PRESENTATION, SUMMARY AND CONCLUSIONS

MONETARY-POLICY STRATEGY

B¢ On October 13, 2000 the Board of Directors of the Banco de la Republica revised the
strategy for conducting monetary policy. The Board introduced a number of changesin the
parameters of the major variables used in monetary-policy decision-making and deemed it
appropriateto make apublic statement specifying the criteriaguiding the decision-making process.

¥ The aim of monetary policy will continue to be attainment of inflation rates consistent
with the constitutional mandate of ensuring price stability, in coordination with an overall
macrocoeconomic policy designed to stimulate growth in output and employment. Thisaimis
expected to be achieved by defining gradually decreasing inflation targets.

B¢ Tothisend, the Board hasto date drawn up amonetary program by defining amonetary-
base path considered consi stent with attai ning present and future inflation targets, and with the
rest of the government's macroeconomic program. The Board has regularly analyzed the
monetary and inflation situation on thefollowing basis:

* Monitoring the behavior of the monetary bases's 20-month daily moving average
relativeto a+/- 3.0% corridor around theinitially defined path.

* |ldentifying significant changesin thelevel and composition of the monetary base.
* Evaluating aset of indicators and forecasts of inflation and economic activity.

B¢ On the basis of thisanalysis, decisions have been taken on making changes considered
necessary in monetary-policy stance. An explanation of these decisions, together with a
description of the analysis process and presentation of relevant analysisdata, has been published
in quarterly inflation reports, the Board's reportsto Congress, and in monthly pressrel eases.

¥ It should be pointed out that the Board's decisions on monetary-policy stance have not
responded mechanically or exclusively to deviations of the monetary-base average from its
corridor. In fact, in recent months the Board has allowed such deviations because it has
identified changesin the monetary base's vel ocity of circulation that call for greater growth of
the base, without jeopardizing attainment of theinflation targets. These changesare connected
with the impact of the financial-transaction levy on the public's demand for cash and current
accounts, as mentioned in the July Report to Congress and in previous press releases.



Moreover, inflation projections, and indicators of real activity have suggested that recent
monetary- policy stance was compatible with the inflation target.

B¢ The Board has revised its monetary strategy in order, first, to make its decision-
making on policy clear to the public, by pointing out that evaluating the indicators and
forecasts of inflation and other economic variables is as important as monitoring the
monetary-base's behavior with respect to its reference path. In this way, advance is
made in incorporating the elements of an Objective Inflation scheme into the Board's
monetary strategy. Second, the revision introduces some changes in the level and
moving average of the monetary-base's reference path.

B¢ The main elements of the monetary-policy strategy defined by the Bank are
described below:

Y Decisions will continue to be made on the basis of the following elements:
® Setting an inflation target;

* Assessing the general status of the economy, inflation trends and outlook,
and the unemployment situation; and

* Monitoring the behavior of the money supply with respect to reference values
previously defined to be conducive to meeting the inflation target.

¥ To guide the formation of inflation expectations, bearing in mind the lagged effect
of monetary policy on prices, the Board will set multiannual inflation targets. It now
confirms the targets for 2001 and 2002, set at 8.0% and 6.0% respectively.

¥ Initsinternal decision-making the Board shall continue to make a detailed monthly
evaluation of inflationary pressures and the outlook for inflation. The evaluation will
be based on a report by the Bank's technical team. A quarterly Inflation Report shall
continue to be published to let markets know how the Board perceives the chances of
meeting the inflation target and enable them to assess how consistent the Board's action
is with the technical analysis. If the Board's evaluation suggests that under prevailing
monetary-policy conditions inflation in the current or following year will deviate from
the target, the Board shall modify its policy stance.

B¢ The behavior of money, particularly the monetary base and its composition, plays
an important part in the Board's decision-making. A reference value shall therefore be
set for the monetary base and built in such a way as to be compatible with the inflation
target, projected real-GDP growth, and predictable changes in the velocity of circulation.
The Board shall evaluate inflationary pressures and analyze the monetary base's behavior
with respect to its reference value. Under normal conditions, significant deviations of the
monetary base from its reference value point to risks of not meeting the inflation targets.



< As in the past, the setting of a reference value for the monetary base does not mean
that the Bank will automatically correct any short-term deviation of the monetary base
from this value. Bearing in mind the increased demand for cash and checking accounts,
the Board has for some weeks considered that the monetary base's reference line for the
rest of 2000 should be about 7.0% above the midpoint of monetary-base corridor defined
a the end of last year. Should the monetary base deviate significantly for several weeks
from the reference values, the Board shall either take policy measures or publicly explain
why it will not do so. The latter case may occur where inflation and other economic-
variable indicators and forecasts provide strong evidence about meeting the inflation
targets. For easy monitoring of the monetary base relative to the reference line, the Bank
shall publish weekly figures of the actual base, its 45- and 20-day moving averages, and
the reference value. The Board shall routinely revise the monetary base's reference
values and may modify them if there are solid technical reasons for doing so, provided
attainment of the inflation targets will not be jeopardized.

B¢ Thestrategy changes areintended to make the Board's decision-making more transparent
and monetary policy morereadily understandable.

ASSESSMENT OF INFLATION IN SEPTEMBER 2000

B¢ On October 13, 2000 the Board of Directorsal so analyzed how inflation stood in September.
Themainfindingsareasfollows:

B¢ In September the annual changein the Consumer Price Index (CPI) was 9.2%, down by
0.5 percentage points on June and by 0. percentage points on a year earlier. This was the
smallest CPI growth for any September since 1971, and madethisthe 17th month inarow with
inflation equal to or under 10.0%

< For the year to September consumer inflation was 7.7%, down by 0.1 percentage points
onthesameperiodin 1999. Theitemsmost responsiblefor third-quarter inflation--accounting
for about 62.0% of it-- were vehicles, water supply, sewerage and waste collection, taxi fares,
and fuel. Asinthefirst half of the year, the greatest upward pressure on third-quarter prices
camefrom higher gasoline prices, deva uation, and the dismantling of utilitiessubsidies. Third-
guarter food prices, in contrast to their behavior over much of the first half, stopped pushing
inflation up and in fact helped to reduce it with negative or zero monthly variations.

< The 12-month price growth was above averagefor transport (17.2%), diverse expenditures
(15.0%), health care (10.0%), and education (9.4%). It wasbelow averagefor clothing (2.9%),
housing (5.8%), and food (8.2%).

< Under the alternate classification (tradables and nontradables), the most notable
development wasadrop in the nontradables annual price variation, from 10.4% in Juneto 9.6%
in September. Thisdrop came mostly from aslower price change (13.3% as against 25.5%) in
flexible goods (root crops, fruitsand vegetables), caused by an abundant supply of farm produce
over thethird quarter. For tradables, the annual price variation edged up from 9.4% in Juneto
9.9% in September, showing the effect of devaluation on consumer prices.



¥ Core inflation, measured as the average of annual growth in four indicators
determined by the Bank, ran at 8.5% at the end of the third quarter, down by 0.5 percentage
points on June, owing to slower growth in the trimmed mean and the asymmetric mean.
The inflation nucleus increased slightly, while the CPI excluding food remained stable.
If the asymmetric mean is left out of the average because of its high volatility in recent
months (as discussed in Chapter |), core inflation at the end of September would stand
at 9.0%, up by 0.1 percentage points on the June level.

B¢ Producer inflation, measured as annual change in the Producer Price Index (PPI), was
12.9% at the end of September, two percentage points higher than ayear earlier and 2.7 points
lower than in June. The drop in producer inflation since June resulted mostly from a slower
pricevariationinindustrial goods and farm produce, in spite of alargeincreasein mining prices
caused by rising fuel prices.

B¢ Coreinflation, calculated asthe average of all thefour indicators, ispresently projected to
be 8.2% by December, 0.3 percentage points bel ow the June forecast; leaving out the asymmetric
mean, it would be 8.7%, much asit wasin June.

% At the end of the third quarter, the monetary base's 20-month moving average stood
2.8% abovethe corridor ceiling. Thiswasbecause of faster growth in the average cash balance
thanisimplicitly envisaged in the corridor's upper limit. Aspointed out appropriately inthe June
Report and confirmed in this one, the faster growth being shown by the more liquid monetary
aggregates (monetary base and M 1) has been dueto anincreasein demand for cash caused by
variousfactors, notably low interest rates and extension of the two-per-thousand levy on financia
transactions. Thisincrease should not therefore affect prices by raising aggregate demand by
morethan originally forecast.

B¢ The financial system's nominal and real loan portfolios continued to shrink in the third
quarter at much the samerates asin the second. The exception wasthe portfolio of the private
financial institutions, excluding the savings and loan corporations (CAV's) and mortgage banks; it
continued to grow, by about 3.5%. The portfolio indicator, obtained by adding to the gross
portfolio theloansremoved by financial intermediariesfrom their balancesin the past 18 months)
showed a 3.5% annual growth in August for the financial system asawhole. Lastly, nominal
and real interest rateswere higher at the end of thethird quarter than in June. In September the
nominal deposit rate averaged 12.9% and the nominal lending rate 28.9%, up by 0.9 and 5.0
percentage points respectively on the June levels. Over the same period, the real deposit rate
rose by 0.8 percentage points to 3.4%, remaining below the historical average, while the real
lending rate rose by 3.4 percentage pointsto 18.1%, exceeding the historical average.

B¢ Economic expansion continued at much the same pace as in the second quarter, as
evidenced by the different indicators of thereal sector. Thefastest growth wasin theindustrial
sector and non-traditional exports, with significant signs of recovery being shown also by such
other sectorsas commerce and services. Likewise, the recent behavior of industrial ordersand
stocks, and businessmen's favorabl e expectations allow of optimism about economic growthin
the following months. This perception is further supported by current interest-rates levels



and the promising outlook for international growth. Economic recovery has brought
with it a pick-up in the various indicators of installed capacity, which now stand close to
their historical averages. Yet, production levels in most sectors are still lower than they
were before the recession, so that no major inflationary pressures are expected to arise
from demand in the next few months

" Slower devaluation in recent weeks has been reflected in lower inflation forecasts for
December of thisyear and next, making it morelikely in principlethat the 8.0% target for 2001
will bemet. All the same, exchange-rate volatility, and the highly uncertain nature of inflation
forecasts made morethan ayear ahead, call for great prudencein weighing existing risks. These
risksare till associated with apossible pick-upinfood prices owing to cyclical factorsand, toa
lesser extent, with further increasesin fuel prices. Moreover, though stability may reasonably be
expected on the exchange front for therest of thisyear, thereis still ahigh degree of uncertainty
in this regard for next year. Similarly, a possible surprise in housing rents for 2001
cannot be ruled out, especially since the crisis in the construction sector may have
considerably reduced the availability of housing for rent. Lastly, empirical domestic and
international evidence suggests that reforming the structure of the value-added tax tends
to have a favorable effect on inflation in the long run, by contributing to fiscal equilibrium,
but can produce adverse effects on prices in the short run.

B¢ Giventhe satisfactory behavior of pricesin September, consistent with the 10.0% inflation
target for thisyear, the stability shown by coreinflation, and thelowering of severd inflation and
core-inflation forecasts for 2000 and 2001, the Board has decided to maintain its policy stance
unchanged.
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