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THE INFLATION TARGETING
STRATEGY IN COLOMBIA

OBJECTIVES

Monetary policy in Colombia is based on inflation targeting, which is
intended first and foremost to keep inflation low and to ensure stable long-
term growth in output. Therefore, monetary policy objectives combine
the goal of price stability with maximum sustainable growth in output and
employment. In this respect, monetary policy complies with the constitution
and contributes to the well being of the Colombian population.

HORIZON AND IMPLEMENTATION

The Board of Directors of Banco de la Republica (BDBR) sets quantitative
inflation targets for the current year and the next. BDBR policy initiatives
are designed to meet each year’s target and to provide for long-term infla-
tion at around 3%. The annual variation in the consumer price index (CPI)
is the inflation measurement used.

THE DECISION-MAKING PROCESS

Monetary policy decisions are based on an analysis of the current state of
the economy and its prospects for the future and on an assessment of the
forecast for inflation compared to the targets. If the assessment suggests,
with enough certainty, that inflation will deviate from its target under current
monetary-policy conditions, and that the deviation would not be due to
temporary shocks, the BDBR modifies its policy stance. This is done



primarily by changing the intervention interest rate (charged by Banco de
la Republica on short-term liquidity operations).
COMMUNICATION AND TRANSPARENCY

Decisions on monetary policy are made at meetings of the Board of
Directors and announced immediately thereafter in a press bulletin posted

on the Bank’s website (www.banrep.gov.co). Inflation reports are published
quarterly and lend transparency to the Board’s decisions. They also
contribute to a better understanding of monetary policy and enhance its
credibility. Specifically, they i) let the public know how the Board of
Directors and the Technical Governor of the Bank view recent and
anticipated changes in inflation and its short and medium-term
determinants; ii) explain the implications of those determinants for
monetary-policy management, within the scope of inflation targeting; iii)
describe the context and analysis justifying monetary-policy decisions made
during the quarter; and iv) provide information that helps economic agents
to form their own expectations about future developments with respect to
inflation and growth in output.
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ASSESSMENT OF INFLATION
AND
POLICY DECISIONS

Annual consumer inflation declined from its high point in 2007 for the fifth month in arow. Theratein
September (5.01%) was 102 basis points (bp) less than during the previous quarter and 125 bp below
the rate in April, when inflation was the highest so far this year. During the quarter, the average of the
three traditional core inflation indicators declined by 35 bp to 4.75%.

The slowdown in food price increases explains most of the reduction in inflation. Less inflation in
regulated prices and tradables also was a contributing factor, but not as much.

The reduction in food supply due to El Nifio weather caused food prices to rise sharply during the first
five months of 2007. However, this trend reversed in the third quarter, when food inflation dropped
sharply. Although predicted in earlier reports, both the increase and subsequent drop in food prices
were more than estimated. In fact, annual food inflation peaked in May 2007 (10.0%), then declined
steadily until September (6.96%).

Regulated price inflation in September (5.96%) was down by 149 bp in the third quarter, thanks to
lower rate hikes for public utilities. Inflation in tradable goods, excluding food and regulated prices,
went from the high point in April 2007 (2.10%) to 1.19% in September (57 bp below the rate in June).
However, the reaction of thislast basket to accumulated peso appreciation during the last twelve months
remains limited (11.7%).

Annua non-tradable inflation, excluding food and regulated prices, continued on the upward course
initiated ayear ago. Its annual growth rose by 43 bp in the third quarter to 5.55%, alevel similar to the
forecast in the June report. However, this indicator was stable between August and September 2007.

For the most part, the decline in inflation during the third quarter of 2007 surpassed the forecast in the
previous report and what the market expected, on average, according to the quarterly survey conducted
in June by Banco de la Republica. The accumulated increase in the benchmark interest rate (325 bp),
coupled with the other monetary-policy measures that accompanied these hikes, are having an effect
and will help to curb price growth next year.



However, some of the inflation pressure sparked by the momentum in local demand persists. At the
sametime, other external factors have emerged that could influence our economic growth and the price
level next year. These events, which are described in this report, add to the uncertainty surrounding the
forecasts for inflation and economic growth in 2008. The following summarizes how the major
determinants of inflation are expected to perform in the coming quarters.

With the exception of tradables, excluding food and regulated prices, the other CPI classifications
continued to register annual inflation abovethetarget rangefor 2007. Coupled with thelikelihood
that thisyear’sinflation target will not be met, this could generate inertiain inflation expectations
and affect the development of prices and wages in 2008. Moreover, both the quarterly and
monthly surveys done by economic analysts show they still expect inflation in 2008 to exceed
the target range for 2007.

Prices for commodities such as ail, soybeans and other farm products used to produce bio-fuels
continue to rise. This has a positive impact on the economies of many of our trading partners
(Venezuela, México, Brazil, etc.), but can cause additional inflation pressurein Colombia.

The pass-through of peso appreciation to inflation in tradable goods and services has been limited
and could weaken if the exchange market becomes more volatile. In this respect, it isimportant
to remember that the peso/dollar exchange rate, of late, has been among the most instable in the
region and that preliminary forecasts point to an increase in the current account deficit during
2008.

According to the economic indicators, the growth in aggregate demand likely will remain high.
Household consumption, which rose by nearly 8% during the second half of the year, could
maintain its momentum. This s indicated by the opinion polls, consumer loan portfolio growth,
and the substantial increase in household imports. Accordingly, there is still the risk that the
increase in local demand will be slower than expected to return to rates that are consistent with
keeping inflation on target.

At June 2007, the indicator of financial depth, measured as the quotient between the loan
portfolio and GDP, shows retail and commercial loan rates have surpassed their historic highs,
whilethelevel of the mortgage portfolio remains|ow. Although the grossloan portfolio increased
less during the third quarter of 2007, it continues to grow at rates above the increase in
nominal GDP. The build-up in credit helps to keep growth in aggregate demand high, but also
reinforces the ability of monetary policy to influence household and company decisions on
spending.

The increase in interest rates on lending and deposits during the third quarter of 2007 shows
pass-through to the credit channel has gained speed. In September, real interest rates on deposits
(known in Spanish by the acronym DTF) and those on commercial, preferential and treasury



loans were similar or slightly abovetheir historic average. However, they continuetorise, partly
because the usury rate is up, and are likely to exceed that average in October.

7. A solution to the mortgage market crisis in the United States could be slower in coming, which
means it would have more of an impact on world economic growth than anticipated initially. In
that case, our trading partners might experience less growth, which would exert downward
pressure on our export products. Aggregate demand in the Colombian economy could decline as
aresult and the peso would tend to depreciate. Thislast effect would be even greater if changes
on the international scene reduce the flow of capital into Colombia.

In view of the foregoing, the Board of Directors decided, at a meeting in August 2007, to hold off on
further hikes in the Bank’s benchmark interest rate until more is known about how the volatility on
international markets could affect the Colombian economy and the impact monetary policy could have
on aggregate demand and prospects for inflation.

Board of Directors
Banco delaRepublica
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I.  RECENT
DEVELOPMENTS
IN INFLATION

Thedeclinein annual inflation duringthethird quarter wasmore than anticipated

in the June report and is explained primarily by the slowdown in food price
hikes and, to a lesser extent, by a smaller amount of inflation in regulated
prices and tradables.

All the coreinflation indicatorsregistered a decline in their annual variation.

However, the average for the three traditional indicators cal culated by Banco
de la Republicais running above the target range for the year.

Inflation expectations declined. However, they continue to exceed the range set

by the Board of Directors to determine the mid-point of the inflation target
for 2008 (between 3% and 4%).

Economic growth during the second quarter (6.9%) was less than in the first.

However, the growth inlocal demand and household consumption remained
high and surpassed the GDP growth rate.

A. RECENT DEVELOPMENTS IN INFLATION

Annual inflation at September 2007 was 5.0%. Thisis 102 basis points (bp) less
than in June and adds up to five consecutive months of a decline in this indicator
from the recent high in April (6,3%) (Graph 1). However, despite the slowdown
during the last two quarters, inflation continues to top the target range set by the
Board of Directors of Banco de la Republica (BDBR) for 2007 (4.5%).

As anticipated in past reports, the decline in annual consumer inflation between
April and September was associated largely with less of anincreasein food prices.
The drop in non-food inflation also was a contributing factor, but less so (Table
1). In the case of food, the items affected by adverse weather 3at the start of the

15



GRAPH 1

ANNUAL CONSUMER INFLATION AND TARGETS
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year, due to El Nifio, contributed the most to that
decline. Imports were a factor as well; their local
prices aretied closely to international pricesand the
exchangerate. In contrast, the food pricesthat were
affected by the momentum in local and external
demand continued to pressure the recent upswing
ininflation.

With respect to the non-food consumer price index
(CPI), its contribution to lowering inflation during the
last five months was concentrated in regulated prices
and tradables. In the case of the former, the declinein
inflation was possible thanks to less of an adjustment
in energy and gas prices, while the favorable perfor-
mance of tradables, without food and regulated prices,

was due to accumulated appreciation in the exchange rate. On the other hand,

because of the temporary nature of the depreciation registered in July and August,
no upward pressure was exerted on the items in this basket.

Although annual consumer inflation continued to decline during the third quarter,
as Banco dela Republicaand the market anticipated, the actual reduction exceeded
the estimate in the June report, when 5.3% inflation was predicted for September.
The forecast error was primarily because the increase in food prices was
overestimated. In contrast, the projection for non-food inflation was slightly
below the officia figure. The forecasts for this last basket were higher than the

INFLATION BREAKDOWN SHOWING UPWARD PRESSURES

Description Weight Annual Growth: Share of:
Dec-06 Apr-07 Jun-07 Sep-07 Slowdown Current Year Build-up:
between April
and September At June At September
Total 100.00 4.48 6.26 6.03 5.01 100.00 100.00 100.00
Non-food 70.49 3.95 455 438 4.12 24.01 18.15 31.06
Tradables 24.67 1.71 210 1.76 1.19 17.65 0.31 (12.06)
Non-tradables 36.77 475 5.09 5.12 555 (10.92) 7.64 33.62
Regulated prices 9.04 6.12 7.74 7.40 5.96 17.26 10.20 9.50
Food 29.51 5.68 10.04 9.69 6.96 75.99 81.85 68.94
El Nifio 7.15 279 940 7.06 1.35 57.72 24.89 (12.04)
International prices 5.35 9.62 10.73 9.22 6.61 17.36 (0.63) (19.95)
Loca demand 9.52 5.83 8.18 8.56 8.10 0.57 15.99 28.36
External demand (Venezuela) 7.48 5.81 12.57 14.57 12.40 0.34 41.60 72.57

Source: DANE. Banco de la Republica's calculations.
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actual outcome for tradables (excluding food and regulated prices), but
underestimated non-tradable inflation (excluding food and regulated prices) and,
particularly, inflation in regulated prices (Table 2).

ACTUAL AND FORECAST INFLATION FOR SEPTEMBER 2007

Forecast at Actual Forecast Minus

June 2007 Inflation Actual Inflation
Total inflation 5.30 5.01 0.29
Non-food inflation 4.00 4.12 (0.12)
Non-tradables 5.50 5.55 (0.05)
Tradables 1.30 1.19 0.11
Regulated prices 5.30 5.96 (0.66)
Food inflation 8.20 6.96 1.24

Source: DANE. Banco de la Republica's calculations.

In general, the third quarter continued to witness prices hikes for fuel and
transportation. Coupled with therise in non-tradable inflation (excluding food and
regulated prices), which was well above the Bank’s target, this could indicate the
presence of demand-pulled inflation pressures. As has been the case for several
guarters, increases in the price of these items continue to be offset by tradable
inflation, which remains low thanks to accumulated appreciation in the exchange
rate. There also has been a sharp reduction in the extent of price hikes for public
utilities as of May, partly because the formula for adjusting those prices
contemplates the changes in the producer price index

(PP1), which has experienced deflation as a result of

appreciation in the exchange rate.
ANNUAL VARIATION

IN CORE INFLATION INDICATORS

(Percentage)

1. Core Inflation 9.0

8.0
As with total inflation, the average of the three core

inflation indicators (4.7%) monitored regularly by Ban-
co de la Republica declined compared to the figure at 60
the end of the second quarter (5.1%). It was highest
last April (5.3%) and has topped the target range since
the beginning of theyear (Graph 2). Thethreeindicators
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---------- Non-food CPI

CPI, excluding staples, fuel and public utilities

Source: DANE. Banco de la Republica's calculations.
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A look at the basic components of the most common

ANNUAL VARIATION IN TRADABLE
AND NON-TRADABLE CPI,
EXCLUDING FOOD AND REGULATED

(Percentage)
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core inflation indicator (non-food CPI) shows two
opposite developments. The first concerns non-
tradables, which have experienced a build-up inin-
flation since late last year. The other concerns
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tradables and regul ated prices; inflation in theseitems
has declined steadily since the second quarter of
2007.

Non-tradableinflation, excluding food and regulated
prices, went from an annual rate of
4.2% in October 2006 — the most recent low— to
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Source: DANE. Banco de la Reptblicas calculations.

---------- Non-tradables

5.1% in June and 5.6% in September 2007 (Graph
3). Most of the items in that sub-basket, including
rentals, rose during the third quarter and were above
the target range (4.5%). Past reports had anticipated
an upswing in thisindicator, given estimates of the
output gap, which placed it in positive terrain since last year, and considering
the time it normally takes for changes in monetary-policy to have an impact
(about six quarters).

In the Colombian case, the figures show that pricesfor non-tradables, excluding
food and regulated prices, usually are quicker to respond to changesin demand
than to the price of other CPI components. Therefore, growth in thisindicator
denotes the likelihood of demand-pulled pressures on prices in past months,
which have not been dispersed completely. This interpretation is reinforced
by the fact that non-tradable inflation, excluding food and regulated prices, is
currently running above thetop of thetarget range, asit hasfor several quarters.
This was not the case in past years.

Tradable inflation, excluding food and regulated prices, also was up slightly
by April 2007 (2.11%), but has declined steadily ever since, ending September
at 1.2%, which is57 bp lessthan the rate at June (Graph 3). Given appreciation
so far this year (9.6%), the Bank’s forecasts predicted a more pronounced
drop in inflation for this group, which could indicate that other factors are
now in play, such as local and external demand. These elements might be
lessening the impact of appreciation on inflation.

The slowdown in annual regulated price inflation during recent months has
offset part of the increase in the non-tradable CPI. In September, regulated
inflation was 6.0%, which is 144 bp below the rate in June (Graph 4). This



subgroup benefited from the low rate hikesfor public

utilities, partly because a fraction of those prices REGULATED CPI

depend on changes in the PPI, which allowed for ANNUAL VARIATION
lessgrowth. However, the corrections have not been (Porcentage)
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by El Nifio weather during much of the first half of
theyear. The most recent peak wasin May (10.0%); Foop CPI

after that, food inflation fell steadily until September ANl VARIATION
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The slowdown in annual food inflation as of May
2007 is associated with the dip in prices for

i i i i FooD INFLATION: A BREAKDOWN
perishables, especially fruits and vegetables. Prices ANNUAL VARIATION
for processed foods also fell during the third quarter, (Percentage) Percentager
although less so than prices for perishables (Graph 12,0 400
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The price of foods
affected by demand
continued to exert
pressure on inflation.

country’s poultry industry as a response to the steady increase in local and
foreign demand (mainly in Venezuela).

Food accounts for 69% of the build-up in inflation between December 2006
(4.48%) and September 2007 (5.01%) (Table 1). A look at food CPI in terms of
the four baskets that are subject to different price pressures shows the agricultural
supply affected by El Nifio weather was an important cause of higher annual
inflation between January and June. After that, and until September, it contributed
to disinflation. Once again, foods influenced by international prices exerted
downward pressure on inflation during the third quarter, thanks to recent
appreciation of the peso. This offset high food prices on international markets. In
contrast, food prices that are sharply affected by external demand (Venezuela)
remained a major factor with respect to inflation, as was the case with foods that
are sensitive to local demand.

B. FACTORS THAT DETERMINE INFLATION

1. Aggregate Demand

According tothelatest figuresreleased by the National Bureau of Statistics(DANE),
economic growth slowed from 8.1% to 6.9% during the second quarter of the
year (Graph 7). This figure was no surprise to the technical team at Banco de la
Republica. The changesin GDP during thefirst two quarters suggest the build-up
in growth registered during the first half of 2006 is tapering off and the economy
isreturning to more moderate growth. Even so, economic expansion in Colombia

remains high compared to the average for the decade

REAL ANNUAL GDP GROWTH

(Percentage)

9.0

(4.0%) and the average for the past 40 years (4.1%).

Although the increase in local demand slowed from
11.1% in the first quarter to 9.6% in the second, it
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continuesto fuel growth. Theincreasein local demand
isrunning at arate abovethat of grossdomestic product
(GDP), as it has since 2004. Consequently, the trade
deficit, inreal pesos, continues to widen and was 9.1%
of GDP in June (Graph 8).

The increase in local demand was led by household
consumption (7.9%) and by total investment (20.2%).
Government consumption accounted for only a small




portion, despite its recovery compared to the previous
guarter (from -0.6% to 1.6%) (Table 1). Its limited
momentum is consistent with the government’s
consolidated deficit targets for this year (de -0.7%).

The item that contributed the most to GDP growth
during the second quarter was household consumption:
5.0 percentage points (pp). Durable goods were the
component with the largest increase (27.3%),
continuing the sharp upward trend initiated in mid-2003.
The second component to experience the most growth
was semi-durables consumption (7.3%). The other two
components of private consumption showed important
momentum, although not as much. Non-durable goods,
which accounted for a significant share of household
consumption, areacasein point. Their annual increase
came to 5.5%, while services such as home rentals,

REAL ANNUAL GROWTH IN GDP
AND LOCAL DEMAND, AND THE BALANCE
OF PAYMENTS AS A PERCENTAGE OF GDP
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12.0
10.0

8.0
6.0
4.0
2.0
0.0
-2.0
-4.0
-6.0
-8.0
-10.0

entage)

(Percentage)

12.0

fin

10.0
8.0
6.0
4.0
2.0

Iy -

-4.0
-6.0
-8.0

-10.0

1IQtr. 01 IIQtr. 02

11 Qtr. 03

11 Qtr. 04

0 Trade Balance /GDP in Pesos (right scale)

GDP
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social, community and personal services, and commerce — the second leading

component — were up by 5.4% (Table 3).

Total investment was the second item to contribute the most to the annual variation
in GDP during the second quarter: 4.9 pp. Investment in transport equipment
remained the most dynamic, but has slowed with respect to earlier quarters.

Q.05 I1Qt.06 IIQtr. 07
----------- Local Demand
TABLE 3

REAL ANNUAL GDP GROWTH BY TYPE OF EXPENDITURE
AND CONTRIBUTION TO GROWTH
(PERCENTAGE)

I Qtr. 07 Il Qtr. 07 Contribution
End Consumption 5.9 6.5 5.3
Household 7.9 8.0 5.0
Government (0.4) 1.6 0.3
Gross Capital Formation 30.1 20.2 4.9
Gross fixed capital formation (GFCF) 27.8 13.9 3.0
GFCF without civil works 24.6 12.8 2.2
Civil works 39.9 18.2 0.8
Variation in inventory 51.1 74.8 1.9
Local demand 111 9.6 10.3
Local demand without variation in inventory 10.2 8.0 8.3
Total exports 8.6 4.3 0.8
Total imports 21.0 16.3 4.2
GDP 8.1 6.9 6.9

Source: DANE. Banco de la Republica's calculations.
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Household consumption
was the item that
accounted for most of
the growth.

However, investment in machinery and equipment and in civil works also
continued to perform quite well, having grown by 22.2% and 18.2%, respectively.
The increase in investment in the agricultural sector was modest (1.8%) and
similar to what it was in the first quarter. Investment in buildings, apart from
civil works, was the only component in the group to see negative growth (-
1.5%). According to DANE, this was due to a lesser amount of progress in
ongoing works.

Total imports, in real pesos, were up by 16.3% compared to the second quarter
of 2006. This is 4.7 pp less than the increase registered during the previous
guarter. Indollars, CIF imports of consumer goodsincreased the most (31.0%).
This is consistent with the sharp rise in household consumption. Imports of
capital goods and raw materials, in dollars, also saw considerable growth during
this period: 20.5% and 27.7%, respectively. This strong momentum is backed
by moreinvestment in machinery and equipment and in civil works (as described
earlier).

Exports in constant pesos slowed during the first and second quarters of 2007
(from 8.6% to 4.3%, in that order). This was due mainly to weak oil export
performance so far thisyear, but also to the sharp drop in service exports (17.5%)
measured in real pesos. The calculations for these exports were affected by
peso appreciation during the first half of 2007.

No major change in growth was registered for exports in dollars during the
second quarter. The accumulated increase in merchandise exports for the
previous 12 months was 17.2%, spearheaded by non-traditional exports, with

21.5% growth, while traditional exports rose 12.8%

TOTAL TRADITIONAL AND NON-TRADITIONAL

EXPORTS IN DOLLARS
(ANNUAL GROWTH IN
THE LAST 12 MONTHS)

(Percentage)

50.0

(Graph 9). Ferronickel and coals were the most
important components of this last item, registering
125.1% and 31.6% growth, respectively. Coffee
exports have recovered throughout the year, thanks
to higher international prices and their impact in

400 |
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20.0
100 |

0.0

terms of boosting supply. The annual increase in
coffee exports was 16.5% by June. In contrast,
the value of oil exports in dollars dropped 8.4%
during the second quarter with respect to same
period in 2006. Thisdecline is explained by less ex-
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portable supply and lower international pricesduring
those months.

Jun-00 Jun-01 Jun-02 Jun-03
Totals ~ sresesenens

Source: DANE and Banco de la Republicas calculations.
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the accumulated figure for the annual increase in

exports to that country, in dollars, was 73.1%. In

ANNUAL GDP GROWTH IN TRADABLES

contrast, exports to the United States fell by 5.5% AND NON-TRADABLES
during the same period, possibly because of less (Percentage)
growthin US demand and theincreased in competition 1o
Colombian products (particularly textilesand clothing) 00
face from Asian and European manufacturers (See o | ) R
Box 1).

5.0
From the standpoint of supply, the slowdown in GDP 30
during the second quarter of 2007 involved both o ﬂﬂ w W N |
tradables' and non-tradables?. The increase in S
tradables went from 8.7% during the first quarter to . 11 Qtr. 02 11 Qtr. 03 11 Qtr. 04 11 Qtr. 05 11 Qtr. 06 11Qtr. 07
6.9% in the second, while non-tradables slowed from i Tradabls FI Non-nadibles
7.8% t0 6.9% (Graph 10). The reduction in tradable Source: DANE. Banco de la Replblicals calculations.

GDP growth was due largely to the drop in oil
production, while dwindling growth in the building construction sector was
primarily responsible for the slowdown in non-tradables.

A breakdown by sectors shows industrial manufacturing was still responsible
for the largest contribution to growth (1.8 pp), followed by commerce, repairs,
restaurants and hotels (1.3 pp) and transport, storage and communication (1.0
pp). Unlike the first quarter, construction made little difference in GDP growth
(having contributed 0.4%), because of the drop in building GDP (mentioned
earlier) and a slowdown in civil works, which plunged from 39.9% growth in
the first quarter to 18.2% in the second. The agriculture, livestock, forestry,
hunting and fishing sector remained weak, accounting for only 0.3 pp of the
variation in GDP (Table 4).

2. Surplus Production Capacity

Available indicators in the second and early third quarters of 2007 suggest that
surplus production capacity continues to decline and production is growing, as it
has for more than a year. The expected demand/ installed company capacity
ratio, published in the Fedesarrollo Business Opinion Survey, isclear inthat respect.

1 The tradable sectors are agriculture and livestock; forestry, hunting and fishing; mining and
quarries; industrial manufacturing; water, air, supplementary and auxiliary transport services;
and company services (excluding financial and real estate services).

2 The non-tradable sectors are electricity, urban natural gas and water; construction; commerce and Exportsto Venezuela
repairs, restaurants and hotels; land transport services; postal services and telecommunications; have been the most
financial intermediation and related services; real estate and home rental services; social, community
and personal services. dynamic.
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REAL ANNUAL SECTOR GROWTH IN GDP

(PERCENTAGE)

I Qtr. 07 Il Qtr. 07 Contribucion

Agriculture, forestry, hunting and fishing 1.9 2.8 0.3
Mining and quarries (0.5) 4.8 0.2
Electricity, gas and water 3.8 1.8 0.1
Manufacturing industry 14.5 12.1 1.8
Construction 27.1 6.2 0.4

Buildings 17.8 (1.7) (0.1)

Civil works 39.9 18.2 0.5
Commerce, repairs, restaurants & hotels 11.6 10.8 1.3
Transport, storage & communication 10.3 12.1 1.0
Financial, insurance, real estate and business

service companies 5.0 15.7 2.5
Social, community and personal services 0.4 1.8 0.3
Financial intermediation, measured indirectly 8.5 80.2 2.3
Sub-total: Aggregate value 7.4 6.1 0.0
GDP 8.1 6.9 6.9
Tradables & 8.7 6.9 0.0
Non-tradables 7.8 6.8 0.2

a/ It is assumed the tradable sectors are agriculture, mining and manufacturing; air, water, complementary and auxiliary transport
services, and some private services provided to companies.
Source: DANE. Banco de la Republica's calculations.

GRAPH 11

DEMAND EXPECTED IN THE NEXT 12 MONTHS
COMPARED TO INSTALLED CAPACITY

(balance)
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Note: Seasonally-adjusted series.
Source: Fedesarrollo. Banco de la Reptiblica's calculations.

Although this variable has not increased in recent
months, it is still high from a historical perspective.
Consequently, businessmen are likely to use more of
their resources and installed capacity to meet the current
demand (Graph 11).

In the past, extensive use of production resources was
accompanied by inflation pressure, which might now
be the case as well. The surge in the various core
inflation indicators between May 2006 and May 2007,
and theincrease since November 2006 in non-tradable
inflation, excluding food and regulated prices, are
evidence to this effect. Both these signals denote the
presence of demand-pulled pressures during the second
and third quarters, which were not contained fully by
expectationsor by productivity gains. If factor utilization

continues at the levels witnessed so far, the presence of inflation pressuresin the
months ahead cannot be ruled out.

In short, the central scenario for thisreport takes into account the high production-
capacity-utilization rates observed in the third quarter, which are similar or even
more than those in the second quarter. Although some of the indicators began to
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stabilize, or declined somewhat on this occasion, it is

till unclear if thismovement impliesageneralized bresk

OUTPUT GAP

in trend.
(Percentage)
3.0
Taking this into account, plus the growth witnessed 20 |
during the first half of the year and the data on 10 /\
investment and theincreasein employment, thevarious 0 N\
methods Banco de la Republica uses to estimate the ;Z / \/
output gap place the average for 2007 between 1.3% 20
and +3.9%, with 2.6% being the most likely (Graph 40
12). These results are similar to those published in the =0
June report and suggest the output gap, although high, o 1979 1981 1985 1985 1957 1989 1991 1993 1995 1997 1999 2001 2005 2005 2007
would not continue to grow during the latter half of (proi) Projected "
2007 Source: Banco de la Replblica.
Implicit in the foregoing estimate is potential GDP HEAVY CONSTRUCTION WAGE INDEX
growth above 5% for 2007. However, according to At variaion
the production function approach, this is explained 10.0
largely by more intensive use of production factors 9.0 i
(capital and labor) rather than by productivity gains. 80t .

7.0
6.0

5.0

3. Wage Costs and the Labor Market

4.0

3.0

So far this year, most wage-cost indicators show less
annual variation compared to the same period in 2006.
Construction was the only exception. Wages in that

Note: Laborers include foremen, manual workers, craftsmen and factory hands.

sector have Soarw becau% Of Wages for |ess_§<| | |ed Employees include chief engineers, assistant engineers, clerks, accountants and watchmen
Source: ICCP-DANE.

2.0

. . . . . . . . .
Sep-02 Mar-03 Sep-03 Mar-04 Sep-04 Mar-05 Sep-05 Mar-06 Sep-06 Mar-07 Sep-07

Laborers ~ eeereeeees Employees

labor. Theannual wageincreasein commerce remained
stable, but the increase in industrial wages slowed NOMINAL WAGE COSTS

i i . IN INDUSTRY AND COMMERCE
(Graph 13). At the same, the wage-hike indicators
based on collective bargaining agreements show that o
most increases in 2007 were under 6%, which isbelow 120
the average increase bargained in 2006 (Table 5). 16.0

14.0

(Annual variation)

12.0

Employment figures, on the other hand, suggest the

10.0

labor market continuesto tighten. The unemployment 8.0

rate, which had not fallen since mid-2006, coinciding o0

with the change in the method DANE used for its Job zz I

Survey, declined once again in recent months.  Urban 0.0 s T— s T— s T—

Aug-02 Feb-03 Aug-03 Feb-04 Aug-04 Feb-05 Aug-05 Feb-06 Aug-06 Feb-07 Aug-07

Industry ~ eeesseese Commerce

unemployment was 11.1% in August, which is 1.5 pp
