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).
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