ABSTRACT .

INFLATION
AT JUNE AND
THE OUTLOOK

Consumer inflation declined dightly to 3.9 %in June, mainly because of thedropinfood
inflation. Thereductioninconsumer inflation during the second quarter isexplained by
supply factors: lower pricesfor anumber of perishablefoodsand thedeclineininflationin
regulated goods/utilities.

Theriseintheexchangeratesince April hasyet to bereflected fully inthe consumer price
index (CP1). Depreciation usually affectsconsumer inflation whit athree-monthslag, which
means theimpact would not begin to be evident until July. However, there already has
been anincreasein producer inflation. If it continues, thiswould imply pressure on costs.
Ontheother hand, non-tradableinflation without food and regul ated goods/utilitieshas
been stablefor the past year. This suggeststheincreasein demand isnot reflected in
higher inflationary pressures, or that these have been neutraized by declining inflationary
expectationsthat are consistent with the inflation target for 2006 and the rangeto be
defined for 2007.

Thewage hikes observed during theyear to date exceed current inflation and the target.
However, the unit labor cost measured for industry isdown as aresult of important
increasesin labor productivity, which wereevident in other urban sectorsaswell. Monetary
policy decisionsnecessitate determining if theseimprovementsin productivity aredueto
cyclical factorsor temporary or permanent supply factors. Thereisstill not enough
information inthisrespect, and the behavior of thedifferent indicatorswill haveto be
assessed further.

Inthisreport, theanaysisof the macro economy and its prospectsfor thefutureisnot
radically different fromthat inrecent editions.

. Inred terms, the Centrd Bank’ sinterest rateandinterest on depositswiththefinancid
sysemremainat historicaly low levels.

. Useof installed capacity isat itshistoric average values and measurements of the
output gap suggest level snear zero, even considering the uncertainty surrounding
theseestimates.
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. Expectationsof inflation for 2006 and 2007 continueto be cons stent withthe Bank’s
inflationtargets.

. Externd conditionsremainfavorable: externd demand and termsof trade contributed
totheriseinexportsandtheincreasein nationd income. Highvolaility onthefinancid
and stock marketsand theincreasein risk perception during the second quarter did
nothing to changethisstuation, but did affect some capitd flows, especidly theshort-
termvariety. Asof late, thefinancial and stock market indicators have seen some
recovery and lessvolatility, whilethe country-risk premium hasdeclined.

. Household and business confidenceremainshigh, inkeeping withwhat thesurveys
show. Under these circumstances, the economy continuesto grow, supported by
domestic demand, which hasincreased by an annual rate of 8%. Themainitemsin
thisrespect are the accel eration in household consumption and the high rate of
investment.

. Giventheseconditions, theBoard of Directorsof Banco delaRepublica(BDBR) hassaid
the Colombian economy requiresno monetary incentiveto continueto operate satisfactorily.
Infact, thereareseverd reasonswhy themonetary incentivewill haveto bereduced gradudly
to lower inflationin thedirection of thelong-term god.

. If real interest ratesremain low and external and domestic factors continueto favor
anincreasein gpending, themomentumin aggregate demand woul d continue, making
it harder inthefutureto lower inflationin non-tradable goods and services.

i If part of therisein external interest ratesor inthe country-risk premiumsislasting,
the samewill apply to aportion of theincreasein thereal exchangerate, and the
relative price of tradable goodswill tend to increase. Thismeanstradableinflation
will havelessof animpact than beforeonloweringinflation.

. Credit accelerated, although therewasno changeinreal lending rates, someeven
declined. Thisincreased momentum probably has broadened the current impact of
themonetary incentive on aggregate demand.

i Atitsmeetingson April 28 and June 20, the BDBR ruled anincreaseinintervention rates
based on these considerations. No changesto thiseffect were adopted at theMay 26 and
July 27 meetings. These decisionsconsider thefact that monetary policy operateswitha
relaively longlag. Thismeanstherequired adjustments must bemadewel | inadvanceso as
not to jeopardizefuturetargetsfor inflation and the credibility of the policy itsalf.

. Thesedecisionsalsoratify thegradual nature of the changesin the stance of Colombia’'s
monetary policy. Given the uncertainty under which monetary policy operates, agradual
approach to decisionsmakesit possibleto include new information that helpsto redefine
theBDBR' sperception of important macroeconomic agpectssuch aschangesin productivity,
useof installed capacity, theextent of competitionin different marketsand the movement of
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internationa capital markets. Theseelementsarecrucial toamacroeconomicdiagnos's, but
aresurrounded by agreat deal of uncertainty. A gradual approach to adjustmentsinthe
stance of monetary policy also avoids excessive volatility in interest rates, output and
employment. However, it isimportant to recognizethat agradual approachispossibledue
tothepositivetrendininflationary expectationsandthecredibility acquired by thecountry’s
monetary policy.

Board of Directors
Banco delaRepublica
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