 7.3 8.0 7.9
Total exports 10.0 7.0 7.8 6.7
Total imports 19.8 19.9 21.3 16.2
GDP 4.9 4.7 6.8 5.8
(proj) Projected.

Source: DANE, Banco de la RepUblica calculations.

effect of the various measures adopted by the BDBR since April 2006, which
areintended to ensurethelong-termtarget for inflationismet.

C. BALANCE OF PAYMENTS

A comparison between theinflation forecastsin January and thoseinthisreport,
particularly for international commodity prices, shows macroeconomic prospects
inthe external context haveimproved for Colombia, ashavetheforecastsfor
the country’s economic growth in 2007. Both these factors influence the
projectionsfor themainitemsin Colombia’sbalance of payments.

Better termsof trade, coupled with growing Venezuel an demand for Colombian
products, are pushing Colombian exportsbeyond what was projected in January.
Atthesametime, theincreased vitality of the Colombian economy, particularly
the extremely positivetrend in privateinvestment, suggest aconsiderablerise
inimportsthisyear. Asto the capital account, international investor confidence
with respect to good economic performancein Colombiaalowsusto assume
that theinflux of foreign resourcesin theform of direct investment to finance
projects or to acquire companies could exceed last year’s figure and could
continueto bethe country’s primary source of external funding.
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International prices for crude oil could pose arisk to the country’s current
account. The latest price quotes for oil futures suggest they would tend to
increasein theyearsahead.

D. INFLATION FORECASTS
1. Forecasts

Banco delaRepublica sprojection for inflation within an eight-quarter horizon
ispresented in this section. The forecasts assume an active monetary policy
that allowsinflation to convergetowardsitslong-termtarget (at around 3%).

Thenew inflationforecastsare affected primarily by four factors: 1) solid growth
indomestic and external demand, whichwill keep pressure on prices, particu-
larly for non-tradable goods and services; 2) various supply shocks, which will
continueto exert upward pressure oninflation in food and regulated prices; 3)
the downward pressure that could emerge from recent appreciation in the
exchangerate; and 4) increased inflation expectations.

The growth in demand foreseen in the baseline scenario rai sed the output gap
estimatesfor 2007. Inthisreport, the gap isestimated between 0.7% and 3.3%,
with high probability. Thisimpliesaspecific average estimate of +2%for the
year, which ismore than was predicted in the previous edition of thisreport
(1.0%). That increasetakesinto account the si zeable accumul ation of capitd in
recent years and the build-up inlabor and total productivity. Although both
these phenomenatrandateinto more of anincreasein the economy’spotential
GDP, thegrowth forecast for demand ishigher, raising thelikelihood of inflation
pressureduring theyear.

The supply shocks associated with El Nifio will tend to disappear asof June
and inthe second half of theyear. By the end of 2007, pricesfor perishables,
which are affected the most by El Nifio weather, are expected to return to
levels similar to those registered during the fourth quarter of 2006. That
reduction would make it possibleto reverse the approximate 55 percentage
point increasein total annual inflation observed at the beginning of the year
for thisitem.

Other supply shocks, such asrising international food prices and the effect of
high fuel priceson regulated goods and services (transportation, gas, energy)
will haveamore persistent impact on food inflation and total inflation. Given
the assumption in the baseline scenario, with no additional hikesin external



pricesfor food and fuel, theimpact of these shocks should extend up to thefirst
or second quarter of 2008.

Moreover, therest of 2007 and the next few years should see pressure associated
with the upcoming cattleretention phasein Colombia. During that period, which
usually lastsfor morethan 12 months, thereislessof anincreasein the supply
of meat and meat by-products. Theresultisupward pressureoninflation. This
isan important factor, given the weight of meat and meat by-productsin the
consumer basket of goods and services.

Food pricesand perhapsthose of other goods and serviceswill be affected by
strong demand from Venezuela. Our analysis of the external context indicates
the Venezuelan economy will continue to grow at a fast pace during 2007,
maintaining asolid demand for Colombian output, particularly considering the
supply problemsthat exist in Venezuela, which arenot likely to beresolved this
year. Theeffectsof that strong demand should continueto exert pressureon
pricesin Colombiaduring the remainder of 2007.

Therecent appreciationinthe exchangerate will exert deflationary pressure
during therest of 2007. Itwill befelt primarily by tradableinflation, whichis
expected to decline throughout much of the period remaining in 2007.
Considering abroader horizon, the baseline scenario forecastsadight increase,
sincethe exchangerateisnot expected to continue to appreciatein the coming
quarters. However, the baseline scenario a so rulesout asharp tendency towards
depreciationin 2007 and 2008. Moreover, appreciation to date could offset
part of the upward pressure from higher food prices. That possibility hasnot
been contempl ated fully in the baseline scenario forecasts.

Finally, in addition to demand-pulled pressures, therisein expectationsisanother
upward factor for inflation that causesthe most concern with respect to achieving
and consolidating long-term price stability. Theincreasein expectationsduring
thefirst three months of the year, coupled with those expected in the second
quarter, would help to raiseinflation during therest of 2007 in the various CPI
sub-baskets, but particularly in non-tradables. However, considering abroader
horizon, expectations should returnto level sthat are compatiblewith thelong-
term targets, oncethe effects of the shocksreverse and the measures adopted
by the monetary authority have animpact oninflation.

Inview of theabove, theforecast in the central scenario showsan additional,
but temporary increaseintotal inflation uptomid-2007. Asof thethird quarter,
inflationwill again adopt adownward path, whichwill bemaintained in 2008 and
alow for inflation to convergetowardsthelong-term target (3%) (Table 10).
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CENTRAL MODEL FORECASTS (TMM) #

(PERCENTAGE)
Total Food Non-food Inflation Output
Inflation Inflation Gap
Total Non-tradable Tradable Regulated

Mar-07 5.8 8.9 4.4 4.9 2.0 7.5 2.0
Jun-07 6.0 10.0 4.3 5.2 1.5 7.8 2.0
Sep-07 5.3 8.5 4.0 5.3 1.2 5.6 2.0
Dec-07 4.9 7.0 4.0 4.9 1.6 6.0 1.8
Mar-08 4.1 4.8 3.8 5.0 1.6 5.2 1.4
Jun-08 3.6 2.4 4.0 5.0 2.3 4.6 0.9
Sep-08 3.6 2.5 4.1 5.1 2.6 4.1 0.4
Dec-08 3.7 3.1 4.0 4.8 3.0 3.5 (0.1)
Mar-09 3.7 2.8 4.0 4.5 3.4 3.9 (0.4)

al These forecasts are constructed on a monetary policy designed to ensure the long-term targets for inflation are met.

Source: Banco de la Replblica.
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The performance of food inflation, now that staplefood priceshavereturned to
normal after the effectsof El Nifio weather have subsided, would explainthe
downturnintotal inflation asof June. Thisalsowould help tolower annual
inflationin regulated prices, dueto ahigh statistical basisof comparisonin 2006
and becausethe effectsof higher fuel priceson transportation and public utilities
(gas) should ease.

Theforecastspoint to agradua increasein annual non-tradableinflation during
the next two quarters, associated primarily with the high growth forecast for
demand and with less surplus productive capacity. Theforecast for abroader
horizonisonewheredemand-pulled inflationary pressurewould gradualy lessen
asaresult of the policy measuresadopted by the BDBR, alowinginflationin
that sub-basket to stabilizeinitially at around 5.0% and to convergelater toward
thelong-termtarget (end of 2008 and in 2009). The convergence processis
dow, giventhetimeit takesfor changesin intervention ratesand other measures
to passthrough to market and credit rates. Thedownturnin non-tradableinfla-
tion alsoisadversely affected by the recent increasein expectationsand by the
very inertiathat characterizesitsbehavior.

Findly, non-foodinflation would tend toincreasedightly by mid-year, bolstered
by the af orementi oned changesin regul ated pricesand non-tradables. However,
it should declineagain asof asof the second half of 2007, ending theyear near
themiddleof thetarget range. Towards 2008, non-food inflation would stay at
around 4% and would begin to decline and converge towards the long-term
targets.



This being the case, the reduction in total inflation and the stability in core
inflation predicted for the coming quartersand for 2008 indi cates that much of
therecent riseininflation would betemporary and would reverse during the
next four quarters. Thisisbecause of thevery nature of the shocksto inflation,
as well as the impact of BDBR measures on demand-pulled inflationary
pressures.

Implicitinthe central forecast isthe assumption that growth in demand will
ease as of the second half of theyear, along with theincreasein credit. Asa
result, surplus productive capacity would cease to decline and the output gap
would not increase. The forecast also assumes that inflation expectations
would not continueto rise during thelatter half of theyear, whichwould mean
No Maj or repercussions on the wage-setting process at the start of 2008.

2. Risks
The central scenario facesrisksin both directions:
Upwardsrisks:

o Perhaps the major risk is that domestic growth would be more than
anticipated, which might happen if theBDBR'sinterest rate hikesfail to
have the anticipated impact on credit and consumption. In that case,
domestic demand could increase by around 10% during the second half
of 2007, asit hassince mid-2006. Theresult would be morepressureon
productive capacity and increased inflationary pressures, particularly more
non-tradableinflation thanisforecast in the baseline scenario.

d Therecent risein expectations could have amore permanent effect on
inflation than is foreseen in the baseline scenario, if it affects wage
negotiations. Thisbecomesmorefeasibleinacontext of strong growth,
likethe oneat present, when bottlenecksin thelabor market could emerge.

° Theinflationary effect of certain supply-s deand externa-demand shocks
might be underestimated. Oneexampleistheimpact onfood pricesin
Colombiadueto growthinVenezuel an demand; another istherole of the
cattle retention phase on pricesfor meat and meat by-products.

o Intheforecast, regulated prices quickly convergetowardsthelong-term
targets. Giventhetraditional performance of thisseriesand recent trends,
thereisagreat deal of uncertainty surrounding thisforecast.
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Downward risks,

. The second half of 2007 could see more of areduction in staple food
pricesthan iscontemplated in the baseline scenario, give the sharp surge
inthose pricesat the start of the year. Episodesprior to El Nifio weather
have shown a correlation between the extent of price hikes and their
reductionsin subsequent months, inasmuch as the staple food supply
tendsto respond more when price hikes are more pronounced.

° Thebaseline scenario assumesthat externa pricesfor bio-fuelsand foods
will remain high throughout the rest of 2007 and in 2008. However,
world supply could react in away that promptsadrop in these prices.
Thiswould alleviate pressure on domestic inflation during the next year
and ahalf.

o Theexternal conditionsforecast for Colombiainthe next two yearsare
good. Thiscould attract more capital thaniscontemplated inthe baseline
scenario, which would result in more pressurefor the exchangerateto
appreciate.

The condensed risk balancein the Fan Chart isshown in Graph 33, together
with the probability table. Asalways, it isimportant to remember that these
results, likethose of the centra forecast, assume an activemonetary policy that
isadjusted to ensure compliance with thelong-term targetsfor inflation.

PROBABILITY DISTRIBUTION OF THE INFLATION ACCUMULATED PROBABILITY

FORECAST (FAN CHART) ¥

(percentage)
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OF CONSUMER INFLATION
WITHIN THE INDICATED RANGE
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Inflation Probability (%)
Ranges
6.0 6.0 (%) December 2007 December 2008
50 50 Above 5.5 7.0 0.1
Below 5.5 93.0 99.9
4.0 4.0 Below 5.0 65.7 98.9
Below 4.5 30.0 92.1
30 30 Below 4.0 85 70.6
Below 3.5 1.4 38.7
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al These forecasts are constructed on a monetary policy designed to make sure the long-term targets for inflation are met.

Source: Banco de la Republica's calculations.
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ATTACHMENT

MACROECONOMIC PROJECTS
BY DOMESTIC AND FOREIGN ANALYSTS

The following are the latest projections by domestic and foreign analysts concerning
the principal variables for the Colombian economy in 2007 and 2008. When consulted,
the contributing analysts had access to data at March 2007.

I Projections for 2007

The forecasts for 2007 are shown in Table A1. On average, the domestic analysts expect
5.5% economic growth, which is 22 bp more than the forecast last quarter. The foreign
analysts anticipate 5.7% (66 bp more). As in the previous report, expectations have
improved, reflecting the positive situation described by the economic indicators for
supply and demand, the strong increase in credit, and the fact that Fedesarrollo’s

TABLE Al
PROJECTIONS FOR 2007

Real cpl Nominal Nominal Fiscal Unemployment
GDP Growth Inflation  Exchange Rate DTF Deficit Rate
(%) (%) (ending at) (%) (% of (% for
GDP) 13 cities)
Domestic Analysts
BBVA Ganadero 5.9 4.4 2,134 8.8 0.9 10.9
Bancolombia-Suvalor 5.7 4.7 2,194 8.5 0.7 10.7
Corficolombiana-Corfivalle 6.0 4.5 2,330 n.a. n.a. n.a.
Banco de Bogota 5.0 4.8 2,132 77 1.4 12.8
Correval 5.3 5.1 2,250 7.5 1.0 12.7
Alianza Valores 5.2 4.8 2,069 8.0 0.5 11.5
Banco Santander 5.7 4.5 2,225 8.3 0.9 11.8
Average 5.5 4.7 2,191 8.1 0.9 11.7
Foreign Analysts
CS First Boston 6.0 4.5 2,280 n.a. 1.7 n.a.
J. P Morgan Chase 6.0 4.7 2,300 n.a. 1.7 n.a.
Goldman Sachs 5.0 4.5 2,380 n.a. 1.0 n.a.
Deutsche Bank 5.4 4.3 2,342 n.a. 1.2 n.a.
Citi 5.7 4.7 2,200 n.a. 1.3 n.a.
Bear Stearns 6.3 5.0 2,250 8.8 0.3 10.0
Average 5.7 4.6 2,292 n.a. 1.2 n.a.

n.a. Not available
Source: Banco de la Reptiblica, based on data collected through electronic and telephone surveys.
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consumer confidence index remains near an all-time high. This means we can expect
healthy growth in private consumption.

In terms of inflation, the domestic analysts raised their forecast by 62 bp to 4.7%; the
foreign analysts increased theirs by 29 bp to 4.6%. Both figures exceed the target range
for the year (3.5% to 4.5%), which has not been the case since mid-2005.

As in the last two years, the exchange-rate forecasts were revised downward once again.
The domestic analysts lowered their average forecast by Col$84 (to Col$2,191); the
foreign analysis reduced theirs by Col$95 (to Col$2,292). In other words, the domestic
analysts expect foreign exchange to appreciate by 2.2%, on average, and the foreign
analysts, by 2.3%, compared to the exchange rate at the end of 2006. Maximum expected
depreciation is 5.9% (Col$2,380); the minimum is -8.2% (Col$2,069 per dollar).

With respect to interest on term deposits (DTF in Spanish), the domestic analysts raised
their forecast by 84 bp and expect it to be 8.1% by the end of the year, which is nearly
60 bp above the current rate. They expect the consolidated fiscal deficit to be around
1% of GDP, which is slightly below the latest CONFIS projection (1.3% for the
consolidated public sector). The forecast for unemployment in 13 cities is 11.7%, which
could suggest analysts do not expect the recent increases in DANE’s measurements to
continue in the future (although they raised their forecasts by 100 bp compared to last
quarter).

L. Projections for 2008

The domestic analysts expect 4.8% growth in 2008 and the foreign analysts, 4.9% (Table
A2). Both anticipate 3.9% inflation. This is in the upper part of the range (3% to 4%) for
the 2008 target. As to the exchange rate, the domestic analysts anticipate 2.8% annual
devaluation, compared to the forecasts for the end of 2007; the foreign analysts expect
to see 4.3% devaluation. This would place the representative market rate (TRM in
Spanish) at Col$2,254 by the end of 2008 according to the domestic analysts, and at
Col$2,392 according to the foreign analysts. Compared to the end of 2006, this implies
0.7% accumulated peso devaluation between 2007 and 2008 according to the domestic
analysts, and 6.4% devaluation according to the foreign analysts.
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TABLE A2
PROJECTIONS FOR 2008

Real CPI1 Nominal
GDP Growth Inflation Exchange Rate
(%) (%) (end of 2008)
Analistas locales
BBVA Ganadero 4.7 3.6 2,168
Bancolombia-Suvalor 5.0 3.8 2,228
Corficolombiana-Corfivalle 5.0 4.2 2,400
Banco de Bogota 4.5 3.5 2,150
Correval 4.5 4.2 2,300
Alianza Valores n,d, nd, n,d,
Banco Santander 5.1 4.0 2,280
Average 4.8 3.9 2,254
Analistas externos
CS First Boston 5.0 4.0 2,306
J, B Morgan Chase 5.5 4.2 2,350
Goldman Sachs 4.0 3.8 2,500
Deutsche Bank 5.4 3.6 2,464
Citi 4.5 3.8 2,443
Bear Stearns 5.0 4.2 2,290
Average 4.9 3.9 2,392

n.a. Not available
Sources: Banco de la Repiiblica, based on data provided by the analysts.
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