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INTRODUCTION

Consumer inflation stood at 4.85% in December 2005, lower thanin 2004
(5.5%) and within thetarget range of 4.5% - 5.5% set by the Banco dela
Republica sBoard of Directorsfor 2005. And thisdeclining trend has
continued over the early months of 2006.

Thefal ininflation has gone hand in hand with faster output expansion.
Colombia’ sheadline GDP growth has averaged 4.3% in the past three
years, surpassing growth for Latin Americaasawholeand for individual
countries such asBrazil and Mexico.

Internal and external factorsalike have been the driving force behind the
economy’ sstronger performance. Theinternal factorsinclude consumer
and investor confidence, aggregate spending growth and improved
productivity; low real interest rates have been of key importance, too, as
hasthe ampleliquidity provided to the economy in recent years by the
Banco delaRepublicawithout jeopardizing inflation targets. Theexternal
factorsinclude, notably, strong stable growth among Colombia smain
trading partners, favorableterms of trade and greater capital flows, parti-
cularly asforeign direct investment (FDI).

Thecurrent favorabl e situation isexpected to continue over theimmediate
future. Business and household surveysreveal high levelsof confidence,
so that private spending can be expected to remain buoyant all through
2006.

Privateinvestment, in particular, should continue high, with machinery and
equipment as amajor component, usually associated with productivity
gains. At the same time, lower unemployment, real wage growth and



expanding consumer credit should boost household consumptionin both
durable and nondurabl e goods. Foreign projections, too, indicate that the
termsof trade and adynamic world economy should continuetofavor export
growth.

The Colombian economy’ ssustained growth in recent years has brought
social benefitsin terms of lower unemployment and poverty levels. In
effect, between December 2002 and December 2005, unemployment fell
from 15.6%to 10.4% and, according to the National Planning Department,
the proportion of the population below the poverty line decreased from
54% to 49%.

To consolidate this progress the economic authorities face the major
challenge of ensuring ahigh level of sustained growth. To thisend, all
risksliableto affect economic growth negatively haveto beidentified. An
economy achieving substantial expansion, as Colombia sdidin 2004 and
2005, strengthensits economic indicators and becomeslessvulnerable.
But the very buoyancy of itsgrowth impliesnew risksthat will need to be
recognized and dealt with in atimely manner.

Itiswell known that over-appreciation of the peso compromisesgrowth
sustainability by making exports less competitive and by subjecting
domestic production to seriousinternational competition. The country’s
economy thus becomes more vulnerableto negative external shocksin
the future. The monetary authority isfully aware of thisrisk and has
consistently taken measuresto forestall it. To thisend it hasbeen applying
adiscretionary intervention policy since September 2004, acquiring $4,658
million in 2005 and afurther $1,110.7m between January and February
2006. During this same period it has sold reserves worth $4,250m to the
government, thereby allowing thelatter to prepay costly foreign debt and
alsotoreplaceit by domesticindebtedness. Discretionary intervention
has been adetermining factor in moderating the pace of appreciationinan
international context of aweakening dollar, without jeopardizing theinfla-
tion targets.

Growth may also be affected by unexpected external changes, such as
terms-of-trade shocks, financial panics, contagion from criseselsewhere,
and other factors capable of causing areversion of capital flows. One
way of reducing therisk to growth isto accumul ateinternational reserves
and decrease short-term foreign-debt obligationsto such levelsasallow
the economy to overcome said unexpected changes asinexpensively as
possible. At December 2005 net international reserves amounted to
$14,947.3m, alevel considered adequate, as discussed in the body of
thisReport. An adequate volume of reservesmakesit lesslikely that an
external crisiswill occur and, should one do so, actsasafinancial cushion
that minimizesthe need for making asudden adjustment to the economy.



Thus, ahigher level of international reservesreducesthe cost of apossible
crisis, intermsof loss of output and employment.

Another aspect that isbeing carefully analyzed inthe Inflation Reportsis
the possibility of excessaggregated demand making it difficult to meet the
inflation targets. The Board of Directorsremainsalert to the existence of
thisrisk. To evaluate it the Board monitors the economy’ s behavior
rigorously by means of productive-sector surveysand the analysis of
numerous economic variables. Theinformation thus obtai ned about the
level of capacity utilization hel psto identify in good time any bottle-necks
liableto bring about price pressures. The Board also relies on numerous
econometric modelsthat enableit to assessthe most likely paths of future
price and output movements, providing abasic tool for timely decision-
making.

Financia-system stability isanother determining factor of growth that needs
to be sustained. The experience of 1999 clearly showed that areal -sec-
tor crisis goestogether with afinancial-system crisis and that the two
reinforce each other. Aware of thisdanger, the Bank’ sBoard of Directors
attaches particular importance to assessment of thisrisk, using the best
techniquesappliedinternationally and presenting theresultsinahalf-yearly
Financia Stability Report. Thefinancia sector’ scurrent healthy situation
is reflected by loan-quality, loan-coverage, profitability and capital
soundness-indicators, which areat historical peaks. However, thegrowing
share of public-debt securities (TES) inthefinancial system’ sbalance
sheet hasled to their val uation representing an increasing portion of the
system’ sincome. Asaresult, financial institutions are more sensitiveto
interest-rate changes. Progress in measuring, regulating and monitoring
market risk isof vital importanceto thefinancial system’ sstability.

Some analysts have suggested that apotential risk isassociated with the
rapid increasein the value of assetsother than TES, particularly shares
and property. Stock priceshaverisen considerably, and some shares may
beovervalued. But afal in share prices posesalow risk to the economy,
for equity holdings make up barely 1% of the portfolios of households
and of some financial intermediaries. In the property market thereis
currently no indication of ahousing-price bubble; rather apricerecovery
hasreversed thedramaticfall of thelate nineties. And unlikewhat occurred
in the past decade, househol ds have not financed their home purchasing
through high levelsof borrowing, with the result that the mortgage portfolio
still registers negative growth rates. Moreover, it is not obvious that
monetary policy should respond to asset-pricevariations, for by trying to
do soit might makereal activity morevolatile.

It is clear to the monetary authority that management of its policy
instruments, particularly theinterest rate, iscrucia to preserving monetary



stability. But the authority isalso aware that the full weight of thistask
cannot be borne by asingleinstrument, no matter how powerful. Hence
itsbelief that it isessential for monetary policy to be complemented by
fiscal policy to bring about the strongest possible growth in a context of
stability; and to thisend it is of paramount importance to have afiscal
management committed to austerity and rehabilitating the public finances.
In thisrespect, the Board regards the consolidated public-sector fiscal
balance achieved in 2005 as a highly positive development, which has
moreover helped to reduce appreciation pressures on the peso by
moderating external financing needs. Prepayments of external public debt
have also furthered thisaim, by giving the Banco delaRepublicagreater
scopefor intervention in the exchange market.

It isimportant to maintain thisfiscal balancein the future and therefore
essential to pursuestructural reformsin taxation and subnational transfers.
Tax reform is required not only to make up for the disappearance of
transitory income items, such as the wealth tax and the financial-
transactionslevy, but also becauseit will help to make the tax system
fairer and more efficient by eliminating exemptionsand broadening the tax
base. The system of subnational transfershasto seek areasonable balan-
ce between the government’ sincome-generating capacity and theregions
needs. It should be pointed out however that maintaining afiscal balance
infuture may requiregreater effort if conditionsdo not remain asfavora
bleasthey aretoday.

Thisreport isorganized inthe sameway asusual: Chapter | outlinesthe
main results of economic activity and employment in 2005 and the outl ook
for both for 2006. Chapter 11 presentsinflation resultsand outlook. Chapter
I11 describes policy action taken by the Banco delaRepublica sBoard of
Directorsin 2005 and movementsin the exchangerate, interest ratesand
monetary aggregates; it a so anayzesthefinancial system’ scredit behavior
and stability indicators. Chapter 1V discusses public-finance devel opments
and the outlook for 2006. Chapter V reviewsthe country’ s balance-of -
payments movements and outlook. Chapter VI describesthe situation
and management of Colombia’s international reserves, and also the
indicatorsof external vulnerability. Lastly, Chapter V1I presentsthe Ban-
codelaRepublica sfinancia statementsat the end of 2005 and its profit
forecast for 2006.

Thisreport also includes anumber of boxesonissuesthat the Board of
Directorsconsider particularly rel evant to the present economic situation:
the relationship between asset-price behavior and monetary-policy
management (Box 1); adiscussion on nominal and real exchangerates,



their significance and determinants (Box 2); an assessment of the
Colombianfinancia system’ scurrent credit, market andliquidity risks(Box
3); evolution of the Pension Funds' portfolio (Box 4); workers' remittances
and their economicimpact (Box 5); and, lastly, adiscussion ontherevised
program for external management of the international reserves (Box 6).



. ECONOMIC ACTIVITY
AND EMPLOYMENT

The latest estimates point to a GDP growth of around 5%, compared with a
3%-4% range expected by most analysts. This 5% growth rate is higher than
the past century's historical average and, in real terms, raises per-capita
GDP above the levelsreached before the late -nineties’ crisis.

The pace of growth
has responded to
various factors,
including low interest-
rate policies, which
could be maintained
thanks to lower
inflation, external
conditions, consumer
and investor
confidence and
productivity and
employment gains.

Economic growth in 2005 was around 5.0%, aperformance not seenfor a
decade. With growth of over 4.0% for threeyearsrunning, recovery fromthe
late-nineties crisis has taken firm hold. Since 2003 Colombia s average
economic growth hasexceeded averagegrowth for Latin Americaasawhole
andfor individua countriessuch asBrazil and Mexico. The paceof growth
hasresponded to variousfactors, including low interest-rate policies, which
could be maintained thanksto lower inflation, externa conditions, consumer
andinvestor confidenceand productivity and employment gains.

Theexternd factorscontributing to economic dynamisminclude, notebly, srong
stable growth among Colombia smain trading partners, favorableterms of
trade, and capital flowsto emerging countries. In addition, Colombiaand
most other countries of the region saw their country-risk premiums fall
substantially during 2005. All these factors hel ped the peso to appreciate
against thedollar, by around 4.4% in 2005.

Thefavorableexterna environment together with macroeconomic policy led
toacond derableexpand onin aggregate oending. Privateinvestment remained
buoyant, rising asapercentage of GDP by morethan the historical average
for thesecond year running. Therewasmoreover an upturnin personal con-
sumption of both durable and nondurable goods. Figuresfor 2005 show
househol d per-capitaconsumption at the peak level sregistered beforethe
late-nineties’ crigs.

Traditiona and nontraditiona exportsincreased substantidly indollar vauein
2005. Venezuda seconomic growth continued to gain ground in Colombian
sales of nontraditional products, reaching levels similar to those of other
economies, whilenontraditiona exportsto the United Statesrosetoahistorical
peak indollarsin 2005.



Imports accelerated in 2005, driven by real exchange-rate appreciation, Figures for 2005

investment buoyancy and greater economic activity. In effect, capital and show household per-
intermedi ate goods accounted for most of theincreaseinimports, reflecting capita consumption at
favorableinvestment conditionsand greater vitality inthe productive system. the peak levels

For their part, overseas purchases of consumer goods indicate an registered beforethe
improvement in household income and a perception that it will prove late-nineties crisis.
sugtainable.

Theeconomy’ ssatisfactory performance, and favorable expectationshave
had apositiveeffect on job creation. Thus, in 2005 national unemployment
decreased to 10.2% and urban unemployment to 12.1%.

A. ECONOMIC ACTIVITY

Economic growth in 2005 surpassed government
and privateforecasts. Thelatest estimates point to THE COLOMBIAN ECONOMY'S
aGDPgrowth of around 5%, compared with a3%- REAL ANNUAL GrOwWTH
4% range expected by most analysts.! This 5% (Percentage)
growthrateishigher thanthepast century’ shistorical 100
averageand, inreal terms, rai ses per-capitaGDP
abovelevelsregistered beforethelatenineties’ cri- T ,\\ M )
sis(Chart 1).2 i Y vlv
N |
1.  Domesticdemand - V
20 E
Businessand household confidenceremained high, o
hel ping to rai se consumption and investment, while 1905 1915 1025 1935 1945 1055 1965 1975 1985 1995 2005(")
low interest ratesand domestic and foreign financing T GDP (1994 pricesmoothing) T Mistorical average
facilities benefited growth in domestic demand.
Recovery in employment since 2004 has also GDP PER HEAD
boosted thisdynami C. (Millions of 1994 pesos)
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1 At the time of this writing no fina growth data are available

for 2005. 12
2 The National Statistics Agency (DANE) is now revising
industrial growth for 2004 and 2005, which will affect GDP 1.0
estimates for that period. Preliminary exercises show that 1977 1981 1985 1989 1993 1997 2001 2005()
growth for 2004 may have been 0.4% higher than reported so
: H * Projected by the Banco de la Republica
far, reachi ng 4.4%, and 2005 grOWth 0.2% hlgher than expe(:ted Source: National Statistics Agency (DANE), National Planning Department and Banco de la
for the full year. Republica



HOUSEHOLD CONSUMPTION REAL ANNUAL GROWTH,

Theincreasein public and privatedomestic demand

BY NATURE OF GOoODS

(Percentage)
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in 2005 came largely from investment and from
recovery in household consumption. Growthin
household consumption averaged 4.5% in the past
two years, aperformancenot seen for adecade.

Andfor thefirst timesincethecrisisall consu-
mer goods, not just durables, increased
substantially. By contrast, private consumption
of serviceshastill not recovered thegrowth rates
of themid-nineties (Chart 2).

Private investment as a percentage of GDP
exceeded the historical average for the second
year running. Investors took advantage of the
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itical environment,
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good-for-business economic and socio-political
environment (as shown by Fedesarrollo’ sbusi-
ness opinion polls), ample liquidity in the
economy, and favorable external conditionsfor importing capital goods.
Said external conditionsstrongly fueled growth inimports—65% of imports
consisted of intermediate and capital goods.

o Services = Durables

2. External demand

Asstated above, the growth of Colombia smain trading partnerscontinued
to contribute to the economy’s good performance and to favor
nontraditional exports (Chart 3). Dollar growth was substantial in
nontraditional exportsto all destinations, particularly Venezuela, Mexico
and Peru. Nontraditional exportsto the United States stabilized in the
second half of theyear. It isimportant to point out that salesof industrial
productsto Venezuelaand the United Statesin 2005 wereat smilar levels.

Theexternal setting was completed by favorable development of theterms
of trade, chiefly for traditiona exports. Thepriceof oil remained historically
high, asdid coal and coffee prices, causing traditional exportsto show a
substantial dollar growth, partly mitigated by afall in the volume of oil
sold.

Inlocal currency, however, the country’ soverall exportsgrew by some
5.0% in 2005, as against 10.4% in 2004. This slowdown in real export
growth may have been associated, among other things, withthefall inthe
volume of oil sales, the exchangerate’ sreal accumulated appreciation,
and slower growth in demand from the United States and other markets
(including Mercosur). Some Colombian products are probably facing



greater competition in these markets, partly
because of the entry of countriessuch asChina coro Crons

inthe garment and chemicalsindustries (Chart 3). (12-MONTH ACCUMULATED)

Import growth accelerated in 2005 relative to Mo TRARICIONALES

2004, as a result of real appreciation in the (Millions of dollars) (Percentage)

exchange rate, buoyancy in investment, and 120
stronger economic growth. Asstated earlier, there 10200
isadirect relationship between higher investment o200 |
in machinery and equipment and capital -goods
imports. Favorable investment conditions,
expectations of stable growth, and household ¥
perception of sustainablefutureincomearefactors 6200 |

that most probably account for the growth in 5200
overseas purchasing.
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As explained in detail below, good export
earningswere accompanied by capital inflowsinto
the economy from excessliquidity ininternatio- (Millionsof dollars) (Percentage)
nal markets, low country-risk spreadsand ayield 11,200
differential infavor of peso securities. The effect 10200
of all these capital inflows on the peso’s
appreciation was mitigated by the Banco dela
Republica sexchange-rateintervention policy, and
by the government’ sdecision to prepay foreign 7.200
debt and accumul ate assets abroad. I n effect, the 6200
Banco delaRepublicabought $4,658 m of foreign
currency in the exchange market in 2005; this

operation wasfacilitated by the sale of $3,250 m B 0 o Dm0l Dm0 Om® Dm0t Dt
of foreign currency to the government. The net
result of consolidated public-sector operations
was adecrease of some $2,900 min net liabilities
totherest of theworld, said amount including net
external-debt payments of $1,256 m and accumulation of foreign assets
worth $1,671m. Between January and February 2006 the Banco de la
Republicabought $1,110.y in the exchange market and sold $1,000 to
thegovernment.

TRADITIONAL

9200 | ~°
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Source: DANE.

Trendsin 2006 point to aGDP growth of 4.0%-5.0%, with astrengthening
of consumption in both the public and the private sectors. Given afall in
crude-oil production and stable coffee production, real export growthin
2006 is expected to be around 1.5% (Table 1).

With consumption and investment rising strongly (by 5.4% and 15.4%
respectively), real import growth isexpected to be around 15%-—-or more,
judging by developmentsearly intheyear. Inthiscontext, growth in 2006



will be concentrated in the economy’ s nontradabl es sectors, mainly
commerce, transport and communications and public and private
construction. Accordingly, GDP growth isexpected to run between 4.5%
and 5.0% (Table 2).

GROSS DOMESTIC PRODUCT, BY TYPE OF SPENDING
(ANNUAL PERCENTAGE GROWTH)
2004 2005 (*) 2006 (*)
Final consumption 3.9 5.0 5.4
Households 4.1 5.0 55
Government 3.3 5.0 5.0
Gross capital formation 11.7 25.1 15.4
Gross fixed-capital formation 12.8 18.2 12.3
GFCF excl. civil works 21.9 17.1 12.8
Civil works (19.1) 24.1 10.0
Domestic demand 5.3 8.8 7.5
Total exports 10.4 5.5 15
Total imports 16.9 24.1 15.1
Gross domestic product 4.0 4.9 4.5
(*) Banco de la Republica projections.
Source: DANE; calculations by Banco de la Reptblica

GROSS DOMESTIC PRODUCT, BY SECTOR
(ANNUAL PERCENTAGE GROWTH)

2004 2005 (*) 2006 (*)

Farming, forestry, hunting and fishing 25 2.9 1.9
Mining and quarrying 2.2 35 0.7
Electricity, gas and water 2.8 3.4 2.6
Manufacturing 4.8 2.2 3.1
Construction 9.7 10.0 6.1

Buildings 30.3 3.7 4.0

Obras civiles (19.2) 24.2 10.0
Trade, repairs, restaurants and hotels 5.8 8.8 5.7
Transport, storage and communication 5.1 5.4 6.1
Financial estabs., insurance, real estate

and business services 4.3 3.6 3.2
Social, community and personal services 2.7 4.2 5.0
Financial intermediation services measured indirectly 12.2 9.9 5.5
Subtotal value added 3.8 4.2 3.8
Gross domestic product 4.0 4.9 4.5
Taxesless subsidies 6.9 14.4 12.4
Net FISIM financial services 1.9 1.4 2.3
Tradables 3.6 3.4 3.3
Nontradables 4.3 5.8 5.2

(*) Banco de la Republica projections.
Source: DANE; calculations by Banco de la Reptblica



B. EMPOYMENT AND UNEMPLOYMENT

Both nationwide and urban unemployment® were on adeclining trend
throughout 2005, dropping to their lowest levels in five years. At
December 2005 national unemployment was 10.2%, down from 12.1%
ayear earlier,*whilethe urban rate stood at 12.1%, down from 13.7%°
(Chart 4).

Thedropinunemployment resulted largely fromariseinthenumber of people
withjobs. The period 2004-2005 saw the creation of 494,000 job openings
nationwide and 315,000 inthe 13 largest cities, or an annual employment

8 The urban rate refers to thirteen cities: Bogota, Medellin, Cali, Barranquilla, Manizales,Pato,
Cucuta, Ibagué, Monteria, Cartagena and Villavicencio.

4 Thisis the three-day moving average; the point information for December was 10.4%, compared

with 12.1%.
5 Thisis the three-ay moving average; the point information for December was 12.2%, compared
with 13.0%.
UNEMPLOYMENT RATE JoB CREATION
(3-DAY MOVING AVERAGE) (3-DAY MOVING AVERAGE)
(Percentage) (Thousands of people, 13 cities)
20.0 600
500 1
180 400 |
300 1
16.0
200 ‘
- \‘ MH M\HHHI\II”W
’ o ‘| AL AL OO0 e \ | |
. T
120 . -100 ]
121 102 -200 1
10.0 L L L L L L L \l' -300
Dec-01 Jun-02 Dec-02 Jun-03 Dec-03 Jun-04 Dec-04 Jun-05 Dec-0% Jul-03 Jan-04 Jul-04 Jan-05 Jul-05 Jan-06
— Ubaoo - Nationwide . Employed D Underemployed D Not underemployed
Note: Job creation refers to the absolute variation in the number of people with jobs relative to the same period the year before.
Source: DANE, and DANE Continuing Household Survey; calculations by Banco de la RepUblica.
LABOR-MARKET STATISTICS
(AVERAGE ANNUAL CHANGE IN NUMBER OF PEOPLE)
Period Nationwide 13 cities
Employed Unemployed Underemployed Employed Unemployed Underemployed
2001-2002 114,022 178,421 647,325 234,669 (11,094) 319,977
2002-2003 846,653 206,377 (276,147 317,837 (38,690 30,597
2003-2004 111,011 111,337 (74,358 120,777 (120,290 (106,114)
2004-2005 494,074 (360,821) 55,385 315,706 (109,389) 115,666

Source: DANE; calculations by Banco de la Repblica



increase of 2.8% and 4.0% respectively (Table 3).

INACTIVITY RATE
(ANNUAL AVERAGE)

(Percentage)
420

Thisincreasewasmorethan sufficient to absorb the
new labor supply (expansionintheeconomically
active population), thereby reducing the number of
jobless.

390

360

33O

300

Theevolution of underemployment over theyear
suggeststhat the changein the number of people
holding jobs was associated with formal
employment. Ineffect, the contribution of underem-
ployment to therisein employment waslessthan
12.0% (55,000 people) at the national level and
36.6% (115,000 people) at theurbanlevel. Those

2001 2002 2003

figuresindicate an improvement in employment

2004 2005

B naionwide O 13 ciies qudity intownsother thanthe 13 mgor citiesandin

Source: DANE; calculations by the Banco de la Republica.
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thewider countryside. Thestronger impact of urban
underemployment began to wane from the second
half of theyear.

In short, the decrease in unemployment in 2005 isexplained by arisein
employment and, in the case of the national rate, also by adeclineinlabor
supply. Theeconomy’ ssatisfactory performance and favorable expectations
havea so had apositiveimpact onjob creation. Taking into account the GDP
growthforecast for 2006, unemployment isexpected to continueto decrease
over theyear (Chart 5).



[I. INFLATION IN 2005
AND OUTLOOK

Lower inflation expectations undoubtedly helped to reduce inflation in
both tradables and nontradables and constituted a major achievement
of monetary policy, reflecting asthey did greater confidence in the
monetary authority's ability to move inflation toward the target.

The reduction of
consumer inflation in
2005 resulted from a
sharp fall in nonfood
inflation, which
dropped from 5.5%
in December 2004 to
4.1% a year later.

A. CONSUMER INFLATION

Annual consumer inflation in 2005 was 4.85%, down by 64 basis points
(bp) onayear earlier. It ran within the 4.5%-5.5% target range set by the
Bank’sBoard of Directors (Chart 6), making it the second year running
that theinflation target was strictly met.

Thereduction of consumer inflation in 2005 resulted from asharpfal in
nonfood inflation, which dropped from 5.5% in December 2004 to 4.1%
ayear later (Chart 7). In contrast, food inflation rose by 116 bp to 6.6%
by the end of 2005 (Chart 8).

In early 2006 consumer inflation continued to decrease, down to 4.19%
in February, thanksto fallsin both food inflation (5.4%) and nonfood
inflation (3.9%). Lower nonfood inflation resulted largely from adecline
(222 bp over the last two months) in regul ated goods and services; this
itemincludes utility rates and transport and gasoline prices. Regul ated-
price inflation was driven down by the behavior of water-supply and
transport charges.

B. CORE INFLATION

Thecoreinflation indicatorsthat the Bank estimates averaged 4.0% at
theend of 2005, thelowest averageintheir history. Oneof theseindicators
isnonfood inflation, which registered reductionsin all itscomponents but
especialy in tradables (determined basically by the exchange rate) and
regulated services. Both groups have been on adeclining trend since 2004.
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From December 2004 to December 2005 nonfood
nonregul ated tradablesinflation fell from 3.5%to
2.2% (Chart 9).° An even greater fall occurredin
theinflation of regulated services, which dropped
from10.2%106.7% (Chart 10), thanksto reductions
initsthreemain components: fud, utilitiesand public
transport. Readjustmentsto thepriceof fuel in 2005
weresmaller thanin 2004, causing theindicator to

8 This refers to the contribution to deceleration; that is, it takes
into account the weight of the basket.

ANNUAL TRADABLES INFLATION
(EXCLUDING FOOD AND REGULATED PRICES)

(Percentage)
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drop from 16.9% in December 2004 to 10.3% a

year later.

ANNUAL NONTRADABLES INFLATION
(EXCLUDING FOOD AND REGULATED PRICES)

Public transport, too, exhibited aconsiderablede- R
clineinannua inflation (430 bp over theyear), made 60
possibleby moderate or dmost zeroincrementsin
Bogota transport charges especialy in the fina
quarter of theyear (aperiod of increasessomeyears 50
back). Thisbehavior issurprising, given the accu-
mulated fud -priceadjusmentsof the past twoyears,
30, the possibility cannot beruled out that the good 40
result at year-end 2005 wasthe effect of postponing
readjustmentsuntil 2006.
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Readjustmentsof utility ratesseemtohavegradudly

moved moreintolinewiththeBank’ stargets, after Source: DANE

several years of running higher than the targets

becauseof thedismantling of subsidies, anong other
reasons. ThaelsweylndlcalonthathenaN Utlllty- ANNUAL NONTRADABLES INFLATION

rateformulasintroduced at theend of 2005 will be (FXCLUBING FOOD AND RECULATED PRICES)

cong stent with more moderaterate adjustmentsfor

the coming two years. ;F:mage)

Annual inflation in nonregulated nonfood o |

nontradablesa so decreased, but by less, running at

4.6%in December 2005, down from 5.3.% ayear 50 f T e

earlier (Chart 11).

4.0

Housing rents, having exhibited arising trend in
annual inflation from 2001 to the end of 2004,

3.0

interrupted this trend in 2005 and even gave 20 - - . . . .
indicationsof reversingit, particularly inthe second e o S A
half of theyear. Last December housing-rent infla- Source: DANE.

tion stood at 4.1%, some 60 bp lower thantwelve
months earlier’ (Chart 12).

C. FOOD INFLATION

Foodinflation showed arising trend until October, whenit peaked at 7%then
begantofal off (Chart 8). Food-staplepricesusualy go up inthefirst haf of

7 Housing rents have picked up since January this year, reaching 4.5% in February. Given their
high weighting (20.7%) in the consumer basket and the fact that they are already very close to
the targets, their behavior will be decisive in determining the direction of core and nontradable
inflation in 2006.
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STAPLE AND PROCESSED-FOOD INFLATION

theyear; inthe second half they decline, thanks

(Percentage)
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to greater supply. In 2005 the declinedid not start
until October; this explains the fact that in
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(Percentage) December 2005 annual inflation in food staples
0 (14.1%) was considerably higher than in
1 ®° December 2004 (4.5%) (Chart 13).
4 200
150 In contrast, processed-food inflation decreased
100 al through the year, notably because of lower in-
50 ternationa pricesand the peso’ sappreciation, two
00 factors that curbed price rises in imported
50 foodstuffssuch ascerealsand oils.
-10.0

Source:

DANE.

These results suggest
that the economy's

excess productive

capacity continued to

d
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decrease in 2005
espiteincreasesin
Investment and
productivity.

Dec-05

—— Staples (right scale)

D. DETERMINANTS OF INFLATION IN 2005

Generaly speaking, inflationisdetermined by four basicfactors: 1) excess
productivecapacity, ii) costsand wages, iii) expectations, and iv) thenomina
exchangerate. Thesevariablesare closely linked to themain transmission
channelsof monetary policy.

1.  Excesscapacity utilization

Useof theeconomy’ s productive capacity continued to increaseinthe second
half of 2005. Thelatest information available showsmost capacity-utilization
indictorsreturning totheir long-termlevelsor alittleabove them. Chart 14
presentsthe behavior of two of the most reliableindicators— utilization of
ingtaledindustrid capacity and adequacy of productive capacity—for meeting
demand increasesin the coming twelve months. Both indicatorsaretaken
from Fedesarrollo’ sBusinessOpinion Surveys. A fdl intheadequacy indicator
meansthat thereislessexcess capacity for meeting future demand increases.

Theseresultstaken together suggest that the economy’ sexcess productive

capacity continued to decreasein 2005 despiteincreasesininvestment and
productivity.

2. Costsand wages

Costswerenot amgjor sourceof inflationary pressurein 2005. And, dthough
wageincreases may have exceeded theinflation target range, they were off-



et by productivity gains. Thereisevidenceof this

in the case of manufacturing and retail wage

CAPACITY UTILIZATION

increases. on officia figuresto October 2005, real (SEASONALLY ADJUSTED SERIES)
manufacturing unit cogt (ratio of red wage per worker I
toreal productivity per worker) decreased by 1.0% oy
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2007 Source: Banco de la Republica.
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. Regul ated-priceinflation shoul d show something of adownwardtrend,
especidly inthefirst half of 2006, reducing inflationary pressurethis
year, in contrast to what occurred other years. Low utility-rate
adjustmentswould be the main factor contributing to thistrend and
would offset higher-than-target fuel-price rises. In 2007, however,
regulated-priceinflationislesslikely to continueto lower inflation,
becausefuel and public-transport pricesmay climb higher.

. Fdlingfoodinflation should helpin meeting thetarget. Thefallswould
be concentrated inthefirst half of 2006, and the possibility cannot be
excluded of something of apick-uptoward theend of theyear. Falls
arelesslikely in2007.

. Unlikefoodinflation and regulated-priceinflation, domestic demandis
not expected to help lower inflation, for excess productive capacity
might begin to generate pressure on nontradablespricesinthemedium
term.

. Low and decreasing inflation expectationsand greater credibility in
monetary policy should makeit eas er to meet the 2006 target.

Inthiscontext, forecastsfrominflation model sshow thereisahigh probability
of meeting the2006 inflation target range set by the Bank’ sBoard of Directors
at 4% - 5%. Food inflation and particularly thetradablesrate are expected to
run below 4% by theend of theyear, while nontradablesinflation would be
around therange’ smid-point (4.5%).



ASSET PRICES AND MONETARY POLICY

The nineties were characterized by the success of several countries’” monetary
authorities in stabilizing inflation at low levels (between 1% and 4%). Price stability
has, however, been accompanied by high variations in financial and nonfinancial
asset prices: countries such as Australia, United Kingdom, Japan and United States
have faced even stronger asset-price cycles than during the decades of high inflation
(Boris et al., 2003). Booms and busts in asset prices, credit and investment have
become a major source of economic instability in developed and developing countries
alike.

High asset-price volatility is worrying, because financial imbalances expose the
economy to the risk of recession and possibly deflation. For this reason asset-price
cycles remain a great challenge in drawing up monetary policy.

Bubbles are more worrying in some markets than in others. Property-price bubbles
have a greater impact than share-price bubbles, partly because the former tend to
reflect domestic-credit conditions more strongly, whereas the latter tend to reflect
global forces. In the nineties, for example, Latin American countries underwent a
great expansion and subsequent contraction in both property prices and credit
aggregates. In general, when housing prices boom, households have a perception
of greater wealth, which leads them to borrow more and thus become more
vulnerable financially to any potential reversal in house prices.

Similarly, a property boom is more likely to collapse than any other asset boom.
Helbling and Terrones (2003) find that over the past thirty years only 25% of equity-
price booms ended in drastic reductions, whereas 50% of property booms collapsed.
House-price booms give buyers a distorted perception of the return they should
expect on their investment, leading to speculative property purchases, over-
investment in housing stock, increased lending and higher consumption. When
house prices collapse, the process reverses: as home equity deteriorates, households’
access to credit becomes limited and investment in real estate declines.

The question arises whether the monetary authority should raise interest rates to deflate
the bubble; there is no consensus among economists on this. Some argue that central
banks should use their monetary policy preventively by using interest rates to stop
financial-market bubbles from growing (Cecchetti et al. 2000, Borio and Lowe 2003,
and Filardo 2001, among others). This strategy, however, requires great precision in
identifying asset-market bubbles. Other economists maintain, in contrast, that given
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the capricious nature of bubbles there is great potential for a highly activist monetary
authority to be imprecise about the right time to act (Bernanke 1999, Stockton
2003, Goodfriend 2003, Bordo and Jeanne 2002). Thus, the central bank may begin
to raise interest rates when the bubble has started to collapse, thereby worsening
the consequences for real activity.

Moreover, available techniques for identifying asset-price deviations from equilibrium
values are not sufficiently reliable. Some studies suggest that warning signs occur
when the credit-to-output ratio is four percentage points and asset prices deviate
from trend by 40%. Borio and Lowe (2003) show that these warning signs could
predict 55% of the financial crises three years in advance. Unfortunately, detecting
bubbles (difficult to do even after they have formed) is almost impossible in real
time.

The lack of consensus among economists and policymakers is reflected in central
banks’ reluctance to use their monetary-policy instrument to combat bubble-
making. The decision to tighten policy when output is growing and inflation is under
control is a difficult one to justify to the public; and it could be wrong, for it may
abort a process of healthy economic expansion.

According to the foregoing, although asset prices should be closely monitored to
detect potential imbalances jeopardizing financial stability, it does not seem
appropriate for the monetary authority to react mechanically to asset-price
movements by raising policy interest rates. These rates should be managed on the
basis of an integral assessment of the prospects for consumer inflation, including
asset prices as just one element. In these circumstances, financial supervision
becomes highly instrumental in assessing risks that may foreshadow the triggering
of potential bubbles.

The current situation in Colombia

What has happened to asset prices in Colombia and what effects can they have on
the economy?

The Colombian Stockmarket General Index has risen sharply since early 2003. It
went up by 86% in 2004 and by 115% in 2005 (Chart B1.1). Moreover, the ratio of
share price to net worth of companies is running far above the mid-nineties’ levels
(ChartB1.2).
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CHART B1.1
COLOMBIAN STOCKMARKET GENERAL INDEX (*)
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(*) Data to March 10, 2006.
Source: Colombia Securities Exchange.
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However, a share-price distortion would have a limited effect on the economy, for
stocks account for a very small portion of household assets in Colombia: 1%,
compared with 20% in the United States (Table B1.1).

In contrast, housing represents almost 65% of household wealth in Colombia (compared
with 21% in the US) (Table B1.1), making the economy more vulnerable to property
bubbles. But there are currently no signs of a bubble in the housing sector: the upturn
in housing prices since 1998 still presents no worrying trends (Chart B1.3); and, unlike
what occurred in the mid-nineties, home purchasing has not been financed through
high borrowing, so that the mortgage portfolio is still registering negative growth rates
(Chart B1.4).
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Lastly, Treasury securities (TES) are a particularly important type of asset in Colombia'’s
financial system. TES prices have gone up sharply since February 2003, reducing the
long-term interest rate (Chart B1.5). Although the valuation gains may partly reflect
fundamental factors, they might also be associated with a price bubble in government
bonds. This underlines the importance of constantly and properly assessing market
risks associated with these assets. Box 3 analyses this type of risk to the financial system.

TABLE B1.1
COMPOSITION OF HOUSEHOLD ASSETS

(PERCENTAGES)
Housing Shares Other assets
Financial Tangible
United States 21 20 50 8
Colombia 64 1 35 n,a

Source: Martha Lépez, Borradores de Economia del Banco de la Reptiblica No. 372.

CHART B1.3
MOVEMENTS IN NEW-HOUSING PRICES
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CHART B1.4
MORTGAGE-LOAN PORTFOLIO
(GROWTH RATES 2002-2006)
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[1I. MONETARY AND
EXCHANGE-RATE
POLICY

The year 2005 was characterized by easy monetary policy, with active
intervention by the Banco de la Republica in the exchange market, and no
changesin the intervention interest rate until September, when the Board

Low, stable inflation
Isan essential part of
macroeconomic
stability, whichisa
necessary (though not
sufficient) condition
for achieving high,
sustained growth in
output and
employment
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reduced it by 50 bp.

A. INFLATION TARGETING AND POLICY ACTION
BY THE BOARD IN 2005

1. Inflationtargeting

Based on the experience of countriesand on advancesin economic theory,
the policies of the Banco dela Republica and a great many other central
banksin theworld are centered on three basic propositions:

. L ow, stableinflation contributesto the proper functioning of theeconomy
and generatesbenefitsfor companiesandindividuals.

. Centra banksare unabletoinfluenceany variablesother thaninflation
inasustainableway.

. Wheninflation and inflation expectationsare near thelong-term target,
the search for price stability hel psto bring output closeto productive

capacity.
Asshown by numerousBank publications, low, stableinflationbringsmultiple
benefits, notably thefollowing:

I. It reduceslong-terminterest rates and makesthem more stabl e, there-
by promoting investment and the efficient all ocation of productive
resources.

. Price stability precludes unjustified income redistributions, which
negatively affect the economically weaker sectorsof the popul ation.



iii.  Low,stableinflationisan essentia part of macroeconomic stability,
whichisanecessary (though not sufficient) conditionfor achieving high,
sustained growth in output and employment.

iv.  Pricestability increasesreal income and reduces uncertainty inthe
economy, thereby contributing to the population’ swelfare.

v.  Low, stableinflation makesfor adeeper capital market and, through
thischannd, fosterseconomic growth.

Theexperience of economiesshowsthat inthelong

termmonetary policy isthesinglevariablethat most NELATIONSHIF BETWEEN MoNEY GrowTH
accountsfor inflation differences between countries. (1960-2003 AVERAGE FOR 145 COUNTRIES)

Chat 16isillugrative: it showsthat, condderinglong fiton

periods(four or moreyears), inflationratesarehigher 1000

in countries where the quantity of money grows .

faster. Hence, monetary policy affectsinflationlevels 800 | ‘
inthelongterm. Incontrast, over short periods(one
or twoyears), thecorre ation between money growth
andinflationisweak, especially when economies
havelow levelsof inflation. In other words, inthe

600 | °

400

Coefficient of correlation:
0.7603

shorttermtherearefactorsother than money supply 200 |

that account for inflation. Money-supply behavior

may _thereforfe be abad guidefor monetary-policy 00 o - o oo oo 00
dGEISI On-makl ng Money growth %

Source: IMF Database, IFS CD, November 2004.

Theenormousbenefitsof low inflation and theeffect

of monetary policy oninflation, asdiscussed above, explain why modern
central banks haveinflation targetswith the characteristics described above.
They aso explain why modern central banksregard inflation control asthe
primeobjectiveof monetary policy. But, what capacity doesmonetary policy
haveto reach or help in reaching the aims of low unemployment and high
economicgrowth? Theanswer tothisquestionleadsusdirectly to propositions
il andiii above.

Monetary policy can affect rea demand, employment and economic growth
inthe short term, when there are usually wage and pricerigiditiesor non-
instantaneousadjustmentsto peopl € sexpectations. Consequently, totheextent
that thereisidle capacity of thefactorsof productionand monetary policy is
expangve, recovery in production and job creation will befostered by reducing
interest ratesand supplying abundant primary liquidity. Smilarly, whenthe
economy isoperating aboveits productive capacity and monetary policy is
restrictive, higher interest ratesand lower provision of primary liquidity will
prevent inflation from accel erating and will contributeto stable, sustainable
growth inemployment and output. Pursuing price stability will not, therefore,
necessarily prevent the central bank from applying counter-cyclica policies
that help to keep output around its (potentia) productive capacity.
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A different case ariseswhen the economy isoperating aboveitslevel of
productive capacity. In this context, an expansive monetary policy will
accelerateinflation and create unsustai nableimbal ances. The explanation
for this comes in two parts. First, growth in productive capacity is
determined by supply factors, mainly by labor growth, the educational
standard of theworkforce, increasein physical capital, general efficiency
in allocating productive resources, the capacity to absorb information
technology, thequality of judiciary institutions, and the degree of openness
or exposureto competition; these are all real, supply factors. Secondly,
the determinants of the supply capacity of economiesisnot directly and
significantly affected by monetary policy; monetary policy hasadirect,
significant bearing only on the components of aggregate demand and, in
thelong run, oninflation.

Moreover, instability in thefinancial system and disorder in the public
finances al so impose constraints on inflation-targeting policy (monetary
policy ingeneral). A central bank may well bring about and maintain a
low, stablerate of inflation (with all the benefits already described), but
thiswould belesscostly if thefiscal and financial situation contributed to
the endeavor. For thisreason, among others, it is of key importanceto
ensure stable and sustainabl e public finances. It istherefore al so essential
that the central bank constantly monitor thefinancial system’scondition
and thesituation of itsclients.

Tosumup, the primeobjective of monetary policy should be price stability.
For great benefitsarisefrom low, stable inflation, and monetary policy
hasasystematic, sustained effect on thelevel of inflation. Moreover, the
mandate of pursuing price stability doesnot prevent the central bank from
implementing counter-cyclical policiesthat help
to bring output closeto its potential productive

NET MONTHLY INTERVENTION
AND EXPANSION REPO RATE
(AVERAGE)

(Millions of dollars)

capacity, thereby smoothing the economic cycle.
Asdescribed below, theseideas have guided the
country’s monetary and exchange-policy
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until September, when the Board reduced it by 50 bp (half apercentage
point) (Chart 17). From September until its monthly meeting in March
2006, the Board did not alter its stance and kept the interest rate for
expansion Repos unchanged at 6%.

In 2005, under the exchange-rateintervention policy the Banco delaRe-
publicamade discretionary purchases of $4,658 m, which exceeded the
previousyear’s purchases ($2,905 m) by morethan $1,700 m. Sales of
international reservesto the government in 2005 amounted to $3,250 m
(Table 4). Between January and February 2006 central-bank interven-
tionin the exchange market totaled $1,110.7 m and reserves salesto the
government $1,000 m, giving anet intervention of $110 m, which was
lessthan the figure for 2005.

Thefollowing factorshavefacilitated the Board of Directors decisionsto
maintain an easy monetary stance:

I. Theinflation target was met in 2005, and devel opmentsin 2006
suggest that it will be met thisyear.

ii.  Inflation expectations have decreased considerably and are more
inlinewith thetarget in 2006 than in previousyears.

iii.  Thepeso’ssustained appreciation hasreduced tradablesinflation
tolow, stablelevelsbelow theinflation target.

iv.  Investmentinmachinery, plant and equipment hasrisen sharply, which
may reflect higher productive capacity inthe economy.

Theforegoing does not mean that there are no inflationary medium- or
long-term risks. In particular, the following potential sources of future
inflationary pressure should betaken into account:

I. Colombia seconomy isgrowing infavorable domestic and foreign
conditions that have made it possible for domestic demand to
increase rapidly (by morethan 6% on average). Moreover, these
conditionsareforecast to persist, which meansthat the strength of
aggregate spending in the economy could begintoinduceinflationary
demand pressure.

ii.  Ineffect, despite higher investment, available economic-activity
indicators suggest that overcapacity in the economy isdwindling
steadily.

iii. Red interest rates haveremained low for several yearsrelativeto
their historical pattern, reflecting an expansionary monetary policy.
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As shown by

Inter national
developments and
Colombia's own
experience over the
past decade, the
economy's departure
fromits sustainable
path eventually
resultsincrisis,
higher unemployment
and greater poverty.

iv.  Recentpay rises, includingincreasesintheminimumwage, could begin
to generate cost pressures, though that would depend on the size and
permanence of productivity gains.

v.  TheBank’sestimatesindicatethat foodinflationwill continuetobring
downinflationin2006 but might work intheoppositedirectionin 2007.

Theexistence of thesefactors suggeststhat monetary policy should evaluate
changesintheeconomy anditsprospectsinacareful, detailed and continuing
manner, to forestal any unsustai nable economic-growth or pricedynamic. As
shown by internationa developmentsand Colombia sown experienceover
the past decade, the economy’ sdeparturefrom itssustainable path eventually
resultsin crigs, higher unemployment and greater poverty.

B. EXCHANGE-RATE MOVEMENTS IN 2005
1. Nominal andreal exchangerates

At theend of 2005 the Colombian peso’ snominal exchangerateagainst the
dollar was 2,2.84 pesos, down by 4.4% on ayear earlier. Thissignified a
3.0% real annual appreciation (deflated by the PPI), agai nst the basket of
currenciesof Colombia strading partners (Charts 18 and 19 and Table5).
Theexchangerate sbehavior waslessvolatilein 2005 thaninthetwo previous
twoyears.

FOREIGN-CURRENCY PURCHASES AND SALES BY BANCO DE LA REPUBLICA

(MILLIONS OF DOLLARS)

2004 2005 2006

1 Qtr. 11 Qtr. Il Qtr. 1V Qtr. Jan-Dec  Jan. Feb. Jan-Dec
accum. accum.

Purchases
Put options
For int'l. reserves accumulation
For volatility control
Directional intervention

Sales
Government
Net purchases

2,9049 7738 8413 1,935.0 1,108.3 4,658.4 4547 6559 1,110.7

1,579.6 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
1,399.7 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0
179.9 0.0 0.0 0.0 0.0 0.0 0.0 0.0 0.0

1,325.3 773.8 8413 1,9350 1,108.3 4,658.4 4547 6559 1,110.7

5000 1,2500 0.0 7000 1,300.0 3,250.0 600.0 400.0 1,000.0
5000 1,2500 0.0 7000 1,300.0 3,250.0 600.0 400.0 1,000.0
24049 (4762) 8413 172350 (191.7) 1,4084 (145.3) 2559 1107

Source: Banco de la Republica.
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Asexplained in greater detail in the following
section, variousfactors have helped to maintain
the trend toward appreciation in almost all
countries of the region since 2001 (Chart 20).
Theexterna context usually makesthe exchange
rates of emerging economiesvolatile; remember
that recent years' appreciationisreversing the
depreciation of late 2002 and early 2003, when
nominal and real exchange rates reached
historical peaks.

Previous Reportsto Congress® stated that the
exchange-rate appreciation of recent years had
occurredinacontext of low externd interest rates,
fostered by the US Federal Reserve’ sdecisions
to keep real interest rates low to stimulate the
US economy.® Thisled to excessinternational
liquidity being directed toward attractive
investment markets outsidethe United States. The
emerging economies good pace of growth
attracted investor confidence, whichinturn was
reflected by lower country-risk premiums,
resulting in currency appreciation in these
countries, particularly in Latin America. The
biggest appreciations in Latin American
currenciesagainst thedollar in 2005 occurredin
the Brazilian real (12.1%), Chilean peso (7.9%)
and Colombian peso (4.4%).

Table6 and Chart 21 show what happened to the
Colombianpesoinrea termsagainst thecurrencies
of the country’ smain trading partners, between
2002 and 2005. The Colombian peso at theclose
of 2005, relativetoitsyear-end valuein 2001, had

8  Seethe March and August 2005 Reports to Congress.

9 At the end of 2001 the Fed maintained an expansionary
monetary policy, cutting its benchmark rate by 500 bp; the
US economy’s growth for that year was 0.8%. From 2001 to
mid-2004 the Fed kept real interest rates even negative. A
more detailed analysis of the US economy’s situation is
provided in the January 2006 Inflation Report.
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NOMINAL AND REAL EXCHANGE RATES

Y ear-end Full-year average
2004 2005 Feb-06 2004 2005 Jan-Feb 2006

Nominal exchange rate

Pesos per dollar 2,389.8 2,284.2 2,247.3 2,626.2 2,320.8 2,265.2

Annual percentage change (14.0) (4.4) (3.3) (8.7) (11.6) (3.7)
Real exchange rate (PPI)

Index 1994 = 100 122.6 119.0 118.4 128.3 118.5 118.7

Annual percentage change (9.8) (3.0) 0.0 (5.7) (7.7) (0.3)
Real exchange rate (CPI)

Index 1994 = 100 113.5 104.8 103.6 120.4 106.8 109.5

Annual percentage change (13.3) (7.7) (4.6) (9.0) (11.3) (4.9)

Source: Banco de la Republica.

EXCHANGE RATES OF VARIOUS LATIN AMERICAN
CURRENCIES AGAINST THE DOLLAR
(NOMINAL EXCHANGE RATE INDEX)
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depreciated in real terms against the US dollar
(1.9%), the euro (16.7%), pound sterling
(5.8%), Brazilianreal (38.0%) and Chilean peso
(35.6%). It had appreciated against other
currenciesof theregion: Mexico (10.63%), Ve-
nezuela (10.1%), Peru (10.1%), Argentina
(64.9%) and Ecuador (1.2%). Note that
between 2002 and 2005 the Colombian peso
maintaineditsvalueinreal termsagainstitsmain
trading partners, even showing a real
depreciation of 2.7%, despite its nominal
appreciation of 16% between those two years.

2.  Factorsresponsiblefor exchange-rate
behavior in 2005

Different factors were responsible for the
continuation in 2005 of the currency appreciation
trend that many emerging countries began to
exhibit from someyearsbefore. Real interest rates
remained low ininternational marketsfrom late
2001 on, supported by the Fed's expansive
monetary policy. Low yieldsand lack of investor
confidence in the sustainability of the US
economy’ s macroeconomic imbal ances boosted
demand for overseasfinancial assets, causing the
dollar to depreciate against most currenciesinthe
world. Thus, theinternational markets' ample



COLOMBIAN PEsO's REAL AND NOMINAL DEPRECIATION

(PERCENTAGE)
Country Weightings Nom. exch. rate index v Real exch. rate index - PP1 v
2005 2002-2005 2005 2002-2005
Industrialized
United States 43.2 (5.5) (1.2) 0.6 1.9
Europe 2/ 10.3 (15.9) 31.1 (14.7) 16.7
Japan 2.6 (17.1) 6.5 (17.3) (12.0)
United Kingdom 17 (14.0) 19.5 (13.1) 5.8
Switzerland 29 (17.0) 25.1 (17.8) 3.9
Canada 1.3 (1.2) 34.1 0.4 15.8
Sweden 0.5 (20.4) 31.1 (15.8) 17.5
External 62.5 (8.7) 8.5 (3.9) 6.1
Developing
Mexico 5.0 (0.7) (14.9) 0.5 (10.6)
Venezuela 12.0 (15.6) (65.4) (5.0) (10.1)
Ecuador 6.6 (5.5) (1.2) (3.3) (1.2)
Brazil 4.0 11.2 21 10.2 38.0
Chile 24 5.0 28.1 10.9 35.6
Peru 3.3 (9.3) (0.9) (8.5) (10.1)
Panama 3.3 (5.5) (1.2) (3.5) (12.6)
Argentina 0.9 (6.9) (67.3) (2.2) (64.9)
External 37.5 (7.7) (35.7) (1.6) (5.5)
Total external 100.0 (9.4) (16.0) (3.0) 2.7
Other countries 3/
China (3.2) 1.2 (6.5) (14.4)
Korea (2.9) 24.9 (4.9) 12.3

1/ Changes in year-end figures.

2/ Germany, Holland, Spain, France, Italy and Belgium.

3/ For these countries the real exchange-rate index is deflated by the CPI.
Source: Calculations by Banco de la Republica.

liquidity wasdrawn toward emerging economies, which saw their country-
risk spreadsfall steeply. The satisfactory performance of these economies
in 2004 and 2005 maintai ned investor confidence and with it theinflows
of capital.

In addition, satisfactory performance by the US economy recently and
especially by Chinaand Indiahasdriven world growth and kept commodity
pricesat historically highlevels. Colombia, likeall other Latin American
countries, has benefited from that external context and has, moreover,
profited from the good growth of itstrading partners, which have also
been strengthened by high oil prices, ensuring it an expanding overseas
demand.
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BILATERAL REAL EXCHANGE-RATE INDICES WITH A NUMBER OF COUNTRIES

(GEOMETRIC MEAN 1994 = 100)
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a. I nter national context

World economic growthin 2005 proved better thaninitially forecast, though
weaker than in 2004. The economies of the United States and China
continued to drive growth, despite high oil pricesand natural disasters.
Japan’ seconomic activity improved considerably, thanksto highly buoyant
domestic demand. The eurozone staged astrong recovery, produced by
improvement in exportsand investment and, to alesser extent, in private
consumption.

Despite high oil prices, inflation remained stable in major developed
countries. Coreinflation was 2.2% in the United Statesand 1.5% in the
eurozone, and their central banks continued to raiseinterest ratesgradualy.
TheUnited States' cycle of benchmark interest-raterises started in mid-
2004. The Fed was prompted to remove the monetary-policy stimulusby
figures connected with economic growth and inflation. The US economy
seemed to be on a solid growth path (as reflected by labor-market
recovery and faster production-growth rates), and increaseswere seenin



coreinflation, workers' real compensation, and

short-terminflation expectations.

US AND EUROZONE
MONETARY-PoOLICY RATES

The Fed’ sbenchmark rate was raised by 200 bp

over the course of 2005 and stood at 4.25% in Lo

December. The European Central Bank lifted its

rate by 25 bp, to 2.25%, in December, thisbeing 40

thefirstincreasein therate since June 2003 (Chart
22). The European monetary authorities had 30 F 1
considered this move several months before, N L

arguing that the monetary aggregates accelerated
growth trend posed risks of rising inflation. The
aboverateincreaseswere not, however, reflected
by similar risesinlong-terminterest rates, particu- 00 - - - - - - -
larly inthe United States (Chart 23). Asaresult, At i e AN
the yield curvel® continued to level off, atrend

began morethan ayear before. Aspointed outin
previousreports, low long-term USinterest rates
arethe outcome of an abundant demand for US
securitiesthat reflectsasurplusof external world ILLST fROENS e
savings, chiefly on the part of countriesexporting

oil and other commodities. Purchases by central (Percentage)
banks (particularly of Japan and China) and by s
pension funds have also affected yield-curve 320 s A
behavior.

1.0

Source: European Central Bank and Datastream.

In contrast to what happened in 2003 and 2004,
theUSdollar appreciated in 2005 against theyen
(14%) and euro (13%), in nominal terms. The
yen'sand euro’ sdepreciation against the dollar
resulted from the fact that capital flowswerenot
directed toward Europe and Japan, and from the
relative weakness of their economies. Since
December, however, both the yean and euro have Source: Datastream.
been strengthened by better prospectsfor growth

(Chart 20).

—2yeas = ----- S5years —10years ----- 30 years

Liketheindustrialized countries, emerging economiestoo performed well
2005. Exportswerestill the main source of growth for Asian economies.

©  Theyield curve reflects the weighted yield on securities with different maturities. In principle,
the yield rate should be higher for longer-term securities.
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EMBI+ AND HIGH-YIELD JUNK BOND SPREADS
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The Chinese economy continued to expand
vigorously, at an estimated annual rate of 9.9%.
And though exports were still the engine of
growth they slowed in 2005, in part because of
the yuan's real appreciation (10.0%) against
China smain trading partners.* The slowdown
in exports was offset by a considerable
strengthening of domestic demand, includingin
particular higher investment.

In Latin American economies, among them
Colombia’s, exports continued to bedrivenin
2005 by strong external demand, plentiful inter-
national liquidity and relatively high commodity
prices. Inthiscontext, the country-risk premium
for emerging economies continued tofall, and by
December 2005 it was 150 bp below the upturn
it had shownin April (Chart 24). Colombia’ srisk
spread dropped by more than 200 bp. All the
above hel ped to extend themajor Latin American
currencies trend toward appreciation against the
dollar in 2005.

b. Appreciationin Colombia

In 2005 Colombia’ s economy continued to benefit from the external
context. Theterms of traderemained at historically high levels, and the
growth of the country’ strading partners ensured it an expanding external
demand. At the sametime, the economy’ s satisfactory performancedrove
the country-risk spread ever lower, which, together with plentiful interna-
tional liquidity and still-low external interest rates compared with domestic
ones, helped to extend the Colombian peso’ strend toward appreciation

against thedollar.

4 The yuan appreciated by 2.6% against the US dollar. Source: J.P. Morgan, January 2006.
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Theyear 2005 brought further increases, at annual
rates, in world prices for Colombia’ s main

TERMS OF TRADE

exports: (coffee 31%), oil (30%) and coal (GEOMETRIC MEAN OF 1994 = 100)
(31.5%) (Charts 25 and 26). In addition, gold

and nickel prices rose by 9.0% and 7.0%, 10

respectively. The country’ stermsof tradewere 130

alsoimproved by lower pricesfor someimports
relative to their 2004 averages: corn (12%),

120

sorghum (12.4%) and wheat (1%). 110

Good external demand, driven by growthinVe- 100

nezuelaand the United States, together with high %

termsof trade, worked in favor of the export sec- % . . . . . . . .
tor, which saw overall salesrise by 26.6% in B0 Jn92  Jn94  Jan-9€  Jan-9€  Jan-OC  Jan-0z 04 06
current dollars. The expansion wasstrong in both Source: Banco de Ia Repiblica

traditional exports (35.3%) and nontraditional
ones (19.3%), with Venezuela and the United

Statesbecoming consolidated asthemain markets
for Colombia sindustrial exports (Chart 27). INTERNATIONAL COFFEE
AND OIL PRICES (%)
Net transfer income, which includesremittances COFFEE
and donations from abroad, amounted to some
$3,900 m, up by 7% on 2004. According to (e

preiminary figures, incomefrom remittancesmay
have been dightly higher thanthelevel of around
$3,200 m maintained in the previoustwo years.

Capitd inflowsin 2005 camemostly fromforeign
direct investment ($5,220 m), and to a lesser
extent from foreign debt and portfolio movements i 84.20
($857 m). Theyear 2005 was aparticularly good ﬂ

onefor FDI flows, which werelargely boosted

.. 2003 2004 2005
by sell-off decisions of a number of e e ere
manufacturing- and financial-sector companies WTI OIL
(Coltabaco, Bavaria, Granahorrar, among (Dollarsbarre)

others), and also by the signing of oil-prospecting
contracts. FDI capital inflowswere partly offset
by the public sector’ spolicy to prepay itsforeign -
debt and increaseits holdings of local-currency
assets, which signified anet outflow of $2,927
m

- 41.42

The appreciation pressures exerted on the peso
by all the above factors were mitigated by the . . . .
Bank’ scurrency purchases, much of which was 2003 average 2004 average 2005 average

(*) International prices rises differ from those of domestic products by reason of quality.
Source: Datastream.
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sold in turn to the government. The public sector thus helped to
counteract in part the excess foreign exchange on the market. Chapter
V providesgreater detail on capital flowsand current-account operations

in 2005.

NONTRADITIONAL INDUSTRIAL EXPORTS TO:

UNITED STATES
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VENEZUELA
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NOMINAL AND REAL EXCHANGE RATES:
THEIR SIGNIFICANCE AND DETERMINANTS

Nominal exchange rate (NER)

The nominal exchange rate is defined as the price of one unit of foreign currency in
terms of the local currency. Its variations are known as nominal devaluation (depreciation)
when the NER increases, and as nominal revaluation (appreciation) when it decreases.
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Variations in the price of the US dollar expressed in pesos are commonly used as an
estimation of the NER. But that is not the best approach, for the peso’s variation against
the currencies of countries Colombia trades with need also to be considered.

It is natural for the nominal exchange rate to be volatile and its future behavior uncertain.
As the NER is an asset price, it can be affected by market expectations and the information
available to agents. So, for instance, its variations may reflect present or expected changes
in economic variables that alter national income permanently or transitorily. It may also
happen that agents anticipate higher (lower) income from foreign capital, because, for
example, they perceive that external rates will remain low (high) or that the country-
risk perception will improve (deteriorate).

Real exchange rate (RER)

The real exchange rate is a relative price that compares the value, in the same currency,
of a basket of goods in two different countries. A relative price reflects how many units
of one good should be received in exchange for one unit of another, and it is obtained
by dividing the price of one good by the price of the other article, both expressed in the
same currency. The real exchange rate is expressed as:

RER= E x P* /P

E: the nominal exchange rate
P*: external price level

P: domestic price level

Note that the real exchange rate can also be interpreted as a comparative measure
of the purchasing power of one currency vis-a-vis another. A rise in the real exchange
rate, resulting for example from a nominal devaluation or a fall in domestic prices,
reflects greater purchasing power for the foreign currency in a given country, thus
encouraging the sale of domestic goods abroad and discouraging imports.

But the foregoing does not necessarily mean that a nominal devaluation will generate
a real depreciation in the long run. That will depend on the behavior of external
and domestic prices. If the nominal depreciation is accompanied by a rise in domestic
prices higher than the rise in external prices, the real exchange rate could even
decrease.

Chart B2.1 shows movements in the nominal and real exchange rates since 1970.
Between 1970 and 1980 the exchange rate depreciated by 17.7% a year in nominal
terms but appreciated by 1.9% a year in real terms, on average. By contrast, in the
nineties up to 1997 it depreciated by 0.4% a year in nominal terms and appreciated by
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0.75% a year in real terms. In more recent years, particularly between 1997 and 2002,
both rates have exhibited a depreciation trend (9.5% the nominal rate and 3.2% the
real rate).

CHART B2.1
REAL AND NOMINAL EXCHANGE-RATE INDICES

150 250

125 200

100
150
75
100
50

50
25

0 L L L L L L L L L L L 0
Jan-70 Jan-76 Jan-82 Jan-88 Jan-94 Jan-00 Jan-06

""" RERI-PPI (nontraditional) ~ NERI (right scale)

Source: Banco de la Repdblica.

Measuring the real exchange rate

The real exchange rate is used to estimate our currency’s purchasing-power gain or loss
with respect to other currencies. It is also a means of monitoring the competitivity of
our products. Increases in the real exchange rate (devaluation) are interpreted as an
improvement in competitivity, because domestic products become less costly than those
of other countries in the international market. For their part, reductions in the real
exchange rate (appreciation) reflect a rise in the price of domestic products relative to
other countries’ products and hence lower competitivity.

There are different real exchange rate indices. The first step in building an overall RERI
is to calculate a bilateral index for each country. The Banco de la Republica calculates
individual indices for all our trading partners and for countries we compete with in
international markets.

The bilateral indices are then aggregated by means of a weighting system to obtain
overall RERIs. The weighting used for trading partners is based on bilateral trade (total
and nontraditional). In the case of competitors, each country is weighted by its significance
in the foreign markets in which Colombian products are present.

The difference between these criteria can be explained by considering Venezuela
and China. Venezuela is a very important trading partner but not a big competitor
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for Colombian exports. By contrast, we have no significant bilateral trade with China,
but China is a major competitor for Colombian goods (particularly textiles and
garments).

Table B2.1 shows movements in bilateral real exchange rates with our major trading
partners and China, a competitor. It will be observed that these rates have
depreciated more in the present decade relative to their nineties’ levels.

TABLE B2.1
AVERAGE BILATERAL REAL EXCHANGE-RATE INDICES
BETWEEN COLOMBIA AND ITS MAIN TRADING PARTNERS

Index

1980-1989 1990-1999 2000-2006

United States 90.8 104.2 125.3
Venezuela 111.2 113.1 170.3
Ecuador 90.7 91.9 114.4
Mexico 70.8 92.5 128.6
Brazil 52.4 93.6 108.6
China 1/ 173.0 125.2 135.7

1/ Information available since January 1976.
Source: Banco de la Repdblica.

Colombia, like most countries, uses a geometric method for aggregating the bilateral
indices of the difference countries. There are two types of base period in an index:
the weighting base year, and the comparison or reference base year.

In Colombia, starting from 2002 the index is calculated using moving weightings,
updated monthly. The idea with this procedure is to bring into play changes to the
trade structure and, hence, each country’s part in the RERI. In this way, the weightings
structure is updated periodically. The preceding 12 months’ available information
is used, thereby avoiding fluctuations in the index from the seasonal nature of trade.’

For example, Table B2.2 shows that in 2005 the United States accounted on average
for 43.2 % of Colombia’s trade, compared with 42.0% in 2002. Accordingly, this change

1

En Colombia se utiliz6 un indice de ponderaciones fijas hasta el afio 2002 (estructura de comercio de 1994); esa
metodologia establecia la estructura de ponderaciones constante durante un periodo de tiempo y estaba sujeta a la
pérdida de representatividad cuando se producian cambios significativos en la estructura econémica,

47



in the weighting of countries is captured in calculating the bilateral and overall real
exchange-rate indices.

TABLE B2.2
MAIN TRADING PARTNERSI SHARE
OF NONTRADITIONAL TRADE
(IMPORTS + NONTRADITIONAL EXPORTS)

Country 2002 2005
United States 42.0 43.2
Venezuela 10.6 12.0
Ecuador 5.0 6.6
Mexico 3.7 5.0
Brazil 3.8 4.0
Germany 4.2 3.5
Peru 2.9 3.3
Panama 3.7 3.3
Switzerland 2.0 2.9
Japan 4.3 2.6
Chile 2.7 2.4
Spain 2.1 1.7
England 1.4 1.6
Italy 2.2 1.6
France 2.9 1.5
Belgium 2.0 1.3
Canada 1.5 1.3
Argentina 1.1 0.9
Holland 1.2 0.8
Sweden 0.7 0.5

Source: Banco de la Repdblica.

The base year used for comparison in the index is chosen arbitrarily and does not signify
that the real exchange rate was in a state of equilibrium in that year. The index numbers
are measures of variations, and their levels, in themselves, have no significance. That is
to say, choosing a base year is a necessary condition for building the index and is not
tied to any economic criteria.

Moreover, the equilibrium real exchange rate is not constant over time, for the factors it
depends on may change. Hence, whatever the RER equilibrium level may have been in
1994, it should not be expected to have remained constant. For these reasons, in no
circumstances can it be stated that the optimal RER level is the base-year level (that is
to say, an index value equal to 100), or that it is desirable to reach that level.

Determinants of the real exchange rate
Given that the real exchange rate is a relative price, its evolution is affected by aggregate

supply and demand factors in the economy. In particular, the fundamental determinants
of the real exchange rate are the factors that affect the supply and demand of
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(internationally) tradable and nontradable goods. The literature mainly stresses the
following determining factors or “fundamentals”:

°  Therelative productivity of the tradables v. the nontradables sectors; an increase
in the productivity of Colombia’s tradables sectors (relative to that of the
nontradables sectors) generates a real appreciation of the peso.

°  Theeconomy’s recurrent revenues: for example, the discovery of an (exportable)
natural resource or a permanent increase in workers’ remittances, induce real
appreciation of the peso.

°  Thelevel of spending, both public and private: a higher level of spending produces
real appreciation, because it generates greater demand for nontradable goods
and services and thereby an increase in their relative price.

°  Agents’ behavior regarding their external assets and liabilities: by involving changes
in the supply of and demand for foreign exchange in the domestic market.

C. INTEREST RATES, MONETARY AGGREGATES
AND LOAN PORTFOLIO

TheBoard of Directorsdecisionsto reduceitsinterventioninterest ratesby
75 bpin 2004 and by 50 bp in 2005 hel ped directly to lower theinterbank
rateand indirectly to bring down lending and borrowing ratesin the economy.
In 2005 theratefor fixed-term certificatesof deposit (DTF rate) fell sharply
innominal termsand stayed relatively stableinreal terms. Interest ratesfor
thedifferent typesof loan, particularly consumer |oans, decreased by more
than the central bank’ srates. Regarding liquidity, all monetary aggregates
continued onarisngtrend, growing at their fastest infiveyears, by red annual
averageratesthat exceeded nominal GDP growth. In 2005 theincreasein
broad money, M3, came from growth in both cash holdingsand liabilities
subject to reserverequirements, with theresult that demand for bank reser-
vesexpanded, brining with it asharp riseinthemonetary base.

1. Interest rates
a. TheBancodelaRepublica sinterventionrates

TheBoard of Directorsreduced itsintervention interest ratesby 50 bpin
September 2005, having kept them unchanged since December 2004, and
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hasagainleft them unchanged sincelast September. Theeffectiveannual rates
for liquidity-easing auctionsand window operations now stand at 6.0% and
9.75%, respectively. Tightening operations have been suspended since
December 2004 (Table 7).

b. Market interest rates

At theend of 2005 theinterbank rate was 5.71%, down by 53 bp on the
last working day of 2004 (Chart 28). In real terms, the interbank rate

BANCO DE LA REPUBLICA'S INTERVENTION RATES
(PERCENTAGE)
Effectivity Min. M ax. Min. M ax. Interbank rate
dates: contraction auction auction expansion
rate contraction  expansion rate Period End of Real
From To (Lombard) rate rate (Lombard) average average rate
Dec-17-01 Jan-18-02 6.25 7.50 8.50 12.25 8.43 7.86 0.46
Jan-21-02 Mar-15-02 6.00 7.00 8.00 11.75 7.82 7.83 1.83
Mar-18-02 Apr-12-02 5.25 6.25 7.25 11.00 7.29 7.21 1.48
Apr-15-02 May-17-02 4.25 5.25 6.25 10.00 6.15 6.04 0.19
May-20-02 Jun-14-02 3.75 4.75 5.75 9.50 5.69 5.63 (0.58)
Jun-17-02 Jan-17-03 3.25 4.25 5.25 9.00 5.22 5.06 (2.17)
Jan-20-03 Apr-28-03 4.25 5.25 6.25 10.00 6.15 6.23 (1.50)
Apr-29-03 Feb-20-04 5.25 6.25 7.25 11.00 7.41 7.38 1.03
Feb-23-04 Mar-19-04 5.00 6.00 7.00 10.75 7.16 7.08 0.82
Mar-23-04 Dec-17-04 4.75 5.75 6.75 10.50 6.93 6.87 1.30
Dec-20-04 Dec-21-04 4.50 5.50 6.50 10.25 6.62 6.63 1.07
Dec-22-04 (*) Sep-16-05 — — 6.50 10.25 6.39 6.00 0.93
19-Sep-05 29-Dec-05 — — 6.00 9.75 5.69 5.71 0.82

(*) The (auction and Lombard) contraction window has been closed by the Banco de la Replblica since December 22, 2004.
Source: Banco de la Republica, and Banking Superintendency (interbank rate).

NOMINAL INTERBANK RATE AND BANCO DE LA REAL INTERBANK RATE
REPUBLICA'S INTERVENTION RATES (*)

(Percentage) (Percentage)
20.0 2.0
16.0 -
1.0 - q
12.0 -
0.0 } A t t t t
8.0 o
-1.0 - .
4.0 o
0.0 1 1 1 1 1 1 -2.0
Dec 99 Dec 00 Dec 01 Dec 02 Dec 03 Dec 04 Dec 0t Jun-02 Dec-02 Jun-03 Dec-03 Jun-04 Dec-04 Jun-05 Dec-0t
Interbank rate—— Auction contraction rate —— Auction expansion rate
——— Lombard contraction rate ~ ----- Lombard expansion rate

(*) The (auction and Lombard) contraction window has been closed by the Banco de la Republica since December 22, 2004.
Source: Banco de la Reptblica.
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stayed low over the year (averaging 1.08%,
compared with 1.04% in 2004), running even

below the Bank’s interest rate for liquidity-

INTEREST RATES

expanding operations. This behavior islargely NOMINAL DTF

explained by the abundance of liquidity in the (Percentage)

interbank market and the reduction of the Bank’ s 82

intervention rates by 50 bp on September 16,

2005. e

Aswasto be expected, the Bank’ srate cut was "

transmitted to both deposit and lending rates, in 70

nominal terms. The DTF rate averaged 7.01%in

2005, down by 78 bp on 2004; but lower infla- 66

tionsignified aslight rateincrease (8bp) inreal . . L

terms (Char t 29) Jan-03  dun-03 Nov-03 Apr-04 Sep04 Feb-05 l-05 Dec05
----- DTF —— Eight-day weekly average

Lending rates, too, fell sharply, ending the year NOMINAL AND REAL DTF (*)

at thefollowing levels, by economic destination:

consumer loans 22.7% (real rate 17.0%), e

ordinary loans 15.6% (real rate 10.2%), 140

preferential loans 9.7% (real rate 4.6%) and

treasury loans 8.4% (real rate 3.4%). In every 100 .

case thefall was bigger than the decreasein in- R

flation, signifying lower real interest rates (Table 60

8, Chart 30). \/\»\/\\
2.0 m

-2.0

Dec-99 Dec-00 Dec-01 Dec-02 Dec-03 Dec-04 Dec-0t
----- DTF —— Redl DTF

(*) CPI deflated.
Source: Banco de la Republica.

LENDING RATES (*)
Y ear Consumer Ordinary Preferential Treasury
Nominal Real Nominal Real Nominal Real Nominal Real
2000 33.5 22.7 20.4 10.7 18.6 9.1 16.0 6.6
2001 31.3 22.0 19.4 10.9 14.1 6.0 13.9 5.8
2002 27.0 18.7 17.1 9.5 10.9 3.7 9.0 1.9
2003 26.7 19.0 16.8 9.7 11.4 4.6 10.2 35
2004 24.9 18.4 16.7 10.6 11.3 5.5 9.5 3.8
2005 22.7 17.0 15.6 10.2 9.7 4.6 8.4 34
2004-2005 change (bp) (228) (144) (111) (37) (158) (85) (116) (46)

(*) Year-end data.
Source: Banco de la Republica.
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LENDING RATES BY ECONOMIC USE

CONSUMER LOANS ORDINARY LOANS
(Percentage) (Percentage)
28.0 20.0
27.0
19.0
26.0
18.0
25.0
17.0
24.0
230 16.0
220 1 1 1 1 1 150 1 1 1 1 1
Jan-03 Jul-03 Jan-04 Jul-04 Jan-05 Jul-05 Jan-06 Jan-03 Jul-03 Jan-04 Jul-04 Jan-05 Jul-05 Jan-06
----- Consumer rate —— 8-day weekly mobile average ----- Ordinary rate —— 8-day weekly mobile average
PREFERENTIAL LOANS TREASURY LOANS
(Percentage) (Percentage)
13.0 11.0
105
120 ;
I
i 10.0
11.0 95
9.0
10.0
85
90 1 1 1 1 1 ) 80 1 1 1 1 1
Jan-03 Jul-03 Jan-04 Jul-04 Jan-05 Jul-05 Jan-06 Jan-03 Jul-03 Jan-04 Jul-04 Jan-05 Jul-05 Jan-06
----- Preferential rate —— 8-day weekly mobile average ----- Treasury rate —— 8-day weekly mobile average

Source: Financial Superintendency; calculations by Banco de la Reptblica

C. Interest rateson public-debt securities

In 2005 the domestic market for public debt was characterized by afalling
trendininterest ratesonthe securities, caused largely of thefollowingfactors.
good levelsof liquidity in pesosinthesystem; internationa investor demand
for emerging-economy securities; lower inflation expectations; good economic
results; and appreciation of the peso and other Latin American currencies.
Thefal inrateswasinterrupted at some particul ar juncturesassociated with
uncertainty about movementsin external interest rates. Asaresult of this,
during some periodstrading ratesin the secondary market for TESexhibited
strong correlationwithUS Treasuries.
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At theend of March 2005 TESratesregistered
an increase, associated with the Fed’s March
22 meeting. At that meeting the Fed not only
raised thefederal-fundsrate but al so expressed
concern about inflationary pressuresinthe US
economy, giving rise to a perception of faster
rateincreases. Thisledtoanincreaseinthe US
Treasury rate, followed by higher interest rates
for foreign-debt securities of emerging
economies and, ultimately, by displacement of
theyield curve for domestic-debt securities.

In thefollowing monthsthe Fed continued to lift
therate gradually, by 25 bp at each meeting, in
linewith market expectations. Asaresult, trading
rates for TES securities showed a marked
downward trend up until the early part of the
fourth quarter (Chart 31). On October 4, 2005
TES rates reached historical lows. From that
date until October 14, trading rates in the
secondary market for TES were on the rise,
boosted again by achange of expectations about
movementsin international markets.

Thisbehavior was associated with the possibility
of the start of an ECB rate-increase cycle, hinted
at by ECB president J.C. Trichet in statements
affirming that he was prepared to raise interest
ratesat any moment, whereupon Latin American
currencies weakened and the prices of
emerging-country foreign debt declined.
Colombia’ s country-risk indicator, EMBI Co-
lombia, went up by 27% in that period. The
zero-coupon curve for fixed-rate peso TES
securities registered an average rise of 96 bp
but dropped back partly between late October
and November.

TES FIXED TRADING RATES IN 'SEN'
SECONDARYMARKET (2005)

(Percentage)
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10.0

8.0

6.0

Jan-05 Mar-05  May-05 Jul-05 Sep-05 Nov-05  Jan-06 Mar-06
—— 09-Nov-07 --- - 22-Aug-08 — 12-Feb-10—— 26-Apr-12----- 12-Sep-14 ——24-Jul-20

Source: SEN (gov. debt electronic trading system), Banco de la Reptblica.

FIXED-RATE, ERO-COUPON TES CURVE

(Percentage)
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Source: BVC (Colombia securities exchange); calculations by Banco de la Republica.

Lastly, the economy’ sthird-quarter growth figure (5.75%) and Novem-
ber inflation (5.1%)—a clear indication that the target would be met—
allowed the zero-coupon curve for fixed-rate peso TES securitiesto
end theyear at levels closeto October’ slowest (Chart 32).
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The monetary base 2. Monetary aggregates
expanded by an

annual average rate Themonetary base expanded by an annual averagerate of 19.9% in 2005,
of 19.9% in 2005, the the sixth year running in which the base grew by morethan nominal GDP
sixth year running in (Chart 33).
which the base grew
by more than nominal Theusesof themonetary base show that itsstrong growth camefromincreases
GDP. in both bank reservesand cash. Innominal and real terms, respectively, the

average annual increasesin bank reserveswere 23.4% and 17.5%, and in
cash 18.5% and 12.8% (Chart 34).

The sources of the monetary base’ sexpansion in 2005 were: i) liquidity
generated by the Banco delaRepublica’ snet foreign-exchange purchases
of 3,239 bn pesos (resulting from discretionary interventionsin theamount
of 10,757 bn pesos, lessthe contraction effected through foreign-exchange
salesto the government inthe amount of 7,519 bn pesos); ii) higher amounts
of expansion Repos (1,539 bn pesos); iii) net expansion of 897 bn pesos
from salesand purchases of TES securitiesand the contractionary effect
of yields on securities matured during the year (334 bn pesos); iv) a
contraction of 2,636 bn pesosthrough higher government depositsat the
Banco delaRepublica;? and v) anet expansion of 505 bn pesosresulting
from other factors associated with the Bank’ s profit and | oss statement
(Table9).

2 Since profit transfer to the government in 2005 was in dollars ($196 m), it had no monetary

effect.
REAL MONETARY BASE MONETARY BASE AND ITs USES

(ANNUAL GROWTH RATE OF MONTHLY AVERAGE)

(Annual % change)

20 (Percentage)

35.0

15
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A MB = 9.8%

[ MB=71%
MB = 7.1%

25.0

MB = 8.8%
20.0
15.0

MB =-11.2% 100

5.0

14710147101471014710147101471014710 00 ) , . . . . . L
1999 2000 2001 2002 2003 2004 2005 Jun-01 Dec-01 Jun-02 Dec-02 Jun-03 Dec-03 Jun-04 Dec-04 Jun-05 Dec-OF

— Base ---- Averagebese Base — Cash — Reserves
Source: Banco de la Republica. Source: Banco de la Republica.
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MONETARY-BASE SOURCES
(BILLIONS OF PESOS)

Annual change

Dec-03 Dec-04 Dec-05
I. Government 914 (236) (2,636)
Transfer of profits v/ 830 803 0
Pesos 830 803 0
Dollars 0 0
Banco de la Republica’s deposits 83 (1,039) (2,636)
Il. Regulation TES 568 (2,524) 897
Definite purchases 893 1,023 5,230
Definite sales (2,972) (4,000)
Matured (325) (575) (334)
I11.Repos 1,492 (1,058) 1,539
Expansion 2/ 1,386 (1,086) 1,539
Contraction 106 28 0
IV.Foreign exchange (703) 6,194 3,239
Accumulation put options (703) 4,183 0
Discretionary intervention 0 3,264 10,757

Sales of foreign exchange
to the government 0 (1,252) (7,519)
V. Others 3 239 272 505
Total change in the base 2,510 2,647 3,543
Balance of the base 16,615 19,262 22,805

1/ Of the 1,483 bn pesos of profits transferred in 2003 to the government, a sum of 651 bn pesos ($220 m) was in foreign exchange and did not
therefore have any expansionary effect. In 2005, the total profit transfer to the government was made in dollars: 454 bn pesos ($195.9 m).

2/ Includes one-day, overnight and medium-term Repos.

3/ This item includes the monetary effect of the Banco de la RepUblica's income statement, TES-A maturities, loan recovery, and the Bank's

investments.
Source: Banco de la Republica.

In 2005 the average level of the means of
payment (M 1) rose by an annual rate of 18.2%,
up by 3.2 percentage points on 2004. This
increase stemmed from growth in both cash
(18.5%) and checking-account deposits
(18.0%) (Chart 35).

Expansion in broad money (M 3), which began
in early 2001, speeded up in 2005, reaching
rates (17.9% nominal and 12.3% real) far above
the pace of economic activity (Table 10 and
Chart 36).

Breakdown of M3 by component shows its
buoyancy to have come from an annual growth
of 18.5% in cash and 18.2% inliabilities subject

M1 AND ITS COMPONENTS
(ANNUAL GROWTH OF MONTHLY AVERAGE)

(Percentage)
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Source: Banco de la Republica.
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MONETARY AGGREGATES

Nominal annual % change in monthly average of weekly data

Base Cash Reserves M1 Quasi-money M2 LSR (*) M3
Jan-04 16.5 19.0 9.9 15.8 9.9 11.6 11.0 12.0
Feb-04 17.9 20.5 114 18.4 9.5 12.1 10.9 12.0
Mar-04 16.6 19.5 9.6 15.6 9.7 114 11.6 12.5
Apr-04 15.7 18.0 10.4 16.3 9.4 114 12.0 12.7
May-04 19.8 19.0 21.7 17.3 11.6 13.2 11.1 12.0
Jun-04 18.7 19.6 16.5 16.0 13.5 14.2 11.3 12.3
Jul-04 14.6 17.3 8.0 14.6 13.9 14.1 12.7 13.2
Aug-04 16.9 16.4 18.1 13.1 14.9 14.4 13.4 13.7
Sep-04 14.4 16.2 10.0 12.6 16.2 15.2 13.9 14.1
Oct-04 13.5 13.8 12.7 11.3 15.5 14.3 15.8 15.5
Nov-04 15.1 15.3 14.7 12.9 16.1 15.2 15.2 15.1
Dec-04 16.3 16.5 15.7 15.9 19.0 18.0 17.0 16.8
Jan-05 16.5 15.3 19.6 14.8 20.3 18.6 18.5 17.8
Feb-05 17.4 16.0 21.0 14.1 19.5 17.9 17.5 17.0
Mar-05 20.7 17.8 28.3 19.0 20.8 20.3 17.6 17.4
Apr-05 18.5 16.2 24.3 16.2 22.6 20.7 18.9 18.2
May-05 19.2 17.7 22.7 18.3 19.7 19.3 18.7 18.3
Jun-05 18.1 17.6 19.5 17.8 20.7 19.9 19.1 18.6
Jul-05 19.8 18.4 235 18.0 20.1 19.5 17.4 17.3
Aug-05 19.0 20.0 16.6 20.6 19.5 19.8 17.0 17.1
Sep-05 22.8 20.0 29.7 19.7 21.1 20.7 17.9 17.9
Oct-05 21.9 21.9 21.8 21.1 22.8 22.3 19.0 19.1
Nov-05 23.7 21.0 30.6 19.9 23.3 22.3 20.0 19.8
Dec-05 20.8 19.6 24.1 19.1 19.0 19.1 16.9 17.1
Jan-06 21.0 19.5 25.2 18.4 17.3 17.6 15.9 16.3

Annual nominal average
2004 16.3 17.6 13.2 15.0 133 13.7 13.0 135
2005 20.0 185 23.6 18.2 20.5 19.8 18.0 17.8
Real annual % change in monthly average of weekly data

Base Cash Reserves M1 Quasi-money M2 LSR (*) M3
Jan-04 9.7 121 35 9.1 35 51 4.5 5.4
Feb-04 10.9 134 4.8 11.4 3.0 54 43 5.4
Mar-04 9.8 125 3.2 8.8 3.3 4.9 51 5.9
Apr-04 9.7 11.8 4.7 10.2 3.7 5.6 6.2 6.8
May-04 13.7 13.0 15.5 11.3 5.9 74 55 6.3
Jun-04 11.9 12.8 9.9 9.4 7.0 7.7 5.0 59
Jul-04 7.9 10.5 17 7.9 7.3 7.5 6.1 6.6
Aug-04 10.4 9.9 11.5 6.8 85 8.0 7.1 7.4
Sep-04 7.9 9.7 3.8 6.3 9.6 8.7 7.4 7.7
Oct-04 7.1 7.4 6.4 51 9.1 7.9 9.3 9.0
Nov-04 8.8 9.0 8.4 6.7 9.7 8.8 8.8 8.8
Dec-04 10.2 10.4 9.7 9.9 12.8 119 10.9 10.7
Jan-05 10.4 9.3 135 8.9 14.1 125 12.3 11.7
Feb-05 11.6 10.2 15.0 8.4 13.6 12.0 11.6 11.1
Mar-05 15.0 12.2 22.2 13.3 15.0 14.5 12.0 11.7
Apr-05 12.9 10.7 18.4 10.7 16.7 14.9 13.2 12.6
May-05 135 121 16.8 12.6 14.0 13.6 13.0 12.6
Jun-05 12.7 12.2 14.0 12.4 15.2 14.4 13.6 13.2
Jul-05 14.2 12.9 17.7 12.4 14.5 13.9 12.0 11.8
Aug-05 135 14.4 11.2 14.9 13.9 14.2 11.6 11.6
Sep-05 16.9 14.3 235 14.0 15.3 14.9 12.3 12.2
Oct-05 15.8 15.8 15.7 15.0 16.6 16.2 131 131
Nov-05 17.7 15.1 24.2 14.1 17.3 16.4 14.2 14.0
Dec-05 15.2 14.0 18.3 13.6 135 13.6 11.5 11.7
Jan-06 15.8 14.2 19.8 13.2 121 125 10.8 11.2

Annual real average

2004 9.8 11.0 6.9 8.6 7.0 7.4 6.7 7.2
2005 14.2 12.9 17.7 12.6 14.8 14.1 12.4 12.2

(*) Liabilities subject to reserves.

Source: Banco de la Republica.
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to reserve requirements, the latter up by 5.2 pp on 2004. Savings- and
checking-account deposits, which make up over 55% of total liabilities
subject to reserve requirements, were the components presenting the more
representativeincreases: 29.6% and 18.0%, respectively. Smilarly, CDsput
their recovery on afirmfooting, growing by 10.6%, and bondsissued by
credit institutions continued on arising trend, expanding by 26.3%, annual
averagerates.

Table 11 shows that private deposits in credit
ingtitutionsincreased by an annual rate of 18.2%,
following their strong performance in 2004,
becausethe peso’ spersistent revaluationledtoa

REAL BROAD MONEY M3

(Annual % change)

15.0

private-portfolio shift toward local currency. Thus,
private CDs expanded by 10% between
December 2004 and December 2005, and
private-savings deposits by 26.8%.

Public depositsinthefinancial system registered
a considerably weaker growth (6.4%) with
respect to December 2004. Thisresulted from
theintroduction of anew liquidity scheme under
which the National Treasury’s cash surplusis
deposited inthe Banco delaRepublicaand not
traded with thefinancial sector.
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COMPOSITION OF M3
ANNUAL CHANGE
(BILLIONS OF PESOS)

March June September December
2004 2005 (%) 2004 2005 (%) 2004 2005 (%) 2004 2005 (%)

Private M3 66,554 77,752 16.8 69,495 80,779 16.2 69,475 84,347 21.4 77,967 92,213 18.3
Cash 10,383 12,121 16.7 10,750 12,785 18.9 10,547 12,925 22,5 13,832 16,397 185
LSR 56,170 65,631 16.8 58,745 67,994 15.7 58,928 71,422 21.2 64,134 75,815 18.2
Checking accounts 7,796 8,932 14.6 8,086 9,624 19.0 7,582 9,403 24.0 10,250 12,474 21.7

CDs 23,159 25,228 8.9 23,803 25,786 8.3 24,471 26,935 10.1 24,418 26,855 10.0
Savings 20,530 26,279 28.0 21,672 27,054 24.8 21,613 29,320 35.7 24,330 30,861 26.8
Other 4,685 5,193 10.8 5184 5531 6.7 5262 5,764 95 5,136 5626 9.5
Public M3 17,145 19,163 11.8 16,621 19,278 16.0 18,474 19,473 54 19,149 20,383 6.4
Checking accounts 3,790 4,091 7.9 3,666 4,415 20.5 3,780 3,956 4.7 5,041 5510 9.3
CDs 1,566 2,365 51.0 2,064 2,395 16.1 2,614 2,392 (8.5) 2,276 2,179 (4.3)
Savings 6,542 9,637 47.3 7,255 10,165 40.1 7,870 10,838 37.7 8,307 9,834 184
Repos 3,405 922 (72.9) 1,589 0 (100.0) 2,265 0 (100.0) 1,194 0 (100.0)
Other 1,842 2,147 16.6 2,047 2,302 125 1,945 2,288 17.6 2,330 2,860 22.7
M3 total 83,699 96,915 15.8 86,115 100,057 16.2 87,949 103,821 18.0 97,116 112,596 15.9

Source: Financial Superintendency.
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Itisnoteworthy that over theyear the private sector’ sgovernment-bond hol-
dingssurged by 36.2%, on average, asshownin Table 12.

3. Loanportfolioand credit institutions' asset quality

Thecreditingtitutions main bal ance-sheet itemsregistered positiverea growth
ratesin 2005, despitead owdowninthe second haf of theyear. At December
2005, asset growth was 12%, reflecting the behavior of thetwo main asset
components. loan portfolio (11.3%, corrected for securitizations) and
investments (13.0%). For their part, depositsgrew by 11.9%, asower pace
than in 2004; thishad to do with the better behavior of Reposin theinterbank
market.

A growing disparity is discernible between the performances of the
different loan types (Chart 37). In December 2005, real annual growthin

REAL SECTOR'S FINANCIAL PORTFOLIO

(BILLIONS OF PESOS)

Total real sector

Total Public sector Private sector (*)
M3 TES M3+ TES M3 TES Total M3 TES Total
Balances
2003 December 82,390 31,613 114,003 15,450 16,612 32,061 66,941 15,001 81,942
2004 March 83,699 34,320 118,019 17,145 16,774 33,919 66,554 17,546 84,100
June 86,115 33,449 119,564 16,621 17,137 33,758 69,495 16,311 85,806
September 87,949 35,821 123,770 18,474 18,167 36,641 69,475 17,654 87,130
December 97,116 36,408 133,524 19,149 16,869 36,018 77,967 19,539 97,506
2005 March 96,915 40,671 137,586 19,163 18,029 37,192 77,752 22,643 100,395
June 100,057 43,595 143,652 19,278 19,540 38,818 80,779 24,055 104,835

September 103,821
December 112,596

Absolute annual change

2004 December

2005 March
June
September
December

14,725
13,216
13,942
15,872
15,480

Annual % change at the end of:

2004

2005 March
June
September
December
Average

17.9
15.8
16.2
18.0
15.9
17.0

45,436 149,257 19,473 21,339 40,813 84,347 24,097 108,444
49,241 161,836 20,383 24,369 44,752 92,213 24,872 117,085

4,795 19,521 3,700 257 3,956 11,026 4,539 15,564
6,351 19,567 2,018 1,254 3,272 11,199 5,097 16,295
10,146 24,088 2,658 2,402 5,060 11,285 7,744 19,028
9,615 25,486 1,000 3,172 4,172 14,872 6,442 21,314
12,833 28,313 1,234 7,500 8,734 14,246 5,333 19,579
15.2 17.1 23.9 15 12.3 16.5 30.3 19.0
18.5 16.6 11.8 7.5 9.6 16.8 29.0 19.4
30.3 20.1 16.0 14.0 15.0 16.2 47.5 22.2
26.8 20.6 5.4 17.5 114 21.4 36.5 24.5
35.2 21.2 6.4 44.5 24.2 18.3 27.3 20.1
26.3 19.6 135 16.7 14.8 18.0 36.2 21.6

(*) Excluding financial sector's TES holdings.
Source: Banco de la Republica.
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commercial loans was 6.3%, half the rate

registered seven months before. By contrast, ,

CREDIT INSTITUTIONS GROSS LOAN PORTFOLIO
consumer loans' pace of growth surged ever (REAL ANNUAL GROWTH)
higher, reaching 31.9% at theend of 2005. Lastly,

mortgage |oans continued to shrink, at areal rate e
of 6.6%, even when adjusted for securitizations e
(-8.3% unadjusted). >

10.0

00 =

-10.0

-20.0

a. Quality and coverageratios

-30.0

-40.0 -
Thefalling trend intheratio of overdueloansto Dec-95 Dec-97 Dec-99 Dec-01 Dec-03 Dec-0¢
. . —— Mori e —— Mortgage and securitizations ~ ----- Commercia

grossloansthat still existed at theend of 2004 oo o

continued throughout 2005, taking theratio down
toitslowest historical levelssince comparable
figures began to be estimated 12 years before.
Theratio’' sfal signifieslower credit-risk exposure PORTFOLIO QUALITY, BY TYPE OF LOAN (¥)

for financial intermediaries (Chart 38).

Source: Banco de la Republica.
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In addition, during 2005 portfolio coverage, in
termsof provisioning per unit of overdueloans,
stood at levels close to the historical peak, 200
reaching 163% last December (Chart 39). 50 |
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b. Profitability and capital soundness Dec-95 Dec-97 Dec-09 Dec-01 Dec-03 Dec-0¢
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At December 2005, profits accumulated by Soutce Finania Supeimencency: calcu aions by Banco de la Repiiion
credit institutions over the preceding twelve
monthsamounted to 3,42 trillion pesos, equivalent
to aprOﬁt-tO-asset ratio of 28%, about thesame COVERAGE: PROVISIONS / OVERDUE LOANS

ratio asin May 2005. By type of intermediary,
there was still a difference of almost one
percentage point between Colombian and foreign
institutions (Chart 40). Asset profitability for the 18001
|atter was around 1.7%, lower even than public 200 |
institutions’ asset profitability ratio of 2.3%in
December.

(Percentage)
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Thecreditinditutions good situationisasoreflected 00 F

by high solvency levels, which, despitetheir declining o . . . . .
trend al through 2005, remained far abovethe 9%  Decos Dec-07 Dec-99 Dec-01 Dec-03 Dec-0¢
minimum capital requirement imposed by the Source: Financial Superintendency; calculations by Banco de la Repdblica.
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ASSET RETURN, BY TYPE OF FINANCIAL-SYSTEM
INSTITUTION

FOREIGN AND DOMESTIC

(Percentage)
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Source: Financial Superintendency; calculations by Banco de la Reptblica

CREDIT INSTITUTIONS'
SOLVENCY RATIO (*)

(Percentage)
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14.0
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(*) The solvency ratio is calculated as technical capital / risk-weighted assets.
Source: Financial Superintendency; calculations by Banco de la Reptblica
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Financia Superintendency; thesolvency ratio stood
at 13.5%in December (Chart 41).

C. Potential risksfor thefinancial system
I Credit, market and liquidity risks

Notwithstanding thegood situati onreflected by the
financid system’ smain ba ance-sheet accounts, high
portfolio quality and a high level of capital
soundness, adverse movements in the
macroeconomic variables might affect financial
gtability. Inthisrespect, analyzing the consequences
of extremedtuationsonthefinancia system (stress
testing) is an essential tool for the Board of
Directors policy decision-making. For thisreason,
the Banco de la Republica s previous Financial
Stability Reports attach great importanceto stress
testing, particularly inrespect of credit, market and
liquidity risks.®®* Most stress tests assume
movementsin variables as drastic as those that
occurred inthelate nineties.* Themain findings of
thestresstestsare describedin greater detail further
below inBox 3.

Thefirst typeof risk istraditionally associated with
credit activity. Credit risk reflectsin particular the
possihility that debtorswill fail to meet their debt-
repayment commitments to financial
intermediaries, which may inthe most seriousca
ses cause the latter to become bankrupt. The
impact of macroeconomic shockson credit risk

B Greater detail on the stress testing described above is provided
in the Potential Risks section of the December 2005 Financial
Sability Report; and at the end of that Report, under the heading
Financial Stability Issues, a number of articles deal in depth
with particular cases of credit and market risks.

¥ Stresstesting for the consumer and mortgage portfolio assumed
a6.8% fall in economic activity, as observed in the second half
of 1999, an interest-rate rise of 450 bp, as observed from May
to June of 1998, and an 8% fall in housing prices, equa to the
average of the falls over 1996-2000. In the case of the
commercial portfolio, a 9% decrease in sales is assumed, as
occurred in 1999.



operates through deterioration of the mgjor debtors' balance sheets. For
example, dower economic activity, rising interest ratesor marked changes
in assets prices can increase defaults by agentsin the economy of their
credit obligations.

Theconclusion from stresstesting isthat, although credit risk iscurrently
at historically low levels, amacroeconomic situation like the 1998-1999
crisismay cause hugelossesto credit institutions (Box 3, Table B3.1).
Theimpact of adverse macroeconomic shocksisparticularly significant
for certaininstitutions. The private sector’ sgood situation, together with
higher portfolio coverage, low delinquency levels, good profit levelsand
capital soundness of credit institutions, suggeststhat thereisno credit
risk, at least in the short term. Consumer-loan growth could become a
source of instability in the medium and short term, as higher leverage
makes househol ds more sensitive to changesin the economic situation.

Moreover, since the financial-intermediation businessis devel oping
toward greater involvement in trading in short-term asset portfolios,
market risk isafurther threat to thefinancial system. Market risk reflects
the vulnerability of banks' portfolio valueto sudden price changesin the
component assets. The losses incurred by intermediaries in this
connectionincreasewith portfolio sizeand the magnitude of price shocks.
Because of thelarge share of public-debt securities(TES) inthefinancial
institutions’ balance sheets, tests were conducted to quantify valuation
losses resulting from higher TES rates*® Such lossesarelarge for both
credit institutionsand pension-fund managers, suggesting that thefinancid
system’ smain vulnerability isto market risk (Box 3, Table B3.2). Inthe
case of creditinstitutions, losseswould be concentrated in commercial
banks.

Lastly, liquidity risk reflectsthe possibility that intermediarieswill beunable
to meet their depositors’ demand for resources. In other words, the
disparity between asset and liability maturities may leave abank with
insufficient available resources to cover withdrawal of funds by its
creditors. Intheworst case, that might turninto arush of withdrawal sthat
would affect the soundness of the financial system. Thetests conducted
indicate that credit institutions are operating with an adequate level of
liquidity, far higher than during the crisisand sufficient to copewith an
extreme situation of withdrawals.

B The spot curve in particular is assumed to undergo a 200 bp parallel shift; that is, the rates for
all maturities are affected by this amount.
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RATIO OF COLOMBIA STOCKMARKET GENERAL INDEX
TO RETURN ON CAPITAL DEVIATION FROM LONG-TERM
AVERAGE (1997-2995)
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Source: Colombia Stockmarket report; calculations by Banco de la Republica.

RATIO OF HOUSING PRICES TO RENTS DEVIATION
FROM LONG-TERM AVERAGE (1994-2005)
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Source: National Planning Department's new-housing price index, and DANE's CPI housing
component index. Calculations by Banco de la Republica.
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ii.  Assat-pricebubble

A reversal in asset prices can affect financial
stability. To evaluate the hypothesis of what may
occur inabubble (over-valuation) scenariointhe
stockmarket and the mortgage market, price/
return ratios are estimated and shown in Chart
42.

According to Chart 42, there may beaspeculative
bubblein the stockmarket, whereasthere seems
to be no evidence of oneinthe housing market. It
should be pointed out however that a sharp
reversal in share priceswould not significantly
affect thefinancial system’ sstability, giventhat: i)
shares are not assets used as collateral in the
financial system; ii) only asmall proportion of
agentsintheeconomy holdtheminther investment
portfolios: andiii) unlikehousing, they arenot the
main component of agents’ wealth (seeBox 1).



The experience of the late nineties’ financial crises revealed the need to improve
the traditional financial-stability analyses, which were based exclusively on
monitoring traditional indicators. Stress testing has emerged as a good complement
to these, for it seeks to evaluate the soundness of the financial system in extreme
but likely scenarios. The Banco de la Republica’s Financial Stability Reports of
December 2005 and March 2006 give preponderant weight to stress testing for
Colombia, particularly as regards credit, market and liquidity risks, which are
discussed below in detail.

Credit risk

The impact of adverse macroeconomic conditions on counterpartry risk to the
financial system operates through balance-sheet deterioration of its major debtors.
In particular, falls in economic activity, rising interest rates or marked changes in
asset prices can cause an increase in defaults of credit obligations by agents in the
economy.

Different tests were conducted by the Banco de la Republica to quantify the impact
of such adverse conditions by type of loan. For the consumer-loan portfolio, a model
was estimated in which a 6.8% fall in GDP and a 450-bp rise in interest rates
deteriorated portfolio quality and affected the health of intermediaries in two ways:
through higher provisioning and lower interest received. A similar exercise was
conducted for the mortgage portfolio, with an 8% housing-price fall replacing interest
rates. Lastly, in the case of the commercial portfolio, the impact was estimated of a
9% fall in sales and a rise in interest rates as indicated above.

The simulations corresponded to actual developments in the late nineties. The
consumer- and loan-portfolio tests assumed a fall in economic activity, such as
occurred in the second half of 1999; an interest-rate rise, such as occurred between
May and June 1998; and a housing-price fall equivalent to the average for 1996-
2000. In the case of the commercial portfolio, sales were assumed to fall by 9%, as
occurred in 1999.

Table B3.1 presents the impact of these shocks, both individually and simultaneously
(Shock 3), on intermediaries’ profits. The conclusion is that, though in the current
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situation credit risk is at historically low levels, a scenario like that of the 1998-1999
crisis would cause considerable losses to credit institutions.

TABLE B3.1
COST OF SHOCKS OCCURRING
(PERCENTAGE OF PROFITS)

Shock 11/ Shock 22/ Shock 3

Commercial 4.0 54.0 57.0
Consumer 20.0 26.0 39.0
Mortgage 12.0 11.0 19.0
Total 40.0 91.0 114.0

1/ For the commercial portfolio a 9% fall in sales is considered and for the consumer and mortgage portfolios a GDP
fall of 6.8%.

2/ For the commercial and consumer portfolios an interest-rate rise of 450 basis points is considered, and for the
mortgage portfolio an 8% fall in the housing-price index.

Source: Banco de la Reptblica.

It is therefore necessary to make further progress in developing methodologies that
reveal balance-sheet risks. To this end, the Financial Superintendency has been working
on setting up the Credit-Risk Management System (SARC) and designing a counter-
cyclical provisioning scheme for distributing the cost of provisions over the entire cycle
rather than concentrating it in the crisis phase.’

Market risk

Given the growing share of investments (mostly TES) in the institutions’ assets, the market
risk they face has increased. In particular, substantial rises in TES interest rates may
cause intermediaries to suffer large losses. Table B3.2 shows that a 200-bp rise in TES
rates over the entire yield curve would cause credit institutions valuation losses
amounting to 31.4% of their annualized profits, with such losses highly concentrated
among commercial banks.

Liquidity risk

Lastly, given that the nature of the credit institutions” business involves maturity
transformation, the risk of a bank’s being unable to meet its obligations (e.g., making
payments to depositors) for lack of liquid funds jeopardizes financial stability. In a

' See Martinez, Pineda and Salamanca (2005).
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TABLE B3.2
LOSSES FROM A 200-BP RATE-RISE SHOCK IN TREASURY SECURITIES
(MILLIONS OF PESOS)

Fixed-rate Real Value Total Percentage
(pesos) Units of profits (*)
Total credit institutions 812,157 261,151 1,073,308 31.4
Commercial banks 762,649 255,066 1,017,715 34.3
CFC (commercial finance
and leasing companies) 2,587 380 2,967 1.6
Corporaciones financieras
(real-sector development
institutions) 46,921 5,705 52,626 21.1
Pension fund managers 670,037 383,280 1,053,317

(*) Past 12 months (Dec-05).
Source: Banco de la Repdblica.

situation of illiquidity, intermediaries may have to sell part of their non-liquid portfolios,
thereby incurring losses that undermine their soundness.

To measure this risk you need to know the potential demand for resources that banks
may face. To this end, you estimate the uncovered-liability ratio,? which shows the
percentage of nonliquid assets that would have to be liquidated to meet obligations in
respect of liquid liabilities and the transitory component of stocks (such as savings
deposits and current accounts).

Stress testing also took into account the part of the nonliquid portfolio that would
need to be realized in the event of a further fall of 12% in the amount of depostis.>

CHART B3.1
SENSIBILITY ANALYSIS: UNCONVERED-LIABILITY RATIO OF COMMERCIAL AND MORTGAGE BANKS

(Percentage)
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Source: Banco de la Repdblica.

2 The uncovered-liability ratio = [(TrL + LL) — LA] / TA - LA, where TrL is the transitory component of savings and checking-

account deposits, LL liquid liabilities, TA total assets, and LA liquid assets. The more negative the value of the ratio the
better the bank’s liquidity position.
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Chart B3.1 shows both the current situation of the uncovered- liability ratio for 17
banks and the hypothetical situation of the ratio in the scenario considered. It may be
seen that the financial system manages an adequate level of liquidity, and that even in
the case of banks that would have to liquidate part of their nonliquid portfolio (i.e.,
those showing a positive uncovered-liability ratio) the liquidated amount would be
small (3% on average).

*  This percentage is the average of the worst falls in the selected banks’ stock of deposits during the financial crisis of 1998-

1999.

PENSION FUND MANAGERS’ PORTFOLIOS

In November 2005 the Pension Fund Managers’ portfolio of mandatory pension funds
amounted to 35.5 tr pesos, more than double the amount registered in December
2001 (Table B4.1). An even stronger growth has occurred in the voluntary pension funds:
in November they stood at 6.8 tr pesos, more than three times their value four years
earlier. Severance-pay funds totaled 3.7 tr pesos in November."

Breakdown of the overall portfolio by issuer of securities? reveals clearly that public-
debt securities made up the greater part of all three types of fund (Tables B4.2 and

TABLE B4.1
SIZE OF THE PORTFOLIO ADMINISTERED BY PENSION FUND ADMINISTRAT ORS
(MILLIONS OF PESOS OF NOVEMBER 2005)

Pensiones Severance pay

Mandatory Voluntary

Dec-01 14,315,125 2,376,966 2,684,825
Dec-02 18,453,458 3,488,139 2,837,292
Dec-03 22,486,639 4,170,845 3,027,671
Dec-04 27,712,233 4,707,919 3,279,158
Nov-05 35,471,668 6,827,873 3,690,234

Source: Financial Superintendency; calculations by Banco de la Reptiblica.

' The value of the funds includes valuation gains on available-for-sale investments.

?  The value of the funds includes valuation gains on available-for-sale investments.
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B4.3). The share of government securities in the mandatory pension funds has remained
very close to the regulatory limit of 50% set by the Financial Superintendency. In contrast,
the share of paper issued by foreign institutions is below the regulatory 20% limit but
has been rising steadily in recent years, with a significant exposure to the real sector,
mostly in the form of shares.’

The voluntary pension funds exhibit a shift in composition in favor of the share of
securities issued by the real sector (bonds and shares) and the financial sector (particularly
in the past year), and to the detriment of exposure to foreign institutions.

TABLE B4.2
MANDATORY AND VOLUNTARY PENSION FUNDS:
EXPOSURE BY COUNTERPARTY
(PERCENTAGE OF PORTFOLIO)

Dec-01 Dec-02 Dec-03 Dec-04 Nov-05

Mandatory pension funds

Central government 48.67 49.38 48.64 48.52 47.13
Real sector 17.89 19.53 18.62 19.62 22.06
Financial sector 22.49 20.07 18.50 16.62 15.04
Foreign institutions 4.12 4.55 7.08 9.53 11.69
Other 6.83 6.48 7.16 5.71 4.08
Voluntary pension funds
Central government 39.90 41.92 37.19 42.35 41.61
Real sector 8.96 12.35 13.34 15.17 16.71
Financial sector 13.82 13.01 13.81 13.79 18.15
Foreign institutions 30.43 28.95 30.84 22.72 16.17
Other 6.90 3.77 4.82 5.97 7.36

Source: Financial Superintendency, calculations by Banco de la Repdiblica.

In the case of the severance-pay funds (Table B4.3), the share of government
securities (57.78%) is again the largest, larger than in the mandatory pension funds—
for the 50% limit does not apply here. But it fell sharply in 2005, in contrast to
exposure to the real sector, which increased significantly through a rise in
shareholdings.

Breakdown of the portfolio by currency, both in the case of the pension funds
(mandatory and voluntary) and in the case of the severance-pay funds, shows a rise
in recent years in peso securities and a fall in foreign-currency securities (both in
dollars and in other currencies) (Table B4.4). Although the share of dollar-

* At November 2005 equity investments made up 11.75% of the pension fund managers’ portfolio of mandatory pension
funds.
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TABLE B4.3
SEVERANCE PAY FUNDS:
EXPOSURE BY COUNTERPARTY
(PERCENTAGE OF PORTFOLIO)

Dec-01 Dec-02 Dec-03 Dec-04 Nov-05

Central government 48.68 71.19 71.83 68.24 57.78
Real sector 16.20 15.60 16.53 15.36 20.38
Financial sector 27.55 10.78 6.78 9.10 15.21
Foreign institutions 3.14 1.17 1.84 3.73 4.97
Other 4.42 1.26 3.02 3.58 1.66

Source: Financial Superintendency; calculations by Banco de la Reptiblica.

TABLE B4.4
MANDATORY AND VOLUNTARY PENSION FUNDS AND SEVERANCE PAY FUNDS:
EXPOSURE BY CURRENCY
(PERCENTAGE OF PORTFOLIO)

Dec-01 (*) Dec-02 (*) Dec-03 (*) Dec-04 Nov-05

Mandatory pension funds

Pesos 43.46 32.94 33.60 42.69 49.40
UVR 27.90 38.00 40.83 39.17 35.21
Dollars 23.02 23.01 19.21 11.88 11.87
Euros 5.32 6.05 6.02 6.26 2.32
Other 0.29 0.00 0.33 0.00 1.20

Voluntary pension funds

Pesos 24.87 33.49 30.19 44.51 58.20
UVR 13.14 35.04 36.38 28.55 26.80
Dollars 52.60 30.31 30.50 22.78 13.13
Euros 9.11 1.16 2.93 3.72 0.69
Other 0.27 0.00 0.00 0.43 1.18

Severance pay funds

Pesos 42.87 22.23 19.41 32.04 50.03
UVR 19.70 36.41 39.65 41.94 36.61
Dollars 32.26 35.53 33.20 18.43 11.04
Euros 4.52 5.83 7.75 7.58 1.25
Other 0.65 0.00 0.00 0.00 1.07

(*) Estimates based only on the funds' fixed-rate portfolios.
Source: Financial Superintendency; calculations by Banco de la Reptiblica.

denominated assets has decreased, the dollar is still the foreign currency to which
the pension fund managers’ portfolio is most exposed. About one third of this
portfolio is denominated in Real Value Units (UVR) or other denominations tied to
CPl inflation.




IV. FISCAL POLICY

A. 2005 FISCAL RESULTS

At theend of 2005 the consolidated public-sector deficit stood at 24.4 bn
pesos, asituation closeto fiscal balancefor thefirst timein over adecade.
Thisresult isattributable to the decentralized sector’ ssubstantial surplus
(4.5% of GDP), which made up for the central government’ sdeficit. That
surplusstemmed from an accumul ation of resourcesinsomesocial security
funds, and from the favorable situation of sub-national finances and of
some companies, particularly Ecopetrol (Table 13).

The central government’ sfinanceswerein deficit by 13,599 bn pesos, or
4.9% of GDP. Thiswasasmaller deficit than in 2004, thankslargely to
stronger revenues. In annual terms, total revenues rose by 14.8% and
expendituresby 10.3%. Among revenueitems, tax receiptsgrew by 15.1%,
notably incometax (14.3%), internal VAT (13.3%), externa VAT (23.2%)
and customs revenues (26.4%). The factors responsible for higher tax
receiptsincluded, among other things, the VAT rateincreasefrom 7% to
10% for some goods and services, good economic growth in 2004—-which
improved the profits of major taxpayers—, improvement in tax
administration, and higher imports. Much of theincreaseintax revenues
and external VAT camefrom higher imports (Table 14).

Central-government expendituresregistered a4%fall ininterest on debt, a
15.2% increasein operating expenses, and a0.5% risein investment costs.
Thefdl ininterest paymentsislargdly attributableto the premium obtainedin
the placement of domestic-debt securities (TES), which amounted to 2,000
bn pesos (about one point of GDP) in 2005. Among operating expenses,
persond servicesgrew by 5.6%, overhead by 11.5%, and transfersby 17.8%.
Theriseintransferscamefrom a37.3% surgein pension payments. These
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CONSOLIDATED PUBLIC SECTOR
FISCAL BALANCE 2004-2005

Item Billions of dollars Percentage of GDP
2004 2005 (pr) 2004 2005 (pr)

A. Total nonfinancial public sector (1 + 2) (3,586) (955) (1.4) (0.3)
1. National government (13,983) (13,599) (5.5) (4.9)
2. Subtotal decentralized sector 10,397 12,644 4.1 45
Power sector 499 359 0.2 0.1
Emcali (Cali municipal utilities co.) 271 161 0.1 0.1

EPM (Medellin municipal utilities co.) 502 193 0.2 0.1
FAEP (ail stabilization fund) 167 637 0.1 0.2
Ecopetrol 296 1,134 0.1 0.4
Telecom 257 17 0.1 0.0

Rest of entities 1,527 2,022 0.6 0.7
Social security 4,009 5,844 1.6 21
Regional and local 2,832 2,153 11 0.8
National Coffee Fund 37 124 0.0 0.0

B. Banco de la Republica cash profit and loss 1,225 669 0.5 0.2
C. Fogafin (deposit insurance agency) cash profit and loss 720 610 0.3 0.2
D. Financial restructuring costs (920) (1,233) (0.4) (0.4)
E. Adjustments (886) 885 (0.3) 0.3
F. Total consolidated public sector (A + B+ C + D + E) (3,447) (24) (1.3) 0.0

(*) Preliminary.
Source: Confis (fiscal policy council).

Funding for the
central-government
deficit, including
financial
restructuring costs,
amounted to 5.3% of
GDP and came
largely from domestic
borrowing, in
application of recent
years policy of
replacing external
debt by domestic
debit.
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transfers originated mostly from depletion of the reserves of the Socia
Security Institute, which required fundsfor the nation amounting to 3,657
bn pesosin 2005. Net |oan operations, in respect of credit extended by the
government to various publicinstitutions, amounted to 324.0 bn pesosin
2005.

Funding for the central-government deficit, including financia restructuring
costs, amounted to 5.3% of GDPand camelargely from domestic borrowing,
inapplication of recent years policy of replacing external debt by domestic
debt. Net domestic indebtedness rose by 17,410 bn pesos, the result of
disbursements of 26,832 bn pesos and debt repayments of 9,422 bn pe-
sos. By contrast, external indebtednessfell by 1,079 bn pesos, for new
disbursements, amounting to 7,059 bn pesos, werelessthan debt repayments,
totaling 8,138 bn pesos. Debt repayments included external-loan
prepaymentsof 1,890 bn pesos. Asusual, domestic borrowingwasmainly
through placement of TES-B bonds, amounting to 25,053 bn pesosin 2005,
with 14,774 bn pesos of thisamount placed through auctions. Transfer of
profitsfrom the Banco delaRepublica’ s operationscameto 454 bn pesos.

Asaresult of thefinancing operations carried out in 2005, the balance of
central-government debt stood at 50.3% of GDP at the end of theyear.



GOBIERNO NACIONAL CENTRAL
CENTRAL GOVERNMENT FISCAL BALANCE (2004-2005)
(BILLIONS OF PESOS)

2004 2005 (pr) Annual growthl
2004-2005
|I. Total revenues (A + B+ C + D + E) 39,952 45,876 14.8
A. Tax revenues 36,735 42,288 15.1
Income tax 15,182 17,349 14.3
Internal 1IVA 10,074 11,412 13.3
External IVA 4,882 6,016 23.2
Impost 2,233 2,823 26.4
Gasoline tax 1,057 1,143 8.1
Financial-transactions levy 2,238 2,401 7.3
Wealth tax 452 463 24
Other 617 681 10.4
B. Non-tax revenues 202 482 138.6
C. Special funds381 472 23.9
D. Capital resources 2,509 2,511 0.1
Financial returns 381 440 15.5
Financial surplus 1,845 1,773 (3.9)
Other 283 298 5.3
E. Accrued interest 125 123 (1.6)
I1. Total expenditures (A + B+ C + D + E) 53,935 59,475 10.3
A. Interest 10,264 9,857 (4.0)
External 4,320 4,268 (1.2)
Internal 5,944 5,589 (6.0)
B. Operating expenses 1/ 38,548 44,426 15.2
Personal services 6,704 7,077 5.6
Overhead 2,584 2,880 11.5
Transfers 29,260 34,469 17.8
C. Investment v/ 4,210 4,232 0.5
D. Net loans 298 324 8.7
E. Accrued payments 615 636 3.4
I11.Deficit or surplus (I - I1') 2 (13,983) (13,599) (2.7)
Financial restructuring costs 1,383 1,233 (10.8)
IV. Funding (A + B + C + D) (15,366) (14,832) (3.5)
A. Net external credit 3,446 (1,079) (131.3)
Disbursements 6,978 7,059 1.2
Debt repayments 3,532 8,138 130.4
B. Net domestic credit 7,630 17,410 128.2
Disbursements 16,480 26,832 62.8
Debt repayments 8,850 9,422 6.5
C. Banco de la Republica's profits 803 454 (43.5)
D. Other 3,487 (1,953) (156.0)
V. Deficit as percentage of GDP (5.5) (4.9)

(pr) Preliminary.

1/ Including payments and floating debt.
2/ Excluding financial-restructuring costs.
Source: Financial Superintendency.
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While the balance of
external public debt
as a percentage of
GDP dropped from
20.8% in 2004 to
16.9% in 2005, the
domestic component
climbed from 29.2%
to 33.3%.

Whilethe balance of external public debt asapercentage of GDP dropped
from 20.8% in 2004 to 16.9% in 2005, the domestic component rosefrom
29.2%10 33.3%. Thesefiguresconfirm the substitution of domestic debt for
externd debot, which hascharacterized public-borrowing policy inrecent years.

B. 2006 FINANCIAL PLAN

For 2006 the Council for Fiscal Policy (Confis) has approved a fiscal-
deficit target of 2.0% of GDPfor the consolidated public sector.®® Meeting
thistarget, which iswithin the medium-term fiscal framework, involves
generating a5.2% deficit inthe central government’ sfiscal accountsand a
3.1% surplusin the decentralized sector—asashare of GDP (Table 15).

Thecentral government’ sfinanceswill not undergo any major deteriorationin
2006, despitetheexpansionin overall spending, whichisexpectedtorunto
15.1%.

B The 2006 financial plan was presented in Confis Consultants Documents No. 5 dated June 15,
2005 and No. 1 dated January 18, 2006.

CONSOLIDATED PUBLIC SECTOR
FiIsCcAL BALANCE 2005-2006

ltem Billions of dollars Percentage of GDP
2005 2006 (pj) 2005 2006 (pj)
A. Total nonfinancial public sector (1 + 2) (955) (6,208) (0.3) (2.2)

1. National government (13,599) (15,669) (4.9) (5.2)

2. Subtotal decentralized sector 12,644 9,461 45 3.1
Power sector 359 378 0.1 0.1
Emcali (Cali municipal utilities co.) 161 432 0.1 0.1
EPM (Medellin municipal utilities co.) 193 222 0.1 0.1
FAEP (ail stabilization fund) 637 599 0.2 0.2
Ecopetrol 1,134 200 0.4 0.1
Telecom 17 (104) 0.0 (0.0)
Rest of entities 2,022 1,202 0.7 0.4
Social security 5,844 4,556 21 15
Regional and local 2,153 2,044 0.8 0.7
National Coffee Fund 124 (68) 0.0 (0.0)

B. Banco de la Republica cash profit and lossa 669 1,027 0.2 0.3
C.Fogafin (deposit insurance agency) cash profit and loss 610 396 0.2 0.1
D. Financial restructuring costs (1,233) (1,361) (0.4) (0.4)
E. Adjustments 885 0 0.3 0.0
F. Total consolidated public sector (A + B+ C + D + E) (24) (6,146) 0.0 (2.0)

(pj) Projection.
Source: Confis (fiscal policy council).
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Thebiggest increasesin tax receipts are projected to occur inincometax
(17.9%) and internal VAT (10.8%). Capital funds are expected to grow
by 63.4%, thanksto thetransfer of financial surplusesfrom state-owned
companies, especially Ecopetrol-whose profit transfers should amount to
some 2,000 bn pesosin 2006.

Central-government expenditures will register an increase of 30.7%in
interest payments, 9.9% in operating expenses and 33.9% in investment
costs. Among operating expenditures, personal serviceswill grow by
14.8%, overhead by 13.3% and transfers by 8.6%. Growth in overhead
and personal itemsis connected with the sector of defense and police,
and with elections earlier in the year. Investment spending covers
implementation of various highway and drinking-water programs and
projects and integrated massive transport systemsin severa cities.

Asin 2005, the central government’ sdeficit will financed largely from
domestic borrowing. Domestic debt will grow by 7,622 bn pesos, the net
result of bond sales of 24,694 bn pesos and debt repayments of 17.072
bn pesos. External debt will increase by 2,855 bn pesos, resulting from
disbursements of 5,693 bn pesos, |ess debt repayments of 2,838 bn pe-
sos. Financing from Treasury operations and other sources of funds,
including privatizations, will exceed 6,000 bn pesos.

Thedecentralized public sector’ sfiscal situation will not be asfavorable
asin 2005, especially because of smaller surplusesin Ecopetrol and the
social-security sector. Ecopetrol is expected to spend more on fixed-
capital formation and toincreaseits profit transfer to the government. The
social-security surpluswill be smaller thanin 2005, mainly because both
the Solidarity and Guarantee Fund (Fosyga) and the Subnational Pension
Liabilities Fund (Fonpet) received extraordinary revenuesin 2005 and
will not be doing so in 2006.

Lastly, at the time of this writing the government was revising the
consolidated fiscal-deficit target for 2006. Adjustments to the annual
financia planwill beofficially announced by April.
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V. BALANCE OF
PAYMENTS

Although the current-account deficit is acceptable, it might pose a major
risk in future. For besides recurrent revenue such as remittances, the
account contains other, less certain revenue items such as sales of crude ol

In the past four years
transfer income,
particularly family or
workers remittances,
has become the
second largest source
of currentincomein
the country's balance
of payments,
representing 2.7% of
GDP in 2005.
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fromdepleting reserves.

A. BALANCE-OF-PAYMENTS
BEHAVIOR IN 2005

The current-account deficit widened in 2005 to 1.7% of GDP, up from
1.0% in 20041 (Table 16), because of a27% rise in imports, resulting
from growth of the economy. In particular, capital-goodsimports surged
by 39%, driven by higher investment. Net factor-income payments al so
increased substantially in 2005, as a result of recent years foreign
investment inflows and of the profits obtained in such sectorsasoil and
mining.

Thefact that faster economic growth, reaching 5% in the preceding two
years, did not produce agreater widening of the current-account deficitis
asign that higher aggregate spending has gone hand in hand with higher
revenues. Therecent years higher world pricesfor our commodity exports,
theworld economy’ sgood performance, and astronger orientation toward
exports in some sectors such as manufacturing have helped to make
Colombia s exports buoyant and to generate goods-account surpluses
averaging around 1.4% of GDP between 2004 and 2005 (Chart 43). Itis
well torecall that besidesthetrade surplusthereistransfer income—par-
ticularly family or workers' remittances—, which hasin the past four years
become the second largest source of current incomein the country’ sba-
lance of payments, representing 2.7% of GDPin 2005 (Chart 44).

T At the time of submission of this Report, no preliminary figures were available on the balance

of payments at the close of 2005.



COLOMBIA'S SUMMARY BALANCE OF PAYMENTS

Millions of Per centage of Difference

Dollars GDP 2005-2004

Millions of

2003 2004 2005 2003 2004 2005 Dollars
(pr) (e (pr) (e

I. Current account (991) (950) (2,115) (1.2) (.00 (1.7) (1,165.3)

Income 19,864 24,111 29,496 25,0 248 241 5,384.7

Outlays 20,855 25,062 31,612 26.2 25.8 258 6,550.1

A. Nonfactor goods and services (877) (303) (526) (1.1) (0.3) (0.4) (222.9)

1. Goods 567 1,368 1,644 0.7 1.4 13 275.9

Exports 13,825 17,246 21,736 174 17.8 17.8 4,490.1

Imports 13,258 15,878 20,092 16.7 16.3 16.4 4,214.2

2, Nonfactor services (1,444) (1,671) (2,170) (1.8) (1.7) (1.8) (498.7)

Exports 1,923 2,277 2,467 24 2.3 2.0 190.1

Imports 3,368 3,948 4,637 4.2 4.1 3.8 688.8

B. Factor income (3,446) (4,303) (5,519) (4.3) (4.4) (4.5 (1,216.7)

Income 548 663 1,091 0.7 0.7 0.9 427.3

Outlays 3,994 4,966 6,610 5.0 5.1 5.4 1,644.0

C. Current transfers 3,333 3,656 3,930 4.2 3.8 3.2 274.2

Income 3,568 3,925 4,202 45 4.0 34 277.2

Outlays 235 270 273 0.3 0.3 0.2 3.0

Il. Capital and financial account 746 3,207 3,306 0.9 3.3 2.7 98.3

1. Long-term financial flows 1,009 2,462 3,585 1.3 25 2.9 1,122.6

Net foreign director investment in Colombia 863 2,987 5,298 11 3.1 4.3 2,310.8

Net loans 512 (399) (1,710) 06 (0.4) (14 (1,310.6)

Net leasing (337) (76) 25 (0.4) (0.1) 0.0 100.7

Other long-term movements (29) (50) (29) (0.0) (0.1) (0.0) 21.6

2. Short-term financial flows v (263) 745 (279) (0.3) 0.8 (0.2 (1,024.3)

I11.Net errors and omissions 61 284 380 0.1 0.3 0.3 95.9

IV.Change in gross international reserves 2/ (184) 2,541 1,570 (0.2) 26 1.3 (971.2)

V. Gross international reserves 10,921 13,540 14,957 13.7 139 122 1,416.8

VI.Net international reserves 10,916 13,536 14,947 13.7 139 122 1,411.5
Months of goods imports 9.9 10.2 8.9
Months of goods and services imports 6.4 6.6 5.7
Nominal GDP in millions of dollars 79,459 97,139 122,296

VIl. Change in net international reserves (186) 2,543 1,565 (0.2) 26 1.3 (978.0)

(pr) Preliminary.

(e) Estimated.

1/ Including portfolio investment, direct loans and commercial credit.
2/ According to balance-of-payments methodology.

Source: Banco de la Republica.
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OVERALL COMMODITY PRICE INDEX EXCLUDING
OIL AND OIL INDEX
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COMPOSITION OF THE CURRENT ACCOUNT (*)

(Percentage of GDP)

1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004 2005
I Tradebalance
. Transfers

O Factor income O Nonfinancial services

—— Current account

(*) A change of methodology introduced in 1994 for measuring the balance of payments
makes comparison with previous years difficult. The figures for 2005 are estimates.
Source: Banco de la Republica.

Although the current-account deficit isacceptable,
it might pose amajor risk in future. For besides
recurrent revenues such asremittances, the account
containsother, less certain revenue items such as
sales of crude oil from depleting reserves. The
authoritiesshould therefore be onthe aert to avert
any unbounded increasein aggregate spending or
an excessive appreciation of thereal exchange
rate that moves this variable away from its
equilibriumlevd.

A detailed analysisfollows of the different balan-
ce-of-payments components in 2005 and their
prospects for 2006.

1. Current account

I'n 2005 the current-account deficit widened by
$1,165 m relative to 2004, despite a trade-
surplus increase of $276 m. The widening
stemmed from a $1,217 m rise in net factor-
income payments, consisting largely of profit and
dividend paymentsfrom the oil sector and other
sectors.

The increase in the trade-surplus was the net
result of goods exportsrising by $4,490 m (or
26.6%) relative to 2004 and goods imports by
$4,214 m (or 26.7%). Growth in exports
occurred mainly in oil and oil byproducts,
followed by coal, coffee and ferronickel, all of

which benefited from the considerabl e pick-up in their world prices. By
volume, exports of coffee, ferronickel and coal increased, whereas
exportsof oil and oil byproductsfell by around 3%, relativeto 2004.
Nontraditional exportswent up by 19.3% in value over 2005, largely
on the back of industrial products (Table 17).

By export destination, Venezuelaand the United States strengthened
their positionsin 2005 as Colombia’ schief trading partners (Table 18).

Some 46% of import growth came from capital-goods purchases, which
expanded by 38% relative to 2004 of (Table 19). Under thisitem the

76



EXPORTS, BY MAIN PRODUCT AND ECONOMIC SECTOR

2004 2005 (pr) Change Contribution
Millions Millions to growth
of Dollars of Dollars Absolute 11 Percentage
Percentage Percentage
points

Traditional exports 7,659 10,366 2,707 35.3 16.2 60.7
Coffee 950 1,471 521 54.9 3.1 11.7
Oil and oil byproducts 4,227 5,559 1,332 315 8.0 29.9
Coa 1,854 2,598 745 40.2 4.4 16.7
Ferronickel 628 738 110 175 0.7 25
Nontraditional exports 2/ 9,072 10,822 1,749 19.3 10.5 39.3
Nonmonetary gold 561 517 (44) (7.8) (0.3) (1.0)
Emeralds 74 72 (2) (3.0) (0.0) (0.0)
Other than gold and emeralds 8,438 10,233 1,795 21.3 10.7 40.3
Farming sector 1,618 1,969 351 21.7 21 7.9
Industrial sector 6,616 7,887 1,271 19.2 7.6 28.5
Mining sector 3/ 204 378 174 85.3 1.0 3.9
Total exports 16,731 21,187 4,456 26.6 26.6 100.0

(pr) Preliminary.

1/ In millions of dollars.

2/ Excluding temporary exports, re-exports and others, but including balance-of-payments adjustments.
3/ Excluding gold and emeralds.

Source: DANE and Banco de la Reptblica

behavior of capital-goodsimportsfor industry wasstriking, reflecting
the buoyancy displayed by investment and industrial activity throughout
theyear. Likewise, imports of raw materials, which grew substantially
for industrial use (16.4%), accounted in all for 36% of overall import
growth. Hence, more than 80% of import growth in 2005 was associated
with ahigher rate of investment in the economy and, to alesser extent,
with input demand stemming from stronger economic activity. The past
twoyears rea exchange-rate appreciation also contributed to thisresult.

Profit and dividend transfersto parent companies grew considerably in
2005, aconsequence of recent years' direct foreign investment inflows
into the Colombian economy. Such transfers by oil-sector companies
are estimated at $1,944 m and by all other sectors of the economy at
$1,715 m, the total representing an increase of 36% on 2004.

Lastly, net transfersrose by $277 m (or 7.5%) in 2005 relative to 2004,
reaching an estimated value of $3,930 m. Workers' remittances
accounted for $3,313 m of thisamount, growing by an estimated 4%
last year, much more slowly than their average growth of 19.9% ayear
between 2000 and 2004 (Box 5).

More than 80% of
import growth in
2005 was associated
with higher
Investment inthe
economy and, to a
lesser extent, with
input demand
stemming from
stronger economic
activity.
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CoLOMBIA's NONTRADITIONAL EXPORTS, BY COUNTRY OF DESTINATION (PR)

(JANUARY-DECEMBER 2005)

United Venezuela Ecuador Japan Germany Mexico All Total
States others
Annual percentage change in dollar value:

Total 25.7 29.2 31.0 26.0 28.0 16.4 27.2 26.6
Traditional 31.2 15.8 214.5 33.7 40.4 42.1 38.2 35.3
Nontraditional 17.4 29.3 22.2 (2.9) 10.2 8.2 17.0 19.3

Farming sector 25.7 11.9 2.0 14.6 22.4 12.2 20.8 21.7
Industrial sector 13.5 32.7 17.3 9.7 (7.7) 8.1 18.4 19.2
Food, beverages and tobacco 14 (1.0) 32.0 12.7 1.6 (34.2) 29.7 15.3
Yarns and fabrics 1.0 9.7 34.5 0.0 37.3 21.6 14.8 16.2
Garments (8.0) 40.4 17.9 68.4 (14.6) 30.1 (1.6) 2.9
Plastic and rubber products 25.2 55.2 28.1 n,a 217.4 9.8 30.9 30.5
Leather and leather goods 16.0 35.4 8.7 21 23.1 9.5 (0.8) 8.6
Wood and wood products 21 96.2 53.1 (33.3) 61.5 (25.8) 15.0 22.0
Graphic arts and publishing 27.1 12.5 4.4 23.4 (47.4) 7.4 14.9 12.9
Chemical industry 45.1 11.3 13.3 20.8 (17.2) 24.2 12.9 16.1
Nonmetallic minerals 16.6 52.1 20.7  200.0 (29.6) 40.1 12.9 20.0
Common-metals industry 53.5 26.0 25.9 (15.8) (63.4) 8.0 38.9 38.3
Machinery and equipment 21.3 42.8 11.6 (78.8) (73.8) (29.2) 7.2 14.7
Transport materials 104.1 80.6 19.2  100.0 (92.6) 16.4 73.4 61.7
Optica, cinema and other apparatuses 84.8 70.8 5.0 87.0 215.0 14.4 7.0 23.4
Other industries 5.2 40.2 4.9 (52.9) 306.8 22.4 28.7 20.7
Mining sector (*) 15.9 29.0 68.3 (32.6) 57.3 83.7 (5.9) 15.3
Value of 2005 exports (millions of dollars):

Total 8,8560.9 2,097.6 1,324.4 330.2 339.2 610.9 7,634.0 21,187.2
Traditional 5,551.0 17.1 144.9 276.3 220.0 179.6 3,976.5 10,365.5
Nontraditional 3,299.9 2,080.5 1,179.4 53.9 119.2 431.3 3,657.5 10,821.7

Farming sector 997.4 290.0 6.6 19.8 75.5 18 577.5 1,968.5

Industrial sector 1,730.5 1,780.7 1,012.3 21.6 41.9 428.7 2,871.1 7,886.7

Mining sector (*) 571.9 9.8 160.6 12.5 1.8 0.9 208.9 966.4
Contribution to growth (percentage points):

Total 10.8 2.8 1.9 0.4 0.4 0.5 9.8 26.6
Traditional 7.9 0.0 0.6 0.4 0.4 0.3 6.6 16.2
Nontraditional 2.9 2.8 13 (0.0) 0.1 0.2 3.2 10.5

Farming sector 12 0.2 0.0 0.0 0.1 0.0 0.6 2.1
Industrial sector 12 2.6 0.9 0.0 (0.0) 0.2 2.7 7.6
Mining sector (.) 0.5 0.0 0.4 (0.0) 0.0 0.0 (0.2) 0.8

(pr) Preliminary.

(*) Including gold and emeralds.
Source: DANE and Banco de la Repblica
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FOB IMPORTS, BY ECONOMIC USE OR DESTINATION

January-December Change Contribution to growth
2004 v 2005y Absolute v/ % % %
points
Consumer goods 2,944 3,674 730 24.8 4.7 17.5
Durables 1,516 1,958 442 29.2 2.8 10.6
Nondurables 1,429 1,716 287 20.1 1.8 6.9
Intermediate goods 7,612 9,151 1,539 20.2 9.8 36.9
Fuel and lubricants 2/ 244 520 276 113.5 1.8 6.6
For farming 605 668 62 10.3 0.4 15
For industry 6,499 7,566 1,068 16.4 6.8 25.6
Construction materials 265 397 133 50.1 0.8 3.2
Capital goods 5,042 6,956 1,915 38.0 12.3 45.9
For farming 52 59 7 14.4 0.0 0.2
For industry 3,239 4,610 1,372 42.3 8.8 32.8
Transport equipment 1,751 2,287 536 30.6 3.4 12.8
Unclassified goods 31 17 (8) (43.8) (0.2) (0.2)
Total imports 15,629 19,799 4,175 26.7 26.7 100.0

1/ In millions of dollars.
2/ Including byproducts of both oil and coal.
Source: DANE and DIAN (tax administration).

2.  Capital and financial account
Preliminary estimates

In 2005 the capital and financia account showed anet inflow of fundsestimated put net FDI inflows at
at $3,306 m (resulting from net long-term inflows of $3,585 m and net short- around $5,300 m, or
term outflowsof $279 m). 4.3% of GDP, an
unprecedented
Regarding long-term flows, preliminary estimates put net inflowsof foreign percentagein recent
direct investment at around $5,300 m, or 4.3% of GDP, an unprecedented Colombian history,
percentage in recent Colombian history, only exceeded in 1997, when it only exceeded in
reached 4.5% of GDP (or $4,753 m), driven among other things by the 1997, when it was
privatization programsof various state-owned companies. In 2005 anumber 4.5% of GDP (or
of major companies, notably Bavaria, Coltabaco and Granahorrar weresold $4,753 m).
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In 2005, for the first
timein the present
decade the
consolidated
(financial and
nonfinancial) public
sector showed net
outflows of capital
and reduced its net
external liabilities.

to privateinvestors. Themining and oil sectorsalso received considerable
inflowsof foreigninvestment, totalingsome $3,100 m.

Capital inflowswere partly offset by net payments on external debt and
the accumul ation of overseas public-sector assets amounting to $2,956
m. In particular, in 2005 the government prepaid foreign debt intheamount
of $1,891 m; and it substituted domestic debt for external debt, which
involved repaying external debt of $666 m, over and above scheduled
repayments. The government increased its assets abroad by $264 m. This
wasthefirst timein the present decade that the consolidated (financial
and nonfinancid) public sector showed net outflows of capital and reduced
itsnet external liabilities (Table 20).

The private sector isestimated to have reported net capital inflowsworth
$964 m in 2005 from external borrowing and portfolio investments,
compared with $256 m the year before. Asin 2004, net long-term debt
flowswere negativein 2005, by $458 m, whereas net short-term financing,
including both external debt and portfolio capital flows, waspositive, by
$1,422 m. Short-term financing was largely connected with growth of
commercial activity, particularly higher imports.

PuBLIC AND PRIVATE CAPITAL FLOws: 2000-2005

(MILLIONS OF DOLLARS)

2000 2001 2002 2003 2004 2005 (e)

Total capital and financial account 58 2,459 1,279 746 3,207 3,306
|. Total private sector (394) 1,023 931 368 3,244 6,262
A. Net foreign investment in Colombia 2,069 2,509 1,258 863 2,987 5,298

B. Rest of private sector, excl. FDI (2,463) (1,485) (327) (495) 256 964
Long term (1,108) (369) (1,346) (1,095) (1,263) (458)

Short term (1,355) (1,117) 1,019 600 1,519 1,422

I1. Total public sector 452 1,435 349 378 (36) (2,956)
A. Nonfinancial 1,253 1,906 475 665 382 (2,142)

B. Financial (800) (471) (126) (287) (419) (814)
Nonfinancial public sector 1,253 1,906 475 665 382 (2,142)
Government 2,026 2,650 771 1,673 864 (1,419)
Long term 1,920 3,788 (648) 1,933 1,352 (1,155)
Disbursements 2,870 5,485 2,246 4,786 2,750 3,935

Debt repayments 950 1,697 2,894 2,853 1,398 5,090

Short term (loans and debt) 106 (1,138) 1,419 (260) (488) (264)
Rest of institutions (773) (744) (296) (1,007) (482) (723)
Long term (298) (360) (473) (505) (490) (60)
Disbursements 368 259 224 130 140 378

Debt repayments 666 619 697 635 631 438

Short term (loans and debt) (475) (384) 177 (502) 9 (663)

(e) Estimated.
Source: Banco de la Republica.
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External borrowing by the private sector hasbeen
declining since 2000, in both long-term and short-

COMPOSITION OF LONG-TERM CAPITAL FLOWS

term debt. Thisisin contrast to what occurred (FDI AND THE REST)
during 1993-1997, when external borrowing was R
amajor source of financing, exceeding in some M

yearsinflows of foreign direct investment. As
shown by Chart 45, FDI flows have been the chief
source of long-term external funding in the past 60
four years. 40

8.0

20

Lastly, thecountry’ soverall external-debt balance
in December 2005 is estimated at $39,097 m (or

0.0

32.0% of GDP), with the public sector accounting 20
from $24,493 m (63%) of thisdebt and the private w0 — — - — — —
sector for $14,604 m (37%) (Table 21). The short- B ne rorcop O v I

Source: Banco de la Republica.

CoLOMBIA'S EXTERNAL-DEBT BALANCE

Millions of Dollars Per centage of GDP

2001 2002 2003 2004 2005 2001 2002 2003 2004 2005

(pr) (e)

Overall balance 39,109 37,336 38,066 39,455 39,097 47.7 46.0 47.9 40.6 32.0
Public sector 23,468 22,781 24,527 25,779 24,493 28.6 28.1 30.9 26.5 20.0
Private sector 15,640 14,555 13,538 13,676 14,604 19.1 179 17.0 141 119

1. Medium and long term 35,986 33,844 34,700 34,522 32,838 43.9 41.7 43.7 355 26.9
a. Public sector according to borrower 23,053 22,262 24,228 25,321 24,103 28.1 274 305 26.1 19.7

Nonfinancial public sector 22,020 21,428 23,634 24,856 23,678 26.9 26.4 29.7 25.6 19.4
Government 18,188 18,013 20,663 22,320 21,194 222 222 26.0 23.0 17.3
Decentralized institutions 3,832 3,415 2,970 2,536 2,485 47 42 37 26 20

Financial public sector 1,033 834 594 465 424 1.3 1.0 07 05 03

b. Private sector 10,332 9,145 8,369 7,173 6,681 12.6 11.3 10.5 74 55
Financial 434 216 166 151 421 0.5 03 02 02 03
Nonfinancial 9,898 8,928 8,203 7,022 6,260 12.1 11.0 103 7.2 51
c. Leasing 2,601 2,438 2,104 2,029 2,054 32 30 26 21 17

Public 95 91 76 67 58 0.1 01 01 01 00

Private 2,507 2,347 2,028 1,962 1,995 31 29 26 20 16

2. Short term 3,122 3,492 3,365 4,933 6,259 3.8 43 42 51 51
a. Public sector 320 429 224 391 332 04 05 03 04 03
b. Private sector 2,802 3,063 3,141 4,542 5927 34 38 40 47 438

Memo item:

Overall balance excl. leasing 36,507 34,899 35,962 37,427 37,043 445 43.0 453 385 30.3
Public 23,373 22,691 24,452 25,712 24,435 285 28.0 30.8 26.5 20.0
Private 13,134 12,208 11,510 11,715 12,609 16.0 15.0 14.5 121 10.3

(e) Estimated.

(pr) Preliminary.
Source: Banco de la Republica.
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The country's overall
external-debt balance
in December 2005 is
estimated at $39,097
m (or 32.0% of GDP),
with the public sector
accounting from
$24,493 m (63%) of
this debt and the
private sector for
$14,604 m (37%).

term external-debt balance stood at $6,259 m (or 5.1% of GDP) in December,
95% of it owed by the private sector.

3. Movementsin inter national r eserves

By the ba ance-of -payments methodol ogy, in 2005 the Banco delaRepbli-
caaccumulated grossinternationa reservesof $1,570 m,*® bringing the ba-
lance to $14,947 m, or 12.1% of GDP. This balance is equivalent to 8.9
months of importsof goods, 5.7 months of importsof goodsand services,
and 1.3timesthevaue of public- and private-debt repaymentsinoneyear.
As stated earlier, in 2005 the Banco de la Republica made discretionary
foreign-exchange purchases of $4,658 m and sold foreign currency worth
$3,250 mtothegovernment (see Table4). Chapter VI providesmoredetailed
information on the country’ sinternational reserves.

B. BALANCE-OF-PAYMENTS OUTLOOK FOR 2006

The current account isforecast to show adeficit of $2,692 m (2% of GDP)
for 2006, mainly becausethe goodstrade surplusisexpected to plungefrom
$1,644 m (1.3% of GDP) in 2005 to $125 m (0.1% of GDP) in 2006 (Table
22).

% The figure $1,1570 m as variation in gross international reserves refers to a balance-of-
payments concept that does not include valuation gains or losses on the reserves from exchange-
rate differentials or interest rates. As explained in the chapters on reserves and the Bank’s

COLOMEIA's PROJECTED BALANCE OF PAYMENTS

Millions of Dollars Percentage of GPD
2004 2005 2006 2004 2005 2006
(e) (proj) (e) (proj)
I. Current account (950) (2,115)  (2,693) (1.0) (1.7) (2.0)
A. Nonfactor goods and services (303) (526) (1,883) (0.3) (0.4) (1.4)
1. Goods 1,368 1,644 125 1.4 13 0.1
2. Nonfactor services (1,671) (2,170)  (2,008) (1.7) (1.8) (1.5)
B. Factor income (4,303) (5,519) (4,802) (4.4) (4.5) (3.5)
C. Transfers 3,656 3,930 3,992 3.8 3.2 2.9
I1. Capital and financial account and
change in gross international reserves 950 2,115 2,693 1.0 17 2.0
A. Net direct investment 2,987 5,298 3,806 3.1 4.3 2.8
B. Other capital movements 1/ (2,037) (3,183) (1,113) (2.2) (2.6) (0.8)

(proj) Projection.
(pr) Preliminary.

1/ Includes public- and private-sector transactions, errors and omissions, and change in gross international reserves.

Source: Banco de la Republica.
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Thedeficitinfactor incomeisprojected to shrink by $717 min 2006 relative
toitsestimated vauefor 2005. Theshrinkagewoul d result fromthecombined
effect of higher interest income earned on international reservesand lower
interest paymentson public and private externa debt.

Lastly, thecurrent-account deficitin 2006 isexpected to bemorethanfinanced
from net foreigndirect investment, whichisforecast to remain buoyant mainly
intheoil and cod sector.

balance sheet, valuation losses were incurred on international reserves and if taken into account
would reduce the gross variation in reserves to $1,417 m.
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WORKERS’ REMITTANCES AND THEIR ECONOMIC IMPACT

The number of Colombians migrating abroad has increased considerably since 1996.
According to Security Administration data, between 1996 and 2005 some 1,905,000
Colombians left the country for good. This process has generated a substantial inflow
of workers’ remittances to Colombia. Over the past four years remittances have
become the second largest source of balance-of-payments current income, growing
at annual rates of over 20%. Thus, while in 1996 remittance income amounted to
$745 m, in 2005 it reached the sum of $3,313 m. But the pace of growth had
begun to slow from two years before, when the annual increase in remittances was
around 5% (Chart B5.1). Despite their recent slowdown, remittances have become
significant as a percentage of GDP rising from 1.9% in 2000 to 3.3% in 2004 and
running at 2.7% in 2005 (Table B5.1).

In general, family remittances are mainly used to finance household consumption,
followed by education and health expenses, producing a direct impact and also
marginal effects on the country’s social and economic variables. There is evidence
of the positive impact of remittances on economic indicators such as poverty,
education and health levels, the labor market, and saving and investment capacity
of the economy.

A full analysis of recent years” movements in workers’ remittances to Colombia and
their economic impact is to be found in the Editorial Notes of the November and
December 2005 issues of Revista del Banco de la Repdblica. As illustrated in the

CHART 5.1
COLOMBIA: EMIGRATION AND WORKERS' REMITTANCES

(Thousands of people) (Millions of dollars)
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Source: Security Administration (DAS); calculations by Banco de la Reptiblica. The figure
for 2005 is a preliminary estimate, subject to revision.
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TABLE R5.1
BALANCE OF PAYMENTS: FOREIGN-EXCHANCE INCOME FROM WORKERS' REMITTANCES

1999 2000 2001 2002 2003 2004 2005
(p) (p) (pr) (pr) (e)

As % of GDP 1.51 1.88 2.47 3.02 3.84 3.27 2.70
As % of balance-of-payments current income 7.81 8.42 10.86 13.71 15.41 13.15 11.23
As % of goods exports 10.78 11.50 15.73 19.92 2213 18.38 15.24
As a proportion of:

Foreign direct investment income (%) 86.04 65.89 80.06 116.04 169.91 101.28

(p) Provisional.

(pr) Preliminary.

(e) Estimated.

Source: Banco de la Repdblica.

Revista, surveys conducted in the country’s center-west metropolitan region show
that remittances are an essential source of funding for current expenditure, and
that they it makes it possible for recipient households to save. Thus, in 2004 around
85% of the value of remittances received by households in the region was used for
recurrent expenses. And of the 13.4% of the region’s households that were able to
save money, 14.5% could do so thanks to remittances.

Regarding the contribution of remittances to investment, remittance transfers for
home purchasing in Colombia have increased substantially, as deduced from
information collected in different cities in the United States and Spain, where
Colombians residing abroad are concentrated. Figures from the foreign-exchange
balance show that remittance transfers for home purchasing amounted to $104 m
in 2005.

There is evidence that remittances help to reduce poverty, though their impact is
not that large. In effect, in the center-west region of the country, 59.4% of households
receiving remittances are below the poverty line, compared with 64.3% of those
lacking such income.

Remittances have an ambiguous impact on the labor market. On the one hand
they affect it directly, for example by reducing labor supply through emigration of
workers, and by creating jobs in the countries receiving remittances. On the other
hand they affect the market indirectly by boosting consumption of nontradables,
thereby increasing demand for labor in nontradables sectors, or possibly by
discouraging labor effort by beneficiaries.

Kugler (2006) has modeled for Colombia the impact of remittance income on job
creation and human-capital formation. He has found that these foreign-currency
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flows increase opportunities for school attendance, thereby contributing to human-
capital formation. The increase in qualified manpower induces job creation and
the demand for this resource in the receiving economy.

Bibliographical reference

Kugler, Maurice (2006). “Migrant Remittances, Externalities in Colombia,” in Borradores de
Capital Formation and Job Creation Economia No. 370, Banco de la Republica.
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VI. INTERNATIONAL
RESERVES

At December 2005 net international reserves totaled $14,947.3 m, a level deemed
adequate. An adequate volume of reserves reduces the very likelihood of an
external crisis and, should one occur, acts as a funding cushion that minimized
the need for making an abrupt adjustment to the economy.

International reserves amounted to $14,947.3 m at December 2005.%°
During theyear reserves of $4,658.4 m were bought through discretionary
intervention, foreign exchange of $3,250 m was sold to the government,
profits of $196 m weretransferred toit, and anet profit of $81.4 mwas
obtained on international-reservesinvestments. The net result of these
operationswas an accumulation of international reservesof $1,411.5m,
downfrom $2,620 min 2004. Section A below discussesthe economy’s
vulnerability indicatorsassociated with thelevel of reserves, and evaluation
of their adequate level. Section B explainsthe composition of theinterna-
tional reservesand the criteriafor thelr management.

A. LEVEL OF INTERNATIONAL RESERVES AND THE
ECONOMY’S EXTERNAL VULNERABILITY

Emerging countries have accumul ated alarge stock of international reserves
inrecent years, after thelatenineties' crisisinforeign-capita markets. Such
reserves accumulation hasgenerally been justified by theneed to havean
adequate degree of international liquidity to cope with unexpected
devel opments such asterms-of-trade shocks, financia panics, contagionfrom
other crises, and al other factorsthat could cause areversal of capital flows.
Inthiscontext, itisargued that keeping an adequate level of international

B Net reserves are equal to the total of international reserves, or gross reserves, less the Bank's
short-term external liahilities. These liabilities consist of foreign-currency demand obligations
to nonresident agents. Unless otherwise indicated, all figures in this document are provisional
and refer to the end of December 2005; any discrepancies would be caused by approximations.
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reservesnot only helpsto deal with such shocks but may even maketheir
occurrencelesslikely.

Thisistrue even with afloating exchange rate, which is presumably
morein linewithits determinants and would not requireahigh level of
reserves. | nternational experience showsthat unexpected shocks affect
countries that have aflexible exchange rate, particularly those with
excessiveforeign-currency debt and no meansof hedging against massive
devaluations. Thisiswhy emerging countrieswith floating rates have
al so been seen to keep considerable levels of reserves.

After the 1999 crisis Colombia saccumulated international reserveswere
substantially increased, from $8,100 min late 1999 to $10,900 min
December 2003. In 2003 the Banco de la Republicapublished a study
explaining the different criteriafor assessing the adequate reservelevel .2
Based on those criteriait was determined that Colombiadid not havea
large excess of international reserves. This result was obtained by
reviewing theindicators most used by marketsto measurethe economy’s
external vulnerability, and by conducting a cost-benefit analysis. Such
analysisrecognizesthat holding reserves may make the economy less
vulnerable to external shocks but involves an opportunity cost, for
financial yield on thereserves may be lower than if they were used for
other purposes.

The study also concluded that two factors should be taken into account
in deciding to useinternational reservesto prepay external public debt:
i) thefinancial benefits of saving on interest, since the cost of external
public debt ishigher thantheyield on reserves; and i) the higher cost of
future debt, because the decreasein reserves may affect the perception
of country risk and make borrowing more costly by raising the spread.
The conclusion reached in December 2003 wasthat there was not much
scopefor using international reservesto prepay external debt, for the
extra cost of new funding would exceed the financial benefits of
prepayment. It was therefore decided in 2004 to sell amoderate sum of
reserves, $500 m, to the government.

Between 2004 and 2005, amid changes in the external and internal
environments, Colombia continued to amassinternational reserves. By
December 2005 they stood at almost $15,000, even after salestotaling

D See “Andlisis del nivel adecuado de Reservess internacionales’, especial edition, Revista del
Banco de la Republica, december 2003, <http//banrep,gov,co/publicaciones/Reservess
internaciones,eral dfj>.



$3,750 m made by the Bank to the government between 2004 and 2005.
Favorable changesin the environment have also affected the factors
determining the adequate level of reserves, such asGDPindollarsand
the spread on Colombian external debt. Asdiscussed below, movements
in these variables suggest that the accumulation of reserveswent hand
in hand with ariseintheir adequate level.

1. Movementsintraditional indicatorsof external liquidity

Analysisof theeconomy’ sindicators of external vulnerability iscentered
on those that measure theimpact of external borrowing both onitslevel
and on the short-term payment obligations generated. Theseindicators
are supplemented by inclusion of the current-account deficit. Internatio-
nal markets generally consider that in theseindicatorsavaluelessthan
onemay beawarning sign of external vulnerability, depending on each
country’ scharacteristics.

Based on the foregoing, the more relevant indicators for determining
sovereign country risk are:

Reserves/ current- or following-year debt repayments Thisindicator
sufficesfor countriesthat have neither acurrent-account deficit nor an
over-valued currency, so that the need for international liquidity islimited
to external debt repayments.

Reserves/ overall external debt service: auseful measurewhen acountry
needsto turn to theinternational market to finance payments not only of
principal but also of interest on external debt.

Reserves/ (debt repayments + current-account deficit): Thisratiois
indicative of the external vulnerability of countriesthat havelarge princi-
pal and interest obligations and a current-account deficit and, should in-
ternational markets become closed, would want to make a gradual
adjustment without sharp cutsin spending and output.

Other reserveindicators: Vulnerability indicators are supplemented by
measuring the size of reservesrelative to other economic variables: i) the
traditional reserves/ importsratio; ii) theratio of reservesto GDP; and
iii) theratio of reservesto the broad monetary aggregate, M 3.

Table 23 showsmovementsin the aboveindicatorsfor Colombiabetween
2002 and 2005. 1t will be seen that, under groups A and B, debt-repayment
and external-liquidity indicatorsimproved considerably until 2004, and
that some of them (res. / debt repayments+ current-account deficit) were
still closeto one at the end of 2005.
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COLOMBIA'S INTERNATIONAL-RESERVES INDICATORS

2002 2003 2004 2005 (e)
Balance
Net international reserves (millions of dollars) 10,841 10,916 13,536 14,947
Indicators
A. External debt repayment indicator
External debt repayments (millions of dollars) 10,146 10,173 8,961 13,120
Net reserves / current-year external debt repayments 1.07 1.07 1.51 1.14
Net reserves / following-year external debt repayments 1.07 1.22 1.03 1.30
B. Adequate external liquidity position
NIR / current-year debt servicing 0.86 0.87 1.18 0.93
NIR / following-year debt servicing 0.86 0.95 0.85 1.05
NIR / (current-year debt repayments + current-year currt. acct. def.) 0.94 0.98 1.37 0.98
NIR / (following-year debt repayments + following-year currt. acc. def.) 0.97 1.10 0.89 1.05
C.Other international reserves indicators
NIR as months of imports 8.46 7.88 8.19 7.25
NIR / M3 (percentage) 41.85 36.47 33.31 30.33
NIR / GDP (percentage) 13.36 13.58 13.76 12.08
(e) Estimated.

Source: Banco de la Republica.
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Indicatorsof external vulnerability wereinfluenced by the government’s
prepayment of external debt last year as part of its policy of substituting
domestic debt for foreign debt. In particular: i) theindicators considering
following-year debt repayment and debt servicing weakened in 2004 but
improved in 2005; and ii) those considering current-year debt repayments
and debt servicing wereaffected negatively in 2005. Sincethoseforeign-debt
prepayments had favorable repercuss onson the profileand futuretragjectory
of debt repayments, theseindicatorsareexpected toimprovesignificantly in
2006.2

Thethird part of Table 23 reveals that the reserves have remained above
seventhmonths' imports, ahigher level than international standardsfor this
indicator. You will noticeaso that, though thereservesbalance hasgrown, its
sizerelativeto GDPindollars has not risen, and rel ative to the amount of
depositsinthefinancial system (M3) it hasdeclined.

Comparing Colombia svariousinternationd-liquidity indicatorswith those of
other countriesof theregionreveal sthat intermsof reservesasimport cover

2 Esimportante anotar que las amortizaciones de 2006 consideradas parael célculo delosindicadores
de Reservess/amortizaciones. y servicio de deuda del afio 2006 no incluyen US$600 m de
prepago de deuda externa realizado por el Gobierno en la segunda semana de March; no obstante.
si se incorpora este prepago estos mismos indicadores mostrarian una mejora con respecto a los
de 2004,



Colombiaranksabove Chileand Mexico but below Brazil, and in terms of
reservesasaratio of M3 Colombiaranksaboved| three (Chart 46). However,
Colombia sratio of reservesto debt repaymentsislower than Chile’ sand
Mexico' sbut higher than Brazil’ s, and itsreserves-to-GDPratio islower than
Chil€e sbut higher than both Brazil’ sand Mexico's.

Theabovefacts suggest that compared with smilar countriesof theregion
that aresubject to similar external shocks, Colombiahasnot over-accumula-
ted international reserves. In thisconnection, it should be noted that most
emerging countries have accumulated large quantities of reservessincethe
foreign capital market crissof thelatenineties.

INTERNATIONAL-RESERVES INDICATORS FOR VARIOUS COUNTRIES
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Sources: For ratios of reserves to M3 and GDP and reserves as months of imports: IMF, calculations by Banco de la RepUblica. For the ratio of reserves to debt repayments: Goldman JP Morgan (Economic
Research, Global Currency Strategy, World Financial Markets, December 2005), Goldman Sachs (Latin America Economic Analyst, January 2006); calculations by Banco de la Republica.
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2.  Cost-benefit analysisfor determining
the adequate reserve level

Cost-benefit analysisisacomplementary approach for evaluating the
adequatereservelevel. It recognizesthat, though reserves accumulation
may improve liquidity conditions and reduce the economy’ s external
vulnerability, these benefits have to be balanced against the opportunity
cost incurred when central banksinvestinlow-risk liquid assetsyielding
lessthan other uses (for example, prepayment of external debt). Hence,
the adequate reservelevel dependson the evolution of the variablesthat
determinethe costs and benefitsof holding reserves. A descriptionfollows
of thesevariables:

. Benefits: Inthese model sthe benefit of accumulating reservesis
reflected in alower probability of acrisisoccurring and asmaller
lossof output in averting it. Moreover, should acrisisoccur, ahigher
level of international reservesmakesit lesscostly to adjust spending.
Thus, increases in the dollar value of GDP raise the benefit of
accumulating reserves, whereas reducing the probability of acrisis
occurring reducesthe utility of having morereserves.

. Costs: Theopportunity cost of accumulating reservesis measured
asthe difference between the cost of borrowing from abroad and
theyield of overseasassets. Thisdifferenceisusually expressed by
the spread each country pays on the debt it issues. In this case,
lower spreads reduce the opportunity cost of accumulating more
reservesand vice versa.

A crucial ingredient of this model isthe direct relationship between the
spread on foreign-debt placement and the probability of crisis. In
determining theforeign-debt spread (or surcharge), marketsareimplicitly
evaluating the probability of acrisisoccurring. Moreover, giventhat the
spread depends on macroeconomicindicators, arelationshipisestablished
between theseindicatorsand crisis probability. Hence, the probability of
external crisiswill depend on international -liquidity indicators (e.g., re-
serves/ imports, or reserves/ debt repayments), solvency indicators(e.g.,
debt / exports), the degree of economic liberalization, the contagion effect
of other emerging economies, and other macroeconomic and financial
variables.

Table 24 presents an updating of theresultsof the model used in December
2003. Giventhedifficulty of quantifying the cost of acrisis, sinceit depends
on the size and duration of the crisis, optimum reserve levels were
estimated for arange of cost assumptions going from 1% to 100% of
guarterly GDPin dollars? For each period, the probability model was
re-estimated and then the cost of the crisiswas modified in termsof loss



of output. Theresultsshow that in every year the higher theloss of output,
the greater the optimum reserve amount, pointing up the precautionary
role of reservesin facing external shocks.

Note also that the estimated optimum reserve amountsincreased for all
levelsof crisis cost between December 2003 and December 2004 and
thereafter stabilized in most cases at around December-2004 levels. The
increasein optimum reserve amounts was consistent with the changesin
the domestic and external environmentsthat |ed to accumulation of inter-
national reserves, asshownin Table 25.

2 This percentage is to be interpreted as loss of output over the duration of a crisis, expressed as

a percentage of one quarter’'s GDP. In the original model of Ben-Bassat and Gottlieb (1991) the
output loss from a crisis is estimated to last seven years.

ESTIMATED OPTIMUM INTERNATIONAL RESERVES LEVEL, 2003-2005
Cost of crisis Millions of dollars
(% of GDP)
Dec-03 Jun-04 Dec-04 Jun-05 Dec-05
1.0 5,885 7,085 8,660 8,715 8,825
4.0 9,075 11,155 13,240 13,185 13,025
55 9,925 12,235 14,465 14,385 14,175
10.0 11,685 14,465 17,005 16,885 16,585
40.0 16,675 20,925 24,400 24,195 23,695
100.0 20,095 26,085 30,625 30,555 29,895
Actual international
reserves
(Quarterly average) 10,729 11,464 12,933 13,473 14,648
Source: Estimated on the updated optimum-reserves model presented in the paper "Andlisis del nivel adecuado de reservas internacionales,"
December 2003, Banco de la Republica
VARIABLE DETERMINANTS IN MODEL OF OPTIMUM INTERNATIONAL-RESERVES LEVEL
Variable Unit Dec-03  Jun-04 Dec-04  Jun-05 Dec-05
Six-month Libor Percentage 1.23 1.53 2.48 3.49 4.53
Spread on Colombia's external debt Basis points 401 413 331 336 228
Total private external debt balance Millions of dollars 13,539 13,303 13,677 13,663 14,631
Total public external debt balance Millions of dollars 24,527 24,295 25,779 23,402 24,056
International reserves (final quarter average) Millions of dollars 10,729 11,464 12,933 13,473 14,648
GDP (quarterly) Millions of dollars 21,147 23,244 27,048 30,651 32,383
Goods exports FOB (quarterly) Millions of dollars 3,372 3,977 4,613 5,533 5,110
Goods imports FOB (quarterly) Millions of dollars 3,360 3,723 4,406 4,968 5,348
Next four quarters' debt repayments Millions of dollars 5,595 7,097 8,207 6,710 4,768
Spread on Latin American external debt Basis points 468 479 379 345 274

Source: Bloomberg, IMF and DANE; calculations by Banco de la Republica.
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Movementsinthevariablespresentedin Table 25 affect determination of the
adequatereservelevd inthefollowing ways:

Factorsjugtifying ahigher level of reserves:

. Thefall in Colombia sforeign-debt spread representsadecreaseinthe
opportunity cost of holding reserves. Thefdll inthe spread hasresulted
from domestic and externd factors, including notably ariseintheratio
of reservesto debt repayments, and adeclinein the debt-to-exports
ratio. Moreover, abundant liquidity ininternational capital marketshas
reduced the spread for L atin American countries, whichinturnhas
favorably affected Colombia sspread.

. Theriseindollar GDP, driven both by exchange-raterevauationand
by thevery growth of theeconomy, makesapotentia crissmorecostly
and henceincreasesthe benefit of holding reservesfor precautionary
reasons (should an external crisisoccur).

Factorsjustifying alower level of reserves:

. Thereduction observed in the external-debt spread and the evol ution
of its determining variables imply alower probability of crisis (or
suspension of payments), reducing the need for accumul ating reserves.

. Accordingtotheresults, therisein estimated optimum reservesindicates
that factorsfavoring reserves accumulation have predominatedin Co-
lombia, that is, areductioninopportunity cost (Spread) and anincrease
indollar GDPthat makesthepossibility of acrissmorecostly.

During recent yearsof strong reservesaccumulation, the Bank hassold re-
servesto thegovernment in thefollowing amounts: $500 min 2004, $3,250
min 2005, and $1,000 minthefirst quarter of 2006. These operationshave
beenjustified by thehigh reservesleve reached. They havedsoallowedthe
Banco delaRepublicato make definite purchases of TES securitieswithout
causing any net monetary effect and, hence, to hold asufficient stock of public-
debt securitiesin caseit deemsit appropriateto make permanent sterilization
operations. Thegovernment, inturn, has used these resourcesto cover its
financing needsand prepay external debt.

B. INTERNATIONAL-RESERVES COMPOSITION
AND MANAGEMENT CRITERIA

Theinvestment trancheisthemain component of internationa reserves making
up 91.0%, or $13,603.9 m, of thetotal .22 The remaining balanceisdivided
between: i) reserves positions at the International Monetary Fund and the



Latin American Reserves Fund, $730.7 m; ii) special drawing rights, $175.0 m; iii)
gold, Andean pesos, and positive ba ances under international agreements, $267.2m,;
and iv) demand depositsand cash on hand, $179.9 m). Short-term external liabilities
stood at $9.3 m (Table 26).

The criteriaestablished by the Banco delaRepublicafor management of international
reservesare, in order of importance, security, liquidity and profitability. Inkeeping
with these criteriaand to ensurethat the country’ sexternal payment obligationaremet,
thereservesareinvested infinancial assetsthat havealarge secondary market, and a
part of themisheld asworking capita to ensuretheir immediate avail ability.

2 The investment tranche refers to the resources of internally administered portfolios, delegated
portfolios and the amount to be used for working capital.

COMPOSITION OF INTERNATIONAL RESERVES
Description Dec-03 Dec-04 Dec-05
Millions  Percentage Millions Percentage Millions  Percentage
of Dollars of Dollars of Dollars
Cash 77.9 0.7 16.4 0.1 179.9 12
Cash on hand 77.2 0.7 15.8 0.1 2.8 0.0
Demand deposits 0.7 0.0 0.5 0.0 177.1 12
Investments 9,770.5 89.5 12,336.3 91.1 13,603.9 91.0
Direct portfolio 4,519.3 41.4 6,947.5 51.3 6,499.1 43.5
Portfolio under administration 5,251.2 48.1 5,388.8 39.8 7,104.7 47.5
Gold 136.4 12 143.2 11 167.6 11
On hand 0.0 0.0 0.0 0.0 0.0 0.0
Under custody 136.4 12 143.2 11 167.6 11
International Monetary Fund 597.2 5.5 626.7 4.6 583.5 3.9
SDR 172.5 16 182.9 1.4 175.0 1.2
Reserves position 424.7 3.9 443.9 3.3 408.5 2.7
Latin American Reserves Fund 333.3 3.1 340.2 25 342.2 2.3
Contributions 313.3 2.9 320.2 24 322.2 2.2
Andean pesos 20.0 0.2 20.0 0.1 20.0 0.1
International agreements 6.0 0.1 77.1 0.6 79.6 0.5
Total gross reserves 10,921.4 100.1 13,539.9 100.0 14,956.6 100.1
Short-term liabilities 5.8 0.1 4.1 0.0 9.3 0.1
International agreements 0.0 0.0 0.0 0.0 0.0 0.0
Overseas banks 0.0 0.0 0.0 0.0 0.0 0.0
Latin American Reserve Fund 0.0 0.0 0.0 0.0 0.0 0.0
Securities payable, purchase, investments 0.0 0.0 0.0 0.0 0.0 0.0
Accrued interest on liabilities 5.8 0.1 4.1 0.0 9.3 0.1
Total net reserves 10,915.6 100.0 13,535.8 100.0 14,947.3 100.0

Source: Banco de la Republica.
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Accordingly, aproportion of theinvestment tranche of international re-
servesisadministered by overseasfund managers, which are chosen
through arigorous selection processthat evaluatestheir experiencein
the business, the size of the funds they administer, and the quality of
their investing and risk management. As mentioned in previousreports,
these firms have improved the yield on reserves through specialized
management.

The Banco de la Republicaitself managed $6,499.1 m, or 47.8%, of
the investment tranche, including working capital of $1,461.9 m. The
remaining 52.2% ($7,104.7 m) was administered by the specialized firms
of Barclays Global Investors, J.P. Morgan Investment, Stanley Mana-
gement Inc., Goldman Sachs Asset Management, BlackRock Financial,
Wellington Management and Pacific Investment Management Co. In
2005 Banco de laRepublicarevised the external management perfor-
mance program, which led to one manager being excluded from the
program and three new firms being hired. Box 6 outlinesthe devel opment
of thisprocess.

Theinvestment portfolio ismainly concentrated in the sovereign sector—
including short- and long-term assets—, which makes up 69.3% of the
portfolio. The remaining portion isdistributed among the other sectors
asfollows: banking sector 15.7%, corporate sector 8.4%, supranational
sector 1.3%, Bank for International Settlements 3.4%, and repurchase
agreements at the Federal Reserve Bank of New York 1.9%. At
December 2005 the distribution by credit quality according to theratings
of specialized agencies*was asfollows: “ P-1"225.0%; “P-2"% 0.6%;
“AAA” 63.3%; “AA” 2.6%; “A” 3.2%; at BIS 3.4%; and Federal Re-
serve Bank of New York repurchase agreements 1.9%. The distribution
of credit risk reflectsthe strict security criterion applied in managing the
international reserves.

Table 27 showsthe returns on the different portfolios making up the
investment tranche of international reserves.

Regarding the main variablesresponsiblefor thereturn on thereserves
investment tranche, it will be seen that in contrast to what occurred in
the preceding years short-term USinterest ratesincreased substantially
in 2005, influenced by therisein Fed Funds benchmark rate from 2.25%
t0 4.25% over theyear. In addition, the US dollar appreciated by 12.98%
against the euro and by 13.05% against the Japanese yen (Chart 47).

#  Standard & Poor’'s, Moody's and Fitch Ratings.
In the short-term ratings scale, “P-1" is the best.
3 “p-2"-rated issuers have a strong capacity to repay their short-term debt.



RETURN ON INTERNATIONAL-RESERVES PORTFOLIOS
(2005)
(PERCENTAGE)

M anager Return on portfolios

Portafolio Benchmark Difference

index
Banco de la Republicav 0.14 0.14 0.00
Barclays Global Investors (0.85) (1.58) 0.73
J. P. Morgan Investment Management (1.28) (1.58) 0.30
Goldman Sachs Asset Management 1.98 1.78 0.20
Morgan Stanley Investments 2/ 1.37 1.17 0.20
BlackRock Financial 3/ 0.85 0.80 0.04
Wellington Management 3/ 0.71 0.80 (0.10)
Pacific Investment Management Co 3/ 0.18 0.20 (0.02)

Working capital 3.15

Provisional figures, subject to revision.

1/ Excluding working capital.

2/ Measuring period: December 31, 2004 to October 31, 2005.
3/ Measuring period: October 31, 2005 to December 31, 2005.
Source: Banco de la Republica.

Since, by definition one function of international reservesisto serve as
asource of liquidity inthe event of closing of external markets, reserves
investmentsare heldinthe main currenciesin which most of the country’s
overseas obligations (debt and import payments) are concentrated. For
this reason, the currency-composition aim of the reserves’ investment
portfolio isdefined asfollows: 85% in dollars, 12% in eurosand 3% in
yen.Z

As the accounting for reservesisin US dollars, the dollar’s strong
appreciation against the euro and yen causes exchange-rate differential
losses, as occurred in 2005. The Banco de la Republica, taking into
account the high volatility of currencies against the dollar, keepsare-
servefor currency fluctuations, whichitincreased in 2004 to 1,768.1
bn pesos, foreseeing a possiblereturn to the dollar’ s deval uationary
trend. In 2005 427.2 billion pesos of thisreserve were used to cover
exchange-rate differential lossesincurred during the year.

Theincreasein US short-term benchmark rates a so affected the val uation of
dollar securitieswith maturitiesof morethan oneyear, Snceinterest-raterises
have anegative effect on the price of such assets, in which alarge part of
reservesinvestmentsare concentrated. In contrast, the rate rise benefited
investments with maturities of lessthan one year, whichalso make up a

Z  This composition applies to the investment tranche, excluding the working capital.
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MOVEMENTS IN US TREASURIES' INTEREST
RATES AND IN THE DOLLAR AGAINST
THE YEN AND EURO

BEHAVIOR OF 2-YEAR TREASURY
NOTES V. US FEDERAL FUNDS,
2005 1/
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1/ The inverse ratio between price and rate of return implies that as the rate increases, the fixed-
income asset price decreases.

2/ The direct quotation euro/dollar implies that the euro loses value as it approaches zero.

3/ The inverse quotation dollar/yen implies that the yen loses value as it moves away from zero.
Source: Bloomberg.
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substantial part of reservesinvestments. Asaresult
interest-rate yield in 2005 was higher thanin the
preceding two years, when low interest rates
predominated globally.

Net yield on total international reserves at
December 31, 2005 was $81.4 m. Losses from
interest-rate movements and exchange-rate
differentials amounted to $296.9 m and were
counterbalanced by earned-interest yields of
$378.4 m.

Asaresult of constantly risinginterest ratesduring
theyear and thedollar’ sstrengthening against the
major devel oped-country currencies, yield onthe
reserves investment tranche wasthelowest for
thisdecade, asforecast in 2004.

Chart 48 showsthereserves accumulated yield
rate, versus the risk-free dollar rate. It also
presents a breakdown of the reserves dollar
returnintermsof their fixed-incomeinstruments
accrualsand valuation gains (interest yield) and
theexchange-ratedifferential against theUSdollar
(exchange-ratedifferentia yield).

Lastly, itisimportant toreiterate, asin past reports,
that the Banco delaRepublicahas an extensive
control structure for reserves investments. In
addition to the existence of internal controls, the
Bank isaudited by two sources: i) the external
firm of Deloitte & Touche, hired in 2002, and ii)
an auditing agency designated by the president of
Colombia

The control tasks performed by the Bank’s
auditing department in connection withinvestment
of international reserves include, notably: i)
continuous monitoring of investment operations,
to verify, among other things, compliancewith the
rulesset by the Internal Reserves Committee, the
security and safeguarding of the assetsacquired,
discharge of the obligations arising from their
administration, financial performance against the
benchmark portfolio, and the administration’s
effectivenessin managing liquidity, exchange-rate,
credit and market risks; ii) revising risk factorsin



internal operating procedures; and iii) conducting periodic auditing visits
to external portfolio managersand custodiansto review theinternal-con-
trol environment established by saidinstitutionsfor the management and
control of the assets placed under administration.

ACCUMULATED RATE OF RETURN ON RESERVES RETURNS ON INTERNATIONAL RESERVES
V. RISK-FREE RATE IN DOLLARS

(Percentage) (Millions of dollars)
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REVISION OF INTERNATIONAL-RESERVES
EXTERNAL MANAGEMENT PROGRAM

Since 1994 the Banco de la Repdublica has been running a program of delegation of
portfolios to firms with expertise in the management of fixed-income portfolios, to
improve the profitability of reserves and benefit from the transfer of knowledge and
technology these firms can provide. In 2002 the program was restructured and
changes were made to the risk and return conditions to be applied to these delegated
portfolios, in the light of the Bank’s increased experience and knowledge regarding
investment-portfolio management. The restructuring included establishing that the
portfolio managers’ administration would be evaluated every three years, based on
attainment of each mandate’s defined objectives and on generation of value added,
as measured through excess return obtained within strictly defined risk parameters.

In December 2004 the Reserves Committee—the body ultimately responsible for
international-reserves management policy—, taking into account the higher level of
reserves and the possibility of replacing any management firm not meeting the aims
of the program, decided to begin to search for firms better prepared for managing a
portfolio like that of international reserves.

In February 2005 the world’s ten largest fixed-income portfolio management firms,
other than those already working with the Bank, were invited to submit proposals.

CHART 6.1
EXTERNAL MANAGEMENT PROGRAM'S PERFROMANCE: JUNE/94 - DEC/O5
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Source: Banco de la Repiiblica.
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Information was sought on each firm’s capacities, with special emphasis on a detailed
description of such aspects as its corporate structure, the size of the amounts under
its administration, the type of clients it worked with, its legal status and standing.
Great importance was also attached to analyzing each firm’s investment philosophy,
decision-making process, and tools for risk analysis and control. Other factors
assessed included the firm’s return on portfolios comparable to reserves portfolios,
and its ability to generate excess returns constantly, relative to a benchmark index.

The search confirmed to the Bank that it was currently working with top-level firms
and acquainted it with other firms having very robust processes and different styles
of investment that could complement the existing program.

Out of the ten firms originally contacted, the four qualified as outstanding went on
to the final stage, at which time the information provided in the Invitation for
Proposal was checked and acquaintance was made with each finalist firm’s teams
in charge of investments and risk control. In the meantime, owing to the low return
obtained over the thirty months of the program, the Reserves Committee decided
in August 2005 to cancel the contract with the firm of J.P. Morgan Stanley Investment
Management Inc. as of October 31, 2005, thereby opening up the possibility of
engaging more firms than originally planned. After six months of evaluation the
Bank decided in August 2005 to engage three new management firms: BlackRock
Financial Management and Wellington Management Company, to form part of the
Rotation Mandate, and Pacific Investment Management Company, to form part of
the Global Mandate. All these firms are recognized worldwide as leading fund
managers.

TABLE B6.1

Rotation mandate

Global Mandate

The aim of the Rotation Mandate is to generate excess
returns consistently against its benchmark index, by using
relative-value strategies in the US fixed-income market.
Relative-value strategies seek investment in assets with
liquidity characteristics, credit quality and cash-flow
structure different from those of government bonds.
Rotation Mandate portfolios are currently being actively
managed by Goldman Sachs Asset Management, BlackRock
Financial Management and Wellington Management
Company.

The aim of the Clobal Mandate is to generate excess returns
consistently against the benchmark index by using
directional strategies such as currency and duration
positions, through the use of value strategies between
different markets for developed-government bonds. Clobal
Mandate portfolios are currently being actively managed
by Barclays Global Investors, J.P Morgan Asset
Management, Pacific Investment Management Company
and the Banco de la Repdblica.
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TABLE B6.2

Pacific Investment Management Company (PIMCO) is a specialty fixed-income institutional fund manager operating as an
independent subsidiary of Allianz A.C., one of the biggest insurance companies and financial-services providers in the
world. PIMCO's head office is in Newport Beach, California, and it also has offices in New York, Singapore, Tokyo, London,
Sydney, Munich and Toronto. It has assets under management totaling $446 bn, with 93% of this amount concentrated in
fixed-income securities, $22.6 bn in short-duration portfolios, and $4 bn administered for official institutions. PIMCO is
not only one of the market leaders but the best positioned, as evidenced by the great availability of human and technical
resources it employs to maintain this position.

BlackRock Financial Management provides fund and risk management and financial advisory services. Headquartered in
New York, it also has offices in Boston, Edinburgh, Hong Kong, San Francisco, Singapore, Sydney, Tokyo and Wilmington.
With a total of $342 bn in assets under administration, 70% of it in fixed-income portfolios, BlackRock also manages $3.4
bn for central banks. It stands out for its highly quantitative investing approach, not attempting to forecast market directions
but to find value within a controlled-risk framework. BlackRock is one of the firms always at the cutting edge of technology,
so much so that it provides risk-measuring services to such important firms as Freddie Mac in the United States, through
its BlackRock Solutions subsidiary.

Wellington Management Co is one of the biggest independent investment firms in the world. It is a private company
engaged exclusively in asset management, with $470 bn under administration, 33% of this amount in fixed-income
portfolios. Wellington believes its greatest strength is its independent, heavily manned, specialist market analysis team. It
maintains offices in Boston, Atlanta, Chicago, San Francisco, Hong Kong, London, Singapore and Tokyo and boasts 77 years
of experience in providing this service.

Greater information about the firms currently working with the Bank is available at the following links:

Goldman Sachs Asset Management: http://www,gs,com/client_services/asset_management/index,html
BlackRock Financial Management: http://www,blackrock,com/

Wellington Management Co: http://www,wellington,com/

Barclays Global Investors: http://www,barclaysglobal,com/

J, P, Morgan Asset Management: http://im,jpmorgan,com/imweb/impub/am_index2,jsp

Pacific Investment Management Co: http://www,pimco,com/TopNav/Home/Default,htm

Banco de la Repdblica: http://www,banrep,gov,co/
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VII. BANCO DE LA
REPUBLICA'S
FINANCIAL SITUATION

Pursuant to the Bank's bylaws, the Board ordered the distribution this year of
800.9 bn pesos, from 2005 profits (325.2 bn pesos) and part of the accumulated
reserves for currency fluctuations (427.2 bn pesos) and for asset protection (48.5
bn pesos).

A. RESULTS AT DECEMBER 2005

TheBank obtained profitsof 325 bn pesosin 2005, the net result of income
of 1,174 bn pesosand expenditures of 849 bn pesos(Table 28). Profitswere
down by 503 bn pesos on 2004, becauseincomefell by 395 bn pesoswhile
expendituresrose by 108 bn pesos. Thefall inincomeresulted mostly froma
decline of 651 bn pesosin return oninternational reserves, partly offset by
valuation gainsof 271 bn pesosonthe Bank’ sTES portfolio. Expenditures
rose because of interest paymentsto the National Treasury under the new
liquidity-management scheme agreed on with the government in May 2005,
whereby the Nation shall deposit all itsexcessliquidity at the Bank at market
rates.

Lower return oninternational reservesisexplained by thefact that theeuro
and yen, which represent 15% of thereserves, depreciated against thedollar.
Between 2004 and 2005 the euro fell from 1.3554 dollars/euro to 1.1795
(12.98% deval uation), and theyen moved from 102.63 yer/dollar to 118.03
(13.05% devaluation) (Table29). Devaluation of the euro and yen explains
last year’ sexchange-rate differential loss of $271 m. In contrast, both had
appreciated against the dollar in 2004 and contributed to higher return on
reserves. Part of theincomearising fromtheir gppreciationin 2004 wasplaced
inthe currency-fluctuation reservefund, whichisused to cover exchange-
ratedifferential losses, such asthoseregisteredin 2005; it wasthuspossible
totransfer higher profitsto the government, asexplained below.

Accrued interest increased by $167.3 min 2005, thanksto higher external
interest rates and higher average balance of reserves, offset in part by the
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BANCO DE LA REPL’JBLICAIS INCOME
(BILLIONS OF PESOS)

STATEMENT, DECEMBER 2004-2005

Ejecucion a Annual change
Dec-04 Dec-05 Porcentual Absoluta
A B (BIA) (B -A)
|. Operating budget
1. Income 1,569.0 1,174.0 (25.2) (395.0)
1.1  Monetary income 1,412.7 1,031.9 (27.0) (380.8)
1.1.1 Interest and returns 1,303.2 912.5 (30.0) (390.7)
International reserves 834.9 184.1 (78.0) (650.8)
Credit and other portfolios 6.1 10.3 67.4 4.1
Liquidity operations: Repos & transitory support 131.3 115.4 (12.1) (15.9)
Vauation gains on TES v/ 328.9 600.2 82.5 271.2
Valuation gains on other securities 2.0 2.6 29.9 0.6
1.1.2 Exchange-rate differences 49.3 42.9 (12.9) (6.3)
1.1.3 Coins 38.1 54.5 42.9 16.4
1.1.4 Other 22.1 22.0 (0.4) (0.1)
1.2  Corporate income 156.4 142.1 (9.2) (14.2)
1.2.1 Fees 135.8 124.6 (8.3) (11.2)
Banking services 43.0 58.0 35.1 15.1
Trust business 58.9 66.5 12.8 7.5
Foreign-exchange management 33.9 0.1 (99.7) (33.8)
1.2.2 Other 20.5 17.5 (14.6) (3.0)
2. Expenditures 741.2 848.8 14.5 107.6
2.1 Monetary expenditures 496.7 640.6 29.0 143.9
2.1.1 Interest and returns 2254 446.4 98.1 221.0
Reserves in deposit accounts 98.7 110.3 11.8 11.6
National Treasury's deposit accounts 85.8 308.0 259.1 222.2
Foreign credit lines 5.4 0.0 (100.0) (5.4)
M onetary-contraction Repo operations 9.3 0.0 (100.0) (9.3)
International reserves administration costs 26.2 28.1 7.3 1.9
2.1.2 Exchange-rate difference 193.2 63.0 (67.4) (130.2)
2.1.3 Bills and coins issuance and distribution costs 2 71.2 124.7 75.0 53.4
2.1.4 Other 6.9 6.6 (4.1) (0.3)
2.2 Corporate expenditures 267.2 275.7 3.2 8.6
2.2.1 Personnel expenses 165.7 174.5 5.3 8.8
2.2.2 Overhead 43.8 42.3 (3.4) (1.5)
2.2.3 Taxes 6.1 7.0 14.5 0.9
2.2.4 Insurance 9.2 7.6 (17.5) (1.6)
2.2.5 Contributions and membership dues 4.2 35 (17.8) (0.8)
2.2.6 Cultural expenses 6.6 7.2 10.1 0.7
2.2.7 Depreciations, provisioning, debt repayments and other  31.5 33.6 6.5 21
(including deferred software expenses) 0.0
2.3 Pensioners' expenses (22.6) (67.6) 198.3 (44.9)
3. Operating result (1-2) 827.8 325.2 (60.7) (502.6)

1/ Including Law 546 TES.
2/ Including fixed costs not absorbed by production
Source: Banco de la Reptblica.
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exchange-ratedifferentia |ossesreferred to above. To sumup, net profit from
return on reservesamounted to $81.4 m, down by $243.1 m on 2004. Returns
in pesoson thereserves declined because of thelower peso/dollar exchange
rate, which fell from 2,626.1 pesosin 2004 to 2,321.3in 2005 (Table 30).

Regarding interest rates, 2 the rate of return obtained on theinternational -
reserves portfolio was higher in 2005 than in 2004 (3.33% against 1.58%)
but lower than the average for 2000-2002 (6.76%) (Table 31). Accrued
interestincomewas up by $167.3 m on 2004. Movementsin exchange-rate
differentials. andinterest ratesresulted ina0.61% rate of return oninternatio-
nal reservesin 2005, weaker than in the preceding

years.
Lastly, onthe corporate side, incomewasderived INTERNATIONAL QUOTATIONS
fromthetrust business (66.5 bn pesos) and bank
services (58.0 bn pesos), with growths of 12.8% Dec. 31/03  Dec. 31/04  Dec. 30/05
Euro/dollar 1.2595 1.3554 1.1795
Dollar/yen 107.22 102.63 118.03
Gold (per ounce) 415.5 438.45 513

2 Includes accrued interest and valuation gains or losses arising
from movements in foreign-exchange rates. Source: Bloomberg.

RETURNS ON INTERNATIONAL RESERVES
(MILLIONS OF DOLLARS)
Item Year 2004 Year 2005 Difference
1. Interest-rate returns 1/ 185.2 352.5 167.3
2. Exchange-rate differential 139.3 (271.0) (410.3)
3. Net returns (1 + 2) 324.5 81.4 (243.1)
Average market exch. rate (pesos per dollar) 27 2,626.1 2,321.3
1/ Includes accrued interest and valuation gains or loss from externa interest-rate movements.
2/ Daily average of the market exchange rate observed each year.
Source: Banco de la Republica.
INTEREST RATE RETURN
Item 2000 2001 2002 2003 2004 2005
Interest rate return (*) 8.05 6.70 5.52 1.73 1.58 3.33
Overall return on investment portfolio
(including working capital) 6.61 5.45 7.89 4.08 2.53 0.61

(*) Excluding exchange-rate differential.
Source: Banco de la Republica.
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an 35.1%, respectively. The corporate-income aggregate decreased (by 14.2
bn pesos), however, because of cancellation of theforeign-currency cash
management service provided to market intermediaries. Corporate
expenditures amounted to 275.7 bn pesos, after an annual growth of just
3.2%, which reflectsthe spending-control policy that was adopted several
yearsback and isstill giving satisfactory results. Personnel expenses stand
out withab5.3% increase, despitea 7% pay risefor employeescovered by a
collective bargaining agreement in 2005. The payroll was reduced by 69
employeeslast year; and overhead decreased by 3.4% relativeto 2004.

B. ALLOCATION TO RESERVES
AND PROFITS DISTRIBUTION

Pursuant to the Bank’ sbylaws, the Board ordered the distribution thisyear of
800.9 bn pesos, from 2005 profits (325.2 bn pesos) and part of the accumu-
lated reserves for currency fluctuations (427.2 bn pesos) and for asset
protection (48.5 bn pesos). Accordingly, after allocationsto the reserves
required by law and the bylaws, asum of 793.0 bn pesoswastransferredto
thegovernment in late February 2006 (Table 32).

Capital reservesthusshowed thefollowing balances: i) currency-fluctuation
reserve 1,340.8 bn pesos;® ii) asset-protection reserve 44.6 bn pesos; and
iii) exchange-rateresult reserves, 12.3bn pesos. In accordancewiththebylaws,

3 Reserves for covering possible losses from the dollar’s fluctuations against other currencies that
make up the international reserves.
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BANCO DE LA REPUBLICA'sS 2005-PROFITS DISTRIBUTION
AND RESERVES UTILIZATION

(Billions of pesos)

I. Funds distributable 800.9
A. 2005 profits 325.2
B. Utilization of reserves 475.7

For asset protection 48.5
For currency fluctuation 427.2

I1. Allocation 800.9
A. National government 793.0
B. Net investment in goods for cultural activity 2.2
C. Exchange-rate result 5.7

Source: Banco de la Republica.



no reserve hasbeen established for monetary and exchange-rate stabilization,
for nolossesare expected for the next two years.

C.

1.

BANCO DE LA REPUBLICA’S
FINANCIAL STRUCTURE

Assets

TheBank’ sassetsincreased by 4,771.7 bn pesos (or 11.4%) to 45,617.7 bn
pesos (Chart 33). Themainitemsincluded thefollowing:

2.

Grossinternational reserves, vaued at market price, showed abaance
of 34,164.9 bn pesos—equivalent to $14,956.9 m—, after anincrease
of 1,808.0 bnpesosor $1,417 m(Table34). Thevariationin pesosis
explained by the peso equivaent of thereservesaccumulation (3,240.7
bn pesos), lessthe effect of the peso’ sreval uation against the dollar
(1,432.7 bn pesos) asreflected in the exchange-rate adj ustment to net
worth.

Foreign-exchange accumulation is accounted for by: i) net returns
actualy received, $341.1 m; foreign-currency purchases through
exchange-rate intervention, $4,658.4 m; iii) higher value of the
government’ sforeign-exchangedeposits, $173.0m; iv) salesof foreign
exchangetothegovernment, $3,250.0 n; v) transfer of 2004 profitsin
foreign currency to the government, $195.9 m; and vi) declineinthe
valueof valuation adjustments, $281.4 m.

Theloca-currency investment portfolio, valued at market price, showed
abalance of 2,603.6 bn pesos, up by 1,619.6 bn on 2004, asaresult
of net TES purchasesover theyear.

Repo operations, used to providetrangitory liquidity, showed abaan-

ceof 4,050.4 bn pesos, some 1,538.6 bn higher than at December 31,
2004 because of theincreasein Reposto financial intermediaries.

Liabilities

Liabilities amounted to 30,196.7 bn pesos, arise of 6,373.0 bn pesos (or
26.8%) fromayear earlier, attributabl eto the behavior of the monetary base
and government deposits. Themonetary baseincreased by 3,543.0 bn pesos
(18.4%) to 22,804.6 bn pesos, on the back of higher demand for cash
(2,498.8 bn pesos) and bank reserves (1,049.2 bn). Government deposits
grew by 2,663.1 bnpesoto 3,725.1 bn, asaresult of thenew liquidity scheme
referred to at the beginning of thischapter.
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BANCO DE LA REPUBLICA'S BALANCE SHEET AT DECEMBER 2004 AND 2005

(MILLIONS OF PESOS)

December 2004 December 2005 Change
Balance % Balance % Absolute %
share share
Assets 41,846.0 100.0 46,617.7 100.0 4,771.7 11.4
Gross international reserves 32,356.9 77.3 34,164.9 73.3 1,808.0 5.6
Contributions at international organizations 3,007.1 7.2 2,834.0 6.1 (173.1) (5.8)
Investments 984.0 24 2,603.6 5.6 1,619.6 164.6
Public sector: consolidated debt 0.0 0.0 0.0 0.0 0.0 0.0
Public sector: monetary regulation 928.0 2.2 2,550.5 5.5 1,622.5 174.9
Capitalization bonds public banks and others 56.1 0.1 53.1 0.1 (3.0 (5.3)
Credit portfolio 4.1 0.0 24 0.0 (1.7) (41.5)
Public sector: National government 24 0.0 21 0.0 (0.3) (14.1)
Banks 0.0 0.0 0.0 0.0 0.0 0.0
Corporaciones financieras (real-sector development credit) 2.8 0.0 14 0.0 (1.4) (49.9)
Rest of financial sector 0.0 0.0 0.0 0.0 0.0 0.0
Other credits 0.0 0.0 0.0 0.0 0.0 0.0
Provisions (1.2) (0.0) (1.2) (0.0) 0.0 (1.4)
Resale agreements and transitory liquidity supports 2,511.8 6.0 4,050.4 8.7 1,538.6 61.3
Accounts receivable 47.5 0.1 36.0 0.1 (11.5) (24.3)
Other net assets 2,934.6 7.0 2,926.4 6.3 (8.2) (0.2)
Liabilities and equity 41,846.0 100.0 46,617.7 100.0 4,771.7 114
Liabilities 23,823.7 56.9 30,196.7 64.8 6,373.0 26.8
Foreign-currency liabilities affecting int'l. reserves 9.8 0.0 21.0 0.0 11.2 113.9
Monetary base 19,261.6 46.0 22,804.6 48.9  3,543.0 18.4
Bills in circulation 16,278.6 38.9 19,177.8 41.1 2,899.2 17.8
Treasury coin 409.5 1.0 461.2 1.0 51.7 12.6
Banks' reserve-requirement deposits 2,379.7 5.7 2,971.0 6.4 591.3 24.8
Rest of financial sector current-account deposits 193.8 0.5 194.6 0.4 0.8 0.4
Other deposits 49.0 0.1 131.8 0.3 82.8 169.1
Government: National Treasury 1,062.0 25 3,725.1 8.0 2,663.1 250.8
Obligations to international organizations 2,482.6 5.9 2,284.6 4.9 (198.0) (8.0)
Liabilities in respect of foreign credit lines 0.0 0.0 0.0 0.0 0.0 0.0
Monetary and exchange-rate regulation securities 0.3 0.0 0.3 0.0 0.0 0.0
Contraction Repos 0.0 0.0 0.0 0.0 0.0 0.0
Foreign-currency sec. for funding & deposits (Board Res5/97) 0.3 0.0 0.3 0.0 0.0 8.0
Other 0.0 0.0 0.0 0.0 0.0
Accounts payable 48.6 0.1 58.3 0.1 9.7 19.8
Other liabilities 909.8 22 1,171.0 25 261.2 28.7
Total equity 18,022.3 43.1 16,421.0 35.2 (1,601.3) (8.9)
Capital 12.7 0.0 12.7 0.0 0.0 0.0
Reserves 1,524.1 3.6 1,867.7 4.0 343.6 22.5
Capital surplus 14,623.9 349 13,2214 28.4 (1,402.5) (9.6)
Special Foreign-Exchange Account settlement 453.5 11 453.5 1.0 0.0 0.0
Foreign-exchange adjustment from 1993 on and surplus 14,111.8 33.7 12,679.1 27.2  (1,432.7) (10.2)
Other 58.7 0.1 88.8 0.2 30.1 51.4
Property valuation gaing/losses (art, cultural and real estate) 1,033.8 25 994.0 21 (39.8) (3.8)
Results 827.8 2.0 325.2 0.7 (502.6) (60.7)
Previous profit/loss 0.0 0.0 0.0 0.0 0.0 0.0
Fiscal-year profit/loss 827.8 2.0 325.2 0.7 (502.6) (60.7)

Source: Banco de la Republica.
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CHANGE IN INTERNATIONAL RESERVES: DECEMBER 31, 2004-2005

Balance in millions of dollars Balance in billions of pesos
Dec. 31/2004 Dec. 31/2005 Change Dec. 31/2004 Dec. 31/2005 Change
13,539.9 14,956.9 1,417.0 32,356.9 34,164.9 1,808.0
Source: Banco de la Republica.
2. Capita

The balance stood at 16,421.0 bn pesos, down by 1,601.3 bn pesos, or
8.9%, asaresult of: i) asmaller exchange adjustment surplus, 1,432.7 bn
pesos, because the peso’ s appreciation lowered the value of international
reserves, ii) thetransfer to the government of 2004 profitsof 454.1 bn pesos,
andiii) areduction of 39.8 bn pesosinthebook vaueof red estate, worksof
artand cultural artifacts.

D. 2006 PROFIT FORECAST

The Bank isforecast to obtain profits of 926 bn pesosthisyear, 600 bn
pesos morethan last year (Table 35). Thisresultislargely explained by
projected higher returnson international reserves (1,138 bn pesos), and
greater expenditures (323 bn pesos)—basically associated with pension
expenses.

Increased income from the reserves portfolio isbased on the expectation
that the Federal Reserve will raiseinterest rates more slowly than over
the past two years, when the benchmark rate waslifted from 1% to 4.25%.
Assuming no large changesin external interest rates, the negativeimpact
onthepriceof reservesassetswill be small, resulting in higher profits.
Income from international reservesis projected on an interest rate of

4.48%, higher than the 0.61% observed in 2005. It is pointed out that the Thisyear'sprofitsare
estimation does not include the possible effects of in exchange-rates forecast to be 926 bn
variaionsinthereserveportfolio’ scurrencies. Expected incomeistherefore pesos, an increase of
subject to uncertainty over the dollar’ smovement against the euro and 600 bn pesos on last
yen compared with its positionsin early 2006. year.
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Higher expendituresarelargdly explained by pension expenses, estimated to
exceed the previousyear’ sby 242.3 bn pesosfor thefollowing reasons: i) an
estimated decrease of 123.8 bn pesosin pension portfolio returns, projected
at the securities year-end 2005 trading interest rates and therefore subject to
theuncertainty of possiblerate changes; ii) higher actuarial provisons, 100.1
bn pesos, estimated on the actuarial calculation for 2006, rather than 2005,
when no provis oning wasrequired upon modification of the pension system
by Constitutional Amendment No. 1 of 2005; andiii) anincreaseof 18.3bn
pesosin spending on pensioners.

Lastly, projectionsfor other important itemsare: i) incomefrom TES-portfolio
returns, $253 bn pesos, down by 339 bn pesos, ontheassumption that market
ratesfor these securities, whose 2005 behavior accounted for theitem’ sgood

BANCO DE LA REPUBLICA'S INCOME STATEMENT, 2005-2006

(BILLIONS OF PESOS)

Executed Projected Change
Dec-05 2006 % Absolute
(A) (B) (BIA) (B-A)
I Total income 1,174.0 2,006.7 70.9 832.7
1. Operating income 1,160.3 1,999.7 72.3 839.4
Interest and returns 912.5 1,785.7 95.7 873.2
International reserves 184.1 1,322.5 618.5 1,138.5
Valuation gains on TES thro' monetary-expansion operations 593.0 253.5 (57.2) (339.5)
Transitory securities purchases and allocations 115.4 204.3 77.0 88.9
Other v/ 20.1 5.4 (73.3) (14.7)
Fees 124.6 122.6 (1.6) (2.0)
Exchange-rate differences 42.9 9.5 (77.8) (33.4)
Other 2/ 80.3 81.9 2.0 1.6
2. Non-operating income 3/ 13.7 7.1 (48.5) (6.7)
Il.  Total expenditures 848.8 1,080.9 27.3 232.1
Interest and returns 446.4 456.4 22 10.0
Reserve-requirements and deposit accounts 418.3 432.6 3.4 14.3
Transitory sales of securities 0.0 0.0
Other operations 4/ 28.1 23.8 (15.3) (4.3)
Exchange-rate differences 63.0 255 (59.5) (37.5)
Cost of issuing and distributing bills and coins 124.7 117.8 (5.5) (6.9)
Personnel costs 174.5 185.8 6.5 11.3
Pensioners' costs (67.6) 174.7 (358.6) 242.3
Overhead 42.3 43.9 3.8 1.6
Other s/ 65.4 76.7 17.3 11.3
IIl.  Profit or loss for the year 325.2 925.9 184.7 600.7

1/ Includes, among other things, valuation gains on TES-A securities, on non-monetary gold, and on public-debt bonds; and credit portfolios.

2/ Includes, among other things, coins issued and precious metals.

3/ Includes sale of gold for industrial use, rented out property, income from social and cultural welfare programs, fines and penalties.

4/ Includes administration costs of reserves and foreign credit lines.

5/ Includes, among other things, other monetary outlays, taxes, insurance, contributions, cultural expenses, depreciations, provisions, and debt repayments.

Source: Banco de la Republica.



results, will remain at levelsobserved at theend of February, 2006,% and the
further assumption that scheduled maturitieswill shrink the portfolio; ii)
personnel expenses, 185.8 bn pesos, up by aprojected rate of 6.5%, reflecting
commitmentsunder the collective bargaining agreement; asinpreviousyears,
however, they are expected to turn out lower than projected, asaresult of a
number of employeesopting for retirement, and the Bank’ scontinuing austerity
policy, which hasled to areduction of payroll staff; andiii) overhead, 43.9bn
pesos, up by aprojectedrateof 3.8%, reflectingthe Bank’ spolicy torationdize
overhead, acommitment undertaken from someyearsback.

@ |t should be mentioned that the more representative TES securities, maturing in September
2014, were traded at the end of February 2006 at 7.09%, compared with 8.7% in December.
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